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Economic Outlook and Future Challenges
in Developing Asia®

Haruhiko Kuroda

Developing Asia has rebounded strongly from the global crisis.
With its robust growth, developing Asia has provided another “engine
of growth” to the world economy when the traditional markets
faltered. I think it is extremely important that we start from this per-

spective of —what I call —developing Asia’s new vantage point.

The economic rise of developing Asia, particularly after the recent
global financial crisis, clearly provides a dynamic vantage point for
the region. With its “V —shaped” recovery firmly in place, develop-
ing Asia has led the world out of recession. Yes, the region’s remark-
able resilience is partly due to its limited exposure to toxic assets that
sparked the global financial crisis. However, in large part, it also re-
flects the successful reforms and restructuring undertaken in the after-
math of our own crisis of 1997 —98. The Asian financial crisis sowed
the seeds for cooperation and integration. The more recent crisis has
strengthened Asia’s commitment to bring regional integration to the
next level. Stronger regional cooperation made the region’s successful
response to the crisis possible. And now — following a year in which

Korea successfully hosted the G20 Summit— we join the forces of the

* Transcript of a speech given at the “IGE/Prudential International Finance Lecture”
on Thursday, February 24, 2011.
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global community to work towards strong, sustainable, and balanced

global growth.

Across the region’s widely diverse economies, authorities have
moved on from recovery to the longer term goal of sustained growth.
Asia must broaden and deepen its development strategies to reach
more people—to help reduce the poverty that remains our region’s
most daunting challenge. Ultimately, it is our collective responsibility
to build a new foundation for sustainable development and economic

growth that can be shared globally.

With this goal in mind, I will address four questions: first, what
is the economic prospect for developing Asia; second, what are the
medium to long term challenges; third, what is ADB doing to help
address those challenges; and finally, what role can the region play
as Asia increasingly takes a front row seat in managing global eco-

nomic reform?

Developing Asian economies have grown impressively over a pe-
riod of nearly 30 years. The region's real GDP in purchasing power
parity (PPP) terms climbed from about $3.3 trillion in 1980 to an es-
timated $24.5 trillion in 2009. That is an increase of 7.5 times, com-
pared with just three times for the world economy during the same
period. Real per capita GDP in the region more than quadrupled dur-
ing the same period, while average global income less than doubled.
Such robust, prolonged growth has placed the region squarely on the
global economic map, as one of three centers of gravity in the world

economy — along with the European Union and the United States.
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Developing Asia’s remarkable performance reflects its robust eco-
nomic fundamentals. These include high savings and investment
rates, openness to foreign trade and technology, investment in educa-
tion and human capital, flexible labor markets, and sound fiscal and
monetary policies. The past crisis provided an impetus for the neces-
sary —and sometimes painful — financial, monetary, and fiscal
reforms. These in turn created the foundation for monetary and fiscal
buffers, allowing for ample stimulus to blunt the worst effects of the

recent global economic downturn.

All the more remarkable is that the region’s sharp turnaround hap-
pened against a backdrop of continued fragility and weakness in ad-
vanced economies, traditionally the region’s major export markets. It
appears a decade can make quite a difference. In the late 1990°’s Asia
looked to advanced economies for solving the region’s problem; to-
day the world turns to Asia for the helping hand.

I am very optimistic about developing Asia’s short term growth
prospects. The region’s surprisingly robust and speedy recovery from
the global crisis was marked by an estimated growth of 8.6% in
2010. With recovery in advanced economies still fragile, last year’s
export rebound will likely moderate in 2011. ADB currently forecasts
2011 GDP growth to moderate somewhat, but remain vibrant at
above 7%. Estimated 2010 growth of People’s Republic of China
(PRC) is above 10%, with growth this year forecast at a more sus-
tainable 9%. India’s GDP expanded an estimated 8.5% last year and
should grow a bit faster this year as private demand continues to

grow. Although developing Asia’s robust growth is set against a
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backdrop of manageable inflation —about 4% for both 2010 and 2011
—inflationary pressures must be monitored closely, particularly in
countries where there are signs of overheating, and in light of rising

world commodity prices.

The projected moderation in economic growth this year may be
seen as “normalization” — it basically represents a return to more sus-
tainable growth rates as the post— crisis recovery takes firm hold. As
I mentioned at the outset, the big question for the region is whether
this post— crisis recovery can be turned into longer —term sustained
high growth. And how can Asia successfully sustain growth beyond
the recovery, while continuing to deal with large collective chal-

lenges?

Let me address three critical issues that will determine developing
Asia’s future success — first, rebalancing sources of growth (which
should help the orderly resolution of global imbalances as well); sec-
ond, restructuring growth strategies to ensure they are more inclusive;
and third, doing all this without harming our greatest asset, the earth

— environmentally sustainable growth.

First, Asia’s export—led growth model has generated substantial
benefits and will continue to do so. However, the crisis highlighted
the risk of unbalanced growth. As I mentioned, economic recovery
in advanced economies remains fragile. To turn this post— crisis re-
covery into a sustained and balanced growth, there should be collec-
tive efforts from both developed and developing parts of the world

to bring an orderly workout of global imbalances. Developing Asia
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needs to strengthen its domestic and regional demand while advanced
economies put their private and public sector balance sheets in order.
As we will likely see a long period of sluggish demand growth in
advanced economies, increased consumption and investment in devel-
oping Asia is critical to sustaining global growth. For many develop-
ing Asian economies, the important challenge is how to rebalance
sources of economic growth by generating more domestic demand
without undermining the benefits of trade. With emerging market
economies growing rapidly, more demand should come from their
own domestic private consumption. It means the diversification of ex-
port destinations intra— regionally and in other emerging markets —
such as Latin America or Africa— should be accelerated. Developing
Asia’s trade profile should be also broadened to include trade of more

final goods within the region.

Rebalancing the sources of growth within Asia can help resolve
global imbalances as well. At this time, surpluses are concentrated in
just a few nations, particularly some rapidly growing economies in
Asia; with the deficit primarily in just one country—the United
States. Americans need to reduce their debt. Asia needs to invest its
surplus to better finance its growing development requirements.
Developing Asia has proven its capacity to produce; now, it must

show that it can also consume and invest wisely.

Achieving this rebalancing will require demand — side policies that
encourage household expenditure and increase private sector investment.
It also requires supply — side policies that promote small and medium

—sized enterprises and service industries catering to domestic
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demand. This will involve galvanizing the region’s excess savings to
help finance development— particularly in the larger, complex infra-
structure projects needed to keep the engine of rapid growth well
lubricated. ADB estimates that $8 trillion is needed through 2020 just
to keep infrastructure in line with growth projections. All of this re-
quires more effective and efficient resource allocation, another part

of the rebalancing process.

Second, Asia must ensure that its evolving growth paradigm bene-
fits as many people as possible. Whether promoting intra— regional
trade, investing in domestic or cross — border infrastructure, or stim-
ulating growth in services and small and medium enterprises— all
strong drivers of domestic consumption—the outcome must be

inclusive.

What do we actually mean by “inclusive”? Despite our achieve-
ments, we must not forget the “two faces” of Asia. Poverty continues
to be the paramount challenge facing the region. According to an
ADB study, 14 out of 20 developing Asian economies saw their Gini
coefficients —a measure of inequality —increase in recent years as

economic growth accelerated.

Developing Asia may be home to 60% of the world’s population,
but it is home to two thirds of its poor. Put in perspective, that means
1.8 billion people in our region today live on less than $2 per day.
There is also non—income poverty. For example, while income pov-
erty has fallen considerably, hunger has fallen only marginally. In

South Asia, a staggering 45% percent of children under the age of
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five are underweight. By comparison, the sub— Saharan Africa level
is 27%.D

What does this all tell us? While high economic growth is desir-
able —and while developing Asia has succeeded in reducing income
poverty significantly — we must redouble our efforts to guarantee that
people have equal access to opportunities and basic social services.
These require greater investment in education and health, particularly
for the poor. Expanding social protection to the informal sector and
rural households is another policy option that nurtures inclusive
growth. For many countries, developing rural infrastructure to con-
nect the poor to markets and enable them to participate in the growth

process is essential.

Third, along with human capital, our environment begs for help.
We are living in a world of scarce and finite resources. How do we
ensure that we leave a sustainable environment and development leg-
acy to future generations? Climate change and climatic volatility are
facts. We saw it rear up in many ways these past 12 months. Events
range from the devastating floods in Pakistan, to the flood — drought
equation in Australia, and the recent winter storms across Europe and
America. Rising sea levels and higher temperatures all have dramatic

effects, forcing large numbers of mostly poor to migrate.

The economic and social implications of climate change are very
serious. A recent ADB study focusing on Southeast Asia estimates

that, if nothing is done, the total cost of climate change for Indonesia,

1) ADB/UNDP/ESCAP report on MDGs.
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the Philippines, Thailand, and Viet Nam could reach as high as 6.7%
of their combined GDP each year by 2100. Sustainability cannot be
achieved unless the world moves onto a low — carbon, climate — resil-
ient development path that embraces both mitigation and adaptation.
Environmentally sustainable growth must be considered a national,

regional, and global public good.

ADB is committed to reducing poverty in the region; indeed it is
our overarching goal. When we consider loans and grants, technical
assistance or policy advice, we assess the impact on the poor. Our
three strategic agendas as outlined in our Strategy 2020 — ADB’s stra-
tegic framework for the next decade— are inclusive growth, environ-
mentally sustainable growth, and regional integration. Whether pro-
viding assistance for building roads or improving a city’s water sup-
ply, we ask how many of the beneficiaries are poor and how will it

improve their lives.

We know that economic growth is a necessary (although not suffi-
cient) condition to achieve sustained poverty reduction and is thus a
critical component in closing the development gap. After 44 years of
operation, we also know it depends on the development of a coun-
try’s private sector. Thus, we are increasingly focusing on public —
private partnerships. Under Strategy 2020, we are scaling up support
to private sector operations and development to reach half of our an-

nual operations by 2020.

ADB’s assistance for transport, energy, water and other infra-

structure, and basic public services such as health care and education
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help to widen the circle of opportunity so that all members of society
can participate in and benefit from economic growth. This supports
“inclusive growth.”

Our support for environmentally friendly technologies, such as
clean and renewable energy sources and energy efficiency improve-
ment measures, helps developing Asia address environmental sustain-
ability, including climate change. We also work to adopt environ-
mental safeguards and strengthen institutions for their effective

enforcement.

Market failures induce public authorities to intervene in super-
vision, regulation, and better governance. This happened in develop-
ing Asia following the regional 1997/98 crisis—and I believe it is
happening on a global scale, given the market failures that brought
on the global crisis. ADB is extremely active in helping build stron-
ger links among member countries in trade and finance, and coopera-

tion in economic surveillance.

Lifting trade restrictions and strengthening intra—regional trade
will help reduce Asia’s overdependence on exports to industrial coun-
tries and increase their resilience to regional and global economic
shocks. Through existing groups such as ASEAN, ASEAN+3 — which
includes PRC, Japan, and Korea— or the East Asia Summit process,
ADB also works to ease trade, consolidate free trade agreements, and
facilitate efficient capital flows and investments by broadening and

deepening capital markets.

To conclude, developing Asia faces an opening of a new era.



20 Haruhiko Kuroda

Emerged strongly from the crisis, developing Asia should now work
shoulder to shoulder with the world’s major powers to tackle the
daunting challenges of ensuring the post— crisis world to reclaim the
path to strong, sustainable, and balanced growth. Its vast diversity
means that challenges vary in intensity across the region. But they
should remain centered around rebalancing the sources of growth,
making sure that growth benefits all, and passing the livable earth to

the next generation without sacrificing growth.

ADB is committed to working with communities, governments,
civil society, academia, and other development partners to achieve
balanced, inclusive and sustainable growth across the Asia and
Pacific region, which will also bring enormous benefits for the world
at large. We are grateful for Korea’s continuing support of these im-
portant goals, and look forward to further strengthening our partnership.
We are passionate about our business and will continue to do our best

toward the realization of an Asia and Pacific free of poverty.
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Questions & Answers

Q What role doecs Korea play in the ADB?

A 1 think Korea, as an original member of ADB, has made a great
contribution. Of course, Korea was initially a borrowing member, and
ADB extended substantial loans to Korea to invest in infrastructure,
education, and other areas. However, Korea quickly graduated from
receiving assistance from ADB to becoming one of the major donors.
Korea also contributes human resources. Among the more than 2,500
staff, of which 900 are professional staff, there are a significant num-
ber of Koreans. There are currently only a few Koreans at senior lev-
el positions, but I am quite sure that there will be more Koreans ris-
ing to senior positions in the coming years. But, Korea’s contribution
to ADB is not limited to financial resources or human resources.
Intellectual contributions are also important. Korea, as I said in my
initial statement, has developed very quickly from developing country
status to developed economy status within three decades. This means
that Korea’s experience could provide very good lessons for develop-
ing countries in Asia. Here, I think ADB can learn from Korea’s eco-
nomic development and could disseminate those lessons to other de-
veloping countries in Asia. Korea’s role in ADB is expanding and

will continue to expand.

Q ADB recently issued RMB—denominated bonds. What is ADB’s plan
on the scale and utilization of RMB bonds in the future? Second, all of us

are quite familiar with the Chiang Mai Initiative. What is the role of ADB
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in this and how can ADB continue to play an active role in these new in-
stitutions?

A ADB has actually issued RMB bonds twice. It was first done
in China itself, and was done again recently in Hong Kong. The
RMB bond issued in Hong Kong was the first RMB bond issued out-
side of China. In both cases, ADB used the proceeds of the bond is-
suance for private sector operations in China. As you know, China
still maintains comprehensive capital controls. That means RMB
bonds cannot easily be converted into other currencies. Even to issue
RMB bonds requires special permission. ADB is expanding its pri-
vate sector operations in China and to do that Chinese currency is
required. In the future, when China lifts capital controls, issuing
RMB bonds will not be tightly linked with ADB’s private sector op-
erations in China. RMB will be convertible, and we can use those
currencies in other developing nations. But at this moment that is not
the case. Within these existing constraints ADB got very good terms.
Actually, the interest rate we pay on RMB bonds are even lower than
the Chinese central government pays on its RMB bonds. I think we
can continue to issue RMB bonds, and once capital controls are lift-

ed, we can substantially increase RMB bond issuance.

The Chiang Mai Initiative is now expanded and multilateralized.
Initially it was a network of bilateral swap arrangements, but now it
is a $120 billion financial safety net. That is a very significant
amount, particularly for ASEAN nations. It is almost a kind of Asian
monetary fund. China has nearly $3 trillion in foreign reserves and

Japan has $1 trillion in reserves. This is probably more than enough,
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but for many ASEAN nations CMI provides a very important safety
net for their economies. It will continue to be so. ADB, from the out-
set, has been involved in establishing the CMI and its expansion, and

plans to continue its support and involvement.

Q Does ADB still have plans fo expedite the forming of a regional cur-
rency for Asia?

A 1 still believe that in the long run there will be a regional cur-
rency in Asia despite the fact that the Eurozone has experienced sig-
nificant difficulties over the last 12 months. Of course, in order to
establish a common currency or a regional currency there has to be
a regional common market. The European Union had established an
efficient, common, single market before embarking on a single
currency. At this stage only ASEAN is aiming at something like a
common market. A common market requires not just an FTA or cus-
toms union in which internal tariffs would be completely abolished.
More than that, a common market requires various domestic regu-
lations be harmonized and only then would a common market
emerge. As of now there is no schedule or blueprint to establish a
common market for East Asia as a whole. A blueprint only exists for
ASEAN. Then, based on the common market, a regional currency
could be established. But, establishing a regional currency is a quan-
tum leap because in order to establish a single common currency
member currencies have to be abolished and a single central bank has
to be established. This is a very big political decision. Unless mini-

mum political consensus exists it is very difficult. If all potential
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members of a common currency are democracies then it may work.
But if there are non— democratic countries it is very difficult for
democratic countries to give up their central banks or currencies. So,
first there should be a common market and then a single currency.
Making the jump from a common market to a common currency was
a very large political decision even in Europe. Not all member of the
EU use the euro. This shows how difficult it is. Even now, as I said,
the last twelve months have shown that it is not so easy to manage
the single currency. Although I believe that in the long run there will
be a common currency in Asia it will take several decades before it
is established.
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Europe’s Financial Woes®

Richard N. Cooper

In a previous conference I attended, mixed with speakers from
Asia and Europe, I was struck by the fact that the Asian speakers,
in general, seemed to be deeply concerned by the current interna-
tional monetary system. In contrast, the Europeans who spoke gen-
erally thought that the current international monetary system was liv-
able and found it difficult to think of serious improvements that could
be made. Of course, this may have been a result of the intentional
choice of speakers by the conference organizers. But in any case, I
was one of two Americans who spoke at the conference, and my
view lies somewhere between the Asians and Europeans. My own
view is that the international monetary system — although we do not
have a ‘system’ and I prefer this word over ‘regime’ —was not deeply
implicated in the financial crisis. On the other hand, we have not re-
viewed it seriously for 35 years, and I think regular reviews, done
every 10 or 15 years, should be undertaken of all institutions. Thus,
I actually welcome the disgruntlement about the current system not
because I think it was a serious cause of the financial crisis, but be-
cause I think it is time to review it anyway. However, I am not here
to speak about the international monetary system but instead to focus

on Europe and its financial woes.

* Transcript of a speech given at the “IGE/Prudential International Finance Lecture”
on Wednessday, March 24, 2011
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The European financial crisis dates from November 2009 and was
an unpleasant surprise to many people. The fall of 2008 and early
2009 was a terrible time for the economy but by the second half of
2009 it looked like so—called green shoots were sprouting. They
were not very strong, but nonetheless there were signs of economic

recovery. Then came this major setback in Europe.

Fortuitously, I was in Athens in January of 2010 and I learned of
the Greek problem just as it was getting underway. At that time I
stated that there was a natural solution to this because the interna-
tional community has a lot of experience with this type of situation.
First, the nation goes to the IMF to arrange a large loan. Greece
could have done exactly this in exchange for serious fiscal reform.

After all, it was clear that these reforms were badly needed.

For reasons that are still not entirely clear to me the Europeans
did not take that route. In fact, Mr. Juncker, Finance Minister of
Luxembourg—in his role as Chairman of the Committee of Finance
Ministers — said, “This is a European problem and the Europeans can
solve it.” When I heard this my heart sank because the last time I
heard that phrase was in 1991 when Yugoslavia dissolved. My re-
sponse on both occasions was one of disbelief. The Europeans are
not set up to solve these problems, and sure enough the Yugoslav
problem was not solved by the Europeans. Rather the situation deter-
iorated and finally NATO, involving the Americans and Canadians,
had to take military action.

From my outside perspective, the Europeans dithered for three and
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a half months and unnecessarily converted a Greek crisis into a
European crisis, which it had become by May 2010. I am not sure
that if the straightforward route had been followed that it would not
have become a European crisis because, as we know, Ireland has had
some problems intrinsic to Ireland. The same was true for Portugal,
Spain, and Italy. However, these nations were greatly aggravated by
the turmoil in financial markets created by the mishandling, as I see
it, of the Greek crisis. At the end of the day, Greece did go to the
IMF with European approval, but 4 months later than it should have.
In financial markets 4 months is an eternity, and a lot of turbulence

can be generated in that time.

As expected, the Europeans augmented the IMF package with
European support funds. A very substantial package was put together
—80 billion euros— for a country of roughly 10 million people.
Basically, this was designed to buy Greece a three — year grace period
to get its fiscal affairs in order and keep financial markets off its
back. In the secondary market Greek bonds continued to be priced
freely so the financial market reaction could always be monitored, but
under the program Greece was not obliged to go to the financial mar-
kets to borrow. Of course, the world in recession was not a good en-
vironment in which to have a crisis. Greek export earnings, partic-
ularly from tourism, were down because of this recession, but the re-
cession did not create the Greek crisis. It was largely self— created.
In response, Greece is undertaking a series of absolutely remarkable

changes in both its expenditures and taxes.

Two years ago, if you had asked if Greece could have undertaken
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some of these changes, the answer would have been an unambiguous
no. These changes, at that time, were politically impossible. Of
course, there are sometimes slippages between actions taken by the
government and impact on the economy, and that is especially rele-
vant in the Greek case with respect to taxes. The tax rates have been
raised and loopholes have been closed, but these changes have not
yet shown up as revenues because Greece has a horrible reputation
for tax evasion. So the jury is still out on the effects of the actions
taken by the Greek government, but that does not diminish the fact

that these measures have been extraordinary.

While Greece was not a charter member of the euro it was the
first post— charter member, joining in 2002. Greece has not had its
own currency since, and this is a very important background fact.
Typically, when the IMF goes into a country that country has its own
currency, one of the important steps is to devalue the currency along
with making reductions on the fiscal side. The fiscal squeeze results
in a negative impact on aggregate demand, while the devaluation of
the currency, with a lag of some months, works in the opposite
direction. Resources are drawn from the non— tradable sector into the
tradable sector. That particular option is not open to Greece unless
it leaves the euro. There has been a certain amount of speculation
that Greece will do exactly this, but I do not think it will happen.
The Greeks will live with austerity as it is politically and econom-

ically important to remain in the euro area.

Joining the euro instigated, in an indirect sense, the Greek crisis

because the interest that had to be paid on government bonds quickly
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converged to the interest rate of German bonds. Germany is the big-
gest, and by reputation fiscally soundest, of the European nations.
Between 2002 —when Greece joined the Euro—and the summer of
2007, the premium the Greeks had to pay over 10 year German
bonds was 26 basis points — almost nothing. So Greece could borrow
in worldwide financial markets at very low rates by historical Greek
standards, and the interest burden on public debt fell quite
dramatically. However, instead of using that benefit in a constructive
way the Greeks abused it by running deficits even during good years
and building up their public debt. As we now know, this was a
worldwide problem —the under pricing of risk in the middle of the
decade. Today Greece pays about 900 basis points above the 10 year
German bond. My own judgment is that world financial markets dur-
ing this crisis, and as a result of the crisis, moved from very sub-
stantial under pricing of risk to now tremendous risk aversion and

overpricing of risk.

As I said, the European handling of the Greek crisis converted it
into a European crisis. After putting together the Greek package, fi-
nancial markets remained in turmoil, effecting not only Greece but
Ireland, Spain, Portugal, Italy, and even Belgium. These are all coun-
tries with relatively high debt—to—GDP ratios. Within a week the
Europeans had to put together a much larger package should other
nations run into trouble. The headline number was 500 billion euros
— 750 billion if you count the IMF pledge. To use a term from the
military, this was a shock and awe approach. Well, it will not surprise
anyone to learn that financial journalists did their homework and real-

ized that the 500 billion euro package was not actually 500 billion
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euros. There were a number of caveats and hedges. Spain was one
of the big contributors but was also likely to have to draw on the
fund. That does not really make any sense. Removing those kinds of
contributions the package was still large, but not as large as the head-

line numbers.

In the fall of 2010 Ireland drew on this new package. There is
a tendency to lump Ireland and Greece together. They are both in
some financial difficulty, and bond markets are certainly treating
them that way. Spreads have not risen to Greek heights, but they have
risen several hundred basis points. However, looking at each country
individually reveals significant differences. Ireland, in sharp contrast
to Greece, was a booming economy — like the United States, Britain,
and Spain. Ireland actually pursued a fiscal policy which appeared to
be restrained, but given the very strong boom in Ireland it could have
been even more restrained. The debt—to— GDP ratio was much low-
er than in Greece, but the banks were in serious trouble. The banks
had made a lot of development loans for construction and during the
financial crisis the government hastily guaranteed all of the liabilities
of the Irish banks. At the time it was seen as a mistake that dis-
tinctions were not made, and it has proven to be a mistake. Irish pub-
lic debt has moved from modest levels —20% or 30% of GDP—to
much higher levels because the Irish banking system was essentially

taken over by the government.

Like Greece, Ireland also took a series of fiscal austerity measures.
These were dramatic in detail, but that is less surprising in the case

of Ireland because it has a much more flexible economy and is much
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more flexible politically. Nevertheless, severe fiscal measures were
not enough to avoid the need for Ireland to go to the IMF.

Next in line is Portugal, where the prime minister insists that
Portugal can handle its own problems. Portugal’s situation is some-
where between those of Greece and Ireland. Its debt—to— GDP ratio
was lower than in Greece but much higher than Ireland. It did not
experience the economic boom that Ireland had, growth was rather
sluggish, and the budget situation was not great. Again, this was not
as bad as Greece, but not as good as Ireland. Currently, the markets
vary in their assessment of that. Portugal does pay a premium for
borrowing in the market. It is not as big as the Greek premium, but
still several hundred basis points above the German bond. I do not
know whether Portugal will need assistance or not but this may be
one of those cases where national pride gets in the way of good eco-

nomic sense.

Portugal is going to go through an IMF —like fiscal austerity on
its own and will not get any credit for it. The measures will not be
as draconian as the Greeks, but they have taken a number of
measures. The difference is that Portugal has to worry monthly about
financial market reactions. If I were advising the Portuguese 1 would
advise that they take the loan from the IMF to give themselves some

breathing space.

It should be said that Europeans have not been generous on inter-
est rates. They have charged around 5%, which is far below what the

Greeks would have to pay in the market, but much above what
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European borrowing costs are —which are under 3%. The Europeans
are charging a penalty rate for use of this package. That actually be-
came an issue during the Irish election. It may not have been a defin-
ing issue, but it likely played a role in the former Irish government
being unseated. The new Irish prime minister stated that he would
lower this borrowing rate, but he lost that battle. Germany and France
wanted Ireland to raise corporate tax rates in exchange for a con-
cession on interest rates, and Ireland refused to do this. As a small
open economy, Ireland argued, they benefit from attracting foreign in-
vestment and they do not want to jeopardize that. Greece actually got

a concession of 1% in the same meeting.

The really big country that is seen to be in jeopardy is Spain. It
had a huge boom, even bigger than in the United States. A lot of
money from Northern Europe flooded into the country to buy vaca-
tion and retirement homes, and that bust during the crisis was a big
letdown for the Spanish economy. In normal times, the Spanish debt
—to— GDP ratio was not especially high and the budget was rela-
tively well —managed. But, like Ireland, Spain found itself with a lot
of really bad bank loans. Unlike Ireland and Britain, Spain did not
have problems with the major banks. Spain has a lot of savings banks
that made a lot of building and mortgage loans which went bad. So
the Spanish government is now wrestling with the problem of what
to do with these institutions. That is an ongoing process. Unlike
Ireland, Spain has not taken over all of the bank liabilities. However,
it is an issue of concern because no one is quite sure how it will turn
out. Many of these banks are non— transparent, non— public in-

stitutions often with complicated ownership structures. So first, a lot
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of factors have to be considered to determine the risks. Then the
Spanish need to figure out what to do about it. This is all ongoing
at the moment, and the markets are uncomfortable with this situation.
Thus, the premium on public debt has risen significantly, but remains

below Greece, Ireland, and Portugal.

Italy and Belgium are also on the radar for problems in the future.
Italy has a high debt—to— GDP ratio, and so far Belgium has largely
escaped notice, but that is changing. Both countries have serious po-
litical problems. Belgium does not have a functioning government,
and Italy has a government that 7he Economist thinks is not functioning.
So there is still a lot of queasiness about Southern Europe. Every
now and again questions are raised about Britain, but Britain still has
its own currency and that is helpful. In the meantime, European se-

nior officials have been stewing.

The ECB was founded, wrongfully in my view, with the prime ob-
jective of price stability. The charter does not mention financial
stability. I believe the prime function of the central bank is to pre-
serve financial stability and be a lender of last resort. Yet, this is not
even mentioned in the Maastricht Treaty. Fortunately the ECB is in
the hands of seasoned central bankers, including Jean— Claude
Trichet. They recognize a crisis when they see one and they have act-
ed astutely. In August of 2007, the ECB flooded the market with lig-
uidity temporarily in the face of the first credit freezes. This was very
sensible but falls outside of the charter of the ECB. I worry that in
the long — term, in another two generations, there will be leaders who

will have grown up in the Maastricht environment and not have the
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experience of people like Trichet. That is a possible long— run prob-
lem but the recent experience is good experience for the future lead-

ers of the system.

Unlike the Federal Reserve, which in normal time runs monetary
policy by buying and selling U.S. securities, the modus operandi of
the ECB is different when it comes to the financing of government
debt. The ECB engages in its open market operations through re-
purchase agreements, but the eligible paper for these repurchase
agreements is actually decided by the national central banks. So the
Bank of Spain determines which Spanish paper is eligible for re-
purchase by the ECB. Obviously, that was a problem when the mar-
ket essentially froze up on Greek debt. Again, sensibly in my view —
but against all the philosophical principles of the ECB —the ECB be-
gan to intervene in government debt. Most of their repurchase agree-
ments are private loans, but the ECB now holds a substantial amount
of government debt. It has also been supporting the secondary
markets. These operations are special only in the sense that the eligi-
ble paper that they have built up has been public debt. Then came
a rating’s downgrade of Greek debt to make it what would have been
ineligible for rediscounting under the ECB rules. In response, the
ECB changed the rules and now allow themselves to do repurchase
agreements in debt that is, at least by the ratings agencies, below the
standards which have traditionally been used. The ECB has come un-
der heavy criticism for this, but I am much more tolerant. I believe
that good central banking involves the exercise of discretion guided

by the circumstances of the moment rather than hard and fast rules.
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However, ECB actions have created a practical problem because
it is now a substantial holder of “doubtful” debt. That makes the ECB
an interested party in the outcome in a way that it would not other-
wise be, particularly on the question of debt restructuring. Should the
ECB holdings be considered? If it is excluded, what would be the
grounds to do so? There is some talk about a Greek default and some
insist that there is no way for the Greek government to avoid this.
Yet others are outspoken on why Greek default is highly undesirable
and should not take place. I consider default a very harsh word —re-
structuring is much gentler. There is a lot of experience around the
world with restructuring debt. It has been done very badly in some
cases, with Argentina being the prime example. In some cases, it has
been done so smoothly that most people do not even know it took
place. I am not entirely sure whether or not the Greek debt will need
to be restructured. It is an empirical question, but I must say that the

numbers do not look good.

The IMF program had Greek debt stabilizing at 140% of GDP by
2014. That is very high for a nation paying 5% on its public debt.
That is 7% of GDP in debt servicing alone. However, there are com-
plicated definitional questions about what constitutes public debt and
what does not, especially when considering state —owned enterprises.
Including these, public debt jumps to 150% by 2014.

On restructuring, I do not think that decision should be made right
now —they should at least wait until August of 2011. Greece has
made a lot of policy changes and the impact of those policies needs

to first be seen. The European recovery between now and the 3rd
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quarter of this year should also be taken into account. By going to
the IMF, Greece bought three years to deal with this problem, but
it should not wait the entire three years to decide on restructuring.
If restructuring does need to take place it is not the end of the world,
but it needs to be done as smoothly as possible. Should the ECB be
included in any restructuring? I think it obviously should be, but that

is something for the Europeans to determine by themselves.

On my last trip to Europe to attend several conferences, I was
struck by the tremendous pessimism of the Europeans. I found my-
self, as someone from across the Atlantic, being the cheerleader for
the euro. I do not believe that the Euro Area will fall apart. I also
do not believe that Greece will leave the euro. Restructuring its debt
is a piece of cake compared to leaving the euro. Will Germany leave
the euro? This is a political issue the Germans have to face. In my
opinion, they will certainly not. These are worse than worst case sce-

narios, imagined when people are feeling the most pessimistic.

Greece, Portugal, and Ireland are left with a serious problem.
These countries are uncompetitive within Europe and internationally.
While that depends on the exchange rate, this is a classic gold stand-
ard kind of case where international competitiveness has to be as-
sured through macroeconomic adjustment and not through changing
the exchange rate. That particular route has been ruled out by being
a member of the euro. So Greece is going to have a rough decade.
Public sentiment in Germany is correct which is that the Greeks have
been profligate over the last decade. However, just because they were

profligate does not mean that they should not be helped. If it has to
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be done, it has to be done properly.

While all of this is going on the Europeans have been stewing at
the European level. An ad hoc arrangement was created for Greece,
and markets signaled very quickly that it was not sufficient. A much
larger package was then put together which is due to expire in 2013.
So Europeans have been wrestling with what, if anything, will suc-
ceed the European Financial Stability Facility (EFSF). On this, there
have been major disagreements between northern and southern

Europe.

What governance arrangements should be insisted on as a con-
dition for having access to the package? This has to do essentially
with Brussels’ review of the fiscal policies of the states. There is a
general feeling that they need much closer fiscal coordination. I think
the degree of coordination of national fiscal policies is highly prob-
lematic from a philosophical point of view as the absolute heart of
democratic government is taxes and budgets. The more Brussels gets
involved in framing budgets and taxes the more problematic it

becomes.

So what is Europe going to look like in the long run? There was
a time when Europeans talked openly about the objective of a creat-
ing a United States of Europe, by very rough analogy —a federal sol-
ution with a lot of devolution of authority to the member states but
nonetheless within a federal framework. It was never open and shut,

but open discussion of that has now disappeared.
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Questions & Answers

Q  First, if the problem countries in Southern Europe had been able to
implement monetary policy would the current problems have been avoid-
ed? Second, having witnessed all of the frouble in Europe after forming
the Euro Areq, is Turkey still interested in joining the euro?

A On the first question, I think the answer is ‘no’ simply because
European monetary policy has been very easy throughout this period.
Independent monetary policy would have done very little beyond
what has already been done. That may not continue to be true as
there is talk that the ECB will raise interest rates in the near future.
I think the big loss in this episode was the freedom to change the
exchange rate. In the case of Greece, it had just lost all fiscal
discipline. If it had an independent central bank, the central bank
would be telling the government that it has to get control of the
budget. However, under any circumstance it would be economically

easier if Greece had an exchange rate it could devalue.

I am not an expert on Turkey, but the current government is trying
to make Turkey more accepting of open adherence to Islam without
becoming an Islamic state. When Turkey applied for membership in
the EU the Europeans put down a number of conditions for this to
happen. Most of these were sensible. The Turkish government under-
took a series of legislative actions—including some constitutional
changes — designed to facilitate membership. Turkey thinks that the
EU has not fully appreciated these changes, and I detect a certain dis-
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illusionment among the European— oriented Turks. The Middle East
is now in turmoil and Turkey could play a potentially very important
role there. The foreign minister is an academic by training and he
wants to be friends with all of his neighbors, including Syria and
Iran. So at least outwardly, Turkey seems to be turning its attention
away from Europe and more towards the Middle East. Some people
are interpreting this as Turkey backing away from Europe. I do not
know enough about the internal politics of Turkey to have insight on
that, but in external Turkish behavior there is more attention being

paid to non— European affairs.

Q How do you evaluate the EU’s attitude towards Special Drawing
Rights (SDR) as a substitute for, or supplement to, the U.S. dollar as a key
currency? Second, do you have any thoughts on increasing the role of
the yuan in the international financial system?

A Europe is a very diverse continent and on any given issues there
will be many views, not a single view. That being said, most people
have given the SDR no thought whatsoever. Historically, the German
government has been the most hostile toward SDR, with that hostility
growing mostly out of the view that SDR would be inflationary.
However, any such scenario is extremely improbable. The most prob-
able scenarios assume that the Fed, the ECB, the Bank of Japan, and other
major central banks all keep their eye on domestic inflation and under
these scenarios SDR are not inflationary. While I do favor giving the
SDR a more prominent role I do not see this issue as being at the

top of the agenda when looking at the international monetary system.
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On the role of the RMB, there are several issues. First, is the inter-
nationalization of the currency. China has begun to do that, but they
are proceeding very cautiously. China seems to have ambitions which
go beyond the current role of the RMB, but my reaction is simple:
until the RMB is fully convertible it will not be a key currency.
Achieving this is intimately linked to reform of their domestic finan-
cial system which, in turn, is linked to relations within the
Communist party. This is not an easy issue to address. There is also
a more technical issue with respect to SDR. SDR is now defined in
terms of four currencies: the dollar, the euro, the yen, and the pound.
Some in China have suggested that the RMB should be added. I am
opposed to that so long as the RMB is not convertible. My opposition
is predicated on wanting to keep open the option that SDR could be-
come much more important than it is and even be used by the private
sector. To keep that option open only convertible currencies should
be in that basket due to arbitrage opportunities that would arise.
Another question is what would be gained by adding the RMB? In
my opinion, nothing would be gained. The RMB is linked to the dol-
lar and its inclusion would not bring the benefit of diversity. Instead,

SDR would become more reliant on the dollar.

Q You briefly mentioned long—term status of the euro as a currency.
Can it remain the common currency in Europe? Individual countries are tak-

ing a hit to their competitiveness and | am unsure how long this can last.

A There has always been a worry that adopting the euro would

take away important policy instruments. Europeans decided to adopt
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the euro on economic grounds neglected by the economics profession
—namely efficiency gains. In their modeling, economists assume cost
— free markets. But anyone who lives in the real world knows that
markets are not cost free. According to economic models there should
be no financial industry. So I think the economics profession has un-

derstated efficiency gains.

To make an unofficial forecast my guess is that the euro will stay
together. The political support is incredibly strong and there have
been serious gains. Europeans have become fierce advocates of com-
petition within Europe. Greece will have an uncomfortable decade,
but the euro will survive and even thrive. Members who are part of
the eurozone but non— members of the euro will increasingly use the
euro. So my expectation is that the share of euros in international re-

serves will rise.

Looking at long— term trends, Europe is in serious demographic de-
cline, as is Japan, Korea, and China. Europe’s share of the world
economy is going to decline, and it will gradually become less
important. In that respect, there is a marked difference between
Europe and Japan on one hand and the United States on the other.
The United States is not in demographic decline. Yes, the birthrate
has fallen over the last few decades but has not dropped below the
net reproduction rate, which is 2.1 births per woman. Thus, the U.S.
population is stable. On top of that, there are over 1 million immi-
grants coming to the United States every year. My own view is that
the immigrant population is a tremendous source of vitality for the

American economy.
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Q Why did European countries face such difficulties in such a short peri-
od of time? Was this due to the Global Financial Crisis or the common cur-
rency? It seems like the phenomenon of contagion.

A 1 think the crisis, and especially the recession now, is an aggravat-
ing circumstance for everyone. To have your own domestic turmoil
while there is international turmoil exacerbates the problem. As I have
suggested, there are important differences among the nations having
trouble. In the case of Greece, there was great opportunity after joining
the euro. Greece misused that opportunity, and it is not alone. In the
previous decade, Argentina had the same problem. It was not dis-
ciplined fiscally, but paradoxically its interest rates were lowered due
to successful monetary reform. Instead of taking advantage of the low-

er rates to assert serious fiscal discipline it ignored fiscal problems.

Q What are the medium—term and long—term prospects for the UK to
join the Euro zone?

A My long—run forecast is that Britain will join the Euro area.
The current Tory government is much more hostile to joining the
Euro area than the previous government. The developments of the
last year will give valid reasons not to join the Euro area. However,
I still think that in the long—term Britain will join. It will not be
an easy decision, but I think that decision will be made. When the
Euro was created there was a lot of concern that there would be a
strong negative impact on London as a financial center. So far, that
has not come to pass. The main international markets in Europe are

still in London, and that pressure to join the euro has diminished.
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