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For Paige

Who always believed


THE
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MARKET


Between the idea
And the reality
Between the motion
And the act
Falls the Shadow
—T. S. Eliot, “The Hollow Men”



PROLOGUE


The Future Happened Yesterday

Do you ever get the feeling that something’s going on in the global economy that we don’t fully understand? That while we have been focused on fixing the wounded economy and worrying about lost jobs and battered bank accounts, the world was changing in important but nearly imperceptible ways? You’d be right. It did. Enormous economic changes are taking place around the globe, many of them hidden in plain sight, others just plain hidden—kept from the press, the government, and, most of all, the everyday investor. Ever since 2008, when the global financial crisis hit, the economic world as we know it has been flipped on its head. Countries and corporations that once dominated the planet have been decimated. Meanwhile, other powers have risen in their place and asserted themselves globally. The truth is that, no matter how much belt-tightening we do or how soon company profits and employment levels recover, we won’t be returning to “normal” any time soon.

While Western economies tanked, nations like China and the small oil-rich states of the Persian Gulf, which still had plenty of wealth on hand, suddenly discovered that they were really rich compared to the rest of the world. So they started using their cash to seize geopolitical power. Wealth and influence crept to the East. Meanwhile, the United States had started a financial contagion and literally didn’t have the money to save itself and the rest of the world from its spread. American banks and investment institutions flat-out didn’t have the capital to rescue the financial system themselves. By late 2008, the US government was desperately trying to stave off an economic panic. That autumn, as the stock market reeled and America’s largest banks stared at insolvency, the US Treasury Department sent envoys to China, Singapore, Abu Dhabi, Kuwait, and Saudi Arabia looking for investments of hundreds of billions of dollars. But America’s envoys were completely rebuffed. The problem was that each of these countries already had been burned by the earlier failures of major US investment banks like Lehman Brothers and Bear Stearns; they had little appetite for taking on more American risk.

Today we are presented with tangible proof that the era of American economic hegemony is over. The West’s fiscal policies and patterns of consumption over the past few decades have left us with untenable amounts of debt. For decades, the bulk of the liquidity in the global capital markets was provided by multinational banks from the US, the UK, and Japan. But today the global need for investment capital far outstrips the cash that the world’s largest banks can provide. Instead much larger entities with deep reserves of wealth have emerged to keep the markets flush: a loosely configured, unregulated global “shadow market” that supplies the money that the world needs to grow. With remarkable stealth, this network has largely supplanted the United States as the pacesetter for the global economy. The development of this shadow market means that a new global economic force is at play—one that we’ll all have to contend with for decades to come.

“The last two hundred years of world history have been a major historical aberration,” says Kishore Mahbubani, dean of the Lee Kuan Yew School of Public Policy in Singapore and one of the world’s leading authorities on the new wave of globalization. “This is a key point that people in the West have a hard time wrapping their minds around. From the year 1 to the year 1820, China and India consistently had the two largest economies in the world. When you think about it, it’s quite amazing that a small continent like Europe was able to conquer and colonize the world. In many ways this global domination by the West continued for a surprisingly long time. But I think it’s finally coming to a natural end. So the challenge for the West is, will it accept its loss of power in the global system or will it resist the transfer of power?”

WHAT IS THE SHADOW MARKET?

The shadow market isn’t a physical entity. It has no headquarters, bourse, or formal leadership. It isn’t even a single zone of exchange in the way that we typically define a financial market. Rather, it’s the invisible and ever-shifting global nexus where money mixes with geopolitical power. In specific terms, the shadow market is a collection of unaffiliated, extremely wealthy nations and investors that effectively run the international economy through their prodigious holdings of stocks, bonds, property, currencies, and other financial instruments, which they keep in largely unregulated investment vehicles such as hedge funds, private equity funds, and government-run sovereign wealth funds, as well as in vast government-owned holding companies. A 2009 McKinsey Global Institute study concluded that, as of late 2008, more than £8 trillion in assets was controlled by such oil-rich states as Saudi Arabia, Kuwait, and Abu Dhabi; the wealthy Asian nations of China, Japan, and South Korea; and hedge funds and private equity funds. What’s more, McKinsey predicted that the assets of nations in Asia and the Persian Gulf are poised to grow by more than 50 percent within five years.

This pile of capital is the basis for the shadow market’s power, for liquidity is the key to a functioning market. Looking back more than a century, nearly every world financial crisis has been caused by a sudden lack of liquidity—typically during tough economic times, when fear sets in among investors. At that point, banks and other finance companies start hoarding cash rather than investing it or lending it out, which, as the West learned in 2008, can strangle the economy rather suddenly.

In a capitalist world, the most powerful entities are those that provide the most liquidity. Since wealthy sovereign nations have the deepest pockets, they’re in the best position to provide the liquidity the market needs. In practical terms, this transformation can be seen in major property transactions throughout Europe and the United States, where shadow market countries have been eagerly snapping up trophy properties for what they consider to be bargain basement prices from their previous highs before Western economies started tanking. In Britain, for example, Middle Eastern nations have been active investors because the remaining legacy of colonial bonds makes property here especially appealing. “There is a strong British influence in the [Persian] Gulf,” says Fadi Moussalli, the Dubai-based head of Middle Eastern and North African operations for the global real estate investment consulting firm Jones Lang LaSalle. “There is a strong British lobby here and very close economic ties, cultural ties, historical ties. These countries were former British colonies. So there’s a huge focus on Britain when it comes to investing.”

For example, Moussalli points to the Shard London Bridge, the skyscraper designed to be the tallest building in western Europe, as the kind of project that likely would never get off the ground without Persian Gulf oil wealth. When the £2 billion plan nearly unraveled in late 2008 as the Qatari development group constructing the tower started to miss its funding targets, the financiers putting together the deal realized that the magnitude of the shortfalls was too large for any single bank to handle. The usual fix—gathering a consortium of lenders—would be too slow and cumbersome. So they quietly asked their home country for help. Specifically, they tapped Qatari Diar, the property company owned by Qatar’s sovereign wealth fund, for a generous loan of an “undisclosed amount”—reportedly £430 million—that assured the Shard would be built.

The nation of Qatar has been aggressively investing in central London property from London Bridge to Knightsbridge. Over the past few years, Qatari investment vehicles have spent billions of pounds on properties such as Harrods department store, the Chelsea Barracks, the US embassy building at Grosvenor Square, the Canary Wharf financial district, and numerous London apartment buildings and hotels. And Qatar has expressed interest in helping the UK to finance and develop the facilities needed for the 2012 Olympic Games.

“Real estate investing in the West in 2010 is really about the financial crisis,” Moussalli says. “Everything that the [Persian] Gulf States and other rich countries are buying today has the smell of blood and flesh and distress in it. Real estate is trading at a discount from its highs of 2007. So this is an opportunity to benefit from the global market dislocation. I don’t think they’re overpaying for these properties. A lot of these guys are my clients–they are shrewd, they are tough negotiators, and they squeeze every vendor down to get their price. And right now they’re timing the real estate market in the West and building their portfolios.”

Working together, the members of the shadow market could supply enough capital to stave off any global economic calamity. They have that much money at their disposal. But the catch is that the members are reluctant to work together to solve global problems. Instead they prefer to protect their own interests and zones of influence first. So, wealthy neighbors in the Persian Gulf, such as Abu Dhabi and Kuwait, will readily cooperate on different projects and initiatives. But those same Persian Gulf nations are far less likely to go along with a country like China or Singapore. America once could use its commanding position as the world’s unquestioned economic leader as a galvanizing force behind cooperative solutions to global financial problems. It steered many of the key decisions among the Group of Seven nations, or G7, the collection of leading economies consisting of Canada, France, Germany, Italy, Japan, the UK, and the US. But neither the US alone nor the G7 together can dominate this market. Instead they now have to play by someone else’s rules.

To get a sense of what this loss of financial control means, recall again the crisis of 2008, when the United States sought help from shadow market countries and was rebuffed. To the shadow market, it was too late to bail out America. As Lou Jiwei, head of the China Investment Corporation (CIC), China’s primary sovereign wealth fund, bluntly told the Clinton Global Initiative conference in Hong Kong in December 2008, “China can’t save the world. It can only save itself.” And that’s precisely what China and the other wealthy shadow market countries did.

Starting in late 2008, China pumped £400 billion of capital into its own economy in a stimulus plan to bolster the Chinese stock market and the country’s businesses. Throughout the Middle East, neighboring countries bailed each other out, the most notable of which was Abu Dhabi’s financial rescue of Dubai, which ran into serious investment trouble and almost collapsed. In Kuwait, the country’s sovereign wealth fund set up a special multibillion-dinar investment vehicle that was only allowed to buy shares of local companies in order to prop up the Kuwait Stock Exchange, which had fallen nearly 40 percent.

None of these expenditures involved permanently saddling the nations with unmanageable levels of debt. Remarkably, China didn’t even have to dip into its stock reserves during the crisis. The shadow market countries had the financial or natural resources to support their own economies. The cash-strapped West, on the other hand, couldn’t possibly embark on such significant capital-intensive projects. It simply didn’t have the money in its coffers. So their economies suffered—mightily.


QUESTION: HOW BIG IS THE SHADOW MARKET? ANSWER: BIGGER

So how has this mighty new shadow market emerged seemingly overnight? Consider a few key points:

• China, Japan, and other wealthy nations hold vast investments in global currencies. For instance, as of July 2010 China’s central bank, the People’s Bank of China, announced that it controlled roughly £1.6 trillion in foreign exchange reserves, which are held by a government-run agency called the State Administration of Foreign Exchange, or SAFE. In 2006 China passed Japan as the world’s largest owner of foreign exchange reserves. By 2009, SAFE’s foreign exchange investments accounted for nearly a third of the world’s total currency holdings. Still, China and Japan aren’t alone. Other major holders of foreign exchange reserves around the world include Russia, India, South Korea, and Brazil. Combined, they’re sitting on trillions and trillions too.

• For most of the twentieth century, the bulk of America’s public debt was held by US-based institutions, such as mutual funds and corporate and government pension funds. But since 2007, more than 60 percent of American debt has been owned by nonresident foreign investors and independent governments—primarily rich Asian nations such as China, Japan, and Singapore. China, the largest owner of US Treasury securities in the world, held £600 billion worth of American debt as of April 2010.

• Sovereign wealth funds (SWFs) are now a global phenomenon. These government-owned investment vehicles are managed separately from a country’s debt and currency reserves. As of July 2010, roughly £2.3 trillion in global capital was managed through different SWFs, up from £600 billion in 1999, according to the Sovereign Wealth Fund Institute. The largest funds belong to oil-rich nations and industrial powerhouses such as Abu Dhabi, Saudi Arabia, China, Singapore, Kuwait, Russia, and Norway. Abu Dhabi’s SWF alone has more than £300 billion in assets even after taking a severe hit during the most recent financial crisis and contributing billions to bail out neighboring Dubai. That’s a lot of cash. And what’s more, the International Monetary Fund (IMF) projects that the total assets managed through SWFs will rise to more than £6.5 trillion by 2012 as the size and number of funds explodes. Fast-growing countries such as India and Brazil are developing plans for their own funds. Indeed, SWFs have become the height of fashion in global finance. An example can be found in the fallout of the massive BP oil spill in the Gulf of Mexico. As the cost of the cleanup escalated, the value of BP shares was sliced in half. By July 2010, BP executives had become concerned that the weakened company was vulnerable to a takeover. They needed financial help, fast. So who did they approach? Not Western banks of the governments of the United States or the United Kingdom. Instead, they reached out to the real arbiters of liquidity in the financial markets, the sovereign wealth funds in Abu Dhabi, Kuwait, Qatar, and Singapore, each of which owned a small position in BP. Then CEO Tony Hayward flew out to meet personally with “key business partners.” Kuwait rejected the request out of hand, but the others remained noncommittal. So why did BP executives choose this tack? Because they knew that these SWFs controlled enough cash to easily help the company out of a tight spot in the shortest amount of time. That’s the essence of the shadow market’s power.

• Foreign investors account for 40 percent of all property deals in the United Kingdom. In fact, these investors are gobbling up prime properties as quickly as they can: They have bought 70 percent of the London residential property sold at a price tag of £5 million or more. More than half of current home purchases in prime central London neighborhoods are made by overseas buyers, and overall, roughly one in ten London home buyers is a second-home buyer from the Middle East.

• The spending spree on trophy properties has hit very close to home. In September 2008, when Abu Dhabi’s sovereign wealth bought Manchester City Football Club for £200 million, it marked the first time that a foreign government, as opposed to a wealthy foreign investor, has owned a premier European football club. Since then, the club’s Abu Dhabi ownership has spent lavishly to pursue star players from all over the world.

• Private unregulated investment vehicles such as hedge funds and private equity funds now set the tone for the behavior of the financial markets. Hedge funds are unregulated mutual funds that often capitalize on complicated trading schemes to generate profits. Private equity funds, on the other hand, like those owned by ultrasecretive New York firms like the Blackstone Group and the Carlyle Group, are designed to take over undervalued businesses, clean up the books, streamline the operations, and resell them for a tidy profit. As of July 2010, hedge funds and private equity funds controlled more than £2.5 trillion in assets. Obviously, that’s a smaller pile of capital compared to the vast sums commanded by such superrich countries as China, Abu Dhabi, Singapore, and Kuwait. Still, these funds’ innovative and sophisticated investment techniques have given them levels of influence far beyond their size and scope, leading the shadow market herd into new sectors, securities, and asset classes.

• To put all of these numbers and statistics in a broader context, consider that the McKinsey Global Institute estimates that by 2013, the governments of countries in Asia and the Persian Gulf, global hedge funds, and private equity funds will control more than a combined £12.5 trillion in assets. How much money is that? Well, in 2013 the gross domestic product (GDP) of the United States is expected to be around £10.6 trillion, and the GDP of the European Union is expected to be around £12 trillion, according to estimates by the IMF. In other words, a financial force larger than both the US and the European economies will be at play in the capital markets. And this dwarfs the UK, which is expected to have a GDP of just £1.7 trillion. On its own, China’s central bank, which controls more than £1.3 trillion in assets, is already the largest single investor in the world, bigger than any major multinational money management firm, from Barclays Bank to Fidelity Investments to State Street Corporation to BlackRock. And numerous other wealthy nations aren’t far behind China. When you consider everything on the table, there’s really only one conclusion: The shadow market soon will be the most powerful financial force on the face of the earth—if it isn’t already.

• Numerous Western industries have been gutted—retail, car manufacturing, industrial manufacturing, and the media, to name a few—and consumers have struggled with joblessness, high debt levels, and stagnant incomes. As a result, the US and the UK have stumbled around in a general sense of fear and stasis and political impotence. But not the shadow market. It’s kept moving forward. In particular, many of the shadow market countries have launched an unprecedented scramble to buy the world’s resources while they’re still available. China has been insuring itself future access to oil, minerals, food, and anything else it cannot supply for itself. The number of deals around the globe is staggering, and, in some countries, the presence and power of Chinese companies have effectively created neocolonial relationships, with Chinese corporations and officials calling the shots within their own overseas fiefdoms. China also has projected itself into ownership of the world’s cutting-edge technologies in engineering, computers, and high-end manufacturing. Of course it’s not only China. Other countries are also busily scooping up the resources they need to control their destinies well into the twenty-first century.

What makes the shadow market truly different, and more dangerous, than any financial force the world has ever known is the fact that it consists primarily of independent governments—many of them rivals of the US, UK, and other Western nations and all willing to use their capital to advance political, rather than financial, aims. For centuries, Western powers have practiced a corporate form of capitalism in which power was derived from the development of newer and bigger companies. The government’s involvement in the nation’s economic system extended to regulation and taxation, but other than that, it typically tried to get out of the private sector’s way. The system was so successful that economists and political scientists came to the conclusion that a capitalist economy naturally led to a politically democratic government on the symbiotic grounds that once people tasted economic freedom, they’d demand the political variety as well.

The shadow market, however, has turned all of that upside down. For the most part, the countries of the shadow market have employed capitalist strategies to amass their fortunes. But even though they’ve used capitalist tools, many are hardly “free” countries politically or economically. Instead they adopted a nationalistic form of capitalism where the state created companies and investment funds that could participate in the global economy. But the money generated by these entities doesn’t belong to the company, its workers, or its shareholders, the way in America IBM’s profits belong to IBM or in Britain Tesco’s profits belong to Tesco. Instead most of the money from these companies and investment vehicles rolls up to the state, giving the government the power to determine how to deploy the bulk of the capital generated by its economy.

That’s why the shadow market’s rise has fundamentally changed the way we view the economic world. It’s not just corporate greed that we have to watch out for anymore, it’s geopolitical power plays as well. Major investors can have completely divergent agendas from the countries where they’re investing, and sometimes they can make financial moves that have more to do with politics than economics. This helps explain why in June 2009 China jumped at the chance to pay £700 million for forty-five million shares of Morgan Stanley to go along with stock it had bought earlier. The purchase gave China a combined 10 percent ownership stake in Morgan Stanley, which was in addition to its 10 percent stake in Blackstone Group. Now China certainly could turn a profit from its Morgan Stanley position. But investment returns didn’t appear to be what the deal was about. Instead let’s say that one day in the not-too-distant future, China develops an even greater problem with America’s dollar policy. Well, it’s one thing for China to approach the US Treasury Department as a rival superpower. But it’s quite another to do it as the owner of 10 percent of Morgan Stanley and 10 percent of the Blackstone Group, not to mention the holder of about £1.3 trillion worth of US currency reserves and debt instruments.

To make matters even more complicated, there’s practically no regulatory oversight of the shadow market’s activities. Why? Because its deals often take place in foreign countries and therefore are cloaked under the different financial rules established by each country. So we regularly have no idea what’s happening until after it’s happened. The potential for conflicts of interest can be right on the surface. Yet there’s little or nothing we can do about it.

Not that the Western governments are all that interested in clamping down on the shadow market’s activities right now. Indeed, the global economy has become so intertwined that our future success is tied to the shadow market’s continued support. As Brad Setser, an economist in the Obama administration’s National Economic Council, stated in an influential September 2008 report for the Council on Foreign Relations called Sovereign Wealth and Sovereign Power: “The United States’ main sources of financing are not allies. Without financing from China, Russia, and the [Persian] Gulf States, the dollar would fall sharply, US interest rates would rise, and the US government would find it far more difficult to sustain its global role at an acceptable domestic cost.”

In other words, through these investments, we’ve become entwined with rival nations in conflicting and potentially dangerous ways that we never could have imagined just five years ago. That’s why Michael McConnell, the former director of national intelligence, told the US Congress in his 2008 threat assessment report that one of his most serious concerns about America’s long-term security is “the financial capabilities of Russia, China, and the OPEC countries, and the potential use of their market access to exert financial leverage to achieve political ends.”

These fears have never been more on target and never more true than today. As we are about to see, the countries and entities that comprise the shadow market have been very busily pursuing their new world order, changing the global economy more rapidly than most of us could ever imagine.



CHAPTER 1

Money Is a Weapon

Tuesday, 17th March 2009, was a typically brisk, rainy week-day in late-winter Washington, DC. Other than an unusually angry wind gusting in off the Potomac River, events were fairly quiet in the district, just another normal business day.

But about thirty miles north of the White House, at the Johns Hopkins University Warfare Analysis Laboratory in Laurel, Maryland, things were far from normal. There, a group of America’s top military and intelligence officials had come together in secret to watch the work of several dozen innocuous-looking men and women who were gathered in a large war room around a series of V-shaped tables. For the most part, the military and intelligence leaders kept their eyes trained on a bank of video screens, on which deadly conflicts from across the globe were playing out. To their dismay, the United States was losing over and over again.

Fortunately these battles weren’t real. Instead they were part of a new war game exercise unlike anything the Pentagon’s military strategists had ever come up with. While these types of planning events typically involve strategic bombing campaigns and deployments of fighting forces, this one ignored all that. Instead it was based exclusively on economics. The weapons were dollars, bonds, and stocks. And the grunts on the ground were government economists, academics, hedge fund traders, and Wall Street banking executives. The idea was to simulate what would happen if the world disintegrated into a series of full-fledged financial wars. And as the battles played out over the two-day exercise, America’s military brass continually found that their hands were tied. There was no way for America to win. Regardless of what happened in the world and how the United States responded to it, they ultimately ended up losing—to China. The results presented a deeply sobering reality for our veteran war strategists.

“Basically what we saw was that China can hurt us in all kinds of ways because of their enormous amount of financial reserves and our huge national debt,” says Paul Bracken, a professor of management and political science at the Yale School of Management and a leading expert on financial warfare. “What’s probably most troubling is that they don’t even have to really do anything to influence us. They can just go to the fundamental insight of game theory, which is that you only have to be able to threaten to do it to have an effect. The key is having something to back up the threat. And China has that with its capital and our debt.”

THE FUTURE IS NOT A GAME

Although the Pentagon technically considered the clandestine exercise “unclassified,” there are no official records of it available to the public. The Warfare Analysis Laboratory will confirm only that the event took place. The US Defense Department won’t discuss it. And most of the military officials and civilian financial experts who participated and were willing to speak insisted that their conversations remain “on background.” Few would allow their names to be used publicly. Clearly this was a hush-hush operation.

That said, several of the participants believe that it’s important for the public to understand the emerging threats we face in the new economic world. So they were eager to explain in general terms how the war games worked: Several dozen economists and finance professionals divided themselves into teams representing different countries and regions, such as the United States, China, eastern Asia, and so on. They then holed up for two days in a room facing a massive digital wall awash with economic data that were constantly being updated. Several of the participants said the scene reminded them of something out of the 1964 Cold War dark comedy Dr. Strangelove or: How I Stopped Worrying and Learned to Love the Bomb.

The teams were overseen by a group of neutral proctors who presented different potential geopolitical and financial scenarios, such as a belligerent nuclear threat by North Korea or Iran or a dramatic move up or down in natural gas prices. The proctors then judged each team’s response. The participants were told to use all of the resources at their disposal to gain global economic dominance while reacting to these events. Meanwhile, leaders from different branches of the US armed forces and intelligence community anxiously watched the proceedings and took reams of notes about what was going on.

The war games themselves were nothing like what one might imagine based on what we’ve all seen in movies and on television, where distressed military officers and nuclear technicians frantically run around the White House situation room trying to stop a multinational disaster before it engulfs the world. Instead these proceedings were calm and deliberative, devoid of emotional outbursts or shouting matches. Each team methodically went through its options and their consequences before responding. America and Russia, once the world’s lone superpowers, were unintentionally inhibited in their responses because they were continually drawn into costly diverting struggles that sapped their economic strength. At the same time, China showed a surprisingly nimble ability to use its vast holdings of currency and debt reserves as a powerful cudgel against the rest of the world, particularly the United States.

“China showed that she could be very sophisticated in the financial markets and use them to her advantage,” Bracken says. “For example, China could simply move the maturity of some of its Treasuries from ninety to sixty days and it would send shock waves through the New York Stock Exchange without affecting China that much. We know that and the games showed it.”

In fact, whenever America did something that China didn’t approve of, China started dumping a small portion of its dollar-based assets, which included US Treasury bonds and other holdings in addition to currency. These sales, representing just a tiny fraction of China’s overall dollar portfolio, would flood the financial markets with US currency and cause its value to plunge as demand suddenly dried up. In America, this drop in the value of the dollar would trigger just enough economic chaos to force political leaders to rethink their policies and appease the Chinese. In the meantime, China still could hold on to enough US currency and debt to make life difficult for Americans whenever it desired. That’s why China was the unequivocal winner at the end of the two days. It wound up being the richest country on earth and could use that power to get what it wanted.

Specifically, China used its vast capital reserves to buy clandestine relationships with several nations, especially Russia, and gain influence over the entire Far East region.

In the case of Russia, the Chinese team coveted its neighbor’s rich supply of natural resources as a partial solution to the demands of its rapidly growing economy. Meanwhile, the Russian team was eager to get its hands on China’s capital to pay for possible military interventions along its western border. So China and Russia worked together on secret arrangements that funded Russia’s geopolitical incursions while funneling valuable natural resources into China. Meanwhile, the US team had no idea this collusion was going on until the deals were done.

“People left the room thinking that the US lost sight of what the hell it was trying to do,” Bracken says. “The problem was the US had the wrong objective, which was to demonstrate leadership to the world without regard to its cost. So we got into a conflict with Russia and spent a lot of money we didn’t have. And China won because we lost sight of how much money we had and our deficits got too high. China, for its part, played a more businesslike strategy. It locked up resources, played conservatively, and did pretty much all the things it’s doing in the world today. I think the key was China didn’t set out to be a global superpower. It was just interested in taking care of China.”

Even more troubling to America’s military and intelligence strategists was how the games revealed a fundamental misunderstanding of the West’s seemingly codependent financial relationships with China and the other wealthy countries that hold a lot of US and European currency and debt. As it turns out, these relationships aren’t so simple. For instance, it’s no secret why China has roughly [image: image]2 trillion in various US holdings. It holds these assets for financial security. As China’s national wealth has grown, it has eagerly acquired these positions because the dollar and US debt have long been considered among the safest investments in the global financial markets. Why? Because the US economy is the largest and most diverse in the world, so investors have traditionally considered it extremely unlikely that the country would default on its financial obligations. In the meantime, the reason that the United States so eagerly accepted China’s capital was that we needed the money. As a result, China became America’s banker.

The catch was that the United States always assumed that there was a twist in the financial relationship that gave it some leverage. There’s an old financial proverb attributed to the billionaire oil magnate J. Paul Getty that goes: “If you owe the bank [image: image]100, that’s your problem. If you owe the bank [image: image]100 million, that’s the bank’s problem.” In other words, if you owe a lender a relatively small sum, it can control your relationship and make life difficult for you because a loss on your loan means little to the institution. But if you owe a lender a lot of money, you control the relationship, because your lender has a vested interest in keeping you afloat, even during hard times, since it eventually needs to get its cash back. After all, if the economy collapsed, its investments would lose value too. So everybody would be poor. What would be the point of that?

Of course, this perspective is in many ways just an economic extension of the foreign policy doctrine of mutually assured destruction. The idea, which became popular during the Cold War, is that as long as two military superpowers have enough weaponry to annihilate each other, neither will be willing to strike first. So the countries end up in a deadly stalemate.

Over the past decade, as US and European debt load has skyrocketed, the concept of mutually assured destruction has become the central economic metaphor for the West’s financial dilemma. With the economy weakening, foreign interests, particularly China, have provided the West with needed investment capital. As a result, they’ve also amassed those increasingly sizable ownership positions in US and European government debts, corporate bonds, shares, and currencies—especially the dollar. One would think that this encroaching foreign influence would deeply concern the West. But the sad truth is that our economic conditions have eroded so dramatically that we’ve become willing, even eager, to accept money from anyone who can provide it. In historical terms, this is a recent development, and we’re still getting acquainted with the painful reality of what’s happened. But the bottom line is that we’ve deluded ourselves that foreign nations that own trillions of dollars, pounds, and euros of debt and currency reserves are actually our partners, not rivals.

This belief, of course, assumes that there are only two choices for a country that owns a tremendous amount of its rival’s financial reserves: keep them or dump them. The economic war games, however, revealed a third option. As it turns out, if Country A owns a lot of Country B’s currency and debt and doesn’t like Country B’s foreign policy, all Country A has to do is sell a trickle of its holdings, signal its “lack of confidence” in Country B as an investment, and let the international financial markets do the rest, destroying the value of Country B. Call this concept the weaponization of global capital. Eventually the pressure will build until Country B’s government relents. If not, the value of its currency and stock market will plummet into free fall, which can trigger any number of economic catastrophes—from runaway inflation to a prolonged recession—that no government wants to confront. This isn’t a partnership at all. Country A, in essence, has an economic weapon of mass destruction that it can point squarely at Country B whenever it wants.

For the West, this means that the sheer size of our national debts—and the fact that it’s largely held by many of our global rivals—has reduced our potential geopolitical influence, because we really are controlled by the countries that have invested in us. They, in effect, are our shareholders.

While this outcome may be shocking to some, the sad truth is that many members of the US intelligence community weren’t all that surprised (although the decisiveness of China’s financial dominance did catch just about everyone off guard). The reality is that many government experts have been planning for this possibility for some time. The idea of holding economic war games came up during former president George W. Bush’s first term, long before Michael McConnell, Bush’s top intelligence official, spelled out the potential threats in a February 2008 risk assessment report to the US Congress. “Public statements by Chinese leaders indicate that Beijing perceives itself as being in the midst of a twenty-year ‘window of opportunity’ favorable to China’s growth, development, and rise of influence,” McConnell told the Senate Armed Services Committee. “As China’s influence grows, Beijing probably will increasingly expect its interests to be respected by other countries.”

So, really, how stunned could the people who’ve been examining these projections for years have been by the results of their economic war games? Indeed, the entire concept behind the exercise, which the Pentagon spent more than two years developing, was to figure out America’s vulnerabilities, not its strengths. The planners operated under the presumption that the United States had put itself in a significantly weakened position, perhaps permanently. As one intelligence veteran who helped organize the event put it, “You don’t spend all this time and money studying an issue unless you think there might be a problem. It’s like, you don’t go to a mechanic unless you think there’s something wrong with your car. And surprise, surprise, we found out that there’s something really wrong with our car.”

Speaking to various national intelligence specialists, it becomes clear that several related developments over the past decade have magnified the seriousness of America’s weakened financial condition. The main change is the way that the technology revolution has shrunk the world, at least metaphorically, and completely transformed the global capital markets.

Today information moves around the planet in a fraction of a second. Since markets feed on information, the primary effect of these technological advancements has been to open up the global financial markets, and particularly Wall Street, to anyone who might want to participate. Now small, wealthy countries like the Persian Gulf oil states can easily buy and sell piles of stocks, bonds, and currencies all day, every day. The process is much easier than it ever was before. And it’s enabled them to spread their sovereign wealth all over the world as major investors in ways they never thought possible, while becoming wildly rich in the process. Meanwhile, large nations that are loaded with capital can amass unprecedented war chests filled with stocks, bonds, real estate, and foreign currency reserves, which they can use to get the resources that their populations require.

To understand the geopolitical significance of this enormous global transformation, consider that US intelligence officials estimate that by around 2030 China will surpass America and become the largest national economy on earth. Today China produces about 75 percent of its energy from coal, while the United States generates about 65 percent of its energy from oil and natural gas. Coal-powered energy is typically a dirty business that pollutes the atmosphere far more than energy generated by oil and gas, not to mention renewable, environmentally friendly energy sources such as solar and wind power. The nation’s leadership realizes this and is beginning to shift China to a more petroleum-based power system that also incorporates alternative energy sources. And it’s doing so largely by using the country’s mounds of capital to strike deals with oil-and gas-producing nations, from Russia to Venezuela, which will give the Chinese people access to needed reserves.

China’s development guarantees that in the near future, the global demand for oil and gas is going to increase sharply as the country’s economy expands. And from the West’s perspective, this means that China presents a formidable competitor for a limited resource that still largely powers our enormous economy. We’re going to have to compete for the resources we need. As one finance expert who participated in the war games predicts, “Our next major global conflict will be over access to energy resources. That’s the fault line. It’s almost inevitable that we’ll butt heads with China over it.”

BEHOLD THE DOLLARIZED GLOBE

The global battle for natural resources is nothing new in the history of human civilization. For thousands of years, gaining control of precious resources has been the driving force behind the expansion of geopolitical empires, from the Greeks and the Romans to the French and the British. Nation-states have consistently used their militaries for economic purposes, securing access to different foods, spices, metals, and minerals, blockading one another’s ports, and enforcing embargoes. But in general, historical global trade disputes were relatively simple affairs. The biggest empire with the most military strength and broadest reach dominated the world.

This changed after World War II, when the United States emerged as a new kind of global power. In America, the world had an empire based on commerce and finance rather than geographical expansion. Although the United States maintained a network of military bases across the globe, it didn’t, for the most part, physically conquer other countries. Instead it would meddle with other countries’ political leadership to create new markets for its burgeoning capitalist economic system. Along the way America ushered in a brand-new system of international finance, one based on the buying and selling of financial instruments rather than hard goods. And that, in the end, wound up transforming the world.

Consider America’s immediate predecessor, the British Empire. At the dawn of the twentieth century, the British Empire encompassed about thirteen million square miles of land mass, or about one-fourth of the face of the earth, scattered throughout Asia, Africa, the South Pacific, and North America. It controlled roughly a quarter of the planet’s population and was considered the largest and most sophisticated empire in the history of mankind. Still, its strength was based on the classic geopolitical model of conquering new territory to acquire critical resources and create new markets to trade goods.

The first factor that distinguished the United States from Britain was that America was a contiguous empire with a rich assortment of natural resources within its borders; by the 1880s, it already had much of what it needed to feed, clothe, and shelter its population and had begun the process of commercially linking the East and West coasts. As a result, when the US started to emerge as a global economic power in the late nineteenth century, it wasn’t particularly interested in cobbling together a large collection of overseas colonies. This self-sufficiency lasted until the mid-twentieth century, when oil emerged as the one precious resource the US could not control.

The second differentiating factor between the United States and its predecessors was that America was largely a “private sector” empire driven by a capitalist instinct rather than an imperialist instinct. Although the United States ultimately established an enormous government superstructure in Washington featuring what former president Dwight Eisenhower famously termed the “military-industrial complex” in 1960, the nation at its core remained ideologically predisposed toward creating an inviting environment for commerce rather than expanding its geopolitical power. Indeed, prior to World War II American foreign policy pursued isolationism, not imperialism. The United States really just wanted to be left alone. So instead of invading countries, America’s demands generally focused on prying open trading markets for the growing businesses that sold its goods and services.

Even when you look at America’s imperial incursions, they were typically based on advancing the cause of commerce and trade. For example, consider its hold on the Panama Canal Zone, which began in the early twentieth century under Republican president and former war hero Theodore Roosevelt. Back in the mid-nineteenth century, when the idea of building a canal that would enable ships to cut across Central America and move from the Atlantic Ocean to the Pacific Ocean without going all the way around the tip of South America first gained popularity, the area belonged to Colombia. France, which had tremendous success building the Suez Canal in Egypt, first tried to create a canal in the Panamanian territory starting in 1880. But the French gave up after nine years. Roosevelt, however, refused to let go of the concept. It was too important to America’s economic interests—and particularly to the nascent oil companies that were transporting petroleum from California to the East Coast and needed to reduce their shipping time. Something had to be done.

First Roosevelt tried to pay off the Colombian government to gain access to the land. But that failed. So he sent a battleship armed with marines down to the isthmus. Their orders were to cooperate with a collection of Panamanian rebels who wanted to break away from Colombia and form their own independent country. Within months, the US and Panamanian fighters forced Colombia to grant the territory its independence. Then Roosevelt and the new Panamanian government quickly signed a ninety-nine-year lease that gave the United States access to a fifty-mile-long, ten-mile-wide strip of land where American engineers could construct a canal. That’s the way American economic diplomacy often worked before World War II.

After World War II, economic conditions around the world changed. Europe was physically decimated, and the United States, which by now had become the richest country in the world by most statistical measures, could afford to help rebuild the continent with the [image: image]12.4 billion European Recovery Program, also known as the Marshall Plan. US aid bought America a lot of diplomatic goodwill following the war, which it deployed in our new conflict against an emerging political and ideological rival: the communist empire of the Soviet Union. The Cold War dramatically changed economic warfare strategy, largely because the old ways didn’t work anymore. The Soviet bloc didn’t need to trade with the West, other than to gain access to technological advances. So the classic economic warfare tactics such as blockades and embargoes were irrelevant. Instead the two rivals engaged in a series of violent proxy wars along the front lines of smaller countries like Korea and Vietnam.

Meanwhile, US companies thrived in the postwar global economy. In an unofficial way, they helped serve as American ambassadors, promoting free-market capitalism by spreading out and selling their products all over the planet. The soldiers in this fight were desirable high-profile brands like Coca-Cola and Disney. In addition, the US financial community started loudly preaching the logic of using the financial markets to capitalize on compounded interest, showing the world how it could invest on Wall Street and make money off its money rather than just save it or spend it. America’s major multinational banks—Chase Manhattan and Citicorp, J. P. Morgan and Goldman Sachs—provided liquidity throughout the world. And combined, these private-sector interests helped convert a large portion of the planet to accepting some form of American-style free-market economic ideology.

So by the time the Soviet Union formally collapsed in 1991, the United States had become the pacesetter for the rest of the world and established a new level of global stability. As the journalist and foreign policy expert Fareed Zakaria explained in 2008 in Newsweek: “Since the late 1980s, the world has been moving toward an extraordinary degree of political stability. The end of the Cold War has ushered in a period with no major military competition among the world’s great powers—something virtually unprecedented in modern history. It has meant the winding down of most of the proxy and civil wars, insurgencies and guerrilla actions that dotted the Cold War landscape. Even given the bloodshed in places like Iraq, Afghanistan, and Somalia, the number of people dying as a result of political violence of any kind has dropped steeply over the past three decades.”

Meanwhile, the United States cemented itself as the planet’s lone economic superpower. America possessed an enviable number of major corporations producing a broad spectrum of products and providing a diverse array of services that were in high demand across the globe. Plus, US companies could find all the money they needed to grow in the country’s intricate financial markets. Not surprisingly, numerous developed nations tried to mimic America’s success and restructured their economies around Wall Street–style financial markets as well. Japan, in particular, rose from the ashes of World War II to become the world’s second biggest economy largely by emulating America’s strategies. But Japan was hardly alone. Indeed, looking at the world as a single financial entity, following the fall of the Soviet Union the global economy experienced previously unseen levels of growth and prosperity, as Zakaria also noted: “Over the past quarter century, the global economy has doubled every 10 years, going from [image: image]31 trillion in 1999 to [image: image]62 trillion in 2008. Recessions have become tamer than ever before, averaging eight months rather than two years. More than 400 million people across Asia have been lifted out of poverty. Between 2003 and 2007, average income worldwide grew at a faster rate (3.1 percent) than in any previous period in recorded human history.”

Of course, during this period of radical worldwide growth, the United States continued to expand its financial reach. Soon the dollar replaced gold as the most stable financial instrument on earth in the eyes of international investors. In many ways, it became the closest thing we had to a global currency. As a result, more dollars were traded outside of America than were available in the nation’s own domestic money supply. And by the 1990s, most of the developed world had adopted capital markets modeled on those in the United States as key ingredients of their economic systems.

In many ways, we’re now living in the global, free-market capitalist society that America’s big bankers and financiers always dreamed of. Today, more and more countries are freeing their companies to participate in Western financial markets and creating their own capital markets to raise money for their developing businesses. Money flows across the planet far surpass the value of worldwide physical trade. In 2007 the total value of all global imports and exports was [image: image]25 trillion (£12.5 trillion) for the entire year. Meanwhile, the world’s currency markets, the largest financial market on the planet, traded [image: image]3 trillion a day. And that figure doesn’t even include all the cash moving around in other capital markets in search of investments in stocks, bonds, mutual funds, hedge funds, and so on. In short, more than America itself, American-style capital markets have conquered the world.

Unfortunately, this development has brought its own set of consequences that one never could have foreseen. By linking the world’s financial markets, a small spark in a relatively obscure corner of the globe can suddenly become a worldwide conflagration. So more than ever, having access to lots of capital has become an essential factor in keeping a modern economy humming, particularly in difficult times. This means that the wealthier a country is, the better equipped it will be to handle the increasing number of financial crises we’re bound to see as the global market economy continues to expand. We used to worry about an important country’s economy collapsing because it could hurt the financial markets. Today, after the financial crisis in 2007 and 2008, we’re more concerned about a hiccup in the markets wrecking an otherwise solvent nation. The game has changed permanently. The capital markets have taken over.

WHY THE TWENTY-FIRST CENTURY BEGAN IN 1995

To understand how these new linkages in the global financial system can quickly spread economic crises across the planet and how it takes the power of liquidity to stop a global contagion in its tracks, just look back to 1995 and America’s response to the devaluation of the Mexican peso. Former US treasury secretary Robert Rubin has called the “tequila crisis,” as it became known, the first real financial crisis of the twenty-first century. Rubin’s point was that the fiasco that ensued following Mexico’s decision to devalue the peso offered a stark example of the dangers posed by the evolution of the twenty-first-century global financial system.

In the early 1990s, the Mexican economy seemed to be stable and growing. The government and private sector were creating jobs. Global emerging-markets investors were eagerly pouring capital into the country, looking to strike it rich. And the nation’s once cash-starved treasury was building up unprecedented stockpiles of foreign currency reserves. At the end of 1993, Mexico had [image: image]25 billion (£16 billion) worth of reserves, compared to just [image: image]6 billion in 1989. In the eyes of the global financial markets, this was a country on the rise.

But starting in early 1994, conditions changed drastically. First, in January, the Mexican government was forced to put down a bloody armed rebellion by Zapatista guerrillas in Chiapas, a poor agrarian state bordering Guatemala. Then, in March, Luis Donaldo Colosio, the immensely popular presidential candidate for the ruling Institutional Revolutionary Party (also known as the PRI) and the presumed next president of Mexico, was assassinated. The party named Ernesto Zedillo, a relatively unknown figure outside his country, as Colosio’s replacement in the August election. Meanwhile, the mayhem continued. In June Alfredo Harp Helú, a fifty-year-old billionaire Mexican banking magnate, was kidnapped in Mexico City and held by gangsters for more than three months. His family ended up paying [image: image]30 million (£19 million) for his release. Then, in September, just a month after Zedillo won the presidential election, José Francisco Ruiz Massieu, the secretary-general of the PRI and a former Mexican deputy attorney general, was gunned down in front of the party’s Mexico City headquarters.

Naturally, with all this instability, the global financial markets started to see Mexico as a far riskier investment. This had a devastating effect on the country’s economy. The value of the peso tumbled, and Mexican interest rates shot up. To support the peso, the Mexican government decided to raid the nation’s stockpile of foreign currency reserves. From February to December 1994, Mexico’s reserves fell from [image: image]30 billion to less than [image: image]6 billion. And to make matters worse, Mexico owed [image: image]23 billion in tesobonos, short-term debt securities that the government had sold to get quick access to capital. By late autumn 1994, conditions were so grim that the financial markets were rife with bets on when Mexico would collapse.

In December, Mexico’s leaders decided that the country had to reduce the value of the peso by 15 percent to realign the currency with financial reality. The peso historically had been valued on a “crawling peg” exchange rate tied to the US dollar. In 1993 the rate was around thirty American cents to the peso. But in 1994 Mexico spent roughly [image: image]15 billion maintaining this exchange rate. It couldn’t afford to continue. So Mexican officials established a new lower exchange rate of twenty-five cents to the peso. But the plan didn’t hold. Within days, the floor collapsed, and the peso was in free fall. Mexican officials had lost control of their currency.

Seeing no other option, on 22nd December the Mexican government decided to let the value of the peso “float” in the global capital markets. Almost immediately, it crashed, and Mexican interest rates started running wild. By the end of December, the peso was worth 35 percent less than it had been worth at the start of the month, and by January, its exchange rate had fallen to less than seventeen cents, a level not seen since the 1980s. To make matters worse, the government no longer could borrow money, even with bonds carrying interest rates of 20 percent, because lenders were petrified that they’d never see their cash again.

Meanwhile, in the rest of the global capital markets, all hell was breaking loose. Investments in emerging markets—from Latin American nations like Brazil and Argentina to more distant and seemingly unrelated countries like the Czech Republic and Thailand—dried up overnight. In the past, the problems in Mexico might have been considered an isolated issue involving a relatively minor currency. But now that the global financial markets had become intertwined, currency and bond traders saw Mexico’s weakness as an ominous sign of things to come in other parts of the world.
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