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BEAR MARKET IN PERSPECTIVE

Equity Market Performance: EM vs. DM
index, 1999=100
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BEAR MARKET IN PERSPECTIVE

Equity Market Performance: EM vs. DM
index, 1999=100
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BANKS BEAR THE BRUNT OF SELLOFF

Bank Equity Market Performance Since End-2008
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PRESSURE ON SUBORDINATED BANK DEBT

European Financials: CDS Spreads
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LOW P/B VALUATION
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CB LIQUIDITY PROVISION

Change in Central Bank Balance Sheet

$ billion, 3-month rolling sum
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JAPAN: EQUITY PRICES AND YEN/USD
Japan: Equity Prices and FX rate

level JPY6USD
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HUGE INTEREST RATE VOLATILITY

Interest Rate Volatility
percent, implied from 3m x 10yr ATM swapfions
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CHINA: PBOC BALANCE SHEET AND
MONETARY BASE

China Central Bank Balance Sheet: Tofal Assets China: Monetary Base
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PBOC Open Market Operation China: Inferbank Rates
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CHINA: TSF EXCEEDS NOMINAL GDP
GROWTH

China: Total Social Financing and Nominal GDP Growth
percent change over a year ago
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CHINA: NET CAPITAL FLOW

IIF China Net Capital Flows Tracker
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EM NET CAPITAL FLOW

Net Capital Flows (Financial Account Balance) Plus Errors
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DEBT OVERHANG

Mature Markets: Sectoral Indebtedness Emerging Markets: Sectoral Indebtedness
percent of GDP percent of GDP
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Non-Financial Corporate Debt, Q1 2015 Emerging Markets: Change in Household-Debi-to-GDP
percent of GDP percentage poinfs, since 201004
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DIMINISHING PRODUCTIVITY OF DEBT

Diminishing Returns on Debt
GDP over non-financial sector debt
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COMMODITIES UNDER PRESSURE
Trend Growth in Real Mefal Prices and Global Demand ~ U.S, Yield Curve vs. Commodily Prices
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WORLD TRADE DOWN

China Processed Imports and EM Asia Exports fo China
percent percentchange oya, yma
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Productivity Labor Force
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The Key Themes and Risks
of Global Economy in 2016’

Hung Tran
Executive Managing Director
Institute of International Finance (IIF)

The title of my short presentation today is “Bear Market and
Central Bank Liquidity”. That is a polite way to put it rather
than using “Central Bank: Super Activity or Hyper Activism and
Deteriorating Fundamentals”. The last words are really the key
theme running through the presentation and that is what I want
to leave you with. The supply side fundamentals of the global
economy are deteriorating and that is why we are seeing the kind

of things that we have not seen so far.

First, I will talk about the bear market perspective. We have
had sharp turmoil and sell-off in financial markets, particularly
in equities since the beginning of the year, which started from
China and then spread throughout the world. But I would like
to put it in perspective in a bit longer term, so that you see

where we are. Here are three take away points.

Number one, we have seen some stabilization and recovery

in the past ten days or so. Do not be too complacent, because

1 This is a transcript of the speech by Dr. Hung Tran at the IGE Distinguished Lecture
Forum on February 23, 2016. The views expressed here are the speaker’s.
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in my view those are short-term and normal market up and
downs. The underlying problem that causes the sell-off in the
first place is still there, not being resolved. There is nothing new
now compared to the beginning of the year when the market
was under pressure. To reinforce this point, we had the latest
February Purchasing Managers Index (PMI) released from
Europe, the US, Japan, and China. It was significantly down
everywhere, across the world. China’s PMI, in particular, shows
that manufacturing is down to 37.5. It is way below the 50
line. The services sector, which has been the hope for Chinese
economic stability until now because of its steady growth, now
accounting for more than half of the GDP, also declined to 37.5.
That means that the main challenge that we have causing the
sell-off, lack of growth, lack of demand, and slow recovery is still

with us, and things seem to be accelerating.

Number two, if you look at the red line (mature markets) in
the chart below, we have had a bear market since mid-2015, in
the sense that indexes declined by 20%. It is basically a very mild
correction from the long term trend perspective. We are still
ahead in terms of recovery since 2009. The question is whether
we can stay there or whether there will be more overshooting on

the downside to come.
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BEAR MARKET IN PERSPECTIVE

Equity Market Perfformance: EM vs. DM
index, 1999=100
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Source: Bloomberg, MSCI, IIF.

Number three is a more interesting point. It is what has been
happening with the emerging markets world that will hold the
key to understand the developments in the global market place.
Between 1999 and 2003, equity markets in both regions behave
more or less in sync. They moved more or less in the same
direction. However, from the early 2000 until the crisis of 2008
and then the recovery from the crisis until 2011 and basically
in 2014, what we saw is quite a significant outperformance of
the emerging market equity indexes compared to mature market
counterparts. We saw a huge increase, almost 4-5 times better
performance by emerging markets’ financial markets over those
years, 2003-2014, for more than a decade. Those were the
golden days of the emerging markets; that was the day when the
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term “BRICs” was coined. That was the day when the growth in
emerging markets exceeded that in mature economies by 6-7%p
and the highest growth differential was in 2008. That attracted
a huge amount of capital inflow into emerging markets, helping
emerging economies to perform very well. What we have seen is
the correction of that euphoria since then, particularly in 2014
with a sharper decline of the emerging market equities, in my

own understanding,.

It turns out that the key motor of this superior performance
in growth and financial markets of emerging economies in
those years was commodity price. Commodity supply went up
strongly from 1999 to 2011 by 85%. Everything went up. Then
since 2011 commodity prices have fallen by about 60% by now.
Everything has plunged. The hope that the emerging economies
could use the period of strong growth to make changes, to make
structure reforms, to change the institution, to improve the
economy, and to become a diversified modern economy to cope
with bad times, by and large, has been disappointing. There are a
few good examples but, by and large, many emerging economies
simply failed to use a good time to do what was needed to be
done. The key point is the blue line (emerging markets) will
go all the way down to meet the red line (mature markets) like
it used to be a decade ago. Therefore, there is more room for
disappointment and underperformance on the part of emerging

markets.
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BEAR MARKET IN PERSPECTIVE

Equity Market Perfformance: EM vs. DM
index, 1999=100
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Source: Bloomberg, MSCI, IIF.

Another key distinguishing point of this market sell-off is
that the banks are at the front of the sell-off. The overall index
declined by 20% since the peaks in mid-2015. The banking
sectors in the US, Europe, Japan, and many emerging markets
declined sharply since the beginning of this year. Everyone is
coming down. The fall in the US banking sector is relatively less
compared to others, but interestingly Japan’s banking sector has
also shown a very sharp downturn and so have emerging market

banks. So what is going on?

The key things we have to keep in mind are slow growth and
high debt in many countries, particularly in emerging market

countries, causing non-performing loans and credit costs to
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rise and higher regulatory requirements by all banks which
all together produce slow profit growth for banks. So, there
is basically no profit. That is what investors are realizing now.
The regulatory, economic, and financial environments they are
operating in have a very poor opportunity to realize the income

and profit and therefore there has been sell-off.

BANKS BEAR THE BRUNT OF SELLOFF

Bank Equity Market Performance Since End-2008
MSCI, indices, rebased, end-2008= 100
230 -

210 ~
190 A
170
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90

70
50 S. Euro Area

0 Emerging markets
2009 2010 2011 2012 2013 2014 2015 2016

Source: M3CI, IIF.

The sell-off in equity markets also spilled over to the
concerned that, for some banks at least, there are subordinated
debts such as CoCo (Contingent Convertible) bonds. You see
in the below chart that there is a significant increase of spread

in subordinated debt. But it is nowhere near the 2012 in case
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of the European banks at the time of the European sovereign
debt crisis, but is getting closer to the peak that we saw in 2009
during the Great financial crisis. Things are not quite right.

Things are still under stress.

PRESSURE ON SUBORDINATED BANK DEBT

European Financials: CDS Spreads
basis points
600 -+

Senior
Subordinated
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Source: ilraxx, Bloomberg, IIF.

This is really the key to the whole things: low return. Before
the crisis, banks at least offered to investors an interesting
model, a high risk-high return model. Return is very volatile,
risky, and subject to many changes in the market but quite
high. If they do it right, they can have very significant profits:
high risk-high return. After the crisis, I think that the concern
and the intention of policymakers were to move away from the
past model to minimize the risk of crisis and the risk of using

taxpayers money to bail out failing banks and to move toward
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a low risk-low return banking environment which is thought to
be safer and contributing to the steady and stable growth of the

economy.

I think that what we have seen is a reality check on that vision;
only 50% or half of that vision has been realized. The low return
has been realized but the low risk has not. We have to step back
and think. Banks are not utilities; banks cannot be made into
utilities such as water or power generator utilities. Utilities can
have regulated grades and regulated return on capital. Therefore,
they can show, despite low profitability and low return, a very
safe, reliable, and stable income. Banks cannot be put into that
mode. No regulators can guarantee stable and reliable returns to
banks. Even in a simple banking business, lending to business,
they are utterly dependent on the underlying local economy.
If the economy is doing well, the banks are doing much better
because they are high beta player in the economy. But if the

economy is in recession, banks go down.

If they do more sophisticated products, investment banking
and trading products, the environment is getting very difficult,
markets are very uncertain, and regulatory burdens become
higher. On both sides of the bank business model, the normal
simple banking and the wholesale investment banking, the
challenges to generate decent income are getting more and more
difficult. US banks seem to be trying to cope with that and even
though their return on equity is now around 9%, half of what it

used to be before the crisis.
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It is the European banks that we really have to be concerned
about. They basically have not been able to consistently provide
a return on equity (ROE) above their cost of capital since the
crisis. This situation is not sustainable in the long run. That
is reflected in the low valuation that market participants have
given to banks. On the left hand side of the chart, you see the
price-to-book ratio by country. The US is still better with the
price-to-book, the average about 1 time, but that hides a lot of
banks already trading at below book value. Basically in Europe,
the UK, and Japan, it is way below book value. In the case of
Greece, it is way below book value because of the crisis. In the
case of Germany, it is below book value because of one or two

major banks suffering from very low valuation.

LOW P/B VALUATION

Banking Price-fo-Book Rafios by Counfry Price-to-Book Rafios by Sector, Mature Market Equifies
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On the right hand side of the chart, again, I refer to the
comparison between banks and utilities. At the moment banks
have the lowest valuation in terms of the price-to-book ratio
compared to any other sectors of the economy. But if you
compare banks and utilities, even though utilities globally show
the same rate of return on equities, about 5-6%, they enjoy far
higher multiples in terms of the price-to-earnings and the price-
to-book. It is clearly the way for market participants to say that
banks have low return but not low risk, still high risk and low

return, which is a very difficult combination to maintain.

These concerns about the ability to service debt have also
spread to the emerging market countries. They have accumulated
a significant amount of debt over the past eight years. Records
come out particularly by the corporate sector of emerging
market countries. This spread is steadily rising and I personally
think that it will continue to rise even more, going forward. So

that is the first part.
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EM SOVEREIGN/CORPORATE SPREADS

Emerging Markets: Sovereign & Corporate Bond Spreads

basis points, dotted lines=2005-15 averages
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The second part is that central banks are contributing to
this sense of uncertainty, volatility, and disarray. After the great
financial crisis, action by central banks such as the Fed (Federal
Reserve Bank, Fed), the Bank of England and so on, did
contribute to stabilizing the situation, reducing the panic and
setting the stage for recovery. In the US particularly, recovery has
been going on steadily since 2009 until now, subpar but steadily

recovering.

I think that central banks’ action is now getting into a
diminishing return territory. They have added a huge amount
of liquidity. Central banks in the eurozone countries including
Denmark, Switzerland, and Sweden and the Bank of Japan

have pushed their interest rates down, not only to zero but to
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negative area. There is an increasing question about whether or
not the Fed will follow up with that and push rates eventually to

negative territory as well.

CB LIQUIDITY PROVISION

Change in Central Bank Balance Sheet EM
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Source: Bloomberg, Haver, IIF,

It is a “diminishing return” because the three things that
central banks’ easing activity has hoped to achieve are not
working anymore. One is that central banks hoped to depress
the value of their currency by easing. It does not work anymore.
After the Bank of Japan announced the negative policy rate on
January 29, from then until now the yen is 7% stronger, not
weaker. This equity market is 6% lower, not higher. It does not
work anymore. Second, in terms of encouraging borrowing,
that has not worked that well. In Japan, since 2012, despite
significant intervention from the Bank of Japan, borrowing has

remained flat.
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JAPAN: EQUITY PRICES AND YEN/USD

Japan: Equity Prices and FX rate
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Last but not least, supporting risky assets and borrowing in
the environment of overall high level of asset valuation and in
the context of high debt, you can only borrow growth from the
future. If central banks are successful and can stimulate more
creation of credit, they can support growth in the near term
but at the cost of creating a bigger problem in the future with
a higher level of debt. That is why central banks, in my view,
contributed to a significant increase in volatility. If you look at
the chart below, we are way above the high level of liquidity that

we experienced during the depth of the financial crisis back in

2009, particularly the yen interest rate volatility.
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HUGE INTEREST RATE VOLATILITY
Interest Rate Voldatility
percent, implied from 3m x 10yr ATM swapfions
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With that negative yield, we have almost US$7 trillion of
mature market government bonds offering negative yields below
zero and no more than US$9 trillion giving yields between 0%
and 1%. In other words, it is a very hostile environment for
banks. Banks rely on the positive yield curve to get income from
maturity transformation. They take in short-term lower interest
rate deposit. They lend out long term. They get the income from
the positive yield curve. Because of the central bank activities,
if the yield curve becomes not only flat but also close to zero,
then the mixed source of income for banks reduces. That again
raises the question of how banks can demonstrate a convincing
business model that can earn this in return. Japan, I said before,

reversed reaction after January 29.
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NEGATIVE YIELDS

Negative Yielding Government Bonds
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But the main central bank that everyone should try to
understand now, in my view, is no longer the Fed but the
Chinese central bank, the People’s Bank of China (PBoC). The
PBoC does many things but it is very difficult to understand
what it is that it wants to achieve and how. The impact,
therefore, has been creating uncertainties. I call this “impossible
trinity”, in the sense that they are falling into a classic trap of
trying to do too many things, basically three things at the same
time, which seem to have been quite impossible. China wants
to liberalize the capital account and let the exchange rate to be
set more by market influences, both of which are conditions
for China to persuade the IMF Board to include renminbi in
the SDR (Special Drawing Rights, SDR), which it succeeded.

Third, which is more important, is that they still want to have a
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domestic monetary policy to support growth in China.

But they cannot have all three at the same time. Therefore,
they are failing to say what their priorities are, what they want to
achieve and how they achieve it. They have not been very specific
as to what of the three things they want to drop. They certainly
have to drop something. I think that uncertainty will be around
with us and it will be at the back of market nervousness. Since
late last year, China officially announced that they will try to
use a basket of currencies (about 13 currencies), but it is not
clear. Even with the latest announcement from the PBoC, if the
reference is hard, they will peg to the basket or do pegged float

against the basket. At this point, it is not clear.

In the meantime, the key rate that many market participants
and foreign countries in Asia refer to is the renminbi/dollar
exchange rate. It continued to weaken and that is why there
is a widespread expectation that it will continue to weaken
further by at least another 10-20%. The question is the timing
of that trajectory. It is very highly likely that China will keep it
stable in the near-term but the underlying pressure will remain.
Because of the effort to keep currency stable and engineer the
weakening in a very gradual way in the near term, they have
been intervening in the foreign exchange market, selling foreign
exchange reserves and therefore reducing the size of the balance
sheet by selling foreign exchange (FX) assets. Significantly, since
2014 until now, almost US$1 trillion equivalent of reserves have

been sold.
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CHINA: PBOC BALANCE SHEET AND
MONETARY BASE
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That has a direct impact on reducing the monetary policy
based growth of China. By intervening in the FX market to keep
the decline of the renminbi gradually, they shrank their balance
sheet and withdrew liquidity from the domestic economy.
However, they want to have accommodative monetary policy
at home to support growth. Therefore, they compensate for
that by actively using more open market operations, which now
they will do on a daily basis, as you have seen since last month,
adding a huge amount of reserves into the system. These things
are still out and the net outcome is the overnight interbank
rates which seem to be going up, not down. But it should be
going down because they need easier conditions to support

the economy. Nevertheless, given all of these developments,
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borrowing and credit creation continue and debt is one of the

key Achilles heels of the Chinese economy.

CHINA: OPEN MARKET OPERATIONS AND
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China’s total social financing continues to grow by 13% year
over year and in January there was a big jump. In January, the
total social financing jumped up to 3.4 trillion renminbi, to
the extent that the pace of growth in total financing is almost
more than twice than the nominal growth rate of the Chinese

economy. That is going to increase.
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CHINA: TSF EXCEEDS NOMINAL GDP
GROWTH

China: Total Social Financing and Nominal GDP Growth
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Here are two observations. The IIF’s latest estimate puts the
Chinese total debt to GDP at 277% at the end of 2015. In
January alone, the increase in financing on a net basis added
another 3%p to the level of debt, according to our estimate. At
this point, the Chinese debt is about 280% of GDP and there
is no peak inside. In other words, it will continue to rise. Of
course, it cannot be sustained in the long run but the question
is until when this long run is going to be. If you put everything
together, slow growth, a huge amount of borrowing, the concern
about profitability of Chinese companies, and the state of the
equity markets that really account for continued net capital
outflow from China, we estimate another $113 billion net
outflow from China in January after the significant outflow that

we saw in the past year.
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CHINA: NET CAPITAL FLOW

IIF China Net Capital Flows Tracker
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That really is the story behind the overall net capital outflow
from emerging market countries. In 2015, the bulk of the
outflow from emerging market countries came from China. In
2016, we estimate that the outflow from China will remain.
There is some small re-inflow to emerging market countries
but overall, there will be still a significant net outflow from
emerging market countries. It is very important and will add to
the headwind to many emerging market countries. Net capital
outflow means tightening of financing conditions in the country
concerned, making it difficult for companies and households to
support their activity. Overall, the global financing conditions

are difficult and net capital outflow is a headwind.
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EM NET CAPITAL FLOW
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The third one is debt overhang. If the crisis in 2008 was
thought to be caused by too much debt and the need for
deleveraging, what we have done since then is to add even
more debt in the mature economies. The government debt
increased significantly from less than 70% of GDP collectively
to more than 100% of GDP caused by fiscal stimulation and
fiscal support to the banking sector. In the emerging market
economies, everyone goes out and borrows more. The household
debt is going up very strongly from a very low base. In fact, in
some countries the level of household debt to GDP is as high as
or even higher than that of some mature economies. Korea’s debt
to GDP is around 85%. Debt to personal disposable income is

much higher and it is one of the areas for concern.
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DEBT OVERHANG
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Non-financial corporate, however, is the key. In the past 8
years, there has been a significant increase in debt to GDP with
regards to corporations in emerging market countries including
Korea. In Korea, the corporate debt to GDP is 150%, one of the
highest in the world, on par with China whose corporate debt to
GDP stands at about 154% in our estimate. High debt means
two things. You cannot borrow much more, if you are that
highly indebted. Number two, if you cannot borrow more, you

cannot support activity.
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NFC AND HH DEBT
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Emerging market countries and mature economies suffer also
from this diminishing productivity of debt. In the past, if you
borrow one unit of debt, you could create one unit of GDP.
Now you have to borrow roughly three new units of debt to
support the same creation of one new unit of GDP. If you put
all of this together, it only means that the room for creating debt

is not enough to support growth. Therefore, growth will remain

slow and this is the third headwind.
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DIMINISHING PRODUCTIVITY OF DEBT
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However, more serious and troublesome are the longer term
developments: 1) the slowdown in world trade, which emerging
market countries are very dependent on and 2) the premature

aging of emerging market countries.

Look at commodities, it is under pressure. Growth and
commodity price are lower. The right hand side of the chart
below shows the shape of the yield curves and commodity prices.
It turns out that they correlate pretty well. Commodity price is

now a major term of trade shock in emerging market countries.
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COMMODITIES UNDER PRESSURE
Trend Growth in Real Mefal Prices and Global Demand ~ U.S, Yield Curve vs. Commodily Prices
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World Trade is down. Export growth is negative everywhere
in Asia. China’s export declined by 11.2% in January year over
year, while Japan’s export declined by 8-9% in January year over
year. It is a picture of the collapsing of world trade. One of the
factors behind it is that China simply needs to import much less
than before. China simply does not need a lot of things that Asia
including Korea used to export to it. That is one of the reasons

why you see that the export growth is collapsing.
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WORLD TRADE DOWN
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Productivity and labor force growth are also down. A JP
Morgan estimate and our calculations kind of support these
findings now. We know that productivity growth has been
slowing but not too many people realize that the deceleration
in emerging market countries had been so pronounced, going
from 3.5% annualized growth to less than 1%. It is a very sharp
deceleration compared to mature markets. Also, labor force

growth is slowing.

If you put the two together, the potential trend growth
rate has been much slower than everyone has estimated. Last
weekend, JP Morgan came out with a new estimate for potential
growth rate for the global economy, which is now 2%. For the

whole global economy, the potential growth rate is 2%. Potential
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growth rate means that normally in the absence of any forces
or actions to stimulate, the economy can revert to the potential
rate. So in the absence of everything, it is about 2% that we can
hope for. That is what almost every major forecaster expects the
global economy to perform, about 2.3% this year. As 2% does
not mean a recession, it is not that bad. However, if we have
slow growth about 2-3% for the global economy for a long term
- in fact, this year and the next, it will be 6 years in a row that
we have the global economy grow below 3%. Then, we have all
kinds of social problems, political tensions, issue pertaining to
distribution of the fruits of economy, and some segments of the
population feeling underappreciated and underpaid. I think that

we will continue to see more of these issues in the future.
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I will conclude by offering this chart that summarizes
everything we have covered so far. The growth differential
between emerging markets and mature markets used to be
very high 5-6 years ago. Now it is going down. With that, the
differential in equity valuation between emerging markets equity
valuation and mature markets is also coming down. We will see

the developments in this pattern in the period ahead.
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Question and Answer



What is happening in emerging markets today is

driven by two distinctive different forces. The countries

which are exporting the commodities like raw materials suffer
from low commodity prices. On the other hand, big economies
like China should benefit from the lower prices. They are
moving together in the same direction for different reasons.
Thus, how do you evaluate the Chinese market, particularly the

return on equity and the price-to-book value aspect?

A Regarding import and export, the conventional

wisdom is that when the oil price declines, exporters
suffer and importers benefit. In particular, many Asian countries
are net importers of oil and energy. Therefore, Asia should
benefit from it. But it has not. Why? It is the same story: lack
of growth, excess capacity, and no demand. Therefore, even
though the oil price is low and interest rates are low, that has
not stimulated consumption or investment. Oil exporters in
the Middle East and Russia suffer directly from reduction in
fiscal revenue based on oil export. But the oil importers have
not benefit from it in the sense of seeing their activity being

stimulated.

Economists are debating about the cause of this overall
slowdown and lack of global demand and growth. My personal
view is that we are getting into a situation of excess capacity on
everything. Everyone now has too many things that anyone can
wish to have. When I came to the US to study in the 1970s,

it was usual for middle income suburban house with one nice
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car garage. 10-20 years later, they wanted two garages. Now,
they want three or four garages. How many cars can one family
drive? How many flat screen TVs can you have at your home?
Therefore, new demand for many goods is simply not there.
There is a contradiction between stock and flow. The stock of
wealth is very high. Many societies are much better off today in
terms of stock of wealth compared to many years ago. However,
the flow, the new demand, is slow. If you have too much debrt,
you cannot borrow more. If you have too much stuff, you

cannot buy more.

[ did not hear anything positive from your
presentation. In an effort to find something positive,
what would be the hopeful sign that this will end? Are there any

such thing that we can look for?

One positive thing is that despite the very significant

A correction in the markets that has been going on
for some time, overall market conditions remain orderly. We
have not had crisis in terms of disorderly panic and so on.
That is a good thing in the sense that the banks are much
better capitalized now than before. They have more or less
implemented most of the regulatory requirements that have been
put in place in the past 8 years. They are stronger, capitalized,
have better liquidity ratio management and so on. With that,
it helps to stabilize the system to the extent it has. Whether or
not it will last, it is an open question. We are lucky not to have a

WOrst outcome.
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Going forward, is there anything that will turn this
around? No, because you have too much debt. Anything that
policymakers can do is to rely on creating more debt to support
economic growth. Modern economy is a debt-driven economy.
No debt, no growth. If you have too much debt, you cannot
borrow more. If you cannot borrow more, you cannot have
growth unless you are willing to destroy debt and assets by
default. But that also creates a lot of suffering and pain on the
part of the savers, who save and buy government bonds for their
own retirement. If government does not pay the bonds, that
reduces the debt but it also reduces the wealth of the savers.

Thus, there is no easy way out.

The best way out of this is not only relying on monetary
policy but also having a very well coordinated policy with fiscal
stimulation where fiscal stimulation can be afforded. And not all
countries are in the same predicament. For example, Germany
has an excellent fiscal balance sheet at the moment. It can afford
and use more fiscal stimulus to support growth, but it does not

want to do it. That is a different question.

You could also try structural reform to create conditions for the
economy and entrepreneurs to add value to the society. It really
requires a degree of political leadership that we have not seen
for a long time in almost every country. That is the potential
solution and potential way out of this difficult situation. But,
personally, I think it is not likely. In the absence of such well

thought-out coordinated policy, not only within countries but
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among countries in the G20, we are muddling through. Perhaps,
lack of big crisis is good news but instead of big crisis we have
slow growth and slow long misery for many years. So there will

be no sudden debt but long misery.

Is there any bright spot? India is a net importer of
all commodities and they also have a huge domestic

market. Is that the bright spot we are looking for?

The overall impression is a bit negative. However,

A there are always differences among countries. Even the
term “emerging market” is misleading because it includes a huge
number of countries with different conditions, different stages
of development, different policies, different regimes, different
quality of leadership and so on. Of course, there are efforts from
a bottom up perspective, going into the right direction in some

cases.

Since Prime Minister Modi came into power, there are a lot of
clear narratives of reform to try to promote activities in India.
They happen to have a good central banker who is keeping
things stable for them. However, like in the case of Indonesia
as well, while policy intention and initiative and narratives are
important, at the end of the day, implementation is the key. You
can have all kinds of good policies you want, but if you cannot
implement them on time, then eventually the impact and the
fruits of such intention are not coming. India is a little bit in this

area. There are some things that have been done right.
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However, there are many things yet to be done. For example,
corporate debt is relatively lower than that in Korea and China,
but still high at 85%. And of the corporate debt, about 40%
is non-performing loans (NPL) among the state owned banks.
India has to take action to deal with that before the banks can
energize and support the economy more. They have all kinds
of reform they need to go through. We can say that there is a

narrative of intent to reform. Yet, a lot needs to be done.

You talked about the impossible trinity in the case

Q of China. From this October, Chinese renminbi will
be included in the SDR basket. Over the last several months,
renminbi has already substantially depreciated. May I ask your

view on the future of renminbi and its value?

I think it depends on your perspective. If you go back

3-5 years, renminbi showed significant appreciation

against the basket of currencies because China tried to be closely
pegged to the US dollar. When the US dollar strengthened for
most between 2011 until lately, renminbi also strengthened
significantly vis-a-vis the basket of currencies. If you look that
with that long perspective, the weakening of renminbi against
the dollar is simply allowing getting back to a more neutral
valuation vis-a-vis the basket to unwind the past appreciation of
the currency. That interpretation is consistent with the fact that
the strengthening of renminbi against the basket plays a part in
slowing down the economic growth. Therefore, China needs to

unwind that headwind. If that is the interpretation of yours,
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then there is a room for renminbi to weaken against the US

dollar a bit further to offset the past appreciation.

Another way to look at it is simply looking at the effort that
the Chinese leadership is being confronted with in engineering
a very difficult transition to move from the old growth model,
which is not workable anymore. The old growth model relying
on fixed asset investment and export via manufacturing export
is confronted with the same slowdown in world trade that
everyone else is being confronted with. Therefore, China is
making a transition led by domestic demand and services in the
economy while deleveraging the high level of debt that it has. It
is a very difficult transition to make and during that transition
growth will be slower. The question is whether it can make the
transition and maintain slower growth in a very gradual manner
to have a soft landing. Chances are it can have a soft landing.
But in the transition period there are a lot of uncertainties. That
is behind the net capital outflow. Many savers started with an
undiversified portfolio because they used to have nothing else
but basically real estate and a bank deposit as their asset. Now
that they try to diversify their portfolio and that prompts the
ongoing net capital outflow. That means that renminbi will
have to weaken because of net capital outflow. Thus, if you put
everything together, it looks to me that if the renminbi is freed
up and dictated by market forces, the natural tendency would be

that it would go further down.
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Where does the money go which flows out from

China and which has been flowing out of the stock

market over the last weeks or months? Is there more to come
in the stock market? Also, do you see any potential for further

turmoil in the stock market?

This is a very complicated topic. Let’s start from

A the basics. The basic is that China has been running
current account surpluses since it began its reform and opening
up. China constantly runs current account surpluses every year.
Therefore, all the current account surpluses over the past two
decades put China in a very strong international investment
position as creditor. China remains a creditor. When we talk
about capital outflow, we talk about private sector capital
outflow. We do not refer to the whole country. What we have
seen is the public sector, the central bank of China, selling
reserves to support the currency and to accommodate outflow
from the private sector. While the central bank reduces its
holding of foreign assets, the private sector increases its holding
of foreign assets. As a result, China is still the same international
creditor as it always has been. However, the selling of renminbi
to demand dollars to buy foreign assets by the private sector is
what caused the net private sector capital outflow and that is
what drives the exchange rate and the financial market. Yes, the
near-term impact of net private capital outflow is unsettling for
the currency and the market but the total picture is that China

is still in possession of the huge accommodated surpluses it

81



has accommodated in the past 2-3 decades. It is still the largest

international creditor nation.

What is your view on the prospect of the Chinese
economy considering all these structural problems you
have presented to us? IMF’s forecast for the Chinese growth was

6.3% for this year. 'm sure it will revise down shortly.

How do you assess the causes and benefits of negative interest

rates?

China is going through a difficult transition. The

Chinese leadership is aware of the need for it and what

is required to do it. Implementation is always the key. It is not
easy to navigate through these different conflicts in demand.
You have a high level of debt and then you want to support the
economy in the near term, which means you encourage more
debt. Overall, you are indebted and make it more difficult. It
is not easy to strike the balance to get through. The economy
has slowly been transformed. The services sector is now getting
to be growing and is slightly more than 50% of GDP. The
manufacturing sector is more or less than 50% of GDP. That is

some proof that the economy is indeed being transformed.

However, the problem with the services sector is that while it
offers the country a more stable growth, it is a slower growth.
Services sector can never grow as dynamically as manufacturing.
It also offers lower wages compared to the manufacturing sector.

Therefore, for many emerging market countries switching
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from manufacturing to services prematurely is a double-edged
sword. On the one hand, at least they have something instead
of nothing in terms of fueling up when the export demand is
slowing. On the other hand, switching to services means slower
growth, low wages, and low productivity. The mature economies
got to the point where they have high capacity and need to move
to services, which is right. But that is why they have low growth.
For emerging market countries to imitate the same responses and
development of mature economies is to condemn themselves
prematurely with low growth, which will make difficult for them
to continue to modernize and develop the economy which they
still need to do. That is a long way to say that the slowdown is

coming.

The number I look at is not the real GDP growth but the
nominal GDP growth where the deceleration is very striking.
Back in 2011 the nominal GDP growth was almost 15%
percent but last year it was 5.7%. Last year the nominal growth
is lower than the real GDP growth because China has a negative
GDP deflator. In the environment of negative inflation,
deflation pressure, low inflation, at least to me, the nominal
growth is something that people should focus on, not just the
real numbers. If you look at that, it really continues to be under
pressure. Industrial production is about 6% but Producer Price
Index (PPI) continued to be -5.3% for seven months in a row.
In nominal terms, industrial production of China is close to

zero. That explains the significant impact of the slowdown on
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demand of exports from emerging market countries, not the
slowdown in GDP growth. Because 6.9% is still very strong for
a big economy like China. Many countries would have been
keen to get 6%. But the deceleration in nominal growth explains

the impact on the rest of the world.

Regarding negative interest rates, I personally think that it is
not a good thing to do. It will get into all kinds of big problems
at the basics. The end of it is the social contract between citizens
and the government. Why should citizens want to have their
money being kind of confiscated and taxed by negative interest
rates? Why should they not just go ahead and organize payment
system among themselves by using bitcoins and block chain and
avoid negative interest rates by central banks? I think central
banks moving into negative interest rates in addition to the
“perceived” zero rate that they have conducted in the past 8
years is tantamount to that we are running into big political and
social resistance. Even their legitimacy can be put in question.
I think it is a very dangerous area for central banks to go into.
Also, it is not that effective. Again, it depends on how you define
the challenge. If you think the challenge is excess capacity and a
lack of demand, then negative rates do not induce people to go
and invest more. Because if you have excess capacity, you invest
more and you create more excess capacity. That does not solve
the problem. Therefore, monetary expansion at this point is like
pushing on a string like John Maynard Keynes said. Therefore, it

needs to be supplemented by other policies such as fiscal policy
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and also structure reform policy which is more difficult to do.
Thus, negative rate is uncharted waters and very dangerous. I
think that central banks should really pause and carefully think
before they do more of these things.

85



