







The Trouble with Markets

This is the book that not only pithily analyzed the causes of the financial collapse of 2008, but correctly forecast that the Great Recession would linger on, warned of a double dip, and said that interest rates and bond yields would reach rock bottom – and stay there.

The Trouble With Markets is a trenchant, topical, and thought-provoking exploration of both our economic future and the future of the market system itself. The crisis did not have one cause but many – greedy bankers and naïve borrowers, mistaken central banks and inept regulators, insatiable western consumers, and over-thrifty Chinese savers. But underlying all these there was a single super-cause: the idea that the markets are always right and consequently that they can be left alone. Belief in this idea not only explains the extreme risks that both banks and borrowers took, but also the passivity and insouciance of central banks and regulators in letting them get on with it.

Indeed, the “Great Implosion” has revealed not only the markets’ excessive risk taking and how fragile the financial system is, but also how bloated the financial sector has become. It has demonstrated a failure of the market with regard to the setting of executive compensation in general, and pay in the financial sector in particular.

The result has been the revelation of a financial sector hell-bent on pursuing its own profit, while imperiling rather than promoting the public good, and a system of corporate governance where managers have been pursuing either their own interests or the short-term performance of the share price – which often came to the same thing.

For everyone experiencing the current worrying times, as well as for analysts, policymakers, and investors, whether in Europe, the United States, or Asia, this book is an inspiration, a guide, and a challenge.
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Praise for
The Trouble with Markets

“This enjoyable book… is an excellent explanation of what led to the ‘Great Implosion’ … what marks this book out is the admirable care that Bootle has taken to address concerns that a reader who is new to the topic might have. Bootle is also diligent in shooting down some of the most common canards that have flapped their way through the crisis. A clear and cogent guide to the problems – and the solutions – that lie ahead.”

Financial Times

“Bootle’s book deserves attention because he has been broadly right about this cycle: he warned of the dangers of the asset bubble and the likelihood of the downturn being much more serious than forecasters predicted, but equally he was not one of the ‘depressionists’… where Bootle is helpful is in his tone of moderation.”

The Independent

“Roger Bootle is one of the best interpreters of modern capitalism around. This account of the crisis and what it means is as important as it is accessible.”

Will Hutton, Executive Vice Chair, The Work Foundation and author of the bestselling The State We’re In

“Compelling prescriptions from an economist unusually able to speak with authority – because unlike most of his peers, Bootle spotted that the boom was unsustainable.”
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“This book will stand out in the explosion of financial crisis literature. Roger Bootle is one of the top, practical economists in the financial world but he is not afraid to tackle the bigger, deeper questions around the future of capitalism, the role of markets and government.”

Vince Cable, MP, Secretary of State for Business, Innovation and Skills and author of The Storm: The World Economic Crisis and What It Means

“Without any equations but with many challenging ideas, The Trouble with Markets is an excellent introduction to the big questions that surround what Bootle calls the Great Implosion of the last few years… He expresses his own views succinctly and presents opposing arguments fairly… the book is about as good as it gets.”

The Business Economist

“Ultimately, Bootle offers a way out of this mess that could tame the markets and make them work for the benefit of all. Capitalism, he thinks, can be saved from itself – but only if policymakers respond to the challenge.”

The Observer

“In his last book, Money for Nothing, Roger Bootle predicted with great accuracy the property crash and subsequent financial crisis. In The Trouble with Markets, he offers us a way out of the almighty mess that excessive debt created. It should be made compulsory reading for all policymakers.”

Jeff Randall, Sky News business presenter

“A brilliant book that puts markets in stunning perspective. Once again, Roger Bootle tackles, head on, some of the toughest economic questions of our time. An extraordinarily penetrating and absorbing analysis.”

The late Sir Brian Pitman, former Chairman, Lloyds TSB Group, and senior adviser to Morgan Stanley

“This book has a fair claim to the status of ‘must read’. Clearly and compellingly written, provocative in its critique and with many suggestions for reform, The Trouble with Markets will command attention from practitioners and lay readers alike.”

The Spectator

“A short, reliable analysis of the crisis in language that the intelligent general reader can understand.”

Robert Skidelsky, author of Keynes: The Return of the Master

“A good run across the desolate battlefield of financial markets after two years of meltdown. Bootle writes fluently, his instincts are sound and his criticisms mainly well-based.”
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The Trouble with the Euro

Since the second edition of this book was released in October 2011, the international economic crisis that it analyzes has continued to intensify. The most important aspect of this intensification, as foreseen in the book, has concerned anxiety about the continued survival of the euro in its present form. Accordingly, this new and expanded version of the second edition includes a further chapter on the euro crisis. Although this subject was dealt with at various points in the original edition, it has proved convenient to leave the existing text as it was and to insert the new chapter, “The Trouble with the Euro,” as a postscript after the Conclusion.

The new chapter draws extensively on work that the author and his colleagues did in conjunction with their entry for the Wolfson Economics Prize. In 2011, Lord Wolfson of Aspley Guise, the distinguished British businessman and philanthropist, established a handsome prize, the second largest in Economics after the Nobel, for the essay that best answered the question:

If member states leave the Economic and Monetary Union, what is the best way for the economic process to be managed to provide the soundest foundation for the future growth and prosperity of the current membership?

There were some 430 entries for this prize from around the world. In July 2012, it was revealed that “Leaving the Euro: A Practical Guide,” the entry from Capital Economics lead-authored by Roger Bootle, was the winner.

The author is grateful to Lord Wolfson and the organizers of the prize, Policy Exchange, as well as to his colleagues at Capital Economics, for permission to draw on this essay in preparing the new chapter. Any errors or omissions are his responsibility alone.

Roger Bootle
July 2012


Preface to the Second Edition

The world again stands at the edge of an abyss. You could not have invented such a scenario if you had been commissioned by a Hollywood film studio to write the script for a financial disaster movie. Across much of the industrial world, before we have recovered from the last recession, it looks as though a new one is about to begin; the banking system is under threat again; several governments are on the verge of default; and the world’s second most important currency, the euro, is facing a possible break-up. In contrast to the first crisis of 2008, global policymakers seem to have run out of both ammunition and ideas. Worse than this, they also appear to have run out of confidence. Yet both financial markets and ordinary people accept their passivity as inevitable. We are in danger of sleepwalking into an extended depression.

In the background, the footsteps of history echo loudly. The Great Crash of 1929 shook the financial and economic system, but it wasn’t until two years later, in 1931, that the world suffered the acute financial crisis that saw the effective end of the Gold Standard and ushered in the Great Depression. Could we be about to stage a repeat?

In analyzing the various factors that brought us to today’s pretty pass, this new edition also addresses the recent intensification of the crisis as it has spread from the banks to sovereign debt. The book is brutally frank in its assessment of our plight – but it isn’t gloomy. The purpose of staring our difficulties fully in the face is to overcome them. The Trouble with Markets charts both an escape route and the path to a new financial system and a new prosperity.

The origins of the book go deep in my own history. Working in and around the City of London for 30 years has been a splendid vantage point from which to observe the financial markets. For much of that time my desk has been in, or just next to, one or other of the “dealing rooms,” the vital organs of the financial markets.

I have worked as a dealer in the money markets, as an adviser to an investment bank, and as chief economist for two stockbroking firms, a merchant bank, and one of the largest commercial banks in the world. I have written extensively about the financial markets, first as an academic at Oxford, then as a City economist, as the author of five books, as a columnist on three of Britain’s national newspapers, and as an adviser to one of the largest global accountancy businesses. I now make my living primarily by running a consultancy firm, Capital Economics, which advises clients around the world, most of whose business is in some sense financial.

I have always felt ambivalent about the financial markets. On the one hand, their efficiency, energy, and single-mindedness in the pursuit of success are admirable. On the human level, they have provided employment to many splendid individuals of both talent and integrity, some of whom I have been privileged to work with. And they have brought out the good in millions of people blessed with drive and native wit. At the macro level, in my own country, the UK, they have brought prosperity to many, as the wealth they have created has spread far and wide. As so many of Britain’s traditional sources of wealth have declined, the City’s success has shone like a beacon. And, by and large, the markets have been good to me. Indeed, you could say that in a minor way I too have been, and to some extent still am, on the financial markets gravy train that I criticize in this book.

On the other hand, I have been troubled by the increasing dominance of markets over business relationships, liquidity over commitment, and greed over public purpose. I have been even more troubled by the realization that as the markets’ success seemed to grow, it became more and more widely believed that they offered a blueprint for how society at large should be organized.

This book is the third part of a trilogy. My thoughts on the major economic issues before us have been developing between books. So, in the process of addressing the major questions about the future of the market economy, The Trouble with Markets also attempts to build on my earlier work and to tie up some of the loose ends left dangling by the two earlier volumes.

The Death of Inflation, published in 1996, argued that the world faced a future of low inflation accompanied by high rates of economic growth and low unemployment. Soon after the book first appeared, the immediate flow of news seemed to support its central thesis. No one knew, though, how long this happy state would continue and there were plenty of critics who argued that it was very temporary. At times they appeared to be right – and from a perspective some way into the future, they might yet be right. In the event, with some qualifications, the era of low inflation lasted at least until 2006.

But in 2010/11 inflation rose sharply and, with central banks and governments pouring money into the system by the squillion, many people think that a return to much higher inflation is just around the corner. By contrast, this book argues that, despite the huge risks and challenges, the low inflation era will last a good many years yet. Indeed, deflation is the greater threat.

What The Death of Inflation did not foresee was that as the forces that produced low inflation gathered strength, darker clouds would appear, partly as a direct result. The rise of China and the associated processes of globalization may have helped to keep inflation low, but they also helped to produce a world of abnormally low interest rates, accompanied by the free flow of finance, which fueled a bubble in asset markets, especially real estate. Ironically, what so many people regarded as a threat, namely the rise of China, was actually a source of prosperity, whereas what so many rejoiced in as the source of prosperity, namely rising house prices, was actually a snare and a delusion.

This was the essential message of Money for Nothing, published in 2003. The book’s fate was the exact opposite of The Death of Inflation. At first, its warnings seemed surreal and its cautionary advice fell on deaf ears. Indeed, as property prices carried on rising, to many people the book must have seemed off the wall.

It is very common for bubbles to inflate much further than any fundamentals-based forecaster can imagine. That is, after all, why they are bubbles. This is exactly what had happened with the dot-com boom and it is what happened with the subsequent property boom. As property prices went up and up, Money for Nothing’s strictures on house prices were widely disregarded. Yet house prices have now fallen heavily in America, Ireland, and Spain, and slightly in Britain, where they still look vulnerable.

In retrospect, while Money for Nothing was too early in its warnings of a housing disaster, much of the book has now been vindicated. Not only has the property bubble burst but, just as the book warned that it would, this bursting undermined the whole financial system.

The weakness of Money for Nothing was not that it failed to foresee future events, but rather that it failed to see their full ramifications. Although it caught a glimpse of the disasters yet to come, it did not envisage their full consequences. Now we are drowning in them. The Trouble with Markets tries to provide both life jackets to keep us afloat and a rescue boat to take us back to dry land.

Although it does have things to say about the immediate economic outlook, this is not a book of forecasts. As I argue in Chapter 2, there are good reasons to believe that the world will be afflicted by the effects of the crisis of 2007/11 for some considerable time. Indeed, by the autumn of 2011 it looked as though much of the world could be heading back into recession – the much-feared double dip. Nevertheless, it is possible that the global economy could yet surprise everyone by its powers of rapid recuperation, just as it surprised on the downside. Indeed, by the time you are reading this, things may seem to be back to normal. Even if that happens, the challenges that this episode poses for the structure of capitalist societies will remain vital – as will the various measures and remedies that I propose in Part III.

In this paperback edition, I have updated facts and figures, where appropriate, and have made substantial revisions to take account of economic and market events and policy measures. I have also added a new chapter.

The original edition of the book argued that what I called the Great Implosion would have momentous consequences, which would not stop with what has now come to be called the Great Recession. On the contrary, there would probably be a second leg to the crisis and quite possibly a double-dip recession, perhaps leading to an extended depression. Unfortunately, events have gone largely the way the book anticipated. As a result, its structure has not had to be significantly changed.

The plan of the book is straightforward. In Chapter 1, I examine the origins of the financial crisis of 2007/9 before moving on to the economic consequences in Chapters 2 and 3. Chapter 2 tries to answer the question of how serious things will be by looking at the past. Chapter 3 tackles the question of whether the system will fall into a period of deflation or whether, as many people fear, the depression will end in a prolonged burst of high inflation.

In Part II, I examine the deep causes of the crisis – the trouble with markets. Chapter 4 asks which bits of the market system work well and which do not, and why. In Chapter 5 I use this framework to analyze the failings of financial markets. Chapter 6 tackles the weaknesses of the international financial system, concentrating on China. In the new Chapter 7, I discuss the panic over sovereign debt and the rolling existential crisis of the euro.

While Parts I and II are devoted to causes and consequences, Part III is devoted to cures. Chapter 8 discusses what measures governments and central banks need to take to get us out of the mire. Chapter 9 looks beyond the immediate crisis to discuss the shape of the world once the problems are over, and what steps need to be taken to reform the system to ensure that nothing like it happens again. Chapter 10 considers how individuals should manage their finances. I should say, though, that it isn’t a road to riches I lay out there, but rather a guide to survival. In the Conclusion, I draw together what all this implies about how we should regard the capitalist system.
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Part I

The Great Implosion


1
How on Earth Did We Get Here?

The markets, the markets,
The markets know best.
They take all the money…
And damn all the rest. Anon

In September 2008, under the Swiss/French Alps, an experiment took place that could have imperiled the world. By dint of a phenomenal feat of engineering, an enormous machine, the Large Hadron Collider, occupying a subalpine tunnel 27 kilometers long, was ready to smash atoms together at fantastic velocities. Many of the world’s best scientists were engaged on the project. They hoped that this collision of atoms would reveal the origins of the universe.

Critics argued, though, that this experiment could spell the end of the universe, as everything could be sucked into a gigantic black hole. Across the globe, people of a more nervous disposition waited anxiously. As you who are reading this know full well, the world survived; in fact, the result was something of a damp squib. Mind you, five years of further experiments were to follow – and heaven knows what thereafter.

By contrast, above and beyond the subalpine tunnel, it seemed that the financial world had already been sucked into a black hole. The value of complex financial instruments, designed by some of the world’s best “rocket scientists,” collapsed. Some large banks went bust, others were saved only by gigantic injections of public money, financial markets hovered on the brink of meltdown, house prices fell, share prices tumbled, and hundreds of millions of people shuddered over their future. At the worst point, about 60% of the world’s stock-market wealth, equivalent to two years of America’s GDP, had evaporated – a sum of about $30 trillion, or if you like your noughts, $30,000,000,000,000. So no wonder that people were terrified about their savings and their pensions, their homes and their jobs. The financial structure cracked and buckled. Nothing seemed certain or secure.

The 1930s had seen the Great Depression and the 1970s the Great Inflation. The 1990s had seen the Great Moderation. This was the Great Implosion.

Yet, before the events of 2007/9, the world economy had apparently been strong. Indeed, people had talked about a transformation in economic prospects. Globalization and new technology had radically improved the outlook for economic growth. Meanwhile, improved economic management and more placid conditions had supposedly brought an end to economic instability.

Accordingly, the trouble with markets hit people like a blow to the solar plexus. While the world survived the acute banking crisis of 2008/9, a second crisis in 2011, focused on sovereign debt, threatened to be even worse. We can’t relax over financial markets. At least five years of further tests lie ahead.

Do markets work?

Despite the trillions of dollars lost, and despite the worries of millions of people, more than this – much, much more – is at stake. For this crisis has delivered the killer blow to an idea that has underpinned the structure of society, framed the political debate, and molded international relations for decades. It is simply the idea that markets work and governments don’t.

From the events of 2007/9, it seems plain that the financial markets have not worked to promote the common weal, and they have caused, rather than absorbed, chaos and instability. Ironically, they have had to be bailed out by governments. Meanwhile, it seems that the fortunes “earned” by bankers high and low were not really earned but expropriated from the rest of us. If the system can produce such wealth-destroying success for some, how can it work for our overall benefit? And if the financial markets are like this, then what about the rest of the market system?

The trouble with markets is that not all markets are the same. Some work well, some barely work at all. And financial markets are special – and especially powerful, for both good and ill. Although all markets need some oversight, the need in the world of finance is of an altogether different magnitude. You do not readily find pyramid selling schemes or major fraudsters in the world of soap-sud manufacturing or the retailing of ladies’ underwear.

This is not because there is anything inherently superior about making washing powder or selling underwear compared to the world of finance, nor because the people working in the former are necessarily more upstanding than those working in the latter. The difference is that the businesses of soap-sud manufacturing and underwear distribution are so rooted in the real, material world that it is nigh-on impossible to use them to turn base metal into gold, or to create money out of nothing.

Equally, the consequences of a manufacturer or retailer going bust are seldom drastic for the economic system as a whole, even if the businesses are extremely large. By contrast, the failure of even a small financial company can endanger the whole financial system. For finance is intangible. It is built on trust. Once confidence is shattered, the whole edifice can collapse, as the events of 2007/9 attest.

How on earth did we reach the current ghastly position? My answer to this question is a tale of greed, illusion, and self-delusion on a massive scale. It not only reveals the truth about markets and economies, but also shines a torch on the nature of society – and on human nature itself.

The meltdown

This answer has two parts: the historical events that led to the collapse of 2007/9; and the underlying causes. The history can be quickly told.1 Over the previous decade, clever investment bankers had invented a whole alphabet soup of new financial instruments: CMOs, CDOs, CDSs, and heaven knows what else. They talked about a transformation in the financial world, mirroring the supposed transformation in the real world, thanks to new financial instruments and the advent of financial engineering. Never mind the technological revolution, this was a financial revolution.

The result was an explosion in the availability of finance – especially mortgage finance. The consequence of that was an upsurge in property prices almost everywhere. As part of this financial revolution, banks lent more and more money on mortgages, including to people in America who, in the past, would have had little or no chance of getting loans. And with good reason: on past form they seemed to have little or no chance of paying the interest, never mind repaying the capital. The bankers joked that these were NINJA borrowers: no income, no job, and no assets. But they kept lending.

Clever investment bankers then packaged these mortgages up as securities and sold them on to banks and other financial institutions, who might trade them with other banks. Still cleverer investment bankers split these packaged mortgages into segments, distinguished by different levels of riskiness. The most risky carried the highest return, the least risky the lowest. The idea was that potential investors could choose from the list – as if from a menu – according to their tastes and tolerance for the mixture of risk and return.

However, these collateralized debt obligations (CDOs) were potentially lethal. If only 1% of mortgage holders defaulted then the worth of the most risky category could fall to zero. Even so, lots of institutions that seemed to be safe and secure bought these instruments. The result was that when the American housing bubble burst, apparently staid, boring Landesbanks in Germany could be brought down by the defaults of NINJA borrowers in trailer parks in Arkansas. This was the result of a decade of technical progress in the world of finance.

Worse than this, because these instruments were traded, when it began to be evident that there was a serious problem with CDOs, no one knew where these instruments were held; if you like, where the bodies were buried. Once the markets woke up to how serious the problems were, and how difficult it was to track down these troubled assets, confidence collapsed.

The problem then fed on itself. The market for trading these instruments evaporated, so their market value fell – if there was a market for them at all. Many of the assets on banks’ books were so complex that it was almost impossible to know what they were reasonably worth. And in the panicky conditions of 2007/9, many of them seemed to be worth next to nothing. This meant that the value of banks’ capital was uncertain. In other words, it was impossible to be sure that banks were not already bust – or likely to go bust very soon.

Consequently, banks began to be worried about other banks’ credit-worthiness, and so became reluctant to lend to each other. A crisis of confidence about solvency morphed into a crisis about liquidity. (When there are not firm prices for buying and selling an asset in large quantities, the market is said to be illiquid.) But illiquidity undermined solvency. For banks that were dependent on loans from other banks, the drying up of liquidity spelt doom. This was what brought down Britain’s Northern Rock and threatened to bring down the whole financial system – until governments and central banks intervened.

The perilous position of the banking system caused the banks to reduce their ordinary lending.2 With reduced access to finance, individuals and businesses curtailed their expenditure, which reduced GDP and in the process impaired the value of all assets in the system, including the ones sitting on the banks’ books, thereby causing the banks to cut back lending still further, and so on and so forth.

From meltdown to slump

Soon the consequences spread out from the financial system to engulf pretty much everyone. People and companies unable to get finance cut back on their purchases of big-ticket items. Manufacturers and retailers, anxious about working capital, cut back on their stocks. Companies unable to get trade finance were unable to export. The result was a collapse of world trade unparalleled since the 1930s. In some countries exports fell by 40%. Industrial production went into freefall everywhere.

Simultaneously, the usual mechanisms of recession started to crank up: consumer confidence collapsed and consumer spending slowed or, in some countries, fell. Unemployment rose. Something that began in the world of finance came to engulf the whole economy. By the middle of 2009, it was impossible to find a single major country in the world that had not felt the consequences. The Great Implosion had spawned the Great Recession.

And further worries lurked in the shadows. For much of the postwar period, the west’s pension systems – whether of the pay-as-you-go or the funded variety – have been an accident waiting to happen. For countries with the former, including most of continental Europe, what kept the show on the road was the growth and structure of the population, which ensured that there were plenty of workers to be taxed to pay for the retired. For countries with the latter, such as the US and the UK, what kept the system going was strong equity markets. Now, with equity markets depressed and estimates of average longevity ever increasing, in almost all western countries pension systems are under threat. For some people, particularly in the US and the UK, the solution is to put off retirement until later and later. For others it is simply to wait and worry – and in the meantime to curtail unnecessary spending.

For those relying on the state for their pension the worry is increasing, because the Great Recession has engulfed the public finances. While the economic downturn has eaten into tax revenues, governments have poured billions into bailing out the banks, leading government borrowing to balloon. Now the banking crisis has become a sovereign debt crisis.

As the Great Implosion developed, the large, passive rise in the public deficit and governments’ ability to use discretionary increases in spending or cuts in taxes to bolster demand were part of the solution. In many countries they have now clearly become part of the problem. Debt has increased so much that the developed countries face an unpalatable choice between default, inflation, or savage cuts in government spending, accompanied by huge rises in taxes. What is more, how all this pans out will depend closely on what happens to governments’ “investments” in the banks. At the extreme, you could now regard the UK government as a very large bank with a business in public administration on the side.3

Indeed, many people fear that, as taxpayers, they will be paying for the bankers’ mistakes – and their bonuses and bailouts – for decades to come. Accordingly, they are afraid that for all of us not on the financial markets gravy train, the future is extremely bleak. I take a much more optimistic view, which I explain in Chapter 8. Nevertheless, either the fear of the policies needed to put the public finances right, or the reality of them, coupled with sky-high commodity prices, threatens to be a leading cause of a slip back into recession – the much-feared double dip. Even if the world economy continues to recover in 2012 and the years beyond, the threat of more pain to come – and the scars left from the damage already done – will linger for many a long year.

What caused it all?

Now the causes. This crisis is the result of the interaction between eight powerful factors: the bubble in property; the explosion of debt; the fragility of the banks; the weakness of risk assessment; an error of monetary policy; the super-saving of China and a number of other countries; the complacency and incompetence of the regulators; and the docility of outside assessors. Behind this concoction of immediate causes lies a deeper underlying cause, to which I will come in a moment.

The property bubble

First, the bubble. There have been bubbles throughout financial history. Indeed, the last 25 years have been dominated by a series of bubbles. In October 1987, the US equity market fell by as much as 20% in a single day, although neither the financial system nor the economy even wobbled. In the late 1980s, there was a mammoth bubble in Japanese property and shares. A subsequent bubble in emerging markets culminated in the Asian/Russian crisis of 1997/8. The immediately affected countries were devastated, but the west sailed on regardless.

That is not quite what happened in the next bubble, the dot-com boom, which burst in 2001. This time the US economy did fall into recession and the world economy shuddered. Moreover, for a time the financial system trembled, although more because of the events of September 11.

After the dot-com collapse the party moved on – to property, both residential and commercial, and to an associated bubble in risk and credit instruments. Just as that bubble was getting close to its bursting point, another was still inflating, in commodities. Now that bubble has burst as well.

Although the world survived all of these earlier bubbles – albeit with a little bit of luck – some of the associated financial shocks were very serious. In Asia, Japan’s banking and financial collapse shook the foundations of the system and of Japanese society itself. The financial convulsion that the smaller Asian economies went through in 1997/8 resulted in drops in GDP almost as large as those that America endured in the Great Depression.

The American banking system was almost brought to its knees in the 1980s over the collapse of savings and loan associations. They had lent for long periods on fixed rates of interest but borrowed for short periods, thereby obliging them frequently to renew their funding and putting them at risk from higher interest rates. When interest rates went up sharply they were bust and had to be bailed out at massive cost to the US taxpayer. The Latin American debt crisis of 1982 resulted in the US banking system itself being effectively bust. It was rescued by a cut in interest rates, which helped to generate an increased spread between the interest rate earned on banks’ assets and the rate paid on their liabilities.

In 1998 came the failure of a hedge fund, Long-Term Capital Management (LTCM). A bailout was organized by the Federal Reserve, the US central banking system, using private money. Again interest rates were cut sharply. After the event, then Chairman of the Fed Alan Greenspan said that if LTCM had been allowed to fail the whole financial system would have been endangered.

Funny that no one seemed to draw the implications – least of all Alan Greenspan. If the failure of a hedge fund that until then scarcely anyone had heard of could bring such danger, then what would happen if the bursting of a major bubble were to put at risk the core of the financial system? That is exactly what the property bubble did. It was international, rather than being confined to one country. Property prices were inflated more or less everywhere, from Florida to Florence, from San Francisco to Scunthorpe.

Moreover, property was not an asset class like black tulips, which had been the subject of a bubble in Holland in the seventeenth century; or the British South Sea stock, whose bubble inflated and burst in 1720; or Australian mining shares, which experienced bubbles in the 1960s. While these were spectacular bubbles when measured by the size of the increase in the price of the asset, the asset class in question was small in relation to the overall stock of assets, and small in relation to the economy. By contrast, property, the subject of the mid-noughties bubble, is the biggest asset class of all.

History suggests that financial systems can usually withstand collapses of the equity market fairly readily, because equities are not normally financed by money borrowed from banks. Property is different. When property prices tumble, the banking system, and with it the whole of the financial system, is undermined. The last decade’s rise in house prices, and, linked to this, commercial property prices, was quite simply the greatest bubble in the whole of financial history. Scarce wonder that when it burst the world trembled.

Debt and the fragility of the banks

Even so, in a different state of the world, the bubble might have burst without the same scale of ill effects. The second factor underlying the collapse of 2007/9 was the perilous fragility of the financial system in general and the banking system in particular. For the bubble had inflated at a time when major western economies were hooked on debt.4

In the world of low finance, that is to say the everyday affairs of ordinary folk, indebtedness was extremely high. Huge mortgages – sometimes 125% of the value of the property purchased, and six or seven times earnings, often “self-certified” earnings at that – spoke of a system drunk on debt. There had been a boom in ordinary consumer credit, credit card debt, store credit, anything to promote tomorrow’s spending today. After all, as borrowers could readily assure themselves, credit takes the waiting out of wanting.

Meanwhile, in the world of high finance, the flurry of innovation had made the financial system much more complex, and in the process much more vulnerable. The theory was that sophisticated finance, using the new instruments, would transfer risk to those most able to bear it and this would make the system more robust. The reality was that risk was transferred to those who were least able to understand it. In the process, this made the system more fragile. This was all too reminiscent of what had happened in the Lloyd’s insurance market in the late 1980s, when insurance risks were reinsured and then the reinsurance was reinsured, and that was reinsured, with the result that it was nigh-on impossible to unravel where the true risk lay.

Meanwhile, old banking practices that relied on relationships had been overtaken by marketization. The banks’ “treasuries” and “proprietary trading desks,” the departments that placed big bets on the markets, were dominant. And where banks would once have been conservative and risk averse, holding a high proportion of liquid assets against the chance that something might go wrong, they now held very few. Never fear: the market would provide. Indeed, in the good times it did. The trouble was, as many banks were soon to find out, in the bad times it did not.

Furthermore, the banks held this extraordinary mix of assets and liabilities with very little protection in the form of capital reserves. In order to maximize the “return on equity” – that is, the gains enjoyed by shareholders – these were kept to a minimum. Moreover, banks acted to reduce the amount of capital they were required to hold by moving assets “off balance sheet,” into subsidiaries and financing vehicles whose capital requirements were lower, or even nonexistent. So, not only the banks’ customers but the banks themselves were highly geared, some borrowing as much as 40 times their capital. Their capital holdings were a fair bit lower than they had been in the early 1990s, when the ratio of capital to total assets at US commercial banks had been more than 1:20. However, they were amazingly low compared to the more distant past. In 1900 the ratio of capital to assets had been more like 1:6, and in the middle of the nineteenth century it was 1:2.5

This change did not occur by accident. The success of banking activity should be judged by the return on banks’ assets. But the profitability of the banks, and the effectiveness of their managements, have in fact been judged by their return on equity. The banks were caught between two sorts of competitive pressure: competition drove down the return on assets (i.e., squeezed the margins on lending and other activities) while it also drove up the target return on equity. In the words of Andrew Haldane from the Bank of England, “Caught in the cross-fire, high leverage became the only means of keeping up with the Joneses.”6

Outside the banks, debt held sway as well. Private equity businesses grew like topsy on a sea of debt and “leveraged” the companies they bought up to the eyeballs. Meanwhile, investors borrowed billions to invest in hedge funds, who then borrowed billions more to invest in assets.

So the whole financial system was a gigantic inverted pyramid of debt, resting on a tiny base of capital.

Risk management

It is not as though the banks were unaware that they were running big risks. On the contrary, they used mathematical risk management techniques, and employed armies of “risk managers.” One of the large banks subsequently taken over by the British government reputedly employed 400 of them.

The problem is that it was a particular definition of risk that they were managing. The prevailing way of measuring risk was to look at the variability of prices over some past period. The results were then expressed in the language of formal statistics. If an event had occurred 1% of the time in the past, it was assumed that there was a 1 in a 100 chance that it would occur over an equivalent length of time in the future.

When you describe the procedure in simple English, it seems scarcely credible that banks were relying on measures formed in this way to assess their exposure and vulnerability. For a start, often the periods over which the movement of asset prices would be assessed were extremely short. And, as none other than Alan Greenspan put it, “Probability distributions estimated largely, or exclusively over cycles that do not include periods of panic will underestimate the likelihood of extreme price movements.”7

Moreover, the assumption of the mathematical models was that the variability of these prices was accurately described by the so-called normal distribution, which is sometimes known as the bell curve because a graph of it has a bell-like shape. In fact there was no good reason to believe that this was necessarily true. Lurking out there in the unknown future, ready to trip up the unwary, there could be some improbable but high-impact events, what Nassim Nicholas Taleb has called Black Swans. Indeed, as we now know, there were.8

Most extraordinarily, the “quants” borrowed this method of measuring risk from the physical sciences, without thinking whether it applied to human affairs. It doesn’t. Instead, human affairs are interactive. As George Soros puts it, they are characterized by reflexivity.

Most importantly, as regards the future, what we face is not risk, as described by some probability distribution, but pure uncertainty, a distinction made clear eons ago by the economists Knight and Keynes. In the language of Donald Rumsfeld, the world is full of unknown unknowns. As the mathematician Paul Wilmott puts it: “Following the formulas was like relying on your seatbelt to drive crazily: it’s not going to save your life.”9

While all this nonmeasurement of “risk” was going on in the dealing rooms, in the boardrooms the results were being passed through in a state of glazed noncomprehension. What did Sir Thingummy Whatnot or Myron C. Hamburger III know about “sigma events”? Could Dame Nod-it-Through seriously be expected to know her onions about complex derivatives? They and their similarly noncomprehending colleagues would have been better advised to sack at least half the risk managers and replace them with people who knew something of economic and financial history and could communicate in plain English. But they didn’t.

Monetary policy errors

Overseeing all this, of course, were the policymakers in central banks and treasuries, whose job, you would think, is to keep the system safe and sound. It is easy to pin the blame for what went wrong on them, and some of the blame does indeed rest at their feet. But Alan Greenspan and his equivalents in the other major central banks were operating in a particular global context and in pursuit of particular policy objectives, under a particular policy regime. It is my contention that the real villain in the piece has been not any individual or any particular central bank, but rather the interaction between the policy regime and the global context.

In fact, for most western central banks, ensuring financial stability was not their primary task at all. Getting and keeping inflation low was the primary task assigned to them. (In the US this ranked equally with maintaining growth and employment.) They did not see their role as the prevention of bubbles. Accordingly, in their deliberations about monetary policy, asset prices played no more than a supporting role – except on the downside. Fed Chairman Greenspan was particularly sensitive to those downside risks. He was always ready to reduce interest rates to counter stock-market weakness. At one point, after the events of September 11, 2001, he cut rates to 1% and kept them there for an extended period.

Greenspan did openly worry about bubbles, as when he inveighed against “irrational exuberance” in the stock market. But he subsequently decided that (a) it wasn’t certain that there was a bubble; (b) if there was, there wasn’t a great deal the Fed could safely do about it; (c) the way to react, if it was a bubble, was to allow it to burst and then clear up the mess afterwards.

This view, which subsequently became known as the Greenspan doctrine, was broadly accepted by other western central banks. If they were confronted with surging asset prices, the only real question for them, in the regime under which they operated, was what such increases implied for the outlook for aggregate demand (i.e., the total amount of spending in the economy) and consumer price inflation.

This whole approach to monetary policy was a response to recent history – both to what had happened and to what had not. The world economy and its financial system had teetered on the brink of inflationary disaster during the 1970s. By contrast, financial instability ensuing from asset bubbles had appeared not to be a serious matter since the 1930s; although the experience of Japan and Scandinavia in the 1990s ought to have suggested otherwise. Central banks focused on keeping aggregate demand on a path consistent with their objectives for inflation and employment. In the prevailing conditions of the time, the result was a prolonged period of low interest rates and a bias, fully perceived in the markets, toward even lower interest rates, which set up the conditions that led to the property bubble.

Of course, the policymakers might have thought that the policy of low interest rates with easy credit would keep the economies of the west growing steadily without stoking a bubble. It is just about possible to imagine that this could happen. But what we know of human nature, and financial history, cries out that the result will be a financial disaster. Those extending themselves will include the least creditworthy; the banks offering more credit will include the least well managed; the projects backed will include the most speculative; and asset prices will be bid up as “investors” seek the quickest way of making easy money.

With finance as cheap as central banks made it, and in conditions of easy access to credit and lax regulation, it was inevitable that bubbles would result. The central banks now bemoan what happened, but it happened as a direct result of the policies they pursued. They should have known better.

The global context

That said, given their mandate, in the prevailing conditions of the time it would have been difficult for them to have acted differently. Paradoxically, given the vast increase in debt, in global terms these were conditions of savings glut and consequently of incipient recession. When the dot-com bubble burst and the “new economy” boom subsided, western policymakers confronted a new underlying reality. Domestic demand was now weak, while the rapidly growing countries of Asia, led by China, were building massive trade surpluses, exporting far more to the west than they were importing from it. In 2007/8, a sharp rise in oil prices exacerbated these global trade imbalances. The countries of the west now had external trade deficits foisted on them from two sources.

The result was an acute policy dilemma for western governments and central banks: either accept the situation, or take action to replace the demand being sucked out with new demand injected in. If they had taken the first option the result would have been weaker economic performance earlier in the decade, rather than later. Arguably, though, that would have been better because, without the bubble, a period of economic weakness could have amounted to a normal recession, not one involving a banking collapse and a drop into depression.

Yet in almost all western countries this option was not seriously considered. The very upsurge of productive potential in China and other emerging markets that created large current account surpluses for such countries also delivered low inflation in the west. In the US inflation reached a low of just over 1%; in the eurozone it touched 1.7%; in the UK it fell to as low as 0.5%. Governments and central banks paying attention to inflation alone would have been encouraged to take expansionary measures. If they also acknowledged responsibility for real output and employment, what they had to do would have been even clearer. It was a no-brainer: domestic demand had to be boosted to offset the draining of demand by the super-savers.

Accordingly, the policymakers felt duty bound to keep people spending, by imposing a policy of low interest rates and letting the credit flow – and thereby letting the debt build up.

So this was a crisis that was born of the union of rampant finance capitalism and the super-saving of China et al. To be sure, the structures and attitudes of western finance could have produced a financial crisis without the intervention of the Chinese; indeed, they had managed to produce quite a few before the Chinese economy became an important player on the world scene. That said, it is difficult to imagine this crisis happening without the global imbalances unleashed by the rise of China.10

Regulatory somnolence

If the monetary policymakers had some sort of defense, what about “the regulators” who were supposed to focus on financial probity and stability? In practice, the regulatory authorities on both sides of the Atlantic were supine. The problem was not lack of regulation; there was regulation aplenty. The trouble was that it did not seem to affect the substance of what banks were doing. The regulators were engaged in an elaborate exercise in box ticking. The banks easily met their minimum capital requirements, yet when the troubles began in 2008, these capital cushions proved hopelessly inadequate.

Incredibly, the regulators even acquiesced in the practices by which banks reduced their capital requirements by moving business off balance sheet. And then – surprise, surprise – they were apparently taken aback when bank capital reserves proved to be inadequate.

Part of the reason for the regulatory mistakes was the run-of-the-mill incompetence that seems to bedevil many public agencies. Britain’s Financial Services Authority (FSA) was apparently in constant close touch with the problems, but somehow contrived to do nothing about them. In the case of the UK, lax financial regulation was not only the result of incompetence. The authorities explicitly followed a policy of “light touch” regulation, because they wanted to maintain London’s competitive position as a leading global center for financial services. As a result, the regulatory system turned out to be more like “soft touch.”

Over and above this conscious decision, not only in London but also in the US and throughout the western world, both regulators and banks simply did not understand or imagine what the future could possibly be like. They were lulled into a false sense of security by the complexity of financial models that neglected history and stifled imagination. In the event, the measurement of risk was a fiction and its regulation a sick joke.11

Private complacency

The failure of oversight was not confined to the public sector. Of all those who should have seen the crisis coming, surely among the front rank are the ratings agencies, that is to say the commercial organizations that are paid to assess the riskiness of bonds, all sorts of securities, and even countries. They didn’t see it coming. More than that, by giving their AAA stamp of approval to the various fancy new derivative instruments that proliferated in the boom, they enabled banks and others to trade in them and hold them on their books with an easy mind. Like everyone else, the ratings agencies were taken in. It didn’t help that they received the bulk of their income from the banks.

Nor did the armies of equity market analysts, paid small fortunes to analyze the stock market and its constituent companies, foresee the crisis. Going into 2008, ThomsonReuters found that analysts expected corporate earnings globally to rise by 11.8%, with a rise of 14.9% in the US. At the beginning of 2009 they were expecting a fall of 12.5% for the quarter, having anticipated a rise of 37% six months earlier. By May they were forecasting a fall of 37%.12

Nor, with the honorable exception of a few journalists, did the press rumble what was going on. Interestingly, those writers who perceived the perils of excessive indebtedness were, on the whole, not financial specialists. The specialist financial press, by contrast, seemed to be cheering on the party from the sidelines.

Bearing in mind the scale of the distortion of market values and economic activity, and the pervasiveness of the mindset that allowed this situation to continue, the word bubble seems increasingly inadequate to describe what led to the Great Implosion. This was a society-wide, mass delusion about the sources of prosperity, just as John Kenneth Galbraith said had gripped America in the 1920s.

An accident?

Why was it only in 2007/9 that disaster struck? What finally pushed the system over the edge can best be regarded as an accident. Nevertheless, that does not mean that the financial implosion can be regarded as truly accidental.

If there is one event that seems to have turned the crisis into a potential catastrophe, it is the collapse of Lehman Brothers in September 2008. There is a view that if only Lehman Brothers had not been allowed to go bust this would have been a comparatively minor crisis, with no devastating consequences, let alone a proto-depression.

I don’t accept this view, even though Lehman’s collapse was critical in the chain of events that led to disaster. The point is that given the way the system was, there was bound to be a Lehman somewhere, sometime. The authorities felt that they could not bail out all institutions regardless. Not only were they worried by the moral hazard aspect, they were also concerned about what they saw as their limited resources. The appetite of the US Congress for financing bank bailouts was not unlimited. Something would have to be let go. If Lehman had been saved and the system had not imploded, the skeptics in Congress would have been emboldened to override the next bailout. At some point, some institution would have had to go – and thereby endanger the system – for Congress to be persuaded to put up more money.

It’s the bean counters’ fault

Some commentators have argued that the crisis of 2007/9 originated with other specific factors that could have been avoided – or at least corrected. One view is that the problems were caused, or severely exacerbated, by so-called mark-to-market accounting; that is, the continuous revaluation of banks’ assets to market values. This had the consequence that when liquidity dried up and the market for complex, difficult-to-sell instruments evaporated, it was very difficult to put any value on these at all, with the result that the value of banks’ assets was reduced, implying that the value of their capital (the difference between their assets and their liabilities) was depleted.

There is something in this – but not much. It is very difficult to believe that the essence of a problem as severe as the one confronting the financial system in 2007/9 can come down to a matter of accounting. After all, what in reality would be changed if banks were allowed to put higher values on these assets? Yes, their calculated capital ratios would be higher, but this would mean nothing. Who would believe them? Surely if banks were allowed to ascribe what values they liked to assets, confidence in the banking system would be undermined still more.

Interestingly, during the Japanese banking crisis of the 1990s, exactly the opposite argument was deployed about mark-to-market accounting. Then it was argued that insisting that banks did mark to market would help to boost confidence in banks because it would increase transparency. By the way, that didn’t work either!

A variant of this view is that the real villain of the piece was the system that governed bank capital requirements, known as Basle II, which had the effect of allowing banks to lend on the basis of very little capital.13 In the UK, the three banks to adopt it early were Northern Rock, Alliance and Leicester, and Bradford and Bingley, each of which subsequently faced extinction when the market turned sour and each of which was taken into public ownership.

But why was such a system of capital regulation established? And, bearing in mind its clear lacunae and deficiencies, why was it allowed to continue? It was as though the regulatory system performed no essential function and was there for decorative reasons only. It was, if you like, the fifth wheel under the coach. I will give you an explanation for official acquiescence in ineffective regulation in a moment.

“Subprime” lending the root cause?

Another reason offered by some observers for the financial crisis was that it was caused solely by reckless lending to the subprime sector. They claim that if only this had been effectively controlled in the first place, or contained once the crisis had broken, then this would have been a minor financial episode, rather than a global crisis. Some critics of governments’ role in the crisis even argue that banks only lent to subprime risks under enormous pressure from the US government, including the threat of class action lawsuits against the financial services sector to force it to lend to the poor.

It is true that subprime lending is where the crisis began, as it emerged that massive losses would be incurred on the complex derivatives associated with the financing of such loans. However, subprime was merely an egregious manifestation of a much more widespread phenomenon: excessive lending to real estate, period. Without the subprime aspect the banks would have suffered huge real estate losses anyway, albeit probably a bit later and in different places.

Moreover, risky mortgage lending was part of a more general embrace of risk throughout the financial system. Wherever you looked, it was the same story: credit freely available, dodgy credit risks able to get finance easily, and at rates not much higher than those ruling on “safe” loans.

One of my favorite examples of the headlong embrace of risk comes from the spread between the yields on emerging market government debt and US government debt, known in the market as “Treasuries.” At the peak (or was it the trough?) in 2007, the markets required a premium of only 1¾% over Treasuries to lend to a basket of emerging market governments. Ten years previously they had required a premium of 12%. I use the word “basket” advisedly, as this group of emerging markets includes such luminaries of the investment world as Panama and Morocco.

Subprime happened to be the spark, but that is all. Attributing the disasters of 2007/9 to subprime is rather like saying that the First World War was caused by the assassination of Archduke Franz Ferdinand in Sarajevo in 1914. Given the state of the financial system, if the subprime crisis hadn’t happened, something else would have.

After all, the asset whose failure caused most trouble for Lehman Brothers was not a sophisticated, “toxic” one at all, but rather excessive and extremely risky exposure to commercial property. And, for all the talk about new-fangled instruments, the factor that brought down the British mortgage lender Northern Rock was about the most old-fangled thing in banking: illiquidity.

Forget the litany of “if only” explanations. The foundation of this crisis was pretty simple and pretty general: excessive lending by banks to dodgy borrowers, combined with inadequate capital. Banks had been taking this risk for years, in the process putting in peril the whole financial system. The crisis could have come on several occasions in the past. It didn’t happen then for a variety of reasons, but in essence these came down to luck. In 2007/9 the luck ran out.

A disaster unforetold?

If the disaster was bound to happen at some point, there is an obvious, highly pertinent question. Her Majesty the Queen is not known for her avid interest in matters economic and financial, but in 2008 she asked it: “Why didn’t anyone see this coming?” In fact, they did. It is true that no one saw the whole caboodle, but many did see large parts of it. The trouble was that their warnings went unheeded.

There had been extensive disquiet about the rapid development of the financial sector and the huge rewards and incentives for risk taking that it generated, going back to the distinguished American economist James Tobin in the 1970s. The scale of international imbalances in trade and the precarious nature of the American economy, floating on a sea of debt and increasingly dependent on inflows of foreign capital, had long worried many serious commentators. The American economist Nouriel Roubini had been repeatedly issuing stern warnings. William White at the Bank for International Settlements warned that monetary policy was too loose because policymakers were paying insufficient attention to asset prices. And a few analysts, including yours truly, warned of the dangers posed by the huge bubble inflating in real estate, residential and commercial.14

There are several reasons why the Cassandras were ignored and the siren voices were listened to. But the fundamental factor was something deep in human nature – no one wanted to believe that the system really was that vulnerable. The consequences of facing a financial collapse were too awful to contemplate and the consequences of trying to prevent one were, for those involved in the markets, almost as bad. Moreover, the realization that profit-seeking, self-interested institutions could produce such a destructive result was simply too threatening for the whole capitalist set-up. Better not to think about it and just carry on. Everyone did – until disaster struck.

The gallery of villains

So, as I have shown, there is an extended list of individuals and institutions responsible for the current mess. Yet there is another culpable group of people who usually escape scot free from all blame and responsibility. Indeed, I believe they are the ones who are ultimately responsible.

I refer to the economists – the long line of professors, thinkers, and teachers who at first propounded and then disseminated the ideas that underlay the disaster: the idea that the markets know best; the idea that the markets are “efficient”; the idea that there was no good reason to be concerned about the level and structure of pay in banking; the idea that bubbles cannot exist; the idea that in economic matters, human beings are always “rational”; the idea that if China and other countries wanted to save massively, we should simply lie back and enjoy it; the idea that central banks should be allowed no scope for judgment and should be controlled by tightly described rules; the idea that economic and financial history is another country.

These ideas came to dominate policy thinking, not just in the university on the shores of Lake Michigan where they mostly originated, and not only in universities and business schools throughout the western world, but also in central banks and chancelleries, in boardrooms and dealing rooms, and in the minds of investors and commentators. If you even questioned, never mind disputed, these ideas, you were regarded as a complete no-no. This was the dictatorship of the professoriat.

When thinking about proximate causes of the events of 2007/9, you could say that, like so much else in the modern world, this disaster was made in China. But if you are thinking about underlying causes, it was surely made in Chicago.

Now, I have nothing against this great city; indeed, some of my best friends are from Chicago. Really. And it has produced some fine economists. Equally, there have been other sources of malign intellectual influence, including the philosopher and novelist Ayn Rand, whose attacks on government intervention and eulogies to free markets had a major influence on both President Reagan and Alan Greenspan. The Nobel Laureate Paul Samuelson recently said of Greenspan: “But the trouble is that he had been an Ayn Rander. You can take the boy out of the cult but you can’t take the cult out of the boy.” According to Samuelson, “He actually had an instruction, probably pinned on the wall: ‘Nothing from this office should go forth which discredits the capitalist system. Greed is good.’”15

Nevertheless, the ideas that Chicago University has fostered have a lot to answer for. It was prominent in the opposition to the Keynesian revolution in the 1930s; several of its professors led the way in the emasculation of Keynes’ message in the 1950s and 1960s; it nurtured and produced Milton Friedman, whose championing of monetarism, while lauding the stability and optimality of the free market system, seemed to cast Keynesian insights onto the scrapheap; and it was the home of those who propounded the efficient markets theory.16

The power of ideas

Economics has supplied quite a few bromides over the years. At one point some very distinguished economists pushed the theory of “rational expectations” and applied it pretty indiscriminately to models and markets, despite the rejection of it by psychologists and many empirical economists. In the late 1990s, others came up with the idea of the “New Paradigm,” which seemed to underwrite the dot-com boom. Quite a few gave credence to the idea of an “end to boom and bust,” which underpinned the outbreak of overoptimism in the markets and the onset of self-satisfied complacency by the politicians.

However, it was the efficient markets theory that really led people up the garden path: market practitioners, central bankers, regulators, and commentators. This theory holds that whatever information is available about the prospects for an asset is embodied in its current market price. The result is that, although markets might sometimes misprice assets, they do not do so systematically, and it is therefore impossible for individuals to beat the market by systematically opposing its judgments, or for policymakers to improve the performance of the economy by trying to alter the market prices that result from them.17

There is an apocryphal story about a professor of finance taking a stroll with one of his students. At one point the student exclaims, “Look, there is a $10 bill lying on the ground, let me go and pick it up.” “Don’t bother,” the professor retorts. “If there had been a $10 bill there it would have been picked up already.”

Belief in this theory led to an unquestioning faith in “the market.” Markets are driven by selfish behavior. This is not a criticism, it is a description. But the result is supposed to be maximum efficiency, and hence prosperity for all. Never mind the selfishness: greed is good. Never mind the huge gaps in income and wealth this system causes: huge wealth at the top cascades down to those at the bottom. Never mind the sense of injustice: people get an income commensurate with their contribution, as measured by the forces of supply and demand. Never mind the apparent chaos and instability: the world is bound to be uncertain, and the market system absorbs and transforms uncertainty to deliver the best of possible outcomes in the circumstances. In short: never mind.

The message was clear: leave the markets well alone. Indeed, try to mimic their structure and behavior in those parts of society that had traditionally operated on different principles. Make all aspects of society more like the financial markets. And outside the gilded world of the developed countries, try to persuade the upstarts of the emerging world to adopt the same system. Open up their economies; marketize; let the financial markets have free rein. They, the developing countries, and we, the already developed ones, will be better off if they do.

What is wrong with the efficient markets theory?

In fact, the efficient markets hypothesis comes in mild and extreme forms. A rather weak definition was put forward by the distinguished financial economist Fischer Black:

We might define an efficient market as one in which price is within a factor of two of value, i.e., the price is more than half the value and less than twice the value. By this definition, I think almost all markets are efficient almost all the time.18

On this definition, even I would subscribe to the efficient markets hypothesis! Indeed, I think it would be difficult to find many market skeptics who would not. But the extreme form of the hypothesis is that markets are efficient all of the time, and efficiency means price and “value” being virtually indistinguishable. It is surely remarkable that this strong form of what was initially advanced as a hypothesis gradually came to be widely believed, and then accepted as an established fact. Acceptance of this interpretation of “efficient markets” led to an absurd reverence for the markets and their assessments.

Yet, who are “the markets”? For anyone who has worked in the financial markets, reverence should not come easily. Financial markets prize quickness over insight, liquidity over commitment, information over knowledge. Peopled by, on the whole, clever, quick, devil-may-care young men on the make, who know little about anything outside their narrow purview, it is difficult to believe that their practices and their verdicts are the way to run a financial system, never mind a whole economy.

At the macro level, the major threat from the financial markets concerns bubbles. Since they take valuations to levels unjustified by a careful and balanced assessment of underlying financial realities, they can only occur if market participants are ignoring the available information. Why on earth should they do this?

Surely we know the answer: because people form unrealistically optimistic expectations of the future and then convince themselves that these are right because everyone else seems to be convinced. Bubbles are an example of crowd behavior. At times it is rational to do what everyone else is doing, regardless of the fundamentals. Are short or long skirts “better”? There is no sensible answer, but there is an answer to what is “in fashion.” The efficient markets theory denies this perspective because it embodies a narrow view of rational behavior. So much the worse for the theory.

But this theory is the very opposite of a victimless thought crime. The trouble with the efficient markets theory is that it provides an incentive and an excuse for investors (and regulators) to do no serious analysis, thought, or due diligence, because they all believe that it will have been done already by “the market” – which consists, by the way, of other investors who have been similarly reduced to incapacity by the same theory.

Indeed, for the efficient markets theory to work, there must be many powerful players operating in the market who do not believe in it and, what is more, put their money at risk in the belief that it is wrong. Incredibly, this is the theory that has dominated the actions and, more importantly, the in-actions of both market people and policymakers for three decades.

Political influence

Given the theory’s deficiencies, it is surprising that so many people were taken in by the idea that the markets should be left well alone. As to why governments were taken in there is a less than edifying explanation, namely the political influence of the major financial firms. There has always been a significant flow of money, quite legitimately, from financial firms and the top people in those firms to political parties and causes, on both sides of the Atlantic. Such flows of money are bound to have their effect. According to one investigative report, over ten years the top 25 American originators of subprime mortgages spent about $370 million on lobbying and campaign donations to ward off tighter regulation of their industry.19

However, political influence went well beyond donations. The senior personnel of investment banking are very close to the levers of power. For example, Jamie Dimon, JP Morgan’s CEO, sits on the board of directors of the Federal Reserve Bank of New York, which has been at the center of market support programs and bank bailouts. More importantly, many former senior bankers have taken prominent positions in government. In this respect one bank stands out – Goldman Sachs. President Clinton’s Treasury Secretary, Robert Rubin, was from Goldman Sachs, as was President Bush’s Treasury Secretary, Hank Paulson. And William Dudley, a former US chief economist of Goldman’s, is President of the New York Fed and vice-chairman of the FOMC, the committee of the Federal Reserve system that sets interest rates. Around the world Goldman alumni are in positions of great power and influence.

Scarce wonder, then, that the interests of investment banks and investment bankers have received a favorable hearing. It is particularly striking that two supposedly left-leaning governments, namely President Clinton’s in America and Tony Blair’s in the UK, which you might otherwise have expected to be critical of the financial markets, in fact turned out to be star struck by them. Both had close links with Goldman Sachs.

A former Chief Economist of the IMF, Simon Johnson, has gone so far as to say that the interpenetration of the financial and political elites in the US is so great that it reminds him of the typical emerging market country that has to go cap in hand to the Fund. And the way in which key individuals with strong links to those in power manage to prosper, even amid general financial disaster, reminds him of what goes on in postcommunist Russia.20

Popular unease

There was also a broader reason for acceptance of the markets’ behavior that affected both governments and ordinary people: their apparent success. Handsome is as handsome does. Although the western financial system came very close to disaster on a number of occasions, it survived. Meanwhile, the top people in the markets made huge amounts of money, and even the foot soldiers did extremely well. The economies of the west prospered and, with some exceptions, ordinary people outside the financial markets did well too.

Furthermore, on a grand scale, the 1990s showed that the system of socialist economics did not work at all. The Communist Party might still rule in China, but as a way of running its economy what system did it espouse? Capitalism, red in tooth and claw.

The upshot is that although decent, ordinary people on ordinary incomes – teachers and train drivers, clerks and cleaners, car workers and tele-workers – might not like what they saw on Wall Street or in the City of London, they had better swallow hard and accept it. It was all for the best.

But now we know it wasn’t. In fact, the system doesn’t work. It is bust. The fortunes earned by the mega-winners have, at best, been like the fortunes won by lottery winners. What has been “earned” by them has been lost by someone else. And the losers have been all of us.

From causes to consequences

Enough about the causes. The purpose of this book is not the chronicling of a cataclysm but the charting of a course. The destination, after avoiding present and future disaster, is the realization of the enormous opportunities that lie ahead for humankind.

The recovery that began in 2009 and continued until the beginning of 2011 then petered out in the west, asit slid into what looked like Phase II of the crisis, a panic about sovereign debt that threatened to plunge the international financial system into chaos. The Asian recovery may have been far stronger, and the initial response to slowdown more robust, but Asia too is at risk. Whether or not a double-dip recession is forestalled, there are several huge challenges yet to be faced. Moreover, as I shall show in later chapters, just as with earlier critical episodes, the Great Implosion will continue to have major consequences for society long after the waters of history have closed over the factors that caused it.


2
Double Dip or Another Great Depression?

While the crash only took place six months ago, I am convinced we have now passed the worst and with continued unity of effort we shall rapidly recover. There is one certainty of the future of a people of the resources, intelligence and character of the people of the United States – that is, prosperity.

President Herbert Hoover, May 19301

The financial crisis that began in 2007 led to a global downturn of extreme proportions. The world economy experienced its weakest growth for 60 years. Europe was as badly affected as the US, if not worse. Japan returned to a state of deflationary recession; China experienced a very sharp slowdown in growth; some Asian countries went through a massive contraction in GDP; and many countries in Africa, Latin America, and emerging Europe were plunged into turmoil. Unemployment rose sharply in most countries, bankruptcies soared, bad debts multiplied, and trade collapsed. The world seemed to be staring into an abyss.

Mind you, soon afterward, confidence recovered. By the time you read this prosperity may again appear to be assured. Indeed, it could be. But you should beware: events do not always move in straight lines. In the interwar period there were ups and downs. Even if we can’t forecast them, we should be prepared for disappointments and nasty surprises, both now and in any future rerun of the crisis. Indeed, after the optimism of 2010, in the late summer of 2011 a double dip looked on the cards. Even if the economy recovers in 2012 and beyond, that does not necessarily mean that it’s all over.

How can we gauge what is likely to happen next? We could be guided by the common view, or business opinion. But all along, people, both expert and ordinary, have failed to get the full measure of what has happened, continually looking on the bright side and expecting only a mild downturn, and then an early recovery. We could look to the economic forecasters for guidance. But bearing in mind their lamentable record in foreseeing the Great Implosion, not to mention countless other major events, this would represent the triumph of hope over experience. Alternatively, we could see what financial market valuations seem to be implying. But that would be dangerous: stock markets have forecast ten of the last three recoveries.

I think the best way of assessing what may happen is to take a sober and critical look at the past. Asia is another story. But a reading of the historical evidence, which I am about to present to you, suggests that, even if the west’s economy does show signs of life, an early and complete recovery is unlikely, and the dangers of both any recovery petering out and of a new, devastating financial crisis are considerable.

Past experience

There is a wealth of economic and financial history to guide us. In what follows I concentrate on experience in the west, not least because it is for western economies that we have the best data. Nevertheless, I am acutely conscious that much of Asia experienced an enormous economic contraction in the years following the financial crisis of 1997. That is a subject I take up in more detail in Chapter 6.

There have been economic fluctuations of sorts throughout human history. The Bible speaks of seven fat years being succeeded by seven lean. And right up to modern times there have been variations in the level of prosperity brought about by changes in the quantity and quality of the harvest. Theories evolved linking these variations with sunspots, or volcanic activity, which affected the amount of dust in the atmosphere and hence the amount of sunlight that got through to the earth. Disease has long been another source of fluctuations in prosperity.

All of these variations have been natural in origin; that is, they have been caused without human intervention, and humans have been powerless to prevent or correct them. Of course, data limitations make it difficult to draw certain conclusions, but it seems that in preindustrial times the main form of man-made variation came from war. Economic hardship originating from this source had in common with natural disasters the characteristic that they were both associated with physical loss: the destruction of crops and buildings and the loss of life, resulting in a reduced labor force. These economic downturns were what a modern economist might term “supply-side shocks.”

The natural sources of fluctuation, as well as the devastation wrought by war, survive into modern times, although in developed western economies they are no longer the major cause of economic fluctuations. Since the Industrial Revolution and the development of a money-exchange economy, that cause has been not supply but demand driven – and man-made rather than natural.2

In the downswings, times are bad not because of the destruction of crops or buildings or labor, but simply because of a shortage of effective demand. All the real sources of wellbeing and prosperity are exactly as they were before, yet people are worse off. For this reason, such man-made downswings have always prompted feelings of puzzlement and bewilderment, even soul searching about the structure of society – just as is happening now.

The idea of the “cycle”

Even though such fluctuations are man-made, they may result from things outside the nexus of decisions that are made today and, as such, may be beyond our control. There is a view that man-made fluctuations constitute a cycle, a wave-like pattern in our affairs that we can perhaps understand but can only with difficulty correct.

Is our current suffering to be seen as the downswing of one of these waves? If we did take that line, we might view with more indulgence the people who stand arraigned for their contribution to our current plight. And we might also feel that there is little to be done to mitigate the results. Trying to stop the downturn of an economic cycle that is deeply ingrained in the system would be like trying to hold back the tide.

By contrast, I think the evidence is that the economic “cycle” is dead, if indeed it was ever alive. If there are regular cycles at work in the modern economy, their influence is overwhelmed by other factors such that the observed fluctuations do not correspond to a regular cycle. The downturn we are experiencing now can more readily be seen as the result of a lot of mistakes – for which key individuals and institutions are at least causally responsible, and perhaps even, in a moral sense, culpable. Relatedly, it is more plausible to envisage corrective action being effective and the recession being stopped in its tracks.

Super-cycle?

Over and above the short-term variations in prosperity that seem endemic in the market economy, there is the idea of a super-cycle, lasting perhaps 60 to 80 years, usually associated with the name of Kondratiev. Nicolai Kondratiev was a distinguished Soviet economist who fell out of favor with Stalin and was shot on the latter’s orders in 1938. (In those days they knew what to do with underperforming economists.) His theories, which have some echoes in the ideas of Joseph Schumpeter and with the Austrian school of economics, have occasionally found favor in the west, particularly at times of serious crisis like the present. Can we usefully regard current events as the downswing of a Kondratiev cycle?

There is one part of the Kondratiev approach that does appeal to me and that is the generational aspect. When major shocks occur, or major mistakes are made, people often learn from them and adapt their behavior and reshape institutions accordingly – for a while. Then they forget. Eventually, they are replaced by others who never learned the lessons in the first place, which sets the stage for a repeat. Surely this has been an important aspect of the Great Implosion.

Beyond this, however, I am highly dubious about the idea of a super-cycle. For a start, there is very little data to go on to build up a convincing picture. If the modern, industrial economy can be thought to have begun somewhere around the year 1800 (and this in itself is a gross simplification, not least because experience was so different in different countries), and Kondratiev super-cycles last between 60 and 80 years, the world has undergone at most three super-cycles. This is a pretty slender basis on which to base a case for the existence of a super-cycle.3

I think that the notion of the “cycle” – ordinary or super – has received far too much attention. The best way to think of the variations in economic activity is, as the economist Ragnar Frisch once described them, as “variations in a series about its own mean,” with normal or minor fluctuations, sometimes interrupted by shocks. What we are experiencing now is not a “cyclical” downturn but rather the result of one of these shocks – and a pretty enormous one at that.

Of previous man-made shocks, what we have come to know as the “Great Depression” is far and away the most significant. As the crisis of 2007/9 deepened, the ghastly thought started to take root that what we face is something like a repeat of the 1930s. Indeed, what happened to the world economy from the beginning of the current downturn in April 2008 until June 2009 fully matched what happened over the equivalent period in the Great Depression – and in some ways it was worse.4 In the middle of 2009, as the world economy started to recover, widespread fear of a repeat of the Great Depression eased. Yet in 2011, as the recovery faltered, it reemerged. Both policymakers and ordinary members of the public would be ill advised to put thoughts of the Great Depression aside – as a brief study of the period amply testifies. After what proved to be a shallow and fragile recovery, at the end of the 1930s the US economy appeared to be slipping back into depression – until it was rescued by the demands of war.

What made the Depression Great?

The Great Depression began in the United States in 1929, and lasted, with some variation across countries, until 1939. But the seeds of what went wrong were sown well before. In the US the preceding decade was known as the “roaring twenties.” This is very much a theme of the literature of the time, most notably F. Scott Fitzgerald’s novel The Great Gatsby. From 1922 to 1928, share prices on the Dow Jones index rose by an average of 22% per annum and by 200% in total. This boom had a major effect on mood and culture. As John Kenneth Galbraith put it, “the American people [were]… displaying an inordinate desire to get rich quickly with a minimum of physical effort.”5

What subsequently befell the American economy during the 1930s can only be described as a cataclysm. GDP fell by 30%, unemployment rose to 25% of the workforce, the price level dropped by 25%, house prices slumped by 30%, and the stock market lost 80% of its value.

These developments were not fleeting either. It took the best part of four years for US GDP to reach a trough. As it was, it was only in 1941 that output regained the level at which it had stood in 1929. By 1938, one person in every five was still out of work, and the stock market did not return to its previous peak until 1954.6

Outside America

In Germany, things were not quite as bad as in America, but they were still pretty awful. The total peak-to-trough fall in real GDP was 16%, while in Germany’s neighbor Austria the fall was more than 22%.7 As with nearly everywhere else during this period, prices in Germany fell sharply – down by about 4% in 1930, 8% in 1931, and over 13% in 1932. And unemployment soared, rising from 1.9 million (13% of the workforce) in 1929 to 5.6 million (30%) in 1932. By 1933, however, the German economy was recovering strongly and, for reasons we needn’t go into here, the later years of the 1930s saw some amazing rates of economic growth: over 6% in 1933, followed by 9% in 1934, then 7%, 9%, 6%, 8%, closing with 9% in 1939. By 1938 unemployment was down to only 2% of the workforce.

Italy suffered falls in GDP in 1929 and 1930, substantial rises in unemployment, and falls in the general price level. However, the pain was not as serious as it was in Germany and, like Germany, the second half of the 1930s saw strong growth.

In France, GDP fell by 3% in 1930, 6% in 1931, and 6.5% in 1932. The economy rebounded strongly in 1933, but this recovery turned out to be short lived. Growth turned negative again in 1934 and 1935.

Compared to the US and Germany, the UK got off lightly. Admittedly, unemployment rose from 7% to 15% and equity prices fell by 40%, but output dropped by only 5%. Sweden also escaped relatively lightly, enduring a fall in output of “only” 12%.

Explaining the differences

What might explain this international pattern? There were two reasons why the downturn was much less serious in the UK. The first is the starting point. It is notable that while the years leading up to the Great Depression were exceptionally good in the US, in the UK they were awful. From 1915 to 1921 GDP fell by a quarter, and from 1920 to 1928 the price level dropped by nearly 40%. While in the 1920s the unemployment rate fell as low as 1.8% in the US, in the UK the lowest it reached was just under 7%. So for the UK, the period of dreadful economic performance was not the 1930s, but the 1920s.

The second reason is macroeconomic policy. The key development came in 1931, when the UK left the Gold Standard, leading to a large fall in the pound. No longer having to maintain the fixed link to gold also gave the UK freedom to operate its own monetary policy. Interest rates were cut to 2% – where they remained, despite a brief flurry in 1939, for 20 years.

Fixed exchange rates were also the key to explaining much of the unusual distribution of economic pain across the world. Those countries that remained on the Gold Standard for longest were more affected than those that left early or did not adopt it in the first place. This was because membership of the Gold Standard meant that countries could not use lower interest rates to support economic activity, and instead had to mirror the deflationary policies being operated in the US. Meanwhile, they lost market share to those countries, such as the UK, which came off the Gold Standard early and enjoyed an increase in competitiveness as a result of a lower exchange rate.

Germany and Austria suffered more than others because they had very low gold reserves and weakened banking systems as a result of the First World War and subsequent reparations. Yet they rejoined the Gold Standard after the war ended. This meant that their economies were more vulnerable to any downturn in domestic or overseas demand, and to the usual panoply of problems that affected the banking sector in difficult times. One major reason Sweden emerged from the Great Depression earlier than most other countries was because it embarked on a Keynesian-style fiscal expansion.8

What caused the Depression?

Eighty years on from its beginning, the Great Depression still evokes enormous controversy.9 There are no widely agreed answers to the crucial question of what caused it. And readers should beware: as with just about everything in economics, seemingly arcane disputes, even about history, are closely bound up with ideological battles of much wider significance. In this instance there is a keen dispute between monetarists and Keynesians, the first arguing that the Depression was caused by errors of monetary policy, and the second arguing that, in the context of great systemic fragility, it was caused by the earlier excesses of the private sector, leading to a collapse of confidence.

Even the name given to this period speaks volumes. The Great “Depression” seems to suggest a major psychological dimension. This fits with the broadly Keynesian interpretation of what went wrong. Monetarists prefer to call the episode the Great “Contraction,” referring to the fall of the money supply. You will have noticed that I have called it the Great Depression and I propose to stick with that name; you can draw your own conclusions.

There are four leading candidate explanations for what happened, which I discuss in turn.

Falling asset prices

After having nearly quadrupled in the previous eight years, in October 1929 US share prices started to falter. By the end of 1929 they had fallen by 30% and within three years they were down by 80%, or $72 billion – equivalent to the loss of about 70% of one year’s GDP.

It is still unclear how much the 1929 crash contributed to the subsequent collapse of the economy, which was already far from sound. In fact, the National Bureau of Economic Research suggests that it entered recession in August 1929, two months before the stock-market crash. Nonetheless, this does not necessarily diminish the significance of the crash. Galbraith wrote, “When a greenhouse succumbs to a hailstorm something more than a purely passive role is normally attributed to the storm. One must accord similar significance to the typhoon which blew out of lower Manhattan in October 1929.”10

While most analysts focus their attention on equities, it is also important to consider what happened in other asset markets. Between 1925 and 1933 average house prices fell by 30%, placing a dent in household wealth and limiting the ability of banks to lend and borrowers to borrow.

Commodity prices also fell very sharply during the early Depression years. Over the 11 years from their peaks in 1920, oil and cotton prices fell by 80%. Of course, lower commodity prices boost consumers’ real incomes; but they have the opposite effect on the real incomes of producers. At the time, the agricultural sector was a very important part of the US economy. The inability of farmers to service their home loans was a significant feature of the Depression. It led to an explosion of bad debts, which weakened bank balance sheets and led to large numbers of farmers swelling the ranks of the unemployed as they lost both their homes and their livelihoods.

What is more, falling commodity prices exacerbated deflationary forces. And deflation intensified the problems of the times, not least by raising the real value of household and company debts.

Monetary contraction due to bank failures

Milton Friedman argued that the Fed’s decisions to raise interest rates and not to help the banks were crucial, as they led to thousands of bank failures, which caused the money supply to contract by 25%. Without this, he argued, the Depression would not have been so bad. Indeed, when asked whether the stock-market crash caused the Great Depression, Friedman said, “Whatever happens to a stock market, it cannot lead to a Great Depression unless it produces or is accompanied by a monetary collapse.”11

It is certainly easy to see why he placed so much importance on the collapse of the banks. Over half of all US banks went out of business, or were taken over by other banks. Furthermore, from 1928 to 1933 the total deposits of US banks fell by $20 billion, or 30%.

The Fed appeared to believe that by weeding out the weakest players, bank failures provided a necessary prerequisite for a sustained economic recovery. Accordingly, it did not take any action to support the banks that were in trouble. In addition, at that time there was no deposit protection, so the system was extremely prone to runs on banks.

Ben Bernanke, the current Chairman of the Fed and formerly a distinguished academic who has made a close study of the Depression, also thinks that the behavior of the Fed turned what could have been an ordinary recession into a depression. Indeed, in a speech in 2002 (when he was a Governor of the Fed rather than its Chairman) he apologized on behalf of the central bank, saying, “We did it. We’re very sorry. But… we won’t do it again.”12

In their weighty tome on the period, Friedman and Anna Schwartz13 argued that the majority of bank failures were the result of a classic banking panic where “a contagion of fear spreads among depositors.” In particular, they attached a lot of significance to the failure of the Bank of the United States in December 1931, which at the time was the largest bank ever to have failed and whose distinctive name “led many at home and abroad to regard it somehow as an official bank.” In other words, they believed that the banks did not need to fail and that had the Fed or the White House stepped in to prevent the bank runs, the contraction in the money supply would have been less marked and the Depression more modest.

Even those disposed toward a Keynesian interpretation surely have to accept that there is much force in this. But what was the cause of the trouble besetting banks? Although Friedman and Schwartz argue that banks failed due to liquidity problems caused by bank runs, it is arguable that the primary cause of bank failure was insolvency, due to the falls in asset prices and the downturn in the economy. Nor is it obvious that the sharp falls in the money supply were purely due to reduced preparedness or lower ability of banks to lend. At a time when unemployment was soaring, at least some of the contraction in the money supply was because there was no demand for funds. Indeed, with the economy mired in deflation, there was little incentive to borrow, as the real value of debt was continually rising. Hence, the contraction in the money supply could be seen as a symptom of the Great Depression rather than its fundamental cause.

Fiscal policy errors

Two American Presidents also took decisions that contributed to the Depression. Both Herbert Hoover and his successor, Franklin D. Roosevelt, believed in a balanced budget. This meant there were no attempts to relieve the stress by a net increase in government spending and/or a cut in taxes.

In the popular imagination, Roosevelt is widely credited as bringing the US out of the Great Depression. This is wrong on two counts. First, the Great Depression did not end until the US started preparing for the Second World War. Second, although Roosevelt enacted various programs of increased state spending and direct state intervention in the economy, he did not follow Keynesian policies, since he funded this extra spending by raising taxes. In fact, given that the budget deficit would normally widen during an economic downturn, by seeking a balanced budget Roosevelt could be said to have run contractionary fiscal policies.

The lurch toward protectionism

In May 1929, the House of Representatives passed the infamous Smoot-Hawley Tariff Act, which imposed tariffs on imports into the US. Between 1929 and 1932, France, India, Australia, Spain, Switzerland, Canada, Italy, Cuba, Mexico, New Zealand, Denmark, the Netherlands, Belgium, Luxembourg, and Britain (on the advice of Keynes) all raised import tariffs. The result was that between 1929 and 1932 world exports fell by almost 30%.

The way this affected the world economy is not widely understood. Since keeping out imports boosts demand for your own country’s output, protection cannot cause a world depression by directly reducing aggregate demand. As all countries cut back, demand by other countries for your exports is replaced by increased domestic demand for what used to be your imports. This is a zero-sum game. It will not collectively boost aggregate demand, but at least it will not depress it. Accordingly, it is as plausible to imagine full employment in a completely autarkic world (in which countries are economically self-sufficient) as in a fully integrated one. It is just that people do different jobs.

However, the move from a largely integrated world to a largely autarkic one did depress aggregate demand indirectly. First, a shift toward autarky implies lower real incomes, as the benefits of specialization are lost. This may readily persuade consumers to reduce their spending and may contribute to a fall in aggregate demand.

Second, the shift toward autarky renders large amounts of capital obsolete and large numbers of workers redundant. In equilibrium, their resources would have been redeployed and reabsorbed elsewhere. But the path to a new equilibrium was anything but smooth. The dynamic forces of closure, losses, redundancy, and unemployment would have been felt before the expansionary effects of new opportunities to replace imports and cater to domestic demand. This was enough to set in train the downward spiral of demand. There is an eerie warning here for today. I take up this subject in Chapters 8 and 9.

An overall winner?

This is not the place to attempt a detailed weighing up of these four candidate explanations for the Great Depression. On this subject I have no academic axe to grind. I suspect that all four explanations have something to contribute. For me, the striking thing is that they all have resonance today.

The “Long Depression”

Economic history did not begin in 1929 and recessions did not first appear then either. Recessions were a frequent occurrence during the nineteenth century, although, in global terms, none of them was anything like as serious as the Great Depression. The recession that comes closest, at least in the imagination, is the one known as the Long Depression, which began in 1873.

Unlike other nineteenth-century downturns, the Long Depression dragged on for 24 years. On the face of it, however, the episode does not justify its name. For a start, the economy continued to grow. True, between 1873 and 1897 average GDP growth in Britain slowed to 1.9% p.a., from an average of 2.2% p.a. from 1830 to 1873. But that is hardly a lot to write home about. Elsewhere in Europe, indeed, average growth during this period of “depression” was faster than in the preceding 40 years; and it was faster than in the subsequent period, leading up to the First World War. This was also true for the US.14

So why the “Long Depression”? This episode is best seen as a prolonged period of depressed prices rather than of depressed output. A worldwide shortage of gold required countries that were adherents to the Gold Standard to restrict the growth of the money supply. As a result, prices in the UK were approximately 40% lower at the end of the Long Depression than they had been at its beginning. Deflation catalyzed the rapid unionization of the workforce and increased the bitterness of labor relations. Workers were dissatisfied with nominal pay freezes or cuts, even though falling prices meant that their real income was increasing at a faster rate. This increase in real wages led firms to lay off workers, causing unemployment to rise sharply.15

In the US, prices fell by about 30%. Farmers were particularly hard hit by falls in agricultural prices. The real value of their mortgage debt kept mounting while their incomes were falling. This is the background to the famous speech in 1896 by William Jennings Bryan, the Democratic candidate for President, against the evils of deflation and the Gold Standard. He ended with the famous cry: “You shall not crucify mankind upon a cross of gold.”16

Moreover, for Britain there was another factor. The 1870s saw the US become the world’s largest economy, pushing Britain into second place, and the last quarter of the nineteenth century saw convergence between Britain and Germany. Thus the “Long Depression” in Britain is best seen as “a twenty year period of doubts, self-questioning and disenchantment.”17

Earlier recessions

The Long Depression was far from being the only recession of the nineteenth century. The recession that hit Britain in the mid-1820s bears some of the hallmarks of the period leading up to the current crisis: excessively loose monetary policy, a domestic stock-market boom, and an investment bubble. This led to a crisis of confidence in 1825, which culminated in the collapse of one of the largest banks of the time (Henry Thornton’s) as well as several smaller banks. A full-scale collapse of the banking system was only prevented when the Bank of England began to act as a lender of last resort.

The 1840s saw the bursting of a speculative bubble in railway stock, akin to the IT boom of the late 1990s. The subsequent panic, when many railway investments turned sour, led to a series of bank failures and recession.18

In nineteenth-century America, all but two recessions were associated with financial panics and bank failures.19 An investment boom in cotton, land, and canals in the mid-1830s, for example, was followed by a stock-market crash and banking panic in 1837. This resulted in the collapse of 343 banks, and led many US states to default on their debt payments.20 Between 1839 and 1840, GDP contracted by 6.4%.21

In 1857, the failure of the Ohio Life Insurance and Trust Company led to the collapse of railroad investment corporations.22 That year, the US stock market was 66% lower than its 1850 peak. The crash induced a contraction in US GDP of 8.7% between 1857 and 1858.23

The continental European experience in the nineteenth century was different from that of the US and the UK. Growth was more volatile, but internal conflict and war, rather than financial crises, were the main causes of downturns.24

Postwar economic cycles

Coming closer to our own time, in the postwar period most recessions have been fairly tame affairs. Until the Great Recession, the eight most recent American recessions lasted, on average, only 10 months, with real GDP contracting, on average, by only 1.7% and employment falling by 1.5 million. Recent UK recessions have been longer, but they have still been fairly pale affairs compared to what was experienced before the Second World War.

Until the Great Recession, downturns in postwar continental Europe have also been pretty timid by historical standards, and generally less severe than those in the US and the UK. They have also been far less frequent. Indeed, in France, Germany, and Italy, output rose every year from 1950 until 1975. Just as in the nineteenth century, financial factors have not played an important role in causing instability.

On the basis of such postwar experience, we should be comparatively positive about our current difficulties. Indeed, if you are reading this soon after the book’s publication, in common with postwar experience you will regard the recession as effectively over.

But this postwar experience is almost certainly irrelevant. Postwar recessions were usually associated with rising inflation and with big increases in interest rates. By contrast, the essential element in today’s events is the near-collapse of the banking system and the shattering of confidence in the whole financial structure. In most western societies, nothing like this has been seen since the 1930s. The current downturn seems more nineteenth century in character.

Japanese lessons

Not all postwar experience, however, fits the European and American pattern. The Japanese experience of the 1990s offers a more up-to-date reminder than the Great Depression of what can go wrong. This period in Japan is known as the “Lost Decade.” As far as GDP was concerned, though, these years were far from being the total write-off this description implies. Between 1991 and 1996 the Japanese economy grew by just over 7%, slightly faster than Germany over the same period.

Nevertheless, if you look at what happened to asset prices, you can see why the period is believed to have been such a disaster. Between December 1989 and April 2003, Japanese equity prices fell by 80%. From peak to trough, Japanese land prices fell by about 70%. And in 2011, consumer prices were about the same as they had been in 1993, having been both higher and lower in the interim.

It is widely believed that the Japanese authorities made a hash of managing the economy. They were slow to recognize the seriousness of the situation and they were hesitant in implementing policy measures to deal with it. They did engage in a substantial Keynesian expansion, and this may well have prevented a still worse outcome. Nevertheless, Japan did not really get going again until the world economy took off (and then it fell back sharply when the world economy weakened). In addition, the authorities cut interest rates to zero and operated a policy of expanding the money supply, which is also widely believed not to have been very successful.

It is worth bearing in mind that the scale of the problems confronting the Japanese authorities could easily be said to be greater than those faced today, in that the bubble in Japanese asset markets in the late 1980s was much greater – and encompassed both property and equities.

But there is something about the Japanese experience that should cause you to worry. The Japanese ability to withstand the collapse of a massive bubble, and to bounce back into some sort of recovery, should be seen against the backdrop of a world economy that was, on the whole, strong. More especially, Japan was helped enormously by the emerging economic miracle on its doorstep, namely China. The world today does not enjoy that advantage. In a global downturn, there is no external source of demand to look to.

Scandinavian lessons

In many ways this is also the lesson to emerge from the Scandinavian experience of banking-induced recession in the 1990s.25 The received wisdom about this period is that things could have been a lot worse, but for the speedy, sensible, and bold action of Nordic governments and central banks. It does seem that the Scandinavian authorities acted reasonably well in difficult circumstances to bring about the best of all possible results. Central banks moved rapidly to provide liquidity, while governments intervened both quickly and massively, nationalizing some banks and setting up “bad banks” to manage the troubled assets of the banks they had nationalized.

The Nordic governments plowed large sums of money into the banking system, estimated at the equivalent of 2%, 3½%, and 9% of GDP into the Norwegian, Swedish, and Finnish banking sectors respectively. After the crisis was over, all three governments were able to recoup a large proportion of their costs through the sale of assets acquired during their rescue operations. Accordingly, the estimated net costs to the taxpayer of the banking crisis are rather lower. Indeed, the Swedish government almost recovered the whole of its “investment” and the Norwegian government actually made a profit.

Given this record, it is all the more remarkable that governments and central banks in America and other European countries had not properly heeded these Scandinavian lessons when contemplating their own bank bailouts in 2007/9. When it comes to thinking about these lessons now, there are three key features to bear in mind. Most importantly, the Scandinavian economies were very small. They were able to gain competitive advantage against most of their neighbors by devaluing their currencies. Moreover, during the period in which they were trying to rehabilitate, by and large the world economy was strong. None of these advantages is open to the world today.

Comparisons with the Great Depression

So, of the various past episodes with which the Great Recession can be compared, it is indeed the Great Depression to which the current experience seems closest. Both had their roots in large asset price bubbles and both involved catastrophic problems in the banking sector. Moreover, like the Great Depression, the Great Recession has been truly global.

Furthermore, there must be a risk that the world will again succumb to protectionism. Indeed, in 2009, coming on top of the stalling of the Doha trade talks that aim to lower trade barriers, it was alarming to see in President Obama’s program for restoring the American economy a prominent place for the policy of “Buy American.” There have also been protectionist stirrings in both China and the EU. And in the area of banking and finance the world has already turned in an isolationist direction, with large banks withdrawing from activity outside their home base and concentrating limited lending capacity on the domestic market.

For most of the postwar period the idea of bringing in protectionist policies for macro reasons – that is, to boost aggregate demand – has seemed otiose. If there are unemployed resources, surely all the authorities have to do is to cut interest rates, raise government spending, or reduce taxes. But from today’s perspective things don’t look quite so simple. Interest rates are already virtually at zero almost everywhere, while concern about the size of government debt limits the scope for expansionary fiscal policies. There is still “quantitative easing” in the armory, and it can supposedly be pursued without limit. Nevertheless, so far it seems to be having little effect and there are growing worries about what it will ultimately do to inflation. These worries are limiting both how far it will be pursued and the extent to which it will be effective. (I discuss these issues in Chapter 8.)

In these conditions, you can readily see how protection may seem attractive. After all, for any individual country, protection definitely would result in a rise in aggregate demand – provided that it could avoid other countries retaliating. Of course, it would not be able to do this, but history is full of examples of countries taking actions that prove to be ultimately self-defeating.

Differences from the 1930s

Thankfully, there are some significant differences between the Great Depression and how the Great Recession has evolved to date. For a start, the greater size of the state has proved to be stabilizing. There is a larger chunk of the economy where expenditure is not automatically cut due to lack of finance or loss of confidence, and indeed there is more automatic cushioning of private-sector spending as the public deficit expands passively in response to lower tax payments and higher benefit spending.

Over and above these passive responses, policymakers have also been proactive. Indeed, one conclusion of the meeting of the G-20 in November 2008 was that governments should use Keynesian-style policies to support economic activity. And they did. The governments of the US, Japan, Germany, China, France, and the UK all announced significant fiscal expansions.

Moreover, those in charge of monetary policy slashed interest rates aggressively. More than that, they acted to continue expansionary monetary policy once rates hit near-zero, through quantitative easing. And policymakers were quick to prevent banks from failing and depositors from losing their money. Furthermore, the dangers of protectionism are now much better understood – at least by governments.

More to come

So, on the basis of past experience, what should we expect the future to hold? If we know anything, it is that we do not know the future. The gloomy and fatalistic consensus of 2008 soon dissipated after the weak recovery in 2009/10. Then by the summer of 2011, not only had the pace of recovery faded, but the world was hit by a new crisis, centered on sovereign debt. Of course, this too could fade and the world economy could rebound strongly in 2012. Moreover, as before, this could come out of the blue, as a complete surprise. Common opinion, both expert and popular, may be just as bad at anticipating the recovery as it was in spotting the downturn in the first place.

Although I think this scenario is possible, I do not think it is likely. Because it began in the banking system, it will be tempting to believe that once that sector stabilizes, the crisis, if not over, will at least be past its worst. However, it would be wrong to assume this blithely. Although the stabilization of the banks is a necessary condition for recovery, it is not a sufficient one. The game has moved on.

Recessions are like the plague. The Black Death that ravaged Europe in the 1340s did not hit every city simultaneously. While it was raging in Milan, across the Alps in Geneva people thought they were safe, but within a few weeks Geneva was consumed by it too. Meanwhile, in Paris things continued as usual – for a while. By the time the time the plague was raging in Paris, it was finished in Milan, but London was yet to fall. By the time London had succumbed, Geneva was clear.

The crisis started with house prices. By the time house prices have stabilized, other stages of the crisis will still need to be worked through. The housing market collapse weakens banks; the weakening of banks reduces bank lending and weakens companies; the weakening of companies causes them to shed labor, which causes unemployment to rise; high unemployment weakens consumer spending; reduced spending weakens companies, which weakens banks. All of this increases public deficits.

Who knows what further financial problems lie ahead? It is quite possible that even after the huge government bailouts of the banks in 2008, yet more public money will need to be poured in as they need to be recapitalized all over again. Moreover, with the exception of the American giant AIG, there have so far been no insurance company failures, although it is surely possible that several significant insurance companies will yet go under.

Similarly, there has been no major pension fund element to the crisis so far. For many companies in the US and the UK, what happens in the pension fund can overwhelm what happens in the business. British Airways, for instance, has been described as a huge pension fund with a small airline business on the side.

As if private-sector financial fragility were not enough, for the first time in two generations, there is now the real possibility of a developed western country’s government defaulting on its debts. What is more, this danger even applies to countries that not long ago would have been regarded as unimpeachable – the US and the UK. This factor has limited the extent of fiscal stimulus and has even led to early fiscal tightening. It now threatens financial panic.

Moreover, even without a reversal, there are doubts about how effective stimulatory monetary policy will continue to be. Bill White, former chief economist of the Bank for International Settlements and a trenchant critic of the central bank policy of cutting real interest rates even more to keep the game going, is pessimistic. He thinks that the effect of this policy has been to keep drawing prosperity from the future – until the future arrives. “It does the job for a while but moves in interest rates have to be even more violent to achieve the same effect. My worry is that we may have reached the point where the policy ceases to work altogether.”26

What makes this situation so dangerous is the obvious friction between countries that, if the system is to be saved, will have to cooperate. Yet there is no clear, widely agreed model of what the future world should look like. Not so long ago, in his famous book The End of History, Francis Fukuyama thought that the future would be one of liberal, democratic capitalism, holding sway everywhere unopposed.27 He was wrong. But what is the new vision to take its place? No one seems to have one.

From past lessons to future experience

It is already clear that for the world as a whole, the Great Recession is the worst downturn of the postwar period. Whether there is a second crisis and thus things turn out to be worse even than the Great Depression will depend largely on how effective the policymakers’ actions are in bringing countervailing forces to bear. The fact that by the autumn of 2009, an immediate collapse into another Great Depression was averted, the economy stabilized and even began to recover, was in large part due to the implementation of some of the policy measures that I discuss in Chapter 8. Yet, by the summer of 2011, panic had returned.

How effective will expansionary policies be, for how long will they be sustained, and when will they be reversed? If we know anything, we know that events like the Great Depression, the Japanese “Lost Decade,” and the Great Recession bring about major policy mistakes. Looking back, it is often easy to see those mistakes as plain as a pikestaff. At the time, they are anything but. There is still plenty of scope for major mistakes now.

For my money, the aspect of the current situation that will present some of the most serious challenges, and over which the policymakers will be most liable to making a mistake, is something that played a major part in the events of the Great Depression of the 1930s, the “Long Depression” of the nineteenth century, and the Japanese “Lost Decade” in the 1990s – namely, the threat of a progressive fall of the price level, which we know by the term deflation. The problem is now all the more intense, and the dangers all the greater, because at the time that the deflation threat is most pressing, many people and institutions fear its opposite: inflation.
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