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Understanding International Political Economy:

the Approaches

Approaches to Political Economy:

Approach Focus and sub-fields
Realism: Focus: National interests and economic strength
Economic e Classic Realism (Mercantilism)
nationalism e Colonialism
e Surplus-oriented economies
Economic Focus: International interests and economic

Liberalism and
internationalism

developments.
e Classic Liberalism: “Free market” approaches
(Friedrich Hayek; Milton Friedman)
e Regulatory Capitalism: Regulation for the sake of
common good; “New Trade” (John Keynes; Paul
Krugman)

Economic
structuralism

Focus: Social conflict
e Marxism (Classic Marxism)
e Neo-Marxist theories: Leninism, Maoism, and local
models
e Economic dependency theories

Economic
Constructivism

Focus: social construction of international realities
e Moral economy theories
e Economic culture approaches
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A topic to discuss. Debates about the role of WTO

Favorable arguments

Critical comments

The WTO does not tell governments how to
conduct their trade policies. The rules are
ratified by members’ parliaments. The
consensus rule means every country has a
voice and reluctant countries are offered
something in return. Small countries would
be weaker without the WTO.

Despite formal democracy, the WTO has a
few powerful members who make sure that
the rulings are made in their favor. It would
be wrong to suggest that every country has
the same bargaining power. Consensus is
frequently achieved because of the strong
nations’ pressure.

WTO believes in free market but it is not the
only solution to economic problems. Yet no
one has offered a more efficient solution than
the increased trade that results from lower
trade barriers.

The global and local effects of free trade are
far from certain; so far it appears that prime
beneficiaries of free trade are wealthy
countries.

Free trade boosts development. In that sense, | The  WTO is interested primarily in
commerce and development are good for | commercial goals and generally ignores
each other. development.

Environmental objectives are recognized | The WTO agreements are generally

specifically in the WTO agreements dealing
with  product standards, food safety,
intellectual property protection, etc.

dangerous for environment because free trade
is viewed as the most important goal
regardless of the means to achieve it.

Governments are free to set their own health
and safety standards provided they are
consistent not arbitrary, and do not
discriminate.

The WTO dictates governments the rules
related to health and food safety. Commercial
interests override health concerns.

Free trade should create jobs and it can help
to reduce poverty. Protectionism, the
alternative to trade is expensive and it
encourages inefficiency.

Labor protection is necessary in developing
countries. Free trade is likely to cause
unemployment in  many regions. The
wealthier will benefit more than the poorer.

The WTO system offers governments a
means to reduce the influence of narrow-
vested interests. WTO appeals to broader
masses and non-government organizations.

Governments are given too much power to
decide on economic and, subsequently,
political issues. The WTO gives only
visibility of democracy. In fact, lobbyists
from powerful industries become increasingly
more powerful.

Countries join the WTO willingly: Most
countries realize that it is better to be in the
WTO system than to be outside it.

Many smaller countries do not have a choice.
They do not have an opportunity to try other
economic models.
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A case in point. A WTO dispute: The Shrimp-turtle case. Seven species of sea turtles have been adversely affected by
human activity, either directly (their meat, shells and eggs have been exploited), or indirectly (incidental capture in
fisheries or destroyed habitats.) In early 1997, India, Malaysia, Pakistan and Thailand brought a joint complaint against a
ban imposed by the US on the importation of certain shrimp and shrimp products. The protection of sea turtles was at the
heart of the ban. The US Endangered Species Act of 1973 listed as endangered or threatened the five species of sea turtles
that occur in US waters, and prohibited their “take” within the US, in its territorial sea and the high seas. (“Take” means
harassment, hunting, capture, killing or attempting to do any of these.)Under the act, the US required US shrimp trawlers
to use “turtle excluder devices” (TEDs) in their nets when fishing in areas where there is a significant likelihood of
encountering sea turtles.

The ruling. The US lost the case, not because it sought to protect the environment but because it discriminated
between WTO members. It provided countries in the western hemisphere — mainly in the Caribbean — technical and
financial assistance and longer transition periods for their fishermen to start using turtle-excluder devices. It did not give
the same advantages, however, to the four Asian countries (India, Malaysia, Pakistan and Thailand) that filed the
complaint with the WTO.

A socialist view of life:

A T , i
riamras \|\ i

@;ﬁﬁ_&@ éi = L@%ﬁg

© Herluf Bidstrup (1912-1988) Metamorphoses of class society
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Types of socialism

Types Examples

National socialism Germany

Fascism Italy, Spain, Portugal

Marxist socialism Soviet, Latin American,
African

Asian Chinese, Kampuchean,
and N. Korean, models

Arab socialism Islamic (Libya) or Secular
(Irag, Egypt, Syria, etc.)

Welfare socialism Sweden, Italy, etc.

Source: © Eric Shiraev & Vlad Zubok

The Dependency Theory

Why does Poor countries remain poor because of how
poverty exist? |they are integrated into the global system. The
problem is structural.

How Economics, media, politics, banking and
dependency is | finance, culture, and education. Any attempt
controlled? by the dependent nations to resist the

Influences of dependency will result in
economic sanctions or military invasion.
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How finances
are distributed

The world financial and trade system is
designed to benefit primarily the elites of the

in the world? industrially developed nations and local elites
of the periphery called the comprador class.
What is the The world countries are divided into: core,
solution for the |periphery, and semiperiphery. The main goal
structural of the periphery on the international arena is to
problem of break free from the old international order and
dependency? dependency.
How to solve A complete withdrawal from the system and
the structural |self-isolation, which is called autarky (has
problem? been established in Burma, North Korea, and
Albania).
Any other A revolution as the result of which the local
ways? elites are overthrown and the country

establishes its own economic and political
order independent of the global economic
system.

Any non-violent
solutions were
possible?

New International Economic Order: centrally
managed economic policies; wealthy nations
pay substantial reparations for colonialism
plus establish a long-term policy of massive
aid; multinational corporations are heavily
regulated; prices for commodities are
guaranteed at the lowest level; and developing
countries would have gained a wide access to
world capital funds.
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National leaders and their decisions affecting the country’s economic policies

(selected cases, 1957-2007). Source: Eric Shiraev

Name, country, and period

Individual decisions affecting the country’s economic
policies

Kim Il Sung
(North Korea)
Born: 1912

Died: 1994
Ruler: 1948-1994

And authoritarian Communist leader of North Korea. Pursued
radical ideas about a possibility to build a prosperous
independent state based on the ideology of Juche (spirit of
self-reliance), a blend of autarky, socialism, nationalism, and
elements of Eastern philosophies. For many years, private
property has been prohibited and foreign trade is extremely
limited.

Fidel Castro (Cuba)
Born: 1926
Ruler: since 1959

One of the world record holders the lengths of his tenure in
government, Castro’s economic policies have been based on
communist ideas and beliefs in an inevitable confrontation
between capitalism and socialism. Because of its authoritarian
policies, Cuba faced significant economic sanctions from the
United States and by 2007 was the only Latin American
country without an economic cooperation agreement with the
EU.

Mohammed Reza Pahlavi
(Iran)

Born: 1919

Died: 1980

Ruled: 1941-1979

After replacing his father on the throne in 1941, Reza Pahlavi
remained throughout his reign a reliable supporter of western
policies, free-market economy, and international trade.
Authoritarian methods of government coupled with massive
corruption led to his dismissal and an Islamic revolution that
has eventually reversed most of his economic policies.

Deng Xiaoping (China)
Born: 1904

Died: 1997

In top power: 1987-1992

Although he has never been the top leader, he remained and
informal ruler of China for almost a decade. A diehard
communist, by the end of his career he has accepted the
reformist ideas about the possibility of introducing free-
market principles to a socialist economy. He reversed a long-
term communist policy of self-reliance and international
investments, foreign trade, and non-confrontational foreign

policy.

Margaret Thatcher (UK)
Born: 1925
Prime minister: 1979-1990

As a supporter of conservative principles of government, she
was a strong opponent of state regulations of economy.
Similarly, on the international field, she generally opposed
British close integration in the European Community fearing
that new European regulations would reverse the changes she
was making in the United Kingdom. An overall shield attitude
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toward a centralized European bureaucracy still exists and
remains strong in Great Britain.

Lech Walesa (Poland)
Born: 1943
Years in office: 1990-1995

Born and raised in a communist state, Lech Walesa developed
a strong abhorrence toward the communist ideology including
its economic principles. His opposition to the Communist
rule, his support of free-market, his desire to establish
friendly relations with the West have been supported by the
vast majority of Polish people. Over a short period since the
1990s Poland has transformed into an independent and
democratic country with a fast growing market-based
economy.

Robert Mugabe (Zimbabwe)
Born: 1924

Years in top office: since
1984

An authoritarian ruler, Mugabe restricts political freedoms
and suppresses political opposition. His economic views
represent a blend of Marxism, anti-colonialism, and
nationalism. Driven by his ideology, he was willing to endure
harsh conditions for the people and the country facing
multiple economic and political sanctions because of the
policies of the leader.

Hugo Chavez (Venezuela)
Born: 1954
Years in office: since 1998

An exemplary Latin American populist, Hugo Chavez has
built his economic policies on a blend of socialist ideas, anti-
colonial and anti-imperialist messages, and Bolivarianism
(promoting the unification of Latin America into one
country.) Yet he supports international investments and trade,
although preferring to deal with primarily developing
countries.

Muammar Kaddafi (Libya)
Born: 1942
Years in office: since 1969

Kaddafi based his policies on a blend of Arab nationalism,
welfare state, and elements of popular democracy. He called
this system “Islamic socialism” under which government
controls large industries permitting private ownership of
smaller ones. being for longtime a sworn enemy of the West,
he apparently changed his views after 2001 cautiously
supporting more economic cooperation with the European
Union and the United States.
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Oil policy: Social and Political consequences

Issue Social and political consequences
The cost Relatively low investments;
factor Insignificant social changes; little

challenge to local powers

The delivery Transportation of olil requires

factor mediation and protection from other
nations

The business |OQil prices can be manipulated and

factor used for financial and political

purposes; however, competition from
new oil-producing countries (such as
Russia) should keep prices in check

The control Authoritarian control is essential in
factor absence or lack of free market
The Oil-producing countries and
international  |distributors are interested in
factor International stability

Source: © Eric Shiraev & Vlad Zubok

Class Video:

[From: CNN Cold War Series|

I. ANEW CHINA

In 1949, the People's Liberation Army arrived in Beijing -- celebrating a communist victory and the end of their decades-long civil war
against the Nationalists. Led by Mao Tse-tung, the communists establish the People's Republic of China. The U.S. government, which
had considered China among its allies in Asia, is devastated by the "loss" of China to the communists.

Exhausted by the long war, Mao needed external help for China's reconstruction. One of his first acts is to visit Moscow, seeking
military protection and economic aid. Mao wanted to conclude a Chinese-Soviet friendship treaty with Stalin -- but the two leaders
remained wary of each other. After several months of negotiation, the Chinese and the Soviets signed a mutual defense treaty -- which
also guaranteed aid for China

Il. REFORM/WAR

China's new rulers embarked on radical land reforms. Land was taken from private owners and handed to the peasants. Former
landowners were denounced and humiliated. One million people lost their lives.
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In 1950 North Korea -- with Soviet and Chinese backing -- attacked South Korea. Forces under a U.S.-led United Nations command
pushed the North Korean invaders back to the Chinese border. China feared an attack on its own territory -- and sent more than 1
million troops across the border into Korea. More than 500,000 Chinese were killed in the Korean conflict.

Ill. TENSIONS

Stalin's death in 1953 had a deep impact in China. Despite Mao's misgivings, he had long respected Stalin's iron authority. Nikita
Khrushchev soon emerged from the Kremlin power struggle as the new Soviet leader. Khrushchev and his Politburo visited China to
maintain the Beijing-Moscow alliance -- a move that made the new Eisenhower administration in Washington increasingly anxious. As
part of its policy to contain communism, the United States financed a military buildup on Taiwan -- home for the Chinese Nationalists.
But Mao did not give way to the American show of strength. His forces shelled the Nationalist-held islands of Quemoy and Matsu. The
rising U.S.-Chinese tensions concerned Khrushchev -- who told Beijing that war with imperialism was no longer inevitable.

IV. SPLIT

Khrushchev's attempts to steer the U.S.S.R. away from its Stalinist past -- and his denunciation of Stalin as a criminal -- alarmed Mao,
who took such actions as a threat to his own style of leadership. China, meanwhile, was chafing over Soviet attempts to control the
Beijing government. In the late 1950s, Khrushchev visited China at least twice to renew Soviet support.

But China's relations were already strained with its declared "big brother," and the Soviet leader could find no common ground with
Chinese officials. Khrushchev, who had recently visited the United States, was accused by the Chinese of being an American stooge.
Soon afterward, Soviet advisers were withdrawn from China. The struggle for pre-eminence in the communist world was now out in the
open.

IV. FAMINE/REVOLUTION

In 1958, Mao had thought up a new policy -- the Great Leap Forward -- a grandiose plan to transform China into a rich world power.
Mao's method was a more extreme version of Stalin's brutal collectivization of the 1930s. People were told to produce steel in backyard
furnaces. Crops were left to rot. Scientific knowledge and common sense were ignored. No one dared to tell the truth for fear of arrest --
or worse. Peasants' food was taken from them to make up bogus quotas. The result was one of the worst man-made disasters in
history. More than 30 million people starved to death.

By 1966, haunted by the failure of the Great Leap Forward, Mao was fighting to maintain his domination in China. He launched the
Great Cultural Revolution. Millions of young people were recruited into Mao's Red Guards. Their idealism was exploited to create
mayhem and destroy every vestige of the past. The upheaval of the Cultural Revolution coincided with escalating tensions between
China and the U.S.S.R. -- including a series of military clashes along the Chinese-Soviet border.

VI. PINGPONG DIPLOMACY

Mao, fearful of Moscow's belligerence, decided he wanted better relations with the United States. The new U.S. President, Richard
Nixon, was a lifelong anti-communist. But Nixon, wanting to limit Soviet power and end the Vietnam War, drew closer to China. The first
sign of a thaw in U.S.-Chinese relations came in 1971 -- when a U.S. table tennis team, playing in Japan, was suddenly invited to
China.

The so-called "pingpong diplomacy" led to more breakthroughs -- culminating with Nixon's historic trip to China in February 1972. The
visit was mostly symbolic -- formal diplomatic relations were not restored until 1979 -- but it helped reduce tensions between the two
nations and brought new pressure on a shared rival: the Soviet Union.

Class Video: THE MARSHALL PLAN

The events that brought about the Marshall Plan were spurred on by a combination of man-made and natural disasters. Immediately
following World War I, much of Europe was in chaos.

Millions of refugees roam the continent, some attempting to return home after the war, others fleeing westward, away from Soviet
domination. Governments lie toppled, national economies remain in ruin.

Meanwhile, the harvest of 1946 is poor, and the winter of '46-47 is one of the worst in memory. The strife leads many in Western
Europe to consider communism as an end to the hard life and injustices they suffer.

TRUMAN DOCTRINE

After decades as a global power, Britain finds itself unable to cope with the growing postwar crisis on the European continent.
Exhausted by World War Il, London wants to hold on to its traditional, imperial role. But the winter of 1946-47 brings an end to Britain's
longtime status as a main player in world politics.

In February 1947, Britain informs the United States that London is ending aid to Greece and Turkey. U.S. President Harry Truman then
seizes the moment. At a joint session of Congress, Truman successfully persuades lawmakers to authorize $400 million in aid for
Turkey and Greece. During that speech, he also establishes the Truman Doctrine -- a clear distinction between the capitalist and
communist worlds.



Materials for test 4. Copyright: Eric Shiraev International Relations. NY. McGraw-Hill

GEORGE MARSHALL

Truman turns to his secretary of state, George Marshall, to put Europe back on its feet economically. Marshall had been famous for his
logistical skills while U.S. Army chief of staff during the war.

Marshall meets with others from the so-called "Big Four" in Moscow, in an attempt to determine the future of then-occupied Germany.
But the talks go nowhere. Marshall formally announces what will become known as the European Recovery Program during a
ceremony at Harvard University. The Marshall Plan offers billions of dollars in U.S. aid to European countries -- including those under
Soviet occupation.

Soviet spies in London keep Moscow up to date on the Marshall Plan, which the Kremlin views with growing suspicion. Stalin
orders his foreign minister, Vyacheslav Molotov, to pull out of a Paris conference designed to frame Europe's response to the Marshall
Plan.

As Molotov leaves Paris, he accuses the West of working to divide Europe into two hostile camps. In fact, Czechoslovakia
considers attending the Paris conference on the Marshall Plan -- only to be told in no uncertain terms that Moscow is against it.

THE PLAN
Marshall formally announces what will become known as the European Recovery Program during a ceremony at Harvard University.
The Marshall Plan offers billions of dollars in U.S. aid to European countries -- including those under Soviet occupation. Soviet spies in
London keep Moscow up to date on the Marshall Plan, which the Kremlin views with growing suspicion. Stalin orders his foreign
minister, Vyacheslav Molotov, to pull out of a Paris conference designed to frame Europe's response to the Marshall Plan.

As Molotov leaves Paris, he accuses the West of working to divide Europe into two hostile camps. In fact, Czechoslovakia
considers attending the Paris conference on the Marshall Plan -- only to be told in no uncertain terms that Moscow is against it.

COUP

In September 1947, as the Marshall Plan gets under way, the Soviets set up the Cominform, the Communist Information Bureau. They
also establish Comecon, the Warsaw Pact's version of an economic trading bloc.

But these new ties among European communists mean an end to Eastern European hopes for different types of socialist governments
on the continent. That reality is driven home in February 1948 -- when a communist coup topples the government of Czechoslovakia.

AID TO EUROPE
Just weeks after the communist coup in Czechoslovakia, the U.S. Congress approves the first $5 billion in Marshall Plan aid. Twenty
percent of the aid is in loans, 80 percent in grants. The first shipments are food and fertilizer, followed by machinery. In the four years of
the plan, the Marshall agency spends $13.5 billion in 16 countries. In turn, Europe's purchase of U.S. goods and machinery brings
many Marshall Plan dollars back into the American economy, fueling a postwar boom.

One of the European countries most desperate for aid is Greece -- devastated by years of Nazi occupation and civil war. One
novel and successful program sent big U.S. mules to Greek farmers.

FEAR AND RESPONSE

The Soviet Union urges its communist colleagues in Western Europe to take action against the Marshall Plan. In response, a series of
strikes and demonstrations sweep through Italy and France. Threats by the United States to withdraw Marshall Plan aid have an
impact, though, and the strikes eventually fail.

Fears that Italy's Communist Party would win the 1948 elections bring about a propaganda campaign in the United States, as
well as a campaign of covert operations from the newly formed CIA. Following the Christian Democrats' victory in Italy, Washington
unleashes a wave of aid, reviving the Italian economy. Meanwhile, Yugoslavia under Marshal Tito breaks with Moscow after several
years of uneasy alliance. Those nations that remain within the Soviet embrace would eye the West for 40 years -- and wonder.
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Military policy: key definitions

Defensive strategies

Offensive strategies

Relative superiority
Absolute superiority
Quantitative arms race
Qualitative arms race
The security dilemma

Evaluating security risks of a country and determining adequate responses involves
complicated analyses of multiple factors. If a government faces an external threat, it has
several options to pursue.

e A rapid strengthening of the military or/and military responses.
e An attempt to seek alliance with other nations to resist the existing threat.
e Propose concessions to reduce the existing threat.

Realist arguments in historical examples. According to the Realist considerations, the art of
power balancing among major powers is the best possible foundation for peace.

Factor

Examples

Presence of armed
forces

Syria deployed its troops in Lebanon claiming that this action has
stabilized the security situation in the region.

Russia deployed troops to Central Asia
claiming the right to boost regional and national security.

Quantity of weaponry
and forces

British policy of the 17-20" centuries of maintaining the Royal
navy equal to the largest navies of the other great powers. The
Soviet Union maintaining a multi-million army to deter potential
threats.

Territorial advantages

Struggle for strategic straits such as the Gibraltar between Europe
and Africa or the Dardanelles between Europe and Asia.

Quality of weaponry

Nuclear missiles with multiple warheads, missiles on submarines,
or missiles on mobile launch pads were used to show the opponents
the vulnerability of any defensive system.

11
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Liberalism and the security problem|

o Military strategies designed to maximize power and secure possessions over territories

are too costly.

e Security bought by force is false and bound to backlash.

e The best way for a nation-state to improve its security is to get integrated into

international community as partners.

Terrorism:

Group

State-sponsored|

Terrorism: A broad definition|
Any type of deliberate random violence against civilian and military targets.

Any type of random politically-motivated violence against civilian targets.

Tactical goals of terrorism|
Intimidation, bargaining, economic impairment, elimination of political
opponents, publicity, and other.

Political power or prominence.

12
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Three pillars of terrorism|

The first set of ideas is the recognition of an ongoing tremendous societal
injustice or transgression.

The second set of ideas is the recognition of the source of the injustice.

The third foundation is the belief that to address this injustice, someone must
resort to violent means to destroy the sources of injustice or to get public

attention.

Goals of terrorist groups compared
Source: Shiraev, Eric & Zubok, Vlad

Ideology Instrumental goals Terminal goals

Anarchism Terrorist acts against The creation of a self-governing
government officials and society of free social communes
institutions to create havoc,
panic, and mass public protests
against the government

Socialism Some groups support individual | The creation of a new and “fair”
terrorist acts, others endorsed a | government of the people and by
violent revolution by the masses | the people

Religious Terrorist acts against The creation of a theocracy (a

fundamentalism

governments and their foreign
supporters

national or international
government based on religious
principles.)

Nationalism

Terrorist acts against
governments, civilians, and
other targets to promote the
agenda of the nationalist
organization

The creation of an autonomous
or totally independent ethnic
state

13




Terrorism: a cause “constructed”
Source: Eric Shiraev and Vlad Zubok
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Foreign Occupation

Acts of international terrorism

1945: Japan occupied by the
United States

No acts of terrorism

1948: Creation of the State of
Israel. Israel is viewed by the
Arab nations as an occupying
force. 1967: Israel occupies
Palestinian territories in West
Bank and Gaza.

Acts of terrorism are committed
inside Israel and Palestinian
territories. International terrorist
acts against Israel and its allies
pick up after the late 1960s.

1950s- U.S. military presence
In Vietham

No acts of terrorism

1956: Soviet occupation of
Hungary

No acts of terrorism against the
Soviet Union from the Hungarian
resistance outside their country.

1968: Soviet occupation of
Czechoslovakia

No acts of terrorism against the
Soviet Union from the
Czechoslovakian resistance
outside their country.

1972: Chile. Backed by the
United States, a military junta
commits a coup dismantling

No acts of terrorism against the
United Sates from the Chilean
resistance outside Chile.

a democratically elected
government
Saudi Arabia: US military |Numerous attacks against the

presence since the Gulf War
of 1991.

United States and its interest to
drive the US out

14
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Highlights of pre-modern terrorism.
From: Eric Shiraev & Vlad Zubok. International relations.
Boston: McGraw-Hill

1946 Irgun, the Jewish terrorist organization led by M.Begin, blew up the King David Hotel, killing 91 people.

Palestine

1948 Prime Minister of Egypt was assassinated by a member of the Muslim Brotherhood.

Egypt

1951 Two American civilians were killed by the members of the Hukbalahab, a nationalist group.

Philippines

1955 37 civilians are killed by the FLN (Front de Liberation Nationale), a nationalist organization.

Algeria

1962 The homes of 14 well-known Frenchmen were bombed by OAS (Secret Army Organization), a nationalist French

France group.

1965 The Tupamaros group (MLN, Movimento de Liberacion Nacional) bombed the offices of two American

Uruguay businesses.

1969 The PFLP (the Popular Front for the Liberation of Palestine) blew up a section of the Aramco Trans-Arabian

Israel pipeline.

1970 Members of the Nippon Sekigun (Japanese Red Army) hijacked a Japan Air Lines plane.

Japan

1971 The UVF (Ulster Volunteer Force, a Protestant group) claimed responsibility for a bomb which killed 15 people in

N. Ireland Belfast pub.

1972 Two NYC police officers were killed by members of the radical BLA (Black Liberation Army).

New York

1972 The Munich Massacre: 11 Israeli athletes were killed by 8 Palestinians, members of Black September.

Germany

1973 Cleo A. Noel, Jr., U.S. ambassador to Sudan, and George C. Moore, also a U.S. diplomat, were held hostage

Sudan and then killed by terrorists at the U.S. Embassy in Khartoum. It seems likely that Fatah was responsible for the
attack.

1974 The IRA (Irish Republican Army) bombed the Tower of London killing one person.

London

1976 The PFLP launched an attack on the terminal of Israel’'s major airline, El Al, at the Istanbul airport. Four civilians,

Turkey including Harold Rosenthal of Philadelphia, Pennsylvania, were killed and 20 injured

1977 The Turkish Ambassador to Vatican was assassinated by the members of the Justice Commandos of the

Italy Armenian Genocide.

1978 Gail Rubin, niece of U.S Senator Abraham Ribicoff, was among 38 people shot to death by PLO terrorists on an

March Israeli beach.

1979 53 American were taken hostage at the US embassy; released in 444 days.

Iran

1980 84 people were dead after an explosion in the Bologna train station. Organized by NAR (Armed Revolutionary

Italy Nuclei), a fascist organization.

1981 Turkish-born Mehet Ali Agca attempted to assassinate Pope John Paul Il.

Italy

1982 Hizballah members kidnapped David Dodge, acting president of the American University in Beirut. After a year

Lebanon in captivity, Dodge was released. Rifat Assad, head of Syrian Intelligence, helped in the negotiation with the
terrorists

1983 241 US servicemen died after a suicide truck bomb was driven into Marine barracks in Beirut.

Lebanon

1984 Hizballah bombed a restaurant near an U.S. Air Force base in Torrejon, Spain, killing 18 servicemen and

Spain wounding 83 people.

1985 A four-member PFLP squad took over the Italian cruise ship Achille Lauro, as it was sailing from Alexandria,

open sea Egypt, to Israel. The squad murdered a disabled U.S. citizen, Leon Klinghoffer, by throwing him in the ocean.
The rest of the passengers were held hostage for two days

1985 Bombing of an Indian airliner took the lives of 328 people.

1986 An Admiral and his driver were killed by ETA (Euzkadi ta Askatasuna—Basque Fatherland and Liberty).

Spain

1986 An explosion at the "La Belle" nightclub in Berlin, frequented by American soldiers, killed three--2 U.S. soldiers

West and a Turkish woman-and wounded 191

Berlin

1988 A serious of attacks on sporting events, fast-food restaurants, and shopping malls organized by ANC (African

South National Congress).

Africa
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1988 Pan Am Flight 103 departing from Frankfurt to New York was blown up in midair, killing all 259 passengers and

Scotland another 11 people on the ground in Scotland. A Libyan agent was found responsible for planting a sophisticated
suitcase bomb onboard the plane.

1989

1990 Sikh terrorists killed 13 people on a bus

India

1990 Members of the Liberation Tigers of Tamil Eelam killed 117 police officers in one day.

Sri Lanka

1991 A Tigers of Tamil Eelam suicide-bomber killed India’s prime minister Rajiv Gandhi and 14 bystanders.

Madras

1993 A massive van bomb exploded in an underground parking garage below the World Trade Center in New York

New York City, killing six and wounding 1,042. Four Islamist activists were responsible for the attack.

1994 Jewish settler Baruch Goldstein killed 29 Muslim worshipers in a mosque in Hebron. He acted alone.

West Bank

1995 A nerve-gas attack in the Tokyo metro killed 12 people and injured over 5,500; organized by Aum Shinrikyo

Japan doomsday cult.

1995 In Kashmir, a previously unknown militant group, Al-Faran, with suspected links to a Kashmiri separatist group in

Kashmir Pakistan, took hostage six tourists, including two U.S citizens. The separatists demanded the release of Muslim
militants held in Indian prisons. Five hostages ere killed.

1996 A suicide bomber detonated an explosive device outside the Dizengoff Center, Tel Aviv's largest shopping mall,

Israel killing 20 persons and injuring 75 others, including two U.S. citizens. Both Hamas and the Islamic Jihad claimed
responsibility for the bombing.

1996 A fuel truck carrying a bomb exploded outside the U.S. military's housing facility in Dhahran, killing 19 U.S

Saudi military personnel and wounding 515 persons. U.S. identified Saudi Hezbollah, banned from the country, as the

Arabia party responsible for the attack.

1997 A Palestinian gunman opened fire on tourists at an observation deck atop the Empire State building in New

New York York, killing a Danish national and wounding visitors from the United States, Argentina, Switzerland and France
before turning the gun on himself. A handwritten note carried by the gunman claimed this was a punishment
attack against the "enemies of Palestine."

1998 A car bomb exploded at the rear entrance of the U.S. Embassy in Nairobi. The attack killed a total of 292,

Kenya including 12 U.S. citizens, and injured over 5,000, among them six Americans. The perpetrators belonged to al-
Qaida.

1999 Six rockets were fired at the U.S. Information Services cultural center and United Nations offices in Islamabad,

Pakistan injuring a Pakistani guard.

2000 A suicide squad rammed the warship the U.S.S. Cole with an explosives-laden boat killing 13 American sailors

Yemen and injuring 33. The attack was likely by al-Qaida.

Web. Lear more about Foreign Terrorist Organizations from the site of the U.S. Department of State. Foreign Terrorist
Organizations are designated by the Secretary of State in accordance with section 219 of the Immigration and Nationality
Act (INA), as amended. FTO designations play a critical role in our fight against terrorism and are an effective means of
curtailing support for terrorist activities and pressuring groups to get out of the terrorism business.

http://www.state.gov/s/ct/rls/fs/37191.htm

Current List of Designated Foreign Terrorist Organizations
Abu Nidal Organization (ANO)

Abu Sayyaf Group

Al-Agsa Martyrs Brigade

Ansar al-Islam

Armed Islamic Group (GIA)

Asbat al-Ansar

Aum Shinrikyo

Basque Fatherland and Liberty (ETA)
Communist Party of the Philippines/New People's Army (CPP/NPA)
Continuity Irish Republican Army

GamaTa al-Islamiyya (Islamic Group)

HAMAS (Islamic Resistance Movement)

Harakat ul-Mujahidin (HUM)

Hizballah (Party of God)

Islamic Jihad Group

Islamic Movement of Uzbekistan (IMU)
Jaish-e-Mohammed (JEM) (Army of Mohammed)
Jemaabh Islamiya organization (J1)

al-Jihad (Egyptian Islamic Jihad)

Kahane Chai (Kach)
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Kongra-Gel (KGK, formerly Kurdistan Workers' Party, PKK, KADEK)
Lashkar-e Tayyiba (LT) (Army of the Righteous)

Lashkar i Jhangvi

Liberation Tigers of Tamil Eelam (LTTE)
Libyan Islamic Fighting Group (LIFG)
Moroccan Islamic Combatant Group (GICM)
Mujahedin-e Khalq Organization (MEK)
National Liberation Army (ELN)

Palestine Liberation Front (PLF)

Palestinian Islamic Jihad (PI1J)

Popular Front for the Liberation of Palestine (PFLF)
PFLP-General Command (PFLP-GC)

al-QaTida
Real IRA

Revolutionary Armed Forces of Colombia (FARC)
Revolutionary Nuclei (formerly ELA)

Revolutionary Organization 17 November

Revolutionary PeopleTs Liberation Party/Front (DHKP/C)
Salafist Group for Call and Combat (GSPC)

Shining Path (Sendero Luminoso, SL)

Tanzim Qa'idat al-Jihad fi Bilad al-Rafidayn (QJBR) (al-Qaida in Iraq) (formerly Jama'at al-Tawhid wa'al-Jihad, JTJ, al-Zargawi Network)
United Self-Defense Forces of Colombia (AUC)

“New” vs. “Old” Terrorism: Some arguments
Sources: Martha Crenshaw, Jerald Post

New Terrorism

Old Terrorism

Ambiguous goals on the
systemic level; destruction for

Comprehensible, specific, and
often tied to territory — thus making

Goals its own sake (i.e., the means the grievance more susceptible to
are the ends). negotiation.
Groups seek to kill as many Means were limited according to
Means people as possible. Killings are | specific goals.
random.
The new terrorists are The old terrorists were centralized,
decentralized and networked, top-down professional
Structure are inspiration-driven, and often | organizations that were often state

include amateurs.

sponsored.

An overall evaluation: the “new terrorism” is new not in kind, but in degree.
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MAD: Mutual Assured Destruction (Class video).

During the Cold War, the armed forces of both the United States and U.S.S.R. were in a state of constant vigilance. War, if it came,
would soon go "nuclear.” Ballistic Missile Early Warning System radars were in operation in Alaska, Greenland and England. America,
still remembering the surprise attack at Pearl Harbor, did not want to be surprised again.

In 1961, John F. Kennedy became the new American president. He inherited the doctrine of "massive retaliation" to any Soviet attack.
Massive retaliation had been conceived at a time of clear U.S. nuclear superiority. But now, the Russians were trying to catch up.

Soviet leader Nikita Khrushchev wanted to remind the West of his nation's power. On October 30, 1961, he broke a moratorium on
nuclear testing. A Russian bomber dropped the largest bomb the world had ever seen. Its explosion was the equivalent of more than 50
million tons of TNT, more than all the explosives used in World War Il. It was so powerful that people 50 miles from ground zero were
blown off their feet.

President Kennedy, angered by the new Soviet tests, announced that the United States would proceed in its development of nuclear
weapons. But public opinion in the West was turning against the nuclear arms buildup. In Europe, the Campaign for Nuclear
Disarmament and other "ban the bomb" groups began to emerge. Kennedy and his defense secretary, Robert McNamara, meanwhile,
were having second thoughts about the strategy of massive retaliation -- now it meant the United States would be initiating the use of
nuclear weapons against an equally equipped Soviet Union.

McNamara presented U.S. military planners with an appealing alternative: No Cities/Counterforce. Soviet cities were no longer to be
targeted, only Soviet military forces. But the new strategy was dismissed by the Soviets as self-deluding.

In October 1962, the Cuban Missile Crisis brought the world to the brink of nuclear war. For nearly two weeks, Moscow and Washington
were involved in a tense contest of wills over the presence of Soviet missiles in Cuba. Khrushchev, confronted by Kennedy's nuclear
superiority, backed down -- ending the crisis. But both sides were shocked at how close they had come to nuclear war. They set up a
"hot line," a direct communications link between the Soviet and U.S. capitals.

Several months later, the Soviet Union, United States and Britain agreed to a Limited Test Ban Treaty, ending atmospheric tests.
Nuclear testing would continue, but underground. The race to increase stockpiles continued as well, as the Kremlin -- smarting from the
Cuban crisis -- vowed never again to confront America from a position of weakness.

A grim logic was beginning to emerge. Nuclear disarmament was not achievable, yet nuclear war was unthinkable. The White House
became convinced that the strategy of MAD, mutual assured destruction, was the only deterrent to nuclear conflict.

For MAD to succeed, each side needed to be able to retaliate, even after it had suffered a surprise attack. Submarines now played a
crucial role -- as mobile launch platforms for nuclear missiles. Both sides practiced civil defense against nuclear attack, but it was
generally believed that it was impossible to defend against nuclear weapons.

Even short of total war, nuclear deterrence carried its own dangers. In 1966 over the coast of Spain, a U.S. bomber collided in mid-air
with a tanker aircraft. As the planes crashed, four hydrogen bombs were scattered over the coast. Three hit the ground and were
recovered. One fell into the sea and was lost for 80 days. Such "Broken Arrow" incidents were growing, as both sides increased their
nuclear arsenals.

The Soviet military was unconvinced by the MAD theory. They worked to develop anti-ballistic missiles -- ABMs -- that could destroy
U.S. missiles in flight. The introduction of ABMs destabilized the concept of MAD. Tensions in the Middle East, brought on by the 1967
Six Day War, prompted U.S. President Johnson and Soviet Premier Kosygin to meet for a summit. The issue of ABMs was high on their
agenda.

U.S. scientists, meanwhile, prepared a counter-measure: Multiple Independently Targeted Re-Entry Vehicles -- MIRVs for short. One
single missile could now carry 10 separate warheads, each capable of destroying a city.

By 1969, the superpowers were, between them, spending more than $50 million a day on nuclear armaments. It was a burden both
sides found intolerable, and it led to negotiations known as SALT, the Strategic Arms Limitation Talks. SALT dragged on until 1972,

when U.S. President Nixon went to Moscow to sign the arms agreements with Soviet Premier Brezhnev. ABMs had now been
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discredited, but the two sides could not come to a lasting agreement on offensive nuclear weapons. Preparations for global annihilation

continued.

Class film: Algerian War for Independence (1954-1962)

In the early morning hours of All Saints' Day, November 1, 1954, guerrillas of the National Liberation Front (Front de
Libération Nationale -- FLN) launched attacks in various parts of Algeria against military installations, police posts,
warehouses, communications facilities, and public utilities. From Cairo, the FLN broadcast a proclamation calling on
Muslims in Algeria to join in a national struggle for the "restoration of the Algerian state, sovereign, democratic, and social,
within the framework of the principles of Islam."” The French minister of interior, socialist Frangois Mitterrand, responded
sharply that "the only possible negotiation is war." It was the reaction of Premier Pierre Mendés-France that set the tone
of French policy for the next five years. On November 12, he declared in the National Assembly: "One does not
compromise when it comes to defending the internal peace of the nation, the unity and integrity of the Republic. The
Algerian departments are part of the French Republic. They have been French for a long time, and they are irrevocably
French... Between them and metropolitan France there can be no conceivable secession.”

As the FLN campaign spread through the countryside, many European farmers in the interior sold their holdings and
sought refuge in Algiers, where their cry for sterner countermeasures swelled. Colon vigilante units, whose unauthorized
activities were conducted with the passive cooperation of police authorities, carried out ratonnades (literally, rat-hunts;
synonymous with Arab-killings) against suspected FLN members of the Muslim community. The colons demanded the
proclamation of a state of emergency, the proscription of all groups advocating separation from France, and the imposition
of capital punishment for politically motivated crimes.

An important watershed in the War of Independence was the massacre of civilians by the FLN near the town of
Philippeville in August 1955. Before this operation, FLN policy was to attack only military and government-related targets.
The wilaya commander for the Constantine region, however, decided a drastic escalation was needed. The killing by the
FLN and its supporters of 123 people, including old women and babies, shocked Jacques Soustelle, the French governor
general, into calling for more repressive measures against the rebels. The government claimed it killed 1,273 guerrillas in
retaliation; according to the FLN, 12,000 Muslims perished in an orgy of bloodletting by the armed forces and police, as
well as colon gangs. After Philippeville, all-out war began in Algeria.

By 1956 France had committed more than 400,000 troops to Algeria. Although the elite airborne units and the Foreign
Legion received particular notoriety, approximately 170,000 of the regular French army troops in Algeria were Muslim
Algerians, most of them volunteers. France also sent air force and naval units to the Algerian theater.

During 1956 and 1957, the National Liberation Army (Armée de Libération Nationale--ALN), the FLN's military arm,
successfully applied hit-and- run tactics according to the classic canons of guerrilla warfare. Specializing in ambushes and
night raids and avoiding direct contact with superior French firepower, the internal forces targeted army patrols, military
encampments, police posts, and colon farms, mines, and factories, as well as transportation and communications
facilities. Once an engagement was broken off, the guerrillas merged with the population in the countryside. Kidnapping
was commonplace, as were the ritual murder and mutilation of captured French military, colons of both genders and every
age, suspected collaborators, and traitors. At first, the revolutionary forces targeted only Muslim officials of the colonial
regime; later, they coerced or killed even those civilians who simply refused to support them.

Although successful in engendering an atmosphere of fear and uncertainty within both communities in Algeria, the
revolutionaries' coercive tactics suggested that they had not as yet inspired the bulk of the Muslim people to revolt against
French colonial rule. Gradually, however, the FLN/ALN gained control in certain sectors of the Aures, the Kabylie, and
other mountainous areas around Constantine and south of Algiers and Oran. In these places, the ALN established a
simple but effective -- although frequently temporary -- military administration that was able to collect taxes and food and
to recruit manpower. But it was never able to hold large fixed positions. Muslims all over the country also initiated
underground social, judicial, and civil organizations, gradually building their own state.
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Late in 1957, General Raoul Salan, commanding the French army in Algeria, instituted a system of quadrillage, dividing
the country into sectors, each permanently garrisoned by troops responsible for suppressing rebel operations in their
assigned territory. Salan's methods sharply reduced the instances of FLN terrorism but tied down a large number of
troops in static defense. Salan also constructed a heavily patrolled system of barriers to limit infiltration from Tunisia and
Morocco.

At the same time, the French military ruthlessly applied the principle of collective responsibility to villages suspected of
sheltering, supplying, or in any way cooperating with the guerrillas. Villages that could not be reached by mobile units
were subject to aerial bombardment. The French also initiated a program of concentrating large segments of the rural
population, including whole villages, in camps under military supervision to prevent them from aiding the rebels -- or,
according to the official explanation, to protect them from FLN extortion. In the three years (1957-60) during which the
regroupement program was followed, more than 2 million Algerians were removed from their villages, mostly in the
mountainous areas, and resettled in the plains, where many found it impossible to reestablish their accustomed economic
or social situations. Living conditions in the camps were poor.

In France, the feeling was widespread that another debacle like that of Indochina was in the offing and that the
government would order another precipitate pullout and sacrifice French honor to political expediency. Many saw in
Charles de Gaulle the only public figure capable of rallying the nation and giving direction to the French government.
Europeans as well as many Muslims greeted de Gaulle's return to power, in June 1958, as the breakthrough needed to
end the hostilities. De Gaulle's political initiatives threatened the FLN with the prospect of losing the support of the growing
numbers of Muslims who were tired of the war and had never been more than lukewarm in their commitment to a totally
independent Algeria.

Meanwhile, the French army shifted its tactics at the end of 1958 from dependence on quadrillage to the use of mobile
forces deployed on massive search-and-destroy missions against ALN strongholds. Within the next year, Salan's
successor, General Maurice Challe, appeared to have suppressed major rebel resistance. In 1958-59 the French army
had won military control in Algeria and was the closest it would be to victory. But political developments had already
overtaken the French army's successes.

During 1958-59, opposition to the conflict was growing among many segments of French society. International pressure
was also building on France to grant Algeria independence. In September 1959, de Gaulle dramatically reversed his stand
on Algeria and uttered the words "self-determination” in a speech. Claiming that de Gaulle had betrayed them, the colons,
with backing by elements of the French army, staged insurrections in January 1960 and April 1961. De Gaulle was now
prepared to abandon the colons, the group that no previous French government could have written off.

Talks with the FLN reopened at Evian in May 1961; after several false starts, the French government decreed that a
cease-fire would take effect on March 19, 1962. In their final form, the Evian Accords allowed the colons equal legal
protection with Algerians over a three year period. These rights included respect for property, participation in public affairs,
and a full range of civil and cultural rights. At the end of that period, however, Europeans would be obliged to become
Algerian citizens or be classified as aliens with the attendant loss of rights. The French electorate approved the Evian
Accords by an overwhelming 91 percent vote in a referendum held in June 1962.

On July 1, 1962, some 6 million of a total Algerian electorate of 6.5 million cast their ballots in the referendum on
independence. The vote was nearly unanimous. De Gaulle pronounced Algeria an independent country on July 3. The
Provisional Executive, however, proclaimed July 5, the 132nd anniversary of the French entry into Algeria, as the day of
national independence.

The FLN estimated in 1962 that nearly eight years of revolution had cost 300,000 dead from war-related causes. Algerian
sources later put the figure at approximately 1.5 million dead, while French officials estimated it at 350,000. The actual
figure of war dead may be far higher than the original FLN and official French estimates, even if it does not reach the 1
million adopted by the Algerian government. Uncounted thousands of Muslim civilians lost their lives in French army
ratissages, bombing raids, and vigilante reprisals. The war uprooted more than 2 million Algerians, who were forced to
relocate in French concentration camps or to flee to Morocco, Tunisia, and into the Algerian hinterland, where many
thousands died of starvation, disease, and exposure. Additional pro-French Muslims were killed when the FLN settled
accounts after independence.
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Read about the establishment of the Irgun (class film):

http://www.jewishvirtuallibrary.org/jsource/History/irgunl.html

Read about the Mau-Mau (class film)

http://www.unexplainedstuff.com/Secret-Societies/The-Mau-Mau.html

Featured Articles

The Myth of Grass-Roots Terrorism
Why Osama bin Laden Still Matters
By Bruce Hoffman

From Foreign Affairs , May/June 2008

Leaderless Jihad: Terror Networks in the Twenty-first Century . Marc Sageman . University of Pennsylvania
Press, 2008 , 208 $24.95

Summary: Marc Sageman claims that al Qaeda's leadership is finished and today's terrorist threat comes
primarily from below. But the terrorist elites are alive and well, and ignoring the threat they pose will have
disastrous consequences.

BRUCE HOFFMAN is a Professor at Georgetown University's School of Foreign Service and a Senior Fellow
at the U.S. Military Academy's Combating Terrorism Center at West Point. He is the author of Inside
Terrorism.

Since Rudy Giuliani's early exit from the Republican presidential primary, the issue of terrorism has barely been
mentioned by any of the candidates in either party. Given its absence from this year's U.S. presidential
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campaign, it is easy to forget how prominent a role terrorism played in 2004. Many observers believe that
Osama bin Laden's dramatically choreographed videotaped appearance on October 29, 2004, may have tipped
the vote in President George W. Bush's favor by reminding Americans of the horrors of 9/11 and instilling a
fear of future attacks. And although terrorism has largely been ignored as a campaign issue thus far, bin Laden
and al Qaeda may deliberately raise its visibility once again.

The publication of Leaderless Jihad is therefore timely. Its author, Marc Sageman, brings unique credentials to
the study of terrorism. European-born but American-educated, Sageman holds a doctorate in political sociology
and is a practicing psychiatrist. He served in the U.S. Navy as a flight surgeon before joining the CIA in 1984.
During the late 1980s, Sageman was based in Islamabad and worked closely with the Afghan mujahideen forces
that were fighting the Soviets.

Sageman'’s first book, Understanding Terror Networks, was an important work that received little public
attention when it was published four years ago. It provocatively challenged the conventional wisdom that
victory in the war on terrorism would be achieved by killing and capturing bin Laden, his main ideologue,
Ayman al-Zawahiri, and the rest of al Qaeda's leadership. According to Sageman, al Qaeda was not an
organization to be systematically destroyed but a social network that had to be disrupted. The only effective
defense against Salafi terrorists, he claimed, was a thorough understanding of the web of relationships that
sustained them -- something that was sorely lacking in both the government and academe at the time.

Sageman continues this line of argument in Leaderless Jihad. The gravest threat facing the United States and the
West today, he maintains, is not a revived al Qaeda straddling the lawless border between Afghanistan and
Pakistan. Rather, he contends, the true menace comes from loose-knit cells of Western-born Muslims or Muslim
immigrants studying and working in the West. These disaffected "bunches of guys" are often friends,
roommates, or classmates who undergo the process of radicalization together.

Although these informal local terrorist groups are certainly a critical part of the global terrorist network,
Leaderless Jihad's salient weakness is its insistence that this dimension represents the entire threat facing the
United States today. This shortcoming can largely be explained by Sageman's brusque dismissal of much of the
existing academic literature on terrorism in general and terrorist networks in particular.

THE CENTER HOLDS

Sageman's impressive resumé cannot overcome his fundamental misreading of the al Qaeda threat, which is at
the heart of his book. He contends: "The present threat has evolved from a structured group of al Qaeda
masterminds, controlling vast resources and issuing commands, to a multitude of informal local groups trying to
emulate their predecessors by conceiving and executing operations from the bottom up. These 'homegrown’
wannabes form a scattered global network, a leaderless jihad." According to Sageman, al Qaeda has ceased to
exist as either an organizational or an operational entity and is therefore irrelevant to U.S. security concerns.
Sageman believes that "al Qaeda Central has receded in importance" and goes so far as to assert that it has been
"neutralized operationally.” Instead, the principal terrorist threat today, Sageman claims, comes from diffuse
low-level groups.

But this view flies in the face of the two most recent authoritative analyses of terrorist threats to the United
States: the July 2007 National Intelligence Estimate and the annual threat assessment presented by the director
of national intelligence, Mike McConnell, to the Senate Select Committee on Intelligence this past February.
The publicly released portion of the 2007 NIE, for example, stated unambiguously that al Qaeda "is and will
remain the most serious threat to the Homeland, as its central leadership continues to plan high-impact plots,
while pushing others in extremist Sunni communities to mimic its efforts and to supplement its capabilities.”
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This was also the unambiguous conclusion offered by the former CIA and National Security Council official
Bruce Riedel in these pages a year ago (Al Qaeda Strikes Back," May/June 2007). The unmistakable message
is that al Qaeda is a remarkably agile and flexible organization that exercises both top-down and bottom-up
planning and operational capabilities. It is not exclusively focused on the grass-roots dimension that is
Leaderless Jihad's sole preoccupation. The NIE further stated, "We assess the group has protected or
regenerated key elements of its Homeland attack capability, including: a safehaven in the Pakistan Federally
Administered Tribal Areas (FATA), operational lieutenants, and its top leadership." These findings are
dismissed by Sageman as "alarmist" without any further analytic explanation or empirical justification
whatsoever.

McConnell's recent testimony both expanded on and amplified the NIE's basic conclusion that al Qaeda is alive
and well and plotting high-profile terrorist attacks much as it did before 9/11. "Al Qaeda and its terrorist
affiliates continue to pose significant threats to the United States at home and abroad, and al Qaeda's central
leadership based in the border area of Pakistan is its most dangerous component,” McConnell warned. He went
on to explain how al Qaeda continues to exercise top-down direction and guidance even though it "has lost
many of its senior operational planners over the years. . . . The group's adaptable decisionmaking process and
bench of skilled operatives have enabled it to identify effective replacements.” Finally, McConnell's observation
that members of al Qaeda in Irag have been dispatched "to establish cells in other countries” casts further doubt
on Sageman's claims regarding al Qaeda's bottom-up organizational structure.

These "alarmist™ assessments are not confined to the U.S. intelligence community. In a landmark public speech
in November 2006, Eliza Manningham-Buller, then the director general of the British Security Service, or MI5,
was unequivocal in her evaluation of the threat posed by a resurgent al Qaeda with still functioning command-
and-control capabilities. "We are aware of numerous plots to kill people and to damage our economy,"
Manningham-Buller stated. "What do | mean by numerous? Five? Ten? No, nearer 30 that we currently know
of," she continued. "These plots often have links back to al Qaeda in Pakistan, and through those links al Qaeda
gives guidance and training to its largely British foot soldiers here on an extensive and growing scale.”

Sageman also employs historically groundless parallels in order to bolster his case that today's terrorist threat is
an exclusively bottom-up phenomenon. The Irish Republican Army did not, as Leaderless Jihad maintains,
begin "in a pub in Boston" and cross "the ocean to Ireland during World War 1." The IRA was the product of a
series of underground associations that were formed in Ireland in the eighteenth century, migrated to the United
States in the middle of the following century, and then gave rise to the terrorist campaigns of various successive
organizations, such as the Irish Revolutionary Brotherhood, the Irish Republican Brotherhood, the Fenian
Brotherhood, and Clan na Gael. Even more egregiously inaccurate is Sageman's claim that the anarchist
movement was responsible for starting World War 1. While Sageman is correct that "the murder of the
Archduke Franz Ferdinand triggered World War 1," his assertion that the "anarchists carried out these Killings
even though there was no central organization to coordinate their actions™ is ludicrous. Those more familiar
with either the history of terrorism or the origins of World War | will know that the assassin, Gavrilo Princip,
was neither an anarchist nor one of a "bunch of guys" who had serendipitously gravitated toward one another
and decided to commit a terrorist act. Rather, he was a dedicated member of the militantly anti-Hapsburg
organization Young Bosnia, which was in turn connected to the infamous clandestine Serbian organization the
Black Hand, which itself received aid and training from the intelligence department of the Serbian army's
general staff.

MADNESS TO THE METHOD

Sageman's historical ignorance is surpassed only by his cursory treatment of social networking theory, which
forms the foundation of the scientific methodology he claims to employ. Leaderless Jihad's first chapter, titled
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"How to Study Terrorism in the Twenty-first Century,"” takes exception to much of the literature on terrorism,
which, in Sageman's opinion, is unscientific, relies too much on narrowly explanatory case studies and profiles
of leading terrorist figures, is too heavily dependent on information gleaned from government sources, and
amounts to "nothing more than arguments made for the sake of scoring political points."

Such criticism of the field is neither new nor unjustified. Thirty years ago, the world's preeminent authority on
military strategy, Michael Howard, complained that the field of terrorism studies had "been responsible for
more incompetent and unnecessary books than any other outside . . . of sociology. It attracts phoneys and
amateurs as a candle attracts moths." But Sageman's own critique of the contemporary literature appears sniping
and petulant. It would seem less so if Sageman had provided specific examples and citations of the studies that
he believes have contributed so little to the understanding of terrorism, explained exactly why they are so
wanting, and demonstrated how his approach is superior.

Indeed, Sageman'’s analysis would have been clearer and more scientifically rigorous had he employed essential
and basic tools of social science research and built on the core theories of social and terrorist networks,
including the pathbreaking work of Stephen Borgatti, Kathleen Carley, David Krackhardt, and Jeffrey Reminga
on covert social networks; Aparna Basu, Valdis Krebs, Ami Pedahzur, and Arie Perliger on the structural and
sociological characteristics of terrorist social networks; and David Jones, Shaul Mishal, and Michael Smith on
how terrorist networks operate. No references to any of these authors of standard studies are found in Leaderless
Jihad's citations.

Instead, the reader is told that "until recently, a large part of the literature on terrorism concentrated on
definitions of terrorism™ -- with the citation justifying this fatuous assertion referencing a book published in
1984. What little explanation follows briefly describes how trial transcripts and media accounts are the most
reliable sources for terrorism research. According to Sageman, academic publications are the least useful
because "most academic experts on terrorism are experts in other fields who do not follow the literature on
terrorism closely and therefore pick selectively only those facts that support their arguments."

Leaderless Jihad employs a methodology that the author calls "middle-range analysis." This approach claims to
examine "the terrorists themselves, fully embedded in their environment"; it does this "from the bottom up to
see exactly what is happening on the ground in the hope of explaining the larger phenomenon of terrorism."
Given that Sageman was trained as a psychiatrist, it is not surprising that he favors analyzing terrorism from an
individual perspective rather than taking an organizational or collective approach. But the benefits of bottom-up
versus top-down approaches to the study of terrorism have been debated by scholars for years. Indeed, one of
the finest books in the field focuses on precisely this question. Origins of Terrorism: Psychologies, ldeologies,
Theologies, States of Mind, edited by Walter Reich (a psychiatrist, too) and published nearly 20 years ago, is
still in print, yet it is conspicuously absent from Sageman's bibliography.

Leaderless Jihad founders precisely on what Sageman claims are its strengths: the empirical data on which his
analysis is based and his technique of examining terrorism as a social movement. For a book that extols
scientific methods and the importance of facts, Leaderless Jihad has a surprisingly curt discussion of
methodology and only a brief elucidation of the data to be tested. Sageman claims that he began building a
database from information about the 19 terrorists who carried out the 9/11 attacks. That grew to contain a
sample of 172 jihadists, on which his previous book was based, and then to contain the more than 500 profiles
from which this work is derived. Of this database, however, Sageman says only that it contains "information on
people and their relationships with other terrorists, nonterrorists, ideas, and the social, political, economic,
cultural, and technological context.” He goes on to argue that a good database “should trace the evolution of
these relationships to see how they form, intensify, and fade so as to describe them over time.” From a social
science perspective, however, these types of unidentified or vaguely identified data sources and unclear
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collection procedures pose serious problems. Furthermore, Sageman does not explain how his collection of data
conforms to the scientific standards of academic inquiry that he finds so lacking in the work of most terrorism
scholars.

AL QAEDA'S LONG TAIL

Sageman's one-size-fits-all claim that jihadists are "essentially romantic men and women chasing a dream™ and
his sweeping assertion that “there are no [al Qaeda] sleeper cells in the United States" are devoid of evidence.
Likewise, his belief that key Pakistani jihadist organizations are solely "focused on liberating Kashmir from
India" and not bent on imposing harsh theocratic rule on Pakistan -- or on crushing democracy and fighting
NATO forces in Afghanistan -- is fundamentally misguided.

Sageman fails to see that the current threat is not only the product of radicalization but also the realization of
strategic organizational decisions al Qaeda made at least a decade ago. As far back as 1999, British authorities
knew of al Qaeda'’s long-standing campaign of subversion among Muslims in the United Kingdom. At the time,
they believed that some 3,000 British Muslims had already left and returned to the country after receiving
terrorist training at al Qaeda camps in Afghanistan, Pakistan, Yemen, and elsewhere. Just as the former MI5
head described, al Qaeda members had succeeded in embedding themselves in the United Kingdom's Muslim
community and drawing support from receptive elements in their new neighborhoods. Al Qaeda could thus
identify, indoctrinate, and exploit new recruits who had not previously come under the scrutiny of local or
national law enforcement agencies. In other words, much of the terrorist threat in the United Kingdom today
stems from deliberate, long-standing subversion by al Qaeda -- a fact that Sageman's book completely
dismisses.

Al Qaeda is much like a shark, which must keep moving forward, no matter how slowly or incrementally, or
die. Al Qaeda must constantly adapt and adjust to its enemies’ efforts to stymie its plans while simultaneously
identifying new targets. The group's capacity to survive is also a direct reflection of both its resilience and the
continued resonance of its ideology.

Defeating al Qaeda will require analysis grounded in sound empirical judgment and not blinded by provocative
theories, seductive methodologies, or wishful thinking. Moreover, the United States and its allies must refocus
their attention on Afghanistan and Pakistan, where al Qaeda began to collapse after 9/11 but has now regrouped.
And they must recognize that al Qaeda cannot be defeated by military means alone. Success will require a dual
strategy of systematically destroying and weakening enemy capabilities -- that is, continuing to kill or capture
senior al Qaeda leaders -- and breaking the cycle of terrorist recruitment among Sageman's radicalized "bunches
of guys." Only by destroying the organization's leadership and disrupting the continued resonance of its radical
message can the United States and its allies defeat al Qaeda.
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In one of the great ironies of history, Africa may well emerge from the current global recession as the
only region in the world that remains committed to global capitalism. While the tired industrialized
nations of the West are nationalizing their banks and engaging in various forms of protectionism,
Africa remains open for business -- promoting trade, foreign direct investment, and domestic
entrepreneurship. Analysts in the industrialized countries are concerned that foreign aid flows to
Africa might drop because of the recession, but Africans themselves are much more worried about
rising barriers to their exports and diminishing private investment from abroad, which could impede

the continuation of the impressive economic progress the continent has made over the past decade.

It is still a well-kept secret that the African continent has been in the midst of a profound economic
transformation. Since 2004, economic growth has boomed at an average level of six percent
annually, on par with Latin America. This rate will undoubtedly decline as a result of the global
financial crisis, but the International Monetary Fund still projects growth of around 1.5 percent for this
year and four percent for 2010 throughout Africa -- a relatively healthy figure by today's depressing
standards. International trade now accounts for nearly 60 percent of Africa's GDP (far above the level
for Latin America), and foreign direct investment in Africa has more than doubled since 1998, to over
$15 billion per year. Overall, private-sector investment constitutes more than 20 percent of GDP.
Furthermore, since 1990, the number of countries with stock markets in sub-Saharan Africa has
tripled and the capitalization of those exchanges has risen from virtually nothing to $245 billion (that
is, outside of South Africa, which has long had an active stock exchange). These "frontier" markets
have, until recently, given investors huge returns compared to those found in other emerging

economies.

But these positive trends may not last. Bad governments in Africa -- often tribal in their orientation,
with Kenya being a notable example -- have long rewarded insiders and engaged in widespread
corruption and often even the outright theft of national resources. In such regimes, military officials
and dictators have generally monopolized economic activity, providing few, if any, incentives for
legitimate entrepreneurs to do business. It comes as no surprise that under these circumstances

Africa suffered from low growth rates and high levels of poverty.

Far-reaching political changes since 1990, however, have played a crucial role in Africa’s capitalist
revolution. With the tragic exception of Zimbabwe, one finds widespread progress alongside the

economic transformation. In January 2009, Ghana held a crucial presidential election that led to its
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second peaceful transfer of power in a decade, an event that was widely celebrated across the
continent. Even where democracy remains fragile, as in Kenya, leaders understand that the old
patrimonial ways of doing business are becoming increasingly costly to maintain. Anticorruption
commissions of varying degrees of effectiveness are springing up in a growing number of countries,
with Cameroon being one example. Citizens are also demanding more competent leaders who are
capable of governing modern societies integrated into a global economy. For example, after being
democratically elected in 2006, the president of Benin, Thomas Yayi Boni, emphasized that his
cabinet would consist of "technocrats," recruited from universities and development banks. And in

Liberia, a former World Bank official, Ellen Johnson-Sirleaf, became president in 2006.

But given the continent's many chronic problems, these changes are not necessarily durable, and
they could easily be reversed by the current crisis and rising protectionism in the West. If Africa does
not do more to encourage entrepreneurship, and if the current great recession leads to a significant
reduction in foreign capital flows and higher trade barriers in the United States and western Europe,

then the region's nascent capitalist revolution could meet an untimely demise.

THE TWILIGHT OF AFRO-PESSIMISM

During the 1990s, just as Africa was laying the groundwork for its current growth spurt, many Western
experts and policymakers were busy writing off the continent's future. But the generalized failure to
predict Africa's capitalist revolution should come as no surprise. The end of the Cold War meant that
Africa was no longer a focal point for the U.S.-Soviet struggle, and the continent lost the strategic
significance it had once enjoyed. Oil prices were low, and the region's economies seemed hopeless.
They were commodity- and aid-dependent at a time when the revenue streams from each of these
sources were falling, and they were mired in billions of dollars of debt to Western governments and
banks. To the extent that anyone cared about Africa, it was the foreign aid community. Donors and
humanitarian organizations -- driven in part by a desire to ensure continued flows of foreign aid --
painted a relentlessly bleak picture of a region beset by hunger, disease, violent civil conflict, huge

debt burdens, and corrupt and dysfunctional governments.

Yet behind this facade, Adtirring.cAghbonse, Adricaovascurbanizing@mdt e n t
democratizing, and internationally, the continent was opening up to global trade, forcing its
economies to become more competitive. Together, these changes provided the background

conditions for the region's capitalist revolution.
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Urbanization is one trend that development economists seem to ignore when making their forecasts.
That is striking, because more than 30 percent of all Africans now live in cities -- up from 15 percent
in 1965 -- a number that should rise to over 50 percent of the population in the next 20 or 30 years (a
percentage comparable to that in Asia, a region that most people think of as exceptionally urbanized).
The shift from rural to urban life is crucial for galvanizing economic development because cities bring
people with goods and ideas together with those who have capital. This interaction is the foundation
of a market economy. But the pathway to the market requires an additional step beyond mere
networking. Trading also requires something that is incredibly risky: engaging in exchanges with
people who are not family members or personal friends. In markets, people agree to trade with those

they do not know, and that requires a major act of faith.

In Africa, one great virtue of urbanization is that it has forced members of different tribes to interact on
a regular basis in ways that remain unusual in more rural settings. These continuous interactions,
whether in small shops, on buses, in dwellings, or in the workplace, are absolutely crucial to the
development of market economies and democratic institutions, because they help break down
patrimonial exchange relationships, in which local chiefs basically run a command economy. As
economies become more complex due to urbanization, new skills, such as finance, become valuable;

possession of these skills becomes more important than ethnicity when it comes to survival.

These urban areas are also great centers of economic activity, and their citizens naturally seek to
stay informed about what is going on around them. Cell phones and the Internet have made the
outside world increasingly accessible to Africans, with far-reaching consequences for economic and
political life. Since 2000, growth in cell-phone usage has been greater in Africa than in any other
region of the world: it has increased tenfold, to about 80 million subscribers. Internet growth has been
even more impressive: the number of people with Internet access has quadrupled since 2000. Still,
only a small fraction of the African population today has access to cell phones or the Internet. But this
"digital divide" is closing fast, and the economic effects in terms of greater opportunity are already
being felt by every would-be or already established entrepreneur. The World Bank has shown, for
example, how cell phones have helped farmers gain quicker access to market prices, enabling them

to sell their crops for a greater profit.

Enhanced communication between Africa and the world at large has had implications for

governments as well. For much of the postcolonial era, dictatorial African governments implemented
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extremely severe protectionist trade and investment policies, a practice that was aided and abetted
by protectionism in the industrialized world. The African business class was deprived of cutting-edge
technology at home and denied access to foreign capital and markets overseas. As a result, the
continent was shaken by numerous economic crises during the 1980s. In recent years, however,
Africa has been able to reap many of globalization's commercial benefits without paying all the
financial costs, because its banking sector has been relatively sheltered from international financial
markets. Of course, as the continent becomes more enmeshed in the world economy, it will be less

able to isolate itself from future financial shocks.

Throughout the 1990s, as Africa urbanized and adopted modern communications technology, the
costs associated with those old policies became increasingly apparent. African entrepreneurs -- and
there were a few scattered about -- came to understand that they simply could not build businesses in
the small and primitive markets in their own countries; as Adam Smith taught, sustained growth
requires the expansion of the market. During the 1990s, "openness" became a watchword for this
small entrepreneurial class: it meant the liberalization and privatization of domestic activities once

firmly controlled by governments, along with globalization of the marketplace.

Openness also meant political change, however; in particular, it forced governments to take a fresh
look at democratization. Very few people today would opt to live in Zimbabwe over Ghana. Indeed,
most Africans who still live in authoritarian countries probably hope for a democratic future, even if its
realization may be decades away. Because African societies are generally divided along tribal lines
and the dominant tribe tends to monopolize resource wealth, pluralism in African politics -- along with
a system of effective checks and balances -- is essential to sustained growth. In contrast to the
countries of East Asia, which have done reasonably well under authoritarian regimes, Africa has
generally done poorly, and its unelected rulers now have little credibility left with the majority of the
people of their countries. This is because Africa's autocrats are for the most part tribal leaders
concerned only with bettering the lives of their kin. The recent election in Ghana, marking one of the
very few times in African history in which a peaceful transition of power has taken place, may
someday be regarded as the decisive turning point when democracy finally took unshakable root in
that country. To be sure, Africa has seen many false dawns when it comes to political reform, but the
pressures -- both domestic and international -- in support of greater democracy are rising.
Domestically, political parties are growing stronger, and internationally, numerous foreign aid

programs have included funds for democracy building. Additional sources of change from outside the
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continent have come as a result of greater openness to the world economy. Therefore, Africans are

looking at the Western world's response to the financial crisis with a high degree of anxiety.

GLOBALIZING AFRICA

Foreign interest in Africa has been growing. Thanks to the world's portfolio investors, the
capitalization of African stock markets jumped to 60 percent of GDP in 2007, up from just 20 percent
two years earlier. Foreign direct investment has also risen and now accounts for nearly five percent of
sub-Saharan Africa's GDP.

There are several reasons why foreigners have invested in Africa. First, African banks are among the
healthier financial companies anywhere in the world, having been relatively shielded from the toxic
assets that are now laying waste to U.S. and European financial institutions. (Capital-to-asset ratios,
for example, are currently far higher for African than for American banks.) As African savings rates
increase and as investment opportunities there expand, these banks will play a much larger role in
local economies than they have in the past. Second, robust economic growth and a rise in domestic
investment -- which means the existence of more major banks and corporations -- have presented
foreign investors with more serious opportunities there than ever before. Third, the rise of a true
African business class, comprised of executives who are often Western-trained, has given foreign
investors more confidence in local management. Fourth, many African countries have made
tremendous progress with respect to macroeconomic stabilization; in fact, thanks to independent
central banks increasingly led by technocrats, the continent has compiled an enviable record on
controlling inflation (with Zimbabwe being an awful outlier), one that puts Latin America to shame.
Finally, investors have been encouraged by democratization across the continent and the increasing

emphasis on good governance.

Foreign investors were not always welcome in Africa. Following independence from the colonial
powers, African countries, with their newly established governments, often undertook autarkic
industrial policies, for both ideological and economic reasons. Nationalists blamed foreign investors
for many of the region's ills, and government bureaucrats did not like to see dividends flowing out of

their cash-poor nations.

For their part, because Africa was widely viewed as a politically unstable and generally unhealthy

place to do business, foreigners adopted an exploitative view of the continent. Expatriate managers of
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foreign mining and oil companies -- the largest private investors by far -- sought to extract as many
resources from the ground as they could in the shortest period of time possible. As a consequence,
they never bothered to invest in Africa’'s long-term development and instead left gaping craters in the

countryside or waste dumps as lingering reminders of their operations.

International criticism of such neocolonial behavior has helped change the attitudes of Western
investors, but African consumer spending and public opinion are probably playing an even more
important role. As Africa enjoys solid growth and an indigenous middle class begins to emerge in a
growing number of African countries, African consumers are beginning to demand that foreign
investment be made to serve broad development objectives, rather than simply pillage their wealth.
Noting these demands, many Western companies have started to take a radically different approach
to this marketplace, hiring and promoting local managers rather than expatriates. Indeed, a frequently
heard criticism about China's investment in Africa -- which has for the most part been welcomed with

open arms by African governments -- is that it contributes little to training and employing locals.

Fortunately, some global corporations are striving to promote local development. For example,
SABMiller, one of the world's major breweries -- created by the merger of South African Breweries
and the Miller Brewing Company -- has discovered how to tap the local taste for homemade brews,
making them with cheap inputs, such as sorghum (instead of barley), while adapting modern
technology and promoting local economic development. By buying homegrown crops instead of
importing expensive barley, the company has helped stabilize local commodity prices and increase
the incomes of subsistence farmers. And so the result of brewing sorghum beer for domestic
consumption is more investment, more growth, and less poverty. Indeed, a recent study
commissioned by the company -- and carried out by this author -- found that for every single job in
SABMiller's breweries in Uganda (where it first produced the sorghum beer), the company supported
-- directly or indirectly -- over a hundred other jobs throughout the country, contributing not just to its

own bottom line but to Uganda's development as well.

Despite some progress, very few foreign investors have paid similar attention to their long-term
impact on development in Africa. Replicating the success of SABMiller is not impossible, but it would
require multinational firms to think about their presence in a self-conscious way and then, for
example, make more intensive use of local goods and services and promote exports, training, and job

growth. It is the private sector, both domestic and foreign, that is driving, and will continue to drive,
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the region's economy. Accordingly, most Africans would prefer higher levels of trade, investment, and
job creation to increased aid. (Still, as the Zambian economist Dambisa Moyo illustrates in her book,
Dead Aid, African governments are having a hard time freeing themselves of easy aid "handouts.")
The global economy has provided much of the money and technology that has fueled Africa's

capitalist revolution. Those flows remain absolutely vital to the region's continued progress.
PROTECTION FROM PROTECTIONISM

The future of Africa's development hinges on whether the continent will be able to complete its
capitalist revolution or the tidal wave of problems created by the global economic crisis will drown the
hopes of the region's entrepreneurs. A recent study by the Center for Global Development found that
Africa’s private sector was all too often impeded by poor infrastructure, small markets, and weak
governance. The study also found that ethnic fragmentation remains a divisive factor in economic and
political life throughout Africa. However, as mentioned above, Africa is experiencing a major trend
toward urbanization, which could help overcome this impediment to growth. But until its ethnic
divisions are surmounted, Africa is unlikely to see the rise in productivity that is the sine qua non of

income growth.

Despite some recent success stories, democracy also continues to struggle on the African continent.
Young democracies in Africa have had a higher failure rate than those in any other developing region,
with nearly 30 percent of all cases of democratization between 1960 and 2004 ending in collapse. On
a more hopeful note, however, Africa's successful democracies have become increasingly stable,
thanks in part to the foreign aid that has been targeted at strengthening nascent democratic
institutions. This aid has built up the capacity of judiciaries and parliaments and bolstered political

parties, universities, and a free press.

Even with strengthened democratic institutions, African countries may not be able to withstand the
economic pressure from abroad given Africa's growing dependence on foreign capital and trade.
Everywhere, countries are beginning to batten down the economic hatches, closing off their
economies to foreign trade through a variety of insidious policy measures. Protectionist policies that
currently prevent African farmers from exporting genetically modified crops to the European Union are
likely to harden in the months ahead as EU leaders attempt to appease their domestic agricultural

sector.
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Trade is critical to Africa's economic growth, because Africans' incomes cannot rise if their countries
are unable to export goods and services to richer regions. To be sure, African countries themselves
must do more to create free-trade zones and promote commerce with other developing nations. But
in the end, it is the wealthy consumers of Europe and North America whose buying power will lift
Africans out of poverty. For Europe and the United States, protectionism and reduced trade are
merely costly, at least for now; but for Africa, with its small domestic markets, they are potentially

deadly.

It is hard to imagine Barack Obama -- a U.S. president of Kenyan descent -- leveling such a cruel
blow against his ancestral homeland. Yet although the Obama administration was tireless in warning
of a domestic catastrophe if Congress did not pass an economic stimulus package and a bailout for
U.S. banks, it has been relatively silent when it comes to warning of the international catastrophe that
would accompany a renewed round of protectionist policies. The "Buy American" provision of the
stimulus package that President Obama signed into law -- which he has defended as being consistent
with the rules of the World Trade Organization -- exposes the absurdity of developed-world
governments that give with one hand by promoting economic development and take with the other by
practicing protectionism. Africans have already taken up the shovel to dig themselves out of a half-
century-old hole of poor economic management and bad governance. It is now up to the United

States and its European allies to help them complete the job.

Copyr i gh+00®by thé®@oancil on Foreign Relations, Inc.
All rights reserved.

The Dollar Dilemma

The World's Top Currency Faces Competition

September/October 2009

Barry Eichengreen

BARRY EICHENGREEN is George C. Pardee and Helen N. Pardee Professor of Economics and Political
Science at the University of California, Berkeley.

Legions of pundits have argued that the dollar's status as an international currency has been

damaged by the great credit crisis of 2007-9 -- and not a few have argued that the injury may prove
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fatal. The crisis certainly has not made the United States more attractive as a supplier of high-quality
financial assets. It would be no surprise if the dysfunctionality of U.S. financial markets diminished the
appetite of central banks for U.S. debt securities. A process of financial deglobalization has already
begun, and it will mean less foreign financing for the United States' budget and balance-of-payments
deficits. Meanwhile, the U.S. government will emit vast quantities of public debt for the foreseeable
future. Together, these trends in supply and demand are a recipe for a significantly weaker dollar.
And as central banks suffer capital losses on their outstanding dollar reserves, they will start

considering alternatives.

This is especially likely because these trends are superimposed on an ongoing shift toward a more
multipolar world. The growing importance of emerging markets has sharply reduced the United
States' economic dominance, weakening the logic for why the dollar should constitute the largest part

of central-bank reserves and be used to settle trade and financial transactions.

As emerging markets grow, they naturally accumulate foreign reserves as a form of self-insurance.
Central banks need the funds to intervene in the foreign exchange market so that they can prevent
shocks to trade and financial flows from causing uncomfortable currency fluctuations. This capacity
becomes more important as previously closed economies open up and when international markets
are volatile, as has been the case recently. It is only logical, in other words, for emerging markets to

accumulate reserves.

But in what form? There is a growing feeling among economists and government officials that any
system that uses a national currency, such as the dollar, as international reserves is seriously flawed.
In order to acquire dollar reserves, countries must run current account surpluses with the United
States. The U.S. government, for its part, finds it easy to finance its current account deficit: the foreign
central banks that buy its debt securities are a kind of captive market. Insofar as foreign central banks
are net buyers of U.S. debt securities -- that is, so long as demand is high -- U.S. interest rates are
lower than they would be otherwise. This allows the U.S. government and, indirectly, the household
and corporate sectors in the United States to assume more debt. And as has been shown at
considerable cost recently, excessively low interest rates and easy credit are conducive to asset

bubbles and, ultimately, financial instability.

These problems were not so pronounced while the U.S. economy was large relative to the world

economy and the additional demand for dollar reserves was modest. But over the last decade, neither
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condition has prevailed. The flow of foreign finance for the U.S. current account deficit grew
disturbingly large -- a manifestation of what is sometimes referred to as the problem of global
imbalances. To be sure, this was not the only factor to set the stage for the crisis; at least as
important were distorted incentives created by skewed compensation practices for institutional
investors and lax government supervision and regulation. But to the extent that global imbalances did

play a part in the crisis, the dollar-based reserve system is implicated.

Like its economic logic, the political logic for a dollar-based international monetary and financial

system also seems less compelling today. After World War Il, when the United States stationed

significant numbers of troops in Europe and Asia, the host countries viewed providing limited support

to the U.S. debt market (by accumulating dollar securities) as a quid pro quo. Today, it is not obvious

to them why they should subsidize the U.S. government and prop up Americans' living standards.
Foreign officials increasingly object to the Uni
d'Estaing, then the French finance minister, put it in the 1960s, and are actively contemplating

alternatives to dollar reserves.

AN INCONVENIENT TRUTH

The only problem is that, for all the talk about change, the dollar's importance to the world has not
diminished. In the foreign exchange market, the dollar actually strengthened following the outbreak of
the crisis. When investors fled to safety, they fled to U.S. Treasury bills. In the face of spreading
illiquidity, U.S. and foreign investors alike sought refuge in the most liquid market, the market for U.S.
government debt securities. Since then, the dollar exchange rate has fluctuated, but there has been

no dollar crash. And there is no evidence of a massive loss of confidence.

The same conclusion follows from data on the composition of the foreign currency reserves of central
banks and governments. According to the International Monetary Fund (IMF), 64 percent of all
identified official foreign exchange holdings were in dollars at the end of 2007, down only marginally
from 66 percent in 2002-3 and still considerably higher than during the first half of the 1990s. (The
dollar represented 71 percent of all identified holdings in 1999, but this unusually high number
reflected the one-time destruction of Germany's French franc reserves and France's deutsche mark
reserves; these became domestic-currency-denominated claims when the euro was created.) IMF
data on the composition of international reserves are incomplete, since some countries, notably

China, do not report theirs. One way of inferring those countries' dollar reserves is to look at the U.S.
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Federal Reserve's custodial holdings of U.S. Treasuries on behalf of foreign central banks. These
show that foreign authorities have continued to accumulate dollars, and even accelerated their

purchases in the first half of 2009.

All that has changed is that foreign central banks are now accumulating U.S. Treasury obligations
rather than the securities of government agencies such as Fannie Mae and Freddie Mac and that
they are favoring short-term bills over long-term bonds. Late last year, the further accumulation of
Treasuries arguably could have signaled that foreign public investors were shifting from bank
deposits to Treasuries because they were alarmed by the condition of the U.S. banking system. But
this is a less likely explanation today, now that confidence in the U.S. banking and financial system
has begun to return. The crisis may have deterred private foreign investors from investing in the
United States, but it has not deterred foreign central banks, which are accumulating dollars at least as
fast as before. They are providing a growing share of the financing for the United States' current

account deficit.

FIRST-MOVER ADVANTAGE

What, then, explains the gap between rhetoric and reality? At the most basic level, the economic logic
for holding reserves in dollars, although less overwhelming than in the past, remains compelling. It
still makes sense for countries to hold their reserves in the same currency that they use to
denominate their foreign debt and conduct their foreign trade, since central banks use the funds to
smooth debt and trade flows and intervene in foreign exchange markets. And many countries
continue to borrow and settle their trade in dollars, the rise of the euro and other potential competitors
notwithstanding. At the end of 2008, some 45 percent of international debt securities were
denominated in dollars, compared to only 32 percent in euros. And according to the 2007 triennial
survey of the Bank for International Settlements, the dollar was used in 86 percent of all foreign
exchange transactions, compared to just 38 percent in which the euro was used (the total for all

currencies is 200 percent since two currencies are involved in each transaction).

As of April 2008, according to the IMF, 66 countries used the dollar as their exchange-rate anchor,
compared with just 27 that used the euro. What peg a central bank chooses has an important
influence on the currency composition of its reserves. Central banks want not just to maximize the

returns on their portfolios but also to minimize their riskiness. In a state that pegs its currency to the
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dollar, for instance, domestic inflation tends to track U.S. inflation, and so, in that case, holding

reserves in dollars will mean less variance in terms of domestic purchasing power.

Estimates of what mix of currencies maximizes a particular combination of risk and return typically
assume that all currencies are equally easy to buy and sell -- that is, they posit that all markets in
bonds are equally liquid, no matter what currency they are denominated in. This liquidity is critical. If
reserves are not readily convertible into cash, they cannot easily be deployed in market operations --
hence the appeal of the market for U.S. Treasury bonds: it is the single most liquid government bond
market in the world, as reflected in its high turnover and the narrow spreads between the bid price
and the ask price (in investment speak, the "bid-ask spread"). This liquidity is partly a function of the
U.S. economy's sheer size, but it is also a self-reinforcing feature. Foreign investors undertake their
transactions and concentrate their holdings in U.S. markets because these markets are liquid, and
that activity, in turn, makes them more liquid. As in politics, in the competition to be a leading
international financial center and to hold the top reserve-currency status, incumbency is an

advantage.

Other currencies struggle to compete. The pound sterling and the Swiss franc were once important
reserve currencies, but the British and Swiss economies are too small today for the pound or the
franc to serve as more than a subsidiary reserve currency; neither country can provide debt
instruments on the scale required by the global financial system. Thus, at the end of 2007, the pound
accounted for less than three percent of identified global reserves, and the Swiss franc accounted for

less than one percent.

Japan's economy is bigger, but the Japanese government long discouraged the use of the yen
internationally on the grounds that this would undermine its ability to maintain a low and competitive
exchange rate and complicate its conduct of industrial policy. If foreigners had been able to buy and
sell Japanese securities in large numbers, the Japanese government would have had more difficulty
using the financial system to channel funds toward the domestic firms it favored. Japan now seems
anxious to see the yen play a larger international role, especially within Asia, but its past policy has
limited the market's current liquidity. More recently, Japan's economic stagnation and zero interest
rates have made holding reserves in yen unattractive. (As of the end of 2007, the yen accounted for
barely three percent of total identified official holdings of foreign exchange.) Japan's aging population

will mean that its economy, as well as its currency, is unlikely to play an expanding global role.
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THE EURO STAR

This leaves the euro as the only reasonably serious rival -- not exactly a coincidence given that one
motivation for introducing the euro in the first place was to create a European alternative to the dollar.
The euro area, which comprises the 16 members of the European Union that have adopted the euro
as their currency, possesses the requisite scale: it has a GDP comparable to that of the United States
and, at least for the moment, an even greater ratio of debt to GDP. But the euro area's stock of
government debt securities is heterogeneous, with the bonds of different governments offering
different risks, different returns, and different degrees of liquidity. German government bonds have a
reputation for stability, but since institutional investors tend to hold them to maturity, the market for
them lacks liquidity. Other euro-area countries have serious financial problems. Ireland's sovereign
debt has been downgraded by the rating agencies, and there are worries that ratings for the bonds of
other euro countries, such as Greece, Italy, Portugal, and Spain, could drop, too. Italy has the largest
outstanding stock of bonds of any euro-area country, but its economic troubles make them
unattractive as reserve assets. The current global economic crisis has encouraged talk of issuing
euro-area bonds with the backing of the entire set of euro-area members, including, most importantly,
Germany. If this were done on a significant scale and if this debt were to replace the member states'
national debt securities, the euro area would possess a market with roughly the uniformity and
liquidity of the United States' Treasury market. But such radical fiscal federalism is not something to

which the German government, among others, is likely to agree.

Financial markets in the euro area will undoubtedly expand as more EU members adopt the currency.
If nothing else, the economic crisis has strengthened the euro's prospects as an international
currency by driving home the fact that the euro area can be a safe harbor in a financial storm. The
European Central Bank has more capacity to act as a lender of last resort than, say, the National
Bank of Denmark. And intra-European solidarity notwithstanding, the only way a state can guarantee
its access to exceptional liquidity from the ECB is by adopting the euro. Markets in euro-denominated
securities may not have all the liquidity that might be hoped for, but they are at least more liquid than
the market in Danish krone. This became clear in the turbulence that followed the collapse of Lehman
Brothers in the fall of 2008. Whereas the ECB was able to cut interest rates and flood distressed
financial markets with liquidity, the National Bank of Denmark had to raise interest rates to defend the

krone, which had fallen as a result of deleveraging by foreign investors. Now, opinion polls in
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Scandinavia and policy statements by eastern European officials indicate greater support for adopting

the euro.

Not so in the United Kingdom, ever the outlier on these matters. There the crisis has tarnished the
reputation of the pro-EU Labour government and strengthened the euro-skeptical opposition. The
United Kingdom's adoption of the euro would make the biggest difference for the development of the
euro's international role, given London's status as an international financial center and the pound's
long history as a reserve currency. But this is not going to happen anytime soon. Meanwhile, EU
members oppose accelerating the admission of new eastern European countries to the euro area.
The implications are that the euro area will expand slowly rather than rapidly and that the euro's rise

as a rival to the dollar will be gradual.

The euro's importance as a reserve currency will grow first and foremost on the euro area's own
periphery. It is already the dominant currency for trade among EU countries outside the euro area.
The EU is also seeking to develop stronger ties with the non-EU countries to its south and east. With
leadership from French President Nicolas Sarkozy, it has put in place the Union for the
Mediterranean, a partnership between the EU and most non-EU countries bordering the
Mediterranean. The EU relies on its neighbor Russia for its energy supplies, and Russia, in turn,

relies heavily on the EU for revenues.

As countries in the EU's neighborhood develop deeper links with the union, it will make sense for
them to hold more of their reserves in euros. For example, in recognition of the growing importance of
Europe for its trade and finance, Russia has recently raised the weight of the euro in the basket of
currencies it uses to guide its exchange-rate policy. It follows that the country will also want to hold a
larger share of its reserves in euro-denominated securities. Russia's central bank confirmed in its
most recent annual report that it had increased the share of euros in its reserves from around 42
percent to more than 47 percent between the beginning of 2008 and the beginning of 2009 while
reducing the share of dollars from 47 percent to under 42 percent. In June, Alexei Ulyukayev, the
bank's first deputy chair, indicated that Russia intended to further reduce the share of dollar-

denominated assets in its portfolio as its assets mature.

For these reasons, the central banks of countries on the EU's periphery are poised to further
reallocate their reserves from dollars to euros. The euro is likely to become an increasingly important

reserve currency in the EU's part of the world. That does not mean, however, that the euro will
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surpass the dollar globally. The dollar has a head start, and relatively unfavorable demographics in

the euro area mean that in the years ahead growth will be slower there than in the United States.

PRISONERS OF THEIR OWN DEVICE

Diversification by Russia would be one thing, but diversification by China, much less by emerging
markets as a group, would be another. The economist Brad Setser has estimated that China's official
dollar assets as of May 2009 were roughly eight times those of Russia. With some 60 percent of
China's official reserves held in dollar-denominated assets, diversification by Beijing would be a very

big deal.

And Chinese officials are facing mounting pressure to do something. The issue has become a
flashpoint domestically -- unsurprisingly, as China's foreign currency reserves amount to $2,000 per
Chinese resident, the equivalent of a third of its per capita income. In a recent online poll conducted
by the Chinese newspaper Global Times, 87 percent of Chinese respondents called China's holdings
in dollars unsafe. On a visit to China in June, U.S. Treasury Secretary Timothy Geithner felt
compelled to reassure an audience of students at Beijing University that U.S. Treasury bonds were

secure.

At the same time, the Chinese government is aware that it is trapped by the magnitude of its current
dollar holdings. Selling U.S. Treasury securities in the quantities needed to significantly alter the
composition of China's reserve portfolio would make the prices of these securities tank. If the
People's Bank of China moved significant amounts of money from dollars to other currencies, the
dollar would depreciate, causing further losses on China's residual holdings. The specter of such
effects deters Beijing from acting hastily. Moreover, disruptions to the U.S. Treasury market that
raised interest rates in the United States would not endear Beijing to Washington. And transactions
that caused the dollar to depreciate sharply, leaving other investors wrong-footed and roiling
international markets, would not endear it to other governments. John Maynard Keynes' famous
remark comes to mind: "If you owe your bank manager a thousand pounds, you are at his mercy. If

you owe him a million pounds, he is at your mercy."

The sensible strategy under such circumstances is to make a series of small adjustments in the

composition of one's portfolio over time. This, in fact, is what China's reserve managers appear to be
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doing -- yet another reason why the decline in the share of the dollar in global reserves is likely to

occur gradually.
FUNNY MONEY

Understandably dissatisfied with existing alternatives, China and other countries have begun
exploring other options. In March, the governor of China's central bank, Zhou Xiaochuan, made a
splash by arguing that the dollar should be replaced as the world's reserve currency by Special
Drawing Rights (SDRs), the accounting unit used by the IMF in transactions with its members and
currently composed of a basket of four currencies (the dollar, the euro, the yen, and the pound). In
June, Moscow suggested that it might be prepared to trade $10 billion of its U.S. Treasury holdings
for IMF bonds, which would conceivably be denominated in SDRs. A United Nations commission
headed by the economics Nobel laureate Joseph Stiglitz has advocated a greatly expanded role for

SDRs in the international monetary and financial system.

The idea of a supranational reserve currency goes back to the 1940s -- to Keynes' call for creating a
new international unit (he called it "bancor") and to the Yale economist Robert Triffin's demonstration
of the dynamic instability of an international system that uses a national unit as the main form of
reserves. Empowering the IMF to issue SDRs so that it could meet central banks' growing demand for
international reserves would eliminate the exorbitant privilege of existing national suppliers, such as
the United States, and remove the asymmetry that has fed global imbalances and credit-market
problems. It would also solve the dilemma faced by large reserve holders, such as China, by creating

a real alternative to national currencies.

But reserves are attractive only if they can be used, and at the moment governments can use SDRs
only to settle accounts with other governments and the IMF. They cannot use them to intervene in
foreign exchange markets or in other transactions with market participants. Making SDRs more
appealing would require developing private markets in which they could be bought and sold. It would
be necessary to build liquid markets on which governments and corporations could issue SDR bonds
at competitive cost. Accepting SDR-denominated deposits and extending SDR-denominated loans
would have to be attractive to banks. And it would be necessary to restructure foreign exchange
markets so that traders seeking to buy, say, South Korean won for Thai baht could, before buying

won, sell baht for SDRs rather than for dollars.
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This is a tall order: it is worth recalling that a previous attempt to commercialize SDRs in the 1970s
never really got off the ground. Only a few public-sector companies issued SDR-denominated debt,
and only a few banks ever accepted SDR deposits. It is not hard to see why: the first issuers of SDR
liabilities would incur extra costs by virtue of the instrument's novelty; the first private SDRs, by
definition, could not be traded on a liquid market. This puts them at a competitive disadvantage since
there already exist liquid markets in dollar- and euro-denominated assets. Displacing national

currencies is as much of an uphill battle now as it was in the 1970s.

Winning that fight would require significant investments by governments over an extended period. If

China is serious about elevating the SDR to reserve-currency status, it should take steps to create a
liquid market in SDRs. Specifically, it could issue its own SDR-denominated bonds. This would be a

much more meaningful step than buying SDR bonds from the IMF -- which China, Brazil, and Russia
have recently said they are prepared to do -- because those bonds cannot be traded and thus would
not foster market liquidity. The first governments issuing SDR bonds would pay a price for the

novelty, but that price would be the cost of investing in a more stable international system.

Then there is the question of who would be on the demand side of the market. Many government
bonds are held by pension funds and insurance companies because the maturity of these bonds
matches the maturity of their obligations to pensioners and policyholders; this means they can be
confident that they will have the requisite money on hand when the time comes to pay out on
outstanding contracts. But SDR bonds would not match the currency denomination of their liabilities.
If, say, the dollar depreciated against the euro, a European insurance company with SDR bonds and
euro-denominated liabilities would find itself in deep trouble. One day, pensioners and policyholders
may be prepared to accept payouts in a basket of currencies. But putting it this way is a reminder that
the day when there will be a deep and liquid market in SDRs, with adequate demand and supply, is

very far away.

Yet another challenge would be creating an SDR-based foreign exchange market. The IMF would be
the obvious market maker: it could trade SDRs with all participants, private and official, at narrow bid-
ask spreads, competitive with those for dollars. The dollar first became an international currency in
the 1920s, when the newly established U.S. Federal Reserve started buying and selling dollar
acceptances, a kind of negotiable draft, thereby creating a liquid market for those instruments. If the

international community is serious about SDRs as an international reserve unit, it will have to
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empower the IMF to similarly act as a market maker -- and provide it with a budget for the

undertaking.

Finally, in order for SDRs to truly become an international currency, the IMF would have to be able to
issue additional SDRs in periods of shortage, much like the U.S. Federal Reserve provided dollar
swaps to ensure adequate dollar liquidity in the second half of 2008. Under current rules, SDRs
cannot be issued without the agreement of 85 percent of the IMF's members -- not exactly a recipe
for quick action. The IMF's management would have to be empowered to decide when to issue more
SDRs; it would have to have independence and authority, like the monetary policy committee of a
central bank. In effect, the IMF would have to become more like a global central bank and an

international lender of last resort. And this clearly is not going to happen overnight.

RENMINBI TO THE RESCUE?

With Zhou, the governor of China's central bank, aware of these realities, one wonders why he was
promoting SDRs last spring. One explanation is that he was making a political point. He wanted to
signal China's unhappiness with prevailing arrangements and remind other countries, on the eve the
G-20 economic summit in London, that China expected to actively participate in discussions of
international monetary reform and to advocate a rules-based multilateral system. He may also have
been playing to his audience at home, seeking to deflect criticism that the Chinese authorities, by
failing to actively seek out alternatives to the dollar, have not been careful stewards of the country's

international reserves.

Or the tactic may have been a diversion, designed to distract attention from China's real objective,
which is to make the renminbi itself a reserve currency. This would free China of the need to hold
foreign currencies to smooth its balance of payments, and it would allow it to print more or less of its
currency as needed, just as the United States does now. Wang Zhaoxing, vice-head of the Shanghai
branch of the China Banking Regulatory Commission, suggested to reporters in May that the

renminbi could become a major reserve currency by 2020.

But for now, the renminbi remains inconvertible. Foreigners can only use it to purchase goods from
China or in cross-border trade with China's immediate neighbors and the special administrative
regions of Hong Kong and Macao. Last spring, Brazil and China announced that they wished to

explore ways to use their currencies in bilateral trade, but the statement was mainly a way to
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advertise the extent of their trade. What use would most Brazilian firms have for renminbi when these
cannot be converted into reais? Similarly, the swap agreements that China has concluded over the
last year with Argentina, Belarus, Hong Kong, Indonesia, Malaysia, and South Korea are of little
practical importance; they are largely a way for Beijing to signal its desire to be an international
player. The central banks of these countries cannot use renminbi to intervene in foreign exchange
markets, import merchandise from third countries, or pay foreign banks and foreign bondholders.
China would become a more consequential supplier of emergency credits if it made these available in

dollars -- but that would undermine the use of swaps to enhance the renminbi's international role.

In time, China could strengthen the international role of the renminbi by developing liquid securities
markets and liberalizing foreigners' access to them. In time, it could make its currency convertible for
financial and trade transactions. The question is, in how much time? China has been feeling its way
toward capital account convertibility, the ability to freely convert local financial assets into foreign
ones and vice versa, for more than a decade, and it is still only partly there. As other Asian countries
have learned, to their chagrin, maintaining financial stability while granting investors at home full
freedom to trade foreign assets and investors abroad full freedom to trade domestic assets requires
satisfying formidable preconditions. Markets must be transparent. Banks must be commercialized.
Supervision and regulation must be strengthened. Monetary and fiscal policies must be sound and
stable. The exchange rate must be flexible enough to accommodate larger flows of capital. In other
words, China must move to full capital account convertibility; this is a prerequisite to the renminbi's
coming of age internationally. But to do so, China would have to first abandon a growth model in
which bank lending and a pegged currency have been two of the main instruments of development
policy. This will not be easy. Withess how the Chinese authorities' first reactions to the economic
crisis were to further rely on directed lending (in order to boost investment) and to reinforce the

renminbi's peg to the dollar (in order to sustain exports).

All of this suggests that China's financial markets will continue to be opened up to foreign investors
only gradually. Until now, renminbi-denominated bonds have been sold only in China and only by
Chinese and multilateral banks, such as the Asian Development Bank and the International Finance
Corporation. The Chinese government has been reluctant to allow foreign corporations to issue
bonds, since this would interfere with its ability to channel savings to Chinese industry. The situation
is beginning to change, if slowly. In May, HSBC Holdings and the Bank of East Asia announced that

they were the first foreign banks authorized to sell renminbi-denominated bonds in Hong Kong. But
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Hong Kong has open markets, and the China Development Bank and the Bank of China are already
permitted to issue renminbi-denominated bonds to individuals there. It would be much more
significant if such activities were allowed in Shanghai. Permitting the United States, for example, to
issue renminbi-denominated bonds there on a small scale might help turn Shanghai into an
international financial center. (Guo Shuging, chair of the China Construction Bank, called for this
during a visit to the United States in June.) Households would presumably regard these bonds, with
their returns guaranteed in renminbi, as an attractive alternative to bank deposits, which are often
funneled into industrial development. But if they did, China's entire development model would be put

at risk.

To be sure, the Chinese government would like to see the United States offer an exchange-rate
guarantee on its dollar-denominated securities. Guaranteeing new Chinese holdings against a
depreciation of the dollar against the renminbi would be tantamount to issuing those bonds in
renminbi. Governments have been known to take such steps. But the strategy is rightly seen as a
sign of desperation. It can backfire if the foreign currency appreciates. And as the renminbi is
expected to appreciate against the dollar, U.S. authorities are not likely to see this as an attractive

option.

That said, China's efforts to internationalize the renminbi should not be underestimated. Chinese
policymakers are serious about making Shanghai an international financial center by 2020. But
meeting that objective will require building broader and more liquid financial markets in renminbi-
denominated assets and liberalizing the access of foreign investors to those markets. And this, in
turn, will entail a host of policy changes that would amount to abandoning China's tried and true

growth model. Such changes cannot occur overnight, and perhaps not even before 2020.

Another reason that 2020 may be an overly ambitious target date by which to turn the renminbi into a
reserve currency is that even if China's economy grows at seven percent annually for the next decade
-- slower than in the past, given its less favorable demographics now, but still exceptionally fast by
historical standards -- in 2020 its GDP will be only half the size of the United States' GDP at market
exchange rates (market rates being what matter for international transactions). Even then, in other
words, the renminbi will have a smaller platform than the dollar from which to launch its international
career. Liquidity and transaction costs in renminbi markets will not be comparable to those in dollar

markets, and holding reserves in renminbi will therefore continue to have limited appeal. The option
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will be attractive principally to countries that conduct most of their trade with China and do most of
their international financial business in Shanghai. For reasons of proximity, if nothing else, these
countries will be Asian first and foremost. The market for renminbi reserves will thus be
disproportionately concentrated in Asia, at least initially, much as the market for euro reserves is now

disproportionately concentrated in Europe.

This raises the question of whether Asia might one day wish to follow Europe in creating a single
regional currency. Much ink has been spilled over the question, but it seems unlikely. China does not
need to participate in a monetary union in order to achieve the economic and financial scale
necessary for its currency to play a role internationally. It does not have to share monetary
sovereignty with its neighbors in order for its currency to become a reserve unit. Rather than pushing
ahead toward a regional monetary union, in the manner of Paris and Berlin, Beijing would almost
certainly prefer to wait, for the longer it waits, the more the renminbi will matter within the region.
There are plenty of reasons why a pan-Asian monetary union is unlikely -- ranging from the very
different structures of the different economies in Asia to the limited appetite for political integration in

the region. But the renminbi's own prospects as an international currency are an important one.

Can the renminbi serve as a regional reserve currency? Yes. As a subsidiary reserve currency? Yes.

As a dominant reserve currency? For the foreseeable future, this is hard to imagine.

MEET THE NEW BOSS

By process of elimination, it is clear that the dollar will remain the principal form of international
reserves well into the future. It will not be as dominant as in the past, for the same reasons that the
United States will not be as dominant economically as it once was. In the short run, the euro will gain
market share, especially in and around Europe. In the longer run, the renminbi's role will also grow,
especially in Asia. But for as far as one can see clearly into the future, the dollar will remain first

among equals.

This state of affairs -- with several national currencies sharing, albeit unequally, the status of reserve
currency -- would not be unprecedented. A similar situation existed for several decades before World
War |, when the pound sterling was the dominant reserve currency but the French franc and the
German mark held significant market shares, especially in regions commercially and financially linked

to France and Germany. Recent research has shown that the pound and the dollar supplied roughly
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equal shares of global foreign exchange reserves in the 1920s. The view that there is room for only
one reserve currency at any point in time is belied by history. The dollar may have dominated to the
exclusion of other reserve currencies after World War Il, but this reflected exceptional circumstances,
including the United States' exceptional dominance of global markets and the fact that only it had
deep and open domestic financial markets. And these exceptional circumstances are now a thing of

the past.

The emergence of a reserve system based on multiple currencies should not be viewed as alarming.
Such an arrangement functioned smoothly before World War I: the different reserve units coexisted
peaceably, each in effect with its own constituency. This arrangement also avoided the kind of
instabilities seen recently, in which a single supplier is flooded with foreign finance by reserve-hungry
emerging markets, feeding asset bubbles. To be sure, the 1920s turned out less happily. When, in
1931, the United Kingdom experienced first a fiscal crisis, then a banking crisis, and finally a currency
crisis, central banks around the world shifted their reserves from pounds to dollars. And when
instability spread to the United States, some switched back to pounds, others to gold. The
international monetary system was destabilized and ultimately destroyed by these erratic shifts. But, if
anything, the lesson is that reserve-currency competition ratchets up the market discipline felt by
policymakers. The more alternatives central banks and other international investors possess, the
more pressure policymakers will feel to take the steps needed to maintain those investors'

confidence. Given the proclivities of most policymakers, this is not a bad thing.
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