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Abstract
The United States and China, the world’s two largest economies, are locked into strategic competition
and rivalry that complicates international policy choices for the rest of the world, but particularly for
their partners in Asia. Economics and security are increasingly entangled in a way that may cause
damage to both, creating a dangerous trade-off and a negative feedback loop on both economic and
security outcomes. Economic coercion is being deployed to narrow choices for countries. This paper
demonstrates the security value of the multilateral trading system and economic interdependence.
Economic coercion is blunted by an open multilateral trading system that significantly reduces the
cost to targeted countries. Multilateral engagement helps manage important risks that countries face
by diffusing power and providing forums for collective action by small and middle powers that provide

leverage.
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Multilateralism and economics over politics in East Asia

Global prosperity in the post war period has been built on an open, rules-based multilateral trading
system and no countries have benefited more than those in East Asia. The economic success of East
Asia, led by Japan, the newly industrialized economies and then Southeast Asia and China, has helped
bring hundreds of millions of people out of poverty and had a pacifying effect for those countries that
joined the economic integration process.

The US security system and leadership on global economic norms and rule enforcement were
necessary conditions for East Asian economies and those like Australia and New Zealand that were
deeply committed to the process, to confidently rely on international markets to secure and lift living
standards. Japan, and later South Korea and China, relied on the international market to secure food,
energy and raw materials necessary for post war reconstruction, industrialization and modernization.
Countries like Australia maintained commitment to openness and the reliable supply of energy, food
and raw materials.

Southeast Asia pursued a process of regional cooperation and economic integration through the ten
members of the Association of Southeast Asian Nations (ASEAN), a grouping initially formed as a
security pact among five members during the Cold War. The commitment to opening up economies in
Southeast Asia has been gradual and uneven across the region, but the economic cooperation process
in ASEAN has resulted in a region deeply integrated into the global economy — importantly those of
its major neighbors (Pangestu and Armstrong, 2021). The ASEAN strategy of open regionalism meant
regional cooperation has been built on and contributed to the broader multilateral trading system.

In Northeast and Southeast Asia, economic integration occurred despite political relations where
unresolved history, regional rivalry and geopolitical differences persisted. China and Japan’s huge
economic relationship, forged under the framework of the WTO, despite the vagaries of its political
ups and downs, is the most prominent example (Armstrong, 2012). The economic interdependence
achieved through commitment to openness and equal treatment under the most-favored-nation (MFN)
principle of the WTO was facilitated by regional arrangements like APEC and the ASEAN plus
processes that were built on top of the multilateral system and complemented it, instead of
substituting for it.

In the post war period — even in the post-cold war era of rapid globalization — economic policy was
never separate from considerations of national security. Economic exchange always involves risks,
including national security risks and the possibility of economic or political coercion. Risks have been
managed and minimized under the US-led multilateral rules-based system that allowed decades of
deepening economic ties, including those of China with the rest of the world. East Asian economies
could commit to open economic policies and engage in a process of regional economic integration
that deepened interdependence. Economic cooperation and integration led political cooperation and
constrained political enmity in East Asia. Economic exchange was a source of prosperity and security
under the post war multilateral order. That was not always the case.

It was the Great Depression and the use of economic coercion, or economic aggression and weaponry,
in the interwar period that helped fuel the national rivalries that escalated into conflict and world war
in the 1930s and 1940s (Hirschman, 1945, Armstrong et al., 2022). The Bretton Woods institutions,



and for trade especially the General Agreement on Tariffs and Trade (GATT), helped to constrain
protectionism and the use of economic coercion and largely separate trade policy considerations from
national security and geopolitics (Cooper, 1972a). The rules-based international trade order was
centered on the GATT, which later became the WTO and was largely underwritten by the United
States over the past 75 years, helping manage risks from economic engagement.

Under the US-led multilateral economic order, for those countries that had committed to the system
even during the Cold War, the conduct of trade policy could to some extent be pursued separately
from national security considerations. Participants surrendered the right to use trade levers to exercise
political coercion, except in special and unusual circumstances. The GATT allowed trade between
countries under agreed multilateral trade rules that largely quarantined them from geopolitics. There
were, of course, economic and political disputes between countries, and some of those disputes led to
trade sanctions and political coercion outside the rules, but disputes were generally nested in the
multilateral geopolitical order and were the exception, not the rule. Many could be resolved
peacefully within the GATT framework. In that way international economic policy was largely siloed
from national security policy. Within its ambit, the US hub-and-spokes security system added to
political stability in an environment where multilateral trade rules could manage economic exchange
to the benefit of countries that signed up to them.

That was then, while the rules could keep pace with developments in commerce and before the rise of
China and other emerging countries meant the system could no longer be led mostly by one
superpower, the United States. The system has steadily and fundamentally changed and is now under
the biggest threat that it has faced since its creation in ashes of world war.

The next section describes the threat to the global economic order before examining and explaining
the entanglement of economics and national security, and the risks that poses. Then the paper
exemplifies the security value of the multilateral trading system, from the thinking behind the creation
of the system to recent developments that demonstrate its importance for prosperity and security.
Some of the instruments available to preserve and reform the multilateral trading system to avoid a
dangerous trade-off and a negative feedback loop on both economic and security outcomes are then
examined before concluding.

The global economic system under threat

The open multilateral trading system is under threat, facing the biggest challenge since its creation in
the immediate post war period. Post war economic crises did not erode confidence in multilateral
trade significantly, until the global financial crisis of 2008 saw a sharp rise in protectionism in the
United States and Europe (Evenett, 2019). The Soviet Union had earlier carved itself out of the system
in a competing bloc that strengthened, instead of weakened, the commitment to liberal international
economic policies for those members of the original GATT.

The post war economic order has in part become a victim of its own success. The structure of global
power has changed dramatically, largely due to the economic rise of Asia and especially China.
China’s entry to the WTO in 2001 was a watershed for the global trading system that helped China
rise to become the world’s largest trading nation and second largest economy within a decade. China’s
reform process and its transition from a centrally planned economy accelerated but in key areas like
the relationship between the state and the market, with its state-owned enterprises, reform stalled.



China’s weight in the global economy means that the uneven playing field in China has significant
spill-overs internationally. Not all countries see China’s measures as an economic threat, and the
world has benefited significantly from China’s economic growth. But some advanced economies see
forced technology transfer, industrial subsidies and intellectual property theft directly damaging their
interests.

China has also deployed economic leverage and weaponized interdependence against other countries
aimed at achieving political concessions, shaking the confidence of many countries in China’s
commitment to the spirit and rules of the multilateral trading system.

Multilateral trade rules have also failed to keep up with modern commerce. The WTO Doha Round of
Development that was launched in 2001 failed to conclude and, until the 12th Ministerial Conference
of the WTO in 2022 (MC12), there had been no multilateral agreements or significant progress in
updating rules in the WTO. Rule-making in e-commerce and digital, intellectual property protections,
labor and environmental standards and investment protection, as well as trade and investment
liberalization has occurred in bilateral, regional and plurilateral rather than in multilateral agreements.
The progress outside of the WTO framework is still built on the premise of WTO-plus agreements
that rely on the underpinning of the WTO because of the uneven coverage of issues and countries
across agreements, and reliance on dispute settlement in the WTO. The patchwork of rules from
smaller agreements that try to cover these issues leave major gaps in trade governance and could
cause economic fragmentation in the global economy.

Perhaps the biggest direct threat to the multilateral trading system has come from protectionism in the
United States. Growing inequality in the United States that accelerated after the global financial crisis
in 2008 and strategic competition with China have led to the United States actively undermining the
WTO. The structural problems that led to the rise of President Donald Trump in the United States —
growth in inequality, the erosion of the social safety net and the social compact, as well as a political
psychology triggered by a relative decline in US global power — will take time to remedy.

The ‘America First’ protectionist policies of President Trump led to a series of unilateral trade
measures aimed at other countries that resulted in a trade war with China and managed trade deals
with Europe and Japan, that are anathema to free trade. The US veto of appellate judge appointments
left the dispute settlement system in the WTO unable to enforce its rules for all members since 2019.
By the end of 2022 there was no doubt that the Biden Administration in Washington had joined its
predecessor the Trump administration on the mission to ignore the rules-based international trading
system.

The Biden Administration is pursuing a foreign policy for the middle class and the domestic problems
still drive US policy strategies and its foreign policy posture. US Trade Representative Katherine Tai
left no doubt as to the Biden administration’s rejection of global economic rules in her response to the
December 2022 WTO ruling against the steel and aluminum tariffs that the United States deployed in
the name of national security. Tai declared that the WTO “should not get into the business of second-
guessing the national-security decisions that are made by sovereign governments”.

The Biden administration introduced the CHIPS and Science Act in late 2022 that sought to limit
Chinese participation in the complex international semiconductor chip trade and production networks.
There is no longer any pretense of not forcing countries to choose between China and the United
States — if US allies remain in the semiconductor business with China, they will be hit by sanctions.



The Biden administration also introduced the Inflation Reduction Act which creates an uneven
playing field with the subsidization of electric vehicle manufacturing in the United States with large
scale buy-in to industrial policy — exactly the issue it has been accusing the Chinese of — and retreat
from open trade.

This is a significant U-turn in US economic policy and a major blow to the rules-based economic
order, of which the United States had historically been the primary defender. It’s a development of
systemic importance because, however challenged its economic and social infrastructure, the United
States is still the largest economy in the world and the world’s second largest trader. The United States
is now much less important than it used to be in the world economy and global trade, but it’s still the
world’s superpower and its innovation and moral authority mean that countries still look to
Washington to lead.

The United States and China, the world’s two largest economies, are locked into strategic competition
and rivalry that complicates international policy choices for the rest of the world, and particularly for
their partners in Asia. They are locked into zero-sum strategic competition where each sees any gain
by the other side as a loss to themselves. That is making global cooperation in multilateral forums
very difficult despite the world’s facing many major challenges, like climate change, pandemics and
the outdated multilateral rules that require cooperation to resolve.

China and the United States are embarked on decoupling that thus far has been limited to high tech
sectors like semiconductors and electric vehicles, but the bounds of that decoupling are not clear and
the rest of the world is being forced to make choices between China and the United States in those
areas.

Russia’s invasion of Ukraine has put further pressure on the global economic system. Food and
energy inflation are putting protectionist pressures on countries, and the large-scale economic
sanctions on Russia — while acceptable because of its violation of Ukraine’s sovereignty — threaten
to unleash the use of economic sanctions more broadly from which there is no clear exit strategy when
conflict ends.

The misuse of economic tools and economic leverage for geopolitical purposes or of protectionist
industrial policies by China and the United States have significant negative spill-overs on the rest of
the world and have brought significant uncertainty to the multilateral trading system. That is
especially the case in East Asia that is integrated into the global economy and has complex economic
interdependencies around regional supply chains. The contagion of protectionism is a real threat,
especially when combined with the weaponization of trade and interdependence. The high politics of
national security and sovereignty is adversely affecting the politics of economic exchange between
countries.

The weaponization of interdependence, securitization of trade and geoeconomics are now
commonplace in academic literature and policy debates. The study of states weaponizing
interdependence by Farrell and Newman (2019) and the widespread adoption of the use of
geoeconomics, largely understood to be defined as the use of economic tools deployed for security or
geopolitical purposes by Blackwill and Harris (2016), has led academic and policy debates. That
literature treats economic exchange as zero-sum, or even negative-sum, where interdependence is
seen as a security risk and vulnerability with relative economic gains more important than absolute
gains (Roberts, et al. 2019; Golley, 2020).



Economic exchange can still be mutually beneficial and positive-sum. It also has a pacifying effect if
the negative security externalities can be managed. Security risks can be mitigated with rules and
interdependence so that there are positive spillovers from economic exchange and interdependence to
security. That is the ‘commercial peace’ and there is a rich literature that finds strong evidence of the
pacifying effects of greater trade shares. Why then has the recent literature on weaponized trade and
interdependence and geoeconomics that applies to only a subset of the overlap of economics and
national security?

The recent economics literature has lagged that of international relations, security studies and political
science in the study of the nexus of economics and national security. That is perhaps because the
economic fundamentals of free trade largely have held a consensus among economists and could be
pursued without consideration of geopolitics or security. The creation of the GATT in the postwar era
meant that trade and international economic policies were largely able to be pursued separately from
the ‘high politics’ or ‘high foreign policy’ matters of national security and survival (Cooper, 1972a).
Trade disputes across the Atlantic, with Japan and in the context of the Cold War meant there was an
explicit recognition of the economics and political-security nexus by economists from an American
perspective in the 1970s and 1980s (Cooper, 1972b; Dixit, 1987; Srinivasan, 1987). Externalities from
growing economic interdependence where vulnerability and sensitivity to growing trade shares also
created a literature that explored the interaction between trade, political security and conflict (Cooper,
1972b; Mansfield and Pollins, 2001).

If the United States continues to be a source of uncertainty for the multilateral trading system and
China continues to skirt the rules with economic coercion, will states view the risks of growing
economic interdependence as not worth the gains? How do smaller countries, middle powers and the
rest of the world navigate their economic, political and strategic choices when China and the United
States are increasingly applying pressure to choose between them? US allies like Australia, South
Korea and Japan need to balance their security interests alongside their economic interests — but are
they destined to a prosperity—security trade-off, the parameters of which are fixed independently of
their own strategic behavior?

To answer those questions, the next section first presents economics and national security as
complements and then describes how they are increasingly being cast in terms of a zero-sum trade-off.

Prosperity and security as complements

The recipe for a modern, secure country — a strong economy that’s globally integrated through trade
and investment and cooperation — has not changed. But economics and security are increasingly
entangled in a way that may cause damage to both, creating a dangerous trade-off and a negative
feedback loop on both economic and security outcomes. There are policy choices that make countries
poorer and less secure and there are policy strategies that can help manage risks to prosperity and at
the same time contribute to national security.

The most basic complementarity of economics and security starts with the need for a strong economy
to finance a military and defense force. National security includes military security and protecting
sovereignty: both are achieved more readily if a nation achieves economic strength. Economic
exchange builds national wealth and power and is a source of economic and therefore military
strength.



For centuries there has also been a recognition that economic exchange between countries also has a
peace dividend by increasing the costs of conflict. Montesquieu argued ‘peace is the natural effect of
trade’ in 1748 because trade made countries reciprocally dependent (Montesquieu, 1748). Karl
Polanyi famously argued that the ‘long peace’ in Europe in the nineteenth century was enforced by
High Finance, which would tolerate no expensive wars that would threaten the fiscal stability of states
to which it loaned money and in which it conducted most of its profitable business (Polanyi, 1944;
Flandreau and Flores, 2012). Economic engagement between countries can strengthen national
security by reinforcing and habituating adherence to a rules-based order that creates a bigger and
broader plurality of interests. Foreign investment creates foreign stakeholders in the health of an
economy in which they are invested.

International trade is driven by mutually beneficial trade and investment and its win-win, positive-
sum aspects have helped deliver development and prosperity to countries that have participated in
opening up their economies. Many of the most successful development stories are in East Asia.
International specialization has allowed higher levels of production and consumption to spread across
the region and accelerated growth through production fragmentation in international supply chains.

Asian economies have achieved economic strength through international economic integration;
economic strength and the system of multilateral economic ties have also reinforced political
independence and security. Economic competition under accepted rules brings gains for all sides and
is about improving competitiveness, productivity and welfare. It has a significant peace dividend.

Risks from international economic exchange can be managed with strong domestic rules, regulations
and institutions. They can also be managed internationally with strong rules, norms and institutions
that reduce the number and capabilities of malign actors, including by shifting the risk onto actors
with malign intent. That process is strengthened, not weakened, through international cooperation.

The pursuit of economic and security objectives is rarely sensibly framed as a zero-sum game, in
which a nation cannot attain more of one by surrendering certain amounts of the other. It is a
multidimensional game in which, not always but to a significant degree at least, these objectives are
complements, where more of one enhances attainment of the other and where mixed interests are
common.

While trade may encourage peace, it can also be a source of conflict. There is ‘the possibility of using
trade as a means of political pressure...in the pursuit of power’ (Hirschman, 1945). The gains from
trade between nations can be unequally distributed within countries as well as between countries,
leading to a change in the structure of power within a country and between countries. Economic
interdependence can introduce vulnerability in relations with another nation (for example, through
exposure to a dominant resource or strategic goods supplier) and sensitivity to dependence (for
example, through the effect of economic shocks such as inflation or exchange rate volatility in one
country on another)?.

The multilateral trading system that Hirschman foreshadowed to address these vulnerabilities through
trade in 1945 was conceived to help manage these negative externalities from growing trade shares.
Its real-world manifestation, the GATT, was designed to discourage and constrain the use of trade

2 See Mansfield and Pollins (2001) for a review of this sensitivity and vulnerability literature.



sanctions for political pressure while the other Bretton Woods institutions were designed to help
manage the sensitivity to international economic dependence and manage the change in the structure
of power between countries. The multilateral system is protection for small and medium powers:
while it reduces the costs of trade coercion to both perpetrator and victim, the reduction is
comparatively far greater for the ‘victim’ nation, which can use the system to find new markets for its
imports or exports.

Confidence in the multilateral trading system is fracturing and trade and international commerce is
once again increasingly seen as a source of vulnerability in relations with other countries. The use of
trade as an instrument of political pressure in the way that characterized the interwar period
Hirschman described at least in some measure threatens to return with strategic competition between
China and the United States.

Economic competition and strategic competition

The risks of international exchange have come to dominate the calculus of many policymakers as the
world becomes more complex and uncertain. The growth of strategic rivalry between the United
States and China in recent years has encouraged reversion to narrower conceptions of national
security or geopolitics characterized by zero-sum, or even negative-sum, thinking. For one country to
gain, it must do so at the expense of another. Locked in strategic competition, countries try to
undermine the other and often pursue policies that are costly and damaging to themselves.

The Cold War between the United States and its allies against the Soviet Union was an earlier
example. Strategic rivalry between countries is often framed such that any gain by a strategic
competitor registers as a loss for the other. There are also positive-sum elements between countries
when one country’s stability and security have positive spillovers to others, but usually military
security — the contest for territorial control, for example — and great power rivalry is zero-sum.

In the past half decade there has been an eruption of instances of economic coercion. They have led to
ideas about the pervasiveness of weaponized interdependence and the mobilization of the
weaponization of trade, or securitization of trade, to pursue political goals (Farrell and Newman,
2019). As a result, countries are under increasing pressure to choose between China and the United
States, or between prosperity and security. Both are false binaries.

New technologies have also aggravated security concerns about ‘weaponized interdependence’.
Economic network risks are being exploited by both state and non-state actors with cyber theft and
cyber-attacks. Al, 5G telecommunications, and the growing importance of digital trade raise new
economic opportunities and security challenges for which no clear rules exist. Industrial subsidies for
electric vehicle manufacturing in the United States have been followed by the promise of similar
subsidies in the European Union. American extra-territorial sanctions on the trade, development or
production of semiconductors involving China are forcing companies in US allied countries to extract
themselves from the Chinese market and China from their supply chains, often the largest part of their
business. These US measures are protectionist industrial policies deployed for geopolitical purposes
as well, as part of strategic competition with China.

China is of course no stranger to economic coercion, having deployed a series of economic and trade
sanctions against Australia, Japan, South Korea, the Philippines, Norway and Lithuania in an attempt



to change policies in those countries. Two of those episodes, and their economic futility is examined
later in the paper.

The perception of economic exchange between countries as weaponized or giving an adversary
leverage turns positive-sum economic exchange into a zero-sum or negative-sum calculus. Economics
and national security thinking have thus become entangled in a way that complicates policy choices
and that can lead to countries becoming poorer and potentially less secure.

Economic policy deployed for national security or geopolitical purposes, sometimes called
geoeconomics, can make countries weaker, poorer and less secure. Economic exchanges, in this
conception of the world, are thought of as tools to achieve zero-sum or negative-sum outcomes
instead of creating mutually beneficial economic outcomes. This misdirection of such policies can
damage both economic and national security outcomes. North Korea is an extreme case where the
pursuit of security objectives through self-sufficiency strategies ignores economic considerations:
North Korea has secured itself from vulnerability to economic dependence on other countries and
sensitivity to economic shocks from other countries at the cost of prosperity and durable military
strength.

Ever since President Jefferson’s Embargo Act of 1807 that banned trade sent the newly founded
United States into a recession with little impact on European powers threatening its own security,
governments have misapplied economic tools in ways that result in such self-harm. A recent example
is the Trump administration’s tariffs on steel and aluminum, washing machines and solar panels and
the tariffs it threatened on automobiles. These measures, justified in the name of national security,
were deployed under Section 232 of the Trade Expansion Act of 1962. There is no evidence they
made the United States more secure but plenty of evidence they were costly to the US economy
(Bown, 2020; Amiti, Redding and Weinstein, 2019).

The national security exception (Article XXI) under multilateral commitments in the GATT and WTO
was included in the rules to allow countries to deploy trade measures in extreme cases. The security
exception was let loose in 2014 during Russia’s annexation of Crimea and is now being deployed by
the United States without regard for WTO obligations.

If countries do not get the framework right to manage strategic policy making in these new
circumstances, there could be a return to the economic and security policy environment of the
interwar period. That was a period of ‘beggar-thy-neighbor’ policies, unilateralism, trade
discrimination and escalating protectionism through the exercise of raw national power. Economic
aggression was a source of escalation to conflict. There is a risk of the unwinding of the multilateral
system born at Bretton Woods that moved the world to cooperative outcomes with rules that avoided
these prisoner’s dilemma or lose-lose outcomes.

Arguments that technology is providing asymmetric leverage in trade ignore the fact that technology
is also increasing the supply of alternatives and making markets more contestable. To the extent that
nations exploit their current technological advantages likely means that those advantages will not last
long if they do not remain open and connected to new ideas.

National security relies on the logic of command and control and applying resources in contests of
attrition. That is not how economies work. A focus on security risks without considering forgone
economic benefit or mitigation strategies to deal with those risks leads to all-or-nothing outcomes



when all-or-nothing outcomes are not the only option—in the language of economics, to corner
solutions when the utility-maximizing solutions are interior ones. Concern about foreign influence
over technology has led the United States and some of its allies to decouple from Chinese
technologies, such as 5G telecoms, artificial intelligence, machine learning and quantum computing.
Such disengagement may damage national security, not only in areas where China already has
technologies that are more advanced than the rest of the world.

Innovation in the modern economy means working with ideas from wherever they are sourced around
the world. There is no other way of staying close to the global technology frontier. Inability to keep up
with the technological frontier will make countries poorer and reduce the strategic options available to
them.

If trade and investment is not managed with robust domestic regulation and international rules,
positive-sum economic exchange may indeed become zero-sum or negative-sum games. If domestic
rules and institutions are unable to regulate foreign investment, the risks that come from allowing
foreign ownership of economic and strategic assets might outweigh the economic benefit from the
investment. Foreign ownership of an asset that includes health and other sensitive data, for example,
would need strong laws, credible enforcement and punishment, and capability to police those laws. In
the case of data assets, it is often not the ownership of the asset that is the fulcrum of risk, but the
cyber security surrounding that asset. Without the capacity and effort to identify the risks and regulate
appropriately, perceptions of risk may too easily outweigh the potential benefit of trade and
investment transactions and the benefit from them be foregone.

The direct economic benefit from a foreign investment and its positive externalities, including its
peace dividend, will be forgone because of the negative externality of risk to national security. With
proper domestic rules and regulations, however, the security and other risks can be mitigated.

The multilateral trading system is important for mitigating risks, including security risks, keeping
policy options open and avoiding the false binaries of economics versus security being imposed on
countries.

The security value of the multilateral trading system

China has blatantly deployed economic coercion for geopolitical purposes. Its securitization of trade
has also been largely counterproductive. Its restriction of rare earths exports against Japan over
territorial disputes was checked by application of the multilateral trade rules and the emergence of
alternative suppliers led it to lose market power. Its economic sanctions against South Korea over the
Terminal High Altitude Area Defense (THAAD) system, on the other hand, largely lay outside the
discipline of multilateral rules. China’s economic sanctions against Australian barley, wine and other
commodity exports, are the most comprehensive and glaring of Chinese attempts so far at economic
coercion. But these measures have not been without cost to China as they increased Chinese costs and
prices and undermined confidence in Chinese trade because of significant changes in the political risk
calculus for businesses. Nor did China’s coercive measures lead to political capitulation by South
Korea or Australia.

The use or misuse of economic leverage as a tool for coercion by a country against another country
for political purposes occurs when there is market power. Restricting imports or conducting an export



embargo where there is a competitive market has little to no effect as alternative buyers or suppliers
are easily found — competition crowds out strategic behavior. In monopolized markets, or where
there is significant market power, the monopolist can extract rents. The same is true for a monopsony,
or a market where the seller has significant market power. Market power and economic leverage is
deployed to maximize rents but can also be leveraged for political or geopolitical purposes.

Governments intervene in markets for commercial reasons or political purposes where there are
asymmetries in dependence, or market power. The United States limited Japan’s semiconductor
industry in the 1980s to preserve US market power and economic rents and avoid competition. And
Australia’s interventions in the iron ore market at the height of the commodities boom in the 1980s to
increase economic rents led to Japanese investment in Brazil create alternative supply.

Two examples from Chinese interventions in the international market for political purposes help to
demonstrate the limits of the effectiveness of economic weaponry. The first is China’s export
restrictions of rare earth elements, critical for high tech manufacturing, to Japan in 2010 and the
second is Chinese import restrictions on Australian goods in 2020.

A collision between a Chinese trawler and the Japanese coast guard in the East China Sea in
September 2010 led to a dispute over Chinese export restrictions of strategically important rare earths
to Japan. At the time, China had a near monopoly by producing 97 per cent of global rare earth
supplies despite only having an estimated one third of global reserves.

Rare earths are a group of 17 minerals that are essential for manufacturing smartphones, electric
vehicles, military weapon systems and other high-tech products. Japan was the largest global
customer, followed by the United States and the European Union. The ban on rare earths exports is
now commonly cited as an example of Chinese economic coercion for geopolitical purposes.

The response of the international market to China’s export restrictions meant that they were an own-
goal. The perceived shortages in supply of rare earths and the uncertainty that China’s actions caused
in markets meant that the price of rare earth minerals rose rapidly, making it profitable for others to

enter the global market (see Figure 1).

Figure 1: Japan’s importing price of rare earth metals, ‘000 Yen per kg
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China was supplying over 90 per cent of Japan’s rare earth metals prior to the Chinese export
restrictions but that share fell rapidly as other export sources came on stream (Figure 2). China was
still a dominant supplier, and illegal mining and exports of rare earth metals continued out of China
via Vietnam, but US, Vietnamese and other sources became commercially viable. Japanese companies

and the Japanese government have invested in rare earth development elsewhere and industry has
developed self-insurance policies such as stockpiling rare earth metals.

Japan, joined by the United States and European Union, launched a successful case against China in
the WTO in 2015 with China accepting the ruling. There are well known problems with the dispute
settlement system in the WTO — such as the length of time it takes to reach a ruling — but this case

demonstrates China’s adherence to the rules-based trading system at the time, and the priority that
should attach to maintaining confidence in the enforcement of its rules.
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Figure 2 Japanese rare earth metal imports from China, 2005-2015
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How could the world let any one country come to supply 97 per cent of a material critical for high-
tech manufacturing? There are two related reasons. The mining and production of rare earths involves
significant environmental damage that many potential producers were unwilling or unable to afford.
Chinese policies that encouraged the production of rare earths, combined with its initial inability to
price environmental costs in their production, meant that it enjoyed a large international cost
advantage. The cost advantage was not the only factor — China’s membership of the WTO, that
signaled its commitment to international trade rules and norms, increased importers’ confidence in
China as a reliable supplier. The Chinese track record and WTO commitments meant that the risk-
adjusted price was low enough for countries to rely on China as the primary, and often only, supplier.
Chinese export restrictions and their politicization meant that the risk-adjusted price increased rapidly
as confidence was shaken in China as a reliable supplier.

The more recent case of attempted Chinese economic coercion was in 2020 with restrictions and
embargoes on Australian imports. Chinese trade measures against Australia affected exports valued at
AS$17 billion or 12.3 per cent of Australian exports to China (and 4.7 per cent of Australian exports
globally). Although these measures were ostensibly taken on anti-dumping, phytosanitary or technical
grounds, they clearly aimed to punish Australia for political reasons.
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Figure 3 Monthly Australian exports to China and the rest of the world, selected commodities,
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There were immediate costs to Australia from lost Chinese trade and the inability to immediately ship
goods to alternative markets, but in the subsequent year a significant share of the affected Australian
exports (see Figure 3) were redirected to alternative markets and — with the exception of one or two
commodities — export values substantially recovered (Productivity Commission, 2021). Moreover,
increases in exports of iron ore, which were not subject to restrictions, roughly counterbalanced the
decline in other commodities, ensuring that total Australian exports to China did not decline. Indeed, a
range of Australian agricultural exports to China — that have not faced trade restrictions — continued
to grow under the liberalization measures of the China-Australia Free Trade Agreement (ChAFTA)
that sharply lifted Australia’s share in Chinese markets. For example, Australia milk exports — which
enjoyed substantial Chinese preferential liberalization under ChAFTA — increased by 15% in 2020.
Exports of wine did not recover, however, as there is no single global market for differentiated wine
— it is not fungible like other products. Lobster exports did recover gradually as they found their way
to the Chinese market via Hong Kong and other ports, but like wine, show that some agricultural
markets are not as open and competitive internationally, thus reducing alternatives to exporters and
therefore their resilience to shocks.

China substituted import supplies from Australian competitors in markets affected by its trade
restrictions, in some cases significantly from Australia’s closest ally, the United States, under
obligations of the Phase One trade agreement between China and the United States. The adjustment in
both Australian and Chinese trade was not without cost to producers and consumers in each country
— loss in value in Australian exports especially in the short term and more limited and higher priced
products, especially coal, in China. But the options in open international markets guaranteed by the
multilateral trading system considerably cushioned the costs of the adjustment to these Chinese policy
interventions.

Damage to global confidence in trade and economic exchange with China and the global trading

system more broadly is another element to assess in this episode. The longer-term reaction in markets
to confidence-shaking policy interventions of this kind is an important object of economic policy and
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diplomacy. The US—China trade war has undoubtedly caused far bigger systemic damage to the global
trade regime, but that inflicted by Chinese economic coercion against Australia is also not trivial. The

long-term effects on China are not certain; they will depend on what credibility it can restore in future
policy behavior, including through its response to the application and development of trade law.

There are several key lessons from this experience. One is that absent effective diplomatic
engagement, big powers — under any trade regime — have the clout to inflict trade damage on
smaller powers where direct international trade interdependence is not mutually strong (as it is, for
example, in Australia’s iron trade with China). The most important lesson from this experience,
however, is that the multilateral trading system provides a crucial buffer against these policy shocks.
This is a well-tested proposition in the analysis of agricultural trade shocks (Anderson, 2016), and its
logic is universal. The multilateral system reduces the risks, even from egregious policy interventions,
and lowers their economic and political cost. Flexible markets react and respond to shocks, companies
innovate around them, and policy actions can be tested in international legal processes such as in the
WTO.

Multilateralism and preserving policy options

Domestic rules and institutions help manage some of the risks from malign actions in international
economic exchange. Enforceable international rules and trusted norms in a multilateral trading system
that help diffuse economic and political power are an essential complement in the national armory of
smaller powers in managing these risks.

Multilateralism requires that participating nations cede political power and sovereignty and binds
them to principles of equal treatment in international transactions. Countries have been prepared to
cede this power to avoid more costly beggar-thy-neighbor prisoner's dilemma behavior and trade
outcomes. The GATT was created to avoid these outcomes that were pervasive in the 1930s. Under a
well-functioning multilateral trading system, countries inoculate themselves against their own
protectionist or nationalist instincts and constrain their own ability to deploy unilateral and
discriminatory measures against partners.

The economic principle of most-favored-nation treatment has a vital political dimension. Agreement
to an economic equality principle in multilateral rules surrenders some of the particular political
leverage that might otherwise be available to countries, especially big countries.

An open multilateral trading system is also a source of resilience for countries hit by shocks. A virtue
of the open international trading system is that it allows markets to adjust to supply and demand
disruptions whether from deliberate policies, natural disasters or business cycles, because of the
geographic contestability that it embeds in the trading system.

The weaknesses in the multilateral trading system — the gaps in rules and the difficulty of reforming
the WTO — have opened up grievances and provided the excuse for its abuse by the major powers,
especially the United States and China. Their Phase One trade deal in 2019 was done outside of the
established rules and moved the two countries towards managed trade — trade determined by
negotiated quotas instead of by market forces — and diverting trade from others.

There are no multilateral rules and there is no WTO for foreign direct investment. The negative
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security externalities from foreign investment are currently managed by countries unilaterally by
domestic law or to some extent in bilateral or regional agreements and so the burden of managing
foreign investment falls heavily on domestic regulation. In countries where governance is weak, there
are often insufficient protections from multinational enterprises that avoid tax, exploit weak labor and
environmental standards, and pose security risks in ownership of critical infrastructure and sensitive
data. Combined with new digital technologies that also lack governance under multilateral rules, there
is a lot of pressure on the capacity of governments to manage foreign investment confidently in
particular industries or from particular sources.

International rules can prohibit harmful behavior. A priority is to work towards the creation of
international rules in areas of importance to the international economy where no such rules currently
exist. Strategic deployment of regional and plurilateral coalitions can help create rules from the
bottom up, and support multilateral processes. They have a greater chance of being effective and
successful if they engage both China and the United States. At a time when the multilateral system is
under threat, regional and plurilateral initiatives and agreements need to complement, preserve and
strengthen multilateralism, not substitute for it. The proliferation of bilateral and regional agreements
are creating new rules in areas like the digital economy, but where multilateral principles are lacking,
there is the risk of the fragmentation of rules that seriously detract from multilateral outcomes.

The United States led the negotiation of the Trans-Pacific Partnership to set new rules and higher
standards of commerce in Asia. It did so by building on and complementing the WTO, in a way that
would strengthen the multilateral trading system with a ‘WTO plus’ mega regional agreement. In the
post-Trump era, the United States has become a source of uncertainty for the WTO and multilateral
trade. The Biden Administration’s Indo-Pacific Economic Framework (IPEF), like the TPP before it,
is exclusive of China and is being negotiated with 13 other nations across the Indo-Pacific, including
India. It will be largely up to the non-US members of the IPEF arrangement whether it complements
the WTO and avoids fracturing the global economy or whether it contributes to openness.

The ASEAN-led Regional Comprehensive Economic Partnership (RCEP) agreement came into force
at the beginning of 2022 as the world’s largest regional economic agreement in GDP, trade and
population terms. RCEP consolidated the 10 member ASEAN’s free trade agreements with Australia
and New Zealand, and the three Northeast Asian economies China, Japan and South Korea. The
agreement will further open East Asian markets, including for the first time among the three Northeast
Asian markets in a binding regional agreement. There is huge potential for RCEP to expand its
membership, including to India which walked away from the agreement in the final stages of its
negotiation, and further the openness of the region and contribution to the multilateral trading system
given the open regionalism characteristics of ASEAN.

It will be through regional processes like RCEP and APEC where trust and confidence can be built
and cooperation and integration principles agreed to. Pressing cases that would strengthen confidence
in the multilateral trading system would be to build cooperative outcomes for resolving the dispute
settlement system impasse at the WTO and negotiating political commitments to define constraints of
security exception.

Enmeshing major powers in more rules and markets — as the economic coercion examples above
demonstrate — can constrain and diffuse power. That suggests a strategy of taking seriously China’s
accession bid for the CPTPP and engaging in a process of negotiation and defining the milestones in
Chinese reform that are needed for its membership in a manner that does not erode the existing rules.
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It also suggests a strategy of system preservation at the WTO and strengthening the multilateral
trading system even despite the active disengagement from the United States.

Mutually beneficial engagement makes nations more prosperous. If the security risks are managed,
the engagement can also make countries safer and more secure. But without rules of engagement, the
security risks can easily dominate or be exploited, in ways that compromise both economic and
political security goals.

It is possible to find ways to mitigate and spread risks by deepening engagement and by strengthening
and extending the rules, not by avoiding engagement. Economic engagement builds national wealth
and power and when combined with multilateral rules, broadens the range of strategic policy options
available to policy makers. This is what ASEAN helps preserve for its Southeast Asian members.
There are solutions, mixed interest games and ways to have risks borne in the market rather than by
government or society, that can avoid binary all-or-nothing security choices.

Conclusion

The open multilateral trading system is under threat. A loss of confidence in the WTO will unravel the
deep and complex economic interdependence in East Asia and make political differences difficult to
manage. The existing network of bilateral, plurilateral and regional agreements that is the scaffolding
of the multilateral trading system is no substitute for the WTO that is the structural pillar of the
economic order. The gaps in membership and coverage of rules will likely fragment the global
economic system without a functioning WTO at its core.

Open markets underpinned by the multilateral trading system give firms and consumers alternative
sources and markets in the face of shocks, both economic and political. Fragmentation of the trading
system or rising protectionism will amplify risk by reducing options and impede adjustment to shocks.
Open international markets diffuse power and are a source of resilience.

Economic engagement and integration into markets reduces the costs of harmful international
behavior for targeted countries and raises the costs of those actions for malign actors. Interdependence
enhances national security, but inevitably involves some security risk. If security concerns and
policies dominate economic choices, the policy space is narrowed significantly. It is the important job
of security agencies to look for and mitigate risks but economic interests also need to be balanced.
Risks can be mitigated through a combination of international cooperation, multilateral rules and
strong domestic laws.

Reducing trade or investment to avoid security risks is not the right strategic response in a world of
integrated markets and economies, unless countries want to be poorer, weaker and live in a less
certain and stable world. These are shared challenges and opportunities for countries navigating a
more complex world.

Large powers, like the United States and China, naturally prefer to deal with countries bilaterally
where the asymmetry of their power offers most leverage. That forces the world into even harder
choices. The United States and China left to their own devices may try to decouple their economies
and divide the global economy into two spheres. They are big and influential players in the system but
the response of the rest of the world to their behavior will be important to the outcome.
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Small and middle powers need to get the balance of economics and security right in strategic policy
making and work together to avoid a big-power dominated, bilateral world of zero-sum outcomes.
Acting strategically and not falling into bilateralism is for them the sensible way forward. Agreements
that support, and do not detract from, multilateral outcomes will help to preserve and expand policy
options for countries in the region and make them better off economically and more secure, instead of
poorer, weaker and less secure.
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