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America and China: Destined for Conflict or

Cooperation?

John Glaser?

Though the United States will remain at the top of the international hierarchy for
the foreseeable future, it is undoubtedly experiencing relative decline, while China is
indisputably on the rise. The two titans of the 21st century maintain an uneasy rapport,
conscious of each other’s power, suspicious of each other’s intentions, and covetous of
the stature that accompanies global supremacy.

In its approach to China over the past few decades, U.S. leadership has oscillated
between dismissive arrogance, sincere cooperation and brazen competition.

Tragic foul-ups, like the Clinton administration’s accidental bombing of the
Chinese embassy in Belgrade and the in-air collision of a U.S. spy plane with a Chinese
fighter jet early in the Bush administration, are seen in Beijing as the hubristic blunders
of an intemperate bully. More deliberate taunts continue to this day, exemplified by the
Obama administration’s pointless opposition to innocuous Chinese initiatives like the
Asian Infrastructure Investment Bank, overwrought anxiety toward the Belt and Road
Initiative and President Trump’s imperious trade war ultimatums.

Yet, on crucial diplomatic and security efforts, from the Six Party Talks and the
Paris climate accord to post-9/11 counterterrorism cooperation and the Iran nuclear deal,
the United States capitalized on overlapping interests while respecting China’s position
as a vital global player. Though less than perfect, the bilateral economic relationship
has been immensely beneficial to both sides.

However, the U.S. approach at times appears to resemble outright containment.
The cutthroat geopolitical undertones of the so-called Pivot to Asia were lost on no one.

Washington’s attempts to counter Beijing’s claims in the South China Sea have, if

1 John Glaser is director of foreign policy studies at the Cato Institute
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anything, hardened China’s posture. And the Trump administration’s blunt

confrontational approach seems to have provoked even greater distrust across the
Pacific.

Rising powers must be managed carefully. China’s growing strength will surely
translate into a more ambitious foreign policy, but how we deal with it is up to us.

So far, China shows no inclination toward aggressive territorial conquest. Nor is
it clear that a Chinese-led order would differ much on the essentials than the U.S.-led
order. Indeed, China’s rise is more a threat to America’s status as the indispensable
nation than any tangible threat to national security.

Many great powers throughout history have let fixations about national prestige
thrust them into destructive wars. If the Sino-American relationship is to remain
peaceful, we must learn to forfeit such superficial pretensions and focus on narrow,
concrete security and economic interests. Failure to do so may lock us into a costly cold

war that neither country can win.
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Finding solutions to Target-2 dilemma
Bundesbank credit holds EMU together

Marcello Minenna and Edoardo Reviglio®

Europe's monetary union rules that have generated a sharp increase in the
Bundesbank's Target-2 claims on the European Central Bank provide a strong incentive
for Germany to remain a euro member to safeguard its credit position.

Only a broad political agreement to change radically the mutual financing inherent
in the treaties on economic and monetary union would give Germany room to reclaim
part of its enormous Target-2 credit of €975bn at end-June.

Prof. Clemens Fuest, head of the Munich Ifo economic research institute, has
proposed changing the legal framework with an exit mechanism that would supply the
‘get-out’ clause some Germans apparently desire — allowing the country's possible EMU
escape with its credit intact.

However, considering that EMU debtor countries have a blocking share of votes,
that proposal appears a political non-starter. The reasonable alternative would be to set
up a risk-sharing framework to eliminate the risk of a country leaving. This would entail
the completion of banking union, a sizeable European budget and a system of fiscal
transfers.

Roberto Violi, senior director in the Banca d'ltalia’s risk management department,
Giovanni Dosi and Andrea Roventini of the Sant'/Anna School of Advanced Studies (a
university centre of worldwide renown based in Pisa) and Marcello Minenna have
proposed a technical mechanism to share gradually the risks of euro area public debt in

a market perspective. Unfortunately, implementing such a plan will not be easy.

1 Marcello Minenna is Head of Quants at Consob, PhD Lecturer at the London Graduate School in Mathematical
Finance and Adjunct Professor of Quantitative Finance at Bocconi University. Edoardo Reviglio is Chief
Economist at Cassa Depositi e Prestiti and Professor of economics at LUISS Guido Carli in Rome
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The Bundesbank's exposure towards other EMU central banks represents 50% of

Germany's net international investment position. Some German economists believe
these assets may be substantially irredeemable. The Target-2 balances of Italy and Spain
reached record heights of €465bn and €393bn respectively in May. The June data will
probably be even worse.

Target-2 has grown into a complex accounting system of debts and credits between
national central banks that intermediate 90% of cross-border transactions between
private banks. It has several advantages: minimum counterparty risk, quick settlement
times and reduced costs.

Target-2 growth reflects imbalances in trade and capital flows Germany's average
annual current account surplus of 7% of GDP over the past decade (although not all of
this from intra-euro area transactions) has not been matched by a corresponding
increase of banks' credits towards the rest of the euro area. Owing to higher post-2008
financial crisis risk perceptions, German banks' lending towards the euro area has
declined.

The more recent build-up of southern European countries' Target-2 debts has
stemmed from the ECB's €2tn-plus quantitative easing that started in March 2015.
Italian and Spanish private investors have progressively sold more than half their
government bond holdings to their national central banks and invested the proceeds in
financial assets in northern countries, the UK and US.

The last three years have seen over €500bn in capital flight from southern
economies. The ECB has played this down as healthy behaviour of investors seeking
to improve returns and diversify risks. A less benevolent reason could be investors'
search for a hedge against the redenomination risk that would arise from a member
state's exit.

Renewed Target-2 divergence was not completely unexpected. Already in 2015
Paolo Savona, the renowned Italian economist who is now Europe minister in the Rome
government, warned that the ECB's QE would drive capital flight from weaker

countries and increase the German credit position.
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In an eternally immutable euro area, it would be perfectly reasonable for Target-2

balances to be non-collectable, without expiry and without interest (as they are
currently). In any standard scenario, these accounting entries would bear no risk at all.

But the scenario now — increasing political discord, with a eurosceptic government
in Rome and a weakened administration in Berlin — is not standard. In the hopefully
unlikely event of a euro exit, the departing national central bank would regain
independent status. The Banca d'ltalia, an ECB shareholder, would separate itself from
ownership. In a normal transaction, the exiting shareholder would pay back (in euros)
what is effectively an intra-group loan from the subsidiary.

The ECB has seemed to support this position in past official declarations. But,
under current regulations, there is no legal tool that could force an exiting country to
settle its debts in euros. If a debtor country departed, the Bundesbank would find it very
difficult to collect even a small fraction of its Target-2 credit. A unilateral German exit
would imply total loss of the credit. The same would happen if the euro area broke up
entirely.

This uncompromising equation is part of the cement holding EMU together.
Perpetually alive to any form of moral hazard, German economists find this position
increasingly unpalatable. Pressure on the German government and the Bundesbank to

mitigate the Target-2 dilemma may increase.
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