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We are of course summoned to address many great challenges that arise from the global changes that are shaping our twenty-first-century lives—combating global terrorism and nuclear proliferation, and in the wider economy itself, curbing the volatility in oil, food, and commodity prices and fighting climate change with the opportunity that I would like to write about later for a transformation in the way our economies consume energy. But in this book, the priority is to address head-on the new and gnawing insecurity that millions now experience in their daily lives. And so my priorities are jobs and justice. This book is a call for the world to achieve together what we now know is possible in the immediate future: to create and save 50 million jobs worldwide and to lift nearly 100 million people out of poverty. I will seek to show that ‘the new normalcy’ people talk of cannot ever be ‘a return to the old status quo’. We are on an uneven and hazardous journey whose route and destination should not be left to chance, but must be shaped by our common endeavours and by the values we share in common. And for me at least, the oft-quoted phrase I hear spoken and sometimes use myself of ‘restoring the global economy to full health’ cannot be an accurate description of the outcome we seek without its including millions more hard-working families in decent jobs.

This is my first draft, a work in progress. But of this I am certain: the basic thesis—that global problems need global solutions and that there must be an alternative to a decade of low growth and lost jobs—will withstand the arguments about culpability for the crisis and the questions about specific recommendations.
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PROLOGUE

It was while I was flying across the Atlantic that I resolved what we as a government had to do.

The date was Friday, September 26, 2008, and we were returning overnight from the United States. I had just left the White House and a meeting with George Bush and just finished a phone call with Alistair Darling, Chancellor of the Exchequer, who told me we would be nationalising the Bradford & Bingley bank that weekend. Not for the first time, I was grateful to have the calm good sense and judgement of my longtime friend holding the reins in the Treasury at a time like this.

As the plane was taxiing down the runway I read a fax that Jeremy Heywood, the peerless and all-seeing Permanent Secretary at Downing Street, had sent just before takeoff.

It set out for the first time the numbers I had asked for from the Treasury, the Financial Services Authority, and the Bank of England on the losses and capital that would be needed to stabilise our banks. I thought I was, at that stage, beyond being shocked, but even I was taken aback by the figures.

Reading the latest grim data about the state of British banks I knew that doing nothing was not an option. We were days away from a complete banking collapse: companies not being able to pay their creditors, workers not being able to draw their wages, and families finding that the ATM had no cash to give them. As has been my habit for decades, I was writing notes—action points and reflections—as I talked with Shriti Vadera, our brilliant business minister and former banker. As we debated, only one possible course of action remained.

I wrote it on a piece of paper, in the thick black felt-tip pens I’ve used since a childhood sporting accident affected my eyesight. For good measure, I underlined it twice. It said simply:

RECAPITALISE NOW.

Private capital had already been deployed,1 and those investors had been severely burned; they and other investors were unlikely to return.

So in that one moment we set upon a course of our own; these banks had to be recapitalised and, if necessary, bought into by the government immediately. We worked through the night. The banks were sure to resist, and some might even oppose us; after all, we were asking some of Britain’s proudest businesses to surrender without a fight to semi-nationalisation, and we were asking others who had said they did not need capital to go out and get it, a move that would dilute the equity of their shareholders, perhaps at the cost of management’s own jobs.

We needed to have a comprehensive, once-and-for-all capital, funding, and liquidity plan for the whole banking system that would restore stability. By the time we landed I had decided, despite an inconclusive meeting in which it had become clear that the United States was already committed to its course of action, that the solution to the crisis was capital. And for three or possibly four of the banks, this would mean huge amounts of government capital. I knew there would be many hurdles to work through—not least the banks’ resistance to the whole idea. So we would probably have to force them to recapitalise. They still needed liquidity and medium-term funding in order to lend. I wrote another note to myself with my felt-tip pen: NO LIQUIDITY WITHOUT RECAPITALISATION.



It didn’t have the elegance of ‘No taxation without representation’, but it would do. And there could be no liquidity without the banks dealing with the big problem that businesses and families faced: lack of credit. And as we proceeded, we became resolved that the banks also had to deal with their excessive remuneration, which had been at the cost of the capital on which they depended.

For several months I had been deeply concerned about the banks’ failure to lend. At first I believed that confidence could be restored if we got banks to declare their losses, and there had indeed been a wave of private-sector rights issues, with companies selling new shares as away of getting capital. But the work I had commissioned over the summer and following the events of September 2008 convinced me that most banks hadn’t been honest; they were just sitting it out, hoping that something would turn up. The process of declaring the extent of losses and the full scale of the toxic assets—of executives telling their seniors, management telling the board, the board telling the market and their shareholders—was proving so painful that too many people in the banks were deluding themselves that the problems would disappear.

The pressure was increasing by the day. It was clear that if there was no resumption of lending in the economy there would be a crash. Worse, if we had a run on the Royal Bank of Scotland, there would be people and shops and schools and hospitals trying to function with no money. The urgency for comprehensive action was further increased by the dramatic volatility in commodity prices, which threatened people’s standard of living.2

With the major industrial economies hurtling toward a depression, we were facing a perfect storm. Economic orthodoxy was proving irrelevant; the market seemed intent not on self-correction, but on self-destruction.

We were looking at deep structural flaws at the heart of our banks (excessive leverage had left banks undercapitalised for the risks they had irresponsibly assumed), and it was clear from the work my team and the Treasury had done over the summer that the crisis could no longer be characterised, as it had been earlier that year, as just a series of liquidity problems. At the time, no other government was proposing the actions that we determined on as our plane powered through the darkness.

I asked Shriti how she thought that not just the markets and the banks, but also the UK overall, would react to such a radical proposal, one different from the American TARP (Troubled Asset Relief Program), which focused on buying assets and equity rather than injecting capital and which we had been investigating while we were in New York and Washington. Shriti said everything was too fragile and unpredictable to call, but that this was the best thing to do. Not exactly the reassurance I had wanted to hear, but I could always rely on her to be laser-like in her focus and direct in her answers. It felt like we were on our own. I resolved to speak immediately to President Nicolas Sarkozy, the current president of the European Union, and other European leaders.

So, as our plane crossed the night sky, we were considering taking action that was unprecedented, potentially isolating, and certainly risky. But I was convinced that, if we did not do so, we would be facing a banking collapse that would make the queues of depositors outside Northern Rock bank look like a Sunday outing.

I did not have any doubt—and I certainly could not afford to show any—about the decision I was making, even as my mind churned with trepidation about the number of different angles we had to cover. By the time we touched down in London and after I talked to Alistair Darling and we had agreed on the way forward, we had made a government decision that turned the orthodoxy of the past thirty years on its head.






INTRODUCTION The First Crisis of Globalisation


On the evening of Tuesday, October 7, 2008, eleven days after that sleepless night flight from Washington, after we had prepared the banks for the recapitalisation announcement the following day, the head of one of Britain’s biggest banks told me that his only problem was cash flow, and that all he needed was ‘overnight finance’. His comment undermined any remaining confidence I had in the collective wisdom of our bankers. The next day two of our banks, then among the biggest in the world, became our biggest banking casualties ever. A few months later, in January 2009, they announced losses that were the highest in British history.

His bank’s problems were not short term, or simply about liquidity, and help with cash flow could not have helped for more than a few days. The problems were far, far worse than he knew or perhaps would admit. They were structural and fundamental. His bank owned assets of unimaginable toxicity and had been left with too little capital to cover its losses and remain solvent. The market clearly believed that as well.

But as Wall Street tried to work out if and how the Troubled Assets Relief Program would work, bankers, regulators, and governments across the world were still in shock and had not formed a consensus about what needed to be done. Some called for more liquidity to be pumped into the system. Others wanted to cordon off toxic assets. In Europe there was still a view that this was a problem of, and exclusive to, the so-called Anglo-Saxon economies.

It had taken us more than a year to get to this point, but during the summer holiday I had already come to a different and very troubling conclusion: that the banking problems ran so deep, and were so systemic, that Britain could not afford to wait for others to join us before taking root-and-branch action to save our banks. By September I knew we were days away from a complete meltdown. I had set a course, and was prepared to go it alone if necessary.

At five the next morning I told Sarah that she would have to be ready to pack our things for a sudden move out of Downing Street. I was about to announce that we were offering to invest billions and take control of Britain’s two biggest banks—something no government in British history had ever done. If what I was about to do failed, I would have no choice but to resign. As I walked into the office that morning I didn’t know if I’d still be in office when the sun set that evening.

Then I got down to business. On October 8, 2008, Alistair Darling and I announced the biggest recapitalisation in Britain’s banking history: a government-led recapitalisation package, in which we offered to buy up to £50 billion of bank capital and equity, with a unique £250 billion credit guarantee scheme for banks to issue debt and £200 billion of extra liquidity. In return, we would hold firm to the tough conditions we had set on the plane back from America: no funding without recapitalisation.

This book is my account of how we got there: an insider’s story of the financial crisis that burst upon the world in 2008. If the right decisions had not been taken by leaders across the world, we could have faced a worldwide depression, bringing with it a return to the protectionism, mass unemployment, extremism, and political instability of the 1930s.1 This is a book about what happened then, and what should happen now.



The world has never been faced with such a complex global economic challenge—such fast financial reversals, such great banking threats, and such pronounced economic instabilities—as it faced in 2008.

I want to tell the story of a banking crisis that morphed into an industrial and business and employment crisis, and is now seen by some as a government debt crisis but which is in fact a far bigger crisis, a crisis of globalisation itself.

This is my personal recollection of the key political events but also my analysis of what we can learn from them. Part One in particular is an account of events as I saw them, events that, even now, are difficult to put in context. As I said in my speech to the Joint Houses of Congress on March 4, 2009, ‘We tend to think of the sweep of destiny as stretching across many months and years—as if each minute leads inevitably to the next, before culminating in one of the decisive moments we call history. But sometimes the defining moments of history appear suddenly and without warning.’

I have long felt that the rhythm of the political day is too often drawn to symptoms, not causes; to reaction, not reflection; to the low-hanging fruit and not the high-placed prize. There are times when high-pressure decisions matter, and that even when we know what is right policymakers too often fail to act. But in this case, we did act quickly and got to the heart of the problem, but as politicians we must take our share of the blame and responsibility for this crisis, and in the coming chapters I will outline the areas where I put my own hand up and accept that the fault was mine.

But I would also, with some trepidation and considerable humility, like to posit that there is something I brought to the challenge that came from my particular strengths and even my particular weaknesses. One of my oft-remarked-upon failings as a communicator is that I like to talk in numbers, what the British press branded my ‘tractor statistics tendency’. This criticism has some justification. It is also, I believe, relevant to the story that will unfold in the chapters that follow.

I follow data and statistics because the patterns I see within them help me make sense of complicated human reality. While others may see a dry report on employment statistics and consider it boring, I see a set of stories behind each column of numbers, stories about the hopes and fears, the triumphs and disasters of individual lives.

It was that relationship with numbers which first drew me into the Jubilee 2000 campaign for debt cancellation. I had never been to Africa, never visited nor met with the communities who could benefit from the writing-off of unjust debts. But given the projections I had been seeing since I first looked at the problem in 1989, it made no sense to me to insist on the repayment of these debts: they were weighted with the human lives that could be saved or changed if we released their countries from the debit to the credit column. When, many years later, I did meet the children in school and the patients on anti-AIDS drugs who were benefiting from the debt-cancellation dividend, I put faces to the lives I had sensed were inscribed on those pages of numbers.

This is, for better or worse, a part of how I think, how I make decisions, and how I see the world. So in the pages that follow there will be many statistics. But underlying the data is messy, unpredictable, fragile human life. The decisions I describe here were made by people. Whether those decisions were wise or foolish, moral or immoral, did not have abstract consequences of interest only to academic economists and market traders. As a direct result of globalisation, they mattered to all people everywhere. Precisely because the impact of the crisis was so painful and so widespread, people everywhere are asking how it happened and how can we avoid its repetition. I hope this book will be a useful contribution to that debate, and I want to begin it with a basic explanation of why we are where we are.



This crisis was global in scope and scale in a manner that is unprecedented. For the first time everybody, from the richest person in the richest city to the poorest person in the poorest slum, was affected by the same crisis2 and although its roots are global, its impact was local, directly felt on nearly every high street, on nearly every shop floor, around nearly every kitchen table.

The opening-up of trade and the creation of competitive markets have brought the great successes of globalisation, including a global growth that has lifted one billion people out of extreme poverty. I remain resolutely in favour of globalisation, of free trade, and of liberalised markets.3 But while the benefits of globalisation must never be understated, they cannot be secured without a willingness to address, at a global level, the underlying economic, democratic, social, and political weaknesses of globalisation—and its regulation—that have been revealed in the past few years, which make this more than an ordinary crisis or even a crisis similar to that faced between 1929 and 193l: this is the first crisis of globalisation. The shift in the world economy is not transient or temporary but permanent and profound. For two hundred years—the entire history of industrialisation—Europe and America have produced most of the world’s goods, have been the main exporter of goods and services, have accounted for the majority of manufactured products sold, and have been responsible for most of the world’s economic activity and investment.

In 1990, the United States and the European countries that now form the European Union (twenty-seven countries) were responsible for 55 percent of all manufacturing, 57 percent of all exports, and 59 percent of all world economic activity. The majority of investment—52 percent—was made in Europe and America too.

This was in itself a remarkable achievement of two centuries of economic growth. Nations that today represent little more than 10 percent of the world’s population accounted for much more than 50 percent of the world’s production, manufacturing, output, exports, investment, and, of course, consumption.

Even in 2000 the dominance of America and Europe was just holding. But since 2000, the balance of economic power between the two first industrialised continents and the rest of world has been shifting fast.

By 2010, America and Europe accounted for only 45 percent of manufacturing output, and for just 47 percent of exports. Today, most of the world’s additional growth is not American or European but comes from the rest of the world—and so we are tipping over from an old world where America and Europe accounted for more than half of all world economic activity to a new world where it is much less than half. The latest figures suggest that America and Europe will soon be investing less in their future than the rest of the world. As a share of world investment, America and Europe’s share is falling even faster and will fall further by 2015.

Yet with less than half of world trade output and investment, America and Europe still consume much more than half—more than 60 percent—of the worlds goods and services.

The rapidly rising production in Asia had not been complemented by similarly rising consumption in Asia.

So for the first decade of the century, one side of the economic equation—production, investment, exports, and manufacturing, and the other side—consumption in these two parts of the world—have been moving in different directions. Globalisation has generated opposite gravitational poles of production and consumption, and today the world arrangements look unbalanced and unsustainable.

These changes not only reflect, but arise from, this uneven development of our global economy. This is a direct consequence of the global sourcing of goods and services—the first defining characteristic of globalisation—and, second, the global flows of capital. No nation has the ability to navigate on its own in a world that has grown more and more interdependent. The global sourcing of goods and services has led to cheaper Asian goods, which are out-pricing traditional American and European manufacturing. The global flows of capital have made it possible for American and European consumers to borrow from Asian producers. So instead of the shift from American and European production to Asian production matched by a shift in consumption to Asia, we have seen a shift in borrowing with Asia, especially China, lending to America and Europe. We might have expected a world in which the high-income industrialised countries were net exporters of capital to the emerging markets; instead the biggest emerging market economy is itself the biggest net exporter of capital. Never in human history, as Martin Wolf puts it graphically, has one superpower lent so much to another. These new economic arrangements could not have happened without the global sourcing of goods and the global flows of capital. Put simply, the uneven development I am charting could not have happened without globalisation. That is why I call it the first crisis of globalisation. But the policy question is not whether we retain globalisation—globalisation is a fact—but whether we manage it well. This is what this book is about.

At the heart of the crisis was a failure intrinsic to unregulated global markets, an instability that resulted from the manner in which increasing flows of capital around the world happened and impacted the economy. As economies became more interconnected and global finance more entangled, regulators and governments have failed to keep pace and increase coordination.



For more than a decade, up to 2007, globalisation—global flows of capital and global sourcing of goods—had expanded, but in an uncoordinated way. In 2008 we saw, one by one, commodity markets subjected to such volatility that they put growth in the world economy at risk—with sharply rising oil prices, then booms in industrial metals, then rising food prices and volatile currencies.4 But the imbalances that globalisation had created had also made possible a flood of excess liquidity. And the search for the highest yield had taken banks not just into new areas of risk, but had pushed them into using new risk-laden instruments too. These activities, combined with the high leveraging of bank assets, created a race to the bottom by encouraging people to take risks they did not understand, by selling assets the banks wouldn’t properly value, all without the capital to support them and with perverse incentives to do the wrong thing.

The bubble in American home prices and mortgage-backed bonds had started to burst as early as 2006. By the time the world discovered a word previously unheard outside banks and trading floors, subprime, hundreds of billions of dollars’ worth of assets backed by American mortgages had been bundled up, rated as rock-solid Triple A investments, and sold around the world, often to investors who had no real sense of the value (or lack of it) of what they were buying. Included in those mortgage bundles were those sold at high interest rates to the poorest and most likely to default.

The financial innovations that allowed this to happen, and how the impact of what happened at the bottom of the American housing market was felt throughout the financial centres of the world,5 are described in Part Two of this book.

The crisis continues to unfold, and without action of the sort I describe in Part Three that could mean low growth and high unemployment in Europe and America for a decade. It could also mean millions more around the world condemned to lives of poverty. Avoiding that outcome will require governments across the world to make the difficult long-term decisions I detail in Part Three. Everything I recommend will be under-pinned by my lifetime commitment to fiscal responsibility, keeping deficits and debt as low as possible. Addressing low growth and high levels of world unemployment and poverty are, however, the biggest long-term challenges today, so policies for fiscal consolidation must support growth and jobs and not destroy them or put them at risk.

Even more than the ability to act boldly, I believe, this crisis calls for the ability to reason morally.

I believe the most stunning revelation of the crisis was this: despite the financial markets infusing every aspect of everyday life, the ethical values that matter in everyday life had never infused the financial market. On the eve of the London G20 summit I addressed religious, civic, charity, and business leaders at St Paul’s Cathedral and put it this way:


You know in our families we raise our children to work hard, to do their best, to do their bit. We don’t reward them for taking irresponsible risks that would put them or others in danger. We don’t encourage them to seek short-term gratification at the expense of long-term success. And in Britain’s small businesses, managers and owners are the enterprising people our country depends on and we rightly celebrate. But they do not train their teams to invest recklessly or behave in an underhand way or keep their biggest gambles off the books.

Most people who have worked hard to build up their firm or shop understand responsible risk-taking but don’t understand why any company would give rewards for failure or how some people have grown fabulously wealthy making failed bets with other people’s money. So it is absurd for those on the extremes to blame the private sector for our problems. What we actually need is the practice of most of our private sector to be adopted by all of our private sector.

And our task today is to bring our financial markets into closer alignment with the values held by families and business-people across the country.



The argument underlying both that speech and this book is that while moral hazard was a serious issue in the bank recapitalisation, there was an even wider, deeper, and more urgent moral question which the behaviour of the banks created. While the manifestation of bank failure may have been undercapitalisation, the true cause was much simpler: recklessness and irresponsibility all too often created by greed. Money that should have capitalised the financial system went instead directly to excessive rewards. Money that savers put into banks on trust was gambled—and not for the savers’ security, but for the benefit of the traders themselves.

It was as if we had forgotten, as I said at St Paul’s, ‘that the virtues we admire most and the virtues that make society flourish—hard work, taking responsibility, being honest, being enterprising, being fair—are not the values that spring from the market but the values we bring to the market. They don’t come from market forces; they come from our hearts, and they are the values nurtured in families and in schools, in our shared institutions and in our neighbourhoods. Markets depend upon what they cannot create. They presuppose a well of values and work at their best when these values are upheld.’

The operation of the financial market had presupposed—but at the same time actively undermined—precisely those values that are needed to create trust and maintain both a good society and a strong economy.

Just as the crises of the 1970s raised questions about the proper limits of government, so now this crisis raises questions about the proper limits of markets, for every day the crisis worsened it became clearer that much of the economic orthodoxy was irrelevant to the conditions we faced.

Under orthodox economic theories, markets ‘clear’ continuously, wages and prices adjust in a flexible way, an economy’s resources are then fully put to use, and any systemic shock will bring about a further adjustment of wages and prices to the new realities. Even when we know that there is imperfect information and imperfect players, it is assumed that markets are optimally self-regulating in the absence of government interference.

But the crisis has shown us that orthodox microeconomics does not give the full picture. Financial markets are in fact capable of the most spectacular self-combustion. In these conditions the basic issue for public policy is this: Can we agree that markets are in the public interest but cannot be automatically equated with it? If markets can be guided not just by rational judgement but by what Keynes called ‘animal spirits’—risk-averse one day, irrationally exuberant the next—and if globalised risks cannot even be properly managed with the best mathematical models in the world, then it is in the public interest to ensure a proper balance between the role of markets and the role of government under which both markets and government are tamed, in order to ensure that they reflect the values of the people and meet their needs.

So the question I want to pose is this: Do markets, like states, need their own constitution—an explicit statement of ethics and rules—to be debated, discussed, argued about, redrafted, and agreed on? I will revisit this point later, but for now my argument is that, in each generation, the norms and workings of our economy are forged in a set of relationships that are established among individuals, governments, and markets; and the settlement many governments had reached by the 1980s and 1990s proved wholly inadequate for the global problems we have had to address in these past three years.

But we are even more at risk from another market failure. The mirror image of the microeconomic problem is a macroeconomic one. Ever since Keynes and the experience of the 1930s, we have understood that demand can fall short of supply. Now, in 2010, we are facing the same kind of decisions the world faced then, with at least 200 million people around the world idle and 100 million more poor people already pushed into extreme poverty.

In the 1930s, when markets failed, governments had to step in, and so the modern relationships between government and markets resulted from the New Deal in the 1930s. The post-war welfare state in Britain is one example. By the 1970s, with problems of corporatism, producer-vested interests, state inefficiencies, and the revolt against collectivism, we realised that government itself could become a vested interest. But it is true to say that, instead of reforming the relationship between governments and markets, the dominant paradigm became one of ‘efficient markets’—a view consistently challenged by thinkers in the tradition of Keynes and, more recently, behavioural economists and George Soros, with his influential theory of ‘reflexivity’.

And now in the first decade of the twenty-first century we have come to realise again that markets too can be shaped by vested interests, that economic players are not always rational, that markets are not self-correcting, that employment does not automatically recover, and that a wholly deregulated, passive model of capitalism and of absentee government cannot cope with extreme fluctuations and shocks of the sort we saw in the banking crisis.

Most of all, we have found that such problems are not lessened but magnified by globalisation. But, as I will suggest, the answer is not to reject markets, nor to reject government action. Instead, recognising that both markets and the state can fail, the answer is to find a new way for individuals, markets, and governments to work together.

We can no longer say that markets do not need morals while governments do, nor that markets must be unbridled because it is government—but never markets—that can be shaped by vested interests. Nor should we say that markets can never be moral but governments can.

So I will test what I think is the most far-reaching conclusion from this crisis: that ending that age-old battle for territory between private and public sectors, between the role of markets and the role of governments, does not happen just with a cease-fire. Its resolution must be founded not upon a mechanical compromise—just agreeing to public-private partnerships or a tactically driven line of demarcation—but upon a moral foundation of a shared commitment to the public interest.

In my view we should test the argument that if both markets and government can get things wrong, then it is best that they both be underpinned by values that reflect the desire for fairness and responsibility as well as the need for competition and enterprise. For me this is the only sustainable basis for the trust on which markets and governments depend. The twentieth century was dominated by a sterile battle between markets and states, between public and private sectors. In the twenty-first century markets and states must both subject themselves to a greater force: the values and the best aspirations of people themselves.

I now believe, more firmly than ever, that we need a shared ethics for globalisation that goes far beyond the interests of a few large global companies and financial institutions, and instead supports a new global order in which, in the approach to economics, the environment, and social justice, each new policy direction we take will be founded not just on the common interests that arise from our interdependence, but the shared beliefs that arise from our common values. When we look at possible model relationships between markets and government for the way ahead, I will suggest that we can build on two truths we have discovered amid the crisis. The first truth is that as a society we have many more weapons available to us to deal with market crises than we had previously thought. The second is that, where appropriate, these weapons can be most effectively deployed when coordinated at a global, and not just a national, level.

When asked at a Wall Street Journal conference for one piece of advice that summed up the lessons I had learned from the crisis, I replied very simply, ‘Global problems need global solutions.’ This is true not only of the financial market, but of terrorism, climate change, nuclear proliferation, global health pandemics, development, and mass migration. Perhaps the clearest expression yet of a growing internationalism among the peoples of the world is the awareness of extreme poverty, with a whole generation who watched Live 8 and signed up to campaigns like ONE proclaiming that the gross inequities between rich and poor nations cannot endure forever.

Of course, we will always be proud to be British or American or Russian or Chinese or Indian citizens. But we cannot deal with any of this by thinking of ourselves just as British citizens or as only American citizens or simply as Russian or Chinese or Indian citizens. Unless American, British, Russian, Chinese, Indian, and many other citizens and their governments work together to address those global problems that can be solved only by coordinated international action, then we will have failed.

In writing this book I have tried to address what I consider to be the defining test of our generation: whether we are prepared to make globalisation work for people and not the other way around. In my speech at St Paul’s I recalled a placard I had seen at the Make Poverty History rally in 2005, which humbles me still: ‘You are G8. We are six billion.’

Billions of people around the world are in need of and are demanding a better globalisation. It is the nature of power that you always leave tasks unfinished when you leave office. It is the nature of politics that the argument must continue. This book is my warning of a decade of lost growth and my answer to that fear with a call for a better globalisation. It is an explanation of a pattern in the numbers that points to an enormous opportunity to alleviate poverty, create jobs, and grow. A future of low growth, high unemployment, decline and decay is not inevitable; it’s about the change we choose.






PART ONE






CHAPTER 1 ‘All I Need Is Overnight Finance’


Looking back now, the shocking run on Northern Rock in September 2007 was the first sign the British people had of the global banking problems that would eventually overwhelm our largest banks.1 But behind closed doors, back before I became Prime Minister and while I was still Chancellor of the Exchequer, a lot of us in the Treasury felt it right to ask questions about how the financial system would respond to bank failures. The timing was not dictated by any particular bank event; at that time, no one had reported an institution in danger, and no one was telling us that risks had substantially worsened. But we always liked to plan for any eventuality, and so we thought it would be very useful to play through the scenario of a bank failure.

In this spirit, Ed Balls, the brilliant former Chief Advisor to the Treasury and then City Minister led the Treasury, the Bank of England, and the Financial Services Authority (FSA) in conducting a Britain-only simulation exercise of what might happen in the event of a bank failure in Britain itself. Would the fall of a bank or a building society raise systemic issues? Could we allow such a bank or building society to fail? What was the point at which such a collapse became a threat to the entire system?

Always thinking of the global impact, I approached Hank Paulson, US Treasury secretary, and told him what we wanted to do. He readily agreed to participate in a joint transatlantic project.

Normally, the only simulation tests that the UK conducts with the United States are military exercises. As far as I know this was the first joint exercise focused on financial matters. Fortunately, all the American authorities agreed to participate. Besides Hank Paulson, we brought together by videoconference Mervyn King, the governor of the Bank of England; Callum McCarthy, head of the Financial Services Authority; Ben Bernanke, head of the Federal Reserve; and all the major regulators in the United States—nine different regulatory bodies, including the Securities and Exchanges Commission and the New York Fed.

The question raised by the simulation exercise quickly focused our minds: Was the financial institutions’ problem one of illiquidity, or were they insolvent? If they were insolvent, could a rescue of a building society be justified? What moral hazards—what expectations that the government would absorb future risks—were we creating if we acted?



Most who joined our financial ‘war-game’ started with the view that there would be moral hazard if a rescue was undertaken. After much discussion, most ended with the view that in at least some circumstances rescues would have to be undertaken. No one imagined that in our modern economy there would be queues around the block with runs on banks.

But it has struck me subsequently that we were asking only some of the questions that needed to be raised. For obvious market-sensitivity reasons, no private-sector participants were in the room, but it might have been better if we had simulated potential private-sector responses. The question we could not definitively answer in a simulation was, of course, whether the private sector would be prepared to come to the rescue without government funding—a private sector subsidy was, of course, the question we had to deal with immediately after Northern Rock had gone bust.

Most important, at the time, the simulation was not set up to ask what might happen if a combination of banks might be in difficulty. With the exercise bound around the fate of one institution, there was no detailed discussion of the increased entanglement of institutions with each other and the dependence of many institutions on the shadow banking system—and what they would do if an off-balance-sheet entity had to be brought back on to the balance sheet.

Modern capitalism needs leverage to flourish. Of course we knew of the historical tendency for credit booms to happen and for the system to become overleveraged. We also knew that at the peak of a cycle extra capital will be needed when there are greater risks in the system. So I had never taken the view that the kind of global financial regulation I had been fighting for since the Asian crisis was, somehow, in 2007 and 2008 now irrelevant but that, at this point in time, it was impossible to achieve.

However, although I had fought internationally post-Asia for a proper monitoring of risk and an early-warning system, I had to accept that I had lost the argument and that the best we had been able to achieve was a Financial Stability Forum with responsibility for, but little power over, financial stability. In the meantime we had to continue to press the economic leaders of the world for stage-by-stage improvements in the monitoring of systemic risks and vulnerabilities.

Of course with a leveraged economy, there would always be risk. But I and others felt that, if there was a diversification of risk spread across many institutions and through many instruments, we were in a better position. I now believe that this was the biggest and most far-reaching mistake I and others made.

I was assuming that risk had indeed been dispersed across the system. The very new, very diverse range of institutions and instruments implied that the failure of one institution did not necessarily lead to the failure of some or all. But the world of finance was operating without the benefit of the global financial oversight I had been pressing for—and also without any comprehensive global picture of the full scale of the shadow and formal activities of the financial institutions and of their entanglements with each other.

According to pre-crisis assumptions, if there was a diversification of risk across the financial system, then the leveraging of financial institutions was less a systemwide threat than a matter for risk management in the individual institutions. Regulators could then focus more on the individual bank than the systemic effects from the behaviour of the institutions. Such a diversification of risk implied that there were unlikely to be huge spillover effects and contagion if one institution was in difficulty. I recognised that by failing to develop both an early-warning system and an effective crisis-prevention and crisis-resolution system in the world economy, we were at a disadvantage. There was no global system. Nationally we had a tripartite system of the Bank of England, the Treasury, and regulators assessing risks regularly. And internationally the International Monetary Fund (IMF) and the international Financial Stability Forum joined the banking regulators in scrutinising the global picture and pattern of risk.

But underlying the view that risk was diversified was the obvious conclusion that everyone assumed was right: that, as our experience after the Second World War had shown, the main threat to stability was high inflation. The economic priority was therefore to keep inflation low so that with low interest rates homeowners and businesses who borrowed would not have the kind of repayments at 15 percent interest rates we saw in the 1990s.

In the financial innovation that had happened, I saw the benefits for homebuyers (because the competition and innovation had created lower mortgage rates and the wider provision of mortgages) and for businesses that needed investment funds.

It wasn’t until later that we saw what none of us had bargained for: the sheer scale of the shadow banking system that would create a race to the bottom and co-opt mainstream banks to their practices. They had not, in fact, diversified much risk, and their entanglements threatened all financial institutions.

We were to find that almost all the banks would have too little capital to cope with a mispricing of the American mortgage market. The entire world failed to fully understand the new financial instruments. But so, it transpires, had those who devised, bought, and sold them. Banks were both too big and too interconnected to fail.

Contrary to our expectations, and long-held economic wisdom, the problem the world was to face was not, in the end, high inflation—the cause of every Western recession since the Second World War, but overleverage and undercapitalisation, leading to huge financial instability. Few had reckoned that there would be a complete market failure in a large part of the mortgage market in the United States, or had anticipated the breadth of the impact that would have because of the numbers who had bought subprime mortgage securities. Everybody seemed to want and to have a part of the action. What had appeared to investors to be a virtuous circle instead became a chain of destruction that led straight from the unemployed homeowners walking out on their risk-laden mortgages in Florida to the collapse of some of Europe’s biggest banks. The first public sign of this in Britain was what happened with Northern Rock.



On September 14, 2007, televisions across the UK broadcast the story. In one day, Northern Rock depositors withdrew £1 billion in the first run on a British bank since Overend, Gurney and Company collapsed in 1866, some 141 years before. Most people watched in complete disbelief as our TV screens showed hitherto unbelievable pictures of a bank run in a modern economy. I was at Downing Street watching long queues outside branches of a British high street bank. It was like a scene in a film or a picture in a history textbook, but not something I had ever expected to see in my lifetime or under my watch.

It was a disastrous outcome after what should have been a straightforward bank rescue. During August and early September, intensive discussions had taken place with Northern Rock about its problems, focusing on its access to liquidity and the state of its balance sheet. On September 13, Northern Rock asked for and received Bank of England support in its role as ‘lender of last resort’.

Under Alistair Darling’s leadership the Tripartite group went to work on a plan to rescue Northern Rock, but somehow the BBC’s business editor, Robert Peston, got hold of it. On a prime-time news programme he announced that Northern Rock had gone to the Bank of England because it was in trouble. ‘But’, he added, ‘no one should panic.’

But, naturally, people do panic when they believe their savings are at risk of being wiped out. For me, it was frightening to see such a physical manifestation of the frailty of modern economies. Because of the manner in which the information was leaked, people were terrified they might lose everything, and our main job was to make sure that the British public felt safe and was kept safe.

At 7 a.m. on Friday, September 14, Alistair announced that he had authorised the Bank of England to provide a liquidity-support facility ‘to help Northern Rock to fund its operations during the current period of turbulence in financial markets while Northern Rock works to secure an orderly resolution to its current liquidity problems’. He went on to stress, ‘The FSA judges that Northern Rock is solvent, exceeds its regulatory capital requirement, and has a good-quality loan book.’

Alastair and I were, as usual, in constant touch. As the bank queues grew longer and the public panic more intense, it became more and more obvious what needed to be done. The Bank of England’s liquidity-support facility to Northern Rock, against appropriate collateral and at an interest-rate premium hadn’t stopped people from overwhelming bank branches to get their deposits. Consequently, over the next two days, the Treasury worked on an even more radical plan: to guarantee all Northern Rock deposits and, if necessary, those of other banks that were imperilled by the run. It was imperative that we stop the panic. We did not want Northern Rock infecting any other banks. Fortunately, the guarantee did quell the panic and put a stop to the run.

After addressing the most obvious sign of the crisis we next had to look for the solution to the problem of a failed British bank. Here I intervened. I was against nationalisation, especially of a failed bank, and at that stage I would not let it be considered. I favoured a private-sector buyout of the bank, partly because I believed we could isolate Northern Rock’s problems and partly because, ever since the 1970s, the Labour Party had been losing elections on the question of economic competence. Tony Blair and I had spent twenty years building New Labour on the foundation of market competition, private enterprise, and economic stability as the path to growth and I was not prepared to undermine that painstaking work with one instant decision.

Northern Rock was the first British lender to fully embrace mortgage securitisation. This meant it no longer held its loans to customers for the fifteen or twenty years it lent, but instead parcelled them up, sold them, and used them as collateral for further funds.

By the end of 2007 50 percent of the outstanding mortgages in the UK had been sold off in securitisation vehicles. But no other bank or building society had been as aggressive as Northern Rock with so little capital behind it in pushing for a larger share of the British housing market. No other bank had relied so much on cheap debt. And no other bank was so dependent on short-term cash. As the Financial Services Authority concluded, ‘Comparison would have shown Northern Rock, relative to its peers, as having a high public target for asset growth (15–25% year-on-year) and for profit growth; a low net interest margin; a low cost:income ratio; and relatively high reliance on wholesale funding and securitisation.’

What exposed Northern Rock was the reckless way it came to depend not on its depositors but on overnight and short-term borrowing from the markets, paying low interest rates to fund long-term mortgages on a scale that grew at a phenomenal rate. Its business model could succeed for a time, but Northern Rock had no Plan B for when the short-term financial markets dried up.

In June 2007, only weeks before its interim results of July, Northern Rock had announced a profit warning. The first sign of its reliance on a stable overnight funding market was thus revealed.

Northern Rock’s problem was not liquidity, but their entire business model, which bore little resemblance to the old building societies, whose mortgages were covered by their deposits. In fact only 20 percent of Northern Rock’s outgoings were covered by retail deposits and mortgage payments.

Northern Rock’s problem was not simply that without adequate capital it was in no position to withstand the freezing of short-term finance in the marketplace; further compromising their position, from 2005 onward—and in its pre-crisis 2006 accounts—the mortgage bank was issuing false figures for mortgage arrears. Three senior executives have now been fined, since they admitted hiding hundreds of mortgages that were in arrears in the months before the bank failed. The Financial Services Authority’s report into the failure said that staff felt ‘under pressure’ to produce attractive arrears figures. As a result the mortgage bank issued arrears figures that were half the industry average, and then, in their reports to investors, publicly congratulated themselves on their success. The true repossession figures were, in fact, 300 percent higher than reported.

The executives at Northern Rock had pursued the model beyond its ethical conclusion and stretched their capital to the limit to provide the highest returns to executives and shareholders. The view I held at the time has been confirmed by events: this was more than a breach of regulatory rules. If there is no criminal law and thus there are no criminal prosecutions to deal with these and other companies’ flagrant abuses I identify later, there should be.

Throughout October 2007 the Treasury held discussions with putative private buyers. We looked at all the options, including holding an auction to find a private buyer, but interest in a deal was conditional on the government taking over all the firm’s debts. The government was being asked to take on all of the firm’s risks but would receive none of the benefits; that would have nationalised the losses and privatised the gains. But in these circumstances nationalisation started to look like the only option.

Meanwhile the American market began to show evidence of the impact of subprime lending: UBS announced losses of $3.4 billion from subprime-related investments, and Citigroup unveiled a subprime-related loss of $3.1 billion. By the end of the month Merrill Lynch’s CEO, Stan O’Neal, had resigned after the investment bank revealed its $7.9 billion exposure to bad debt. By December it was becoming clear that the subprime crisis was having a major impact on the willingness of banks to lend to each other. The European Central Bank and central banks of the US, the UK, Canada, and Switzerland coordinated offering billions of dollars in loans to banks to try to get money flowing through the system again.2



I spent the Christmas break as usual with Sarah and the boys in Scotland. This was my first Christmas as Prime Minister, and I had been looking forward to getting back home to Fife to relax. Instead I was hugely troubled as to why, despite many commentators concluding that the problems were starting to ease, the market seemed to have frozen. I became worried that the cause of the freeze was the existence of toxic assets and that the freezing of interbank lending would spill over into the rest of the system. Because this was a global and not just a national problem, I was also worried about the lack of international coherence in our approach to these problems, and about banks’ levels of transparency all around.

JANUARY 2008

As we returned for the New Year I set about trying to rectify these problems. I began by arranging a meeting of the European heads of government in the G8 in London for the end of January and started drafting an article for the Financial Times. It appeared under the title ‘Ways to Fix the World’s Financial System’. I argued that ‘if the manifestation of the problems was an under-pricing of risk, the source of many of the problems was a deficit of transparency. That transparency deficit needs to be addressed—from within organisations, their auditors, the credit rating agencies and through regulatory requirements, leading to an increased understanding by firms, investors and regulators.’

As credit dried up the Fed took further action to try to ease things. On January 22 it announced a surprise interest-rate cut of three-quarters of a percent, to 3.5 percent, followed on January 30 by a further half-percent cut. At the same time, consumers were getting very anxious about the standard of living they could expect in the coming year. Commodity prices were already spiking by this point.3 They were to remain hugely volatile throughout the year.

The annual World Economic Forum, held in Davos, Switzerland, in January, had for years been a celebration of financial success. I had often attended since becoming Shadow Chancellor in opposition in the early 1990s. When I spoke there in early 2007 I had argued forcibly that people power—expressed anew through the Internet, email, and the emerging forms of social networking—would change forever the way political decisions would be made. But this year, 2008, I went with a far more urgent message: I wanted to warn that the scale of the banks’ losses, unless addressed, could threaten a recession, and to argue that we would need new rules for banking in the future and that we had to be bold with both monetary and fiscal support for our economies.

Later that month, on January 29, I welcomed the European members of the G8 (President Nicolas Sarkozy of France, Chancellor Angela Merkel of Germany, Prime Minister Romano Prodi of Italy, and President José Manuel Barroso) to discussions in London. While Romano Prodi—a long-term friend with both a great intellect and a passion to help the poor—was about to leave office, the other three of us were to keep in regular direct touch by phone, videoconferencing, and meetings during the crisis. I admire Angela Merkel as thoughtful and brilliant, always able to see the way to a consensus, and a superb summit leader. Nicolas Sarkozy is also a friend who is a force of nature, and as his European Union presidency demonstrated and as his joint presidency of the G8 and G20 will soon show, is unrivalled in his sense of purpose and action. Juan Manuel Barroso should receive more praise than he gets for holding Europe together from crisis to crisis without ever losing sight of his vision of a fairer, more prosperous continent. We were to be a good team fighting these first stages of the crisis. The meeting started in the Cabinet room and then, after an hour, moved to a small dining room on the first floor of Downing Street. It would be a chance, I hoped, to relax a little together and to develop some informal understandings about where each of us stood.

My starting point was that we needed the banks to start lending, and we could not go on as normal if the banks did not demonstrate to us that they had rid themselves of their impaired assets. No one now believed them when they said they had cleaned up their balance sheet. I argued that, to restore confidence, we had to determine a timeline within which overdue change had to happen. Everyone agreed that pressure on the banks had to be intense, but I sensed that even now my European colleagues believed this was America’s crisis alone, and that the UK was affected because it has the same Anglo-Saxon financial system. They were not alone in hoping that the rest of Europe might escape the worst of the crisis.

Upstairs, in the more informal atmosphere of a small dinner party, we exchanged views about future cooperation. Everyone agreed the G8 could not be the sole vehicle for economic coordination, and discussion ranged from a G8 plus 5 or 6, to a possibly wider group. The debate about the optimal forum in which to discuss these issues was to continue right up until September, but my main objective—opening channels of communication and seeding the idea with European leaders that this was not an American issue but a global one—had been achieved.

FEBRUARY 2008

On February 6, 2008, I talked at length to President George Bush about working together to develop a more effective joint plan to reduce marketplace uncertainty. This was followed by an agreement that weekend, when Alistair led the meeting of G7 finance ministers in Tokyo to call for the prompt disclosure of losses. I thought that if we could only get the banks to declare their losses we could restore the trust necessary in the interbanking market, which would in turn ensure that the banks fulfilled their role in the economy for businesses and households. There was to be a slow but gradually dawning realisation that the assets were so impaired and the losses so great that the banks did not actually have enough capital to declare these losses. Over the next few weeks I had a videoconference with Chancellor Merkel, phone calls with a number of world leaders, and meetings with my European colleagues (on February 21 with President Sarkozy and Prime Minister José Luis Rodríguez Zapatero of Spain), and each conversation increased my certainty that the declaration of losses was going to be a precondition of restoring confidence.

Meanwhile, in the midst of our general worries about the financial system, Alistair and the Treasury team led by John Kingman were now also meticulously considering the detailed alternatives for the future of Northern Rock. We had averted total collapse in 2007, but the bank needed to be put on a stable footing for the long term. Despite ten private companies having expressed an interest in buying the bank in October, in November Northern Rock had announced that all of those offers were below its share price (leading its share price to drop a further 20 percent). By February 13 only two bidders remained: Virgin and the Northern Rock board. Alistair and I met to discuss them both. We felt that the board’s offer would disadvantage the government, while Virgin’s bid was conditional on three more years of liquidity support.

By February 17 the Treasury’s view was that a period of temporary public ownership was, of all the options available, the best value for money for the taxpayer. All options would require a degree of effective public subsidy in the short term; in the case of public ownership, to offset this subsidy the government would secure the full value released by any future sale compared to only a very small share of any upside with a private-sector solution. Given the current market conditions, it seemed extremely unlikely that significantly better terms could be secured from one of the private-sector bidders through negotiation. I accepted with an incredibly heavy heart the reality of the choice the Treasury presented me with. I had no idea that six months later I would be the one initiating the government’s buying into the biggest banks in the country.

At 4 p.m. we announced that Northern Rock would be nationalised and ‘managed on arm’s length terms, as a commercial entity’.


MARCH 2008

It was against this backdrop that Alistair had to deliver his annual budget. We had just nationalised a bank, and rising prices for food and oil were still creating huge pressures on family finances, so as we dealt with the problem of financial confidence we needed also to focus on consumer confidence and to reassure the public that their standard of living would be protected.4
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