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Preface: Why I Wrote this Book


Can ‘It’ – a Great Depression – happen again? And if ‘It’ can happen why didn’t ‘It’ occur in the years since World War II? These are questions that naturally follow from both the historical record and the comparative success of the past thirty-five years. To answer these questions it is necessary to have an economic theory which makes great depressions one of the possible states in which our type of capitalist economy can find itself.

Hyman Minsky, 19821



This book is about the way in which the financial and economic crises that hit the high-income countries after August 2007 have altered our world. But its analysis is rooted in how these shocks originated in prior shifts – the interactions between changes in the global economy and the financial system. It asks how these disturbing events will – and should – change the ways we think about economics. It also asks how they will – and should – change the policies followed by the affected countries and the rest of the world.

The book is an exploration of an altered landscape. I must start by being honest with myself and with the reader: although I spend my professional life analysing the world economy and have seen many financial crises, I did not foresee a crisis of such a magnitude in the high-income countries. This was not because I was unaware of the unsustainable trends of the pre-crisis era. My previous book, Fixing Global Finance, published in 2008 but based on lectures delivered in 2006, discussed the fragility of finance and the frequency of financial crises since the early 1980s. It also examined the worrying growth of huge current-account surpluses and deficits – the so-called ‘global imbalances’ – after the emerging market crises of 1997–99. It focused particularly on the implications of the linked phenomena of the yawning US current-account deficits, the accumulations of foreign-currency reserves by emerging economies, and the imbalances within the Eurozone.2 That discussion arose naturally from the consideration of finance in my earlier book, Why Globalization Works, published in 2004.3 That book, while arguing strongly in favour of globalization, stressed the heavy costs of financial crises. Nevertheless, I did not expect these trends to end in so enormous a financial crisis, so comprehensive a rescue, or so huge a turmoil within the Eurozone.

My failure was not because I was unaware that what economists called the ‘great moderation’ – a period of lower volatility of output in the US, in particular, between the late 1980s and 2007 – had coincided with large and potentially destabilizing rises in asset prices and debt.4 It was rather because I lacked the imagination to anticipate a meltdown of the Western financial system. I was guilty of working with a mental model of the economy that did not allow for the possibility of another Great Depression or even a ‘Great Recession’ in the world’s most advanced economies. I believed that such an event was possible only as a consequence of inconceivably huge errors by bankers and regulators. My personal perspective on economics had failed the test set by the late and almost universally ignored Hyman Minsky.

This book aims to learn from that mistake. One of its goals is to ask whether Minsky’s demand for a theory that generates the possibility of great depressions is reasonable and, if so, how economists should respond. I believe it is quite reasonable. Many mainstream economists react by arguing that crises are impossible to forecast: if they were not, they would either already have happened or been forestalled by rational agents. That is certainly a satisfying doctrine, since few mainstream economists foresaw the crisis, or even the possibility of one. For the dominant school of neoclassical economics, depressions are a result of some external (or, as economists say, ‘exogenous’) shock, not of forces generated within the system.

The opposite and, in my view, vastly more plausible possibility is that the crisis happened partly because the economic models of the mainstream rendered that outcome ostensibly so unlikely in theory that they ended up making it far more likely in practice. The insouciance encouraged by the rational-expectations and efficient-market hypotheses made regulators and investors careless. As Minsky argued, stability destabilizes. This is an aspect of what George Soros, the successful speculator and innovative economic thinker, calls ‘reflexivity’: the way human beings think determines the reality in which they live.5 Naive economics helps cause unstable economies. Meanwhile, less conventional analysts would argue that crises are inevitable in our present economic system. Despite their huge differences, the ‘post-Keynesian’ school, with its suspicion of free markets, and the ‘Austrian’ school, with its fervent belief in them, would agree on that last point, though they would disagree on what causes crises and what to do about them when they happen.6

Minsky’s view that economics should include the possibility of severe crises, not as the result of external shocks, but as events that emerge from within the system, is methodologically sound. Crises, after all, are economic phenomena. Moreover, they have proved a persistent feature of capitalist economies. As Nouriel Roubini and Stephen Mihm argue in their book Crisis Economics, crises and subsequent depressions are, in the now celebrated terminology of Nassim Nicholas Taleb, not ‘black swans’ – rare and unpredictable events – but ‘white swans’ – normal, if relatively infrequent, events that even follow a predictable pattern.7 Depressions are indeed one of the states a capitalist economy can fall into. An economic theory that does not incorporate that possibility is as relevant as a theory of biology that excludes the risk of extinctions, a theory of the body that excludes the risk of heart attacks, or a theory of bridge-building that excludes the risk of collapse.

I would also agree with Minsky that governments have to respond when depressions happen, this being the point on which the views of the post-Keynesian and Austrian schools diverge – the former rooted in the equilibrium unemployment theories of John Maynard Keynes and the latter in the free-market perspectives of Ludwig von Mises and Friedrich Hayek. Minsky himself put his faith in ‘big government’ – a government able to finance the private sector by running fiscal deficits – and a ‘big bank’ – a central bank able to support lending when the financial system is no longer able to do so.8 Indeed, dealing with such threatening events is a big part of the purpose of modern governments and central banks. In addition to tackling crises, as and when they arise, policymakers also need to consider how to reduce vulnerability to such events. Needless to say, every part of these views on the fragility of the market economy and the responsibilities of government is controversial.

These events have not been the first to change my views on economics since I started studying the subject at Oxford University in 1967.9 Over the subsequent forty-five years I have learned a great deal and, unsurprisingly, changed my mind from time to time. In the late 1960s and early 1970s, for example, I came to the view that a bigger role for markets and a macroeconomic policy dedicated to monetary stability were essential, in both high-income and developing countries. I participated, therefore, in the move towards more market-oriented economic perspectives that took place at that time. I was particularly impressed with the Austrian view of the market economy as a system for encouraging the search for profitable opportunities, in contrast to the neoclassical fixation with equilibrium: the writings of Joseph Schumpeter and Hayek were (and remain) powerful influences. The present crisis has underlined my scepticism about equilibrium, but has also restored a strong and admiring interest in the work of Keynes, which had begun when I was at Oxford.

After a passage of eighty years, Keynes’s concerns of the 1930s have again become ours. Those who fail to learn from history are, we have been reminded, condemned to repeat it. Thus, the crisis has altered the way I think about finance, macroeconomics and the links between them, and so, inevitably, also about financial and monetary systems. In some ways, I find, the views that animate this book bring me closer to my attitudes of forty-five years ago.

It is helpful to separate my opinions about how the world works, which do change, from my values, which have remained unaltered. I acquired these values from my parents, particularly from my late father, Edmund Wolf, a Jewish refugee from 1930s Austria. He was a passionate supporter of liberal democracy. He opposed utopians and fanatics of both the left and the right. He believed in enlightenment values, tempered by appreciation of the frailties of humanity. The latter had its roots in his talent (and career) as a playwright and journalist. He accepted people as they are. He opposed those who sought to transform them into what they could not be. These values made him, and later me, staunchly anti-communist during the Cold War.

I have remained attached to these values throughout my life. My views on the economy have altered over time, however. As economic turbulence hit the Western world during the 1970s, I became concerned that this might undermine both prosperity and political stability. When UK retail price inflation hit 27 per cent in August 1975, I even wondered whether my country would go the way of Argentina. I was happy to see Margaret Thatcher seek to defeat inflation, restrict the unnecessary extensions of state intervention in the economy, curb the unbridled power of the trades unions, and liberalize markets. These were, I thought, essential reforms. Similarly, it seemed to me that the US needed at least some of what Ronald Reagan offered. In the context of the ongoing Cold War, a restored and reinvigorated West appeared necessary and right. I believed that the moves away from what was then an overstretched and unaccountable state towards a more limited and accountable one were in the right direction if the right balance between society and the state was to be restored. In the 1970s, I concluded, the state had become weak because overextended, notably in the UK: three-day weeks, soaring inflation, collapsed profits and labour unrest all indicated that the state was decreasingly able to perform its basic functions. The US and the UK needed to have more limited and more effective states together with more self-reliant and more vigorous civil societies.

No less necessary, I concluded from what I learned as a postgraduate at Nuffield College, Oxford, and subsequently during my ten years at the World Bank, was reform and liberalization of the economies of developing countries. The results have largely been positive over the past three decades, though there, too, the threat of financial instability was never far away, as became evident from August 1982, the month when the Latin American debt crisis of the 1980s broke upon the world. The era of market liberalization has also been the era of financial crises, culminating in the biggest and most important of them, which began in 2007.10

Between 1989 and 1991 the Cold War suddenly ended. I delighted in the collapse of Soviet communism and the triumph of liberal democracy. I thought a period of peace and stable prosperity would be on offer. The period since then has indeed been a time of extraordinary economic progress in much of the developing world, above all in China and then India, countries accounting for almost 40 per cent of the world’s population. No less encouraging has been the spread of democracy in important parts of the world, notably Latin America, sub-Saharan Africa and, of course, post-Soviet Europe. Today, it is possible to identify at least the spread of democratic ideals, if not working democratic practices, in parts of the Arab and wider Muslim world. What is emerging is, of course, not only imperfect and corrupt but often marred by violence and oppression. But it is impossible to look back at the developments of the past three decades without concluding that, notwithstanding the failures and disappointments, the general direction has been towards more accountable governments, more market-oriented economies, and so towards more cooperative and positive-sum relations among states.11 The creation of the World Trade Organization in 1996 is just one, albeit particularly important, sign of these fundamentally hopeful developments.

Yet much has also gone wrong. During the 1990s, and particularly during the Asian financial crisis of 1997–98, I became concerned that the liberalization of the 1980s and 1990s had brought forth a monster: a financial sector able to devour economies from within. I expressed those concerns in columns for the Financial Times written in response. This suspicion has hardened into something close to a certainty since 2007. Connected to this is concern about the implications of ever-rising levels of debt, particularly in the private sector, and, beyond that, what is beginning to look like chronically weak demand, at the global level.

Faith in unfettered financial markets and the benefits of ever-rising private debt was not the only dangerous form of economic hubris on offer. Another was the creation of the euro. Indeed, in a column written in 1991, as the negotiation of the Maastricht Treaty was completed, I had already judged this risky venture in words used by the ancient Greeks of the path taken by a tragic play: hubris (arrogance); atē (folly); nemesis (retribution).12 In addition, we have seen a marked rise in inequality in many of the world’s economies, particularly in the more market-oriented high-income countries. Rising inequality has many adverse effects – declining social mobility, for example. Among these adverse effects is a link with financial instability, as people feel forced to borrow in order to make up for stagnant or even declining real incomes.13

The solutions of three decades ago have morphed into the problems of today. That is hardly a new experience in human history. Yet it is particularly likely when a philosophy is taken to its extreme. Liberal democracy is, I believe, now as threatened by financial instability and rising inequality as it was by the high inflation and squeezed profits of the 1970s. In learning lessons from that era, we have, perhaps inevitably, made mistakes in this one.

‘Liberal democracy’ contains two words that correspond to two related, but distinct, concepts of liberalism. Both have deep roots. One concept is freedom of the individual under the law. This form of freedom – personal autonomy – represents what the late Isaiah Berlin, in his classic essay ‘Two Concepts of Liberty’, called ‘negative freedom’.14 The other concept is not quite that of ‘positive freedom’, as Berlin defined it, though it bears some relation to that concept. It is rather of the individual as citizen.

As the late Albert Hirschmann argued, ‘voice’ – the ability to have a say in collective decisions that affect one – is just as important as ‘exit’ – the ability of the individual to choose alternatives, not just as a consumer and producer, but as a citizen.15 Whereas the first concept of liberty is quintessentially English, the second goes back to the ancient world.16 For Athenians, the separated individual who took no place in public life was an idiōtēs – the word from which our word ‘idiot’ is derived. Such a person was an inadequate human being because he (for the Greeks, it was always ‘he’) focused only on his private concerns rather than on those of his polis, or city state, the collective that succoured him and to which he owed not just his loyalty, but also his energy.

The ideal of a liberal democracy derives from the marriage of these two ideas – freedom and citizenship. It is based on the belief that we are not only individuals with rights to choose for ourselves, subject to the law; we are also, as Aristotle put it, ‘political animals’. As such, we have both a need and a right to participate in public life. Citizenship translates the idea of individual self-worth to the political level. As citizens, we can and should do things together. Many of these things are, in turn, the foundation stones of Berlin’s ‘positive liberty’, or individual agency.

Obvious examples of socially provided public and semi-public goods, beyond the classic public goods of defence and justice, are environmental protection, funding of basic scientific research, support for technical innovation and provision of medical care, education and a social safety net. Making choices, together, about the provision of such goods does not represent a violation of freedom, but is rather both an expression and a facilitator of that fundamental value.

Today, then, the threats to liberal democracy, as I define it, come not from communism, socialism, labour militancy, soaring inflation, or a collapse in business profitability, as was the case in the 1970s, but from financial and economic instability, high unemployment and soaring inequality. The balance needs to be shifted again. Recognizing that need does not change my view that markets and competition are the most powerful forces for economic dynamism. Nor has it changed my view that a market economy is both a reflection of personal liberty and a precondition for its survival.17 Only if people are free in their means can they be free in their ends.18 Democracy, too, will not function in the long run without a citizenry that is, to a substantial degree, economically independent of the state. But the financially driven capitalism that emerged after the market-oriented counter-revolution has proved too much of a good thing. That is what I have learned from the crisis. This book bears witness to this perspective and attempts to make sense of how it has changed the way I think about our world.








Introduction: ‘We’re not in Kansas any more’1


No longer the boom-bust economy, Britain has had the lowest interest rates for forty years.

And no longer the stop-go economy, Britain is now enjoying the longest period of sustained economic growth for 200 years.

Gordon Brown, 2004 2

My view is that improvements in monetary policy, though certainly not the only factor, have probably been an important source of the Great Moderation. In particular, I am not convinced that the decline in macroeconomic volatility of the past two decades was primarily the result of good luck, as some have argued, though I am sure good luck had its part to play as well.

Ben Bernanke, Governor of the
Federal Reserve Board, 20043



The past is a foreign country. Even the quite recent past is a foreign country. That is certainly true of the views of leading policymakers. The crisis that broke upon the world in August 2007, and then morphed into a widening economic malaise in the high-income countries and huge turmoil in the Eurozone, has put not just these countries but the world into a state previously unimagined even by intelligent and well-informed policymakers.

Gordon Brown was, after all, a politician, not a professional economist. Hubris was not, in his case, so surprising. But Ben Bernanke is an exceptionally competent economist. His mistakes were, alas, representative of the profession. In a celebrated speech from February 2004 on what economists called the ‘great moderation’, Mr Bernanke talked about what now seems an altogether different planet – a world not of financial crisis and long-term economic malaise, but one of outstanding stability and superlative monetary policy.4 Moreover, claimed Mr Bernanke, ‘improved monetary policy has likely made an important contribution not only to the reduced volatility of inflation (which is not particularly controversial) but to the reduced volatility of output as well’.5

This now seems quaint. The economics establishment failed. It failed to understand how the economy worked, at the macroeconomic level, because it failed to appreciate the role of financial risks; and it failed to understand the role of financial risks partly because it failed to understand how the economy worked at the macroeconomic level. The work of economists who did understand these sources of fragility was ignored because it did not fit into the imagined world of rational agents, efficient markets and general equilibrium that these professors Pangloss had made up.6

The subsequent economic turmoil has done more than make the economics of even a few years ago look as dead as the dodo. It has (or should have) changed the world. That is the subject of this book. It does not offer a detailed history of the crisis. It is, instead, an attempt to analyse what the crisis tells us about the economy and economics. Only by analysing this event in some detail is it possible to discuss what needs to be done and then set that against what has been – and is being – done. Are we now on a sustainable course? The answer, I will argue, is no.

OUTLINE OF THE ANALYSIS

Part I – ‘The Shocks’ – looks at how the financial crises that hit the advanced economies after 2007 made the world what it was in early 2014. Yes, globalization is continuing. But the latest and most dangerous financial crises of the post-war era have made the world economy fragile and the economies of the high-income countries weak.

Chapter One, the first chapter in Part I, looks at the global financial crisis and its aftermath, focusing on where the high-income economies now are. Economic orthodoxy treated such huge financial crises as more or less inconceivable. Nevertheless, they happened. The wave of financial crises and the policy measures used to combat them – the bailout of the banking system, the unprecedented monetary expansion and the huge fiscal deficits – were extraordinary. While such heroic measures halted the move into another Great Depression, they failed to return the high-income countries to a state of good health. Governments have been struggling with an aftermath of high unemployment, low productivity growth, de-leveraging, and rising concerns about fiscal solvency. The spectre of a Japanese malaise has loomed.

Chapter Two then turns to the crisis in the Eurozone. Once the credit flows stopped in 2008, the structural weaknesses of the Eurozone became evident. Subsequently, a host of inadequate policy interventions barely staved off a meltdown. Despite some progress in tackling the crisis, the post-war European project remains at risk, since it is impossible to go forward to a far stronger union or back to monetary independence.

Chapter Three, the last in Part I, looks at the consequences of the crises for the emerging economies. In general, economic growth in emerging markets remained rapid, despite weaknesses in high-income economies. But there, too, including in China and India, concerns have grown about excessive private or public sector debts and asset bubbles. In addition, the exceptional monetary policies of advanced countries and huge private outflows of capital from them, seeking higher yields, also created severe dilemmas for policymakers in emerging countries: should they accept higher exchange rates and reduced external competitiveness or resist them, perhaps by intervening in currency markets, so risking a loss of monetary control, excessive credit growth, inflation and financial disorder? Finally, evidence of slowing underlying growth has emerged. Further structural reforms are needed.

Part II – ‘The Shifts’ – examines how the world economy got here. What created the fragility that finally turned into such huge financial and economic shocks? If we are to do better in future, we have to understand the roots of what went wrong.

Chapter Four, the first chapter in Part II, focuses on financial fragility. Why did core parts of the financial system disintegrate? Was this because of inherent weaknesses in the financial system? Was it because of specific policy errors, before and during the crisis? Were the mistakes in handling the crisis, as some argue, even more important than those made before the crisis? All these views turn out to be partially correct.

The chapter will analyse what makes financial systems inherently fragile. It will then look closely at what made the financial system particularly fragile, prior to 2007. It will examine the growth of ‘shadow banking’, the increase in financial complexity and interconnectedness, the role of ‘moral hazard’, and the responsibilities of governments in handling crises. It will also argue that important mistakes were made in understanding the limitations of inflation targeting in managing economies.

Yet – Chapter Five will add – the vulnerability to crisis was not due to what happened inside the financial system alone. Underneath it were global economic events, notably the emergence of a ‘global savings glut’ and the associated credit bubble, partly due to a number of interlinked economic shifts. A crucial aspect of this was the rise of the global imbalances, with emerging economies deciding to export capital to advanced countries that the latter proved unable to use effectively. After the Asian crisis, global real interest rates fell to exceptionally low levels. This triggered an asset-price boom that then turned into a bubble. But also important in forming the savings glut was the changing distribution of income between capital and labour and among workers. The chapter will argue that popular alternative explanations of the macroeconomic causes of the crisis – loose monetary policy, in particular – confuse results with causes. Behind the rising imbalances and the associated savings glut lay fundamental shifts in the world economy driven by liberalization, technology and ageing, and revealed in globalization, rising inequality and weak investment in high-income economies.

Chapter Five will also look at how the combination of the credit bubble with the savings glut and the underlying design flaws drove the Eurozone into such a deep crisis. It will argue that one must understand the interaction of five elements: errors in design; errors in policymaking among creditor and debtor countries prior to the crisis; the fragility of finance, notably the banking system in Eurozone countries; mistakes of monetary policy; and failures to work out effective ways of dealing with the crisis when it hit. As a result, the risks of breakdown remain significant, with devastating potential effects on the economic stability of the continent.

Part III – ‘The Solutions’ – then looks at where we should be going. The salient characteristic of the response to the crisis was to do barely the minimum needed to ‘put the show back on the road’. This is true of macroeconomic policy. It is true of financial sector reform. And it is also true of reform of the Eurozone. All this is understandable. But it is not good enough. It makes it almost certain that the recovery will be too weak and unbalanced and that still bigger crises will emerge in future.

Chapter Six, the first chapter in Part III, will take up the search for better economic ideas. The crisis has revealed deep misunderstandings of the way the modern economy works that resulted in huge policy mistakes, both before and, in the case of fiscal policy, also after the crisis. It is necessary to ask how much of the orthodox economics of the past few decades holds up in the light of events. Were the Austrian economists or the post-Keynesians closer to the truth than orthodox economists who ran central banks and advised treasuries? The answer will be that the heterodox economists were indeed more right than the orthodox. The challenge for economics is large and the need for experimentation strong. Some argue that we need to move back to the gold standard. The chapter will show that this is a fantasy. But the issue of the link between money and finance is central and must be addressed.

Chapter Seven will look at how to achieve a better financial system. It will start from the reforms that are now being undertaken and ask whether they will be sufficient to generate a secure future. The discussion will then look at further possible reforms, including much higher capital requirements and proposals to eliminate ‘fractional reserve banking’ altogether. The discussion will conclude by arguing that further radical reform is essential, because the current financial system is inherently dependent on the state. That creates dangerous incentives, ultimately quite likely to destroy the solvency of states. A particularly important aspect of the frailty of finance is its role in generating property bubbles. The leveraging up of the stock of land is a consistently destabilizing phenomenon.

Chapter Eight will then turn to the search for a better economy, both domestic and global. The starting point must be how to achieve a more vigorous and better-balanced recovery. There should have been much stronger monetary and, particularly, fiscal support for the recovery. The failure to do this will cast a long shadow over economic prospects. Policymakers made a big mistake in 2010 when they embraced austerity prematurely. But there are important longer-term constraints on achieving a return to pre-crisis rates of growth and balancing demand and supply without resort to another destabilizing credit and asset-price bubble. The obvious solutions are a big expansion of investment and net exports. Yet there are obstacles to both. The world economy needs to be sustainably rebalanced, with capital flowing from developed to emerging countries on a large scale. The chapter will explain how this might be done and why it will be so difficult. It will require reforms of the global monetary system. Among other things, there is a strong case for generating a new reserve asset that would make far less necessary the mercantilist policies of emerging economies. But if that is impossible, as seems likely, and the high-income countries are unable to generate an investment boom, the latter may have to consider radical reforms of monetary arrangements, including direct monetary financing of budget deficits.

Chapter Nine, the last in Part III, will examine the search for a reformed Eurozone. Today, the Eurozone confronts an existential challenge. It has to decide either to break up, in whole or in part, or to create a minimum set of institutions and policies that would make it work much better. Dismantling the Eurozone is conceivable, but it would create a huge financial, economic and political mess in at least the short to medium term. The mess would stretch into the far distant future if dismantling the Eurozone led to the unravelling of the entire project for European integration. The alternative reforms will have to include more effective support for countries in temporary difficulties, a degree of fiscal federalism, greater financial integration, a more supportive central bank and mechanisms for ensuring symmetrical adjustment of competitiveness. Without such changes the Eurozone will never work well, and even with them it may still not survive in the long term.

Finally, the Conclusion will return to what this crisis means for the world. It will argue that this is a turning point. Fundamental reforms are needed if we are to achieve greater stability. We will need both more globalization and less – more global regulation and cooperation, and more freedom for individual countries to craft their own responses to the pressures of a globalizing world. There are huge long-term tasks in maintaining the supply of global public goods – a stable world economy, peace and, above all, management of huge global environment challenges – as the world integrates and develops. Yet these challenges will not be met if we do not first overcome the legacy of the crisis. Moreover, all this must be managed at a time of transition in global power and responsibility from a world dominated by Western powers to one in which new powers have arisen.

WHY THE SHOCKS MATTER

What makes this analysis important? The answer is that the financial and economic crises of the West have changed the world. They change what is happening, how we should think about what is happening, and what we should do about it.

Let’s start with the obvious point. The world economy turned out to be very different from what most people imagined in 2007. Economies that were deemed vigorous have turned out to be sickly. In all the important high-income countries, output had remained far below previous trends and the rate of growth is mostly well below what had previously been considered its potential. Levels of activity were still below pre-crisis peaks in a number of important countries in 2013, notably France, Italy, Japan and the UK. Moreover, unemployment rates were elevated and persistent. The concern that something similar to the lengthy Japanese economic malaise was about to hit a number of high-income countries had, alas, grown more credible. Maybe the outcome would be even worse than in Japan: on balance, it has been, so far.

Meanwhile, emerging countries mostly recovered vigorously. They did so, in part, by replacing the external demand they had lost with domestic stimulus. This worked in the short run, remarkably so in China. But such action could leave a difficult legacy in the form of low-quality investments, asset-price bubbles and bad debts, and might, for such reasons, prove unsustainable. At the same time, the emerging countries could not return to the strategies of export-led growth-cum-reserve accumulation followed by many of the most successful among them prior to the crisis. The weakness of private demand within high-income countries has precluded that and, in particular, the loss of creditworthiness by many households. In all, the legacy of the crises includes deep practical challenges to policymaking almost everywhere.

As a result of these unexpected economic developments, crisis-hit countries have been forced to struggle with worse fiscal positions than they had previously imagined. As the work of Carmen Reinhart and Kenneth Rogoff, both now at Harvard University, has shown, fiscal crises are a natural concomitant of financial crises, largely because of the impact on government revenue and spending of declining profits and economic activity, together with rising unemployment. These come on top of the direct fiscal costs of bank bailouts.7 As was to be predicted, in the current crisis the biggest adverse fiscal effects were felt in countries that suffered a direct hit from the financial crises, such as the US, the UK, Ireland and Spain, rather than in countries that suffered an indirect hit, via trade. Worse still, the longer-term fiscal position of the crisis-hit countries was always likely to be difficult, because of population ageing. Now, the legacy of the crisis has sharply curtailed the room for manoeuvre.

Along with the fiscal impact has come a huge monetary upheaval. In today’s credit-based system, the supply of money is a by-product of the private creation of credit. The central banks regulate the price of money, while the central bank and government in concert ensure the convertibility of deposit money into government money, at par, by acting as a lender of last resort (in the case of the central bank) and provider of overt or covert insurance of liabilities (in the case of the government). However, because this financial crisis has been so severe, central banks went far beyond standard operations. They not only lowered their official intervention rates to the lowest levels ever seen, but enormously expanded their balance sheets, with controversial long-term effects.

The most obvious of all the changes is the transformed position of the financial system. The crisis established the dependence of the world’s most significant institutions on government support. It underlined the existence of institutions that are too big and interconnected to fail. It confirmed the notion that the financial system is a ward of the state, rather than a part of the market economy. It demonstrated the fragility of the financial system. As a result of all this, the crisis inflicted huge damage on the credibility of the market-oriented global financial system and so also on the credibility of what is often called ‘Anglo-Saxon financial capitalism’ – the system in which financial markets determine not only the allocation of resources but also the ownership and governance of companies. One consequence is that the financial system has been forced through substantial reform. Another is that a debate about the proper role and structure of the financial industry became inescapable. Yet another is that the willingness of emerging economies to integrate into the global financial system was reduced.

As a result of the crises, the established high-income countries suffered a huge loss of prestige. These countries, above all the US, though counting for a steadily smaller share of the world’s population, remained economically and politically dominant throughout the post-Second World War era. This was partly because they had the largest economies and so dominated global finance and trade. It was also because they controlled global economic institutions. However much the rest of the world resented the power and arrogance of the high-income countries, it accepted that, by and large, the latter knew what they were doing, at least in economic policy. The financial crisis and subsequent malaise destroyed that confidence. Worse, because of the relative success of China’s state capitalism, the blow to the prestige of Western financial capitalism has carried with it a parallel blow to the credibility of Western democracy.

These crises also accelerated a transition in economic power and influence that was already under way. Between 2007 and 2012, the gross domestic product of the high-income countries, in aggregate, rose by 2.4 per cent, in real terms, according to the International Monetary Fund, with that of the US rising by 2.9 per cent and that of the Eurozone falling by 1.3 per cent. Over the same period, the real GDP of the emerging countries grew by 31 per cent and those of India and China by 39 and 56 per cent respectively. Such a speedy transformation in relative economic weight among important countries has no precedent. It is plausible that China’s economy already is the biggest in the world, at purchasing power parity, in the middle of this decade, and will be the biggest in market prices by the early part of the next decade. The crisis has accelerated the world economy towards this profound transition.

The coincidence of a huge financial and economic crisis with a prior transformation in relative economic power also occurred in the 1930s. The rise of the US as a great economic power in the early twentieth century and the overwhelming strength of its balance of payments after the First World War helped cause both the scale of the global economic crisis and the ineffectiveness of the response in the 1930s. This time, between 2007 and 2012, the rise of China, a new economic superpower, was among the explanations for the global imbalances that helped cause the crises. Fortunately, this did not thwart an effective response. In future, the world may not be so fortunate. Transitions in global power are always fraught with geo-political and geo-economic peril because the incumbent ceases to be able to provide the necessary political and economic order and the rising power does not see the need to do so.

The crises have generated, in addition, fundamental challenges to the operation of the global economy. Among the most important features of the pre-crisis global economy – indeed, one of the causes of the crisis itself – were huge net flows of capital from emerging economies into supposedly safe assets in high-income countries. The governments of emerging countries organized these flows, largely as a result of intervention in currency markets and the consequent accumulations of foreign-currency reserves, which reached $11.4tn at the end of September 2013, quite apart from over $6tn in sovereign wealth funds.8 The recycling of current-account surpluses and private-capital inflows into official capital outflows – described by some as a ‘savings glut’ and by others as a ‘money glut’ – was one of the causes of the crisis. These flows are certainly unsustainable, because high-income countries have proved demonstrably unable to use the money effectively. The crisis has, in this way, too, changed the world: what was destabilizing before the crisis became unsustainable after it.9

Furthermore, the globalization of finance is also under threat. The reality is that economies have become more integrated, but political order still rests on states. In the case of finance, taxpayers bailed out institutions whose business was heavily abroad. Similarly, they were forced to protect financial businesses from developments abroad, including those caused by regulatory incompetence and malfeasance. This is politically unacceptable. Broadly, two outcomes seem possible: less globalized finance or more globalized regulation. This dilemma is particularly marked inside the Eurozone, as Adair (Lord) Turner, chairman of the UK’s Financial Services Authority, has noted. This is because financial markets are more integrated and the autonomy of national policy is more limited than elsewhere.10 In practice, the outcome in Europe is likely to be some mixture of the two. The same is also true for the world as a whole, where tension arises between a desire to agree at least a minimum level of common regulatory standards and a parallel desire to preserve domestic regulatory autonomy.11 Such pressure for ‘de-globalization’ may not be limited to finance. The combination of slow growth with widening inequality, higher unemployment, financial instability, so-called ‘currency wars’ and fiscal defaults may yet undermine the political legitimacy of globalization in many other respects.

Inevitably, the legacy of the crises includes large-scale institutional changes in many areas of policy, at national, regional and global levels. The obvious areas for reform are financial regulation, the functioning of monetary systems, global governance and global economic institutions. Reforms are under way. But big questions remain unaddressed and unresolved, notably over global monetary and exchange rate regimes. A revealing step, taken early in the crisis, was the shift from the group of seven leading high-income countries as the focus for informal global decision-making to the group of twenty – a shift that brought with it an increase in relevance at the price of a reduction in effectiveness. This is just one aspect of the complications created by the need to take account of the views and interests of more players than ever before.

Whatever happens at the global level, the crises created an existential challenge for the Eurozone and so for the post-Second World War European ‘project’. The Eurozone might still lose members, though the chances of that have much reduced since the worst of the crisis. Such a reversal would imperil the single market and the European Union itself. It would mark the first time that the European project had gone backwards, with devastating consequences for the prestige and credibility of this idea. Worst of all, such a breakdown would reflect – and exacerbate – a breakdown in trust among the peoples and countries of Europe, with dire effects on their ability to sustain a cooperative approach to the problems of Europe and act effectively in the wider world. Fortunately, policymakers understand these risks. Yet even if everything is resolved, as seems likely, Europe will remain inward-looking for many years. If everything were not resolved, the collapse of the European model of integration would shatter the credibility of what was, for all its faults, the most promising system of peaceful international integration there has ever been.

Yet perhaps the biggest way in which the crises have changed the world is – or at least should be – intellectual. They have shown that established views of how (and how well) the world’s most sophisticated economies and financial systems work were nonsense. This poses an uncomfortable challenge for economics and a parallel challenge for economic policymakers – central bankers, financial regulators, officials of finance ministries and ministers. It is, in the last resort, ideas that matter, as Keynes knew well. Both economists and policymakers need to rethink their understanding of the world in important respects. The pre-crisis conventional wisdom, aptly captured in Mr Bernanke’s speech about the contribution of improved monetary policy to the ‘great moderation’, stands revealed as complacent, indeed vainglorious. The world has indeed changed. The result is a ferment of ideas, with many heterodox schools exerting much greater influence and splits within the neoclassical orthodoxy. This upheaval is reminiscent of the 1930s and 1940s and, again, of the 1970s. The opportunity of securing a more prosperous and integrated global economy surely remains. But the challenge of achieving it now seems more intractable than most analysts imagined. In the 1930s, the world failed. Will it do better this time? I fervently hope so. But the story is not yet over. As Dorothy says in The Wizard of Oz, ‘Toto, I’ve a feeling we’re not in Kansas any more.’
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Part One


 



THE SHOCKS








Prologue

The financial and economic crises of the Western world became visible in the summer of 2007 and reached their apogee in the autumn of 2008. The response was an unprecedented government-led rescue operation. That, in turn, triggered an economic turn-around in the course of 2009. But the recovery of the high-income countries was, in general, disappointing: output remained depressed, unemployment stayed elevated, fiscal deficits remained high, and monetary policy seemed, by conventional measures, unprecedentedly loose. This is beginning to look like a Western version of Japan’s prolonged post-bubble malaise.

One reason for persistent disappointment is that the Western crisis became, from 2010 onwards, also a deep crisis of the Eurozone. Crisis dynamics engulfed Greece, Ireland, Portugal, Spain and even Italy. All these countries were pushed into deep recessions, if not depressions.1 The price of credit remained high for a long time. By early 2013, the sense of crisis had abated. But chronic economic malaise continued, with no certainty of a strong recovery or even of enduring stability.

Meanwhile, emerging economies, in general, thrived. The worst hit among them were the countries of Central and Eastern Europe, many of which had run huge current-account deficits before the crisis. Like the members of the Eurozone in Southern Europe, these were then devastated by a series of ‘sudden stops’ in capital inflows. Other emerging and developing countries proved far more resilient. This was the result of a big improvement in policy over the previous decades. Particularly important was the move towards stronger external positions, including a massive accumulation of foreign-exchange reserves, particularly by Asian emerging countries, notably including China. This gave them the room to expand domestic demand and so return swiftly to prosperity, despite the crisis. Those emerging and developing countries that could not expand demand themselves were often able to piggyback on the stimuli of others, particularly China. That was particularly true of the commodity exporters. This represents an important – and probably enduring – shift in the world economy: the old core is becoming more peripheral. But the sustainability of the expansionary policies adopted by emerging economies, and so their ability to thrive while high-income countries continue to be weak, is in doubt. Particularly important is the risk of a sharp slowdown in the Chinese economy and the likely associated weakness of commodity prices.







1

From Crisis to Austerity


The central problem of depression-prevention [has] been solved, for all practical purposes, and has in fact been solved for many decades.

Robert E. Lucas, 20031

When I became Treasury secretary in July 2006, financial crises weren’t new to me, nor were the failures of major financial institutions. I had witnessed serious market disturbances and the collapses or near collapses of Continental Illinois Bank, Drexel Burnham Lambert, and Salomon Brothers, among others. With the exception of the savings and loan debacle, these disruptions generally focused on a single organization, such as the hedge fund Long-Term Capital Management in 1998.

The crisis that began in 2007 was far more severe, and the risks to the economy and the American people much greater. Between March and September 2008, eight major US financial institutions failed – Bear Stearns, IndyMac, Fannie Mae, Freddie Mac, Lehman Brothers, AIG, Washington Mutual, and Wachovia – six of them in September alone. And the damage was not limited to the US. More than 20 European banks, across 10 countries, were rescued from July 2007 through February 2009. This, the most wrenching financial crisis since the Great Depression, caused a terrible recession in the US and severe harm around the world. Yet it could have been so much worse. Had it not been for unprecedented interventions by the US and other governments, many more financial institutions would have gone under – and the economic damage would have been far greater and longer lasting.

Hank Paulson, On the Brink (2010)2



Hank Paulson is a controversial figure. For many Americans, he is the man who bailed out Wall Street too generously. For others, he is the man who failed to bail out Wall Street generously enough. In his thought-provoking book, Capitalism 4.0, the British journalist Anatole Kaletsky blames him for the disaster, writing that ‘the domino-style failure of US financial institutions that autumn [of 2008] was not due to any worsening of economic conditions – it was simply a consequence of the US Treasury’s unpredictable and reckless handling first of Fannie and Freddie, then of Lehman, and finally of AIG.’3

Whatever we may think of Mr Paulson’s culpability, we cannot deny his outline of what actually happened in 2007 and 2008. In this chapter, I will not attempt a detailed account of how the crisis that hit the core high-income countries in those years unfolded. That has been done in other publications.4 My aim here is rather to demonstrate its scale, the extraordinary policy response and the economic aftermath. I will postpone detailed discussion of the economic and financial origins of the crisis to Part II of the book and analysis of the very different impact upon emerging and developing countries to Chapter Four. By focusing on the high-income countries, I want to show that this was no ordinary economic event. To pretend that one can return to the intellectual and policymaking status quo ante is profoundly mistaken.

THE SCALE OF THE CRISIS

The world economy of the 2000s showed four widely noticed and, as we shall see, closely related characteristics: huge balance-of-payments imbalances; a surge in house prices and house building in a number of high-income countries, notably including the US; rapid growth in the scale and profitability of a liberalized financial sector; and soaring private debt in a number of high-income countries, notably the US, but also the UK and Spain. Many observers doubted whether this combination could continue indefinitely. The questions were: when would it end, and would it do so smoothly, bumpily or disastrously?

The answers, it turned out, were: in 2007 and 2008, and disastrously. Already in March 2008, I assessed the unfolding crisis as follows:


What makes this crisis so significant? It tests the most evolved financial system we have. It emanates from the core of the world’s most advanced financial system and from transactions entered into by the most sophisticated financial institutions, which use the cleverest tools of securitisation and rely on the most sophisticated risk management. Even so, the financial system blew up: both the commercial paper and inter-bank markets froze for months; the securitized paper turned out to be radioactive and the ratings proffered by ratings agencies to be fantasy; central banks had to pump in vast quantities of liquidity; and the panic-stricken Federal Reserve was forced to make unprecedented cuts in interest rates.5



Far worse was to follow in the course of 2008.

This crisis had become visible to many observers on 9 August 2007, when the European Central Bank injected €94.8bn into the markets, partly in response to an announcement from BNP Paribas that it could no longer give investors in three of its investment funds their money back.6 This event made it clear that the crisis would not be restricted to the US: in the globalized financial system, ‘toxic paper’ – marketed debt of doubtful value – had been distributed widely across borders. Worse, contrary to what proponents of the new market-based financial system had long and, alas, all too persuasively argued, risk had been distributed not to those best able to bear it, but to those least able to understand it.7 Examples turned out to include IKB, an ill-managed German Landesbank, and no fewer than eight Norwegian municipalities.8 These plucked chickens duly panicked when it became clear what, in their folly, they had been persuaded to buy.

On 13 September 2007, Northern Rock, a specialized UK mortgage-lender, which had been offering home loans of up to 125 per cent of the value of property and 60 per cent of whose total lending was financed by short-term borrowing, suffered the first large depositor ‘run’ on a British bank since the nineteenth century.9 Ultimately, the Labour government nationalized Northern Rock – paradoxically, very much contrary to the company’s wishes. Reliance on short-term loans from financial markets, rather than deposits, for funding of long-term illiquid assets had, it soon turned out, become widespread. This was also a dangerous source of vulnerability, since explicit and implicit insurance had made deposits relatively less likely to run than market-based finance. That lesson proved of particular importance for the US, because of the scale of market-based lending in the funding of mortgages. As managing director of the huge California-based fund manager PIMCO (the Pacific Investment Management Company), Paul McCulley in 2007 labelled this the ‘Shadow Banking System’ when he spoke in Jackson Hole, Wyoming, at the annual economic symposium of the Federal Reserve Bank of Kansas City. The label stuck.10 Both these lessons – the widespread distribution of opaque securitized assets (the bundling of debts into marketable securities) and the reliance of so many intermediaries on funding from wholesale markets – turned out to have great relevance as the crisis worsened in 2008.

Then, on 16 March 2008, the Financial Times reported: ‘JP Morgan Buys Bear Stearns for $2 a Share’.11 The Federal Reserve provided backup funding of $30bn for this operation, taking some of the credit risk in the process. Just a year before that calamity the Financial Times had reported: ‘Bear Stearns yesterday became the latest Wall Street bank to report strong earnings and insist that it does not see much lasting impact from the crisis in the subprime mortgage market.’12 It would say that, wouldn’t it? But the likelihood is that its management, along with almost everybody else, did not imagine the horrors to come. They were probably more fools than knaves.

The rescue prompted me to write in the Financial Times of 25 March 2008:


Remember Friday March 14 2008: it was the day the dream of global free-market capitalism died. For three decades we have moved towards market-driven financial systems. By its decision to rescue Bear Stearns, the Federal Reserve, the institution responsible for monetary policy in the US, chief protagonist of free-market capitalism, declared this era over. It showed in deeds its agreement with the remark by Joseph Ackermann, chief executive of Deutsche Bank, that ‘I no longer believe in the market’s self-healing power’. Deregulation has reached its limits.13

 	

The US government took the two government-sponsored enterprises, Fannie Mae and Freddie Mac, which then guaranteed three-quarters of US mortgages, into ‘conservatorship’ on 7 September. This proved what investors (and critics) had long believed, namely, that the US government stood behind the vast borrowings of these allegedly private companies ($5,400bn in outstanding liabilities at the time of the rescue).14 Yet it then, controversially, allowed (or felt obliged to allow) Lehman Brothers to go bankrupt on 15 September.15 Merrill Lynch was sold to Bank of America for $50bn, or $29 a share, on the same day – a big premium above its share price of $17, but a reduction of 61 per cent on its share price of $75 a year before and 70 per cent from its pre-crisis peak.16 Then, promptly after refusing to rescue Lehman, the US government saved the insurance giant, AIG, taking a 79.9 per cent equity stake and lending it $85bn on 16 September.17 In his book, Mr Paulson argues that the decisions were not inconsistent, because, ‘Unlike with Lehman, the Fed felt it could make a loan to help AIG because we were dealing with a liquidity, not a capital, problem.’18 If the Fed really believed that, it was soon proved wrong. A more likely reason is that Mr Paulson believed (wrongly, as it turned out) that the markets would take Lehman’s failure in their stride, but was sure the same would not be true for AIG, given its role as a seller of ‘credit default swaps’ – insurance contracts on bonds, including the securitized assets that had become increasingly toxic.

Then, on 17 September, one of the money-market funds managed by Reserve Management Corporation (a manager of mutual funds) ‘broke the buck’ – that is, could no longer promise to redeem money invested in the fund at par (or dollar for dollar) – because of its exposure to loss-making loans to Lehman. That threatened a tsunami of redemptions from the $3.5tn invested in money-market funds, a crucial element in funding McCulley’s ‘Shadow Banking System’.19

PriceWaterhouseCoopers, the UK’s bankruptcy administrator for Lehman, seized the failed company’s assets in the UK, including the collateral of those who traded with it.20 This came as a shock to many hedge funds and US policymakers. The fact that bankruptcy regimes were different in different countries – obvious, one would have thought – turned out to be a significant problem in dealing with the aftermath of Lehman’s failure. As Mervyn (later Lord) King, governor of the Bank of England, famously quipped: banks were ‘international in life, but national in death’.21 Funding for Morgan Stanley and Goldman Sachs, the two surviving broker-dealers, dried up.22 On 21 September these two institutions turned themselves into bank holding companies, a change that gave them access to funds from the Federal Reserve.23 On 25 September the Federal Deposit Insurance Corporation took over Washington Mutual, the sixth largest bank in the US.24 Not long afterwards, on 9 October, Wells Fargo, the country’s fifth largest commercial bank, agreed to a takeover of Wachovia, the country’s fourth largest.25

The mayhem was not restricted to the US. On the weekend before the Lehman bankruptcy, the UK government refused to support the takeover mooted by Barclays. As Alistair Darling, then chancellor of the exchequer, claims in his memoir, ‘we could not stand behind a US bank that was clearly in trouble’. Why, indeed, should the UK government provide guarantees that the US government had rejected? Moreover, he adds, ‘I was determined that UK taxpayers would not end up having to bail out a US bank.’26 On 17 September, with government encouragement, Lloyds TSB announced a £12.2bn takeover of Halifax Bank of Scotland (HBOS). The government argued that the public interest justified clearing the deal, despite concerns over its adverse impact on competition, in order to ‘ensure the stability of the UK financial system’.27 On 29 September the government decided to nationalize Bradford & Bingley, the biggest lender in the UK’s ‘buy-to-let’ market, while its branch network was subsequently sold to Santander.28 Worse, it was becoming obvious that HBOS was too bad a bank for Lloyds to support unaided. Furthermore, the Royal Bank of Scotland (RBS), which had become the biggest bank in the world by assets, partly as a result of ill-considered takeovers, notably of ABN-Amro, was also in terrible trouble.

The crisis went far beyond the US and the UK, affecting Iceland, Ireland and much of continental Europe. As the panic worsened, credit markets froze and assets were dumped, causing a vicious spiral of shrinking availability of credit to speculators and so further forced sales.29 The economic consequences turned out to be less severe than those of the Great Depression of the 1930s, but the financial crisis was even worse. The earlier crisis brought down banks on the periphery of the world economy (a huge number of smaller US banks and banks in vulnerable European countries, such as Austria and Germany) more than those at the core. The more recent crisis, however, tore apart the heart of the financial system: the networks connecting the big financial institutions that dominate activity in the world’s two most important financial centres, New York and London. The private sector also ceased to trust almost all counterparties other than the governments and central banks of the most important and most unimpeachably creditworthy Western economies, first and foremost the US.

This, then, was what Latin American economists call a ‘sudden stop’ in capital markets. It affected not just a range of private borrowers, but also sovereign governments whose banks had borrowed heavily in foreign currency:30 Iceland was quickly revealed as a salient example, but the same would soon prove to be true of weaker members of the Eurozone, who were, it soon became clear, borrowing something that had many of the characteristics of a foreign currency.31 One of the paradoxical features of the crisis was that the frightened money of the world flowed into US Treasury bonds and bills (shorter-term securities), even though, at least initially, the crisis had its epicentre in that country. That, of course, gave the US government an enormous margin of manoeuvre.

John Taylor, a conservative economist and former member of the administration of George W. Bush as undersecretary of the treasury for international affairs, argues that it was not the decision to let Lehman fail that triggered this stop, but the decision by Chairman Bernanke and Secretary Paulson to approach Congress for a rescue package a week later.32 This is quite unpersuasive. As Thomas Ferguson of the University of Massachusetts and Robert Johnson, former chief economist of the US Senate banking committee, note, ‘the evidence that the Lehman bankruptcy sundered world markets is overwhelming’.33

A fundamental indicator is the spread between three-month Libor (the rate at which banks can borrow from one another) and the Overnight Indexed Swap rate (the implied central-bank rate over the same three-month period). While traders at certain banks have distorted the measurement of Libor, no reason exists to doubt the scale of the rise in spread shown in Figure 1. This is a measure of the credit risk – the risk of default, in other words – on unsecured interbank lending (the process by which banks make short-term loans to one another out of surplus funds).34 In normal times, the spread between the two rates had been just a few basis
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