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Iraq, Oil, The Economy and America’s Place in the World 

Notes for talk at ALAS 

Bermuda 

18 June 2004 

 I must confess to approaching this talk with very 

considerable trepidation, for several reasons. 

 First, John Bouma, when he invited me, in his usual 

direct way said that the usual procedure at ALAS meetings is 

to invite a speaker who is entertaining -- a comedian, or 

perhaps a magician. But this year he thought it possible that 

the audience might want someone talking about a serious 

subject, unrelated to their business -- so that they would 

have a good excuse to break away and get to the beach 

early. Who better than an economist, a practitioner of what is 

called the “dismal science”, a person who can find the cloud 

in every silver lining. So here I am. 

 Second, I had the privilege about a month ago of 

hearing Larry Zabinski speak. He was terrific: witty, 

informed, and dealing with a topic of very direct interest to all 

of you. That’s a tough standard to meet, especially when I 

am asking you to consider issues far removed from your 

everyday concerns. 
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 Still, a request from John Bouma is, for me, a command 

performance: we have spent too many enjoyable hours 

together, talking about the world and about his wonderful law 

firm, for me to say “no” to him -- except when he tries to lure 

this New Yorker into some cold river, or onto some boat in 

pursuit of trout, or marlin, or smoked salmon, or gefilte fish, 

or whatever it is he catches with that large assortment of 

equipment that fills his garage; or when he wants me to 

tramp around Scotland, or worse still, Iowa, in the freezing 

cold in order to bring down a bird that is for sale in my nice, 

warm and friendly local butcher shop. 

 I would like to discuss four inter-related topics: Iraq; oil 

prices; the US and world economies; and the outlook for 

your business. 

Iraq: I think it fair to say that how we react to events there 

will be a defining moment in the nation’s history. I say that 

for three reasons. 

 First, and most obvious, will be the effect on our 

elections. It doesn’t take a political genius to figure out that if 

the situation in Iraq deteriorates badly, so will President 

Bush’s chances of being reelected. Conversely, if the 

handover of sovereignty goes reasonably well, and if that 

handover results in a reduction in chaos and even imperfect 
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elections, Senator Kerry will be less likely to add 1600 

Pennsylvania Avenue to his portfolio of homes. As far as I 

can tell now, things are better than they were just a few short 

weeks ago, which accounts for the desperation of the 

terrorists, who well know that the installation of an Iraqi 

government will strip their “drive-out-the-occupiers” cry of 

any meaning. Bush scored a major victory when the Security 

Council, by a vote of 15-0, endorsed our plans. And my 

guess is that before long -- perhaps at the upcoming meeting 

in Istanbul -- Iraqi will officially ask for, and get, NATO help. 

 What I can’t be certain of is whether an improvement in 

circumstances on the ground will occur soon enough, or be 

widely enough reported by the largely liberal, anti-Bush 

press to offset the reports of the many failings of our 

occupation, including Paul Bremer’s failure to authorize the 

rapid expenditure of funds for infrastructure projects, and for 

arming the Iraqi police. 

 Second, if the consequences of a semi-democratic Iraq 

are as the neoconservatives predict -- a domino effect in 

which the medieval regimes in the region are forced to adopt 

some reforms -- the Middle East will no longer be the 

massive trouble spot that it has been. This is an area in 

which we are heavily dependent for oil, and in which aid from 
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Saudi Arabia, Syria and other Arab countries enables the 

terrorists of Hammas and the PLO to continue to dream of 

eliminating the state of Israel. The neocon theory can 

reasonably be summed up as follows: if Iraq proves to be a 

model state, even an imperfect one, the pressure for reform 

in Iran will become irresistible; Saudi Arabia will have to find 

work for its unemployed young men rather than have them 

sit in mosques and imbibe Wahaabi sermons urging them to 

jihad; and Syria will realize that it is dangerous indeed to 

tweak the nose of Uncle Sam. After all, argue the neocons, 

our intervention in Iraq has already persuaded the rogue 

state of Libya to give up its weapons of mass destruction, 

and begin behaving in a civilized manner. This is a grand 

vision indeed, but the neoconservatives argue that it is no 

grander than our post-World War II vision of planting the 

seeds of democracy in Germany and Japan. 

 Third, and most important, there is an intellectual battle 

going on for the soul of American foreign policy. It is not too 

much of a generalization to say that we have four options: 

 1. The neocon vision might be described as 

Wilsonianism-plus-muscle, minus-multilateralism. You will 

recall that Woodrow Wilson sought to spread democracy 

throughout the world -- that is what his call for “self-
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determination” was all about -- with the League of Nations to 

keep the peace. (By the way, I recommend to all of you 

Margaret Macmillan’s wonderful “Paris 1919: Six Months 

That Changed the World”.) Neocons would also spread 

democracy, but not as a matter of doing-good -- instead, as 

a matter of increasing national security: it is Jeane 

Kirkpatrick, who served as our ambassador to the UN during 

the presidency of Ronald Reagan, who has often said, 

“Democracies don’t start wars.” Neocons would eliminate 

what Margaret Thatcher was the first to call “rogue states” -- 

a policy with a long tradition, started by John Quincy Adams 

when Spain proved unable to prevent the Indians from using 

Florida as a launching ground for raids into what was then 

the United States. (Recommend Gaddis book.) 

 2. A second faction, which we might call neocon-

realists, agrees with much of what the neocons are saying, 

but would define American self-interest somewhat more 

narrowly. They support the war in Iraq for many of the same 

reason that the first group does, but, for example, did not 

see why America should intervene in the Balkans, since 

nothing happening there threatened U.S. security. This 

position was most eloquently set forth by Charles 

Krauthammer in his recent Irving Kristol lecture. 
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 3. A third group battling to control American foreign 

policy is the conservatives, minus the “neo”. Led by George 

Will, conservatives do not believe that it is possible 

successfully to plant the seeds of democracy in soils as 

inhospitable as those in the Middle East. To change regimes 

we must change cultures, and that is a task beyond our 

grasp. We should defend American interests, but not engage 

in nation-building. It may seem odd, but Don Rumsfeld 

agrees that nation-building is impossible, which may be why 

he did not assign sufficient resources to that task. 

 I should add that all of these groups agree that 

American cannot be bound by any international organization 

from defending its security interests. They are not 

unilateralists; they would rely on help from “coalitions of the 

willing”, as they are called by president Bush. But they would 

not rely on the UN to provide moral legitimacy to American 

actions. That organization consists of scores of kleptocratic, 

undemocratic regimes, many of them anti-Semitic. It confers 

on France a veto in the Security Council, a veto given it to 

soothe its wounded pride after its army surrendered to the 

Germans in World War II although it had twice as many 

soldiers in the field at the time of its surrender. France has 

had a single agenda since the days of DeGaulle -- to reduce 
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or counter American influence in the world. That is the 

guiding principle of its policy. And since France has no real 

power, because its resources are consumed by its welfare 

state and its clapped-out farm and industrial sectors, it wants 

to channel all decision-making to the UN, where its power 

equals ours. 

 4. The final option is that associated with John Kerry -- 

a return to multilateralism in general, and the UN in 

particular, as the first line of defense against terrorism and 

other threats. I am not among those who believe that Kerry 

is insensitive to American interests, or that he would sit idly 

by in the Oval Office while our enemies overwhelm us. But 

there is no doubt that he would be more accommodating to 

the UN, more willing to compromise and delay actions, in 

order to obtain the blessing of that organization -- a sort of 

Clintonism without the moral defects. That, I believe, would 

be a mistake. 

 I leave it to each of you to choose your ground. I would 

add only one thought. Tony Blair told me that when you 

scratch deep beneath the surface of the rampant anti-

Americanism that is so fashionable in Europe, there is only 

one major fear: that if America is defeated in Iraq, we will 

withdraw from the world, and leave it to others to maintain 
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some sort of order -- to control Islamic fundamentalists who 

want to reclaim Spain, to defeat the radicals who would take 

over the Saudi oil fields, and to contain the spread of 

Islamofascism that threatens world peace. They may not 

love us, and they may say that they want us to go away, but 

they are dreadfully afraid that we will do just that. Consider 

that Germany is opposing our plans to cut the number of 

troops we have stationed there from 70,000 to 35,000 -- and 

Herr Schroeder used anti-Americanism to get himself 

reelected, and to persuade 80% of his countrymen that the 

US is the biggest threat to world peace. 

OIL PRICES: So much for Iraq. Now for a related subject: 

the price of oil. If you have been following the news about oil 

prices you are probably totally confused or seriously 

misinformed. The situation is both much better and far worse 

than you have been led to believe. 

 Start with the better. When prices hit $40 per barrel, 

motorists were upset. Or so we are told. But we keep buying 

gas-guzzling SUVs, and filling our tanks with gasoline that 

costs over $2 per gallon. In economists’ jargon, the price-

elasticity of demand for gasoline is being overwhelmed in the 

short run by the income elasticity of demand -- higher 

incomes lead to higher demand.  
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So talk of high prices causing consumers to sulk on 

their couches rather than drive away to visit granny this 

summer, or take a spin down to the mall seem overblown, 

especially as the economy gathers steam, the jobs market 

improves, and incomes rise. More on that in a moment.  

There is another good reason for this lack of reaction, 

so far, to higher prices. Gasoline prices may seem high 

compared with a few months ago, but look back several 

years, and compare like with like. The Dallas Fed estimates 

that if we adjust for inflation, crude prices would have to rise 

to $75-$80 to get where we were in 1981, and gasoline 

prices to $3.50 per gallon. So oil and gasoline prices are not 

devastatingly high by historical standards. 

 Two other facts have to be entered on the “better” side 

of the ledger. The first is that the drain of high oil prices on 

the US economy is not as great as press reports suggest. 

Almost half of our oil comes from domestic fields, meaning 

that a significant part of the higher price is paid by American 

motorists to American oil companies and their American 

shareholders and employees. And part of the rest is recycled 

to the US when the Saudis drop by to denude Fifth and 

Madison Avenues, and Rodeo Drive of their luxury goods, 

Arab students pay tuition in universities here, and Arab 
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dictators and royals purchase 747s for their personal use 

and fighter planes to keep their militaries non-mutinous. 

 The final bit of good news relates to the impact of 

higher oil prices. Various government and private forecasters 

say that $40 oil will cut about 0.5% off US and world GDP 

growth. Which brings to mind the old joke: “Economists use 

decimal places to prove they have a sense of humor.” GDP 

estimates are enormously crude, and often subject to major 

revision. Forecasts of GDP are even chancier. For 

forecasters to believe that they can translate a given 

increase in oil prices into a one-half-of-one-percent change 

in GDP growth is hubris of a sort not seen since Nikita 

Khrushchev predicted that the growing Soviet economy 

would bury America’s in a few short years. 

 Besides, even if these analysts have crystal balls of 

unusual quality, the American economy might grow this year 

at a rate of, say, 4.5% rather than 5%, hardly something that 

would keep the crew working on the president’s reelection 

campaign awake at night. And, as Larry Lindsey, formerly 

head of the White House economic team reminded me, the 

0.5% “hit” from higher oil prices would be a one-time affair, 

after which growth would resume, although from a slightly 

lower base. 
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 Unfortunately, there is more to the oil story than the 

good news. The bad news is that this is probably not a price 

“spike” -- a temporary surge, with a specific and transient 

cause such as an impending war in Iraq. Demand for oil is 

surging, with China providing over half of the new demand, 

and America about 20%. Meanwhile, supplies are tight, 

especially of the light, sweet crudes that are most suitable 

for use in US refineries. Venezuela’s president has reduced 

his nation’s capacity to produce and export by putting his 

political cronies in charge of the industry: exports from 

Venezuela are down about 500,000 barrels per day 

compared with normal levels. In Iraq, terrorists have 

sabotaged pipelines leading to export terminals, cutting 

exports by about 600,000 barrels per day. Most important, 

the recent decision of OPEC to raise production ceilings is 

virtually meaningless -- the cartel is already producing well 

above agreed ceilings, so very little new oil will come to 

market. The Saudis will probably step up output of its low-

quality office, but remember it takes six weeks for a tanker to 

get from Saudi ports to the US, meaning that the oil won’t 

get here until after the driving season is almost over. Could 

OPEC do more? Yes, especially Saudi Arabia and Kuwait, 

both of which do have some excess capacity. But they won’t. 
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Never mind that American and British troops stood between 

Saddam and the palaces of the thousands of Saudi princes 

whose life styles make frequent headlines when the Iraqi 

army rolled through Kuwait: gratitude is not one of the 

features of Saudi foreign policy. The Saudis will expand 

output and lower prices only if they become convinced that 

higher prices will make alternative technologies or new 

supply areas competitive, or induce a demand-shrinking 

recession in the West. So high prices may be with us for a 

while -- a plateau rather than a spike. And consumers see oil 

prices with great regularity, unlike, say, apparel prices. 

 That, however, may be the least of our problems. The 

greater problem, and a potential catastrophe for the world 

economy, would be an event that I mentioned earlier -- an 

American defeat and withdrawal from Iraq that signals bin 

Laden and crew that they are free to pursue their goals 

without fear of an America that is sulking in its tent, as it did 

after Vietnam. 

 Which brings us back to Saudi Arabia. The recent 

killings in the Kingdom’s Yanbu oil hub, and the murder of 

foreign workers, demonstrate that the royal family’s tight 

control is slipping. With millions of Saudi young men 

unemployed, disenfranchised, and trained in their mosques 
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to hate America, there is mounting danger that the royals will 

be overthrown, whether they introduce modest reforms or 

choose to crack down on dissent. Worse still, a new regime 

may prefer caves to palaces, as bin Laden clearly does. If 

the nation’s new, radical leaders believe they can bring down 

Western economies, even at the cost of their own prosperity, 

they would willingly cut back oil production to drive prices to 

levels that would, indeed, induce a worldwide recession. The 

West would then have to borrow Spain’s white flag, or beg a 

weakened America to return to the fray after licking its Iraq-

incurred wounds. 

 That’s what’s at stake in Iraq. If America retreats, the 

enemies of the West will believe that nothing stands 

between them and their ultimate goal of world domination 

and an end to modernity. All they need is control of what 

they call “the oil weapon”, which can be used as a weapon of 

mass economic destruction. Next time you can’t persuade a 

Bush critic of the moral correctness of the US-UK Iraq policy, 

try this economic argument. It might just work. 

 THE ECONOMY: Let’s turn now to the economy. I don’t 

need to tell you that any attempt to peer into the future must 

start with some assumption about the war on terror. I am 

assuming that threats will continue, that we will manage 
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some solution in Iraq that includes a turnover of sovereignty 

to something resembling a democratic government, and that 

there will not be an attack that disrupts the world wide 

economies.  

With all those caveats, I can’t see how anyone can 

deny that the US economy is on a tear. One of Bush’s 

appointees put it to me this way: “The economy is on 

steroids.” In the past nine months the economy has grown at 

an annual average rate of 5.6%, enough time to give birth to 

a jobs boom. The economy created almost one million jobs 

in the past three months, 90% of them permanent and 

almost 70% in industries that pay more than the average 

hourly wage of $17. Even the manufacturing sector, which 

John Kerry says is being murdered by imports, grew in May 

for the twelfth consecutive month, and at its fastest rate 

since the early1970s. The service sector continues to grow; 

profits are up. It doesn’t get much better than this.   

Automakers, more nervous than most about the effect 

of rising oil prices, are heaving a sigh of relief. Sales grew by 

3.4% in May, spurred in part by “sales incentives” -- read, 

price cuts -- that averaged almost $4,000 per vehicle. As if to 

prove that gasoline prices are of more concern to media 

types than to most Americans, consumers snapped up 
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trucks and SUVs, shunning only the gigantic Hummers so 

beloved of California governator Arnold Schwarzenegger 

-- he owns seven -- but no longer favored by the Hollywood 

glitterati eager to show their capacity for self-denial by 

buying cars that run partly on electricity. Whether this 

behavior is based on a powerful preference for big, safe 

vehicles, or on the assumption that we are witnessing merely 

a temporary oil price spike no one knows.  

 Consumers are not the only ones adding to the 

gathering boom. Usually grumpy businessmen are smiling, 

as profits rise, and as they learn to live with new corporate 

governance rules. More important, they are dusting off 

expansion plans, and investing in new plant and upgraded 

technology. Even hard-pressed firms are finding the going 

easier: PwC, the accounting and consulting group, estimates 

that the number of bankruptcy filings this year will be at a 

six-year low. That may come as bad news to some practice 

groups in your firm, but it will it do them no good to lobby the 

White House to slow the economy so that their practices can 

flourish. 

I don’t mean to suggest that there are no problems. 

Inflation is rearing its ugly head, prompting the Fed to begin 

raising interest rates. But Alan Greenspan knows several 
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things: 

1. If he raises rates by too much, too fast, he will 

jeopardize the health of several financial institutions. 

2. Wages are unlikely to take off: productivity continues 

to rise, and in a globalized market, there is plenty of spare 

capacity in the labor market. 

3. High oil prices are not necessarily inflationary. The 

money consumers spend on gasoline and heating oil is not 

available to be spent on other goods, putting downward 

pressure on those products. 

 I should add that my view is not shared by many able 

analysts, who feel that the Fed is behind the curve and that 

inflation has already taken off. No matter: it is a safe bet that 

Greenspan will raise rates in small steps. 

 So I think that we can handle such inflationary 

pressures as are emerging. That leaves another major 

problem: the federal deficit. We have the marriage of a 

congress that has never met a program it doesn’t like, and a 

president who is willing to spend what it takes of taxpayer 

money to get elected, as his new prescription drug program 

clearly demonstrates. Add in the fact that military 

expenditures will unquestionably rise, and that congress is 

now considering still more new ways to spend money and 
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cut taxes, and you have a prescription for a flood of red ink. 

If nothing is done, Greenspan will have to raise interest rates 

quite a lot to offset the inflationary pressures created by the 

printing of money. 

 There is worse. For the first time, over half of America’s 

IOUs are owned by foreigners, the great bulk by China, a 

country that only the imprudent would fail to regard as a 

potential adversary. I am not predicting disaster. But I am 

pointing out that a great superpower, with clear military 

supremacy, complicates its life when (a) it is beholden to 

shaky regimes for oil, the lifeblood of its industrial, mobile 

economy; and (b) it is beholden to foreigners to finance a 

burgeoning trade deficit. 

Your business: I am no expert on the law business, but I 

thought I might conclude with a few observations gleaned 

during my wanderings around firms here and in Europe. 

 1. Business is likely to be good -- although clients will 

remain in the saddle, as they should: it is their money. They 

will want value for money. The return of profitability to 

corporate America does not mean a return to the good old 

days when pliant general counsel were cowed in the 

presence of their law firm co-professionals. 

 2. The businessmen I talk to say that they want their 
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lawyers to know not only the law, but to know something 

about their clients’ business.  

 3. The resistance to multi-disciplinary practices is likely 

to prove futile. For one thing, you yourself are hiring nurses, 

accountants and others. But understand what I mean: 

adding professionals from other fields to enrich the legal 

work you do, not as independent profit centers. 

 4. The demands made upon the profession by the 

public will continue to escalate. You have been given a 

monopoly of an important service; an enduring result of the 

corporate governance scandal is that the public now expects 

you to strike a different balance between your obligation to 

your client and your obligation to the public interest. It takes 

a dimmer view of conflicts, and is less willing to rely on 

“Chinese Walls”. 

 5. As firms grow, with many becoming billion dollar 

enterprises, the pressure to change the way firms are 

financed will mount. I foresee the day when you will be hiring 

each other to manage your IPOs. If it’s good enough for 

Goldman Sachs, it’s good enough for you.  

 Thank you for your attention. 


