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Emerging Markets and New Frontiers™

Mark Mobius

It is interesting that the book Trading with China was mentioned
in the introduction by Dr. Nam. I wrote that book in 1970, and in
it I made a projection about what kind of trading China would do
with the rest of the world. At that time I was heavily criticized for
making a projection which some viewed as being much too
optimistic. As it turned out, I was about 200% under what China ac-
tually achieved. So making projections can be very surprising be-
cause those projections can turn out to be very inaccurate. This is
particularly true in Asia due to the kind of growth it has experienced.
I remember how different Korea was when I was living here in the
1960s. 1 know many people in attendance today remember the diffi-
cult times Korea had. At that time, I loved to go to the Korean mov-
ies and cry because it was always a story about an orphan or some-
body having a hard time. Now things have dramatically changed, and
I am optimistic about what will happen going forward. However, to-

day I would like to paint a picture of the global situation.

If we look at what is happening in the world today there are two
elephants in the investment room. Recently I was in Africa, and I

went on an elephant walk. These elephants can be very kind and gen-

* Transcript of a speech given at the “IGE/Prudential International Finance Lecture”
on Thursday, April 22, 2010



12 Mark Mobius

tle, but they can also be very fierce and dangerous. So there are two
elephants in the investment room today, and they can be very good

or very bad. One of those elephants is money supply.

Money supply has been rising at a very rapid rate. Figure 1 shows

that M2 in America has been moving up very rapidly, and in the

(Figure 1)

U.S. Money Supply: M2
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Euro Zone Money Supply: M2
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Japan Money Supply: M2
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China Money Supply: M2
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Euro zone money supply has been moving in the same direction. The
Japanese have been printing yen and putting them in the bank with
no effect. China, of course, has also been printing money at a very
rapid rate. So there has been a tremendous flood of money going into
the financial markets around the world.

If we look at Figure 2 —loan-to-deposit ratios in Asia ex Japan —
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we find that the banks are full of money because the loan-to-deposit
ratio has gone down —not up — so there is a lot of money looking for
a home. Of course, that has been wonderful for all of the equity and

bond markets around the world and for the emerging markets as well.

(Figure 2)

Asia ex Japan: Loans to Deposit Ratio

Jan 1994 to Dec 1999 (1994=100)
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The second of those elephants is derivatives. Again, derivatives
have been very nice to markets because many of these derivatives are
sold as if they are risk control instruments. So people become very
confident that they can control their risk, and therefore put more
money into the market. However, they have become a huge gambling
mechanism. Moreover, looking at the size of derivatives contracts,
they have not decreased. Instead, they have increased — despite the
fact that derivatives created this subprime mess. The total value of

derivatives contracts, shown in Figure 3, is more than $600 trillion.
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That is 10 times more than the total world economic output - far
more than the total amount of bonds and equities around the world.
Of course, this can be very dangerous and we have already seen that
danger. By the way, whenever I visit companies around the world,
I always ask them what derivatives they have. If they respond, ‘just
plain vanilla’, I get very suspicious because we have seen tremendous
losses in derivatives. Citic Pacific in Hong Kong lost $2.4 billion.
Aracruz Celulose, a company in Brazil, lost $2 billion. KB Financial
in Korea lost $1 billion. Controladora Comerical Mexicana in Mexico
went bankrupt with over $1 billion in losses. Harvard University lost
$1 billion. Cemex, also in Mexico, lost almost $1 billion. This will
continue to be a major problem going forward, and it needs to be
watched because it is not over. As for the regulation of derivatives —
it will not happen. There is just too much money being made by in-

vestment banks with derivatives. trillion

(Figure 3)

Global Assets & Securities
(unit: US$ trillion)
604

700

600

500

400

300

200

100 48 52 58 83

5 8
0 |
Current value of Total Amt of US$ ~ World Stock  Global Money World Economic  Total Value of Derivative
above-ground in Circulation Market Supply Output domestic and contracts*
stock of gold* globally Capitalization intemational
bonds




16 Mark Mobius

What is the situation in emerging markets? It can be summarized
in one word: growth. That is really why we invest in emerging
markets. Looking at the economic growth of emerging markets versus
developed markets in Figure 4, we see that—with the exception of
1997 and 1998 during the Asian financial crisis — emerging markets

have continued to outpace the developed markets. This year we ex-

(Figure 4)

Emerging vs Developed Markets: GDP Growth (%)
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(Figure 5)
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pect the emerging markets to grow 4 times faster than the developed

countries: 5.4% versus 1.7% for developed markets (Figure 5).

In China and India —and this is the most exciting thing that is hap-
pening — we have two countries with more than 1 billion people each
that are growing between 7% and 10% in real terms (Figure 6). This
is a wonderful thing for Korean manufacturers — or any Korean firm
selling goods around the world. This will be a wonderful boom for
Korea, for the United States, and for other countries around the world

as well. The United States is only growing at 3% and Japan at 2%.

(Figure 6)

China & India vs U.S. & Japan: GDP Growth
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The other good thing that has happened since the Asian crisis is
that Asian countries learned their lesson and they have begun to save
and build up their foreign reserves. Since 2005, emerging market for-
eign reserves have far outpaced developed countries. China is now
over $2.2 trillion (Figure 7). Of course, a lot of that is going to U.S.
Treasuries, but some of that is going to emerging countries and fron-

tier markets. I was just in Africa, and while I was in Ghana I asked
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(Figure 7)

Emerging vs Developed Markets: Foreign Reserves
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them to take me to a shopping mall. They asked me if I wanted to
go to the local shopping center or the Chinese shopping center, and
I chose the Chinese shopping mall. In that mall I found that there
were all of the Chinese firms with shops selling Chinese consumer
goods. Of course, on the way to the mall we passed the big stadium
that China built, and we drove on the roads that China built. But let’s
return to foreign reserves. Japan used to be the biggest holder of re-
serves but is now second. Russia is now third with $395 billion in
reserves. Taiwan, India, Korea, Hong Kong, and Brazil all hold over
$200 billion in reserves (Figure 8). Of course, we have seen the ef-

fect in the appreciation of the countries’ currencies.

Next, let’s look at debt in Figure 9. Debt in developed markets
is going up, not down. In emerging markets, the trend was down but

now it is beginning to go up again as people are gaining confidence

(Figure 9)

Emerging Markets Vs Developed Markets : Public Debt % of GDP
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in lending to emerging markets. However, if we look at the debt to
GDP levels, emerging countries generally have less debt, as can be

seen in Figure 10.

(Figure 10)
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Inflation has come down dramatically in emerging markets since
July of 2008 (Figure 11). Now it is beginning to creep up again, but
is still far below where it was. Of course, interest rates have also
come down. That has had a great impact on markets because people
are not happy about getting such low interest rates in the banks and

are willing to go into equities (figure 12).



Emerging Markets and New Frontiers 21

(Figure 11)

Emerging Markets : Inflation
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Markets : Short Term Interest Rates
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What is the supply and demand situation? One of the affects of

a higher equity market is of course more expensive equities. That at-
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tracts more initial public offerings (IPOs) because people see an op-
portunity to raise money cheaply. Since January of 2009 —as the
emerging markets index went up —the number and value of IPOs
went up with it. So we have seen a new supply of equities enter the
market, illustrated in Figure 13. We are now handling $38 billion in
emerging markets and many people ask me how I find a home for
all of the money. It is not difficult to invest because of the IPOS.
Last year, a total of $87 billion was raised in IPOs in emerging mar-
kets among 363 companies. This year we expect it to be $238 billion
among 359 companies. Typically, it is very unusual for a Russian
company to make a lot of money via an IPO in Hong Kong, but this
year a Russian company raised $2 billion through an IPO there. That
should paint a picture of the money flowing in the emerging markets.
But what is the demand?

(Figure 13)
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In Figure 14, looking at emerging markets as a percent of the
global market using the MSCI index — the standard index for various
markets — it shows emerging markets as a percent of the global MSCI
Index. It has fluctuated, but it has now gone up to 13%. However,
MSCI does not count all of the stocks in the world. If all of the
emerging market stocks and developed market stocks are included it
is nearly 32%. Yet, American and European pension funds only have
3% to 8% of their portfolios in emerging markets. In other words,
they are very underweight and are only now beginning to wake up
to reality. They are beginning to see the growth of emerging markets
and are now beginning to put money in to these markets. So it is
expected that more and more money will go in. Of course, when
things get tough, everyone runs for the hills — which is what happened
in 2008.

(Figure 14)

Emerging Markets : Market Cap % of World
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Figure 15 is the flow of funds going into emerging market funds.
In 2007 we had a great year —and I had a big bonus —because we
had a lot of money coming into our funds. Last year I was in trouble
because all of the money was flowing out. Unfortunately, people get
out at the worst time. They sell when the markets are down, and they

buy when the markets are up. My sister-in-law is like that.

(Figure 15)

Emerging Markets: Net Annual Fund Flows
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In 1993 my sister-in-law bought our emerging market funds while
it was at the top of the market. The next year the market crashed,
and I had to go visit my brother. I knocked on the door, my sis-
ter-in-law answered, and she asked who was at the door. I told her
it was me, and she then said she would not open the door until I
gave her back her money. I told her that if she opened the door I
would tell her how to get her money back. So, she opened the door
a little, but she left the chain on the door. I told her that the best
thing she could do was to buy more, and she promptly slammed the

door in my face. Of course, if she had bought more she would have
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made good money, but now the markets have turned. Now, we again
see a big flow into emerging market funds. Why are people putting
money in? Well, they are more confident, but how do we measure
confidence?

We measure it by how much interest investors are willing to take
lending money to emerging markets. Figure 16 is the spread between
emerging market interest rates for sovereign bonds —in U.S. dollars
—and U.S. Treasuries, supposedly the safest investment. Between
2005 and 2007 people got more confident and were willing to take
a lower interest rate, but when subprime started to become a factor
that spread spiked to 8%, and the stock market crashed. Now con-
fidence is coming back, the interest rate is going down, and the stock

market is going up. So this is a good measure of confidence.

(Figure 16)

Emerging Markets : Yield Spreads vs Stock Market Index
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I was in Greece a few months ago, and already they were begin-
ning to worry about problems. I told them not to worry because the
Europeans would bail them out which will eventually happen I think.
We use to have Greece as an emerging market, but when they joined
the European Union they stated that they were developed. However,
they have now been moved back to developing status. If you look
at the credit default swaps (CDS) for Greece, you have to pay 350
basis points more, which is more than Russia, Brazil, or China.
Portugal is also more than Russia. So we can see the change in atti-

tude on the part of investors.
Now, let me talk about the bull and bear periods because I think
it’s important to talk about this. Figure 17 is the index, on a log

scale, of emerging markets since 1988. We actually started our first

(Figure 17)

MSCI Emerging Markets Index
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fund in 1987, and at that time we raised $100 million and I had real
difficulty investing because we had only 5 markets in which to invest -
Mexico, Singapore, the Philippines, Hong Kong, and Malaysia. All
other countries were closed. Now we have $38 billion, and there is
no problem because we have more than 50 countries in which to
invest. Clearly, things have really changed in that respect. During this
whole period there were three major bear markets, as indicated by
the grey bars in the chart. During the Asian financial crisis —in 1997
and 1998 - the market dropped by more than 50%. After that we had
the tech bubble, which was a true bubble.

I got into big trouble at that time because everyone was crazy
about tech stocks. One of the indicators was not dividend yield, not
price earning, not balance sheet strength, but burn ratio. The burn ra-
tio was how fast the company was spending money. So, if a company
raised money — but did not spend it fast enough — it was penalized. I
was in Paris talking to a group of journalists about emerging markets,
and one of the journalists asked me about tech stocks. I said that
there would be a big crash, and the timing was just right because the
next day the market did crash, dropping 5%. I got a call from my
boss asking me to be quiet, as I was now being blamed for the crash
as Reuters had carried my comments on the wire. In total, the market
was down by over 48%. Now we have the subprime crisis and there
was a 65% decline. So, things have become much more volatile, but
the white areas of this chart (Figure 17) are much bigger than the
grey areas which means that bull markets last longer than bear

markets.
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If you summarize this you see that on the average the bull mar-
kets, during the periods since 1987 and 1988, went up by an average
of 423% and lasted on the average of 69 months while the bear mar-
kets went down by an average of 57% and averaged 14 months in
length. The reason I find this chart to be very important is because
of something that our founder, Sir John Templeton, once said. I was
at a meeting for executives in Canada —and in those days hundreds
of people would come and we would answer questions from the audi-
ence — when a young lady got up and said that she had just inherited
some money and wanted to know when was the best time to invest.
Sir Templeton replied that the best time to invest was when one had
money. Now, I realize what he was saying — it is better to be in the
market than to be out because the bull markets last longer than the
bear markets. Moreover, if one is strong enough, the best thing to
do is to buy more when the bear market comes because it is going
to be very short in duration. We have just seen that. In November
through February of last year I was urging people to get into the
market. I was, of course, putting money into my own funds at that
time. Now we are up 70%, 80%, 90%. In some cases we are up
100%. So, it is very short-lived and of course we will have more bear
markets going forward, but the lesson is very clear. Thank you very

much for your attention and I will be happy to take any questions.
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Questions & Answers

Q Why are emerging markets like Vietnam not recovering? Korean
fund companies stated that Vietham would be a second China, so a lot

of Korean investors have invested in Vietnam. However, Chinese funds
have recovered about 20 to 25% of their value while Viethamese funds
have stayed down about 40 to 50%. They are still not recovering at all.
What is the reason for that?

A I must say, Korean investors have been very daring in going
into Vietnam and frontier markets, and fundamentally that is a wise
decision. It will turn out ok. The problem with Vietnam is this —the

regulatory system in Vietnam is very bad for foreign investors.

First, foreign investors must inform the stock exchange what they
intend to buy, and how much they intend to buy, three days in
advance. So it is not difficult to imagine what Vietnamese investors
will do. They will front run the foreign investors. The second rule
is that foreign investors must only use one broker. If they can only
use one broker they are stuck. The broker knows what is going to
be bought, he is going to front run, and the foreign investor is going
to have to pay. The other problem in Vietnam is that liquidity is very
poor. So, there should be some sympathy for the gentlemen who are
running these Vietnam funds. Nevertheless, the prices in Vietnam are
very low—it is one of the cheapest markets in the world. The
price-earnings ratios are amazing. In fact, we have a long investment
in Vietnam, a joint venture with the Vietnamese army on an apart-

ment building in Hanoi. After ten years we are finally getting our
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money back. We are not making a lot of money but it is okay. We
also have a joint venture with Vietcom Bank on an office there. We
are finding a lot of bargains in Vietnam. My inclination is to say that
it is better to be patient, and be sure to look at the average valuation
of the portfolios. You want a portfolio manager who is not going to
turn over a lot. That is, it is not a market where you want to trade
in and out because traders get killed going in and out. However, if
a trader or manager buys and holds —and if the stocks are good — he
or she can do very well. Of course, you have to look at the portfolio

to see if the good stocks are there.

Q You have been in the Asian market for 40 or 50 years and have also
covered Korea. | want to make a comparison on a 15 or 20 year time
horizon. When | was a foreign banker, and | wanted to raise more money
through the syndication of loans, | had to sell the safety of Korea.
Watching what is happening these days, especially after the sinking of the
South Korean naval vessel, nothing has happened. Moody’s has raised
Korea’s credit rating, and top Korean corporations enjoy CDS ratings 60
basis points lower than the average. Foreign investment in the Korean
stock market is still coming in. Yesterday alone almost $300 million came
in. Clearly, there is a huge difference between Korea today and Korea
20 years ago. The size of the economy is different as well as the
fundamentals. How has the perception of Korea for foreign lenders and
foreign investors changed?

A Of course, the foreign bond and equity investors do look at the
fundamentals. They look at the economic growth, the debt ratios, and
the credit ratings of the countries. As noted, the fundamentals of the

Korean economy have done very well. The other thing that has hap-
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pened is that Korean companies have changed dramatically. 20 years
ago no one would have bought a Hyundai car. Now, Hyundai and
other Korean manufacturers are leaders around the world, and we see
the brand names of Korean companies all around the world. So the
confidence in these companies is increasing due to their global pres-
ence and the growth that they have exhibited. The other aspect is the
technological preeminence of many of the Korean companies -
Samsung is the leading memory producer in the world. All of this
i1s adding up to higher confidence for investors. Thus, they ignore
North Korea. Of course, North Korea is in the back of their mind,
but China is there as a moderating influence. They also look at the
increasing trade between Korea and China, and while they have come
to expect a few incidents, they believe nothing will happen in the
long run. However, I think you have heard about the Korean
discount. Korean companies have tended to have cheaper valuations
than other equal companies around the world. This discount is, I be-
lieve, due to the low level of dividends paid by Korean companies.
The orientation of Korean companies is very Confucian in their out-
look in the sense that they are looking at business along the lines of
generations. So instead of returning money to the investors they con-
tinue to expand and invest which accounts for the discount. However,
I believe that will change going forward. After discussing this with
many Korean companies they are beginning to realize they need to
think about the shareholders. Of course, if they can give much higher
returns on investment than an investor can get on a bond or savings
deposit then fine. However, in many cases we have seen Korean

companies invest when the returns were very low.
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Q | have three short questions. First, you said that bull markets last lon-
ger than bear markets. Have you observed any empirical regularity in
this? Can you say that a bull market tends to last two or three times longer
than a bear market? If you have that kind of figure, please tell us.
Second, your metaphor using elephants was very nice. Do you think the
derivatives market will die out or will it flourish again? If it will flourish, when
will that be? Third, you spoke of the case of Greece moving from devel-
oping status to developed status after joining the EU. What about Korea?
Is it graduating from an emerging economy or has it already graduated?

A With regards to the bull and bear periods I have just a general
guess — bull markets last 4 to 5 times longer, but it is not regular and
there is no way of predicting (figure 17). If you recall the chart I
showed, we had two bear markets within a 5 year period. So, the
challenge is to understand when we will get a bear market, but that
is very difficult and probably impossible. As George Soros noted,
there is a reflexivity built into the system. That is, if you behave as
if a bear market is coming, a bear market will come because you are
causing it by selling. So it is very interesting to look at cycle theory.
There have been many cycle theories, but fundamentally it is not a

very good guide to investing.

With regards to derivatives — the derivatives market is not dead. It
is alive and well. In Hong Kong they had a very interesting
derivative. If a stock is $20, it is sold to the client for $15. But if
the stock starts to go down the client has to buy more. If the price
goes up over 20% from where it started, the client has to stop buying.
That is a derivative. They call it an accumulator. In Hong Kong those

came to be known as ‘I kill you later.” So, derivatives are alive and
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well. As I pointed out, it is a market of over $600 trillion. But why
do I think it is unlikely to be killed? I think it will not be killed be-
cause there is so much money being made. Why would you want to
kill the golden goose that lays the golden egg? Bankers around the
world are making tremendous amounts of money on derivatives. You
can go to any Korean company, and all of them have been asked
about buying a currency hedge or interest rate hedge. These are all
derivatives. Some of them are quite innocent and useful. You must
remember that derivatives do have a use for farmers—where de-
rivatives started. Farmers in America needed to know what price they
would get for their wheat, so they would sell forward and there
would be people buying those options. It was very useful in the past,
but now it has become a very complex thing. Essentially, it is a gam-

bling mechanism.

Regarding emerging markets and Korea, I don’t know why
Koreans do not want to be an emerging market anymore. Emerging
markets are exciting. I think there’s justification because the rule that
we started with in 1987 was to take all of the low and middle-income
countries in the world and classify those as emerging markets. That
meant per capita income of less than $10,000. Currently, the average
per capita income in the developed countries is $40,000 per year.
Correct me if I’'m wrong, but in Korea it’s around $20,000. In emerg-
ing markets, Russia is the highest at about $10,000. That places
Korea right in the middle. Of course, at the rate that Korea is grow-
ing it is going to reach $40,000 very soon. From that point of view,
Korea would be considered developed. However, instead of income

per capita | like to use growth rates as a measure for emerging
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markets. From that point of view, Korea is an emerging market, as

it will grow around 5% this year.

Q You've shared with us a very useful perspective on emerging mar-
kets, which have always been considered the secondary place to be. But
I would like to turn that table around a bit because there are a lot of
good arguments that say that developed markets have compromised
themselves very badly, particularly with their financial sectors which have
impacted the world with a crisis over the past few years. Fortunately, we
have all been able to survive it, but the after effects have not yet begun
to show. There are many consequences yet to come out, and some argue
that with the various forms of exira taxation and increased regulation likely
to be imposed on banks, that they will continue to be further compro-
mised, and function less effectively as recyclers of global savings that
largely come from this region as well as from the emerging markets group.
It would seem to me that so called developed markets are likely to be
on the wane in the future, and emerging markets will have even more op-
portunity to stand out. If that is the case, Korea would much rather be in
the emerging group than in the developed market group. The distinction
between the two will be between those that let their fraditional banks be-
come gambling casinos as opposed to those that kept their traditional
banks in the classic game of raising customer deposits and lending them
out in straight forward ways. Do you have a viewpoint on what is likely to
happen in the developed country financial structures? Secondly, how will
that effect the attractiveness of these emerging markets which have al-
ways been viewed as the sort-of orphan child, but actually - partly be-
cause of China-are now much more likely fo become the main game?

A There’s no question that the power base is gravitating towards
emerging markets and the so-called BRICs. There is a growing con-

fidence, as I’ve pointed out. In the developed countries I think what
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is happening and what is hurting them —and will hurt them going for-
ward —is the higher taxes. The higher taxation regimes in the United
States and in Europe will continue to depress growth in these markets.
Interestingly, the administration in the United States has reversed its
views on unemployment. In the past, Larry Summers used to say that
lower taxes were better because that stimulated employment. Now, he’s
saying higher taxes are good for unemployment. So, there’s been a
sea change in Washington regarding growth and unemployment and

all of these things.

We have to be very careful as investors to differentiate companies
globally. There are many American companies and European compa-
nies that will be very profitable going forward because of their global
presence. There are many American companies that have a big foot-
print in emerging markets and are very well run. They will do very
well going forward, so I would not abandon these markets completely
because there will be opportunities. The problem now facing the
United States and Europe is how to do something about the regu-

latory framework.

I imagine that many people here have heard of Ayn Rand. She
was a Russian immigrant to America who hated the Communists, and
believed that everything should be free — that there should be a com-
pletely free economy with no government regulation. One of her
books was called Atlas Shrugged. She was very influential and she
influenced the Federal Reserve chairman to become a staunch advo-
cate of completely free markets, which is why the Federal Reserve

refused to regulate the market even after the collapse of Long Term
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Capital Management. That philosophy permeated the American phi-
losophy in government for a long time. Recently Greenspan said —in
front of a congressional panel —that he was wrong. However, other
members of the administrations have not been brave enough to admit
their mistakes. The warnings were there. The head of the Future’s
Commission — Brooksley Born —was warning them even before Long
Term Capital Management collapsed, but Summers, Rubin, and oth-
ers said we should not regulate. Now, it’s clear that she was right.
But, the forces against the regulation of derivatives are very strong,

and I personally don’t think that the regulations will be put in place.

Q You seem to be very optimistic on BRICs. This year, which emerging
or frontier markets are most promising?

A The problem we have with doing country projections is that we
are bottom up investors. We look at companies first, not at countries
or sectors. The best way to understand which countries we favor is
to look at their weight in our portfolio. For emerging markets we
have Brazil, India, and China, Thailand, Turkey and Russia in that
order. In frontier markets, we favor Vietnam, Ukraine, Kazakhstan,

and Nigeria. Among emerging markets Korea is in the middle.

Q Which company do you like among Korean firms? What is your
judgment on Korea’s market performance this year?

A Again, look at our portfolio. We have a system where we do
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an intensive 5 year analysis of financial records. We then visit the
company, ask questions, and finally make a 5 year projection. We
then decide on the price to buy that company. Whether we get that
company or not depends on what happens in the market. But looking
at our portfolio, Samsung Electronics is the largest. It’s the most lig-
uid, and happened to be cheap when we were buying. It’s not neces-
sarily the favorite, because we are trying to buy others, but I won’t
tell you what we’re trying to buy. However, we are particularly inter-
ested in Korean firms that are moving into emerging and frontier
markets because | think Korean firms are capable of operating in dif-
ficult environments like India. They are very tough, patient, and will-
ing to take the long view. That is what is needed, and when they do

that it will be very profitable over the longer term.

Q First, if | have some exira funds to invest should | invest it in Korea

or China funds? Second, you mentioned direct regulation of the de-
rivatives market. At the upcoming G20 summit, the leaders are sure fo dis-
cuss a new architecture for the international financial system. There is
some disagreement between developed and developing countries on
what the new international financial structure should look like. What side
should Korea take in that argument?

A First, don’t invest in Korea or China. Go into a diversified emerging
markets fund. One thing we’ve learned is that no one market is going
to be the best performing market year after year. In the last 20 or
30 years there has only been on market — Hong Kong — that has been
the best performing in two years, but that was not two years in a row.

So, you must be globally diversified. The best way to do that is by
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getting a global fund. It’s very difficult to decide between the two,
but I would say China over the longer term. However, you should

be diversified.

With regards to the regulatory system, my feeling is that the whole
financial system is all screwed up. In order to have a proper financial
structure you have to think of incentives — people must be paid, and
we can follow the money. Let me go down the list. Let’s start with
the accountants and auditors. Who selects the accountants and audi-
tors? The management. Who are the accountants and auditors going
to do favors for? The management. So, the accountants are already
favoring the management and are hiding a lot of information from
the investors. That incentive has to be changed — accountants must be
paid by the investors. Let’s look at credit agencies. Why did they rate
these CDS AAA or AA? They were being paid by the people who
were asking for these ratings. Why should they give an E or D rat-
ing? They are not getting paid to do that. Let’s look at the regulators.
Who selects the regulators? The politicians. How do the politicians
get elected? The bankers and people who have money pay the
politicians. Therefore, they select people who will not regulate, who
will not restrict. You have to go down the list of each player, and
that’s not to say they are wrong or evil or bad, but you need to have
a structure that will incentivize people to do the job that people think
they are doing. Unless we start to look at that it will be very difficult,
and we’ll continue to have a cycle of fraud and other problems. I
love economic history because history repeats itself and I’'m now
reading a book about Ivar Kreuger, a Swedish man who had a mo-

nopoly on the stick match market. It was called Safety Match. His
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product was unique in that it had the phosphorous on the matchbox
so it wouldn’t blow up in your face like the German matches, which
had the phosphorous on the tip of the match. This man went to
America and started something like a Ponzi scheme. The same things
happened back then. He had derivatives. He bribed the accountants
to fix the accounts. At that time his accountant was Ernst & Ernst.
One of the Ernst accountants was wined and dined, and he fixed the
accounts. So these things repeat themselves. As investors we have to
be very cautious. Don’t trust the regulators to protect you. You have

to protect yourself. Don’t even trust the fund manager.

Q The repeal of Glass-Steagall allowed deposit-taking institutions to
merge with risk-taking institutions. Today, | think it's fair to say that this is
at the root cause of a lot of the damage we have seen today. What is
the prospect for return of legislation like Glass-Steagall something that will
separate deposit takers from risk takers?

A 1 would love to see a return to Glass-Steagall, but I’'m afraid
the cat is already out of the bag because of that $600 trillion market.
I would say that it’s impossible. The Volker rule would be great, but
he’s been ignored. Korean banks are closely regulated and can hope-
fully avoid some of these risks, but as this machine continues many
banks around the world will look like they are making a lot of money
because of derivative transactions. Due to that, there will be the
temptation for other banks to emulate those high earners. The imme-
diate solution, I think, would be to impose some kind of turnover tax
and force derivatives to become transparent and liquid. At least then

there would be a market price. A small tax of 10 or 20 basis points —
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which would raise a lot of money for governments around the world -
would make derivatives transparent by forcing them into the open.

I think that is one answer, but I don’t know if that will be adopted.
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Emerging vs Developed Markets: Foreign Reserves ($ billion)
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Emerging Markets Vs Developed Markets : Public Debt % of GDP
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Emerging Markets : Inflation

30-APR-2007-29-JAN-2010
== Cpi% Change Percent Per Annum - Emerging Markets
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Markets : Short Term Interest Rates

30-APR-2007-31-MAR-2010
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Emerging Markets : IPO Funds Raised & MSCI EM Index Emerging
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Emerging Markets : Market Cap % of World

31-DEC-1987-12-APR-2010
= MSCI EM (Emerging Markets] -Market Cdp { MSCI :Ac World:- Market Cap

As at End Dec 2009: Estimiate of | : i MSCLEM are 13% of |
121~ countifig all EM stocks and ot just'the fremeeeed i---World Market Cap-----.-- :
index stocks % of total World stocks is : : :

about 32%

""" i Average exposure for pension funds investing in

emerging market equity is between 3% and 8%

12187 03190 06/92  09/94  11/96  02/99  05/01  08/03  10/05 0108 0410

‘Source: MSCI; Pensions& Invesimenis Dale, as of Jan. 6, 2010.
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Emerging Markets
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MSCI Emerging Markets Index

01-JAN-1988-12-APR-2010
=== MSCI EM (Emerging Markets) - - Price with Gross Dividends - Daily Official - USD (Index)
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Asia in the Global Economy”

Dominique Strauss-Kahn

I am very happy to have the opportunity to address an audience
in Seoul after the meetings the IMF just held in Daejeon. Entitled
Asia 21, these meetings included representatives of many of the gov-
ernments in Asia, think tanks, and NGOs. In my view, these meetings
were very successful in beginning to rebuild the relationship between
the IMF and Asia — which I think is fair to say is not in good shape
due to bad memories from the Asian financial crisis 12 years ago.
At that time, I think the IMF did the job that it was mandated to
do, but did it in a way that left behind bad memories and bad
feelings. It is certainly time to take stock and begin to rebuild the
relationship at a moment when the economies of Asia are buoyant,
and it is impossible to consider the future of the global economy
without considering Asia. I would like to share four or five points

that I came away with from Asia 21.

The first point deals with the way in which Asian countries are
recovering —and are in fact leading the global recovery —in compar-
ison to other countries. In the view of the IMF, the recovery is rather
strong and comes sooner than expected. The most recent update to

the World Economic Outlook was released last week in Hong Kong

* Transcript of a speech given at the IGE/Prudential Business International Finance
Lecture on Tuesday, July 13, 2010
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with some revision upwards of the forecast. Predicted growth now
stands at 4.5% for the global economy this year, which is rather
strong. Of course, the main problem is that this is a multi-speed
recovery. The situation is relatively good in Asia and in most coun-
tries of South America - including Brazil but also smaller countries
like Chile and Peru. Africa is also doing relatively well, especially
compared to how Africa fared in previous economic crises. The tradi-
tional lag between global recovery and recovery in Africa — which
used to be about one year —has vanished. The reality is that African
countries, at low levels of income of course, have recovered with
rates of growth around 5% or 6%, which is good news for the

continent.

As for the United States, the picture is uncertain. The IMF’s fore-
cast is for growth of slightly more than 3%, but it is difficult to know
how accurate this is. The IMF is more optimistic than the consensus,
and believes that the recovery in the United States is strong and that
unemployment will eventually decrease at the end of this year.
However, there is some uncertainty. The main problem in global
growth remains primarily in European countries, where the forecast
of the IMF is between 1% and 1.5% - for both the coming year and
the year after that—which is obviously too low to bring down
unemployment. This means that the European countries will remain

in a problematic state for a period of time.

This multi-speed recovery is the reason why the exit strategy can-
not be the same for every country. The way the crisis was tackled

at its onset was nearly uniform. Following the advice of the IMF,
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stimulus packages were enacted to avoid a crisis that could have been
as severe as the Great Depression. Actions taken around the globe
were almost identical on the fiscal side. But obviously the exit is a
different game. The exit cannot be the same in Asia, where average
growth is 7% this year, as it is in Europe, where average growth will
be between 1% and 1.5%. So exit strategy has to be tailored to the
country, and that is one of the reasons the G20 in Toronto was a bit
messy. Following those meetings many negative comments were
made, saying that the countries did not agree, with some nations
pushing for continued support while others were pushing for an exit
strategy and fiscal austerity. Well, it is natural that these nations have
different opinions because they are facing different situations.
Economic coordination does not mean that each nation has to do the
same thing. It means that policy that will be implemented will be dis-

cussed with other nations and will fit the situation a country is facing.

The current recovery is fragile, and it is fragile because downside
risks are still present. There is an ongoing discussion on the possi-
bility of a double-dip recession, but the IMF does not believe there
will be such a double-dip. The baseline scenario is a scenario in
which the recovery continues. Of course, there is still some risk, and
in the short-term no one can say that another crisis is absolutely
impossible. The IMF does not believe it will happen, but it has to
be considered —and those risks need to be attended to. There are two

primary risks.

One of those risks is the fiscal situation of some countries. Of

course, the example that immediately comes to mind is the case of
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Greece, which is well-addressed today by the European Union with
the support of the IMF. Yet, even if it is well-addressed, and even
if I do not believe that any other European country could find itself
in the same situation, one never knows how markets may react. The
second risk has to do with emerging countries. A lot of liquidity still
exists in the global economy, and at the same time the appetite for
risk is returning. Of course, most investors are reluctant to invest in
advanced economies, and so they focus on fast-growing emerging
economies. This creates huge capital inflows for those nations. This
is welcomed when those inflows go towards foreign direct investment
(FDI), but it is more problematic when those investments are
temporary. So the question for those countries is how to manage
those capital inflows as they are likely to create asset bubbles and
disrupt economic policy. The IMF does not believe that any kind of
crisis could materialize through this risk, but it should not be

discounted.

One of the lessons of this crisis is that there is no domestic sol-
ution in a globalized economy. Therefore, there need to be globalized
solutions. Slow growth in Europe —which represents about 25% of
the global economy — cannot be without consequences for Asia. This
1s especially true for exporting Asia, whose market is mostly in the
United States and Europe. So no country can sit back and say that
this is not its problem — that it is only concerned about its own econo-
my and that of its neighbors. Nations must have in mind that the glo-

balized economy makes it necessary that they depend on one another.

What is very remarkable is the resilience of the Asian economy
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during the crisis. While the financial sector was not hit directly by
the subprime problem —most Asian banks did not hold any kind of
subprime assets —the economy has been hit by the downturn in the
global economy. Part of the reason that the financial sector resisted
the crisis so well is because of the cleansing of this sector done dur-
ing the Asian crisis —even though it was done at a very high cost.
It probably could have been done at a lower cost, but the result re-
mains the same. This is true in Korea and in many other Asian
countries. These banks navigated the current financial crisis without

too many problems and were able to continue financing their recovery.

So, this concludes the first point. The global economy is not to-
tally out of the woods, but the apex of the crisis has passed. There
are still problems going forward, depending on which part of the
world is examined, but it is clear that the Asian economies have been
very resilient. It is obvious today that Asia is leading the recovery,
the balance of power has changed, and the share in the global econo-

my of Asian countries will increase in the coming decade.

My second point is that —in looking to the future —the continuing
recovery of Asian nations needs to be closely watched. As I men-
tioned, many believe that this recovery cannot solely rely on exports.
The idea is not to say that these nations should export less, but that
they may export less in the future because of weaker demand in ad-
vanced economies. In this case, a second engine of growth will be
needed. Obviously, the idea is that in some countries — primarily the
large countries —there will be a shift from a model in which growth

was mostly export-led to a model in which growth is fueled by do-
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mestic consumption. Of course, this does not mean anything for small
economies. Singapore cannot focus on its domestic market, but it is
important for nations like China. The idea is certainly not to say that
nations like China should back off from globalization to focus on the
domestic economy and not be open to the rest of the world. Instead,
these nations need to be aware that exports may not be as big as they
previously were due to persistent weak growth in some parts of the
world. In this case, these nations need to be able to ignite a new en-
gine of growth, and this has to do with developing trade in Asia—
especially trade in products that have final consumers in Asia. Much
of the trade in Asia is currently in products whose final consumers
are outside of Asia. How to establish this new engine depends on the
country. In some countries, consumption is obviously the main target,
which is the case for China. In most other Asian countries the ques-
tion is about private investment and building on public investment
and infrastructure. All of this means that strategies have to be tailored

to the country. However, there are two caveats.

These two caveats have to do with inequalities —inequalities
among countries and inequalities within countries. In Asia there are
many low income nations, and the question is how to organize a tran-
sition from low income levels to emerging country status. That is not
a given, and it will not happen by chance. Long ago Korea was a
poor country, but it showed that it is possible to make that transition.
However, it will not happen alone, and having all of the countries

catching up is one of the problems Asia will have to address.

Inequality within nations remains a problem, even if much prog-
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ress has been made. There is still a large proportion of poor living
in Asia, so creating inclusive growth is an issue that needs to be
addressed. When the 4 Asian dragons (Korea, Taiwan, Singapore,
and Hong Kong) had high levels of growth it was inclusive growth.
However, in the last 10 to 15 years the model has changed. In China,
development has not done well in reducing inequalities. If Asia wants
to have a smooth path of growth at high levels in the coming decade,
these two inequalities need to be addressed, which leads to the third

point.

With current rates of post-crisis growth —and what has been ach-
ieved before the crisis —the role of Asia in the global economy has
changed. The question of how the voice of Asia can be heard is cer-
tainly an interesting one. The G20 - which is one of the most im-
portant events to take place during the crisis —includes 6 Asian na-
tions, which shows that Asia is well represented. Of course, Korea
is chairing the G20 this year, but the G20 is not everything. While
it 1s an important body, and a formal one, it is yet to be seen how
it will play out. In the G20 it may be a little easier for Asian to voice
its opinion because of Korea’s leadership. This is the first time that
the G20 - at the level of head of state — will be chaired by an emerg-
ing country. It is a huge responsibility, and thus far Korea has han-
dled it very well. I think the agenda which has been created by the

Korean authorities is exactly what is needed.

The role of Asia is important and one of the core activities of the
G20 —now that the worst of the crisis has passed —is to determine

how coordinated growth can take place. Coordination was one of the
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main features during the crisis, and now the question is if it will con-
tinue after the crisis. To do this the G20 has decided to set up what
is called the Mutual Assessment Program (MAP), a framework that
the IMF was asked to build. For this, the domestic forecasts which
have been proposed by different countries are compiled to find if
these domestic forecasts then add up to create a consistent global
picture. If the picture is not consistent, the IMF is then tasked with
making it more consistent by identifying the primary reasons for the
initial inconsistencies. In Toronto, the IMF showed that coordinated
action by the G20 members would increase growth by 2.5% over 5
years, which would represent more than 30 million jobs and bring
40 million people out of poverty. That is a goal that the leaders clear-
ly endorsed in Toronto. To try to reach this common goal, the IMF
needs to outline clear policies which need to be implemented country
by country. It is well-understood that all nations can benefit - that it
1s a win-win game — if economic policies are coordinated among the
G20 members. Again, the role of Asia in this is major. Representing
nearly 30% of the global economy, it is impossible to achieve the
goal I was mentioning without having the active participation of

Asian countries.

My fourth point has to do with renewing the relationship between
Asia and the IMF. In an institution like the IMF —the role of which
has certainly been enhanced during this crisis — what is the role of
Asia? I think it is understood that it is in the interest of Asia to have
its say in the global economy, and to renew its relationship with the
IMF. It is also in the interest of the IMF, which cannot be a multi-

lateral institution dealing with the global economy without dealing di-
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rectly with Asia. What does it mean? It means that the IMF needs
to engage more —and in different ways — with Asian countries. But it
also means that some old devils have to be laid to rest. For instance,
I remember the IMF meeting in Hong Kong in 1998 when I was fi-
nance minister. There was an elephant in the room that no one want-
ed to address, and it was the idea — launched by the Japanese — of an
Asian Monetary Fund (AMF). 1 was a young minister at this time,
and did not understand exactly what was at stake. People were talk-
ing —including the IMF —about this possibility, saying that it was
something that needed to be fought against, that there could be only
one IMF. As always, when an international institution is built, it takes
time. It is now 12 years later, and the Chiang Mai Initiative (CMI)
has just arrived, which is possibly the beginning of the AMF.

Contrary to the idea that the IMF should actively oppose this, I
think exactly the opposite. Regional arrangements are welcome, and
there is no reason why the IMF could not work with regional entities
when they exist. The IMF’s cooperation with the European Union on
the Greek case — which the IMF was happy not to face alone - proves
the point. Initially, the Europeans were not happy to deal with the
IMF, but finally the conclusion was reached that even if Europe has
an organized, deeply integrated economy, it was not able to deal with
the Greek case alone. The European Union needed access to the
funds of the IMF, as well as experience and expertise that does not
exist anywhere else, and finally came to the conclusion that the best
way was to organize cooperation between the European Financial
Stability Facility (EFSF) and the IMF. In the same way, I see the
cooperation between CMI and the IMF to be rather easy, and it is the
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right thing to do. In other parts of the world —like Latin America —
if another kind of initiative goes in the same direction, I would be
very happy to cooperate with them. So this is the kind of old problem
that I think must disappear and is disappearing. There are enough
current problems that extra problems do not need to be put on the

agenda.

One of the current problems is the so-called problem of quota in-
voice for Asian countries, which has to do with the representation of
Asian countries in the IMF. As the Pittsburgh Communiqué re-
quested, the IMF has committed to shifting 5% of the voting rights
from advanced economies to dynamic, emerging economies — from
over-represented countries to under-represented countries — by January
2011. I think it will be possible, at the request of the Korean
Chairmanship of the G20, to complete it for the Seoul meeting in
November. This will be a huge achievement. Cleary, this is not easy -
shifting 5% means that some countries must see their voting power
reduced. On my desk I have a long list of countries wanting to in-
crease their share, but I have a very short list of countries wanting
to decrease their share. The total has to add up to 100%. My only
luck in this story is that I am not really in charge of this because
it is a question to be handled among the membership. In fact, staff
and management of the IMF are working with the membership to try
to achieve this, but it is a rather difficult ball game. Nevertheless, I

do believe it is possible.

More important than the quotas is to make the board of directors

of the IMF more representative. There are 24 members on the board,



Asia in the Global Economy 79

but the make-up needs to be reshuffled so that some of the anomalies
will be eliminated. Currently, some larger economies are less repre-
sented than some smaller economies, which looks very odd. After the
reorganization, 12 of the 24 board members will represent the 12
largest economies. It means that the share of Asian countries will in-
crease which is an important step to make Asian nations feel more
at home in the IMF.

I believe that the IMF has to become the second home for Asia.
In order to feel at home, one needs to have enough room. To have
enough room means that some countries, especially European coun-
tries, have to relinquish some portion of their voting rights to Asian
nations, as well as to Brazil and a few others. It is a difficult deal
but I think it can be accomplished. All of this is part of what I call
the Daejeon deliverables — three points that resulted from Asia 2/ and

need to be accomplished.

First, the analysis of the IMF has to be more useful and more
available for Asian countries. This analysis has to do with early
warnings — new kinds of early warnings that the IMF is currently con-
structing — as well as spillover analysis which looks at how events in
one country may have consequences for other nations. The IMF also
has to focus on producing more even-handed analysis because it has
been said by most emerging countries —and I do not care if it is right
or wrong but it cannot continue — that the IMF is not as tough with
advanced economies as it is with emerging economies. When one
sees Greek unions demonstrating in the street, I am not quite sure

people can continue to say the same thing. If there is some perception
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in Asia that the IMF is not even-handed enough then progress must
be made on this. Of course, this has to do with increasing outreach,
to repeatedly explain that the IMF is at the service of the member
nations via technical assistance, crisis programs, and it always aims

to help nations fix problems.

Second —and perhaps most importantly —is building the financial
safety net that has been proposed by the Korean authorities. It relies
on the idea that the IMF needs to renew its facility tool kit to be
more closely related to problems that may occur in the current global
economy. We built the Flexible Credit Line (FCL) program during
the crisis, which has been very helpful but can be improved. Beyond
the FCL, we may need a precautionary credit line for other countries —
a set of 40 or 50 countries having rather good policy in place — that
could possibly be hit by some form of systemic crisis. On a third lev-
el, an idea that has been discussed at length with the Korean author-
ities is that of a multicultural approach to working with the IMF. This
1s an important idea that would attempt to counteract the stigma
which is still attached to a country dealing with the IMF. When a
country comes to the IMF it means that the country has a problem.
Having many countries — in the same region for instance — when fac-
ing the beginnings of a systemic crisis, approach the IMF and jointly
request that the IMF put in place some form of safety net could ef-
fectively fight this stigma. This is being worked on, but is not yet
completed. In fact, it is far from being completed as it is a difficult
discussion within the board of the IMF, but I am confident that it
will be done for the G20 meeting in Seoul. Finally, the last deliver-

able, which I spoke about already and will not elaborate further, has
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to do with the quota invoice.

These three deliverables are the agenda which have been estab-
lished in Daejeon, and to which the IMF is committed for the coming
year. If all of these points are accomplished —and they must be ac-
complished for the Seoul summit—then one year from now it will
be possible to say that the relationship between Asian and the IMF
has not only changed, but that it has returned to normalcy. Asia - rep-
resenting nearly one-third of the global economy — will have its voice
and its correct representation in this global institution. But the leader-
ship of Asia has to go beyond Korea’s chairmanship of the G20. For
most Asian countries the G20 is a very important event, but life will
go on after 2010. Thus, preparations need to be made for what will
happen in the global economy in the coming 3 or 4 years. In the long
term, as Keynes said, we are all dead. So, let’s focus on the coming

three or four years. That will be enough.
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Questions & Answers

Q Two questions: First, what is the IMF's strategic position towards the
European Union, especially towards the financial crises of the so-called
PIGS countries - Portugal, Ireland, Greece, and Spain. Is the IMF going to
deal with the EU as a block or country by country? Second, do you think
Kored’s past experience with the IMF will help to solve the PIGS problem?
Do you think the same strict conditionalities will be imposed or will the
conditionalities vary by country?

A First I would strongly advise you to use the acronym GIPS
rather than PIGS. This has become the internationally accepted way
of referring to these nations. Moving on, the IMF membership is
made up of individual countries and the European Union is not a
member of the IMF. While I have nothing against bankers, the IMF
is not a commercial bank. So it only assists a country when a request
is made. This was the case for Greece, and the same would be true

for any other country that may need support.

On the second point, experience from the past is certainly useful.
The fact that conditions are necessary when support is given by the
IMF is challenged by no one. When the IMF needs to work with a
country, in most cases it is because there are things that need to be
changed. The conditions are there to ensure that the changes agreed
to by the IMF and the government will be implemented. But the ex-
perience of the past — particularly during the Asian crisis — is that the
IMF tried to fix too many problems at the same time. If you take

your car to the mechanic because of a problem with the wheel, you
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want the mechanic to fix the wheel. You do not want the mechanic
to also tell you that there is a problem with the engine, the steering
column, and the windows. You are unable to pay for everything. So
countries cannot deal with fixing all of the problems at the same
time. With the best intentions, the IMF was trying to work with the
countries to fix all of the problems, which is impossible. It makes
it politically impossible, economically very difficult, and very painful
socially. So the IMF has learned to be more focused on what is abso-
lutely required to fix the problem at hand, and that largely comes
from the lessons drawn from the Asian experience. However, the
IMF is still the IMF, and that means that there is no way it could
deal with a country without conditionalities because what needs to
be done has to be done. I think the Greek program is well-adjusted.
It is not too tough because it has to be implemented. It will be pain-
ful for the Greeks, but it cannot be too painful because then it will
not be implemented. On the other hand, it has to be tough enough
to address the problem. These kinds of measures and judgments draw

heavily on the lessons from the Asian crisis.

Q Is there a chance that emerging economies will set up their own re-
gional safety nets, and if they do, will the IMF support these safety nets?

A As in any institution there is a more conservative element that
is reluctant to go forward, and sometimes that is useful because it
avoids mistakes made in going too fast. The discussion which is now
taking place among the board of the IMF regarding these safety nets

is on improving the processes which were put in place. I am con-
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fident this will be delivered. The question is that if it does not hap-
pen, is there any solution at the regional level? Well, I said before
how much in favor of regional arrangements I am, and I do believe
that regional arrangements are very important. However, I do not be-
lieve those regional arrangements can work alone. The example of
the European Union is an excellent one. There is nothing similar to
the European Union in Asia. It took 40 years to build something as
integrated as the EU, and even this arrangement was unable to deal
with the Greek case alone. So I think there is no chance that regional
arrangements will be enough due to the linkages of the global
economy. On the other hand, I am not saying that the IMF alone will
be enough. That is why the best solution is coordination. Having

complementary institutions is the right way to go.

Q Rather than being located in one place, and waiting for a country
to come knocking on the door, would it not be much better for the IMF -
and the world -to have several locations around the globe? This would do
much more to integrate the IMF into the world economy, allow the IMF
to see problems before they happen, and allow for greater coordination.

A In a crisis period, the IMF cannot intervene in a country before
being asked. Of course, on a day to day basis the IMF tries to be
proactive. It carries out its core business — giving policy advice and
technical assistance when needed — which flies under the radar be-
cause the IMF is only seen in the headlines during times of crisis.
Half of the IMF’s resources are devoted to building early warning
systems, attempting to create a view of what might happen in the

event of a crisis, looking at spillovers, etc. So this idea that the IMF
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i1s just a bookkeeper waiting for nations to ask for support is not

correct.

Having headquarters in Washington D.C. is clearly not ideal, and
it would be much better if the IMF could have regional headquarters.
However, in the treaty that established the IMF it clearly states that
the headquarters of the IMF must reside in the territory of the largest
shareholder. That is why when I was Finance Minister of France |
fought strongly for a single chair for the European Union. The EU
would have then been the main shareholder, and the headquarters
could have been in Paris. But the real question is whether or not the
IMF has enough people in direct contact with its members. Certainly,
it would be very good for the IMF to have more people in the field.
But it is a cost question and a strategy question. With regards to cost,
there is a budget and there are budget constraints. It could be said
that being too tough on the budget is ridiculous if a crisis can be
avoided, and if the gain from avoiding that crisis is much greater than

the cost of preventing it.

With regards to strategy, it is also difficult. It is very important
for the IMF to be even-handed but also consistent. To be consistent
the IMF needs people working together in the headquarters. That is
one major difference with the World Bank. The World Bank is much
larger than the IMF because the World Bank deals with projects in
many different countries, and that requires that people be in the field.
However, the IMF could not decentralize — with people meeting to-
gether from time to time —because then people may not have the

same view of the global economy. So the IMF needs to be centralized.
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Nevertheless, it could still have more people in the field. In most
countries the government and the IMF representative work very well
together, and the authorities are happy to be able to exchange ideas
and discuss policy with the IMF representative. So we do need to

try to be more present in the field.

Q What is your view on capital controls and the Tobin Tax?

A My view is very pragmatic on this. I previously spoke about
large capital inflows, and how those inflows can be very disruptive
for a country’s economic policy. So what can the country do? The
normal answer is to let the currency appreciate, but there is a limit.
At some point in time the country may believe the currency to be
at an appropriate level, that further appreciation will damage exports,
and that this is not advantageous. The country then moves to the sec-
ond line of defense which is to accumulate reserves and then sterilize
those reserves —leaving them unsterilized can create problems with
monetary policy. Yet, this cannot be done forever. The question then
becomes one of monetary policy. There may also be a third line of
defense dealing with prudential rules and the way in which capital
markets and stock markets function. However, this also has its own
limits. Then, when all the tools have been used, there may still be

large capital inflows.

I think countries have to be pragmatic. Capital controls can be
useful, but of course there are also drawbacks. It should only be done

on a temporary basis, and it should not be expected to solve the
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long-term problems. It cannot be a way to hide and avoid making
needed structural reforms. But in the short-term, when experiencing
capital inflows that are disruptive and may derail economic policy,
capital controls are a pragmatic answer that countries cannot reject
for only ideological reasons. Eight months ago Brazil decided to put
capital controls in place, and they called the IMF. I told Brazil that
it was not that I did not like it, but that I did not think it would
effective. Brazil enacted the control, a kind of Tobin Tax, and it was
somewhat effective, but only for a very short period of time. That
is a demonstration of the pragmatic view | was mentioning. If a poli-
cy is effective but has some drawbacks, but those drawbacks are less
costly than doing nothing, then the policy should be implemented. If
the drawbacks are more costly than the advantages then the policy
should not be implemented. It really has to be seen pragmatically. In
any case, that kind of policy can only be temporary. When there are

prolonged capital inflows structural measures need to be taken.
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