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U.S. and Global

Economies — Poised
for Better Times?"

Allen Sinai

Chairman & Chief Economist, Decision Economics, Inc.

Overall Global Economic Outlook

I thought I might use a New Year celebration paradigm to talk about
the major dimensions of the US and global economic and financial
market outlook for this year. Let’s consider it a glass of wine. Is the glass
half-empty or half-full? The half-full glass of wine is the optimist blue
sky. Certainly, it has been tough to be optimistic for the last 5 to 7 years
in the US. We have quite a few pessimists still in the US and the world
about the outlook. That is the glass of wine half-empty. I want to use
‘half-full and half-empty’ as a way of describing some of the dimensions
of the coming year and 2015. As it applies to the US and global economic

prospects and risks, it is half-full, a long life. Long and better times and

1) This is a transcript of the speech given by Dr. Allen Sinai at the “IGE/KITA Global Trade

Forum” on January 7, 2014. The views expressed here are the speaker’s.



better expansion ahead for the US, for Asia, for Korea, even for Europe,
and probably for China as well.

I want to use the half-full glass of wine to apply it to Japan. We at
Decision Economics have said for some time that Japan is “back in the
game.” I think the Prime Minister said “Japan is back.” Governor Kuroda,
the head of the Japanese central bank, in the speech on September 30
last year in Washington said that “Japan is back.” Both of them saying
the same thing sent a message to the world of financial markets and the
world of business. Japanese policymakers are on the same page to try
to achieve much more aggressive and active growth of Japan to really
change what has been in the two decades up to this year, a lost period of
time for Japan.

That means more competition with Korean manufacturing companies
because of a weaker Yen. I think when I was here last year, I described it
as headed well over 100 against the Dollar and I was not going to look
back on the fundamentals until we got well over 100. That of course
implies a strong Won against the Japanese currency as well. When I went
to Japan, I know I said that. The Yen-Dollar was about 80 to 85 at that
time. The Decision Economics’ latest forecast of Dollar-Yen is 110 to 115
over the next 3 to 5 months. So I do think that the Won will go higher
against the Yen over that time.

Buct if Japan, as the third largest economy in the world, gets its growth
rate up and inflation stay above zero through trade and the umbrella of
increased growth from that very large economy, the Korean economy will
benefit as well as all the other Asian economies. This notion is part of the
view we have that the US and the global economy will have better times.
So the wine glass for Japan is half-full, optimistic. I have to say that until
2-2.5 years ago, if I were to use the wine analogy to Japan, it was always

half-empty. I was very pessimistic on that country’s prospects, but it is



very different now.

For Europe, emerging from an austerity-induced long — two as much
as four years depending on the countries — debt, financial and economic
crisis and still in the difficult strain, the wine glass is half-full.

For equity markets around the world, perhaps even the Korean stock
market this year, the wine glass is half-full.

Is there anything at this time of the year that I am going to hold up a
wine glass and say it is half-empty? Where the wine glass is half-empty, if
not empty, is in the US and its governance function of Washington where
I and others are convinced that the US political system is badly broken,
dysfunctional, struggling, and no solutions inside. There, my choices
in the wine are the following three; half-full, half-empty, or empty. On
Washington and dysfunctionality, the glass is empty. In the long run,
if what I have just said is roughly right in terms of how we govern our
country and how the political system works in the US, it is frankly
deadly.

In a prescriptive way in the US as an observer, an analyst and as a
citizen, I hope we can do something about what I have just said. [ am
convinced that Washington will not fix itself and that it is systemic and
endemic. I would say this quite clearly to investors around the world
if the US is a wonderful place to invest. We had a 30% gain in the US
stock market last year. We are projecting another 10-15% this year. But
relatively speaking looking around the world, when I see a country whose
political system is as messed up as is the US, it is something that all

investors have to take account of.

US and Global Economy

First, on the US and global economic prospect. “Global” to the



Decision Economics is about 47 countries with about 93% of global
output that we monitor, forecast and analyze. Korea is one of those. This
year, we are not quite as optimistic as is the government and as perhaps
the Bank of Korea. We are in the 3.5% range. But that is a big pickup
on the GDP basis from 2.7%. Indeed for the US, we are talking about
a good-sized pickup, renewed growth in the US. On the GDP basis, it
would be 2.8%. I said it would be about 2.3% for 2013. Last year when I
was here, I was talking 2-2.5% for 2013. So we kind of got the US GDP
forecast right. About China, we felt it would not have a hard landing and
it did not as it produced the numbers it produced. Real GDP growth, we
kind of got that for China. China has had quite a tough year for a lot of
reasons.

We were very bullish on Japan because of the coming expected huge
quantitative easing that we thought the new Bank of Japan Governor
would bring. That is what the Governor advised Prime Minister Abe. Abe
appointed Kuroda and Kuroda advises Abe. Why would anybody think
that Kuroda would do anything different from what he had advised Abe.
Indeed, we got an inflation target of 2%, planned to double the monetary
base, the massive downturn in the Yen that we have been projecting for
a couple of years. It is a huge downturn in the Yen. I go to Tokyo next
and my dollar is worth 40% more now than it was a year ago. That very
expensive part of the world will not be so expensive.

But I do not think Korea is so delighted by that big decline in the
Yen against the Won and I suspect there are countries in Europe,
perhaps Germany, who are a little annoyed by that huge decline. As an
analyst and an outside observer, I must tell you that I think Japan had
no other way out. The currency which is way overvalued which has
given a competitive advantage in terms of the equilibrium to Korean

manufacturers really had to come down and it has got perhaps a long way



to go. So the message for everyone here who is tied to the manufacturing
side in Korea is to get your costs down, make better products and keep on
selling hard all over the world.

The four pillars of strength for the US and global economies looking
ahead are renewed growth in the US, Japan back in the game, China
sideways to higher in growth, and Europe moving from recession to a
small expansion. But behind it all, which I call the 5™ pillar, is the power
of easy money.

In the business and financial cycle, we are still in the stage where
major central banks around the world are very accommodative. Because
inflation is generally low in almost all countries — it is very low here
in Korea relative to the Korean inflation target of 2.5% or so, central
banks can afford to keep their foot on the gas. That means better
stock markets with lags. Better stock markets mean more spending and
stronger settlement. It means the countries where monetary policies are
aggressively easy, probably a weaker currency. That is the case of Japan.
But it is all part of promoting growth after a period of 5-8 years of
nothing but difficult times for the US and the world with economic and
financial crises almost everywhere. It was a long period of time of a half-
empty glass of wine situation.

What I am saying today is that we have and are emerging from that
cloud over the world economy and from the risks of the past into a
more normal period of growth and expansion where there may well be. I
think there will be more upside than downside surprises as we look at the
macroeconomic risks for the basic prospect for the US and the world. The
lineup is more positives than negatives. That is the first time in 8 years.
We began to be very pessimistic on the outlook for the US and the world
back in 2000. 8 years, right in the ballpark of what Carmen Reinhart and
Kenneth Rogoff in that monumental book This Time is Dif ferent have



said, is the timeline of how long it takes for countries that go through
financial crisis to begin to pick up and recover.

So my perception and expectation, given the pessimism, the legacies
and hangover of human nature looking at the past which has been so
difficult, is that most are too pessimistic and too afraid to take risks. I
see that with all the central bankers I have talked to. They are scared to
death of inflation. But we do not have any terrible inflation around. If
you are in business, you can take some more risks. If you do that ahead
of your competitors, you will win. In financial markets, a zero return on
cash and equivalent sound acceptable. It is not true here because there is a
positive real return on cash and equivalent in Korea, but in Japan and the
US, there is a zero return on cash and equivalent from an asset allocation
point of view. The returns in the stock market last year — something like
2% or 3% — is better than what you get in on cash. Not so much here
because it is almost equal. Investors can and will take some more risks as
we go out.

Everybody is worried about bubbles and there are not any significant
bubbles anywhere. That tells me that we are moving into a stronger
phase of expansion in the US and worldwide. Markets will do well and
we are a long way away from the next recession anywhere in the world
that will in a major way affect the world. We are in the upside. Sustained
and growing stronger US and global expansion probably has another 3-6
years to go in terms of looking at the functionality of the innards of the
various economies around the world.

In the US, we are in the 50 year of recovery side of expansion.
Another 3-5 years will get us close to the longest expansion ever in
our history. It was the 1990s that was 10 years long and with that
expansion came the greatest equity bull market of all time. How does

that happen? Economies grow in a sustained way fairly free of inflation
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issues with central banks supportive. Earnings rise, interest rates are low.
Fundamental valuation tells you that stock prices should go up. Everyone
is scared. They go up more than anybody thinks. That is early in the
functionality of financial cycles. Economies lag better financial markets.
The lags are long before economies pick up to lower interest rates and a
lot of availability of credit. The lags in response to sustained increases in
the stock market are long. The lags in response to a lower currency are
long in terms of trade flows. But after a while, it begins to hit. Then, the
economy picks up, labor markets get stronger, and central banks begin
to get less accommodative as the US has started and then begin to raise
interest rates. Even then, the expansion goes on. Then the excesses come
and the price inflation of goods and services comes. Central banks begin
to fight that and the seeds of the next downturn are sown.

What I have described in about a minute takes years in economic
real time to happen. We still think we are in reasonably early stages of
that expansion. It is now going to be long and positive. It is a wave and
businesses and investors need to take advantage of it. So it is another half-
full glass of wine.

When it comes to the equity market and asset allocation, the glass of
wine is half-full. The best is yet to come. I said that in June when we
were having a quasi correction in the US. The S&P 500 ended up 30%.
We will surely have corrections and comeuppances. There will be a 10-
15% correction in the US stock market. It will ripple around the world
and it will probably come when people think our Federal Reserve is going
to start to raise interest rates. They are telling us it is not going to happen
for a long time. If what I say is roughly right, it may happen sooner than
most people think. Stock markets will adjust and you still will need to
buy.

Having painted this broadest picture of the US and global economy,
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let me just give you a few numbers. Then I want to move on to talk about
the Federal Reserve and quantitative easing because it is not just the US
Federal Reserve doing this but so is Japan. Europe still might go to some
kind of quantitative easing. UK has done it. It is a new way of doing
monetary policy. We think it has worked and is working. Of course,
when a country engages in quantitative easing like Japan, the initial
effect is a weaker currency. How long Japan is going to do this means
something to Won-Yen and Dollar-Yen. So you need to be aware of this
path and process of quantitative easing that is going on in other countries
that touches Korea so much.

The US expectation we have is 2.8% real GDP growth in 2014, up
from about 2.3% last year. The 2.3% has come from a surge in growth in
real GDP toward the end of the year. 4" quarter real GDP growth in the
US was a little over 4%. Huge increase in inventories is not sustainable.
The 4th quarter track having started on about 1% is now running on
about 2.5%. It is coming from strengthened consumption. It sounds
familiar in terms of what is being thought about Korea. Because the US
is the biggest economy in the world, the stronger growth over 3% in the
204 half of the year is going to affect the world. It is actually pretty much
what the Federal Reserve has forecasted quite a while ago in terms of
the second half growth. When you look at the US, you need to take out
federal government purchases of a real GDP growth forecast. We have a
rare situation in our history. Federal government purchases are shrinking
in real terms in the US despite the clumsiness of the process and politics
of Washington, the fights and the kind of The Perils of Pauline.

Buct in our case, and that is what Washington looks like. Because what
I am about to say about federal government outlays, the shrinkage and
fiscal restraint there is the kind of austerity in the US for a long time.

Federal government outlays are shrinking in real terms. The last time we
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saw that was in the 1990s after the end of the Cold War when the US
shifted from a defense-based economy in a lot of ways to no defense.
We had a huge decline in federal government purchases. Our budget was
better. Economic inflation was lower. It had a lot to do with that. Very
unusual! This is going on because of the Budget Control Act of August
2011. That was trillion dollars of caps on the discretionary spending set
by the administration and the Republicans despite all the fighting and
the talks that broke down. But that was set into law and we had this
crazy sequester which was designed to get the politicians to agree on
a big budget deal. They could not agree on it and this sequester came
into place and the Republicans actually liked it because it shrunk the
government. President Obama and the administration did not like it. The
sequestration of $1.2 trillion was the law that cut in a very blunt way the
federal government outlays. And then, something called a fiscal cliff,
which had been resolved by the time I got here last year, ended up with
a $400 billion hike in taxes for upper income families in the US. It is
almost $3 trillion of fiscal restraint.

But at the end of the day, they agreed on a grand scheme of $3 trillion
of deficit reduction over a period of 10 years. The number that President
Obama and the Republicans wanted was $4.5 trillion. They just could
not agree on the nitty-gritty of it. Had the fiscal cliff happened, it would
have taken $7.5 trillion out of the economy over 10 years and we would
have had to forecast a recession. Luckily, we did not get the full blunt of
the fiscal cliff. That would have solved the debt problem but that would
have given us another recession which would have been very severe. If
we did nothing on the US sovereign debt, the US would be having a
debt problem. But $3 trillion turns out to be in a clumsy way, kind of an
ideal number; not too much, not too little. That is what is in place. The

federal government purchases show up in the GDP accounts and that
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is arithmetically subtracting about 0.5%p of real GDP. So the real GDP
as a consequence is not the right summary measure to use to describe to
anybody about the state of the US economy. The right number to use is
the ex-federal government purchases.

We are over 3% in the private sector ex-federal government purchases.
The private sector economy is 70% consumers. The fundamentals are
improving. Jobs are not great but improving. The unemployment rate has
come down. Income maybe is going to rise — not as much as it used to.
The wealth effect will kick in this year. Consumer sentiment is picking
up. Interest rates are still low. And the financial condition of households,
as we measure it, is back to the pre-crisis equilibrium, financially ready to
spend if they want to spend. So the consumer spending, we are thinking,
will grow to about 2.5-2.75% real. It will drive the private sector. Business
capital spending should pick up and that should help Korea. We are more
competitive than we used to be on exports. The dollar probably goes a
litele higher. The private sector is in much better shape than those real
GDP numbers I gave you. That is renewed growth from the US and we
buy a lot from Europe, Korea and Asia and that helps the exports of those

parts of the world.

Asia

Asia will be lifted by Japan. Our growth forecast for Japan in 2014 is
2.5-3%. We are counting on Japan to do more to get that number. We do
not think Japan will get its inflation rate up to 2% all that quickly. It is
already 1.2% on their preferred measure and it still has over a year to go
on its quantitative easing. We think, with a consumption tax coming into
sales tax, the Japanese economy will weaken, inflation will not keep going

up, and then the Bank of Japan will have to come in with more stimulus
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in maybe 3-5 months from now,.

Why do we think that? Whenever the Japanese economy weakens,
if the Japanese policymakers are surprised by that or they do not get
their movement up to 2% inflation, there will be a policy response,
either monetary or fiscal, to lift the economy. Why do I say that? They
are all on the same page. Japan has to get out of the two decades of rot.
Abe appointed Kuroda and Kuroda advises Abe. They think alike. The
Ministry of Finance is along for the ride. They are on the same page of
policy. They are going to be there to lift it. Unless there are some odd bull
shocks that happen in the world that come out of the US or China, Japan
is going to grow more because it will make it happen. That is why it is
there and there is unity at the top, so far as I can tell.

That will affect and help with lags trade flows, including Korea’s and
its loss in competitiveness depending on what goes on with the Won.
Though inflation is low enough in Korea for the central bank to cut
rates, we will see what the central bank does. The fundamentals of Korea
suggest to me a stronger Won. Growth is picking up, inflation is low,
unemployment rate is low, and the fiscal side of the ledger looks pretty
good. It is a very competitive country that normally is politically stable,
compared to the US.

The exports of Asia should do better, with China growing sideways.

Asia then would buy a lot from Germany.

Europe

Germany is doing pretty well and it leverages Europe in terms of trade.
Plus, Germany is in pretty good shape anyway. Its growth rate is pretty
puny but should do better and Chancellor Merkel will be back.

The eurozone will go up this year to about 0.5%, maybe 1% at most.
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We think Europe needs a more stimulative policy on the monetary
side. Mr. Draghi is promising with words but we think it needs to be
backed up by lower rates and maybe some form of quantitative easing
because Europe has the debt overhang. Debt does not go away. The trick
is not to get into it in the first place. The creditors will never let you
go. In the history of debt, well chronicled in some wonderful work by
Carmen Reinhart and Kenneth Rogoffz) and by Reinhart and Reinhart”,
ultimately debt is written off, restructured and inflated away because it
does not go away. We do have a lot of countries in Europe with a lot of
debt. It will take years and economic growth is not in the cards to get rid
of that debt. We are not doing the Europe story yet, but on the growth

basis things should be better.
Central Banks and Quantitative Easing

Now the central banks. Let me go to Quantitative Easing (QE), a major
theme well over the past two years. We thought everybody would do it. It
is of course very controversial. QE is buying securities in the open market
by the Central Bank (CB) to add to the balance sheet of the CB. That is
something no central banker is taught to do.

In Japan, they did it first because it cut interest rates to zero and the
Japanese economy languished. But more than that, deflation was in place.
Deflation increases the real value of debt, a huge amount of sovereign

debt. Debt in the private sector that overhang strangled Japan. The fiscal

2) Reinhart C. M. & K. R. Rogoff (2009), 7his Time is Different: Eight Centuries of Financial

Folly, Princeton: Princeton University Press

3) Reinhart C. M., V. R. Reinhart & K.S. Rogoff (2012), ‘Debt Overhangs: Past and Present,
NBER Working Paper 18015. Cambridge, MA: National Bureau of Economic Research,
US. Available at: http://www.nber.org/papers/w18015.pdfznew_window=1
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policy we think was a mistake. Its government spending projects did
not really make a lot of sense and it was a huge problem. To get out of
that it had to fix the overvalued currencym resulting from the Japanese
essentially keeping money at home or used to keep money at home,
“home bias” as we economists call it. Currency was so overvalued that
the trade flows of Japan were deteriorating, making the debt problem
worse in the future. In 5-8 years if that were to continue, it would be a
bankrupt country that will have to go to the world and ask for money.
That is how bad I thought it was. The only way out is to lower currency
which happened in Japan but not without a big change in the CB and in
the policymakers of Japan. It is not over yet because that currency is still
overvalued, in our view.

But once the currency breaks, the exporters prospects are a lot better.
The stock market anticipates that. Then the Nikkei, Japanese stock
market, has had a huge surge. We find that when stock markets do better,
sentiment improves. Then there are wealth effects. The cost of capital is
lower. Stock markets are a very big part in the financial real interactions
in the economy of getting growth going. So Japan during the first half of
last year did 4%. That was a surprise. Growth has slowed down. I think
that the Bank of Japan will have to do more but that will be part of this
improving and faster growing global economy that we are looking at.

With the four pillars of the US, Japan, China, and Europe pushing up,
central banks behind that, and as long as inflation stays low, the GDP
growth rate of the world economy will be 3.5% to perhaps as much as
3.75%. In 2013, that was 2.5-2.75%. Part of that is the expectation that
I gave you for Korea. Other countries in Asia will grow faster. When we
look around and ask “what could go wrong?”, the question is more “could
it be even better?” If it were better, central banks like in the US would

become less accommodative faster. But that is not what they are thinking
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now.

Getting back to the central banks behind this, QE, the increase in
purchases of securities for the balance sheet, initially has its impact. This
has been true in the US and Japan. It is chronicled by the history of QE
that begun six years ago in Japan. A lot of stuff was in the way, so it could
not really take hold. But once an inflation target is announced, there is an
almost permanent QE that goes into place. Our view is that it will have
permanent effects. Temporary measures in policy only have temporary
effects. For the US, the real move in our QE came last September when
the Federal Reserve tied open-ended purchases of securities for its balance
sheet to how the economy and inflation did. Before, they have just had
programs with finite time limits and finite amounts, temporary. This one
is permanent.

Endogenous is the policy response in the US. We will keep adding
to the balance sheet until and unless the labor market shows substantial
improvement. The US economy picks up in growth. Very low inflation
(right now in the US 0.9% year over year) turns out to be transitory. That is,
inflation begins to point up towards the US inflation target with a dual
mandate of 2%. So we are behind the inflation target. We are behind in
getting the full employment. Federal Reserve is in the midst of slowing
down the additions to the balance sheet. But the Federal Reserve is
not going to stop doing it. If it stays on course, it will be through by
September/October. It will no longer be adding $85 billion, $75 billion
or $55 billion a month to the balance sheet. It will stay with the balance
sheet at whatever amount it is. It will be $4.2 or $4.3 trillion dollars at
that point.

Then the Fed will look at the unemployment rate that will have to be
lower than what is currently called its threshold rate. The unemployment

rate is probably 6% or less. It will do the first interest rate hike. That, we
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think, will happen in early 2015, close to a year from now. If the US does

better, it could come in the 4th

quarter of this year. When those interest
rate hikes occur, it will be very gentle and very quiet unless inflation over
the next year or 11/2 years in the US and/or in the world begins to pick
up quite decidedly.

We do not think that is going to happen. We think inflation rates
below CB targets including in Korea will go on for quite a while and the
CBs will be very permissive. What that boils down to is more growth.
CBs are not only encouraging it but letting it happen. More growth is
good for business and good for the stock market. It is great for the private
sector and settlement. It is not until inflation and the price of goods and
services begin to move up and hit toward those targets of the major CBs
that we would expect them to really begin to try to slow it down. So, if
not the basic prospect, our notion is that it could be better. Then the CBs
might step in sooner, and interest rates could move up sharply in 2015-
2016.

It will not happen this soon in Japan because we think Japan has a long
way to go in terms of inflation. The first country something like this
might happen, earlier hikes in interest rates people think, would be the
US. Of course, that is positive for the dollar because its strong economy
would be driving that.

For 2014-2015, the nitty-gritty and the underneath of this half-full
wine glass view of the world economy is, we think, highly probable;
three chances in four. That is aggressively optimistic compared to
the consensus. If the scenario we have in the US is wrong, the major
alternative is something we call the “late takeoff”. It could be even higher
growth. As the economy finally responds to all of this easy money that
is in place, it does not get out of hand because we have fiscal restraint

subtracting from growth in that direction, almost forcing the Federal
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Reserve to be accommodated longer. The last time I saw something like
this was in the 1990s.

When we back up and look at asset allocation and where to invest,
I think it is clear. Equities, equities and equities! So many of the world
equity markets are correlated with the US fixed income and interest rates.
Except in those countries where monetary policy is being eased which
could happen in Korea. I think we have a view that it will be pretty stable
but the Korean Won is strong and inflation is low. But growth is picking
up here. It is a tough call. An easier call is a neutral monetary policy but
interest rates are on average irregularly so. Bear market and fixed income
would rise, not huge though. In a return sense, equities will produce far
higher returns than fixed income for quite some time that is reversal of
many years where fixed income was the place to be. Puny returns in the
US were zero allocated to cash and equivalent. We are over-allocated to

something called alternative investments for the investors of the world.

Quantitative Easing

The US QE will go on. The use of the balance sheet will go on. The
evidence is accumulating that it is working as theory says it should.
There is not enough sample evidence to be sure; it is very controversial.
For questions like “how big is the balance sheet? If it is too big, what will
happen?” I do not have a research driven answer at this point.

Japan has made it very clear that they are on a two-year course of
doubling the monetary base — that is huge. In Japan, we are watching to
see how the banks, insurance companies and pension funds use the funds
that the BOJ is injecting as it buys the Japanese Government Bonds (JGBs)
from everybody. We are detecting some movement of funds to outside of

Japan, so that the home bias of the Japanese investors to keep owning the
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Japanese paper seems to be eroding.

Why would you, if you were an investor or run investments in Japan,
take those funds that the Bank of Japan pumps in the system and buy
JGBs yielding 0.7% if you think that the currency might go down? It is
a one-sided bet here on the Japanese currency. It may not go down but it
is not going to go up any time soon. Maybe two years from now, it might
go up a bit. When Japanese financial institutions look around the world
to invest, the returns outside of Japan other than on the Nikkei will look
very attractive. That is part of what you see in the bond markets of some
of the countries whose debt had fairly low prices. Money is flowing out.
You see a little bit in the flow of funds that are on Japan, particularly
for the banks. It is masked by a huge inflow of funds that go to equities
because the Nikkei is so attractive.

So for this year and the second year in a row, we have the Japanese
stock market as our number one overweight against what is called the
MSCI Index. The US equity market remains overweight. Germany is
overweight. We have Korea overweight. I think last year we had Korea
overweight. We have upped our weight into Korea. The stock market
returns have been very low here. It should be a much better year for the
Korean stock market. We were wrong on China. China has had terrible
time in terms of the returns on its overall index and that was a forecast
we did not get right. We had China as somewhat overweight. But the
big call for us was the Japan overweight and the Japanese stock market

soared. We think that is going to continue.

Conclusion

In sum, what you are hearing today is a blue sky guy. I look up and I

see blue sky for the US and the world. That is not where I have been for
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a lot of years. I look up and I say “what are the risks?” and I am looking
hard to find big negative risks. Yes, North Korea could go wacky but it
is wacky already. How much wackier can it get? But I think it could get
wackier. Or the Middle East could blow up. But right now, Obama and
John Kerry have looked out and it seems to be toning down. None of us
really trust Syria, Iraq or Iran, particularly Iran. I should not be so gloomy
about that. The Middle East is a flame. It is a mess. Look at everything
that is going on out there around the world. Washington is dysfunctional.
Despite all that, the US and the world economies are getting better. Stock
markets had a great year. There is more ahead. It is amazing. It is amazing
what goes on in economies, in the private sectors and in the spirits of
people in capitalistic business economies in the pursuit of profits, and
individuals and consumers in the pursuit of happiness.

I will always bet on that. I hope even in the US political dysfunctionality,
the wisdom of common Americans about the dysfunctionality of
Washington will eventually give us some people in Washington who will
change it. But if that does not do it, then we will get movements outside

of Washington that will change Washington eventually for the better.
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It is always good to start the New Year with your rather
Q optimistic view. You mentioned a very interesting point in
the US GDP because you said we have to take out federal purchases.
In view of that, the real economy actually performed better than the
indications. But we have to also throw in other variables into that; that
is the effect of the federal QE which was about $85 billion a month last
year, considerably higher than the amount of federal purchase deduction.
Therefore, if you look into 2014, you have to think in terms of the net
effect after what happens to the QE.

As Dr. SaKong just mentioned, a few days ago Bernanke said that
he sees some ground for cautious optimism which is very similar to the
statement Margaret Thatcher said on the eve of her landslide victory
at which point she said she saw “considerable ground” for cautious
optimism. Mr. Bernanke did not have the “considerable ground,” he just
had “some ground.”

Nevertheless, the projection of the market seems to be that, with that
statement, Fed is headed to actually netting out all these sequestrations
this year. You seem to indicate that it will continue to pursue the
unemployment objective. So in the balance, what will happen to the US
is what will happen to the QE. How fast tapering or not tapering will
take place and what will be its impact? What are your projections of QE

for this year?

The scenario for QE is the following. This is a base scenario.

You understand that we are in an uncharted territory. The
Federal Reserve knows that and they are keeping all options open
including doing more even though they are telling us that they are doing
less. So we are, roughly speaking, expecting them to cut down $10 billion.

They will start January. That is the first round — a $10 billion reduction
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based on purchases of the $75 billion. That is still quite a bit of addition
to the balance sheet relative to the issues of government debt. And we are
assuming that in each meeting they will announce subsequent reductions
in purchases of about $10 billion a month. If they do that, it will take
about 9 months. By the end of September/October, they would have
stopped adding to the balance sheet and QE3 would be over.

During that time, because flow of funds into the long end of the bond
market will be less, we think long-term interest rates, 10-year Treasury
yield, will go up and by the middle of the year we are forecasting 3.5%.
Then what they tell us is the intense scenario where the balance sheet
which should be $4.3-4.4 trillion at that time will stay and the clock
will start to tick on that first rate increase depending on where the
unemployment rate is.

We have a 6.2% unemployment rate in December which is below
the threshold rate of 6.5% at which they initially started to think about
raising interest rates. But they have changed that. The 6.5% which is a
slow measure of the unemployment rate is not a place where they will
raise interest rates for the first time. It will be something closer, we think,
to 6% or a little less. That would be sometime in the 1st quarter of 2015.
Long before that, fixed income markets will price it. That will happen
more on the long end. The yield curve should steepen during the second
half later this year and into early next year.

Then the next question is “will that really hurt the economy?” It will
scare the stock market. We are going to have a big correction in the stock
market sometime this year. I think we always do in the expansion stage.
But it is few and far between their opportunities to buy. It will scare the
stock market. Bond yields will go up. I am not sure about the currency,
but the economy will be driving that action. The economy and earnings

growth should be better and it should overcome those initial hikes and
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interest rates. Between the tapering of purchases and the first hike in
interest rates, we find what that matters the most to the economy is
interest rates, as opposed to the pace of change in the balance sheet.

We do not have a lot of history. History will write the story of
this after we have a lot more sample information. We are not seeing
what everybody feared which is runaway inflation because CBs print
money. That is something everybody should think about. That theory
and instinct that almost everybody had does appear to be wrong once
Japan and the US — particularly the US - started to print money. There
are other forces affecting inflation than just the printing of money or
doubling the monetary base. The economy has to respond, labor markets
have to tighten and then you get the inflation. But other things are going
on. Oil prices are pretty stable. Technology is having an effect. Inflation
is running a lot lower than people thought. That is our scenario for how
to end QE3.

If what I said does not happen and if the economy falters or inflation
at 0.9% year over year in the US stays at that number, they will just stop
for a while. Maybe it is at $55 billion a month that they keep on adding
to the balance sheet. So far at this point, we cannot find a lot of costs of
adding to the balance sheet for any of the countries that are doing it. The
biggest cost is the chaos that goes on in markets when they withdraw it
and go to that first hike in interest rates because the markets and interest
rates will spike in fear. Markets are more volatile than economies. So you
will want to be very careful about your investments when the markets

begin to anticipate that first interest rate hike by the Federal Reserve.

My question, although not technical, is within your optimism.
What do you think is going to happen to the gap between the

rich and the poor? If that remains as one of your risks for the future and
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it is going to have a positive effect within your optimism, my question is
how? Because there are a lot of economies out there to whom growth will
not bring any positivity to that gap. If not, do you have any suggestions

for policymakers on how to address this growing problem?

A I will apply the wine glass to your question on inequality. It is

half-empty. I did not mention that because it is a little more
societal than economic. But it is also economic. I am afraid I think the
forces of what is at work in the US are forces that are driving inequality
higher both in income and wealth. That is a potential political powder
keg. In the US, politically, it would be a huge issue. It is a huge issue now.
It is getting worse, not better. I think the forces at work will make it
worse, so that the gap between what is commonly called the 1% and 99%
will grow wider. I do not see anything going on in society or in policy
that will change that. There are ways to change it but not until a country
has a political problem of size, a country like ours, do we get reactions
that will fix it.

The literature and research on inequality and growth are very mixed.
If you talk to a liberal economist, Joseph Stiglitz, who I am sure has been
through Korea and has a wonderful book out on inequality and all of the
costs you come away thinking that it is awful.

You talk to others who look at history and there is an argument
that inequality promotes growth. Think of the Robber Barons of the
1920s. Think of the billionaires in the US that have made hundreds
and millions and billions of dollars on new technology and how much
that has increased the disparity of income and wealth. But what they
did, how they got wealthy and how they increased the Gini Coefficient
and inequality were very beneficial to the economy. Facebook. The

young guy who runs Facebook is giving a lot of money to charity now.
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It took Bill Gates a while but he is giving a lot of money to charity.
We have billionaires in the US that are contributing half of their net
worth to charity. Some of them, people like Leon Cooperman, are
managers of money. That money finds its way into more innovation and
entrepreneurship because it finances those kinds of activities and actually
helps growth. It is not so crystal clear but as a societal issue, it is really

negative. I have to say a half-empty glass on that one.

I have two questions. The first question is a little textbook-like.
Why is the US fearing inflation and why is it looking to reduce

QE from a textbook perspective? The second question is that the US,
Europe and Japan have seen a hike in economic growth. Why do you
think that China’s economic growth is so slow that it has dropped from
10% to 7%? Has China fallen into a middle-income trap? What is the

reason behind this forecast? Is it cyclical?

On the question about inflation, there is a real question about

the perception that inflation would rise or run away on the
high side on the printing of money. What conditioned that view was a
German hyperinflation experience of the 1930s. What conditioned that
view in the US to a large extent was the monitor’s view which is still
deeply held in a lot of academic and CB circles that printing money will
be inflationary. Now we know that it is true in a fully employed
economy. If you drop money from the sky — that is the famous helicopter
notion of dropping money from the sky — outside of the banking system,
do not give it to the banks. Just drop it on the sidewalk. Then, people will
pick up the money. If it is a fully employed economy, they will spend it
and inflation will go up. So the printing of money leads right away to

inflation. Then, inflation begins more inflation and expectations of
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inflation, and it is a runaway situation. But the world is not fully
employed. It was not fully employed when the CBs began to print the
money.

It is interesting to me that when we in the US first started to do it 41/2
years ago, every single talk I gave and every single policymaker I spoke to
was worried about runaway inflation. I said “let’s worry about that after
the economy recovers because we are in recession and the world is not
doing too well.” I would think the first thing we ought to worry about is
how we get out of the recession and how we make unemployment rate
come down rather than thinking that immediately do we get inflation.

For 41/2 years in the US, we have had declining inflation with the
printing of money. In Japan, they had sustained deflation with the
printing of money. What is going on? Is it the model or perception
that everybody had and still has, right? Or is the world right? Or is it
some combination of the two? I have the following reaction when I see
something that models or paradigms — my models included do not say
what will happen. Do I assume the model is right? That is what all the
Nobel Prize winners at the LTCM (Long-Term Capital Management)
assumed in the late 1990s. That whole thing collapsed because we
learned in the crisis that all these models and paradigms are fallible.
They are based on history. So when I see something that is at variance
with my own theoretical perception and with that of lots of people and
policymakers and when the world evidence is different, I go looking for
why. I find most of the time that models and paradigms in retrospect are
wrong, in retrospect. If you know how they get created, they get created
by data from 10-20 years of history. But we economists pump it out of
the world and some of us are persuasive, so the world believes us, “there
you are. Milton Friedman lives again on this running away of inflation.”

It just has not happened.
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So what is going on? One thing that is going on, that is conventional,
is that economies around the world have a lot of slack. Labor markets are
still weak no matter what the unemployment rates are. We have plenty of
places where we have pretty good-sized output gaps which mean we can
grow a lot more and wipe out the gap before we worry about inflation.
We also see the wage inflation is pretty low. That is a consequence of
weak labor markets.

Then, we have speculative money and commodities which is kind
of betting on disinflation or weak inflation. Then, we have technology.
Technology is my new suspect for why it is happening. In the US people
buy outside of Amazon.com but you have got these people like Jeff Bezos
(founder of Amazon.com) who have a company that is losing money
and that has got an infinite PE ratio. The revenues are growing like mad
because they are undercutting everyone of prices and they sell everything
and deliver it free the next day. It has got to be doing something to the
pricing and the transparency of pricing in the competition that exists
globally.

I do not think we know the answer to “why the low inflation.” But it is
a big puzzle. Look at the inflation rate here in Korea. 1.3% is our number
for 2013. We are forecasting 1.5% and the target is 2.5%. In the US,
we are running 0.9% with the target of 2%. In Europe, I think the last
number was 1.1% and its target is 2%. Japan is 1.2% year over year and its
target is 2%. Something different is going on. Inflation is systematically
lower almost everywhere. The UK is still above its target but coming
down. I do not think we have the answer to it yet.

But right now, the world is telling me that the paradigms and the
initial thoughts are just wrong. So I encourage decision makers to think,
until proven otherwise, that the world is right and my models are wrong,.

That is what I have found 9 times out of 10. That is why when there is
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a dichotomy and when there is disconnect, I immediately go looking for
why. I do not have the answer on inflation yet. But I think it is out there
and maybe the next year we will find it. Or inflation will suddenly snap
back and the question will go away.

Federal Reserve assumes in its move toward tightening that inflation
is low and it is transitory and that we will move up towards 2% over
the next 2-3 years. What will they do if we do not, given that that is the
target? The answer is that interest rates do not go up so much if they go
up at all. That is just the way they are playing the game.

On the GDP growth rate produced by China, we are pointing toward
8% over the next year or two. It is a sideways to somewhat up movement.
On that GDP growth rate, we did not have a hard landing in China. In
the innards of China with some of the property issues and the banking
issues, certainly China did have a hard landing and these still plague the
country. It is a very interesting country in this sweep of history. In the
long run, it is impossible not to be positive about how China will do in
the economy and politics. Eventually, the Chinese stock market will do.
But you know, there are just some difficulties. The country is opaque.
It is not as transparent as we would like and it reflects the fact that we
do not really believe the numbers that they put out in China. But that is

what we have to go by.

Q Last May and June, due to Bernanke’s dispute on tapering, most

of the emerging economies especially suffered under the deficit
of the current account. We call it the ‘Fragile Five’. There has been quite
some fear of sufferings and troubles. This time again, since December as
we see, most of these emerging economies have suffered under the new
type of impact of this tapering. On these occasions, what do you

recommend to these ‘Fragile Five’ and other countries like China? Even
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for Korea, we should prepare and cope with the new coming of tapering

effect in Seoul.

About tapering and what that might imply for business and for

investments, when the US started an aggressive program of
adding to the balance sheet very open-ended, things happened in asset
prices that should have happened. The dollar went down. That means a
lot of currency values went up. The value of currency of export countries
and open economy countries, including Korea, grew against the dollar.
That hurt export companies.

The effect of the US reduction or printed money was inflationary
not so much for the US but for other countries. That was a problem for
policymakers and they complained. But the US went on and printed the
money. Now we are going into reverse gear. So you should expect the
dollar to be stronger against the countries’ currencies that you mentioned.
Those currencies will be weaker and that is helpful against the US to
those countries and their trade with the US will help their exports. It
is trickier when you look at Dollar-Yen because we think the Yen will
go down and the Dollar will go up, so from both sides. Euro-Dollar is
trickier. But against the emerging world, we should see some reversal of
the investment trends that we saw last year and of the benefits to business
of lower currencies in those companies but with lags. It is not fully

symmetric but it is in that direction. That would be my answer.
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