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Introduction

The Beginning
of the End

he last economic superpower went bust in September 2008.

The financial tsunami that swept over Wall Street that
month not only laid waste to venerable institutions like Lehman
Brothers and battered the reputations of Goldman Sachs, Mor-
gan Stanley, and other financial stalwarts, but the “Made in
America” crisis also undermined the capacity and credibility of
the world’s last economic superpower—the United States. After
years of living beyond its means and after amassing mountains
of debt, the music finally stopped for a country that had long
set the tune for the global economy and grown accustomed to
standing at the pinnacle of the global economic order.

The epic U.S. housing boom and bust—and all the sordid
auxiliary details associated with subprime mortgages and toxic
derivatives—culminated in one of the worst financial crises in
U.S. history. As fear and panic spread in September 2008, the
world watched in stunned horror as U.S. banks folded, shotgun
corporate marriages were hastily arranged on Wall Street, and

the free-market-touting U.S. government was forced to bail out
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or take control of one financial institution after another. More
worrisome, the pain was not contained to the United States.
Given the financial hardwiring of the global economy, the after-
shocks of Wall Street’s financial meltdown spread far and wide,
inflicting pain on tiny villages in Norway, German banks, Span-
ish homeowners, South Korean utilities, and many other parties.
In the ensuing months, global economic activity collapsed. World
trade and investment plunged, while the rate of global unem-
ployment soared, triggering a mad scramble among govern-
ments “to do something” to stave off another Great Depression.

It was a humbling and humiliating moment for the United
States—the chief architect of the global economy and long-time
champion of globalization. In the quarter century leading up
to the financial crisis, most of the world had few qualms with
a global economy largely groomed and managed by the West,
principally the United States. Most of the world also had little
resistance to the central tenets of globalization—namely indus-
try deregulation, unfettered global capital flows, trade and in-
vestment liberalization, and the primacy of the private sector.
This acceptance was underwritten by superior results. From the
early 1980s forward, the global economy experienced a blessed
period of muted inflation, low unemployment, and infrequent
and shallow recessions. Global trade and investment rose
sharply over this period. The integration of China, India, and
Russia into a world economic order structured and headed by
the United States helped lift millions out of poverty. There were
periodic financial crises during this period, but they were never
at the core of the global economy—or the United States.

As the last decade rolled on, the U.S. economy seemed to be
indestructible, quickly rebounding from the dot-com bust early
in the decade and then the shocking events of 9/11. Against this

backdrop, the world became more and more dependent on the
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U.S. consumer in particular and the U.S. economy in general for
growth. Early in the 2000s, the United States, with just 4.5 per-
cent of the global population, accounted for nearly one-fifth of
total world imports. Such was the outsized influence of the U.S.
consumer on the rest of the world. Meanwhile, with the world’s
largest and deepest capital markets, Wall Street was at the epi-
center of global finance and set the tune for the global capital
markets. Concurrently, Japan’s economic might continued to
fade in the first decade of this century, while Europe struggled
to generate sustained growth. China was emerging but had yet
to arrive. America was the world’s sole economic superpower as
the new century commenced.

Those days have passed, however. The events of September
2008 not only decimated the portfolios of investors all over the
world but the “Made in the U.S.” financial debacle also demol-
ished America’s ability and authority to lead the global economy.
As details have emerged of lax U.S. financial regulations, bogus
credit ratings, sloppy risk management, excess risk taking by
U.S. households and Wall Street firms, these unflattering truths,
juxtaposed against the crumbling finances of the U.S. govern-
ment, have converged to jeopardize the long-term growth of
the U.S. economy and undermine the global attractiveness
of the U.S.-led capitalist model. The world no longer dances to
the tune of the United States. The U.S.-centric global economy
of the past three decades is being reshaped. New economic pow-
ers are on the ascent—led by nations like China, India, Brazil,
and Turkey, for instance—with these emerging players less in-
clined to follow the global rules laid out by the United States
and the West. The developing nations, or “the Rest,” have their
own ideas about how the global economy should be managed.

The financial crisis of 2008 was a circuit breaker—the global

financial meltdown broke the supposed inexorable advance of
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free-market capitalism, throttled the primacy and influence
of global finance, and undermined the economic superpower
status of the United States. In another sense the crisis acceler-
ated a number of key long-range trends that were already in
motion before the crisis struck. The relative economic decline of
the developed nations and the rising influence of the emerging
markets in general and China in particular were fast-forwarded
by the crisis and have, in turn, accelerated the move toward a less
U.S.-centric, more multipolar world.

This new world will be more complex, fluid, and disruptive,
notably for the architects and standard bearers of the postwar
economic system: the United States, Europe, and to a lesser ex-
tent Japan. In the years ahead, global power and influence will
be more diffused among nations and regions, making it more
challenging to coordinate and craft solutions to pressing global
problems. The era in which a handful of nations could meet for
aweekend and set the global economic agenda for the rest of the
world is over. The new era will require far-reaching adjustments
for those nations in decline and for those on the ascent. Becom-
ing more acclimated to a new multipolar world will challenge
not only nations but also key postwar multilateral institutions
like the United Nations Security Council, International Mon-
etary Fund, World Bank, and other Western-dominated institu-
tions that have long held sway over global economic governance.
Invariably, these institutions will have to yield more to the aspi-
rations of the developing nations and their strategic interests in
order to remain relevant.

In the end, as the following pages discuss, the financial crisis
of 2008 was a tipping point. A messy multipolar world is upon
us, one that will further erode the economic superpower status
of the United States and one if improperly handled that will

result in an economic cold war between the developed and
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developing nations. The latter represents the worst-case scenario.
A more benign and favorable outcome could still emerge from
the crisis if the United States, Europe, China, India, Brazil, and
others can foster a climate of cooperation and agreement. Glo-
balization is in retreat but need not cease to exist if the main
economic players in a multipolar world can forge commonalities
and subsume national interests for the global good. That is a tall

order but not an impossible outcome.

PLAN OF THE BOOK

Chapter 1 discusses the rise of globalization since the collapse
of the Bretton Woods system and highlights how globalization
was kick-started by the liberalization of global capital markets.
Money makes the world go round, and as capital flows became
less constrained and more liberated over the past quarter cen-
tury, the globalization of the real economy took hold. Cross-
border trade and investment soared as the world economy, lead
by the United States, was stitched closer together.

Well before the great financial meltdown of 2008, however,
multiple warning signs suggested that all was not well with the
uber-charged U.S. economy. The key metrics that were flashing
red are examined in Chapter 2, while the financial meltdown
and its aftershocks are the main topics of Chapter 3.

The messy, multipolar world of today is examined in Chap-
ter 4. This chapter discusses five seismic trends that will test
America’s ability to adapt and thrive in the world of tomorrow:
the advent of the G-20 as the world’s new steering committee; the
shift in the “commanding heights,” or the rise of the state at
the expense of the private sector; the rise and accelerating pace

of regionalism; the arrival of Brazil on the global stage; and
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China’s economic emergence and the implications for the main-
land and the world economy.

Chapter 5 examines the exhausted finances of the United
States. A creditor nation in the mid-1980s, America is now the
world’s largest debtor nation, a situation that will greatly handi-
cap the U.S. economy and its global influence for a long time to
come. How did we get here? What caused America’s finances
to implode during the first decade of this century? America
looks more and more like a financial cripple owing to the un-
timely convergence of two wars, the financial crisis of 2008, and
soaring entitlement liabilities. The bill from each one of these
factors, according to various estimates, is at least $1 trillion,
and counting.

The fading appeal of Europe and Japan, and the implica-
tions for the United States, is the subject of Chapter 6. The
twilight of Europe and Japan and their diminished capacity to
affect the global agenda is just as important as the much told
story of the rise of China and India. Their decline coupled with
America’s increasingly exhausted resources means that the most
important forces that had been driving globalization forward
for the past three decades have been crippled, leaving the fate
of globalization much in doubt. America’s ability to shape the
global agenda in economics, foreign affairs, and other key mul-
tilateral issues has been increasingly compromised by politically
weak and economically stagnant allies who have in turn lost
faith in America’s ability to lead.

Chapter 7 highlights and discusses the new power brokers
in action—or how states like China, Brazil, and others are re-
configuring and reshaping the global economy. The chapter an-
alyzes how the world’s most critical inputs—natural resources,
capital, and labor—are under the increasing control of the de-

veloping nations, and the mounting tensions that are expected
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to arise as a result of these circumstances. In particular, the
chapter examines the new mindset and goals of corporations
from the developing nations, many of which are determined to
increase their market presence in the United States and Europe.
Global mergers and acquisitions are no longer the exclusive
domain of the developed nations; new corporate players from
Brazil, Turkey, and India, for instance, are spreading their corpo-
rate wings, creating a great deal of angst and anxiety in the West.
Simultaneously, at the precise moment that many Western
firms need access to the markets and resources of China, Brazil,
India, and other emerging markets, the latter have become a
great deal pickier and choosier about foreign direct investment
from the West. In the end, consumers, natural resources, capital,
talent—most of the critical inputs to economic growth now lie
outside the control of the United States, an unfavorable turn
that has helped undermine America’s economic superpower sta-
tus. There is nothing “super” about an economy that is overly
dependent on other people’s oil and natural resources, deep in
debt to the rest of the world, and increasingly reliant on emerg-
ing market consumers in the face of stagnant and mature mar-
kets at home.

Chapters 8 and 9 peer into the future and discuss the two
paths before the United States and the world economy. Given
the dramatic changes that have overcome the economies of the
West and the Rest, we face two potential scenarios: the first sce-
nario centers on an economic cold war between rich, developed
nations and poor, developing nations.

In this first scenario, the subject of Chapter 8, the United
States and the developed nations, rather than adjust to a new
global landscape and accept their diminished relative role in the
world economy, deny reality and cling to the old order. The poli-

cies and structures of the past, however, are unacceptable to the
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developing nations who feel that the time has long passed for the
rich to lead and the poor to follow. As a result, tensions rise be-
tween a U.S.-led developed nations bloc and a China-led devel-
oping nations cohort. Growing worker discontent and rising
nationalism and xenophobia in both the developed and devel-
oping nations trigger various forms of protectionism, entangling
the global economy in a web of regulations and cross-border
barriers that inhibit the unfettered flow of people, goods, and
capital.

Economic nationalism becomes rampant around the world.
Defending globalization becomes the best way to lose political
legitimacy and power at home. Tensions reach a breaking point,
and an economic cold war breaks out, fragmenting the global
economy and all but ending the current phase of globalization.
In this world, global reregulation replaces deregulation. The pri-
vate sector takes its cue from the public sector—politicians—
rather than the market. Banks effectively become utilities,
or risk-averse institutions whose principal mandate is to sup-
port the local and national economy. Cross-border capital
flows are restricted; capital is again “caged,” hindering growth
in world trade and investment. Multinationals are politically
browbeaten to become more local, less global at home, while
given the cold shoulder overseas, impairing their global reach
and their global earnings. This, along with a rise in tit-for-tat
trade and investment protectionism, leads to a reduction in
global trade and investment. Consumers are big losers, with
rising trade barriers and the hoarding of resources resulting in
higher prices for food, energy, and other staples. Global capi-
tal markets swoon as investors take cover. All told, the global
economy sputters to a halt and enters a prolonged period of slow

or no growth.
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The second scenario, the subject of Chapter 9, is the rein-
carnation of globalization. Under this scenario, the West and
the Rest come to recognize their mutual interdependence
and move down the path of mutual cooperation, not competi-
tion, on a number of fronts. With an effective G-20 governing
the global economy, with the United States and Europe accept-
ing and adapting to their diminished role in the world, and with
key developing nations becoming real global stakeholders, a new
era of globalization is possible. Joint global stewardship will be
required—not just between the United States and China, but
also from Europe, Russia, Brazil, and key nations in Africa and
the Middle East.

While the financial crisis of 2008 has thrown parts of glo-
balization into reverse and undermined the economic super-
power status of the United States, a more robust and inclusive
global economy could still emerge in the years ahead. We have
reached the end of globalization as determined and designed by
the United States but not the end of globalization if America and
the West can embrace a new configuration with different charac-
teristics—Chinese, Indian, Brazilian, Egyptian, and many others.
This represents a significant challenge to a country that likes to
think of itself as “indispensible,” and one that is long accustomed
to sitting at the head of the table, giving orders, not taking them.

The challenges in front of China, India, Russia, and other
key developing nations are no less daunting. Having arrived on
the global stage, are these nations ready to assume the mantle of
global leadership? Will they be willing to subordinate national
self-interests for the good of the global common good when it
comes to tackling weighty global issues like climate change, the
proliferation of nuclear weapons, and aid and development for

the world’s poorest nations? The answers to these questions are
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unclear. What is clear is that the aftershocks of the global finan-
cial crisis present a golden opportunity for the world’s leaders to
recast, reinvent, and reenergize globalization.

Only time will tell whether or not the world economy is
heading for an economic cold war or about to chart a new course
toward greater globalization. The Last Economic Superpower lays
bare the challenges in front of the United States. How the story
ultimately ends remains to be discovered.



CHAPTER

1

Globalization’s Comeback

The decamping of the state from the commanding heights
marks a great divide between the twentieth and twenty-
first centuries.

—DANIEL YERGIN AND JOSEPH STANISLAW,
The Commanding Heights

Disillusionment can be a great motivator. Make enough
people miserable, drain their hopes for the future, sap their
confidence, and the result is an ideal prelude for change. Dur-
ing the 1970s the United States suftered two oil shocks, soaring
prices, two economic recessions, declining productivity, and the
demoralizing effects of stagflation—nhigh inflation-cum-high
unemployment. Against this ugly backdrop, the political and
economic scars the decade left on the United States were deep
enough to set oft a global revolution.

The seminal event that started the 1970s downturn came
from halfway around the world. Up until the early 1970s, the
United States had been the unchallenged leader of the free
world, and times were so good after World War II that the
1950-1973 period is often referred to as the “golden era.” As the
label implies, the two decades following the war were a time of
strong global growth and development thanks to U.S. economic
aid and leadership (a.k.a., the Marshall Plan), and the successful
rebuilding of war-torn Europe and Japan. By the time the 1970s
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rolled around, all the major economic players before the war had
recovered from the ravages of conflict.

The good times ended when a group of developing nations
decided to exert their collective might against the West. On
October 16, 1973, the Organization of Petroleum Exporting
Countries (OPEC) announced that it was raising the price of
oil by 70 percent. This body blow from the Middle East sud-
denly upended a near quarter century of prosperity and growth
for the United States and many other nations. Soaring oil prices
stunned the fossil-fuel-dependent West and brought economic
growth in the United States and beyond to a grinding halt.

In the ensuing months, prices soared, and the unemploy-
ment lines lengthened. Those weren't the only lines. Soon long
lines of cars were winding into gasoline stations across the na-
tion, an outcome of gasoline shortages. To make ends meet,
many U.S. households that had grown comfortable with a single
wage earner found they needed two incomes to keep up with the
rising price of food, energy, and other staples. Relatively tame
over the 1960s, the U.S. inflation rate surged from 3.4 percent in
1972 to more than 12 percent by 1974. Not surprisingly, inves-
tors took fright of the shifting economic landscape, and by the
end of that year, the Dow Jones Industrial Average was down by
roughly 40 percent from the levels at the end of 1972.

In such an environment, the misery index—a figure that
simply combines the rate of inflation with the unemployment
rate—gained national prominence. The index spiked to nearly
18 percent in 1975 as prices continued to soar and the number
of idle workers increased. Jimmy Carter pounded the point over
and over during the campaign of 1976, helping him win the
presidency.

Popular discontent stoked skepticism over the government’s

role in the marketplace, undermining support for government
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management of the economy. Strict industry regulations, wage
and price controls, state-owned enterprises, and various indus-
trial policies—these state-led initiatives were discredited as the
1970s dragged on. The Nixon presidency would be remembered
by some as the “last liberal administration,” a rap on its ag-
gressive pursuit of wage and price controls and the creation of
new government agencies like the Environmental Protection
Agency and the Occupational Safety and Health Administra-
tion. The administrations of Presidents Ford and Carter did not
fare any better when it came to creating the environment for real
economic growth. Taken as a whole, the 1970s turned out to be
the weakest decade of growth in the post—=World War II period.

Worse was to come. A second oil shock erupted in 1979,
after Iran, a major oil producer, was taken over by religious fun-
damentalists. The flow of oil from the country was halted, and
even when the oil spigot opened again, the flow was intermit-
tent. The U.S. economy was staggered yet again. The misery in-
dex reached an all-time peak of 20.36 percent in 1980. President
Carter found the tables turned on him that year, when Ronald
Reagan also found the misery index a convenient rallying cry.
Rarely had a decade started on such a sour economic note. And
the pain lingered. The U.S. economy contracted in 1980, faintly
recovering the following year before sliding back into recession
again in 1982.

The point of maximum pain came in November of that year,
when the employment rate soared to a postwar record of 10.8
percent. Not since the end of World War IT had so many Amer-
icans been on the dole. And not since the end of World War 11
had the U.S. economy taken such a hit, with the economy con-
tracting by nearly 2 percent in 1982. Against this backdrop, the
championing of state-directed prosperity had reached a point of

no return. Times were ripe for change.
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THE SHIFT IN THE COMMANDING HEIGHTS

A silver lining would emerge from the miserable performance of
the U.S. economy in the 1970s. The rocky times spawned a new
mindset about economic policies not only in the United States
but also in Europe. The 1980s brought a new way of thinking
about the role of the state in the economy. In the most basic
terms, market failures could be blamed on government failures.
A consensus formed around the idea that governments and bu-
reaucrats were no longer capable stewards of the economy. That
idea opened the door to a radical rethinking about the relation-
ship between government and the marketplace. The new cause
needed a flag bearer and it found two: Margaret Thatcher and
Ronald Reagan. As Reagan would famously remark, “The best
minds are not in government. If any were, business would hire
them away.”

Starting in the United Kingdom, swiftly embraced in the
United States, and adopted to some degree by key countries
around the world, control of the most important components
of the economy, or the “commanding heights” as Vladimir Ily-
ich Lenin put it, shifted in a way that would have made the
communist leader red with anger—from the state to the private
sector. Starting in the early 1980s, a counterrevolution kicked
in—policies were crafted that favored the deregulation of do-
mestic industries, the privatization of state enterprises, and the
liberalization of international trade and investment. During this
era giants in the telephone and airline industries in the United
States were deregulated, while across the pond Britain priva-
tized British Telecom and British Gas. Smaller government was
the rallying cry, entailing lower tax rates and less regulation. Be-
ginning in the early 1980s and continuing through the 1990s,
free-market capitalism was gradually embraced, cross-border
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capital flows soared, global trade and investment flourished, and
globalization made a stunning comeback.

The global economy set the course for a quarter century of
almost unprecedented prosperity following the severe economic
downturn of the early 1980s. Around the world, increased com-
petition, greater cross-border openness, privatization of state
enterprises, and industry deregulation became guiding eco-
nomic norms. The developed nations—with the United States
at the forefront—led the way in promoting the primacy of the
free markets. In heavily state-run parts of the world, socialists
and communists alike joined in jettisoning the “visible hand” of
the government for the “invisible hand” of the markets. Priva-
tization and deregulation meant the hiving off of hundreds of
businesses that used to be government-owned or government-
controlled. State-owned banks, utilities, steel mills, and other
companies were all put up for sale around the world. The effect,
broadly speaking, was to greatly reduce the involvement of the
public sector in the economy.

Led by the United States, the global economy was woven
together by rising cross-border trade, investment, and capital
flows. At first, globalization’s return rested on deepening cross-
border ties among the United States, Europe, and other de-
veloped nations—or the West. Beyond the developed nations,
however, globalization’s roots gradually spread to other coun-
tries and regions of the world. China’s tilt toward the West in
the late 1970s would gradually unlock one of the largest mar-
kets in the world. Under Mikhail Gorbacheyv, political opening
(glasnost) and economic restructuring (perestroika) took hold
in the Soviet Union, eroding the underpins of the Communist
Empire and helping to bring the Berlin Wall crashing down in
1989. Since the weight of failed communist bloc economic poli-

cies had brought Eastern European satellite countries to ruin,
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most of them eagerly embraced the principles of the free mar-
ket. Under the pressure of its declining balance of payments,
India revamped its inward-looking economic policies in 1991,
gradually freeing its state-run industries from the onerous re-
strictions imposed by the state since its 1947 revolution. Various
Latin American countries reformed their economies during the
1990s, most notably Brazil as it broke free of military dictator-
ship. Around the world, free-market capitalism emerged supe-
rior to the bankrupt socialist model.

By the end of the 1990s, the second great age of global-
ization was in full bloom. In order to understand why it was
the second, some historical perspective is needed. The first age
of globalization had occurred during the period that stretched
from 1870 right up to the eve of World War I. This was a period
of buoyant global growth, robust trade, and strong cross-border
flows of investment. Money flowed freely around the world, al-
though most of this capital flowed from the United Kingdom,
France, and Germany to less developed nations in the Americas,
Asia, and Africa. As pernicious as imperialism was, trade for the
first time spanned the globe at a level that far surpassed all that
had come before. John Maynard Keynes famously captured the
mood of the times with this passage from his Economic Conse-

quences of the Peace, penned in 1919:

What an extraordinary episode in the economic prog-
ress of man that age was which came to an end in August
1914! The inhabitant of London could order by telephone,
sipping his morning tea in bed, the various products of the
whole earth, in such quantity as he might see fit, and rea-
sonably expect their delivery upon his doorstep; he could
at the same moment and by the same means adventure his

wealth in the natural resources and new enterprises of any
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quarter of the world, and share, without exertion or even
trouble, in their prospective fruits and advantages; or he
could decide to couple the security of substantial munici-
pality in any continent that fancy or information might

recommend.

World War I, however, would end the first age of global-
ization, and nor would globalization be revived after the war.
Europe, the main agent of the first flowering of world trade,
was too indebted to the United States to do much more than
scramble to stay afloat, and the United States largely turned its
back on the world. The economic shocks in Weimar Germany
would keep the rest of Europe uneasy, and the U.S. stock market
crash in 1929 sounded the death knoll of what was remaining
of the era’s economic expansion. The disastrous run on major
European banks that followed in 1931 and collapse in global
trade would plunge the world into depression. While the U.S.
economy expanded by more than 40 percent between 1933 and
1937, tax increases and spending cuts helped push the economy
back into recession in 1938. It was World War II that ultimately
pulled the world out of recession, with the United States emerg-
ing as the leader of the capitalist world. Seizing upon their im-
perialist masters’ weakness, Europe’s far-flung colonies, through
riots and armed struggles, would fight their way to indepen-
dence in the decades following the war.

In the rise of the second age of globalization, those colonies
have become integral players in the expansion of world pros-
perity. The holy trinity of deregulation, privatization, and trade
and investment liberalization has raised world output, bolstered
global trade and investment, and lifted millions out of poverty
in India, China, and other developing nations. The economic
numbers vividly illustrate the tale. Between 1983 and 2007, the
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global economic pie expanded from roughly $12 trillion to over
$55 trillion. World exports of goods and services soared from
$2.2 trillion to over $17 trillion during the same period; reflect-
ing the deep nature of globalization, world merchandise exports
as a percentage of world gross domestic product (GDP) hit a
postwar peak of 26 percent in 2008. The stock of outward foreign
direct investment surged from $ 616 billion in 1983 to over $16
trillion in 2007. Meanwhile, per capita incomes in the develop-
ing nations gradually rose, notably in developing Asia and parts
of Latin America. Global stock market capitalization surged
from $2.2 trillion in 1985 to a peak of nearly $59 trillion in
October 2007. Numbering just around 20 in 1990, the number
of stock markets in the developing markets topped 68 in 2009.
This era of prosperity has been marked by bumps along the
way, to be sure. However, recessions in the United States became
less frequent and shorter in duration. Periodic financial crises
came and went without much lasting damage to the forward
momentum of globalization. The Mexican peso crisis in 1982,
the U.S. stock market crash of 1987, the U.S. savings and loans
crisis in the late 1980s, the concurrent boom and bust of Japan’s
property market, and the 1997 Asian financial crisis—all these
events roiled the financial markets at the time but were quickly
brushed aside as one-off events. By the 1990s, so fine-tuned
was the U.S. economic growth engine that many on Wall Street
talked of the “Goldilocks economy,” or an economy not-too-
hot, not-too-cold. Others spoke of the “great moderation”—or
a propitious backdrop of steady economic growth, low inflation,
and infrequent recessions. This relative calm was quite different
from the stagnant growth-cum-rising prices of the 1970s, and
given this radical turn of events, the consensus was that free-
market capitalism was the best wealth-generating system ever

concocted, with the Anglo-Saxon model at the forefront.
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As part of this consensus, the battle between the state
and the marketplace was unequivocally over, and the market-
place was declared the clear winner. Indeed, so decisive was
the shift in “the commanding heights” that in the last decade
of the twentieth century, experts began predicting the end of
the nation-state and governments subordinated to the markets.
Francis Fukuyama famously proclaimed “the end of history.” So
powerful were the market forces sweeping the world that any
state or government that stood in the way would ultimately end
up as “road kill.”

Underlying all of globalization’s success was one vital ingre-
dient: the unfettered cross-border flow of capital. To understand
how capital was unshackled from the chains of regulation in the
1950s and 1960s, one has to go back further than Thatcher and
Reagan. A better starting point is with a most unlikely revolu-
tionary: Richard Nixon.

THE FOUNDING FATHER OF
MODERN GLOBALIZATION

The legacy of Richard Nixon is replete with seminal events—
the Vietnam War, détente with China, and of course, the decep-
tion of Watergate. Nixon’s legacy, however, is rarely associated
with the advent of globalization and the rise of the free markets.
Yet Nixon’s decision on August 15, 1971, to abandon the gold
standard—effectively ending the Bretton Woods system put in
place following World War II—would set the world economy
and financial markets on a different path in the ensuing decades.
As Martin Wolf of the Financial Times pointed out, “The aban-
donment of the Bretton Woods system of fixed, but adjustable,
exchange rates in the 1970s marked the beginning of a new

global economy.” In effect, financial globalization was born.
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Prior to Nixon’s momentous decision, the U.S. greenback
acted as the world’s reserve currency. The buck was backed by
gold, meaning that the United States was committed to ex-
changing gold for dollars at a fixed rate of $35 per ounce. For a
quarter century this system had worked very well. Along with
the rise of the West came the expansion of global multilateral
institutions that promoted global trade and investment, includ-
ing the World Bank, the International Monetary Fund, and the
General Agreement on Trade and Tariffs (GATT).

The system worked as long as foreign claims matched the
size of U.S. gold reserves. Late in the 1960s, however, the fixed
exchange rate came under increasing strain. Rising government
spending on the Vietnam War and the costs associated with the
Great Society program of the Johnson administration stoked
inflation and encouraged speculative attacks on the dollar. Ef-
forts were made by both the United States and its trading part-
ners to shore up the dollar but to no avail.

As Europe and Japan healed from the ravages of war, they
made rising exports to the United States the key to their recov-
ery, and as a result their dollar holdings gradually exceeded the
U.S. stock of gold. This important shift, along with rising infla-
tion, slowly eroded confidence in the U.S. dollar and America’s
commitment to the Bretton Woods system. The system rested
on the belief that the dollar’s value was “as good as gold.” But in
1971, the United States posted its first annual trade deficit since
World War I, sparking fears about America’s dwindling gold
reserves and loss of global competitiveness. With the political
and economic costs mounting, President Nixon capitulated in
August 1971 by “closing the gold window,” thereby effectively
ending the Bretton Woods system.

At the same time, Nixon imposed a temporary surcharge

on a host of imports, but neither the downward adjustment
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in the U.S. dollar (with the dollar declining by roughly 10 per-
cent a few months after the buck was delinked from gold) nor
the tax on imports did much to improve the competitiveness
of the United States. While the U.S. trade balance swung to a
modest surplus in 1973, the pendulum swung in the other di-
rection the following year thanks to the spike in world oil prices
and the attendant jump in U.S. oil imports. The United States
posted a trade deficit of $4.3 billion in 1974, beginning a string
of annual trade deficits that continues virtually uninterrupted to
this day.*

The disintegration of Bretton Woods ushered in a new
world of floating exchange rates and greater cross-border capital
mobility—a vastly different world from the tight controls after
World War II. For more than two decades, the global capital
markets had remained “caged.” That is how the chief archi-
tects of Bretton Woods—Britain’s John Maynard Keynes and
America’s Harry Dexter White—wanted it. Both men believed
that capital controls were required to help eliminate the eco-
nomic volatility and financial anarchy of the years between the
two world wars. The Great Depression had spawned an exten-
sive web of global capital controls as one nation after another
attempted to insulate themselves from the economic wreckage
around it. Trade and overseas capital were heavily regulated; in-
deed, by the eve of World War II, according to the World Bank,
global capital flows had dried up.®

Keynes and White considered cross-border flows “specula-
tive” and “destabilizing.” Accordingly, the short-term movement
of capital across borders was tightly controlled. Bank activities
were largely restricted to the domestic economy. Interest rates were
capped. The use of import licenses to protect local industries
helped suppress capital mobility. In some countries, tourists

traveling overseas were limited to how much local currency they
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could take out of the country. Not surprisingly, these strictures
did not afford banks or financial institutions much in the way of
international profits. Accordingly, while U.S. banks were con-
sidered among the largest in the world in 1960, of the 13,000
plus banks in the United States, only 8 had their own permanent
foreign operations.’

Yet with the end of the gold standard in 1971 and the subse-
quent shift toward floating exchange rates in 1973, capital now
had the opportunity to roam the world to find the best returns.
Management guru Peter Drucker spoke of “an enormous mass
of ‘world money”” unleashed by floating exchange rates.® This
mass of money only grew in importance and power following
the tumultuous days of the early 1970s. The removal of capital
controls limiting the amount of foreign sums that could enter
a country, technological advances in communications, and the
creation of new financial instruments such as derivatives all con-
verged to create a global financial revolution, whose outcome
has been dubbed financial globalization.

Capital controls were dismantled in the United States and
Germany in the mid-1970s, the United Kingdom (1979/1986),
Japan (the early 1980s), and the bulk of Europe by the end of
the 1980s. While only 5 countries out of 19 in the Organiza-
tion of Economic Cooperation and Development (OECD)
were classified by the International Monetary Fund (IMF) as
having open capital markets in 1976, the numbers gradually
expanded over the ensuing decade. Meanwhile various emerg-
ing markets opted to liberalize their capital accounts, allowing
more capital to flow in and out of the country. Nations such
as South Korea, Mexico, the Philippines, Indonesia, and others
were pulled deeper into the global economy on account of rising
foreign trade and investment flows. Developing nations allowed

greater foreign participation in their domestic banking sector
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over the late 1980s and 1990s, especially in Latin America and
Eastern Europe, extending and deepening the geographic reach
of global capital flows. Supporting the rise of financial global-
ization were technological advances that resulted in falling costs
associated with the processing, storing, and transmitting of ever
rising volumes of data across far-flung parts of the world. This
helped boost daily foreign exchange trading volumes and spur
the development of new financial instruments, notably deriva-
tives. Not long after Nixon “closed the gold window,” the finan-
cial engineers on Wall Street got busy creating new products.
Securitization was born, with the launching of currency futures
in 1972 and equity futures in 1973. Other derivative products,
like Treasury bill futures and futures on mortgage-backed secu-
rities, or bonds financed by home mortgage payments, would

follow shortly thereafter.

AWASH IN CASH

Leading the charge toward a more globalized world were the
financial institutions of the developed world. With barriers
removed, money was free to flow where it could find the best
deal or highest returns. These investments in turn spurred the
growth of financial institutions and stock markets in the devel-
oping world, especially in the Pacific Rim, and helped grease the
wheels of global commerce.

While in 1973 the total pool of offshore capital available
to the international financial markets was roughly $160 billion,
by the early 1980s the numbers were exponentially higher.
Gross international capital flows totaled $500 billion in 1980
and represented 4 percent of world GDP. Over the balance of
the decade, global flows increased until they exploded in the
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mid-1990s as the global capital markets became more inte-
grated. With computer technology, money could move around
the world with a click of a mouse. The appetite among large in-
stitutional investors (pension funds, insurance companies, hedge
funds, and sovereign wealth funds) for foreign stocks and bonds
continued to rise. Financial innovations—namely growth in the
derivative markets—also spurred the accelerating pace of finan-
cial globalization in the 1990s.

Again, sheer numbers demonstrate the soaring growth of
global capital markets. Between 1990 and 2007, the global bond
market grew from $18 trillion to $78 trillion. The global equity
market surged from $8.3 trillion to $55.5 trillion over the same
period. Combined, the size of the world’s equity and bond mar-
kets was more than double the level of world GDP in 2007, one
year before the great financial crisis. In the same year, gross in-
ternational capital flows totaled nearly $11 trillion, versus $500
billion in 1980, and were equal to 20 percent of world output.

All the above helped create a new world order whereby
international funds emerged as a key engine of global growth.
Financial globalization—or the unfettered movement of capital
across borders—emerged from the breakdown of the Bretton
Woods system, enabling money to make the most unexpected
links. By the mid-1980s, individual U.S. investors could access
foreign bonds and stocks in Bangkok or Buenos Aires. Devel-
oping nations could raise capital on Wall Street. Investors out-
side the United States could easily diversify their portfolios by
purchasing U.S. securities, and international banks could gather
deposits in Europe or Southeast Asia and make loans locally.
All these activities became even more intense in the decade
leading up to 2007. Although little understood at the time, the
end of the Bretton Woods system was the dawn of financial

globalization—a dynamic that would help produce a quarter



GLOBALIZATION’S COMEBACK ||

century of global growth and prosperity, as well as contribute to
the great financial crisis of 2008-2009.

THE GLOBALIZATION OF
TRADE AND INVESTMENT

The expansion and integration of global capital markets that
followed the collapse of the Bretton Woods system not only
transformed the world of finance, but the globalization of capi-
tal also produced a profound transformation in the “real” global
economy—or more specifically on global trade and foreign
direct investment, and the standard bearers of globalization—
multinationals. As David Smick notes in The World Is Curved,
“Discussing capital flows may not be as exciting as new com-
puter wizardry developed by specialists living on separate con-
tinents, but the financial markets are what got globalization
started.”

Indeed, money makes the world go round—meaning the
more global capital in circulation, the greater the opportunities
for cross-border trade and investment, or specifically, the more
opportunities for firms to extend their reach beyond their home
markets. Global trade volumes had rebounded smartly in the
1950s and 1960s, following the devastation of World War II.
Yet as a percentage of global output, exports grew in importance
as the pace of financial deregulation accelerated in the 1980s
and 1990s. Given the physical distance that separates producers
from consumers, and the cost associated with moving goods,
global trade constantly requires financing; so the greater the depth
and geographic scope of global finance, the greater the opportu-
nities for foreign trade.

This also led to greater opportunities for foreign direct in-

vestment (FDI), or the spread of international production by the
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world’s largest companies. Their expansion was aided by a vari-
ety of factors. Falling trade barriers transformed such moribund
countries as Poland and Hungary, whose adoption of the EU’s
free trade policies led to rising trade and investment flows with
the West. Under Prime Minister P. V. Narasimha Rao, India re-
duced its average tariffs from 85 to 25 percent in the mid-1990s.
Advances in communications technology led to the worldwide
explosion in the number of computers in use and the outsourc-
ing of various service activities, of which the most famous is
India’s growth in back-office support for foreign firms. Industry
liberalization occurred across a wide swath of nations, such as
Brazil’s privatizing government-owned businesses in telecom-
munications, oil, mining, and electricity. More money flowing
between countries and the liberalization of trade and invest-
ments also led to the proliferation of regional trading blocs, such
as the Asia Pacific Economic Council and Mercosur in South
America. Against this backdrop, “going global” was never easier
and never as enticing for firms wanting to go abroad than in the
last quarter of the twentieth century. The intersection of these
trends enabled firms to pursue more sophisticated international
production strategies.

From the mid-1980s onward, the strategies of multina-
tionals became more sophisticated. In the words of the foreign
direct investment experts at the United Nations, “simple inte-
gration strategies” evolved into “complex integration strategies.”
The latter entailed greater linkages among a corporation’s far-
flung units and greater interdependence and coordination not
only among affiliates and their parents but also among affiliates
themselves. A leader in this revolution was the automobile in-
dustry, to the point that a new car could no longer be considered
“made in America,” because its parts could come from Canada,

Japan, South Korea, or Mexico. Foreign affiliates, rather than
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stand-alone units, functioned for the firm as a whole. Again,
using automobiles as an example, Toyota USA helped the com-
pany become, briefly, the largest carmaker in the world. Specific
functions (research and development, marketing, manufactur-
ing, and assembly) were increasingly segmented around the
world and carried out by operating units in countries best suited
for that particular activity. For instance, in textiles Hong Kong
emerged as a dynamic manufacturing sector for many cloth-
ing companies based in the United States. Under this process,
affiliates maintained multidimensional linkages not only with
the parent but also with other affiliates in other nations and
with unrelated firms. Using the same example, textile makers
in Hong Kong soon were able to contract out piece work to
such countries as the Philippines, mainland China, and Malay-
sia. An international division of labor evolved. Multinationals
morphed into transnationals, or true global entities with ten-
tacles in nearly all parts of the world. The shop floors of these
companies spanned the globe, with various production and sup-
ply chains linked across borders, allowing firms to optimize in-
vestment and global inputs by matching production, assembly,
and back-office service activities to the locations best suited for
those activities.

Putting the above into perspective are figures that chart the
explosive growth of foreign direct investment beginning in the
mid-1980s. Greased in part by large unfettered flows of global
capital, foreign direct investment grew at an annual average rate
of 30 percent between 1985 and 1990, roughly three times faster
than the growth of world exports and four times faster than the
growth in world output. The story was basically the same from
1990 to 2007: foreign direct investment expanded at a 14 per-
cent pace, well above growth in trade (9 percent) and world out-

put (5 percent).!?
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A key metric of globalization, the global amount of inward
FDI, was roughly $15 trillion in 2008, equivalent to roughly one
quarter of world GDP, and up from just $790 billion in 1982.
By 2008, some 82,000 transnationals had sprung up, supported
by 810,000 foreign affiliates. Think of the latter as the global
foot soldiers of transnationals, or the corporate entities that
represent the bridge between the parent company thousands of
miles away and the local consumer in Kuala Lumpur or Munich.
Underscoring the role these firms play in the global economy,
the total output of foreign affiliates topped $6 trillion in 2008, a
tenfold increase from 1982 and an amount greater than China’s
annual output. As a catalyst for trade, the exports of affiliates
accounted for roughly one-third of total world exports of both
goods and services in 2008. Finally, the number of workers toil-
ing for these affiliates topped 77 million in 2008—more than
double the total labor market of Germany, the largest economy
in Europe.

In the end, the rise and diffusion of transnationals played a
key role in stitching the global economy together beginning in
the mid-1980s. The effect was to bring millions of new workers
into the global economy and put consumers all over the world
within reach of hundreds of low-cost goods and services. Along
with financial globalization, the spread of transnationals helped
drive the second age of globalization—or the globalization of
trade and investment, a process more familiar to people. As

David Smick notes:

When most people picture globalization, they don’t im-
mediately picture financial market traders or trillions of
dollars moving around the globe. They think of a Kentucky
Fried Chicken franchise plopped down in the middle of

downtown Beijing, or Dell or Gateway computers being
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assembled at rock-bottom prices using parts constructed
in Asia, with each separate economy bringing to the table
its individual comparative advantage. They think of mak-
ing a telephone call for technical help on a product bought
in Toledo, Ohio, and speaking to a service technician in
New Delhi.!!

As shown, in the post-Bretton Woods era, both financial
globalization and the globalization of trade and investment
expanded dramatically. Both forms of globalization are inter-
related and mutually reinforcing. The globalization of finance
helped unlock global savings and deepened the global savings
pool, helping to increase the availability of money that could be
invested and lowering the cost of credit for many countries and
companies, promoting, in the process, growth in various parts
of the world. At its most basic level, the globalization of finance
has led to greater cross-border lending and borrowing, creat-
ing the ideal backdrop for transnationals to expand their global
operations. At the same time, the more firms have spread their
global wings and extended their production networks, the more
demand for global financial services to help facilitate cross-
border investment, mergers and acquisitions (M&A), and the
intrafirm trade of transnationals.

Conversely, as the aftermath of the financial crisis of 2008
has shown, one form of globalization is highly dependent on the
other. In late September 2008, as panic spread around the world
after Lehman Brothers collapsed and other Wall Street firms
teetered on the verge of financial disaster, the global capital
markets seized up—banks were neither lending to each other
nor to their best corporate customers. Lending to businesses
plunged and trade finance evaporated, precipitating a steep fall
in global trade. M&A deals were frozen because of the lack of
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international credit. The lack of global liquidity caused financ-
ing for manufacturers’ inventories to dry up. As the global capi-
tal markets became paralyzed, the global economy went into
a freefall. In the six months following September 2008, global
trade, investment, and output virtually collapsed, declining at
rapid rates not seen since the Great Depression.

The hinge point of the crisis was New York, and for a very
good reason. Finance gurus on Wall Street played the foremost
role in expanding the supply of global money, both in recog-
nizable forms and in those that could only be considered ex-
otic. That’s because globalized finance, to a significant extent,
emerged as one of America’s largest exports during the late

twentieth century.

AMERICAN DOMINANCE
OF GLOBALIZATION

As globalization blossomed over the last 25 years of the twen-
tieth century, so did the economic superpower status of the
United States. The two dynamics have largely been synonymous
since the end of World War II, with the United States taking
the lead in designing, creating, and dominating the multilateral
institutions governing the global economy. To the victor goes
the spoils—hence, in the aftermath of war, it was the United
States, albeit with support from Europe and Japan, that largely
set the rules of global economic engagement for the rest of the
world in the last half century.

At least up until 2007, it has been largely America’s world.
American global hegemony has held sway for decades, mean-
ing that during that period the world had been cast in Amer-
ica’s mold. As the architect of globalization, the United States
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programmed world trade to its own likening and interests. The
embrace of free-market capitalism, industry deregulation, priva-
tization, and unfettered global capital flows all reflect the un-
derlying economic principles of America. In the quarter century
up until 2007, globalization came really in one size—America’s.

Buttressing the dominance of the United States was the
stunning collapse of the Berlin Wall in 1989 and the disintegra-
tion of the Soviet Union a few short years later. For the United
States, the script that unfolded in the late 1980s and early 1990s
was almost too good to be true. Democracy had triumphed over
communism; free-market capitalism had trumped central plan-
ning. The world had shifted from a bipolar world to a “unipolar”
world, and the United States—the world’s lone superpower—
unequivocally stood above the rest. “Now is the unipolar mo-
ment,” intoned political columnist Charles Krauthammer
in 1991 in Foreign Affairs."* Years later, he would write, “On
December 26, 1991, the Soviet Union died and something new
was born, something utterly new—a unipolar world dominated
by a single superpower unchecked by any rival and with decisive
reach in every corner of the globe. This is a staggering develop-
ment in history, not seen since the fall of Rome.”*?

While the Soviet empire was turning to dust, another loom-
ing threat to the economic security of the United States at the
time, the unrelenting rise of Japan, went into reverse. Around
the late 1980s, it was becoming painfully clear that something
was dreadfully wrong with Japan’s much vaunted economic ma-
chine. Evidence was mounting that the nation’s staggering real
estate boom and bust—and attendant stunning stock market
decline—had structurally impaired what once was the world’s
most feared economy. Almost overnight, Asia’s so-called mir-
acle economy and America’s most feared economic competitor

had been brought to its knees. Concurrently, another economic
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miracle was in the making—over the “roaring nineties,” the U.S.
economy reemerged as the envy of the world. The maestro,
Federal Reserve chairman Alan Greenspan, emerged as an in-
ternational rock star thanks to his alleged deft handling of an
economy that produced steady growth, low inflation, and boom-
ing asset prices. As the United States, the chief architect and un-
derwriter of globalization, reaped the massive rewards of more
liberalized global flows of trade, investment, and finance, the
rest of the world jumped quickly on the bandwagon. A global
consensus emerged around the notion that the best way to pro-
mote growth and create prosperity was through the embrace of
free-market capitalism and its central tenets. This overriding as-
sumption helped convince many emerging markets to embrace
and pursue the “Made in America” brand of globalization.
Over the 1990s, the economic policies of China, Mexico,
Russia, Brazil, Poland, and a host of other large developing
nations centered largely around how to further integrate their
economies with the global economy. Operating under Deng
Xiaoping’s famous quip, “It doesn’t matter whether a cat is black
or white so long as it catches mice,” China’s links with the global
economy continued to expand in the 1990s and were capped
off with China’s entry into the World Trade Organization in
2001. The newly liberated nations of Central and Eastern Eu-
rope, meanwhile, rushed to enter the European Union over the
1990s and the early 2000s as the first steps toward greater global
linkages. In many emerging markets, policies that at one time
tavored nationalism and state control gave way to privatization,
freer trade, and unfettered capital flows. Closer to home, deeper
economic integration was the norm, with the North American
Free Trade Agreement (NAFTA) in 1994 marking a historic
turning point in fostering greater economic cooperation be-
tween the United States and its neighbors, Canada and Mexico.
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By the early 1990s, America’s military and economic rivals
had fallen by the wayside, while the rest of the world queued up
to embrace the U.S.-dominated version of globalization. Amer-
ica stood tall against friend and foe alike. While the European
Union’s move toward the creation of a single market and a single
currency over the 1990s bolstered the economic might of the
continent, America’s share of world economic output (22 per-
cent of the total based on purchasing power parity basis) in 2000
was still larger than Europe’s (20 percent). In the military arena,
Europe was no threat to the United States, and neither was
China, India, or any other developing country, for that matter.

With the end of the Cold War, U.S. military spending grad-
ually declined, although notwithstanding pared-down military
expenditures, U.S. military might was second to none. Annual
defense spending in the United States was still larger than the
next dozen or so big spenders combined over the 1990s. U.S.
military dominance was underpinned by America’s overwhelm-
ing nuclear superiority, in addition to the nation’s possession of
the world’s dominant air force and only true blue-water navy,
capabilities that allowed the United States to project its military
might to virtually every corner of the globe.

And the United States did not shirk from its role as the
world’s police officer. It intervened in human rights causes, try-
ing to stop abuses in the Balkans and in Somalia. It answered
Iraqg’s naked aggression in Kuwait by summoning a massive co-
alition force that humbled the aggressors and placed on them
strict sanctions. Yet the victory of George Bush the elder proved
to be hard to sustain. After the terrorist attacks of September 11,
2001, America became embroiled in not one war in the Middle
East but two, a strategic move that added massively to America’s
debt and tarnished its brand abroad. The world liked the lone

superpower’s financial innovations more than its projection of
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might. Unfortunately for the United States, those same innova-

tions would themselves soon fall into disrepute.

THE GOOD LIFE

Between 1983 and 2007, the U.S. economy grew at a steady pace,
suffering only two recessions that were by historical standards
short and shallow. Inflation was of little concern thanks in part
to greater global competition and low-cost imports, notably
from China. Jobs were plentiful—at one point, in 2000, the U.S.
unemployment rate dropped below 4 percent. Hence the mis-
ery index had been all but forgotten and for good reason—in
1998, the misery index was just over 6 percent. Money was rela-
tively abundant, allowing Americans to purchase homes and all
the appliances, furniture, and gadgets that come with buying
a house. For anyone who liked to travel overseas, the world was a
great deal smaller and accessible.

The pinnacle of all things good was reached in the 1990s
and the early part of the last decade. Globalization was in full
swing. Technological improvements made the U.S. economy the
envy of the world and greatly enhanced the living standards of
average Americans. It was a time of prosperity and peace. The
peace dividend actually yielded U.S. budget surpluses by the end
of the decade. In 2001, then Federal Reserve chairman Alan
Greenspan was warning about the dangers associated with fed-
eral budget surpluses.

While the events of 9/11 shocked the United States and
the world, the terrorist attack on U.S. soil had little long-lasting
damage on the U.S. economy. The steep decline in interest rates
tollowing 9/11 led to an outsized housing boom that fueled

rather robust growth at home and overseas. The economic good
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times climaxed over the five years that stretched from 2003 to
2007. Over this golden period, the global economy enjoyed its
strongest period of growth since the late 1960s, with a unique
teature of this time being a broader participation in the global
boom. Since the former Soviet Union, China, and India partici-
pated in the expansion of global trade and investment, a greater
share of the world’s population was engaged in the global econ-
omy. This represented a unique difference from the globaliza-
tion period of the early twentieth century. Growth rates were
not only on the rise in the developed nations but also around
the globe. Virtually every region of the world, including Africa,
participated in the global economic upswing. Millions of people
were lifted out of poverty in the two decades up to 2007.
Against this backdrop, the global stock markets climbed
ever higher. On October 7, 2007, the S&P 500 hit an all-time
high of 1,565. The Dow Jones Industrial Average climbed to a
record 14,166, and the United States was not alone. Around the
world, global stock markets were at or near record highs as 2007
came to a close. Rarely had the global mood been as buoyant.
As the first decade of the twenty-first century unfolded, the
tuture looked perfect. Beyond the horizon, however, the storm
clouds were gathering. In the search for ever more returns, fi-
nanciers had been inventing new variations of derivatives at a
dizzying pace. These fancy products were supposed to spread
risk around to other parties, but instead created more risk for
the originators and entire global financial system. As the decade
wore on, U.S. households layered yet even more debt and lever-
age onto their balance sheets, prompting a few brave souls to
warn of impending doom. The warnings went unheeded, help-
ing to precipitate one of the worse financial crises in modern

financial times.
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CHAPTER

2

The Gathering Storm

Debt in modest quantities does enhance the rate of growth of
an economy and does create higher standards of living, but in
excess, creates serious problems.

—AvraN GREENSPAN, FORMER CHAIRMAN OF THE
U.S. FEDERAL RESERVE, 2005

ometime in the early part of this century a house became

more than just a home to average Americans—it became a
high-flying, high-yielding, get-rich investment vehicle. Spurred
on by record low interest rates, lax credit oversight, and an ever-
expanding appetite for risk, U.S. consumers bought homes in
droves—residing in some; speculating on others. With credit
so cheap and the value of homes appreciating so fast, many U.S.
consumers couldn’t resist the temptation of real estate. Adding
to the allure was the fact that people wanted a safe investment
tollowing the dot-com meltdown in 2000/01 and thought they
had found one in residential real estate.

On the faulty assumption that housing prices moved in only
one direction—skyward—investors bid up homes, condomini-
ums, and apartments all over the country. Commercial real estate
enjoyed a similar boom. The median U.S. home prices soared
from $153,000 in 2001 to $194,500 in 2004—an annualized
return of 8.1 percent, more than double S&P 500 total returns

of 3.6 percent over the same period—and the housing mania
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fed on itself. Building homes became a key plank of the U.S.
economy. The share of residential investment in total U.S. out-
put rose to 6.3 percent in the fourth quarter of 2005, the highest
level since the post=World War II housing boom. The boom
also fueled job growth. Between 1998 and 2006, the number of
real estate agents rose from 718,000 to 1.37 million. Demand
soared for construction workers, roofers, electricians, landscap-
ers, and anyone that could lay carpet and install a dishwasher.
On college campuses, real estate became one of the most popu-
lar majors, such was its heady allure. Meanwhile, the number of
workers employed by mortgage brokers rose from 240,000 in
2000 to 418,700 in 2006. Real estate, traditionally the bedrock
of stability, had become the latest new fad.

For many Americans, the home not only became an invest-
ment vehicle but also a way to raise ready cash. Over the 2000s,
many U.S. consumers turned their homes into automatic teller
machines, extracting ever-rising amounts of equity out of homes
as the underlying value rose. As Mark Zandi pointed out in
his book Financial Shock, “With mortgage rates low and falling,
homeowners could increase the size of a loan without increasing
the monthly payment. Millions of homeowners jumped on the
bandwagon, withdrawing nearly $1 trillion a year in equity from
their houses collectively at the peak of the boom.”

U.S. consumers had their cake and were eating too. No one
needed to save given rising home values, and ever-rising lev-
els of spending continued thanks to the extra cash one could
magically extract from one’s own home. Savings became a lost
virtue among households, with the household savings rate in
the United States dropping to roughly zero in the mid-2000s.
In contrast, the household savings rate had averaged 8 to 9.5
percent in each decade from the 1950s to 1980s. Not to worry;

if consumers needed extra income, they just took it from their
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homes. Net equity extraction from homes rose from 3 percent
of U.S. disposable income in 2001 to nearly 10 percent in 2006.
For many Americans debt became a chief means by which
to underwrite their consumption. Plus, by leveraging their rap-
idly overvalued homes, U.S. consumption and the era of cheap
credit helped drive growth in various other credit-sensitive sec-
tors like automobiles, furniture, appliances, and other auxiliary
industries.

In their seminal work, 7his Time Is Different, Carmen M.
Reinhart and Kenneth S. Rogoft succinctly give some historic
context to the nature of the U.S. housing boom in the early
twenty-first century:

Since 1891, when the Case-Shiller housing price index
began, no housing price boom has been comparable in
terms of sheer magnitude and duration to that recorded
in the years culminating in the 2007 subprime mortgage
fiasco. Between 1996 and 2006 (the year when prices peaked),
the cumulative real price increase was about 92 percent—more
than three times the 27 percent cumulative increase from 1890

to 1996! [ Author’s italics]?

Other key housing indicators that should have served as
red hot warning signs included the explosion in total residen-
tial mortgage debts, which more than doubled from 2000 to
2007, rising from roughly $5 trillion at the start of the decade
to $11 trillion in 2007. In parallel with the surge in residential
mortgages, mortgage-backed securities rose in value from $3.6
trillion in 2000 to $7.3 trillion in 2007. And key to the ever-
expanding housing bubble, the volume of subprime mortgages
rose from $120 billion in 2001 (roughly 6 percent of total mort-
gage origination) to $600 billion in 2006 (over 20 percent of the
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total). Conversely, conventional conforming mortgages dropped
from 61 percent of all mortgages originated in 2001 to roughly
39 percent in 2006.

To help foster the American dream of owning a home, ad-
justable-rate mortgages (ARMs) become more popular during
the course of the decade. The volume of ARMs tripled between
2001 and 2004, from $304 billion to over $985 billion. In this
era of lending, many first-time home buyers bought homes by
putting no money down and, in some cases, did not provide—
because they were not asked for—monthly income statements.
According to the National Association of Realtors, 45 percent
of first-time home buyers in 2007 did not put any money down.
Traditionally, a down payment of 20 percent had been standard,
for a very sensible reason. Mortgage holders would lose that
money if they defaulted on their loan. Yet in this go-go era, the
new consensus held that borrowers with no stake in the game
were less of a risk in an environment of soaring home prices.

Besides, many mortgage companies minimized their risk
by passing the loans/mortgages on to Wall Street firms, which
sliced and diced mortgage-backed securities and sold them all
over the world. These packages grew more and more compli-
cated, using risk assessments based on averages that sometimes
seemed made up out of thin air. Rating agencies complied by
giving triple-A ratings to these securities, even though in many
cases they had never seen the type of securitization package they
were reviewing. This created a positive feedback loop whereby
banks continued to lend with minimal risks to borrowers who
wanted to buy their first home or to those who wanted to refi-
nance their existing mortgages. The upshot was more debt piled
onto more debt, and rising home prices, which in turn galva-

nized the lenders and borrowers to do even more business.
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In his book Freefall, Nobel laureate Joseph E. Stiglitz points

out the links in a dangerous loop:

Securitization had one big advantage, allowing risk to be
spread; but it had a big disadvantage, creating new prob-
lems of imperfect information, and these swamped the
benefits from increased diversification. Those buying a
mortgage-backed security are, in effect, lending to the
homeowner, about whom they know nothing. They trust
the bank that sells them the product to have checked it out,
and the bank trusts the mortgage originator. The mort-
gage originators’ incentives were focused on the quantity
of mortgages originated, not the quality. They produced

massive amounts of truly lousy mortgages.3

Since financial shocks in the recent past had come and gone
without any real lingering effects, when U.S. residential homes
prices peaked in 2006, triggering the subprime crisis, the prob-
lems were quickly dismissed on Wall Street and in Washington.
The loans were a problem but manageable and confined to the
United States, so went the consensus. Shaping this point of view
was none other than Alan Greenspan, who judged on Octo-
ber 9, 2006, that, “The worst may be over for housing.” In the
spring of 2007, Greenspan’s successor, Ben Bernanke chimed in
with the following: “At this juncture, however, the impact on the
broader economy and financial markets of the problems in
the subprime market seems likely to be contained. In partic-
ular, mortgages to prime borrowers and fixed-rate mortgages
to all classes of borrowers continue to perform well, with low
rates of delinquency. We will continue to monitor this situation

»4

closely.
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But as the losses among banks and nonbanking origina-
tors of mortgages started to pile up in late 2006 and 2007, the
one-time positive feedback loop went into reverse. Very quickly,
the housing boom-turned-bust created a vicious cycle of falling
home prices, rising delinquencies, and soaring defaults. Sud-
denly, thousands of home owners could not afford the homes
they occupied, forcing many financial institutions holding
mortgage-backed securities to write down the value of these
loans on their balance sheet. Profits at many banks cratered. The
great unwinding had begun.

The real estate boom of the first decade in the new millen-
nium was not just a U.S. phenomenon. McKinsey Global Insti-
tute estimates that between 2000 and 2007, the total value of
the world’s residential real estate more than doubled to over $90
trillion.” Relative to other parts of the world, notably Europe,
skyrocketing real estate prices in the United States were rela-
tively tame. Belgium, Spain, the United Kingdom, the Neth-
erlands, Ireland, Australia, Norway, Canada, France, and Italy
all saw their home values soar at a faster pace than the United
States. In other words, the housing boom was global and one for
the ages. So was the mess the housing bust left in its wake.

Gallons of ink have been spilled on the great U.S. hous-
ing boom-and-bust, so I will refrain from adding more to the
subject. Instead, the focus here is to broaden the lens and docu-
ment other warning signals that were ignored or overlooked and
whose aftershocks will have a much greater impact on the U.S.

and global economy in the future.

GLOBAL FINANCE DISCONNECTS
FROM THE GLOBAL ECONOMY

One worrisome signpost was the growing divorce between un-
precedented levels of global financial flows on the one hand and
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the real global economy on the other. In the 1980s the global-
ization of finance and trade/investment both accelerated in tan-
dem. In the ensuing decades, however, global finance became a
distinct force unto itself, thanks to the liberalization of capital
controls on overseas investments, the enabling effects of more
advanced technology and falling communications costs, and
the accelerating pace of financial innovation, including such in-
struments as mortgage-backed securities, credit default swaps,
and the like. While global output and trade also increased over
the past few decades, their rise hardly kept pace with global
financing.

To say that global capital flows dwarfed the value of inter-
national trade is a gross understatement. In 1973, well before
financial globalization had gained full sway, the ratio of daily
foreign exchange trading to world trade was 2:1. Less than a
decade later, in 1980, the ratio was 10:1. In 1992, the disparity
between foreign exchange trading and world trade was enor-
mous (50:1). Today, $4 trillion trades daily on global foreign
exchange markets. According to the McKinsey Global Insti-
tute, the world’s financial assets—including equities, private
and public debt, and bank deposits—nearly quadrupled in size
relative to global gross domestic product (GDP) between 1980
and 2007. At its peak in 2007, the total value of global finan-
cial assets reached $194 trillion, 343 percent of world GDP.*
The welter of financial products had become divorced from the
products on which their value was based.

Over the past few decades, global capital flows have become
directed less at financing trade and investment and more about
funding a whole host of unrelated activities. Global financial
institutions, not content to perform one or two core functions,
have become financial conglomerates, providing a host of of-

ferings, ranging from corporate finance to commercial lending
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to credit cards to wealth management and a bevy of other
activities.

Notably, to generate more profits, financial entities have had
to invent, design, and champion new financial instruments. De-
rivatives have become the ultimate growth engine. By the mid-
2000s, the average daily turnover in the global derivates market
was estimated at $2.4 trillion, and the bulk of the contracts were
structured around interest rates, foreign exchange rates, equities,
and commodities. The explosion in these highly complex and
sophisticated products—dubbed “weapons of mass destruction”
by Warren Buffet in 2003—went hand in hand with simpler
financial innovations, like “ninja” loans, or loans to subprime
home buyers who had no income, no jobs, and no assets.

Adding more fuel to the fire was excessive leverage, a phe-
nomenon encouraged by the regulators like the Securities and
Exchange Commission, which allowed the five largest U.S. in-
vestment banks to double their ratio of assets to capital to over
30:1 in 2004.

Another critical factor to a global financial sector increas-
ingly divorced from the real economy has been the growth of the
“shadow banking sector.” As Kevin Phillips notes in his book
Bad Money:

A key development within the financial sector over the
last decade has been the decline in relative importance of
depository institutions. Banks and savings and loan asso-
ciations had been the big guns through the 1970s, along
with insurance companies. Then they lost their old sway
before the advance of the new or expanding forces—
mutual funds, nonbank lenders, hedge funds, federally re-
lated mortgage entities, issuers of asset-backed securities,

security brokers and dealers, and others.”
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Quantifying this statement, Phillips notes that whereas de-
pository institutions and insurance companies accounted for
roughly two-thirds of the financial sector’s total assets in 1976,
by 2006 the combined share was just 30 percent. The upshot:
even if regulators had wanted to do their job, they wouldn’t have
known where to look.

The financial assets of the nonbank financial sector ex-
panded by a 9.4 percent compound average annual rate between
1999 and 2009 versus a 5.8 percent rate of growth among as-
sets of the traditional U.S. banking sector.® Due in part to this
growth differential, the shadow banks’ lending book was big-
ger than the entire traditional banking sector by 2007. By that
point banks supplied only 22 percent of all credit in the United
States.’

Economist Paul Krugman commented: “As the shadow bank-
ing system expanded to rival or even surpass conventional banking
in importance, politicians and government officials should have
realized that they were re-creating the kind of financial vulner-
ability that made the Great Depression possible. . . . Influential
figures should have proclaimed a simple rule: anything that does
what a bank does, anything that has to be rescued in crises the
way banks are, should be regulated like a bank.”°

Outside of Iceland and Ireland perhaps, nowhere has the re-
cent ascent of finance been more prominent than in the United
States. Because of the new instruments being invented, the
financial service sector overtook manufacturing in the turbo-
charged 1990s to become the largest sector of the U.S. economy.
In 2007, one year before the great financial meltdown, the fi-
nancial sector accounted for 20 percent of the economy versus
less than 12 percent for manufacturing. America’s manufactur-
ing base had effectively shifted from the industrial Midwest to
the cement canyons of Wall Street.



|| THE LAST ECONOMIC SUPERPOWER

The value of U.S. manufacturing paled compared to rolling
out new credit default swaps and mortgage-backed securities.
The financial sector accounted for a staggering 41 percent of all
corporate profits in 2007, well above the historic average. With
these sorts of numbers, it emerged as the largest sector of the
S&P 500 in the first decade of the twenty-first century, account-
ing for nearly a quarter of the S&P’s value in 2006, more than
double the share in 1990. All told, the supercharged U.S. finan-
cial sector became the growth engine of the United States over
the 1990s and 2000s, jumpstarting hyper growth in other credit-
sensitive sectors like housing and autos.

The United States was hardly alone in leveraging easy credit
to drive growth, however. Europe quickly caught the securiti-
zation fever, and in a number of countries, real estate soared
beyond anything known before. In Ireland, economic reforms
that included a much more free-wheeling financial sector fueled
what became known as the Celtic Tiger as the country grew
to the fourth richest in Europe. In the housing bubble that ac-
companied the flood of investments, real estate grew from 5 per-
cent of its economy to 14 percent, a dangerous level that would
later help plunge the country into recession. Much the same
occurred in the United Kingdom, where financiers would en-
gage in a “race to the bottom” with those on Wall Street—and
their banks would have to be rescued on a comparable scale.
In 2009 Prime Minister Gordon Brown complained about the
international deals of failed banks like the Royal Bank of Scot-
land: “Almost all of their losses are in the subprime mortgages
in America and related to [the Dutch bank] ABN Amro. These
are irresponsible risks taken by the bank with people’s money in
the UK.

The calamity was worst in Iceland, however. The rise of

high finance in the tiny island nation of 300,000 people is truly
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an epic story. Known more for fishing than finance, Iceland
was swept up by the free-market mania of the 1990s, and like
many other nations, aggressively privatized and liberalized large
swaths of industry, including the financial sector. In very short
order, as the capital poured in, Iceland transformed itself from
one of Europe’s poorest to one of its wealthiest nations. At the
center of this stunning turnabout was the finance sector.

After opening its capital account, or the amount of capital
it would allow to flow into and out of the country, in 1994, and
pursuing other market-opening measures in finance, Iceland
woke up one day in the early twenty-first century to the mind-
numbing fact that the assets of its financial sector were 12 times
bigger than the entire economy. Iceland had become the mother
of all bubbles. Although the only real endowments of the econ-
omy revolved around fish and the potential for thermal energy,
Iceland attracted billions of euros, dollars, and Swiss francs, cre-
ating a so-called economic miracle in the North Atlantic. How-
ever, in the end it was not a miracle but rather a mirage. Over
the course of 2008, the bottom fell out of the economy. Credit
dried up, the currency collapsed, and the economy came to sud-
den halt. In October 2008, the nation teetered on the brink of
bankruptcy before pulling back from the edge. The damage had
been done. In 2008 and 2009, Iceland’s economy severely de-
clined, a victim of a financial sector that had grown too fast and

too large relative to the real economy.

THE DETERIORATING FINANCIAL HEALTH
OF THE UNITED STATES

Another dangerous signpost that many routinely ignored was
the carefree attitude in the United States about borrowing and
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spending other people’s money and the attendant deterioration
in the country’s financial health as a result of this profligacy.

For much of the twentieth century, the United States was a
creditor nation—in other words, the nation’s foreign assets were
greater than its foreign liabilities. However, the tide turned in
the late 1980s. In 1988, for the first time since becoming a world
power, foreign-owned assets in the United States exceeded
U.S.-owned assets in the rest of the world. We as a nation owed
foreigners more than they owed us. The United States became a
net debtor nation for the first time since World War I, and since
then, unfortunately, it has never looked back, burrowing deeper
and deeper into debt. In 2009, the total U.S.net international
debt stood at $2.7 trillion. That figure represents a massive fi-
nancial albatross around the country’s neck because America’s
IOU to the rest of the world equals roughly 20 percent of the
nation’s total annual output.

Any nation that perpetually spends more than it saves, and
consumes more than it produces, will eventually find itself in
a financial hole. And the faster you dig, of course, the deeper
the hole. Americans dug furiously for years up until 2007. The
U.S. current account deficits—which represent the nation’s sav-
ings gap, or the difference between what a nation saves and
consumes—surged from just $80 billion in 1990 to over $800
billion in 2006. As a percent of GDP, the current account deficit
topped out at 6 percent of GDP in 2006. From 1999 to mid-
2007, the cumulative U.S. current account deficit was $4.6 tril-
lion, one of the largest financial holes in America’s history.

A few lone voices did express concern about the widening
deficit over the 1990s, but in general, the reigning consensus
was that the deficits were nothing to worry about. Espousing

this view were none other than America’s top policy makers.
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Speaking in 2005, Alan Greenspan noted that the current
account deficit was not a primary risk to the United States.
According to then Secretary of the Treasury Paul O’Neil, the
current account deficit was a “meaningless concept.” And before
becoming Federal Reserve chairman, Ben Bernanke opined that
America’s current account deficit was not America’s fault but the
fault of excess global savers who had nothing better to do with
their money than to send it to the United States. The popular
refrain on Wall Street during the 1990s was that the deficit and
attendant inflow of capital reflected the underlying attractive-
ness of the U.S. economy. The advent of the Internet, after all,
was “Made in America,” and America was at the forefront of
the global technology boom, which sparked a great deal of talk
about the “new economy.” With this sunny view of the future, it
was only logical that foreigners would want to send more capital
to the world’s most dynamic economy, helping to inflate U.S.
borrowing and the current account deficit in the process.

These soothing words helped assuage fears about the ex-
ploding deficit. So did the fact that as America—the so-called
superpower of global borrowing—burrowed deeper into debt
and continued to borrow overseas, U.S. interest rates remained
remarkably stable. Investors accepted lower and lower yields
on U.S. government securities, with the 10-year Treasury yield
falling from roughly 9 percent in 1990 to 6 percent in 2000 to
roughly 4 percent in 2003. America’s widening current account
deficit should have in theory, at least, resulted in foreign inves-
tors demanding higher yields for taking on more risk. Yet the
cheap financing from overseas continued—America’s deficit
elicited little concern given the premium foreign investors
placed on owning government securities backed by Uncle Sam.

As a result, leading up to the U.S. housing bust, foreign buying
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of U.S. assets kept long-term U.S. interest rates at about 1 to 1%2
percentage points lower than otherwise, according to abundant
academic research.

Thanks to the era of cheap money, borrowing and spending
became a favorite American pastime. The rising tide of foreign
capital that washed over the United States in the 2000s lowered
interest rates and increased the availability of capital, providing
the tinder that fueled a consumption binge like no other. The
surge in inflows also allowed the U.S. government to enjoy both
guns and butter—both waging war in Iraq and Afghanistan and
tax cuts. While many nations around the world did not like the
U.S.-led war in Iraq, foreign investors did nevertheless help pay
for the conflicts by providing low-cost capital to the fighting
machine called the United States. To this point, net capital in-
flows into the United States (foreign purchases of long-term
U.S. securities less U.S. purchases of long-term foreign securi-
ties) averaged $738 billion annually in the first decade of this
century versus an annual average of just $200 billion during the
1990s.

By the time the financial tsunami struck in 2008, never be-
tore had the United States been in so much debt. Years of cheap
money, reckless borrowing by U.S. households, evaporating sav-
ings, and incessant public sector spending left the United States
with one massive IOU to the rest of the world.

Reflecting the profligate ways of the United States and the
willingness of foreigners to lend money to the United States,
the foreign ownership of U.S. securities was at all-time record
levels when the financial crisis struck. When the meltdown
commenced, foreigners owned 14 percent of U.S. equities versus
a share of 5.7 percent in 1982. Over the same period, foreign
ownership of U.S. corporate bonds rose from 9.6 percent to

25 percent at the end of 2008. More telling, foreign investors
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owned roughly half of all marketable U.S. Treasuries at the end
of 2008, up from just 15.4 percent in 1982.

Against this backdrop, one question stands out: Who was
willing to lend all this capital to the United States?

GLOBAL CAPITAL FLOWS UPHILL

Another critical signpost that something was amiss in the world
of finance was the direction that money moved between coun-
tries. Historically, global cross-border flows have tended to flow
downhill from rich to poor nations, since investors in wealthy,
capital-abundant nations are more inclined to invest in capital-
scarce yet faster-growing emerging markets. In the first age of
globalization, the half century before World War I, worldwide
capital flowed from the core countries of Western Europe to the
rapidly developing economies of the Americas, Asia, and other
places. As the International Monetary Fund notes, “At its peak,
the net capital outflow from Britain represented 9 percent of
GNP and was almost as high from France, Germany, and the
Netherlands.” Between 1880 and 1914, nearly half of all inter-
national funds flowed to poor countries.

With this historical precedent, as financial globalization
gathered steam in the 1980s and as various developing markets
jumped on the global financial bandwagon, the common as-
sumption was that global capital flows would flow less among
the developed nations and more toward the developing nations.
And for a time, the consensus was right.

In the late 1970s and early 1980s, a sizable share of OPEC’s
excess surplus of “petrodollars” was recycled into the emerging
markets of Latin America and, to a lesser degree, Asia. Yet many

emerging markets indulged in too much borrowing and began
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to run large unsustainable deficits. The Latin American debt
crisis ensued in the mid-1980s, and the global capital that once
flowed freely into the region fled for safer harbors. A painful
recession followed across Latin American nations as access to
global capital dried up or became increasingly expensive. The
lack of credit forced painful economic adjustments in Latin
America until the next great wave of foreign capital rolled over
the region.

The second wave of financing came in the early 1990s. The
euphoria associated with the end of the Cold War, coupled with
aggressive market liberalization and deregulation in Central Eu-
rope, developing Asia, and Latin America, encouraged foreign
investors and banks to yet again pour billions of dollars into the
emerging markets. Net flows to the emerging markets soared to
$349 billion in 1996, one year before the Asian financial crisis.
Net flows to Asia, in particular, rocketed, with flows more than
quadrupling between 1991 and 1996, surging from $43 billion
to $180 billion in 1996—Dbefore plummeting to —$0.2 billion in
1998. Thailand’s currency crisis in mid-1997, and the “conta-
gion” that spread far and wide from Southeast Asia, brought the
second great wave of capital inflows to the emerging markets
to an abrupt and painful end. As foreign investors bolted for
the door again, in their haste they left a littered landscape of
collapsing currencies, shrinking credit lines, soaring debt levels,
and ultimately, imploding economies. The scars from the Asian
financial crisis were deep, and they galvanized many policy mak-
ers in the developing nations to think “never again.”

In the aftermath of the Asian financial crisis, many coun-
tries became tired of the financial merry-go-round, in which
“hot money” inflows would surge into a particular nation, inflat-

ing the currency and prices until the footloose capital decided to
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bolt, leaving disaster and destruction in its aftermath. After the
capital fled, shell-shocked governments were left with massive
currency losses, an explosion in foreign-currency-denominated
debt, and substantial fiscal losses as governments scrambled to
bail out and shore up their impaired banks. Shedding some light

on the cost of various crises, the World Bank notes:

Recent decades have seen a record wave of crises: by
millennium-end, there had been 112 episodes of systemic
banking crises in 93 countries since the late 1970s—and
51 borderline crises were recorded in 46 countries. These
crises both were more numerous and expensive, compared
with those earlier in history, and their costs often devastat-
ing in developing countries.’

In Indonesia, the cost of the nation’s financial crisis in 1997
was 55 percent of GDP; Argentine taxpayers anted up a similar
percentage after the financial crisis in 1980-1982." These fig-
ures are rather large yet do not even begin to capture the human
and social costs associated with the financial meltdowns of the
past few decades. Thus following the Asian financial crisis and
after being buffeted by numerous crises since the 1970s, many
developing nations came to equate current account deficits—a
consequence of large capital inflows—with financial instability.
The two terms were synonymous and to be avoided at all costs.

“Developing countries put aside hundreds of billions of
dollars in reserves to protect themselves from the high level of
global volatility that has marked the era of deregulation,” Joseph
E. Stiglitz writes, and quotes one prime minister, “We were
in the class of '97. We learned what happens if you don’t have

enough reserves.”®
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To short-circuit the chance of another destructive cycle,
to prevent current account surpluses from shifting to deficits,
officials in the emerging markets changed tack in the early
2000s. They became massive savers—shunning consumption
(current account deficits) for savings (surpluses). The accumu-
lation of foreign reserves—akin to stuffing money under the
mattress—became an overriding objective of many developing
nations.

The grand idea behind the accumulation of reserves was
twofold. First, the strategy was an insurance policy against the
risk of another financial crisis—in essence, the accumulation of
reserves was to serve as a war chest for the next crisis. Second,
recycling reserves into U.S. assets would help keep currencies
in emerging markets cheap and competitive vis-a-vis the U.S.
dollar, thereby enhancing their export potential and export-led
growth. With these objectives in mind, the savings pendulum
in the developing nations swung from a deficit of $17.7 billion
in 1999 to a surplus in excess of $400 billion by 2007. Rarely
had the world witnessed such a swing in savings in such a short
period.

Global savings soared over the first decade of the twenty-
first century, rising from 21.1 percent of world GDP in 2001
to 24.5 percent in 2007. Over this period, average savings rates
fell among the developed nations but climbed in most emerging
markets. Nowhere was the trend as pronounced than in China.
Its savings rate soared to 59 percent of GDP in 2007, up from
37.6 percent in 2001.

Bolstered by soaring oil prices, the savings rate in the Mid-
dle East jumped from 33.3 percent to 50.8 percent, a staggering
jump in savings that gave rise to the growing financial clout of

Middle East sovereign wealth funds. Relatively unknown until
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the turn of this century, the size of these reserves tripled during
the 2001-2007 period, according to IMF estimates.®

Excess savings also became the norm in Russia, among the
nations of Southeast Asia, and even in Latin America, whose
savings were boosted by the global boom in commodity prices,
a dynamic that helped swell the coffers of many commodity
exporters in South America. In the end, the international re-
serves of the developing nations rose from roughly $885 billion
in 1998 to nearly $6 trillion in 2008, a staggering increase, with
two-thirds of the total in possession of Asia and the Middle
East.

A large share of this excess global savings, in turn, was recy-
cled to the United States, swelling the pool of cheap credit avail-
able to the U.S. government and U.S. households. The party was
on—U.S. households gorged themselves on easy money and
bought larger homes, larger cars, and virtually anything else
that suited their fancy. The debt-fueled U.S. consumption boom
went hand-in-hand with ever-rising government spending lev-
els. Concurrently, excess U.S. consumer spending and the at-
tendant demand for imports kept the export machines of China
and Asia fired up, and bolstered, among many other items,
demand for gas-guzzling SUVs in the United States. The price
tor oil and food soared around the world, stuffing more dollars
into the coffers of Middle East oil producers, who in turn re-
cycled some of these dollars back into U.S. securities. The cycle
ted on itself—the insatiable appetite of U.S. consumers boosted
world exports and the current account surpluses of China and
other nations, who in turn funneled their excess savings back
into the United States. The recycling of reserves not only re-
flected the goal of many nations to keep their exchange rates
competitive with the dollar, but the outflows to the United
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States also reflected the belief among investors that U.S. secu-
rities were among the safest and most attractive in the world.
With their own investment opportunities limited at home,
many foreign investors in the emerging markets jumped at the
opportunity to invest more capital in the United States, or in a
market that was thought to be transparent, liquid, and among
the most sophisticated and developed in the world.

Financiers in the developing nations had sound reasons to
invest capital in the United States, not least of which was the
less than transparent banking institutions in their own coun-
tries. However, as the decade progressed, any first-year econom-
ics student could see that the uphill flow of global capital—from
poor to rich nations—was unsustainable and inherently risky.
Risky for the recipient of this capital—the United States—and
for the lenders, notably the largest of them all—China.

CHINA’S TOP EXPORT
TO AMERICA—CASH

Ask any American what the country’s number one import from
China is, and the response is likely to be furniture, toys, cloth-
ing, footwear, consumer electronics, and similar consumer-
related goods. This response would hardly be surprising since
the “Made in China” stamp seems to be ubiquitous in American
shopping malls.

Granted, America does import a great deal of goods from
China. U.S. imports from the mainland rose from just $ 1 billion
in 1980 to over $320 billion in 2007, one year before the crisis.
Over the same period, U.S. exports rose from $3.8 billion to $63
billion. This surge in bilateral trade is the most visible manifes-

tation of expanding U.S.-Sino commercial ties. Yet trade is not
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the largest or most important tie binding the two countries to-
gether. It is capital. Unbeknownst to many Americans, includ-
ing many legislators in Washington, America’s top import from
China is neither Barbie dolls nor iPods. Rather, it is China’s sav-
ings or cash. Over the past decade, the mainland has emerged as
America’s top trading partner and America’s chief loan officer.

Capital flows from China to the United States were negli-
gible up until 2001, but they exploded thereafter. Over the
1990s, the capital sent from China to the United States averaged
less than $7 billion per year; in 2001, however, capital inflows
topped $50 billion and continued to mount as China’s own
savings soared and as Beijing worked furiously to keep its own
exports competitive by buying dollars or bidding up the value
of the greenback against its own currency. Thanks to these ef-
forts, China’s international reserves totaled $1.2 trillion in 2007
and topped a staggering $2 trillion a year later. In the process,
China’s reserves overtook Japan’s, signaling a new financial order
in Asia that would bear directly on the world’s top debtor na-
tion, the United States, for some time to come. Japan was the
largest holder of U.S. Treasuries up until 2007, holding some
$581 billion at the end of the year versus China’s total of $478
billion. At the end of 2008, however, China’s holdings of U.S.
Treasuries were roughly $727 billion.

In 2008, capital flows to the United States from China—or
Chinese capital invested in U.S. securities like Treasuries, gov-
ernment agency bonds, corporate bonds, and U.S. equities—
soared to a peak of $130 billion, nearly double the level of total
cumulative inflows over the entire 1990s. What is more, the
amount easily swamped other top U.S. imports from the main-
land in the same year, including the import of telecommunica-
tions equipment ($53 billion), office machines ($49 billion),
apparel and clothing ($29 billion), electrical machinery ($25
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billion), and furniture ($18 billion). In the same year, China
accounted for nearly one-third of total U.S. capital inflows,
underscoring America’s rising financial interdependence on a
nation whose relationship with the United States swings be-
tween sweet and sour. How this relationship evolves over the
next decade will affect not only the United States and China,
but virtually every other region of the world. Like it or not—and
many folks in Washington do not like it—China has become
America’s financial sugar daddy.

The two nations have never been more joined at the finan-
cial hip, an entanglement that has created unease on both sides
of the Pacific. This arrangement weakens America’s hand when
trying to coax China into following America’s strategic goals
or tactics in such geographic hot spots as Iran, North Korea,
and Africa. America’s growing financial dependence also inhib-
its its leverage in negotiations over trade and investment. In-
creasingly, America has had to speak softly to China since it no
longer wields a big stick. The world’s largest debtor nation has
less clout when dealing with the world’s largest creditor nation,
hence, despite incessant demands from the United States, Chi-
na’s go-slow approach toward the revaluation of the renminbi.
Beijing did yield to global pressure for a more flexible exchange
rate in June 2010, although China’s currency is not about to be
freely convertible any time soon.

At the same time, the stakes for China in America’s finan-
cial future, after pouring billions into U.S. securities, has never
been greater. Not surprisingly, as America’s mountain of debt
has increased over the past decade, China has become increas-
ingly concerned about massive U.S. deficit spending and its ul-
timate impact on the U.S. dollar and U.S. securities. Expressing
these worries about the financial health of the United States in
March 2009, Chinese Premier Wen Jiabao said: “We have lent a
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huge amount of money to the U.S. Of course we are concerned
about the safety of our assets. To be honest, I am definitely a
little worried.” In November 2009, the Chinese leader reiterated
this point: “Most importantly, we hope the U.S. will keep its
deficit at an appropriate size so that there will be basic stability
in the exchange rate and that is conducive to the stability and
recovery of the world economy.”"’

China is so worried about America’s fiscal health and its
dollar holdings that Beijing has floated the idea of creating an
alternative to the U.S. dollar as the world reserve currency. The
United States, unsurprisingly, has dismissed the idea. The global
economy still pivots around the greenback, according to Wash-
ington, meaning large exporters like China are going to be paid
in U.S. dollars for a long time to come. For how long remains an
open question. It will be decades before the renminbi represents
a significant threat to the greenback, but the process has begun,
with China’s decision to allow Hong Kong to expand the avail-
ability of renminbi-denominated products in late July 2010 as
one more step in this process.

In the end, both parties need each other. China needs access
to the U.S. market in order to keep its export machine humming
and its massive workforce busy; and while the United States
could probably make do without Chinese-made tennis rackets
and running shoes, the world’s largest debtor nation would find
life a great deal more difficult if it were denied Chinese capital.

The fact that one of the poorest nations in the world, with
a per capita GDP a fraction of that of the United States—300
million of its people live on less than a $1 a day—exports its
savings to one of the richest nations on earth has to rank as one
of the greatest economic anomalies of all time. As we will see
in Chapter 8, if an economic cold war does break out between

the United States and the developing nations, the excess capital
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of nations like China will be a key strategic lever over the debt-
ridden United States.

THE INCREASING FREQUENCY OF
FINANCIAL CRISES

Probably the most surprising aspect of the financial crisis of
2008 was that investors and policy makers around the world
were actually “surprised” that such an event occurred. As Martin
Wolf of the Financial Times notes, “Ours has been an era of fi-
nancial turmoil.”*® Financial crises are hardly unique, in other
words.

As mentioned earlier, according to the World Bank in 2001,
some 93 nations experienced 112 systemic banking crises be-
tween the late 1970s and the end of the twentieth century. Some
nations did not have one crisis but multiple ones. Meanwhile,
based on the research of Barry Eichengreen and Michael Bordo,
the scholars note that there were 38 financial crises between
1945 and 1971 versus 139 between 1973 and 1997." Roughly
two-thirds of these crises since the early 1970s have transpired
in the developing nations.

The last point is important to understand. Because the ma-
jority of the financial calamities have occurred beyond America’s
shores over the past few decades, many people in the United
States have been lulled into thinking that financial crises are an
external phenomenon that typically affects faraway nations. Yet
crises at home have not been infrequent. The U.S. stock market
crash of 1987 was quickly followed by the savings and loan cri-
sis. The 1998 debacle at Long Term Capital Management was
followed by the financial mania associated with the boom and
bust of the U.S. technology sector. The U.S. dot-com meltdown
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that took place at the beginning of the 2000s was followed by a
historic boom and bust of the U.S. housing market and subse-
quent financial crisis.

Why do financial meltdowns occur so frequently? One rea-
son is that, in the era of financial globalization, massive amounts
of capital need to be recycled each year. The search for better-
than-expected returns typically herds capital into one or two
attractive investments, inflating the investment until market
conditions change or investors change their minds and bail, de-
flating the one-time hot investments, whether Brazilian equi-
ties, Russian debt, or developing Asian currencies.

Another reason for the increased frequency of crises lies
with the fact that in some developing nations, financial liberal-
ization outpaced the nation’s domestic financial sector’s devel-
opment. Before the collapse of Argentina’s economy in 2001,
for instance, the country had become overrun by foreign banks,
whose lending favored multinationals, with which they were
tamiliar, and excluded many local businesses whose growth
would have stabilized the country.?® The opening of the capital
account, in other words, was premature and therefore a recipe
for disaster given the lack of property rights, weak institutions,
ineffective clearing mechanisms, lax regulations, illiquid capital
markets, outdated technology, and other factors that helped fos-
ter more instability than stability.

ON BORROWED MONEY AND TIME

While the quarter century up until 2007 was a blessed period of
muted inflation, low unemployment, and infrequent and shal-
low recessions in the United States, all was not well with the
U.S. economy. The good times, with the benefit of hindsight,
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were basically funded with borrowed money, which meant that
the party was on borrowed time. At the beginning of 2008, the
midnight alarm was about to strike.

Excess leverage (debt) and excess risk taking were defining
features of this period, with early warning signals emanat-
ing from both overseas and in the United States. Even while
Alan Greenspan warned of “irrational exuberance” in 1998, the
debt-fueled party rolled on. Not even the great dot-com boom
and bust could dampen the animal spirits of the time. America
moved from one bubble (technology) to another (housing).

All the warning signs were flashing, but the party continued,
since the great leveraged boom of the early twenty-first century
produced robust growth rates in the United States and over-
seas. Indeed, over the 2003-2007 period the global economy
expanded by nearly 5 percent per annum, a rate of growth well
above the historic average (3.7 percent). Life was good for many
Americans in the mid-2000s, notwithstanding the dramatic
events of September 2001 and the fact that the United States
was at war. Everything was fine as long as the cost of capital
remained cheap, asset prices continued to rise, U.S. borrowers
made their payments on time, and the United States continued
to attract overseas capital. By the summer of 2006, however, the
party was coming to an end. Housing prices began to fall,
the cost of capital began to rise, and housing inventories soared.
The great U.S. housing boom was about to go bust; the lever-
aged boom was over. The party was about to turn really ugly.



CHAPTER

3

Financial Armageddon and
the Retreat of Globalization

When the music stops, in terms of liquidity, things will be
complicated. But as long as the music is playing, you've got to
get up and dance. We're still dancing.

—Cunuck PrINCE, Financial Times, JuLY 9, 2007

Wall Street got drunk.

—PRresiDENT GEORGE W. Busn

or many who toil on Wall Street, Labor Day weekend is the

last gasp of solace before the year-end sprint to the finish.
The weekend that heralds the end of summer is typically a time
to recharge batteries before heading into the home stretch. The
last few months of the year represent the last chance for money
managers to beat their benchmarks, for investment bankers to
close the deals, for traders to plump up their returns, and for
anyone hoping for a decent year-end bonus to shine once more.
Adding another layer of angst to the post-Labor Day environ-
ment, September and October are notoriously volatile for the
financial markets as trading volumes pick up after typically qui-
eter summer months and as money managers of mutual funds
begin to close out their books for the end of the year.
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Although rested and tanned, many on Wall Street returned
to their desks feeling uneasy in early September 2008. The past
year, since the global stock markets had scaled new heights
back in October 2007, had been long and painful. From these
peaks to September 2008, the S&P 500 and Dow Jones Indus-
trial Average had lost 18 percent and 18.5 percent, respectively.
Combined, the two indexes lost $3.4 trillion in value. The news
was not much better overseas, for the MSCI World Index had
dropped nearly 20 percent. The market carnage was universal,
as stock markets in Europe, the Middle East, Latin America,
and Asia all twisted in a downward spiral. In total, some $13
trillion had been lost in the global stock markets—one of the
costliest market swoons in financial history. And that was just
losses from global equities—investors had also taken a bath in
the imploding global real estate market and in various other as-
set classes.

In essence, the global financial markets were signaling (cor-
rectly) that something was wrong—terribly wrong. In particu-
lar, pressure continued to mount in the U.S. housing market,
as the bust gained momentum and claimed more victims in its
wake. The institutions with the largest exposure to subprime
mortgages continued to drop like dominos. New Century Fi-
nancial filed for bankruptcy in the spring of 2007, while Coun-
trywide Financial, the nation’s largest mortgage lender, skirted
insolvency by being acquired by Bank of America in early 2008.
The collapse and fire sale of Bear Stearns in March 2008, a fate
dictated by mortgage-related losses at the investment bank,
particularly rattled Wall Street, escalating the Street’s level
of paranoia. Everyone knew that the financial underpinning of
the global capital markets had been dramatically weakened by the
housing bust in the United States and Europe. But the extent

of the collateral damage was unknown, sowing uncertainty, and
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it is uncertainty that makes people on Wall Street nervous. The
takeover of Bear Stearns was followed by growing losses at other
banks and the general deterioration of the U.S. and global econ-
omies. By mid-summer 2008, the liquidity problems of many
financial institutions had crossed over into concerns about sol-
vency. Highlighting the latter, the FDIC took over control of
Indy Mac, a large California-based thrift and mortgage lender,
in July 2008.

Against this backdrop, as the world’s financial capital
cranked back up for business in early September 2008, an eerie
calm hung over the Street. The unknowns—“what’s next” and
“who is next”—weighed heavily on the minds of investors. The
fragile global capital markets were also an acute concern of
the Federal Reserve, the U.S. Department of the Treasury and
other U.S. agencies. Indeed, as recounted in Andrew Ross Sor-
kin’s Too Big to Fail, well before Labor Day 2008, key U.S. policy
makers and Wall Street chiefs clearly saw and feared the finan-
cial train wreck coming down the tracks and worked frantically

to avoid such a fate.! Their efforts, however, were to no avail.

WHEN THE PLUMBING BLEW UP

As indelicately put by the Bank for International Settlements,
“The financial system is the economy’s plumbing. And like the
plumbing in a house, it is taken for granted when it works, but
when it doesn’t, watch out.”

The financial plumbing of the United States blew up in Sep-
tember 2008. During the month that rocked the global financial
markets, the U.S. government put Fannie Mae and Freddie Mac
into conservatorship; Lehman Brothers filed for Chapter 11

bankruptcy protection; Bank of America Corporation acquired
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Merrill Lynch & Co., Inc.; the Federal Reserve bailed out insur-
ance giant AIG at a cost that would reach over $170 billion; the
government also took over Washington Mutual, the largest U.S.
thrift institution; Wells Fargo swallowed Wachovia; and Wall
Street’s most respected investment banks, Goldman Sachs and
Morgan Stanley, converted into banks. All these titanic events
took place in a matter of weeks. By the end of 2008, none of the
Street’s largest investment banks existed in its prior form.

Across the Atlantic the situation was not much better. By
the end of September 2008, HBOS, Britain’s largest mortgage
lender, had fallen under the control of Lloyds T'SB. U.K. mort-
gage lender Bradford & Bingley had been nationalized. The
Dutch banking and insurance company Fortis required a capi-
tal injection from three European governments. To stave off its
demise, German commercial property lender Hypo Real Estate
had to secure a government credit line. And in Ireland, whose
real estate bubble was among the greatest on planet Earth, the
Irish government announced a sweeping plan to guarantee all
deposits, covered bonds, and senior and subordinated debt of six
Irish banks. Not long after Ireland’s move many other govern-
ments adopted the same extensive safeguards.

The pain spread—to Russian oil companies, German capi-
tal goods manufacturers, and Spanish homeowners. Iceland’s
highly leveraged banks brought the nation to the verge of bank-
ruptcy. The emerging markets also felt the pain, even though
many of their banks had avoided taking on the toxic subprime
loans exported from the United States. In such a tightly woven
global economy, emerging market assets imploded in value on
the broad fears that financial crisis in the United States would
lead to a global recession, a plunge in commodity prices, and a
flight to safer investments than betting on untested companies

in faraway lands. The collection of these fears—which all came
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to fruition in the closing months of 2008—was enough to pum-
mel the financial markets everywhere, the emerging countries
included.

Because the financial system is based on trust, the events of
September 2008 made everyone extremely cautious and suspi-
cious. Gone was the trust among ordinary citizens who thought
the money they deposited with their local bank would be there
tomorrow. Borrowers stopped believing that an investment
touted as investment grade was just that and not subprime or
toxic. Banks simply would not lend to each other on a short-
term basis out of the fear that a borrower today could be out
of business tomorrow. Securitization—or the process whereby
banks and others parceled out risk by slicing up debt into pieces
that were bought and sold all over the world—had come back
to haunt Wall Street and the global financial markets. Painfully
obvious to almost everyone, the elaborate risk-management
schemes of banks and many other financial institutions had
failed. Reeling from all the turmoil, the global equity markets
lost $6 trillion in value over the month of September and con-
tinued to crater for the next six months.

In the end, the bursting of the U.S. housing bubble set off
a chain reaction of defaults and foreclosures that would ulti-
mately infect one part of the financial sector after another—
prime mortgages, commercial paper, bond insurers, auto loans,
corporate loans, credit cards, student loans, and the sovereign
debt of nations like Iceland and Latvia. Easy credit had trig-
gered the housing boom, and the credit boom itself had been
underpinned by the global savings glut, an extended period of
very easy monetary policies, lax regulation, and financial inno-
vation—all of which increased risk taking and leveraged bets.
When the global credit markets froze in September 2008, global

economic activity—consumption, investment, trade—came to
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a virtual standstill. Both rails of globalization—finance and
trade/investment—nhad become dysfunctional, with problems in
one feeding into another. So widespread was the damage from
the U.S.-spawned financial train wreck that in late 2008, Paul
Krugman, awarded the Nobel Prize in Economics in 2008, omi-
nously warned of the “prospects of a second Great Depression.”

Luckily, nothing of the sort happened, but the damage to
globalization was severe. After soaring in the prior quarter cen-
tury, total world financial assets plummeted in 2008, declining
a staggering $16 trillion, according to the McKinsey Global
Institute.” The free fall in assets—roughly four times the size
of China’s economy—represents the largest annual decline in
history, with most of the decline due to the result of swooning
global stock market prices. The United States, at the epicenter
of the global financial crisis, suffered the largest loss—$5.5 tril-
lion in 2008. Japan and China’s losses were also substantial, as
both nations suffered a $2.4 trillion drop in total assets. The
highly leveraged nations of Central and Eastern Europe were
also slammed in 2008, and their financial assets plunged some
$2.8 trillion.

Significant losses appeared across the board, with real estate,
not surprisingly, the leader among them. McKinsey estimates
that global residential real estate values plunged $3.4 trillion in
2008 and by nearly $2 trillion solely in the first quarter of 2009.*
Cross-border capital flows—including foreign direct invest-
ment, bank lending, and purchases and sales of foreign stocks
and debt—dropped a staggering 82 percent in 2008. Cross-
border flows totaled just $1.9 trillion, down from $10.5 trillion
the year before. The largest declines came in cross-border lend-
ing, which fell from $4.9 trillion in 2007 to —$1.3 trillion in
2008. This massive swing underscores the global panic of 2008,

when many financially impaired institutions frantically with-
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drew money from overseas, notably among high-risk, highly
leveraged emerging markets.

Only massive government intervention arrested the
global financial panic of late 2008. In the frantic months af-
ter the shocking events of September, the world’s central banks
slashed interest rates and undertook a number of unconven-
tional measures to inject money into the global capital markets.
Concurrently, fiscal policies around the world became hyperex-
pansionary as governments rushed to stave off economic Arma-
geddon. Albeit reluctantly, the U.S. Congress approved a $700
billion bank bailout package in late 2008, which was followed by
a $787 billion stimulus package shortly after President Barack
Obama was sworn into office in January 2009. Even before
Obama assumed the presidency, amid increasing dire talk of the
rising odds of a depression, the U.S. Congress, Department of
the Treasury, and the Federal Reserve threw whatever resources
available at the badly impaired U.S. economy. Similar frantic
moves were pursued and implemented around the world. The
European Union, Japan, China, South Korea, Brazil—policy
makers in all of these nations went into overdrive to stave off
a global depression by boosting public sector spending and in-
creasing the availability of credit. Many central banks cut inter-
est rates to virtually zero. Rarely had the world ever mobilized
in such a concerted effort to fight a common cause—the great
financial crisis of 2008.

The extraordinary dose of fiscal and monetary medicine
worked. Despite being labeled a once-in-a-century event by
the International Monetary Fund, the financial crisis of 2008
did not lead to a global depression, as many prominent analysts
teared. Yet the ensuing global recession was deep and nasty by
almost any measure, revealing just how interlinked the world

had become owing to the rise of globalization since the early
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1980s. The crisis in global finance had a direct and immediate

impact on the real global economy at large.

THE COLLAPSE OF THE REAL
GLOBAL ECONOMY

The ripple effects of the financial crisis caught many policy
makers off guard, and in some cases, embarrassingly so. When
the U.S. subprime monster reared its ugly head in the summer
of 2007, many investors and policy makers thought the problem
was strictly a U.S. phenomenon. Wise heads spoke of “global
decoupling,” or the belief that despite a battered U.S. economy
and impaired financial sector, the rest of the world was immune
to the tremors. Many felt that Europe and the emerging mar-
kets could go on their merry way without America.

“It’s not logical to talk about a recession in Europe,” pro-
claimed EU Economic and Monetary Affairs commissioner
Joaquin Almunia in January 2008.> “The U.S. economy . . . has
serious problems with fundamentals. We haven’t.” Meanwhile,
Jean-Claude Juncker, head of the Eurogroup of European fi-
nance ministers, flatly declared that Europe had no need to
resort to fiscal stimulus packages. Remarkably, as the U.S. re-
cession gathered steam in the summer of 2008, the European
central bank opted to raise interest rates in early July 2008,
oblivious to the impending global train wreck. Across continen-
tal Europe, most wise heads felt that the Anglo-Saxon model of
finance and capitalism, led by the United States and the United
Kingdom, had at long last sparked its own demise. Debt was
the rope that finally hung the highly leveraged U.S. economy.
Conversely, for those nations that had exhibited modesty and
prudence, everything would be fine.
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Oblivious to the fact that the German banking sector had
become infected by toxic U.S. subprime loans, German finance
minister Peer Steinbriick boldly proclaimed that the financial
crisis was an “American problem,” a by-product of American
greed and inadequate regulation that would cost the United
States its “superpower status.” This bout of Schadenfreude
would come back to haunt Steinbriick. Just three days after
chastising the United States for financial ineptitude, Germany’s
finance minister found himself scrambling to orchestrate a
multibillion euro package to save German banks and admitting
that Europe was “staring into the abyss.”

But Germany was not alone in thinking that problems in
the United States were confined. Japan initially viewed the U.S.
meltdown as “fire on the other side of the Pacific.” With bet-
ter fiscal balance sheets, excess reserves, and rising consumption
levels among their emerging middle classes, nations like China,
India, Brazil, Poland, and others thought they were sheltered
from the economic storm. Until September 2008, the “decou-
plers” argued that the emerging markets, led by China, were
strong enough to stand on their own. Not to worry, went the ar-
gument. Flush consumers in Shanghai, Dubai, Delhi, and other
parts of developing nations were ready to step in and fill the void
left by the highly leveraged U.S. consumer. Any decline in ex-
ports to the United States would be countered by rising trade to
other nations, notably the high-flying emerging markets. How
fallacious that belief was became painfully obvious in the final
months of 2008.

The financial maelstrom that engulfed the United States
slammed the rest of the global economy like a category five hur-
ricane. Credit is the oxygen of the global economy—the more
credit available and the better it circulates around the world, the

stronger the world economy. Denied credit in the final quarter
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of 2008—as one financial institution after another halted lend-
ing—the global economy effectively seized up. On a seasonally
adjusted annual rate, output declined by nearly 6 percent in the
United States and over that level in Europe in the fourth quar-
ter of 2008; the decline in Japan was a staggering 14 percent.
The decline in output in Europe and Japan was even deeper in the
first quarter of 2009—10 percent and 15 percent, respectively.
Meanwhile, global trade measured in U.S. dollars plunged 31
percent between August 2008 and March 2009; the decline in
trade volumes was not as severe, although they did crater 22 per-
cent over the same period, one of the steepest declines in global
trade on record.

The plunge in exports that befell Europe and Japan was
brought on by the severe decline in U.S. consumer spending.
Shell-shocked by the financial tsunami that struck Wall Street,
American households not only cut back on spending but also
increased their level of savings in the latter part of 2008. Sav-
ings rose roughly four percentage points of disposable income
between the last quarter of 2007 and the first quarter of 2009.
That’s because U.S. consumers finally found their finances im-
paired by plunging stock market prices, imploding home prices,
and the rising prospects of being thrown out of work. The debt-
fueled era of U.S. consumption came to a screeching halt. Amer-
ican households lost around 20 percent of their net worth—a
cool $13 trillion—between the second quarter of 2007 and the
end of 2008. The Bank for International Settlements stated, “As
a percentage of disposable income, this loss was greater than the
wealth accumulated over the previous five years.”” This massive
loss in household wealth, not surprisingly, coupled with mount-
ing job losses, led to a sharp drop in U.S. consumption and a
stunning collapse of global economic growth. Accounting for

roughly 19 percent of total world imports in 2000, the global
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share of U.S. imports dropped to 13 percent by the end of 2008
and to around 12 percent by the end of 2009.

The fallout was swift and widespread. Trade-dependent de-
veloped nations like Germany and Japan were brutally hit by
a downturn in export demand, which triggered a downturn in
capital investment and new hiring. As the global credit crisis
intensified, the high-flying residential and commercial property
markets of the United Kingdom, Spain, and Ireland collapsed,
taking their respective economies down with them. With their
earnings impaired by one of the worst financial crises in history,
large and small corporations in the developed nations slashed
their payrolls and suspended capital investment projects, adding
even more pressure to the staggered global economy. In the end,
economic growth among the developed nations imploded in the
final months of 2008.

And despite all the chatter about “decoupling,” the global
fallout did not spare the developing nations. A steep decline in
global demand for exports, accompanied by a plunge in com-
modity prices and capital inflows, left many developing nations
battered and bruised. By the end of 2008, many developing na-
tions were staring at depreciating currencies, plunging exports,
soaring external financing costs, and swooning equity prices.
The debate about global “decoupling” had ended. The inconve-
nient truth was that a world economy wired together by unfet-
tered global capital flows, which supported ever-rising levels of
trade and investment, advanced or declined together. No nation
escaped the effects of the global recession that sank the world at
the end of the first decade of the twenty-first century.

Not even the high-flying Chinese economy escaped from
the wreckage. While China’s economy grew by roughly 9 per-
cent in 2009, the annual rate of growth was well below the 13

percent achieved in 2007. India and Indonesia also managed
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positive growth in 2009, although, collectively, the total output
of the developing nations rose by just 1.2 percent for the year,
down sharply from 8.1 percent one year before the crisis struck.

Rising risk aversion among banks and investors precipitated
a sharp decline in investment in the developing nations. Bank
lending swooned, as syndicated loan deals plunged to $123 bil-
lion in 2009, roughly half the level of 2008. Banks were not the
only institutions pulling back from the emerging markets—so
too were large multinationals. Foreign direct investment to the
developing nations plunged by 40 percent between the first
quarter of 2008 and the third quarter of 2009, and by roughly 24
percent for all of 2009. In all, net private flows to the develop-
ing nations fell by roughly 70 percent in 2009 from their peak
in 2007.

Beyond the economic costs of the crisis were the mount-
ing human costs. The World Bank estimates that by the end
of 2010, 90 million more people are expected to be living in
poverty than would have been the case without the crisis. Sadly,
others estimate that between 30,000 to 50,000 children may
have died of malnutrition in 2009 because of the crisis. The un-
employment figures were grim all across the world. People out
of work reached double digits across Europe, topping 20 percent
in Spain, across the Caribbean and down into South America.
In China, with an “official” unemployment rate of 4.2 percent,
more than 20 million migrant workers lost their jobs when the
global economy seized up in late 2008. The toll, in other words,
from the financial crisis extended well beyond the global capital
markets and had devastating consequences for rich and poor na-
tions alike.

As 2009 came to a close, however, glimmers of hope ap-
peared on the horizon. The signs of a cyclical economic recov-

ery had become more evident. Policy makers were breathing a
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sigh of relief. By applying the lessons learned from the Great
Depression—in times of crisis, spend and lend like mad—the
world’s central banks and respective governments had staved off
disaster. Sensing that the worse was over, the S&P 500 staged
an unprecedented rebound over the course of the year. After
plunging to a cyclical low of 676 on March 9, 2009, the index
reversed course and subsequently ended the year at 1,115, a 65
percent surge from its March trough. Over the same period, the
Dow Jones Industrial Average soared 59 percent. Overseas, the
rebound in the global stock markets was even more dramatic. In
Germany, the DAX soared 61 percent in 2009, while the main
French index, the CAC, gained 56 percent. Outsized equity
gains were also scored in the United Kingdom, Spain, and the
Netherlands. In the emerging markets like Brazil, India, and
China, the gains were even more impressive. Brazil soared 87
percent in 2009, followed by gains of 114 percent and 55 per-
cent in India and China’s Shanghai index, respectively.

The year ended on a positive note—yet no one was ready to
claim “mission accomplished” in early 2010, and for good rea-
son. While the acute phase of the crisis had passed, the scars
remained deep and fresh. The economic destruction of the crisis
had caused the suffering of millions of workers in rich and poor
nations alike, and this fed the groundswell of political anger di-
rected at banks. With toxic accusations flying, it became very
clear in early 2010 that the global economy was not about to
return to “business as usual” any time soon. Sensing a shift to-
ward a new era, a grim recognition emerged among the policy
elites at the annual World Economic Forum in Davos, Swit-
zerland, in January 2010 that globalization had largely failed,
that banks needed more regulation, and that states needed to
be more involved in running their respective economies. Ironi-

cally, this mood shift was sounded by the longtime champions
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of globalization, or among the many elites that have benefited
enormously from globalization over the previous three decades.

As the second decade of the twenty-first century dawned,
globalization was in retreat, and America’s global dominance
was in decline—both casualties of the U.S.-led financial crisis
of 2008 and ensuing global recession. Voices from emerging
countries began to proclaim that a historic shift from West to
East was taking place. That all sounded noble and prophetic,
but what did such a shift really mean? If the leaders of the previ-
ous wave of globalization were yanked off to the sidelines, who

exactly were the substitutions?

THE RETREAT OF FINANCIAL
GLOBALIZATION

The scars from the financial crisis will be deep and long lasting.
In particular, the past will not be prologue for unfettered global
capital flows. After soaring over the past quarter century, these
flows are set to become more constrained and “caged” in the
years ahead, a prospect that throws sand in the gears of global-
ization.® Big Western banks, I suspect, will become less global
and more tepid in the search for overseas growth and more
focused on getting things right at home. Many developing na-
tions, meanwhile, having avoided the worse of the financial
meltdown thanks to the heavy hand of the state in regulating
banks, are not about to unbound their financial institutions any
time soon. In the aftermath of the great financial crisis of 2008,
financial conservatism will be the global norm.

Just as the return of globalization in the early 1980s was
largely underwritten by ever-rising levels of cross-border capital

flows, so the retreat of globalization will be led in large part by
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more tightly regulated global finance. The exotic global invest-
ments of the past are likely to become less exotic and more mun-
dane, in addition to being far more constrained. Since the crisis,
global financial reform has become the primary rallying cry of
politicians around the world. To what extent the global financial
landscape will be recast in the next few years remains to be seen.
Proposals vary—French president Nicolas Sarkozy favors the
creation of a new Bretton Woods system. China has advocated
a new world’s reserve currency, one that would dethrone the
U.S. dollar as the world’s top currency. Germany has opted for
a unilateral ban on short selling of all stocks and euro-currency
derivatives should the sale be for speculative purposes. “Naked”
short selling has also been restricted.

In the United States, the Wall Street Reform and Con-
sumer Protection Act of 2010 (the so-called Dodd-Frank Bill)
was signed in law by President Obama on July 21, 2010, repre-
senting one of the most sweeping overhauls of the U.S. finan-
cial industry in decades. By the time this piece of legislation
reached the president’s desk, the bill was some 2,300 pages long,
although despite its heft, it was lacking in specifics. As a Wall
Street Journal editorial noted, “Lawyers estimate that the law will
require no fewer than 243 new formal rule-makings by 11 dif-
ferent federal agencies. The SEC . .. will write 95 new rules. The
new Bureau of Consumer Financial Protection will write 24,
and the new Financial Stability Oversight Council will issue 56.”

Against this muddled backdrop, the full effects of the legis-
lative behemoth will not be fully known for some time, leaving
many parties—on the left, in the center, and on the right—
unsatisfied and critical of the legislation. In a Wall Street Jour-
nal survey, various experts rated the legislation, with former
Treasury secretary Hank Paulson doling out a grade of “Incom-

plete.” Harvey Pitt, former chief of the Securities and Exchange
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Commission, was less ambivalent, handing out an “F.” Bill Gross
of Pimco was only slightly less hostile, with a grade of “D+,”
while Nouriel Roubini of New York University, one of the few
economists that warned of the impending housing bust, said the
legislation was worthy of only a “C+.”? In the days after the bill
was signed by President Obama, some columnists opined that
the banks got off easy and that nothing had really changed—
that “the markets are masters again.”"!

Time will only tell. Putting flesh on the legislative skeleton
created by Congress will take months, if not years, and involve
some of the most intense lobbying efforts in the history of U.S.
politics. More certain is this: while many feel the financial over-
haul did not go far enough, the general consensus is that mas-
sive new layers of regulation will ultimately bite into the future
earnings of U.S. banks and financial institutions. The upshot:
more constrained earnings among U.S. banks and other finan-
cial institutions, coupled with unclear regulations or a muddled
road map, will in turn diminish the reach and appetite of banks
to venture too far from home. As this trend plays out, financial
globalization will stall and could go into retreat.

As part of this outcome, an even greater risk lies in the fact
that while preaching unity and cohesion, key G-20 members
have crafted financial regulatory reforms in silos—or in an un-
coordinated, national, fragmented fashion that will gum up the
global capital markets. The United States has struck out on its
own. In Europe, Germany stunned the world and its counter-
parts in Europe by taking the unilateral step toward banning
certain kinds of short selling in May 2010. The U.K. govern-
ment has created its own commission to investigate whether or
not some of the largest banks in the country should be broken
up. Besides the incoherent and uncoordinated push by various

nations to regulate the global capital markets, the Group of
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Twenty (G-20) and the Basel Committee on Banking Supervi-
sion weighed in with their own rules and regulations in mid-
September 2010. Then, the Basel Committee—a group composed
of regulators from 27 nations, including the United States—
agreed to new global bank capital standards that will require
banks to hold much larger capital cushions, among other items.
Basel III mandates that banks raise their reserve of common
equity to at least 7 percent of their assets, up from roughly 2 per-
cent. The capital-raising standards, however, will not come into
effect until 2018 and 2019, leaving plenty of time, according
to those who advocated tougher measures, for banks to create
mischief. How Basel III ultimately comes into effect remains
to be seen; many details were missing from the deal struck in
September, layering even more regulatory uncertainty over the
global capital markets.

More certain is this: out of the ashes of the current crisis, the
global financial architecture of the future is likely to be charac-
terized by tighter rules and regulations regarding capital ratios
and liquidity requirements, both measures of a bank’s stability,
plus their risk-management assessments. The pace of inno-
vation in the financial sector is likely to slow, becoming more
heavily monitored. The use of derivatives is likely to be signifi-
cantly curtailed. In the developing nations, more rules that limit
capital inflows are probable, as are measures that encourage the
accumulation of international reserves. The World Bank worries
that past efforts toward capital account liberalization will ei-
ther slow or go into reverse: “Authorities in developing countries
may take a more skeptical view toward globalization and seek
to promote domestic financial intermediation as an alternative
to reliance on foreign capital.”*? Since the global financial cri-

sis struck in late 2008, various multilateral institutions like the

World Bank, the IMF, and the Asian Development Bank that
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have long preached against the dangers of capital flows have ac-
tually warmed up to the idea of capital controls. The more capi-
tal flows become in fashion, the greater the retreat of financial
globalization.

The necessity for banks in the developed nations to reduce
risk taking and rebuild their impaired capital base implies less
cross-border lending, or lending at higher rates. Risk-averse
banks, many of them bailed out by their own governments, are
expected to focus their future lending at home, at the expense of
markets overseas. After expanding abroad, many U.S. and Euro-
pean banks are pulling back, selling their overseas affiliates,
denying some developing nations low-cost capital and more so-
phisticated financial services needed to drive growth, like setting
up a new company’s initial stock offering. Regarding the latter,
as the World Bank notes, American investment banks have par-
ticipated in 86 percent of the value of developing-country initial
public offerings over the past decade, or some 32 percent of the
deals done. This has allowed investors in the developed nations
to invest in fast-growing companies in the emerging markets,
and conversely, provided the needed start-up capital for these
firms. At a minimum, foreign bank participation in many de-
veloping nations is expected to rise less quickly in the future,
helping to reduce the level of global capital flows.

What'’s more, additional financial regulation is also likely to
raise the cost of capital for companies wishing to conduct global
mergers and acquisitions and conclude foreign direct-investment
deals. Because access to foreign capital is important to global
trade and foreign direct investment, the more rules and regula-
tions put in place that inhibits the flow of global capital, the less
capital available to financially lubricate the global economy.

In the end, while the design of a new world financial archi-
tecture is still in the early phases, the precrisis global financial

system now is a thing of the past. Too much damage has been



FINANCIAL ARMAGEDDON AND THE RETREAT OF GLOBALIZATION ||

done, and too much government time, effort, and money has
been expanded to return to “business as usual.” We now con-
front a world whereby cross-border flows will be more costly
and less abundant. Debt is likely to become more expensive,
raising the cost of trade financing and the cost of conducting
mergers and acquisitions. To nurse their balance sheets back
to health, many of the world’s largest banks are heading home,
selling off assets in foreign markets, thus further contributing to
the deglobalization of finance.

In this environment, financial regionalism is likely to gain
traction. As the World Bank notes, “The severity of the financial
crisis and its transmission through the global capital markets
is likely to turn policy makers’ interest toward regional cooper-
ation in an effort to buffer shocks originating in high-income
countries.”" The expectation is that many developing nations,
while curtailing their financial ties with the developed na-
tions, will broaden their own ties with domestic companies
through regional arrangements. The movement toward building
regional financial institutions, in turn, could supplant the need
for long-standing multilateral institutions like the International
Monetary Fund. In Asia, talk of a regional monetary association
or union has increased over the past year, an idea that had been
debated but ultimately shelved following the 1997 Asian finan-
cial crisis. Buffeted yet again by global financial instability, how-
ever, various nations in Asia are warming up to the idea of greater
regional monetary cooperation. Similar thoughts are surfacing
in the Middle East, where Islamic banking is gaining traction.

As a result, global capital markets could become more frag-
mented and based more along regional lines, a shift that could
ultimately lead to more regional trading blocs and a global trading
system significantly different from the one in place over the past
50 years. A regulatory tsunami is about to wash over the global

capital markets, leaving in its wake a new world global finance.
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In time, the consequences of the financial crisis of 2008 will
come to be seen as just as powerful and game-changing as Presi-
dent Nixon’s decision to close the gold window in 1971.To a
very large degree, we are heading back to the future, or to a time
when global finance was more restricted and contained. This
will promote and contribute to the retreat of globalization.

Pushing the world economy toward the same destination is
the rise in trade and investment protectionism. While the global
recession of 2008 did not spawn a rash of blatant trade restric-
tions among nations a la the 1930s, trade and investment pro-
tectionism has emerged over the past year under different and

nontraditional guises.

SMILING FACES TELL LIES

Global summits rarely yield anything but the summit-ending
group photo. Indeed, no high-powered powwow is complete
without a mug shot of the world’s leaders standing shoulder to
shoulder, with big grins pasted on their faces in an attempt
to convey unity to the rest of the world. The G-20 London sum-
mit in early April 2009—the second such summit among the
world’s new political elite—was no different.

Despite the fragile state of the world economy, the heads of
state of the world’s leading economies in London shared plenty
of smiles. They also offered plenty of assurances that they un-
derstood the lessons of the Great Depression—that national-
ist measures to inhibit and restrict cross-border trade would
spell economic disaster for the world and undermine an already
battered global economy. Not to worry, so the grins seemed to
suggest. The world’s leaders knew better and were not about
to revert to beggar-thy-neighbor trade policies.

Yet, to borrow a phrase from the Motown group the Temp-
tations, “smiling faces tell lies.” At least in London they did.
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Despite pledges to keep their markets open, the world’s leading
countries have tilted in the opposite direction since the global
financial crisis began. By the middle of 2009, the World Bank
had noted 23 new restrictions on trade since the LLondon sum-
mit in April and roughly 90 new trade-restricting measures
since the first crisis-related G-20 summit of October 2008. In
addition, the number of proposed “safeguard” measures, which
allow countries to block sharply rising imports without proving
unfair pricing, rose from just 2 cases in the first seven months of
2008 to 16 in the first half of 2009.

The proliferation of protectionism has been even more wide-
spread than the World Bank figures suggest, according to the
Global Trade Alert (GTA) and its energetic editor Simon J.
Evenett, among the most diligent in documenting the rise of

global protectionism since the crisis. In mid-September 2009,

the GTA noted:

After taking their no-protectionist pledge, the G-20
members have implemented 121 blatantly discrimi-
natory measures; since the first G-20 crisis summit in
November 2008, the world economy has been hit by 192
beggar-thy-neighbor policy measures. Add in another 48
suspicious measures that are likely to have harmed some
foreign commercial interests, the total could reach 240;
and worldwide, the number of blatantly discriminatory

measures outnumbers liberalizing measures five to one.™

So much for restraint—and so much for looking out for the
global good. Behind the smiles in London and the follow up
G-20 meeting in Pittsburgh in November 2009 and Toronto,
Canada, in June 2010, it was every country for itself.

The retreat to protectionism has come in various guises,

ranging from tariff to nontarift barriers to industry subsidies. The



|| THE LAST ECONOMIC SUPERPOWER

latter stands out since unlike the 1930s, when various govern-
ments blatantly raised trade barriers across the board, today many
nations have instead decided to resort to state aid to assist troubled
industries. Call it protectionism by stealth. Knowing that naked
protectionism would be frowned upon by others, many govern-
ments have resorted to less traditional ways of protectionism, with
state aid and bailouts the most favored policy tools of the past few
years. Indeed, since late 2008, G-20 nations have announced twice
as many trade-distorting state bailouts as increases in tariffs.

The U.S. automobile industry alone was at the receiving end
of $74 billion in government funds in 2009, marking one of the
largest state-sponsored bailouts in U.S. industry. Roughly two-
thirds of the total ($50 billion) alone went to U.S. auto giant,
General Motors, alongtime U.S. corporate icon deemed too big
to fail by many U.S. legislators. Never mind the fact that the
U.S. auto industry accounts for only 6.5 percent of U.S. manu-
facturing jobs and that Detroit’s downhill path has been largely
of its own making. The angst associated with the struggling ve-
hicle maker has been more than enough for U.S. lawmakers to
directly subsidize what was once one of the largest companies
in the world. The aid has come in the way of direct loans, con-
sumer purchasing programs like the popular “cash for clunkers”
program, and investment incentives.

Not unexpectedly, America’s trading partners have cried
toul over the competitive-distorting effects of such a large gov-
ernment handout. So has Ford Motors, a fierce competitor of
GM’s who was not on the receiving end of such government lar-
gesse. But rather than resist the bailout of the U.S. auto industry,
many governments have simply joined in, opting for their own
industry- and trade-distorting measures.

As global auto sales plunged in 2009, government incentives

ran the gamut. In France, the government doled out billions in
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preferential loans to automakers and direct, low-interest loans
to consumers. Spain also introduced interest-free loans. In the
United Kingdom, millions have been spent on worker training.
In Germany, like many other nations, financial incentives to
scrap older cars for newer, fuel-efficient vehicles provided a one-
time boost to auto sales. In Italy, meanwhile, government sub-
sidies have been available for those consumers thinking about
purchasing a “green” scooter. Russia has not only granted di-
rect subsidies to consumers and producers, but has also resorted
to tariffs on used cars to protect its domestic industry. China,
South Korea, and other developing nations have also rushed to
protect their automobile industries over the past year, creating,
with help from the developed nations, a global automotive in-
dustry that beats more to the tune of government subsidies and
intervention than signals from the free markets. As the World
Trade Organization recently noted, “The longer the subsidies
remain in place, the more they will distort market-based pro-
duction and investment decisions globally, the greater will be-
come the threat of chronic trade distortions developing, and the
more difficult it will become to correct those distortions.”?
And when it comes to state aid, automobiles are just for
starters. In the United States, across Europe, and around the
world, extending credit and capital to distressed banks and other
financial institutions became standard procedure in the after-
math of the crisis. The 2008—2009 financial crisis also unleashed
a slew of other trade-distorting or restrictive practices. The lat-
ter ran the gamut and included strict local content requirements,
public procurement provisions, trade remedy measures, export
subsidies, favorable trade finance, migration restrictions, con-
sumption subsidies, and import bans, to name just a few levers
at the disposal of states when it comes to protecting their inter-

ests and home turf.
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Since the crisis erupted, the use of tariffs—the most bla-
tant form of protectionism—has become popular in such key
markets as Russia, Turkey, and India. Import tariffs have been
raised on a number of products, ranging from iron and steel
to cars to soybeans. India has completely banned Chinese toy
imports from entering its markets. New Delhi has also taken
to protecting its power industry and telecom equipment from
Chinese competition by screening Chinese firms out of large
contracts in favor of local manufacturers. To protect its domes-
tic producers and prevent massive layoffs, Vietnam has raised
tariffs on semifinished steel. China has banned the import of
Belgian chocolate and Italian brandy. Paranoid Ecuador, fearing
the worst from overseas, has slapped tariffs on some 600 prod-
ucts. Argentina and Brazil have led the way in boosting tariffs
on wine, leather, dairy products, and textiles for the entire Mer-
cosur region, South America’s largest trading bloc. Meanwhile,
the two leaders of Mercosur have taken aim at each other: Brazil
is considering erecting trade barriers to industrial imports from
Argentina in response to growing barriers to trade in Argentina.
In the United States, President Barack Obama imposed a 35
percent tariff on Chinese-made tires in September 2009 as a
political favor to American unions. China responded in kind by
initiating an antidumping investigation against imports of some
U.S. chicken products and auto parts.

While the use of tariffs continues to mount, more ingenious
ways of protecting local interests via nontariff barriers have
sprouted like weeds. Take Indonesia, for instance. To shield
local producers, the giant Southeast Asian state has decided
to limit the means of entry of over 500 different goods to just
six ports, a move justified on the basis of health concerns, al-
though some of the goods affected include electronics, toys, and

clothing.
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Many complaints have been made against China’s barriers
to overseas investment. The New York Times reported on May

2010:

In January, when the Chinese government overhauled
procurement rules to encourage more competition, includ-
ing from foreign companies, Beijing officials exempted all
public works projects, which account for half of govern-
ment procurement. Contracts involving state secrets or
business secrets are reserved for Chinese companies, and
Chinese bureaucrats have been given broad latitude to ex-
clude companies with foreign owners even if the company
has been set up in China and has all of its operations in the

COUl’ltI'y.16

Reflecting on the increasing difficulties of doing business in
China, General Electric’s top executive, Jeff Immelt, candidly
summed up China this way in late June 2010: “I am not sure
that in the end they want any of us to win or any of us to be suc-
cessful.” From the same article from the Financial Times, Joerg
Wiattke, former head of the European Chamber of Commerce,
is quoted as saying, “After 30 years of progressive market re-
forms, many foreign businesses in the country feel as though
they have run up against an unexpected and impregnable block-
ade.”” And adding to the chorus of frustration with China, the
European Chamber of Business Confidence survey for 2010
noted that, “The number one issue affecting their operations in
China remains the perception that the regulatory environment
for foreign enterprises in China has become more difficult—and
will worsen further in the coming years.”*®
France, meanwhile, has created its own sovereign wealth

tund as a means to shield various domestic corporations from
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foreign takeovers. No one protects and promotes “national
champions” like the French, and perhaps no leader has been as
blatant as President Nicolas Sarkozy when it comes to naked
protectionism. After offering some $5 billion in subsidies to
French automakers, the French leader then promptly called on
them to use only French-made parts and relocate their factories
from Eastern Europe to France.

Similarly, with millions of Americans searching for work,
nobody has a stronger protectionist impulse right now than
the U.S. Congress. Buried in the Obama administration’s $787
billion fiscal stimulus package are policies that favor domestic
goods and services at the expense of imports and foreign suppli-
ers. They are infamously known as “Buy American” provisions
and are measures that have infuriated many of America’s top
trading partners, like Canada, for instance.

According to a report from the Washington Post, after the
town of Peru, Indiana, had to reject a Canadian supplier of
sewage pumps because of “Buy American” provisions and after
Canadian pipe fittings in a construction project at Camp Pend-
leton, California, were ripped out of the ground and replaced
with U.S. fittings, a number of towns in Ontario fired back
by threatening to bar U.S. companies from their municipal
contracts.

More insidious, the Pos# article reported on the case of the
Duferco Farrell Corporation, a Swiss-Russian partnership that
took control of a bankrupt U.S. steel company near Pittsburgh
in the 1990s. The plant employs around 600 people—the bulk
of them United Steel Workers—with these union jobs at risk
since the company uses imported steel slabs not generally sold
in the United States when manufacturing coils.

According to the Post, “The partially foreign production

process means the company’s coils do not fit the current defi-
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nition of made in the USA—a designation that the stimulus
law requires for thousands of public works projects across the
nation. In recent weeks, its largest client—a steel pipe maker
located one mile down the road—notified Duferco Farrell that
it would be canceling orders. Instead, the client is buying from
companies with 100 percent U.S. production to meet the new
stimulus regulations. Duferco has had to furlough 80 percent of
its workforce.” Ironically, U.S. unions are supportive of “Buy
American” provisions, although these same measures have back-
fired on organized labor.

With the world’s largest economy leading the way, it’s no
wonder the rest of the world has jumped on the “buy local”
bandwagon. State aid and subsidies have become just as popular
on the Pacific Rim and across Europe, supported by many of the
G-20 leaders who preached openness in London yet practice
protectionism at home.

As part of this dynamic, antidumping and safeguard in-
vestigations have jumped sharply over the past year. Nearly 90
antidumping investigations were started in the first 7 months of
2009, and they have come in all shapes and sizes: China has un-
dertaken antidumping investigations on imports of polyamide-6
from the European Union, Taiwan, and the United States; the
European Union has initiated an antidumping investigation
on imports of stainless steel fasteners from India and Malay-
sia; and India is investigating DVD imports from Thailand and
Vietnam. The United States is currently investigating plastic
bag imports from Indonesia, Taiwan, and Vietnam. In a burst
of candor that was subsequently retracted, the head of Suntech
Power Holdings, China’s largest producer of solar panels, said
that the company was selling its products below marginal cost
in the United States, prompting a solar company in Germany to

call for a “Buy European” law.
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In terms of safeguard initiatives, the number jumped from
just 2 in the first seven months of 2008 to 16 in the same period
of 2009. Meanwhile, in response to the financial crisis, 11 of
the G-20 nations took emergency measures in 2009 that have
the potential to restrict or distort global capital and trade flows.
More ominously, these measures are not cheap—the World
Trade Organization estimates that total public spending associ-
ated with these measures (which include firm and sector subsi-
dies) amount to a staggering $3 trillion. The sheer size of these
measures are trade- and industry-distorting, since in many cases
the emergency measures typically create advantages for domes-
tic sectors and put foreign players at a competitive disadvantage.

All the above make nonsense of the G-20’s no-protectionism
pledge. Granted, the world has avoided the draconian measures
associated with the Smoot-Hawley Tarift Act of 1930—or
trade-restricting tariffs that would bring global trade and the
global economy to a standstill. Yet the G-20 pledge still rings
hollow. The crisis has spawned all sorts of protectionism, in-
cluding trade protectionism, financial protectionism, labor pro-
tectionism, green protectionism, and investment protectionism.
Regarding the latter item, as the United Nation’s World Invest-
ment Report 2010 noted, out of the 102 new national policy
measures affecting foreign investment in 2009, 31 were toward
tighter regulations. Just over 30 percent of the new regulations
were toward greater investment restrictions, the highest per-
centage of such measures since the UN started collecting the
data in 1992.%° In other words, when it comes to guarding their
own interests, whether the protection is for banks, ailing com-
panies, or workers, governments around the world have never
been busier than in the months following the global financial
meltdown of 2008.
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THE UNMAKING OF AN
ECONOMIC SUPERPOWER

In the end, a new global era is taking shape. The global finan-
cial landscape cast by the policies of President Nixon and other
U.S. administrations is being reconfigured. As waves of finan-
cial reform wash over the global economy, cross-border capi-
tal flows—the glue of the global economy—will become more
bound than unbound in the future. While paying lip service to
open borders and free trade and investment, governments will
continue to lean in the opposite direction, toward myopic and
inward policies that have at their core the principle of let’s take
care of our own, the rest of the world be damned. The result:
structurally diminished global trade and investment flows and
the gradual retreat of globalization.

As part of this new era, the developing nations will move
to the forefront as drivers of global growth, a radical departure
from the past. Twenty-five years ago, the notion that China or
India would lead the world out of recession would have been
ridiculed. Then, the prosperity of the United States was joined
by the burgeoning wealth of major European nations—the West
led and everyone else followed. America stood tall as the world’s
only economic superpower. Globalization was molded in Amer-
ica’s image, an image the rest of the world was all too quick to
embrace.

It was the United States that was responsible for globaliza-
tion’s comeback in the second half of the twentieth century. Yet,
in the end, the same country that led the world to a renewed
appreciation of the virtues of globalization would undo its own
promise. In the early 2000s a new boom in the United States

was fueled by a real estate bubble underpinned by a new class of
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house buyer, the subprime mortgage holder. In a dizzying spiral,
houses were sold to people without credit by lenders without
principle and the mortgages sold in securitization bundles that
became so complicated that no one could understand them. The
boom in America spread to Europe as well, and everywhere real
estate prices rose to unprecedented highs. This artificial bubble
was supported by developing countries looking for safe havens
for their newly found wealth. In an ironic twist, the poor be-
came the support of the rich.

This inverted pyramid could not last, and in 2007-2008 the
edifice of prosperity crumbled and then collapsed in a world-
wide crash. As the dust settles, plenty of questions surround
the new order taking shape. One thing is for sure, however: the
“Made in America” financial crisis has severely damaged Amer-
ica’s global brand and undermined American-led globalization.
Other countries have awakened to the fact that there are other
paths to prosperity and have been emboldened to operate out-
side the confines and dictates of Western-style capitalism.

The biggest loser of the financial crisis was the United States.
Notwithstanding signs of recovery in 2010, America’s economy
remains bogged down by massive debt, by the burden of wag-
ing a two-front war in Afghanistan and Iraq, and by crushing
obligations of Social Security, Medicare, and other entitlements.
The crisis and its aftermath have been costly to the country’s
balance sheet, its economic capabilities, global image, and gen-
eral standing in the global economy. While still among the most
powerful nations in the world, the United States, on a relative
basis, is no longer the economic superpower it once was. When
America speaks, few nations now feel compelled to listen or fall
in line. As a new decade begins, adjusting to this new reality

represents one of the key challenges before the United States.



CHAPTER

4

Speeding toward a Messy
Multipolar World

The crisis has been a transformative moment in global eco-
nomic history whose ultimate resolution will likely reshape
politics and economics for at least a generation.

—CaArMEN M. REINHART AND KENNETH S. ROGOFF,
This Time Is Different

n a dark and dreary day in early March 2009, the S&P 500
O index fell to an intraday low of 666, a level not seen since
September 1996. In 13 years, one of the most closely watched
indexes in the world had completely retraced its steps, taking
back, excluding dividends, virtually all the gains of investors.
After hitting a record high of 1,565 on October 9, 2007, the
S&P had shed more than half its value—nearly $8 trillion—by
the time the index hit bottom on March 9, 2009.

It was somewhat of a miracle, then, that roughly one year
later the S&P 500 index had risen 70 percent from the depths of
the prior year. In early April 2010, in fact, the S&P touched and
then exceeded 1,192—the exact level the S&P closed on the
first Monday after the collapse of Lehman Brothers. The stun-
ning about-face was triggered by growing confidence among
investors that the world was not headed for another Great De-

pression. The nightmare scenario had been avoided thanks to
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massive capital injections from governments and central banks
from around the world. Their all-out fiscal and monetary on-
slaught on the financial crisis ultimately triggered a cyclical
global economic recovery in 2010 and its typical precursor, a
rally in global equity markets. A headline in the New York Times
neatly captured the mood at the moment—-“After Jerky Swings,
the Economy Begins to Look Nice and Boring.™

The U.S. economy had expanded by better than 5 percent
on an annualized basis in the fourth quarter of 2009. The U.S.
employment picture, to the surprise of nearly everyone, was im-
proving, albeit gradually. Beyond its shores, the global economy
was exhibiting signs of strength with each passing week. The
article referred to reduced stock market volatility as an indicator
that things were returning to “normal.” The higher the level of
confidence among investors, the lower the volatility of the fi-
nancial markets. Even the bombed out U.S. housing market was
showing faint signs of improvement. Yet beneath the surface
the reality was anything but “normal.” Indeed, the world finan-
cial markets were hammered by rising uncertainty and increased
volatility in the second quarter of 2010, with the Dow Jones
Industrial Average and S&P 500 falling 9.4 and 11.4 percent,
respectively. As the summer of 2010 stretched on, worries began
to mount over the durability of the U.S. economic recovery in
particular and the global economy in general.

The global structural aftershocks from the financial crisis
of 2008 are only now coming into view, and a clear picture will
evolve only over the next few years and decades. In one criti-
cal sense the financial crisis of 2008 was a circuit breaker—
the global financial meltdown broke the supposed inexorable
advance of free-market capitalism, throttled the primacy and
influence of global finance, and undermined the economic super-

power status of the United States. In another sense the crisis
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accelerated a number of key long-range trends that were already
in motion before the crisis struck. The relative economic decline
of the developed nations (the West); the rising influence of the
emerging markets in general and China in particular (the Rest);
the proliferation of regional trading blocs—these seminal trends
were fast-forwarded by the crisis and have, in turn, accelerated
the move toward a less U.S.-centric, more multipolar world.

This new world will be more complex, fluid, and disruptive,
notably for the Western architects and standard bearers of the
postwar economic system: the United States, Europe, and, to a
lesser extent, Japan. In the years ahead, global power and influ-
ence will be more diffused among nations and regions, making
it more challenging to coordinate and craft solutions to press-
ing global problems like climate change, the proliferation of
nuclear weapons, the long-running Doha Round of multilateral
trade negotiations, and the development challenges of poverty-
stricken Africa. The era in which a handful of nations could
meet for a weekend and set the global economic agenda for the
rest of the world is over. The new era will require far-reaching
adjustments for those nations in decline and for those on the
ascent. Becoming more acclimated to a new multipolar world
will not only challenge nations but also key postwar multilat-
eral institutions like the United Nations Security Council, the
International Monetary Fund, the World Bank, and other
Western-dominated institutions that have long held sway over
global economic governance. Invariably, these institutions will
have to yield more to the aspirations of the developing nations
and their strategic interests in order to remain relevant.

In the end, there is nothing “normal” or “boring” about the
postcrisis world. The financial crisis of 2008 was a tipping point.
A messy multipolar world is upon us, one that if improperly

handled will further erode the economic superpower status of
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the United States and result in the further retreat of globaliza-
tion. As part of a new multipolar world, the following five seis-
mic trends will be instrumental in sculpting the future of the

global economy.

THE NEW STEERING COMMITTEE OF
THE GLOBAL ECONOMY

Once upon a time, six nations governed the global economy—
an elite clique comprising the United States, Japan, Germany,
the United Kingdom, Italy, and France. They formally gathered
for the first time in Rambouillet, France, in November 1975 to
discuss the pressing issues of the day—soaring energy prices and
the attendant rise in inflation, unemployment, and stagnant real
growth. A year later, a seventh nation—Canada—was invited
to join the special club which, dubbed the G-7, considered it-
self the steward of the global economy. Annual summits among
the Group of Seven finance ministers became customary and
later expanded to full-blown foreign summits involving heads of
state. In 1985, the G-7 was formally organized and became yet
another Western-led and dominated organization overseeing
the world’s economic affairs. Following the Cold War, in 1998,
the G-7 became the G-8 when it granted Russia a seat at the
exclusive table in hopes of bring the country into the Western
fold. Still missing, however, were emerging giants like China
and India, whose exclusion called into question the credibility
of the G-8 even before the global financial meltdown of 2008.
Any remaining legitimacy of the G-8 was demolished
by the financial crisis. The implosion that brought the global
economy to its knees emanated from within the G-8 itself. The

members of the gang in charge of minding the global shop—led
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by its chief, the United States— were among the first victims of
the financial crisis.

Globally discredited, the G-8 has been supplanted by the
G-20, a little-known group that has been around since 1999.
The G-20 first emerged from the Asian financial crisis, and it
was initially intended to bring various finance ministers from
the developed and developing nations together with the goal of
promoting global financial stability. For most of the first decade
of its existence, the G-20 deferred to the more powerful and
influential Group of Eight.

Surveying the wreckage wrought by the financial crisis and
recognizing that a broader global venue was needed to arrest the
unfolding global recession, the Bush administration played host
to the first postcrisis G-20 Leaders Summit in Washington,
D.C., in November 2008. Numerous finance ministers were in
attendance, but the forum was elevated to include heads of state,
signaling how serious the moment was. The Washington gath-
ering represented a stunning shift in global economic power,
for the first G-20 summit represented a tactical admission on
the part of the United States and Europe that they no longer
had the credibility and resources to steer the global economy
on their own. On the contrary, they had triggered one of the
steepest declines in global output in decades. The committee
that had long run the world desperately needed the help of the
developing nations, or those countries still solvent and therefore
best able to right the crippled global ship.

More chairs were set around the table. In addition to the mem-
bers of the G-8, the new stewards of the global economy include
Argentina, Brazil, Australia, China, India, Indonesia, Mexico,
Saudi Arabia, South Korea, South Africa, and Turkey. The
27-member European Union was granted one seat, bringing

the total to 20. This group is more diverse and more representative
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of the global economy. Whereas the G-8 accounted for roughly
56 percent of world gross domestic product and 11 percent of
the global population, the combined output of the G-20 repre-
sents nearly 88 percent of the world total GDP and 65 percent
of the population.

Diversity is nice in principle, but a major question remains:
how effective will the G-20 be in steering the global economy?
Despite plenty of differences among members, the commitments
and the overarching we-must-stand-together rhetoric of the
G-20 have brought stability to the world financial markets—
at least for now. At the Washington summit, the participants
pledged to coordinate regulatory reform initiatives and to use
expansionary fiscal and monetary policies to stimulate growth.
They also vowed to reform the global capital markets and revamp
existing multilateral institutions to better reflect the emergence
of new economic powers like China and India. All members dis-
avowed protectionist measures, but as highlighted in Chapter 3,
virtually all members have broken this promise in some fashion.

In April 2009, at the London G-20 summit, the global
stewards reiterated the commitments made in Washington and
established the Financial Stability Board (FSB), a body set up to
create and enforce global standards for financial regulation and
monitoring. The London summit also pledged to recapitalize
the World Bank and IMF as safeguards to mounting financial
pressures in the developing nations, and the members vowed to
reach an agreement on the Doha Round of trade negotiations.
Convening for a third time in September 2009, the G-20 pow-
wow in Pittsburgh again reiterated many of the same pledges
and commitments of the prior two summits, while agreeing
on a “framework for strong, sustainable, and balanced growth”
to coordinate national economic policies and correct global

imbalances. The G-20 summit in Pittsburgh also pledged to
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increase the representation of the emerging markets at the IMF
and World Bank by raising their quota by five percentage points
to 43 percent of the total.

In making the world look “boring” and “normal” again, the
G-20 can claim early success. The fact that the world’s most
important nations were willing to gather around the same table
and hash out policy prescriptions at the height of the financial
crisis was instrumental in calming market fears over the rising
risks of a global depression. Speaking at the World Economic
Forum in Davos, Switzerland, in early 2010, President Nicolas
Sarkozy of France correctly noted, “The G-20 is a harbinger
of global governance in the twenty-first century. Without the
G-20, confidence would not have been re-established.”

How the G-20 advances from here remains unclear, how-
ever. How will this disparate group function with so many dif-
ferent interests and priorities represented around the table?
What is clear so far is that talk is cheap. Despite numerous high-
profile pledges, much work needs to be done—the Doha trading
round, for instance, continues to flounder, lacking the critical
support of both the developed and developing nations. More-
over, much remains to be done to increase the representation
of the developing nations in the World Bank and International
Monetary Fund. The governance structure of both institutions
remains biased toward the developed nations and the United
States in particular. The latter—given America’s largest single
voting share—still enjoys veto power at both the Bank and Fund
when actions require a supermajority vote. And while all parties
to the G-20 support the idea of establishing a common set of
rules for the global capital markets, various governments, the
United States included, have been busy crafting their own bank-
ing regulations with little coordination with other nations. This

is the path to financial deglobalization.
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The effectiveness of the G-20 will not be known for some
time. As the global recovery gathers pace, the cooperation evi-
dent in the early postcrisis days are bound to fade. The threat
of global depression had the effect of singularly focusing the
minds of the world’s top leaders. The solution to the problem
was quite simple: throw as much money at the problem as pos-
sible. The strategy—akin to a financial “surge” from the world’s
central banks—worked. In the years ahead, however, more fine-
tuning will be needed, and working out the specific details to
very knotty problems will test the cohesion of the G-20. Com-
pleting the Doha trade round, reconfiguring the share of coun-
try quotas at the IMF and World Bank, avoiding various forms
of protectionism, refraining from overregulating and strangling
the global capital markets—all these issues, and more, could run
afoul of domestic politics, regional coalitions, and philosophical
differences among various countries. A great many fault lines,
in other words, run through the committee that runs the world.
“The G-20 is doomed not to address anything that is contro-
versial,” Youssef Boutros-Ghali, Egypt’s finance minister, com-
mented to the Wall Street Journal®

To this point, the G-20 summit in Toronto, Canada, in late
June 2010 was long on rhetoric and short on substance. “The
best that the G-20 leaders could come up with the other day was
polite agreement to disagree,” is how Financial Times columnist
Philip Stephens put it following the meeting.* The G-20 meet-
ing in Toronto produced a 25-page closing statement that urged
deficit nations like the United States to save more and boost ex-
ports, while exhorting surplus nations like China to spend and
import more. In general, the G-20 members agreed to cut their
deficits by 50 percent by 2013, although deficit reduction mea-
sures are to “be tailored to individual country circumstances.”

This statement was code for nobody is in charge and that nations
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could pursue policy goals irrespective of what is good for the
global common good.

In the end, the new global entity will prove to be notice-
ably frustrating to the world’s last economic superpower, the
United States. “The G-20’s significance is not in the passing
of the baton from the G7/G8 but from the G1, the U.S. Even
during the 33 years of the G7 economic forum, the U.S. called
the important economic shots,” according to well-known econ-
omist Jeffrey Sachs.’ In the future, when it comes to framing
and executing global economic policies, Washington will have
to cooperate with many more different members of the global
steering committee and will have to consider views from such
disparate nations as Saudi Arabia and Argentina. The fact that
Argentina, bankrupt for most of the past decade, even has a seat
at the global policy-making table with the United States speaks
volumes about how much the world has changed since Septem-
ber 2008 and how much America’s global economic status has

diminished.

THE SHIFT (AGAIN) IN THE
COMMANDING HEIGHTS

Fashions have a tendency to come and go—wait long enough
and what is unfashionable today will be in vogue tomorrow.
The same holds true with the public sector’s participation in
the economy. Over the roaring nineties and the first decade of
this century, very few people ever thought that the state would
reemerge as the principal driver of economic growth. Gov-
ernments, however, are now back in the business of business.
Around the world, the state is getting bigger, the private sec-
tor smaller. Out of the wreckage of the U.S.-led financial crisis
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has emerged the overriding conviction that deregulated markets
cannot be trusted to behave themselves. They need a larger and
more “visible” hand of the government.

The global economy configured by the free-market tenets
of Lady Thatcher and Ronald Reagan is being overhauled, with
the pendulum yet again swinging back toward more state in-
tervention. Speaking to the global revival of industrial policy,
The Economist noted in mid-2010, “Politicians are reviving the
notion that intervening in individual industries and companies
can drive growth and create jobs.” In the United States, while
Wiashington has pared its ownership of many large U.S. banks,
Uncle Sam still owns large chunks of General Motors and
Chrysler. In the financial sector, U.S. mortgage giants, Fannie
Mae and Freddie Mac, along with insurance behemoth, Ameri-
can Insurance Group (AIG) remain wards of the state.

Wiashington’s participation in the economy extends well be-
yond the direct control of a handful of companies. It also takes
the form of massive government spending, the passage of a his-
toric health-care bill, and the Federal Reserve’s easy-money par-
ticipation in the U.S. housing market. As a telling indicator of
the rising economic presence of Washington, America’s public
sector debt as a percentage of total output rose from roughly 40
percent in 2006 to nearly 60 percent by mid-2010. Nearly three
decades after the Reagan revolution, and some 15 years after
President Bill Clinton proclaimed the “era of big government is
over,” the tide has yet again turned. All told, state intervention
in what used to be the world’s premier free-market economy
has rarely been as prominent in the postwar era. “In America,
Barack Obama, the effective owner of General Motors and a
chunk of Wall Street, has turned his back on the laissez-faire
approach of the past: a strategic-industries initiative is under

way,” according to The Economist.”
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And the economic role of Washington is not expected to be
diminished any time soon. The key players—the Federal Re-
serve, the U.S. Treasury, the White House, and Congress—that
rode to the rescue of the economy in 2008 helped to prevent
another Great Depression with massive state aid and assistance.
It was a bold gamble and one financed grudgingly by U.S. tax-
payers. So after spending billions of taxpayers’ dollars on bank
and automobile bailouts, among other reinforcements, Congress
and the executive branch are not likely to hand the keys of the
economy back over to the free-market, risk-taking gang that
helped precipitate one of the worse financial calamities in his-
tory. The primacy of the state is going to be a staple of the U.S.
economy for some time to come.

Meanwhile, the relationship between the state and market-
place is also being rethought outside the United States. American-
style capitalism has lost its luster in Europe, Japan, and other
developed nations where state intervention has always lurked
just beneath the surface. Picking industrial winners and losers
is back in vogue across Europe, with the French government
going so far as to take stakes in a French toy manufacturer
threatened by rising Chinese competition. Highlighting this
trend, The Economist reflected, “From Berlin to Brussels, de-
mand for industrial policy is back. Japan’s new government is
responding to what it sees as the increasingly aggressive policies
of foreign competitors by deepening the links between busi-
ness and the state.” Like the United States, governments across
Europe have spent billions of dollars in reviving their econo-
mies and are likely to err on the side of staying too involved
(even more than they have been in the past) in their respective
economies well after the crisis has passed. Promoting national
corporate champions remains quite popular in such countries

as France and Italy, as has reining in excess risk taking among
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banks and other financial institutions. Key to the shift in the
commanding heights is the movement toward tighter finan-
cial regulations in both the developed and developing nations,
including broader industry regulation, higher capital require-
ments, less use of leverage, increased cross-border supervision,
and the promotion of domestic banks and institutions as a
means to reduce reliance on foreign capital.

Big government has also made a comeback in many de-
veloping nations, which believe free-market capitalism has
run off the tracks, creating more destruction than prosperity
over the decades. Against this backdrop, countries like China,
India, and Brazil are increasingly unapologetic about the role
the state plays in their respective economies. Around the world, the
“Washington consensus,” or the unbending belief in free mar-
kets, unfettered capital flows, and industry deregulation, is in
tatters, one of the first victims of the financial crisis. This ideol-
ogy is now scoffed at in various capitals of the world and has
opened the door for a different credo.

The so-called Beijing consensus has emerged, albeit ten-
tatively, to counter the Washington consensus. Though still ill
defined, the Beijing model states that there is nothing wrong
with large swathes of the economy remaining under the direct or
indirect control of the state, notably the capital markets and do-
mestic banks and financial institutions. Indeed, one of the effects
of the U.S.-led financial crisis has been to validate the policies of
many developing nations that restrict bank lending at home
and abroad and constrain the movement of capital flows. Bank
regulations in the developing nations therefore are likely to re-
main restrictive over the medium term. In Brazil, for instance,
credit from state-controlled banks makes up nearly 40 percent
of the total credit available for lending; in China, the percentage
is closer to 70 percent. India, Egypt, Turkey, and many other
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key developing nations also maintain tight regulations on their
capital markets and are unlikely to untether their banks any
time soon. Against this backdrop, investors and multinationals
should plan for more financial conservatism in the years ahead.

More broadly speaking, state capitalism has come of age.
According to Ian Bremmer, writing in Foreign Affairs: “The
free-market tide has now receded. In its place has come state
capitalism, a system in which the state functions as the leading
economic actor and uses markets primarily for political gain.”
In this world, state governments own major shares in compa-
nies in such critical sectors as finance, technology, aviation, cars,
telecommunications, power generation, mining, and natural
resources. In China, key sectors that have been singled out by
Beijing as strategically important and therefore should remain
under the control of the government include defense, power
generation and distribution, oil and petrochemicals, telecom-
munications, coal, aerospace, and air freight services. Presently,
according to Bremmer, “Governments, not shareholders, already
own the world’s largest oil companies and control three-quarters
of the world’s energy reserves.” Meanwhile, many large privately
owned companies in the developing nations, while not directly
controlled by the state, nevertheless enjoy government-favored
entitlements as a means to protect and promote national cham-
pions. In the end, state-owned enterprises and private national
champions in the developing nations have been among the
big winners of the financial crisis. As part of the new multipolar

world, the role of the state in the private sector will be paramount.

THE RUSH TO REGIONALISM

The speed and severity by which the U.S.-led financial crisis

was transmitted around the world, hammering strong and weak
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economies alike, has shocked many policy leaders into rethink-
ing the costs associated with globalization. Very few nations
are ready to opt out completely from the global economy, but
support for an unfettered globalized economy and multilateral
institutions governing global commerce has declined in the
wake of the crisis. Multilateralism looks less enticing to gov-
ernments today. More appealing are regional arrangements
or alliances that encompass not just trade and finance but also
defense and energy security. Regionalism was on the rise even
before the financial crisis struck, but has become more attractive
in the postcrisis world as various governments attempt to hedge
against the inherent volatility of being a member of the global
economy. In addition, since the U.S. consumer is not expected to
drive global growth forward any time soon, many countries have
instead turned their attention to their neighbors. Preferential
trade agreements between like-minded countries are likely to
rise in the future because of many variables.

According to Jennifer Hillman of the German Marshal
Fund, nations today favor regional agreements to multilateral

ones for multiple reasons:

First, there are non-institutional alternatives to the mul-
tilateral system—ranging from a broad array of private
investment tools that supplant the IMF to huge infra-
structure projects that are financed by foreign govern-
ments or other aid funds, often undermining the role
of the World Bank. Second, many developing countries
are skeptical about institutions set up by the transatlan-
tic powers in which they don’t have a significant voice
or any great confidence that the institutions will address
their needs. Third, they have found regional agreements

easier to reach, either because they don’t require solving
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some of the hardest problems on the table in multilateral
negotiations—for example, agricultural subsidy issues at
the WTO—or simply because reaching an agreement on
a bilateral or regional basis is easier than trying to reach an
agreement among the multitude of parties to any agree-

ment at the multilateral level.'°

In addition, with each successive financial crisis in the
1990s, constructing regional institutions that could serve as a
buffer against the next potential global financial shock has be-
come increasingly urgent among the developing nations. Hence,
following the mother of all financial crises in 2008, it was hardly
surprising that many parts of the world acted to refortify their
defenses against the next crisis. In Asia, for instance, the Chiang
Mai Initiative Multilateralism (CMIM) that emerged out of
the ashes of the Asian financial crisis was recapitalized—a $90
billion central bank swap arrangement was transformed into
a $120 billion arrangement that allows a member to draw on
tunding to address balance of payment problems and short-term
lending difficulties. This program (CMIM) is a larger and more
advanced regional financing vehicle designed to strengthen the
region’s capacity to withstand another financial crisis and to pro-
vide assistance to crisis-prone nations. Members include the na-
tions of the Association of Southeast Asian Nations (ASEAN),
along with China, Japan, and South Korea. Given their financial
clout, China and Japan rank as the largest contributors to the
tunding facility, each contributing $38.4 billion, or one-third of
the total.

Some have speculated that the CMIM is really an “Asian
Monetary Fund” in disguise; that claim is a stretch at this junc-
ture, but between the $120 billion at the disposal of members
of the CMIM and the agreement by shareholders of the Asian
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Development Bank to triple the bank’s capital base to $165 bil-
lion, Asia has created a regional financial framework that could
easily supplant the role of the International Monetary Fund in
the future.

Along similar lines, a “Bank of the South” in South America
was hatched in late 2007 and formally launched in 2009, al-
though it had a total capitalization of just $7 billion. That figure
amounts to peanuts in the face of a crisis, but the financial group
consisting of Brazil, Argentina, Ecuador, Bolivia, Paraguay,
Uruguay, and Venezuela could grow in strength and numbers
in the years ahead. After years of seeking out the IMF, the new
coalition indicates a region chafing to be more independent of
U.S.-backed multilateral institutions.

Taking a further step, in early 2010, 32 nations of the Ca-
ribbean and Latin America agreed to create a new regional
organization that excludes the United States and Canada. Pro-
visionally called the Community of Latin American and Carib-
bean States, the new regional bloc, in time, could pose a direct
challenge to the U.S.-influenced Organization of American
States, the long-standing and most prominent regional organi-
zation. How effective this new organization will be in the future
is still uncertain. Yet the very existence of a non-U.S. regional
entity right in the western hemisphere highlights the push to-
ward a less U.S.-centric world. As noted by Abraham Lowen-
thal, “As the self-confidence of Latin American and Caribbean
nations has grown, support for Pan-American approaches to
the region’s problems have waned. The Organization of Ameri-
can States has often been ineffectual, and the Inter-American
Democratic Charter, which is intended to strengthen demo-
cratic institutions in OAS member countries, has produced few
meaningful results. The influence of the Inter-American Bank

has also weakened in recent years™"
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More regional and bilateral deals are in the offing. Between
1948 and the creation of the World Trade Organization in the
late 1990s only 124 regional trade agreements were notified or
announced. The last 15 years has seen 333 new notifications.
As of late 2009, more than 457 regional trade agreements had
been notified to the WTO, with 266 of these agreements in ef-
fect.” One of the largest regional trade pacts in the world came
into effect on January 1, 2010. The ASEAN-China Free Trade
Agreement launched a trade grouping that is the largest in the
world based on population (1.9 billion), with a combined out-
put of $6 trillion. Based on economic value, only the European
Union and the North American Free Trade Agreement are
larger. The ASEAN-Australia-New Zealand Free Trade Agree-
ment also went into effect at the start of 2010, encompassing
some 600 million people and a cumulative GDP of $2.8 trillion.

The shift toward regionalism in Asia is notable, since none
of the countries placed much emphasis on regional integration
at the beginning of 2000. For many Asian states, regionalism
was subservient to maintaining strong commercial ties with the
United States, the uber-consumption machine that helped drive
Asia’s export machines over most of the last few decades. Be-
sides, across Asia, there still lingered a sense of unease about
entering into a free trade deal with either Japan or China, be-
cause many smaller nations feared that any agreement would
place them at a competitive disadvantage against Asia’s largest
economic players.

Yet with the Doha global trade talks floundering and with
the U.S. consumer confronting a frugal future, many in Asia are
searching locally for new drivers of growth. As of June 2009,
according to the Asian Development Bank, some 109 free trade
agreements (F'TAs) include one or more Asian states, and over

100 more deals involving at least one Asian country are in the
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works. Offsetting weak U.S. demand means that more time and
effort will be spent promoting regional ties. In addition, the ease
with which China has navigated the global economic crisis and
the nation’s explosive growth has not been lost on many states
across Asia, which now are more than ever before amenable to
cutting a free trade deal with the mainland. China, meanwhile,
regards the spread of regional integration, with Beijing at the
forefront of the process, as a way to enhance its economic and
diplomatic interests in the region. Even Japan’s new govern-
ment is keen to increase the nation’s regional participation, fear-
ing that too much dependence on a weak U.S. economy over
the long term will mean bypassing the massive opportunities
right next door in China. On a grand scale there is even talk
in the region of creating an East Asian Free Trade Agreement
(EAFTA) and a Comprehensive Economic Partnership in East
Asia within the next 15 years.

Is all of this just talk? “Asian integration—with a common
market, free trade and even a single currency as its ultimate
goals—is no longer a glimmer in a few madmen’s eyes,” accord-
ing to The Economist.® C. Fred Bergsten of the Peterson Insti-
tute of International Economics proclaimed the following: “I
think we are headed inexorably and eventually toward an Asian
bloc: an Asian bloc in certainly economic terms that will be the
biggest part of the world economy, the most dynamic, and most
reputably growing part of the world economy.”* Adding cre-
dence to both statements is the fact that a region historically
joined by maritime trade is now on the cusp of being linked by
thousands of new miles of rail, road, and pipelines. Asia is going
continental—or becoming more linked by land than sea.

A twenty-first—century version of the Silk Road could lie
on the horizon given all the infrastructure construction spend-

ing expected over the next decade. Building roads is one of the
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strongest activities in Asia right now, with China’s push into
the country’s interior and beyond leading the way. China and
Southeast Asia—think Vietnam, Cambodia, and Myanmar—
are increasingly linked by highways, which will in time help
promote commerce and the movement of virtually everything—
goods, people, and ideas. India is building roads in Afghani-
stan, while India, China, and Russia are keen on linking up with
resource-rich Central Asia via pipelines and railways. In June
2009, China loaned Turkmenistan $4 billion to develop its larg-
est gas field, along with a loan to Kazakhstan for $10 billion. In
December 2009, a 1,139-mile gas pipeline was started in eastern
Turkmenistan, and it will run through Uzbekistan and Kazakh-
stan into China.’ A pipeline is under construction between Iran
and Pakistan, while Russian Far East oil is being piped across
thousands of miles to China.

In terms of rail, the Chinese are set to leapfrog the rest of
the world. China dreams of linking Shanghai with London via
rail by 2025, with the trip taking just days to complete. That is
not to mention the 16,000 miles of high-speed railroads that
China plans to build by the same year. Having already laid
tracks up the Himalayas to Lhasa, Tibet, China aspires to con-
nect with Nepal, Bangladesh, and even hopes to tie Singapore
and Germany, and many points in between, into the Chinese
rail network someday.'®

Greater Asian cohesion in economics could spill over into
other areas like security and bolster existing noneconomic re-
gional groupings like the Shanghai Cooperation Organization
(SCO), which was formed in 2001 to bring stability to the bor-
ders of China and the states of the former Soviet Union. Cur-
rent members include China, Russia, Kazakhstan, Kyrgyzstan,
Tajikistan, and Uzbekistan; Iran has applied for membership.

The SCO activities encompass military cooperation, intelligence
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sharing, and counterterrorism functions, and it has not been
shy about contesting the overall geostrategic aims of the United
States in Central Asia. In 2005, the SCO formally called on
Wiashington to set a timeline for withdrawing from military
bases in Central Asia. Some U.S. experts believe that the SCO
is intent on thwarting the energy ambitions of the United States
in Central Asia, a hotly contested part of the world for future
energy reserves.

Whatever the future shape and ambition of the SCO, the
organization and proliferation of others like it represent a larger
trend—the rush to regionalism—that will ultimately undermine
or neutralize Western multilateral institutions. Regionalism is
gaining currency in the Middle East and Africa and among al-
liances not bound by geography. Representatives of the BRIC
nations—DBrazil, Russia, India, and China—now meet on a fre-
quent basis, and could, in time, emerge as a powerful global bloc
unto itself, challenging the United States and Europe in various
parts of the world, such as Africa, and over specific issues like
global climate change.

The more these various alliances proliferate without U.S. in-
volvement, the more America looks isolated, its power increas-
ingly diminished by regional blocs and partnerships that possess
greater resources than the United States and U.S.-backed multi-
lateral institutions. For instance, the total international reserves
of just the BRICs—$3.3 trillion at the end of 2009—were more
than ten times larger than the usable reserves of the IMFE. The
rush to regionalism not only threatens to undermine multilat-
eralism, a key foundation of globalization, but the proliferation
of bilateral and regional preferential agreements could also cre-
ate a global trading system that resembles a “bowl of spaghetti”
or “bowl of noodles,” in the case of Asia. Popularized by inter-

national economist Jagdish Bhagwati, the end result of all the
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existing and pending trade agreements could be a patchwork of
overlapping and competing trade arrangements, involving many
different nations and different parts of the world, that looks so
unwieldy as to resemble a “spaghetti bowl.”” The upshot would
be a fragmented global trading system that impedes the free
flow of goods, services, and capital, and further accelerates the

retreat of globalization.

THE FUTURE KNOCKS—AND
BRAZIL FINALLY ENTERS

For much of its history, the United States has been the only in-
digenous economic superpower in the western hemisphere. For
the past century, the vast territory that stretches from the Arctic
Ocean southward to Antarctica has long been the uncontested
domain of the United States, a privilege often taken for granted.
The Cuban missile crisis, to be sure, represented a strategic
threat, but the threat quickly passed. More recently, the outspo-
ken anti-American president of Venezuela, Hugo Chavez, has
been more of a regional annoyance than a geostrategic threat.

The future, however, is bound to be different. As part of
the unfolding multipolar world, the United States will need to
accommodate an emerging global economic power right in its
own backyard. Brazil-—no stranger to financial crises and the
ultimate perennial country of the future—has arrived, and in a
significant way.

No single fact better demonstrates Brazil’s different circum-
stances than the fact that the nation is now lending money to
the IMEF—in June 2009, the nation agreed to buy $10 billion
of its bonds. For years the IMF had doled out capital to Brazil.
Or the fact that Brazil has sought to discourage capital inflows
over the past year; in December 2009, the country imposed a
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2 percent tax on capital inflows in an attempt to slow the torrid
pace of foreign capital wanting to buy Brazilian assets. In the
past, Brazil has had to periodically travel around the world, cap
in hand, begging for capital. In early 2010, the debt of Rio de
Janeiro was rated as investment grade by Standard & Poor’s,
the first Brazilian state to receive such a ranking. Meanwhile,
emblematic of the country’s new global heft, Brazil took part,
along with just a handful of other nations (the United States,
China, India, and South Africa) in hammering out the final
agreement that emerged from the Copenhagen climate sum-
mit in late 2009. Brazil has also recently emerged as one of the
world’s largest aid donors to poor nations. And finally, while
the Brazilian economy was not spared from the global recession
of 2008, the economy has bounced back far sooner and stronger
than anyone would have imagined.

For one of the first times in history, the United States will
have to get used to living in the same neighborhood with an
economically vibrant emerging power that has sufficient cred-
ibility to contest U.S. regional and global interests. Whether the
U.S.-Brazilian bilateral relationship will be one of conflict or
cooperation remains to be seen.

Less uncertain is the fact that in less than two decades, the
economic reforms of then president Fernando Henrique Car-
doso, and continuing with his successor, Luiz Indcio Lula da
Silva, have transformed Brazil’s debt-laden and hyperinflation-
prone economy into one of the most dynamic in the world.
Cardoso put Brazil’s crisis-prone economy on sounder footing
during the 1990s by allowing the currency—the real—to float
freely, by granting autonomy to the nation’s central bank, and by
privatizing a number of state-owned enterprises in such sectors
as mining, aviation, telecommunications, and banking. These

and other policies, coupled with greater political stability, helped
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tame inflation, rein in debt, and encouraged rising levels of for-
eign direct investment.

When Lula assumed the presidency in October 2002, many
foreign investors feared that his left-leaning credentials would re-
sult in the rolling back of his predecessor’s reforms in favor of more
antimarket and anti-American policies. Reflecting these worries,
some commentators placed Mr. Lula in the same company as
Fidel Castro and Hugo Chavez, left-wing, anticapitalist leaders
biased toward populist economic policies. Reflecting these fears,
in the run up to the general elections in 2002, Brazil’s main stock
market index, the Bovespa, sagged by 43 percent in local terms.

Lula, however, has proven to be far more adept at running
a large economy than many leaders in the developed nations.
His economic record speaks for itself. The Bovespa has been
among the best-performing stock markets in the world, posting
annualized returns of nearly 30 percent from 2003 to early 2010
(based on local currency terms). Based in U.S. dollars, Brazil’s
stock market has yielded average annual returns in excess of 42
percent during the same period. Under Lula, the market capital-
ization of the Bovespa increased more than tenfold.

Despite investor concerns about Lula’s background, the real
has soared against the U.S. dollar over the past few years. Among
the world’s 16 primary currencies, the real was the best perform-
ing currency against the dollar between 2003 and early 2010, ap-
preciating roughly 100 percent against the greenback. Average
annual economic growth of 3.4 percent since 2003 has been ac-
companied by a noticeable decline in inflation, falling from 8.4
percent at the end of 2002 to 4.8 percent at the end of 2009.

Other impressive figures include the following: over the past
three years, foreign direct investment inflows have averaged $35

billion versus an annual average of roughly $24 billion over

1995-2002. Exports totaled $60 billion in 2002 but topped
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$153 billion last year, a 155 percent cumulative increase. Inter-
national reserves, meanwhile, soared 546 percent between 2002
($38 billion) and 2009 ($244 billion). Finally, just before Lula
entered office, Brazil’s external debt as a percentage of GDP
was close to a record high of 48.7 percent. Currently, however,
the nation’s external debt is just 10 percent. Credit rating agen-
cies have executed a near U-turn. Since Lula assumed power,
Moody’s has increased its ratings on Brazil’s debt five notches,
while the S&P has increased its ratings four notches, and Fitch
by five. All three credit-rating agencies rank Brazil’s debt as in-
vestment grade. By way of comparison, only Peru and Mexico in
Latin America have achieved the same status.

Supporting the favorable credit backdrop of Brazil is the
fact that the nation is currently one of the world’s largest ex-
porters of agricultural products, including chicken, orange juice,
green coftee, sugar, ethanol, tobacco, soya, maize, and pork. Like
the United States, Brazil is an agricultural powerhouse and has
emerged, in the past few years, as a global leader in biofuel use.
The nation is also self-sufficient in oil and poised to emerge
as a significant oil producer with the most recent gigantic oft-
shore oil find described as a “present from God” by President
Lula.’® The Tupi deepwater oil field contains an estimated 5 to
8 billion barrels of light crude, and the discovery could catapult
Brazil into the ranks of the world’s leading oil exporters later in
this decade. Petrobras, Brazil’s state-owned oil giant, ranked as
the fourth largest oil company in the world at the end of 2009
based on oil reserves. Its 11.2 billion barrels are greater than
China’s Sinopec and on par with Chevron and Total of France.
Other Brazilian global corporate giants include Vale, the world’s
fourth largest mining company; Embraer, a midrange passenger
jet manufacturer whose planes are quite popular in the United
States; and AmBev, one of the largest brewers in the world.
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In terms of size and scale, Brazil is now the second largest
economy in the western hemisphere, and based on some esti-
mates, Brazil’s economy could become one of the largest in the
world by the middle of this century, trailing only the United
States, China, India, and Japan."” As icing on the cake, Brazil
will play host to the 2014 World Cup Games and will be on full
global display in 2016, when it hosts the Summer Olympics.

Ever more confident of itself, Brazilian leadership has not
been shy about leveraging its gains on the global stage, to the
consternation of the United States. The emergent Latin Ameri-
can powerhouse, for instance, has become increasingly involved
with the intricacies of diplomacy in the Middle East, indepen-
dent of the United States. In a span of a few weeks in late 2009,
President Lula welcomed Israel’s president Shimon Peres and
then Mahmoud Abbas, president of the Palestinian Author-
ity, for talks on the Middle East process. Any Brazilian input
that helps bring peace and stability to Israel and the Palestin-
ians would certainly be welcomed by the United States. Yet that
potential gain has been undercut, to a degree, by Brazil’s hesita-
tion to support tough economic sanctions against Iran. Brazil
rankled many in Washington when the Lula administration
congratulated Mahmoud Ahmadinejad on his election “victory,”
and further roiled the waters by inviting the Iranian president to
Brazil for talks on energy security. At the time the United States
was cobbling together a global coalition to support sanctions
against Iran, Mr. Lula welcomed Iran’s leader to Brazil with
open hugs and smiles for the world cameras. The cuddly mo-
ment no doubt infuriated the United States, as did the Turkish-
Brazilian deal brokered with Iran in May 2010. That deal nearly
undercut U.S. efforts at the United Nations to bring sanctions
against Iran and was explicitly criticized by the United States

and many other states.
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It remains to be seen whether or not Turkey and Brazil can
bring Tehran into the international fold. The odds of this hap-
pening are slim. Yet Brazil’s proactive brokering with Iran does
underscore the new willingness of Brazil, and other emerging
powers like Turkey, to become involved in high-power global
issues that used to be the exclusive domain of the United States
and a handful of other power brokers. The new initiatives by
the emerging powers, according to Soli Ozel of Istanbul’s Bilgi
University, were “a sign of the times, that the world is not going
to take the diktats of the powers that have run it for the last
two to three hundred years.”” In the end, Washington would do
well to come to recognize that Brazil’s emergence on the global
stage could create serious challenges to U.S. strategic interests.

As part of the new multipolar world, the United States will
not only have to become more adept in dealing with China, Rus-
sia, India, and key Middle East oil producers, but it will also
have to learn to live with a more assertive neighbor, whose global
interests extend beyond Iran. For instance, bilateral trade be-
tween Brazil and China has soared over the past decade, rising
from $2.3 billion in 2000 to roughly $36 billion in 2009, with
the bulk of Brazil’s ties with China revolving around energy and
agriculture. Reflecting the shifting tides of global commerce,
China supplanted the United States as Brazil’s largest trading
partner last year. Financial bilateral ties have also increased lately.
For instance, the China Development Bank has extended a $10
billion loan to state-owned oil giant Petrobras as a down pay-
ment on future oil shipments. In addition, and the clearest sign
yet of deepening Brazilian-Sino commercial relations, China
reportedly invested more than $20 billion in Brazil in the first
six months of 2010, an amount some 10 times more than all of
China’s previous investment in the South American giant. Given

the surge in FDI in the first half of the year, China is positioned
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to emerge as Brazil’s largest foreign investor in 2010, underscor-
ing the growing ties between the two emerging giants.*!

Meanwhile, Brazil’s own influence in Africa continues to
grow. Brazilian investment and foreign aid in Africa have soared
as old cultural and linguistic ties between the Portuguese-
speaking giant and such nations as Angola and Mozambique
have helped grease the wheels of commerce. Two-way trade has
soared. In the global race to secure access to Africa’s riches, Bra-
zil has joined the fray—underscoring the fact that it is not just
Western firms and companies from China and India competing
in various markets of the continent.

Closer to home, Brazil is the pivotal member of Merco-
sur, the large South American free trade group that has often
bumped heads with the United States over trade, investment, and
a host of other regional issues. Mercosur, for instance, helped kill
U.S. ambitions for a Free Trade Agreement of the Americas first
proposed by the administration of President George W. Bush.
The United States will need Brazil’s support if a western hemi-
sphere—wide free trade agreement is going to be forged. Other
top challenges—stamping out Latin America’s drug trade, boost-
ing regional per capita incomes, promoting a greener regional
economy—all will require the active participation of Brazil.

Challenges are already being issued. In April 2010, Brazil
threatened up to $830 million in sanctions over U.S. subsidies to
cotton growers, following a WTO ruling that U.S. subsidies
violated global trade rules. In a novel twist, Brazil threatened to
stop charging technology fees for seeds developed by U.S. bio-
tech firms. To the New York Times, Robert Z. Lawrence, a pro-
fessor at the Harvard Kennedy School, remarked, “Traditionally,
retaliation in trade has been the preserve of the largest developed
countries, which have market power. But this mechanism—

suspending intellectual property protection—gives smaller,
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developing countries a way to enforce their rights under trade
rules.”” The U.S. avoided sanctions with last-minute conces-
sions, but the long-simmering impasse shows Brazil’s new
might in the hemisphere.

In the end, America’s overseas strategic interests have long
lain to the east or to the west, leaving the south, or the rest of
the western hemisphere, to languish. America’s Latin neigh-
bors have long felt neglected by the United States because they
lacked the economic importance and global political influence
to really matter to Washington. The emergence of Brazil, how-
ever, changes the equation. While things are far from perfect in
South America’s largest country, Brazil is too big to ignore—

both economically and politically.

CHINA: COY, CONFLICTED,
AND CENTER STAGE

By virtually all accounts, China had a “good crisis.” That is, it
emerged stronger than any other country in the world from the
global recession of 2008. While 2009 was a nightmare worldwide,
China achieved a series of milestones. The nation surpassed Ger-
many to become the world’s largest exporter of merchandise
goods. Thanks to a 50 percent plus jump in automobile sales,
China eclipsed the United States as the world’s largest car mar-
ket. PetroChina overtook Exxon Mobil to become the world’s
largest listed energy group based on market capitalization. Pull-
ing ahead of the United States and a handful of European na-
tions on the clean energy front, China emerged as the world’s
largest producer of wind turbines and solar panels, and as a sign
of the times, eclipsed the United States as the world’s number
one energy consumer. By early 2010, the Chinese economy was

growing at a 12 percent clip, a torrid pace well above the rest of
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the world and one that unequivocally proclaimed that China
was emerging no longer. It had arrived.

The irony is that China is not entirely comfortable sitting
at the pinnacle of power. It has not been shy about criticizing
the United States for its part in triggering the global recession,
going so far as to broach the topic of replacing the U.S. dollar
as the world’s reserve currency. But in terms of proactive mea-
sures of its own, China has been coy about stepping out onto the
global stage. It almost feels as if China’s moment has arrived too
early—for Beijing and the world at large. Beijing, in many cases,
would still rather follow than lead.

While China does not want to squander the opportunity
to increase its standing in the world, it is reluctant to go against
Deng Xiaoping’s famous directive: “Observe developments so-
berly, deal with changes patiently and confidently; maintain our
position, meet challenges calmly, hide our capabilities and bide
our time, remain free of ambition, and never claim leadership.”

Observe, hide, and bide your time—all of that was possible
for China a decade ago, when the global economy lived off the
profligacy of the U.S. consumer. The world accepted the com-
mon refrain from Beijing that China, despite decades of near 10
percent annual growth, was still developing, was poor, and was
incapable of leading the world given its own massive internal
domestic challenges. Not mincing worlds, China’s Premier Wen
Jiabao bluntly stated in March 2007, “China’s economic growth
is unsteady, unbalanced, uncoordinated and unsustainable.”

The statement surprised many in the West who even before
the financial crisis had dubbed this century the “Chinese cen-
tury,” predicting that the United States is destined to fade into the
shadows of the emerging Asian power. Yet notwithstanding
the fact that China’s economy hardly missed a beat during the

crisis, Wen’s statement contains a great deal of truth.
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Despite its much reported global economic might, China’s
per capita income—=$3,180 in 2008—remains a fraction of that
in the United States and Europe. Millions of people (over 200
million in 2005) still live on less than $1.25 a day in China. The
mainland’s energy and food supplies are woefully insufficient for
a population that is rapidly urbanizing. With only 8 percent of
the world’s cultivated land, China must sustain nearly one-quar-
ter of the world’s population. Decades of pell-mell growth has
decimated China’s environment—"“over the last forty years almost
half of China’s forests have been destroyed, so that it now enjoys
one of the sparsest covers in the world,” notes Martin Jacques.?

China is a large producer of oil, but the country has been a
net oil importer since 1993 and now depends on imports for al-
most halfits oil needs. More problematic is China’s lack of clean
water; this poses a glaring challenge that could ultimately halt
or slow the nation’s economic rise. According to government
figures, roughly two-thirds of China’s approximately 660 cities
have less water than they need, and 110 of them suffer severe
shortages. And what water is available is not fit for human con-
sumption—according to the Chinese government, the aquifers
in 90 percent of China’s cities are polluted, 30 percent of its river
water is unfit for agriculture or industry, and roughly 700 million
of its people drink water contaminated with animal and human
waste. Though little discussed in the West, the lack of clean wa-
ter and the deteriorating environment in China is becoming a
social and political lightning rod, with the number of pollution-
related protests have risen steadily over the past decade.

Demographics represent another herculean challenge. In
part due to its longtime one-child policy, China will grow old
before it grows rich, placing tremendous pressure on the govern-
ment to help care for China’s elderly. By 2050, estimates project
that 10 people of working age will have to support up to seven
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dependents (young and senior), compared with fewer than four
today. Tackling widening income inequalities is another urgent
task for its Communist government. According to a recent pol-
icy paper for the World Bank, using 2004 data sets, “the urban
to rural household per capita income ratio was 3.2 times, and
coastal to inland GDP per capita ratio was 2.4 times, which
were among the highest in the world.”**

Making economic sense of China is complicated by the
government’s pervasive influence in the economy. 7he Econo-
mist remarked, “The government and the Communist Party
are intimately entwined with the managers of China’s financial
institutions. Working out who is really in charge is almost im-
possible. . .. Big credit decisions in China are not advanced by
any one bank or any one banker. Credit is infused and with-
drawn by central diktat. That process has extraordinary ap-
peal to state planners but is horribly inefficient for individual
institutions.”” An accompanying problem is institutional cor-
ruption. In a March 31, 2010, article, 7he Economist sounded
another alarm: “The Chinese emphasis on personal connections
(guanxi) makes it hard to distinguish between business as usual
and corruption. And the weakness of the legal system means
that companies operate in a confusing half-light. Transparency
International’s most recent Corruption Perceptions Index ranks
China 79th out of 180 countries.”*

Above all else, China’s growth remains “unbalanced” today,
overly dependent on investment and exports versus personal
consumption. Consumption levels have soared over the past de-
cade as China’s middle class has grown and the nation’s higher-
income workers have purchased cars, cell phones, computers,
and other Western goods largely out of reach to most Chinese
consumers just a few years ago. Consumption is taking hold

in China, yet is not anywhere near becoming a driver of the
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economy. Personal consumption expenditures amounted to
a mere 35 percent of total output in 2009, one of the lowest
percentages in Asia. The comparable figure in the United States
is 70 percent. This disparity, along with the other figures just
mentioned, does make China a “developing nation,” a self-
proclaimed label the world finds harder and harder to believe.
All these challenges threaten the underlying strategic goal
of China—to create a harmonious society, one economically
and politically in unison. This is paramount to Beijing’s chief
objective—internal stability. Kishore Mahbubani states:

The Chinese mind has always focused on developing Chi-
nese civilization, not developing global civilization. China
today is willing to be a responsible stakeholder in the global
order, but it shows little interest in leading the creation of
a new global order. The Chinese leaders are acutely aware
that it will take China several more decades before it elimi-
nates its rural poverty. Holding China together as a coun-
try and as a political entity will be a big enough challenge
in this period of rapid change and development. Given
these overwhelming domestic concerns, the Chinese lead-

ers have little appetite to lead the world.”?’

In other words, throwing a financial lifeline to the strug-
gling global economy in general or to a near-bankrupt nation
like Greece in particular, who approached China early in 2010
for capital, matters less to China than maintaining internal co-
hesion. Because of its overriding domestic interests, the nation
wants to emerge slowly and cautiously on the global stage, re-
maining more focused on doing what is right for China than
what is right for the world.

This paramount factor explains China’s resistance, notwith-

standing mounting pressure from the United States and G-20,
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to untether its currency and allow the renminbi to float freely
against the U.S. dollar and other currencies, a policy shift that
would presumably allow the United States and the world to sell
more goods and services to China. Yet even though the govern-
ment has given in a little on the currency front, Beijing is likely
to opt for a closed capital account over the medium term. This
will continue to frustrate the United States but unlikely sway
Beijing, since the U.S.-instigated global financial crisis only
confirmed to China’s leadership that a bunkered capital account
is the best insurance against the next financial crisis.

Besides the currency, China has been less than cooperative
with the United States and Europe in crafting global climate
change initiatives, has shown its ambivalence about helping the
United States halt the nuclear ambitions of North Korea and
Iran, and has done little to champion the Doha trading round,
despite the fact that China is one of the largest exporters in the
world and a key beneficiary of an open and thriving global trad-
ing system. “Beijing has no desire to be the world’s deputy sher-
itt)” states Financial Times columnist David Pilling, who adds,
“Beijing prefers to keep a low profile and get on with the hard
slog of building an industrial economy.”*®

Beyond multilateral matters, however, China has not been
afraid to raise its profile on the global stage lately. Assisted and
financially backed by the government, Chinese energy compa-
nies have been very active investors in Africa, Latin America,
the Middle East, and even in such hot spots as Iran and Af-
ghanistan. China’s primary energy consumption soared by 10
percent a year during 20002005, and China’s energy consump-
tion is expected to be the equivalent of 87 percent of today’s
world consumption by 2030. Based on these current consump-
tion patterns, energy security is a top concern of Beijing’s.?’

China’s bid to secure foreign sources of energy and food is the
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most visible manifestation of its becoming more actively en-
gaged in the world economy. But note that this activism is de-
signed to benefit China.

The nation has also concluded currency-swap agreements
with such nations as Indonesia, Argentina, and South Korea,
the first tentative steps toward making the renminbi an alterna-
tive to the U.S. dollar. As part of this goal, the renminbi has be-
come the official trading currency between Southeast Asia and
two neighboring Chinese provinces. Meanwhile, Beijing is rac-
ing to set the global standards in such strategic sectors as electric
cars, solar energy, and a host of other green technologies. The
nation also hopes to have a much larger say in creating the next
generation of Internet standards.

In terms of diplomacy, China has also been more active over
the past few years. Beijing’s “soft power”—global influence at-
tained through diplomatic, economic, cultural, and other non-
coercive means—has expanded along with China’s rising global
preeminence.’® Having weathered the global crisis better than
most, China’s global standing has soared in many parts of the
world. China’s massive internal market, large pool of available
capital, and no-strings-attached foreign aid have attracted many
nations to China’s diplomatic efforts in the past years. China’s
so-called charm offensive or checkbook diplomacy has won Bei-
jing plenty of new allies, opening up new markets for Chinese
companies and providing access to new supplies of raw materi-
als. Aid for trade lies at the core of many diplomatic programs
of China, as Beijing has doled out billions to Venezuela, Angola,
Sudan, Iran, and a host of other nations where U.S. diplomatic
goals are either different or more nuanced than those pursued
by China.

Against this backdrop, some American observers have

warned that China’s use of “soft power” represents a grand long-
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term strategy to advance China’s economic and security inter-
ests at the expense of the United States. Feeling triumphant
relative to the battle-scared United States, China is poised to
throw its weight around and carve out spheres of influence in
geostrategic parts of the world long under the control of the
United States and Europe; so goes this line of thinking. Others
in the United States and Europe are not as worried—at least not
yet—about China’s grand diplomatic designs. Their argument
is that China’s “soft power” is limited in scope and designed to
gain markets and raw materials to support growth at home, not
underpin China’s expansion abroad. And besides, according to
the less threatening narrative regarding China, some nations in
Africa and South America have grown increasingly wary and
concerned about the exploding Chinese presence in their home
country, creating somewhat of a backlash against China’s ever
expanding influence in trade and investment.

Friend or foe? Partner or competitor? Rich or poor? Out-
ward or insular? Plenty of contradictions mark the rise of China
in the global economy. In a sense, the global financial crisis has
spawned an identity crisis in China. While more assertive on
the global stage and sensing a historic opportunity to buttress
its global standing via the West, Beijing does not want to over-
play its hand. It is uncomfortable with the notion that as one of
the world’s most powerful economies, China must lend a more
torceful hand in solving the world’s problems. China wants to
be a global power but on its own terms and timetable. Hence,
China’s leaders wish to stay focused on more pressing internal
challenges and remain resistant to supporting a global economic
system they deem inferior and one they did not have any hand
in creating. In the end, the financial crisis accelerated the rise of
China and the rush toward a more multipolar world—a dynamic

that has made both Beijing and the rest of the world nervous.



|| THE LAST ECONOMIC SUPERPOWER

China’s one foot in, one foot out of the global economy, jux-
taposed against the diminished credibility of the United States,
leaves the world in a precarious position. As noted by author
Martin Jacques, “At the heart of the present global financial
crisis lies the inability of the United States to continue to be
the backbone of the international financial system; on the other
hand, China is not yet neither able nor willing to assume that
role. This is what makes the present global crisis so grave and
potentially protracted, in a manner analogous to the 1930s when
Britain could no longer sustain its premier financial position and
the United States was not yet in position to take over from it.”*!

In the end, a multipolar world poses significant challenges
tor the United States. Working within the G-20, preventing the
pendulum from swinging too far toward state capitalism, pro-
moting multilateralism in the face of rising regionalism, dealing
with a more assertive Brazil in its backyard, and accommodating
a more confident yet conflicted China are new challenges before
the country.

The United States will have to grow accustomed to sharing
center stage with many other aspiring players. This shift will
represent a significant challenge to a nation that has long had
outsized influence on the rest of the world. Nor will the transi-
tion be easy for the rest of world. History shows that emerging
multipolar systems have been more unstable than a bipolar or
unipolar one. The rise of new powers is nearly always disruptive
to economic harmony.

Making all of the above even more daunting for the United
States is the fact that in the messy multipolar world before us,
one filled with new challenges and new competitors, America
effectively enters this new era broke and financially crippled.
The financial health of the United States has never been as pre-

carious as it is today—the topic of the next chapter.



CHAPTER

5

A Handicapped Giant:

Causes and Consequences

We might hope to see the finances of the union as clear and
intelligible as a merchant’s books, so that every member of
Congress and every man of any mind in the union should be
able to comprehend them, to investigate abuses, and conse-
quently to control them.

—PRrEsIDENT THOMAS JEFFERSON TO TREASURY
SECRETARY ALBERT GALLATIN, 1802!

How long can the world’s biggest borrower remain the
world’s biggest power?

—LARRY SuMMERS, PRESIDENT OBaMA’s CHIEF
Economic ADvisor?

Contrary to Jefferson’s hopes, America’s finances are not
terribly “clear and intelligible” and have become harder to
“comprehend” and to “control.” The cost of two wars and the
tab associated with one of the largest financial crises in U.S. his-
tory, juxtaposed against soaring entitlement programs, threaten
to turn the United States into a financial cripple. At a minimum,
America’s deteriorating financial health will handicap its future
ability to drive global growth and shape the global economic
agenda, as well as compromise its geostrategic influence around

119
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the world. America’s dependence on foreign capital has never
been greater, giving capital-rich nations like China and those in
the Middle East more financial leverage over the United States.
All the above beg the question posed by Mr. Summers: just how
long can the world’s largest debtor nation remain the world’s
top power?

The United States entered the new millennium in respect-
able financial shape. The country enjoyed a budget surplus in
2000, while the ratio of government debt (held by the public)
was quite manageable. Government outlays were below the his-
toric average in 2000. Total revenues were at an all-time high.
And Japan, America’s longtime ally in Asia, was the largest for-
eign holder of U.S. Treasuries.

Ten years on, America’s financial landscape looks radically dif-
ferent. Before explaining the factors that wrought financial havoc
on the United States, let’s take a brief look at some of the key
trends that portray a nation living dangerously beyond its means.

Taking on debt is nothing new to Washington. Indeed, the
tederal government’s total debt has increased every year since
1956. Over the past decade, however, the level of debt has more
than doubled, rising from $5.6 trillion in 2000 to $12.9 trillion
in the first quarter of 2010. The latter number includes debt
held by the public and debt held in government accounts.’

The massive accumulation of debt reflects near constant
tederal budget deficits—since the 1970s, the United States has
posted deficits in every year but four. Thanks to two tax in-
creases over the 1990s, reduced military spending, and strong
federal revenues, the United States posted a budget surplus for
four straight years, starting in 1998.

In 2000, the debt-to-GDP ratio stood at 34.7 percent. In
2008 (precrisis), the debt-to-GDP ratio was 40.2 percent, above
the 40-year average of 36 percent. The ratio is expected to climb
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to over 61 percent in 2010, which would be the highest level
since 1952, in the midst of the Korean War.

In fiscal year 2009, the United States posted its first tril-
lion-dollar deficit, with the fiscal shortfall totaling $1.4 trillion.
That was equal to 9.9 percent of GDP, one of the highest ever
in peace time. The deficit topped $1 trillion again in the first
nine months of fiscal year 2010 and is expected to tally another
$1.3 trillion for the fiscal year. Contributing to the soaring
deficits have been surging government outlays, which rose to
nearly 25 percent of GDP in fiscal year 2009 versus a historic
annual average of 20.5 percent. Mandatory programs—includ-
ing Social Security, Medicare, Medicaid, and other entitlement
programs—account for a larger and larger share of the federal
budget. Total mandatory spending consumed 38 percent of
spending in 1970, but over 60 percent in 2009, when outlays
topped $2 trillion for the first time.

Interest owed on America’s accumulating debt has become
quite burdensome as well, totaling nearly $190 billion in fiscal
year 2009. More ominous, the share of public debt owned by
foreigners has risen from 7 percent in 1970 to 18 percent in
1990 to nearly 48 percent today. When so much money is held
by foreign countries, the debtor becomes more vulnerable to the
decisions of other, more autocratic governments. A useful com-
parison is America’s complacent view of importing more and
more oil—until OPEC jacked up the price by 70 percent in 1973.
That burden has only mounted higher in the 40 years since then.

Regarding America’s other deficit, the current account defi-
cit, this gap exceeded 6 percent of GDP in 2006, but narrowed
to about 2.6 percent of GDP in 2009. Since 1980, the United
States has posted a current account surplus in just three years—
the last time was 1991. America’s net international investment

position is now roughly $2.7 trillion in the red, a figure that is
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equivalent to roughly 20 percent of the country’s total output.
The figure represents the difference between foreign-owned as-
sets in the United States versus U.S.-owned assets overseas. As
discussed in Chapter 2, that represents a massive financial IOU
to the rest of the world.

Because of rising public sector spending and the attendant
jump in deficits and debt, the U.S. Congress has had to raise
the federal debt ceiling eight times in the first decade of this
century. Despite that, Uncle Sam still enjoys a triple-A credit
rating—the best there is and one that allows the United States
to borrow capital on favorable terms. America’s credit rating has
remained unchanged since 1917, but its pristine track record
is on shakier ground today. In the past, rarely has the subject
even been broached; it was a given that the world’s sole mili-
tary and economic superpower would remain one of the best
financial bets in the world. But after racking up a massive bud-
get deficit in 2009 and as the fear of sovereign defaults spread
across Europe in early 2010, Moody’s did offer the following
caution: “Unless further measures are taken to reduce the budget
deficit further or the economy rebounds more vigorously than
expected, the federal financial picture as presented in the projec-
tions for the next decade will at some point put pressure on the
Aaa government bond rating.”™

In China, meanwhile, America’s credit rating has already been
downgraded—a disconcerting fact considering that the mainland
is the largest holder of U.S. Treasuries. In mid-2010, Beijing-based
Dagong Global Credit Rating Co. rated U.S. sovereign debt as
AA with a negative outlook, a move that did not garner much
international attention, but one that could be a harbinger of the
future if the United States does not get its financial house in order.

The world’s largest creditor nation in 1980, the United
States is now the world’s largest debtor, piling on more debt in
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the first decade of the twenty-first century than in any other
period of the postwar era. “If the federal government was a
private corporation,” according to David Walker, former U.S.
comptroller general, “its stock would plummet and shareholders
would bring in new management and directors.” The country
has certainly seen new management with the Democrats sweep-
ing into power in the 2008 elections. But neither Democrats
nor Republicans have had the courage to tackle the urgent and

overwhelming financial challenges before the United States.

AMERICA’S “PERFECT FINANCIAL STORM”

How did we get here? What caused America’s finances to im-
plode during the first decade of this century?

The United States looks more and more like a financial crip-
ple owing to the untimely convergence of two wars, the financial
crisis of 2008, and soaring entitlement liabilities. The bill from
each one of these factors, according to various estimates, is at
least $1 trillion—and counting. The United States has been en-
gaged in warfare for nearly a decade now, with no end in sight as
America’s winding down of operations in Iraq have been coun-
terbalanced by its deepening involvement in Afghanistan. The
expense of cleaning up the financial crisis is harder to quantify,
but one estimate puts the cleanup effort at $2 trillion.® Mean-
while, public sector outlays for mandatory entitlements, with
Social Security and Medicare at the core, already top $2 trillion
a year and are only going to rise as more baby boomers retire and
draw on Social Security and health-care benefits.”

In short, as the second decade of this century begins, America
confronts a “perfect financial storm,” one that has saddled mas-

sive deficits and debt on the world’s last economic superpower.
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The larger the deficits, the more the government needs to
borrow from the public. Additional borrowing, in turn, in-
creases the total amount of federal debt. Not surprisingly as the
deficits have exploded over 2009 and 2010, so has America’s
IOUs. While the Democrats argue that most of the debt in
the past decade was piled up during the untrammeled spend-
ing of the second Bush administration, the current Democrat-
controlled White House and Congress have not shown much
backbone when it comes to reducing the deficit. The best that
has been mustered is a bipartisan commission to study ways to
cut the deficit, but everyone knows how much power a com-
mission possesses—not much. The two variables—deficits and
debt—are toxic and have gradually eroded America’s global
standing. No superpower has ever persevered for long as the
world’s largest debtor nation, and the United States will prove

to be no exception.

THE COST OF THE WAR

Foreign entanglements are never cheap, and the U.S. military
forays into Iraq and Afghanistan are no different. Before delv-
ing into the specifics, I want to make clear at the outset that I
am not interested in arguing whether or not the wars fought
by America in the past decade are right or wrong, justified or
unjustified. Rather, the key point here is that wars are expensive
and if long lasting and not paid for properly (as in the case of the
United States), they can ultimately drain the financial strength
of any nation.

As background, U.S. annual defense outlays averaged
roughly $90 billion over the 1970s but surged to an annual aver-
age of $232 billion in the 1980s thanks largely to the aggressive
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military build-out under the Reagan administration. When the
Cold War ended, the United States reaped a “peace dividend,”
or a slower pace of military spending relative to the prior decade.
Defense outlays averaged $285 billion over the 1990s but subse-
quently soared in the post 9/11 world.®

Operation Iraqi Freedom, the Global War on Terror, and
the expanding war in Afghanistan—these foreign endeavors, in
addition to other military expenses like monies spent on missile
defense systems, research and development, and other programs,
helped raise military outlays to an annual average of $463.8 bil-
lion in the first decade of this century. During that period the
Pentagon’s annual budget was larger than the total output of
most countries. The cost of waging war in Iraq and Afghanistan
rose from roughly $20 billion in 2001 to more than $200 bil-
lion by the end of the decade, a surge in spending, according to
the National Priorities Project, that puts the cumulative cost of
both wars in the neighborhood of $1 trillion.” That price tag
is in line with numbers from the Congressional Budget Office
(CBO). According to the Congressional Research Service, the
costs of post-September 11 military operations in Afghanistan,
Iraq, and elsewhere totaled roughly $1.1 trillion through fiscal
year 2010, making current operations among the most expen-
sive in U.S. history."! Currently, the cost of waging war in Iraq
and Afghanistan is running at roughly $11 billion a month. As
for America’s involvement in Afghanistan, putting one U.S. GI
in action in Afghanistan costs $1 million a year.'> With the ad-
ditional 30,000 troops ordered by President Obama, adding to
the force of 68,000, the projected cost of the war is $100 billion
per year.

That’s a sizable price tag to stabilize a regime widely re-
garded as corrupt and to wage war in a country that has for cen-

turies successfully repelled foreign powers.
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Slice it any way you like, war is costly—even for an economy
as large as that of the United States. A $1 trillion price tag is not
insignificant, although that figure, based on the research of Joseph
E. Stiglitz and Linda J. Bilmes, is not remotely close to the true
cost of the wars America has waged this century. Coauthors of
The Three Trillion Dollar War: The True Cost of the Iraq Conflict,
Stiglitz and Bilmes believe that the price of war will ultimately
triple the current figures being used by the U.S. government
and other independent sources. To arrive at their figures, the au-
thors not only tallied the up-front costs of the wars, reflected in
the CBO figures, but also added in other costs like refurbishing
the rundown stock of U.S. military equipment and materials, the
money spent on the conflict that could have been spent elsewhere,
and the future costs of taking care of wounded veterans.

Addressing the first Gulf War in the early 1990s, which
was paid for by our allies, and lasted less than two months and
cost the lives of 148 soldiers, the authors note, “It seems the
Gulf War was almost free. But that fails to take into account
the large number of veterans suffering from some form of dis-
ability from the war, so that today—more than sixteen years
later—the United States still spends over $4.3 billion each year
paying compensation, pension, and disability benefits to more
than 200,000 veterans of the Gulf War."® According to Stiglitz
and Bilmes, “Overall, in 2005 the United States was paying
$34.5 billion in annual disability entitlement pay to veterans
from previous wars, including 211,729 from the first Gulf War,
916,220 from Vietnam,161,512 from Korea, 356,190 from
World War 11, and 3 from World War 1.7

Taking care of our veterans, in other words, will continue
to be an expense item long after the war’s end. “For every U.S.
serviceman or woman killed in Iraq, fifteen more have been

wounded, injured, or have contracted an illness serious enough



A HANDICAPPED GIANT: CAUSES AND CONSEQUENCES "

to require medical evacuation. More than 350,000 U.S. veter-
ans from the two wars have sought medical treatment . . . The
cost of providing medical care and disability benefits may even-
tually exceed even the cost of combat operations,” Stiglitz and
Bilmes noted in a provocative article in Harper’ in early 2009.7
To this point, mental health disorders were the greatest single
cause of hospitalization among U.S. troops in 2009. For the year,
there were 17,538 hospitalizations for mental health issues in
the military versus 11,156 hospitalizations for injuries related
to combat.'® Against this backdrop, it is hardly surprising that
health-care costs in the military have soared over the past de-
cade, with costs expected to top $50 billion in 2011 against a
cost of $19 billion in 2001."7

Stiglitz and Bilmes also assessed the cost of war to society
and the broader economy. Rising divorce rates among military
tamilies, the added stress on America’s Department of Veter-
ans Affairs health-care system, productivity losses associated
with U.S. workers fulfilling their duty as reservists or National
Guardsmen—these factors and others like them are additional
costs that come with waging war.

Another expense consists of the interest payments on the
money the United States borrowed to fight in the Middle East.
Rather than raise taxes to pay for military operations, America
enjoyed two tax cuts last decade and simply borrowed the funds
to wage war. The nation enjoyed guns and butter by eschewing
a war-related tax hike—the traditional means of paying for con-
flict. One of the great ironies of the U.S.-led war in Iraq is that
while many nations opposed the U.S. invasion, they still helped
pay for it by lending billions of dollars to Uncle Sam.

Finally, the opportunity costs associated with war need to
be factored into the equation—the billions spent on war over

the past decade could have gone a long way toward upgrading
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America’s crumbling bridges, fragile rail system, congested
highways, and overcrowded and aging airports. After the alarm-
ing collapse of a bridge in Minneapolis in 2007, experts said the
tab required to repair the nation’s bridges could approach $190
billion. As for the railroads, compare the $8 billion the Obama
administration allocated as part of its economic stimulus pack-
age to the $50 billion China spent on its high-speed rail system
in 2009 alone. To keep up, America needs to upgrade a commu-
nications network that in many places is 50 years old.

Thus far, America’s military engagement in Iraq and Af-
ghanistan has been among the most expensive in U.S. history.
Only the cost of World War II—about $5 trillion adjusted in
2007 dollars—has been greater.'® In the end, very few Ameri-
cans ever imagined that in the aftermath of 9/11, the United
States would embark on one of the costliest military campaigns
in history. By the same token, as U.S. financial institutions wob-
bled during 2007 and 2008, no one had a clue of the pending
financial disaster about to slam the United States and the cost of

cleaning up the mess.

THE COST OF THE FINANCIAL CRISIS

There is never a good time for a financial crisis, but especially
not when a country is waging a two-front war in the Middle
East and a sizable chunk of its population is about to retire and
begin drawing down on Social Security benefits and other en-
titlement programs. Yet that is precisely the position the United
States found itself in late 2008.

“Shock and awe” was not just a strategy for the U.S. military
in Iraq. An equivalent strategy was deployed by the U.S. Federal
Reserve and U.S. Treasury, which pumped trillions of dollars
into the U.S. economy to prevent the country from plunging
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into a financial abyss following the collapse of Lehman Brothers
in September 2008. Only during times of war has the United
States spent so much money so quickly. Billions of dollars were
needed to recapitalize U.S. banks and financial institutions, and
as part of this salvage exercise, the government spent billions
on purchasing toxic assets, billions on direct loans to various
banks, and billions in support of the ailing U.S. housing market.
Billions of dollars flowed into the U.S. auto industry. Support
for Fannie Mae and Freddie Mac, key bulwarks of the U.S. real
estate market, also ran into the billions. The same holds true for
insurance giant AIG. When all the billion-dollar programs are
tallied, the Bs, or billions, turn into Ts, or trillions.*

In total, some $4.6 trillion was disbursed in the aftermath of
the U.S. financial meltdown, according to the Center for Media
and Democracy. A sizable proportion of that total, however, has
been repaid to the government or has been reduced through the
sale of various assets. Accounting for these variables, the center
puts the cost of the crisis at $2 trillion.

Other cost estimates of the financial crisis are not as dire;
that said, I suspect the true cost of the crisis will not be known
for years and will be just as hotly debated then as now. The U.S.
Treasury Department pegs the total cost at a mere $89 billion
after all the loans are repaid. Neil Barofsky, the special inspec-
tor general of the Troubled Asset Relief Programs (TARP), has
estimated the cost at $127 billion. Meanwhile, ProPublica, a
Web-based investigative journalism site, estimates a total price
tag of $315 billion.?

As the various estimates suggest, figuring out the true cost
of the great financial crisis of 2008 is not easy. The final number
has yet to be determined, although three factors stand out. First,
the global postcrisis cleanup effort was not cheap. The IMF

estimates that the cost of the global financial crisis was nearly
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$12 trillion, and the developed nations racked up the bulk of that
spending. While that figure may be reduced in the years ahead,
there is little doubt that the cost (directly and indirectly) of the
global financial crisis of 2008 will go down as one of the most
expensive in history. Second, the crisis struck the United States
when the nation was already deep in debt to the rest of the world.
Three, bailout costs are only one component of expenses a nation
must tally when cleaning up after a financial debacle.

Other costs come in the form of rising public sector spend-
ing and diminished revenues triggered by the financial crisis and
ensuing economic downturn. Virtually every recession produces
a decline in public receipts as personal income and corporate
profits decline thanks to shrinking payrolls and falling levels of
output and consumption. To plug the gap, government spend-
ing usually increases in the short term, resulting in a public sec-
tor deficit. Deficits are not uncommon, but as mentioned earlier,
the one spawned by the financial crisis of 2008 was extraordi-
nary given the severity of the economic downturn. The greater
the decline in output and the larger the decline in receipts, the
more government needs to prime the pump and the greater
the attendant deficit. Other costs from the crisis include the
$9.3 trillion lost in home values, rising interest payments on
America’s ballooning debt, and the social and human misery felt
by millions of laid-off U.S. workers and their families.

In the end, the price associated with cleaning up after one
of the largest financial crises in history is likely to run into the

hundreds of billions of dollars, if not over a trillion.

THE COST OF FUTURE ENTITLEMENTS

Finally, if the expense of two wars and the cleanup effort fol-

lowing the mother of all financial meltdowns were not enough,
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America’s finances are also imperiled by what some have called
the “silver tsunami,” or the rapidly aging U.S. population and the
attendant costs that come with caring for retirees, less well off,
and the elderly. The federal entitlement programs of Social Se-
curity, Medicare, and Medicaid have long represented a clear
and present danger to the financial health of the United States.
As far back as 1981, Ronald Reagan promised to slash Social
Security. When 26 GOP seats were slashed instead in the 1982
midterm election, however, he abruptly changed his tune and
agreed to a $165 billion spending package. The same politi-
cal reluctance to address entitlements has persisted ever since.
While many Americans don’t want to pay for government en-
titlement programs, they don’t want to live without them either.

Outlays for mandatory spending topped $2 trillion for the
first time in 2009, more than double the level at the beginning
of the decade. Since mandatory spending on Social Security,
Medicare, Medicaid, and other programs like food stamps is
just that—“mandatory”—the upshot is that roughly two-thirds
of total government spending is on automatic pilot and takes
place whether or not the government has the money or not, bar-
ring modifications.

More troublesome, net federal spending on Social Security,
Medicare, and Medicaid is only expected to continue rising
as a percentage of GDP, with the growth in this three-headed
monster reflecting the aging of America’s population and rising
health-care costs. According to the Congressional Budget Of-
fice, the share of people age 65 or older is projected to expand
from 13 percent in 2008 to 20 percent in 2035. Meanwhile, the
share of the population between ages 20 to 64 is expected to
drop from 60 percent to 55 percent. Presently, roughly 53 mil-
lion Americans collect Social Security benefits, although by
2035, the number of recipients is expected to top 90 million. As
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more Americans opt for retirement, fewer workers pay into the
Social Security system. The ratio of workers to retirees today is
roughly 3.3:1 versus 16:1 in 1950. At some point in this decade,
the Social Security program will start to pay out more than it
takes in as the boomers retire in greater and greater numbers,
putting even more pressure on the finances of the United States.
To this point, thanks to the U.S. recession in 2008-2009 and
cyclical decline in revenues, the Congressional Budget Office
expects annual Social Security outlays to exceed annual tax reve-
nues in 2010. Starting in 2016, under current law, the program’s
annual spending will regularly exceed annual revenue, marking
another financial turning point for the United States.

Speaking to the looming challenges before the United
States, Federal Reserve chairman Ben Bernanke warned in
April 2010 that the United States “must begin now to prepare
for this coming demographic transition.”! In unusually blunt
language for a central banker, Mr. Bernanke noted that the “the
arithmetic is, unfortunately, quite clear.”*

That was code for: things don’t add up—America’s finances
are on thin ice, which, according to Mr. Bernanke, means that
the United States should act now, not later, “To avoid large and
unsustainable budget deficits, the nation will ultimately have to
choose among higher taxes, modifications to entitlement pro-
grams such as Social Security and Medicare, less spending on
everything else from education to defense, or some combination
of the above. These choices are difficult, and it always seems easier
to put them off—until the day they cannot be put off any more.”*

To avoid America’s day of reckoning, the United States
must impose fiscal discipline on itself by making politically un-
popular but economically sound decisions regarding the U.S.
tederal budget deficit. Either that, or the global financial mar-

kets will do it for us. To the latter point, as Greece went up in
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flames in early 2010, much of the mainstream commentary in
the United States opined that America was not Greece and that
any comparison was foolish. In other words, the financial mar-
kets would never train its sights on the profligate United States
and make the nation pay for its past financial sins since Amer-
ica’s economy was too strong and too resilient. Because it is the
best of an ugly lot, the United States would remain attractive to
foreign investors.

Up to a point, I agree with all of the above—the U.S. econ-
omy remains one of the most competitive on planet Earth.
What I do disagree with, however, is the it-can’t-happen-in-
the-U.S. narrative that assumes the financial markets would
never turn on the United States the way they have turned on
Greece and Europe’s other heavily indebted nations. This view
is eerily reminiscent of the consensus leading up to the U.S.-
led financial calamity of 2008. Then conventional wisdom de-
claimed that financial crises were the worries of other nations
like Mexico, Brazil, and Thailand. This notion was brutally
shattered on September 15, 2008. Similarly, the underlying as-
sumption that the United States is immune to the discipline
of the financial market could also be decimated. And at some
point, many developing nations, in addition to Japan, will begin
to consume a larger share of their savings rather than sending it to
the United States.

What happens when developing countries like China,
Brazil, or Taiwan grow prosperous enough that they decide they
would like to spend their hard-earned money on themselves?
What happens when more investment vehicles are created in
the emerging markets, which will ultimately keep more savings
at home? As David M. Smick points out, “Many other econo-
mies consume too little and offer too little in the way of safe and

credible investment opportunities for global capital. Many of
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these countries have excess saving because they limit domestic
investment opportunities through taxation, regulation, a lack
of financial transparency, and the rule of law.”** Yet this status
will not remain frozen. At some point, the emerging markets will
begin to consume their own savings, leaving the United States

financially high and dry.

THE COST OF SERVICING AMERICA’S DEBT

In addition to the cost of wars, mopping up after the financial
crisis, and funding future entitlements, another looming cost
needs to be examined: interest payments on America’s ever-
expanding mountain of debt. When the United States borrows
money from lenders, the loan is rarely free. (During the panic
of late 2008, however, the demand for U.S. Treasuries was so
intense that yields on the three-month bills turned negative at
the low point.)

Selling U.S. securities is something America has mastered
quite well, and in a stroke of good luck, a large share of America’s
current debt has been financed at very low interest rates. Indeed,
thanks to strong foreign demand for U.S. Treasuries and other
securities, the U.S. government paid less interest on its debt in
fiscal year 2009 than in the prior year; on new borrowing, Amer-
ica’s average interest rate was below 1 percent, prompting Robert
Bixby, executive director of the Concord Coalition, to quip, “The
government is on teaser rates; we're taking out a huge mortgage
right now, but we won't feel the pain until later.””

Teaser rates or not, interest payments on America’s total debt
came to a cool $187 billion in 2009, while for the entire decade
America shelled out a staggering $2 trillion to service its debt.?

Currently, servicing America’s debt represents one of the

largest line items of the U.S. federal budget. Gross interest
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payments easily exceed outlays on such programs as interna-
tional affairs, agriculture, education/training, veteran benefits,
and transportation. Looked at from this perspective, the annual
cost associated with servicing America’s debt is greater than the
annual budgets of most departments of the U.S. government.

In yet another twist in this story, a larger and larger share
of net U.S. interest payments is flowing overseas. This reflects
America’s rising addiction to other people’s money. The more
the United States borrows overseas, the more it ultimately owes
its foreign creditors; America’s interest payments on its foreign
debt have soared over the past decade. In 2007 and 2008, for
instance, interest payments on U.S. government debt held by
foreigners totaled $164 billion and $167 billion, respectively,
before declining to $144 billion in 2009. Even with this decline,
interest paid to foreigners in 2009 was greater than government
spending on veterans’ benefits and services ($95 billion), educa-
tion and training ($80 billion), space ($30 billion), and com-
munity and regional development ($28 billion).?” Since 2005,
the cost of servicing America’s foreign debt has been in excess
of $100 billion a year, a sizable chunk of change even for a $14
trillion economy. The primary beneficiary of this trend is China.
The mainland, one of the largest holders of U.S. Treasuries, now
earns more than $50 billion a year in interest from the United
States.?8

Based on current estimates from the U.S. Congressional
Budget Office, the cost of servicing America’s debt is expected
to top $700 billion a year by 2019. The CBO’s projections sug-
gest an additional $500 billion a year in interest expenses by the
end of the decade, and based on these estimates, total interest
rate payments over 2011-2020 are projected to be a staggering
$5.1 trillion, more than double the $2 trillion in interest pay-

ments in the first decade of this century.
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AMERICA THE VULNERABLE:
THE ODDS OF FINANCIAL WAR

Unbeknownst to many Americans, many dealing with their own
personal financial crisis since 2008, the “perfect financial storm”
has greatly diminished the financial sovereignty of the United
States. Over the past decade, America’s financial future has been
compromised. No superpower can go about its business when
its piggy bank is stuffed with foreign IOUs, when its leaders
lack the political will to make difficult decisions, and when its
citizens remain oblivious to their dependence on foreign capital.
Precisely because America has forfeited its financial indepen-
dence, it is no longer the economic superpower it once was.
Today, America’s indebtedness is a strategic liability that has
left the United States vulnerable to the wishes of its primary
creditors—China, Middle East oil producers, and other devel-
oping nations with excess savings. In this regard, it is impor-
tant to note the key role foreign governments, working through
their central banks and sovereign wealth funds, have played in
acquiring U.S. assets. Between 2003 and 2008, foreign govern-
ments accounted for roughly two-thirds of average annual net
purchases of U.S. securities. In other words, global capital flows
are increasingly state-led and directed. Private investors no lon-
ger hold the bulk of America’s debt—ownership has passed to
foreign governments that could, should they want to, decide not
to buy U.S. assets in the future or sell their existing holdings,
potentially wreaking havoc on the U.S. financial markets.
What is the likelihood of this happening? In August 2007,
when the United States threatened to impose trade sanctions
on Chinese goods because Beijing refused to revalue the ren-
minbi, China, in turn, threatened to liquidate its $1.3 trillion

position in U.S. Treasuries. Such a move would have inflicted
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just as much damage to the mainland as the United States, if not
more. Hence, the threat was quickly dismissed. But the very fact
that China would consider the “nuclear option,” as dubbed by
the media, was a wake-up call to Washington and the financial
markets.

OPEC’s influence stems from oil, Russia’s pivots around
natural gas, while China’s clout rests on capital. Just as crude oil
and natural gas are thought to be “political” commodities, whose
prices can be dictated by geopolitics as opposed to economics,
so too is the potential for capital to become a political commod-
ity. Since the bulk of the world savings, roughly 80 percent, is
now concentrated in the developing nations, led by China, the
Rest has considerable leverage over the West in general and
the world’s largest debtor, the United States, in particular.

Would China ever be so bold as to blatantly use its finan-
cial clout? Maybe not against the United States—just yet—Dbut
certainly against other states. Just ask Taiwan, whose indepen-
dence and international recognition have been steadily eroded
by China’s aggressive use of its checkbook in paying off nations
to switch allegiances from Taipei to Beijing when they are rec-
ognizing the legitimate representation of the Chinese people.
As discussed in more detail in Chapter 7, neither has China
been shy in using its newfound financial strength to curry favor
in a host of African states, with many deals cut and concluded at
the expense of U.S. and European influence.

China’s financial influence on the global capital markets was
on full display in the last week of May 2010. With the financial
markets already on pins and needles over the slumping euro and
Europe’s rising sovereign debt problems, the global equity mar-
kets, including Wall Street, swooned on the news that China
was considering reducing its euro exposure. When the story hit

the tape that the world’s largest creditor nation was considering



|| THE LAST ECONOMIC SUPERPOWER

bailing on the euro, the beleaguered currency and financial as-
sets across the continent sold off, with Beijing’s alleged lack of
confidence in Europe a good enough reason for the rest of the
world to follow suit.

The next day, however, China announced that the rumors
were false and that the mainland was not looking to diversify
out of euros. In turn, the global capital markets rallied. The
world financial markets breathed a collective sigh of relief and
went about its business not recognizing the seminal moment—
that Communist China, a rather poor nation not that long ago,
now had the ability to make or break one of the world’s major
currencies and could inflict massive losses or gains on the world
financial markets with just a few words from its leadership. Sub-
stitute the dollar for the euro, and Beijing could have the same
direct effect on the U.S. financial markets in the future.

Financial warfare has happened in the past, and it could
happen in the future. A noted victim of financial warfare was
Great Britain in 1956, and the country meting out punishment
was none other than the United States, unhappy with Britain’s
occupation of the Suez Canal Zone. Then the United States was
among the world’s largest creditor nations and owned much of
England’s debt. The United States had leverage over the Brits,
in other words, and used the threat of selling a sizable part of its
holdings of British pounds to force the British and the French
to withdraw their military forces from the Suez region. As Brad
Setser noted, “The lesson of the Suez for the United States to-
day is clear: political might is often linked to financial might,
and a debtor’s capacity to project military power hinges on the
support of its creditors.”’

For a variety of reasons, America’s creditors bankrolled the
U.S.-led war in Iraq, but whether they will continue to under-

write the next war or ongoing efforts in the Middle East
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remains uncertain. By lending billions of dollars to the United
States, the developing nations have created a false sense of
security—both economically and politically—in the United
States. America’s two-front war has cost the average Ameri-
can virtually nothing. Meanwhile, very few Americans are
even remotely aware of the financial umbilical cord that con-
nects America with its creditors in Asia and the Middle East,
and this country’s rising dependence on other people’s money.
The world’s last economic superpower has mortgaged its future
to governments headed by communists or run by authoritarian
regimes.

Not to worry, goes the comforting narrative from many
quarters. China has no place to park its massive reserves other
than in U.S. Treasuries and remains dependent on exports for
growth, suggesting ever-rising inflows to the United States
from the mainland. Meanwhile, the survival of many Middle
East governments is tied to the security umbrella provided by
the U.S. military, making investment managers of the Middle
East unlikely to decamp en masse from the U.S. financial mar-
kets anytime soon. U.S. Treasuries remain the safest investment
in the world, so goes the consensus, and consequently foreigners
will always be willing to lend money to Uncle Sam.

These are all valid points, suggesting that the financial inter-
dependence of today between the world’s largest debtor and its
creditors will be maintained tomorrow. Perhaps the current
arrangement could go on for quite some time. However, what
is missing from this analysis is that America’s ability to bor-
row overseas could be constrained by changes in China or the
Middle East. A major change in policy overseas risks leaving
the United States financially exposed.

For instance, few Americans realize that a backlash is slowly

emerging in China over Beijing’s massive accumulation of U.S.
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dollar reserves. Commenting on the topic, Chinese Prime
Minister Wen Jiabao said bluntly in early 2009, “To be honest,
I am definitely a little worried.” Luo Ping, a senior official of
the China Banking Regulator Commission, was even less diplo-
matic. He stunned an audience with the following comment in
February 2009: “U.S. Treasuries are the safe haven; it is the only
option . .. we know the dollar is going to depreciate, so we hate
you guys, but there is nothing much we can do.”

Mr. Ping’s remark did not garner much attention in the
United States, but the outburst reflects the fact that domestic
criticism 1s building over China’s excess exposure to low-yielding
U.S. Treasuries, juxtaposed against America’s ever-widening
deficit. The Chinese government and many ordinary citizens
are increasingly wondering out loud why China continues to
send billions of dollars to a country that is engaged in a two-
front war, responsible for one of the worst financial debacles in
history, deep in debt, and continues to exhibit not one ounce of
fiscal restraint. Adding insult to injury, why send billions of dol-
lars to a rich nation like the United States when China remains
so poor?

More insulting, the United States continues to demand that
the renminbi be allowed to appreciate against the U.S. dollar,
which means it is effectively asking China to incur massive ex-
change rate losses on its dollar holdings, nearly $900 billion in
May 2010. The more the renminbi rises against the U.S. dollar,
the greater the loss in value of China’s dollar reserves. This rep-
resents an embarrassing policy bind for Chinese policy makers,
and one that could result in a domestic backlash against Bei-
jing’s political elite.

In the future, while America’s policy actions will influence
the nation’s ability to attract foreign capital, so too will policies
overseas, independent of the United States. Even if the United
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States remains “good,” the outcome could be “bad” because of
events and trends totally outside the control of Washington.
Barring a dramatic move to slash the U.S. deficit, reduce cur-
rent debt levels, and increase the nation’s overall savings rate, the
United States will remain financially vulnerable. Ben Bernanke
warned Congress, “At some point, the markets will make a judg-
ment about, really, not our economic capacity but our political
ability, our political will, to achieve longer-term sustainability.
At that point interest rates could go up and that would be, of
course, a negative for economic growth and recovery.”!
Harvard professor Harold James makes a telling point about
the status of the United States, which can easily borrow money
to finance its deficit, and an empire of an earlier age in history,

that of Hapsburg Spain:

The equivalent to the inflow of funds . . . was the story
of New World silver, which initially appeared as a source
of immense strategic power. It let Spain have something
(mostly the services of troops) for apparently nothing; just
as in other cases there can appear to be a “free lunch” for
the hegemon. The inflow of silver did not immediately
lead to Spanish decline, but it did eventually produce a
hollowing out of the Spanish economy and in the end also

a loss of strategic preeminence.*

When Spain’s supply of silver dwindled, it could no lon-
ger pay for all its wars to protect its far-flung empire. In the
meantime, Britain and France built more efficient tax-collecting
systems that eventually relegated Spain to a second-rate power.
Much like Spain, the longer the United States relies on money it
does not earn, the more vulnerable it becomes to global financial

patterns that are rapidly evolving beyond its control.



|| THE LAST ECONOMIC SUPERPOWER

In the shifting tides of world events, favors aren’t given for
free. Other countries want the good life that Americans have.
Nations like Japan, China, and Brazil will ultimately consume
more of their own savings, leaving little left over for Uncle
Sam. Continuous change represents perhaps the only constant
throughout the history of global financial flows. Innovations in
other countries will one day make obsolete the current system
in which U.S. securities, notably U.S. Treasuries, are the domi-
nant international security to own. Without proper actions and
a greater sense of urgency, the economy of the United States
will suffer when that day comes. The status quo is unsustain-
able. The destruction from the “perfect financial storm” has yet
to be fully understood by many Americans. Decades from now,
however, historians will point to the profligacy of the United
States as the beginning of the end for the world’s last economic

SUpErpower.



CHAPTER

6

The Twilight of
Europe and Japan

The West is very absorbed by its own problems and hasn’t
had the time or energy to look up and see what’s happening.
That's quite funny because the world is splitting apart, even
as we say that we are getting more globalized.

—ParmoDp Buasin, CHIEF EXECUTIVE OF
GENPACT, INDIA’S LARGEST BUSINESS
PROCESSING OUTSOURCER!

he deglobalization of finance, the rise of the “Rest,” and the

crippling debt status of the United States—the convergence of
these forces has undermined the global economic dominance
of America. But to these powerful trends another must be
added: the relative decline of the West, or the fading collec-
tive global influence of the United States, Canada, Europe,
Japan, Australia, and New Zealand. In particular, the twilight
of Europe and Japan and their diminished capacity to affect
the global agenda is just as important as the much-told story of the
rise of China and India and their attendant ability to shape
the world of tomorrow. Their decline coupled with America’s
increasingly exhausted resources means that the most important
torces responsible for the preeminence of globalization have
been crippled, leaving the fate of globalization as we know it

much in doubt.

143



|| THE LAST ECONOMIC SUPERPOWER

Too much attention over the past few years has been paid to
America’s decline in parallel with China’s rise. This analysis misses
another potent issue—that America’s diminished influence also
stems from the fact that its longtime allies and cosponsors of glo-
balization, principally Europe and Japan, are fading fast as influ-
ential global players. In the postcrisis world of today, the Western
brand does not carry the same sway as it did in the past. America’s
ability to shape the global agenda in economics, foreign affairs,
and other key multilateral issues has been increasingly compro-
mised by politically weak and economically stagnant allies who
have in turn lost faith in America’s ability to lead. Both Europe
and Japan are weighed down by aging populations and hamstrung
by massive public sector debt, and increasingly, as a new decade
dawns, both parties are considered withering global players.

For example, when the finer points of the global climate-
change agreement were hammered out at the eleventh hour in
Copenhagen in late 2009, delegates from the European Union
were not even present at the table as the United States, China,
India, Brazil, and South Africa bargained and haggled over the
final accord. Europe’s exclusion, not unexpectedly, deeply em-
barrassed Europe’s leaders. After all, they had long championed
the agenda to reduce global greenhouse gas emissions and adopt
more environmentally friendly policies to save Mother Earth.
They had led the first international accord to limit greenhouse
gases, the Kyoto Protocol of 1997, which was spurned by the
United States in the end. Yet after pushing hard for a mean-
ingful agreement at Copenhagen, Europe was crestfallen by the
world’s rude treatment. The deal was largely done while Europe
was outside looking in. And while the exclusion of Europe and
Japan from the final negotiations suited American short-term
interests, the legacy of Copenhagen may well come back to
haunt the United States.
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The devalued global influence of America’s allies is hardly
a favorable omen for globalization, since the foundation of
the world economy for the past 60 years has been solidified
largely by Western cooperation and cohesion. Since the end of
World War II, the major powers of the West have been the world
economy’s standard-bearers—the rule makers, regulators, and
enforcers, controlling global institutions (including the World
Bank, International Monetary Fund, World Trade Organiza-
tion, and its predecessor, the General Agreement on Trade and
Tariffs) that have long shaped and controlled the global eco-
nomic agenda. Think of it this way: Europe, Japan, Canada, and
other Western nations were junior partners with the United
States in constructing the edifice and establishing the institu-
tions that would lead to Western domination of the global econ-
omy over the second half of the twentieth century.

The demise of communism and the end of the Cold War
only strengthened the grip of the West over the global economy.
Over the Roaring Nineties, the developed nations, with roughly
12 percent of the global population, accounted for roughly 60
percent of world output on average, based on purchasing power
parity rates.” The West was responsible for the bulk of world
exports and imports, as well as a disproportionate share of for-
eign direct investment. In terms of personal consumption, again
the developed nations led the way, accounting for over three-
quarters of global personal consumption over the 1990s. Against
this backdrop, Western power and influence reached its postwar
pinnacle late in the millennium, and the Western way of life in
effect became the desired model for the rest of the world.

Catching up with the rich West was a primary goal of many
nations, including China, who grudgingly came to accept the
notion that the nation was becoming more “Western.” Con-

firming Beijing’s acceptance of U.S.-led rules and regulations
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governing international commerce, China finally joined the
World Trade Organization in 2001. In Europe, meanwhile,
the number of EU-wannabes soared after the collapse of com-
munism. Following much preparation and bargaining, 10 new
members—the majority from Central and Eastern Europe—
joined the European Union in May 2004; in January 2007, two
more nations (Bulgaria and Romania) joined, bringing total
EU membership to 27 nations. Early in the twenty-first cen-
tury, Europe appeared more politically united and economically
integrated than ever before, a dynamic that lent a great deal of
currency to the Western way of managing affairs.

By standing together, by working toward common goals, by
boosting global growth and prosperity, and by not allowing spe-
cific issues to create deep divisions within, the West—namely,
the United States in collaboration with Europe and Japan—
succeeded in creating a global economic system that virtually all
nations wanted to participate in. For years those nations that
played by the Western rules of the game grew and prospered.
Hence, over the 1980s and 1990s, and up until the financial cri-
sis of 2008, the world danced to the tune of the West. The West
led, the rest followed. All of this changed, however, with the
meltdown of the global financial system late in the first decade
of the twenty-first century and the ensuing wreckage wrought

by the “Made in America” financial crisis.

THE PRIMACY OF THE
TRANSATLANTIC ECONOMY

Probably no subject is as unfashionable and uninspiring in
economics as the transatlantic economy. It is not discussed on

Wall Street, is rarely mentioned in popular media outlets, and
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appears on the radar screen of a very few in Washington. This
negligence is understandable given the universal assumption that
the future lies with the emerging markets, notably the uber-
developing nations of China, India, Brazil, and others. In con-
trast, the U.S.-European economic partnership conjures up images
of the Cold War period, or a bygone era that has been all but
relegated to the dustbin of history.

Many experts in America wrote off Europe as long ago as
1981. That was the year U.S. exports to Asia exceeded U.S. ex-
ports to Europe for the first time. This seminal shift in trade was
widely reported in the media and deemed irrefutable evidence
that future global growth was shifting from West to East—from
Europe to Asia. In subsequent years, this view was bolstered by
China’s unrelenting economic rise, coupled with robust growth
across Asia. Concurrently, Europe’s underwhelming economic
performance, along with its rising public sector debt and declin-
ing innovation capabilities lent credence to the notion that while
Asia was on the rise, Europe was in decline. America, accord-
ingly, needed to shift its attention and resources toward the Pacific
region, while downgrading relations with its Atlantic partner.

Corporate America, though, did the opposite. However un-
glamorous the transatlantic economy may appear, the economy
that spans the Atlantic is the largest and most powerful eco-
nomic entity in the world. The Atlantic commercial artery—
valued at roughly $4.5 trillion in 2009—is massive because no
two economic entities in the world have been more melded
together than the United States and Europe over the past few
decades.’ Indeed, if globalization means the cross-border eco-
nomic fusion of two regions of the world, the transatlantic econ-
omy is its prime example.

That may surprise many readers for two reasons. First, the

common metric by which international commerce is measured
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is through cross-border trade—or exports and imports. Trade
has been the standard benchmark for global commerce for cen-
turies, and if based solely on trade, Asia matters more to the
United States than Europe. Total trade between the United
States and Asia amounted to $1 trillion in 2008 versus $652
billion between the United States and Europe. U.S. exports of
goods to Asia in the same year were nearly 22 percent larger
than U.S. exports to the European Union. So case closed—
America’s commercial interests are unequivocally more depen-
dent on dynamic Asia, not stodgy Europe. Not quite.

Here’s the catch: standard trade figures are a wholly incom-
plete measure of global commerce. A better indicator is foreign
direct investment and the sales of foreign affiliates, since compa-
nies compete more through foreign direct investment—by estab-
lishing a local presence in various foreign markets, by being on
the ground—than through arm’s-length trade. As The Economist
stated, “Foreign direct investment is ‘globalization’ in its most po-
tent form,” and represents far more than “capital”: “it is a uniquely
potent bundle of capital, contacts, and managerial and techno-
logical knowledge. It is the cutting edge of globalization.”

Foreign direct investment has been at the forefront in stitch-
ing the global economy together over the past quarter century.
The global figure of inward FDI stock was nearly $18 trillion in
2009, equivalent to roughly 30 percent of world GDP, up from
a mere $790 billion in 1982.° In the same year, foreign affili-
ate sales reached nearly $30 trillion versus roughly $16 trillion
in global exports of goods and services. Hence, it is investment
that binds nations together, not trade. In the case of the United
States, U.S. foreign affiliate sales totaled a staggering $5.2 tril-
lion in 2008, the last year of available data, nearly five times
greater than the value of U.S. exports.® While the United States

ranks as the world’s largest exporter of goods and services, what
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America exports each year pales in comparison to what foreign
affiliate sales are year in and year out. U.S. companies, in other
words, deliver goods and services to overseas customers more
through foreign affiliates than exports. When regarded on this
basis, Europe is easily the most important geographic market in
the world for corporate America. In 2008, U.S. foreign affiliate
sales in Europe totaled $2.7 trillion versus foreign affiliate sales
of $1 trillion in all of Asia, a massive divergence that reflects
the fact that America’s foreign direct investment roots are deep-
est across the Atlantic, not the Pacific. Of corporate America’s
20,000 plus foreign affiliates scattered all over the world, the
bulk are embedded in Europe—another fact that may come to
the surprise of many readers.

In discussions of globalization’s reemergence late in the
twentieth century, the narrative typically centers on the opening
of new and untapped markets in Central Europe, Latin Amer-
ica, developing Asia, and the Indian subcontinent. The general
embrace of Western-style free-market principles in such nations
as China, Brazil, India, Poland, and others was supportive of the
story of greater global integration, interdependence, and inclu-
sion with and among the developing nations. This narrative is
not inaccurate. Yet it does overlook the critical fact that global-
ization over the past three decades has been dominated by the
United States and Europe. Globalization has expanded faster
and reached deeper across the Atlantic than between any other
two continents or regions in the world.

Contrary to popular opinion, global investment flows have
not flowed from the rich, high-wage developed nations to the
poor, low-cost developing countries over the past few decades.
Rather, despite the many flows from rich to poor, investment
has flowed more from one developed nation to another, or to

and from the United States and Europe in particular. Over the
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1980s, 78 percent of total foreign direct inflows were directed
at the developed nations; the United States accounted for 36
percent of the total, the European Union, 31 percent. Over the
1990s, roughly two-thirds of total foreign investment inflows
were directed at the developed nations, and the United States
and the European Union accounted for 22 percent and 40 per-
cent, respectively, of the global total. Meanwhile, the developing
nations attracted just 22 percent of total global inflows in the
1980s and nearly one-third over the 1990-1999 period. When
China is excluded from the total, the share to the developing na-
tions is much smaller, dropping to roughly one-quarter in the
1990s. In the first decade of the twenty-first century, the num-
bers show basically the same trends—the share of foreign direct
investment inflows to the developing nations excluding China
tallied 29 percent, while the percent to the developed nations
was 65 percent of the total.’

Leading the charge overseas have been American compa-
nies. But the surge in U.S. foreign investment has not been di-
rected at the developing nations, as commonly assumed. Rather,
most U.S. overseas investment for the past 50 years has been
directed at Europe. In the two decades from 1990 to 2009, U.S.
firms invested $2.9 trillion overseas—a sizable sum and a trend
many in America believe to be linked to rising U.S. investment
to low-cost China. However, the European Union accounted
for roughly 55 percent of the total, while China accounted for
only 1.3 percent. U.S. firms sank more capital into Ireland and
Spain over the same period.

America’s preponderance in investment outflows is also true
of inflows. While the United States has long been a major source of
foreign investment, the country has also been a major recipient
of investment—a fact lost on many in the United States who

believe that investment flows typically one way—outward. To
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the contrary, the United States accounted for 16 percent of total
global foreign inflows in the last decade and for 22 percent of the
total over the 1990s. Interestingly, despite all the talk of Western
firms decamping their home markets for low-cost China, for
every one dollar China attracted in foreign direct investment
over the last decade, the United States attracted roughly three
dollars. Who is the primary foreign investor in the United
States? Europe. Over the past decade, European firms invested
roughly $1.3 trillion in the United States, nearly double the
level of the 1990s. As a key source of foreign capital, Europe
accounted for roughly three-fourths of total U.S. investment in
the 1990s and again during the last decade.

In sum, no two economies have become more integrated
than those of the United States and Europe over the quarter
century. Today, thanks to large-scale foreign direct investment
from both sides of the Atlantic, American affiliates in Europe
are increasingly indistinguishable from local European firms,
and European firms in the United States are often indistin-
guishable from local American companies. Affiliates on both
sides of the pond are important local sources of jobs and income
and critical drivers of economic growth whether in Spartan-
burg, South Carolina, where German automobile manufac-
turer BMW turns out 160,000 cars a year, or Grenoble, France,
where a number of U.S. pharmaceutical firms conduct world-
class research employing local talent. As for the transatlantic
capital markets, the ties that link the United States and Europe
are also quite thick. U.S. financial institutions are closely linked
with their counterparts in the United Kingdom, the Nether-
lands, Belgium, France, Germany, and other European financial
hubs. As a result, although the financial crisis was hatched in
the United States, Europe’s close financial ties with America
helped infect the United Kingdom and the continent with



|| THE LAST ECONOMIC SUPERPOWER

exotic mortgage-backed securities, subprime loans, and other
dodgy assets. So when Lehman Brothers went under, the panic

and pain immediately struck both sides of the pond.

CRACKS IN THE FOUNDATION
OF GLOBALIZATION

If the United States and Europe were married, there is a strong
probability that one or both parties would have filed for divorce
sometime in the past decade. The last 10 years have been among
the rockiest in the modern era for the transatlantic partnership—
notwithstanding ever-expanding trade and investment ties be-
tween the two parties The problems started early in the decade,
after the U.S. dot-com bust and ensuing U.S. economic recession
precipitated an economic downturn across Europe. No sooner
had the transatlantic economy started to recover when the stag-
gering catastrophe of September 11,2001, shocked the world.
At first, the United States and Europe stood in solidarity
against the terrorist attacks. The French newspaper Le Monde
tamously captured the mood of the time: “In this tragic mo-
ment, when words seem so inadequate to express the shock
people feel, the first thing that comes to mind is this: We are all
Americans! We are all New Yorkers, just as surely as John F. Ken-
nedy declared himself to be a Berliner in 1962 when he visited
Berlin. Indeed, just as in the gravest moments of our own his-
tory, how can we not feel profound solidarity with those people,
that country, the United States, to whom we are so close and to
whom we owe our freedom, and therefore our solidarity?”®
Meanwhile, for the first time members of the North Atlan-
tic Treaty Organization (NATO) invoked Article 5, confirming

that an attack on one member is an attack on all members. The
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pledge was another show of transatlantic solidarity and sent
a clear message to the world that the United States and Eu-
rope stood shoulder to shoulder against the war on terrorism.
They were bound by history, common values, and shared goals
to remain each other’s true partners. The weeks following 9/11
represented the high water mark of transatlantic solidarity and
cohesion. The goodwill, however, did not last long, with the
U.S.-led war in Iraq exposing fundamental fault lines between
the United States and Europe.

Entering Iraq in 2003, the United States wanted a strong, po-
litically cohesive, and fully engaged Europe to support American-
led efforts in the Middle East in particular and the war on terror
in general. Europe, instead, wavered and vacillated and became
divided among itself over whether to commit soldiers. France
and Germany largely opposed the war, while the United King-
dom, Spain, and Poland, along with a handful of other nations,
supported the U.S. war effort. In a fit of frustration with Europe,
U.S. defense secretary Donald Rumsfeld made matters worse
by referring to “old” Europe and “new” Europe when referring
to those nations that opposed or supported the war, a comment
that created a tremendous amount of discord within Europe and
across the Atlantic.

The transatlantic bickering did not stop there. The U.S.
Congress, unfortunately, got into the act in its endlessly helpful
way. The three cafeterias in the House of Representatives were
ordered to rename French fries “freedom fries.” French toast be-
came “freedom toast.” The symbolic move aimed at the French
lack of support did not end on Capitol Hill. U.S. bar owners
were seen on television pouring French wine down drains to ap-
plauding and approving patrons. None of this, not surprisingly,
did much to engender cooperation between the United States
and Europe.



|| THE LAST ECONOMIC SUPERPOWER

Neither did Robert Kagan’s popular and provocative
thesis—“Americans Are from Mars and Europeans Are from
Venus”—which rattled the transatlantic partnership in the sum-
mer of 2002. As boldly proclaimed by Kagan:

It is time to stop pretending that Europeans and Ameri-
cans share a common view of the world, or even that they
occupy the same world. On the all-important question of
power—the efficacy of power, the morality of power, the
desirability of power—American and European perspec-
tives are diverging. Europe is turning away from power . . .
Meanwhile, the United States remains mired in history,
exercising power in an anarchic Hobbesian world where
international laws and rules are unreliable, and where true
security and the defense and promotion of a liberal order
still depend on the possession and use of military might.
That is why on major strategic and international questions
today, Americans are from Mars and Europeans from

Venus.’

According to Kagan, the disparity in power between the
United States and Europe had grown so great that when it came
to “setting national priorities, determining threats, defining
challenges, and fashioning and implementing foreign and defense
policies, the United States and Europe have parted ways.”"

In response to Kagan’s thesis, my colleague, Daniel Ham-
ilton, director of the Center for Transatlantic Relations at The
Johns Hopkins University, and I countered in various publi-
cations and multiple forums that instead of drifting apart, in
reality the United States and Europe were banding together.!!
Notwithstanding diplomatic tensions over the war in Iraq and

the growing unpopularity of the Bush administration across
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Europe, transatlantic commercial ties were in fact becoming
stronger, not weaker.

Supportive of this view, as the first decade of the twenty-
first century unfolded, U.S.-European commercial flows only
became deeper. Despite all the hype about the ascent of China
and the collective allure of the BRIC nations, U.S. firms con-
tinued to plow more capital into Europe than any place else in
the world. During the economic boom years of 2003-2007, for
instance, Europe remained the favored destination for corporate
America, accounting for more than half of U.S. foreign invest-
ment over this period. Over the same time frame, the United
States accounted for over 70 percent of Europe’s foreign direct
outward investment. Leading up to the global financial crisis of
2008, America and Europe were each other’s favorite foreign
investment destination and, by extension, remained the twin an-
chors of the global economy.

That is still true today. However, the sequence of events
starting with the U.S. dot-com bust, followed by the unpopular
U.S.-led war in Iraq, and ultimately the “Made in America” fi-
nancial crisis has left the transatlantic partnership battered and

bruised, and in many respects, in disarray.

A HOUSE DIVIDED

Following the recession in 2008, one of the most ruthless com-
ments on Western financial prowess was unleashed by Brazil’s
president, Luiz Indcio Lula da Silva. Not one to mince words,
the Brazilian leader harshly stated: “This is a crisis caused by
people, white with blue eyes. And before the crisis they looked
as if they knew everything about economics.”? Rarely had such

blunt criticism been leveled at the West’s management of the
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global economy; not surprisingly, Lula’s indictment of “white
people with blue eyes” resonated among the developing nations.
But the searing comment also played well in many developed
nations. Indeed, the crisis elicited a number of no-holds-barred
comments from America’s long-standing economic partners in
Europe and Japan. That’s because they were the major buyers
of Wall Street’s financial innovations, and when the entire toxic
basket collapsed, they were among the greatest victims.

During the heat of the crisis, Peer Steinbriick, German fi-
nance minister, wondered out loud whether Karl Marx was not
“all that incorrect” in predicting that unbridled capitalism would
ultimately consume itself. Mr. Steinbriick also noted: “One
thing seems probable to me, the United States will lose its status
as a superpower of the global financial system.”"?

French president Nicolas Sarkozy has also spoken out about
the perils of free-market capitalism, even though, ironically, Sar-
kozy rode to power in 2007 by advocating more industry deregu-
lation and more flexible labor laws. Delivering a keynote address
to the World Economic Forum in Davos, Switzerland, in Janu-
ary 2010, the French president slammed bank bonuses, finan-
cial speculation, and deregulation, and urged a tax on financial
transactions and a tax on imports from countries that do not
heed international climate accords. Sarkozy also used the Davos
platform to call for a new Bretton Woods system, eliminating the
U.S. dollar as the world’s reserve currency. The French president
received a standing ovation for his passionate anti-American plea
to rein in capitalism and dethrone the dollar.

In Asia, Eisuke Sakakibara, former Japanese finance min-
ister, predicted that the world would never return to the con-
sumption patterns that led to the Great Recession. “After this
recession is over, things will be different. The American age is

over,”1#
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Some of the commentary, to be sure, was nothing more than
raw populism designed to temper the anger of local elector-
ates suffering from the aftershocks of the financial crisis. How-
ever, the anticapitalist barrage and blatant finger pointing at
the United States for bringing the global economy to its knees
have done little to promote harmony and cohesion between
the United States and its Western partners. To the contrary,
while the financial crisis of 2008 elicited much rhetoric for the
need for coordination and cooperation among the West, words
have not been matched by deeds. The two parties have drifted
apart in terms of crafting a coordinated policy response to the
deepest transatlantic recession since the 1930s. Virtually every
nation in the world lowered interest rates and goosed govern-
ment spending in the wake of the crisis, a widespread Keyesnian
response to the crisis, but that is where the policy similarities
end. Beyond priming the pump, the policy responses in Wash-
ington, Brussels, London, Paris, Tokyo, and other Western capi-
tals were largely ad hoc, uncoordinated, and inward-looking on
the whole.

In general, U.S. fiscal and monetary policies have been
larger, swifter, and some would say more effective than Europe’s
policy responses. The United States has also moved much more
aggressively in addressing the problems of nonperforming loans
on the balance sheets of U.S. banks, with government-led poli-
cies forcing many U.S. financial institutions to raise more capital
and recapitalize their balance sheets well ahead of their Euro-
pean counterparts. More than a year after the United States re-
quired its banks to undergo a financial stress test, Europe got
around to the same exercise in July 2010, and by most accounts,
Europe’s stress tests were not as “stressful” or comprehensive
as those conducted in the United States. And despite all the

chatter about the need for a globally coordinated response to
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financial reform, the United States and various European states
have been working in silos, with national priorities and interests
trumping all others. Presently, a huge regulatory divide yawns
between the United States and Europe. And the fiscal and mon-
etary policy gulf is just as wide, with the United States in mid-
2010 favoring more fiscal spending despite mounting federal
budget deficits versus Europe’s desire to cut spending and raise
taxes.

In addition to the above, not helping matters was the near
financial meltdown of Greece in early 2010, which embarrass-
ingly highlighted the flaws of the European monetary union
and internal divisions within the continent. The Greek finan-
cial crisis was largely of its own doing, as runaway state spend-
ing finally caught up with the nation in late 2009. Once the
global financial capital markets grew increasingly nervous over
Greece’s ability to repay its debt, they demanded higher inter-
est payments on its outstanding debt, a situation that brought
Greece to the brink of a sovereign default. This was avoided
thanks to a massive financial package cobbled together in April
2010 but only after a protracted and bitter debate within the
European Union about whether or not to throw Greece a fi-
nancial life line. Some countries—notably Germany—opposed
a Greek bailout on the grounds that any EU member as prof-
ligate and financially irresponsible as Greece should be tossed
from the Eurozone. Buttressing this argument was the fact that
Greece did cook the financial books in the late 1990s to meet
the standards of entering the Eurozone. The Germans were sus-
picious of the Greek numbers from the beginning, a hunch that
was later proven correct when in September 2004 the nation
admitted that it had been in breach of the Eurozone’s deficit
rules for the previous four years. Later, in early 2009, officials in
Athens predicted that the nation’s deficit for 2009 would be 3.7



THE TWILIGHT OF EUROPE AND JAPAN ||

percent of GDP, slightly above the 3 percent target. However in
late October of the same year, after the socialist government of
George Papandreou had replaced its conservative predecessor,
Greece informed the EU that the deficit in fact would be an im-
mense 12.7 percent of GDP, an admission that sparked growing
credit fears.

Greece, in the end, was granted financial support by other
member states, with the controversial help of the International
Monetary Fund. Its participation was strongly resisted up to the
eleventh hour on the grounds that the IMF was designed to
bail out financially strapped developing nations—not a devel-
oped economy ensconced in the world’s largest economic bloc
and sharing the same currency—the euro—with financially fru-
gal Germany. It was Germany, however, that insisted that the
IMF take part of the Greek salvage operation, a reflection of
Berlin’s reluctance to bail out a profligate member of the Eu-
ropean Union. A full-blown sovereign debt crisis in the Euro-
pean Union was avoided but not without creating a tremendous
amount of ill will between Germany and Greece, as well as stok-
ing tensions between Europe’s major economic players, Ger-
many and France.

After several lawmakers in Germany advised that Greece
sell a few islands to raise cash, Deputy Prime Minister Theodo-
ros Pangalos suggested that Germany could solve the problems
in Greece by making reparations for gold stolen during the Nazi
occupation. Not surprisingly, German insistence that any aid
to Greece come as a last resort and that Greece pay market-
punishing rates to borrow capital infuriated Greek leaders and
the general public. Berlin offered no apologies during the crisis,
adamant that it would not bail out a nation that had defaulted
four times in its modern history; has a retirement age of 61

versus 67 in Germany; and spends 7 percent of GDP on public



|| THE LAST ECONOMIC SUPERPOWER

administration compared to a 3 percent average for the Euro-
zone. A high consumption rate, low level of labor force par-
ticipation, and a chronic penchant to print deficits—all these
Greek traits were too much for Germany to underwrite, making
Germany the harsh taskmaster during the crisis. Besides, after
paying a huge bill to integrate East Germany, the average Ger-
man was not interested in funding another capital-starved part
of Europe.

Commenting on the mood in Germany, Constanze Stel-
zenmiiller, a senior fellow of the German Marshal Fund in Ber-
lin, put it starkly, “Germany is no longer, as a matter of course or
principle, the motor, heart and savior of Europe. This isn’t the
Europe we signed up for. It’s much larger, much poorer, and we
have to take care of our own.”?

Germany’s unyielding stance incensed not only Greece but
also many other EU partners, notably France. While German
chancellor Angela Merkel insisted that Greece pay a price for its
profligacy and urged other EU states to adopt fiscal discipline
in order to avoid the fate of Greece, French president Nicolas
Sarkozy favored easier rules on deficit spending, lower interest
rates, and other measures to stimulate the economy. The divisions
between two of Europe’s largest economies became even bigger
after French finance minister Christine Lagarde suggested that
the German export model had to be reconfigured in the interest
of less competitive EU nations, and that Germany, with a large
current account surplus, should spend more and save less for the
good of member states. The recommendation, needless to say,
did not go over well in Berlin. German economy minister Rainer
Bruederle fired back: “For countries which have lived in the past
off entitlements and neglected their competitiveness to point
their finger at others is politically . . . understandable but unfair.”¢
Not surprisingly, the French-German split, the plunging value
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of the euro during the crisis, and Europe’s north-south divide
epitomized by frugal Germany and free-spending Greece did
little to engender U.S. confidence in the European Union.

Indeed, the Greek financial crisis—which pulled back the
covers on Europe’s public sector indebtedness and which could
rear its ugly head again—juxtaposed against robust economic
growth emanating from China, India, and the developing na-
tions only served to reaffirm in the minds of many investors and
policy makers in the United States that Europe is the past, the
emerging markets the future. This realization is likely to spur
corporate America to shift its strategic sites away from Europe
and toward the more dynamic markets of Asia, Latin America,
and others in the years ahead. To many in Washington, rapidly
aging, heavily indebted, and increasingly fragmented Europe is
more of a withering partner of the United States on the global
stage than a forward-looking, dynamic ally.

Lending credence to this view, the same question that
Henry Kissinger famously asked back in the 1970s—“If I want
to call Europe, who do I call?”—still does not have an answer.
While the European Union’s Lisbon Treaty, which finally took
effect in 2009, was supposed to give the 27-member group a
more united, consistent, and weightier voice in global affairs,
anyone sitting in Washington today wanting to ring Europe for
help or guidance would not know whom to call. The Lisbon
Treaty has hardly clarified matters—to the contrary. Europe
now boasts separate presidents of the European Council, the
European Commission, and the European Parliament. Add to
this the six-month-long rotating EU presidency, and Europe’s
leadership hierarchy has never been more muddled.

Compounding matters, the appointment of Herman Van
Rompuy, Belgium’s prime minister, as the EU’s first full-time
president in 2009 was received with a thud. The EU’s new
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foreign policy chief, Britain’s Catherine Ashton, received a simi-
larly underwhelming response as well. Both positions—the EU
presidency and new foreign policy chief—were created to up-
grade Europe’s role on the global stage. However, the appoint-
ment of two relative unknowns, with little experience in global
affairs, has done little to enhance the global might of Europe.
Speaking to Europe’s role in the world, Financial Times col-

umnist Gideon Rachman noted the following:

Maybe the Copenhagen and Davos experiences are rather
similar, and Europe’s role is simply to provide the confer-
ence hall and get out, because it is not very central to these
debates. But there is a slight European crisis of confidence,
first because the kind of theatrics of Copenhagen weren’t
good for Europe, but also such a mess was made of the
appointment of the new president and foreign minister of
the EU. The EU is still the largest economy in the world,
bigger than the United States and China. But it does not
punch its political weight, and a couple of nobodies have
been appointed as the president and foreign minister, who
people in Europe haven’t even heard of, let alone the rest
of the world. That’s been a blow to confidence. There’s a

sense that Europe has missed its moment."”

If Europe’s day has passed—and the signs point in this di-
rection barring significant change—the omens are hardly fa-
vorable for the United States and the Western-led multilateral
institutions that have long governed the global economy. A co-
hesive and cooperative Europe has been instrumental in helping
the United States mold the world economy in its own image
and to its liking. The global economic framework of the past
half-century reflects the shared values and goals of the United
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States and Europe, and their ability to set aside differences
for the good of the global commons. Over the past 60 years,
the transatlantic economy has been the anchor of the global
economy and the prime example of the mutual benefits of deep
cross-border integration, or globalization.

The past, however, is going to be hard to replicate. Even be-
fore the financial crisis of 2008 and ensuing transatlantic recession,
the United States and Europe were at loggerheads over a number
of issues, ranging from the Doha trading round, global climate
change, energy security, and a host of industry-specific differences
involving genetically modified food, pharmaceuticals, chemicals,
air travel, insurance, and many other service-related activities. Dif-
ferent regulatory frameworks, heterogeneous health and safety
regulations, fragmented distribution channels—all of these fac-
tors across Europe continue to bedevil transatlantic relations and
represent key barriers to future economic integration. Agricultural
trade remains a notable sticking point between the two parties, as
does a highly protected transatlantic service economy.

The myriad responses in Europe to the financial crisis,
meanwhile, have only served to highlight how fragmented
policy making remains in Europe despite the region’s “single
market” and “single currency.” Notwithstanding these impres-
sive achievements, national interests, in most cases, continue
to trump the broader interest and objectives of greater Europe.
What could very well emerge from the crisis is a two-tiered
Europe, with better positioned and performing economies, like
Germany and the tech-savvy Nordic nations, prospering in the
years ahead, while the aging and indebted south, or the Club
Med members of Greece, Italy, Spain, and Portugal, languish.
That is a recipe for more political and economic volatility within
Europe and hardly rates as a propitious backdrop for the trans-

atlantic partnership.
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The United States has not only been frustrated with Europe’s
enfeebled response to the global financial crisis, but also discour-
aged by Europe’s measures in other areas, notably in U.S. efforts
in Iraq and Afghanistan. Speaking in undiplomatic terms, U.S.
defense secretary Robert Gates took Europe to task for its role
in Afghanistan: “The demilitarization of Europe—where large
swaths of the general public and political class averse to military
force and the risks that go with it—has gone from a blessing in
the twentieth century to an impediment to achieving real security
and lasting peace in the twenty-first.”*® Gates’s comments came
three days after the government in the Netherlands collapsed in
dispute over the role of Dutch troops in Afghanistan.

In the end, if the transatlantic economy was not the foun-
dation on which globalization rests, then the fact that the soli-
darity and cohesion of the transatlantic partnership are fraying
would not be so worrisome. But the ties that bind the transat-
lantic partnership are weakening and will continue to wither if
America increasingly views Europe as weak and divided, and
less important in the context of rising China, India, and other
strategically important nations, and if Europe, in turn, remains
intolerant of muscular U.S. foreign forays in the Middle East
and Afghanistan and remains disenchanted with U.S.-led free-
market capitalism. Europe too believes in the rise of China,
India, and Russia, which has lead key EU states like Germany,
France, and the United Kingdom to craft and chart their own
course with the world’s newly emergent giants. In sum, as exist-
ing perceptions solidify and as current trends gain more traction,
the risk is that transatlantic partnership is downgraded by one or
both parties or allowed to atrophy by benign neglect.

At best, the United States and Europe are in a strained re-
lationship; at worst, the two parties could be headed for divorce

court.
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JAPAN—THE NEXT SWITZERLAND?

No other region of the world has posted more impressive eco-
nomic numbers and achieved more commercial success over
the past half-century than Asia. Ravaged by the devastation of
World War II, Asia was one of the poorest regions of the global
economy at the halfway mark of the twentieth century. Japan’s
per capita income was less than three-fourths its prewar level.
In 1950, South Korea’s per capita was less than Nigeria’s and
Egypt’s. In the early 1950s, the entire region accounted for less
than 10 percent of world output; agriculture was the principal
engine of growth at the time, and as the dust settled on Asia fol-
lowing the destruction of war, very few imagined that the region
would emerge as a dynamic engine of the global economy a few
short decades later.

By the late 1960s and early 1970s, the economic comeback
of Asia was plain to see. An economic “miracle” was in the mak-
ing, with Japan at the forefront. The nation’s precursor to China’s
mix of state and private enterprises, the famed Ministry of In-
ternational Trade and Industry (MITTI), fostered the growth of
future international giants such as Toyota, Sony, and Mitsubi-
shi. Japan’s innovation of just-in-time inventory controls, forc-
ing companies to sharply raise their quality standards in order to
supply new products on demand, swept the world in the 1980s,
leaving Detroit carmakers, among other complacent industries,
to scramble madly to keep up. Books such as Japan, Inc. posited
that in a few short years Japan would become number one.

Its rise to the second largest economy in the world com-
pelled other nations in the region to follow suit. Rapidly industri-
alizing right behind Japan were the newly industrialized countries
(NICs) of South Korea, Taiwan, Hong Kong, and Singapore.
And behind the NICs were other cohorts, the resource-rich
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members of the Association of Southeast Asian Nations
(ASEAN), consisting primarily of Malaysia, Thailand, Indonesia,
and the Philippines. The common denominator to the success of
these nations—an export orientation that helped create domes-
tic jobs and income, which helped boost per capita incomes and
provide the foreign exchange for further investment in a number
of industries, ranging from textiles to steel to computers.

Over the postwar era, a V-shaped economic hierarchy de-
veloped in Asia. Some spoke of Asia’s development resembling
a formation of flying geese." Japan, of course, functioned as the
apex of the V-shaped configuration and helped pull along the rest
of the region. Over time, labor-intensive industries once based
in Japan like textiles, toys, apparel, electronics, and furniture
shifted first from the NICs, helping these nations to take off,
and then to Southeast Asia, kick-starting the industrialization
of those countries. In the process, one economic “miracle” af-
ter another was hatched within the global economic framework
constructed by the West.

For Washington, the orderly and predictable economic rise
of Asia helped buttress U.S. economic and security interests in
the region and served as a vital bulwark against the spread of
communism. By the 1980s, a region once ravaged by war and
threatened by communist powers like China and North Ko-
rea was securely ensconced in the U.S.-led capital system and
shielded under the U.S. security umbrella. The starting point
for this scenario was Japan’s embrace of the U.S.-built global
economic architecture. By looking “west” and by starting an
“economic miracle” that was replicated around the region, Japan
was instrumental in pulling other Asian states into the U.S.-led
global economic system.

Today, however, while Asia remains very much a part of the

global economy constructed by the West, the region is dramatically



THE TWILIGHT OF EUROPE AND JAPAN ||

being reconfigured. Japan’s miracle economy looks more and
more like a mirage. Following a credit-fueled property boom
and bust in the late 1980s, Japan’s economy has gone nowhere in
the past two decades.

In what has become a familiar pattern in the past 20 years,
soaring profits led to overexpansion in both the Japanese stock
market, the Nikkei, and in real estate. To give one telling example,
property in Tokyo’s Ginza district reached a high of $139,000
per square foot in 1989. Even after trillions of dollars were
wiped out in the subsequent crash, Japanese banks continued to
make questionable loans, leading to prolonged stagnation.

The “lost decade” of the 1990s was followed by another lost
decade to open the twenty-first century. Crippling deflation,
which has deterred spending among Japanese consumers, falling
productivity levels, and an overreliance on exports has relegated
Japan to the economic slow lane. Since the early 1990s, China
has shoved aside Japan to become the region’s economic pace-
setter. Economic activity in Asia increasingly pivots around the
mainland, not Japan. Once considered unstoppable, the land of
the rising sun now confronts a future with a shrinking popula-
tion, fewer workers, more retirees, and a crushing national debt.
After years of trying to revive its morbid economy with more
state spending, Japan is now saddled with the highest public-
sector debt to GDP ratio in the developed world, at around 190
percent. In 2010, state borrowing of ¥44 trillion is for the first
time expected to exceed tax revenues of ¥37 trillion, an ugly fis-
cal imbalance that will only add to Japan’s massive debt load.

In an ominous look ahead, state debt is only expected to rise
as Japan’s population ages and its workforce shrinks. The work-
ing age population, according to the government, is expected to
decline by 9 percent during the next decade.?® In terms of demo-

graphics, Japan now has as many middle-aged people (age 45 or
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older) as those under the age of 45. According to figures from the
United Nations, Japan’s population is expected to fall from 127
million today to just 101.6 million by 2050. By then the nation’s
working-age population (those workers between the ages of 15
to 64) is expected to total just 49 million workers, down roughly
40 percent from current levels. Meanwhile, the number of people
over the age of 65 is expected to rise from roughly 27 million in
2007 to 38 million in 2050, creating a retiree-to-worker ratio
that is unsustainable. Given the dire fiscal and financial straits
Japan now finds itself in, the nation may be set up for a Greek-
style debt crisis. Not that this is a new development. A few years
ago a joke made the rounds on Wall Street: What is the differ-
ence between Japan and Argentina? Two years.

A financial implosion of Japan is not preordained, yet even if
Japan does avoid such a fate, it will not change the fact that the
sun is setting on America’s longtime economic partner in Asia.
Rather than inspire global confidence, Japan instead engenders
apathy among many investors and policy makers in Washing-
ton. For a country that was once feared by the United States, it
is startling how little economic attention America pays to Japan
today. In Asia, Washington’s focus, of course, is now directed at
China. The same holds true for Japan—it too is also focusing
more of its attention on Beijing.

Expanding trade is pulling Japan more into the orbit of Asia
than the West, with Japan’s economy now linked more to Asia than
either the United States or Europe; nearly 55 percent of Japan’s
total exports went to Asia in 2009, the first time Asia has ac-
counted for over half of Japan’s total. China is now Japan’s larg-
est export market, accounting for 18.9 percent of Japan’s total
exports in 2009, versus a share of 16.1 percent to the United
States and 12.5 percent to the European Union.
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On the political front, the landslide victory of the Dem-
ocratic Party of Japan (DPJ]) in August 2009, after nearly 54
years of uninterrupted rule by the Liberal Democratic Party,
had raised questions about Japan’s future orientation toward the
West versus the East. Before he resigned in early June 2010,
then Prime Minister Yukio Hatoyama was not considered anti-
American, but he did speak in the past about forming an East
Asian community that would exclude the United States. “Un-
til now, our connection with the United States has been very
strong. Naturally, this will continue to be the case in terms of
our national security. But for economic growth, it is necessary to
look closely at Asia as a new frontier,” Hatoyama told the media
in late 2009.%!

Even in terms of national security and foreign policy, rela-
tions between the United States and Japan are poised to change.
The DPJ decided not to extend Japan’s refueling operations
in the Indian Ocean in support of the allied military effort in
Afghanistan and wanted to reopen and reconsider an earlier
agreement on the relocation of a U.S. air base on the island of
Okinawa. It was the latter issue, in fact, that lead to Hatoyama’s
downfall and abrupt resignation in June 2010. With the United
States unwilling to open renegotiations over the American air
base in Okinawa, Hatoyama was unable to fulfill a key campaign
promise and promptly left office. As of mid-2010, Japan was yet
again searching for another prime minister, and found one in
Mr. Naoto Kan. The length of Mr. Kan’s tenure, however, like
many recent prime ministers in Japan remains open to question.

In the end, Japan increasingly looks like Switzerland—
comfortable and rich (for now), and increasingly inward-
looking, with little influence or care to be a global actor on the world

stage. Tokyo does care about the rising military presence of
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China, a trend that is expected to lead to greater U.S.-Japanese
security ties. That said, Japan’s global significance has declined
with its sinking economic fortunes. The rise of China, mean-
while, has dramatically reconfigured Asia’s economic hierarchy.
The flying geese have been scattered. In the region, the mainland
now leads while Japan follows; a trend confirmed in 2010, when
China’s economy surpassed Japan’s to become the second largest
in the world. As Asia’s economic power structure is reordered,
the commercial links that have long bound the United States and
Japan, or the main links between the West and East, will weaken.

THE TWILIGHT OF THE WEST

Even before the financial crisis struck, the West’s monopoly over
the global economy was slipping. This shift in economic power,
however, from the West to the Rest was subtle and largely non-
disruptive and thought by many in the West as a process mea-
sured in decades, not years. Yet the financial crisis of 2008 was
an accelerator, a fast-forwarding mechanism that has hurtled
the global economy down an uncharted path toward global par-
ity between the developed and developing nations. The crisis
unmasked the West’s credit-driven economic model as destruc-
tive and unsustainable, leaving the West increasingly divided
among itself and handicapped in shaping the global economic
agenda of the future.

Europe’s uncoordinated response to the financial meltdown,
coupled with the sovereign debt crisis in Greece and lingering
risks associated with Europe’s sovereign debt, has undermined
global confidence in the continent. A two-tiered economy in
Europe—with Germany and other successful exporters out-

stripping growth in the debt-laden south—is likely to create
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future political and social strains that will do more to divide
rather than unite Europe. In Asia, Japan’s incompetence in gen-
erating growth juxtaposed by the ease by which China sailed
through the crisis solidified Asia’s new economic order, with the
Middle Kingdom firmly on top. These dynamics, coupled with
the massive indebtedness of the United States, have left many
in the developing nations highly suspicious of the old ways of
doing things. The nearly 6 billion who live outside the West
no longer feel beholden to Western-dominated institutions and
have lost faith in Western ways of economic management. The
rest of the world is becoming more detached from the West,
forming strands and alliances beyond the traditional global
powers of the United States and Europe.

At the same time, the ties that once bound the West so prof-
itably are becoming more frayed. Across the Atlantic, economic
ties between the United States and Europe remain thick—for
now—although the scars from the U.S.-led war in Iraq, the
global financial crisis, and a bevy of industry-specific sticking
points continue to weaken and strain the transatlantic partner-
ship. This bears close watching since the transatlantic economy
has been the bedrock of globalization and a key pillar supporting
America’s global dominance. In Asia, Japan’s economic linkages
are increasingly being redirected toward China and its neighbors.
As Europe and Japan struggle to cope with slower growth, large
public sector deficits, and deteriorating demographics, the West
becomes weaker, and America’s underlying dominance wanes.

Set against the aging, indebted, and increasingly divided
developed nations are the likes of China, Poland, Brazil, and
many other emerging economies, whose confidence and eco-
nomic vigor seem to grow with each day. The presence of the
world’s new power brokers continues to rise and is the subject of

the next chapter.
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CHAPTER
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Flexing Their Muscle—
The New Power

Brokers in Action

The West can no longer dominate, given its partial loss of
moral authority. For the first time in centuries, the develop-
ing East has some say.

—RonnNie CuaN, CHalrRMAN oF HaNG Lune
ProprerTIES, HoNG KoNG!

Today, the 5.6 billion people who live outside the Western
universe will no longer accept decisions made on their behalf
in Western capitals.

—KisuHore MansuBaNi, DeEaN, LEe Kuan YEw
ScuooL or PusLic Poricy AT THE NATIONAL
UNIVERSITY OF SINGAPORE?

he West is no longer in control of the global economy, and
the rest of the world knows it. The new drivers of economic
activity are the developing nations. Their collective presence
in one market after another is becoming larger and more sig-
nificant with each passing year. Barbie Dolls, Boeing airplanes,
Viagra—name virtually any product, and there is a very good
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chance that the strongest demand and future sales growth for
such items lie in the Middle East, the Indian subcontinent, Af-
rica, Asia, and Latin America. Global food and energy prices
increasingly reflect the supply-and-demand equation not of the
West, but of the Rest. Similarly, global capital flows are increas-
ingly dictated by actions taken by central bankers and investment
managers in Kuwait, Beijing, and Sao Paulo. The global money
centers of New York and London, of course, still matter, but the
shift in investment capital—from the West to the Rest—reflects
the fact that the world’s excess reserves—or savings—are in the
vaults of China, Brazil, Russia, and the Middle East.

The Rest is stepping up. The evidence is everywhere and in all
fields. Taiwan now has more high-tech researchers than Britain.
McDonald’s restaurants in Russia are twice as busy as those in
the United States.* Between March 2002 and November 2009, the
number of mobile-phone users in India soared from 6.5 million
to over 500 million. The number of credit cards in use in China
totaled 175 million in September 2009, a rise of one-third from a
year before and a seven-fold jump from 2003.° Porsche sold more
cars in Russia than in the United States in 2008.° Some 316 million
people have signed up for cell phone service in Africa in the past
decade, a number greater than the total population of the United
States. After aggressively scouring the world for oil, the estimated
oil reserves of state-owned PetroChina were roughly 21.8 billion
barrels in 2008, nearly double the level of Chevron of the United
States and Total of France.

These shifts highlight the rapidly changing nature of global
business, with the Rest not only responsible for new markets but
also new competitors. When the United Arab Emirates put out
a $20 billion bid for four nuclear reactors, the winning contract
did not go to world-class firms from either France or Japan.

Instead, it was awarded to a consortium led by Korea Electric
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Power Corporation. Along similar lines, European telecom-
munication equipment makers were stunned when Belgacom, a
Belgium telecommunications company, handed a large contract
to China’s Huawei Technologies Company. The company won
the bid based not only on low-cost pricing but also on the qual-
ity of its technology—a deadly combination for industry leaders
like Nokia, Siemens, Alcatel-Lucent, and other Western firms.
Welcome to the new world—one neither flat nor curved
but messy and multipolar. The last economic superpower—the
United States—will face great difficulties adjusting as the tempo
of global economic activity beats more to the tune of the devel-
oping nations and not American-led globalization. While it is
commonplace to speak about a world where the center of grav-
ity is shifting from the West to the Rest, the implications and
consequences of this shift have not been fully digested by the
developed nations. The emerging markets are not just lead-
ing the world out of recession in 2010; they are fortifying their
strengths in such key sectors as energy, mining, steel, automo-
biles, telecommunications, power generation, finance, and alter-
native energies like solar power. Chinese firms are on the cusp of
becoming global leaders in electric cars, solar panels, and more
efficient coal-fired plants. Vale of Brazil has emerged as a world-
class mining company. South Korea and Taiwan lead the world
in flat-screen technologies, among other advanced technolo-
gies. Cemex of Mexico is a global leader in cement production.
India’s software capabilities, quite apart from its back-office
dominance, grow stronger by the day. The list of yet-to-be-
heard-about companies from the developing nations goes on.
New corporate leaders are emerging from the developing na-
tions, and they are set to challenge Western incumbents who are
more accustomed to competing against each other (Boeing ver-

sus Airbus) than against corporate upstarts (Brazil’s Embarer)
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from the emerging markets. Reflecting this turn in the tide,
while 46 companies from the emerging markets were part of the
Fortune 500 in 2005, the figure had doubled to 92 in 2009.

At a broader level, control of the world’s critical economic
inputs—natural resources, capital, and labor—is increasingly
shifting to the developing nations, a dynamic that could very
well lead to more tension between the well-endowed Rest ver-
sus the West. The latter is deep in debt, energy-deficient, and
confronting an aging workforce. These debilitating factors leave
the United States and many other Western states at the mercy
of Middle East sovereign wealth funds, Latin American com-
modity producers, and Taiwanese contract manufacturers like
electronics giant Foxconn, to cite just a few examples.

Confident and emboldened, and sensing that their time has
come, the developing nations are poised to flex their newfound
muscle. How the United States in particular and the West in
general responds to the collective energy and optimism of the

developing nations remains to be seen.

KEEPING UP WITH THE SENS AND ZHUS

Richard Freeman first publicized the startling fact that the
global labor force had effectively doubled over the course of
the 1990s.” The Harvard economist dubbed this phenomenon
“The Great Doubling,” noting that in 1990 only half the world’s
workforce worked under the umbrella of free-market capital-
ism. At the time it was concentrated in North America, South
America, western Europe, Africa, and parts of Asia. However,
tollowing the collapse of the former Soviet Union, India’s shift
away from self-sufficiency and China’s embrace of market capi-
talism, the global workforce eftectively doubled, rising from ap-
proximately 1.5 billion workers to roughly 3 billion.
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Rarely had so many workers entered the global mainstream
at once, spawning, not surprisingly, a great deal of anxiety
among politicians and workers in the United States and Europe.
Early in the 2000s, the debate over this massive influx of new
workers focused on the supply-side effects on the world econ-
omy. A billion and a half new workers helped suppress global
wages, consumer prices, and in turn interest rates, and helped
fatten profits for those international companies able to leverage
this massive new labor pool to their cost advantage. Initially,
these new global participants were thought of as only workers.

Yet over time these same workers became consumers. The
doubling of the global force also unleashed a shocking new
surge of demand on the global economy. Hundreds of millions
of people have been lifted out of poverty, boosting the living
standards and purchasing power of consumers in China, India,
Poland, Russia, and a host of other developing nations. China,
for instance, has recorded the largest and fastest decline in pov-
erty in history, as the percentage of people living on less than $2
per day fell from 84.6 percent of the total in 1990 to 36.3 per-
cent in 2005. For the developing nations in general, those toiling
on less than $2 a day dropped from nearly two-thirds in 1990
to 47 percent in 2005.% Further improvement is expected—the
World Bank estimates that the percentage of workers earning
$2 a day or less will decline to 33.7 percent of the total popula-
tion by 2015, a far cry from nearly 64 percent in 1990.”

Slowly but surely, more money is flowing into the pockets
of workers in the developing nations. Their earnings remain mi-
nuscule, to be sure, and in many cases what little extra income
they have is spent on basic staples, leaving little money for dis-
cretionary items. Workers earning $2 a day in the developing
markets have their heads barely above the poverty line, hardly in

a position to own a car. Yet for those households further up the
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income scale, the prospect of owning a car is becoming less of a
dream and more of a reality.

The actual size of the middle class in the emerging markets
remains open to debate. A wage of $2 per day is commonly ac-
cepted as denoting the poverty line in the emerging markets,
but that limit may be too inclusive. If one defines the middle
class as workers earning between $2 and $13 a day, then half
the world is now considered middle class. By this definition,
the middle class of the emerging markets totaled a staggering
2.6 billion people in 2005.' This bar is probably set too low,
however. The World Bank defines those in the middle class as
people who earn between $12 and $50 per day, and by this mea-
sure the middle class of the developing nations is eight times
smaller yet nevertheless poised to expand rapidly.

This cohort already numbers some 400 million people, ac-
cording to the World Bank, a figure roughly one-third larger than
the entire U.S. population.’ More important, the middle class of the
developing nations is expected to triple in size over the next two
decades, increasing to 1.2 billion by 2030. By then the developing
nations will account for 93 percent of the global middle class, up
from 56 percent in 2000. This estimate suggests ever-rising levels of
consumption in the developing nations. Yet even today, the emerg-
ing market consumer outspends the U.S. consumer. In 2010, the
United States accounted for roughly 28 percent of global consump-
tion versus a 32 percent share of the emerging markets."? Eight
years ago, the percentages were roughly reversed—when the U.S.
consumer was the most potent spending machine on earth. With a
population less than 5 percent of the global total, the United States
accounted for nearly one-fifth of global imports in 2000. By 2009,
America’s share had dropped to below 13 percent.

Times have changed, in other words. The spending power of

the U.S. consumer has diminished on both a relative and absolute
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basis. Purchasing power among developing consumers, in con-
trast, has accelerated. Whereas in the past factory workers in
Asia would trudge off to work on Saturday morning, today they
are more likely to head for the local shopping malls for a day of
socializing and shopping. Shanghai, Dubai, Mumbai, Ho Chi
Minh City, Istanbul, Sdo Paulo—any first-time visitor to these
emerging cities is struck by the vitality of the local consumer,
out in force and shopping in an air-conditioned mall that might
be mistaken, in some cases, for the luxury complex in Short
Hills, New Jersey. Granted, those trolling the shopping centers
in the emerging markets are the lucky few relative to the rest
of the general population. But the numbers and scale of these
urban buyers, and their pent-up demand for electronic goods,
appliances, automobiles, skin-care products, clothing, and other
goods has reached the point that these consumers are increas-
ingly setting global trends, leading in global fashion, and driving
global sales in a number of industries.

On the contrary, thrift and austerity are fast becoming the
norm in the West—whether the developed world likes it or not.
Conspicuous consumption, meanwhile, is rapidly becoming
the rage in places like Brazil, India, Turkey, and other emerging
markets. Emblematic of this trend, China’s automobile market
is now larger than America’s. While total U.S. vehicle sales im-
ploded in 2009, dropping by over 20 percent from the prior year,
vehicle sales in China exploded, surging roughly 45 percent. In
other words, what is now good for China is good for General
Motors, a market leader in China. GM’s automobile sales to
China soared to over 1.8 million vehicles in 2009, a 67 percent
annual rise that helped offset plunging sales at home and helped
stabilize a company that ultimately had to file for bankruptcy.

Ironically, the future earnings of General Motors, now a

company 60 percent owned by the U.S. government, increasingly
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pivot around the Chinese consumer. In the not-too-distant fu-
ture, this government-owned entity is expected to sell just as
many vehicles in China as the United States. Ford Motors,
meanwhile, saw its sales in China surge by 44 percent in 2009,
also helping to boost the profits of the one U.S. automobile
manufacturer that did not receive U.S. government assistance

during the financial crisis.

THE INCREASING COMPETITION FOR
NATURAL RESOURCES

While booming auto sales in the emerging markets is a blessing for
U.S. automobile manufacturers, the same dynamic is a curse for the
average American. The more consumers in China, India, Egypt,
and other countries take to the road in their shiny new cars and
trucks, the more upward pressure on world oil prices and the
higher the cost of oil for an energy-dependent America.

Most Americans are oblivious to the rising middle classes
of the developing nations and what this new consuming cohort
means for the world’s already stretched natural resource base.
They have yet to recognize that as the new global consuming
class adopts and acquires Western life styles—moving from the
village to the city, working in air-conditioned offices, driving
to work, consuming more protein—the greater the demand and
the higher the prices for energy, water, agricultural goods,
and other natural resources. The West faces stiff new competi-
tion with the Rest for natural resources.

The monopoly the West enjoyed in devouring the world’s
natural resources has decisively ended. As long as consumers in
the developing nations remained poor and lacked the income to

purchase a computer or car, or afford a good meal, the West did
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not have to compete with the developing nations for oil, copper,
and soybeans, among other commodities. For much of the post—
Cold War era, the equation was rather simple: the developing
nations produced commodities, and the West consumed them.
Those days are over, however. As The Economist notes, “During
the past 15 years a new middle class has sprung up in emerg-
ing markets, producing a silent revolution in human affairs—a
revolution of wealth-creation and new aspirations.””* As part of
this revolution in wealth, the number of millionaires in China is
expected to top 1 million very shortly, with the average Chinese
millionaire owning three cars.'*

While the United States can certainly feed itself, the coun-
try’s energy security remains fraught with risk. One danger lies
with the global concentrations of oil supplies. More and more
of the world’s proven oil reserves are controlled by states and
state-owned companies whose interests are not aligned with
those of the United States. While Exxon Mobil, Chevron, and
ConocoPhillips rank as some of the largest corporations in the
United States, these American oil giants, in terms of proven re-
serves, pale in comparison to Gazprom of Russia, Sinopec and
PetroChina of China, and Petronas of Malaysia and the Middle
East giants that set atop a huge share of the world’s proven oil
reserves. “Big oil” has a whole different meaning today.

What matters in the energy field is proven reserves—
indeed, an energy company without oil reserves is like a bank with-
out cash deposits. More than 90 percent of the world’s proven
oil reserves are held by oil companies that are either partially or
tully controlled by governments. Energy is too big an industry,
too profitable a sector, too strategic a commodity, to be left to
the private sector in nations like Saudi Arabia, Mexico, Ven-
ezuela, Malaysia, Kuwait, and others, which, over the past few

years, have restricted the access of its oil industry to Western oil
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companies. In a stunning shift in energy power, privately owned
multinationals now produce just 10 percent of the world’s oil
and hold just 3 percent of its reserves."

“In reality,” notes Tina Rosenberg, “nationalized oil is the
trend. And the percentage of oil controlled by state-controlled
companies is likely to continue rising, mainly because of the de-
mographics of oil. Deposits are being exhausted in wealthy coun-
tries—the ones that exploited their oil first and generally have
the most private oil—and are being found largely in developing
countries, where oil tends to belong to the state.”*® That spells
trouble for a fossil-fuel-driven economy like the United States.

Another risk to America’s energy future lies on the demand
side of the equation, with the rise in wealth and consumption
in Asia of particular importance. The United States should not
only be worried about America’s dependence on foreign oil, but
we should also be petrified (and galvanized) by the stunning
gap between Asia’s explosive rise in oil consumption on the one
hand and the region’s paltry oil reserves on the other. The scale
of Asia’s oil economics is frightening.

The region, home to half of the world’s population, account-
ing for over 30 percent of global output, has become the indus-
trial workhorse of the global economy and is experiencing an
urban explosion. Despite all these growth factors, Asia’s proven
oil reserves are a proverbial drop in the bucket. The region’s re-
serves accounted for just 3.2 percent of the global total at the
end of 2009. That is down from 3.7 percent a decade ago, a de-
cline due in large part to falling reserves in China, the region’s
largest oil producer. The mainland’s reserves totaled 14.8 billion
barrels at the end of 2009, a 7.5 percent decline from two de-
cades ago.!” At current production rates, China’s oil reserves will
be exhausted in less than 11 years. As for all of Asia, the region’s

reserves-to-production ratio (an indicator of how long proven
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reserves would last at current production rates) is slightly higher
than China’s, at 14.4 years.'®

Asia, in other words, is basically running on empty, even
after taking into account efforts at energy conservation and the
development of alternative energy sources. The region’s share
of global oil production has slipped over the past decade, slid-
ing from a share of 10.4 percent in 1999 to 10 percent in 2009.
Asia produces plenty of things, but unfortunately oil is not one
of them. Barring the discovery of significant new oil fields, the
region’s contribution to global oil production will continue to
decline. That is hardly an encouraging trend for the West, since
that decline is juxtaposed against soaring long-term demand.
Fed by rapid industrialization and urbanization, along with ex-
panding automobile ownership, Asia’s oil consumption soared
25 percent between 1999 and 2009; over the same period, oil pro-
duction rose by just 5.5 percent in Asia, while proven oil reserves
increased by 5.6 percent.” That disconnect in oil will ultimately
affect U.S. consumers.

Oil consumption in China nearly doubled in the past decade,
rising from 4.5 million barrels per day in 1999 to nearly 9 million
in 2009. Oil production, however, rose by just 18 percent over
the same period. Because the nation’s production in 2009 was less
than half the nation’s total consumption, the gap forced China
to step up its overseas search for oil. Beijing has been doing just
that over the past decade, emerging as a key investor, donor, and
creditor in resource-rich nations like Nigeria, Angola, Argentina,
Venezuela, Equatorial Guinea, Gabon, the Republic of Congo,
Afghanistan, and a host of other emerging nations. Access to
oil lies at the heart of most of these deals, although many proj-
ects are bundled around Chinese foreign aid, which typically
includes soft loans, trade agreements, arms sales, debt forgive-

ness, massive construction projects, and massive aid packages.
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All the items just mentioned are carrots the West, notably
the United States, has long used to curry favor in developing na-
tions deemed geostrategically important to the West. The game,
however, is now being played by China and others like India,
Brazil, and Russia to the consternation of the United States and
Europe. These new players are carving out geostrategic spheres
of influence in places like Africa and central Asia as the global
race for resources truly gets under way.

One example suggesting that Beijing is up to playing this
game occurred when Angola balked at an IMF mandate for
transparency in its oil accounting. In swooped the Chinese
Export-Import Bank, offering up an interest-free loan instead,
with no accounting required. Despite Western protests, China
continues to do business with such nations as Myanmar, North
Korea, Iran, and Cuba. To the annoyance of the United States,
China’s energy deals with Venezuela are becoming larger and
more frequent. Meanwhile, Beijing has used its seat on the U.N.
Security Council to block proposed sanctions against Sudan,
which has emerged as a critical source of Chinese oil. China’s
foreign policy of “noninterference,” as opposed to the heavy-
handed strictures the IMF has imposed in the past, attracts
lesser nations to make deals with the Middle Kingdom.

As a report from the Congressional Research Service
noted, China’s “assistance often garners appreciation among
foreign leaders and citizens disproportionate to its costs: (1)
China offers assistance without the conditions that Western
donors frequently place on aid (i.e., democratic reform, mar-
ket opening, and environmental protection). China’s policy
of ‘noninterference in other countries’ domestic affairs’ often
wins international support because it is regarded as respectful
of their countries sovereignty; (2) Chinese aid does not require

a lengthy process involving setting up and meeting social and
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environmental safeguards; (3) PRC assistance . . . carries great
symbolic value.”

“Authoritarian governments,” according to 7he Economist,
“are using their money to buy influence abroad. Sometimes the
money comes as a commercial loan; sometimes, as a grant, fre-
quently, as both. These flows are changing the business of aid,
undermining attempts by Western countries to improve their
programmes and encouraging recipients to play donors off
against each other.”*

All this, not surprisingly, frustrates and in some cases, in-
furiates the United States. However, the world’s last economic
superpower has little leverage over China in Africa, and little
leverage over other developing nations out searching for food
and energy.

Asia’s other giant, India, has embarked on a mission similar
to China’s—increasingly scouring the world for stable energy
supplies. In a country where over two-thirds of the population is
under the age of 35, India’s oil consumption is just 37 percent of
that of China. This gap will likely narrow in the future as more
and more Indian consumers embrace cars and as more people
migrate from the farms to the cities. Indian energy companies
have already been active in such areas as the Caspian Sea, Ven-
ezuela, Myanmar, Libya, and Sudan. Like China, its main Asian
rival, India refuses to abide by Western dictates in terms of
where the oil deal is struck. The end result of the world’s other
population giant’s economic growth puts even more strain on
the global oil infrastructure. As a side effect, U.S. oil companies
are finding it increasingly difficult to secure their own reserves
in the developing nations because of rising competition from
Chinese and Indian oil majors.

And the scramble for resources extends far beyond oil. Cop-

per, silver, iron ore, meat, corn, wheat, soybeans—the future
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price of these commodities will increasingly reflect the rising
per capita incomes and attendant jump in consumption among
consumers in the developing nations. Between now and 2030,
worldwide demand for food is expected to rise by 50 percent,
and demand for meat during that time will jump by 85 percent,
according to the World Bank.? One perverse effect of this shift
in diet, as a study published in the August 2008 issue of Health
Affairs reported, is that 25 percent of adults in China are obese
or overweight, mainly those in cities. The study found that the
number of obese women in China doubled since 1989, while
the number of obese men tripled in the same amount of time.?

Across the spectrum, these upheavals will leave U.S. con-
sumers paying even higher prices for commodities, barring an
unforeseen jump in supplies. In a seminal shift, prices paid for
world resources will increasingly be set by forces outside the
United States, leaving American consumers in the unusual posi-
tion as taking whatever price they can get, subject to the dictates

of suppliers and consumers in the emerging markets.

THE NEW FINANCERS

Besides being home to the future consumers of the world and
firmly in control of the world’s natural resources, another critical
input under the domain of the Rest is the world’s excess savings
or capital. At the end of 2009, nearly 80 percent of the world’s
total foreign exchange reserves—in effect, the globe’s excess sav-
ings—were bunkered in the vaults of the developing nations.
That equates to a cool $6.6 trillion, a figure that includes Chi-
na’s $2.5 trillion in reserves, accumulated largely by running a
massive trade surplus with the United States, and $785 billion
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among Middle East oil producers, obtained with the help of the
long-term run-up in oil prices. These variables, coupled with
the surge in debt among the developed nations, have triggered
a stunning shift in global financial power. Simply put, the debt
is in the West; the savings in the Rest. The poor are “rich,” and
the rich are “poor.”

In this new world, the U.S. Federal Reserve chairman has
competition when he attempts to influence global capital mar-
kets. Granted, Fed chairman Ben Bernanke ranks as one of the
most influential bankers in the world. Yet faceless, barely known
central bankers in Delhi, Beijing, and the Middle East now hold
tremendous sway over the world money supply—and debtor na-
tions like the United States. In theory, Bernanke has at his dis-
posal the tools to set U.S. interest rates; in practice, however, his
ability to do so can be compromised by the moves of other cen-
tral bankers. If central bankers in China and the Middle East
are not comfortable with Bernanke’s financial stewardship, they
can either sell their U.S. dollar holdings or refuse to buy more
U.S. securities at any given time, greatly complicating his life.
Because China now owns nearly $900 billion in U.S. Treasuries,
it holds considerable financial sway over America.?* In the end,
where the relatively unknown central bankers of the develop-
ing nations decide to invest their massive savings, and in what
particular assets, directly affects the global credit markets every
single day.

The same is true of sovereign wealth funds (SWF)—or
government-controlled investment firms. Their numbers have
increased over the past decade along with the swollen coffers of
the developing nations. To help manage its riches, China cre-
ated the China Investment Corporation in 2007 and initially
capitalized the fund with $200 billion. By the end of 2009, the
fund had grown to $290 billion. Russia got into the act in 2004
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by creating the Stabilization Fund of the Russian Federation
with an initial down payment of $141 billion. At the end of last
year, the fund was eighth largest in the world, with some $170
billion under management. Over the last decade, other nations
like Chile, New Zealand, Venezuela, South Korea, Kazakhstan,
Australia, and Qatar, to name a few, have followed suit, and
many nations have more than one fund. At the end of 2009,
Abu Dhabi Investment Authority was the largest SWE in the
world, with some $630 billion under management. The SWF
of Saudi Arabia, at $430 billion, ranked third, behind Norway’s.
These figures are only estimates since the size of some SWEFs
are a state secret—in other words, the underlying financial fire-
power of the developing nations is not completely known and
is most likely larger than the $4 trillion estimated in 2008. That
handsome sum of capital, not surprisingly, has generated a great
deal of angst in the West.

The size of SWFs, their motivations for investing (eco-
nomic or political), their lack of transparency, and the potential
tor these funds to seek control of strategic assets in the United
States and Europe—all these elements led many in Washing-
ton to conclude before the financial crisis that sovereign wealth
funds were a clear and present danger to the West. At the height
of SWF paranoia in 2005 and 2006, the U.S. Congress kicked
around proposals that ranged from establishing a code of con-
duct for SWFs to formalizing standards that would result in
greater transparency, better corporate governance, and clearer
accounting rules. Some on Capitol Hill even broached the idea
of establishing behavioral guidelines for SWFs.

Then the financial crisis struck in 2008. Almost overnight,
SWFs, rather than being thought of as financial Trojan horses
suddenly became white knights—the only entities around with
the financial wherewithal to rush to the aid of battered Western
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financial institutions. And rush they did—the sovereign wealth
funds of Qatar, Abu Dhabi, Singapore, Kuwait, and Korea
pumped billions of dollars into U.S. banks between mid-2007
and late 2008. For their efforts, however, they suffered huge
losses and have subsequently redirected their investments else-
where.

Rather than banks, the 50 or so SWFss in existence are now
more interested in investing in more tangible assets like oil
and gas fields, agriculture, and commodity-related goods. The
funds are also thought to have become more diversified since
the financial crisis and more populated with foreign curren-
cies, real estate, foreign bonds, precious metals, and equities.
No one really knows the composition of these funds since they
are beholden to only one stakeholder: the parent government.
However, snippets do emerge every once in a while. In April
2010, for instance, China’s giant sovereign wealth fund, the
China Investment Corporation, revealed that it owned small
equity stakes in such U.S. blue chip firms as Visa, Apple, Good-
year Tire, and Coca-Cola. The revelations did not garner much
attention on Capitol Hill since the overriding stakes were rather
small and in sectors considered nonstrategic by the U.S. gov-
ernment. SWFs, in other words, are investing below the radar
screens of the politicians in Washington. In contrast, however,
many emerging market multinationals are poised to make a big-
ger splash in the U.S. and European markets. In just one recent
example, Taiwan’s HTC decided that it would no longer be the
hidden supplier of cell phones for Sprint. The HT'C label, “Qui-
etly Brilliant,” is now front and center in all advertising for its
full line of models. This change in corporate attitude and strat-
egy speaks to a much broader dynamic—that large companies
headquartered in the developing nations are stepping up and

out, bent on becoming global players in their own right.
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THE TABLES HAVE TURNED: THE HUNTED
ARE NOW THE HUNTERS

Shopping is emerging as a favorite pastime for consumers in
the developing nations. Yet that passion is not just confined to
individuals. For many companies domiciled in the emerging
markets, cross-border wheeling and dealing, long an exclusive
sport of the West, is rapidly becoming popular in the corporate
boardrooms of Mexico City, Moscow, and Mumbai, adding a
whole new dimension to global mergers and acquisition.

Since the rough-and-tumble days of Britain’s East India
Trading Company, global mergers and acquisitions have been
the domain of multinationals from the developed nations. Well
endowed with capital and possessing superior brands and exten-
sive logistics networks, Western multinationals have long been
the global hunters, or the commercial entities with the clout to
purchase foreign assets or companies. For decades, global merg-
ers and acquisitions (M&A) were largely a corporate strategy
deployed by Western multinationals, and a favorite hunting
ground has been resource-rich developing nations and a hand-
ful of other emerging markets.

Firms from the developing nations were no match for the
hunters since they lacked the sophistication to effectively com-
pete beyond their home market. In some cases, capital controls
and other government restrictions kept the companies firmly
rooted in local markets. For much of the postwar era, compa-
nies in South Korea, Brazil, China, and other locales could only
dream of being global players.

Times, however, have changed. Global deal-making is but
another lost monopoly of the West. Aspiring multinationals
from the developing nations are becoming more aggressive bid-

ders for assets in other emerging markets, crowding out Western
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multinationals from acquiring oil fields in central Asia, telecom-
munications companies in Africa, and banks in Argentina, for
instance. These same firms have boldly set their strategic sights
on assets and popular brands in the United States and Europe,
creating, in the process, a whole new competitive landscape for
many Western firms.

Whereas cross-border M&A deals initiated by the develop-
ing nations have traditionally been directed at other developing
nations, the developed nations are increasingly in the cross-
hairs of corporate entities from South Korea, Mexico, China,
and others for a number of reasons. The appeal of the devel-
oped markets is manifold—access to global brands, cutting-
edge technology, wealthy consumers, and distribution channels
are all key variables driving more M&A deals from the Rest to
the West.

Some examples from just the past few years: Saudi Basic
Industries Corporation bought GE Plastics; Lenovo of China
snapped up IBM’s personal computer business; Brazilian min-
ing company Vale bought Canadian nickel miner Inco and the
Australian mining company AMCI; South African firm Suzlon
was part of a deal that acquired Germany’s Repower. Mean-
while, Chinese banks have bought large stakes in U.S. and Brit-
ish banks. Russian energy companies have snapped up strategic
assets in Europe and Australia, while firms from the Middle
East have taken control of companies in the United Kingdom
and the United States. Indian companies, among the most ac-
quisition-minded among the developing nations, have also been
on a global shopping spree. India’s Tata Motors is now the proud
owner of Land Rover and Jaguar. Geely Motors of China owns
Volvo, the one-time Swedish automobile manufacturer that was
once owned by Ford Motors. Even chocolate has caught the
fancy of emerging market investors. In 2007, Campbell Soup
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Company sold its Godiva Chocolatier unit to the Ulker Group
of Turkey. The latter is one of the largest consumer products
groups in Turkey, and it paid out a cool $850 million to own one
of the premier chocolate brands in the world.

Add up all the deals, and global deal-making has taken a
new and interesting twist. Emerging global giants have joined
the hunt for global assets, spending nearly $650 billion in for-
eign mergers and acquisitions in 2007, the peak year of global
MG&A activity. That compares with a decade-earlier total of just
$60 billion, or a 10-fold expansion. Then the developing na-
tions accounted for just less than 5 percent of the global total,
although their global share jumped to an average of nearly one-
third in the first half of 2010.

In addition to more M&A deals, more emerging mar-
ket corporations are investing directly in the United States by
building out their U.S.-based operations organically or through
green field operations. Examples in this emerging field include
Suntech Power, one of China’s largest solar-panel manufactur-
ers, which plans to open a factory in Arizona in anticipation of
rising solar-panel sales in the United States. Chinese battery
giant and electric vehicle developer BYD plans to put roots down
in Los Angeles as part of its overall strategy to penetrate the
nascent electric car market in the United States. Although
the initial investment is small—involving the creation of just
150 new jobs in America—BYD made the investment with an
eye toward constructing a U.S. assembly plant in the future.

Suntech and BYD are following in the footsteps of their
Chinese counterpart Haier, a pioneer in the U.S. market. The
Chinese manufacturer started in 1999, sinking $30 million into
a refrigeration plant in Camden, South Carolina. In 2006, the
company announced a three-year, $100 million expansion plan
that should boost employment to roughly 1,000 workers in the
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future—workers who, by the way, earn roughly 10 times the av-
erage Chinese wage. Despite this cost differential, the company
finds it more advantageous to “build where you sell,” following
the strategy of many other multinationals that have sunk stakes
into the United States in order to manufacture products closer
to their respective consumer base.

Haier has been joined by others from the emerging mar-
kets. Russian steel manufacturer Severstal, the fourth largest
in the world, snapped up several U.S. steel companies on the
cheap during the downturn year of 2008. South Korean auto-
mobile manufacturers Hyundai and Kia are now well-known
U.S. brands, the former garnering record profits in 2009. Tai-
wanese electronic manufacturers have become a presence as
well, as shown by Acer’s 2007 acquisition of Gateway comput-
ers. Indian consulting firms such as Infosys have increased their
foreign presence in the United States and in Europe, for that
matter. Combined, rising foreign direct investment in new plant
and equipment, coupled with more cross-border M&A will
ultimately increase the in-country presence of many emerging
market corporations in the United States.

For many U.S. states and local communities, that new flood
of investment means more new jobs, new taxes, and more eco-
nomic growth. At the national level, however, the rising invest-
ment from the developing nations—notably from state-owned
companies—risks igniting a backlash on Capitol Hill. An up-
roar followed when China National Offshore Oil Corporation
proposed to buy U.S. oil company Unocal in 2005. The offer
was pulled after intense U.S. opposition related to national se-
curity concerns. A year later, another deal was torpedoed over
U.S. opposition to the Dubai Port deal, a venture that would
have granted control of some U.S. ports to a state-owned com-

pany from the United Arab Emirates. Both deals served to warn
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emerging-market corporations to tread carefully in the United
States.

Yet even with this shot across the bow, emerging nations
will continue to eye U.S. investment opportunities for no other
reason than most globally inspired companies from the de-
veloping nations are woefully unrepresented in America, still
one of the wealthiest markets in the world. Their present U.S.
investment presence is nominal—of total foreign direct in-
vestment stock of $2.3 trillion in the United States in 2009,
the developing nations accounted for just nearly 8 percent. In
other words, even after inflows rose more than seven-fold dur-
ing the first decade of this century, their investment position
in the United States remains minuscule. To this point, total
investment of the Netherlands in the United States over the
last decade—roughly $200 billion—was greater than the total
investment of the developing nations. That helps explain the
rush among emerging market corporations to catch up in the
developed markets of the United States, Europe, and even Ja-
pan. They are woefully underrepresented in the West and want
to expand their market presence via foreign investment, not
just through trade.

At the same time, many U.S. and European firms are
similarly rushing to build a local presence in the developing
nations. Why? Because contrary to the prevailing consensus,
many Western multinationals are also woefully underrepre-
sented in the new growth markets of the developing nations.
And unfortunately, where large Western multinationals used
to be courted by the developing nations, today the tide has
turned—many developing nations are imposing tougher in-

vestment restrictions and requirements on the leviathans of

the West.
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U.S. INVESTMENT IN THE DEVELOPING
NATIONS: TOO LITTLE TOO LATE?

Itis near gospel in the United States that whenever a U.S. company
announces a plan to shutter a U.S. plant and to expand its opera-
tions overseas, the preferred foreign destination must be a low-cost,
low-wage country like Mexico or China. Or in the case of white-
collar service jobs departing the United States, the destination must
be high-tech India, the outsourcing capital of the world. This per-
ception—that America’s overseas investment bias tends toward the
developing nations—does not square with reality, however.

One of the best-kept secrets in the United States is this:
rather than too much U.S. investment in the developing nations,
there’s too little. If the developing nations represent the future
of global economic activity, and, as we've seen, they most likely
do, then many U.S. and European companies are not ready for
the future. Presently, too much of America’s global infrastruc-
ture—physical stock, workforce, R&D expenditures, foreign af-
filiate sales, and profits—is sunk in the slow-growth, high-wage,
mature markets of Europe, Japan, and the developed nations in
general. Conversely, too little of America’s global assets are em-
ployed in the robust, demographically favorable markets of the
developing nations. As a result, at a time when global demand is
shifting from rich to poor nations, many key developing nations
have become less receptive to accepting Western investment,
leaving corporate America dangerously embedded in countries
whose growth will be painfully halting in the near future.

That will come to the surprise of many who cling to the
notion that U.S. firms have all but abandoned the United States
for cheaper locales in Asia, Latin America, and central Europe.

While America’s foreign investment in the developing nations
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has increased on an absolute basis over the past decade, it was
slightly less than one-third of the total over 2000-2009. That
ratio essentially remained steady from the prior decade, when it
was around 30 percent of the global total.

Similarly, looking at America’s overseas stock of foreign di-
rect investment—a cumulative total of $3.5 trillion in 2009—
the developing nations accounted for less than a quarter of the
total.* That is a rather minor share, considering the mega atten-
tion and fears that come with each new announcement of U.S.
firms investing in a high-flying emerging market. At the level of
individual countries, the figures are quite revealing: for instance,
corporate America’s foreign investment stock in China ($49.4
billion) and Brazil ($56.7 billion) is on par with Spain ($50.6
billion). While India has captured the attention of many Ameri-
cans, U.S. investment stock in India—=$18.6 billion in 2009—is
less than its share in Italy ($31.5 billion). U.S. investment in
Norway is nearly four-fold the amount in Turkey, a key emerg-
ing market straddling Europe and the Middle East. Finally,
America’s investment stake in Ireland in 2009 was nearly four
times all of corporate America’s total investment in Africa—
notwithstanding the latter’s treasure trove of natural resources.?®

One caveat to the above numbers: the figures, from the U.S.
Department of Commerce’s Bureau of Economic Analysis (BEA),
are not complete—they don’t capture all the investment, such as
joint ventures and third-party agreements, the United States is
making in the developing nations. And the figures do not ac-
count for the fact that in many cases U.S. multinationals will
use certain nations as an export springboard to other nations in
the region. For instance, a great deal of product (technology and
pharmaceutical products) is exported by U.S. affiliates in Ireland
to central Europe and northern Africa. In Southeast Asia, Sin-

gapore serves as a production springboard or distribution hub
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for U.S. multinationals selling goods in Thailand, Indonesia,
Vietnam, and other neighboring nations. Still, with these ca-
veats aside, the fact remains that the bulk of America’s global
infrastructure—foreign capital stock, overseas workforce, and
foreign affiliates—is sunk in Europe, Canada, and Japan.

Not surprisingly then, highly skilled activities of U.S. affili-
ates remain concentrated in the developed nations. To this point,
according to figures from the BEA, more than 80 percent of the
research and development (R&D) conducted by U.S. foreign af-
filiates takes place in the developed nations. This is despite the
fact that millions of science and engineering graduates are being
pumped out by Chinese and Indian universities each year.

Even on the employment front, the bias remains toward
wealthy, high-wage nations. In 2008, the last year of available data,
U.S. affiliates employed just over 10 million foreign workers world-
wide, and 57 percent of this workforce toiled in the developed
nations. Many in America blame China for declining U.S. manu-
facturing employment, although the combined number of workers
employed by U.S. manufacturing affiliates in Germany, France,
and the United Kingdom is more than double those employed in
China. Most tellingly, the developed nations still yield the great-
est share of corporate earnings to U.S. multinationals, account-
ing for 70 percent of U.S. foreign affiliate income this decade.

All the above suggests that corporate America’s global in-
frastructure is presently configured for a bygone era wherein
the developed nations, notably countries in Europe, drove the
global economy. Since the late 1950s, U.S. multinationals have
principally focused on the developed nations, a strategy that has
served them well given the wealthy consumer markets and avail-
ability of skilled labor in these locations. Many other developed
nations face the same dilemma—such as France, Germany, Ja-

pan, and the United Kingdom. Although Japanese firms have
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recently enlarged their presence in China, its investment in the
developing nations as a percentage of the global total was less
than 30 percent in 2008. France and Germany are far behind
that: their share of foreign investment in the developing nations
was 12 percent and 14 percent, respectively, in 2008. Roughly
a quarter of Britain’s overseas investment was pumped into the
developing nations. That is not surprising given that corporate
Europe’s external focus has long been on the greater European
Union and the United States.

MEMO TO THE WEST:
THANKS BUT NO THANKS

Rather than too much U.S. or European investment in the de-
veloping nations, there is far too little. Yet at precisely the mo-
ment when Western firms—confronting saturated markets
and a rapidly aging workforce at home—need to expand their
presence in the most dynamic parts of the global economy, the
reception from key nations has been anything but warm and
tuzzy. Cracking any foreign market is never easy, but the task is
becoming harder in the developing nations thanks to stronger
local competition and rising investment barriers. The latter run
the gamut from promoting and protecting domestic national
champions, to limiting how much of a firm a foreign company
can own, to mandatory technology-transfer clauses. In addition,
many developing nations have kept Western multinationals at
bay by imposing specific product standards and testing require-
ments, by discriminatory taxes, and by requiring that foreign
firms use local suppliers.

Notably out in the cold are U.S. oil companies. They increas-

ingly confront resource nationalism in a number of petro-states,
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as well as less attractive incentives when allowed to partake in
large oil projects. In general, Western oil companies are increas-
ingly assuming secondary roles to state-controlled oil giants like
Brazil’'s Petrobras. That state firm will take the lead in develop-
ing Brazil’s newly discovered massive offshore oil field, leaving
Western firms as financial partners and limiting “their ability
to help set the pace for the oil fields’ development, while giving
Petrobras significantly more power to generate jobs and award
lucrative contracts,” according to a dispatch from the New York
Times.*” In Mexico, the nation’s oil and gas industry remains
largely closed to foreign investors, while other nations in Latin
America—Venezuela, Bolivia, and Ecuador—continue to favor
policies that limit and reduce the presence of foreign energy
companies. Bolivia’s President Evo Morales has gone further
than most, nationalizing the nation’s oil and gas reserves in
2006, the telephone company in 2008, and the country’s power
sector in 2010.

The energy investment restrictions in Indonesia are not
much better. The government enacted new regulations in De-
cember 2008 that require foreign bidders for energy service con-
tracts to use a minimum of 35 percent domestic content in their
operations. Foreign mining companies must also give preference
to local subcontractors and service companies. In 2009, Indo-
nesia enacted rules that give preferences to local and domestic
companies in the telecommunications sector as well.

China in particular has become a much tougher market for
Western firms to plant roots in. After aggressively courting mul-
tinationals for over two decades, Beijing has turned cool toward
many types of investment, forbidding foreign participation in
some sectors while limiting foreign activity in others. Foreign
banks, for instance, are not allowed to own more than 25 per-

cent of a Chinese bank; credit card offerings can be done only
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via a joint venture with a Chinese firm. Owning more than 50
percent of a Chinese motor vehicle manufacturing company is
forbidden.?® The telecommunications sector is off limits to for-
eigners, and as Internet giant Google found out, Beijing is quite
serious about controlling Internet access and content in China.
Rather than live by China’s strict censorship rules and regula-
tions, Google closed shop in China in 2010, leaving one of the
largest markets for the Internet in the world for nearby Hong
Kong. Google is not alone; prior to the company’s high-profile
battle with Beijing, other U.S. Internet firms like eBay, Yahoo!,
Facebook, and MySpace foundered in China in the face of stiff
government control of the Internet.

Even in sectors long thought to be open to foreign direct
investment, like food and beverages, the whims of government
regulation can change quickly and halt deals. For example,
Coca-Cola’s planned purchase of China’s biggest juice maker,
Huiyuan Juice, was scotched after the bid ran afoul of China’s
new antimonopoly law. Multinationals “are seeing the golden
China opportunity become a mirage” according to one Chinese
government relations chief of a major technology supplier.?’

Western technology leaders have been alarmed by China’s
new program of “indigenous innovation,” which aims to boost
China’s local technology capabilities at the expense, according to
Western firms, of U.S. and European technology leaders. As part
of this trend, new technology rules governing sales to the Chi-
nese government would force U.S. and European multinationals
to hand over proprietary information like data-encryption keys
and software codes if they wish to be certified to sell technology
to the Chinese government. Since this information could end
up in the hands of their Chinese competitors, Western technol-
ogy firms are reluctant to play along, yet risk being boxed out of
one of the largest and fastest-growing markets in the world.
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Similar barriers have been erected in other fields. New pat-
ent rules could affect the ability of foreign drug companies to
operate in China. The market access of foreign insurance com-
panies remains restricted. Foreign wind and solar producers have
complained of being shut out of big renewable energy deals.
Promoting and protecting “new renewable” industries like wind,
solar, and biomass power has become more blatant over the past
tew years. China’s 2008 stimulus package, which allocated large
sums to large wind power projects, requires that preference be
accorded to Chinese companies. Since 2005, no foreign firm
has sold equipment to a wind farm being established under the
auspices of the NDRC Concession Project. The foreign share
of China’s annual new purchases of wind power equipment fell
from 75 percent in 2004 to 24 percent in 2008. Some analysts
have estimated that the foreign share will fall to 15 percent in
2009 and to 5 percent in 2010.%°

“Every year,” according to BusinessWeek, “China issues more
than 10,000 new standards governing industries from mobile
phones to autos. That’s more than the rest of the world com-
bined. . . .”*! The unstated goal of many of these regulations
is to give an advantage to local Chinese firms so that they can
carve out large market shares in key industries at the expense of
Western firms. This is done by promoting Chinese standards,
by enforcing local content regulations, by mandating equipment
procurement preferences for Chinese-owned companies, and by
providing domestic subsidies such as tax breaks and other incen-
tives to local companies.

After leveraging foreign direct investment to kick-start its
reentry into the global economy over the past 30 years, China is
rethinking the domestic role of FDI. So are other countries like
India, which continues to keep many foreign investors at arm’s

length. India’s banking and insurance markets, for instance,
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remain difficult to crack, with foreign equity participation in the
Indian insurance sector limited to 26 percent. In the banking
sector, foreign banks may not own more than 5 percent of an In-
dian private bank without approval of the government. Foreign
law firms are not authorized to open offices in India. Minority
ownership is largely the rule in the telecommunications sector,
while India’s retail sector remains largely closed to foreign
investment.

The upshot from all of the above: at precisely the moment
when corporate America needs to build out its presence in the
developing nations, the developing nations have become pickier
and less welcoming to foreign investment. Foreign investment
is still courted in the emerging markets, but today deals are be-
ing done more on the terms of the host nation as opposed to
we-know-best Western multinationals. Many developing gov-
ernments are more confident of their home-grown capabilities
and believe that with the appropriate spending on infrastructure
and education, they can spawn their own indigenous innova-
tion, create their own national champions, and nurture their
own global brands.

This new muscular stance, in turn, will make life harder for
those Western multinationals with long histories in the emerg-
ing markets, like leading Western food and beverage companies
and energy companies. Think Coca-Cola, Procter & Gamble,
Nestlé, and Avon, in addition to Exxon Mobil, Royal Dutch
Shell, and Total. These companies at least have some footprint
in the emerging markets. But that is not true of Western phar-
maceuticals, which are woefully underrepresented in the emerg-
ing markets and could confront a bleak future if they do not
successfully increase their market presence outside of the West.
That is going to be a tall order. According to research from

IMS Health, the top 15 pharmaceutical companies in the world
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derive less than 10 percent of their sales from the emerging mar-
kets. In China, whose pharmaceutical market surged 26 percent
in 2008 and is expected to double in size by 2013, the world’s
top 15 drug firms derived just 0.9 percent of their combined
sales in 2009. In the high-growth markets of Brazil, India, and
Russia, the figure was just 2.9 percent for the top drug compa-
nies in 2009.% Moves are afoot to penetrate these markets, but
local competition is intense, and many state-owned pharmaceu-
tical firms have first mover advantage. Playing catch-up in these
markets will not be easy.

Western banks confront similar challenges. The world’s sav-
ings may be in the developing nations, but most large American
and European banks are not, except for a handful of companies
like HSBC, Citigroup, Santander, and Standard Chartered,
whose emerging market roots were planted decades ago. Even
for these veterans, the competition in many key developing na-
tions is intense notably because of the near-monopoly position
of state banks. In China, for instance, state banks control more
than 90 percent of the sector’s total assets. In India, nearly 80
percent of the loans were originated by state banks in 2009, and
the state-controlled State Bank of India controls one-quarter of
the market. In Russia up to 54 percent of the banking sector’s
assets are under state control; in Brazil, the figure is around 41
percent. Reflecting the size of indigenous financial companies in
Brazil, Citibank’s bank assets in the nation were just a fraction
of the industry in 2009, with the bank ranked tenth overall.**
Citibank and other foreign banks not only confront a handful of
well-capitalized state banks in Brazil but also a number of pow-
erful privately owned banks like Itau Unibanco and Bradesco.

The list of challenges goes on. In many emerging nations,
Western banks must overcome indigenous restrictions that fa-

vor local banks over foreign institutions. A dearth of investment
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opportunities is yet another impediment to gaining a foothold
in the emerging markets, since many governments distrust
Western banking institutions and do not allow local firms to
fall under the control of foreign banks. Taken together, some of
the largest financial institutions in the world now reside in the
developing nations, protected and under the control of the state,

leaving many Western banks on the outside looking in.

THE COMING WAR FOR TALENT

Another area of competition between the United States and de-
veloping nations lies with skilled labor, or the lack thereof. A
war for global talent is under way, as the likes of China, India,
Brazil, and others increasingly draw from a dwindling pool of
globally skilled labor at the expense of the United States and
the West. America no longer enjoys the advantage in attract-
ing the world’s best and brightest. Even though Silicon Valley
and America’s world-class university system continue to attract
the world’s most talented scientists and engineers, the draw of
America is not as powerful as it was before. The rise of the Rest
is making home look a lot more attractive these days.

More highly skilled workers that would have done virtually
anything in the past to reach the shores of the United States are
staying home. Meanwhile, talented immigrants in the United
States are returning to their home countries, prompting some
to warn of “reverse brain drain” in the United States, the United
Kingdom, and other Western nations. Behind both of these
trends are a number of factors, notably the global diffusion of
research and development. More and more of the world’s top-
notch research is now conducted in the hypergrowth markets

of China and India. Today, a bright young engineer or scientist
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in India does not have to travel to Silicon Valley to fulfill his
career aspirations. He instead can choose from 200 research and
development centers belonging to Western multinationals right
in India, notably in Bangalore, nicknamed India’s Silicon Valley.
Microsoft, Intel, Google, IBM, and General Electric are just a
tew high-tech leaders that have opened R&D centers in India
over the past decade, employing local talent, while luring over-
seas workers back home.

Those workers returning to India are known as RNRI—
or returning nonresident Indians. Exact numbers of returning
workers are hard to come by, but one study estimates that 40,000
RNRIs now work in India’s information technology industry.**
In China, those returning from overseas are known as Aaz gui or
“sea turtles,” drawn home by government incentives, the rapid
growth of high-tech research in China, better pay, and the pros-
pects of working in one of the fastest-growing economies in the
world. “In China,” according to Changyou Chen, a former sci-
entist at a Southern Californian biotech company, “I have bet-
ter career opportunities and do what I love to do because I am
respected for what I have learned in the United States and what
I can bring to China. Also, China is willing to provide you with
a lot of initial resources, such as grant money, starting funding,
lab space and equipment, so you can hire people and pick your
projects.”

Both India and China are actively courting their fellow
countrymen and women to return home, doling out grants, cash
awards, lab equipment, apartments, and other goodies. Whether
they succeed or not directly affects the United States, since
skilled immigrants have been key players in America’s high-tech
industry for decades. According to research by Vivek Wadhwa,
immigrant-founded tech companies generated $52 billion in

revenue and employed 450,000 workers in 2005.%¢ In terms of
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creating new companies, immigrants have founded 35 percent
of the start-ups in the semiconductor industry. In computers/
communications and software, the figures were 31.7 percent and
27.9 percent, respectively, underscoring the phenomenal success
of immigrants in driving U.S. technological innovation.

Today, however, the United States can no longer take these
skilled workers for granted. Multiple opportunities abound
for the world’s best and brightest, and the United States is in-
creasingly just one among other nations vying for the world’s
most talented workers. What’s more, the looming war for tal-
ent comes at an unpropitious time for the United States given
the country’s aging workforce, deteriorating quality of public
education, and dearth of U.S-born students taking advanced
degrees in science and engineering. Regarding the last point,
during the 2004-2005 academic year, roughly 60 percent of en-
gineering doctoral students and 40 percent of master’s degree
students were foreign nationals; in addition, non-U.S. citizens
comprised the bulk of the U.S. graduate student population in
science, technology, engineering, and medicine. According to
Vivek Wadhwa, recent foreign students earning advanced de-
grees in the United States are less inclined to stay permanently
in the United States as opposed to previous graduates.’”” Com-
pounding matters, the annual quota for H-1b visas that allow
U.S. firms to bring foreign skilled labor to the United States
remains stuck at 65,000; in 2008, the entire H-1b quota was
reached or filled in just one week.

All the above is hardly encouraging for the U.S. technology
sector in particular, or for the U.S. manufacturing base, which is
fast running out of skilled manufacturing workers. That sounds
counterintuitive given the steep job losses in the U.S. manufac-
turing sector over the past decade. But according to a report by

Deloitte, Oracle, and the Manufacturing Institute, and reported
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in the Financial Times, the problem lies with too few manufac-
turing workers in the United States, not too many.*

The crux of the problem is that many U.S. manufacturing
workers are on the verge of retiring while young workers to replace
them are nowhere to be found. According to the report, nearly
20 percent of U.S. manufacturing workers are age 54 or older,
while only 7 percent of manufacturing workers are under the age
of 25.%% In other words, the world’s largest manufacturer—yes,
the United States—will face a labor crunch in manufacturing
in the not-too-distant future. In some cases, the crunch has al-
ready arrived. In early 2010, Siemens, the German engineering
group, posted some 600 vacancies for engineers in the United
States, up from 500 the prior year. The Illinois Manufacturers’
Association, meanwhile, expects the state to need 30,000 new
workers a year to replace the retiring baby boomers. Roughly
40 percent of Boeing workers are eligible for retirement in five
years. If the financial crisis of 2008 had any silver lining, it is the
fact that many elderly manufacturing workers have delayed their
retirement due to the financial debacle’s impact on their sav-
ings. Those workers staying on a few extra years, however, will
not resolve the upcoming skills shortage emerging in the U.S.
manufacturing sector.

Making this shortage worse is the unskilled composition of
the U.S. labor force. Of America’s total workforce of 133 million
in April 2010, as counted by the U.S. Bureau of Labor Statistics,
12.2 million workers, or 9.2 percent of the total, lacked even a
high school education. Another 39 million workers had only ac-
quired a high school degree—a degree that is valued less and less
today given the deteriorating quality of America’s public school
system. In total, over 50 million American workers had a high
school education or less in early 2010, accounting for nearly 40

percent of the total.*” These workers are the most exposed to
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the expanding skilled work base of China, India, South Korea,
and other emerging nations. The larger the number of unskilled
workers in the United States, the greater the need for American
companies to tap into the emerging markets for talent. Ger-
many, France, and the United Kingdom face a similar shortage
of skilled workers.

Looking further down the road, the war for talent could
very well reshape the global landscape for business innovation.
The nation with the most talent has a leg up on others in driv-
ing innovation and creating new industry standards. These ad-
vances, for decades, were fostered by the developed nations. The
past, however, will not be a prologue. Mobile money—money
transfers via cell phones—is taking off in Kenya. India’s Tata
Motors has introduced a no-frills $3,000 car for the masses.
These are but two examples whereby “the rich world is losing
its leadership in the sort of breakthrough ideas that transform
industries,” according to The Economist.!

In the end, the war for talent between the developed and
developing nations will be instrumental in determining the win-
ners and losers of the future. The last economic superpower no
longer has a monopoly on global talent, or the world’s best and
brightest. That said, it is incredible that at a time when skilled
labor has never been more important to the nation’s future,
across the United States, public schools are slashing their edu-
cation budgets in response to the financial crisis. Meanwhile,
America is rapidly losing its lead in producing college-educated
talent. To this point, according to the latest from the College
Board, the United States now ranks twelfth among developed
nations in the percentage of 25- to 34-year-olds with college
degrees.*” Finally, as it pertains to attracting and retaining the
world’s best and brightest, any serious discussion about rethink-

ing and overhauling America’s immigration policies remains



FLEXING THEIR MUSCLE—THE NEW POWER BROKERS IN ACTION ||

hostage to bipartisan political bickering. In the war for talent,

America is one of her own worst enemies.

A NEW WORLD AND NEW FAULTLINES

Consumers, natural resources, capital, talent—most of the criti-
cal inputs to economic growth now lie outside the control of the
United States, an unfavorable turn that has helped undermine
America’s economic superpower status. There is nothing “super”
about an economy that is overly dependent on other people’s oil
and natural resources, deep in debt to the rest of the world, and
increasingly reliant on emerging market consumers in the face
of stagnant and mature markets at home. Compounding mat-
ters, America is woefully unprepared to replace the very workers
that have vaulted the U.S. economy to the top of the heap. The
United States is failing to produce home-grown talent, making
the nation more dependent on foreign skilled labor.

For decades, the world has been largely accommodating to the
outsized needs of the United States and its ever growing appetite
for other people’s resources. In the U.S.-centric world leading up
to the financial crisis of 2008, America was at the center of the
global economy and enjoyed near-uncontested access to the world’s
oil supply, excess savings, and skilled labor pool, rarely ever con-
templating, let alone preparing for, the day when the rest of the
world would begin to demand and contest these same resources.

But that day has arrived. The United States must adjust to
this new reality—a reality in which new power brokers are at
work, competing against the United States in virtually all spheres
of influence and virtually all areas of economics and commerce.
How the United States responds to this environment will go a

long way in shaping the future of globalization.
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For the developing nations, there is no turning back. As
Kishore Mahbubani has pointed out, “The past twenty years
have probably seen some of the greatest changes in human his-
tory. The biggest shift is that the 88 percent of the world’s popu-
lation who live outside the West have stopped being objects of
world history and have become subjects. They have decided to
take control of their own destinies and not have their destinies
determined by Western-dominated global processes and insti-
tutions. They believe that the time has come for the West to
cease its continuing domination of the globe.”* The battle has
been joined.

If America fails to adjust to the messy multipolar world be-
fore us and resists the winds of change, the entire global economy
will suffer. No nation will be spared the setback to globalization
and a world increasingly fragmented and inward looking. The
course of globalization will be decided by how the mature and
stable (the West) react to the young and restless (the Rest).

We are at a transformational moment for the global econ-
omy. We stand on the cusp of a world that confronts two paths
of the future: one is a path of disintegration and fragmentation
of the global economy as the developed and developing nations
turn against each other, hoarding resources, restricting market
access to outsiders, and curtailing cross-border capital flows and
workers. An economic cold war emerges from this path and is
the primary subject of Chapter 8.

The other path is much more benign—that of globalization
reincarnated. That from the ashes of one of the worse financial
crises in history, the world comes together and uses the pre-
vailing seminal trends of today to reconfigure a world economy
more open, more integrated, and more cohesive than ever be-

fore. This possibility is discussed in Chapter 9.



CHAPTER

8

The Coming
Economic Cold War

The next 20 years of transition toward a new international
system are fraught with risk.

—GLoBAL TRENDS 2025,
NarioNAaL INTELLIGENCE CoUNCIL

he United States confronts a different world from the one

it faced just a decade ago. At the beginning of the twenty-
first century, few questioned the global primacy of the U.S.
economy and the benefits of free-market capitalism. U.S.-led
globalization—greater openness, industry deregulation, and the
unfettered cross-border movement of capital, goods, and people—
was the overarching mantra of many countries, a megatrend so
powerful and ubiquitous that it was universally deemed to be
irreversible. It was a unipolar moment for the world’s “indispen-
sible” nation, possessor of the world’s most potent military, most
competitive economy, and most sought-after culture.

But as a new decade dawns, the global landscape looks
radically different. America is exhausted by most accounts; its
economic superpower status diminished by costly wars, the
financial crisis, and massive liabilities associated with future

entitlement programs. Japan and Europe are increasingly
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impotent—too demographically stagnant, too much in debt,
too resistant to change, too distracted by their own problems to
be anything but passive players on the global scene. After living
well beyond their means for years and following massive bank
bailouts and recession-fighting policies, the developed nations
are deep in debt and condemned to a prolonged period of slow
growth, a burden that will sap their global clout for years, if not
decades. The Anglo-Saxon economic model has been devalued
by one of the worst financial meltdowns in history. Once a given,
the virtues of global interdependence are now open to debate.
Meanwhile, backed by one of the fastest growing econo-
mies in the world, China’s swagger on the global stage—best
illustrated by Beijing’s suggestion for the end of the U.S. dol-
lar’s world reserve-currency status—speaks volumes about the
reemergence of the Middle Kingdom. Leveraging its check-
book, China is carving out spheres of influence in Africa, the
Middle East, central Asia, and Latin America at the expense
of traditional Western interests. The Beijing consensus is in-
creasingly viewed in many developing nations as an alternative
to the much disliked Washington consensus. Likewise, having
deftly navigated the financial crisis, the global standing and
self-confidence of India, Turkey, and Brazil have soared. As part
of a new multipolar world, new alliances among nations and
regions are taking shape as countries search for new markets,
economic resources, and alternative sources of growth now that
the U.S. economy is too structurally impaired to carry the global
economy. Flush with cash and backed by their governments,
state-owned companies from resource-rich locales like Russia
and the Middle East are on the prowl for Western assets. These
firms, along with emerging corporate giants from Brazil, India,
and Mexico are encroaching on the traditional turf of Western

multinationals. The rise of new corporate challengers from the
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developing nations signals the end of Western dominance of
global commerce and is emblematic of a new world order.

This order represents a discernible break from the past—
namely, the rich nations no longer control the global economy,
and the poor countries know it. Having long monopolized the
world’s resources, the West now finds itself in competition with
the Rest for control of the world’s critical inputs—natural re-
sources, capital, and labor. While this trend has been subtly
evident for the past decade, the global financial crisis of 2008
accentuated and accelerated the process. The demise of existing
global orders and the emergence of new powers often spawn
times of turbulence and uncertainty, and the current envi-
ronment is no different. Pervasive insecurity in the developed
nations juxtaposed against rising confidence in a handful of
powerful emerging markets will make for a very tense global
backdrop over the next decade.

We stand at a pivotal point in world economic history—a
point in which the choices and decisions we make will influence
and define geopolitics and global economic affairs for decades
to come. Given the dramatic changes that have overcome the
economies of the West and the Rest, we face two potential sce-
narios: the first scenario, which we discuss in this chapter, is an
economic cold war between rich, developed nations and poor,
developing nations. The second scenario, covered in Chapter 9,

is the reincarnation of globalization.

ECONOMIC COLD WAR

In this first scenario, the United States and the developed na-
tions, rather than adjust to a new global landscape and accept

their diminished relative role in the world economy, deny reality
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and cling to the old order in which the developed nations dic-
tated the global economic agenda, dominated multilateral insti-
tutions, and enjoyed first dibs on the world’s resources. In other
words, the West continues to lead, and the Rest is expected to
follow. The policies and structures of the past, however, are un-
acceptable to the developing nations who feel that the time has
long passed where the United States and Europe control the
global economic agenda. To paraphrase China’s president Hu
Jintao, the students are no longer willing to take orders from the
teachers. As a result, tensions rise between a U.S.-led developed
nations bloc and a China-led developing nations cohort. Grow-
ing worker discontent and rising nationalism and xenophobia
in both the developed and developing nations help create this
global economic chill. Various forms of protectionism ensue, en-
tangling the global economy in a web of regulations and cross-
border barriers that inhibit the unfettered flow of people, goods,
and capital.

Economic nationalism becomes rampant around the world.
Banks are legislated to be home-bound, their cross-border ac-
tivities greatly restricted resulting in financial deglobalization.
Tired of fickled and footloose capital inflows, the developing
nations, flush with their own savings, opt for more stringent
capital controls while imposing more restrictions on outward
flows. An us-versus-them mentality takes hold between the de-
veloped and developing nations. Both parties become unyield-
ing in their positions, with spreading economic nationalism at
home making it all but impossible for key policy makers to find
multilateral solutions. Defending globalization becomes the
best way to lose political legitimacy and power at home. Ten-
sions reach a breaking point, and an economic cold war breaks
out, fragmenting the global economy and all but ending the cur-

rent phase of globalization and its attendant growth.
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In this world, global reregulation replaces deregula-
tion. The private sector takes its cue from the public sector—
politicians—rather than the market. State-led industrial policies
become fashionable again. Banks effectively become utilities, or
risk-averse institutions whose principal mandate is to support
the local and national economy. Cross-border capital flows are
restricted; capital is again “caged,” hindering growth in world
trade and investment. Multinationals are politically browbeaten
to become more local, less global at home, while simultane-
ously given the cold shoulder overseas, impairing their global
reach and their global earnings. This, along with a rise in tit-
for-tat trade and investment protectionism leads to a reduction
in global trade and a decline in global mergers and acquisi-
tions, further pushing globalization into retreat. Xenophobic
fears over immigration spike, leading to a mass exodus of guest
workers from the United States, Europe, and other parts of the
world. Worker remittances to Honduras, Morocco, Sri Lanka,
and other developing nations plunge, creating even more global
recessionary pressures. Consumers are big losers, with rising
trade barriers and the hoarding of resources resulting in higher
prices for food, energy, and other staples. Global capital markets
swoon as investors take cover. All told, the global economy sput-
ters to a halt and enters a prolonged period of slow or no growth.

Sound fanciful or far-fetched? Not if the credit-fueled boom
of the past two decades in the West is followed by a prolonged
period of sluggish economic activity, lackluster employment
growth, and mounting frustration and anger among the shrivel-
ing middle classes of the developed nations. Such a backdrop
would spawn even more government intervention in the United
States, Europe, and elsewhere, and encourage policies that put
domestic interests first over international and global interests.

In a world of economic stagnation, rising protectionism would
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beget more protectionism, leading the world down a dangerous
path toward an economic cold war.

Speaking to the risks associated with a prolonged period of
stagnation in the United States, Nobel Prize-winning econo-
mist Michael Spence told the Financial Times, “I have this gnaw-
ing feeling about the future of America. When people lose the
sense of optimism, things tend to get more volatile.”” Indeed,
things will get volatile if the global economy loses steam and

goes into reverse, a prospect raised by the global economic slow-
down at mid-2010.

THE 3 A.M. CALL

During the 2008 Democratic presidential primary pitting Sena-
tor Hillary Clinton against her Senate colleague Barack Obama,
the Clinton campaign ran a provocative ad that raised the spec-
ter of an international crisis and asked voters who they wanted in
the White House if such an event—or a 3 a.m. call—occurred.
The suggested crisis was of the traditional sort—a terrorist at-
tack against a U.S. embassy overseas or another 9/11-like event
that threatened to harm millions of Americans. The ad played
on fears related to foreign security and defense, not economics
and finance. However, it’s possible that economics and finance
will prompt a 3 a.m. call in the not-too-distant future.

There are various paths to an economic cold war, with the
scramble for the finite resources of Mother Earth juxtaposed
against the soaring new demand in the developing nations chief
among them. As part of an economic cold war, the hoarding of
resources (resource protectionism) threatens to become a favorite

weapon of the developing nations, putting at risk the resource-

deficit, debt-laden United States. Oil is and always will be a political
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commodity—or a political weapon—of the developing nations.
Combined with skyrocketing demand from the likes of China,
India, and other developing nations, the increasing concentra-
tion of oil among a handful of state-owned companies domiciled
in the Rest makes oil an even more potent political commodity.
Natural gas could serve the same purpose. An existing framework
already exists for such a cartel, with the Gas Exporting Countries
Forum serving as a gas equivalent to OPEC’s oil cartel. At the
head of this table sits Russia, joined by other gas exporters like
Qatar, Iran, Egypt, Libya, Algeria, Bolivia, Venezuela, Trinidad
and Tobago, and Equatorial Guinea. This is a disparate group,
to be sure, yet with strong-armed leadership from Russia, a nat-
ural gas cartel could emerge virtually overnight.

And speaking of Russia, the country has not been shy about
using its natural resources to its geostrategic advantage. Unhappy
with Ukraine, Moscow shut off all natural gas supplies to the
country and other eastern European nations in January 2009,
sending a chill across Europe since the region is substantially
dependent on Russia for natural gas and other resources. Closer
to home, in February 2008, Venezuela threatened to cut off oil
supplies to the United States because of a favorable ruling for
Exxon Mobil to seize Venezuelan assets to compensate for na-
tionalization of two Exxon Mobil-owned development projects
within the country. In late April 2010, Bolivia nationalized four
power companies, including two with 50 percent stakes by Brit-
ain and France, in order to tighten state control over this sector.

Other commodities could be subject to the same restrictions
and political whims of those in charge. Protecting and husband-
ing one’s resources have become all too prevalent over the past
decade. Take iron ore. India, one of the world’s largest suppliers,
controls how much is sold on the world markets, and in 2009

its mining giant National Mineral Development Corporation
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imposed a 10 percent royalty on the “selling price” of mined iron
ore. In 2008, Japanese and South Korean steel mills agreed to
a 65 percent increase in iron ore prices from Brazil, the sixth
annual increase in a row. In the same year, China announced a
100 percent export tax on yellow phosphorus, a crucial mineral
for many phosphorus-based products. The decision was altered
after outcries from around the world, but the decision left ex-
ecutives in many of the related industries shaken.

China also has moved to limit exports of rare earth miner-
als, making sure the needs of its industry are met before any
rare earth production is allowed for export. In August 2009 it
announced that it would curtail all exports of dysprosium and
terbium, two minerals vital to manufacturing an array of high-
tech products such as hybrid cars and cell phones. Although it
rescinded this total ban, the restriction remains severe and in
June 2010, the China Daily reported that the government was
considering a proposal to put all private and unauthorized mines
that produce rare earth minerals under the control of the state.?
All of this leaves the United States notably exposed.

Unbeknownst to many Americans, rare earth materials are
critical to the U.S. defense industry, yet despite this importance,
it is China that has a virtual monopoly on this critical resource.
The mainland produces about 97 percent of rare earth oxides.?
In other words, China could easily disrupt the U.S. defense sup-
ply chain by hoarding or preventing the sale of rare earth mate-
rials. These are key inputs in the production of precision-guided
munitions, lasers, radar systems, avionics, satellites, and other
critical components of the U.S. military. Rare earth elements
are also used in a number of other high-end products like hy-
brid cars, wind power turbines, fiber optics, and computers. The
United States, incidentally, has significant rare earth reserves

although the production of such materials has been allowed to



THE COMING ECONOMIC COLD WAR ||

atrophy over the past few decades, and according to estimates
from the Government Accountability Office, it could take up to
15 years for the United States to build out a reliable rare earth
supply chain.*

Yet another commodity that could trigger conflict in the
future is water, the world’s most precious commodity, notwith-
standing the fact that the earth is covered with it. However, 97
percent of Mother Earth’s water supply is salty and therefore
not fit for daily use. Of the remaining 3 percent, 2 percent, while
considered fresh water, is locked in snow and ice. That leaves
around 1 percent for human use—for a global population of
6.5 billion heading for at least 8 billion in the next two decades.
Without any doubt, two atoms of hydrogen joined to one of
oxygen—water—may be mundane to most people, but is critical
to the future growth of the global economy.

Nearly one in four human beings lives in areas of water scar-
city resulting from inclement weather, water waste, and subpar
agricultural practices. Currently one in eight people in the world
lack access to clean water, while in 15 years, some 1.8 billion
people will live in regions of water scarcity. The water infra-
structure in the United States and overseas is crumbling while
demand is rising. In many developing nations, rapid urbaniza-
tion has caught policy makers oft guard—the growing thirst of
booming cities has emerged as a key catalyst for the unfold-
ing global water shortage. In June 2008, the Asian Develop-
ment Bank called for major rethinking of how countries in the
region develop and build cities in the face of tightening water
constraints.

Right now, Asia’s cities are expanding by close to 100,000
people per day, one of the fastest levels of urbanization the world
has ever experienced. It took 130 years for London’s population

to grow from 1 million to 8 million residents. Dhaka, the capital
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of Bangladesh, is expected to grow from 10 million people to 22
million people in just the next 10 years. Meanwhile, the Asian
Development Bank projects 1.1 billion people will move to cit-
ies in Asia during the next 20 years—in their words, the migra-
tion is of a “magnitude never before attempted by humanity.”

The situation in the Middle East is not much better. The
Jordan River has been largely reduced to a trickle, the surface of
the Dead Sea has shrunk by one-third, the Sea of Galilee is at
its lowest point ever, and in Iraq, the Euphrates River is drying
up, imposing a host of economic problems on the war-weary
nation. According to the New York Times, “In Northern Syria,
more than 160 villages in the past two years have run dry and
been deserted by residents. In Gaza, 150,000 Palestinians have
no access to tap water. In Israel, the pumps at the Sea of Galilee
(Lake Kinneret), its largest reservoir, were exposed above the
water level, rendering pumping impossible. In Lebanon, 70
percent of wastewater is dumped into groundwater-polluting
cesspools, and Jordan is struggling with just 10 percent of its
average rainfall.”® Water scarcity, in other words, represents a
massive economic and geopolitical challenge to the Middle East
and could easily spark conflict in the region, as well as conflict in
other parts of the world.

Water, for instance, remains a key source of tension between
two of Asia’s largest economies, China and India. In play is
the water that flows from the icy plateaus of Tibet and China’s
grand design to build a dam at a strategic point—the “Great
Bend” of the Yalong Tsangpo River—that would divert water to
the mainland, leaving northern India parched. Underscoring the
strategic importance of water to China, Chinese Prime Minister
Wen Jiabao is on record of saying that water scarcity threat-
ens the “very survival of the Chinese nation.”” In the midst of
the global water shortage stands the United States, the world’s
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most profligate consumer of water. While Americans use about
100 gallons of water at home each day, around 46 percent of
the people in the world do not even have water piped into their
homes. But global demand for water is soaring, and a commod-
ity that most Americans take for granted each day is about to
get a great deal more expensive in the future. Envisioning fu-
ture conflicts among states—developed and developing nations
alike—is not that hard. In the not-too-distant future, the world
could confront a major resource war over water, pitting various

nations and aligned interests against each other.

THE BATTLE OVER NONTRADITIONAL
ENERGY SOURCES

In addition to all the above, cold war—like tensions are also likely
to develop over the emerging marketplace of alternative energy.
Tapping the abundant resources of wind and solar energy means
gigantic investments in both manufacturing and infrastructure.
Yet in the search for cures to ailing economies and creating
jobs, this imminent boom shows plenty of potential of being
restricted for nationalist advantage.

China, which is investing heavily in the clean energy sector,
has already raised barriers to protect its fledgling efforts. When
it authorized its first solar power plant in the spring of 2009, it
required that at least 80 percent of the equipment be made in
China. At the same time, the government took bids for 25 large
contracts to supply wind turbines, and every contract was won
by one of seven domestic companies. In September 2009, the
European Union Chamber of Commerce in China complained
that none of the world’s five largest wind energy operators have

a single national development project in China. Yet Europe
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seems like a glass house on this issue. For instance, in March 2009,
European governments backed a plan to impose tariffs on Ameri-
can biofuels. Although both subsidize this industry, Europe
claimed that the United States subsidized its industry more.

Government support for alternative energy in Europe has
been important to the growth of solar power because of its
expensive installation costs. In 2007, German solar panels ac-
counted for half of all the world’s production, but this was made
possible only because of heavy government subsidies. The situ-
ation is similar in Spain, where solar technology took a 40 per-
cent dip in 2009 that corresponds to the cutbacks made by the
Spanish government, which was heavily affected by the financial
crisis. Given its unpromising start, the scramble for alternative
energy can be expected to develop in a similar fashion, highly
vulnerable to desires for protectionism.

Such efforts can be found already in the nascent market
of the United States. In June 2009, Canadian suppliers of al-
ternative energy protested being shut out of alternative energy
contracts related to the U.S. $787 billion stimulus bill. In Sep-
tember 2009, Governor Arnold Schwarzenegger had to oppose
a plan by the California state legislature that would limit how
much energy could be imported from out of state, a measure
designed to protect local interests in the country’s largest market
for alternative energy. Numerous venture capitalist firms have
bet billions that the United States can become the leader in the
alternative energy industry. The approval of a controversial wind
farm off Cape Cod in Massachusetts in April 2010 promises to
usher in a wave of similar farms off the East Coast. The firm
Bluewater Wind alone has wind parks planned in five states:
Delaware, New York, New Jersey, Maryland, and Rhode Island.
While the turbines for the Cape Cod venture will be supplied

by Siemens of Germany, America’s firms are fast catching up



THE COMING ECONOMIC COLD WAR ||

in the offshore wind field, projected to supply 18 percent of the
country’s energy needs by 2030.

While many areas of technology help support cross-border
tertilization, the growth in energy alternatives could well prom-
ise the opposite. All the way down the chain of manufacture are
precisely the sorts of well-paying blue-collar jobs that Ameri-
cans have been losing over the past two decades: factory produc-
tion, transportation, construction, and maintenance. The same
cycle holds for solar energy as well, particularly once the price
of solar receptors for roofs on individual homes is driven down.
Politicians all over the globe have realized the advantage of pro-
tecting this source of labor for its own, and the U.S. 2009 stimu-
lus plan promises to be only an opening salvo in this burgeoning
new field.

In the meantime, green protectionism has gained promi-
nence in the halls of the U.S. Congress and is gaining traction in
Europe and even China. To this point, on June 8, 2009, the New
York Times ran an eye-catching headline that will come to de-
fine the future of the United States and the developing nations
under a cold war scenario. The headline: “China and the U.S.
in Cold War-like Negotiations for a Greenhouse Gas Truce.”
Responsible for more than 40 percent of the world’s greenhouse
gas emissions, the United States and China are locked in nego-
tiations over gigatons of greenhouse emissions, reminiscent of
the megatons of nuclear might that used to pit the United States
against the Soviet Union. Whether the two parties can narrow
their differences will decide the fate of global climate-change
talks. Not surprisingly, India has closed ranks with China.

Both nations fear that any cap-and-trade program agreed
upon by the United States will come with provisions that do-
mestic or national action on climate change be conditional upon

similar regulations in competing nations. The upshot: those
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nations not willing to cap or restrict greenhouse gas emissions
could confront U.S.-import barriers and other retaliatory measures.

Returning to the prospect of a late night call to the presi-
dent of the United States, such a call might come from Moscow
some day. The voice at the other end is speaking on behalf of
the world’s 13 largest state-owned oil companies, in possession
of more than 75 percent of global crude reserves. The demand
is simple: allow the hostile takeover of Exxon Mobil, one of
America’s premier energy companies, by one of its own, Gaz-
prom, the Russian energy giant. Let the deal proceed, the voice
says, or the world’s major oil producers will withdraw crude oil
from the global markets and sell it among themselves, cancel
numerous exploration contracts with U.S. oil companies, and
halt the purchase of U.S. securities. Backing up the threats, other
state-owned resource companies in Africa, South America, and
central Asia have agreed to follow the same steps if the United
States does not allow the deal to go through.

The president, in turn, pleads his case with the distant
caller—it is Congress, he says, that opposes the sale of Exxon
Mobil, along with the general U.S. public, fearful of a U.S. cor-
porate icon like Exxon Mobil falling into the hands of a foreign
company. The hostile bid has only inflamed anti-Russian sen-
timent in the United States, which, in turn, has stoked anti-
Americanism in Russia and throughout the developing nations.
The caller is not listening and abruptly ends the conversation,
leaving the president in stunned silence and wishing that the
United States had done more—much more—to reduce its
dependence on foreign oil over the past few decades.

This is only one scenario—a number of triggers could prove
ominous in the near future. Whereas the United States and the
former Soviet Union vied for influence in various theaters of
the world in the first Cold War, in the future the United States
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and a handful of powerful emerging nations like China will
vie for economic influence in such commodity-rich regions
like central Asia and Africa. Tensions over tapping the last
frontiers—minerals below the Arctic Ocean and outer space—

are also likely to intensify in the future.

“BUDDY, CAN YOU SPARE A JOB?”

Finding work for millions of workers in both the developed
and developing nations represents another divisive variable that
could trigger an economic cold war between the West and Rest.
Lost on many in the West is this: rising unemployment is not
just a problem inflicting pain on the developed nations. It is a
global challenge.

“College students, laid-off workers, and migrant work-
ers waiting for jobs are my biggest concern,” Chinese premier
Wen Jiabao stated in a recent interview. The Chinese leader
is hardly alone. Whereas the threat of intercontinental mis-
siles kept world leaders awake at night during the first Cold
War, the swelling ranks of disillusioned workers and the at-
tendant effect on social stability are what haunt leaders today.
This fear prompted Vice President Joseph Biden—famous for
speaking first, thinking later—to proclaim in July 2009 that
the U.S. economic recession was “worse than expected.” The
second-in-command was referring to the sharp rise in the U.S.
unemployment rate, which climbed faster than anyone in the
administration or Wall Street expected. President Obama’s best
and brightest expected the U.S. jobless rate to peak at around
8 percent when they peddled the massive fiscal stimulus pack-
age to the country in early 2009. Yet a few months later, the
U.S. jobless rate stood at 9.7 percent and would peak at just
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over 10 percent; by July 2010, the nation’s unemployment rate
had dipped to 9.5 percent. That is the official rate—add in dis-
couraged workers not looking for jobs, and part-time help, and
America’s unemployment rate at mid-year 2010 was closer to 16
percent. Worse still, the jobless rate for workers between the ages
of 16 to 24 reached nearly 20 percent over the first half of 2010.

The U.S. recession of 2008 obliterated jobs across the land-
scape. By some estimates, the downturn wiped clean some 7 mil-
lion jobs, leaving millions of workers without work and income.
The loss of jobs since December 2007 was equal to net job gains
over the previous nine years, making this the only recession
since the Great Depression to wipe out all the job growth from
the previous expansion. What’s more, as of June 2010, nearly
half the workers (46 percent) unemployed in the United States
had been out of work for six months or more, a level of long-
term joblessness not seen since the Labor Department started
keeping track in 1948. In mid-2010, 4.7 million workers had
been without work for a year or more.

The picture outside the United States is not much better.
Many other global leaders are haunted by Biden’s words—that
the global recession was “worse than expected” and took an
unprecedented toll on jobs at home. According to the Interna-
tional Labor Organization (ILO), 2009 represented the worst
global performance on record in terms of employment creation.
And even as the global economy showed signs of life in 2010,
near double-digit unemployment rates were the norm in the
United States and most of Europe. In spring 2010, the jobless
rate in Spain was approaching a whopping 20 percent, while
the unemployment rate in Belgium stood at 11.6 percent. In
spring 2010, the jobless rate in the Euro area was 10 percent, yet
higher in such nations as Belgium (11.6 percent), France (10.1

percent), and Greece (12.1 percent). Poland’s jobless rate was
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12.3 percent in April 2010 and is expected to go higher. Turkey’s
level of jobless was close to 15 percent. In that unemployment
afflicts rich and poor nations alike, many developing nations are
staring at double-digit unemployment rates as well. In South
Africa, one of Africa’s more advanced economies, nearly one in
four workers is out of work. Despite being one of the fastest-
growing economies in the world, India’s jobless rate was above
10 percent in early 2010.

Nowhere in the developing nations, however, is the pressure
to create jobs as great as it is in China. That will come as a shock
to many U.S. lawmakers and the popular media who wrongly
assume that China’s stellar economic growth record has been
more than sufficient to keep workers employed and generally
happy at the expense of workers in the West. Even before the
financial crisis of 2008, China’s mounting ranks of jobless work-
ers were becoming an acute problem for the Communist Party.

Over the past decade, for instance, millions of Chinese work-
ers have been cashiered from state-owned enterprises. Between
1999 and 2005 alone, more than 21 million workers were fired
in this fashion, leaving many workers and their families without
incomes and without the health-care, housing, and educational
benefits that came with a job in the public sector. Meanwhile,
the financial crisis resulted in massive layoffs among China’s
army of workers. A staggering 41 million Chinese workers lost
their jobs on account of the global financial crisis, with the larg-
est declines coming among China’s migrant workers, numbering
some 20 million, by official estimates. Many of these same work-
ers have gone back to work with the cyclical rebound in China’s
economy, although many Chinese workers now harbor the same
fears that long haunted workers in the United States and Europe—
that their job will ultimately be sent offshore to lower-cost lo-

cations in Southeast Asia. More and more Chinese companies
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are not only outsourcing low-end production to Vietnam and
Cambodia, but they are also embracing productivity-enhancing
technologies that will result in layoffs; substituting machines
for labor will only exacerbate the loss of manufacturing jobs in
China for some time to come. That is a familiar refrain in the
United States but one not yet understood in China.

Among the unemployed are Chinese workers with college
degrees—newly minted graduates expecting suitable jobs with
impressive salaries. In the class of 2008, more than 30 percent
of the 5.6 million university graduates had yet to find employ-
ment as of the middle of 2009. That is hardly a propitious omen
for the 6.1 million students who graduated in 2009 and 2010.
Times have become tough in China. When the city of Suzhou
needed maintenance workers for 58 public restrooms, 870 people
applied, including 40 college graduates.

In total, some 10 million new workers enter China’s labor
force annually, although the economy has been capable of cre-
ating only 6 to 8 million new jobs a year. Meanwhile, many
Chinese workers with jobs are increasingly dissatisfied with
working conditions and other related issues. Hence, the num-
ber of worker protests in China has soared, rising from 87,000
in 2005 to 127,000 in 2009. In May 2010, workers staged a
walkout at the plant of Honda, a Japanese car manufacturer,
unhappy with the 24 percent wage increase the company had
agreed to. A host of other Western multinationals (U.S. food gi-
ant KFC, for instance) have had to ante up more pay to pacify a
Chinese workforce that is less docile and less tolerant of current
wages in China and prevailing working conditions. In the end,
the Middle Kingdom may have the most dynamic economy in the
world, but it confronts the same policy dilemmas of other gov-

ernments around the world: how to keep workers engaged and
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gainfully employed, thereby maintaining peace and stability at
home. Failing this challenge, the greater the level of worker un-
rest in the developed and developing nations, the greater the
risks of protectionist measures that ultimately unwind global
trade and investment and push the world toward an economic

cold war.

MIGRANT WORKERS—HELP NOT WANTED

If governments around the world fail to keep their respective
working classes happy, one result could be the erosion of one key
pillar of globalization: the cross-border movement of workers.
In the not-too-distant past, migrant workers were welcomed by
many developed nations confronting acute labor shortages and a
marked decline in working-age populations as a result of aging.
Ireland and the United Kingdom competed for workers from
Central and Eastern Europe. Spain and Italy became more re-
ceptive to migrant workers from the Middle East, North Africa,
and Latin America. Germany and Austria tapped into the low-
cost labor pool of Turkey and Hungary. The surge in oil prices
and the attendant construction boom in the Middle East trig-
gered a global scramble for overseas workers, with millions of
workers decamping from Bangladesh, Sri Lanka, and India for
the Gulf states. The United States and Canada pulled migrant
workers from all directions—from Eastern Europe, Central and
South America, and Asia, a dynamic that helped deepen the
economic bonds between the United States and numerous less
fortunate nations.

Thanks to the rising cross-border tide of migrant workers,

over 200 million people resided outside their country of birth
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when the financial crisis of 2008 struck. This “diaspora nation”
outranks all but four other nations by the size of its population
and represents a key component of globalization. The benefits
from migrant workers cut both ways—in the developed nations,
the benefits from migrant workers have come via lower-priced
goods and services. In such key labor-intensive sectors as agri-
culture and construction, migrant workers in the United States
and other rich nations have been instrumental in lowering costs
for food and housing. Migrant workers are also consumers,
helping to boost demand and growth for basic services in the
host nation.

In addition, the economic benefits to the migrant’s country
of origin have been immense. Indeed, remittances to the de-
veloping nations totaled a record $328 billion in 2008, which
represents a key source of in-country financing for education,
health care, housing, and other related activities. Migrants typi-
cally triple their real earnings by working abroad, a pay differen-
tial that benefits both the host and home country.

The financial crisis and global recession of 2009, however,
have put a brake on recent trends. Employment growth in
the developed nations has come to a sudden stop—jobs are
not being created but rather are being destroyed, triggering a
backlash against migrant workers. In Spain, former construc-
tion workers are returning home to their villages hoping to
find work in agriculture, yet few jobs exist since the folks out
in the fields picking strawberries, artichokes, and asparagus are
from Morocco, Poland, and Romania and are willing to work
at a fraction of Spanish average wages. Not surprisingly, as the
level of unemployment has climbed around the world, both rich
and poor nations have adopted more anti-immigrant policies.

Among these, employment restrictions are being applied more
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diligently now; the number of migrant workers allowed in host
nations is being reduced; and programs to encourage workers
to return home are proliferating. Meanwhile, the rate of new
immigration has slowed dramatically, given the unavailability of
jobs in nations once begging for foreign labor.

As the world struggles to regain its footing following the
financial crisis of 2008, a key risk lies with more governments
looking inward instead of outward, further promoting protec-
tionist policies. Economic nationalism thrives in this environ-
ment and rests on the assumption that prosperity begins and
ends at home. The last time economic nationalism of this sort
reared its ugly head was during the Great Depression of the
1930s, which was sparked by a collapse in global output and
trade and the end of globalization.

This inward-looking sentiment has characterized many
countries’ reaction to the social unrest created by the recession
of 2008. The recent passage of an anti-immigration law in Ari-
zona is only the most prominent manifestation of suspicion of
toreigners found far and wide. Italy recently passed tough new
legislation against illegal immigrants, with a fine of up to 10,000
euros and six months in detention before being repatriated. As
part of a growing backlash against immigrants, Belgium has
banned the wearing of the burga, or Islamic face veil, in public,
and France may soon follow. All these signs are troubling, be-
cause one key variable that will precipitate a coming economic
cold war will be the rising premium on creating jobs for millions
of workers in the developed and developing nations alike. And
adding more stress to the above is growing income inequality
within nations, yet another challenge for various governments
that could result in less cross-border movement of people and

workers.



|| THE LAST ECONOMIC SUPERPOWER

THE END OF THE DOLLAR’S REIGN

Hoarding one’s natural resources and protecting one’s workers
are two catalysts for an economic cold war and the retreat of
globalization. Another likely trigger: a capital boycott among
the world’s largest savers, a prospect that would doom the last
economic superpower and the world’s largest debtor nation—
the United States.

Let’s return once again to the idea of a 3 a.m. call to the
sleepy-headed resident in the White House. Under this sce-
nario, the voice on the other end of the line could be the U.S.
ambassador to China informing the president that China, fed
up with America’s spiraling budget deficits, threats of trade pro-
tectionism, and overbearing military presence in and around the
Korean peninsula, plans on dumping billions of dollars of U.S.
Treasuries when the U.S. credit markets open in a few hours.
Beijing also plans to announce that henceforth China will ac-
cept only renminbi, not dollars, from its trading partners, a di-
rect assault on the dollar’s world reserve-currency status.

The stunning move by one of America’s largest creditor na-
tions threatens to leave the debt-laden United States financially
high and dry, and wreak havoc on the world financial markets.
It also threatens the dollar since any move by China to dump
dollars would trigger a stampede for the exits among other
foreign investors. As the president listens, he knows that the
move by China will create economic chaos in the United States
and around the world. He also knows that Congress will move
quickly to curtail U.S. imports from China and impose other
measures that restrict and inhibit bilateral contacts between the
two parties. The battle lines will be drawn very quickly. Various
parties around the world will be forced to line up behind the two
protagonists. The last vestiges of globalization are set to vanish.
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Hard to imagine? Not really. It does not take much of an
imagination to envision a desperate U.S. government, confronting
stubbornly high unemployment at home, pressing China so hard
to revalue its currency that the blatant pressure from Washing-
ton evokes and triggers a violent anti-American backlash across
China. Beijing, in turn, is forced to resist or retaliate against the
United States. So great are the demands on China to revalue
the currency that any adjustment would leave the Communist
Party leadership looking weak and humiliated in the eyes of its
population, circumstances unacceptable to any and all Chinese.
A skirmish over the currency triggers tit-for-tat protectionism
that ultimately leads the United States to greatly restrict market
access to Chinese goods, prompting China to dump its massive
holding of U.S. Treasuries or halt buying any new U.S. securi-
ties. Either action would severely penalize the United States.
The actions plunge both economies into recession, dragging the
rest of the world with them. The rest of the world takes sides,
with many developing nations falling into the camp of Beijing,
enticed by promises of more aid and trade with China. The
global economy fragments, and globalization collapses.

Financial mercantilism is yet another path that could lead
to an economic cold war and the end of globalization. Under
this scenario, unhappy with the United States and Europe,
the capital-rich surplus nations continue to build large exces-
sive reserves, but rather than invest their excessive savings in
the debt-laden developed nations, they create institutions and
financial arrangements that keep the capital within the develop-
ing nations themselves.

Under this scenario, China continues to openly campaign
for another reserve currency to replace the U.S. dollar. The
mainland accelerates and promotes the renminbi’s use in inter-

national transactions. Having signed currency-swap agreements



|| THE LAST ECONOMIC SUPERPOWER

with Argentina, Belarus, Hong Kong, Indonesia, Malaysia, and
South Korea in the past, the central bank of China gathers more
willing participants in Latin America, Africa, and central Europe.
To bolster the global appeal of its currency, Beijing accelerates
the move to develop a more liquid securities market at home—
a prerequisite if the renminbi is to become a challenger to the
U.S. dollar. To this end, Beijing pushes up its timeline for turn-
ing Shanghai into an international financial center; instead of
2020, the deadline is now 2015 or sooner. Concurrently, Beijing
promotes and constructs the infrastructure for the creation of
a single monetary unit for Asia, with the Chinese currency,
of course, at its core.

As part of all the above, cross-border activities of financial
institutions are severely curtailed, reversing the decade’s long
trend toward financial deregulation and the internationaliza-
tion of the world’s capital markets which have been instrumen-
tal in facilitating global trade and investment, promoting global
mergers and acquisitions, and opening new geographic markets
to the world at large. Accordingly, the globalization of capital

withers, and global interdependence goes into reverse.

THE RISE OF INVESTMENT PROTECTIONISM

Despite assurances from the leaders of the G-20, trade protec-
tionism is not very far from the surface in many parts of the
world and could become an acute problem against a global back-
drop of stubbornly high unemployment, rising worker unrest,
and the hoarding of resources. In addition, as more trade takes
place among the developing nations themselves, many develop-
ing nations that had previously bowed to the trade demands of

the developed nations may be less inclined to do so in the future.
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But it is not just trade protectionism that is likely to spark
an economic cold war. A more likely catalyst will be investment
protectionism—or the resistance on the part of both the devel-
oped and developing nations to allow their home-based corpo-
rate leaders to invest and own assets in each other’s markets.
Companies in the developing nations now want to go beyond
trade, and increasingly prefer to do business locally or in-country
via joint ventures, mergers and acquisitions, or green field invest-
ments. Rather than provide products via arm’s-length trade, the
emerging giants in the developing nations want direct access to
markets in the United States and Europe at precisely the mo-
ment when xenophobic politicians in the United States and
across Europe are increasingly concerned about the rising in-
country presence of foreign firms from such nations as Brazil,
Turkey, Russia, and others. The fact that many of these compa-
nies are state-owned or partially owned by the state only adds to
the paranoia. Concurrently, many governments in the developing
nations are less receptive of large Western multinationals enter-
ing their markets and crowding out or decimating local firms.

What many in the West fail to realize is that when it comes
to investment, or carving out an in-country presence via foreign
direct investment, multinationals from the developed nations
enjoy a huge advantage over their counterparts in the develop-
ing nations. Firms from the United States, Europe, and Japan
have lead the way in extending their global reach through for-
eign investment and affiliates sales, operating on the ground,
around the world wherever possible. Today, however, many large
corporations from the developing nations want to follow in their
footsteps and are adopting the same strategies. They want direct
access to the large and wealthy markets of the United States and
Europe, although many governments in the West are becoming

increasingly uncomfortable with this prospect.
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In the end, it is investment protectionism that remains the
key risk to the global economy in the years ahead and a likely
spark for an economic cold war. Global commerce and compe-
tition is rapidly shifting from trade to investment, a trend that
will increasingly pit state-owned companies in the Rest against
private sector firms in the West. The former are likely to become
a lightning rod for politicians in the United States and Europe
given the massive state resources and privileges that back and
support these firms.

As lan Bremmer notes in The End of the Free Market, “In
recent years, a growing number of domestic Chinese companies,
many of them state-owned, have lifted their game to a level at
which they can compete with foreign rivals within the Chinese
marketplace. As state-owned companies become ever more im-
portant to their country’s political and economic development
strategy, they build more leverage within the state bureaucracy,
gaining influence they can use to persuade political officials to
create new rules and regulations that advantage Chinese com-

panies at the expense of their foreign competitors.”

EACH TO HIS OWN

All the factors discussed above could lead to a more fragmented
and Balkanized global economy, in which regionalism and vari-
ous alliances take shape that pit one part of the world against
another. Under this scenario, Asia, led by China, would strike
out on its own, with Beijing creating its own regional sphere
of influence at the expense of U.S. and European strategic in-
terests. South America would increasingly coalesce around a

Brazilian-led regional trading bloc. Europe would become the
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fortress it always threatened to be, turning its back on Turkey,
the Middle East, and Africa. In an economic cold war scenario,
the United States, China, and other major global players like
the European Union, Turkey, Brazil, and Russia would com-
pete ferociously for influence in various parts of the world. The
race for influence and control in the energy-laden countries of
central Asia would intensify between the United States, Russia,
and China. Turkey would continue its push to become a regional
Middle East power broker. Various nations in Africa would be
courted and cajoled by the world’s major powers given the con-
tinent’s abundant natural resources.

In this environment, the United States would increas-
ingly find itself at odds with rising economic powers-cum-
authoritarian regimes like China and Russia, as well as Iran
and, potentially, Venezuela. These regimes would become even
less shy about contesting the United States in key strategic
areas of the world, leveraging their soft powers and economic
resources to advance their own interests. China would continue
to generously lend capital to various African nations with no
strings attached or on very generous terms, thus undercutting
the longtime influence of U.S.-backed multilateral organiza-
tions like the World Bank and the United Nations. Similarly,
Russia, Iran, and Venezuela would use their oil wealth to build
foreign alliances and allegiances with various state and nonstate
actors. Many of these regimes would actively attempt to un-
dercut or neuter Western-based organizations that used to hold
significant sway in the developing nations, like the United Na-
tions, the Organization for Security and Cooperation in Europe
(OSCE), and the Organization of American States (OAS). In
an economic cold war, the Western-led multilateral institutions

of the past would largely become ineffective.
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THE AFTERSHOCKS OF AN
ECONOMIC COLD WAR

The costs associated with a cold war will be substantial. Consum-
ers around the world will face rising prices for basic staples and
consumer goods. An economic cold war entails a world economy
laden with trade restrictions, with import tariffs and nontariffs
layered on top of the global economy as nations seek to protect
domestic producers and shift toward self-sufficiency rather than
interdependence. Global multinationals, after spending decades
and millions of dollars building global production networks,
would have no choice but to revamp and rethink their nearly
destroyed global supply chains. Disrupted and short-circuited by
an economic cold war, production would be increasingly brought
“home.” Global supply chains would be shortened and become
more regional rather than global. Capital flows would be cur-
tailed and become more biased toward the home market. As
part of this environment, U.S. firms would be denied access to
foreign markets, foreign capital, natural resources, and the best
and brightest of the world, as stricter immigration laws and visa
requirements inhibit the flow of skilled and semiskilled labor.

Against this gloomy portrait, it is important to recognize that
globalization’s permanence is hardly guaranteed—particularly
now that America’s wherewithal to lead the global economy has
been impaired by the financial crisis, juxtaposed against China’s
resistance to shoulder the burden of the global commons at the
expense of more inward challenges. A rudderless, economi-
cally stagnate multipolar world, devoid of leadership yet full of
competing interests and spheres of influence, is a recipe for eco-
nomic disaster—a path toward an economic cold war.

But this is precisely the world we confront today given Chi-
na’s one foot in, one foot out position in the global economy,
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set against the diminished credibility of the United States. It is
worth repeating Martin Jacques, author of When China Rules
the World, “At the heart of the present global financial crisis lies the
inability of the United States to continue to be the backbone
of the international financial system; on the other hand, China
is not yet neither able nor willing to assume that role. This is
what makes the present global crisis so grave and potentially
protracted, in a manner analogous to the 1930s when Britain
could no longer sustain its premier financial position and the
United States was not yet in position to take over from it.”

Under a scenario of an economic cold war, the liberal order
of the past few decades would be dismantled by the aftershocks
of the great financial panic of 2008 and the attendant global
recession, and by the tectonic shift in economic power, with the
gravity of world economic growth moving from the United States
and developed nations to China and the emerging countries.

Explicit in the coming economic cold war is a world econ-
omy taking on many of the characteristics of the dismal period
between 1913 and 1950—a period marked by conflict, stagnant
levels of trade, capital controls, little international migration,
and the fragmentation of the existing global economic order.
Today, as a new decade dawns, a similar fate awaits the world
economy if the developed nations, led by the United States, and
the developing nations continue on the path of nonreconcilia-
tion and noncooperation. The decline of globalization and the
end of U.S. dominance are central to this scenario.

We have a choice to make. Do we raise the protectionist
walls and make the decisions that will lead us to the fractured
and bleak world of an economic cold war, or do we confront
our challenges and work to overcome geostrategic and economic
differences in a way that benefits all nations—both developed
and developing, the West and the Rest? The second scenario,
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discussed in the following chapter, foresees this more optimis-
tic outcome and is dubbed “globalization reincarnated.” Under
this scenario, greater cooperation and coordination between
the developed and developing nations deepens the expanse and
ties of globalization. Both parties come to recognize that their
fates are unequivocally bound together and therefore find the
wherewithal to work jointly on such key global issues as climate
change, sustainable energy security, and the proliferation of nu-
clear weapons. Under this scenario, the integration of the global
economy broadens substantially and becomes more binding, a
dynamic that helps promote global growth and reduces the risks
of wars and cross-border conflicts.

Impossible? No. Likely? The outcome will largely depend
on how the United States, the last reigning economic super-

power, adjusts to the new world order taking shape.



CHAPTER

9

Globalization Reincarnated

Just as the world accommodated the rejuvenation of Europe
in the post-War world, it must now accommodate the rise of
new Asian economies in the years that lie ahead.

—MANMOHAN SINGH, PRIME MINISTER OF INDIA

We must recognize that no nation—no matter how powerful—
can meet global challenges alone.

—U.S. PresiDENT BARACK OBAMA, FROM THE
NATIONAL SECURITY STRATEGY, MAY 2010

t the scenarios discussed in the previous chapter come to

fruition—if an economic cold war does erupt and ultimately
leads to a fragmented global economy and the demise of
globalization—historians will look back on the early twenty-
first century and marvel at how things might have been. How,
with a little more awareness, tolerance, and courage, the global
community could have embarked on a different path to prosper-
ity in the postcrisis world.

Our current situation does not have to end badly. While
the financial crisis of 2008 has thrown parts of globalization
into reverse and undermined the economic superpower status
of the United States, a more robust and inclusive global econ-

omy could still emerge in the years ahead. We have reached the
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end of globalization as determined and designed by the United
States but not the end of globalization if America and the West
can embrace a new configuration with different characteristics—
Chinese, Indian, Brazilian, Egyptian, and many others. This
represents a significant challenge to a country that likes to think
of itself as “indispensible,” and one that is long accustomed to
sitting at the head of the table, giving orders—not taking them.
The challenges in front of China, India, Russia, and other
key developing nations are no less daunting. Having arrived on
the global stage, are these nations ready to assume the mantle of
global leadership? Will they be able and willing to subordinate
national self-interests for the good of the global commons when
it comes to tackling weighty global issues like climate change,
the proliferation of nuclear weapons, resource shortages, and aid
and development for the world’s poorest nations? The answers to
these questions are unclear. What is clear is that the aftershocks
of the global financial crisis present a golden opportunity for the
world’s leaders to recast, reinvent, and reenergize globalization.
As highlighted in previous chapters, the globalization of
the late twentieth century was largely driven and dictated by
the West. Under this framework, globalization was not really
“global” given that cross-border flows of trade, capital, and
people pivoted on the United States and the developed nations,
namely developed Europe. In the precrisis world, the bulk of
toreign direct investment flowed to and from the developed na-
tions, with a few outliers like China. Global mergers and acqui-
sitions were the exclusive preserve of the rich nations. Trade and
investment ties between the developing nations were shallow
and underdeveloped, leaving many countries like Brazil, Turkey,
Poland, and Mexico reliant on the United States and Europe
for export growth. Companies from the developing nations

were mainly traders—dependent on delivering goods to foreign
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customers through exports. Multinationals from the West were
largely investors, relying on in-country foreign affiliates to
deliver goods and services to overseas markets. Meanwhile, the
cross-border flow of people was largely one way—from poor to
rich nations.

In the postcrisis world, though, the potential exists for glo-
balization to become deeper, more inclusive, and better bal-
anced. In the multipolar world that is unfolding, cross-border
trade and investment among the developing nations is accel-
erating. Traditional foreign direct investment flows are being
altered, with more investment emanating from the developing
nations and flowing to developed and developing nations alike.
Global M&A increasingly bear the hallmark of the developing
nations as new emerging corporate giants from Brazil, Mex-
ico, India, and other nations increase their global footprint via
mergers and acquisitions. While the developed nations, nota-
bly the United States, remain a beacon of hope and a primary
destination for many of the world’s workers, explosive growth
in India, China, and a host of other developing nations has be-
gun to entice the best and brightest to return home or not to
leave in the first place. The flow of global talent is shifting, albeit
very slowly. Africa, long the “lost continent,” is rapidly being
integrated into the global economy and into the global supply
chains of the world’s largest corporations, plugging the “last
frontier” into the world economy.

Many in the West see all the above as a threat. This is not
surprising; the status quo is in flux, and disruptive change is in
the offing. The West no longer controls the global economic
agenda. America has lost its ability to impose its economic will
on the rest of the worldj its ability to lead by example has been
shattered by the U.S.-led financial meltdown of 2008. As dis-
cussed in Chapter 8, if the United States and the West resist
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and ignore the primary trends of the postcrisis world, the global
economy will become fractured and fragmented—the economic

cold war scenario.

THE THIRD AGE OF GLOBALIZATION

But the future need not be so bleak. In this alternate scenario,
the West could face and embrace the broad macro trends con-
fronting us today. These trends would be encouraged rather
than discouraged. The West and the Rest can come to recognize
their mutual interdependence and move down the path of mu-
tual cooperation, not competition, on a number of fronts.
Against this backdrop, it is not impossible to envision the
tull bloom of the third age of globalization—with the world
economy more integrated and interwoven than ever before.
With an effective G-20 governing the global economy, with
the United States and Europe accepting and adapting to their
diminished role in the world, and with key developing nations
becoming real global stakeholders, a new era of globalization
is possible. Joint global stewardship will be required—not just
between the United States and China, but also from Europe,
Russia, Brazil, and key nations in Africa and the Middle East.
The end result would be an expanding global economy, with
greater participation from states and regions heretofore long on
the margins of the world economy. In the third age of globaliza-
tion, central Asia, Africa, and various outlying Middle Eastern
states would be pulled into the global fold by falling commu-
nication costs, advanced technology, and foreign direct invest-
ment from both the developed and developing nations. New trade

routes would emerge and expand, promoting and thickening
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foreign direct investment and capital market ties between the
West and Rest. Global competition would truly be global—
pitting global leaders from the developed nations against their
counterparts in the developing nations. The primary beneficia-
ries would be global consumers, enjoying more choices of goods
and services at lower costs. Under this scenario, more women
and more rural dwellers become global participants, adding
more momentum to economic growth. An expanding economic
pie, in turn, helps promote global cooperation in tackling urgent
issues like global climate change, water scarcity, and other long-
term challenges. This world is hardly perfect, but one where
countries and their citizens come to recognize that a world more
united than divided is the better path to follow.

The largest adjustment to this new era will fall on the shoul-
ders of the United States. The world’s last economic superpower
needs to rethink how the world really works and then reset poli-
cies that build on America’s strengths so that the nation remains
one of the strongest in the world.

Answering this challenge, for starters, requires that America
overcome two deficits: its knowledge deficit and its leadership
deficit. The latter, the leadership deficit, speaks for itself. Wash-
ington is a house divided. Republicans and Democrats seem
increasingly incapable and unwilling to work together in craft-
ing bipartisan solutions critical to America’s future. The to-do
list, meanwhile, is only getting longer: immigration, America’s
mountain of debt, global climate change, military engagements
in the Middle East, energy security—these issues can be tackled
only if the nation’s leaders work together, not apart.

By the knowledge deficit, I am referring to the fact that most
Americans remain clueless to the world around them, oblivi-

ous to the fact that U.S. participation in the global economy
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is crucial to the economic well-being of every man, woman,
and child in America. The last economic superpower needs the
world more than ever before. Yet we as a country remain largely
unaware of our rising foreign dependence on other people’s re-
sources, capital, and labor, and woefully misinformed about the
rising global competition for such economic inputs. Similarly,
America needs a better understanding of nations like China,
India, Turkey, Brazil, and others like them. The prevailing con-
sensus is that these nations are bound to succeed and that their
success will come at the expense of the United States. Reality is
far more complicated. America should worry more about China
or India stumbling—failing rather than succeeding. Both Asian
giants confront internal challenges as Herculean as those in the
United States.

Each headline that speaks to the rise of China’s or India’s
growing economic might is greeted with a mixture of fear and
angst in the United States, leaving many Americans feeling less
secure and confident about the future. These fears, ironically,
would be justified if for some reason China or India decided
to retreat and turn their back on the global economy, denying
the world economy of new consumers, low-cost goods, and at-
fordable labor among other things. The underlying health of
the U.S. economy is increasingly intertwined with emerging
consumers in Beijing, Cairo, Istanbul, and Delhi. Just ask U.S.
automakers, who will be selling more cars in China than in the
United States in the not-too-distant future. Or Procter & Gam-
ble, General Electric, Boeing, and other U.S. multinationals
whose future earnings are increasingly dependent on the devel-
oping nations. The more these firms succeed overseas, the bet-
ter off the company’s stakeholders—U.S. workers, shareholders,

retirees, and local communities.
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UNDERSTANDING WHAT’S
RIGHT WITH AMERICA

As part of America’s knowledge deficit, many Americans need a
better grasp of what is structurally right in this country. We are
incessantly told what is wrong with the United States, so once
in a while it is helpful to take stock of what is right and then go
about making these positive building blocks even stronger.

For instance, nothing engenders more fear of the future than
the alleged decline of U.S. manufacturing. The prevailing con-
sensus is that America is not in the business of making “stuft.”
Manufacturing is the forte of Germany, Japan, and China, not
the United States, with the past woes of Detroit and U.S. auto-
mobile manufacturers exhibit number one when it comes to the
extinguished capabilities of U.S. manufacturing.

This is the consensus view—and a view that makes U.S. leg-
islators, the media, and the average American worker defensive
and antagonistic toward China, Japan, and other foreign man-
ufacturers. A siege mentality has developed around America’s
“failing” manufacturing capabilities. But in reality the United
States is a manufacturing juggernaut; we're still in the business
of making “stuff” despite incessant media reports to the con-
trary. Indeed, no country manufactures more goods in a year
than the United States, with America’s share of global manu-
facturing output standing at 17.5 percent in 2008, according to
figures from the United Nations Industrial Development Orga-
nization. America’s share of global manufacturing is not far from
where it was in 1980—roughly 20 percent. That means that U.S.
manufacturers have held their own against intense foreign com-
petition over the decades. Based on the last figures, of the 22
manufacturing industries identified by the United Nations, the
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United States ranked among the top three in 19 categories. The
United States was absent in just three sectors—apparel, tobacco,
and leather. Meanwhile, the United States ranked number one
in high-end manufacturing activities like medical/precision
equipment and office and computing machinery.

What about China? The mainland ranks close behind the
United States, with China’s share of global manufacturing hit-
ting 17.2 percent in 2008. However, the Chinese figures include
mining and quarrying, and electricity, gas, and water supply
in addition to manufacturing. The overall number is inflated, in
other words. And besides, most of China’s gains have come at
the expense of Japan, South Korea, Mexico, and others, and
not all that much from the United States in general. Japan was
also well represented in the rankings, although the once-feared
manufacturing juggernaut’s global share of manufacturing out-
put totaled 10 percent in 2008. Germany’s global share was even
less, 7.3 percent, well below America’s share. America’s global
share of manufacturing in 2008 was larger than the combined
total of Japan and Germany. The bottom line is that too many
folks in the United States have equated the demise of Michigan
and Ohio and the travails of U.S. automakers with the end of
U.S. manufacturing. Nothing could be further from the truth.

Another key metric not well understood or appreciated by
U.S. policy makers revolves around foreign trade. Contrary to
conventional wisdom, the largest exporter in the world is neither
Germany nor China. Rather, the world’s top gun when it comes
to global exports is none other than the United States. While
China is the largest exporter of goods in the world, surpassing
Germany in 2009, why count only goods? Why not count ser-
vices? Thanks to falling communication costs and the ubiquity
of the Internet, global service exports have soared in the past
decade, with the United States in the forefront. U.S. exports of
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“other private services™—activities that include data processing,
accounting, medical services, and telecommunications—totaled
$252 billion in 2009. When goods and services are combined,
U.S. exports top all others, totaling $1.5 trillion in 2009, or
nearly 10 percent of the global sum. Germany, with 8.5 percent,
ranked second. China ranked third, with an 8.2 percent share of
total world exports.

Meanwhile, the United States remains the world’s preferred
destination for foreign multinationals. This fact runs counter to
the common assumption that when firms decide to invest over-
seas, China is the first port of call. To the contrary, America has
long trumped China for a variety of reasons, with the wealth
and size of the U.S. market a key attraction to foreign firms.
Cumulative foreign direct investment to China between 2000
and 2009 ($666 billion) was just a little more than one-third the
total investment to America ($1.8 trillion) in the last decade. In
other words, when it comes to attracting the foreign capital of
Toyota, Siemens, Nestlé, and other corporate global giants, it
is no contest—the United States wins hands down over China.

Hence, the noisy debate about U.S. outsourcing needs to
be balanced with a more intelligent debate about U.S. insourc-
ing. Thanks to the latter, some 5.5 million American workers
were on the payrolls of U.S. athiliates of foreign multinationals in
the United States in 2007, the last year of available data. Of this
total, 1.7 million people were employed in various manufactur-
ing activities; at last count, U.S. affiliates of foreign companies
accounted for just over 12 percent of total manufacturing em-
ployment in this country, a sizable percentage given the steady
decline in U.S. manufacturing employment over the past few
decades.

In some states, the percentages are much higher. In South Car-

olina, for instance, nearly 22 percent of the state’s manufacturing
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workforce is employed by U.S. affiliates of foreign companies.
One of the largest foreign employers in the state is German car
company BMW, with the premier global automaker invest-
ing over $4 billion into the state since the mid-1990s. The car
company employs over 5,000 workers at its Spartanburg, South
Carolina, plant, and has produced over 1.5 million vehicles since
the first BMW318i car rolled of the assembly line in September
1994. In Kentucky, where many foreign automobile transplants
are also present, foreign affiliates accounted for 19 percent of
total manufacturing employment in 2007. In Ohio and Indiana,
the percentages were 12.2 percent and 15 percent, respectively.
In the end, America stacks up quite well in critical activities
like manufacturing, foreign trade, and foreign direct investment.
This is a simple fact, yet it runs counter to the everyday narrative
that America’s manufacturing base has been allowed to wither,
that U.S. firms are not in the business of exporting, and that
U.S. foreign direct investment flows are one way—outbound.
Against this backdrop, it is little wonder that average Ameri-
cans fear the future. They are constantly told that everything is
made in China, and there is no stopping the downward trend of
U.S. manufacturing, and that white-collar service jobs are be-
ing outsourced to China and India. Playing on these fears, U.S.
legislators rarely miss a chance to bash China when it comes to
trade and remain anathema to various free trade agreements in
the name of protecting U.S. workers and their standard of living.
America’s general ignorance of its basic strengths threatens
to undermine these very attributes. As the world’s largest ex-
porter, it behooves the United States to champion an open and
free global trading environment and promote multilateral trad-
ing rounds like the Doha Round. Yet support for these endeav-
ors has been lukewarm at best over the past few years. Indeed,

there is very little support (or awareness) in the United States for
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the Doha Round of multilateral trade negotiations. This, despite
the fact that a successful multilateral trade round that liberalizes
trade in global services would be hugely beneficial to the world’s
top exporter of services—the United States. Meanwhile, three
different bilateral free trade agreements remain in limbo in the
halls of the U.S. Congress affecting U.S. commercial ties with
Colombia, Panama, and South Korea. Finally, while President
Obama has announced the lofty goal of doubling U.S. exports
over the next five years, achieving this objective is not going to
be easy if Congress does not grant the president fast-track trade
promotion authority (TPA), which gives the president the right
to negotiate trade agreements independent of congressional
oversight. TPA expired under the Bush administration in June
2007. Since then, there has been very little talk of reviving a
policy that has been notably successful in opening new foreign
markets for U.S. goods and services in the past.

Perhaps there would be more urgency on the part of Con-
gress if our elected officials realized that America is the world’s
largest exporter and therefore has a great deal to gain or lose
when it comes to global trade. In a similar vein, perhaps many
U.S. legislators and policy makers would be less fearful of and
resentful toward U.S. companies that outsource—or move plants
overseas—if they recognized the flip side of this process—
insourcing. And given the benefits that flow from investment
inflows—the creation of jobs, income, tax receipts, and the
like—U.S. legislators should be crafting policies that aggres-
sively encourage foreign direct investment, whether the invest-
ment is from Germany or China.

One of the best kept secrets in America is that when it
comes to attracting foreign direct investment (FDI), nearly no
one does it better than the United States. Foreign multination-

als have long played a key role in the U.S. economy and promise
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to do the same in the future as long as U.S. policies do not result
in investment protectionism. Finally, while America remains a
manufacturing juggernaut, the manufacturing capabilities of the
country need to be constantly nurtured. While the rise of China
and other developing nations represents a key challenge to U.S.
manufacturers, an even greater risk lies right here at home. The
looming skilled labor shortage in the United States is right at
the top of the list, a danger that requires the urgent attention of
both Washington and corporate America. Without an educated,
trained workforce, America’s ability to compete in nanotechnol-
ogy, aerospace, renewable energies, and other high-end manu-
facturing activities will be compromised. That’s the real danger.

Yet against this backdrop—even though education remains
a key building block to any economy—state and local expendi-
tures on education in the United States have declined sharply
over the past few years thanks to widening state budget deficits
and the attendant requirement to balance state budgets. At pre-
cisely the moment when the United States needs a more edu-
cated and productive workforce, schools around the country are
being shuttered. Many schools that have remained open are now
holding classes four days a week instead of five. Numerous states
are spending more on retirees (pensions, health-care benefits)
than on education—or on the past rather than the future.

At the same time, fewer and fewer American students
are actually graduating with a high school diploma. Up until
recently, the consensus had long placed the high school graduation
rate in the United States at 85 percent. That is hardly good, but the
real number is thought to be even worse. According to research
from the EPE Research Center, only about seven in ten students
in the United States successfully graduate from high school each
year. In many urban areas, the graduation rate is stunningly lower.

In Philadelphia, roughly half the high school students do not
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graduate. In Baltimore, the percentage is even lower, with the
city posting a graduation rate of just 35 percent. At the bottom of
the list was Detroit—amazingly, the Detroit City School District
graduates just one-quarter of its students. Overall, according to
statistics from EPE Research Center, just over half (52 percent)
of the students enrolled in high schools in the 50 largest cities in
America complete high school and leave with a diploma.

Many Americans are aware of the shortcoming of the na-
tion’s public school system but are unaware of the magnitude of
the problem, notably in America’s urban centers, and the long-
term ramifications for the future health of the U.S. economy.

Narrowing the knowledge deficit requires that the United
States better understand its underlying strengths and set about
fortifying the important building blocks of the economy. This
will help bolster America’s confidence in the messy multipolar
world that is upon us. And a confident America, one ready to
embrace and work with newly emerging powers, is a key prereq-
uisite for the reincarnation of globalization.

Another prerequisite lies with emerging powers stepping up
and doing their part to promote globalization. In this respect,
China and its consumers are key. The Chinese consumer, in par-

ticular, needs to let loose and start spending more and saving less.

UNLEASHING THE CHINESE CONSUMER

Any first-time visitor to either Beijing or Shanghai cannot help
but be impressed with the conspicuous consumption levels of
China. Pick a product, and Chinese consumers want it. Auto-
mobile sales are among the strongest in the world. Over the
past decade, demand has exploded for cell phones, computers,

televisions, and other related goods, as more and more Chinese
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acquire the financial means to purchase Western staples. And
it’s not just the basics the Chinese are snapping up. China already
ranks as the third-largest consumer of luxury goods in the world.
More Bentleys are now sold in Beijing than in any other city in
the world. Gucci’s fastest-growing market is China, of course.
The mainland has emerged as one of the fastest-growing mar-
kets in the world for just about everything. China is on course to
have a million millionaires.

Contrary to the popular consensus, however, it is not all
fast cars and fancy shopping malls for the average Chinese con-
sumer. The importance of the Chinese consumer to economic
growth in China has actually diminished over the past decade.
While personal consumption accounted for nearly 80 percent of
China’s economic growth over the first half of the 1980s, con-
sumption’s share of gross domestic product (GDP) has actually
declined over the past decade.

Growth in household consumption has lagged the underly-
ing growth of the overall economy for the balance of this de-
cade—even though household consumption outlays in China
virtually doubled between 2000 and 2006. It has been invest-
ment and exports that have fueled China’s boom of late, not
the consumer. Household consumption as a percentage of GDP
dropped from 46.4 percent in 2000 to just 35 to 37 percent in
2009. Among other nations in Asia, China has one of the lowest
consumption-to-GDP ratios.

While supercharged levels of capital investment and exports
have diminished the role of the consumer in driving growth,
something even more fundamental is at work. The average con-
sumer in China is not a credit card—touting shopper roaming
the malls in search of fashionable jeans or a large-screen televi-
sion. Despite the popular image portrayed by the media, the
reality is quite different.
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There is a great deal of economic angst affecting the aver-
age Chinese household, and China’s extraordinary savings rate
is one metric of this anxiety. The average Chinese household
squirrels away a quarter of its after-tax income, one of the high-
est savings rates in the world. Why such a high level of savings?
Prudence is one factor. Fear of the unknown is another.

While China’s economic rise over the past three decades
has been nothing short of spectacular, along with this phenom-
enal surge in growth has come wrenching social and economic
change to China. The average Chinese household can no longer
count on the guarantee of lifetime employment once provided
by the Iron Rice Bowl cradle-to-grave social welfare programs
of the past. Many of these social benefits have been scaled back
or eliminated over the past decade, saddling the average Chi-
nese consumer with the burden of paying for health care, pen-
sions, education, and housing.

The share of health-care costs covered directly by the gov-
ernment dropped from 36 percent in 1980 to 17 percent in
2004. During the same period, the share financed by state en-
terprises fell from 43 to 27 percent. According to the Organiza-
tion for Economic Co-Operation and Development, just half
of China’s urban population has basic health insurance, while
even less is covered in the rural areas (less than 20 percent of
the population). All tallied, China’s total expenditures on health
care are rather low relative to the rest of the world, averaging less
than 6 percent of GDP.

Recognizing the shortcomings of its health-care system, the
government has directed more state capital toward health care,
expanding basic health-care coverage to nearly 85 percent of
the population in 2008. The extent to which consumers have to
pay out of pocket has fallen from the 2001 peak of 60 percent
but still hovered around 45 percent in 2007, more than twice
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the share in 1978. By 2007, on average consumers were spend-
ing 4 percent of their outlays on out-of-pocket health spending,
although the percentages were much higher in many rural areas
of China.

While Chinese households have no choice but to save for
unexpected and rising medical costs, the same holds true when
it comes to retirement and expenses related to unexpected job
losses. According to Chinese government statistics, only 16 to
17 percent of the population is covered under any basic govern-
ment pension scheme; just 14 percent of China’s workforce was
covered by unemployment insurance in 2005.

Education represents another significant expense for the
average Chinese family. According to Chinese government sta-
tistics, per capita expenditures on education account for around
8 percent of total consumption expenditures and continue to in-
crease along with escalating expenses related to school. House-
holds now confront rising fees for high school, traditional
universities, as well as private colleges. Given that education is
a national obsession in China, many parents find themselves fi-
nancially strapped after paying for private tutors, extra classes,
and other items related to producing the best and brightest in
the family. For many rural families, student fees associated with
school can be the equivalent of one year’s income.

Add to the above soaring housing costs, which have increased
as government subsidies on housing have declined. Taking care
of the elderly is another financial burden confronting many
households, with government expenditures relative to China’s
rapidly aging population inadequate for the nation’s burgeoning
elderly demographic. In the absence of government assistance,
households have been left to take care of the elderly on their own.

In the end, the inconvenient truth is that Chinese consum-

ers are not ready to drive the global economy. That is the bad
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news. The good news is that Beijing, albeit gradually, has begun
to address the plight of the average Chinese household by rais-
ing public sector expenditures on health care, pensions, unem-
ployment benefits, and other activities. These measures, in time,
will free up some of China’s excess savings for purposes of con-
sumption, helping to rebalance the Chinese economy away from
investment- and export-led growth and more toward consump-
tion. In turn, a Chinese economy driven more by consumption
would provide a substantial boost to global growth and trade and
help thicken the webs of trade and investment with the main-
land and various other parts of the world. It would also help dial
back the anti-China protectionist rhetoric in the United States
and Europe and lay the foundation for more bilateral coopera-
tion between the United States and China in other strategic ar-
eas. All this will take time—years, if not decades. Patience will be
required on the part of the United States. Yet, in the end, more
balanced growth from one of the largest economies in the world

is a prerequisite for the reincarnation of globalization.

EXPAND GLOBAL GOVERNANCE

Yet another requirement for the rebirth of globalization lies
with the effective functioning of the G-20 and the reorganiza-
tion of the world’s existing multilateral institutions, primarily
the International Monetary Fund and the World Bank.

As the world’s new steering committee, the G-20 is now
tasked with setting the global economic agenda and effectively
running the global economy. But whether this diverse group,
accounting for 88 percent of world output, can craft and co-
ordinate global economic policies that are then followed by its

various members remains to be seen.
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In the wake of the financial crisis and the attendant global
economic downturn, the G-20 presented a united front to the
world, helping to stabilize the global economy and calm the nerves
of investors. However, while all members of the G-20 pledged
not to pursue protectionist measures at the first G-20 summit
in Washington in November 2008, virtually all members have
broken this promise in some shape or form over the past few
years. In addition, while the G-20 spent most of 2010 crafting
new policies that would regulate the world financial markets,
various member states were busy doing the same thing, inde-
pendent of the G-20. Against this backdrop, what could very
well emerge is a global capital market wrapped in a patchwork
quilt of regulatory frameworks that suffocates cross-border
flows of capital. This runs counter, of course, to the reincarna-
tion of globalization.

A revitalized global economy requires a G-20 with the cred-
ibility and clout to persuade various members to subsume their
national interests for the good of the global economy. With 20
members, however, the temptation for powerful players like the
United States and China to divide and rule, or create de facto
alliances within the G-20, will be strong yet destructive. In this
respect, the success or failure of the G-20 will largely hinge on
how the United States and China, the world’s two most power-
ful economies, conduct themselves within the group. To a large
degree, the success of the G-20 depends on how well the so-
called G-2, the United States and China, get along. The role
played by emerging regional powers like Russia, Turkey, and
Brazil will also be critical to the success or failure of the G-20.
Each nation has emerged as a key regional power in its respec-
tive part of the world, with the trio less shy and more vocal on

how the global economy should be managed.
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While the G-20 is fairly representative of the new global or-
der and gives the developing nations greater responsibilities and
greater stakes in the global economy, the same cannot be said
of the IMF and World Bank. Both institutions remain largely
under the influence of the West, a situation that offends many
developing nations and is anathema to globalization that is less
Western-centric. The reincarnation of globalization will occur
only if the developing nations feel they are real stakeholders in
the global economy, having the influence to shape global eco-
nomic policies. Toward this end, European representation at the
International Monetary Fund should be further consolidated,
going beyond the reforms agreed to at the G-20 summit in
Pittsburgh. This step would give more quotas and voting rights
to the developing nations, as well as increase their number of
executive seats. The United States, for its part, should consider
giving up its veto right, a move that would send a powerful sig-
nal to the rest of the world that the United States is willing to
break from the past and ready to operate more in concert with
the rest of the world. As a final move, the West should end the
U.S./European duopoly on leadership of the World Bank and
the IMF. For decades, since their inception, the World Bank has
always been led by an American, while the IMF has always had
a European at the helm. This arrangement, not surprisingly, is
deeply annoying to the Rest and should be changed to include
qualified candidates from any country in the world.

In the end, for globalization to be truly global, greater par-
ticipation and greater buy in is going to be required of the devel-
oping nations. This can come about only if the G-20 does emerge
as an effective governing body and only if the West is ready to
give more say and sway to the developing nations in running the
IMEF, World Bank, and other Western multilateral institutions.
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REFORTIFY THE WEST

Globalization cannot reemerge stronger and more inclusive
without the participation and support of the West. Although
the brand of the West has been devalued and while the collec-
tive global influence of the United States, Europe, and Japan has
been eroded by the financial crisis of 2008, the West has to fig-
ure prominently in the reincarnation of globalization. By its sheer
economic size, the West still matters, and in order for globalization
to work in the future, the United States and Europe, in particular,
must learn to live with more aggressive and powerful emerging na-
tions like Turkey, India, Brazil, and China. The United States and
Europe must also refortify and reenergize the transatlantic part-
nership, a partnership that remains vital to the future growth and
management of the global economy.

Discussed in more detail in Chapter 6, the ties that have
long bound the United States and Europe together are fraying.
Many key issues threaten to divide the transatlantic relation-
ship, with the U.S.-led wars in the Middle East, differences over
global climate change, and the scope and scale of financial re-
form chief among them. Yet a productive relationship between
the United States and Europe is required if the world is going to
stand any chance of maintaining a free and open trading envi-
ronment, stop the proliferation of nuclear weapons, answer the
challenge of global climate change, and assist in raising millions
of people out of poverty. That is just for starters.

Under the scenario of globalization reincarnated, the United
States and Europe would work together to forge a more predict-
able and less messy multipolar world. Jointly, the United States
and Europe take the lead in restructuring existing multilateral
institutions like the IMF and the World Bank, giving more
votes and chairs at the table to the developing nations. They



GLOBALIZATION REINCARNATED ||

also breathe new life into the Doha trading round by making key
concessions, compromising on agricultural issues with the devel-
oping nations in order to push forward the talks over more liberal
trade in services. The two parties also push on the frontier of re-
newable energies, and wherever possible, enlist the support and
participation of India, China, Russia, and other emerging mar-
ket stakeholders in such endeavors. The more the United States
and Europe work together in tackling the pressing economic
issues of our times, the more respect the Rest will have for the
West, and by extension, the greater will be their willingness to
cooperate with the United States and Europe.

Critically, the United States and Europe must also get their
own economic houses in order, engendering confidence not only
between themselves but also among the developing nations. The
best way for the West to regain its credibility with the Rest is by
implementing necessary but painful economic reforms at home.
For the United States, that means drastically reducing the fed-
eral budget deficit to manageable levels and reducing the na-
tion’s dependence on foreign capital and oil. For Europe, that
means fiscal restraint and efforts at boosting Europe’s competi-
tiveness, along with measures that create a more flexible and
competitive labor market.

Of notable importance, legislators and policy makers in
both the United States and Europe pledge to better inform
and educate their respective populations/constituents of the
benefits of greater cooperation and mutual coordination with
the emerging markets. The mentality “they win, we lose” must
be jettisoned for a more enlightened debate with the general
population about the risks and rewards of participating in the
new global economy unfolding. Pragmatism replaces dogma-
tism. The political courage is mustered to tell citizens the simple
truth—that the economic future of the West is inextricably tied
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to the success of the Rest; the Rest’s success, to a large degree, is
our success.

Globalization can be reincarnated only if leaders in both the
developed and developing nations educate their constituents of
the benefits of cross-border flows of trade, capital, people, and
ideas. In this world, more consumers and workers in the United
States and Europe come to understand that their livelihoods are
increasingly determined by growth in the developing nations.
The prevailing consensus of yesteryear—that China’s rise must
parallel the decline of America and Europe—is turned on its
head. And for their part, the developing nations strike a more
conciliatory note with the West on key multilateral issues like
global climate change, global trade, and nuclear proliferation.
Rather than compete, China would cooperate with the United
States in such fields as global climate change and energy secu-
rity, and partner with the United States in boosting growth and
ending misery in Africa. Under this scenario, Russia, Turkey,
India, Brazil, and other newly emerging regional powers actively
would work with the United States and Europe to overcome the
world’s most pressing challenges.

In the end, the mutual interests and goals of the West and
Rest converge, and a more productive relationship ensues. The

webs of globalization multiply and thicken.

ITIS DIFFERENT THIS TIME

The reincarnation of globalization requires that many things
go right—that America refortifies its underlying economic
strengths and regains its confidence when dealing with a more
complex and diverse world; that China shifts its economic

growth model away from exports and toward more personal
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consumption; that multilateral institutions, notably the G-20,
succeed in guiding the world economy toward more equitable
economic growth; and that the West comes together, confi-
dently forging a more productive relationship with the Rest, as
opposed to drifting apart.

All the above represents a tall order, and of course, must
be accomplished in conjunction with other main actors on the
global stage—India, Russia, Turkey, South Africa, Brazil, and
China to name just a few. It will take every ounce of global
leadership and courage to reincarnate globalization with non-
American characteristics. For this to happen, it is critical that all
key parties come to realize that, yes, this time is different.

The world has changed. The financial crisis of 2008 un-
leashed a seismic shift in the global economy. Free-market capi-
talism will survive but not in the unregulated and anything-goes
environment of the past quarter century. The participation of the
state in both the developed and developing economies is bound
to become larger, not smaller. Around the world, the command-
ing heights have shifted from the private sector to the public
sector. Regulated more at home and abroad, the ability of banks
and nonbanks to push capital any place in the world at virtually
any time is becoming more restrictive. It is the deglobalization
of finance that threatens to unwind globalization as we know it.

The relative economic decline of the developed nations; the
rising influence of the emerging markets in general and China
in particular; the proliferation of regional trading blocs—these
seminal trends were fast-forwarded by the crisis and have, in
turn, accelerated the move toward a less U.S.-centric, more mul-
tipolar world. In the world of the future, there is no mistaking
the fact that global power and influence will be more diffused
among nations and regions, making it more challenging to co-

ordinate and craft solutions to pressing global problems.



|| THE LAST ECONOMIC SUPERPOWER

The new era will require far-reaching adjustments for those
nations in decline and for those on the ascent. China remains
coy and conflicted by its new global status, acting more like
a reluctant stakeholder in the global economy as opposed to a
willing leader. The developing nations in general are an incred-
ibly heterogeneous bunch and may prove unable and incapable
of leading the global economy forward.

Becoming more acclimated to a new multipolar world
will be a notable and significant challenge to the world’s last
economic superpower—the United States. While America is
expected to remain one of the most powerful nations in the
world, its economic superpower status has been undermined by
the Made in America global financial crisis and by America’s
profligate ways well before the crisis struck.

It is different this time for the United States: when America
speaks today, the world is less inclined to listen, let alone jump
to the tune of the United States. At the end of World War 11,
the United States largely dictated the global economic rules
of the game to the rest of the world, which, with little resis-
tance, accepted the American way of doing things. For over a
half century, the rest of the world followed America’s lead until
the United States drove the entire world economy over the cliff
in 2008. The world will never so blindly follow the United
States again.

To this point, in most developing nations the standard eco-
nomic medicine of the West is no longer accepted; there are
alternatives, in other words, to the IMF and Washington con-
sensus. Beijing has plenty of capital, as do other regional play-
ers like Middle East sovereign wealth funds, Russia, and Brazil.
Today, when a developing nation finds itself in financial trouble,
there are ways of working through the crisis other than humbly
going hat in hand to Washington.
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By various metrics (global output, trade, and investment),
the economic gravity of the world is shifting from the west to
east, or from the developed nations to the developing nations.
Western multinationals no longer rule the world and now con-
front serious competitive challenges from emergent corpora-
tions in China, India, Russia, and other nations. While still
one of the largest economies in the world, the U.S. economy
has never been more dependent on foreign natural resources,
foreign capital, and foreign labor. Under current circumstances,
America is rapidly losing control of its own economic fate.

Since there is no turning back, the world’s last economic
superpower would do well to heed its own advice. On the first
page of the State Department’s National Security Strategy
report, released in May 2010, the opening paragraph states the
following: “To succeed, we must face the world as it is.”

No 10 words better underscore the challenge before the
world’s last economic superpower. The world is messy and com-
plicated, to be sure, but also brimming with opportunities for
the United States and the world at large. The paths before us—
an economic cold war or globalization reincarnated—could not
be more different. With a little luck and massive doses of lead-
ership, the multipolar world unfolding before us could be the
start of another golden era of globalization, bringing success to

all nations.
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