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What is happening?


People are getting angry. Our lives are becoming more difficult. Our jobs are at risk. Our savings are losing value. We feel less secure in our homes. We fear we won’t have financial security in retirement. We’re losing confidence in the ability of our hospitals to treat us, our schools to educate our children and our police to protect us. Our public services keep getting cut while our taxes go up.


Yet a small group of politicians, bureaucrats and bankers seem magically immune to the realities that the rest of us wake up to each morning. They take more and more of our money in salaries, bonuses, expenses and pensions. They are constantly rewarded for failure. And they shamelessly spin and lie in order to justify their plundering and pillaging of our hard-earned money.


In Fleeced! we expose how we have all become the dupes of the lazy, the grasping, the ambitious and the incompetent who have increasingly taken control of our lives. And we show why and how we need to fight back against our new arrogant, self-serving masters if we are ever to stop the rapid decline in our society and once again start to improve our own and our children’s lives.


David Craig has spent most of his career working for some of the world’s best and worst management consultancies. He is the author of the controversial bestsellers Rip-Off! The Scandalous Inside Story of the Consulting Money Machine, Plundering the Public Sector and Squandered: How Gordon Brown is Wasting Over One Trillion Pounds of Our Money which won the Hammond Whiteley journalism award. Most recently, he co-wrote The Great European Rip-Off with Matthew Elliott.


Matthew Elliott is co-founder and chief executive of the TaxPayers’ Alliance, the UK’s most high-profile campaign group. He is a Fellow of the Royal Society of Arts and sits on the Advisory Committee of the New Culture Forum. He wrote The Bumper Book of Government Waste.




 


 


Praise for Squandered:


‘It is no exaggeration to say that if the right people read it, take it seriously, and take appropriate action, this book could not only save the taxpayer billions, it could save lives . . . This is a terrifying book, but a brilliant and necessary one. Please read it.’


Daily Telegraph


‘The most illuminating political book to date this year.’


Nick Cohen, Evening Standard


Praise for Plundering the Public Sector:


‘The first serious work to deal in a thorough fashion with the incompetence, nepotism and waste that have defined New Labour in government . . . David Craig and Richard Brooks have performed an immense public service, and this horrifying book deserves a wide readership.’


Spectator


‘This is a good topic and Craig knows his stuff. He writes with passionate disgust and with rich detail.’


Management Today


‘racy yet well-researched . . . gripping and important’


New Statesman


Praise for Rip-Off!:


‘The most shocking book of the year . . . It is a must-read for anyone in business or on the receiving end of consultants’ advice.’


Independent on Sunday


Praise for The Bumper Book of Government Waste:


‘Few books perform a greater public service in exposing the myth that “government knows best” how to spend taxpayer funds.’


The Business
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INTRODUCTION: WHY WORRY?


•   Under New Labour over £3 trillion of our money has been taken from our pockets


•   About half went in an uncontrolled splurge of public spending in the ‘boom’ and the other half seems to have evaporated in the ‘bust’


•   That’s around £50,000 for every person in Britain


•   The money has been squandered by self-serving politicians, wasted by incompetent bureaucrats or destroyed by out-of-control bankers


•   Our taxes go up, but our public services decline


•   We work ever harder, but our jobs are less secure


•   We try to put money aside, but our savings earn almost no interest


•   We save for retirement, but our pensions have been savaged


•   It will take at least 10 to 20 years for us to pay off all the debts that we have been saddled with by the people in power


•   While most of us have become poorer, politicians, bureaucrats and bankers have been busily feathering their own nests with our money


•   If we don’t fight back, the new ruling elite will continue to take, steal and waste our money and impoverish the country for generations to come




PART 1


MAKING US POORER





CHAPTER 1


WHERE HAS OUR £3 TRILLION GONE?


BILLIONS, TRILLIONS, GAZILLIONS AND SQUILLIONS


When many of us were children, we played the game where we tried to outdo each other by trying to think of the biggest possible number imaginable, as in ‘my dad earns billions and trillions and gazillions and squillions more than your dad, so there’, followed by sticking our tongues out. What most of us didn’t realize back in our carefree childhood innocence was that when we grew up, the billions and trillions would become real numbers, and real financial problems, rather than just part of a childhood game. When the first Bumper Book of Government Waste was published, we revealed that the government had wasted around £82 billion in the year 2005–6. By the time of the second Bumper Book this had gone up to £101 billion for 2006–7. With 2008’s Squandered we looked back over a decade of New Labour’s spending of our money and found that probably more than £1 trillion had been wasted. In their own small way these books broke new ground. After all, back then, just over a year ago, many people did not even know what a ‘trillion’ was. Some of us might have been hard-pushed to say with complete certainty how many zeros there were in a billion. Since then, of course, the economic collapse, ensuing bank bailouts and our government’s borrowing binge have made us all depressingly familiar with the idea of billions and trillions.


According to our calculations, at least £3 trillion – that’s £3,000,000,000,000 – of our national wealth may have magically disappeared in the 12.5 years since the current government was first elected in 1997. It’s difficult to imagine what £3 trillion looks like. If you were to pile it up in £10 notes, you’d have a stack that was bigger than the House of Commons and Big Ben (see Figure 1), provided that our thieving MPs didn’t steal most of the money before you had finished. Our working population of about 30 million people would each have to save almost £5,000 a year for 20 years to put this £3 trillion back in the bank. £3 trillion is around £50,000 for every man, woman and child in the country.


Figure 1 Visualizing £3 trillion
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About £1.5 trillion of our cash went on a rush of profligate government spending, fuelled by the boom, and around another £1.5 trillion seems to have mysteriously vanished in the bust. So, when billions and trillions are mentioned by the media and various financial experts, they unfortunately usually refer to what we as a nation have lost or owe rather than anything that we might ever own or earn.


BRITAIN’S BOOMING


Until the recent financial collapse, things were looking pretty rosy for the British economy. Since the recession of 1992, Britain had experienced 15 years of uninterrupted economic growth with low inflation, falling unemployment and rising living standards – what many economists called a ‘Goldilocks economy’ where growth is believed to be neither too ‘hot’ (i.e. too fast) or too ‘cold’ (too slow), but just right. Incredible as it may seem now, Gordon Brown even had a reputation for effective economic management. There was a time when people could keep a straight face when showering Brown with compliments like Tony Blair’s in 2007 as he prepared to hand over the keys to 10 Downing Street: ‘He is an extraordinary and rare talent and it’s a tremendous thing if it’s put at the service of the nation as it now can be. He has shown, as perhaps the most successful Chancellor in our country’s history, that he’s got the strength and the experience and the judgment to make a great Prime Minister.’1


More wealth meant higher tax revenues. Quite properly living up to its 1997 election manifesto promises, the government chose to plough much of its increasing tax-take into providing more money for public services like health, education, policing, social services and so on. By the end of the 2009–10 financial year, New Labour will have spent almost £1.7 trillion more in cash terms (about £1.35 trillion when adjusted for inflation) than would have been spent had Gordon Brown and his colleagues kept public spending at the levels inherited from the previous administration (see Figure 2).


Figure 2 Government spending has more than doubled under New Labour
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Finance Initiative (PFI) projects and other schemes which the government has kept off its balance sheet through various creative accounting techniques, you’re almost up to £2 trillion in cash terms or £1.5 trillion after taking inflation into account.2 Moreover, now that public spending has shot up to new stratospheric heights, even if we got a government that could trim it by 5 or 10 per cent, it would take years and maybe even decades to bring it back under control. So going forward, we can expect a few trillion more to disappear into New Labour’s voracious new public sector.


If you’re one of Britain’s growing army of over 6 million public-sector workers, you might welcome Figure 2 with joy – the rise in spending is the basis for probably the biggest boom in public-sector employment, rising wages, lavish expenses and inflation-protected pensions in British history. However, if you’re one of the rapidly decreasing number of people in the private sector then your feelings may not be quite so positive, as a massive increase in your taxes for the last 12 years and probably for the next 20 to 30 years will be needed to pay for our government’s unprecedented generosity to itself, its friends and its own employees.


BOOMS AND BUBBLES


As late as April 2007, our then chancellor Gordon Brown was still repeating his well-worn mantra: ‘We will never return to the old boom and bust.’3 Just a few months later, as we all know, there was a deafening bang and you could hardly see Britain’s economy for all the crashing debris, smoke and dust. It’s not fair to kick a man while he’s down, but recalling our Iron Chancellor’s judgements on his own economic genius can help us appreciate the extent of his self-delusion and our consequent impoverishment. Brown used the expression ‘boom and bust’ more than 100 times in the House of Commons. Thankfully, and for obvious reasons, he tends not to use it anymore. But although Brown will go down in history as the man who said he had abolished Tory boom and bust, he was actually not the only person to make this bold and unlikely claim (see Figure 3).


Figure 3 The end of Tory boom and bust?
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One of the many other claims that our chancellor turned prime minister made, most of which have subsequently turned out to owe more to fantasy than financial fact, was that he had rescued the economy from the malevolent clutches of the previous, economically incompetent Tory administration: ‘because we inherited an economy that was not only in danger of overheating but where tackling fundamental long-term challenges . . . had been neglected for too long’.4 In reality, Britain had experienced five years of continuous economic growth since the 1992 recession by the time Brown moved into the Treasury in May 1997. So the chancellor was merely mounting a horse that was already racing ahead of the field rather than, as he and his docile Treasury would have us believe, being given a lame no-hoper and courageously spurring it on to a magnificent victory against the background of the thunderous cheers of the crowd’s adulation.


During the first ten years’ of Brown’s stewardship, on paper our national wealth apparently more than doubled from around £3.2 trillion in 1997 to about £7 trillion by 2007. This would count as an incredible achievement for this government and its chancellor if this growth had actually been based on something solid and value-added like raised manufacturing output and increased exports. However, about £3 trillion of the increase came from rising house prices and another £1 trillion or so is due to inflation. Then there were other factors like a rise in population from virtually uncontrolled immigration and the rapid growth of the public sector which also helped create the illusion of economic growth. Once you take these out, you actually find that our real national wealth experienced a decline of close to £1 trillion during the ten years of Brown’s supposed economic boom.5 Chancellor Brown made many claims about how he had increased our wealth and how we could trust him because of his personal integrity – but then so did Bernie Madoff (see Figure 4).


Figure 4 Similar claims from Brown and Madoff
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In a recent book about Bernard Madoff, the author started by asking the question: ‘How does one guy lose $50 billion – of other people’s money?’6 Fleeced! will try to answer a similar question about Gordon Brown – but sadly for us the sums involved are somewhat larger than the paltry petty-cash of $50 billion which may have disappeared in Madoff’s Ponzi scheme.


There were some countries like Germany, Holland, India and China which did actually create real wealth in the 1997– 2007 worldwide economic boom. However, in Britain, Spain, Ireland and the USA much, if not all, the supposed growth was unfortunately illusory, based mostly on a housing-price bubble.


Although much of Britain’s boom was imaginary, at least there was a huge increase in tax revenues pouring into the government’s coffers. When campaigning in 1997, Brown had promised to keep spending at the level proposed by the previous Tory government for the first couple of years of his time as chancellor. Unable to splurge the increasing funds, Brown found that tax revenues exceeded spending and so he almost accidentally managed to reduce Britain’s budget deficit and thus the National Debt. By his 1999 budget he was able to claim: ‘As a result of sound economic management, debt interest payments next year have been cut by £2.5 billion from their previous forecast.’ He seems to have forgotten that it was the previous administration’s, rather than his own ‘sound economic management’, which had provided the cash bonanza. It might well have been this success through continuing his predecessors’ policies that contributed to convincing our then chancellor of his own economic genius. By around 2000, once he was freed from the straitjacket of the previous government’s financial self-control, Gordon Brown’s own financial incontinence kicked in. From then on, even though tax revenues kept on rising and rising thanks to Brown’s brilliance in wringing the earning classes dry, incredibly our government managed to spend more every year than it collected in tax (see Figure 5).


 


Figure 5 Since 2000, even as tax revenues increased, the government spent more than it collected
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Like so many of his subjects, Chancellor Brown went on a historic spending spree. For us it was three holidays a year, Jimmy Choo shoes, flatscreen TVs, electronic gadgets and drunken nights on the town. For him it was a massive expansion in public services – spending on health shot up from £45 billion a year to over £100 billion, education jumped from £38 billion to about £80 billion and, perhaps surprisingly given that we were supposedly experiencing an economic boom, welfare benefits rose from £90 billion to close to £160 billion. Although it’s hardly an original insight, we would be remiss here if we did not remind ourselves of what Charles Dickens’ Mr Micawber said about what happens when people spend more than they earn: ‘Annual income twenty pounds, annual expenditure nineteen nineteen and six, result happiness. Annual income twenty pounds, annual expenditure twenty pounds ought and six, result misery.’7 Sadly for us, this well-known piece of financial wisdom applies just as much to countries as to individuals. This naturally meant that our borrowing and debt levels, having gone down for the first couple of years of New Labour, then started to climb inexorably upwards.


Brown and his Treasury liked to claim that HMS Great Britain was steaming happily across the calm seas of home-grown economic prosperity when, through absolutely no fault of the captain, the ship hit the iceberg of the US sub-prime economic crisis and then went plunging into the murky depths of a sea of apparently bottomless debt with just enough room in the lifeboats for the passengers with first-class tickets: the politicians, bureaucrats and bankers. In December 2007 Brown told us: ‘The global credit problem that started in America is now the most immediate challenge for every economy.’8 And he kept on repeating the message that he and the government were in no way responsible for anything ever: ‘People are worried about the impact of what is a global credit crunch, that people understand started in America and is impacting on Britain.’9 However, the truth was that due to this government’s uncontrolled profligacy, HMS Great Britain was already holed below the economic waterline and leaking money rather badly by the time the US sub-prime iceberg came into view. We would eventually have sunk anyway, even in the unlikely event of our captain managing to avoid the iceberg.


BRITAIN’S BUST


We may not have had the boom, but we certainly got the bust. At the moment it’s not possible to say exactly how much of our wealth has been destroyed since the crash hit us, but there are indications that it’s a fair bit. The value of UK shares, for example, has fallen by around £474 billion since 1997 – this will seriously affect anyone with savings in stocks, unit trusts or a pension fund.


Partly as a result of the government’s large expansion of the public sector and the eye-watering pay rises it has given to public-sector managers, and partly due to its cowardice in failing to tackle the public-sector pensions time-bomb, the estimated future costs of public-sector pensions have risen from around £360 billion in 1997 to well over £880 billion today (some estimates put the costs as high as £1.2 trillion). So that’s at least another £520 billion we’re going to have to find from somewhere.


Then we can add on the cost of the bank bailout. Cautious estimates suggest that of the total £1.227 trillion made available to the banks, taxpayers will lose at least £200 billion. The government and its Treasury will claim that we taxpayers are not really liable for all the banks’ losses because each bank will have to bear part of their losses themselves and they will pay interest charges and other fees to the government as part of the taxpayer-funded rescue scheme to help them out of their self-inflicted difficulties. However, there is only one place the banks can go to get the money to pay off their losses, fees and everything else. That place is their customers: us. So, whether the banks siphon off our money directly in the form of massive government handouts or indirectly from charging us more for services and loans and paying us less interest on savings, we will always be the ones to foot the bill for the hundreds of billions in toxic loans, credit default swaps, collateral debt obligations and whatever other financial schemes that the short-term, bonus-hungry bankers were only too happy to mistake for money.


Figure 6 The greatest destruction of national wealth in British history?
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However, perhaps the most obvious decimation of our wealth has come from the explosion in government borrowing to make up for the collapse in tax revenues due to the recession. In his last five-year projection as chancellor, Gordon Brown predicted total government borrowing of a mere £142 billion, give or take a few billion. In his successor Alistair Darling’s latest far from reliable forecast, borrowing over five years looks like being at least £703 billion. And this is assuming a rapid return to sustained growth of over 3 per cent by 2011, which is far from certain. So the rise in borrowing to £703 billion gives us another £561 billion above Brown’s original projections that we’re going to have to cough up, long after the main members of the government that got us into this mess have retired to the lavishly expensed comfort of the Lords, to well-paid employment with the banks they saved with our cash or to highly remunerated positions with international financial institutions like the World Bank and International Monetary Fund (IMF).


This amounts to around £1.755 trillion blown away in the bust. Adding all the excessive spending during the boom and the destruction of our wealth in the bust, we come to the irritating conclusion that well over £3 trillion of our wealth may have mysteriously disappeared under the stewardship of Chancellor Brown and his successor (see Figure 6).


THE BUDGET THAT WASN’T


Some commentators and analysts took the government’s 2009 budget seriously and tried to calculate what effect it would have on the country’s finances and economic prospects. What many experts seem to have failed to understand was that April 2009’s exercise in financial futility was not intended to be a budget as we know it. The government was well aware that the country’s finances were shot to pieces. It also knew that the only way of beginning to balance the books was by cutting public spending. But that posed a thorny political problem. The government wanted to go into the next election lambasting the Tories as brutal butchers intent on decimating public spending so that children could not go to school, the sick would lie untended in the streets and the elderly would die in poverty and starvation. Therefore, the government could not be seen to be making the slightest change to its own bloated spending plans. Instead, the prime minister and his chancellor made a few populist but economically costly gestures such as raising tax and cutting allowances for higher earners. The Treasury knew that these changes would raise little or no money. Those earning over £150,000 are best placed to avoid any attempts by Her Majesty’s Revenue and Customs (HMRC) to take their cash. And even if the wealthy were ready to pay more, the new tax changes would only raise about £5 billion to £7 billion extra per year. That’s pretty small beer compared with the government’s projected borrowing of £175 billion in 2009–10.


As for the chancellor’s projected figures for the British economy that there would be a 3.5 per cent contraction in 2009 and 1.25 per cent growth in 2010, these were contradicted by an IMF report which foresaw two years of economic decline, 4.1 per cent in 2009 and a further 0.4 per cent in 2010. Then a few days after the budget, the Office for National Statistics issued figures showing that the economy had shrunk by 1.9 per cent in the first quarter of 2009 compared with the chancellor’s forecast of about 1.6 per cent. But in some ways it seemed that the government hardly cared and its only purpose was self-preservation – to hold on to the privileges and perks of power for as long as possible. Our leaders appeared to have given up on the economy and were just trying to tread water, pocketing their generous salaries and huge expenses while far beneath them HMS Great Britain sank, gurgling and spluttering, further down into the dark and dismal depths of an ocean of debt.


How did things get to be this awful?




CHAPTER 2


MONEY MAKES THE WORLD GO ROUND


FINANCE RULES, OK?


Over the last few years there has been an extraordinary rise in global capital flows and in the amount of money tied up in various ever-more complex financial instruments. This mass of money and things that are meant to look like money is now many times greater than the economies of the major developed countries and absolutely dwarf the economies of smaller countries. For example, the total value of the US economy (its GDP) is about $14 trillion, with the 27 EU countries combined at around $15 trillion. Economically powerful countries like Japan, Germany and France all have GDPs somewhere in the $2.5 trillion to $5 trillion range. The UK’s GDP is about $2.2 trillion (£1.4 trillion). While most countries’ GDPs have risen over the last 10 to 15 years, this increase is insignificant compared with the explosive growth in financial instruments.


There are many indicators showing the massive rise in the power of international finance and the corresponding weakening in individual countries’ abilities to be masters of their own destinies. One is the volume of money that is exchanged each day through the Bank for International Settlements. This has risen from around $4 trillion a week in 1992 to over $16 trillion a week in 2008. The value of the positions held by banks in the international market also shot up from about $5.8 trillion in 1992 to over $32 trillion in 2008. Another shock/horror figure is the massive increase in financial products. For example, credit default swaps, which are essentially insurance policies taken out against risky loans, went from about $8 trillion in 2004, close to four times the UK’s GDP, to almost $60 trillion by the highest point of 2007, more than 25 times the UK’s GDP (see Figure 1).


Figure 1 Financial activity increased massively compared with economic activity
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In 2006, while the explosion in financial products was reaching its peak, the International Monetary Fund thought that this new phenomenon reduced the risk of financial instability. In its inappropriately named Global Financial Stability Report, it wrote: ‘The dispersion of credit risk by banks to a broader and more diverse set of investors, rather than warehousing such risk on their balance sheets, has helped make the banking and overall financial system more resilient.’ No doubt whoever came up with that theory got a bonus and a promotion. However, after the whole wobbly house of cards came crashing down, a recent British government report, the Turner Review, identified the extent to which the financial markets had become dislocated from the ‘real economy’: ‘The evolution of the securitised credit model was accompanied by a remarkable growth in the relative size of wholesale financial services within the overall economy, with activities internal to the banking system growing far more rapidly than end services to the real economy.’1


Compared with this huge and ever-increasing sea of cash and financial instruments sloshing around the world, individual countries’ total economic outputs look pitifully small. Britain had its first intimation that international capital flows could be more powerful than individual countries when George Soros famously made $1 billion in a single day when he contributed to Britain crashing out of the European Exchange Rate Mechanism in 1992. Since those days of innocence, the volume of money moving around the world has gone up many times.


If the growth in finance is allowed to drift away from the real economy, this can set the stage for massive economic upheaval when financial markets eventually deflate, as they always do, back to reflect actual economic activity. To again quote the Turner Review: ‘This growth of the relative size of the financial sector, and in particular of securitised credit activities, increased the potential impact of financial system instability on the real economy.’ In the last 100 years there have only been four occasions when stock markets lost over half of their value. The first was during the 1929–31 crash. Then 42 years went by until the next major fall in 1973–4 after the oil price hike. Twenty-six years later there was the 2000–2002 dotcom bubble bursting and then just five years went by before the 2007–9 stock market turmoil. This means that three of the four largest market upheavals have occurred in the last 35 years.


POLITICIANS IN MY POCKET?


Faced with the increasing power of the financial markets, governments need to understand the fundamental changes that are taking place and to produce policies that bring the greatest benefit to their people. But the massive and magically increasing amounts of money flowing around, some of which was made available to politicians who looked leniently upon the goings-on in the world of finance, put our political and bureaucratic leaders in a difficult position and tested their allegiance to those who elected them. In the US, each presidential election seemed to require ever more money. Bill Clinton only raised a modest $50.1 million for his 1992 campaign. His second victory needed $55.8 million. George W. Bush first entered the White House after raising $95.6 million. Second time round, this had gone up to $269.6 million. And Barack Obama managed to draw in almost $750 million in his successful 2008 bid for power. While one innovation of President Obama’s campaign was the way he attracted financial support from ordinary voters rather than just a few powerful vested interests, one can only assume that those who made the larger contributions to presidential candidates were expecting something more for their cash than just the warm feeling of having helped someone else into power.


In the 1997 election in Britain, the two major parties both spent more than twice as much as had been used in any previous election. The introduction of the Political Parties, Elections and Referendums Act of 2000 ended the financial ‘arms race’ by putting a cap on political spending. However, this limit did not reduce political parties’ thirst for money. While Labour’s local spending dropped from about £37 million in the 1966–70 electoral cycle to just £28 million in the 2001–5 cycle, its central office’s spending shot up by a factor of five from £23 million to £118 million over the same period.


Since coming to power in 1997 our government seems to have worked hard to befriend the rich and the powerful, particularly in the City of London. Honours have been given to at least 23 bankers including, of course, the Royal Bank of Scotland’s Sir Fred Goodwin, otherwise known as Sir Fred the Shred (see Figure 2).


Figure 2 Labour’s bankroll of honour
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It probably won’t have escaped many readers’ notice that several of the banks listed in Figure 2 have coincidentally been very hungry recipients of taxpayer-funded bailouts. Furthermore, New Labour have brought three bankers into government as ministers and asked another 37 to work on commissions, quangos and advisory bodies. This policy of getting close to people in the City seems to have paid dividends with many City figures becoming major donors to the Labour party, making it less dependent on the trade unions for its money. At one point, just three financiers, with wealth estimated at almost £500 million between them, accounted for close to 40 per cent of donations received by the party.


WHY DID NOBODY SAY ANYTHING?


Since the crash, economists and journalists have been eagerly queuing up to share their wisdom with us by telling us that it was inevitable it would all end in tears. But as we survey the smouldering wreckage of our future economic prospects, the question many people must be asking is why almost nobody said anything at the time.


There was a similar situation before, during and after the 1929 Wall Street Crash. In 1927 the legendary John Maynard Keynes made an unfortunately ill-timed pronouncement: ‘We will not have any more crashes in our time.’ A year later the president of the New York Stock Exchange denied that: ‘we are living in a fool’s paradise and that prosperity in this country must necessarily diminish and recede in the near future.’ In 1929, as stock prices started to wobble dizzily from apparent vertigo as they hit a peak, the New York Times reassured its anxious readers: ‘There may be a recession in stock prices, but not anything in the nature of a crash’ and one leading economist looked into his crystal ball and predicted: ‘I expect to see the stock market a good deal higher within a few months.’


A week or so later, the crash was real, but the head of a major bank opined that there was nothing to worry about: ‘This crash is not going to have much effect on business.’ And of course there were crowds of market analysts telling their readers it was time to buy, buy, buy! One urged: ‘This is the time to buy stocks. Many of the low prices as a result of the hysterical selling are not likely to be reached again in many years.’ Another counselled: ‘Good stocks are cheap at these prices.’ A third derided worriers: ‘Some pretty intelligent people are now buying stocks. Unless we have a panic, which no one seriously believes, stocks have hit bottom.’ Meanwhile in its 1929 New Year forecast, the US Department of Labour predicted that 1930 would be ‘a splendid employment year’. Within 12 months, stocks lost half their value. Within another 12 months they were down to less than a quarter of their 1929 peak, people were jumping off buildings without parachutes and mass unemployment was ravaging the country (see Figure 3).


With the latest financial meltdown, we may have witnessed a similar phenomenon of those in power being reluctant to admit what was going on. Of course, there were a few honourable exceptions. There was Vince Cable, deputy leader of the Liberal Democrats, who famously asked Gordon Brown in November 2003: ‘The growth of the British economy is sustained by consumer spending pinned against record levels of personal debt, which is secured if at all, against house prices that the Bank of England describes as well above equilibrium level. What action will the Chancellor take on the problem of consumer debt?’ Equally famously, Chancellor Brown replied: ‘We have been right about the prospects for growth in the British economy and the right honourable gentleman has been wrong’. One stock analyst in October 2005 advised that: ‘Investors should sell all exposure to the American mortgage securities market’, and added, ‘Some institutions have been behaving like leveraged speculators rather than banks . . . The UK economy is heading for a sharp shock. It just remains to be seen how bad.’ And then there were the founders of websites such as www.stock-market-crash.net and www.housepricecrash.co.uk. They clearly predicted rough times ahead. However, the majority of bankers, politicians and regulators remained remarkably relaxed and uncharacteristically silent as the economy first heated up and then boiled over (see Figure 4).


Figure 3 The Politicians, bureaucrats and bankers have a vested interest in denying reality
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Of course, the main problem is that those with power over us all do very nicely indeed from the economic boom and so are loathe to turn on the lights, switch off the music, stop the party and send everybody home.


Figure 4 Our leaders said it could never happen
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SO, WHOSE FAULT WAS IT?


Now that we’re well and truly in the financial mire, the people in power have been admirably quick to blame anybody but themselves for the mess. Bankers have accused consumers of over-borrowing, politicians of ignoring the housing-price bubble and regulators of incompetence. Politicians have made the same accusations against consumers and regulators, while falling over each other to attack the bankers for greed and reckless lending. As for the regulators, they claimed nothing was their fault and generously gave themselves record bonuses while the financial system whose health they were charged with protecting collapsed sickeningly around them. Meanwhile, we consumers have been only too willing to finger the bankers for lending to us too easily, the politicians for encouraging us to spend and the regulators for not protecting us from our own greed and recklessness.


Our current problems can be traced back to the extraordinarily benign economic conditions we have enjoyed since the mid 1990s. Falling prices due to the industrial development of countries like China helped maintain low inflation in the West. Due to the way inflation was measured, which excluded house prices, this low inflation contributed to low interest rates. All this led to a set of behaviours from four main groups – financial institutions, consumers, governments and regulators – which in themselves should not have been unmanageable, but which combined to produce the perfect financial storm (see Figure 5).


 


Financial markets


Faced with low interest rates many financial institutions, investors and pension funds moved into buying riskier investments in order to boost their returns in what has been called ‘a ferocious search for yield’.2 To satisfy the growing demand, ever-more complex financial products were developed. The huge fees which were generated from these products encouraged financiers to keep repackaging and selling on the same basic investments in the form of SIVs, CDOs, CDO2s and an ‘alphabet soup’ of other even more exotic so-called ‘innovations’. But when mortgage defaults started to increase, doubts began to arise about the real value of these products and the market for many of them froze. Under pressure to ‘mark to market’ (to account for the value of these products at the going market rate which was then at fire-sale prices) some institutions found that they had inadequate capital. Unsure about which banks had sufficient assets, lending froze and the credit crunch kicked in (see Figure 5).


Consumers


Following the losses of the dotcom crash, many consumers turned away from the stock market and put their money into housing. It was seen as a safer bet than shares and, for some people, buying second homes and buy-to-let properties became a substitute for pension savings. More money flowing into housing caused a large increase in house prices. Seeing the value of their homes going ever upwards, people were tempted to borrow more in order to trade up to larger properties. Others decided to withdraw equity from their rising house values to spend on other goods and services. Faced by higher interest rates after housing loan ‘honeymoon periods’ ended, some borrowers began defaulting. This hit house prices, house-building and spending. With falling house prices and the uncertainties of a general economic slowdown, consumers cut spending, which of course led to further slowing of the economy, house price falls, job losses, more defaults and so on in a self-reinforcing downward spiral (see Figure 5).


Governments


Under pressure from activist groups, the US government had been relaxing credit rules in order to help more people get on to the housing ladder. One crucial step towards releasing credit to lower-income families was the Community Reinvestment Act. This was designed to encourage commercial banks and savings associations to meet the needs of borrowers in all segments of their communities, including low- and moderate-income neighbourhoods. Congress passed the Act in 1977 to reduce discriminatory credit practices, known as ‘redlining’, against low-income neighbourhoods. The Act required the appropriate federal financial supervisory agencies to encourage regulated financial institutions to meet the credit needs of the local communities in which they were chartered. The Act also stated that this lending should be ‘consistent with safe and sound operation’. In the frenzy to earn commissions from selling mortgages, this part of the legislation seems to have been overlooked. Then, when the government-sponsored lending corporations known as Fannie Mae and Freddie Mac took almost half of all sub-prime lending on to their books, this encouraged even more dubious lending which further stoked the mortgage and housing market.


In Britain, too, the government was keen to encourage home-ownership. Also the British government made a fatal error of judgement when it chose the Consumer Price Index (CPI), which excludes housing costs as its key measure of inflation, rather than the Retail Price Index (RPI), which includes housing, to evaluate the economy. This choice meant that the government’s view of the economy ignored the rapidly inflating house-price bubble. However, with the good times rolling, politicians were only too keen to enjoy the popularity that came with supposed economic success. When the whole thing first ground to a juddering halt and then went into rapid reverse, our leaders very publicly started shouting abuse at the bankers as if unaware of the part they themselves played in the crash (see Figure 5).


Regulators


With inflation low and the economy booming, regulators in the US and elsewhere believed that a new world of financial stability had arrived and policed the market accordingly. Unfortunately, many of their regulations, which were effective in the good times, backfired spectacularly when the going got tough. The Basel I accords, agreed by central banks across the world in 1988, gave incentives for banks to push lending off their balance sheets, making them appear better capitalized than was the case. Moreover, some of the main regulators had an excessive consumer focus – they spent too much effort regulating the sale of financial products and insufficient focus was given to the stability of the overall financial system.


Once things turned sour, the capital adequacy rules contained in the Basel II accords of 2004 inadvertently managed to turn a drama into a crisis. As the banks’ assets declined in value, many were forced by capital adequacy rules to obtain more capital. This led to the dumping of assets and the hoarding of cash. Lending dried up and some banks found themselves unable to get funding. Furthermore, EU rules prevented effective, discreet intervention by the central banks. In 2007 Northern Rock’s funding gap, for example, was only about £4.4 billion, but its very public problems and the subsequent run on the bank caused a £15.3 billion decrease in customer accounts. Once one bank had gone under, a crisis of confidence hit the whole banking sector, shares collapsed and we all know what happened next.


The regulators were perhaps even more complicit than the politicians and the bankers in glossing over the economic dangers lurking in the undergrowth. They remembered to turn up for work to collect their generous salaries, they attended lavish meals provided by the financial institutions they were supposed to regulate and they enjoyed all the other perks of a luxury taxpayer-funded lifestyle. They just forgot to look at what the banks were up to. And on the few occasions when they did a bit of war-gaming to stress-test the business models of some of the most vulnerable banks, they were so polite that firms such as Northern Rock and HBOS completely ignored them.


Relying on the ratings


Some people have also started to question the role played by the main credit-rating agencies in the boom and bust. Paid by the larger financial institutions to give ratings to increasingly complex and impenetrable financial products, some rating agencies experienced massive growth in their turnover and profits. For example, the revenue at Moody’s whizzed up from $602 million in 2000 to $2,259 million in 2007, while net income rushed from $158.5 million in 2000 to $701.5 million by 2007. Even after the financial meltdown, Moody’s described itself as follows: ‘Moody’s Investors Service is among the world’s most respected and widely utilized sources for credit ratings, research and risk analysis. Moody’s commitment and expertise contribute to stable, transparent and integrated financial markets, protecting the integrity of credit. Moody’s independence and integrity have earned us the trust of capital market participants worldwide.’3


Figure 5 A simple guide to the financial crisis


[image: image]


Standard and Poor’s also seems proud of its services: ‘Standard and Poor’s is the world’s foremost provider of independent credit ratings, indices, risk evaluation, investment research and data. We supply investors with the independent benchmarks they need to feel more confident about their investment and financial decisions.’4


Given the post-2007 financial crisis, the doubts cast on the value of many financial products and the fact that some of the banks which had bought them were bailed out with billions and maybe even trillions of taxpayers’ money, many commentators have wondered how products which had previously received high credit ratings could be worth so much less than originally thought.


Faced by this institutional chorus about how glorious everything was, how were ordinary people to know that all the money they had carefully entrusted in savings and pensions to long-established and supposedly respectable banks were being squandered on near worthless bits of paper passing from hand to hand in an uncontrolled merry-go-round? Meanwhile, the politicians, bureaucrats and bankers involved all became rich.




CHAPTER 3


SAVING OUR SAVINGS


A FOOL AND HIS MONEY


During the boom years there was a worrying drop in savings rates in the US and Britain as money was sucked into housing and consumer spending. In the US, rates more than halved, falling from 3.65 per cent of earnings in 1997 to just 1.78 per cent by 2008. In Britain the drop was much more dramatic, from 9.6 per cent in 1997 to a mere 2 per cent by 2008. Meanwhile, in Asia’s exporting countries like Japan and China total savings shot up.


Now that interest rates have been cut to almost nothing in order to get us out of the financial crisis and spare the profligate from the results of their spendthrift ways, borrowers and spenders must be laughing. Meanwhile, those who have been more cautious and have made the effort to save rather than spend must be crying into their cups as they see the returns on their carefully accumulated nest eggs diminishing by the day and in some unfortunate cases losing their money altogether.


One probable result of the current crisis is that more people will decide to divert money from consumption to saving. However, given historically low interest rates, most of us will be looking around for ways to get better returns on our savings than are being offered by most of our diminishing number of banks and building societies. This will provide a massive business opportunity for those in financial services who are often so pantingly eager to look after our money. But as we contemplate the main savings options – shares, bonds or cash – a key question is whether, following the financial crisis, we can trust those who claim they can help us save and invest, or whether they are mostly in the business of lucratively separating fools from their money.


THE MAGIC OF THE MARKETS


Buyer beware


Amongst all the adverts for unit trusts, bonds and all sorts of other investments in the personal finance sections of our weekend newspapers, frequently there are encouraging articles with helpful charts showing the high returns that can be earned, for example, by investing in shares. In a typical recent example a journalist enticingly claimed that just £1 invested in small value stocks in 1926 would be worth over £72,000 today, only 83 years later. Moreover, according to this journalist, even if you had put your £1 in lower risk, blue-chip large value stocks you’d still walk away with more than £8,000 (see Figure 1).


Figure 1 Newspaper claims of high returns from stocks


[image: image]


At first glance, judging by this chart, investment decisions become a complete no-brainer. Just look at the way the value of your investment seems to shoot up. Following the logic of this chart would mean that a mere £1,000 invested now would be worth about a mouth-watering £72 million in just over 80 years. You may not be around to collect all the lovely loot, but think about what this would mean to your great-grandchildren and their children. This seems better than winning the lottery and it looks a lot easier: after all, most of us would have no problem finding just one grand to stick in the stock market if it would ensure financial security for our descendants for generations to come. Moreover, even if you sold your investments before the 80-year term, the chart makes it look like you’d still walk away with a huge wedge. No wonder a financial adviser interviewed by a Sunday newspaper about the prospects for the stock market during what might be the dead-cat bounce of spring 2009 enthused: ‘History says fill your boots, sell your wife, dive in.’


Before you start telling your grandchildren about the £72 million their children and their children’s children will be getting once you’ve departed, you need to look at this wonderfully seductive chart a little more closely. The first thing to notice is that the scale on the left goes up by a factor of ten each time from £10 to £100 to £1,000, all the way up to £100,000. By crunching the scale in this way, readers get a highly misleading picture of the real rate of growth of their investment. In Figure 2, we produce the same chart for the supposedly rapidly growing investment in small value stocks, but with a normal scale from £1 to £100,000.
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