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Implications of the Global Financial Crisis
for Developing Countries”

Danny Leipziger

Thank you very much for the kind and warm introduction.
Basically, I don’t have to describe too much about what the crisis en-
tails but what makes it interesting this time around is that it origi-
nated in the advanced countries, that it had a deep aspect of con-
fidence that has yet to be restored, that it is a synchronized recession
so that even countries like Korea that have diversified their exports
in a strategic way are facing difficulties. We think that for developing
countries the worst is yet to come, by the way we do not consider
Korea a developing country despite the current crisis. And we are
clear that solutions require a coordinated response between all those

concerned.

The facts are pretty clear. Starting in 2008 there was a large drop
off in world output, in 2009 we expect the high income countries to
register about -2% growth and the developing countries not including
Korea but including China and others will see their growth drop from
what was about 8% to 3%. So the overall picture is for 0% or 0.5%
growth but is being driven by the emerging economies and not the

advanced.

* Transcription of a speech given at the IGE/Prudential International Finance
Lecture on Tuesday, February 24, 2009.
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(Figure 1)

Developing Economies' Contributed Virtually All
the Increase in World Growth in the 2000s.

Contributions to World Trade Growth
1990s and 2000s (Percentage Points)
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Source: World Bank Development Indicators. ¢

This is not surprising in some sense when you look at this decade
compared to 1990s, the incremental growth in output was much more
driven by low and middle income countries. If you look and compare
the high income and low and middle income (Figure 1) that by a fac-
tor of 3 to 1, it was the low and middle income that were driving
additional world trade and additional growth. This means that they

are now keeping the system somewhat afloat.

There was some period where people spoke of “decoupling”, we
don’t believe that is true. It is true that the emerging market econo-
mies had a different trajectory but when you get into the non-trend
cycles there is a synchronization between developing and developed
countries, no one is immune. That is why, in this chart (Figure 2),

world output is estimated to be 0.5%, but the estimates are being
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(Figure 2)

Advanced economy output and world trade volumes to contract in 2009

World Growth Projections

2007 2008 2009 2010

World Output 52 34 05 30
Advanced economies 2.7 1.0 20 1.1
Developing 83 63 33 50

Sub-Saharan Africa 69 54 35 50
Cent.& E. Europe 54 32 -04 25

CIS 86 60 -04 22
Developing Asia 106 78 55 69
Middle East 64 61 39 47
W. Hemisphere 57 46 11 3.0

World trade volume 72 41 28 32
Source: IMF World Economic Outlook Update 01/28/09

done every few weeks and much of these re-dos are in the negative
direction. What is also remarkable about this chart is that the world
trade volume line on the bottom shows a negative figure for 2009.

The first time since 1982 that world trade volumes have fallen.

Real import growth from the OECD countries has fallen. It is
clear that it has fallen dramatically in the United States; it is very
clear that the drop in real import growth in the US in 2008 has been
between -3 and -5%, so a tremendous drop-off in imports. At the
same time, the two crises, the financial sector crisis and the real
economy crisis are interacting in a very unhealthy way in part be-
cause people are worried about the financial sector so they are not
spending and the real economy is having difficulty in finding finance.
And if you look at what the spreads have been for trade finance,
which should be the safest kind of credit because it is 90 days or



14 Danny Leipziger

180 days, it rolls over, it’s got real goods behind it.

If you look at 2006/7 for this basket of countries, you see that the
normal spreads in that period 2006/7 were 50 basis points and they
are now up to 150 or 200 basis points which some countries have
experienced in the past but not the major trading countries and cer-
tainly not Korea, which was through the period mapped here from
2003 to 2007 able to do trade finance at less than 50 basis points
over benchmark rates (Figure 3). So this is one of the problems that
we are seeing in terms of world trade. It’s probably true that the ma-
jority of the downturn in trade volumes is due to lack of demand,
but a certain part of it is also due to lack of trade or finance. As
financiers have trouble refinancing, they cannot sell in the secondary

market, people are worried about their leverage ratios, and, in gen-

(Figure 3)
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(Figure 4)
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eral, everyone is hunkering down. This has been combined as others
including Chairman Dr. Ahn have mentioned this morning, that pro-
tectionist measures have increased. I don’t think that they have
reached the alarm stage yet. This is data that was collected by the
WTO and others. (Figure 4)

It shows the number of new anti-dumping actions that have been
announced. We know tariffs have increased in a number of countries,
and we know that we can anticipate new anti-dumping actions. In a
paper that I did about 15 or 20 years ago, I tried to econometrically
show what determines the number of anti-dumping suits that were

brought in the US, and the two variables that were most significant
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were increase in market share and difficulty in that sector. Now, we
are not in the situation where firms are worried about increase market
share being taken over, but they are in a defensive posture. So I think
that we can expect more of this. Pascal Lamy, yesterday in his lunch
talk at the Global Korea 2009 Conference, said that the Doha Round,
now, is the best insurance policy; it’s the best inoculation to see that
protectionism doesn’t resurge. Nevertheless, protectionism can come
in a variety of forms. We have seen support for strategic industries,
we’ve heard of bi-national plans, and we’ve heard in the UK about
reserving certain jobs for UK workers. The President of France in-
dicated that he preferred to see plants closed outside of France rather
than inside of France. So I think there is going to be a lot of pressure
in many areas to protect domestic employment and I think a lot of
these will have protectionist sounds to them. Another concern is what

is going to happen to flows, in general, to developing countries.

(Figure 5)

Capital flows to emerging economies

(US dollars, billions, net) 2006 2007 2008 2009

Private flows 565 929 466 165
Equity investment 222 296 174 195
Direct 171 304 263 198
Portfolio 52 -8 -89 -3
Private Creditors 343 632 292 -30
Commercial banks 212 410 167 -61
Nonbanks 131 222 125 31
Ofticial flows, net -58 11 41 29
IFIs -30 3 17 31
Bilateral 27 9 24 2

Source: Institute for International Finance: “Capital Flows to
Emerging Market Economies.” 01/27/09.
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Again, this does not consider Korea to be a developing country, but
for the emerging market economies flows in 2007 were close to a

trillion dollars (figure 5).

Some at yesterday’s conference said that this was too high and
that it was an indication that the system was somehow out of control.
In 2008 it was about half and the estimate from the IIF is for 2009
that it will be 165 billion which is a huge drop off and most worrying
are the negative numbers which are in the corporate sector. So I think
the concern about corporate rollovers will become more and more
prominent as will the method of development finance. If you look at
developing countries in the 80s they relied on banks and there were
some problems as a result and in the 90s they relied on bonds, there
were some problems there. Now, it is a more diversified set of flows,
but that flow is beginning to be choked off. So particularly for
low-income countries, net inflows of capital, as you can see on the

left-hand side, account for at least 3 percent of GDP (figure 6).

(Figure 6)
FDI, Net Inflows (% of GDP) Remittance Flows to Developing
Countries (USD, % Change)
6 25
5T [«—Highincome [~~~ "~~~ A L
——Low Income
41 - T ey A D 154 ———————— =N\ - ———————————+
—o— Middle Income

10 —— Baseline
—a— Low case

2005 2006 2007 2008 009 /2010

10

Source: World Bank data and staff estimates.
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We can expect this to drop off and at the same time remittances
will drop off. And so we have some estimates on the right hand side
to show the fall of remittances to developing countries (figure 6). As
you know, a number of developing countries rely heavily on re-
mittances in Eastern Europe, the “Stans,” Honduras, the Philippines,
and other countries. It’s a major source of capital inflows. When jobs
are lost in the OECD countries, remittances will drop. At the same
time, were it not for this crisis, we would not be so concerned about
the reversal of commodity prices because, actually, commodity prices

a year ago, first in energy and then in food, were way too high and

(Figure 7)
Associations between Recessions, Crunches and Busts
(number of events in each event category)
Recessions
Credit Crunches
46

House Equity

Price Price

Notes: The rectangle shows the distribution of 122 recession episodes in the sample
into those associated with crunches and busts (76) and those associated with
none (45). Out of 122 recessions, 18 are associated with credit crunches,
34 are with house price busts, and 45 are with equity price busts. 45
recessions are not associated with either a crunch or bust episode.
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above trend and actually causing difficulties. They have reversed
which is good news, but it’s not good news if you’re a commodity
exporter particularly if you are in Africa or if you are in Latin

America producing basic commodities.

Let me refer to the three circles (figure 7). This comes from a pa-
per by Klaus and others, he’s now at the IMF and was at the World
Bank before, which examines recessions in the post-war period. They
examine 122 recessions and they fall into three groups: those that are
credit crunches, those that are equity busts or stock market collapses,
and those that are housing collapses. And there is a variety of combi-
nation of these. What is interesting is that we, at the moment, are

experiencing all three. So the innermost overlapping area indicates

(Figure 8)

Output Trajectory During US Recessions
(Pre-recession Output Peak = 1, at time = 0)

1.04
Average of
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op | . 20082  recessions
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that there are only 4 of 122 episodes that have involved the collapse
of credit, stock markets, and housing. In general, they find that the
recessions tend to last, if it is caused by one factor, an average of
3 to 4 quarters. If the recession is caused by two or more factors,
they could last 5 to 6 quarters. However, actually given the small
sample of 4 out of 122, they don’t really make an estimate of how
long this recession will last. Nevertheless, on the right hand side, we

have plotted a few recent recessions (figure 8).

The one that was the most severe in the last 25 years was 1981.
The dotted line is the average. The bold line, this comes from J.P.
Morgan, is their assessment of how long the recession will last. They
are talking essentially about 5 quarters, but the question is when do

you start, when did the recession begin. The other is pretty clear, at

(Figure 9)

United States: Personal Savings Rate and Current

Account Balance 1950 -2008
12.0
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least from their projection, that the recovery will be slower and less
sharp than the average or than the major recessions that we have seen
in the post-Cold War period. So, nobody knows when we will hit
bottom. I think the sort of consensus at the moment is that if the
stimulus package goes through we would see some minimal recovery
towards the end of 2009 and regular recovery in 2010. This is sort
of a provocative chart because it shows the US savings rate, which
many people have pointed to as a culprit, I would say, in terms of

structural imbalances (figure 9).

Particularly, since, as you see, starting in about 1985 when the
saving rate begins to drop from an average of 8 percent of GDP to
considerably less. It is mirrored by current account deficits in the US
and that was well known but not addressed. But, here’s the problem:
if you look at the end of that series you see that the savings rate is
beginning to come back up from about zero in the US to 2 or 3
percent. People expect to see it to rise to perhaps 5, 6, or 7 percent
as households rebuild their household balance sheets. Because hous-
ing pricing has dropped, stocks have dropped, there is a lot of un-
certainty so savings will go up. That’s okay for the US, that’s prob-
ably long over due, but the question is, as I put on top of the slide,
who will provide the next locomotive for global growth because this
lack of savings or excessive consumption in the US was one of the
main drivers over the last 5 or 10 years. And the question is what
will replace it. Will it be the Chinese middle-class or will it be coun-
tries that have a very high savings? We don’t know, but in order to
resume the growth path that we were previously on or to get close

to it there will have to be some locomotive for that growth and the
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question is where will that come from.

Now coming back to the current situation, everyone is focused on
the G20. It’s a group, as you know, that is more representative than
the G7 or G8. It does include Korea and, in fact, Korea will be the
chair of the G20 next year, the UK has it this year. If you look at
what’s going in the G20 (figure 10), you see in terms of simple aver-
ages that countries are tending to have stimulus packages in the 1 to
1.5 percent range. If you weighted them by the importance of the
economies, the ones that matter the most, obviously, are China and
the US where you are seeing substantial stimulus packages. I just
found out about Korea, and I think it is probably an underestimate

on this chart. But, the bottom line is when you add up, on a weighted

(Figure 10)
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basis, the stimulus packages that have been announced, it adds up to
something on the order of 1.5 percent of GDP. The IMF as early as
November/December had said that what was required was about a 2
percent stimulus, and the situation has gotten worse. So, I guess one
observation that I would make is that, at the moment, the stimulus
packages on the table do not add up to what is necessary, and there
are probably still countries who do have what we call “fiscal space”

to do some short-term stimulus.

Of course, there is some concern about long term debt. And you
saw in the US, President Obama has called for a session yesterday
to talk about the medium-term debt profile and objectives. This is
based on what economists call “Ricardian Equivalence” which is that
if you start spending and people realize that, ultimately, they have to
pay for it, they may not spend as much. That does not seem to have
stopped the US consumer in the past, but it might now. So, the notion
is that you also want to layout a plan as to how you are going to
be back to some more sustainable level of debt which means that
some of the expenditures that countries will be following to provide
a stimulus need to be short-term and reversible. So you wouldn’t, for
example, in my personal opinion, you would not be so inclined to
give tax cuts because politically it is difficult to pull those back. You
would, however, spend more on emergency programs because you

can curtail those once the recovery starts.

Now, for the World Bank point of view, we are most interested,
of course, in developing countries, the poor countries. So, we have

mapped here in the left circle those countries that we expect in 2009
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(Figure 11)
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to experience negative growth and they are approximately 80 out of
120 countries in the sample (figure 11). We have also mapped in the
right circle those countries that have poverty rates which are based
on household poverty and the $1.25 measure per day. The World
Bank used to use a $1 dollar per day but now due to the devaluation
of the dollar we are using $1.25 per day as the absolute poor. There
are about 50 countries in that group. But, the ones that worry us the
most are the ones in the overlap. The very high exposure countries,
most of them in Africa who will have negative growth and very high
poverty and therefore are the most vulnerable in this crisis. We have
also looked at who has the fiscal and institutional capacity and, to
make a long story short, we think that there are a number of coun-
tries, the majority that do have the institutional capacity to absorb

more expenditure, but they don’t have the fiscal space primarily be-
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(Figure 12)
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cause they have been managing their economies well. They have
brought debt levels down, and they would need additional foreign aid
in order to pay for safety nets to complete infrastructure projects, to
provide credit, and do things that the private sector is now incapable
of doing. However, official development assistance, even before this
crisis, despite promises at the Glen Eagle Summit and other places,
has basically been pretty flat. We are nowhere near the $120 billion
target; we are somewhere around $100 billion. As for percent of GDP,

you can see that it’s not moving in the right direction (figure 12).

When countries are stressed with their domestic problems, it’s un-
likely that they will put additional money into official development
assistance which we lament. And, the President of the World Bank
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has asked that .7% of the stimulus packages be contributed to a vul-
nerability fund at the World Bank. The stimulus packages, if we do
the arithmetic of the 1.5% of GDP etc. 7% of that would probably
be around $10 billion which would be a large increase in official de-

velopment assistance.

My last two slides refer to the IMF and the World Bank. There
has been a lot of tension on both. You may or may not know, but
the G20 process which is leading to a heads of state meeting on April
2" has four working groups: two are looking at financial sector is-
sues, one at the IMF, and one at the World Bank and other develop-
ment banks. The IMF one is probably going to have to deal with is-
sue of division of responsibility between the IMF and the Financial
Stability Forum in terms of oversight and regulation, but it’s also
making the case that the IMF is undercapitalized. There have been
some pronouncements, both out of Europe and between the IMF and
Japan, that additional resources should go into the IMF. We think that
that is a good step. I would also personally point out that in terms
of stand-by arrangements which is the major tool during crises, a big
chunk of the available IMF credit is going to a number of Eastern
European difficult cases: Ukraine, Hungary, Belarus, soon to be add-
ed by Latvia and others and Pakistan and Iceland. So, it’s a pretty
concentrated group of those who are most in trouble. But also there
are two facilities of the IMF that should be used in this crisis. One
is called an Exogenous Shocks Facility, which is supposed to deal
with your variation and export earnings, and at the moment they only
have three countries participating for a very small amount. And, the
Fund introduced a Short-Term Liquidity Facility about 4 or 5 months
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ago to try to provide the kind of credit that you’re getting through
currency swaps and other means here in Korea, and so far there are
no takers. So, there is an issue of branding and the IMF has not re-
stored its brand to the point where countries will go there unless they
are absolutely broke, and that applies to Hungary, Pakistan, Belarus,

etc. So, we have an under-utilized International Monetary Fund.

The World Bank, for its side, has ample capital. We have been re-
paid by many of our better-income borrowers over the years. So that
we do have the capacity to increase borrowing up to $100 billion
over the next three years which implies a doubling of our lending.
Last year we lent about 13 to 15 billion. This year it will be more
like 30 or 35 billion. We have a lot increased interest in borrowing,
both to finance safety nets and also to guard against roll-over risks.
So, there are some contingent loans that we are making where a
country has the option to borrow a billion or two if they need it in
order to finance certain programs. We have had requests from
Indonesia, Mexico, and a few others, which we are honoring. For the
poorer countries we have IDA which is the soft loan window, and
we have resources available, but those resources will be used up rath-
er quickly if we accelerate lending which is why we talked about this
vulnerability fund, the 0.7% percent, which I list here which would
go for financing, infrastructure, SMEs and safety nets. And we also
have the International Finance Corporation (IFC), our private sector
arm, which is doing a number of innovative things. It has a trade fi-
nance program, which it has doubled to $3 billion. It is providing
some financing for bank re-capitalization in developing countries and

providing other sources of funding for infrastructure and micro-credit.
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I know other multilateral banks aren’t as amply capitalized, and there
is a lot of news about the Asian Development Bank running out of
capital and needing more. Given the numbers that I showed before in
terms of the drop in flows to developing countries, I think this is the

time when you would want the official lenders to be able to step up.

All of these are issues that are on the agenda for the G20. I think
one shouldn’t over emphasize expectations. These are heads of state
meetings that are looking for announcement effects but a lot of these
are difficult problems that announcements themselves will not solve.
However, the basic issue of confidence in the system, the basic issue
of trying to resist protectionism, and the basic issue of having a coor-
dinated fiscal stimulus are three things that I think the G20 meeting
could pronounce upon which would be good for everyone and good
for developing countries which is the main preoccupation of the
World Bank. So, thank you very much for your attention.
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Questions & Answers

Q Dr. Leipziger, thank you very much for your comprehensive cover-
age of the situation. Unfortunately, as the situation becomes more com-
prehensive it also is becoming more depressing. Let me address that
question of the interesting chart that you showed about Klaus’' three rings.
You showed the four that covered all three of them, but | am afraid that
we may have to add another dimension to that. That is besides the finan-
cial, real estate, and equity, we now have the unique situation, which is
a global and simultaneous meltdown. In the past, because the world
wasn’'t globalized, the problems were in the spots. Now, we have a fully
or total world, you may say that there are some pockets like China which
is not in the negative, but I'm not sure that crashing down from 11-12%
growth to 5% is not having an equally devastating effect on the world.
So, we have this global meltdown and the people who are plugging in
the numbers into their models and projecting the recovery are talking
about this so called stimulus package but there isn’'t a stimulus effect. In
fact, all of the money is not sufficient to climb out of the hole of financial
losses. For example, in the US $700 or $800 billion is estimated to only be
half of the financial losses. Where is the real effect of the stimulus to the
real economy? So if you add those factors, | think the light at the end of
the tunnel seems really far away. How do you see the models being able
to make any projections on this basis? And as you previously touched on,
in the past, we had two decades of growth based on the US’s spending,
beyond their means, which everyone claimed that it was unsustainable,
but it was sustained up to this point. 'm afraid that it will never come back
even if we come out of this depression. People now redlize that this is not
something that they can do anymore. Therefore, that purpose is gone,
and I'm sure that when we add up all of those factors we will see that
we are now entering a new phase of the world economy. | would like to
see your view on this.

A 1 agree with on the models not being overly relevant because
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we have an unprecedented situation. Models are built on 100 ob-
servations, so | fully accept that. That is why no one is in a good
position to estimate the duration of the recession. On the financial
losses being larger than the stimulus, I partially agree but I think
there are two different things. If you look at how the financial losses
are being financed in the US, the TARP program or the money that
is being allocated through expenditures is a fraction of the amount
of the help that is going into the sector because most of the financial
support is going through the Fed’s balance sheets and other off the
normal balance sheet ways. So, I think the stimulus packages will
have their macro-effect. I mean essentially there are only four aspects
to demand: consumption is down; investment is down; and exports
are down. So that only leaves one variable and that is “G,”
government. So, the question is how much will they be able to spend.
Where 1 do agree with you is that the stimulus packages won’t work
as long as there is no confidence in the financial sector. So, the inter-
action of the two is, I think, critical and you can’t solve one without
the other. That’s the other aspect that is absolutely frightening and
unique and that’s why people talk about the Great Depression. I don’t
think the analogy is apt because I do think that we have many more
tools and the situation is not as grim, but that is why people look
at that as the only experience where there was a lack of demand and

a lack of confidence. So, I appreciate your observation.

Q Thank you very much. History does repeat itself. From the resume
that Chairman covered, | saw that your background included working in
Eastern European countries and Latin America including Argentina with
work related to restructuring. Twenty some years ago, the external debt
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levels of those Eastern European, as | recall, was only around 10 percent
of the current level. Yet, the magnitude of external debt levels in Eastern
European countries and the countries suffering from the current crisis are
both, indeed, global. The next round of potential crisis comes from the US
consumer credit such as home equity loans, auto loans, and credit cards
loans provided the so-called Obama-package or Geithner-plan do not
play out as quickly or as fast. That's another tsunami that will adversely
impact the international economy in my opinion. So far, for the last three
decades or so, first Japan and nowadays China have been funding the
American deficit, meaning the treasury bonds. Given the level of the defi-
cit of the US to the ftrillion of dollars, the deficit for this year is expected
to be around 2 ftrillion dollars. Next year, could add an additional trillion.
Given the level of the bottomless pit, or abyss, however, it's becoming
more and more apparent that the deficient levels are rising. So, in the fu-
ture who will be willing to buy US freasury bonds? Your chart shows only
slow recovery in the US saving rate. Normally, when a country issues a
bond, the citizens of that country buy those bonds. However, in the case
of the US, the saving rate is really low. So who are the buyers? The
Japanese? They have their own problems. China? The Central Bank of
China has started to diversify away from the US dollar. So, it's a big
question.

A On the Eastern European side, to be fair, I think my experience
was in East Asia and Latin America, not Eastern Europe, but I think
it is one of the warning spots at the moment. I think the World Bank
issued a notice a couple of days ago that the banking systems in
Eastern and Central Europe were at high risk. If you look at my chart
on the IMF, that is where most of the resources are going at the
moment. So, one does not want to push problems on to others, but
my guess is that in Eastern Europe this is something that the EU is
going have to address because having the Ukraine, Hungary, and

Poland in deep trouble is not good for their region.
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Do the Europeans have the financial resources to put more into
bailout packages? I think the answer is yes. Now, the ECB is more
limited in its role. I mean the Fed has probably gone beyond what
in a textbook you would have expected the central bank in the US
to do, but it does have this dual responsibility of fighting inflation
and maintaining economic activity whereas the ECB is only an in-
flation fighter. Nevertheless, if you look at regions of the world that
have fiscal space, I think the two regions are really East Asia and
Europe. In Europe, it’s variable because a number of countries were
up at the Maastricht level of fiscal spending before the crisis. I
should also say, though, that except for countries like Chile, very few
countries were running anti-cyclical fiscal policies. So during the
booms, Italy, France, and other countries were above the Maastricht
levels. So now they don’t have that much space. It’s a long way of
saying that I agree with you that the Eastern European problem is
big. I don’t think the IMF itself can solve it. It’s going to require
a European solution. If you take the case of Ukraine, there is an anal-
ogy to the Korean crisis of 1997 which is that, as Professor Ahn
mentioned I was here then, the money on the table in 1997 was never
going to solve the problem if the New York Fed had not called all
of the lenders into the room and said that you are now going to roll-
over for six months because the hole is too big. The analogy in the
Ukraine is the same. It’s just that the banks are Austrian banks and

others. So, there has to be a regional solution.

On who is going to buy the US debt, well, that is a good question.
I understand the economics of it, that you have a country that’s emit-

ting a lot of bonds. Why should anyone buy them? My answer to
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that is what’s your alternative. You have cash, what are you going
to do with it? I was remarking to someone in jest that the second
largest stock of debt, is actually Italian sovereign debt which you
may not find as attractive as T-bills. So, there is an exchange rate
issue going forward, no doubt about it. In the short term, I think to
finance the packages, there is going to be an increase in the interest
rates. You know, many of you are bankers, and I respect that, but
I think the perspective of a banker is not five years. You have to put
your money into something, right? So for the next three months, six
months you are going to make some decision. If you can make a bet-
ter return on the US treasuries than you can on the Italian EU issued
debt, you will do it. Going forward, I think there is a structural
question. I don’t know the answer to the question. How fast will US
savings rates go up? What other spending will there be? What will
the medium term debt position of the US be? I don’t know that. But,
I think it’s sort of easy to say that no one is going to touch US issues.
However, in the end, people buy them. I think the answer is that the

alternatives are worse.

Q Thank you very much for your excellent speech. First of all, | appre-
ciate the IBRD assistance given to Korea, about 10 billion dollars, during
the Korean economic crisis in 1997. At that time, the World Bank recom-
mended or educated Korea in two things. One is FLC and the other is the
London formula. The forward-looking criteria, which you so kindly advised
Koreq, classified a three month no-payment on principal and interest as
a bad debt loan. The second bond was the London, which was as you
know, to walk out and seek the 100 largest companies in Korea. My ques-
tion is why doesn’t the World Bank give advice to the US because the ori-
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gin of the present recession is from the center of Wall Sireet.

A T'll give you the World Bank answer, and then I’ll give you my
answer. The World Bank answer is the US is not a borrower from
the World Bank and if anyone is going to give advice it has to be
the IMF because the relationship that the IMF has with all of its
countries is one of advisor. In the World Bank system, the US is a
donor. They give us money. We only give advice to those who bor-

row from us, and so far, the US is not borrowing from us.

Below that, 1 think there are a few strands in your question. The
first is whether or not the US could learn from the experiences of
other countries dealing with financial crises because this is not the
first financial crisis. The whole discussion of whether or not one can
divide things into the good bank/bad bank model, for example, is
something that the US has never had to face before even during the
savings and loan. It was pretty simple. Someone had to take over the
bad assets. The problem with the good bank/bad bank model used in
Argentina and other places is that in this crisis it’s very hard to de-
cide what is a good asset for two reasons. One is that some of these
assets have cross guarantees and all sort of difficult structures that
make them hard to disentangle which is part of the origin of the crisis
which is that there was bad supervision and risk taking that was
unconscionable. Therefore, you can’t decide what’s a good and bad
asset so easily. Secondly, in today’s market a lot of good assets look
bad. There are some analogies and some lessons one can draw from
previous experiences, but not totally. The second thing I would say

is that what this points out is that countries like the US and institutes
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like the IMF and the World Bank and others, I think, are faced with
having to be a lot more humble in the advice that we give. I re-
member working on Latin America where we would give advice to
a country like Bolivia in the 1990s having difficulties with its banks,
we would say “don’t extend the deposit insurance across all depos-
its,” “don’t guarantee liabilities,” and “don’t refinance at the Central
Bank all assets without taking a look at the quality.” There are a lot
of things that we have told countries not to do that are currently be-
ing done. It’s force majeure. It’s an unprecedented situation. If you
or I were sitting in the US Treasury, we’d probably do something
similar, but it points to the fact that there is no right and wrong in
a lot of these areas. One has to be a lot more humble in the way
one gives that advice. I think the US, on some level, is understanding
that.

Q After the current recession is over, the world economy may suffer
some redlly high inflation. What actions do you think need to be taken
to account for this while also worrying about getting out of the current crisis?

A Well, I don’t know the answer because at the moment the risk
is deflation in a lot of countries, but I do see your point of view.
I think if the stimulus packages are in the ranges of 1.5% to 2%, we
are talking about making up for a fall in aggregate demand. So, I
think that in the broadest macro sense we are not over-stimulating it,
but for different countries it will apply differently. It depends on how
markets react. I think the big difference between the US and Europe
is that the European central bank has the anti-inflation objective very

clearly in mind and for good reason because inflation is built into ex-
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pectations, wage contracts, etc. and once you get inflation into the
system it’s very hard to wring it out. On the other hand, I would
point out that we haven’t seen a situation as bad as this since the
1930s. So, we are talking about a once in 70 or 80 years event. I
think that the amount of hardships and collateral damage that will be
caused by the longer and deeper recession in terms of protectionism,
job losses, and closing of plants. I would weigh those heavier than
the inflation rate. I think that you can wring inflation out of an
economy. It takes a bit of time and it’s not pleasant, but it can be
done. At the moment, I think the risk is much more on the downside.
I would be more in the favor of taking a bit of a chance on the
outcome. No one knows what inflation outcome will be. I wouldn’t
let the inflation fears stop me from acting on the fiscal stimulus and
trying to get the economies moving. It’s not an issue in the US, it’s

not that big of an issue in Asia, but it is an issue in Europe.

Q Did you or the IMF or the World Bank provide any warning signals
while Wall Street was producing a slick repackaging of the financial de-
rivatives? Also, do you trust Mr. Geithner professional opinion? Thirdly, what
kind of package would you suggest the Korean government to imple-
ment?

A As to the first one, to be fair, the roles of the Bank and the
Fund should be clear in this. We are not regulators or supervisors.
I think the Fund for its side did point out structural imbalances, that
the US was “living beyond its means,” and it did point out that the
Chinese surpluses were unsustainable. The reality is that big countries
don’t have to pay attention to the IMF unless they get into real
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trouble. As for the second question, I don’t know whether it’s a ques-
tion of trusting or not trusting the administration, but I don’t think
anyone knows the size of the hole. That’s the reality. The analogy
I would make is the Chaebol in Korea in 1997 because of the high
interest rates that were imposed by the IMF, every Chaebol on paper
was bankrupt. The same is true with a lot of entities in the US, or
in the financial sector now, which is if you mark the market and they
actually have to meet some requirements, a lot of them can’t do it.
So, I think the question really is to try to separate out the assets that
are currently impaired but in a normal market they would actually
be okay from those we are now referring to as toxic assets. Many
mortgages in the US are perfectly sound. The question is how can
you restore credit, restore lending based on assets that are sound
while reserving against or putting capital against or getting govern-
ment guarantees against those that might or might not be good and
then dealing with the third category which is the bad assets. In a
sense, it’s not good bank/bad bank. It’s good assets, bad assets, and
those that you don’t know because it depends when you are looking
at them. Is the snapshot today or is the snapshot a year from now?
So, I think that this Treasury team is better able to deal with it than

the past Treasury team.

On the safety nets, I mean that we give countries a bit of advice
on safety nets. We normally say that they should be well targeted,
minimize leakages, and that it’s better if you have an existing safety
net program that can be expanded or augmented rather than starting
one from scratch. The advantage of that is that it can be scaled back

down after the emergency is over. In general, we are in favor of cash
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transfers, at least in developing countries. I guess we would have to
take a look at what makes sense in Korea. It’s extending unemploy-
ment insurance, extending the coverage because normally the number
of weeks is usually inadequate to find a new job during recessions,
cash transfers for the absolute poor, and I think that, although not a
safety net, emergency employment programs do make sense. You
should also try to do things that are smart investment in the sense
that they position you for the recovery. You have a choice between
just painting bridges, which would create employment, even if they
don’t need it and doing something that improves the logistics chain
or something that gets you in a position to be more competitive such
as the green investments. The real issue is the speed. You can start
repainting a bridge tomorrow, but to do a green investment of a com-
plicated type may take a year. You have a trade off there. How urgent
is it to create aggregate demand right away? At the moment, I think

that speed is important.

Q You mentioned about not worrying about inflation. I'm seeing it the
other way around. | think we should actively seek inflation because it is
ultimately the solution. If you look at the problem today, it is the overhang
of the debt that we cannot handle: people, corporations or nations. | feel
that the stimulus packages will bring about inflation, which, by definition,
would reduce the value of debt. You mentioned that one of the problems
is that you don’t know how bad the hole is and it is getting worse each
time the real estate value goes down. Therefore, you can’'t determine
what is good debt, what is bad debt, what is good mortgage because
what is good today is bad tomorrow as the price goes down. Reversing
the process with inflation reducing debt, | think that is that fast way we
can get out of this mess.
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A Well T agreed with most of your previous comments, but I don’t
agree with this one. I agree that some countries will generate inflation
and that inflation can be good for the government because it allows
them to cancel off some of their debt, which is also true. However,
my response is two words: Latin America. Latin America followed
an active policy of not caring much about inflation. It also created
what is now known as the “Lost Decade,” because at the end of the
day, their macro was so messed up that it took them a decade to fix.
So I wouldn’t actively generate inflation, but I understand that the
mechanics are right. If you have inflation, then the debt value goes
down. That’s one way to finance. I wouldn’t actively encourage it.

It may happen, but I wouldn’t actively encourage it.

Q | agree with you that continued inflation is dangerous, but what |
am proposing is a one time shot. The way we got of the Great Depression
was, never mind about Keynesians and Nubians, was really due to US and
global spending. The problem with Latin America, | agree with you, is that
Brazil, for example, had a built-in long term expectations about inflation.
So, | think that this entire matter can be solved with a one time shot like
what happened during the Great Depression.

A Yes, but, first of all, you can’t legislate a one time shock be-
cause once you do a one time shock you have ripple effects. The rip-
ple effects build in expectations. I agree with you that WWII was
helpful to come out of the Great Depression. There were also a lot
of price controls during WWIIL. The US just didn’t simply allow pri-
ces to go up. Analytically you’re right, but as a practical matter, I

don’t think it’s the right approach.
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Q We have been seeing a large amount of stimulus packages by
countries all around the world. As you pointed out, 1.5% of GDP has been
a ballpark number. The aspect of these stimulus packages is where to put
the money. We have been talking about the lost decade in Japan and
then at the time people criticized that the stimulus money was wasted be-
cause most of the money was spent on highways leading to nowhere or
bridges that were not needed. | also heard that even in the US there is
a lot of debate over what projects should be funded. Actually looking
back at the Great Depression, some people say that WWII, not the New
Deal, saved the US economy. Would you make a few comments on what
you think are some appropriate projects that should be funded using
money from the US stimulus package? What are some projects that would
be appropriate for Korea? At the moment, there is a lot of debate over
how this stimulus package should be used.

A 1 would say that if unemployment is a big issue and you are
going to have to spend a lot more on unemployment insurance, and
that when people become unemployed it causes a ripple effect of
households and social disintegrating so that one aspect of deciding
what projects to do should be the job creation component. If you put
on the table a billion dollar space satellite, for example, which will
provide 100 jobs versus another program that improves that port in
Busan, I would go for the one that would create more jobs. I would
also go with one that positions a country like Korea or whoever else
that in 2010 you’d be more competitive. The green investment idea
is a little more complicated. I don’t know enough about it, but it
could or could not meet my criteria because I don’t know how quick-
ly it could be started. I don’t know what its job content is. But, it
does have the potential if it has the technology component to position

Korea to be an exporter of a new type of technology. It’s possible.



Implications of the Global Financial Crisis for Developing Countries 41

If there are hybrid ships that can be built like hybrid cars and Korea
is the first, then okay. It could be interesting. The problem is I don’t
see it creating jobs tomorrow because I don’t think anyone has these
so-called “shovel ready projects” which is a list of projects and all

you have to do is put the money in and you’re ready to start.

The reality is that there is no right or wrong. People don’t really
know. In the US, we have states saying that they don’t want to partic-
ipate in this stimulus plan. They don’t want the money because they
don’t like the conditions attached or they don’t like the sectors being
promoted or whatever else. There was a big debate in the stimulus
package on how much tax relief versus expenditure. There was a po-
litical difference of opinion. I happen to be more on the expenditure
side because it’s difficult to know the impact of tax relief. It can be
saved or whatever. It’s a long answer to say that you have to decide
what is the objective you want of the expenditures. If the objective
is job creation, it leads you one direction. If the objective is to posi-
tion the country to be more competitive a few years from now, it
leads you in another direction. If the objective is regional in nature,
that there is much more unemployment in one part of the country
than another part of the country, it might lead you to a third. So, I
think in individual cases, policy makers have to decide what is the
objective they are trying to achieve. Of course, policy makers may
say that they want to achieve all of them. Then you have some inter-
esting decisions to make because not every project can serve every
objective. So, you have to decide the balance between them. This
isn’t a yes/no answer but it gives you some thoughts on your

question.
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Q Would you comment more about the G20? What are some of the
politics and economics behind it? Will it work? Why is America pushing for
the G20? Are they trying to make it look like a consensus? Maybe, that’s
a negative perception. What is the story behind the G20?

A That’s an interesting question. Everyone has their own view.
Let’s look at the economics first. The G7 is not very strong repre-
sentative group because a number of the economies are not the
biggest. So the G20 is seen to be more representative and it covers
80% of GDP. When it was set up, it wasn’t set-up in a strategic way,
it was set-up in a casual way. So there are some questions about why
some countries are in and other countries are out. Will it endure? I
think the G20 is on a rising path and the G7 is on a declining path.
The reason for that, I think, is because of the G7 have not proved
themselves to be overly effective in the last couple of years. They
just had a finance meeting Rome and nothing came out of it. I think
the G20 has potential to be a new influential group. Whether the US
is pushing it or not is not clear to me. I think that the first G20 heads
of state on November 15th meeting held in Washington was called
by President Bush for probably two reasons. First, it was nearing the
end of his term and politically it might have been a good move.
Secondly, there was talk about moving the conversation to the UN,
which for people like me who focus on economic policy would not
have been ideal. So, I think the US embraced the G20 in November,
and then it took on some momentum of its own with the British be-
ing in charge this year. It’s on the upward trend. Let’s see what it

can produce. My guess is that the G20 may well supplant the G7.
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Q When do you expect the financial crisis in America to end?

A May 7th. The reality is that nobody knows. I agree that stability
in the US is a prerequisite for stabilizing the overall situation. It
seems that the US administration is going at the problem in the prop-
er way. They have something for mortgages and for banks. I picked
May 7th to be provocative, but I think it’s within the ballpark. I be-

lieve it’s within a matter of months, but I don’t honestly don’t know.

Q How would you evaluate or assess the Korea’s response to the eco-
nomic crisis?

A Well, the right answer is that I don’t know. In any grading
scheme there are absolute and relative grades. First of all, you have
to keep in mind that nobody is handling the crisis well. Without
knowing the details, I would say that at the moment Korea seems to
be doing relatively well. But at an absolute scale, I would have to
do a lot more analysis and work before giving an assessment. When
everything is a mess and all of the variables are changing and in a
flux, and you are able to keep your head above water, then you are

doing well.

Q First would you like to make any special recommendations o the
Korean government in terms of the stimulus package? And my personal
question is that in order to stimulate private consumption, the Korean gov-
ernment is contemplating offering a consumption coupon instead of tax.
Is it an effective program and would you recommend that?
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A 1 wouldn’t want to comment about that because I don’t know
enough about it. The bottom line is that given how export dependent
Korea is and given the projections on global trends in terms of ex-
ports, you have to find some other aspects of demand that will carry
you through 2009 and part of 2010. Government spending is one and
domestic consumption is another. So, how you stimulate it, I think,
is what Korean policymakers need to decide. I don’t have enough
knowledge to say do this program or do that program. But, I think
the idea that you want to stimulate along with government spending
is correct. On the size of the package, at least you know that it’s
2.5% of GDP in one year. That sounds like a big number. Now, luck-
ily you have the fiscal space to afford it. I would say that it sounds
good, but again the composition of the 2.5% requires greater scrutiny
and it comes back to my previous point: what is the objective? Is
1% of it aimed at jobs, and 1% of it at future competitiveness, and
0.5% at being leader of the green technology? I don’t know what the
composition of it is. Whether it’s Korea or Germany or the US, the
important thing is that you want the stimulus to take hold by the mid-
dle of 2009. You can’t afford a stimulus package which doesn’t have
any impact in this calendar year because this is the year in which
it has to bite. So, the question is how quickly can these expenditures
be started. Only half jokingly did I mention painting bridges, but the
advantage of that is that it can start tomorrow. At the other extreme,
is something that involves a long lead time in terms of planning
R&D, etc. I would think that there should be some balance between
the two, but I am more in favor of the shorter term at the moment
to cushion the shock of 2009 because if you can’t restore some level

of aggregate demand then you’re going to have to expend fiscal re-
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sources anyway. You’re just going to be using it for welfare, for so-
cial protection, for unemployment. It will be a budget item anyway.
So it would be better to make it a productive budget item than a re-

active budget item.
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(Figure 1)

Developing Economies' Contributed Virtually All
the Increase in World Growth in the 2000s.

Contributions to World Trade Growth Contributions to World GDP Growth
1990s and 2000s (Percentage Points) 1990s and 2000s (Percentage Points)
Average Average
anoor |0 oo o=
86% 53%

Average
Growth=
2.7%

Average

tos0se (g Y cown-
62%

0.0 5.0 100 0.0 20 4.0 6.0

‘ B High Income B Low & middle income ‘ ‘ B High Income B Low & middle income

Source: World Bank Development Indicators.

(Figure 2)

Advanced economy output and world trade volumes to contract in 2009

World Growth Projections

2007 2008 2009 2010

World Output 52 34 05 30
Advanced economies 2.7 1.0 20 1.1
Developing 83 63 33 50

Sub-Saharan Africa 69 54 35 5.0
Cent.& E. Europe 54 32 04 25

CIS 86 60 -04 22
Developing Asia 106 78 55 69
Middle East 64 6.1 39 47

W. Hemisphere 57 46 1.1 3.0
World trade volume 72 41 28 32
Source: IMF World Economic Outlook Update 01/28/09
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(Figure 3)

Trade credit spreads (bp)
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(Figure 4)
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(Figure 5)

Capital flows to emerging economies

(US dollars, billions, net) 2006 2007 2008 2009

Private flows 565 929 466 165
Equity investment 222 296 174 195
Direct 171 304 263 198
Portfolio 52 -8 -89 -3
Private Creditors 343 632 292 -30
Commercial banks 212 410 167 -61
Nonbanks 131 222 125 31
Ofticial flows, net -58 11 41 29
IFIs -30 3 17 31
Bilateral 27 9 24 -2

Source: Institute for International Finance: “Capital Flows to
Emerging Market Economies.” 01/27/09.
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(Figure 6)

FDI, Net Inflows (% of GDP) Remittance Flows to Developing
Countries (USD, % Change)

25

5T Jx—Highincome [~~~ """~~~ AU A0

——Low Income

L e ity A E e o N
—o— Middle Income &
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0+ - N----------
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Source: World Bank data and staff estimates.
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Associations between Recessions, Crunches and Busts
(number of events in each event category)
Recessions
Credit Crunches
46
House Equity
Price Price

Notes: The rectangle shows the distribution of 122 recession episodes in the sample
into those associated with crunches and busts (76) and those associated with
none (45). Out of 122 recessions, 18 are associated with credit crunches,
34 are with house price busts, and 45 are with equity price busts. 45
recessions are not associated with either a crunch or bust episode.
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(Figure 11)
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(Figure 12)
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Lessons from the Current Economic Crisis”

Anne O. Krueger

Thank you very much. It’s a great pleasure to be back in Korea.
I just arrived last night so please don’t expect me to be absolutely
current on what’s happening now. I hope to have some time after this
talk while I’'m here to catch up a bit on events. It’s always interesting
to see what is going on here. The rest of the world has learned and

is learning a lot from Korea and that will continue.

We are meeting at a time of virtual panic in the world about the
state of the global economy. It is a difficult time and it is an im-
portant time. The first thing I want to say is that, if anyone tells you
that they understand what’s happening, and know what’s going to
happen pay no attention because they are wrong, nobody does. We
are trying very hard to understand it. Understanding now is better
than it was a few months ago, and things are becoming a little
clearer. I will give you my views, but please remember that on every
aspect - on what caused it, on what should be done, and why - there
is legitimate disagreement among very able people. I have very good
friends with whom I normally agree, but we disagree on some

aspects.

* Transcription of a speech given at the IGE/Prudential International Finance
Lecture on Wednesday, April 15, 2009.
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I want to start a bit with the background and the origins of the
crisis, not because I want to play the blame game-“who is the one
who did the wrong thing”- but rather because some degree of under-
standing of what happened is important in terms of figuring out what
the appropriate policy responses are. Then I want to look at what is
happening and talk about what has been done and the short-term
outlook. Finally, I then want to move to the longer-term outlook. If
I leave one message of which I am reasonably sure, that message is
that the world needs to do is to be very careful in addressing the
short-term problems that we do it in a way that does not prejudice,
or reduce, or make worse the long-run growth prospects. It seems to
me that the danger in the current situation with the panic, with the
reaction of the politicians that they must do something right now, is
that actions may be taken to get out of this short-term mess - and
it is a mess - that could affect things in ways that would mean that
in the longer-term economic growth cannot be as healthy as it was.

That is my bigger concern over the medium-term.

So with that let me start by reminding you that we have as a glob-
al economy as a whole had an absolutely phenomenal run over the
past 60 plus years. Obviously, there were bumps in that period. There
were recessions. Things did not always go right. Everybody here re-
members 1997-98 with no fondness. Other countries had difficulties

at various times, but those difficulties were all overcome.

That period gave us something that was unprecedented in world
history. Until the 1970s economic growth was most rapid in the in-

dustrial countries. After that emerging markets one by one adopted
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reforms and accelerated growth. From 2002 to 2006, a period of five
years, world real GDP grew at an average rate of five percent per
year which is higher than in any comparable period except possibly
post-war recoveries in world economic history. For the world as a

whole that is rather amazing.

Early on the industrial countries were, of course, the ones that
were growing most rapidly. After the leadership of a few developing
countries including Korea, other developing countries began growing
more rapidly. While Korea led the way, moving away from the old
policies of the 1950s and moving away from the tradition of being
inward, isolated, and with state control of the economy. Other coun-
tries learned from that. From all of this, we learned the importance
of healthy growth of the international economy for the growth pros-
pects of individual countries. The gains to be had from globalization
were amply demonstrated over those 60 years. Throughout that peri-
od world trade grew at almost twice the rate of world GDP and those
countries that were more open grew more rapidly than those that
were inward looking. That’s very important because going forward
one of things we need to emphatically preserve is the open multi-

lateral trading system.

That is in everybody’s interest and it is important that that doesn’t
get damaged during the current economic difficulties. You all know
the benefits of integration. There are many and they are important.
They include being able to use your abundant factors well, competi-
tion, letting efficient firms grow more quickly, technology transfer,

and more. It is often forgotten that increasing global integration has
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happened - depending on how you count it - at least over the past
200 years and that earlier it was transportation/communication costs
that fell quite rapidly that led to the earlier period of integration.
Since the 1940s it has been much more the decrease and the removal
of the trade barriers that were policy imposed - reducing tariffs, get-
ting rid of quantitative restrictions - and otherwise letting the flow
of commerce from country to country be along natural lines with very

much lower transport costs.

In 1900, it is estimated that when a good reached the US from
overseas the average transport cost for getting it there was about 50
percent of its value. Transport, itself, acted as a huge barrier to inter-
national trade. Today, that number is three percent and that’s average.
Communications, of course, have changed enormously over that peri-
od, too, so that business can be more efficient internationally. It is
estimated that in current prices the cost of a three-minute phone call
between London and New York was about $300 in 1930. By the year
2000 it was about 5 cents and right now it’s virtually free. The
changes in all of these for the world economy have been huge and
we have benefited enormously. In the current crisis, it is important
to remember this. People say that it is a terrible threat to the system
and something has gone wrong. Yes, something has gone wrong, but
I think that the underlying system has shown that it can deliver. The
challenge is to repair the system so that it not only continues deliver-
ing but gives us less of a problem in the future. We do not wish to
throw out the baby with the bathwater. There is a problem and we

need to fix it, but not at the cost of the whole system.
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Before speaking specifically about the current crisis, let me first
talk about two different theories of recession. This may sound a little
bit academic but it is very important. You all know about Keynes and
his stress during the Great Depression on aggregate demand. The sol-
ution to a recession, he thought, was that you had the government
spend more or reduce taxes so that this would give more purchasing
power and people would spend more and it was these increases in
aggregate demand that would lead the way out of recession. There
is truth to that view and I will come back to it. During the Great
Depression there was a second economist who had a different theory
to which not much attention was paid to at the time and yet for the
current recession may be at least as important. That was Irving
Fisher, a very eminent monetary theorist at Yale University. Irving
Fisher insisted that what went wrong during recessions was that
something happened, some kind of negative surprise, and asset prices
fell. When those asset prices fell - it might be equities or housing
or something else - what then happened was that people sold assets
and cut consumption in order to repair their balance sheets. But sell-
ing assets because you need to repair your balance sheet means that
you are increasing the supply of assets yet again which means that
those prices will fall more which means that there will be another
round. He thought that the cumulative effect and the problem of re-
cessions was a balance sheet problem. Through this mechanism, if
you like, of selling assets and then getting a lower price and the low-
er price means that more people have to sell to repair their balance

sheets and so the process goes.

The basic premise of that model is that repairing and restoring bal-
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ance sheets is a key to the whole thing. In his very famous study
of the Great Depression, Milton Friedman concluded that it was the
contraction of credit that was a key factor in letting the depression
get as bad as it was for as long as it was. But he didn’t really get
into the issue of whether it was balance sheet or whether it was ag-
gregate demand or how the two interacted. Restoring balance sheets
is clearly important and something that has to be done. In the current
recession, balance sheet effects assume more importance than they
have had in earlier recessions in the post-war period. Interestingly
enough - this is important for the outlook - if you think the balance
sheet approach is important, and I do think it does for the current
recessions, then when asset prices start rising again - namely, once
we reach the bottom - people’s and businesses’ balance sheets will
automatically to some extent be restored. As that happens, they will
begin spending more. And just as in the downturn the balance sheet
leads to contraction, it also helps in the recovery and that is important

in thinking about the future and what to do and how to get there.

Now, let me turn to what has happened and the origins of the
crisis. As I said, a “blame game” is pointless. There will be papers
written by economists, policy makers, and others for the next ten

years trying to diagnose what happened and exactly why it happened.

There is close to universal agreement that a major part of the
problem was that the world had a period of very low interest rates.
Low interest rates had effects that laid the groundwork for the current
situation. Low interest rates were a product of what was called

“global imbalances.” What was happening was that some countries
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were generating more saving than they could invest. So they invested
abroad. That led other countries to a situation where they needed to
invest more than their savings and have current account deficits to
offset that. It turned out that most of that investment was the United
States.

In order to absorb all the additional savings in the form of invest-
ment the world real interest rate became very low. There were several
results. One was the housing boom, and I’ll come back to that in a
minute. The second was that everybody, especially in the financial
sector, was busy as they say, “searching for yield.” They didn’t want
to get just one percent or one and a half percent yield, they wanted
more. But the only way to get more yield is by investing in more
risky things. There is a lot of evidence that financial institutions, not
only in the United States, began searching for yield, looking for ways
that they could invest that would indeed give a better return than the
very low real rate of interest in the US during the period after 2002.
That had many consequences as people began taking risky assets on
their books. But as they did so the price of riskier assets was rising.
That’s because everyone was looking for more search for yield. As
they did so the riskier assets began to have lower yields and returns

until the process reversed.

The real estate and housing boom were an important part of it.
Low interest rates were a major contributing factor in the housing
booms in several countries. Borrowing costs to finance mortgages are
highly interest-sensitive. Spain had a huge housing boom. The UK
had a huge housing boom. Ireland had a huge housing boom. The
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United States, Australia, and a number of other countries had them
too. In all of these countries, low interest rates and the fact that real
incomes were rising were factors. As that happened, housing prices
began rising because people began investing not only because they
wanted their own house or a better house but because they thought

that it would be a good investment.

There’s a lot of evidence that in many countries, much of the de-
mand for housing, particularly 2005 and 2006, was speculative de-
mand rather than housing to live in. Let me illustrate a couple of fig-
ures in the US. The evidence is Lee County, Florida, the state which
has the second highest foreclosure rate in the US. Two-thirds of the
foreclosed units have never been lived in by anybody. Why? Because
people bought a condo or a small house - some of them must have
had plans to retire or to use it for a vacation home or something.
They had to pay almost nothing down, the banks were pushing out
mortgages, and so they got all of the money to buy the unit from
the bank. And they expected to have the house or the condo for a
year or two and then sell it and make money. There were no in-
tentions in many cases of living in it. That happened in many parts
of many of the country with low interest rates. Second homes, vaca-
tion homes, people may have used them somewhat, but a large part
of the motive was this motive of “okay, I want to make some money,
it won’t cost me anything, I’ll borrow from the bank now, keep it
a couple years and then I’ll make a profit.” Some people bought to
bet on price increases early, once they did, others began to follow,

and the process mushroomed, with housing prices rising.
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Also with low interest rates, the earning streams companies began
getting capitalized in the stock market at higher multiples because of
low interest rates. It led to the search for yield. It led to more risky
ventures. A “big carry” trade as they call it developed in which there
was a lot of borrowing in low interest countries such as Japan. You
bought Yen in Japan and then you brought it to New Zealand where
the interest rate was higher. You owed Yen, you paid the interest rate
in Yen and you got the New Zealand interest rate. As long as those
exchange rates were okay, everything was fine, but of course, they

didn’t stay okay.

That is a big problem now in Eastern Europe because most
Eastern European countries were growing fast and had higher interest
rates than Western Europe. Many householders in Eastern Europe
then wanted to buy a home and therefore went and borrowed not in
their local currencies but in Swiss Francs or Euros and in a few cases
British Pounds. The result was that when these countries got in trou-
ble the householders all of a sudden discovered that their monthly
mortgage payment has gone up 50 percent. The interest rate may
have come down, but the exchange rate is now different and there

are now huge difficulties on that account in that part of the world.

The interest rate premium between the high interest and the low
interest countries was one of the things that happened. The global im-
balances were undoubtedly an underlying factor: they were not the
only one but they were one of considerable importance. For the lon-
ger-term, it is important that we do not forget that those imbalances
led to some of the trouble. People seem to forget that, had not the
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United States been willing to have those large current account defi-
cits, instead of having the strong economic growth between 2002 and
2006 we would have had a world-wide recession then. The United
States basically provided the aggregate demand or the extra invest-
ment that offset the savings of the rest of the world. That kept the

system going.

If we go back to “normal” and have the re-emergence of global
imbalances like before there will be major problems sometime in the
future and through much of the same mechanism. The low interest
rates let people find cheap things and they buy more and then the
price goes up and they buy more again. One day, once again, will
come the difficulties. So in the longer-term and one of the lessons
of the crisis is that we need somehow to modify and find a mecha-
nism whereby we can reach international agreement better than we
did. We did try. We reached agreement that something needed to be
done, but we just didn’t agree on who would do it. We need to find
a way to better resolve these problems across nations. Otherwise, we

will find the same problem or ones like it again.

The housing bubble burst in late 2006. It was after a period of
very steady and very good growth. There were several factors that
intensified the housing bubble. In the late 1990s, the US Congress
passed a law that required American banks to extend a certain pro-
portion of their loans to low-income people for the purpose of buying
houses. The banks obliged, sometimes leaving aside all of the lending
standards simply so they could go about their normal business. Some

of that lending to low-income families who could not afford their
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mortgages and that contributed to the crisis. There will have to be
a way to be more confident that those receiving mortgages can pay
them. By 2006, US consumers were dis-saving four percent of dis-
posable income by taking out home equity loans and using the pro-
ceeds for whatever they wanted. It had really gotten out of hand. The
crisis in housing in the United States started in the so-called
sub-prime market which were these low income families at the time
when the really low interest rates (“teaser rates”) that banks had giv-
en were reset. In order to make the loans many of the banks said,
“okay for the first two years, you pay one percent on your mortgage.
We pay all of the closing costs.” Some of the loans were 105 percent
of the price of the house. The trouble started when the interest rate
started going up because some of these people then found they
couldn’t pay their mortgages. So, there were some foreclosures.
When a bank gets a house back, the last it wants to do is to become
an owner of housing and a landlord. So the bank tries to sell quickly.
So foreclosed houses very quickly go back on the market and as they
do so, of course, the price of housing falls. When the price of hous-
ing falls, other people say, “why am I paying this big mortgage when,
indeed, the price I’'m paying is more than the price of the house?”
In many countries, I don’t know the situation in Korea, but if you
are going into personal bankruptcy, you cannot do so unless all of
your assets are at stake. By a peculiarity of US law, a person can
walk away from his house and the house is separate from his other
assets so he loses nothing else. So, you go on paying for your car,
your summer vacation, and whatever and you can put the keys in the

mail and send them back to the bank. It’s called “jingle mail.”
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When housing prices fall, some of those who find their house is
worth less than they’re paying decide to not to pay anymore even
though they could. It’s not only those who cannot (there are some
of those), it’s not only the speculators (there are lots of those), it is
also some who, just because the price falls, won’t pay. When that
happens the banks put more houses on the market, the price goes
down some more, people find their houses under water, and we have
Irving Fisher’s vicious circle. With all of that added to the supply of

housing, more people walked away and that’s the situation we are in.

Now, as it happened, banks decided at about the same time that
they were originator of loans rather than holders and they began
packaging, “slicing and dicing,” the mortgages that their customers
bought. They thought that they were offloading all their risks from
their books. I know at least two banks where the CEOs say that they
did not know that there were clauses in those “slicing and dicing”
packages that were sold where the bank guaranteed to buy them back.
It was not known that the lawyers had put it in and the people that
were buying presumably knew. When housing prices started falling,
that meant that there were loans that the banks didn’t know that they
still had a liability for. It meant that the uncertainty as to what is in
a particular package of mortgages that has been sold off is huge.
Nobody knew how to restructure a mortgage very well because it
wasn’t as if a single individual has a mortgage and one bank holds
it. What happened was that, for example, the first three years of a
mortgage had been sold off to an insurance company, the next three
years had been sold off to a different insurance company, the next

three years had been sold off to some longer-term investor. Even
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finding out who held the mortgage was difficult and finding out how

to restructure has become impossible.

Some part, and probably a big part of what happened, was that
no one knew how much of the bad paper was still in the banks’
portfolios. There is still a real problem because it is hard to value
these papers. If I were a banker standing here, I would say, “if you
have to sell your house today you won’t get a very good price and
it is not fair for us to have to sell them off so fast. That’s what’s
wrong.” But on the other hand, obviously some of these houses are

not worth what they were, and there is difficulty.

But uncertainty has made it so much bigger that no one is con-
fident that the banks will be there tomorrow and so the so-called
“counter-party risk” has become huge. In the United States, at least,
the flow of credit has dried up to a very considerable extent. In
Korea, I’'m sure you’re aware that the trade credit has dried up to
a fair degree and that has been very important in impacting world
trade. It is one part of the uncertainty. Nobody dares lend because
they don’t know whether the person, the bank or the institution that
they’re lending to will be there. I don’t need to remind you about
all of the bad surprises. Bear Sterns was the first to go. You then
had, not surprisingly, the two big housing loan guarantee companies,
Freddie Mac and Fannie Mae, which went into trouble. Then you had
the American Insurance Group, AIG and it has been supported to
keep it going. By the time Lehman Brothers came about last fall, no-
body knew whether anybody would be solvent within whatever

length of time and so nobody dared lend to that. Then, the inter-bank
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lending which keeps the system going had pretty much dried up.

Will there be more big surprises? I assume and I think most ana-
lysts assume that there are no more big bad surprises around. There
will be surprises but the big ones, Bear Sterns and AIG, etc., are be-
hind us. We won’t have another big institution coming to the point

where they too are finding themselves insolvent.

There have been housing price declines in other countries and on
top of that foreign banks have also had bought some of the paper
that the American and British and some of the other banks have put
out so some banks, Swiss banks for example, got in caught in holding
a lot of bad paper. The result has been a freeze in credit. Now when
even very sound businesses have trouble getting trade credit, there
will eventually be a sharp drop in economic activity and that is, of
course, what happened. That in turn led to job losses and mounting
pessimism, which meant a further reduction in aggregate demand. So
there is a balance sheet motive for cutting expenditures and aggregate
demand is falling even more because people are losing their jobs and

because their assets are not worth as much.

But in the case of the United States (and probably elsewhere but
the US is the one I know the best) there has also been a reaction
of people saying “we don’t know how much more we are going to
lose,” and the reduction in consumption and the reduction in invest-
ment has been much greater than you would expect on the basis of
the increase of unemployment today. Unemployment in the US has

gone up from about 5 to about 8.5 percent and there is no doubt that
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it will go up some more. However, that cannot explain the huge drop
in consumption that took place in the fourth quarter of last year and
the first one of this year. It is much bigger than that. It is based really
on many other consumers and many other businesses not knowing
how much their business will drop in the future or being unable to
get credit. There are companies where the reports said that they
couldn’t get credit, so they couldn’t keep producing because they
couldn’t get the raw materials that they needed. With all of that, it
is perfectly clear that we have had major problems. Many in the fi-
nancial sector now agree that they did not understand the risks they
were taking. You may have seen Alan Greenspan’s testimony that he
thought that the bankers would know what risks they were taking and
would be rational and that he made a mistake in thinking that. We
no doubt have had a shock.

And on top of that, residential construction has just about dried
up. One hopeful thing going forward is that right now new housing
starts in the United States are estimated to be less than one quarter
of what is needed simply for replacing the buildings that are so old
they have fall apart and new family formation. So, at the moment we
are getting rid of the housing stock overhang at a fairly rapid rate.
In some cities in the US, very few so far but some, housing prices
have either bottomed out and have stayed pretty constant or even
started to go up a little bit. There are differences between areas de-
pending on what happened earlier and it is by no means uniform. On
average there are still decreases in house prices but they are some-
what more moderate than they were. There is some basis for believ-

ing that the decline is moderating and that some time in the not too
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distant future we will see a turnaround on that score. But we still
have the problem that there are mortgages held by banks that will
become non-performing that will then impair equity further.
Uncertainty as to how great that is is one of the factors intensifying
the situation at the moment. The crisis is definitely international; it’s
not just the US.

Another important factor seems to have been the freezing of trade
credit, that seems to have had a huge impact among others on a num-
ber of countries including Japan, Korea, Singapore, and China.
Among the OECD countries, Australia has had the smallest impact.
It has lost only one percent of exports year on year, but that’s the
only one of the OECD countries that looks like that. The US is the
third in line. It’s not bad in that regard either. Other countries, as you
know, including Korea have lost much more and that has been a big
negative. Hopefully, the trade credit is coming back and that will
help. There has already been some restoration of trade credit. There
will be more. There is some evidence that the trade numbers maybe
hitting their bottom about now, maybe going up again, and that is an-

other piece of good news.

However, this is the first recession that is truly global. In the
1997-1998 period there were some countries in big trouble, but there
were also some parts of the world growing well. So countries in re-
cession could adjust policies, let their currencies float, and their ex-
ports could pick up and help them recover. Because the recession is
worldwide in this case there is much less of that mechanism this

time. It’s a negative factor going forward. There’s no part of the
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world that is going to boom in a way that helps the rest of it.

Now, there are three questions: 1) When are we going to hit the
bottom given the bleak picture that I’ve drawn? 2) Is the recovery
when it starts going to be as economists say V-shaped (bouncing
down quickly and bouncing back quickly) or will it be L-shaped
(getting to the bottom and the come up very gradually)? and 3) What

happens in the longer-term?

The starting point in assessing when the bottom will come is that
we have to action on both the balance sheet side and the aggregate
demand front. Anyone who thinks that they can do it on one side on-
ly is going to be very disappointed. That is the basic thrust of eco-
nomic policy certainly in the United States but also in a number of
other countries. Aggregate demand stimulus alone won’t do it and
balance sheet repair alone won’t bring about the turning point.
Balance sheet repair won’t do it because as long as demand is falling
more people are not able to pay their mortgages and so housing pri-
ces are falling further, more businesses lose orders, stock prices go
down, and so on. The real question is not whether governments have
taken action. The really hard judgment call is whether enough has
been done or whether too much has been done or whether there’s a
lot more that still needs to be done before we hit the turning point
is on both the asset side and on the aggregate demand side. On the
financial front, restoring the flow of credit is critical and that will
take removing the bad paper from the banks’ balance sheets espe-
cially through the financial institutions and restoring their equity. The

US Treasury is undertaking stress tests on the banks and will have
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the results by the end of April. If the results of those tests are fairly
positive and credible, that should be a very positive sign. Whether
that will be what their findings are and whether they are credible,
there is no way of knowing. If they are credible and if that restores
some degree of confidence in the banking system and if then the flow
of inter-bank credit picks up, that would be a big positive for the sit-
uation going forward. That’s something that we should know, I think,
by the beginning of May. They will have to announce the results be-
cause if they say that they are not ready, everybody will think that
there is something wrong. It will be an important announcement

when it comes out.

On housing prices as I have said, there is already some evidence
that in some parts of the countries things are being to look a little
better and that the rate of decline is decreasing and that new starts
are very low. The US fiscal stimulus is large but there are real ques-
tions as to when it kicks in. A lot of it will not have any impact on
consumers or aggregate demand until at least a year from now. One
of the long term worries, if the bottom is coming sooner, is will that
stimulus package hit just when there is already a V-shaped upturn.
What will happen then? Some of my economist friends are already
worried that the stimulus is too little now and too much later on that
the recovery will not start as quickly as it could but then once it starts

we will then have the stimulus.

The third thing that I should mention in this regard is that the
stock market has rallied over the past couple of months and as of

a few days ago it was up more than 20 percent from March 1st. As
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asset prices go up, the ability of firms to borrow increases and enhan-
ces their financing options. As banks’ asset prices go up, their equity

goes up and that’s important.

On the stock market front, on the housing front, and on the stim-
ulus front, there is some hope that by the middle of the year, two
or three months from now, we will begin to see signs that we are
or we have started to come out of the recession and the bottom has

been reached.

That’s the optimistic view. But if someone wants to question this
or that, I will quite agree. It is by no means a certainty. There are
too many things like the stress tests that are important. The stock
market could go down again, but at the moment I think that there
1s more basis for optimism than there has been for a while and I think
that the stock market partially reflects that, but it also unleashes the
banks to do more. There are some isolated reports that bank lending

has increased a bit.

Of course, the United States is big enough so if it does turn
around in the middle of the year, that will help the rest of the world
a great deal, although recovery in most countries will probably start
after the United States.

The next question is now what will happen once the bottom is hit.
Will the recovery be a V or will we have an L-shaped recovery? If
you take the balance sheet view, you tend to be more pessimistic.

Restoring balance sheets may take time. If the American savings rate
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goes up, as it needs to, in the longer-term that is good but in the
shorter-term it could mean a fairly slow recovery. If the rest of world
then does not react with aggregate demand increases, then it could
be a very slow recovery for the world. How that will play out is a
matter of debate. I tend to be slightly on the optimistic side. There
has been so much pessimism in the cut-back in consumption that
once people are that they are not going to lose anymore they may
regard that as good news and consumption may pick up enough so
that the upturn can be sustained and fairly rapid, but that’s pure
guessing. There’s nothing that makes that necessarily so and there is
still the possibility of negative surprises. But, if you think that rising
stock prices and assets and the housing market will come around fair-
ly soon as for reasons I mentioned and if you think that consumers
were acting more out of fear of what would happen than what was
happening, there can be some reasonable basis for thinking that not
only the turnaround could start in the next several months and also
that once it starts, the recovery in the short-run might be fairly rapid.
So, I end up slightly on the optimistic side of neutral in that I have
reasonable hopes but by no means am I convinced that that will hap-
pen this summer. The pessimists are saying the early part of next year
and the optimists are saying this summer. That at the moment is
about the range of thinking within the United States for the global
economy. The European economies will probably recover more slow-
ly than the US. They went into the recession somewhat later. They
also have their structural problems, which at first they thought they
didn’t. That will also take a while to work out, but it could very well
be that the US led us into this and will be the one to lead us out.



Lessons from the Current Economic Crisis 101

The final question is the longer term outlook. It is estimated that
the American fiscal deficit in the current year will be about 13 per-
cent of GDP. That includes some of the TARP (Troubled Asset
Recovery Program) and some of the lending to the banks. Of course,
some of that will be recovered. If you take the congressional budget
office, which is fairly neutral estimates, the US fiscal deficit will re-
main large going forward for a number of years. The US also faces
problems from Medicare even if President Obama does not do more
which he says he will because we are becoming an aging society like
so many others. Without major fiscal reforms sometime in the next
five years, and nobody is suggesting that you should do them now,
but once we come out of the recession it will be urgent for the US
and some other countries very quickly to take measures to restore
some degree of fiscal balance. If that is not done, the longer-term
outlook for healthy economic growth for the world economy is not
very good. The congressional budget office estimated that budget def-
icits will still be at the 5 percent level as late as 2015. 5 percent defi-
cits with 2 percent growth just won’t do especially if interest rates
go up which they will, and that will weigh down growth. The first
problem in the medium-term is what happens to fiscal behavior in
the major countries. The UK has fiscal problems like the US, and a
number of other countries do too. That will have to be resolved be-
fore we can be confident that healthy growth of the kind that we have

had over the past 20 years can be resumed.

Question number two for the longer term outlook is what happens
to trading relations. Trading relations among major nations have been

governed by the WTO agreements reached under the GATT and
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WTO, and we have had an era in which trade has liberalized
enormously. It was already a great failure in not completing the Doha
Round on time. The Doha Round negotiations have dragged on and
on without resolution. So even if we didn’t have a recession, there
would be a concern about the open multilateral trading system. There
are trade issues that need to be addressed and that are not being ad-
dressed, but at the moment the focus is on short run issues because
of our recessions. In the short-run, people in all countries are becom-
ing protectionists. They want to do things to quote “help their own

people,” and that threatens more protectionist actions.

You all know about the American Smoot-Hawley Tariff in the
1930s that led to retaliation and contributed to a huge drop in interna-
tional trade and quite clearly made the depression of the 1930s longer
and deeper than it would have otherwise have been. In the November
meeting of the G-20 heads of government it was very encouraging
because the G-20 heads of government agreed among themselves that
they would allow no new protectionist measures. They said that

they’d put a one-year standstill on any protectionist measure.

The World Bank did a study in March, and 17 of the 20 countries
where the heads of government said they would not adopt any new
protectionist measures had adopted one or more additional protection-
ist measures, 47 of them by the World Bank’s count last month and
there have been more since. To some extent, it’s understandable.
Some of these measures have been mild in light of the recession.
Politicians say that they don’t want a stimulus package and then have

foreigners get all of the benefits, that is a reason why there should
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be coordinated stimulus across countries. Currently individual coun-
tries are doing things. The estimated subsidies or low-interest loans
to the car industry are well over 50 billion dollars. They are not tariff
protection but they are protection. They are certainly going to distort
the future of that industry in a big way. The United States, the United
Kingdom, France, Germany, Japan, and Canada are all guilty. There
are many other industries like that. If you wanted to be optimistic
you could say that the protectionist measures that have already been

taken aren’t as bad as they could have been.

If, indeed, we get the July turnaround, things might not be too
bad. But there are things that need to happen. We need to get the
Doha Round completed. We need to strengthen the WTO. One of the
things that would have helped in this recession would be if all of the
WTO members had their bound tariffs levels (the levels that they
have committed to having) at the same level as their actual tariff
levels. Many developing countries have bound tariff levels well
above actuals and they are legally permitted to raise applied tariffs
because they are not bound to the lower level. Getting rid of that gap
forward will be huge, and there are also some other issues that need
to be tackled in addition to completing the Doha Round.

Preferential trading arrangements (PTAs) are giving more and
more scope to countries for discriminatory trade actions. They are
getting more and more complicated as there are more and more of
them. There needs to be international attention to the discriminatory
aspects of PTAs.
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If nothing is done and the trading system does begin to dis-
integrate, the outlook for healthy global growth in longer-term will

be much less favorable than if action is taken now.

There is also a need for an international regime with regard to
capital flows. I haven’t even talked about financial regulations so far
partly because I think it’s not going to address the current crisis in
the short term. It should be a medium term issue, partly because any-
thing done now is more likely to hurt than help the longer-term and
the short-term. There is too much knee-jerk reaction and not enough
thinking. We don’t yet know what is needed. Some sensible reports
on financial regulations are starting to come out. I’'m sure we will
get some kind of international reaction. There are some very trouble-
some issues, which are not easily handled. I think that everyone is
now aware that when you have a bank that is owned across two
countries the question as to what happens when that bank gets in
trouble is a very difficult one. Who is responsible? The Dutch or the
Belgians as the case was. If you cannot get a bank regulator interven-
ing in that case of that bank you can trigger a range of events that
are very unfortunate for both banking systems. The proposal from
some of the Europeans has been, “well, we need international
regulation.” The United States has said, “We are not going to have
our sovereignty threatened” by having anything like that. Whether
that will continue is an open question. But some kind of sensible pru-
dential regulation that has the international dimension covered is
clearly needed. The risk for the longer-term is that what is done is
not very good, and will make things harder for the financial system

to do its appropriate job in allocating resources.
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But there is certainly enough political momentum that something
will be done. As you may know, after the terrible Enron affair, the
US congress wanted to prevent anything like that from happening
again so they passed something called the Sarbanes-Oxley Bill (Sox
Bill). In that act, they require much more responsibility from the
CEO and others in firms. The CEO has to do a whole variety of
things. He has to sign off that he has personally inspected every con-
trol system in the company. If you think about it, it means looking
in the kitchen to make sure that the butter that comes in is appro-
priate and so on and so forth. It’s simply cannot be done. Sox has
raised costs of doing business arguably for small and medium enter-
prises a great deal. And the fact is that Enron broke the law. It had
nothing to do with the legal framework; it had to do with
lawbreakers. Fast reaction can lead to that kind of change where you
don’t solve the problem, but you create another one in financial regu-

lation as well.

Assuming the forecast that we’ll hit bottom sometime this summer
is correct and that the upturn is moderately rapid, the longer-term
risks then will come into view. Global imbalances are a threat, the
international trading system is a threat, and financial regulation is
clearly an issue. So while I am reasonably optimistic in the short run,
I think that the longer-term outlook is a little bit more cautious because
of the number of issues that we are not and probably we should not
be addressing in the midst of the crisis but that will require satisfactory
resolution if we are to have another period of good sustained growth
as I’'m sure we are capable of doing and could get back in the period

after the current recession is the thing of the past. Thank you very much.
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Questions & Answers

Q Although you mostly touched upon global issues, I'd like to focus on
some issues related to Korea. First, you indicated the importance of the
WTO and the Doha Round. In the case of Korea, we are going to wrap
up the Korean-EU FTA very soon. As you know well, the KORUS FTA is still
waiting approval by the Korean national assembly and the US congress.
At the G20 meeting, President Obama pointed out the importance of the
Korea-US FTA. What is your view and what is Kored’s strategy to conclude
the FTA during this global crisis? Secondly, | thought the G20 Summit pro-
duced some good outcomes like increasing the IMF loanable funds from
250 billion dollars to 750 billion dollars. How is the allocation of the IMF
quota going to take place? Korea has been trying very hard to raise its
quota. Do you think there is any possibility for Korea to raise its quota while
also contributing to IMF lending?

A Both of those are good and hard questions. As to the FTA, the
problem is Congress. It is not the administration. President Bush
pushed fairly hard for it. President Obama has not had as good of
a grip on Congress as one would have expected in his 90 some days.
They normally say that the honeymoon for the new president lasts
one hundred days, but this time it has been much shorter. There is
a lot of Congressional concern. The auto industry is one reason. How
that will work out is much more a question of political science than
it is of economics. What happens with GM is going to be very im-
portant in all of this. It looks as if the administration will push for
GM to file chapter 11 bankruptcy, and in my judgment, it is what
they should have been done six months ago. There is no excuse for
letting it go this long. It’s a waste of money and it is making the

whole world auto industry worse off than it would be. If the auto in-
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dustry troubles get behind us and I think that if President Obama
pushes for it, then the Korea-US FTA can go through. But it is sensi-
tive politically with unemployment rising. They cite the number that
1 out of every 7 workers in the US is somehow connected to the auto
industry. Yes, that’s true but it includes service station attendants and
auto mechanics. Nobody has countered that argument effectively. One
of the things that I think could help is if someone mounts a cam-
paign, and points out that when you have more cars there are more
jobs in filling stations, auto repair, and related services. It’s not just
the original factories. And yet all of the focus is on the original facto-
ries and that is where all of the troubles are coming from on the
Korea-US FTA.

The other thing that worries me to some extent is that the world
as a whole has an interest in open multilateral trade, not preferential.
Suppose that we get a Korea-US FTA and suppose it does give Korea
an advantage in a few industries like automobiles, and then the US
turns around and signs another FTA with Japan, what happens to
Korean preferences? One difficulty is that Korean businessmen are
going to know that that could happen. The value of getting prefer-
ential access to a market is not as much as the value of getting as-
sured long-term access. When you think you’re building up your
share because you have this artificial tariff barrier that could hurt the
Japanese, you’re not going to do as well as when you know that
long-term you’re competing on a level playing field. I would argue
that part of Korea’s strategy should be to work within the WTO in
order to get much more uniform treatment of preferential trading ar-

rangements so that this uncertainty is not as much of a factor as it
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is bound to be under present conditions and when we have this many
preferential trading arrangements. It’s getting more and more confus-

ing for the world as a whole.

One of the things that has to change with global imbalances is that
there has to be a recognition on the part of everybody that we all
need to take more of a leadership role. There has to be more leader-
ship coming from countries other than the US pushing for things like
the completion of the Doha Round, like a more level playing field
for trading arrangements and other things. The US has a problem
with persuading its citizens who are arguably no richer than those in
other countries now that they have to bear a disproportionate share
of the burden. It’s hard for the politicians and I think that there can

be some more initiatives forthcoming from other countries.

As for quotas and lending, I think Korea probably should, if it
can, contribute to the IMF resources because it is part of that partner-
ship and responsibility. That said, I also believe that Korea should
have a greater share of the votes. Everybody agrees that Korea should
have a bigger share; everybody agrees that China should have a big-
ger share; everybody agrees that some other countries deserve a big-
ger share. Nobody agrees that anyone deserves a smaller share. Now,
the Europeans by any reasonable formula have too high a share.
Certainly, the Europeans are going to have to give up some share at
some point and they recognize that. My guess is that that will happen
before 2020, but I don’t think much before. In the meantime, there
1s going to be a real fight and Korea will get another one tenth of

one percent of the votes and China will get another two tenths of one
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percent of the votes and so on. It will be like pulling teeth to get
anything out of the Europeans. Diplomacy can help. My plea would
be to recognize that Korea has grown fantastically, it has benefited
from the international economy, it created an opportunity, the benefits
were huge, now it’s time to take full responsibility as a dues-paying

member of the economy.

Q Could you add a little bit more about whether the IMF should be
bigger than now?

A Going forward somebody, somehow, has to have the authority
when there are global imbalances. Let’s say for example China and
the US. Let’s say “Okay, China needs to adjust by 2 percent of its
GDP and the US needs to adjust by 2 percent it’s GDP. Or China
3 percent and the US 1 percent or vise-a-versa.” Nobody in the entire
world currently has that kind of authority. So China says it was the
US’s fault and the US says that it was China’s fault. There is where
the discussion stops, there is no adjustment, and the whole world
suffers. I think that if the IMF could, and I don’t think it can, some-
how get enough legitimacy so that when there was an issue you could
say, “It has to be China, this much; Japan, that much,” this would
be crucially important. Whether this recession will get us there or not,
I don’t know. I hope it does, but I'm kind of skeptical. We may have
to go through another round of global imbalances before we realize
just how important it is to get some of these things sorted out. So
my answer on that part is that the IMF tried to do it. Rodrigo de Rato

when he was managing director called for multilateral consultations.
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He pulled together what he thought were the six major parties: the
oil exporting countries with Saudi Arabia, the European Union,
United States, Japan, China and one other. They all agreed that there
was a problem, that something needed to be done, and nobody did
anything. In my judgment, the IMF is a capable organization. It has
a good technocratic staff. I think that technocrats are still pretty much
trusted. To that degree, there is some argument for putting it there

rather than saying that we’ll do something differently.

As to the $750 billion that the G-20 wants to add to IMF re-
sources, that’s a different issue. The IMF can have that but until it
has the power or the authority on some of these global issues it’s go-
ing to be dealing one on one with countries and that is not completely
where the problem is. At the moment, the world needs the IMF to
have those resources because right now we know that we’ve got the
Ukraine, Pakistan, Hungary, Latvia, and other countries needing
support. Mexico has taken a precautionary line. Others will come in
line too. I can imagine that present Fund resources will be exhausted.
So, I don’t the $750 billion is going to be a problem. I think the
problem is the lack of authority on these issues between countries.
There 1 think so really hard thinking and some leadership needs to
be taken.

Q Taking the balance sheet repair view and having heard your view
on the sensible and prudential regulations. | would like to hear your opin-
ion about what they call “the capital exit tax.” | mean that I'm not blindly
advocating a tax, but we all know that the short-term capital is causing
problems and froubles to many countries and to developing countries in
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particular. So would there be some kind of readjusted or reformulated tax
which charges higher rates to short-term capital and more normal rates
to medium and long-term capital? Thank you.

A A lot of people are thinking about it and there is disagreement.
I start with the viewpoint that money is fungible and that having a
well functioning international financial system will enable us to have
a more prosperous world economy. The capital exit tax, the
short-term long-term thing that you suggested, was tried by the
Chileans and for about a year or two it seems to have had some
effect. That was at a time when capital was flowing in and it wasn’t
much of a problem. Finally, however, what happened was that there
was enough capital inflow that people were saying that everything
was long-term because they had enough in the country. Finally,
Chilean businessmen asked the government to remove the tax be-
cause they were paying slightly higher interest rate for their money

than other people were.

There are too many ways to turn one kind of capital flow into an-
other kind of capital flow. People are clever. They know how to turn
short-term things into long-term things and vice-versa. During the
Mexican Crisis in 1994, the Mexicans said, “Okay, we don’t want
any more borrowing from abroad; we won’t permit the private sector
to do it.” Then a Mexican businessman went to New York and said
that he had shares in his company and wanted to sell them to a New
York bank with a guarantee to buy them back the following year with
an additional 7%. The New York bank bought the shares with the
promise to sell them back a year later the interest rate was 7 percent.

It was recorded as equity as foreign direct investment, but of course
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it was really a loan. It is too easy. Any undergraduate class in eco-
nomics by the third week ought to be able to figure out five ways
of taking short-term capital flows and turning them into something
else. It doesn’t even take much thought to figure out how to do it.
I would like to see the IMF spending more time and being charged
with paying more attention and increasing its competence in under-
standing international capital flows, with the view that eventually
with some degree of purview over capital flows at that time would
be a good thing. At the moment, I don’t think that any organization
in the world has the competence to do it. At the moment, we are not

even working on the problem and that worries me.

Do you know that in the NAFTA agreement and the US-Chilean
FTA that there is an agreement that under no circumstances will
Mexico or Chile ever impose any kind of capital control over capital
flows between the US and the other country. So when Mexico got
in trouble in 1994, they put a tax on everybody else and not the
United States. It’s discriminatory. Everybody should be against that.
We need some kind of discipline or otherwise we will have the same

kind of mess in capital flows that we used to have in trade.

Q What do you think of this recent Chinese suggestion to make the
SDR the key currency? What motivates China to make this sort of sugges-
tion, which they never used to do? Are they trying to prolong the global
imbalances?

A 1 think that the Chinese are taking the argument seriously that

they need to take more leadership in the international situation. I
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think that there is a genuine Chinese motive. In a way, they are the
largest shareholder in the United States because they are holding all
of those dollars and, of course, if they try to sell they will drive down
the price of the thing they hold. Now, the SDR is not a currency.
A key currency is a key currency because everyone has confidence
in it, it has purchasing power, and it has a track record. If I give you
a SDR, you can’t do anything with it. It’s not money. SDR is a clear-
ing mechanism between governments. Now, the G20 authorized this
allocation of some 250 billion in SDR. The SDR is allocated among
countries in proportion to their quotas in the IMF. This means that
Korea will have its share, the United States will have its share and
so on. Well, the United States isn’t going to be spending any SDRs.
Japan, China, etc. won’t be using any of theirs. Then who will be
using SDRs to clear part of their current account debt internationally?
It will be the low-income countries and their share is going to be
about 15 percent. So, my very rough estimate is that no more than
one fifth, about 50 billion dollars, of those SDRs will enter into a
purchasing stream and that’s once and for all. It’s not a continuing

thing. It’s some short-term stimulus, but it’s not big.

I hope that the China is more concerned about finding a way
where the international system is not so dependent on US dollars.
That’s probably a good thing; I’'m for it too. But how you do it, I
don’t know 1it. In order to have a true international key currency,
you’d have to have an international central bank. If you think that
we have political problems now in international economic issues,
look at the tensions within Europe over the difference in what Ireland

wanted on monetary policy and what Germany wanted. Germany
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wanted looser policy, and Ireland wanted tighter policy. Ireland had
inflation, Germany didn’t. Now, imagine worldwide. Just think of the
argument about what monetary policy should be and how much the
world money supply should increase. I wish I thought we were there,
I know that we have to get there as a world economy. But I think
that is at least a century off.

Q Nowadays there are three common questions about the global
economy: how did we get into the global recessions; how can we get out
of it; and how can we prevent it from happening again? My question is
about the third one. How can we prevent it in the future? Secondly, do
you think that the recovery is sustainable or will it end up in a W-shaped
type of recovery?

A During the Asian crisis in 1997-98, some of the Indian econo-
mists wandered around saying, “see we were right to stay closed all
this time.” “We haven’t had a crisis and all of these East Asian coun-
tries that thought they were growing faster.” I went back and took
Korean per capita income in 1960 and then 1998. After that I took
the Indian per capita income in 1960 and 1998 and then said, “sup-
pose over the next thirty years you can have the Korean growth rate
and a crisis at the end or you can have the Indian growth rate and
no crisis, you would chose the Korean growth rate any day.” We
should not want to get to the point where we regulate and control
so much that there is absolutely no possibility of a crisis. I know how
to do that. Burma does it very well. You can’t have a crisis there.
Everybody is already starving and it will stay that way.
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But that is not what we want for our economies. So the real ques-
tion is how can we keep the degree of damage limited while still tak-
ing as much as we can the benefits of a healthy growing international
economy and that’s hard. Quite clearly there are things that can be
done by way of better prudential regulation both within and across
economies that will help. I don’t think it will prevent any future cri-
ses because the minute we put that in, the financial system will go
to work and they will invent something else. Look at all of this dis-
cussion of getting hedge funds and everything subject to con-
trol-notice first off that hedge funds had almost nothing to do with
this crisis and secondly if we control them the financial types will
find a new mechanism. They are smart too. We, the policymakers,
are only a small fraction of the financial types and they can out think
us on any day. Much as I think we can do things and should do
things, the big thing that I hope for is that people learn from this that
the global imbalances were the deep-seated root of it all and that we
somehow find ways of keeping them within a narrower range. Again,
I don’t know what’s going to happen. I think over the next ten years
the academics will be busy going back and seeing what they can
learn from all of this. Out of that may come something that will help.

What those lessons will be, I don’t know.

I don’t think there is any guarantee against a W instead of a V
except that in the short-run I’'m not that worried. I think that once
we get the cumulative effects of the asset price increases, the reduc-
tion in fear, and the perceived reduced risk, I worry the other way
that the upturn could be too sharp and we hit inflation too fast. Then,

the sustainability over the medium-term becomes an issue, but it is
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not the W in this recession, but it is more that we go back to bigger
amplitude fluctuations. If you look at any kind of graph of real eco-
nomic activity in the US or the world since 1950, what you see is
that there were bigger fluctuations till about the 1980s and then we
did get a little smoother for a while and 1 fear that we might be going
back to bigger ones as we react to this. I don’t think that it’s a W

recession, but I could be wrong.

Q You seem to be implying that we maybe over-stimulating the econ-
omy with the possibility of lower growth rates further on as a result of that.
Do you think that Chancellor Merkel's more prudent position on this is in
order? | think the fiscal stimulus that has been taking place in Europe is,
of course, always underestimated because of the automatic stabilizers. |
want to know what you think about that particular debate.

A Automatic stabilizers by definition offset some of the down-
ward pressure, but they do not lead to an upturn. Yes, the same defla-
tionary impact in the US and Europe would have a smaller net effect
on GDP but it would not bring them up again. I think that the bigger
argument that Europeans haven’t made but could make is that some
of them, at least, have higher debt-to-GDP ratios and in that case the
fiscal effects could be quite different. If your debt-to-GDP is high
enough you can get nasty fiscal effects when you try more deficit
financing. That will drive up the interest rate and you’ll be worse off.
I’ve been surprised that the Europeans that have that prospect of dif-

ficulty haven’t made that argument.

I’'m sort of schizophrenic. I don’t think that automatic stabilizers
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should be two percent for all countries. Some should do more than
others. Not all countries can undertake more deficit spending with

equal ease. Some of them have too high of debt-to-GDP ratios.

Q | have a question on exchange rates. The Korean won has been
quite unstable and | would like to hear your observation on that. My sec-
ond question is on China. Many people believe that the Obama admin-
istration and also US congress would have taken a stronger position on
China’s exchange rate. Geithner has mentioned that his position was
much tougher before and also Obama mentioned it during his campaign.
I would like to hear your assessment on that. Third question is on the US
economy. It looks like the US government is printing a lot of money. The
Fed has announced that it is going to buy up some treasury bonds, so
what do you think about the future possibility of inflation?

A 1 haven’t not followed the Korean exchange rate closely in re-
cent days, but knowing what has happened to trade, I would guess
that having a floating exchange rate has offset some part of the im-
pact of the recession on Korea and had Korea tried to keep a fixed
exchange rate, it would be in worse shape than it is now. So, I think
the answer has to be nuanced. It obviously depends on monetary and
fiscal policy and everything going with it too. If Korea had tried to
maintain the exchange rate in this period, there sure would have had
to have more expansionary monetary and fiscal policy to get where
they are now and I think that would have had more negative con-
sequences for the economy in the longer term. I view the exchange
rate as a safety valve that lets countries do better when their politi-

cians won’t do the necessary elsewhere.
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On the Chinese exchange rate, it’s not an exchange rate problem;
it’s an expenditures relative to income problem. China watched Korea
very carefully in the 1960s, 70s, and early 80s. They decided they
could try the same kind of export led growth which, of course, for
a while they did very satisfactorily. They forgot that they were a lot
bigger than Korea and they would have to come out of it somewhat
sooner. Chinese consumption as a percentage of GDP, someone said
while 1 was there, is now down to 35 percent of GDP. It’s very low.
Chinese current account surplus is more than 10 percent of GDP. The
imbalance is huge. Obviously, the Chinese policymakers would be
willing to keep it going because that would enable them to keep the
employment and growth going the way it has. But, I think there is
a general agreement that China has to adjust so that there is more
domestic expenditure and probably investment is so high as a per-
centage of GDP as to be inefficient. There needs to be more domestic
consumer spending. Some of which might come from expenditures
on social safety nets, not necessarily all from the private sector. |
would argue that the Chinese need to make an adjustment. I don’t
think the exchange rate will do very much of that adjustment. They
need to do more in the expenditure relative to income side. The ex-
change rate can help a bit; it has helped a bit. They could do a bit
more in that regard. But I think that every country has a choice. You
can adjust through the exchange rate or you can do it through other
means. Usually a combination is best and in my judgment that would

be best for China rather than doing either one alone.

On the US government, you already heard me say that inflation

could happen in the longer-term. The real problem right now with all
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of the stimulus plans is finding an exit strategy. If the US does this
and we come out of the recession, two years from now the economics
team will look like wonderful guys, but the question is what will they
look like five years from now. Two years from now, will the policy-
makers remember that they have to really reverse again and get mon-
ey back into the jar? If they do, they are going to look great. If they
don’t we are going to have inflation and long-term problems. If you
look already at what’s happening in the long-term US treasuries, you

can see it.
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