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Prologue

I don’t believe in panicking before it’s absolutely necessary but I came close to considering it on the morning of 7 October 2008. I left Downing Street in the dark at a quarter to five on a cold, wet morning, for a routine meeting of finance ministers in Luxembourg. It was going to be a bad day, I knew that. The night before, I had met with Britain’s top bankers in the Treasury. They had brought with them into the room an air of desperation. An account of that meeting, only partly true, had been leaked to the BBC and the Financial Times. It was reported that Britain’s largest banks desperately needed money to stay afloat. Some of them needed capital which they could no longer raise from their shareholders. Crucially, it was reported, that the banks were desperate. The bankers’ briefing had the whiff of panic. The result was that bank shares plummeted.

We took off from RAF Northolt on a small chartered jet. A sunrise never felt so bleak. I knew the London markets were about to open and that they would react badly to the leaked news, however wrong it was. Iceland and its banking system were close to collapse and one of its banks would probably fail that day. In Ireland the day before they had, without warning, underwritten all the savings in their banks, causing disarray for everyone else in Europe. Three weeks earlier, in the United States, the collapse of Lehman Brothers, one of the country’s oldest banks, had pushed the rest of Wall Street to the edge. We were looking over the precipice. It would not take much to tip the world’s banking system and its economies over the edge. The fate of Royal Bank of Scotland – or RBS, as it preferred to be known – one of the world’s largest banks, was critical.

By the time I landed in Luxembourg, RBS was worth 40 per cent less than before take-off. Dealings in its shares had been suspended twice on the London Stock Exchange. My private secretary Dan Rosenfield and my special adviser Geoffrey Spence called me out of the meeting with fellow finance ministers to say that Sir Tom McKillop, the RBS chairman, needed to speak to me urgently. We cleared a room so that I could take the call. When I put down the phone, Geoffrey asked, what did he say?

‘He told me that his bank is going to go bust this afternoon. And he asked me what we were going to do.’

For more than a year a firestorm had been gathering over the financial system in the United States and Europe. We had been singed by the warning flames a year previously, but that was a minor conflagration compared to this.

I gave my first interview as Chancellor of the Exchequer to a newspaper editor about a week after I was appointed in June 2007. His opening remark was to note that I usually was sent to departments that were in trouble in the hope that I could keep them out of the news. ‘This must be the first department you’ve turned up in that’s actually not a mess,’ he said.

I replied that the same thought had struck me. ‘This is the complete opposite. It’s in good nick, both the department and also the economy, which is strong and stable after ten years’ growth.’ What complacency! I tempted fate by adding: ‘Of course, there will be challenges to come.’ This, at least, proved to be an accurate forecast. Looking back on that interview, neither I nor the editor mentioned banks, or anything approaching the subject. Yet just over two months later, savers would be queuing up outside Northern Rock, desperate to withdraw their money – the first obvious signs in the UK of a global crisis that would bring the world banking system, and our economies, to the brink of collapse.

We were not alone in our complacency. The collapse of banks across the globe was not on people’s minds. There were those – some academics, a few economists – who worried about some of the stresses and strains building up within the financial system, much as people worry about earthquakes or tsunamis, but it is fair to say that no one foresaw the crisis that lay just ahead.

Since then many people have claimed to have predicted what was to happen. Most of them failed to mention it at the time. This book covers what happened from the summer of 2007, when I became Chancellor of the Exchequer, through to what proved to be the end of the Labour government which had first been elected ten years before. It was a period of almost one thousand days, none of them easy. There have been, and will be, many accounts written about these momentous events. This is mine.

The story is in the main about the banking crisis: how close we came to the collapse of one of the world’s largest banks, a collapse that would have brought down the global banking system within hours. This is not simply a story about banks and bankers, however. The banking crisis precipitated an economic crisis, the worst for more than a hundred years, and one that, even three years later, is far from resolved. These events also took place at a crucial point in history, at a time when the world is still coming to terms with the rapid globalization of our economies. We are witnessing a power shift – certainly economic, and increasingly political – that will not be reversed and which we in the developed economies have yet fully to appreciate, or even fully understand.

Politics above all is about people and relationships. I cannot tell this story without dealing with the often fraught and increasingly difficult relationship with the prime minister, Gordon Brown. The three years I served as Chancellor were also, sadly, a period of decline in the political fortunes of the Labour Party, which I believe could have been avoided had we played our hand differently. As the cliché has it, in every crisis there is an opportunity: in this case, to show that we could deal with the financial meltdown, come through it, and chart a way forward. I believe that we did deal with the crisis and guided the economy through the storm, but we failed to navigate a political course for the future that would convince the public.

For me, this period also marks something of a transformation in my public profile. As that newspaper editor observed, my political reputation had been built on my ability to ‘troubleshoot’. The epithet ‘a safe pair of hands’ will no doubt feature in my obituary. My ability to get trouble out of the headlines and put things back on the right track served me well in my various ministerial roles. Along with Gordon Brown and Jack Straw, I sat in the Cabinet for thirteen years. We were to be the only survivors of the long march of the Labour Party from its resurrection as New Labour, through its triumph at the polls in 1997, to its defeat in May 2010.

After that victory in 1997, I was appointed as the Chancellor’s number two, Chief Secretary to the Treasury. Those were heady days. Labour had won a spectacular victory at the general election. The country wanted change and it seemed we could do no wrong. The day after the election I flew with my wife Margaret and my children, Calum and Anna, from our home in Edinburgh to London. They were there, in the crowd outside the gates, to watch me take part in the British ritual of walking up Downing Street in front of the world’s press to enter the door of No. 10, to be asked formally to serve by the new Prime Minister, Tony Blair.

On the flight down, the pilot, seeing that I and my colleague, George Robertson, about to be made Defence Secretary, were on board, told our fellow passengers we were on our way to Downing Street. There was a resounding cheer – something rarely heard again. We made the most of it.

I knew I was going to be Chief Secretary because Gordon had asked me a couple of days before the election if I would serve in the job. It was no great surprise, then, when Tony repeated the offer in the Cabinet Room. I felt a bit overawed walking into that room for the first time. I was about to take a chair when Tony said: ‘There’s no need to sit. You know where you’re going.’ Just to make sure I did, I said: ‘The Treasury, I presume.’

From No. 10, ministers go in their shiny new cars to their departments. As I left the Cabinet Room, I was handed a folder by the Cabinet Secretary. It was empty. He told me that ministers cannot be seen to leave Downing Street empty-handed. I accepted the prop.

I was keen to get to work. Gordon had been at his desk since his appointment as Chancellor the evening before. Ten minutes later I walked into the Treasury. I had never seen inside the building. In those days it was a gloomy place, a cross between a cathedral and a Victorian asylum, with endlessly looping long corridors. The civil servants worked enclosed in cell-like rooms with their own internal corridors. It struck me that while the building was grim, its civil servants were bright, young and enthusiastic. Until a few days before, they had served a Conservative government. For eighteen years the Treasury had been a creature of the Tories. Now, here they were, advising us on how to implement our plan to make the Bank of England independent. Of course, they will tell you why any decision is difficult, or whether there might be a better way; but once it was clear we were determined on our course of action, they worked flat out over the weekend to make it happen on Monday morning.

I remember, a week or two after arriving, one of my Cabinet colleagues, David Blunkett, who is blind, came to see me in a vain attempt to get more money for his department. As I walked him out, halfway along one of those corridors, he stopped and said: ‘Tell me, is this a gloomy place?’

I told him it was, in every sense – and not just because he was getting no more money. I spent fifteen months working in that dreary building, in an office next to the room from which Winston Churchill walked out on to the balcony to lead the cheers at the end of the Second World War. Gloomy it might be, but there was a palpable sense of history, as there is in so much of Whitehall. You are conscious of passing through the pages of history, sometimes influencing it, sometimes not. I enjoyed my time as Chief Secretary. From the vantage point of the Treasury, you get to know about every government department.

By the time I returned as Chancellor a decade later, on 27 June 2007, the Treasury had been reincarnated and completely refurnished. It had moved from the front of the building to facing on to Whitehall to the rear. Now it was above the old Cabinet war rooms, overlooking St James’s Park, airy and open-plan. The endless loop of corridors remained but the fusty atmosphere was gone. Strangely, there was none of the excitement or anticipation I had felt when I was appointed to previous Cabinet jobs. This was one of the most important roles in government. It was a job I had long wanted, and I knew I could do it. I should have felt elated, but I didn’t. There was a sense of foreboding. I was worried about my relationship with the new Prime Minister, Gordon Brown.

My arrival at the Treasury was delayed by a small demonstration outside the building by a group of half-dressed women – protesting about what, we never learned. My colleagues arrived at their departments to stand on the steps and set out a bold vision for the future. I couldn’t do that. Perhaps, in retrospect, that’s just as well. I eventually got there, to be greeted by Nick Macpherson, the engaging, and somewhat idiosyncratic, Permanent Secretary. As we walked through the doors, Nick said that most of the people working in the building were young and most had never worked for any Chancellor but Gordon. What’s more, he observed in his droll style, there were only about three who had ever experienced a recession. That was soon put right.

My arrival as Chancellor heralded something of a culture change in the Treasury, especially for the senior officials. During his ten-year tenure, Gordon had tended to deal with them through his special advisers, principally Ed Balls and Ed Miliband. He worked on the strategy; his advisers made sure the detail fitted that strategy. Unlike other departments I’d worked in, where officials were used to working with the Secretary of State directly, many senior Treasury officials had never actually sat down with the Chancellor himself.

It took me some time to convince them that, although I was intent on, and perfectly capable of, making up my own mind, I did value their advice. There was another consequence, too, of this modus operandi – for my relations with Gordon, now that he was Prime Minister. He was persuaded that the Treasury – the majority of whom had in fact taken pride in working for him – had now turned against him. Also, as I began increasingly to take a different view from him, he would accuse me of having been taken prisoner by his erstwhile civil servants. At first it was exasperating, but in time it became a source of anger. Worse still, it eventually led to dysfunction at the top of the government.

On that first day as Chancellor, as I sat down in Gordon’s old room, which must have been the most uncomfortable in the Treasury with its battered chairs and floral prints on the walls, there was no hint of what was to come. The landscape seemed extraordinarily tranquil. Britain had seen more than ten years of continuous economic growth, something that had not been experienced for more than two centuries. While other countries had experienced recessions, particularly after the Asian crisis of the late 1990s and the collapse of the dot.com bubble, we had not. Our debt levels had fallen from being the second highest of the world’s seven largest economies to the second lowest, behind Canada.

Reading through the briefing papers prepared for the new Chancellor, I remarked to Nick Macpherson, almost in passing, that we seemed very dependent on taxes coming in from the financial services industry. About 25 per cent of our corporate taxes came from that sector. I wish I could claim knowledge of what was to come, but that wasn’t the case. And the much-criticized bankers’ bonuses and sometimes inflated salaries made a big contribution to income tax receipts.

Living standards were rising for most people, but not for all. People on middle to low incomes, especially those with no children or whose children had left home, were beginning to feel the squeeze well before the crash of 2007. The ‘squeezed middle’ is neither a new or peculiarly British political problem. It has been a growing feature of most developed countries for more than two decades. But generally, most people felt better off. In addition to the annual holiday, there would be a second break, weekends away. Low-cost airlines thrived as more and more people acquired the means to take breaks abroad. A lot of this was fuelled by increased borrowing and the running up of credit-card bills. People did this on the back of the security that comes when you see the value of your home increase each year and you do not fear losing your job.

On the broader front, China, finding itself with huge savings to invest, was happy to place them in the West, particularly the United States, fuelling even more borrowing and spending. In the eurozone, abnormally low interest rates – appropriate, perhaps, for Germany, but not for countries such as Ireland, where the interest rate brakes should have been applied – caused property prices to soar in what was to prove an unsustainable boom. Icelandic banks, eager to get into the global banking scene, came to London and expanded in a way that would not have been possible had they confined their activities to the streets of Reykjavik. Foreign banks happily lent into Britain, against property in particular.

It is true that rising private debt and the huge imbalance between some Asian economies and the developed world were subjects of concern in some quarters, but it was muted. There were also very few worries expressed about the stability of the world’s banking systems, which not only lent a great deal of this money but increasingly found more and more imaginative ways of investing it – without, it would appear, pausing to ask the essential question: what happens if this all goes wrong?

Britain was no exception, and none of us, particularly those responsible for making policy, can remain blameless. London has always been a major financial centre, but from the 1980s onwards, encouraged first by the Conservatives and then by our own government, it seemingly went from strength to strength. It employed ever more people and paid considerable – on occasion, fantastic – rewards for ever greater risk-taking. This success, and the rewards for the country, blinded us to the defects. Naturally, there were two things corporate entities within the financial sector did not like: paying taxes; and what was seen as the heavy hand of government interference, in the shape of regulation. Indeed, for ten years the cry from the City and from politicians of every party was for less rather than more regulation. If ever the claim that we were all in this together were true, it was here. Why, even Vince Cable, in his 2006 address to a luncheon of the Association of Foreign Banks, in which he praised the City’s achievements, warned of the dangers of ‘the current clamour for regulation of financial products’. On City regulation, like everyone else he favoured a ‘light touch’. The problem was that this concept of ‘light-touch’ regulation came to influence the whole climate in which these institutions operated. If there was money to be made, they did not hold back. There was a general assumption that the global economic boom would continue, that the good times would continue to roll.

Nick Macpherson, in his informal, laconic way, did voice concerns that we were very dependent on tax receipts from the financial sector continuing to flow forever. Nick, unstuffy – about as unlike someone out of C. P. Snow’s Corridors of Power as could be imagined – is intellectually self-confident. He always had an opinion which I valued but he was intensely relaxed when I didn’t follow his advice, as came to happen. Treasury officials expressed no concern about the banking system in the course of the early briefings I was given as a new minister. I don’t blame the Treasury for this view. It was widely shared. Subsequently I discovered that, deep within the Treasury and in the Financial Services Authority (the FSA), the UK’s financial regulator, questions had arisen about what might happen were a bank to fail. There had been an exercise carried out in 2006 in which they had asked themselves the question what if? A lack of adequate legislation was identified at the beginning of 2007, partly as a result of this experiment. But, at that time, putting legislation in place that would allow government to seize control of a failing bank would have been impossible to justify and might well have caused panic in the markets.

This laissez-faire approach to regulation was not unique to the UK. There was not a regulatory system, central bank or, indeed, government that saw what lay ahead and how exposed the global economy had become to systemic failure. So the industry was feted for its success, the razzle of new and shiny buildings seen as evidence of riches achieved. The dazzle was blinding and few questions were asked.

That the know-how to deal with a firestorm was not there in the Treasury was both a tribute to the relative economic tranquillity of the previous decade and a sign of a collective failure to ask what if? The Treasury did rise to the occasion when the Northern Rock crisis hit. And when, in the autumn of 2008, we were faced with the imminent collapse of the banking system, the experience gained in dealing with Northern Rock meant we were able to act decisively because we knew what would happen if we didn’t.

Although it did not seem like it at the time, Northern Rock, it turned out, was to be a well-disguised blessing, the canary down the mine-shaft. Without that experience we would have struggled to deal with the far bigger crisis to come. By the time the big crash did threaten, we had learned that we had to act both quickly and boldly.

In the summer of 2007, my first as Chancellor, there was no reason to suppose that our government was about to enter its last three years. The Conservative opposition had yet to find its feet. Gordon had enjoyed a bounce in the polls when he took over. I don’t believe that it is axiomatic that if a government enters an economic downturn, or is faced by a catastrophic banking crisis, then it will fall. After all, governments show their real mettle at times of crisis. Throughout those three years there were occasions when our support grew, when our ability to deal with the crisis – by nationalizing Northern Rock, for example – won us approval.

Ultimately, I believe that we failed to win the 2010 election because the public did not think we had dealt with the resultant economic crisis as well as we should have done. The reason is that we were too often divided among ourselves as to what our response should be. In the end, the debate within government, such as it was, came down to a single question: cuts versus no cuts. The tragedy was that the breakdown of our relationships and the lack of collective discussion in private led to a very public falling-out. The result was that we opened the door for the return of a Tory government. But even then, they failed to get a majority when they should have romped home.

It is simplistic to say that Gordon Brown’s leadership cost Labour the election. The truth is that we had lost our way some time before he moved into No. 10. We were elected in 1997 with a landslide, and much of the credit for that victory goes to Tony Blair. Here was a leader who captured the mood of the times, a mood of change, optimism and hope. Very few politicians impact on the public in a big way. He did. He was able to get into people’s sitting rooms when they saw him on television and they felt at ease with him. It was to change, of course, especially over Iraq. I often wonder how our government would have fared if Tony had not become so absorbed in foreign conflicts, Iraq especially. He became distracted from domestic affairs at just the time when we still had a mandate to carry through the reforms needed to improve public services. By the time he returned to address domestic issues, following a historic third election victory in 2005, it was too late. Everyone in government knew that he was going, and the political centre of gravity swung towards Gordon. In the two years between the election and Tony standing down in June 2007, the business of government was paralysed as the clamour grew for him to go sooner rather than later. Yet when Gordon took over, despite years of anticipation, he was unable to convince the public that he could reinvigorate the government and create something new and fresh.

There is a paradox for me at the heart of this story. Were it not for the banking crisis and its economic and political fallout, I would, most likely, have ended my career as a footnote in political history. The irony is that the pinnacle of my time in government coincided with the end of our time in power. That was the hand I was dealt and I learned, often the hard way, to be bold in playing it. In 2007 we agonized over spending £6 billion to sort out the political crisis caused by the abolition of the 10p tax band. A year later I was signing off a £50 billion rescue package for the UK banks.

I hope that in this book I give a fair account of what happened during those three turbulent years. I had to change from a supporting character to being one of the main actors on the political stage, something I was never really comfortable with. We had to make some enormous decisions. Had we got them wrong, which could easily have happened, the results would have been catastrophic.

The biggest decision of them all would have to be made on a wet Tuesday morning, on 11 October 2008, when I took a call from Sir Tom McKillop, chairman of RBS, whose headquarters is in the city in which I live. He told me his bank would collapse within hours. What was I going to do about it?


1    The Wreck of Northern Rock

The prelude to that chilling call from Sir Tom McKillop had been played out thirteen months before when we were caught out with a run on a small British bank, Northern Rock. That day, 14 September 2007, is seared in my memory. I had been Chancellor of the Exchequer for seventy-nine days. The echoing venue, then, was a grand Moorish hall in the Palacio da Bolso in Porto where European finance ministers and central bank governors had gathered for a meeting of the European Union’s economic and financial affairs council, Ecofin. The palatial surroundings made rather less of an impression on me than the scene displayed on a giant TV screen in the hall. What it showed was long, snaking queues of people waiting to make the first run on a British bank in more than a century.

As we gazed at this horrifying spectacle playing out in the Friday sunshine half a continent away, my companion leant over: ‘They’re behaving perfectly rationally, you know.’ It was not what I wanted to hear, even if it was Mervyn King, the Governor of the Bank of England, who was telling me. I watched an elderly lady emerge from a branch of Northern Rock with her savings. She was, she said, off to deposit them down the road at the Halifax. Not such a good idea, I thought.

A banking calamity that had begun with losses on risky loans to US home buyers now threatened catastrophe in Britain. The talks that day in Portugal were intended to find ways to improve crisis management and to guarantee financial stability within the European Union. A management consultant was trying to explain to the assembled ministers and governors how to work more efficiently – useful advice perhaps, but the irony was not lost on me. I left them to it and set off back to London.

What I had witnessed on television that day was potentially disastrous for Northern Rock, for other banks, and for the economy. As the pictures flashed around the world, the damage to our reputation would be immense. Politically, it was potentially fatal. People may have been panicking in a very British way – there was no shouting or hammering on windows – but they wanted their money out. No matter how much the bank staff tried to reassure them that there was no problem, that they could get every last penny, they wanted their savings and they wanted them now. It was going to take a Herculean effort to turn things around.

Safe as the Bank of England? We were all brought up to believe it. Yet, far from reassuring people, the announcement that the Bank was effectively standing behind every last penny simply caused a stampede to the doors of Northern Rock. I had flown out to Porto that morning, despite the fact that the run had started. I knew full well that if I did not turn up for the meeting it would simply reinforce the sense of crisis. But now I had to get home. We had chartered a small jet to allow us to make a fast escape. Jammed together in the back seats, Mervyn King and I had time to get to know each other better. There was ample time, too, for me to reflect on how we had got to where we were.

I had known Mervyn King for some years. We met first when I was a Treasury minister in the early days of the Labour government. He was one of the first people I spoke to after becoming Chancellor. Softly spoken, bookish and an academic economist, I liked his quietly considered, slightly impish style. He could also be incredibly stubborn. There are times when this is an ideal quality for a Governor of the Bank of England, but equally it could be exasperating. He and I were to work closely together over the coming three years. We had our disagreements, but, at the height of the crisis a year later, when it was clear that drastic action was needed to recapitalize the banks, he did what was needed.

In the back of the plane, the Governor and I talked about the unfolding crisis, interspersed with his explanation of how he had come to be an avid Aston Villa supporter when he was growing up in the West Midlands. As we descended through the clouds, the thought came to me: I was damned if our reputation was going to be destroyed over the failure of a small, reckless bank. We had to stop this run and regain control of events, no matter what it took.

When I arrived at the Treasury as Chancellor in June 2007, I was reminded of a perfectly calm sea on a summer morning – not a cloud in the sky, hardly a ripple on the water. On days like that, on my small boat in the Outer Hebrides, you look out for subtle changes in wind and wave: they are the harbingers. They were there in the Treasury too, not too far below the surface. Beneath the calm there was concern about what was happening in the US housing market, although it was thought to be containable. It had barely touched the public or political consciousness. Cheap mortgages had been sold to people on low incomes for properties that would be difficult, if not impossible, to sell when the economic waters turned choppy. Worse, these loans had been parcelled up by banks and sold on to other banks and financial institutions, in an attempt to spread the risks of people defaulting on loans they could not afford. They were certified by the credit-rating agencies as being top-quality, but they came to be known, notoriously, as ‘sub-prime’ loans.

Normally, if you make a loan to someone it makes sense to insure yourself against the risk of the borrower defaulting. But what happened in many cases was that one part of a bank sold off the loans and, unwittingly, another part of the same bank bought them back. In other words, the risk was simply wheeled down the corridor. Yet despite these indicators of turbulence, it was still thought on both sides of the Atlantic that this was little more than a temporary squeeze and, even at the beginning of August 2007, the Treasury believed there were no serious implications for UK banks. The view was that this was an American problem which could be contained. Many of the loans, however, had been insured by big companies like AIG – best known in the UK at the time as sponsors of Manchester United Football Club – and that British banks, RBS among them, were very exposed to these insurers. If the insurance companies collapsed, British banks would be badly hit.

There was an additional problem. The Treasury and the regulators tended to focus on the financial health of each individual bank, rather than on how much the banks depended on each other and the extent to which, if something were to go wrong with one of them, it would infect the others. The British authorities were not alone in that. To my mind, this was one of the biggest failures in the global financial system. Most banks borrow very large sums from each other over a short time period in order to fund risks that are very long-term. If they can’t roll over this funding, which they often need to do every ten or twenty days, then they are in real trouble. If banks cannot lend to each other, they cannot lend to other people. The banking system grinds to a halt. When, later in 2007, the banks finally woke up to the full horror of what was happening, they did stop lending to each other. Money seized up – giving rise to the so-called ‘credit crunch’ – and that precipitated the banking crisis.

But at the beginning of August 2007, two months into the new job, as I left the Treasury for a week’s holiday, there were few signs of the storm that was about to break. Our family flew out to Majorca, where, aside from the daily call to the private office, we relaxed with friends for a few days. On the morning of 8 August I walked down to the local supermarket to buy the morning rolls. Passing the newspaper kiosk I picked up a copy of the Financial Times – as you do when you are Chancellor. Sitting by the pool side, I noticed an item reporting that the French bank BNP Paribas had frozen withdrawals from two of its funds. It could no longer value their assets. The paper also reported problems with WestLB, Germany’s third-largest state lender. Lending between banks had begun to freeze, as banks began to fear that what they thought were good quality investments were rapidly losing their value. In response, the European Central Bank had pumped 95 million euros into the European banking system. In the US, it was reported, the Federal Reserve was putting $12 billion into the system.

I had read enough to know this looked bad. London was the world’s major banking centre. It was inconceivable that banks there were not also affected. I telephoned my private office at the Treasury to find out what had prompted the European Central Bank to take this action. This being August and the height of the holiday season, it took several hours to find someone with any idea of what was going on. It was infuriating. Why hadn’t I been phoned? It was one of those cases when the civil servants dealing with the matter were so close to the problem that they did not see it for the crisis it was about to become. Ministers are not always told everything that the department is concerned about, but the judgement as to when to impart information is a critical one, and I made sure that such a situation should never arise again.

I wanted to know which of our banks could be in trouble and how we were going to deal with it. I asked that the Bank of England and the FSA, which is responsible for the supervision of banks and building societies, work along with the Treasury to identify potential problems. A few days later, back home in Edinburgh, I was told the FSA was worried about Northern Rock. Northern Rock’s business model was heavily reliant on raising funds from financial institutions, mainly in the US, rather than from individual savers, and the cost of its borrowing was rising sharply. They feared it was going to find it extremely difficult to raise funds. If that happened, the outlook was grim.

There were also concerns about two more banks. The first was Alliance & Leicester, a medium-sized former building society. Alliance & Leicester had not got into trouble itself, but the FSA feared that once it became known that Northern Rock was in difficulties then Alliance & Leicester would be seen as the next in line. In the course of the crisis every building society that had given up mutual ownership to become a public company during the 1980s either failed or was taken over. The second bank singled out for concern by the FSA was HBOS, formed by the merger of the Halifax Building Society and Bank of Scotland. HBOS was medium-sized in world terms but was one of the bigger British banks, in a different league from Northern Rock. Its headquarters were in Edinburgh, where I was an MP. There was a growing sense that the party that had been enjoyed by the banks for so long was about to come to an abrupt end. To make matters worse, I wasn’t sure than anyone knew how deep these problems were, or what was their exact nature.

It was Northern Rock we had to tackle first, and straight away. A former well-run, small building society based in Newcastle, it was popular locally and had converted from mutual ownership to become a bank. Despite its size, it quickly became one of the major UK mortgage lenders, lending more money to some of its borrowers than their properties were worth, relying on ever-increasing house prices to make up the difference. In fact, a couple of years before the crisis, my wife Margaret had been looking for a mortgage so that we could buy a flat for me to stay in while Parliament was sitting. It had become cheaper to pay off a home loan than to rent. They asked for no evidence that we could pay; everything was done online, by the click of a mouse. Millions of people had been happy to take advantage of this easy credit, and buy-to-let mortgages had made landlords out of savers across the country, confident of good returns on their investments in the property market. It was a far cry from the 1970s, when, as a young lawyer, I advised clients that they would have to save with a building society for at least two years before they would be able to get a mortgage, and even then there might be a waiting list of as much as six months.

What was really worrying, though, was Northern Rock’s increasing dependence on the wholesale market – that is to say, borrowing money from other banks – to provide funds for mortgages. In fact, this was the case with mortgage lenders across the board. In the past, as many as 90 per cent of mortgages provided by banks and buildings societies would be funded from deposits lodged by their savers; by 2007 less than a third of mortgages were funded in that way. The upside was that more mortgages were being made available to the public, and more cheaply. The downside was that the whole interlinked system was entirely dependent on the banks’ ability to borrow from each other.

My worries about Northern Rock were compounded when it became apparent that the company itself seemed strangely detached from the looming disaster. The management appeared to resent the growing list of questions surrounding their business. In fact, they, as well as the FSA, had been aware of the risk they were exposed to since February 2007. More should have been done to deal with the problems then. They were too dependent on being able to raise money, mainly in the US, to keep their business going. If confidence in them dried up, it would be the end of the road. That is precisely what happened to them six months later, in September 2007.

At the same time, I was increasingly concerned about the relationship between the FSA and the Bank of England. Before 1997, the Bank had regulated most of the business conducted by banks. But some of the banks’ activities, such as the sale of insurance, were overseen by a series of independent self-regulating bodies. There was a great deal of confusion as to who was responsible for what. It used to be said that when the Governor of the Bank of England raised his eyebrows the banks would take notice. That was fine when you were dealing with perhaps half a dozen banks, run by the old-boy network typical of the English establishment. By the mid-1990s, however, there was hardly a bank in the world that did not have some presence in London. The system needed to be modernized. So, in 1998, we brought all the regulation of financial services under the control of the FSA.

The responsibility for the architecture was largely mine. When we were in opposition in the early 1990s, Gordon had asked me to take responsibility for the City. I realized quickly that getting the right supervision and regulatory regime was essential and set about planning for the change in regulatory control which we implemented once we were in power. However, the system depended on a strong working relationship between the FSA and the Bank of England. Now, in 2007, it was clear to me that the relationship between the Bank and the FSA was not good. They had not worked as closely as they should have done over the previous decade, each blaming the other for this state of affairs. The FSA was chaired by Callum McCarthy, who had served in a number of City posts after starting his career as a civil servant in the Department of Trade and Industry. A quietly spoken, thoughtful man, he had an incisive mind and I respected his judgement. After we first met when I became Chancellor, both of us assumed we would encounter one another only occasionally. As it turned out, I spoke to him almost every other day until he retired in September 2008.

The relationship between Callum McCarthy and Mervyn King was often strained, at times prickly. As we shall see, in those days I tended to side more often with Callum in his diagnosis of the escalating crisis. There is no doubt in my mind that their difficult relationship contributed to the fact that our response to the crisis was not as sharp and decisive as it might have been. But the real problem was this: for ten years there had been no financial crisis. The regulatory system had only ever operated in good times. The Bank had concentrated on its monetary policy duties, primarily the regulation of interest rates. Although it had had responsibility for financial stability since becoming independent in 1997, it did not have a sufficiently deep understanding of what was going on in the individual banks – or, indeed, of the critical relationships within the banking system. The FSA, in turn, had spent a great deal of time since its inception concentrating on consumer issues, rather than examining the systemic risks that were to bring the entire system to the brink of collapse twelve months later. And the Treasury had not seen financial regulation as a priority. That is not to say that there wasn’t a great deal of work being done. It had just not been seen as urgent.

In some ways all this was understandable, given the mood of the times. It was felt that judgements were for the markets. If a bank got it wrong, the shareholders would have to bear the consequences. The trouble was that when the crisis came the shareholders were hit – but so too was everyone else. The strains and stresses that had been there all along, but had not been evident, suddenly became very apparent. The whole system depended on the chairman of the FSA, the Governor of the Bank and the Chancellor seeing things in exactly the same way. The problem was that, in September 2007, we simply did not see things in the same way.

Fundamentally, the big issue on which we were divided time and again that autumn was whether to put money into the banking system as a whole, as the European Central Bank and the US Federal Reserve had done, or to concentrate our fire in the traditional way, helping each failing institution as the need arose. Callum McCarthy and I took the former view. The Governor took the latter. Unfortunately, that internal division of opinion became more and more apparent to the public as the weeks wore on.

At the beginning of September 2007, I returned to London and met with Mervyn King and Callum McCarthy in my office at the Treasury. It was to be the first of many meetings throughout the crisis. It was obvious that the banks were finding it difficult to borrow money, and the longer that problem went on the bigger would be the risk to Northern Rock. One way or another, its business model had failed. The only question was whether it should be wound down or sold – if anyone would buy it. We were agreed that in the meantime we would have to provide it with financial support. The longer that went on, the greater would be the risk that we would end up owning the bank, and that people would panic when they found out just how critical the position was. Banks are not like other companies, which can usually be allowed to fail. The risk with banks is that, rather like dominoes, if one fails it will take others with it. And it was proving very difficult to convince Northern Rock that the party was over.

At the time, we did not have the legal powers to step in and resolve the situation by forcing a sale or by simply taking over the bank. Had we had those powers, once it became clear that Northern Rock could not carry on, we could have resolved the situation over a weekend. That is precisely what we did a year later in the case of Bradford & Bingley, another small former building society that had overreached itself. But although the need for this legislation had been identified in a Treasury planning exercise twelve months earlier, it had not been worked up, which was a great pity. This lack of legal powers caused us huge problems in trying to deal with Northern Rock’s business over the next few months.

At the beginning of September, it seemed that the best solution from the government’s point of view would be to achieve a sale to another bank. That way, they could provide the capital and funding needed, as well as resolving the bank’s problems. Not surprisingly, there was limited interest from the private sector. Lloyds Bank approached Treasury officials and expressed an interest in buying Northern Rock on condition that the Bank of England would continue to support it for two years. There was never any direct discussion at a senior level. It was an informal approach about the potential acquisition. It seemed that Lloyds had a general interest in expanding their mortgage business and that Northern Rock was a possibility, no more than that. At no point did they ever put anything remotely resembling a proposal on the table. I felt they were merely sniffing around for a bargain, knowing Northern Rock was in trouble. And that trouble was growing.

The three of us held a telephone conference call on 9 September. Mervyn King was at a monthly meeting of bank governors in Basel. Callum McCarthy was in London. I was in Edinburgh. My concern that the situation was becoming more acute was mounting. Banks were asking for more money in the system. If we could sell Northern Rock, that would be desirable; but most urgent was the need to get money into the banking system to keep it afloat and to prevent further imminent collapse. I wanted general support as well as whatever was needed to deal with Northern Rock.

Mervyn, not unreasonably, wanted first to deal with how we could establish the value of the assets that the banks owned. That way, we could establish what capital they needed. Callum and I did not dispute the need to find out the value of these assets. However, we were more concerned with ensuring that there was enough money in the system – ‘liquidity’, in the jargon – and that it did not seize up. The two positions were not inconsistent; it was just that I thought liquidity was increasingly the more urgent concern, and only the Bank could provide it. The Governor, however, thought that that would introduce ‘moral hazard’, and that a penalty interest rate must apply to any help given by the Bank.

Moral hazard, broadly, is where people become indifferent to the consequences of their actions because they do not have to meet the costs. Charging more for borrowing from the Bank of England is therefore a sensible check to ensure that banks only do so as a last resort. Both of these things hold true in normal times. But these were not normal times. During the conference call, I became increasingly frustrated at Mervyn’s insistence that normal judgements could still apply in what were obviously deeply abnormal circumstances. Mervyn and the Bank believed the correct response was to provide, if necessary, support through its role as ‘lender of last resort’. This is the fundamental job of any central bank. It used to be the ultimate safeguard, providing complete assurance that, through the Bank of England, the government would support a financial institution in trouble.

My frustration was that I could not in practice order the Bank to do what I wanted. Only the Bank of England can put the necessary funds into the banking system; indeed, that is one of the core purposes of a central bank. The Bank was independent and the Governor knew it. We did not agree on what to do. I put down the phone knowing I had to get back to London. I asked Treasury officials if there was a way of forcing the Governor’s hand. The fact that we had given the Bank independence had a downside as well as an upside.

Throughout the next few days the situation continued to deteriorate. The banking system was beginning to seize up, with banks becoming reluctant to lend to each other. The rate of interest at which banks lend to each other – the LIBOR rate – continued to rise, adding to the cost of lending.

Northern Rock’s need for money kept on increasing. The bank was finding it more and more difficult to raise money on the markets. Bluntly, it looked as if it was going to fail. No one was going to lend it any more money. The Bank of England did announce that it was injecting an extra £4 billion into the system, but Northern Rock needed more specific help. By the second week in September it had become evident that asking for support from the Bank as lender of last resort was unavoidable. Our original plan had been to announce this on Monday, 17 September, giving us the weekend to plan not just the operation but also a message designed to reassure the markets. It then became clear that Northern Rock could not last that long. An announcement would have to be made on Friday, 14 September, when Mervyn and I were due to attend the Ecofin gathering in Porto. We knew we had to put in an appearance at the Ecofin gathering in order to quell speculation, even though both of us knew we were much needed at home.

The rescue plan was in place, ready to be announced before the markets opened on Friday. Then, with just hours to go, it all went wrong. The BBC was tipped off and announced exactly what we intended to do. I don’t know who told the BBC’s business editor what was going to happen. It could have been Northern Rock or its advisers. It might have been someone within the Bank or the FSA, or someone in government. Regardless of the source of the leak, it set in train a course of events that was disastrous for confidence in the government’s ability to manage the growing crisis. I cannot be sure that, if the announcement had been made the following morning as planned, people would have accepted it without concern. What I do know is that when we made other, similar announcements over the next eighteen months we did not see a repetition of the queues that quickly formed outside branches of Northern Rock in 2007. The problem was that the BBC’s report came against a background of growing concern, and although in the cold light of day the broadcast could be said to have been balanced – though it seemed sensational at the time – it is not too difficult to see why people decided they wanted their money out.

There was another factor too. Northern Rock had only seventy-six branches, of which just four were in London. They were mostly small and had few members of staff. They were used to dealing with customers in ones and twos, not several hundred at a time, all clamouring for their money. It was inevitable that when customers, many of them elderly, arrived at the branches, the staff would try to reassure them. This took time, and as a result the queues began to grow. Twenty years ago this would have been reported on the 9 o’clock news or in the newspapers the following morning, with a natural break between the events as they were reported. But now, rolling 24-hour news coverage meant that images of people queuing outside branches appeared on television in a never-ending loop. Each report fed off another, ratcheting up the tension. Unsurprisingly, more and more people felt they should join the queues to take out their money, just in case. To cap it all, it was a lovely sunny autumn day, so the weather was no deterrent. It was striking how relaxed and yet determined everyone was.

By contrast, a few months later, when there was a mini-run on one Northern Rock branch, the staff had been instructed to pay out to anyone who wanted their money, without question, argument or reassurance. Managers were told that customers were to be brought inside the branch, not left out in the street. It was also pouring a cold November rain. There were no queues and no panic.

But that September weekend, the queues formed on Friday and lengthened on Saturday. I’d raced back from Portugal and then had to fly to Edinburgh for a constituency event. I arrived home to the phone ringing. It was Gordon, asking me to come back. He said, you must reassure people that their money is safe. I said I was not so sure they would believe that: there was something happening here that was all too reminiscent of the fuel crisis of 2000. At that time, because of a strike at oil refineries, people believed that the fuel pumps were about to run dry and huge queues formed. Then word spread that supermarkets might run out of food. We saw panic-buying, supermarket shelves stripped, as people came to believe that if they did not buy now they might starve. For a few days the government seemed to have lost control. We were not yet at that stage with Northern Rock, but there was a mood in those queues that I recognized. It was going to take time to work this through before people would go home, certain that their money was safe.

Gordon was right, though, that I needed to be in London to begin the process of reassurance if the following week was not to end in chaos. That evening I recorded rounds of interviews for all the television channels from the study at No. 11 Downing Street, with all the authority that address implies. It did not reassure. What’s more, it was clear that the run on the bank would carry on into the Monday if we did not do something more drastic than offer words of comfort.

That Saturday evening marked a turning point for me and for the Treasury. It was clear that we had to up our game. The more I looked at it, the more I felt we had drifted into a situation in which we appeared to have lost control of events. If Gordon and I did not get a grip, Northern Rock would be finished and so would we.

Part of the problem lay with the Treasury, which was simply not tooled up to deal with the job. There were not enough people with the necessary experience. I talked to Nick Macpherson, the Permanent Secretary, about this and we agreed we would have to take the brightest and the best away from whatever they were doing and put them on to sorting out Northern Rock. There was the additional problem of the usual hectic business of the Treasury: we were preparing for the government spending review and the pre-Budget report, both of which I had to present when Parliament returned in less than a month.

Governments right across the world frequently boast about cutting civil service numbers. The Treasury had lost many of its staff over the preceding ten years, and the strains were now evident. So, that Saturday night, after the television interviews, I sat down with some of the best people in the Treasury to decide what we should do with a bust bank. For it was abundantly clear that that was what Northern Rock now was.

The first question we had to answer was, how to stop the queues. You cannot resolve a problem until you quell the sense of crisis. You need time to work out the best solution in a calm atmosphere. I had learned this first when I was Secretary of State for Transport, dealing with huge problems on the railways. Now we had to get these queues off the streets, and the only way to do that was to find a way of assuring savers not only that their money was safe but that we had a convincing resolution to the story, ideally one that involved selling Northern Rock to someone else.

At our meeting, downstairs in the study of No. 11, we agreed that we had to try to find a buyer for Northern Rock. Before that, we had to provide a guarantee that every penny of savers’ money was safe. That meant a government guarantee, with no qualification. This was a huge step and I was reluctant to use the government’s credit in this way, guaranteeing a bank whose own reckless behaviour had brought it to its knees. I was also very conscious that it might not stop with Northern Rock; that we might end up guaranteeing every bank in Britain, which I did not want to do. That is exactly what happened in Ireland a year later, when its banks’ debts became Ireland’s debts and eventually the country had to go to the International Monetary Fund (IMF).

Although Northern Rock was manageable, others would be less so if we had to repeat the exercise. RBS, for example, had a value at that time of a little less than our total national income. And there was an extra problem. A guarantee on its own might stem the immediate panic, but people would soon be asking what was the government’s plan for fixing this broken bank? The plan had to be credible and it had to represent a resolution to the problem.

The next day, Sunday, Lloyds renewed their interest, but they still wanted a guarantee of Bank of England support for two years. The Bank baulked at this. It would be guaranteeing funds for Lloyds, then a healthy bank. I could see the problem with this, but I wanted the Bank to consider what it could do. I had concluded that we would have to offer a guarantee to savers in Northern Rock, but if we could link it to a purchase by Lloyds, thus providing a solution to Northern Rock’s problems, that might do the trick. I was reluctant to provide an open-ended guarantee to depositors without being able to say that the bank had been purchased and thus ending the immediate crisis.

Monday morning saw the queues resume, with Northern Rock haemorrhaging money every hour. By now I was sceptical that Lloyds would see anything through. Nick Macpherson had also sounded out the other big banks about the possibility of their jointly buying Northern Rock. Their attitude was illuminating. They didn’t at that stage see Northern Rock as being part of a larger problem. They did not want to help. They didn’t want us to nationalize it, but neither were they ready to come up with a private sector solution.

That Monday, Gordon and I met two or three times at No. 10. We agreed that the guarantee linked to a sale might work. Like myself, he was reluctant to pledge the government’s money, but there was no alternative. One billion pounds had been withdrawn by customers the previous Friday. By Saturday the figure had risen to £1.5 billion.

I had decided that it would be better to make the announcement of the guarantee at close of business on the Monday afternoon, to allow people to see it on the television news that evening. That would provide a natural break, for the risk of making such an announcement in the middle of the day was that it would simply become lost among endless pictures of people forming queues and telling reporters they did not believe anyone and just wanted their money out.

Gordon and I were due to meet the US Treasury Secretary, Hank Paulson, who had unfortunately chosen that day to pay us a courtesy visit. Gordon and Hank were close, having worked together when Gordon was Chancellor, and I was keen to meet him, but we could not have picked a worse day for it. During the afternoon, Lloyds, predictably, pulled out. There would be no sale. I went round to No. 10 as I had to get Gordon to agree to a guarantee with no sale. What’s more, during the afternoon, I had concluded that guaranteeing savers’ money would not be enough. We would also have to guarantee the money deposited with Northern Rock by local councils and commercial bodies, since if those entities thought that it was only individual savers who were safe, they would pull their money out immediately. This was a huge commitment, although, since the money was there in the bank, I wasn’t too worried about it – if only we could stop the panic.

As was to happen time and again over the next few months, I found myself having to make a statement at short notice. I had to reassure the public in a way that would stop the panic escalating further. It was a critical moment and I knew we had only one chance. If it failed, the panic might spread to other banks. I did think that this explicit guarantee would work, but it was very much in the balance. More embarrassingly, I had to announce it at a joint news conference with the US Treasury Secretary.

I warmed to Hank, a bluff, amiable man, who was open and direct. He had worked in a junior role for the Republicans in the Nixon administration, then spent most of his career with Goldman Sachs, the US investment bank. He had reluctantly agreed to serve George W. Bush as Treasury Secretary just over a year earlier. His great strength was that he understood how the markets worked. The two of us remained in close touch over the next two fraught years until he left office.

A good working relationship at this level was essential. Even during what were difficult times for both of us at the height of the crisis in 2008, we respected each other’s positions and were able to work closely. Fortunately, Hank has a sense of humour. The news conference after our meeting in the sitting room at No. 10 was meant to report on our discussions. The talks had largely centred on the Americans’ perception that the Bank of England was not taking the unfolding drama seriously enough. As Hank said: ‘Your guy Mervyn has a high pain threshold. I hope you have too.’

The news conference had been arranged so that the media could speak to both Hank and myself. By the time we faced the press in Downing Street, however, we knew that the British press would only be interested in one question: Northern Rock. Hank duly read out his statement and then had to watch me for the next twenty minutes. The questioning was rough but justified; yet to my American visitor the journalists appeared hostile. Three years later he told me how bad he had felt at not being able to share some of the pain. Certainly, in my experience, the American media is much more deferential.

So I announced the guarantee and, to my immense relief, it worked. The next day the queues, with few exceptions, had vanished. We now had a bit of breathing space, but we had to continue looking for a buyer or we would end up owning Northern Rock ourselves. That was not a prospect that Gordon or I relished. We had stopped the queues but there is no doubt that we had been severely battered. Images of the first run on a bank in more than a century had flashed around the world. Northern Rock was now internationally a byword for disaster – ‘Northern Crock’, it was nicknamed. As Chancellor, I had to take responsibility. The only good thing to be said about the entire episode was that it was valuable preparation for what was to come a year later. I was determined that the mistakes made in August and September 2007 would not be repeated.


2    The Election that Never Was

In September 2007 Margaret and I caught an early morning train down to Bournemouth. British political parties traditionally choose to hold their annual conferences at seaside resorts. This year, it was the turn of that sedate south-coast town. I was due to give my first conference speech as Chancellor that afternoon. The previous two days had been spent writing it. These speeches take an enormous amount of work and are usually forgotten the day after they are delivered. I knew that the only thing that anyone would be interested in was what I said about Northern Rock, and so it proved.

We and our fellow passengers heading to the conference were in good spirits: despite Northern Rock, Labour was ahead in the polls and Gordon Brown had made a good start as prime minister. Four days into his premiership a blazing Jeep had been driven into Glasgow airport and the UK was braced for a fresh wave of terrorist attacks. It was the most dangerous situation facing the UK since the attacks in London of 2005. With Jacqui Smith, Britain’s first woman Home Secretary, Gordon had handled the aftermath with gravity and poise, summoning intelligence chiefs and ministers to a Cobra committee meeting in Whitehall and raising the threat level to the highest degree.

He had also handled the re-emergence of foot-and-mouth disease – which had cost beleaguered farmers dear as their livestock had to be slaughtered – extremely well. We were mindful in government of the loss of confidence and public support during the earlier outbreak in 2001. Gordon had responded effectively, too, to the unusually bad flooding in England that summer. The Conservative opposition had found it difficult to make headway. They had said little about the Northern Rock crisis, and when they did it was frequently contradictory and confused.

On the surface, things were moving our way, so inevitably there was an argument for us seeking a new mandate from the country under a new prime minister, thereby strengthening his personal authority. Whether to call a general election is one of the biggest decisions a prime minister can make. It is his or hers alone. Get it right and you’re a hero; get it wrong and you’re out. I had recently discovered that the arguments for and against calling an election had been raging all summer among Gordon’s key people. Ed Balls and Ed Miliband had been his special advisers when he was at the Treasury and were now ministers themselves, Ed Balls as Education Secretary and Ed Miliband in the Cabinet Office. Gordon was heavily dependent on the economic know-how of Ed Balls, who had been with him at the Treasury for fifteen years. Douglas Alexander was another trusted confidant, now responsible for international development; and Spencer Livermore, the Prime Minister’s Director of Strategy, also played a crucial role in these discussions.

I wasn’t part of the discussions until late on, in early September. Even then, my involvement was fairly casual and would only occur if I happened to be with Gordon when one or another of his team would wander in and begin rehearsing the arguments for or against. It felt uncomfortable at times, as if I were eavesdropping, since I hadn’t been invited to take part; it was just the geography of Downing Street that made me an accidental participant.

Nos. 10 and 11 Downing Street are really one big rambling house, with myriad corridors and rooms running into each other. It is not always clear what is private space and what is not. If I wanted to talk to Gordon, we could arrange to do it through the civil service machine, or, certainly in the early months, when relations between us were still good, we would meet informally since it was easy enough to seek one another out in a downstairs room.

That my involvement in the discussions around a possible general election was so peripheral was a portent of what was to come. I knew that Gordon took advice from a wide range of people; he has always done so and there is nothing wrong in it. The trouble was that only on very few occasions did these people all come together in a meeting, Cabinet or otherwise, so that the arguments on a particular issue could be thrashed out and a decision reached. All too often I would come out of a meeting with Gordon believing that a decision had been reached, only for it to transpire that he had spoken to someone else with a different opinion and changed his mind. That is the way Gordon worked. He liked to canvass a wide range of opinion before making up his mind about what to do – often at the last moment. Far too often, individuals consulted on an issue did not know that he was speaking to others and weren’t aware of the competing arguments. A meeting with Gordon involved many elephants in the room.

Gordon always had the ability to gather people with good minds around him. He also attracted – and expected – fierce loyalty. His style of operating was like an old-fashioned court: he was the centre around which trusted courtiers moved. He had worked like this throughout his career, since his earliest years as a student politician at Edinburgh University. Losing his most trusted confidants – Balls, Miliband and Alexander – when he entered No. 10 left him, I think, slightly bereft.

Now, on the eve of conference, I was aware that something else had changed since the summer. This was my relationship with Gordon’s inner circle. I had known most of them since they started working for Gordon in opposition in the early 1990s. We had a good working relationship, which carried on into government during my first year as Chief Secretary to the Treasury. Ed Balls and Ed Miliband were always helpful at that time and I valued their thoughts. Douglas Alexander, then in charge of election planning, I had known for many years as a young politician with acuity and strong values. I often called in to see Gordon at the Treasury in his time there and took part in discussions on policy. I was never one of the magic circle; I was one of the many whom Gordon would consult from time to time. We respected and trusted each other. But something changed after he became Prime Minister and suddenly I was definitely outside the tent.

Here I was at the heart of government, appointed by Gordon to a key post, and yet I wasn’t privy to thinking or discussion on policy issues within his close team. In a way, it was not personal. I had seen it happen with Gordon time and again over the years. People would be welcomed into his confidence but then find themselves shut out, for reasons that were difficult to fathom.

Opinion among Gordon’s advisers was divided over whether to go to the country early. I put in my tuppence worth when I was asked my view. I said that I was against calling an election. Ed Balls and Douglas Alexander had a strong argument for going to the country now, in order to seek a mandate for Gordon. Ed Miliband was more ambivalent. The problem for me was, what would Gordon say to the country that actually required a new mandate? In what way would he seek to differentiate himself from Tony Blair? What did he want a mandate to do that was different? That was not clear. You only seek a new mandate if you are making a break from the past, or if you want to set out the new challenges you wish to confront and your proposed response to them. There has to be a strong reason to go to the country outside the normal four- or five-year electoral cycle. And to be blunt, you have to be confident that you are going to win. Such a strategy, involving a clear set of policy initiatives, should have been worked up over the summer if it was to have any chance of success in the autumn. As far as I could see, that never happened. Gordon seemed to me to be deeply uncertain about an early election: after all, it was entirely possible that our majority would be cut, or that we would lose and he would be the shortest-serving prime minister ever. And if that was his view, he should have halted the speculation before it ran out of control.

It was obvious to me even at this early stage of his premiership that there was no sign of clarity or direction. It was all about tactics rather than strategy. No one seemed to be asking the obvious question: what was it that Gordon wanted to do during his premiership? That is something he struggled with for the next three years. The party, and many in the country, myself included, had keenly anticipated his becoming prime minister. Now we needed a clear understanding of what he planned to do. Instead, what we were presented with looked rather like cold political tactics. Then there were the political facts to consider: the polling evidence was sobering. To win a British election you need to win marginal seats, particularly in the south-east of England, where the polls showed the Tories as being ahead. Inheritance tax was identified as a key issue, part of the Tories’ push on property taxes.

Although Cabinet members were never formally consulted, they soon let it be known what they thought, speaking to Gordon individually. Jack Straw in particular shared my view that you shouldn’t go to the country if you don’t have to, especially if the polls are against you. Jack, a canny operator, who had been an MP for almost thirty years, had a good sense of what would and would not work in politics. He was dead against an early election. So too was Geoff Hoon, the party’s Chief Whip. Geoff and I have known each other for a long time and our children are of a similar age. We first met when he was an MEP and we were both on a committee considering the case for electoral reform, which met for what felt like years on end. We both agreed that an early election could be folly.

If we were to have an election that autumn, as Chancellor I needed to know as soon as possible. Budgets, by their very nature, are highly political. A Budget produced in mid-term would inevitably be different from one presented on the eve of a poll. I was somewhat put out to find that I was just an accidental spectator at what was potentially a critical point. It was an issue that would come up again and again: either Gordon and I trusted one other, or we didn’t. There was no room for ambivalence. Nos. 10 and 11 have to be in tune. What could be discerned now was more of a discordant hum.

One morning, just as things seemed to be moving towards an early election, I remember looking into the shaving mirror at the Downing Street flat and thinking, if we get this wrong it will be George Osborne who’ll be seeing his reflection here soon. If an early election were to be called, it should have been announced almost immediately after Tony Blair stood down. It looked opportunistic to be thinking about calling one several months later, in the dark days of autumn.

When we arrived in Bournemouth, it was clear that the pro-election faction in the Brown circle was in the ascendancy. The atmosphere was febrile. By the Wednesday of the conference journalists were being briefed, anonymously of course, that there would be an election. Then there were angry and rebarbative denials. Having spoken to Gordon, I didn’t think that there would be an election. The problem was that the spin machine was allowed to run out of control and fed the story.

Confusion and acrimony seeped into coverage of the week’s conference events. Was there going to be an election? Journalists were, not surprisingly, pressing the question. Yes, no, maybe, possibly – it was a mess, and the sense of drift was increasing. The raging arguments between the yes and no camps, the briefings and counter-briefings to the media, made us look shambolic. Thankfully, my visit to conference had to be short and I left Bournemouth the day after Gordon’s speech. In August, he had asked me whether or not I could pull the spending review announcement and the pre-Budget report forward to October, to give us the option of an early election. That presented significant logistical problems in that, on top of Northern Rock, I was having to finalize government spending plans for the next three years at the same time as making a major economic statement.

The Tories, who had had a bad summer trailing us in the polls, pulled off a theatrical coup at their conference the week after ours. George Osborne announced an inheritance tax break that in any other circumstances would have been seen as unaffordable, as was shown by the watered-down version they came up with following the 2010 election. We should never have allowed one conference speech from the opposition to destabilize us so badly. Gordon went to Afghanistan the day after Osborne’s speech, and this was not well received by the media, who accused him of using the visit to detract attention from the Tory Party conference. There is no convention that says you shouldn’t do anything political while another party is having a conference, it just tends not to happen. In any event, it made us look clunky and opportunistic.

So, when it finally came, the announcement that there would be no election was a disaster. We had made the fatal mistake of letting events control us. The announcement itself came out in a disorganized, haphazard way, on a Saturday afternoon, accompanied by briefings from the bowels of No. 10, heaping blame on the supposed author of this misfortune, Douglas Alexander. Who told Damian McBride to do this remains opaque. It was extremely hurtful for Douglas, who was a loyal supporter of Gordon and had always been highly regarded by both camps as someone who could see the bigger picture. He did take it very badly when he was dumped on, since it was clear that the briefing was at least tacitly condoned, and certainly wasn’t stopped.

The election-that-never-was was a massive political misjudgement, from which we never really recovered. The public’s trust was shaken, if not destroyed. We lost any political capital built up over the previous three months. People stopped believing what we had to say. Faced with mounting problems, with the banking crisis fast escalating into an economic crisis, this was to prove fatal. And once trust is lost, it takes years to recover. Gordon found himself in a position in which he had not only to announce that there would be no election, but also to answer the obvious question: why not? He said it was because he wanted time to establish himself. But voters are not daft; the public knew that the reason the election was called off was because we were not sure we would win.

I was more immediately concerned that I would have to present the pre-Budget report the following week, in the worst possible circumstances. The report had been prepared on the basis that there was to be an election, so it had to include measures dealing with inheritance tax. The election had been called off, but by this stage we were committed to spending a lot of money trying to fix the political problem, at what, in Budget terms, was the very last minute. That meant raising money elsewhere. The politics were awful.

The Budget statement, which should be a major economic event, is usually presented in March or April. However, since we took power in 1997, there had also been the pre-Budget report to contend with. It was originally designed to report on progress since the Budget and to trail measures that might need to be consulted on prior to the next Budget. In practice, the two events were barely distinguishable. There is much more pomp and ceremony around the Budget, but increasingly the major announcements on tax and spending were now being made at the pre-Budget report stage. This meant that during my time as Chancellor I had to deliver what were effectively six Budgets.

Most of Gordon’s budgets during his time as Chancellor had not changed the underlying public finances dramatically. What he spent he was able to balance by raising money elsewhere. His macroeconomic policy was concentrated on creating stable economic growth and his balanced budgets earned him the moniker ‘Prudence’. Tax revenues were generated through economic growth and getting a high proportion of people into work. New Labour’s economic policy was built on discounting the old left’s ‘tax and spend’ approach, whereby the country borrows beyond what it can afford in order to finance spending on public services.

A Budget, or indeed a pre-Budget report, takes months of intense work and planning. You have to decide first what is your forecast for the economy and the level of public finances. Then you have to decide what you want to do in general terms, what in the jargon is called the ‘fiscal stance’. Finally, detailed policies have to be worked up. Over the three years I was Chancellor, Gordon and I spent a lot of time arguing over the first two points, which meant rarely getting to the third. The closer you get to making the announcement, the more difficult it is to change the structure both of the Budget and of the message you want to give. It is a wearing process, especially if there are significant changes in strategy at the last minute. Complex figures have to be presented on the day and last-minute changes may, if you are not careful, result in the published figures being wrong. This reflects badly on the Treasury and can create serious difficulties for those affected by the changes.

In the late summer, the planned centrepiece of the pre-Budget report was to be the conclusion of the spending review. We had decided in 1997 when we came to power that government spending on public services, such as schools and hospitals, would be fixed for a three-year period to allow for more sensible planning and decision-making. This then became the norm: plans for each successive three-year period would be fixed at the end of the second year of the spending period. This was much better than the previous system, in which spending was fixed from year to year. In stable times, the new system had worked well. Now, however, in 2007, the timing of the spending review could not have been worse.

In the autumn of that year, the signs of the looming worldwide recession were far from clear. In 2007, it was by no means certain that we were about to enter a steep economic downturn. But by 2008, it was obvious that the assumption that the economy would continue to grow uninterrupted could no longer hold. Had we known what was about to happen, I would almost certainly have fixed spending for the following year, making plans for a further review the year after.

As it was, I had decided to cut the rate of growth of public spending by half. After ten years of almost uninterrupted increase in public spending, we could afford to do so. There are many who have said subsequently that we spent too much in the previous decade. Back in 1997, however, there was a near-consensus that investment in neglected public services, such as an underfunded NHS and decrepit school buildings, was of paramount importance. There were many reasons for the decay of our clapped-out public services. Crudely put, the main factors began with the UK’s performance as ‘the sick man of Europe’ in the post-war years, with two decades of poor economic performance meaning that we had not received the tax revenues from a healthy economy that would have enabled spending on the public services and infrastructure essential to any modern economy. Then what followed was free-market fundamentalism – Thatcherism – which enshrined the market as the dominant force in our lives; the role of the state was reduced for ideological reasons. In 1997 we had to address the costs of that ideology. Unlike the wealth that never did trickle down, as had been projected, the social costs cascaded down through successive generations. The physical degeneration was real and plain to see: hospitals and schools that had been built by the Victorians, who would never have envisaged them still being in use as we entered the twenty-first century. My own children started school in Edinburgh in a building with outside toilets and one teacher to thirty-four infants, with no classroom assistants.

There was something of a political consensus, with the Conservatives supporting our spending plans until right up until the end of 2008. The Liberal Democrats gave the impression that they did too, until very shortly after the 2010 general election. Looking at the Treasury books when I arrived in 2007, the structural deficit – that is, the difference between what you spend and what you receive back in tax, which is not merely the result of economic ups and downs – was comparatively small. And the country entered the financial crisis with less public debt than that of most other developed countries – not my words but those of Vince Cable, the Liberal Democrat Shadow Chancellor, writing in 2009. From a broadly Keynesian perspective, he said, it would be damaging to seek to curb the deficit in recession conditions, since that would be likely to deepen the recession. He added that comfort could also be drawn from the fact that developed countries like Japan and Italy operate at far higher levels of government debt than Britain has, or is likely ever to have. Neither of those countries are in good shape economically, but neither has defaulted on debt or resorted to inflation to ‘burn off’ debt. That was in 2006. How he has changed his tune.

On 3 September 2007 George Osborne committed a Conservative government to matching our public spending totals for the following three years. He pledged two years of 2 per cent increases. The Shadow Chancellor said government spending under the Conservatives would rise from £615 billion in 2008 to £674 billion in 2010/11. The move would create ‘headroom’ for cutting taxes because the economy was expected to grow faster than public spending. What’s more, he added: ‘The result of adopting these spending totals is that under a Conservative government there will be real increases in spending on public services, year after year.’ After the 2010 election, the Tories and the Liberal Democrats spent some considerable time, to good political effect, claiming that the deficit was entirely the fault of Labour profligacy, glossing over their own record of supporting what we were doing.

Yet, back in October 2007, as I worked on the spending review, I thought that it was time to apply the brakes on the amount we were spending. I am naturally cautious and so I determined that now was the time to rein in the rate of growth in public spending. That would be easily manageable on the back of a much higher level of spending than we had inherited ten years earlier, and would still allow us to continue to improve public services. That was to be the centrepiece of my spending review.

There was also the vexed issue of inheritance tax. Inheritance tax in this country is paid by very few people. The thresholds are high and it is legally avoidable by those sufficiently affluent to be able to give their estates away, provided they do so seven years before they die. Only the unlucky, or bad planners, are saddled with inheritance tax. Despite this, many people who will never have to pay inheritance tax believe they will have to do so. It is a deeply unpopular tax, except among a minority who believe that the state should redistribute wealth to a far greater extent than it does.

I had discussed doing something about it with Gordon in the summer before the conference. He showed me proposals that he had considered, but had not pursued, for his last Budget as Chancellor. But following the Tory conference, inheritance tax suddenly assumed a far greater political importance from Gordon’s perspective. I understood that we had to do more than we had originally intended and so I proposed a reform that would have taken more people out of the tax. The Conservatives proposed to pay for their plans by taxing people from abroad who live here but are domiciled for tax purposes elsewhere: the ‘non-doms’. At first sight, it seemed a brilliant wheeze. What better than to tax non-doms who do not have a vote here and whom the public associates with rich bankers. The problem is that non-doms also include a large number of people who come to this country to work, not just in banks but in hospitals, universities and restaurants, usually for a period of no more than two or three years.

The issue became the subject of my first major clash with Gordon. We were in exactly the same place on Northern Rock, but on the economy we were far too often divided. I did not see how we could tax anyone who set foot in the country, no matter for how short a period, as the Tories had proposed. It was also doubtful if it would raise the money we needed. As I correctly predicted, there would be howls of outrage from the better-off, who could well afford to pay but who had easy access to the media, and some of whom even claimed to be Labour supporters. Quite why we were now going to tax the non-doms, having failed to do so for the previous ten years, wouldn’t be clear. It looked like – and it was – a last-minute fix.

The new government of 2010 never did implement the policy the Tories set out three years earlier, probably for the same reasons I didn’t. My compromise was that the tax would be imposed only on those who had chosen to make Britain their home, by staying here for more than seven years. This allowed for the research scientist, the chef, the doctor, who came to work here for a few years but for whom Britain was not home. After seven years their position would be different; it suggested they were settling here and ought to pay tax. But the inheritance tax plans still had to be paid for, and I did not want to add to our level of borrowing. So I proposed to pay for it by increasing capital gains tax, on things like second homes or paintings, from 10 to 18 per cent.

At that time we had rules, ‘fiscal rules’ in the jargon, which put limits on how much we could borrow and how much debt we could carry forward. They were an excellent discipline imposed by Gordon in his first Budget in 1997, in order to underline New Labour’s determination to put the health of the economy first. Every British government follows fiscal rules, which change from time to time in accordance with economic conditions. They are there to guide policy. In the 1980s the Tory government was concerned with soaring inflation more than anything else. In 1997 we were concerned with achieving longer-term stability in public finances and economic growth. From 2008, our strategy was essentially to support the economy through the recession and then to cut the deficit once growth was established. The current government, elected in 2010, has implemented what it calls a ‘fiscal mandate’, directed at cutting borrowing.

These rules are not contained in an Act of Parliament, although ours were referred to in legislation, in a Finance Act. They are there as a yardstick, so that commentators and analysts can judge fiscal measures against the government’s stated objectives. Ours were quite simple: they were principally designed to prevent borrowing to fund day-today government spending, and to bear down on debt. We had stuck to them over the ten years since we were elected in 1997 and official figures showed that they had been met during that long economic cycle. I later abandoned them as the economic crisis deepened, because to stick to them would have been perverse in the face of the worst downturn of recent times. However, in the autumn of 2007 the rules stood, and they meant that if we were going to give away money by taking people out of inheritance tax, then money would have to be raised elsewhere, or spending cut.

Both issues of contention – the non-dom tax and the increase in capital gains tax – took up days of increasingly fraught discussion between Nos. 10 and 11. There was much plodding between the Treasury and No. 10, lots of sabre-rattling. The worn carpet in the corridor leading to the PM’s office became ever more threadbare as groups of advisers trooped in to give their advice, before stomping back out again. There was a considerable amount of squaring up between officials on the two sides of the negotiations.

Even after the announcement, several months were spent trying to get the policies right. In tax matters, the devil is in the detail, and you cannot safely make big changes in a hurry without thinking through the consequences for taxpayers at every level. The controversy over capital gains tax may have been largely confined to the business pages, but there was another tax problem that would cause us acute problems over the next year.

In his final Budget as Chancellor, Gordon had abolished the 10p rate of income tax, leaving the UK with just two rates of tax: a higher rate of 40p, and the lower rate of 20p. In his ten years as Chancellor, I think Gordon had discussed with me most aspects of his Budgets and pre-Budget reports. We talked more easily in those years. I remember discussing his plan to cut out the 10p rate at the end of 2006. I could see the attraction of a simplified tax system but, I said, we had introduced it back in 1998 to get the lowest earners in the country out of tax and there would surely be many losers from its abolition. His reply was that when we introduced the 10p rate, tax credits were not yet in place. In addition to that, taxpayers at the top of the scale also benefited from some of their income being taxed at the 10p rate. He was right, in that tax credits had provided a huge boost to the incomes of families with children on low and, in many cases, middle incomes. Although the tax credit system has been criticized as being overly complicated, it was part of a move, which I strongly supported, to make work pay. It took some years to try and resolve the complexities inherent in a system that has to take account of ever-changing incomes, but the tax credit policy itself is sound and has survived the transition to a new government.

The problem was that while many qualified for tax credits, many did not. It was not so easy to see how the losers could be compensated for the tax increase that would result from more of their income being taxed at a higher rate. Our conversations concluded with Gordon saying that more work was needed to deal with those who faced losing out from the abolition of the 10p rate.

When it was abolished in the 2007 Budget, Gordon announced measures that compensated many taxpayers, mostly those with children. But a few months later, when I sat in his old seat in the Treasury, looking over the books, I saw advice that painted an extremely bleak picture. While 80 per cent of households would see no effect on their incomes or would even benefit from the change, about five million households stood to lose out. The losers ranged from those on pretty low incomes through to households where there was one earner who could be earning more than £100,000 but with a partner who had lost out. Alarm bells had rung when I received a letter from an elderly constituent just after Gordon’s final Budget. She was aged over sixty and had calculated to the last penny how much she was going to lose. What was surprising was that so few others had picked up on the problem until the following spring, just as it was due to come into effect.

As it was, in the autumn of 2007, I was told that it would cost about £6.5 billion to ensure that there would be no losers. It seemed an enormous amount of money. A year later, it would seem small beer compared with the £50 billion cheque I had to write to forestall a global banking collapse. In my pre-Budget report, however, knowing that our financial room for manoeuvre was so limited, I did not try to find another £6.5 billion in the short time available. I would have to return to it later on.

All political statements, especially Budgets, are framed by the environment in which they are made. By the time I stood up in the House of Commons on Wednesday, 13 October 2007, the Tories were ahead in the polls and had very good reason to be cheerful. After ten years in the doldrums, they were now out in front. The commentators were faced with a government that had been battered by Northern Rock and had then clobbered itself over the election-that-never-was. The pre-Budget report failed to do what it should have done. It was cobbled together and did not set out a compelling story on the economy or the banking crisis; far from our regaining the political initiative, it slipped even further away. Why did I agree to include the inheritance tax measure at all? In political terms, the answer is that if we were to fight an election we had to have something to say about the tax, since all the polling evidence showed that it was a problem for us. When the election was called off, we were too far down the track to remove the measure. It would have meant recasting the pre-Budget report, with all its complex interlinked financial implications. But there is another factor. My instinct was to support the Prime Minister, as I had done for the best part of fifteen years. That loyalty was to be severely tested over the next three years.

That pre-Budget report was a low point in my time as Chancellor. It was going to take some time to recover my position, and unfortunately there was a lot more bad news to come. While we had been preparing the report, there were signs emerging that Northern Rock’s problems were beginning to spread. We were worried about Alliance and Leicester, whose directors still believed they could sit it out. There was also concern about Bradford and Bingley, which was very exposed to the buy-to-let market, and whose reliance on borrowers correctly certifying their own earnings, with minimal checks, was alarming.

Then there was HBOS, the result of a classic marriage on the rebound in the late 1990s, when the Bank of Scotland had mounted an audacious bid to take control of one of Britain’s biggest banks, NatWest. Seeing what they were up to, their Edinburgh neighbours and rivals, RBS, made a counter-bid, and won. Bank of Scotland, which was a douce, medium-sized, well-run bank, felt it had no alternative but to do a deal with the Halifax, then Britain’s biggest mortgage lender. HBOS was never a happy union. It was clear that the Halifax was the dominant partner, sometimes referred to by Bank of Scotland staff as ‘The Haliban’. By 2007 it was becoming clear that HBOS was losing money, not through involvement in complicated financial dealings, but through bad judgement on commercial loans.

It was little comfort to know that other countries were facing the same problems, and that other banks overseas were in deep trouble. On 4 November, Chuck Prince resigned as chief executive of Citigroup. It was revealed that Citigroup faced an $11 billion loss on mortgage-related securities. Prince was the man who had famously said: ‘As long as the music is playing we will keep on dancing.’ Clearly the ball was ending all over the world. Then, seemingly out of the blue, I had to deal with an unexpected home-grown drama.

In early September, we had moved into the flat above No. 10 which, until Tony Blair’s time, was where prime ministers lodged. Tony, and then Gordon, lived in the larger, more secure flat attached to No. 11 – although, confusingly, it is actually part of No. 12. This made sense because both had young children and needed the space. There is no real separation between the three buildings: there are spiral staircases, corridors and rooms attaching each space to the next.

For the first few months as prime minister, Gordon operated out of Tony Blair’s old study next to the Cabinet Room in No. 10. There was a winding staircase down to the outer office from our flat. He then moved his office to a big open-plan space, formerly the Chief Whip’s office, in No. 12. Between Nos. 10 and 12 is, of course, No. 11, which the Treasury has jealously guarded against predatory claims for extra space from the Prime Minister’s office. The corridor between No. 10 and the new office chosen by the Prime Minister as his nerve centre runs straight through No. 11. Over the next three years it provided me with an unexpected spectator’s view of traffic into the Prime Minister’s office. Gordon, in turn, had to be fielded through the crush of visitors to receptions in No. 11, negotiating his way past young people dressed as elves and fairies at festive charity parties, or, on one occasion, bumping into a goat belonging to a Welsh guardsman who was leading children from a hospice out to the garden. Privacy was at a premium.

No. 11 is a small Georgian house, built by an early property developer, George Downing, as a speculative sideline to his day job as a spy. Now a bit tattered and faded, it was decided before we moved in that the public entrance needed a fresh coat of paint, as it hadn’t been done since the early 1960s. A cheap job was not, apparently, an option. It is a historic space and had to be properly conserved. The paint colour they chose made us laugh: it was called ‘Drab’, and so it was. The entrance hall had portraits of two of Britain’s most famous Chancellors, Gladstone and Disraeli, glowering darkly in the light of 20 watt bulbs. Living at No. 11 is something I never took for granted, especially when I used to see the extent to which people from all walks of life, prime ministers and presidents, schoolchildren and statesmen, excited family and friends, valued the chance to walk through that famous door. We were always careful to warn them not to trip over the carpet patched with sticky tape.

After another week in Downing Street we decided to escape this febrile atmosphere and head home to Edinburgh for the weekend of Saturday, 10 November. It was a rare visit, for we ended up living ‘above the shop’ in Downing Street far more than we had anticipated, as a result of crisis heaped on crisis. The original plan had been that Margaret would be wherever she was most needed, at home in Edinburgh or at the flat in Downing Street. It was the first time she and I had lived together full-time since we were married. Before I entered Parliament in 1987 she had worked as a journalist in Scotland. On the Glasgow Herald she was frequently on the night desk. I was an Advocate at the Scottish bar and frequently away from home. After being elected, we chose to live in Edinburgh, and I was routinely in London from Monday until late Thursday or Friday morning. Margaret’s work was in Scotland and we wanted to bring up our children close to family and friends. By the late summer of 2007, however, it was clear that it would be easier to live in Downing Street. The cost of making our London flat secure would be difficult to justify. Our son, Calum, was away at university; our daughter, Anna, had finished her exams and was delighted that we should leave her room to party. But I did look forward to visits home to Edinburgh and to tending our much-neglected garden. And, of course, I had my duties as a sitting MP, holding constituency surgeries, but too often it was just a flying visit.

That weekend was the first in a long time that was relatively free from crisis. It was not to last long. We were eating bacon rolls and reading the papers when my duty private secretary rang. The chairman of Her Majesty’s Revenue and Customs (HMRC) was on the line, and it was urgent. HMRC is responsible for collecting taxes in the UK. It is independent from the Treasury; rightly, ministers are kept well away from the affairs of individual taxpayers. Unfortunately for me, though, the Chancellor is still accountable to Parliament for whatever HMRC does. To be phoned on a Saturday morning could only be bad. What followed would have been the stuff of a Whitehall farce had it not been so serious.

HMRC is responsible for paying Child Benefit to everyone with children in the UK. Like any other government department, it is audited by the National Audit Office (NAO), again entirely independent of the government. Earlier in the year, a hapless voice explained, an official within HMRC was asked to send NAO a full copy of all data held by them relating to Child Benefit. For some unaccountable reason, the request was repeated in October. All the data held on families receiving Child Benefit was posted from HMRC’s office in the north-east of England to the NAO office in London. The package, containing two discs, was not recorded or registered. It never arrived in London.

I swallowed hard and asked what, exactly, was on these discs? There was a silence. It was like pulling teeth. I was told again that it contained records of parents who received Child Benefit. How many? The answer: 25 million. What was worse, the information included the names and addresses of parents and children, Child Benefit reference numbers, National Insurance numbers – like gold dust to fraudsters – and worse, much worse, bank or building society details. It could scarcely have been more dreadful.

Perhaps because I had just been told about this, I reacted differently from those who worked with this data day in and day out. Here we were, talking in calm tones about the British government having lost intimate and sensitive details of half the population. It was all contained on two CDs which had been popped in the post? No one had a clue where it might end up? My response was terse, perhaps understandably so. Worse still, the discs had gone missing some three weeks earlier. Senior management had been informed two days ago, and I, who would have to answer for this, was only being told now. I flew back to London, but not before going into the garden for an hour. There was not a weed left standing.

By chance, on that Saturday morning Gordon rang me about something else. I told him of the latest blow. You’ll have to get the police in, he said. We both knew that that would reinforce the view that the government was not in control. I knew, of course, that the public would have to be informed. It was my job to tell them. This is the sort of announcement that cannot be made without first taking a deep breath and confirming the details. I had to be sure we were absolutely certain the information was lost. Also, the banks and building societies would have to be told what had happened. After all, they would have to protect their customers, especially after the information became public. This would take time. The police and the FSA were both anxious to avoid a premature public announcement. The banks wanted to flag accounts so that they could detect any fraudulent withdrawals, and the police did not want to advertise to the criminal world that this valuable information might be available.

Finally, I spoke to the Information Commissioner, who agreed with my view that we had to tell the public what had happened but that we needed to take enough time to ensure the banks had revised their security procedures and were ready to deal with potentially millions of enquiries. I instructed Paul Gray, chairman of HMRC, to order an immediate search of the Child Benefit office and of the NAO. In the days that followed, both buildings were scoured from top to bottom. The officials involved were questioned. On the Monday afternoon I was told they were almost certain they had found the missing discs. It proved to be a false hope. On the Wednesday we had no option but to call in the Metropolitan Police.

I was far from happy that I was being told all that was going on at HMRC. The senior management did not seem to me to grasp the seriousness of what had happened. More than that, I was told places had been searched which then turned out not to be the case. As part of the fallout I ordered an independent inquiry into what was going on within the organization. It revealed a management structure that was opaque, so that it was very difficult to see who was responsible for what.

I accepted the resignation of Paul Gray. I was sorry about that, as I had worked with him both in the Treasury and at the Department of Social Security, but he quite properly accepted responsibility for these serious failings at HMRC. The banks moved quickly to put in place security measures on all the accounts, while I got ready to tell the House of Commons what had happened. The banks wanted time to complete their security work, and the police wanted to get as far as they could without alerting anyone who might have got hold of the discs. In a situation like this there is always a conflict between doing what is needed to protect the public and at the same time being open about what has happened. I decided to make a statement the following Monday.

Unfortunately, I first had to attend the meeting of the G20 group of finance ministers in South Africa. I had planned to combine what was my first of such meetings with a visit to see some of the development work they were doing in Ghana. This was to be a joint visit with Hank Paulson who, perhaps unusually for a US Treasury Secretary, had a huge interest in development in Africa.

But there was no question of that now. For the second time in two months, I had to show my face at a meeting I did not want to attend, this time 12,000 miles away. I had to go because it had been agreed that the UK would take on the presidency of the G20 in 2009. As it turned out, that proved to be a momentous decision. Not to have gone would have caused offence, and someone was bound to ask what had kept me in London. I flew down to Cape Town on the Friday night, arriving as a spectacular dawn broke over South Africa. I attended a meeting where we discussed the developing economic crisis, and my fellow finance ministers were consoling over Northern Rock. Little did they know that awaiting me at home was another calamity, this time affecting 25 million people.

I was very conscious that the story could be leaked at any time. So many people had to know what had happened. Desperately anxious to get home, eight hours after my arrival in Cape Town I was back on the overnight flight to London. It was a long way to go for lunch.

Scanning the Sunday papers, I discovered that there was still no news on the story. Given the leaky nature of government, that was in many ways amazing. It was a huge relief to me, because I thought the only way we could get through this was if I told the House of Commons first. Over the years, as a minister in various departments, I have attached huge importance to telling MPs what has happened when there’s a problem, and to being as straightforward as I can. I have never understood the reluctance of some ministers to go to the House of Commons, or, especially in our early days, to attempt to bypass it when we had something to say. The House is one of the most well-established, well-known public platforms in the world. We should use it, out of respect to our fellow MPs, who represent the people of this country. Even government ministers are MPs, which is not the case in many other countries. And twenty years in politics has taught me that when ministers lose the respect of Parliament, their days are numbered.

I was due to make the statement at the normal allotted time of 3.30 p.m. As I was about to leave my office in the Treasury for the short drive to the Commons, I passed a television screen tuned to Sky News. There they were, the crucial details, being systematically leaked. I was furious. How had this happened? Earlier that day I had briefed George Osborne for the Conservatives and Vince Cable for the Liberal Democrats, on a confidential basis. I expected them to maintain that confidence and remain silent until after my statement to the House. Equally, it could have come from within government. It was a political story and had to have come from a political source.

In the event, the mood in the House of Commons was pretty understanding, although the media was not. The Daily Mail discovered that the discs had been compiled in a building I had opened seven years earlier, as Secretary of State for Social Security. The plaque commemorating the happy event was still prominently displayed at the front door. But the real problem was that in people’s minds the episode called into question the government’s competence. Stories started to appear about the loss of sensitive data all over government: laptops left on trains; papers left in pubs; mobile phones found in toilets; data dispatched from one office never to arrive at another.

The discs never were found. The organization within HMRC meant that it was far from clear who was responsible. There remains to this day no evidence that the information fell into the wrong hands. My guess is that the discs were destroyed once it was clear that the hunt was on, possibly within days.

All of this, though, further darkened the public mood. Nor did it help that the banking crisis was getting worse and the wider economy was bound to start feeling the pain. Our immediate problem was what to do with Northern Rock. It was having to borrow more and more money from the Bank of England every day in order to survive. Its borrowing eventually peaked at more than £25 billion. I sleep easily at night, but this escalating figure was the stuff of nightmares.

Although the borrowing was steadily reduced over the following three years, it was far from clear then that we would ever get it back. There was an additional problem too. Northern Rock was still owned by its shareholders, many of them people of modest means living in the north-east of England who had acquired shares when it gave up mutual status to become a public company. There was also a more unpleasant group of shareholders who had bought in after the bail-out in the hope of making a killing out of the British government. This meant that we had to watch our legal position. These people did eventually sue, after we had nationalized the bank, despite the fact that they had bought in in full knowledge of the trouble the bank was in. They were speculators who deservedly got burned.

At the time, we felt that we would have to continue to seek a buyer for Northern Rock. People understandably ask why we did not nationalize the bank then and there; why did we wait until February of the following year? The answer is twofold. Firstly, we were concerned about legal action by shareholders. They still owned the bank. Secondly, we were worried about the whole issue of nationalization. Then it was a highly controversial proposition. The Labour Party had in the past held the belief that the state should own key sectors of the economy. In the 1970s, for example, there had been a political dogfight between the Conservatives and Labour over whether shipbuilding should continue to be run as a state industry.

New Labour was very much built on the proposition that in a modern economy there is a limit to what the state needs to own. We certainly believed that there were some things the state could and should do, which markets could not. Owning the banks, however, once the battle-cry of the left, was anathema to New Labour. Put simply, I did not want to nationalize a bank if it could be avoided. Nationalization had to be an option for us, but, as I told the House of Commons throughout that autumn, only one of last resort. In fact, plans and draft legislation to enable us to nationalize Northern Rock were being drawn up from October 2007. The main focus, though, was still on trying to sell the bank. The obvious solution would have been to persuade a group of banks to form a consortium to buy up Northern Rock. I spoke to Stephen Green, then chairman of HSBC, whose advice and judgement I valued. He said he would ask his colleagues, but he was not optimistic. It simply was not in their commercial interest, he said.

I reminded him that his colleagues had repeatedly told me that nationalization was an abomination to them, that some had said it was a return to communism. I said that in France there always seemed to be a willingness to act pour la France when the call came. The problem in the UK was that the big banks might have their brass plates here in London, but their souls, if banks have such things, and certainly their shareholders, were elsewhere. Stephen was one of Britain’s more enlightened bank bosses and immensely helpful over the next couple of years. What he was telling me was a simple truth. In the old days the big banks saw themselves as British banks, albeit with huge operations overseas. Essentially, they were British and could be persuaded to do things that might be said to be in the national interest. But now they were not going to help me with a small rotten bank. How ironic that twelve months later they would view the British government in a very different light, when they came to us cap in hand.

There were three prospective buyers in the mix at that stage. Two were private equity funds. The third was Virgin Money. I had met Richard Branson many times when I was Transport Secretary, since he operates Britain’s west-coast railways and an airline. Charismatic, ceaselessly energetic, and understandably very jealous of his brand, he was keen to get into banking and thought he could make a go of it. For our part, transferring Northern Rock to a brand that was publicly known might have helped restore confidence. But the taxpayer would only have seen a share of the private sector’s return if the value of the business had reached at least £2.7 billion. The big problem was that all three bids meant we would have to put in a lot of public money upfront. If there were losses, we would have to take them. If there were profits, we wouldn’t see them. I could not justify it. The process took weeks to work through, but just before Christmas I reached the conclusion that we would probably have to nationalize the bank in order to protect public money.

The situation was deteriorating. Before the House of Commons rose in December, we had to draw up contingency plans for a recall between Christmas and New Year if there were to be another run on a bank. I thought it unlikely, but we had to be prepared. My preference was to get agreement from Gordon over the Christmas break and, on the assumption the bids would come to nothing, to nationalize Northern Rock in January.

In the meantime, it was becoming clearer by the day that this was no ordinary credit crunch. The fundamental problem was that the banks had woken up to the fact that they were sitting on billions of pounds of what they had thought were valuable assets but were, in fact, worth considerably less than what they had paid for them – if, indeed, they were worth anything at all. There was a growing realization that most banks owned this toxic stuff, but they did not know how much was owned by each individual bank. Only a handful of people understood what was happening, and that did not seem to include the senior executives of the banks. This was not just a British problem: it was a huge problem in the US, as we were to discover over the next twelve months, and in Europe, where many believe the problem still remains three years later.

In autumn 2007 it was believed that once the banks presented their annual results, in the first few months of the new year, everything would become clear. Even if there were some inevitable losses and write-downs, confidence would be restored. However, in a rapidly deteriorating economy, an asset that was worth something one day might be worth nothing just a few months later. Trying to put a value even on something you could see, like a commercial office block, was becoming increasingly difficult. Trying to value a complex financial instrument that few people understood was virtually impossible, especially when no one wanted to buy it. The result of all this uncertainty was that the banks were finding it harder to lend to each other. Worse, this meant they were less able to lend to ordinary people.

I was convinced that we needed to get more money into the economy to free up lending, because without it the system would freeze. The obvious way to do this was through the Bank of England. I had many discussions with the Governor about this, but he seemed to be reluctant to do what I thought was needed. He had some perfectly reasonable arguments: how do you make sure the money ends up where it’s needed? He was also worried about inflation. Frankly, at that time, with a recession looming, domestically generated inflation was simply not a problem.

Mervyn’s analysis was that the underlying problem was that banks did not hold enough capital. In that he was right. But he did not accept that there was a second problem, a much more immediate one, which was lack of liquidity – that is, the banks’ reluctance to lend to one another. That was what had happened with Northern Rock and I did not want it to happen to another bank, let alone to the banking system as a whole.

Mervyn argued that, because the problem was lack of capital, if we were to intervene we would be letting them off the hook. This was the doctrine of moral hazard. He had very strong and fixed views about the role of a central bank. So, while the European Central Bank (ECB) and the US Federal Reserve saw their role as being to boost liquidity in markets when needed, Mervyn favoured a far narrower approach, focused on setting interest rates and funding routine market operations – where the Bank of England makes available relatively small amounts of money, secured against a bank’s assets. These operations rarely attract public attention. In August 2007, just before the collapse of Northern Rock, it was reported that Barclays had borrowed overnight from the Bank. They had done this to cover one day’s trading and to square off the books – a routine operation. This was seized on as part of a growing frenzy, when in fact it was an entirely normal and prudent step to take.

I agreed with the Governor that capital was a problem. But I could see that unless we got money into the system we ran the risk of further bank failures. The Bank was slow to recognize the nature of the crisis. The underlying problem may have been lack of capital, but the immediate cause was lack of liquidity. Moreover if a liquidity problem remains untreated, it has a tendency to make a problem with solvency worse. It was not a choice of which one to deal with: we had to deal with both. I was so desperate that I asked the Treasury to advise me as to whether or not we could order the Bank to take action. The answer was that it might be legally possible, but that there would be wider implications of such an action. We had set great store by making the Bank independent and a public row between myself and Mervyn would have been disastrous, particularly at this time.

Shortly before Christmas, Mervyn and I met at No. 11 to review the past few months. He told me that he now recognized that a number of banks had a real problem with lack of liquidity, that it wasn’t just the lack of capital that was the problem and that one way or another more money needed to be put into the system. He regretted not having confronted these issues before. In the end, as a result of a US initiative, the ECB, the Swiss and the Japanese, together with the Bank of England, did put more money into their economies – in the UK to the tune of about £10 billion.

There was a further development at the end of the year which confirmed in my mind that if 2007 had been bad, the new year would be worse. On a Saturday morning, just before Christmas, I answered the door at home in Edinburgh. There on the doorstep was Sir Fred Goodwin, chief executive of RBS, holding a gift-wrapped panettone.
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