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Foreword
The world is currently in a state of flux. Rocked by the unprecedented depth of the
current recession, the economic and geopolitical certainties of recent decades are
rapidly showing cracks. Countries need each other to extract themselves from the
surrounding economic debris. At the same time they remain highly alert to the
possible implications of international agreements for their own interests and
position. But the problems facing the world are of such magnitude that solving
them casts a shadow of global proportions well into the future. Clearly, with regard
to globalization, we find ourselves at a crossroads in a number of areas. In this
special report we focus on the future - even more so than in our economic Outlook
for 2010 and beyond - and we describe the dynamic field in which changes to the
economic and political world order are currently taking place.
World trade has experienced an extremely turbulent year. After almost half a
century of virtually unbridled growth, world trade abruptly stopped growing within
mere months last year and fell into an unprecedentedly rapid and severe
contraction. The prospects for recovery in this area are clearly of crucial importance
to the economic outlook for a trading nation like the Netherlands. Some recovery in
international trade is already visible, and we expect this to continue in the months
ahead. But dangers are still looming, not least the alarming trend towards increasing
protectionism. We therefore cannot expect a return to the thriving and flourishing
world trade growth pattern of past decades.
The liberalisation of world trade in recent decades has brought many benefits but
there has also been a downside. Certain regions and individual countries have built
up large mutual debt positions, giving rise to sizeable global imbalances. This
disequilibrium on the global balance of payments created a breeding ground for
the current financial and economic crisis. During the past decade, the emerging
economies have recorded a trade surplus, whereas the industrialised world ran a
trade deficit. So to put it succinctly, the emerging world was effectively financing
the trade deficit of the developed countries. What was going on that enabled the
rich countries to borrow from the poorer nations for years? And how should this be
dealt with for the future? In our view a joint approach to tackling these imbalances
in both the deficit and the surplus countries will generate the only sustainable
solution.
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There is evidence of a significant trend in world trade patterns that signals a marked
change of direction for the future. And that is the increasing share of world trade
held by the developing world. Emerging markets now account for half of total
international trade, and as such equal the position occupied by the industrialised
world. Since the political and economic balance of power are inextricably linked, the
question arises as to what this will mean for the geo-political stage. We envisage a
fundamental shift in global power relations, reflecting the economic trends of
recent years. This will mean a greater say for the emerging world at the expense of
the political clout of the industrial countries.
We are witnessing a virtual sea-change in the politico-economic world order. As
always, change can present many opportunities, and as an entrepreneur you should
feel optimistic on that account alone. In combination with our economic Outlook
for 2010 and beyond, this Special Report provides you with an integrated view of
the politico-economic future as we at Rabobank see it. I hope you enjoy our
publication, but above all I wish you success, health and happiness in 2010.

Piet Moerland
Chairman Executive Board
Rabobank Nederland
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World trade
Allard Bruinshoofd

Is flourishing world trade a certainty?
From the early 1990s until the eve of the demise of US investment bank Lehman
Brothers in September 2008, world trade was growing at an average of 7.1% yearon-year. Between 2004 and 2007 – the boom years – the growth rate was even
higher, at 9.0% year-on-year. Exuberant trade growth certainly, but certainly all but
abnormal compared to similar periods of economic upswing in recent decades. In
the late 1990’s and the beginning of the 21st century, for instance, the trade volume
had risen equally strongly or even more strongly above its trend level than in the
years preceding the current financial crisis (see figure 1). Thus, all the credit-fuelled
bubbles – made possible by financial liberalisation and innovations – do not appear
to have pushed world trade to unprecedented heights. Rather, advancing
international integration in recent decades made flourishing world trade an everincreasing likelihood, bordering on a certainty.  
At the same time, the global economy grew by ‘only’ 3½% and 5% year-on-year
respectively, during the time periods alluded to above. The ‘trade element of GDP’,
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or international economic integration  – the world trade volume, expressed as a
fraction of GDP – grew exponentially. That is nothing new, and in fact can be seen
ever since this data collection started, i.e. since the early seventies, and with
accelerated growth from the early 1980s. Altogether, we have seen international
economic integration increase from 8½% in 1971 to 27% in 2008 (see figure 2).
What is the  maximum level to which international economic integration can grow?
At a certain stage, a saturation level is reached, when the pace of international trade
growth declines and remains in tandem with global GDP growth. And since this
transition is by definition inevitable, whether gradual or sudden, can we perhaps say
that the current recession in world trade is evidence of a break with trend?  

The trade drive
As far back as 1776, Adam Smith wrote that specialisation of the production process
was limited by the size of the market.1 If the market gets bigger, it becomes more
interesting for individuals to specialise in a very small area of the total production
palette. By means of barter trade, the desired package of goods and services can be
consumed, while specialisation brings about efficiency gains which increase total
productivity of the economy.2 In other words, if the volume of the market increases
– through economic growth and /or the integration of emerging economies – this
creates opportunities for economies of scale, productivity gains, and by implication,
an increase in trade.
Adam Smith’s predictions were not so far off the mark, because from the late 1950s
until the early 1990s, the growth of global GDP was by far the most important factor
in global trade growth.3 Thus, economic growth can set a self-perpetuating wheel in
motion that drives on world trade. According to Adam Smith this drive wheel works
by means of advancing specialisation in production chains and has (at least) two
effects.
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First, parts of an end-product are manufactured in an increasingly greater number
of countries. This applies to goods,4 but to an increasing extent, also to services.5
Task specialisation is central, with the tasks that together form a product each
taking place in the most specialised countries. This leads irrevocably to additional
trade flows, because it is no longer only end-products that are being traded (as in
figure 3), but increasingly also semi-manufactured products, parts, support services
and raw materials (as in figure 4).  
A second side effect is that goods are increasingly being imported into a country,
only to be exported on after (often minimal) processing to the next link in the
production chain. Needless to say, this results in an explosion in measured world
trade, because the same end-product is now crossing national borders on a number
of different occasions throughout the manufacturing process. As a reflection of this,
we see an increase in the importance of goods, which are re-exported after only
minimal processing. In the Netherlands, the value of these so-called re-exports now
amounts to almost half that of total exports (see figure 5). Seen globally, the increa
sing importance of re-exports has inflated trend world trade growth by some 15%.6

A drive that is being curbed less and less
In addition to these underlying driving forces, since the Second World War, world
trade growth has also been bolstered by the steady dismantling of all kinds of
barriers to trade, preceded by the contraction of the 1930s. Thus, a certain amount
of catching up growth was due.
Trade barriers exist in many forms. We are familiar with the trade barriers that arise
in the shape of laws and regulations – whether or not originally intended as such –
and trade restrictions in the form of implicit or explicit import taxation or limits on
imports. Approximately a quarter of post-war world trade growth can be attributed
to the steady decline in trade barriers of this nature.7
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In addition, the costs of moving goods and services internationally constitute a
trade barrier. Even in the 21st century, the importance of international transport
costs and the time lost in transport amounts to the equivalent of a 21% import
tariff.8  And this despite the fact that international trade has become much easier
and cheaper in the last 50 years.9
To a certain extent, lower transport costs are a logical consequence of the fact that
products have become increasingly less heavy in proportion to their added value.
Take consumer electronics, for instance. Transport costs as a percentage of the
value of the product (in trade jargon, the ad valorem transport costs) are by
definition decreasing. But also transport rates per ton-km have shrunk enormously
since World War II – see for instance, figure 6 for air freight costs.
Transport time is also part of transport costs. In particular, if we take account of
increasingly more complex production chains with growing interdependency
between the links, the economic value of transport speed and punctuality increases.
Clearly, the growth of air traffic has contributed greatly to this, as increasingly more
use can be made of economically profitable air transport. Likewise, container
transport on ever faster ships has played an important role. Prompt delivery is being
made increasingly possible through clever advances in logistic processing.  

Who pulled the emergency cord?
Past results do not constitute a guarantee for future achievement, as is also evident
in the case of world trade growth. Because, despite the tremendous progress of
recent decades, global trade volume declined by 7½% in November 2008 compared
to October. This was followed by a drop of 3¼% in December 2008 and a further fall
of 7% in January 2009. Thus in the space of three months, world trade lost almost
one fifth of its volume (see figure 7). What went wrong? The collapse of the US
investment bank, Lehman Brothers, and the ensuing turmoil in the financial system
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created a disastrous combination of circumstances for world trade. Here is a brief
reconstruction of the events.
Suddenly fearing a deep recession and even the possibility of a prolonged
depression, consumers worldwide put off making large purchases. They were
particularly reluctant to make purchases that were previously heavily financed by
debt, i.e., durable consumer goods such as cars. The same fear led companies to
lose a lot of their willingness to invest, both in physical capacity and in stock. In
complex and closely woven international production chains, stock reduction is by
definition coupled with a strong decline in trade. Because inventories were run
down throughout the entire production chain, we witnessed a shocking decline in
total industrial production worldwide (see figure 8).
The already fragile corporate investment willingness was dealt a further blow by the
sudden shortage of credit, or at any rate the perception that there was a shortage.
Companies then reduced investment, in order to release the liquidity that was
formerly supplied by banks and financial markets for financing their working capital.
As in the past, when banks tightened their lending policy, negative effects on the
real economy were soon seen.10 The Rabobank has examined a possible correlation
between credit restriction – via its effect on inventories – and the world trade
implosion of late 2008 and early 2009.11 It appears that a more stringent lending
policy has a strongly dampening effect on trade. At the same time, this conclusion
needs to be viewed with caution. It is not easy to distinguish between credit
tightness (reduced supply of credit) as a cause of declining world trade and reduced
demand for credit ensuing from the massive drop in production, which in turn was
fed by the ultra gloomy economic outlook.12
Protectionism soon reared its ugly head. World Bank analysts have found that
already between October 2008 and February 2009, many countries sought to save
their skins with economic support measures that had trade-restricting side-effects.13
Fear of a depression, a credit crunch and protectionism: together a lethal cocktail
for world trade.
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Where is the accelerator?
Although it is interesting for the record to dwell on the causes of the sudden
implosion of world trade, the most relevant questions currently concern the future.
When will world trade return to growth? And how strong might the recovery be? In
other words: are the factors outlined above that contributed to the collapse of
world trade temporary in nature or long-term? We will look at the factors again in
the light of this question.
The collective running down of stocks contributed significantly to the freefall in
world trade. For production and trade to recover, it will be sufficient if this process is
halted or at least reduced. In any case, the latter seems to be currently taking place
(see figure 9). During the coming quarters, this may give a strong, though only
temporary boost to the volume of world trade. Assuming that the stock reduction
was more intensive than justified on the basis of declining end-demand, it seems
likely that a certain amount of stock replacement will give an additional fillip to
world trade.
Since global economic growth has been the main motor behind world trade
growth in the past, a considerable share of the dip in international trade can be
attributed to the economic downturn. This means that a recovery in world trade is
unlikely in the short term, given the immediate economic outlook. In particular,
looking at production losses in the OECD countries arising from the current deep
recession, we have to conclude that recovery will be a long drawn-out process. It
will probably take until 2012 before economic activity in the OECD is fully back to
pre-recession levels. On this basis, it can be expected to be some years before the
OECD contribution to world trade volume is fully restored.
Fear of economic disaster has prompted some governments to take measures to
support their own economies. Some of these measures have trade-restrictive sideeffects. These vary from ‘buy American’ elements in an economic support package
to state subsidies for a car manufacturer, which then – perhaps succumbing to
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slight political pressure – opts to close down a perfectly efficient factory abroad
instead of a less efficient one at home. During the G20 summit in London, a total of
17 countries had egg on their faces for having taken economic measures that the
World Bank deemed protectionist. In this respect, the Netherlands escaped censure.
Although the Netherlands was represented at the said G20 summit, it is not a
member of the G20 as such, and is normally represented by the EU. The
participating countries at the summit pledged that protectionism was not the right
solution to the economic distress. Nonetheless, according to the independent
think-tank Global Trade Alert14, even that solemn pledge was unable to nip a further,
marked increase in protectionist measures in the bud.  Because the economic pain
is only now being felt in full force on domestic markets, among small and mediumsized business and among employees and consumers, governments are more likely
than not to resort to protective measures in the coming years. These restrictions
have the unfortunate characteristic that they are eliminated only after many years of
negotiation by the World Trade Organization. In the meantime, they will inevitably
dampen (the pace of) the global trade recovery and international economic
integration.  
Looking at the bigger picture in this way, we envisage a robust, though unsustained
recovery in world trade in the short term (see figure 10). Further recovery is likely to
be slower, and accompanied by the inevitable risks and uncertainties.

What is the overdrive?
Looking a little further into the future, beyond the business cycle, the question
arises as to what level of economic integration a recovery will bring us. Will we
return to the trend of recent decades, with world trade again growing well ahead of
the added economic value, and international economic integration reprising its
upward curve? Or does the current recession in global trade signal the beginning of
a break with trend, with international economic integration now set to slow down
or even stagnate? At least three substantial changes have taken place that indicate
the unlikelihood of a return to the pre-crisis trend.
In the past decades, macro-economic stability (known as The Great Moderation) has
contributed to an economic climate in which it was easy to make decisions about
the organisation of complex international production chains.15 This platform of
(supposed) economic stability has now been submerged, and it is unclear whether
the coming decades will see a return to macroeconomic stability or to the much
more volatile climate of before the Great Moderation. With regard to the impact of
this on international economic integration, it cannot be ruled out that the current
global economic recession provides companies with an extra incentive at this point
to get costs under control by means of outsourcing.  However, it is more likely that
international interconnectedness will slow to a lower pace than we have seen in
recent years. In light of the traumatic experiences of the past year, the emphasis will
be first and foremost on simple and flexible organisation of production.  
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The macroeconomic current account imbalances which were built up in the
slipstream of international economic integration are now, more than ever, in the
spotlight. This topic has even reached the agenda of the recent G20 summit in
Pittsburgh. If future decades are indeed to be characterised by a reduction of
macroeconomic imbalances, particularly on countries’ balance of payments, there
may well be a negative effect on world trade. This is all the more likely if the
adjustments are made via lower domestic spending in the deficit countries, giving
rise to reduced exports from the surplus countries. This implies that deficit countries
will satisfy a greater share of domestic consumption internally, and will have less
need for international trade in end-products (see also the contribution on macroeconomic balance of payments imbalances elsewhere in this publication). Of course
it cannot be ruled that the deficit countries will succeed in substantially increasing
their exports, but this seems to be a less likely scenario.   
How much scope is there for international economic integration to increase at all?
Potentially, there is a lot of scope, but this would require more comprehensive and
far-reaching international, political integration.16 In a positive sense, the current
crisis has made a contribution by prompting intensive international discussion in
reaction to the global recession. Foremost among these are the G20 summits, but
regional and bilateral initiatives have also been taken. At the same time, however,
countries are also clinging fast to political autonomy, as witnessed for example by
the many trade-restrictive side-effects of national economic support measures. In
this regard, even with the pressure of the current economic crisis, further
international political integration appears to be a long shot – see also the essay on
the global political sphere of influence elsewhere in this publication.  
Clearly, the enormous growth potential of world trade remains intact, as can be
seen in the large number of countries that are not yet, or only marginally integrated
in the global economy. Here too lies the greatest risk, in a positive sense. Consider,
for example, the enormous potential trade stimulus that would be released from a
real liberalisation of the Russian economy; from a breakthrough in the economically
stultifying political power structures in Africa; or if a country like Iran were to open
up its borders.
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Yet it would not be realistic to expect the growth of
international economic integration to take up precisely where
it left off in late 2008. Despite the risks – for example of a
growing tendency towards protectionist measures – we
currently do not envisage that international economic
integration will regress. After the cyclical recovery in world
trade volume, we expect that trade volumes will subsequently
grow at a more moderate pace than was the case in recent
decades. Not until the second half of the next decade will
international economic integration find the way upwards and
exceed the level of early 2008 (see figure 11).  

Source: Rabobank

14

|

Rabobank Outlook 2010 | Globalization at a crossroads

|

At the end of the journey
Stagnation of  international economic integration would clearly have major
consequences for global trade flows and would affect the growth of both trade and
the economy in individual countries roughly in proportion to how much they
depend on international trade. Obviously, countries that rely heavily on large
volumes of re-exports will be harder hit by a fundamental downturn in the growth
rate of world trade. In Europe these are mainly the Netherlands and Belgium and to
a lesser extent Germany. Elsewhere in the world the economies of Hong Kong and
Singapore stand out in this respect, although these enjoy the alleviating factor that
they operate in the much more dynamic environment of the Asian economies,
where international economic integration at the regional level shows considerable
upside potential.
Any volume of re-exports certainly has less economic added value than the same
volume of exports of a country’s own products; however, the volumes of re-exports
have reached such high levels that the macroeconomic significance should not be
underestimated. For example, during the economically prosperous years, the
growth of re-exports in the Netherlands contributed between some ¼%-point and
½%-point to the country’s GDP growth. This growth stimulus could therefore
decline during the coming decade as a result of stagnating international economic
integration.
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Adam Smith (1776), An Inquiry into the Nature and Causes of the Wealth of Nations.
A classic example used by Adam Smith to illustrate this point is that of the pin maker. If we were all to make our
own pins, it would take us a day’s work to make one pin. Specialisation has made pin-making a separate craft,
requiring minimal mechanical aid for one person to manufacture thousands of pins per day. This represents an
enormous productivity gain, which is only made possible because there is sufficient demand for pins, i.e. size of
the market is sufficiently large.
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Economic
imbalances
Shahin Kamalodin

Introduction
Ask people on the streets what the causes of the current crisis are and you will most
probably get answers that associate it with some mix of bankers’ greed, regulators’
incompetence, and overly loose monetary policy. This is understandable given that
the media has paid greater attention to the headline grabbing bonus culture in the
banking sector, for example, instead of discussing the more relevant macro
economic policy failures that resulted in the build-up of the global economic
imbalances. The latter often receives less attention (by the media and politicians
alike) because it is a far more difficult concept to understand. So before proceeding
any further, it is important to define the term “global imbalances”. It refers to the
pattern of deficits and surpluses in the current account (CA) balances that built up
in the global economy starting in the late 1990s (see figure 12), with some countries
developing large and persistent deficits, and others large and persistent surpluses.
Put simply, some countries were net savers (notably Germany, the Netherlands,
Japan, China, former Asian tigers, and oil exporters posting CA surpluses) and later
exported their excess capital to those countries that were net spenders (US; UK; and
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Southern, Central and Eastern European countries posting CA deficits). We would
argue that these imbalances not only serve as an excellent explanation for the
current financial crisis, but their evolution in the future will determine the speed
and sustainability of the global economic recovery. If not addressed correctly, either
the recovery process will be slower or the next global asset price bubble would be
formed a few years down the road. Against this backdrop, it is of the utmost
importance to fully understand why these imbalances were built up in order to
appreciate the reason why they need to be wound down eventually. Put differently,
taking the correct turn on this crossroads is conditio sine qua non for getting out of
this mess.

Defining global imbalances
Many still wonder why the global imbalances are important at all. Their argument is
that the world economy is a closed economy, so the surpluses and the deficits need
to balance anyway. In other words, using Newtonian analogy, they say that “for
every surplus, there must be an opposite and equal deficit” somewhere in the
world. But economists were always concerned about the reasons for the build-up of
the global imbalances (at the micro level) and not simply the magnitude. Indeed,
the CA reflects the aggregate savings and investment decisions of a country, and is
simply equivalent to any savings/investment decisions undertaken by a household
or company. The country can choose to run a surplus or a deficit, therefore, so long
as it is desirable and sustainable. When it comes to the question of sustainability,
the focus is naturally on the deficit countries because their external debt should not
become too big to be financed. Unfortunately, sustainability cannot be easily
translated into specific debt figures not least as the potential of a country to repay
its debt depends on its future growth potential, the value of its real exchange rate
(RER) and the currency composition of its debt. For instance, a CA deficit is
sustainable if the imported capital from surplus countries is used by the deficit
countries for productive investment (such as increased expenditure on R&D). The
resulting rise in the (marginal) return to capital would automatically translate into a
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higher growth potential and, usually, an appreciation of the RER. The deficit might
increase at first, but in the long run the higher investment in the industrial sector
(i.e. increased competitiveness) is bound to kick-start exports. Hence, the deficit
countries can service their external debt more easily in the short term while being
able to balance their current account in the long term (i.e. enabling them to repay
their creditors). As you can imagine, in this scenario, there is no need to worry about
imbalances because capital is simply flowing to those regions where it is most
productive (i.e. its return is highest).
However, with the benefit of hindsight, we know well that this scenario did not bear
any resemblance to what we experienced in reality. First of all, the recipients of
capital (i.e. the deficit countries) chose to frontload their consumption or invest in
unprofitable areas such as real estate. As such, a correction was bound to take place
at some point in time. The reason why the correction did not take place sooner was
due to the colossal growth of gross capital flows, which far outpaced the growth in
world GDP.1 Secondly, since the late 1990s, there was a net capital outflow from the
poor countries, the Asians in particular, towards the rich countries. But textbook
economic theory2 predicts that countries with a lower capital/labour ratio (i.e.
emerging markets (EMs) should have a higher (marginal) return to capital, so
international capital should flow from rich to poor countries and not the other way
around.3 In fact, foreign direct investment (FDI) flows behave in accordance with the
standard model (i.e. FDI flows more towards EMs). And if the EMs were to allow their
currencies to float freely, their CA balances would be pushed into the red because
of the inflow of capital. So two important questions remain unanswered. First, why
did the EMs keep their exchange rates fixed and thereafter re-export the imported
capital back to the developed countries? Second, why did they choose to invest in
low-yielding assets like government bonds while they could have increased their
portfolio’s reward-to-risk ratio4 if they invested in other asset classes?

Why did the global imbalances rise and how
did this bring the global economy to its knees?
In our view, one can explain the anomalies mentioned above and shed light on how
the imbalances between the EMs and the deficit countries – most notably the US –
sponsored the Great Recession by using basic concepts of game theory.5 More
concretely, we would argue that the build-up of the imbalances was not subject to
irrationality of the policymakers involved, but their strategic decisions given the
constraints they faced.6 Stage one of this game starts from the crises in the EMs
during the 1990s7 as these countries painfully learned that with sustained CA
deficits, their currencies are always susceptible to speculative attacks (see figure 13).
This is because relying on short term dollar denominated financing without the
possession of sufficient amount of reserves (for defending the currency) is an
accident waiting to happen. When investor sentiment changes markedly due to the
re-estimation of the risk-adjusted return to capital (i.e. risk is usually underpriced in
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these countries due to investors’ animal spirits8), the EMs usually experience a
substantial reversal of capital flows. This meant the EMs had to seek an alternative
growth strategy that could be more sustainable9. The holy grail of growth was
believed to be found in the export-led model as it simultaneously boosted their FX
reserves (see figure 14), thereby reducing their vulnerability to a speculative attack,
and enhanced their competitiveness in the global market. To achieve this goal, the
countries needed to support their respective trade sectors through various policies
such as maintaining an undervalued and stable exchange rate, providing export
levies, subsidizing energy prices and directing bank lending to the industrial sector.
The second stage of the game is how the opposing deficit countries must have
responded to the capital inflows. As stated earlier, these countries could either
choose to frontload their consumption in the present period – meaning they had to
consume less in the future in order to pay back the foreign debt – or they could
increase their investment in (un)profitable areas. The US had an extra possibility
thanks to the unique role of the dollar as the international currency. Given that US
foreign debt is denominated in its own currency (the French called it an “exorbitant
privilege” in the 1960s), they also had the possibility to devalue their currency in
order to make it less costly to repay their creditors (see box 1). Of course, an artificial
devaluation of the US dollar would be costly as it would erode confidence in the
country’s willingness to repay its creditors (i.e. interest rates on America’s debt
instruments would rise in the future). Therefore, one can conclude that the best
response of all the deficit countries was to increase their productive investment
since it would enable them to repay their creditors. But this simplistic argument
misses the point. More importantly, the amount of money flowing in was far in
excess of what they could have invested profitably. History has shown that some of
the money would eventually find its way into other types of investment/assets such
as real estate (see figure 15). Put differently, we would claim that asset bubbles are
always and everywhere a liquidity phenomenon10. Moreover, the EMs continued to
push the long-term real interest rates in the global financial markets downwards as
they purchased the credit products of the deficit countries (see figure 16). This fact
combined with lower risk perception – against a favourable global macroeconomic
Figure 2: Financial crises in the emerging markets during the 1990s

Figure 13: Financial crises in the emerging markets
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Box 1: The world’s largest and most singular debtor

Wim Boonstra

Years of CA deficits have turned the US into a major debtor nation.

constitute an important part of the background to the current crisis.

Usually a deficit country has to finance its debts chiefly in foreign

For a long period, Americans were able to continue to export debt

currency. One consequence of this is that at some point trade

instruments that were often of poor quality. The sheer size of the US

surpluses must be generated in order to pay off the debt. Another

economy therefore means that a problem in the States will quickly

implication is that if the deficit country decides to depreciate its

take on global proportions.

own currency sharply, the debt in foreign currency, expressed as a

Surplus countries, for their part, have also allowed the global

percentage of GDP and exports, rises considerably, becoming an

payment imbalances to form an increasingly greater threat to the

even greater burden..

stability of the world economy. China and Japan, for instance, have

The US is an exception to this, because the lion’s share of American

deliberately kept their currency undervalued against the dollar. The

foreign debt is denominated in US dollars. This reflects the singular

enormous flow of investment capital from the surplus countries to

role of the dollar in the global economy (see box 2). Consequently,

the US resulted in low yields on bonds there. This prompted

the US does not really feel any urgency to restore equilibrium to its

investors to seek higher returns on their investments, leading them

balance of payments. Indeed, the net international wealth position

to take increasingly greater risks. These circumstances also made it

of the US improves when the dollar depreciates against other

more difficult for the US monetary authorities to tighten monetary

currencies.    When its own currency declines, America is the only

policy. This would have pushed the dollar up further, pulling the US

country in the world, that gets richer on balance, rather than poorer.

balance of payments further away from equilibrium

1

The dollar’s unique position, and the way Americans have used it,
1 Foreign debt (denominated primarily in dollars) does not change, whilst foreign assets (denominated in foreign currency) expressed in dollar increase in value.

backdrop – turned international investors into yield-seeking missiles. The
consequence was that money was flowing into all types of (risky) assets in the
deficit countries. Even countries with higher growth potential benefited from the
‘pursuit of yield’. For example, the massive flow of capital towards the Central and
Eastern European (CEE) countries was far in excess of what was experienced by the
Asian countries in the 1990s (see figures 17 and 18). Apparently, the macroeconomic
risks were once again ignored by overly-optimistic investors.  
The positive wealth effect (i.e. increase in consumers’ net worth) associated with
higher asset prices in the deficit countries, in turn, stimulated consumption. Of
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course, the financial wizardry in Wall Street and the City of London played an
important role in facilitating what was already a crisis in the making. The financial
institutions that were awash with liquidity became experts in transforming various
types of (risky) loans in places like the US and the UK into triple-A-rated marketable
securities, which were in demand in the dollar-rich surplus countries and among
many other international investors (see figure 19). The opportunity to dump risk on
unsuspecting investors who deemed these products to be as safe as government
bonds gave way to very loose credit standards in the deficit countries. This factor
combined with lower yields led to a strong pickup of consumer leverage in these
countries – enabling households to consume even more and purchase more assets.
Household indebtedness in the US, for example, raced from 67% of disposable
income in 1980 to 138% in 2007 (it has since fallen to 129%). To sum up, we believe
households in the deficit countries did not have an incentive to act prudently (i.e. to
save) while yields and inflation were less volatile and at an all-time low (see figure
20), credit conditions were ultra-loose and their paper wealth was sky-rocketing.
As you would expect, the flip side of the consumer-spending binge in the deficit
countries translated into higher exports for the surplus countries. Since most of the
central banks in these countries opted for a stable and undervalued exchange rate,
the higher surplus resulted in greater accumulation of FX reserves (instead of an
appreciation of the currency). The reserves were again recycled back to the deficit
countries, further fuelling their debt-financed consumption. And the reason why
most of the capital found its way into safer and more liquid government debt –
instead of other asset classes – is because most of the reserve assets were in the
hands of the sovereign wealth funds and central banks, which usually had a
constitutional mandate to invest conservatively. Around half of the US government
debt, for example, is held by foreign investors (primarily the central banks of the
EMs).
Understandably, everyone seemed happy with the status quo as long as the
virtuous circle continued. The illusion was that as long as the deficit countries
continued to overconsume, the EMs’ export-led economies would grow apace and

Figure 6: Gross foreign debt (Asian countries 1996, Eastern European countries 2008)Figure 7: Current account balance (Asian countries 1996, Eastern European countries 20
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Figure 18: Current account balance (Asian countries 1996,
European countries 2008)
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Box 2: The other imbalances – explaining the surpluses of Germany and Japan

Our game-theoretic description fails to explain the surpluses of

competition from new EU members and EMs in general. From 2005-

Germany and Japan. These industrialised countries did not have to

2008, however, gross wages increased but real incomes stagnated

accumulate a gargantuan amount of reserves to defend their

once more on the back of higher inflation and a rising tax burden.

currencies against speculative attacks, nor did they have a shortage

But this is not to say that the governments’ policies did not play a

of safe, liquid capital markets. So why did they have unbalanced

role in turning these countries into serial exporters. Both

economies? There are various reasons why growth in private

governments supported trade and industry in one way or another

consumption has remained lacklustre in both countries.1 Culture

while protecting the service sector – which creates more jobs than

plays a big role in Japan, since households have always had a

capital-intensive production – from competition. In Japan, the links

reluctance to borrow. They tend to save more in order to smoothen

between big business, the ruling party and civil servants are known

consumption over their lifetime. Centuries of earthquakes and fires

as the “iron triangle”. Germany’s export fetishism has deep roots

in the country have also led to a rise in precautionary savings. The

too, as the country takes pride in being the exportweltmeister

reason for Germany’s CA surplus is rather different, however,

(world export champion). For years, German government

because consumption has been artificially suppressed through

interventions on many levels prevented strong productivity growth

years of wage restraint in the manufacturing industry. The response

in the service sector, tilting the economy towards exports. Faced

of the German trade unions to a faltering economy has always been

with the worst slump in living memory, chancellor Merkel said

the same, namely trimming the costs of production – including

recently that “Germany’s strength lies largely in the fact that the

wages – in order to keep inflation low and boost the country’s

Federal Republic is a centre of industry and that it’s an export nation.

competitiveness. That was the path taken in the early 1970s and

All those who now say we’ve depended too much on exports are

was followed again in the 1990s. In the new millennium there was

undermining our biggest source of prosperity and must be

again increased pressure on unions and workers to accept wage

rebuffed”. We were truly disheartened by this statement.   

moderation and an extension of working hours due to growing
1

Consumer spending was 56% of GDP in Germany and 58% of GDP in Japan - well below America’s 70%

the party would continue forever. Indeed, the entire strategy proved successful until
2007 as the EMs were booming while being shielded against sudden capital flow
reversals and the consumers in the deficit countries continued to live beyond their
means. However, what the EMs failed to notice was that their economies were still
at the mercy of foreigners, but this time it was the foreign consumers and
governments instead of investors. With regard to this, we can argue that the
creditors forgot altogether that the debtors had to repay them at some point in
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time. Now China, the world’s biggest creditor, is desperately trying to find a solution
to this problem by asking for guarantees from the US government that their assets
are secure. At the same time, they are going so far as to say that the dollar should
be replaced by a world currency, preferably the special drawing right (SDR) of the
IMF. On the other hand, the consumers in the deficit countries learned that their
newfound wealth could be washed away with great speed. It took the US
consumers six years to build USD 22trn of wealth to reach a total of USD 64trn in
2007, only to lose almost USD 13trn of it since the inception of the crisis.

The imbalances are shrinking automatically…
Until now, we have discussed the dire implications of the global imbalances for the
world economy. Given that these imbalances were the underlying reason for the
asset bubbles in the deficit countries, the recent shrinkage of the global imbalances
should be wholeheartedly welcomed. CA deficits have fallen in many advanced
economies (US, UK, Greece, Ireland, Portugal, Spain) and in emerging Europe;
together, these economies accounted for the bulk of the world’s CA deficits before
the crisis. America’s deficit, for example, has halved from its 10-year high of 6.5% of
GDP in 2008 to 2.8% of GDP in Q2 2009. Predictably, the sudden retrenchment of
external demand led to a significant drop in surpluses. China’s CA surplus, for
example, fell from about 10% of GDP in the first half of 2008 to about 6.5% in the
first half of this year. There are reasons to be optimistic that the imbalances will
correct themselves even more as time progresses. More specifically, there are a
number of reasons why we believe consumption in the deficit countries will remain
anaemic going forward, which will translate into lower exports for the surplus
countries. First, the labour market is expected to deteriorate further against the
backdrop of extremely low capital utilization rates. The fall in employment will, in
turn, place an enormous amount of downward pressure on wages. Second, the
greater job insecurity will lead to a pickup in precautionary savings as people will
need a fatter cushion to calm their forebodings. The bursting of the asset bubbles
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will also make households more conscious of tail risks – events that are unlikely to
occur but, when they do, have devastating consequences. But even if consumers
retain their old shopping habits, the ability of the Western financial institutions to
finance their spending is unlikely to revert to pre-crisis levels any time soon. Third, it
will take the highly leveraged households in the deficit countries several years to
repair their balance sheets amid substantial loss of wealth (see figures 21 and 22).

…but not for long…
So should we pop the champagne bottles and declare the global imbalances dead?
Not just yet! This is because a large part of this correction is cyclical in nature –
meaning that the imbalances will reassert themselves, albeit to lower than pre-crisis
levels, once we get back to some sort of “normality” in the financial markets (see
figures 23 and 24). Remember, part of the reason for the rebalancing lies in the sharp
drop of commodity prices since last year. Therefore, the recovery of oil prices in the
medium term is expected to boost the CA surpluses of oil exporters while lowering
those of importers. Furthermore, the rapid run-down of inventories amid the postLehman panic contributed strongly to the contraction of global trade. The current
swing in the inventory cycle is bound to give trade an extra boost, however. Finally,
the drying up of credit on the back of increased risk aversion in the global banking
sector played a strong role as well (see figure 25). But once the banks’ balance sheets
return to health (unlikely to be happening anytime soon), credit will be made more
readily available.

…so addressing the imbalances is necessary…
Against this backdrop, the unwinding of the global imbalances through active
policies should be at the top of G20 agenda if the world leaders wish to avoid
repeating the past mistakes. Moreover, we do not see how the world economy can
return to the pre-crisis levels of growth, or even anywhere close to it, if the global
economy is not rebalanced in the medium term. In other words, if the politicians are
keeping their fingers crossed and hoping for the return of the extravagant Western
consumers – the former motor of global growth – they are in for a big
disappointment. As mentioned above, private consumption and investment in the
deficit countries are unlikely to pick up the slack that will be left by diminishing
fiscal stimulus. Hence, these economies’ imports will be sluggish and their CA
deficits will narrow. In other words, going back to “business-as-usual” is no longer
an option for the surplus countries. Thus, failing to address the imbalances would
result in yet another shortfall in global spending (i.e. recession).
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…preferably through a coordinated action
To minimize the adjustment pain, coordinated action by deficit and surplus
countries is essential. The deficit countries need to stimulate their trade sector in
order to become more export-oriented while the surplus countries have to
stimulate their domestic demand in order to become more consumption-oriented.
This is, undoubtedly, more complicated than it sounds. Coordination between the
countries is difficult because all countries have an individual incentive to free-ride
(i.e. not to cooperate even though everyone would be better off if they did)11. This is
because the re-orientation of the economy (i.e. changing gears) will translate into
lower output growth in the short term.
On the one hand, in order to raise the labour share of income and the contribution
of consumption to GDP, the surplus countries need to (i) expand and improve
financial intermediation, (ii) eliminate distortions that foster production of tradable
goods (e.g. subsidizing energy prices), (iii) strengthen social safety nets, (iv) allow
their currencies to appreciate12, (v) improve corporate governance and (vi) liberalize
their service sectors. Note that the first five policy changes are more relevant for the
EMs while the sixth policy applies to advanced economies as well. Reforming the
IMF by (i) making it more representative (i.e. giving the EMs more seats) and (ii)
increasing its resources (i.e. making it a credible global lender of last resort13) will
also help reduce savings14. Basically, the incentive for hoarding massive amounts of
FX reserves will be lessened if the EMs feel that they can rely on the IMF to provide
loans (without attaching stringent conditionalities15) when crisis hits.
On the other hand, the deficit countries need primarily to reform financial
intermediation. For example, governments can set rules that constrain financial
institutions’ ability to provide excessive amounts of lending to overly leveraged
consumers. The era of households having nine credit cards and using their homes
as ATM machines should be over. Additionally, at some point in time, public
spending in the deficit countries should stop replacing private savings in the hope
of keeping the economy afloat. This will further increase national savings in these
countries and make them more export-oriented.
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Don’t talk the talk if you can’t walk the walk
Overall, the change in direction in the surplus and deficit countries should produce
losers as well as winners, and the former, often with great influential power, will
fight tooth and nail to retain the status quo. Hence, the commitment in the
international political arena will be an indispensable ingredient for achieving a
balanced global economy. The best the G20 could come up with until now is
agreeing on a new “framework for strong, sustainable and balanced growth” in their
latest communiqué in Pittsburgh, without even specifying the details of how they
might intend to achieve that noble goal. Fancy dinner parties, group photos and
nicely written statements do not rebalance the global economy. Time for action has
arrived!

Governments are barking up the wrong tree
Sadly, so far politicians have refrained from taking the required tough decisions
because they are under the false impression that the global economy can return to
health without carrying out these policies. Capping bankers’ pay, improving risk
management techniques or tightening financial regulation – although a step in the
right direction – will not solve the root cause of the problem. Equally, giving the
central banks the official mandate to keep asset prices stable (the strategy known as
“leaning-against-the-wind”) is also hopeless (see figure 26). Indeed, according to the
Tinbergen Rule, “for every policy target there must be at least one policy tool”. So
the policymakers cannot achieve both goals (i.e. stability in both consumer and
asset prices) with one instrument (interest rates). In a low inflationary environment,
for example, the monetary authorities can only pop asset bubbles by tipping the
economy into an unwanted recession and risk missing their inflation target
altogether (deflation is a likely prospect). Macro-prudential regulation is definitely a
better instrument to fight asset bubbles, but only time will tell whether it will be
implemented properly. Lastly, if we attempt to stimulate the economy in the short
term through a plethora of government initiatives, such as cash-for-clunkers
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schemes and VAT cuts in countries with very low household saving rates and
massive trade deficits, we are only prolonging the problem. The same argument
goes for the stimulus measures, such as cash-for-factories schemes and tax cuts for
the industry, in the surplus countries that are already facing an enormous
underutilization of capacity. Thus, not only will time prove that such attempts are
futile, but they also impede the desirable adjustments necessary to place the world
economy on a more solid footing.

Will the daring politicians please stand up?
Now what are the risks if the governments take no actions to unwind the
imbalances? In the short term, lower global growth may give way to protectionist
measures as discussed elsewhere in this booklet. There is also the danger that
higher unemployment will become entrenched. The corresponding atrophy of
workers’ skills will endanger productivity growth. In the medium term, the
stabilization of the world economy and its return to a “new normal” will give the
self-congratulatory politicians a sense of security that the problem has been fixed. In
our view, their unprecedented actions may have jolted the world economy
temporarily back to life, but they have not resolved the underlying causes of the
mess. The root cause of the excess liquidity in the global financial system must be
addressed, otherwise we are just squeezing the proverbial balloon only to see it
bulge out somewhere else at some point in the future. Seeing the personal
suffering related to the current recession, we hope that the economic policymakers
do not maintain an economic environment that is demonstrably conducive to
another crisis such as the one we are currently experiencing.

1

2

3

4
5

6
7

28

|

For further details see:
Boonstra, W.W. (2008a, March). De betalingsbalans en de externe vermogenspositie. Over zwarte gaten,
zwarte materie en goede statistieken. VU Amsterdam
Boonstra, W.W. (2008b, March). Afscheid van de lopende rekening? In the Liber Amicorum of Prof. Hans Visser
(VU Amsterdam) “Een Klassiek econoom met een brede blik”.
For further details on the neoclassical model see:
Lucas, R. (1990). Why doesn’t capital flow from rich to poor countries? American Economic Review, Vol. 80, No
2 (May), pp. 92-6.
Alfaro, L., Kalemli-Ozcan, S. and Volosovych, V. (2005). Why doesn’t capital flow from rich to poor countries:
an empirical investigation. NBER Working Paper No 11901.
Hsieh, Chang-Tai and Klenow, P.J. (2003). Relative prices and relative prosperity. NBER Working Paper No 9701.
Gertler, M. and Rogoff, K. (1990). North-south lending and endogenous domestic capital market
inefficiencies. Journal of Monetary Economics, Vol 26, pp. 245-66.
This is sometimes referred to as the “Lucas Puzzle”, after Robert Lucas of the University of Chicago argued that
the risk-adjusted returns to capital investment may not be as high in EMs as suggested by their low capital/
labor ratios. This could be due to the weakness of institutions in the EMs, the costliness of their physical capital
or the higher default probability of their public and private sector debt.
Commonly known as the “Sharpe ratio”
A more thorough description is provided in: Kamalodin, S.A. and De Jong, H. (2007). Asset shortages and
other explanations for global imbalances. In the Liber Amicorum of Prof. Hans Visser (VU Amsterdam) “Een Klassiek
econoom met een brede blik”.
In economics jargon, we would argue that the global imbalances were the Nash equilibrium at the global level.
The Tequila (Mexican) crisis in 1994, the Asian flu in 1997, the Russian cold in 1998 and the Brazilian Fever in
1999 are a few examples.
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“Animal spirits” is the term John Maynard Keynes used in his 1936 book “The general theory of employment,
interest and money” to describe emotion or affect which influences human behavior and can be measured in
terms of confidence or “naive optimism”. For further details refer to the book from Akerlof, A.A. and Shiller,
R.J. (2009). How Human Psychology Drives the Economy, and Why It Matters for Global Capitalism.
see IMF (2007, March). Global Financial Stability Report.
We have slightly rephrased the original quote of Milton Friedman and Anna Schwartz in their influential book,
Monetary History of the United States 1867-1960, which states that “inflation is always and everywhere a monetary
phenomenon”. What the authors were trying to say was that inflation will rise when too much money is
following a limited amount of goods.
In game theory, this is known as the “collective action problem”
Unfortunately, Germany and the Netherlands cannot adopt such a policy because they are in the Euro area, so
their adjustment has to come in the form of higher wages.
The resources of the IMF at USD 750bn, as pledged by the G20 in April 2009, are still puny compared to the USD
8,000bn of FX reserves currently held by the central banks of the EMs.
As Dominique Strauss-Kahn noted recently in his speech in Istanbul (October 2, 2009), lowering reserves
is beneficial for the surplus countries because it can lead to a pickup in investments, such as education or
infrastructure, which could have a much higher social return. Excessive reserve accumulation also complicates
monetary and exchange rate policy because unsterilized intervention in the FX market can stoke inflation in
the medium term. Sterilized intervention is also costly, because investors will keep on asking for a higher yield,
which can put the country’s fiscal trajectory on an unsustainable path.
During the Asian crisis, for example, as part of its conditionality for giving a loan to South Korea, the IMF asked
them to lower their import barriers for American cars.
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Towards a new
global balance of
power
Jeroen van IJzerloo

Internationally, the balance of power is in the process of shifting. Where the US for a
time occupied the position of hyperpower after the fall of the Berlin wall in 19891, it
is becoming patently clear that the global centre of gravity is moving from the
historically industrial countries to the emerging economies.  The forming of the G20
as the platform for discussing major global economic issues is the most marked
illustration of this transition.
The question is, however, at what point will a new – albeit temporary – balance be
found. Three possible scenarios come to mind. In the first we have China opposite
the US in a bipolar world. The second possibility is that the international
organisations will evolve into governors of the world (world government), on foot of
the achievements of the G20. And thirdly, we cannot rule out the possibility of a
multi-polar world, with decisive roles for China, the US, India and the EU.
This chapter contains an analysis of the countries that will play the main roles in the
creation of a new world order. The analysis will be based on economic production
factors. Then we will examine the above scenarios in the light of this analysis and
the current political landscape.
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Power shifts since the early 20th century
When Britain’s Queen Victoria died in 1901, her country was the undisputed
superpower of the world. The British Empire possessed territories on every
continent; its military power, as embodied in the Royal Navy, spanned the earth, and
London was the financial centre of the world. Furthermore, Britain was the world’s
largest economy, it had a strong net creditor position, and the pound sterling was
the world’s most important currency. Now, at the start of the 21st century, this
position no longer applies.  With the exception of a few islands, all of Britain’s
colonies have gained independence; many other countries are now Britain’s military
superior; economically the country is middle-weight; and London’s position of
global financial hub has been overtaken by New York.
The decline actually started at the start of the 20th century. World War I sparked the
first major shift in the international balance of power. Although the U.K. was one of
the victors, the war had drained much of its strength. The country’s financial
position was severely eroded and the Royal Navy had lost its leading position.
Because Europe had lost so much manpower and capital in the war, the global
economic centre of gravity shifted to the US. The interbellum years were
characterised by American isolationism, failed attempts to re-instigate the Golden
Standard of before the First World War and worldwide protectionism. Despite the
Great Depression of the 1930s, the US managed to retain its leading position –
partly due to the absence of alternatives. During the interbellum period, the nations
were clearly searching for a new balance of power. Hope for lasting peace was fixed
on the League of Nations, set up in 1919, based on the ideology of putting an end
to all wars. American isolationism was a significant factor in the failure of that ideal.
And the outbreak of the Second World War taught the lesson that things must be
done differently in future.
After World War II, the global balance of power shifted in a bipolar direction, with
the US leading the western nations and the Soviet-Union at the head of the eastern
bloc. The US led the western countries by the hand with the Bretton-Woods system
of 1944. This system linked the US dollar to gold at a fixed price of 35 dollars per
troy ounce. The currencies of the participating countries were then linked to the
dollar with a so-called adjustable peg. Thus the US came to occupy a pivotal
position in the western economic world. Bretton Woods ultimately led to the
setting up of important organisations such as the IMF, the World Bank and GATT
(forerunner of the World Trade Organisation). In the countries linked to the Soviet
Union, economic policy was simply directed by Moscow.2
This sharp juxtaposition of East and West was particularly tangible in Europe. During
the Cold War period, the nations of Africa, Asia and Latin America had virtually no
political voice.  On the contrary, it was in these countries that the fight for
hegemony between the superpowers was fought out over the heads of the local
populations.
Historically, the most recent major shift in power occurred with the collapse of the
Wall in 1989. The failure of the Soviet ideology and its accompanying economic and
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social system was then clear for all to see. In economic terms, the US and the other
western powers were superior to what the Soviet Union had to offer. This heralded
the end of the conflict between east and west and the beginning of a brief period
of total supremacy by the US.  
At this juncture, we can see that developing countries have acquired an increasingly
stronger position of power. Economic growth, particularly in China and India has
substantially increased the economic importance of those countries. They have also
greatly stepped up their military spending. Furthermore, a number of non-western
countries increasingly engage in preliminary talks before international summit
meetings, so that they can adopt a joint stance on issues which in the past tended
to be more or less automatically dictated by the western powers.
The current economic crisis has shown that the position of western society is not
unassailable. Not only has the economic model been dealt a heavy blow, consensus
between the countries has been further eroded. The criticism voiced by Europe at
the unilateral foreign policy pursued by the US in the wake of 9/11 is a clear sign of
this. The US was no longer prepared to listen to objections to its overseas policy. At
the same time, European opposition to the US was not unequivocal, with France
and the UK expressing opposing views. This disharmony has created scope for
developing countries to spring into the breach, an opportunity that they have not
bypassed. The developing countries have made rapid economic progress in recent
decades. Figure 27, below, shows they have already overtaken the industrial
countries in terms of share in global trade.   
During the past century, accordingly, four major shifts have taken place. The first
two were marked by world wars, the last two by political and economic power
factors: the loss of Russia’s position of power and the credit crisis that has destroyed
the previously unassailable image of western economic might.
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The players, the production factors and the
geo-political ambitions
In this chapter we examine the most important countries and regions in the light of
economic production factors. Traditionally, these are defined as nature, labour,
capital and technology. Broadly speaking, the first three of these are the building
materials, whereas a country’s technology determines what it can achieve with
them. In addition to this economic analysis, we will also look at the geo-political
ambitions, which play an important role in assessing the new balance of power.
A large number of countries that are sure to gain in economic and geo-political
importance in the coming years are not included individually in this study. This is
because, in our opinion, they will continue to play a more subordinate role rather
than a decisive part. These include the important energy producer, Iran, and also
very strong emerging economies such as Indonesia.
The US
While the US may have forfeited its status as hyperpower, it is still the most
important geo-political player on the global stage. Although its economy has been
dealt a body blow by the credit crisis, measured in terms of GDP, the US is still the
world’s largest economy. Its military capacity also remains unequalled.
The US economy is very flexible, and has a high rate of labour productivity.
Compared to the Eurozone, hourly productivity in the States is 17% higher.3 It
should be noted that the EMU average is pushed sharply downward by a number of
eastern and southern member states. US productivity in fact can be compared to
the level seen in the Netherlands and France, but Americans work more hours per
annum. Consequently, trend growth in the States, even after the crisis, remains
higher than in the EMU. Moreover, the US economy is characterised by an aboveaverage capacity to adapt. And the dollar has proved that during times of crisis even when originating in the States - it remains a safe haven for capital, particularly
on account of the unrivalled liquidity of the American financial markets.4 Add to this
that the US is a world leader technologically in a number of important sectors,
although it has clearly lost ground in a number of other sectors (such as the
automobile industry) to Japan and Germany. Thus, altogether, the US scores above
average for three of the four production factors.
For the US economy, the main Achilles heel remains access to natural resources.
With regard to energy in particular, Americans feel they are overly dependent on
untrustworthy trade partners such as Venezuela and unstable regions such as the
Middle East. For various minerals too, and in some cases even for food, the US is
dependent on imports. Moreover, the dollar’s central position is under pressure. This
has the effect of eroding the powerful position of the US.  
The US still entertains major ambitions on the world stage. In the 20th century, the
economic interests of American companies were central. The free market model
was established in as many countries as possible, in order to create a larger sales
market for businesses and to procure cheaper raw materials. In more recent
decades, the principle of promoting democracy has been added to the aspirations.
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The American sense of ideological superiority as expressed in the article End of
History by Francis Fukuyama,5 formed the basis for a new direction in foreign policy.
However, this second goal is at times diametrically opposed to the first. The
promotion of democracy may result in local populations opting for policies that are
unfavourable to the interests of US companies. One example is the policy of the
democratically elected Hugo Chávez in Venezuela. In the past, the US frequently
opposed democratically elected governments in order to serve its own economic
interests. This policy of interference has seriously undermined the credibility of the
US worldwide. For many, that country’s cherished reputation as “leader of the free
world” no longer rings true.

Box 3: To a new currency standard

The US dollar plays a singular role in the global financial system. As

that in recent years, the chief US exports have been debt instru-

a trade currency, investment currency and vehicle currency, the

ments and financial junk. This assertion, in addition to the fact that

dollar occupies an unrivalled position.  Partly for this reason it is still

many of the grounds for according a special role to the dollar in

by far the most important reserve currency.

1944 are no longer so compelling, has prompted an increasing

Yet in this capacity, the dollar does not have any formal status.1 Its

number of calls for the introduction of another monetary unit to

status had been formalised during the decades when it played a

replace the dollar as the international standard.2

pivotal role in the Bretton Woods system, but this system was

What form would such a standard take? First it may be asserted that

abolished in the early 1970s. However, because the dollar was then

no other currency can seamlessly assume the position of the dollar.

much more so than now the dominant currency, it was allowed to

No single country or block of countries, such as the EMU currently

keep its special position. This position permits the Americans certain

has the economic, political and financial dominance that made the

advantages. Because the world requires a growing number of

US the undisputed main player in 1944. It may therefore be better

dollars to finance international trade and capital flows, the US has

to seek the solution in a new currency. A suitable candidate is the

been able to afford to run a savings deficit (deficit on the current

SDR, a currency basket coined by the IMF. 3  If countries were to keep

account of the balance of payments) and to finance this by relea-

their reserves in SDRs and countries with foreign debts were to

sing more dollars into circulation. In this way, the US is accumula-

finance these in that currency, the dollar would then become an

ting a foreign debt, but this debt is denominated entirely in dollars.

ordinary important currency, comparable to the euro.  Thus in this

If a sharp depreciation of the American currency should occur,

scenario, a fall of the dollar need not be feared. However, during the

Americans would actually be richer on balance (see box 1).

transition to the new status quo, the dollar would undergo a signifi-

However, the US is expected to give something back. The world

cant depreciation.

expects the most important reserve currency to be a strong and

It is possible to envisage a situation in which the world would ulti-

stable one. International investors want their debt securities to be

mately consist of a dollar block, a euro block, a yen block and even-

solid. This requires sound policy and low inflation. In recent years,

tually also a renminbi block. The Americans would lose their special

the US has made considerable use of its special position. Indeed the

position, but would now constitute a much reduced risk to the

current crisis may be largely attributed to the great American

stability of the global economy. The US would no longer be able to

savings deficit on the one hand and the savings surpluses of a

take on foreign debt by printing its own money, and would there-

number of other countries on the other hand. Nor has the US been

fore no longer be able to afford large ongoing savings deficits.  

shown to be a source of stability in this crisis, rather the main cause

Ultimately, this would make the global economy significantly more

of worldwide misery. Not without a note of hyperbole it may be said

stable.
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Wim Boonstra

Leven na de dollarstandaard [Life after the dollar standard], Rabobank Themabericht 2005/02, Jamuary 2005
For example as regularly expressed by Zhao Xiaochuan (president of the Chinese central bank), or the UN Conference on Trade and Development (UNCTAD).
Currently, the SDR (which stands for Special Drawing Rights) consists of the US dollar (44%), euro (34%), yen and sterling (both11%). It would make sense if these were
eventually to be joined by the Chinese renminbi and perhaps also the Indian rupee. These would of course first have to be freely tradeable currencies.
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China
At the beginning of the 15th century, China was by far the world’s most dominant
power in an economic, military and political sense. But only for a very short time did
the country choose to emerge from its self-imposed isolation and show its mettle.
This voluntary isolationism resulted in a steady decline. Yet, in 1820, China was still
easily the world’s biggest economy, with a global GDP of 33%. Two centuries of
conflict and division and a half century of communist mismanagement ultimately
brought this giant to the begging bowl.
Only at the start of this century did China actually reprise its role as a leading player
on the world stage. In 1978, with the country at an economic and military low ebb,
the then new party leader Deng Xiaoping decided it was time to change course.
The adoption of an economically more open model has certainly borne fruit for the
Chinese. In terms of GDP and exports, China will soon outdo the US and the EU.
There remains, however, considerable room for improvement in China’s economic
structure, as is evidenced by its 132nd place on the Index of Economic Freedom.6
From a social point of view, China still has a long way to go. In terms of GDP per
person (PPP), China’s USD 6,150 is rather paltry compared to the PPP of USD 47,496
in the US and USD 34,040 in the EU. On the other hand, China’s labour potential is
enormous. In recent years, its government has been very successful in allocating
capital to lucrative sectors. But the current crisis has forced it to pump large sums
into the economy in order to prevent social unrest, thus undermining the
effectiveness of the investments. China also has a wealth of natural resources, albeit
not in the most socially stable regions. The nation’s chief freshwater source is
located in the Tibetan uplands, and oil and gas are found in the Uighur province of
Xinjiang. Possibly its most important resource, that of metals used in modern
technologies, is located in the province of Inner Mongolia. None of these three
areas belong to the natural territories of the Han Chinese. And finally, despite
copying many western technologies, China still lags behind in this respect.
China has shown considerable restraint regarding its geopolitical ambitions on the
world stage. The card it plays has more to do with preventing domestic unrest.7 This
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requires economic growth, and China therefore uses its powerful position as an
economic growth engine. Because culturally, China is not held back by moral
scruples, it is possible for it to conduct business and exert an influence in countries
where western governments would come under critical fire if they did so.
Accordingly, trade with African, Asian and Latin-American countries has exploded in
recent years.8 The simultaneous expansion of the Chinese military appears chiefly
linked to protecting China’s economic interests. Its fleet protects ships off the
Somali coast, and internally, the army is deployed to the troubled provinces.
Nonetheless, China’s military apparatus is acquiring formidable dimensions. It
appears it will not be long before China will be able to project its power well
beyond its own boundaries, as is evident from the recent disclosure concerning the
construction of an aircraft carrier battleship.
European Union
In the decades of its existence, the EU has evolved into a so far highly successful
economic consortium. It was originally set up with the goal of preventing another
world war. And with success, because we have to look back more than 1,000 years
to find a conflict-free period of longer than 60 years in Western Europe. Together,
the EU states constitute the world’s largest economy and exporter; politically,
however, there is considerable disparity. On average, the EU is a wealthy area in
terms of GDP per inhabitant, although the average masks a large spread between
countries. There are 27 member states in total, and many of the newer members
belonged to the sphere of influence of the former Soviet Union. Within the EU, the
eurozone forms the financial core and economic centre of gravity.   
The accession of Eastern European countries after the collapse of the Wall is an
important factor for the EU’s future. The labour supply, particularly in the lower
echelons, has expanded considerably, and the EU’s internal market has increased in
strength. The capital supply continues to be used efficiently, although some
institutions in the east and south of the region are undermining the efficiency. With
regard to natural resources, the EU is well off agriculturally, but its slim holdings of
fossil raw materials make it dependent for these on other countries, e.g. Russia. On
the technological front, few regions can vie with the EU. This cements its strong
economic position, but on the downside, its economy is less flexible than that of
the US.  
The accession of the Eastern European countries has also led to a more
cumbersome decision-making process at central level, undermining the EU’s
political influence. Furthermore, within the EU it is unclear what aspirations prevail
at a global level. Current internal discussion reveals considerable controversy about
departing from the status quo in favour of seeking greater influence for the EU as a
whole. While further integration of the member states remains on the EU agenda,
there is continued mistrust of the administrative apparatus in Brussels.  
India
India has long been the great unknown on the international stage. This country is
still mainly inward looking, but the economic growth percentages achieved in
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recent years – 8.5% annually on average since 2003 – have increased India’s
international stature. India is chiefly seen as the world’s leading services provider,
whereas China is the leading producer.
Per inhabitant, India is still much poorer than China, measured in terms of per capita
GDP (PPP): USD 2,930 compared to USD 6,150. This indicates that India has a long
way to go in its development, as confirmed by its position on the league table of
Human Development Indicators (134th).9 On the other hand, the labour supply is
plentiful and India generates a large annual output of technically qualified
graduates from its universities. Nonetheless, the country remains hampered by
natural disadvantages and lags behind technologically. Despite the plentiful supply
of technology graduates, the technological gap with the west remains wide.
Furthermore, India is dependent on imports for feeding its population and industry.
While there is no shortage of the production factor capital, India is hampered by an
inefficient financial system in deploying this resource to the right places.10
India’s ambitions on the international stage are unclear. For a long time the country
has gone its own way, while battling problems with its neighbour, Pakistan, with
which relations are very bad. It followed Pakistan’s footsteps in developing a nuclear
bomb, which in turn has placed its relationship with the west in jeopardy. Like
China, India is in the process of rapidly developing an impressive marine force,
including a number of aircraft carrier ships.
India has long had a troubled relationship with the US, but this has thawed in view
of India’s position as a regional counterforce to China, as well as mutual trade
interests.11 India has also agreed to collaborate with the US in the area of nuclear
power (although it has not signed the non-proliferation pact). Thus the worst of the
diplomatic chill has left the air, and India is in the process of carving out its position
as future superpower. Lately, it has tended to side with the southern states
(developing countries), without alienating itself from the west.
Japan?
From the mid-19th century, Japan embarked on a programme of very strong
economic and military advancement. For years, the country had shut itself off from
the outside world, until the Meiji reformers sought to incorporate ideas from
Europe. As a result, in 1905 Japan became the first Asian countries in centuries to
defeat a European power (Russia) in a direct war.12 Since the interbellum years when
Japan (having annexed Korea for a long period) occupied large parts of China,
followed by its role as aggressor in World War II, the country is still regarded with
mistrust in the region.
After occupation by the US in the early years after the Second World War, the
Japanese economy underwent a period of very rapid development. During the
1980s even the US felt Japan was impinging on its dominant economic position.
Then the country experienced a serious financial crisis, and limped along
economically for some 15 years. Still, after the EU and the US, Japan is the world’s
third large economy, although China is expected to push Japan from this place next
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year. Japan is the world’s largest creditor by some distance. It has a surplus of highly
qualified workers and technology. In addition, capital reserves have increased
sharply in recent years. Now that the banking sector appears at last able to stand on
its own feet after years of contraction, the efficiency of capital deployment will also
improve. Japan’s main handicaps are that it is not self-sufficient in energy or other
raw materials, and only through an extremely efficient agricultural system is it able
to feed itself. It is further hampered on the international podium by negative
demographic factors: Japan’s population is ageing and shrinking rapidly.
Any ambition that Japan may have entertained to play a major role globally has
been very modest in the first 50 years after World War II. More recently, however,
Japan has been seen to creep out of its shell. It has an overseas military presence
(Iraq), and has sought to secure a permanent seat on the UN Security Council. The
main motivation for this activity would appear to be the growing strength of its
greatest rival – China. However, Japan is not expected to be able to keep apace,
although its military power is significantly greater than many realise.  
Brazil?
Since its last economic crisis in 1998, Brazil has gradually evolved into a major
economic power. The years of pragmatic policy combined with the presence of
large reserves of natural resources have ensured that Brazil’s economy has become
considerably less volatile than it was during most of the 20th century. Since
President Lula took over in 2003, Brazil aspires to play an increasingly more
important role in the global economy, particularly in supporting the “south”
(developing countries) against the “north” (western capitalist countries).
In order to truly become a major power, Brazil’s economy needs to undergo more
rapid reform. Currently, its economic growth potential is estimated at 4% annually,
which falls well short of closing the gap with the western powers. The government,
in particular, is a cumbersome and in many respects corrupt apparatus that is
hampering the forward development of the private sector. The population, on the
other hand, is in a better position to develop, but remains limited in terms of size
(198 million). On the plus side, capital flows to the country are increasing and have
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held up in the current crisis. On the technological front, the relatively safe
environment offers western companies the opportunity to export their technology,
without fearing that their industrial secrets will be stolen. On the whole the signs
are positive for all production factors, but the general development is on the slow
side.
Brazil’s aspiration to play a key role in north-south relations has placed it in the
position of primary mouthpiece for the BRICs. In preliminary talks preceding
international summit meetings, Brazil is often appointed as proponent of the joint
position, to which China and India later conform. Russia sometimes adopts a
divergent stance in these BRIC positions. Regionally, Brazil plays a very important
part. As the largest economy in Latin America, it often adopts a neutral position in
regional political conflicts.  
Russia?
In the early years after the collapse of the Berlin Wall, Russia’s role on the
international stage appeared to be over. However, from the late 1990s, Russia again
acquired a seat at the table. In that period (1998), Russia’s Yevgeny Primakov
initiated the ‘strategic triangle’,13 encompassing Russia, India and China as a
counterforce to the world’s only superpower, the US. Russia assumed a leading role
in this initiative, and sought to get the other two aspiring powers on board. This
was not entirely successful, since the American interests of both countries were too
great to put up any real opposition to US supremacy.
Bolstered by factors such as strongly rising oil and gas receipts, Russia’s foreign
policy has become increasingly more assertive during the current decade. Its
influence in the region has grown, while its relations with the west have
deteriorated. Meanwhile, the current economic crisis has exposed Russia’s lack of
properly functioning economic institutions. Economic growth has proved highly
volatile, with peaks of over 8%, such as in 2007, as opposed to an expected decline
of 7% this year. Owing to high levels of corruption, (147th place on Corruption
Perception Index)14  the country’s capital resources are poorly used and its economic
future is ill-prepared. Furthermore, Russia is confronted with a shrinking population,
with an expected drop from 146 million in 2008 to only 116 million in 2050.15 It also
battles with a deficient educational system. Labour as a production factor is
consequently a major weakness. On the technological front, Russia excels only in
the military sense.
Altogether, Russia can hardly be expected to play a leading role in the international
field. It is effectively a military giant with economic feet of clay. Nonetheless the
country’s importance cannot be underestimated, given its resources in raw
materials, its military capacity and its ambition to be a global power.
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The scenarios
The three scenarios outlined in the introduction will be analysed here in the light of
the above. We ask the question “Why?” in an attempt to estimate the likelihood that
a scenario will become reality. We also ask “Who?”: which countries play the main
parts. Finally we make a brief analysis of the implications of the scenarios and the
likelihood that a scenario will become reality.
A bipolar world
In the absence of US supremacy and the loss of its credibility as a global leader, the
rest of the world is in search of direction. The polarisation of north and south will
become accentuated by the credit crisis and because the US has pulled back from
promoting free trade. Each country is faced with the choice of following one of two
superpowers.
In this situation the two superpowers in question will clearly be the US and China.
The idea of a G2 has often been put forward, and becomes reality in this scenario.
The decision of the other nations as to which of these two directions to follow will
be determined by the ideological leanings of their leaders. In this scenario, the EU
will still follow the US, which is a logical choice in view of the cultural and
ideological links between the two regions. Another factor of influence will be
Europe’s failure to arrive at strong political unity. Brazil is also likely to join the west,
considering the advantages that democracy has brought to that country in recent
years. Likewise, Japan will opt to follow the US, both on the basis of historic
connections and because of the distrust it harbours towards the two other giants in
the region. India, on the other hand, can be expected to ultimately side with China.
Its economic development lags behind China’s, and it will see China as an example
to emulate for its own future. The pragmatic and inward looking Russians are also
likely to opt for China. The compatibility between Russia (energy exporter) and
China (importer) would also bode for further collaboration. This will offer Russia the
opportunity to continue to exert its influence on the former Soviet states, without
incurring direct repercussions from the EU or the US. A large country such as Iran
will also be found in the Chinese camp.   
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In this scenario it will be difficult to tackle global issues such as climate change and
free trade structures with any degree of effectiveness. The international forums that
now have a natural leader in the US will be undermined and will lose their
ideological direction. Both major powers will tend to seek to expand their sphere of
influence at the other’s expense. This attitude will be compounded by the necessity
of access to natural resources. A return to Cold War scenes could well ensue, with
conflicts played out in countries in Africa, Asia and Latin America.
The likelihood that the above scenario will become reality is low. The supremacy of
the US has lost considerable ground in recent decades, which means that the EU
and Brazil would not accept its leadership unconditionally. Furthermore the threat
of an advancing China is still too remote for the EU and Brazil to seek a protector,
while at the same time China’s strength also offers opportunities. China as the
leader of the opposite polar group is equally unlikely. In terms of economic
development, it is still too far behind the western economies to assume this role.
Furthermore, India is not a country that would want to accept the supremacy of its
neighbour in the region. There are too many conflicts between both countries for
further political closeness to be expected. Added to this, China has not given the
impression in recent decades to wish to exert its influence in an imperialistic way
outside its own borders.16
A world government
If the international forums are to play a pivotal function in world affairs, it must be
recognised that the global problems facing us can no longer be solved by individual
countries. The decision to seek solutions within the framework of the G20 and to
amend the voting ratios in the IMF and the World Bank may pave the way for a
pan-national government.
In this scenario, the IMF, the World Bank and the G20 take up the gauntlet to lay the
ground rules for international dealings. The main countries involved in creating a
world government will be the western powers on the one hand and chiefly the BRIC
countries on the other hand. The western  nations will have to forfeit some of their
power in the international forums, in order to permit a better representation of the
global population. The latter group will have to assume greater responsibility in the
area of climate change and human rights.   All of these large powers will need to
show willingness to respect the autonomy of the smaller countries. There will no
longer be any room for Realpolitik in certain African countries or other raw materials
providers with shady governments.
The scenario sketched above may seem fairly utopian. Yet it would appear to be the
only way in which global problems could be tackled effectively in an integrated
way, without the organisations cited degenerating into a forum where the true
(bipolar or multi-polar) power games are played out. The west will have to yield
some of  its position of economic and political dominance , if it is to convince the
emerging economies that it genuinely embraces the ideals of freedom and free
trade. The emerging superpowers for their part, will have to accept the concept of
personal freedoms that are part of the liberal ideology.
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It is highly unlikely that this situation will become reality in the coming decades. In
its present guise, the G20 as a kind of world government would lack the power to
tackle serious global issues. There is an absence of urgency among the major
powers to address the problem of global warming, for instance. This is clear from
the failure of countries on both sides of the spectrum to reach agreement. Certainly
in these crisis-laden times in which the western economies are hardest hit, there is
an absence of willingness among these to yield any ground from the positions they
have reached. Furthermore, the continued advancement of China and India is
perceived as a threat, particularly in the light of China’s dealings with regimes that
the west finds unacceptable.
A multi-polar world
A multi-polar world evolves when the focus of the major countries and regions
remains firmly on their own development. In this scenario, the EU will steer its own
course increasingly independently of the US, in view of America’s dwindling
authority. In the developing countries, loose alliances will be more important than a
larger ideologically based confederation aimed at seeking joint development.
In the first instance, the main economic powers of the coming decades will of
course be the US and China and perhaps also the EU. It may also be expected that
India will eventually emerge as an economic and military power. However, the EU
will have to undergo further integration if it is to attain superpower status and
continue to function as a main player.  The economic potential of the individual
regions of the EU is undisputed. Already, the eurozone is the world’s largest
economy and the euro is the dollar’s only real rival. However, the EU as a whole
needs to integrate its policies on a political, economic and ideological level. With
regard to Japan, Brazil and Russia, their future status is less clear. Japan’s economic
power is fading somewhat and the country is being overshadowed by others such
as China and India. Furthermore, it is greatly dependent on imports of natural
resources. Brazil, as champion of the poor, can be expected to keep a finger in the
pie, but on its own strength will not become a superpower. Russia clearly cherishes
ambitions in this direction, but it lacks the economic structure to be able to play a
role at the highest level.   
This is the most likely scenario. There will be four top players in any case – the US,
the EU, China and eventually India. It will be in the EU’s interest in this scenario to
distance itself further from the US. It will also need improved integration in
operating as a unit on the international front. Brazil and Russia have no chance of
reaching the top. This will be hard for Russia in particular to take, as it is known to
take every opportunity to continue to play a role on the global stage. In the long
term, as fossil fuels lose importance, the influence of Russia will also abate. Of
course, if Russia manages to get its economy in order and becomes a global food
supplier, it would indeed gain considerably in stature.  
The lack of clarity about global leadership will lead to greater tensions, particularly
concerning scarce natural resources. It is important that the international
organisations adapt to the new power constellation in the world, otherwise they
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will be sidelined. Currently, the ball is in Europe’s court. If various European
countries cling to their individual influence in the existing organisations, they run
the risk that the emerging countries, together with the US will set up new
organisations without any European input. This danger should not be overlooked.
Realistically, Europe can only exert any serious influence if it speaks out as a single
entity with a powerful voice.  
A logical consequence of a multi-polar world would appear to be the impossibility
of addressing global problems unequivocally, in view of the difficulty of reaching
agreement among so many different parties.  Classic game theory is likely to obtain,
with unfavourable implications for the whole world. On the other hand, the
European experience shows that institutionalised discussion between equal
partners can have a strongly de-escalating effect, ultimately contributing to peace
and stability.  
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Conclusions
The world is changing at a rapid pace. Within the space of a few decades, China and
India have evolved from being apparently hopeless cases to becoming the
superpowers of the future. The emergence of these countries onto the world stage
has not occurred without disquiet. First, not only the financial and economic
position of the US, but also its moral authority  has been challenged, which means it
is losing its position as single dominant power. Second, there is a perception in the
west that China’s advancement is partly due to its lax approach to the western
values that have brought it so far: freedom and free trade. A multi-polar division of
power is expected to emerge, with the question as to whether the EU will play a
leading or a subordinate role. Currently, the political base for intensifying European
integration is not very large; this could change however, if the necessity so dictates.
After all, in the mid-1990s, many people thought that the euro would never become
reality.  There does not appear to be a leading role for Japan or for the BRIC
countries, Russia and Brazil. In this respect, their growth potential is insufficient.
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