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Praise for The World Is Curved

“The World Is Curved presents a brilliant picture. It is a must-read for investors, policymakers, and anyone worried about the challenges facing today’s global financial system.”

—Stan Druckenmiller, Duquesne Capital Management

 
“David Smick, who founded The International Economy and made it into a highly respected magazine on world economic affairs, now offers us a trenchant and timely analysis of the downside of financial globalization. Capital flows are the soft underbelly of globalization, and no one who values the enormous benefits of globalization of trade and multinational direct investments can afford to miss out on reading this important book.”

—Jagdish Bhagwati, Columbia University; author of In Defense of Globalization

 
“There are at least three reasons to read this book. First, it is an incredibly thoughtful insight into the workings of global finance, written by the ultimate insider in a highly engaging way that any reader of the New York Times could easily digest. Second, its central theme about the extreme fragility of the world economy will keep you up at night and force you to think hard about issues that are not yet out in public. And third, it provides a realistic road map out of the horrendous mess we are in, one that should capture the attention of policymakers, financiers, and yes, even the next American president.”

—Jeffrey E. Garten, Yale School of Management; former U.S. undersecretary of commerce for international trade; former managing director, Blackstone Group

 
“Lively, well written, and insightful, The World Is Curved by David Smick probes and thoughtfully examines the strains and imbalances in the global economy and international financial markets. Smick also presents a series of innovative recommendations and observations designed to address the problems he describes, and challenges us to come to grips with them before they worsen.”

—Robert Hormats, vice chairman, Goldman Sachs International

 
“This book is excellent. It is hard to read The World Is Curved without being concerned by recent trends. David Smick offers a thoughtful and readable analysis of globalization’s flaws and benefits. This is an important book.”

—Frank C. Carlucci, former U.S. secretary of defense

 
“David Smick knows as much about world financial markets as any man alive today.

In his fascinating (or maybe terrifying) book, The World Is Curved, he lays out the potential for disaster in this new, intricate, global financial marketplace. This book is an easy read even though it deals with unbelievably complicated (i.e., ‘curved’) subjects.”

—William Seidman, chief financial commentator, CNBC; former chairman, Federal Deposit Insurance Corporation

“David Smick has identified a dangerous gap that separates the policy world and the financial world. The World Is Curved will go a long way toward bridging that gap, which is essential to ensure stability and prosperity in the global economy.”

—Lee H. Hamilton, president and director, Woodrow Wilson International Center for Scholars

 
“David Smick’s The World Is Curved couldn’t have come at a better moment. I couldn’t lay the book down. It offers an unusually knowledgeable insight into the world of international finance. The World Is Curved is highly relevant to today’s situation.”

—Karl Otto Pöhl, former president, Deutsche Bundesbank

 
“Smick’s dos and don’ts for future economic policymakers are so readable, they can be easily understood by those without economic degrees.”

—Carla Hills, co-chair, Council on Foreign Relations; former U.S. trade representative

 
“David Smick is a fascinating tour guide to the construction of our present financial system over the last three decades. He takes us from the financial salons of Europe to the Asian bureaucratic ministries of unfathomable wealth to the back rooms of the Washington power elites to the chaotic trading rooms of Wall Street. It is a great read.”

—Louis Bacon, Moore Capital Management

 
“David Smick turned The International Economy magazine into the must-read magazine on world economic affairs. He does the same with globalization in The World Is Curved. Globalization is the game changer of our time, and David Smick’s insights on global capital flows are significant. Anyone who wants to understand financial globalization and its policy implications will want to read this book.”

—R. Glenn Hubbard, dean, Columbia University Graduate School of Business

 
“David Smick has written a first-class book on ‘possible dangers’ of globalization. I found it difficult to put it down.”

—A. W. Clausen, former president, World Bank

 
“A timely and important analysis, The World Is Curved offers a whirlwind tour of the dynamics across the globe that are driving the gears of the world’s financial markets. Accessible and instructive for layperson and policymaker alike.”

—Yoichi Funabashi, editor in chief, Asahi Shimbun

 
“The World Is Curved examines the fragile international financial system and finds it rather treacherous and not easy to fix. Rather than being flat, our new globalized world is rather bumpy.”

—-James Schlesinger, former U.S. secretary of energy, secretary of defense, and director of central intelligence

“David Smick takes the reader into the inner sanctum of the global financial system as no one else can. With riveting stories, Smick leaves no doubt that this complex system has created huge benefits but has left us facing grave risks. And he offers a solution.”

—John B. Taylor, Stanford University

 
“David Smick is right: The global world is curved. We cannot foresee the precise future, especially not in crisis situations.”

—Hans Tietmeyer, former president, Deutsche Bundesbank

 
“A worthy successor to Tom Friedman’s The World Is Flat. The World Is Curved  takes up where Friedman left off, lucidly explaining the vital but poorly understood role of the financial system that provides the essential underpinnings of the world economy.”

—Murray Weidenbaum, Washington University

 
“The world is curved. Even a high-flying satellite can see no more than half of it at a time. But David Smick takes us to both sides—from Washington to Beijing and beyond.”

—Peter B. Kenen, Princeton University

 
“The World Is Curved makes for fascinating reading, showing how politics and economics are inseparably intermingled. A bright analysis of risk, success, and failure in today’s global financial markets.”

—Otmar Issing, former member of the executive board, European Central Bank

 
“The World Is Curved is thoughtful, balanced, and provocative—a must-read.”

—Pedro Pablo Kuczynski, former prime minister, Peru

 
“A lucid, informed, and insightful interpretation of the global financial system.

Readers . . . are guaranteed to be entertained and provoked.”

—Edwin (Ted) M. Truman, former director, International Finance Division, Federal Reserve

 
“The consummate insider’s account of global capital markets. Truly informative and most entertaining. The World Is Curved reveals . . . why the next thirty years will be just as perilous as the past.”

—Gary Clyde Hufbauer, Peterson Institute for International Economics

 
“An insightful insider’s tour of the global economy and financial system. Readers will have a big head start in diagnosing the problem and devising sensible solutions.”

—Michael J. Boskin, Stanford University

 
“In The World Is Curved, David Smick treats us to a vision of the uncertainties in financial markets as the American Century drifts to its end.”

—Allan Meltzer, Carnegie Mellon University

“Both insightful and provocative in discussing a dominant contemporary question— where do we go from here?”

—Michael Steinhardt, Steinhardt Management

 
“Over the last thirty years, David Smick has had a unique front-row seat at the revolution in global finance. If you want a clear explanation of what’s going on in the revolution in global finance, read The World Is Curved.”

—Peter R. Fisher, former vice president, Federal Reserve Bank of New York

 
“The World Is Curved is by far the nearest thing to a consummate insider’s guide to today’s financial world as can be found outside of a central bank.”

—John Williamson, Peterson Institute for International Economics

 
“I always look forward to conversations with David Smick. He never repeats the conventional wisdom, and he always has a new and provocative take on what’s going on in our political economy. Now he’s distilled his thoughts into an important book. You’ll enjoy reading The World Is Curved, you’ll learn from it—and most important, it really will make you think.”

—William Kristol, The Weekly Standard

 
“Financial innovations, including those that new electronic technology makes possible, enable both firms and individuals to carry out their ordinary business more effectively and to protect themselves better from the risks to which they are inevitably exposed. But these innovations also make it possible for both firms and individuals to take on new risks to which they never would have been exposed in the first place. What are meant to be improvements, therefore, sometimes make people worse off, and when the risks involved are sufficiently intertwined, those supposed improvements can make people worse off who never even sought to take advantage of them. In The World Is Curved, David Smick deftly offers example after example of how just this process of unintended consequences has recently unsettled the world’s financial markets, and how the process may not be over yet.”

—Benjamin M. Friedman, Harvard University; author of The Moral Consequences of Economic Growth

 
“The world is indeed curved, and I can think of no better guide to the global capital markets of the twenty-first century than David Smick. The book takes you through Smick’s personal journey over the past thirty years as an adviser to investors, hedge funds, central bankers, and policymakers. After reading this book, you will appreciate as perhaps never before the sweep of recent financial history and the risks that lie ahead.”

—Richard H. Clarida, Columbia University; PIMCO; former U.S. assistant secretary of the Treasury

 
“The World Is Curved intonates today’s global financial issues in a dramatic, quasi-Beethoven style.”

—Norbert Walter, Deutsche Bank Group

“David Smick is a pioneer in the globalization of real-time information. Who better to present us with the most recent and relevant information on globalization?”

—Ron Insana, Insana Capital Partners; CNBC senior analyst

 
“Stimulating reading, this book represents a shrewd analysis of the fragile global financial markets.”

—Horst Siebert, president emeritus, Kiel Institute for World Economics

 
“The book defines financial globalization as a system that produces huge and scary financial dislocations but at the same time is the cherished goose that lays the golden eggs. In the end, The World Is Curved also offers a message of hope and confidence.”

—Renato Ruggiero, former director-general, World Trade Organization

 
“A fascinating and highly readable tour of the many complex dimensions of today’s fast-changing global landscape.”

—Charles Dallara, Institute of International Finance

 
“The World Is Curved raises important issues which need to be fully debated.”

—Nigel Lawson, former chancellor of the exchequer, United Kingdom
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Prologue

It was not without enormous frustration that I approached writing a book about today’s new global economy. After all, what do we make of a world financial system that one minute appears to be performing beautifully, and the next acts as if the world is coming to an end? One minute the cybernetic (computer) revolution has transformed the economy into a veritable global wealth machine, as stock markets around the world soar to new highs. The next moment, markets plummet. People then read newspaper stories suggesting the value of their home may soon be less than their mortgage. They discover that their family’s life savings—even their cash left in supposedly ultrasafe money market funds—could soon go poof in the night.

In trying to fully grasp the significance of the new global system, I began by rereading the seminal book on the subject of globalization, Tom Friedman’s bestseller The World Is Flat: A Brief History of the Twenty-first Century. Friedman compellingly describes globalization as it is, with concentration on the global supply chain for goods and services. The stories are mesmerizing—taking the reader from India’s  Silicon Valley in Bangalore to villages in northeastern China. Friedman’s book describes how digital technology shortened the distances between countries and revolutionized the global supply chain. This permitted people to engage in business with one another across the globe, with each nation bringing its comparative advantage to the table of world commerce. An award-winning columnist for the New York Times, Friedman wisely warns that the U.S. economy must adapt to this new and changing environment or retrench economically. The book stands as a historic achievement in introducing a broad audience to the new world of opportunity and challenges beyond national borders.

After rereading The World Is Flat, I had lunch one day at the Hay-Adams Hotel in Washington, D.C., just across from the White House, with an old friend, John Despres, who had been Democratic U.S. senator Bill Bradley’s longtime foreign policy guru. “John,” I said as we were being seated, “I am trying with great frustration to get my arms around globalization. Frankly speaking, from the perspective of the financial markets, the world is not flat. Unlike the world that produces goods and services, in the financial world nothing happens in a straight line. Instead, there is a continual series of unforeseen discontinuities—twists and turns of uncertainty that often require millions of market participants to stand conventional wisdom on its head. In the financial world, John, nothing much seems to happen in a straight line.”

A pensive man in his sixties who chooses his words carefully, Despres sat there thoughtfully. He stroked his chin, pondering as he gazed off into the distance past Lafayette Park to the front columns of the White House. “So what you’re saying,” he slowly began, pausing for several more seconds, “is that the world is not flat; the world is curved.”

“Yes,” I responded, “for the financial markets, the world is curved. We can’t see over the horizon. As a result, our sight lines are limited. It is as if we are forced to travel down an endless, dangerously twisting and turning road with abrupt steep valleys and risky mountainous  climbs. We can’t see ahead. We are always being surprised, and that is why the world has become such a dangerous place.”

By way of background, financial markets have always been plagued by uncertain and incomplete information—a lack of transparency. There have always been things that investors and traders didn’t and couldn’t know. But in the new global economy, this crazy ocean of global liquidity has not only increased the number of unknowns but also rearranged their relationships and relative importance.

There are new players with new perspectives. All of a sudden, a huge pool of funds is competing around the world for investment opportunities. Bankers, businesspeople, and governments in industrialized economies are now competing with entrepreneurs, start-ups, and old state-controlled companies in emerging economies to attract those funds. With new kinds of securitized debt, mezzanine investing, and outrageously complicated financing instruments, it is almost impossible to figure out what is going on at any give time. Investors need new kinds of information to make good decisions. But exactly what kind of information is that? And where do they get it?

Financial markets have always operated on inequalities of information and analysis. You think or know A. I think or know B. But today’s policymakers and market traders must depend more than ever on their gut instincts. The playing field is bigger, the stakes are higher, and the system, because of its size and complexity, is unbelievably fragile. It is a house of cards that could come tumbling down for any number of reasons. That won’t necessarily happen, but politicians and policymakers need to be careful. They need to start caring about things that never much mattered to them before.

After all, what do we really know about what is about to unfold in China, which has an economy that even its own leadership cannot fully understand? What do we know about the mind-set of the Japanese housewife who, as strange as it sounds, plays a huge part in the direction of the flow of the world’s savings? What do we know about the accuracy of the accounting ledgers of even our largest, most  trusted financial institutions or of the sophisticated financial instruments these firms deploy? What do we know about the long-term strategic implications of today’s excess savings being controlled by nondemocratic governments? And what are the social and political implications of global wealth being so unevenly distributed?

In addition, the markets lack information about what may be the most critical issue of all—whether the trend of globalization itself will be allowed to continue. The politics of globalization are heating up fast as the anxiety produced by the power of free-flowing capital and goods skyrockets. Amazingly, a recent Wall Street Journal/NBC poll revealed that in the United States, by a two-to-one majority, even Republicans believe free trade is hurting America. The troubling turbulence of the subprime-driven Great Credit Crisis of 2007-2008 hasn’t helped matters either. It is the latest rallying cry for the antiglobalization forces gathering on the horizon.

“Perhaps most troubling,” I said as our lunch concluded, “is that most people today lack a historical perspective. The boom period is being taken for granted. Median-age American voters today were born in the mid-1960s. They have no recollection of the stagflation and long gas lines of the 1970s, the period before today’s globalized economy. They have never known anything but a highly productive economy, with impressive stock markets and ample jobs. Many key constituencies of globalization have been lulled into complacency. Therefore, the period ahead will be one of potentially imprudent, overly reactive policy change.

“To top it all off,” I stressed to Despres, “policymakers don’t appreciate the fragile nature of today’s global financial system and how financially induced prosperity can stealthily slip away through the unintended consequences of well-intentioned policy actions that attempt to legislate or regulate economic security. Today, we find ourselves in a situation in which the globalized financial system both enables and threatens our national well-being.”

I concluded by suggesting that Friedman’s book brilliantly presents the first installment of the globalization story, but there is a second  installment as well—the financial side of the story. That’s the subprime side where, for example, a small village in Arctic Norway can see its entire financial future destroyed because its financial managers invested heavily in a Citigroup product called a collateralized debt obligation. When the housing markets an ocean away in Florida and California collapsed, the debt obligations soured, and the Norwegian village had to shut down kindergartens and health care services for the elderly.

At the end of our conversation we turned to history, agreeing that nothing about the world’s current political, economic, and financial predicament is new. Indeed, today’s world economy bears a striking resemblance to the integrated markets and overwhelming prosperity of the period from 1870 to 1914, which noted economist John Maynard Keynes described as “an extraordinary episode in the economic progress of man.” That, too, was a period punctuated by continual financial crises—and also of great prosperity. Ironically, today we ask the same questions as they did in 1914: What does it take to sustain this new, successful global economic system? What policymaking perils could reverse this wealth creation? Stagflation? Deflation? Protectionism? What unexpected financial explosion or implosion could create waves—curves—that the world remains unprepared to handle except through trade wars, strict capital controls, and other beggar-thy-neighbor policies—all policy blunders resulting from human error?

Today’s industrialized world wants the Chinese to better manage their currency but remains unsure of the precise policy prescription or even of the capabilities of the conflicted Chinese leadership. The world hates America’s twin budget and current account deficits, but no one has yet figured a safe way out of them. Nor does it seem like an answer will come any time soon. Much of the world’s excess savings sits in the hands of nondemocratic regimes, led by China, and the oil producers, including Russia, but what this portends for the future, nobody knows. The Federal Reserve, in coming to the rescue of the investment firm Bear Stearns in March 2008, appears to have provided a government guarantee of the investments of the entire financial  sector, not just the banks. The long-term implications for regulatory oversight, and thus the level of lending, under this new policy are anybody’s guess. We live in a globalized world where we have to care much more about one another’s problems, while simultaneously solving our own.

In his book, Friedman warns American policymakers of the need for tax credits, improved teachers’ salaries, and novel approaches to creating, attracting, and retaining the new creators of value—the engineers. Yet retaining the free flow of capital to keep globalization’s bloodstream pumping may also require the most sophisticated team of global financial brain surgeons. That is because the world today lacks a financial doctrine, or even much in the way of a set of informal understandings, for establishing order in a financial crisis. Instead, we have to grope and manage incrementally, like trying to perform delicate brain surgery with one hand tied behind our back and the other wearing an ill-fitting boxing glove. The financial markets have simply become too big, and at times too threatening, for our governmental institutions to be fully effective in maintaining stability.

The 1870-1914 period, eerily similar to what we face today, met a bitter new reality with the opening shots of World War I. Within a decade and a half, capital and trade flows collapsed, which helped set the stage for the Great Depression. Today one of the world’s prominent global monetary policy theorists, and a governor of the Federal Reserve, Frederic Mishkin, argues ominously that “the possibility of another Great Reversal is very real.” Martin Wolf of the Financial Times writes that “the breakdown of the early twentieth century occurred, in part, because of the pressures to accommodate rising powers in the global economic and political order.” He suggests that today’s rise of China and India will create comparable pressures—“a spiral of mutual hostility that undermines the commitment to a liberal international economic order.”

Of course, the world won’t cast some dramatic veto to end the current system as we know it. The industrial world financial markets have garnered too much political power for that to happen. Reversals seldom  come in one cruel, visible, planned policy blow. Instead, like death from a thousand cuts, they come from a series of small, seemingly benign, but dangerously destabilizing changes that reach a terrifying tipping point of market uncertainty and fear. That is what happened during the subprime crisis, and today we are increasingly at risk of further financial calamities that threaten a vicious spiral of destruction and heartache.

I undertook the task of writing about this complicated system we call the new global economy because I have had a front-row seat, and probably played some modest role in its creation. Over my thirty-year career, I have watched the forces that created financial globalization unfold, and I have consulted regularly with some of the major players in the field of global finance. I feel obliged to share what I have learned with those who have not been afforded such access.

Over the years, I first served as the chief of staff to a senior member of the U.S. congressional leadership, and then as an adviser on economic issues to both Democratic and Republican presidential candidates. For the last twenty years, I have worked with some of the world’s most successful money managers, including George Soros, Michael Steinhardt, Louis Bacon, Stan Druckenmiller, and Julian Robertson, through my global macroeconomic advisory firm Johnson Smick International (previously called Smick Medley and Associates). We serve as specialized quasi journalists—like a paid cable TV service compared with free network television.

In addition, I founded and continue to edit The International Economy , a magazine geared to the global central bank and finance ministry community. I also conceived and organized the U.S. Congressional Summits on the Dollar and Trade, a series of important conferences in the late 1980s and 1990s involving the world’s finance ministers, central bankers, and the U.S. congressional leadership.

For two decades I have interacted daily with the most senior economists and most visible market traders on the front lines of financial globalization. They have all been grappling with the same issue: how to survive and prosper in this troubling new system.

In January 2007, more than six months before the outbreak of the subprime crisis, I commented one evening to the other guests at a Washington dinner party that “the average person today would be shocked to know how much the global financial system, though robust, faces a potential risk to its own survival. It is vulnerable to a psychological herd effect that could wreak havoc with the industrialized world economies.” On the drive home from the dinner party, my wife, Vickie, remarked, “You should write a book on the subject. If the central bankers and Wall Street know what’s behind the curtain, why shouldn’t everyone else? Why don’t you say what all the big money players already know about how these uncertainties could affect all of us?”

I therefore credit my smarter half for recognizing the need for such a book, and for providing the needed spark that motivated me to take on this project.



1

The End of the World

There is nothing quite like the potential for the world economy’s coming to an end to focus the mind and shake up a quiet summer. It was the morning of August 10, 2007, and I was chugging away on an exercise bike at the Westmoor Club on Nantucket, a vacation island off the coast of Massachusetts. Improbably piped overhead was Paul Simon singing “Slip Slidin’ Away.” On the wall, a soundless flat-screen television showed a gaggle of high-cheeked Victoria’s Secret underwear models strangely giggling as they “opened” the New York Stock Exchange. The day before, the Dow Jones Industrial Average had crashed a whopping 387 points, nearly 3 percent. The previous night the Asian markets had plummeted, and by morning European markets were sinking by an even greater magnitude. The excited commentators on CNBC, the cable business channel, had reached a state of apoplexy.

The industrialized world was facing a full-fledged liquidity crisis, the Great Credit Crisis of 2007-2008. In a flash, the world’s banks and other financial institutions had stopped making loans. Across the  globe, financial deals screeched to a halt. In the United States, potential home buyers couldn’t close on their purchases. The global financial system was slip sliding away. It was as if the body’s blood had stopped pumping, and the patient, who had seemed healthy only a few days earlier, was slipping into a coma.

Financial market crises are not new to me. As a macroeconomic adviser to many of the big hedge funds and to the proprietary trading desks of some of the world’s largest financial institutions, I remember vividly the tense, through-the-night telephone calls during the 1987 stock market crash.

Even the self-assured billionaire financier George Soros had, I recall, a slight tremor in his voice as we both realized that the bottom might be falling out of the world financial system. A decade later, in the fall of 1998, New York Federal Reserve president Bill McDonough nervously explained to a small audience (including me) that the collapse and subsequent market rescue of the trading firm Long-Term Capital Management had brought the world economy closer to the edge than anyone had realized.

As I sat on that exercise bike, leafing through some paperwork that had just been sent from my Washington, D.C., office, I focused on Paul Simon as he sang, “You know the nearer your destination, the more you’re slip slidin’ away.” One of the papers offered a jarring quote. U.S. Treasury secretary Hank Paulson had recently declared: “This is far and away the strongest global economy I’ve seen in my business lifetime.” Yet just that morning New York Times columnist Paul Krugman had suggested that the current credit crisis could cause a nightmare “chain reaction of debt defaults.” Even worse, he said, policymakers were powerless to respond.

None of this makes sense, I thought. The markets had become hysterical over losses in the so-called subprime market, the relatively small market of mortgages and mortgage-related financial instruments tied to borrowers with no credit histories or abysmal ones. But why a near-global stock market meltdown and a collapse of lending  simply because of some mortgage foreclosures? After all, the problem loans amounted to, at worst, $200 billion in exposure in a global market worth hundreds of trillions.

True, the global economy was in the process of de-leveraging— gradually reducing risk while a housing bubble deflated—but the markets had known that for months. The situation was perplexing. Why would the stock of the world’s largest blue-chip companies, which can easily finance their own expansion internally without bank loans, be hit so hard initially by the subprime foreclosures? All of this was a development that should have represented a mere sideshow in the overall scheme of things.

Without a doubt, this would be an interesting day. Already the markets had been spooked earlier in the week when a spokesman for the French bank fund BNP Paribas announced confidently that it had no subprime exposure, then soon thereafter was forced to admit to an uncertain amount of unpriceable mortgages. This mysterious admission pounded both European and U.S. stock markets. It had raised the question: Why didn’t the stock of BNP alone take the hit—why the massive losses throughout the industrialized world markets?

Within days the crisis had spread to the commercial paper market, long considered one of the safest bases of investment for money market mutual funds. That meant that middle America was now in trouble. Suddenly, the one market considered the safest, most liquid (non-government-related) investment in the world became suspect. The very foundation of the financial system faced a crisis of confidence. The lifeblood of the global system was suddenly at risk as investors poured their funds into the one short-term investment deemed trustworthy—three-month U.S. Treasury bills. Why is that dangerous? It means that the financial market’s liquidity is drying up. When panicked in a similar way during the Great Depression, investors and savers stuffed their money into mattresses. Big corporations had parked their cash reserves in the commercial paper market.

Throughout that Friday in August, the craziness continued. The  Federal Reserve responded by injecting $19 billion into the banking system to keep it afloat and allowed short-term interest rates to float down. This followed the previous day’s Fed injection of $24 billion. A fearful European Central Bank injected a whopping 240 billion euros during the first stage of the crisis, believing the European banks were at serious risk. Yet by Tuesday of the following week, despite these infusions of emergency cash, the Dow continued to plummet—first by 207 points, then 167 the next day, then by 280 less than a week later. On Friday, August 17, a spooked Japanese stock market dropped by 874 points, more than 5 percent. Most world markets seemed in a state of free fall. Bond markets were in turmoil as money, distrustful of the private sector, poured further into Treasury bills.

Nobody trusted anybody, so suddenly nobody lent to anybody. The world’s credit markets seized up as nobody was sure of their contingent liabilities. That’s dangerous because if the private credit markets stop functioning, the entire economy is at risk—people lose jobs, their pensions dissolve, the net worth of average families immediately collapses as the price of their homes plummets below the price of their mortgage. Already the interest rate on consumer loans—automobiles, credit cards, and everything else—was soaring, meaning sooner or later the economy would take a hit.

As I began to reflect on this situation, I realized that, in essence, what really had happened was that American financial institutions had previously placed a large part of their bad subprime loans—their toxic waste—into separate holding facilities, divided the total sum into many smaller portions, and sold these pieces to financial institutions throughout Europe and Asia. Soon the toxic waste was sprinkled throughout the entire industrialized world’s financial system, but nobody knew where. Now there was a reason for the rest of the world to hate America.

It is important to remember that the issue here was not the size of the subprime mess; the financial markets could figure that out. The issue was where the toxic waste was located. Who had the cancer and  who was healthy? Ultimately, the issue was information, or the lack of it. And soon a skeptical global financial market would look beyond the subprime mortgage problem and begin to question the credibility of one of the main arteries of the global credit system, the asset-backed securities market.

The following Friday, the Federal Reserve took further action, cutting its discount rate while making available generous loans to the banking system. The goal: to place an emergency ring of safety around the U.S. banking sector based on the belief that if the banks collapsed, so would the U.S. economy. Small businesses would first feel the hit, but soon the entire real economy and the base of American employment would take a real hit. The Fed, still uncertain about which financial institutions held the most toxic waste, needed to stabilize the situation in order to buy time.

By the end of that week, I reflected further on the unexpected turn of events. A relatively minor development had mushroomed into something more, causing the U.S. stock market’s value to decline by nearly 10 percent (before eventually recovering after the Federal Reserve cut interest rates). That amounts to a sudden, instant, nearly $2 trillion loss equal to nearly one-sixth the size of U.S. GDP (gross domestic product) .

To add to this bizarre climate, in the middle of the crisis Ben Stein, the comedic actor (who is also an economist), wrote a much-talked-about article in the New York Times arguing that for most of the world the subprime exposure is so minuscule, the global reaction made no sense. “How are the risks in Thailand or Brazil or Indonesia intrinsically related to problems in a housing tract in Las Vegas? . . . Why should a mortgage company in Long Island have anything to do with them?” the actor/economist asked.

Part of the answer is that we live in an era of globalization where financial markets have been internationalized through an intricate web of financial engineering called securitization, a subject I will discuss in the next chapter. As Eric Jacobson of the Chicago research firm  Morningstar put it, “There are so many interconnections today between different parts of the market that otherwise seem so disparate.” But globalization fails to explain why, seemingly overnight, the financial markets appeared to split from reality, and what the ensuing chaos means for our future.

In the weeks after the outbreak of the crisis, I began to ponder what had happened. How could financial markets reflect a robust economy one moment (the best the U.S. Treasury secretary has experienced in his lifetime) before turning to panic the next? How could apparent calm turn to a genuine threat to the entire economic system virtually overnight?

The best metaphor I can summon is that global financial markets are a bit like a rich, generous, but occasionally deeply paranoid great-uncle. Normally, this benevolent great-uncle sprinkles money calmly and wisely throughout the family, taking a careful reading of risk and the potential investment reward relating to each family member’s scenario. But, every so often, a deep, sudden feeling of paranoia overtakes him. Suddenly wary of the landscape, a panicked great-uncle cuts off the spigot of money. What precipitates the sudden paranoia? Nothing more and nothing less than the lack of clear, unambiguous, and reliable information about what is happening. The great-uncle thinks his relatives are not telling him everything he needs to know; they are holding back on him.

During the Great Credit Crisis of 2007-2008, the benevolent great-uncle panicked, not because of the subprime mortgage default, or a U.S. housing bubble that was spreading beyond its shores. The world’s financial markets were fully aware of these developments. The panic unfolded precisely because suddenly nobody could say which financial institutions held the subprime toxic waste, and at what price. The situation was exacerbated by the sudden complexity of the financial system as a result of securitization, which resulted in a lack of transparency. When the benevolent great-uncle becomes paranoid as a result of poor transparency, bad things happen. Panic sets in. In this case, the great-uncle suddenly began to doubt the value of the financial  markets’ complex new debt investment instruments. For these “paper” securities, the only measure of risk and value came from the credit rating agencies, which measured risk based merely on sophisticated mathematical models.

In some cases, lack of transparency can lead to euphoria that fuels financial bubbles because of lack of factual information. In this case, however, lack of reliable information caused global lending to screech dangerously to a halt. But there is a broader point of this discussion. The dramatic rise in financial panics is the direct result of the last quarter-century’s economic globalization of the world economy. Globalization led to greater worldwide wealth, which created a volatile ocean of capital now roaming the world in search of investment opportunities. This ocean of capital has become our policymakers’ great challenge.

Many months before this great crisis, I began pulling together my thoughts for this book. The subject would be the imperfect good we call globalization. My thesis: that the integration of the world’s financial markets during the past quarter-century led to a golden age of wealth creation and poverty reduction never before seen in the history of mankind. That’s the good news. With the introduction of China and India to the global capitalist system, the industrialized world during this remarkable period accomplished the near miraculous. In little more than two decades, the global free market experienced an unprecedented doubling of its labor force—from 2.7 billion to 6 billion, with no revolution, no serious riots in the streets, not even a threatened, across-the-board shutdown of the trading system.

This phenomenal success stemmed from a global paradigm shift, accelerated by the collapse of the Berlin Wall, which led to the broad-based belief that economic success results, not from government or even from the large corporate sector, but from the ongoing innovations by a risk-taking global entrepreneurial class. It is this class that allows economies to continually reinvent themselves. Most important, this innovation and economic reinvention is fueled by a modernized, global financial system of capital allocation, risk assessment, and cross-border investment within a climate of free trade.

The result, financial crises notwithstanding, has been an unprecedented wave of prosperity—forty million new jobs in the United States alone, under both Republican and Democratic presidents, which is more than was created by the rest of the industrialized world combined.

During this quarter-century, the Dow Jones Industrial Average climbed from 800 to over 12,000. To match that stock market success in percentage terms over the next twenty-five years, the Dow would have to exceed 170,000. In 1982, at the beginning of this period of global financial market integration, the net worth of U.S. households equaled $11 trillion; today it exceeds $56 trillion, according to the Federal Reserve. Even when adjusted for inflation, this represents an amazing feat of wealth creation.

From 1980 to the present, the value of all global financial assets has jumped from $12 trillion to $140 trillion, a 1,166 percent increase. Global financial assets have jumped from roughly 100 percent of worldwide GDP in 1980 to 325 percent today.

The bad news is that today’s spectacular global economy is both unstable and unsettling. As jobs and investment move around the world, people lose incomes and pensions. And as these enormous shifts occur, the economic benefits of the system are often unfairly distributed. As Fortune’s Nina Easton wrote, “There’s not a lot of security in a fast-paced global economy where workers get ahead by chasing opportunities (not obediently following official rules), by constantly reinventing their careers (not relying on seniority), and by self-investing their savings (not counting on company pensions).”

Despite enormous wealth creation, this new era of free-flowing global capital and abundance has also been accompanied by an era of financial crises. Charles Kindleberger, in his book Manias, Panics, and Crashes, catalogs a full history of financial crises. Yet, according to the World Bank, the last quarter-century of prosperity has been the high point for systemic banking crises, far more, for instance, than during the preglobalization quarter-century. Yet at the same time, the world  ironically has benefited from reduced volatility in inflation and jobless rates in recent decades.

How to respond in the face of these opposing economic factors is the most critical issue facing worldwide policymakers today. If they overreact to the uncertainty of today’s liquidity and credit situations, they risk a financial and economic reversal that will affect us all. Ironically, the best intentions can lead to higher interest rates, greater joblessness, far less robust equity markets, less charitable giving, and a devastatingly bitter rise in the levels of global poverty. However, this does not have to happen if policymakers recognize the fragility of the capital markets and adopt new, carefully targeted strategic approaches to this brave new world.

Make no mistake, financial instability notwithstanding, the last quarter-century of liberated global financial markets and free trade has produced the proverbial goose that lays the golden eggs, in terms of political freedom, wealth creation, and poverty reduction. In 1975, for example, only 25 percent of the 147 countries of the world were considered democracies; today, after a quarter-century of globalized markets, that figure is 58 percent. As Kofi Annan, former secretary general of the United Nations, has said: “The main losers in today’s very unequal world are not those who are too much exposed to globalization. They are those who have been left out.”

Gary Hufbauer of the nonpartisan Peterson Institute for International Economics argues that the United States is more than “one trillion dollars richer each year because of globalized trade.” That amounts to nearly 10 percent of GDP, or an incredible $10,000 per household. In their book World Capital Markets: Challenge to the G-10, Hufbauer and Canadian economist Wendy Dobson assert that the economic gains from liberalized capital flows now equal or exceed those from liberalized trade.

Robert Bartley, the late editor of the editorial page of the Wall Street Journal, wrote a book about the Reagan economy called The Seven Fat Years (November 1982-July 1990). If someone writes a sequel,  it should be called The Twenty-five Fat Years, including the amazing time of peace and prosperity under President Bill Clinton, who was a champion of the new global financial system.

This quarter-century also represents the most successful period of mass poverty reduction in the history of mankind. In 2006, I commissioned an article for my magazine, The International Economy, to try to measure the globalized financial market’s performance at poverty reduction since 1980. The writer, I reasoned, should come from neither any government agency nor any think tank dependent on a relationship with the World Bank; nor any private poverty agency, many of which were almost psychotically distrustful of markets. Nor should the writer be on an ideological mission on the right. Adam Posen of the Peterson Institute, an executive editor of our magazine, recommended Surjit Bhalla, a former World Bank official and Goldman Sachs partner who now is a private investor. Known for highly independent thinking and research, Bhalla accepted the task.

He concluded that we have just witnessed something historic. The last quarter-century has represented a golden age of poverty reduction, all occurring during the shift toward globalized financial markets. With poverty defined by the traditional dollar-a-day measure (the standard used by the international agencies), about a billion people have been moved out of poverty since 1980. Put another way, during the period 1950-1980, when the World Bank and other international agencies, flush with money, were in their heyday, there was actually a significant increase in global poverty. And this was the period of big government spending, including major loans and grants to the developing world. These well-intentioned efforts suffered because without efficient and honest institutions in recipient countries, the results of government-to-government transfers will always disappoint.

The golden age of poverty reduction came in the post-1980 period of globalized markets, with the level of poverty declining an astonishing 20 percent. Large turnarounds, not surprisingly, appeared in India and China after both embraced entrepreneurial capitalism and lowered  tariffs. But even Latin America and Africa, the big holdouts, began to see poverty decline starting in the year 2000.

To be sure, the world still contains much pain and suffering. Greater public and private efforts are needed to confront, in particular, the rampant AIDS crisis that exerts a choke hold on the African continent. One dollar per day may also be too low a measure for the poverty line, even though it remains the industry standard based on a 1994 dollar baseline valuation. But in the end, simply looking at bottom-line results, it appears that entrepreneurial capitalism within a financially integrated global system is the only model capable of delivering full-throated, out-and-out poverty reduction. Witness the billion people who have been lifted out of poverty in the past quarter-century.

To reiterate, none of this is to suggest that efforts to alleviate health and medical problems are not essential. High-profile philanthropists such as Bill and Melinda Gates deserve enormous credit for their efforts. Rock star Bono performs an important and commendable service by snapping at the heels of the World Bank and the international drug companies to offer support. But these efforts are a sideshow relative to the power inherent in market capitalism. Bono himself recognizes this point. In March 2007 he told the New York Times, “One of the things that I have learned in Africa is the crucial role that commerce will play in taking its people out of extreme poverty.”

Although flawed, sometimes disappointing, and often unpredictable, globalization has been a highly impressive wealth-creating machine. But, after twenty-five years of dramatic economic performance, we still do not know all the implications—good and bad—of globalization. We do know that despite several decades of a rapidly globalizing system, government policymakers and politicians for the most part understand little about the unique nature of today’s economy.

For many, the economy remains a static entity to be fought over by competing political forces in an emerging era of class warfare. Actually,  the global economy is more like a highly dynamic, living organism.  Newsweek’s Robert Samuelson notes a remarkable statistic: “Every three months, seven to eight million U.S. jobs disappear and roughly an equal or greater number are created.”

Most of all, this new global economy is vastly different from the old system in which corporations and their elite handlers worked a global system of controls to maintain relative stability. Now, just the opposite is the case. More than ever before, large corporations are forever threatened with obsolescence by a risk-taking, extraordinarily venturesome entrepreneurial class of individuals, who themselves constantly face the possibility of failure. Just as IBM was once threatened by Microsoft, now Microsoft is threatened by upstart Internet-enabled companies, such as Google or the open-source operating system Linux.

The situation may be further complicated by the reality that we are entering a new interactive age where a mass collaboration via the Internet is transforming the way businesses create and add value. This is a populist-style process of international business reform in which a bottom-up dynamic may gradually be taking over the global economy. In a later chapter, I will discuss what this means for China, where the government now has implemented a strange new policy to try to police Internet content. Ultimately, however, we have no other choice in this increasingly volatile world but to embrace the globalized market and to subtly direct it to a greater good with the least number of negative, unintended consequences. As President Bill Clinton said in his 2000 State of the Union address, “There’s no turning back. And our open, creative society stands to benefit more than any other.”

As a result of globalization’s immense wealth creation, the world has been awash in money, and much of it the past few decades has sought haven in the United States. Dino Kos, the former head of the New York Federal Reserve’s foreign exchange desk, watched tides of large capital come in every day. Here is how he summed up the situation before the outbreak of the credit crisis: There was “an ocean of liquidity  out there. The productivity revolution had gone global. The entire world had gotten a lot richer a lot faster than any of us realized.”

Indeed, there was for a while a shortage of global investment opportunities with too much of the world’s capital dependent on investment in U.S. and other industrialized world financial assets. Since 1995, for example, $6.5 trillion in net foreign capital has flowed into the United States, which is $1.7 trillion more than the trade deficit for this period. The international system is out of balance, which is why Federal Reserve chairman Ben Bernanke has argued for a long-term policy of global rebalancing. The United States, he argues, needs to undergo “a shifting of resources out of sectors producing non-traded goods and services to those producing tradables.” Translation: America needs to reduce its budget deficits and dependence on foreign oil while expanding its exports of goods and services. Other countries need to stimulate domestic demand so they can purchase more imports and rely less on exports. This shift, however, will take time and, in the meantime, the U.S. economy will depend on foreign investment.

Furthermore, some in the U.S. political community have taken the posture that foreign investment, like some mad monster, threatens the core of America’s existence. The situation is not that simple. In reality the threat to that existence, in the short run, is the widespread perception that America no longer welcomes foreign capital. For decades, global investors have regarded the U.S. economy as a safe haven for international capital. Studies show that U.S. companies financed by direct foreign investment issue big paychecks, 32 percent above the average for the rest of the private sector, according the the Wall Street Journal. America has been a highly attractive investment target for the global financial system. Only a fool would do anything to alter that perception until the global system is rebalanced, with the United States putting its fiscal house in order and other parts of the world restructuring economically to become less dependent on exports. But for now, populist political rhetoric against foreign capital has begun to  make global financial market traders and investors nervous. They ask: Do the American economic populists understand the extent to which they are playing with fire?

In the end, the future of the globalized world economy rests on these fundamental questions: What is the definition of liquidity? And why does liquidity (and its cousin, credit availability) one minute seem to be in overwhelming abundance and the next minute appear to have completely vanished? To what extent does liquidity reflect true growing value in an expanding global economy?

Perhaps the best metaphor to illustrate liquidity is the oil in an automobile engine. If the oil just collects in the bottom of the engine pan, even if there is plenty of oil, the engine seizes up. The oil needs to move freely throughout the engine.

Today’s central bankers struggle with the issue of liquidity. At times, in a financial panic, liquidity (oil) can suddenly move quickly to one location (down to the engine pan), which in today’s economy means purchasing only short-term government debt. When that happens, credit contracts and the entire economic and financial system is at risk. The engine’s pistons could soon stop pumping.

During the Asian and Russian financial crises in 1997-1998, for instance, global liquidity instantly dried up. After a period of abundant liquidity, credit was nowhere to be found. The Great Credit Crisis of 2007-2008 was accompanied by a similar development. The situation was frightening in both cases, but why did the liquidity dry up so quickly? And, indeed, what drives this thing we call liquidity?

When it is pared down to its essence, it may be that liquidity, when all is said and done, is not much more than confidence. Federal Reserve governor Kevin Warsh makes this case, arguing: “Powerful liquidity in the U.S. capital markets is evidenced when the economic outcomes are believed to be benign. When the [highly negative] outcomes are either highly improbable or, at the very least, subject to reasonably precise measurement, the conditions are ripe for liquidity to be plentiful.” Alan Greenspan as Federal Reserve chairman also argued that liquidity is just another word for confidence. In a later chapter, I’ll discuss how the former chairman and I have had a number of discussions about how the job of central banking, because of this need to bolster confidence, has become an elaborate form of “theater,” with the financial markets acting as the audience. Liquidity, therefore, to a significant degree depends on the market’s confidence that policymakers in the near future won’t make a series of huge blunders. During the subprime crisis, the world’s central banks from the start flooded the world with injections of available “liquidity.” Yet the credit crisis continued because of the global market’s lack of confidence in the financial architecture, including the financial system’s ability to truly measure risk.

In essence, the survival of the world financial system depends on an elaborate global game of confidence. The size of the financial markets, relative to the governments, has become so monstrously huge, there is no other means of maintaining stability than to establish a psychology of confidence. The governments themselves cannot by edict restore order. They can only project to the markets a sense that they know what they’re doing.

Consider the example of UBS, Switzerland’s largest bank and one of the largest financial institutions in the world. During the 2007-2008 subprime crisis, the Swiss central bankers discovered, to their utter dismay, that the total financial exposure of just one of their banks, UBS, amounted to more than 2 trillion Swiss francs, according to the Swiss National Bank. Yet Switzerland’s entire GDP is only 475 billion Swiss francs. In the event of a panic and serious capital outflows, the liabilities of one bank alone are more than four times the size of the entire economy. Translation: The Swiss government in a time of crisis could not afford to bail out its financial system even if officials wanted to. Policymakers in the rest of the industrialized world find themselves in a similar situation, particularly when considering the fact that financial institutions engage in a considerable amount of leveraging (borrowing against current investment assets to make new investments).

For today’s policymakers, financial market panics represent the  ultimate enigma. Whenever the psychology of human paranoia comes into play, uncertainty rules the day. Experts still debate the factor, or set of factors, that led to the 1987 crash of the U.S. stock market, a market correction that in today’s terms would amount to a one-day 3,500-point drop in the Dow Jones Industrial Average. At first, conventional theory blamed the crash simply on the role of computerized portfolio insurance in worsening an initial market slide. Yet what is now clear is that a series of seemingly benign developments, when piled together, seriously undermined confidence, which led to the sudden breakdown of the international financial order.

Market participants came to believe that policymakers were disrupting the global system, a development that led to broad investor panic and a loss of confidence. In the lead-up to this period, policy-makers made some seemingly minor blunders that, as they snow-balled, turned out to have devastating consequences as millions of market participants lost confidence in the future. The comparison to today is not without merit.

For example, in the fall of 1987 a public dispute emerged between U.S. Treasury secretary James Baker and his German counterpart, Gerhard Stoltenberg, over the dollar and interest rates. This created the perception of the loss of international financial order and certainty. The Reagan administration had also levied trade sanctions against Japan, creating uncertainty about the future of free trade. A week before the crash, the House Ways and Means Committee announced plans to raise taxes on debt associated with corporate takeovers, which many market participants interpreted as a highly bearish development for financial markets. Around that time, a U
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