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INTRODUCTION
One Friday afternoon in May 2009, I got an e-mail inviting me to join a small group of economists and scholars “to exchange ideas and opinions on the current financial crisis” with China’s Vice Foreign Minister He Yafei. Seven days later, I found myself in a conference room at the Chinese Consulate on Twelfth Avenue in Manhattan, seated directly across from a tall, friendly Chinese diplomat in a well-tailored black suit. Following formal words of welcome delivered in lightly accented English, the smiling vice minister began the meeting with a question: “Now that the free market has failed,” he asked, “what do you think is the proper role for the state in the economy?”
His words hung in the air a moment. His mischievously matter-of-fact tone and the enormousness of his assumption almost drew a laugh from me. I caught myself in time, though I doubt my amusement would have offended him. His warmth was genuine, but the question was a serious one—and a quick glance at the headlines offered him plenty of corroborating evidence. For economists, signs of an impending meltdown had begun to accumulate in 2007, but the announcement on September 15, 2008, that the investment bank Lehman Brothers had filed for Chapter 11 bankruptcy protection ensured that the historic scale of the financial crisis could no longer be ignored. Within days, political officials in Washington had assumed responsibility for decisions normally made by markets in New York, a momentous shift in economic and financial power from America’s capital of finance to its capital of politics. On October 3, President George W. Bush signed the Emergency Economic Stabilization Act of 2008, creating the $700 billion Troubled Asset Relief Program. Evidence appeared that global recession had taken hold. As debate intensified over a stimulus package in early 2009, a new president, Barack Obama, warned that if Washington didn’t move quickly, America faced a catastrophe. Lawmakers answered the call with a $787 billion rescue plan.
He Yafei waited patiently for an answer. “Banks have clearly failed to regulate themselves, but that doesn’t demand that government permanently dominate the economy,” I responded. “Though I can see why political leaders might like the idea,” I thought to myself. Robert Hormats of Goldman Sachs, Don Hanna of Citigroup, economist Nouriel Roubini, and others added their views to the mix. Over the next ninety minutes, my American colleagues and I made our case, and Mr. He made his. Each side scored points, and we found some common ground. But as the meeting ended, it was clear we had argued the respective merits of two fundamentally incompatible sets of political and economic principles.
In meetings of much greater consequence now taking place around the world, this inability to agree on the proper role for the state in the performance of markets will change the way we live. The most obvious example comes from the transition from an international bargaining table dominated by heads of state of the G7 group of industrialized nations—all of them champions of free-market capitalism—toward a G20 model that acknowledges the need to allow relative free-market skeptics like China, Russia, Saudi Arabia, India, and others to join the conversation. By fall 2008, the G7 had become an irrelevant institution. The financial crisis made clear that no international body that includes Canada and Italy but excludes China and India can offer credible solutions to today’s most pressing transnational problems. In November, with financial panic taking hold in many parts of the world, G20 leaders met in Washington to hash out a workable emergency response. They met again in London in April 2009 to continue to try to negotiate. Today we’re living in a G20 world, and when leaders of free-market democracies diagnose what ails the global economy and prescribe their respective remedies, they now face the skeptical smile of He Yafei—and of all those across the table who believe that the free market has failed and that the state should play the leading role in national economic performance. That’s an enormous problem, one that will pose important challenges for the next several decades.
How did we get here? Didn’t the end of the Cold War signal the final victory of free-market capitalism? On December 25, 1991, a dazed Mikhail Gorbachev looked deeply into the lens of a single television camera and told his people that they were living in a new world. Proud that he had helped guide the Soviet people “toward the market economy,” he resigned as Soviet president, shuffled the papers before him, and waited for aides to signal that he was off the air. Six days later, the Soviet Union went out of business. Within three weeks, Chinese leader Deng Xiaoping had embarked on his famous “southern tour,” which created new momentum behind free-market reform in China. Within a year, even Fidel Castro had accepted the need for a little capitalist experimentation. Former Warsaw Pact states began the march toward membership in NATO and the European Union. Free-market capitalism looked to have permanently carried the day.
But as Russians discovered the hard way over the course of the 1990s, it’s a long step from a command economy to free-market capitalism. The successor to a state that had once determined which products would be produced in what quantities and how much buyers would pay for them found itself managing the largest estate sale in history. Clever (and sometimes ruthless) business moguls acquired enough overnight wealth to cast doubt on the question of who really ruled Russia. Ordinary citizens, scrambling to adapt and survive, saw a level of corruption, confusion, and chaos they had never imagined. This was not the sort of “mixed capitalism” found today in the United States or in Europe. This was a brand of laissez-faire, anything-goes capitalism in which markets were regulated by those with the most to gain from exploiting them. Little wonder, then, that as Boris Yeltsin prepared for retirement in 1999, public demand grew sharply across Russia for a return to “law and order.” Military and security officials led by a former KGB lieutenant colonel named Vladimir Putin stood ready to answer the call.
This is not simply Russia’s story. The fall of communism did not mark the triumph of free-market capitalism because it did not put an end to authoritarian government. Chinese state officials watched the Soviet collapse and Russia’s upheaval as if their survival depended on it, and they learned some important lessons. First, they recognized that if the Chinese Communist Party failed to generate prosperity for China’s people, its days were numbered. Second, they accepted that the state can’t simply mandate lasting economic growth. Only by releasing the entrepreneurial energies and innovation within its vast population could China thrive and the party survive. In short, China needed to embrace markets. Third, they saw that once this growth potential was unleashed, the party could only protect its monopoly hold on political power by ensuring that the state controlled as large a share as possible of the wealth that markets generate.
Nor is this simply China’s story. Authoritarian governments everywhere have learned to compete internationally by embracing market-driven capitalism. But if they leave it entirely to market forces to decide winners and losers from economic growth, they risk enabling those who might use that wealth to challenge their political power. Certain that command economies are doomed to fail but fearful that truly free markets will spin beyond their control, authoritarians have invented something new: state capitalism. In this system, governments use various kinds of state-owned companies to manage the exploitation of resources that they consider the state’s crown jewels and to create and maintain large numbers of jobs. They use select privately owned companies to dominate certain economic sectors. They use so-called sovereign wealth funds to invest their extra cash in ways that maximize the state’s profits. In all three cases, the state is using markets to create wealth that can be directed as political officials see fit. And in all three cases, the ultimate motive is not economic (maximizing growth) but political (maximizing the state’s power and the leadership’s chances of survival). This is a form of capitalism but one in which the state acts as the dominant economic player and uses markets primarily for political gain.
To illustrate the differences between a Soviet-style command economy and these various forms of capitalism, imagine a football game or soccer match. Command economics is a game in which the state tries to predetermine the final score by ensuring that all players, referees, and spectators faithfully perform their pre-assigned roles. It’s more a pageant than a sport. Post-Soviet Russian-style laissez-faire capitalism is a blood sport with few rules and referees who represent the competing interests of the spectators who wagered most on the outcome. The strongest dominate, and everyone else loses. Free-market capitalism is a game with referees who exist only to ensure proper enforcement of recognized rules and with players involved in genuine competition. Government’s only role is to ensure that the rules are written effectively and fairly. It’s an ideal, one to which most U.S. and European policy makers aspire. State capitalism is a match in which government controls most of the referees and enough of the players to improve its chances of determining the game’s outcome. Spectators profit from some limited level of genuine competition, but the state rigs the game to ensure that favored players have what they need to score the vast majority of points on its behalf.
This book is about the emergence of this new strand of capitalism and how it threatens free markets and the future of the global economy. The main characters are the men who rule China, Russia, and the Arab monarchies of the Persian Gulf. But as we’ll see in some detail, the apparent success of this new model has attracted imitators throughout much of the developing world. It’s the story of how, in the first decade of this new century, public wealth, public investment, and public ownership have made a stunning comeback. Governments dominate key domestic economic sectors. The oil companies they own now control three quarters of the world’s crude-oil reserves. They use state-owned and favored privately owned companies to intervene in global markets for aviation, shipping, power generation, arms production, telecommunications, metals, minerals, petrochemicals, and other industries. They own enormous investment funds that have quickly become vitally important sources of capital.
Chapter one tells the story of how all this happened. Chapter two offers a brief history of capitalism to uncover the roots of the current emerging conflict. Chapter three illustrates how state capitalism works. Chapter four reveals how and why governments in a dozen different countries use it, with special attention on China, Russia, Saudi Arabia, and the United Arab Emirates. Chapter five outlines why state capitalism threatens free markets and the future of the global economy. Chapter six details what those who believe in free-market capitalism can do about it.
CHAPTER ONE
The Rise of a New System
What we may be witnessing is not just the end of the Cold War, or the passing of a particular period of post-war history, but the end of history as such: that is, the end point of mankind’s ideological evolution and the universalization of Western liberal democracy as the final form of human government.
—FRANCIS FUKUYAMA , “The End of History”1
In championing globalization as the defining force in international politics and the global economy, we’ve spent the past several years writing obituaries for communism, for dictatorship, and even for the nation-state. Globalization is the single most important thing that governments and corporations could not afford to be wrong about over the past two decades. But on the obituaries, we’re one for three.
Communism is dead—though the Kims of North Korea and Castros of Cuba refuse to bury it. North Korea, with an economy about the size of Warren Buffett’s personal fortune, survives by blackmailing its neighbors with apocalyptic threats. Cuba gets by with a little help from an oil-rich friend in Venezuela. The political leaders of China and Vietnam are communist in name only. Both countries remain police states, but neither government has remained faithful to the Marxist/Leninist/ Maoist principles from which they once drew legitimacy. Until elections in 2009, local communists had enough popular support to scuttle many promarket reforms in India. Venezuela’s Hugo Chávez and Ecuador’s Rafael Correa brag of their socialist “revolutions,” but neither has gone much beyond nationalization of key industries. In Nicaragua, the Sandinistas’ second shot at power has pushed them to make peace with the private sector. But the clearest sign of communism’s demise came from the international financial crisis and the world’s first truly global recession (2008-2009). Many around the world (fairly or not) blamed the meltdown on American-style free-market capitalism. If the turmoil that these crises generated couldn’t breathe life into the communist corpse, it’s hard to imagine what could. Communism is dead, and there will be no resurrection.
Yet no one can credibly say the same for dictatorship. In 1989, as Eastern Europe’s communist states fell like dominoes and millions of Chinese students mounted a bold challenge to their government, writer Francis Fukuyama penned a provocative essay to support a surprising claim: that “history” had come to an end. He argued that though forms of government would continue to vary from place to place and that some countries had considerable catching up to do, mankind was moving toward consensus on the virtues of liberal democracy. Where authoritarian governments cling to power, the increasingly free flow of goods, services, capital, and labor would generate demand for freedoms of information, assembly, and expression—and for government that derives its powers from the consent of the governed. This was not to be simply the end of communism but eventually of all forms of dictatorship—and, by extension, of organized conflict among states. The essay quickly became the subject of intense debate.
Representative democracy has made considerable progress over the past two decades in the former communist states of Central and Eastern Europe, most of Latin America, in Indonesia, and post-apartheid South Africa. Though militaries still play a prominent role in the domestic politics of Turkey, Thailand, and Pakistan, all three now have popularly elected governments. India has remained the world’s most populous democracy for more than six decades. Democracy has made real progress from Mali and Malawi to Mongolia, from Botswana and Benin to Bhutan. But in China in 1989, demand for democracy careened headlong into a great wall as demonstrations in Tiananmen Square ended in a surge of state-sponsored violence. Today, the country’s 1.4 billion people are freer than they’ve ever been to determine how and where they will live, but they are still not free to directly challenge the ruling party’s monopoly control of domestic political power. In Russia, after the upheaval of the Yeltsin era in the 1990s, Vladimir Putin has consolidated political power in a very few hands. Outside of Iraq and Lebanon, there is little sign that democracy is on the march within any Arab state. In Iran, the heavy-handed state response to the protests that followed the 2009 presidential election demonstrated again the limits of Tehran’s tolerance for pluralism. Add North Korea, Cuba, Burma, Belarus, the five Central Asian republics, and dozens more states. In all these countries, state institutions, courts, and the media are not guardians of individual liberties but instruments of state power.
In 2008, the nonprofit organization Freedom House rated 121 of the world’s 193 countries as “electoral democracies,” but only 90 of them as “free” countries. In the same year, the Economist Intelligence Unit’s (EIU) Democracy Index classified just 30 of 167 countries as “full democracies,” 50 as “flawed democracies,” and 87 (accounting for about half the world’s population) as either “hybrid democracies” or “authoritarian” states. In fact, the EIU warned in its 2008 report that, “following a decades-long global trend in democratisation, the spread of democracy has come to a halt.”
Freedom House and the EIU acknowledge that democracy is defined in different ways; there is plenty of gray area between Norway and North Korea. The Freedom House survey focuses on the conduct of competitive multiparty elections that are transparent, free, and held on a regular basis. EIU adds respect for civil liberties, good governance, and measures of a society’s openness. Whatever the metric used, when definitions of democracy expand beyond the conduct of elections, the number of countries that have reached democracy’s final destination dwindles sharply.2 Dictatorship is alive and well.
The third obituary was for the nation-state, which a 1993 United Nations Human Development Report described as “too small for the big things and too big for the small things”3 and author Kenichi Ohmae dismissed in 1995 as a “nostalgic fiction.”4 To understand why some believed that nation-states were headed for history’s junkyard, it helps to define the word globalization. It’s essentially a catchall term for all the various processes by which ideas, information, people, money, goods, and services cross international borders at unprecedented speed. Together, these processes have created a much more integrated global economy through trade, foreign direct investment, large-scale capital flows, the construction of global supply chains, innovation in communications technologies, and mass migration. None of these individual elements is entirely new. Global trade has existed for centuries. But the multiplier effect these forces create and the velocity with which they move make this phenomenon qualitatively different from anything that has come before. Globalization, like capitalism, is powered by the individual impulses of billions of people. It is not the result of someone’s economic reform plan, and it can’t be reversed by decree.
In recent years, we’ve been seduced by an argument that goes something like this: It isn’t simply the Berlin Wall that has fallen; globalization’s relentless progress is ripping down all kinds of walls. All that movement across borders will eventually strip nation-states of their power, because governments will never be able to manage the international commercial, political, social, and environmental challenges that globalization creates. Even the governments of the world’s most reclusive states can’t lock their citizens away forever. If cell phones from China are now flowing into North Korea, what hope does any despot have of ever again fully isolating his people from the world or from one another?5 According to the theory, it’s not just the world’s most brittle regimes that won’t be able to respond effectively to changes wrought by globalization. Even the governments of the world’s wealthy democracies won’t be up to the task. The accelerating, round-the-clock, cross-border flow of information, people, products, and cash can only really be regulated on a regional (or even a global) scale. When governments gather to agree on new rules to regulate all this activity, they will have to accept changes that compromise their sovereignty. How can China’s leaders create economic growth without opening their once-isolated country to the power of the Internet? How can French legislators maintain rigid labor laws when workers from less prosperous corners of the European Union are free to enter the country and compete for jobs? Will America still be America when other countries own key U.S. assets and entire U.S. industries are outsourced to Asia and Africa? This cross-border traffic will undermine the integrity of the state in all kinds of ways. That’s the theory.
But advances in communications technology have not yet proven their ability to topple dictatorships. Sometime during 2009, the number of Chinese citizens online (more than 300 million) surpassed the total population of the United States. The Chinese government has so far kept technological pace via its “Great Firewall,” the system of filters and rerouters that restricts access to information on Taiwan, Tibet, Tiananmen Square, and other forbidden subjects. Foreign visitors to the Beijing Olympics in 2008 found a degree of online freedom unknown for most Chinese—though a lifting of many restrictions proved temporary. But when protests gripped Tibet in 2008 and race riots erupted between Muslim Uighurs and Han Chinese in Xinjiang province in 2009, the government quickly and efficiently restricted the flow of information into and out of the affected areas. In Iran in 2009, Facebook, Twitter, and text messaging helped shape our opinions of the Islamic Republic’s politics—but they did not change the outcome of its presidential election. For the moment at least, authoritarian governments have proven up to the challenge of restricting online speech. Furthermore, new communications technologies are not inherently prodemocracy. They’re simply a kind of force multiplier for messaging. If grassroots nationalism, fed by state propaganda, was a powerful force shaping public opinion in China or Russia before millions first logged on, the Internet will promote an unprecedented number of nationalist messages. Unless and until there is widespread, public demand for democracy, these new tools will simply be used for other purposes.
A wide variety of analysts, scholars, and authors warned that as a result of all this global traffic, national governments would eventually lose much of their decision-making power to organizations large and small. They would surrender sovereignty to supranational political institutions like the United Nations, European Union, International Criminal Court, International Monetary Fund, and World Bank, organizations that are not states, not sovereign, and not directly accountable to local voters. Over the past several years, we’ve seen the emergence of an alphabet soup of regional groups: Asia-Pacific Economic Cooperation (APEC), the Association of Southeast Asian Nations (ASEAN), the African Union (AU), the Commonwealth of Independent States (CIS), Mercosur (a South American trading bloc), the Shanghai Cooperation Organization (SCO), and many others. Most of these groups amount to little more than talk shops and “free trade blocs” in which plenty of trade barriers remain. Some include discussion of political, security, and defense cooperation. But these institutions continue to depend on the inclinations of those who govern their most powerful member states and on the political calculations that guide their actions. The G20 Group of Industrialized Nations is no different. The public officials seated at the negotiating table are concerned first with promoting the interests of their governments. Members of the North Atlantic Treaty Organization (NATO) are bound to treat an attack on one member as an attack on all, but that doesn’t mean that their elected leaders will ignore popular opinion at home when deciding how many troops to commit to NATO operations abroad. As we learned again during Russia’s war with Georgia in August 2008, the Organization for Security and Cooperation in Europe (OSCE) can’t prevent conflict when a single powerful member state, in this case Russia, stands in the way.6 Whenever UN officials are called on to defend institutional inaction on this or that problem, they usually remind critics that the organization is little more than an expression of the collective will of its member states. The intricate web of rules and regulations that make up the body of international law still depends on agreements among individual national governments. Only they can direct the resources needed to tackle transnational issues like climate change, nuclear non-proliferation, terrorism, and reform of the global financial system.
The twenty-seven-member European Union has become the world’s most successful multinational organization, because member states have surrendered control of several key levers of national power (like monetary policy) to achieve an unprecedented level of cooperation, peace, and security—and to create a free-trade zone that takes in more than 500 million people. Via its bureaucratic center, the European Commission, the union presents a single collective face in global trade negotiations. But on many important issues, the EU can’t override the veto of even a single member. Some members have opted out of core EU features like the Eurozone, where the euro is the official currency, and the Schengen agreement, which eliminates border controls between member states. And anyone who doubts that the nation-state lives on inside the European Union need only watch the crowd during a soccer match between Holland and Germany, England and France, or Portugal and Spain.
Then there was the threat from small organizations. After September 11, 2001, it appeared that militant groups and individuals empowered by globalization-assisted technological development could undermine a country’s sovereignty and inflict enormous political and economic damage with relatively low-cost terrorist attacks. Some have predicted the rise of the “global citizen” as a challenge to the nation-state. The logic is simple: If you no longer depend for information on news sources broadcasting or publishing within one country, if you can quickly and easily form electronic social networks with people all over the world, if outsourcing and the advent of the global supply chain allow you to work for a company that is headquartered ten thousand miles from your home, if travel to foreign countries becomes ever easier and more affordable, and if more members of your family live and work elsewhere, won’t these globalization-generated changes weaken the ties that bind you to any one country?
Maybe one day. But there is no evidence that those 300 million Chinese netizens have become any less Chinese since they first logged on. Much of what they wrote before, during, and after the 2008 Beijing Olympic Games suggests otherwise. In fact, in many ways, what they see and hear on the Internet may reinforce their sense of national identity as they decide for themselves where to travel online. Many of them have found clever ways to evade state censorship, and a few have become bolder in challenging their government to better provide for the Chinese people—though precious few are willing to openly challenge the Communist Party’s political authority.7 China’s vast online community exploded with wounded national pride in early 2008 as protesters in several countries targeted the Olympic torch to protest the actions of the Chinese government. In that moment, these were not citizens of the world. They were Chinese patriots. When governments provide citizens with security and opportunity, as the Chinese Communist party has done over the past several years, large numbers of people accept a common set of values, institutions, and laws—and define themselves in opposition to those who are governed by others.
The state’s most useful attribute is its ability to maintain order. In that sense, it has served the interests both of those who favor democracy and of those who don’t. For those who believe that government’s primary obligation is to protect the rights of each individual citizen, only the nation-state can provide a stable legal framework. For the vast majority of those who pledge loyalty to this presidential candidate or that political party, the deeper allegiance to the nation ensures that power can change hands peacefully. The nation-state also allows tyrants to project power and rally public support for their regimes. Faced with the advancing Nazi war machine and afraid that Leninist principles alone would not sustain his people’s determination to fight, Joseph Stalin donned a military uniform and appealed directly to Russian national pride. Saddam Hussein, Fidel Castro, and Venezuelan President Hugo Chávez have adopted much the same strategy when times are tough. Elected officials in liberal democracies regularly advance policy goals with public appeals to patriotism. Finally, for tribal, ethnic, or sectarian groups—whether Croats, Kurds, or Northern Ireland’s Catholics—achievement of an independent nation-state remains the most tangible form of universal recognition.
The Multinational Menace
No organization has been singled out as a threat to the nation-state more often or with more theatrical flair than the multinational corporation. In her 2000 book, No Logo, author Naomi Klein warned that “corporations have grown so big they have superseded government.”8 For a more colorful obituary of the nation-state, look back to one of the great American films of the 1970s. If you were around in 1976 to see Network when it was first released, you probably remember Ned Beatty as Arthur Jensen, standing in a darkened corporate boardroom and thundering at Peter Finch’s disturbed and cowering network news anchor, Howard Beale:
You are an old man who thinks in terms of nations and peoples. There are no nations; there are no peoples. There are no Russians. There are no Arabs. There is no third world. There is no West. . . . Am I getting through to you, Mr. Beale? You get up on your little 21-inch screen and howl about America and Democracy. There is no America. There is no democracy. There is only IBM and ITT and AT&T and DuPont, Dow, Union Carbide and Exxon. Those are the nations of the world today.
To see the film more than thirty years later and listen again to Paddy Chayefsky’s darkly comic Oscar-winning screenplay, so much of it seems painfully prophetic—the corporate takeover of American television news, the public fascination with reality TV, the mass marketing of public outrage. But Chayefsky was absolutely wrong about one thing: Multinational corporations have not made nations and governments irrelevant. Why did anyone think they might?
True, the largest of the multinational companies do have the money, resources, and influence to play a substantive role in international politics, and their ability to operate in multiple countries limits the capacity of any one government to regulate their actions. If an international conglomerate can operate in dozens of countries at once and headquarter wherever taxes and regulatory oversight are least burdensome, what chance do governments have to attract business and create new jobs? How can government fill state coffers with the tax revenue needed to provide services like security, schools, roads, ports, and other public goods?
The establishment of subsidiaries outside their home markets has helped companies avoid taxes, cut production costs, and target new customers. An explosion in the number of privately owned or publicly traded modern commercial powerhouses operating internationally began in the 1960s with McDonald’s selling burgers outside the U.S. market for the first time in 1967. Soon after, Japanese, German, French, and British brands began to challenge U.S. dominance. The removal of exchange controls in Europe and the sudden OPEC-generated oil profits after the 1973 oil crisis sharply increased the size of capital markets, tempting more banks and financial-service providers to go international. The growth of emerging markets, developing countries with newly dynamic economies, began to add hundreds of millions of new consumers to the global marketplace, creating unprecedented commercial opportunities in once-isolated states. Between the mid-1980s and mid-1990s, foreign direct investment by multinational corporations grew by about 30 percent per year.
In 2000, a report by the Institute for Policy Studies dropped a bombshell: Comparison of corporate sales of the largest multinational companies with the gross domestic products of the world’s wealthiest countries revealed that 51 of the world’s 100 largest economies were corporations; just 49 were countries.9 According to the report, General Motors had become bigger than Denmark, Daimler/Chrysler bigger than Poland, Mitsubishi bigger than Indonesia, Walmart bigger than Israel, and Sony bigger than Pakistan. In January 2006, a report from a respected commentator estimated that the top 100 multinationals collectively accounted for one third of world economic output and two thirds of global trade.10 In 2008, the UN’s World Investment Report noted that the number of multinational companies had grown from 7,250 in the late 1970s to more than 60,000 three decades later.11 These numbers set off alarm bells among critics of large corporations, who charged that they were using their enormous economic and political clout to destroy competition from small and medium-size businesses and to bribe or bully national governments into easing labor and pollution standards to help companies maximize profits at the expense of local workers and the environment.12 Multinational corporations, they warned, had outgrown the ability of governments to regulate their actions. As a result, the state would no longer be able to meet its first responsibility: to safeguard the rights and well-being of the individual.
The list of the world’s largest private companies continues to include familiar names from the United States, Europe, and Japan, but over the past decade, a wave of multinationals has begun to emerge from the developing world. Between 1990 and 2007, the percentage of global foreign direct investment originating in developing countries increased from about 5 percent to about 16 percent.13 Some of these companies are fully public or privately held companies: Hutchison Whampoa, New World Development Co., and Jardine Matheson in Hong Kong; Formosa Plastic Group, Taiwan Semiconductors, and Quanta Computers in Taiwan; and Samsung, Hyundai, and LG Corp. in South Korea. As Antoine van Agtmael, the man credited with coining the term emerging markets, noted in his 2007 book, The Emerging Markets Century: How a New Breed of World-Class Companies Is Overtaking the World, barely a single one of these companies would have been considered world class before 2000.14
The Rise of State Capitalism and the Future of the Free Market
Twenty years ago, the collapse of Eastern European and Soviet Communism drove a stake through the heart of the argument that governments could generate national prosperity through direct and active management of national economies. Communist China began to generate explosive economic growth only after its leadership began to experiment with market-based capitalism in the late 1970s. When the Soviet Union collapsed in the early 1990s, millions of Russians traded the black market for the free market. Governments privatized state-owned assets in India, Brazil, Turkey, and elsewhere. In America, Reagan administration officials preached the gospel of limited government so successfully that by 1996, a Democratic president used his State of the Union address to declare, “The era of big government is over.”15 In the 1980s, Western European governments followed British Prime Minister Margaret Thatcher’s lead in profitably privatizing hugely inefficient state enterprises in energy and power generation (oil, gas, coal, and nuclear), transport (national airlines, railways, and bus companies), and telecommunications. In the 1990s, they preached the virtues of free-market capitalism to their newly liberated Eastern European neighbors and began to integrate them into a single market. Global financial institutions pressed them to embrace U.S.-endorsed liberal economic theories, known collectively as the Washington Consensus.a
The results speak for themselves. Between 1980 and 2002, world trade more than tripled. The costs of doing business—especially in transportation and communications—fell sharply. Many protectionist barriers, like tariffs and import quotas, went the way of the Berlin Wall. Tariff rates (as a percentage of total import costs) were halved during this period in America, were more than halved in Europe, and fell by 80 percent in Canada. Following the 1948 inception of the General Agreement on Tariffs and Trade (GATT), eight rounds of talks helped create the World Trade Organization (WTO) in 1995. With 153 member states, the WTO promotes international trade and arbitrates commercial disputes. Both developed and developing countries have continued to protect inefficient and strategically vital economic areas, but liberalized trade policies in dozens of countries have added momentum behind the increasingly free flow of goods and services, sharpening competition, incentivizing innovation, and giving consumers all over the world better products at lower prices. By 2000, global foreign direct investment topped $1.4 trillion, a level not exceeded since. Multinational corporations and a host of smaller companies went global to both drive down production costs and target new customers: the hundreds of millions of people within emerging market states moving from poverty toward a middle-class lifestyle. Neither an economic slowdown in the early 1990s nor the damage wrought by the 9/11 attacks a decade later could challenge the dominance of the liberal economic model. Private wealth, private investment, and private enterprise appeared to have carried the day.
But as the sun sets on the first decade of the twenty-first century, that story has already become ancient history. The power of the state is back. Over the past decade, a new class of companies has pushed its way onto the international stage: enterprises that are owned or closely aligned with their home governments. By 2008, Mexico’s Cemex, now the world’s third-largest cement maker, was valued on par with Coca-Cola and owned more foreign assets than Dow Chemical or Alcoa. Brazil’s Companhia Vale do Rio Doce mining company (popularly known as Vale) claimed total assets worth more than traditional industry leaders like Roche, Anglo-American, and BHP Billiton.16 Cemex and Vale enjoy close ties with their respective governments, which allow them to protect their dominant commercial positions through hostile takeovers of smaller domestic competitors. Both companies are essentially privately owned “national champions.” Over the past several years, lists of the world’s largest companies published by Forbes, Fortune, and other publications have begun to feature state-owned energy giants like China National Petroleum Corporation, Petro China, Sinopec, Brazil’s Petrobras, Mexico’s Pemex, and Russia’s Rosneft and Gazprom. This trend toward ever larger state-owned enterprises is not just an energy phenomenon. By 2008, China Mobile claimed the largest number of mobile phone subscribers in the world (488 million). These are not traditional multinational companies, because those who run them answer first to political masters, not shareholders.
Between 2004 and the start of 2008, 117 state-owned and public companies from Brazil, Russia, India, and China (the so-called BRIC countries) appeared for the first time on the Forbes Global 2000 list of the world’s largest companies, measured by sales, profits, assets, and market value. A total of 239 U.S., Japanese, British, and German companies fell off the list. The percentage market value of this latter group of companies dropped from 70 percent to 50 percent over those four years; the value of the BRIC-based companies rose from 4 percent to 16 percent. The corporate failures and government bailouts of 2008-2009 accelerated the trend. Following the meltdown and takeover of many large U.S., British, and other banks, Bloomberg News reported in early 2009 that three of the world’s four largest banks by market capitalization were state-owned Chinese firms—Industrial and Commercial Bank of China (ICBC), China Construction, and Bank of China. The 2009 Forbes Global 2000 listed ICBC, China Mobile, and Petro China among the world’s five largest companies by market value. In other words, privately owned Western multinationals are in no danger of replacing the nation-state as the primary actor in international politics and global markets, because the state now owns and operates some of their largest competitors.
Over the past decade, the governments of several developing countries have worked to ensure that valuable national assets remain in state hands and that governments maintain enough leverage within their domestic economies to safeguard their survival. In some cases, they’ve used state-owned energy companies to amass wealth or to secure access to the long-term supplies of oil and gas that their still-vulnerable economies will need to fuel further growth. They have created wealth funds from pools of excess capital and have begun to make strategic investments beyond their borders.
In 2008, this trend toward greater state power reached a tipping point. During the financial crisis and global recession, an enormous market meltdown that provided globalization with its first true stress test, political officials in both the developed and the developing worlds seized responsibility for decisions that are usually left to market forces—and on a scale not seen in decades. Governments around the world responded to the implosion of major financial institutions and key economic sectors with massive doses of state spending meant to kick-start growth and, in some cases, to bail out companies considered “too big to fail.” States grabbed control of firms once considered industry flagships. They did all this because they believed it was necessary—and because no one else could do it. During the financial crisis and its aftermath, this dynamic generated a massive shift in financial decision-making power from New York to Washington. In fact, a transfer of market power from capitals of finance to capitals of political power took place all over the world—from Shanghai to Beijing, São Paulo to Brasilia, Mumbai to Delhi, Sydney to Canberra, and Dubai to Abu Dhabi. The trend was also apparent within cities where finance and politics coincide—London, Paris, Berlin, Tokyo, and Moscow.
This is an enormously important change. In emerging market countries, political factors still matter at least as much as economic fundamentals for the performance of markets. That’s a useful way of understanding the intersection of politics and economics within China, Russia, India, Brazil, Turkey, Mexico, and many other increasingly influential international players. The financial crisis pushed America, Britain, and Japan in that same direction—and a global audience increasingly skeptical of free-market capitalism’s ability to generate sustainable, long-term prosperity is watching closely. Their massive state-managed injections of capital were necessary to refloat a global economy unhinged by a massive failure to regulate international financial flows. Market advocates will now have to work that much harder to persuade skeptics that the world’s richest states remain committed to free-market capitalism.
On both sides of the Atlantic, political officials say they’ve tried to rescue drowning banks and economically vital private-sector companies to breathe new life into them—before releasing them again to swim on their own. They insist they will claim victory only when all those they’ve saved no longer need them. But this is not how political decision makers in China, Russia, and many other emerging markets see their roles in the future of their domestic economies. Their words and actions reveal that they believe that public wealth, public investment and public enterprise offer the surest path toward politically sustainable economic development. These governments will continue to micromanage entire sectors of their economies to promote national interests and to protect their domestic political standing. Their market clout is growing. Governments own the oil and gas companies that now control the lion’s share of global reserves. They own (or actively favor) companies in direct competition with Western multinationals in power generation, telecommunications, mining, arms production, automotives, and aviation. They own and operate investment portfolios—including sovereign wealth funds—that are fast becoming a key contributor to global capital flows.
State capitalism is not the reemergence of socialist central planning in a twenty-first-century package. It is a form of bureaucratically engineered capitalism particular to each government that practices it. It’s a system in which the state dominates markets primarily for political gain. As this trend develops, it will generate friction in international politics and distortions in global economic performance. There are times when governments must protect citizens from the worst effects of underregulated markets. But over the longer term, there is no evidence that political officials regulate economic activity better than market forces can. When U.S. policy makers temporarily seize responsibility for decisions on how best to value assets and allocate resources, they inject short-term waste, inefficiency, and bureaucracy into domestic and global markets. But when officials in several of the world’s most dynamic emerging markets embrace this system as a long-term means of protecting their political survival, they undermine the power of the global economic system to generate sustainable growth.
For the moment, many of the governments that practice state capitalism have profited from it—both economically and politically. This might encourage some of them to rely for future growth less on commercial ties with the United States and more on one another. If so, this trend will have important consequences for America’s global political influence and the longer-term health of the U.S. economy. Does state capitalism doom the United States and China to some form of direct conflict? Will it fundamentally undermine globalization—the system that has lifted hundreds of millions out of poverty and into an emerging global middle class? Is state capitalism sustainable? If politicians fail to keep their promises to consistently generate jobs and long-term prosperity for fast-growing middle classes, will state capitalism go the way of communism? Are we on the verge of a new global struggle—one that pits free-market capitalists and state capitalists in a battle to win over countries that might still tip either way? If so, who will win?
These are the questions that will determine the future of international politics and the global economy over the next decade.
CHAPTER TWO
A Brief History of Capitalism
A government that robs Peter to pay Paul can always depend on the support of Paul.
—GEORGE BERNARD SHAW
To understand why so many governments are embracing a state-dominated form of capitalism and why this trend threatens free markets and the future of the global economy, we need to take a closer look at capitalism itself. Political philosopher Kenneth Minogue once defined capitalism as “what people do if you leave them alone.” It’s a turn of phrase that captures the freedom and personal empowerment that many of us imagine when thinking about the only economic system proven over time to generate sustainable prosperity. But capitalism takes many forms, and freedom is a relative concept. For our purposes, capitalism is the use of wealth to create more wealth, a broad enough definition to capture both free-market and state capitalism. Generally speaking, in a capitalist economic system, most means of production—labor, land, and capital—are privately owned and traded. Money is the measurable, universally accepted means of exchange. Individuals and privately owned institutions make most of the decisions on what to buy and how much to pay, what to make and how much to charge, how much to save and where to invest. Collectively, these decisions create and sustain markets. But even this broader (simplistic) definition allows for variations, differences that are determined by the extent of government involvement in all these decisions.
Those who believe in pure or laissez-faire capitalism argue that while the buyers and sellers are buying and selling, the state should mind its own business. Beyond enforcing contracts and protecting property rights, governments enable capitalism by staying out of its way. Adam Smith, the oft-quoted father of modern capitalism, wrote in The Wealth of Nations (1776) of the unintended benefits that society derived from individual greed:
By directing that industry in such a manner as its produce may be of the greatest value, he intends only his own gain, and he is in this, as in many other cases, led by an invisible hand to promote an end which was no part of his intention.1
Some students of Smith’s writings might qualify this point with a reference to his earlier work, The Theory of Moral Sentiments (1759), in which he argues that
there are evidently some principles in [man’s] nature which interest him in the fortunes of others, and render their happiness necessary to him, though he derives nothing from it.2
Advocates of pure capitalism insist that the “invisible hand” must be allowed to work its magic—and that any effort by government to guide its actions can only burden markets and distort their natural operation. Others argue that his writings on morality and natural empathy suggest that Smith would reject much of the libertarian dogma justified in his name. In any case, pure capitalism has never existed in the real world, and only the most ideologically committed of economic anarchists believe that it should. Markets can’t meet every human need, fear and greed ensure that markets will never work perfectly, and no market participant enjoys perfect information.
Market failure didn’t begin with the global recession of 2009, the bank failures of 2008, the credit crunch of 2007, the savings-and-loan crisis of the 1980s,3 or even the stock market crash of 1929. Those investing heavily in the South Sea Company in 1720, the victims of irrational exuberance over the firm’s monopoly on trade in the South Seas, might have saved themselves some heartache had they learned the lessons of the Dutch tulip mania of 1637.4 Each successive market meltdown creates a temporary surge of momentum behind government efforts to ensure that it never happens again. That’s why the state’s role in enabling modern capitalism extends well beyond the provision of a social safety net. Even in America, home to many a free-market champion, government is expected to referee the game to ensure that players observe the rules, to serve as lender and guarantor of last resort, and to provide public goods like national defense, a criminal-justice system, public education, environmental protection, health insurance for the elderly and poor, air-traffic control, and disaster relief. These services are too important to social well-being to entrust them to private enterprise.
This combination of free-market competition and limited government intervention creates a “mixed” capitalist economy. The dominant model among developed countries since the end of World War II, its influence has spread around the world since the collapse of the Communist bloc two decades ago. There are variations within even this single category of capitalism, because some states involve themselves in their domestic economies much more often and more directly than others. Yet all mixed capitalist systems share faith in the principle that only free markets can generate long-term prosperity and that government should never become the dominant player in an economy. State capitalism represents a direct challenge to that belief.
Capitalism and Political Free Markets
It’s not mere coincidence that Adam Smith published The Wealth of Nations in the same year that America’s founders signed their Declaration of Independence from Britain. The movement that eighteenth-century philosopher Immanuel Kant called the Enlightenment inspired all sorts of people to demand all sorts of freedoms—both economic and political—from priests, lords, and kings. Modern capitalism began to take shape as the Industrial Revolution transformed economies from dependence on manual labor to more dynamic models based on mechanized farming and manufacturing. The Industrial Revolution’s inventions and practices (mass employment in single factories, for example) spread quickly throughout Europe, its colonies, and the United States, empowering economic creativity and output on an unprecedented scale. More people than ever built a genuine stake in their domestic economies. A share of wealth (however modest) provided a broad range of citizens with a compelling incentive to demand better government, and emerging elites on both sides of the Atlantic insisted that taxation entitled them to political representation. Autocrats reluctantly accepted new political entitlements, giving birth to a more mature social contract between leaders and those they led. The right to vote spread gradually. In the nineteenth century, economic development created opportunities for the growth of ideologically delineated political parties and movements for social reform that fought to abolish slavery, mandate standards for working conditions, establish child-labor laws, and create universal primary education and mass sanitation. In the twentieth century, economic opportunities spurred demand for political rights for women, labor representation and collective bargaining, and an end to various forms of discrimination.
Over time, political scientists, economists, and sociologists discovered a trend in the European and American heartlands of modern capitalism. Free markets, they argued, produced greater prosperity; prosperity created middle classes; middle classes demanded better government. “Better government” implied more open government, the right of citizens to know much more about what their elected representatives were up to and to hold them accountable—at the ballot box and even in court. Transparency and accountability were essential for the proper functioning of free markets. The basic economic freedoms that underpin capitalism became conceptually inseparable from core political liberties. At the heart of both lay the conviction that no person or institution can exercise these rights on someone else’s behalf. They’re not on loan from government, and the state has no right to revoke them. A marketplace for goods and services needs a marketplace for ideas. In other words, economic free markets function best within the supportive embrace of a political free market, because the full exercise of economic freedom depends on public access to information, a court system and a press that are independent of government, freedoms of speech and assembly, broad access to higher education, and the freedoms to travel and trade.
Practitioners of state capitalism don’t agree.
What’s in a Name?
The term state capitalism hasn’t yet caught on, but it isn’t new. It probably had its debut during a speech by Wilhelm Liebknecht, a founder of German social democracy, in August 1896. Before Marxism took on undeniable geopolitical significance following the Bolshevik Revolution in October 1917, it was the object of a seemingly endless series of heated internal debates. Some, like Liebknecht, railed against the half measures of those who failed to denounce capitalism forcefully enough. Liebknecht assured a socialist congress in Paris that, “Nobody has shown more distinctively than I that State Socialism is really State Capitalism.”5 He was arguing that it’s not enough for the state to seize the means of production. It must surrender political power to the proletariat. Once Marxism gained a real-world foothold following the creation of the Soviet Union in 1922, this debate began to get ugly.
Liebknecht was long dead by the 1920s, but the argument gained new force among some within the Bolshevik elite. “We waged revolution on behalf of the working class,” they argued. “If the state is now to run the new economy, hasn’t the working class simply inherited new masters?” Thus was born the first common use of the phrase state capitalism, a term of abuse favored by those who worried that leading Bolsheviks weren’t communist enough. As early as 1922, Austrian economist Ludwig von Mises, a later hero of the libertarian movement, identified and attacked this usage:
The Socialist movement takes great pains to circulate frequently new labels for its ideally constructed state. Each worn-out label is replaced by another which raises hopes of an ultimate solution to the insoluble basic problem of Socialism—until it becomes obvious that nothing has changed but the name. The most recent slogan is “state capitalism.” 6
Describing the Soviet experiment as a “revolution betrayed” in 1934, Leon Trotsky warned that state capitalism “has the advantage that nobody knows exactly what it means,” arguing that it “conceals the enigma of the Soviet regime.”7 This debate continued through Joseph Stalin’s purges and World War II, but it attracted virtually no attention outside the communist movement. The term then reappeared in headline form when Soviet leader Nikita Khrushchev denounced Stalin during a speech in February 1956. A divide began to develop between Khrushchev and Chinese leader Mao Zedong, who increasingly asserted China’s leadership for the communist world. From 1956 until the late 1970s, China’s Communist Party often used state capitalism much as Liebknecht and Trotsky had—to spit at those who practiced an impure form of socialism. Ironically, a few among the world’s dwindling band of hard-line Maoists now use the term to condemn China’s economic reforms of the past thirty years.
Some committed capitalists used the phrase to attack socialism from the other side. Murray Rothbard, a disciple of von Mises, attached it to Nazi economic management in Germany, fascist rule in Italy during the 1930s, and the postwar economies of the Soviet bloc. For Rothbard, state capitalism was the economic equivalent of political tyranny—and an invention that could only survive within a totalitarian political system. He argued that free-market capitalism is to state capitalism as “voluntary mutual exchange” is to a “hold-up at gunpoint.” He considered laissez-faire capitalism an efficient and self-replenishing network of small exchanges of goods or services based on free will, including a buyer’s right to refuse new exchanges if the first one left him unsatisfied. All taxation was “purely and pristinely robbery.” He forecast the inevitable self-destruction of central economic planning and insisted that free-market capitalism was “the only moral and by far the most productive system [and] the only viable system for mankind in the industrial era.”8
Beyond Rothbard, there are three ways in which the term state capitalism has been used over the years within the free-market world. First, the term is sometimes used to describe a system in which government allows privately owned companies to monopolize entire industrial sectors. In late nineteenth-century America, the men who built enormous private-sector monopolies (and near monopolies) in oil, shipping, railroads, banking, and the telegraph cultivated close relations with senior officials in Washington. That’s in part how the Carnegies, Rockefellers, Vanderbilts, J. P. Morgan, and others amassed considerable fortunes. The backlash against state-sanctioned monopolies culminated in antitrust laws—most of which, in one form or another, remain in place today.
Second, the term is sometimes used to describe the ways in which governments commandeer free-market economies during wartime. Many leading German, French, and British companies remained in private hands at the outbreak of World War I, but as a conflict many expected would end quickly settled into a costly stalemate, governments were forced to adopt a high degree of central economic planning. The mobilization of national resources during World War II benefited what outgoing President Dwight Eisenhower christened the military-industrial complex in 1961.9 All governments, including those presiding over a relatively free market, provide for the defense of the country’s territorial integrity. b In the process, they create space for a state-guaranteed market in which privately owned defense companies can develop a privileged position, distorting the competitive playing field. Security provisions which make many defense-related technologies secret and require time-consuming security clearances for some private-sector employees make it all but impossible for smaller firms to enter the market.
Third, state capitalism sometimes involves the choice of political officials in a free-market democracy to keep particular industries in public hands. Before Margaret Thatcher privatized a long list of large companies, British Airways, British Gas, British Steel, British Telecom, and British Petroleum, as well as large shipbuilders, regional water and electricity companies, airport operators, parts of the nuclear and coal industries, and even Rolls-Royce were all publicly owned. Even Thatcher would not privatize Britain’s National Health Service, however, which remains Europe’s largest employer with more than 1.5 million names on the payroll.
Mercantilism
Had the fall of the Berlin Wall truly marked the final triumph of free-market democracy, the term state capitalism might have quietly passed from the scene. But these words have now taken on a distinctly new meaning, one that will become enormously important for international politics and the global economy over the next ten years. This book defines twenty-first-century state capitalism as “a system in which the state plays the role of leading economic actor and uses markets primarily for political gain.” But to really understand the roots of this phenomenon, it’s useful to look briefly at an earlier version of it—one that revolutionized economic life and defined the prevailing order for nearly three hundred years.
Mercantilism is economic nationalism for the purpose of building a wealthy and powerful state.10 The preeminent global economic model from the early sixteenth until the late eighteenth century, it’s an economic system in which governments use state regulation to amass national wealth and power at the expense of all other governments. In postfeudal Europe, mercantilism was based on two false assumptions. First, mercantilists believed that a nation’s wealth was exactly equal to the money and other treasure it controlled. Precious metals, especially gold, were the period’s most widely accepted measure of wealth. As Adam Smith, the system’s most famous critic, put it, mercantilism was based on “a popular folly of confusing wealth with money,” leading to the conclusion that any increase in the money supply, namely bullion, made everyone richer. Second, mercantilists assumed that the total volume of global wealth—and therefore of international trade—was fixed. They believed that the pie could not grow larger and that success meant securing the largest possible slice. Trade was practiced as a zero-sum game, and because one country could only gain at another’s expense, commercial relations were bound to spark conflict.
These two assumptions led to a single dominant national objective: to accumulate precious metals through a positive balance of trade. The importance of maximizing exports while minimizing imports became an article of faith. The aim was to control trade via a few large monopolies that could be managed and monitored by state officials; via captive overseas markets, called crown colonies, which were barred from trading directly with others; and via a host of other protectionist measures, like punitive tariffs on imports, particularly of finished goods. At home, government promoted national self-reliance as a defense against dependence on potentially hostile foreigners. In particular, governments championed domestic industries that produced essential goods like clothing, candles, and food.
Mercantilism was much more capitalist than Marxist, because it drew inspiration from the basic human drive for security through the accumulation of wealth. This sword and shield of gold were expected to make the nation richer, less vulnerable, and more powerful. But over time, those who profited from the growing bureaucracies that were needed to administer this system developed an interest in growing their personal power and privileges. The corporate state became more expensive, producing higher taxes, greater unrest and insecurity, and deeper state dependence on the bureaucracy. The wealthiest and most powerful among the merchant class fought to preserve their state-guaranteed competitive advantages by forming alliances with well-placed bureaucrats, whose role expanded into mutually profitable enforcement of an ever-expanding web of state regulations.
Why the preoccupation with gold? There was no obvious alternative. The world had no internationally accepted global reserve currency. National currencies were barely exchangeable. But wherever they traveled, even among the most primitive societies, mercantilists encountered the universal human fascination with precious metals. Generally speaking, Europe’s mercantilists had two methods of increasing their stockpiles: by building a positive trade balance (more gold coming in than going out) and by conquering the lands where new reserves were discovered. The latter was a powerful incentive for financing an age of exploration. Privately funded ventures like the merchant Marco Polo’s gave way to state-subsidized projects led by explorers like Columbus, Vasco da Gama, John Cabot, and Magellan, men charged with opening new trade routes and helping their benefactors amass new wealth—and in some cases, new territory. The acquisition of new land brought fresh supplies of raw materials with which to produce goods for export in return for more gold. Conflicts over trade routes and colonies became inevitable.11 So did transatlantic slavery. Growing bureaucracies, colonialism, and trade competition stoked conflicts. To thwart the efforts of competitors to build a positive trade balance, mercantilist governments imposed tariffs, taxes, and quotas on imports, particularly of manufactured goods, while promoting the interests of their export merchants through subsidies, tax rebates, and monopoly licenses. Monarchs commissioned the construction of ever-larger cargo ships to carry more goods at lower cost. The ships charged with protecting them became larger too. Budgets swelled, sometimes forcing the imposition of still higher taxes. Navies became as important as armies as symbols of political power.
In the commercial realm, monopolies ruled. Kings and queens provided a few companies with letters patent, exclusive rights to act in the monarch’s name. The British and Dutch East India companies were set up within two years of each other at the very start of the seventeenth century. These were privately owned companies, issuing stock, with a board of directors chosen from among shareholders. But they were also royally commissioned and enjoyed exclusive privileges, partnerships of political and commercial elites that were essentially the earliest examples of government-backed “national champions.” Denmark, Sweden, and France followed the leaders, creating similar companies as trading monopolies, but the British and Dutch versions were by far the most successful. For most of the seventeenth century, the Dutch company paid its shareholders annual dividends of between 10 percent and 60 percent. It was a central player in a series of Dutch-Spanish wars over six decades that eventually forced the Portuguese (then united with Spain) from much of present-day Indonesia and Indian coastal regions and established a global monopoly of the spice trade. In 1652, the Dutch East India Company established the first European settlement in South Africa. This is the company that discovered and settled New York, then known as New Amsterdam, before ceding it to the British.12
The British East India Company was even more successful. Oliver Cromwell’s government granted it monopoly rights13 to trade with India in 1657, and the company then effectively became the unchallenged sovereign power in much of India for more than a century. The company maintained its own administrative bureaucracy, militia, and navy, which at times were larger than Britain’s. When the British government formally took political control of India in 1784, it made East India Company director Warren Hastings its first governor-general and allowed the company some governmental and military functions for another fifty years. The British East India Company also enjoyed a monopoly on trade with China and purchased Singapore in 1819. When commercial rivals appeared, it either crushed them or bought them out.
Political policy makers bolstered these companies. The British Acts of Trade of the second half of the seventeenth century (also known as the Navigation Acts) decreed that only English ships with mostly English crews could transport foreign goods to and from England and its colonies. All colonial trade with countries outside the empire had to pass first through English ports, where taxes were to be paid on particular commodities like sugar, indigo, rice, and tobacco. These laws contributed directly to more than a century of Anglo-Dutch wars, which started one year after the first act effectively excluded the Dutch from the transportation of all products traded with England and its emerging empire. The laws also planted the seed of rebellion in the American colonies by forcing colonists to buy relatively expensive sugar from the British West Indies and, more famously, by giving the East India Company a monopoly on the duty-free import of tea. But the laws did have some positive effects for England: Even Adam Smith praised their role in creating a military and economic superpower by promoting the need for a huge merchant fleet with a large enough navy to protect it.14
What of the merchants themselves? By their own accounts, they were hard-nosed realists. At times, they considered themselves warriors on the front lines of a great national effort to secure a larger share of the world’s wealth. Some claimed that they were bringing God, civilization, and modernity to primitive peoples. Many of them flaunted their good fortune, building opulent homes filled with the sorts of prizes found only at the edge of the world. The most successful of them used their political influence and personal connections to rig the game to their advantage.
These were the first state capitalists.
The End of Mercantilism
There are several reasons why, by the end of the eighteenth century, mercantilism had begun to die. As transportation over land and sea became easier and more common, governments discovered that banning the import of certain products could not prevent large-scale smuggling. As a broader range of citizens began to gain political influence, it also became more difficult to defend lucrative monopolies against those, including some political officials, who demanded a piece of the action. Finally, the Industrial Revolution mechanized manufacturing on an unprecedented scale, sharply expanding society’s productive potential. For all these reasons, it became increasingly obvious that, over time, governments would have much less control over the flow of commerce.
In the late eighteenth century, mercantilism came under attack from Adam Smith, David Hume, and others.15 Taken to its logical extreme, a growing chorus of critics argued, mercantilism could not be sustained. There could never be a world in which everyone exports and no one imports. Smith insisted that producers could not rely indefinitely on a system that cheated consumers by depriving them of choices. He argued that when every individual and every nation produces within the area of its comparative advantage, allowing specialization and competition to produce better products at less expense, trade can benefit all who participate in it. Smith, Hume, and others also ridiculed the assumption that an increase in the money supply enriched all of society. They demonstrated that a country that hoards gold would eventually have so much of it that its value relative to other goods would fall—and that countries that lacked gold couldn’t afford to buy the products that gold-rich nations wanted to export.
The system didn’t die everywhere at once. In the nineteenth century, Britain shed mercantilism to become the world’s leading proponent of free markets and free trade. Others, including Bismarck’s Germany and the United States, lagged behind. Basing his views on Alexander Hamilton’s philosophical support for mercantilism,16 Abraham Lincoln often championed protectionism.17 The post-Civil War period was marked by trade barriers and internal monopolies. In the late nineteenth and early twentieth centuries, the United States caught the free market wave, overtook all others, and built what is still the world’s leading economy. Over the past century, America has remained closer than any other major economy to the laissez-faire end of the market spectrum, but state intervention has helped successive U.S. governments survive free-market excesses, from the Great Depression of the 1930s to the financial crisis of 2008.
Even in the greatest economic boom times, no populous country has ever embraced pure free-market capitalism. All have adopted some form of regulated free-market capitalist system. The debate now revolves around the relative merits of the Keynesian view that increased government spending and reduced interest rates can stimulate demand, minimize unemployment, and return a damaged economy toward its natural equilibrium. In fact, John Maynard Keynes approved of some aspects of mercantilism, arguing that a trade surplus could spur demand growth and increase the national wealth.18 Few Western economists argue that mercantilism is the wave of the future, but elements of the system remain with us, and state capitalism has given them new life.
Mercantilism and State Capitalism
State capitalism is not simply twenty-first-century mercantilism. To believe that the size of the global economy is fixed and that one nation’s gain must be another’s loss is to have missed two centuries of growth. As the World Trade Organization (WTO) puts it, “The data show a definite statistical link between freer trade and economic growth. . . . Liberal trade policies—those that allow the unrestricted flow of goods and services—sharpen competition, motivate innovation and breed success.” 19 Today, no one in charge in any of the world’s leading industrial nations doubts the power of trade and investment to fuel prosperity in several countries at once. Just as a Western financial crisis was generating a global recession, leaders of the G20 nations gathered in London in April 2009 to discuss how they might cooperate to turn things around. Following their summit meeting, even Hu Jintao and Dmitry Medvedev, presidents of China and Russia, the world’s leading practitioners of state capitalism, signed on to a communiqué that read: “World trade growth has underpinned rising prosperity for half a century. We will not repeat the historic mistakes of protectionism of previous eras.”
Pledges aside, the numbers tell the story. According to the WTO, the volume of merchandise exports increased from $59 billion in 1948 to $13.62 trillion in 2007. More than half of that growth has come since 2000, and trade in services has more than doubled in value over the same period. Economic growth will always be cyclical and uneven, but these statistics reflect changes in global politics. After the collapse of large-scale command economics in the late 1980s, former communist and other emerging markets began to integrate more fully into the global economy. The volume of world trade grew at just under 20 percent in 1995 alone and just over 20 percent in 2004. China’s share of global trade has increased about tenfold since its free-market reforms began in the late 1970s, from about 0.7 percent to 7.7 percent. The growth of emerging-market countries and their export markets has cut America’s total share of the global merchandise export market in half over the past sixty years, from 28 percent to about 14 percent.20 In other words, many more countries have embraced capitalism in recent years, and most of the world’s international financial institutions reflect the change.21
Mercantilism is dead, but its influence continues. Governments are again intervening in their economies to promote declared national interests, and they have found subtler and more effective ways to practice protectionism. Even states considered among the world’s foremost advocates of trade liberalization and free-market capitalism refuse to yield ground on especially sensitive trade issues. The European Union, the world’s largest trading bloc, continues to use import tariffs to protect its farmers against products that European consumers could buy for less from the developing world.22 The EU’s agricultural policies are in some ways a legacy of extreme wartime food shortages. But decades later, local farmers and food remain powerful symbols of a nation’s heritage. Today, the financing of agricultural subsidies and tariffs still amounts to more than 40 percent of EU spending—on a sector that employs less than 5 percent of its population. When Europeans argue that developing states should liberalize their trade practices, the governments of those countries often counter that their own “food security” is under greater threat than in any rich-world country and that protectionism is therefore to be expected. State-capitalist governments—and those most likely to adopt state capitalism in the future—use these arguments to justify their own interventions and to argue for the merits of their economic model. This is where the history of mercantilism provides insight for today’s global economy and where it might be headed. Those who favor free-market capitalism argue that competition and trade generate prosperity at home but also serve the general good. As with mercantilism, state capitalists use markets to build state power. Forced to choose between protection of the rights of the individual, economic productivity, and the principle of consumer choice, on the one hand, and the achievement of political goals, on the other, state capitalists will choose the latter every time. They reason that if political survival doesn’t depend on this choice today, it might tomorrow.
The Western financial crisis and global recession created serious threats for China’s political stability. How did its central government respond? First, aware that the downturn in America, Europe, and Japan had deprived Chinese manufacturers of some of their biggest customers, Chinese officials spent a significant portion of a $586 billion stimulus package to subsidize the export sector’s survival. The global recession had already forced large numbers of Chinese manufacturers to halt operations and put workers on the street. Subsidies were designed to prevent more closings—and to minimize the risk that millions more unemployed migrant workers might generate civil unrest that threatened political stability. Second, just as mercantilists worked to maintain a positive trade balance, the Chinese government has invented new ways to limit imports through sometimes hidden forms of protectionism that shelter favored companies and manage the flow of capital. Third, just as mercantilists hoarded gold, the leadership manages the value of China’s currency to spur exports and increase its holdings in foreign reserves—cash that can then be used to advance China’s interests around the world. Mercantilists relied on colonialism to provide the raw materials needed to fuel further growth. Likewise, China’s twenty-first-century foreign policy is designed to lock down the long-term supplies of oil, gas, metals, minerals, and other commodities needed to fuel China’s continued economic expansion, to generate prosperity at home, and to safeguard the Chinese Communist Party’s political capital.
Among the world’s leading state capitalists—China, Russia, and Saudi Arabia—politically connected modern mercantilists profit from close ties with institutions (like the Chinese Communist Party or the Saudi royal family) or with individuals (like Vladimir Putin and his political entourage). These business leaders operate comfortably within states where laws are designed and enforced to protect lords at the expense of vassals. Their willingness to act as instruments of state power wins them official protection from commercial rivals, foreign and domestic. In the case of state-owned companies, governments are no ordinary shareholders. The threat alone that they will change the regulatory rules of the game discourages competitors from challenging them. The world’s largest state-owned companies and privately owned national champions may never have the clout of the East India companies, but they enjoy many of the same advantages.
In short, state capitalism has become big business—with serious implications for international politics and the global economy. The next chapter details how it actually works.
CHAPTER THREE
State Capitalism: What It Is and How It Happened
The main feature of this crisis is the return of the state, the end of the ideology of public powerlessness.
—FRENCH PRESIDENT NICOLAS SARKOZY, January 8, 20091
State capitalism is a system in which the state dominates markets, primarily for political gain. But the division between state-capitalist and free-market countries isn’t always clear. There is no iron curtain separating the two sides neatly into opposing camps. Every country on Earth features both direct government involvement in regulating economic activity and some market exchange that exists beyond the state’s reach. No country’s economy is either purely state capitalist or purely free-market driven, and the degree of government intervention within each country fluctuates over time. That said, there are crucial differences among countries in how their governments regulate commercial activity and in their power to extend their influence.
The following illustration will help put state capitalism in context. It represents what we might call the market spectrum. At each end are the ideological extremes of a state’s role in an economy. On the far left is utopian communism, with absolutely no free-market activity. It’s a game in which the referees have absolute control of every player’s every move. This extreme has never existed, because even in the most tightly controlled state, black markets generate supply to meet demand. On the far right is utopian libertarianism, which some call anarcho-capitalism. At this extreme, there is no government—and no other authority that can manage, regulate, or interfere in any way with the operation of markets. It’s a game with no referee at all.
Market Spectrum
Between these extremes are real-world forms of capitalism, which include command economies with sharply limited free-market activities (like today’s Cuba) on the far left and free-market economies with minimal government involvement (like late-nineteenth-century America) on the far right. Within this narrower spectrum, we have systems that vary mainly in how involved each government is in the workings of its economy. All of them, even the most tightly controlled, have some free-market activity going on. The economies of every country in the world lie somewhere along this spectrum.
How do we know where any given country would fall along the line? A few caveats. First, this is a profoundly simplistic model. It’s offered only to illustrate the broad contours of the idea behind this book. Second, any particular country’s place on this line is a snapshot of one particular moment in its history. Every country is in constant motion back and forth along this line—though some move much further and much more often than others. In 2008, a financial crisis, a recession, and presidential and congressional elections brought greater direct government involvement in the U.S. economy—a move from right to left. The political tug-of-war over this issue in America often plays out as a debate over taxes. Republicans tend to argue for lower taxes and less government interference, because consumers tend to spend their money much more efficiently than government can. Democrats counter that, left to its own devices, the private sector will never provide safe, high-quality public goods and services at affordable prices—like education for the poor or health care for the elderly.
But the U.S. move to the left was a relatively modest one, as the Obama administration spent much of 2009 wrestling with the political and economic forces that limit any American president’s ability to bring about change within a system with strong checks and balances. For a much larger move along the spectrum, think of Russia’s transition from communism in the 1980s to capitalist chaos in the 1990s or of China’s creation of “special economic zones” in the late 1970s and 1980s, small experiments with capitalism, which produced big results that were eventually extended throughout much of the country. With far fewer limits on its power than an American president must accept, the Chinese Communist Party has made a significant shift from left to right over the past thirty years—though as we’ll see, there’s a limit to how far China’s leadership has been willing to travel.
In fact, over the past three decades, there has been more movement to the right than to the left. Most of the former communist states of Eastern Europe have moved far enough right to meet the free-market demands of membership in the European Union. In the 1990s, countries like India, Brazil, Turkey, South Korea, and South Africa emerged by privatizing previously state-owned sectors of the economy and reducing regulation, subsidies, and monopoly practices to empower free enterprise. In exchange for access to cash and credit, many developing countries moved to the right by accepting demands from the World Bank and International Monetary Fund (IMF) for cuts in government budgets, for deregulation, and for other free-market reforms. Supposedly leftist politicians like Bill Clinton and Tony Blair administered last rites to the era of big government and supported the sort of economic liberalization that they opposed as younger men.
There is no precise tipping point that separates state capitalists from free marketers. But generally speaking, the left half of the market spectrum is populated by states in which governments play the role of lead economic actor, and the right features countries with established legal limits on the state’s ability to regulate the actions of private companies and investors. Most countries have elements of both models. The U.S., German, Chinese, and Saudi governments all regulate some economic sectors much more tightly than others. In any country, a company that sells shoes will face fewer government-mandated rules than one that sells medicine. But the spectrum can help us understand how likely a particular country is to undergo a fundamental reordering of the role of government in its economy and how large a share of the global economy state capitalists might eventually own.
The Free-Market Camp
The governments of China, Russia, Saudi Arabia, and other countries had begun building their own versions of state capitalism long before the Western financial crisis sparked a global recession. But the market meltdown of 2008 proved a turning point, because it reversed a move toward less government intervention in the United States and Europe—and discredited free-market capitalism for many in the developing world.
After all, the recession originated in the United States, where poorly regulated credit markets, limited restraints on speculative leveraging of borrowed capital, and the nonregulation of the so-called shadow banking system (mainly hedge funds and private-equity firms) inflicted heavy damage on markets around the world. These shadow banks traded heavily in underregulated “derivative” financial products like packages of mortgages or other debt (known as collateralized debt options) and insurance against the failure of these options (known as credit-default swaps). By 2007, the United States had moved far to the right along the market spectrum—especially in the financial-services sector. This shift over the past three decades produced successive pieces of deregulation—like the repeal in 1999 of the barriers between commercial banks and more speculative investment institutions, which had been in place since the Glass-Steagall Act of 1933. As lawmakers removed regulatory hurdles, decision makers within many of these banks decided that prosperity (or perhaps survival) depended on willingness to embrace ever-higher levels of risk. This logic produced a kind of hypercapitalism that led some to offer credit to consumers who should not have accepted it, creating an enormous bubble in which many of the assets, particularly real estate, were considerably overvalued. This was a massive failure of government oversight and regulation in which hunger for short-term profit and a post-Cold War capitalist triumphalism allowed too many people to believe that markets can regulate themselves.c
Since 2008, the global recession has pushed dozens of governments back toward the left side of the spectrum. Policy makers and legislators in Europe and America have embarked on the largest state economic intervention since the 1930s. Less than one month after taking office, President Barack Obama signed into law a $787 billion stimulus plan, a package of government spending and tax cuts meant to kick-start U.S. growth and create millions of jobs. Intervention on this scale is meant to prevent a huge market failure—to move left along the spectrum so that the economy can recover its balance following a thirty-year-long lurch to the right. But America’s massive government intervention in markets was not simply a victory of Democrats over Republicans. Before leaving office, President George W. Bush fought to create a program that allowed the U.S. Treasury Department to spend up to $700 billion to purchase or insure so-called troubled assets, a move supported by both Barack Obama and his Republican presidential rival, John McCain.
Has America become a state-capitalist country? Hardly. All free-market countries have elements of state intervention, particularly during an economic downturn. But free marketers and state capitalists have very different core beliefs about the relationship between the individual and the state—and the role of government in an economy. In the United States, Europe, Japan, Canada, Australia, and many other like-minded countries, large-scale state intervention during the financial crisis was designed (intelligently or not) to save the free market, not to bury it. Even if Barack Obama were a socialist, as some of his less credible political rivals insist, no president of the United States has the power to fundamentally change his country’s economic system. Obama’s record suggests he is a believer in free trade and free enterprise—though he ran for president at a moment when neither would win him many votes among core Democratic voters in the labor and trade-union movements. There is clear political consensus among U.S. lawmakers of both political parties that once the banking, automotive, and other troubled sectors and companies can safely be removed from the endangered species list, government should restore their independence and allow them to compete.
The United States is not the only free-market country in which government has moved to bolster the free market through state intervention. After World War II destroyed most of its industry and capital stock, Japan experienced one of the longest sustained periods of rapid economic growth in history, recovering within three decades to become the world’s second-largest economy. For much of that period, the Japanese government effectively ran the country’s industrial policy via the Ministry of International Trade and Industry (MITI), created in 1949 to help revive a shattered economy and build a new industrial base.2 The ministry functioned as both a regulator and an interventionist policy maker. It orchestrated strategic industrial cartels, research and development, and mergers and investment decisions. It established and enforced environmental, health, and safety standards. It settled disputes between companies and unhappy customers. Its administrators guided the development of new technologies. It shielded vulnerable Japanese companies from foreign competition. Until the 1980s, this economic and political powerhouse produced most of Japan’s prime ministers.3
But MITI was never intended to give the Japanese government total control of Japan’s economy. It had relatively little influence, for example, in industrial sectors that produced motorcycles, cameras, robotics, and electronic consumer goods. Honda resisted attempts by MITI officials to force it to merge with a larger automotive cartel. Despite MITI’s advice, Sony forged ahead with the production of transistor radios in the 1950s. Beginning in the 1970s, MITI’s influence gradually declined as the yen was allowed to float freely against the dollar, trade policy was liberalized, and global trade agreements demanded new antitrust measures. By the 1990s, MITI was helping foreign companies sell products in Japan.
In short, Japan’s was never a command economy. None of its internationally competitive corporate powerhouses were state owned, and even when MITI’s clout was strongest, it was never Japan’s leading economic actor. Though an extreme real-estate and equity bubble created a decade of economic stagnation in the 1990s and the global recession of 2008 to 2009 pushed the Nikkei stock market toward lows not seen in more than twenty-five years, Japan remains a free-market country.
No wealthy Western countries appear more skeptical of free markets than those of Scandinavia—Sweden, Norway, Finland, Denmark, and Iceland. Among larger countries, they have both high standards of living and narrow gaps between rich and poor. Few countries have come closer to eliminating poverty and illiteracy.4 According to the 2008 Human Development Index from the United Nations, which ranks 179 countries according to a composite score that includes life expectancy, educational achievement, and wealth, all five of these countries appeared among the top 13 in the world.5 How have they done it? Remember the firestorm during the 2008 U.S. presidential campaign over Barack Obama’s comment that it’s good for all when government “spreads the wealth around”? Since World War II, Scandinavian officials have imposed some of the highest levels of tax and income redistribution and created some of the most extensive social-welfare systems in the industrial world. They have embraced elements of centralized wage bargaining and wage equalization to ensure that employees in different firms within the same sector earn similar salaries. But there has never been widespread nationalization in the Nordic countries, and several of the relatively few state-owned companies have been privatized. State involvement in Nordic economies has not prevented several local public companies from making it big on the global stage. Denmark’s Maersk, Finland’s Nokia, and Sweden’s Volvo, Ericsson, Electrolux, and IKEA are globally competitive because they make world-class products. On the whole, the governments of these countries have favored free trade and opposed protectionism. For all the state spending on social-welfare and poverty-eradication programs, the free market is the primary driver of economic growth in these countries.
What about France, symbol of everything that American free-market conservatives despise? Before 1940, France had a relatively fragmented laissez-faire economy powered by small and medium-size family-owned businesses and few large industrial heavyweights. But World War II wiped out entire French industries. After 1945, policy makers sought to spur economic development by appealing to French national pride. For years, the country moved left along the market spectrum, defining its economic model in opposition to the “Anglo-Saxon model.” Successive French governments adhered to an economic policy of dirigisme,6 a system that allowed the state to exert strong direct influence over (though not control of) postwar redevelopment. The state created a central economic plan designed by a central government body (the Commissariat au Plan). It directed mergers or provided incentives for private companies to merge into favored national enterprises. It mandated direct state ownership of the railways, airlines, and the aerospace, defense, telecommunications, gas, and electricity industries. It used huge subsidies to create prestigious national projects, including a large network of nuclear power stations, the TGV high-speed train network, and the Concorde supersonic aircraft.
But even in the early 1980s, as President François Mitterrand presided over a wave of nationalizations in banking and other industries, the French government never owned more than relatively few French companies. Since then, dirigisme has ceded substantial ground to economic realities, and many formerly state-owned enterprises have been privatized.7 The French government continues to subsidize local farmers (as American lawmakers do) and to enforce relatively restrictive wage and labor laws. It has resisted fully extending the EU’s single market beyond goods into services, and it maintains comparatively high levels of government spending as a percentage of GDP. The 2008 financial crisis reawakened some of the French dirigiste impulses by, for example, encouraging the government to protect the nation’s auto industry by closing French-owned production lines in other EU countries if necessary to protect jobs at home. But the vast majority of French companies, whether publicly or privately owned, do business without direct government involvement in their operations.
The State-Capitalist Camp
There are two fundamental differences between free-market and state capitalism. First, policy makers don’t embrace state capitalism as a temporary series of steps meant to rebuild a shattered economy or to jump-start an economy out of recession. It’s a strategic long-term policy choice. Second, state capitalists see markets primarily as a tool that serves national interests, or at least those of ruling elites, rather than as an engine of opportunity for the individual. State capitalists use markets to extend their own political and economic leverage—both within society and on the international stage.
State capitalism is not an ideology. It’s not simply communism by another name or an updated form of central planning. It embraces capitalism, but for its own purposes. Many of its practitioners came of age within authoritarian political and economic systems, where governance is the art of risk management. In such a system, power is an all-or-nothing proposition, and the outcomes of all the various political and economic games they play can determine their very survival. Faced with such a game, it’s best to control both the referee and the strongest players.
There is no single model of state capitalism, though its leading practitioners share a well-developed sense of risk aversion. It’s no accident that the two most internationally influential of them are China and Russia, countries that have only recently shed communism and embraced markets. Fear of chaos long predates communism in China, and a tradition of secrecy and centralized control has shaped Russian political life for centuries. It’s little wonder, then, that when governments in Beijing and Moscow finally decided to welcome the increasingly free flow of ideas, information, people, money, goods, and services from beyond their borders, they would try their best to control these processes—and to carefully micromanage the risks they create. As we’ll see in detail in the next chapter, this organic relationship between state capitalism and autocracy is also visible within the Arab monarchies of the Persian Gulf, where personal, political, and commercial interests are tightly interwoven within royal families. It’s also visible in energy-rich authoritarian states like Iran, Venezuela, and others.
But state capitalism is not socialism, and it does not represent a retreat from participation in markets toward command economics. Vladimir Putin, a committed state capitalist, once said that “any Russian who doesn’t regret the disintegration of the Soviet Union has no heart, but one who wants to revive it has no head.” Those who practice state capitalism know, often from bitter personal experience, that command economies are bound to fail eventually, because governments can never direct supplies of scarce resources and attach values to goods and services as efficiently and intelligently as markets can. Instead of eliminating markets, they try to harness them for their own purposes. Socialism often represents a long-term commitment to progressively greater state control, a sort of “slow boat to communism”—eventual state ownership of all means of production. This boat may never reach port, but its captain is ideologically committed never to change course, no matter how heavy the storms that stand in his way.8 The current governments of China and Russia, on the other hand, have no intention of pushing their countries back toward communism. They want as much control as possible over economies that remain dynamic and innovative enough to produce explosive and sustainable growth.
To some extent, the left-to-right positioning of countries along the market spectrum is similar to their arrangement along the conventional political spectrum we use to tag various politicians, political parties, governments, and ideologies as “left” or “right.” When Americans think of Democrats on the left and Republicans on the right, they’re thinking of political differences between the two parties over the proper role of government in American life. Generally speaking, we think of leftists as those who argue that governments have a moral responsibility to correct injustice, promote fairness, and create opportunity. Those on the right counter that state interests often run counter to the rights of the individual, and that governments cannot be trusted to impose standards of justice or fairness. They argue that markets, not bureaucrats, fuel prosperity.
But the market and political spectrums are not the same, because some countries that have not embraced genuine political pluralism encourage free enterprise. That’s true, for example, in Singapore, where the ruling People’s Action Party, which has exercised nearly total control of parliament for more than fifty years, works to promote entrepreneurialism and economic competition. The regulatory and tax hurdles the government creates for businesses are famously low. In both 2008 and 2009, the World Bank Group’s Doing Business index ranked Singapore first of 181 countries for the ease with which private commercial enterprises can create and conduct business. Yet, Prime Minister Lee Hsien Loong has reportedly warned that political competition can “cripple decision-making.”9
The Tools
To manage state capitalism, political leaders use a variety of intermediary institutions. The state doesn’t always exert day-to-day control, but it has considerable direct influence over these tools. The most important of these are national oil (and gas) corporations (NOCs), other state-owned enterprises (SOEs), privately owned national champions, and sovereign wealth funds (SWFs). The presence of some of these institutions does not automatically make a country state capitalist. The government of Norway manages a sovereign wealth fund and owns more than 60 percent of StatoilHydro, the world’s largest offshore oil and gas company. It’s not the tools that count; it’s how they’re used. But countries that have all four of these institutions tend to be state capitalist.
National Oil (and Gas) Corporations—NOCs
Governments of countries all over the world, particularly those that import oil and gas, have begun to invest substantial sums in the development of hydrocarbon energy alternatives. Some hope mainly to limit the financial and political risks generated by rising oil and gas prices.10 Others want to reduce their dependence on hostile or potentially unstable energy-producing countries. Still others want to reduce carbon emissions to slow the process of climate change. Many are motivated by a combination of these factors. But for a variety of reasons, oil and gas will be fueling the global economy for many years to come.
Oil was first used for commercial development in the United States in 1859. At the dawn of the twentieth century, it supplied just 4 percent of the world’s energy, but by the outbreak of World War II in 1939, it had become the world’s most important fuel source. Today oil accounts for about 36 percent of the world’s total energy consumption. Add natural gas and the total climbs to about 59 percent. Few credible forecasts suggest this figure will fall below 50 percent by 2030, largely because rising demand for oil and gas in emerging powerhouses like China and India will (at least partially) offset technological breakthroughs in fuel efficiency and the development of hydrocarbon alternatives.11
Many industry experts expect global oil production to peak before 2030, and some believe we’ll reach the downhill slope much sooner. U.S. crude-oil production peaked in 1970, and confirmed discoveries of new oil reserves around the world have been trending lower for decades. But the world isn’t about to run out of oil next year. Industry experts estimate that the human race has so far consumed about 900 billion barrels of oil. Most forecasts suggest that between 1.2 and 1.3 trillion barrels of proven and likely reserves remain to be recovered—two thirds of them in the Middle East. In early 2008, the world used nearly 86 million barrels per day. If current consumption rates continue and there are no further discoveries of exploitable reserves, the world will have enough oil for another forty years and enough natural gas for another sixty.12
Though the oil will last a little while yet, there is plenty of evidence that it will become more precious. Short of a catastrophe that punches a hole the size of China in the global economy or a miraculous technological breakthrough in alternative energy,13 there is no way global consumption will remain at today’s levels for the next forty years. There are plenty of statistics that help tell the story of emerging markets and rising energy consumption. For the sake of simplicity, let’s focus only on automobiles. In 2009, about a thousand brand-new cars hit the streets of Beijing every twenty-four hours, and only about 4 percent of Chinese consumers already own automobiles. In other words, China offers a vast—and still largely untapped—market for cars. Worldwide, there were about 700 million cars on the road in 2009. By 2025, that number will probably top 1.25 billion.
Who will profit from all that new consumption? The phrase “big oil” conjures up images of Western multinationals like ExxonMobil, Royal Dutch Shell, and British Petroleum. But three quarters of global crude-oil reserves are now owned by national oil companies like Saudi Aramco, Gazprom (Russia), CNPC (China), NIOC (Iran), PDVSA (Venezuela), Petrobras (Brazil), Abu Dhabi National Oil Company, Kuwait Petroleum Corporation, and Petronas (Malaysia). These state-owned giants are the world’s largest energy companies measured by reserves. The biggest multinationals collectively produce just 10 percent of the world’s oil and gas and hold about 3 percent of its reserves. The largest of them, ExxonMobil, ranks just fifteenth in the world. In fact, the fourteen largest state-owned energy companies control twenty times as much oil and gas as the eight largest multinationals.14 Faced with fewer opportunities to acquire new reserves, decision makers within some multinationals have begun to shift their business models toward the sale of services and technology to the national oil companies. One day soon, that may be the only comparative advantage they have left.
This tectonic shift is a relatively recent one. It’s largely a result of the sharp spike in oil prices between 2003 and 2008 and the enormous profit opportunities it created for the governments of energy-producing countries like Russia, Venezuela, Nigeria, Libya, Angola, and Algeria, which scrapped foreign-investment-friendly policies in favor of higher taxes on foreign firms operating in the energy sector and legal mandates for a larger state role in the development of new fields. Especially in Russia and Latin America, political officials often justified these moves as long-overdue safeguards against resource exploitation by outsiders. This development has fundamentally changed the relationship between governments and private oil companies. Some of the multinationals once expected to take over the world are energy companies, firms that must now negotiate contract terms with foreign governments that own sizeable stakes in some of their commercial rivals.
There are important differences among these national oil companies. Some of them are the nationalized remnants of oil industries that multinationals developed many decades ago, while others are postcolonial inventions. Not all of them are wholly state owned. Some have much greater technical capacity than others. Operational independence varies considerably, but none are entirely immune to political interference. As a group, they undermine the growth of global oil production, adding constant upward pressure on prices, and they can threaten the political stability of the governments that own them.
History offers plenty of examples. The Mexican constitution mandates that only the state can own domestic energy resources. Since 1938, state-owned Pemex, now the largest company in Mexico, has controlled every aspect of the country’s oil production. Over the years, the company has accounted for as much as 40 percent of total government revenues, but its production is now in decline because the taxes it pays sometimes exceed its profits. Pemex’s debt has compromised its ability to borrow in international capital markets, further reducing its ability to spend on exploration and production. Its reserves have been falling for a quarter century.
Further complicating its operations, Pemex’s operating budget must be approved each year by congress. That ensures that its effective shareholders are lawmakers with interests to serve and votes to win, making long-term investment decisions all but impossible. In 2007, lawmakers approved reforms that reduced taxes on the company and gave it greater freedom to decide how to spend its profits. Yet Pemex continues to produce less oil and less revenue every year.
Iran has the world’s third-largest reserves of oil and second-largest reserves of natural gas. Its energy exports account for as much as 70 percent of government revenue.15 But investment in the sector has yet to recover from the Iran-Iraq war of the 1980s. Its oil and gas fields, overseen by the National Iranian Oil Corporation (NIOC), aren’t aging well, and U.S. and UN sanctions, imposed to force Iran to renounce its nuclear ambitions, have weighed heavily on foreign investment in the energy sector. The problem is exacerbated by government use of energy resources to protect its popularity. To appease a population increasingly frustrated by economic mismanagement, high inflation, and rising unemployment, Iran’s government spends more than $20 billion per year, money that could be invested in energy infrastructure, on subsidies to help consumers afford gasoline and heat their homes. The government has diverted billions more into state spending on projects that have nothing to do with long-term energy development and everything to do with short-term efforts to appease angry citizens. A 2007 U.S. National Academy of Sciences study warned that without substantial investment to upgrade its infrastructure, equipment, and operations, NIOC might not be exporting any oil at all by 2015.16
Venezuela’s Petróleos de Venezuela S.A. (PDVSA) has even bigger problems. Nationalized in 1976, PDVSA has become Venezuela’s largest employer, accounting at times for one third of the country’s GDP, half of government revenue, and 80 percent of its export earnings. In 2002, nearly half of PDVSA’s employees went on strike to protest President Hugo Chávez’s bid to impose a board of directors on the company that would give him greater control of its operations. Chávez responded to the strike by firing about eighteen thousand workers, including some of the company’s most talented and experienced engineers. The resulting turmoil brought operations to a virtual standstill. Eight years later, PDVSA has yet to fully recover.
In 2006 and 2007, the Chávez government grabbed majority control of previously foreign-owned joint ventures in the country’s oil-rich Orinoco Belt and seized assets from several international oil companies. PDVSA’s average stake throughout the Venezuelan oil industry jumped to 80 percent. Eager to use an ever-increasing percentage of PDVSA’s profits to finance politically inspired spending sprees, Chávez forced the company to pay the government higher royalties and taxes. In 2006-2007, PDVSA’s bill increased by 16 percent, even as its revenues fell by 3 percent. The government also required that PDVSA make direct “social payments” to various domestic programs, including power-infrastructure upgrades and urban-development projects, and to buy and distribute food to help the government cope with shortages. By early 2009, PDVSA’s production had fallen by 15 percent in less than four years, and the downward trend continues.17
But some national oil companies have more going for them than access to large amounts of oil. They have managers with the skills, experience, and operational autonomy to compete successfully with the best of the multinationals. Though it manages the largest exploration and production budget outside the Persian Gulf, Brazil’s Petrobras enjoys a relative freedom from government interference that Pemex, NIOC, and PDVSA can only envy. The government of Malaysia created Petronas (Petroliam Nasional) in 1974 and allows its management to make most of its own strategic decisions and to reinvest a healthy percentage of profits back into the company. Formed in 1963 from the nationalized assets of mostly French oil companies, Algeria’s Sonatrach began life as the domestic partner for foreign firms active in the country’s oil-and-gas sector. Since 2006, Algerian law has mandated that Sonatrach must own at least a 51 percent stake in domestic upstream, pipeline, and refinery projects, but the government tends to let the company’s managers guide the company’s commercial development, raising money instead via increased taxes and royalties from foreign operators.
The presence of a national oil company alone does not suggest that a country’s government has embraced state capitalism. No NOC is run more like a privately owned multinational than Norway’s StatoilHydro, which is hardly surprising, given Norway’s political and economic cultures. 18 Despite its relatively generous state spending on public health, child care, and social-welfare programs, Norway’s government has never signaled a desire to become the country’s leading economic actor. StatoilHydro is now the world’s third-largest net supplier of crude oil and controls about 60 percent of Norway’s oil production. Direct state involvement in its management is minimal. One of the world’s wealthiest countries, with a population (4.6 million) half the size of North Carolina’s, Norway’s government has little need to divert StatoilHydro funds toward politically inspired spending projects.
Going Abroad
Over the next decade and a half, China’s population will likely grow by more than 300 million people, a number equal to the total population of the United States. To continue to power the country’s economy and create jobs, the Chinese leadership has sent its three national oil companies out into the world to win access to the long-term supplies of oil and natural gas that China will need. From Algeria to Angola, in Nigeria, Niger, and Ghana, state-owned Chinese companies are competing with Western multinationals for energy supply contracts.19 China’s trade with Africa topped $100 billion in 2009, a figure ten times higher than in 2001. This trend is not limited to China, nor is Africa the only playing field.
National oil companies have considerable competitive advantages. They have direct (often aggressive) support from officials back home, who can offer foreign governments attractive political and financial incentives. They can work with other national oil companies, particularly within countries where local laws limit the involvement of multinationals in the oil and gas sectors or where there are political motivations for partnership. That’s why, for example, there is considerable cooperation between the governments of Iran and Venezuela. Beyond membership in the Organization of the Petroleum Exporting Countries (OPEC), the two also share deep hostility for the government of the United States. Their energy partnership is more about political stagecraft than commercial cooperation, but that’s little consolation for the Western multinationals that are shut out of potentially lucrative business with both governments.
The national companies have still more advantages. They can invest in large-scale partnerships with repressive regimes that multinationals can’t approach. A private-sector company must protect its reputation with customers, investors, and shareholders. State-owned companies, protected from public scrutiny by state restrictions on freedom of the press, don’t have that problem. In addition, political officials in states like Iran, Sudan, and Burma are far more likely to violate an agreement with private shareholders than one made with a powerful foreign government.
Some national oil companies exist to achieve political goals, acting on behalf of the governments that own them to, for example, lock up long-term access to badly needed energy supplies. Turning a profit is secondary. That’s why the best-funded of the NOCs can afford to pay above-market prices for resources, taking losses that multinationals can’t easily afford and driving prices higher for consumers everywhere. Many of them have relatively low labor costs, because they hire non-union workers that multinationals can no longer use. In the process, state capitalism distorts the performance of energy markets and limits available energy supplies for consumers around the world by putting reserves in the hands of companies that are ill equipped to quickly, efficiently, and fully develop them.
The impact of national oil companies is not simply economic. Gazprom, Russia’s state-owned natural gas monopoly, made headlines in January 2006 and again in January 2009 by cutting gas supplies to neighboring Ukraine. Company officials claim the action was taken in retaliation for Ukraine’s unwillingness to resolve a dispute over debt and pricing, but cutting off heating supplies in the dead of winter amounts to a none-too-subtle reminder that Russia’s government has the power to create turmoil inside its neighbor. By turning off the taps on Ukraine, Gazprom also briefly suspended supplies ultimately bound for Europe, which now depends on Russia for one quarter of its natural gas.
In theory, the government of a country blessed with rich deposits of oil and gas would benefit most by selling access to them to the company that can find them, extract them, and move them to market as quickly and cost-effectively as possible. After all, governments can earn enormous sums by taxing the company’s profits. The largest of the multinationals have the talent, experience, and technology to get the job done, and there is evidence that efficiency gaps between privately owned companies and their state-owned rivals are wider in the energy sector than in any other area of an economy.20 Multinationals offer higher wages, attracting better workers. They’re more likely than state-owned companies to benefit from economies of scale. They’re more innovative. Their managers and engineers are more experienced, and they use better equipment. These advantages will continue to matter in places like the Gulf of Mexico, Venezuela’s Orinoco Basin, Brazil’s Tupi field, and Russia’s Far East and Arctic regions, where the technical demands of bringing oil to the surface are extraordinarily high.
Available evidence suggests that when governments pass oil assets from privately owned companies to state-owned firms, oil output and the revenue it produces fall. So why do they do it? They want to use the natural wealth for political purposes. Some want to steal the profits for themselves. Others, like Hugo Chávez, want to use a state-owned company as a cash cow. Still others, like some within the Russian political elite, want to use oil and gas as weapons with which to reestablish dominance throughout the territory of the former Soviet Union. But in each case, the primary motive is political. This is what separates a government like Norway’s from one like China’s. StatoilHydro exists to generate revenue. China National Petroleum Company exists, at least in part, to help the Chinese Communist Party maintain monopoly control of China’s domestic politics.
Resource Nationalism
The use of oil, gas, and other commodities as political tools and strategic assets, a practice known as resource nationalism, can be an essential part of state capitalism. For a country blessed with oil wealth, the temptation to use it for political gain can be enormous. All governments that export significant amounts of oil use the revenue it generates and the promise of access to it to accomplish political goals. Few do it as nakedly or with as much gusto as Venezuelan President Hugo Chávez. As global oil prices rose sharply between 2003 and 2008, Chávez used the extra cash to bankroll social-spending projects at home and to sell oil at bargain-basement prices to friends in need, like Cuba’s Fidel Castro. The government sometimes requires that job applicants at state-owned PDVSA pledge political loyalty and attend progovernment rallies. Chávez warns periodically that unless Washington does what he wants, Venezuela, America’s fourth-largest oil supplier, will halt exports to the United States.
But nowhere is resource nationalism played on a grander scale than in Russia. In October 2006, after a decade of negotiation, the Russian government abruptly rejected bids by five major multinationals (Conoco-Phillips, Chevron, Statoil, Norsk Hydro, and Total) for a share of the enormous Shtokman gas field beneath the Barents Sea. A year later, state-owned Gazprom secured a 51 percent stake in the project, with Total and Statoil as junior partners. In December 2006, the Russian government informed Shell, Mitsubishi, and Mitsui that it had revoked their environmental permits as project managers for the $22 billion Sakhalin 2 project, forcing them to halve their respective holdings and give Gazprom a majority stake. This act of political hardball instantly wiped out 2.5 percent of Shell’s global reserves. In June 2007, the private Russian-British consortium TNK-BP agreed under pressure to sell Gazprom its 63 percent stake in Rusia Petroleum, the company that held the license to develop the huge Kovykta gas field in eastern Siberia, and its 50 percent share in the East Siberian Gas Company. This is how Gazprom became the world’s largest producer of natural gas with rights to about one quarter of the world’s known reserves. The company has also become an important tool of Russian foreign policy and a source of considerable revenue for its government and ruling elite.
Russia holds no monopoly on the recent wave of resource nationalism. In 2006, Ecuador accused U.S.-based Occidental Petroleum of espionage and environmental damage and ordered troops to seize its oil facilities. In 2007, the Bolivian government nationalized the country’s oil and gas fields. Kazakhstan suspended development of the Kashagan oil field in the Caspian Sea, then the world’s largest new crude-oil discovery in many years. By 2009, state oil company KazMunaiGas, had doubled its stake from 8 percent to more than 16 percent by drawing shares from six privately owned members of the consortium. There are plenty more such examples from around the world.
In most of these cases, governments seemed to have learned an important lesson from earlier nationalizations: They can deprive the multinationals of majority stakes, but they’d better not run them off entirely. They know that their state-owned companies will need access to foreign expertise and technology if they are to succeed. As Bolivia’s Vice President Álvaro García Linera said in 2007, “We offer our humble contribution to what we see as 21st-century-style nationalization, which means that foreign companies with capital and know-how are present in the country with their machinery, and they can earn profits, but never again can they be owners of the gas and petroleum.”21
State capitalism pushes oil prices higher, and higher oil prices enrich the resource-rich governments that practice state capitalism. Their added wealth—and their increased geopolitical importance for countries that need their energy supplies—allows countries to behave more aggressively on the international stage.22 This problem was never more obvious than in the summer of 2008, when crude-oil prices climbed past $147 per barrel. During this time, Russia defied the international community by launching a brief but destructive war on neighboring Georgia. Iran test-fired nine medium- and long-range missiles. Chávez threatened to cut all oil supplies to the European Union and traveled to Russia for discussions on possible formation of an OPEC-like natural gas cartel. When prices fall, the risk rises that these same countries will face market-moving political instability—and they will divert still larger shares of “their” oil revenue toward spending projects meant to restore order.
Beyond Petroleum
State-owned enterprises extend well beyond the energy sector. These companies are not simply a relic of communism—or even of postwar European social democracy. Every large economy in the world has at least a few. In the United States, the Postal Service, Amtrak, and the Corporation for Public Broadcasting are all essentially state-run enterprises. But in sectors as diverse as petrochemicals, power generation, banking, the mining of metals and minerals, iron and steel production, ports and shipping, weapons manufacture, automotives, heavy machinery, telecoms, and aviation, state-capitalist governments look to dominate entire industries and to use them to enhance their political power. China is home to many of the world’s largest non-oil state-owned companies. Electric utilities like State Grid Corporation of China and China Southern Power Grid, financial institutions like China Development Bank and Agricultural Bank of China, automotive-sector giants like China FAW Group Corporation, Dongfeng Motor Corporation, and Shanghai Automotive Industry Corporation are among the largest and best politically connected. There are state-owned enterprises on every continent and in dozens of economic sectors. Endiama, Angola’s national diamond company, is the exclusive concession holder for the only sector outside oil that generates substantial export revenue in one of Africa’s fastest-growing (but still poorest) countries. Like Sonangol, Angola’s national oil company, Endiama still partners with private-sector companies to develop new reserves. Yet there is no guarantee that this openness will continue if the Angolan government decides it no longer needs the expertise, technology, and financial resources that privately owned foreign companies have to offer. Kazakhstan holds about one fifth of the world’s known reserves of uranium ore, a core ingredient in the production of civilian nuclear power.23 The fully state-owned Kazatomprom aims to become the world’s largest single producer of uranium by 2010. Morocco’s Office Chérifien des Phosphates is the world’s largest supplier of phosphates. It controls nearly half of known global reserves, a large enough share to play a major role in setting its price. Phosphates are an essential ingredient in fertilizer—and therefore in global food production.
Privately Owned National Champions
Afraid that the financial crisis and global economic slowdown would damage Brazil’s economy with an election year on the horizon, President Luiz Inácio Lula da Silva pushed mining giant Vale in 2009 to invest larger amounts of money within the country’s borders. The Lula administration insists that Vale, a formerly state-owned company that operates mines and infrastructure under government concessions, has a responsibility to invest its profits in ways that create jobs for Brazilian workers. Instead, Vale responded to the slowdown as many other profit-driven companies did: It protected its bottom line by laying off hundreds of workers and cutting spending for the year by more than 35 percent. Lula wants Vale to help stimulate Brazil’s economy. Vale wants to maximize profits. To get what he wants, Lula can threaten to push a tax increase or to rewrite regulations that would force Vale to surrender some of its concessions to the state. To protect its profits, Vale can appeal to opposition politicians to argue the company’s case in congress. As economic conditions improved in 2009, Lula backed off a bit, and Vale has promised to spend more in 2010 and to invest in steel projects that will create jobs. But Brazil’s government and its mining champion will continue to negotiate their way through these tensions in years to come.
National champions are companies that remain in private hands (though governments sometimes hold a large minority stake) but rely on aggressive material support from the state to develop a commanding position in a domestic economy and its export markets. Bidding on state contracts is often rigged in their favor. They have access to cheap financing from state-owned banks, tax breaks from central and local governments, and near-monopoly control of entire economic sectors. There are plenty of large U.S.- and Europe-based companies that become global players at least in part with support from their governments. U.S. and European firms competing abroad for state contracts often rely on their governments’ diplomatic influence. But state capitalists create these national champions to build a reliable competitive advantage both at home and abroad, primarily for political reasons.
This is not a new phenomenon. Japan achieved a postwar economic miracle partly through the creation, with support from MITI, of large integrated business groups called keiretsu. Companies like Mitsubishi, Mitsui, Toyota, and Sumitomo were created to integrate all stages of the manufacture of single products or many different types of products through subsidiary companies operating under one umbrella. The South Korean version of this government-backed conglomerate, the chaebol, includes names like Samsung and Hyundai. Both the keiretsu and the chaebol helped their governments build an industrial base. In return, they won government contracts, credits, and loan guarantees that helped them maintain their domestic dominance. But today neither the keiretsu nor the chaebol are as formidable as they used to be.
How do state-capitalist national champions differ from other privately owned companies? The governments that create and promote them face far fewer legal and political limits in how they go about it. The companies themselves are much more secretive about how they operate and can more easily force smaller domestic rivals to merge with them. In Russia, no large business can succeed without good relations with the state, and a small group of oligarchs with strong ties to the country’s political elite control most of them. This includes companies like Norilsk Nickel (mining), NLMK (Novolipetsk Steel) and MMK (Magnitogorsk Metallurgical Combine), Evraz (mining, steel, and other metals), Severstal (“Northsteel”), and Metalloinvest (steel). In China, Lenovo (computing), Huawei (telecoms), and the AVIC (Aviation Industries of China) empire have all become state-favored giants.
Then there are the hybrid countries. In 1969, the Malaysian government responded to an explosion of ethnic violence between Malays and the country’s Chinese and Indian minorities with the so-called New Economic Policy, which favored companies owned by Bumiputeras, ethnic Malays, and other indigenous groups. As the United Malays National Organization broadened and deepened its control of government, the policy began to produce results. In 1980, Bumiputeras made up 60 percent of the population, but there were still no Bumiputera-owned companies among the top one hundred firms listed on the Kuala Lumpur stock exchange. By 2003, there were sixteen such companies, and the rest were legally required to ensure that 30 percent of equity was owned by ethnic Malays. The Malaysia Mining Corporation now has a leading position in ports, energy production and distribution, and construction sectors.
Some emerging market-based national champions have expanded their international clout by buying up companies based in developed countries. Vale, privatized in 1997, used government support to acquire Brazil’s second-largest iron-ore producer (MBR) and, in 2007, the Canadian company Inco for nearly $17 billion. Vale has now become the world’s second-largest mining company. India’s Tata Group has become the country’s largest corporation, partly through acquisition of iconic Western brands like Britain’s Tetley Tea, Jaguar, Land Rover, and Corus (formerly British Steel). Tata now operates across multiple industrial sectors in more than eighty countries.
Sovereign Wealth Funds—SWFs
To finance all these state-owned and state-supported companies, governments could simply print the money they need, but they would lower the value of their currencies, stoke inflation, and undermine the value of their assets in the process. To pull the money directly from state budgets, they would have to either raise taxes or spend less money on other projects. Neither choice will do much for the government’s popularity. This is where sovereign wealth funds (SWFs) come in. These are state-managed pools of excess cash that can be invested strategically. Governments can use the profits they generate for political purposes. They can also use the funds themselves to buy stakes in strategically valuable companies and institutions, primarily abroad.d Some of these funds are created by governments that don’t practice state capitalism. Here again, it’s not the tool that matters but the way it’s used.
Sovereign wealth funds draw their capital from three main sources. First, there is foreign currency earned from the export of natural resources, mostly oil and natural gas, a major source of income for Russia, Arab states of the Persian Gulf, and several North African countries. Second, there is the extra cash left over from a positive balance of trade. For example, China finances sovereign wealth funds with the foreign currency it earns by exporting huge volumes of manufactured goods to the United States, Europe, and Japan. The money can also come from the profits produced by state-owned enterprises, the proceeds from privatizations, taxes collected by governments that spend less than they save, or via transfers from government-run pension plans. Third, sovereign wealth funds are occasionally bankrolled via direct one-off transfers from a federal budget or foreign-exchange reserves.
These funds generally include a range of financial assets in their portfolios with varying degrees of risk: foreign currency, stocks, government and corporate bonds, precious metals, real estate, and other assets. They buy stakes in (and sometimes majority ownership of) domestic and foreign companies, including hedge funds and leveragedbuyout firms. What makes them different—and poses challenges for free markets—is that those who manage their investments don’t answer to shareholders. A sovereign wealth fund has one stakeholder: its parent government.
These funds are not bank savings accounts that earn a modest interest rate and help governments save for a rainy day. They’re investment vehicles that take on significant risks to maximize returns. They’re distinct from risk-averse central banks that hold foreign-exchange reserves in cash and make short-term investments in low-yield assets like government bonds and money-market instruments. The IMF recommends that central banks maintain enough cash to cover three to four months of imports. Sovereign wealth funds often have a much longer-term outlook and can amass a net worth that far exceeds any short-term government need for added liquidity or management of foreign-exchange balances.
These funds aren’t new. They’ve been around for more than half a century. In 1953, eight years before Kuwait gained its independence, its British administrators created the Kuwait Investment Authority, now the world’s fourth-largest SWF. Though market players barely noticed, Abu Dhabi Investment Authority, Singapore’s Government Investment Corporation, and other significant funds were created in the 1970s and 1980s. Only in 2005 did anyone publicly use the term sovereign wealth fund, as SWFs’ growing importance for the global economy began to become obvious.24 Several more countries have followed the leaders: Qatar in 2003, Australia in 2004, and South Korea in 2005, Vietnam, Libya, and Dubai in 2006, and Russia in 2008.25 Against a backdrop of global recession, Brazil announced plans in 2009 for its first SWF. Officials in India, Angola, Bolivia, and Thailand may soon join the club. Depending on precise definitions, there are now about fifty sovereign wealth funds, at least half of which have been created since 2000—a natural by-product, in many cases, of the enormous pools of foreign currency collected by emerging-market exporters. The IMF estimates that these reserves tripled to more than $6 trillion between 2001 and 2007. China alone controls about one third of that total.
Unlike most state-owned companies and national champions, sovereign wealth funds of every description took an enormous hit during the Western financial crisis. A few have gone under, and others are struggling to reorganize their assets. Some took their heaviest losses from investments in Western financial institutions. Crisis-inspired risk aversion has already persuaded several of the governments that own these funds to fire some of the Western investment professionals they had hired to manage them, tightening operational control under state officials.
There are several reasons why governments create and use sovereign wealth funds. First, in countries that export large amounts of oil, gas, metals, minerals, and other valuable commodities, these funds can help transform finite, nonrenewable assets buried deep in the ground into financial assets that, if managed intelligently, can generate wealth indefinitely. They can also help governments survive the natural volatility in commodity prices. Some Persian Gulf Arab states learned the importance of this strategy the hard way. They sharply increased state spending when oil prices surged in the mid-1970s. But as oil prices tested new lows in the 1980s, their budget problems multiplied.
Second, the sudden infusion of large sums of cash from export earnings or fiscal surpluses can fuel inflation, weaken the local currency through an oversupply of foreign exchange, and create consumption bubbles. Diverting excess capital into a sovereign wealth fund can help keep an economy from overheating. These funds can provide governments with cash when they need it to limit the damage of sudden capital flight from the country or attacks by speculators on their currencies. SWF reserves can help provide a fiscal stimulus to boost economic demand, save jobs, and bail out failing financial institutions. In extreme circumstances, sovereign wealth funds can help a government avoid having to ask the IMF for help, encouraging skittish foreign investors not to flee and alleviating the need to cut a deal that might come with strings attached. After U.S. forces drove Iraqi troops from Kuwait in 1991, the Kuwaiti government relied heavily on the Kuwait Investment Authority to help rebuild a war-ravaged economy.
Sovereign wealth funds tend to be as transparent—or as secretive—as their governments.26 Norway’s Government Pension Fund (NGPF) oversees that country’s huge oil wealth and provides the best example of a transparent large sovereign wealth fund. In fact, it’s arguably more transparent, more accountable, and has clearer governance structures than many private institutional investors. The fund employs 120 investment professionals and publishes regular reports, which provide details on the assets it manages, in what currencies and in which companies. It reports its investment returns and lists Western companies it will not invest in for ethical reasons (including Walmart!) based on a company’s environmental record and its operations in countries with poor human-rights records. Norwegian state officials play little or no role in the fund’s day-to-day operations.
Other countries with relatively transparent SWFs include Chile and South Korea, both of which hire external fund managers to oversee a large majority of their assets. Singapore’s Temasek and funds in Australia and New Zealand are rated as transparent as Norway’s. Temasek, though state-owned, is formally a private corporation governed by the same company law that applies to the private sector.e The United States has no federal sovereign wealth fund, but the states of Alaska, Alabama, New Mexico, and Wyoming started down this track more than a generation ago.
Other funds operate with a little more secrecy. Most analysts consider the Abu Dhabi Investment Authority (ADIA) to be the world’s largest sovereign wealth fund.27 It is wholly owned by the ruling al-Nahyan family of Abu Dhabi, the largest and wealthiest of the United Arab Emirates. His Highness Sheikh Khalifa bin Zayed al-Nahyan worked for ADIA for several years as a European equities analyst. He now chairs the fund and appoints its directors. Many company officials have also worked in UAE government ministries—though nearly 800 of its 1,100 investment professionals are foreign nationals. Its cash comes almost entirely from oil exports. ADIA has never publicly released documents that reveal exactly how big it is, what countries and economic sectors it invests in, or how well it has performed, but it is beginning to become marginally more transparent. Its management granted its first public interviews (with BusinessWeek) in 2008, revealing that it had averaged 10 percent annual returns for more than twenty years and invested more than half its funds in stocks in developed markets. 28 ADIA has begun to publish more data, revealing among other things that Abu Dhabi used ADIA to bail out neighboring emirate Dubai after the financial crisis wreaked havoc there. Its more recent foreign investments included stakes in two U.S. private-equity firms in 200729 and a huge loss from a $7.5 billion stake in Citigroup in mid- 2008. Funds from Bahrain, Kuwait, Malaysia, and Singapore fall into this category of midlevel transparency.
At the more secretive end of the spectrum, China created its latest SWF—the China Investment Corporation (CIC)—in September 2007 with $200 billion from the Chinese central bank’s huge foreign-exchange reserves. Closely linked to China’s Finance Ministry and overseen by administrators who answer directly to Premier Wen Jiabao, CIC publishes almost no information on its investment processes, returns, or decision-making strategy. The fund appears to invest at least some of its money at home, but it generated headlines around the world by venturing into the U.S. financial sector with a $3 billion stake in the Blackstone Group private-equity firm (May 2007), $5 billion in Morgan Stanley (December 2007), and an 80 percent share in its own private-equity fund run by J. C. Flowers (set up in early 2008). A second large Chinese sovereign wealth fund—the State Administration of Foreign Exchange (SAFE)—has managed most of China’s reserves since 1997, but it has also invested in global equities with the purchase of a $2.8 billion stake in French oil company Total in April 2008. It appears to have taken heavy losses by buying a piece of U.S. bank Washington Mutual via an American intermediary, but the details are unclear, because SAFE’s management practices are even murkier than CIC’s.
China has no monopoly on opaque sovereign wealth funds. Libya’s Investment Authority, Algeria’s Revenue Regulation Fund, Nigeria’s Excess Crude Account, and Kazakhstan’s National Fund are among the most secretive. In 2008, following pressure from the United States and other G7 governments, the IMF persuaded twenty-six countries to endorse “generally accepted principles and practices” for sovereign wealth funds on timely disclosure and sound risk management and governance structures.30 But even if these principles were established in international law, there is no way to enforce them. And SWFs are hardly the only financial institutions that keep billion-dollar secrets. Hedge funds and private-equity funds zealously guard sensitive information about their operations, sometimes by domiciling in offshore tax havens. Yet hedge funds and private-equity firms aren’t owned and operated by governments, and they’re far less likely to put political considerations ahead of profits in making investment decisions.
Unfortunately for advocates of openness, the largest sovereign wealth funds are found in authoritarian state-capitalist countries. Abu Dhabi, Saudi Arabia, and China top the charts, with Russia playing catch-up. This lack of transparency, including secrecy about the extent of losses during the financial crisis and global recession of 2008 to 2009, complicates efforts to gauge their relative sizes. But several independent sources have constructed estimates based on available evidence, and we do know that some funds took heavy losses by providing international banks with tens of billions of dollars in capital before the extent of the banking crisis became clear.31 The table on page 76 provides a snapshot of the relative size of the largest sovereign wealth funds in March 2009. The numbers are based mainly on figures gathered by the Sovereign Wealth Fund Institute, Sovereign Wealth Funds News (sovereignwealthfundsnews. com), and International Financial Services London Research. For SWFs valued at more than $100 billion, the lower range reflects relatively skeptical estimates from Deutsche Bank, Morgan Stanley, the Council on Foreign Relations, the Peter G. Peterson Institute for International Economics, and others. The size of some of these funds is literally a state secret. But despite the considerable guesswork behind these estimates, they do provide some insight.32,33,34
China/Hong Kong and the United Arab Emirates (with five funds each) probably control more than 40 percent of all SWF assets worldwide. Saudi Arabia, Norway, Kuwait, and Russia control another 40 percent. Most of those countries land on the state-capitalist side of the market spectrum.
Sovereign wealth funds are likely to play a steadily increasing role in the global economy over the coming decade. In early 2008, before the effects of the global slowdown had become apparent, SWFs are believed to have reached $4 trillion in total value. In January 2009, with the depth of the recession still unclear, estimates fell to between $2.5 and $3.5 trillion, an amount still greater than the value of all global assets of private-equity and hedge funds combined. The IMF has estimated that collectively all sovereign wealth funds might be worth $10 trillion by 2013,35 based on conservative assumptions about the recovery of the global economy, commodity prices, and return on investment. That’s why many more countries are likely to jump on the bandwagon—and governments that already have one sovereign wealth fund are likely to create more. That’s an enormous (and fast-growing) amount of capital in state hands.
What happened to all those post-Cold War assumptions that public wealth had become a thing of the past and that private wealth was the wave of the future? In fact, state capitalism began to take root long before the 1990s. It has developed in four waves.
The First Wave—Oil as a Weapon
State capitalism first began to pay dividends for a few resource-rich countries with the formation of OPEC in 1960.36 National oil companies have been around since the 1940s, but only in late 1973 did the world’s most important commodity become one of its most potent foreign-policy weapons. That’s when OPEC cut production to several countries and imposed embargoes on the United States and the Netherlands in retaliation for their support for Israel during the Yom Kippur War. The price of crude oil, which had barely increased in real terms since the end of World War II, quadrupled from $3 to $12 per barrel in a matter of weeks. For OPEC member states, the crisis put an end to decades of perceived political and economic impotence, and the price shock forced the United States into a deep recession, triggered inflation, generated various forms of oil and gasoline rationing in America and Europe, and boosted the foreign-exchange reserves of the Soviet Union—buttressing its economy at a crucial historical moment.
Modern resource nationalism was born, as oil producers found that by acting together, they could control international production levels and grab a much larger share of the revenues generated by Western multinationals. At a stroke, the balance of market power shifted from consumers to producers. Newly valuable national oil companies came under tighter government control. The Saudi government fully nationalized Saudi Aramco, and other countries followed suit, allowing OPEC to become a virtual cartel. In other words, the conflict had enormous and lasting consequences for international politics and the global economy.
The Second Wave—Fast-Emerging Markets
The second wave of state capitalism made landfall during the 1980s and early 1990s with the liberalization and economic expansion of the so-called emerging markets—China, Russia, India, Brazil, South Korea, Mexico, Turkey, and others. Trade liberalization produced a surge in consumer demand in dozens of countries, the global economy has since gained hundreds of millions of new participants, and most of the emerging markets have a history of relatively direct state involvement in economic decision making. China and Russia depended for decades on command economies. In some of the others, large enterprises—often run by wealthy, well-established families—enjoyed virtual monopolies in certain economic sectors. India under Jawaharlal Nehru and Indira Gandhi, postwar Turkey, Mexico under seven decades of single-party rule by the Institutional Revolutionary Party, and Brazil under alternating military and nationalist governments never fully embraced the view that only free markets can produce durable prosperity. Their political cultures predisposed them to the conviction that key economic sectors should remain under effective government management—in part to avoid exploitation by U.S. and European capitalists.
Though governments of many of the emerging markets enacted reforms that freed businesses to compete, to keep more of their profits, to invest as they saw fit, to export to new markets, and to welcome foreign investment, their commitment to free-market principles has remained tentative. The officials who introduced these reforms may be willing to experiment, but many of them gained their formative educational and professional experiences inside state-run institutions that were created to continually replenish the ranks of authoritarian and secretive governments. These are places where demonstrations of loyalty (not creativity or entrepreneurialism) were essential for advancement. Some of these officials have genuinely embraced free-market capitalism. But political cultures change slowly, and history provides enough examples of exploitation by outsiders to continually renew faith in state control of national wealth.
Economic liberalization has created robust growth in China, Russia, and several other emerging markets without independent courts to protect the rights of the individual, an independent press to check the power of those who profited most, or a culture of openness to bring predictability to development. In an emerging-market country, political factors matter at least as much as economic fundamentals like supply and demand for a country’s development and the performance of its markets. Western governments scrambling to adapt to this shift in the global balance of power—and companies willing to ignore all sorts of risks in the gold rush for hundreds of millions of new customers and workers—may well pay a heavy price for their complacency.
These risks will grow over time. Since a team of Goldman Sachs economists first coined the term BRIC (Brazil, Russia, India, and China) in 2001, these countries have captured the collective imaginations of multinational companies, the international investment community, and the Western media. In a Global Economics paper titled “Dreaming with BRICs: The Path to 2050,” published in 2003, the firm’s economists argued that, given sound political decision making and good luck, “in less than 40 years, the BRICs economies together could be larger than the original G6 [the United States, United Kingdom, Germany, France, Italy, and Japan] in dollar terms.”37 With sustained long-term economic growth comes new political clout. Once Brazil, Russia, India, and China wield greater influence over the rules governing global financial flows, intellectual-property rights, and trade issues, the United States, Europe, and Japan will face a very different set of political challenges than they do today.
But the Goldman Sachs analysts argued that the BRICs would hit their long-term targets only if their political leaders committed themselves to “maintain policies and develop institutions that are supportive of growth.” India and Brazil are more likely than China or Russia to maintain that commitment, because the state capitalists in charge in Beijing and Moscow back progrowth policies mainly as a means of ensuring domestic stability. If either government one day believes it must choose between economic growth and social order, they will restore order—and the state’s considerable resources will help them do it. That kind of conflict is more likely in China and Russia, authoritarian countries where political dissent has fewer acceptable outlets. For the moment, major political players in India and Brazil appear to accept a more modest role for government in their countries’ economic development. But there is no guarantee that significant levels of social turmoil—or, in Brazil’s case, the temptations that come with a major oil discovery—won’t one day change their minds.
The Third Wave—What to Do with the Wealth?
The third wave came ashore with the flood of cash produced by the growth of emerging markets and the rise of commodity prices of recent years. These forces haven’t “lifted all boats,” but they have drawn large numbers of consumers, from South Asia to Eastern Europe to Latin America, into an emerging global middle class. Brazil’s growth rate, which averaged around 1 percent for the quarter century before 2001, reached nearly 7 percent in 2008. India’s averaged 6 percent between 1988 and 2003 and peaked at 9.6 percent in 2007. Russia’s averaged nearly 7 percent a year from 1998 to 2008, thanks in large part to surging prices for oil, natural gas, and other commodities. China’s economy has grown by an astonishing 9.5 percent per year for three decades. Its exports of manufactured goods to the United States and European Union brought windfall after windfall of foreign-currency reserves. Together, these trends generated huge amounts of excess global capital and created the need for sovereign wealth funds.
When those who direct these funds make an investment decision, are they looking for profits, political leverage, or some combination of the two? It’s impossible to know for sure, because many of these funds operate in the shadows. But if Western sovereign wealth funds like Norway’s or pension funds like California’s factor politics into investment decisions—in divesting from Iran or Sudan, for example—it’s reasonable to assume that secretive, authoritarian states will do the same.
The Fourth Wave—Crisis and Opportunity
In the fall of 2008, Western governments began intervening in their economies on a massive scale. In Europe, a tradition of statismf and social democracy make nationalization and bailouts a little more politically palatable, but Western Europe has not known such large-scale state economic intervention since the World War II era. Japan, Australia, and other free-market heavyweights have followed suit. U.S. lawmakers have rolled up their sleeves and reached deeper into American financial institutions and key industries than at any time since the 1930s.
Many of the state-capitalist countries took a hit from the slowdown too. Following the fall in oil prices from $147 per barrel in July 2008 to less than $40 in February 2009, Russia faced its first budget deficit in a decade. The Russian government has had to bail out several state-owned enterprises and private national champions, manage a careful devaluation of the ruble that might have panicked millions of consumers, and prop up plenty of banks. During an interview with a Russian daily newspaper in October 2008, President Dmitry Medvedev sought to reassure depositors: “I have kept all of my bank accounts. I have not withdrawn any funds, nor have I converted my rubles to dollars. . . . I am convinced there is no threat to my savings, just like there is no threat to the funds of all Russian savers.”38 It’s never a good sign when the president comments publicly on the safety of his bank account.
China had much less exposure to the toxic assets that spread like a virus through the global banking system, but large numbers of manufacturers were forced to close their doors in 2008, because U.S. and European customers stopped importing the products they sold. The rise in unemployment created serious risks for even-higher-than-usual levels of social unrest. But the Chinese economy has proven remarkably resilient—and countries like India and Egypt, which are less exposed to global trade flows and toxic bank assets than many other emerging-market countries, sustained less damage from the global slowdown and have recovered from it relatively quickly.
That’s why, for the next several years, a global economic meltdown widely blamed on free-market capitalism will undermine the arguments of those who believe that intelligently regulated private-sector competition is essential for long-term growth. With that problem in mind, it’s essential to understand how state capitalism actually works in China, Russia, and many other countries—to recognize its strengths, spot its weaknesses, and figure out how it’s likely to change our lives in years to come.
CHAPTER FOUR
State Capitalism Around the World
Tyranny is always better organized than freedom.
—CHARLES PÉGUY
On August 29, 2005, Venezuelan President Hugo Chávez announced a plan to provide low-cost heating oil and gasoline to hospitals, nursing homes, schools, and local organizations representing poor communities. “If you want to eliminate poverty, you have to empower the poor, not treat them as beggars,” said Chávez as he announced plans to expand the program three weeks later. This is the kind of story that would normally generate headlines only in Venezuela’s state-run media. In this case, it drove media attention all over the world, because the recipients of Chávez’s state-sponsored largesse were victims of Hurricane Katrina in the United States. The plan was for Citgo Petroleum Corporation, a wholly owned subsidiary of state-owned oil firm Petróleos de Venezuela S.A. (PDVSA), to set aside 10 percent of the oil it refined for Americans in need. In this case, Chávez used his country’s state-owned natural resources to provide direct support for people who needed help—and to score propaganda points by sticking a finger in the eye of President George W. Bush.
State capitalism is not a single coherent political ideology. It’s a set of principles that a government can adapt to meets its particular needs. As we’ll see, Saudi royals, Russia’s elite factions, and China’s senior party leadership design policies intended to extend their domestic power within very different political environments. Even in democracies, especially those in which one party has historically dominated the country’s politics, governments use some elements of state capitalism to promote their interests. India’s Congress Party uses state-owned enterprises to protect jobs and generous subsidies in some areas to control prices. South Africa’s ruling African National Congress and Malaysia’s United Malays National Organization use these and other state-capitalist tools to protect their political capital by serving the interests of historically disadvantaged majorities. Within democracies where power often changes hands, governing institutions can enshrine state-capitalist principles. Mexico’s constitution has blocked efforts to liberalize the country’s energy sector for decades. A huge offshore oil find may push Brazil’s government in the same direction.
That said, democratically elected governments will never have as much freedom to develop state capitalism as authoritarian governments do, because they answer to voters, journalists, legislatures, and courts—all of whom have an interest in ensuring that no government can ever amass too much political and economic power. For example, China’s party leadership can never be sure that a regional government will properly carry out its orders. But it faces nothing like the problems that India’s central government must tackle in overcoming resistance from provincial governments controlled by rival political parties or local leaders who use courts to their advantage. Where elected leaders have access to state-capitalist tools, it’s usually a remnant of a less democratic past (as in South Africa and Ukraine), some form of anticolonialist resource nationalism (as in Mexico and Malaysia), and limited to a few economic sectors.
As we’ll see in some detail, state capitalism distorts the politics and domestic economies of countries throughout the Middle East, in South and Southeast Asia, and in Africa and Latin America. But if the Chinese, Russians, and Saudis didn’t practice state capitalism, we wouldn’t be talking about it. These countries each play a large enough role in international politics and the global economy to make this system a fundamental challenge to the future of free markets.
Saudi Arabia
As you enter King Abdullah Economic City, a multibillion-dollar building project due for completion in 2020, you pass through an enormous gate ornamented with the king’s image and the words, “The vision of our leader has embodied our dreams.”1 According to the city’s official Web site, its purpose is “To become the single greatest enabler of social and economical growth for the Kingdom of Saudi Arabia.”2 Two million Saudis are expected to live, learn, and work within this desert fortress of state-of-the-art skyscrapers, schools, and shopping malls that will one day cover 150 square miles. This is just one of six megacities the Saudi government intends to invent over the next decade, projects imagined by state contractors and built largely by the Saudi construction and service companies that win lucrative government contracts.
In Saudi Arabia, grand-scale state capitalism is a natural fit. Most authoritarian governments now recognize that change is inevitable. The more a regime fears for its long-term survival, the more likely it will try to micromanage the processes of adaptation and reform. Saudi Arabia’s ruling royals survive and thrive by using the kingdom’s massive oil revenues ($288 billion in 2008) to buy the political allegiance of its citizens. Given the need to spend billions on projects designed to bolster their popularity and on added security where necessary, they will continue to ensure that as much wealth as possible remains in state hands—and that economic changes don’t enrich and empower potential rivals or militants devoted to their destruction.
The al Saud family has been a central political and economic player on the Arabian Peninsula for centuries, but its leaders know the kingdom must evolve to remain in (relative) harmony with an outside world determined to develop oil alternatives and powered by an ever-accelerating cross-border flow of information. Over the past several years, Saudi vulnerabilities have become more obvious. Though it holds nearly one quarter of the world’s oil reserves, the kingdom’s large population (about 28.7 million) ensures that the average Saudi enjoys a much smaller share of the wealth than his neighbors in Qatar, Kuwait, Bahrain, or the United Arab Emirates. Even with the sharp drop in prices in the second half of 2008, oil still accounts for about one third of total GDP. Saudi leaders have acknowledged for years that the kingdom can’t afford to rely so heavily on oil for future income. Economic diversification has been a constant refrain, but progress remains slow.
In addition, the age gap has widened between senior royals and their subjects. In 2009, King Abdullah turned eighty-five, ailing Crown Prince Sultan reached eighty-three, and Interior Minister and political heavyweight Prince Naif hit seventy-six—but more than 60 percent of those they rule have not yet turned thirty. State officials say that 10 percent of Saudis are unemployed, but the real number (particularly among young people) is much higher. As growing numbers of students try to enter a job market that can’t provide for them, some may turn their anger on their government. A few will embrace the kind of militancy that inspired the kingdom’s most infamous native son (Osama bin Laden), most of the 9/11 hijackers, and domestic al Qaeda- affiliated groups.
Yet state capitalism serves the interests of both the royals and those they rule. Capitalism and free trade are hardly foreign concepts within the kingdom, but its political system and its oil-dominated economy have historically generated hands-on state management. Saudis don’t pay taxes, because the government can draw wealth directly from the ground, and citizens see their royal family as a provider of wealth, jobs, and opportunity—not as public servants they can hold accountable.
The Saudi private sector, which accounts for 45 percent of domestic economic output, relies heavily on the state to provide commercial opportunities. When Abdullah became king in August 2005, he launched a series of market-friendly reforms meant to modernize the country by shifting the Saudi economy toward greater reliance on an expanding private sector for new growth and new jobs. The king pushed for diversification away from dependence on the oil sector and promoted his country’s bid to join the World Trade Organization. In December 2005, the kingdom became the WTO’s 149th member. Membership was motivated in part by a Saudi plan to secure greater global market share in the production of petrochemicals, but it was also designed to professionalize private-sector Saudi companies by forcing them to compete with international corporations, which WTO rules now allow onto Saudi territory in larger numbers. This strategy turned out to be the economic equivalent of teaching a child to swim by throwing it in the ocean, and when large numbers of Saudi companies began to slip beneath the waves, their government rescued them, renewing its commitment to state economic dominance. Why compete, many in the Saudi private sector might wonder, when we know the state will provide?
The global recession heightened Saudi risk aversion still further. As the price of oil plummeted from $147 per barrel in July 2008 to about $35 per barrel just a few months later, the Saudi government recognized that lagging economic performance might provoke social unrest. Any delay in completion of the massive and expensive state-funded social, industrial, and educational projects already under way could undermine the state’s ability to ensure job creation—along with non-oil-related growth and foreign investment. At a moment when public fear of a stock market collapse and huge financial losses for local investors raised anxiety levels throughout the country, the Saudi leadership decided it could not afford to move quickly from state dominance of the economy toward a liberalized (and potentially volatile) economic model. After injecting $5 billion into struggling local banks, the government budgeted for still more economic development programs.
Whatever the near-term future of Saudi Arabia’s private sector, its economy will depend on oil for the bulk of its revenue and international political leverage for many years to come. Reliance on oil means reliance on state-owned Saudi Aramco, the world’s largest oil company. Aramco illustrates both the power of state capitalism in Saudi Arabia and its limits. The Saudi royals are unlikely ever to allow private ownership of “upstream” assets—those that are closest to the point at which oil is discovered and brought to the surface. But state-owned Aramco operates with much less direct interference from political officials than national oil companies in countries like Russia and Venezuela. Aramco’s budget and operations are overseen by the Ministry of Petroleum and Mineral Resources and a “supreme council” chaired by the king himself. For the most part, Saudi kings have allowed Aramco officials, highly trained professionals recruited from outside the vast royal family, to draw up the company’s commercial strategy and control its operations.
Aramco is not the only tool with which Saudi royals dominate the domestic economy. The Saudi Basic Industries Corporation (SABIC), another enormous state-owned company, plays a similar role in the petrochemical sector, drawing on state backing to invest in major downstream projects around the world. Outside the company, little is known about its day-to-day operations. In February 2009, SABIC abruptly announced that the global economic downturn—and the steep drop in oil prices—had forced the firm’s management to freeze bonuses and promotions for about seventeen thousand employees. The move generated plenty of discussion and anxiety inside the kingdom, where the company has long been considered one of the most stable state-run enterprises. Fears that such a company might have cash problems prompted many Saudis to wonder about the government’s plans for it—though the move was probably no more than a measure of global-recession-inspired caution.
Saudi Arabia also has its privately owned national champions. Beyond companies like the Olayan Group (trading and industrial infrastructure) and the Dallah Albaraka Group (media, banking, and construction), there is another family-owned, state-supported heavyweight with a familiar name. The construction and equity-management conglomerate Bin Laden Group has dominated its local competitors for decades. The families that run these companies have deep and durable ties with the Saudi royals. Other companies are owned directly by members of the family. The most successful of these is probably the Kingdom Holding Company, operated by Prince Alwaleed Bin Talal Alsaud, nephew of King Abdullah, and the man Time magazine has called the “Saudi Warren Buffett.” Some Americans remember him as the man who presented then-New York City Mayor Rudolph Giuliani with a check for $10 million to help finance 9/11 relief efforts. Giuliani famously refused the money when Alwaleed publicly expressed hope that the United States would “reexamine its policies in the Middle East” in light of the attacks. He made news again in January 2008 when he partnered with the Singapore Government Investment Corporation (GIC) and others to provide embattled Citigroup with $12.5 billion in much-needed capital.3
The Saudi state directly manages the kingdom’s oil revenues and sets its long-term global investment strategy. The country’s assets are essentially managed by the Saudi Arabian Monetary Agency (SAMA), which acts as both the country’s central bank (for regulatory purposes) and a sovereign wealth fund (for investment). It answers directly to the king. SAMA has long had a reputation as a place where less scrupulous members of the royal family plundered state assets to amass personal fortunes. Abdullah’s February 2009 appointment of respected technocrat Muhammad al-Jasser as SAMA’s governor may mark a significant change in management of the kingdom’s financial assets, but that remains to be seen. In May 2009, the state launched the Saudi Arabia Investment Authority, Sanabil Al Saudia, a sovereign wealth fund that could become a global leader over time.
Outside the hydrocarbon sector, there is less protectionism than there used to be. Enactment of an investment law in 2000 has allowed full foreign ownership in many sectors, and foreign companies have been allowed to apply for loans and bid for government contracts. Both foreign and privately owned Saudi firms are entering multiple economic sectors in larger numbers. The king’s decision to create a legal system in which commercial courts, not religious tribunals, resolve business disputes bodes well for the future of foreign investment. It wasn’t always so. In 2001, the kingdom’s mufti, Saudi Arabia’s highest religious authority, issued a religious edict (fatwa) banning the popular children’s game Pokémon on the grounds that some of its symbols promoted Judaism and Israeli interests, Christianity, and gambling. The ban hit Japanese firm Nintendo hard, depriving the company of an increasingly large youth market without any possibility of appeal. Problems with enforcement of contracts will continue without much greater transparency in Saudi Arabia, limiting foreign investment.
International investors also await the chance to invest freely in the Saudi stock market, but the 2008 financial crisis may have convinced Saudi leaders that the more connected they are to international markets, the greater their risks of economic (and political) instability. The famously low risk tolerance of senior royals and the strength of their grip on power ensure that Saudi state capitalism won’t be going away any time soon.
United Arab Emirates
No Middle Eastern country has profited more handsomely as a fashionable international business destination than the United Arab Emirates (UAE), thanks mainly to the determination of powerful political officials among the various ruling families to drive and control the local and federal economies. But in at least one respect, the UAE differs sharply from other state-capitalist powerhouses: It’s not a highly centralized state. Since the seven emirates established independence as a federation in 1971, each of them has maintained its right to pursue its own political and economic policies. Only the two largest—Abu Dhabi and Dubai—have the political and financial clout to dominate the UAE’s governing institutions. Political and financial rivalries among the emirates and their ruling families are a constant fact of life.
Before the financial crisis, no emirate shone brighter than Dubai, where dwindling oil reserves had already forced some creative strategic thinking on the city-state’s economic future. In the mid-1990s, oil accounted for about one third of Dubai’s GDP. By 2009, it was believed to account for just 5 percent.4 That shift reflects a deliberate state-directed move away from reliance on oil toward development of the emirate as a major regional business hub—with financing from wealthier Abu Dhabi. The early success of this project stoked the ruling al-Maktoum family’s ambitions to promote Dubai as a global capital of international finance. Within a decade of implementing this strategy, the city-state had become a futuristic luxury tourism destination and a trendy regional base for heavyweight international companies and financial institutions. The UAE’s other five emirates, which also lack Abu Dhabi’s oil wealth, have followed Dubai’s lead in relying on financial backing from the Abu Dhabi-dominated federal government to diversify their economies, though on a smaller scale than Dubai and with varying degrees of success. Abu Dhabi’s ruling al-Nahyan family has moved much more slowly and carefully toward diversification to ensure that it doesn’t undermine the regime’s hold on power.
Beyond their idiosyncrasies, the seven emirates have something basic in common: To one degree or another, they’re all state capitalists. Dubai has experimented on a grand scale with foreign investment and open markets without approval from Abu Dhabi, but its development has still been state driven and directed. The federation’s largest corporate groups and financial institutions, whether owned by shareholders or directly by the state, are dominated by either the UAE’s federal government or a member of one of the seven ruling families. Despite a heavily hyped embrace of foreign investment and free-market capitalism, the UAE remains a typical Persian Gulf monarchy. Emirati nationals, who represent just 20 percent of a population of about 5 million people made up largely of low-skilled workers from developing countries in South and Southeast Asia, accept heavily subsidized goods and services in return for political loyalty.
Dubai’s colorful ruler, Sheikh Mohammed bin Rashid al-Maktoum, has taken a corporatist approach to managing his emirate. He’s the hands-on proprietor of most Dubai-based large corporations and investment institutions and manages its internal affairs with no federal supervision. To promote the commercial real-estate sector, Sheikh Mohammed created companies whose only purpose was to buy homes from the real-estate-developing companies he owns. His developers reportedly sold soccer star David Beckham a lavish home at an unusually low price to attract international attention and a more high-profile clientele. (Beckham has since given the home to his in-laws.) Then there’s the al-Nahyan family, led by UAE President and Emir of Abu Dhabi Sheikh Khalifa bin Zayed al-Nahyan and his half-brother Crown Prince Mohammed bin Zayed al-Nahyan. Together they dominate Abu Dhabi’s business community, in part via an organization known as the UAE Offsets Group, a collection of thirty to forty men with ties to both the al-Nahyans and the UAE’s largest companies and development projects. For many years, relations between the al-Maktoums of Dubai and al-Nahyans of Abu Dhabi have generated friction, competition, and rivalry.
The financial crisis and credit crunch of 2008 hit Dubai especially hard, fundamentally shifting the balance of power within the UAE toward Abu Dhabi and the al-Nahyans. As money stopped flowing into Dubai from abroad, large-scale infrastructure projects ground to a halt, shrinking the local labor force. Thousands of foreigners lost work permits in the construction sector. Thousands more, saddled with loans they could no longer repay, simply abandoned their property and left the country. By January 2009, local police complained that about three thousand cars had been abandoned at the airport. Dubai found itself buried beneath a mountain of IOUs, and for a few days in February 2009, the financial world lost faith. The emirate’s credit score tanked, and foreign investors began to plan for the once unimaginable risk that Dubai would default on its sovereign debt. Dubai then announced a $20 billion bond program to raise the needed cash. In February 2009, Abu Dhabi moved in with a $10 billion bailout, underwritten by the UAE’s central bank. By December 2009, Dubai was still $5 billion short, and a credit crisis involving state-owned Dubai World had markets again on edge. The al-Nahyans can’t and won’t provide Dubai with a blank check, but the bursting of Dubai’s real-estate bubble and the sudden collapse of its economy will likely allow them to buy a larger share of the al-Maktoums’ assets.
What lessons have Emirati officials taken from all this? Like a frugal parent chiding a spendthrift child, the al-Nahyans charge that Dubai’s Sheikh Mohammed al-Maktoum has paid the price for betting too heavily on free-market capitalism. Abu Dhabi dominates the federal Emirati government, and state officials with ties to the al-Nahyans claim that the financial crisis, Dubai’s reliance on foreign capital, and the bursting of its real-estate bubble justify the need for tighter, more prudent, and more centralized supervision of local investment decisions. They warn that the other emirates should now accept as an economic model Abu Dhabi’s reliance on a huge sovereign wealth fund and its more conservative approach to development. Not surprisingly, Abu Dhabi’s bailout of Dubai has generated tensions between the two ruling families, mainly over how and when the debt should be repaid. Some of the al-Nahyans have demanded stakes in Dubai-based companies that the al-Maktoums consider the family’s crown jewels. After unveiling the world’s tallest skyscraper in January 2010, officials in Dubai renamed the tower for Sheikh Khalifa bin Zayed al Nahyan, Abu Dhabi’s president. It’s clear that the UAE as a whole will only rely more heavily on state-managed growth strategies in the years to come.
Oil will remain the federal government’s best insurance against political instability and economic volatility. It creates the wealth with which the government can buy the public’s loyalty and ensures that smaller emirates remain dependent on the central government in Abu Dhabi. Each of the seven emirates has its own state oil company, but the most important (by far) is the Abu Dhabi National Oil Company (ADNOC), which sits atop the world’s fifth-largest oil reserves and manages the 2.7 million barrels that the emirate produces each day. ADNOC has closer links to Abu Dhabi’s ruling family than Saudi Aramco has to the House of Saud. It is chaired by Abu Dhabi’s Sheikh Khalifa. Unlike its Saudi counterpart, ADNOC allows foreign ownership in upstream energy projects, though it reserves the right to own up to 60 percent of any given venture. This openness to foreign investment comes not from faith in free markets but from the al-Nahyans’ recognition that the company still needs access to state-of-the-art technology and technical expertise. Once they believe that ADNOC has raised its game, the state will have far fewer incentives to share profits with outsiders.
Unlike the situation in Saudi Arabia, where the Saudi Arabian Monetary Agency controls the bulk of Saudi assets, the Emirati central bank holds just $40 billion in foreign-exchange reserves. The Emirati government controls much more within opaque sovereign wealth funds like the Abu Dhabi Investment Council, the Abu Dhabi Investment Authority, and the International Petroleum Investment Company. To diversify their holdings, UAE-based funds have bought large stakes in recent years in institutions like Citigroup, HSBC (formerly Hongkong and Shanghai Banking Corporation), and Sony.
Most of these investments took a significant hit during the recent collapse in global equities during 2008 and 2009, and the political firestorm that erupted in Washington when state-owned Dubai Ports World tried to win the right to manage several U.S. ports in 2006 still stings. But the ruling families have placed a long-term bet on global economic recovery, and their sovereign wealth funds will likely remain powerful players in international equity markets for the foreseeable future.
The UAE’s private sector is dominated so heavily by companies owned directly by various members of the seven families that the concept of national champions doesn’t really apply. These firms exist to further family business interests, not the UAE’s international political leverage. Abu Dhabi’s crown prince controls Mubadala Development Company and Aldar—firms that with their subsidiaries own a combined $40 billion in assets. Dubai’s emir owns names like Nakheel, Emaar, and Dubai World, which generated an estimated $50 billion in combined annual revenue before the onset of the global recession. When foreign investors bid for big government procurement contracts, they can expect that these local heavyweights will have every advantage the ruling families can afford to give them.
It’s not all bad news for foreign investors. The UAE has set up a number of free-trade zones where profits are plentiful—though outside these enclaves at least 51 percent of any business must be owned by an Emirati citizen, group, or institution. The in-country distribution of imported goods must be conducted through an Emirati partner, but there are no controls on access to foreign currency or the transfer of profits across borders. To attract more foreign investment, there has even been talk of legal reforms that would allow foreigners a fair hearing on commercial disputes. Dubai’s International Arbitration Center has already become one of the leading institutions of its kind in the region.
The global financial meltdown has made it more politically palatable within the UAE for members of the al-Nahyan family to expand their authority over the other emirates and to ensure a more centralized political and financial decision-making process. The risk is obvious that the UAE will become more authoritarian, more secretive, and more willing to rely on state capitalism for future growth. In early 2009, the UAE’s Federal National Council, an advisory board, approved a proposal to slap fines of up to $272,250 on journalists and media outlets that criticize the head of state, the seven royal families, or their deputies. 5 As initially drafted, the new law would force media organizations to post a security deposit from which fines for future infractions could be taken. And if you live within the UAE and want your own copy of Christopher Davidson’s Dubai: The Vulnerability of Success, or Abu Dhabi: Oil and Beyond, you’ll have to leave the country to find it.6
Egypt
State capitalism extends well beyond the Gulf monarchies into other parts of the Arab world, though some of them have taken concrete steps toward genuine market reform. Government dominance of the domestic economy has deep roots in Egypt, where political officials have been managing (often mismanaging) development since the revolution that deposed King Farouk I in 1952 and elevated Gamal Abdel Nasser. Formally elected president in 1956, Nasser and his supporters committed themselves to socialist principles and built an enormous state bureaucracy to implement their plans. How enormous? Nasser promised government jobs for every Egyptian who graduated from college—a law that’s still on the books. Since President Hosni Mubarak inherited power from the assassinated Anwar Sadat in 1981, economic liberalization has advanced in fits and starts, sometimes under direct pressure from the International Monetary Fund.
But in the summer of 2004, things began to change. Mubarak appointed Egypt’s first technocratic government, led by Prime Minister Ahmed Nazif. With Finance Minister Youssef Boutros-Ghali and the head of the newly created investment ministry, Mahmoud Mohieldin, allies of Mubarak’s market-friendly son Gamal began reshaping Egypt’s economic policies. Gamal Mubarak, a senior member of the ruling National Democratic Party who is considered likely to succeed his father, gained insight into market operations as an investment banker with Bank of America. In short, for the first time since 1952, those in charge of crafting economic policy in Egypt are ideologically committed to market liberalization. Hosni Mubarak is still the country’s ultimate decision maker, but reform advocates have real space in which to craft policy.
Under their direction, the Egyptian government has begun to sell off major state assets. In 2002, foreign direct investment in the country remained at about $500 million. By 2008, that figure pushed past $13 billion. In 2006, an Italian bankg was allowed to buy 80 percent of the Bank of Alexandria, making it the first state-owned financial institution to be privatized. The regime has since adopted a more market-friendly approach to regulation, cut corporate taxes, and streamlined investment policies.
Crucially, since the onset of the financial crisis, Egyptian authorities have reaffirmed their commitment to free-market policies. As global recession took hold in 2009, Mubarak chose not to fire anyone within the economic team, a decision interpreted by investors inside and outside the country as a vote of confidence in reform. The state did pass a nearly $3 billion stimulus package in early 2009 and a budget that sharply raised the deficit. But senior officials claim the country will weather the crisis, saying that when the global economy bounces back, Egypt will again see high growth and investment. The country has a number of national oil and gas companies, but they aren’t becoming more dominant within the domestic energy sector, and the government hasn’t interfered in bids to attract energy investment from abroad. State officials have announced that they mean to reform the huge and unwieldy Egyptian General Petroleum Company.
Orascom Group leads the way among Egypt’s national champions. Orascom Telecom, the most successful within the group, has become a highly profitable multinational company with interests around the world. Though the Sawiris family, which owns the largest stake in the group, enjoys close ties with the government, authorities have not undermined the company’s major domestic competitors. Mobinil, Orascom’s mobile network, was the first in Egypt, but the government has awarded licenses to two of the company’s commercial rivals in recent years. There are certainly direct links between business and politics in the country. Ahmed Ezz, a member of parliament, key player within the ruling NDP, and close friend of Gamal Mubarak, is also the biggest shareholder in Ezz Steel, the largest steel producer in the Middle East and North Africa.
The Egyptian economy navigated the global recession relatively well, largely because its trade ties with the outside world remain relatively weak, giving it little exposure to the slowdown in Europe and America. But if future market volatility generates large-scale social unrest, as it did briefly during a bout of global food inflation in 2008, Hosni Mubarak has both the power and the personal inclination to tighten the state’s grip on Egypt’s economic development. When it comes to reform, the president lacks his son’s risk tolerance, and market-friendly government ministers have no popular support base of their own. For the moment, Egypt is moving cautiously from state dominance of the economy toward a tentative embrace of free markets.
Algeria
Not so in Algeria, where the state’s grip on economic policy is tighter than ever. Since winning independence from France in 1962, Algeria’s government has dominated its economy, directing economic policy via Soviet-style five-year plans. The country’s political leadership trumpets its refusal to embrace globalization as a mark of discipline, a symbol of integrity, and a badge of honor—seizing on the global recession as vindication of its wisdom. This statist tradition is driven by two publicly popular commitments. First, the regime claims its embrace of socialism reflects its determination to promote social justice. Second, the state pledges never to leave the people of Algeria at the mercy of predatory foreign investors. President Abdelaziz Bouteflika loosened state control of the oil and gas, telecom, and real-estate sectors between 2002 and 2005, because he saw opportunities to grow the economy beyond hydrocarbons. But as he embarked on the politically risky path of abolishing constitutional term limits to give himself an opportunity to serve a third presidential term, he reverted to a state-dominated approach. With ample revenue from oil and gas exports to support weak state industries that employ lots of Algerians, Bouteflika did not want to risk introducing private-sector competition.
Algeria features more than one thousand state-owned companies, firms that produce everything from ceramics to mattresses. The largest and best known is energy giant Sonatrach, Africa’s largest company and Europe’s second-largest supplier of natural gas. Sonatrach is officially run by a technocratic CEO, but real authority over its operations remains with political officials loyal to Bouteflika. Even a partial privatization of Sonatrach has become unthinkable, because without this state-owned corporate giant, none of the hundreds of unprofitable state-run enterprises could continue to pay their workers. In 2002, it appeared Sonatrach might share more of the domestic energy sector with foreign companies to boost oil and gas production, which was starting to reach a plateau. But since 2006, it has become more difficult than ever for foreign companies to operate in Algeria. The state has increased taxes on oil production and now requires foreign firms to partner with local companies. When awarding contracts, it favors foreigners willing to do business with Sonatrach on Sonatrach’s terms, without much regard for the commercial merits of a particular bid. Strengthening the state giant is vitally important, because it employs 120,000 people, and its labor union carries considerable clout.
Algeria has just one private-sector national champion, the agroindustrial firm Cevital, which profits from the full range of food manufacturing and distribution from farms to store shelves. Cevital has no formal ties to the state. Its CEO, Issad Rebrab, owns an influential French-language newspaper that retains a reputation for independence without falling afoul of the government. The company has built its dominant market position by buying land from the state for agricultural production. Following Algeria’s declaration of independence in 1962, all land owned by French colonists reverted to the state, providing the new government with enormous domestic economic leverage. Confusion over land rights has stunted the growth of Algeria’s private sector, because the process of securing land for factory construction, agricultural production, and other commercial uses is often held hostage to the vagaries of an absurdly bloated bureaucracy and political infighting fueled by corruption. Making matters still more complicated, nearly half a century after large numbers of French citizens fled the country after independence, it’s often unclear who owns the land they abandoned. French retailer Carrefour has canceled plans to open supermarkets in Algeria, because it hasn’t been able to secure land rights that it believes would stand a legal challenge or political test. Cevital, in particular, would use its considerable influence within government to oust the foreign company.
Foreign investment in Algeria slowed to a trickle in 2009 following measures introduced by Prime Minister Ahmed Ouyahia that limit the independence of foreign companies and make it difficult for them to take profits out of the country. Some of these companies fled Algeria altogether when the government abruptly approved legislation that forced them to give a larger share of profits to local partners. Here as in other state-capitalist countries, the Algerian government is allowing a few state-owned and state-dependent companies to flourish to continually strengthen its hold on domestic political power.
For some of the countries emerging from the shadow of communism, state capitalism may prove a step along the path toward free markets. But for those that have yet to enjoy the European Union’s welcoming embrace, the journey could be a long one. Then again, state dominance of their domestic economies may prove less a passing phase than a modern reconfiguration of an authoritarian past.
Ukraine
Nearly two decades after escaping the Soviet Union, Ukraine’s political leadership pledges to promote free markets in the country, and its ambition to one day win Ukraine a place in the European Union reflects a commitment to economic liberalization. There are two large caveats. First, that’s a long-term project. The state still maintains a heavy presence in sectors it considers crucial to national security and economic development—like oil and gas, agriculture, and transport. State-owned companies are usually managed by industry professionals, not political appointees, but government officials don’t always resist the temptation to interfere in their commercial decisions. Progress has been slow on the privatization of some of the larger remaining state-owned assets. Second, Ukraine’s politics are so dysfunctional that it’s hard to predict what attitude political officials might take to these questions five years from now, particularly if elections oust the current government—and if neighboring Russia, which already casts a long shadow over Ukraine’s politics, increases its influence.
As in any country still struggling to build a dynamic economy from the ashes of communism, it’s much easier to promise reform than to deliver it. The privatization of large state-owned enterprises can put large numbers of people out of work, leaving elected officials vulnerable to populist attacks from political rivals. The drafting of laws and regulations intended to promote economic growth and protect the fairness of market operations is subject to all kinds of pressures from powerful vested interests. Enforcement of regulations can be arbitrary. The judicial system remains vulnerable to coercion from both the political and business elites, and corruption is a constant problem. Ukraine faces all these challenges.
The current government assumed power in 2005 following the so-called Orange Revolution, which upended a bid by outgoing president Leonid Kuchma and Russian-backed candidate Viktor Yanukovych to rig a presidential election and elevated Viktor Yushchenko, who pledged to bring Ukraine closer to Europe and Western institutions. Yushchenko became president and Yulia Tymoshenko was chosen prime minister. Both have encouraged foreign investment and pursued ambitious privatization plans, most notably when multinational giant ArcelorMittal was allowed to buy the country’s largest steel works in 2005.
But to protect the country’s independence from the powerful and predatory energy producer next door, Ukraine’s political leadership relies on state control of the domestic energy sector. No company better illustrates the willingness of supposedly promarket Ukrainian politicians to use a market player for power politics than Naftohaz Ukrainy, the fully state-owned oil and gas firm. It’s a weak company, especially since a fight with Russia in 2006 stripped it of some of its best customers. Yet Ukraine’s government sees Naftohaz as “too useful to fail.” It has a clear interest in maintaining control of the company and in returning it to profitability by helping it repay foreign debts and providing it a lead role in oil and gas exploration in Ukraine’s portion of the Black Sea. Though Tymoshenko claims to welcome foreign investment, even in the energy sector, her government canceled offshore exploration and production licenses in 2008 that had been awarded to American and British companies. To justify the move, she claimed the original deal had been negotiated on unfair terms and criticized the involvement of Russian companies. Some suspect she also wanted to destroy a deal that benefitted Rinat Akhmetov, a political rival.
The state owns all agricultural land, though lots can be leased for farming. The state holds majority ownership stakes in railroads, telecommunications, electricity, chemicals, heavy machinery, and civil aviation (via Ukraine International Airlines). The government, which badly needs the cash, promises to fully privatize all of them, but political infighting has repeatedly delayed the process, in part because the businessmen profiting from the current system lean heavily on their political contacts to oppose any market liberalization that might create more domestic and foreign competition.
These businessmen exert a powerful influence on state economic policy. Akhmetov’s name appears often in discussions of Ukraine’s domestic politics, because he’s arguably the most influential among a group of conspicuously wealthy businessmen who control major assets in important sectors of the economy, thanks to close personal and commercial ties with some of the country’s most powerful political leaders. Akhmetov controls steel, power generation, and coal-mining assets. He is a powerful and popular figure in the country’s mainly Russian-speaking eastern provinces and a major supporter of the opposition, antireformist Regions of Ukraine party. He’s also one of several Ukrainian oligarchs who have used their financial clout to win seats in parliament. Tymoshenko, who was successful in the gas-trading business before entering politics, became prime minister in part by pledging to sever the close ties between the political and business elites. That hasn’t happened, and some of her critics charge that she relies on key oligarchs for support. Their privileged positions come without the obligations to serve state interests that Vladimir Putin has imposed on Russia’s oligarchs, mainly because no Ukrainian politician has the muscle to exercise Putin-scale market intervention.
But Russia’s gravitational pull is still there and provides a strong countermodel for Ukraine’s economic management. There are still influential communists and other left-leaning politicians within the country who push for greater state involvement in the economy, including the outright nationalization of assets. Russia’s recent experience reveals how the rise of a strong leader within a weak political system can shift the country’s policies from a loosely free-market-based system to one of heavy state intervention. Until Ukraine develops new strength and self-confidence, it will remain vulnerable to Russia’s state-capitalist influence.
Russia
Imagine you’re a senior executive at X5 group, Russia’s largest retail food chain. Hard at work in your office, you’re informed that, for reasons unknown, Prime Minister Vladimir Putin wants to talk to you. With television cameras recording your every gesture, you find yourself walking alongside Russia’s most powerful man for a surprise inspection of the meat counter at one of your neighborhood supermarkets, where he informs you that you charge too much for pork. You assure him that prices will soon be slashed. Unimpressed, Putin heads for the dairy aisle. This was the fate that awaited Yuri Kobaladze as he arrived for work on June 24, 2009. The next day, X5 announced a “grand sale,” with steep discounts on all sorts of things. Four days later, Russia’s Federal Anti-Monopoly Agency announced an investigation into price collusion between retail chains and distributors in a number of product categories.
No story better illustrates Russian-style state capitalism, which combines a drive to manage the performance of markets with a habit of deflecting blame onto available scapegoats when things go badly. The Kremlin relies on both direct government intervention in key sectors of the Russian economy and control of politically connected businessmen to further the political and commercial interests of the Russian state and those who run it. That said, Russia’s political leaders have no interest in a return to Soviet-style central economic planning. As president from 2000 to 2008, Putin was the chief architect of his country’s current political and economic structure. Now prime minister, he has repeatedly affirmed his conviction that only capitalism—in this case, state capitalism—can generate prosperity in Russia and restore the country to great-power status.
State capitalism in Russia has come a long way in a short time. During its chaotic first post-Soviet decade, the weakness of Boris Yeltsin’s government left it at the mercy of grasping oligarchs, who offered him financial and other forms of support in exchange for the chance to buy valuable national resources and other assets at bargain-basement prices. In its second decade, the balance of power shifted back to the state as surging economic growth, fueled (largely but not exclusively) by a sharp spike in oil prices, allowed Vladimir Putin to corner the oligarchs, to expand state control over many of their assets, and to use them to advance his domestic political agenda and Russia’s international interests. Nowhere is the expansion of state power more obvious than in the energy sector.
Russia’s political elite now practices a concentrated form of resource nationalism, treating the country’s vast oil and gas reserves as tools that can help protect its financial and political independence and project Russian power abroad. Gazprom accounts for nearly 90 percent of Russia’s gas production. Though the state still controlled the company’s management and cash flows when Putin was first elected president in 2000, the government’s direct stake in Gazprom had fallen below 50 percent. By the time Putin passed the presidency to chosen successor Dmitry Medvedev eight years later and assumed the role of prime minister, Gazprom was again in state hands and held an official monopoly on gas exports. During the Putin presidency, the state expanded its control of Russia’s enormous oil output from less than 10 percent to nearly 50 percent.
Since 2003, the Russian government has applied legal and regulatory pressure on both foreign and domestic energy companies to push Gazprom and state oil champion Rosneft into dominant positions in the country’s energy sector. In the process, Putin’s government used regulatory harassment to force foreign companies to surrender control of valuable projects. It also dismantled an emerging domestic giant, the Yukos Oil Company, when its president, Mikhail Khodorkovsky, made plans to build an independent pipeline to China, moved to merge with a foreign oil company, and began to chart an independent political course. But the state-capitalist trend was hardly limited to oil and gas. In aerospace, shipbuilding, arms exports, civilian nuclear power, and other advanced technology sectors, the Kremlin has created new state-controlled holding companies and a special category of quasi-sovereign state corporations to tighten the government’s grip on them and to produce revenue for the officials who control them.
There is plenty of overlap between political and economic elites in many countries, but Russia is an extreme case. Before becoming Russia’s president, Dmitry Medvedev served simultaneously as first deputy prime minister and Gazprom’s chairman. When he left to succeed Putin as president, he was replaced at Gazprom by then-Prime Minister Viktor Zubkov. Current Prime Minister Putin is now chairman of state development bank Vnesheconombank (VEB), one of the state’s most important tools in managing the fallout from the financial crisis. Deputy Prime Minister Igor Sechin, a key Putin aide and reputed architect of the attack on Yukos, is chairman of state oil company Rosneft. Deputy Prime Minister Sergei Ivanov chairs the board of state-controlled Unified Aircraft Company, and Finance Minister Alexei Kudrin doubles as chairman of Alrosa, the world’s second-largest diamond producer. Sergei Chemezov, who heads the rapidly expanding state corporation Russian Technologies, and Vladimir Yakunin, who chairs the Russian Railways monopoly, are friends and former KGB colleagues of Putin’s. Alexander Voloshin has moved from Kremlin chief of staff to chairman of former state electricity monopoly RAO UES to chairman of Norilsk Nickel, a company that controls one fifth of the world’s nickel (vital for steel and auto production) and half its palladium. Before serving as Norilsk’s CEO, Vladimir Strzhalkovsky, a former state security agent, headed the state tourism agency.
Beyond the informal ties, the state’s expanded control of Russia’s economy was codified in a 2008 law that identified forty-two “strategic” economic sectors in which restrictions applied for foreign investment. To buy sizable stakes in Russian companies in these sectors, foreign investors must have approval from a prime-ministerial commission. The rules are especially stringent for nearly any valuable resource that must be pulled from the ground. Without special approval, no foreign investor can hold more than a 10 percent stake in any Russian company that controls a field containing more than 70 million tons of oil, 50 billion cubic meters of gas, 1.6 million ounces of gold, or 500,000 tons of copper. Fields containing other rare or military-use minerals are also restricted.
Aware that the state can’t micromanage the development of every economic sector and that consumer demand is best fueled by free markets, Russia’s political elite allows many large segments of the domestic economy to remain relatively open for private (including foreign) investment. Consumer-driven sectors like retail, construction, real estate, automotive, and wireless telecoms are mostly free of direct political interference. In many cases, political officials have found, it’s better to control those who run a company than to accept direct and public responsibility for its performance.
Political officials and the oligarchs clearly serve one another’s interests, though in the Putin era, the state’s needs will always come first.
During the first months of his presidency, Putin gathered most of the oligarchs and outlined Russia’s new rules of the road. The state would allow those who played by these rules to keep the wealth they had amassed (under often murky circumstances) and support their business activities at home and abroad. In return, the oligarchs were to steer clear of any independent role in Russian politics and, whenever necessary, to subordinate their interests to those of the state. Oligarchs who refused to accept this new arrangement fled into exile or came under direct attack from Russia’s security services, tax police, and other instruments of state power. But most of them have abided by the informal agreement, because the rewards of accepting state dominance are considerable. Not only have Russian government officials allowed these men and women to remain wealthy, they have used the state’s political leverage to help them win telecom, energy, and manufacturing contracts in the Middle East, Europe, Asia, and the Americas.
To prove their loyalty, some of the oligarchs have put their financial muscle behind community development projects in regions hit hard by Russia’s economic slowdown and have pledged to invest in state-supported ventures they know will lose money—like construction for the 2014 Winter Olympics in the Russian resort town of Sochi. Russian companies, especially those owned directly or indirectly by the oligarchs, are expected to do all they can to protect jobs to avoid the sorts of public protests that can damage a government’s popularity. As the economic crisis swept through the country’s metals, mining, and manufacturing towns in 2008 and 2009, companies cut work schedules, slashed salaries, and pushed older workers into early retirement or younger ones into make-work jobs as part of “social responsibility” projects meant to prevent social unrest before it started.
Oligarchs who missed the message came in for rough treatment. In June 2009, just days before he went grocery shopping with Yuri Kobaladze, Prime Minister Putin helicoptered to the beleaguered town of Pikalyovo, about 150 miles southeast of St. Petersburg, to persuade oligarch Oleg Deripaska to reopen a cement plant he had temporarily closed to cut costs. Laid-off workers had captured the Kremlin’s attention by barricading a federal highway in protest, and Putin arrived to berate Deripaska and other local business leaders for their failure to protect local jobs. With TV cameras rolling, Putin tossed a pen at Deripaska and ordered him to sign an agreement that would reopen the factory and pay his employees the same day. Deripaska signed, Putin took back his pen, and workers were immediately paid with cash that the government had already transferred into the company’s state bank account to ensure that Putin’s exit produced the desired theatrical effect.
This is a dangerously expensive show, because there’s a risk that the state is creating a precedent. Allowing oligarchs to manage large companies helps the Russian government practice state capitalism without accepting direct blame when workers lose their jobs. On the other hand, a government struggling to stop the bleeding when a poorly diversified economy takes a large hit—as Russia did in 2009—must hoard as much cash as it can. The surge in oil prices between 2003 and 2008 helped Russia build a stockpile of foreign reserves estimated at $600 billion, an enormous war chest, but the urgent need to defend the value of the ruble and to help Russian companies pay their foreign debts reduced that amount by one third in the final four months of 2008 alone. By playing the role of superhero and bailing out the workers of Pikalyovo, Putin has invited the employees of other floundering companies to stir up enough trouble to again bring his helicopter to the rescue.
That’s not the only example of the dysfunction that can plague a state-capitalist government when things go wrong. As the Russian economy failed to quickly respond to state attempts at artificial resuscitation, the government responded with political arm-twisting to force banks to extend more loans. Putin has dictated “acceptable” lending rates to banks and warned bank executives not to take vacations until they loaned out all the state funds they had been given. At the same time, the Russian government was warning banks to guard against the growth of bad loans. In 2009, Russian banks took legal action against large numbers of borrowers who had defaulted on loans, but they did it knowing that forcing a business that employs large numbers of people into bankruptcy might spur public protests and draw an unfriendly visit from the prime minister.
Russian-style state capitalism can also create confusion among private shareholders. In July 2008, Putin accused Igor Zyuzin, head of the publicly traded Mechel steel company, of tax evasion. Assuming that Putin was preparing the ground for more drastic action against the company, investors quickly began unloading Mechel shares. The company lost half its value in a matter of days. But the state never intended to take Mechel apart. In advance of an expected surge in government spending on infrastructure projects, Putin intimidated coal and steel producers to lower the price of construction materials. He generated turmoil in equity markets, but he accomplished his political goal.
Then there’s the risk for foreign companies. With a drop in global demand for steel in 2009, international giant ArcelorMittal was considering scaling back production and laying off workers from some of the coal mines it operates in the area around Kemerovo province in central Russia. On July 9, Kemerovo Governor Aman Tuleyev sent the company a telegram to inform its leadership that the company would keep the mines open, at a financial loss if necessary, or “hand them over without compensation.”7
Here again, political leaders needed a scapegoat. Sometimes, it’s a bewildered grocery-store executive. At other times, it might be a regional governor like Tuleyev. But if that local official is fast on his feet, blame might fall instead on the faceless foreign company that’s about to lay off workers. Given the financial stakes involved—ArcelorMittal is the world’s largest steel maker—Tuleyev might well have had prior approval from Moscow. After all, Russia’s regional governors are hand-selected by Russia’s president, not elected by local voters.
Kremlin officials know they must protect what’s left of the country’s badly damaged reputation as an investment destination. Threatening a multinational heavyweight with expropriation of valuable assets unless it’s willing to operate at a loss is a poor way of doing that. But the Russian political leadership had a more immediate problem: Hundreds of workers were about to lose their jobs. Russia’s federal government can’t afford to bail out every struggling local company, as Putin did in Pikalyovo. Allowing Tuleyev to play the heavy, Moscow could withhold comment, and Tuleyev could score points with workers in his district. This is the injection of politics into what would otherwise be a market decision, and foreign investors in any industry that employs large numbers of Russian workers will have to think twice before putting money on the table.
The state also works to ensure social stability by managing price fluctuations. In June 2009, the Russian government enacted a plan to establish price controls for “socially important” food products, but only in an “emergency.” This program illustrates that difference between Soviet-style command economics and Russian-style state capitalism. In announcing the plan, senior Russian officials were adamant that it would not include strict price controls. Yet it’s the government, not the market, that determines which products are socially important and what exactly constitutes an emergency.
There are also times when the state has to crack down on citizens themselves. In December 2008, the government decided to protect Russia’s struggling domestic automakers—and the more than 1.5 million workers they employ—by sharply increasing tariffs on imported used cars. The move triggered surprisingly large demonstrations in Russia’s Far East, where thousands of local businessmen and workers make their living via the import of used Japanese cars and parts. Rattled by the size and intensity of the protests fed by local communists, the Kremlin increased subsidies to encourage consumers to “buy Russian”—and flew specially trained riot police nine hours from Moscow to Vladivostok to quell the unrest. The confrontation turned violent, sparking protests elsewhere in Russia. Though demonstrations continued for several weeks, the government did not back down.
President Medvedev has signaled on several occasions that state dominance of Russia’s economy is simply a stage in its economic development. But its political leaders are unlikely to empower the independent governing institutions needed for substantial free-market reform anytime soon. Under Putin, Russia had a strong president, but it was the man, not the office, that commanded respect—and not much has changed since he traded his old job for a new one. That’s not a strong foundation on which to build the corporate culture, rule of law, and freedom of speech that enable markets to grow and mature. The global economic crisis made things worse by playing on Russian fear of chaos and heightening the state’s risk aversion. After the creation of so many enormously powerful political and economic stakeholders, dismantling the current order would produce the kind of internal conflict that the Kremlin desperately wants to avoid. As long as oil prices are high enough to finance Russian state capitalism, the country will remain stable, but a lasting economic slowdown could force a day of political reckoning.
Almost all the countries profiled so far have some form of authoritarian government. But some democratic governments also use state-capitalist tools to achieve political goals.
India
It has become conventional wisdom that from independence in 1947 until at least the late 1980s, India’s economic policy reflected the statist personal views of prime ministers Jawaharlal Nehru and his daughter, Indira Gandhi. During that time, successive governments enforced state dominance of many economic sectors, rigid market regulation, and laws that protected local companies from foreign competition. But in 1991, an Indian government facing financial crisis embraced free-market reform as a matter of political survival. It began breaking up state monopolies and unshackling India’s private sector, welcoming unprecedented levels of trade and foreign investment. In recent years, market reformers have begun freeing the country’s entrepreneurs to drive India toward a future as an economic powerhouse.
There’s a lot of truth in this historical simplification, but India remains poised between the state-dominated economic model of an earlier era and one driven by private enterprise. There are three main reasons why India’s government continues to resist a full embrace of free-market capitalism. First, few Indian politicians will say publicly that free markets produce faster growth. Second, India’s poorest citizens vote in unusually large numbers, and state officials fear the price these voters will exact if government imposes long-term reforms that inflict near-term pain. Third, true state dominance is a tough habit to break—particularly when it’s the state that must break it. Indian governments have liberalized the country’s industrial and trade policies over the past twenty years to make life easier for large Indian companies, but officials explain these plans in different ways to different audiences. There is now more confidence within the leadership that markets sometimes deliver where the state cannot, and that has triggered a genuine debate within society over how best to fight poverty and spur development. With the 2009 elections, India’s Communist Party, a major obstacle to reform in recent years, won its smallest vote percentage since 1952. But that debate is not yet won, and it will always be politically safer to avoid serious discussion of cuts in state subsidies or the reform of dysfunctional social-welfare programs. The strength of the Congress Party-led government’s commitment to any particular plan is tested each week with the release of new economic statistics and political opinion polls.
India’s government still organizes economic policy according to five-year plans that are created, implemented, and monitored by a state planning commission chaired by the prime minister. State involvement in some sectors remains high, particularly when it comes to politically sensitive products like food, fuel, fertilizer, electricity, and water. Subsidies are useful, because they allow the government to manipulate prices for political reasons. But they also cost state-owned enterprises in these sectors large amounts of money, and state budgets take a considerable hit. That’s why the Indian government has forced state-owned companies to compete with privately owned rivals in sectors like oil and gas, airlines, power, metals, and defense. Privatizing state-owned firms offers trade unions and rival parties a chance to score political points at the government’s expense. It’s safer to simply remove their advantages and force them to adapt.
This may be the long road to reform, but it has begun to pay dividends. Privately owned companies now play a much larger role than they used to in generating wealth. In the mid-1980s, the public sector accounted for more than half of investment. By 2008, this figure had fallen to less than 25 percent. In addition, state-owned Indian companies now tend to be run by former state officials chosen for their managerial ability, not political cronies handpicked for their loyalty.
The state still owns more than half of India’s forty largest companies and more than two hundred firms in total. Local governments throughout the country own a thousand more. Some of these companies dominate their respective sectors, and their total contribution to national GDP has fallen only slightly in recent years, from 17.5 percent in 1994 to 13 percent in 2007.8 The largest of them is Indian Railways, with 1.4 million employees. But India’s entrepreneurial energies have changed things, even inside this state-owned giant. A 2009 report from the Organisation for Economic Co-operation and Development (OECD) lauded its success: “From a loss making and heavily subsidized enterprise, it has become one of the relatively few state-owned railway systems in the world generating sufficient earnings not only to meet operational and capital costs, but also to undertake a large modernization program while contributing to the public purse.”9 Eighteen state-owned companies (with operations in power, steel, oil and gas, and telecoms) have been awarded the title navratna, literally “nine precious jewels,”h giving them a degree of financial and managerial autonomy that other state-owned firms don’t have. These companies are free, for example, to partner with privately owned firms in joint ventures and to bid for overseas business. This freedom is designed to allow a company like Oil and Natural Gas Corporation (ONGC) to compete more effectively with Chinese state-owned enterprises in Russia, Kazakhstan, or Nigeria.
If India’s political system complicates liberalization, it also makes it impossible to fully pursue state capitalism. Russian and Chinese leaders care very much about the state’s ability to provide for its people, but they don’t answer directly to voters. India’s political leadership is too busy improvising its way toward the next election to develop a coherent state approach to economic development, and local governments have more than enough political muscle to deny federal officials access to that much economic power. In fact, these factors limit state capitalism’s ability to take root within any truly representative democracy. However tentative the reform process, the state’s hand in strategic sectors of the domestic economy represents nothing like the ambitious and lavishly financed state capitalism found in China. India’s government runs large budget deficits even in good times. It has enough money to help state-owned companies roll over their debts or to share the burden of losses from subsidies, but it can’t provide them with the enormous sums available to their Chinese counterparts.
India hasn’t fully embraced globalization; foreign trade still accounts for just 25 percent of GDP, among the lowest levels of any of the world’s largest economies. The state continues to use state-owned companies to wield heavy influence in strategically important political sectors. But over the past two decades, India’s entrepreneurs and its small and medium-size businesses have demonstrated a level of dynamism and strength that the Indian government couldn’t suppress—even if it wanted to.
Africa
State capitalism also plays a role in some of Africa’s largest developing democracies. In South Africa, the African National Congress (ANC)-led government uses elements of state capitalism to try to right centuries of historical wrongs and to preserve the ruling party’s political capital as endemic social and economic problems fail to improve at a fast-enough pace. The ANC didn’t invent South African state capitalism. During the apartheid era, increasingly isolated white governments found global markets closed to them and were forced to rely on direct management of many aspects of a resource-rich domestic economy. The oil crisis of the mid-1970s and growing international criticism of apartheid forced the country toward deeper self-reliance and active state promotion of companies like Eskom (the state-owned power utility), Iscor (a steel producer), and Sasol (a developer of coal-to-fuel technology).
With the end of apartheid in 1994, Nelson Mandela’s government took up the challenge of reversing decades of institutional racism and its impact on an undereducated, underemployed black majority. Knowing that South Africa’s new government needed to avoid large-scale capital flight, Mandela worked to persuade white businessmen and landowners to remain in the country and to create favorable terms to attract foreign investment. At the same time, his government’s first major policy document, the 1994 Reconstruction and Development Program, called for stimulating growth through redistribution of wealth, a plan that included an ambitious social-welfare program. In 1996, as investors lost confidence in a still-stagnant economy, the plan was replaced with the more market-friendly Growth, Employment, and Redistribution (GEAR) program. GEAR proposed ideas designed to reduce the government’s fiscal deficit, relax currency-exchange controls, and lower tariffs on imports.
But in recent years, the government has tried to address chronic development problems by spending much more on education, water, sanitation, and welfare grants. To narrow the wealth gap between white and black South Africans and to create a black middle class, it instituted a Black Economic Empowerment program, which supporters call a growth strategy and detractors label affirmative action. According to the program, all companies are required to comply with specific targets on black ownership, procurement, and employment equity.i Many government tenders give preferential treatment to BEE-compliant firms. In 2004, it scrapped plans to privatize state-owned companies like Eskom and decided instead to use them to help generate stronger growth. More recently, the government, unions, and even the business community, disappointed that its embrace of free markets at the expense of more focused state efforts to alleviate poverty and improve living standards has managed only mediocre growth rates, have begun to turn toward Asia’s state capitalists as a model for development. That’s an unrealistic plan. South Africa’s ruling party has much less domestic political power and many more checks on its ability to direct investment and growth than China’s Communist Party, and South Africa’s relatively unskilled and poorly educated workforce is a long way from competing with its Chinese counterpart. But these factors haven’t kept some within the ANC from charting a more state-capitalist course.
In June 2007, delegates to the ANC national policy conference publicly embraced the idea that the state, not the invisible hand, should play the primary guiding role in the economy. The ANC government, it said, should stimulate economic development, by “directly investing in underdeveloped areas and directing private sector investment.” The resolution also called for construction of an “effective, democratic, and developmental state,” which will “intervene in the interest of the people as a whole.” Central to this plan is continuation of a state-led infrastructure investment program.
The financial crisis and global recession pushed the government further in this direction, encouraging efforts to prop up failing industries and to prevent the loss of huge numbers of jobs—particularly among black citizens, who still suffer an unemployment rate of about 30 percent. South Africa remains a relatively open economy and receptive to foreign investment. The legal system is independent, and foreign investors can expect a fair hearing in the country’s courts. But though radical policy changes are unlikely, President Jacob Zuma and the ANC leadership have emphasized industrial policy as a cornerstone of the new administration. Zuma’s political allies within South Africa’s Communist Party and the Congress of South African Trade Unions insist that it’s time to put workers first if the country’s wounds are to finally heal.
Nigeria’s government uses state-capitalist tools to preserve a delicate balance between majority Muslim northern provinces and the Christian-dominated south. Oil was first discovered in the marshlands of the Niger Delta along the country’s southern coast in the 1950s. But when the country gained independence from Britain in 1960, its federal government was relatively small, individual provinces had greater autonomy, and farming still dominated the national economy. A civil war in the late 1960s dramatically expanded the power of the state. In 1971, Nigeria became a member of OPEC, and the dramatic rise in oil prices in the years that followed allowed its central government to essentially bribe provincial governments into submission with payments from the proceeds of oil exports.
Today, Nigeria is one of the world’s ten largest oil producers and a key supplier to the United States. The poorer Muslim provinces continue to depend on monthly cash transfers from oil production in the Delta region. The service-based economy of the southern provinces also depends heavily on the energy sector. The federal government, grown fat from decades of profits generated by the state-owned Nigerian National Petroleum Corporation (NNPC) and taxes levied on foreign energy companies, largely controls the national purse. This massive state effort to keep the peace by redistributing wealth has fueled militancy in the Delta, where armed gangs, angry over the diversion of oil profits to other parts of the country, have launched attacks on foreign oil companies, government troops, and oil infrastructure—shutting in up to 30 percent of Nigeria’s peak output. In 2003, governments in the Delta began receiving a 13 percent share of oil revenues before the rest was divided among states, but local corruption ensures that little of this money is invested in improving the lives of the people who live in the area, and the militant attacks that threaten to strangle the central government’s cash cow have only intensified.
Elements of state capitalism also distort the politics and economies of a diverse range of countries in Latin America, a region that has been through enough booms and busts to believe in both the power of free markets to generate long-term growth and the need for a strong state to limit the damage when things go badly. From state-driven systems like those in Venezuela, Ecuador, Bolivia, and even Argentina, governments have created tools that allow them to dominate certain markets for political purposes. In fact, government can control a key economic sector even in relatively market-friendly Mexico.
Mexico
The one significant element of state capitalism in Mexico—and it’s a big one—is Petróleos Mexicanos (Pemex), the country’s state-owned oil company. Pemex, which ranked thirty-first on the 2009 Forbes Global 500 list of top companies by revenue, holds a monopoly on all upstream and most downstream operations.10 The company’s privileged position has everything to do with how it was created. In 1938, foreign oil companies operating in the country refused demands from local employees for higher pay and better working conditions. The workers went on strike, and President Lázaro Cárdenas del Rio secured his legacy as a national hero by seizing the foreign companies’ assets in the name of the Mexican people. From this expropriated property he founded Pemex, and Article 27 of the country’s constitution still guarantees the company’s monopoly. Though its production is in decline and efforts to reform its operations have become a perennial political football, Pemex remains a symbol of Mexico’s independence and a source of national pride.
Yet there are two major factors that prevent Mexico from a fuller embrace of state capitalism. First, like India, Mexico is a vibrant multiparty democracy. The party currently in power, President Felipe Calderón’s National Action Party (PAN), strongly favors free-market capitalism. To move anything through Mexico’s legislature, the PAN depends on support from the relatively more centrist Institutional Revolutionary Party (PRI), which is split between those who favor open markets and those who support a stronger role for the state. The opposition, left-leaning Democratic Revolutionary Party (PRD) favors a more state-interventionist approach, one that would redistribute income and manage markets in certain economic sectors, but even this party favors some level of foreign investment in Mexico’s economy. No party holds a congressional majority, and any legislation that would swing the country toward or away from a greater government role in the economy can only succeed as a product of compromise.
Second, there is Mexico’s mutually profitable relationship with its neighbor to the north. If globalization is the movement across borders of ideas, information, people, money, goods, and services at unprecedented speed, Mexico is a truly globalized country, because its economy depends so heavily on the foreign currency it earns from oil exports, tourism, and the cash remittances that Mexicans working in the United States send home to their families. In all three cases, it’s clear that Mexico relies on access to U.S. markets. Even if the country were to undergo a profound philosophical shift—the kind that only a catastrophic, history-changing event could produce—Mexico’s government would have to withdraw completely from the North American Free Trade Agreement (NAFTA) to move toward a new economic system.
Brazil
Given the dynamism of its economy and the trajectory of its development, the most interesting of Latin America’s emerging markets is Brazil, a country that has undergone a remarkable transformation over the past two decades. In the 1970s and 1980s, state-owned enterprises dominated the country’s economy, and a few wealthy families with ties to the political elite controlled most of the largest privately owned companies. To jump-start lagging growth, successive Brazilian governments privatized telecommunications, mining, aviation, and utilities companies and ended the state monopoly on oil and gas. Beginning in the 1990s, governments throughout Latin America opened their economies, and Brazil followed suit, mainly to attract cheap imports to help keep inflation in check. Since 2000, foreign trade has grown as a percentage of GDP by about 10 percentage points to around 25 percent, and Brazil’s government has taken an active role in international trade talks.
When voters first elected Luiz Inácio Lula da Silva (known as Lula) Brazil’s president in 2002, many foreign investors feared he would follow the lead of Venezuelan President Hugo Chávez and push the country sharply to the left. Despite campaign pledges to maintain his predecessor’s disciplined, market-friendly economic policy, some feared he would reverse himself at the first sign that profligate state spending might boost his popularity. It didn’t happen. Western media routinely refer to Lula as leftist, mainly because he rose to fame decades ago as a tough-minded labor negotiator. But Lula is not a Chávez-style revolutionary ideologue. He’s a pragmatist and deal maker who understands the value of compromise. His leftist reputation has helped him build a left-right political consensus in favor of free-market capitalism—within certain limits. As his presidency draws to a close, he remains enormously popular in Brazil.
Lula is no Margaret Thatcher. He believes his government has a responsibility to Brazil’s long-neglected poor to bolster the state by strengthening (rather than privatizing) most of the remaining state-owned companies and by fostering privately owned national champions, especially in sectors like mining and telecoms. But these state interventions are not nearly as intrusive as in Russia or China. State-owned companies like Petrobras (Petróleo Brasileiro, oil) and Eletrobrás (Centrais Elétricas Brasileiras, electricity) will play a larger role than in the past, but government will work to attract more private investment, even into the energy sector.
Two important developments threaten to push Brazil’s government toward a much larger state role in its domestic economy. First, in November 2007, Petrobras announced the discovery of enormous offshore oil deposits buried deep beneath the Atlantic seabed off the country’s southern coast. Further exploration suggests the area could eventually yield between 50 and 70 billion barrels of oil, enough to make Brazil an energy export powerhouse. It’s also enough to tempt the state to tighten its grip, because it’s an asset that could finance politically inspired spending projects for many years to come—with potentially serious long-term consequences for Brazil’s private sector. The government has already proposed changes to a 1997 law that allows foreign companies an important role in exploration and production. Lula has acknowledged that Brazil needs foreign oil companies to help develop the new reserves, but he also wants to increase the government’s share of the profits and to ensure that Petrobras doesn’t lose its leadership role in the sector. Under heavy pressure from Lula’s government, Petrobras announced an ambitious five-year plan in January 2009 to invest $174 billion in Brazil’s oil infrastructure, a 55 percent jump from its previous program.
The second potential game changer was the impact of the 2008 financial crisis on Brazil’s domestic economy. As commerce slowed and credit became scarce, the government used the National Development Bank (BNDES), the federally owned Bank of Brazil, and the National Savings Bank to inject cash into Brazil’s private sector—increasing the state’s stake in some of Brazil’s largest companies. Oil prices fell sharply in the second half of 2008, and Petrobras officials warned that the company could not afford the spending Lula wanted. But his government sees state investment via Petrobras as a means to stimulate growth without blowing up the government’s own budget. It has also been working with Petrobras to secure loans from other countries—especially China, which has agreed to a $10 billion loan from the China Development Bank in exchange for Brazil’s commitment to guarantee oil exports of up to 150,000 barrels per day.
Beyond Petrobras and its various development banks, Lula has worked to help create private national champions capable of competing internationally in some sectors. But because these companies have financing from other sources, the state can’t fully control them. Mining giant Vale is a prime example. For the company’s leadership, strong relations with government are a must, because the state holds a “golden share” in the company that allows it an authoritative voice in Vale’s most important strategic decisions. At the same time, Vale remains competitive internationally and doesn’t rely on state subsidies and financing to meet its payroll.
The Lula administration also announced plans in December 2008 to create a sovereign wealth fund. The original idea was to use the fund to help finance Brazilian companies abroad and to devalue Brazil’s currency to help promote exports. The government would borrow in Brazilian reals and buy dollars to finance Brazilian companies’ purchases of assets abroad. The economic slowdown changed the government’s plan. Now it wants the fund’s capital (just under $7 billion) to finance state investment in Brazil and to ensure that federal financial institutions have the cash they need to weather the financial crisis.
In October 2010, Brazilian voters will return to the polls to elect Lula’s successor, and they’re likely to face a relatively stark choice. Opposition candidate and governor of São Paulo state José Serra is well known as a champion of free-market capitalism. His likely opponent, Lula’s chief of staff and favored candidate Dilma Rousseff, favors a newly strengthened role for the state in Brazil’s development. Brazil is not a state-capitalist country. Its democracy provides checks on state power, popular opinion welcomes trade and foreign investment (even in the energy sector), and its sovereign wealth fund is tiny compared with those in China or the Persian Gulf. But even if voters decide the elections on other issues, Brazil’s next president will have considerable influence in determining how the country develops one of the world’s largest oil discoveries of the past several years, how open Latin America’s most dynamic economy remains to foreign investment, and what kind of example it offers for other countries in the region.
Southeast Asia
In Southeast Asia, there are several countries that practice elements of state capitalism. As early as 1986, nominally communist Vietnam launched its doi moi (“renovation”) program to move the country from a command economic system toward state capitalism. As in Russia and China, the goal remains to bolster the state’s political power by empowering the private sector to generate growth in some economic sectors while maintaining tight control of others.
In Indonesia, thirty-one years of Suharto’s authoritarian rule (1967- 1998) produced dozens of state-owned companies, and it will take time for even the most powerful and determined advocate of free markets to strip the business elite of its advantages. Suharto supported the creation of state-owned banking, power, utility, and telecommunications companies and a complex network of politically connected private companies in timber, oil, gas, mining, textiles, cigarettes, and agriculture. Even today, many of the country’s best-connected businessmen use close personal ties with powerful political officials to block the market reforms that would burden them with genuine competition. In addition, the 1997 Asian financial crisis forced even greater state intervention after the government had to bail out most of the country’s largest banks. A decade later, the state still owns majority or large minority shares in many of them. Current President Susilo Bambang Yudhoyono has worked to ensure that his economic team includes committed free-market-minded professionals, and he has risked public anger by reducing government subsidies for fuel and sugar. But as in Russia, he has also embraced state control over the oil, gas, and mining resources and hasn’t hesitated to use state institutions to favor state-owned companies and privately owned favorites over foreign competitors.
For forty years, Malaysia’s government has used state capitalism to serve its political interests by establishing and enforcing a kind of majority affirmative action—empowering Bumiputeras (Malays and other native ethnic groups) at the expense of commercially successful Chinese and Indian minorities. In 1969, the ruling United Malays National Organization (UMNO) capitalized on nationalist rage stirred by “race riots” between Malays and minority Chinese to create the New Economic Policy, which guarantees Bumiputeras a fixed share of Malaysia’s national wealth. In recent years, support for the policy has fallen as it’s increasingly seen as a drag on economic development. Yet forty years later, the UMNO-led government still wins votes by pandering to the ethnic majority with promises to use state power to send a guaranteed share of the country’s wealth their way.
The national oil and gas company Petronas owns all of Malaysia’s natural hydrocarbon resources and manages them through production-sharing contracts with foreign investors. Petronas has investments in more than thirty countries, from Argentina to Algeria to Mozambique to Uzbekistan to Australia. During the Asian financial crisis, Petronas acted on government instructions to bail out several state-owned or state-linked companies, one of which reportedly belonged to former Prime Minister Mahathir Mohammad’s son Mirzan Mahathir. Khazanah Nasional, Malaysia’s sovereign wealth fund, owns a substantial stake in the CIMB (Commercial International Merchant Bankers) Group of banks and other large companies. CIMB Group is headed by Nazir Razak, brother of Malaysian Prime Minister Najib Razak. UMNO’s power isn’t what it used to be. In March 2008, opposition parties did well enough in national elections to deprive the ruling coalition of its two-thirds supermajority in parliament—and therefore of its power to unilaterally amend the country’s constitution in ways that serve its political interests. The ruling party’s new vulnerability only makes it more likely to use the tools that state capitalism provides to control as large as possible a share of the country’s wealth and to use it for political gain.
But China is the world’s leading practitioner of state capitalism. Were it not for China’s emerging wealth and its economic dynamism, this system would pose a far less patent global challenge to free-market capitalism.
China
In September 2008, just as the Western financial crisis was beginning to dominate the world’s attention, Chinese Premier Wen Jiabao sat down for an extraordinary interview with CNN’s Fareed Zakaria. During their conversation, Wen provided what amounts to a precisely worded definition of Chinese state capitalism: “The complete formulation of our economic policy is to give full play to the basic role of market forces in allocating resources under the macroeconomic guidance and regulation of the government. We have one important piece of experience of the past thirty years, that is to ensure that both the visible hand and invisible hand are given full play in regulating the market forces.”11
Three decades ago, the invisible hand was truly invisible in China. When Mao Zedong died in 1976, he left behind a society in turmoil, an economy in ruins, and a ruling party in real danger of irrelevance. Within two years, paramount leader Deng Xiaoping and his premier, Zhao Ziyang, overcame considerable resistance from senior Communist Party officials to launch a slow but deliberate plan to experiment with capitalism. For China’s economy and the ruling party’s future, it was a matter of necessity, and without Deng’s personal and political talents, the changes might never have been made.
Years before Mikhail Gorbachev first charmed a Western audience, a willingness to move beyond Mao and an openness to Western culture transformed Deng into one of the American media’s most improbable celebrities of all time. Not long after the United States and the People’s Republic of China established formal diplomatic relations in 1979, the barely five-foot-tall Deng visited the United States, famously donning a cowboy hat while watching a Texas rodeo. At home, Deng’s forceful leadership ensured that no officials dared challenge him publicly as he and Zhao pushed China into the treacherous crosscurrents of uncharted capitalist waters. Deng himself described the pragmatic experimental-ism of his plan as “feeling for rocks while crossing a river.”
The first decade of reform yielded promising preliminary results. Deng’s increasingly ambitious plans, which came to be called “reform and opening up,” began with the establishment in several cities along China’s east coast of “special economic zones” (SEZs), isolated laboratories of carefully managed capitalism, where foreign firms were invited to invest on highly attractive terms. Success in these zones led to the creation of many more. The state abandoned hopelessly inefficient collective farming and created a “household responsibility” system that allowed farmers who had fulfilled their production quotas to sell any extra produce at market prices. Agricultural yields exploded. Deng and Zhao developed other policies that encouraged the growth of private commerce. In the countryside, township and village enterprises bloomed. In cities, small privately owned businesses began to flourish. Entrepreneurialism expanded, and average incomes began to rise. Along the coast, the special economic zones helped cities like Shenzhen and Guangzhou transform almost overnight from stagnant backwaters into modern manufacturing powerhouses.
Behind all this experimentation was a determination to go slow, to avoid the kind of “shock therapy” that might destabilize the country. The state tinkered with various sets of incentives and restrictions to determine what worked and what didn’t. The carefully managed pace of change ensured that much of the nation’s industrial base remained in state hands and that much of its urban workforce depended on gigantic state-owned enterprises for food, housing, salaries, and social benefits. Beyond fears of doing too much too fast, Deng knew that his battle with opponents of reform within the leadership was never fully won and that any substantial setback might encourage them to more actively resist his plans. This explains in part why Deng and Zhao cast reform as a bid to build “socialism with Chinese characteristics.” China would have to find its own way toward prosperity, but the state’s guiding role in leading industries could never be completely abandoned. Deng also worked to try to ensure that economic “opening up” did not trigger demand for a liberalization of China’s one-party politics.
But reform created an entirely new set of problems. With so much more money to fight over, official corruption reached new heights, especially at the local level, stoking public anger. Worse still, China’s rigid state bureaucracy was unable to keep pace with reform, hobbling government efforts to respond to the problems created by sweeping changes in Chinese society—like the huge population shift as millions of migrants abandoned the countryside to search for a better life in the country’s fast-growing cities. Reform reached a crossroads in the late 1980s, as an aging Deng could not prevent pro- and anti-reform factions from emerging within the party leadership. Leading the fight against further reform were powerful party elder Chen Yun, who directed the state’s economic management in the early years of Mao’s rule, and Premier Li Peng, who warned that economic reform would deprive the party of political power. The leading voices for reform included Zhao and the publicly popular Party Secretary Hu Yaobang. It appeared for a time that opponents of reform had the upper hand. Hu was forced to resign his position, and Zhao faced intense criticism over his support for relatively modest political reform. These problems generated enough social upheaval to set the party leadership on a collision course with the public expectations it had yet to fulfill, a conflict that came to a head in the spring of 1989 in Tiananmen Square.
In the spring of that year, a group of students gathered in central Beijing to mourn the sudden passing of Hu Yaobang. When steadily growing crowds pushed the show of respect toward large-scale protest and demonstrations took on a life of their own, the battle within the leadership over reform reached the breaking point. Zhao urged the Politburo Standing Committee, China’s most powerful decision-making body, to placate the students, but the more conservative faction persuaded Deng that the movement gathering just outside the party’s leadership compound threatened China’s national security and the party’s survival. Deng gave the order, tanks crushed the student-led uprising, and Zhao Ziyang spent the rest of his life in political exile.
As communist governments fell throughout Eastern Europe in 1989 and Gorbachev’s government reformed its empire out of existence in 1991, China’s economic reform effort lost plenty of steam. But Deng, then eighty-eight years old, breathed new life into market liberalization in 1992 during an unexpected tour of several of his special economic zones. The entire country, including senior members of the bureaucracy and anointed successor Jiang Zemin, got the message that market reforms must continue—and at a faster pace. Once in charge, Jiang accelerated the process of capitalist experimentation, but he also helped create and exacerbate some of the social and environmental problems that plague China today. The former Shanghai party boss focused on the development of China’s east coast, widening the growing wealth gap between the country’s increasingly affluent cities and its neglected countryside. Though China’s political leadership has fewer direct personal ties to state-owned companies and banks than we find in Russia, Jiang ensured that China’s business elite developed a stake in the state’s success. He called on the party to grant membership to favored businessmen, “red capitalists,” to bolster the regime’s popular legitimacy and to bring a better understanding of capitalism into the party bureaucracy. Career paths have since become linked more closely than ever to party membership, because it’s within the political elite that so many business relationships are now formed. A growing number of college students now join the party to improve their job prospects.
Fortunately for the coherence of reform, Jiang empowered a capable economic manager, Premier Zhu Rongji, to play a central role in professionalizing large state-owned enterprises and in rescuing an antiquated banking system overwhelmed by a blizzard of bad loans. Zhu’s greatest lasting achievement may well prove to be the negotiation of China’s entry into the World Trade Organization in 2001, a move that committed China’s future political leadership to market liberalization and compliance with established international trade practices and investment rules.
In the years since China joined the WTO, its trade with the rest of the world—particularly Europe, the United States, and Japan—has skyrocketed, and the country has become crucial for the global production chain and the future of the global economy. By engineering an economic system that relies on huge export volumes for economic growth, China’s leadership created the most prosperous period in the country’s history. But it also left China dangerously vulnerable to conditions outside the country, as we saw firsthand in 2008 and 2009, when recession in Europe and America took a large bite out of global demand for the products that Chinese manufacturers sell.
Since 1978, the Chinese Communist Party leadership has, by fits and starts, enabled market forces to shape the country’s domestic economy and opened China to foreign trade and investment. In the process, it has leveraged its enormous population and low labor costs to become a fast-emerging economic powerhouse. But it has also created internal vulnerabilities that Mao Zedong-era bureaucrats could never have imagined. Over the centuries, China has endured extended periods of chaos and self-destruction. It’s possible that as Deng Xiaoping weighed the decision to send tanks into Tiananmen Square, he thought of the Cultural Revolution, the Mao-inspired decade of violence that crippled his son, drove his brother to suicide, and temporarily cost him his freedom. When future Chinese leaders face the threat of large-scale disorder, they may well remember the costs of Tiananmen Square itself. The Chinese leadership’s fear of anarchy is not abstract; it’s a powerful force that prevents China’s state capitalists from fully embracing free markets. Then again, why should Chinese leaders abandon a system that has profited them so handsomely?
Chinese State Capitalism Today
To legitimize its monopoly control of domestic political power, the Chinese Communist Party leadership believes it must create millions of new jobs each year. That’s the only way to ensure that rising expectations for prosperity can be met and that citizens moving from poverty into the workforce can spur further growth and won’t become a threat to social order. Chinese officials know from bitter experience that a command economy can’t consistently meet that challenge and that only market forces can spur innovation and generate a sustainable economic expansion. They also believe, as Wen Jiabao told Fareed Zakaria, that they can build an economic system that ensures that market forces serve the state’s development goals and not simply the financial interests of those that Mao once denounced as profiteers. Finally, they know that to sustain high growth in years to come, Chinese companies, backed with every advantage the state can provide, must venture out into the world to lock down long-term access to the crude oil, natural gas, metals, minerals, and other commodities needed to fuel a still-vulnerable developing economy. In other words, China isn’t simply open for business. Its political elite embarked years ago on a strategy to engineer China’s development, and it is using state-owned companies, sovereign wealth funds, and domestic political control to do it.
China’s version of state capitalism begins at the very center of its government, within the State Council, the country’s main administrative authority. The council is chaired by Premier Wen Jiabao and includes the heads of every government ministry, from national defense to finance to ethnic affairs to water resources. The most important of these bureaucracies for day-to-day management of the domestic economy is the National Development and Reform Commission, which guides macroeconomic planning and intervenes in markets, particularly by setting prices for many products and by influencing national oil companies and other state-owned enterprises.
The state also plays an active role in China’s banking sector. There are many reasons why the challenge of dominating a domestic economy is more difficult for China’s leadership than for Russia’s, but the most obvious is that Russia draws so much of its state revenue directly from oil and gas exports. China must rely on a much more broadly diversified economy if it hopes to create jobs for a population that outnumbers Russia’s by nearly ten to one. To manage this more complex system, Chinese officials believe they must exert heavy influence over the country’s banks, especially in deciding how much money they loan, to whom, and on what terms. In the late 1990s, China’s banking system needed a major overhaul to ensure that it was competitive and efficient enough to power continued growth. To improve their performance in recent years, Beijing has slowly transformed three of four state-controlled banks into market-driven, publicly listed companies, while keeping a majority ownership stake. The remaining fully state-owned bank, Agricultural Bank of China, is slated to soon follow the same path. But though the state has loosened its grip on the banking system, it has no intention of releasing it altogether. China’s central bank continues to dictate terms for new lending, especially when state-owned companies are doing the borrowing.
As for the state-owned companies themselves, there is no single Chinese model. The largest of them tend to be majority owned by the state, while drawing their profits from subsidiaries listed on equity markets in Hong Kong. Many of them, including the big national oil companies—China National Petroleum Corporation (CNPC), China Petroleum and Chemical Corporation (Sinopec), and China National Offshore Oil Corporation (CNOOC)—conduct most operations through these subsidiaries. The state exerts considerable influence over their policies by, for example, setting domestic energy prices and controlling the selection of personnel for key positions. Yet most are allowed a certain degree of autonomy in deciding where and how much to invest. At times, the three companies even bid against one another for foreign contracts. To make them more efficient and competitive, the state has even laid off workers, as many as 50 million during the 1990s, a number larger than the entire population of Spain.
The state sends these state-owned energy companies out into the world to bring home the oil and gas reserves that China will need in years to come, a development that has already had considerable impact on the global economy. These firms are not merely appendages of the state, and they sell some of their product to other buyers at market prices. But they must also ensure that the state gains access to the energy it needs. They are armed with three crucial competitive advantages. First, they are lavishly subsidized by their government, which allows them to outbid privately owned competitors and to pay above-market prices for long-term contracts. That adds upward pressure on the prices that everyone else pays for energy and other commodities. Second, they arrive in Africa, Latin America, Southeast Asia, and other parts of the world with the full political backing of the Chinese state. For developing world governments eager to curry favor with deep-pocketed new friends in China ready to extend credit, awarding contracts to state-owned Chinese companies makes good sense. Third, these state-owned enterprises can do business in countries where Western multinationals can’t go. The governments of Iran, Sudan, Burma, Zimbabwe, and others face U.S. and European pressure to change their political behavior. But China, which has never welcomed Western criticism of its own political system or human-rights practices, has the cash, the influence, and the willingness to do business to lock up investment contracts in all these places. Having invested in these countries, China then has a material interest in blocking U.S. and European efforts to pressure them.
For example, though the West has shunned Sudan’s government in recent years for refusing to end state-sponsored violence in the country’s Darfur region, China and its state-owned energy companies have been doing business inside the country for more than a decade. CNPC has invested in oil exploration and production and in transportation infrastructure. Sinopec has been hard at work for years on a thousand-mile pipeline. Chinese mining companies have been active in Algeria, Tunisia, Chad, Mali, Zambia, Niger, and other states. A $2 billion dollar loan from China’s export-import bank helps Sinopec win oil contracts in Angola. China’s oil firms are also active in Nigeria, Mauritania, Gabon, and Equatorial Guinea. Chinese companies have energy investments in Canada, Kazakhstan, Brazil, Venezuela, Ecuador, Argentina, and many other countries around the world. They’ve signed deals for copper in Chile, iron ore in Peru, and nickel in Cuba.
In addition, few in the West worried very much when Deng Xiaoping began bragging in the early 1990s that the Middle East had oil but China had “rare-earth minerals.” In 1994, China reportedly controlled about 46 percent of the world’s so-called rare earths. Today, industry estimates suggest it supplies between 90 and 95 percent of them. The Chinese government has accomplished this by investing billions in mines and processing plants at home, in manufacturing technology abroad, and by bankrolling the world’s most ambitious rare-earth research-and-development program. Business media still pay these minerals little attention, because for the moment the market for them is worth only about $1 billion, a tiny sum when compared to the daily buying and selling of crude oil or iron ore. Unless you’re a geologist, you’ve probably never heard of yttrium, scandium, or dysprosium. But these and a couple of dozen other such minerals are essential for the production of a wide variety of twenty-first-century consumer products—like miniaturized electronics, batteries for hybrid cars, computer disk drives, display screens, and iPods. For privately owned foreign companies competing with Chinese state-owned giants, the worry is that China is actively cornering the market. For the United States government, the added worry is that rare earths are a key ingredient in the manufacture of lasers and precision-guided missiles. Both political and business leaders fear that China’s State Council will impose new restrictions on the export of rare earths—as it did in 2007, 2008, and 2009—stockpiling them instead within a strategic reserve.12
Financing all its various projects will cost China huge amounts of money. Having amassed more than $2 trillion in foreign-exchange reserves from the success of its export strategy, China created its first sovereign wealth fund, the China Investment Corporation (CIC), in 2007 with $200 billion in assets under management. A government agency known as the State Administration of Foreign Exchange (SAFE) had been behaving like a sovereign wealth fund for years, but many within the leadership believed it needed to create a more broadly diversified portfolio to bring a better return than the more conservative SAFE could provide. Both institutions sometimes appear to make commercial decisions with political goals in mind—as when SAFE bought $300 million in government bonds from Costa Rica in September 2008 to persuade that country’s government to end its diplomatic recognition of Taiwan in favor of China.
Reflecting China’s broader management strategy, CIC is led by a combination of political officials and experienced fund managers. Its chairman is longtime party member and former Finance Ministry official Lou Jiwei, but day-to-day operations are thought to be run by CIC President Gao Xiqing, a graduate of Duke University’s School of Law, a veteran of Wall Street, and reportedly the first Chinese citizen to pass the New York State bar exam. This team hasn’t always performed well. By some estimates, CIC lost more than $4 billion in its first two years of existence, prompting sharp criticism from senior Chinese officials. CIC’s investment is certainly useful for the foreign companies and investors who need the capital. But the fund distorts markets in several ways. CIC’s investments in energy and other commodities add upward pressure on prices. Its capital strengthens China’s domestic banking system, which helps keep foreign banks at a competitive disadvantage. Its funding for Chinese firms helps them stay ahead of foreign competitors.
State Capitalism at Home
The special economic zones that Deng Xiaoping launched in the late 1970s would not have succeeded if foreign investors hadn’t been willing to take a chance on China. In essence, foreign companies were invited to bet on the future of Deng himself. If opponents of reform within the party had toppled him, outside investors could have sustained heavy losses. Just two years after Mao’s death, the long-term political survival of a man who had once been disgraced by Mao’s government seemed less than a sure thing. But more than a few were willing to gamble for much the same reason that foreign companies look to China today: Its labor force and potential consumer base is so enormous that the country appears capable of single-handedly keeping many a Western multinational in profits for decades. Foreign direct investment has grown from nearly nothing in 1978 to $92.4 billion in 2008, according to China’s commerce ministry.
China has needed that investment to create jobs and to gain exposure to new sources of capital, new products, new technologies, and Western business practices. Foreign companies have made huge amounts of money by using Chinese labor to build their products less expensively than is possible in the United States or Europe and by selling to shoppers back home—and to a fast-growing number of Chinese consumers. But how long will China’s openness last? In recent years, a growing number of domestic Chinese companies, many of them state-owned, have lifted their game to a level at which they can compete with foreign rivals within the Chinese marketplace. As state-owned companies become ever more important to their country’s political and economic development strategy, they build more leverage within the state bureaucracy, gaining influence they can use to persuade political officials to create new rules and regulations that advantage Chinese companies at the expense of their foreign competitors.
State officials have their own reasons for favoring domestic companies. Many emerging Chinese companies have gained valuable managerial experience in recent years. In some cases, Chinese officials have allowed foreign companies access to local consumers in exchange for transfers of technology and intellectual property, assets that local firms have used to become much more competitive. As in Russia, officials in Beijing have carved out strategic sectors, including telecom, shipbuilding, oil, petrochemicals, and steel, that are now virtually closed to significant levels of foreign investment.
In addition, a surge of national pride throughout China in recent years powers the rise of both state-controlled and privately owned Chinese companies, some of which have skillfully manipulated public opinion to build a competitive edge against foreign commercial rivals. Companies like consumer electronics firm Aigo (which translates literally as “patriotism”) have used this tactic less subtly than others. Those within the Chinese government with political or financial interests at stake can sometimes incite nationalist passions to block the foreign purchase of domestic companies. In 2009, Coca-Cola was hoping its lead role as a sponsor of the Beijing Olympics the year before would warm official attitudes toward its $2.4 billion bid for Chinese juice maker Huiyuan. During the negotiation process, Huiyuan owner Zhu Xinli exploited popular anger over the proposal, even as he courted the bid in case the state approved it. The Chinese government ruled that the proposal violated antitrust legislation, and Coke came away empty-handed.
Pressure on government to defend Chinese interests from perceived encroachment by foreigners is also coming directly from the Chinese public. In July 2009, the New York Times published an article on the public backlash inside China against foreign players competing in the country’s professional basketball association. In 2008, league officials had moved to generate more excitement for Chinese fans by attracting larger numbers of high-quality foreign players. The league eased restrictions on the amount of money these players could earn and removed limits on how long they could be on the court. Within one season, the game had won a wider audience throughout China, but the foreign players had begun to take charge on the court. American stars were reportedly earning six-figure salaries as Chinese players warmed the bench for $14,000 a year. The league’s top fifteen scorers were non-Chinese, and local fans began grumbling that outsiders had stolen their game. “Foreigners should play supporting roles, not dominate the game,” griped the league’s director of operations. Chinese state-run media called the foreign athletes a “malignant tumor.” The Chinese market had opened, but once foreign players began to dominate, ordinary citizens called on their government to restore protectionist rules. More ominously, some of the league’s less competitive teams simply stopped paying their foreign players, sending them home with worthless contracts when Chinese courts refused to intervene.13
This will become a growing problem for foreign companies and investors trying to find a place for themselves within China’s state-dominated system, because the state itself now faces unprecedented public pressure to satisfy public demand for all kinds of things. Ironically, it’s one of globalization’s primary engines, the Internet, that is making this possible. Sometime in 2009, the number of Internet users in China surpassed the total number of citizens in the United States. Industry experts expect that by 2012, that number will double, and there will be 6oo million Chinese online. In 2008, the Chinese Communist Party caught a glimpse of how twenty-first-century communications tools had forced the state to become more responsive than ever to Chinese public demand. On May 12, a tremendously powerful earthquake devastated a large area of China’s Sichuan province. In the hours that followed, as the government monitored the fallout and prepared a state response, large numbers of ordinary Chinese took to the Internet to coordinate relief efforts and demand government help. Within hours, Premier Wen Jiabao was touring the affected area to help guide search-and-rescue operations. State officials felt compelled to respond publicly to grieving residents who demanded to know why the quake had leveled so many schools and so few government buildings.
Days later, China’s blogosphere again demonstrated its power, this time with a direct impact on a Western company. When actress Sharon Stone told a reporter at the Cannes Film Festival that the quake might have been a result of “bad karma” following a Chinese crack-down in Tibet, a few of China’s 70 million bloggers created a tidal wave of outrage. French fashion house Christian Dior averted disaster by quickly removing photographs of Stone from its stores throughout China and tearing up her modeling contract. The tumultuous path of the Olympic torch across Europe and the United States that spring also created large potential problems for foreign companies operating in China.
State power extends to the Internet, where the so-called Great Firewall prevents most Chinese Internet users from reading about politically sensitive topics. China’s use of state-run media helps shape opinion on the Internet about many other topics. But the Communist Party can’t control every wave of public outrage that arrives like an unexpected storm. In extreme cases, it can only hope to use other instruments of state power to ride the wave wherever it goes. Over the next several years, this emerging trend is likely to create all kinds of unforeseen problems for foreigners hoping to do business in China.
Lessons learned in “giving the people what they want” returns us to the primary reason that the country’s leaders will continue to rely on state capitalism: They believe it’s the surest way to produce a steady stream of jobs. Every week brings new reminders of why creating and protecting jobs is so important. In July 2009, the government of Jilin province was preparing to sell state-owned Tonghua Iron & Steel to Jianlong Group, one of China’s largest private steel companies. Tonghua hadn’t earned steady profits in some time, and privatizing made good economic sense. Jianlong then sent a man called Chen Guojun to run Tonghua as its interim general manager until the deal was done. Chen made few friends among Tonghua’s fifty thousand workers, most of whom feared that privatization meant they would lose their jobs. Chen arrived for work one morning to find a crowd of Tonghua employees waiting for him. Tempers flared, and the mob beat Chen to death. Press accounts suggest that local police arrived to find thirty thousand rioters blocking the path of an ambulance dispatched to the scene. Hours passed before order could be restored.
In this case, a group of angry workers found a particularly dramatic way to make clear that decisions that eliminate jobs can never be taken lightly in any developing country. This is a version in miniature of the sort of whirlwind that many Chinese officials believe a Western-style relaxation of state control might one day unleash.
The Financial Crisis
Before 2008, Chinese officials had begun to loosen state control of some aspects of China’s economic life. Bush administration Treasury Secretary Henry Paulson and his negotiating team engaged China in a “strategic economic dialogue,” hoping to, among other things, persuade their Chinese counterparts to ease restrictions on China’s financial sector. Progress was sharply limited by deep-seated Chinese fears that the country’s financial and capital markets weren’t ready for the reforms Washington wanted, but Beijing further liberalized some domestic markets. The Western financial crisis and the global recession that followed moved that trend into reverse, and Chinese state officials, who blamed the global market meltdown on Washington’s unwillingness to properly regulate its own markets, have moved quickly to engineer a recovery.
A significant portion of the Obama administration’s 2009 stimulus package took the form of tax cuts for individuals and businesses large and small. But policy makers in Beijing, anxious to create huge numbers of new jobs, responded with hundreds of billions of dollars in state-directed funding for the construction of roads, bridges, airports, power grids, and the reconstruction of earthquake-ravaged Sichuan province. To protect existing jobs, officials provided massive financial help for manufacturers in danger of closing their doors. They encouraged household spending by offering direct subsidies for many purchases. In December 2008, as many large Western banks were going bust, CIC agreed to buy publicly traded stocks in Chinese banks, using state funds to buoy their share prices. In the late 1980s, the Chinese used one airline to create three new ones. In 2002, a single power-generating firm became five separate companies. All these firms remain subject to state-imposed price caps, and all of them continue to lose money. But they remain protected by a Chinese Communist Party leadership that is now much more risk averse than it was just two years ago.
The main reason the financial crisis has reinforced state capitalism in China is that massive government stimulus spending strongly favors state-owned enterprises (SOEs) over the private sector.j Some privately owned companies have benefited from state largesse and will continue to. But China’s leadership wants to do more than simply spend hundreds of billions to jump-start China’s economy; it wants to control where that money goes next and how it’s used. Many state-owned enterprises with newly strengthened balance sheets are now buying smaller private-sector competitors—and by directing state money toward state-dominated companies, China’s government has deliberately helped accelerate that process. Some local business owners worry over a government policy known as guo jin min tui, “The state advances as the private sector retreats.”14
China, which became the world’s largest exporter in 2009, produces more than its people can consume, and before the financial crisis made landfall, U.S., European, and Japanese consumers were buying the excess production. As recession took hold in these countries, Beijing decided on a plan to use state funding to push for consolidation of many overproductive industries. These big fish will swallow up lots of little fish, making the marketplace less competitive. Some newly cash-rich state-owned firms will find themselves strong enough to crowd out investment from would-be foreign competitors. Beijing will also use its financial muscle to transform energy- and commodity-based state-owned companies into globally competitive national champions, by allowing them to borrow directly from the state’s massive foreign-exchange reserves to finance still more foreign acquisitions—and at a moment when cash-strapped multinationals can least afford to compete.
What will the Chinese economy look like ten years from now? The leadership appears to recognize that it will have to balance greater state control with the growth, technical innovation, and sustainable job creation that can only come from genuine competition—particularly among small and medium-size businesses. The State Council will probably work to accelerate the development of rural finance to boost consumption in the countryside. The leadership recognizes that China will remain dangerously vulnerable to economic downturns in the West if it continues to rely heavily for growth on its exporters. But we won’t see a substantial enough spike in demand for Chinese products from Chinese consumers until the benefits of economic growth are spread more evenly across the country.
This state-capitalist model will rule the day for many years to come, because China’s leaders believe it’s the only system that can satisfy their long-term political needs. They know the private sector is indispensable for sustainable growth and that China’s rise could not have happened and cannot continue without huge volumes of trade and foreign investment. But the financial crisis only further persuaded them that enlightened state economic management will protect them from the natural excesses of free-market capitalism. That’s why both the visible and invisible hands will continue to guide the country’s twenty-first-century development—and why Western governments and companies will be negotiating with China’s economic engineers for many years to come.
CHAPTER FIVE
The Challenge
What we’re seeing is not merely private foreign investment—it is foreign government investment, which raises new policy questions for which we do not have all the answers.
—SENATOR JIM WEBB (D-VA)
The Cold War is over, and it’s not coming back. No government is using state capitalism to force a return to communist command economics. The emergence of state capitalism—particularly in China, Russia, and the Arab monarchies of the Persian Gulf—poses a variety of serious threats for international politics and the global economy, but before we look at those problems more closely, it’s worth putting them in perspective. Twenty-five years ago, there was no end in sight to the conflict between capitalist and communist governments. Soviet leader and former KGB chief Yuri Andropov died and was replaced by the already gravely ill Konstantin Chernenko. The U.S. Defense Department began early testing of its strategic missile-defense program, popularly known as Star Wars. Throughout Europe, the placement of U.S. missiles provoked angry public protests. NATO and the Warsaw Pact staged war games, and China’s experimentation with capitalism had barely begun. Anyone who predicted that Germans would dance atop the Berlin Wall within five years, that the Soviet Union would collapse within seven years, that most of Eastern Europe’s communist countries would join NATO and the European Union, and that the world would turn to China, India, and Brazil to drive an increasingly large percentage of the global economy would have provoked more laughter than serious discussion.
Today, the primary armed threat to U.S. national security comes from terrorists armed with chemical, biological, or nuclear weapons. The Chinese and Russian governments know that zero-sum mercantilist thinking is a thing of the distant past. They want to protect their borders and extend their influence throughout their immediate neighborhoods, but neither has any illusion that it can use state-capitalist tools to establish global dominance. Russia’s military is in no position to occupy Belarus, much less Berlin. It fought a five-day war with Georgia in August 2008 and conducts joint naval exercises with Venezuela, but it’s hard for officials in Washington or Moscow to pretend that either is much more than an irritant for U.S.-Russian relations. The Kremlin draws a much greater sense of security from its hundreds of billions in foreign-exchange reserves than from its stockpiles of Soviet-era nuclear weapons.
China might one day pose a broader military threat than it does now, but its economy has grown so quickly and its living standards have improved so dramatically over the past two decades that it’s hard to imagine the kind of catastrophic, game-changing event that would push its leadership to pose a Soviet-scale military challenge to America and Europe. In fact, China has become a status quo power, one that contributes twice as many troops to UN peacekeeping operations as the United States, Britain, and Russia combined.1 If its leadership’s primary goal is to bolster its political control by generating prosperity for the Chinese people, why would it allow anything short of the most dire and immediate threat to its territorial integrity to ignite a military conflict that would sever its complex web of commercial ties with countries all over the world—and, in particular, with its largest trading partners: the European Union, the United States, and Japan? Beijing’s primary military concern is the risk of a direct or proxy conflict with the United States over Taiwan. But the Chinese leadership is well aware that no U.S. government will support a Taiwanese bid for independence, and why should the Chinese launch a self-defeating invasion of the island when it can co-opt most of Taiwan’s business elite with privileged access to investment opportunities on the mainland? So far, globalization has been good to China’s Communist Party, and wars are bad for business.
Certainly, China has ambitious military modernization plans. With 2.3 million soldiers under arms, its People’s Liberation Army (PLA) is already by far the world’s largest. The PLA has reportedly invested considerable time, effort, and money in cyberwarfare technology. Its total military budget is believed to have doubled between 2003 and 2009 to about $70 billion. But that’s about 12 percent of what the United States now spends on its military each year—and an even smaller percentage if supplementary U.S. spending on the wars in Iraq and Afghanistan is included. For the projection of power around the world, no weapon is more valuable than an aircraft carrier. The United States has eleven carrier groups; China has none. In short, the gap between the U.S. and Chinese militaries is considerable, and widening in America’s favor.
But though state capitalism’s challenge to free markets won’t generate the drama of the Berlin airlift or the Cuban missile crisis, it can compromise a country’s security and the future of the global economy. With mercantilism a thing of the past, few now doubt that commerce can generate new wealth and expand more than one economy at a time. The end of the Cold War and the growth of emerging-market states like China, India, Russia, Brazil, and others have created new opportunities for precisely that kind of mutually profitable exchange. The willingness of politicians in a growing number of developing states to gamble on greater openness to foreign trade and investment has brought hundreds of millions of new players into the global economy.
Herein lies state capitalism’s greatest threat: Opportunity can enable dependence, and it’s clear that an expanding number of Western companies and their governments are becoming ever more reliant on the willingness of all these new players to remain open for business. What happens when the Chinese leadership decides that its development strategy no longer depends on so much foreign investment and prefers instead to use all the tools at the state’s disposal to support local companies and shelter them from foreign competition? What happens when international politics produces the kind of conflict that moves large numbers of consumers in country A to punish companies they associate with government B—as when Chinese Internet users organized spontaneous boycotts of French companies following protests in France involving Beijing’s Olympic torch or when Muslim leaders called on followers to boycott Danish companies following the publication in a Danish newspaper of cartoons they believed had insulted the prophet Mohammed? It’s not just goods and services flying around the world at breakneck speed. Controversy moves at high speed as well. Reliance on international trade means vulnerability to political shocks, and the state’s ability and willingness to use markets for political purposes increases both the risk and the stakes.
The Cold War created risks of nuclear conflict, but the purely economic threats it posed the free-market world were minimal, because decisions made by economic ministries in Moscow or Beijing had virtually no impact in Europe or the United States. In 2008, U.S.-Chinese trade totaled more than $400 billion. In 1979, before China opened its first “special economic zones,” the figure was just $2.4 billion. U.S. trade with the Soviet Union that year amounted to just $4.5 billion, less than 1 percent of America’s total. Americans and Soviets traded Pepsi for Stolichnaya, but it took the collapse of an empire to generate real commerce—and the vulnerabilities that come with it. Today, political choices made in Beijing and Brasilia, Moscow and Mexico City, Delhi, Abu Dhabi, and Ankara move markets twenty-four hours a day—with immediate implications for advanced industrial economies, governments, and multinational companies. Compared with Cold war-era threats, the challenges this emerging trend poses are less dramatic but just as far-reaching and much more complicated.
The Western financial crisis and global recession have left champions of free-market capitalism facing an increasingly skeptical international audience. Countries like state-capitalist China (and those with a relatively smaller stake in international trade, like India and Egypt) have taken a much less severe hit from the slowdown than free-market powers in America and Europe. With the “rise of the rest,” these and other developing states have cut into U.S. political, economic, and cultural hegemony over the past several years, and Washington has seen its great-power advantages begin to shrink, at least on a relative basis.2 If all these emerging powers embrace free-market capitalism, America might still hold a somewhat smaller piece of a much bigger pie. The risk for the United States—and for free-market democracies generally—is that distortions created by state capitalism will ensure that the pie isn’t expanding quickly enough to accommodate all the new mouths it will soon be expected to feed. That will threaten not just standards of living, but eventually perhaps the security of the world’s free-market democracies.
Economic Efficiency
How much state involvement in an economy is the right amount to generate long-term prosperity? In general, the more government intervenes in the processes of economic exchange, the more likely it is to burden them with political distortions, bureaucracy, waste, and corruption. Some suggest that prosperity flows from something called “consumer sovereignty,” a system in which the consumer is king and producers compete to offer products of the highest possible quality at the lowest possible price. To thrive, producers must innovate. This is a key reason why free markets work: As producers invent new ways to push production costs lower, the consumer—and society as a whole—wins. When the state enters the game to limit competition, these gains are reversed. That’s the theory.
But when the state fails to properly regulate market activity, it allows for a system in which players have every incentive to value cleverness more than prudence, short-term gains over longer-term investment. During the twenty-five-year period before the market meltdown of 2008, the conventional wisdom in corporate management theory favored an approach that privileged “shareholder value,” a concept widely associated with former General Electric CEO Jack Welch, who was promoting the idea in speeches as early as 1981.3 The assumption was that since company shares are bought and sold in a marketplace, shareholders will collectively allocate a company’s resources more efficiently and intelligently than its management can. In other words, senior executives can only be sure they’re managing the company well if more and more investors are pushing its share price ever higher. By forcing managers to maximize share price through cost-cutting, more capital and workers are released back into the marketplace to power other companies and sectors. This concept even earned the blessing of the Organisation for Economic Co-operation and Development.4
In this ultracompetitive environment, problems began to emerge once CEOs and company management became obsessed with maximizing quarterly profits at the expense of investment in a sound long-term growth strategy. Why should a corporate executive who wants to keep his job deny shareholders the largest possible quarterly dividend payment—especially when investment in the company’s future will profit only his successor? Why should he ask the company’s top performers to forgo this quarter’s performance-related bonuses when they might earn more this year by working for a competitor? Adding to this epidemic of short-term thinking, many of today’s largest shareholders are managers of large portfolios who buy and sell shares quickly in search of instant profit. Many of them care little about a company’s multiyear prospects. As stock prices climbed, critics of this theory were dismissed. But when financial markets spiraled toward crisis in 2008, it became clear that the short-term thinking of the few had inflicted enormous damage on the many—including victims of the broader economic meltdown, the crisis’s “collateral damage.” By early 2009, even Jack Welch was denouncing the concept of shareholder value as “the dumbest idea in the world.”5 This is just one example of the sort of failure of imagination that sent markets into free fall in 2008. Reckless borrowing and lending, ill-conceived risk taking, poor risk management, and many other human failings played crucial roles, but the common denominator in all these mistakes is a lack of intelligent government oversight of all this activity. Any argument that the state should remove itself entirely from the marketplace is absurd, because markets have proven again and again over several centuries that they cannot and will not regulate themselves. On the other hand, few except those on the socialist fringe claim that the financial crisis argues for a return to command economics. The debate among members of the G20 group of leading industrialized and developing countries is about how to make capitalism work best, not whether it should be replaced.
But does the crisis argue for a shift toward state capitalism? Does the need for more rigorous government regulation of markets imply that the state should move to dominate them? No, because governments use the tools provided by state capitalism to accomplish political goals, not to serve the public welfare. This system allows them to minimize the political risks they face by maximizing their control over activities that generate substantial amounts of wealth. That’s not a formula for producing more efficient or more equitable economic performance.
China emerged strong from the Asian financial crisis of the late 1990s at least in part because its leadership supplemented stimulus spending with measures designed to further liberalize the Chinese economy—especially by privatizing urban housing ownership, turning a government benefit into a market commodity. The result was increased corporate investment and a spike in consumer spending. To respond to the larger market meltdown in 2008, the Chinese government announced a $586 billion stimulus package to be invested largely in infrastructure and affordable housing. But some of the Chinese domestic economy’s most profitable sectors, like mass transportation and communications, remain within the control of state-run giants. The privately owned companies that might force them to compete and operate more efficiently are left on the outside looking in. In less developed rural areas, small farmers and business owners struggle to access credit from state-owned banks, sharply limiting their ability to produce growth in areas of the country that badly need it. In other words, state capitalism is burdened with its own brand of shortsighted, short-term thinking, especially when powerful players within the system have their own set of incentives for earning short-term rewards. The injection of hundreds of billions of dollars can kick-start any developing economy, but the problems that threaten future growth continue to metastasize.
In addition, as we’ve seen, the ties that bind political and business elites in state-capitalist countries shape the environment in which some of their largest companies operate. In China, the leadership reserves the right to select the heads of all major banks and large industrial enterprises. Answering the immediate demands of fickle shareholders creates one set of problems; satisfying the needs of political officials poses another. In Russia, conflicts of interest are more obvious. That Viktor Zubkov moved from prime minister to chairman of Gazprom, Russia’s gas monopoly, when Dmitry Medvedev left Gazprom to become Russia’s president reveals all we need to know about government control of an internationally powerful state-owned company. This problem brings political bureaucrats into economic decision making to an extent we haven’t seen since communism collapsed.
In general, the political officials who run many of these institutions have neither the education nor the training to make the sound commercial decisions on which long-term productivity and financial stability depend. Aware of this problem, some governments entrust business professionals with day-to-day management of some of these companies and institutions. But the best of the professionals are hard to come by, and being human, they sometimes make bad bets. When they do, political officials may decide they can no longer trust them, a trend we’ve seen in several sovereign wealth funds that have taken the same large losses from the financial crisis that have plagued so many privately owned financial institutions. In addition, however they were chosen, those who manage these companies and institutions must ultimately answer to a political patron, someone who measures performance by how well it satisfies the state’s political goals. Those that succeed are rewarded with generous state subsidies and a dominant (and protected) position within a particular economic sector, further tilting the playing field by allowing these companies to crowd out competition from privately owned foreign and domestic potential rivals that operate on a purely commercial basis. In the process, politics trumps efficiency, entrepreneurship, and innovation.
Finally, the financial crisis helped popularize an especially frightening phrase in America and other free-market countries: “too big to fail.” But how many American companies really fit that description? In a country where the government practices large-scale state capitalism, many state-owned enterprises were created in part to provide jobs for large numbers of people who might otherwise find themselves on the street demanding change from their government. The Obama administration and the Democratic majority in Congress bailed out a handful of very large privately owned companies in 2009. But their number pales beside the number of state- and privately owned companies that received emergency funding from China’s government or the number of factories, plants, and banks that the Russian government and loyal oligarchs have infused with new cash. In many cases, these political officials are throwing good money after bad.
Protectionism
In general, those who rule in authoritarian states have more to fear from their own people than from other governments or their militaries. That’s especially true in a post-Cold War world in which the threat of global military conflict has decreased sharply. In 2010, U.S. troops are still fighting in Iraq and Afghanistan, but they’re struggling to overcome militants and insurgents, not foreign military powers. The Chinese leadership fears the social implications of a sharp economic slowdown far more than it fears U.S. warships patrolling the Taiwan Strait. Russia’s political elite worries much more that a run on domestic banks will trigger a financial crisis than that NATO will launch an invasion. Saudi royals fear the power of domestic terrorist cells to sow disorder more than any attack from a neighboring state. That’s why, though state-capitalist governments have no monopoly on protectionism, they are far more willing to use it. Their first concern is domestic, and their primary goal is to buttress the power of the state. Concerns for relations with other states are important, but secondary. They are also better able to use protectionism, because they’re much less likely to face rival political parties, courts, or an independent press that can check the government’s power to do what it wants.
Many protectionist weapons are familiar. To shelter domestic producers from foreign competition, governments can impose quotas, which limit the amount of a particular good that enters the country, and tariffs, which discourage consumers from buying imports by making them relatively more expensive than similar goods produced at home. They can help local exporters by providing subsidies or loan guarantees that allow them to produce goods more cheaply. But there are also more subtle ways of tilting the playing field in favor of local companies. The state can require licenses that apply mainly to imported goods, limit imports to a small number of ports of entry, impose difficult- (or impossible-) to-meet public-health or safety standards on particular imported products, or block them on environmental grounds. It can direct local banks to favor domestic over foreign borrowers. It can move money through state-owned banks to hide subsidies for exporters or require that domestic companies receive a fixed share of the largesse from state spending sprees, as when the Obama administration and Democratic lawmakers included a “Buy American” provision in the 2009 stimulus package. Or a government can simply refuse to enforce existing laws and regulations. The inability or unwillingness of Chinese officials to protect intellectual property rights of foreign firms has undermined Beijing’s relations with several other governments, but it accomplishes the state’s domestic political goal. Protectionism is essentially a remnant of mercantilism, an effort to protect domestic wealth at the expense of outsiders. For those who believe that trade and investment spur competition and innovation, generating new wealth that can’t be created in any other way, protectionism undermines the ability of free markets to produce a general prosperity.
The protectionist measure that has arguably done more harm to the global economy than any other—the Smoot-Hawley Tariff Act of 1930—illustrates two important points: that protectionist temptations are at their most intense when times are hard and that bastions of free-market capitalism are not immune to them. Every government fears that an economic crash will put large numbers of people out of work, unleash social unrest, and threaten the government’s hold on power. Politicians of all stripes are apt to pander to the crowd. About eight months after the stock market crash of 1929, President Herbert Hoover signed Smoot-Hawley into law, sharply increasing already high tariffs on more than twenty thousand imported items to support struggling farmers and manufacturers who had just begun to learn how to collectivize their influence and to pressure lawmakers.6 Canada answered Smoot-Hawley’s import duties with tariffs of its own. The British Empire and other European traders followed suit. Between 1929 and 1934, the volume of both U.S. and global trade fell by two thirds. Some historians have argued that the collapse in international commerce and the hardships it imposed helped speed the slide into World War II.
Over the past six decades, much of the growth that has lifted so many new players onto the global economic stage flowed from the willingness of governments to restrain the most potentially damaging of their protectionist impulses. When World War II came to an end, international trade negotiations focused mainly on untying the protectionist knot that Smoot-Hawley had helped tie—and that war had tightened further by forcing governments to control production for the war effort. The long and winding road away from prewar protectionism passed through eight rounds of trade talks under the General Agreement on Tariffs and Trade (GATT) between 1948 and 1994, providing ample evidence that protectionism is that rare creation that takes much longer to destroy than to construct. But the rewards were priceless: The wealth generated by successive international trade agreements helped free-market democracies outlast communism’s command economies. After a final round of talks, GATT gave way to establishment of the World Trade Organization (WTO) in 1995, and rules governing trade in services and intellectual property rights were added to existing regulations covering trade in goods. The WTO, also a forum for the settlement of commercial disputes, now has 153 members, including every country profiled in this book except Russia and Algeria. Collectively, these states account for more than 95 percent of total world trade. In late 2009, there were also about two hundred current and another two hundred planned bilateral or regional trade agreements.
The WTO was not designed to serve governments. In the words of its directors, “Although negotiated and signed by governments, the goal (of the rules) is to help producers of goods and services, exporters, and importers conduct their business, while allowing governments to meet social and environmental objectives. The system’s overriding purpose is to help trade flow as freely as possible—so long as there are no undesirable side-effects—because this is important for economic development and well-being. That partly means removing obstacles. It also means ensuring that individuals, companies and governments know what the trade rules are around the world, and giving them the confidence that there will be no sudden changes of policy.”7 Despite the organization’s many shortcomings, it invites governments to acknowledge publicly that protectionism and trade wars are self-defeating, and it has the power to enforce its rulings.
In April 2009, heads of state at the G20 summit in London formally pledged to “not repeat the historic mistakes of protectionism of previous eras” and to “refrain from raising new barriers to investment or to trade in goods and services, imposing new export restrictions, or implementing World Trade Organization (WTO) inconsistent measures to stimulate exports.”8 But the World Bank has found that during the five months leading up to that meeting, seventeen of the nineteen group members implemented forty-seven measures that restricted trade at the expense of other countries. It concluded that “if there is one lesson from the experience of the 1930s that is suddenly relevant, it is that raising trade barriers merely compounds recessionary forces—and risks pushing the economy into prolonged contraction.” The bank has estimated that governments had provided struggling domestic automakers with tens of billions of dollars in subsidies by mid-2009, with the United States accounting for about one third of that total. The German, British, Canadian, Swedish, and Italian governments responded by protecting their own automakers. French President Nicolas Sarkozy conditioned state loans to Renault and Peugeot-Citroën on the preservation of jobs in France, even if it meant closing relatively more productive factories in the Czech Republic and Slovakia. Then there’s the banking sector. In Europe, competition policy was effectively suspended in 2008. A number of the largest European banks were nationalized in all but name. The injection of state money into banks and the addition of state-appointed officials to their boards gave those governments substantial new influence over the lending process—leverage that some of them might use to direct loans toward national champions or other domestic firms at the expense of companies in other countries.
But the extraordinary circumstances of the financial crisis aside, state-capitalist governments are much more susceptible than free-market democracies to protectionist temptations, for three reasons. First, there’s an important qualitative difference between short-term measures meant to protect jobs and jump-start growth, on the one hand, and the institutionalization of protectionism as a key component of state-capitalist development strategy, on the other. While bailing out U.S. automakers and banks, the Obama administration used every available public opportunity to assure anyone who would listen that the measures were temporary. China’s government feels no such impulse as it extends state control into new areas of the domestic economy.
Second, elected leaders of free-market countries know that private-sector firms that depend on international trade relationships have the political influence and financial clout to defend their interests. Companies that have benefited most from globalization, especially those that import large quantities of production material and equipment or have supply chains that extend across multiple countries, tend to lobby against protectionism. In state-capitalist countries, private firms often find themselves squeezed between a government that dominates key economic sectors and the relatively stronger and better connected state-owned companies and privately owned national champions that have a clear interest in protecting the status quo. In addition, the supply chains of state-owned and state-favored companies tend to cross fewer international borders, in part because their governments use them to create work for domestic suppliers. They’re more likely to seek the protectionist advantages their government can provide because they’re competing with established multinational companies with access to more sophisticated technologies, more and better management experience, established client contacts, and much greater experience in developing, branding, and marketing their products.
Third, state-capitalist governments can afford to be more secretive than free-market democracies and are better able to disguise subtle forms of protectionism. In Washington, the debate over the “Buy American” provision in the stimulus package played out under klieg lights in congressional hearing rooms. Lobbyists debated the plan’s merits on cable television, and anyone with an Internet connection could read the text of the various versions of the provision under discussion. A company seeking legal remedy against this or that aspect of the legislation could count on a fair hearing in court. Authoritarian state-capitalist governments dominate their domestic economies, but they also exercise enormous influence over how their plans are implemented, how they are legally interpreted, and how they’re portrayed by domestic media. Their citizens have much less access to information about what government is up to. In effect, the state referees the game, controls many of the biggest players, pressures the others, and directs the TV coverage to ensure that fans at home feel a surge of national pride from the winning team’s accomplishments. Protectionism is especially easy to practice and enforce in countries where courts rarely rule against the state or in favor of a foreign company or investor at the expense of a domestic one.
Decoupling
The rise of state capitalism undermines both America’s singular international influence and the global economic interdependence that encourages governments to work together in ways that bolster growth. The 2008 financial crisis exacerbated both trends. This development wasn’t immediately obvious. In the short term, the global market slowdown reinforced the centrality of the U.S. economy and the importance of U.S. leadership for global growth.
Many around the world blamed Washington and Wall Street for creating the problem. Fairly or unfairly, they charged that the U.S. government had singlehandedly pushed the world into recession by failing to properly regulate financial markets and by allowing U.S. lenders and retailers to encourage the American public to borrow and consume too much while saving too little, thereby creating huge imbalances in the global economy. But in a perverse way, the claim that America’s failures could inflict such widespread damage is itself recognition of the country’s continuing importance. Whatever the merits of these accusations, the crisis made clear that much of the world still looks to Washington to make things right—by correcting its own mistakes, providing a relative safe haven for investment when markets in other countries begin to wobble, and by fueling the next stage of the global economy’s rise by reinvigorating U.S. consumer demand for the world’s exports.
In the years before the crisis, the idea of “America in decline” had reached the status of cliché. The growing weakness of the dollar generated anxiety among those who held U.S. currency in large quantities, particularly in China, that a lack of confidence in Washington’s judgment was eroding the value of their dollar holdings. Talk of decoupling, the process by which emerging-market countries, particularly in Asia, sharply reduce their dependence for growth on U.S. markets, became commonplace. An internationally unpopular Bush administration had become a focal point for anger among those ready to dismiss the importance of U.S. global leadership. But events in 2009 helped restore confidence in America’s vitality.
First, the impact of the financial crisis on China’s economy demonstrated that decoupling has a long way to go. Though China’s banks had little exposure to the toxic assets that inflicted so much damage on financial institutions in the West, the impact of the slowdown on China’s best customers in America and Europe closed thousands of Chinese factories and aroused fears within the leadership of a sharp spike in unemployment. Officials on both sides of the Pacific saw that a bad day for America’s economy is still a bad day for China’s, and Beijing’s bid to restructure its economy to rely much more for growth on domestic consumer demand remains a long-term project. Second, as the crisis metastasized around the world, risk-averse investors again turned to U.S. treasuries as a hedge against turmoil in developing states, helping Washington protect the advantages that come with the dollar’s status as the world’s reserve currency. Finally, the same polls that underscored the Bush administration’s international unpopularity revealed that the election of Barack Obama had inspired much more positive attitudes toward America and its role in the world in almost every country surveyed.9
Yet over the longer term, the financial crisis has done considerable damage to America’s ability to lead by example as a champion of free-market capitalism. The “rise of the rest,” including several governments that practice state capitalism, will erode America’s great-power advantages. For more than six decades, the United States has symbolized capitalist muscle and material success. In 1945, Europe lay in ruins. Japan was a defeated and occupied country. Russia and the other captive nations of the Soviet Union remained burdened with an unsustainable political and economic system. China stood on the brink of civil war, and India was still a British possession. Africa and Latin America had not yet shed the shackles of colonialism. America set aside an isolationist past to take on global leadership and to preach the gospel of free-market capitalism. With the end of the Cold War and the collapse of communism, America appeared to have no credible rival. But the fall of the Berlin Wall did not signal the end of authoritarian government, and those who rely on tight political control still need an economic system they can use to ensure that they don’t join the Bolsheviks atop the ash heap of history.
Successive U.S. presidential administrations have used the power that Washington wields within international financial institutions like the World Bank and International Monetary Fund to condition much-needed aid packages on the willingness of recipient governments to swallow America’s medicine and to emulate its economic model. During the 1990s, the Clinton administration worked to shape post-Communist reconstruction in Eastern Europe and the former Soviet Union. Some within those countries complained that the help came with generous helpings of post-Cold War American self-satisfaction, and many citizens struggled to adapt as U.S.-endorsed shock economic therapy generated hardship not seen since the end of World War II. Now that the excesses of free-market capitalism have generated a market meltdown at home and a crisis abroad, the world’s state capitalists find a more sympathetic audience, and the governments of other developing states now have a credible alternative model for success—one that appeals to their drive for political control.
After all, if Washington must spend hundreds of billions to bail out American-style capitalism and if a majority of Americans tell pollsters they favor a substantial government-led overhaul of the country’s health-care system and its energy policy, how can U.S. officials argue with a straight face that foreign governments should intervene less in their domestic economies? With all the political upheaval inside the United States, why should other governments look to America to lead in the creation of new rules that govern global financial flows and to reform multinational financial institutions that no longer reflect the true balance of international power? The leaders of developing states know that China’s government will offer them no advice on how best to mature their politics or grow their economies. But the Chinese will make deals. They offer investment, and in some cases political cover, in return for access to the resources they need to achieve their domestic goals. In other words, cash-strapped developing world governments know they now have a choice in lenders. They can accept IMF loans if they’re willing to promise to impose the kinds of belt-tightening measures that make governments unpopular. Or they can accept loans from China that come without political strings attached.
In addition, though China’s economy suffered serious damage during the global economic slowdown, it rebounded strongly and quickly. Russia remains burdened with a fragile banking system, but the foreign reserves amassed from years of high oil prices provided enough money to maintain the stability of the state and the popularity of the men who run it. India weathered the crisis, thanks largely to its relatively limited reliance on foreign trade. Thus, the lesson that many emerging-market governments took from the crisis is that free-market capitalism had ignited a wildfire and that those who depended on it most had suffered the worst burns. Others had used national oil companies and sovereign wealth funds to build themselves a firewall—by amassing deep financial reserves, bailing out struggling domestic companies and banks, and investing abroad where crisis created opportunities.
A growing number of governments appear to believe they will soon depend less on America for stability, security, and prosperity—complicating Barack Obama’s bid to translate global popularity into geopolitical leverage. When the global recession was at its worst, he was not able to persuade others that coordinated stimulus would revive global growth. He has not won new commitments from the governments of NATO allies for substantial numbers of new troops to support the U.S. war effort in Afghanistan. He has not earned support from Moscow or Beijing for sanctions tough enough to force Iran’s government to renounce its nuclear ambitions. Finally, without a substantial international crisis to divert his attention, most of his administration’s time and energy will be spent on the domestic reform issues that will likely determine his chances for reelection. For those around the world who believe that U.S. leadership is essential for geopolitical stability, that trend will fuel fears that Washington will accept responsibility for only the most pressing of international problems—and that it will respond to events rather than shape them. Finally, if history is any guide, Congress will likely impose unnecessarily heavy regulatory burdens as part of financial-sector reforms intended to avoid a repeat of the financial crisis. In other words, having allowed American capitalism to swing too far to the right along the market spectrum, Washington will likely respond by pushing too far to the left. All of these problems will empower governments that practice state capitalism to play a larger role on the international stage—often in ways that undermine free markets.
The Threats
State capitalism poses a variety of threats. Here’s one you might not imagine. When longtime dictator Lansana Conté of Guinea died in December 2008, a group of military officers led by Moussa Dadis Camara seized power in that West African nation. In this mineral-rich country, multinational mining firms like Rio Tinto, Anglo Gold Ashanti, and others compete for access to supplies of gold, iron ore, and bauxite (aluminum ore) with companies from China and Russia that have complex (sometimes hidden) ties to their home governments. On September 28, 2009, thousands of unarmed prodemocracy demonstrators gathered at a sports stadium in the capital city of Conakry. Soldiers opened fire on the crowd, killing 157 people and wounding more than 1,000, according to a local human-rights group. Given the threat of instability and the reputational risks that companies face in shaking hands and making deals with such a regime, it’s all the more striking that just fifteen days after this massacre, the Guinean government announced agreement on a $7 billion mining contract with an unnamed Chinese company, a firm that Mining Minister Mahmoud Thiam said would become a “strategic partner in all mining projects” in the country. Companies with ties to authoritarian governments like China’s, whether state owned or simply state supported, achieve success by helping their government meet its economic (and political) needs. They don’t answer to shareholders and international opinion as a Western multinational would and can go places that multinationals can’t afford to go. This tilts the commercial playing field away from privately owned companies, but it also enables a repressive government like Guinea’s to make the deals that raise the cash that enables the regime to maintain its hold on power. Details of these deals are often treated as state secrets. As China develops more extensive commercial ties throughout Africa, it will have to care more about political instability. Social unrest is bad for business in all sorts of ways. But for the moment, these sorts of deals will continue to distort market competition and to feed unrest in politically volatile countries and regions.
In fact, the secrecy with which many state-owned companies and sovereign wealth funds operate creates many different kinds of risks and challenges. The governments that control SWFs, for example, insist that they created them to maximize return on investment, not to advance political goals. Yet, because so many of them operate behind a veil of secrecy, the rest of the world is essentially expected to take their word for it. In 2008, the IMF invited the world’s largest sovereign wealth funds to discuss new rules that would make their operations more transparent. The result of this summit included agreement on a voluntary code of conduct, but no new rules that would compel funds to disclose what they hold and how they operate. In short, the leaders of free-market countries who worry that foreign governments can exploit the openness of their economies to weaken their companies, steal their secrets, or gain new political leverage have no solid evidence that their fears will be realized. But they don’t have evidence to the contrary either, and they find themselves weighing the cost of shutting out much-needed investment to guard against hypothetical threats.
Fear of state capitalism comes from many sources, some more reasonable than others. First, its leading practitioners are China, Russia, and the Arab monarchies of the Persian Gulf. For Americans, China and Russia are former Cold War adversaries. The oil embargo of the mid-1970s and the fact that all nineteen of the September 11 hijackers were Sunni Arabs makes it easy to demonize Sunni Arab governments—as we saw in 2006 when political attacks in Washington blocked a bid by Dubai Ports World to operate U.S. ports. It takes little imagination for politicians to portray any of these governments as a potential threat. Second, state-run enterprises and investment funds tend to labor under the same bureaucratic burdens that plague the governments that own them. Given that state-owned companies control three quarters of the world’s known oil reserves, the mismanagement, corruption, and inefficiency that distort their operations drive up energy costs for everyone. Third, governments that practice state capitalism are making risky investment bets inside other emerging markets. When a Chinese state-owned firm buys long-term access to oil, gas, metals, or minerals inside a potentially unstable country, it exposes Beijing to risks of heavy financial losses, with potentially serious consequences for its own still vulnerable economy.
In addition, the advantages provided by state capitalism encourage some countries to pursue high-risk political strategies and reduce the ability of free-market democracies to pressure them to change their ways. Iran’s government uses the cash generated by its control of domestic oil production to build a nuclear program, secure in the knowledge that governments that need access to its energy (like China and India) will refuse to support tough sanctions on its government. There’s also the risk that an energy-rich state like Russia will turn off the taps for political gain—as many accuse Moscow of doing whenever Gazprom and the government of Ukraine come to blows over natural-gas prices. A threat from Moscow to slow gas supplies to the West already strikes fear in European capitals. Finally, there is the fear that foreign governments can use state-capitalist tools to undermine directly the national security of free-market democracies. Might Russia, China, and others use stakes in Western financial institutions to deliberately destabilize Western economies or as leverage with which to pressure Western governments into relinquishing some of their power within international financial institutions? Could they use their acquisitions to gain access to classified information, defense technologies, or trade secrets?
On the other hand, as the world recovers from the global recession and investors regain their appetite for risk, what if we discover that state-capitalist governments mean what they say about diversifying away from the dollar to diminish its status as the world’s reserve currency? In other words, what if they slowly but steadily reduce their willingness to finance America’s debt by buying U.S. Treasury bills? In 2008, as America’s subprime mortgage mess generated an international crisis, sovereign wealth funds from Asia and the Middle East rode to the rescue with tens of billions of dollars for Citigroup, Merrill Lynch, and other financial institutions. They were bargain hunting, not trying to save American free-market capitalism, but these U.S. firms badly needed the money. Still, U.S. lawmakers reacted with suspicion. What if sovereign wealth funds decide not to invest in America, choosing instead to invest at home or to profit from higher returns from other emerging markets? In 2008, the Kuwait Investment Authority, stung by the loss of 10 percent of its $3 billion stake in Citigroup, redirected about $4 billion toward Kuwait’s own collapsing stock market. Maybe the risk is that these funds will stop investing—and that America will have nowhere to turn the next time it needs cash to refloat a struggling economy. This threat is much less fanciful than the idea that China will use a sovereign wealth fund to try to destroy Western capitalism.
In fact, what happens if a patriotic backlash against Chinese or Arab investment in the United States closes the door on billions of dollars that could fuel the next stage of America’s rise? One likely consequence: China, Russia, India, Brazil, the United Arab Emirates, and others will begin to do much more business with one another—and at the expense of Western countries’ global market share and access to foreign markets for multinational companies. If America closes its doors, won’t others do the same, reversing the gains from trade and investment of the past several decades? In particular, what if China finally succeeds in cutting its economy loose from America’s as Chinese companies sell to a fast-growing Chinese middle class that becomes much larger than America’s? In fact, what happens when China no longer needs huge volumes of foreign direct investment from America, Europe, and Japan, when Chinese companies use their growing influence to lobby for greater support against foreign competition, and when the Chinese public runs out of patience with an America less and less open to Chinese investment? What happens to the long-term plans of American and other multinational companies who have counted on decades of ever-growing profits from selling their products to hundreds of millions of Chinese consumers? In other words, what happens if China closes the door?
There’s no new Cold War here, but free markets now face a whole new kind of challenge. In the final chapter, we’ll consider what those who believe in free-market capitalism can do to meet this challenge.
CHAPTER SIX
Meeting the Challenge
I’m very optimistic about the future of free-market capitalism. I’m not optimistic about the future of state capitalism—or rather I am optimistic, because I think it will eventually come to an end.
—MURRAY N. ROTHBARD1
Iagree with Murray. Not on everything, of course. Rothbard, a self-proclaimed anarcho-capitalist, argued that it made more sense to abolish government than to reform it. The economic meltdown of 2008-2009 made clear the need for better government, not less government, because it reminded us that investors and commercial strategists too often play for short-term gains and ignore longer-term risks. That’s one reason why we shouldn’t expect markets to regulate themselves and why intelligent (and limited) government intervention can help prevent market failures from generating shock waves through entire societies. In addition, the “state capitalism” Rothbard had in mind nearly four decades ago was the command economics of the communist bloc, not the more recent phenomenon described in this book. But free markets will probably outlast state capitalism as it is now practiced in China, Russia, the Gulf States, and elsewhere—just as they bested Soviet-style communism, because state capitalism has several important weaknesses.
First, state capitalism will never match the hold that communism once had on the popular imagination, because it isn’t really a response to social or economic injustice. Early popular support for communist parties in Russia, China, and elsewhere was in many ways a rejection of the reactionary governments that had come before and the chaos of civil war. It’s true that resource nationalism, one aspect of state capitalism, still has an ideological element. As Bolivia’s Vice President Álvaro García Linera told the Christian Science Monitor in March 2007, “We are searching for a road to post neo-liberalism, for ways to disassemble the process of financial colonization and public resource privatization of the 1980s and 1990s.” Russian political officials likewise often talk up their country’s energy reserves with a healthy dose of nationalist resentment.
Yet state capitalism was created to maximize political leverage and state profits, not to combat injustice, and its lack of popular appeal makes the system much harder to export. State capitalism is less a coherent political philosophy than a set of management techniques. Communism wasn’t rigid. The states that practiced it freely adapted the teachings of Marx and Lenin to fit their needs, but a core belief in collective ownership provided communism a basic consistency and an appeal for potential converts. The Chinese, Russian, or other state-capitalist governments don’t need others to join their ranks—and they want to profit from the global economy, not dismantle it.
Second, China, Russia, the Gulf States, and other state capitalists have good reason to extend their political influence within their respective regions, but they’re far too busy coping with headaches at home to spend time and resources on quixotic bids for global domination. This is the central reason they’ve chosen state capitalism in the first place. China’s political leaders use state resources to buy long-term access to the crude oil, natural gas, and other commodities needed to fuel China’s economy, create jobs, and safeguard the Communist Party’s long-term survival. Russian officials micromanage the economic sectors that employ the largest numbers of workers to help keep them off the streets. The Saudi royals keep the kingdom’s most lucrative assets in loyal hands to ensure they aren’t used to finance challenges to their absolute political authority. All these governments see domestic problems as a far more immediate threat than anything coming from abroad.
Because state capitalism is more a set of governing principles than a coherent political ideology, no two state-capitalist governments can ever fully align their interests. By its very nature, it’s exclusionary; it promotes state goals at the expense of outsiders. Just as Cold War-era rivalries between Beijing and Moscow left them unwilling and unable to partner at U.S. expense, so today’s Russian and Chinese governments, the world’s most influential practitioners of state capitalism, have competing sets of economic interests. Russia remains one of the world’s leading resource exporters, and its government must manage the many problems that flow from a declining population. China is the world’s fastest-growing resource consumer. Its government must cope with the challenges that come with an enormous population constantly on the move between the countryside and the fast-growing cities of the east coast and environmental problems that limit China’s access to vital resources like clean drinking water. Russian officials know well that Chinese migrants are flowing in large numbers into Russia’s thinly populated eastern provinces, provoking all sorts of tensions in local Russian politics. The two governments also compete for influence within the Central Asian countries that lie between them. Russia and China have plenty of opportunities for cooperation—on energy trade, for example. They’ll find many more. They can sometimes work together to limit U.S. influence in their neighborhoods. But in crucial ways, their interests run in opposite directions. State capitalism wouldn’t pose much threat to free-market capitalism if its most important actors didn’t include the world’s leading energy exporters and its largest emerging-market power. But for the foreseeable future, natural rivalry will limit their ability to work together or to project power far beyond their borders—and that’s true of all state-capitalist governments.
Finally, some believe that the trend toward greater government involvement in domestic economies and state management of valuable assets is irreversible, because governments will never willingly surrender control of any instrument of wealth or power once they’ve grabbed hold of it. For example, commentator George Will has expressed deep skepticism that Obama administration officials and U.S. lawmakers would voluntarily withdraw from management of failing companies and their assets. Will argued that we must never underestimate “the pleasure politicians derive from using their nations’ wealth as a slush fund for purchasing political advantage.”2 He’s right about that. But governments do sometimes relinquish control of valuable assets. Sometimes they do it to raise cash. Sometimes it’s because they don’t want the responsibility. Sometimes it’s to spur longer-term growth.
Prompted by the Thatcherite revolution in the early 1980s, most Western European governments began to divest themselves of many state-owned companies in order to produce a short-term spike in government revenue and to generate higher growth rates. Since the fall of communism, they’ve urged their Eastern European counterparts to do the same. The result over the past two decades has been the largest voluntary state surrender of economic control in modern history. Emerging-market states around the world have “emerged” precisely because they have liberalized and/or privatized key companies, industries, and economic sectors. China, India, and many others have grown their economies by expanding the size and scope of their private sectors to a degree that will prove extremely difficult to reverse. Governments practice state capitalism because it enriches them—and reinforces their ability to preserve political control. But if policy makers within these states decide that liberalization would better serve their interests, as they sometimes do, they will liberalize their economies.
In other words, though obituaries for dictatorship, the nation-state, and heavy state involvement in markets have proven premature, the free market isn’t dead yet either. The Great Depression of the 1930s did not destroy free-market capitalism, even as communist and fascist alternatives captured imaginations around the world. Free-market capitalism defeated fascism, shed colonialism, and outlasted communism. It has also survived many crises of its own making. Why is it so resilient? Because virtually all people value an opportunity to create prosperity for themselves and their families and because free markets have proven again and again that they can empower virtually anyone. As hundreds of millions of people become more aware of how others live—across the road and across the planet—they see that some have much more than others. But many of them also see that wealth, however they define it, is no longer beyond their reach. They see that prosperity can be contagious as once-isolated nations and peoples join the global economy, creating new markets for the goods and services they produce.
Foreign trade and investment also offer the surest path toward the alleviation of poverty. The past three decades have proven that access to free markets—not financial aid alone—can lift huge numbers of poor people into the global economy. Development aid saves lives and rebuilds communities. At times, only an emergency infusion of cash can pull those with nothing from disaster. But handouts have never helped Cuba or North Korea stand on their own, and it isn’t bailout packages that are raising the living standards of hundreds of millions throughout China and India.
Free markets provide those who participate in them with long-term advantages that state capitalism can’t match. First, political officials have engineered state-capitalist systems to produce wealth, but mainly as a means of maintaining political control and of projecting state power. Forced to choose between the prosperity of their people and the security of their governments, state capitalists will choose security every time. In other words, if commercial activity depends on access to information, if the Internet provides the best, fastest, and most efficient access to that information, if the Internet also enables popular resistance to an authoritarian government, and if political officials have the means to (even temporarily) shut the Internet down, they will shut it down. This lowers the trajectory of long-term growth. Western governments sometimes allow security concerns to trump growth potential. But governments that practice state capitalism have many more levers to pull and buttons to push when it comes to shutting down the free exchange of just about anything.
Second, there is the concept of “creative destruction.” Economist Joseph Schumpeter coined this phrase in his 1942 book, Capitalism, Socialism, and Democracy, to describe a process by which dying ideas and materials fertilize new ones, endowing capitalism with a self-regenerating dynamism. As industries become obsolete and die, the workers, assets, and ideas that once sustained them are freed to recombine in new forms to produce goods, services, and ideas that meet the evolving wants and needs of consumers. This process sustains an ever-expanding economic ecosystem. It’s not the product of political whim. It’s as organic as human evolution.
Those who administer state capitalism fear creative destruction—for the same reason they fear all other forms of destruction: They can’t control it. Creative destruction ensures that industries that produce things that no one wants will eventually collapse. That means lost jobs and lost wages, the kind of problem that can drive desperate people into the streets to challenge authority. In a state-capitalist society, lost jobs can be pinned directly on state officials. That’s why the ultimate aim of Chinese foreign policy is to form commercial relationships abroad that can help fuel the creation of millions of jobs back home. That’s why Indian officials forgive billions in debt held by farmers on the eve of an election and raise salaries for huge numbers of government employees. That’s why Prime Minister Putin travels to shuttered factories with television cameras in tow and orders them reopened. Of course, workers in a free-market system blame politicians for lost jobs and wages all the time. That’s why candidates Barack Obama and Hillary Clinton tried to outpopulist one another in the hard-hit states of Pennsylvania and Ohio during the 2008 presidential campaign. But when the government owns the company that owns the factory, its responsibility for workers is both more direct and more obvious. Political officials don’t want responsibility for destruction, creative or otherwise. Inevitable economic volatility will eventually give state capitalists ample incentive to shed responsibilities that become too costly.3
It is not my intent to argue that economic growth is an absolute good. Throughout much of both the developed and developing world, there’s an increasingly obvious toxic downside to all this wealth creation. Governments are coping (or failing to cope) with severe environmental damage wrought by rapid industrialization. To slow the advance of global warming, political leaders of the world’s wealthiest governments have called on major developing states like China, India, and Russia to commit to limits on the levels of carbon emitted within their borders. That’s not likely to happen, because policy makers and entrepreneurs in developing states know that industrialization in the West did plenty of damage to the planet, and they won’t postpone their own prosperity simply to appease those who already enjoy it. Yet free markets are not incompatible with environmentally responsible economic growth. Investment in green technologies can make an enormous difference for clean air and drinking water, even as it creates jobs and generates substantial profits for investors. Compromise on the regulation of carbon emissions is entirely possible and could help slow the warming of the planet, but a free market in green technology is far more likely than voluntary limits on carbon emissions to make a measurable long-term difference in pollution standards.
Now for the Bad News
Even if state capitalism isn’t around a century from now, the financial crisis and the global recession have ensured that it will enjoy many more years of robust health. American-style free-market capitalism and the idea of globalization have taken plenty of blame for the meltdown. Developing states that opened themselves to trade and foreign investment took an especially tough hit, while those like India, Poland, and Egypt that are less dependent on cross-border financial flows weathered the storm with fewer lasting problems. Outside of these exceptions, international investment in the developing world slowed considerably during the crisis. In 2008, emerging markets took in $461 billion in net positive capital inflows. As of this writing, 2009 figures were expected to fall to about $165 billion.4 A February 2009 World Bank report estimated that 53 million people in emerging-market countries would slide back into poverty over the course of that year.5 Trade barriers have risen, protectionism has intensified, and large numbers of immigrant workers have returned to their home countries. Meanwhile, state capitalists, particularly in China, continued to invest. In 2008, for example, national oil and gas companies and emerging-market-based sovereign wealth funds accounted for a record 15 percent of global mergers and acquisitions and six of the ten largest asset deals.6
There is more than one model of free-market capitalism—and Americans and Europeans often argue over the relative merits of their own versions. The U.S. /Anglo-Saxon model grew from mistrust of any system that gives government too much power. The European social-democratic model relies more on the state as guardian of the rights of the individual. Relatively speaking, it favors safeguards for workers over protections for employers. This can slow growth rates over time, but it provides a wider social safety net when things go wrong. Different as they are, the two models share a core assumption: that the private sector, not the state, must be the primary engine of economic expansion if growth is to be strong and sustainable. Yet the difference between free-market capitalism and state capitalism is a fundamental one. The former recognizes that government can help enable growth, while the latter asserts that government-managed growth can further empower government. For all the reasons outlined in this book, state capitalism limits the global free-market system’s productive potential. That’s why it’s important that those who believe in free-market capitalism continue to practice what they preach.
There are political stakes in this contest. Free markets thrive in open societies because they depend on the relatively free flow of capital, ideas, and people. Independent courts and a free press bolster these processes by limiting the government’s ability to regulate all this traffic. State capitalism helps authoritarian states resist demand for political reform by allowing their leaders to micromanage political and economic risks to their monopoly hold on power. Running a police state isn’t cheap, and direct control of much of a nation’s wealth can make all the difference. So can an ability to use courts and the media as instruments of state power. To invest in the power of free markets is to help large numbers of people build a stake in a system that shifts wealth and power from authoritarian governments into the hands of private citizens.
The clash between champions of free markets and state capitalists is playing out in multilateral institutions. The financial meltdown of 2008 revealed two things about international leadership. First, the G7 group of industrialized nations no longer reflects the world’s true balance of power. Until recently, annual G7 summit meetings allowed the governments of the United States, Japan, Germany, Britain, France, Italy, and Canada to chart an economic course that most other countries had little choice but to follow. Differences among the leaders of these countries over the role of government in an economy were relatively small. But the financial crisis made clear that no institution that excludes China, India, and other emerging-market countries can speak with much authority on solutions to global problems.
Second, the meltdown also revealed that the G20, comprising the finance ministers and central-bank governors of nineteen of the world’s largest economies (plus a representative of the European Union), has too many members. In 2009, a G20 summit featured talks on the world’s central political and economic challenges that included U.S. President Barack Obama, Chinese President Hu Jintao, German Chancellor Angela Merkel, Indian Prime Minister Manmohan Singh, Russian President Dmitry Medvedev, Brazil’s President Luiz Inácio Lula da Silva, French President Nicolas Sarkozy, Japanese Prime Minister Taro Aso, British Prime Minister Gordon Brown, Canadian Prime Minister Stephen Harper, Turkish Prime Minister Recep Tayyip Erdoğan, Italian Prime Minister Silvio Berlusconi, Indonesian President Susilo Bambang Yudhoyono, Mexican President Felipe Calderón, Australian Prime Minister Kevin Rudd, Argentine President Cristina Fernández de Kirchner, South African President Jacob Zuma, South Korean President Lee Myung-bak, and King Abdullah bin Abdul Aziz al-Saud of Saudi Arabia.
That’s a big table, and it’s much more difficult to build substantive compromise among twenty negotiators than among seven. It’s also a forum that includes governments with fundamentally different ideas about the role of government in boosting economic growth, energy and climate policy, financial regulatory changes, the dollar’s role as international reserve currency, and relations with the governments of countries like Iran and Sudan, which provide China with energy supplies and the West with headaches. A similar power shift is under way within other institutions—like the International Monetary Fund, where China, Russia, India, and Brazil demand larger voting shares to reflect their growing economic clout and the size of their financial contributions to the fund.
China Holds the Key
Western commentators have been writing the Chinese Communist Party’s death notice for the past twenty years. In June 1989, the Chinese leadership essentially admitted that only brute force could hold the regime together when tanks crushed peaceful demonstrations in Tiananmen Square. With the stunningly quick collapse of authoritarian regimes throughout Eastern Europe later that year and the implosion of Yugoslavia and breakup of the Soviet Union two years later, China seemed destined for political upheaval. As the leadership broadened its experiments with capitalism and ever larger numbers of Chinese logged on to the Internet for the first time, plenty more voices warned that the regime was doomed.
Twenty years later, China has become the symbol of state capitalism’s power, and it is China that will determine how long this trend survives. At the 2009 World Economic Forum in Davos, Premier Wen Jiabao blamed a “failure of financial supervision” in the United States for triggering the global recession. His implication, of course, was that Chinese-style state capitalism is the better system. To make his case, he could point to China’s thirty years of double-digit growth or its $2.3 trillion in foreign-currency reserves, a sum that allows it to invest where others cannot. He could point to astronomical U.S. debt and his government’s increasingly prominent role in financing it. He could highlight China’s role in leading the global economy out of the worst recession since World War II. He could then set statistics aside and compare China’s surging national pride with deepening American gloom.
No one can deny that China has benefited enormously from a shift in the world’s economic center of gravity from West to East. In relative terms, the United States and Europe will continue to see a drop in their share of global wealth over the next several years. Emerging middle classes in countries like China, India, and Indonesia will gain as Western multinationals, mutual funds, and pension plans bet their investment dollars on higher returns in Asia. Fast-growing consumer demand throughout China will gradually lessen the dependence of its economy on exports to Europe and America. Asian countries will deepen commercial relations with one another, with China acting as regional commercial hub. Over time, they will diversify their holdings away from the dollar, undermining the resilience of the U.S. economy. The world can see America struggling to recover from a crisis generated by its own failure to regulate market activity—and can watch China rise as its government engineers continued high growth.
But at the same time, China’s vulnerabilities are increasingly obvious. The Communist Party leadership believes it must create 10 to 12 million new jobs each year to maintain employment rates—and therefore social order. The World Bank estimated in 2008 that the country needed a growth rate of 9.5 percent simply to maintain a constant rate of employment.7 Whatever the true tipping point, the economic efficiencies brought about by growth of the private sector and advanced technological investment in the state-owned sector are increasing worker productivity. That means more output from fewer workers, generally a good thing. But it also means that China will create fewer new jobs for each extra unit of growth. In other words, the treadmill is moving faster, and the leadership must run harder to remain in the same place—by continually accelerating the pace of growth to create the same number of jobs. China can’t keep pace indefinitely. The leadership will have to reexamine assumptions about the capacity of government to generate long-term growth, stability, and prosperity—or accept the bulk of the blame when things go wrong.
The leadership’s challenges don’t stop there. It must continually satisfy demand for ever-higher levels of prosperity from new generations of Chinese consumers who aren’t old enough to remember the deprivations of the 1960s and 1970s. It must grow rich before it grows old to create a vast social safety net for a country with a rapidly aging population.k It must continue to quell tens of thousands of large-scale protests each year. It must engineer economic development that closes the increasing gap between the rich (primarily along the eastern and southern coasts) and the hundreds of millions of poor people throughout the interior. It must manage the effects—political, economic, and environmental—of thirty years of explosive growth on China’s air and water. It must maintain order as millions travel between the countryside and the country’s fast-growing cities. It must monitor the output of the 600 million Internet users that China can expect by 2012, and it must prevent political and social activists from using twenty-first-century communications tools to organize opposition to government plans—or to the government itself. It must also prevent these tools from becoming an amplifier of public demand that essentially tells the leadership what to do.
In the end, it’s much more likely that the Chinese leadership will have to reconsider core assumptions about government’s role in an economy than that the leaders in the United States will retreat fundamentally from free-market principles.
What Is to Be Done?
State capitalism was growing before the market meltdown of 2008, but the financial crisis and global recession have made it much more difficult for those who believe in free-market capitalism to make their case to those who don’t. For at least the next several years, China’s economy and its international influence will grow, and U.S. great-power advantages will continue to narrow. State capitalism may not be with us forever, but it’s likely to be around for decades to come.
This trend will have three important and related implications: First, hopes that the increasingly free flow of ideas, information, people, money, goods, and services (globalization) can create a more prosperous and open global economy will face new skepticism, because the friction created by the collision of free-market and state-capitalist systems will drag on economic growth. Second, as governments focus increasingly on political challenges at home and in their immediate neighborhoods, states will invest more heavily in domestic markets and in ways that increase their leverage with states along their borders. That’s a shift from the recent past when trade and investment flows reflected a desire for maximum efficiency and profitability by seeking opportunities anywhere in the world they could be found. Third, to take full advantage of globalization, companies and investors need access to global labor, capital, and consumer markets. Essential to their success is the freedom to hire workers and borrow money where they are least expensive and to sell in the fastest-growing markets—even if this implies simultaneous operations in dozens of countries. But as governments look increasingly to favor domestic companies and investors at the expense of their foreign competitors, privately owned Western companies will lose some of their access to all three. This has already happened to energy multinationals as state-owned oil companies become much more competitive. It’s about to happen in many economic sectors at once. All these factors will make it more difficult in coming years for policy makers, corporate decision makers, and investors to accept the following policy recommendations. Yet active promotion of free-market capitalism and efforts to ensure that the United States remains an indispensable player in international politics and the global economy are essential if free markets are to prevail. This idea of “indispensability” is crucial.
The Private Sector
There are practical steps that private sector companies and investors can take to survive and thrive in the new order. They can adapt to better compete with state-owned enterprises and national champions. In many cases, private companies can’t afford to go head-to-head with state players that are backed by generous government subsidies and their governments’ political clout, but they can invest more heavily in areas where they still have a competitive edge. On many traditional exploration and production projects, ExxonMobil doesn’t have the political clout to compete directly with the larger national oil companies. That’s why ExxonMobil has gradually become more a natural gas and technology firm than an oil company. Some energy multinationals have the experience and expertise to take on projects that are too technologically difficult for state-owned firms—on projects where oil is buried in the seabed at extreme ocean depths, for example. ExxonMobil also has the experience and talent to manage complex projects more efficiently and at lower cost than its state-owned rivals. This allows ExxonMobil to remain indispensable to many energy-development projects and to partner with some of their state-run rivals.
The principle is the same outside the energy sector. Privately owned firms are more likely than their state-owned competitors to successfully adapt their business models as market circumstances change, and they’re better at finding creative new ways to market their products. They tend to outperform in sectors that depend on personal relationships, advertising, marketing, and consulting. In short, private companies can extend their comparative advantages in every area in which entrepreneurs outperform political bureaucrats.
Speak Up for Free Markets
The immediate aftermath of a recession of historic depth, breadth, and duration might not seem the best time to champion an economic system widely blamed for so much upheaval. After all, the trouble began in the United States and was triggered by a failure of free-market capitalism. After hundreds of billions of dollars in Chinese state-directed stimulus spending put local producers back on their feet, the Chinese economy reemerged with a vengeance—even before its recession-ravaged customers in Europe, the United States, and Japan had recovered their balance. The global economic meltdown boosted state capitalism as a system that can give political leaders the tools they need to engineer short-term growth, put people back to work, and limit social unrest. That’s precisely why now is the time to make the case that only genuinely free markets can generate broad, sustainable, long-term prosperity.
There are plenty of people who can answer this call. Left-of-center parties in the free-market world—America’s Democrats, Britain’s Labour Party, Germany’s SPD, and others—tend to believe in greater government involvement in economies than their conservative counterparts do. But however overheated the domestic debate within these countries, their differences with domestic rivals over the role of government in the economy are relatively narrow. There is consensus in the West that the private sector is the only reliable long-term engine of robust and sustainable growth. No political figure in any of these countries would remain credible for long if he suggested a move toward state capitalism. Politicians will always disagree over how best to target taxes and spending and to reregulate markets as they undergo structural and technological changes. These debates take place within a free market of ideas. But spirited defense of marked-based capitalism is one of the very few issues on which members of both major U.S. political parties can wholeheartedly agree.
That said, Democrats can do more than Republicans to extol the virtues of markets, because they’re the ones who mean to tighten regulation of them over the next several years. If they’re able to work with Republicans to minimize the risk of another meltdown brought on by misplaced faith in the ability of markets to self-regulate, they will have done free-market capitalism an enormous favor. During his first year in office, President Obama missed an extraordinary opportunity. In fairness, he ran for the office just as heavyweight U.S. financial institutions had begun to implode and as the country began hemorrhaging jobs at an accelerated pace. As president, he inherited an economy in the depths of a two-year recession. But as both president of the United States and leader of a party associated (fairly or not) with protectionism, his renewed public commitment to free trade and open markets would make an important difference.
Unfortunately, Obama began his presidency by portraying large-scale government intervention in the U.S. economy more as an unwanted burden than a necessary evil. At the press conference that marked his hundredth day in office on April 29, 2009, he told reporters: “I don’t want to run auto companies. I don’t want to run banks. If you could tell me right now that, when I walked into this office that the banks were humming, that autos were selling, and that all you had to worry about was Iraq, Afghanistan, North Korea, getting health care passed, figuring out how to deal with energy independence, deal with Iran, and a pandemic flu, I would take that deal.”8 Instead of implying that political officials are simply too busy to run automakers and banks, he might have acknowledged that long-term commercial success depends on a private sector that moves for commercial reasons—not political officials who naturally factor politics into every decision. He might have said that a flourishing private sector is as core an American value as any constitutional principle. That kind of defense would grab headlines precisely because underregulated free markets have taken most of the blame for America’s economic meltdown. Failure to properly regulate markets is not a failure of markets themselves, and President Obama should say so—more forcefully and more often.
Since the dawn of the industrial revolution, in all but the most extreme circumstances (like the onset of depression in the 1930s), wealth creation within the United States and other capitalist democracies has depended on government’s willingness to allow free markets to flourish. Even the most severe economic downturns have served as commas, not periods, in a longer-term growth story. Over time, political power within industrialized democracies tends to alternate between center-left social-democratic parties that favor relatively more activist government and center-right conservative parties that favor a smaller, less interventionist model. Their acrimonious debates, particularly during election campaigns, hide the extent to which they agree on fundamental free-market principles. Growing public unease with globalization’s progress and its effects on middle-class livelihoods leaves politicians of all stripes more willing to defend a free lunch than a free market—and more eager to build barriers meant to protect their constituents. Yet despite the global recession-induced bout of state interventionism throughout the developed world, markets there are generally freer than they were a generation ago.
That’s even truer for Europe than for America, and leaders on both sides of the old East-West divide now have every reason to publicly extol the virtues of free-market capitalism. U.S. conservatives too often dismiss European states (especially France) with the word socialist, a term of derision for governments that are now only slightly more statist than their own. But over the longer term, it’s the attraction of the free market that has brought Europe together as never before. The scale of this achievement is immense. Wars between major European powers, which plagued the continent for centuries, have become unthinkable. From the ashes of World War II, few could have imagined the prosperity that exists in most of today’s Europe. Since 1980 in particular, governments in Western Europe have fueled growth by liberalizing (in some cases, privatizing) key industries. Governments throughout Eastern Europe have moved from Communism toward entry into a single European market.
Liberalization has far to go. The European Commission, the closest thing Europe has to a central government, should push to complete the single market—by extending it to cover all services, by preventing backsliding on state aid and budgetary rules, by eliminating competition among member states over tax rates, and by forcing tighter regulation of tax havens to prevent capital flight. The French and German governments will eventually have to find the political courage to accept gradual (but sharp) cuts in farming subsidies, payouts that now make up nearly half the EU budget via the Common Agricultural Policy. But the European Union and its commitment to free markets are already a success story worthy of emulation. Membership remains a powerful draw for many in Turkey, Croatia, Serbia, Ukraine, Georgia, and several other developing states on Europe’s periphery. Holding open the possibility of accession for these states will provide a gravitational pull that helps them resist deeper economic dependence on ties with authoritarian, state-capitalist Russia. Nonmembers Iceland, Norway, and Switzerland now have wide-ranging free-trade agreements with the EU.
For many reasons, global protectionist pressures will likely increase over time. As Americans watch the gap continue to narrow between U.S. political, economic, and cultural influences and those of many other countries, they’re liable to grow less confident that their children will enjoy an ever-rising standard of living. More forcefully than ever, they will call on their elected representatives to protect their jobs. Governments in Western Europe will have to welcome larger numbers of immigrants from Eastern Europe, Africa, and Asia to provide the tax revenue needed to support an aging workforce, feeding a xenophobic and protectionist backlash that has already begun in several countries. In China, more citizens will use the Internet to demand that their government favor Chinese companies at the expense of foreign competitors. To meet these pressures, political officials must find the courage to make the case for the prosperity that only openness to trade, investment, and immigration can produce.
Don’t Close the Door on Trade
Governments that practice free-market capitalism will continue to need long-term access to labor, capital, and consumer markets within state-capitalist countries. To secure as much of that access as possible, they need state-capitalist governments to depend on their trade and investment. This is why U.S. and European policy makers should continue to make active trade promotion, particularly with state-capitalist governments, a core foreign-policy principle. If they genuinely believe in the power of free markets to create sustainable, broad-based prosperity, they should offer the concessions needed to complete the Doha Round of global trade talks as quickly as possible. Success will require compromise, including concessions from Washington and Brussels on subsidies designed to protect local farmers from competition from those in poorer countries. If they follow through, developing countries are more likely to lower barriers on imported industrial goods and remove obstacles to the entry of foreign firms into their financial markets.
In addition, many of the emerging-market countries that will account for an increasingly large share of global economic growth over the next several years have elements of both free-market and state-capitalist systems. Political officials and lawmakers in India, Brazil, Indonesia, South Korea, Turkey, South Africa, Nigeria, and other countries are watching to see if free-market champions stick to their principles—and whether opportunities to expand trade ties will offer them genuine opportunities for growth. If not, they will turn toward a more statist approach. The contest over these “hybrids” will determine how much further free markets can expand over the next several years—and by extension, how quickly the global economy can grow.
But if champions of free markets are to encourage the hybrids to liberalize, they must accept a gradualist approach. In any country where the state owns companies that employ large numbers of people, there are enormous risks associated with moving too quickly toward competitive markets. During the 1990s, Russia moved at lightning speed from a system of state control toward what U.S. State Department official Strobe Talbott once called “too much shock and not enough therapy.” The social upheaval and fear these changes generated helped push the country toward state capitalism as large numbers of people decided to invest in security and the strongman (Vladimir Putin) who promised to provide it. Russia’s vast resources of oil and natural gas helped fuel this project, but political officials everywhere have incentives to experiment with market liberalization only when they’re confident they won’t create chaos for which they will take the fall.
Never was the need for greater openness to trade more obvious than during the recession of 2008-2009. To minimize the risk that the slowdown would spark social unrest within their countries, governments around the world rolled out stimulus packages. In deciding where to spend the money, policy makers focused on efforts to spur short-term growth, keep workers in their jobs, and protect their personal political capital. Concerns for longer-term growth came second. Efforts to revive the global economy ran a distant third. But one government’s subsidy is another’s trade barrier. Worse, both the United States and China included provisions in their respective stimulus plans that mandated the purchase of domestically made products. Officials in Washington can’t complain about “Buy Chinese” provisions in Beijing’s spending plans until they remove the “Buy American” clause from their own.
Don’t Close the Door on Investment
Like trade, foreign investment has played a crucial role in the expansion of the global economy of the past several years. Just as U.S. policy makers can resist the populist temptations of trade protectionism, they can also refuse to allow popular paranoia to block valuable foreign investment in U.S. assets. The Committee on Foreign Investment in the United States (CFIUS), an interagency government committee that reports to the president, is charged with ensuring that proposed foreign investments in U.S. assets do not compromise national security. CFIUS was created in 1975 to placate a Congress increasingly concerned about the rapid rise in investments in American portfolio assets, both government securities and corporate stocks and bonds, by newly wealthy Arab sheikhs with political goals in mind. Today, it’s Chinese sovereign wealth funds that are generating much of the investment anxiety in Washington. Until the 9/11 terrorist attacks, few outside Washington had ever heard of CFIUS. But new security fears gave the committee a new mandate: Protect critical U.S. infrastructure. Two problems arose. First, lawmakers failed to clearly define what they meant by “critical infrastructure.” Second, fears that an investment bid might generate unprecedented levels of public scrutiny discouraged many foreign companies and institutions from proposing deals in the first place. In short, CFIUS and changes in the foreign-investment review process have injected politics into commercial decisions in ways that defy common sense.
Two cases tell the story. In June 2005, the China National Offshore Oil Corporation (CNOOC) bid $18.5 billion to buy Unocal, a U.S.owned oil company with substantial oil interests in Central Asia that complemented CNOOC’s expansion plans. Eight days before a vote by Unocal shareholders, CNOOC withdrew the bid. Why did this happen? A politically diverse group of Democratic and Republican lawmakers argued that the bid did not represent a free-market transaction because the Chinese government had put up more than two thirds of the money. By denouncing the deal, they claimed to be defending the rights of U.S. companies, which were denied access to similar assets in China. Some even argued that foreign ownership of U.S. oil assets would compromise national security.
In February 2006, Dubai Ports World, a firm owned by the government of the United Arab Emirates, launched a bid to take over a British firm’s operation of six major U.S. ports. Dozens of U.S. lawmakers, ignoring both expert testimony that the deal posed no security threat and a veto pledge from President George W. Bush, moved to try to kill the bid. In the end, DPW agreed to sell the port operations to an American company. In this overheated political environment, controversies then emerged involving U.S. telecom equipment maker Lucent Technologies and the French firm Alcatel, Israel’s Check Point Software and the U.S. firm Sourcefire, and Japan’s Toshiba and the U.S. company Westinghouse. Fortunately, the CNOOC-Unocal and DPW cases are still exceptions rather than the rule, but the willingness of a few politicians to score easy political points provoked lasting resentment in China and the United Arab Emirates and made life tougher for U.S. companies hoping to do business there. If the United States is to maintain its role as champion of free-market capitalism, U.S. lawmakers must resist temptations to play populist politics with foreign investment.
Don’t Close the Door on Immigrants
Just as U.S. lawmakers should welcome trade and investment, they should also continue to welcome those willing to work for a better life in America. Immigration has always been a hot topic in the United States for reasons political, cultural, and ideological, but wave after wave of immigrants over more than two centuries have helped power American prosperity. In many cases, immigrants have also enriched the countries they come from by sending money home to family and friends or by returning with know-how drawn from the American free-market tradition. This phenomenon has also taken place in much of Europe. Unfortunately, every new generation of immigrants meets resistance from those who fear change, competition, or both. Fear of immigrants is never more visceral than following a national security crisis (like the outbreak of World War II or the 9/11 attacks) or during a period of economic hardship.
Globalization draws its power to create wealth from the cross-border flow not only of goods and services but of people. America continues to attract workers trying to escape poverty, but also skilled workers, entrepreneurs, inventors, scientists, and engineers who come from every region of the world in search of opportunity. In 2009, about 9.1 million people applied for the 50,000 green cards available in the State Department’s annual global visa lottery.9 For 2008 and 2009, U.S. employers had applied for all 65,000 of the regular H1-B visas and 20,000 available advanced-degree employment visas available each year within one week of the opening of the application process. The 2000 census suggested that immigrants made up nearly half of PhD scientists and engineers in the United States. A Harvard Business School study in 2008 identified a disproportionately high representation of immigrants among patent applicants in the United States.10 Some of the most talented and industrious people in the world still want to come to the United States—and America still needs them.
U.S. lawmakers continue to send the wrong signals. As part of the 2009 stimulus bill, the so-called Grassley-Sanders Amendment sharply restricted the freedom of companies that received bailout money under the Troubled Asset Recovery Program (TARP) to hire highly skilled foreign workers. Supporters of the amendment, particularly within labor unions, insisted that American companies bailed out with U.S. taxpayer dollars should hire only American workers. But world-class foreign workers have enriched America, and these kinds of restrictions cost the country an important part of its competitive edge as a center of innovation, research, and entrepreneurial genius. America needs a global talent pool.
Pick the Right Fights
In managing the competition with state capitalism, U.S. officials should pick their fights with care. Over the past several years, the United States and China have developed the world’s most important bilateral commercial relationship. Some in Washington charge that Beijing manipulates the value of its currency, the yuan. The U.S. dollar is freely traded around the world, and its value relative to those of other currencies floats freely. The yuan floats too, but within a narrow range managed by the Chinese government. By maintaining an artificially low value for the yuan, Beijing boosts Chinese exports by ensuring that foreign consumers pay relatively low prices for Chinese products while Chinese consumers pay relatively high prices for imports. In recent years, several U.S. lawmakers have threatened to retaliate against what they consider an unfair trade practice.
Yet many of the dollars that the Chinese government, America’s largest creditor, earns through exports or via foreign-exchange markets are then invested in U.S. treasury bonds. Whenever a U.S. lawmaker threatens to draft legislation that would punish China over the currency issue, there’s a risk that the price of U.S. treasuries will fall and yields will rise—undermining the government’s ability to finance its deficits. Beijing has allowed the yuan to appreciate, though not as quickly as some in Washington would like. U.S. policy makers should continue to press the Chinese to gradually allow the yuan to float freely and to find its true market value, but explicit punitive threats, however politically satisfying, are a bad idea.
That’s not to say that U.S. policy makers and regulators should avoid every conflict. Washington must enforce existing rules whenever unsafe Chinese goods make their way into the United States—whether children’s toys covered in lead-based paint, tires that shred in highway driving, toothpaste laced with toxic chemicals, or any other dangerous consumer product. Given the media attention these incidents generate and the fear they produce, no issue could inflict greater immediate and lasting damage on U.S.-Chinese trade relations. John McCain, the most unapologetic advocate of free trade to run for president in 2008, said this on the issue: “If I were president of the United States, the next toy that came into this country from China that endangered the lives of our children, it would be the last toy that came into the United States [from China].”11
The U.S. government should also continue to press China to enforce rules protecting intellectual property rights (IPR), a proper regulatory role for the state in the promotion of free markets. More than half of U.S. exports rely on some form of IPR protection, compared to less than 10 percent a half century ago.12 Mass-production factories churn out pirated CDs, games, and DVDs in Russia and Malaysia,13 but China is by far the worst offender on IPR violations. Software makers complain that more than 80 percent of all video games used in China are pirated,14 and some are then reproduced for export.
There is one important piece of good news. When China joined the World Trade Organization in 2001, it was not at all clear that Beijing would abide by the WTO’s rules. But by channeling its trade complaints through the WTO, by responding within the organization to U.S. complaints, and by abiding by WTO rulings, the Chinese government has accepted the organization’s legitimacy, a development that has so far ensured that Beijing fights its trade disputes in an arena with a neutral referee. That’s a major reason why U.S.-Chinese trade relations continue to expand—and why public support in America for free trade remains relatively strong despite the recent slowdown in the U.S. economy and the job losses that came with it. In fact, a poll conducted by the Pew Research Center for the People & the Press found that U.S. public support for free trade jumped from 35 percent in April 2008 to 44 percent in April 2009. Over that same period, the percentage opposing free trade fell from 48 percent to 35 percent.15 That’s an especially remarkable statistic given the meltdown then under way in the U.S. economy.
Keep Investing in Hard Power
There are other ways Washington can ensure that the United States remains an indispensable international player. Just as ExxonMobil survives in a world increasingly dominated by state-owned energy giants by cultivating its comparative technological advantages, the U.S. government can extend its singular international influence for decades by working to preserve the country’s hard power. Hard and soft power, terms popularized by Joseph Nye, refer, respectively, to the coercive potential of U.S. military and economic might and to the power of American ideas, values, and culture to “entice and attract.” Soft power helped swing the Cold War in America’s favor, and it will continue to play a crucial role in extending U.S. influence abroad. Polling suggests that the election of Barack Obama has generated more positive attitudes toward America and American culture in dozens of countries. But over the next several years, it is hard power that will ensure that the United States remains an essential component of the world’s political and economic stability, whatever the power of state capitalism to undermine American influence in other areas.
The erosion of U.S. soft-power advantages has already begun as emerging states, foreign firms, and new ideas compete with American rivals for shelf space and screen time. Whatever their limitations, America’s hard-power advantages are more durable. The United States now spends nearly as much on its military capacity as all its potential competitors combined. It continues to outspend China by nearly ten to one and Russia by about twenty-five to one. Even if defense spending were significantly reduced over the next several years, the United States would continue to hold a dominant military position for the foreseeable future, because it will be decades before any potential rival will prove both willing and able to accept the burdens that come with global leadership. China and Russia already carry enormous clout within their respective spheres of regional influence, but neither would profit from a challenge to American hard power outside them.
U.S. military strength will remain useful—and not just for Americans. The governments of energy-importing countries around the world will try to reduce dependence on hydrocarbon-based energy in coming years. But the transition toward oil and gas alternatives will take decades. In the meantime, the world’s oil companies, whether state-owned or multinational, will rely increasingly on supplies from unstable (and potentially unstable) parts of the world—the Middle East, the Caspian Sea basin, and West Africa. Energy consumers will continue to turn to America, which has the world’s only global naval presence, to ensure the free flow of oil and gas supplies on which their economic futures depend.
The U.S. provision of global public goods will also extend to new military challenges. As Iran masters uranium-enrichment technology, some of its Arab neighbors will rely even more heavily on Washington to guarantee their security and to help them avoid the costs that come with a nuclear arms race. As governments in Eastern Europe worry over threats of Russian expansionism—an anxiety heightened by dependence on Russia’s natural gas, Moscow’s demonstrated willingness to bully its neighbors by turning off the taps, and its conflict with Georgia in August 2008—they will increasingly turn to a U.S.-led NATO to ease their anxieties. Without U.S. leadership, NATO won’t remain a viable force for security. The U.S. military will also remain an essential weapon in America’s soft-power arsenal, by delivering relief to victims of natural disasters all over the world, for example. All of these advantages can help Washington maintain its international influence, even if state capitalism undermines the appeal of the U.S. free-market model for years to come.
Mutually Assured Economic Destruction
The growing gulf between free-market and state capitalism has created a high-stakes competition between economic models, one that distorts the performance of the global economy and creates friction in international politics. Though this isn’t a new Cold War, that conflict offers a useful metaphor for how the battle for free markets can be managed. For decades, the United States and the Soviet Union amassed nuclear arsenals large enough to destroy Earth many times over. The resulting stalemate, which came to be known as mutually assured destruction, helped prevent catastrophic conflict. Today, there are no ties more important for the future of the free market than those that bind America and China—the world’s most powerful advocate of free trade and open markets and the largest and most influential practitioner of state capitalism.
U.S. policy makers can’t afford to simply ignore the many disputes that burden commercial relations between the two states. But neither can they ignore the mutually assured economic destruction that now threatens them. America will need China to finance its debt, and Chinese exporters will need access to U.S. consumers for many years to come. Ensuring that U.S. and Chinese policy makers and business leaders continue to develop profitable partnerships and avoid unnecessary confrontation is crucial for the economic health of both countries, for the global economy, and for the broader appeal of the free-market model. What’s true for the U.S. approach to China is true for relations with other champions of state capitalism. Profiting from access to markets in Russia, the Persian Gulf, and elsewhere means welcoming investment from these places—even from state-owned companies.
Free markets will always move in cycles. Greed will fuel more booms, and fear will drive more busts. Each time a bubble bursts, someone will retell the story of the tulip mania of 1636, the South Sea bubble of 1720, and the dot-com bubble of the 1990s. But markets are not to blame when governments fail to properly regulate them. As Philip Stephens wrote in the Financial Times at the height of the crisis in March 2009, “Prominent among the causes of the financial crash was the failure of politics to keep up with economic integration. Global markets ran far ahead of the capacity of governments to oversee, even to understand, them.”16
Severe as it was, this crisis cannot obscure what came before. Between 1980 and 2007, global GDP rose by nearly 150 percent. Already-prosperous countries saw significant increases in their standards of living. Hundreds of millions within developing states moved from poverty into the global marketplace. An economic slowdown has temporarily pushed huge numbers of people back toward poverty, but expectations have been created that, over the longer term, only free markets can fulfill. Even the most pessimistic forecasts for the final effects of the slowdown will not dramatically set back the overall growth trajectory of the past thirty years, and expectations will rise again as recovery picks up steam.
State capitalism deserves some of the credit for this expansion, especially within countries like China and Russia that have grown from a very low base. But the broader story of the past three decades is one of command economies embracing capitalism and of states loosening their grip on economic activity. The strength and durability of recovery will depend on the willingness of those who believe in free markets to learn from the failures that triggered a crisis, to practice the kind of capitalism they preach, and to renew their commitment to the principles that have helped them prosper.
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The Washington Consensus comprises three major ideas: fiscal and budgetary discipline; a market economy, including property rights, competitive exchange rates, privatization, and deregulation; and openness to the global economy through liberalization of trade and foreign direct investment.
Even in Costa Rica, which has no armed forces, the government operates a Ministry of Public Security that oversees a Civil Force, a kind of special police force devoted to combating drug trafficking and other crimes. The ministry is responsible for protecting the country’s sovereignty.
The 2007 asset bubble, like many before it, grew from a huge overestimate of the true value of underlying assets. The term hypercapitalism refers to a situation in which an unregulated market overheats in a wave of unchecked but irrational exuberance. In these cases, it is mistakenly believed that money, rather than wealth, creates more wealth; that financial practices should be given free rein to create monetary value with as little government involvement as possible; and that additional monetary value does not need to be backed by proportionate increases in real economic productivity.
The IMF defines SWFs as “special purpose investment funds or arrangements, owned by the general government. Created by the general government for macroeconomic purposes, SWFs hold, manage, or administer assets to achieve financial objectives, and employ a set of investment strategies that include investing in foreign financial assets. The SWFs are commonly established out of balance of payments surpluses, official foreign currency operations, the proceeds of privatizations, fiscal surpluses, and/or receipts resulting from commodity exports.”
Some argue that Temasek is not a sovereign wealth fund. But its money belongs to the government, which appoints its senior management. Temasek does invest more of its money at home than any other large fund.
For our purposes, statism refers to a concentration of economic controls and planning in the hands of an often highly centralized government. It can be a defining element of both communist and fascist regimes.
Sanpaolo IMI, later Banca Intesa.
They were called navratna because there were originally just nine such companies.
According to South African law, the word black includes South African citizens who are Chinese, Indian, or of mixed race.
The SOEs that have benefited most are those in the nine “crisis-stricken” industries that have been strategically targeted for support—electronics, petrochemicals, metallurgy, steel, automotive, light industry, textiles, shipbuilding, and telecommunications.
As of 2009, fewer than 20 percent of Chinese workers can expect pensions. Just 14 percent have unemployment insurance. See House Committee on Small Business, Role of Small Business Suppliers and Manufacturers in the Domestic Auto Industry, Testimony of Chris Norch, president, Denison Industries, on Behalf of the American Foundry Society, May 13, 2009, http://www.house.gov/smbiz/hearings/hearing-5-13-09-auto-industry-suppliers/Norch.pdf, p. 7.