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Abstract

This paper wants to explore the relationship between international debt and international
relations. This research argues that international debt patterns, connected with trade, have an
influence not only on economic relations, but on political ones as well. Reversely, political
relations have an influence on how countries can use the instrument of debt for their own
economic and political goals. The paper utilizes game theory models to explain debt/trade
political relationship in two cases: the 1* Opium War between the UK and China, and the
current economic relationship between China and the USA.
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"If you owe a bank $ 1 million, you have a problem.
If you owe it $ 1 billion, the bank has a problem." (Anonymous)

1. Introduction

Debt is a double-edged sword, as the quotation above reminds us. Individuals have debts

and credits, and so do companies, as well as states.

The management of debt has been one of the main financial activities since before the
creation of currency. Businessmen have accumulated debt to build financial and commercial
empires, and kings and queens have accumulated it to build their countries. History has seen
bankers build the political fortune of royal families, financed armies and wars, and get ruined in
the process. The Thirty-Year War is as much a story of bankers opening their wallets as it is of
armies sweeping Europe. The Peace of Westphalia, the turning point in the creation of the
European state system, is as much about the exhaustion of combatants as it is about the

bankruptcy of losers (and of winners, almost).

Debt relationships are inherently political. Why is it so? In theory debt relationship depend
only on a strict cost-benefit calculation. In reality, they are imbedded in much less quantifiable
types of concepts. Reputation is one of those. It is obvious to everyone that reputation has
always been a fundamental requirement to get access to credit. The better a person’s reputation,
the more likely he/she would be to get access to credit. In countries that have developed a
modern financial system, the role of reputation might not seem as important as it was before, but
it just has shifted shape, without really changing that much. Credit history, in the United States, is
just a high-tech version of old-style personal reputation. In fact, it is just aimed at measuring how
likely someone is to pay his/her own debts, which in turn tells financial institutions how risky it is

for them to provide credit to that specific individual. That might not seem much political;
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however, if we take it to the next level, then we see how the picture changes. Let’s consider
governments, for example. How can we assess how governments are likely to repay their debts?
Through credit-rating agencies, the easy answer goes. The higher the credit rating, the more
reliable a government’s debt is. In reality, it is easy to see that the criteria for those credit ratings
are not entirely based on cost-benefit analysis, but also on prestige, political power, belonging

to specific international ‘clubs’ such as the European Union, and so on.

We also know very well that when things go bad, debt repayment is not equal for all. It is
obvious that some actors in the market carry more weight than others, and therefore they are
more likely to be saved from the bad choices that led them to bankruptcy (or on the verge of it).
Examples abound everywhere: huge business conglomerates asking for extension of debt (i.E.
FIAT in Italy), banks asking to be bailed out from their bad loans (Japan), entire countries saved
by international institutions’ interventions (Asian Financial crisis of 1997). Bankruptcy, in those
cases, would have entailed huge socio-political problems, at least in the short run, therefore
those actors were saved from their debts, in a way or another, setting aside purely economic
considerations. As the scholars that deal with moral hazard know very well, those bailouts do
not make much sense from a purely economic standpoint, since they encourage a similar
behavior in the future. However, political considerations trump economic ones and the cavalry

comes to rescue.

That for the dark side of debt and its political relevance. On a brighter note, a clever
management of both internal and international debt allows government to have the resources

they need for economic expansion.

In this paper, we will investigate the political relevance of debt management. Part Il will

introduce the relevance of debt and trade analysis. Part Ill will introduce the first of the two case
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studies of these paper: the relationship between China and the UK at the times of the Opium
War, whereas part IV will do the same for the current US-China situation, in a more formalized
fashion than part lll. Lastly, Part V will develop a game theory-based model of interaction to

represent our two case studies and will draw conclusions on the analysis.

2. Debt/trade analysis and its importance

The role of public debt in the building of a state is of paramount importance. As Michael
Veseth reminded us in his comparative study of Florence in the 13-15th Century, Britain in the
19th and the United States in the second half of the 20th (Veseth, 1990), debt management is a
cornerstone of statecraft. The skillful borrowing of resources from citizens and the management
of their return was one of the features of successful state entities in all three cases the economic
historian investigated on. Even though Florence was arguably on a much smaller territorial scale
than the other two cases, it was the financial power of the time (also because of its banking
facilities and inventions - double-entry accounting being one of those), so it deserved to be on

the same league.

Rather than focusing on the interesting features of debt management in those three
historical cases, we are interested in drawing the practical lessons from Veseth’s analysis and in
applying them to a different setting. The American and British cases are more interesting for us,
since they applied to countries that had similar financial dimensions and role in the international
system. This does not mean that Florence did not play an important part in the European setting
of that era; however, the European state system was not fully established yet so we’ll gloss on the

conditions of Firenze’s ‘Monte’ (as the debt amount was called).
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The lesson that we can draw from Veseth’s recount is that all those countries used public
debt in an effective way to build their economic might. Effective debt management allowed
governments to pool monetary resources that could be used to build their infrastructure, which
in turn expanded the capacity of their economies, turning them into the economic powers of
their respective times. However, when the economic tide turned and they could not reform their
economies accordingly, public debt started to accumulate rapidly and turned into a giant
burden, transforming its role from propellant to brake (Veseth, 1990). Needless to say, the debt

condition became even worse when compounded with trade deficits.

In the case of Britain, trade deficit was one of the cases of the draining of silver from the
vaults of the Empire, and here comes our study of the Opium War to highlight how that gave the
final push to step the conflict with the Celestial Empire to the use of force. It is true, as | will point
out below, that many other causes plugged into transforming the dispute into war, but it is not
far-fetched to maintain that trade deficit, adding to a troublesome debt situation, made war a

much more appealing option to the Brits in their dealings with the Chinese.

In the case of the United States, Veseth’s account could not account for the rebirth of the
US economy during the IT revolution (or ‘New Economy’, if we want to use an out-of-fashion
term). The ‘roaring nineties’ witnessed an unprecedented phase of expansion of the US
economy, making some analysts believe that the old tenets of traditional economics would not
be able to accurately interpret the new situation. However, as the tide turned again, the old
lessons came back, and still largely hold, with the new issues deriving from a world economy
that is now much more tightly interconnected than it was only fifteen years ago. The rise of
China as ‘the factory of the World’ on one side and the expansion of US consumption

accompanied by a reduction in savings, coupled with the ballooning of the federal debt, present
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us with a situation that is undesirable from several standpoints. The next section will explain how
the economic conjuncture led the US to an uncomfortable situation in its economic relationship

with China.

Before we look at the cases that explain the importance of debt/trade analysis, though, it is

necessary to clearly state the preliminary hypotheses that guide this research:

H1: public debt can be an instrument of growth for states, but when it depends on external
factors, then it becomes a political liability and it creates a situation of systemic interdependence

(Keohane and Nye 2001)
H1a: the above situation is an unintended consequence of domestic debt management
H2: states will try to rebalance their debt when it becomes a political liability

H3: There is a short-term trade-off between debt rebalancing and growth, if there is

systemic interdependence

The above hypotheses are to be considered preliminary, given the status of this research.
However, they allow us to make a few corollary observations. Economic historians have not
connected debt relationships to the concept of systemic interdependence because they have
treated the issue on a bilateral basis (debtor/creditor); they have, however, emphasized the
political nature of those debt relationships (Weingast, 1997) and they also have highlighted the
usefulness of game theory analysis for such interactions (Greif, 2002). At the international level
though, debt connections are even more loaded with political implications. Besides the obvious
absence of an overarching authority that enforces rules, we notice that today’s increased
financial integration make debt relationship even more complicated because it connects them

not only with trade, but also with central banks” monetary policy and with a private financial
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sector that has assumed enormous dimensions, especially in the form of derivatives trading (of
which the currency component is extremely important). That makes even harder for states to
disentangle from systemic interdependence than it did in previous periods of history. This paper
partially accounts for those differences, but a more detailed analysis of how different historical
situations change debt/trade relationships will be necessary to expand the explanatory power of

this work.

The following two sections will present two historical cases when debt/trade relationships
became a major political issue at the international level: the situation that led to the Opium War
of 1840 between the UK and China, and the current situation of debt and trade between China

and the USA.
3. The Past of China’s experiences with debt and trade relationships

Modern day US-China’s unbalanced economic situation is not entirely new. One might
wonder what kind of precedent we could consider, since the industrial development of China is
a quite recent happening. We don’t have to go back to the golden days of China’s primacy as
the imperial center of East Asia though. In fact, we only have to recall the period of the infamous

Opium Wars (1st, 1839-1842; 2nd, 1856-1860).

In the XVIII Century and the XIX Century, the United Kingdom was the emerging (and then
established) superpower, extending its dominions and influence to the four corners of the
Globe, whereas China was a decadent empire that lagged well behind European nation-states as
far as industrial development and, of course military technology. The UK'’s power, as it is well
known, was based as much on trade and economic prowess as it was on the strength of its navy.
Trade between China and the UK started to become a political issue since the end of the XVIII

Century. The Britons were addicted to Tea, whose popularity became so widespread during the
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XVIII Century that it came to epitomize the afternoon break. By 1785, the East India Company
was buying and selling £15,000,000 pounds’ weight of Chinese Tea per year (Beeching, 1977).
Tea came from China in such large quantities that the trade unbalance with the Celestial Empire
became a matter of preoccupation in the British political circles. The Chinese were not fond of
exports from Britain and the British colonies, even though the Brits hoped that Chinese would
start buying their cloth. That did not happen; the Chinese were apparently self-sufficient.
Chinese Tea was payed in silver, and the volume of that trade unbalanced started to put a strain
on British finances: Britain, through the East India Company, paid £ 26,888,614 in silver and
gold, and only £ 9,248,806 in goods between 1710 and 1759 (Beeching, 1977). There was no

way in which the UK could balance its trade with China, apparently.

The Chinese market, however, was ready for another much more controversial good:
opium. The Emperor had banned the smoking and trading of opium by decree in 1729
(Beeching, 1977). However, British traders found that the Chinese demand for the drug was
ready to be exploited. Since they could not import it directly into China, they would sell the
drug, produced in India, through auctions in Calcutta and then leave it to be smuggled in
China. With the increase of British presence into Chinese ports, the merchants became more
daring and started to unload under-cover “chests” of opium directly from their ships. British
exports of opium to China increased from an estimated 15 tons in 1730, to 75 tons in 1773,
shipped in over two thousand "chests", each containing 140 pounds (67 kg) of opium (Hanes
and Sanello, 2004). Those figures are, of course, only rough estimates, but what the majority of
historians agree on is that the trade increased hugely in volume and the profits for British
merchants were indeed handsome. Opium started to look like the fastest way to rebalance the

huge trade deficit with China. On the positive side, Chinese customers were eager to get the
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drug and British traders were more than happy to extract huge profits; on the negative side, the

Chinese government was not softening its positions on the legality of the trade.

The Chinese Imperial government reaffirmed its ban on the smoking and trading of opium
in 1799 and issued an even stronger ban by Imperial decree in 1810 and by the imposition of
the death penalty to the traffickers in 1838 (Beeching, 1977). This attempts to restrict the traffic
had little effect though: by the end of the 1830s, British merchants were selling around 1,400
tons of opium annually to China. The situation became more and more tense with the growing
popularity of the drug on one side and the increased efforts of the Chinese government to stop
its trade. Chinese’s seizing of a British vessel loaded with opium, and the subsequent destruction
of the drug was going to be the sparkle of the First Opium War. The British Government
demanded apologies and repayment, and the Chinese refused. The opium trade was not an
uncontroversial issue in Britain though: the debate about the infamous trade raged in the House
of Commons. Gladstone, in the 1840 still just a young MP in the ranks of the Tories,
denounced the opium trade and its backing by HM Governments with a famous speech that
furthered his career. That notwithstanding, the Whigh government, led by Palmerston (and
strongly supported by the merchants), defeated a vote of censure and effectively gave the green
light to the First Opium War (Beeching, 1977). The rest, included the second installment of the

conflict, is well known.

Our interest here though, is more about the economic underpinning of the war than its
actual unfolding. Historians agree that Britain’s economic interest was one of the main causes of
both wars. Britain’s finances were in a delicate situation. Wars on the continent had put a strain
on them, and the imports of tea from China were drowning the Treasury’s vault. Given the

government’s strong preferences to rebalance the trade deficit, the UK had the following

10
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options: increasing the exports to the Chinese markets and respecting the Emperor’s ban on the
opium trade; supporting the demands of the opium merchants and try to open Chinese ports to
the trade, using force if necessary; or keep doing business as usual while denying to allow

merchants to smuggle the drug through Chinese ports.

As we'll see further on in the paper, we can represent thusly the utility function of the British

government:

U:f((l, B/ Y/ E)

where a is the opium trade preference, B is the merchants’ preferences, y is the preference

for the use of force, whereas € represents all other factors. We should keep in mind, as usual
when utilizing reductionist models, that we are leaving many other potentially influential
variables “out of the window”. Historians agree that cultural differences played a big part in the
escalation of the conflict between the Celestial Empire and the British Crown. However, they also
agree on Britain’s financial situation as the main reason for the government’s practical support of
the Opium trade (and also as one of the reasons for which merchants’ voices were heard very
loud in the House of Commons). In sum, domestic pressure and international failure, pushed
Britain to force the opium trade to China. It appears quite clear from historical accounts that the
use of force was not Britain’s first choice, but it became a viable road once all the other venues
with the Chinese government were exhausted and once it became clear that the confrontation

with the Chinese would have been relatively inexpensive in terms of lives and equipment.

On their side, the Chinese had, quite obviously, different preferences. China’s preferred
option would have been to maintain the status quo while clamping down on the opium trade

(using force, if necessary); another less preferred option would have been to concede better

11
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market (and ports) access to ‘the barbarians” while still rejecting opium (again, possibly with the
use of force on private traders; and lastly, liberalize the opium trade and grant total access to

foreigners.
Thus we can represent the Chinese government’s utility function:
U:f(n/ e/ Y/ E)

Where eta is the government’s preference for access to ports, theta is the preference for the
opium trade, gamma is the preference for the use of force, and epsilon represents all other

factors. Of course the same words of caution about reductionism apply to this case as well.

As we'll see in the section dedicated to the modeling, we can represent the interaction
between the UK and China in before the Opium War through a sequential move game,
especially if we take the Chinese opium seizing (see above) as the first move of the first player.
Later in the paper | will formalize the preferences’ payoffs and model the interaction in a game

tree.

It is important to notice, at this point, that the situation of the Opium War(s) can be
considered at the same time simpler to model than the current economic interaction between
China and the US, or more complex. More simple because we can always rely on the hindsight
of history, and because the international economic situation was not as complex as it is today. It
is, on the other hand, more complex because factors other than economic interest might have
played a very large role in shaping the two countries’ postures and actions. | need not remind
the reader about the reciprocal lack of knowledge of the two cultures, which in turn caused
reciprocal resentment. The Chinese Empire, in fact, was not used to deal with other nations in

terms of equals (hence the definition of all foreigners as ‘barbarians’), whereas the UK was set in

12
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the European post-Westphalia system. That distance in mentality made establishing diplomatic
ties painstakingly difficult, especially on the British side (on the Chinese side, diplomatic relations
on equal footing were simply not conceivable). Historians (Beeching 1975, Waley 1958, Hanes
and Sanello, 2004) generally agree that this situation was responsible for many of the
misunderstandings that led to the above-mentioned conflict. This said, there is also agreement
on the fact that the two countries’ economic interests were clearly in conflict. That should make
us more confident about the possibility of formalizing the situation through a game model
where economic interests play the main part in shaping the preferences of the two actors.

The next part of the paper will describe the current economic relationship between China and

the US, and will proceed to lay the basis for its formalization in a game model.
4. The present of the US-China trade & debt relationship

The current economic relations between China and the US have been the object of much
debate in both academic and political commentators’ circles. The latter target the relationship
from both left and right. The accent is usually on issues of trade and outsourcing. Opinion
makers on the left (and on the right too) oftentimes target China as the culprit to the depletion of
the manufacturing industry in the United States. China, with its rock-bottom labor costs, is taking
away manufacturing jobs from the United States. Companies in manufacturing sectors are
moving their factories to China to compete for low prices, or they are simply outsourcing the job
to third-party makers. The end result, according to political pundits, is the crisis of
manufacturing jobs market and the impoverishment of the blue-collar class. On the other hand,
giant retailers such as Wal-Mart are taking advantage of the low trade tariffs with China to
compete with lower and lower prices, which in turn put small retailers out of business.

Commentators from the populist right side usually complement that analysis with an emphasis

13
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on the huge trade imbalance that the US is running with a potential competitor in the

International arena.

The academic community, in general, is much more cautious and balanced in the analysis
of the US-China relationship. Economists point out to the huge savings to US customers and to

the advantageous exploitation of comparative advantage in trade.

The policy community, on the other hand, is focused on finding the best way to re-balance
the economic relationship with China, of which the main point is the (apparent) undervaluation
of the Yuan against the US dollar. A stronger Yuan would make Chinese imports less competitive
and US exports more competitive, therefore helping re-balance the burgeoning US trade deficit.

Let’s take a look at the data in the aggregate, to have a more complete picture of the situation.

To put it briefly, the following features characterize the current economic conjuncture

between China and the United States:
a) Bigand growing trade deficit in favor of Chinese exports (see chart);
b) (Supposed) undervaluation of the Yuan against the dollar;
c) Burgeoning debt of the US government;
d) Relevant Chinese holdings of US debt (see chart);

e) Big (though amount is still unknown) holdings of US dollars in reserves' by the Chinese

Central Bank;

! According to Setser and Rosenblatt (2006), the total stock of reserves at the end of 2005 was US$885bn, of which
US$494.2bn in dollar-denominated assets. However, the China’s central bank also owned US$390.8bn in
unknown assets. See Setser and Rosenblatt, 2006 and also Eswar Prasad and Shang-Jin Wei at NBER:
http://www.nber.com/books/ICF/prasad-wei4-15-05.pdf. The latest official data for the People’s Bank of China’s
reserves was $987.9 billion by the end of September and $1.066 trillion by the end of 2006. However, a recent
report by Fitch Ratings estimated the total of foreign assets held by China (not only CentralBank reserves) at $1.55
trillion.

14
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f) Overspending in the US and over-saving in China.

If the picture looks bleak, it is because it might give birth to some troublesome scenarios.
But let's proceed with order. Trade deficit is nothing new for the United States. Every powerful
nation, and the US are no different, looks at trade deficits with malevolent eyes. At the end of the
eighties, when Japanese exports were ravaging the US market, there were fears of an ‘Asian tide’
that would have destroyed US companies. Japanese companies looked unstoppable and US
Congress was seriously considering raising very restrictive barriers (again) on exports from the
Rising Sun. In the nineties, however, Japan plunged into a long stagnation when the US
economy entered a period of unprecedented expansion and all of a sudden, Japan did not look
like a big menace any more. Fast forward almost three decades and China is the new bad boy in

town.

The trade deficit trend has taken an even steeper slope (see chart), public debt is
burgeoning (note that inter-governmental holdings follow the same trend of the total), and
China has quite a share of it, without considering all the reserves in US dollars that the Bank of
China holds (whose amount, again, is still unknown but it is widely considered to be non

negligible — see footnote).
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Figure 1: US Public Debt, Total, billions of US$. Source: US Treasury
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Figure 2: Chinese holdings of US debt, millions of US$. Source: US Treasury
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China is now the second largest foreign holder of US securities, and as Setser and

Rosenblatt point out:

[...] its continued appetite for these securities has contributed to the United States” ability to finance
large current account deficits at relatively modest interest rates. Changes in China’s reserve
management that would dramatically reduce the pace of growth in its dollar assets consequently
have been identified as one potential trigger for unraveling these imbalances. (Setser and
Rosenblatt, 2006).

This is one of the reasons why just the hint of changes in holdings of US Dollars sent
shockwaves through markets worldwide?, even though this piece of news passed almost

unnoticed outside financial circles.

The point here is that on one hand China would want to diversify its reserves to move to

2 See Forbes, “China's Reserves Spur Policy Debate”, November 28, 2006, Forbes, “Hard for nations with
big US dollar forex reserves to switch - China official”, November 26, 2006 and CNN, “China's reserves
shake currency markets”, 28 November 2006.
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rebalance their composition, but on the other hand, if that provokes a further depreciation
against the dollar, that would harm Chinese exports to the United States®. The Fed could be
pressed to raise interest rates, and the large US current account deficit would not be as cheap as
it was before. This scenario, coupled with a thorough analysis of US macroeconomic
fundamentals prompted Nouriel Roubini to speak of a high probability of the US entering a
recession phase in 2007 and some other financial commentators to discuss possible
readjustment scenarios’. Needless to say, a rough readjustment that provokes a sharp drop in
US consumption, and therefore a likely decrease in Chinese exports to the US, is not what the

Chinese want, even without considering the global repercussions of such development.

As we see the situation is tangled in a web of linkages in which the dimension of US debt
and trade deficit risk provoking dire consequences for the United States’ economy, which in turn
could sparkle a financial crisis of big proportions. Setser and Roubini started to highlight the risk

associated with this situation already in 2005:

To date, disagreements on other issues have not prompted China to slow its accumulation of dollar
reserves, but that is not to say that it could not happen in the future. The ability to send a "sell"
order that roils markets may not give China a veto over U.S. foreign policy, but it surely does
increase the cost of any U.S. policy that China opposes. Even if China never plays its financial card,
the unbalanced economic relationship between the United States and China could add to the
political tensions likely to accompany China's rise. (Setser et al, 2005)’

This points straight to the heart of the political relevance of debt, and, more in general, of
economic unbalances. Itis also in line with the worries that China’s announcement to ‘rebalance

its reserves’ sparkled across financial markets in November (see above).

3 Not only that, but would also provoke an appreciation of the Euro, which Europeans are not very keen
on at this point. Recent (March-April 2007) spikes in the value of the Euro, notwithstanding the strength
of the US economy might reflex reserves’ shifting. See Setser, March 20, 2007.

4 See also Wall Street Journal Online, “Dollars, Debt and the Trade Gap, Thoughts on the Dropping
Dollar”, WSJ.com Econoblog, http://online.wsj.com/public/article_print/SB116610894240550248-
ZNP9SCrG1u36eRyr_DC3RjiL98Y_20061225.html

5 See also Brad Setser’s testimony before the U.S.-China Economic and Security Review Commission,
August 22, 2006.
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Figure 3: US-China Trade Balance. Source: FTD. Note: 2006 data only until October
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The bottom line is that the situation is extremely interesting, both from an economic and
from a political standpoint. What we want to see now is how we can represent it in a simplified
manner in order to draw some conclusion on its possible evolution and political underpinnings.
The next sections will deal with governments’ preferences and then how they can translate into

policy choices.

4.1 Preferences Of The US Government

The US government would like to maintain the current trade relationship with China,

following the interests of Internationally-oriented companies, but at the same time would like to
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rebalance the trade deficit. As long as debt goes, it would not want the Chinese to hold so much
of the government’s debt, but at the same time it cannot afford the Chinese government to
diversify its portfolio investments fast, pending a sharp fall in the value of the dollar. A sharp
general fall in the value of the dollar would not be as desirable as a progressive appreciation of
the Yuan against the green note. (Roubini, 2006) In practice, the US would want China to
encourage consumption, in order to stimulate demand for imported goods and divert Chinese
money from savings (which would go into dollar-denominated assets). Does it sound familiar?
History has seen some of this political pressure on a government before. The Bernanke-Paulson
mission had precisely that goal in mind. The Federal Reserve’s chairman Ben Bernanke and US
Treasury’s secretary Henry Paulson recent mission in China had the unstated goal of convincing
China to change position on its monetary policy and spending management (see also The
Economist, “Big guns, small prizes”, Dec. 23, 2006). The ‘mission” has received quite a bit of
attention on the specialized press, and many commentators tried to ‘read’ the intentions of the

involved actors. Probably the best synthesis came from Galbraith on The Guardian:

“So here's the Bernanke-Paulson position in brief summary:

1) China's currency strategy has helped produce rapid growth for 30 years; therefore it should be
abandoned.

2) China's high savings rates have been a key to this success; therefore they should be reduced.

3) China, a country emerging from communism, should spend more on public health and social
security, so that ordinary Chinese can save less. (This is actually a good point, as far as it goes.)

4) The United States, a capitalist country, should spend less on social security and public health, so
that ordinary Americans will be forced to save more.

5) Somehow, all this will reduce the deficit in the US-China balance of trade, a goal whose
importance everyone agrees on but that no one can actually explain.” (Galbraith, J., The Guardian,
December 18, 2006)

Given the above considerations, we can characterize the utility function of the US in the

following way:

U:f((l, B/ Y/ E)/
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Where alfa is the trade deficit preference, beta is the budget deficit preference, gamma is
the currency exchange preference, and epsilon represents all other factors. Let’s take a look at

the preferences of the counterpart now.
4.2 Preferences Of The Chinese Government

The Chinese government’s preferences are, in pure Chinese style, not made as explicit of
the ones that come from US officials (even though Fed’s chairmen have a long-established
tradition of obscure talk). However, we can reasonably try to deduct them from the current
economic situation and the stated goals of the Chinese establishment. They are aimed at
maintaining the current trend of exports to the United States, but without suffering a political
backlash because of Washington’s worries about the trade deficit and about Chinese’s holdings
of US Treasuries. In sum, the Chinese would want a ‘business as usual with gradual rebalancing’
scenario that would not harm Chinese exports while allowing the Bank of China to hedge
against the depreciation of the dollar. It goes by itself that the Chinese government would not
want the US to dictate trade policy and even less Chinese domestic policies: spending changes
will be decided if and when they suit the interests of the Chinese government (and, of course, the

Chinese Communist Party).

In the same way we proceeded above, here is the utility function of the Chinese

government:

U:f(n/ e/ Y/ E)

Where eta is the trade preference, theta is the preference for currency exchange, gamma is

the set of preferences for domestic economic policy, and epsilon represents all the other factors.

The two utility functions above give us the composition of the preferences of the two

21



Lapo Salucci — Depths of Debt MPSA 2007

players, in the same way that we saw for the previous case. The next section will translate those
preferences in a sequential game model to see what happened in our historical case and what is

likely to happen in the current situation.
5. Analysis & Models

This section utilizes two sequential games model to formalize the interaction between
China and the UK before the Opium War first, and the current interaction between China and
the United States next. The payoffs value, specified in the summary tables and in the extended

game figures follow the specification of preferences that we set in the previous sections.
5.1 China - UK “Opium War” model

We can describe the sequence of choices that led to the Opium War by utilizing a
sequential game model in which both countries follow a path in accordance with their
preferences. To the objection that China should have never chosen the path of conflict,
rationally speaking, we can reply on one side with lack of information, which made the choice
of seizing opium more appealing than it would have otherwise; on the other side, with the
Imperial governor’s necessity to ‘save face’. Every scholar of China knows how important a
concept that is for the Chinese. Inactivity simply was not an option for the Chinese in such a
situation, even though it became quickly apparent that they would have lost an armed conflict
with the UK military. It is true that the incorporation of such concept in a rational choice model
might leave room for criticism, but it is also true that, especially at the time, it was an important

factor in the explanation of Chinese officials’ choices, as historians agree on.

The table below summarizes the possible outcomes, the sequence of choices, the

descriptions of actions and both countries’ payoffs in the situation that led to the 1** Opium War.
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Table 1: China - UK. Path to the 1st Opium War

Sequence of China’s UK

Outcome Choices Description Value | Value

A China doesn’t seize opium; merchants still 3 )
a . .
smuggle drug; Chinese market still legally closed.
China seizes opium; UK declares war immediately;

China defeated. UK merchants pleased; Deficit

—_
—_

reduced and debt more manageable but House
divided
China seizes opium; UK demands repayment;

C b-d-e China accepts UK demands; opium trade legal; 0 4
debt and deficit: see above.

China seizes opium; UK demands repayment;

D b-d-f-g China denies repayment; UK declares war, wins,

No
(OS]

satisfies merchants and diminishes deficit, debt
more manageable (actual outcome).

China seizes opium; UK demands repayment;
E b-d-f-h . .
China denies repayment; UK backs off.
The following diagram depicts the game in extended form:
* Capitalized letters represent outcomes;
* Lower-case letters represent choices;
* China’s payoffs are first in parentheses, UK’s second

* Boxes indicate the actors’ turns

Figure 4: China - UK. Path to the 1st Opium War
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China
b Seize Don't Seize a
UK UK
c Use of Force Demands d No Change
B(1,1 A(3,2
(1) China (32)
e
Accept Reject
C(0,4) UK
g Us?)f Force BackOff h
Actual Qutcome D(2,3) E(4,0)
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Comments

As we hinted above, here we have the advantage to have a more complete knowledge of
how things went, which increases our grasp on the players’ choices. We see that simply doing
nothing (or at least waiting) would have been a much more favorable option for the Chinese, at
least from a strict costs-benefits standpoint. However, as hinted above, that option was simply
not available anymore to Chinese Imperial officials. Also, it is very likely that their perceived
utility might have been extremely different, given the insufficient and/or distorted information
that they had on the military prowess of the UK. What we see, anyway, on the Chinese side, is a
move that led China to a sub-optimal equilibrium. On the UK side, on the other hand, we see
that the domestic situation, compounded with the trade deficit, makes the option of the use of

force even more appealing.

Generally speaking, this analysis should make us think about the importance of
information asymmetry in such a situation. On one side, the Chinese seemed to lack certain
information about UK'’s military might. That knowledge should have made them consider the
possibility of a military showdown with the British under a different light. At the very least,
knowledge of the power differential would have caused them not to take action that could have
led to military action on the British side. Also, there was a domestic problem that made things
even more complicated for the Chinese. The Emperor certainly did not have the same
information as his men on the field (Beeching 1975, Waley 1958, Hanes and Sanello 2004).
That depended on several factors: sheer distance, which was an issue at the time; his cohort’s
efforts to keep him disengaged from politics; and the reluctance that his local administrators had
when it came to providing news that went against the Chinese conventional wisdom about

‘western barbarians’.
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All those factors together conjured for an information asymmetry that led to the way the
Opium War unfolded. Needless to say, the Chinese were also unaware of the domestic political
situation in the UK. At this point we are in the realm of pure speculation; however, it seems
reasonable to expect that had the Chinese been aware of the internal divisions of British
domestic politics, they would have tried to exploit the situation in their favor, or at least they
would have tried actions that would tilt the situation in favor of the ‘interventionist’ faction in the

UK.

Those consideration should make us think that in that case, war has definitely had the task
of signaling information to both players involved in the interaction (Fearon 1994a, 1994b,
1995): it became soon clear to the British that they were likely to obtain a relatively cheap victory

and to the Chinese that they could not match their adversary’s military power.
5.2 China — USA model

In a similar way we can describe the current interaction between China and the United
States through a sequential game (again, in extended form). The table below provides outcomes,
sequence of choices, synthetic descriptions of moves and outcomes, and payoffs of the two

players.

Table 2: China - US

Sequence China = US

. D .
Outcome of Choices escription Value Value

China complies with all Bernanke’s and Paulson’s
demands; US trade deficit progresses toward
rebalancing; China slows exports but dollar
stabilizes;
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B b

C c-d
D c-e-f
E c-e-g

China complies partially with demands; US pressures
lessened; progress toward rebalancing through
further gradual appreciation of Yuan and/or
increased Chinese spending. Most desirable
outcome

China does not comply with demands; US interrupts
pressures; current trends continue; if dollar slumps
China diversifies holdings of debt;

China does not comply with demands; US renews
pressures; US puts trade barriers; China rebalances its
reserves to other currencies and abandons US debt;
dollar slumps; US lets dollar depreciate; rebalancing
through currency exchange; debt still burgeoning;

China does not comply with demands; US renews
pressures; US puts trade barriers; China rebalances its
reserves to other currencies and abandons US debt;
dollar slumps; financing US current account deficit
becomes much more expensive

MPSA 2007
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The diagram in Figure 5 depicts the game in extended format.

Figure 5: China - USA. Economic policies

China

No compliance
Partial  Comply

C
/ b a
USA

B(3,3) A(1,4)

Interrupts Barriers
d pr/essures \e
C(4,1) China

¢ 7"9"" 'Abandon’ $ g

D(0,2) E(2,0)

Comments

In the case of the current China-US interaction, we see that the middle course that many
economists are proposing is definitely the most efficient outcome in the aggregate, as things
stand now. While this seems the most probable outcome for the immediate future, things might

change quite rapidly. The hint that came from the Chinese central bank in November might as

28



Lapo Salucci — Depths of Debt MPSA 2007

well be a sign of its future course. The point here is that if Chinese progressively rebalance their
trade exports, then their payoff for outcome (E) could change and become more preferable than
outcome (B). That would be a very dangerous scenario for the United States, as Setser recently
pointed out (see above). In the short term, that would not be desirable for the Chinese, but the
evolution in trade patterns, coupled with US domestic political pressures to deal with the trade
deficit with China could push the Chinese toward an outcome that is globally less preferable (or

less efficient, if we want to put it in economic terms).

Comparing the information’s situation to the Opium War case, we can note a difference
here. The information asymmetry seems to be in favor of China this time. In fact, it seems to be in
the interest of the Chinese to keep the US guessing about China’s reserves and Chinese’s
intention about an eventual rebalancing. It appears that China could indefinitely be playing a
waiting game with the maintenance of current US account deficit, if only they are able to
diversify the consumers of the goods they produce (which would seem to be the case in the

medium-term future, given the economic developments of the South-East Asia area)®.

Itis now time to draw some preliminary conclusions and to propose some directions for

future research, since this paper is to be considered only an exploratory analysis of the subject.
5.3 Conclusions

This research is still too much in an infancy form to draw robust generalized conclusions
about the relevance of debt to political interaction between nations. In fact, we can only say that
‘debt matters” and that it influences policy decisions and political postures in an important way,

but that is hardly new, even though not many researchers gave it the spin that this paper

6 On the other hand, there are hints that the domestic political situation is changing in the US, moving
Congress to a much more aggressive anti-China stance when it comes to trade policy; see Weisman,
March 30, 2007.

29



Lapo Salucci — Depths of Debt MPSA 2007

proposes. With reference to the field of International Political Economy, it is the opinion of the

author that the analysis of debt relationship can shed light on the concept of systemic

interdependence that, even though useful, has remained in many ways too general to serve as a

useful analytical tool.

In order to transform it from an exploratory analysis to a rigorous research on one side and

to give it significant policy relevance on the other side, the following steps are necessary:
a) Specify the mechanism(s) through which debt influences policies;
b) Incorporate domestic actors in a similar fashion to the UK-China case;
c) Formalize such mechanism in a theory form;
d) Specify more thoroughly actors’ preferences through their utility functions;
e) Find additional evidence, both in quantitative and in qualitative form;

f) Explore alternative explanatory mechanisms and compare their explanatory power.
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