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The World Economy Is Signalling . . .
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In May 2007, I tried with all my heart to convince one of my best friends to sell her house in Ireland. She trusts me. She knows what I do for a living. My job is to figure out what is going on in the world economy and what it means for prices and investors. Nonetheless, even though I sold my own home to prove my conviction, she trusted the bank manager and the real estate agent. Both assured her that her house would be worth ‘another half a million in six months’. When we come to believe that a house can be worth that much more in such a short period without even a new coat of paint, it’s a signal.

Signals are everywhere. I could not help staring at the cover of British Vogue in June 2009 because that too was sending out an important signal. It took me a while to figure out what it was. Of course it’s easy to stare at Natalia Vodianova, one of the world’s leading supermodels, especially when she is completely nude and remarkably curvy for a model. But something unsettled me. ‘What’s wrong with this picture?’ I asked myself. One of the world’s leading fashion magazines had a cover with absolutely no fashion. In fact, it showed no clothes at all. It showed a mother of three who, while enviably slender, was certainly not the sort of underweight waif that had dominated magazines for so many years. Yes, that cover was an important signal. It signalled the simple fact that the fashion industry had lost its old customer base – the young who were receiving unsolicited credit cards with large borrowing balances in the mail. Once the financial crisis hit, the fashion industry became aware that it had no idea who its new customer would be. Who had money to spend on fashion? Maybe now it would be the somewhat older woman, a mother, who was a very different customer. In short, the whole industry was suddenly engaged in a massive rethink. It went back to scratch, as it were. It went back to the human form, unclothed, and started to design for a customer who could be anyone from a beautiful young supermodel to a mother of three, knowing full well that both ends of the spectrum were still cash constrained.

[image: images]

Natalia Vodianova on the cover of British Vogue in June 2009 (Mario Testino/Vogue © The Condé Nast Publications Ltd).

Years later, in 2012, I spoke about that cover with the lead fashion director at British Vogue, Lucinda Chambers. My sense was that she and the fashion team absolutely did not think in this way, nor did they intend to send any ‘signal’. No doubt this is true, but that is the point. Often it is artists and creative people who feel and project the zeitgeist without realising they are doing so, which is one reason we should pay attention to them instead of relying so heavily on the opinions of the bankers and financial experts who dominate the business press alone. In retrospect, a Vogue cover with no clothes was clearly reflecting some kind of change or feeling of uncertainty.

By 2013, when the financial crisis had evolved into something much more profound, slowing economies worldwide and forcing the reinvention of business models, a traditional signal was emanating from the fashion world: the hemline. Some say hemlines go up in the good times and down in the bad. Usually, though, everyone knows exactly where the hemline is supposed to be. Yet as I write, there is no agreement whatsoever. Hemlines are all over the place. For that matter, nobody knows what the silhouette or cool shape ought to be either. Why? Perhaps it is because the fashion industry still cannot figure out who its customer really is. Fashion can send signals about the condition of the economy.

Fashion signals

I was inspired by a conversation I had with one of the founders of the iconic British fashion store Topshop in May 2007, before the financial crisis began. It was founded in 1969 by Sir Philip Green, Richard Caring and Tony Colman and has dominated British fashion ever since. Few men know clothes better than these men.

I happened to sit next to one of them (discretion requires I don’t identify him) at a lunch at Ditchley Park, an English country house in Chipping Norton, Oxfordshire, where senior policy and business people meet to discuss what’s going on in the world. As I listened to his stories, I translated his fashion sense into economic signals. Coming away from the conversation, I realised that there was a powerful signal in the loud patterns and bling that had come to dominate fashion just before the financial crisis. Something was very, very wrong when every woman was wearing (and every shop was selling) loud Pucci-inspired prints. Pucci is an elegant Italian fashion label that rose to prominence in the 1950s and 1960s when Grace Kelly, Marilyn Monroe, Sophia Loren and Jackie Onassis (who had been John F. Kennedy’s wife) wore its vibrant patterned scarves and stretch-knit clothes on the Riviera. The clothing is bright and attractive, mainly on petite women. It looks pretty ridiculous on everybody else. So, why was every shop selling such bold patterns? The answer was obvious: Chinese factories were churning out clothes ever more cheaply and in higher volume. This forced designers to take greater risks with their patterns in order to differentiate their products, attract buyers away from other suppliers and make shoppers content to own something that wouldn’t last long, purely because it was new and different.

By 2007 every shop was filled to the brim with poorly made, garish and eccentric copies of the Pucci look. Young women were receiving unsolicited credit cards in the mail and were delighted that Chinese factories could produce less and less expensive clothes. You could buy a blouse for a handful of loose change. In retrospect it seems clear that women were spending more than they could afford even though each item cost very little, especially since most items would only ever be worn once or twice before their fabric made them out of fashion. They were cheap and disposable. But, these customers were becoming increasingly indebted and therefore, at some point, their consumption would have to slow down. When that happened the stores would feel it.

Retailers themselves had so much access to cheap bank lending and public capital markets (IPOs)1 that they had lost all their cash-flow management and inventory skills. Shops were buying too much stock and would be caught short when the economy weakened, as it was bound to do once customers hit their credit limits. After all, almost everyone was spending beyond their means. The famous singer-songwriters Eric Clapton and J. J. Cale picked up on a signal in their song ‘It’s Easy’ from the Road to Escondido album, released on 7 November 2006. I thought Cale’s lyrics were a signal:


If cash is your problem, you might regret

Use that old plastic, slide two third in debt

It’s easy, easy you see

If tomorrow never comes, everything is free



But, tomorrow always comes. The music stopped in August 2007, when the financial crisis began. Suddenly, fear replaced optimism. Initially, the crisis seemed to be contained, exclusive to the financial markets and seemingly applicable only to the United States. The Federal Reserve Bank, America’s central bank, announced interest-rate cuts and other policy actions, which are usually powerful signals. However, most players in the world economy did not take much notice of what was happening. It was only when Lehman Brothers failed one year later, in September 2008, that the markets and the public alike registered what was going on and a sudden collapse of confidence and economic activity ensued. Many retailers went bust, unable to borrow and unable to sell their overabundance of cheap fashion to customers who had quite a few items of clothing already, no money for any more and frankly no need for them. With the economy now shedding jobs fast, suddenly what was needed to keep a job or get a new one was a plain white shirt and a black skirt, or a good old-fashioned conservative suit. When the economy is that bad, you do not take the risk of loud clothing getting in the way of a pay cheque.

Around the same time, a clothing chain called Zara started to take off just as all the other retailers were going bust. Zara’s success was a signal. What was different about Zara? For a start, this Spanish fashion firm had never manufactured much in Asia. Around three-quarters of its stock was made in Europe. It purchased fabrics from around the world, brought them back to Spain and stored them in massive refrigerated warehouses to protect the fabric until Zara’s designers needed it. When the financial crisis struck they did not have the shipping time or cost that weighed down their competitors. They could get new stock into the shops three or four times a week instead of waiting every three or four months for a shipment from Asia like everybody else.

It struck me that Zara had several other reasons for its success. It’s always possible to find a good black or navy skirt and a great white shirt there, which are office staples. Anyone looking for a job is going to dive into Zara confident they will find good-quality classics. Zara has always produced good ‘fashion’ items that are trendier, but it usually has plenty of classic items and very few fashion items. As a result, the stock turns over very fast. People go in to check out Zara anytime they pass by because they know the stock will be new and something they like will be gone if they wait. This is partly because the goods don’t come from Asia, where shipping time alone is six to eight weeks. Some 50 per cent comes from Spain and about 25 per cent from elsewhere in the European Union, so the stock in a European shop can be updated almost overnight. This speed of turnover guarantees a steady stream of returning customers who are already drawn in by the ‘value for money’ proposition.

Once the slowdown hit and unemployment started to rise, Zara’s classic value-for-money staples combined with continuous fresh, new, trendy designs assured the company continued to do well in spite of an otherwise collapsing market for retail. It helped that Zara is a private, family-owned company. In a world where all its competitors found their share price diving and the bank calling to take back the overdraft, line of credit or inform them the IPO had been cancelled, Zara had sufficient self-generated cash flow to keep going.

So, the naked model on the cover of Vogue signalled that the whole business model for retail clothing needed a rethink. Zara’s success at that particular time was a signal of a significant change in the world economy. Disposable fashion, where you buy a new item one day and toss it in the bin the next, died when the financial crisis stalled the economy. Zara’s success, compared to so many failed companies, revealed the flaws in the traditional women’s retail model, which depended heavily on a high volume of cheap, highly differentiated clothes (crazy designs) with long delivery times coming from Chinese and Bangladeshi factories, and unlimited funding from banks, private investors or the capital markets.

Glamazon and Gatsby

Looking back at that Vogue cover, the fact that Vodianova is a mother was also an important signal. After the athletic, ‘glamazon’ look of the original 1980s supermodels (Christy Turlington, Linda Evangelista and Naomi Campbell), fashion photographers favoured very skinny, very young models that looked fragile – a look epitomised by Kate Moss. It strikes me that ‘skinniness’ in women seems to be associated with periods of great wealth creation. One thinks of the skinny, Great Gatsby-style flappers of the 1920s or the Twiggy lookalikes of the 1960s. It makes sense. After all, it is very hard for a lot of women to be thin. It takes time, effort and money to be a skinny adult woman, unless you are one of the few with the DNA programming for that.

When things get rough, comfort matters more. Perhaps this is another signal in the world economy. For example, when times are hard, women will give up fashion but they won’t give up make-up, especially lipstick. Estée Lauder survived the financial crisis better than anyone expected as a result of this human tendency: lipstick and lip gloss sales went up as these are affordable and indispensable items, even in a slowdown. For me, the rising sales of lipstick and lip gloss soon after the financial crisis was a signal that the world economy would carry on and not cease to exist as many then feared. It seems even war and deprivation won’t dent this desire for lipstick. My publisher, Alan Samson, pointed out that Lieutenant Colonel Mervin Willett Gonin wrote about lipstick in his diary when he helped liberate some of the first of British prisoners from the German concentration camp in Bergen-Belsen in 1945. He said:


It was shortly after the British Red Cross arrived, though it may have no connection, that a very large quantity of lipstick arrived. This was not at all what we men wanted, we were screaming for hundreds and thousands of other things and I don’t know who asked for lipstick. I wish so much that I could discover who did it, it was the action of genius, sheer unadulterated brilliance. I believe nothing did more for these internees than the lipstick.2



The fashion team at Vogue know quite a lot about how much women care about lipstick, too, and thus signalled something important by choosing to photograph Vodianova without any fashion, but with lipstick and lip gloss. They signalled the fact that fashion could no longer survive simply by appealing to people’s hopes and aspirations for the future, when we would be flush with cash and skinny again. Instead, fashion would have to appeal to real women with real income right now, regardless of their body size or shape or age. The trend to put ‘plus-size’ models on magazine covers and in fashion advertising has only accelerated since the beginning of the most recent economic downturn. That is a signal too.

Today, governments in the most important economies in the world – the US, the UK, Europe, Japan and China – are all sending extremely forceful signals in the world economy. Perhaps the most important signal in any economy is the price of money. Most of the industrialised countries are suppressing interest rates, which is the price of money, to historic lows. This signal has already pushed up hard asset prices like property and food, and also pushed up the value of stock markets around the world. So, it is important to understand what the economic signals are and then to consider how they might impact on our daily lives.

But most people are afraid of economics. It seems to be very complex: all maths and algorithms. So, I decided to write a book that will help a person with no background in economics to better understand the world economy. Rather than being a subject that you are forced to study, my goal is to help you see that it is engaging and useful in everyday life, no matter who you are or where you work, or what you do.

Everyone assumes there are smart people somewhere in the world economy who will sort it all out. When I worked in the White House I realised people looked upon me and my colleagues as those ‘smart people’. When I worked on the trading floors of the world’s largest investment banks, armed with a wealth of skill and technology, the public thought that we were those ‘smart people’. Sadly, having been one of the ‘smart’ people, I fear that the public expect too much. These people are smart, but not that smart. They are no smarter than the collective decisions made by everyone in the economy. That being the case, our best hope of understanding the meaning and purpose of the signals being sent out by the major players in the world economy is to understand what motivates them.

Signals I have seen

Perhaps the concept of ‘signals’ needs further clarifying before we begin. Here are some more of the signals I saw that caused me to duck for cover and shout to my clients and friends alike: ‘Sell everything!’ My own family sold our primary residence and moved into rental accommodation by May 2007 in preparation for the financial crisis. Perhaps this background will help explain why I want people to notice the many signals that the world economy is sending today.

Scary china dinner sets, cabaret and mortgages

I saw many signals that the world economy was in trouble throughout 2006 and 2007, before the crisis began. For example, I accidentally wandered on to the top floor of Bloomingdale’s in New York and was overwhelmed by stacks of china plates painted with gaudy Halloween designs. ‘Who can afford to spend money on a china dinner plate set that will only be used once a year? Where would they keep it for the other 364 days of the year?’ I wondered. If they can accommodate a rarely used Halloween dinner service, have houses become too large? How much would it cost to heat such a house? Were people spending more than they were earning? When people are spending tomorrow’s income today, instead of saving some of today’s income to pay for what might come, it’s cause for concern. If they are willing to spend their unearned income on Halloween china plates, it’s an ominous signal.

Another signal was the sense of ‘affluenza’ that permeated the atmosphere at that time.3 The rich felt increasingly angry that they could not generate ‘enough’ money. Somehow, everyone felt that everybody else was even richer. Even the rich began to feel left out or left behind. My friend, Katia Hadidian, remembers going to an Eartha Kitt concert at the time, and Kitt changed the lyrics of her hit, ‘Just an Old-Fashioned Girl’,4 from wanting to marry ‘an old-fashioned millionaire’ to ‘an old-fashioned billionaire’, winking at the audience and purring, ‘inflation . . . ’ The funny thing is, she was right! You have to be a millionaire to own a nothing-special, two-bedroom flat in town in many cities these days. So, only a billionaire will do.

Another signal came in September 2007 when the Hong Kong Shanghai Bank (HSBC) announced it was setting aside nearly one billion US dollars to cover losses associated with its purchase of Household Finance, a company that provided mortgages.5 It struck me that this announcement of loan provisioning was a signal that the whole mortgage market must be in trouble. Ultimately HSBC would write off nearly $20 billion-worth of mortgages. If a big bank had made such a huge loss, what were the chances every other bank had made the same mistake? As it turned out, the banks collectively lost so much money that the losses have had to be shifted on to the taxpayers (which means you, the reader, as we shall see). The 2007 announcement was a big signal, though few registered it at the time.

A further signal appeared around that time. I found that everything I bought that had been made in China kept breaking. This worried me, but I could not figure out what the problem was. In retrospect, China had moved so far down the value chain that even inexpensive goods were not worth the unbelievably cheap price.

Then, I detected a signal that seemed really important. Every financial trader I knew was talking about the ‘inevitable financial crisis’ while refusing to sell anything on the grounds that he was smarter than all the other traders and therefore he would get out (of the stock or property market) first. This was an extraordinary manifestation of hubris: traders declaring themselves smarter than the market and capable of doing something nobody has ever managed to do consistently, which is to pick the exact moment to sell.

That signal alone made me think it was time to sell the house and move my family into rental accommodation.

Handbags at dawn

Finally, and perhaps oddly, I noticed that women were spending a fortune on handbags. I have never met a straight man that was ‘turned on’ by a handbag (though I concede they must exist). Men, it seems to me, often get real pleasure, in contrast, from looking at women’s shoes. But in a booming economy, women had enough cash to indulge in something that had no meaning to men. Could it be that handbags are designed for women to compete against other women? Rather than duelling with sabres at dawn, was I witnessing duels with oversize handbags at cocktail parties? Was this a signal of financial excess? After the financial crisis, when women became more aware of the need to look after their financial and personal future, they stopped buying so many bags and instead turned to shoes. Shoes began to outsell bags as a fashion accessory, but both the handbag duels and the shift to shoes struck me as significant signals.

For the Love of God

If we ignore or fail to register the importance of signals, it is in part because we don’t want to. Think about the artwork For the Love of God, produced by Damien Hirst and presented to the world on 1 June 2007, just two months before the financial market crisis hit on 13 August.

This sculpture, a platinum cast of the skull of an eighteenth-century man, quite literally encrusted with diamonds, allegedly cost £14 million to produce. The Daily Mail headline screamed: ‘Damien Hirst unveils his jewels in the crown, a £50m diamond-studded skull!’ Hirst had become one of the most renowned, avant-garde, edgeworking artists of his generation. He had first shocked the world by pickling a shark in a vat of formaldehyde – The Physical Impossibility of Death in the Mind of Someone Living (1991). He went on to paint the horns and hooves of a dead calf in 18-carat gold and then suspend its body in a golden tank of formaldehyde (The Golden Calf, 2008). His ability to judge the public mood and capture the zeitgeist was well proven and well rewarded by the time he unveiled For the Love of God.

I confess that I missed this powerful signal at the time. With hindsight, it is so obvious that he was signalling the end of an era; that the rich had accumulated so much wealth that upon their death they could encrust their own skulls with diamonds, should they choose to do so. Hirst was reminding us that you can’t take it with you. In an era of extraordinary wealth, what did you really have to show for your life? There was a biting irony to an artwork that confirmed there are limits to wealth while selling for more than any artwork ever known: $100 million. In retrospect, I now realise that the skull was hissing, ‘For the love of God, how much money do you need?’ Many of those who could afford to buy For the Love of God found their financial circumstances change for the worse only a few months after the sale took place. Indeed, there were rumours that the market had already turned when the artwork was presented to the public and Hirst or his supporters had to lend money to the buyers to purchase it.

Maybe the wealthy buyers at the time could not recognise the signal for what it was, because acknowledging it would have meant making changes. They would have had to sell assets, draw down risk, sell their businesses, acknowledge that their net worth was a smaller number than they had believed. It is hard to give up a life that defines us merely because times have changed. It is so much easier to believe that the favourable circumstances we enjoyed were not the result of luck. No, we tell ourselves. We are skilled. We are smart. Therefore, we can manage any economic storm. This is why so many smart, successful people lose everything in a crisis. Confusing luck with skill is deadly.

My point is that observing signals is not enough. Action is required, and action demands having a view. To have a view of the future is to reveal our character, as Ralph Waldo Emerson observed: ‘People do not seem to realise that their opinion of the world is also a confession of character.’ Our view of the landscape and our perception of risk reveals our character. Our choice of what to reach for and when to reach for it, requires and reveals character.

The girl and the goat

Sometimes the economy gives us gifts wrapped in sandpaper. A serious fall in the market is an opportunity for many. When can we acquire property and a talented workforce cheaply? It’s usually only during the ‘bust’. Consider the audacity of the American chef Stephanie Izard who, in 2008 at the height of the financial and economic crisis, decided to open a new high-end restaurant, Girl and the Goat. No one would lend her any money, aside from friends and family, in spite of the fact that she had recently won a reality TV cooking contest. Circumstances forced her into a cheap location. She chose a part of the West Loop in Chicago that no one would ever have imagined as the home of what has now become one of the best-ranked restaurants in America. She not only created an extraordinary venue that employs more than 150 people and where the waiting list is full nine months in advance; there is a secondary market in the rights to the private dining room. As a result of her risk taking, the entire neighbourhood has now transformed into one of the hippest parts of Chicago.

Eyes wide shut

Such signals about the world economy are interesting and important, but at the same time easy to miss. Some signals are simple to receive, interpret and act upon. The child cries and we react to its distress. The traffic light turns red and we stop. The office gossip tells us colleagues are being fired so we smarten our appearance and put in extra effort to avoid the same outcome. The price of our currency versus the euro goes up or down so we schedule or cancel the trip to Europe.

Just as the smell of burning toast is a signal that makes us stand up and pay attention, so should the many signals that emanate from the world economy, which, in general, have a profound impact on our lives. Prices change and our life changes too, whether we know it or not. This is as true of the price of our mortgage, our wages and our healthcare as it is of the price of meat, lipstick and chocolate. It is equally true of the prices we may never think about but which can impact on our life, like the price of bread (the rising price of which I will argue was one of the catalysts for the Arab Spring) or credit default swaps (CDOs)6 on Wall Street. Then there is the price the market will pay for our time and our skills; this changes too.

Numbers versus humans

Nonetheless, we are sometimes not very attuned to signals from the global financial markets and the world economy, in spite of their tremendous importance. The word ‘economics’ conjures images of complex mathematical equations and dry concepts such as ‘marginal additional demand’. It is not surprising that we sometimes shy away from thinking about such things. I know from long experience that people think ‘economics’ is incredibly boring and mathematically challenging. Typically, economic signals are all described in the language of maths: numbers, statistics, probabilities, measurements, graphs, charts and percentages, all adjusted for things that are not easily understood, such as inflation and seasonality. This is just convention, however. Economics is not actually about numbers. Economics is about human behaviour, too. Numbers are merely a way of expressing human behaviour, though they are perhaps the least engaging way to observe economic signals. Simple events and the things we can easily observe are much more compelling.

Miami Airport and the siren

I saw a press report in the Daily Mail about Damon Emery and his family which caught my eye. He and his family received a very scary signal from the world economy one afternoon in Miami. I bet he was not thinking about the wider economy in the early autumn of 2008.7 Of course, the newspapers were full of headlines about the ‘Global Financial Crisis’, but he did not work for a bank, so he no doubt assumed it would have little to do with him. He proceeded to take his family on vacation from England to Disney World in Florida. He decided to keep his costs down by flying with a recently launched cut-price airline called XL. He and his family were shocked by the signal the world economy sent them: the wail of sirens when police cars surrounded the aircraft at Miami Airport because the airline had gone bust. The company’s creditors were seizing the plane.

Did it occur to Mr Emery that he might be taking a big risk by flying with a company that had massive debt that could not be serviced from the firm’s cash flow alone? Probably not. Did he understand that the only thing keeping XL in the air were bank loans? Probably not. It must have been bewildering. The credit crunch was the culprit that caused XL to go bust. The signal that a credit crunch was underway was, in this case, the sound of the wailing siren.

The dog that did not bark

My neighbours got the same signal from silence. Their dog simply did not bark. They had hired a building company to construct a garage on the side of their house. One morning, the dog did not bark because the builders did not come. They never came again because the firm went bankrupt. It did not occur to my neighbours that they were at the heart of the 2007 financial crisis, which, after all, had been driven by over-investment in property, mortgages and building. Nor did they understand that many building companies would go bust. So, they hired another firm to finish the job. The new firm asked for payment up front because it was suffering from a lack of cash flow caused by the universally bad circumstances. The family paid because they really needed that garage. Once again, the dog did not bark because the new builders did not show up. Yes, the family lost their money twice.

These may seem to be small examples. But the history of wars, nation states and families are all driven by economic events. Economics usually underpins great events in history that create and destroy businesses and push and pull on private lives.

Nations and their cash woes

It is always an important signal when a nation runs out of cash. The Soviet Union collapsed in 1991 partly because it ran out of money. Its tax receipts were insufficient to finance the government’s expenditure. The Suez Canal ended up in British hands in 1936 when Egypt had an economic crisis and needed cash. One of the reasons Saddam Hussein invaded Kuwait was because he ran out of cash and decided to take the oil fields next door as a means of replenishing his coffers.

Scotland ceased being an independent state and was forced into the Act of Union with England in 1707 due to a financial crisis. In the late 1600s the Scots became jealous of England’s East India Company, which was generating untold wealth for England from the colonies, leaving Scotland behind. The Scots decided to create their own version of the East India Company, called the Company of Scotland. After a few failed attempts to establish Scottish colonies in what we now call New Jersey and South Carolina, an entrepreneur called William Paterson came up with an idea that the Company of Scotland decided to back: the Darien Scheme. Paterson’s idea was to establish a Scottish colony in what is now Panama called ‘New Edinburgh’, in order to tap local riches and create a base for trading with the Far East. The goal was to make the citizens of Scotland wealthy. Unfortunately, it turned out that Darien, Panama, was a swamp. The first, second and third wave of settlers all died from various waterborne diseases including malaria and cholera. The Spanish, who wanted it for the same reason that Scotland wanted it, ultimately turfed out those who survived. Only a handful of settlers made it back home.

Scottish losses amounted to roughly one-third of the nation’s savings (bigger than the losses in the recent sub-prime crisis). A bailout was required to save the population from living the rest of their lives in poverty. England was the obvious saviour. The price of the bailout from the Bank of England for Scotland was the loss of Scottish independence. In exchange for the bailout, Scotland signed the Act of Union. The gain for England was that this financial accident allowed the kingdom to join forces after many years of war and strife. Thus the United Kingdom was born.

In 2007, nearly three centuries to the day later, the Royal Bank of Scotland and several other of Britain’s largest banks had to be bailed out by the government with the taxpayers’ money following massive losses incurred in the financial crisis. As a result, the public had to endure not only losses on their investments but also discovered that their taxes would rise and the level of services delivered by the government would fall.

By 2010, British voters were so angry about these losses that they opted to shake up conventional politics by electing a ‘hung’ Parliament. This meant that the election results compelled two parties to share power. Thus the Prime Minister, David Cameron, took on Nick Clegg as his Deputy Prime Minister. They shared power and ran the nation together. The minority members of the Coalition, the Liberal Democrats, who had strong Scottish roots, immediately requested lower taxes and greater autonomy for Scotland as part of the price for their participation in the new government. This gave impetus to the Scottish independence movement, which remains a major political discussion in the United Kingdom. It is ironic that the 2007 financial crisis has provided Scotland with an opportunity for greater independence even though its largest bank was one of the principal sources of the catastrophe.

Border signals

The border between Scotland and England dissolved as a result of an economic event. Today we see borders changing everywhere. In the Middle East, the borders of Iraq and Syria are being redrawn by the fall of governments and a tide of refugees. In the South China Sea, China and its neighbours are ever more forcefully challenging where the territorial borders lie, sometimes in courts of law and sometimes through military conflict. In Eastern Europe, the borders of nations have been redefined in countries such as Ukraine, sometimes by military force. There are more new walls being erected today in Europe alone than ever existed during the Cold War.8 Walls are being built, or border controls reinstated, between countries that used to have reasonably free passage, such as Germany and Austria, Denmark and Sweden, Slovenia and Croatia. In the Middle East, Saudi Arabia has built a wall on the border with Yemen. Turkey is constructing a wall with Syria.

In the US, the mass migration of Latin Americans who want to be a part of what America has to offer have caused the border of the US and Mexico to weaken as well. Republican presidential candidates like Donald Trump and Ted Cruz have threatened to build a wall with Mexico. The Mexicans joke that, if these candidates are elected, they will build a wall of their own!

Perhaps this is not a coincidence but a signal that economic pressures are changing the cost and value of many assets. Iraq had become expensive to the US. It was costing in terms of ‘blood and treasure’. But it is valuable territory for Iran, China, Russia and local political powers like DAESH/ISIS. Ukraine and Syria are (usually) large food producers and the site of Russia’s only real warm-water ports, which has perhaps even greater value if food prices were to rise again. Or consider Texas. It is not surprising that many have picked up on the signals that Texas is a strong diversified economy, whether the price of oil is high or low. Silicon Valley seems to be shifting into Austin, Texas. Energy, innovation, agribusiness and property are growing apace, attracting many to move there.

Families

Family histories are often entwined with economic events. My grandmother came from Sweden to the US in 1927. She found work as a seamstress, which allowed her to make a living right through the Great Depression. She was very focused on ensuring her children would be sufficiently educated that they would not have to do manual labour. She made my father understand that he had a choice: win scholarships or get stuck in a menial job for the rest of his life. He became very attuned to a simple price signal – follow the money. Faced with the necessity to win scholarships any way he could, he won them for running and golf (which he learned only because caddying paid better than anything else available to a fourteen-year-old) and for maths, engineering and academic excellence. He ended up at Yale on a full scholarship and later at Oxford as a Henry Fellow in the late 1950s. He took the Henry Fellowship over the more famous Rhodes Scholarship in part because it paid more. He went on to be mentored by six Nobel Prize-winners, including Tom Schelling and Sir John Hicks. By following the money, he became an economic advisor to many heads of government around the world and a successful entrepreneur because he learned about prices as signals early on.

My mother dreamed of studying Middle English and Medieval French poetry. It may not be obvious that this was a useful way to spend her time, but it is part of the miracle of the world economy that someone can pursue this kind of dream, or indeed any kind of dream. The economy accommodates the wishes of the many. In her case, an economic signal permitted her to pursue that dream. Both her parents had modest incomes in Los Angeles; her mother was a public school teacher in the California state system and her father was an electrical engineer in the city of Los Angeles. So how could their child afford to go to Oxford and study with J. R. R. Tolkien, author of The Hobbit and The Lord of the Rings, and C. S. Lewis, author of The Chronicles of Narnia? Fortunately for my mother, the exchange rate made it possible. In the late 1950s, the exchange rate between the US dollar and British pound was such that Americans were downright rich once they arrived in England. Exchange rates are powerful signals.

My mother never understood how much the favourable exchange rate helped propel her on to that path. I only realised why years later, after becoming the Chief Currency Strategist at Bankers Trust and hearing her complain bitterly about how expensive Europe had become. I looked at a chart and saw that in 1956 the US dollar–sterling exchange rate (or ‘Cable’, as it is known in professional circles, because it was initially traded by cable machines) was most advantageous to Americans. My mother wasn’t rich in America, but she was rich in England, which had seen its currency value collapse in the aftermath of the Second World War. So, it is not only signals of trouble that require attention. Some signals are positive and lure you towards hope, growth and opportunity.

Monks throwing bricks

Some people are overwhelmingly excited by economic signals such as price changes. Others may find their eyes glaze over at the very thought. You may say, ‘I don’t do economics’, and ‘I don’t want to speculate’. The problem is, you cannot ‘check out’ of the world economy, not even if you are a Tibetan monk who one would imagine to be above such things. In March 2008 Tibetan monks came out of their temples and started throwing bricks, rocks and any other hard objects that were close to hand. Why? No doubt the Tibetans have long-standing frustrations about their relationship with China. No doubt there are many Tibetans who would prefer a different form of government than the one they have. But monks don’t typically wake up in the middle of the night and declare: ‘I have to have self-rule tomorrow.’ However, they might well wake up hungry and angry that they can no longer afford rice because its price has risen so much. Global rice prices rose by 50 per cent in 2008. Once rice is beyond reach, it makes sense to pick up a brick and throw it, even for a monk. So, monks throwing bricks turned out to be a signal that the price of food was escalating and causing suffering.9

Why did the price of rice rise? Now we enter the world of economics, where supply and demand define such things. We will argue about what causes prices to move throughout this book. But the first thing is to notice that price movements are occurring and to think about what they mean for you.

No specialist equipment required

The world economy and the financial markets will influence, if not define, the direction of your life and the choices you make. Prices define how much you will pay for rice and everything else that matters. How do you know when to borrow and when to buy? When to invest in skills and when to get paid for them? You form a view and act. But on what basis do you form your view? Which signals do you observe? Which signals do you miss?

The signals are always there, but the question is how to recognise and interpret them. I have spent my career working in the financial markets; advising the President of the United States on economic policy; and advising traders, investors and government officials around the world. From my seat on various trading floors to my seat in the White House, I have been paid to identify, interpret and act on these signals. At times it has been my job to send signals as well.

The world of markets and economics may seem the preserve of those insiders who are well supplied with high-tech equipment such as Bloomberg and Reuters machines, trade publications, state-of-theart trading floors and access to privileged information via meetings with policymakers and CEOs. And yes, trading floors in banks and fund management firms are brimming with highly paid, talented personnel, cutting-edge technology, in-depth news and research, all of which seems to be essential when it comes to receiving economic and financial signals . . . except, it isn’t.

When I worked on such trading floors, I had access to all the right people and all the right equipment and I learned a good deal. However I also discovered that there are many people in that privileged position who miss the signals and get it wrong. In fact, throughout history it is typically the privileged financial market experts who get it so wrong that they trigger crises, recessions and put the average taxpayer’s personal future at risk. I learned, too, that many people who have no such privileges – artists and clothing retailers and editors at Vogue, for example – are perfectly capable of discerning, interpreting, creating and acting upon signals. Lots of people build real businesses, create jobs, innovate and make a lot of money out of catching and interpreting signals. Why not you, too?

The same questions

I have discovered over the years that whether I am talking to professional fund managers, or friends who have no clue about money, or heads of government – many of whom have no clue about finance and markets, even though they are expert in politics – I am repeatedly asked the same questions. ‘Will interest rates go up / down?’ ‘When?’ ‘Will unemployment get better / worse?’ ‘Will my mortgage become more / less expensive to service?’ ‘What will happen to the value of my house / my savings / my investments / my skills / my business?’ ‘Will the economy grow faster / more slowly in future?’ ‘Will the price of oil / gold / stocks / bonds / iron ore / milk go up or down?’ ‘Should I expand / contract my business?’ ‘Should I borrow and invest or sell and take my profits?’ ‘Should I study more or work now?’ ‘Should I change jobs or stay put?’

We all want to know how to prepare for the future, how to foresee events before they occur and act well before these events are priced into the market and on the front page of the newspaper. No one can divine the future, but there are an awful lot of people who manage to make fortunes, or better protect themselves, simply by being alert to possible events and probable outcomes.

There is a conversation that goes on about what the future holds, which may be useful to know about. It is a conversation that involves traders, fund managers, pension fund trustees and sovereign wealth funds as well as entrepreneurs and people who run small businesses. Policymakers, economists and the media are constantly engaged in this conversation, but the dialogue would be richer if the general public were engaged too. And there is every reason to become a part of it, because your future depends on the actions you take, and that in turn will depend on your views and your thoughts – or lack thereof – about signals.

Today, for example, the world is divided between a vast majority who think that deflation is the greatest threat bearing down on our future and a tiny minority who think inflation is the greatest threat. There are signals for both scenarios. The debt burden keeps growing larger even though interest rates remain at historic lows, thus signalling that the debt problem will leave us with deflation or falling prices and low employment for years to come. On the other hand, there are many examples of inflation signals as the price of property and hard assets from high-grade diamonds to artwork rise to record highs. The outcome will impact on every one of us, either way. The political consequences of the pain inflation and deflation cause will be felt whichever one is contributing more to the malaise.

This book offers a version of the various conversations that I have personally been involved in during my career and, in particular, those that have taken place before and after each economic or financial crisis. It is not the definitive explanation; it is simply one of many possible explanations. But it is a place to start thinking about how the world economy works and how it will affect you.

Interpreting signals is a daunting and endless task. Signals often conflict. Some are important and others are merely noise. Signals can be overwhelming, once you start to look for them. Oscar Wilde got it right when he said, ‘It is a very sad thing that nowadays there is so little useless information.’

 

1IPO stands for Initial Public Offering and describes the mechanism that many companies use to raise money.

2Extract from the diary of Lieutenant Colonel Mervin Willett Gonin DSO 1945 which now resides in the Imperial War Museum in London.

3Oliver James, Affluenza, Vermillion Press, 2007.

4‘Just an Old-Fashioned Girl’, lyrics by Marve Fisher (1958).’

5James Quinn, ‘HSBC hit by sub-prime crisis’, Daily Telegraph, 22 September 2007.

6A Credit Default Swap is a complex financial investment that pools together many different grades of risky debt.

7Michael Seamark, ‘Another 30 airlines will go bust before Christmas, warns BA chief’, Daily Mail, 13 September 2008.

8Dr Pippa Malmgren, ‘Countries can pull up the drawbridge – but capital will pull them down again’, MoneyWeek, 4 December 2015.

9‘The China–Tibet Inflation Black Swan and Global Implications’, ATCA, 19 March 2008.
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