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INTRODUCTION





This book is about how people behave.


Not how we think we behave, or how we’d like to behave, but how we really do.


It is a story of how failure to understand how we really behave helped cause one of the biggest crises in the history of capitalism. It’s a story of the extraordinary extremes of human behaviour we witnessed by the so-called Masters of the Universe, of their greed, recklessness, and irrationality. Of how failure to understand that behaviour led to policy mistakes that magnified the crisis. And of how the crisis will happen again unless we do.


In short, this is a book that looks at the world as it is, not as we would wish it to be, and tries to draw lessons from what we see.


Some time ago, economists started to make an assumption that people were always rational. Treating everyone as a pure homo economicus helped make it easier for economists to build up models of how the world works. It helped explain things, and at first gave new insights. But over time, this assumption was used not just to explain the world, but to run it. It came to underpin our whole framework in business, in banks and in government for how the economy was run.


But we are not always rational. We all know that from every day of our lives. We may be rational some of the time. But when did someone last behave irrationally towards you? Was it this morning, or yesterday? Or perhaps last week? When did you last snap at someone without good reason? Today in the rush hour? From road rage to falling in love, we are surrounded by irrational behaviour. As new polling research for this book reveals, people are often irrational: they buy things they do not need and cannot afford, they fly off the handle at the smallest question, and they get carried away. Our hearts and our heads are often in conflict; the outcome is usually influenced by both.


Try as we might, individuals’ actions cannot be accurately modelled. The average brain is around a million times more complex than a desktop computer. Modelling group behaviour is harder still. And we should be grateful we can’t model everything accurately. Wouldn’t life be dull?


These quirks of behaviour matter. The rules written for paragons of rationality had unintended consequences that overwhelmed the whole system. A combination of perverse rational incentives and raw human impulses led to group behaviour which was self-reinforcing and dangerous. Yet the growing storm went unnoticed by the authorities, because of their belief in the system they had created.


To stop another crash on this scale happening again, we need to understand how people really behave, and apply those lessons to how we run our economy.


For all the extraordinary development in our understanding of how the natural world works, and for all the amazing new technology that surrounds our lives, we know precious little about how and why human beings behave as we do. Worse, we apply almost nothing of what we do know to critical questions about how we manage our economy.


Pioneering thinkers and centuries of effort have expanded the perimeters of scientific knowledge past the wildest dreams of our forefathers. The scientific method of rigorous empiricism building a body of knowledge has improved the condition of man, and has made the modern world of widespread comfort in which we live possible for many.


When it comes to the empirical question of understanding human behaviour, of the balance between rationality and irrationality, of nature versus nurture, our thinking has hardly advanced. It’s all there in Aristotle: the battle between the rational and irrational; our need to develop self-control; the danger of wayward emotions; the pull of physical desires on the mind. The ancient descriptions of behaviour are as telling today as when written over two thousand years ago.


Individual strands have developed, but until recently there has been little attempt to undertake systematic, quantitative, empirical work to synthesise different academic disciplines. Basic empirical questions about group behaviour, or the extent to which we are driven by logic, greed, our loss aversion or reciprocity, have moved on little.


Fortunately, after such a drought, our understanding of how we behave has recently begun to make rapid strides. Fascinating new studies are starting to bring together the links between how we think – neuroscience and psychology – how our bodies react to how we think – physiology – and how those thoughts lead us to organise ourselves as groups – sociology, politics, and economics. Rich seams of collaboration are opening up.


This new research is being applied to policy too. Paying people to recycle is significantly more effective than fining them if they don’t. Simply changing the way letters from the taxman are written increases tax yield enormously.


These new steps are important, but alone are not enough. For policies themselves are part of the system we all live in. So while it is necessary to base policy on observations of how we behave, it is not sufficient. We must also understand the dynamics: how people will react to policy, both alone and in groups. In some of the most important areas of policy, like managing the economy, this is very hard to predict. But it is safer to base policy on a recognition of how little we know than on a false assumption that we know far more. The implications are profound.


In the real world of our jobs, our savings and our homes, the financial crisis that started in 2007 has dealt an almighty shock to how we thought the economy worked. For too long, policymaking made assumptions about how people ought to behave, without stopping to observe how we actually do. Assumption was taken as observation.


On this mistake whole structures of economic theory and policy were built. So it was taken as read that if people took on debt it must be because they were sure they could pay it back. If banks made loans, it must have been because they had assessed the likelihood that the borrowers could pay them back. And the regulators believed that with inflation targeting they had solved the age-old problem of how to manage the broader economy. These theories and policies that used flawed assumptions of all-pervasive rationality contributed to the creation and bursting of one of the largest economic bubbles in history.


This book attempts to bring the latest insights of human behaviour into the debates of our times. With real stories and emerging academic evidence we try to explain human behaviour. Drawing on a rich and growing field of research from a wide variety of disciplines, we find lessons for how we can try to run our economy in future.


Polling was undertaken for this book to shed light on the question of how rational people think they are and how they actually behave. The very first part of this polling brings out the colourful way in which we humans see ourselves. Forty-three per cent of people claim they are always rational. But only 34 per cent claim their friends are always rational.


Yet we find confidence in the fact that just because behaviour is often irrational does not mean that it is unpredictable. After all, history shows that in economic life, ups and downs, cycles and bubbles are inevitable. These are not caused by capitalism. Indeed the free-market economy has powerfully proved to be the best way to sustain and enrich well-being. For markets to be free, and to retain widespread trust and support, they require a strong framework.


In the recent past, we have learned the hard way what happens if that framework is wrong: if we assume people are always rational, that groups of people are rational too, and that if anything does go wrong, a rational government can step in to sort it out.


This attitude came at a time when the soft, cultural constraints on behaviour were being questioned. Long gone were the days captured in Mary Poppins, when the boss punched through Mr Banks’s bowler hat as a symbol of shame after his son caused a run on the bank. There is no longer the strict social code that governed society. That social hierarchy was rightly challenged, to the advantage of many who had been excluded, and the unspoken rules that dominated society withered away. In their place came the thrilling combination of amazing new technology and rapid globalisation, as two billion people – a third of the world’s population – joined the global economy for the first time.


Like dreams, all bubbles need a kernel of truth for the story to take hold. In the bubble that led to the financial crisis, a combination of new technology and globalisation told an intoxicating tale about how the rise of the East had improved the world’s prospects, and how advanced technology had allowed this new global economy to be managed better than ever before. People everywhere bought into the story, because it was true.


The sequence of events is well documented. The rise of the East had a benign effect on our lives. With so many people trying to compete in the global market, empowered by a new ability to communicate, the cost of goods and services in the West was driven down. The success of the newly-connected societies led to a rapid rise in middle classes and entrepreneurs, who saved a high proportion of their income. They needed somewhere safe to put their new savings, and after the shock of the Asian crisis of 1998, largely through their governments, they invested it in the West. These events should have been a triple bonus for the West: cheaper goods, new markets, and plenty of cash-rich investors.


At the same time, the promise of the dot-com bubble had burst, and in the face of recession, interest rates were cut sharply. The rapid drop in the cost of everyday items, like televisions, computers and cars, meant that inflation, as measured, stayed low. In the UK, within the narrow inflation-targeting regime, interest rates were held low to keep inflation positive. But not all prices stayed low. Asset prices, like housing, rose. Yet in the UK, the inflation target itself was changed to remove the rapidly rising cost of housing. So interest rates were held down.


So what was the problem?


The easy supply of credit and its artificially low cost combined to create a vast debt bubble. We enjoyed it. Borrowing against the rising price of your house (mortgage equity withdrawal) became the rage. New homeowners were offered 125 per cent of the value of their house in mortgages. More credit card offers than you could ever use flew in through the door. The Royal Bank of Scotland even sent an application for a credit card with a £10,000 limit and the chance to buy air miles to one Monty Slater. Monty Slater was a dog.


This uncontrolled expansion of debt might have been containable but for the fact that the banks that supplied the credit were affected by a combination of powerful new technology and a radical new attitude from regulators. The good news story gave everyone – banks, consumers, and the authorities – a justification for believing the hype. Anyone arguing that it was unsustainable had to confront this good news.


New technology gave financiers confidence that they had found a brand new way to lend more at a lower risk. By packaging up loans into bundles and renaming the debts in smart new language, like alchemists they thought they had converted risky loans into risk-free assets. Because they sold most of the loans on, they cared little about the quality of the loans, only the quantity. The new technology gave financiers false confidence that they could handle the lending, and a culture of growth without restraint meant they pushed ever expanding boundaries.


Armed with this good news story of the rise of the East and the dispersal of risk, we were told boom and bust had been abolished. Many believed it. Arguing against this new paradigm was unpleasant, costly, and ineffective. Responding to small crises of the past, like the collapse of BCCI and Barings banks in the UK and the Savings and Loans institutions in America, regulators hid behind the apparent new objectivity of rules and models. Many of these rules and models assumed that humans behave rationally and the good times would never end.


But psychology tells us that much of human behaviour is irrational, and history tells us the good times always end.


To understand why behaviour matters, it is telling to look at the financial crash from the perspective of those who saw it coming. There weren’t many. But there were some who spoke out. Their problem was that no one wanted to listen.


Their testimony is that anyone who stood in the way of the dream was brushed aside. Like fools in the corner, they were ignored. The louder they shouted, the more deafening the silence in response. Leading bankers tried to make the case, among them Sir Andrew Large, then Deputy Governor of the Bank of England. Professional economists like Raghuram Rajan spoke out about their worries, but to no avail. They and others like them were consistently ignored.


It is astonishing that even as events tested prevailing assumptions and found them wanting, no one listened. From the collapse of hedge fund Long Term Capital Management to the default of Russia in 1998 and the dot-com crash, a series of bubbles should have raised questions. As each collapse happened, governments stepped in to clear up the mess, not stopping to consider the underlying problems that caused each crisis. Of course, the urge to prevent economic misery was understandable, but the failure to recognise and deal with the underlying problems was mistaken.


So the almighty debt bubble grew, all the more quickly because it was effectively condoned by governments. In the United States, Alan Greenspan, the Chairman of the Federal Reserve, in charge of US monetary policy for five terms from 1987 to 2006, had a simple approach: he would not act against a growing bubble, but would instead deal with the consequences when it burst. The growth and bursting of a series of small bubbles strengthened his belief in this approach. In each case, by cutting interest rates quickly, the Western economy recovered.


Greenspan even went so far as to tell the world that he would rescue the US economy from any crisis. Such a promise built up the boom still further. In the UK, Gordon Brown made exactly the same mistake, claiming he had abolished boom and bust, and encouraging companies, banks, and households to borrow even more. This implicit government support meant that instead of dealing with the underlying problems, each time the bubble burst, it was simply being pumped back up. It was a failure of leadership and of political economy of grand proportions.


Meanwhile, in the everyday life of the big banks, natural human behaviour was exerting its power. It has been observed that the patterns of group behaviour look just like the flocking of wild animals. With the story of global opportunities, rapidly rising personal pay, and explicit government support all urging it on, the financial herd stampeded into the boom with unprecedented energy and aggression.


When a herd stampedes, individual animals may peel off, able to sense a danger looming in the distance, but few follow. These were the fools in the corner, the Cassandras of the crisis. Back with the herd, one more peels off, then a few more. They can see the danger ahead but the majority still haven’t noticed. Then suddenly, without warning, the mass of the herd turns. These were the majority. They did not peel off early, and their eyes were opened only as the crash became real. Finally, left behind, are the animals that carried on regardless, now separated from the herd. They are the sorry few who couldn’t face up to the severity of the crisis, who hoped against hope and reason that it would just be a blip.


Looking at the turning point in this way helps understand how bubbles burst: unpredictably, and with uncertain timing, but in a recognisable pattern that has happened many times before. Elegant histories have been written of past bubbles, from the collapse of the moneylenders of fifteenth-century Florence to the Dutch tulip bubble in the 1630s and the British railway mania of the 1840s. Our goal is to recognise the patterns in human behaviour behind the bubbles. They are intrinsic to how we behave in groups, and can no more be abolished than society itself. Bubbles are appearing, growing, and bursting all the time. Our job is not to abolish them but to mitigate the harm they can do, before, during and after.


A study of bubbles of the past also shows how different their impact can be. Many bubbles, for example in an individual stock price or an individual commodity, can deflate relatively harmlessly. Some can have distorting effects. Yet others can bring down whole economies: nearly always when the bubble is financed through debt. As history shows, recessions caused by the bursting of debt bubbles are deeper, longer lasting, and have more dramatic consequences.


The growth of a bubble is usually driven not only by how people behave but by who is driving that behaviour. As a bubble grows, research shows that the most bullish optimists tend to be promoted, and promote like-minded others, gaining power over the cautious and careful. Psychological studies show that groups reinforce each other in playing down anxiety or risk. The body’s physical response to imagining a great prize is physiologically the same as winning the prize. So we shun those who try to break the mould, and who challenge the group’s imagination that they will win the prize. The same is true among regulators, who suffer cognitive capture by poachers turned gamekeepers. That way, during a long boom, not only are people driven by the irrational refusal to acknowledge risk, but the people most likely to acknowledge risk are shunned, while those least likely to worry are promoted. So the bubble inflates.


Furthermore, sex determines human behaviour more than any other single factor. Our sex affects how we grow, think, and behave. Does it matter, then, that the senior echelons of finance are almost exclusively male?


Some say that because finance requires aggressive, risk-loving, typically male characteristics, it’s naturally dominated by men. Let’s set aside the immorality and incivility of much trading floor behaviour. Physiological research into trading room performance shows that irresponsible risks are reduced when more women are around, but that people tend to hire, reward and promote people similar to themselves. Evidence from City traders bears this out. But crucially, new analysis shows that companies with more women on their boards tend to perform better compared to those with boards dominated by men. So rather than being male-dominated because finance is by nature aggressive and risk-loving, the evidence suggests that the culture of finance is aggressive and risk-loving because it is dominated by men.


Around the world, very clear interventions have successfully broken the male-dominated culture in finance. The evidence shows that once women reach around a third of any group, the culture tends to change and the male bias is replaced with a meritocracy. Because the problem is of culture obstructing merit, changes are needed to benefit fully from the capabilities of half of our population.


Many people react with horror at the thought of quotas on boards. Since it is in a company’s interest to promote on merit, surely, they ask, the best thing to do is to leave it in the hands of the company? But this argument falls foul of the central insight of this book: that in the design of policy, we need to recognise how people actually behave, not how we might wish them to.


The argument also applies to pay. If banks acted in their shareholders’ best interest, it is clear their pay would not be so extraordinarily high, or would have risen so fast over recent years. Compared to most organisations, banks pay a huge proportion of their profits to senior management rather than their owners, the shareholders. Worse still, they entered into contracts with employees which reward failure. So-called incentivisation packages can be both financially dangerous, by encouraging higher risk-taking, and morally outrageous, by rewarding performance which, whether implicit or explicit, relies on taxpayer subsidy. Given the extremes that such rewards for failure reached, there are both economic and moral imperatives to act. In a world short of capital, banks need to keep cash as capital to support the economy and make their balance sheets safer.


The widespread assumption that a self-interested decision must always be the right one also wrongly implies that business activity can be amoral and separated from ethics. Yet businesses do not act in a moral vacuum. They are made up of human beings who all play their role in society. Like any other group of people, business leaders need to take responsibility for their actions – right or wrong. Whether legal or not, immoral actions within businesses should not be ignored just because there’s a logo on the door. So people who behave immorally, like the senior bankers who pay themselves huge sums of taxpayers’ money, should not just be addressed within the economic framework, but, like anyone acting immorally, should be socially shunned.


We must recognise here the diversity of the financial industry. A very small number of very big banks pose risks to the whole economy should they fail. They should be distinguished from the thousands of smaller finance companies that pose no such risk, can claim no taxpayer support, and contribute enormously to Britain’s economy. While people in smaller companies also have a responsibility to behave ethically, their behaviour was more distant from the causes of the crash.


The failure in the past to base policy on how people really behave is not a narrow problem. It spreads across vast swathes of the academic economics profession. Whole careers have been built in modern economics by creating mathematical models based on assumptions known to be flawed. Models can, of course, be helpful, and bring insight to unexplained problems. But the march of the model through economic academia has come to displace the search for understanding of how economies really work. The consequence has been both to infuse policymaking with impractical models, and to take resources away from the crucial task of understanding better how people really behave.


With modern technology, such empirical study can be very powerful. Modern companies use detailed information to understand better than their customers what their customers are likely to want. They design their businesses by observing their millions of customers.


Large companies now use this sort of empirical understanding of human behaviour. Our ability to understand it is set to make huge new advances. We should also harness its power to design an economic framework that is more robust, stable, and prosperous.


Nevertheless, our understanding will never be complete. Even if we can predict, on average, large amounts of individual behaviour, predicting the precise dynamics of a herd – whether human or animal – is impossible. A group of humans is moulded by experience, reacts to events and has infinite detail. When it comes to designing policy, we have to recognise this fact, not pretend otherwise.


So we should be cautious about an approach based on increasingly complicated rules. People adapt to rules, so the discretion of policymakers in reacting to circumstances and adapting to fit the changing world is necessary and valuable.


Such discretion involves subjective judgements. Of course it is important to choose carefully who should exercise the discretion. Let us recognise that we are all flawed, but that purely objective policy is not possible. So discretion must be exercised carefully, within a clear framework, and embedded in accountable institutions that give it legitimacy and promote good decision-making. At least then when judgements don’t come right, most can agree we at least made the best judgement we could.


Applied to the financial crisis, this points to giving strong institutions more discretion to run the financial system. Trying to run complex systems with complex rules leads in an infinite loop of complication to the point where no one understands either the system or the rules, including those who have devised them. Instead, complex systems should be run with fairly simple rules that can be applied intelligently, so that while no one can predict the precise future of the system, everyone knows where they stand within it.


Embedding discretion to adapt the rules in strong, respected institutions helps legitimise subjective judgements. Crucially, the institutions should also be able to change, to be challenged, and to themselves adapt.


This culture must change in Britain to stop another financial crisis. Designing policy to change culture is difficult, because the outcome is hard to measure. But again, research into human behaviour can help guide us. Behaviour is heavily dependent upon social norms – what is deemed normal by people directly affected. Behaviour that violates a social norm tends to be deemed unacceptable and so is punished. By changing social norms – for example, making reckless risk-taking an embarrassment to colleagues or ensuring sexism is socially unacceptable – so culture can be changed both to encourage and reward behaviour that has positive side effects, and to discourage behaviour that is damaging.


In a culture in which limits of behaviour were dictated by the need to abide by detailed, rigid rules, the social norm was to get around the rules to maximise personal advantage. As no one had the discretion to adapt them, those rules were widely gamed and so failed in their broader purpose. After all, the FSA investigation into the biggest bank failure in the history of the world, the Royal Bank of Scotland, found the bank did not break a single rule.


The proposed reforms in Britain move clearly in the right direction, as they give clear discretion to the authorities. Such discretion should be used to engender a culture of responsibility, where the social norm is to behave responsibly. Of course, regulators fail too, so the system must be able to withstand regulatory failure as well.


The changes already put in place in Britain are vital. But to stop the crisis happening again, they are only a first step. To do that we need to understand that bubbles will grow and will burst, and we need to change our whole philosophy of economic policy, and with it the culture and morality of finance, to be based not on how we’d like people to behave, but on how we really do, warts and all.



















Chapter 1


FOOLS IN THE CORNER







When a true genius appears in the world you may know him by this infallible sign, that the dunces are all in confederacy against him. Jonathan Swift





On a dark January night in 2004, the Deputy Governor of the Bank of England took the short trip from Threadneedle Street to the Strand in central London.


As he wrapped himself up in his coat and skipped up the steps to the newly refurbished lecture theatre, an audience of economics students waited patiently.


Sir Andrew Large stood to deliver a speech that, with hindsight, was one of the most powerful and eloquent warnings about the coming crash.


A full three years before the freezing of the money markets and the first run on a British bank since 1866 and four years before the biggest financial crisis in the history of capitalism, a man at the top of one of the most respected institutions in the world laid out what was happening, and the risks that it posed to us all.


If the financial crisis were a Shakespeare play it would be King Lear. Like the economists of our own time, Lear is a rationalist who insists, against all reason, that a person’s inner life can be reduced to a neat little formula. In the opening scene he asks his three daughters: ‘Which of you shall we say doth love us most?’1 When Cordelia, his youngest, challenges this grotesque attempt to quantify the unquantifiable, she is disinherited. Satisfied nonetheless with the rehearsed answers offered by the other two, Lear abandons his formal powers and cedes them to his children, believing they can be trusted to behave in the kingdom’s best interests. He’s wrong. During the course of the play we see the collapse of traditional authority, unrestrained greed in the ascendant, and the livid exposure of a series of flawed assumptions about human nature.


This chapter is about Lear’s fool.


In the play, the loyal court fool repeatedly warns Lear of impending catastrophe. First he’s laughed at, then ignored. Lear won’t listen because do so would mean accepting that he’s made a mistake – and that there will be a terrible price to pay. It’s far easier to dismiss the fool in the corner as a mad contrarian.


In November 2008, the Queen famously asked economists at the LSE: ‘Why did no one see it coming?’ In doing so she crystallised the mood of a nation, aghast at the near collapse of its financial system, the onset of the deepest recession in living memory, and the loss of public trust in the financial establishment.


But the Queen was wrong. Some did see ‘it’ coming. Each piece of the jigsaw that together built the banking crisis was identified, and some people even put the pieces together. Speeches were given, and presentations delivered.


In the years before the crisis a small number of economists, regulators and financiers discovered they had been inadvertently cast in the role of the Fool. They saw what others chose not to see and they spoke of what they saw. But they found that no one with the power to act wanted to listen.
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What Sir Andrew had to say in his LSE speech questioned a central assumption on which the explosion in finance had been based. His argument rested on a simple distinction between two concepts: technical sophistication and progress. According to Sir Andrew they might be related but they were emphatically not the same thing.


Since the late 1980s, bankers, economists, regulators and politicians had generally assumed that increased technical sophistication in the financial system would translate into greater stability across the economy. Computer technology, which allowed financial assets to be whizzed across the globe at the touch of a button, supposedly ensured that the riskiest assets would always find their way into the hands of those most able to bear the risk. Financial crises, it was assumed, occurred because risk was too concentrated. Recent financial innovation meant it would be safely diffused across the system, like chlorine molecules in a swimming pool.


In 2005 Larry Summers, the former US Treasury Secretary, produced one of the most definitive statements of the view that technical sophistication and progress were one and the same. Summers drew an analogy between financial innovation and the history of transport. He pointed out that people once supplied their own power. Then they started using modes of transport which they personally owned, like horses. Then they increasingly relied on vehicles which other people owned, provided by intermediaries, like planes. Summers concluded that this drive towards innovation and complexity was ‘overwhelmingly positive’. Just so in finance: ‘The best single way to think about the process of financial innovation is as representing a similar process of movement across spaces, spanned not by physical space, but by different states of nature. It seems to me that the overwhelming preponderance of what has taken place has been positive.’


In the US, this belief in the financial system’s majestic advance towards self-regulatory perfection became known as the Greenspan doctrine, after its most powerful proponent, Alan Greenspan. The doctrine’s most influential convert on this side of Atlantic was Gordon Brown, who considered the venerable Greenspan a personal friend. When ‘the Maestro’ (as he is known by his admirers) finally retired in 2006, Brown wrote in The Times calling him ‘the greatest economist of his generation’ and arguing that his doctrine had equipped us ‘for the fast-changing global economy of the future’.2


But according to Sir Andrew, all these heroic arguments about efficiency and risk dispersion hinged on a big ‘If’. The system was only safer if everyone knew what they were doing – that is, if they properly understood the risks they were dealing with. And yet the modern financial system itself conspired against such an understanding. In spite of ‘steps forward through enhanced disclosure and improved accounting standards, there [had] been other steps back towards opacity: the result of the sheer complexity, speed of movement of risks, and in some cases obfuscation through Special Purpose Vehicles, or other off-balance sheet devices’.3 He noticed that for many firms, cultivating complexity had become an end in itself. After all, the more complicated a product or institution became, the harder it was for investors and regulators alike to track the underlying risks. And the less risky an institution appeared to the outside world, the more easily it could borrow to take on even more risk.


Sir Andrew’s insight was that financial institutions were not only gaming the regulators but also eroding trust in one another. Financial liberalisation and increased savings flowing from the rapidly developing world meant that the West was awash with cheap money, so much so that it had become more difficult for banks to make any through traditional means. In response, financial institutions had developed ever more ingenious ways of doing business: the age of securitisation, credit derivatives, monoline insurance and shadow banking had arrived. ‘The existence of new concentrations of risk might not matter if their new holders are fully aware of the risk,’ said Sir Andrew. ‘But new holders of such risk may not have the same understandings of what the risks consist of, as those who generate them. And accordingly they may behave in unexpected ways when shocks arise.’4 No one knew if all parties would, or could, honour their obligations in the event of a market shock. This could lead to financial hysteria and a ‘one-way’ market at the very moment when calm was most needed.


The speech was warmly received by its undergraduate audience; questions were dutifully asked and answered. The text was published on the Bank’s website.


No one noticed.


When Sir Andrew returned to the Bank the next morning, the explosive speech was not the subject of heated debate. There were no seminars called. No research was commissioned. In the newspapers over the following days, there was no reference made to Sir Andrew or the speech.


Sir Andrew was a banker by trade. In policy circles, he told us, ‘[he] was considered a bit of a maverick, which was not particularly comfortable’. This isolation went right down to the level of language. He told us the economists would talk of:




The concept of cycles … and the concept of cyclical smoothing and all these soothing words that are used, which are rather foreign to me when thinking about financial stability, because financial stability has got nothing to do with smoothing at all. It’s all to do with spikes and discontinuities. And also it’s to do with uncertainty as to whether and when such discontinuities might arise.





Sir Andrew continued to make similar speeches, and argue the system was unsustainable for another two years. Then, in January 2006, he quietly retired early, before his term was up.


His speeches infuriated the then Chancellor because they warned of the dangers of excessive borrowing. But he felt compelled to make them. He told us:







The reason I did so was because I said to myself, look, the one thing I can do is at least to point out that if all this carries on it’s all going to end in tears. I can’t tell you how, no one can say how – but if you have a combination of ever-rising indebtedness and unknown events that will test your system one way or another, then sooner or later all these things will come together and it will end in tears.





The fact that a Deputy Governor of the Bank of England, with an acute sense of where the risks lay, felt that all he could do was make speeches is a serious indictment of the regulatory regime, of which more later.


So here was a man with an impeccable track record, who after a career in banking, had become Chairman of the Securities and Investments Board, the forerunner of the FSA. As Deputy Governor of the Bank of England he occupied a position of weight, and he spoke with great clarity about the problems that we faced. He was ignored.


Why were these warnings ignored? What is it about human behaviour that meant those with most to lose turned a blind eye to the growing storm? Why were those who warned of the risks treated as the fool in the corner? And what can we learn, to help ensure they get a better hearing next time?


For Sir Andrew Large was not alone.
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Since 1982, central bankers and the world’s most distinguished economists have gathered each spring at the small town of Jackson Hole, Wyoming. Here they exchange frank views on the latest economic theories, try, then fail, to agree on international policy frameworks and swap stories about the personal oddities of their respective finance ministers back home. The conference is set against a melodramatic backdrop of mountains, lakes and pine forests, giving members of the world’s most urban profession a chance to play at being American frontier folk for a week. Seminars and formal discussions are interspersed with whitewater rafting sessions and long hikes through rough terrain, where the latest growth figures are breathlessly discussed while the party stops to admire the view.


In 2005, Raghuram Rajan, the IMF’s talented young Chief Economist, had been invited to deliver a paper at Jackson Hole. His subject: ‘Has Financial Innovation Made the World Safer?’ His conclusion: no. It was a daring and iconoclastic argument, for in the audience looking up at Rajan through his huge trademark spectacles was the central banker of central bankers, the most powerful man in finance: Alan Greenspan, ‘the Maestro’.


A popular legend about Greenspan claims that when he needed to think he would sit in his bath, poring over sheaves of economic data, looking for tell-tale patterns about the future in the raw numbers. A hard-line free marketeer, he had overseen and advised on a great era of deregulation in the financial sector. Having safely steered the American economy through the 1987 stock market bust, the global panic of 1998 and the bursting of the dot-com bubble in 2000–2001, he felt under no obligation to justify his legacy.


Rajan stepped up to the lectern, took a deep breath, and politely told his audience that they had made the world a more dangerous place.


Originally, Rajan had been asked to the conference to argue, like Larry Summers, who was also present, that Alan Greenspan’s eighteen-year tenure at the Fed had made the financial system safer. But the more he considered the evidence, the less convinced he had become of his own argument.


Instead he argued that technical change, institutional change and deregulation meant that instead of being incentivised to protect depositors’ money, those working in finance were encouraged to take higher risks, and to follow everyone else in finance in herding behaviour. Stewardship and prudence were downgraded.


Rajan explained that because pay was tied to short-term returns, financial managers would want to take so-called ‘tail risks’: risks that almost always paid off with higher returns, but when they went wrong would be catastrophic. That way, most of the time the managers would take home a higher pay packet. If the risk did materialise, they might be fired: a small cost compared to the super-sized bonuses they got while the going was good.


Similarly, because these managers’ pay was set relative to their peers, financial managers were incentivised to follow the herd. We will explore in later chapters how the natural human instinct anyway is to follow the herd. These incentives reinforced natural human behaviour.


Rajan did not pursue his argument to its logical conclusion. What he overlooked was that, when combined, these two behaviours multiplied. Herding on its own causes groups of people to move or act in fits and starts, so that the behaviour of the group is unpredictable and irrational. Taking tail risks increases the fragility of the system when a gamble goes wrong. When a herd takes a tail risk that goes wrong, the results are spectacular.


Nevertheless it was a brilliant analysis of what Rajan would later term the ‘fault lines’ which ran through the global financial system, and there was somewhat daring about addressing the taboo subject of pay in front of some of the best-paid people in finance.


The speech did not go down well.


One of the first members of the audience to respond was Larry Summers. He said he found ‘the basic, slightly lead-eyed premise’ of the paper ‘to be largely misguided’ and cited the Swedish and Japanese banking crises of the 1990s as evidence that systemic risk was caused by irresponsible lending from plain old retail banks, or ‘vanilla banking’ rather than the financial alchemy practised by the high-rollers on Wall Street. He also said that in a rational world, had new forms of insurance like credit default swaps been available to investors back in the 1980s, then the situation following the 1987 stock market bust would have been a lot more stable.


But Summers missed one of Rajan’s central points, which was essentially the same as Sir Andrew’s. The imagined impregnability of the modern financial system depended on assumptions that had not been tested; indeed, that were seemingly unfalsifiable. The past twenty-five years of market behaviour were no guide at all to the next ten. Gesturing back to the three major market shocks which occurred on Greenspan’s watch, Rajan asked, ‘Can we be confident that the shocks were large enough and in the right place to fully test the system?… Perhaps we can sleep better at night if we pray “Lord, let there be shocks, let them be varied and preferably moderate so we can test our systems”.’


This point about scepticism is important. Rajan and Sir Andrew were right to argue that while financial innovation had dramatically increased what it was possible to do in financial markets, it had seriously undermined our ability to know what it was those markets were doing. Their focus on the essential novelty of the financial system confounds the argument that they were backward-looking Luddites. On the contrary, it was their critics who were too fixed on the past, convinced that they could use it to peer into the future, like Alan Greenspan sitting in the bath with his tables and charts.


This was a misuse of history, which cannot possibly tell us which way the markets are headed. But when we look back beyond our own lifetimes it can tell us something more important – about how adept people are at explaining away risk. We will see more of this in Chapter 5 when we come to think about bubbles, but first let’s imagine if Summers would have thought differently if he had considered the historical precedent for ignoring the warnings of impending catastrophe.


People living in the early 1900s who argued that war between Britain and Germany was impossible deployed now-familiar arguments. Technology had made the world a safer place: Britain’s vast fleet and state-of-the-art dreadnoughts supposedly meant no European power would dare provoke a general conflagration. No general or politician would be so irresponsible; the world’s economies were too well integrated. Rational self-interest would prevent an immensely destructive war between the great powers. And where was the precedent? Britain hadn’t been involved in a European conflict since the Crimea sixty years before. Why would it suddenly abandon its long-term strategy of non-interference in European affairs?


The symmetry is eerie. The lesson is that people in all ages dangerously overestimate their ability to remain in control of events, when all too often it’s the mad internal logic of the system they’ve created which is really in control. Far from making the system safer, technical development actually augments this effect. The historian John Keegan writes that in the years before the First World War the generals of the great European powers had been told to draw up detailed war plans in anticipation of an event no one wanted to, or believed could, happen. Their guiding philosophy was to prepare assiduously for the worst-case scenario. The war plans were enormously complex documents designed to mobilise millions of men rapidly. They operated on a ‘use it or lose it’ principle whereby the first army to call up its troops and speed them towards the front would be able to smash the enemy while he was still asleep in the barracks. On the continent, generals harassed politicians to give the order to mobilise as soon as possible, convinced that delay would have meant losing the crucial early advantage. As a result, cold logistics fatally undermined diplomacy during the summer of 1914. And so events assumed their own lethal momentum at the very point when measured reflection was most needed.


Sir Andrew Large and Raghuram Rajan saw that a similar dynamic was lurking in the global financial system. Perverse inner mechanics could easily hijack people’s best intentions. The modern financial equivalent of the generals’ war plans were the computer models which told traders what to buy and what to sell in times of market stress. Gerald Ashley, a former bullion trader at the Bank of International Settlements, explained to us what happened during the crisis: ‘When markets fall the only thing that goes up is correlation. If everyone is using the same model and all the models are saying “sell” then who else is buying?’ What the generals found in August 1914 is that because everyone was working on the same ‘use it or lose it’ principle, nobody captured the advantage it was supposed to bring. France and Britain mobilised quickly enough to intercept the German Army on its way to Paris. In the same way, because every bank was working on the same assumption that it suddenly had to sell its junk mortgage-backed securities, nobody wanted to buy them. Their value collapsed and hundreds of billions of pounds were wiped off the books. Panic had been unwittingly hard-wired into an ostensibly risk-free system.


Dr Doom


In 2006, a year after Rajan’s speech at Jackson Hole, another man took to the stage, this time at the IMF in New York.


He had an unreadable stare and an utterly unplaceable accent. His name was Nouriel Roubini and he was about to deliver the speech that would make him famous.


In early 2007, he announced, America would fall into recession. And it would hurt.


He cited several causes: an oil price shock, declining consumer confidence, a once-in-a-lifetime housing bust and higher interest rates from the Fed. But that wasn’t all. Even armed with Roubini’s predictions, the Fed would still be powerless to prevent a recession. Lowering interest rates would have no effect on growth because America had acquired a glut of housing and consumer goods. The only place for banks and firms to invest their money would be in an economically unproductive share buy-back ‘bonanza’.


Savouring the audience’s dismay at this gloomy prognosis, Roubini proceeded with his argument. The oil shock was safely assured by constraints on supply and rising political instability abroad. Meanwhile the housing bust would be devastating because American consumer spending had become so dependent on mortgage equity withdrawal. He also drew the vital link between the housing sector and financial markets, noting that the banking system was highly exposed to the risks associated with mortgage debt and that this risk was dispersed elsewhere through the system via other financial institutions which had purchased mortgage-related assets from the banks. Or as he put it: ‘You could not rule out some systemic effects if one of those institutions goes belly-up.’ Finally, he noted that a recession in America might have a knock-on effect given that so much of the rest of the world moved to the rhythm of the US economy.


Roubini concluded his speech. As he stepped down from the lectern, the IMF moderator moved in to thank him, remarking, ‘Perhaps we will need a stiff drink after that.’ The audience laughed and perhaps they were laughing at Roubini too. After all, he was a professional pessimist. He had built an entire career at New York University prophesying doom. This was exactly the kind of Nostradamus act they had expected to see that night.


In support of his argument Roubini provided several historical analogies featuring identical economic conditions – an oil shock, monetary tightening and the bursting of a bubble – which had tipped the US into recession. He focused particularly on the stock market crash of 1987. But as another economist, Anirvan Banerji, pointed out, for every analogy Roubini dealt, it was possible to counter with a different one in which America had weathered the storm:




In the fall of 1998 in the wake of the Russian default and the LTCM crisis, many predicted a recession. As Nouriel might recall, President Clinton himself called it the worst financial crisis in fifty years, and Time magazine had Alan Greenspan, Robert Rubin, and Larry Summers on its cover as the ‘Committee to Save the World’. But, once again, a recession was averted. Using our retrospectoscopes we can explain why there was or was not a recession in each case, why some shocks were that potent and not others, but that is not so easy before the fact.





According to Banerji, there was something too subjective and ‘non-rigorous’ about Roubini’s approach. What was needed instead was an ‘objective stable framework’, featuring a wide range of closely monitored economic indicators. Naturally this was the method which Banerji himself practised. But as we shall see throughout this book, this faith in objectivity – and it was a faith – proved fatal.


Michael Mandel, writing in Bloomberg Businessweek, was equally dismissive: ‘I’m far less worried about the possibility of a steep recession than Roubini is. Economists don’t know much, but they do know how to cushion downturns through sharp cuts in interest rates and injections of liquidity into the financial system.’ The central bankers knew what they were doing. Even if all the events Roubini predicted came to pass, the Fed would pump enough money into the system to avert disaster.


In many ways Roubini was vindicated. Belatedly, the world did sit up and pay attention. An article published in the New York Times in August 2008 while the subprime crisis was in full swing, showered praise on his IMF speech, even though the same newspaper had ignored it two years before. Roubini was suddenly cast in the role of America’s grim oracle. The paper called him ‘Dr Doom’, the man who had seen a financial nightmare coalescing in the margins and tried to warn the world. Unlike Sir Andrew Large, Roubini was catapulted to fame. He was invited onto primetime news programmes to dispense his wisdom to reverential journalists, his online consultancy business made millions counselling shaken bankers and his book, Crisis Economics, became a bestseller. Most ironically of all, he became a confidant of central bankers and finance ministers, those who had helped guide the system into the recession that he had predicted. New York University’s dismal sage was always a phone call or an email away when advice was needed about which bank or market would go under next.


This last point is important. Roubini now occupies an immensely powerful position because he was noticed by the media. Given this fact, it is important to be clear about exactly what he did and did not predict and why, of the handful of economists who saw imminent catastrophe, he was the one who became famous.


Roubini predicted a recession in the US which he thought might spread to the rest of the world. What he did not predict was a global financial crisis so severe that only a multi-trillion dollar rescue package from governments across the world could prevent the destruction of free-market capitalism. He did not see that the financial system had become hopelessly addicted to cheap credit, that it had become impossibly complex and dangerously opaque. He made no mention of the rise of the shadow banking system – the invisible network of unregulated or lightly-regulated entities where banks hid their riskiest assets from regulators, investors and each other. Nor did he cite rabid short-term speculation fuelled by utterly skewed pay incentives. In short, like a general practitioner, he had noticed some impaired cognitive function, some erratic behaviour – but missed the monstrous tumour behind it.


So why Roubini? We would argue that there was something oddly reassuring about the way Roubini predicted the recession. He couched his argument in the language of traditional economics, citing huge impersonal forces – oil, housing, the Fed – rather than excessive risk-taking and the opacity of the financial system as causes. These forces could be seen and measured, their movements could be tracked and predicted by the experts.


In other words, Roubini became a celebrity because his analysis of the crisis was in the language of the ‘objective’ economic framework which dominated thinking before the crash, even though he predicted a recession and not a global financial crisis. While accused of being ‘non-rigorous’ for using subjective analysis, Roubini dealt in bullet-points and spoke the language of the times. In a sense he was telling a different version of the same old story.


Like Large and Rajan before him, Roubini questioned the assumptions made by the economics profession. They were rejected by the economic consensus of the time.


Sir Andrew Large told us of the intellectual vanity which characterised the pre-crisis policymaking community: ‘It was a rather funny sort of time, everyone felt they knew everything.’ Monetary policy was the key policy area and had tended to crowd out the financial stability agenda. People seemed to think that price stability would lead to financial stability; they had forgotten that ever-increasing indebtedness would one day lead to crisis.


Unfortunately the pervading sense of objectivity associated with inflation targeting was transferred into the more complex realm of financial stability. For example, in the models used to predict inflation, banks’ balance sheets were assumed to be sustainable, imagining that they would always drift back to a sustainable level. Sir Andrew, by contrast, made one the best pre-crisis analyses of the risks inherent in the system because he made the least number of assumptions and was modest about what he knew. Finance was doing too many new things on an unprecedented scale to make any sound predictions about how people would respond when things went wrong.


Accepting this argument, however, requires economists and policymakers to reconcile themselves with gaps in their knowledge. Recent work in psychology has confirmed the inability of experts to admit their own ignorance.


In 2010, two cognitive psychologists, Son and Kornell, devised a study to show how expertise might lead to overconfidence. Experts in two fields – mathematics and history – were provided with a list of names divided into three different categories. The task was to say whether a given name belonged to a particular category. For example, when given the following information: ‘Mathematician – Johannes de Groot’, participants had to decide whether Johannes de Groot was a famous mathematician and could answer ‘Yes’, ‘No’, or ‘Don’t know’. The three categories were mathematicians, historians and athletes. Within each category a third of the names actually belonged to the category, i.e. were real mathematicians, historians or athletes; a third belonged to a different category – ‘Mathematician – Mohammed Ali’; the final third were made-up names – ‘Mathematician – Benoit Thoron’.


During the trial, Son and Kornell found that the experts were less likely to answer ‘Don’t know’ in a category featuring their area of expertise. More interestingly they were more likely to say ‘Yes’ to made-up names attached to their specialist subjects. Mathematicians answered ‘Yes’ nineteen times to made-up mathematicians but only seven times to fictional historians; historians said ‘Yes’ eight times to made-up historians but only four times to invented mathematicians. In the words of Son and Kornell: ‘Experts were fooled into endorsing falsehoods because they failed to admit that they did not know.’


As a commentary on the calibre of economic analysis in the years leading up to 2007, this is pretty hard to beat. But there were other reasons relating to the way economists think and work which resulted in the dismissal of Sir Andrew’s and other’s views.


During the twentieth century, academic economists came to regard their subject as something akin to a hard science and adopted many of the conventions of the scientific community. Modern science works by establishing a consensus, hence its huge emphasis on peer-reviewed research. Modern economics has followed suit, even though as a discipline it’s far more dependent on assumed first principles and educated guesswork than the controlled experiments which form the mainstay of the scientific method.


The rejection of Roubini’s 2006 prediction that the United States faced a 70 per cent chance of recession was a stark illustration of this. Where did the figure come from? As Roubini himself admitted, he pulled it out of his nose:




I think if you had said ‘50 per cent’ you look like a wimp: it means you are not sure. So if you have the guts of believing there is going to be a recession, you should say something higher than that – and that is where the ‘70 per cent’ comes from.5





In spite of the necessary imprecision of the field, taking on the economic consensus came to be seen as tantamount to challenging the scientific consensus: absurd.


Beneath the ideological surface of a group consensus, there is a more fundamental emotional need for a shared vision. After all, the human capacity for group co-operation has played a huge role in our evolutionary success story. Professor Jared Diamond has argued that the major turning point in the fortunes of homo sapiens was not the rise of higher cognitive functions in the brain, but the perfection of the human larynx, allowing for the take-off of language which brought the exchange of ideas and unprecedented social organisation.


Our desire to conform, rooted in the deep structures of the human psyche, is profound enough to subordinate more rational considerations. In the 1950s, Solomon Asch conducted a famous experiment into the nature of conformity. He showed his test subjects three different lines of obviously different length. Then he surrounded them with a group of people who were in on the experiment, whose job it was to insist that the lines were all of the same length. Confronted with the pressure to abide by group expectations, over 70 per cent of the subjects misreported the length of lines at least once.


This is not something restricted to experimental laboratories. In 1995, three teams of climbers combined and attempted to climb K2, the second-highest mountain in the world after Everest, on the border of Pakistan and China. The group persevered despite worsening weather conditions. Tragically, six of the group died on the mountain. In a study by Searle,6 the impact of groupthink is identified in the desire to press ahead. As one of the survivors is reported to have said: ‘The most dangerous thing about groups is that everyone hands over responsibility for themselves to someone else.’ You lose a sense of personal responsibility, and feel less able to express dissent.


The phenomenon has been repeated. Mountaineering groups of four of more are more likely to suffer fatalities. This is because once the weather turns no one in the group wants to be the spoilsport who suggests they turn back. A set of shared theoretical assumptions can foster a real sense of camaraderie. This is our evolutionary reward for helping to define group identity. Soldiers have described the sense of ‘pervasive well-being’7 which they experience when performing military drill. Sharing a professional consensus is perhaps the intellectual equivalent of this.


In this case, the professional consensus was to build economic policy on the assumption of perfect rationality. Banks were allowed to operate with no limit to the amount of debts they built up, and were asked to decide for themselves if their business models were sustainable. We know that this was a false assumption. And we have seen how some people questioned it.


Crucially, regulators felt these pressures too. As Adair Turner, who became Chairman of the FSA in September 2008, said: ‘Regulators are also taken in by an intellectual framework that explains the bubble as rational, because humans have a bias to optimism, to believe the world has improved for the better.’8


An example of the prevailing attitudes that had taken over the FSA is the way it dealt with Northern Rock as late as 2007. Northern Rock had reported a capital ratio of 9.74 per cent at the end of March 2007, which was in breach of capital requirements. They informed the FSA of this in April 2007. While the FSA normally regards capital shortfalls as extremely serious, it continued to allow Northern Rock to waive the standard Risk Mitigation Programme required of almost every other bank.


The FSA now admits it failed to take heed of a further eight warning signs that should have showed them the weaknesses in Northern Rock. The main reason this occurred is claimed to be that supervisors were so indoctrinated with the confidence of the market that they dismissed anomalies and warning signs as mere blips.9


Why did no one with the power to act do so?


The Power of Stories


Answering that question explains why one economic theory and not another is allowed to become the consensus. In science, a given hypothesis gains influence because it provides the best possible explanation for the existing evidence; in economics the most popular theories are those which provide us with the most compelling stories.


Every culture tells itself stories. A narrative imposes form and causality on what would otherwise be the random chaos of experience. Stories provide us with the reassurance that we, and not the universe, are in control. The crime novelist P. D. James once said that ‘what the detective story is about is not murder but the restoration of order’.10 Not only is it aesthetically important that the serial killer gets caught, but the killer’s motive must be explicable – it has to proceed from some formative psychological experience and semi-forensic investigation of motives which the detective unravels, clue by clue, as the narrative progresses. By the end, it’s not only the crime that gets solved, but the criminal.


Economic narratives perform a similar function. Consider the astounding popularity of Marxism, which formed the official ideology of half the world’s governments at the height of the Cold War. The Marxist view of the world triumphed not because it provided the best analysis of the facts, but because it proposed both to identify and solve the fundamental cause of social injustice: private property. This narrative was compelling because it moved the most intractable problems of human nature out of the subjective realm of ethics and the democratic process and turned them into a simple question of technical administration. It followed that Utopia was around the corner; we no longer had to change ourselves, merely the laws surrounding property ownership and access to power.


Before the financial crisis, economists and governments in the West were telling a different story, albeit one that was no less seductive in its simplicity. According to this narrative, for the first time in history, deficit spending would lead to sustainable long-term growth. Debt ‘smoothed consumption’, allowing banks and individuals to buy today what they could pay for tomorrow. Even though neither experienced a rise in real income this was possible because, for reasons discussed in the previous chapter, the value of the asset purchased, whether a house or another bank, would inevitably rise in value, allowing the debt to be paid off over time. Debt financing ensured that there need never again be a slump in demand, which is why the Chancellor was able to insist there would be ‘no return to boom and bust’. This turned the nation’s debt managers, the banks, into both the brains and beating heart of the economy. In the UK it meant we no longer had to feel insecure about being out-exported by Germany and Japan, or out-competed by the Far East – we had a new way of creating wealth, and it was just as good. The link between this story and Marxism was that both laid emphasis on private property, in one case a source of ‘evil’, in the other a source of aspiration and a means of ‘good’.


In the two countries worst affected by the financial crisis, Iceland and Ireland, the nationalistic appeal of this narrative was even more overt. Iceland, whose banks held assets worth an eye-watering 1,000 per cent of GDP on the eve of the crisis, appeared to have transformed itself from a small, economically-negligible fishing nation, into a frozen Hong Kong of the North Atlantic, while the Republic of Ireland, which styled itself the ‘Celtic Tiger’ economy, was finally able to end seventy years of humiliating comparisons with its former colonial ruler, thanks to a booming financial sector.


Where there were questions of national pride or political prestige involved, challenging the financial mythology was difficult. Once personal profit was introduced into the mix it became all but impossible. This is what Patrick Evershed discovered in the years before the boom.


Evershed was a veteran asset manager who had been following business and economic cycles for over fifty years. He told us how he had come to learn that ‘people are backward  ward looking when making investment decisions. You can only sell things that have been going up. But it is wrong to sell shares which are good value simply because the share price has crashed’. In contrast to consumer goods, ‘when people see the price of an asset rising, they don’t reduce their demand for it, they want to join in’. This meant he came under intense pressure from his clients to buy financial assets during the boom. Evershed was convinced, however, that the debt financing which had driven the price of assets up could not go on forever. Debt had made the system so fragile, that the tiniest market tremor could send the entire economy spiralling into recession.
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