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CHAPTER 1

Under the Volcano

1929-1973-20??


 



 



 



Behind us was a dark and dreadful cloud, which, as it was broken with rapid zigzag flashes, revealed behind it variously shaped masses of flame: these last were like sheet lightning, though on a larger scale.


—PLINY THE YOUNGER, THE YOUNGER, account of the eruption of Mount Vesuvius


 



Gatsby believed in the green light, the orgiastic future that year by year recedes before us. It eluded us then, but that’s no matter—tomorrow we will run faster, stretch out our arms farther.


—F. SCOTT FITZGERALD,  The Great Gatsby



 



I came to the conclusion that we’re perhaps living on the edge of a volcano. Oil supplies, copper or wheat or nitrate supplies—inflation—any one of a number of things could push us over into the lava flow.


—LEE MACKENZIE,  The Brothers: A Clean Break


 



 



 




Between September 7 and October 7, 2008, the great global chain letter that had been the turbocharged free market economy ran out of subscribers. On September 6, it was possible to believe—just—that the credit crunch and accompanying financial crisis might simmer  down and that, with extensive adjustment and much trimming of the sails on Wall Street and the City of London, life would return to normal in money markets and in the financial services industry.

By October 8, hollow laughter would have greeted such a suggestion.

On September 6, optimists could still—just—make the case that we had been here before, and that the turbulence of 2007-2008 was merely a more painful rerun of the events of 1997-1998, when the meltdown of Far Eastern economies was followed by Russia’s defaulting on its external debt in August 1998, leading to the insolvency and rescue of the Long Term Capital Management (LTCM) hedge fund in the autumn of that year.

By October 8, such a Panglossian view would have put its proposer in serious danger of committal to a care institution.

On September 6, even doomsayers thought twice before making comparisons with the other great postwar economic crisis, the one that erupted in the autumn of 1973.

By October 8, such comparisons seemed inadequate as even sober commentators leapfrogged the energy shock and hyperinflation and went straight to the granddaddy of all crises, the 1929 Wall Street crash and its aftermath. Before long, parallels with the Great Depression were rolling off newspaper presses like Model A Fords off a prewar Detroit assembly line.

September 7 to October 7—one month, the standard payment period for commercial invoices. This was the month in which the bill for fifteen years of excess was presented in full, a bill that Wall Street, the City, and other financial centers were incapable of paying. As a consequence, governments in Washington, London, and Continental Europe stepped in with direct and indirect financial support totaling trillions of dollars. Three mortgage companies (two British, one American), one insurer, one European bank, and $700 billion of toxic subprime “assets” were nationalized during this time. One investment bank (Lehman Brothers) was allowed to fail, and one sovereign state, Iceland, teetered on the brink of insolvency. The hero class in the investment banks and brokerages, the “masters of the universe” made famous by Tom Wolfe in his 1988 novel The Bonfire of the Vanities, had been bailed out by the national governments they had long affected to  despise and tolerate only so long as these authorities provided “competitive” conditions in which they could operate—low taxes and light regulation.

This month formed a great divide, separating the past from the future. On one side, it was still possible to believe that the system could be fixed in a sort of grand-scale version of the LTCM bailout. On the other, it was stunningly obvious that turbocharged global finance as a whole was every bit as insolvent as all those unfortunate business ventures that start with the dread words: You’re a super cook, darling—let’s open a restaurant!

As a failed utopia, the financially driven free market system was now up there in the same gallery as the Tanzanian road to socialism, Juan and Eva Peron’s Justicialismo movement, and Major C. H. Douglas’s social credit campaign. No number of lavishly produced booklets by pro-market think tanks could change this. The card sharps had been found out, the masters of the universe had rattled the begging bowl, the racket had unraveled, and the scam was over.




The Accidental Socialist: Henry Paulson and the Nationalization of Wall Street 

It was fitting, somehow, that the paroxysms of September-October 2008 should have started with the nationalization on Sunday, September 7, of the two giant U.S. mortgage institutions, the Federal National Mortgage Association (Fannie Mae) and the Federal Home Loan Mortgage Corporation (Freddie Mac), at a potential cost to the U.S. taxpayer of more than $5 trillion. Both institutions had their roots in the era of President Roosevelt’s New Deal (although Freddie Mac was a more recent creation), both epitomized the curious blend of state intervention and boisterous free market rhetoric that characterizes so much of American economic life, both played a major role in extending home ownership to millions of Americans over the generations, both were supposedly private sector entities with shareholders, both were assumed to operate under some sort of guarantee from the federal government, and both were taking a hammering from the crisis over subprime mortgage loans and their potential to blow up bank balance sheets.

Finally, in a twist that summed up so much of the market madness of the time, Fannie and Freddie were quite innocent in terms of subprime mortgages. They had never been involved in this market. But as mortgage default rates rose, Fannie and Freddie’s losses on previous business started to mount—and the shares fell, losing more than 85 percent on the year.

This was bad news for the U.S. banking system, given that shares in Fannie and Freddie had long since been a pillar of banks’ capital structures, rock-solid securities that had been as good as cash. No longer. Fannie and Freddie, which guaranteed three-quarters of all new mortgages, were running out of capital, threatening to deepen the pall of depression hovering over the property market. Furthermore, the two institutions faced a witching hour in September 2008, needing to refinance more than $200 billion in bonds. Investor resistance was a real danger; as The Economist noted on August 30, 2008, “The collapse of just one bond auction could send shock waves around the world.”

For Treasury secretary Henry Paulson, the options were narrowing. For weeks, he and his colleagues had pointed out to anyone who would listen that the Treasury had made colossal sums available to Fannie and Freddie should they be needed. This is the classic central banker’s maneuver to restore confidence in a troubled institution. In times gone by, bars of gold would be loaded into a stagecoach and carried into the bank, the hope being that the panic would subside and the same bars would then be quietly shipped out the back door onto a second stagecoach and taken away again.

Often it worked. This time it did not. By early September, Paulson faced two choices, neither very palatable. One was to refinance Fannie and Freddie for tens of billions of dollars. In normal times, this would have been preferable to nationalization, especially for a Treasury secretary in a Republican administration. But these were not normal times, and the prospect of responsibility without power, in terms of effectively bailing out the management and shareholders with taxpayers’ money, did not appeal, certainly not in an election year.

Nationalization, by contrast, would at least align those paying the piper (U.S. taxpayers) with management of the entities concerned (via Treasury control).

“Fannie Mae and Freddie Mac are so large and so interwoven in our financial system that a failure of either of them would cause great turmoil in our financial markets here at home and around the globe,” Paulson declared. He added that he hoped the intervention would “accelerate stabilisation in the housing market” by bringing down the cost of home loans. (Financial Times, September 8, 2008.)


 



To an outsider, coming from the relatively straightforward home loan arrangements of Britain or Ireland, the activities of Fannie and Freddie, even in normal times, were unusual and complex, using, as they did, implicit government backing to stimulate the supply of mortgages below a certain size. But by the time Paulson and his colleagues had taken full control, Fannie and Freddie’s method of operation was looking positively Byzantine. These nationalised entities would each pick up a $100 billion cash injection from the government, to allow them to meet their debts. 





In addition, it [the government] would buy mortgage bonds backed by these companies starting with an initial $5bn purchase, and provide an unlimited liquidity facility to them until the end of next year . . . Fannie and Freddie will be allowed to grow in the short term to $850bn each, but from 2010 onwards they will have to shrink their portfolios by 10 percent a year until they reach $250bn. Officials hope this will reduce the future risk to taxpayers. (Financial Times, September 8, 2008.)


 



But then Fannie and Freddie (along with their solvent sisters Sally Mae, the student loan company, and Ginnie Mae, supplier of mortgages to low-income people) were peculiarly American institutions, so it was unsurprising that both their fate (nationalization) and the form in which this fate manifested itself, in terms of the labyrinthine proposals mentioned above under which the entities would first grow and then contract, rather like a man playing the accordion, would also be peculiarly American.

Could it be there were no real lessons to be learned as to the health of the rest of the American and global financial system?  Commenting on the eve of nationalization, The Economist seemed to think so: 



Nationalisation should not be the end of the story. The giants’ assets should be liquidated over time, or the entities broken up and privatised. The companies’ size and strange structures carry a big cost for American finance. Backed by cheap government funding, their bosses have speculated with the gusto of hedge-fund managers—and lost. (“Fire the Bazooka,” The Economist, August 30, 2008.)




 



Indeed, as the dust settled on the Fannie and Freddie affair, the next crisis to break over Wall Street seemed to bring out some of the old free market steel in Paulson and his colleagues.

Lehman Brothers, founded in 1850, was Wall Street’s fourth largest investment bank. But in September 2008, it was nursing $14 billion of losses from high-risk property loans that had gone bad. Over the weekend of September 13 and 14, talks were under way to find either a buyer or a rescuer. But as Saturday turned into Sunday, sounds from or near to the U.S. Treasury were suggesting there would be no help this time from the federal government. Not to worry, suggested some commentators, as the British bank Barclays was keen to buy. The only problem was that Barclays had been playing down this idea for at least forty-eight hours by the time it pulled out of talks on the Sunday.

Come Monday, and Lehman was forced into bankruptcy, jeopardizing 27,000 jobs worldwide. At the same time, fellow investment bank Merrill Lynch agreed to an emergency takeover for $50 billion by Bank of America. One of the grandest names on Wall Street had been rescued by an institution founded barely one hundred years earlier to serve Italian immigrants in California. Indeed, Bank of America’s original name was Bank of Italy.

Paulson’s tough new line did not last long. As Lehman was carted off to the breaker’s yard, a potentially far more serious crisis blew up. American International Group (AIG), the world’s biggest insurer, was in deep trouble. Within a day of the death of Lehman, it was clear there would be no rueful shake of the head from Paulson and his colleagues when AIG rattled the begging bowl. For those, and there  were many on both sides of the Atlantic, who wondered how an insurance company could get caught up in what was essentially a crisis of banking, investment, and securities trading, the answer was simple. AIG had used complex derivatives to insure vast quantities of corporate debt and personal mortgages. Battered by claims on defaulting mortgages, the group’s liquidity was running low.

On September 16, the federal government took charge of AIG in return for $85 billion in credit. The following day, the spotlight swung across the Atlantic to Britain, where the ghastly prospect had reared its head of a collapse in the country’s best-known mortgage lender, the HBoS group, an acronym formed of the two original constituents, the Halifax—a home loan giant with a long history—and Bank of Scotland, a grand Edinburgh institution that enjoys the ancient privilege of being able to print its own banknotes.

Despite repeated reassurances, HBoS was seen by investors as uniquely vulnerable to the slide in both house prices and housing market activity in 2008. On September 17, it emerged the government had used its good offices to arrange for Lloyds TSB, a sound bank, which had been criticized in pre-credit crunch days by investors for its stodgy approach, to pay £12 billion for HBoS. There was no government subsidy involved—at least, not the sort denominated in money. But ministers made it clear they would use special powers to exempt the takeover from competition laws, which would normally have stood in the way of the creation of a bank with a 30 percent market share. This was deeply ironic, coming from a government that had taken great pride in allegedly removing all competition decisions from political interference and placing them instead in the hands of disinterested experts.

Thursday, September 18, was an unusual day in that no major financial institution went bust and there was no large-scale call on public funds to rescue Wall Street and the City from the consequences of their folly. But the day that followed was to make good this deficiency, in generous measure.

Paulson, his appetite for socialist solutions to capitalism’s woes now fully whetted, unveiled an extraordinary $700 billion plan to nationalize Wall Street’s toxic waste, the worst of the bad loans sitting on banks’ books, thus (it was hoped) giving banks the confidence to  return to the fray and start making loans again, to each other and to both corporate and individual customers.

He told a press conference in Washington, “America’s economy is facing unprecedented challenges and we are responding with unprecedented action.”

“There will be ample opportunities to debate the origins of this problem. Now is the time to solve it. This bold approach will cost American families far less than the alternative—a continuing series of financial institution failures and frozen credit markets unable to fund economic expansion.”

Referring to the week’s events as a crisis after many others had done so, he said it was no longer viable to treat each financial body blow on a case-by-case basis: “We must now take further, decisive action to fundamentally and comprehensively address the root cause of our financial system’s stresses.”

Markets rocketed on both sides of the Atlantic as investors and traders joyfully forgot their supposed hatred of this sort of blatant state interference. London’s FTSE 100 index saw its biggest ever one-day rise, up 8.8 percent, while on Wall Street shares extended Thursday’s late rally, the biggest in six years.

Sometime over the weekend, these same investors must have thumbed through their junior high guides to the U.S. Constitution and been reminded that the only organ of the federal government entitled to borrow money was not the Treasury Department but the Congress. Given the state of the public finances, this money would most certainly have to be borrowed—and this was an election year.

A week of jittery market activity followed, and then on September 29 the Paulson plan was sunk by a 225-208 defeat in the House of Representatives. Members of Congress were struck by their constituents’ unwillingness to see their money used to bail out Wall Street bankers.

The package was tweaked to secure its passage through Congress a few days later, on Friday October 3, 2008. But by then the euphoria had worn off, and shares on Wall Street closed down.

During all this excitement, the British government was not idle, although it had a rather smaller stage on which to play. Bradford &  Bingley, a onetime building society (the British equivalent of a savings and loan institution), had carved itself a seemingly profitable niche in providing mortgages to people who wished to acquire rental properties. Essentially these were home loans for amateur landlords. So-called buy-to-let mortgages had flourished during the cheap money era of the early and mid-2000s as average rents had far outstripped the cost of borrowing.

Now, with the buy-to-let boom unraveling, B&B was fighting for survival. On September 29, it emerged the bank’s £21 billion deposit base and 197-strong branch network would be sold to Spanish bank Santander, with the £52 billion loan book being nationalized. But, perhaps sensitive to criticisms of having exposed taxpayers to danger in the Northern Rock nationalization, the government structured this nationalization in such a way that the first £15 billion of liabilities would fall on other banks, not the government. Once this became clear, bank shares duly tumbled.




The Last Illusion: Fortress Europe 

As we shall see, the early shudders of the financial earthquake of 2007-2008 were felt almost as strongly in Continental Europe as elsewhere, but by the late summer of 2008, the crisis could plausibly be presented as one of Anglo-Saxon supercharged capitalism run riot.

After years of being lectured by free market commentators about their “rigid” economic structures in contrast to the dynamic and flexible British and American models, it would have been surprising had the Continent’s leaders not taken the odd pop back now that the Anglo-Saxons were in trouble.

And they did.

On Thursday, September 25, 2008, French President Nicolas Sarkozy, speaking in Toulon, said, “The market economy is a regulated market, a market that is at the service of development, at the service of society, at the service of all. It is not the law of the jungle,” predicting the end of laissez-faire capitalism.

The same day saw German finance minister Peer Steinbruck being more outspoken. “When we look back ten years from now,” he told  journalists on Thursday, “we will see 2008 as a fundamental rupture.” The United States, he said, would lose its role as a finance superpower and added, “We must civilise financial markets, and not just through moral appeals against excess and speculation.”

But this picture of solid European finance standing firm while the cream puffs of the Anglo-Saxon world crumbled started to darken in the week ending Saturday, October 4, 2008. In a few short days, the begging bowl had been rattled by Continental institutions as it became clear that banks in the euro zone faced similar potential dangers to those in the supposedly more freebooting financial centers of Wall Street and the City of London.

During that week, two of Belgium’s five biggest banks—Fortis and Dexia—were bailed out by the Belgian government in alliance with the Dutch, French, and Luxembourg authorities. Fortis, a Belgian-Dutch institution, won a $15 billion capital injection while Dexia, a Franco-Belgian municipal lender, got $8.64 billion.

In the same week, Hypo Real Estate mortgage bank, Germany’s second biggest commercial property lender, was bailed out to the tune of €35 billion.

At the end of the week in question, on Saturday October 4, President Sarkozy hosted a meeting in Paris of the four European Union members that are also members of the Group of Seven rich nations: France, Italy, Germany, and Britain, with the guests represented by German chancellor Angela Merkel, Italian prime minister Silvio Berlusconi, and British prime minister Gordon Brown. Large-scale Paulson-style rescue plans were not agreed on; instead, a more general pledge was made that no major European institution should be allowed to fail.

Earlier in the week, the Irish and Greek governments had announced 100 percent guarantees for all personal bank depositors, a move understood to have occasioned much tut-tutting among the Big Four in Paris over “unilateral action.” Twenty-four hours after the Paris meeting, the British Treasury was seeking urgent clarification of news that Germany was planning to follow the Irish and Greek leads, something Merkel had apparently omitted to mention the day before. It emerged on the Monday that the Germans did not plan to pass new  legislation to guarantee deposits and that the pledge had been rather vaguer than it first appeared.

Meanwhile, the Hypo rescue agreed to the previous week had collapsed on Saturday, and a more costly €50 billion rescue had been arranged on Sunday night.

Europeans may have been less prone to take out subprime mortgages and other toxic debt, not least because cautious Continental lenders would not make them available. But their banks seemed almost as likely to have dived into the market to buy up other countries’ subprime lending, as were banks in the countries concerned. The crisis was not “out there,” whether in the trailer parks of Middle America or even in the bank headquarters of London or New York. It had moved from the periphery to the center, to the heartland of European economic respectability.

Most bizarre of all was the case of Iceland, which, in the early days of October 2008, appeared close to national bankruptcy. A country of 304,000 people previously best-known for its fishing industry and spectacular scenery had sprouted an enormous financial sector that had snapped up foreign assets and given the island nation the appearance of a sort of giant private equity fund. As its currency slid, a cloud settled over some of the country’s banks. This was of more than passing interest in Britain, for example, where Iceland-owned assets included the House of Fraser department store group and West Ham soccer club.

But perhaps the most telling piece of news during this period had little to do with high finance and everything to do with the way the balance of power was shifting in the world.

On Monday it was reported that the film studio DreamWorks, co-founded by Steven Spielberg, had agreed to a joint venture with one of India’s biggest entertainment conglomerates, the Reliance ADA Group, a big player in Bollywood, India’s film business.

The BBC reported, “Now the new studio will make movies in the US, putting large amounts of Indian money into America’s film industry. It is a story of Hollywood meets Bollywood in a $1.5 billion deal.”

It seemed that Reliance was buying DreamWorks out of an unhappy marriage with Paramount Pictures in 2006. As an illustration of  what the future may hold, the union of one of the totemic figures of the American film industry and the vigorous new wealth of the developing world was hard to beat. This seismic shift in power and wealth from the west to the east may prove to be the most enduring legacy of the month that shook the world. If so, the West will have lost its pre-eminence not because of the machinations of the Indians, the Chinese, or any other external factor but through allowing itself to be ruled by a set of ideas, the governing concepts of the turbocharged market economy, the gods that have failed. It is to these that we now turn.




The Mountain Dwellers: Meeting the Modern Market’s Governing Spirits 

The ancient Greeks believed their twelve most important gods and goddesses lived on Mount Olympus. Each had a special significance. Zeus, the lord of the gods, ruled the sky; he was responsible for thunder and lightning. Poseidon, his brother, was the king of the sea; he could ensure that a traveller returned safely home to port. Aphrodite was the goddess of love, Ares the god of war, Apollo the god of the sun and music. This book highlights the activities of a new class of super-financier and helpers—the New Olympians—in national and international organizations such as central banks. We believe they are merely a subsidiary “hero” class that represents the Big Ideas that rule on Mount Olympus, the “gods,” if you like, or the governing spirits.

We identify twelve such gods and goddesses hovering above and directing modern Western economies. These guiding principles are far from new; indeed the world of the New Olympians, both the gods and their hero-servants, would, barring the personal computer, the mobile phone, and blanket smoking bans, have been familiar enough to the characters in an F. Scott Fitzgerald book set in the late 1920s.

Until mid-2007 the governing rules of life in the early twenty-first century went largely unchallenged. Partly this was because those in charge believed that all was for the best in the best of all possible worlds. Partly it was because there was deemed to be no alternative to the dominant model, however flawed. And partly, perhaps most importantly, it was because nobody was really sure what was happening  up there on Mount Olympus. Or at least they found it convenient to pretend that they didn’t know what was happening. Once Pandora’s box flew open, however, that excuse sounded increasingly hollow.

Greek mythology provides plenty of raw material for a book about the failings of modern financial markets. There is the story of King Midas, who found the ability to turn all he touched into gold a curse. The tendency of markets to veer between the wild optimism of booms and the manic depression of busts is akin to the life led by poor Persephone, condemned to live six months of every year in Hades. But Pandora—a gift from the gods whose beauty belied her baleful influence on the lives of mortals—makes the best metaphor.

Pandora was fascinated, obsessed even, by the box that had been handed to her husband Epimetheus by his brother Prometheus, the titan who according to legend was chained to a rock and had his liver pecked out daily by a vulture for having the temerity to steal fire from the gods. Prometheus had told Epimetheus that on no account was the box to be opened, but Pandora, believing that it might contain precious jewels that would enhance her beauty, was not to be deterred.

Eventually she could contain herself no longer and decided to peek into the box. She lifted the lid a fraction, but to her horror found that the box did not contain diamonds and gold but a host of nasty creatures that swarmed over the world bringing all the curses of mankind—plague and old age, disease and dishonesty.

August 9, 2007, was the moment the lid came off the modern version of Pandora’s box. Few realized it at the time, although there had been a sprinkling of soothsayers warning that the sky was darkening with bad omens. To be sure, the financial markets wobbled, with the Dow Jones industrial average losing almost 400 points in the worst day for Wall Street for four months and the index of London’s blue chip shares down by more than 100 points. But reports that the European Central Bank in Frankfurt and the Federal Reserve in Washington had made cheap funds available to banks was confined to the business pages. This was, so editors believed, simply another market wobble. After all, the Dow had closed at an all-time high of above 14,000 only three weeks earlier after the Fed had given reassurance  that there would be no contagion effects to the rest of the U.S economy from the problems in the U.S. subprime mortgage market. On the front page of The Guardian the top story concerned global warming; the back pages were looking forward to the start of the soccer season that coming weekend. In the United States, the baseball season was in full swing.

The role of Pandora in August 2007 fell to the giant French bank, BNP Paribas. It announced that it had blocked withdrawals from three investment funds because of what it called the “complete evaporation” of liquidity. A BNP spokesman said it was a technical issue, which was only partly true. While the link between falling house prices in California and the bottom line of one of France’s biggest commercial banks was certainly convoluted, the reason for BNP’s action was simple: despite employing some of the country’s best mathematical brains, it could not put a price, with any great confidence, on the investments it had made in U.S. asset-backed bonds. Like Pandora, the ECB and the Fed tried desperately to slam the lid back down again. Like Pandora, they failed.

Our list of the twelve gods of the modern Mount Olympus, the ruling ideas served by the overpaid heroes of the City and Wall Street, begins with globalization. The ancient Greeks worshiped Zeus; today’s cosmopolitan elite pays homage to a world without borders. Everything stems from the acceptance that economic power has shifted from the nation-state to the global market. The sinews of the modern economy are the trade routes that take goods from Shanghai to Los Angeles and capital back in the other direction. Governments that seek to meddle with the global market do so at their peril; the experience of François Mitterrand in the early 1980s tends to be cited as the last gasp for Keynesian state intervention. In the modern world, governments are not supposed to tame globalization but to ready their citizens to compete in a world of cutthroat competition.

There is a wrong way and a right way to do this. The wrong way is to adopt a protectionist approach, putting tariffs on foreign steel or banning a foreign company from buying your ports (as the U.S. has done) or seeking to prevent cheap food from undercutting your  farmers (as the French have done). The right way is to invest in education, skills, and science in the belief that this will “brain-up” your population and create a knowledge economy that will find an upmarket niche in a world awash with cut-price goods. This is Gordon Brown’s approach.

The twin brother of globalization is communication. While the arrival of the telegraph in the first half of the nineteenth century marked a revolution in the way information can be transmitted, the development of powerful digital technology has transformed the way the world works. Had a French bank run into difficulties as a result of financing Napoleon’s wars in 1807, for example, it would have taken days for the news to arrive in London, and weeks for it to get to New York. Yet when BNP announced that it was having problems with its hedge funds, every dealer in Wall Street and Canary Wharf knew what had happened within seconds. Some argue that the change between the globalization at the end of the nineteenth century and what exists today is that the gold standard has been replaced by an information standard. Walter Wriston, the former chairman of Citibank, once noted, “What it means, very simply, is that bad monetary and fiscal policies anywhere in the world are reflected within minutes on the Reuters screens in the trading rooms of the world. Money only goes where it is wanted and, once you tie the world together with telecommunications and information, the ball game is over. It’s a new world, and the fact is, the information standard is more draconian than any gold standard” (quoted in Philip Bobbitt, The Shield of Achilles, Allen Lane, 2002).

Nation-states, despite the impact of globalization and communication, retain considerable power. They control the flow of imports into their markets; they have controls on the movement of capital; they run industries that are considered to be strategic; they believe that some sectors of the economy—health and education—should be shielded from the full blast of competition. These are, however, impediments to the smoother running of the global market and thus need to be removed. The World Trade Organization—a supranational body with punitive powers over governments that transgress its rules—started a new round of talks in November 2001 designed  to open up markets in agriculture, manufacturing, and services. The International Monetary Fund and the World Bank insist that poor countries receiving financial assistance should abandon state control of their mines, banks, and energy companies. In Brussels, the European Commission is dedicated to the removal of the restrictive practices and state subsidies that throw sand under the wheels of the single market. The next three gods are, therefore, liberalization, privatization,  and competition.


Finance is the sector of the economy that has benefited most from these developments. International banks have always tended to have global reach, and they benefit more than any other sector from rapid communication. It was in their interest to have barriers on capital removed. They picked up hefty fees for organizing privatization, and competition allowed them to wipe out weaker competition.

During the summer of 2007 it became apparent just how powerful the sixth god—financialization—has become. In countries like Britain, the expansion of the City of London had been the engine of the economy’s growth—the fastest-growing parts of the finance sector expanded at around 7 percent a year between 1996 and 2006. The increasing size of the financial sector was accompanied by greater power. At one level, this meant that Merrill Lynch, Goldman Sachs, and PriceWaterhouseCoopers were able to attract the best brains from the best universities in the annual trawl for promising graduates, with the summer internship between the second and third year replacing what had once been the InterRail tour round Europe. There was an opportunity cost to other sectors of the economy from a state of affairs where the City was able to secure a disproportionate amount of young talent. At a wider level, this mirrored the transfer of income from the “real” to the financial economy. Furthermore, the opportunity cost of one sector receiving a disproportionate amount of young talent was mirrored by a transfer of income from the “real” sector of the economy to the financial sector. Manufacturing output stagnated, while the income for those not working in the City—or in those industries such as financial PR or law firms arranging takeover bids—tended to grow at best only modestly.

Financialization, argued its proponents, is good for a country like Britain. It made London the hub of global finance, encouraged innovation, and—by allowing the market to decide where capital should go—made the economy more stable. Whether this proves to be true in the long term remains to be seen. In the short term, economic growth did not accelerate, productivity did not surge, there was no miracle cure to the balance of payments and only rare glimpses of trickle down. One commentator summed up the triumph of financialization as follows: “Economic growth has been tepid, median wages have stagnated, and income inequality and economic insecurity have both risen. Moreover, there are concerns that the business cycle generated by financialisation may be unstable and end in prolonged stagnation” (Thomas Palley, “Financialization: What It Is and Why It Matters,” Levy Economics Institute, November 2007).

As events unfolded in late 2007 and early 2008, this started to look like an accurate assessment. Up until that point, it was easy to argue that the first six gods out of Pandora’s box were beneficial to the global economy and at worst neutral. Privatization in developing countries, for example, was heralded as a way of preventing corrupt ruling cliques from siphoning off profits into Swiss bank accounts. Globalization was specialization on a grand scale, the logical conclusion to the sort of division of labor that Adam Smith and David Ricardo had envisaged two hundred years ago. The modern world not only means that we can keep in touch by email with our cousins in Cape Town and buy an agreeable Malbec from an Argentinian vineyard in the foothills of the Andes, but also allows our pension fund to buy shares in an Indian software company. On paper, this world of greater choice, freedom, and opportunity sounds splendid. It is certainly preferable that modern communications technology allows Mozart’s clarinet concerto to be heard on a CD player in any living room rather than being the exclusive preserve of the court of the Austro-Hungarian emperor in Vienna. In reality, however, the world does not work this way and that’s because the remaining six gods in Pandora’s box have such potentially dangerous properties. These are  speculation, recklessness, greed, arrogance, oligarchy, and excess.

Speculation is not always harmful. Britain’s fifteen years of uninterrupted economic growth from 1992 onward was the direct consequence of the Conservative government being forced to leave the European exchange rate mechanism following an attack on the pound orchestrated by George Soros. Absent the need to use excessively high interest rates to defend sterling, growth picked up and unemployment came down. Yet the activities of the big banks and the hedge funds in the first half of 2007 had no noble purpose. Far from rectifying a glaring public policy error, they exploited a problem in the private sector—granting mortgages to Americans who couldn’t afford them. Financialization had created an inverted pyramid. Instead of having a broad-based productive economy supporting a financial sector, which had speculation as one of its lucrative but less important activities, a diminished productive sector supported an ever bigger financial sector that saw speculation as the reason for its existence.

The risks of speculation are magnified when the speculator behaves recklessly. A millionaire placing a $1,000 bet on red in a well-run casino is speculating, but at (just about) even money could hardly be said to acting imprudently. Not so the jobless gambler who mortgages his house to back a hunch that the 50 to 1 outsider will win the Derby. The history of the past five years is marked by reckless behavior, not just from the banks and other financial institutions that loaded up on investments backed by American subprime mortgages but from the central banks that were playing with fire when they provided cheap money to maintain the speculative frenzy, the ratings agencies that give securities AAA ratings because it was a way of securing business from investment houses, and the real estate brokers who kept on selling subprime loans even when the U.S. housing boom was clearly over.

As with Pandora, there were plenty of warnings. As with Pandora, the actors in our modern Greek tragedy could not help themselves. As in all tragedies, the central figure has a fatal character flaw. For Macbeth it is ambition, for Othello jealousy, for Hamlet indecision. The tragedians of 2007 and 2008 displayed not one but two central flaws that help explain their recklessness: greed and arrogance.

Greed will never be expunged from financial markets; the pursuit of riches is, and always has been, a factor motivating those who buy and sell shares, bonds, currencies, and commodities. Nor is it uncommon to find that brokers and dealers do better out of asset price bubbles than their customers; Fred Schwed wrote a book published in 1940 perceptively titled Where Are the Customers’ Yachts? (Wiley Investment Classics).

Every so often, however, the money lust becomes so pronounced that it crosses the dividing line between cupidity and criminality. In the late 1980s there was an outcry in Britain when mortgage salespeople exploited the opportunities provided by financial deregulation to persuade homeowners to take out endowment mortgages rather than repayment loans, and convinced those with inflation-proof public sector pensions to switch into much less attractive portable personal pensions.

In both cases, the motivation was the fat commission the salesperson could make by closing a deal and the upfront fees charged by the firms selling the products. Since 2002, a similar wave of selling has been evident in the U.S. real estate market, with senior citizens who have only a tiny amount outstanding on their loans tricked into re-mortgaging their homes at ruinous rates of interest by unscrupulous mortgage brokers.

The financial equation—from top to bottom in the industry—was skewed toward generating the maximum amount of business, and, because it was more lucrative that way, the riskier the better. Real estate brokers assumed they could not lose; if subprime borrowers failed to keep up their payments the home would be repossessed and sold at a profit in an ever rising market; those dabbling in mortgage-backed securities believed what their “rocket scientist” mathematicians and ratings agencies told them: that they were all gain and no pain. Five months into the crisis, the mood was more contrite. Panelists at a session at the World Economic Forum in Davos on risk management were asked how the big banks of North America and Europe had failed to spot the potential losses from subprime. The one-word answer from a group that included the chairman of Lloyd’s of London and the chief risk officer of the insurance company Swiss Re was “greed.”

As one participant put it, “Those running the big banks didn’t have the first idea what their dealers were up to but didn’t care because the profits were so high.”

It goes without saying that those responsible for the speculative bubble of early 2007 could not conceive that Bear Stearns would announce problems with its hedge funds in late July or that BNP’s problems would give credit markets the equivalent of a stroke a couple of weeks later. That was where the arrogance kicked in. The super-heroes of the New Olympian order are the brightest and the best of their generation. Their activities were making massive profits, a good chunk of which were being paid out in seven-figure bonuses that kept property markets humming in the Cotswolds and the Hamptons. Could it be remotely possible that Citigroup, Merrill Lynch, and UBS were guilty of crass stupidity and that their glittering palaces were little more than Potemkin villages?

It was unthinkable, and even when cracks did start to appear in the edifice, the New Olympian class managed to blame everyone but themselves. This arrogance stemmed from the not unreasonable belief that big finance was now too big to fail and there was a loud and insistent demand that the monetary authorities step in with unlimited quantities of financial assistance.

The response to the market meltdown helps illustrate the final two principles that govern the modern world. One is that, despite the lip service paid to democracy, Western societies are effectively run by moneyed oligarchies, who have as little time for their wage slaves as did the ruling elite of ancient Athens.

It is tempting to say that the final scourge to escape from the modern Pandora’s box was weakness, because it was certainly apparent in late 2007 and early 2008 that the apparent strength of the financial markets was illusory. The happy-go-lucky mood evaporated instantly, with the write-down of losses accompanied by some token sackings of executives and followed by more stringent lending for the real victims of the credit crunch—individuals and businesses forced to pay more when they borrowed. In the UK, loans worth 125 percent of the value of a home disappeared and lenders rediscovered the virtues of thrift when they started to demand that first-time buyers save up for a sizable deposit to be eligible for a loan. Weakness, though, cannot really be included as a principle of the New Olympians, since nobody willingly seeks to be weak. Rather, our twelfth and last principle is excess. It is an axiom of the global order that there is never too much of anything: never too much growth, never too much speculation, never too high a salary, never too many flights, never too many cars, never too much trade. It was for that reason, perhaps, that the financial crisis was accompanied by rising inflation (as demand for oil and food pushed up prices globally) and by almost daily evidence of the impact of global warming: losses in the financial markets, hardship for seniors facing more expensive heating and food, climate change. There were no prizes for guessing which the New Olympians considered the most pressing issue for policymakers.

We opened this chapter with the month that changed the world. But this came after more than a year of global financial turbulence. We are reminded of Humpty Dumpty, an egg-shaped character in a British nursery rhyme who “has a great fall” and who, despite the best efforts of “all the king’s horses and all the king’s men,” cannot be put back together again.

If September and early October 2008 marked the point at which Humpty was proved to be irreparable, seven days in January showed just how great his fall had been.




Winter Lightning: Ninety-Six Hours That Shook Mount Olympus 

In the week ending Saturday, January 26, 2008, the New Olympians were in deep trouble. On Monday, January 21, Chancellor Alistair Darling said he had given up on hopes of persuading a private sector buyer to assume the £24 billion that stricken bank Northern Rock owed to the Bank of England, which had pumped in the money to keep the Rock in business. The Rock had been brought to its knees by drinking deep of the cup of commercial liberalization and financial engineering. Darling proposed that taxpayers should gulp down a big draught of the same medicine. He announced plans to turn the £24 billion into bonds that would be sold on the open  market, with a government guarantee. Whoever ended up owning the Rock would have to put aside a portion of the future income from customers’ mortgage payments to pay the dividends on the bonds. Put in layperson’s terms, this is how the bond scheme worked. Someone owes you money and cannot pay you back; you take that person’s IOU and sell it to a third party, thus getting your money back. But the only reason the third party will touch this IOU with a barge pole is that you have guaranteed it—in effect, you have underwritten someone else’s debt to you.

Thus did the sort of financial engineering in which the Olympians specialize come full circle. Having put one of the UK’s largest mortgage lenders deeply in debt to the public purse, it was now being employed by ministers, it was hoped, to package up that debt and sell it to someone else. But any hopes that this would expedite a sale of Northern Rock to the private sector were cruelly disappointed on February 17, 2008, when Darling announced that the bank was to be nationalized.

On the day after Darling’s bond scheme was announced, Tuesday, January 22, the Federal Reserve Board stunned financial markets with the sudden announcement that the U.S. official rate of interest was to be cut by 0.75 percentage points to 3.5 percent. This was the biggest single cut in twenty-three years. It was also the first time the Fed had cut the rate other than on its scheduled meeting date since a between-meeting cut in September 2001 after the terrorist attacks on New York and Washington. The move by Fed chairman Ben Bernanke and his colleagues reeked of panic and was reminiscent of nothing so much as a drug pusher desperately hoping that one more fix will get his groggy customers back on their feet. The Fed statement seemed anything but reassuring: 



[We] took this action in view of a weakening of the economic outlook and increasing downside risks to growth. While strains in short-term funding markets have eased somewhat, broader financial market conditions have continued to deteriorate and credit has tightened further for some businesses and households. Moreover, incoming information indicates a deepening of the housing contraction as well as some softening in labor markets. . . . Appreciable downside risks to growth remain. The Committee will continue to assess the effects of financial and other developments on economic prospects and will act in a timely manner as needed to address those risks.




 



It did that all right, with another cut, this one of 0.5 percentage points to 3 percent, on January 30. The communiqué read: “Financial markets remain under considerable stress, and credit has tightened further for some businesses and households. Moreover, recent information indicates a deepening of the housing contraction as well as some softening in labor markets.”

But guess what? “[Downside] risks to growth remain . . . [We] will continue to assess the effects of financial and other developments on economic prospects and will act in a timely manner as needed to address those risks.”

This all sounded very much like bureaucrat-speak for “Help!”

Since the share price falls of October 1987, the Fed had responded to any threat to asset prices by pumping the system full of cheap money through cuts in interest rates. There seemed not a glimmer of understanding at the Fed that the crisis of 2007-2008 was the working out of twenty years of this policy, not the result of insufficient application of it. After a day’s respite, the week’s third bombshell went off on January 24. French bank Société Générale, one of the country’s most respected financial institutions, announced it faced a $6.6 billion hole in its accounts and needed an emergency cash injection from shareholders of $7.4 billion. Blame was immediately ascribed to a “rogue trader” of the type familiar from the 1990s (Nick Leeson, the British trader who broke Barings Bank in 1995, was probably the best known). The name in the frame was that of Jerome Kerviel, a thirty-one-year-old Paris-based trader working on the bank’s European equities derivatives desk. According to the January 25, 2008, edition of the Financial Times, “He was already being portrayed by the governor of the Banque de France yesterday as a ‘genius of fraud.’”

Kerviel had made large, unauthorized bets on European stock markets and had managed to keep them from the attention of those above him at SocGen, but SocGen has said that direct financial gain did not seem to be his motive. Furthermore, the very expression “rogue trading” in contexts such as these suggests some deeply deviant activity far removed from the usually straight-laced world of financial services. In fact, taking bets (speculation, in other words) is what traders are paid to do by the investment banks and commodities houses that employ them.

For Société Générale, there was one crumb of comfort. Elsewhere in the above-mentioned Financial Times report it was noted that the fraud also overshadowed SocGen’s announcement the previous day of a $2.7 billion hit from the U.S. mortgage crisis, in addition to the $506 million of write-downs taken in the third quarter.

Every cloud, it seems, still has a silver lining.




The Pride and the Fall: Hubris Explained 

The Greeks gave us the word hubris, which means insolent pride toward the gods. Many might argue that Alan Greenspan was guilty of just such presumption in his self-serving memoir: “I would tell audiences that we were facing not a bubble but a froth—lots of small local bubbles that never grew to a scale that could threaten the health of the overall economy” (The Age of Turbulence, Allen Lane, 2007).

Traditionally, hubris was followed by nemesis—retribution and downfall—and through most of 2008, there was plenty of evidence to suggest that the age-old pattern was repeating itself. House prices were falling, consumer confidence was collapsing, borrowing conditions were being toughened, and inflation was rising. Banks in the West were increasingly looking to sovereign wealth funds—state-owned companies from oil-rich or export-heavy countries—for injections of capital to compensate for the write-downs on their bad loans. Cassandras tend to be lonely figures, but by the spring it was as if the battlements of Troy were heaving with prophets of doom jostling to make themselves heard.

Big financial crises tend to go through a number of distinct phases. The first phase is the wild boom: the period when there is plenty of easy money to be made and the mood is euphoric. This was the world in early 2007, as private equity firms went on the prowl for takeover victims and the financial markets boomed. The second phase is marked by denial: a refusal to accept that the manic behavior is having malign consequences and needs to end. After a brief period of denial in the spring and early summer of 2007, the crisis entered its third phase: panic. At this point, the walls of the temple start to buckle and there is a rush for the exit. In most cases, panic is followed by recovery. Not every period of financial turmoil is followed by recession, and precious few recessions lead to slumps. Some do, however, with 1929 the most obvious example.

On these rare occasions, the fourth phase of the crisis is capitulation as it becomes clear that the crisis is far, far worse than previously appreciated and that the conventional policy response is not adequate to deal with it. This book explains why this, indeed, is shaping up to be the “Big One.” We trace the origins of the crisis, how it unfolded, and what its implications may be. The final chapter looks at what could be done to cut the New Olympians down to size and make the world a saner, safer place.

 



These, then, are the inhabitants of our twenty-first-century Mount Olympus, the “gods” (each of which embodies one of the big ideas of modern-day economics and finance) and their pampered servants, the “heroes,” the investment bankers and central bankers, the hedge fund managers and private equity buccaneers. As with the characters of ancient mythology, both the gods and the heroes share their privileged existence with titans and exotic monsters: incorporated companies, offshore investment vehicles, exotic financial instruments, and the like. From time to time, the gods, heroes, titans, and monsters have lived together on tropical tax haven islands, as well as in legal fictions such as the Eurodollar market.

The heroes are, as in the ancient world, mortals who have achieved near divine status through their allegiance to the gods and  through their sporadic (and hard to verify) claims to have tamed the various titans and monsters. But the gods, the heroes, and the titans /monsters, fascinating or frightening as they may be, can be banished, if we have the courage. It is to be hoped that we have. Ending on a hopeful note is, we believe, fitting, since hope was the last thing to emerge from Pandora’s box.






CHAPTER 2

The Rock and the Bear

A Tale of Two Banks


 



 



Q: How many fingers do you have?


A: Ten.

Q: Count them.

A: One, two, three, four, five . . .

Q: And the other hand makes ten, nine, eight, seven, six?

A: Yes.

Q: Five and six make?

A: Eleven.

—English children’s playground riddle


 



As a cashier I was particularly inept because I could never get the tills to balance.


—ADAM APPLEGARTH, chief executive of Northern Rock, quoted in  The Independent on Sunday, September 16, 2007


 



Celebrating 20 years as a public company has give us the opportunity to reflect on our past success and focus on the drivers of a profitable future.


—Bear Stearns annual report, 2006

 



 



 



They both had tough, no-nonsense names. They were both institutions that reveled in the idea that they were outsiders, run by people born on the wrong side of the tracks. They both flourished  during the heady days of the mid-2000s, pushing to the very limit the freedom to trade afforded by deregulated global capital markets. Both had dabbled extensively and—as it proved—disastrously in the exotic new financial instruments available in global markets. And both—one in New York, one in Newcastle—were the first big casualties in the United States and Britain of the crash of 2007-2008, and became symbols of how a heady brew of arrogance, greed, and recklessness could have dire results. Bear Stearns and Northern Rock were not the only banks to collapse; they were certainly not alone in making decisions that looked stupid to their customers in hindsight (and to us in foresight). But their demise provided the first hard evidence that the palace of Olympus was crumbling and that the gods had failed.

Bear Stearns was one of America’s oldest investment banks when it fell like a collapsed soufflé in March 2008. Founded in 1923, the Bear had survived the Wall Street crash of 1929 and had $18 billion in cash reserves nestling in its coffers when rumors started to swirl around Wall Street that the bank was in trouble. At first the executives running the company shrugged off the rumors, issuing statements from the company’s offices in Midtown Manhattan that there was no cause for concern. The power of the electronic herd meant that after a week of frantic selling Bear Stearns was swallowed up by J.P. Morgan Chase in a rescue brokered by the Federal Reserve and the U.S. Treasury.

On March 11, 2008, Bear Stearns shares were trading at more $63; less than a week later they were worth just $2 each. With one last growl of its shareholders, Bear Stearns was gone.

If there was a tiny crumb of comfort for what was then America’s fifth biggest investment bank (a sector of the economy that six months later had gone the way of the dodo), it was that it avoided the long, lingering death of Britain’s banking basket case—Northern Rock. The Rock, as it was known, had been on life support for five months when the British government finally realized that the lack of a private sector bidder for the bank meant there was no alternative but nationalization.

Northern Rock’s problems were hidden from its customers (although not from Britain’s asleep-at-the-wheel financial regulators), until the revelations from Bear Stearns in the summer of 2007 that it  was having difficulties with two of its hedge funds brought an abrupt end to the mood of sunny optimism in the world’s booming financial markets. The Bear’s problem was that it had made big bets on securities whose value depended on the U.S. housing market, and by the summer of 2007 real estate prices were in free fall. In June, the bank pledged $3.2 billion in loans to cover subprime losses and investor redemptions; a month later it wrote to clients of the hedge funds admitting that they contained “very little” or “effectively no value” for investors. Within a fortnight, “closed for business” signs were put up in the global money markets as concern that Bear Stearns was not alone in having problems with mortgage-backed securities left banks unwilling to trade with each other.

Yet many banks, Northern Rock among them, depended on the wholesale money markets for the day-to-day cash that allowed them to go about their normal business of granting home mortgages. Without access to what were known as the securitization markets, Northern Rock was like a car without fuel. The strains were quickly felt. And when behind-the-scenes attempts by UK authorities to broker a rescue became public knowledge, Northern Rock was the subject of the first run on a major bank in Britain in almost 150 years. Customers queued outside its branches for three days in mid-September 2007 demanding their money. Only when the government promised to guarantee all savings did the panic stop.
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