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promote a diverse range of perspectives on US affairs and how
they affect the world. American Review is published twice yearly
by the United States Studies Centre, based in Sydney, Australia.

Welcome
On the eve of the inauguration of Barack Obama in January this year,

celebration was in the air. In shops and cafés in New York people couldn’t hide
their excitement. “This is the greatest day of my life,” someone sang out from
a checkout queue. A black woman, in her nineties, pressed my arm and said,
“Now I can die happy.”
Riding the train from Boston to Washington DC, the sense of elation
and optimism was everywhere, so much so that it was easy for a foreigner to
believe that Obama was indeed about to change the world, and that everyone
in America was behind him. Changing the world has, of course, proved a
herculean task, and America seems just as divided as when George W. Bush left
the White House.
More than ever, the United States today is composed of many political
camps, hyphenated identities and cultures. The left-leaners Americans call
“liberal” in Los Angeles, San Francisco, big university towns and the east coast
remain outside the centre of gravity of popular American opinion. And what
Richard Nixon dubbed the silent majority remains profoundly skeptical of
Obama’s policies on issues from heath care to climate change.       
On the global stage, it is the scale and scope of American power that
makes it, in Madeleine Albright’s colourful description, the “indispensable
nation”. For this reason, the world makes it its business to understand the US.
Everyone has a view on what America stands for, and everyone comes to these
views, in varying measures, with their cultural blinkers on.
American Review is born from the recognition that there are myriad
perspectives on the United States—both inside America and around the world.
As a journal of ideas and analysis, we believe that this diversity of perspectives
will deepen the world’s understanding of the US. In addition, we believe it is the
best antidote to both complacency and dogma, pro-American, anti-American
and anywhere in between.
American Review is probably the first of its kind in the world: a journal
about the US from beyond its borders. Coming from Australia, sharing the
Pacific with America and Asia, we believe we are in a position to give US affairs
the fair and balanced coverage they so richly deserve.
Minh Bui Jones
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PART ONE

The promise
of change

David Deal

America as an idea
A president’s dream to be exceptional
By James Fallows

American power is

declining as Barack Obama
begins his presidency. American power has been declining
through the entirety of my conscious life.
The first presidential election I remember with any clarity
was in 1960. Part of the argument John F. Kennedy made against
Richard Nixon and the record of the Eisenhower years was that
a “prestige gap” had left the United States at a disadvantage
relative to the Soviet Union, not to mention the alleged dangers
of a missile gap. By the late 1960s, the United States was suffering
its first-ever military defeat and was estranged from many of its
allies because of the Johnson-Nixon policies in Vietnam, not to
mention being torn apart by the worst domestic disturbances
in more than a century. By the mid 1970s, it had been forced
off the gold standard and had endured its first presidential
resignation and its first peacetime rationing and price controls
with the arrival of OPEC and its “oil shocks”.
In the late 1970s, under Jimmy Carter, the United States
suffered (in Tehran) the first captivity of its overseas diplomats
since the age of Barbary pirates and a prime interest rate of 21
per cent. In the early 1980s, under Ronald Reagan, it incurred
its biggest peacetime trade and budget deficits and endured the
dollar’s loss of half its value against the yen, the biggest one-day
trading loss in its financial history, plus massive demonstrations
against its defence policies in the capitals of its major allied
countries. Meanwhile, a development of tremendous benefit for
humanity as a whole—the connection of the billion-plus people
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of China to the world market economy—also ensured a decline in the relative
economic position of the United States.
Under the first president George Bush, the Soviet Union ceased to exist
and the US, which had led a vast alliance in the first battle against Saddam
Hussein, stood for a while as the one unquestioned superpower. But in the
nearly 20-year span from the destruction of the Berlin Wall to the inauguration
of Barack Obama, the United States underwent dramatic ups and downs and
changes in both its real and perceived power. By the time of Obama’s arrival,
its relative monopoly on world military power was probably the greatest in its
history, but its troops were struggling to maintain control in Afghanistan and
Iraq. Its economy was still the world’s largest, as it had been for the preceding
century, but it stood as the world’s largest net debtor nation, the one with the
largest trade deficit, and the one whose financial system had drawn the rest of
the world into serious dislocation.
The point of chronicling the long decades of decline for the United States,
including in eras that in retrospect seem like times of unquestioned dominance,
is not to dismiss the possibility that today’s declines represent something new
and more serious. But this history is a reminder of how variable and complicated
is the make-up of American strength, and of how important it is to assess the
American capacity for rebound and recovery. The past decade has vividly
demonstrated the US ability to squander its financial, military and diplomatic
reserves and to exhaust much of its supply of moral standing and international
goodwill—but also its ability to change political course and begin replenishing
what it had used up.
The essays in this volume examine important aspects of American decline—
and potential recovery—of the Obama administration, and their implications
for US relations with the rest of the world. In introducing them I would like to
draw attention to the history, process and politics of managing past episodes of
US decline and what they may suggest for the years ahead.

The

United States’ external relations have often been volatile and have
frequently seemed contradictory or even hypocritical, because of a tension built
into the nation’s identity from the start. The United States is both a nation and
an idea. As a nation, it has the traditional interests of all other state players in
power politics—advancing its businesses, defending its citizens and territory. As
an idea, it is meant to appeal to people around the world regardless of nationality.
Most Americans assure themselves that, in the long run, the two roles are more
or less aligned, and that in expanding US power they will also expand liberties
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for human beings generally. But obviously there are contradictions and tradeoffs. To give only the most obvious example: through the 1950s and 1960s
the United States supported dictators in the larger cause of containing Soviet
communism, and it makes similar trade-offs every day.
One way the American pubic handles these contradictions is through
internal political criticism of the country’s role in the world: congressman
Abraham Lincoln opposing the Mexican-American War; Mark Twain opposing
the Spanish-American War; Senator J. William Fulbright opposing the Vietnam
War. But most citizens prefer not to think that their country is doing harm in
the world. This is a part of self-protective human nature, which may be a larger
than normal part of American nature.
So in the United States, the main result of the contradictions built into
the nation’s foreign policy is a ceaseless veering back and forth. For a while,
the nation will act in a mainly self-interested way, until it feels too much like
an ordinary, petty, self-interested state and not true enough to its identity as
the first nation founded upon an idea. Then it will act mainly on principled
grounds, or its definition of principle, until it feels that it is paying too steep a
penalty in practical terms. The shifts are easy to tick off in overall policy: the
United States was slow to enter World War I, on grounds of self-interest; but
once in, under Woodrow Wilson it was ready to rebuild the world on the idea
of democracy. As that proved frustrating, it withdrew in the 1920s to tending
its own business again. It intervened deeply and for a decade in Vietnam; was
so wounded in the process that it averted its eyes to the subsequent Khmer
Rouge slaughter in Cambodia; and eventually was ready to intervene in Iraq
again. Similar cyclical shifts also show up in policy towards specific nations and
regions, notably China and the oil-producing states.
Ideally, the United States would avoid these vacillations with a policy
that was always guided by morals yet not moralistic, that was always aware
of practicalities yet not venal. The greatest leaders in their greatest moments
managed such a balance, for a while. The rest of the time, leaders have been
too practical, or too idealistic—and after a while, the electorate has grown
uncomfortable and responded to leaders who promised to shift back the other
way. After the disgraced Richard Nixon, the upright-sounding governor, Jimmy
Carter. After President Carter, who seemed overwhelmed by complexities and
care, the confident-sounding governor, Ronald Reagan.
What is unusual about the US’s latest change is that the electorate was
reacting against excesses in both directions. The Bush-Cheney administration
managed to seem simultaneously too crassly blind to principle, as when
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setting aside Constitutional checks observed even during World War II, and
too fancifully ideological, as when turning a blind eye to the difficulties and
tragic pitfalls involved in trying to occupy and democratise a country it had
just invaded.
The new administration therefore faces the challenges of both the “hard”
and “soft” aspects of American power. That distinction was of course familiar
long before the modern tags were applied. It is what Sun Tzu had in mind when
saying that the best victory was the one that came without combat, and what
Clausewitz meant when referring to war as a continuation of politics by other
means. It is what every US president means in the obligatory passage in the
typical State of the Union address saying that to be strong abroad we must also
be strong at home.
The hardest of hard components of US strength and influence, its
uniformed military, is still dominant compared with others in the world. This is
so despite its overstretch in Iraq and Afghanistan, despite the certainty of tighter
budgets ahead, despite the inevitable increase in China’s relative strength and
that of some other countries, despite the futility of tanks and aircraft carriers
as protection against urban terrorist attacks. But the industrial and economic
strength on which the military ultimately rests has obviously been sapped. We
won’t know for many years whether the new administration’s promises and
plans for revitalising America’s productive economy will work or not. Many of
the essays that follow examine the opportunities for, and difficulties of, realising
these plans, but these are early assessments of a process that will unfold well
beyond Barack Obama’s time in office, however long that turns out to be.
That is why the new administration’s very rapid attempt to improve
the “soft” part of America’s influence over the world has been so striking.
Barely three months after taking office, by the time of the ritualised 100-day
assessments of his start as president, Barack Obama had sent more signals,
more quickly, about more aspects of the United States’ approach to the rest of
the world than any predecessor in modern times. Abraham Lincoln had to do
more within his first three months in office, as the Civil War began, but that
is exceptional in all of US history. Franklin Roosevelt enacted more legislation
during his first 100 days than Obama did, but Obama signalled a larger change
in policy in international affairs.
Within his first week in office, President Obama had signed orders
outlawing torture as an instrument of US policy, beginning the shutdown of
the Guantanamo detention camp and preparing for withdrawal from Iraq.
In the following months we witnessed the speech on the ultimate elimination
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of nuclear weapons in Prague, his taped greeting to the public of Iran on the
Persian New Year, the lifting of restrictions on family contacts with Cuba and
the handshake with Hugo Chavez at the Summit of the Americas. Gestures
like these did nothing directly to resolve the genuinely difficult issues with the
respective countries, most difficult of all with Iran. But they cost nothing and
indirectly positioned the US better for the long game of winning respect and
support. Obama showed he understood that the United States is more attractive
and therefore influential internationally when it seems confidently at ease, not
defensive or cocky.
Even his impromptu answer at a press conference in Strasbourg, after
his first NATO summit, signalled Obama’s sophistication about the signals
likely to increase or reduce support for American causes worldwide. When a
British journalist asked the new president whether he believed in “American
exceptionalism”, he replied thus:
I believe in American exceptionalism, just as I suspect that the Brits
believe in British exceptionalism and the Greeks believe in Greek
exceptionalism. I'm enormously proud of my country and its role
and history in the world. If you think about the site of this summit
and what it means, I don’t think America should be embarrassed to
see evidence of the sacrifices of our troops, the enormous amount of
resources that were put into Europe postwar, and our leadership in
crafting an alliance that ultimately led to the unification of Europe.
We should take great pride in that.
Modern US history is essentially the story of a race, between the problems
the country creates for itself and its ability to solve or escape them. We don’t
know how the balance will turn out this time, and the answer to that question
will affect people in the United States and around the world. The essays
collected in this volume represent as good an early assessment of the prospects
as is possible. I believe they will stand re-reading when the United States’ 45th
president is sworn in.
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Restoring solvency
Barack Obama’s foreign policy priorities
By Stephen Walt

It is by

now a cliché to observe that Barack Obama
took office facing the greatest challenge of any United States
president since Franklin Roosevelt. The US economy had
been in free-fall since the northern summer of 2008, the
nation’s image around the world had taken a beating over the
previous eight years. Obama inherited a losing war in Iraq,
a deteriorating situation in Afghanistan and a wide array of
unresolved foreign policy problems. No president in living
memory had taken office with so much to solve and such
limited room to manoeuvre.
The new president wasted little time in responding.
In his first 100 days, Obama pushed through an ambitious
economic recovery program that included a major fiscal
stimulus package, a controversial plan to buy up toxic assets
in the banking industry, a limited bail-out for automobile
manufacturers and proposals for a new regulatory regime
for Wall Street. At the same time, he launched a dizzying set
of foreign policy initiatives. After six months, Obama almost
seemed to be the miracle worker his campaign had promised.
As former advisor to President Clinton, William Galston,
commented after Obama’s first 100 days: “If he’s right, our
traditional notion of the limits of the possible—the idea that
Washington can only handle so much at one time—will be
blown to smithereens.”
Yet appearances can be deceiving, and this is almost
certainly the case when it comes to foreign policy. Although
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Obama has made a number of positive moves, his actions to date are more style
than substance. To be blunt, anyone who expects Obama to produce a dramatic
transformation in America’s global position is going to be disappointed.
There are three reasons why major foreign policy achievements are
unlikely. First, the big issue is still the economy, and Obama is going to focus
most of his time and political capital there. Success in this area is critical to the
rest of his agenda and to his prospects for re-election in 2012. Second, Obama
is a pragmatic centrist and his foreign policy team is made up of mainstream
liberal internationalists who believe active US leadership is essential to solving
most international problems. Although they will undoubtedly try to reverse
the excesses of the Bush administration, this group is unlikely to undertake
a fundamental rethinking of the US’s global role. Third, and most important,
there are no easy problems on Obama’s foreign policy “to-do” list. Even if
he was able to devote his full attention to these issues, it would be difficult to
resolve any of them quickly.
In terms of grand strategy, his ultimate aim must be to bring US commitments
back into alignment with its interests and resources—to restore what Walter
Lippmann termed “solvency” to US foreign policy. This broad goal can be
achieved by extricating the nation from some current obligations, by improving
relations with adversaries, by getting other states to bear a greater share of
America’s burden, or a combination of all three. Obama will try to keep US
commitments within bounds and to improve relations with several adversaries,
while taking symbolic steps to repair the damage the Bush administration did
to the country’s global reputation. But he is unlikely to achieve any far-reaching
breakthroughs. The foreign policy agenda at the end of his first term is likely
to look a lot like it does today. To see why, let us look more closely at the crises
he faces.

All

presidents make mistakes, but George W. Bush made far more than his
share. Not only did the September 11 terrorist attacks occur on Bush’s watch,
but he failed to follow through on Afghanistan’s reconstruction, invaded Iraq
on false pretences and then bungled its occupation, allowed the Arab-Israeli
conflict to worsen and did nothing to curb Iran’s nuclear ambitions. The
administration’s ‘‘war on terror’’ led to the deliberate use of torture and the
unlawful detention of suspected terrorists at Guantanamo, making a mockery
of the country’s professed values and contributing to a sharp decline in the US
image abroad. And, although financial deregulation began under Clinton, Bush
failed to heed the warning signs of a bubble economy. It is this far-reaching
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legacy of failure that Obama must now deal with.
The world economy is in the midst of the most serious economic meltdown
since the Great Depression. Americans lost US$11 trillion of personal wealth
in 2008, as stocks plunged and investment portfolios shrank dramatically. US
gross domestic product decreased at an annual rate of 6.2 per cent during the
fourth quarter of 2008 and is expected to have declined further in 2009. After
growing at a rate of 9.8 per cent in 2006 and 6.2 per cent in 2008, world trade
will decline in 2009 for the first time in 25 years. Equally ominous, the World
Bank now predicts that global economic growth will be negative for the first
time since World War II.
Obama’s economic team responded with a US$789 billion fiscal stimulus
package and with ambitious measures to fix the doddering financial sector and
restructure several major industries. But even if all of these measures eventually
succeed, they will inevitably produce record budget deficits and reinforce
the already high levels of US indebtedness for many years to come. The
Congressional Budget Office has predicted a budget deficit of US$1.8 trillion in
2009, equivalent to 13 per cent of the entire US economy, and if Obama wins
approval for ambitious plans for national health care, the sea of red ink will get
bigger before it shrinks.
The global nature of the recession suggests the slump will be prolonged.
Obama is therefore likely to be dealing with a sluggish economy for his entire
first term. This will make it harder to undertake costly initiatives abroad.

Obama has also inherited a set of vexing foreign policy problems, beginning
with the disastrous war in Iraq. He is now responsible for ending a commitment
that has already cost well over US$1 trillion, along with the lives of more than
4,000 US soldiers. These losses have brought few benefits. Saddam Hussein may
be dead, but the invasion and occupation produced an unstable government
that is sympathetic to Iran and increasingly wary of Washington. The 2007
“surge” reduced sectarian violence temporarily, but it failed to produce political
reconciliation and the level of violence has risen steadily in 2009.
Obama faces equally serious problems in Central Asia. The ousting of
the Taliban in Afghanistan in 2002 once seemed like a major foreign policy
triumph, but President Hamid Karzai has proven to be a disappointment and
the Bush administration’s decision to shift its focus to Iraq allowed the Taliban
and al-Qaeda to regroup and fight on. Islamic extremists have expanded their
activities and influence in neighbouring Pakistan—which possesses between 60
and 100 nuclear weapons—leading Secretary of State Hillary Clinton to warn
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of “a mortal threat to the security and safety of our country and the world”.
Other foreign policy issues will require Obama’s attention as well. Iran
continues to enrich uranium and many suspect that its ultimate aim is a
nuclear deterrent of its own. The convulsions that shook Iran following the
presidential election in June 2009 may eventually produce a change of course,
but the upheaval is unlikely to make Iran easier to deal with. North Korea
is already a nuclear weapons state, is developing long-range missiles and
recently announced plans to restart its own nuclear production facilities. The
Middle East peace process has been on life-support since 2000, and a twostate solution between Israel and the Palestinians that would preserve Israel’s
status as a democratic and Jewish-majority state may no longer possible given
the large number of Jewish settlers now living in the Occupied Territories and
the divisions among Israelis and Palestinians. China’s global influence has risen
steadily and relations between the United States and Russia have deteriorated
sharply. Domestic turmoil in places as far away as Somalia or as close as Mexico
have already consumed some of the new president’s time and attention, and
one could easily add the humanitarian crisis in Central Africa or the on-going
civil war in Colombia to his list. And there’s the long-term threat from climate
change, which may be the most serious danger of all.
A full plate, indeed. To be sure, Obama does have several advantages in
trying to address this lengthy list of problems. One obvious advantage is that
he is not Bush, whose approval ratings at home and abroad had sunk to nearhistoric lows by the time he left office. The election of the first black president
was met with enthusiasm around the world, and many countries are likely to
grant him an extended honeymoon. Obama’s oratorical skills and his cool but
cerebral style offer a sharp contrast to the former president, and he has put
them to good use in several major speeches, including a remarkable address
to the Muslim world from the University of Cairo in June. Disarray within the
Republican Party has made his job somewhat easier, and Democratic control of
the House and Senate will help him to obtain Congressional backing.
Yet the fact remains that Obama must try to address these problems from a
weaker position than most of his predecessors enjoyed. None of these problems
will have quick or easy solutions.

To

deal with the unpromising situation, Obama assembled a foreign policy
team designed to protect his administration from partisan political attack.
While he attempts to restore solvency, he is perhaps most vulnerable to the
charge of being an inexperienced idealist who is appeasing US enemies and
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placing the country at risk. Thus, his foreign-policy appointments are partly
intended to blunt this line of criticism.
Retaining Robert Gates as Secretary of Defence not only kept a competent
manager in charge of a difficult bureaucracy, it also retained one of the architects
of the “surge” in Iraq as a key member of his team. Gates will be responsible
for getting the military to accept the cancellation of several expensive weapons
programs, and his credentials as a senior official in earlier Republican
administrations helps deflect the charge that Obama is soft on national security.
Choosing a four-star Marine general to serve as National Security Advisor is an
equally effective defence against neoconservative complaints.
Obama’s decision to appoint Hillary Clinton Secretary of State reflected
similar political calculations. He didn’t pick Clinton because she has a unique
or compelling vision for foreign policy; he chose her to reinforce the unity of the
Democratic Party and to silence a rival and potential critic.
Obama’s final innovation was the appointment of several veteran political
figures as special envoys to specific trouble spots: George Mitchell for IsraelPalestine; Richard Holbrooke for Central Asia; Dennis Ross for Iran. (Ross,
it should be noted, has since moved to the White House staff, reportedly with
broader responsibilities). This enables Obama to delegate while he focuses on
the economy, and gives him scapegoats should diplomatic efforts fail.

Obama signalled a clear departure from Bush’s worst excesses on his first
day in office. During his inaugural address, Obama pointedly rejected “as false
the choice between our safety and our ideals”; said Americans “would not give
up [their] ideals for expedience’s sake”; and pointed out that earlier generations
had “faced down fascism and communism not just with missiles and tanks,
but with sturdy alliances and enduring convictions.” The contrast with Bush’s
triumphalist second inaugural address was striking.
Obama has since ordered that the US detention centre at Guatanamo
be closed and suspended the system of military tribunals responsible for
handling the detainees. He also ordered the Department of Justice to release the
confidential legal memoranda justifying the torture of detainees under Bush and
condemned these practices.
Obama has made several other gestures that signal a sharp break with
the past. His speech to the Turkish Parliament in March 2009 extended a hand
of friendship to the Muslim world, and a subsequent speech in Prague called
for a renewed global effort to reduce nuclear stockpiles. He has also called for
relaxing the travel ban on Cuba, and accepted a handshake from Venezuelan
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President Hugo Chavez at the Summit of the Americas in April. US conservatives
were apoplectic, but these subtle shifts in attitude were well received abroad
and marked an obvious departure from the “with-us-or-against-us” attitude.
Yet the degree of departure should not be exaggerated. Obama will close
Guantanamo Bay, but not very quickly, and the US will continue to try detainees
in military tribunals rather than civil courts. He has also retained the principle
of “preventive detention” for terrorist suspects deemed too dangerous to release
if acquitted, a decision that sparked criticism from moderates.

During the presidential campaign, Obama pledged to withdraw troops from
Iraq within 16 months of taking office. He has reaffirmed that pledge since
becoming president, although he disappointed some supporters by agreeing to a
slower timetable for withdrawal after consulting military leaders. Nonetheless,
in a major speech at Camp Lejeune in February, Obama declared, “By August
31, 2010, our combat mission in Iraq will end.”
Unfortunately, sticking to this timetable will be difficult. Sectarian violence
is rising again, and is likely to increase even more as troop levels decline. In
response, Obama agreed to a military request to delay troop withdrawals,
explaining that he intends to meet the deadline by increasing the pace of
withdrawal next year.
He is gambling that conditions in Iraq will hold together long enough to
permit most US forces to withdraw as promised. But resurgent violence could
force him to renege on his pledge to withdraw, or pull out in the midst of
an expanding bloodbath. In either case, Iraq is likely to remain on Obama’s
agenda far longer than he has acknowledged.
When running for office, Obama balanced his pledge to get out of Iraq with
a promise to do more in Afghanistan and Pakistan. This was a smart political
strategy, as it allowed him to criticise an unpopular war while still sounding
strong on national security. Yet it also committed him to address problems that
will be extremely difficult to solve.
After ordering a comprehensive review of the options, Obama endorsed
a military request to increase US troop levels in Afghanistan by about 17,000
soldiers. The administration has sought to lower expectations, most notably in
Secretary of Defence Gates’ comment that the US is not trying to build “some
sort of Central Asian Valhalla”.
Obama has also emphasised that success in Afghanistan cannot be achieved
primarily by military means and cautioned against an open-ended commitment.
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Yet the administration’s White Paper on Afghanistan noted that the US faced
“daunting tasks” and that success would require “a new way of thinking” and
“a complete overhaul of our civilian assistance strategy”.
The decision to escalate in Afghanistan has been accompanied by increased
attention to Pakistan. Pakistan’s tribal areas have provided a safe haven for
the Taliban and al-Qaeda forces operating in Afghanistan, but they have also
been expanding their sway in Pakistan itself. The central government has been
unable or unwilling to take action against these groups, leading to growing
concerns about the stability of the government and the security of Pakistan’s
nuclear arsenal.
Yet Obama’s decision to increase the commitment in Central Asia
remains a potentially fateful step. He clearly hopes to prevent either country
from becoming a failed state on his watch. But as critics warn, he has yet to
identify a clear strategy for victory, and adding more troops runs the risk of
further alienating the local population and undermining the same leaders that
Washington is trying to help. If the situation in Afghanistan has no military
solution, as Obama has said, it is not clear why adding a few thousand more
troops will make much difference. Indeed, it is equally clear that the United
States has neither the capacity nor the knowledge to shape the political evolution
of some 200 million Muslims in Central Asia.
If the “mini-surge” in Afghanistan fails, Obama will face an exceedingly
difficult choice down the road. And, like Bush, he may discover it is easier to
dispatch troops to some faraway land than to bring them home.

For Obama, reaching a modus vivendi with Iran could yield enormous benefits
if it convinced Tehran to refrain from developing nuclear weapons and to
reduce or eliminate support for Hezbollah and Hamas and its open antagonism
towards Israel. Indeed, ending the 30-year estrangement between Washington
and Tehran would enhance the security of Gulf oil supplies and help bring
Iran’s vast energy resources back onto world markets. The US and Iran also
have a shared interest in stabilising both Iraq and Afghanistan.
Unfortunately, achieving this sort of grand bargain will not be easy. Iran
seems firmly committed to controlling the full nuclear fuel cycle and continued
US insistence that it cease all enrichment is likely to be a deal-breaker. Suspicion
is still high on both sides. Obama’s initial outreach has produced a lukewarm
response from key Iranian officials, which suggests a lot of hard bargaining will
be required before a genuine rapprochement. A protracted diplomatic stalemate
is probably the best we can hope for.
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As he promised in the campaign, Obama has reaffirmed the commitment
to a two-state solution between Israel and the Palestinians and emphasised
that he wants to achieve this during his first term. He recognises an agreement
would be beneficial to both sides and consistent with basic principles of justice
and human rights. He also knows that ending the long conflict would help
repair the United States’ standing in the Arab and Islamic world.
To that end, Obama began by appointing a Middle East negotiator, George
Mitchell, with a well-deserved reputation for evenhandedness. The president
made it clear he opposed any further expansion of Israeli settlements in the
occupied territories and this position has been echoed by other administration
officials and, more surprisingly, by several influential Congressional leaders.
Finally, he gave an eloquent defence of Israel’s right to exist but also of the
Palestinians’ right to a viable homeland, and went further than any previous
president in making the case for a just solution to this long and tragic conflict.
Not surprisingly, this tough position has placed the right-wing government of
Prime Minister Benjamin Netanyahu in an uncomfortable position.
Only a true optimist would expect rapid progress on this most intractable
of issues. There are more than 500,000 Israelis in the Occupied Territories and
the infrastructure of Israeli control continues to expand. A two-state solution
may soon be impossible, with potentially grave consequences.
Progress therefore depends on Obama’s ability to pressure both sides
to come to an agreement, but it is hard to believe he will be able to mount
sufficient pressure long enough to reach the finish line. Obama pandered to the
Israel lobby during his election campaign and remained conspicuously silent
as hardline pro-Israel forces torpedoed the appointment of Charles Freeman
to chair the National Intelligence Council in February 2009. Going beyond
strong rhetoric and actually putting significant pressure on Israel would almost
certainly provoke a public fight with groups such as the American Israel Public
Affairs Committee, and Obama has too much on his plate. Presidential envoy
Mitchell will probably get some sort of peace process started, the Israelis will
drag their feet, divisions among the Palestinians will persist, and no agreement
will be reached. Should Obama win a second term, the safe bet is that this issue
will still be awaiting his attention.

Relations between Russia and the West deteriorated significantly under Bush,
driven by US concerns about rising authoritarianism in Russia and Moscow’s
heavy-handed policies towards several of its neighbours, and by Russian anger
at US plans to deploy missile defence facilities in Eastern Europe. These tensions

24 Restoring Solvency

have made it impossible to gain Russian support on issues such as Iran’s nuclear
program, and encouraged Moscow to play a spoiler role in Central Asia, the
Balkans and the Caucasus.
In Vice-President Joseph Biden’s memorable phrase, the Obama
administration wants to “push the reset button.” The hope is that the two
states can find sufficient common ground to negotiate a new agreement for
nuclear arms reduction. But this objective will not be easy to achieve given
Russia’s concerns about the vulnerabilities of its ageing arsenal and lingering
resentment at NATO expansion. Here too, Obama’s hopes for a new direction
are unlikely to be gratified quickly.

Confronted by an economy in crisis, the Obama administration responded
with energetic action on the economy and a set of foreign policy initiatives
designed to signal a clear departure from the Bush era. The latter measures are
unlikely to bear fruit quickly, but they may buy Obama the time he needs to get
the economy back on track.
This paper has not even mentioned a host of difficult issues such as climate
change, immigration reform, trade policy, Darfur, Somali piracy, Mexico’s drug
war, Venezuela, China’s rise, or North Korea’s renewed bellicosity. Not even a
well-organised, energetic, and skilled foreign policy team could make significant
progress on more than one or two of these issues, which merely underscores the
need to keep expectations low.
For those who want to know how Obama is likely to fare over time, three
items will bear close watching. First, if events do not go as Obama hopes, how
will he respond? If Iraq turns south, Central Asia does not improve, Iran and
Russia remain recalcitrant and Israelis and Palestinians dig in their heels, will he
commit more resources, cut his losses, or try a wholly new approach?
Second, the answer to that question will depend on how his foreign policy
team evolves. No administration makes all the right appointments at first,
and some advisors inevitably become more influential while others become
marginalised, get fired, or quit. Keep an eye on who is occupying key positions
and who has the president’s ear, because that will tell you a lot about where the
policy is heading.
The third item is Obama’s ability to set priorities and stick to them. Like
Clinton and Jimmy Carter, he is energetic, intelligent, broadly curious and selfconfident. Carter and Clinton tried to do too much and ended up accomplishing
less than they originally hoped, and one may hope that Obama is aware of this
danger. The good news is that Obama is more politically savvy than Carter and
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more disciplined than Clinton. But he is not a miracle worker, and he and his
advisors will eventually have to decide which issues to emphasise and which to
let slide.
Why? Because what matters is his ability to achieve tangible results. Obama
quoted the Koran, the Talmud, and the Bible in his speech to the Muslim world
from Cairo, but another biblical passage offers a valuable warning from James
2:24: “For a man is justified by works, and not by faith alone.”
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American strength

Its recovery from the global crisis will make a world of difference
By Robert Shapiro

In the first

half of 2008, the United States headed into
what seemed to be a normal business downturn triggered by
a doubling of energy prices, although a few perspicacious
analysts warned that something more fundamental was
happening, at least in housing prices. They were correct: a
bubble had pushed up housing prices for a decade—not only
in the US, but across most advanced economies—drawing
in many of the large institutions that provide finance in the
US and much of the world to create and purchase highlyleveraged securities based on bubble-inflated mortgage
values and their unregulated derivatives. When the bubble
deflated and then burst, many of those securities crashed and
pulled down the derivatives based on them. The financial
institutions heavily leveraged in these instruments saw their
capital reserves drain to the edge of insolvency or beyond.
Normal capital flows slowed and then largely froze, first in
the US and, quickly enough, in other economies bound to the
large American institutions through global capital markets.
Thousands of businesses that depend on regular credit lines
found themselves credit-deprived and began to cut their
investment plans, orders and workforces.
Millions of ordinary people held mortgages on homes
whose values were falling sharply. They found themselves
abruptly poorer; and like most people in such circumstances,
they cut back sharply on purchases. As the financial crisis
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and falling housing values collided with the downturn, the combination created
cascading losses across the economy, completing a vicious circle. Strapped
financial institutions held back credit to businesses and consumers, businesses
pulled back further on their spending and employment, consumers pulled back
further as well and depressed demand for everything businesses produce, more
of the financial institutions’ assets deteriorated as businesses and homeowners
found themselves increasingly strapped, and the economy spiralled down faster
and further.

This historic economic unravelling was not simply a matter of bad judgment
and bad luck. Certain features of the global economy contributed to these
developments, features which will be with us when the crisis and recession have
passed. For example, the wages and incomes of most US citizens had stagnated,
or nearly so, throughout the 2002-07 expansion, so millions of households
maintained strong consumption by using mortgage refinancing and home-equity
loans to convert their home equity into cash. When home values suddenly fell,
millions were left with mortgages larger than their homes were now worth;
and many millions more had few resources to cushion their lifestyles from the
downturn. The result has been a more severe decline in consumer demand and
business investment than normal for even a serious recession.
The dynamics that held down wages and incomes despite healthy growth
and strong productivity gains—and not only in the United States—represent
new developments based on rapid globalisation. From 1990 to 2006, the
share of everything produced in the world that was traded across borders
increased from 18 to 30 per cent, the fastest increase and highest level ever
seen. As thousands of large companies built out global supply and product
networks, and tens of thousands of new companies joined the global economy,
competition has intensified. The initial results of this intense competition have
been welcome to consumers: companies find it harder to raise their prices, and
the International Monetary Fund reports that relative to growth, inflation has
been lower than during any other period in the last century. The bad news is
that when a company’s costs rise sharply—as they have for energy, health care
and pensions—and intense competition prevents them from passing along these
higher costs, they have to cut other costs. The principal costs cut have been jobs
and wages.
The result in the United States has been a change in job creation and
wage growth. After the recessions of the 1970s, ’80s and ’90s, it took 12 to
24 months to return to pre-recession job levels. After the 2001 recession, the
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shortest and mildest in 50 years, it took 42 months to get back to those levels.
Similarly, in the 1990s, productivity increased by an average 2.5 per cent a year,
and average wages increased accordingly by 2.2 per cent a year—just what
economists expect in free labour markets. Yet, while productivity grew 3 per
cent a year from 2002 to 2007, the best record since the 1960s, average real
wages declined modestly. These unexpected and unwelcome developments will
still be with us when the crisis passes.
The United States’ problems became the world’s problems, because
globalisation connects much of the world’s prosperity to spending by American
consumers and businesses. In 2007, the US imported US$2.2 trillion in goods
and services, more than the entire output of all but four other countries. So,
when US demand for imports falls sharply, economies and companies around
the world quickly feel the pinch. In effect, globalisation plus a worldwide
downturn produces the chief result of protectionism without new laws. In the
last quarter of 2008 and the first of 2009, trade flows fell at rates of 20 to 30
per cent across much of Europe and the US, and at 30 to 40 per cent in China,
Japan and much of Asia.
A severe recession in a globalised world economy has other destructive
effects. Unprecedented waves of foreign direct investment in the last decade have
helped drive rapid modernisation and growth across the developing world. But
the sharp decline in credit flows and the deep recessions in Europe, America and
Japan have sharply depressed these investments. And since the United States is
also the world’s most globalised economy—with nearly 30 per cent of its FDI in
the developing world—the economic setbacks in the developing world translate
into more problems for the US
Globalisation was one of the sources of the housing bubble that triggered
the problems. For more than a decade, capital markets have been on the leading
edge of globalisation. While global trade has expanded twice as quickly as global
output for the last 20 years, global capital flows have grown twice as fast as
global trade. This reflects in part the successful global networks of many large
financial institutions. In addition, however, the basic process of globalisation
has increased the worldwide supply of capital. For example, as international
financial institutions built out their global networks, they went to the wealthy
families that own many large businesses in such places as Indonesia, Egypt and
a dozen others, and explained that they could float shares in their enterprises,
retain their majority control, and pocket hundreds of millions of dollars. In this
way, most of that wealth entered the global capital pool.
The rapid modernisation driven by FDI and globalisation also produced
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sharp income gains in many developing countries. As their middle classes have
expanded, the savings pools in these nations have rocketed. Much of those
savings also made their way into the global capital pool.
These vast increases in national and global capital pools normally would
lead to serious inflation. Yet, with globalisation’s intensification of competition
limiting the “pricing leverage” of businesses—their ability to raise prices—the
inflationary pressures generated by the vast increases in national and global
money supplies are being channelled into asset prices, starting with housing
but also extending to equities, art, and other assets in most countries. When
the current crises pass and normal growth returns to the US and other nations,
these developments will still be part of globalisation and capable of triggering
new rounds of asset bubbles.

The United States has been the prime agent of the current global conditions,
and not only because many other economies rely on its imports and FDI
flows. The US also is the chief architect of the economic reforms which most
developing countries have adopted. The Clinton administration drafted the
basic rules of the World Trade Organisation, requiring countries as disparate
as China, Egypt, India and Argentina to gradually dismantle state-owned or
state-sanctioned monopolies or duopolies and open their economies to foreign
imports, foreign investment and domestic competition. The success is evident
in the results: from 2000 to 2005, the global economy grew faster than in any
other five-year period on record. The openness which helped drive growth,
however, leaves countries vulnerable to a cascading international downturn.
In its early days, the Obama administration put in place large new
programs to address the immediate consequences of these developments,
including the world’s largest stimulus package, near-zero short-term interest
rates, unprecedented expansions in its monetary base and elaborate efforts to
stabilise the housing market and financial institutions. Financial experts and
economists have questioned these new measures for being either too radical
or too timid; and legitimate questions remain about whether these measures
can resolve the problems sufficiently to allow the United States economy to
recover in a rapid and vigorous way. The Obama administration’s hope is that
the measures, combined with the considerable structural strengths of the US
economy, will be sufficient to unlock a recovery; and that the return of economic
growth will reduce the stresses on households, banks and businesses. If this
strategy does not work, the Obama administration is likely to correct its course
with another stimulus round and with additional, more extensive supports for
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people facing foreclosures and financial institutions facing insolvency. Whatever
path the US follows to the next economic expansion, its own recovery will help
drive a revival in many other countries.
When that happens, the global economy may be both quite different
and much the same. The differences will be most apparent. The age of market
fundamentalism—a perspective and confidence that markets alone produce
the best available outcomes—will be over, at least for a while. The coming
period of more extensive economic and social regulation could dampen US and
global growth to some degree. For example, if institutions have to demonstrate
their financial probity and health before being allowed to purchase or issue
asset-backed securities or their derivatives, and if they have to set aside capital
equivalent to 15 or 25 per cent of the value of the securities and derivatives they
issue or purchase, there will be fewer of them and less of the economic activity
that produces their underlying assets. But if these regulations avert another
financial system meltdown, it will be well worth it.
Other factors also could dampen US growth in the next expansion. For
example, the United States almost certainly will put in place a broad policy
on greenhouse gas emissions. Whatever approach it adopts, one result will be
higher energy prices and costs, and consequently another brake on growth.
Again, if these measures help avert climatic changes, they will be worth it.
The United States also will almost certainly move towards universal
health care, and try to slow the rate of medical cost increases, especially on
the public side. Even as Washington accepts greater government involvement
in the US economy, it is unlikely to include the price and wage controls in
medical care used in most other advanced countries. So, US medical costs will
continue to rise fairly sharply, and American taxpayers, businesses and health
care providers will bear the costs of universal coverage. The result again could
be slower growth, especially outside the health care sector. If these measures
help produce broader and better health care, they also should be well worth it.
The United States’ success in slowing health care cost increases, along with
energy and pension costs, will help determine whether it returns to the broad
income gains and strong job creation of the 1990s. If it cannot slow future cost
increases, the next expansion may not produce much more economic progress
for most Americans than the last one. And without fast-rising asset values for
Americans to draw on to sustain strong consumption, US imports may not
return to the strong levels of recent years—which would mean slower growth
in much of Europe, Asia and Latin America.
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All of these dynamics testify to the pivotal global role of the United States. The
US has been the world’s largest economy since at least the end of World War
I—some trace it to the late-19th century—consistently producing between 20
and 25 per cent of worldwide GDP, except during the period following World
War II when its share rose to nearly 30 per cent. Its GDP per person also has
consistently been the highest of any large economy, at four to five times the
worldwide average, since at least 1920. Over this long period, many economies
have grown faster than the US—for example, Germany in the 1930s, ’70s and
‘80s; Japan from the 1950s to the ’80s and China since 1990. Others, such
as Britain and France have generally receded. The US’s position as the largest
economy, however, has remained a constant; and since the 1990s, it has been
the world’s fastest-growing, large advanced nation.
For all the problems it faces, this position is not about to change. Most
other large advanced economies face more daunting challenges. Over the next
decade, the labour forces of Japan, Germany, France, Italy and most other major
economies will begin to contract by as much as 1 per cent a year, depressing
their growth rates. The US’s large-scale immigration and higher birth rates
among recent immigrants will keep the American labour force growing at a
healthy rate even as its baby busters replace its baby boomers in the workforce.
Moreover, even as China, India and many other large developing countries
grow faster than the United States and the world overall, the US will retain
critical advantages that will be especially valuable to developing economies.

This brings us to the so-called ideas-based economy. Since the mid-1990s, US
companies have invested more in intangibles—mainly the intellectual property
of patents and trademarks, but also databases, branding, organisational changes
and the training or human capital to use these ideas—than in all physical assets,
from equipment to land and buildings. This shift to intangible assets, of course,
coincides with the rapid improvements and spread of computers, software and
internet technologies, which play large roles in the development and application
of the products and processes that win patents and trademarks, the databases
and branding, and even organisational changes and high-level training. The
shift to an ideas-based economy also is evident in the way investors value US
public companies. In 1984, the market value of the physical assets of the 150
largest US public companies—their book value—accounted for 75 per cent
of the total value of their stocks. A firm was roughly worth what its plant,
equipment and real estate could be sold for. By 2004, the book value of the top
150 US corporations accounted for just 36 per cent of the total value of their

34 American Strength

shares. Nearly two-thirds of the value of large US corporations comes from
what they know and the ideas and relationships they own.
Creating and applying valuable new ideas always has been the most
important factor determining a country’s economic progress. Since the
pioneering work of Nobel laureate Robert Solow in the 1950s, economists of
every stripe have recognised that the development and application of economic
innovations has more impact on how fast a country grows and how much the
incomes of its people rise, than the amount of capital they invest or even the
progress in the education and skills of the workforce. Some 30 to 40 per cent of
all the gains in wealth and productivity made by the US in the 20th century can
be traced to innovation in its various forms—not only the development of new
products and technologies, but also new materials and processes, new ways of
financing, marketing and distributing things, and new ways of organising and
managing a business. The increases in the US capital stock account for 10 to
15 per cent of that progress, while improvements in the education and skills of
American workers explain 20 to 25 per cent.
Judging by how much businesses now invest in ideas and how much
investors value this, the economic role of innovation is still expanding. The
central economic innovations of our period, information technologies, have
become an important feature of globalisation. It is not surprising that elaborate
information systems pervade finance and manufacturing in the world’s most
highly developed countries. What’s extraordinary is that the same systems have
so quickly become part of most large and medium-sized businesses in China,
India, Nepal and Peru, as well as every corner restaurant and repair shop in
small-town North America and Europe.
The United States continues to be the country that generates more economic
innovation in business organisation and practices as well as technology and
practices than any other, and it remains the society most adept at adapting
innovations into its economic life. The US spends, on average, a larger share of
its GDP on research and development than other advanced nations. Moreover,
in the competition to lead global innovation, what matters is how much is
invested, period, and how well a country’s economy commercialises what
comes out of it. Here, the US has broad and growing advantages. In 2003,
for example, it spent nearly US$300 billion on research and development,
compared to US$210 billion by all of Europe, barely US$100 billion by Japan,
and less than US$80 billion by China—and the gap in 2003 was larger than it
had been in 1990 or 1995. That’s one reason why American companies have
vastly increased their pre-eminence in high-technology products. Less than 20
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years ago, Europe, Japan and the US each claimed a little more than 25 per
cent of the world market share in this area; by 2003, the US share had reached
almost 40 per cent, while Europe’s fell to about 18 per cent, and Japan had
just about 10 per cent. It’s also one of the reasons why American inventors
and companies have early leads in many promising areas of biotechnology and
nanotechnology.
If the United States maintains these leads, globalisation will increase their
significance. American hardware, software and internet companies will have a
leg-up as China and India go increasingly digital. Over the next decade, China
should be as digital and wired as some European countries today, and India
also will make substantial (if smaller) strides. American companies will provide
many of what will be the latest generations of these technologies.
These technologies are also part of the essential infrastructure of
globalisation, from supply-chain management to local product development and
marketing. As global production and demand for almost everything continues
its upward trend after the recession passes, the global manufacturing and retail
companies that have integrated IT most successfully will be in the best position
to meet much of that demand. An exception could be financial services, where
the US also led other advanced countries in foreign markets before the crisis,
but now finds itself without its Lehman Brothers and AIG.

The

United States’ greatest strength in innovation, however, lies not in its
development and spread, but in how Americans use them. Despite what many
people believe, a succession of studies have found that how much a company
or a country spends on IT makes little difference in how productive it becomes.
From 1995 to 2005, European businesses invested nearly as much in IT as
US firms, relative to the size of their economies. Yet, the productivity of the
industries that spent the most on these technologies increased by 3 to 4 per cent
a year in the US, compared to little or no change in Europe.
One reason is that American companies are managed differently, and the
differences affect how they use technology. For example, US businesses more
often use performance measures to set pay increases and promotions, which
create powerful incentives for managers and workers to get more out of the IT
they are provided. By contrast, large European and Japanese companies still
typically base their employees’ pay and promotions on tenure and union rules.
Other rigidities in the European and Japanese economies make it harder for
firms to get as much advantage from their IT investments. For example, labour
laws and social conventions that limit firms’ freedom to fire or reassign most
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workers in many European countries often prevent them from reorganising
their domestic operations to make their IT investments work for them.
A worker’s educational level also affects how well he or she adapts when
a company introduces new technology. Here’s a surprise for many people: US
adults average more than 12 years of formal education, compared to barely
seven years for Italian adults, less than nine for adults in France, and less
than 10 for British, Japanese and Germans adults. Substantially more young
Americans also enrol in post-secondary education or training—69 per cent,
compared to between 45 and 58 per cent in major European countries and
Japan, respectively. Some of these differences will probably fade in coming
years, as the share of young Europeans going on to college has risen sharply in
the last 15 years.
It’s indisputable that many large European and Japanese companies deeply
involved in global markets are at least as productive as any American firm, and
in sectors such as automotives much more so. Moreover, globalisation is fast
spreading the best practices of the most successful and IT-enabled corporations.
For example, after Wal-Mart, the world’s most profitable and IT-intensive
retailer, bought Britain’s supermarket chain Asda in 2005, Britain’s numberone retailer, Tesco, quickly adopted much of the Wal-Mart model. Still, US
multinationals are generally more productive than European or Japanese
multinationals. For example, researchers measuring productivity in Britain
found that plants operated there by US multinationals were almost 40 per cent
more productive than the average domestic British plant, and 10 per cent more
productive than the plants of British multinationals in their own home market.
Overall, the productivity gap between the United States and Europe and
Japan together increased steadily from 1995 to 2005, pointing to the US’s
single, most important economic advantage: intense competition, especially
in the service companies. The US’s more bare-knuckled competition at
almost every level makes its workers and companies less secure in a time
of galloping globalisation and technological progress, and especially during
economic crisis and deep recession. It also forces those who want to prosper
to adopt the latest technologies and business practices, or even come up
with new products, processes and ways of doing business. And American
companies and workers, accustomed to dealing with intense competitive
pressure, will be better equipped once the current crisis passes to deal with
the legal and economic changes that ensue.
A financial crisis and serious recession will change the lives of millions,
and adept leaders operating within a flexible political system can respond in
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ways that, at a minimum, reduce the likelihood of their happening again. That
is what happened in the United States and other countries in the 1930s, in
Sweden after its financial crisis in the early 1990s, and in Korea and Taiwan
after the 1997-1998 Asian meltdown. By contrast, countries with dysfunctional
or inflexible political systems may react less constructively, such as Russia after
the 1999 collapse of the rouble. There seems little doubt the US will respond
constructively to the current crisis. The crisis quickly helped produce an upheaval
in US politics, with the election of Barack Obama. In the first months of the
new administration, new policies were introduced to stimulate the economy
and address the housing and financial market problems.
While trillions of dollars in paper assets have been wiped out, the basic
physical and intellectual assets of the US economy are intact. Moreover, the
crisis and recession have not damaged its other strengths, especially the capacity
to develop and apply economic and social innovation. The crisis may actually
increase the value of these capacities, as companies, workers and governments
are forced to figure out how best to adapt to the new conditions everyone will
face as we emerge from the current period. The pre-eminent economic role and
place of the United States in the world will carry on.
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David Lloyd

Seven years to get
it right

Powerful challenges for Barack Obama and the G20
By Coral Bell

When Barack Obama was talking to about

200,000 Berliners during the United States presidential
campaign in 2008, he said “that the problems of the world
were too great to be solved by one nation alone”. Well, most
of us always knew that. But Obama was recognising more
than the United States’ need for the European alliance. He
was acknowledging the profound, irreversible redistribution
of power in the world that actually has far more to do with
China and India than with the Europeans. History suggests a
precedent for adapting diplomatic practice to such changes—a
precedent to which Obama appears intuitively oriented.
The increased status of the G20 is a logical consequence
of the interaction of those forces of change. It used to be just
a talk-fest for the treasurers of the top 20 economies, but
it now requires heads of government. The six great powers
(the United States, China, India, Russia, the European
Union and Japan), the eight major emerging powers (Brazil,
Mexico, Argentina, Indonesia, Turkey, Saudi Arabia, South
Korea and South Africa) and six long-established and usually
prosperous Western powers (Germany, Britain, France, Italy,
Canada and Spain) plus Australia make up a forum which
will have an impact on future decisions about how to manage
the crises of our multipolar and rapidly changing world. No
other grouping takes most of the policy-makers concerned
into so influential a company.
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George Bush did not invite all the “possibles” to the November 2008
meeting. Later three or more other powers ought to qualify for the group (Iran,
Pakistan and Vietnam), and it might in time become the G25. So, to define
the overall power-distribution that appears to be emerging this century, it is a
central group of the six great powers, a larger circle of at least 18 or so major
powers, and an outer contingent of the remaining 175 or so other governments
of the society of states. But even minor and middle powers in that third group
have much more capacity than they have had in earlier centuries to upset the
global apple-cart. The world saw that in the economic crisis of late 2008.
Though Iceland has a smaller population than Canberra, and no armed forces,
its bankers nevertheless seem to have managed (inadvertently) not only to have
destroyed their own government but also to have damaged the finances of
Britain. That made them, to my mind, surprisingly powerful non-state actors,
along with their confrères on Wall Street.
During the second half of the 20th century, the international distribution of
power, in contrast to the fast-changing present, was rather stable. Washington
and Moscow, for the 43 years of the Cold War (1946–89) glowered at each
other, across what often seemed an unbridgeable chasm. Then the Soviet Union
fell apart, and we had the 10 years of the “unipolar moment”, of unchallenged
US paramountcy. Now that moment has also passed into history. So it has
become possible to ask ourselves what this new distribution of power (the
context Obama must act in) means for the prospect of maintaining a reasonable
degree of order, prosperity and democracy in the world—a very dangerous and
crisis-ridden multipolar world, a world of a great many “unknown unknowns”.
Despite all its uncertainties, however, the working of world politics still
largely depends on the distribution of power between sovereign states. The
structure of diplomacy in the foreseeable years of the 21st century seems thus
likely to resemble that of the 19th more than that of the 20th century, because
the distribution of power internationally will resemble that of the period after
1815 more than the period after 1946. Then, at the beginning of the Cold War,
there was a bipolar balance of power. Now, as after 1815, there is a viable but
very much wider multipolar distribution of power. And that may become either
a balance of power or (with luck and prudent, creative diplomacy) a concert of
powers, as in the period 1815–1914, but on a vastly larger scale. Fortunately,
the other forces whose impact we currently most feel, globalisation and
climate change, seem likely to nudge the system towards the “concert” pattern,
rather than the “balance” pattern, because both require the widest and most
universal practice of international co-operation, and neither can be remedied
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by military operations.
A good many people in Washington seemed, until the election of Obama,
either to mourn the end of the unipolar world, or to be still denying that it had
happened. But the advent of a viable multipolar balance of power, based on a
well-defined distribution of power, will have its advantages even for the United
States though they may not be officially welcomed there yet. The unipolar
world of 1992–2001 evoked numerous international resentments: even some
of Washington’s traditional allies, such as France, resisted it. That phase (and
the US triumphalism that unfortunately went with it) was still more resented by
its past and prospective adversaries (Russia and China), and much of the Third
World. The earlier bilateral balance in the 43 years of the Cold War (1946‑89)
had made the adversarial relationship too sharp and direct to support much
in the way of diplomatic consensus. A wider balance, with several kinds of
capacity (economic, diplomatic, and strategic) distributed unequally, but with
a tendency to deliver some degree of diplomatic clout to each power, may give
all of them reasons to keep the system viable. Each of them has a stake in its
preservation, because it offers real advantages to each of them.
The period 1815-1914 was the last phase of diplomatic history to see a
viable and (until 1870) stable balance of power. The four victors of Waterloo
at the end of the 12 years of the Napoleonic Wars (Britain, Russia, Prussia and
the Austrian Empire) had no reason to ignore changing power-relationships.
They knew that although France had been defeated, and had had a change of
regime imposed on it, it would not stay defeated. So in 1818, only three years
after Waterloo, they allowed it to join what became known as the Concert of
Powers. That system of international governance lasted (fairly effectively most
of the time) for 99 years, at least to the truly vital degree of enabling the powers
to avoid hegemonial war, that is, war between the great powers to determine
the fate of the world. The Napoleonic Wars, World Wars I and II and the Cold
War were all of that status. The system did weaken considerably, however, for
17 years during the period of the Crimean and Franco-Prussian Wars, 1854-71,
and fell in ruins in 1914 after Prussia had become Imperial Germany. So by
1918 it was widely dismissed as a failure.
But in the 99 years of its survival, the Concert of Powers had seen off
many potential war-bearing tensions and rivalries. Britain and France had a
bitter colonial rivalry in Africa which brought them close to war as late as
the Fashoda Crisis of 1898. Britain and Russia had an equally bitter rivalry in
Central Asia (the Great Game) which was not resolved until 1907. The fervours
of nationalism were as great in the Europe of that time as they may be in the
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Asian future, though there were fewer major players in diplomacy than there are
going to be in the diplomacy of this century. Aside from the five great powers,
there were also about 10 major powers, including the United States and Japan,
then rising stars the way China and India are now. And it was a non-state actor
(a student who managed to kill an archduke) who precipitated the crisis that
brought that whole society of states to its ruin.
The alternative devised as an alleged improvement, the League of Nations,
lasted barely 20 years, from 1919 to 1939 (the Twenty Years Crisis, as E.H. Carr
called it1), and ended in the worst hegemonial war in history. So, in comparison,
the Concert of Powers clearly showed greater durability, and thus looks more
hopeful as a possible model for solving future problems of crisis management
and the preservation of peace, in what is again a multipolar world: one in
which crisis may all too frequently be engendered, in the near future, by the
consequences of climate change, if those changes prove as disastrous as has
been forecast.
Both the League of Nations and (later) the United Nations did incorporate
in their respective structures some element of the concept of a concert of powers;
the UN Security Council is its present form. But it never worked to much effect in
the 20th century because the necessary degree of diplomatic consensus between
the powers was seldom present; and Security Council membership is now, of
course, hopelessly anachronistic, still representing the power-balance of 1945.

The

reason why I believe that current diplomatic mechanisms, despite their
obvious limitations, may perhaps work better in the foreseeable years of the
21st century is that there now exist very powerful threats that affect the vital
interests of all six of the great powers, though to differing degrees. What is even
more important is that all of those threats come from outside the magic circle of
the great powers themselves. That is a very unusual state of affairs. Usually the
only threats great powers have to worry about come from another great power,
or an alliance of them. In time, the membership of the Security Council ought
to be amended, but even that is not a major priority. The great powers can and
do always get together in less formal ways when they want to. In the global
economic crisis of late 2008, the informal diplomatic and economic groupings
of the G7, G8 and the G20 showed clearly their greater flexibility than the
formal legal groupings of the UN.
The main threats the G20 powers all face are familiar: first, economic
disaster; second, climate change; third, the jihadists; and fourth, the possible
proliferation of nuclear weapons to smaller powers and even non-state actors.
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There is no better diplomatic glue than a threat in common. Four such threats—
all long-lasting and difficult to cope with—seem to me likely to provide a fairly
solid basis for diplomatic consensus, enough of a basis so as to make a concert
of powers possible. And such a development is compatible with the survival of
the UN in more or less its present form. What are vital are the realities of the
ongoing re-distribution of power, and the degree to which frictions and rivalries
(which will remain inevitable) can be prevented from damaging the necessary
degree of consensus between the governments involved.
The society of states has never been a democracy. Usually it has been an
oligarchy—the rule of a few: sometimes only two (as in the Cold War period),
but very rarely only one (as in the “unipolar moment”). A major point of
difference between the old systems of states with which we are historically
familiar—the brilliant little society of Greek city-states, and the equally brilliant
society of states of Renaissance Italy—is that, by comparison, the members of
the emerging society of states are so numerous and enormous, as well as being,
as a group, culturally and normatively diverse. All the decision-makers of the
19th century system were not only European and Christian, but drawn from
the top stratum of their respective societies—from the Czar on down to Lord
Castlereagh and Lord Salisbury. So their norms were rather similar, though
by no means identical. Britain and France were relatively liberal; the others
relatively autocratic.
The greatly increased diversity factor in the emerging system seems to
me to supply the answer to the fundamental question of how much order the
society of states can hope for. The system would rest only on the fragile stuff
of diplomatic consensus, nothing more solid. It would not imply any direct
central authority, able to enforce its edicts. But I am afraid that is the only
system which can emerge in such a diverse a society of states; so it needs to be
effective enough to cope with the basic tasks of crisis management. The only
part of the world in which the sacrifice of sovereignty needed for any stronger
system would be contemplated is the European Union. Elsewhere, sovereignty
is mostly so recently restored that it is fiercely cherished. So, ours will remain a
disorderly world. The most attainable ambition would be to restrain the level
of disorder below that which might precipitate disaster to the world as a whole.
But why, it may be asked, should we expect even the minimal level of
diplomatic consensus to be maintained consistently enough to permit joint
crisis management, when there are prospectively so many frictions between the
United States and both Russia and China (along with other adversary pairs,
such as India and Pakistan)?
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The evidence for sustaining that hope lies in the fact that, in a period
of even sharper frictions between the United States and the Soviet Union, the
necessary level of consensus did develop. That period was the Cold War, 1946–
89 and, though it lasted 43 years, there were no major direct hostilities and very
few Americans died at Soviet hands or Russians at US hands. The whole of that
43-year history is a testimony to the way in which a set of conventions of crisis
management, plus prudent and creative diplomacy, averted disaster in what
had initially been a very unpromising context of profound distrust between
the nuclear powers. If it could be done then, when the two dominant powers
seemed to have no interests in common save the avoidance of war between
themselves, it surely should be possible now, when the 20 or so major powers
have not only that interest in common but the others mentioned earlier.
One of the chief advantages of a system of international governance built
on balance of power or concert of powers principles (which are two sides of
the same coin) is that it contains within itself what can be and should be a wellunderstood built-in strategy should one of the great powers begin behaving
unacceptably. That strategy is the anti-hegemonial alliance. To illustrate its use
in the favourite scenario of the “China hawks” in Washington, let us suppose
that China has grown so strong towards the middle of this century (strategically
as well as economically) that its governing regime is contemplating a bid for
hegemony in Central or East Asia. Any signal of such an ambition should, and
in my opinion would, be the trigger for the formation of an anti-hegemonial
alliance between the United States, Japan, India, Russia and Vietnam, since
all five nations would have their interests prejudiced by any Chinese move in
that direction. Most of the smaller powers in the Pacific would probably go
along with that coalition. What is more, that prospective diplomatic reaction
could be clearly signalled to the ruling group in Beijing and should act as a
very serious discouragement to any top decision-maker contemplating such a
move. So the ambition would (with luck) be suppressed at birth, and peace
would be maintained. Admittedly, that strategy has not always been applied
early enough, but it did work, more or less, in the 19th century to prevent
hegemonial war for 99 years.

For

the potential remaining seven years of the Obama administration,
most of the diplomatic and strategic crises will almost certainly originate
in the turbulent arc that stretches from the borders of Turkey to the tribal
societies of the Afghanistan-Pakistan frontier. Obama’s recognition of the
importance of that fact was quite audible in Washington even before his

46 Seven years to get it right

Cairo speech of June 2009.
The speech was called “A New Beginning”, and the stress should always
be on beginning. To translate its enormously ambitious hopes into actual
achievements on the ground—especially the long-contested ground of the old
Palestine Mandate—will have to be the central focus of his diplomacy and his
strategic decisions for at least the first two years of this term. It will take a lot
of work, and some of the necessary decisions may generate domestic enemies.
That will affect the elections of 2010 and 2012. So the speech was notable as
much for its political courage as for its eloquence. No previous president, not
even Kennedy, would have ventured openly to acknowledge, to a world-wide
Islamic audience, the role of the Central Intelligence Agency in engineering the
1953 coup against a highly symbolic Iranian nationalist leader, Dr Mohammad
Mossadegh, especially as the chief engineer of that coup, Kermit Roosevelt, was
the scion of a famous US political dynasty.
But to move on from the symbolism of that journey to the practical
possibility of achieving at least some reduction in the level of bloodshed and
tension in the arc of crisis as a whole, a new hope may be found in its diplomatic
and strategic context. For the first time, the Israelis, the Arabs, the US and most
members of the G20 have a problem in common: Iran.
The Israelis see Iran as the primary threat to their entire community. The
Arabs dislike the prospect that the non-Arab tribes of Iran, mostly Persians,
might become the hegemonial power of the Gulf. The Sunnis among them (85
per cent) do not like the thought that the Shia governments in Iran and Iraq are
now entrenched close to the heart of the Muslim world. The nations that depend
heavily on Gulf oil (including most of the G20, notably China, Japan and India)
are uneasily conscious that together they could send prices sky high again,
damaging the recovery from recession. The nuclear great powers, including
Russia, do not want another small power to join their exclusive club, especially
as it might provoke a nuclear arms race among the other small powers of the
area. The other small nuclear power, North Korea, is not in the same league:
China’s own national interest ensures that it will exert control in a real crisis.
The clearest indication of the change in context in which the problem of
reconciling the security of Israel with the right of the Palestinians to a viable
sovereignty of their own must be considered is the emergence of the “57-state
solution” alongside the two-state solution. The 57 states are of course the
Muslim societies as a whole, including the 22 Arab societies. It is symbolic that
such a notion has been put forward by King Abdullah of Jordan. A previous
King Abdullah of Jordan, the present monarch’s grandfather, was in power in
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1948, in the small state then called Transjordan. If he had chosen to re-name
his kingdom not Jordan but Palestine, the title of the original mandate, there
would have been a sovereign state called Palestine ever since 1948, and a great
deal of the history of the area since might have been different. Words, including
names, can be deeds in diplomacy.
But to return to the role of the G20 as a diplomatic instrument that might
help forward Obama’s ambitions for the arc of crisis as a whole, the group
already includes three Islamic governments friendly to his hopes (Indonesia,
Turkey and Saudi Arabia) and might with advantage recruit three Arab states
(Egypt, Jordan and Syria) which could play vital parts in the deal. An offer of
membership, or at least associate status, might be a judicious gesture, and some
old-fashioned ideas such as demilitarisation have already been mentioned. They
would need to be accompanied by multilateral guarantees. Those negotiations
must be a matter for the able diplomats Obama has deployed to the region.
The most important of Obama’s assets in securing a deal may nevertheless
be those of his own personal history and temperament. Before his advent, no
one would seriously have envisaged a United States president whose middle
name is Hussein, whose father and stepfather were both Muslims, and who
has, in a Third World village in Kenya, a clan of half-brothers and sisters and
cousins who also are Muslims.
There must still be a question as to whether there is enough decisionmaking steel within the velvet glove of Obama’s eloquence. Only time
will tell, but at the moment, on evidence of his dealings with the regime in
Pakistan, and with Prime Minister Netanyahu on the two-states issue, the
answer seems to be probably.

If

a new international great-power consensus, along the lines implied in this
essay, should emerge in the next decade or so, it will not be announced with
a fanfare, as the Covenant of the League, and the Charter of the UN were.
Nor should it be. It will creep in quietly from backstage during the dramas
of world politics. That is a necessity of diplomatic tact, because the original
Concert of Powers was by no means an international blessing to all the societies
within its context. The European great powers benefited, while the outsiders
undoubtedly got a very raw deal. China and India were recognised as empires,
but that did not protect them from predation. Many other societies were not
even recognised as having sovereignty over their territories. Fortunately, the
contemporary distribution of power and the current norms of the society of
states make a repetition of that colonialist aspect of the 19th century impossible
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or at least very improbable. Moreover, the process of globalisation has made
the benefits which were once believed to go with imperial possessions available
at much lower cost. So the incentive for political control, as against economic
influence, in vulnerable small sovereignties has almost vanished among the
more powerful governments. Even the tiny sovereignties of the Pacific seem
secure in their identities.
There is a certain sense of going forward to the past about some
aspects of the emerging patch of history, which will worry many people.
The economies of China and India were probably the largest in the world
as late as 1840. According to Goldman Sachs’ BRICs projections, they may
be so again as soon as 2040. We have moved into what Indian scholars
have long been calling “the end of the Vasco da Gama era”. They equate
the voyages of that great navigator, along with those of Ferdinand Magellan
and Christopher Columbus, with the beginning of the ascendancy of the
West. That era lasted 500 years (from the late 15th century to the late 20th
century), so its passing is of great import. It implies the beginning of the deWesternisation of the norms of the society of states. No one can yet know
how far that process will go, or how soon it will be effective, but it is certain
that the three great non-Western civilisations—China, India, and the Islamic
world—will each demand its place at the top table in due course.
This essay began by asking how much impact Obama can make on the
turbulent, multipolar, crisis-ridden, nuclear-armed world in which he must act
during the (potential) next seven years—a much shorter span than is allowed
to top decision-makers in other political systems. Despite that constitutional
brevity of tenure, he has seemed so exactly suited to the necessities of this
particular patch of history as to bring to mind that adage, “cometh the hour,
cometh the man”, as with Franklin D. Roosevelt in 1932 or Winston Churchill
in 1941. Beyond the immediate problems of the global economic crisis, and
within the much longer prospect of the environmental crisis, there is the primary
task of maintaining consensus between the contemporary movers and shakers
of the world, conveniently assembled at the moment as the G20 plus. As to his
vital role in that group, he has already said, in his inaugural address, splendidly
relevant words: “Power alone cannot protect us, nor does it entitle us to do as
we please…our power grows through its prudent use.” If Obama’s successors
continue to bear those words in mind, US power will remain not only popular
but legitimate.
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PART TWO

Threats and
Opportunities

Michael Amendolia

Asia, America and
Australia
The art of keeping (each other at) a safe distance
By Michael Wesley

For more than

a century, Pacific Asia has
profoundly shaped the Australian-American relationship.
By the mid-19th century, elites in both countries were
defining themselves as Pacific nations, and the lands and
societies of Pacific Asia provided important ingredients of
the geopolitical identity of each. Asia was seen as a new
frontier for these young and vigorous settler societies,
which as the century wore on identified themselves and
each other as representatives of the “Anglo-Saxon race”
that had taken possession of the most productive temperate
territories outside of Europe. To re-order and engage with
Pacific Asia was seen as a civilisational destiny.
The most important principle in the re-ordering of Pacific
Asia was to try to force the other colonial powers to comply
with an “open door” principle of access to Asia’s markets.
While this principle is now broadly accepted as a central tenet
of US foreign policy, what is less commonly acknowledged
is the extent to which it was a powerful norm at the heart
of the foreign policy of the British Empire at its height. The
United States’ own foray into colonialism was driven by
civilisational and strategic impulses. The Philippines was seen
as an important strategic base to allow the US to prosecute
its commercial interests in Pacific Asia. The one-sided result
of the Spanish-American War stimulated paroxysms of
delight and Anglo-Saxon solidarity in Britain and the white
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Dominions. It marked the beginnings of a strong movement within the British
Empire and the US for the development of an English-speaking alliance that
would maintain global peace and free commerce; a sentiment that was carried
by many of those who would later drive the formation of close alliances among
the Anglophone states.
If Asia was seen as an opportunity by Americans and Australians, it was
also feared. The paradox at the heart of Anglo-Saxonism was that even though
the English-speaking peoples were believed to be freedom-loving, just, reliable,
tenacious, strong willed and enterprising, there was the prospect that they
would be overwhelmed by the more fecund, avaricious, conniving societies of
Asia. Not only did this require that “racially pure” Anglo-Saxon societies in
North America, Australasia and southern Africa had to keep themselves free
of Asian immigration, it further mandated solidarity among the Anglophone
powers. Writers such as A.T. Mahan and J.R. Seeley argued explicitly that the
freedom-loving and independent-minded Anglo-Saxons risked being divided
and overwhelmed by lower races, and that they needed to forge strong alliances
of common purpose to protect the Anglophone world order—an appeal for
“civilisational” solidarity in the face of the rising Asian challenge that was
echoed in recent years by the late Samuel Huntington. It was partly a response
to the rise of Japanese power that prompted Theodore Roosevelt—himself an
avid believer in Anglo-Saxonism—to dispatch the Great White Fleet on a tour
of the Pacific in 1908. Its rapturous reception in Sydney was underpinned by
a sense of pride felt by Australians in the extraordinary rise of this branch of
their “race” and also a sense of relief that in the face of the Japanese menace,
Australia could find protection in the bonds of racial solidarity. As The Sydney
Mail editorial put it:
We welcome the American officers…if it ever has to come to seeking
the protection of another power our people could probably turn
instinctively to Uncle Sam.
While these conceptions of race and civilisation have receded from elite
discourse since the end of World War II, these impulses—the sense of geopolitical
destiny as Pacific nations, the desire to re-order and engage with Asia, the
complex interplay of enterprise and fear—have continued to bind Australia
and the United States together and shape the heart of their relationship. Both
societies believed that newly independent Asian states faced the prospect of
falling to an advancing communist tide; and that in order to be inoculated
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against the red virus they had to be helped to modernise through both political
and economic developmental blueprints copied from the West. Australia
reluctantly agreed to Washington’s peace terms with Japan on condition that it
gained a black letter alliance with the US, even though the black letters turned
out to be considerably less binding on the US than the North Atlantic Treaty
Organisation treaty. Importantly, it was at Washington’s insistence that Britain
was excluded from the Australia, New Zealand, United States pact.
But the thickening of the Australian-American relationship was
also nourished as part of the broader alliance between the white British
Commonwealth and the United States that had been forged during World War
II and consolidated in the early years of the Cold War. Arguably the most
important sinew in this relationship was their intimate intelligence collection
and sharing, pioneered in the midst of war and formalised in the 1947 UKUSA agreement. Thereafter, information flows reinforced shared geopolitical
conceptions, particularly in relation to the Pacific region, which had been
defined by the ANZUS treaty as the two states’ area of shared strategic concern.
The former secretary of state Dean Acheson cabled President Truman after the
first ANZUS meeting in Hawaii:
It seemed to me that [Australia and New Zealand] suffered
from a paucity of knowledge of what was going on and a
faulty appreciation of current situations. So [we] decided that
instead of starving the Australians and the New Zealanders
we would give them indigestion. For two days we went over
every situation in the world, political and military, with the
utmost frankness and fullness.
As the Cold War receded in Asia, new commercial imperatives began to
tie the United States and Australia to the economies of the western Pacific. Both
countries became a crucial part of Pacific Rim trade that saw the Asian tiger
economies register the fastest rates of economic development in human history.
Australia became a key supplier of commodities, while the US presented an
open market and buoyant demand for goods produced by Asia. Both the US
and Australia gradually began to accept that the stability and economic vitality
of the western Pacific was not only necessary for their own economic health, but
increasingly important for the global economy. How this region is defined has
become the central thread of all other Australian and US policy considerations
towards Asia, and arguably a major consideration in shaping the evolution
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of the Australian-American relationship. There have emerged two competing
visions of regionalism, which I have termed Asianism and Pacificism, whose
dialectical relationship has shaped the Australian-American relationship in
complex ways.

Pacificism arises from, and promotes a vision of, a region that is predominantly
maritime and defined by free trade and economic dynamism. Conceptions of
maritime trade as the essence of self-definition have deep historical roots in the
Pacific Rim. Japan, southern China, Southeast Asia and southern India carried
on a vigorous maritime trade for long before the arrival of Europeans, a history
that has left lasting cultural legacies. The settler colonies of the Pacific Rim—
the United States, Canada, Australia and New Zealand—were all founded as
being part of a British Empire that was Protestant, commercial, maritime and
free. These legacies have contributed to modern policy stances: export-oriented
development among the Pacific Asian states and a passion for free trade among
the western states of the Pacific Rim.
Pacificism contains a strategic component. Geopolitical stability and
freedom of navigation are essential for maritime commerce. The strategic
essence of Pacificism is the San Francisco system of bilateral alliances between
the United States and Japan, Korea, Taiwan, Thailand, the Philippines and
Australia. None of these alliances involves the same depth of commitment to the
defence of regional countries as the NATO alliance does in Europe. According
to John Ikenberry, the multilateral form of NATO allows smaller states to “lock
in” a US presence and restrain the use of its power, while enabling the US to
“lock in” the policy commitments of smaller states. If the image of Gulliver
among the Lilliputians best describes the United States in Europe, its presence
in the Pacific is best described using the image of Thomas Hobbes’ Leviathan.
In the Pacific, Washington has not allowed itself to be tied down; like the
Leviathan, it exists apart from and above its charges, allowing knowledge of its
preponderant power and the expectation of its decisive involvement in disputes
to maintain the peace among potentially quarrelsome states.
The policy agenda of Pacificism is driven by a belief that the Pacific’s
eastern and western shores will never be as dynamic and wealthy if they are
divided from each other. The fear of the Pacificists is that the vital trading links
crossing the Pacific will be broken by irrational impulses: US isolationism; antiAmericanism in East Asia; trade tensions driven by domestic rent-seekers; or
geocultural loyalties leading to the creation of exclusive trade blocs on each
side of the Pacific. A major fear is that the societies of the western Pacific will
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turn towards a terrestrial form of regionalism and thereby exclude other Pacific
players from the region. It was just such a fear that led Britain, which at the
time considered itself a Pacific power, to conclude a contentious alliance with
Japan in 1902, and to concede naval parity with the United States in 1921-22.
Concern about the Pacific fracturing into rival trade blocs under the pressure of
mounting US-Japan trade tensions, was also at the heart of the push to establish
the Asia-Pacific Economic Cooperation. More recently, one of APEC’s greatest
supporters, Fred Bergsten, has argued that US inattention and festering antiAmerican resentment among the countries of the western Pacific are driving the
development of an East Asian regionalism, that will perhaps lead to a “bipolar
confrontation” between an East Asian Economic Community and the nascent
Free Trade Area of the Americas.
The strongest supporters of Pacificism reside in the free trade constituencies
in the United States and Australia. In the US traditionally, the Republican Party
has been the bastion of Pacificism and the champion of naval interests, with the
Democratic Party more Atlanticist in orientation. In Australia, the strongest
Pacificists generally reside in the right of the Labor Party, the National Party
and among free-trade advocates in the Liberal Party. So strong are the freetrade preferences of Pacificists that they ultimately defined APEC’s distinctive
(and ultimately unviable) approaches to regionalism around open regionalism
and concerted unilateral liberalisation. The belief that the American-Australian
alliance is a crucial element in Australia’s security, and that US presence in the
Pacific is vital for regional stability, has created a strong Pacificist community
within Australian elites. Similar considerations are the reasons for powerful
Pacificist constituencies in Japan, Korea, Taiwan, the Philippines and Singapore.
These countries have been among the most ardent promoters and defenders of
APEC.
Pacificism has lost some of its lustre in recent years. APEC’s failure to
deliver on its grand trade-liberalisation promises left it looking for other reasons
for being. The organisation’s non-response to the Asian financial crisis further
damaged its reputation. But as a doctrine Pacificism has survived APEC’s
failures. In recent years Pacificists have resorted to preferential trade agreements
that have been constructed around the Pacific’s trade flows. Both Australia and
the US have embarked on a determined campaign to link themselves to their
vital Asian trading partners through PTAs.

Asianism draws variously on post-colonial grievances and Asian success to
assert that Asian countries do not need Western models or advice about how to
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develop or organise their own politics. Its vision of history is that before European
colonisation, Asia was the centre of global gravity in wealth, learning, culture,
technology and religion, and that now that the era of Western dominance is
passing, Asia will return to its former global status. The imperial era showed
the West’s avarice to its fullest extent, and its willingness to impoverish Asian
societies in the cause of its own enrichment. The animating goal of Asianism
is the common interest of Asian states in developing their own wealth and
resilience, free of external intervention or extraneous priorities. Asia’s wealth
and dynamism will always attract external interests; Asian countries should
ensure that their interests are not subordinated to those of external players.
Asianism organises around convictions that a lack of solidarity among Asian
states allows outside powers to play a dominant role in the region; that as long
as Asian countries’ ties to external states are stronger than their ties with each
other their destiny will be heavily influenced by interests from beyond the region.
Asianists’ dissatisfaction with the regional order extends to a disgruntlement
with Asia’s lack of voice at the global level. Only through coming together in
genuine solidarity can Asia play a role in global politics commensurate with its
size and weight.
Asianists are critical of links and agreements that they see as diverting the
attention and energies of Asian states away from their collective interests with
each other. Their goal is to supplant these external ties with stronger forms of
intra-Asian solidarity. But if they allow intramural rivalries and weak forms of
intra-Asian co-operation to continue, external interests will go on playing an
important role in shaping the region’s future. The dilemma facing Asianists is
what to do about Asian states that are highly committed to links with outside
powers: on the one hand it is precisely these states and their commitments that
impede the growth of Asian solidarity; on the other, to be too overtly critical of
them or prescriptive would be to further erode the solidarity that Asianists so
crave. The Association of Southeast Asian Nations, the first intergovernmental
institution built around modern ideas of Asianism, built just such a compromise
into the core of its compact. Although fundamentally committed to ending all
outside involvement in Southeast Asia, the ASEAN states opted to tolerate
some of their members’ maintenance of alliances with the United States, Britain,
Australia and New Zealand. The ASEAN formula enshrined evolution as the
Asianists’ principle of achievement: even if forms of intramural solidarity were
imperfect, they would inculcate patterns of collaboration among Asian states
which would eventually trump their ties to outside states.
The core policy agenda of Asianism is the maintenance and defence of the
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developmental state. The developmental state is one that prioritises economic
development and accords the state a central role in promoting development.
Development, in turn, relies heavily on social peace and stability, a consideration
that has led many developmental states to curtail democratic processes and rights
and focus on efficient, technocratic governance. Many Asianist intellectuals and
leaders argue that it is a common commitment to Asia’s distinctive and highly
successful developmental model, and a willingness to eschew formal democratic
processes in the interests of social stability, that supplies the common values that
define East Asia as a region. From the common developmental preoccupations
of Asian states arises a solidarity around “developmental regionalism”.
Developmental regionalism places regional stability and economic development
at the heart of the Asianist project. The incentive for regional solidarity lies in the
common interest of member states in contributing to the rapid and sustainable
economic development of all, variously through promoting regional investment
and economic complementarities, sharing successful development models or
improving the bloc’s position in the global economy. Its central metaphor is the
“flying geese” pattern of East Asian development, in which successively larger
numbers of East Asian states adopt and adapt the developmental state model
and follow its earliest founders along a rapid development path. This way of
thinking is implicitly present in rejecting and critiquing Western advice on how
to shape effective economic institutions.
These are themes that resonate powerfully among many in Asian countries,
and the incentive to draw on them has been constant in regional politics.
“Asia for the Asians” was a powerful rallying cry in many de-colonisation
movements, and public intellectuals such as Rabindranath Tagore and Sun Yatsen established early transboundary ties of solidarity and mutual support. It
was a movement that gained great support in Japan, which used the pretext
of pushing the colonial powers out of Asia to justify its forceful construction
of the Greater East Asian Co-Prosperity Sphere. Even though discredited by
the Pacific War, the Asianists in Japan did not give up on their regionalist
vision. Having observed the founding of the Inter-American Development Bank
and the African Development Bank, Japanese officials began advocating the
creation of an Asian Development Bank to promote economic development in
Asia. Japan became the largest contributor to the ADB, established in 1966 in
Manila, and has supplied every president of the ADB and fostered an intimate
relationship between the ADB and the Japanese Ministry of Finance. The belief
that intramural rivalry perpetuated Southeast Asia’s weakness and encouraged
outside powers to intervene was the central rationale for the founding of ASEAN
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in 1967. The ASEAN charter enshrined a common interest in promoting
“regional resilience” as a vital ingredient in each member’s national resilience.
By the early 1990s, Asianists within ASEAN had begun to look to Northeast
Asia’s economic miracle to turbo-charge their vision.
More recently, China has taken up the Asianist cause. In the lead-up to
the 2005 ASEAN summit, Beijing campaigned for a more restrictive vision
of western Pacific solidarity with ASEAN+3, in opposition to Japan’s more
expansive East Asia Summit vision, which includes India, Australia and New
Zealand. China’s arguments were based on the contention that East Asian
countries face distinctive but common challenges in the current international
order, and will only be able to respond adequately if they are able to caucus among
themselves, and leave behind outside commitments and considerations. The
People’s Daily criticised Japan for “trying to drag countries outside this region
such as Australia and India into the community to serve as a counterbalance to
China”. On arriving in Kuala Lumpur for the summit, Chinese Premier Wen
Jiabao asserted, “The East Asian Summit should respect the desires of East
Asian countries and should be led only by East Asian countries.” The presence
of India, Australia and New Zealand at the Kuala Lumpur summit meant the
ASEAN states ultimately endorsed Tokyo’s more expansive view, a result China
has apparently now accepted. But China’s growing centrality in the regional
economy, and its unassuaged concerns about the number of US allies around
its borders, means that Beijing is unlikely to have discarded Asianism as a
diplomatic tool.

Pacificism and Asianism are linked in a mutually antagonistic relationship.
Each embodies a denial of the other; indeed each sees the other as its main
reason for being. It is adherence to each of these doctrines that has underpinned
many of the diplomatic stand-offs in the region in recent decades, and has
ultimately shaped many of the region’s diplomatic outcomes and institutions.
Often Pacificism and Asianism are advocated by different elites within the
same country; for example, in Korea most of those who oppose their country’s
alliance with the United States are strongly committed to Asian solidarity in
the place of the US alliance. At times, the same people advocate Pacificism and
Asianism for different political or strategic purposes. A good example is former
prime minister Mahathir bin Mohamad of Malaysia. Dr Mahathir proposed
the East Asia Economic Group, was one of the staunchest propagandists for
the existence of Asian values, and stood firm on rejecting Western economic
prescriptions during the Asian financial crisis. At the same time, Malaysia
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took no action during his premiership to withdraw from Pacificist institutions
and trade flows, and indeed fostered closer military co-operation with the US,
Australia, New Zealand and the United Kingdom than with any Asian state.
Yet another iteration of the dialectic between Pacificism and Asianism is
that sometimes the same country discards one and adopts the other for strategic
purposes. The best example here is Japan. Between the early 1960s and the late
1990s, Japan peddled a subtle form of Asianism in the form of developmental
regionalism. Tokyo’s advocacy of the state-led development model, strategic
flows of aid and offshore investment, and its founding and leadership of the
ADB were part of a strategy for asserting regional leadership without provoking
alarm in others that it was trying to re-establish the Greater East Asian CoProsperity Sphere, or US suspicions that it was trying to rescind the alliance
or push the US out of Asia. But challenged by China for regional leadership,
Japan has become avowedly Pacificist, strengthening its alliance with the US,
proposing to turn APEC into a mechanism of regulatory regionalism and
championing an expansive model of East Asian regionalism to include South
Asia and Australasia.
For Australia and the United States, the Pacificism-Asianism dialectic is
not some doctrinal ephemera; both Canberra and Washington perceive real
policy interests at stake in each round of diplomatic struggle between their
proponents. Both countries interpret Asianism in self-interested terms, as a
doctrine that seeks to exclude Australia and the US from the Asian region. For
most of the past half-century, both states have reacted with suspicion and alarm
to anything they thought was driven by Asianism. Early conferences promoting
Afro-Asian solidarity against colonialism and domination by the great powers,
such as at Bandung in 1955, were viewed with extreme suspicion in Canberra
and Washington, particularly as they developed into a Non-Aligned Movement
that was highly critical of Western actions in the Cold War. The US and, to
a lesser extent, Australia reacted warily to the precursors of ASEAN and to
the first Japanese proposals for the formation of an ADB. It was only when
the Johnson administration in Washington accepted that regional solidarity
among the region’s non-communist states and the promotion of economic
development were useful adjuncts to the containment of communism in the
region that the US acquiesced to the creation of ASEAN and the ADB. In the late
1980s, the Bush administration reacted in much the same way to the original
Australian proposal for APEC, which was initially proposed only to consist of
the countries of the western Pacific. In an interview with me in 1996, Gareth
Evans, the Australian foreign minister at the time, recalled in a later interview
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that the proposal initially aired by prime minister Bob Hawke excluded the US
partly out of frustration with its trade diplomacy, and partly because he wanted
to build western Pacific co-operation before adding trans-Pacific links. Evans
recalled secretary of state James Baker’s anger at the exclusion of the US in
their first meeting after Hawke’s initial APEC proposal. Soon after, the APEC
proposal was modified to include the US, Canada and Mexico.
In the early 1990s, the Bush administration and the Keating government
both reacted with alarm to the proposal for an East Asian Economic Group
floated by Malaysian prime minister Mahathir. A period of intense diplomatic
lobbying followed, in which US pressure was brought to bear particularly on
Japan, to reject the Malaysian proposal. Eventually, the states of East Asia
agreed to form a much watered-down East Asian Economic Caucus as a
contact group within APEC. Canberra’s anguished response to the creation of
the Asia-Europe Meetings process, which included all of the Asian members of
Mahathir’s proposed grouping but pointedly excluded Australia, showed how
much Australia feared being locked out of the region by Asianist agendas. Then
in the aftermath of the Asian financial crisis, Australia and the United States
joined together to oppose a Japanese proposal for the creation of an Asian
Monetary Fund, ostensibly because it was thought it would undermine the IMF,
but ultimately because it threatened the creation of a Tokyo-led economic bloc.
The duel between Pacificism and Asianism will continue to profoundly
shape Australian and US foreign policy, as well as the bilateral relationship
between the two countries. Neither doctrine will triumph because neither
is intellectually complete. Pacificism attempts to create a region out of the
littoral of the world’s largest ocean; Asianism’s implicit concepts of hierarchies
of leadership and imitators will only heighten Sino-Japanese rivalry, thereby
preventing any meaningful regional unity. But each doctrine will live on because
each is strategically useful to its protagonists at any given point in time. The
inability of either to become dominant goes a long way towards explaining the
chronic weakness of Asia-Pacific institutions.
The Pacificism-Asianism dialectic has introduced a rigidity into Australian
and US foreign policies on Asia to an extent that may prove counterproductive
in the years ahead. As China rises, and exerts increasingly diplomatic leverage
over regional states, their common commitment to promoting Pacificism will
serve as a thickening glue for the Australian-American relationship.

62 Asia, America and Australia

Jean Chung

Handle with care

The West has so much to gain by embracing this powerful ally
By John Ikenberry

The rise of China will be one of the great dramas

of the 21st century. According to some observers we are
witnessing the end of the American era and the gradual
transition from a Western-oriented world order to one
increasingly dominated by Asia. The historian Niall Ferguson
argues that the bloody 20th century is in fact a story of “the
descent of the West”; a “reorientation of the world” in which
the Atlantic powers ceded their mastery of the world to the
East. Asia is indeed booming. The extraordinary growth of
the Chinese economy—and its active diplomacy—is already
transforming East Asia. Future decades will almost certainly
see further increases in Chinese power and further expansion
of its influence on the world stage. But what sort of transition
will it be? Will China seek to oppose and overturn the existing
order or will it integrate with it? And what should be the
Obama administration’s policy towards China in the context
of these grand transitions?
There are three ways of looking at the rise of China and
the policy challenges facing the United States. First, the rise
of China does create dangers for international conflict but
these dangers are not inevitable or predetermined. Scholars
have described these dynamics of conflict generated by shifts
in the global balance of power as “power transitions” and
the “problem of peaceful change”. The rise of Germany in
the late 19th century, challenging British hegemony, is the
classic case of how power transitions can lead to war. In
seeking a strategic response to the rise of China, the Obama
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administration needs to place the current moment in the context of these grand
problems of power shifts and global change, understanding the dynamics,
dangers and opportunities.
Second, the rise of China does not need to trigger a world-wrenching
hegemonic power transition. The Sino-American power transition is potentially
manageable if only because the international order that China faces is profoundly
different from the orders that previous rising states have confronted. China
does not just face the United States; it faces a Western order with global reach.
Compared with previous international orders, the current one is much more
open, expansive, integrated and rule-based. At the same time, the nuclear
revolution has made war among great powers less likely. This has eliminated
the major method by which rising powers have overturned old international
orders defended by declining hegemonic states. China also has incentives to use
the rules and institutions of the current Western order to protect its interests.
In short, the international order today is different from orders of the past: it is
harder to overturn and easier to join.
Third, unlike rivals in earlier power transitions, China and the United
States have remarkable common or overlapping interests. These interests are
in areas such as energy, the environment, and the “new security” issues related
to terrorism and failed states. The ongoing global economic downturn has
reaffirmed Chinese-American mutual dependence. In crafting a policy towards
the rise of China, the Obama administration should find ways to seize upon this
alignment of interests to develop a long-term strategic partnership.
Overall, the United States has great assets to draw upon in framing
and pursuing a strategy towards China. The Western order itself—capitalist,
democratic, liberal, and widespread—continues to offer robust, encompassing,
and functionally useful rules and institutions for the global system. It is
leadership of this Western order that gives the US tools and capacities with
which to shape the environment within which China rises and makes strategic
choices. This order is an asset that the US and its partners within the order need
to invest in and utilise as they face an ascendant China. If they do, China will
find itself faced with more incentives for accommodation and integration than
confrontation and opposition.

China is quickly becoming a formidable global power. The size of its economy
has quadrupled since its market reforms in the late 1970s and by some estimates,
it will double again in the next decade. It has become one of largest bases for
industrial manufacturing, and it consumes roughly a third of the world’s iron,
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steel and coal. It has accumulated massive foreign reserves, topping US$1 trillion
at the end of 2006. Chinese military spending has increased at an inflationadjusted rate of more than 18 per cent a year, giving it the capacity to project
force with greater reach, sophistication and fire power. The growth of Chinese
power has also been matched by active diplomacy, and its influence is growing
not just in Asia but also in the Middle East, Africa and Latin America. Indeed,
while the Soviet Union rivalled the United States as a military power, China is
emerging as both a military and economic rival, heralding a potentially more
profound shift in the distribution of global power.
These moments of “power transition” are an old and recurring problem in
international relations—and they are fraught with danger. The logic is simple.
As scholars such as Paul Kennedy and Robert Gilpin have depicted it, world
politics is marked by a succession of powerful, or hegemonic, states that rise
up to organise the international system. They create and enforce the rules
and institutions of order that ensure a stable system in which to pursue their
interests and security. But nothing lasts forever. Steady and long-term shifts
in the distribution of power among states gives rise to new challenger states
which eventually engage in geopolitical struggle over the terms of order. Rising
states want to translate their newly acquired power into greater authority and
control of the global system—to reshape the rules and institutions in accordance
with their interests. Meanwhile, declining states fear the loss of authority and
control, and worry about the security implications of their weakened positions.
The danger of power transitions is captured most dramatically in the case
of late 19th-century Germany. Germany’s ascent began with its unification
under Bismarck in 1870 and the rapid growth of its economy. By the 1880s
and 1890s it was acquiring overseas territories and building a modern navy. In
1870, Britain had a three-to-one advantage in economic power over Germany
but by 1903 Germany had pulled ahead of Britain in overall economic and
military power. The rise of German power triggered the classic dynamics of a
power transition: as Germany unified and grew, so too did its dissatisfactions,
demands and ambitions; and as it grew more powerful, security competition
emerged and Germany increasingly appeared as a threat to other great powers
in Europe. In the strategic realignments that followed, Britain, France and
Russia banded together to confront an emerging and ambitious Germany. The
result, of course, was a European war.
But not all power transitions generate war or overturn the old order. Britain
ceded power to the United States in the early decades of the 20th century without
great conflict or a rupture in relations. Japan’s economy grew from 5 per cent of
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the US gross national product in the late 1940s to more than 60 per cent in the
early 1990s without challenging the existing international order. Clearly there
are different types of power ascents and transitions. Some states have grown
rapidly in economic and political power and, in the end, adapted themselves
to the existing order, such as postwar Japan. Many factors surely influence the
pathways of power transitions, but perhaps the most decisive is the character of
the international order that the rising state faces, the characteristics that shape
the incentives and choices a rising state has to challenge or accommodate.

In this regard, the postwar Western order is unique in comparative historical
perspective. It is more open and rule-based and deeply institutionalised than
past international orders. All international orders dominated by a powerful
state have been based on a mix of coercion and consent. But the American-led
postwar order has been distinctive in that it has been marked more by liberal
than imperial characteristics. This has made it more accessible, legitimate
and durable. Its rules and institutions are rooted in and reinforced by the
evolving global forces of democracy and capitalism. It is expansive. It has a
wide and widening array of participants and stake-holders. In all these ways,
in comparison with past international orders, it is easier to join and harder to
overturn.
In particular, three features of the Western order seem distinctive—features
that have contributed to its success and longevity. First, more so than with
imperial systems of the past, the Western order is built around rules and norms
of non-discrimination and market openness—creating conditions for rising
states to participate within the order and advance their expanding economic
and political goals within it. Across history, international orders have varied
widely in terms of whether the material benefits that are generated accrue
disproportionately to the leading state or the material benefits of participation
within the order are more widely shared. In the Western system, the barriers to
economic entry are low and the potential benefits are high. China has already
discovered the large economic returns that are possible through operating
within this open market system.
A second feature of the Western order is the coalition-based character of
its leadership. This is an order in which a group of advanced liberal democratic
states work together and assert collective leadership. It is not just an American
order; a wider group of states are bound together and govern the system. These
leading states do not always agree but they are engaged in a continuous process
of give and take over economics, politics, and security. This too is distinctive—
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past orders have tended to be dominated by one state.
A final feature of the Western order is its unusually dense, encompassing,
and agreed rules and institutions. An international order can be rigidly
hierarchical and governed by coercive domination exercised by the leading state
or it can be relatively open and organised around reciprocal, consensual and
rule-based relations. The postwar Western order has been more open and rulebased than any previous order. State sovereignty and the rule of law are not
just norms enshrined in the United Nations charter. They are part of the deep
operating logic of the order.
Together these features of the Western order give it an unusual capacity
to accommodate rising powers. Its sprawling landscape of rules, institutions,
and networks provide newer entrants into the system with opportunities for
status, authority, and a share in the governance of the order. Access points
and mechanisms for political communication and reciprocal influence abound.
China has incentives and opportunities to join in while, at the same time,
the possibilities of actually overturning or subverting this order are small or
nonexistent. This is particularly the case because of one other feature of the
order: the United States, China and other great powers have nuclear weapons.
In the past, old international orders were ultimately overturned through
hegemonic war. In the age of nuclear weapons and great power deterrence, this
mechanism of historical change is taken away. War-driven change is removed as
a historical process. These characteristics of the Western order have implications
for how a rising China makes choices, increasing the incentive to join rather
than to overturn it.

Today,

this Western order is again providing a framework of rules and
institutions that is facilitating growing Chinese and Asian participation
and integration. China’s initial embrace of Western-oriented rules and
institutions has been pursued in part for defensive purposes—protecting its
sovereignty and economic interests while seeking to reassure other states of
its peaceful intentions by involvement in regional and global groupings. But
as the scholar Marc Lanteigne argues: “What separates China from other
states, and indeed previous global powers, is that not only is it ‘growing up’
within a milieu of international institutions far more developed than ever
before, but more importantly, it is doing so while making active use of these
institutions to promote the country’s development of global power status.”
The result is that China is already increasingly working within rather than
outside of this Western order.
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First, China is already a permanent member of the United Nations
Security Council, a legacy of President Franklin D. Roosevelt’s determination
to build the universal body around diversified great power leadership. In this
way, China already has the same authority and advantages of “great power
exceptionalism” as the other permanent members.
Second, the existing rules and institutions of the global trading system
are also valuable to China—and increasingly so. Indeed, Chinese economic
interests would seem to be quite congruent with the existing world economy.
The capitalist system is open and loosely institutionalised, and it is a system that
China has enthusiastically embraced and is currently thriving in. Integration
into this aspect of the Western order is a necessary condition for the trade
and investment that propel Chinese economic growth. In this current age, state
power is ultimately based on sustained economic growth—and no major state
today can modernise without integrating into the globalised capitalist system,
i.e. if you want to be a world power, you will need to join the World Trade
Organisation. In effect, the road to global power runs through the Western
order and its multilateral economic institutions.
It is not just that China needs access to the global capitalist system,
it also should want access to the protection of its rules and institutions.
The WTO provides the Chinese with multilateral trade principles and
dispute settlement mechanisms that should be a huge attraction to Chinese
leaders because they offer tools with which to defend against the threats of
discrimination and protectionism.
Third, several of these institutions also are relatively easy to gain access
to and rise up through their hierarchies. The International Monetary Fund and
World Bank are institutions where governance leadership is based on economic
shares which growing countries can leverage into greater institutional voice.
To be sure, the process of adjustment has been slow. In the case of the IMF,
the United States and Europe still dominate the organisation. The US has gone
from a 30 per cent voting share to 17 per cent—still a controlling number
because 85 per cent approval is needed for action—while Europe still appoints
or has a major say in the appointment of ten of the 24-seat board.
As China sheds its status as a developing country—and therefore as a
client of these institutions—it will increasingly be able to join these institutions
as a patron and stakeholder. Incremental advancement within these institutions
creates opportunities for China. The steps and ladders exist for it to rise up
within the international order.
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The

United States also has opportunities to draw China into various sorts
of efforts at international co-operation. The emerging global problems
stemming from economic development and globalisation are creating common
interests across states. China is as dependent on imported oil as are democratic
Europe, India, Japan and the US, suggesting an alignment of interests against
oil-exporting autocratic states, such as Russia and Iran. These states share a
common interest in price stability and supply security that could revitalise the
International Energy Agency, the consumer association created during the oil
turmoil of the 1970s. The emergence of global warming and climate change as
significant problems also suggest possibilities for alignments and co-operative
ventures cutting across the Chinese-Western divide. Like the US, China is
not only a major contributor to greenhouse gas accumulation but also likely
to be a major victim of climate-induced desertification and coastal flooding.
Its rapid industrialisation and consequent pollution means that China, like
other developed countries, will increasingly need to import technologies and
innovative solutions for environmental management.
The United States and China also have common security interests in
the promotion of stable, rule-governed societies in the developing world.
There is a deep shift in the global system scholars call “growing security
interdependence”. It is harder and harder for countries to achieve security
without the help of others. Globalisation and technological revolutions are
making it increasingly necessary to co-operate with others to achieve security.
Today, where terrorists can gain access to massive violence capabilities and
project them world-wide, security interdependence has taken a new leap
forward. As Robert Cooper puts it: “The world may be globalised but it is
run by states. Spaces with no one in control are a nightmare for those who
live there, a haven for criminals, and a danger to the rest of us.” The US
and China should have a growing common interest in ensuring that states in
troubled parts of the world are stable and well governed.
Finally, the 2008 financial crisis has revealed how deeply the United
States and China are tied together in global trade and finance. Beijing is deeply
dependent on trade with the US and, more generally, on an American-led
open world economy. It has little choice but to work with the US in finding
a way out of the current world economic crisis in a way that prevents largescale protectionism. Likewise, the US depends on Chinese capital to finance its
current account and budget deficits. It increasingly needs China as a partner
in the management of the global system. China and the US may struggle for
leadership and influence in the coming decades but they will also have strong
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joint interests.

Seen

in this light, the rise of China does not need to culminate in a volcanic
struggle between the United States and China over global rules and leadership.
The Western order has characteristics that can bias the coming world power shift
in favour of peaceful change—on terms favourable to the US. But this requires
strengthening the West. Today, the US is preoccupied with terrorism and war
in the Middle East—and rebuilding Western rules and institutions seems to
be of only marginal or even antiquarian relevance. The strategic question for
America is: what sort of order will be in place to greet China as it rises?
If this analysis is correct, the Obama administration should pursue the
following foreign policy agenda. First, the United States needs to reinvest in
the Western order and strengthen its characteristics that encourage engagement,
integration and restraint.
It needs to re-establish itself as the foremost provider and supporter of a
global system of governance. This is the role it has played in the past: stepping
forward to lead in the provision of public goods and rules and institutions
that facilitate collective action. There are double dividends in doing so. By
reclaiming its mantle as champion of an open, rule-based order the United
States actually facilitates problem solving that makes countries better off. At the
same time, when the US is seen to be using its power to strengthen the rules and
institutions of governance, its power is rendered more legitimate; it strengthens
its authority. Countries within the West will be more inclined to work with
rather than resist US power, and this reinforces the centrality and dominance of
the West itself.
The United States should also look for ways to re-establish its support for
a wide range of multilateral institutions. On the economic front, this would
include commitment to maintain and build on the agreements and architecture
of the WTO. This would certainly involve concluding the current Doha round of
trade liberalisation, which seeks to extend market opportunities to developing
countries. The WTO is at a critical stage in its history in two respects. The norms
of non-discrimination and most-favoured nation treatment are at risk in the face
of the proliferation of bilateral and regional trade agreements, and questions
persist whether the WTO can in fact carry out trade liberalisation, particularly
in agriculture, that directly benefits the poorer and developing countries. On
these issues the underlying character of the West—its commitment to universal
rules of openness that spread material gains widely—hang in the balance.
A second general step is to redouble efforts to integrate the full range
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of rising developing countries into the key global institutions. This is a great
challenge that the United States and Europe will struggle over for some time:
finding room at the table for countries such as India, Brazil and South Africa,
in addition to China. Bringing these emerging countries into the governance
framework of the global system is a long-term challenge. Europe will need to
yield some ground. But if accomplished, it will give additional life to the old
postwar order.
A third step is for the United States to lead in the creation of a new regional
security mechanism in East Asia that helps integrate China. China has already
grasped the utility of this strategy in recent years—and it is now actively seeking
to reassure and co-opt its neighbours by offering to embed itself in regional
institutions such at ASEAN+3 and the Asian Summit. This is, of course,
precisely what the US did after World War II, building and operating within
layers of regional and global economic, political, and security institutions—
thereby making itself more predictable and approachable. The challenge for
the US is to encourage China to continue to respond in this same way. But
to do this, there will need to be a more formal regional security organisation
established into which China can integrate. Such an organisation need not have
the features of an alliance system—the countries in the region are not ready for
that. But it needs at its centre a treaty of non-aggression and mechanisms for
periodic consultation.
It is in the United States’ long-term strategic interest to make certain that
the power transition that is coming is not between China and US but between
China and this larger Western order. It is certainly possible for China to overtake
the US in economic size. Indeed, because of its population, China only requires
a level of productivity one-fifth of that of the US to overtake it. If growth rates
continue, China will emerge as the largest and most productive state in the
global system in the mid-21st century. But China does not just confront the US
It faces a much larger democratic-capitalist Western system. This changes what
it means for China to reach parity and so also the strategic dilemmas it faces.
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Trading disagreements
Shifting power leaves the world on the brink of change
By Bill Emmott

In recent decades, every financial crisis that has

had cross-border dimensions or implications has brought
forth widespread calls reform of the international financial
system. Such calls have often featured suggestions that it is
time for a new Bretton Woods, referring to the United Statesled conference in New Hampshire in July 1944 that gave rise
to the post-war monetary system and its institutions. Less
grandiose, but with similar intent have been calls for changes
to the international financial architecture.
The global crisis that first became visible in August
2007 has proved to be no exception to this trend. Indeed,
both France’s President Nicolas Sarkozy and Britain’s Prime
Minister Gordon Brown have been heard to declare that a new
Bretton Woods is imminent, perhaps taking the modern form
of agreements and statements made by the G20 countries,
which first met at head-of-government level in Washington in
November 2008 and then in London in April 2009.
The G20 is a symbol of change, since this wider body,
taking in China, India and Brazil as well as many smaller
middle-income and developing countries, is intended to
gradually supersede the old G7 structure which since the
1970s has convened the richest countries of the world as a
sort of global steering committee. The G7 (now G8, with
Russia) lives on but looks increasingly anachronistic. Even
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so, nothing that truly compares to the 1944 agreement has come even close to
emerging either from the G20 or the old G8.
This talk of Bretton Woods or of new architecture, whatever that really
means, appears to arise more from the desire of political leaders and their speech
writers to sound important. Nevertheless, there are reasons to believe that the
global crisis could prove different from its predecessors in the 1980s and 1990s
and may eventually lead to substantial changes in the international financial
system. The contention of this article is that this will occur not in a “big bang”
as at Bretton Woods nor as the result of a new architectural blueprint but rather
in a gradual yet inexorable process, over five to 10 years.
For a start, while previous crises—including the Third World debt crisis of
the 1980s, the Mexican peso crisis of 1995, and the East Asian financial crisis
of 1997-98—have had some cross-border characteristics and implications,
the current financial collapse and sharp economic contraction have been truly
global, taking in rich countries and poorer ones alike. This is producing a strong
sense that if the problem is shared, so too should be the solution.
Secondly, the financial origins of this collapse can be connected directly
with the freedom of capital to flow internationally, which came about thanks to
the dismantling of exchange controls in the 1980s and ’90s, and with failings in
efforts during the 1990s and the present decade to establish global standards in
banking regulation and supervision. Thirdly, the boom that preceded this bust
was associated with growing macroeconomic imbalances between surplus and
deficit countries of precisely the sort that the Bretton Woods conference of 1944
set out to control. At last, this historical parallel may have some relevance.
Connected with this, and finally, the boom and now the bust have also become
associated with a longer-term shift in the balance of economic power around
the world, as China and other big developing countries increase their weight in
trade, in capital flows and in flows of official funds.
The notion that some sort of power shift might be under way was given
added credence in March 2009 in a speech by the governor of the People’s Bank
of China, that country’s central bank. Zhou Xiaochuan attributed the present
crisis in part to the dominant role being played in world currency trading, and
in particular in national foreign-exchange reserves, by the US dollar. As China
is now the holder of the world’s largest foreign-exchange reserves, totalling
more than US$2 trillion, much of which is held in US-dollar securities, such
statements seized imaginations all round the world. Mr Zhou went so far as to
propose there should be an alternative reserve currency to the dollar, or rather
a reserve asset: a greatly enlarged issuance of Special Drawing Rights by the
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International Monetary Fund, which are in practice not currency but means
by which countries can hold their reserves in a basket of four major currencies
(dollars, pounds, euros and yen).
In order to analyse how the current economic crisis might bring about changes
in the international financial system, it is necessary to have a clear understanding
both of the nature of this crisis and of the international financial system.
Understanding the economic crisis is not simple because several different
forces and features overlap one another. The main forces and features can
usefully be divided into four:
First, the misbehaviour of financial institutions, principally in the United
States and Western Europe. The financial crisis first became evident in August
2007 when BNP Paribas, a major French bank, suspended three funds because
of losses on mortgage-backed securities related to subprime lending in the
American housing market. This produced a sudden re-evaluation by investors
and financial institutions of both the value and the liquidity of mortgage-backed
securities, and then of other complex derivatives and transactions related
to them. Rising US house prices, it transpired, had led to a big expansion in
lending to uncreditworthy borrowers; this trend had become combined with
the creation by banks and investment banks of complex derivative securities
based, ultimately, on the cash flow from these subprime and other mortgage
payments. The appetite among investors for these mortgage-backed securities,
and the commission income from creating them, encouraged banks to create
yet more complex derivatives based on other underlying instruments. In pursuit
of profit, banks that created these derivatives for distribution nevertheless
retained large holdings of the securities themselves generally in off-balancesheet vehicles. As a result, securitisation, a development that during the 1990s
had been praised for dispersing risk between financial institutions, turned out
to have left it highly concentrated in some banks and investing institutions.
Second, flaws in national and international regulation and supervision
of financial institutions. This concentration of risk was largely hidden
from regulators and from financial institutions themselves. It was hidden
from regulators because derivatives were permitted to be traded on overthe-counter markets rather than on exchanges subject to reporting and
monitoring requirements, and because under the capital adequacy rules agreed
internationally, banks were not required to hold capital against off-balancesheet derivatives holdings. Ironically, however, this lack of transparency from
a regulatory point of view also afflicted market participants: none had more
than a very partial view of the overall exposures and trading volumes in all
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these complex derivatives products, and so none was in a good position to
assess the risks inherent in this activity. This has now become known as the
“shadow banking system”, a name that is apposite because of the way in which
it operated in the shadows of conventional finance and because of the way in
which no one could really see what was going on in those shadows.
Third, the combination of low inflation and loose monetary policies.
Flawed regulation and risky behaviour by financial institutions might not have
become systemically threatening had it not been for this third factor: ultracheap credit. This arose from two sources. Following the bursting of the dotcom
or high-tech bubble in 2001, and then the terrorist atrocity of September 11,
2001, the United States Federal Reserve Board cut short-term interest rates
sharply and then held them down. Other central banks followed, for while
the US suffered only a mild recession, the world economy slowed markedly
in 2002-03 to less than 3 per cent growth in real GDP. This monetary easing,
along with a recovery of confidence in the absence of further major terrorist
attacks, helped revive growth. It appeared, however, to have no inflationary
consequences, as measured by consumer and producer price indices, with the
result that long-term interest rates, set by the market, also stayed low. This
low inflation was widely attributed to the downward pressure on traded goods
and services prices resulting from increased manufacturing and informationtechnology industries in China and India. A further factor in keeping bond
yields low was the abundant capital outflow at first from Asian current-account
surplus countries, including China, Japan, Malaysia and Singapore, and then,
once an energy and commodity price boom was sparked off, the further
abundant capital flows from the Arabian Gulf and other oil and commodity
exporting nations. Liquidity was cheap, because it was widely available; low
yields meant that institutional investors became keen on finding alternative
investments that promised higher yields; and amid the fastest four-year period
of global economic growth for more than 40 years it became possible to believe
that these circumstances were structural in nature rather than cyclical.
Last, the development of macroeconomic imbalances between countries.
These circumstances of abundant liquidity and rapid, widely shared global
economic growth also brought about—and were facilitated by—a disparity in
international trade and payments that was historically unprecedented. By 2006,
the United States was running a current account deficit of about 6 per cent of
GDP; the United Kingdom, Spain and some other large European economies
were running deficits in the range of 3 to 5 per cent of GDP. The counterparts to
those deficits could be found all over the world: in Germany and the Netherlands,
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whose current account surpluses reached 4 to 6 per cent of GDP; in Japan,
where the surplus hit 4.5 per cent; and above all in China, where in 2007 the
current account surplus exceeded an extraordinary 10 per cent of GDP. The rise
in crude oil prices to a peak of US$147 a barrel in June 2008 produced much
larger surpluses as shares of GDP in the Arab oil exporting countries, but those
are relatively small economies dominated by a single resource. Many, though
not all, of the current-account surplus countries responded to this period by
accumulating foreign exchange reserves chiefly as a means to manage the value
of their currency against the dollar and euro, but also as insurance against
future swings in capital flows of the sort that had been seen in the 1997-98
emerging-markets financial crisis that began in East Asia.
These four different elements came together to produce the vast bubble
in credit, and accompanying rapid economic growth, that has now burst.
According to the International Monetary Fund’s Financial Stability Report of
April 2009, total losses at banks and other financial institutions around the
world are expected to exceed US$4 trillion. World trade was forecast at the
same time to contract by 9 per cent in 2009, while the global economy was
forecast to shrink by 1.3 per cent. Record post-war annual contractions in GDP
are forecast in Japan, Germany, Britain and some other rich countries; growth
in the big emerging countries of China and India is forecast to have halved in
2009 compared with 2007.
Clearly, the problem is severe and the economic situation dramatic. This
taxonomy of the origins of the current crisis is necessary because different
elements of this crisis are likely to require different solutions, at national,
regional and global levels. Some elements, indeed, hold implications chiefly for
national policy rather than the international financial system. Examples include
the appropriate management of monetary policy and the correct management
of official intervention in national banking systems. Such policies may benefit
from international co-ordination and from the sharing of experiences across
borders, but do not of themselves raise questions about the institutions and
governance structures of international finance. Other elements, though, may
prove to have international implications.
To explore those possible implications it is desirable to be clear about the
evolution of the international financial and economic systems themselves. The
Bretton Woods conference took place in what turned out to be the closing years
of World War II, and involved only US allies and not the ultimately defeated
Germany and Japan. It was thus a conference of victors. It was also, though,
conceived by Britain and the US, through the main intellectual and policy-
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making individuals on both sides, John Maynard Keynes and Harry Dexter
White, as a solution to the economic and financial problems of the 1920s and
1930s. These were seen as: trade protectionism; the absence, following the
post-World War I demise of the gold standard, of any mechanism to deal with
imbalances in international trade and capital flows; the absence of international
lending institutions to assist with payments crises or the financing of post-war
reconstruction and development.
As a result, the 44 countries gathered at Bretton Woods agreed to establish
three new international institutions and to launch a new system to manage
exchange rates. The three institutions were: the General Agreement on Tariffs
and Trade, which was to begin the process of trade liberalisation between
the richer countries; the International Monetary Fund, which had the task of
monitoring international payments imbalances and making finance available
when countries needed it in order to bring about adjustments; and the World
Bank, whose initial task is best described by its official name as the International
Bank for Reconstruction and Development. The new exchange rate system,
which took several further steps before it became operational, consisted of the
setting of fixed exchange rates against the US dollar, while the value of the
dollar was itself fixed in terms of gold.
Space does not permit a full history of the evolution of the Bretton Woods
system. What does need to be said, however, is that of the three institutions, the
role of one has become much stronger, the role of one much weaker, and that
of the third considerably changed; and that, in 1971-73, the fixed exchange
rate system was abandoned at US instigation, to be replaced by largely (but
not wholly) freely floating exchange rates. The abandonment of fixed exchange
rates by the world’s major economies also led to the gradual dismantling by all
of them of the national exchange controls which had limited the free flow of
capital. That prepared the way for the internationalisation of finance and of
financial institutions that we see today.
The Bretton Woods institution that has become much stronger since 1973
is the General Agreement on Tariffs and Trade. Its membership became wider
and the trade liberalisation achieved under successive GATT rounds extended
to more and more goods and services. A key moment in the development of
the GATT was the arrival in 1987 at the institution’s Geneva headquarters
of a memorandum from the government of China, proposing that talks be
opened with a view to China’s eventual membership. This prospective widening
of GATT to take in not just a large developing country but also one hitherto
operated as a largely closed, command economy contributed to an international
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decision to strengthen the GATT, converting it through new treaties into the
World Trade Organisation in 1995 and, crucially, setting up a new dispute
settlement mechanism akin to an international trade judiciary. By 2001, when
China joined, the WTO had become arguably the most advanced example of
international governance through the sharing of sovereignty.
The institution that became much weaker was the International Monetary
Fund, for the simple reason that its main function—policing payments
imbalances—was no longer necessary or feasible, at least between the bigger
economies. During the 1970s, ’80s and ’90s the IMF became a supranational
think-tank, albeit one controlled by its bigger national shareholders and thus
unwilling to give offence, linked to an emergency lending facility for developing
and middle-income countries that ran into financial trouble. The World Bank,
meanwhile, was attaining greater global prominence as a provider of long-term
lending in developing countries, along with development advice.
The internationalisation of financial institutions might have been expected
to give rise to another international agency, namely a global financial regulator
or supervisor of some sort. It has not, because national governments and
parliaments consider banks and other financial institutions to be crucial elements
of domestic economies and domestic policy, and have so far refused to share
sovereignty in this regard. They have been willing only to negotiate common
rules for capital adequacy and some common arrangements for accounting
standards, but have left implementation and enforcement of those rules up to
national parliaments and regulatory agencies.

So

what might change as a result of this economic crisis? Might China’s
proposal for a new reserve currency lead to the end of the dollar’s pre-eminent
global role? Might the rise of new economic powers, led by China, lead to
further changes in the Bretton Woods institutions? Might the pressure of rising
unemployment lead to a new wave of protectionism, forcing a rethink of the
role and powers of the WTO? Might the global banking crisis give rise to a new
global financial regulator?
Although this economic crisis became manifest two years ago, its full
extent and especially its political effects are still unknown. Unemployment,
in particular, is still rising in the developed countries and in many developing
countries, and could eventually bring about new political forces and new policy
proposals. Further financial instability could occur. So, in attempting to answer
the questions above it is prudent also to acknowledge that the processes that
might lead to change remains in their early stages.
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The second important point to acknowledge is that the current
international financial and economic system consists not of a set of multilateral,
detailed rules for trade, policed by a strong organisation and judicial process,
but of an arrangement for finance which is essentially one of co-ordination
of national policies and national rules, with no supranational organisation or
enforcement process. Thus, the question for trade is whether the global rules
and governance system will remain intact, as national protectionist pressures
mount; the question for finance is the opposite one, of whether there will be any
move towards supranational rules and enforcement.
On trade, the WTO system looks robust. Although at the November
2008 G20 meeting the leaders pledged to avoid raising barriers to trade, during
the succeeding 12 months, 17 of the 20 countries, according to World Bank
research, proceeded to do so, the protectionism that has occurred so far has
either been in areas outside the WTO’s remit or has been consistent with WTO
commitments. No threat has yet arisen to the survival of the WTO itself, and
the G20 process provides some reassurance on that count: peer pressure at the
meeting, plus “naming and shaming” of transgressors of G20 pledges should
act as a constraint.
On finance, the theoretical logic for a move towards global or regional
regulation is strong. It was cross-border investment by cross-border financial
institutions that led to this mess, and those institutions are hard for national
regulators to monitor. Separate national regulators and rules also offer incentives
for regulatory arbitrage and for the use of offshore havens to avoid stringent
rules. In practice, however, the most powerful forces during this financial crisis
are pulling in the opposite direction. It is national, taxpayers’ money that is
being used to rescue and recapitalise banks. That is giving national governments
and parliaments a strong incentive to make financial regulations and structures
more national rather than less.
The likelier area for genuine change lies in the economic relationships
between the big countries involved in and affected by this crisis, in other words
in the macroeconomic imbalances between surplus and deficit countries. On the
face of it, this topic also entails acknowledgement, in the international financial
system, of the rising power of China and other emerging economies, and the
declining power of the United States and Europe. This crisis could thus offer the
chance for China and other emerging economies to reshape the international
system in their own interest.
Certainly, China and the other emerging economies deserve, by dint of
the size of their economies, to have corresponding representation and voting
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power in the IMF and other international agencies. Voting rights were adjusted
in 2008 and are now scheduled to be adjusted at least every five years. So, by
2013, China can expect to have increased its influence in IMF decision-making.
However, as outlined earlier, the IMF is no longer a powerful or important
agency. China’s extra influence over it is as likely to lead to its further weakening
as to any revival in its role.

The more important place to look is in currency arrangements, which returns
us to the proposal made in March 2009 by China’s central bank governor,
Zhou Xiaochuan, for a new “super-sovereign reserve currency”, in the form of
the IMF’s Special Drawing Rights. This sounded like a Chinese repudiation of
the US dollar, made from the country’s new position of strength. Yet on closer
examination it is actually a statement of weakness, for China is the anomaly in
the international financial system, not the United States, nor the dollar.
In an international system of floating exchange rates, China is the only
large economy whose currency is not fully convertible and whose exchange
rate remains closely managed by the central bank. As a result of the effort to
prevent capital inflows from leading to an appreciation of the Chinese currency,
the renminbi, the financial authorities there decided to buy US dollars, thus
building up US$2 trillion in foreign-exchange reserves, chiefly held in lowyielding but safe American Treasury bonds. This currency policy was used as a
means of domestic economic policy but it has created an international problem
for China: the risk of a big fall in the US dollar causing large losses on its
foreign-exchange reserves; and the danger that China’s huge current-account
surplus becomes a cause célèbre for protectionists around the world.
Mr Zhou’s statement was a clever piece of politics: it diverted attention
from China’s surpluses while also declaring China’s desire to be part of a
multilateral, rules-based financial system, just as it is part of such a system
for trade. But as a piece of economics, it was flawed. It suggested that the
big currency change that lies ahead concerns the US dollar and its status as a
reserve currency. Yet that status has no institutional form: it is just the result
of independent decisions by governments around the world to hold the largest
portion of their reserves in US dollars. A reserve currency is generally one that is
considered to be liquid, one whose assets are safe from default, and one which
is widely used in trade. The US dollar’s continued relevance on those measures
is a result of the weakness of the yen during Japan’s long economic stagnation
since 1990 and of the relative novelty of the euro. But it also reflects the absence
from international finance of the currency used by the world’s third largest
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economy and its second-largest exporter: the renminbi.
The big change that the world is awaiting, as a result of the shift in global
economic power to Asia and other emerging economies, is the arrival of the
renminbi as an international currency. The difficult question to answer is
whether this change will prove to have been accelerated or delayed by the global
economic crisis. From 2005-08, China was gradually revaluing the renminbi,
perhaps as a prelude to full convertibility. That process has now stopped, thanks
to the weakness of China’s export sector.
Mr Zhou’s statement about the special drawing rights as a reserve asset
offers a possible trade-off, however, that might end up accelerating this process.
In return for helping China to manage its foreign-exchange reserves through a
swap into SDRs, a process could be agreed under which China would gradually
move to convertibility and a freer float for its currency. Given that, in order
to support domestic demand, China is now running a growing budget deficit
and thus needs to expand its domestic government bond market, the liquidity
provided by an internationalisation of its currency could turn out to be in
China’s national economic interest.
This process, if it happens at all, could take five years or more. But if there
is one anomaly in the international financial system that the current economic
crisis stands a chance of resolving, it is the status of the Chinese renminbi.
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Michael Amendolia

Chimerica and Australia

Australia and other countries can make the most of this partnership
By Geoffrey Garrett

For more than a decade, the modus operandi of

United States-China relations has been pragmatic, interestbased and disciplined. Both sides have focused squarely on
economic win-wins, managing down their lurking geopolitical
rivalries and keeping a lid on potentially incendiary political
disagreements and military tensions. Presidents Hu Jintao
and Barack Obama have already signalled their strong
intentions to keep relations between their two countries on
this path. The problem for both, and for the world, is that
after the global financial crisis it will be become increasingly
difficult to keep delivering the economic benefits that have
proved calming emollient for the inherent strains in USChina relations.
The leaders of both countries know that their “trade for
T-bills” ties were a major contributing factor to the global
financial crisis. China was happy to provide a bottomless
pit of cheap American credit by buying up dollars and
Treasury bills so long as Chinese goods continued to sail
off American shelves. The United States was willing to live
with a massive trade deficit with China and an apparently
undervalued Chinese currency so long as the low interest
rates made possible by China’s hunger for dollars kept the
US economy humming. The historian Niall Ferguson calls
this co-dependent arrangement “Chimerica”.
Now that the bubble has burst, Chinese and US leaders
have joined the “never again” global chorus when it comes
to what has become the most imbalanced bilateral economic
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relationship in human history. But undoing what everyone now agrees is most
unhealthy co-dependence between the world’s top two economies will be hard.
It will demand nothing less than a re-coding of the economic DNA of China
and the US, one that will likely take decades rather than years.
Americans are born with the consumption gene, and the government has
always fed their habit through enabling regulation and tax breaks—above all,
allowing Americans to borrow, not earn, their way to the American dream
of home and business ownership. Chinese, on the other hand, have the thrift
ethos drummed into them from birth. Their government has continued to pour
money into investment in infrastructure and industry for export to drive growth
and raise living standards. But the Chinese government has not built the kind of
social safety net and retail financial system that would lead its citizens to save
less, consume more and build a vibrant and sustainable domestic market-led
model of economic development.
Whether they like it or not, China and the United States will be stuck
with Chimerica for a long time. But an economic relationship that has soothed
tensions between the two countries for more than a decade is poised to become,
after the GFC, a major source of frustration and irritation.

Amid the hoopla surrounding the crisis-induced coming together of the 20th
century Western powers with the emerging powers of the 21st century at the
April 2009’s G20 summit, the World Bank’s president, Robert Zoellick, and
chief economist, Justin Yifu Lin, spoiled the multilateral party. “For the world’s
economy to recover,” they wrote in the Washington Post, “the two economic
powerhouses must co-operate and become the engine for the Group of 20…
Without a strong G2, the G20 will disappoint.”
The two economic powerhouses were of course the United States and
China. The idea of a G2 has been hotly debated in recent months. Zbigniew
Brzezinski raised the idea in a Beijing celebration of the 30th anniversary of
formal US-China diplomatic ties in January 2009. British Foreign Secretary
David Miliband warned his European colleagues that they would have to work
hard if they wanted to turn the nascent G2 into a G3 including them. Others
say the whole idea is fanciful given the fundamental differences that divide
China and the US.
No senior government official from either the United States or China
is ever likely to call their relationship G2. Both countries want to continue
their successful high-level bilateral diplomacy but to cloak it with a continuing
commitment to multilateralism. Chinese Premier Wen Jiabao went out of his
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way to make this point at May 2009’s Sino-European Union summit in Prague,
saying, “It is totally ungrounded and wrong to talk about the dominance of two
countries in international affairs.”
But it was hard to disagree with US Treasury Secretary Timothy Geithner
when the next month in a speech at Peking University he put his country
and China at the epicentre of the long process of digging out from the global
financial crisis:
A successful transition to a more balanced and stable global
economy will require very substantial changes to economic policy
and financial regulation around the world. But some of the most
important of those changes will have to come in the United States
and China. How successful we are in Washington and Beijing will be
critically important to the economic fortunes of the rest of the world.
The GFC has hit both countries hard. The United States is mired in its
worst economic slump in 60 years. Chinese growth in 2009 will likely be
only half its 2007 level. But things look even worse for the world’s other
major economies.
Europeans can’t feel very good about their prospects when The Economist
grudgingly acknowledges its long-time dirigiste bête noir, France, as the
continent’s strongest economy. Germany, because of its export dependence, and
the United Kingdom by virtue of its own burst housing bubble and bank failures,
are mired in deep downturns. Things look even worse in Japan, where the crisis
halved its trade lifeblood over the year to early 2009. Japan and Europe will
likely exit the crisis weakened, inward looking and in no position to compete
with China and the US on the global stage.
Among the previously fast-growing emerging economies, Brazil and Russia
are in full-blown recession because of their exposure to steep price declines and
loss of trade volumes in commodities. India has been relatively less affected by
the crisis than much of the emerging world because, despite the global successes
of its information technology and software companies, the Indian economy is
still mostly inward looking.
Moreover, most forecasters believe the United States and China will
lead the global way back towards some sense of normalcy. This is in large
measure because of the speed and scale of the GFC fighting measures enacted
by both countries.
The US and China have enacted the largest fiscal stimulus measures in
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the world, even when measured relative to the size of their enormous national
economies. President Obama signed into law an almost US$800 billion fiscal
stimulus bill less than a month into office. The Chinese government announced
its own fiscal stimulus package in late 2008, almost as big as Obama’s, at market
exchange rates. Critics, including Obama before the London G20 Summit,
have complained about the relatively desultory efforts of the major European
countries, in comparison.
When all the future guarantees are taken into account, America’s financial
bail-out bill has been estimated at a staggering three-quarters of annual US
GDP by the IMF. China’s banks have been immune to fallout from the GFC.
But the Chinese government has been far from silent when it comes to the
banking sector. Its state-controlled banks have gone on a lending spree to their
big corporate customers, with new loans in the first quarter of 2009 alone in
excess of the entire government fiscal stimulus and greater than total loans for
all of 2008.
Putting together all we know about the economics of the crisis, it is hard
to avoid the conclusion that the world is moving towards a de facto G2, almost
by default, as the other major economies are being hit even harder by the crisis
and with longer-lasting effects than in the United States and China. The problem
for both countries, and the world, is that China-US relations are likely going to
be more difficult to manage than they were before the crisis.

The

United States and China have already committed to upgrading their
bilateral diplomacy through an ongoing Strategic and Economic Dialogue led
by Vice-Premier Wang Qishan and State Councillor Dai Bingguo for China and
Secretaries of State and Treasury Hillary Clinton and Timothy Geithner for the
US. The top issues on their agenda will be economic. But they will not revolve
around co-ordination of GFC fighting measures. Rather, both sides know they
must tackle head-on their pre-crisis trade for T-bills co-dependence.
The statistics on growing Chinese government purchases of US Treasury
bonds and American consumption of Chinese goods before the global financial
crisis are staggering. Since 2000, China has increased its holding of Treasury
bills more than sevenfold to almost US$700 billion. Over the same period, US
imports of Chinese goods more than quadrupled to almost US$350 billion.
The conventional wisdom today is that US-China economic imbalances
were at the root of the global financial crisis. Indeed, the governments of China
and the US have made lofty declarations about “rebalancing” via dramatic
reforms of their domestic economies. Secretary Geithner was very clear about
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what is in front of both countries:
Our common challenge is to recognise that a more balanced and
sustainable global recovery will require changes in the composition
of growth in our two economies. Because of this, our policies
have to be directed at very different outcomes. In the United
States, saving rates will have to increase, and the purchases of US
consumers cannot be as dominant a driver of growth as they have
been in the past. In China, as your leadership has recognised,
growth that is sustainable growth will require a very substantial
shift from external to domestic demand, from an investment and
export intensive driven growth, to growth led by consumption.
Senior Chinese officials have made similar statements about the importance
of balancing China’s export-led growth with stronger domestic drivers of
economic development. The reality is clear to both China and the United States.
China kept its currency weak against the dollar before the crisis by buying
dollars and dollar-denominated paper, which kept US interest rates low and US
debt-financed consumption booming. American red ink kept Chinese exports
flying off the shelves and made possible year after year of extraordinary and
even accelerating growth in China.
United States profligacy and Chinese dollar-asset purchases have long
been at the heart of Chimerica imbalances. But rather than doing something
about it, leaders from both countries have violated what had previously been
the unwritten but closely followed rule of keeping major disagreements behind
closed doors.
On the US side, Geithner let slip, in the heat of his confirmation hearing,
the claim that China unfairly “manipulates” its currency. Official Chinese
reaction to this diplomatic faux pas was pointed and swift. Wen Jiabao worried
out loud that “of course we are concerned about the safety of our assets” in
the US, given all the debt Obama is running up. A week later, the governor of
China’s central bank, Zhou Xiaochuan, proposed the creation of a new global
reserve currency to replace the dollar, “that is disconnected from individual
nations and is able to remain stable in the long run, thus removing the inherent
deficiencies caused by using credit-based national currencies.”

But

whatever the problems with Chimerica, firing it up again is the fastest
and easiest way out of the crisis for both sides. The Obama administration
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is compensating for large-scale de-leveraging by consumers and firms with
unprecedented government spending. The strategy is to revive domestic demand
first, leaving the expansion of productive capacity to later. More US demand
will mean more imports from China. The Chinese government is trying to make
up for plummeting exports with massive investment in public infrastructure and
dramatically ramped-up lending from state banks to big Chinese companies.
But until Chinese consumers start buying what Chinese firms produce, exports,
above all to the US, will be the principal way to translate investment into
economic growth.
The Obama administration talks a good game about the importance
of fiscal sustainability to the future prosperity of the United States. But
there are only two ways to get there, spending cuts and tax increases, and
Americans have shown time and again that they will punish politicians who
undertake either.
Cutting costs in the Medicare and Social Security programs for retirees is
the biggest domestic policy challenge the US will face in the coming decades.
But Social Security has long been the third rail of US politics—touch it and risk
electrocution—and the last Democrat in the White House, Bill Clinton, was
cowed from bold progressive to triangulating centrist by a complete defeat on
health care reform proposals that are not so different from Obama’s.
Americans are infamously allergic to taxes, as when fatal damage was
done to the presidency of George H.W. Bush when he violated his “no new
taxes” pledge. What about tax increases that would also hurt the American
dream of debt- and tax break-enabled home ownership? The volume of home
mortgages in the US is about as big as the entire economy, but every dollar spent
on servicing mortgage debt is fully tax deductible. As housing prices ran up in
the 2000s, Americans added the equivalent of another 10 per cent of GDP to
housing debt, this time in the form of credit card equivalent home equity lines
of credit secured against homes, with much lower interest rates than regular
credit cards—and with all debt interest fully tax deductible.
China’s long-run economic challenges are the mirror image of those in
the United States. Whereas Americans borrow because they are confident about
the future, Chinese citizens save for a rainy day in fear that some day soon it
will be pouring and the state won’t be handing out umbrellas. Individuals in
close-knit extended families save because they know it is family rather than the
state that will look after them when they get sick, old or lose their jobs. Even
if Chinese wanted to spend and borrow more, their retail financial sector is at
best rudimentary.
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The Chinese government could use its vast financial war chest to build
an effective social safety net. It could also change the regulatory environment
to favour the growth of retail banks, credit cards and insurance targeted at
consumers. Instead the government chooses to invest in infrastructure and
large-scale economic activity, with state-owned banks as their increasingly
preferred intermediary. This allows the government to keep tight control over
the direction of economic development whilst striving to deliver on the implicit
guarantees of full employment and higher living standards for all its citizens
that help buoy up its political legitimacy as regular Chinese raise more questions
about the autocratic state.
The government will think long and hard before undertaking the kind of
reforms needed to liberate Chinese citizens to become more Western in their
economic behaviour. To do so would entail giving up cherished control over
the economy when the government is simultaneously worried that its political
control is also under quiet siege. Chinese leaders learned well the lessons of
Mikhail Gorbachev’s glasnost and perestroika, and they will not lightly walk
down the former Soviet Union’s path for fear of suffering what they see as selfinflicted demise.
The bottom line is that while China and the United States both say they
want to end their addiction to Chimerica, they know that this will be very hard
to do. The changes that are needed are essentially domestic and within the
control of governments in both countries. It is just that the political will required
to make these changes is immense and will prove a monumental challenge for
the leadership of both countries. In this environment, blaming the other side
rather than taking responsibility at home is the political path of least resistance.

For

close to three decades Australia has successfully pursued twin objectives
at the very top of the country’s strategic agenda—building powerful economic
links with China focused on the exploitation of Australia’s raw materials, while
strengthening its security alliance with the United States, based on the long
history of shared values and interests.
Like both his Liberal and Labor predecessors, Prime Minister Kevin
Rudd wants to continue this essential US-China balancing act. The challenge
for Australia is that the United States and China will be different countries
and their relationship will be different following the GFC. Though economic
imbalances have long been a source of tension between the two countries, their
co-dependence has acted as the glue holding together potential cracks in USChina relations over the past decade.
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How should Australia act in this environment? The 2009 Defence White
Paper makes the case for an upgraded, modernised and expanded Australian
defence capability to insure against fallout from military conflict among the
major powers of the Asia Pacific—an unlikely outcome, but one defence
planners have to consider with all seriousness and resolve. Though the White
Paper talks also of India, Japan and Russia, it is widely viewed that the paper’s
primary concern is China’s nascent rivalry with a slowing weakening but still
dominant US:
As other powers rise, and the primacy of the United States is
increasingly tested, power relations will inevitably change. When
this happens there will be the possibility of miscalculation. There
is a small but still concerning possibility of growing confrontation
between some of these powers.
The focus of the White Paper is 2030, knowing that the progress of major
military build-ups is measured in decades rather than years. Between now and
then Australia will surely pursue a proactive diplomatic strategy designed not
only to strengthen its relations with both China and the US but also, where
possible, to facilitate better relations between the two giants.
With respect to China, Australia will have to come to grips with the
prospect of substantial Chinese investment, the inevitable consequence of China’s
insatiable appetite for raw materials, coupled with the equally inevitable longterm rise in the value of its currency. Australians are understandably concerned
about large-scale Chinese acquisitions of crown jewels in the minerals sector.
Above all else, this is because of the strong but often opaque links between
Chinese firms and the Chinese government, and in turn because of doubts about
the Chinese government’s ultimate objectives as a great power.
But the economic realities of China’s super-sized impact on Australia’s
economic future means that sooner or later Australia will have to accept
that large-scale trade with China will mean large-scale Chinese investment
as well. Around the world, it has long been the case that trade and foreign
direct investment have proved complements rather than substitutes. China
is following this logic in Latin America and Africa already, and it will surely
expect Australia to follow. Even though it may take China some time to lick its
wounds and regroup, it would be unwise to view the failed Chinalco bid for a
greater stake in Rio Tinto as a harbinger of things to come.
There is no indication that the United States under Obama will scale back
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its far-reaching global ambitions. Nonetheless, the country will grow ever more
cash-strapped and psychologically exhausted from foreign entanglements, with
its military stretched close to breaking point. The Obama mantra of “smart
power” means many things, but one of its most important meanings is to
further foreign policy goals at somewhat lower cost by asking more of US
allies. From more troops in Afghanistan while maintaining a sizable long-term
troop presence in Iraq to upping the ante with Iran and Pakistan, the US under
Obama may no longer be fighting a “war on terror”. But the centrality to US
foreign policy of the struggle against violent Islamic extremism will endure for
years and probably decades. So too will the United States’ desire to protect its
strategic interests in the western Pacific from Korea to Southeast Asia and the
South Pacific.
President Obama will give US allies what they said they wanted but did
not get under President Bush: more involvement in setting shared strategic
objectives. But he will also demand that these allies take on more responsibility
in furthering these objectives. Australian strategists often talk about policy
towards the US in terms of “alliance management”—doing what it takes to
stay on the America’s A-list of trusted allies. The costs of membership are likely
to grow over the next decade, and Australia may well be better placed and more
willing to pay them than some of the US’s other traditional alliance partners.
Managing these two bilateral relationships will be even more important
to Australia’s national interests after the crisis than before it. But the post-GFC
world will throw up another challenge for Australian foreign policy of growing
import. Australia will want to involve itself in US-China relations in ways that
help smooth the frictions between the two great powers without getting in the
way of their bilateral relationship—a clear example of the creative and effective
“middle-power diplomacy” Kevin Rudd has said is vital to Australia’s future.
Some suggest Australia should try to play a direct intermediary role
between China and the United States, particularly with a prime minister who
speaks Mandarin and whose innate political and policy views are very similar to
those of President Obama. There is no doubt something to this notion, but it will
inevitably be more effective the less attention anyone, above all Rudd, draws to
it. China and the US can handle their own bilateral relationship, and will devote
considerable resources to doing so. But both countries have signalled that
they want to cloak their bilateral relationship in multilateral robes. Working
with China and the US on the multilateral stage in areas of shared interest
seems a better strategy for Australia than direct effects to intercede in their
bilateral relations.
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The best diplomatic track for Australia to work collectively with the
United States and China seems to be in supporting the shooting-star ascent of
the G20 from an obscure meeting of finance ministers into what might well
become the most important institution of global economic governance in the
coming decade. The G20 agenda will focus on issues of vital importance to
Australia—financial regulation, resisting protectionism, furthering free trade,
reconciling the climate change agenda with global economic integration.
Australia’s positions on these issues will likely be viewed as leadership moves
that will also sit well with both the US and China—advocating a sensible global
architecture for financial integration that does not gratuitously beat up on or
constrain the US; pushing for a completion of the Doha round in ways that
require concessions from both China and the US as well as Europe, India and
Japan; using its position as a big carbon emitter and big carbon exporter to
confront climate change without gutting carbon-based industries.
China and the United States may not always agree with Australia’s
positions on these issues, and Australia will not stand squarely on one side or
the other when it comes to their biggest challenges. But Australia’s position will
be respected in the G20. The US-China relationship will be even more important
to Australia and the world after the global financial crisis than it was before the
crisis. The challenges facing the relationship will grow increasingly complex.
Australia is well positioned to help the two global giants work through their
differences, and the G20 is the best forum in which to do this.
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