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PREFACE

As this book is going to press the world is grappling with the Covid-19 pandemic
that originated in the city of Wuhan in the Hubei province, China in lace 2019.
The pace of contagion is fast; in March 2020 alone, the number of confirmed
cases increased eightfold and, on the 261h, the United States overtook China to
become the new epicentre of the pandemic. But it is Italy where the mortality
rate has been at its highest (around 13 per cent). By 21 April, there were 797
deachs in my home city in the north of the councry, the area from which the
outbreak of Covid-19 in Italy, and therefore that in Europe, originated.

Europe went in 1o lockdown in mid-March and the United States gradually
followed suit. Spain, France, Germany and the United Kingdom, like Italy,
banned public gatherings and shut bars, restaurants, theatres, cinemas and
holiday resorts. The United States blocked all travel from China and Europe,
while the British government advised against all unnecessary travel. Border
controls were reinstated within the European Union and, in & small number of
countries police were out on the streets to ensure that people were staying in
their homes except when strictly necessary.

As citizens and policymakers are confronted with the impact of the pandemic
on day-to-day life, the world economy is in freefall. All economic indicarors
point to a global recession worse than the one that followed the global financial
crisis in 2008. The measures unveiled so far — a mix of monerary policy and
fiscal policy — have been spearheaded by the US Federal Reserve, and the Bank
of England and the European Central Bank have followed. Monetary policy
aims to underpin business and consumer confidence, to support the banking
sector at a time of potential stress, and to encourage lending to businesses. Fiscal
policy measures, in turn, are designed to sapport those who are experiencing
economic hardship as a result of the [ockdown, although in a parchy and rather
uncoordinated way. In Europe, Germany, France and Italy have expanded public
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spending to help fitms — especially the small and medium-sized — get through
the crisis. The British government has put a halt on its long-standing conserva-
tive fiscal approach and announced £30 billion worth of measures to face the
crisis. But the largest fiscal stimulus is in the United States, where a $2 trillion
support package approved by Congress includes extensive unemployment bene-
fits, income support for people earning less than $75,000 a year, funds for badly
hit sectors, loans to small businesses and $150 billion of aid to hospitals. Short
of showering banknotes from the sky — the so-called ‘helicopter money” — it
looks as if money has suddenly become free.

There is, however, no such thing as free money. The current generosity is
motivated by the need to prop up economic activity and avert a collapse of the
banking and financial sector by putting a floor under it (and plenty of guaran-
tees). The pandemic demands that drastic measures be taken to help many
individuals, households and businesses get through the crisis without falling
into destitution. But, although the veil of fiscal austerity has been lifted, it has
not been removed. So who will end up paying the cost? Will the impact of
trying to recoup these funds haunt our society for decades to come?

We still don't know when the contagion will subside, but it feels like the
world as we know it — in which the mobility of people, goods and money are
the defining features — has evaporated overnight. The pandemic has put vital
resources in short supply, and nations are spreading blame. Nationalistic calls to
repatriate supply lines of emergency and non-emergency goods have become
more widespread. In Europe, countries seem reluctant to overcome their nationaf
interests and help one another.

In this book I ask what happens when competition for markets and
resources, especially among contrasting systems led by states determined to
pursue their own domestic interests, spreads into open rivaley. The question is
made even more urgent by the Covid-19 crisis. Will countries cease playing by
the rules of the international order and no longer seek to cooperate with one
another? The leaders of the G7 and the G20 have come together {via videocon-
ference, of course) in a pledge to support the economy and coordinate recovery
policies, which includes safeguarding the flow of critical medical supplies and
agricultural products across borders and the suspension of bilateral govern-
ment loan repayments from poor countries. The [nternational Monetary Fund
and the World Bank, in turn, have committed to deploy more than $1.2 tril-
lion in various types of financial support.
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FREFACE

This is good news. As at the time of the global financial crisis, in November
2008 and then again in April 2009, it is critical that the importance of multilat-
eral cooperation is reinforced and the world is reassured that ‘somebody is at the
steering wheel’.! If we are to have any chance of fighting both the pandemic and
a global recession, we need coordinated international action and strong multi-
lateral institutions. Only with this framework in place can we enact measures
that ensure that our world is prevented from falling into such a crisis again.

The pandemic is expected to put more strain on the international order
than the global financial crisis did, so what will the world look like once it
is over? As T discuss throughour this book, a peaceful and prosperous world
cannot be sustained without the provision of development finance and a global
financial safety net to be deployed in moments of crisis. And as long as the
dollar remains the key international currency and the main source of liquidity,
the global economic order will continue to revolve around the United States.

But the United States has lost interest in playing the role of leader and is
becoming a force of disruption. Tensions with China, rather than subsiding in
view of the pandemic, have become more acute. Even more than in the after-
math of the global financial crisis, the world now needs a resilient and robust
insticutional framework. The Covid-19 crisis should offer the opportunity to
strengthen and even reform the existing international system on the basis of a
progressive, fair and green agenda. However, the indications are that this will
not happen, just as it didn’t happen in 2008 when countries were more willing
to cooperate than they are now — and the United States was more willing to
lead. And if this proves to be the case, there will be a significant risk of the
international order breaking down into competing blocs, making the world
much more fragile than ever since the end of the Cold War.

London, 21 April 2020
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INTRODUCTION

If understanding is impossible, knowing is imperative, becanse what happened
could happen again.
Primo Levi, If This Is a Man, 1947

Early in life we all become aware that there is no such thing as free money. Our
parents lecture us when we are kids o make sure we understand that money
doesn't grow on trees, and that even Santa and the Tooth Fairy have a budget.
So when something seemingly does come for free — or perhaps at a discount
— there is always somebody paying for it down the line. And yer, it appears that
in the last three decades, money has become freer. Not only is credit cheaper
but many goods and services are much more affordable than they have been
before. Take the fashion industry. Clothes have become so cheap in relative
and historical terms that many people regard them as disposable — think of the
garments that you can buy for the price of a cup of coffee or less such as the
infamous £1 bikini.! The apparent trade-off is with quality, but who cares if
their clothes don't last a lifetime when fashion changes every season?

Money can now move freely around the world to chase cheaper goods and
investment opportunities. Americans, for example, buy 20 billion garments a
year; over 40 per cent of this trade comes from China and the bulk of the rest
from other developing countries — only a tiny percentage is still made in the
United States. [nnovations in I'T and telecommunication have allowed inven-
tive companies to link consumer demand in advanced economies with a supply
of cheap goods from developing countries; in doing this, they have changed
consumers habits and moved money across international boundaries. Take
the case of Amazon. A customer may place an order and pay for it in one
country, which is then processed in a warehouse located in another, only to
be dispatched to a third, as could happen in the case of a gift, for example.
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Having become one of the largest companies in the world, with a value over
$1 trillion, Amazon attracts capital from investors from everywhere — those
who bought Amazon shares in the late 1990s have seen the value of their
investment grow enormousiy.’

As money moves around, it binds the global economy together. Developing
countries have enjoyed strong economic growth in the last chirty years by
becoming more integrated in the world economy through trade and investment
— a process that is referred to as globalisation. We, as consumers, have all bene-
fited from lower prices — but only if we don't include environmental and human
costs in our calculations. But what happens, then, when the world enters into a
phase of transition where economic growth no longer lifts all boats, where rules
become confused, confidence evaporates and politics becomes conflictual?

In the recent critiques of globalisation, almost everyone — and especially
Donald Trump — posits economic integration pushed by a cosmopolitan elite
of international organisations and corporations as the main offender, citing the
displacement of industries and people that it has caused. ‘It’s a global power
structure that is responsible for the economic decisions that have robbed our
working class, stripped our country of its wealth, and put that money into the
pockets of a handful of large corporations and political entities’,” Trump
declared in a campaign advert released just days prior to the US presidential
election in November 2016. The same ideas were echoed on the othec side of
the Atlantic in Britain, where, in the same fateful year, Boris Johnson and the
other Brexiteers were advocating ‘taking back control’ from the ‘rogue European
Court’.® For the Vote Leave campaign, the European Union (EU) — the largest
customs union and single market in the world where member states trade with
one another without any tariff or other non-tariff barriers — epitomises the
constraines on national sovereigney imposed by ‘the Brussels bureaucrats’ in
exchange for trade liberalisacion.

So far, all eyes have been on trade, but this is not where the sickness lies. It is
in fact free-lowing capital — ‘free money’ — that is at the root of the string of
financial and economic crises that have strained our political systems, corroded
our dialogue and worn down the global economic order. With the possibility of
making a buck always present, we have become both greedy and short-sighted.

Let’s be clear here. Capital is critical at any stage of economic development.
Developing countries, in particular, can accelerate the pace of their catch-up by
accessing international capital markets. However, because of their intrinsic
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fragilities many countries struggle to adapt their economies to cope with unfet-
tered capital movements’ when their refative position in international markets
changes. As a result, for many of them, capital flows have been difficult to deal
with at best, and extremely disruptive at worst.

Unconstrained capital movements and the associated financial instability
— with the related excessive risk on the back of light-rouch regulation — have
distorted the allocation of resources and the distribution of income between
labour and capital. Thus they have generated arduous inequalities, spurred
price bubbles, promoted rent-seeking, spread instability and constrained
domestic policy choices. Electorates have been driven into the hands of popu-
lists and have increased the demand for enhanced national sovereignty, while
the once perceived benefits of openness have been cast by the wayside. The
United States — the largest economy in the world — has publicly questioned the
value of openness. The cracks in the global order can no longer be ignored.

When the international financial system breaks down, tensions arise and
chaos ensues. Conflices that have been brewing for decades rise to the surface
and can no longer be mitigated. Competition for markets and resources, espe-
cially among contrasting systems led by states determined to pursue their own
domestic interests, spread inte open rivalry. Tensions become especially rife
when financial benefits resulting from playing by the rules within the interna-
tional order cease to exist. Countries no longer work together to restore stability.
'This is especially true when the country that has been leading the international
order for many years, the United States, not only refuses to lead, bur becomes a
force of distuption. What will happen next? Will 2 new system emerge? And, if
s0, will China lead it?

In this book, I argue that while the dollar remains the key international
currency it will be difficuit for other countries, including China, 1o play a more
significant role in the international economic and monetary order, let alone to
build an alternative one. Their currencies simply lack the financial depth held
by the dollar. So what is the solution? I make the case for a rules-based inter-
national monetary system and discuss the forms of cross-border cooperation
that are required to sustain it. A well-functioning system allows countries to
adjust their relative competitive positions through the exchange rate without
resorting to protectionist measures that disrupt international trade and are a
lightning rod for tensions. Drawing on the experience of the Bretton Woods
conference in 1944 where the postwar international economic and monetary
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order was established, I maintain that building resilience around the existing
institutional framework is necessary 1o provide a safety net to support and reset
the current economic and monetary system when it short-circuits. This is a
second-best solution when compared to a thorough reform of the existing
system based on a progressive, fair and green agenda, but one that is dictated
by the fact that there is no scope for establishing a new framework of interna-
tional cooperation because the political fragmentation led by the United States
provides little room for manoeuvre.

A more resilient institutional framework should enhance regional coopera-
tion, help to better integrate market economies with a strong private sector such
the United States and Europe, as well as economies where plan and market work
together, such as China, and foster the development of regional institutions.
These and the further development of China’s renminbi as an international
currency are the steps forward in shaping the future international economic and
monetary order. Regional cooperation should help countries to manage or even
limit the extent to which capital may be mobile.

The system that came into place after 1971 — when the United States unilat-
erally called off the dollar convertibility to gold and put an end to Bretton
Woods — has been based on the idea that robust economic growth can only be
generated when markets and market interaction are not constrained by regula-
tions and public policy interventions. ‘Free money” became the main feacure of
the economic order post-1980 — a drastic tura from Bretton Woods, which advo-
cated an active role for the state in the economy and controls on capital move-
ment. The belief in the martket’s capacity for self-regulation removed any need
for international policy cooperation or coordination, until financial instability
generated by unfetrered movement of capital destabilised the system in 2008.

After the global financial crisis President Sarkozy of France and other polit-
ical leaders called for the reform of the international economic and monetary
order, but to little avail. The clock was set back and the system was tweaked
around financial regulations and monetary policy, effectively leading to more
‘free money’. What has not been questioned is the relative roles of government
and market. And indeed, the policy response to the crisis in many countries
has been through more flexibility, effectively translating into lower taxes, cuts
in social and welfare benefits, capped wages, precarious labour conditions and
increased inequality. The capture of social discontent by populist movements
and the rise of a nationalist narrative in the countries that have been at the core
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of the postwar economic order are undermining the very system in which such
countries have flourished.

DEFINITIONS AND WHAT TO EXPECT

Like any other book this one inevitably reflects the vantage points of its author.
No matter how rigorous and fact-based the underlying analysis is, my approach
and narrative are of course affected by where [ look at the world from. Hence
here my focus is on the advanced economies of Europe and the United States
that have been at the core of the international order that has lasted, with ups
and downs, from the end of the Second World War to the present. It is an
order that revolves around the advanced countries of the west, but it has also
driven the development of the rest. The rise of Asia, and China in particular,
has been helped by their integration within this order.

Another caveat for the reader is that this is 2 book about the dynamics
within the world economy, mainly capital flows, monetary adjustments and
currencies. As such, and regardless of my own vantage point, it revolves around
the largest economies that have a systemic impact on the world economy
and shape the trends within the economic and monetary order. These are the
United States, Europe — the EU and its subset, the Economic and Monetary
Union (EMU) — China and Japan. Smaller advanced economies and large
developing countries — with the exception of China — are on the receiving end
of the effects of policies applied by and coming from large countries. They are
‘innocent bystanders’, but they can get their voice heard if they club together
and cooperate.

Another point of caution is that this is not a2 book about the history of
financial crises, so the reader won't find all episedes of financial instability over
the last seventy years, nor a detailed account of recent crises. 1 have selected
significant episodes of financial instability — a choice that some readers may
disagree with — to show how free movements of capital destabilise the system
and have significant political impact. These episodes illustrare how the cost of
free money is not only in economic and financial terms, buc spills over and
corrodes domestic politics and international cooperation. Because these crises
tend to repeat themselves through 2 rather defined pattern, I look at episodes
that are critical for the narrative, even if this means making a choice that is
partial and inevitably reflects my own judgement. Thus [ take the liberty not



THE COST OF FREE MONEY

to follow events along a chronolegical sequence, but along a narrative that is
consistent with the book’s argument.

Last but not least, this book touches upon monetary policy, but it is not
exclusively about monetary policy. Since the implementation of the extremely
loose menetary policy embraced by the United States and other advanced
economies in the aftermath of the global financial crisis, it has become common
practice for people to refer to money as being ‘free’ because interest rates —i.e.,
the cost of borrowing — are historically low. Although this is an aspect of free
money, it is not the only one.

Throughout the book I refer to the international order as the framework
that includes the political and security system and the economic and monetary
system. These two elements are related as they overlap and support each other.
Since the Bretton Woods conference the economic and monetary system has
underpinned the world economy through trade and financial transactions. The
political and security system is the alliances that support international security
and political stability, with the United States at its core. The dollar as the key
international currency underpins this system and the status of the Uniced States
as an international power.

The Bretton Woods conference in 1944 focused on building a postwar
economic and monetary order that revolved around the idea of a rules-based
international monetary system to buttress a rules-based international trade
system. [ts implications, however, transcend the economic and financial sphere
and include international security. In other words, it is difficult to have a
peaceful world when countries compete for markets and resources. Thus,
‘Bretton Woods' — and the ‘Bretton Woods system’ — is broader than the inter-
national economic and monetary order that prevailed between 1945 and 1971.

WHAT THIS BOOK IS ABOUT

The book is organised as follows. In Chapter 1, I set the scene for the subse-
quent discussion by exploring the many ways in which the establishment of a
new rules-based international order provided the context for the postwar
golden age. By underpinning an exceptional combination of economic growth,
improvements in health conditions, demographics and geopolitics, this order
raised the well-being of many people. Under the postwar agreements, there
were constraints on the movement of capital, burt this all changed when the
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world started to open up after the end of the Cold War. Indeed, it is unfettered
capital that provides the dividing line between now and then.

To understand where we are going, we must understand where we came
from, and so Chapter 2 feshes out the details of the economic and monetary
order that emerged from Bretton Woods and the ‘non-system’ that was born
out of its collapse. The Bretton Woods monetary system was designed to limit
the scope for domestic policies that are detrimental to other countries, indeed
‘beggar-thy-neighbour’ policies — such as securing an unfair advantage for one’s
own country through a competitive devaluation of the exchange rate, at the
expense of another countty. It also aimed to establish a level playing field for
international trade, while at the same time providing the flexibilicy to pursue
domestic interests such as full employment. Under these arrangements, the
dollar came to replace sterling as the key international currency and the United
States came to replace Great Britain as the leading global power, rendering it
responsible for the provision of public goods: finance for development and the
global financial safety net.

In Chapter 3, I discuss how liberalised capital movements that came inio
place after 1971 driven by the blind belief in the market’s ability to smoothly
adjust and the consequent deregulation led to a string of devastating banking
and financial crises. Among others, crises in Mexico (1994), Asia (1997) and
Argentina (2001} were shrugged off by critics who claimed that the developing
world had simply failed to adjust to financial globalisation, When the global
financial crisis hit in 2008 — the worst since the Wall Street Crash of 1929 — it
proved just how wrong this line of thought was and made a serious dent in the
credibility of the US leadership.

The post-1971 non-system put an end to capital controls, but it did not do
the same for the dominance of the dollar. In Chapter 4, I examine the intrinsic
contradiction in having a domestic currency — the dollar — at the epicentre of
the international monetary system. In desperate need of exchange rate stability,
many developing countries have anchored their currencies o the dollar, but in
doing so they have tied themselves to the monetary and policy decisions of the
United States and consequently run into a whole heap of problems. This
chapter shows that ‘America first’ is not as new as some might think.

In Chapter 5, I look to the EU to show how the lack of an adequate response
to the 2008 global financial crisis created a time bomb at the heart of the inter-
national order. Although regulations and firewalls were strengthened, they
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failed to address the buildup of financial instability. [ argue that the depth of
global financial integration and free-flowing capital have created a situation in
which no country is ever truly shielded from financial contagion. Indeed, in
one way or another, all economies are exposed to it. Focusing on Greece and
Italy, this chapter further examines how the measures considered necessary
to manage debt and continue to attract capital have created a pull between
sustaining the internarional order and catering for the wants and needs of
domestic electorates. This has spurred public discontent and caused national-
istic reactions in the countries at the heart of the Bretton Woods system.

Chapter 6 expands on Chapter 5 to show that the international order is
now in a state of political crisis and the possibility of its collapse must be taken
seriously. The benefits of market-based rules-light capitalism once provided an
incentive to play by the rules of the international order, but the global financial
crisis has discredited this model. Against this context, we have seen the re-emer-
gence of state-based security threats from countries such as Russia. Ultimately,
this chapter shows that a world in which countries are in a power struggle and
compete against one another for markets and resources may not be as far away
from our current reality as we think.

So where does China stand in all of this? In Chapter 7, I explore the rise of
China and how this, as well as the growth of the other large emerging markets,
has tipped the balance of the global economy. China’s economic growth has
been nothing short of exceptional, but it would not have been possible without
the country’s ‘opening up’ coinciding with the liberalisation of international
trade and the inflow of foreign direct investment. This chapter also looks at the
ways in which China is still constrained by its model of growth as well as its
currency, the renminbi. This s a critical peint, as [ go on to argue that Chinas
monetary limitations and its immaturity as a lender hinder its ability to provide
development finance and a financial safety net — the public goods that it is
necessary for the world’s leading country to provide — and so challenge the
United States’ leadership.

Chapter 8 shows that the international economic architecture is now
outdated because it has failed to adjust to the changing dynamics of the global
economy. For the Bretton Woods institutions to remain credible and relevant,
they need to be strengthened to adequately cater for the problems caused by
unfettered capital. They also need to be reformed to properly account for new
economic powers such as the BRICS countries (i.e. Brazil, Russia, India, China
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and South Africa). This chapter concludes that the ambivalence of the US
Congress means that it is unlikely that these much needed reforms will occur.

What would happen if China felt that its best option was to break free from
the international order, given the United States’ open hostility and Europe’s
ambiguity? In Chapter 9 I discuss the notion that institutions such as the Asian
Infrastructure Investment Bank (AIIB) are the first steps of China trying to
establish a new international order. Looking at the development of a handful
of Asian institurions, I argue that these are only intended to cater for Asia and
are designed to work alongside the existing Bretton Woods institutions.

Finally, in Chapter 10, I pull together the key points that I have discussed
throughout the book and conclude that the United States is unwilling to lead
the international order, while China is still unable. As the dominance of the
dollar is not going to fade anytime soon and the rise of the renminbi will be
gradual, the transition to a multipolar world with a multi-currency monetary
system is likely to be long and slow. Whether this transition is peaceful and the
new multipolar world inclusive depends on the large economies and whether
or not they can blend their rivalries within new and existing regional institu-
tions. If two world wars have taught us anything — and I most certainly hope
that they have — it is that the sanctity of international cooperation must be
upheld above all else. Whether or not this will happen, however, is currently
hard to tell. The clear lesson that was learned in the interwar period and built
into the subsequent response at Bretton Woods is that ‘free money’ has a high
COSt.



1
WE'VE NEVER HAD IT SO GOOD

For many children of my generation, growing up in the 1960s meant living out
the dream conceived by the interwar generation. These men and women had
worked and fought hard 1o establish a peaceful world — 2 world that was demo-
cratic, progressive and prosperous. After the horrors of the Second World War,
life for many people could only get better and rangible improvements did
emerge in many different areas. For us— the youth — it was even better. Compared
to older generations, we grew up with better food and better clothes, were
healthier and received a better and longer education. Healthcare was free, in
Europe, anyway, as was education — including university. Food was becoming
cheaper and ever more widely available. Our parents had secured jobs for life,
zlong with the guarantee of a decent pension when they retired. Unlike today,
housing was both available and affordable.

[ grew up in a not wo big, not too small city in northern Iraly, where the
winters are rigid as a thick fog enfolds everything — a key factor, apparently, in the
preduction of local delicacies such as cheese and wine. We were four children,
affording a good middle-class lifestyle on my father’s salary. My mother, following
the norm at the time, had given up her professional job when she got married - a
decision thar she came 1o regrec in later life. We weren't unusual; disposable
income was increasing for everyone, while mass production was making many
consumer goods affordable. We were the first generation to be exposed to mass
consumption of goods — something ar which our parents would marvel, but also
recoil. Having been raised during the war, they couldn’t ger on board with the
intrinsic wastefulness of non-necessary ephetmeral goods.

In the meantime, my husband - also one of four — was growing up in
Manchester in northern England. Like us, they had a solid middle-class life-
style that was supported by their father’s salary. Compared to us they had more
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gadgets —a full erain set on permanent display in their playroom, for example
—and they also travelled more. Their diet contained more processed food, the
quintessence of modern life in the 1960s. By today’s standards it was inferior
to my family’s diet, which still revolved around fresh produce. We were,
however, thrilled to welcome the arrival of processed food to Italy, gorging on
fish fingers once they finally became available.

Despite growing up roughly 1,500 kilometres apart, then, my childheod and
that of my siblings was not fundamentally different from that of my husband
and his. Nor was it far from the experiences of many of our contemporaries
across Western Europe and the United States. We are the baby-boom generation
of children, born in the two decades after the end of the Second World War.
Many of us still lived in pretty dire conditions, in insalubrious houses without
plumbing, heating or indoor toilets. But things were changing for the better, and
we grew up and came of age under an exceptional set of circumstances. Indeed,
never before in human history have demographics, improved health conditions,
economic growth and geopolitics come together to create a golden age for all.’

Compared to the previous generations that had experienced war and
displacement, ours was — and still is — a world of peace, democracy and rule of
law. The context was that of personal freedom and freedom of expression — a
remarkable departure from the world known by our parents. Growing up in
Italy, my parents’ early years were tainted by Mussolini’s fascist regime and the
German occupation and civil war that ensued after his fall from power in
1943. Meanwhile, my Jewish mother-in-law had her childhood disrupted by
events that were unfolding miles away from her home in Manchester. In 1940,
the risk of Britain being defeated by Nazi Germany was too serious to be
ignored and so she, together with her mother and sister, left behind a very
comfortabie life in England to flee to Canada. To this day, she still remembers
her shock upon returning to a war-devastated Britain in 1945.

Furthermore, the postwar era looked like the ideal world of linear progress,
where the trend in living standards and economic conditions was an upward
one. Our children’s world has remained peaceful and democratic, and their
living standards aze higher on average than those of earlier generations, but their
opportunities and prospects are starkly different from ours. Today’s young adults
face more precarious jobs, more debt, fewer benefits and unaffordable housing,
Many young families struggle to make ends meet, even when both parents work

11
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full-time. The burden of debt from student loans and mortgages chain people
to jobs that they dislike, or to areas with limited scope for professional or
personal development. In the United States, families can easily end up bankrupt
if they lose the medical insurance that comes with good jobs and face a medical
emergency. For the first time since the end of the Second World War, many
children are likely to be worse off — socially and economically — than cheir
parents’ generation. Until the end of the 1970s, living standards in the United
States grew in line with the growth of the economy, but between 1980 and
2016, 90 per cent of the population’s income grew at a pace that was stower
than the national average, with that of workers in the bottom 40 per cent of the
income distribution growing by 0.3 per cent a year. Over more than three
decades, pre-school teachers and carers saw their annual income grow from
$26,400 to just $29,800. On the other hand, those in the rop 0.1 per cent of
the income distribution — for example, an investment banker or a corporate
lawyer — almost quadrupled their post-tax income.?

Even if many young adults may not see their income increase at the pace
experienced by their parents and grandparents, and face more precarious labour
market conditions, they can still maintain a lifestyle that is not radically dissim-
ilar from that of the previous generation. The savings that have accumulated in
the advanced economies over the last seventy years have created a stock of wealth
that has been transferred from one generation to the other, helping preserve the
living conditions of the younger ones, even if in both the advanced economies
and developing countries wealth has accumulated at 2 much stronger pace and
therefore concentrated in the hands of the top 0.1 per cent.’ Despite the overall
sense of ‘being squeezed’, the lives of our children are much better than the lives
of their peers in many areas of the world. Although living conditions have
substantially improved everywhere, 8.6 per cent of the world population still
live in extreme poverty on less than $1.90 a day.

In the postwar years there was broad-based progress in the western world.
We had peace, stability, health, education, social mobility, steady jobs, access
to the housing market and decent pensions. Not even the recurrent and inevi-
table tensions on the international stage, such as the nuclear scare, detracted
from the sense of confidence and opportunity. But we have become too
complacent. The generation that experienced the horrors of fascism and
warfare in Europe is almost extinct, and we now risk losing the memory of just
how exceptional the post-Second World War international order was.

12



WE'VE NEVER HAD IT SO GOOD

THE POSTWAR GOLDEN AGE

The post-Second World War golden age was the result of extraordinary economic
and political conditions. These conditions supported the expectations that prog-
ress could only be linear and ascendant — that is, thar social, economic and phys-
ical conditions could only improve. In the opening of this chapter I identified
four trends — demographics, health conditions, economic growth and geopolitics
— that, through their interplaying, came to shape the golden age. Between 1950
and 1975, the population in Western Europe grew by almost 20 per cent, while
that in the United States increased by almost 40 per cent.® This was not the first
time thar the world had seen large increases in population, but the interplaying
of these factors meant thar this population size could now be sustained.

The establishment of universal or affordable healehcare systems in Europe,
medical discoveries, the development of affordable drugs and the creation of
public health programmes, all resulted in significant improvements in a broad
base of health conditions and ultimately contributed towards extending the
life span of the average person. Britain's National Health Service (NHS), for
example, was created by Clement Attlee’s Labour government in 1948 and is
now praised as being the most ambitious postwar welfare effort. The baby-
boomers were the first generation to see a drastic drop in child moreality rates,
which more than halved in Italy in the two decades after the end of the war.®
In the early 1950s, polio was still afflicting the lives of hundreds of thousands
OF Chjldrcn across thﬂ globe, Oftcﬂ lEaVing them Paralyscd or dEaC[. But dle
discovery of the polio vaccine in 1955 - together with a swiftly implemented
mass immunisarion plan — meant that instances of the disease in Europe had
dropyped by 75 per cent by the carly 1960s.” By 1979, the disease was completely
eradicated in America, and Europe was declared polio-free in 2002, By 1944,
the first true antibiotic, penicillin, was in mass production. Penicillin was put
10 an array of uses, tack]ing illnesses such as rheumatic fever and poeumonia.
It effectively treated wounds that previously could have led to ampuration — or
even septicacmia and death. This made surgery much safer than it had ever
been before, while new medical technologies paved the way for procedures
such as open-heart surgery and organ transplants as we know them today.

The food supply also drastically improved in the golden age, so the fact that
people were berter nourished is another factor in the overall improvement of
health conditions. By the 1980s, young men in Europe, for example, were on
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average 11 centimetres taller than their counterparts a century earlier.® All of
these advancements, rogether with the development of social welfare policies,
radically changed the lives of many families who no longer feared destitution
in the case of ill health and disabilities. Although the United Stazes was intel-
lectually at the forefront of many of these medical innovations, it is well known
that their healthcare system, by following a private insurance method, diverged
from the universal path chosen by Europe.

As child mortality rates plummeted, the 1960s saw populations that contained
a higher percentage of young people than it had ever been the case before — a
trend that was soon to be reversed, thanks to prolonged life expectancy and a
drop in fertility rates. In order to support the growing number of children,
reforms in education soon became necessary. For many children of the previous
generations, childhood ended when they left primary school and work began
at the age of eleven — or at the latest, fourteen. But by the 1950s, educational
reforms meant that an education beyond elementary literacy and numeracy skills
was no longer the reserve of the privileged few. Indeed, the baby-boomers were
the first generation to be in compulsory full-time education during childhood
and adolescence. Subsequently, tertiary education boomed. In Italy, universities
were opened up to all with the abolition of entrance exams in 1965. By the end
of the 1960s, roughly 14 per cent of young ltalians were attending university,
almost triple the figure from a decade earlier. Although the number of students
in the United Kingdom did increase, the system remained selective, and only
6 per cent of the youth population were in tertiary education by the late 1960s.”
In the United States, few industries grew as rapidly as that of higher education in
the decades after the Second World War. Between 1950 and 1990, the number
of colleges and universities in the United States almost doubled. By 1970, the
number of Americans attending university hit 8 million — over ¢hree times the
number of attendees in 1950.'°

The postwar years were blessed with exceptional economic activicy that
resulted in strong and sustained economic growth. In the two decades after the
war, the advanced economies, including Western Europe and the United States,
saw their annual real gross domestic product (GDP) grow at a steady average
rate of 5 per cent." Unemployment was low. By the mid-1960s, the average
unemployment rate across Europe was 1.5 per cent — effectively a sicuation of
full employment. The United States also saw a significant improvement, with
the unemployment rate dropping to around 4 per cent at the same time."
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Along with this increase in employment came the increase in [abour produc-
tivity, especially in Western Europe where, in the three decades after 1950,
productivity increased by three times the rate that it had done in the previous
eighty years. GDP per hour worked was higher than GDP per member of the
population, reflecting improvements in health and living conditions, as well as
betrer skills.'*

The overlapping of these trends meant that, for the first time ever in human
history, people who were not endowed with wealth and capital, exceprional
talent or even just sheer luck, could aspire to a decent life for themselves and
their children. For many people from blue-collar backgrounds, a white-collar
middle-class future was no longer a wild dream. They could aim for a life that
wasn't a constant siruggle to make a living against adverse circumstances, hostile
environment, poor nutrition, disease, coercion or exploitation. With betcer
education, health, job security — and innovations such as oral contraceptives —
came a change in the way that society and families were organised. More
women began to take part in the formal labour market, challenging the notion
that their role was to stay at home as full-time carers.

It is important to remember that the successes of this period would not have
been possible if countries hadn't cooperated with one another in the way that
they did. The nations that had fought against one another during the two world
wars put aside their differences and worked together to prioritise the greater
good. The context of the golden age was provided by a new international order,
where economic and financial conditions overlapped and interacted with inter-
national security. The United States, together with Great Britain, had won the
war and ook the lead in the subsequent peace talks. Unlike Brirain, which had
been physically and economically devastated by the war, the United States
emerged in a position of strength. As such, they became the new international
leader — the primus inter pares — and the guarantor of the postwar order.

A BAG FOR CASH

Although still far from the choices available today, the ever increasing variety
of consumer goods in shops and supermarkets epitomised the achievements
and aspirations of the postwar middle class — as did family holidays. For the
first time ever, those other than the very wealthy were taking time off during
the summer. Like many of our friends and contemporaries, my family and I

15



THE COST OF FREE MONEY

used 1o spend our holidays in a small town on the Ligurian coast (in the north-
west part of Italy along the border with France) where we would spend our
days lazing in the sun and snacking on fresh focaccia. My best friend at the
time was a local girl called Silvana. One day, circa 1979, Silvana’s mother
invited us to accompany her on a trip ‘abroad’ to Nice, France — some 45 kilo-
metres down the road. The purpose of the excursion was to visit the Louis
Vuitron boutique to purchase the iconic Speedy 40 handbag,.

Like today, Louis Vuitton goods were the object of desire and the quintes-
sence of luxury for Iraly’s rampant middle class. Cheap and well-made coun-
terfeits were available at every weekly market along the Ligurian coast. French
tourists on holiday on the Cdte d’Azur used to descend en masse during market
days to buy the fake Louis Vuitton goods. Because of the strength of the French
franc — a hard currency — against the lItalian lira, they could snatch some
amazing bargains. In those days, the world was not yet globalised and those
Louis Vuitton counterfeits were made in Italy by Irtalian craftsmen, often the
same people who produced the actual stuff. Even if the differences berween real
and fake were allegedly unnoticeable, buying the real thing in France set the
cognisant apart from the boi polloi.

When we arrived in Nice at the Louis Vuitton boutique, Silvanas mother
meticulously examined the Speedy 40 bag, enquired about the price and agreed
to proceed with the purchase. She then asked to use a changing room while the
shop assistant was busy wrapping the bag. She emerged with a handful of
francs that she had retrieved from its hiding place — her bra. When we arrived
back at the car, she took the Speedy 40 out of its glossy carrier bag, emptied it
of the paper used 1o keep it in shape and discarded all of the wrappings. She
then laid the Speedy 40 flat on the back seat of the car and asked Silvana and
I to sit on it during the trip back to [taly. She did this to hide the evidence — to
avoid attracting the attention of the Italian customs and duty officers. The risk
was to be caught and charged the difference between the value added tax (VAT)
rate in France and the much higher one levied in Italy.

I tell this anecdote, of course, because it describes the nature of goods and
markets in the pre-globalised world. Cross-border mobility was considerably
reduced and many geods were produced locally; markets appeared almost
self-sufficient in comparison with che many purchasing opportunities that we
have today. Goods that are now ubiquitous were once rare and difficult to
acquire. Nowadays you could traverse the globe, from Bogotd to Ulaanbaatar,
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from department store to major airport, ticking off Louis Vuitton outlets on
your way — although no one would take the trouble when their products are
just a few clicks away online.

Silvana’s mother had to hide her cash in her underwear because those were
the days of restrictions on how much money could be moved across borders.
All currency transactions were forbidden, unless they were explicitly allowed.
Firms that imported and exported manufactured goods and raw materials, for
example, were granted special licences to move funds in and out of the country
to pay for those transactions. But Italians travelling for tourism were not
allowed to take more than 500,000 lira out of the country — approximately
260 euros. In the late 1970s this equated to about rwo-thirds of the net average
salary, but the unfavourable exchange rate left lealian tourists with [ittle cash o
splash on overseas trips.

Italy was far from being the only country to apply capital controls, nor were
they anything new. Capital controls have a long history, but their prevalence was
cemented in the post-Second World War era, as they became a structural element
of the global economic order — as I'll discuss in the next chapter. The funda-
mental weakness of the lira, however, made the Italian auchorities particularly
inclined to restrict capital outflows. Politically, the country was unstable — there
were widespread concerns that the Communist Party would gain a majority in
the Italian parliament and take power from the centrisc Christian Democratic
Party. This persuaded many wealthy individuals 1o transfer significant chunks of
their money abroad. Fearing a haemorrhage that could further weaken the lira
and undermine economic growth, the ltalian authorities increased interest rates
and tightened financial controls. These were particularly severe at two key points
along the extensive and exposed Italian border. The fisst, Ventimiglia, was the
gateway to France, located roughly 20 kilometres from Monte Carlo —an offshore
financial centre and tax haven. The second, Como, was close to the Swiss border,
similarly close to another tax haven, Lugano.

In 1979, Italy’s VAT on fuxury goods was set at 38 per cent.” Currently, it
is 22 per cent, with a similar rate across the rest of Europe. The high tax rate in
1979 was a way for Italy to protect one of its key industries, high-end fashion,
against competitors — in particular, the French. Even allowing for the unfa-
vourable exchange rate and other transaction costs, buying the Speedy 40 bag
in Nice was approximately 25 per cent cheaper than buying the same product
from the Louis Vuitton boutique in Milan.
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There is another inceresting feature of life in the pre-globalised world high-
lighted by this anecdote. Although it did of course play a big part, this expedi-
tion was not solely a question of acquiring a luxury producr at a reduced price.
For, despite the emergence of the annual family trip to the coast or country-
side, for most people, mobility was restricted. In leading this expedition, then,
Silvana’s mother broke away from the norm, as not many would have had the
confidence to travel abroad to make a significant purchase. For her, as well as a
handful of other conveniently located fashionistas, the thrill of crossing the
border, smuggling cash and luxury goods, was worth the risk.

A DEEPLY INTEGRATED WORLD ECONOMY

'The world today is strikingly different from how it was in the late 1970s. If my
friend’s mother wanted to buy the Louis Vuitton Speedy 40 today, she would
not need to smuggle cash out of Italy. In the 1980s and 1990s, capital controls
were abolished in most European countries in preparation for the single market
and single currency, so individuals and companies are no longer constrained in
how much money they can take abroad. Financial technology has also come a
long way since then. The advent of debit cards means that now many people
purposefully choose not to carry cash when travelling abroad. Cards issued by
Italian banks are accepted everywhere in France — and not only France — to pay
for purchases and withdraw cash from ATMs. However, it is most likely that,
in the present day, my friend’s mother would have used a credit card. Credit
cards facilitate international payments, as they are widely accepted and used
everywhere around the world — especially online. For tourists, they have come
to replace the traveller’s cheques as a secure and convenient means of payment
abroad. Credit cards and debit cards have fundamentally changed how we deal
with money. In 1979, cash was king, but today ‘plastic’ dominates. Although
cards are the most common method of payment, it is not even necessary to
carry them with you anymore.'"* Advances in contactless payment technology
mean that you simply need to link your card to a payment app on your smare-
phone, and you are ready to shop — and travel — around cities such as London
and Hong Kong.

Following monetary unification in 1999, Iraly and France are now part of
Europe’s monetary union and share the euro as their common currency. Louis
Vuitron goods in their Nice boutique are now priced in euros and cost a similar
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amount, if not exactly the same, as the goods in their Milan boutique. Relatively
speaking, Louis Vuitron goods are cheaper for Italian consumers than they were
forty years ago, as they no longer have to exchange cheap lira for expensive
francs. Deeper economic integration in Europe and the creation of the single
market (as I'll discuss further later in this chapter) have also led to the harmoni-
sation of tax and duries. VAT rates have converged and today the difference
among rates applied in EU member states does not exceed a couple of percentage
points. The only exception is Hungary, where the VAT rate is at 27 per cent.
Scope for duty and rtariff arbitrage within the EU has therefore been consider-
ably reduced.

In addition to the free movement of money, people can now also move
freely between the countries that adhere to the Schengen Agreement. ‘This
agreement came into effect in 1985, abolishing internal border checks and
sowing the seeds of a borderless area within the EU." As Italy and France are
members of the Schengen area, border controls between the two countries
were removed — although France did reinstate some checks in 2015 to constrain
the flows of illegal migrants and refugees.'” (In March 20290, the EU decided
to temporarily suspend free movement across all Schengen borders in response
to the Covid-19 pandemic.'®)

Louis Vuitton is now one of many global luxury brands. Brands have become
global because the world economy has become global. The world has changed
beyond recognition in the last forty years; it has become larger, ‘Aatter™ and
more connected. The reduction or removal of trade barriers (as in the case of
Europe’s single market), the opening of new markets and the integration of
transnacional supply chains have become the defining stories of our time.

We buy, for example, food produced in Africa, flat-screen TVs manufac-
tured in China — and there is a good chance thac the system that manages our
personal banking was developed in India. We wear inexpensive but trendy
clothes that imitate the latest fashions seen in Paris, London or Milan. These
clothes are designed and marketed by companies headquartered in Spain,
Sweden or Japan; are manufactured in places such as Turkey, Bangladesh,
Tunisia, Albania or Vietnam; and then distributed in mono-brand shops all
over the world. We are avid users of electronic gadgets that are similarly
designed in one country, assembled in another and sold all over the world.?®
We now travel frequently for work and for pleasure, and travelling is both
cheaper and faster than it used to be. Airfares have dropped since the early
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19905 when the deregulation of EU airspace enabled the creation of budget
airlines such as easyJet and Ryanair” In 2018, about 80 million passengers
passed through London’s Heathrow, the largest airport in the United Kingdom,
on their way to or from more than 200 destinations.” International hubs are
now connected to regional airports through an extensive network of routes.

Never before in the history of humanity has there been as many people
living in a country other than their own as there are now. The non-UK popu-
lation of the United Kingdom (those who were not born there or who are not
British nationals) has increased year-on-year since 2004 when reporting began.
Currently 37 per cent of London’s population is non-UK.?* More than 485,000
students from all over the world study in British universities. At Peking
University, China’s elite institution, international students have come to
account for 15 per cent of the student body.” It is not an exaggeration to say
that the world has undergone a radical transformation since 1979, as goods,
money and people are now more mobile than ever before. We can see that it is
the economic and financial integration — or globalisation, as it is universally
known — that serves as the dividing line between then and now.

OPENING UP

The limited mobility of the postwar world was solidified by the fact that the
world’s two largest countries, the Soviet Union and China — the former being
the biggest in terms of geographical extension and the lacter the most populous
~ were both on the other side of the ‘iron curtain’, making them virtually
unreachable. The iron curtain seemed like a permanent division between
democracy and authoritarianism, between market economies and plan-based
economies, but critically between freedom and repression.

Barriers to mobility started to crumble around the time of the fall of the
Berlin Wall in 1989, which marked the end of the Cold War and the begin-
ning of an intense period of trade and financial integration. With the barriers
to mobility removed or reduced, markets opened up, fostering innovation in
technology, information, ideas, governance and institutions. This in turn
created the conditions for more cross-border business, shaping the develop-
ment path of many countries and underpinning the transformation of the
world economy. These dynamics are reflected in the dramatic increase in inter-
national trade flows over the last three decades. In 1990 the value of world
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merchandise exports was $3.5 trillion, bur by 2018 it had risen to $19.6 tril-
lion. Trade in commercial services grew even faster, from $830 billion in 1990
to $5.8 trillion in 2018.%

As a result the world economy has experienced strong and rapid growth. [n
1990, GDP was approximately $24 trillion in current prices; in 2019 it was
over $86 trillion.” This rapid expansion is often compared to the growth of
trade, relative to population and income, that happened during the course of
the nineteenth century — the period referred to as the first wave of globalisation.
This was driven by technological changes that substantially lowered shipping
costs and a reduction in tariffs. Trade measured by exports expanded by 305 per
cent per year between 1815 and 1914, while income grew at 2.7 per cent.”®
Although the trade growth of the late twentieth century did broadly emulate
this growth, its pace was unparalleled and could not be matched.”

What really differentiates the later phase of globalisation, however, is not
the speed of integration within a relatively short space of time, nor the rate
at which international trade grew. It instead lies in the fact that the countries
that had, for the last seventy years, largely remained at the periphery of the
world economy, are now key components. These include China, India, Russia
and Brazil, with South Africa added art a [ater stage — the BRICS as they have
become known {as [ will discuss in chapter 7) — but also Mexico, Indonesia,
Thailand, Vietnam, Nigeria and Turkey. All of these countries have come to
epitomise the broadening of the world economy both in terms of the increase
in the share of the world GDP they currently produce (about 40 per cent at
current market prices) and their contribution to global growth (approximately
60 per cent).™

There are two elements in this ‘weighted’ convergence berween developed
and developing countries — or the shift in the relative weight of these two groups.
The first one is determined by the catch-up factor that has allowed the latter to
narrow the development gap with the former through the participation in inter-
national trade, access to international capital, and exposure to innovation, tech-
nology and skills eransfer. This catch-up factor is reflected in the rate at which an
economy grows year by year {or quarter by quarter). Since 2000, developing
countries have grown at an average annual rate of almost 6 per cent while the
advanced economies have grown at 1.9 per cent. In the previous twenty years,
from 1980, the latter had grown at the annual rate of 2.9 per cent and the former
at 3.4 per cent,”!
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It is not that the advanced economies have considerably deviated from their
growth trend — even if some countries in this group did, for instance Italy. It is
that the developing countries, on the aggregate, have shifted to a more dynamic
pattern of growth. Consequently — and this is the second efement in the conver-
gence story — developing countries have increased their share of global GDP.
Since 2000 the aggregate size of the advanced economies almost doubled from
$26.8 trillion to the current $52.2 erillion while that of the developing countries
has grown five times from $7 trillion to over $35 erillion. All together, devel-
oping countries now account for over 40 per cent of the world economy.” Back
in 1990 the economies of North America and Western Europe together
accounted for mare than half of the total world economy.* Over roughly thirty
years, the aggregate weight of North America, Western Europe and Japan has
fallen to just below 50 per cent. In 1990 Asia-Pacific was approximately 23 per
cent of the world economy, with Japan contributing the most — about 13 per
cent of the total. In 2018, the Asia-Pacific region accounted for 35 per cent of
the total world economy, with Japan’s global share having dropped to approxi-
mately 6 per cent and chat of China having risen to roughly 16 per cent.®

China is the key element in the expansion of the world economy and its
changing dynamics, for it accounts for the majority of the expansion of the
developing and emerging countries. Its share of the world economy has jumped
from less than 2 per cent in 1990. The other large emerging markets such as
Brazil, Russia and India have also seen their share grow. They now rank among
the world’s ten biggest economies.”® However, their size is comparable to that
of China only in the aggregate; together they account for about 7 per cent of
the world economy.

China has managed to close the gap, in terms of size of its economy, with
the largest economies, regaining the position that it held in the world economic
ranking at the beginning of the twentieth century. In 1910 China held almost
a 9 per cent share of the world economy. Western Europe — roughly the coun-
tries that are now members of the EU — was then the largest economy in the
world, with almost a 28 per cent slice. The United States, which was in the
most intense phase of its development, held about 17 per cent of the total at
the time — although this had grown to about 26 per cent by 1990. Russia was
8 per cent, and Japan accounted for a mere 2 per cent.” Fast forward to our
days, the EU accounts for approximately 21 per cent of the global total and the
United States accounts for roughly 25 per cent.”” The shift of economic weight
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—and the influence that inevitably comes with this weight — from developed w0
developing countries is one of the most critical aspects of the world’s recent
economic development.

MONEY CONNECTS THE WORLD

Capital flows, even more than trade, have grown robustly since 1990. This is erue
of both portfolio investments and foreign direct investments. At its peak in 2014,
the overall value of international merchandise trade was $19 trillion — double
what it was ten years before and quintuple what it was fifeeen years before that.’®
Over the same period, capital flows have expanded at an even greater pace, despite
a temporary drop during the global financial crisis. In the mid-1990s, gross cross-
border capital flows accounted for approximately 5 per cent of world GDP; at
their pre-crisis peak in 2007 they were about 20 per cent. Capital flows, then,
increased at a pace approximately three times faster than that of world trade
Alows.” Nowadays, foreign direct investments account for around 1.4 per cent of
the world’s total GDR* (Foreign direct investment are a type of investment that
reflects lasting interest and control by a foreign investor, such as when an investor
who resides in one country buys or establishes a firm in another country.}
In 1990 this figure was much lower, at approximately 0.9 per cent. Portfolio
investment — such as when an investor buys shares in a foreign company or a
portion of a country’s or a company’s debt such as stocks and bonds — are by far
the bulk of the overall investment activity. They account for approximately $58.7
trillion — approximately 68 per cent of global GDP* Since 2001, when the data
series began, they have increased by four times their level.

Money, then, glues the world together.®® It facilitates international trade,
allows migrant workers to support their families back home, and lubricates the
setup of international development projects and cross-border technology trans-
fers. Capital Hows are a positive force for the economy as they support economic
activity and growth. If they are directed towards activities that increase produc-
tivity and add value, they can — directly or indirectly — create new jobs and have
a long-term impact. However, when international capital flows are directed
towards speculative activities without any intrinsic value creation, they can
often end up feeding speculative bubbles or excessive and unstable credit growth,
generating significant risks for financial stability. When this happens the recip-
ient countries can make themselves hostages to fortune and vulnerable to
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external shocks. Not only do these developments make it difficult to manage the
domestic economy — for instance, by creating inflationary pressures — but they
make countries vulnerable if money inflows suddenly reverse. The Organisation
for Economic Co-operation and Development {OECD) has estimated that
after large capital inflows, the probability of a banking crisis or a sudden stop
increases by a factor of four.®

"There is also another downside of international capital flows, for they aid
international crime networks, funding activities such as illegal arms sales, traf-
ficking and terrorism. The presence of such things in a country can cause social
unrest, political instability and, in turn, economic instability. Because of the
covert nature of money laundering, it is difficult 1o give an exact figure, bue it
is estimated that somewhere between 2 and 5 per cent of annual global GDP
is money laundered. Even at the lower rate of 2 per cent, this puts the esti-
mated figure of money laundered in 2018 at over $1.7 trillion.*

The United States is, without a doubt, the largest hub for international
capital. In 2018 it received $258 billion in net foreign direct investment, followed
by China with $203 billion and Germany with $105 billion.”® It is, however,
portfolio investments that set the United States apart from all other countries. In
2019, $11.6 trillion in portfolio investment flew into the US market —a fourfold
increase from 2001, The second largest recipient, the United Kingdom — with
London as the key international financial centre — trails far behind with a mere
$4 wrillion in portfolio investment.* In 2019 the United States invested in the
rest of the world approximately $12.4 trillion in portfolic investment.?”

The position of the United States in relation to international capital is
consistent with the size of the American economy — the world’s largest — and
with the role that the dollar plays as the key international currency within the
international monetary system. Indeed, when we talk about international
money, we implicitly mean the US dollar. Regardless of where capital origi-
nated from or where it ends up, approximately cwo-thirds of these flows are
dollar flows. Not only are dollars easily available, but they are accepted almost
everywhere in the world. Because there are enough of them to satisfy demand
at almost any time, the dollar is the most liquid of all the international curren-
cies. The dollar is thus the quintessence of international money, as I will discuss
further throughout the book.

Like all other international currencies the dollar is iat money. What this
means is that the government of the United States, like all other governments
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that issue fiar currencies, declare it legal tender within its jurisdictions. It is
based on credit and its value is unrelated to the value of any physical good such
as gold or silver (again, more on this point in the next chapter), Without the
backing of a physical good, it is vital that foreign holders of dollars — being
individuals, businesses, foreign central banks and governments — have trust
and confidence in the policies and institutions of the United States.* Indeed,
if the US government pursues policies that diverge from upholding the stability
of the dollar’s purchasing power, then foreign doliar holders could decide to
switch to another, more stable international currency instead. In practice,
however, the dollar’s broad circulation, high liquidity and network externalities
{i.e., dollars continue to be used around the world because everybody exten-
sively uses them) help maintain its de facto position of prominence in interna-
tional markets. No matter how reckless the US policies may be, then, the
dollar tends to be the currency of choice. As the Secretary of the US Treasury
John Connally Jr put it, speaking in 1971 to the European finance ministers
who were concerned about the rising US inflation, “The dollar is our currency,
but your problem.™*

MERCURY VS MARS®®

Many globalists, or citizens of the world’, maintain that the mobility of goods,
money and people, along with the emergence of global markets, all contribute
towards peaceful international relations. Put otherwise, they believe that
economic interdependence underpins peace and prosperity. The thought dates
back a long way, as it was a central tenet of the nineteenth-century liberal
economic thinking. In Principles of Political Fconomy, published in 1848,
British philosopher and economist John Stuart Mill defined international
trade as ‘the principal guarantee of the peace of the world’.*

In the nineteenth century, the industrial revolution and the growth of interna-
tional trade relations fostered deeper economic and financial integration. Such
integration, which was centred on Britain, ‘the first industrial nation’,” made
countries so interdependent that it was believed that there was no commercial or
political advantage from war. In the early twentieth century, the British pacifst,
Labour Party MP and Nobel Prize laureate Norman Angell wrote of the ‘optical
illusion’ that territorial expansion, which was dependent on warfare, could
increase the wealth of a nation and remove the demographic pressure on resources.
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Indeed, in his hugely influential 7he Grear Hlusion,” published in 1910 just before
the First World War, Angell recalls the anecdote about a beggar who, during the
Jubilee Procession, sang; ‘T own Australia, Canada, New Zealand, India, Burmah
[s¢c], and the Islands of the Far Pacific [. . .] [ am a citizen of the greatest Power of
the modern world [. . .] and I am starving for want of a crust of bread.™

The outbreak of the First World War, however, showed that geopolitical
rivalries and even personal antagonism could overcome commertcial and
economic considerations.”® Despite this, the call for a sound international
economic order that promoted cooperation and minimised ‘beggar-thy-neigh-
bours’ actions remained embedded in the intellectual debate of the interwar
years. The ‘delicate interdependence of the financial world (an outcome of our
credit and banking systems)’, wrote Angell, ‘make the financial and industrial
security of the victor dependent upon financial and industrial security in all
considerable civilised centres. So that widespread confiscation or destruction
of trade and commerce in conquered territory would react disastrously upon
the conqueror. The conqueror is thus reduced to economic impotence which
means that political and military power is economically futile.”*

British liberalism and idealism, which stressed economic paths to greater
international harmony and peace, was perhaps naive, and surely too infused
with paternalism and elitism — the trademarks of the nineteenth-century brand
of capitalism. After cthe First World War, this idealism was combined with —
and developed into — an articulated set of ideas that posited insticutions as the
repository of the rules that underpin the economic order. A well-constructed
economic order that avoided pitting countries against one another to compete
for markets, revolved — it was believed — around international multilaceral
insticutions responsible for managing international economic interdepend-
ence. John Maynard Keynes, the British economist who led the economic
thinking during the interwar years and played a leading role in establishing che
postwar order {(as I'll discuss in the next chapter), fostered the idea that inter-
national organisations could be developed as a means of international cooper-
ation, including in economic affairs.

In The Economic Consequences of the Peace (published in 1919), Keynes iden-
tifies trade as the key driver of prosperity which, in turn, was believed to promote
domestic order and moderation, resulting in international stability and peace.
He farther argued that obstructions to trade lead to impoverishment, which
then fosters domestic extremism and disorder, and eventually international
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conflict. By the same token, those who identify their interests with trade are
more likely to pursue peace than those who do not, and those who recognise
that their well-being depends on trade will be much more likely to pursue poli-
cies of international ‘peace and amity’.”

In The General Theory of Employment, Interest and Money (published in 1936),
Keynes suggested that the ‘competitive struggle for markets'™ within an interna-
tional monetary system that put countries in competition with one another was
the main economic cause of war. This, he argued, could be eliminated and ‘unim-
peded’ trade could be a ‘mutual advantage’ if countries could pursue national
policies for full employment within an international monetary system designed to
avoid achieving the external balance through deflationary domestic policies. The
Second World War was soon to provide the opportunity for some of the countries
involved to come together to construct an economic order based on cooperation
and underpinned by a multilateral institutional framework. International organi-
sations were to be developed to reconcile international trade and monetary condi-
tions. Policies shifted to recognise the need for putting all countties in the position
1o develop their economies, informing the building of the new international
order. This new, non-competitive rules-based international monetary system was
to become — together with trade — a pillar of the new cooperative and non-
competitive international order. There were two things that needed to be restored
by this order: the partnership between Europe and the United States that had
been disrupted by the war, and a new international equilibrium. This preoccupa-
tion remained central to Keynes's work until his death in 1946.%

A FRAMEWORK OF RULES FOR INTERNATIONAL TRADE

In a2 memorable scene of the postwar British film 7he Red Shoes one of the leading
characters, the impresario Boris Lermontov of the Ballet Lermontoy, is served
half a melon for breakfast, meticulously placed in a sitver bowl. He enjoys this
with what we would consider today by our standards an unhealtby portion of
sugar. This scene is no coincidence; in 1948 Britain, basic goods were still
rationed. The exotic melon and generous helping of sugar showcase the social
status of Lermontov as such luxuries were only available to a lucky few. Nowadays,
melons can be bought for a small price in almost all supermarkets. This avail-
ability is due to the fact that erade barriers — tariffs and non-tariff barriers such as
transportation costs, transaction costs such as legal and regulatory costs, and
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custom clearance procedures — have been significantly reduced, a key element in
explaining the growth of international trade.

Negotiations to reduce barriers on international trade began immedtately
in the years following the Second World War, as fifty countries sought to estab-
lish the International Trade Organization, which would fall under the remit of
the United Nations (UN). This charter, however, proved to be too ambitious,
and the plan was put on hold after it was rejected by the US Congress after
some strong lobbying from large American businesses.® At the same time,
fifteen countries had initiated discussions regarding a treaty on customs tariffs.
This began to attract more attention, and in 1948 the General Agreement on
Tariffs and Trade (GATT) came into effect in twenty-three countries. This
agreement was only ever intended to be temporary, as the establishment of a
further reaching international organisation was always the ultimate goal.

The GATT was established to support economic recovery after the Second
World War. It aimed to increase and liberalise international trade by requiring
states to reduce tariffs and other barriers to trade. These changes in tariff and
non-tariff barriers were framed within the principle of ‘most favoured nations’
which compels countries to treat all their trading partners equally. This means
that no country adhering to the treaty may grant privileges, concessions or
immunities without granting them to #/ other participating countries,

Berween 1947 and 1994, the GATT underwent eight trade rounds. The first
five rounds, which culminated in 1961, focused solely on the issue of tariffs.
The first round of negotiations, implemented in 1948, secured tens of thou-
sands of tariff concessions, affecting roughly one fifth of the world’s cotal trade.
Throughout the 1950s and the 1960s, these initial trade rounds served to boost
world trade which grew on average at 8 per cent a year, resulting in some of
the hig