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11 SaKong and I are old friends. I first met him when he was finance
minister and we have seen each other frequently over the years since
then. I am very grateful to all of you for coming, I look forward to the
chance to talk to you about the US economy and what is happening also
to a certain extent in Europe and in Japan. I am sure I will learn from

your questions after that.

The United States
It is really an important time now to look at what is happening in the

United States. The economy in the US is changing and there is a shifting

1) This is a transcript of a speech by Prof. Martin Feldstein at the FIGE/KITA Global

Trade Forumy on March 17, 2014. The views expressed here are the speaker’s.
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policy environment as well.

For the past few years, I have been quite skeptical about the short-
term outlook for the United States. Although I believe with optimism
about the long-term prospect for the US economy, I did not share the
view of the Federal Reserve, the administration and others that said
in the last few years that the US would see economic growth of 3%,
3.5% or 4% real GDP. I kept saying we will be lucky if the US economy
grows at up to 2%. In fact, that is all we were able to do in 2010, 2011
and 2012. It was much weaker than previous economic upturns. Real
GDP per capita did not get back to the level before the 2007 recession
until five years later in 2012. The unemployment rate has come down
primarily because fewer people are looking for work.

However, I am now more optimistic about the prospects for 2014. 1
think GDP growth this year is likely to be closer to 3% than to 2% and
could even exceed 3%. I want to talk about why that is true and what the
risks are. Then I want to focus on the Federal Reserve’s monetary policy
because the Federal Reserve is really the only area of policy action — or
policy change — that we are going to see in 2014 and 2015.

I will start with the outlook for 2014 and the reasons why I am
optimistic that we will do better than we did the year before.

The primary reason is that household wealth has increased very
substantially as a result of the increased value of the stock market and
the rise in house prices. Together those added some US$10 trillion to
household wealth between the end of 2012 and the end of 2013. Even
for an economy the size of the US, US$10 trillion is a lot of money. It

is more than half of its annual GDP, That increase in household wealth
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will lead to increases in consumer spending. Past experience shows us
that every US$100 increase in household wealth adds about US$4 to
the level of consumer spending. A US$10 trillion increase in overall
household wealth should add about US $400 billion a year to the level
of consumer spending, which is more than 2% of US GDP. Itis not a
one-time increase. It is a permanent increase associated with this higher
level of wealth. We can see that it is already beginning to happen. We see
itin the decline in the household saving rate which, having been at close
to 6% of after-tax income in 2011 and 2012, fell to a recent number
of just little over 4%. It is a decline in the saving rate of about 2%,
adding more than 1% to the level of GDP. I think that higher level of
consumer spending will continue in 2014 and beyond.

The second reason why I think we will have stronger GDP in 2014 is
that we no longer have the fiscal headwinds of increasing taxes and cuts
in government spending, In 2013 there was an increase in the personal
income tax. There was also a substantial increase in the payroll tax and
federal government spending fell subtracting about 1% from the growth
rate of GDP in the most recent quarter. None of that is going to
happen again in 2014 or even in 2015. The US Congress recently passed
a budget, not only for this year but for next year as well. The budget says
no increase in taxes during that period and no additional cuts in federal
spending, We already see in the estimates for the first part of 2014 that
federal government spending will be increasing, adding to GDP rather
than declining; In addition to that, state and local governments, which in
the US represent about 1/3 of all government spending, are also now

able to expand. For these two reasons — higher consumer expenditures
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driven by higher household wealth and the absence of increase of taxes
and reduction of government spending, I think we will see higher GDP
growth.

The recent budget agreement is therefore good news for the short-
run recovery of the US economy. Unfortunately, however, it does
nothing to solve the long-run fiscal problem that we have — the problem
of rising budget deficits and debt. That subject has been ignored and
will continue to be ignored until after the Congressional elections at
the end of this year and I am afraid probably until after the presidential
elections in 2016. That is really unfortunate because the long-term fiscal
situation is serious and any serious solution to it must be introduced
gradually.

Before the recession began in 2007, the US federal government
debt was less than 40% of GDP. Five years later it had doubled to
74% of GDP. Some of that was for cyclical reasons — less tax revenue
and more transfer payments. Some of it was because of the Obama
administration’s spending program. Annual deficits rose sharply in the
recession. But now they have come back as a result of the economic
recovery of cuts in defense spending and of increases in tax rates. But
now the annual deficit is about 3% of GDP which means that the
overall size of the debt will grow at about the same rate as nominal
GDP. The debt to GDP ratio will remain at about 75% and will not
improve at all.

The Congressional Budget Office, the nonpartisan staff of the
Congtess, projects that by the end of 10 years the annual deficit will
be up to 4% of GDP if no policies are taken to change this. That
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reflects higher interest on the national debt and the effects of an aging
population and the transfer of programs to our middle class seniors.
With that increase in the deficit to 4%, we will be on a path of rising
debt-to-GDP ratio heading towards 100% of GDP. We really need a
major budget agreement to reduce the deficit and therefore put that path
toward lower debt-to-GDP ratios. Reducing those annual deficits will
require slowing increases in the middle class programs for the aged and
limiting the special tax breaks, the so-called “tax expenditures”. I think
there is a broad understanding of this even in Washington. But there
really is no acting compromise between Republicans and Democrats.

President Obama submitted the other day a budget moving in the
opposite direction with increases in spending on a variety of programs.
Everyone knows that that budget is not to be enacted because we
already have a budget for this year and next year. It is really just a
campaign statement to try to help democratic candidates in the current
Congtessional election. I am afraid we can forget about budget policy
and serious tax reforms for the current year and probably until after the
2016 election.

Let me return to the risks and the growth outlook for this year and
next year. The recent data has been very mixed. But very cold weather
has contributed to reductions in spending and in job creation, so we
have to look beyond the last couple of months.

I see three interrelated risks. The first of these is housing, House
prices began to fall in the middle of 2006, bursting a bubble of house
prices and starting the economic downturn that generally began at

the end of 2007. Fortunately, 2012 house prices had started back up
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again reflecting a combination of the low interest rates caused by Fed
policy, the substantial decline in the price of homes and therefore an
improvement in affordability, and the demographic changes as more
people need to be housed. The increase in house prices led to higher
household wealth and therefore more consumer spending. More
importantly, the increase in house prices also led to increased investment
in housing, Real spending on house construction increased at a 15%
annual rate in 2013. But it was coming from such a low base that it
added only 3/10 of a percent to GDP,

Unfortunately, more recently, housing has turned down. The primary
reason for that was the increase in mortgage interest rates that followed
when the Federal Reserve announced that it would start to reduce its
purchase of long-term bonds. The 30-year mortgage rate — the standard
mortgage product in the US market — moved from about 3.5% to
about 4.5%, therefore making it more expensive for people to buy and
eliminating many potential buyers from qualifying, In the final quarter of
last year, investment in residential construction fell at a 13% annual rate,
subtracting about 3/10 of a percent from overall GDP growth. Mote
recently, the sales of existing homes have declined. That has led to the
declines in housing starts and in housing permits. I should emphasize
although housing construction will have a negative impact on GDP this
year, the magnitude is relatively small, subtracting only a few tenths of a
percent from the GDP growth rate.

The second risk to my optimistic outlook for this year is in net
exports. Trade is a relatively small part of the US economy. Imports

and exports account for about 15% of the US GDP. Nevertheless, the
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increase in net exports added a neatly full percentage point to the GDP
growth rate in the final quarter of last year. Going forward, I think net
exports may be a drag on growth for this year and perhaps next year
because of the slower growth of our partners in Europe, China and
elsewhere and because of the rising value of the US dollar. Over the last
decade before 2013, the US dollar on a real trade-weighted basis fell by
more than 25%. That made US products more competitive and it made
foreign imports less attractive to American buyers. But that has recently
turned around. The dollar has started to appreciate, primarily because
of a sharp decline in the value of the sterling and a sharp decline in
the value of the Japanese yen. I think at best US net exports will be
stable this year and next year, although, looking further ahead, we may
see a significant increase in US net exports because of the revolution
happening in the production of oil and gas in the US.

The third risk to growth this year and next year is the rise in consumer
spending. I emphasized that the increase in personal consumer
expenditures is primarily being driven by an increase in household wealth.
But it is because the consumption is being driven by wealth, rather than
by an increase in household incomes. So I am concerned. Incomes are
simply not increasing and may not increase any more rapidly in 2014 than
they did before.

Here are some of the facts. If you look at wages, real average weekly
earnings, they have increased over the past 12 months by less than
0.5%. If you look at the most recent data on real disposable personal
income per capita, it actually fell in the fourth quarter of last year. Yet,

despite that, consumer spending rose at more than a 2% annual rate.
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Consumption is being driven by the increased wealth of people who
have substantial amounts of equities. That makes consumer spending
and the increase in GDP vulnerable to equity prices. US equity prices
rose more than 30% last year. The key reason for that, I believe, were the
very low long-term interest rates. That 30% increase was a big increase
in price earnings ratios. It was the low long-term interest rates that drove
portfolio investors to seek higher returns in equities. And it fed on itself.
That makes consumer spending potentially sensitive to changes in the
Fed’s monetary policy.

Let me talk more generally about what the Federal Reserve has been
doing as well as future Federal Reserve policy. I think that Fed policy has
created a separate series of risks, and the changes that are now beginning
at the Fed will create new risks. Moreover, when I look a little further
ahead, I worry that the Fed has created a risk of inflation and about how
it will deal with inflationary pressures. To put the Fed’s monetary policy
in perspective, I think it is useful to recall that the Obama administration
tried to stimulate the economy back in 2009 and 2010 with a series of
fiscal deficit policies. These policies were poorly designed. They gave
some temporary boost to GDP but they did very little beyond that.
They added more to the national debt than they did to GDP. After
that experience there was relatively little willingness to even consider
further fiscal policy. By early 2009 the Fed saw itself as the only way of
improving aggregate demand. But by then the Fed had already reduced
the short-term interest rate, the Federal Funds interest rate, at which
banks lend to each other, close to 0. Yet, those low interest rates did not

stimulate demand because house prices were still falling sharply and low
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interest rates would not induce people to buy homes when the prices
were coming down. Also, banks were not willing to lend because of a
weak and uncertain balance sheet.

Chairman Ben Bernanke began what is called unconventional
monetary policy which had two components. The first was quantitative
easing, or in the Fed’s language large-scale asset purchases, where the
Fed bought very large quantities of Treasury bonds and government
guaranteed mortgage-backed securities (MBS). The second part of this
unconventional policy was forward guidance about future short-term
interest rates. The purpose of this unconventional monetary policy was
to reduce long-term interest rates in order to cause portfolio investors
to shift to equities, real estate and other assets. The Fed predicted that
it would lead to an increase in the value of those assets and higher
household wealth, which would produce more consumer spending,

Last summer Chairman Bernanke announced that the program of
large-scale asset purchases would start to shrink, to “taper” to use the
Fed’s term, and that it would stop buying by sometime in 2014. That is
now happening. The Fed had been buying US$85 billion a month of
Treasuries plus mortgage-backed securities. It is now cutting that back
at a rate of US$10 billion every time the Fed meets. That means we will
be down to a 0 rate of purchase by the end of 2014. I think it is a good
thing. I think it is a good thing because the large-scale asset purchases
and the resulting low long-term interest rates have been the source of
risks for the US economy and indeed to the global economy. Remember
that the 10-year Treasury interest rate in the US got down to 1.6% in the

summer of last year, which meant in real terms very close to 0, when
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you would have expected it to be more like 4%.

For the US, there were three risks caused by these low long-term
interest rates. The first was an increase in asset prices. Investors facing
these low long-term interest rates bought equities, farm lands, low
quality bonds, and so on often on margin increasing risk and leverage.
The second risk caused by these low long-term interest rates was the
increased risk taking by lenders (banks and others) rather than investors by
lending to borrowers with low credit ratings, which is a return to the
growth of the subprime market, and by lending with fewer conditions
on the loan, so-called covenant-light loans. The third was increase in
risky investing by portfolio investors reflected in asset prices, corporate
acquisitions and the use of derivatives to boost yields in an obscure way.

I think that the adverse effects of these three risks may not actually
occut. I hope they will not occur because the economy has continued
to expand. But if the economy were weaker or were to become weaker,
those three risks may cause serious problems for the economy. Ben
Bernanke and his successor Janet Yellen and others repeatedly said
that the decision on the volume of these large-scale asset purchases
requires balancing the risks being created by doing so and the benefits
to the economy. Their judgment, until recently, was that the benefits
outweighed the risks. My judgment was that in recent years the opposite
was true. We were creating more tisks of the sort I just described than
benefits. So, I think it is a good thing that the Fed is gradually stopping
these large-scale asset purchases and allowing the long-term interest
rates to increase toward normal levels. The 10-year Treasury bond rate

went from 1.6% last summer up by more than a full percentage point to
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where it is today.

The second aspect of unconventional monetary policy is this forward
guidance with respect to future levels of the Federal Funds rate. The
Fed’s statements with respect to that, the nature of the guidance has
changed from an original statement of a kind of vague “we are going
to keep the Federal Funds rate low for a considerable period of time”
to a more specific date “we will keep it low until at least such and such
a date” and then more recently when they said that they will keep the
Federal Funds rate close to 0 until the unemployment rate drops below
0.5% unless inflation rises above 2.5%. As the unemployment has gotten
close to 6.5%, it was 6.7% in the recent measurement, the Fed has
stressed that 6.5% is just a threshold, not a trigger. In other words, when
it gets to 0.5%, they are not obliged to keep the interest rate low but
they are certainly not obliged to raise that interest rate. Indeed, the Fed
has emphasized more recently that they are going to wait; in their terms,
until the labor market has significantly improved. They have noted that
the unemployment rate that they have spotlighted in the past is really not
a good measure at a time when labor force engagement is falling, there
are many long-term unemployed, and many are involuntarily working
on a part-time basis.

Where does that lead forward guidance? I think the result is a
very ambiguous message. Although the Fed stresses that it wants to
communicate to the public and the financial markets, its statements now
are that it will be dependent on the data as it comes in and that it will
look at a variety of measures — not just the unemployment rate but also

labor force participation, the number of long-term unemployed, the



number of people involuntarily on part-time. It means that there is no
clear picture of what the Fed will do. I think many market participants
simply do not believe the Fed’s statement that tapering is not related to
adjusting the Federal Funds interest rate. I think that those at the Fed
who want to keep long-term rates low will now shift their strategy from
bond buying to forward guidance, hoping to keep long-term rates low
by promising to keep short-term rates low for an extended period of
time even after the unemployment rate drops to 5.5%. If I thought
that that strategy would actually keep long-term rates low after the end
of the bond buying by the Fed, I would be worried about this forward
guidance strategy. Frankly, I think it will actually fail. I think it will not
keep long-term rates low. 7-year rates, mortgage rates, 10-year Treasuries
will not be kept low. Even a strong supporter of forward guidance, like
the president of the San Francisco Federal Reserve, recently wrote that
forward guidance is good for keeping rates down up to 2 years into the
future but he made no attempt to claim that it would keep long-term
rates low.

Let me turn from what the Fed has been doing, large-scale asset
purchases and forward guidance, to what it is not but should be doing;
In my judgment, the Fed is not dealing with the risk of future inflation.
Current inflation in the United States is of course very low. The most
recent 12 months saw the consumer price index increase at just 1.2%.
Unit labor cost rose at only about 1.1%. So, the question and concern
is about the future rate of inflation and what the Fed is saying and not
saying about its anti-inflationary policy. It is important to recognize how

rapidly inflation can rise. If you recall, the consumer price index inflation
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in the first half of the 1960s was only 1.4%, very similar to where it
is today. By the end of that decade it had moved up to 5.5% and by
the middle of the next decade it was 11%. Inflation can rise very, very
rapidly.

The Fed has a so-called “dual mandate” — price stability and low
unemployment. But recently the Fed seems to have forgotten that the
dual mandate includes price stability. There is virtually no mention of
inflation in the Fed’s pronouncements except such formulaic statements
as “we do all of this in the context of price stability.”” But it is clear
that the Fed is really focused on slack in the labor market. I think it is
important for the Fed to reassure the public that it will not tolerate rising
inflation and will take steps to prevent a recurrence of rising inflation
even if that requires increases in the unemployment rate. Experience
has taught us that public confidence that the central bank is going to
prevent an increase in inflation makes it easier and less costly in terms
of increased unemployment to prevent or reverse inflation when the
time comes. Recalling the 1960s and 1970s, the Fed did not act strongly
enough and therefore allowed inflation to get higher and higher. I think
it is important for the Fed to confirm that as inflation increases it will
raise real short-term interest rates and stop or reverse that increase in
inflation. I think it is also important for the Fed to make clear that it
does not accept the view that allowing a higher rate of inflation is an
acceptable way to stimulate demand by reducing real interest rates. So
much for what I think the Fed should be saying, but it takes more than
just rhetoric. There needs to be a strategy of how the Fed will act when

inflationary pressures begin.
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What is the source of this potential future inflation? I heard a
statement very often that it is not that quantitative easing has greatly
expanded the money supply. Although the commercial banks receive
trillions of dollars of reserves, commercial banks did not convert that
into increases in the money supply. Instead, they deposited those funds
at the Federal Reserve. The growth of the broad monetary aggregate of
M2 over the last 12 months was just about 6%. The inflation risk is this.
Commercial banks will use the enormous excess reserves at the Federal
Reserve to start lending when corporate borrowers with good credit
are prepared to borrow. To some extent, the increase in lending will be
welcomed by the Fed and others until the economy is fully back at full
employment. But how will the Fed respond when lending is excessive
and leads to inflationary increases in demand? The Open Market
Committee and Chairman Yellen need to tell us how they will deal with
that.

The traditional strategy of intervention to increase the Federal Funds
interest rate will not work because commercial banks do not need to
borrow in the Federal Funds market. They have hundreds of billions of
dollars of federal funds. As an alternative the Fed could increase interest
on excess reserves. It pays interest on excess reserves and could keep
increasing that interest in order to cause the commercial banks to leave
their funds at the Federal Reserve. But paying higher interest rate on
excess reserves would create two setious problems for the Fed. First, it
would be politically awkward for the Fed to pay large amounts of money
to the commercial banks as a way of discouraging them from lending to

businesses and households. Second, it would also be politically awkward
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for the Fed to pay interest on the more than US$4 trillion of excess
reserves than it earns on the portfolio of bonds and mortgage-backed
securities that it holds. High interests on excess reserves, I think, are not
a viable strategy for limiting commercial bank lending, especially if those
interest rates have to be substantial to prevent increased inflation.

More recently, the Fed has been talking about a program of using
Repos (repurchase agreements) or reserve Repos to manage-short-term
market interest rates. What does that mean? Dealing in Repos is
essentially action by the Fed to sell securities from the Fed’s portfolio to
the market with the promise to buy those back at a price that implies a
desired interest rate. That would allow the Fed to deal with a wide range
of financial institutions, more than just the commercial banks, in a way
that obscures the interest rate that it is paying. But while using Repos
may obscure the implied interest rate, it would not stop the Fed from
losing money by paying more than it receives on its portfolio of bonds
and mortgage-backed securities. To be effective, the Fed will have to be
willing to push up short-term market interest rates high enough to deter
excessive commercial borrowing,

It is not at all clear to me how the process will in the end limit the
desire of banks to use their excess reserves unless the Federal Reserve
is prepared to significantly increase interest rates. The alternative to any
of these interest rate strategies is to use quantitative restrictions to limit
the banks’ ability to increase their lending. One form of that would be
to increase reserve requirements making it impossible for commercial
banks to use all of their existing excess reserves. A different way of

quantitative restrictions would be to increase the capital requirements
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imposed on the banks, particularly an increase in the leverage ratio. I
am not advocating any of this but I think it is important for the Federal
Reserve to explain now how it will prevent the banks from using their

current short-term assets to finance inflationary lending in the future.

Europe

Let me look first at the UK although it is not as important in the
global economy. The UK experience presents a useful lesson. The key
lesson is that combining fiscal authority with currency devaluation can
achieve both reduced budget deficits and increased economic growth.

In 2010 Britain had a cyclically adjusted budget deficit. In other
words, it had a budget deficit if the economy were at full employment,
according to the IME, at 8.4% (cyclically adjusted) of GDP in 2010. This
year that number is 3.9%. It has cut it by more than a half. Despite that
decline in the deficit, real GDP of the UK is now increasing at a rate of
2.8% this year. That is faster than any of the eurozone countries. The
UK unemployment rate is only about half of that in the eurozone and
its inflation is just about 2%. The UK still has other problems but my
point is that it was able to combine deficit reduction with growth of
demand by reducing its exchange rate. The pound fell by about 25%
against the dollar and more against the euro.

Let me turn to the eurozone itself. The good news is that the euro
has survived. There is now very little risk that any of the eurozone
countries will want to exit the euro. Mario Draghi’s promise that he will

do whatever it takes to preserve the euro has worked. It has succeeded
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in causing interest rates on government debts to fall sharply, both
absolutely and relative to the yield on German bonds, so that Italian
and Spanish governments’ 10-year bond interest rates are now down to
about 3.5%. That is the good news.

Economic activity in the eurozone, however, is still very weak and
there is little prospect of improvement any time soon. For the eurozone
as a whole, GDP growth is just about 1% and unemployment is at 12%.
Indeed, of all the major countries in the eurozone only Germany has a
real GDP growth more than 1% and an unemployment rate less than
10%. The other major countries have GDP growth rates of less than
1%. The unemployment rate in France and Italy is more than 10% and
it is more than 20% in Spain and Greece. There is no significant growth
at the eurozone level or in the individual countries. There is no other
significant strategy for making that happen, either.

The so-called fiscal compact requires all eurozone countries to have
budget deficits below 3% of GDP and debt ratios that are heading
to 60% with a threat of fines if they do not do it. In fact, it is not
happening, France, Italy, and Spain all have deficits greater than 3%, with
debt ratios over 60% and rising, Or course, no country is being fined.

The banking plan is supposed to have a eurozone-wide deposit
insurance and a eurozone-wide system of dealing with failing banks.
Those have been dropped completely. All that remains is some
centralized banking supervision. The individual commercial banks in the
eurozone are still doing very little lending and virtually no cross-border
lending, ending the idea of a common credit market in the eurozone.

The inflation rate in the eurozone has dropped below 1%, driven down

91



in part by a rising euro which has increased by 6% relative to the dollar
in just the past 12 months.

Mario Draghi speaks about trying to increase inflation and prevent
deflation but he has very limited tools for doing it. In my judgment, the
obvious policy for the eurozone would be to devalue the euro from now
US$1.40 per euro to perhaps US$1.10, roughly 20% devaluation. That
would not only raise the inflation rate back to the 2% target but also
stimulate exports, reduce imports and therefore raise the rate of GDP
growth. Although the European Central Bank has resisted this, the time

may have eventually come when it sees the need for action.

Japan

Let me finally say a few words about the situation in Japan. So far, the
Abe strategy appears as a success, although the structural reforms, the
third arrow in the Abe strategy, have not occurred. GDP and inflation
are both up. Inflation rate is now over 2% and GDP is increasing at a
1.5% rate. Yet, it is not clear how sustained this will be. The inflation
increase is driven by the increased import prices resulting from the 10%
fall in the value of the yen over the past 12 months. The increase in
GDP demand may reflect buying ahead of the scheduled VAT (sales tax)
increase, which is about to happen. When it does happen, real incomes
will fall and the incentive to keep buying will no longer be there.

To me, however, the most worrying aspect is that Japan still has
a budget deficit, a fiscal deficit of 8% of its GDP despite paying

virtually no interest on its national debt. Interest rate on Japanese

92



government bonds is at less than 1%. That means that Japan’s debt-
to-GDP ratio will continue to rise from its current level of more than
200% (abour 240%). With a current account surplus at less than 1% of its
government GDP, Japan will soon be forced to finance its government
debt on the international capital markets. When that happens, even is
widely anticipated to begin happening, the interest rates on Japanese
government bonds can no longer continue to be at less than 1%. A
normal interest rate on these bonds, say 3% with an inflation rate of 2%,
would add roughly 5% to the fiscal deficit. It is hard to see how Japan
resolves this without substantially higher VAT (sales tax) that will then
cause a downturn in the Japanese economy. I think they are on a non-

sustainable path.
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You provided a very comprehensive and insightful analysis
Q of key macroeconomic variables. My question regards your
comment on the US net exports in order to sustain the US recovery.
President Obama and Vice President Joe Biden have been pushing very
hard for the US open trade regime, particularly through the TPP and
TTIP. Korea is deeply interested in the TPP arrangement and process.
At this point, I believe the US Congress is very reluctant to approve
the trade promotion authority for President Obama. Furthermore, this
process is all occurring behind closed doors. We do not know where it
stands. How do you view this situation? Do you think it will go through?
How do you think that Japan and the US will resolve the conflicting

issues in the agricultural sector?

A With respect to TPP and the trade promotion authority or fast

track, fast track would give the President the ability to negotiate
a deal and then come back to the Congress for an up or down vote,
in effect taking away from the Congress the ability to modify what is
agreed in the international negotiations. Frankly, you need that to make
those negotiations work. Without it, nobody wants to negotiate knowing
that whatever you agree upon will be reopened in the Congress. It is
very hard, however, for the President to get that kind of authority. It is
not clear how much the Japanese in particular are going to be prepared
to give up to get TPP. The President has very little persuasive authority
with the Congtess at this point, in part because of the ill-will that has
been generated by recent negotiations or non-negotiations between

the President and the Congtress and in part because of the President’s
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own low popularity and the fact that we are coming up to an election.
Members of Congtess ate very sensitive to the fact that they are coming
up for an election in November and that if they make positions, it will
leave them open to attack for which they are going to pay a very high
price. I would say that it is less than 50% chance that we will actually see
TPP.

I'would like to ask your opinion on the possibility of carbon tax.
Q The US has enjoyed benefits of the shale revolution. However,
your Congtress is against implementing carbon tax. US business thinks
it is inevitable to implement the carbon tax system. There is a strong
recommendation that Obama push this carbon tax system through.

What is your view on this system?

A I personally would go along with some form of carbon tax.

The simplest thing would be to have a gasoline tax. If gasoline
prices come down as a result of the development of improved drilling
in the US, tax could absorb some of the lower pre-tax price that comes
about from that. That would be a good thing, If you recall, there was a
very elaborate carbon tax plan put forward with all kinds of givebacks
to individual states and localities when the Obama administration first
started. The states are very sensitive to their own local interests. If
you are a coal producing state, you do not want to tax on coal. I think
a comprehensive carbon tax is not likely to happen. A more targeted

carbon tax on gasoline, however, could well happen.
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You mentioned that the UK economy could achieve such a
Q successful performance was due to its exchange rate devaluation
despite its fiscal contraction. You also mentioned that Mario Draghi now
needs further devaluation of the euro. Perhaps, the UK has been lucky
to have that devaluation. How can the eurozone drive the exchange rate
devaluation? Should they hope to be lucky or do they have any policy

measure within their domain?

A I noticed that Mr. Draghi has recently begun to say that the

rising euro is a problem. Getting up to 1.40 to the dollar is a
problem for the eurozone, contributing to their deflation. That is the
first thing that he can do to signal to the markets that he is unhappy with
what is happening because he suggests that the next thing may be some
action. The primary form of action that could actually do it would be
direct intervention in the market for euro, actually selling euro to give
them a push down. A less dramatic approach would be moving from
the low interest rate available on deposits at the ECB to a 0 interest rate.
That would be more as a signal than as a pure incentive. If that does not
work, then intervention would make sense. Otherwise, they are going to
see the risk of moving to deflation and certainly continued low growth

of the eurozone economy.

You did not cover the Chinese economy. For the first time in
Q recent years, China recorded a trade deficit of US$23 billion.
There is quite a concern about a decreased growth rate of China. What

is the effect of this and what is your view on the Chinese economy?
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A I have a generally positive view of the Chinese economy. It is

going through a transition which inevitably cannot be counted
on to be perfectly smooth. Among its goals there was a reduced reliance
on net exports and more reliance on domestic demand and consumer
spending, retail activities, etc. We are seeing that happening, It would not
surptise me if it actually moves to a small negative trade number. That is
consistent with its goal of getting away from net trade. China had a 10%
GDP surplus just a few years ago. Last year it was under 2% and now it
is on the other side of 0%. What is concerning to me about that is not
what it means for China but rather what it means for its demand for
dollar bonds. As a country with a large current account surplus, it was a
big buyer of dollar bonds. With a current account deficit, it is not going
to be a buyer. If it wants to continue investing in oil, real estate, and
businesses, it will have to be sellers. I think it will contribute to upward

pressure on US long-term interest rates.

In the past, China grew at the rate of 10% but through various
Q recent reforms the number has dropped to 7.5%. Is China

in such a serious situation to put reform over growth? What are the

problems of China?

A I think China wants to transform the economy to be less

dependent on exports. Therefore, it will have a price in terms
of movement to a lower growth rate. It cannot be expected to keep
growing 10% per year. I first went to China in 1982 and it had more or

less 10% growth rates annually for three decades. That was a remarkable
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and wonderful transformation. But 7% is not bad. If China can
transform the economy more going into consumption and services,

it can create jobs in that way rather than very strong and concentrated

industrial growth.

I wanted to solicit your view on the US effort to onshore
Q industry or “home-shore” industry. It is not so much on
economic considerations as political ones. I would like to ask if you
think that this is a viable proposition and a desirable proposition given

the fact that it literally flies in the face of globalization.

A It is a politically attractive proposition. It is a good thing to talk

about diplomacy and constituents, but it is not happening, There
will be some of it happening because of the lower energy costs. One of
the debates in the US is to what extent we should allow the export of
gas from the US. Currently, we have a tremendous cost advantage. If we
keep that all bottled up, it will lead to some reverse onshoring, But I do
not think that it will be happening, Events with Russia and Ukraine will
speed up the granting of licenses to allow exports of gas from the US. I
do not see it as more than just rhetoric that politicians use to say they will

create jobs at home. I do not see it happening;

You mentioned that the Fed should start paying attention to
Q the future threat of inflationary pressure. Obviously, the Fed
does not feel that way at this point in time. Obviously, it feels that the

US economy is not yet ready to take off, so it remains concerned more
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about growth and employment, not inflation. What would be, in your
opinion, the data point that would give the wakeup call — not just to the

Fed but to the world — that we have forgotten about inflation?

A Probably, it would be increases in wages. Increases in unit labor

costs would do that. What I am calling for is for the Fed to have
a strategy and to explain a strategy, so that the public is confident that
when it begins to happen, we will not get a repeat of what happened
from the early 1960s over the decade after that taking us up to double-

digit inflation.

Many workers in Korea are interested in Obama’s recent
proposal to raise the minimum wage. What is its background

and future prospect?

A The minimum wage in the US affects very few workers. Many

people who would be subject to the minimum wage, about
US$7 per hout, are young people or students and the law does not
apply to them. So, it does not affect very many people. It is a politically
attractive thing for President Obama and it has succeeded in separating
the Republicans who oppose it from President Obama. It is probably a
mistake of the Republicans to oppose so forcefully the minimum wage
increase rather than to agree to some sort of compromise or gradual
increase. If they could get an agreement for the minimum wage to be
permanently linked to inflation, it would be very good for Republicans

because they would not have to face this debate every time a Democrat
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president or politician calls for higher minimum wage. Whether it will

pass or not, I don’t know: But that is my view of what should happen.

Can you comment a little bit on what impact you think global
imbalances have had on the global economy? It does not seem
like we are seeing any significant shift in this. We still have counttries like
Germany with huge surpluses which need to go somewhere. It seems to

be leading to other problems.

A You are right. Germany has just about all the trade surplus of

the eurozone. Germany and the Netherlands have the trade
surplus and everyone else has the trade deficit and when you put it
together you have a balance. I do not know if that is really a problem.
The problem is a lack of aggregate demand in all of these countties.
From an aggregate view, the global imbalances are not a significant
problem for the US. Within Europe I think the problem is more of
how to stimulate and increase economic activity in countries other than
Germany and the Netherlands rather than trying to shift demand within
the eurozone. There is no good mechanism for doing that. Telling Italy
and Spain and so on that they have to act more like Germans does not

seem to be a winning strategy.

What you said about what is happening in the US, increases
in house prices, mortgages, equities, etc., it seems like these
are ingredients for a ctisis, which I read about a few years ago. Except

this time it is the government and not the private sector. Looking at the
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history it seems that crisis will always repeat itself. Before, there was the

government to save the US economy. But who will be there next when

something hits the fan?

A I did not want to give the impression that imbalances in the

US, now the rising prices of equities, are being driven by the
government. They are being driven by the Fed in the same way that the
house price bubble and equity price bubble were before the downturn
in 2007. It is not government spending or policies. It is strictly the
Federal Reserve. I hope that the combination of cutting back on buying,
the tapering, will mean that the interest rates have already begun to
normalize. I think they could go up another 100 basis points or more to
get back to more realistic values. We could avoid the kind of problem
and not have to ask how to rescue it. Last time the rescue required
bringing together both the Fed and the central government because
monetary policy itself did not have the traction and the force needed to

deal with the downturn.
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