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Rebalancing the World Economy

Rebalancing
the World Economy

Paul A. Volcker

Chairman, President’s Economic Recovery Board, U. S.

It is a pleasure to be in Korea again, a country I have not visited in
quite some time. I first visited Korea in 1966, and for a while I visited
every ten years. As I have aged, I have found it difficult to keep up
with what has been happening here, but I must congratulate Korea
on the work that has been done, symbolized by its membership in
the OECD. These days the world is divided into the developed world
and the emerging world, and in many people’s eyes Korea remains
part of the emerging world. But in my mind Korea has clearly become
a member of the developed world. However, Korea is doing much
better, I am sorry to say, than most of the developed world.

We live, from my perspective, in an upside down world. The Asian
Financial Crisis was not so long ago, and Korea was severely affected
at that time. Now, less than 15 years later, Korea is one of the strong
points of the global economy and is emblematic of the prosperity of
this part of the world, and East Asia in particular, which contains the
brightest developments in the entire world. Meanwhile, the developed
world is caught in a difficult period of recession and unsatistactory
recovery. The contrast between the vibrant East Asia and the
developed world is quite striking.

I suggested today’s topic—rebalancing the world economy—some
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months ago, and it happens to be quite timely. This is precisely
what the G-20 will be discussing at the Seoul Summit, and for good
reason as the present world economy is unbalanced. It is unbalanced
in a way that cannot persist if there is going to be a thriving global
economy. I think everyone understands the general story of the 21
century, characterized in the United States by too much consumption,
too little savings, too much borrowing, and too little investment. This
is contrasted by China, but not China alone, of too little consumption,
too much savings, too much reliance on exports, and too much
investment. The U.S. dollar also plays a significant role in this story.
I never imagined I would be talking about other countries holding
trillions of U.S. dollars. T use to hear the word trillions in association
with the Japanese yen, but not the American dollar. This is not
symptomatic of a healthy economy but of an economy that has
problems and dangers that need to be corrected.

By now, the story of the United States is well known. The
overconsumption of the United States was easily financed, partly by
the inflow of money from Asia and the Middle East, creating very low
interest rates and speculation in the U.S. real estate market—financed
so easily by subprime mortgages. These mortgages were characterized
by borrowers placing very little down, and by banks not performing
due diligence in checking the basic creditworthiness of the borrowers.
Of course, this is all unsustainable, and there was some talk at the
time that the United States could not continue to borrow 4% to 5% of
its GDP, year after year, without running into a problem. At the same
time, economies around the world were out of sync, but this was
convenient for all parties involved. The United States likes to consume,
nations in Asia like to save, and this can be summed up in a single
figure that I often cite—consumption in the United States comprises
70% of GDP while in China it represents 35% of GDP. I think it is
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easier to say that 70% is too big, but it is fair to say that, over time,
35% is too small in terms of achieving balanced growth in Asia. But
the question remains on how a correction can be made.

Even though there is a lot of experience in making corrections
in economies over the years, too seldom does it come down
to intelligent, complementary economic policies. Usually these
corrections are triggered by a financial crisis when disequilibrium
becomes so great, the extensions of credit become so large, the
uncertainties become so apparent, that there is a real crisis in financial
markets. Clearly, there was a huge crisis in the United States, but not
in the United States alone. With that as the background, where does
the global economy stand now?

I think it is fair to say that a crisis has some therapeutic value. It begins
to force changes in the right direction, but it is a very uncomfortable
process. American households have learned that they need to save
a little more, maybe a lot more, to protect their future. Interestingly
enough, American companies, and large international companies in
particular, have come through this crisis in a relatively strong position.
The financial world, on the other hand, has been obviously disrupted.
It has only partially recovered and remains a danger point, an area that
still needs, in my opinion, a lot of work. Putting that all together—an
underlying imbalance in the economy and a major financial crisis—
almost inevitably results in a recovery that is not robust, but one that
is slow and labored. During an ordinary recession in the United States
inventories fall and then rise, business investment falls and then rises,
interest rates go down from high levels, and then there is a very rapid
recovery. In the mid-1980s, following what was previously the deepest
recession, the economy was growing 5% to 6%, at an annualized rate,
a couple of quarters into the recovery. There is no expectation that
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that kind of performance will be repeated this time around. There
is a lot of evidence that when there is a basic underlying economic
imbalance, and then a large financial crisis on top of it, recovery will
be slow. That is exactly what is happening now. Most projections for
economic growth range between 1.5% and 2.5%. That is not enough
to rapidly reduce the unemployment rate. That equates to a lot of
unhappiness, which was undoubtedly reflected in the recent mid-term
elections in the United States.

In this situation, T cannot offer great hope in the short run—the short
run being several years—of a much more rapid pace of growth.
Everyone knows about the recent actions of the Federal Reserve, and
I do not comment on monetary policy ordinarily, and T will not depart
from that today. But obviously the action that was taken—the so-
called quantitative easing two or QE2—to try to spur the economy is
not the kind of action that is likely to change the general picture that
I have described of a slow, labored recovery. It may be necessary to
keep the financial markets operating effectively, but it is not going to
change the underlying picture in my opinion.

Recently there has been a lot of discussion about exchange rates due
to problems disclosed in the international financial system by the crisis.
Unfortunately, people felt relatively comfortable about international
monetary affairs and financial markets late in the last century and
in the early years of this century. Somehow, the comforting theory
developed that free markets would take care of themselves, that there
would not be extremes of speculation. Sure, there might be some
ups and downs, but risks would be dispersed in such a way that they
would not be damaging to the economy as a whole. That kind of
comfortable feeling pervaded the academic world, and T am afraid it
pervaded the regulatory world, and it certainly pervaded operators
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in the financial markets that were making tremendous amounts of
money. It was a comforting theory, but I think what was demonstrated
was that financial markets cannot be relied upon to maintain their
stability and orderly pattern of distributing savings into productive
investment without some degree of governmental intervention, control,
and regulation. So the process of moving back in that direction is
under way, and I hope and trust that it will be done in a reasonable
way. The United States, to some degree, is leading that effort with the
recent legislation that was passed. While I do not love every part of
that legislation, and T would do it somewhat differently, on the whole
I think the basic principles of that legislation are important, useful, and
will help the evolution of the financial system in a constructive way.
I hope that other countries in Europe, and elsewhere, will follow a
similar pattern, but much remains to be done.

To provide some background on the recent actions taken by the U.S.
authorities, there has been a political backlash against government
spending. T think that the political situation makes it virtually
impossible to have a second large fiscal stimulus, however desirable
that may be—and there is some argument about the desirability
of a second stimulus. That puts more of the burden back on the
monetary authorities and helps to explain the action that the Federal
Reserve has taken. But let me also point out that while the market
is functioning quite well for some securities, corporate securities in
particular, the single biggest part of the capital market in the United
States is residential mortgages. The residential mortgage market is not
functioning in anything like a normal way. The federal government
has taken over Fannie Mae and Freddie Mac, and the government
insurance body—the Federal Housing Administration (FHA). These
three agencies are creating and financing 90% of all residential
mortgages in the United States. This is not a normal situation for the

10
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world’s greatest capital market. It has required continuing support from
the monetary authorities, who themselves have acted as a financial
intermediary to buy mortgages—a very unusual circumstance.

I have been speaking about a relatively slow, contained expansion,
but it is a time when there is a lot of work to do in order to deal
with the potential inflationary consequences of monetary policy.
That concern is not there today, as there is little inflation, but looking
down the road that concern is understandable considering the
combination of monetary creation and big budgetary deficits as the
economy recovers. One of the constructive things that must be done
is to develop a fiscal program that has some credibility in dealing
with the budgetary pressure so that balance can be restored in the
U.S. federal budget within a reasonable number of years, and the
federal debt will not continue to rise. Some of the discussion in the
political scene about the possibility of cutting expenditures is probably
exaggerated in practice, but there is no doubt that restraint is needed
on spending. However, it seems entirely likely that no matter how
much restraint on spending there may be, the tax system in the United
States will need a serious rethinking. It has had many weaknesses
even in normal circumstances. The corporate income tax is nearly the
highest in the world, and is unsustainable in terms of the long run
fiscal and competitive position. That needs to be repaired, but it is not
just the corporate income tax. A tax system that is more favorable to
investment and less favorable to consumption and housing needs to
be considered. That would be a major change.

While those changes are happening domestically in the United States,
there have to be complementary changes in the rest of the world.
The inexorable arithmetic is often forgotten. If U.S. deficits are to
decline, external deficits in particular, other nations’ surpluses must

11



Rebalancing the World Economy

also decline. There has to be some balance in the international system.
The need to achieve that balance is well-known and also well-known
is the lack of action in order to achieve that better balance. I am sure
that it is going to be the prime area of discussion during the G-20
Seoul Summit. Of course, there will be statements about the need
for achieving this rebalancing. When a nation’s deficits become too
large there should be an international consensus on complementary
action to assure that current account balances, or imbalances, are
moved toward equilibrium. The challenge will be to move beyond
the intellectual understanding and the talk to action. There is a
difference between speaking for public relations and speaking with
candor. T think we will see that distinction challenged as the leaders
get together. Will they be able to speak with candor, but come away
from these meetings about how to achieve that balance? Not all of the
emphasis should be placed on exchange rates, although that may be
a necessary part of the solution. Action also needs to come in other
ways. The United States needs to increase savings and investment,
and other nations need to increase consumption and improve social
safeguards and support for their own citizens. In the long run, that
is where both sides need to go. The degree to which exchange rates
need to change will be found in the market place, but we should not
resist changes where they are necessary.

My final message is that the American economy is in a slog. When I
imagine a slog I imagine someone walking through a swamp or the
tundra. Progress is made, but it is slow and dispiriting. Nevertheless,
the swamp has to be walked through to reach firm ground, even
though it is going to take some time to reach the destination. Through
the years, the strengths of the United States have been in innovation,
energy, education, and entrepreneurship. Those strength will rise
again, but not tomorrow in terms of economic activity. Patience,

12
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fortitude, and discipline are required to persevere through this period
and avoid running into the trap of impatience that may produce
actions that are counterproductive. The one thing that would surely
be counterproductive would be to feel that the situation can be
improved, that the economy can be sped up, by more inflation. I
think that lesson has been learned in the past, and it should be drilled
into our central banking mentality. It had better not be forgotten or all
the constructive work that remains to be done will be jeopardized.

A DISCUSSION BETWEEN
PAUL A. VOLCKERAND |[L SAKONG

It is indeed a great privilege to have the opportunity
to share the podium with Chairman Volcker to talk

Chairman

SaKon
J about the current status of the global economy. In

fact, Chairman Volcker was here in May 1996 and he gave a speech at
this very same venue. Since then, we tried to invite Chairman Volcker
many times, but a suitable time could not be found. So it is a very rare
and valuable opportunity to have him here this morning. Of course,
he covered a wide range of issues in which our audience is very much
interested. But given the time restraint I would like to move directly
into the discussion.

The global attention today is on Mr. Bernanke’s move, the so-called
QE2. The question I would like to pose to Chairman Volcker is about
the purpose and implications of this action for the rest of the world.
And finally, if he were still Chairman of the Federal Reserve, would he
have undertaken the same action.

13
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. Dr. SaK has ask: ies of i I alwe
Chairman r. SaKong has asked a series of questions T always

refuse to answer. It is common courtesy for me not to
Volcker

answer such questions as the people that make
decisions on U.S. monetary policy do not need me to second guess
those decisions. But let me say a few words. This language of QE2 is
after my day and I do not quite understand it. But there is one
peculiarity for someone who has been around as long as I have.
When I was in the Federal Reserve in the 1950s the Fed routinely
bought government bonds. It was not done in huge volume, but it
was considered a part of the normal conduct of monetary policy.
Occasionally there was intervention, presumably to affect interest rates.
Translating that to the present, the volumes are hugely different but
fundamentally, as I understand it, the object of this action is to try to
influence long-term interest rates, which was also true 50 years ago.
Of course, these markets are now much bigger, and it is taking place
in the midst of dysfunctional financial markets. It has all kinds of
drama and analysis attached to it. But at its simplest, it is an effort to
keep long-term interest rates a little lower, keep mortgage rates a little
lower, and help stimulate the economy. With interest rates so low to
start, I think the potential for making a very dramatic impact on the
economy is small. Therefore, the potential in having a strong effect on
economic activity is limited.

I suggested earlier that the chances of having a stronger fiscal
expansionary policy is also very limited. The authorities have
obviously come to the conclusion that however limited it may be, an
effort needs to be made to ensure that the economy continues to have
some forward momentum, particularly in the mortgage market. All of
that seems straightforward, but I do understand that it raises concerns
about potential inflationary pressure. I understand that, and T believe
the authorities understand it because I do not think a little prosperity

14
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can be bought with a little inflation. It has to be recognized that as the
economy gets stronger, inflation is a legitimate concern of everyone
that deals in the dollar, which is the entire world economy. Running
the world’s reserve economy is a great privilege in some respects, and
a great burden in others. The United States has to make sure that there
are no legitimate grounds to doubt its ability and willingness to keep
domestic prices in the United States stable.

If the United States was an ordinary nation, and the
U.S. dollar was an ordinary currency, I do not think

Chairman

SaKon
J the outside world would react as strongly. But the U.S.

dollar is a key reserve currency.

Chairman Right, the dollar is a kind of world currency. To

summarize an important motto of Woodley, if there is
Volcker

going to be a globalized economic world, and a
globalized financial world in particular—and it is almost certain that it
will continue for technological reasons—I think it must be assumed
that a globalized economy wants, whether they understand it or not, a
common currency. A common currency is important in facilitating
trade and finance, in taking risks out of business, and all the rest.
There is no formalized common currency. There is no world central
bank. But for reasons historic and otherwise the dollar fills that role.
Not because it is advertised or because it is particularly wanted, but
because it is convenient. It is so convenient that it sustains itself.

Right. The dollar became the de facto common
currency. For that reason, should QE2 have an impact

Chairman

SaKon
- on the U.S. economy, considering the current

household balance sheets and the U.S. financial system, the adjustment
should be made externally. Of course, that means it will affect the rest

15
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of the world, and is the reason why many nations are reacting so

strongly.
Chairman It does affect the rest of the world, but the question is
Volcker how much it should affect the rest of the world. As I

suggested, I am not sure it is going to affect the U.S.
economy all that much, and I am not sure that there is any substantive
reason for affecting the world economy all that much except through
expectations. Now, if this is interpreted as a gushing out of more and
more dollars over a period of time and leading to the threat of
inflation, then T understand why people are concerned and upset.
That is why the United States needs to be very careful in making sure
that this interpretation is not justified.

I fully agree. This issue involves very, very complicated
theoretical and empirical questions. But the market

Chairman

SaKon
J reacts very strongly, and the channel of impact will

be through capital flows. So for the people worried about capital
volatility, small open economies in particular, that is the concern
because if too much liquidity is pumped into the system it will
spillover.

Chairman We do not want to create more bubbles.

Volcker
. In fact, Chairman Bernanke was at the recent meeting
Chairman . o _
of finance ministers and central bank governors in
SaKong

Gyeong-ju. He said that he would be very careful
about this kind of action and the impact on the rest of the world. I
suppose he gave enough consideration in that regard, but it is still a
big concern here. As you know, I am the Chairman of the Organizing

16
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Committee for the forthcoming G-20 Seoul Summit. G-20 countries
have what is called the Mutual Assessment Process. If all of these
policy issues are brought into this process, there can be some
internationally coordinated and concerted effort. Throughout Chairman
Volcker’s career he has advocated international solutions to monetary
and exchange rate issues, particularly in this very integrated world.
That point should be emphasized. We would like to bring this into the
G-20 context to find a reasonable solution.

An international assessment process sounds good, but
it is difficult to do. What is also very difficult is

Chairman

Volcker
moving from an international assessment process to

an international doing process.

Chairman That is right. Fortunately, at this time we already have

Sakong policy templates covering the next 3 to 5 years from

20 countries. The IMF also worked on this, and it
came up with policy recommendations at Toronto. Now the G-20 has
ownership. I think this is a step in the right direction, rather than
individual countries reacting unilaterally. But that leads me to a related
question. I often recall Chairman Volcker saying, just after the Asian
Financial Crisis, that in the ocean of capital, ocean liners like the
United States may not be affected by small ripples, but the South
Pacific canoes can be greatly affected. So he advocated taking action
to stem capital market volatility. Chairman Volcker, do you still see the
necessity of having some mechanism by which capital volatility can be

reduced?
: I think this crisis has culminated a long period of
Chairman _ o . . .
Volcker disequilibrium. The previous view that existed—that

markets would stabilize when left to themselves—is

17
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largely gone and T think that is a good thing. The difficult thing is, if
more intervention is needed in markets, if more orderly international
monetary system is needed, if a system that is less prone to crisis and
large fluctuations is needed, how do we get there? That is a very
difficult question that becomes more difficult over time. Dr. SaKong
mentioned the ocean liner in a turbulent sea. Clearly, the ship is better
off than the canoe. When I was more active, the biggest ocean liner
was the United States. There was a small convoy of smaller ships
around the larger one, but now there are a number of large ones, and
that makes cooperation more difficult. That is why we now have a
G-20 instead of a G-5 or G-7. Everyone says more people have to be
involved, which is certainly correct, but on the other hand that reduces
the chances of getting a good agreement. That is a big challenge for
world governance.

Chairman That is certainly a daunting challenge for the G-20,

but so far the G-20 has been delivering in my view.
SaKong

The question is if the G-20 will continue to deliver in
the post-crisis period. The Korean government is working hard to
show the world that the G-20 still works, even after the crisis.

. I would like to go back to the easiest part of this that
Chairman

Volcker has not been discussed. There was a break down in

the financial system, and there is a feeling that general
reform is needed. However, there is also a lot of resistance to reform.
At the end of the day, after this great financial crisis, the question
remains if the world will end up with reasonably consistent regulations
and supervision or significant differences in regulations. In my
opinion, the more large differences there are, the weaker the system
will be. It will make it difficult for some nations to maintain a high
degree of discipline. This is a nice, concrete challenge, and it is being

18
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played out in Basel. Everyone says higher capital standards for banks
and better liquidity standards are needed. But look at how long it has
taken to try to get uniformity at Basel. Many of the more difficult
decisions have been put off for years. I think progress has been made,
but it has been very difficult on what should be the easiest of all the
international regulations. What will be done about the so-called issue
of too big to fail, which preoccupies people in the United States and
Europe? Will large financial institutions that get into trouble continue
to be assisted with their creditors being rescued? In some cases the
equity holders and management are being rescued. Of course,
everyone wants to move away from that, but can it be done?

There needs to be some degree of consistency among nations, and
while T think there is some progress being made, it is inconsistent
progress. I do not know the position of Korea on this, but the U.S.
financial markets have become enormously developed, and maybe
overdeveloped. A huge amount of resources are poured into financial
markets. The pay is out of sight in terms of what anyone thought
was reasonable a few decades ago. At one point, profits in financial
markets in the United States were 40% of all profits in the entire
nation, and those profits were measured after bonuses and benefits
to employees. On the face of it, that industry, accounting for 40%
of all profits in the country, suggests that something is wrong. In
fact, something was wrong and it collapsed, bringing down the real
economy in the process. Now, will the financial markets be rebuilt in
such a way that redirects them back to doing their duty, so to speak, of
allocating capital efficiently? Or, will they remains what really amounts
to a casino? There are two great instruments, two recent inventions,
in capital markets that did not exist 15 years ago. One, credit default
swaps. They were invented for a seemingly limited purpose—to
provide protection for what were basically corporate credits. In 2007,

19
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there were $60 trillion of credit default swaps outstanding against $10
trillion dollars of credits. How can there be insurance for 6 times the
volume of what is being insured against? It is just an indication that
it had become a kind of speculative vehicle. 20 years ago, owning a
mortgage in the United States was 20% down, and someone from the
bank went around to check up on the borrowers. That was forgotten
about. Before the recent crisis, mortgages were made with literally
nothing down, with no inspection. It created a nice bubble in the
housing market, with rapidly rising prices, and then it collapsed. There
has to be some understanding in dealing with that kind of excess.

Chairman Volcker, in your earlier remarks you
mentioned the so-called ‘Volcker Rule’ which is
related to the Dodd-Frank bill. You said you are
reasonably satisfied with that.

Chairman
SaKong

) Let me make a little plea since T am here and I have a
Chairman . , ) . .
nice audience. My point was specifically that commercial
Volcker I .

banks should be prohibited from proprietary
speculative trading, either directly or in the form of hedge funds or
equity funds. The philosophy behind this is that commercial banks, in
my view, perform an absolutely essential function in the economy.
They run the payment system, are the principle supplier of credit to
small and medium sized business and consumers, and they provide a
back up to even large credits. The whole commercial paper market in
the United States is supported by commercial bank guarantees.
Countries have protected commercial banks for decades, really for
centuries. They have access to the Federal Reserve when they have a
liquidity problem, to deposit insurance—in a crisis deposit insurance is
automatically increased—and they are heavily regulated. That is fine

because they are important and I think that should, and will, continue.

20
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But we should not induce or permit those institutions to engage in
essentially speculative activity which does not involve a customer
relationship. The SEC rules have made a distinction. If there is a
customer relationship, if a bank is an underwriter, or is trading for its
customers, it has a responsibility to that customer of a fiduciary nature.
It should not have a conflict, and the customer should be fully aware
of the nature of the transaction. Just trading in the market, there is no
customer, but there is a counterparty instead. The counterparty is
anonymous, and therefore there is no fiduciary responsibility.
Commercial banks are built around serving the needs of customers,
and speculative trading does not serve customers directly. It serves the
need of those speculating. That is an entirely different cultural affair
than traditional commercial banking. Mixing the two is a serious
problem. T would say let the speculative activities proceed, but not
under the protection of the government. Tax payer money should not
be put behind institutions that are involved in speculation. So, let’s
draw a line. In the United States there are only a handful of
commercial banks, very large commercial banks, that engage in this
kind of activity. Most banks are not affected by these restrictions, but
some banks are. Traditionally, I do not think this has been enforced.

. Chairman Volcker is often quoted in the press in
Chairman

believing that the greatest innovation and invention
SaKong

introduced in the financial community is the
introduction of the ATM.

I would like to offer a reward to the first Ph.D.
dissertation that can prove to me that the tremendous
growth and development of these financial markets

Chairman
Volcker

have had a favorable effect on the productivity and growth of the
economy. Productivity was no greater in the last ten years than it was
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earlier. The same is true for growth.

I think the quote is exaggerated, but I think it says
that financial engineering’s impact is limited. For now,

Chairman

SaKon
2 let’s stop here. We have quite a distinguished

audience today, and the Q&A session is likely to be excellent. Let’s
begin to entertain questions from the floor.

E What will be the effect of the November 2™ U.S. mid-term elections
on domestic financial regulation? Will it affect the legislation which has
already been passed?

A There was an election in the United States, and it was obviously
an anti-administration vote. I think that it reflected a lot of frustration,
even though the administration stopped the recession and threat of
depression. No one is happy with the speed of the recovery and
unemployment remaining near 10%, without any clear prospect for its
decline. What is the effect going to be on financial regulation? I really
do not think there will be much effect. There is one school of thought
that harks back to the basic philosophy of some years ago. That is, the
less regulation the better. I do not think that is a sustainable view,
politically or otherwise, and it will not be the main line of the
Republicans in Congress. They may want to change some specifics,
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but T do not think they will change the general thrust of the law that
has been passed or the work that is being done on Basel. That is
where you get international consistency.

I hope there continues to be strong recognition of the importance
of international consistency. There was kind of an odd debate about
a particular provision, a very important provision, at the time the
law was passed. The Democratic majority said this provision would
deal effectively with the too big to fail problem. Just to explain a
bit, a resolution was enacted which would provide authority to
the government to take over a large failing institution and meet its
immediate obligations so that the market is not totally disrupted.
But ultimately, the legislation demanded that once the government
takes over the institution that institution must be liquidated. The
stockholders will lose, the management will lose, and creditors
will be placed at risk. The legislation says there is no alternative.
There is a lot of skepticism about whether or not that works, and
somehow the opposition took a view that I believe is not tenable.
The opposition stated that by addressing this problem in law and
providing any opportunity to deal with even tomorrow’s obligations
of troubled institutions, this is essentially equivalent to saying there
can be government intervention to save institutions. It seems that they
are misreading the legislation or willfully lack the confidence in the
ability to administer the legislation. I understand the latter, but it will
not be helped by not having the legislation. The legislation did not
exist before and these institutions were rescued. The whole purpose
of the legislation is to reduce that possibility. This is not only true
in the United States, but there is kind of an intellectual consensus
that something like this should be done in Europe. These really
big institutions are international, and there needs to be consistent
treatment when they fail, whether it is a European institution operating
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in the United States, or vice-versa, this is one area where consistency
is needed. I do not think that will change, even though it has been the
principal area of controversy in the legislation. Basically, there may be
changes in some details, and there should be changes in some details
that are kind of explanatory, but the basic thrust of the legislation will
not be changed.

E What will be the impact of the recent U.S. legislation on the Federal
Reserve?

A One of the peculiarities of this whole thing is that the Federal
Reserve has been heavily criticized, both because of its monetary
policy—rightly or wrongly—being blamed for keeping interest rates
too low for too long and contributing to the housing bubble, and at
the same time their regulatory authority was not used to deal with the
bubble or other weaknesses in the financial system. The Fed received
a lot of criticism, from people in Congress in particular, and people in
the public that said the authority of the Fed should be reduced.
Instead, it was suggested that an independent regulatory agency, as in
Korea, where one agency does all the supervision be established. The
Fed came out of this legislative process with more authority rather
than less. In one way, I think that is appropriate because I have
always thought that the Fed, as the central bank, was in a better
position to conduct banking regulation than other agencies. The
regulatory authority could complement monetary policy, and vice-
versa. That was particularly true, and should have been true, before
the crisis and is true after the crisis. So that is what has been left, with
the Fed as the strongest regulator, but that does have some dangers
over the long run. The more authority a central bank has the more
subject they will be to political pressures. So we will see how that
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works out, but right now the Fed is in a stronger position legally than
they were previously. That does not mean they will not be
controversial, but they have dodged a bullet so to speak. I hope they
can effectively discharge that responsibility.

e What are the implications for the second round of quantitative easing
undertaken by the Fed for the U.S. economy and the world economy as a
whole?

A First of all, the action of the Fed is directed toward the American
economy which is their responsibility when facing slow growth. They
are trying to drive interest rates a little lower to encourage growth in
the American economy, which T might say is not unimportant from the
standpoint of the world economy. T do not think anyone wants to see
the U.S. economy relapse into another recession. So I would think, to
the extent that this act is important and necessary to support the
American economy, it is very much in the interest of the world
economy. As I indicated, T do not think it is going to have a dramatic
effect on the U.S. economy. The Fed is looking for options to deal
with a sluggish economy, and this is the limit of what they can do,
and should not make a dramatic difference. I understand there is a lot
of liquidity in the world, and particularly it goes to the economies that
are performing better. In terms of rebalancing the world economy the
responsibility is not all on one country. It is necessarily a
complementary process.

If a certain large country is worried about excessive liquidity in the
domestic market, and is worried about the possibility of bubbles
domestically, it has some responsibility for its own actions that make
its domestic economy unstable and potentially fragile. As far as
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exchange rates are concerned, I do not want to see them protected,
but I do not think exchange rates are the whole problem. Any country
which fears it is getting an expansionary or inflationary process at
home, and its own economy is getting unbalanced, might want to
consider whether appreciation of the exchange rate is desirable or not.
It is obviously a relevant consideration. I am sure it is being debated in
China. But it is nothing that can be ignored, with all the responsibility
placed on someone else. That is not the way the world is. The
response has to be complementary actions by different nations. As I
emphasized earlier, in my view, the primary responsibility of the Fed
is to make sure the dollar is stable at home. I do not see any strong
case generally for a weak dollar. The dollar is overvalued against the
euro, but the euro has its own problems. The Japanese currency has
its problems too, in the other direction. This is not a one way street,
but there is a clear responsibility for the Federal Reserve, and they had
better not forget it, to maintain the stability of the dollar in the United
States. I do not think the recent action is inconsistent with that. It
would be inconsistent if the Fed kept this policy up year after year and
never pulled back. Obviously, that would be totally irresponsible. But
then one is worried about what could happen in three or four year’s
time. T assume the Fed is strong enough and intelligent enough that
they will not permit infinite increases in dollar liquidity when it does
not fit economic circumstances.

E Doesn’t the Fed’s QE2 create the possibility of bubbles in emerging
markets?

A 1 think there are some risks of bubbles in emerging markets, and
it is a concern. But emerging markets should not feel that they can live
indefinitely on huge export surpluses.
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@ Are targets for deficits and surpluses of current accounts suitable
instruments for G-20 nations to begin rebalancing the global economy?

A 1 think it is a useful effort to try to bring international attention to
the fact that this is a multilateral problem and not a problem for any
one country. It is not only a problem of the United States and China.
China says it cannot move because it is unsure of what the rest of Asia
is going to do. If the rest of Asia does not move with them, their
competitiveness will be hurt, employment will be hurt, and the vigor
of trade will be hurt. In a sense, the United States says China should
act, but China says the rest of Asia should act as well. This is true, but
the basic point is that everyone needs to get together and decide what
to do. It is not a simple bilateral problem. It is not a simple exchange
rate problem. Why does the United States overconsume? Yes, the
exchange rate was cheap vis-a-vis the RMB and that may have
contributed, but that was a small factor. That is a matter of internal
policy. Why is Chinese consumption so low? What is going on in
Chinese society and economy that makes it so dependent on exports
when that is clearly unsustainable? The rest of the world cannot absorb
all of those exports without creating imbalance problems. China
cannot live on a huge export surplus indefinitely, just as the United
States cannot live with an external deficit. So the nations need to come
together as neither side can solve the problem alone. And those two
nations cannot solve the problem alone. Korea, Japan, and Vietnam
also need to be involved.

E The BOK is facing a dilemma between exchange rate stability and
price stability. Which should be more emphasized in monetary policy? The
former requires low interest rates and the latter requires hiking the interest
rate. Now, with quantitative easing in the United States, emerging market
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economies may face similar dilemmas. What would be your
recommendation?

A Well, I am not going to comment on Korea’s monetary policy. It is

very simple for me to say and very difficult to do. It is an old, old
problem that will never be completely solved. However, there needs
to be some understanding that there is a common problem that will
not be resolved by any one nation because every nation, in a
globalized economy, is interdependent. If that is forgotten, nothing
will work very well. The value of the dollar is also a concern in the
United States. Sometimes there are comments that say the solution to
the problems in the United States economy is a little more inflation. I
do not understand that. A sure fire way to ruin the American economy
is through a little more inflation.

E China, as a rising economy, may want to see its currency become the
international settlement currency. What conditions must be met for the
RMB to reach that status? Also, do you predict that China’s economy wiill
overtake that of the United States by 20207

A This is an interesting question about the evolution of the
international monetary system. I think this is quite possibly one way
that the world will go over the next few years. But if China is going to
serve the role of being a central force in the Asian economy, it is going
to have to open up its markets. People will not rely upon the RMB for
international trade or holding their reserves if the financial markets are
closed, and if the Chinese government appears to have a habit of
acting capriciously in terms of the way it controls financial markets.

If China continues to grow at its present speed, it will approach
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the U.S. economy in terms of economic weight. It has very close
trading relations, increasingly so, with other nations in Asia. So,
one evolutionary path, which I think is more likely than not, is that
some kind of regional Asian currency arrangement will be arrived
at, there will be increasing central bank cooperation, and something
approaching a regional IMFE. If China becomes more liberal, not just
in regulations, but if its behavior in general is more open, that is one
possible evolution. The euro would be the currency in Europe and
Africa. The U.S. dollar would still be important, and there will still be
problems between the different areas, but those problems might be
manageable.
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Welcome
Speech

Richard E Wacker
Chairman, Korea Exchange Bank

Distinguished guests, ladies and gentlemen,

I am pleased to welcome you here to this morning’s distinguished
lecture with Chairman Paul Volcker.

I would also like to express my appreciation to the Institute for Global
Economics and the Korea Investment Corporarion for organizing and
supporting today’s forum. We are very fortunate that Chairman Volcker
has accepted our request to travel so far and shared his thoughts with
us this morning. It is really a great opportunity.

As you know, the theme of today’s forum is “Rebalancing the Global
Economy,” and as you are all well aware, the global economy is
still wobbling following the recent financial crisis. Government
policymakers and business leaders around the world are still struggling
with a host of challenges, uncertainties, and decisions that will be with
us for many years to come. It is a time that requires wise, informed,
and thoughtful leadership, so it is natural that Chairman Volcker has
once again come into the spotlight as one of the leaders who will help
meet those challenges.

Chairman Volcker’s reputation was widely established when he, as
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chairman of the U.S. Federal Reserve in the 1980s, displayed the
courage and conviction to slay the inflationary dragon that was
ravaging the U.S. and global economy at that time. But there are
many other examples where, because of his principled and strong
leadership, he was asked to take on issues that few could, or would,
take on. Whether it was the Holocaust victims’ settlement, the U.N. oil-
for-food inquiry, or the Arthur Anderson-Enron accounting scandal,
in each case, Mr. Volcker brought about resolutions and changes
that have shaped our world for the better. So it was no surprise
that President Obama called upon him to be the chairman of the
President’s Economic Recovery Board in the middle of the recent crisis.
And once again, he has largely shaped the long-term direction of U.S.
financial policy and bank reform legislation, including the now-famous
Volcker Rule. A former U.S. senator, Bill Bradley, once described Mr.
Volcker as the voice of calm in times of financial crisis, and above all,
he has been candid in a world where candor often takes second place
to public relations and spin. So today, I think, as we run up to the
Seoul G-20 Summit, it could not be a more fortunate and opportune
time for us to hear the insights of Chairman Volcker. I thank you all
for coming to learn and exchange your ideas to rebalance the global
economy. Thank you.
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Introduction of
Paul A. Volcker

Young-wook Chin
President & CEO
Korea Investment Corporation

Good morning, ladies and gentlemen, and distinguished guests,

As a co-sponsor of this meaningful event, I am honored to introduce
our speaker, Mr. Paul Volcker, Chairman of President Obama’s

Economic Recovery Advisory Board.

In the course of his career, Mr. Volcker worked in the U.S. federal
government for almost 30 years. From 1979 to 1987, he served two
terms as Chairman of the Board of Governors of the Federal Reserve
System, first appointed by President Carter and re-appointed by
President Reagan. He is credited with playing a leading role in ending
a period of high inflation and restoring a base for sustained growth.
Before becoming the Chairman of the Fed, Mr. Volcker spent four
years as President of the Federal Reserve Bank of New York. He was
also previously Undersecretary of the Treasury for Monetary Affairs
from 1969 to 1974.

Upon leaving Washington in 1987, he became Chairman of
Wolfensohn & Co., a company concentrating on the provision of

investment banking services to a limited number of large domestic
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and international organizations. He retired as Chairman and CEO of
Wolfensohn when it merged with Bankers Trust Company.

In November 2008, President Elect Obama appointed Mr. Volcker as
the chair of the President’s Economic Recovery Advisory Board.

Educated at Princeton, Harvard, and the London School of Economics,
Mr. Volcker is a recipient of honorary doctorates from each of his
alma maters, as well as a number of other American and foreign

universities.

Ladies and gentlemen, please join me in welcoming Mr. Volcker.
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