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Introduction

Back from the Brink

But the world economy

is still in danger

Is my money safe? Will my credit card work? Will my wages get paid? Will I even have a job? What about my pension? What is my home really worth? Where will it all end? What if the economic system around us actually collapsed? Such questions had never even crossed the minds of most people in Britain, America and other rich countries until the recent financial crisis. Economic meltdown might strike poorer places such as Argentina, Asia or Africa. It may feature in the history books: remember the soup kitchens and dole queues of the Great Depression of the 1930s. But it did not happen – surely could not happen – nowadays in supposedly advanced economies. Or so we thought – until September 2008, when banks were suddenly falling like ninepins, markets were plummeting and governments seemed overwhelmed. Was everything we took for granted falling apart around us?

For a while, it seemed like it was. It was a terrifying mix of panic, bewilderment and powerlessness. It seemed surreal. How could everything just seize up like that? Suddenly, seemingly out of nowhere, our jobs, savings and hopes for the future were in jeopardy. Eventually, though, governments and central banks managed to quell the panic by conjuring up incredible sums – hundreds of billions, then trillions – to prop up the banks. Even so, they could not prevent the financial meltdown becoming an economic one: factories ground to a halt, trade slumped, unemployment soared. But again the authorities rode to the rescue – slashing official interest rates to zero, flooding the economy with money, pumping out huge fiscal stimulus packages and providing open-ended guarantees to the banking sector. It worked: a depression has been avoided. But huge dangers still lurk ahead.

As I write, in October 2009, the panic already seems like an age ago. Our brains conspire to black out such a traumatic experience. All the talk is of recovery, even as unemployment remains high. China’s economy is growing in leaps and bounds, India’s almost as fast. Brazil is bouncing back. Other emerging economies in Asia and Latin America are back in business too. For once, the developing world is leading the way. World trade is recovering. America, Britain and the rest of Europe are twitching too. They could hardly fail to show signs of life after the huge shot of monetary and fiscal adrenaline that the authorities have administered. Stock markets are surging ahead, as is the price of oil. House prices show signs of picking up. Bankers are back to gambling at public expense. Politicians are patting themselves on the back for saving the world. But while the terror has passed, the aftershocks endure – dreams dashed, jobs gone, futures mortgaged.

By the time you read this, the economy may be growing at a fair clip – or the recovery may have fizzled out. But irrespective of the immediate outlook, is the recovery really sustainable? Is the world economy back on the right track? Have we learned the correct lessons from the crisis? Have governments done enough to prevent such a cataclysm happening again? Or might we actually be even more vulnerable to a bigger crisis over the next decade or so?

Powerful voices argue that little needs to change. The financial system may need a few tweaks here and there, but otherwise the world should go back to business as usual. The faster economies recover, the stronger such siren voices will grow. Others feel that everything must change. Global capitalism is a giant wrecking ball that crushes the poor, destroys jobs and is killing the planet; such a dangerously unstable and destructive force needs to be tamed. Many people aren’t quite sure what to make of it all. Angry but confused, they lash out at all and sundry – greedy bankers, conniving politicians, dastardly foreigners. Unfortunately, this debate is generating more heat than light and too little action where it is needed, too much where it isn’t.

Heed the warning

We have been here before. The global financial crisis that began in 2007 was preceded by one a decade earlier. That tsunami kicked off in Thailand in the summer of 1997 and soon engulfed much of Asia and then Russia too. By 1998 stock markets everywhere were tanking and when LTCM, an American speculative fund – sorry, ‘hedge fund’ – sank in September its huge debts threatened to drag down the international financial system with it. For a few weeks that October the world economy seemed on the brink of meltdown. I remember it vividly: I was an international economics writer at The Economist at the time. Suddenly, all my friends in London were interested in what I had to say. (It didn’t last long.) This is how I wrote about it in my first book, Open World:


The US Federal Reserve bailed out LTCM and made emergency cuts in American interest rates to try to calm panicky investors’ nerves. The world waited anxiously to see if the medicine would work. The fear everywhere was of recession, depression, slump. But fortunately the storm abated. Europe and North America emerged shaken, but relatively unscathed. Soon it was back to business as usual. Grand talk about rebuilding the world’s financial architecture proved to be hot air. All the blueprints for reform gathered dust. Investors found new games, like punting on glorified get-rich-quick pyramid schemes known as internet start-ups... American multimillionaires like LTCM’s John Meriwether were bailed out. Ordinary Americans and Europeans were saved by interest-rate cuts. People in poor countries bore the brunt of the financial storm.



How quickly we forget! Yet add ten years to the dates and uncanny similarities emerge. The most recent crisis also started in a seemingly unimportant part of the global financial system – America’s market for ‘subprime’ mortgages (housing loans for risky borrowers) – in the summer of 2007. It soon spread to Britain, causing a run on Northern Rock bank in September, and to much of Europe. By 2008 stock markets everywhere were plunging and when Lehman Brothers, an American speculative ‘investment bank’, collapsed in September, its huge debts and other commitments threatened to drag down the international financial system with it. The US Federal Reserve and other central banks slashed official interest rates to try to calm panicky investors’ nerves – and the world economy fell off a cliff. It seems the fire-fighters have lost some of their potency.

That Europe and North America have not emerged unscathed from the most recent crisis is not the only difference from 1997–8. For a start, the crisis began in the United States, which supposedly has the world’s most advanced financial system, rather than in a developing country with a less sophisticated one. It soon also gripped Britain and much of Europe, which have highly developed financial systems too. So it cannot be blamed on the shortcomings of particular economies with underdeveloped financial sectors. Rather, it shreds the foundations of modern globalised finance. As I argued in 2001 in Open World, financial markets are inherently unstable. They are prone to Manias, Panics and Crashes, the title of a classic history of financial crises by Charles Kindleberger. And that instability can have devastating consequences for people’s jobs and the economy as a whole. Reforms that were shelved a decade ago must not be ducked now.

Alarmingly, governments appear to be failing to heed the lessons of the latest crisis. They are instead perpetuating past mistakes and compounding them with new ones. Insiders increasingly claim that the crucial difference between 1998 and 2008 is that whereas the Fed organised a rescue of LTCM, the Bush administration decided to let Lehman go bust. In their view, a deep recession could have been avoided if Lehman had been bailed out. But the real mistake was not allowing Lehman to fold; it was letting it collapse so chaotically, as I shall explain in Chapter 1. Unless the right action is taken now, we risk an even greater catastrophe within the next decade or so – when, hamstrung by huge debts, policy-makers in mighty America, let alone not-so-mighty Britain, would be almost powerless to respond. Life could become as chilly as it is now in Iceland for Thorvaldur Thorvaldsson, whom we will meet in Chapter 1. An even more devastating crisis would not only cause untold misery to billions of people. It could also finish off our Open World – and with it countless opportunities for progress.

But perhaps the most striking contrast between the earlier crisis and the recent one is the very different role played by emerging economies – poorer countries that are developing fast. In 1997–8 – and in earlier crises, such as the Latin American debt crisis of the early 1980s – emerging economies were hit first, hardest and longest. This crisis hit them last, least and shortest. Very quickly the big emerging economies (BEEs) bounced back, with China leading the way, India close behind and Brazil following on. These buzzing BEEs are leading the global recovery, not following it. ‘Investors and political leaders are looking at us differently,’ Luiz Fernando Furlan, a Brazilian businessman whom I interviewed for Open World and who served as his country’s trade, industry and development minister from 2003 to 2007, proudly remarks. ‘For the first time we are part of the solution, not part of the problem.’

Buzzing BEEs

The crisis has highlighted and accelerated a historic shift in the world economy: the amazing rise of the BEEs – China, India and Brazil – not to mention that of smaller emerging economies, such as South Korea, Chile and perhaps one day South Africa too. As recently as 2003 only thirty-one of the world’s five hundred largest companies by revenues were from emerging economies. By 2009 China alone had thirty-nine companies in the Fortune Global 500, South Korea fourteen, Russia eight, India seven, Brazil and Taiwan six each, Mexico four, Singapore two and Malaysia, Saudi Arabia, Thailand, Turkey and Venezuela one each. That’s ninety-one in total.1 The change has been particularly dramatic in finance. In September 2009 four of the world’s top ten banks by market value were Chinese; in 2006 none was. The Industrial and Commercial Bank of China holds more deposits than any other. The $8-billion flotation of part of the Brazilian arm of Banco Santander was the biggest stock-market listing of 2009.

By some measures, emerging economies already account for half of the world economy. More significantly, over the next decade (and beyond) they are likely to account for the bulk of economic growth in the world.2 This has huge implications for everything from global energy use to how the world economy is run, as will be discussed in Chapter 5. Inexorably, the centre of gravity of the world economy is shifting east (and south).

Emerging economies’ growing prosperity is incontrovertible evidence of the immense benefits of freer trade, investment and people flows. For sure, poverty remains extreme for the bottom billion – mostly in Africa – who live in states that are incapable of providing for their basic needs, let alone reaping the benefits of globalisation. The World Bank reckons that the crisis has pushed another 90 million people into the extreme poverty of surviving on less than $1.25 a day. Those tragedies urgently need addressing. But life is looking up for most of the developing world. In less than a generation, poverty in what was once known as the Third World has been slashed. Whereas in 1990 nearly two-thirds (63.4 per cent) of people in developing countries lived on less than $2 a day, by 2005 fewer than half (47 per cent) did.3 (Remember that $2 stretches much further in rural India than it does in London or New York.) The ranks of the middle classes – those living on between $2 and $13 a day – swelled from 1.4 billion to 2.6 billion people over the same period. Half of the developing world is now middle class. In India, average incomes doubled between 1994 and 2008.4 Astonishingly, average incomes in China multiplied tenfold between 1980 and 2008, doubling since the turn of the century alone.5 Annual income per person has soared to $6,000 (£3,750) a year, allowing for differences in purchasing parity. If living standards in China and India – which together account for three in eight people on the planet – continue to grow at 8 per cent a year, they will double every nine years and quadruple in eighteen. By 2025 1.3 billion Chinese – many of whom were starving as recently as the 1970s – could be as prosperous as the Portuguese are today.

This ought to be cause for celebration, not just in emerging economies but also in the West. Primarily, in my view, because it offers unprecedented opportunities for billions of people to enjoy a better life: first to escape poverty, then to enjoy the comforts of middle-class life and eventually to achieve the living standards that are taken for granted in the West. Anyone who has a shred of concern for their fellow human beings should rejoice, not try to impede it. It will make the world a much fairer place – and a safer one. Emerging economies’ growth can also make people in rich countries better off – by creating new jobs, new businesses and new technologies, as well as by providing a wider choice of cheaper and better imports. In the decade before the crisis, American consumers’ free-spending ways helped power the world economy. Since then governments have stepped in. But a sustainable and balanced global recovery will depend increasingly on demand from China and other emerging economies, as will be discussed in Chapter 4.

China is already the world’s fastest-growing consumer market. Any company that taps into it can prosper, as Darius Stenberg, a young Swedish entrepreneur whom we shall meet in Chapter 4, can testify. He is minting it by helping Chinese people to obtain a nicer smile. China is also, increasingly, a land of opportunity for Westerners – dare I call them immigrants? – who are moving to Shanghai, Beijing and Shenzhen for the buzz and the chance to get rich. Gary Speed, who left London for Shanghai in 2005, will tell us his story in Chapter 8. As India’s entrepreneurial companies become world-beaters, they are snapping up and turning around Western ones, creating new jobs and better products for Westerners. In Chapter 5 we will meet Baba Kalyani, an Indian industrialist whose father was a penniless peasant, whose company probably supplied some of the parts for your car. Many of the companies developing new clean-tech solutions to the problem of climate change are based in China or India, or rely on Chinese and Indian brainpower. Last but not least, cheaper and better imports from emerging economies help the money in people’s pockets to stretch further, which is particularly welcome in these straitened times. Brazil, in particular, could help feed the world, as I will argue in Chapter 9, where we will also meet Kitty de Kock, who picks fruit for Tesco in South Africa.

Yet the rise of the BEEs is often seen as a threat, particularly in angst-ridden advanced economies (the As) – America, Europe, Japan, Canada, Australia and New Zealand. China, in particular, has become the lightning rod for many people’s fears about the global economy. Many Americans and Europeans worry that Chinese exports threaten their jobs, especially now unemployment is so high. Joe Fehsenfeld, a mild-mannered gentleman who makes printed circuit boards in America’s Midwest, thinks it is time we tamed the Chinese dragon, as we shall see in Chapter 6. Generally happy-go-lucky Australians are getting anxious about Chinese investment, as Chapter 7 will explain. Some, particularly in America, even blame China for the financial crisis. The broader fear is that emerging economies’ increasing energy use will cause an already overheating planet to fry. The BEEs feel it is unfair that they should compromise their chances of development now to solve a problem caused primarily by the As, but unless everyone eventually reduces their carbon emissions, climate change could have catastrophic consequences, as will be discussed in Chapter 10. Politicians in America and Europe are upping the ante by threatening to tax imports from countries that they feel are not doing enough to curb their carbon emissions. This has the makings of a huge trade war that could hammer the fragile world economy and shatter the chances of countries cooperating to limit global warming.

The stakes are huge. Our relatively Open World has delivered – and can continue to offer – immense benefits to both rich and poor. New freedoms, new opportunities, new ideas, greater variety and diversity, better lives in the broadest sense – in other words, unprecedented progress. But it now faces four huge challenges: making global finance safe; reshaping the world economy along healthier and more balanced lines; keeping the global economy open as it emerges from the crisis and adjusts to emerging economies’ rise; and coping with climate change. Failing to fix the flaws in global finance risks an even bigger crash. Failing to shake up the world economy could lead to stagnation, political tensions, economic instability and a nasty debt crisis. Succumbing to protectionism and prejudice could throttle everyone’s future prosperity. Failing to address climate change properly could pose even greater dangers to the planet. In short, our Open World is threatened by crash, crisis, closure and a climate catastrophe.

But it’s not all doom and gloom. Each of these challenges also contains an opportunity. Put global finance right and a safer world beckons. Reshape the world economy and a stronger, more stable world is in prospect. Open up the global economy further – free up farm and services trade, allow people to move more freely – and a fairer and richer world is in sight. Embrace a low-carbon future and a cleaner, sustainable and more secure world is possible.

The future of the global economy hangs in the balance. What happens next is up to us. Decisions taken (or not) now could shape it – for good or ill – for a generation or more. It is vital that the right choices are made. Worryingly, though, governments are already making big mistakes.

Risky moves

The world came perilously close to financial Armageddon in 2008–9. Next time we might not be so lucky. Governments were right to rescue the banking system – on which the rest of the economy depends – but their misguided efforts to prop up existing banks are storing up huge problems for the future. They missed an opportunity to reshape global finance while it was on its knees. Now that it is resurgent, pumped up with public money and guarantees, the big danger is that its awesome lobbying power and sway over policy-makers’ thinking will block much-needed changes.

Contrary to those who argue that global finance should be left largely intact, it requires radical reform. Yet the changes that policy-makers are considering are too timid; some are irrelevant, others wrong-headed. The understandable furore about bankers’ bonuses is diverting attention from much more important issues, not least the unacceptable notion that some banks are ‘too big to fail’ and so have a licence to gamble at public expense – heads they win, tails taxpayers lose. Economists call this ‘moral hazard’. But that is a huge understatement – it is a racket. Capitalism without risk of failure is like power without accountability – it corrupts absolutely.

Fixing global finance is a precondition for a healthy and balanced recovery. Righting the policy mistakes that sowed the seeds for this crisis is also essential. So too is avoiding new errors. As economies struggle to their feet, many weighed down by huge household debts, governments need to tread a delicate course between nurturing the recovery while it remains weak and supporting it for too long on an unsustainable path. The big danger is that they will seek to postpone the much-needed adjustment rather than easing it – or even try to relaunch the world economy along the old, unbalanced, unsustainable lines. They must not flinch in the face of tough decisions – such as allowing yesterday’s industries to fail or tilting currencies in the right direction – that are needed for a strong and sustainable recovery, as I shall discuss at length in Chapter 4.

Protectionism in all its ugly forms must be resisted. Contrary to those who claim that globalisation in general has failed, free trade, foreign investment and the free movement of people are all overwhelmingly forces for good. The crisis represents a failure of finance, not of markets in general. It is sloppy thinking to suggest otherwise. Just because Royal Bank of Scotland (RBS) failed does not mean Tesco has stopped delivering the goods. Citibank’s collapse does not detract from Google’s genius. Even in a crisis, companies are vying to better Apple’s iPhone. The only migrants that ought to be blamed for the crisis are international bankers. So while bankers need caging, businesspeople and workers need freeing.

Politicians protest that they will not repeat the protectionist mistakes of the past. But their actions belie that. Even in the boom years, suspicion of foreign investment, products and workers was often strong. The Doha Round of trade talks at the World Trade Organization (WTO), launched in 2001, has been deadlocked for years, while a thicket of rules prevents most people from working where they want to. But now that times are tough in America, Europe and elsewhere, the temptation for governments to hit out at all things foreign may prove irresistible. Victor Fung, chairman of the International Chamber of Commerce (ICC), which represents world business, says he is ‘extremely worried’ about protectionism. ‘Leaders still pay lip service to the idea that we should not be protectionist, but we’ve seen a lot of backsliding since the last G20 meetings.’

When leaders of the Group of Twenty (G20) major advanced and emerging economies met in Washington DC soon after Barack Obama’s election in November 2008, they pledged to resist protectionism. ‘We underscore the critical importance of rejecting protectionism and not turning inward in times of financial uncertainty,’ their joint statement said. Yet by December 2009 the world’s governments had implemented 297 beggar-thy-neighbour measures – and G20 members were responsible for imposing 184 of them, according to Simon Evenett of the University of St Gallen in Switzerland, who coordinates a website called Global Trade Alert (GTA) that provides independent monitoring of policies that affect world trade.6

China was the biggest target of protectionist measures. Among the worst offenders were Russia, India, Indonesia, Ukraine, the European Union and the United States. And despite all the talk about boosting green jobs, innovation and industries of the future, most of the measures (outside of finance) seek to protect sectors such as agriculture and smokestack, lower-end manufacturing. ‘Only the most cavalier observer could dismiss the harm being done to exports and its possible contribution to economic recovery,’ Evenett concludes.

On the positive side, Mexico has opened up many of its markets unilaterally. China and, to a lesser extent, India have also abolished many export taxes. Sweden has bucked the global trend by allowing in foreign workers more freely. But in general the omens aren’t good. Around the world, protectionism is rising in a variety of guises. Government-supported banks are directed to keep their lending national; US ones have been forced to rescind job offers to foreign graduates. Politicians are urging people and businesses to keep their spending local; the US fiscal stimulus package contains explicit ‘Buy American’ provisions. Asian countries are responding with their own ‘buy local’ campaigns. Anti-dumping investigations against imports that are deemed too cheap are proliferating (albeit from a low base). America is lashing out at Chinese tyres7 and steel pipes; China responds by targeting American poultry. The EU is keeping out Chinese steel pipes on the basis that they might harm European companies. America is banishing Brazilian orange juice. Mexico has announced sanctions against a variety of US imports in retaliation for Congress keeping Mexican trucks off American roads. Russia has raised a host of import tariffs. Indonesia has introduced a swathe of import licensing schemes, Argentina a host of protectionist reference prices. Japan is rewriting sanitation policies in a way that will restrict food imports. India has banned imports of Chinese toys and mobile phones altogether. ‘Hit by a tide of imports?’ asks an ad by India’s customs service depicting a crashing wave. ‘Safeguard duty may be your lifeguard.’

Bailouts for car companies – more than $50 billion for General Motors (GM) and $7 billion for Chrysler in the US, €4.5 billion of loan guarantees from the German government for Opel, GM’s European subsidiary – risk an all-out subsidies war. Switzerland has tried to gain a competitive advantage by pushing its currency down; the governor of the Bank of England has also sought to talk down sterling. EU members are not only taking aim at America and Asia; they are increasingly falling out among themselves too. Left unchecked, this could cause the EU to unravel. In breach of Europe’s single market and stringent rules against state aid, President Nicolas Sarkozy called on French car makers to ‘repatriate’ their production from Czech assembly plants. Germany’s subsidies to Opel seek to prop up domestic factories at the expense of more productive ones in Britain and Spain.8 In Britain, strikes against foreign workers have targeted Italian, Portuguese, Polish and other EU workers who have a right to work there freely. Around the world, immigration rules are being tightened and foreign workers urged to leave. What a terrible irony – capital fails, workers pay.

The longer the pain lasts, the bigger the risk of a major rollback. With unemployment high, corporate profits depressed and America’s trade deficit gaping, support for protectionism is growing. The crisis has also heightened fears about immigrants taking jobs and draining public finances, and amplified the voices of those whose real objection to immigration is cultural. But the danger is more than just cyclical. The crisis has also hammered Americans’ and Britons’ self-confidence and exacerbated the prevailing pessimism in much of continental Europe. Gripped by fear of decline, Americans and Europeans increasingly see the rise of China and other emerging economies as a threat. Those who think they can’t compete will be tempted to try to hobble their perceived rivals. ‘Green protectionism’ also enjoys a new legitimacy. Smokestack industries have suddenly become greener than thou: keep out Chinese steel to save the planet. Overnight the US Congress flipped from opposing curbs on America’s carbon emissions to bashing those who refuse to toe its line. Last but not least, the crisis has undermined faith in free markets, while the bank and car bailouts have made government support for other industries seem more acceptable. With the intellectual climate more inclined towards government intervention than at any time since the 1970s and powerful interests lining up to lobby for help, even liberal-minded politicians may struggle to hold the line.

It is complacent to think that globalisation is a technological inevitability – a fact of life – and that global businesses are too entrenched and economies too intertwined for the world to change course. Globalisation is neither uniform nor universal and will always be incomplete. Clearly, then, it is also reversible. Politicians have put an end to globalisation before and they could do so again. While the chances of a return to the wholesale protectionism of the 1930s remain remote for now, the risks of reverting to the 1970s – a decade marked by creeping protectionism in trade, the slamming shut of borders to migrants and rising xenophobia – are far greater. Another crisis could turn that drift into a rout.

The logic behind all this protectionism is simple but misguided: if the economic pie has shrunk, all the more reason to ensure that the remainder goes to hungry local workers and businesses. But if everyone fights to keep more of the scraps for themselves, there ends up being even less to go around. Why? Because protectionism is a tax on trade, which depresses global demand further. By raising the cost of imports, it reduces people’s purchasing power, hitting the poor hardest. And since one country’s imports are another’s exports, it also reduces demand for traded goods more generally. Higher taxes and lower exports are a sure-fire way of stunting growth. To put it another way, while governments have been boosting spending and cutting taxes to bolster the economy, protectionism acts like the opposite of a fiscal stimulus.

Because protectionism depresses demand, it also costs jobs. For every job preserved in sectors that compete with imports, others are lost in export industries and throughout the rest of the economy. Making US steel more expensive, for instance, may protect some steelworkers’ jobs at the expense of workers in viable American companies such as Caterpillar that rely on affordable steel. Likewise, making it harder for foreigners to come and work in a country – or worse, expelling those already working there – reduces demand for the goods and services they consume (and thus employment for those who make those products) as well as demand for labour in complementary lines of work. Fewer foreign builders would mean fewer jobs for those selling building supplies as well as for local interior designers.

Protectionism doesn’t just reduce demand; it also adds to the economy’s dislocation. The last thing that a credit-starved high-tech company needs is to be deprived of valuable foreign workers too – especially since their brainpower will help drive the eventual recovery. Protectionism obstructs the world economy from adjusting, rather than encouraging it. Delaying the day of reckoning prolongs the pain at huge expense. There is, for instance, huge overcapacity in the US and European car industries. But despite the collapse in sales, not a single factory closed in Europe in the year after Lehman’s collapse. If each country acts to prop up domestic car makers, none will thrive. Only if the least efficient shrink can the car companies that produce the vehicles people actually want to buy do well. Ford stands a better chance of surviving if Chrysler and GM are not propped up by government subsidies. Europe’s car industry would be in better shape if the German government had allowed Italy’s Fiat to take over Opel and restructure it. If America and the EU keep out foreign cars, India’s Tata Motors and South Korea’s Hyundai, Daewoo and Kia will all suffer too. What’s more, if American and European governments subsidise gas-guzzlers, the development of greener hybrid and electric cars will be stunted.

Economic growth increasingly relies on tapping into dynamic global networks that develop and transfer new ideas, technologies and businesses. These require products, investment, ideas – and people – to move as freely as possible. Cutting ourselves off from these networks would be more damaging than simplistic economic models allow for. It would be tragic if our Open World fell victim to a mixture of atavistic prejudice, outdated economics and crisis-inspired protectionism. Fear of the future and the failings of global finance should not blind us to the huge opportunities for greater freedom and prosperity that globalisation offers.

In the longer term, climate change poses perhaps the biggest global challenge. Doing nothing would be a reckless gamble. If the climate scientists’ predictions are correct, a hotter planet could cause polar ice caps to melt, sea levels to rise, coastal areas to flood, deserts to expand and weather patterns to become more extreme. Many species could die out and many people suffer. Hundreds of millions could lose their homes and their livelihoods, creating a stampede of environmental refugees. While people in rich countries might be able to afford to adapt, the poorest would doubtless be hardest hit.

Most people now agree that something must be done. But they disagree as to how and who should pay for it. Certainly, slashing global carbon emissions requires a shake-up of the world economy. But done the right way, it could cost surprisingly little – and bring many additional benefits, not least an end to dependence on oil-producing countries with nasty regimes and the resulting wars. In Chapter 10 we shall visit innovative ‘clean-tech’ companies that are developing electric cars, eco-friendly housing and renewable energy solutions that could make a world of difference – and who knows what wonderful new technologies could emerge over the next few decades? But trying to tackle climate change in the wrong way would not only be hugely costly. It could also be ineffective or even counterproductive. One example: the German government has, at vast expense, subsidised covering a cloudy country with solar panels, causing a shortage and higher prices in sunny countries where they could be of much greater benefit. Nor are America and Europe wise to be threatening a trade war with China and India over their carbon emissions when their cooperation is needed to solve the problem.

Some environmentalists argue that economic growth in general and globalisation in particular are incompatible with saving the planet. Better to consume less and produce what we need locally, they say. The ostensible aim is to curb carbon emissions, but their real target seems to be capitalism itself, with global warming a convenient lever to force people to abandon their wicked materialistic lifestyles. From the comfort of middle-class Europe and America, they decry the fact that people in China, India and other poorer countries aspire to the lifestyles that Westerners enjoy. Some even object to their sheer numbers, arguing that the world would be a better place if there weren’t so many (other) people around. Watered-down versions of such views now permeate many rich-country societies. Sadly, many on the left who used to believe in progress have now become reactionary.

Ultimately, the only sustainable solution is to develop new clean technologies. Tap the limitless energy of the sun, the wind and the atom and the false choice between growth and greenery is removed. The surest way to get there as quickly and cheaply as possible is to keep markets open and allow people, new ideas and new technologies to spark off each other. Globalisation can help save the planet; localism could kill it.

The power of positivity

Globalisation is a confusing and often-misused word that describes a simple concept: the world is increasingly interconnected. Thanks to distance-shrinking technologies and market-opening government policies, global connections are – for the most part – cheaper, faster and more pervasive than ever. Our lives are increasingly intertwined with those of people from far-off places. Shop in Tesco, Wal-Mart or IKEA and your spending decisions affect the Chinese migrant worker or the South African fruit picker who played a part in producing what you buy. Put money in a pension fund and its investment decisions impact on whether a new mine is opened in Chile, another is closed in Australia or a company drills for oil in Nigeria. Your vote decides whether people from Mexico, Morocco or Myanmar (Burma) get a chance of a better life in your country. It’s not only our actions that affect others: theirs affect us too. Your job may depend on selling to foreigners – or be threatened by what they sell. Your employer may be foreign-owned or depend on loans from an international bank. You might want to move to America, Australia or China but not be able to. Increasingly we are involved in collective experiences that transcend national boundaries. People around the world join forces to campaign for action against climate change or poverty. When Americans elected their new president, the rest of the world watched with anticipation – and when Obama won, millions cheered. When national football teams compete for the World Cup in South Africa in 2010, our eyes and our emotions will respond together. In our world of Facebook, foreign holidays and fusion food, many of the barriers that once kept us apart are falling.

This is my third book. My first, Open World, addressed many of the big debates about globalisation. Is trade responsible for the shrivelling of manufacturing jobs in the West? In some cases, yes, but for the most part the culprit is technology, which allows us to produce more with fewer workers. This not only boosts wages, it frees up workers for more productive uses. Does trade harm developing countries? On the contrary: just look at China and India’s rise. Africa’s huge problems are due to a variety of problems: for the most part, Africans are victims not of globalisation, but of a lack of it. Do big companies run the world with their seemingly all-powerful brands? No, governments with the power to tax, regulate and fight wars do. But Chapter 1 will argue that, in finance, big banks have got too powerful and need to be cut down to size. Are global markets so powerful that governments are being forced to shrink? Hardly. Even posing the question now seems ridiculous, though people such as Naomi Klein, the author of No Logo and more recently The Shock Doctrine, and Thomas Friedman, author of The World Is Flat, thought so then.

Is the WTO a new world government? Are you serious? It can’t even reach agreement on an ever-shrinking Doha deal. Is farm protectionism justified? Not at all, and I shall revisit this issue in Chapter 9. Are globalisation and greenery incompatible? Not if a global carbon tax (or cap-and-trade scheme) is introduced. Are global patent laws justified? No. Just as one size doesn’t fit all in terms of labour and environmental standards, countries at different stages of development should not have identical intellectual-property standards imposed on them. Is global finance dangerous? Most definitely. Is globalisation Americanising culture everywhere? Not really: it tends to make culture within countries more diverse, although that may make countries seem more alike. This book will touch on some of these debates in passing, but it will not rehash what I have already written. If you are interested in my detailed thinking on these issues, please pick up a copy of Open World.

My second book, Immigrants: Your Country Needs Them, looked at the most controversial dimension of globalisation, the movement of people. It argued that immigration controls were economically stupid, politically harmful and morally wrong. It looked at the humanitarian cost of border controls – the deaths and the suffering – and made the economic case for all kinds of migration, of highly skilled workers as well as less qualified ones. It emphasised the often-underappreciated dynamic gains from diversity and the long-term boost to economic growth it can produce. It showed that migrants do not cost jobs or burden the welfare state. It pointed out the huge benefits to developing countries from the money migrants send home, the new skills and connections they bring back with them, and the diaspora networks they create. It considered cultural fears about immigration such as the perceived threats to national identity and social solidarity and looked at how diverse people can learn to live together well. It examined American fears about Latino migrants and European concerns about Islamic ones. This book will look at how the crisis is affecting global migration and highlight new trends in global mobility. But it will not delve into all the issues that are comprehensively covered in Immigrants.

The focus of this book is forward-looking. It examines the three big forces that will shape the global economy over the next decade: recovering from the crisis, adjusting to the ongoing rise of emerging economies, and coping with climate change. What it is not is an attempt to predict the future. The future is unknowable: forecasting what will happen next year, let alone in twenty years’ time, is a mug’s game. In 1988 nobody foresaw that the Berlin Wall would fall the following year, still less that 2008 would witness the part-nationalisation of the Western banking system and the election of a non-white US president. Caution, scepticism and, above all, humility are essential in seeking to peer into a murky future.

Aftershock is aimed at a global audience, but in particular at people in rich countries who are fearful about the future. The pain now is real and unavoidable – jobs lost, homes repossessed, mountains of debt to pay off. A home that was once a cash machine is now a millstone. Pessimism is the order of the day. ‘When I meet Europeans, they think the sun is shining here in Brazil while the sky is dark in Europe,’ Luiz Fernando Furlan remarks. ‘And they don’t know how to reverse the situation.’ This crisis of confidence is dangerous. When people feel threatened, they tend to hunker down and turn inwards. But trying to shut out the world would make us all poorer. Far from making us safer, it would jeopardise our security. In particular, treating the rise of emerging economies as a threat could in part be a self-fulfilling prophecy. It could prompt nationalist and protectionist responses. It would encourage the development of new relationships and institutions that exclude the West. It would undermine chances of securing their cooperation in tackling climate change. Trying to swat away the buzzing BEEs could end up stinging us badly.

The overarching challenge is to rediscover optimism about the future. It is still in our hands – and it need not be bleak. If companies are to invest in tomorrow’s technologies, people to embrace change and policy-makers to make difficult reforms, a positive outlook is essential. Gloomy Americans and Europeans should visit Asia or Brazil and allow themselves to be carried away by their refreshingly positive vibe. Delight in their success and view their growing prosperity as an opportunity, not a threat.

The aftermath of the crisis also opens up huge opportunities to reshape the world economy for the better. As Rahm Emanuel, Barack Obama’s chief of staff, says, ‘Never allow a serious crisis to go to waste.’ A fairer, richer, greener and more stable global economy is possible. But to achieve it we need to rediscover the virtues of open markets, open societies and open minds that go hand in hand with progress: greater opportunities for everyone to chase their dreams and fulfil their potential. We must not allow another financial collapse, a debt crisis, a closing of borders, a climate catastrophe or a corrosive pessimism to destroy that huge promise.
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Meltdown

Bubble and bust


When the capital development of a country becomes a by-product of the activities of a casino, the job is likely to be ill-done.

John Maynard Keynes, The General Theory of

Employment, Interest and Money, 1936




I [suspect] we are throwing more and more of our resources, including the cream of our youth, into financial activities remote from the production of goods and services, into activities that generate high private rewards disproportionate to their social productivity. I suspect that the immense power of the computer is being harnessed to this ‘paper economy’, not to do the same transactions more economically but to balloon the quantity and variety of financial exchanges... I fear that, as Keynes saw even in his day, the advantages of the liquidity and negotiability of financial instruments come at the cost of facilitating nth-degree speculation which is short-sighted and inefficient.

James Tobin, Nobel laureate, 1984

The real housing bubble in America and Britain is... the growth in mortgage debt, which is at record levels in relation to incomes... At the very least, households hoping that ever-rising house prices will provide generous nest eggs are likely to be disappointed. At worst, the risk is that prices in many countries may take a tumble. Falling house prices, massive debts and low inflation: now that really would be an unpleasant cocktail to contemplate.

Pam Woodall, economics editor, The Economist,

August 2002

There is growing recognition that the dispersion of credit risk by banks to a broader and more diverse group of investors, rather than warehousing such risk on their balance sheets, has helped make the banking and overall financial system more resilient... Consequently the commercial banks may be less vulnerable today to credit or economic shocks.

IMF, Global Financial Stability Report, April 20061

When the music stops, in terms of liquidity, things will be complicated. But as long as the music is playing, you’ve got to get up and dance. We’re still dancing.

Chuck Prince, chief executive of Citigroup, July 2007



Thorvaldur Thorvaldsson is an unlikely property speculator. A bust of Lenin is proudly displayed in his home and he refers regularly to the Russian revolutionary’s famous analysis of global capitalism, Imperialism: The Highest Stage of Capitalism. His shirt and T-shirt – even his hair – are red. Yet this sombre, apparently unexcitable forty-one-year-old with a deep, almost lugubrious voice got carried away by the collective financial frenzy that gripped Iceland in the years before the crisis. A carpenter since the age of sixteen, he took out a big mortgage in 2005 to buy a new flat and workshop in the centre of Reykjavik, the Icelandic capital, while keeping his old flat in the suburbs.

‘I thought that buying property wasn’t that risky,’ he says. ‘That property was much more stable than, say, the stock market. I thought that some structures in society would not let anything terrible happen because even the banks and the authorities had an interest in stability. Also in our history housing prices had always gone up – sometimes faster than inflation, sometimes slower, but we had never seen falling prices before.’ Thorvaldur’s reasoning goes a long way towards explaining why not just Icelanders but also Americans, Australians, Britons, Irish, Spaniards and many other people got caught up in an unprecedented global property bubble.

An insatiable demand for property was one side of the story; the other was a massive expansion in the supply of credit. This happened particularly suddenly in Iceland, after the country’s state-owned banks were privatised around the turn of the century. ‘I was totally against the privatisation of the banks,’ Thorvaldur interjects excitedly, briefly breaking out of his monotone. The biggest, Landsbanki – literally ‘the national bank’, which until the 1960s had issued the country’s banknotes, as the Bank of Scotland and RBS still do in Scotland today – was sold off between 1998 and 2003. Set free from government control, Iceland’s banks soon outgrew their tiny domestic market of 320,000 people by expanding overseas. They took advantage of cheap money and globalised finance to borrow massively from international markets, funding not just a domestic property boom but also a foreign acquisition spree. Icelandic raiders snapped up swathes of Britain’s high street – including the Oasis group and stakes in Debenhams, House of Fraser and Hamleys – as well as West Ham football club and Saks Fifth Avenue, an upmarket American retailer. By offering high-interest online savings accounts, Landsbanki’s Icesave hoovered up cash from British and Dutch savers, while Kaupthing Edge garnered money in eleven countries. As Kaupthing’s loan book swelled, its assets grew thirtyfold between 2000 and 2008. All together, the loans and other assets of Iceland’s banks expanded until they were nine times greater than the country’s national income.

The banks were run almost like cults to their superstar bosses. ‘We were told we had to be “all in”,’ explains one young banker, who was persuaded to tie his fortunes to the bank’s mast. ‘The bosses said, “If you’re not all in, it means you don’t believe in what you’re doing – and if you don’t, you’re not right for the job.” They were played videos with loud music to whip them into a frenzy. ‘I borrowed 5 million Icelandic krónur in foreign currency, around my annual salary at the time, from the bank to invest in its shares.’ This gave the bank a double boost: it expanded the bank’s lending and ramped up its share price. Like a chain letter, people were convinced to spread the word to others. ‘The guy you went to school with would convince you to put your savings into banks’ bonds because they’re safe,’ the banker explains. ‘Young women would call up old people to convince them to invest. All the loans were guaranteed by housing and other collateral.’

The banks encouraged customers to take out loans in foreign currencies; the interest rates were much lower, they pointed out. Many Icelanders bought houses and cars with loans denominated in Japanese yen, Swiss francs and euros. ‘We thought it was normal,’ says Inga Jessen, a chirpy thirty-two-year-old who worked as an office manager for an Icelandic bank. ‘My husband and I both had good salaries. We had enough money to buy shares and travel after the monthly repayments on our loans. We didn’t think we were taking too many risks.’

Reykjavik, a chocolate-box town of 120,000 people where everyone seems to know everyone else, became a global financial centre. Everyone wanted to become a banker. ‘My generation lived all our adult lives like this,’ Inga says. ‘Everything was always going up. We thought it was normal. There was so much money floating around in the bank. You could almost see it in the air.’ Property developments sprouted all over the place, the streets clogged up with fancy sports cars and SUVs, designer stores and restaurants mushroomed. Inflows of foreign cash kept the Icelandic króna strong, making imports cheap. On paper, Iceland, an economy traditionally based on fishing, became one of the richest countries on earth.

‘Everybody thought, It’s a bit weird; where is the money coming from?,’ says a young, well-dressed former estate agent. ‘The banks made out that they were the best and the smartest. It was like a collective delusion. Icelanders weren’t thinking for three years. People just believed it – or wanted to believe it – and did it.’

But disaster struck in September 2008. As the global financial crisis swept around the world, Iceland’s overextended banks collapsed and were renationalised. The currency lost half its value, the housing market froze and the economy went into freefall. ‘I first realised things might go wrong a few weeks before the crash,’ the banker says. ‘But we were assured the system would stand the storm. A few days before the bank collapsed, we were told we had six months’ funding. But we had no real money left, just lines of credit from other banks. When they pushed a button, all our liquidity [cash] was gone.’ Gordon Brown played his part when the British government misused anti-terrorism laws to seize Kaupthing’s UK assets, precipitating its downfall. Reverberations from Iceland’s crash were felt around the world. German savings banks racked up big losses, a Californian property developer went bust, British charities, local councils and even the National Audit Office lost money. Eventually, the International Monetary Fund (IMF) stepped in with a huge emergency loan. Among its conditions: raising interest rates to an eye-watering 18 per cent.

‘When things fell apart, we thought, What’s going to happen? Where do we stand?,’ says the former estate agent. ‘The government and the central bank had no clue what to do; what were the people supposed to think? When the prime minister said, “God bless Iceland,” people thought, It’s over. People didn’t know what would happen to them. Would they have jobs? Personally, I was in shock. I thought it was a dream. Lots of people thought that it would take a while and then it would all be OK. Now we realise we need to start again and do something new. Who do I blame? The previous government and the central bank for letting the bankers do it. The bankers themselves: they have no morality. And yes, we Icelanders are also responsible. We took the decision to buy houses and cars and to believe all this crap. We were all caught up in it.’

As the house of cards collapsed, the banker, Inga and Thorvaldur were toppled in quick succession. The banker who went ‘all in’ is now all out. ‘The shares are now worthless, and my debt has doubled to 10 million krónur because of the króna’s collapse,’ he explains. ‘Everything I have is invested in this garbage. Now I’m just trying to survive month by month. But when the loan comes due in three years’ time, I’ll be bankrupt.’ The banker is thirty, with a wife and two young children. ‘If I go bankrupt, so will my mum and dad, because my loan is guaranteed against their home, as will my brother and sister.’ The chain letter has become a chain gang. The banker does not try to pass the buck. ‘I’m responsible for what I did,’ he says. ‘I could have said no. I don’t blame the system. I put my money and my reputation on the line. I even convinced a very good friend to go all in too. He doesn’t blame me. Most of us were acting in good faith.’

Inga, like many Icelanders, was hit by a triple whammy. Her house halved in value, her debts more than doubled – and she lost her job too. ‘During the boom we had even applied to build our own house.’ She points to the ghost town on the barren hill opposite her flat, a graveyard of half-built property developments. ‘Thank goodness we didn’t do it.’ She pauses. ‘When you come to Reykjavik now, it looks like there is a lot of money here. People drive great cars and there are large houses everywhere. But we are prisoners,’ she says. ‘We can’t sell our cars or houses. We can’t afford to buy food and clothes for our children.’ So far, though, the nationalised banks have not repossessed many homes, although that may change. ‘I feel betrayed,’ she says. ‘I had my dreams.’ But she is picking herself up. She writes a blog (atvinnulaus.blog.is), has launched a website that suggests things to do for free in Reykjavik (freecitytravel.com) and is helping her mother publish a book. ‘I’ve changed, I don’t think so much about money any more.’

When demand for his carpentry work dried up, Thorvaldur converted his workshop into a flat and moved in, renting out the flat that overlooks it. Since February 2009, he has been unemployed. He has no savings, and even with the rental income from his two flats and Iceland’s generous unemployment benefit he cannot afford the mortgage. He feels trapped, as many people around the world do, by huge debts that exceed the value of his assets and from which he cannot walk away. Even bankruptcy is not a way out in Iceland, because under its moralistic laws bankrupts are still stuck with their debts until they die. Thorvaldur has set up a group to lobby for a change in the law, so that – as in America – property owners could hand over their keys to the bank and be free. ‘I don’t think I have been so irresponsible,’ he says. ‘Lots of ordinary people own two apartments.’ He says he was planning to sell the one in the suburbs before the crisis hit, but that it proved difficult to shift. ‘This is not an individual problem, it’s a social problem. It must be solved collectively.’

A financial collapse like the one Iceland has experienced undermines your trust in everything. One day you think that the company that you work for is secure, its profits are real, your currency has value, the government is overseeing things properly and will protect you if things go wrong – and then suddenly all those beliefs are shattered. According to the September 2009 economic survey by the Organisation for Economic Co-operation and Development (OECD), domestic demand in Iceland will slump by almost 30 per cent between 2007 and 2010. By September 2009, the stock market was down 94 per cent from its peak.2 ‘We have to look to the future and think it will be better,’ Inga insists.

Icelandic taxpayers are lumbered not just with their own debts, but also with many of those incurred by their reckless bankers. The Icelandic government has pledged to repay British and Dutch savers’ deposits in Icesave. The amount owed to Britain (£2.3 billion) and the Netherlands (€1.2 billion) is equivalent to half of Iceland’s national income, or £11,000 for every one of its people. Icelanders complain that they have become ‘Iceslaves’. A further $2.1 billion (£1.3 billion) – £4,000 per person – is owed to the IMF. Government spending is set to be slashed by 20 to 30 per cent, while taxes will soar. In effect, a handful of foolish financiers and careless politicians have all but bankrupted the country.

Thorvaldur is adamant that he should not pay for the Icesave debacle. ‘Iceland is such a small society and the financial sector was so overwhelming. It shouldn’t be possible for a small group of oligarchs [as Iceland’s bankers are known] to take on such huge debts. I’m not saying the British people should pay my debts because there are more of them. But I don’t consider these my debts. I didn’t sign anything.’ I put it to him that he could escape the crippling taxes that will be needed to pay off the banks’ debts by emigrating. ‘I have thought about it,’ he replies. ‘I have contacts in Denmark.’ But his sense of collective duty intrudes. ‘More empty houses would make matters even worse. We need massive immigration, not emigration, to make use of all these newly built houses.’

Thorvaldur thinks the way forward is a return to a simpler life. ‘We must live cheaply, produce and export, and earn our own money. Not just take out new loans to pay off old loans.’ And the banks should remain state-owned. ‘Now that we have experienced the biggest period of corruption in our history, primarily linked to the privately owned financial sector, I think the main lesson from the crisis is that financial systems should all be collectivised or socialised because privately owned ones do not produce any value. They only take value from other sectors instead of spreading it to productive areas of the economy. We need a complete change of direction.’

Not a world away

In many ways, Iceland is a charming oddity. It is a remote volcanic island perched in the North Atlantic where the North American and Eurasian tectonic plates meet. (While Reykjavik is culturally European, it is geographically in North America.) The land seems to have a life of its own: the earth frequently quakes, geysers spurt and hot sulphurous water bubbles up from the ground. (This provides ample geothermal power, as well as fantastic outdoor spas.) The sky is bright at midnight in mid-summer – which, in my case, provoked a kind of insomniac loopiness – and oppressively gloomy in winter (so I’m told). Nature is wildly beautiful. Iceland is a country of epic waterfalls, snow-capped mountains and vast glaciers, where the land – sometimes lunar, often bare and generally almost empty – meets the sea in dramatic fjords, while the cold surrounding waters teem with fish and many kinds of whale. Tourists love it; I did.

Icelanders have a reputation for being quirky – think Björk and her hauntingly odd singing. It might be tempting for people in Britain, America and other countries where cheap credit and financial alchemy also fuelled a huge property bubble to dismiss Iceland’s plight as a bizarre special case. For a start, its population is so small. The whole country consists of as few people as a middling English town such as Coventry, or as Wichita, Kansas. In London terms, it’s home to fewer people than Camden and Islington combined. That’s not really a serious country, is it? (When its banks collapsed, the internet buzzed with jokes such as ‘What’s the capital of Iceland? Around $20.’) As for the country’s brash bankers and the incestuous political elite that got caught up in the frenzy, they may seem particularly naive. And Icelanders were surely greedier, crazier and more stupid than more sophisticated Britons or Americans. They’re only nouveau riche fishermen, after all.

Tut, tut – silly little Iceland. But contrary to the way many foreign pundits have portrayed it, Iceland is not a freak show. Its people are highly educated – compare thoughtful Thorvaldur the carpenter with ghastly Joe the plumber. It generates cutting-edge software and biotechnology companies, such as Össur, a global leader
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