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ONE

INTRODUCTION: WHEN OTHER COUNTRIES HAVE THE MONEY

During World War I, the world’s long-reigning superpower, Great Britain, faced a disturbing development: Just when the nation really needed it, Britain no longer had the money. The money had shifted to the United States, where it accumulated for the next sixty years, and then began to drain away. Soon it will be gone.

The money is not likely to come back anytime soon. The United States is now the world’s biggest debtor, and there is no other debtor nation of consequence. The legendary Spanish bullfighter Garcia was once asked: “Who is the world’s greatest matador?” His prompt reply: “Me, Garcia the Great. And there is no number two, and no number three.”

Does it matter? Yes. Back when the United States had the money, it mattered for Americans and it mattered more for others. The American government could and did use its public money and could and did channel the private money of  Americans in what it regarded as its own, the nation’s, and the world’s interest. Having the money was a powerful tool and force. America, of course, used its economic dominance exclusively for global good. The United States gave market forces free play—except when it needed to apply financial pressure to encourage other countries to do right—to do what was good for the world and themselves, and to eschew doing wrong. With the Marshall Plan, the United States strongly encouraged European politicians to adopt the mixed-economy, social-democratic order of the post-World War II North Atlantic. 1 With hints that it would not support the pound or the franc, America forced Britain and France to abandon their ill-conceived colonial adventure in Suez. In these ways and others, America, of course, used the leverage of having the money exclusively for global good—but it was the American government that decided what was globally good.

When you have the money—and “you” are a big, economically and culturally vital nation—you get more than just a higher standard of living for your citizens. You get power and influence, and a much-enhanced ability to act out. When the money drains out, you can maintain the edge in living standards of your citizens for a considerable time (as long as others are willing to hold your growing debt and pile interest payments on top). But you lose power, especially the power to ignore others, quite quickly—though hopefully, in quiet, nonconfrontational ways. And you lose influence—the ability to have   your wishes, ideas, and folkways willingly accepted, eagerly copied, and absorbed into daily life by others. As with good parenting, you hope that by the time this happens, those ideas and ways have been so thoroughly integrated that they have become part of what is normal and regular abroad as well as at home; sometimes, of course, they don’t. In either case, the end is inevitable: you must become, recognize that you have become, and act like a normal country. For America, this will be a shock: America has not been a normal country for a long, long time.




HOW WILL IT MATTER?

If international financial transactions were exclusively market exchanges between private players focused just on the highest profits, it wouldn’t matter much who had the money or where those with the money happened to live. But often it does matter. In times of emergencies, the private property of a country’s citizens and of its national-flag companies is always controlled by its political master, government. And private market transactions are not the whole game; they never were. Sometimes, significant portions of the money are directly controlled by nonmarket, political actors. Today is one of those times. Lots of the money is now in the hands of the governments of oil-producing states—ranging from Norway to Russia and the countries of the Persian Gulf. And much is in the hands of the governments of Asian manufacturing countries. Perhaps these nonmarket actors will act like normal market players, maximizing secure returns.

The “great and the good” of the North Atlantic (and some from honorary North Atlantic nations) in their various forums and institutions are trying to get sovereign wealth funds and other government-managed and government-influenced asset pools to act like the giant pension funds of California civil servants or like the exemplary sovereign wealth fund of omni-exemplary, oil-rich Norway investing prudently for long-term returns, confining their non-bottom-line behavior to proudly shunning a few tainted categories of companies such as tobacco or armaments, and transparently posting their investments for scrutiny.

The great and the good seek codes of behavior that aim to oblige sovereign wealth funds—in a nonbinding way—to pretend that they are market actors seeking only secure investment returns, to be transparent, and not to operate at more than the margins as agents of political strategy or of zero-global-sum national industrial policy. A country that accepts sovereign wealth funds’ investments into its territory could then pretend that it does not have to care about the identity or purposes of the foreign politicians who have deployed their nations’ wealth. The problems and complexities then go away, or are at least reduced to manageable proportions, and the great and the good will help to manage them.

A second possibility is that with time and good behavior—calm, wise leadership and dialogue—the puzzle posed by giant investment funds controlled by governments will no longer be threatening; it will shrink from a six-hundred-pound tiger to a mere house cat. Like all government-controlled surpluses, sovereign wealth funds and their like could be quickly drained  into domestic maws, either by populist excess (à la Chavez in Venezuela) or by responses to sudden economic difficulties, and used to sustain domestic employment and companies. When oil prices fell off their recent peak, Russia’s huge sovereign wealth fund suddenly disgorged hundreds of billions to support Russian banks and companies and, as an unintended outcome, calmed nerves outside Russia. In this way, the sovereign wealth funds of oil producers could defang themselves and become something much closer to the rainy-day funds they were initially intended to be, where safety and liquidity become the prime considerations in the placement of the money. And over time, the “excess savings” that engorge government funds in China and the other Asian manufacturers can slowly be shifted from accumulating foreign assets into much-needed domestic consumption.

Finally, the great and the good are quite right in what they whisper: If you owe the bank $1 million, the bank has you; if you owe $1 billion, you have the bank. The implication is that China, the biggest and most important holder of U.S. debt, is trapped into a strange, unwanted, and uncomfortable embrace with the indebted United States. The Chinese government holds about $2.5 trillion in foreign reserves, probably 70 percent of that in U.S. obligations. This comes to over $20,000 per U.S. household; there is no way the United States could readily pay it back. Because it also amounts to about half of China’s GDP, China can’t just write it off.

Thus, China and the United States are economically co - dependent, the producer and the consumer, the creditor and the debtor. One nation spends more than it produces and has  to borrow to buy, and the other nation produces more than it spends and has to lend the difference to buyers to keep production going. We’re bound together, and we must manage this mutual dependence carefully and, over time, wind down those economic imbalances. Populist reactions in the United States and in China must be avoided. The United States and China must also begin to work more broadly as partners to stabilize a world in political, social, and economic disarray.

So perhaps it won’t matter, at least not very much. We can hope. But one thing is sure: Absent an international economic catastrophe or a major war or another game-changing disaster, the money will not soon be coming back to America.




THE NEOLIBERAL ORDER AT BAY

The growth of the world economy outside the United States and the accumulation of trade deficits that have made America the world’s supreme debtor nation will matter. It will matter still more because if the current financial and economic hurricane does nothing else, it will have demolished the hold of free-market theory that neoliberals have established over the past thirty years as the dominant guide and constraint on government policies: Free up markets; deregulate; privatize; get government out of the economy. Pressed by economic crisis, governments all over the world are taking control of financial and industrial firms, setting out new regulations, and intervening to affect market outcomes. They are tempted and pressured to rescue their big, bleeding firms and their citizens’ jobs—a policy called “lemon socialism”—and to deploy their  rusted instruments of economic intervention to protect and even enhance the chances of their national firms and workers. And, of course, the governments are pressured to leverage their wealth strategically, rather than invest passively, as simple, though big, market players. All these changes will matter substantially for the United States in at least three important ways.

First, there will be a loss of American power to undertake unilateral foreign-policy actions, to act or to act out as the hyperpower. It is not clear whether this is best viewed as a problem or as an opportunity. The United States now needs to be very wary of actions that could threaten the inflow and stock of foreign private and government-owned capital—just as Britain and France needed to be wary when America had the money. We can’t just irk China or the Gulf money pots with impunity. This does not mean that America is dependent on, say, the money managers of China and their political bosses, but it does mean that we are no longer independent of China, either. U.S. financial markets are just too vulnerable to an act of displeasure by China—or even a hint of such an action. An American president is now vulnerable to a sudden crash in the financial markets; he or she is not captured and bound, but is now constrained to think twice and perhaps once again before speaking or acting. That is new. The once-unconstrained giant will now feel the tug of thin cords of gold.

Second, there will be a loss of American soft, or cultural, power. Those who must beseech others for the money always look less worth emulating than those from whom money is besought. To the extent that one views America’s democratic, commercial, individualist, consumerist, and cosmopolitan culture  as something worth emulating by other countries, then the fact that other countries now have the money is a significant loss.

Third, a serious international return to ambitious pursuit by nation-states of zero-global-sum industrial policies is likely to weaken America’s economic position. The United States excels at entrepreneurial and technological invention and innovation, especially at start-ups like Intel, Apple, and Google. What happens when Japan, Germany, or China creates a protected domestic launch market (as John Stuart Mill recommended countries do 161 years ago, 41 years after Alexander Hamilton propounded the same idea), pumps billions into launching photovoltaic or wind-power companies to drive successive rounds of innovation and economies of scale, all in order to take an overpowering lead in a surging new industry in which American firms, dependent on the tight constraints of capital markets, will be left far behind? What happens when the financing for the next generation of American biotech or nanotech start-ups comes from one of Singapore’s or China’s sovereign wealth funds? What happens when the condition of financing is a demand—legitimately and understandably—that part of the deal be the rapid back-transfer of the new technology? That could matter a lot.

If we are fortunate, we will see U.S. economic growth of about 3 percent per year in real terms over the next two decades. Of this growth, about one-quarter—0.75 percent per year, say—will come from the labor side: more hands with more skills and more education. Another one-quarter will come from the capital side: plant and equipment purchases funded  by investors. These two components have a narrow economic logic supporting them: Hands go to work and bring skills and educational capabilities with them because they are paid wages and salaries, and investors bring their funds in anticipation of interest coupons, dividends, and capital gains.

However, fully half of economic growth—1.5 percent per year—comes from technological and organizational progress: innovation. Economic growth arising from innovation is not captured by those who first undertake the innovations, create the technologies, or pioneer the organizations. These important fruits of innovation do not remain confined to the innovators but instead spill out in a capillary fashion into the broader economy, first to those nearby and later to those further away—if there is a later. Ford did not capture the lion’s share of the gains from the Ford-invented and Ford-pioneered assembly line—General Motors, Caterpillar, Westinghouse, and many others shared them. Xerox did not capture any of the gains from the invention of the windows-icons-mouse-pointer computer interface—Apple and Microsoft did. Fully half of economic growth is an unrecompensed by-product of what businesses do. It spills out into the local industrial ecosystem. This is an opportunity that governments always have and inevitably will try to seize. In this area—capturing and repatriating the spillover growth of innovation—governments have sought, with some successes and many failures, to make industrial policy. But it is not the only one. There is also protecting and supporting your lemons—steel, autos, farms—and, by easily foreseeable extension, squeezing those same lemons in other countries.

The neoliberal order sought a mutual and balanced reduction of government interventist forces. Technological and organizational progress would still be of immense value and still be realized through largely unintended spillovers from economic decisions taken for other motives. But if the logic of the market ruled, the game would at least be a fair one—in a culturally comfortable, but restricted sense of fair: minimizing direct political influence on national economic outcomes. But the neoliberal policy order is unlikely to survive this downturn intact. Governments that have been practicing industrial policy will up their efforts; several others that had recently sworn off efforts will undoubtedly try again.

Foreign governments may or may not succeed. They will, probably, largely fail. Technology transfer is very hard; the global economy is littered with the bones of unfit “national champion” firms and unsuccessful government-led programs to force, via hothouse measures, the growth of commercially successful, technologically sophisticated, high-wage firms. It is, however, incontestably true that there have also been successes. And not all of them have been in East Asia. France in 1945 was supposed to be a country of small-scale family enterprises and meddling bureaucrats incapable of rapid industrialization or productivity growth. Yet a generation of massive government intervention in the economy, including ownership of a huge swath of big companies in most large-scale industries, from banking to autos, transformed the nation into the economic better of Britain and the equal of Germany.

Even the United States, under the politically protective aegis of defense, spun off fully fledged, advanced industries such as commercial jets and computers—industries that quickly soared  to global dominance. What part of U.S. leadership in the advanced sectors would exist in its current form without the Defense Advanced Research Projects Agency (DARPA), the National Institutes of Health (NIH), and U.S. research universities? Jet aircraft in Seattle and biotech and electronics around Boston and California’s Silicon Valley were always inconceivable without the Massachusetts Institute of Technology, without Stanford, without NIH, and without the Pentagon.

With the weakening of the neoliberal order, it is overwhelmingly likely that many countries will try state-led development through industrial policy. And these attempts may wreak some damage on the American economy.

The neoliberals were quite right to try to rein in “industrial policy” in many of its various forms: Subsidies, undervaluation of currencies, and outright protection are at best zero-sum from a global point of view. Whenever market outcomes in industry after industry are significantly shaped by the policies of nations supporting their champions, it creates a severe system problem. The market then tilts toward a system of competitive, predatory competition between governments seeking to protect and subsidize profits and jobs at home. Overcapacity and inefficiency grow—unless, of course, some very big nations let their companies and workers be squeezed in the interest of pursuing other goals, like rallying the global West in a Cold War.




THE FUTURE OF THE SYSTEM

For over a generation, at increasing volumes, the United States has absorbed the products of other countries’ growth and export policies. From our lofty economic preeminence and our  role as leader and keeper of the political as well as economic order, it was our responsibility and seemed to be something we could afford. Japan, for example, protected its home market and promoted its steel, shipbuilding, industrial machinery, and automobile makers, and the United States absorbed Japan’s output at the expense of those industries at home. Then China, following suit, structured its breathtaking economic growth on promoting industrial exports. To best achieve this, like the earlier Asian exporters, China held down its exchange rate, domestic prices, and consumption; captured and sterilized the dollar earnings from those exports; and piled them up and lent them back to the United States, where they eventually financed more U.S. purchases of Chinese goods.

China got rather a lot more than just a huge pile of dollars that might lose value; it got fast economic growth at home. The United States got something, too. It was able to spend more than it produced, because other countries were content to hold U.S. dollars. The fact that the United States had the money gave it an exorbitant privilege: Its money power freed America from the external constraints that normal countries encountered when they tried to spend more than they produced. And, of course, it gave America the opportunity, while absorbing more and more routine manufacturing from Asia at the expense of those same industries at home, to shift its own economy into what should have been the “sectors of the future”: Over the past ten years, the United States has, to a remarkable extent, shifted its economy into finance. Manufacturing declined significantly as a proportion of what the United States produces (though not so much as a proportion of what  Americans consume), and finance as an industry grew to offset that loss, sustaining the level of output and employment.

Effectively and half-consciously, America restructured its economy. But if finance was the industry of the future, it no longer seems to be a future that many want. The freedom of action that the United States enjoyed because it had the money was squandered.

America must restructure its economy again, and so must the world. Countries that seek to grow cannot all just continue by promoting export-led growth alone. And a United States that no longer has the money or the unshakable credibility of vast economic strength cannot for much longer be the importer of last resort to support the international system of open trade and open financial markets.

The open-markets system relied not just on the much-celebrated invisible hand, but also on a system guarantor. One big economy had to be willing and able to run trade deficits to absorb the others’ net exports and to issue debt for others that seek safe assets to hold. The United States has been playing that role to some degree since the start of World War I and, to an ever-growing extent, since the end of World War II. But this role required an America that had the money. What would replace that system is, for most economists and policy makers, a question that cannot even be raised; for the few others, it is as disheartening as it is perplexing.

The broad outlines of what is needed to bring the international system closer to balance without radical, system-level change are clear and generally well understood. Americans must produce more, save more, and spend less. China and other  export surplus nations must rely less on exports, consume more, and therefore accumulate less savings that pile up in dollars. The shift must be rather large, and it needs to come slowly—definitely not abruptly—but still somehow convincingly.

Facing up to these limits will be difficult, especially for the United States. American money power has been doubted and weakened. As a result, America will find itself more and more constrained in what it can do and say, politically as well as economically. A United States that no longer has the money will become more and more something of a normal country and less and less the unique hyperpower. The United States will continue to be a world leader—perhaps even the leader. But it will no longer be the boss.

The other countries, after all, will have the money.






TWO

THE NEOLIBERAL DREAM ENDS




SHRINKING BACK THE STATE

For over a quarter century now the countries of the world have been dreaming the neoliberals’ dream. They have been trying to shrink their states back to their core competencies for two major reasons: (1) promoting economic efficiency, global economic integration, and growth, and (2) avoiding or reducing excess red tape, rent-seeking, and simple corruption. They have been actively privatizing state holdings. They have hugely reduced their ownership and their active involvement in “national champion” companies. They have cut back on interventions to affect market outcomes and on regulation to scrutinize and control market players.

But now they are waking up. And the neoliberals’ dream is at an end.

The past decade and a half has seen the sleeper restless, as performance has fallen short of promise. Why has the process of transition in Eastern Europe been accompanied by such a  huge rise in inequality and been so suddenly imperiled? How can Argentina be the hero of sober appropriate-government market-oriented development one year and the goat of excessive populist budget deficits four years later? Why did world capital markets send the extremely successful East Asian economies into a terrifying tailspin in 1997-1998? And how has a policy of reliance on private self-regulation spurred by compensation-based incentives landed us with a global financial system in collapse?

This last disquieting question is likely to be decisive. From his seat as chair of the U.S. Federal Reserve, Alan Greenspan presided over much of the quarter century of the neoliberals dream. On October 23, 2008, the chairman reacted to the end of the dream: “Those of us who have looked to the self interest of lending institutions to protect shareholders’ equity, myself included, are in a state of shocked disbelief.” In the New York Times, Edmund Andrews quotes Alan Greenspan’s testimony to the House Committee on Oversight and Government Reform. “ Do you feel that your ideology pushed you to make decisions that you wish you had not made?” Chairman Henry Waxman asked. “Yes,” Greenspan responded.
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