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

*  *  *

I, of course, take full responsibility for the contents of this book. Only I am to blame for any mistakes that I have made and that are inevitable in a project of this speed and scope. I did not start to write until the end of May 2010 and completed the work in the fourteen weeks that followed, alongside my work as a Member of Parliament. It would not have been possible to deliver it on deadline without the prior support I had from all those who served with me in government, and I could not even have contemplated it without the amazing and unsurpassable commitment and loyalty of those who are still assisting me today.

My debt to Alistair Darling as my friend and Chancellor and recent Chief Secretaries—Yvette Cooper, Stephen Timms, Andy Burnham, and Liam Byrne—Paul Myners and other Treasury ministers, and the civil servants responsible for economic policy is unpayable and readily acknowledged. This is not the right place to thank all the individual members of the No. 10 team; each and all can be proud to have served their country during a major crisis.

But it is right to acknowledge in particular the economic and policymaking team, for this is their story as much as it is mine. I was beyond lucky to work with Jeremy Heywood, who has not only a superb mind and a real flair for management, but true expertise on economic matters through his City and Treasury experience. I was also fortunate that James Bowler, who was my Principal Private Secretary in the Treasury, stayed with me as Principal Private Secretary in No. 10. He is a man of great integrity and prodigious effort and led a formidable private office team that included Matthew Style, Christina Scott, and Gila Sacks, who will be future leaders in our civil service. Leeanne Johnston was indispensable in both the Treasury and Downing Street, and remains so now in her new incarnation at the IMF, and I am grateful too to Carol Bird. I would also like to relay, through Nick Macpherson and Gus O’Donnell, my thanks to the Treasury and to the wider civil service.

Tom Scholar is the civil servant who helped me as we made the Bank of England independent, and he was a brilliant representative of Britain at the IMF and World Bank. He has always been there ready to take on the most difficult of tasks, including, most recently, succeeding another civil servant with a great mind, John Kingman, as the official in charge of financial reconstruction. He and Ollie Robbins, who was my first private secretary in No. 10, exemplify the British civil service at its best. Sir Jon Cunliffe, who also worked with me for several years at the Treasury as we dealt with European negotiations, kindly came to work with me at No. 10 as European and global economic policy adviser. As we will see in the chapters that follow, he consistently delivered for me and for Britain. His work and that of his team in shaping the G20 will go down in history. Jonathan Portes’s phenomenal abilities and his grasp of global economic issues have been invaluable.

For more than ten years Shriti Vadera, more than anyone else, challenged and helped develop my understanding of globalization, and her contribution to everything I did right is evident in these pages. She is a brilliant lateral thinker who characteristically stepped up to the challenge of formulating policy out of the box and led with conviction during the crisis. Her business acumen, her intellectually rigorous insights, and her prodigious energy make her one of the best economic and financial thinkers I have come across. David Henderson, Theo Bertram, Steve van Riel, and all those who worked with me on economic research in both No. 10 and the Labour Party are owed a huge debt of thanks for the level of detail in what follows.

Mike Ellam is not only an expert on global economic matters but was also a brilliant head of communications at No. 10. He and my other media advisers (including Iain Bundred, Nicola Burdett, Michael Dugher, Simon Lewis, John Woodcock, Katie Martin, and the teams in No. 10 and the Labour Party) have my thanks for their unstinting efforts in helping me communicate to the wider world the decisions that are discussed in this book.

I am grateful to all members of the policy unit who served with me in No. 10 and on the Council of Economic Advisers (including Ed Miliband, Maeve Sherlock, Kirsty O’Brien, Michael Jacobs, Matt Cavanagh, Greg Beales, Will Paxton, Patrick Diamond, Jennifer Moses, and Oona King), and in particular Dan Corry, an amazingly conscientious chief adviser on economic matters; Nick Pearce, a wonderfully innovative and deep-thinking head of the policy unit; and Gavin Kelly, an incredibly warm individual and a rock through thick and thin as Deputy Chief of Staff.

To both Tom Fletcher, who combined a mastery of detail with a mastery of diplomacy, and Stewart Wood, whose knowledge of Europe, America, and so much else was a constant pleasure, I owe a huge debt I can never repay.

Justin Forsyth, who is now head of Save the Children UK, served as my Director of Strategic Communications. He is not just a committed internationalist but an excellent leader of people, and I know that he will mobilize people in the cause of economic justice for the rest of his life. No one I know has the creativity and total commitment to delivery that David Muir brought when he came to work in government, and nobody could have done his difficult job with greater skill, loyalty, or strategic flair. Sue Nye has been, as always, a constant source of support.

Ed Balls and I have worked together on economic policy for most of the past twenty years. His speeches and insights have proved invaluable in the conduct of economic policy, where I freely acknowledge my long-standing debt to his advice.

Stuart Hudson’s acute observations and attention to detail have improved so much that I have done over the years, but in particular this manuscript. I am grateful for his time and talents.

I am grateful also to Andrew Small, who has brought to me not only an encyclopedic knowledge of the Asian economies but also a rigorous analysis. I am also pleased to acknowledge the contribution of his colleagues at the German Marshall Fund.

I am grateful to Jim O’Neill and Anna Stupnytska and their team at Goldman Sachs for allowing me to test my arguments against their very brilliant modeling of the world economy, and to Dominique Strauss-Kahn and the staff of the IMF for their swift and stunning research capabilities and generosity in sharing their thoughts.

Let me also thank for their insights over many years Mervyn King and the staff of the Bank of England, and Adair Turner and his predecessor Callum McCarthy and their teams at the FSA.

Wilf Stevenson has done exhaustive checks on the meetings and telephone calls I reference here and has been on constant call for checking, polishing, and support.

For his help in drafting and editing I am also grateful once again to someone whose writing skills are far superior to mine, Colin Currie.

I am grateful to Jayne Baxter, a fellow Fifer, who, out of work hours, has managed to combine her successful voluntary work as an elected member of Fife Health Board with help for me. Her acute eye for detail has made this project possible.

While I have worked all summer on this book, this project could not have been delivered and indeed could not have happened without Dominick Anfuso and all the team at Free Press and without the advice and wisdom of Flip Brophy at Sterling Lord.

There are so many people whose research or conversation has particularly influenced my thinking; I will not name those in governments around the world, other than to thank all those finance ministers and leaders who have worked with me over the years. I owe a particular debt, however, to Amartya Sen and Emma Rothschild, to Joe and Anya Stiglitz, to Larry Summers and his wife Elisa, to Jim Wolfensohn and to Alan Greenspan and Andrea Mitchell. I am grateful too for the debates with and advice from Michael Klein, Bob Rubin, Hyun Song Shin, Paul Krugman, and Gavyn Davies. I have also enjoyed conversations about the fortunes of the continents of the world with Lashi Mittal, Lord Swaraj Paul, Nigel Doughty, and Sir Gulam Noon. And I am grateful for the detailed conversations I enjoyed with Mervyn Davies, David Sainsbury, Paul Myners, Paul Drayson, Sir Ronald Cohen, Geoffrey Robinson MP, Lord Robert Skidelsky, and Lucy Parker, who has published brilliant studies of the new future that globalization offers and has been an inspiration in the advice she has given.

My friendship with Bob Shrum and Marylouise Oates has lasted from the moment I met them in Washington nearly twenty years ago. Bob and Marylouise are not only friends of our entire family but also brilliant observers of global trends with strong, deep-rooted convictions about justice. I am grateful to Bob and to my good friend John Sexton, the President of NYU, for their insights about the global changes under way that have enriched the argument I am making.

Gil McNeil has been both a formidable project manager for this book and an inspiration in assisting in the writing and editing. This and so much else would have been impossible without her nonstop encouragement and unflinching support for both Sarah and me.

For help beyond the call of duty I want to thank Helen Etheridge, Beth Dupuy, Ray Collins, and all the staff of the Labour Party, including Joe Irvin, Jonathan Ashworth, and the team in the Political Office. I am also indebted to those who have served as Parliamentary Private Secretary to me over the years: Ann Keen, Anne Snelgrove, Jon Trickett, Angela Smith, and Alison McGovern.

While I wrote this book I also had an intensive set of constituency engagements; being able to do both has been possible only because of the organizing skill of Alex Rowley, who is leader of the Fife Labour group, my constituency agent, and the person most knowledgeable on local issues in my constituency. Nor could I have managed both obligations without the support of Marilyn Livingstone and Helen Eadie MSPs. I want also to thank Jim Metcalfe, Margaret O’Sullivan, John Rowan, Bill Taylor, and Rhona White, and most of all the people of Kirkcaldy and Cowdenbeath constituency for their loyalty and support.

For making it possible for me to write, to perform my constituency duties, and to manage visits to London and Africa I am grateful for the support of my security staff and the Fife police.

My recent trip to Uganda, like much else I have done in the field of international development, was possible because of the strategic support of Brendan Cox, a tireless campaigner for the best of causes and, along with his wife, Jo, a good friend. They both have a great future as they work to change the world ahead.

I owe an enormous debt to the ministerial colleagues I was privileged to serve with through Labour’s thirteen years in office and all the civil servants and political staff who have served both me and their country with distinction.

And for help with the book itself, there are three people who deserve special thanks.

Cormac Hollingsworth has given me priceless assistance as an adviser on the political economy, an expert with detailed knowledge of the financial system, and a razor-sharp finder of wood among trees. The next Labour government will surely succeed if it is able to draw on his unfailing generosity of spirit, his total commitment to the public interest, and of course the unique insight he brings to economic policymaking. He has been indispensable to me; Hope Not Hate is lucky indeed to have him on board.

For most of the summer my editor has been Kirsty McNeill, who is not only a brilliant writer but one of the most insightful observers and analysts of global politics and its progressive potential. She has given up endless weeks to make possible a project that started as an idea, was quickly and perhaps too rashly turned into a promise, and was then converted—again perhaps too quickly—into a publishing schedule. It all had, in the end, to be delivered by someone who was prepared to see the project through, and she made the impossible possible as usual. She has a unique combination of strategic, intellectual, and political skills and is prepared to constantly challenge my arguments—and test to destruction their logical coherence. She has been more than an editor: she is in a very real sense the coauthor of what now appears.

Sarah, John, and Fraser have had to endure a summer in which I have been reading, writing, and typing. It has perhaps been my good fortune that Sarah was also working on her book this summer. I cannot say that my sons find what I am writing of interest, but my comfort is that, with books everywhere in our house, John is reading more and more and Fraser is spurred into learning to read more quickly. To Sarah I owe the greatest debt of all. Ours is a love affair that will never end.


PROLOGUE

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

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

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

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

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

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

RECAPITALIZE NOW.

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

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

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

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

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

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

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

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

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

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

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


INTRODUCTION

The First Crisis of Globalization

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

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

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

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

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

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

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

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

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

This is my personal recollection of the key political events but also my analysis of what we can learn from them. Part 1 in particular is an account of events as I saw them, events that, even now, are difficult to put in context. As I said in my speech to the Joint Houses of Congress on March 4, 2009, “We tend to think of the sweep of destiny as stretching across many months and years—as if each minute leads inevitably to the next, before culminating in one of the decisive moments we call history. But sometimes the defining moments of history appear suddenly and without warning.”

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

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

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

It was that relationship with numbers which first drew me into the Jubilee 2000 campaign for debt cancellation. I had never been to Africa, never visited or met with the communities who could benefit from the writing-off of unjust debts. But given the projections I had been seeing since I first looked at the problem in 1989, it made no sense to me to insist on the repayment of these debts: they were weighted with the human lives that could be saved or changed if we released their countries from the debit to the credit column. When, many years later, I did meet the children in school and the patients on anti-AIDS drugs who were benefiting from the debt cancellation dividend, I put faces to the lives I had sensed were inscribed on those pages of numbers.

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

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

The opening up of trade and the creation of competitive markets have brought the great successes of globalization, including a global growth that has lifted one billion people out of extreme poverty. I remain resolutely in favor of globalization, of free trade, and of liberalized markets.3 But while the benefits of globalization must never be understated, they cannot be secured without a willingness to address, at a global level, the underlying economic, democratic, social, and political weaknesses of globalization—and its regulation—that have been revealed in the past few years, which make this more than an ordinary crisis or even a crisis similar to that faced between 1929 and 1931: this is the first crisis of globalization. The shift in the world economy is not transient or temporary but permanent and profound. For two hundred years—the entire history of industrialization—Europe and America have produced most of the world’s goods, have been the main exporter of goods and services, have accounted for the majority of manufactured products sold, and have been responsible for most of the world’s economic activity and investment.

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

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

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

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

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

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

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

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

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

*  *  *

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

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

The financial innovations that allowed this to happen, and how the impact of what happened at the bottom of the American housing market was felt throughout the financial centers of the world,5 are described in part 2 of this book.

The crisis continues to unfold, and without action of the sort I describe in part 3 that could mean low growth and high unemployment in Europe and America for a decade. It could also mean millions more around the world condemned to lives of poverty. Avoiding that outcome will require governments across the world to make the difficult long-term decisions I detail in part 3. Everything I recommend will be underpinned by my lifetime commitment to fiscal responsibility, keeping deficits and debt as low as possible. Addressing low growth and high levels of world employment and poverty are the biggest long-term challenges today, so policies for fiscal consolidation must support growth and jobs and not destroy them or put them at risk.

Even more than the ability to act boldly, I believe, this crisis calls for the ability to reason morally. I believe the most stunning revelation of the crisis was this: despite the financial market’s infusing every aspect of everyday life, the ethical values that matter in everyday life had never infused the financial markets. On the eve of the London G20 Summit I addressed religious, civic, charity, and business leaders at St. Paul’s Cathedral and put it this way:


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

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

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



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

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

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

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

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

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

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

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

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

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

Most of all, we have found that such problems are not lessened but magnified by globalization. But, as I will suggest, the answer is not to reject markets or to reject government action. Instead, recognizing that both markets and the state can fail, the answer is to find a new way for individuals, markets, and governments to work together.

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

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

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

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

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

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

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

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



PART ONE





CHAPTER 1

“All I Need Is Overnight Finance”

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

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

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

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

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

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

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

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

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

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

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

I was assuming that risk had indeed been dispersed across the system. The very new, very diverse range of institutions and instruments implied that the failure of one institution did not necessarily lead to the failure of some or all. But the world of finance was operating without the benefit of the global financial oversight I had been pressing for—and also without any comprehensive global picture of the full scale of the shadow and formal activities of the financial institutions and of their entanglements with each other. According to the pre-crisis assumptions, if there was a diversification of risk across the financial system, then the leveraging of financial institutions was less a systemwide threat than a matter for risk management in the individual institutions. Regulators could then focus more on the individual bank than the systemic effects from the behavior of the institutions. Such a diversification of risk implied that there were unlikely to be huge spillover effects and contagion if one institution was in difficulty. I recognized that by failing to develop both an early warning system and an effective crisis prevention and crisis resolution system in the world economy, we were at a disadvantage. There was no global system. Nationally we had a tripartite system of the Bank of England, the Treasury, and regulators assessing risks regularly. And internationally the International Monetary Fund and the international Financial Stability Forum joined the banking regulators in scrutinizing the global picture and pattern of risk.

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

JANUARY 2008

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

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

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

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

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

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

FEBRUARY 2008

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

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

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

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

MARCH 2008

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

The first real sign of the massive underlying vulnerabilities across Wall Street was the acquisition of Bear Stearns by JP Morgan Chase. A year earlier, Bear Stearns had been worth $18 billion. Now it went for $240 million.

It was just one more sign of the accelerating crisis. By the time I met President Sarkozy at No. 10 on March 27 I was convinced that the comprehensive response we needed was so urgent that further steps had to be taken immediately. We made a direct reference to the need for immediate write-offs of toxic debts. Our communiqué from that meeting said we needed “greater transparency in financial markets to ensure that banks make full and prompt disclosure of the scale of write-offs.” But we also called for wider economic reform: cross-border financial supervision, the management of financial crisis situations, and the reform of the IMF so that in concert with the Financial Stability Forum, it would have the ability to provide a credible and authoritative early warning system for the world.

APRIL 2008

On April 8 the IMF confirmed all this when it issued its twice-yearly Global Financial Stability Report. It said losses were spreading from subprime mortgage assets to other sectors, such as commercial property, consumer credit, and company debt. But by far its most revealing finding was the sheer volume of losses involved: “Adding other categories of loans originated and securities issued in the United States related to commercial real estate, the consumer credit market, and corporations increases aggregate potential losses to about $945 billion.” The number shocked me.

Alistair asked Sir James Crosby, the Deputy Chair of the FSA, to provide advice to the government on options for improving the function of the mortgage finance markets. I was very supportive because I knew that unless we could get the mortgage market lending again, we were heading for a major recession, if not worse.

At the meeting of G7 finance ministers and the IMF meetings in Washington on April 11 and 12, much of the focus was rightly on the scale of impaired assets. When Ben Bernanke, chair of the U.S. Federal Reserve, was pressed, he suggested that total U.S. write-downs would be $250 billion. That worried me, because it implied that less than half of what was needed had been declared. What about the rest of the $700 billion in bad assets? Where were they? Representing Britain, Alistair emphasized the challenges of valuing some asset-backed security products and suggested that we had to go further than simply making more liquidity available.

April saw a wave of non-U.K. rights issues. I thought that, finally, the banks were coming clean and we at least had a fighting chance of the losses being declared and a restoration of the markets. We were expecting rights issues from the Royal Bank of Scotland (RBS) and the Halifax Bank of Scotland (HBOS), but I knew they still had insufficient liquidity and were not lending. Lending by banks was rapidly becoming my obsession. On April 15 I called British bank leaders together. All the banks there except HSBC asked for liquidity to be provided to the whole system. Andy Hornby from HBOS sounded very worried—the others appeared to be suffering a quiet anxiety—but I was becoming increasingly impatient because there seemed to be very little self-analysis of their problems and only limited focus on the broader issue of lending into the wider economy.

Immediately after the meeting I gathered together Yvette Cooper (then the formidably able Chief Secretary to the Treasury and representing Alistair, who was in Washington), Shriti, Jeremy Heywood, Tom Scholar from the Treasury (who had been my private secretary in the Treasury as well as No. 10 and had excellent judgment), and Gus O’Donnell, the head of the civil service and an eminent economist (and previously my Permanent Secretary in the Treasury), to discuss work the Bank of England had been doing on liquidity. Banks were not lending, so we agreed in that meeting on the basis of a new special liquidity scheme and the possible terms on which support would be given.

Later that day I flew to the United States to give a lecture at the Kennedy Library in Boston. Before the lecture, I called a meeting of leading American bankers in New York and asked them to explain why it was so difficult for the losses to be declared.5

The next day, in Washington, I explored this issue further with Alan Greenspan, then with the three presidential candidates (Barack Obama, Hillary Clinton, and John McCain), and finally that evening with President Bush himself, first in the Oval Office and again later, when our wives joined us for dinner. The next morning at breakfast I had a final discussion with Ben Bernanke before flying home to London with an ever stronger sense of what had to be done. Three days later, on April 21, Alistair launched the £100 billion Special Liquidity Scheme, which allowed banks and building societies to swap for up to three years some of their illiquid assets, including mortgage debts, for U.K. Treasury Bills.6

When I gave the Kennedy Lecture in Boston I talked about a declaration of interdependence under which there would be far greater international coordination for dealing with exactly the problems we were facing; this included cooperation on dealing with bank failures as well as coordination of economic policies.

The following day, when I returned to Britain, Alastair and I immediately met with the Multi-National Chairman’s Group and we talked about these very issues. Given my continuing questions about the scale of bad debts, I felt that Stephen Green, the HSBC chairman, summed it up well. There was now a new scheme in place offering the banks billions in liquidity. It would test whether the crisis was fundamentally a problem of liquidity or solvency. HSBC could of course afford to watch and wait; they were a provider of liquidity to the market and did not need the Bank of England’s facility.

As if to emphasize that the problem was one of solvency, on April 22 the Royal Bank of Scotland announced a rights issue worth £12 billion—the biggest in British corporate history—and on April 29 HBOS went for £4 billion. Barclays announced its rights issue of £4 billion on June 14, underwritten by Qatar’s state-owned Investment Authority and a number of other foreign investors. In this period, a total of £20 billion of capital was sought in rights issues by four British banks.

Finally, I thought, what I had been pushing for was happening: capital that would allow banks to come clean and declare their losses. And if they came clean, we could have the restoration of the banking markets. I worried it was too late. It took longer for me to understand that it was too little. That the biggest rights issue in British history was simply not big enough was simply mind bending.

MAY–JUNE 2008

Throughout these months volatilities other than the financial also dominated my discussions with global counterparts. I could see that rising food prices, highly volatile energy prices, and the disruptions on the stock markets and in bank lending were not isolated events. It should not be forgotten that a series of problems intrinsic to the workings of our global economy were converging. They were all telling us something about the uncoordinated nature of our new global economy.

One way forward was to bring greater stability to oil and gas prices. I spoke by video and telephone with the Saudi, French, Australian, and German governments and on video link and then in person with President Bush. I addressed other European leaders at the European Council meeting on June 19 and oil producers and consumers at the Jeddah oil summit on June 22.

The oil summit, held at my initiative, took place when oil was trading at record-high prices; by May 10 it was at $125 a barrel, by May 21 at $130, by May 22 at $135, before soaring to its peak of $147 in early July. When we met in Jeddah we did secure a small victory via an agreement on more supply of oil production, so that oil prices were to peak at $148 a barrel two weeks later, before falling by 75 percent by December. Although we agreed on a second conference for January, events in the wider economy were moving even more swiftly.

Problems that looked like problems of liquidity were now appearing to be problems of solvency. On May 14 Bradford and Bingley launched a £300 million rights issue, but by June 2 they had to change the terms of the rights issue halfway through, after admitting £8 million in losses in the first four months of the year. Jeremy was working around the clock to monitor events for me; I sometimes wondered if he ever slept. The Treasury and the Tripartite group had their hands full managing the increasing volatility of events.

In these circumstances—low lending, a poor housing market, and deteriorating economic position—interest rates would ordinarily have been falling fast. But they weren’t.

JULY 2008

Throughout July, it was clear that the U.S. housing market was getting into ever more serious trouble. On May 22, the Office of Federal Housing Enterprise Oversight House Price Index fell by its largest ever quarterly (-1.7 percent) and largest ever annual (-3.1 percent) amounts, and now Treasury Secretary Hank Paulson was having to negotiate with Congress for support for Fannie Mae and Freddie Mac (which together either owned or guaranteed $5 trillion worth of home loans). In Britain’s housing market the Council of Mortgage Lenders announced on July 18 that lending had declined by 32 percent from June 2007. These figures made my blood run cold. I knew what they meant: people and businesses stuck without credit and possibly a bad recession. Already the Blue Chip consensus growth forecast for Q4 2008 had moved from a January 2008 forecast of above 2.5 percent to a July 2008 forecast of growth of below 1 percent. This wasn’t predicting a recession in the technical sense, but the removal of credit was happening very suddenly, and I realized I had not been thinking out of the box enough. I had expected to push and nudge the system back to order, but it was not happening.

The market then dealt us a further blow. On July 21 underwriters had been left with more than two-thirds of the HBOS rights issue unsold.7 I interpreted this as meaning that the markets did not believe that HBOS had come clean on its toxic assets and future write-offs. At the same time, the RBS share price was at 197.6p, while its rights price was at 200p, and the Qataris had been left with most of the Barclays issue, as there was only a 20 percent take-up of the issue. The whole market was simply walking away. They did not believe the banks; neither should I.

The collapse in credit and its consequences for Britain’s and the global economy was the question that obsessed me throughout our summer holiday in Suffolk. It was always great to be out of London and spending private family time with Sarah and the boys, and as usual I tried to read widely in a way that simply wasn’t possible when Parliament was sitting and each day was a full diary of meetings. It was then that I picked up and read Ben Bernanke’s essays on the Great Depression.

I asked Shriti to visit us so I could argue through my latest thinking with her.

I was by now deeply worried that the swift withdrawal of credit from the global economy could tip us into another Great Depression, and so I wanted to talk through ideas of possible solutions. I discussed with her Bernanke’s ideas for quantitative easing, and we talked about Japan’s experience in the past two decades. How do we avoid a depression? How do we avoid our banks becoming like the Japanese banks, which were left still sitting on bad assets?

Since the IMF’s report on projected losses, the market appeared to be concluding that not only did the banks need a lot more capital than they had raised, but also that the banks hadn’t yet been honest—or simply did not know—about where their losses were. The failure of the rights issues of the three British banks was proof that bank investors certainly felt that. Shriti’s bleak assessment was that we now had to consider the risk of a looming and much bigger problem: that the banks were in such serious trouble that some of them may well fail.

There was of course another problem: if new capital was needed, where would it come from? Could Sovereign Wealth Funds step in? Or were there any other sources of private capital around the world? Or could we do a JP Morgan–Bear Stearns, with stronger banks taking over weaker? The options seemed rather limited, but it would depend on how much was needed and by whom. When Jeremy Heywood arrived in Suffolk to join the discussion, we agreed we should get a clear assessment from the Tripartite group about the losses and the need for capital.

Shriti argued persuasively that the historical relationship between lending and recession was so strong that serious consideration needed to be given to finding ways to unlock the frozen funding markets, so that banks themselves could borrow medium-term money, without which there would be very little new lending. Alistair had already commissioned Sir James Crosby to look at the mortgage-backed market. I agreed with Alistair that Shriti and Tom Scholar should be jointly tasked to examine the merits of the interim report from Sir James Crosby on the mortgage markets and for any other solutions and report back to Alistair and me at the end of the summer.

AUGUST 2008

My underlying worry was what I now felt to be a huge double risk: banks that weren’t lending and consumers who had stopped buying.

The more I explored the lessons from the past and cross-referenced them with the data from the present, the more it became clear that a huge fiscal stimulus and substantial quantitative easing would both be necessary, but they could work only if the rest of the world joined in. I started to bring together evidence which showed that the cumulative effect from all countries doing similar things would be to achieve twice the impact in each individual country. But quantitative easing and a fiscal stimulus were a necessary but not sufficient condition for recovery. The banking problem first had to be addressed at its source.

Shriti and Tom reported that guaranteeing mortgage-backed securities was problematic, but more important, it was not going to solve the problem. Certainly not on its own. It was becoming increasingly clear that the issue really was about capital and the lack of confidence in the underlying state of the assets held by the banks. Shriti sent me a long set of her email exchanges with Tom and others exploring the issues, which she entitled “Is it capital?” The net was closing. Jeremy assured me the Treasury was doing some technical work on contingency planning. The unthinkable was starting to have to be thought about. I started to call some of the leaders in the Middle East.

Throughout August I was also working on my speech for the Labour Party conference in Manchester in September. The month when most of Britain’s politicians and civil servants go on holiday was always also the month my indispensable adviser Kirsty McNeill worked the hardest—crafting lines, imposing discipline on the creative process, and arguing through the big themes as I prepared for what is always an important occasion for any party leader. This speech in particular was very high pressure and had high stakes, as there were strong rumors that I would be challenged for the Labour leadership at the conference itself, and much of the political discussion that summer was dominated by whispers about a “coup” to remove me. By September 1 we had what we both considered to be a good draft to deliver in the weeks to come and felt reasonably confident that its argument and announcements were strong enough to move our party forward. Nobody realized just how much the political context of Britain, or the economic reality of the world, was to change before we got to Manchester.

SEPTEMBER 7–18, 2008

In London on September 11, I talked to President Bush by phone. We had a lot to discuss, as the U.S. market had had a very difficult few days: on September 7 the two mortgage giants, Fannie Mae and Freddie Mac, were nationalized after they had lost $14 billion in only one year. In changing attitudes to intervention we were starting to see a huge psychological shift for America in general and the Republican Party in particular. On September 10 the long-established and highly respected banking house Lehman Brothers posted three-month losses of $3.9 billion—an announcement that shook not just Wall Street but world markets.

We knew the storm was brewing and was certain to come rolling across the Atlantic toward Britain. One investment bank, Merrill Lynch, was already being taken over. At the start of what was to be an extraordinary weekend, I heard privately through Shriti that Bank of America was not going to bid for Lehman and that Barclays was possibly interested. I told Alistair that we ought to support the U.S. as much as we could without risking our own stability; he agreed, but was rightly concerned that we needed to ensure Barclays was strong enough and was adequately supported by the U.S. government to take this on.

It wasn’t until quite late in the process on Sunday that Hank Paulson called Alistair.

But by late Sunday, September 14, it was clear that both the Bank of America and Barclays were pulling out of any rescue operation. On September 15 Lehman Brothers filed for bankruptcy, and a Wall Street institution that had survived two world wars and the Great Depression was no more. On Friday night there were four big independent Wall Street firms; on Monday morning there were two.

SEPTEMBER 16–24, 2008

The next day the U.S. Federal Reserve announced an $85 billion loan to AIG in exchange for an 80 percent stake in the country’s biggest insurance company. This came on top of huge pressure now going from Lehman and Merrill to Morgan Stanley and Goldman; their share prices were plummeting and CDS spreads ballooning. It was bringing issues to a head in Britain too; HBOS was most under pressure. There was still a private sector solution: Lloyds had been interested in acquiring HBOS for many years, but competition considerations had always been a problem. Now both banks were talking about it, and they each approached us separately, asking for a waiver.

The Bank of England and FSA were asked to give their opinion, and the Treasury and the Business Department issued clearance for a takeover to go ahead on September 18. This seemed to me a good deal for taxpayers because we knew from the United States that contagion was the issue; if we were forced to nationalize HBOS, there could be a domino effect and the focus would switch to other banks. The chaos in the United States was at the forefront in all our minds. By now we were all watching the markets anxiously, and the atmosphere was tense. Every time Jeremy said he wanted to update me on something, I expected another piece of bad news from the markets.

As the same time, the FSA also acted to undermine the contagion by taking the lead and banning short selling. I had no argument with the practice in principle, but its impact on financial stability was by this stage acute. Our actions eased some of the pressures on U.K. banks but, I assumed for ideological reasons, were not followed by the U.S. administration.

The day after the Lloyds takeover of HBOS was made public, the U.S. Treasury announced its intention to seek congressional approval for a $700 billion fund to purchase impaired assets (the TARP scheme, as it was to become known).

Although we were surprised by the announcement, my team was concerned because it was a plan to buy assets, not a plan for capital. However, I did recognize a critically important component to the TARP plan: it was a systemic solution to the problem. This was not a one-by-one, bank-by-bank approach but intended as a once-and-for-all solution. It also attempted to underpin a market in these assets, and we considered that might be something that needed to be done. Unfortunately it was, in my view, expensive, difficult to implement, and not going to the heart of the matter quickly. I was not sure it would work, at least not in the U.K.

Buying the bad assets off the books was too roundabout a way of injecting capital and at a subsidized rate to allow losses to be taken. If we were to step into the banks in any way I wanted the government to be compensated in full, with ownership of a stake, even if it took a long time for us to be paid back.8

The proposal was difficult to implement because it needed the assets to be valued in a market where there was no price at present. Valuing assets and buying them up would take time and involve controversy, and yet the need was to restore market confidence now. In my view, and that of Shriti, Jeremy, and Alistair and his team, TARP was not for us, but it did provide crucial leadership in opening the door to a comprehensive, systemwide solution. And it did put liquidity and new funding into the banks. The sale of assets to the U.S. Treasury would release liquidity directly to the selling banks. But if we were to support the banks I wanted to ensure that there were changes to the banks. I was not prepared to subsidize the existing management of banks that had been irresponsible and negligent in their risk-taking.

Nevertheless, given the instability of the system that had already claimed HBOS, I wanted TARP to succeed. But because I did not think it likely it would I asked for the wider work I had commissioned on capital to be accelerated, and I focused on getting through my own big political test in Manchester.

When I spoke to the Labour Party conference on September 23, it was in a world different from the one I had known when I started drafting the speech in the summer. As I said to the delegates, “Insuring people against the new risks and empowering people with new opportunities is the mission of the hour. Those who say that governments should walk away when people face these risks and need these opportunities will be judged to be on the wrong side of history. . . . This is a defining moment for us—a test not just of our judgement but of our values.”

The coup that had been speculated about throughout the summer did not materialize. My mind, in any case, was now firmly on other things.

All the time the scale of the economic threat was growing. As the conference closed, the day after my speech I boarded a plane for New York to attend the UN General Assembly. The world leaders in the world’s financial center were doing something different from what I had in mind. Was I missing something? I wanted to see firsthand what was going on.

SEPTEMBER 24, 2008

When we landed in New York I was given briefings on the state of the markets and headed straight into an evening meeting at my hotel.

I had asked Stewart Wood, an outstanding Oxford don turned political strategist who advised me on both Europe and America, to bring together some of the best economists in the world, including two Nobel prize winners who came to discuss these matters with us at very short notice. There was total consensus in this group about the scale of the impending crisis and the need for massive fiscal stimulus (and they turned out to be wholly right). There was growing support for bank recapitalization.

SEPTEMBER 25, 2008

Lehman Brothers had been the biggest banking collapse in history, but was not to remain so for long. On September 25 Washington Mutual, with $307 billion assets, became the largest bank failure ever recorded. It was seized by the FDIC, and its $188 billion of deposits were sold to JP Morgan Chase.

The successive events and failures that together constituted the crisis were mounting up: Merrill Lynch had been taken over by the Bank of America, and now household names like Morgan Stanley, UBS, and RBS seemed to be hovering on the edge.9

Worse was to follow. Thursday, September 25, was the day it became clear that the economic powerhouses of the world were all pulling in different directions.

I began with a breakfast with American investors and led a conversation about TARP to try to ascertain whether they thought it would solve the problems and restore confidence. It was a tricky conversation, because they were investors, and I couldn’t let them know that we were looking at our banks’ capital. Shriti teased out of them a view that was enlightening: they didn’t think TARP was the solution; they saw the problem as the banks needing more capital.

Then I met with Tim Geithner, who was then president of the New York Fed. We agreed that Hank Paulson’s initiative—that the government bought up diseased assets and, by doing so, cleansed the existing banks of their bad assets—was a good one. But I explained why I didn’t think it would do enough. I asked him if there was any way he could see that the U.S. government could inject capital directly into the banks. He told me that within the TARP legislation there would be a proposal that allowed direct purchase of bank shares if that became necessary. He was not able to answer if the administration and Congress would really consider such an action, but I came away from the meeting feeling far more hopeful than before. It might not be probable that the U.S. would do a recapitalization, but it was possible. If Britain were to consider a more radical path, there might be no legislative barrier to prevent America from joining us.

Buoyed by that revelation, I called Alistair and asked him to speak to Paulson about whether they were looking at capital at all. But Alastair reported that Hank was not giving much away.

Some leaders, among them President Bush himself, had already left New York. But I had leaders to talk to who were still around, and even if it were an incomplete group we could at least sound each other out on the kind of action that was needed. As well as the banking problem, I was concerned to use the time to build momentum for fiscal stimulus and quantitative easing. So I told Tom Fletcher, the resourceful young Foreign Office star who was my foreign affairs private secretary, that I wanted an appointment with President Bush the next day. I announced to my long-suffering events team that there had been a change of plan, and we would have to divert our plane from New York to Washington the next day.

At about 6 p.m. I brought together an impromptu gathering of world leaders, the main heads of government who were still in New York. I wanted to test whether there was a common approach to the financial crisis, whether there was a chance the world could come together in one forum, and whether a G20 meeting or any other arrangement could command consensus.

Brazil was the current chair of the G20, so I asked President Lula to be present. At the meeting were José Manuel Barroso, head of the European Commission; José Luis Zapatero, Prime Minister of Spain; José Socrates, Prime Minister of Portugal; Jan Peter Balkenende, Prime Minister of the Netherlands; Anders Fogh Rasmussen, then Prime Minister of Denmark; Jens Stoltenberg, Prime Minister of Norway; and Kevin Rudd, Prime Minister of Australia. I had felt that not just Latin America but Africa should be represented too, so I invited President Jakaya Kikwete of Tanzania, the retiring president of the African Union, and had a long conversation with Prime Minister Meles Zenawi of Ethiopia when he arrived.

We met together in the UN building, in an out-of-the-way room off one of its quietest corridors. It had been chosen carefully. Along almost every other corridor there always seemed to be an endless stream of keen but raw journalists, all looking for a politician who might say something unwise or controversial enough to make a young reporter famous. In possibly one of the dingiest rooms ever to be visited by such a company, we gathered around one end of a bleak, oversize table and discussed our next moves.

We discussed how we might work together as a group to deal with the crisis. We agreed that we had to decide how concerted action could be made to work. We all agreed that the G8 was too limited, because it excluded all the main emerging markets that were at the heart of the crisis. President Sarkozy and I had previously considered proposing jointly that we model a leaders’ meeting on the G20 group of finance ministers. So I put our suggestion on the table, then President Lula helpfully proposed that the G20 finance ministers’ chairmanship, which Brazil then held, should be passed to the United Kingdom in advance of the allotted date of January 1, 2009.

As we spoke, I found myself worrying about the infamous 1933 London conference, where leaders had failed to agree and gone off home, leaving the rest of the 1930s as lost economic years crippled by protectionist action. A failure like that had to be avoided at all costs. So at this stage we were also in contact with Chancellor Merkel and making approaches to Premier Wen Jiabao of China and Prime Minister Manmohan Singh of India. Having met with my fellow leaders, I was able to tell President Bush the next day that everyone shared the view that an urgent meeting of the leaders of the world’s largest economies was necessary, and that we hoped he would find a way to support an international gathering as soon as possible.

SEPTEMBER 26, 2008

Addressing first the United Nations and then the Clinton Global Initiative, I laid out the arguments I had first formulated during my hours of reading in Suffolk in the summer. In every forum, my theme was that the financial crisis reflected a global problem that could not be resolved by one nation alone but needed a global solution. I recalled that the institutions of the global economy had been created for a different world—of sheltered economies—and that they had to be adapted to a new era of global finance.

But as I stepped off the podium I was still going over the previous night’s conversation in my mind. I knew that the consensus we had reached then was important, but I also knew that without American buy-in it wouldn’t be enough.

I reached the White House around 5 p.m. President Bush, who was always enjoyable to talk with, having a ready joke and good humor, was in remarkably good spirits. He listened to me attentively and, as always, with great courtesy. I explained that Hank Paulson’s toxic assets plan was a good idea but that I didn’t think it would be enough, and I suggested we consider a more direct approach: taking equity in the banks. I told him that, in my view, the crisis had moved from appearing to be a liquidity problem to what it now clearly was, a bank capital problem, and that nobody believed the protestations of the banks anymore. He said he would speak to Hank, but obviously his first priority was to get the troubled assets program through the Congress.

I had two additional matters of substance I wanted to discuss with the president. I wanted to persuade him to agree to have a G20 meeting, as I had discussed with other leaders in New York. There we had agreed that I would pitch the idea to Bush first, and that Sarkozy would follow up. Bush was not against a meeting in principle, but said it could not be a meeting simply to talk. I said that there were many financial sector issues that could be resolved only if leaders came together, and that if he supported a meeting I would take responsibility to ensure an agreed policy. I also reminded him that G20 already existed at the finance ministers’ level, so we were not talking about creating a new forum. He had one other stipulation: during the presidential handover he would not travel; if the meeting was to take place it would have to be in Washington.

The other matter of substance was trade. I pointed out that making progress on the Doha Development Round of trade talks would signal that the world could come together to solve its problems, that America and India had to examine whether they could resolve their differences. After many conversations with Prime Minister Singh about the issues I felt able to stress the potential for agreement. I believed that India was prepared to move from its entrenched position that it had to be able to cut off food imports if they were to rise substantially. I felt that there was an accommodation that America and India could reach. The president called his trade specialist into the meeting to discuss what might be possible, but it became clear that the real issue was the political hurdle to a deal involving cotton in advance of the U.S. elections.

As the meeting in the Oval Office finished up I was told a fax had come through from No. 10, and that I also needed to have an urgent call with Alistair, so I went into an anteroom to talk to him. He said that our last remaining mortgage bank, Bradford and Bingley, was going under, and that there was no alternative but to nationalize it. He and I approved the policy, and then I picked up the fax, which contained the figures I had requested from the Treasury on our estimates of the losses and capital needs of our banks; and figures from Mervyn King on capitalization.

SEPTEMBER 26–27, 2008

As I got on the plane back to London and started reading the latest analysis of the capital problems of our banks and Mervyn King’s letter, I sensed the urgency and sheer scale of the decision we faced. The only answer to the structural problem was for governments to buy into the banks.

For too long banks had argued that they had a liquidity problem and denied that their real problem was deeper. Now they were so undercapitalized and overleveraged with unimaginable losses from toxic assets that many could not, in our view, survive in their current form. This was reflected in the collapse in their share prices and the stress in the interbank market.

I was turning the question Hank Paulson was trying to answer on its head. He, and we, knew the banks had bad assets. We now knew also that the banks were not sufficiently well-capitalized to deal with these impaired assets and their other problems. So instead of buying up diseased assets that in any case could not be quantified or even properly priced for sale—and still leaving people in doubt as to whether the bad assets had been removed—why not do things the other way around?

Instead of the government buying assets from the banks, why didn’t we recapitalize the banks that needed capital, and, with them now for the first time in years properly financed, make sure that they cleaned out their bad assets immediately?

I was now convinced that TARP by itself couldn’t solve the real problem and that recovery from recession depended utterly upon us getting the banks to lend again. We knew that, even with interest rates at zero, the interest rates at which banks lend, and their additional charges, would remain high. The availability of credit was what mattered. Small and medium-size businesses were wholly dependent on the ability and willingness of banks to lend. The temptation for the banks was to become risk-averse and to preserve their capital by simply not lending. If the banks were to be able not just to deleverage, but to lend again, we had no alternative but to recapitalize the banking system.

On the flight back to London, I remember asking, “If we go out on our own, how does that solve it?,” and then answering my own question with “But do we really have a choice?”

I talked about the risks of acting alone, that it might not be enough to gain the confidence of the markets and might put the U.K.’s own credit at risk. But we were now sure that, if we as a government did nothing, at least two of the world’s biggest banks could collapse within days—and soon others would come tumbling down. The U.K. economy would face a depression if RBS and HBOS both failed. The choice was clear: either we had to step in and accept all the associated risks, or simply leave the free market banking system to collapse.

The United States, which had already embarked on TARP, had Congress to contend with. I still had a chance to persuade the Europeans, albeit it would be difficult. They fundamentally did not believe they were as exposed as the U.S. and the U.K. Should the U.K. go it alone?

I was clear that this had to be a moment in which a line in the sand was drawn with the market, and that would mean comprehensive action to deal with the problem. While capital should eventually lead funding markets to open, Shriti argued we needed to include some type of solution on funding, which she and Tom had looked at over the summer. I asked her to make sure we had a comprehensive plan that covered all the bases and reduced the risks of a negative response from the market. I told her I wanted to announce it the following week. Never easily daunted, she didn’t blink.

As we debated, I had come to a settled view: we needed a comprehensive plan centered on capital, and, if necessary, Britain would have to go it alone. On that overnight flight I knew that the path we were choosing could be a lonely one.

But I also felt a wave of relief that I had thought it through and was convinced it was the right path. Whenever I am faced with a huge issue, I do three things. First, I read as widely as possible about it; I had begun that process back in Suffolk in the summer. Second, I consult with the smartest people I can find; I had done that inside the government, but I also talked with economists and investors. Third, I try to think about where the decision I have to take will lead in the short and long term. After doing all these things, I make a decision, and then want it executed as quickly as humanly possible.

I asked Mike Ellam, the Downing Street director of communications, what story the press was filing from the back of the plane. We joked, “They’re probably trying to find a way they can say the meeting with the president was short enough that they can call it a snub.”

My team, who had gathered around my seat, laughed, and I went back to work with my big felt-tip pen.

SEPTEMBER 27, 2008

As I arrived back in London on Saturday morning I went straight into the office to meet Alistair, who was preparing to announce the nationalization of Bradford and Bingley, the one remaining demutualized mortgage bank in Britain, whose assets would end up alongside those of the other failed demutualized mortgage bank, Northern Rock.10 Alistair and I talked about the overall position of the banks, and I could see that we were coming close to similar conclusions about the bigger issues of recapitalization. Together we set in motion a series of inquiries that would identify the scale of the structural problem and the size of the recapitalization that would be necessary. I knew that a lot of arm-twisting lay ahead, but my mind was made up. I could see no other way forward.

SEPTEMBER 28, 2008

On Sunday, September 28, Hank Paulson announced more details of his $700 billion bank rescue scheme, which would buy diseased assets. He then began his heroic work to get it through Congress.

Throughout the day, Alistair and I continued our discussions about how to provide the best outcome for the taxpayer from the Bradford and Bingley deal.

SEPTEMBER 29–OCTOBER 14, 2008

The next day, Monday, September 29, Wachovia, with $447 billion of deposits, was sold to Citi by the FDIC (in the end, Wells Fargo bought it), and Morgan Stanley sold a 12 percent stake to Mitsubishi UFJ. The stock market took another lurch downward. The panic selling was a response to the Republicans in Congress voting down TARP, and it saw a record one-day point fall on the Dow Jones Index: with 770 points wiped off the value of Wall Street. The contagion quickly spread to Asia and across Europe.

Then on Tuesday, September 30, the Irish government announced it would guarantee all deposits in the country’s main banks for two years. The president of the European Central Bank announced that he had not been consulted on this move, and I phoned the Irish Taoiseach, the country’s leader, to ask him to extend the guarantees to foreign-owned subsidiaries.11

We discussed whether we could bring forward our recapitalization plan. We agreed that the lesson to learn from the United States was to be totally prepared. The Tripartite group was still working on legal issues and numbers, and we were waiting for its advice. I asked how it was going, and Shriti said she thought she had an outline in her head but was speaking to some market people to consider all the risks and implications and ensure we had a workable plan. By the time I thought to ask if that risked leaks, she had gone. She consulted people whose discretion we trusted: former colleagues Robin Budenberg, now head of United Kingdom Trade and Investment, and David Soanes of UBS. She was also in touch with Michael Klein, formerly of Citi, to test how the plan would be received in the United States. She said she had wanted to stress-test with a U.K. bank how recapitalization would work in reality, but she couldn’t go to any of the banks that needed the capital, or to HSBC, which was a direct competitor with all the other banks. That left Standard Chartered.

She had arranged with Peter Sands, CEO of Standard Chartered, for him to host a secret meeting with her group and Peter’s finance director, Richard Meddings. Tom Scholar, with whom she had privately been working very closely, was going to be there.

The result was a note on Thursday, October 2, with a three-pronged strategy to offer to provide capital, enhanced liquidity, and government-guaranteed medium-term funding, but for the latter only if the bank recapitalized to a level individually assessed by the FSA from private or government sources. It would be implemented in two phases—the public offer to the banks followed by a bank-by-bank agreement. It was not too dissimilar, but more practically worked through, in the capital piece at least to what had been worked on and discussed inside the Treasury and in No 10 for some time. I spent that day—in between phone calls to Alistair, Mervyn King, and completing my plans for a Cabinet reshuffle—considering the advice. In parallel, Tom Scholar was working through the proposal in the note with Alistair. During these days, Mervyn King and I met and talked on a number of occasions and we were totally at one on the need for a substantial recapitalization.

Before meeting with Mervyn King and Adair Turner, Chair of the FSA, Alistair and I insisted that an agreement to lending be added as a condition. Mervyn and Adair had been asked to consult the banks without providing any detailed information about our thinking, and their report was not encouraging; the banks were still in denial about their capital needs. But that simply strengthened my resolve to forge ahead. It was now clear we could no longer trust some of the banks to judge their own interests, or those of the public.

On Saturday, October 4, I went to Paris to meet President Sarkozy, Chancellor Merkel, Prime Minister Silvio Berlusconi, President Barroso, and Prime Minister Jean-Claude Juncker, the president of the Euro Group. This mini summit, while a welcome chance for all of us to share our concerns, was inconclusive. I sensed that most of Europe still considered the problem essentially an American one, even in spite of everything that was happening across Europe. For example, Fortis, Dexia, once a European financial giant, had the week before been rescued by the German, Luxembourg, and Belgian governments, and the Dutch government was working with the French to join the rescue effort. And in Germany Dresdner Bank had merged with Commerzbank at the start of September. These European policymakers did not believe that they had as big a potential banking and financial fallout as the Americans and the British, and that if European banks were under pressure it was not because of anything they had done wrong but because of contagion from the U.S.

For my part, I knew differently about British banks, and I was fairly sure that similar problems existed in France and Germany. I argued that European banks were more highly leveraged than banks in the U.S., and I argued that concerted European Union action was vital. It was only later that all of us realized that half of the securitized U.S. assets, including mortgage-backed securities, had been sold to foreign investors, most of them European, and that hedge funds had placed high-risk bets on subprime securities.

During the meeting and in light of what was happening in Ireland, I posited the idea of a joint guarantee on bank deposits. People had different opinions on the idea, but everyone seemed at least interested.

The next day, Sunday, October 5, Chancellor Merkel made the public case for a guarantee of German bank deposits,12 and I received an early-morning phone call from President Sarkozy, who was calling to relay the message that Chancellor Merkel had not intended this to be a public announcement of a specific guarantee, but merely to provide a “political guarantee” to reassure her market. She called me later with the same message.

But elsewhere a series of events had already been set in motion that would be difficult to halt.

Out of the blue news came through that the Danish government wanted to announce that they were guaranteeing all their banks. I spoke to Prime Minister Rasmussen, who said he would make an announcement on Monday as part of a decision to set up a liquidation fund. He told me he had acted because there was no response from Europe.

This was also the day I announced the appointment of city financier Paul Myners as a minister at the Treasury to work under Alistair on the execution of the recapitalization plan and to take through the Lords the banking reforms we needed. Peter Mandelson had become business secretary two days before. I am full of admiration for how they both took on the challenge from the very first hours of their appointments. I met with Alistair, Paul, Shriti, Jeremy, and Tom that evening and agreed that the first phase of the plan would need to be executed by Tuesday or Wednesday, October 8, at the very latest.

Paul, Shriti, and Tom went to Jeremy’s office next door to the Cabinet Room and appointed advisers to help for the following three days. They picked the two UBS bankers because they were already up to speed on the plan and also David Mayhew of JP Morgan because, as Shriti argued, if we were about to take an unprecedented step that would be seen as forcing the banks to capitalize we should have at our side one of the most respected men in London’s Square Mile.

That group, with the FSA and Bank of England and led by Treasury officials, worked around the clock for the next two days, then began a comprehensive operation involving the full Tripartite and advisers. I talked to and met Alistair several times during each day, and together we met with Mervyn King and Adair Turner daily to review the results. As agreed, the plan would be executed in two steps. First, we would announce the availability of capital, funding, guarantees, and liquidity, with overall numbers. Second, as each bank came to us, we would advance individual proposals based on the FSA’s assessment of the needs of each bank.

At all times we were absolutely sure of one thing: we were going ahead regardless. That is why our bottom line was no funding support without recapitalization.

As we worked throughout that Monday, October 6, I phoned President Sarkozy and told him the problem was no longer confined to one country and that confidence could be restored only if banks were in a position with sufficient capital to convince people they could both write off bad debts and lend again. We agreed on a text to issue that described our discussions from the weekend:


The leaders of the G4 on Saturday made clear that each of them will take whatever measures are necessary to maintain the stability of the financial system—whether through liquidity support through our central banks, action to deal with individual banks or enhanced depositor protection schemes. We reiterate that, because of our actions, no depositors in our countries’ banks have lost any money. And we will continue to take the necessary measures to protect both the system and individual depositors.



Prime Minister Zapatero and I also talked during lunchtime, and we agreed to coordinate further announcements about guarantees. While he worked through all the details of bank capital, on Monday afternoon Alistair announced (after consultation with our European colleagues and in advance of the European Union finance ministers’ meeting the next day) changes to the compensation limit for retail deposits, from £35,000 to £50,000.

Alistair traveled to Europe to get support. On the afternoon of October 7 the European Union finance ministers announced two big steps forward. First, after days of confusion, with one country after another jumping the gun, finance ministers agreed on minimum guarantees across Europe for bank deposits. Second, they stated that systematically relevant banks should be prevented from collapsing. They were determined to avoid a European Lehman Brothers.

We were making some progress on the international response to the crisis that I had discussed with colleagues in the dingy meeting room in the UN building only a few weeks before, but the pace wasn’t fast enough for the markets. The pressure was on, and escalating throughout the day. In most centers the stock exchange fell on October 7, in some places by nearly 10 percent. Despite all the initiatives we were taking to stem the tide, I could see nothing but a chain of destruction at work, necessitating very big decisions that could not be avoided any longer. The two remaining independent Wall Street investment banks, Goldman and Morgan Stanley, applied to become bank holding companies so that they could have access to the facilities of the Fed, the lender of last resort.

In a further sign of increasing cooperation the world’s leading central bank governors were deciding on a coordinated assault on interest rates. They were planning that on Wednesday, October 8, they would announce—simultaneously, and for the U.S., the U.K., the Euro-zone, Japan, and Switzerland—the first-ever fully coordinated interest rate cut. The fact that these countries were prepared to cooperate on interest rates made me even more hopeful that they could eventually cooperate on recapitalization.

But, to everybody’s considerable annoyance, it became clear that somebody had again been leaking information to Robert Peston, business editor of the BBC. Ordinarily leaks and political briefings of this sort are irritations you simply have to accept when lots of egos are involved in a government, but of course the point of the plan was to reassure markets with a decisive, clear, and completed intervention at one stroke; if they saw it coming in bits, the impact on market confidence would be blunted.

I called the governor of the Bank of England at 1 p.m. on Tuesday, October 7, because I wanted the recapitalization package to be backed by liquidity and for the Royal Bank of Scotland to get through to the end of the day. If we were able to achieve that, we could still launch in a structured way in the morning, and not with some desperate evening announcement to stop the RBS from going under.

I then met Alistair and Mervyn King, to be joined by Adair Turner later. In the meantime I also spoke to the Qatari Prime Minister, urging him to consider investment in recapitalization of our banks, something he later did by buying further into Barclays. When the meeting with Mervyn and Alistair resumed, we came to an agreement on the need for the package to contain specific constraints on excessive risk taking and therefore remuneration. Privately I had determined also that just as there would be no recapitalization without changes in remuneration, there would be no recapitalization without the resignation of the leaders of the banks at the center of the crisis.

By now Britain’s own plans for a bank recapitalization were as fully developed as they could be, but we were watching events in America to see whether there was still any scope for simultaneous and coordinated action on recapitalization. However, because Hank Paulson had had to use all his political energy convincing Congress to support the purchase of banks’ impaired assets, this was now looking difficult. I wanted to try one last time, so I phoned President Bush and Hank. If we weren’t able to bring them on board, I at least wanted our American friends to know in advance what we would be announcing the next day.

The Tripartite members had decided that Alistair should see all the bank CEOs that night to explain the plan.

After his meeting Alistair called to tell me the banks were incredibly unhappy. The most vulnerable banks said they did not need the capital, nor did they want it, because to accept it would publicly signal a further downturn in their prospects. But we were in no mood to compromise, and I was determined to drive the plan through in its entirety. Alistair asked if I would speak to Stephen Green of HSBC directly, because HSBC was clearly not going to need government capital; it had higher levels of capitalization than other banks, and its banking activities were mainly in the Far East, which was relatively immune from recent developments. Still, HSBC needed to be supportive: we were worried that HSBC might act to make the contagion for the other banks worse because they themselves did not need immediate capital. So I spoke to Stephen, and he gave me his assurance that he would raise a token amount of private capital in due course and would support the plan. We already knew that Standard Chartered was supportive because of their previous involvement, so the last key conversation for me to have was with RBS.

When I spoke that evening to Tom McKillop, the chairman of the Royal Bank of Scotland, he told me he was worried about the immediate financial position overnight and wanted me to make our announcement of new liquidity immediately. I assured him that Mervyn King was aware of the problem and that he would be able to survive overnight. So that there was no doubt about it, I immediately telephoned Mervyn to confirm this position and repeated that I would not make an announcement until the morning. But what worried me was that some of the bankers at the very center of the storm still did not accept or would not admit, even now, that their problem was a structural one and not just a liquidity issue.

“All I need is overnight finance,” I was told.

I was simultaneously furious and shocked; it was clear the banks didn’t have a clear idea of what was happening.

After they finished their meeting with Alistair, the bank CEOs had a final late meeting, where the details of the plan were disclosed to them by Paul, Shriti, Tom, and John Kingman. They were shocked by the £50 billion figure we were suggesting and tried to halve it. Alistair and I refused the compromise and told them the deal was final.

I went to bed at midnight on Tuesday, October 7, with my mobile phone next to me in case of any further disasters. Alistair and I had decided on a 7 a.m. announcement and that we would phone leaders and finance ministers immediately before and after.

We had to rely on other countries seeing the logic of what we had done. I felt we had done all we could, in the days and weeks before, to bring the leaders and finance ministers of other countries around to our view that this problem went so much wider than liquidity or toxic assets.

The case was, I felt, compelling. But it was clear now that Britain would have to act first, though I hoped not alone. No one country was able to take the initiative alongside Britain. America could not act because of its TARP scheme, and Europe could not act immediately either, because so far only a few of its banks were openly sending their governments the signal that they needed help. I sensed that if no one acted, a total collapse was imminent.

The information I had been looking at in the past weeks was as stark as it was serious: we were facing a situation that risked becoming worse than 1929. No one trusted anyone in the banking system, and people were predicting not a recession but a depression. People were panicking, asking which would be the next bank to collapse. The financial system was looking over an abyss.

If no one else could lead and we could not act together, Britain had to act on its own, and it had to be now. I knew that if our announcement did not work, then with every day that passed another bank could go under.

People have asked me subsequently how I slept that night.

The reality is that I’ve always been a sound sleeper, even more so when my mind is made up. And on this, it was. Yes, there was a chance it could fail, and if it did I would need to resign as Prime Minister. But I was also confident that this was the right thing to do by the British people. This wasn’t a last throw of the dice conceived in haste and desperation, but a coming together of thinking I had been doing for months. I had started, much to my family’s irritation, to read great tomes on the bleak 1930s during a sunny summer holiday in Suffolk, and I had been refining my thinking in each of the daily conversations I was having with other world leaders, their top advisers, and my own.

I believed that there was space within TARP to include my plan for recapitalization. And the fact that banks were failing in Europe meant that at some stage the Europeans would see the risks and would have to join. So even if for a while Britain would stand alone, I believed it was a chance worth taking to stabilize the banking system and rescue lending and to stabilize the economy, which I feared would be in freefall soon.

Everything in my bones told me it had to happen, and happen now.

When I went to bed Sarah was already asleep. So it wasn’t until the morning that I warned her that we might have to move out of Downing Street in a matter of hours.

At 7 a.m. on Wednesday, October 8, just as markets opened, Alistair announced a comprehensive bank plan: capital, funding, and liquidity, not just for one bank but for the whole banking system. We were offering more money than any British government had ever offered: £50 billion of public money in capital, £250 billion in guarantees of funding by the banks, and £100 billion more for the Bank of England’s Special Liquidity Scheme.

At 9 a.m. Alistair and I held a joint press conference to answer questions from journalists still trying to get their heads around the breadth of the measures. Then, in quick succession, I phoned President Sarkozy, Chancellor Merkel, and Prime Minister Berlusconi to ask them to consider making their own comprehensive bank stabilization. Afterward I went over to the House of Commons, as I did each Wednesday, to answer Prime Minister’s Questions.

This session, known as PMQs, is an important weekly session where members of Parliament from all sides can question the Prime Minister about their concerns. It is an important moment of accountability for and to the whole House of Commons, but it is also a high-profile and widely covered political session, because a set number of questions are reserved for the leader of the opposition.

So in a day of high pressure and complex announcements, it was an added twist that the governor of the Bank of England called me twenty minutes before I got to my feet at Question Time to confirm that at midday, precisely when the session would start, the Bank of England would be announcing an interest rate cut to 4.75 percent as part of a globally coordinated rate cut that he had secured.13

Much more had to be done to win European support for our action, so I also spoke to President Barroso, who was worried about maintaining a common front. I also took time to speak to the Finnish prime minister, who was about to come to London to visit me, as I wanted to send him our condolences over the tragic shooting of schoolchildren in his country. He thanked me and congratulated me on our announcement. He told me that Finland had dealt with its own banking crisis in the early 1990s in exactly the same way we were now proposing, and he wished me luck.

We had made our choice. We had identified that at this moment in time the markets couldn’t sort things out for themselves and we had to intervene by offering to take unprecedented stakes in the largest banks in the country.14

We had now moved on to the next stage, and the response of the banks became the issue. Having protested the night before that they did not need capital, only “overnight finance,” RBS called the Treasury, and then Fred Goodwin, RBS’s chief executive, spoke to Shriti to say he thought that maybe taking some capital would be prudent. He said he didn’t want to shock anyone but that his needs might be as high as £5 billion or even £10 billion. When she recounted the call to me she told me her reply: “I am shocked—not by how high your estimates are, but by how low.”

The Treasury now needed to form detailed agreements with each bank.

RBS came to the Treasury and started negotiations immediately. In fact they did need overnight funding, as at that point they were no longer able to fund themselves. When HBOS realized that RBS would be taking up the offer, they knew they would be under serious pressure from the market—despite the merger they had agreed to with Lloyds—so HBOS came in, leaving Lloyds no option but to follow.

We ended up with three banks and their financial advisers, the Tripartite, Treasury financial advisers, and all of their lawyers in the Treasury that weekend, agreeing bank by bank on numbers and terms with the Treasury team. Some of the individual dramas that unfolded have been recorded, but I am sure many more are still to be revealed.

The Treasury was worried about Barclays withstanding the pressure. In discussion with them it became very clear that taking government money was anathema, and they were prepared to pay the price for capital from elsewhere to avoid that. That led to a lot of concern from the Tripartite about systemic risks. But Barclays had luck on its side. It had been to see some Sovereign Wealth Funds for capital quite recently to fund the Lehman acquisition, so they had some ready investors lined up and decided to go to them instead. As far as I was concerned, the less government money used, the better.

Alistair was in Washington for the annual meetings of the World Bank and IMF but still directing operations remotely, while I made my second trip in a week to Paris, on Sunday, October 12. I had been asked by President Sarkozy to attend the first meeting of the new Euro Group of fifteen political heads of state. That meeting was extraordinary for two reasons: first, because finance ministers had always jealously guarded their control over policy for the Euro member countries, and this was the first time policy would be discussed at the level of heads of government—the most intensely political level of all for what was in reality the most intensely political decision; second, because Britain was not, of course, a member of the Euro area. I know that some of President Sarkozy’s colleagues complained bitterly about my presence because of the latter point. He took a personal risk in forcing my involvement because we both believed that the raw urgency of the task meant we could dispense with ordinary protocol.

Prior to the Euro meeting I met with Sarkozy, President Barroso, Chairman Jean-Claude Trichet of the European Central Bank, and Prime Minister Juncker of Luxembourg. I told them I now believed European banks held around $2 trillion of U.S.-originated assets, of which around $400 billion were toxic—with probably a similar amount in the shadow banking system. I said also that European banks were more highly leveraged than American banks.

So when the full Euro Group met I was able to explain why I thought the problem was capital, and why Europe should not confuse the origins of the crisis—which came out of America—with its severity and its still-growing consequences, which made it now a firmly European crisis too.

I left the meeting after I spoke and was pleased to learn later that there was unanimity on their position. One by one, countries in the Euro area and beyond decided to recapitalize their banks, and they would design common European rules for a credit guarantee scheme like ours.

But as I told the Europeans, America had to act too. If the Americans did not agree to recapitalize it was difficult for me to see how stability could be restored. The U.S. Treasury had won Senate approval for its toxic assets plan, but by Hank Paulson’s own account, the administration had accepted by this point that the toxic assets plan would not in itself calm the market. “Here we were,” he wrote, “worse off than ever.” And, as I had already sensed from my meeting the week before, Tim Geithner was also saying recapitalization was essential. Indeed he also wanted to guarantee the liabilities of financial institutions.

Hank also reported that the next day, October 12, he and President Bush had a telephone call to prepare for the G7 and G20 meetings that weekend. The British recapitalization had, of course, already been announced. And they talked about recapitalization. As Paulson records, “He [the president] pressed me about the capital program and asked, ‘Is this what it’s going to take to end this thing?’ ‘I don’t know sir,’ I admitted, ‘but I hope it’s the dynamite we’ve been looking for.’”

Helpfully also that week, Alan Greenspan made a telling intervention in the debate. He demonstrated that the capital requirement models of the banks had been faulty in that they had underestimated the need for higher capital requirements. And he said, “Had the models instead been fitted more appropriately to historic periods of stress, capital requirements would have been much higher and the financial world would be in a far better shape today in my judgment.”

By that weekend, as the G7 met, Hank Paulson had already approved a paper for the G7 that said we should balance the goals of stabilizing the system while protecting the taxpayers. He wanted the banks to get much-needed capital without raising the specter of nationalization. Thanks to Alistair’s heroic efforts, the communiqué went even further, by including bank recapitalization by governments if necessary. One of the five specific paragraphs of agreement was to “ensure that our banks and other major financial institutions as needed can raise capital from public as well as private sources in sufficient amounts to re-establish confidence and permitting them to continue lending to households and businesses.” At the meeting of the IMF timed to coincide with the G7, IMF Managing Director Dominique Strauss-Kahn announced that he too was supporting the plans.

U.S. officials worked through the weekend to get the U.S. capitalization plan up and running. On Sunday, October 12, and in great secrecy, Paulson, Bernanke, and Geithner met to detail a recovery plan involving capital from the government. Paulson then personally called all the major bank executives. He asked them to meet him in the Treasury at 3 p.m. on the following day, Monday, October 13.

And so on that Sunday evening, as I returned from Paris, President Bush phoned to give me the news that now some of America’s TARP funds would be used for recapitalization of the banks. The formal announcement was to come two days later, on Tuesday, October 14, but before that the banks had to agree the terms with the administration.

While America prepared to announce its first decision on recapitalization, we had to make our announcement of the details on ours. It had taken a weekend of careful and detailed negotiation involving the Treasury’s top officials, led by civil servants John Kingman and Tom Scholar, and the ministers Paul, Shriti, and Alistair himself. No one seemed to have much time for sleep in the Treasury.15

I was working every minute at the leaders’ level to try to translate the technical interventions into a confidence-building plan. It was grueling, and after my day in Paris, my calls with President Bush, and further conversations with officials, I went to bed at 1 a.m.

At 5 a.m. I was suddenly wakened by a noise at the door of our bedroom. I thought it was our young son, John, who often woke up and came through to our room, and Sarah shouted out, “John, seriously, not tonight, you need to go back to bed and let Dad sleep.”

The reply was a whispered “Sorry, Sarah, it’s Shriti. The Treasury have come up with new numbers which Alistair wants Gordon to see.”

Overnight the Treasury had been working on the final offers we would make to the banks. The figures now added up, but in a new way. Alistair wanted me to be aware we were definitely going to own a majority of RBS. But I had been well prepared by Shriti for that probability. Alistair and I had to approve in advance the offer we were going to make, so we met at 5.30 a.m. and concluded our proposal.

On Monday morning, October 13, as markets opened, we announced a £37 billion recapitalization of RBS, Lloyds, and HBOS. We would take a 57 percent stake in RBS and a 58 percent stake in HBOS, with a 32 percent stake in Lloyds subject to their mergers. The detailed terms of our £250 billion credit guarantee scheme was also announced, along with new arrangements for dividends and remuneration and a commitment to keep credit flowing.

I had long felt that we were dealing not only with a technical failure, but a moral failure too. So for me, a crucial part of the announcement was that some degree of justice was secured: remuneration was cut back, dividends were canceled, and the chief executive and the chair of RBS both tendered their resignations. And the CEO of HBOS would not be working for the merged entity anymore.

On the same day, Germany announced €400 billion in guarantees and €100 billion in capitalization; France €320 billion in guarantees of medium-term debt and €40 billion for capitalization; Italy €40 billion in capitalization and “as much as necessary” in guarantees. Holland added €200 billion in guarantees, and Spain and Austria €100 billion each.

That day saw a 10 percent rise in the European stock exchange, the biggest rise ever.

At no point in history have governments ever injected so much money into buying up assets in the banking system, with capital and guarantees running into trillions. When officials gave me a list of all the countries that had followed Britain’s lead—Germany, France, Spain, Denmark, Portugal, the Netherlands, Austria, Switzerland, and America—I knew that we had come through this in one piece. The patient was out of the emergency room and into intensive care.



PART TWO





CHAPTER 2

The Problem Foreseen:
Lessons from the Asian Crisis

For many years before the most recent crisis I had been warning that globalization was outpacing our national capacity to shape it for progressive ends.

I believed, and still believe, in globalization. But I match that belief with an equally passionate conviction that accepting globalization’s benefits—growth, jobs, and greater freedom—should not mean tolerating its negative consequences: climate change, financial instability, inequality, and risks to security without attempts to remedy them through global cooperation.

My critique had, in fact, become so familiar to other international politicians that my friend Jens Stoltenberg, the Prime Minister of Norway, left me both flattered and embarrassed at the Progressive Governance Summit in Chile in 2009 when he followed my remarks by saying, “You know, I’ve been a friend of Gordon’s since we first started attending events like this a decade ago, and every time since I’ve heard him give exactly the same speech!”

He was right. My fixation on global financial cooperation had begun some ten years earlier, when considering the fallout from the Asian crisis. The Asian crisis is worth analyzing in some detail, for it is there that we find the roots both of the banking crisis I described in Part 1 and the global imbalances I will tackle in part 3.

As far back as 1998 it seemed to me that the issues that had emerged during the Asian crisis were serious enough to justify speaking out about them and recommending a set of changes in the world financial system. In a speech I gave that year at Harvard University I spoke about how the Asian crisis should be a profound reminder that our fortunes were being made not just in local and national economies, but in a new global economy. The crisis made clear that we needed choices beyond a network of wholly deregulated financial systems or an overly interventionist approach. We needed a middle ground, but with an explicitly global component.

Rereading my speech now (it is included here as an appendix), my regrets are deeper than ever that I was unable to persuade more decision makers to accept its recommendations for new systems and norms of global cooperation. We failed to fully appreciate and then apply the lessons from Asia, with consequences for people everywhere that are easy to see.

Since the crisis of 2008–9 I hear too many people speaking as if the thirty years before the Great Recession had been stable. Those who talk of the Great Moderation often forget that over those three decades there were a total of one hundred banking crises. According to Barry Eichengreen of the University of California at Berkeley and Michael Bordo of Rutgers University, financial crises are twice as likely now as they were in the period before 1914.

I remember vividly my meeting with the late governor of the Bank of England, Eddie George. It was Christmas Eve 1997. As usual he lit up his cigarette before he came to the point. His message was blunt: South Korea was bankrupt. This was for me an immediate and consuming priority because in 1998 Britain held the presidency of the G7 group of nations: Canada, France, Germany, Italy, Japan, the U.K., and the U.S. As the newest finance minister, I would be chairing the G7 finance ministers’ and bankers’ meetings, which throughout that year would examine the Asian crisis and its repercussions.

I first went to Asia in September 1997, visiting Thailand and then going on to Hong Kong for the annual meeting of the IMF on September 25. Then in 1998 I made a longer trip, traveling widely across Asia to meet its leaders. But I also made a point of visiting cities, towns, and villages to see firsthand the devastation the crisis had caused: unemployed people begging on the streets; schools half-built and left to crumble; children left to beg above open sewers.

It seemed that the progress of decades in Asia had been thrown into reverse in a matter of weeks. I saw on that trip a chain of destruction that was not dissimilar to the events we have just seen in the West since 2007. The key elements were all there: a boom in property; asset prices rising to record and unsustainable levels; foreign investment chasing this and rising accordingly; a rush for the highest yields; and huge amounts of credit on offer from institutions that became very highly leveraged.

Prior to the Asian crisis, Asia was attracting half the total capital going to emerging markets and developing countries. But at some stage productive investment shifted into a speculative bubble.

All the neighboring economies—Thailand, Malaysia, Indonesia, Singapore, and South Korea—were growing at 8 to 12 percent a year, and people talked of a new Asian economic miracle. But this time it was hot money that was inflating an already serious bubble and magnifying the impact of excessive property speculation.

Investors were reassured by these regimes’ determination to maintain an exchange rate fixed to the dollar, but Thailand’s rising current account deficit reflected an excessive exposure to risk in both the financial and corporate sectors. Then in 1997, as U.S. interest rates rose to deal with America’s domestic conditions, money flowed back to America, and as the dollar also rose, Asian exports became more expensive. As exports fell, asset prices started to fall too, and individuals and companies began defaulting on their repayment obligations.

Raising domestic interest rates turned out not to be enough to prevent currencies collapsing, and although the central banks used their foreign reserves to purchase domestic currency at the pegged exchange rate, the scale of withdrawals was so big that it could not work. Simultaneously, and with disastrous effects, these higher interest rates were pushing the economy into recession and the central bank was hemorrhaging foreign reserves, forcing the Thais and others to float their currencies. Soon, with its property market overwhelmed with foreign private debt that was now falling in value, Thailand was technically bankrupt. Foreign credit withdrew and domestic credit froze up amid further bankruptcies. The collapsing currencies of Thailand and other crisis countries threw the global markets out of kilter. The actions of key central banks to defend their currencies were designed to forestall the consequences of the crisis. Instead, they may have made things worse.

All these factors contributed, but it was clearly the real estate bubble that was the root cause, with Indonesia and South Korea as badly hit as Thailand, and Hong Kong, Malaysia, and the Philippines badly affected too. In a number of instances and to varying degrees, corruption added to the problem.

In 1998 I met President Suharto of Indonesia a few days before he was pushed out. After thirty years in power he was both old and tired, and I found him unable to fathom what was happening around him. On the face of it, Indonesia, in contrast to Thailand, had low inflation, a billion-dollar trade surplus, a not bad banking sector, and $20 billion of its own foreign exchange reserves. But Indonesia had followed Thailand in floating its currency, the rupiah, which then fell dramatically to an almost unprecedented 20 percent of its original value. Because Indonesian corporations had been borrowing in U.S. dollars, their costs rose as the rupiah fell, and many made the position worse by selling rupiah, causing it to fall even further. All this exposed Indonesia’s poor financial management system, and with it the corruption at the top.

When I met Suharto his explanation of the current problems—“the university students”—told me just how much he had lost touch and how vulnerable his position had become. Then the army leader, Wiranto, allowed students to occupy the Parliament building and reported to the President on May 20 that he no longer had the support of the army. Within a day Suharto had been ousted.

He was not alone. Throughout Asia politicians everywhere were falling victim to the financial crisis. I visited Malaysia and met Finance Minister Anwar bin Ibrahim. He was well-respected in international circles, and when I had spoken with him in America at a meeting of business leaders he confided to me his worries about his own position. Anwar said that staying on meant he would have to fight damaging though unfounded allegations about his own personal behavior, but to walk away would set Malaysia back in its commercial links with the world. A few weeks later he was forced out by Prime Minister Mahathir bin Mohamad. Mahathir then ushered in a new regime of capital controls that gave Malaysia short-term protection against the crisis.

During that autumn the arguments between Mahathir and financier George Soros over the causes of the crisis were heard all over the world, but Malaysia got its response right. For a short time at least, controls on capital can prevent, or at least reduce, the uncontrolled flow of short-term funds across borders.

The example that most inspired me, however, was that of Hong Kong. I talked regularly to the Hong Kong chief executive, Donald Tsang, because like everyone else we were worried that, despite the assurances that had been given at the time, the handover of Hong Kong to China would lead to a less open Hong Kong market. Donald convinced me of his determination not only to keep Hong Kong an independent financial center, but to make sure the promises of an open society would be upheld too.

When the crisis hit, it was to be Donald and his team who surprised everyone with their brilliantly innovative tactics. In what was called a “Hong Kong double play,” speculators had simultaneously sold short both the currency and shares in the Hong Kong stock market. They expected Hong Kong to raise interest rates to protect the currency, which would force stock prices lower. They had worked out that if Hong Kong failed to raise interest rates, their short on the currency would be profitable; if Hong Kong did raise rates to save its currency, their short on the stock market would create huge profits.

But the Hong Kong government outflanked them. As well as raising interest rates it bought shares to support stock market prices, purchasing at least 5 percent of every stock traded on the Hong Kong exchange. It became the largest shareholder of some of those companies, taking a 10 percent share of their biggest bank, the Hong Kong and Shanghai (HSBC), by the end of August, and eventually owning a total of $15 billion worth of shares.

The speed with which they acted sent shock waves through the markets. They had outwitted the financiers and demonstrated, to me at least, that it was possible to stand against speculative forces with a clear, coordinated plan of government actions, and to win through. In due course they turned a profit of $4 billion on the shares they had bought.1

I drew a different conclusion from the experience of Japan. I had visited Japan on many occasions, first when it was in the ascendant and still seen as a model for the world to come, and then on a number of occasions when it was falling victim to a depression not just in its economy but in its own view of itself. I had been in Australia in 1992 and heard the Japanese ambassador there giving what I thought was a quite incredible lecture to the Australians that as a nation they were too lazy and unenterprising. I was even more surprised to hear him threatening that Japan would desert Australia and withdraw its investments there if the Australians did not run their economy like the Japanese.

But as things started to go wrong in Japan I found less willingness to act collectively or even to recognize the depth of the problem. Incentives to spend abounded, stopping not far short of handing out money in the streets. It was almost as if they had adopted Milton Friedman’s famous advice to drop money on the population from helicopters. Still, Japanese consumers, worried about their savings and their pensions and provision for their future, were unwilling to spend.

I learned some hard lessons, and fast. Japan looked to me like a classic case of what Keynes called “the liquidity trap”: once recession takes hold, it cannot easily be reversed by monetary policy alone. With his invention of the term balance sheet deflation, Richard Koo of Nomura Research Institute has described such an economic trap in which credit stops growing, not because banks do not want to lend, but because companies and households do not want to borrow. The conclusion is that when the private sector has a surplus that it will not invest, the government has to become the borrower of last resort. With such a combination of corporate surpluses and low demand, only running a public sector deficit can stop a recession from becoming a depression.

As I look back, the biggest lesson I have learned from Japan’s long-running recession is to never allow an economy to sink so far that a recovery becomes more and more elusive. And the lesson from Hong Kong is that determined and clear-thinking governments can win even when big market forces are aligned against them. They proved that the markets and the speculators, even at their most determined and devious, could be faced down.

As for domestic policy, the Asian crisis confirmed my view that we had to prevent inflation from ever again getting out of control, and we had to keep interest rates low. In Britain the new Labour government had already understood that Britain’s unique high-inflation culture needed a commitment to low inflation, which is why, on coming into office, we had (controversially, and with no notice at all) torn up our old established monetary rule book and made the Bank of England independent.2 We had tried to learn from the best of Keynes and from the best of the anti-inflation school led by Friedman. The new paradigm of the 1990s had been to think of just one target for monetary policy, inflation, and just one instrument, the interest rate. We took the view that, if we did what was right and kept inflation permanently low—something we had been unable to do as a country for fifty years—the gap between potential growth and actual growth was likely to be small. For two years Ed Balls and I had planned independence, and in the week before the election, unknown to anyone, we had submitted a large dossier to the Treasury. We were therefore in a position to announce the entire policy within a few days of taking power. The original plan, written by Ed, remained intact.

Too often politicians have fallen at the first hurdle. They set out with good intentions to keep inflation low, but then fail to make the tough decisions on interest rates when action has to be taken. The independence of the Bank of England was, for me, the essential signal we had to send to show that it was the long term that mattered—and that never again would there be short-term manipulation of the macroeconomic position for political gain.

Beginning in 1997 we were fortunate that in Britain we did eventually succeed in avoiding the inflation cycles of the past. Inflation not only came down; it stayed down. Historically, because of our wage bargaining system, Britain had always suffered a second wave of inflation whenever inflation started to rise. But by keeping inflation expectations low—and helping people to understand that an inflationary spiral would benefit no one—we kept wage rises at an affordable level. In the 1970s British price inflation had averaged 15 percent; in the 1980s, 12 percent; and in the 1990s, 6 percent. But, during the time I was Chancellor of the Exchequer, it was 3 percent.

The second lesson the Asian crisis reaffirmed was that systems of national financial regulation had to evolve to cope with the new complexities of international finance. In 1998 the British government set up the first comprehensive Financial Services Authority in the world, with far-reaching powers to end the old self-regulation of financial institutions and to deal directly with their individual supervision and regulation. The Financial Services Authority, distinct and separate from the Bank of England, replaced myriad self-regulated institutions that had no public accountability whatsoever. We agreed to form a Tripartite committee of central banker, regulator, and government that would meet regularly, measure risks, apportion responsibilities, and take action together in an emergency.

But the third and the most critical lesson I learned from the Asian crisis was that capital markets were now global, and therefore without adequate global financial supervision the world remained unstable. That was the argument I made at Harvard, and continued to make in many forums for many years.

In the wake of the Asian crisis, if we were to be capable of dealing with shocks transmitted through an interconnected banking system, we had to have a set of global crisis-prevention and crisis-resolution measures. I proposed a twice-yearly convocation of regulators, central banks, and finance ministries to act as an early-warning system for the world economy and that there be transparency all around, with the biggest financial companies supervised for not just their national but their worldwide activities. I wanted global agreement on banking standards and the opening up of the various tax and regulatory havens to proper scrutiny.

I also proposed radically different ways of crisis resolution where there were solvency or liquidity problems, and in order to do better at crisis prevention, I suggested we reexamine the whole structure of economic government for a new global era. I made recommendations for the reform of the IMF, to make it more like an independent central bank, similar to what had been proposed by Keynes when he negotiated for Britain in the 1940s. In particular I argued for new standards of transparency and openness for all financial institutions and governments. We had to have informed markets—or at some point there would be market mayhem.

In coming to each of these views I had discussions with people such as Alan Greenspan, Robert Rubin, Larry Summers, and Tim Geithner and my European and Asian colleagues. They didn’t always share my analysis or agree with my prescriptions, but they were unfailingly generous with their time and expertise.

We debated what exchange-rate regimes might look like and what we should do if there were ever liquidity or solvency crises and how we could spot the difference. We also discussed at length the problem we have now been facing in earnest in the past two years: how we could avoid moral hazard while at the same time intervening to prevent and resolve crises.

I pursued these arguments not only at Harvard and in private discussions with economists, but each time there was a meeting of policymakers where it could be forced onto the agenda. Most of the proposals that Britain made—for a system of crisis prevention and crisis resolution, for the free flow of information, for proper risk management, for the global coordination of supervision, and for an early-warning system—reappeared on the table beginning in 2007, and most of them are now being examined or implemented in the reforms of our financial system.

Yet the end product of these discussions in the years before 2000 was a compromise, made possible with the welcome support of the governor of the Bundesbank, Hans Tietmeyer: an agreement to set up a milder but more easily achievable version of my original proposal, the Financial Stability Council.

The compromise was a half measure, and I have to take my share of responsibility for its failings.

I wanted an early-warning system, and I also wanted the financial regulators to work together at a global level as an executive, so that they understood the true scale of risk and could act upon it. I asked the IMF to prepare in advance of each meeting their study of the new risks and uncertainties in the world, so that we had a clear idea of what was likely to be ahead of us. But once the Asian crisis seemed over, I had only limited success in persuading the governments of the day that the early warning system and a new system of global financial regulation were still of critical importance. I will forever regret my failure to bring other countries onboard or persuade them of the urgency of action. I can see with hindsight that this was not because the problem had gone away, but because it was impossible to build an international consensus.

One innovation that did emerge from the Asian crisis that was very much in line with Britain’s ideas about enhanced global cooperation was the American proposal for the formation of the G20. Its first manifestation was a meeting of finance ministers called by President Clinton in 1998 at the instigation of many concerned people, notably Paul Martin, later the Prime Minister of Canada. I remember as Britain’s Chancellor of the Exchequer detailing the agenda for radical financial system reform in a speech at the first meeting.3 The new forum (which, as we shall see in chapter 4, was, as a leaders group, to prove so crucial to averting a great depression) had a difficult start. It involved only central bank governors and finance ministers. There was resistance from some European countries that had been denied membership, and the role for the European Union had not been thought through. Some people asked why Argentina, a country beset by complex economic problems, should be there, but not Spain or the Netherlands.

The truth is that, in its original conception, the G20 was an attempt to bypass the IMF, and at the same time to balance the group toward Asia, where the economic crisis was then raging.

When I took over in 1999 as the chairman of the IMF committee, I sought to get the balance right between the G20 and the IMF: the G20 would take a strategic role and look at long-term issues, and the IMF would deal with the more immediate problems that required decisions to be made. The process of financial sector evaluations was set in motion,4 and later a group on capital markets was set up.

However, an initiative by the IMF to deal with global imbalances fell by the wayside. Too many countries, it seemed, were not prepared to move on. I had restructured the IMF’s twice-yearly ministerial meetings so that they would begin with a survey of the risks the world economy faced. I would ask the chairman of the Financial Stability Forum to report on financial risks. The process was an improvement on what had gone before, when ministers simply read prepared statements,5 but the brutal assessment is that all the long-term studies of the G20 and the IMF yielded more diagnosis of the growing imbalances and the financial risk but little action.

So my overriding feeling, emerging from the Asian crisis, was that the case for global cooperation was growing stronger, but, as the crisis receded, the political will to deliver it grew weaker.

Economists I admire were quick to draw similar lessons about the financial system from the Asian crisis. Asia, Joe Stiglitz argues, represented a failure of global financial markets: the effect of asymmetric information in the financial markets, which in the end led to a run on the banks, inadequate government and international responses, and then a recession made worse by a fiscal austerity program. So the root of the Asian crisis was not just the irrational exuberance of investors and the herd instincts of markets, although that played a part; nor was it simply the result of new market methods and new technologies. The Asian crisis arose from inherent problems in the global financial system: people taking excessive risks but with inadequate capital.

The Asian crisis not only offers some lessons that, if we had learned them, could have helped if applied before the current financial crisis, but it also has some complete and direct parallels with it.6

Revisiting the events of 1998 now, it is clear to me that the world’s failure to deal adequately with the Asian crisis is one reason for the huge imbalances of the past ten years, because it prompted Asian central banks to build up massive reserves. During the crisis, the IMF ordered countries without adequate reserves to retrench. Higher interest rates than they needed were imposed on them, together with spending cuts that were excessive. As a result thousands of jobs were lost unnecessarily.

Asia learned that they could rely only on their own resources because the penalties imposed by the IMF were simply too high to be paid by their people again. Because there was no global coordination that could support Asia through the adjustment, Asia’s response was to protect itself.

These countries have now accumulated around $8 trillion of reserves, with, today, $2.4 trillion in China alone. As long as that money is saved in that way and not spent in others, Asia will contribute to the long-term imbalances and lack of aggregate demand, which I will argue in part 3.

That suppressed demand, along with the fallout of the recent crisis, could combine to contribute to a decade of high unemployment, low growth, and falling prosperity.

Whether it does or not will depend on whether policymakers now accept the need for a better global framework to promote supervision and transparency in global finance. Whether, in other words, we finally learn the lessons from Asia.





CHAPTER 3

The Problem Revealed:
Capitalism without Capital

“We are only just beginning to understand the risks that we have been taking.” That single sentence, coming in a moment of frankness from a senior banker who normally personified confidence to the point of arrogance, summed up for me what had gone wrong.

The story of bankers whose approach to risk-taking became so complex and obscure that only very few people could fully understand what they were doing has yet to be fully told. The story is all the more difficult to follow because of a language problem within finance, in essence a cryptic, acronymic jargon virtually incomprehensible to the layperson.

In part 1, we saw how the story of bank failure and bank rescue unfolded. In the previous chapter we traced its roots in the Asian crisis. Now I want to explain how a new and largely unregulated global financial system developed in the twenty years before the crisis and demonstrate how, in a risk-laden world of finance (in which excessive financial remuneration was at the expense of the equity capital that banks needed), we had created a wholly new economic phenomenon: capitalism without capital.

If I had said in 1990 that global flows of money, then around $2 billion a day, would double as the world economy grew, people might have believed me. But if I had said these flows would rise by more than 2,000 percent few would have thought it possible. In fact something much bigger happened: a 6,000 percent increase in global financial flows, so that by 2008 there were flows of $130 billion per day. Finance went global, far outstripping growth in the rest of the economy, and became the biggest industrial-scale moneymaking machine the world has ever known.1

While its surface manifestation took the form of the main street banks and the investment banks, underneath, as with an iceberg, there was much that was hidden. Submerged beneath the surface was an unseen, unregulated shadow banking network that grew in volume to become more than half the entire system. Gradually this global banking system became overleveraged, undercapitalized, and excessively laden with risk.

One of the main benefits of open and free global markets is the wide number of available products, which should lead to a dispersal of risk across many institutions and instruments. But the new global derivatives, which developed first in the shadow banking system without proper mechanisms to monitor and manage them, swamped the potential benefits of diversification. They facilitated huge entanglements between banks; by 2007 more than one-third of all global financial transactions were deals between finance companies entangled with each other. At the center were lots of derivatives built on poor-quality assets that had minimal capital allocated to them because they were treated almost as if they were risk-free. When those assets started to lose value and become toxic, the losses cascaded through the system precisely because financial institutions were so entangled with each other. And as I stated earlier, the diversity of institutions, instruments, and financial centers did not in the end spread the risks to those most able to hold them in the way that had been assumed.

The roots of the recent growth in the shadow banking system lie in the aftermath of the dot-com bubble and the Internet boom. Although the packaging-up and then selling on of blocks of mortgages had already started in the 1980s, it moved to a new level at the turn of the century as investors moved out of the new Internet stocks.

Literally trillions of dollars’ worth of new mortgages of variable quality were packaged up, securitized, given Triple A status, and sold. Indeed this mortgage-based business quickly moved to become one of the primary sources of activity and the principal source of income for many of Wall Street’s major firms. These Triple A bonds were enticing because they sometimes could pay up to 3 percent, and often at least 1 percent, over the risk-free rate. That was more in interest than Triple A corporate bonds were earning.

Upon this shaky foundation of risk-laden mortgage-backed securities came the collateralized debt obligation, or CDO, a derivative that was, in turn, divided into new tranches and sold to investors. Derivatives had started as hedging instruments, a means of protecting yourself against a real risk. But in the new shadow banking system, derivatives themselves were little more than the vehicles for speculative activity. Instead of being the hedge against risk, they became the risk. American mortgage bonds with a Triple B credit rating were used to build collateralized debt obligations, which then gained a Triple A rating. And all this was justified on the grounds that such diversified portfolios exposed individual investors to less risk.

Shadow banks, or parallel banks, were finance companies, asset-backed commercial paper conduits, limited-purpose finance companies, structured investment vehicles, credit hedge funds, money market mutual funds, securities lenders—all defined by the fact that, unlike formal banks, they had no access to central bank liquidity or public sector credit guarantees but had built up huge liabilities.

This new shadow banking system divided up the simple processes of deposit-funded, hold-to-maturity lending conducted by traditional banks under one roof, into what some call “a daisy chain” or “vertical slicing.” That meant separating out these traditional bank processes into the origination of loans, their warehousing, their structuring into and then pooling of asset-backed securities, and the issuance of collateralized debt obligations into separate transactions. The purpose of all of it was to transform risky, long-term loans, such as mortgages, into what were presented as risk-free, short-term, and desirable instruments.

By 2007 the shadow banking system had outstripped the size of the traditional commercial banking sector.2 The total volume of credit intermediated by the shadow banking system was close to $20 trillion, or nearly twice as large as the volume of credit intermediated by the traditional banking system, at roughly $11 trillion.

Why does all this matter? After all, if a few hedge funds and structured investment vehicles had gone down, there would not necessarily have been a global financial crisis. There were no implicit or explicit guarantees from any government or central bank that if they failed they would be rescued.

The reason the explosion in shadow banking mattered was because its sheer scale and pervasiveness had created a race to the bottom. In order to compete, practices and instruments that had grown up in shadow banking were now also being copied and used almost as extensively by the formal banking system. Instruments that had grown up free from regulation but also free of any government guarantees were now being used either directly or in structured investment vehicles by some of the world’s leading banks, whose fate did pose systemic risks to the system.

Of the approximately $1.4 trillion total exposure to subprime mortgages, around half of the potential losses were borne by U.S. leveraged financial institutions. Worryingly, banks had not just invested in subprime market securities directly; this was a comparatively small part of the story. They had backup credit lines for special-purpose vehicles. Because these banks were already highly leveraged, they were also at greatest risk.

Another practice, selling short, is, of course, better known right across the system. It has long been possible to sell shares you did not own but had borrowed—and to keep the profit when they fell. But the CDO market took it one stage further; it didn’t even require you to borrow a security.

So I began to see why mortgage securities and CDOs had become so attractive to the markets. When there were not enough of them to go around, “synthetic” CDOs—even more intricate derivatives—were created, with no gain whatsoever to the real economy. I like the way Nouriel Roubini, coauthor of Crisis Economics, described what had happened to much of our financial system. In most of the cases we are dealing with, he wrote,


the purchaser didn’t have to own any portion of the asset. And, worse still, he had an incentive to make the default happen. . . . Worse even than that, buying the insurance without owning the underlying asset is not only akin to insuring a house an investor does not own, but leaves the insurance holder with a direct interest in seeing it fail. As CDOs developed they became like buying insurance on a house you did not own and then setting fire to it. And there was little or no regulation to prevent or deal with the fire.



So investments could be easily created by a series of synthetic derivative contracts. Nowhere is this better shown than in the now infamous “Paulson scheme.”

John Paulson bought the insurance that enabled Goldman Sachs to package a collateralized debt obligation known as Abacus 2007-AC1, most of it at a Triple A rating. Within six months the referenced assets of this synthetic collateralized debt obligation—already sold on to, among other banks, the Royal Bank of Scotland—were worthless. Paulson had made $1 billion on shorting on the mortgage-backed securities and then picking up the insurance. Goldman Sachs itself denies wrongdoing; they say that these were market transactions based on information widely available.

But too many companies had bought loan originators and at the same time created instruments that bet on the collapse of the subprime mortgage market. That has been described as “like a salesman who knows the product he is marketing is not what he says it is, but strikes a deal with an unwitting customer whose interests he knows are put at risk through the sale.”

The Paulson case highlighted another feature of the new system: its interconnectedness. The real problem became not so much the size of one individual bank but that the fortunes of each bank were so tied up with those of the others. So when eventually instability took hold, it had a vast and widespread impact, a tsunami effect that rolled around almost the whole world. We now know that in 2008 an astonishing $50 trillion—more than the entire annual income of every family in the world—was pledged between financial companies, contracts that were wholly private and undeclared. One company, AIG, had signed a trillion dollars’ worth of insurance contracts and not made any provision, and British and European banks had bought half of the subprime assets sold from the U.S.

While I had spoken, at various times over these years, of an interconnected global financial system, no one had the detailed information we now have about how dependent financial institutions were becoming on each other, and how risky these new entanglements had become. Lacking a significant global supervisory oversight, the world had no proper understanding of the true nature of the growth happening below the surface not so much in trading between banks and businesses, but in banks trading with each other.

It was reasonable to expect individual financial institutions to take responsibility for managing their own risks, but when institutions are entangled with others, some with guarantees and others without them, there are clearly large public consequences, particularly when the positions being taken are not known and the effects are not adequately reflected in the price system.

The more rigorously we look behind the events of the time, the clearer the picture emerges. It starts with an enormous and unfathomable shadow banking system operating far outside normal rules and procedures. Those practices then spread to the mainstream banks, and soon everybody knew the priority was, in Chuck Prince of Citibank’s famous words, “to keep dancing” as long as the music was playing.

The reason governments had to step in during October 2008 was not, therefore, because government action had itself caused the problem,3 but because the music stopped. It was one of those moments when markets did not automatically come to a safe equilibrium in the manner the familiar old textbooks suggest.

There are good reasons for this, some of which serious neoliberal thinkers happily accept, and which I rehearse here simply because they have been so willfully obscured in some of the less serious domestic political debates.

First, although the economy is global, global markets are not yet deep enough or mature enough. We still have gaps in information, weaknesses in institutional capacity, restrictions on the mobility of labor, tariff barriers to trade, and, even more significant, nontariff barriers to the flows of goods, services, and capital. In a very real sense the global capital flows and global sourcing of goods and services that characterize globalization are not complemented by the institutions and culture of a global market that functions sufficiently well for us to gain all the benefits of market disciplines.

Second, in another very real sense we have a global market that, though imperfect and not yet matured, exhibits and exaggerates some of the worst failings of markets: externalities, inadequate supervision, and no procedures for dealing with shocks.

Third, and perhaps most important, the marketplace was characterized by massive asymmetries of information. Wages and prices do not adjust as flexibly as theory would suggest because interest rate adjustments—based on imperfect information—often occur too slowly. Global consumers operating in global markets are thus not, and cannot be, individuals making perfect judgments in perfect markets. With inequalities in the availability of information even greater on the global stage, vested interests emerge stronger and can be a risk to the public interest.

These three conditions combined on the eve of the financial crisis to create what Alan Greenspan has since called “a fundamental flaw in the edifice of market economics.” As a consequence of the events of 2007–8, and in an act of quite stunning intellectual honesty which is why he is to be respected as a man of integrity, Alan confessed that much of what he had thought and argued for his whole career had turned out to be wrong. With management manipulating their control of information to run their business neither in the shareholders’ interest nor in the public interest, but instead only in their own interest, the whole foundation for market trust was gone.

While Alan had thought that the risk of reputational damage would ensure that executives retained some sense of business ethics, he later admitted that he was thinking back to the old world of business partnerships. He, like the rest of us, had not fully appreciated that moral norms were not constraining the behavior of those competing across complex and interlocked global entities that covered both shadow and formal banking systems.

The consequence, put simply, is a persistent mispricing of risk, and therefore a consistent failure to hold enough capital to offset it. In the pages to come I consider the implications of what happened with three practical examples that illustrate the problems of capitalism without capital. These examples were foremost in my mind when I made my speech at St. Paul’s Cathedral, arguing that markets need morals. I have chosen these examples because together they illustrate the failings whose elimination must be the basis of a reformed financial system.

First, we will find that some of our most important banks put their savers and depositors at risk without having sufficient overall capital or viable assets to cover them. When they should have increased their own protection by raising their capital ratios, they preferred to take the risk or, as it happened, impose their risk on others. We have to insist that in future all financial institutions have capital to cover their risks and also have their leverage and liquidity levels controlled.

Second, we find that when banks should have made sure that the products they were selling on were not toxic, many used the “originate and distribute” model of securitization to wash their hands of any responsibility for the product. In future we must make sure that every originator of risks everywhere takes some continuing responsibility for that risk.

Third, many in the formal banking system used their protected position to create off-balance-sheet vehicles, which themselves became part of a race to the bottom in financial standards. In future the informal banking system must be regulated alongside the formal system, and a free exchange of information across regulatory regimes must make possible global financial supervision of all major companies.

Fourth, we will find that some banks had done more than take speculative risks on their own account. Without the knowledge of savers, and without proper protection of these savers, banks bet ordinary savers’ deposits on speculative activities. This raises the even bigger question of executives putting their own interests above those of their savers and the proper balance in the allocation of revenues between capital, the remuneration of employees and shareholders, and the recognition of the costs to the public in taxation. The reward to the public for both the profits and the risks from the activities of banks and financial institutions was nullified. In the past decade revenues went principally to top employees at the cost of capital; that remuneration was not cost-free, but came at the cost of the very stability upon which financial institutions’ stability depends. In future we have to get the balance right between dividends, capital, and taxation.

What happened to Lehman Brothers illustrates each of those four problems of global banking in the past decade.

LEHMAN BROTHERS

In September 2008, like almost everyone else, I was surprised by the news of Lehman’s problems and the rapid sequence of events that followed: its huge losses, its frantic attempts to secure a rescue, and its final bankruptcy.4 As the news broke, I asked myself three questions: Why should a firm that had just been reporting apparently healthy results—record earnings, three-quarters of a trillion dollars of assets covering its liabilities, and a quarter of a trillion dollars of capital—be in such terminal trouble? Lehman’s assets were predominantly long-term, while the liabilities were largely short-term, but did Lehman have a liquidity problem or a solvency problem? And was there any case to justify the government’s stepping in?

The answers to these questions would fully emerge only with the publication of the Valukas Report, which, though now questioned by Lehman’s then chief executive, gives an in-depth, month-by-month analysis of what actually happened. In it I read that in 2005, just two years before the beginning of the financial crisis, Lehman changed its strategy and its business model with devastating effects.

For a century and more, Lehman was a brokerage firm. It did not for the most part use its balance sheet to acquire assets for its own investment; rather Lehman acquired assets (such as commercial and residential real estate mortgages) primarily to move them by securitization or syndication and distribution to third parties. But in 2005, in a shift from this lower-risk model of being a brokerage firm to a high-risk, capital-intensive banking model, Lehman committed its own capital to buying commercial real estate, leveraged lending, and private equity-like investments.

This, in itself, was one part of the race to the bottom. Convinced that other banks were using their balance sheets in the same way, Lehman thought that their decision was in line with the rest of the market. But even in 2005 this business model was already a risk because of the firm’s high leverage and small equity base. Buying up commercial real estate, levered loans, and other principal investments consumed more capital and entailed more risk, making Lehman less liquid than it had been in its traditional lines of business.5

Lehman funded its plan through the short-term “repo” markets, in other words borrowing millions of dollars each day from counterparties just to be able to do business.6 Of course that meant that the moment counterparties to repurchase agreements were to lose confidence in Lehman and decline to roll over its daily funding, Lehman would be unable to fund itself or to continue to operate.

When did Lehman know it had a problem? A draft presentation on the firm’s assessment of its equity and its adequacy has been found. Dated October 2007, it states that the firm’s capital adequacy over the previous five to six quarters had “materially deteriorated” and was “at the bottom of its peer range with respect to the regulatory requirement of a minimum 10% total capital ratio imposed by the SEC.”7

From August to November 2007, Lehman posted the lowest total capital ratio in the industry, and the firm was at or near its SEC-imposed 10 percent requirement for six months during 2007 and 2008.

We now know that on three separate occasions, Lehman had admitted to themselves their concern that the total capital ratio would fall below the 10 percent requirement. But while the Securities and Exchange Commission expected notification if it did indeed fall to or below 10 percent, Lehman failed to admit to them that it had.

Of course the contributing cause for the rapid decline in Lehman’s equity position was the shift to illiquid assets, including real estate, high-yield loans, and principal investments. In just one year, from November 2006 to August 2007, the firm’s illiquid holdings grew by 72 percent, while their “Tier 1” capital grew by only 26 percent.8 The reason they were able to manage their stretched position was that they had been using an accounting device to manage their balance sheet: temporarily removing approximately $50 billion of assets from the balance sheet at the end of the first and second quarters of 2008. Normally such deals are accounted as “transactions,” but by adding some cash to the transaction, Lehman was able to call them “sales,” and the balance sheet was pumped up.9

Known within Lehman as “Repo 105,” the assets were transferred through the company’s London operations so that the Repo 105 deals could be conducted under English law. Then, at the beginning of a new quarter, Lehman would borrow more money and repurchase the assets to put them back on its balance sheet. It was, says the Valukas Report, “balance sheet manipulation,” and it allowed Lehman to mask the perilous state of the bank’s finances before its catastrophic collapse in 2008.

Throughout 2008 Lehman continued to claim that it had sufficient liquidity to weather any foreseeable economic downturn, failing to disclose its repurchase device or that it now owned a heavy concentration of residential and commercial real estate that would be difficult to turn into cash quickly. The Valukas Report describes a board obsessed with growth, surrounded by executives who said openly that they did not want to hear “too much detail” about the risks they might face in case it held them back from making the high-risk deals on which the biggest bonuses depend. Lehman did not disclose its use, or the significant magnitude of its use, of Repo 105 to the U.S. government, to the rating agencies, to its investors, or to its own board of directors. Their auditors did not question Lehman’s use and nondisclosure of the Repo 105 accounting transactions.

The Lehman case reveals that right at the heart of the world’s biggest banks was a culture of unethical financial practices that were, right up to boardroom level, connived at, condoned, and rewarded.10 It was nothing short of chronic recklessness powered by unchecked greed. I was furious to discover that other major banks too were recklessly using their customers’ own money to speculate. In February 2010 the securities arm of JP Morgan was fined just under $50 million, the largest fine ever levied by the U.K. financial regulator, because its future and options business was keeping up to $23 billion in institutional clients’ money, inextricably mingled with its own funds, in an “unsegregated” account at the securities division’s parent branch.

ROYAL BANK OF SCOTLAND

People will rightly ask why we did not know earlier of the fundamental weakness of RBS. The simple answer is: we were misled. The story on paper was of the world’s most successful growing bank: making huge profits, paying high dividends, able to acquire new assets, one of the first into China, and on its way to becoming the world’s biggest bank. It was already the tenth biggest company in the world and one of the few British banks that also had the legal power, normally reserved to central banks, to issue its own banknotes.

Its investment bank business focused on foreign exchange and fixed income, but to the general public in Britain it was a dynamic retail and commercial bank with links to some of the most trusted names in Britain. After all, that was how the RBS presented itself on just about every advertising board in the country. Every year £1 million was paid out to each of what were called their “global ambassadors,” who included Sir Jackie Stewart, the former racing car driver, the golfer Jack Nicklaus (with its power to issue new notes the bank had already brought out a £5 note with Nicklaus’s face on it), and the tennis player Andy Murray (who to his credit, once the government had bought into RBS, immediately volunteered a cut in his payment).11

So when RBS collapsed, the British government, which owned a majority of the shares, inherited these million-pound deals with sports stars along with a top-of-the-range private plane. As part of the estimated £200 million sponsorship budget, large contracts for up to five years had been agreed just weeks before the bank crashed.

I had known the bank from my early days as an MP serving a constituency near its headquarters in Edinburgh, and I remember visiting their new offices before they were officially opened. The new HQ was like a small town in its own right, and my first impression was that this was an institution with endless ambition for itself; the headquarters was built on the assumption that, having doubled in size, the bank would inevitably double again.

Fred Goodwin, the RBS chief executive, was a self-made man. I admired the way he had worked his way up from a working-class background by training as an accountant. But over the years I saw him change. Whenever I met him he always had a complaint about something the government had failed to do for him, whether it was about access into China (which he secured) or about critical reports issued by the “Treasury Select Committee” in Parliament (over which I, of course, had no control).

I recall a conversation with him that should have alerted me to the RBS’s likely capital problems. While I was still the Chancellor of the Exchequer I met Fred at his Edinburgh office and asked him about what were called “orphan assets.” These were assets held on banks’ balance sheets but owed to deceased customers who had died without leaving any instruction about what should happen. In some cases these customers had passed away a century ago or more, but their savings were held by the bank and accruing interest. I believed that, morally, this was money that the banks did not own and that it should be put to community purposes, such as building new youth centers or funding education in financial literacy. I was planning to introduce a policy to redistribute these assets and had found other banks, if not overjoyed about change, at least receptive. Fred was the most skeptical, for reasons that at the time I couldn’t work out. I can only now imagine how delicate the capital position of his bank was. The Royal Bank of Scotland had a low capital base, so its defining failure was the decision to proceed with a leverage and risk-laden bid to take over the bank ABN Amro at a price of $60 billion. That was a vast sum to pay for one bad bank.

At the time the deal, which was engineered by a business consortium including Santander and Fortis, was seen as a bold stroke: the first hostile cross-European bid for a large bank, the first breakup of a bank into its component parts, and at a record price.12 The trouble was that they bought without checking properly whether this Netherlands-based bank was riddled with subprime and impaired assets. I was told of an email that gave the order to get on with the signing, leaving them to deal with the assets and liabilities later.

The inquiry into this should be a matter for the regulator, the Financial Services Authority, who is looking at the roles played by former members of the executive board and is also still examining the bank’s 2007 acquisition of ABN Amro and its capital-raising in early 2008. The review is about how much risk was on RBS’s books and whether management should have been aware that its £12 billion rights issue, launched six months after its ABN Amro acquisition, would not be enough to allow it to cope with its toxic debt mountain.

In just over a year, from mid-2007 to late 2008, RBS had doubled its debt and interbank borrowings to £500 billion. Even after their rights issue in 2008, their capital ratios were still low, at only 6 percent, and by this time the bank was also weighed down by losses, having had to take back ownership of £2 billion in German properties, bought at the market’s peak and now almost worthless.

So, during 2008, as cash flow became even more difficult, the clock was ticking for RBS. With too little capital in the first place, with a vast and serious error over ABN Amro’s toxic assets, and with other mistakes in Germany, America, and later Eastern Europe, funding had started to dry up.

HALIFAX BANK OF SCOTLAND

The mistakes that brought the Halifax Bank of Scotland to collapse were quite different from those seen in the RBS story, but they led to the same disastrous conclusion.

At both banks, credit committees were formed on an ad hoc basis, with risk managers sidelined wherever necessary. But the cardinal mistake at HBOS, the one that resulted in the surrender of their independence to Lloyds TSB and then necessitated a wholesale government rescue, was to stake everything on rising prices in the property market.

The bank operated a set of fundamentally unstable arrangements with a series of property speculators. A few got out before the crisis began in earnest, one it is alleged with £2 billion in profit from his property deals. Those left standing when the music stopped personally lost millions, though not as much as the bank lost.

In February 2009 the Lloyds-HBOS chief financial officer, Tim Tookey, went to speak at the UBS Global Financial Services Conference in New York. As the new finance officer of the merged Lloyds-HBOS he gave a slide presentation entitled “Understanding the HBOS Loan Book.” This revealed an astonishing figure: 40 percent of the Halifax Bank of Scotland’s £432 billion total loan book was what he called “outside Lloyd’s appetite”—a curious phrase, which meant that these loans should never have been taken on.

He made it clear that of the £255 billion lent by HBOS in retail mortgages and other consumer loans, £86 billion was lending he would not have done. Of their £61 billion of international lending, he would not have done £20 billion. But the worst—and for HBOS the fatal—part of the story was the conclusions he reached about the biggest loans on their books, the £116 billion of corporate lending advanced by the Bank of Scotland Corporate unit: £80 billion—more than two pounds in every three loaned—was, he repeated, “outside Lloyds TSB’s risk appetite.” Half of that £80 billion was loans to construction and property companies.

Later, at a meeting of a House of Commons committee, an angry Member of Parliament asked the chairman of the Halifax Bank of Scotland, Dennis Stevenson, “Your highest paid banker, your head of corporate lending, Peter Cummings, was lending £40 billion of your £100 billion loan book to construction and property companies?” The reply: Yes, the corporate lending unit had, said Lord Stevenson, “lent too much. We made some mistakes and that is the bottom line.”13

In April 2008 the bank revealed another damaging failure: its exposure to U.S. toxic debt through the £7.1 billion tranche of Alt-A mortgages on its books. From then on it was crisis management, and by September 2008, with a £120 billion gap between its lending and its deposits and with wholesale markets frozen, HBOS was effectively bust.

On September 18, 2008, Lloyds TSB announced that it had reached an agreement on the terms of a “recommended acquisition” of HBOS. And the “bottom line” the chairman talked of—the prime cause of the failure of HBOS—was the huge lending misjudgment on property-related deals.

When I look again at the story of HBOS it is not only the scale of what they assumed was their one-way bet on property that shocks me; it is also the sheer aggression and presumption of the bank in its practice of playing the markets not just as a moneylender but, in the same deals, as a property owner too. This is a business model enjoying the innocuous label “integrated finance.”14

After the year 2000 the bank did more than a hundred integrated finance deals and bought into sixty businesses, issuing debt to companies in exchange for equity. The bank also amassed a £4 billion unlisted equity portfolio, with many of the stakes in house builders and other property-related companies.

The bank continued to support high-priced, some say overpriced, property purchases just as the market started to falter. In 2006 HBOS joined with an investment fund to pay £1.1 billion for the retirement homes builder McCarthy & Stone, trumping rival bidders; then in March 2007, just at the peak of the property bubble, the same duo spent £750 million on the house builder Crest Nicholson. In May 2007 the bank took a 50 percent stake in an overstretched property developer, Kilmartin Holdings, and even as the bank was forced into a £4 billion emergency fund-raising, it was embarking on an equity and loan deal with Britain’s largest privately owned house builder, Miller.

But the emerging problems were not restricted to domestic property markets. HBOS had been taking on subprime too—six billion pounds’ worth. In August 2007 the HBOS head of treasury, Lindsay Mackay, admitted that Grampian Funding, an off-balance-sheet “conduit” of the bank, had $36.1 billion of debt outstanding, and that investments mainly in Triple A–rated securities were effectively toxic assets. The only way to deal with such a debt was to add around £14 billion of risk-weighted assets to the bank.

But the bank did not see what was coming. At an awards ceremony the HBOS head of corporate banking defended the bank’s decision to continue its risky policy toward the commercial property sector. He said, “Some people look as though they are losing their nerve—beginning to panic, even—in today’s testing property environment. Not us.” But the bank was later forced to deny rumors that it had to seek emergency funding from the Bank of England, and accused short sellers of spreading false rumors.

But there were problems. When in 2004 the FSA conducted a risk, or Arrow, assessment, the bank was told to “strengthen the control infrastructure within the group.” The regulator also commissioned a report from PricewaterhouseCoopers on HBOS’s risk-management framework. HBOS’s head of group regulatory risk, Paul Moore, warned that, without a change to its sales-obsessed culture and inadequate internal controls, the bank would collapse. HBOS, he said, was “going too fast” and was “a serious risk to financial stability and consumer protection.”

So what do we learn from the tortuous and troubled histories of RBS and HBOS? These histories confirm what we know of other banks elsewhere: that there was too much leverage and a system-wide shortage of capital. But they confirm also that risk-taking was given priority over and above the imperative of protecting the capital of the banks.

In addition, pay and bonuses too often took precedence over the need for capital. I know that many actions I found abhorrent were well within the law. Mario Cuomo, the former governor of New York, once said, “Every time I’ve done something that doesn’t feel right, it’s ended up not being right.” In that sense, an awful lot of what was going on wasn’t right. HBOS was a case in point. Just as the company was collapsing, the board awarded payment to at least one employee most implicated in the failed commercial property deals that brought it down. An extra £600,000 was paid out. This unjustified and, I believe, illegitimate payment was not simply an example of a technical failure; it was also a moral failure.

Inadequate models for evaluating risk were complemented by a perverse system of incentives that maximized rather than minimized these risks. Short-term incentive structures, which relied excessively on self-regulation, aggravated rather than contained the recklessness of risk-taking. As we have seen, management’s rewards depended less on long-term returns than on short-term share prices. Indeed there was an incentive to drive up short-term shareholder returns by moving risks to off-balance sheets and increasing short-term turnover through increased fees, profits, and bonuses. In the case of mortgage derivatives, incentives were focused on the quantity of mortgages originated, not the quality. There was little or no knowledge on the part of the ultimate buyer or, as often, even the seller of mortgage-backed securities of the creditworthiness of the mortgage holder. It was the inevitable result of a system that put short-term remuneration before the real long-term capital needs of the banks.

In conventional business manuals, the constraint on bad behavior by bankers is considered to be a loss of reputation for being trustworthy. But the worry about losing one’s reputation with others depends on others knowing what is going on. With globalization and securitization in particular came even greater gaps in the information available to the investor. And so with a race to increase remuneration even at a risk to the capital needs of the company, and with information skewed in favor of the executive, no one could automatically equate the bankers’ pursuit of their own self-interest with the interest of the company or the more general public interest.

George Akerlof and Robert Shiller raise similar but more general ethical questions about behavior in the marketplace in their book Animal Spirits. They seek to demonstrate the more general case that our economy cannot be understood by looking exclusively at economic motives. In the true spirit of Keynes, they suggest that we need instead a “detailed understanding” of the “real motivations of real people.” They bring forward evidence that a number of what they call “non-economic forces” are at work in the marketplace, and suggest that economic decisions do not depend entirely on economic rationality. Individuals, they write, can go through waves of optimism and pessimism (which causes big changes in economic demand). Behavior is also influenced by judgments about what is fair and unfair, which means that wages are set not just by economic forces, but also by social forces. Corruption and demonstrations of bad faith are everyday realities. Individuals can easily confuse the nominal value of money with its real value, and individuals can be moved to act not just by the power of reason but by the power of stories. “Animal spirits” therefore play a crucial role in explaining why depressions occur, why saving is so variable, why stock markets fluctuate so widely, and why there are large bubbles in the housing market. Over time no system can endure if it is not underpinned by values that try to harness people’s animal spirits for the public good.

For me, the conclusion is that, underlying and at the core of both markets and governments, there must be a set of commonly accepted values that emphasize enterprise and competition but also elevate fairness and responsibility. These are values that can guide us in developing the right relationships between the public interest and market forces, and can help us reset the post-crisis relationship between markets and government at a global as well as national level. I will deal with this in my conclusion, because it is part of a global compact for growth.

JUSTICE AND BANKERS’ PAY

Well into the crisis, in late 2008, I had a conversation with one of the country’s leading bankers who told me all I needed to know about the gulf between his profession and the rest of society. I had questioned the need for the huge bonuses he, his board, and many of his senior people were taking, even as the consequences of their poor judgment and decisions were coming to light. “But they’ll leave the country,” he responded. I refrained from offering him the response that ordinary members of the public would have given him.

The motto of the old order in the City of London was “My word is my bond,” but the financial crisis revealed a culture quite alien to that heritage, a culture whereby the stewards of people’s money were revealed to have become speculators with it. Bankers have experienced near-unprecedented income growth over the past decade. (According to analysis from the Centre for Economic Performance at the London School of Economics, the highest-paid workers are taking home nearly a third of the U.K.’s total wage bill; big bonuses paid to bankers and traders accounted for most of those gains and drove Britain’s rising inequality over the past decade.)15 Yet many of them seemed quite oblivious to how public tolerance for the excess had changed in light of the bailout.

The bankers’ key argument—that they took big risks on their own shoulders—was being exposed as illusory. It was not the bankers who took the risk, but the government—and the people—who had had risks thrust upon them, often with little prospect of reward. Even as taxpayers all around the world were losing out as a result of their recklessness, the bankers continued to claim that the grotesque rewards they enjoyed were essential to the banking sector and the public interest.

Their reluctance to face up to reality was exposed again in November 2009 when we introduced a one-time levy on the bonuses of the banking community. We knew that we had to preempt problems in January 2010, when the bankers would again be reporting huge bonus rewards in companies where we had the most shares.

There were of course bonuses that were legally binding, and these were contractual obligations governments had to meet. Then there was the familiar counterargument: that if Britain acted on remuneration and America failed to act, then whole companies would relocate. Switzerland became a much-quoted option for bankers faced with tax changes not in their favor, and, as the Swiss told me, there were no plans there for changes in its remuneration rules. But when Alistair Darling bravely demanded from the banks a 50 percent tax on their bonuses, the outcry from the financiers was in my view a disgrace. Certainly no one could have argued that there was any public support for them in their self-interested campaign.

Support for the plan that banks would contribute to small-business lending at the high-technology end was then suddenly withdrawn. I had conversations with one company before the tax was introduced and was told that making money was their business, and that taxation was solely a matter for government. They would accept what government did, a position that was maintained only until we announced the tax, when they, with others, threatened to leave the country.

We were under daily pressure to modify the tax, and to his credit, Alistair refused to back down in any way. We were right to press on, and the eventual net gain to the public purse from the tax was £1.2 billion. However, in this form it had to be a one-time boon; by now the banks have restructured their remuneration packages in order to avoid having to pay a similarly constructed tax in future.

Deferral of bonuses and bonus claw-back have been introduced across the G20 to move remuneration from short-term deal making to longer-term success. So far, since the banking collapse, we have seen a welcome reduction in the proportion of the revenues global investment banks have paid out in bonuses. Deutsche Bank’s global compensation fell to 40 percent of revenues in 2009, from nearly 60 percent in 2008. Similarly, Goldman Sachs’ global compensation ratio fell to 36 percent in 2009, down from nearly 50 percent in 2008.

But the reason bankers’ pay is absolutely crucial to the wider story we have been examining has nothing to do with the unacceptable politics of envy (to punish wealthy people for the simple act of being wealthy), nor even to do with an unacceptable politics of retribution (wanting to make bankers suffer for wrongdoings). Instead the issue of pay assumes an importance because there is a very particular relationship between actions taken by one person and consequences suffered by everyone. Excesses in remuneration are not cost-free.

We can now detail in the most precise of terms the cost of excessive remuneration at the expense of adequate capitalization. We now know that if British bankers had paid themselves 10 percent less per year between 2000 and 2007, they would have had more capital, some £50 billion more, to help them withstand the crisis. The extent of the undercapitalization of our banks was £50 billion, and was exactly the sum put up by the taxpayers for the emergency stabilization of our banking system.

So one great issue that needs to be resolved internationally is the right balance between the capital that banks need, the dividends they pay, the remuneration they give employees, and the contribution they make to the public for the economic and social costs of their risk-taking.

But there is also a prize waiting to be grasped that I was still pursuing in the final weeks before I left office: a globally coordinated levy on the banking sector. Some might ask: Why should governments charge a levy? Part of getting the balance right between dividends, pay, capital, and tax is assessing the public interest, not just for its reasonable share of the profits earned but because of the risks the public takes. For example, using credit ratings to help quantify the implicit support that banks enjoy from the government, Andrew Haldane of the Bank of England estimates that over the past three years the U.K.’s largest lenders benefited from an average taxpayer subsidy of £55 billion a year. Using an alternative approach, looking at the relative funding costs of big and small banks, he suggests the annual subsidy should be £30 billion. Banks, I argued in front of the G20 finance ministers and bank governors, are a strategic sector of the economy, one that had to be treated differently for the purposes of government guarantees. In return we would expect that the banks should contribute to paying off the consequences of their past failings.

But I believe that without all financial centers involved, a bank levy will be difficult to apply in some cases. And the first response to my call for a global financial levy was not encouraging. With President Sarkozy’s and Chancellor Merkel’s support, we inserted into the G20 statement at Pittsburgh the request for an IMF report by 2010 on a financial levy, and at the G20 finance ministers’ meeting in St. Andrews in Scotland in November 2009 I made my first major speech on the type of global financial levy we might consider. I explained the conditions under which I would support a global levy: it had to be universal; its purpose had to be in line with supporting competition and openness; and it could not work unless all the major economies supported it. I outlined options for how we could deal with the relationship between banks and society, and thus put that relationship on a more defensible path: we could have an insurance levy for the future, contingent capital, a better resolution mechanism, or a levy, perhaps a transaction levy. I made it clear that we had to look at all four options; that any final settlement would have to meet my key tests: and that the tax had to be universal, in line with competition rules and not harmful to enterprise.

But just the mention of a levy on transactions attracted great publicity. Quickly, but wrongly, people assumed it was the so-called Tobin tax on all transactions. Immediately after I spoke, the U.S. Treasury secretary, Tim Geithner, announced that he opposed a transactions tax. Dominique Strauss-Kahn, the head of the IMF, said he thought a transactions tax unlikely but, though he said he supported action on a levy, the only press coverage on his comments was on his direct questioning of the Tobin tax. The response from Europe was no more encouraging. I had gone into the lion’s den and been mauled. Newspapers assailed me. I was said to be out of touch and to have lost international support. My intervention, people said, undermined the achievements of the chairmanship of the G20. I could see a rocky time ahead as we continued to promote the global levy, but was in no mood to give up.

Over the next day or two I telephoned all who had criticized the tax and asked them to look again at all the options. I left them in no doubt that I would be stepping up my campaign and would seek to win public as well as government support for the levy. We could not stand still, act as if nothing had happened, and leave the banks to pick off governments one by one, with the inevitable result that no action would follow.

By the beginning of 2010 what had seemed a wayward idea started to gain more support. I was grateful to Tim Geithner for telephoning me to explain the new American proposal for a ten-year levy. We agreed that we were working on parallel tracks, but with the same motivation and eventual destination.

I talked to Chancellor Merkel directly, and she agreed that Germany would move in line with an agreed proposal. Because of the amount of state banking in Germany, much of the levy would become a transfer within the public sector, but she saw the logic of global action. President Sarkozy had always been a strong supporter of a global levy, and so France, Germany, and Britain were pushing forward in Europe with the support of President Barroso and also the new Spanish presidency of the European Union, led by President Zapatero. There were even suggestions that Europe could move ahead on its own with an all-European-banks tax.

In March I met privately with Larry Summers. We agreed on what the shape of a tax applied in a similar or parallel way in the main financial centers could look like, and we talked also on the ranges for its scale. After the Summers meeting I phoned President Obama. It was clear we were working on parallel tracks and could be expected to deliver a similar base for a parallel tax in Europe as in America. When the IMF reported in April it came out in favor of a dual tax system, which I found easy to support. During my final weeks in office I continued to push for agreement on the global levy, but with the British general election looming, it was a race against time. I planned to announce the U.K.’s target figure in April, but in the time available before the general election we could not secure the final details of an agreement. This is part of the unfinished business of the G20 I will discuss in the next chapter. I am pleased that the new British government has now accepted the argument for such a levy and hope it can take up where we left off and work with the other countries to get it agreed and implemented. In my view, however, it must be an agreement of the major financial centers of the world. From a reluctance on the part of the international community to talk about these issues at all we now find ourselves in a position where a deal is there to be struck and signed.16

THE CASE FOR A BANKING CONSTITUTION

So we cannot write off the failures of the financial system as mistakes in just one sector by a few individuals, and thus, because of laziness in our analysis, leave ourselves wholly unprepared for the next crisis.

But even now there can be no return to high levels of employment and growth without finding a way of harnessing finance’s creative energies to allocate resources and risk so effectively that it spurs and speeds economic growth. We must never forget that credit, and the need for securitization too, is at the heart of a modern financial system. It should not be just tolerated as a necessary evil, but nurtured as one of the keys that unlocks opportunity. Access to credit is critical for companies that make and do things and in the process create decent work that enables people to get ahead and not just to get by. The answer to problems in the credit and securitization markets is not to ban securitization but to root out the abuses—and create the conditions through sensible reforms, by which credit can best contribute to the public good.

So the solution is neither some ill-thought lurch leftward that ignores the importance of lending; nor can it be a return to the old neoliberal versions of the Washington consensus, a now bankrupt ideology that died with bankrupt banks.

I believe the best way forward is to agree on the objectives and basic rules of a global constitution for the banking system, because it is upon a foundation of strong banking and reliable finance that we can build real wealth. I am convinced that in a global financial system the rules can no longer simply be national but have to be global too. When I talk of a constitution for the global financial system I mean a codification of principles, rules, and standards that are then universally applied across all major financial centers, with a process of surveillance and supervision through international colleges of regulators, bankers, and, where appropriate, finance and business ministers.

I believe also that securing a better and fairer reconciliation between the rights of shareholders, of executives, and of the general public—between capital, pay, dividends, and tax liabilities—can also best be addressed internationally. Only by reshaping the structure of incentives and the flow of financial information on a global basis can we avoid a new race to the bottom. There is an argument, on economic efficiency, for establishing price-based incentives to encourage important parts of the financial system to avoid extreme systemic risks, making it more expensive for institutions to take reckless risks with other people’s money. The alternative is outright quantity constraints on positions, the size and scope of activities, or even limits on the types of instruments that can be purchased or sold.

We have identified the central miscalculation of governments as a failure to recognize that the highly leveraged institutions were not spreading risk to those most able to handle it. Instead there was a reckless mismanagement of risk. In time we discovered that leverage was even higher than had been reported, thanks to a lack of transparency in some of the financial instruments, and, in addition, the ratios of leverage used for regulatory purposes often did not adequately incorporate some risks or even understand the dangers at the top of the cycle. But when overleverage happens it is invariably doubly dangerous. Not only do you have too little capital to survive a loss, but the chances of loss rise as the leverage increases. As leverage builds, the newest bought assets are inevitably of a lower quality because the search for yield drives lending to higher risks. At some stage in the top of the cycle the system is inevitably exposed to very bad lending decisions, and maybe even to fraud. So if the regulatory mistake was to think that risk had been widely spread and taken on by people who could afford it, we must, as a priority, rectify this by bringing all players within the supervisory net and making sure systemic banks do not have liabilities obscured in another shadow system. And we must monitor and set standards for comprehensively identifying and managing risk not just in one institution but across all entanglements around the world.

An operational framework for macro-prudential supervision based on globally applicable principles is still evolving. It has to take account of the size of institutions, their entanglement with each other, the nature and complexity of their risks, and their vulnerability to cycles (so that both upswings and downturns are not amplified by regulations or market practices). In working out the policies that flow from this, there will have to be further big changes in capital regimes; more rigorous focus on accounting practices, risk management systems, and compensation. As demonstrated in the article “Capital Regulation after the Crisis: Business as Usual,” written in July 2010, capital requirements remain too low and their increase under Basel 3 may post-date the next financial crisis. Martin Hellwig of the Max Planck Institute is blunt in stating that “The current system has no theoretical foundation, its objectives are ill-specified, its effects have not been thought through, either for the individual bank or for the system as a whole.” His conclusion is persuasive that “objections to substantial increases in capital requirements rest on arguments that run counter to economic logic or are themselves evidence of moral hazard and a need for regulation.” At the same time, the IMF, the Financial Stability Board, and the Bank of International Settlements must enable authorities to identify systemically important institutions, markets, and instruments. Not all big banks failed, and not all small banks were successful. Both retail and investment banks went under. A simple separation of retail and investment banks or a breakup of big banks is not sufficient: all financial institutions will have to hold substantially more capital, to link that capital on a sliding scale to their risks, and to have in place resolution systems, or what are called “living wills.” And all will have to divest parts of businesses where there are potential conflicts of interest. We will have to work out systems for addressing the new moral hazards, but in a financial system still too leveraged up for the risks being taken, reform cannot be avoided or postponed. As the IMF has pointed out in their Financial Stability Report of October 2010, stringent bank capital and liquidity requirements must apply far beyond a subset of the financial system to hedge funds, insurance companies, and non-bank institutions that are a systemic risk, and if we are to have the buffers we need to cushion the system against failures without aggravating moral hazards, then we must examine capital surcharges and levying fees rated by risk—preferably with international agreement.

I believe a global banking constitution is a huge prize to reach for, and I believe that just as we did for other international issues—from the Millennium Development Goals to third world debt and the ban on cluster munitions and land mines, and then with the global fiscal stimulus—it is possible to create a worldwide coalition for change. But first, at the beginning of 2009, the world had to come together to prevent a great recession from becoming a great depression.



CHAPTER 4

The Problem Assailed:
The One-Trillion-Dollar Plan

On the afternoon of April 2, 2009, I closed the London G20 meeting and took to the podium to announce that my colleagues had agreed to a $1 trillion rescue plan for the world’s economy. It was the biggest economic support program ever agreed on, and that evening, our final press conference had a TV audience of one billion people that reached around the world.

After seeing the stock market fall two months before, on March 9, to levels unseen since 1997, all the leaders were determined that with this latest statement, our overstretched and volatile markets would hear a message from all of us that was firm, bold, and unequivocal.

In my speech I spoke of the sheer urgency of the crisis. I explained that prosperity was indivisible, that growth had to be shared, and that our financial systems had to be strengthened and better regulated, with international action to overcome this crisis and to prevent future crises. Then, to the surprise of hardened journalists, I was able to announce that there would be $1 trillion available to underpin the global economy. It was simple: the G20 had delivered, with a sum approaching the total yearly output of countries like Britain, France, and Italy.

I set out where the guarantees would come from: new money from the International Monetary Fund and World Bank, new guarantees from countries on trade credits, and a new issue of the IMF “currency”—Special Drawing Rights. But I also set out their purpose: to prevent a great depression and to bring the recession to an end. I was able to say that there was now a plan. We had formed a consensus that would ensure that any country in difficulty could be helped. Crucially for me, we had also set aside money to lessen the impact of the financial crisis on the poorest countries of the world. And we had agreed to major surgery on our international institutions to make them more relevant to this new global age.

Most important, we had demonstrated that the world’s biggest countries could work together, both quickly and effectively, for a common purpose. I felt that day, and still feel, that after such an extraordinary cooperative effort, the world will never be quite the same again. This chapter tells the story of how we got there, what we decided, and why it mattered.

I have already detailed the discussions I was having with other world leaders in the fall of 2008 about the banking crisis. At the same time, I was already thinking about how we could coordinate more comprehensive action on the global economic fallout that was sure to result from the failure of internationally entangled banks.

In order to begin to resolve the issue, it was essential not just to cooperate, but to recognize the fundamental ways in which the world had changed. For forty years after the Second World War the G7 was responsible for around 70 percent of all world economic activity. Only in the past twenty years has the G7’s share of world output fallen dramatically, from above 70 percent in the early 1990s to around 40 percent on the eve of the worldwide recession in 2008. This dramatic shift of economic power, from North to South and West to East, was driven by what Larry Summers has called the biggest economic event of the last thousand years, indeed bigger than the first Industrial Revolution; in just over two decades, the workforce of the global economy has tripled as an extra two billion potential employees have reached working age in China, India, and other emerging markets.

In early 2008 President Sarkozy was quick to see that this meant we could not rely simply on the G7 to deal with the crisis. He had originally floated an extended G8 meeting, but when I visited his official country house we talked alone, concluding that a G20 would be best, and we decided to work together for membership in the G20 for Spain and the Netherlands.

Later in September, at the height of the banking crisis, I met President Bush at the White House and suggested to him (mirroring my discussions with other leaders at the United Nations the night before) that there was real appetite for a G20 meeting to address not only the banking issue but what it meant for jobs and living standards more widely.

On October 18, when President Sarkozy and President Baroso met with President Bush, they considered all possible options, including an extended G8 summit to be held in New York and the counterproposal of a G20 meeting. Two days later President Bush and I talked on the phone and made some progress on who might attend what was to be the first ever meeting of the G20 country grouping at leaders level.1 I said that there was a case for all the G20 countries being present, and that there was an additional case for Spain and Netherlands as well as better representation from Africa, which had only South Africa in the G20.

On October 22 President Bush announced his invitation to a special G20 leaders meeting in Washington on November 15.

This was a major step forward because it recognized that cooperation had to extend beyond the narrow grouping of G8 countries. The November meeting was the first chance to see if a forum of leaders on such a scale could work. While the detailed policy focus would be on getting all countries to agree to a series of measures to reform the financial system,2 the real success of Washington lay in the recognition that there was a common interest in regular contact coupled with a shared approach.

After the American presidential election in November, the focus shifted from George Bush to the new president, Barack Obama. As Obama prepared to take over, our talks with America and other countries on the future format and status of the G20 continued. We agreed that it should emerge as the premier forum for economic cooperation.

When the chairmanship of the G20 passed to Britain for the year 2009, work was already well under way, led by sherpa Jon Cunliffe. The job of a sherpa is to lead technical international negotiations, and Jon was one of the most respected and experienced sherpas in the world. He and I worked closely with Alistair Darling and his team led by Nick McPherson and Tom Scholar and shared advice and decisions with them on everything we planned. Sir Gus O’Donnell chaired a civil service group, and we held an important seminar of major world economists. Jon was joined in his task not just by Shriti Vadera but also by some of the best and brightest advisers. Tom Fletcher (my civil servant adviser on foreign affairs, along with his very able team, including Nick Catsaras) worked tirelessly alongside his superb political counterpart, Stewart Wood, and the policy unit at No. 10. Along with No. 10 Permanent Secretary Jeremy Heywood, who was a constant source of sound advice and meticulous delivery, and Jon’s team, they turned the whole focus of the U.K. government from January onward to what could be achieved at the London summit to be held in April.

I had asked David Miliband, the highly respected Foreign Secretary, to allow Mark Malloch Brown, his incredibly effective and well-connected Minister of State, to work full-time on preparing the G20. His task was to ensure that we understood what leaders all over the world, not just in the G20, needed and that they understood what we were trying to achieve. He came back with a message consistent with our analysis and other soundings: they wanted confidence restored through global action and they needed liquidity.

At the same time, we saw from the figures on lending, repossession, business closure, and unemployment that the crisis had moved from Wall Street to Main Street, and people’s jobs, homes, and pensions were at risk from the contraction in the world economy. During the banking crisis there was the risk that some banks would collapse, but it was looking increasingly as if some countries were at risk of collapse too. Financing to emerging markets, Korea, and Eastern Europe had simply dried up. Their economic activity dramatically declined. That was dangerous not just for them but for us. The world’s major economies were too interconnected for the effect not to be felt by businesses and people everywhere. World trade fell by 20 percent. We might have saved the banks and domestic savers and businesses but the global economy was in free fall.

I asked my team what could be done to shore up the system: What could be done to restore confidence, what was the equivalent of the extraordinary measures we had taken at the national level for banking that we could take at an international level for the so-called real economy? I went over and over this question in meetings with Shriti, Gus, Jon, Jeremy, and Tom Fletcher. It always led back to liquidity and financing from the IMF and World Bank to substitute for the withdrawal of credit and liquidity in emerging markets. No other global institutions could readily provide the coverage and resources, and indeed their resources would need to be replenished by countries who could access liquidity.

I pushed Jon, his team, and Shriti to go through every permutation and seemingly every acronym of existing and new international financing—Special Drawing Rights, High Access Precautionary Arrangements, Flexible Credit Lines, New Arrangements to Borrow, global trade facilities, bank guarantee facilities, capital replenishments, gold sales. Jon started testing out his sherpa colleagues, and everyone spoke and met with their counterparts at every level.

Dominique Strauss-Kahn, Managing Director of the IMF, and I spoke several times in that period. He was in the forefront of understanding the need for radical and urgent action and vocal in sounding the warning bells. We were lucky to have him and his team constantly analyzing and assessing the dangers to the global economy and supporting the G20 in providing solutions. I spoke often to him and to World Bank President Bob Zoellick. Bob was rightly concerned about the impact on low-income countries and also agreed to set up a trade finance facility to substitute for the disappearance of international trade finance.

I had been to see President Obama soon after his inauguration. He was engaged and well informed, and I was pleased he had Larry Summers, a veteran of international crises, at his side. Nevertheless, it was some time before the team in the U.S. Treasury and White House was assembled, confirmed, and able to fully engage. That made the job of building consensus doubly hard, especially as the United States holds a veto on key IMF activities.

In the process of testing the waters, the most promising idea they came up with unfortunately fell foul of legal and technical problems. At the heart of the problem was the withdrawal of liquidity and credit to emerging markets and Eastern European countries, so we thought they should get the IMF to guarantee their debt issuance. It was similar to the idea of the medium term credit guarantee scheme we had instituted for banks in the recapitalization package. It would simultaneously facilitate liquidity and credit that had dried up but also help kick-start the international bond market which had seized up. But it was not to be, and we were left with a package that maximized what we could do in a number of elements of financing for these countries.

I worried about how this package would truly create confidence and break the free fall the global economy seemed to be in. There were a lot of different measures whose effectiveness depended on them being greater than the sum of their parts. Shriti’s pre-summit personal note to me set out what the whole package should look like—credits for trade, liquidity for countries that needed it, and the widest possible international safety net. Taken together, they might lift confidence. The note had a number for every element, and at the bottom of the table of numbers a total that leaped out at me which thereafter we discussed only in code: a trillion-dollar summit.3

I turned to Jon and said, “Let’s go get it.” I had pushed Jon hard over the years as my sherpa to secure more from every G7, G8, IMFC, and G20. He never failed to deliver. But when he realized the scale of what we were attempting, he turned pale; he knew just what a tall order it was. We had not discussed such a large sum and he knew how little time there was. But I knew that if any team anywhere could deliver something so ambitious, it was this team.

In the final weeks, we prepared for the summit by drafting what I thought would be the optimal communiqué with a mix of actions to underpin the economy in crisis, but also long-term actions to prevent a repetition. We then worked backward from our intended outcome to persuade countries to play their part, but kept the top-line figure a closely guarded secret.

As Jon negotiated word by word with his fellow sherpas, the weeks running up to the London summit were filled with visits made by me, Alistair, Mark Malloch Brown, Paul Myners, Shriti, and others to gain support for sections of an already drafted communiqué, as well as more high-profile public interventions. I spoke to the European Parliament, the Joint Houses of Congress, and an audience at St. Paul’s Cathedral to press my case, and I visited Brazil, Argentina, and Chile as well as America and Europe.4 By the time of the summit I had spoken to every single leader—some several times—to lay the groundwork. It was a slow and tortuous process, but I found all leaders focused on trying to find a solution.

Unfortunately, our work hit a big snag when, a few days before the G20 met, the draft communiqué was leaked to a German magazine. Luckily, the leaked version did not involve the figures that would have added up to $1 trillion. That huge total was still under wraps, because I was determined it should surprise and therefore jolt the market.

Jon and his team began rewriting immediately, and the final draft, while similar in policy to the first, was completely restructured to differentiate it from the leaked documents.

The night before the summit, the leaders of the countries of the world met at 10 Downing Street for dinner. Seated around the table were actually twenty-six national leaders, including the newly elected president of the United States, Barack Obama, and the head of the three-centuries-old traditional monarchy, King Abdullah of Saudi Arabia. They were joined by the heads of all our major international institutions: the United Nations, the European Union, the International Monetary Fund, and the World Bank.

I had personally invited Prime Minister Meles of Ethiopia and the secretary general of the African Union, Jean Ping. A few months earlier President Sarkozy and I had persuaded President Bush to add to his Washington G20 gathering, on an ad hoc basis, both Prime Minister Zapatero of Spain and Prime Minister Balkenende of the Netherlands. Now I had ensured that in London they were present in their own right.

The evening had begun with a reception given by Her Majesty the Queen at Buckingham Palace, after which all of the leaders arrived in Downing Street in the allotted order: heads of international institutions first, prime ministers next, and in reverse order of their seniority in service, presidents, and the king of Saudi Arabia. Because he had just been elected prime minister, even though it was for the third time, Italy’s Berlusconi had to be the first in, while President Sarkozy, now more senior in his third year, was the last to arrive.

As we assembled for predinner drinks, I repeated the words of Winston Churchill in the 1930s: we must ensure that we could never be criticized, as he criticized politicians then, for being “resolved to be irresolute, adamant for drift, solid for fluidity, and all powerful for impotence.” Colleagues agreed with me that we must not let that happen again.

I started the dinner by reminding the assembled leaders of the London 1933 conference that had met in the Great Depression to resolve trade and currency pressures and to prevent protectionism. It had failed miserably, and its failure had made the world an even less stable place. As a result, protectionism ruled in the 1930s and, as I put it, “that failure had foreshadowed all the other terrible events of that decade and the one to follow.”

But these leaders did not need such grim reminders that the task they faced was serious, and that the consequences of inaction would be dire—we all knew that the next day’s work would be crucial. That was the day on which we would have to agree on the details of a bold and radical communiqué. To prepare the way for that, as the dinner progressed, I invited everyone at the table to make opening comments on the world crisis. President Obama spoke first and, with both eloquence and a winning humility as the most recently elected leader present, accepted America’s responsibility for the origins of the financial crisis. Then each leader in turn offered a view on what had to be done. With twenty-six of us at the dinner, that did not happen quickly, and by the time of the agreed 9 p.m. finish, not everyone had been able to speak, with potential consequences for goodwill the next day, when some, who felt their seniority meant they should have spoken before others, might demand immediate speaking rights. During after-dinner drinks I spoke to those who had been skipped and agreed with them on an order for their interventions in the morning.

As we left that evening the mood was positive and determined; serious, but not at all grim.5

Overnight I worked hard to persuade people to agree to the more controversial aspects of the draft communiqué. British officials worked every minute on the main areas of disagreement. The first roadblock in the way of consensus was some trepidation about the very scale of what we were proposing to inject into the economy: IMF Special Drawing Rights, World Bank Resources, and trade credits on a level unseen before.

Second, there was a strong and in the end decisive resistance to the inclusion of a number for global growth. I argued that there was no evidence that the inflationary problems of past decades were likely to hit us in the foreseeable future, so that there was, at least as yet, no inflationary barrier to rapid growth out of recession. I wanted us to be able to say that by taking all the action that was necessary, we would return the world to the pre-crisis growth path by the end of 2011. But there were one or two of the other G20 members that I could not persuade to agree to either having a target, or a figure attached to it.

After discussions the next morning with world leaders, and after some phone calls, I realized that we would likely have to compromise on a growth number, and settle simply for an “objective,” with no hard figure attached. But by working through the night, we had at least drawn nearer to agreement on the crucial decision: the underpinning of the world economy. And—with extra IMF support, Special Drawing Rights, and World Bank money and trade guarantees—we were now approaching agreement on a sum that no one had hinted at before: contingency support amounting to $1 trillion.6

For me coordination was the truly big prize.7 When the meeting began, I had felt a huge weight of responsibility, but also a curious lightness arising from the knowledge that this was the sort of serious and substantive environment in which I felt at my most effective and able to deliver the big changes to the lives and living standards of regular people that I believe politics should be about.

My method of chairing international meetings had been honed over ten years as chair of the twice-yearly committee of the International Monetary Fund and two stints chairing the finance ministers of the G7. But the best lessons that I had learned, and was still applying, had come long before all that. I had chaired the governing body of my university when I was still a student. Scottish universities abided by an ancient law that permitted students to elect the chair of the University Court. The Rector, as he was called, could be a celebrity (and recently often was) or a politician of stature (which had been the traditional practice). But there was nothing on the books preventing a student from assuming that position, and my fellow students had elected me to chair the Court. I took the position seriously and used the role to promote causes that were not popular with the university establishment.8 At every meeting I had to find a way through the discordant views of academics, business leaders, High Court judges, and students, and just to survive the meetings I had to take procedure very seriously. So I had a very tough early lesson in the chairing of powerful and sometimes difficult people. I learned that you need to drive meetings toward conclusions and not simply wait for them to emerge.

Instead of inviting the usual open-ended discussions, which often, and conveniently for some, went nowhere, I would go straight to the business at hand. It was an approach that had worked in Edinburgh in the early 1970s, and which worked just as well in London in 2009. With my encouragement, we were able to agree on a draft communiqué that made its way around the table that morning. I had personally drafted the opening points, and I believe they sum up the magnitude of the tasks we faced:

1. We, the Leaders of the Group of Twenty, met in London on 2 April 2009.

2. We face the greatest challenge to the world economy in modern times—a crisis which has deepened since we last met, which affects the lives of women, men, and children in every country, and which all countries must join together to resolve. A global crisis requires a global solution.

3. We start from the belief that prosperity is indivisible; that growth, to be sustained, has to be shared; and that our global plan for recovery must have at its heart the needs and jobs of hard-working families, not just in developed countries but in emerging markets and the poorest countries of the world too; and must reflect the interests, not just of today’s population, but of future generations too.

I asked the members to speak to the communiqué’s specifics, and we went through it paragraph by paragraph. At times the meeting was stormy; it is no secret that President Sarkozy threatened to walk out if tax havens were not dealt with, because he saw them, understandably, as a problem and indeed a major cause of the global financial crisis. In the end the standoff was resolved only by President Obama taking President Sarkozy and Premier Wen to the side of the meeting room and putting an arm around each, urging a compromise be reached. Surprisingly, one or two emerging market countries held out against action on tax havens. Indeed, from around the world a number of non-G20 states were phoning in and asking that their voice be heard against the naming and shaming of tax havens close to them.

But I was certain that financial institutions were using them to avoid tax on a huge scale and that tax havens—which are, of course, also regulatory havens—were facilitating a regulatory race to the bottom that continually threatened the legitimate interests of more fastidiously regulated nations. However, I knew that the Organisation for Economic Co-operation and Development had drawn up its lists: a black list of noncompliant regimes, a gray list of countries on their way to compliance, and a white list of the fully compliant. To get off the black list, countries had to sign twelve exchange-of-information agreements with neighboring countries, and do so within weeks.

I wanted the G20 to signal its complete support for the outlawing of noncompliant tax havens. But not everyone could agree on this, or on how far we should go. Some wanted the black-list countries excluded from the international community immediately. Others wanted them to be given some more time. Others thought this was no business for the G20, which after all had been set up as a leaders’ organization only in the past few weeks.

So, as I was chairing the meeting, I was also making phone calls to the OECD Secretary General, who was in Paris.9 I asked him to agree to publish the list of noncompliant tax havens and wanted him to tell the G20 he would do so. Eventually we agreed on a complex face-saving formula whereby the G20 would not ourselves list the names of tax havens that were noncompliant. As a result, the text of the G20 communiqué did not name the tax havens that had only a few weeks to come into line with information disclosure; instead we referred to the existence of decisions being made by the OECD. The OECD list was, however, published at the same time as our communiqué, and it proved to be a major breakthrough.

As is more or less expected at meetings like these, there was a problem with the communiqué. But on this occasion it was not a failure of political consensus, but a failure of hardware. We had too few photocopiers, and those we had were too far away from our conference room. So the minute we changed the draft with a new sentence or an amended one, there were delays before the next draft could be circulated. Leaders who had agreed on the wording were kept waiting. I had seen it all before in international meetings; as people wait impatiently in an atmosphere that is already tense, the momentum can slip backward as issues already taken as agreed are reopened. Minor failings really can change a conference; my way through the danger of reopening the text was to press on and call a debate with new speakers on the next stage of our work.

By the time we were due to complete our deliberations, threats to walk out had changed to something much more encouraging: repeated demands for a common and united front. Most leaders around the table knew that this was a make-or-break day for the world economy, and their collective response to that challenge was best when it mattered most: as the meeting drew to its close. In only a few weeks more had been achieved in addressing the problems caused by tax havens than in several decades of fruitless discussion. Many countries were to benefit as a result. Britain received its first gain from the decision within a few months: £1 billion in unpaid taxes recovered from Liechtenstein.

President Obama, the youngest leader, was present for the first time at a G20 meeting, indeed present at his first international meeting. The whole gathering was, I believe, impressed by his calm and understanding as he persuaded people that by our unity of purpose we could demonstrate the difference that only global leadership could make. Obama’s speech was an inspiring end to two difficult days that left a world still in turmoil but clearer about the direction ahead. We had taken the first steps to unite the world behind a plan for ending the global financial crisis.

First, we underpinned the world economy at its most difficult time with a multinational guarantee of resources made available through international institutions. The IMF was overstretched; its available capital, once 5 percent of the world’s resources, was now just 1 percent. For years the boldest of attempts to give it the funds to do its job had not gotten anywhere. Now we cut through all this and gave the IMF new Special Drawing Rights, to be voted on by its member countries, and the power to extend its support for individual countries.10 The World Bank was encouraged and agreed to double the funding it gave to poor, recession-hit, developing countries. The African Development Bank led the way with its own injection of additional funds to prevent recessions in a number of African countries.

Second, we also set in motion the biggest and most comprehensive reform plan for our banking system. In future, a World Stability Board would be responsible for the early warnings and the management of global risk. We set clear timetables for the global institutions responsible—the Board, the Bank of International Settlements, and national regulators—to agree on new international rules, capital requirements, new liquidity ratios, and new transparency and accountability mechanisms. If the world had moved too slowly in the past on global finance, it had to move with speed now, including bringing an end to tax secrecy.

Finally, we agreed that all of us would take what action was necessary to move us out of recession. So in addition to the $1 trillion underpinning our economies, monetary and fiscal action was to be coordinated on a level never seen before. Interest rates were close to zero; the independent central banks were now working in unison in their plans to inject new resources into the economy; the increased supply of money through quantitative easing was now happening around the world; and a very critical extension in bank-to-bank currency swaps was providing the funds necessary for each continent to address recession. One of the least reported successes of global action against recession was how quickly the Federal Reserve and other central banks developed swap credit lines with other countries. Total swap lines rose to half a trillion dollars.11

This package was described by the president of the World Bank as the thing that “broke the fall” of the global economy. But our ambitions were higher still.

Our shared objective, set by the London summit, was to return to trend growth, and with Prime Minister Singh’s intervention we agreed that our next meeting would receive a report which I would prepare on how international institutions could work better to achieve that growth.

Without the G20 the real and present risk of a global depression might have materialized. Professors Barry Eichengreen and Kevin O’Rourke have done a great service by charting the scale of the global collapse and then assessing the impact of the measures the world decided to take together. They first published their data on the scale of collapse in April 2009, collating data that covered the years 2007 and 2008. Their initial findings were stark. “To sum up,” they said about the period before April 2009, “globally we are tracking or doing even worse than the Great Depression, whether the metric is industrial production, exports or equity valuations. . . . The ‘Great Recession’ label may turn out to be too optimistic. This is a Depression-sized event.” In their second report, later in 2009, they wrote:


The parallels between the Great Depression of the 1930s and our current Great Recession have been widely remarked upon . . . [with] the U.S. stock market since late 2007 falling just about as fast as in 1929–30. . . . When we look globally the decline in industrial production in the last nine months has been at least as severe as in the nine months following the 1929 peak. . . . To summarize: the world is currently undergoing an economic shock every bit as big as the Great Depression shock of 1929–30. . . . The good news, of course, is that the policy response is very different. The question now is whether that policy response will work.



It did.

In both 1929–30 and 2008–9 global gross domestic product fell for five successive quarters, the fall amounting to 5 percent in both periods. In the 1930s, however, the collapse continued for a further eight quarters—two years. In contrast, the collapse of 2008–9 was halted in the three months after the G20 met.

Of course many individual actions came to bear to end the recession: national fiscal policies, quantitative easing by a number of central banks, the recapitalization of the banks. But from April 2, 2009, everyone knew the world economy was underpinned by funds collectively agreed to and on a scale never seen before.

Starting in April the world started to move forward again. That is why the years 1929–32 are known forever as the Great Depression and the years 2008–9 will be known as the Great Recession. The G20 had averted a second global depression.

As I have said, after Prime Minister Singh’s intervention at the London summit I was charged with preparing a report on the way ahead for the international institutions. Some leaders, I think, hoped that I would focus simply on proposing changes in the constitution of the IMF and World Bank. Instead, I started from a wholly different standpoint: What changes were required in order to ensure high levels of growth and employment over the next few years? And how could we best use the Pittsburgh G20 to bring them about?

The basis of my argument was that we could not return to the previous status quo: American and European consumers were very likely to spend less and save more for an extended period; we could expect a rise in the American and European household savings rate; and the outcome would be a shortfall in global aggregate demand relative to the world economy’s productive potential. That, for me, was not an abstract question but a profoundly moral one; to my mind it is simply wrong to leave people without jobs and the ability to build a better life for their families when there is work that needs to be done.

In the long run I said that the shortfall should be filled by an increased consumer demand in emerging market countries and in countries that were running surpluses. The longer it takes to fill this gap, the more likely the incentive to shelter your own country and use protectionist measures to capture a bigger share of global output.

But with coordinated action to expand demand in surplus countries, with a worldwide effort to resist the resort to protectionism, and with a willingness of emerging countries to reallocate resources from traditional, low-productivity activities, such as agriculture, to new industries, America need no longer be the consumer of last resort.

In August 2009, before the September Pittsburgh G20 meeting, which President Obama would chair, I wrote him a private letter.

We were both fully aware that at the G20 meeting in April we had succeeded in bringing world leaders together around a $1 trillion rescue program to stave off a world recession. But I wanted to put on paper my thoughts about how, as they moved forward from the London G20, the major economies could and should work together in the future.

In my letter I suggested to him that, while the London G20 had achieved a lot, the world’s economies still faced a very rocky road ahead, and that the next few years would be a great deal worse if we did not do much more to promote common action and global coordination.

The deleveraging of the banks and the loss of consumer spending power—as Americans and Europeans necessarily saved more and spent less—would withdraw around $2 trillion from the world economy. Wiping out two trillion dollars’ worth of economic activity could only mean lost growth: jobs lost, businesses gone, people’s hopes for their future and for their children’s future dashed. And if we failed to take the necessary further action, mortgage repossessions, business failures, and personal bankruptcies would go on and on.

Every country, I told him, wanted to export its way out of recession. But as American and European spending power was cut, Chinese and Asian imports to America and Europe could fall without any major rise in China’s spending on American exports; world trade between developed and emerging markets would grow far more slowly; and the world’s richest countries would then inevitably face a “lost” decade of low growth and high unemployment. We had completed the first stage of our work: preventing the recession becoming a depression. But the second stage of our work, the restoration of high levels of growth and employment, had barely begun. The one way out of this vicious spiral of less activity, slower growth, and fewer jobs—with the damage running on for years ahead—was for the G20 to agree in Pittsburgh in September on a strategy for global growth.

I then set out what I meant by a global compact to which each continent would sign up. That would require coordinated action: first on imbalances, then on currency reserves, then on monetary and fiscal policies, and then, if possible, on trade. I had no doubt as to the difficulties of securing any agreement on issues as great as these; many vested interests were at stake, and it would be even more difficult to build a consensus on a future growth strategy than it had been to put together an agreement on the $1 trillion emergency rescue plan.

But the stalling of growth, with the resultant unemployment and much of the world’s economic capacity unused, are together the big issues that world leaders now have to face.

In the past we have seen investment and productivity race forward out of recessions and growth restored as successive new innovations took hold. Again and again, in economic cycle after economic cycle, we have seen new forces appear in the world economy to push growth upward. But on this occasion, did we not have a structural problem impeding a strong recovery? What could we do to restore growth to a world economy in which one part of the world wants to save (and not spend) and the other wants to stop spending (and save)?

President Obama said to me that we must work to get broad agreement before we arrived at the formal sessions. He told me he would back our ideas for growth and instructed his officials to work through a potential plan for Pittsburgh with ours.

He was as good as his word. Negotiations behind the scenes over the summer between us and the Americans—and then between America, Europe, and China—made good progress. The finance ministers too, led by Tim Geithner and Alistair Darling, were called on to reach some difficult decisions, and they too succeeded. By the time we all arrived in Pittsburgh, the G20 were prepared to accept the idea of a global growth compact.

First we agreed not to withdraw stimulus from the economy until recovery was assured.12 Of course this was a judgment about the stage of the economic cycle, but also about the relative merits of stimulus and austerity. But the bigger plan that we agreed upon was that each continent would play its part in formal discussions on the removal of barriers to growth. And what I had called a “compact” became the Pittsburgh plan.

Even before the meeting began there was recognition from all its participants that Pittsburgh should send a clear and positive signal about the future.13 I am pleased that in that meeting we agreed on the essentials: plans for financial regulation of the banks; the setting up of a group to examine a global financial levy; unanimity that governments’ support for their national economies should continue until recovery was assured: and, most important of all, we set ourselves a growth objective for the future.14

Whether and how we will meet that objective is the subject of part 3.



PART THREE





CHAPTER 5

Going for Global Growth and Jobs

I look back on the successes of the two G20 meetings of 2009 as high points for international economic cooperation. But I believed even then, and I believe more so now, that the decisions world leaders made in 2009 can only be the beginning and not the end of shaping the transformation of the global economy. There is still so much to do.

In the autumn of 2010, nearly a year after the Pittsburgh meeting, more than 25 percent of industrial capacity still lies idle in Europe and America.1 Forty-seven million workers are unemployed in the highly industrialized countries, and global unemployment is estimated at 200 million for the wider group of OECD industrialized countries. Global poverty is rising, not falling.

While China, India, and Asia appeared to be returning to higher levels of growth,2 and Africa moving in the same direction, the two historic engines of growth, Europe and America, are still growing far too slowly to reduce unemployment quickly. Even as we examine the trends for 2011 and beyond, the surplus of industrial capacity means that the recovery of growth and jobs will be at best weak.3 My fears of a low-growth decade are, even now, beginning to come true, with all of the consequences for individuals, communities, and whole societies which that entails. Calculations by Jorgenson and Vu suggest that while in the old G7—Germany, France, Britain, Italy, Japan, and North America—the underlying annual growth rate in the decade after 1998 was 2.1 percent, it is likely to be only 1.45 percent a year over the next ten years—slower than at any time since the Second World War.4

This weakening of the European, American, and Japanese growth rate also reflects the fundamental shift taking place across the world in the location of production and the direction of trade. As we examine the prospects for China, India, and other emerging market countries from the standpoint of the second decade of the twenty-first century, we will have to think beyond the familiar model—America and Europe controlling high-paid design and the intellectual property and outsourcing low-wage production—to a new industrial and business model with world-beating companies locating innovation and development centers across Asia as well. The European Commission predicts China and India will double their R and D world share to 20 percent by 2025. And with China leading the growth of south-south trade (China now the largest trading partner not just with Australia and Japan but also with Brazil and Africa), globalization will no longer be dominated by trade between today’s developed countries.

But if America and Europe, for two centuries the biggest drivers of world growth, are to spend less and save more for an extended period, the outcome is, other things being equal, a shortfall in global aggregate demand and high levels of global unemployment. Before the crisis, the spending of American and European consumers accounted for 35 percent of the world’s economic activity. This compares with China’s consumer spending, which even with that country’s phenomenal rise, is only 3 percent of the global economy.

So the world is at a critical moment. We can, if we choose, build a genuinely global society with diverse drivers of growth, diverse centers of power, and a genuine stake in the international community for every country and its people. If we make the right choices now, we can replace the lost growth of Europe and America with a new multipolar growth in which each region contributes and each benefits. If we fail, we are condemning an entire generation to an era of lost opportunities, lost jobs, and lost hope.

The following chapters are my necessarily top-line assessments of the potential contribution each region can make to the world’s return to high levels of employment and growth. These are working assumptions only, based on my own reading and reflection over the past few months since leaving office. I look forward to debating them with specialists during my travels in the months and years to come, and to refining and changing my position in light of their insights and expertise.

My argument, at its simplest, is that no one country or region can, in the short term and on its own, fill the global demand gap created by the shortfall in American and European consumption. A decade from now the exit from low growth will come as a result of dramatically higher levels of economic activity in Asia, emerging markets, and developing countries.

But none of the countries and regions I will assess in the following chapters can offer such an exit today, because they cannot at this moment supply enough growth to raise the overall economic activity of the world sufficiently to reduce unemployment substantially. However, I believe that together, through global cooperation and coordination, we may just be able to generate next year and in the years to come higher levels of growth than assumed today.

I reject the view that sees global economics as a zero-sum game. There is no inherent contradiction between what the leaders of each of these regional economies want to achieve for their people and the wider needs of our shared global economy. Of course during the growth years there seemed little short-term gain to countries if they joined a global growth compact, but now both the developed and the developing countries could lose if overall levels of growth do not rise fast enough.

In the 1930s politicians failed to talk with each other about potential solutions, and there was no international institution pressing realistic programs of action. But at my request and that of other leaders, the IMF prepared its first global growth report to the Toronto G20. This identified not only a huge gap between the potential of the world economy and its actual condition today, but as we had requested, it also suggested a way of agreeing on coordinated action to deal with it. The IMF states that the difference between “good” and “bad” global coordination is of the order of $4 trillion by 2014, or a 5.75 percent higher global GDP. If they had said this would make a difference of a million or two jobs, or take a million or two people out of poverty, then it would still have been worthwhile. But this is translated into a breathtaking difference of 50 million jobs worldwide and helping 90 million people out of poverty.5 Under this scenario we not only create new sources of consumer demand to replace that which has been lost during the American and European recessions, but we also advance the objective “to make poverty history” by meeting the moral imperative of removing unnecessary suffering.

Like the IMF, I believe that working through shared policies we can—and must—come to a win-win global prospectus for growth. We should not underestimate the $20 trillion contribution to growth that American and European consumer spending represented in the previous decade, nor how difficult it will be to replace its lost growth.

If consumption in America and Europe were able to grow at rates similar to pre-crisis levels through to 2015, this alone would add over $3 trillion to world output even after inflation. But at best we can expect consumption to grow by $1 trillion less than that, possibly by $2 trillion less if, as many expect, American consumption falls further, from 70 percent to 65 percent of GDP.

The other major trend of the past twenty years is how emerging economies have challenged the West in manufacturing.6 For the four decades following the 1940s the United States, with Japan and Europe, monopolized manufacturing. Today the United States remains the largest producer, but China’s output has risen above $1 trillion and is now more than the output of Britain, France, and Italy combined. The shift has not simply been in heavy industry but in high value added products, too.7

As a result of this plentiful supply of cheap imports, American families have been buying their cars, fridges, computers, and clothes at around $1,000 a year less than they might otherwise pay. Similarly, across Europe, as computers and electronic goods have crashed in price over ten years, the luxury goods of 2000 have become commonplace purchases in 2010. However, even at these low manufacturing prices, ordinary American and European families whose incomes have stalled have borrowed to pay for their higher consumption and for the increasing number of homes they have been buying.

The result is that we have not only trade imbalances (Asia exporting much more than Europe and America) but also imbalances in the ownership of debt (Asia saving while Europe and America borrow to spend). In addition, these shifts in manufacturing production have also seen the developed countries lose millions of jobs to Asia,8 where even today Chinese wages are one-twentieth of U.S. wages. So while Western consumers have benefited from lower prices for manufactured goods and services, Western workers have found their jobs to be far more insecure.

In short, Asian workers increasingly produce more and more of the goods, and soon perhaps also more and more of the services of the world, while their American and European counterparts are consuming almost forty times more.9 Even if we added the BRICs (Brazil, Russia, India, and China) and the N-11, the fastest growing of the other emerging economies, their total consumer spending—the spending of five billion people—represents just a third of the spending of Europe and America.

As I will show in the analysis of China, India, and Africa that follows, this is not a historical accident or some inexplicable political peculiarity, but a long-term problem of low consumption rooted in widespread poverty. Put simply, those condemned to live in extreme poverty will work, but not buy.

So the challenge for the world economy is also structural. A return to an American and European pre-crisis growth rate is difficult if their consumer spending is to fall; therefore a return to the high levels of global demand is impossible without a global growth plan. So here are the questions I hope to answer in the coming chapters:

• If we are to reduce unemployment in the West and poverty in the East and developing countries, what part can America now play by raising its level of growth? What role can policy reform in Europe, now weighed down by sovereign debt crises, play? How much bigger a contribution can China now make to a balanced world economy? Can India, about to see an explosion in its workforce, make a bigger impact not just for itself but by ensuring that global growth is balanced? Can the BRIC countries with the developing N-11 countries make a bigger than expected contribution to global aggregate demand?

• If none of these countries nor these continents on their own can make a big enough contribution, can the benefits of cooperative action yield results that raise levels of employment and growth? Can the world work together without blaming each other for what’s wrong?

Of course any assessment of what to do next for the world economy depends very much on how that economy is viewed. Where some see recovery as the major objective, others see deficit reduction as the dominant concern, even if it means constraints on current growth and rising unemployment. Some worry that inflation might rise again too quickly, others that it will fall too fast. Where some believe that China, India, and Asia can power the global economy, others see the biggest threat to world growth in the current crises in Europe. Low interest rates, to some, are essential for growth, while others see low interest rates as carrying the threat of new financial asset bubbles.

So there is a battle of ideas now raging between those who argue that the world should end the fiscal stimulus now and immediately usher in a tough fiscal consolidation program, and those who believe that to end such support immediately would threaten recovery with the risk, at least in some key countries, of a double-dip recession.10

The debate also reflects an age-old battle: between those who say that the role of government is to keep deficits and inflation low and leave the rest, including the fate of the unemployed, to market forces,11 and those who, like me, say that there are times when we need government to underpin and support the economy because the maintenance of employment and living standards is a moral imperative.

This debate transcends traditional views about national economic policies and the respective role of individuals, markets, and state. Here there is a far wider divergence of views about the future of the global economy: between those who say that it is now up to individual nations to get on with it and do their best, and those who, like me, say that just as we needed global action to prevent the collapse of the financial system, so we need now—probably more than ever—a global strategy to deal with the combination of low world growth and high global unemployment that lies at the heart of the continuing crisis.

In my view there is a more fundamental set of shared global decisions we can make together: decisions that go far beyond the necessary individual national plans to tackle high national levels of unemployment and high national deficits. Cutting national deficits is one part of the picture, but not the whole picture. National plans for growth must include measures to tackle unemployment, yet even that is only a symptom of a bigger problem. In the coming chapters I explore the case for far bolder action than can be achieved by simply updating national growth targets and tightening national fiscal reduction plans. I do so because the blunt truth is that the high unemployment and high deficits that America and Europe now face cannot be solved without a higher level of global demand for goods and service, without a higher level of “aggregate demand.”’12

Each year that this lower level of aggregate demand continues unaddressed, we are taking the equivalent of a Britain, a France, or an Italy out of the world’s overall output. It is as if the recession had already wiped one of these great countries from our global economic map, eliminating any contribution it might make to world output. And now, instead of doing something about it, we are prepared to live with it for years.

In the 1970s politicians retreated from talking the language of aggregate demand, not because it was ever a bad thing to seek, but out of the fear of rising inflation. Every time we emerged from recession, inflation threatened to return too quickly. So, rightly, we had first to ensure that inflation remained low.

In 2010, however, the industrialized world has low inflation, with even the threat of deflation. This makes it possible to take action to raise aggregate demand quickly, ensuring that unemployment comes down too. It is possible for every region to contribute to growth and employment in all regions, but only if the right decisions are made, based on the correct analysis of the unique role each can play.

The task of America at this crucial juncture is different from Europe’s, which is different in turn from China’s or India’s or Africa’s. We are each called to something different, and something better. Precisely what that is will be the subject of the coming chapters.



CHAPTER 6

The American Challenge

The American dream is one of the most powerful and enduring stories of hope that continues to inspire the world. The idea that if you work hard there is no limit to the life you can build for yourself and your children has motivated millions in every part of the world and is one of the reasons I called America in my speech to the Joint Houses of Congress “not only the indispensable nation, but the irrepressible nation.”

Even today Americans are still the world’s most aspirational people. In 1900 only one in five of the American workforce was in a white-collar occupation; today that figure is three in five, and America is the economic giant with the largest middle class. For my whole life America has been and is still now the foremost manufacturing country of the world,1 and American workers take justified pride in the products, services, and inventions they deliver to the global market.

Yet despite all these considerable achievements, the two-centuries-old American dream is under new and unique pressures, with consequences not just for America but for the world. The manifestations of this are high unemployment, falling middle-class incomes, and concern about educational opportunities and upward mobility amid rising competitive pressures from Asia. The primary cause of these concerns arises, as I will seek to argue, from there being too much inequality of opportunity and income in America. Because of it the American middle-class citizen, as consumer, does not now have the money to be as big a driver of future world economic growth as he or she has in the past. Nor does the American citizen, as producer, yet have what is possible: all the most modern skills supported by the educational investment to lead, as a more skilled America surely will, the next stage of world growth.

The American recession has been both deep and long; from a peak in 2007 to the lowest point before the London G20 conference, the loss of output exceeded 4 percent, making the 2008–9 recession the deepest since official quarterly data began to be gathered in 1947. To offset the decline in consumption and lending capacity, the U.S. government and U.S. Federal Reserve have committed a total of nearly $14 trillion, including loans and guarantees for businesses. As has been noted by many, the Fed has gone from being the “lender of last resort” to the “lender of only resort” for a significant portion of the economy. In some cases the Fed can now be considered the “buyer of last resort.”

But, despite the huge injection of funds by the Obama administration to get the economy moving (and the saving of millions of jobs as a result), joblessness, on almost all tests we use,2 is at its worst since the Second World War. At a minimum, America now needs to create 12 million jobs to achieve anything close to a return to full employment.

Estimates vary about how big the underlying demand gap is likely to be. President Obama said in January 2010, “Our economy could fall $1 trillion short of its full capacity.” But now, as a result of the recent statement of the Congressional Budget Office that “economic output over the next two years will average 6.8 percent below its potential,” a $2 trillion gap over two years has been confirmed.

In 2010, of course, as wages fell and long-term unemployment remained at a record high, economic growth has been underpinned by the restocking of inventories—about 76 percent of last year’s increase—and by $400 billion of additional government spending. Before the crisis, the U.S. government spent only 35.5 percent of national income; now in 2010 it is 44 percent. That fiscal stimulus includes help for the jobless, housing support, and the measures of the American Recovery and Reinvestment Act. But to replace the lost production of $2.1 trillion, the fiscal stimulus offered only a $775 billion plan, far less than half of what is needed over the next two years. Any rebound out of recession would have to be five times what it is at present to return discretionary spending back to previously normal levels.

Usually the U.S. economy soars out of recession, but even after falling faster and farther than in any recession since 1945, the bounce-back of American growth is far slower than that from previous crises—just half the 6 percent to 9 percent growth of the upturns in the 1970s and 1980s. It is simply not yet high enough to get unemployment down fast.3 Unless exports improve remarkably, the shift from debt and consumption to savings will simply leave America with too much unemployment.

America’s international economic future depends on high productivity in knowledge-intensive global industries such as medical devices, pharmaceuticals, software, and engineering, as well as creative services like film, architecture, and advertising, all of which are potentially massive exports. There are good reasons to be hopeful; for example, more than 2,500 of Boeing’s 3,350-jet order book is for export, and already Intel’s new generation of cheaper, smaller, and more efficient chips offers record profit margins. And American high-tech exports are already rising, especially to the Asian market.

Behind the headlines of falling jobs there is rising wealth, for even with the manufacturing of computer products shifting to Asia, most of the value added and therefore the wealth is created in America. The export value of the iPod was $150 in 2006, but Chinese producers, who simply assemble it, “earned” only around $4. Meanwhile most of the high-value work of producing new designs, software, and marketing techniques has stayed firmly Stateside.

Profits that plummeted in the recession have bounced back, not least thanks to overseas operations, and companies have recovered almost 90 percent of what they lost. But the problem is that they are not investing enough in America’s future.4 The latest evidence is that, far from the much sought-after return to investment, companies are holding back on investment for fear of a further downturn, with some estimates suggesting they are hoarding as much as $1.5 trillion. The five hundred largest nonfinancial firms held almost $1 trillion in the second quarter of 2010, and that money pile will grow larger. So companies are investing less, and hoarding their profits. There is no sign yet that in real-value terms American investment will be higher in 2015 than before the start of the recession.

At the heart of the American dream was the promise of high employment and high living standards for both manufacturing and professional workers. For half a century the real value of American incomes was on a trend to double each generation. For the twenty-five years after 1950, household net worth grew 8 percent a year in cash terms, allowing America to lead the world in car ownership, consumer goods, and home building.

But since the 1970s the gains have not been evenly shared. In the years since the oil crisis of 1973, while the incomes of the top 1 percent have tripled, the incomes of the bottom 90 percent of American families have risen by an average of only 0.2 percent a year.5 Beginning in the year 2000 income distribution, already sharply unequal, got even more skewed; according to the economists Thomas Piketty and Emmanuel Saez, from 2002 to 2007 two-thirds of all income increases in the U.S. went to the wealthiest 1 percent of all Americans.6

It was a sign of American success that by 2009 the number of millionaires had risen to 7.8 million, but as Federal Reserve Chairman Ben Bernanke noted in a speech just before the crisis, “The share of income received by households in the top fifth of the income distribution, after taxes have been paid and government transfers have been received, rose from 42% in 1979 to 50% in 2004, while the share of income received by those in the bottom fifth of the distribution declined from 7% to 5%.”7

So the middle 60 percent saw their share fall from 51 percent to 45 percent. There are many reasons given for the stalling of middle-class incomes: the loss of skilled manufacturing jobs, the fact that 40 percent of the employed are in low-wage service jobs, low trade union membership, the escalating costs of health care keeping wages low, and so on. We should remember also that for much of this period stagnation in wages could be disguised because lower-priced consumer goods, from cars to computers, made wages go farther. But the fact is that between 1999 and 2010, the real increase in household income was only half a percent on an annual basis.

Looking at this evidence of stagnating wages, one is forced to ask, why was there a consumer boom? One explanation is that what fueled consumer spending was not wages but borrowing. From 1990 to 2007 consumer debt rose from around 80 percent of disposable income to around 130 percent. It’s a point that Professor Raghuram Rajan argues in his recent book in a powerful analysis of what he calls “fault lines” in the economy. In the United States the share of the top 1 percent of wealthy Americans reached 23.5 percent of total income by 2007, almost tripling from about 9 percent in 1976.

But as borrowing is cut back, American consumer spending, which was for a whole generation the greatest driver of world growth, has fallen sharply, from 76 percent of a once larger American economy at its peak, to 73 percent of a smaller economy. It is on its way to 70 percent; even after inflation this represents more than $1 trillion less growth.8

The hardships arising from such numbers are all too real. In 2006–7 there were 11.7 million families receiving food stamps; today that has risen to 18.9 million households, a rise of some 62 percent. Meanwhile the number of the unemployed has doubled, from 7.5 million to 15.4 million, an official unemployment rate just below 10 percent. Probably nearer 15 percent of Americans are either unemployed or underemployed, with five unemployed workers chasing every job being offered. The October 8, 2010 employment figures state alarmingly that 26 percent of teenagers are without jobs. At issue are not just the individual lives that are wasted, but the cost of unemployment to everybody; if people are unemployed, they can’t buy goods, and that puts yet more jobs at risk. A similar argument has been made by Ken Rogoff in what he calls the catch-22 of the recovery; businesses will start hiring when the economy recovers, and the economy will start to recover when businesses start hiring.

But there is something about this recession that makes it also a turning point. Robert Samuelson writes, “[This] has been the most egalitarian of all the 11 recessions since World War II. In various ways, it has touched every social class through job loss, pay cuts, depressed home values, shrunken stock portfolios, eroded retirement savings, grown children returning home—and anxiety about all of the above. The Great Recession (as it is widely called) has changed America psychologically, politically, economically, and socially.” With few exceptions, everyone is consuming less, not least wealthier people who have lost more from the fall in shares and home prices.9

The economic cycle from 2002, the start of the last expansion, to pre-crisis 2007 was the first when the majority of Americans were financially worse off at the end of a cycle than at the start. If the American dream is that each decade will be better than the one before and each generation’s children will do better than the last, then a slowdown in mobility is a heavy blow, and one with consequences far beyond American shores.

For me the key questions, therefore, are as follows: Can the stagnation of ordinary incomes and the growing inequalities in America, which contributed to it, be addressed without another expansion of borrowing? With educated workers and therefore upward social mobility today an essential driver of economic growth, can Americans agree that they need not only an economic policy but a focus on education and an industrial policy, too? Can America recover and resume its economic leadership by making its economic engine not only for domestic consumption but for overseas exports—not least to China—and can part of this be achieved in a new way, by sponsoring the most innovative environmental technologies and products? Is there more America can do to spur economic development first through monetary policy, then through investment, then through measures on employment, then measures for fairness, and then on trade?

To begin, a plan for growth must first take into account Federal Reserve Board anxieties about deflation. One member has warned of “the possibility that the U.S. economy may become enmeshed in a Japanese-style, deflationary outcome within the next several years.” Along with Chairman Bernanke, he has emphasized that “the U.S. quantitative easing program offers the best tool to avoid such an outcome. . . . We are not without the weapons that can deal with this challenge.”

The second element of a higher growth strategy is what the writer David Brooks calls the “Moon Shot Approach,” a 2010 equivalent of the type of world-leading investment America made, amid worries about growth, to put a man on the moon. The modern equivalent would be an infrastructure program to make the overall economy more competitive and a program of incentives focused on key sectors, such as clean energy. “With plenty of slack in the economy and interest rates at historic lows,” another brilliant writer, Steven Pearlstein of the Washington Post, states, “this is the ideal time to borrow and invest heavily in public infrastructure that has been badly neglected over the past 30 years . . . not only to roads and bridges but also to airports and air traffic control systems, urban transit, high-speed rail, schools and university facilities, national laboratories, national parks, smart electric grids, broadband networks, green generating plants, and health information networks.”

This forward-looking approach is best defined not as deficit spending fueling consumption but as investment for the future with fiscal consolidation achieved in a way that supports jobs and growth. As Joe Stiglitz concludes in his book Freefall, “Public investments or joint public-private investments that yielded even moderate real returns (say, of 5 to 6%) would increase activity, cut unemployment, generate more tax returns and mean lower long-term debt.”

Of course the key element of recovery we are seeking is private sector revival, but if there is no serious inflationary danger, if governments find it relatively straightforward to fund their debt, if there is no surge in demand for credit that the public sector might crowd out, and if, as I suggest, the crisis in the global economy is structural and not merely cyclical, then the logic is that the U.S. government should invest now, as President Obama has signaled he wishes to do, in technology and education.10

I said at the beginning of this chapter that any study of America should begin with America’s achievements and the American dream. I believe that any such chapter should also conclude in the same vein. In the past, American social mobility depended on manufacturing success. Today it depends on knowledge and education. To spread the American dream of generation-to-generation prosperity beyond the top 1 to 2 percent, America will want to take measures to widen equality of opportunity and ensure a fair deal for the middle class. Education is the key to meeting that challenge. In particular, America must invest more than the minuscule 0.17 percent of national income spent on active labor-market policies, such as training.

But the advance of the American dream—high employment, high living standards, and good prospects transferred from generation to generation—is also dependent upon a world that continues to grow. We have already seen that America cannot replace the lost growth on its own, at least in the immediate future, so in the following chapter I will turn to the next logical question: Can the greatest new source of industrial power, Asia, become what America has been for decades—the primary driver of the world’s growth and the main source of new jobs in Asia, America, and elsewhere?



CHAPTER 7

China’s Opportunity

I first understood the scale of China’s transformation when I visited a computer factory in Guangdong Province while I was still Chancellor of the Exchequer.

It seemed as though there was no end to the factory: I saw thousands upon thousands of workers producing the computers that in only a dozen years had made China the largest computer manufacturer in the world, producing half the world’s total.

In China today there are now more than 100 million men and women employed in a massive manufacturing machine that services the world.

China is number one in the world for its high rate of growth, and it is no longer inward-looking: it is now a leading investor in Africa, Latin America, and the industrialized world. No business anywhere is immune from the impact of China’s estimated 1.3 billion people.

The best forecast is that China will be the biggest economy in the world by 2024, with a rate of growth possibly three times that of America between now and then. In the past two years China has been revealed not only as the world’s second biggest economy but also its foremost financier. It is the biggest buyer of the world’s commodities, responsible for around 40 percent of all copper, nickel, and aluminum purchases, and the holder of the world’s biggest reserves. In the past two years alone, China’s reserves, built up to avoid the fallout from a potential second Asian crash, have risen by almost $1 trillion. China and Hong Kong now hold 27 percent ($3 trillion) of the world’s reserves, compared with 19 percent only a year ago. It is said to be enough to buy most of the NASDAQ-quoted companies on the U.S. stock exchange.

But China is not just a low-cost manufacturer. With its annual overseas investment now around $50 billion, twice the level of 2008–9, China is a big owner of manufacturing plants outside the country and is one of the world’s biggest long-term foreign investors.

If China offered no more than low wages, we would already be seeing the next stage of a shift to even cheaper countries.1 But China is moving forward, not just with cheap labor and cheap products, but with a young and increasingly well-educated workforce, and with their investments in new infrastructure, science education, and research.2

All this is making China an integral part of the global supply chain. Company by company, China is making an impact on the world stage.3 And this is not a one-time event that will pass by as other countries play catch-up. The rest of the world cannot ignore the fact that China’s one-sixth share of world manufacturing means that in many of the areas where it competes—most obviously the final assembly of parts or materials from elsewhere—it can lead, with world-beating companies locating innovation and development centers across Asia as well. Likewise, we should expect that it intends to avoid the mistakes of the Asian tigers in moving from booming to uncompetitive within a decade.4

It is clear that China will be cautious. But according to the latest work by Jim O’Neill at Goldman Sachs, China’s consumer growth in 2010 is surpassing, not disappointing, expectations—adding $300 billion of extra consumption a year. If the ratio of retail sales to industrial production continues to rise (the latest figure for 2010 is 18 percent retail sales growth), the growth in consumer spending will be $500 billion a year—a great sign, O’Neill argues, “for the world and for life without the U.S. consumer.” And these retail sales are not all domestically produced consumer goods: according to O’Neill’s research, overall imports in 2010 have increased by $400 billion, close to their previous peak rise of $500 billion a year ago. Credit Suisse’s 2010 Global Wealth Report sees Chinese household wealth doubling to $35 trillion by 2015, elevating China’s new middle class to become the leading driver of world growth.

Former Premier Deng Xiaoping compared China’s progress to crossing a river groping for the stones, but China’s advance has occurred at a consistently faster pace than Europe’s or America’s Industrial Revolution. But while China’s investment is rising fast at home and abroad, can China’s consumers really now lead the next stage of global economic development? Can we look for a shift to higher levels of household consumption with a more rapid expansion of the middle class? Or is China’s focus on an investment-led economy a barrier to the growth of consumer demand and leading us toward further economic imbalances? The structural issue that underlies these questions is perhaps not so much “How do we boost consumers’ willingness to spend?” but rather “How does one redeploy the way capital is allocated in the Chinese economy so that consumption is maximized?”

Whichever way we define the details of the questions, there are two polar-opposite views on China among the analysts: the first that China is on a path where a rising consumer economy will contribute to sustained global growth, the second that China’s industrial promotion strategy will derail any attempt to plan sustained global growth in the immediate future. In this debate lies the answer to the more fundamental question—of whether we can build a global system of enhanced economic cooperation or whether, after a boost in international cooperation during the financial crisis, we will descend back into the protectionism of the past.

I have left no doubt as to where I stand. I have seen the rapid expansion of the consumer market, with well-known European and American companies adapting their practices to China. (In China, for example it is not DIY but BIY: buy it yourself and have a low-paid tradesman do the work.) China’s growing prosperity—its rising middle class, the millions taken out of poverty, the as yet suppressed consumer demand—means that it has the potential to make possible a faster growing but also more balanced world economy. But my argument is that until China is able to do even more to reduce poverty and expand its middle class, it will not be able, on its own, to replace the lost consumption of America.

Total consumer spending by more than a billion Chinese people is today less than $2 trillion a year, only a fraction—less than 20 percent—of the spending of just 300 million U.S. citizens. China accounts for only 3 percent of world imports of consumer goods, and even now only 4 percent of world import growth.

A rise in the share of consumption by 5 percent of a fast-growing Chinese economy would be worth an additional $300 billion every year of extra consumer spending, making a big contribution to world growth with potential benefits for all continents and helping the world economy return to full employment.5 But as I said in my summer 2009 letter to President Obama, even if China were to double its consumer spending in one year, it would not be sufficient to replace lost American and European growth.

In the past three decades 400 million Chinese people have escaped extreme poverty and millions have joined the middle classes. But while there is an elite with huge spending power to buy foreign goods, being a middle-income Chinese earner can deliver an income of just $10 a day, and sometimes little more than $2, hardly the immediate platform for a major rise in consumer spending, and in particular in consumer imports.6

This comes to the nub of the problem: Chinese workers will be producing more of the world’s goods than anyone else,7 but they are among the world’s poorest consumers. Recently the Asia Times reported that China’s average per capita monthly income is 2,000 yuan, just $250. Of course China now has many millionaires, and indeed billionaires,8 but the real contribution to global demand will come when literally millions of the world’s new producers become its new consumers too. Chinese labor costs did treble in the decade after 1995, but output per worker rose 500 percent and productivity likewise, so unit labor costs fell, as did the share of wages in national income.9

China has struck a unique internal balance between the priorities it places on securing exports and its domestic consumption.10 By committing huge resources to investment in its industries, China has been unable to substantially expand the income of its citizens. In China exports account for 60 percent of the economy; in the United States domestic consumption accounts for 70 percent of the economy. Even in Russia, India, and Brazil consumer spending is between 50 percent and 60 percent of national income. In fact, The Economist has argued that 5 percent, and perhaps even up to 10 percent of China’s national output is transferred annually from household savers to banks and net borrowers simply through the interest rate mechanism.

There are, however, some changes that should make us optimistic. For the past twenty years around 150 million migrant workers moving between the country and the factories provided low-wage workers, but there is now no doubt that China’s labor policy is entering a new phase. When I first visited China I saw just how dependent industrialization still was on a hostel workforce, especially women and girls: factory workers coming from the country, working long hours, staying in factory accommodation, returning home one month a year, and saving money to then return home for good.

But now more workers are asking to settle where the work is and rightly expect higher wages to cope with food prices and rising property prices.11 This is much in line anyway with the needs of the Chinese economy for higher skills and the growing requirement to pay for them.

Chinese wages will rise, giving workers more consumer spending power. It is significant too that the Chinese government is now encouraging higher local minimum wages. Today, after wage freezes during the financial crisis, a catch-up in employees’ incomes is now under way. By the end of 2010, after a wave of strikes, earnings for many factory employees will double to around $300 a month—not just in Shanghai and Beijing, but in southern Guangdong too, where Honda workers are already paid $280 a month.12

Some say that China will inevitably face the Japanese and Korean problem of wages rising too fast, as at the same time labor becomes more scarce and higher skills are needed. However, I believe the sheer scale of China makes China’s likely development different. China’s vast pool of labor allows China to switch production in its coastal areas to the more sophisticated custom-built goods while moving shoes, clothes, textiles, and mass-manufactured computers inland, where labor costs are much cheaper.

Low Chinese consumer spending is not simply because Chinese wages are a small share of the economy; it is also that Chinese households save far more of what they earn than workers in other countries. A number of factors may have converged to intensify this well-known instinct to save, including poorer safety nets, like the withdrawal of the subsidized “rice bowl,” and greater precautionary savings for the rising costs of health care and old age.13 The instinct to save, and its interaction with what were in any event relatively low wages, has ensured that consumer spending has not kept pace with overall growth.

There is, however, a huge but for the most part unrealized potential for the Chinese consumer to be a massive new driver of global demand. Unleashing this pent-up force will require some brave decisions by Chinese policymakers.

Despite all the history of China’s adherence to a strategy for investment-led and export-led growth, we must offer to support China in implementing their own professed policy of “a structural shift” toward domestic consumption and a sustainable end to poverty.

President Hu Jintao came into office in 2002 with the ambitious goal of attacking wealth inequality, equalizing economic growth between the rural interior and coastal cities, and lifting his people out of poverty. We are about to see the implementation of a new medium-term plan targeted on stimulating consumption. Chinese officials stated to the IMF that they are taking other measures that amount to a “structural break” with the past. If they succeed, it could reduce the current account surplus to about 4 percent of GDP and make consumer spending the fastest growing of any country by rising, on average, by more than 8 percent or even more per year.14 The Chinese government does not usually publish figures that it does not plan to reach.

I believe that in the coming year America and Europe can serve that cause best and achieve the same results not by focusing so much on opposing China for “manipulating” its currency, but on supporting China in its objective of taking millions of its people out of poverty. In doing so we should encourage them to tackle poverty by building up their safety nets for their workers and, in expanding consumer spending, trading more with the rest of the world.

If we continue on the current path, although China will be the biggest contributor to world growth, it will not solve the immediate problem of low global aggregate demand on its own. The benefit of opening up Chinese trade is not simply that it puts more power in the hands of the Chinese consumer. The official IMF view is that if countries like China do not replace lost U.S. and European spending power by boosting domestic demand, “the unwinding of the global imbalances could reverse quite quickly.”

Below I offer just three suggestions that could, in my view, make a real and instant difference to the economy of China and therefore of the world. Each of my suggestions draws upon Premier Wen’s recent statement that the Chinese economy lacks “balance, coordination, and sustainability.”

First, there is more scope for Chinese consumption to rise through redistribution. Today social insurance is costly for the Chinese worker (by some estimates up to 40 percent of base wages) and regressive. A lower level of contributions would boost household disposable income overnight, lessen inequality, and foster job growth. Further increases in transfers to lower-income groups and the unemployed would have the same impact.

Second, at this stage of China’s development, its investment should be of such a high level of efficiency and quality that it can afford to release resources for consumption. There is little doubt that measures must be taken to counteract China’s lack of willingness to spend, but it is equally important to redeploy the way capital is allocated in the Chinese economy so that consumption can rise: reforming banks’ lending practices, reassessing the capacity of state-owned enterprises to retain earnings, addressing other practices that channel support to state-owned enterprises rather than China’s more efficient private sector, and thus ensuring better and less risky lending and minimizing the danger of financial instability.

The large budgets for infrastructure spending might also be refocused on housing. A recent survey by the Chinese Academy of Social Sciences found that 85 percent of urban families could not afford an apartment. In the worst case, Beijing, one square meter alone costs more than the typical Beijing annual wage. It is not shortage driving prices (the net new number of housing units provided since 1999 was at least as large as the net increase in the number of households), but land prices, which have risen 800 percent since 2003. A sales tax on speculators and a crackdown on foreign capital coming into the property market have made little difference. But if the government, as planned, built more low-cost housing, Chinese consumer spending would expand.

The expanding investment in infrastructure should now do more to cover health and education as well as housing. Few outside China know that China already has nearly universal coverage of health insurance in urban areas and significantly expanded coverage for rural residents. By implementing decisions already made, health spending will account for an extra $100 billion—2 percent of Chinese GDP. But China could do more: offer universal coverage, free drugs, and free services to patients. According to a recent IMF report, a 1 percent of GDP increase in spending shared equally between education, health, and pension spending, financed by reducing the surpluses earned by government and state enterprises, would increase household consumption by 1.2 percent of national income.15

Two-way trade between China and the rest of the world needs to be expanded to the benefit of both.16 When responding to businesses that openly criticized what they call “Chinese protectionism”—import and inward investment regulation and the lack of protection of intellectual rights—Chinese Commerce Minister Chen Deming promised that China would “open wider in the future.” One step is creating a single market in Asia similar to that in Europe and North America. Together China, South Korea, and Japan—70 percent of the Asian economy and just under 20 percent of the global economy—can look ahead to a market that would include 3 billion people.17

But China should open up its financial services market to the whole world so that insurance, financial products, and banking services can be sold across China and help Chinese consumers make their money go farther. Giving non-Chinese companies the chance to compete in a fast-expanding area means that imbalances can be unwound through the expansion of a new sector without making larger numbers of Chinese workers unemployed. A report from the consulting company McKinsey claims that China’s GDP would be increased by $321 billion annually if it made the right set of reforms in its financial sector.

*  *  *

Of course imbalances are greater because of the value of the renminbi, the Chinese currency.18 Paul Krugman, the winner of the 2008 Nobel economics prize, argues that victims of what he calls Chinese mercantilism may be right to take protectionist action. He wrote recently in the New York Times that by holding down its currency to support exports, China “drains much-needed demand away from a depressed world economy.”

However, I think I have shown that there are structural reasons within China for its consumption to be low at this time and for investment to be high. Having said that, I also believe that the Chinese exporting sector is now strong enough to allow a further opening up of its economy.

The reserves China has built up are essentially a response to the mistakes made by the IMF during the Asian crisis. They are both understandable as a policy response and a reaction to a breakdown in trust that is more fundamental still. The international priority is thus a form of global insurance, a global safety net that allows countries to run lower reserves while being protected from capital crises. The long-term and overarching issue is not so much to help China change its policy on its currency as to help China change its policy on investment and consumption.

I am confident that Chinese growth can be a major factor in world economic growth over the next ten years. This will, as I have said, offer the exit from low growth that the world needs. But the repositioning of China as a global consumer, buying more and more goods and services from other countries, is going to take years of gradually raising wages, improving the safety net, expanding the middle class, and raising the value of its currency. China will not, therefore, replace the United States as the “global consumer” in the short run.

However, its growth could do more to encourage the growth of others. I have suggested how China can move the process of raising consumption faster to the benefit of its rising middle class, its antipoverty program, and its contribution to the world economy.

The recommendations I have made will be challenging for the Chinese government. They are not, however, impossible. I believe they represent the best chance to both end poverty in China and contribute to a return to high growth for the world. That is China’s opportunity. As we shall explore in the next chapter, it could be Asia’s too.





CHAPTER 8

India and the Asian Economies

When I traveled to India as Chancellor and then as Prime Minister I had in the back of my mind the poetry contained in Amitabh Bachchan’s descriptions of the New India. He talked of a “new India whose faith in success is far greater than fear of failure,” a new India “that no longer boycotts foreign companies’ goods but buys up the companies instead,” a new India “looking up at the sky and saying it’s time to fly.”

There is no country in the world that has the potential for growth that India now has over the coming decade. India will see its workforce rise by more than 100 million men and women. There will be a rising number of what some people call the Indian baby boomers: young men and women in their thirties and forties who will comprise half the increase in the working population. A rising number of women will join the workforce (current women’s participation in employment is still among the lowest in Asia, at 33 percent, in contrast to China, at 70 percent). And there will be a fast-rising number who leave the land to become city dwellers.

Start in Delhi, with the scale of the University of Delhi and its 400,000 students, and then think of the ambitions for Indian education: a twenty-year plan for one thousand more universities.

Go to Bangalore, as I was fortunate enough to do, and you will see why some are predicting that India, and not China, will become the world’s fastest-growing economy. Companies based there looked less like factories than campuses where the engineers and computer scientists of the future are developing their skills. The Infosys campus training center (where fifty thousand young people are trained every year) is itself like a modern American city, with its lecture theaters, café culture, and cinemas. The company states that in 2007, when they took on forty thousand new recruits, over 1.25 million young people applied to join the company; it has increased its workforce from 10,000 in 2000 to over 100,000 today. My abiding memory of India is of highly ambitious young people studying day and night and all weekend to make the most of their talents.

India now has trend growth estimated to be 8.5 percent a year. Five years from now its economy will be half as big again. By 2020 it will have doubled in size.

One measure of the scale of India’s fast-developing domestic market is its 600 million mobile phone subscribers. A further measure of the speed of change is car ownership, which will rise fivefold in ten years from today, from 14 million to 62 million. Crucially, as Goldman Sachs suggests, the Indian middle class, 1 percent of the population in 2000 and just 5 percent today, could rise to 50 percent in just thirty years.

But India has more poor people than any country in the world. Indian per capita incomes are half that of China, and on the best recent estimates of poverty, 400 million people live on less than $2 a day.

So if China, with a rapidly rising middle class and falling poverty, cannot on its own yet make the difference in generating the demand to fill the global growth gap, is it really possible that India alone or India and China together can do so? My task is to assess what part India can play in future global growth, and so I will concentrate on what changes in Indian economic policy could benefit the world and what changes in the world’s economic policies could benefit India.

The conventional focus is on India’s success as a low-cost but high-quality and large-quantity exporter of IT and back-office services (although it has yet to develop its own global consumer brands). I start with a broader perspective on India: that it is a country of huge untapped potential that can become globally competitive and successful in a far wider range of industries and services, become more open to trade, and play an even bigger role in the global supply chain.

Already sixty-three of the top Fortune 500 companies of the world have research and development centers in India. Already Bangalore hosts the GE Healthcare R&D Centre and the headquarters of Cisco East. My view is that an India that embraced reform should be able both to reduce poverty and expand its wealth more quickly at the center of a global growth plan. However, we have to recognize how far India still has to travel; even India’s booming IT and finance sectors are still a fraction of the economy.

With 20 percent of the world’s population, India still accounts for only 1.5 percent of global trade in services, 1 percent of global trade in goods, and more than half of India’s workers are still on the land.

The total consumer spending of India’s billion people is just 1 percent of the world economy.1 Foreign direct investment, which was $100 billion in China last year, was just $20 billion in India.

Unlike the economies of China and Southeast Asia, the Indian economy’s growth is already driven less by exports than by domestic demand. So India’s future growth does not depend on a big shift of resources from exports to consumption. In contrast to China, India has a large and growing private sector that caters mostly to domestic Indian markets.

Today the faster China and America grow, the more unbalanced the world economy becomes. But today and tomorrow the faster a reforming India grows, the more balanced the world economy can be. So a reforming India should be at the center of a global growth plan. It is not just in India’s interests but in all our interests to make sure India is right at the center of global economic decision making.

Reform is important because critical to India’s future is the quality of its growth and whether it can reduce its own widespread poverty. This will be best achieved by greater openness to trade and by improving its infrastructure. India has to expand the quality of its education and skills and must be allowed to do so while managing its debt and deficits. So our task, as a global community, is to work with India to open up more areas of trade, to educate more people and to a higher standard, and to tackle the problem its government wants to address most: the low incomes and thus the low consuming power of its citizens.

But if, as I suggest, the Indian challenge is more one of internal adjustment (to be more open, more educated, more pro-poor), the change in India is still best achieved if it takes place in a period of global growth in which India can sell to the rest of the world while importing what it needs to move its society forward. For global growth we need India, and India needs global growth.

For all their current similarities in growth rates, India’s path of economic progress, like its path of political progress, has been different from that of the rest of Asia. Its growth model is quite different from the successive waves of industrialization that we have seen in Japan; in the Asian tigers of Korea, Taiwan, Hong Kong, and Singapore; in China; and in the later developers of Malaysia and Thailand. The development of all of these countries was founded on fast growth in manufacturing output and employment. Income from manufactured exports and a rising trade surplus became the source of new wealth. But manufacturing is just 20 percent of India’s economy, and exports form little more than 20 percent of its economic activity, in contrast to China’s 60 percent.

If the majority of Indians still work in agriculture, most at a subsistence level, it is not manufacturing but services that account for the lion’s share—more than 50 percent—of India’s GDP. Much of that service trade is in the informal sector and not part of global trade. India is a magnet for high-tech service sector growth, not just because its unit labor costs are among the lowest in the world (that would be a transient advantage), but because it has a commitment to raising its already improving educational and specialist skills. The high growth that India has already achieved in IT services and outsourcing generally can also be attained through its pools of engineering, legal, and research talent across not just banking, insurance, and commercial services but also in mechanical engineering, pharmaceuticals. and biotechnology.2

The explosion of these high value added sectors has seen the emergence of an extra million members of India’s middle class during the 1980s and 1990s and is part of India’s progress as an economy. Of course this growth changes patterns of spending, but it also champions entrepreneurship, challenges endemic corruption, and generally is conducive to even higher consumer-based growth. So if India were able to fully implement the changes it is committed to—in its openness, its infrastructure, and its education—could we look to it to provide the new global consumer demand that is not yet forthcoming from China?

In the long run, yes. Goldman Sachs’s projections suggest that over the next decade and a half, India’s consumers will spend three and a half times more than they do today as their higher incomes drive consumption upward. But even after including state subsidies and the incomes of a growing middle class, average annual per capita income is less than $1,000 a year. The prospects for those at the lower end of the income scale remain very bleak indeed; one in two Indian children is malnourished, and the World Bank, which defines poverty as survival on less than $1.25 per day, reports that India still accounts for one-third of the world’s 1.4 billion poor people. Researchers at Oxford University claim that more poor people live in eight states of India than in the twenty-six poorest African countries combined.

No Prime Minister I know cares more about the poor than Manmohan Singh. I have admired him as a writer and economist for years, and it has been one of the greatest privileges of office to have spent an evening discussing with him, his wife, Gursharan Kaur, and Sonia Gandhi and her son, daughter, and son-in-law what they can do together to achieve their life’s work and the defining cause of the Congress Party: to end Indian poverty.

It is to their credit that the Indian government is today embarking on a major reassessment of poverty. While China developed a rural safety net and greater equality in access to land in the late 1970s, India has never had a rural safety net for the poor. Today they are doing the opposite of what politicians normally do: they are trying to change the definition so that more people are assessed as living in poverty. Poverty in India today is calculated on costing a basket of goods that includes food, fuel, and clothing. Now it will include the costs of education and health care, which often have to be bought privately.3

Under the new laws the poorest Indians will have greater rights to food and to the grain they need for subsistence. The review will probably add 100 million people to the welfare rolls and 15 percent, an additional $1.3 billion a year, to the nation’s food-subsidy bill. The total support for food, fuel, fertilizer, and other commodity subsidies will rise to $25 billion a year. Families will receive ration cards, and citizens qualify if they earn less than $10 a month in rural areas or $13 a month in urban. By increasing the numbers in official poverty from 300 million to 400 million—from 27 percent to 37 percent of its people—India will increase its social services and development costs to nearly 20 percent of government spending.

So how much more can India now contribute to world growth? Even with high levels of growth, consumer spending will decline as a share of India’s national income as investment rises and people save more for retirement. This, for me, is the nub of the argument about global growth today and in the near future: even if we could achieve an annual 10 percent rise in Indian consumer spending this year and each year after (either through antipoverty measures or higher earnings), such a change would inject no more than an extra $100 billion into the world economy. That amounts to only a fraction of the loss of American and European spending power.

So in the short term, India on its own can make only a small difference to bridging the world’s growth gap. But as part of a global plan that it signs on to, India can year by year become an ever more important contributor to more balanced and sustainable world growth.

Our commitment to global growth assisting India should be matched by greater Indian openness to benefit from world growth. We know that for millions in India, reform means agricultural reform. So India must do more to ensure that those who are on the land are given the tools by which agriculture can become more profitable and productivity growth can be achieved. It is anxiety about the fate of rural farm workers that has prevented India’s support for a trade deal. With the guarantees that the world is prepared to give on farm imports, India should now be part of the campaign for a global trade deal.

Prime Minister Singh knows that the Indian economy will have to create at least 40 million jobs a year to meet the needs of the rising numbers available for work. One of the first ways to speed this up is to open up to trade. If Indian capital is more dynamic than most other countries, its commitment to private enterprise more robust, its corporate governance more transparent, there are—as Prime Minister Singh himself has said—still real limits to the extent of India’s integration into the world economy.

Tariff rates in India are still twice those of China. Antidumping measures in India can be more protectionist. Because of its caution about joining the global economy, China has insured itself by preferring to sell to, rather than buy from, the rest of the world and to build up its reserves so that its financial system will never be overwhelmed by a global crisis. India’s way of expressing its caution is to stage the opening up of its economy to foreign trade and capital.

Like China, India has drawn hard lessons from the Asian crisis and now the recent global financial collapse. India has concluded that unrestricted movements of capital are dangerous; that there is no simple, risk-free, fast track to sustained growth by opening up too quickly to capital flows; and that, where possible, Indians must finance growth through their savings. So while Indian access to global capital markets is easier now than in the far more restrictive 1970s and 1980s, the country still puts limits on foreign investment, still prevents companies from listing their shares both at home and on a foreign exchange, and still reins in its domestic banks’ overseas investments. Because India’s banks are prevented from serving the global needs of India’s companies, companies as large as Tata Steel have to raise their own finance for overseas operations outside the country.

India worries not only about its exposure to global capital but also, because of its dependence on foreign commodities (it imports 70 percent of its domestic oil consumption), its supply of commodities. As part of a global growth pact, the world could help India by ensuring that it is less vulnerable to the forces of globalization it worries about most: capital shocks and commodity shocks. India too has accumulated significant stocks of international reserves despite its current account deficits, and if we wish those reserves to be better used for growth, then India would benefit from a set of international safety-net policies.

A global growth pact could also support Indian economic reforms. The basis of India’s next stage of expansion will be to build successful global companies that will sell in both domestic and international markets. In 2001 India’s global acquisitions were only $1 billion; by 2009 they were worth $60 billion a year. Indian companies like Tata work with American and European companies to build high-technology success stories. But as Indian policymakers agree, the country must improve its investment climate. It can take an entrepreneur thirty days to start a business in India, and international surveys complain that it can take 195 days to obtain various licenses and permits and forty-four days to register a property. Even though India is making progress in reducing red tape, firms tend to hire contract labor, which itself is subject to numerous restrictions.

A growth plan would factor in India’s need to spend on infrastructure and education. India cannot meet its own high growth projections if vital infrastructure and industrial projects are slowed down or canceled. It needs $500 billion of infrastructure improvements by 2012; the plan is to build twelve miles of roadway daily. (Today they are building less than half that.) For example, the journey from Delhi to the Taj Mahal, which is one hundred miles and takes seven hours, could be reduced to an hour and a half.

Education is at the heart of the Indian future. The economic message India wants to carry to the world is that it has a rising workforce with ever-improving skills. To build that skilled workforce, and to reduce its rising inequality, India must address the pervasive and endemic inequalities that exist in opportunities for boys and girls. As Nobel Prize winner Amartya Sen has suggested, the India that wants to take its place as a global “knowledge superpower” is also the India of poor primary schools and low literacy (35 percent of all Indians are illiterate). “No modern industrial nation,” says Sen, “has less than 80 percent literacy. . . . To make India fully literate and to eliminate the gender bias in literacy therefore must be our immediate priority goals.”

India’s bigger role in the world economy, starting from a very low base, will clearly be founded on the combined strengths of educated people, modern infrastructure, and open trade. In a pro-growth environment in every continent, India can expect to develop its export industries and services. But to employ its new workforce to best effect it has to do what it wants to do: implement its promise of reform. In return the world can ensure that India reforms in a period of high global growth.

I believe that over time, and if the right decisions are made, China and India can replace the lost consumer demand of America and Europe. But they can’t do it on their own, they won’t be able to do it for many years, and they will not be able to do it without the reforms in the other major and emerging economies which I address below.

THE WIDER ASIAN ECONOMY

When, in July 2010, the Japanese Ministry of Economy, Trade and Industry published its White Paper on the international economy, it spoke of a global economy “at a turning point”—for one very important reason.

Asia, the Japanese government argued, is not only the world’s factory, but is about to take over from America and Europe the title of “the world’s major consumer market.”

The key to future Asian growth, they conclude, is East Asian economic integration, in particular Japan/China/South Korea cooperation. This is the best chance to demonstrate Japan’s strengths and to make a historical shift to “create a favourable new balance of domestic and foreign demand.”

Two fundamental policy decisions follow. First, Japan would “raise its status as Asia’s high value added base,” the best location for non-Asia investment in Asia. Second, with a flow of skilled labor into the rest of Asia and of capital goods such as environmental technologies, Japanese manufacturers should focus on selling to the new Asian middle class.

Where once Japan saw China as its factory, now it sees China as a consumer market. Japanese companies have used EXPO 2010, held in China, as a launching pad for selling into China and Asia new environmental technology, health care, and electronic products with an emphasis on quality goods.

In part, of course, Japan is responding to the likely reductions in the growth rate of American and European consumption. Even in the short term, these markets are extremely unlikely to revert to their pre-crisis levels of Japanese imports.

But the redirection of Japanese export is only one part of the new Japanese strategy. The second part, which requires even more activism from Japan and which is essential for our global growth strategy, is to rebalance its economy away from its dependence on exports to domestic consumption.

Japan is still recovering from its lost decade of falling asset prices, toxic assets, and low growth, while at the same time it has been dealing with the demographic shift to a rising elderly population. And we have learned the lesson that Japan did not learn in time: that even as the economy collapsed, the currency strengthened, interest rate cuts were too long delayed, and quantitative easing came too late, with the result that for twenty years consumer spending has been depressed.

Japan’s “new growth strategy” of December 2009 sought to balance its plan for export growth to Asia with its commitment, once again, to raising Japanese consumer spending. For the first time the theme of the growth strategy was not manufacturing and export-led growth, but domestic welfare. New sources of domestic demand that would also promote Asian exports were identified, with a focus on safeguarding the environment, boosting tourism, improving health care, and strengthening technology. One idea is that an aging population around the world will need new services and so Japan should focus on advanced technologies in areas such as medical care.

For years Japan’s internal problems have made it a smaller player in the G8 than its size and status should permit. But now, as it expands consumer demand, we have to enlist Japan’s political and business classes to become leaders of the new global growth plan.

What’s more, we have to enlist to a global growth plan Asia as a whole, for it is already a region dependent upon global trade and dominated by exports. Export sales account for 20 percent of most countries’ incomes; for the main East Asian economies, export sales are no less than 40 percent of their national income and as much as 70 percent.

While Asia’s growth was once confined to East and Southeast Asia, it is now reshaping the whole continent—and we are seeing the transcontinental development of roads, railways, and pipelines. Indonesia and the Philippines have done much better than expected, and Malaysia, South Korea, and Thailand are now middle-income countries. The number of families with incomes above $500 a year will double in the next decade. But take one of the poorest countries, Vietnam. Wage costs are much lower there than elsewhere, especially in textiles, so there are around 1.7 million Vietnamese making footwear, furniture, and clothes on around $80 a month. But GDP per head was below $100 in 1990 and is now well over $1,000.

Indonesia and Korea are invariably mentioned alongside Mexico and Turkey as four countries whose size and growth will, in the future, put them on par with the BRICs. Likewise Hong Kong, South Korea, Taiwan, and Singapore have joined, or are joining, Japan among the ranks of Asia’s rich countries.4 Although it is a country of only five million people, Singapore, with its economic growth of 13 to 15 percent in the first half of 2010, has been not just Asia’s but the world’s fastest-growing economy.

Can Asian countries make a major contribution to world growth, and in particular world economic demand, by making a smooth transition from the unbalanced pre-crisis economic structure to a more balanced post-crisis structure? The question is really how fast Asia, which cannot expect to maintain its pre-crisis shares of world exports, will improve its domestic demand and be prepared to equip itself for achieving more balanced growth. If China’s typical monthly wage is $400, Thailand’s under $300, Indonesia and the Philippines $200, and Vietnam $100, we are talking about a region with a huge population but suppressed consumer demand. Again we have to say that over time spending will rise, but not quickly enough.

Regional economic integration is now seen as the way forward across the Asian continent. China has called for an Asian Monetary Fund and made the case for an Asian currency unit. In the immediate future we will see a strengthening of the Chiang Mai Initiative Multilateralization Agreement and an Asian Financial Stability Dialogue to improve economic and financial coordination. This paves the way for discussions on a regional IMF. But so far Chiang Mai has had a link to the IMF, and support to individual countries is conditional on IMF programs. We have to remember that while the regional pool is now in existence, during the banking crisis Korea performed its largest swap arrangement not with Asia, but with the U.S. Federal Reserve.

Japan speaks of Asia confirming its status as the “world’s factory” by further economic integration to become top in the world in added value. With specialized production systems and supply chains across the continent, 50 percent of Asian trade is already within the region. This is likely to be sustained as a single market—and more cross-country infrastructure investment—is promoted across Japan, China, and Korea. All this, says the Asian Development Bank, will provide the region with an additional source of resilience against external shocks.

In addition to forty-four free-trade agreements and another eighty-five on the way, three regionwide free-trade agreement proposals are under discussion: an East Asian Free Trade Agreement (FTA), a Comprehensive Economic Partnership Agreement, and a Transpacific Strategic Economic Partnership Agreement (spanning Asia-Pacific Economic Cooperation economies, including the United States). But it is not clear which will emerge, or when.

Will the development of the Asian internal market be at the expense of trade with other continents and make a global growth plan less achievable? Economist Fred Bergsten puts the loss of U.S. exports because of the Association of South East Asian Nations+3 FTA at $25 billion. The EU calculates EU imports to China falling by 1.5 percent, even before any productivity and growth benefits that could accrue from a pan-Asian FTA. Such an agreement would, as the German government has recognized, affect the German car trade with Asia. But this evidence makes it all the more important to recognize the benefits a world trade agreement would bring and to understand that the recent surge in bilateral free-trade agreements is because no global trade agreement is happening. So there is a balance to be struck between the region’s making provision for a lower rate of growth in U.S. and European consumption of goods produced in Asia (which is a good thing) and the region’s becoming more protectionist (which would be bad). My judgment is that East Asia plays an increasingly important role as a supplier of intermediate goods for the advanced economies. Thus even as the internal Asian market develops, Asia will become more, not less, integrated into the global production network.

We know that global imbalances will remain as long as the Chinese and Japanese consumer is unable or unwilling to spend and the Indian consumer remains too poor to spend. While we have seen consumer spending double outside Japan since 2000, the total consumer spending of these people is, at best, only about 25 percent of the consumption of Europe and America. For while 56 percent of developing Asia’s population, or nearly 1.9 billion people, are already considered part of the middle class because they have incomes above $2 a day, 1.5 billion Asians are still living on less than $2 per day.

How likely is Asia to be a willing partner in a global agreement?

The global exposure of Asian financial institutions and their holdings of dollar reserves suggest the need for multilateral engagement. Japan has a large stake in the IMF, and China now has a big role in the G20. While China and India hold 4 percent and 2 percent of the Fund’s voting power, with more than 18 percent of world GDP at purchasing power parity exchange rates, giving them more power in the IMF makes it likely they will favor global agreements.

Finally, what do we conclude when we look at Brazil, India, Russia, and China together—what are called the BRIC countries? Can we see them as together capable of bridging the gap in global demand?

Jim O’Neill of Goldman Sachs, who first coined the term BRIC around 2000, said then that they would be as big as the G7 by 2030. BRIC economies have been singled out because they are trillion-dollar-plus economies. They are the fastest growers, and with the exception of Russia have survived the recession well. But perhaps the most important common characteristic is that they have huge domestic markets and large numbers of poor people. Those two facts in combination mean they have the capacity to expand their consumer economies, making millions who are today seen only as producers become also consumers of the world’s goods and services.

In the long run the 2 billion consumers of the BRIC countries will create the demand that is essential for the world economy to grow in a more balanced way. The rise of the BRICs suggests the entry into the world economy of one billion more middle-class consumers by the 2020s. But while this offers a long-term exit from lower global growth, it will not offer enough in the short term to offset the very low growth and perhaps even contraction of the demand of American and European consumers.

Russia suffered the deepest recession of the BRIC countries (a fall of 7.9 percent in 2009), but has seen economic growth accelerate out of recession, the return of foreign investment (which in 2009 had collapsed by 40 percent) and the trebling of their stock market index. With its large domestic market, founded upon oil, Russia could make a huge contribution to the growth of the world economy if its hard-pressed consumers were able to spend. In the first decade of this century Russia doubled its national income. But Russia still looks like a two-tier economy. There is the state sector, with government-backed heavy industries like aerospace and armaments becoming world leaders, but outside the state small and medium-size companies that are generally large employers of labor are unable to mobilize funds for investment. Only with diversification out of oil and gas and a program of economic reform can Russia look forward to sustainable levels of higher growth that are not dependent on volatile commodities.

Even with its membership in the G8 and the G20 Russia is not yet a central player in the debate about higher growth. There is of course no certainty about whether Russia’s overall direction is toward reform or conservatism. Debates that veer from restoring Russian conservatism, the “bring back yesterday” position, to advancing Russian modernization, the reform position, coalesce in blurred talk of “conservative modernization.” But if Russia could resolve questions about the levels of state interference and transparency in its economy and then push forward its economic reforms, its oil wealth could be the foundation of a rising consumer economy and one of the dynamic sources of new growth in the world.

Brazil is growing at 7 percent a year, and although it has been hurt by the revaluation upward of its currency, investment should grow quickly over the coming years. The Olympics and the World Cup alone will drive forward a big increase in public investment, and Brazil’s oil assets will yield substantial revenues over the coming decade. With greater investment, a rising labor force, and a growing working-age population, trend growth could rise to as much as 5 percent. But Brazil will contribute to the world economy less by an increase in domestic savings or consumption than by its commitment to higher foreign investment.

*  *  *

A huge transformative change is taking place as emerging countries who had a minority of the pre-crisis share of world growth will soon be responsible for a majority of that growth.

In October 2010 McKinsey estimated that consumer spending in the leading twenty emerging economies will trebel 2010 to reach $120 trillion. So could a wider group of countries in Asia and the fast movers in Africa and Latin America join with China and India in securing a big growth in global demand?

If there is to be sufficient growth, bilateral action will not be enough. Only multilateral action will turn the hopes of development into reality.

The challenge is great, but as we will explore in the next chapter, there is already an example of multilateral cooperation that shows that even former enemies can become firm friends and usher in unprecedented peace and plenty for all their people.





CHAPTER 9

Living with the Euro

No economic project in history has been as bold as that agreed by European countries in the last years of the twentieth century: a commitment to bind together several hundred million people from sixteen different countries in one single economic policy. The creation of the Euro, its recent travails, and its struggle for survival have generated millions of pages of research documents and occupied thousands of hours of attention from every European leader I know.

So unique and preoccupying is the Euro that, even after twenty years of discussion, it still is the dominant issue in debates across Europe. The attempted rescue of Greece is, as I think most people now realize, just the latest chapter in a prolonged economic crisis that is hitting the Euro area. German Chancellor Angela Merkel has even talked of the Euro’s “existential” crisis.

I am by nature pro-European in my attitudes to both policy and cooperation.1 From the esplanade of Kirkcaldy, the town where I grew up and which I now represent in the House of Commons, I can look out over the North Sea toward mainland Europe. Adam Smith was born here, and his belief in the importance of trade grew from seeing dozens of ships a year coming in and out of its port every month. My father and mother, who lived through the Second World War, taught me that there had to be an alternative to war and conflict. Indeed, my father even argued in his youth in the 1930s that to foster unity and avoid war there should be a common European language.

Even as a pro-European, I did not believe Britain should be in the Euro, but I take no comfort in the current fracturing of the European dream. I believe that we must help make the Euro work. Despite its massive structural problems that I and many others have identified, I fear that a breakup of the Euro—and the chaos that would ensue—would be a political as well as an economic tragedy from which Europe itself as well as the very idea of international cooperation would take generations to recover.

The biggest mistake the rest of the world could make is to assume that the Euro crisis is simply a problem for the Euro zone and nothing to do with us. Non-Euro countries such as America and Britain are affected directly. Between them, America and Europe form nearly 50 percent of the world’s economy. And if the Euro area does not grow, then the world loses one of its engines of growth. So there is a global interest in policies that will restore growth in Europe. Europe buys a quarter of U.S. exports, and American and European banks are wholly interconnected; in 2009 U.S. bank lending to Europe totaled $1.5 trillion. Although the U.S. Senate voted to limit American participation through the International Monetary Fund in the European rescue, America and Europe are too interdependent for one to walk away from the other. So it is imperative that we have a shared strategy to deal with today’s crisis. To achieve it I believe we have to rediscover the common economic interests we share—in Europe and in the wider community of the G20.

Even now the world still thinks of the banking crisis as an American financial collapse, but the impact on Europe has been even harsher. European banks are far more vital to European growth than American banks are to American growth.2 Even now external finance in mainland Europe is mainly channeled to industry and households through banks.

European guarantees are the foundation of the 2010 rescue of Greece. I believe that George Papandreou, the Greek Prime Minister, has had the courage to take the toughest of decisions and implement the severest of measures. But we also have to make sure he has the best possible advice. For example, in the first months of the year because of delays in the decisions to help Greece the cost to Greece of avoiding default grew from an estimated €30 billion to around €120 billion.3

Of course these guarantees do not end the indebtedness itself; they manage only the consequences, not the cause. A loan guarantee cannot itself solve a problem of excessive indebtedness. In other words, you cannot wish away a solvency problem by classifying it as a liquidity problem. While no one yet knows whether Greece will be able to return to growth without a debt restructuring, we must remember that the other side of the coin of Greek borrowing is lending by German, French, Italian, and other European countries’ banks. German banks’ exposure to Greece is about $50 billion, while the French exposure is $75 billion. And so the worry extends far beyond Greece’s ability to repay. German, French, and Italian banks are also weighed down by the debts owed by Spain and Portugal and Ireland.

Stress tests have been necessary and worthwhile, but they have not fully removed the fear that Europe’s banking sector as a whole is undercapitalized and that Europe is delaying the further recapitalization it needs. While Euro zone banks have raised $30 billion over two years—but only $4 billion this year—U.S. banks have raised five times as much. Because Europe depends so much on its banks, there is a real risk that they hold back any growth because they haven’t raised the capital they need.

Financial markets assumed from the outset the European Central Bank was ready to accept at its discount window the sovereign debt of all member countries on equal terms, thus fostering the impression that all Euro sovereign debt was of equal quality. But while the finance ministers of the European Union were prepared to guarantee that no financial institution of systemic importance in their country would be allowed to default, there was no agreement on a joint Europe-wide guarantee, and the same has happened with the Euro area’s mechanism to prevent default; the European Financial Stabilization Fund is guaranteed not jointly but only severally, with the weaker countries themselves guaranteeing a portion of their own debt.

Today of course Greece has also to sort out its fiscal position, and the same is also true for other high-deficit Euro countries. The fiscal tightening in Greece in 2010 will be 7.5 percent of GDP (according to the OECD), and partly as a result the economy will shrink by 4 to 5 percent in 2010 as a whole. Fiscal tightening in Ireland, Spain, and Portugal will be around 1.5 to 2.5 percent of GDP. With so much bank debt guaranteed by its government, Ireland is now in a different league for the scale of its deficit—one-third of GDP—and its indebtedness. The summary of all these numbers is stark; the scale of the fiscal retrenchment is akin to what was asked of Latin America in the 1990s. In return for a European financial backstop, Spain has to reduce its deficit to 6 percent of GDP by 2011—a cut in one year of more than €50 billion. Prime Minister Zapatero’s government has had the courage to agree to what the IMF calls a “radical overhaul” of employment law and pensions and an accelerated consolidation of the banks. But even if Spain manages the deep structural reforms the IMF is prescribing, the IMF forecast is of low growth and continuously high unemployment.

Losses in household financial wealth—linked to lower home values—have brought European consumer spending down; it is still well below its real-term pre-recession levels of 2007. Outside Germany and the Netherlands a return to consumer-led growth will be difficult. To Germany’s enormous credit, jobs of the equivalent of 1.4 million full-time employees were saved during the recession by short time working. But it is now in the interests of surplus countries to recognize that, while they have to prepare for the costs of a rapidly aging population, every European country will in the end be hurt by a cycle of low growth if surplus countries do not target higher consumer expenditure.

What of investment-led growth? It is important to recognize that a return to the real-term investments of 2007 is unlikely to come before 2015. Investment that had fallen 25 percent in real terms is projected to decline by around 2.25 percent in the EU and 2.5 percent in the Euro area over 2010 and is expected to rise by only 2 percent in real terms a year to 2015—hardly the basis of a strong recovery. It will take years to return to the levels of investment we saw in the past. But restoring growth without losing even more jobs will require new investment and large productivity gains.

So while Europe is in recovery today, still only 73 percent of Europe’s capacity is being used, only marginally above the historic low of 70 percent in 2009. While the trend in American growth is around 3 percent a year, now probably reduced to 2.8 percent, the trend in European growth, which has been around 2 percent, has now probably fallen much lower.

Faced with these very real challenges, the issues I want to address are whether and how Europe can make a bigger contribution to world growth and whether there are changes in the world economy that could help Europe grow faster and more sustainably. In particular, does the very structure of the Euro make it difficult to secure the highest level of growth and employment possible and what we can do about it? And what reforms should we consider to avoid what I fear is likely to be a low-growth decade with still high unemployment? I will conclude that the very risks Britain identified when considering joining the Euro remain real and present dangers for Euro countries, risking growth and employment. These are not cyclical problems, nor simply the overhang from a world financial recession but, as George Soros has reminded us in a series of important speeches and articles, structural problems in need of structural solutions. To overcome them, we need substantial reforms in the Euro area and an updated European growth plan that delivers fiscal consolidation that supports rather than undermines growth and employment.

JOINING THE EURO

At the time of my assessment of the U.K.’s membership of the Euro in 1997 I said that the Euro was a risk because interest rates appropriate for one part of the area were not necessarily right for another. It was also a risk because all countries were not growing in harmony and because Europe’s countries did not appear to have the flexibility necessary to adjust their economies to crises or even the very tough discipline of a single currency. This risk has been amplified by the growing breadth of the membership, which spreads across Europe from Ireland in the West to (beginning in January 2011) Estonia in the East. Indeed, one remarkable illustration of the tensions that have arisen across the Euro area is how little the debate in national capitals has been about a common European economy or interest, and how quickly we reverted to talking of the problems of Europe’s south and north; of the German position, the French position, the Greek or Spanish position.

And so as deficits rise, growth diverges, and some countries are perceived to be at risk of default, the question we asked in Britain in the 1990s has reappeared in a new guise: What are the circumstances in which a European single currency can work and deliver sustainable high levels of growth and employment across Europe?

When in 1997 I first set out the U.K. government’s position on the Euro I listed the potential benefits for Britain of a successful single currency in terms of transparency of costs, currency stability, trade, and long-term interest rates.4

This and my later assessment made clear that, with the advent of the single currency, trade within the Euro area had already expanded, and that, with Britain in the Euro, British trade with the Euro area could increase substantially. Our assessment on trade and output was that, inside the Euro, British national income could rise over a thirty-year period by between 5 percent and 9 percent.

So I was not blind to the potential benefits of British membership, but I was deeply concerned that without the flexibility to enact fail-safe measures that would counter the inflexibility of the locking of our exchange rates forever, the Euro could not work for the Britain of 2005 or 2010.5

Ours was more than an economic stress test—it had big social and political implications for all aspects of government policy, including what would happen not just to inflation and interest rates but to investment, home ownership, and public services. Ed Balls led a brilliant team of Treasury officials in conducting the most comprehensive set of studies any government has carried out on the Euro. As we absorbed the results I met every Cabinet minister of the day and listened to their views. When I first expressed my doubts about Britain’s entry, I stood virtually alone in the Cabinet. Indeed I was ready to resign as Chancellor if I was unable to persuade my colleagues of the grave risks of taking us immediately into Euro membership. But having considered all the arguments, we concluded unanimously that although the Euro was right in principle, it could not work for Britain at that time.

Of course the more flexible the economy, the easier it is to tackle problems that arise from the divergence of business cycles. But we had to have—and this issue has yet to be addressed across the Euro area today—sufficient flexibility to be able to adjust our economy quickly to any shocks that arose, and thus to prevent low growth and high unemployment. So we had to be sure that Britain could gain all the potential benefits in high levels of investment, strong financial services, and employment, growth, and trade. Without sustainable convergence and sufficient flexibility, I could see clearly that we would not be able to realize the potential benefits for stability, jobs, and investment.

Of course convergence did not mean market structures identical with those of other countries; all countries have unique market features. But British house prices and market volatility had required interest rates higher than in other countries (only 7 percent of mortgages in Britain were long-term fixed-rate agreements). But if, inside the Euro, Britain’s inflation rose faster than that of the Euro area, Britain would suffer a loss of competitiveness. What I feared was that to restore lost British competitiveness following a period of higher inflation than that prevailing in the Euro area required a period of British deflation.

Inside the monetary union, Britain’s economy would be one-sixth of the entire Euro area economy. I remember saying to others that if we faced a British inflationary spiral that was not matched in other Euro countries, the Euro could at best offer us one-sixth of the interest rate response that was necessary. And if there was a British deflationary spiral, we would have an even bigger problem. The European Central Bank does not view deflation as seriously as it does inflation. But even if it did, we could, within the Euro area, achieve at best a fraction of the response we needed.

When the Euro project was planned in the late 1980s and 1990s the test applied to all countries seeking membership from Italy to Portugal and Spain to Greece became arithmetical: ceilings for inflation and interest rates and debt ratios and deficit limits. But I have asked myself whether the U.S. single currency area would have worked if what it focused on was the convergence of inflation rates and similar debt and deficits levels in the fifty states. For the U.S. single currency to work there had to be other, greater forces at work: labor mobility, wage flexibility assisting high productivity, and central government support to ease things when states diverged. In the United States, when there was unemployment and low growth in one area, people would simply migrate from less prosperous areas. Europe is different; fewer than one in forty (less than 2.5 percent) of one country’s national citizens now live in another part of the European Union—with the proportion moving each year between European countries as low as one-third of that moving between the states of the U.S. And, ten years into the single currency, productivity per hour worked by German, Dutch, and Belgian workers is at least 50 percent higher than in Slovenia, the Czech Republic, Portugal, and Greece, and 30 percent higher than in Italy and Spain. And far from the convergence that was envisaged, there are still within Europe widely varying income levels (there is a 50 percent variation across the Euro zone) as well as these widely varying productivity growth (again a 50 percent divergence), and very different labor, product and capital markets, many of which are not so open or so flexible that they can now cope easily without an adjustable currency when things get difficult.

The other force at work that encouraged convergence between the states in America is a very large federal budget, which helps cushion and even reduce economic disparities between the states. In marked contrast, the entire European budget is 1 percent of Europe’s output. The muscle of the U.S. federal spending is, as a proportion of GDP, twenty times that of Europe’s central spending.

The studies Ed Balls did convinced me that we had not achieved anything approaching convergence with the rest of Europe (nor had many Euro members); that we had few weapons at our disposal if a crisis threatened; and that the Euro was not for us an optimal currency zone. The distinguished former European commissioner for trade, Mario Monti, who has recently examined the state of Europe’s single market, concluded: “The bold decision to share the same currency . . . requires, at the very least, a high degree of sharing effectively a single, integrated, flexible market: a prerequisite for an optimum currency area and a vector for improvements in productivity and competitiveness.” As things stand, these conditions are not met.6 So there was no mechanism for convergence of members’ competitive positions, no mechanism to prevent major imbalances within the Union and no mechanism or indeed plan to resolve crises.

In the early years of the Euro, the slower growing part of Europe—Germany in particular—needed interest rates at a level far lower than those of the South and indeed Britain, which maintained higher rates throughout. From 2000 to 2008, while exports generated 66 percent of the growth in a recovering Germany, Euro-area competitiveness as a whole deteriorated by around 10 percent, and with the appreciation of the Euro until October 2009, the Euro zone as a whole continued to lose export market share.

Over these ten years, with European interest rates low and with wages rising outside Germany, unit labor costs rose in Spain, Italy, Ireland, and Greece to at least 25 percent above those of Germany, and according to a recent Goldman Sachs study, those Southern European countries lost an astonishing 25 percent of their global market share. Borrowing by public and private sectors at low interest rates on the back of the Euro’s credibility, some countries ran up debt even as their competitiveness declined. No one country had the power to adjust their currency to deal with their competitiveness problems, so while Germany’s huge sacrifice—in containing wage rates—paid off, Greece, Spain, Ireland, and Portugal headed for a low-growth decade. So just as I found when studying the Euro’s impact on Britain, the Southern European countries have found that there is a potential contradiction between the goal of higher growth and the workings of the Euro. In the past, currencies could adjust to higher prices and less competitiveness in one country or lower productivity growth and employment levels in another. And each country could continue to trade even as they had different growth rates or prices or levels of productivity growth. But I learned from the Treasury study of the Euro that when countries give up the means to adjust through devaluation or revaluation, there can occur what economists call the “mispricing of wages, products, and financial risk” that has to be confronted. And without a plan to deal with potential crises, deep recession can result.

The first days of the Euro in 1999 did not expose these problems (although the Exchange Rate Mechanism crisis had to a degree before), and fears that the adoption of the Euro could have been a technical disaster as people switched currencies proved groundless. The smooth transition to the Euro as a usable currency was a technical success for which the designers of the Euro deserve credit. Deutsche marks, drachmas, liras, and francs disappeared almost overnight with little disruption. To the credit of the Central Bank, which is now led by the very able Jean-Claude Trichet, a far more transparent interest rate decision-making process was agreed on than had prevailed in the old Bundesbank. This played a large part in convincing people that Europe could achieve both low inflation and high levels of sustainable employment and growth.

But despite these initial successes, the Euro, tested in its first crisis, has found it difficult to overcome the challenge it has faced. And today, with forecasts for annual European growth now much less than 2 percent for the years to come, Europe is finding it difficult to agree on how to cope with the challenge of rebuilding European growth without a prolonged crisis. The standard view of the missing elements in the Euro system is that there is no fiscal integration—although the U.S. doesn’t have fiscal harmonization—and inadequate incentives or sticks for fiscal discipline. And I am certain that new measures for enhanced discipline within the Euro area will not be sufficient if it is merely the naming and shaming of individual countries. But I am also of the view that the European challenge is far broader and the problem more deep-seated than that. To maintain high levels of growth and employment living with one single currency, the Euro area will have to agree to greater flexibilities in other areas of policy. Fiscal consolidation, while critically important, must support rather than derail the high levels of growth and employment we need or we face a decade of low growth and high unemployment as Europe loses more of its global market share.

At the same time the European Central Bank—already more than a central bank, the lender of last resort in the Euro area—will have to deliver additional monetary stimulus. If emerging Asia does not change its exchange rate policy to offset the reduction in aggregate demand in the U.S., a marked appreciation of the Euro will ensure that the adjustment burden will fall mostly on the Euro area, reducing growth in both the Euro area and the world economy.

This is the time for European innovation in policy to make the most of global markets and the ever-accelerating pace of technological advance that can give Europe new products to sell. There is a case too for European-wide investments—for example, in super-fast broadband digitalization of Europe—as measures to improve productivity across the whole of Europe and raise employment. And just as Japan is considering itself a hub for environmental technologies, addressing in a systematic way the problems of climate change, so Europe should pool its efforts to effect a low-carbon economy. Proposed by the European Climate Foundation’s “Roadmap 2050” to supply 40 percent more carbon-free electricity by 2050, a low-carbon European super-grid—an enhanced transmission network connecting European renewable and nuclear sources to European demand—could complement the pan-European digital initiative I propose and make Europe a leader for new low-carbon technologies, jobs, and exports.

*  *  *

If I understand their position correctly, Professor Niall Ferguson and others suggest that there is no difference between a “consolidation strategy based on growth” and a “credible fiscal adjustment plan.” The assumption is that a credible fiscal adjustment plan will by itself create the conditions for growth. Yet the evidence is that real-term investment will not be rising fast at all between now and 2014. So with public investment cut and private investment stalled, there is no evidence that investment is, as assumed, going to be the driver of growth. Yet Asian competition and large imbalances inside and outside the Euro area have to be addressed.

Far wider structural reforms with labor, product, and capital markets—backed by encouragement for investment to build better technologies, from digital to low-carbon products7—and the skills to make that infrastructure more efficient are the way forward. Of course no European worker is going to be so inspired or motivated by the cause of the extension of the “single market” that it will bring millions to call for these reforms, but these are essential for a return to higher levels of competitiveness, growth, and especially jobs. It is about Europe finally creating the millions of jobs we need, and doing so in an enterprise-friendly way. A new study by McKinsey—soon to be backed up by a major cross-national study by Timmer, Inklaar, O’Mahony, and Van Ark already summarized in The Economist—suggests wide cross-country variations in service sector productivity. But it also suggest that for the decade after 1995 two-thirds of Europe’s lower productivity growth, compared with America, has been due to services from retail to wholesale that were not sufficiently open to wider competition. Medium, small, and micro enterprises are at the heart of Europe’s future job creation, yet today only 8 percent of the 20 million EU small businesses engage in cross-border trade. Only 5 percent have subsidiaries in other countries. Nineteen million of our 20 million businesses do not yet look outward. If they did, thousands of jobs would follow. There are huge potential gains here. At the moment, only 20 percent of the service sector trades across borders, with the result that there are few economies of scale, too many protected sectors, and a 30 percent productivity gap with the U.S. By opening up the services we become more competitive and win service jobs for Europe. There is also a gain—worth an additional 4 percent of European output and perhaps two million jobs—from stimulating the rapid development of an as-yet-fragmented digital single market. While nearly 40 percent of EU families—up from 20 percent in 2004—are linked up to digital communications, cross-national services and infrastructures need better coordination. And opening up public purchasing—the acquisition by public entities of goods, works, and services through competition in the European marketplace—could itself raise European GDP by around 1 percent a year.8 In all these areas there are investment opportunities that the European Investment Bank ought to be able to support and jobs that can be created.

Let us remember that in a situation where growth is slowing across the continent, where banks are deleveraging (hitting small companies), and where large companies are hoarding money, no precedent demonstrates that public sector retrenchment will stimulate an early private sector expansion and then jobs. So my conclusion on Europe, in particular the Euro area, is twofold. First, Europe and the Euro zone will have to reform fast in the search for competitiveness, productivity, and jobs. Speeding up the jobs recovery from recession is the justification for renewing the momentum of the single-market program, and this can be Europe’s contribution to the global growth plan.

Indeed, and this is my second point, higher European growth is best achieved—indeed, probably can only be secured—as part of a new global compact. Only in the context of a faster-growing world economy will the difficult decisions Europe has to make seem possible.

In these discussions Germany’s fear—that even as its working population falls and the costs of pensions and health care rise, it may be asked to underwrite many of the costs of repairing the Euro—can be best addressed not by excessive retrenchment all around but by Europe playing its part in pushing for and achieving higher global growth.

I remain optimistic about a strong global role for Europe because a long period of low growth for—or worse, a disruption of—the Euro zone would be very bad for everyone and everything: bad for a very large number of people who will become and remain unemployed in southern Europe; bad for German manufacturing; bad for deficit countries and surplus countries alike; bad for Britain; bad for Europe and for the Western world; and bad for global growth. Reform for jobs is worth fighting for. It is one great challenge for which it really is in everyone’s interests to find and agree on solutions—and to do so as urgently as possible, before any more damage is done.





CHAPTER 10

Post-crisis Africa

It was July 2009, and a total of forty-five world leaders sat around a large rectangular table in the heat of a northern Italian afternoon. Prime Minister Silvio Berlusconi was chair of the meeting. Because of the earthquake that had devastated Aquila earlier that year we were, on his initiative, meeting not in a luxury resort in Sardinia as planned, but in a simple college only a few miles from where people were living in tents and prefabricated homes.

Inside the college the gathering of leaders seemed to be expanding with every session. We had started as the G8: the U.S., Britain, France, Germany, Italy, Canada, Japan, and Russia. Then, by adding India, China, South Africa, Brazil, Mexico, and Egypt, we had become the G8 plus 6. Then the G20 met, and then the Major Emitters’ Climate Change Group. Now there was only one more meeting to go: on Africa and its economic development.

The current president of the African Union, Col. Muammar al-Gaddafi of Libya, opened the discussion and spoke at considerable length. His speech seemed to be addressed to only one man, the president of the United States, and blamed America for all the problems of Africa, and much else besides. When I had met him at the official British-Libyan meeting he was soft-spoken, but given a wider audience, the tone of his rhetoric and its decibel level had risen markedly. Then President Obama spoke, courteously and patiently taking Colonel Gaddafi through all the commitments we were making on African economic development.

A few minutes later it was my turn to speak. Time was passing and I knew I had to be brief. I said that the real question we had to address in a financial crisis was how Africa could be assured of our support, that on too many occasions Africa had waited for us to honor our promises of help, and we had failed to deliver.

To this international gathering I told the story of David, a ten-year-old boy who had been murdered in the Rwandan genocide. His picture hangs in the final hall of the Kigali memorial to victims of the genocide. Accompanying his picture is a short biography that reads:


David Mugiraneza

Age: 10

Favorite sport: Football

Enjoyed: Making people laugh

Dream: To be a doctor

Cause of death: Tortured to death

Last words: The United Nations will come for us.



The meeting fell silent.

I told them that his story had shocked me the most because David was a boy who had believed the best of an international community which had failed him. At this meeting, as we discussed the response to the crisis, we couldn’t ignore the economic plight of Africa.

With tears in his eyes, Prime Minister Berlusconi said he would never forget the story of that young boy’s tragedy, and at his press conference afterward President Obama cited this one single horror of the genocide as powerful evidence of why we must not stall or falter in delivering justice for the poor and vulnerable of Africa.

My own relationship with Africa had begun decades ago, in my father’s small church in Kirkcaldy, where he was the minister. In our congregation, solidarity with those who have stumbled in the struggle of life was considered the most fundamental duty, and we held regular collections for Christian Aid and other charities that worked in Africa. When I was ten my brother and I printed a local news sheet which we sold to raise money for an Oxfam campaign called Freedom from Hunger; on entering university, I made the transition from fund-raiser to activist when I joined the anti-apartheid movement and fought a successful campaign to get Edinburgh University to disinvest from South Africa.

As I noted in the introduction, my first chance to campaign for justice for Africa on a bigger stage was on entering the Treasury in 1997. I immediately set about promoting the cause of debt cancellation.

The campaign progressed in fits and starts, but I believe that one of the most significant moments in its history was when Nelson Mandela came, at my invitation, to address the G7 finance ministers’ meeting in London in 2005. He told us, “In this new century, millions of people in the world’s poorest countries remain imprisoned, enslaved, and in chains. They are trapped in the prison of poverty. It is time to set them free.”

That summer, as the Gleneagles G8 Summit agreed to 100 percent multilateral debt cancellation for Africa, I hoped that we had done enough to answer Mandela’s call. Freed from debt slavery, countries were able to put resources into health and education, and have already achieved some stunning successes. I cherish all my meetings with Nelson Mandela, but above all else I feel privileged that I persuaded him to launch Britain’s Education for All plan in Mozambique in 2006. This arose from my decision to spend $15 billion over ten years to ensure that four million children, previously denied any education, would go to school.

The following year, only a month after I became Prime Minister, I went to the United Nations to argue the case that “for too long we have talked the language of development without defining its starting point in wealth creation—the dignity of individuals empowered to trade and be economically self-sufficient.”1 That idea—that we should focus not just on aid but on growth—was a theme I was to return to again and again, alongside the idea that the peoples of Africa should be empowered to shape their own destiny, including by sending their representatives to global meetings at the highest political levels.

Throughout my entire eight-year service as chairman of the IMF Leaders Committee, then subsequently in my involvement with the G8, I was determined that Africa should be at the center of our discussions. The impact of the banking crisis on the continent that had had the least responsibility for creating it seemed to me to make that need even more acute when it came to the London G20.

I insisted that Prime Minister Meles of Ethiopia, a friend of mine who had championed the reform program of the Africa Commission, and Jean Ping, the secretary of the African Union, who has been a constant voice for a stronger African role in the world, had to be there as equal partners. The G20 could not itself represent all 190 countries, but if it did not have members from Africa and the developing countries, it would represent only a favored fraction of the world. I was determined that African representation at the meeting would be a right, not an act of charity.

On the day before the G20 meeting in London, Australian Prime Minister Kevin Rudd and I spoke in St. Paul’s Cathedral about the need for ethics in our world economy. There was loud applause when I said, “We must never, ever forget our obligations to the poor. . . . I can confirm today that, even while others may use this financial crisis as an excuse to retreat from their promises to the poorest, nothing will divert the United Kingdom from keeping to our commitments to the Millennium Development Goals and to our promises of development and aid.”

In the following days I shared with leaders evidence I had compiled which showed that in Africa alone, 100 million people were being pushed into poverty as a result of the recession. I showed how up to 50 million more children were now in poverty and five million more would die avoidable deaths.

Demand for African exports was falling, as were export prices. Investment flows, including those into Africa’s nascent IT industry, were collapsing. Ambitions that Africa had worked toward for decades, aims that Africans had suffered to achieve by accepting painful economic reforms, were being destroyed in weeks. Over a period of just a month of the crisis, all the successes of the past decade—which had turned real per capita GDP growth from a negative number to 7 percent—were wiped out. Behind these numbers were real families and real countries, with tales of hopes dashed, ambitions crushed, and lives lost.

The setback was greatest for those countries that had begun to move from reliance on aid to attracting significant investment. They had been gaining access to capital markets and thereby reducing steadily their aid dependence. Much of the proceeds from the bond issues in capital markets had been going into the infrastructure so critical to the continent’s future growth. Within weeks of the crisis starting, funding had become difficult, indeed almost impossible, to acquire.

Further risks lay ahead: the twin dangers of fiscal and trade deficits made it difficult for African governments to deliver services, let alone pursue their ambitious development programs. So, despite all we said and tried to do, there was an inevitable loss of momentum for the educational, health, and antipoverty objectives of the Millennium Development Goals.2

We were still failing in our moral duty to come to help children like David who expected the international community to care about their lives. But beyond the moral imperative to help, I had another reason for promoting Africa’s involvement. Africa, I argued, was part of the solution to our problem. A recovering world would need new sources of economic growth, and just to the south of Europe was, as I would later say in a speech in Uganda, a “magnificent continent full of more untapped potential and unrealized talent than any other.”

Everything I saw during that G20 and since has convinced me that African leaders are committed to meeting not simply the challenges of that continent, but the challenges of the world.

In this chapter I want to argue that Africa—just like the United States, Europe, China, and India—can play a part in delivering the world’s return to growth. But only a radically different approach to development can make this possible.

Ngozi Okonjo-Iweala, vice president of the World Bank, surprised an audience by asking, “What trillion-dollar economy has grown faster than Brazil and India between 2000 and 2010 . . . and is projected by the IMF to grow faster than Brazil between 2010 and 2015?”

Even avid readers of economic news were surprised by the reply: sub-Saharan Africa.

Sub-Saharan Africa is on the verge of joining the ranks of the BRICs (the rising powers of Brazil, Russia, India, and China), whose wealth and clout have increased dramatically in the past decade.3 Moreover many of the continent’s countries are now regarded as frontier emerging markets,4 including Botswana, Cape Verde, Ghana, Kenya, Mauritius, Mozambique, Namibia, Nigeria, Seychelles, South Africa, Tanzania, Uganda, and Zambia.

Two-thirds of African economies implemented reforms during the global financial crisis to make it easier for investors. In 2008–9 alone, Rwanda completed seven Doing Business–related reforms, Mauritius six, and Burkina Faso and Sierra Leone five each. Indeed Rwanda’s and Liberia’s measures were so significant that they both received “top reformer” status: Rwanda was the number-one reformer worldwide in Doing Business 2010, and Liberia was number ten.

Today the African continent is perhaps at about the same point as India was twenty years ago, and China thirty years ago: about to embark on higher levels of economic growth. International companies are increasingly focusing on emerging economies as a source of future growth; a report just published by the McKinsey Global Institute is also bullish about Africa’s prospects, expecting Africa’s consumer spending to reach $1.4 trillion in 2020—a 60 percent increase from 2008. In other words, in ten years African consumer spending will be as big as the whole African economy is today. As Ngozi says, people should now talk not just of East Asian tigers, but of African lionesses.

The World Bank estimates that Africa’s middle class, now small, will grow to reach 43 million by 2030. Other experts say that if we put the qualifying income limit at $5 a day, the middle class is much larger, as much as 300 million, representing the population that is between the masses of Africa’s poorest and the continent’s elite few.

Africa has already shown it can grow at the same rate as the rest of the developing world. I believe we should now talk of the “new Africa,” and we should speak the truth: that there is no third world, no second world, no first world now—only one world, one highly interconnected world of massive inequalities but shared interests.

While the growth trajectory, like the potential of Africa, can be huge, harnessing it to benefit from global and not simply pan-continental forces will require the creation of an open-trading Africa with a strong internal market; new investment in telecommunications, transport, and education; and better public-private partnerships to ensure that aid is a spur to private sector growth and not a substitute for it.

Behind the rhetoric of optimism, we have to recognize that dealing with Africa’s slow productivity growth—the lowest in the world—is now an urgent necessity. Liberalization and privatization did not of themselves deliver the productivity improvements originally claimed for them. In any case, the real drivers of growth and improved productivity we identified for Europe and other advanced industrial areas are not dissimilar to those for developing countries: competition, supporting enterprise through better regulation and access to finance, science and innovation, skills, and investment in physical capital. If this happened we would have the supply-side response that has often been lacking—and that explains much of the failure of many structural adjustment programs of the past.

To succeed, Africa’s countries need to formulate growth strategies. Growth taking off in a few countries could serve as an engine for the rest of the continent. But for this to happen, Africa will need common infrastructure to achieve economies of scale; a major expansion in skills, coupled with the ability to absorb global knowledge on an Africa-wide basis; and aid increasingly benefiting from vigorous investment partnerships between business and government across the whole continent.

Africa is the only continent yet to converge economically with the rest of the world, and no country has moved its people out of poverty without trade. First, then, Africa must be both regionally and globally integrated. A world trade deal is in Africa’s interest. Indeed to grow out of poverty, Africa, today a net importer of agricultural goods, will have to claim a greater share of world trade. And with world food production due to rise over 700 percent by 2050, Africa’s extensive unexploited cropland offers a huge export opportunity.

A fourfold increase in exports drove Africa’s last decade of growth. But 80 percent of its exports were in oil, minerals, and agriculture. The continent must commit to diversifying its trade and exports. Regional integration—and trade between different parts of Africa—is essential for this, and for the ability to withstand external shocks. Indeed during the financial crisis there was a strong correlation between regional integration and the ability to withstand external shocks.

The crisis proved that the faster the pace of economic integration with Africa, the deeper and more diverse the markets, the greater was the continent’s resilience to global shocks. The view of the African Development Bank—now the leading source of funding for regional integration in Africa, with $9 billion invested over nine years—is that unleashing the dynamism of trade among African countries could make Africa the fastest-growing economy after Asia. But Africa can trade successfully with itself and indeed with the world only if its principal means of transport, roads, offers cheap and efficient ways of getting goods to people. Today Africa has fewer miles of road than it did thirty years ago: half the road density of Latin America and about a third of Asia.

Not surprisingly, the Africa Competitiveness Report 2009 identified infrastructure as one of the top constraints to business. It notes that as much as 25 percent of sales in companies in some African countries are lost because of unreliable infrastructure, contract enforcement difficulties, crime, corruption, and poor regulation.5

A big push in infrastructure is the obvious first step. Cross-regional investments in infrastructure (energy, water, power, IT) take up 60 percent of African Development Bank commitments. Infrastructure spending needs for sub-Saharan Africa alone are estimated at $93 billion per year. In 2009 bilateral donors gave $27 billion in net disbursements of aid to sub-Saharan Africa. I agree with Ngozi’s proposal that, instead of aid, they should issue African development bonds in New York, with a market yield akin to the thirty-year U.S. Treasury bond rate, now around 4.5 percent per year. If donors agreed on paying out just $6 billion a year in cash toward interest rate payments on African Development bonds African countries could invest $100 billion in infrastructure immediately.

Second, the exponential growth of information and communications technology provides an opportunity for leapfrogging stages of development. UN data show that mobile phone subscriptions have grown faster in Africa than in any other region of the world since 2003; between 2003 and 2008, the continent saw the number of mobile subscriptions surge from 54 million to almost 350 million, an increase of almost 550 percent. There are now more than ten times as many mobile subscriptions as fixed lines in Africa, and more than twenty times as many in sub-Saharan Africa. Investment in telecoms with private participation virtually tripled, from $4 billion in 2001 to close to $12 billion in 2008. In Kenya skilled agricultural workers can receive information on crop patterns, weather, and prices through cell phones. In Somalia farmers are using computers at Internet cafés to sell livestock. Mobile banking is bringing finance to millions of people. Text-messaging technologies empower farmers with real-time pricing information. Broadband networks—and the deployment of the national backbone, including the cross-border links—are buttressed by two new submarine cable systems and by satellite facilities.

But broadband use in Africa is highly concentrated, covering only 1 percent of the population. The World Wide Web Foundation, which started work in November 2009, aims to create and maintain web-based platforms that will help local farmers and others in the agricultural ecosystem in the African Sahara to share local innovations for growing vegetation in very harsh environments.

Third, there has to be a push on quality education and skills, just as Korea and other East Asian countries did in their time. For while rapid progress has been made in primary and secondary school enrollment, gross tertiary school enrollment has barely crept up, from 4 percent in 1999 to 6 percent in 2007. We know it is not years of schooling that makes the difference to long-term growth, but cognitive skills and learning, often measured by reading, mathematics, and science tests. New research shows that in Mali, 94 percent of students in second grade cannot read a single word; and in Uganda, that is still true for half of students in third grade. So the new mantra needs to move from “Education for all” to “Quality education to advanced levels for all.”

Fourth, social protection is important not just because it is right morally, but also because it can provide a platform for growth. A good example is Ethiopia’s productive safety net program (supported by the U.K. Department for International Development), which provides people with jobs. The program reaches some three million people, enabling vulnerable households to protect and build their productive assets.

Fifth, financial exclusion will need to be tackled if people are to save to invest in their future. About 80 percent of the population in the poorest countries still lack access to a bank account of some form, yet cross-country regressions have shown that economies with better-developed financial systems experience faster drops in income inequality and faster rates of growth.

Finally, health is a human right, at the core of any human progress. Good health determines that parents can work, children can attend school, mothers can survive childbirth and bring up their children, and infants can grow into healthy adults who work. Today Africa has 25 percent of the global disease burden,6 but only 3 percent of health care resources and 1 percent of health workers. North America, in contrast, has 3 percent of the disease burden but 25 percent of health care resources and 30 percent of health workers. Where health services are strong, families and communities flourish. Where health services are weak or nonexistent—where the spread of diseases is unchecked, illnesses are untreated, and women give birth alone—families suffer, breadwinners die prematurely, and communities unravel.

So the agenda for Africa becomes clear. Instead of just 10 percent of African trade being trade within Africa, we should aim for a majority of African trade within Africa—by promoting an internal market. We should aim to strengthen the investment climate, including through increased investment in infrastructure, information and communications technology, and education and skills, and we should ensure that all citizens have access to financial services, social protection, and health care. But perhaps more than any other single issue, we should focus on ensuring that the policy response to Africa’s challenges is driven from within Africa itself.

The lesson I draw from the past three years is that globalization can work for Africa if managed properly. The new paradigm is one of markets working in the public interest in a strategy for regional economic integration and supportive investment in educating a new generation. This has meant a reassessment of the partnerships between the public and private sector and of the importance of infrastructure in IT and regional economic integration. But it has put Africa on a better course for the future: pro-trade, pro-openness, pro–market globalization. If it continues on this path, Africa will soon be a genuine and much-needed dynamo for the largest prize: the return to global growth.

When I spoke to leaders at the African Union summit in Kampala earlier this year I gave them a simple message, which is as true today: “It is time to rise. Rise, because just as Africa needs the world, the world needs Africa.”



CHAPTER 11

A Plan for Global Growth

I have shown earlier that in this decade a new but unsustainable balance in world economic activity is being struck between the two industrialized centers of the last two centuries—Europe (the European Union 27) and the United States of America—and the rest of the world. In 2010, for the first time in 200 years, America and Europe no longer produce a majority of the world’s goods, nor do they trade a majority of the world’s exports, nor do they account for a majority of the world’s investment. They are pre-eminent only in consumption. It is hardly surprising that the 800 million population of America and Europe would at some point be out-produced, out-manufactured, out-exported, and even out-invested by the billions of people in Asia and the rest of the world. This new phase of globalization in the world, which has grown more and more interdependent and is awash with opportunities and full of promise, has also been characterized by an unevenness in the way the world economy has developed—so much so that in the financial crisis it looked as if the economy has moved beyond any individual nation’s ability to manage or even navigate on its own. The latest figures from the IMF suggest that now, in 2010, America and Europe have less than half of world economic activity. Perhaps more worryingly, Goldman Sachs suggests that America and Europe will account for much less than 40 percent of the total investment the economies of the world make in their future.1

But even amid the uncertainties of a fast-changing world, there is a huge opportunity for America and Europe that must be seized. By around 2020, Chinese, Indian, and overall Asian consumer spending is likely to have risen to the point at which it becomes a new engine of the world economy, making higher overall levels of world growth possible. As many as 1 billion new Asian middle-class men and women—Asian producers today who by then will be consumers also—will, potentially, buy their goods and services not just from Asia but from the rest of the world. This new period of high growth is clearly the best and most sustainable exit strategy from the current crisis.

But what of the immediate future? Now that the first decade of the twenty-first century has seen a shift in economic activity from America and Europe to the rest of the world, the defining feature of the years immediately ahead threatens to be the slower rate of growth of the old engine of growth, American and European consumer spending, with slower rises in investment in America and Europe themselves a real possibility also. How can these lost years with lower American and European growth be avoided? Clearly America and Europe are unlikely to regain their lost two-century-long advantage in mass manufacturing. For the rest of the world can continue to compete on low wages with America and Europe. If Chinese wages at $400 a month become too uncompetitive, then we have already seen how Thailand today offers manufacturing wages of $300, Indonesia and the Philippines $200, and Vietnam $100 a month. So a strategy for America and Europe that is based simply on our ability to compete in low-paid manufacturing jobs is not credible. Still, as Asian consumption prepares to rise substantially, America and Europe should be equipping themselves to produce the high value added, technologically driven, custom-built products and services that depend on an educated workforce. These are the goods that global consumers will buy. Underinvestment in American and European education, skills, and technology will be a short-term saving but at a long-term cost.

It is clear to me, as I will show, that America’s and Europe’s future lies not in competing on low pay or cutting off trade in imported goods, but balancing out levels of consumption by higher levels of exports in high value added goods and services sold to the rest of the world. The answer is not an economy founded on low pay or on restricted and thus lower levels of trade, but on high skills. The uneven development of the global economy cannot be blamed on one country or one continent and, not surprisingly, this global problem does not offer simple national solutions. While each country has its own challenges and choices, its own priorities and plans to address, globalization has thrust upon us shared problems we have to face in common together—and which, in my view, cannot be resolved without coordinated action. The retreat from globalization—taking the easy option of banning imports, restricting capital flows, or introducing trade tariffs or restrictions—in other words, walking away from the global sourcing of goods and from global capital flows—offers no long-term answer. An already uncompetitive product will become less—not more—competitive by shutting out competition from the rest of the world The way forward is not to stop globalization in its tracks but to manage it better. And in a world economy that is growing more and more interdependent, this requires specific measures that add up to concerted international action of mutual benefit to all.

In the preceding chapters I discussed the regional economies on which I feel best placed to make some observations. I have found that on current policies:2

 • America cannot yet grow fast enough on its own to substantially reduce unemployment and meet the aspirations of the American dream.

• Europe cannot put its underutilized capacity to work, and therefore unemployment will remain far higher than is economically necessary and socially acceptable.

• Chinese consumer spending, today just 3 percent of world economic activity, cannot at this stage replace that lost growth overnight.

• India, China, Brazil, and Russia—the BRIC countries—cannot bridge the growth gap. All their consumer spending added together amounts to no more than 7 percent of world economic activity. And the main developing countries—the so-called N11—cannot yet fill the gap either. Together with the BRICs, their spending power is one-quarter of that of Europe and America.

• Africa’s entrenched poverty means that millions of potential consumers are simply missing from the global economy.

I have also discovered that if each country continues to pursue its national policies in isolation, we cannot achieve sufficient and balanced high levels of global growth. Instead high unemployment will remain without remedy—probably above the 200 million level—over the next few years, and we will not see the fast reductions in poverty in the poorer countries of the world that we want to see.

In his optimistic five-year projections Jim O’Neill of Goldman Sachs forecasts that the world economy will have grown by 25 percent between 2010 and 2015 as a result of continuing high levels of growth in Asia, Latin America, and Africa.

But this enormous change in the world economy has little impact on investment in America and Europe, his prediction for which is very bleak. Investment in Europe and America together will be below its 2007 level for the whole of that period, representing a cumulative deficit of $5 trillion by 2015. This deficit in aggregate demand represents, in human terms, large-scale, persistent unemployment.

So while, taken together, the advanced countries have insufficient demand to replace lost global growth, rising investment levels in the emerging markets will not be enough to push global demand upward at the level we need.

Trend growth in America, which was once above 4 percent, is now 2.8 percent. Trend growth in Europe, once above 2 percent, is now well below 2 percent. To get employment in these continents back to where it was in 2007, we need persistent above-trend growth. Instead, even the optimistic O’Neill forecasts leave the regional growth at 0.5 percent to 1 percent below its trend. This subtrend growth will make the demand gap greater and more challenging to reverse, with unemployment becoming more difficult to reduce with each year that passes.

These forecasts are thus a warning that America and Europe are about to miss out on the enormous opportunity that lies in the social change in Asia, just as Japan missed out on the acceleration in trend growth thanks to the dot-com revolution in America.

By 2020 an exit from low growth may be possible because of the continuing high rates of growth in Asia and the development of a strong middle class willing to buy consumer goods made in Europe and America. It may even be possible to make producers in Africa and the poorest parts of Asia and Latin America consumers in this growing economy.

But the conclusion I draw about the first years of this new decade is that at current trends, high levels of employment and prosperity will elude us and big reductions of poverty in the emerging world will not happen quickly enough.

It is important to base our conclusion on where people are and what they are thinking about the economies in which they live: how they see the problem, how they see their future, and whether the ambitions of different countries’ citizens can be advanced by stronger, more coordinated action around the world.

If you were to ask Americans what America has to do now to sort out its economy, some would say “Cut deficits”; many would say “Cut taxes”; but most would also say “Cut the foreign imports that are stealing our jobs.”

If you were to ask Europeans what their answer is, they would probably say “Cut the debt”; and some might even complain about the very viability of the Euro.

If you asked the Chinese what their solution was for their best future, they would probably answer that they are a developing country, so other countries should stop threatening them with protectionism and complaining about their currency.

If you asked the developing world, they would call for an end to unfair trading practices that ruin their basic ability to export and say that aid is unfairly being cut or withheld.

But let me put the question a different way. If we asked the same group of citizens “What do you really want to achieve as a country?,” I am sure that we would get different answers.

In America people would say that the main issues for them are jobs and rising living standards for the working middle class.

In the countries of the European Union people would tell you that Europe needs to get its young people into work and cut its high levels of unemployment.

If you were to ask the Chinese people directly about their priorities, they would almost certainly say that they want to see more personal prosperity—and that means cutting the numbers of poor people and giving the rising middle class the opportunity to buy homes and access opportunities.

In many developing counties, people would tell you the problem was poverty.

Yet in the absence of a bigger vision of what can be achieved, the politics of each country inevitably pulls toward the narrow tasks and not the broad objectives.

But what have I found so far in my reviews of each regional economy?

First, I have discovered that America must reduce its consumption as a share of national income; that the best way to achieve this lies in a growing world economy; and that to succeed in their strategy to double their exports, Americans have to invest quickly to equip themselves with new and better skills and technology. This is the only long-term way to address middle-class living standards in America: improving Americans’ ability to earn by upgrading their skills. But a strategy to double American exports, which assumes high levels of world trade, does not sit easily with a position that by cutting imports threatens world trade.

Second, I have discovered that the Euro area will always underperform—operating far below its capacity, with high unemployment—unless it is more flexible; and that the way forward is combining labor market, product market, and capital market reform with an outward-looking strategy for exports to the rest of the world.

Third, I have discovered that China’s real objective is to reduce poverty and increase the size of its middle class; that the overreliance on export-led growth has now reached the point where it may be in conflict with building domestic prosperity; that we should help China increase consumer demand in its own country; and that as part of the growth pact China should consider opening up its closed service sector to imports.

Fourth, in my assessment I have discovered that Japan’s real objective is to return to 2 percent growth; that we should actively support their policy of raising consumer demand; and that part of that must include Japan’s opening up their services sector to the rest of the world.

Fifth, I have discovered that India’s real objective is to reduce poverty; that to be able to do so it must be a more competitive economy, trading more with the world; and that to achieve this we must support India in investing in its infrastructure and education and opening up more of its economy. If India needs the pressure of global competition to become a more prosperous country, it is also in India’s interests to join a global growth pact, so that as it reforms it does so in a supportive global environment, giving it the best chance of alleviating poverty, building a middle class, and growing in size to become, over time, the world’s third largest economy.

Sixth, I have discovered that Africa can become one of the future poles of growth, but that to do this it has to be willing to make the economic reforms necessary and pursue a vigorous regional economic integration. Africa is a $1.5 trillion economy that needs to be factored into our thinking. To cut aid to Africa now would be a huge mistake politically, economically, and morally. But we should also think of Africa as a continent where new investment now will pay rich dividends later. Infrastructure and educational investment can rise dramatically in African terms without being large in world terms; financing a 20 percent increase in the coming year in investment in Africa would mean just a 1 percent increase in overall levels of world investment.

It is hard to resist one conclusion: China, India, Asia, and Africa generally have too much poverty, Europe too much unemployment, and America too much inequality. And part of the way back to growth is sharing our resources more fairly.

But have I any evidence that by each country cooperating more closely they can achieve these national objectives more effectively? Can I demonstrate that entering a global growth pact is more likely to advance different countries’ objectives than to hold them back? Is it possible to reconcile the desired objectives of different parts of the world—which would require there to be more sustained and balanced growth in the world economy—with the need for low inflation and a stable economy?

Since the days of industrialization we have been looking for national solutions to national problems.

In recent years, as globalization has gathered pace, we have continued to look for national solutions to global problems.

My argument is that we need global solutions to global problems.

Indeed, because each country’s problems are so interconnected, global solutions are perhaps the only way to fully answer each country’s national problem. It is the absence of a unifying global vision of what we can achieve together that is impeding every country’s progress—and making people feel that there is no alternative to the old protectionism which in the end protects no one at all.

As they look at the world from their own national perspectives, the countries I have examined are concluding that, for them, there is no alternative but to retreat into their own domestic policy shells.

America needs to export to the world, which requires less protectionism. But fearing jobs lost to Asia it is at risk of becoming more hostile to imports and more protectionist.

All countries of Europe need to raise employment by trading more with the rest of the world. But fearing both inflation and a sovereign debt crisis, they believe it is safer to retrench and allow the economy to grow well below its capacity.

China wants incomes to rise. But fearing the loss of export earnings and worried that at some time protectionism will cut off its wealth, it continues to divert resources from its antipoverty program to its export-promotion program.

India wants to raise its citizens’ living standards, which requires them, among other measures, to cut the cost of services and thus requires them to favor more open trade. But its fears that opening to the world in a low-growth environment will overwhelm its economy demands that we show India we have a plan that they can benefit from: higher global growth.

The developing countries fail to seek the inward investment they need because they do not believe that the world will genuinely assist in their economic growth out of poverty.

Thus nowhere in the world do the economic remedies we are adopting in 2010 really match the real ambitions of the peoples of the world or the long-term interest of the countries themselves.

National-only solutions are thus not just a barrier to achieving general global objectives, but a barrier to achieving specific national objectives. And the most likely next step is more protectionism, and indeed mercantilism in trade, in industrial policy, in finance, and in banking.

But at the same time no one seems to believe that there is an alternative to the reductions in economic activity we are seeing in Europe and America, or an alternative to the imbalances in China and across Asia, which means that they continue to consume only a fraction of what they produce.

I have said that instead of a global solution to a global problem, we have today national solutions to a global problem. But it is also true that instead of structural solutions to what we now know are structural problems, we have inadequate attempts to muddle through, retreating to the old tired orthodoxies that failed in the past.

I believe that we need instead a properly coordinated plan for global growth, a plan that offers both jobs and justice.3 And all G20 governments should agree to work within a medium-term budget framework of fiscal consolidation that supports a long-term strategy on economic transformation to promote growth.

I accept that in a world skeptical of political leaders and cynical about the benefits of globalization, we have to give people reasons why global cooperation is essential to achieve our economic objectives.

First, we have seen in parts 1 and 2 of this book that global cooperation works in practice. When countries acted in 2008 and then in April 2009 to prevent a depression, we agreed on a series of coordinated policy measures that amounted to the biggest monetary relaxation in history and the biggest fiscal boost we have ever seen, injecting into the world economy $1.5 trillion of funds each year: 2 percent of world GDP each year for two years. We also saw the biggest guarantees and support for the banking system the world has ever witnessed: $2 trillion of support, $7 trillion of guarantees. When world trade collapsed by 30 percent, we had to act together, and it is estimated that the combined impact of acting together made the stimulus substantially more effective.

Our task now should be to do together what no one continent can do on its own: raise world output much more than is forecast. If the G20 worked when we faced banking collapse, can it now work together again as we face an even greater challenge?4 I believe it can, and that doing so could magnify and multiply the impact of its actions by the leaders of each regional economy making the decisions I have outlined in the preceding chapters.

Second, as I have said, no one country or continent—not even—the United States—can deliver the necessary growth, employment, and prosperity on its own and without international cooperation. In the next year the world will lose $1 trillion of fiscal stimulus, about 1.5 percent of global GDP, and America will continue to have high levels of unemployment because of higher savings and lower consumption. Current projections for investment suggest that real-value investment in 2015 will be $2.6 trillion (at 2007 prices), still lower than the $2.7 trillion of 2007. China and Asia will grow fast, but China’s future remains dependent on export-driven growth—and therefore a healthy Europe and America—and on maintaining the value of the dollar. With the exception of major Chinese investment, which itself is not substantial enough to drive the world economy, there will be inadequate global drivers for growth in underdeveloped countries and emerging markets. The risk of not acting together is greater than any risk associated with attempting it.

And that is perhaps not surprising, because the scale of this crisis is comparable only to the 1930s. But it not only is global in its repercussions but is the first crisis to have its roots in the very process of globalization itself.

That leads to the third reason global cooperation is essential. We talk rightly of the problems we have had to deal with in American subprime, in Greek debt, in the Chinese currency, in Spanish property, in the Euro’s flexibility—but as I have said, we are not dealing just with a set of national-only problems that have national-only solutions. For most of the two centuries of industrialization, national answers to the economic problems of inflation and infrastructure were sufficient. Today with global capital markets and global sourcing of goods, global problems arise that cannot be solved in the old ways. Unless we address fundamental problems inherent in the transition from the old world of sheltered national economics to the new world of the global economy, we cannot deliver the level of growth—and thereby jobs and justice—that people have a right to expect.

Fourth, I am convinced that the greater the coordination, the more the impact of each action is magnified. When the U.S. government examined the impact of stimulus measures, they discovered that if action was coordinated, the impact in saved jobs was multiplied 50 percent. We need more academic work on a new global growth economics, but it seems logical that if the right actions are taken in a coordinated way, there is a multiplier effect.

There is a fifth and perhaps overriding reason to promote global coordination: the evidence we now have today of what a coordinated global strategy could achieve, raising global growth, employment, and prosperity.

What gives me confidence is the compelling results of recent work that the staff of the IMF did for the G20, which was published in June 2010. I do not agree with every one of the IMF assumptions, but the IMF shows that cooperative policies could bring about $1.5 trillion more of economic activity by 2014, 2.5 percent higher global GDP, and, crucially, more than 30 million5 more people with jobs and tens of millions of men and women taken out of poverty.6

Their conclusion, in what they call their upside scenario, projects an American unemployment rate down 2 percent from the baseline. As the IMF concludes, such a plan for global growth would also make growth more balanced and thus more sustainable. It is clear to me that fiscal consolidation, which I favor—in Britain’s case cutting the budget deficit in half over four years—can best be done in an environment that does not destroy the prospects for growth and jobs but supports them. The impact on confidence of rebalancing global growth by a credible global growth plan is impressive.

The process of delivering a growth pact could start either in Europe, the United States, or in Asia. Understandably, the Germans do not want to be burdened with the liabilities of other European countries, so without global coordination the most obvious solution appears to them to be the largest program of deficit reduction Europe has seen. But that will also mean higher unemployment in the Euro area and slower growth, which will affect German exports (60 percent of the German surplus is with the rest of Europe). German growth comes from an export advantage that it has built up with the rest of Europe and with China, but to continue to enjoy that advantage the rest of the world must be growing fast enough to continue to import. So higher growth inside and outside the Euro area is in Germany’s interest. Instead of focusing mainly on deficit reduction, it is in Germany’s interest for it and the whole of Europe to focus attention on measures for growth.

Bringing Europe to the discussion on global growth is crucial, because it will be difficult to achieve purely bilateral agreements on imbalances between America and China. I believe a global agreement is not just better than a stalemate; I believe it is positively in the interests of Europe and America. The Chinese would benefit not only from growth in Europe and America but also from an international insurance scheme, so that they can redirect their priorities from having to self-insure against crises by holding high foreign reserves. And it is not in Europe’s or America’s interest to see Asia looking in on itself. Indeed, the moves afoot within Southeast Asia to start forming a trade bloc affect us all. For Japan, it is clearly a way out of its twenty-year recession, and for China it is about creating an Asia-wide supply chain. An America excluded from this new common market would lose exports; an America included would be able to access the fastest-growing economic bloc in the world. This would of course bring trade back onto the negotiating agenda. I have been very frustrated about the lack of progress on the Doha Development Round of Trade talks; we have a very clear idea of what the problem areas are and where the negotiations have fallen down. But a trade deal, as part of a growth plan, would be attractive to the remaining BRICs, N11, and sub-Saharan Africa.

I remain cautious on a world trade deal because we have been disappointed a number of times in the Doha rounds. But if we take to heart the lessons of 1933—only meet when there is an agreement and keep the draft announcement under wraps—there are enough potential benefits for each region to participate.

What, then, is the framework for such a global growth pact? I began part 3 by pointing out that I am a politician and not an economist. So let me explain my own experience as a politician and how it has informed my iron conviction that the world can return to higher growth if we make the right decisions now.

The crises of economic policy in the past century teach us that the conventional wisdom of the day can easily become the misjudgment of history. In the 1920s all conventional opinion sought a return to the “gold standard” on the grounds that there was no credible alternative. In the early 1930s all conventional opinion said that there was no alternative to retrenchment as the route to recovery. “There is no alternative” was also the theme of the 1980s, giving us the orthodoxy that condemned us to the worst and longest long-term unemployment since the Second World War.

But any framework that is not founded on the objective of stable and low inflation, the task of central banks, will prove inadequate. In the contemporary academic version of a Keynesian model, low and stable inflation delivered by an interest rate policy is indeed the optimal policy, delivering a zero gap between the economy’s potential and its actual rate of growth. In my Mais lecture of 1999 I set out why I believed we should adapt to our own British circumstances such a Keynesian model.7 The low inflation delivered by our granting independence to the Bank of England allowed us to focus on supply-side improvements in the productivity of the economy and the investments necessary in education, IT, science, and infrastructure to bring these about. Supply-side economics and fiscal policy were therefore able to combine, playing a stronger role in helping to deliver Labour’s most important goal: full employment. Of course the particular conditions of the British economy are not replicated in every country, and there was more to the high levels of growth and employment we achieved in the first ten years of the New Labour government than simply a shift in macroeconomic policy.

I believe we must not forget our twin objectives of growth and employment when we deal with the related questions of debt and inflation risks. By around 2020 a more balanced, faster-growing global economy will offer the most comprehensive exit strategy from current problems. The large addition to the global middle classes and the additional reduction in poverty will create an enormous market for the global private sector, which will allow revenues to rise and government borrowing to decrease and stabilize. Of course the global growth plan will make us more cautious about inflation, but I personally am more sanguine about the short-term path of inflation because of the low level of capacity utilization. However, I also note the enormous hoarding of cash on the balance sheets of corporations globally. While explaining this as another example of self-insurance in our global economy, I’m also conscious about its potential to energize growth if the global growth plan engineered the same recovery in long-term confidence that the $1 trillion plan did to short-term confidence.8

That we need to monitor global growth to coordinate the easing of the fiscal stimulus should now be clear. By doing so we can avoid an uncoordinated inflationary spiral, because if global confidence is high, it’s my view that we will be able to reduce levels of borrowing faster in a coordinated fashion.

I do not doubt that policies have to be implemented in a way that seeks to prevent future asset bubbles and keeps debt low. But based on my assessment of the longer term, I believe that debate is missing the point. In the past the idea that deficits would lead to inflation was the single most pressing reason people supported immediate public spending cuts. But today the picture is not one like that of previous postwar recessions: inflation may of course reemerge, but no one is predicting that will happen immediately. In the past, especially in the 1980s, the case was made that public spending would crowd out private investment. But that simply does not fit with the underinvestment we are now seeing; indeed there is a financial surplus in the private sector of $3 trillion for the developed world in the balance sheets of private companies. Moreover just as there is no immediate danger of inflation and no danger of a huge surge in demand for credit, there is little immediate danger as I write for most countries, a few excepted, of failing to sell their debt.

The rationale for instant and severe deficit cuts cannot now employ the crowding-out argument or the inflationary-risk argument or for most countries the unwillingness-to-buy-debt argument. What’s left is the argument that higher premiums have to be paid for the risks associated with “going for growth.” This is what the European Central Bank means when it talks obscurely of government indebtedness as having “opened up a number of hazardous contagion channels and adverse feed-back loops between financial systems and public finances.” The logic of this is that even when there is no inflation threat, even when there is no crowding-out of private investment, and even when there is little difficulty in selling government debt, we should do nothing for fear of the risk that the markets may think going for growth is itself a risk. We could equally well say that the same markets that marked economies down because they had not cut enough are now marking economies down because they have cut too much—and that today the bigger risk is in refusing to act when unemployment is on the rise. OECD analysis shows that a 1 percent reduction in structural employment would not only enhance prospects for growth but on average improve fiscal position by .25 to .50 of a percentage point of national income. But as the IMF also argues, collective action is even more important if we are to mitigate the risk of a further downturn. Indeed the IMF also provides evidence that the sum of upside gains and the avoidance of downside losses would yield nearly $4 trillion, or 5.75 percent higher global GDP. The number of jobs that would be created (or saved) globally would total more than 50 million. These gains would lift more than 90 million people out of poverty across the two scenarios.

Since Keynes we have understood that insufficient aggregate demand means unemployment; that countries can produce more than they consume; and that some countries will build up reserves that keep demand lower. So while some will continue to say that governments around the world should focus only on monetary policy and keeping deficits low, we know that this will not be sufficient to keep unemployment down. We must never forget that, even with the fiscal and monetary stimulus, private investment in the advanced economies will remain weak. So I am clear that monetary support must remain on the agenda in Europe and America and that the fiscal consolidation we are all committed to should be designed to support growth and jobs now—and not undermine them. We could express this another way by saying that, in general, deficit reduction will be linked to the speed of economic recovery.

But let us not underestimate the difficulties of agreeing on a global pact and the barriers that have to be overcome. Of course increased Chinese wages might lead to production moving to the rest of Asia—such as Vietnam, where wages are much lower per month as in China—and fail to stimulate Chinese consumer demand. Increased Chinese imports might not lead to increased American exports, leaving the world economy still unbalanced. Rising Chinese consumption will not, of course, remove the German surplus, most of which is with the rest of the Euro area. Even if Germany were to bring its overall trade surplus to zero, the U.S. trade deficit would be reduced by a mere 0.2 percentage points. Japanese consumer demand, like that of the rest of Asia, is low: one-third of that of the U.S. Like Asia’s, Japan’s consumer demand will take time to expand. And if imbalances were the central issue and not just one of the issues, imbalances could be reduced by lower growth all around, especially in the United States.

My conclusion is that even with these caveats, which are obstacles to a growth pact, we can make the case for countries to synchronize their policies.

We know that Europe and America need measures to promote private sector investment, even as they restrain spending.

We know that if external investment in Asian service industries is encouraged—with greater market access in the region to U.S. and European goods, capital, and services—then U.S. and European balance of exports will improve and Asian current account surpluses will be reduced. Removing import restrictions on service sector products in Asia would open up trade, reduce imbalances, make for lower consumer costs in these countries, expand their middle classes, and reduce poverty. And we know that this can be done without forcing mass unemployment in these economies.

We know also that shifts in policy—moving Asia away from exports to consumption, moving Europe and America away from consumption to exports—are best achieved in an environment that spurs growth. The IMF finds that, on average, countries that in the past fifty years have enacted policies to end their current account surpluses have not lost any growth or exports and have gained in employment, capital, and imports. But we know that there is a greater chance of persuading surplus countries to act if there are greater guarantees that there will be a growing world economy. And we know that the spur to the much-needed correction of imbalances within the European Union—structural reform in labor and other markets, which is itself the European growth solution—is best achieved within the context of a Europe more able to export to the rest of the world.

Stronger export performances will help deficit countries maintain employment while rebuilding savings. This is made possible by reducing poverty and unemployment through higher domestic demand in surplus countries. At the same time, reductions in poverty in emerging economies are made possible by structural reforms boosting internal demand. Higher levels of world growth make it easier to achieve fiscal consolidation in advanced economies. It is also the case that structural reforms in the advanced economies tackle high unemployment. Under the IMF model, Asia raises its domestic demand, both its safety net provisions for the poor and its infrastructure spending on education, by $1 trillion by 2014 (half by higher deficits).

I favor something beyond a set of bilateral agreements that can by their nature deal with only some of the challenges. I favor a global agreement. And so the question for policymakers is whether countries can be persuaded to see their long-term interest in adjusting policies at a domestic level to meet the global growth plan. Or, putting it more directly, whether national economic policies can be brought together in multilateral agreements that advance the global good. This is the challenge addressed in Fault Lines by Professor Raghuram Rajan, who rightly states that there is no mediator of last resort, and no sanctions that can ever be imposed. He writes, “The IMF cannot overrule countries and countries would be unwilling to give up any sovereignty.” The World Trade Organization can impose sanctions, and national governments use executive orders, which even then have not been enough despite the valiant efforts of the WTO director Pascal Lamy to move trade forward.

But there are no clear rules for the wider economy on what is permissible and what is not. We could, of course, examine a set of incentives that might make country-by-country participation easier—such as IMF and World Bank funding for participating countries or what have been called “rebalancing triggers” that induce agreed-upon action (for example, if imbalances rise beyond a certain amount). Now in October 2010 we must support the leadership of both the G20 and the IMF, who have rightly advocated deeper surveillance of individual economies and of the world economy as a whole and have proposed that they assume a responsibility to promote exchange rate cooperation. When asked whether the IMF aspired to the status of arbiter, judge, or just analyst, Dominique Strauss-Kahn said, “You perfectly described it. It is all of that.”

Could a global growth pact be successful without better exchange-rate cooperation? This cooperation was achieved by the Plaza Agreement in 1985, when Japan agreed to boost private demand through tax reform, Germany agreed to cut taxes to stimulate its economy, and all countries present agreed to intervene in foreign exchange markets to bring down the value of the dollar. In the next few months, the dollar fell 30 percent. But when the IMF under Rodrigo Rato sought to achieve a plan for dealing with global imbalances in 2005–6, Rajan tells us, he was left “dejected,” believing that it is almost impossible to get the big countries to agree internationally on action they should take within their own countries. “No one we spoke to could commit to the actions that were needed.” Today, says Martin Wolf, we are witnessing something far worse: “a form of monetary warfare: in effect the United States is seeking to inflate China and China to deflate the U.S.” The problem is that when you ask each country what its strategy is for the immediate future, they all say “to export.” But because under current circumstances not every country trying to export can do so successfully, the risk is competitive devaluations, a currency war, and the rise of a new protectionism: everyone trying to export and wanting to cut their prices to win export orders, and more and more countries engaged in competitive interventions—not just China but Japan intervening in the foreign exchange markets for the first time in six years; Brazil’s sovereign wealth fund authorized to sell the real; South Korea intervening intermittently to hold down the won—what the American economist Ted Truman has called a policy of competitive nonappreciation. These attempts at devaluations could of course end up as a form of semi-coordinated monetary easing, but they are not as good as each country making a clear-cut decision to ease monetary policy or, better still, global cooperation. Global cooperation is the most effective way forward in avoiding a race to the bottom in global currency competition. But global cooperation can also prevent the inefficient buildup of currency reserves by providing an international safety net and “insurance” against capital crises that will spur rather than detract from economic growth.

So any pact would have to deal with imbalances and also with one of their consequences: the accumulation of international reserves and self-insurance against capital flight. The long-term role of the IMF Special Drawing Right is one issue (for there are proposals to expand the pool of SDRs available for external financing). But the availability of new instruments that permit policymakers to counteract shocks—and a better safety net and better insurance system—could release reserves for investment. Proposals for such an international insurance agreement should be pursued alongside revisiting Keynes’s original proposals for dealing with imbalances. In the meantime, weapons to anticipate crises must be improved. The creation last year of the IMF’s new Flexible Credit Line, financed by the New Arrangement to Borrow for countries who would prequalify for contingent credit, is a necessary but not sufficient measure of crisis prevention. The creation of a Precautionary Credit Line for countries with sound policies that do not qualify is a useful next step. An additional short-term precautionary IMF facility may be necessary as a standing facility offering liquidity available under preannounced rules. We also need the proposed systemic crisis prevention mechanism, a type of financial safety net, to channel support when there is a systemic crisis.

These measures are necessary because no one can be sure that support will be available in a financial crisis and because there is no global cushion or safety net or even insurance that reserves are being built up and held beyond and above day-to-day needs. Since 2000 reserves have doubled, yet half the total is now held by only six countries: Japan ($1 trillion in reserves), Taiwan, Hong Kong, and Singapore ($500 billion), Korea ($200 billion), and China ($2.5 trillion). Emerging market countries’ reserves are now a third of their national income since the crisis reserves have risen again to $8.3 trillion, five times what they were ten years ago. Growing oil wealth has amassed $3 trillion in sovereign wealth funds. There is at least a fear that as protectionist sentiment rises, these reserves may become investment instruments used by governments for political purposes rather than commercial vehicles for high returns on assets.

So how can this wider debate contribute to global growth? “History teaches us,” writes Bradford DeLong, “that when none of the three clear and present dangers that justify retrenchment and austerity—interest-rate crowding out, rising inflationary pressures on consumer prices, national overleverage via borrowing in foreign currencies—are present, you should not retrench.” Yet in the absence of seeing a different (and global) route to greater prosperity, each country is trying, post-crisis, to return to its old ways. But the security people crave will come not from countries clinging to an old world, but from reinventing themselves for our new interdependent world: Asia reducing poverty and building their new middle class; America and Europe exporting high-value-added goods by building a more skilled middle class; all undertaking structural reforms but in a growing economy. This is the answer to those who travel today not with optimism but in fear. But there is no Old World to return to: it has gone. The transition between epochs is always the moment of maximum danger. It is also the moment of maximum opportunity.

I spoke in chapter 3 about one of the opportunities which is now open to us: the chance to create a global banking constitution. I can now propose that we have another, far greater opportunity that we must seize: the chance of a global growth plan.

As I have shown in this chapter, such a global growth plan is not an impossible dream, something for idealists and internationalists to argue about, knowing that hard-headed policymakers will always choose another path. What we now know is that the self-interest of each country is best pursued by advancing the common interests of all countries.

In 2011 Nicolas Sarkozy, whose dynamism and foresight were so critical to the success of the G20 in 2009, will be the first world leader to combine the presidency of the G8 and G20. President Obama has already led the way to that summit with his commitment at Pittsburgh to a G20 global growth agreement. With these two leaders working during the early months of 2011 alongside our Chinese, Indian, and other European colleagues and our international institutions, the ambitious plan that is now essential to secure growth and jobs and end the poverty of millions can be delivered. We can forge a new consensus that reflects the very same insight the founders of the IMF and the World Bank had when they themselves were creating a new dawn: “Prosperity is indivisible. To be sustained, it has to be shared.”



PART FOUR


CONCLUSION

Markets Need Morals

The crisis is not over.

With more than 200 million people worldwide registered as unemployed and one billion people in extreme poverty, nobody who believes in a people-centered globalization can be satisfied. For far too many of our fellow men and women the first crisis of globalization has meant the loss of their income or identity—and in some cases their lives.

This goes to the heart of what politics is about: not the contest between competing parties, but the battle for jobs and justice. That’s why the protestor I talked about in the introduction needs to dig out her “You are G8. We are six billion” banner again.

Throughout this book I have warned of what will happen if the world does not coordinate our economic recovery. The conclusion is terrifyingly clear: whereas for the past twenty years we have had uninterrupted growth, we now face ten years of low growth in Europe and America.1 It will be a lost decade of mass unemployment in the developed world and mass poverty in the developing world.

But it doesn’t have to be like this.

Under the dome of St. Paul’s in the City of London, on the eve of the London G20, I said that the argument that the economy operates according to iron laws and the only role of men and women is to live by what these laws dictate demeans our humanity, because there are always options, always choices, always solutions that human ingenuity can summon.

A few years ago when economists were pressing the most dogmatic of free market policies on some of the poorest countries in the world, they argued for it by saying “Tina”—there is no alternative. But African people came up with shorthand of their own, not Tina, but “Themba”—short for “there must be an alternative.” In that cry, Themba, we hear everything that must guide us today, because while it was an acronym, it was also the Zulu word for the most important thing that humans can have: hope.

Themba—the confidence, conviction and certainty that where there are problems there are always solutions, that we do not need to accept the defeatism of doing nothing. It is the conviction that through pursuing cooperation and internationalism, we need never return to the isolationism and protectionism of the past. It is the certainty that there is always an alternative to fear of the future, and what conquers fear of the future is our faith in the future: faith in who we are and what we believe, in what we are today and what we can become; faith, most of all, in what together we can achieve.

That is the also the spirit in which I have written this book. When millions of jobs and livelihoods are at stake and the security and serenity of millions of families are at issue, the outcome of this risk-laden and rocky journey the world economy is now on should not be left to the vagaries of chance or the failed ideologies of the 1930s: our journey must be shaped by our own beliefs, priorities, and judgments, and by concerting our global efforts to realize the values we hold in common. This book is my attempt to sketch out the alternative I believe in and to show that there is a way forward to jobs and justice—that there is a plan waiting to be implemented that would create more than 50 million jobs worldwide and lift 90 million people out of poverty.

I have written about my upbringing in the Scottish industrial town of Kirkcaldy. I will never forget what happened to my community when the linoleum factory closed and hundreds of people faced not just the deprivation but the shame of unemployment, knowing that their children would leave the house in the morning before they did. I have never forgotten it, and I never will.

That is why as Chancellor and Prime Minister I sought at all points to make Labour once again the party of full employment. Under that Labour government more people were in jobs than at any time in our history, and I am proud of what Labour members and MPs achieved together—first domestically and then through global processes like the G20. But in reality the battle for the right to work was not yet won when I left office earlier this year. So this book is a progressive promissory note, showing what I believe can be achieved if we take up that fight anew.

The challenge—at once structural and global—of creating higher growth and more jobs can be met and mastered only with a global compact among the major economic powers. Some argue that global economic cooperation in this decade will be as illusory as global cooperation was in the 1930s, because countries are by nature more protectionist in a crisis. Others suggest that the breakdown is occurring in the existing world economic order and that we risk replacing a U.S.-dominated unipolar global system not by a multipolar order, but by what Nouriel Roubini and Ian Bremmer describe as a “nonpolar order,” in which America’s chief competitors remain much too busy with problems at home and along their borders to bear heavy international burdens. Getting these varied groups to agree on anything beyond declarations of vaguely worded principle will be profoundly difficult.

But I believe it is possible. And it is in the space between the possible and the perfect that campaigners for justice must always be.

The stronger, more sustainable growth I want to see will not happen just by hoping for Asian consumer spending to rise. Nor will it come from simply hoping for private investment to recover swiftly and strongly. It will require an agreement among the economic powers of the world, something bigger, more imaginative, and more lasting than even the Marshall Plan for Europe: a constantly updated plan for economic growth. The way to a global growth compact is to move forward on two fronts: persuading individual countries, continents, and leaders that future prosperity is now indeed indivisible; and appealing to global citizens to support the case that global cooperation can create jobs.

Such a plan will have to be accompanied by a constitution for the supervision of global finance, for otherwise we will find ourselves in the same race to the bottom in financial standards that characterized the past decade. It will also require a new academic discipline of global growth economics, which will have to do more to focus on the interconnectedness of policy action across continents.

We need to give countries enough reasons to be part of a global pact. Every country in the world suffered a loss of trade as a result of the economic crisis, and half the countries of the world suffered a cut in growth. And there was no automatic mechanism by which growth could recover. The global economy is now too interconnected for one country’s policy not to affect another’s and for challenges we share in common to be subject to national solutions rather than global cooperation. We are also learning that cooperation can not only avoid harm but can lead to greater benefits. Global growth—regularly 5 percent a year for two decades—went into reverse in 2008. And in 2009 trade fell by 12 percent.

We have already seen from the G20 coordinated fiscal injection that when the world does do things together it can multiply the impact: each continent doing what it can to stimulate our economies, each recognizing that global problems need global solutions, each combining to introduce new global financial supervision, each believing that international institutions can contribute to growth—and therefore giving not just national governments but international institutions like the IMF, World Bank, and regional banks the resources to recapitalize banks and create new demand in the world economy.

My idea of the global New Deal is that every continent not only signs up to global financial regulation but signs up to an agreed plan to improve global supply and demand. I believe that in the absence of a global growth pact now, the world will be pushed toward protectionism later. Americans and Europeans will not see their living standards improve by continuing to buy the illusion that if you stem the tide of imports from abroad you will be better off. Only with carefully prepared agreements on growth will our living standards—and those of the rest of the world—rise.

There is no comfort in the status quo. If, as I believe, the world’s problems are structural, then we have to deal with them by major surgery, not by waiting for something to change.

But as the crisis revealed, market disciplines—particularly self-regulation and regulatory approaches based on greed—were completely inadequate to deal with the problem. The evidence shows that the market is a necessary but not sufficient mechanism for a continuously successful economy and society. And because we are agreed that markets depend on trust, which has to be underpinned by self-discipline (which failed) or imposed discipline, we have a duty to act in the public interest.

In their set of essays on “animal spirits,” George Akerlof and Robert Shiller have, as I have written earlier, brought forward compelling evidence that our economy can be understood only by looking at the “real motivations of real people”—the tides of optimism and pessimism, the sense of fairness that is not just self-interest, and the mood swings between willingness to take risks and aversion to risk. This is the basis of their contention that a stable and enduring financial system will not happen by chance; it must be underpinned by values that try to harness people’s animal spirits for the public good. As I look at clear evidence of reckless risk-taking, the role of animal spirits, and the weaknesses of rational “efficient market” models, I am persuaded of a more important underlying truth: that markets need what they cannot generate themselves. Markets need morals.

Morals are not made and cannot be made by markets. They are made in families, schools, and communities. They are founded on custom, tradition, and ethical norms. They are passed on by religious leaders, role models, and parents, and they rest ultimately on the existence and potential enlargement of our moral sense. So the battle is now on for the soul of the twenty-first century. We must affirm that markets are in the public interest but not to be automatically equated with it, be honest that the fault is not with markets but with the dogma that markets alone are all we need, and then act on the truth that markets cannot flourish or even survive by market forces alone and demonstrate by the standards we insist upon that markets are free but never again values-free.

Yet the assumption that grew was that our global economy existed in some space completely separate from the ethics we apply in the rest of our lives. The theory was that the more global the markets, the more that these markets would harness self-interest and produce results; that individual gain would somehow always lead to collective gain; that selfish motives would invariably produce better results than selflessness. But as we discovered to our considerable cost, this unsupervised globalization has not only crossed national boundaries—it has crossed moral boundaries too. The problem, as Britain’s chief rabbi Jonathan Sacks has put it, is that unfettered markets can reduce all relationships to transactions, all motivations to self-interest, all sense of value to consumer choices, all sense of worth to a price tag.

Interestingly, Adam Smith did not argue that self-interest was the most admirable quality, but that prudence, humanity, justice, generosity, and public spirit were “the qualities most useful to others.” So to state that markets need morals is not an anti-market statement but simply a reaffirmation of what that great economic thinker from my hometown argued so long ago: that the market economy must live within certain rules.

For today’s world that means that the operation of markets must balance the necessary encouragement of risk-taking with proper standards of responsibility. I want competition to be underpinned by morals not because I am against competition, but because I want competition to work in the public interest.

Smith thought that sympathy—the ability to put ourselves in other people’s shoes and appreciate their predicament—might exercise some control over our animal spirits and that our basic sociability was the best way of restraining human selfishness. And of course the best way to deal with Keynes’s animal spirits is self-control, backed up an ethos of corporate social responsibility and by moral education: individuals taking responsibility for behavior worthy of trust.

In the absence of a consistently high code of standards set by bankers for themselves, we need a shared set of moral rules that can be the basis of a constitution for our banking system. The reentry of the moral claim into economic policy—the revival of political economy—is what makes me confident that the argument for a global growth and employment plan can be won within nations and then between them.

As I said in my speech to the American Congress, the crisis was provoked by the use of cutting-edge technical and financial innovations that seemed very new, but the lessons of the crisis were very, very old—enduring lessons I had first learned in my father’s church long ago.

Those timeless values were the ones I tried to live up to in office and which have, I hope, informed the writing of this book: that a good economy is one where prosperity endows more than the prosperous and a good society is one where fortune favors more than the fortunate few. I speak as a believer in wealth creation when I say that wealth has to serve more than the short-term needs of the wealthy and that riches are of lasting value only when they enrich not just some of us, but all.

These are the values of the peoples of the world. If we fight, we can make them the values of globalization, too.


APPENDIX

SPEECH TO HARVARD UNIVERSITY,
DECEMBER 15, 1998

There can be no more appropriate country to discuss the challenges facing the new global economy than the United States of America: the preeminent architect of the postwar global system.

There can be no forum more appropriate than the Kennedy School, named after the President, who on July 4th more than a third of a century ago, matched the Declaration of Independence of 1776 with a new declaration of economic interdependence for our time.

And there can be no more appropriate institution than Harvard where fifty years ago, the Marshall Plan, the most ambitious multinational effort for economic reconstruction the world has seen, was first launched.

More than half a century ago, leaders who were still engaged in war took the time to prepare for peace. In a breathtaking leap into a new era, the world created not just new international institutions—the IMF, the World Bank, the GATT as well as the UN—and a whole set of new rules for a new international economy, but gave expression to a new public purpose based on high ideals.

A generation of leaders who had known the greatest of depressions and the greatest of wars knew also that just as peace could not be preserved in isolation, prosperity could not be maximized in isolation.

What they did for their day and generation was so dramatic that Dean Acheson spoke of that period as akin to being present at the creation.

One of the signal events was the Bretton Woods conference—and I ask myself why it was held not in Washington, or New York, or Boston, but in the White Mountains of New Hampshire. In fact the location was the price the Roosevelt administration had to pay to persuade a New Hampshire senator to abandon isolationism. As Tip O’Neill used to say, “All politics is local” . . . even global politics. If Massachusetts and not New Hampshire had threatened to be isolationist we might be talking today of the Cambridge Agreement. Nothing could more vividly show the practical nature of the visionaries who created the new world than their choice of Bretton Woods.

But as practical as it was, Bretton Woods also defined a new public purpose characterized by high ideals. The conference was about more than exchange rates, the mechanics of financial arrangements, or even new institutions. As the American secretary of the treasury said at the very start of the opening session:


Prosperity has no fixed limits. It is not a finite substance to be diminished by division. On the contrary, the more of it that other nations enjoy, the more each nation will have for itself.

Prosperity, like peace, is indivisible. We cannot afford to have it scattered here or there amongst the fortunate or enjoy it at the expense of others.



In short, prosperity to be sustained had to be shared. Practicality and morality went hand in hand.

George Marshall reaffirmed this in his own historic speech here at Harvard. We must fight against “hunger, poverty, desperation, and chaos,” he insisted, to secure “the revival of a working economy in the world [that would] permit the emergence of political and social conditions in which free institutions can exist.”

So the postwar arrangements were founded on the belief that public action on a new and wider stage could advance a new and worldwide public purpose of high ideals rooted in social justice:

• To achieve prosperity for all by each cooperating with every other.

• New international rules of the game that involved a commitment to high levels of growth and employment.

In short, the job of every economy was to create jobs for all.

The founders of Bretton Woods resolved that the failed policies of laissez-faire which resulted in vast inequities and recurring depression from the 1870s to the 1930s would not be repeated. Untrammeled, unregulated market forces had brought great instability and even greater injustice. In the postwar era governments had to work collectively if they were to achieve either justice or stability.

The initiatives and institutions of that era were shaped to the conditions of the time—a world economy of protected national markets, limited capital flows, and fixed exchange rates. And for nearly thirty years the system worked; for hundreds of millions who enjoyed unparalleled prosperity, Bretton Woods took us a long way. Yet even in the ’70s with hundreds of millions still in poverty we had still a long way to go.

In the first historic phase of international economic management, nation states spoke unto nation states, with an unprecedented degree of cooperation between separated and still largely insulated economies. The international rules of the game then largely consisted of open current accounts, fixed exchange rates, and closed capital accounts and of collective support when countries ran into balance of payments problems.

But over the next generation, that new world, too, became old, as the existing order of nation-states and collective international action was increasingly bypassed by the growth and eventually the sheer force of international financial flows, successively ending dollar convertibility into gold, the fixed exchange rate system, and postwar Keynesian certainties, bringing in its wake an outbreak of inflation and then stagflation that spread across the western world.

The 1980s saw a new consensus emerge, essentially an attempt to return to laissez-faire. It focused not on what governments should do, but on what governments should not do, emphasizing private pursuits almost to the exclusion of public purpose. Enlightened self-interest gave way to sheer self-interest. Instead of rising to the challenge of applying the high ideals of the post-war world to a new world, instead of aiming for high levels of employment and prosperity for all, sights were lowered, the vision was narrowed. The new right consensus focused almost entirely on inflation and minimal government.

Of course it was and is right to say that inflation is costly, and once out of control, it is even more costly to reverse. Macroeconomic stability, based on low inflation and sound public finances, is an absolute precondition of economic success. Indeed there is a new premium on economic stability in the global economy. A nation state relying on investment flows from round the world—and also vulnerable to them—now knows that retribution for getting things wrong is swift and terrible.

The 1980s consensus did understand the importance of liberalizing economies from excessive regulation and bad government. But they confused means with ends and said in effect that inflation alone, not jobs and growth also, were exclusive concerns. And they said that all government was bad: that government can’t make a difference, at least a positive one, in jobs and growth, and that global markets have to be left entirely to market dogmas, which have no place for the public pursuit of high ideals. But this 1980s consensus failed even in its own stated purpose—bringing the largest fiscal deficit in American history and reducing Britain to inflationary boom-and-bust.

And by 1997, an increasingly turbulent and inadequately supervised international financial system threatened to create boom-and-bust on a global scale. Now both of the Bretton Woods objectives—not only prosperity for all but stability for all—were at risk. The postwar hope for an indivisible prosperity was replaced by the sudden fear of indivisible instability. The 1980s consensus could not endure.

As the downturn in Asia reverberated around the globe, President Clinton said that “the world faces perhaps its most serious crisis in half a century.”

In recent months as interest rates have come down, and the G7 group of leading industrialized nations have set a timetable for reform, financial markets have become less unstable.

But this is no time for complacency. We must recognize how far we have come—in purpose as well as time—from 1945 and how, without public purpose in this new global economy, one set of events in one continent could inflict so much damage on so many people.

This year we have experienced events that were unthinkable just two or three years ago:

• Free enterprise Hong Kong taking publicly owned stakes in all its private companies.

• Japan nationalizing its banks.

• Russia going into default.

• In America the mounting of one of the biggest ever emergency refinancings not for a bank, but for a hedge fund.

• Most damaging of all, the biggest growth economies of the last decade in East Asia suffering larger contractions in output even than experienced in the Great Depression of the 1930s.

The political dimension, as George Marshall foresaw, is equally far-reaching: in only one year, revolution in Indonesia; civil strife in Malaysia; the loss of authority in Russia; and as unemployment rises, unrest in South America, typified by the outcome of last week’s Venezuelan election. It is a sign of the times that only one of the Asian finance ministers I met with in Bangkok last September is still in office today.

The ultimate price of all this is profound human suffering. In Korea unemployment has trebled in one year. In Indonesia ten years of growth have been wiped out; and in the Asian crisis countries as a whole the number of people in poverty is set to double by 2000. We can’t simply declare whenever the stock market bounces back that the crisis is over and we can return to the status quo. We must act—both because it is in our self-interest—to safeguard our own prospects and prosperity—and because it is right.

So now the responsibility falls on this generation to be present at a new creation—of new rules that break with the past and both effectively and fairly meet the demands of the new global economy. We must reject the false choice between clinging to laissez faire and retreating to 1930s protectionism or the tightly controlled, restricted capital markets of the 1940s. We must meet the new challenge but we must remember that while times and circumstances change, ideals endure.

Our aim must be an international financial system for the twenty-first century that recognizes the new realities—open not sheltered economies, international not national capital markets, global not local competition. It must be one that captures the full benefits of global markets and capital flows, minimizes the risk of disruption, maximizes opportunity for all, and lifts up the most vulnerable, in short, the restoration in the international economy of public purpose and high ideals.

Our predecessors did this for the postwar world of distinct national economies drawing closer together. Now we must do it for the post-national economy—where economically no nation is an island.

The consensus of the 1980s with its narrow focus on inflation, privatization and deregulation must evolve into a new 1990s consensus with a new and broader emphasis on competition, supervision, and the right conditions for growth and employment.

Before I describe the specific reforms we need, let me be clear that this new public purpose will require public endeavor.

In the international economy the era of absentee government is over.

We need that middle way between government doing everything and government doing nothing.

It was here in your country that Franklin Roosevelt in the ’30s found a third way for a national economy—securing the benefits of the market while taming its excesses.

And I believe that the third way initiated and developed by Tony Blair has profound relevance for the challenge we now confront on the global stage. The issue is not one of either markets or government, but how markets and government can best work together. And the way forward for the new global economy is not to retreat from globalization—into either protectionism or old national controls—or to retreat into a failed laissez-faire. It is to ensure global markets can work in the public interest. And transparency in policymaking is one way to develop the informed and educated markets we need.

In a world where the new frontier is no frontiers, we must rediscover the public purpose and high ideals of 1945 with four major reforms that add up to a transformation of the international financial system—a new economic constitution for the new global economy.

NEW RULES OF THE GAME
FOR THE GLOBAL ECONOMY

First, internationally agreed codes of conduct for transparency and proper procedures that ensure educated markets. These would cover monetary, financial and fiscal policy and corporate governance and would be applied by all countries, rich and poor, as a condition for participation in the international financial system.

Recall that the first constitutional settlement of the world economy in 1945 was not simply about institutions but about rules of the game. And we must now return the international financial system to this idea of rules of the game. While the founders of Bretton Woods devised rules for a world of limited capital flows, we must devise new rules for a world of global capital flows. But our guiding principle remains the same—the promotion of global economic stability and international cooperation to promote growth and employment.

The codes will require accurate reporting to the international community, by each national economy, of all relevant information—for example, the size of a budget deficit, the state of bank reserves, and the level of currency liabilities.

And the codes will require not only this flow of information but the adherence to specific timetables and proper standards for transparency and disclosure.

The new disciplines involve both the private and the public sector. We need new standards of corporate governance—including an international standard of best practice for financial institutions and their regulators.

We used to think that all that industrializing countries required was raw materials, good communications, a supply of labor and the funds and ability to tap commercial inventions. But we now know that all nations also require a sound robust financial system: no nation can afford—and the international community cannot condone—national financial systems that are reckless, disordered, and dishonest. Lack of transparency anywhere can create lack of credibility everywhere.

By requiring exposure of deteriorating conditions, the codes would prevent the temptation for countries to deliberately mask problems, which is what happened in Thailand and South Korea with consequences felt across Asia and then the world.

And we should not be so complacent as to assume that codes of conduct are needed only in other countries and not our own. Given that the most recent threat to global stability came from lack of transparency in hedge funds in both the United States and Britain, we need tougher standards and requirements for disclosure all round.

The codes I propose will mean radical changes in the way governments and financial markets operate.

These new rules of the game are not incidental to the financial architecture for the new global economy: they are the financial architecture for the new global economy. They require countries to pursue self-discipline with the prospect, if they do not, of imposed discipline. So the right to participate fully in the system should thus be conditional on meeting explicit responsibilities. In this way the codes will reduce the risk of future failures. And if failures do occur, a stronger financial system will be better able to deal with them.

The codes are as relevant for underdeveloped Africa as they are for industrializing Asia and Latin America and industrialized America and Europe. They help us to lay down a route map for sequencing capital account liberalization. By making sure that economic facts can’t be manipulated and underlying problems can’t be hidden, citizens will know their country’s real problems and prospects; the codes will deter corruption, restore public confidence, and build public support for the sometimes painful reforms that are essential to long-term economic growth and prosperity. And this is critical for investor confidence in the wake of the Asian crisis. Without transparency and the proper procedures that the codes of conduct will require, investors may not reinvest on the long-term scale that is necessary for jobs, growth, and social progress.

National governments should not pick and mix which standards they choose to meet and which standards they choose to ignore. So proper implementation of the codes should be a condition of any IMF and World Bank support. In the global economy national governments have rights but they also have responsibilities they must meet.

GLOBAL FINANCIAL REGULATION

And because today’s financial markets are global, we need not only proper national supervision but also a second fundamental reform—global financial regulation. That is why Britain has proposed bringing together the IMF, the World Bank, and key regulatory authorities: a new permanent standing committee for global financial regulation charged with delivering the global objective of a stable financial system.

The G7 have now agreed on the urgent need for this kind of coordination, and we are grateful to the president of the Bundesbank, Hans Tietmeyer, who has undertaken the critical task of preparing detailed recommendations.

I see the standing committee not as an additional institution but as process of monitoring developments in global finance, ensuring that necessary worldwide standards are put in place, and providing timely surveillance of financial conditions and international capital flows.

The standing committee’s work would make cooperation between international institutions and national regulators a fact of international economic life. In short, the standing committee would be the world’s early warning system for regional and global economic risk.

GLOBAL CRISIS PREVENTION
AND RESOLUTION

Our aim must be crisis prevention where possible, crisis resolution where necessary.

So in place of the old approach whereby crisis triggered intervention, we need, thirdly, a modern mechanism, rooted in transparency and reliable surveillance, and built on public and private sectors both accepting their responsibilities, which can identify potential problems at a stage where preventative action can be effective.

The mechanism they agreed in 1945 for crisis prevention dealt with imbalances in current account flows in a world of restricted capital flows and fixed exchange rates: to tackle public sector deficits and balance of payments crises, it offered temporary financial support or permanent exchange rate adjustment.

The new mechanism for crisis prevention must deal with imbalances as a result of global capital flows.

We need a process of active and transparent surveillance that is a matter of course for all countries, operating in normal times, all the time: not one triggered only by the warning signs or onset of crisis in a particular region or country.

And all main participants, public and private, must accept their responsibilities.

So emerging market economies in particular must not only be transparent in their activities; they must now also forge regular contacts and lasting relationships with their private investors. An open and honest dialogue, in which investors can ask hard questions and then advise, will make it more difficult to cover up bad news, and make it easier to assess what policies will increase or reduce market confidence, thus making it more likely that we can prevent today’s problems from deepening into tomorrow’s crisis.

The shorthand phrase for these creditor-to-country arrangements is country clubs, but these are not exclusive clubs, old boy networks, an informal means of defending privilege. These are modern investor networks that can bring real benefits in return for real responsibilities: networks that every country should form and every creditor should join.

To make these work there should be a new presumption across the board, in favor of the release of information wherever possible.

The G7 have proposed greater openness from the World Bank, the IMF, and other international financial institutions. Their monitoring tells them much of what is happening in every national economy. Clearly in exceptional cases some policy discussions will have to be kept confidential, but I strongly support the publication of the IMF’s country surveillance reports under Article IV. The case for an exception must be made and justified, while openness should be the norm.

Put simply, we should establish an international right to know that is not occasional or voluntary but ongoing and mandatory.

This will work best if the IMF and other international institutions are more open about themselves. They should do more to explain their practices and procedures to the public. And they too should join in a new partnership with the private sector—ongoing discussions about broader and more systemic issues facing the world economy.

With a right to a greater flow of information comes greater private sector responsibility. We need a system of debtor-creditor agreements—crisis resolution procedures signed up to in normal times with private sector responsibility clauses, such as agreement on collective representation and majority voting when creditor decisions are being made. When trouble hits an economy, the private sector must be prepared to do more than simply pull money out and accelerate the panic. On an ad hoc basis investors did the opposite in South Korea and Brazil and their decisions were essential in halting the flight of capital.

With these three changes—transparency, enhanced surveillance and investor networks—we can establish a markedly lower threshold for effective response than the old ad hoc crisis-triggered system.

Detailed discussion should now take place on the right mechanisms for private sector involvement in crisis resolution. Of course more information and more participation must not become a licence for reckless investment or insider dealing. Instead, by universalizing reliable information and creating orderly consultation procedures open to all, we can minimise the risks arising from insider information on the one hand and moral hazard on the other.

In the new framework it should be the duty of the public sector to inform, the duty of the international financial institutions to monitor, and the duty of the private sector to engage.

And because of the new disciplines we propose the public sector can now justify a system of mutual financial support, assistance to countries pursuing sound policies, and to contain the spread of financial contagion.

In the last few weeks the international community has proposed a temporary preventative facility, with short-term lines of credit for sound economies that are the victims of contagion. Once transparency, surveillance, and agreed private sector responsibility clauses are embedded in the new system of crisis prevention, this facility should be made permanent, and be properly funded.

Of course countries that do not follow these procedures or act on advice cannot expect that they and their private sectors will secure crisis support. The moral hazard would be to guarantee such support independent of whether they do the right things.

With the reforms we propose, we have a real opportunity to move the emphasis of international financial governance from one of crisis resolution to one of crisis prevention and crisis containment.

A GLOBAL SOCIAL CODE

There is a fourth reform: we propose a code of global best practice in social policy which will apply for every country, will set minimum standards, and will ensure that when the IMF and World Bank help a country in trouble the agreed program of reform will preserve investment in the social, education and employment programs which are essential for growth. This should be an indispensable goal for government in the new global economy: not guaranteeing that nothing will change, but equipping people to turn change into new opportunity.

International economics is not just about numbers in a ledger, but about the lives of people. For too long it has been assumed that the cost of crises will inevitably be paid by putting more burdens on the poor—by cutting health, education, and basic social services.

This is wrong in the short term and it will not work in the long term because it erodes both the economic and the political foundations of a society. For reasons of self-interest as well as conscience, we cannot accept a worldwide regime of the well-off in the castle, and the vast majority at the gate. Creating national support for needed reform depends on sharing gains, and helping those who are hurt by economic crises. As Jim Wolfensohn, President of the World Bank, has so vividly put it, “Social and economic issues are inseparable, they are like breathing in and out.”

In their October statement the G7 recognized the urgent need for a code for good social practice and asked the World Bank to work with countries and with the United Nations and others to develop the principles and provisions of such a code.

This is an historic opportunity to realize the enduring public purpose, the high ideals of 1945. And we should not see this code in narrow terms as merely creating social safety nets. We should see it as creating opportunities for all by investing more not less in education, employment, and vital public services.

The way forward is not leaving people defenseless—and tolerating a culture of poverty; not repeating past mistakes, which have created a culture of dependency; it is equipping people to cope with change, through a new culture of opportunity.

The first building block is, of course, minimum social provision such as safe water supplies; universally available vaccinations and basic health care; and in every society universal access to schooling for girls as well as boys.

The second building block is the chance to work and the assurance that work will pay, a commitment that we must, stage by stage, year by year, fulfill in developing countries as well as developed ones. The code would set out best practice that can help people find and remain in paid employment: programs to move them from poverty or welfare to work; lifetime learning so that people can move themselves up a ladder of opportunity; and pension systems that mean a lifetime of work will be followed by a decent retirement.

We should forge new partnerships between the public and private sectors—and the NGOs. But of course the existence of a program today should never be the excuse for its perpetuation tomorrow. And the reforms the IMF and other international authorities require must be consistent with the social principles and make a virtue of preserving necessary social investment.

For the poorest highly indebted countries of the world we must create a virtuous circle of debt relief, poverty reduction, and economic development. We should never leave countries with an impossible choice between paying or defaulting on unsustainable levels of debt. Immovable mountains of debt run up in the 1980s have become impassable barriers to progress for poor countries in the 1990s. It should now be our ambition that every highly indebted poor country will be in the process of debt relief by the millennium.

And for countries like hurricane-hit Nicaragua and Honduras, weighed down by the burden of debt and devastation, it is right to create a new World Bank trust fund—now with over 130 million dollars pledged—to alleviate their debt payments. It is also right to devise the new post-disaster facility that will give faster relief from debt, to all countries in this position. I believe 1999 must bring a new urgency to relieving third world debt.

CONCLUSION

So what we must together create is a new economic constitution for a global economy, born out of new realities, grounded in new rights and responsibilities, enshrined in codes of conduct that are agreed nationally and applied internationally, rediscovering public purpose in the international economy and bringing to life again the high ideals of 1945.

We need to build quickly, not debate indefinitely.

Agreement on the codes of conduct should be reached at the IMF meetings in April.

A new system of global financial regulation should be in place by the summer.

The new mechanism for crisis prevention and crisis resolution should be agreed in principle this summer and the detail should be the subject of intensive discussions between the private sector and national and international institutions to reach agreement by the end of 1999, and the code for best practice in social policy should be agreed at the next World Bank meetings in the spring.

This is a program of reform for our generation. It is more than simply a collection of proposals. It rests on a modern vision of government, doing the right thing, but not everything; of markets working, but not always perfectly; of principles of economic and social justice that reflect our best values and ultimately determine world stability and growth.

This project is indivisible; each element is essential to the success of the whole. And all of it is built on the understanding that increasingly we are part of both one global economy and one moral universe. Now more than ever, in the phrase of the Scottish author, William McIlvanney, we must understand that “the economy should be there to serve the people, not the people to serve the economy.”

Ours is an age of great challenges but also great possibilities. What Franklin Roosevelt said to the citizens of his nation in 1933 is now powerfully relevant to the citizens and governments of all nations.

If I read the temper of our people correctly, we now realize—as we have never realized before—our interdependence on each other, that we must be willing to sacrifice for the good of a common discipline—because without such discipline no progress is made.

Today I believe that we in our generation have the vision, the values, and the will—as had the generation which preceded us—to make the world economy anew; the public purpose and high ideals to make a better world economy in every sense of that word.




GLOSSARY

Capital gap: The gap between what a bank would need to weather some losses on its assets and its reported capital.

CDO: Collateralized debt obligation, a structured investment created by investment banks. The investment banks buy a diversified portfolio of loans and bonds which are medium to high risk. Because the portfolio is diversified, the rating agencies see the risk of losses from the whole portfolio as being lower than the constituents, and give the portfolio a higher credit rating. The second part of the CDO is that the investment banks find investors who want to take and are prepared to take the first or second loss on the portfolio for a higher return. That then lowers the risk of the remaining part of the CDO, which can be sold to an investor who can only hold highly rated “low-risk” investments. Each type of investor—the first loss investor (equity piece), the second loss investor (mezzanine), and the highly rated investor—has different investment targets. Investment banks would often create CDOs to satisfy the demand of one type of investor and warehouse the remaining risks until the other investors returned.

CDS spreads: A credit default swap is a contract that references the performance of a loan or bond of a particular corporate-, bank-, sovereign-, or mortgage-backed security. The seller of the contract undertakes to compensate the buyer of the contract for any impairment to the credit if there is an event of default, and in return receives an interest payment from the buyer. The CDS spread is normally quoted in hundredths of a percent.

Demutualized mortgage banks: Ten of the largest mutual banks in the U.K. demutualized and have mostly disappeared during the crisis: Abbey National and Alliance & Leicester, now owned by Santander; Cheltenham & Gloucester, Halifax, and Birmingham Midshires, all owned by Lloyds; and two went bust: Bradford and Bingley and Northern Rock.

Fed discount rate: The interest rate at which the U.S. Federal Reserve will lend money to banks in return for collateral. During the crisis, the acceptable collateral has expanded greatly, keeping the system going.

FSA: Financial Services Authority, created in 2000 as a statutory regulator for the U.K., replacing self-regulation.

HBOS: HBOS PLC was the holding company for two brands, Halifax and Bank of Scotland.

Jubilee 2000 campaign: An international campaign that called for the cancellation of the debts of the world’s poorest countries, afterward renamed Drop the Debt, then the Jubilee Debt Campaign.

Leverage: The total assets a bank holds as shareholders equity. An institution with high leverage is at risk from a small fall in the value of its assets wiping out its equity.

Liquidity: Broadly, liquidity is a measure of the ability of an company to repay its debtors. It is particularly important for banks, because they borrow and lend for very short time periods, so a bank can quickly go bust if it runs out of liquidity, for example, if there is a run on the bank.

Lloyds: Lloyds TSB PLC.

London Summit 1933: The London Economic Conference, held June 12–July 27, 1933, where sixty-six nations met to agree on measures to bring the world out of economic depression. It failed.

Make Poverty History: A broad-based campaign that targeted the 2005 G8 meeting to demand the G8 pursue policies that would promote reduction of global poverty.

Mortgage-backed bonds: Tradable bonds that paid an interest and repaid principal in accordance with the pool of mortgages that backed each bond. They were constructed by an investment bank buying a portfolio of mortgages from an originator. A servicer would also be hired to handle the contact with the individual mortgagees, and the costs would be deducted from the interest paid to the bondholders. All other economic proceeds were paid through to the bondholders, who were in essence providing the mortgages. This structure created a new asset class and allowed investors to lend mortgages without having to set up a bank, hire staff, create a brand, and build branches. It greatly lowered the cost of mortgages and made them more available, but was very vulnerable to agency problems.

Mortgage-backed securities: See Mortgage-backed bonds.

Quantitative easing: When interest rates are low, the central bank engages in quantitative easing to increase the stock of money in the economy. The central bank does this by buying assets, sometimes just government bonds, but also other assets, and in return the central bank credits the bank with money.

Recapitalization: An injection of equity into the balance sheets of banks.

RBS: The Royal Bank of Scotland Group PLC was one of the five largest stocks on the FTSE 100. It owned Citizens Bank in the U.S. and RBS and National Westminster in the U.K. and bought ABN Amro’s investment bank operations in 2007.

Shadow banking system: This is the name given to the large system of investors that looked very much like a bank, but were unregulated. By and large they bought mortgage-backed bonds and borrowed money in the money markets on the basis that the assets they owned were very high quality, for which they paid a little more than other Triple A borrowers. Economically they were borrowing short-term and lending long-term mortgages, hence they looked very like a bank.

Special Liquidity Scheme: This was introduced in April 2008 by the Bank of England to expand the collateral to high-quality mortgage-backed securities that banks could use to give to the Bank of England in return for sterling. Previously the banks could use government bonds only as collateral.

Subprime mortgages: Higher risk mortgage lending. In the U.S., they were loans to individuals with FICO scores below 620.

TARP: Troubled Asset Relief Program.

Taylor rule: A rule for setting central bank interest rates that combines an inflation target with a concern to ensure that unemployment is not too high.

The Crosby Report: Sir James Crosby’s report to the British Treasury looked at how mortgage lending could be reopened. It suggested providing government guarantees on some mortgage-backed bonds to create greater investor demand, and thereby assuring long-term financing for the banks. It was this idea that became the guarantee for term funding in the U.K.’s recapitalization plan.

Tier 1 capital: A regulatory measure of the leverage of banks, with a trigger for intervention by the regulator. It tried to take into account the need for a proper return on capital by allowing banks to hold only a small amount of capital against assets that were regarded as low risk (i.e., Triple A assets). However, it exposed the banks because some of those Triple A assets were wrongly rated. Core Tier 1 refers to Equity + Preference Shares / Risk-weighted assets.

Treasury Select Committee: The oversight committee in the House of Commons dealing with the Treasury, the FSA, and the Bank of England.

Triple A: The highest rating given by a rating agency, implying the lowest probability of default. Aaa in Moody’s, AAA in Fitch and S&P.

Triple B: A credit rating that most nonfinancial corporations now hold, and so relevant to investors who were looking to invest in alternative mezzanine tranches of CDOs. Baa1—Baa3 in Moody’s terminology, BBB+ to BBB- in Fitch and S&P.

Undercapitalized: A bank that has less than 4 percent of Tier 1 is defined as undercapitalized from a regulatory perspective. However, the market might take a different view of the adequate level of capitalization of banks in periods of stress, when there are concerns about the quality of the bank’s lending and assets.


NOTES

PROLOGUE

1. For example, on January 18, 2008, Citigroup had raised $12.5 billion, and on the same day Merrill Lynch raised $6.6 billion.

2. Throughout 2008 the price of oil hit a number of record highs, peaking at $147 a barrel on July 11. During 2008 the threat to the real economy was not just from the financial crisis but also from the commodity price crisis, and we spent as much time and energy dealing with the latter as with the former.

INTRODUCTION:
THE FIRST CRISIS OF GLOBALIZATION

1. To put the crisis in its context, from September 2008 to June 2009, the U.S. economy alone lost 6 million jobs. Output, exports, and jobs fell farther and faster in the autumn and winter of 2008 than at any time in the history of the world, faster than even in the first stage of the Great Depression.

2. In America, the richest country in the world, there are now 8.5 million fewer people in jobs than in 2008. In the poorest countries, 100 million more of our citizens are in poverty. From its peak to its trough, from April 2008 to May 2009, the fall in world trade was 20 percent; world output declined by some $1.5 trillion.

3. Globalization has a number of eloquent critics, and antiglobalization rhetoric is a mainstay of populist politics, particularly on the European center-left. I am proud that whatever my faults, I have maintained a resolutely antiprotectionist, pro–free trade, pro-market, and pro-globalization stance throughout my time as Chancellor, as Prime Minister, and since. My speeches to the European Parliament and the U.S. Congress were elucidations of my views in this regard, deliberately given in environments I did not anticipate being 100 percent receptive.

4. The commodity crisis was not, therefore, as commonly understood, simply a contemporaneous event with the financial crisis, but a huge driver of the need for global action in its own right.

5. In 2007 and 2008 around two hundred banks went under. These were failures on a huge scale, accompanied by revelations of around $2 trillion in rotten assets. Even today, in 2010, $7 trillion of government guarantees protecting the banks from collapse are still in place.

CHAPTER 1:
“ALL I NEED IS OVERNIGHT FINANCE”

1. But the first real sign of the banking collapse to come was the closure in spring 2007 of two hedge funds owned by the Bear Stearns bank. Bear Stearns High-Grade Structured Credit Strategies Master Fund and Bear Stearns High-Grade Structured Credit Strategies Enhanced Leverage Master Fund were hardly household names. Nor, reflecting the new shadow banking system that had developed and which I discuss in chapter 4, were they even based in America; both sought bankruptcy protection in the Cayman Islands Grand Court. They had been exposed to—and brought down by—subprime loans, having bought up packages of mortgages originated by lenders in the U.S. and now sold throughout the world. What mattered was that their total value was not negligible: the write-offs alone from subprime lending have exceeded $2 trillion. To put that in context, writing it off was like writing off the annual output of the U.K. economy.

2. On December 17 the Fed announced twenty-eight days of over-year-end funding, amounting to $20 billion, and the European Central Bank made €500 billion available on December 18.

3. The first commodity to peak was wheat, at $13 a bushel, on February 25, having been $9 at the beginning of January and only $4.80 a year earlier. The numbers for the other commodities were as follows: gold ($1,017 /oz., March 17, 2008; $900; $637); corn ($7.60 / bshl, June 23, 2008; $4.90; $3.80); oil ($147 / brl, July 7, 2008; $92.60; $61.50).

4. Throughout this year commodity prices were hugely volatile; for example, gold reached its 2008 peak that month at $1,017 per ounce, up from $637 in January 2007.

5. At the meeting were John Thain (Merrill Lynch), Jamie Dimon (JP Morgan Chase), Bill Rhodes (Citi), Dick Fuld (Lehman Brothers), Kenneth deRegt (Morgan Stanley), Brian Moynihan (Bank of America), and Bob Kelly (Bank of New York).

6. In fact when the Special Liquidity Scheme closed on January 31, 2009, £185 billion had been lent.

7. Because the share price was now trading below the rights price.

8. And I think the U.K. government will be in the end.

9. Then the world’s biggest insurance company, AIG, came under pressure and was nationalized to prevent it from collapsing. This was, as Federal Reserve Chair Ben Bernanke explained, because of its entanglement, its interlocking connections with so many other important and systemically significant institutions. AIG, as he explained, had insured many billions of dollars of loans and securities held by banks around the world, and its failure would have rendered those insurance contracts worthless, imposing large losses on the global banking system. It was the official recognition that in addition to the problems caused by a shadow banking system and a race to the bottom, we also had severe risks posed by the dependence of each financial institution on the other.

10. Mutual banking has a long history in Britain, and I’m pleased to say that the many building societies that didn’t demutualize continue to thrive today.

11. This then happened on October 9.

12. By the time we arrived home from Paris, news was also coming out about the multibillion-Euro German rescue of Hypo real estate.

13. Simultaneously the Fed went to 1.5 percent and the European Central Bank to 3.75 percent. Other countries followed suit.

14. In the end, the reaction was that the leak had derailed the plan, but that its impact was still enormous. The Financial Times concluded:


“Calm and orderly” decision-making? Hardly. Now that we finally have details of the government’s leaked plan, how does it look? The good news is that it is comprehensive, dealing with the banks’ liquidity, capital and funding crises. In that sense, it is bolder than the U.S. bail-out. . . . The most significant element of the plan, though, is the bold attempt to unjam banks’ wholesale funding markets through a £250bn guarantee. The novelty is that, instead of a blanket deposit guarantee, the U.K. government is taking more careful aim. What banks have desperately needed in the past few weeks is term funding. So far they have staggered along with overnight funding and central bank liquidity. That is obviously not sustainable. Will it be enough? Barclays, HBOS, Royal Bank of Scotland and HSBC between them have about £110bn of debt securities maturing in 2008 and 2009. But the U.K. banks do not operate in a vacuum. The U.K. government has done its bit. If funding markets are to unfreeze, other governments need to join in.



15. Despite working so hard, they still had the sense of humor to refer to our bank plan as “the balti bailout,” after the take-out curry dish that had been so regularly delivered to officials trapped in meeting rooms hammering out the deal and unable to leave for meals.

CHAPTER 2:
THE PROBLEM FORESEEN: LESSONS
FROM THE ASIAN CRISIS

1. At the point they were bought, shares had been falling for so long they were cheap. The reason nobody was buying privately was because people thought they’d fall further. But as soon as there was a public capital injection there was a floor put under the price.

2. It was that decision—the commitment to low inflation as the means to high investment and high employment—that, in my view, paved the way for a further step forward: what most people now recognize as the major improvements in Britain’s public services between 1997 and 2010.

3. I believe that when the G20 met in London eleven years later I was the only surviving member from that original meeting.

4. The old and now obsolete idea was that the IMF visited a country and merely gave private advice to the government of the day. But the system was the wrong one for markets that needed to be informed of the results of independent surveillance. For example, Japan went through the years of its financial crisis with the IMF giving strong private advice but little public information.

5. I managed the transition by assuring everyone that their speeches would be published, but for the purposes of the meeting they should speak to the issue at hand. But when countries represented constituencies—so that prior agreement had to be reached on the text of their submissions—it was impossible to prevent leaders from simply reading out their scripts.

6. Consider, for example, the following extract from my Harvard speech. If you replace the names of the countries, the process is almost exactly the same as the one we lived through ten years later: “This year we have experienced events that were unthinkable just two or three years ago: free enterprise Hong Kong taking publicly owned stakes in all its private companies; Japan nationalizing its banks; Russia going into default; in America the mounting of one of the biggest ever emergency refinancings not for a bank, but for a hedge fund; most damaging of all, the biggest growth economies of the last decade in East Asia suffering larger contractions in output even than experienced in the Great Depression of the 1930s.”

CHAPTER 3:
THE PROBLEM REVEALED: CAPITALISM
WITHOUT CAPITAL

1. The traditional justification for those flows, despite their inherent instability, is that finance serves industry (i.e., the financiers provide the backing for the businesspeople who make and do things in the real economy). But consider this: by some estimates only $2 billion or $3 billion a day, only 2 percent of the eventual total, was necessary to maintain international trade and productive investment. According to the McKinsey Global Institute, the ratio of global financial assets to annual world output has soared from just over 109 percent in 1980 to more than 300 percent. At the time of the crisis the global stock of core financial assets reached $140 trillion, twice the size of the world economy.

2. We know that by early 2007 assets held in hedge funds grew to roughly $1.8 trillion and that asset-backed commercial paper conduits in the form of structured investment vehicles, in auction-rate preferred securities, tender option bonds, and variable rate demand notes had grown in size to $2 trillion. To put these figures in context: the combined balance sheets of the five major investment banks at the time totaled $4 trillion, and the total assets of the entire banking system about $10 trillion. On the eve of the financial crisis, as the report of the New York Fed shows, the volume of cash under management by regulated investors was $2.5 trillion, by unregulated money market intermediaries $1.5 trillion, and by direct money market investors over $3.7 trillion. That figure is greater than all checkable deposits, savings deposits, and time deposits of $6 trillion, but was expected to be repayable on demand, though not supported by any amount of capital.

3. If anything, the problem had been too little government interference in the market, not too much.

4. More than surprised, I was furious—because in a last-gasp attempt to save itself in New York, Lehman had transferred huge amounts of money from London overnight, leaving British employees bereft of any retirement payments, or even their last month’s salaries. A similar tale can be told of Merrill Lynch. The latest account, All the Devils Are Here, by Bethany McLean and Joe Nocera, as previewed in Vanity Fair (October 2010), states that while a board meeting in July 2008 was told that the risk on the firm’s books amounted to no more than $83 million, Merrill Lynch’s subprime exposure was $55 billion—with Merrill Lynch later recording $8 billion in subprime writeoffs. Yet Merrill paid its traders and executives over $3 billion in bonuses just before its merger with Bank of America.

5. In fact Lehman was acquiring potentially illiquid assets that made it more difficult to raise cash quickly, more difficult to hedge risks, and more difficult to sell in a downturn.

6. Repo, or repurchase, is an agreement on the sale of an asset and a future repurchase. It is a way of funding an asset in the short, or sometimes medium, term.

7. Its total capital ratio went from 18.2 percent in early 2006 to 10.5 percent in the summer of 2007. At the same time the industry high was 18.7 percent.

8. “Tier 1” capital is core capital as a percentage of risk-adjusted assets. Of course being risk-adjusted meant that assets such as subprime synthetic CDOs, because they were Triple A rated, required little capital to be held against them.

9. In evidence to the Valukas Report, Lehman’s global financial controller confirmed that “the only purpose or motive for [Repo 105] transactions was reduction in the balance sheet” and that “there was no substance to the transactions.”

10. British and American banks were not alone in their bad behavior. Of course we still know too little about what’s been happening in the greater part of the world—in China, Russia, India, and Brazil—where state-controlled banks hold the majority of assets in the financial system. But we now know that in Germany too the Landesbanken, which are banks owned by the regional states and make up one-fifth of the country’s banking assets, lost nearly €10 billion in 2008 alone, the consequence of years of cheap financing unwisely invested in a range of securities—including U.S. subprime mortgages—that then went wrong. In 2009 four regional banks alone—HSHNordbank, WestLB, Landesbank Baden-Württemberg, and BayernLB—made a combined €5.3 billion net loss. We will come later to what is a widespread belief, that the scale of write-downs, in Germany and other parts of Europe, that have still to be made has been underestimated.

11. Even as the financial crisis built up and controversy raged around him, RBS Chief Executive Fred Goodwin signed up a £1 million sports deal with the Indian cricketer Sachin Tendulkar in September 2008.

12. One irony was that even as he did the biggest banking deal of all time, the prize that Fred Goodwin had really wanted—another prestigious entry into the American market with LaSalle—was denied him. As part of the deal it was sold off to Bank of America.

13. This is cited, for example, in Ian Fraser’s blog, July 13, 2009, “The Recklessness of Cummings.”

14. The deals HBOS was involved in included some of the best-known companies in Britain. In 1998 they were bankers to the City Inn chain of hotels, but made it a 50-50 joint venture, worth £110 million. In 1999 they were themselves part of Scotland’s largest management buyout, buying into a £100 million takeover of the property firm CALA. They then financed Sir Rocco Forte’s RF hotels (buying £70 million in equity and offering £200 million in loans). Then came Sir Philip Green’s well-publicized purchase of Topshop owner Arcadia in 2002. Here HBOS provided the entire working capital of £950 million and took an 8 percent equity stake. When Green went on to take a tilt at Marks & Spencer in 2004, he again turned to HBOS. HBOS deals also involved the retail tycoon Sir Tom Hunter, Prince Al-Waleed of Saudi Arabia, and the Icelandic entrepreneurs behind Baugur, co-owning with them large parts of British main street properties. To this were added shares they took in David Lloyd Leisure, House of Fraser, and the cinema group Vue.

15. In other words, the gap between rich and poor has increased because the very top have pulled ahead quickly, not because the living standards of those toward the bottom have fallen or stagnated. In fact, through the national minimum wage, the Child Tax Credit, the Child Trust Fund, and other initiatives, the living standards of those in middle- and modest-income Britain rose substantially during the thirteen years of Labour government.

16. Countries have also introduced unilateral policies in this area. In January 2010 the U.S. government announced that it would seek to impose a 0.15 percent tax on the uninsured liabilities—defined as total assets net of Tier 1 capital and insured deposits—of large financial institution, to raise $90 billion during 2011–20. The French government has implemented a temporary tax on bonuses granted in 2009 by banks and other financial institutions (excluding insurance and portfolio management companies). And in March 2010 the German government announced plans to introduce a systemic risk-adjusted bank levy to mitigate the negative externalities associated with systemic risks. The Swedish Financial Stability Fund (SFSF) was introduced as the financing vehicle of four instruments available to the Swedish government to protect financial stability: bank guarantees, capital injections, emergency support, and deposit insurance. The SFSF covers deposit-taking institutions incorporated in Sweden, with a target size of 2.5 percent of GDP in fifteen years.

CHAPTER 4:
THE PROBLEM ASSAILED:
THE ONE-TRILLION-DOLLAR PLAN

1. Previous G20 meetings had taken place only at the finance ministers’ level.

2. Transparency, supervision of hedge funds, new requirements for bank capital and liquidity, and a new college of supervisors to deal with multinational institutions.

3. The figure of $1 trillion was planned well in advance but revealed to only a trusted few outside this circle. Having worked through that we needed $1 trillion to provide a backstop, we approached the IMF, the World Bank, and governments one by one to agree to the detailed paragraphs in question.

4. It was on this trip to Chile that Jens Stoltenberg made his quip about my rhetorical consistency.

5. As we finished our meal in the rather grand setting of the state dining room of No. 10, we enjoyed a lighter moment. As our partners joined us from a dinner they had enjoyed with some of Britain’s most successful women, our chef for the evening, Jamie Oliver, came through with his apprentice chefs to be introduced and thanked. But for him it was no routine catering evening: his wife was expecting a baby that night. The next day, when we heard the good news (a healthy baby daughter), the G20 sent him and his wife and new baby our congratulations.

6. The degree of secrecy about the figure was important not because we wanted an “announceable” for the day, but because unveiling something far in excess of expectations was an important part of jump-starting the market.

7. The press seemed fixated on the precise language around fiscal stimulus and supposed splits between the U.S.-U.K. and France-Germany. The reality was that there was enormous common ground, and this was not for me the main objective. The most important battle for me was always going to be about the precise figures we put to the tangible support the global economy was being given.

8. I am particularly proud to have campaigned while at Edinburgh for a pay increase for campus cleaners and for the university’s disinvestment from apartheid South Africa. I felt my life had come full circle when I was later able to introduce the minimum wage as Chancellor and to campaign with Nelson Mandela for increases in aid, for debt cancellation, and for trade justice.

9. Needless to say, making mobile phone calls from the chair of international meetings is not normal protocol.

10. Back in 2008 we could never have contemplated the scale of the individual rescues that international authorities would have to support, but by the summer of 2009 the IMF had already authorized $5 billion in stand-by payments and $78 billion in flexible credit lines. Ukraine was bailed out, with the European Union and the IMF together contributing a total of $16 billion in support. Since then Hungary, Latvia, and Greece have drawn on the facility.

11. But to accompany national monetary stimulus there had to be national fiscal stimulus too. We now know that a total of $3 trillion was injected into the budgets of national economies to take us out of recession.

12. A commitment that has disappeared in Europe following the Greece crisis.

13. Indeed, so important to Europe was that outcome that Chancellor Merkel broke off from the last days of her election campaign in Germany to attend the summit.

14. As I left the first night of the summit I talked with President Sarkozy. We agreed that the G20 had to work not just as a short-term emergency summit, but as a long-term pact between the major economic powers. And we had to make sure the G8 aligned with the G20 in ways that did not alienate the non-G8 members, but still ensured that the G8 retained its role in foreign affairs. Since Sarkozy had been such a brilliantly innovative president of the European Council, I thought the best way forward was to nominate him as chair of the G20 for the year in which he was also president of the G8. The next day there was agreement at the summit that the G20 chair nation in 2011 would be France.

CHAPTER 5:
GOING FOR GLOBAL GROWTH AND JOBS

1. Uncertainty about the future has meant that while much of Europe and America have had only what might be called an “inventory recovery,” companies are undergoing a “balance sheet recession,” what economists tell us when the private sector does not take up low interest rates to invest but pays down debt to hold up their balance sheets.

2. If the story of the past twenty years, the rise of China and India, is well understood, the sheer scale of it—and what it means—has never been fully absorbed. Together, India and China, more than a third of the world’s total population, are growing their economies at between 8 percent and 10 percent a year. Jim O’Neill and his team at Goldman Sachs have christened the cluster of huge growth countries the BRICs (Brazil, Russia, India, and China) and report that in the years up to 2020 the BRIC countries will be growing twice as fast as the rest of the world—and three times as fast as America and Europe.

3. The latest report from Goldman Sachs is that U.S. unemployment will remain at around 10 percent even if there is no fiscal tightening until 2013 and no monetary tightening until 2015. Even with a massive fiscal world stimulus worth $3 trillion and the widespread injection of money on an unparalleled scale into the world economy, the overall decline in global demand for goods (of around $2 trillion) is not being fully replaced, putting employment and prosperity at risk.

4. Imports of high-income countries are still 20 percent below that earlier pre-crisis peak, but the rise in their exports is still far short of 20 percent.

5. Under good policy coordination, fiscal consolidation, structural reforms, and growing domestic demand in surplus countries combine to deliver 2.5 percent higher growth after five years, 30 million more jobs, world output growing by over $1.5 trillion (in a $70 trillion world economy), and an estimated 33 million people brought out of poverty. But a scenario in which the worst risks materialize would cut global output by more than 3 percent (about $2.25 trillion) over the medium term relative to the refined baseline, with 23 million jobs at risk and 60 million people falling into poverty.

6. Half a century ago America was responsible for nearly one-fifth of all exports, but has seen its share of exports halved. In 1970 China accounted for just 1 percent of world exports. That share only reached 2 percent in 1990, and it was around 3 percent at the turn of the century. But in an astonishing leap forward, from 2000 to the start of the great recession, China’s share of world exports has soared to almost 10 percent, overtaking Japan and then Germany, and looks likely to hit 12 percent by 2014.

7. Take the computer industry. As Andy Grove, formerly of Intel, has explained, the computer industry now employs 1.5 million workers in Asia but just 165,000 in America. In fact there are fewer computer workers now in America than there were in 1975, when the first PC was invented.

8. This trend shows no sign of decelerating. As Alan Blinder, formerly of the Federal Reserve, has argued, as services become global the cost over twenty years to America alone will be the export of at least 30 million service jobs, in addition to those already lost in other areas of the economy.

9. On the eve of the recession the spending of just 600 million consumers in Europe and the U.S.—just 10 percent of the world’s population—amounted to 36 percent of the world’s economic activity. In contrast, the consumer spending of China, with 20 percent of the world’s population, was worth only 2 percent.

10. The case for global rebalancing is strong. More credible fiscal adjustment would mitigate but would be unlikely to reverse the decline in domestic demand in those economies undergoing consolidation. Current account deficits would narrow in advanced deficit countries and be matched by lower external surpluses in emerging and advanced surplus countries. The Euro area current account would be broadly unchanged, but imbalances within the area would narrow. While global imbalances would narrow, global growth would be lower. This reflects insufficient rebalancing of global demand; accordingly, monetary policy in advanced economies could afford to stay accommodative for a more extended period, since inflation pressures remain contained and inflation expectations are well anchored.

11. Some would even go as far as was said in Grover Cleveland’s presidency: “It is the job of the people to support the government, but not the job of the government to support the people.”

12. There is another reason for pursuing an aggressive growth strategy in industrialized Europe. Our societies are ageing, so we have to work harder at achieving high growth to ensure that, even as the working-age population falls, the growth rate ahead is not lower than in the second half of the twentieth century.

CHAPTER 6:
THE AMERICAN CHALLENGE

1. Almost all the great inventions of recent years have come out of America—from the revolutions in distribution with the car and airplane, the revolutions in energy, the revolutions in production itself with glass, paper, metal, and plastic to biotech, to new products from the computer onward.

2. Long-term unemployment, permanent employment losses, young people waiting for their first job.

3. With the workforce growing by 1 percent per year and productivity around 3 percent, growth needs to exceed 4 percent. The end of the fiscal stimulus will take 1.5 percent growth out of the economy in 2011, and the deficit will start to fall from 10 to 3 percent of national income by 2015, a degree of fiscal tightening that has been achieved only once over a ten-year period. At least $1 trillion is yet to be taken out of the economy, making the achievement of 4 percent levels of growth more difficult.

4. GM now sells more cars in China than it does in the U.S., and makes most of them there too. The company now employs 32,000 hourly workers in China. But only 52,000 GM hourly workers remain in the United States, down from 468,000 in 1970. And GM isn’t just hiring low-tech assembly workers in China. In the summer of 2010 the firm broke ground there on a $250 million advanced technology center to develop batteries and other alternative energy sources.

5. In this period the earnings of chief executives have risen from, on average, twenty-six times median incomes to three hundred times.

6. Today, as the Congressional Budget Office found from their analysis of tax data, the top 1 percent of households own twice as much of the corporate wealth in the United States as they did even in the early 1990s.

7. He went on to say, “The share of after-tax income garnered by the households in the top 1% of the income distribution increased from 8% in 1979 to 14% in 2004.”

8. This reflects the 20 percent shock Americans have felt since the recession hit; a 20 percent fall in the wealth of American households, a 20 percent cut in wealth in shares, and a 20 percent fall in credit cards. Despite strong sales of new goods like the iPad and the iPhone 4, Americans’ discretionary spending is now at its lowest share of national income since the post-1945 austerity years. As I write, months into the recovery, U.S. banks have repossessed nearly 258,000 homes in one three-month period; mortgage applications are at their lowest level since the mid-1990s, and housing starts and sales of new homes have fallen to an all-time low. Where once U.S. homeownership ran at 69.2 percent, it has now fallen to 66.9 percent.

9. The value of American homes, $13 trillion at its peak, is now below $9 trillion. Pensions and overall retirement assets, American households’ second-largest source of wealth, have fallen from $10 trillion to $8 trillion, and on top of that savings and investment assets have lost at least a trillion. According to the American editor of the Financial Times, “To invert the classic Horatio Alger stories, in today’s America if you are born in rags, you are likelier to stay in rags than in almost any corner of old Europe.” He goes on to cite the distinguished American economist Larry Katz, author of a seminal work on education and the economy: “Think of the American economy as a large apartment block. A century ago—even 30 years ago—it was the object of envy. But in the last generation its character has changed. The penthouses at the top keep getting larger and larger. The apartments in the middle are feeling more and more squeezed and the basement has flooded. To round it off, the elevator is no longer working. That broken elevator is what gets people down the most.”

10. Standard estimates suggest that a dollar of public spending raises GDP by around $1.50. Republican thinking in the U.S. is essentially that a deficit through tax cuts leads to incentives, which generate new activities and higher revenue. They have been using the research of Roemer, which suggests that every dollar spent on tax cuts boosts GDP by three dollars. But whether by spending or tax cuts, “an increase of 40% in ratio of public debt to GDP,” says Martin Wolf, “would cost the taxpayer 0.4 per cent of GDP and is a small price to pay for low unemployment.”

CHAPTER 7:
CHINA’S OPPORTUNITY

1. But we must remember Guangdong-based manufacturers also have the option of moving to cheaper locations in China’s interior. Today’s urban population is less than 50 percent, lower than the average figure for other nations at the same stage of economic growth, and with a large number of mainland cities yet to be developed. Today most enterprises are in China’s towns and villages. When the American Chamber of Commerce in China surveyed U.S. companies last year they found that already half of them had a presence outside the country’s established hubs. At the Delta Electronics plant in Wujiang, Jiangsu Province, the minimum wage is 50 percent lower than in the cities, at just $200 a month; in Wuhu, Anhui Province, it is 60 percent lower. So some factories have shifted inland, closer to the provinces from where migration to the cities originated.

2. China, of course, has a long way to go in improving its infrastructure and its investment in its workforce. Fixed investment per person is still only about 5 percent of what the American or Japanese worker has. But in 2009 total fixed investment, which goes wider than public infrastructure to include all business investment, amounted to about half of all Chinese economic activity, whereas in most developed countries it accounts for, at best, around 20 percent of GDP. Investment in Chinese domestic infrastructure projects, including the speeding up of construction of one hundred new airports, has risen to become 15 percent of China’s gross domestic product, something no other country has been able to do and in sharp contrast to America and Europe, where such spending is 2 or 3 percent of national output.

3. For example, with half a billion customers, China Mobile is the largest Chinese company listed overseas by market value, and has overtaken Nokia Siemens as the second largest creator of telecom hardware behind Ericsson. Today it has a global market share of 20 percent. Haier is the world’s fourth largest maker of appliances, with a growth figure of 10,000 percent since 2000. Geely has licensed the Volvo brand; Tsingtao Lager is ready to challenge Bud Light and become the top Chinese consumer product exported. And the speed and scale of the rise of Palm Baidu—China’s version of Google—has given it over 70 percent of the Chinese search engine market in partnership with China Mobile.

4. In the 1980s Japan became exporter to the world; then the Asian tigers took over. But the difference between the 10 percent share of China now and the 10 percent share Japan won in the 1980s but then lost is that when Japan moved into the higher value-added technology-driven products, wages rose and traditional export industries, like their textiles, became too expensive.

5. One study suggests that a 20 percent rise in Chinese consumption might well lead to an extra $25 billion of American exports; that could create over 200,000 American jobs.

6. It is important to put China’s phenomenal rise in perspective. It is the major beneficiary of the huge trend toward the global sourcing of goods and services and as such is part of—but not all of—the global supply chain that has developed. Much of the value of the Chinese goods consumed in America and Europe is created outside China in a global production chain, as is the case for the iPod, as discussed in the preceding chapter.

7. For example, China is not only the world’s leading exporter, but the biggest exporter by far to the U.S. Recently China’s market share of American imports rose to a record 19 percent, so one manufacturing product in every five America buys is from China. Eighty percent of toys sold in the U.S. are now made in China, but also 50 percent or more of computers, of mobile phones, and even of iPods and iPads.

8. There is of course in China an elite of luxury goods spenders. The French Hermès Group has just unveiled a brand, Shang Xia, designed specifically for Chinese millionaires. But the gap between rich and poor is such that even if China could match the U.S. in total output as early as 2020, as a World Bank forecast suggested in June 2010, average Chinese per capita income would still be one-quarter the U.S. level.

9. Although average incomes have risen very rapidly in recent decades, they still stand at between one-seventh and one-eighth the levels in the United States, lower than in Turkey or Colombia and not much higher than in El Salvador or Egypt. China is ranked 124th in the world for income per person.

10. There is another reason for China’s unique economic decision making, one that is intensely political, but with ramifications that are profoundly economic. The one-child policy has ensured that Chinese society is ageing quickly. Many people fear that, unlike India, which will have a growing population of thirty- and forty-year-old workers, China will run out of labor. But China’s labor supply is still growing. While it is true that the number of younger people entering the labor force will fall by almost 30 percent over the next ten years, and it is also true too that older workers are less willing to move to the coastal factories that depend on migrant labor, China still has 40 percent of its labor force in agriculture (with productivity at about one-sixth of the level in the rest of the economy), and that percentage will drop only slowly. Britain has only 1 percent of its population still working on the land, America 2 percent, but even in 2020 China will still have 25 percent on the land. Moreover, the country’s rural villages still contain perhaps 70 million potential industrial migrants, who might be expected to leave in search of work. And there are others who might work in the growing number of factories moving inland close to their homes. In addition there remains the “floating population” of 130 million migrants who work where the boom is, earning around $200 a month.

11. China is now building one thousand towns and one hundred airports for the new industrial population. In the next ten years, China will build ten new cities the size of New York. Over the next twenty years, by 2030, China will add 350 million more new city dwellers, more than the entire population of the United States today. For the month of January 2010, the hostels were virtually empty, showing how few workers had decided to make the new industrial towns their home.

12. A new study by Dennis Tao Yang of the Chinese University of Hong Kong, Vivian Chen of the Conference Board, and Ryan Monarch of the University of Michigan suggests that Chinese workers, in the cities at least, are now as expensive as their Thai or Filipino peers. But the fact is that while labor costs in China’s bigger firms tripled between 1995 and 2004, as stated by Chen, Bart van Ark, also of the Conference Board, and Harry Wu of Hitotsubashi University, labor productivity more than quintupled.

13. China’s public spending, which recently doubled, is still only 6 percent of the Chinese economy, compared with the West’s 25 percent.

14. In 2009 China’s exports slumped by 17 percent. But other countries’ fell even more, and China overtook Germany as second only to America for exports. China’s share of world exports is set to rise dramatically again, to an astonishing 12 percent by 2014, according to the IMF economic outlook, overtaking America as its share falls back to 8 percent.

15. Allocating a larger proportion of the expenditure increase to health and pensions would generate an even bigger rise in consumption. Allocating all of the 1 percent expenditure increase to health would raise consumption by 1.3 percent. If allocated just to pensions, consumption would rise 1.6 percent.

16. Chinese trade with Germany is one example on which we can all build. German trade with China has risen 60 percent since 2007. In fact German exports to China will soon exceed exports to France. This $100 billion trade between the two countries already is more than twice that of Britain or the nearest European competitor. While less than the U.S., Hong Kong, or South Korea, Germany is by far the biggest European investor in the country.

17. The Economic Cooperation Framework Agreement between Taiwan and China has already removed a thousand tariffs.

18. In the three years before the crisis, China’s currency revalued upward by around 20 percent or so, but with the crisis the domestic priority became saving Chinese jobs. Applying a purchasing-power parity (PPP) approach, Menzie Chinn of the University of Wisconsin at Madison and his collaborators estimated an undervaluation of about 40 percent. But after the World Bank’s 40 percent downward revision of Chinese GDP in PPP terms, that undervaluation disappeared completely. Nick Lardy and Morris Goldstein of the Peterson Institute of International Economics suggested that the renminbi was probably undervalued only by 12 to 16 percent at the end of 2008. Yang Yao at Peking University found even less misalignment. The expert view of Fred Bergsten of the Peterson Institute remains that the renminbi may be 40 percent undervalued against the dollar. Bergsten claims that China now has to intervene in currency markets to the tune of $350 billion a year to stop the renminbi rising against the dollar. He says the trade deficit can be expressed as an effective 40 percent tariff on imported American goods and a 40 percent subsidy to Chinese exports to the United States—an effective loss of one million U.S. jobs, and many more if we include the other Asian economies, such as Singapore, Malaysia, Taiwan, and Hong Kong, all linked to the dollar.

CHAPTER 8:
INDIA AND THE ASIAN ECONOMIES

1. We know that India’s manufacturing sector is expanding and that its service sector exports are growing, but China produces 13 percent of the world’s manufactured goods and has nearly 10 percent of world exports. India’s manufacturing is 2 percent of world output, and it has only 3 percent of world exports. In services China’s share of world trade is 3.1 percent, higher than India’s 2.2 percent.

2. Of course if India is to truly expand the rate of education it needs to deal with the problem of child labor. Nearly 15 percent of India’s ten- to fourteen-year-olds are in the workforce. The figure is less than the shocking rates of Mali, Niger, and Uganda, which are over 45 percent, but worse than China and Egypt.

3. For the Indians, “inclusive growth” now rightly has to mean more than that the income of the bottom 20 percent should rise with the average, by up to 10 percent a year, but that their share of the proceeds of growth should be 20 percent. If this were to happen, the distribution of subsidies, two-thirds of which go to those who are not poor, would have to be reviewed.

4. In Taiwan income per capita is almost seven times that of China.

CHAPTER 9:
LIVING WITH THE EURO

1. In my speech to the European Parliament on March 24, 2009, I put it this way: “I stand here proud to be British and proud to be European, representing a country that does not see itself as an island adrift from Europe but as a country at the centre of Europe, not in Europe’s slipstream but in Europe’s mainstream.”

2. The European Central Bank and the newly created European Financial Stability Facility—a €440 billion ($545 billion) special purpose vehicle to stabilize the European bond markets—have, together, still to absorb all the low-grade debt that came with the integration of European banking. In the absence of the ECB’s generous liquidity provisions, many more banks would have gone under. “We now know the European Central Bank will refinance sovereign debt for a long time,” writes Simon Johnson, author of 13 Bankers, “but there are 22 trillion Euros of credits (more than twice Eurozone annual GDP) provided by the Eurozone banking system largely to the private sector. . . . If the banking system decides it needs to tighten up on risk-taking, some of this credit will be cut off—thus further slowing growth in the region.”

3. Without this program Greece would be unable to pay debt interest and default. But as a result of it Greece does not have to go back to the markets for two years. In return, Greece has to cut spending over three years by 5 percent of GDP. Average pension benefits will be cut 11 percent, wages for government workers will be cut 14 percent, and the basic rate for the value-added tax will rise from 21 percent to 23 percent. Tax yield in a country not known for getting its taxes in has to rise by an additional 4 percent of GDP, which will also require a crackdown on tax evasion. According to the London School of Economics, tax evasion has consistently reduced Greece’s tax yield by as much as one-quarter. Deficits will fall below 3 percent of GDP not in 2012, as once promised, but only by 2014. But no other European country has ever managed to raise revenue equal to one dollar in every fifteen of its national income to pay for its debts and run a primary surplus of 4.5 percent of GDP. Greek unemployment—today at 10 percent—is forecast by many economists to rise, and to peak nearer 20 percent. With a fall in unit labor costs, and wages, Greece is likely to find itself in a prolonged slump. But even with wage cuts, public debt will rise to 150 percent of GDP. The deal is that as Greece cuts its deficit, the European Central Bank will underpin Greek banks, suspending the minimum credit rating required for the Greek government-backed assets used to secure its liquidity.

4. The first benefit would be lower transaction costs for business and consumers. We estimated these as worth around 0.1 to 0.2 percent of GDP, £1 billion a year, with the gains greater for smaller companies and permanent for all. The second would be diminished exchange rate volatility, with gains for both large and small companies, especially in the manufacturing sector—again with potentially the greatest gains for smaller companies. The third benefit would be greater cross-border trade, and thus the potential for increased commerce and growth.

5. I had to ask whether we had achieved, or could achieve, sustainable and durable convergence between Britain and the rest of Europe. Convergence would mean that the British economy could live permanently with Euro area interest rates and still be able to advance our objectives of high and stable levels of growth and employment, and of sustained and stable funding of our schools, hospitals, and other public services. I discovered that over the past thirty years interest rates in Britain have had to be, on average, 3 percent higher than those in Germany. The short-term interest rate divergence between Britain and the Euro area had fallen from 4 percent in 1997, when we came to power, to 1.75 percent by 2004. But we still had to be sure that there was not just a cyclical convergence in inflation and interest rates at a particular point in history, but a structural convergence that was sustainable for the long term. Moreover, we had to be sure that, if real interest rates or business cycles did diverge, Britain had the necessary flexibility to deal with the resulting stresses and strains and still sustain what I consider to be the overarching moral goals of economic policy: stability, growth, and employment.

6. President Barroso said, “Europe 2020 is about what we need to do today and tomorrow to get the EU economy back on track. The crisis has exposed fundamental issues and unsustainable trends that we cannot ignore any longer. Europe has a growth deficit which is putting our future at risk. We must decisively tackle our weaknesses and exploit our many strengths. We need to build a new economic model based on knowledge, low-carbon economy and high employment levels. This battle requires mobilization of all actors across Europe.”

7. Enhanced cross-border cooperation in public-private partnerships to address climate change, a potential €50 billion of additional public and private investment, will also create the low-carbon jobs of the future.

8. Today less than 20 percent is contracted across the Union.

CHAPTER 10:
POST-CRISIS AFRICA

1. Shriti Vadera and Justin Forsyth accompanied me on this visit to the UN. Justin was then my Downing Street senior adviser on development, and later became the Director of Strategic Communications. As with many of my senior staff, his background was in the campaigning movement to make poverty history. I reflect on that with some pride. I don’t believe there has been any administration anywhere in the G8 with so many of the strategic roles occupied by people whose life work has been global justice concerns.

2. The year 2009 saw the numbers in absolute poverty in Africa increase to 388 million. As the Africa Progress Panel (chaired by former UN Secretary General Kofi Annan) reported in June 2010, desperately needed improvements in growth and living standards and the strengthening of democracy had shuddered to a halt at the decade’s end. Countries on the verge of graduating from aid to global capital markets found their growth stalled. The hopeful trend in governance was interrupted by a series of coups d’état. The number of conflict-ridden African states, which had fallen to seven in 2006, was eleven in 2008 and 2009. Battle-related deaths, which fell from around 60,000 in 1999 to 1,400 in 2005, increased again to 6,000 in 2008. The only good economic news of 2010 was that in twenty-seven countries, real per capita income was at least not contracting. In contrast, economic growth in twenty-six countries has fallen back to below the rate of increase in population.

3. Even though together they account for four-fifths of the population of developing countries, the BRICs plus Africa generate just a third of all their imports. For decades the imports of developing countries have never been more than half the imports to developed countries, but in the world recovery developing countries now account for more than half of the increase in world import demand since 2000.

4. By 2050 Nigeria is expected to be bigger than Canada, Italy, and Korea. Egypt will be bigger than Spain, Pakistan, and Bangladesh.

5. Kenya’s factory-floor productivity is close to China’s, but Kenyan firms face a 40 percent cost disadvantage because of so-called indirect costs.

6. According to the charity WaterAid, only four in ten Africans have access to a basic toilet, and 570 million lack adequate sanitation. This situation results in two thousand deaths a day from diarrhea, which is now the biggest killer of children under five in Africa. We need the next stages of scientific medical advance in Africa, the development of new drugs, vaccines, and procedures, to be accompanied by progressive building up of permanent health capacity, especially with the training of health workers.

CHAPTER 11:
A PLAN FOR GLOBAL GROWTH

1. These figures are from private conversations with the author. The best estimate Goldman Sachs could give me was that the US and EU share of investment in world investment might fall from 40 percent now to around 35 percent by 2015 and 30 percent by 2020.

2. South America and Australasia are therefore excluded not because they should not be part of a global growth compact, but because my exposure to the particularities of those economies has been far less than to those analyzed in part 3.

3. This is something we touched on in the 2009 G20s, but we have been pushed off track by the focus on debt crises. The time in between, however, has reinforced my point, because the recoveries have been anemic and reveal more concrete data that give a greater measure of the challenge.

4. The fragility of global growth prospects is emphasized by the World Bank, which has said that a 1 percent increase in bond yields would slow world growth from 3.3 percent to 2 percent in 2010, and from 3 percent to 0.7 percent in 2011, with the developed world experiencing growth at only 0.9 percent in 2010 and 0.6 percent in 2011.

5. The jobs figure includes eight million more men and women employed in America and Europe.

6. Of course they also present the downside to their baseline case: 30 million unemployed worldwide. And it is all too easy for the leading world economies to fall into this downside case by following national solutions to this global problem.

7. The Mais lectures are an annual event in the City of London.

8. It is for that reason that I advocate measures to deal with the moral hazards that have grown and for action to be coordinated. Of course one country striking out on its own could face an adverse market reaction.

CONCLUSION: MARKETS NEED MORALS

1. There is no reason to believe that the world will automatically shake itself from that. For example, we have watched Japan lose twenty years’ worth of growth and their tight-knit society slowly fray at the edges.
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