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Let me commence by thanking the London School of Economics for inviting me to speak here this
evening. While | did not attend this University, | feel very much at home this evening thanks to

many stimulating hours listening to the podcasts of the lectures here.

Listening to an LSE talk and discussion while cycling around the lake before work in Canberra is
as informative as it is therapeutic — a calm and rational contrast to the furious discord of

Australian politics in 2011.

Tonight | want to give an Australian perspective on the biggest economic change in the world
today — the rise of China and following it, India. This is a massive realignment of economic and,
in due course, political and strategic power at a speed and on a scale the world has not seen

before.

| will speak mostly about China because of its size and economic importance and also make

reference to India, rising a decade or so behind it.

But let me observe there is a very big world beyond these two. The Asian region is filled with
other rising emerging economies, the largest of which is our close neighbour Indonesia, as well

as advanced economies such as Japan, South Korea and Singapore. Their stories, and their



futures, are as fascinating and important as those of the two giants which are the focus of this
talk.

By any measure China’s growth has been extraordinary — from 1980 to 2010 its economy grew
18-fold, an annual average of 10 per cent. China has been the world’s second largest economy
since 2002 in PPP terms, and according to the IMF’s forecasts will overtake the United States in

2016. [1] Others argue it has already done so. [2]

No less impressive is the change in China’s share of the global total for some key indicators of

progress between the early 1990s and the late 2000s: [3]

Population — 22 to 20 per cent

Poverty (< $US1.25/day) — 38 to 15 per cent

Manufacturing value added — 5 to 11 per cent

Steel production — 12 to 39 per cent

Foreign reserves — 3 to 22 per cent

Resident-owned patent filings — 1 to 15 per cent

Telephone lines — 1 to 29 per cent

Internet users — 0 to 15 per cent

Carbon emissions — 11 to 20 per cent

India’s reforms started after those in China and its re-emergence as a global economic power has

been more gradual. Still, from 1980 to 2010 India’s GDP increased six-fold, an annual average of

6 per cent. Since the mid 2000s average growth has risen to 8 per cent, and this year India will

pass Japan to be the third largest economy in PPP terms. [4]

India has industrialised more slowly and trades less than China, in part reflecting the legacy of

license Raj distortions such as import restrictions and rules forbidding large-scale manufacture of

many goods to preserve smaller producers. [5] Trade has expanded as a share of output since



1991, but growth has also come from domestic demand and a large services sector — including
IT-related software, services and outsourcing, which account for 6 per cent of GDP and roughly a

quarter of exports. [6]

Between them, China and India added 2.5 billion consumer and 1.3 billion producers to the global
market when they opened their economies. That opening, and their rapid growth since, has led

to huge shifts in the distribution of global production.

In 1990 Western Europe and North America produced 49 per cent of world GDP, but by 2030
their share will almost halve to 26 per cent according to Willem Buiter at Citigroup (whose figures

are in line with half a dozen similar recent projections). [7]

Emerging Asia (i.e. ex Japan) produced 14 per cent of world GDP in 1990, but will more than
triple its share to 44 per cent in 2030 according to Buiter. [8]

Those are much bigger shifts in the location of global production than were recorded after the

industrial revolution, and they are occurring over much shorter timeframes. [9]

Since the turn of the century, strong growth in emerging Asia has also been matched in the rest
of the developing world — although Dani Rodrik has recently questioned the widespread

assumption that this will continue. [10]

So reminded of the speed but above all the extraordinary scale of this economic transition, let us

first reflect on the view from Beijing.

HitH

More than almost any other country, Chinese leaders draw strength and guidance from the

lessons of history. [11]

Deng Xiao Ping reached back to the trade and exploration of Admiral Zheng He in the 15th
century when, in 1979, he began to open China to foreign trade. He reminded the hardliners that
when China had engaged with the world it had been strong. When in the 16th century it closed off
the world, this began a decline that ended with 150 years of humiliating invasion, colonisation and

exploitation by stronger nations. [12]



The world may be amazed by China’s dramatic rise, but the Chinese recognise this as very much

a return to the natural order of things.

In fact the historical national accounts constructed by the late Angus Maddison tell us that from
antiquity until the middle of the 19th century, several decades into the industrial revolution, China
and India were the two largest global economies, accounting for between 45 and 50 per cent of

the world’s output over most of the 18 centuries. [13]

There are a few nations with a sense of cultural continuity and exceptionalism that rival China’s,
but none rival its scale. China sees itself as a 3000-year culture, for almost all of history the

world’s largest and strongest country.

While elegantly clad young Chinese businessmen and women may appear to have little in
common with Mao’s boiler suited revolutionaries, the economic success of modern China,
whether manifested in gleaming new cities, fast trains and freeways, or in tanks and stealth

fighter jets, is the fulfilment of Mao’s proud boast in 1949 from the top of Tien An Men.

“Zhong guo ren min zangilai le.”

“The Chinese people have stood up.”

And so they have — and we are now all taking notice.

But in the midst of this pride are great risks and challenges.

The Communist Party of China presents as a modern political party. Indeed they have sent
official delegations to our Liberal Party conferences in Australia — something which would, |
suspect, make Sir Robert Menzies and the cold warriors of his day turn in their graves.

But China is no democracy and the dominance of the Party depends on a social contract — you
the people let us run the country, and we the Party will deliver rising living standards.
Pragmatically, as the Governor of Liaoning once observed to me, ‘Just because the majority of
the people want to do something, doesn’t mean its right.”

Notwithstanding their NYSE listings the standard bearers for the Chinese economy at home and

abroad, the big state owned enterprises or SOEs, are led by men and women appointed by the

Central Organisation Department of the Communist Party. [14]



While infallibility is not a virtue claimed by democracies, or any other political system, it offers a
most effective way of letting off steam — throwing the rascals out (even if they are replaced by

more rascals) is better done with ballots than bullets.

And so integral to every aspect of government policy in China, whether viewed from Zhongnanhai
or from a truck stop in Xinjiang, is a concern to preserve political stability. Tens of millions of
Chinese died in political disorders only a few generations ago: the Revolution itself, the Great
Leap Forward and resulting 1958-1963 famine, and the Cultural Revolution. Chinese don’t need
to imagine the consequences of civil disorder — anyone over 40 has lived through it and is lucky to

have done so.

Chinese also recognize the blackest period of their history resulted from weakness that was
exploited by stronger nations. Leave aside the brutal invasion and occupation of China by the

Japanese in the 1930s, just reflect on the Opium Wars which began in 1839

In its search for something other than silver to exchange for Chinese tea and other goods the
British East India Company hit on the great idea of selling opium to China. When the Chinese
government of the day cracked down on drug trafficking and destroyed the opium, the British
response was to send in the gunboats to insist Chinese ports remain open to free trade in British
drugs — and the drug traffickers be compensated for their losses by the now utterly humiliated

government of China.

It is as if the Medellin Cartel sent gunboats up the Potomac to shell the Capitol until the

Americans disbanded the Drug Enforcement Agency.

China’s leaders are also keenly aware of the need to ensure gains from growth are more evenly
spread across society. China has gone from being an egalitarian society, in the sense that almost
everyone was poor, to one where a large and prosperous middle class and highly developed
industry shares a nation with a lot of poor people. This is changing rapidly — between 2005 and

2010 alone 153 million Chinese were lifted out of poverty — but enormous disparities remain. [15]

At the same time the middle class are starting to wonder if the system is still working in their
favour. Industrial disputes are becoming more common. And beyond that middle class lies a

class of super wealthy who are generally perceived to have obtained their wealth by illicit means.



Work by Wang Xiaolu indicates only 50 per cent of the income of the top tenth of income earners

is reported; the rest is “grey income”. [16]

With not much of a welfare net, Chinese are big savers and household consumption is

extraordinarily low at 35 per cent of GDP, down from 49 per cent in 1984. [17]

As Michael Pettis notes, this curious state of affairs is accompanied by three additional implicit

taxes on Chinese households: [18]

First, an undervalued exchange rate benefits exporters at the expense of consumers.

Second while labor productivity has tripled since 2000, real wages have only doubled.

And third, negative real interest rates for depositors lead to an annual transfer of 5 to 7 per cent of
GDP from households to the government owned banks which in turn lend most of it to
government owned corporations, too much of which is for ill-considered infrastructure projects or
property speculation.

Put another way, China’s economic growth is being directed away from households and into
investment, much of it funded by subsidised policy lending, with the inevitable consequence of

more and more bad loans held by Chinese banks.

The leadership is well aware of this and the need to lift consumption is a focus of the current five
year plan — but managing such a change, and dampening real estate speculation is far from

straightforward as the recent performance of the Chinese stockmarket indicates.

Paying depositors a positive real interest rate would be a start, but how would state owned
beneficiaries of the subsidised policy lending manage if they had to pay commercial interest
rates? Another approach may be to distribute shares in the SOEs, but that would run the risk of

diminishing the power of the party elites that manage them.

The political reality is that China’s closed capital account enables the Party to maintain an iron
grip on the banking system so it can direct capital within the economy. While this phenomenon is
by no means unheard of in the East Asian development model, it does seem to have run its
course. China now has a massive industrial complex and there is no clear case to further
subsidize producers, particularly the SOEs, many of which are hardly models of efficiency and
which already seem to produce more steel, aluminium and other intermediate products than the

country requires.



To open up the capital account and let the currency float more freely is to let the market decide
on the allocation of capital. That is something with which the Party is decidedly uncomfortable,
but very popular in China where private businesses are increasingly unhappy about being

squeezed out of access to capital by SOEs.

Denied access to the soft policy lending from the state owned banks, private firms all too often
must borrow at 20 or 30 per cent so the SOEs can continue to build infrastructure and real estate

developments without regard to its economic utility.

Finally, consider the environment. Over millennia floods and famines have seen off many an
Emperor — tangible evidence that he had lost the mandate of heaven. China faces some of the
most severe environmental challenges in the world. Some are direct consequence of global
warming; as the Himalayan glaciers melt more water becomes available when it is not wanted, in

winter, and less when it is, in summer.

At the same time, industrial pollution of the air and water is so severe that it's a political issue —

what good is it to have a television or a car if you cannot breathe the air or drink the water?

And China’s ability to feed itself is threatened by diminishing water availability. Agriculture on the
northern plain is largely irrigated using groundwater which has been unsustainably extracted to a
point where wells are running dry. Water can be desalinated or pumped from the south for cities,

but that is too expensive for farming.

So resource security (energy, minerals and food itself) is a growing pre-occupation of Beijing.
The Chinese rush to acquire access to natural resources, including in Australia, is therefore
entirely understandable. Rapidly growing demand for resources in China and elsewhere in
emerging Asia is largely why in 2010 a quarter of all Australia’s exports went to China (and a third
to China and India combined). [19]

And the financial crisis which began in 2007, eased after 2009 and now threatens to return offers
great opportunities for a cashed-up China to acquire as many premium resource assets around
the world as it can, so it emerges with a global portfolio of sufficient scale and diversity to secure

long term low cost access to the minerals and energy it needs.

It would be quite reasonable for Australia to deny Chinese enterprises the right to acquire

Australian resources until such time as Australian firms had reciprocal rights in China. But it is in



our interest to welcome Chinese capital that develops our resources, while still taking a

discriminating approach to bids for strategic resource assets by Chinese state owned enterprises.

Indignation in some quarters in China when Chinalco’s takeover of Rio Tinto — listed in Sydney as
well as London and with 45 per cent of its assets in Australia — appeared likely to be blocked was
quite unreasonable — China should respect the right of the Australian people to stand up for our

national sovereignty too. [20]

HitHH

So having discussed the dreams on the Chinese side of the bed, let me now, through Australian

eyes, look at the dreams on the other side.

China represents a challenge to the United States which is utterly unique.

Americans, imbued with a deep sense of their own exceptionalism, have assumed that they will
always be the strongest, richest and cleverest nation on earth. Their birthright has been to

provide the benchmark in living standards, infrastructure, education and technology.

Tom Friedman’s latest book ‘That Used to Be Us’ is eloquent testimony to the growing sense of
inadequacy Americans feel as they compare their country to China. lts title was inspired by

President Obama in November 2010: “It makes no sense for China to have better rail systems
than us, and Singapore having better airports than us. And we just learned that China now has

the fastest supercomputer on Earth — that used to be us.” [21]

It's not just President Obama having a Sputnik moment — Americans everywhere feel the core of
their economy is being hollowed out. Their pessimism has a basis: 42,000 factories closed in the
United States between 2001 and 2010 and 5.5 million manufacturing jobs (about a third of the
total) disappeared. [22] China, in contrast, now makes more cars than the US and Japan

combined, as well as the lion’s share of many other familiar items.

Now this sense of being outclassed by China is not limited to Americans. Nobody who has
visited Shanghai could not be impressed by their subway — with 434 kilometres of track it carries
more than 6 million passengers a day. And yet the first line opened only in 1995. As a resident
of Sydney and passionate believer in mass transit, it grieves me to tell you that over the same
period in my city, despite increasingly acute congestion, only 13 kilometres of new track has been

constructed.



But advanced economies cannot blame Asia for our own choices. If bridges and roads and
subways in our developed country are not in good repair, that is our problem. If our young people
are leaving school unable to read and write, then there is another problem for us. Too often we
ask ourselves the wrong question (‘why are we declining relative to China?’) when we should be

asking why are we not as good as we can be?

Put another way, we should be less worried about relative decline and more concerned to

address absolute decline. The fault is indeed in ourselves.

It is becoming all too clear that in the developed world the rising tide of convergence and

globalisation will not lift all boats, and certainly not at the same rate.

Michael Spence has pointed out globalisation was until recently seen as having a benign impact
on the distribution of income in advanced economies, but this is changing: “As the developing
countries became larger and richer, their economic structures changed in response to the forces
of comparative advantage: they moved up the value-added chain. Now, developing countries
increasingly produce the kind of high-value-added components that 30 years ago were the

exclusive purview of advanced economies. This climb is a permanent, irreversible change.” [23]

Spence shows that between 1990 and 2008, 97 per cent of the 27 million jobs added in America
were in the non-traded sector (40 per cent of them in government and health care). His work
shows that in the barely-growing traded sectors of the US economy, increasing opportunities at
the top of the value chain for highly-paid highly-skilled workers are offset by much larger

decreases in routine jobs, as these functions are relocating to emerging markets. [24]

While US firms in sectors such as finance or technology generate more value-added than ever,

most is from complex tasks such as management, design and engineering.

Not only is this supported by the data, it rings true. Just read the label of your Apple product of
choice: “Designed by Apple in California, assembled in China.” Apple is worth $US350 billion
despite not making anything itself — assembly of its products is sufficiently commodified as a

process to be entrusted to a contractor. It all makes economic sense — but where are the jobs?

Meanwhile improved communications and technology are opening up previously non-traded

sectors in advanced economies to competition: not just call centres or low-level software



development, but semi-professional and professional services such as financial analysis,

accounting, sub-editing, technology consulting, graphic design and video special effects. [25]

Anything where a service can be transferred to customers as a stream of bits is fair game.

Inured to losing low skill low wage jobs to the developing world, now the advanced countries are
losing high skill high wage jobs to workers just as smart, just as educated, but prepared to work

for lower wages.

The broad trend identified by Spence is evident in Australia too: employment in non-traded
sectors has grown faster than in traded industries. But in Australia both expanded between 1990
and 2011, with mining employment (thanks to Chinese demand) tripling over the past decade and

more than offsetting job losses in manufacturing. [26]

So what is to be done?

The key, if obvious, insight is that a converged global economy is much larger and much more
competitive but with many more opportunities. Within two decades there will be more middle

class consumers in Asia than there are in the rest of the world.

The firms and countries that will succeed in this brave new world will be the most efficient, the
most innovative, the highest quality. For high wage countries that seek to remain so, the pursuit

of excellence was never more important.

Our schools and universities should be turning out the world’s top students — not settling for
middle of the pack, which is where one measure, the OECD’s PISA study of comparative

performance in secondary schooling, suggests many advanced countries find themselves. [27]

While governments should beware of picking individual companies as winners, creating
environments which encourage research & development, innovation and above all the

development and commercialisation of new technologies is absolutely critical. [28]

The Germans have shown the success of a strategy focused on advanced technology and

manufacturing - their slogan “Germany land of ideas” fairly sums it up.

And we should not imagine that China, India and the rest of emerging Asia are not doing the

same thing. Just as Japan and then Korea targeted electronics as a national industrial priority, so



now is China seeking to take the lead in green technology. While politicians in the West argue
about whether or not climate change is real, in China, the world’s largest emitter, billions are

being invested in wind, solar and electric vehicles.

Like so many difficult political issues — such as climate change and long term fiscal solvency —
preparing for a more competitive world in which China and India are two of the three largest
economies requires long term thinking and leadership — leadership to persuade voters that rather

than spend today we should invest for a more prosperous tomorrow.

Just as research, education and indeed infrastructure are long term investments, so too is there a
need in my country to recognise our terms of trade windfall will not last forever. There is a view

that it will, especially in Canberra, and that is dangerous complacency.

In 2005 a shipload of iron ore paid for 2200 flat screen televisions — but by 2010 that same
shipload bought 22,000 flat screen televisions. [29] While hoping the good times never end, a key
focus for us surely must be a return to large fiscal surpluses and establishment of a new
sovereign savings fund (or renewed deposits into our existing one) so that, like the Norwegians
with their oil and gas revenues, when the current boom ends we have something monetary to
show for it. [30]

As worrying as the shift of manufacturing and economic output to Asia, in the eyes of many in the

West, are the transfers of political, institutional and military influence that will surely follow.

International institutions are changing to reflect the new order — the G-20 is one example. [31]
There’s also been a boost in emerging economy influence at the International Monetary Fund,
where China will soon have the third largest quota; within a few decades the IMF’s head office

may be in Beijing rather than Washington. [32]

Shifts in economic weight and military potential are a legitimate cause for anxiety, as the world’s
grim history from 1914 to the mid-20th century reminds us. A century ago the rising economies
were Germany (locked in a costly naval arms race with Britain) and Japan, to be joined in the

1920s by the Soviet Union. The guns of August 1914 turned out to signal the start of more than

three decades of military and economic catastrophe.

Previous threats to more than a century of US economic primacy were not credible: the USSR of
the late 1950s and the Japan of the late 1980s, the two alleged challengers, had economies only

40 per cent as large. [33]



So the stakes are high, and this time the challenger is real.

Yet most Americans appear utterly flummoxed by the swiftness of China’s rise, which was simply
not on their horizon until very recently. As late as the 2004 US presidential race, for instance,
China’s economic rise barely rated a substantive remark from either candidate in three hours of

debate over America’s future watched by a combined audience of 160 million. [34]

Economic anxiety has been felt before in America and Europe — over the rise of Japan for
example. But this time there is also strategic anxiety in the West, particularly the US, over China,
reflecting a concern that the Middle Kingdom has a very different understanding of the way in

which world affairs should be ordered than the West.

While ever alert, we should not be alarmed says Henry Kissinger, who argues China’s well-
developed and historic sense of its central place will make it a less outwardly assertive leading
power than the US. He contrasts missionary US exceptionalism based on “an obligation to
spread its values to every part of the world” with China’s disinterest in claiming its institutions are

relevant outside China. [35]

And indeed it is important to note that China’s growth in power, both economic and military, has
not been matched by any expansionist tendencies beyond reuniting Taiwan. Indeed very large
territories in the North East of China taken by Russia under duress following the unequal treaties
of Aigun (1858) and Beijing (1860) have not been left unresolved as a possible casus belli in

years to come, but instead have been legitimised in new treaties signed only a few years ago.

The central role of trade in China’s prosperity also argues for its rise to remain peaceful. China’s
trade was 55 per cent of its GDP in 2010 — the same as for Britain in the 1870s, and five times
larger than the role of trade in the US economy of the 1950s and 1960s, when US economic
dominance was greatest. China has more to lose than most from any conflict that disrupts global

economic flows. [36]

The best and most realistic strategic outcome for East Asia must be one in which the powers are

in balance with each side effectively able to deny the domination of the other.

With its energy and resource security depending on long global sea lanes, it is hardly surprising

that China would seek to enhance its naval capacity. Suggestions that China’s recent launch of



one aircraft carrier and plans to build another are signs of a new belligerence are wide of the
mark. [37]

This is no time for another “long telegram” or suggestions of containment. [38] China, unlike the

Soviet Union, does not seek to export its ideology or system of government to other countries.

It makes no sense for America, or its allies, to base long-term strategic policy on the contentious

proposition that we are on an inevitable collision course with a militarily aggressive China.

In that regard, | disagree with the underlying premise of the 2009 Australian White Paper that we
should base our defence planning and procurement on the contingency of a naval war with China

in the South China Sea. Prejudice is not a substitute for coolly rational analysis.

This is no counsel for complacency — but our strategic response should be to hedge against
adverse and unlikely future contingencies as opposed to seeking to contain (futilely in all

likelihood) a rising power.

Of course cool heads are required on all sides. China needs to be more transparent about its
goals in the region and on the basis of that build confidence with its neighbours so that

misunderstandings can be avoided.

We in Australia have to adopt a clear eyed appraisal of the strategic balance in East Asia.
America is our closest ally, its institutions and democracy as close to us, as indeed, they are to
those of the United Kingdom. When the mantle of world’s greatest power shifted from Britain to

America it shifted, in our perspective, from one family member to another.

However, as China rises to become the world’s largest economy and in time a military rival, if not
an equal, of the United States we are presented with a nation whose institutions and culture are
very different to ours. Yet China is, as | have noted, our largest trading partner and in large

measure responsible for our current and prospective prosperity. [39]

We have every reason, and indeed every prospect, of remaining close and becoming closer
friends of both these giants. But in doing so, and as Australia becomes accustomed to a multi-
polar world, we have much to do to draw closer to the other countries in our region, including

India, as we deepen our relations and trust with our neighbours.



These are transforming times, the Lowy Institute’s Michael Wesley reflected on Asia in the 1970s:
“Beyond these Asian tigers still lay the vast, sullen Asian land-mass, the realm of subcontinental
civilisations and ancient empires. Here lay nations with populations numbering in the hundreds of
millions — a surfeit of humanity living in abject poverty, their vast under classes clogging the
arteries of sluggish economies, multiplying at a rate that swamped the capacity of anaemic

growth to provide jobs or welfare.” [40]

How far from that we are now. Not just the Chinese people, but people right across East and

South Asia, have once again stood up. And so, indeed, should we.
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