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The sticky superpower

America remains the world’s economic hegemon even as its share
of the global economy has fallen and its politics have turned
inwards. Thatis an unstable combination, says Patrick Foulis

IN JUNE THIS year Jack Ma, the founder of Alibaba, a giant Chinese e-
commerce firm, addressed the Economic Club of New York, whose mem-
| bersinclude many Manhattan luminaries and Wall Street chiefs. Mr Ma’s
| message was that his company exists for the long-term good of society, a
far cry from the creed of shareholder value followed by many in the
room. He pledged to help America’s struggling small firms export to Chi-
na’s 63om internet users, who between them now spend more online
than Americans do. The venue for the event was the Waldorf Astoria ho-
tel, which, when it opened in 1931, in the midst of the Depression, was
hailed by President Herbert Hoover as “an exhibition of confidence and
courage to the whole nation”. To-
day the Waldorf is owned by a
Chinese insurance firm run by
Deng Xiaoping’s grandson-in-
law. The whole event seemed to
symbolise a change in the
world’s economic order.
Yet asa parable of American CONTENTS
decline that would be too neat.
The lesson from Mr Ma’s big day 6 American politics

in the Big Apple is more subtle: Neither leading nor ceding
that America remains the world’s
e, ] 8 Global monetary system
indispensable economy, domi- Thrills and spills
nating some of the brainiest and P

. most complex parts of human en- 9 A crisis scenario
deavour. Alibaba is listed in New We all hang together

York, not on Shanghai’s bourse,
whose gyrations this year have
alienated investors. Four of the
six banks that underwrote Ali- 15 A new world economic
baba’s flotation were American. order

Alibaba makes only 9% of its Glad confident mornings
sales outside China (and has just
hired a former Goldman Sachs
executive to increase that share).
The Waldorf is run by an Ameri-
can firm, Hilton, that does well out of owning intellectual-property rights
worldwide. Days after his speech Mr Ma spent $23m on a mansion in
New Yorlstate’s Adirondackmountains. No doubt he will enjoy the trout
streams, but like many Chinese tycoons he may also want a bolthole in a
country that embraces the rule of law. Two months later China devalued
its currency, causing panic about its economy.

This special report will examine the paradoxillustrated by Mr Ma’s
speech. Tt will argue that America is a sticky economic superpower
whose capacity to influence the world economy will linger and even
strengthen in some respects, even though its economic weight in the
world is declining. For some, this is a welcome prospect. Hillary Clinton,
a frontrunner for the job of America’s next president, wrote last year:
“For anyone, anywhere, who wonders whether the United States still has
what it takes to lead...for me the answer is a resounding ‘yes’...every-

12 China
A longer march

A list of sources is at

thmg th.at Ihave done gnd’?een has convinced me that America remains Economist.com/<pecialreports
the indispensable nation.” But if handled badly, the growing gap be- . . S
tween America’s economic weight and its power will cause frustration . L

and instability. Economist.com/audiovideo/
Power is the capacity to compel another to do what they otherwise »  specialreports
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» would not. It can be exercised through coercion, by setting rules

or by engendering expectations and loyalties. American power
is sometimes defined so broadly that it includes both the flight
decks of the USS Abraham Lincoln and the legs of Taylor Swift.
This report will focus on a narrower point: how America’s grip
on the global economy helps, enriches, organises, bosses and an-
noys the rest of the world . This kind of power is often wielded in-
advertently: for example, America has no desire to run India, yet
India’s economy is affected by the Federal Reserve’s monetary
policy; and two of the subcontinent’s leading industries, tech-
nology and pharmaceuticals, are subject to American rules that
are a de facto world standard.

American economic dominance has never been absolute.
Between 1946 and 1991 the Soviet Union’s empire of queues and
rust aspired to be a rival model. From the 1970s onwards Europe
pursued closer integration partly as a counterweight to America;
the idea of a single European currency gained momentum as
Europeans grumbled about the ascendancy of the dollar. Japan
appeared to pose a threatin the198osand in its pomp tried to per-
suade Asia tojoin a yen zone. Even when the so-called Washing-
ton Consensus of American-inspired liberal economic policies
was atits peakin the 1990s, many countries, most notably China,
ignored it. Butuntil recently one thing was clear: America had the
biggest weight of any country in global
Gop and trade.

In the first change in the world eco-
nomic order since 1920-45, when America
overtook Britain, that dominance is now
being eroded. As a share of world GDp,
America and China (including Hong
Kong) are neck and neck at16% and 17% respectively, measured at
purchasing-power parity. At market exchange rates a fair gap re-
mains, with America at 23% and China at 14%. By a composite
measure of raw clout—share of world GDP, trade and cumulative
net foreign investment—China has probably overtaken America
already, according to Arvind Subramanian, an economist (see
chart). Even if China’s economy grows more slowly from now
on, at 5-6% a year, its strength on such measures will increase.

The experience of the 20th century suggests that such a
transition can happen fast. In 1907 America lacked a central bank
and suffered a banking collapse, but by the 1920s the dollar ri-
valled the pound sterling as the world’s most widely used and
trusted currency. If the past is a guide, China could surpass Amer-
ica in the blink of an eye, giving it the heft to issue the world’s re-
serve currency and set the rules of trade and finance. A plurality
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of people polled by the Pew Research Centre around the world
believe that China will become the world’s leading economic
power. Those aged under 30 are most likely to believe they will
live in a Chinese epoch.

But any reordering of the world economy’s architecture
will not be as fast or decisive as it was last time. For one thing, the
contest is more balanced. America is far stronger than Britajn
was atits moment of precipitous decline, and China is weaker to-
day than America was when it took off. For all its efforts to pro-
mote its currency and its institutions, the Middle Kingdom is a
middle-income country with immature financial markets and
without the rule of law. The absence of democracy, too, may be a
serious drawback.

Today’s world also relies on a vastly bigger edifice of trade
and financial contracts that require continuity. Trade levels and
the stock of foreign assets and liabilities are five to ten times high-
erthan they were in the 1970s and far larger than at their previous
peakjust before the first world war. The speed and complexity of
capital flows surpass anything the world has ever seen before.
Britain and America were allies, which made the transfer of
power orderly, if often humiliating for the declining power. Hav-
ing squashed Britain's global pretensions at the Bretton Woods
conference on the international monetary and financial orderin

Until recently one thing was clear: America had the
biggest weight of any country in global GDP and trade

1944, America helped cushion its financial collapse in 1945-49.
China and America are not allies. The greater complexity and
risk involved in remaking the global order today create a power-
ful incentive for currentincumbents to keep things as they are.

Last, the nature of economic activity has changed, shifting
towards intangible, globalised services (such as cloud computing
and computerised financial trading) in a way that may allow
America to exert dominance by remote control.

Economists, Tea-Partiers, trade unionists and Bruce Spring-
steen have chronicled America’s slide on traditional measures of
economic and institutional prowess. Judged by its share of world
steel production, manufacturing, merchandise trade, transport
and commodities production and consumption, the country is
going to the dogs (see chart, next page). The number of countries
forwhich America is the biggestexport market has dropped from
44in1994 to 32 now, Over the same period the equivalent figure
for China hasrisen from two to 43.

America’s lead in other areas, such as research-and-devel-
opment spending, technology equipment and consumer
brands, is no longer as comfortable as it was. Many of the world’s
most valuable firms are still American, but this overstates their
clout abroad: their share of the stock of international corporate
investment has fallen from 39% in1999 to 24%.

America still shines in a number of fields. It has 15 of the
world’s 20 leading universities. Its Food and Drug Administra-
tion is the global benchmark for the efficacy of a new medicine.
A patent registered in New York is far more credible than one
booked in Shanghai. And Hollywood's domination of the
world’s box offices is as eternal as a Californian film star’s youth.

Whatis less widely acknowledged is thatin some domains
America's clout is increasing. The country has demonstrated an
astonishing capacity to dominate each new generation of tech-
nology. It is now presiding over anew era based on the cloud, e-
commerce, social media and the sharing economy. These pro-
ducts go global faster and penetrate more deeply into people's
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» minds and jobs than anything Silicon Valley hasinvented before,
affecting everyone from cabbies to philanderers to despots.

Facebook and Google do a majority of their business
abroad, and thatshare is rising. When Microsoft was at the height
of its powers in 2000, it made less than a third of its sales over-
seas. American firms now host 61% of the world’s social-media
users, undertake 91% of its searches and invented the operating
systems of 99% of its smartphone users. China’s internet firms,
including Mr Ma’s, are both protected and trapped behind Chi-
na’s “Great Firewall”.

America’s dominance of the commandingheights of global
finance and the world monetary system has risen. The global
market share of Wall Street investment banks has increased to
50% as European firms have shrunk and Asian aspirants have
trodden water. American fund managers run 55% of the world’s
assets under management, up from 44% a decade ago, reflecting
the growth of shadow banking and new investment vehicles
such as exchange-traded funds. Global capital flows, larger than
at any time in history, move in rhythm with the vIx, a measure
of volatility on America’s stockmarkets.

Power through neglect

One of the oddities of globalisation is that although Ameri-
ca’s trade footprint has shrunk, its monetary footprint has not.
The Federal Reserve is the reluctant master of this system, its po-
sition cemented by the policies put in place to fight the 2007-08
financial crisis. When the Fed changes course, trillions of dollars
follow it around the world. America’s indifference towards the
1MF and World Bank, institutions it created to govern the system
and over which it has vetoes, reflects power through neglect.

The position of the dollar, widely seen as a pillar of soft
power, has strengthened. Foreign demand for dollars allows
America’s government to borrow more cheaply thatit otherwise
could, and the country earns seigniorage from issuing bank
notes around the world. America’s firms can trade abroad with
less currency risk, and its people can spend more than they save
with greater impunity than anyone else. Even when a global cri-
sis starts in America it is the safe haven to which investors rush,
and foreigners accumulate dollars as a safety buffer.

Since the attacks of September 11th 2001, America has em-
phatically asserted control over the dollar payment system atthe
heart of global trade and finance. Hostile states, companies or
people can be cut off from it, as Iran, Burmese tycoons, Russian
politicians and rira’s football buffoons have found to their cost.
The threat of this sanction has given America an enhanced extra-
territorial reach.

Finance and technology are already a battleground for
sovereignty, as Europe’s pursuit of Google through antitrust
cases has shown. So for America to lay a claim to running the
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world economy’s central nervous system even though it is no
longer its dominant economic power would be the ultimate ex-
pression of its exceptionalism. The country would need to show
an extraordinarily deft touch. It would have to act, and to be seen
as acting, in the collective interest.

America’s political system has shown itself capable of great
leadership in the past, not least during and after the second
world war. Today it is falling short of these ideals. The global fi-
nancial crisis proved that America always does the right thing in
the end, but only after exhausting all the alternatives. The Feder-
al Reserve provided liquidity to the world, and with a gun to its
head Congress stumped up the cash to rescue American finan-
cial firms. But since then America’s political system has flirted
with sovereign default, refused to reform or fund the 1mF, ob-
structed China’s efforts to set up its own international institu-
tions, imposed dramatic fines on foreign banks and excluded a
growinglist of foreigners from the dollar system.

The idea that America’s political system does not feel ob-
liged to meet what self-interested foreigners present as its global
economicresponsibilities is nothing new. When informed about
a speculative attack against Italy’s currency in 1972, Richard Nix-
on snapped: “I don’t give a shit about the lira.” But the country’s
current indifference may be more than a temporary lull. Ameri-
ca’s middle class is unhappy with globalisation and its politics
are deeply polarised.
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If America failed to live up to expectations, what would
that mean for the rest of the world? For the moment it is easy for
America’s policymakers and politicians to be complacent: Chi-
na’s aura of competence has been damaged by its recent eco-
nomic troubles, and America has the world’s perkiest economy,
admittedly in a sluggish field. Butitis important to be clear-head-
ed about the long-term choices. America cannot expect effort-
lessly to dominate global finance and technology even as its
share of world trade and gpP declines and it becomes ever more
inward-looking.

This special report will argue that the present trajectory is
bound to cause a host of problems. The world’s monetary sys-
tem will become more prone to crises, and America will not be
able to isolate itself from their potential costs. Other countries,
led by China, will create their own defences, balkanising the
rules of technology, trade and finance. The challenge is to create
an architecture that can cope with America’s status as a sticky su-
perpower. The next article will explain why its internal politics
have made this ever more difficult. m

American politics

Neither leading nor
ceding

America’s bitterinternal politics have made
economic diplomacy harder

AFTER THE HORRORS of the second world war most

Americans just wanted to “go to the movies and drink
Coke”, observed Averell Harriman, who later became secretary
of commerce. Instead their government built a world order cen-
tred around America. Its economic achievements were exempli-
fied by the Marshall Plan to help rebuild warravaged Europe—
“the most unsordid act in history”, according to Winston Chur-
chill. It revived the world economy and made America richer,
too. By 1950 Coca-Cola was selling som bottlesa day in Europe.

This was a golden era of American foreign-policymaking.
What did it take to make the country actin such enlightened self-
interest? According to “The Wise Men”, a history by Walter [saac-
son and Evan Thomas published in 1986, the magic ingredients
included a rarefied East Coast foreign-policy elite who could eas-
ily glide between Wall Street and high office; responsible media;
a thoughtful Congress capable of bipartisanship; a public that
could be united against a common ideological enemy with
which America had few economic links; and a president, Harry
Truman, who was a war hero.

None of those conditions applies today. Viewed from out-
side, America’s economic diplomacy since the financial crisis of
2007-08 hasbecome cranky. Earlier this year America tried to dis-
courage its allies from supporting China’s new development
bank, the Asian Infrastructure Investment Bank (a11B), only to
find that many of them joined the institution anyway. It was a
diplomatic fiasco. Old-timers complain that links with Chinese
policymalkers, once carefully cultivated, have atrophied. A row
with China over cyber-security is brewing.

Domestic constraints on economic policymaking have got
worse. Political confrontations over the budget have pushed the
country close to default, irritating the foreigners who own 60% of
the Treasury martket. Since 2010 Congress has refused to recapi-
talise or pass reforms of the IMF, keeping the world waiting.

Foreign banks have been subjected to fines and litigation

costs totalling about $100 billion, some richly deserved, some lit-
tle more than shakedowns by local officials looking for head-
lines and cash. Some banks from the emerging world and a few
countries have been all but excluded from the dollar payments
system by money-laundering rules whose cost, imprecision and
extraterritorial reach are pushing the global banking system
away from America. The Federal Reserve’s extension of liquidity
to foreign banks is under attack from the left and from the Tea
Party, and atleast a third of Congress wants to review or limit the
Fed's powers. In July Congress stopped Exim Bank, a govern-
ment body that finances exports, from writing new loans.

The grandest foreign-policy initiative has been the Trans-
Pacific Partnership (Tpe), a proposed trade deal between Asia-Pa-
cific and America. (Another deal with Europe is coming up be-
hind.) In June Congress agreed to hold a simple yes orno vote on
any TpP deal that Mr Obama strikes. But TpP is a far cry from the
trade pacts of the past. It excludes China and India. The hope is
that both countries will eventually ask to join, but they could
equally go into a huff and push their own trade pacts. TPP negoti-
ations have dragged on and Congress may now be voting on it
during next year, in the midst of a presidential election. Hillary
Clinton, the Democratic front-runner, has declined to endorse
the pact, even though she had supported itin broad outline in the
past. Half the field of Republican candidates are hostile to TPp.

The campaign will also see tensions with China flare. Mar-
co Rubio, a Republican contender, has called on America to stop
appeasing China. Donald Trump, another Republican hopeful,
said ahead of a visitto America by XiJinping, China’s leader, that
instead of a state banquet he would offer him a Big Mac.

One view is that all this is just a temporary blip. America
has always harboured a strain of populism that dislikes elites
and foreign engagements, sometimes called the Jacksonian tra-
dition after Andrew Jackson, who served as president from 1829
t01837. America declined to participate in the Genoa conference
in 1922 that aimed to restore Europe’s economy. In 1948-49 Con-
gress vetoed American membership of a planned global trade
body, the precursor of the World Trade Organisation (wTo). In
1953 Joseph McCarthy, a prominent anti-communist Republican
senator, said the career of John McCloy as the second American
head of the World Bank and a diplomat in Germany was an “un-
believable, inconceivable, unexplainable record of the deliber-
ate, secret betrayal of the nation to its mortal enemy, the commu-
nist conspiracy”. In the 1980s relations with Japan were priclly.
In the 1990s China’s rise and its currency peg to the dollar were
the subject of bitter political debates.

Do the right thing

Optimists point out that America usually manages to over-
come its Jacksonian impulses. At the Bretton Woods conference
in 1944 it designed and pushed through the imr and the World
Bank, along with a system of fixed exchange rates that lasted un-
til the 1970s. During the 2007-08 crisis American politicians
agreed to bail out global banks headquartered in America. They
did notstop the Fed from extending up to $500 billion of loansto
foreign financial firms and atleast the same again in dollar swap
lines to foreign central banks.

Congress has always been tricky to handle. It delegates the
power to negotiate treaties to the president but can investigate
decisions, try to block funding for foreign-policy initiatives and
pass laws that influence foreign policy. It also holds authority
over the Fed. Even the policymakers of the post-war golden era
found it troublesome, Robert Lovett, who as secretary of defence
helped Harry Truman build up NATO, said dealing with Con-
gress was like “getting a shave and having your appendix taken
out at the same time”. Paul Nitze, who helped draft the Marshall
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» Plan, had to appear before Congress 43 times to defend it, losing
151b (about 7kg) during the ordeal.

In the 1990s America was again ascendant abroad. Its eco-
nomic ideas became a global, free-market orthodoxy known as
the Washington Consensus. America led the response to the
emerging-markets crises 0f 1995-99, prompting Tirme magazine to
label a triumvirate of officials, Alan Greenspan, Robert Rubin
and Larry Summers, as “the committee to save the world”.
America passed the NAFTA trade deal, joined the wTo and
shepherded China into it, too. But all this was bitterly contested
athome. To bail out Mexico in1995, Mr Rubin, then Treasury sec-
retary, had to use a kitty of money reserved for currency inter-
ventions that did not require congressional approval.

All this suggests that Congress and the American public
have always been ambivalent about economic diplomacy, and
that the current White House has not been good at managing
that tension. But the pursuit of America’s enlightened self-inter-
estis also genuinely getting harder, for three reasons.
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First, partisan politics have intensified, a fact attributed vari-
ously to gerrymandering, to a natural self-induced “sorting” of
like-minded people into the same areas, and to the decline of the
moderate wings of both parties. Congress has become grid-
locked, a problem exacerbated by the 24-hour news cycle, lobby-
ing and the huge sums spent on campaigning.

There is hostility to economic diplomacy on both sides of
the political divide. The left wing of the Democratic Party, sym-
bolised by Senator Elizabeth Warren, opposes free trade, perhaps
more strongly thatit did in the 1990s. The right wing of the Repub-
lican Party, the Tea Party, has an expeditionary wing that is will-
ing to use force abroad and an isolationist one that wants to keep
the world away from America. Both dislike anything that smacks
of world government. Parts of the machinery of economic diplo-
macy are subject to an operating licence that must be renewed by
Congress frequently, for example the president’s right to pursue
trade deals and try to get them through Congress with a simple
yesorno vote, known as Trade Promotion Authority (TPA). These
votes are now recurring triggers for ideological battles.

Second, popular discontent with globalisation and worries
about stagnant middle-class incomes and shrinking blue-collar
jobs have become more prominent. In the abstract, a majority of
Americansstill support free trade and globalisation. But there are
plenty of warning signs. Less than a fifth of them believe that
trade creates jobs, and the poorer they are, the less they think it is
a good thing. Americans are also suspicious of China, America’s
most important economic partner. In polls, a majority of them
agree that their country should “mind its own business interna-
tionally and let other countries get along the best they can on
their own” (see chart), and that America’s influence is declining.

The third problem is the fallout from the financial crisis,
which has exacerbated mistrust of globalisation. Ithas also made
itharder for Wall Street types to work forthe government, a staple
of American economic diplomacy, thus reducing the quality of

manpower available for such jobs. Of the 24 Treasury secretaries »
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b since 1945, 14 have worked on Wall Street at some point. Ameri-

ca's economicrelations with China afterit opened up in the early
1990s were built up by an elite that moved just as seamlessly be-
tween the government, Goldman Sachs and Citigroup as their
Chinese counterparts did between state-owned enterprises,
party appointments and government posts.

The financial crisis has also led to a “populist creep” in
which bits of the apparatus previously subject to technocratic

The three pillars of the world’s economic architecture,
the IMF, the World Bank and the World Trade

Organisation, are all in bad repair

control have become politicised. One example is the global dol-
lar payments system, which used to be the responsibility of the
Fed and the Treasury. Now lots of different official bodies are
competing for authority overit and for the power to levy fineson
global activity, which at their worst come with astorm of publici-
ty and gagging orders and without judicial process.

Another example is the Federal Reserve itself, whose popu-
larity with the public has fallen over the past decade. Several Re-
publican bills currently passing through Congress are seeking to
subject the Fed to more supervision by Congress and the Gov-
ernment Accountability Office. Elizabeth Warren has introduced
legislation that would limit the Fed’s emergency lending powers
to American and foreign banks. These initiatives may not be-
come law, but fear of confrontation with Congress will dull the
Fed's appetite to take risks of the kind it did in 2007-08 when it
was the world’s lender of last resort.

The consequence of American ambivalence is that the
three pillars of the world’s economic architecture, the IMF, the
World Bank and the wTo, are all in bad repair, though for differ-
entreasons.

Talke the 1MF first. It is meant to monitor the world economy
and lend money to countries with balance-of-payments pro-
blems. Given the size of global imbalances and capital flows, it
should have become more important. In practice it is hobbled.
This is partly a question of legitimacy. Asian countries faced
stringent conditions which the bank (guided by America) im-
posed on loans during the Asian crisis 0f1997-98. Many emerging
economies vowed that they would never borrow from it again.
That is one reason why they have built up the huge foreign-cur-
rency reserves that have distorted American capital markets. The
iMF has tried to make amends by allowing countries that it
judges to be “very strong” performers to pre-qualify for loans,
but so far only Mexico, Colombia and Poland have signed up.

Fund in a funk

In 200910 the Obama administration proposed a package
of reforms to put the tMF's finances on a sounder footing and in-
crease its legitimacy with emerging economies. European coun-
tries would cede votes and seats on the board to emerging econo-
mies, although America would retain a sufficient share of the
1MF's capital and votes to have a veto. These proposals probably
did not go far enough. Emerging economies would still have un-
der half the votes and the capital, and in time the rest of the
world might object to America's veto. Even if the reforms were
implemented the tMF’s permanent kitty would still be only
about $1 trillion, nowhere near the $6 trillion of reserves that
emerging economies consider necessary as an insurance policy.

All the same, Congress has failed to approve the reforms on
four occasions since 2010. Part of its complaint is anit-picking ob-

jection to the technicalities of the tme’s funding; the reform will
replace atemporary arrangement with a permanentone. Anoth-
er grumble is that the 1mr has been disproportionately generous
to the euro zone. Relative to the size of its P and its capital con-
tribution, Greece has received at least five times more money
from the rmr than the typical Asian country did in the crises of
the 1990s. Congress has a point here, but its objections are per-
verse because the reform package would dilute Europe’s influ-
ence within the iMF by cutting its votes
and the number of people it can put onto
the IMF’s executive board. If the obstruc-
tion continues for another year or two,
other countries may try to bypass Ameri-
ca, for example by setting up a parallel
fund. That might prompt America to exer-
cise its veto, leading to a bigger spat.

If the 1M is partly beached, the World Bank and the wto
are drifting. The governance of the World Bank, where America
has a veto and whose boss it traditionally appoints, has become
cumbersome. Emerging economies complain that it is too bu-
reaucratic and obsessed with fashionable campaigns. Its out-
standing loans have shrunk from 3% of emerging-market output
in 1994 to 1%, although itis now trying to increase them and to re-
organise itself. The wro is still good at enforcing existing trade
agreements, but has not managed to bring in a comprehensive
new deal for two decades. The so-called Doha round of talks,
which began in 2001, has more or less fizzled out. Emerging econ-
omies refuse to agree to new trade deals, and America is no lon-
ger knocking heads together.

Should anyone care if the 1m¥, the World Bank and the
w0 do notwork well? There is no magic about these particular
institutions, but a widely agreed international economic frame-
work is worth having. The post-war system hinged on one coun-
try looking beyond its narrow self-interest to supporta global set
of rules. It is now less willing to do that. At the same time the
world is becoming more volatile and complex. The best illustra-
tion of that s the global monetary and financial system. ®

Global monetary system

Thrills and spills

Americais at the centre of a global monetary disorder

JOHN MAYNARD KEYNES observed that in the late 19th

century London’s influence on the global financial system
was such that the Bank of England could be considered the
world’s orchestra conductor. Today America is like the dominant
rapper in an anarchic transnational collective. Some politicians
reckon that the global monetary system is a soutce of American
soft power. This article will argue that itis unstable and, if unre-
formed, poses a threat to American interests,

The global monetary system haslong beenaheadache. The
gold standard of the 19th century dissolved into depression and
chaos in the 1930s. The post-war Bretton Woods system of fixed
exchange rates collapsed in the 1970s, to be replaced by a free-
wheeling system of floating currencies and mobile capital. To-
day itsuffers from three related problems. First, the old collective-
action one that Keynes grappled with: how to resolve the imbal-
ances between countries (their current-account deficits and
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» surpluses)in a way that does nothurt world economic growth. If
deficit countries are forced to bear all the burden of adjustment
by cutting back their imports, world output will be lower. This
has haunted the euro zone, where tensions between northern
countries with surpluses and southern ones with deficits were
partly responsible for the crisis. Countries that try to cheapen
their currency to boost their exports can set off tit-for-tat devalua-
tions that benefit no one. China’s devaluation in August has
raised fears of such beggar-thy-neighbour policies.

The second problem is newer and more dangerous: the size

L [

Weall hang together
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BY 2023 THE global offshore dollar shadow
banking system had grown larger than Amer-
ica’s onshore domestic banking system. The
euro’s credibility had slipped further after
Italy’s partial defaultin 2018. The yuan’s
ambitions beyond its borders cameto a
standstill during the final days of Xi Jinping’s
rulein September 2019. In a last effort to
placate conservative elements within the
party, capital controls were temporarily
reimposed, the head of the People’s Bank of
China arrested for “deviations” and yuan
depositsin Hong Kong were frozen. The
redback’s use abroad never recovered.

That meant the dollar was morein
demand than ever as the only reliable medi-
um of payment for global trade. The dollar
assets of China’s largest bank, 1cBc, overtook
JPMarganChase’s entire balance-sheet. Total
offshore dollar credit reached $26 trillion, or
about 100% of America’s GDP. Emerging
countries, with theirtrade still denominated
in dollars, continued to build ever larger
dollar reserves. Congress’s failure to approve
reform of the IMF and the subsequent with-
drawal of China, India and Brazilmeant there
was no global lender of ast resort.

Inorder to create a bigger supply of
safe assets, Congress came close to approv-
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1] .
ing the creation of the Invest America Fund,
which sold Treasuries to foreigners and
invested in shares overseas. But a bitter
ideological row over how its surplus earnings
would be distributed left the legislation
stuckin the Senate. The imbalance between
the supply of and demand for Treasuries led
to a heavily distorted market.

The crisis, when it struck, came froman
unexpected source. Indonesian and Malay-
sian firms had invested heavilyin solar-
energy projects, financed by Chinese and
other Asian banks, using dollars and suppos-
edly hedged and in some cases redistributed
offthe banks’ balance-sheets, mainly to
Asia’s burgeoning pension funds. When
shale-oil drilling beganin earnestin the
European Union, oil prices fell to $14, making
the solar projects uneconomic. Depositors
and bond funds fled from the Asian dollar
marketinto Treasuries, still the world's only
safe haven. Analysts estimated the need for
emergency liquidity at $5 trillion-6 trillion.

The Federal Reserve proved unable to
help. The Fair Fed act of 2017 had prevented it
from extending more than $300 biltion of
liquidity to other central banks. None of the
big Asian commercial banks had branchesin
New York; most had shut them in protest
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of gross capital flows sloshing about the
world. A country with a current-account
surplus or deficit has to invest abroad, or
attract, net funds of the same amount. In
the 19th and 20th centuries economists
tacitly assumed that the gross capital
flows moving around the world would
roughly reflect those amounts. But after
two decades of financial globalisation,
capital flows dwarf current-account im-
balances. In 2007 they reached about 20%
of world Gpop. That year India’s current-
account deficit, for instance, was $16 bil-
lion, but the gross capital flows washing
into the country were 28 times bigger,
partly offset by outflows. Since the
2007-08 crisis very low interest rates have

encouraged large-scale speculation, with capital flooding into
emerging countries. The chaos in the currency markets this year
hasreflected the unwinding of these positions.

The third problem is the dollar and America’s role in the
system. The greenback reigns supreme by every yardstick for an
international currency: as a medium of exchange, a unit of ac-
count, a store of value and a reserve asset held by central banks.
The euro haslostground, the yen has flopped and the yuan s still
in nappies. By one estimate the de facto dollar zone accounts for
perhaps 60% of the world’s population as well as 60% of its GDP »
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afterthe New York Superintendent of Fi-

nancial Services, in an election year, had
attempted to fine Bank of China $12 billion
and India’s largest state banks $9 billion,
alleging corruptionin the banks’ home
countries. That meant they were not eligible
to access the Fed's liguidity window.

In desperation, the central banks of
China, India, Indonesia, Singapore and
Malaysia agreed to pool their dollar reserves,
totalling $8 trillion, and make massive li-
guidityinjectionsinto the Asian dollar bank-
ing system. At firstit appeared they had
stemmed the panic, with interbank rates
falling. But as they sold down their holdings
of American bonds, the price of Treasuries
tumbled, pushing long-term American bond
yields up by three percentage points and
prompting talk of a housing crash rivalling
that of 2007. In a settlement brokered by the
Treasury secretary, Jamie Dimon, America
agreed to allow the Fed to offer liguidity to
Asian central banksin return for accepting
their Treasury bonds as collateral. As the
crisis eased, America, China and other Asian
countries started talks to create a global
lender of last resort and to promote the use
of the yuan and rupee abroad. A new era of
international co-operation had begun.
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» (see map, previous page). Itis made up of America, the countries

whose currencies float in sympathy with the dollar, and coun-
tries with dollar pegs such as China,

By law the Fed sets its policy to suit America alone, but a
greatarchipelago of offshore dollar deposits and securities exists
outside America. Dollar payments pass through banks that di-
rectly or indirectly deal with New York. Countries’ trade flows
and some of their debts are in dollars, so thisis the currency they
need. But there is no guaranteed lender of last resort. The Fed
lends dollars to foreigners on ad hoc terms. The mF has insuffi-
cient money and legitimacy to play this role. Instead, many
countries have built up enormous safety buffers of dollar re-
serves in the form of Treasury bonds.

Those vastglobal capital flows tend to move to America’s fi-
nancial rthythm. Countries with currency pegs have to mimic
Fed policy or risk excessive capital inflows if they keep rates too
high, or outflows if they keep them too low. Global banks are fi-
nanced in dollars and expand and contract to mirror conditions
in America. Firms with dollar debts or deposits have no control
over changes in their interest costs or income. Giant global in-
vestment funds, usually headguartered in America, often bor-
row in dollars, and their mood swings to the beat of Wall Street.

The Anna Karenina principle

Just like Tolstoy's unhappy families, every country in the
dollar system isunhappy in its own way. The three problems list-
ed above—imbalances, capital flows and dollar dependence—are
mixed into a giant omelette thatis near-impossible to unscram-
ble. At the heart of the problem is a piece of economic logic
known as the “trilemma”. It states that a country can have only
two of three things it wants: a stable exchange rate, openness to
global capital flows and the ability to setits interestrates freely to
suit its own economy. Before the Asian crisis in 1997-98 many
countries had fixed currencies and were open to money coming
across their borders but had no independent monetary policy.
The illusion of stability fostered by such pegs led to a build-up of
dollar-denominated debts in emerging Asia. When capital in-
flows dried up, the pegs broke. Currencies plunged in value,
pushing up the cost of dollar debts. A brutal recession followed.

The scars of the Asian crisis explain the emexgence of anew
consensus: countries should let their currency float so it would
act as an adjustment mechanism. Their openness meant they
would be buffeted by speculators, but that could be mitigated by
keeping their house in order, controlling inflation, deepening lo-
cal markets and avoiding borrowing in other currencies. For all
emerging economies, median net foreign-currency debt (total

l Tempestuous
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debt less reserves) has fallen from 20% of GDP in 1995 to roughly
zero today. Most countries built up immense dollar reserves and
tried to minimise their current-account deficit or run a surplus.
China had its own variation, pegging its currency but at a cheap
rate to the dollar. That generated vast current-account surpluses
which the government heaped into an ever-growing pile of
American Treasury bonds.

None of this has worked as well as expected. Take the float-
ers first. Large capital flows can cause chaos evenif your house is
in order, roiling local-currency bond markets and interest rates.
Justbecause you do not horrow in dollars does not mean you are
immune to jittery foreigners’ antics. Foreigners now own be-
tween 20% and 50% of local-currency government bonds in Tur-
key, South Africa, Indonesia, Malaysia and Mexico. Since 2013 the
Fed has pondered tightening rates, and every time it gets close,
money cascades out of emerging markets.

China and other countries with fixed pegs are fed up, too.
When America raises interest rates, the dollar soars and so do
their currencies, hurting exports. Moreover, the value of those
huge reserves appears to be periodically atriskfroma falling dol-
lar, inflation or even default. During the 2007-08 crisis American
officials made weekly calls to reassure their Chinese counter-
parts thatit would not default.

Even America has mixed feelings about the monetary re-
gime itanchors.In theory its ability to trade and borrow cheaply
and freely in its own currency is an “exorbitant privilege”, in the
words of a former French president, Valéry Giscard d’Estaing.
The financial crisis caused many to reconsider that view. Artifi-
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become lopsided. Conventional wisdom
has it that an American recovery is good
for all. It raises global interest rates but
also global exports, which in net terms
benefits emerging economies. An IMF
study concludes thatarise of one percent-
age point in American bond yields, if dri-
ven by hopes of better growth, will push
up bond yields in emerging economies,
but the resulting rise in Americanimports
will boost emerging markets’ industrial
production by 2%.

The trouble is that American bond
yields often rise for other reasons, which
means the net effect may be bad for
emerging economies. A dollar rally has
been associated with emerging-market
troubles in 1980-85, 1995-2001, 2008-09
and 201315. And whereas the effect of
America exporting its financial condi-
tions is as powerful as ever, its imports of
goods from emerging economies have di-
minished in relative terms. America’s
share of global imports has fallen by a
third since 2000, to 12%. The trade-off
from being in Uncle Sam’s orbit has be-
come less favourable.

America may find that carrying on
as before will become acutely uncomfort-
able for different reasons. One is the off-
shore dollar banking system and the risk
that America may have to bail it out. The
freewheeling Eurodollar market for bank-
ing in dollars outside America sprang up
inthe1960sto getround red tape in Amer-

» cial demand for “safe assets” in dollars may have pushed up the
exchange rate, hurting manufacturing jobs. Indeed, it may have
helped cause the crisis. Voracious bouts of foreign buying of
Treasury bonds distorted the market, lowering interest rates and
fuelling a debt binge by banks and homeowners.

One response is to assume that the global system heals it-
self naturally. The argument goes something like this. The imbal-
ances between surplus countriesin Asia and the Middle Eastand
deficit countries, most notably America, will narrow now that
oil exporters are earning less and China is trying to move away
from its export-led model. Capital flows have gone over the top
as central banks have tried to fend off a depression, but as the
dollar rises, emerging economies will use their reserves to stabil-
ise their currencies. The system will start to look more normal.

But that is wishful thinking. If the system unwinds and two
decades of globalisation go into reverse, things could turn messy,
with emerging markets rapidly selling down their reserves, per-
haps disrupting the Treasury market, and capital rushing out. It
seems just as likely that the system is self-perpetuating. Imbal-
ancesreflectlong-term factors, such as a culture of precautionary
saving in emerging Asia, which mostly lacks social-security safe-
ty nets. The sheer scale of the world’s financial system will en-
sure that global capital flows remain big and violent. Govern-
ments still have a strong incentive to run current-account
surpluses and to build up huge reserves if they can.

If this crisis-prone system were to stumble along for anoth-
er decade, it would stretch everyone’s nerves to breaking-point.
For emerging economies, their relationship with America has

The Econemist October 3rd 2015

ica itself. It has been growing at a furious

pace ever since. Foreign banks create dol-
lar deposits and loans at the stroke of a pen: a banklends a dollar
to a foreign firm, which deposits it in a different foreign bank,
which lends it out, and so on.

The Eurodollar market was at the heart of the 2007-08 crisis.
Dollar depositors and bond investors in European banks pan-
icked and refused to carry on funding them, piling into the safe
haven of Treasuries instead and causing a run. Interbank rates in
London soared relative to American interest rates. The Fed was
forced to provide over $1 trillion of liquidity, by lending to foreign
banks through their American subsidiaries and by extending
swap lines to friendly central banks (in Europe, Mexico, Brazil, Ja-
pan South Korea and Singapore) which in turn made the dollars
available to their banks. Even if these swap lines were notused in
full, their mere existence calmed the panic.

Since then the offshore dollar system has become even big-
ger. It is now about half the size of America’s domestic banking
industry, compared with10% in the 1970s. Offshore dollar credit
(bonds and loans) has risen from 28% to 54% of American GDP
over the past decade and from 1% to 16% of world GDP outside
America. The Eurodollar is becoming the Asian dollar. A sample
of a dozen of Asia’s biggest banks (excluding Japan) have a total
of $1trillion of dollar assets, often financed by debt, with Chinese
banks featuring prominently. Singapore now hosts $1.2 trillion of
offshore dollar bank assets.

Some think that this is a cyclical boom, fuelled by low
American interest rates. But it could just as easily be seen as re-
flecting the dollar’s dominance as a global currency: as emerging

economies get bigger and more finance-intensive, their use of the »
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» dollar will increase. Assuming that the relationship between off-

shore dollar borrowing and non-American GDP stays on its cur-
rent trend, the offshore dollar market could reach $20 trillion-40
trillion by 2030.

Meanwhile the link between America and the offshore sys-
tem has become weaker. An elite group of banks has always set-
tled dollar payments with each other using cHIps, a semi-official
body in New York, and a mass of other banks deal through the
elite. The hierarchy was shaped like a pyramid. But America
slapped so many fines on foreign banks that many lenders now
keep away from it, so the pyramid has changed shape, The top
has got narrower, with almost all transactions funnelled through
five or six global firms, including J.P. Morgan and HsBC. They
deal with America on behalf of thousands of banks around the
world. These big global banks, in turn, are cutting off direct deal-
ings with some customers—Ukraine, some African countries,
third-tier Chinese banks, small firms in the Middle East—because
the cost of monitoring them has become uneconomic. Those
customers have taken to usinglayers of smaller banks to actasin-
termediaries with the big global ones. More and more of the off-
shore dollar world is trying to avoid direct contact with America,
making the middle and bottom of the pyramid wider.

The lesson of 2007-08 was that a run in the offshore dollar
archipelago can bring down the entire financial system, includ-
ing Wall Street, and that the system needs a lender of last resort,

An archipelago too far

Could the Fed save the day again? It would be a lot harder
than last time. The offshore archipelago is almost twice as large
asit wasin 2007 and is growing fast, so any rescue would have to
be on a much larger scale. The mix of countries involved s tilting
away from America's allies. The banks in question are less likely
to have subsidiaries in New York that can borrow directly from
the Fed or are viewed as palatable by the American legal system.
The consequences could be dire (for one possible scenario, see
the box earlier in this article).

The system’s longer-term viability may also be tested by an
inadequate supply of “safe assets” in the form of Treasury bonds.
In the 1960s Robert Triffin, a Belgian-born economist, worried
that foreign demand for dollars would jeopardise the Bretton
Woods system in which the dollar was redeemable against a lim-
ited supply of gold at a fixed price. In today’s freewheeling cur-
rency system the problem is different. Already foreigners own
$6.2 trillion-worth of Treasuries, or 60% of the total available. If
countries carry on building dollar reservesin line with the size of
their economies, and America’'s debtto-GD? ratio remains
steady, Treasuries could be in short supply by 2035.

America could find sneaky ways to create safe assets, such
as offering blanket guarantees of bank deposits and corporate
bonds to make them as safe as government bonds. Or it could is-
sue far more bonds that it needs and invest the surplus abroad,
acting like a sovereign-wealth fund. But after the bail-outs of
2008 Congress wants to limit the scope of the Fed’s safety net.
Some believe the 1MF could meet the demand for safe assets by
creating more Special Drawing Rights (sprs), a form of quasi-
money based on a basket of major currencies. Yet if countries
wanted to diversify their reserves they could easily do this di-
rectly, without a need for sprs. They want dollars.

The global monetary system is unreformed, unstable and
possibly unsustainable. What it needs is an engineer to design
smartways to tame capital flows, a policeman tostop beggar-thy-
neighbour policies, a nurse to provide a safety net if things go
wrong, and a judge to run the global payments system impartial-
ly. If America’s political system makes it hard to fill those vacan-
cies, can China do better? m

China

A longer march

China shakes the world—but notin the way it hoped

TO TEST CHINA’S chops as an economic hegemon, just

walk across the border from mainland China into the spe-
cial territory of Hong Kong, a global financial centre and a labora-
tory of sorts for China’s ambitions. It lives on trade with the
mainland and is a hub for yuan banking. Many shops and ma-
chines accept the redback. Yet even this place, on mainland Chi-
na’s border and as open as an economy can get, remains a long
way from adopting China’s financial habits.

Hong Kong has its own laws, institutions and currency,
which has been pegged to the dollar for 32 years. Shares are
mainly priced and paid for in Hong Kong dollars. They often
trade at different prices to those listed on the Shanghai bourse,
which is isolated and badly regulated, sometimes leading to dis-
torted share prices. Only 1% of Hong Kong’s bank deposits are in
yuan, compared with 30% in American dollars. Most of the capi-
tal raised on its markets is in its own currency or the greenback. A
global bank, HsBC, is considering shifting its headquarters from
London to Hong Kong, but only if it is supervised by the special
territory’s impressive independent monetary authority, not the
mainland’s regulators. Hong Kong’s richest man, Li Ka-shing, in-
vests six times more in regulated businesses in the West than in
his motherland of mainland China.

When China devalued its currency by 3% in early August,
unnerving global markets, Hong Kong’s officials and bankers
were as perplexed as everyone else. Even China's central bank,
which implemented the policy, seemed confused. It issued a
statement promising nothing less than a system that would
“keep the exchange rate basically stable at an adaptive and equi-
librium level, enabling the market rate to play its role, and im-
proving the managed floating exchange-rate regime based on
market demand and supply”. Rather than soothe nerves, this tor-
tured prose prompted a big question. Does the pressure resulting
from China’s slowdown detract from its ambition to rival Ameri-
ca on the world economic stage?

China’s economy is open in some ways and closed in oth-
ers, combining to form an incoherent whole. Foreigners can
build factories but not buy bonds. China’s firms are the world's
second-biggest cross-border investors as measured by their stock
of direct investment, but its private fund managers are an irrele-
vance; three streets in Edinburgh host more international assets.
Mainland consumers can buy BMw cars and Gucci handbags,
butnot shares in the firms that make them. The People’s Bank of
China (along with related agencies) is probably the biggest inves-
tor in the world’s most transparent bond market, but is itself as
opaque as the Huangpuriver. State banks lend like lions to Africa
but are as timid as mice in Western capital markets. When China
stumbles, the price of oil tumbles, but the oil-derivatives con-
tracts that reflect this are traded elsewhere.

Ambition v stability

The Marxist books that China’s leaders once studied sug-
gest that such contradictions must lead to change, and there is
something to this. For example, huge sums now drain out of Chi-
na through cracks in its great edifice of rules, ending up in Man-
hattan property and Swiss bonds. Allowing foreigners to buy
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» more Chinese shares and bonds would create a counterbalanc-
ing inflow. But China’s potential to play an economic role in the
world to rival America’s rests mainly in the hands of its leaders,
and they must weigh their vaulting ambitions against their deep
fear of instability.

The ambition part of this is easy to understand. At a mini-
mum China wants the natural privileges a vast economy might
expect: a hig say over global rules of finance and trade and a
widely used currency. Gone are the days when its policymalkers
playedlittle brother to America’s. (“Iunderstand,” said Hu Jintao,
China’s president, in September 2006 when American officials
privately requested that the yuan rise 3% by December to placate
Congress. By the following May it was up 3.5%). During the finan-
cial crisis China realised that its reserves could be at risk from
American devaluation or even default. By 2009 Zhou Xiao-
chuan, the boss of China’s central bank, was calling for a new
world reserve currency to replace the dollar.

It is not only China’s pride that demands a bigger interna-
tional role but economic logic too. Future trade deals covering
new areas such as cybercrime and e-commerce could be tailored
to fit China’s needs, rather than China having to adopt someone
else’s rules, as it had to do in 2001 to qualify for wTo membet-
ship. With a bigger voice over development lending to poor
countries, China could expand and protectitsinvestments.

A more international China could escape its subordinate
role in the dollar zone. Allowing the yuan to float might, in time,
help the economy adjust better and bring down trade imbal-
ances. Prising open the capital account would make it easier for
foreigners to buy Chinese bonds and shares and help the yuan
become a global currency. If Chinese firms can trade and borrow
abroad in yuan and use fewer dollars, China will feel less in-
clined to hoard dollar reserves. There would be collateral bene-
fits: China would be forced to reform its financial markets, which
allocate capital sloppily.
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The danger of instability is pressingly important. If growth
slows down, China’s reformers may face attacks from the vested
interests that oppose change: state banks with guaranteed lend-
ing margins, state-owned firms that get subsidised loans, export-
ersthathave borrowed in dollars assuming the yuan can only go
up. The lesson from China’s modern history is that deeper re-
forms do happen, though with a lag. In1989-90 growth slowed to
4% after a botched attempt to quell inflation and the bloody
events of Tiananmen Square. By 1992 Deng Xiaoping had reas-
serted his power through his famous “southern tour”, in the
course of which he pushed for market reforms and outwitted the
party’s conservatives.

Softly, softly

Growth hasnotgot thatlow yet. Official figures suggest that
itis currently 7%, and bearish private forecasters think 5% is plau-
sible. So far the government has dithered. It has pursued mem-
bership of the sDR, the IMF’s basket of elite currencies, a symbol
of its international ambitions and its need for validation by
American-designed institutions. But it has also made a clumsy
attempt to prop up its stockmarkets. The devaluation of the yuan
in August this year can be read either as a reform to make the red-
back more freely tradable or an act of panic to boost exports that
tilts China back towards the mercantilist policies of the past. It
has been a rare misstep by Mr Zhou, the head of China’s central
bank, who is widely seen in America as the Chinese leader most
committed to liberal reforms.

Fear of instability limits how far even the reformers are
willing to go. China’s repressed financial system leaks and
strains in many places, but the government does not want to
swap this for one that gets battered as waves of foreign capital
from global markets wash in and out. The aim is to make China’s
capital account open, but not freely so, imposing fiddly rules on
inflows and outflows to put off speculators.

China wants to be an economic su-
perpower abroad, but on its own terms. It
has built the international monetary
equivalent of a ten-lane motorway with
no cars onit, or a ghost city of skyscrapers,
The government-built infrastructure is
there, but so far the people have not come.

Stand and admire the yuan swap
lines between China’s central bank and
32 foreign ones, worth $500 billion (on a
par with the Fed’s dollar lines); 17 hubs

Although

the yuan trading around the world, including Doha
has made and Toronto, where China’s state banks

1 clear yuan deals; quotas that let $146 bil-
only slight lion of offshore yuan enter the country
progress so via the stockmarket (Hong Kong’s stock

exchange and Shanghai’s also trade di-
rectly with each other to the tune of $4 bil-
lion a day); and a China-based yuan clear-
ing system equivalent to the New York
dollar one for foreign banks due to open
this year.

Behold the skilfully drafted articles
of the Asian Infrastructure Investment
Bank (a11B), signed in June at the Great
Hall of the People in Beijing by 50 coun-
tries, including 13 members of NaTO as
well as such cosy bedfellows as Iran, Isra-
el and Saudi Arabia (the main holdouts
are America, Canada, Japan and Mexico).

far, it will
gradually
gain clout

It will have $20 billion of paid-in capital »
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» and a further $80 billion of callable capital. China has 26% of the
votes, giving it a veto over hiring and firing the bank’s boss, big
capital raisings, constitutional changes and booting out mem-
bers. America may be uneasy about that, but China could point
out that t is supplying 30% of the capital and thatitis mimiclking
America’s vetoes at the imF and the World Bank. Jin Liqun, the
anre’s boss, sought advice in Washington abouthow to setitup.

Marvel at the China-anchored trade deals now in the
works, not least a pact known as RCEP that takes in China, India
and 14 other Asian countries which between them generate 30%
of world GDP. Itis due to be completed in 2016. China is discuss-
ing bilateral trade deals with India, the Gulf countries, including
Saudi Arabia, and the Asean club of South-East Asian countries.
President Xi Jinping’s “One Belt, One Road” initiative envisages
Chinese investment and transport links stretching as far as west-
ern Europe.

None of this government-directed infrastructure and diplo-
macy has yet had much impact on the ground. The surest mea-
sure of this is the still-puny stature of the yuan. As a means of
payment, it appears at first sight to be making rapid progress.
About a quarter of China’s trade and foreign direct investment
flows are now said to be in yuan.

But these figures are misleading, since they include main-
land trade with Hong Kong, where about half of all payments are
in yuan. If that is left out of account, the share of China’s trade
with the world conducted in yuan comes down to below 10%.
The proportion of yuan payments over the SWIFT system used
by global banks is only 1%. China’s big trade partners barely use
the yuan in their bilateral trade with the Middle Kingdom. The
figure for Australia is 0:7% of bilateral payments with China. Of
South Korea’s exports to China, 94% are paid for in dollars and
29%in yuan.

As a reserve asset the yuan is peripheral. Other Asian cen-
tral banks complain that it is hard to buy yuan government
bonds: China’s putative membership of the spr basket does not
solve this problem. As a store of value for the private sector it has
yet to step up to the big league. Of international bonds issued in
2014, just L4% were in yuan. McDonald’s, among others, has is-
sued yuan bonds, but 96% of its debts are in dollars, euros, stet-
ling or yen.

Some $400 billion-worth of yuan deposits sit offshore,
mainly in Asia. But even in Hong Kong and Singapore, Asia’s
main financial centres, the value of offshore dollar deposits is
four times larger than that of yuan ones. This ratio has changed
only slightly over the past two years. Redback deposits are often
speculative. Offshore banlks that raise them are unable to lend

them all out again, so they have to park the cash in mainland
banks. Bankers in Hong Kong expect yuan deposits to decline as
people worry about further Chinese devaluations.

Although the yuan has made only slight progress so far, it
will gradually gain clout. An even bigger shove from the state
could help. Foreign firms could be offered discounts or win
brownie points if they buy from China using the redback. Sam-
sung, a South Korean colossus, plans to settle flows between its
Chinese subsidiaries and its headquarters in yuan.

China is the world’s biggest commodity buyer, but oil is
traded in dollars. Perhaps Saudi Arabia, which now sells as
much oil to China as it does to America, could be persuaded to
accept some yuan, despite its reliance on American fighter
planes and missiles. In 2010, at the height of the commodities
boom, global mining firms forced China to shift from long-term
contracts to market-based pricing. Now that the miners are on
their knees, China can bully them in turn. State-backed banks,
t00, could be prodded to do more. China’s biggest bank, 1c8C,
has substantial operations in South-East Asia, only some of
which involve yuan.

Eventually the offshore yuan world could become much
bigger (although not as large as the dollar archipelago). The yuan
has a sizeable lender of last resort, in the form of the swap lines
the People’s Bank of China extends to foreign central banks. Off-
shore deposits are governed by laws made in Hong Kong and
elsewhere, so investors do nothave to worry about China’slegal
system. China might well develop ways to protect its payments
system from America’s extraterritorial laws. It will be possi-
ble—if not easy—to use a yuan depositin London to do business
in China. The paperworkneeded to useitto buy a security, asset,
good orservice on the mainland will be streamlined over time.

An open society

So whynotgo the whole way and openup China instead of
wallingit off from the world? It comes backto the question of sta-
bility. A fully open capital account could cause a shock as money
from around the world floods in. There are not enough securities
available. The freely traded bit of China’s stockmarket is only the
size of Switzerland’s. The value of the central-government bond
marketis only a bit bigger than Britain’s. And no one knows how
much cash might flood out as Chinese people try to diversify
their portfolios or put their assets somewhere safer. In the past12
months the underlying capital outflows have reached a stagger-
ing $500 billion.

To make this process safer, China would need to consider a
number of reforms. These include overhauling its stockmarket
regulation; making its central bank more independent; selling
the government's shares in state-run firms to increase the supply
of tradable equity; preparing state-run banks for a possible de-
posit run as savers get more choice abroad; and allowing a large
private-sector asset-management industry to flourish and sell
foreign products. China would have to brace itself for global cap-
ital flows rushing in and out, changing asset pricesin an instant.

Opening up Chinais a political question, and the party is
notready. Given theloss of power this would involve, it maynev-
er be.James Carville, an adviser to Bill Clinton, once said thathe
would like to be reincarnated as America’s bond market, be-
cause it could intimidate anyone. Xi Jinping is not about to let
China’s bond market boss him.

China is on course to be a giantin trade and direct invest-
ment and a mid-sized power in finance, currencies and financial
markets. That tempered ambition might be in its own interest,
but it does not resolve the problems of the global financial and
monetary system. China willnot be a counterbalance to or asub-
stitute for Americasoon. So what will fill the vacuum?
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A new world economic order

Glad confident
mornings

Repairing the world’s economic architecture and
working with Chinais in America’sinterest

THE DEBATE ABOUT America’s special role in the world

economy and China’s troubled rise is haunted by the work
of Charles Kindleberger, who studied the Depression of the
1930s. A lost decade of trade skirmishes, unemployment and de-
valuations eventually led to an arms race and a world war, the
worst there had ever been. Kindleberger concluded that one
country had to be in charge to keep the world safe in future. “The
international economic system was rendered unstable by British
inability and the United States’ unwillingness to assume respon-
sibility for stabilising it... When every country turned to protect
its national private interest, the world public interest went down
the drain, and with it the private interests of all.”

Writing in 1973, Kindleberger worried that America was no
longer able to play that role—although, oddly, in those days the
challenger he saw emerging was Europe. In time it was replaced
by another supposed rival, Japan, but by 1991 that had burned
out. A reasonable person might conclude that gurus have been
fretting about America’s ability to hold on to its dominarit eco-
nomic position for decades. China, too, might crash and burn.
The reasonable person might add that in the 2007-08 crisis
America more or less did what Kindleberger said a hegemon
should, maintaining an open market for goods and providing
short-term liquidity (though it was less good at providing long-
term loans, another thing he had demanded).

But false alarms do not preclude a real one. A lot has
changed since the 1970s and 1980s. America’s share of global out-
put has fallen from 36% in 1970 to 22% today, measured at market
prices. For all its flaws, China is a far more credible competitor
than Japan. Its share of world output is close to where Japan’s
was atits peak, even though it is relatively still much poorer than
Japan was then, so it has plenty of headroom. Global capital
flowshave vastly increased since the 1970s and 1980s, making the
world’s financial system more unstable, and the number of fi-
nancial crisesisrising.

Alast hurrah?

America’s response to the financial crisis of 2007-08 can
also be seen as a last hurrah. Officials, as always, did all they
could to bail outthe banks and refloat the world, but at the cost of
shattering the American public’s trustin policymakers and caus-
ing a populist backlash that is still reverberating today. The way
America saved the world in 2007-08 may malke it impossible for
itto do so again. All this points in a bitterly pessimistic direction.
In Kindleberger’s words: “Stalemate, and depression.”

Yet just as circumstances have changed since the 1970s, so
the world’s response to a power vacuum need notbe the same as
in the 1930s. The 75% of the planet’s population who do not live
in either America or China may well come up with their own an-
swers to some of these problems.

The need for rules to govern trade can be partly dealt with
by a patchwork of regional trade deals, of which there are 450 in
the works. If the dollar remains dominant but neither America
nor the 1MF is able to act as a lender of last resort to the system,
there are other solutions. Just as English has transcended Britain

to become a world language, the greenback could pass into glo- »
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» bal ownership. Foreign central banks could use their dollar re-

serves to guarantee liquidity to the offshore dollar system and
club together to create a dollar payments system that bypasses
America entirely, They could try to reform the 1mF by excluding
America from it or create new regional bodies to compete with it.
In the past such attempts have not been successtul—-an Asian
club called the Chiang Mai Initiative, for instance, has had little
impact—but they could be cranked up. In response to the waves
of capital gushing around the world, mainly to the thythm of -
nancial conditions in America, emerging economies could im-
pose capital controls and restrictions on global banks and fund
managers, and continue to build up dollar reserves.

Afiddly alternative

Such a world would have its downsides for participants. It
would be fiddly. A patchwork of medium-sized trade deals s like-
ly to be much harder to enforce than a few near-universal deals.
It would be inefficient, too, as poor countries’ hard-earned sav-
ings would be sittingidly as reserves invested in Treasury bonds.
Attracting capital might become harder, too, although China's ex-
perience suggests that, given the right conditions on the ground,
long-term investment might keep coming even when short-term
portfolio flows are strictly ruled out. Restrictions on global banks
mightkeep a lid on capital flows, too, and there would be no way
to control competitive devaluations.

All this would still be safex than no organisation at all. But
from an American perspective the cost of its neglect in recent
years would end up being a world that
looks a little less like America and rather
more like China: less open, more guarded,
keen to engage but on its own terms. It is
far from clear that this would be in Ameri-
ca’sinterest.

The world need not be a prisoner of
the 1930s; but neither is it safe to assume
that America’s mood will always be as
angry asithas been since the financial cri-
sis, or that China will be paralysed by its

Imagine a fantasy American administration and
Congress set to act in its own enlightened self-interest

and to the benefit of the world

many paradoxes. The Jacksonian tradition in American politics
comes and goes. Perhaps if the economy continues to grow
handsomely and more jobs are created, wages will rise at last
and America’s middle class will breathe a great sigh of relief that
will be heard around the world. Americans’ belief in their coun-
try’s exceptional mission has already recovered a little from the
depths of the 2009 crisis, opinion polls suggest. Perhapsitcanre-
cover a little more. A new president and House of Representa-
tives in 2016 could clear the rancour in the air. Or the election
after that might.

Imagine, for a moment, a fantasy American administration
and Congress setto actin its own enlightened self-interestand to
the benefit of the world. It would tackle the global paranoia
about the lack of a lender of last resort. It would triple the fund-
ing available to the IMF, to $3 trillion, and prepare a plan to cede
the American veto. itwould allow the Federal Reserve to extend
liquidity to foreign central banks without a cap and require it to
start talks with big central banks with which it does not have
swap arrangements, not least China and India.

A big and credible safety
net should reduce the build-up
of the vast dollar reserves thatin
aggregate may have a destabilis-
ing effect. But to meet long-term
concerns about a shortage of
safe assets, America would set
up a sovereign-wealth fund that
would be able to issue Treasury
bonds and invest the proceeds
abroad for a profit, leaving
America’s solvency enhanced.

To strengthen the link be-
tween America and the world’s
banking system, America
would encourage big foreign
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Having revived and legiti-
mised the tvF, America would
resuscitate or replace the other
two pillars of the global eco-
nomic architecture, the World
Bank and the World Trade Organisation. It could try to use its
hoped-for regional trade deals, such as TP, to create a new plat-
form that takes in rival and duplicative trade deals, and get China
and India to join.

This fantasy America would join China’s institutions such
as the ang. It would support China's ambitions to elevate the
yuan as a reserve currency, by helping to getitinto the IMF’s SDR
basket, and by establishing New Yorl as a
hub for yuan trading. For now the Big Ap-
ple is the only financial centre in the
world that has no plans or arrangements
to support the redback. A big effort would
be made to raise Chinese investment in
America. Today for every dollar of Chi-
nese direct investment in America there
are two dollars of Chinese investment in Europe and up to five
dollars of American investment in China.

What would China have to do in return for that support?
Most outsiders point to a long list of reforms that they believe to
be important. There is no guarantee that any of them will hap-
pen. Even so, America seems to have nothing to lose by being
more confident and composed. Making the world economy
more stable will win it friends everywhere. It will also save it
money in the long run.

Previous special reports and a list of
forthcoming ones can be found online:
economist.com/specialreports

Take a chance

If China’s economy turns out to be a house of cards, the
country's claim to global economic superpower status will soon
be exposed as hollow. If it becomes ever more autocratic, it will
need to become ever more closed to guard against capital flight
and foreign influences, which will limit its capacity to affect the
world economy beyond its borders. But if it manages to keep
growing, to open up and reform, then America will have toreach
an accommodation with itsome day. Why not startnow? ®
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