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Chapter 8

STATES, MARKETS, AND GREAT POWER
RELATIONS IN THE PACIFIC

Some Realist Expectations

Jonathan Kirshner

What will explain the emerging pattern of economic relations among the great
powers in the Pacific? This essay applies a realist political economy framework
to deduce expectations regarding the trade, monetary, and financial relations in
the region with an emphasis on the United States, China, and Japan. It will
consider the expectations of specific realist theories, not realism itself. Realist
theories of political economy, some of which may in fact deduce competing
predictions, derive from a common framework. The first section of this essay
will establish that framework, which, it should be emphasized, is an approach,
not a theory, and as such can not be falsified. Successive sections will then de-
rive or review specific realist theories regarding trade, money, and finance and
apply them to contemporary politics. These issue areas are addressed in increas-
ing order of their practical significance. This underscores an implicit argument
that trade issues have attracted a disproportionate amount of attention in de-
bates surrounding realist analysis, at the expense of more consequential devel-
opments in the monetary and financial spheres.

THE POLITICAL ECONOMY OF REALISM!

Realist theories of political economy share three foundations, regarding the re-
lationship between wealth and power, expectations of war, and the nature of the
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state. The first foundation —that economic growth and capacity are the underly-
ing source of power; economic and political goals are complementary in the long
run—is not unique to realism. It is clearly associated with Adam Smith, and
most aspects of realist political economy can be traced to the neomercantilist re-
sponse to Smith’s devastating critique of classical mercantilism. Those neomer-
cantilists, however, did not refute Smith’s arguments. Rather, they integrated
parts of his doctrine into the reformulation of their own.? Thus, while liberals
and realists have always shared the view that both power and plenty were crucial
and complementary aims of state action,’ modern realists have integrated the
liberal argument that power flows from productive capability and productive
capability from economic growth. These are core assumptions upon which re-
alism draws, but they are not uniquely realist positions.

What distinguishes realism from other schools of thought, and particularly
from liberalism, are the two additional foundational assumptions, which regard
war and the state. These also fundamentally shape the distinct way in which re-
alists have interpreted the consequences of the assumption regarding economic
growth. Realists expect states to prefer high rates of economic growth, but they
also assume that states must anticipate the possibility of war. It is important to
stress that the concern for war is best conceptualized as a dimension. Realists
need not see a constant “state of war,” nor do liberals consider war impossible.
What distinguishes realists is that they can be placed on that end of a contin-
uum which stresses the likelihood of war, threats of war, and the need for states
to shape their policies in the light of this consideration. For E. H. Carr, for ex-
ample, “Potential war” is “a dominant factor in international politics.”* This
prevents states, realists argue, from pursuing policies that, while optimal from
an economic perspective, threaten national security.

Realists are also distinguished by their view that the state is a distinct actor
with its own interests. As with the significance of war, assumptions regarding
states rights are not absolute, but are held to varying degrees. Thus, non-realists
do not deny the existence of an autonomous state; they simply differ as to the ex-
tent and consequence of that autonomy. Realists stress the state as a distinct en-
tity from the sum of particular interests; as an entity with the capability and in-
clination to pursue its own agenda; and as the principal actor in international
relations.” Significantly, the interests of the state will often diverge markedly
from the sum of particular interests within society, and the state will act to de-
fend its interests.

These three foundations combine in ways that define some of the broader
contours of realist expectations. Divergences between state and societal inter-
ests, for example, can come from a number of sources but are most likely to
arise in regard to issues related to security. This is because in a world where war
is possible, states are likely to be very sensitive to national security issues, while,
due to a collective action dynamic, individual actors within society are likely to
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be suboptimally concerned with the common defense. Thus, while power and
plenty are complementary in the long run, the state will often be willing to sac-
rifice short- and medium-term economic gains when tradeoffs present them-
selves. Indeed, states may routinely make economic sacrifices in order to further
international political goals.

Concerns for war also catalyze the instinct of the state for autonomy from all
quarters (domestic interests, other states, and economic forces) resulting in a
preference for national self-sufficiency. Limiting international exposure reduces
vulnerabilities, which would result from the disruption of peacetime patterns of
international economic flows. Given these preferences, realists tend to discount
the benefits of interdependence, stressing instead how it may be an irritant for
states, and as such a source of friction between them.®

Realist political economy thus presents states with a delicate balancing act.
Given the possibility of war, states would prefer to limit interdependence, retain
a reservoir of resources, and forgo a number of beneficial transactions. But such
behavior will direct economic activity along suboptimal paths, and this in turn
threatens economic growth, which provides the basis for long-run power. Thus
complete autarky will rarely be sought—the state must mediate between its de-
sire for autonomy and its need to assure adequate long run economic growth.”

REALIST TRADE CONFLICTS?
THE BATTLE OVERSTATED

The realist perspective tends to be pessimistic about the prospects for international
cooperation, and in no sphere is this more obvious than with regard to trade. Since
economic growth determines long-run military capability, and given concerns for
the possibility of war, states will find it difficult to cooperate. Even with the recog-
nition that mutual gains exist, states must still be concerned with the distribution
of those gains, lest potential adversaries become relatively more powerful 8

Realists do not deny the existence of mutual economic gains from trade, but
rather question whether the existence of such shared gains are sufhcient to as-
sure that they will be reached. One barrier to cooperation is the question of dy-
namic comparative advantage: whether the pattern of specialization imposed by
international market forces would put a nation on a trajectory of relatively low
growth. Economically rational specialization might also make the state less able
to defend itself, causing a contraction of the steel industry, for example, in favor
of expanded agricultural cultivation.

In the latter case, concerns for security will force states to include non-
economic factors in their calculations of the costs and benefits of efficient spe-
cialization, and deviate indefinitely from economically optimal patterns of
production.” More subtly, in the former instance, if temporary protection or
other measures, which, when removed, would allow for specialization in more
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attractive products, then free trade would not be the optimal policy in the short
run. Again, the gains from trade are not denied —rather, this is a classic case of
the state imposing short-term costs on society for greater benefits in the long
run.'” Tt is important to note that the realist concern is for the composition of
trade, and not its overall balance. This one way in which realists can be distin-
guished from crude protectionists.

Even in the absence of concerns for dynamic comparative advantage, realists
would still expect cooperation to founder over the distribution of gains in a
static setting. As Gilpin noted, “the distinction between absolute and relative
gains” is “a fundamental difference in emphasis” which distinguishes realism.
In contemporary international relations theory, this issue has received a dispro-
portionate share of attention. While the concern for the distribution of mutual
gains (the “relative gains” issue) is significant for realist political economy, what
ultimately distinguishes realism is not the pursuit of relative gains, but the mo-
tives behind that pursuit: the existence of anarchy and the concern for security.
Actors in the absence of anarchy routinely seek relative, not just absolute, gains
in their interactions. Thus while realists offer a fundamental motivational dif-
ference for state behavior, the behavior itself (pursuit of relative gains) is not in-
compatible with other approaches to political economy.!!

Liberals, for example, do not deny the possibility of conflicts about the
distribution of relative gains—these take place in many instances between
friendly partners in the absence of threats of force, readily seen, for example
in most transactions between actors within a domestic economy. In interna-
tional trade, and especially in the high-technology sectors, oligopoly compe-
tition, strategic behavior, economies of scale, high start-up costs, and other
deviations from the “classical” model may stimulate trade conflict and pro-
vide the grounds for government intervention in commercial policy. These
conflicts need not be rooted in concerns for security, but solely for optimal
economic growth.!?

Realist motives simply raise the stakes in these conflicts, supplying an ad-
ditional source of friction. Actors are not concerned simply with others
reneging on promises, a sense of distributive justice, or the need to establish
a tough reputation for future negotiations, but rather, as Grieco argues,
“states in anarchy must fear that others may seek to destroy or enslave
them.”!® Thus what distinguishes realists’ expectations in practice are not
conflicts over relative gains, but sharper conflicts over relative gains; with
partners walking away from a significant number of deals with mutual gains
left on the table. For both liberals and realists, then, the “core” of agreements
is smaller than the set of mutually beneficial deals. The realist subset is sim-
ply smaller still. Distinguishing between these subsets in practice is ex-
tremely difficult, since the simple illustration of relative gains conflicts will
not be sufficient.!*
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As a result there are no distinct realist expectations with regard to trade be-
tween the U.S and Japan and between the U.S. and China. While there may
be good realist reasons to expect trade conflicts between the U.S. and Japan,
there are good liberal reasons to expect the same thing.!” While many analysts
expect increasing trade frictions to emerge between the U.S. and China,!®
there is no theoretical justification in liberal or realist theory for placing the
balance of trade into the first (or even second) rank of policy concerns. Thus
we are likely to witness trade conflicts that are overdetermined —consistent
with both liberal and realist expectations, and other disputes that neither per-
spective can productively address.

There is, however, one distinct realist theory of international trade, articu-
lated by Hirschman, in his book National Power and the Structure of Foreign
Trade.'” Hirschman focused on German interwar trading relations, demonstrat-
ing how Germany cultivated a series of asymmetric trading relationships with
the small states of southeastern Europe, as part of its pre~World War II grand
strategy to secure needed raw materials and increase German leverage there. Al-
though inefficient from an economic perspective, redirecting trade enhanced
Germany’s autonomy. Focusing on small states increased Germany’s political
leverage in these relationships by making exit more costly for others. This asym-
metry, plus the relatively sweet deals offered by Germany, exerted, as
Hirschman noted, “a powerful influence in favor of a ‘friendly’ attitude towards
the state to the imports of which they owe their interests.”!®

But there is much more to Hirschman’s story than coercion: there is also a
story about influence, and in practice this is almost certainly the more signifi-
cant of the two.!” Simply put, National Power shows that the pattern of inter-
national economic relations affects domestic politics, which in turn shape the
orientation of foreign policy. This effect is always present but most consequen-
tial in asymmetric relations, where the effects are typically large, visible, and al-
most wholly found within the smaller economy. Consider, for example, a free
trade agreement between a large and a small state. The likely result is a change
in the smaller state’s self-perception of its own interest: it will converge toward
that of the larger. Why? Because the simple act of participation in the arrange-
ment strengthens those who benefit from it relative to those who, by definition,
do not. This strength should translate into political power.?’ Further, because
firms and sectors engage in patterns of activity based on economic incentives,
and since this constellation of incentives will be transformed by the trade
agreement, the subsequent reshuffling of behavior will lead to new interests
and the formation of political coalitions to advance those interests.?! Most im-
portant, decisions based on these new incentives give firms a stake in their
country’s continued participation, and they will direct their political energies
to that end. In Hirschman’s words, “these regions or industries will exert a pow-
erful influence in favor of a ‘friendly’” attitude towards the state to the imports of
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which they owe their interests.”?? Finally, the central government can find its
own interests reshaped, above and beyond that which results from domestic
political pressures.??

In practice, Hirschmanesque effects are more profoundly felt with regard
to influence than coercion. They are about the fact, to paraphrase one re-
port, “a salesman of [country A’s] exports in his own market” becomes “a
spokesman of [country A’s] interests with his own government.”?* Resulting
changes in international political behavior do not occur because of pressure,
but because new incentives alter perceptions of interest. This is akin to what
Nye has called “soft power.” Rather than forcing others to do what you want
them to do, soft power, or influence, is about “getting others to want what
you want”?’

The trade strategies that flow from a Hirschmanesque strategy are
uniquely realist. Such strategies employ economic means to advance politi-
cal goals. Small states in this setting typically gain in an economic sense,
often handsomely, as large states attempting to enhance their influence
make overly generous concessions. Thus asymmetric economic relations
offer an exception to, and in fact a reversal of, the concern for relative gains.
This expands the core of mutually acceptable bargains and makes coopera-
tion between them even more likely. Such behavior cannot be explained
from a liberal perspective, since the states with greater economic leverage
and less to gain from exchange are the ones making the greater concessions
to assure the bargain. It is the converse of the radical conception of asym-
metric trade, where large states use their political power to enforce economic
extraction. From the radical perspective, then, power is a means to achieve
an economic end. In the realist strategy described by Hirschman, wealth is
used to advance a political goal.

In contemporary Asian international politics, then, realist theory will expect
that in the context of asymmetric economic relations, great powers will
likely tailor their trade strategies to cultivate political influence with smaller
states.?® Of the three, Japan would appear to be the most ideally situated to
practice Hirschmanesque diplomacy. The U.S., distant and with the most
broadly global interests, may be less inclined to introduce the regionally dis-
criminatory tactics that such a strategy would require. Compared with China,
Japan is better placed to follow such a strategy, given the larger size of its
economy, its relative economic development, and potential as a financial cen-
ter. Further, given that Japanese policy is still viewed with suspicion by many
states in the region, Japan should be more likely to employ tools designed to in-
crease its influence in order to advance its political goals, rather than introduce
baldly coercive policies, which could easily backfire. China’s employment of
Hirschmanesque devices is thus likely to be more limited and often responsive
to Japanese measures.
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INTERNATIONAL MONETARY RELATIONS:
THE BATTLE POSTPONED

A REALIST THEORY OF MONETARY RELATIONS

The principal general theory that has been employed to explain the pattern of
monetary relations is the hegemonic stability thesis.”’” While its story is superfi-
cially appealing, there are several compelling challenges to this interpretation.
First, it is now clear that in the nineteenth century, Britain was not a monetary
hegemon, nor did it behave in the way that the theory would predict. While co-
operation was common in this era, the Bank of England was often the borrower of
last resort, dependent on the support of other central banks in times of crisis.?®
Second, recent investigations of interwar monetary politics have countered that
the great depression was not the result of absent hegemony (not to mention that
the U.S. may have been “hegemonic” at this time), but was transmitted and ex-
acerbated by the interwar gold standard. According to this interpretation, hege-
mony was not necessary to overcome the collective action problem of competi-
tive devaluation. Instead, each state held the key to its own recovery through the
abandonment of the gold standard and the adoption of expansionary policies.?’
Finally, a state at the center of an international monetary system can also be a
source of instability in the system. Such states, especially if they provide the
“world’s currency,” are less constrained than other states and may fall prey to
temptation, or even purposefully choose to exploit their position.”

The concentration of power, then, does not appear to be a good explanation
of monetary cooperation.?! Liberal theories have adapted and now stress the im-
portance of ideological consensus, rather than the provision of public goods, to
explain when such cooperation will occur.’? Realists have yet to articulate a
clear alternative; I suggest one possible approach.

While realists tend to be pessimistic regarding the prospects for international
cooperation in general, a close look suggests that from any perspective mone-
tary cooperation should be especially difficult. Explaining such cooperation
thus requires elucidating under what conditions the formidable barriers to co-
operation can be overcome. Those barriers are the complexity of international
monetary arrangements, the public nature of macroeconomic externalities, and
the distinct nature of the salience of monetary commitments.

The complexity of international monetary arrangements poses unique
challenges to monetary cooperation. Even if states believe that such cooper-
ation would be appealing in theory, they may still disagree over practical is-
sues regarding the “rules of the game.””® Even if these problems are over-
come, difficulties associated with complexity of international money remain.
Given the existence of large private currency and financial markets, adher-
ence to agreements can be difficult to monitor. Since state intervention may
be ineffective against countervailing market forces, there is no way to assure
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that states are in fact living up to their obligations.** Trade agreements, on
the other hand, typically require public legislation and such laws are not sub-
ject to competing market pressures.

Monetary cooperation is also difficult, as Oye has argued, because of the
public nature of macroeconomic externalities.®® FExternalities in interna-
tional relations result from the fact that states adopt policies that have
“spillover” effects: consequences felt beyond a state’s borders. These are ex-
ternalities because they are not part of the cost calculation of the state that
transmits them. As a result, there is a tendency toward the over-provision of
negative spillover effects in the international system. If injured states punish
the producers of the negative spillovers, then those policies will be perceived
as costly and curtailed. For example, if one nation raises its tariffs, even if it
does so universally, other states can raise tariffs that directly target the pro-
tectionist. Each can then bargain for market share, and are the sole benefici-
aries of their efforts. While states can discriminate in their trade policies,
macroeconomic policies regarding interest and exchange rates are almost in-
herently standard. Thus producers of macroeconomic bads (say, for example,
very high interest rates) will tend to go unpunished, because injured states
face a collective-action dilemma: all will benefit from the elimination of the
public bad, no matter who bears the cost. Because of the free rider problem
(private costs and public benefits), negative externalities in this case will not
be significantly reduced.

Finally, monetary cooperation is difficult because it involves the abdication
of national macroeconomic policy autonomy. The essence of this problem can
be traced to Keynes, who wrote extensively about the difficulty states faces in
balancing their preferences for internal and external price stability. Monetary
cooperation links the national with the international economy. This is “the
dilemma of an international monetary system”: the difficulty in providing both
stability in external monetary relations while assuring “at the same time an ade-
quate local autonomy for each member over its domestic rate of interest” and
other macroeconomic policies.?

As a result, even if states are able to reach monetary agreements, those agree-
ments are likely to be fragile. All states gain from international monetary stabil-
ity. To contribute to that stability, by adherence to agreements of monetary co-
operation, governments are often forced to engage in unpleasant acts: austerity
budgets, deflationary monetary policy, costly and compulsory intervention in
exchange markets, and a number of other initiatives such governments would
otherwise not undertake. These pressures often arise at the worst possible time:
a state may be in a recession, but to fulfill its commitments to an international
monetary agreement it might be forced to engage in deflationary policies. The
costs of these actions are often severe and are associated by the general public
with the ruling administration.”



States, Markets, and Great Power Relations 281

The problems of externalities and autonomy suggest that monetary coopera-
tion should be extremely difficult to sustain. On the other hand, in the absence
of economic distress, state autonomy (vis-a-vis domestic actors) with regard to in-
ternational macroeconomic policymaking is likely to be quite high.*® Given the
typical degree of insulation of exchange rate policy from the domestic political
process, monetary cooperation may be relatively easy to establish. Trade agree-
ments, on the other hand, may be more difficult to reach, but easier to keep.
This may help explain the different fates of postwar trade and monetary regimes.

A baseline expectation with regard to monetary relations, then, should be that
monetary agreements will be reached, but will tend to break down. The rela-
tively free reign of governments over monetary affairs should provide the politi-
cal space necessary to overcome the problems of complexity in reaching mone-
tary accords. Difficulties in monitoring compliance, dis-incentives to challenge
producers of negative macroeconomic externalities, and intense pressure to re-
nounce painful and counter-intuitive pro-cyclical commitments suggest that
such agreements will fail when challenged by the course of economic events.

When can these problems be overcome? One realist answer is that monetary
cooperation is likely to be sustained to the extent to which potential participants
have shared, salient security concerns. The greater the consensus that exists on
core security issues and their significance, the more likely it is that “high poli-
tics” will dominate “low politics.” Simply put—states will be more willing to
bear the costs of monetary cooperation when they share a common security vi-
sion. When states have similar security concerns and shared threat perception,
the costs of monetary cooperation remain the same while the benefits are in-
creased to the extent that monetary cooperation facilitates and enhances overall
political cooperation. Additionally, states may refrain from abrogating monetary
agreements because of the fear that such action might cause a larger set of po-

litical understandings to unravel, or signal dissension to common adversaries.*

PROSPECTS FOR MONETARY CONFLICT

Realist analysis is quite pessimistic about the prospects for monetary coopera-
tion in general, and with the end of the cold war the most important element in
preventing monetary conflicts from looming even larger than they have has dis-
appeared. The underlying tensions in U.S.-Japan monetary relations have ex-
isted almost from the beginning of the cold war, although they only became
salient in the 1970s. Only a serious and mutually perceived threat, that might re-
sult, for example, should China become both assertive and belligerent, can pre-
vent serious monetary conflict from erupting between the U.S. and Japan.
Moreover, if Chinese behavior does not serve to facilitate monetary cooperation
between the U.S. and Japan, then it will likely contribute to an even more com-
plex triangular currency relationship, which will only further confound efforts
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at monetary cooperation. In most circumstances, monetary relations are likely
to be characterized in a stop-go pattern where agreements are repeatedly
reached and then collapse.

In retrospect, sources of underlying frictions in money matters can be ob-
served even in the 1940s. On August 25, 1949, an exchange rate of 360 yen to the
dollar was introduced, replacing Japan’s multiple exchange rate system which
featured rates raging from 100 to 1500 yen per dollar. The 360 figure was a com-
promise between American authorities who preferred a rate of 300, and Japa-
nese businessmen who had hoped for an even weaker level for the yen.* It
should be underscored that from an economic perspective any fixed rate chosen
would be arbitrary, and reflected a political compromise. Worse, since crucial
economic conditions like relative rates of inflation, growth, and productivity
would vary over time, whatever economic logic was captured by the 360 rate
would likely erode over time.

In practice, of course, open monetary conflict in the first two decades of the
cold war was muted by the primacy of the U.S. goal of nurturing the Japanese
economy to counter the Soviet Union, and by the relative insignificance of the
Japanese economy. Even in the 1950s Japanese officials were acutely aware of
the relationship between the international monetary system and the perfor-
mance of the Japanese economy. Growth in Japan repeatedly hit a “balance of
payments ceiling,” in that as growth surged, domestic demand for imports
would outstrip foreign demand for Japanese products, which drained Japan’s
foreign exchange reserves. In 1953-54, 195758, 196162, the government was
forced to slow the economy’s rate of growth through monetary and fiscal tight-
ening in order to defend the country’s reserves.™!

This phenomenon continued into the 1960s, when monetary policy was
tightened to reduce growth not only in 1961, but also in 1964 and 1967, in re-
sponse to balance of payments pressures. This would have become a more seri-
ous problem but for two considerations. First, Japan enjoyed a real annual
growth rate of over 10 percent in the 1960s, taking some of the sting out of mon-
etary tightening. Second, near the close of the decade the Japanese economy
shifted toward a structural balance of payments surplus, rather then deficit. Cu-
mulative increases in Japanese productivity meant that its unchanged exchange
rate left the yen increasingly undervalued, while at the same time, macroeco-
nomic policies in the U.S. meant that the dollar was increasingly overvalued.*

This set the stage for the open monetary conflict of the 1970s. President
Nixon, who, unwilling to swallow the deflationary medicine necessary to defend
the dollar, instead closed the gold window of August 15, 1971.# Nowhere were
the “Nixon shocks” felt more acutely than in Japan. The government had been
following an “eight point program to avoid yen revaluation” and was “absolutely
opposed even to consideration of a parity change.” Japan was so committed to
the 360 figure that while all other states closed their exchanges and prepared to



States, Markets, and Great Power Relations 283

revalue their currencies vis-a-vis the dollar, Japan kept its foreign exchange mar-
kets open and continued to buy dollars at that rate for almost two weeks. Finally,
as part of the Smithsonian agreement in December, the yen was repegged at
308 to the dollar, a revaluation of almost 17 percent.**

Although Prime Minister Kakuei Tanaka insisted that the new peg would be
defended, the Smithsonian agreement was ultimately a stepping-stone en route
to a system of floating exchange rates, and when it collapsed in March 1973 the
yen appreciated to 260. The floating provided a continual source of tension.
From January 1976 to October 1978, the yen again appreciated, from 305 to 180.
Fred Bergsten, writing in 1982, saw three “episodes of major economic conflict”
between the U.S. and Japan in the preceding dozen years, each of which he at-
tributed to disputes over the dollar/yen rate. Typically, the U.S. pressed for yen
appreciation to ease the growing trade imbalance between the two countries.
Japan often intervened to limit yen appreciation, much to the consternation of
the Americans.®

At that particular moment, however, U.S. pressure for yen appreciation re-
ceded. While the easing of cold war tensions during the Nixon and Carter Ad-
ministrations allowed simmering monetary conflicts to bubble to the surface,
the escalating bipolar conflict in the early 1980s reordered foreign policy priori-
ties. When the macroeconomic policies of the first Reagan administration sent
the dollar soaring, the free-market instincts of U.S. officials limited pressure on
Japan to negotiations over financial liberalization.*

By 1985, however, the dollar had appreciated to a level well above what could
be considered its “equilibrium” rate. Surging Japanese imports increased the
salience of currency issues between the two states. Fears within the U.S. of a
“hard landing” for the overvalued dollar coincided with Japan’s fear that the ex-
change rate issue would lead to increased American protectionism. This led to
a window of cooperation on monetary issues, from September 1985 February
1987, where the major industrialized nations agreed to oversee an orderly de-
preciation of the dollar, in practice from about 260 to 150 yen to the dollar.’

However, this coordination was closer to harmony than true cooperation,
and soon after the successful depreciation of the dollar, traditional lines of dis-
agreement reemerged, with the U.S, in favor of further yen appreciation in
order to address imbalances in trade between the two states. In the 19gos, the
Bush and Clinton administrations favored further yen appreciation, and the Jap-
anese currency appreciated from 160 to 80.%

Since 1995, although the yen has depreciated considerably, conflict over
monetary issues has essentially been on hold. The American economy’s contin-
ued expansion, coupled with serious fears about the fundamental fragility of the
Japanese economy, have forced a suspension of U.S. pressure on Japanese cur-
rency policy. When these exceptional circumstances fade from view, and the
U.S. economy slows and Japan finally recovers, conditions will be ripe for sharp
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monetary conflict between the two states. Barring a mutually perceived and
salient threat from China, the security ties that have bound the U.S. and Japan
are looser than at any time since World War II. Further, as McKinnon and
Ohno have forcefully argued, yen appreciation in Japan has a relatively defla-
tionary effect on the Japanese economy. This was less consequential decades
ago when U.S. inflation rates were high and Japanese growth spectacular. With
lower U.S. inflation and the likelihood that growth, when it returns to Japan,
will be more “normal,” there will be less space for Japan to tolerate yen appreci-
ation and attendant “high yen induced recessions” (endaka fukyo).*

In sum, with regard to monetary cooperation in the Pacific, the future offers
fewer incentives and greater barriers. Excepting a dramatic change in Chinese
foreign policy, the problems raised by the U.S.-Japan bilateral relationship are
only exacerbated when considered in the context of a broader regional perspec-
tive. By the criteria established above (public externalities, divergent security
perceptions, etc.), exchange rate conflict between Japan, China, and other
states of South and Northeast Asia would appear to be almost inevitable.”
These battles, however, await the recovery of Japan’s economy, the convertibil-
ity of China’s currency, and eventual recession in the United States.

FINANCIAL FLOWS AND STATE AUTONOMY:
THE BATTLE ENGAGED

One of the defining characteristics of the international economy over the past
quarter-century has been its dramatic expansion. These changes in the nature of
international trade, investment, and especially finance, pose threats to state au-
tonomy.”! Market forces undermine state capacity, while private actors may en-
gage in patterns of activity that can diverge from the goals of government policy,
creating domestic political barriers to some preferred policies.”? The unregu-
lated flow of financial capital is the most significant of these phenomena, rou-
tinely, but often spectacularly, forcing states to abandon strongly favored poli-
cies, as illustrated by the well known French episode of the early 198o0s. Unable
to contain capital flight and following three devaluations of the franc within
eighteen months, the socialist government of Francois Mitterrand was forced to
reverse course, abandon its expansionary macroeconomic policies, and intro-
duce austerity measures that were more restrictive than those of its conservative
predecessor.”

Realists must expect states to find these challenges to autonomy intolerable,
or at least highly objectionable, and anticipate that states will attempt to con-
strain these forces. It is not sufficient for realists to note, however accurately, that
there have been periods of history where the international economy imposed
even greater constraints on states.”* The absence of clear efforts by states to re-
assert control over many of these flows will challenge fundamental realist con-
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ceptions.” This issue area also provides a clear contrast between liberal and re-
alist expectations, since a liberal perspective would be to expect that these
changes are irreversible, or at least highly likely to continue.

Ironically, the collapse of the Bretton Woods system, which ushered in the
era of unregulated capital, was a reassertion of autonomy by states. Large coun-
tries, most notably the U.S., were no longer willing to play by the constraints im-
posed by the fixed-exchange rate system. Flexible exchange rate systems were
thought to afford macroeconomic policy autonomy following the logic that
states could select only two items from the following menu: free capital flows,
fixed exchange rates, and autonomous monetary policy.’® States thought that by
abandoning fixed rates, they could pursue the monetary policies of their choice.
This did not turn out to be the case. In theory, given flexible rates, policy dis-
parities should be mediated at the border. Thus if a state’s policies resulted in an
inflation rate that was 5 percent above the international average, its currency
would depreciate by 5 percent and that would be that. But if capital mobility is
accompanied by a consensus with regard to what is a “correct” monetary policy,
then the depreciation will not stop at 5 percent. Capital flight in this case will
punish the state for pursuing a deviant policy. Failure to reverse that policy in
the wake of a sustained depreciation will stimulate even further capital flight
and depreciation, and so on. Thus a state that preferred to pursue a more ex-
pansionist monetary policy than average, even one that was willing to tolerate
the depreciation necessary to restore equilibrium in international prices, may
be unable to chart such a course in the face of punishing (as opposed to equili-
brating) capital flows. Thus the “holy trinity” is a myth: if there is an ideological
consensus regarding macroeconomic policy, it is not possible to have capital
mobility and policy autonomy at the same time. Given this realization, the
same motives that led states to break with the fixed exchange rate system should,
for realists, lead them to abandon capital mobility as well.

One manifestation of realist expectations should be calls from states in the
system to somehow limit the mobility of financial capital. How might this
occur? A minimalist avenue, perhaps most plausible given the power of the neo-
liberal consensus, will be that calls for new regulations will be phrased in the
language of “market failure,” in order to provide a theoretical justification for
regulatory intervention.”’

In fact, unregulated capital flows can easily be considered a case of market
failure, for three reasons. First, contemporary technology allows investors to
move huge amounts of money almost instantaneously, at very little cost. Thus
the value of assets, including national currencies, can change significantly, liter-
ally overnight, undermining the basic price stability that economies need to
function smoothly. Second, to an important extent, financial assets are worth
what people think they are worth. Fears regarding what other people are thinking
can cause herding behavior, unleashing financial stampedes with economic
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consequences that veer far from the path suggested by any reading of the eco-
nomic “fundamentals.” Third, states face diverse economic conditions, and need
to tailor their economic policies accordingly. Investors, scanning the globe for
the best rates of return, create pressures for conformity across countries” macro-
economic policies. Nations that deviate from the international norm, even when
pursuing policies appropriate for local needs, are “punished” by capital flight.”®

States can seize upon this logic to apply the standard policy prescription for
dealing with externalities: tax the externality in order to force producers to con-
sider the full range of its costs, so that pursuit of narrow self-interests and the so-
cial optimum again converge. Right now, there is clear evidence that there is
“too much” short term capital movement. The data suggest that 8o percent of all
foreign exchange transactions involve round trips that take place in less than a
week—and more than half of those in under two days.*” A small uniform tax on
foreign exchange transactions, known as the “Tobin Tax,” would have a much
larger effect on short- as opposed to long-term capital flows.®° It is a very modest
measure, and not the only way that states can reassert control over international
finance. It does represent a minimalist threshold —if states are unable to impose
a Tobin Tax, which would not “control” capital but simply afford some modest
policy autonomy—then there is good reason to question how well states are able
to pursue their interests in the contemporary international economy.

Regardless of the specific measure, realists must anticipate that states will try
to reassert control over capital flows. If international reform does not occur,
then individual states should be expected to take more dramatic measures. A
few short years ago there was no evidence to support any conclusion other than
the liberal view that financial liberalization was irreversible, and that interna-
tional institutions were important forces in driving these changes further.!
However, in the wake of the Asian financial crisis, an emerging battle is increas-
ingly visible.

The first sign that the tide has turned —that there will be, at least, a debate
over unmitigated financial globalization—is the emergence of a literature that
has challenged the efficiency of completely unregulated financial capital. The
credentials of some of these new critics of unlimited capital mobility are formi-
dable, and this will make them difficult to ignore. Jagdish Bhagwati, the distin-
guished Columbia University economist and noted champion of free trade, ar-
gues in “The Capital Myth” that while proponents of free trade have provided
evidence to support their claims, the supporters of free capital have not: :“The
weight of evidence and the force of logic point in the opposite direction, toward
restraints on capital flows. It is time to shift the burden of proof from those who
oppose to those who favor liberated capital.”%?

Harvard’s Dani Rodrik, whose analysis from a 100-country sample finds “no
evidence that countries without capital controls have grown faster, invested
more, or experienced lower inflation,” underscores Bhagwati’s challenge.®®
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These arguments have taken on added weight with the unexpected spread and
depth of the Asian financial crisis. Efforts by states in Asia to defend their cur-
rencies in an environment of capital mobility required interest rate increases
that exacerbated economic distress. This stimulated new interest in capital con-
trols, which, as Paul Krugman argued, would give states the ability to lower in-
terest rates and stimulate their economies. While still a minority position, there
is now, for the first time in many years, a debate over capital mobility.**

Possibly influenced by this debate, Malaysia introduced strict controls over
capital movements on September 1,1998.% Trade in the ringgit was banned and
new restrictions on foreign stock investors introduced.®® While the proponents
of capital controls might have preferred another champion than Malaysia’s
Prime Minister Mahathir, a reckless figure engaged in a bitter domestic politi-
cal struggle, Malaysia is the front line in the battle over capital control. It has
been noted that those countries which had controls in place before the crisis
emerged, such as Taiwan, have to date fared well, while those without controls
are closely monitoring the Malaysian experiment. It is still much too early to
tell, but initial signs are promising. The exchange rate has stabilized, making
business planning more feasible, the stock market rebounded quickly, gaining
so percent in the first week, and the government has announced interest rate
cuts in support of an aggressive pro-growth policy. While the foreign business
community has been less enthusiastic, this has not yet translated into action.
Intel recently reaffirmed its plans to spend $400 million to expand its Malaysian
operation.®”’

The world is clearly watching, and those with ringside seats: Thailand, In-
donesia, and the Philippines, are paying particularly close attention. If the
Malaysian experiment does not fail quickly, it is quite likely that Indonesia,
whose economy has been hard hit by high interest rates, will be the first to fol-
low Malaysia’s lead.%

The proponents of unregulated capital, however, are not merely spectators
in this drama. Stressing the “fundamentals” of an economy, their credo remains
“get the pricing right and hot money will take care of itself.”®” The fundamen-
talists remain in vogue in the business and academic community, and in control
of international institutions such as the International Monetary Fund.” In Sep-
tember 1996, IMF asserted that “international capital markets appear to have
become more resilient and are less likely to be a source of disturbances.””! Fol-
lowing this assumption, the Fund embarked upon a fundamental revision of its
charter, and in May 1997 announced plans to amend its constitution —the Arti-
cles of Agreement— “to make the promotion of capital account liberalization a
specific purpose of the IMF and give it jurisdiction over capital movements.””?
This would be a profound change in the very nature of the international econ-
omy. It is the opposite what the founding fathers of the IMF intended. They
thought that capital controls were necessary to assure the smooth functioning of
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an open international economy, and the Bretton Woods era, the “golden age of
capitalism,” was a period of ubiquitous capital control. Now, however, the IMF
has declared explicitly that “Forces of Globalization Must Be Embraced.” Its
new policy was has been repeatedly characterized as a proposition “to make un-
restricted capital flows a condition of membership in the global economy.””?

The position of the IMF has profound practical consequences. It is also of in-
terest to IR theorists. The amended IMF articles of agreement, once in place,
would be a dramatic change in the balance of power between states and inter-
national market forces, in an arena where the state has already experienced a
withering away of its autonomy. They represent triumphant liberalism spear-
headed by an international institution, a one-two punch that realists can not
easily shrug off. The alternative path is marked by some form of controls, coor-
dinated or not, on the mobility of short-term capital. What happens in response
to the Asian financial crisis may be decisive in determining which path is cho-
sen. This is clear to the guardians of the neoliberal consensus, some of whom,
according to the New York Times, have “quietly expressed the hope that his ex-
periment would fail so spectacularly that the smoldering ruins of the Malaysian
economy would act as a caution to other countries.” In particular, the nature of
China’s financial liberalization is at stake, and that in turn will have a formative
effect on the evolution of finance in the Asian region.”

REALIST POLITICAL ECONOMY
IN THE PACIFIC RIM

This essay has addressed some realist expectations with regard to the trajectory
of great-power relations in the Pacific. It is not intended as a comprehensive sur-
vey of the relevant issue areas, or a “test” of the realist approach to political
economy. Rather, it is an effort to elucidate and provide the criteria to evaluate
three specific theories that derive from a realist tradition, ones that yield distinct
expectations in the spheres of international trade, monetary, and financial rela-
tions. With regard to trade, it has been argued that while realist approaches
stress different motivations for state behavior, there are no distinct realist expec-
tations with regard to trade between the U.S and Japan and the between the
U.S. and China. Distinctly realist trade strategies do exist with regard to asym-
metric relations, and these should be relevant, especially in explaining Japanese
trade policy. One argument of this essay is that trade relations will not the best
place to look to gauge realist behavioral expectations, for three reasons. First,
while the international economy continues its broad expansion, trade is of rela-
tively decreasing significance. Second, arguments based on realist assumptions
require highly complex assessments of the relations between trade and the dif-
ferential rates of and composition of economic growth across states, and then of
the translation of those changes into military prowess and intentions. Third, re-
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alist expectations with regard to trade are likely to be overdetermined —that is,
consistent with theories derived from other traditions as well.

On the other hand, the monetary and financial spheres pose increasing chal-
lenges to state autonomy, and yield distinct realist behavioral expectations. Re-
alists must expect states to reassert greater control over these matters. Thus
while current conditions (Japan’s fragility, China’s inconvertibility, America’s
robust economy) have postponed monetary conflict, such conflict is likely to
characterize trans-Pacific monetary relations in the future. More imminent is
the realist prediction that states will re-regulate international capital flows.

Finally, speaking more broadly and speculatively about the prospects for re-
lations in region as a whole, two other realist theories yield some intriguing ex-
pectations. First, realist theories expect that China’s growing economic strength
will translate into greater external ambition.” But that “ambition” is under-
defined. If China becomes highly assertive and belligerent, we have, of course,
a very pessimistic assessment of the region’s prospects. But if China’s increasing
might is coupled with more subtle tactics, then the net result might be to facili-
tate greater cooperation among the other states in trade and money, following
the theories discussed above.

Second, realist expectations with regard to money and finance might also
leave room for optimism. The claims of some realists that trade interdepen-
dence leads to war has always sounded like a rhetorical overreaction to the lib-
eral argument that such ties promote peace.”® But shift the discussion—from
war to economic relations, from trade to money and finance and from interde-
pendence to globalization—and the realist view that states crave autonomy
yields another glimmer of optimism. Here the argument that increased eco-
nomic exposure leads to greater friction between states makes more sense. If the
realists are right, and states reassert some control over monetary and financial
flows, greater economic stability in the region might allow for enhanced eco-
nomic cooperation.
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