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      Preface

      
      The economist John Maynard Keynes is back in fashion. That guardian of free-market orthodoxy the Wall Street Journal devoted a full page spread to him on 8 January 2009. The reason is obvious. The global economy is slumping; ‘stimulus packages’
         are all the rage. But Keynes’s importance is not just as a progenitor of ‘stimulus’ policies. Governments have known how to
         ‘stimulate’ sickly economies – usually by war – as long as they have known anything. Keynes’s importance was to provide a
         ‘general theory’ which explains how economies fall into slumps, and to indicate the policies and institutions needed to avoid
         them. In the current situation no theory is better than bad theory, but good theory is better than no theory. Good theory
         can help us avoid panic responses, and give us insight into the limitations of both markets and governments. Keynes, in my
         view, provides the right kind of theory, even though his is clearly not the last word on events happening sixty-three years
         after his death.
      

      Keynes is relevant for another reason. The crisis has brought to a head wider issues concerning the explanation of human behaviour
         and the role of moral judgements in economics. These touch on attitudes to economic growth, globalization, justice, the environment
         and so on. Keynes had important things to say about these matters. To take just one: If growth is a means to an end, what
         is the end, how much growth is ‘enough’, and what other valuable human purposes may be pre-empted by a single-minded concentration
         on economic growth?
      

      The economic hurricane now raging gives us an immense opportunity to reorient economic life towards what is sensible, just
         and good. Keynes remains an indispensable guide to that future.
      

      My own stimulus for writing this short book was given by my agent, Michael Sissons, to whom I owe an enormous debt of gratitude over forty years of association and friendship. I have
         also benefited enormously from the encouragement and advice of my publisher, Stuart Proffitt.
      

      Although the historical Keynes is familiar territory to me, my three researchers at the Centre for Global Studies – Pavel
         Erochkine, Louis Mosley and Christian Westerlind Wigstrom – have given me invaluable help in transforming him into a figure
         relevant to the contemporary world. Christian Westerlind Wigstrom has helped clarify numerous points of theory, and is responsible
         for the statistical analysis in Chapter 5	.
      

      I would also like to thank Andrew Cox, Bob Davenport, Paul Davidson, Meghnad Desai, V. R. Joshi, Geoff Miller, Landon Rowland
         and my sons, Edward and William, for reading the manuscript, in whole or part, and making helpful suggestions. Edward in particular
         has sharpened my understanding of Keynes as a moralist. The House of Lords Library has been a valuable research resource.
         Any mistakes of fact or interpretation are my responsibility alone.
      

      An important advantage I would claim for this book is that, although its subject matter is mainly economics, it is written
         from a vantage point outside that of the economics profession. My first academic study – and love – was history, and though
         I studied economics later, and was indeed a member of the economics department at the University of Warwick, I am not a professional
         economist. I would describe myself as an economically literate historian. The advantage I would claim is that of not having
         been brainwashed to see the world as most economists view it: I have always regarded their assumptions about human behaviour
         as absurdly narrow. For reasons which will become clearer as the book goes on, I have come to see economics as a fundamentally
         regressive discipline, its regressive nature disguised by increasingly sophisticated mathematics and statistics.
      

      Not having been trained formally as an economist has an important drawback: I find mathematics and statistics ‘challenging’,
         as they say, and it is too late to improve. This has, I believe, saved me from important errors of thinking – like imagining
         the world to be an urn, or believing in induction as the source of knowledge. On the other hand, it has no doubt led me to
         underestimate the contribution of mathematics as an aid to rigorous thinking, and statistics as a check on our fancy. History, politics, sociology, psychology
         and anthropology are suggestive, not conclusive, disciplines: they cannot prove (or more importantly disprove) any hypothesis.
         They should perhaps be more like economics, and economics should be more like them. That is why I was drawn to Keynes: he
         was a man of many parts. I have heard economists say he was a brilliant thinker, but a bad theorist. They objected to his
         ‘ad hoc’ theorizing – inventing bits of theory to explain unusual events, rather than building up his theory from secure micro-foundations.
         His wife called him ‘more than an economist’. I am less than an economist, but perhaps this makes me better able to appreciate
         his greatness.
      

      Keynes, of course, is no one’s property; and, while economists may disagree with some of my interpretations, this book will
         have achieved its purpose if it brings Keynes to life for a world struggling once again with the riddles of economies and
         the perplexities of moral life in an age of actual and potential abundance.
      

      Once I started writing this book, on 1 January 2009, I stopped reading the newspapers on a daily basis to avoid filling up
         my mind with ‘noise’. Any coherence my argument may have stems from this act of self-denial.
      

      Robert Skidelsky
15 July 2009

   



      
      
      Introduction

      
      We have been living through one of the most violent collapses in economic life seen in the last hundred years. Yet economics
         – the scientific study of economic life – has done an exceptionally poor job in explaining it. For, according to mainstream
         economic theories, a downturn on this scale should not have happened. And we also have precious little idea about how to stop
         a succession of such crises bearing down on us in future. To get a handle on both sets of issues we need John Maynard Keynes.
      

      In a way, this is to be expected. For twenty years or so, mainstream economics has taught that markets ‘clear’ continuously.
         The big idea was that if wages and prices are completely flexible, resources will be fully employed. Any shock to the system
         will result in instantaneous adjustment of wages and prices to the new situation.
      

      Admittedly, this system-wide responsiveness depended on economic agents having perfect information about the future. This
         is manifestly absurd. Nevertheless, most mainstream economists believed that economic actors possess enough information to
         lend their theorizing a sufficient dose of reality.
      

      This so-called ‘efficient market theory’ should have been blown sky high by last autumn’s financial breakdown. But I doubt
         that it has been. Seventy years ago, John Maynard Keynes pointed out its fallacy. When shocks to the system occur, agents
         do not known what will happen next. In the face of this uncertainty, they do not readjust their spending; instead, they refrain
         from spending until the mists clear, sending the economy into a tailspin.
      

      It is the shock, not the adjustments to it, that spreads throughout the system. The inescapable information deficit obstructs
         all those smoothly working adjustment mechanisms – i.e. flexible wages and flexible interest rates – posited by mainstream economic
         theory.
      

      An economy hit by a shock does not maintain its buoyancy; rather, it becomes a leaky balloon. Hence Keynes gave governments
         two tasks: to pump up the economy when it starts to deflate, and to minimize the chances of serious shocks happening in the
         first place.
      

      Today, the first lesson appears to have been learned: various bailout and stimulus packages have stimulated depressed economies
         sufficiently to give us a reasonable expectation that the worst of the slump is over. But, judging from recent proposals in
         the United States, the United Kingdom and the European Union to reform the financial system, it is far from clear that the
         second lesson has sunk in. A few cosmetic reforms, it now seems to be agreed, are all that is needed. This is to set the scene
         for the next crisis. For thirty years or so after the Second World War, Keynesian economics ruled the roost, at least in the
         sense that Keynesian policy – trying to keep economies fully employed and growing on an even keel – was part of the normal
         toolkit of governments. Then it was thrown out, as economics reverted to its older doctrine that market economies were internally
         self-correcting and that it was government intervention which made them behave badly. The free-market era of Reagan and Thatcher
         dawned.
      

      The story of the decline and fall of the Keynesian revolution, and what has happened to economics generally, is a fascinating
         intellectual detective story in its own right, which charts the trajectory from President Nixon’s ‘We are all Keynesians now’
         in 1971 to Robert Lucas’s 2009 remark ‘I guess everyone is a Keynesian in the foxhole.’1

      The decline of Keynesianism is a key theme of this book, because I believe with Keynes that ideas matter profoundly, ‘indeed
         the world is ruled by little else’.2 I therefore believe that the root cause of the present crisis lies in the intellectual failure of economics. It was the wrong
         ideas of economists which legitimzed the deregulation of finance, and it was the deregulation of finance which led to the
         credit explosion which collapsed into the credit crunch. It is hard to convey the harm done by the recently dominant school
         of New Classical economics. Rarely in history can such powerful minds have devoted themselves to such strange ideas. The maddest
         of these is the proposition that market participants have correct beliefs on average about what will happen to prices over an infinite future. I am naturally much less critical of the New Keynesian school, which disputes
         the terrain of macroeconomics with the New Classicals, but I am still quite critical, because I believe that in accepting
         the theory of rational expectations, which revives in mathematical form the classical theory which Keynes rejected, they have
         sold the pass to the New Classicals. Having swallowed the elephant of rational expectations, they strained at the gnat of
         the continuous full employment implied by it, and developed theories of market failure to allow a role for government.
      

      The centrepiece of Keynes’s theory is the existence of inescapable uncertainty about the future, and this is the main subject
         of Chapter 4, with Chapter 3 being an account of the influence in developing it of his experience as an investor during the
         turbulent period of the Great Depression. Taking uncertainty seriously – which few economists today do – has profound implications
         not just for how one does economics and how one applies it, but for one’s understanding of practically all aspects of human
         activity. It helps explain the rules and conventions by which people live. I lay particular emphasis on its implications for
         how the social sciences should use language. Keynes always tried to present his essential thoughts – which he called ‘simple
         and… obvious’ – in what may loosely be called high-class ordinary language. This was not just to amplify his persuasive appeal,
         but because he thought that economics should be intuitive, not counterintuitive: it should present the world in a language
         which most people understand. This is one reason why he opposed the excessive mathematicization of economics, which separated
         it from ordinary understanding. He would have been very hostile to the linguistic imperialism of economics, which appropriates
         important words in the common lexicon, like ‘rational’, and gives them technical meanings which over time change their ordinary
         meanings and the understandings which they express. The economists’ definition of rational behaviour as behaviour consistent
         with their own models, with all other behaviour dubbed irrational, amounts to a huge project to reshape humanity into people
         who believe the things economists believe about them. It was consistent with Keynes’s attitude to language to prefer simple to complex financial systems. He would have been utterly opposed to financial innovation beyond the bounds of ordinary understanding,
         and therefore control. Complexity for its own sake had no appeal for him.
      

      My hope is that the current slump will cause the New Keynesians and others to take uncertainty seriously. But that probably
         requires a major institutional change in the way in which economics is taught and transmitted. This book ends with a proposal
         to reform the teaching of economics to encourage economists to think of it as a moral, not natural, science.
      

      Keynes, of course, did not have the last word to say about the causes of economic malfunctions. His theories have to be adapted
         to a crisis precipitated by banking, rather than stock-market, failure. But my contention is that he provided the right kind
         of theory to explain what is now happening; and since, in my view, financial crises which lead to failures in the ‘real’ economy
         are a normal part of the operation of unmanaged markets, he can claim to have produced a ‘general theory’ which directs us
         to how to make markets safe for the world, as well as making the world safe for markets.
      

      But let’s get Keynes – and Keynesianism – right. In the US, more than in Britain, he is considered a kind of socialist. This
         is wrong. Keynes was not a nationalizer, nor even much of a regulator. He came not exactly to praise capitalism, but certainly
         not to bury it. He thought that, for all its defects, it was the best economic system on offer, a necessary stage in the passage
         from scarcity to abundance, from toil to the good life.
      

      Keynes is also considered to be the apostle of permanent budget deficits. ‘Deficits don’t matter.’ This was not Keynes: it
         was Glen Hubbard, chairman of George W. Bush’s Council of Economic Advisers in 2003. It may surprise readers to learn that
         Keynes thought that government budgets should normally be in surplus. The greatest splurgers in US history have been Republican
         presidents preaching free-market, anti-Keynesian, doctrines: the one fiscal conservative in the last thirty years has been
         Democratic president Bill Clinton.
      

      Nor was Keynes a tax-and-spend fanatic. At the end of his life he wondered whether a government take of more than 25% of the
         national income was a good thing.
      

      Nor did Keynes believe that all unemployment was caused by failure of aggregate demand. He was close to Milton Friedman in viewing a lot of it as due to inflexible wages and prices. But he did not believe that that was the problem in the 1930s. And he believed
         that, except in moments of excitement, there would always be ‘demand-deficient’ unemployment, which would yield to government
         policies of demand expansion.
      

      Keynes was not an inflationist. He believed in stable prices, and for much of his career he thought that central governments
         could achieve price stability by limiting money growth – another link with Friedman. But he thought it was idiotic to worry
         about inflation when prices and output were in free fall.
      

      It makes some sense to think of Keynes as an economist for depressions – that is, for one kind of situation. He has been criticized
         for offering not a ‘general theory’, as he claimed, but a depression theory. I think this is wrong, for two reasons.
      

      First, Keynes believed that deep slumps were always possible in a market system left to itself, and that there was therefore
         a continuous role for government in ensuring that they did not happen. His demonstration that they were not ‘one in a century
         events’, but an ever-present possibility, is at the heart of his economic theory.
      

      Second, Keynes was a moralist. There was always, at the back of his mind, the question: What is economics for? How does economic
         activity relate to the ‘good life’? How much prosperity do we need to live ‘wisely, agreeably, and well’? This concern was
         grounded in the ethics of G. E. Moore, and the shared life of the Bloombsbury Group. Broadly, Keynes saw economic progress
         as freeing people from physical toil, so they could learn to live like the ‘lilies of the field’, valuing today over tomorrow,
         taking pleasure in the fleeting moment. I give an account of his ethical ideas in Chapter 6.
      

      This book shifts the accepted interpretation of what was important in Keynes’s theory. The early interpretations of Keynes
         centred not on his view of why things went wrong, but on why they stayed wrong. He established, as economists say, the possibility of ‘underemployment equilibrium’. This was the important message
         for policymakers at the time: it suggested that policy intervention could achieve a superior equilibrium. Today – and understandably
         at this stage in the economic meltdown – we are more interested in the causes of the instability of the financial system.
         This was not the main topic of the General Theory of Employment, Interest and Money (1936), which was written at or near the bottom of the Great Depression. Nevertheless, Keynes did write a crucial chapter
         – Chapter 12 – which explained why financial markets are unstable, and a year later, in summing up the main ideas of the General Theory, he put financial instability at the centre of his theory. In this Keynes it is ‘radical uncertainty’ which both makes economies
         unstable and prevents rapid recovery from ‘shocks’. The shift in focus from the Keynes of ‘underemployment equilibrium’ to
         the Keynes of ‘uncertain expectations’ allows for a direct confrontation between contemporary theories of risk and risk management
         and Keynes’s theory of uncertainty and uncertainty reduction.
      

      Keynes had a political objective. Unless governments took steps to stabilize market economies at full employment, the undoubted
         benefit of markets would be lost and political space would be opened up for extremists who would offer to solve the economic
         problem by abolishing markets, peace and liberty. This in a nutshell was the Keynesian ‘political economy’. Keynes offers
         an immensely fruitful way of making sense of the deep slump now in progress, for suggesting policies to get us out of the
         slump, for ensuring, as far as is humanly possible, that we don’t continue to fall into pits like the present one, and for
         understanding the human condition. These are the things which make Keynes fresh today. That is why I have written this book.
      

   



      
      PART I

      The Crisis

      1

      
      
      
      What Went Wrong?

      
      
      
      
      ANATOMY OF A CRISIS

      
      
      
      
      What Needs to be Explained

      
      
      All epoch-defining events are the result of conjunctures – the correlation of normally unconnected happenings which jolts
         humanity out of its existing rut and sets it on a new course. Such fortuitous conjunctures create what Nassim Taleb called
         Black Swans – unexpected events carrying huge impacts. A small number of Black Swans, Taleb believes, ‘explain almost everything
         in our world’.1 The economic crisis today is a Black Swan – a storm out of an almost cloudless sky, unexpected, unpredicted, falling on a
         world thinking and acting on the assumption that such extreme events were things of the past, and that another Great Depression
         could not occur.
      

      
      How and why did it happen? It originated, as we all know, in a banking crisis, and the first attempts to understand the crisis
         focused on the sources of banking failure.
      

      
      The most popular explanation was the failure of banks to ‘manage’ the new ‘risks’ posed by ‘financial innovation’. Alan Greenspan’s
         statement that the cause of the crisis was ‘the underpricing of risk worldwide’ was the most succinct expression of this view.2 In this interpretation, the banking crisis – and hence the world slump to which it has led – was caused by the technical
         failure of risk-management models, and especially their inability to manage the risk of the entire financial system breaking
         down. Particular attention was paid to the role of the American sub-prime mortgage market as the originator of the so-called
         ‘toxic assets’ which came to dominate bank balance sheets. Early remedies for the slump focused on ‘bailing out’ or refinancing the banks, so they could start lending
         again. These were followed by ‘stimulus’ packages – both monetary and financial – to revive the declining real economy.
      

      
      Now that we are – or may be – over the worst of the crisis, attempts have been made to try to understand its deeper causes.
         Two theories may be distinguished: ‘money glut’ and ‘saving glut’. Conservative economists blame the crisis on loose fiscal
         and monetary policy which enabled Americans to live beyond their means. In particular, Alan Greenspan, chairman of the US
         Federal Reserve in the critical years leading up to 2005, is said to have kept money too cheap for too long, thus allowing
         an asset bubble to get pumped up till it burst. The Keynesian view sees cheap money in the US as a response to a ‘global saving
         glut’ originating in East Asia and the Middle East. It was the rise in US interest rates in 2005, bringing the housing boom
         to an end, which caused the American economy to collapse. As we shall see, these are a rerun of the debates between conservative
         and Keynesian economists about the causes of the Great Depression.
      

      
      
      
      
      The Crisis: A Thumbnail Sketch

      
      
      Complex in its detailed unfolding, the economic crisis which struck in 2007–8 is easy enough to grasp in outline. A global
         inverted pyramid of household and bank debt was built on a narrow range of underlying assets – American house prices. When
         they started to fall, the debt balloon started to deflate, at first slowly, ultimately with devastating speed. Many of the
         bank loans had been made to ‘sub-prime’ mortgage borrowers – borrowers with poor prospects of repayment. Securities based
         on sub-prime debt entered the balance sheets of banks all round the world. When house prices started to fall, the banks suddenly
         found these securities falling in value; fearing insolvency, with their investments impaired by an unknown amount, they stopped
         lending to each other and to their customers. This caused a ‘credit crunch’.
      

      
      It all developed with astonishing speed. Commodity prices started to fall from July 2008. Collapsing confidence, precipitated
         by the bankruptcy of Lehman Brothers in September, caused the stock markets to plunge. Once banks began to fail and stock markets to fall, the economy started to slide. This has brought about
         generalized conditions of slump throughout the world, which have deepened throughout 2009. Unlike in the Great Depression,
         governments have introduced reflationary packages, which at least promise that the slump will not spiral all the way down
         into a deep depression as in the 1930s. But most analysts expect the fall in output to continue through 2009. Here are the
         main landmarks on the road to ruin.
      

      
      
      
      
      The Collapse of the Housing Bubble

      
      
      American house prices rose 124% between 1997 and 2006, while the Standard & Poor’s 500 index fell by 8%: half of US growth
         in 2005 was house-related. In the UK, house prices increased by 97% in the same period, while the FTSE 100 fell by 10%. Between
         1994 and 2005, US home ownership rose from 64%to 69%. The average price of an American home, which had long hovered around
         three times the average wage, was, by 2006, 4.6 times the average wage.
      

      
      Two forces were behind the housing boom. First, the Clinton administration encouraged government-backed institutions like
         Fannie Mae – set up in 1938 to make home loans affordable to low-income groups – to expand their lending activities. Second,
         private mortgage lenders, having exhausted the middle-class demand for mortgages, started vacuuming up ‘Ninjas’ – borrowers
         with no income, no job, no assets. Borrowers were enticed by ‘teaser’ rates: very low, almost zero, introductory interest
         rates on an adjustable-rate mortgage (ARM), which then went up sharply after a year or two. With defaults at a historic low
         between 2003 and 2005, there seemed little risk in this extension of mortgage lending, even though a third of the ‘sub-prime’
         loans were for 100% or more of the home value, and six times the annual earnings of the borrower. By 2006, more than a fifth
         of all new mortgages – some $600 million worth – were sub-prime. The ease of refinancing magnified consumer indebtedness.
         Mortgage equity withdrawals to buy consumer durables and second homes shot up from $20 billion in the early 1990s, or 1% of
         personal consumption, to between $600 billion and $700 billion in the mid-2000s, or 8–10% of personal-consumption expenditure.
         There were similar housing booms in Spain, France and Australia, but the US and the UK stand out by their reliance on debt financing.
         By the end of 2007, UK household debt had reached 177% of disposable income, mortgage debt 132%. Martin Wolf wrote in the
         Financial Times in September 2008 that the monetary authorities of the United States and Britain had turned their populations into ‘highly
         leveraged speculators in a fixed asset’.3 Wolf ’s remark is given point by the fact that the ratio of new builds to house sales fell from almost 50%in 1999– 2000 to
         just over 20% in 2007–8. Most house purchasers, that is, were engaged in swapping titles to existing properties rather than
         investing in new properties.
      

      
      In 2005–6 two blows hit the housing market: a rise in the cost of borrowing and a downturn in house prices. Between June 2004
         and July 2006 the Federal Reserve, seeking to dampen inflation and return short-term interest rates to a more normal level,
         raised the federal funds rate from 1%to 5.25%, and it kept it there until August 2007. US house prices declined by 26.6% between
         2006 and 2008. By August 2007, 16% of sub-prime mortgages with adjustable rates had defaulted. The sub-prime losses of 2007
         were ‘a bullet that fatally wounded the banks’.4 They demolished their risk models. David Viniar, chief financial officer of the smartest investment bank on Wall Street,
         Goldman Sachs, told the Financial Times in August 2007 that his team were ‘seeing things that were 25-standard deviation moves, several days in a row’,5 or, in other words, events which, according to their model, could only occur every 10140 years. The absurdity of this statement was captured by Jon Danielsson’s calculation that Goldman Sachs had therefore suffered
         a once in-every-fourteen-universes loss on several consecutive days.6 More prosaically, it would also turn out that Moody’s, the US credit-rating agency, had been incorrectly awarding triple-A
         ratings to billions of dollars’ worth of financial instruments because of a coding error in their model.7

      
      
      
      
      
      Financial Innovation

      
      
      The housing boom was built on securitization, and it was through securitization that sub-prime mortgages entered the world
         banking system. Securitization is the process of bundling up individual mortgages and then slicing and dicing them into different
         securities – tailored to the requirements of different investors – which can be sold on by the originating bank. In this way
         the risks attached to lending money to sub-prime borrowers could be widely spread. Guaranteed by investment-grade credit ratings,
         and insured by credit-default swaps, these poisoned sausages were snapped up by investors the world over hungry for ‘yield
         lift’ to offset historically low interest rates on government bonds. Their marketability hugely increased the possibilities
         of leverage – or borrowing – by their holders, and thus led directly to the build-up of debt.
      

      
      The securitization of mortgages was not new; its explosion after 2000 was the result of three deregulating policy decisions:
         the repeal in 1999 of America’s Glass–Steagall Act of 1933, which had forbidden retail banks to engage in investment activities
         such as underwriting and selling securities; the decision by the Clinton administration not to regulate credit-default swaps;
         and the 2004 decision by the US Securities and Exchange Commission to allow banks to increase their leverage ratios – the
         ratio of total liabilities to net worth – from 10:1 to 30:1. The Basel agreements of 1992 and 2004 attempted to control the
         consequences of financial deregulation by setting a maximum leverage ratio for global banks. However, the definitions of ‘capital’
         and ‘assets’ were left sufficiently fuzzy for banks to be able to ‘game’ the regulations by inflating their measures of capital
         to include mortgage-backed securities. This explains the puzzle why ‘banks were caught with huge amounts of mortgage-backed
         debt when the point of securitization – turning assets into securities – is to be able to sell loans’.8 Even today it is unclear how many trillions of these toxic assets remain on the balance sheets of financial institutions,
         or what they are worth.
      

      
      Never in the history of finance has the market for dreams of instant wealth been so massively accommodated. The dependence
         of the whole rickety structure on continually rising house prices was rarely made explicit. If the housing market started to fail, these paper securities would become, as Warren Buffett predicted in
         2002, ‘financial weapons of mass destruction’.9

      
      
      
      
      The Banking Crisis and Financial Dégringolade

      
      
      The weakest banks – those that depended most heavily on short-term money-market funding to finance their lending – were the
         first to be exposed. In August 2007 BNP Paribas, France’s biggest bank, was forced to suspend redemptions from three of its
         investment funds, blaming the ‘complete evaporation of liquidity in certain market segments of the US securitization market’.
         On 13 September 2007 the British bank Northern Rock, which had been offering home loans of up to 125% of the value of the
         property and 60% of whose total lending was financed by short-term borrowing, applied for emergency support from the Bank
         of England, prompting the first run on a British bank for over a century. Eventually, on 17 February 2008, Northern Rock was
         nationalized at a cost of £100 billion, the first British nationalization since the 1970s. The fifth-largest US investment
         bank, Bear Stearns, which had invested heavily in the sub-prime mortgage market, was sold to JP Morgan Chase on 16 March 2008
         for a knockdown price of $1.2 billion, narrowly avoiding bankruptcy. The Federal Reserve provided Bear Stearns with a loan
         against which the bank pledged as collateral part of its now illiquid mortgage-backed securities, so that it could avoid having
         to dump them on a failing market. The governments of the world had embarked on the long and arduous process of rescuing their
         banking systems from collapse, and saving their economies from meltdown.
      

      
      In September–October 2008 the financial crisis turned into a classic panic. The institutions panicked first and locked up
         liquidity, followed by individual investors, unnerved by the waterfall of bad news. In the fourth quarter of 2008, all the
         famous names in American investment banking started toppling. On 7 September the US government took Fannie Mae and fellow
         mortgage underwriter Freddie Mac into ‘conservatorship’, or public ownership, after their share prices collapsed, guaranteeing
         $12,000 billion worth of debt. On 15 September it allowed the private investment bank Lehman Brothers, one of the most famous names in Wall Street, to go bankrupt, owing $600 billion. It was said to be the biggest corporate bankruptcy in
         American history. Many believed that it was the failure of the US government to bail out Lehman that started the rush for
         the exit. Merrill Lynch was sold to Bank of America to avoid the same fate. The day after Lehman was allowed to collapse,
         the US government took a 79.9% stake in AIG, the world’s largest issuer of financial insurance, whose share price had collapsed
         by 95%, in return for a loan facility of $85 billion. On 21 September Goldman Sachs, the world’s largest investment bank,
         and Morgan Stanley converted their legal status from investment banks to holding banks, to allow them to borrow from the Federal
         Reserve’s discount window on more favourable terms in return for greater government supervision. On 25 September came the
         failure of Washington Mutual, which went into receivership following a bank run when customers withdrew $16.7 billion.
      

      
      How close was the American banking system to collapse? Paul Kanjorski (Democrat congressman for Pennsylvania, and chairman
         of the Capital Markets Subcommittee) gave a melodramatic account on TV of the near-meltdown of American banks in the wake
         of the Lehman bankruptcy. Kanjorski claims to be repeating an account of events given to him by US Treasury Secretary Henry
         Paulson and Fed Reserve chairman Ben Bernanke:
      

      
      
         On Thursday [18 September], at 11 a.m. the Federal Reserve noticed a tremendous draw-down of money-market accounts in the
            US; [money] to the tune of $550 billion was being drawn out in the matter of an hour or two. The Treasury opened up its window
            to help and pumped a $105 billion in the system and quickly realized that they could not stem the tide. We were having an
            electronic run on the banks. They decided to close the operation, close down the money accounts and announce a guarantee of
            $250,000 per account so there wouldn’t be further panic out there.
         

         If they had not done that, their estimation is that by 2 p.m. that afternoon $5.5 trillion would have been drawn out of the
            money-market system of the US; [this] would have collapsed the entire economy of the US, and within 24 hours the world economy
            would have collapsed. It would have been the end of our economic system and our political system as we know it.10

      

      
      However exaggerated the details, panic undoubtedly gripped the Treasury and the Fed at the time of Lehman’s collapse. Without
         a comprehensive bailout plan ‘we may not have an economy on Monday’ Fed chairman Bernanke told Congress on Thursday 18 September.11 Mervyn King, governor of the Bank of England, declared that ‘Not since the beginning of the First World War has our banking
         system been so close to collapse.’12 (For the 1914 crisis, see Chapter 3.)
      

      
      The first nation-wide rescue package came on 25 September, when Treasury Secretary Paulson announced a $700 billion bailout
         plan, the Troubled Asset Relief Program (TARP), to buy up distressed assets; this was followed by the Fed’s promise to make
         $600 billion available for the same purpose. But the roll-call of failure continued: Wachovia, Pentagon Capital Managment,
         Peloton Partners, Drake, Andor Capital Managment Sowod, GO Capital, RedKite, RAB Capital PLC.
      

      
      British investment banking was dealt a near-lethal blow at the same time. On 17 September 2008 Lloyds TSB announced a £12
         billion takeover of HBOS (Halifax Bank of Scotland) amid fears that HBOS would collapse. HBOS had taken on a disproportionate
         share of riskier mortgages, and was only 58% funded by depositors. The price offered by Lloyds was £2.32 a share, for a company
         which a year before was trading at £10 a share. This was the biggest merger in Britain’s banking history, and said to have
         been brokered in person by Prime Minister Gordon Brown, who brushed aside competition rules. (The merger was granted final
         legal approval on 12 January 2009.) The newly combined businesses were left with 28% of the UK mortgage market and a third
         of Britain’s current accounts. The tabloids, by now howling for blood, demanded that the Royal Bank of Scotland cancel its
         celebrity-sponsorship contracts, including one with Scottish tennis star Andy Murray. On 29 September Bradford & Bingley (a
         demutualized former building society), which had the largest share of the buy-to-let market, was nationalized at a cost of
         £41.3 billion, with its branch network sold to the Spanish bank Santander.
      

      
      British and other countermeasures followed the American pattern. On 8 October the British government announced it was putting
         up £37 billion to buy ‘preference shares’ (given priority in receiving dividends, and without voting rights) in distressed banks.
         It took a 43% stake in the new Lloyds Banking Group and a 58% stake in the Royal Bank of Scotland on top of its 70% stake
         in Northern Rock. The Icelandic, German and Benelux governments also bailed out parts of their banking systems in September.
         In October, central banks in the US, the UK, the EU, Sweden, Switzerland and Canada cut interest rates by 0.5%, and in China
         by 0.27%, in a coordinated attempt to ease credit conditions. IMF loans went to Iceland and Pakistan.
      

      
      What had been happening in all these cases was a collapse in the asset side of banks’ balance sheets. Banks have always borrowed
         short and lent long. But worldwide banking deregulation – notably the 1999 repeal of the US Glass–Steagall Act – allowed commercial
         banks to become investment banks as well. In addition to investing their depositors’ money, they became highly leveraged speculators
         in the newly developed securities, with a hubris given by their faith in their ‘risk-management’ models. Now, as homeowners
         defaulted on their mortgages, the investments had turned illiquid, and bank borrowings from the wholesale – or inter-bank
         – money markets were due for repayment or refinancing. Banks were finding it increasingly hard to raise fresh money from other
         banks. The credit freeze spread from the wholesale to the retail market: from the banks to their customers. The scene was
         set for a classic downward slide from banking failure to commodity and stock-market failure and to decline in the real economy.
      

      
      Up to about mid-2008 there was considerable Schadenfreude in emerging markets as they saw the giants of the world economy topple. Banks in Russia, China, the Middle East and even
         Japan were less exposed to toxic securities, and looked forward to a further shift of world economic power in their favour,
         as their ‘sovereign funds’ got their opportunity to buy up Western banks at knockdown prices. After mid-2008, this confidence
         started to fade as failing commodity prices and export markets sucked them into the maelstrom.
      

      
      
      
      
      
      Collapse of Commodity Prices

      
      
      Two forces drove the rise in commodity prices in the decade after the 1997/8 East Asian financial crisis: rising demand, particularly
         from the booming East Asian economies, and speculation. Chinese oil consumption alone increased by 870,000 barrels per day
         in 2006–7. But it was speculation that caused the ‘spike’ of 2008, when crude oil reached $150 a barrel. Most of the volume
         on commodity markets consists of ‘financial operations’ – people buying crude oil not to consume it, but to resell it to refineries
         at a later date (before they have physically to receive it). So expectations of lower global demand in the future were bound
         to reduce prices now.
      

      
      The most general IMF commodity-price index (fuel + non-fuel) peaked in July 2008 at 218 (2005 = 100) and dropped to its lowest
         level in December, when it was down at 98, recovering to 102 in January 2009 and falling again to 100 by March. As in the
         1920s and early 1930s, commodity prices had fallen far more than industrial prices, because supply cannot quickly adjust when
         demand falls in these markets.
      

      
      Did the commodity-price boom of 2007–8 have a deflationary influence on the non-energy economies in the run-up to the financial
         meltdown? Experience of the early 1970s, particularly of the OPEC price hikes, suggests that it may have had. Rising energy
         costs cause people to cut spending on non-energy goods. The combination of rising energy prices and falling demand caused
         the ‘stagflation’ of the 1970s. But today the energy and commodities sector is a much
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