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HONG KONG
trillion or rwo trillion dellars here, a few hundred
billion there, the stimulus numbers coming cut of
the United States, Europe, China and (maybe) Japan
have the capacity to shock and awe, or to be too big
tc be meaningful.

All of these countries are in a position to print more money
without having to worry much about the short-term con-
sequences of sky’s-the-limit bailouts and pump-priming.

But the one truly shocking figure for
those concerned about the global dimen-

ity growth caused by U.S. deficits there may not seem need
for yet more.

But those global foreign-exchange reserves are very un-
evenly distributed, and, with the U.S. current account deficit
likely to plunge and neither the Euro area nor Japan likely to
go into significant external deficit, new money is needed in-
ternationally.

Another route could be for the IMF tc act as an intermedi-
ary in enabling developing countries with sound fiscal re-

cords to seil local currency bond funds to
central banks or even pension funds and

sions of the crisis is that the International . : private investors in countries with big
Mopetary Fund is having to plead for a The international lender surpluses. The Asian Development bank
paltry $150 billion. of last resort has to b has already started doing this in a minor

The IMF's managing director, Dominique 8 way with its listed Asian Bond Index
Strauss-Kahn, recently said that this amount for funds to help the Fund.

would probabiy be needed to help counter
the impact of the worsening global outlook
on emerging markets and poorer countries.
He was right te be chiding the daveloped
world and the major holders of very large foreign reserves,
all advocates of globalization, for failing to take a global view
of the crisis.

That the head of what is supposed to be the international
lender of last resort has to beg for what is, by current stan-
dards, such a tiny amount sums up just how broken the inter-
national system has become. Unless some mammoth efforts
are made very soon to fill the void being left by the sudden
collapse of exports, particularly of commodities, which have
plunged in price, much of the developing world will scon
find itself having to cut spending rather than stimulate de-
mand, thereby deepening global recession and adding to the
miseries of the global financial sector.

An additional consequence, especially damaging for the
West in general and the IMF in particular, is that the Asian
drift toward setting up a regional alternative to the IMF will
be given a big boost. As much for political as economic rea-
sons, China, Japan, Taiwan and Singapore — which all have
huge foreign-ezchange surpluses, will focus on ways of lend-
ing to Asia's deficit countries rather than helping emerging
markets as a whole through the global institutions.

The IMF's 3150 billion is paltry by any standard. It is just 8
percent of China’s reserves and 4 percent of the combined
reserves of the six other leading East Aslan economies. It is
also puny when measured against the needs of countries
with open foreign-ezchange markets needing safeguards
against sudden, possibly irrational, ouiflows.

Even South Korea recently found that $200 billion in re-
serves was barely enough to stem a crisis. The problems
looming for those many developing countries with modest
reserves and rapidly deteriorating trade balances are alarm-
ing. The collapse in prices for commeodity producers will
help most of the developed world and China, which do not
need help because their currencies are accepted as reserves,
ot, in China's case, because its reserves are so large.

Clearly the IMF really needs a lot more than an additicnal
$150 billion, or some new or revived mechanisms for provid-
ing both liquidity support to emerging markets and ensuring a
flow of longer-term capital at a time when lending by the
banking systems of most advanced countries is constrained by
their need to rebuild capital destroyed by the U.S. meltdown.

Ornie such mechanism could be a revival of issuance of Spe-
cial Drawing Rights, a device created in the late 1960s to sup-
plement global reserves and by extension act to increase cap-
ital flows to developing ccuntries. After years of rapid liquid-

world’s poorest nations.

Indeed, Asia may already be quietly
quite advanced in regional cooperation,
ignoring the IMF. In addition to the Asian
Development Bank, and the activities and
[UmMErous CUITeNcy swap arraligements between Asian cen-
tral ban ks, there is evidence that Asian institutions have been
active in supporting dollar bond issues by countries in the re-
gion, like the Philippines, at a time when emerging markeis
instruments generaily have been shunned.

Such regional cooperation is in many ways admirable. But
unless matched by efforts elsewhere, it could lead to a divide
that strengthens existing tendencies towards regional trad-
ing blecs. That would be to no one’s long-term benefit. But it
will happen if Western countries continue to fail to grasp the
global ramifications of what is occurring to theiz own econ-
omies — and to fail to recognize that they still hold most of

-. the keys to the international financial and trading system.
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Coordinate a global stimulus for this crisis

Kemai Dervis and Juan Somavia
Geneva

As recession spreads around the world,
the global production networks that arose
with the globalization of the world
economy have become sources of
cutbacks and job losses. Postponing
purchases of new winter coats in the
United States means job losses in Poland
or China. These losses then translate into
reduced demand for Americanor
German machine tools.

Unemployment and reduced sales then
feed back into new losses in banks’ loan
portfolios, further weakening the battered
financial sector. As a result, anxiety,
hopelessness and anger are spreading, as
what was a financial crisis becomes an
economic and human crisis. Unchecked, it
could become a security crisis.

Trying torescue the financial sector
without supporting a recovery in terms of
businesses, jobs and family purchasing
power will not work. Whatisneededisa
large worldwide fiscal stimulus to
counteract falling private demand.

Different countries’ capacity toact
depends on their indebtedness. foreign
exchange reserves and current-aceount
deficits. Germany and China cando more
than others. The United Statescando a
lot, in part because of the dollar’s status
asthe main international reserve
currency. Low interest rates mean that
the additional debt burdens from public
borrowing can remain manageabile.

Moreover, if the stimulus succeeds and
leads to an early recovery, the additional
income gained may more than offset the
increase in debt. Given the collapse of
commodity prices and excess production
capacities, there isno short-term inflation
danger, even if part of the stimulus is
financed directly by central banks.

Several countries have already
announced measures, but what do they all
amount to? Some constitute “new” money,

~while othersrepresent existing

commitments brought forward. We need to
assess the quality of these packages.

The argument is strong for providing
stimulus through increased government
expenditures rather than relyving ontax
cuts, because panicked consumers might
save the money instead of spending it. Debt
and inflation will reappear as
medium-term problems, so it is crucial
that the fiscal ammunition helps long-term
productivity, growth and sustainability.

Of course, fiscal stimulus does not
mean just throwing money at the
problem. We should remember that what
growth there is in the world economy in
2009-2010 will come mostly from
developing economies,

Each country may hope that others will
stimulate their demand while it preserves
its fiscal headroom, thereby relying on
exports as the engine of recovery. Each
country may also be tempted by
protectionist measures, trying to
preserve domestic jobs at the expense of
imports. Such beggar-thy-neighbor
policies in the 1930s aggravated and
deepened the Great Depression.

The auto industry is a good exampie.
Measures tokeepthe industry afloat in one
country look like unfair competition to
others, A collapse in the world's car
industry must not fuel a deeper recession.
The answer is to coordinate a global
recovery package, which createsthe
opportunity to point recoveryinthe
direction of a new generation of
fuel-efficient and low-carbon-emission
vehicles and green jobs.

Global coordination will increase the
effectiveness of everyone’s actions.
Moreover, fairness and security
considerations demand that the most
vulnerable, who had no role in the making
of this crisis, receive support.

Extending social safety nets helps the
most vulnerable and is likely to have high
multiplier effects. as the need to spend is
mosturgent for the poorest people.
Training programs, including for green

jobs, should he significantly increased.
Public expenditures must be focused on
programs with strong employment
content, such asinsmall-and
medium-scale infrastructure projects
and support to local governments.

Credit lines should be kept open to
smaller businesses, which employ the bulk
of the world’s workers but have the least
access to credit. The use of social dialogue
for crisis management should be
increased. to rebuild trust. Donors must
maintain the promised (and modest) levels
of development aid to poorer countries. The
availability and affordability of trade
finance should be improved.

The International Monetary Fund and
central banks should increase liquidity in
acoordinated fashion in the form of
short-term credit to emerging-market
economies suffering from cuts in capital
inflows and export earnings. The World
Bank should increase lending to help
finance growth-supporting expenditures
indeveloping countries. Tangibie
progressisneeded in global trade
negotiations inorder tosignal that the
world economy will remain open.

Meanwhile, the world must build new
economic institutions, The International
Labor Organization’s Decent Work Agenda
of employment and enterprise. social
protection, sound labor relations and
fundamentalrights at work creates a solid
platform for fair globalization.

This crisis is also an opportunity. as it
has shown that the destinies of countries
worldwide are linked. Policy coordination
and a global strategy that instills
confidence and creates hope will bring a
quicker and stronger recovery tous all.
Kemaj Dervisis the executive head of the
United Nations Devslopment Program; Juan
Somaviaisthe director general of the
international Labor Organization.

(£ 2009 Project Syndicate
(www project-syndicate.org)
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economy
‘worsening
rapidly

Downbeat report
from Cabinet Ofhice
Consuner index
falls to record low
By Mure Dickie in Tokyo

Japan's economy is Cworsen
g rapidly” amid plunging
industrial prodoction. falling
exports anld worries about
Inoming large scale javoffs,
the government declared
vesterday in the latest in a
series ol increasingly gloomy
ASKORSMETTS.

The downhbeat
in  the Cabhinet  Office’s
monthly economic report
vame as its separate index of
consumer sentiment fell to a
record low, underseoving the
way in which fears about the
prospects for the world's see-
ond  largest economy have
spread throughont the pop-
latiun

The index of consumer
vonlidenes among house-
hoids of two or more peaple
fell to 26.2 points in Decem-
ber, down from 284 points
the previous month and the
worst resull since the index
was created in 1082

By adding the word “rap-
ily™ 10 its assessment of the
downturn. the cabinet high-
lighted the difficulty of find-
g any reason to hope for a
near-term recovery in the
economy, which contracted
in the seenrud and third quar-
ters of last vear and is
clearly still mired in reres
sion

Indusirial dutpot, exports,
individual vonsumption and
housing starts were all even
weaker than they had been
in December. the rabinet
said. "There is a veed to be
aware of the risk of further
downward pressure on the
ceonomy” as the global

Assessment

financial crisis (eepens and
stock and currency markets
experience extreme volatil-
itv. it said.

“It is feared that the rapid
decline in industrial output
will cause large-scale adjust-
ments in emplovment.” it
addded.

The government of Taro
Asn, the prime minister, is
struggling to push a package
of stimulus measures and an
pronnmy-hoosting budget for
the vear beginning in April
through the Diet in the tace
of opposition from a resur-
gent Democratic party.

However, few economists
expect the measures to he
enough to restore the econ
omy tn health. with more
attention focused on the
likely impact of goverpment
stimulus palicies tn the vital
expurt markets of the US
anid China.

“ANyY economic recove
lis aet] to be driven by exter-
nal facters rather than
domestic ones.” said Klichi
Murashima. economist at
Nikko Citigroup in Tokyn,

After cuiting its target
mterest rate to just 0.1 per
rent last month. the Bank of
Japan also has little room
for further conventional
action to support growth,
while its efforts to ease
access to credit for jocal
compatiies appears to have
had only limited effect.

The central hank, which
holds a monetary policy
board meeting this week. is
coming under increasing
pressure to ease the credit
crunch by directly buving
corporate debt on its own
actount.

The BuJ is also expected to
sharply revise down its eco-
nomic forecasts for the vear
heginning in Apcil

www._ft.com/asiapacific



FINANCIAL TIMES WEDNESDAY JANUARY 21 2009

Five lessons in global diplomacy

Javier Solana

he US s 1ot just another coun-
try and its president s not just
anolher politician, Whe he is,
the choices he makes, matler
to billions of people around tlwe globe,

There is ne necd 1o tell President
Barack Obiuna that the world is moessy
and complicated or to list the many
things that need (o be done. We hope
that Mr Obama and his team have also
noted the plices That have seen steady,
somelimes dramatic, progress in recenl
Years China, Indonesia, Brazil and
contral Earope to name g few.

Suceesses can look after themselves.
It is the problems aud failures that he
and others will have to locus on. In
many cases, we understand the nature
uf the problom and even know what
e solution looks like. Sometimes - in
the Middle East, for example  we have
known for years. The real question is
how to implement it.

Of course, every country is different,
every problem particular. But experi-
cnce over the years (including my own)
sugpests some key ingraedients for tack-
Hirg international problems.

IMirst, the solulion is always political,
Civil wars, inter-slate conflicts, prob-
lems with energy, climate chuange or
nuclear non-proliferation  all of these
require paolitical settlements that take
account of the interests of all involved.,

Power is aboul mwore than just mili-
tary or financial muscle; legitimacy is
important too. Sometimes, it is the
most important element, There will be
no solution in Palestine that does not

take account of the rights ol the Pales-
tinjins, weak as they may appear.

Second, intervention must always
servee a political strategy and take
accountl of the facl that foreign policy
is all about the domestic politics of
others. Domestic pelitices matter
because they limit what is achievable
in negotiations (for example, over how
much carbon dioxide emissiens can he
reduced or tariffs cut in trade). This is
never more the case than when the
problem is a dispute over the control
and legitimacy of the state  {ake the
Democratic Republic of Congo or Iraq.

In the Balkans and elsewhere, the
alm ol erisis management has been to
create o space for politics o work, But
functioning politics is one thing that
foreigners cimnot provide; only 1he
locals cianr do that.

Third, personalities and trust are
essential. In a crisis, when institutions
and order break down, a handful of
leaders become key. For them to risk
their future on a settlement reguires
courage. The reason dealing with Iran
is go difficult is the lack of trust  on
both sides. Te establish at least enough
trust 1o do business together has been
my first objective. Diplomatic hreak
throughs only become possible when
negotiators are willing to take risks
because of the trust they have bhuill
with each other.

Trust needs to be hacked by tangible
things: troops to police a ceasefire,
trainers to build n police torce, moni-
tors for elections or at the horder, mili-
tary guarantees and development
agsistance. The Buropean Union has
cepsefire monitors in Georgia and is
helping to build police oy armed forces

from the DRC to Afghanistan, from
Kosovn ta Palestine, 1t has also mont
tored many elections.

Sending ponitors may seem unim-
pressive. 3ot the mere presence of out-
side observers changes behaviowr. As
in physics, the act of observation modi-
fies the behaviour of particles; though
ingtead of producing uncertainty. polit-
ical observers re-establish confidence.

Fourth, no single country, even the
U8, can solve problems on its own, The
North Korean nuciear issue is inching
forward in six-party talks that include
China, Japan, South Korea and Russia,

The accumulation of ruies
and institutions is what
civilisation is built on.
Agreed rules make states
secure and people free

The EU has been mest suecessful when
it has worked with others: with the UN
in Lebanon; with the Association of
South Last Asian Nalions in Aceh/
Indonesia; with the US everywhere.

The weakness of regional co-opera-
tion in the Middle Kast is bath symp-
tom and cause of the regien's crisis-
ridden politivs. I is significant that the
Arab states have written collectively to
M Obama on the Middle East peace
process. As the S, we echo their call
to push fin a settlement.

In the Balkans, the FU and the US
have worked consistently in partner
ship. S have Nalo and the ELIL One of
my first experiences as KU high repre-

semiative was working with the Nato
secretary-general in Skopje on a cousti-
talional settlement between Slav and
Albanian communities. This is a
reminder that almost all problems are
vegional and the involvement of neigh-
bours is essential,

Bul ingreasingly, diplomacy is about
more than moebilising states. We need
to find ways to harness the expertise
and resowrces of non-govermmnental
organisations and companies and ener-
pise individuals towards shared goals,

Fifth, the best time to deal with a
problen is the moment i arises, before
posilions become entrenched  ideaily,
before anyone has noliced there is a
problem at all. But if that fails, you
need 10 be ready to stick ad it Tor alony
time. The B can he slow but it is quite
good al engaging for the long term.

Ultimately, the ohjective of diplo-
macy is 1o create agreed rules. Rules
on political participation, demarcation
of horders or movements of nilitary
equipment. Rules to end conflicts
within or between states. Rules to help
us address the big issues of our time:
climate change, non-proliferation and o
sustainable and open global econemy,

The accumulation of rules, proce-
dures and institutions seounds like
dreary work but it is what global civili
salion is built on, Agreed rules make
states secure aid people free.

The starl of a US administration is &
special moment. The US and Euwrope
should uge it to recommit themselves
to the task of building rules, trust and
parinerships for our global world.

The writer is KU high representative for
common foreign und security policy
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Why President Obama must
mend a sick world economy

Mar@i_l] !\_lolf

Pitv President Barack Obama. He won
vower partiy because of the global
eeonaric crisis. He himselll most of
nis fellow citizens and much of the
rest of the world agree that the US
broke the warld economy and now
has the dutv 1o fx it Urhappily this
consensus is faise. The crisis s a
oroduct of the global economy. It
cannot be cured by the US alone,

Happily. Mr Obama has the
authority needed t¢ iead the world
towards a resolution: his hands are
ciean. and fus lack of desire w6
exculpate his country is evident, [t
aiso 1n the interest of his countr
the world that the worid econos
put on a sounder footing. Should this
effort fail. t fear a resurgence of
protectlonlsm will he the cutcome.

What then s the global failure” It 1s
the malign interaction between some
countries’ propensity towards chronic
excess supply and other countries’
opposite propensity towards excess
demand. This is the theme of my book
Firing Global Fingnce. But the biggest
point about the worid economs today
is that the credit-tuelled household
horrowing that supported the excess
demand in deficis countries has come
to a sudden stop. Uniess this is
reversed, excess supply of surplus
couneries must alsc eollapse. This
siatement foliows as a matter of jogic:
at world level. supply must equal
demand. The question is only how the
adjusiment ocours

Michael Pettis of Peking Universizv
laid oui the argumen: in the Financial
Times on December 1 2006 Professor
Pettis sees the world as divided into
IWo SCONDMIC CAITRS. In MNe ars

countries with elastic svstems of
consumer finance and high
consumption; in the other are
countries with high savings ang
investment. The US 15 the most
important example of the former.
China is the most signmificant example
of the latier. Spain. the UK and
Australia were mini versions of the
US. Germany and Japan are mature
versions of contamporary China.

I have argued thas the dris
behind these “imbalances™ has deen
the policies of surplus countries and
particulariv of China. whose surpluses

have grown partculariy quickiv see
chax
Id

i. A managed exchange rate.

ge accumulazions of foreign
currency reserves and sterilisation of
LNEIT MONetary consequences, tigh:
flscai discipiine and high retaine
earninags of companies have generared
national savings rates of well over

o0 per cent of gross domesiic produc:
4anG current account surpluses of more
than 14 per cent. Househoid s s
appear ¢ goneraie ies: than a third of
Lota, savings. ln turn. wnvestment has
poured into expanding suppls
ircluding of exports: the ratio of
~hina’s exports to GDP rose rom 38
per cent of GDP &t the beginning of
2002 to 5% per cent iz 2007 isee chart:

The view rhat the excesses of deficit
countries were partly a response Lo
the behaviour of surplus countries is
shared by a number of policvymakers.
inclading Hank Paulson, outgoing US
Treasury secretary, Zhang Jianhua of
the People's Bank of China is reporied
1o have declared that “this view is
extremelv ridicuious and irresponsibie
and 1U's ‘gangster oglc’ 7. In this
perspective. the pattern of global
deticits anc¢ surpjuses was solelv
caused by western policymakers,
particulariv the Federa® Reserve's Jax
monetary polictes and anreguiated
expansion of credit,

Yet. whoever was rmost responsibie.
one point 1 cerzain: huge asset price
bubbles made possible the excess
supply of some countries. particularly

China. Since the Aslan financia: crisis
of 1597-9%, the developed world - and
the US i particular - have
experienced. successively. the largest
stock market bubble and the biggest
credit-fueiled housing bubble in thewr
nistories. This era 15 over. We will
struggle with its aftermath for vears.

S¢ what happens now” The
umplosion of demand Irom the private
seciors of financially enfeebied deficit
countries can end in one of two ways.
vig offsetting igeraases in demand or
via brutal contractions in supply.

If it 18 going to he through
coniractions in supply. the surpius
countries are particuiary at risk,
since thev depend on the willingness
of defici: countries to Zeep markets
oper, That was the lesson learnt by
the US i the 13305, Surplus couniries

“CONCNISTS SCRUM

Visit our onling forum. where some
of the werid's leading economists
debate topics raised ir Martin Wolf's
reguiar Wednesday column:
www.ft.com/econforum

enioy condemning their customers for
theiwr profligary. But when the
spending stops. the former are badly
hurt. If they rv to subsidise their
excess supply. in response to falling
demand. retaiation seems ceriain.
Obviousiy, expansion of demand Is
much the betrer sotution. The
guestion. though. is where and how?
At present muach of the expansion is
sxpected 10 come from the US federal
hudget. Leave aside the guestion
whether this will work. Even the US
cannot run fiscal deficizs of 10 per
cent of GDP indefinitelv. Muach of the
necossars expansion in global demand
must come ‘rom surpiug countries.
Managing this adjustment is far and
awav he biggest challenge for the
group of 20 advanced and emerging
econiomies. ! meet in Londom

hich will
in early April. Mr Obama must take

the lead. He can - and should - sav
he expects these adjustments o be
made, but underszands they will ake
time. He can also sustain exceptional
fiscai and monetary measures in the
short term, if his country’s main
trading partners make the necessary
medium-term adjustments in thetr
spending. China, in parucular, needs
10 create a consumption-led economy
That is in the interests of China. It is
also in the interests of the world

Yer this is not all the US should
propose. If the world economy is w0 be
less dependent on destructive bubbles,
mare of the world's surplus capital
needs to flow into invesiment in
emerging economies. The problem,
however. is that such flows have also
alwavs led to crises. This 1s why
emerging economies set themselves to
accumulate vast foreign currency
reserves in this decade. It is essential,
therefore. to make the world economy
much more supperiive of net
borrowing by emerging economies

What will be needed for this is far
bigger and more effective insurance
against systemuc risks than the
International Monetary Fund now
provides. 4 crucial step is a
restructuring of the IMF's governance,
to make it more responsive to the
needs of responsible borrowers. One of
the ideas Mr Obama should propose is
the establishmen: of a high-leve:
commitiee =0 recommend a radical
restructuring of global institutions.
with a view to lowering risks of the
emerging market crises thar preceded
the era of advanced couniry hubbles.

Let us be clear abour what Is at
stake. It ig essential to clean up the
huge current mess. Bur it iz aiso
evident that an open world economy
will be unsustainable if it remains
dependent on bubbles Coliapse of
globalisation ts now no small risk. Mr
Obama is present at the recreation of
the global economic system. It 15 &
challenge he has to take up.

martin.wol f@f.com
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Singapore

fears 5%
contraction

In economy

By John Burton
in Singapore

Singapore warned yesterday
that its economy was likely
to contract by up to 5 per
cent this year, marking
down its forecast of only
three weeks ago.

The revision,  which
exceeds all but the most pes-
simistic economists’ esti-
mates, illustrates how the
slowdown of global trade is
affecting  Asia’s  largelv
export-dependent economies.

“[Singapore’s] economy is
gning through its sharpest,
deepest and most protracted
recession,” said Ravi Menon,
a trade ministry official, in
advance of publication of the
government's annual budget
speech today. Tt is expected
to include hefty stimulus
measures, with state
reserves {o be tapped for
support for the first time.

The government had pub-
lished a 2008 growth forecast
of 1 to 2 per cent, The revi-
sion, forecasting the export-
dependent economy would
shrink by 2-5 per cent, was
in response to data that
showed conditions deterio-
rater faster than expected in
the fourth quarter of 2008.
The government said defla-
tion couwld occur, with con-
sumer prices falling by as
much as 1 per cent.

According to revised fig-
ures published yesterday,
gross domestic product in
the quarter contracted by 3.7
per cent from a year ago and
16.8 per cent at a seasonally
adjusted annualised guarter
on-quarter basis; the worst
performance on record since
such data began to be pub-
lished in 1976.

At the month's start, pre-
liminary figures put the
quarter-on-quarter contrac-
tion at 12.5 per cent.

Economists reckon the
first gquarter is likely to see
deaper contraction. "Exports
are plummeting” in such
sectors as electronics. phar-
maceuticals and chemicals,
said Alaistair Chan at
Moody’s Economy.com. He
said a “recovery will only
veeur in line with the rest of
the world”. The government
said the city-state's total
- trade could decline by 17-19
per cent this year.

Signs of slowdown are
apparent. One third of the
cranes at Singapore's port
facilities are idle. Lines of
container ships stand empty
along its coast.

“Singapore is the world's
canary in the coalmine,
Trade and exports in the rest
of the world will be follow-
ing the same pattern very
soon,” sald Roman Scott,
economic spnkesman for the
British Chamber of Com-
merce.

South Korea yesterday
reported a 28.9 per cent year-
on-yvear fall in its exports
for the Ffirst 20 days of
January

The Malaysian central
bank cut its benchmark
interest rate by 75 basis
points, much more than was
expected, to try to avoid the
country following its neigh-
bouring Singapore into
recession.

Singapore was taken by
surprise by the speed of dete-
rinration in global economic

‘Singapore is the
world's canary in
the coalmine.
The rest of the
world will follow

activity, “You do not [typi-
cally] see this kind of col-
lapse in trade so early in the
cyele.” Mr Menon said

Stimulus measures might
include financial support for
small businesses, rent and
wage subsidies for low
income families, and
resumption of infrastructure
and other building projects
that were cancelled last year
when inflation appeared to
pose the most severe threat
to the economy

Economists warn the stim-
ulus plan could have limited
impact because of the citw
state’s heavy reliance upon
exports.

Singapore GDP growth

Annual % change

2001 03 05 07

og*
+ Forecasi

Sources: {MF. Singapore Department of
Statistics




Tar s notoflen that aSingaporean ol
i+ ticial concedes the Timits of the
city state’s economic engineer-
5 ing. But the downturn
~#% s proving so severe
tiat the Finnnee Minister said
in yesterday's hudget speech
that the government's stimu-
lus package “will not get us
out of the recession,” but
ralher “help avert an even _
sharper downturn,”

That ought tobe awake-up call for Sin-
gapore, where government built a mod-
ertt melropolis by hoarding its citizens’
capilal, plewing Hose savings into desig-
nated imdastrios and opening itsell up o
foremn teade. Yesterday's S$20.5 hillion
($13.7 billion? package - a whopping 8%
ot GIP -fooks like past stimulus plans: a
broad mix of supply-side measures to

It’s time to

rehink the
corporatist
model.
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Singapore’s Limits
g4p

help businesses, public-sector spending
and cash handouts to stave off social dis-
conlent. What it doesn't acknowledge is
that Singapore’s growth
maodel itself needs rethink-
ing.

The export-led economy
is falling on its face. Minis-
ter Tharman Shanmugarat-
nam predicts the city-state
is “likely to experience” the
deepest recession in its his-
tory. The governmeni will tap its re-
serves to help pay for the stimulus pack-
age. Growth contracted 16.9% in the
fourth quarter last year. The Minisiry of
Trade and Industry has revised down
GDP forecasts twice this month already,
and expects the city-state’s growth to
contract 2% to 5% this year. The pain is
now leaking into the domestic economy

as consumers retrench.

Singapore's economy wouald be more
resilient if it wore better balanced, Con-
sumption composes only about 40% of
GDP--far less than other developed
Asian economics, nearer to 55%. Yester-
day’s budget doesn’'t do much to change
long-term incentives (o consume. The
government announced a 20% income-
lax rebate for one year, but no perma-
nent cuts, Nor did it cut the 7% goods and
services tax. Singaporean workers and
businesses invest a total of 34.5% of
wages imlo Lhe state pension fund, but re-
ceive less than a 2% return from the gov-
ernment. That’s a measly payoul com-
pared Lo what private funds return over
fong investment periods.

The government could wleash more pro-
ductive, sustainable growth by trimming
back its public sector and alfowing the econ-

omy todiversify onits own. Cutting the cor-
porate tax to 17% from 18%, as it announced
vesterday, wilt help attract investiment. But
the city-state’s bureaucrats have a habit of
trying 1o pick winners, which sometimes
works and sometimes doesn’t. In recent
vears the bets have been on financial ser-
vices, biotechnology and gambling. Yester-
day’s budget contained special tax incen-
tives for the fund management industry.
Better (o let private actors make those deci-
sions based on market forces.

Mr. Tharman said yesterday that “no
one knows how prolonged or deep thisre-
cession is going to e™ and he pledged fur-
ther measures to help if needed. Tihe best
help for Singaporeans would be ex-
panded, permanent opportunities to
work, save and jnvest with more of their
own money, rather than relying on gov-
ernment to do it for them,
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~ Paul Krugman

Stuck in the muddle

PRINCETON, New Jersey
ike anyone who pays attention to
business and financial news, I
am in a state of high economic
anziety. Like everyone of good

will, I hoped that President Barack
Obama’s Inaugural Address would offer
some reassurafice, that it would suggest
that the new administration has this
thing covered.

But it was not to be. | ended Tuesday
less confident about the direction of
economic policy than 1 was in the
morning.

Just to be clear, there wasn't anything
glaringly wrong with the address — al-
though for those still hoping that
Obama will lead the way to universal
health care, it was disappointing that he
spoke only of health care's excessive
cost, never once mentioning the plight
of the uninsured and underinsured.

Also, one wishes that the speech-
writers had come up with something
more inspiring than a call for an “era of
responsibility” -— which, not to put too

{ine a point on it, was the same thing

that George W. Bush called for eight
vears ago.

But my reai problem with the speech,
on Matiers economic, was its conven-
tionality. In response to an unprece-
dented economic crisis — or, more ac-
curately, a crisis whose only real pre-
cedent is the Great Depression —
Obama did what people in Washington
do when they want to sound serious: He
spoke, more or less in the abstract, of
the need to make hard choices and
stand up to special interests.

That's not encugh. In fact, it's not
even right.

Thus, in his speech Obama attributed
the economic crisis in part to “out coi-
lective failure to make hard choices and
prepare the nation for a new age” — but
1 have no idea what he meant. This is,
first and foremost, a crisis brought on
by a runaway financial industry. And if
we failed to rein in that industry, it
wasn't because Americans “collective-
ly" refused to make hard choices; the
American public had no idea what was
going on, and the people who did know
what was going on mostly thought de-
regulation was a great idea,

Or consider this statement from
Obama: “Our workers are no less pro-
ductive than when this crisis began.
Our minds are no less inventive, our

goods and services no less needed than
they were last week or last month or last
year. Our capacity remains undimin-
ished, But our time of standing pat, of
protecting narrow interests and putting
off unpleasant decisions — that time
has surely passed.”

The first part of this passage was al-
most surely intended as a paraphrase of

My problem with Obama’s
speech, on matters
economic, was its
conventionality.

words that John Maynard Keynes wrote
as the world was plunging into the
Great Depression — and it was a great
relief, after decades of knee-jerk denun-
ciations of government, to hear a new
president giving a shout-out to Keynes.

“The resources of nature and men's
devices,” Keynes wrote, “are just as fer-
tile’and productive as ‘they were. The
rate of our progress towards solving the
material problems of 1ife is not less rap-
id. We are as capable as before of afford-
ing for evervone a high standard of life.
... But today we have involved ourselives
in a colossal muddle, having biundered
in the control of a delicate machine, the
working of which we do not under-
stand.”

But something was lost in transla-
tion. Obama and Keynes both assert
that we're failing to make use of our
economic capacity. But Keynes’ insight
— that we're in a “muddle” that needs to
be fized — somehow was replaced with

standard “we're-all-at-fault,
let’s-get-tough-on-ourselves”  boiler-
piate.

Remember, Herbert Hoover didn't
have a problem with making unpieasant
decisions: He had the courage and
toughness to slash spending and raise
tazes in the face of the Great Depres-
sion. Unfortunately, that just made
things worse.

Still, a speech is just a speech. The
members of Obama's economic team
certainly understand the extraordinary
nature of the mess we Americans are in.
So the tone of Tuesday's address may
signify nothing about the Obama ad-

ministration’s future policy.

On the other hand, Obama is, as his
predecessor put it, the decider. And he’s
going to have to make some big de-
cisions very soon.

In particular, he's going to have to de-
cide how bold to be in his moves to sus-
tain the financial system, where the
outlook has deteriorated so drastically
that a surprising number of economists,
not all of them especially liberal, now
argue that resolving the crisis will re-
quire the temporary nationalization of
some major banks.

So is Obama ready for that? Or were
the platitudes in his Inaugural Address
a sign that he’l] wait for the convention-
al wisdom to catch up with events? If so,
his administration will find jtself dan-
gerously behind the curve.

And that’s not a place that we want
the new team to be. The economic crisis
grows worse, and harder to resolve,
with each passing week. If we don’t get
drastic action soom, we may find
ourselves stuck in the muddle for a very
long time.
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Paul Krugman

Bad
faith
economics

s the debate over President

Barack Obama’s economic

stimulus plan gets under

way, one thing is certain:
Many of the plan’s opponents aren’t
arguing in good faith. Conservatives
really, really don't want to see a
second New Deal, and they certainly
don't want to see government activ-
ism vindicated. So they are reaching
for any stick they can find with which
to beat proposals for increased gov-
ernment spending.

Scome of these arguments are obvi-
ous cheap shots. John Boehner, the
House minority leader, has already
made headlines with one such shot:
Looking at an $800 billion plan to re-
build infrastructure, sustain essential
services and more, he derided a minor
provision that would expand Medi-
caid family-planning services — and
called it a plan to “spend hundreds of
millions of dollars on contraceptives.”

But the obvious cheap shots don’t
pose as much danger to the Obama
administration’s efforts to get a plan
through as arguments and assertions
that are equally fraudulent but can
seem superficially plausible to those
who donm’t know their way around
economic concepts and numbers. So
as a public service, let me try to de-
bunk some of the major anti-stimulus
arguments that have already sur-
faced. Any time you hear someone re-
citing one of these arguments, write
him or her off as a dishonest flack.

First, there's the bogus talking
point that the Obama plan will cost
$275,000 per job created. Why is it
bogus? Because it involves taking the
cost of a plan that will extend over
several years, creating millions of jobs
each year, and dividing it by the jobs
created in just one of those years.

It's as if an opponent of the school
lunch program were to take an esti-
mate of the cost of that program over
the next five years, then divide it by
the number of lunches provided in
just one of those years, and assert that
the program was hugely wasteful, be-
cause it cost $13 per lunch. (The actu-
al cost of a free school lunch, by the
way, is $2.57.)

The true cost per job of the Obama
plan wiil probably be closer to
$100,000 than $275,000 — and the net
cost will be as little as $60,000 once

Conservatives are raising
any objection they

can think of against
the Obama plan.

you take into account the fact that a
stronger economy means higher tax
receipts. :

Next, write off anyone who asserts
that it’s always better to cut tazes
than to increase government spend-
ing, because taxpayers, not bureau-
crats, are the best judges of how to
spend their money.

Here’s how to think about this ar-
gument: It implies that we should
shut down the air traffie control sys-
tem. After all, that system is paid for
with fees on air tickets — and surely
it would be better to let the flying
public keep its money rather than
hand it over to government bureau-
crats. If that would mean lots of
midair collisions, hey, stuff happens.

The point is that nobody really be-
lieves that a dollar of tax cuts is al-
ways better than a dollar of public
spending. Meanwhile, it’s clear that
when it comes to economic stimulus,
public spending provides much more
bang for the buck than tax cuts — and
therefore costs less per job created
(see the previous fraudulent argu-
ment) — because a large fraction of
any tax cut will simply be saved.

This suggests that public spending
rather than tax cuts should be the
core of any stimulus plan. But rather
than accept that implication, conser-
vatives take refuge in a nonsensical
argument against public spending in
general,

Finally, ignore anyone who tries to
make something of the fact that the
new administration’s chief economic
adviser has in the past favored mone-
tary policy over fiscal policy as a re-
sponse to recessions.

It's true that the normal response
to recessions is interest-rate cuts
from the Fed, not government spend-
ing. And that might be the best option
right now, if it were available. But it
isn't, because we’re in a situation not
seen since the 1930s: The interest
rates the Fed controls are already ef-
fectively at zero,

That's why we're talking about
large-scale fiscal stimulus: It's what's
left in the policy arsenal now that the
Fed has shot its bolt. Anyone who
cites old arguments against fiscal
stimulus without mentioning that
either doesn't know much about the
subject — and therefore has no busi-
ness weighing in on the debate — or
is being deliberately obtuse.

These are only some of the funda-
mentally frandulent anti-stimulus ar-
guments out there. Basically, conser-
vatives are throwing any objection
they can think of against the Obama
plan, hoping that something will stick.

But here’s the thing: Most Ameri-

- cans aren't listening. The most en-
couraging thing I've heard lately is
Obama’s reported response to Repub-
lican objections to a spending-ori-
ented economic plan: “I worn.” Indeed

~he did — and he should disregard the
huffing and puffing of those who lost.
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It’s truly a global economic crisis

ROBERT J.
SAMUELSON

Weallwant U.S. President Barack
Obama tosucceed inreviving the
economy, but that shouldn't obscure his
long odds. We need torecognize that we're
grappling with three separate crisesthat,
though interwoven, are also quite
distinct. The solution to any one of them
won't automatically resuscitate the
larger economy if the othersremain
untreated and unchanged. Here are the
three.

First: the collapse of consumer
spending. American consumers
represent 70 percent of the economy.
Traumatized by plunging home values
and stock prices — which have shaved at
least $7 trillion from personal wealth —
they've curbed spending and increased
saving. That’s led directly tolayoffs. In
December, vehicle sales were down 36
percent from year-earlier levels.

Second: thefinancial crisis. Lower
lending deprives the economy of the credit
to finance businesses, homes and costly
consumer purchases (cars, appliances).
The deepest cuts involve “securitization” —
the sale of bonds. Investors have gone an
strike. In 2008, the issuance of bonds backing
credit card lpans fell 41 percent and those
backing car loans 51 percent.

Third: atrade crisis. Global spending
and saving patterns are badly askew.
High-saving Asian countries have relied on
export-led growth that, in turn, has required
American consumers to spend ever-larger
shares of their income. Huge trade
imbalances have resulted: U.S. deficits,
Asian surpluses, As Americans cut

spending, this pattern is no longer
sustainable. Asia is tumbling into recession.

QOvercoming any of these crises alone
would be daunting. Together, they'rethe
economic equivalent of a combined
Ironman triathlon and Tour de France.

Consider consumer spending. The
proposed remedy is the “economic
stimulus” plan. This seems sensible. If
government doesn't offset declinesin
consumer and other private spending, the
economy might spiral down for several
vears. Last week, House committees
considered an $825 billion package, split
between $550 billion in additional
spending and $275 billion in tax cuts.

But in practice, the stimulus could
disappoint. Parts of the House package
lock like a giant political slush fund, with
money sprinkled to dozens of programs.
There’s $50 million for the National
Endowment for the Arts, $200 million for
the Teacher Incentive Fund and $15.6
biilion for increased Pell Grants to
coliege students. Some of these proposals,
whatever their other merits, won't
produce many new johs.

Another problem : Construction
spending —for schools, clinics, roads —
may start so slowly that there’s little
immediate economic boost. The
Congressional Budget Office examined
$356 billion in spending proposals and
concluded that only 7 pereent would be
spent in 2009 and 31 percent in 2010,

Assume, however, that the stimulusisa

smashing success. It cushions the recession.

Unemployment (now: 7.2 percent) stops
rising at, say, 8 percent instead of 10
percent. Still, a temporary stimulus can’
fuel a permanent recovery. That requires a
strong financial system to supply an
expanding economy’s credit needs. How we
getthat isn't clear.

The pillars of a successful financial
system have crumbled : the ability to assess
risk; adequate capital to absorb losses; and

- trust among banks, investors and traders.

Underlying these ills has been the

underestimation of losses. Economists at
Goldman Sachs now believe that worldwide
losses on mortgages, bonds, loans to
consumers and businesses total $2.1 trillion.
In March, Goldman estimated half that.

Allthe new credit programs —the
Treasury's Troubled Asset Relief Program
and various Federal Reserve lending
facilities — aim to counteract these
problems by providing government money
and government guarantees. Probably
Obarna will expand these efforts, despite
some obvious problems: I government
oversight becomes too intrusive or punitive,
it might deter needed infusions of private
capital into banks. Again, let's assume
Obama’s policies succeed. Credit flows rise.

Even then, we haveno assurance of a
vigorous recovery, because the economic
crisis is ultimately global in scope. The old
trading patterns simply won’t work
anymore. If China and other Asian nations
try to export their way out of trouble, they’re
likely to be disappointed. Any import surge
into the United States would weaken an
incipient American recovery and probably
trigger a protectionist reaction. Downthat
path lies tit-for-tat economic natignalism
that might harm everyone.

Indeed, if the rest of the world doesn’t
buy more from Ametrica, any U.S.
recovery may be feeble, What's needed
are policies that correct the imbalances
in spending and saving. As Americans
save more of their incomes, Asians should
save less and spend more, sothat they
rely more on producing for themselves
rather thanexporting tous. The great
trade discrepancies would shrink.

But this sort of transformation
requires basic political changes in Asia.
Whether China and qther Asian societies
can make those changes isunclear. The
implications are sobering. The success of
Obama’s policies lies, to a large extent,
outside his hands.
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To beat recession, Asia spends big

AlexKennedy
Singapore
AP
Governments across Asia have
pledged a combined $700 billion
in stimulus spending and cen-
tral banks have slashed inter-
est rates to spur growth and
cushion the blow of plunging ex-
port demand from the West.
Will the moves stave off a
lengthy regional recession?
Much depends on how Asian
consumers and businesses re-
spond to the stimulus measures
— which range from construc-
tion projects in China to create
jobs to cash handouts and loan
guarantees in Singapore.
Some analysts say Asia
could be the first region to re-
cover from the global crisis
later this year because its fi-
nancial systems are on a
sounder footing than those in
the West, allowing consumers
and companies to better take
advantage of the public spend-
ing and lower rates. Banks
have not needed massive bail-
outs, and consumer and bank
debt levels are lower than in
the U.S., meaning people and
businesses may be more will-
ing to borrow, lend and spend.
“Asia faces fewer structur-
al problems than elsewhere in
the world, and the policy eas-
ing has a better chance of
working here than in the U.S.”
said Richard Urwin, who
helps manage more than $10

billion of investments, inciud-
ing Asian assets, for Black-
Rock Inc. in London. “It’s sen-
sible to expect some gap open-
ing up this year between
what’s happening in the U.S.
and in this region.”

Still, stimulating domestic
demand can only go so {ar for
much of Asia, and a sustain-
able recovery ultimately
hinges on exports. News last
week of sharply slowing
growth in China, a contraction
in South Korea's economy and
a record 35 percent drop in
Japanese exports in Decem-
ber only served to emphasize
the region’s dependence on the
rest of the worid.

Some economists expect
U.S. and European export de-
mand to stabilize by the sec-
ond haif of the year, but if it
does not, any emerging Asian
recovery will almost certainty
be scuttled.

“The infrastructure spend-
ing does help to provide a
short-term boost to the Chi-
nese economy,’” said Tai Hul,
head of Southeast Asia eco-
nomic research for Standard
Chartered Bank in Singapore.
“But it's taking a big knock in
its export sector right now.”

The outlook is overwhelm-
ingly bleak. This year’s slow-
down will likely rival the
1997-1998 debt crisis as Asia’s
worst downturn in more than
50 years. Already, economies
in Japan. South Korea, Singa-

pore and New Zealand are

shrinking.
Asian exports are in a {ree
fall. Vietnam's exports

ptunged 24 percent and Singa-
pore’s slid 21 percent. China’s
exports dropped in November
and December for the first
time in seven years.

Some of the region’s biggest
brand names are sliding into
the red. Samsung Electronics
last week reported its first ev-
er quarterly loss.

China, the world’'s third-
largest economy, has led the
policy response, announcing
in November it will spend $585
billion, mostly on infrastruc-
ture development.

But getting Chinese con-
sumers to spend more is a
challenge. Many families stili
feel compelled to save up to 50
percent of their incomes to
pay for health care, education
and other necessities.

In Singapore, the govern-
ment is taking steps to dis-
suade companies from laying
off workers. Last week, it said
it plans to subsidize 12 percent
of the first $1,670 of each em-
ployee’s monthly wages, hike
cash handouts to low-income
workers by 50 percent, and in-
crease public sector hiring.
The government will also as-
surme 80 percent of the risk on
private bank loans of up to
$3.34 million to help spark
lending and investment.

“We're seeing the most pow-

jerful, most synchronized fis-
cal easing Asia has ever seen,
rand in time, it should generate
strong domestic demand and a
| recovery,” said Robert Priocr-
- Wandesforde, cohead of Asian
economic research at HSBC in
Singapore.

“In contrast to the West,
money isn't going toward bail-
ing out financial institutions,
it’s being pumped directly into
the economy,” he said.’

Still, with news of job cuts
around the region almost ev-
ery day — and more likely —a
jump in unemployment will
sap consumer spending and
undermine governments' at-
tempts to spur growth.

“They’re trying to stimulate
the consumer here in the re-
gion, but that's going to be dif-
ficult if unemployment rises,”
said Stephen Corty, head of in-
vestment strategy for Merrill
Lynch in Hong Kong. “The
ecorjomy really hangs on the
consumer because the export
picture is sobleak.”

‘
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Philip BowrinE

The global imbalance

HONG KONG
he new U.S. secretary of the Treasury, Timothy
Geithner, has sparked a potentially acrimonious de-
bate by allegmg at his confirmation hearings that
China manipulates its currency. This may be politi-

cally necessary but it’s not helpful. The currency debate has
become sterile, obscuring a bigger and, for the global econo-
my, more difficult issue: China’s huge cur-
rent account surplus, which is po longer just
a mirror of U.S. deficits.

Geithner is right in some ways. China does
keep tight contro] of its currency's value,
which is easy encugh given strict exchange
controls, the size of its reserves and govern-
ment ownership of major banks. For years
China has followed a policy of export-led
growth, Beijing now finds it difficult to shift away from this,
even thoughit knows there is scant sense in accumulating ever
bigger trade surpluses and reserves. Recently, Beijing has been
under pressure from Chinese exporters to stop appreciation of
the yuan. Layoffs are now a political probiem for Beiiing.

However, it is wrong to assume that just because the yuan
has in recent months stabilized against the doilar after years of
slow appreciation that China’s currency is being manipulated
to sustain exports. Over this period, the dollar has been strong
and the vuan has risen steeply against European currencies,
the Canadjan and Australian dollars and the South Korean
wol, and moderately against most other Asian currencies, ex-
cept the Japanese yen, On a trade-weighted basis, China's cur-
rency has appreciated by about 10 percent since August.

There is little evidence that China manipulates specifical-
ly to help exporters or sustain a trade surplus. Its desire to
move closer to the U.S. dollar rather than simply follow a
trade-weighted basket is a natural outcome of the denomina-
tion of most of its trade in dollars. Beijing's reluctance to
moderate appreciation of the yuan against the dollar is also
natural because it creates losses for China's central bank —
whose assets are in dollars and liabilities are in yuan.

The real problem that China presents to the world is its
current account surplus, which is about 8 percent of national
output, or $350 billion a year. In the past this has been mostly
a mirror of the deficits of the 1.5,, Britain and Australia. But
as those countries go into recession, as savings begin to rise
after years of debt-driven consumer bingeing, those coun-
tries’ imports, not least from China, will shrink accordingly.
It is quite possible that the U.S. trade deficit will disappear
within two years.

That would be fine if something else was not also happen-
ing. China’s own siowdown has been a major factor in driving
many commodity prices to multivear lows. The resuit is that
while China's export surplus with the industrialized worid is
shrinking, its overall trade balance is increasing. Some econ-
omists are now forecasting that China’s current account sut-
plus could kit 9 percent or even 10 percent of GDP. In other
words, global imbalances are getting even worse.

Some of the gains from lower commeodity import prices for
China (and other exporters of manufactured goods) are noth-
ing to worry about. The oil exporters of the Gulf, Norway and
elsewhere do not need more income that they cannot spend.
But the simultanecus contraction of deficits in a developed

There is little evidence
that China manipulates
the economy.

country, particularly the U.S., with the rise in the deficits of the
developing world will put new strains on the global system.

The U.S. can run a deficit simply by printing more dollars.
The likes of India, Brazil South Africa and Indonesia cannot.
They will have ta borrow to sustain economic growth when
their export prices fall. With private sector finance now hard
to find, and given the limited resources of multilateral insti-
tutions like the World Bank, the dangers
of a downhill snowball effect are clear.

That suggests that the world badly
needs China's domestic demand to grow
fast, both to pull in more exports and
push up commodity prices.

Further yuan appreciation is marginal
to the speed with which China's domestic
stimulation works. That will not be easy
given China's massive over-investment in some industries
and comstruction projects, and lack of consumer buying
power in an investment-obsessed economy.

The key message for China must be how important its
stimulus is for giobal balances as well as its own economy. It
needs encouragement from its trade partners. Sniping about
currency manipulation is unlikely to put China in a respons-
ive mood; and is a wortying example of how U.S domestlc
perceptions can obstruct its global leadership role.. -
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Objectives in Davos = Klaus Schwab

Shaping a post-crisis world

hat we are currently experiencing with

the financial crisis and its consequences

is the birth of a new era — a wake-up call

to overhaul our institutions, our systems
and, above all, our thinking. It is a call to remind us
of the need to adjust our values to the needs of a
world that rightly expects a much higher degree of
responsibility and accountability.

If we recognize this crisis as being really transfor-
mational we can lay the foundation for a more siable,
more sustainable and even more prosperous world
after the crisis. Given the context of recent events, the
Annual Meeting of the World Economic Forum is
probably one of the maost serious one in years. If we
are focused on our objectives, Davos can play a role
in a global process to get the crisis under control and
look for solutions to re-lawnch the economy and in-
still new direction and hope.

Here are five specific objectives that 1 have for the
meeting this year:

First, we need to support governments, and partic-
ularly the (G-20. Governments have a crucial role to
play to address the systemic risks in the financial sys-
tems to stabilize and re-launch the economy. Denial
of politically inconvenient truths combined with herd
instinct caused us to rely for too long on unsustain-
able, out-dated systems that were abused by some
people who acted in unethical and fraudulent ways.

Of course, we need to have a thorough assessment
of the systems failures and the mistakes we made.
But it is even more important to look forward and
mobilize people with one focus: to rebuild trust not
only based on more liquidity in the system but even
more important, based on honesty, transparency and
predictability.

To provide a concrete opportunity to governments
to demonstrate the wiil for global cooperation this
annual meeting will host a summit of trade minis-
ters. We all hope we can beat the 1930s by coming to-
gether instead of falling apart.

The second objective is to make sure that we look at
our world in a holistic, systemic way. The financial
crisis is not the only issue that needs a global response.

As aglobal community, we face severalrisks that need
to be addressed simultaneously if we want te avoid a
future where we stumble from one crisis to the next.
Just to give one example: Questions on energy securi-
ty and climate change loom large and we hope 1o
make a significant contribution to the forthcoming
Copenhagen meeting, which will decide about the fu-
ture of the Kyoto protocol. We cannot look at prob-
lems in an isolated manner - everything is connect-
ed and we need responses that are connecied as well.

The third objective is to start a year-long process
to help to design the institutions that the world needs
to confront global challenges. Today, we have to con-
front a much higher degree of com-
plexity and time pressure than the
post-World War 11 era, when most
of our original institutions were
founded. We have to recognize the
shifts of political power [rom West
to East and from North to South; we
have to incotporate much more ex-
pertise into our decision-making;
we have to use social networking as
an empowerment tool; we have to
listen more intensively to the next generation.

The fourth objective is to improve the ethical base
for business as a copstructive social actor, We need to
differentiate between all those industrial, financial
and service companies that provide true value to soci-
ety and those that make moncey through paper transac-
tions and speculation. Profit is a major driver of busi-
ness, but it is clear that it cannot be profit at all costs.

Since founding the World Economic Forum in
1971, our activities have been based on the premise
that business ultimately has to serve not just share-
holders but society at large. What we have to do now
is to enhance a mind-set where short-term motives
are replaced by long-term objectives and where we
move from “ego” capitalisin to “eco” capitalism.

Shaping the post-crisis world means above all to in-
corporate ecological, global and inter-generational re-
sponsibility into everything we are individually or col-
lectively undertaking. We need to reflect on how we

Market forces have to
be embedded into a
globally enhanced and
coordinated framework.

wanl the world to be in 10, 20rand 30 vears and imagine
what world we leave behind for the next generation.

The fifth objective is to reconstruct the global
economy. We need to restore confidence in our fu-
ture. Yes, we are in the midst of an enormous chal-
lenge — to put the global economy back on jts tracks.
A great opportunity exists to generate a new wave of
cconomic growth based on technologies, products
and services directly meeting societal needs in.
cco-efficiency, healtheare, transportation and the.
empowerment of people. Let us not forget that entre-
preneurship remains the key driver of wealth genera-
tion and that the market econotny is a fundamental
pillar of a free and demecratic so-
cicty. But market forces have to be-
embedded into a globally en-
hanced and more coordinaled reg-
ulatory framework,

What 1 am saying today is con-
sistent with what 1 have been say-
ing for many years. But there is
one decisive difference: Today we
bave reached a lipping point,
which leaves us only one choice ?
change or face continued decline and misery.

People in every corner of the world are confused,
scared and angry. They ask themselves: How was it
possible that decisions were made with no effective
oversight, decisions that had terrible consequences not
only for the global economy but for real people, who
have lost theit pensions, their homes ot their jobs.

People sense that their leaders have let them down.
They now look Lo those leaders — corporate, political
and societal — to repair the damage. In Davos, we
will gather many of the world’s most influéntial lead-
ers. We will not be able to hid from our responsibility
to work together to rebuild shattered economies and
institutions. Only with the five objectives firmly in
mind wil]l we be able to shape a better, post-crisis
world together.

Klaus Schwab is the founder and executive chair-
man of the World Economic Forum :
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Support grows for shift
to European safety net

By Katrin Bennhold

DAVOS, Switzertand: Along with
skiing and partying into the night,
Europe-bashing has long been a favor-
ite sport when the world’s business and
political elite gather here for their
once-a-year winter schmoozefest,

But this year, many of the critics have
fallen conspicuously silent. As top ex-
ecutives, government leaders and a
wide range of experts gathered Tues-
day for the World Economic Forum to
talk about the challenges facing the
battered global economy, the guestion
many were asking was this: Could the
much-maligned so-
cial welfare system  wog oo
in Europe end up ceanOMIC
being the mode! for EQORLU M
the 21st century? o

In the United S
States, the global stock market rout has
wiped out triilions of dollars in retire-
ment savipgs, and rising unemploy-
ment is leaving more people without
health insurance. In response, officials
in the administration of President
Barack Obama have been busy studying
the Swedish bank bailout of the 1990s
and the Swiss and Dutch health care
systems. On the environmental front,
the officials have been quietly contem-
plating whether Europe’s high fuel
taxes and carbon trading system are
the right way to limit the burning of
fossil fuels that contributes to global
warming.

In China, where the demise of the
American market has brought to light
the perils of excessive savings at home,
the government has not only recently
proposed a big Keynesian-style stimu-
lus program but has also just an-

DAVOS, Continued on Page 20
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nounced a three-yéar plan to provide
universal health care. Though modest
by comparison, China’s health care
plan goes in the direction of what has
long been considered a fundamental
right in Europe.

“When the world's biggest economy
and the world's biggest emerging econ-
omy look for lessons in the same place
at the same time, you know something
is up,” said Kenneth Rogoff, a professor
at Harvard and former chief economist
of the International Monetary Fund,
who is one of the 2,500 participants in
Davos this year. “We are seeing a
paradigm shift towards a more Euro-
pean, 2 more social state,”

Such shifts are rare.

The Great Depression of the 1930s
eventually ushered in Keynesian de-
mand-side policies and, after a devas-
tating world war, firmly established the
need for some sort of social safety net
in every major industrial democracy.

The oil price shocks of the 1970s and
a wave of inflation helped turn the gov-
erning approach in the other direction,
ernpowering Ronald Reagan and Mar-
garet Thatcher and other advocates of
lower taxes, smaller government and
deregulation.

At the opening of the 2008 World
Economic Forum, a front-page article
in the International Herald Tribune
suggested that global. capitalism was
agair ripe for such a generational
transiormation. Amid the worst finan-
cial crisis since the Depression, that
transformation is now in full swing,

With whole swaths of the banking
sector being propped up by trillions of
dollars in taxpayer funds and hundreds
of billions more being dedicated to def-
icit-financed public spending pro-
grams across the world, the most strik-
ing feature so far is the comeback of big
governmernt.

in the world's largest and most em-
biematic market economy, the surge in
the growth of the U.S. governrnent is
going to be financed by a huge increase
in borrowing, projected to grow from 3
percent of gross domestic product last
year to as much as 10 percent this year
and into 2010.

“We're moving back towards a mixed
econemy,” said Daniel Yergin, chairman
of Cambridge Energy Research Associ-
ates in Cambridge, Massachusetts, and
the co-author of “The Commanding

Heights,” a history of the last-such
paradigm shift, the one toward wider ac-
ceptance of the market-driven economy.

The new shift is likely to go well be-
yond expensive short-term fizes. The
ferment suggests that ultimately the
United States may move closer to
Europe, altering the trickle-down eco-
nomic doctrine of the past three de-
cades and establishing a new social
contract aimed at narrowing the gap
between the rich and the rest of society,
officials and economists say.

Obama, who called for a “watchful
eye” on the market in his inaugural
speech last week, wants to make health
insurance available to all Americans.
Almost half of the $825 billion pledged
to stimulate the economy is earmarked
for extending health care and unem-
ployment assist-
ance, and invest-
ing in  public
schools.

Meanwhile,
Beijing approved a
health reform plan
worth 850 billion
yuan, or $124 bil-
lion, last week that sets out to provide
free basic health care to the country's
13 billion inhabitants by 201l Each
person covered by the system would re-
ceive an annual subsidy of 120 yuan,
starting in 2010,

As Pascal Lamy, director general of

the World Trade Organization and an- .

other Davos regular, put it, “It's a cul-
tura] revolution.”

It is no coincidenc# that this revolu: -

tion is unfolding simultaneously in the
United States and China, analysts say.

They were opposite poles in the haz-
ardous gentlemen’s agreement under-
pinning global imbalances in recent
years — one accumulating ever more
debt, the other supplying the world
with a glut of savings.

But for all their differences, no two
countries were more dedicated to the
growth-above-all-else capitalist man-
tra. And no two countries have seen the
foundations of their economic models
more shaken in recent months.

in the United States, the crisis ex-
posed an unsustainable credit culture
and undida highly sophisticated finan-
cial system that accounted for 8 percent
of GDP and now needs rebuilding from
scratch.

In China, where millions of jobs have
beenlost in recent years, the export-led

}/3
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model of the past two decades has
faliered, in part because America’s in-
satiable demand for Chinese goods has
cooled. With Chinese families commit-
ted to saving for retirement, health care
and education, domestic consumption
in China is 35 percent of GDP, half the
share it is in the United States.

“The crisis has accelerated things
and made domestic demand even more
of a priority,” said Victor Chu, chair-
man of First Eastern Investment Group
in Hong Xong, the biggest direct-in-
vestment group in China. “Therefore
China is strengthening and deepening
the social safety net.”

On paper, the euro zone may look
worse than both. Parts of its financial
system are reeling, 100, and economic
growth is expected to fall for much of

2009, while many
economists expect
the United States
to resume growth
in the second half
of  the year.
Growth in China
is onlv slowing,
not going into re-
verse.

But uniike the other two, Europe
faces less fundamental questioning of
its social contract. Higher benefits and
broad-based consumption taxes serve
as automatic stabilizers of the business
cycle, restraining growth in good times
but cushioning the downturns.

“Europe faces a plain vanilla reces-
sion,” said Rogoff, the Harvard profes-
sor. “Tt's a deep recession and it's com-
ing with a vengeance. But it's not a
paradigm destruction.”

To be sure, many remain skeptical
about Europe's social model and the
tradeoff between slower economic
growth and greater security. Unem-
ployment, which has consistently run
higher than in the United States or Ja-
pan, is rising again, too.

Protests have broken out in several
European  countries, particularly
among the young and immigrants who
have not shared in the general prospet-
ity. Its aging population is already
pushing up the cost of medical care
and retirement security.

And whether Europe's model is ex-
portable remains questionable. For the
moment, few Americans are prepared
to pay for what Europeans take for
granted.

Obama's advisers may be looking to

Furope for inspiration and many
Americans are clamoring for protec-
rions against the financial and eco-
nomic storms, but raising taxes to pay
for the bigger government that is on the
way is still a political taboe.

Taxes in the United States account
for about a third of GDP, compared
with about 40 percent in France and
half in Sweden.

“1 do not think the American body
politic is ready to recognize the
tradeoff between growth and security,”
said Stephen Roach, chairman of Mor-
gan Stanley in Asia.

“We want the protection, but we
don't want to pay for it,” Roach added,
noting that European-style consump-
tion taxes or energy taxes were un-
likely to proposed in the near future.

As a result, many economists see a
complex new interplay between mar-
kets and the state emerging.

*“We are going into an era with deep-
er suspicions of both markets and gov-
ernments,” said Joseph Stiglitz, a Nobel
economist who teaches at Columbia
University. “There will be more em-
phasis on the welfare state, but there
will also be more emphasis on incen-
tives within the welfare state.”

One open question is whether the
United States and China can undergo
such a fundamental economic shift
without heightening the tensions that
already exist.

It could reinforce strategic relations
between the countries.by.highlighting
their mutual .dependence. But as the
economic crisis unfolds, there'is also
the chance that it could also lead to
protectionist saber rattling.

Last week, Timothy Geithner, now
the U.5. Treasury secretary, said
Obama thought that China was “ma-
nipulating” its currency, heralding a
harder line toward Beijing.

Lamy, the WTO leader, warned that
there was already evidence that tariffs
and anti-dumping measures were on
the rise, though still generally within
the limits of trade faw.

“So far it’s nothing dramatic,” Lamy
said. “But that doesn’t mean there isn't
the protectionist temptation. There is
always a time lag before such measures
are put into place.”

~——— jht.com/davos ————

For additional coverage
and the Davos Diary blog.
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Davos forum focuses
on halting the slide
and climbing back

Two gquestions wili preoccupy
the world’s economic elite in the
snowy Swiss hamiet of Davos this
week; Will the massive sums of gov-
etnment money pledged to prop up
national economies be enough to

By Joellen Perry in Davos
| and Shen Hong in Shanghai

keep the world from slouching into
a prolonged slide? And where will
the growth come from once bottom
is touched?

At the start of the five-day World

outlines of answers are hecoming
clear. Economists say fiscal-stimu-
lus packages from Washington to
Beijing will cushion the downturn
but fall short of preventing a world-
wide recession. And global growth,
when it comes, will still be powered
in good part by U.S. consumers—
though they’ll spend far less than
they did in the debt-fueled years of
the recent boom.

Chinese Premier Wen Jiabao will
likely seek to lower expectations
that China can extract the world
from the economic crisis. He is the
first Chinese leader to attend a Da-
vos meeling in the event’s 38-year
history. Despite its rise as a global
production hub, China—like emerg-
ing Asian economies such as India—
remains too small, too poor, and too
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export- dependent owm

of a buffer for the global economy in
the next few years.

Asia’s inability to compensate
for the drop in U.S. consumption
means any global recovery will be
slow in coming and marked by
lower growth rates than the world
has seen in recent years.

“We thought we could keep grow-
ing [glohally] at rates of 4% and 5% a
year, but that’s unsustainable,” says

Please turn to page 23

Forum focuses on global growth

Continued from first page
Nouriel Roubini, a prominent pessi-
mist and Davos regular who heads
RGE Monitor, a financial and eco-
nomic-forecasting service in New
York. Mr. Roubini’s best-case sce-
nario; After a recession this yvear.
the world returns tc more moderate
global growth rates around 3.5% by
2011

Governments around the world
have pledged trillions of dollars—a
precise tally is hard tc come by—to
blunt the impact of the financial cri-
s1s. C.S. Democrats hope to pass
President Barack Obama’s $825 bil-
Hon economic-stimulus bill—a pack-
age of tax and spending measures
amounting to 3% of annual US.
gross domestic product—by mid-
February. China in November
pledged $586 billion in spending on
projects including power-grid up-
grades and highway construction.
On Tuesday, Germany’s cabinet ap-
proved a second stimulus package,
part of the 27-nation European
Union’s pledge to spend L.5% of GDP,
or about €200 billion ($260 billion).

In total, the funds top a recom-
mendation from the International
Monetary Fund that governments
world-wide spend 2% of GDP on
stimulus. But it still won’t be
enough to stanch the bleeding. The
IMF is expected to issue projections
Wednesday showing global growth
will be less than 1% this vear,

“A deep recession for 2009 is al-
ready baked into the cake.” says Ken
Rogoff, a Harvard University eco-
nomics professer and Davos
speaker who calls the fiscal-stimu-
lus packages a necessary but tempo-
rary boost. “We’ve had an asset bub-
ble burst that’s not going to turn
around no matter how much govern-
ments spend,” he savs.

The greater risk is that the gio-

bal contraction lasts several

years—ascenario that could materi-
alize if governments don’t comple-
ment fiscal stimulus with equally
ambitious plans to clear banks’
books of bad assets and get credit
flowing through the system again.

“The long history of interna-
tional financial crises tells us if you
don’t clean up the mess in the bank-
ing system decisively,” says Mr.
Rogoff. “you’'re not going tc escape
a long stagnation. A modern econ-
omy with a dysfunctional fi-
nancial svstem is not going
to roll along very fast.”

Pinning hopes on emerg-
ing markets such as China
te pull the world cut of the
downturn alsc seems mis-
guided, China remains arel-
atively poor nation with a
smal] slice of the global
economy. Per-capita GDP in
2007, according to the IMF,
was $2,483.04, compared
with $45,725.35 for the U.S.
And while the U.S. accounts for 20%
of the globe's economy, China’s
share is far less .

With about half of its growth
still export-driven, China is also get-
ting stammed by the giobal down-
turn. Amid fizzling demand, China’s
expansion slowed to an annual rate
of 6.8% in the final three months of
last vear. That was down sharply
down from 9% in the third quarter
and marked a seven-year low. Forall
of 2008, growth.slowed to 9% from
13% the vear before—making it un-
likely China can maintain its long-
standing 8% annual growth rate.

Chinese policy makers face a
steep challenge in turning the coun-
try's growth more toward domestic
demand. Job losses are mounting,
for one. And patchy social protec-
tions such as meager health-care in-
surance and social-security fund-
ing, push Chinese consumers to

Wen Jiabao

save big chunks of their earnings.

Even China’s massive stimulus
program “won't get consumer-led
growth going until they really build
out a safety net,” says Stephen
Roach, Asia chairman for Morgan
Stanley. “I'm hopeful it can happen
in the next few years. But you don't
create a consumer culture over-
night.”

U.5. consumers—who by some es-
timates have powered arcund &
tenth of giobal growth in re-
cent decades—are also tak-
ing a hit. Faced with rising
unemployment, tightening
credit standards and burst
housing and stock-market
bubbiles, shoppers state-
side have begun shutting
their wallets. U.S. spending
growth in the third quarter
of tast year fell for the first
time in 17 years. Econo-
mists say the share of con-
sumption in U.S. GDP,
which hit post-Werld War II highs
around 70% earlier. this decade,
could fall by five percentage points
in the next five years.

But if the U.S. stimulus puts a
floor under the economy and a bank-
rescue package restarts credit en-
gines, economists say, U.S. consum-.
ers will start spending again, albeit
at lower rates.

“The government can t take the
place of the consumer for very
long,” says Ken Rosen, who heads
up the Fisher Center for Real Estate
and Urban Economics in Berkeley,
Calif. Mr. Rosen is slated to speak
Thursday on a Davos panel called
“Can the World Live with the Frugal
American?”

“It will be a recovery based on
less credit and a more careful view
of spending within one’s means,”
says Mr, Rosen. “But it will be a re-
covery.”
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Revived IMF pursues
less-stringent lending

BY BoBb Davis
AND MARCUS WALKER

DAVOS, Switzerland—The glo-
bal financial crisis has revived the
International Monetary Fund,
which just a year ago was pushing to
sell a chunk of its gold reserves be-
cause it was making so few loans it
didn’t have enough income. Now, it
has committed about $50 biilion in
loans to try to rescue Pakistan, Ice-
land and a clitch of Eastern Eurc-
pean countries.

The IMF’s role will be a focus of
attention at this year’s World Eco-
nemic Forum, where political lead-
ers of Pakistan and Latvia will dis-
cuss their experiences, as will the
No. 2 official at the IMF, John
Lipsky. This is a new-look IMF.

Gone are many loan reguire-
ments that developing nations
found onerous: privatize social secu-
rity, open markets to foreign finan-
cial firms, break up local monopo-
lies. The changes have made turning
to the IMF more palatable domesti-
cally—other nations, including Tur-
key, are now in talks with the IMF
for loans. It may even ease the way
for some heavily indebted Western
European countries to seek IMF
help later on.

“The change reflects a shift away
from the thinking that the IMF can
micromanage a country,” sald Anne-
Marie Gulde, an IMF senior adviser
for Europe.

In making the loans, the IMF
sought to learn the lessons of the
Asia crisis of a decade ago. Then, the
fund was criticized for making de-
mands—such as opening the way to
U.S. banks in South Korea and break-
ing up a clove monopoly in Indonesia—
that locals interpreted as heavy-
handed and politically metivated.

Moreover, with the U.S. and
Western Europe slashing interest
rates and lifting government spend-
ing to fight recessions, IMF officials
said they couldn’t ask borrowers to
make the tough cuts they once
would have.

The IMF is far from a fast-track
loan program for developing nations.
Rather, it confines its demands to the

monetary and fiscai policy in which it
is expert. For some countries, that
still can mean difficult changes.
Latvia, for instance, must siash the
salaries of teachers, soidiers and
other government workers by 15%,
while Ukraine must cut its spending
at a time when the economy is ex-
pected to contract severely—a pre-
scription that is bound to make its re-
cession worse, for a time.

Some Eastern European coun-
tries receiving IMF assistance fig-
ure that it’s only a matter of timme be-
fore the IMF resumes trying to get
involved with the innards of their
economies.

“The IMF will use {the deepening
economic crisis] to ask more and
more of countries,” said a central
banker in Eastern Europe. The IMF
says it doesn’t have such plans.

The IMF’s goal is to heip stabilize
poor countries battered by a reces-
sion that sharply reduced exports to
rich countries as financing to devel-
oping countries dried up. The Insti-
tute of International Finance, a trade
association of large financial institu-
tions, estimates that private flows of
capital to developing countries will
drop by about two-thirds, to $165.3
billion this year from $465.8 hillion
in 2008,Last year, the IMF, which had
a tense relationship with Pakistan,
agreed to easier terms than it would
have in the past on a $7.6 billion loan.

The IMF largely accepted the
budget-deficit target the Pakistanis
proposed, said Mohsin Khan, the
IMF’s former chief for the Middle
East, and didn’t push to end certain
farmland tax breaks, as it had in the
past, even though it believes the
breaks are manipulated by manufac-
turers. Mr. Khan said Pakistan
agreed to make the central bank
more independent and to reduce
subsidies, which shouid heip to ease
its budget problems.

One sign that the IMF strategy
may be working: protests in Latvia,
Hungary, Lithuania and elsewhere
have been directed at governments
instead. “People do not see the IMF
as a big Western institution telling
us what to do,” says Gyula Toth, a
Hungarian economist at UniCredit
in Vienna.



By Caila Wiemer

t:hina has taken a certain amount of
heat from outgoing Treasury Secretary
Henry Paulson for helping bring on the glo-
bal financial crisis. But his newly sworn-in
successor has just raised the temperature
a notch, In written testimony to the Sen-
ate last week, Timothy Geith-
ner invoked the dreaded “cur-
rency manipulator” label inti-

The Treasury
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Wrong on the Yuan

out is that the saving rate started firon an
already high 38% in 2000. An inexorable
climb from then onward elevated the rate
1o 51% in 2007 A litany of factors is rou-
fineiy cited for why China's saving rate is
high: the need 1o provide for one’s own re-
tirement; the need Lo self-insure against
risks of illness, injury, or job loss; the need
te meet chidldren's education
expenses; and the need 1o ac-
cumulate funds to support

o o Secretary Ly e on o
This js a heavily loaded terin ShOU.ld focus on start-ups in ihe ahsence of

that the Bush administration H credit markets that function
for some years managed to Consumptlon. 1o do so. But although these

dance around, Currency ma-
nipulation is prohibited un-
der the International Monetary Fund Char-
ter and can be taken as grounds for retalia-
tory trade sanctions.

The attention to the exchange rate is
misplaced. A coherent story of global pay-
ments imbalances and the financial crisis
can be told without recourse to charges of
an undervailued yuan. Likewise, an agenda
for getting out of the crisis and setting the
global economy on a more balanced path
does not depand on the yuan, The policy
focus should be on stimulating consump-
tion in China. The need for that predated
the crisis but is now magnified by it.

Both China and the U.S. pursued macro-
economic policies from 2001 to 2007 that
were successful in achieving high growth
with low inflation. Just how successful in
China’s case is only revealed when real
growth figures are derived, following stan-
dard international practice, by subtracting
the inflation rate from the nominal growth
rate, This approach shows that from a
slowdown that bottomed out in 2000 with
growth at just 2.3%, the pace soared to ro-
bust double digits and stayed there for
seven years, The year 2001 was pivotal
due to China's World Trade Organization
entry, although the foundation for sus-
tained growth had been laid in the late
1990s with state sector downsizing, hous-
ing privatization and liberalization of la-
hor migration.

In a pattern typical of developing coun-
tries in their take-off phases, China’s surg-
ing growth brought a rise in the national
saving rate. Whal makes China’s case stand

factors explain a high level of
saving, they do not offer in-
sight as fo why the saving rate rose so dra-
matically during a time when, if anything,
life became less precarious and the finan-
cial system became inore functional.

A standard economic theory of saving—
Franco Modigliani's life cyele hypothesis---
explains the rise in saving. The hypothesis
holds that current income is apportioned
to consumption over a lifetime. This
means, first, that any income growth
above the norm will be disproportionately
saved in the current period to be meted
out for consumption purposes in future
years. Since only those in their working
years benefit from faster income growth,
only this segment increases its consunp-
tion while those in retirement consume
based on the lower income of an earlier
time. The hypothesis implies, second, that
a rising share of population in the work-
force will also result in an increase in the
saving rate. On both counts—unusually
rapid income growth and a demographic
bulge moving into working ages—China’s
rising saving rate is as the theory predicts,
In other words, it has nothing to do with
the exchange rate.

A rising saving rate has implications
for China's external accounts. National sav-
ing that isn't used for domestic invest-
ment is invested abroad. To fund that capi-
tal outflow, exports must exceed imports.
In China’s case, a rise in saving was paral-
leled by a rise in domestic investment
from 2000 to 2004, leaving the saving sur-
plus and hence the trade surplus constant
as a share of GDP at a modest 2,0-2.5%. In

2004, fearing the econemy was overheal-
ing, the Chinese government ¢lamped
down on investment spending and the sav
ing-investment gap began to widen. With
investment held in check over the next few
years against a continued increase in sav-
ing, the trade surplus hoomed.

On the U.S. side, the capital inflow - -not
Just from China but from the developing
world as a whole plus
the oil exporting coun-
tries—had an incipt-
entl deflationary im-
pract. Upward pres-
sure on the dollar
from the demand for
U.5. assets made U.S.
goods less competi-
five, and wilhout

55%- -
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countervailing acticn a5
this would have

caused the economy 40
to falter. Expansion-

ary monetary policy 35
kept that from hap-

pening, however, as 3

the Greenspan Fed-
eral Reserve kept in-
terest rates very low
for a very long time.
The liguidity boost from a credit expan-
sion triggered by innovative new financial
instruments also contributed. This combi-
nation fueled wealth gains that stimulated
U.5. consumer demand and kept the econ-
omy going.

Both the U.S. and China thus enjoyed
strong growth with low inflation for a
nice, long stretch. The U.S. propagated this
trend with low interest rates and financial
innovation, while China propagated it with
a stable exchange rate and ongoing reform
of its economic system.

China is no different from most emerg-
ing market economies in adopting policies
of foreign exchange market intervention,
capital controls and interest rate regula-
tion. It takes very sophisticated economic
institutions to pull off liberalized foreign
exchange and financial markets, and even
then there are no guarantees of immunity
against crisis. in the emerging market coir-
text, the exchange rate is an important
macroecenemic policy lever. Currency ap-
preciation reins in an economy that is
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Saving for the Future

{hina's investment and saving raies as a
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overheating; depreciation stimulates an
econemy that is flagging. China’s course of
gradual yuan appreciation since 2005
proved effective in allowing the economy
10 grow at high speed while still keeping
inflation in check.

China’s growth, however, has relied too
much on exports and notl enough on domes
tic consumiAion-—a prohlem for long term,
sustainable economic
growth. The remedy
is to direct fiscal
spending toward con-
sumplion, in particu-
lar for health care
and education where
China is notably lack
ing. Given the sag-
ging state of external
demand, strong do-
mestic stimulus can
he exercised without
danger of the gver-
heating that might
call for currency ap-
preciation as an off-
a5 set. The exchange

rate, then, can stay

where it is. A fiscal

stimulus that suc-
ceeded in restoring consumption to the
share of GDP witnessed as recently as 2003,
given a mainfained investment share at the
2004-07 level, would cause China’s trade
surplus to disappear.

Mr. Geithner, to his credit, emphasized
in his written testimony the importance of
consumption stimulus in China. He would
do well to stick to that argument going for-
ward and exclude further pronouncements
on the exchange rate, Meanwhile, rising
health care and education spending in
China presents the prospect of greater de-
mand for medical equipment and educa-
tional aids. This suggests the U.S. might
do well to pursue a negotiating strategy
focused on intellectual property rights and
a freer market for ideas the better to ex-
ploit its comparative advantage—instead
of a trade war rooted in a wrong-headed
assessment of the yuan.

Savings rate &

95 2000

Ms. Wiemer is & wsiting scholar at the Uni-
versity of California, Los Angeles, Center
for Chinese Studies.
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FLOYD NORRIS

The risk of a new protectionism

DAVOS, Switzerland
ecoupling is the discredited
D theory of last year. It may also
be the reality of tomorrow.

The world's efforts at economic
recovery could well turn into a case of
every country for itself. Call it “capital
protectionism.”

- A year ago at the World Economic
Forum, many chief executives and
government officials hoped that an
U.S. recession, if one came, would be
mild and not spread overseas. The
strength of world economic growth
would enable Europe and Asia to
“decouple” from the U.S. economy.

What happened instead was the
downside of globalization. Readily
available and low-cost capital played a
crucial role in causing growth around
the world, and its absence for all but
the safest borrowers was causing pain
everywhere.

But what is not the same everywhere
is the ability of governments to
stimulate the economy. While the
United States was debating the details
of how to spend a trillion dollars or
more to bail out banks and stimulate
the economy, the governments of some
other countries have found themselves
caught in the credit crunch.

In Latvia, the government got a
bailout from the International
Monetary Fund by agreeing to
draconian measures that included
wage cuts, spending reductions and
tax increases. There were riots. =

Join a discussion with
Floyd Norris on his blog,
High and Low Finance.

- iht.com/biz" -

The president of Latvia, Valdis
Zalters, was diplomatic when I asked
him Thursday if he thought it was
unfair that the United States could
easily borrow when his country could
not. “It’s the way it is,” he said. “The
U.S.has a AAA rating. We had no
choice.”

The best positioned are those
countries that have huge foreign
currency reserves — think China — or
printing presses for the international
reserve currency — think the United
States.

“The money is flowing out of all
markets,” said Ferit Sahenk, the
chairman of Dogus Group, a Turkish
conglomerate. “This brings a risk of
refinancing, not only for the banks but
for private sector debtors as well.”

That risk is only increased by what
Stephen Roach, the Morgan Stanley
economist, called “the rising tide of
economic nationalism.” In both Europe
and the United States there is pressure
on bailed-out banks to increase lending
— but not just to any borrowers.

“Some countries are encouraging
their banks to invest mostly in
domestic assets,” complained Sahenk.
*This is a new form of protectionism.”

That worry is widespread. “Large
economies are accessing international
capital markets for themselves,” said
Trevor Manuel, the finance minister
of South Africa. He wants the big
countries to share the borrowed
wealth, but fears they will not.

Adair Turner, the chairman of
Britain’s Financial Services Authority,
voiced the same concern, calling it “the
risk of a new mercantilism,” centered
on credit availability rather than trade.

“It is not easy to avoid this,” he

added. “It could get out of hand.”

The onset of credit protectionism, if
it comes, will be the result of a drastic
shift in the financial system. Private
allocation of credit played a major role
in the extraordinary world growth of
the past quarter century, but that
system blew up when financial
innovation led to a huge overextension
of credit to borrowers with dubious
repayment ability, whether they were
subprime mortgage borrowers or
highly leveraged companies.

With the banks crippled and shown
to have taken risks that now look like
they were foolish, it has fallen to
governments to allocate credit, either
indirectly by deciding which banks to
bail out and on what terms, or even
directly if, as some expect, many
banks are eventually nationalized.

The pressures for nationalization
come in part from worries that bank
balance sheets are bottomless pits of
toxic assets, and concern that it would
be unfair to taxpayers to allow the
benefits to flow to the shareholders
who stood by as the banks took too
many risks.

Alan Blinder, a former vice chairman
of the Federal Reserve and now an
economics professor at Princeton, said
he did not think nationalization would
be the first or second choice of
American policy makers, but that it
could be the third or fourth.

And he added that the risk of credit
protectionism would rise if the banks
were nationalized.

It is hard to imagine that
governments will do a particularly
good job of allocating capital to its
most productive uses, given the
political pressures they will face. But

there is no agreement on how to get
the private banking system operating
in an adequate fashion.

Pumping capital into the banks has
not yet worked, even if it has stirred

public outrage over high pay and perks
for the bankers who got us into this mess.

There is renewed interest in some
kind of “bad bank” approach that
would separate the toxic assets from
the good ones, leaving the government
with the bad stuff.

_ But figuring out what to pay —

i assuming the banks have not been

'nationalized — is likely to be

| contentious.

} At the same time, there is much talk

; about how to reform the regulatory
systems around the world, and to

| standardize regulation to avoid the
“regulatory arbitrage” of seeking out
jurisdictions with the least stringent
rules.

“We allowed a series of near banks
and shadow banks to grow without
being regulated,” Turner said. In a new
regime, he added, one rule must be, “If
it looks like a bank and quacks like a
bank, we have to regulate it like a
bank.” To do that, he would give
regulators wide discretion to get
information on how hedge funds and
other institutions are operating, with
the ability to impose regulation if they
start to act too much like a bank.

Somie economists fear that would
stifle financial creativity, and even
some who think far more regulation is
needed question whether regulators
can amass the expertise to make

needed decisions promptly and wisely.
Roach forecasts this will be the first
year since the Great Depression that
the gross domestic product of the
entire world declines, Fiscal stimulus
plans may help to ease the pain, but it is
hard to see how the world’s economies
can resume decent growth unless and
until the private financial system is
operating much better than it is now.
. “We've all been building this big,
integrated financial system,” said
James Rosenfield, a co-founder of
Cambridge Energy Research
Associjates. “We didn’t consider what
would happen when it disintegrated.”

Shifting toward state control of
finance. James Saft, Page 18
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Philippines’ economy grows 4.6%

Remittances bolster
GDP, but global ills

create job worries

By James Hooxway

The Philippines’ economy grew
taster last year than many analysts
expected—expanding 4.6% in 2008
compared with 7.3% in 2007—hut
economists worry about whether
the country’s relatively resilient do-
mestic consumer sector can with-
stand & worsening export slump.

Some economists predicted the
full-year gross domestic product

Philippines’ GDP

The Philippine government
forecast econemic growth of
between 3.7% and 4.7% in 2009.
Year-to-year change:

‘ce 07 08 09
. Farecast

2004 05
Source: National Statistical Coordination Boad

data would show growth of around
4%. But strong remittance flows
from about eight million Filipino ex-
patriates helped prop up consumer
spending and the broader economy
last year even as the full extent of
the global economic crisis began to
emerge, the Philippines’ National
Statistical Coordination Buard an-
nounced Thursday.

In the fourth quatter. the board
said, GDP grew 1% from-the third
guarter, avoiding the contractions
already afflicting some other Asian
economies.

The Philippines’ cengral bank ex-
pects remirtance flows provided by
Filipino nurses, teachers and other
professionals to have reached $15
billion or more in 2008, and the to-
tal could grow another 10% this
year. The inflow provides a safety
net that many of the Philippines’
Asjan neighbors lack.

But the questicn on many econo-
mists’ minds now is whether remit-
tance-driven spending—combined
with government stimulus—can
continue to offset a slump in ex-
ports and a series of layoffs among
the country’s manufacturers. For
some analysts, the economic data
are a lagging indicaror and don't of
fer much comfort for the current
year.

On Wednesday, Philippine Labor
Secratary Marianito Rogue warned
that in a “worst-case scenario,” as
many as 300,000 people in this coun-
try of 90 milion could lese their
jobs in the coming months. Intel
Carp. on Jan. 21 announced if was
shutting a semiconductor testing
and assembly plant south of Manila,
and Texas Instruments Iac., an-
other hig employer in the Philip-
pines, said it also is laying off work-
ers as part of a global retrenchment
prograin. Total exports fell 12%
year-to-year in November.

Some analysts worry that the re-
mittance flows could also slow if the
worsening glebal economic situa-
tion translates into job losses for
the Philippines’ large overseas work
force. Although many of the coun-
try’s expatriates work in fields con-
sidered relatively immune to a

downturn, such as healthcare and’

education, the depth of the world's
economic problems could still af-

Bisacates Press

An activist at a Manila protest on Thursday condemned joblessness at home.

Economists worry that the global crisis will cut jobs of Fillpinos working overseas.

fect them.

“Remitiance flows have held up
pretty well through to November,
and if they begin to reduce, we
might not see it happen until the
middle of 2009,” said Jojo Gonzales,
managing director of one of Ma-
nila’s biggest stock brokerages, Phil-
ippine Equity Partners Inc.

The Monetary Board of the Phil-
ippines’ central bank responded to
concerns about the country’s eco-
nomic outlook on Thursday by cut-
ting its benchmark interest rates by
half a percentage point for the sec-
ond consecutive month.

The Bangko Sentral ng Pilipinas’
overnight rate is now at 5% for bor-
rowing and 7% for lending—their
lowest in a year—and Gov. Amando
Tetangco toid reporters more cuts
could follow as the rate of inflation
slows, thanks to lower food and oil
prices. In December, the Philip-
pines’ consumer price index rose
8.0% year-to-year, compared with a
9.9% rise in November.

“Given the improved inflation
outiock, the Monetary Board be-
lieves that there is room for further
easing the monetary policy stance,
which should also provide support
to financial markets and the real
economy,” Mr, Tetangco said.

Eariier Thursday, Economic Plan-
ning Secretary Ralph Recto said the
government’s growth target for
2009 was 3.7% to 4.7%, adding that
he expected government spending
on construction programs also to
help lift the domestic economy.
“Qur economy is expected to remain
resilient and prepared for the even-
tual economic rebound,” he told re-
porters.

Mr, Gonzales at Philippine Eq-
uity Partners said he expects the
country’s economy to grow 3.1% this
year—below the lower end of the
government's target. “It’s just
enough to keep per-capita incomes
rising,” he said.

—Cris Larano and Ceciiia Yap
contributed to this article.



THE JAPAN TIMES SATURDAY JANUARY 31, 2009

OPEC has alesson

Sebastian Mallaby
Washington
THE WASHINGTON PCST

Athis confirmation hearings last week,
Tim Geithner branded China a currency
manipulator. This is a designation that
the Bush Treasury Department never
formally affixed to the Chinese. It may
signal a nerve-racking shift in how the
United States manages its most pivotal
relationship.

Treasury Secretary Geithneris correct
that China manipulates its currency.
What's more, this manipulation is
arguably the most important cause of the
financial crisis. Starting around the
middle of this decade, China’s cheap
currency led it torun a massive trade
surplus. The earnings from that surplus
pouredintothe U.S. The result was the
mortgage bubble.

China’s leaders protest that they are
being unfairly scapegoated. Yet while
there are rival accounts of the origins of
the crisis, neither has the explanatory
force of the blame-China narrative.

The first rival account is that the crisis
reflected failings of U.8. financial
regulation. Such failings exist, but most
have been around for years. The
mortgage bubble reachedits craziest
extremes in 2005-07, when China was
flooding the world with cheap capital.

Moreover, regulatory failings exist not
just at one regulator but many. The
Securities and Exchange Commission
failed to check risks at broker-dealers such
as Bear Stearns. State insurance regulators
failed to prevent the collapse of AIG. The
Federal Reserve failed to see that banks
were pouring capital into toxic securities
that they then held off their balance sheets.
European regulators were no better, even
though they had adopted a supposedly more
luip-to-date set of capital standards. The
lesson: Faced with a deluge of cheap
money, no regulatory regime can be
expectedto prevent bubbles.

The second rival account of the crisis
accepts that its origins lieless in
regulatory failings than in economic
pressures. But it blames the bubble on
two mistakes at homeratherthanonthe

glut of capital from China. Americans
should have controlled the urge to
splurge, the thinking goes, and borrowed
less Chinese money. And the Fed should
have shut down the easy-money party by
raisinginterestrates.

If Americans’ insatiable appetite for
loans explained the flood of Chinese
capitalintothe U.S., we would have seen
the evidence in a rising price for those
loans —that is, higher interest rates in
the bond market. But bond rates were
strikingly low at mid-decade. This
strongly suggests that it was the supply of

Geithner is correct that China
manipulates its currency.
What's more, this manipulation
is arguably the most important
cause of the financial crisis.
Starting around the middle of
this decade, China’s cheap
currency led it to run a massive
trade surplus. The earnings
from that surplus poured into
the U.S. The result was the
mortgage bubble.

lending that went up, not the demand for
it. Chinese money flooded intothe U.S.
because of the push factor from China, not
the pullfactor from Americans.

Could the Fed have raised interest
rates toavert the bubble? The Fed’s
maonetary policy was indeed too loose. But
as Martin Wolf argues in his recent book,
“Fixing Global Finance,” it’s not clear
that higher interest rates could have
prevented the trouble. Once China
decides to export vast quantities of
capital, that capital hasto go somewhere.
Higher interest ratesinthe U.S. might
haveencouraged the world’s saversto
park even more of their capital inthis
country.

Sothere is no getting around China’s
culpability. The country relies on the sort
of export-focused growth strategy that
other Asian Tigers have pursued, with the
difference that China is too big to go this

for China

route without destabilizing the world
economy. The real question is whether it
is diplomatically fruitful to push China to
change. The Bush administration tried
and failed. Why would the new team fare
better?

The wrong answer istosaythat U 8.
President Barack Obama’s guys will be
tougher. However egregious China’s
currency policy may be, it's
counterproductive to punish Beijing with
sanctions. For one thing, a trade war is
the last thing the world economy needs,
For another, as Geithner explained, the
immediate priority is to get global growth
going, so it’s more important to persuade
China to extend its fiscal stimulus thanto
revalueits currency. Besides, reforming
China’s exchange-rate policy is not the
only way to wean the country off its
high-savings, high-export model. The
savingsrate partly reflects China’slack
of social safety nets, If the Chinese spend
some of their stimulus on pensions and
health care, they will be heading in the
right direction.

Still, there is an opportunity to nudge
China toward currency reform, and the
Obama team should take it. China's leaders
arenot fools: They can see the effects of
their policy not only in collapsing Wall
Street banks but also in their own collapsing
exports. The bubble that China inflated has
brought Cliina’s foreign customers to their
lmees. Because China pushed its export
model too aggressively, its export markets
have cratered.

Think of it this way: China’s positionis
akintothat of OPEC inthe early 1980s,
Two oil shocks taught oil producersthe
limits to their power: When they jammed
prices up, the world economy sputtered
and motorists boughtsmaller cars —and
oil priees fell precipitously. OPEC
learned to halance its lust for higher oil
prices with the fear that customers might
revolt. China’s leaders may beready for
the same lesson — and Geithner’s words
may encourage them to learnit.

Sebastian Maliaby is afellow for Imternational
Economicswiththe Councif on Foreign
Reiations.




International Herald Tribune
Saturday-Sunday, January 31-February 1, 2009

Decisions at Davos . Kofi Annarn

‘A time of crisis — and hope

DAVOS, Switzerland

s the world’s wealthy and

powerful meet in Davos, the

wotld looks a gloomy and un-

certain place. We don't know

how deep or long-lasting the downturn

will be. But we do know there is plenty
of pain to come.

In every crisis, however, there is op-
portunity. If we have the courage to
learn the lessons of the last 18 months
and put them into practice beyond the
economiic sphere, we can put in place
new foundations to reshape our world
for the better.

For the roots of this crisis go beyond
an abject failure of financial gov-
ernance and neglect of warnings of the
risks being run. Connections between
economies have been revealed which
were clearly not fully understood, let
alone regulated. There may have been
endless talk of globalization. But it is
very clear there has been a lack of re-
cognition of what this means for us all.

We have learned decisively that no
country, no matter how prosperous, can
control the forcesof gldbalization on its

own. The lack of inclusive processes -

and institutions needed fo manage the
risks and ensure all gain from the bene-
fits has also been exposed.

The present crisis has aiready led to
unprecedented international co-opera-
tion. There has been coordinated action
to protect the financial system from col-
lapse, to try to stimulate the global econ-
omy and find new rules and structures to
prevent this disaster being repeated, But
while the G-20 is a better and more legit-
imate forum than the G-8, it does not go
far enough to give the poor and exciuded
a voice. After all, they are the ones most
affected by the decisions made.

The real lesson of the past year is the
urgent need to build on and extend this
multildteral approach. It means accept-
ing that the rich and powerful alone can
no longer rule the world.

It means, too, recognizing that the
only lasting solutions to the challenges
we face will be those which have the se-
curity, oppertunity and welfare of all at
heart. Fairness and equity can no
longer be an afterthought. No one's sta-
bility, security and prosperity can be
guaranteed unless we strive to tackle
the gross inequality of wealth, opportu-
nity and influence in our world.

What is needed is a fundamental
change of mindset. Solutions to the fi-
nancial crisis must look beyond the im-
pact on the market, financial institu-
tions and developed countries. They

must also focus on jobs, family incomes
and the effect of the slowdown on.the
poorest countries.

Market forces are the engine for eco-
nomic growth. But they need to be well
regulated to ensure fairness and equal
opportunity for all :

We must show that we
understand the challenges
of globalization and act
together to confront them.

The present crisis has underlined the
importance of governments in effective
regulation of the market. But they must
also look beyond their bordets and at
the long-term picture. Richer countries
cannot use the excuse-of tighter fi-
Nances to renege on their aid promises
to the poorest on the planet. As protec-
tionist instincts are emboldened, the

"dangEt is that those Jeast responsible for
; thf;grqsent erists will be hardest hit:

rlcasprogre rl..l'l arncul .15 un-
der threat-Wened nbtjust folcontinue
but to increase suppbrt to help the con-
tinent overcome its problems. Develop-
ment aid must be targeted at encour-
aging long-term economic growth, good
governance and human development as
well as immediate crises. We need a
uniquely green revolution in Africa,
transforming every aspect of farming to
ensure food security.

It is Africa — and the developing
worid as a whole — which will be hit
hardest, too, by climate change. It will
affect every country and society, but
the most severe impact will fall on
those who have done the least to change
our atmosphere.

‘We can waste no time. There must be
a radical, effective agreement at Copen-
hagen this year based on climate justice
and the principle that the polluter pays.

The developed economies must take
the lead in cutting emissions. They
must alse fund the transfer of knowl-
edge needed to help the rest of the
world to grow their economies and to
adapt to the inevitable change in our
climate already under way- No other ap-
proach will work. -

Breaking our addiction to fossil fueis
and investing in green technologies will
also help us deliver energy security,
jobs, prosperity and economic growth.

This will require robust and inclusive

global economic, financial and political
institutions. We need fundamental re-
form to involve a far wider range of coun-
tries and voices in decision-making,
Without this, the solutions reached will
neither match the scale of the problems
nor have the legitimacy to be effective.
As the woeful international response to
the conflicts in the Middle East and else-
where highlights, our structures are at
present incapable of meeting the chal-
lenges of today, let alone tomorrow.

The new American adminijstration
gives us hope that, in all of these areas,
progress can be made. But other govern-
ments and actors must play their part.
At Davos, our business and political
leaders must show they understand that
our world has shifted for good and that
we have to change with it or perish.

Kofi Annan, a former UN secretary
general, is cochairman of the World Eco-
nomic Forum’s 2009 annual meeting.
This Global Viewpoint article was dis-
tributed by Tribune Media Services.
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Davos and the spirit of

it

John Gapper

mutual misunderstanding

down, “We always hope for the Davos providing many details. The words

© spirit, a spirit of mutual understanding.

It 18 a positive spirit, a constructive
spirit.” he said, in the manner of one
whose hopes have been dashed.

He should not have been surprised.
The WEF had an impassible task this
year - to forge harmoeny cut of
tension, particularly over the financial

i erisis and how the world can recover

This was not the week 1o be-seen-in
Daves and, if you were there, it was
not the time to remain calm.

Despite the blue skies in the Swiss
skiing resort, the World Economic
Forum's annual meeting, usually a
feelgood festival of political leaders
and chiefl executives vowing to work
together to solve the world's
oroblems, was distinctly fractious.

The audience cheered in one debate
when Nassim Nicholas Taleb, author
of The Block Swan, said it was time
10 punish bankers by forcing them to
hand back bonuses. Vladimir Putin,
the Russian prime minister, angrily
swarted down Michael Dell, the head
of Dell Computers, over the latter’s
impertinent suggestion that Russia
needed technological help.

Finally, Recep Tayvip Erdogan,
Turkey's prime minister, walked out
of a debate with Shimon Peres.
vresident of Israel, saving he had been
given insufficient time to reply to
Mr Peres’s remarks about Gaza. Mr
Erdogan, who was met on his return
to Turkey by cheering erowds, said Mr
Peres talked to him “in a manner not
in line with ... the spirit of Davos”.

—The -Davos-spirit,-along with .others,

is usually imbibed freely by those who ~

Journey to Switzerland for a few days
of debates and parties. Klaus Schwab,
a (German-born professor, has fine-tuned
a genial event at which executives can
mingle with, and lobby, presidents
and prime ministers. Occasionally.
Daves is a venue for concrete action.
Turkey was party to one of Mr
Schwab's proudest moments - the 1988
Davos Declaration between Turkey
and Greece that helped to avert war.
Mostly, however, it is a piace where
good intentions are expressed and
. antagonists turn (nto panellists.

So it was a pale-faced and shaken
Professor Schwab who called a snap
press conference on Thursday evening
with Mr Erdogan to calm things

.from it. Instead, Davos became the
" place where the pent-up dismayv and

anger gver what Wall Street wrought
boiled to the surface.

A lot of bankers were not there to
hear themselves being biamed for the
economic crisis. Llovd Blankfein, chief
executive of Goldman Sachs, stayed
away and cancelled the investment
bank’s usual party. Bob Diamond.
president of Barclays. had been due to
co-host a mountain-top dinner for
clients but decided at the last minute
to remain at home.

The star turns this vear were the
seers who warned of economic
downfall. as well as Mr Taleb. Nouriel
Roubini, a New York University
economics professor, sat on many
panels io warn that the worst is yet
to come for the global financial
system. The absence, or low profile. of
bankers left little to counteract this
pessimism. Some were in town -
Jamie Dimon. chief executive of
JPMorgan Chase, gamely held a party
- but they were no longer dominant
voices. Josef Ackermann, chairman of
Deutsche Bank, humbly moderated a

This year’s forum — —
showed what happens
when the world economy
ceases to finance global
co-operation and goodwill

panel of central bankers, the new
masters of the financial universe.
Apart from the bankers, the other

_absentees were members of Barack

Obama’s new administration. The oniy
official representative was Valerie
dJarrett, Mr Cbama’s friend and

. arnanuensis, who made a boilerplate

speech promising a new era of US
leadership and co-operation without

were fine but the accompanying
action - a near-boycott of Davos - was
11less reassuring,

The gap was quickly occupied by
‘Russia and China, with combative
appearances both from Mr Putin and
Wen Jiabao, the Chinese premier.

Mr Putin took a deliberate jab not
only at Mr Dell but Americans in
Davos last year who had “emphasised
the~US economy’s furdamental
stability and cloudless prospects”.

Beneath the verbal sparring, the
week exposed some big obstacles to
{Lhe stated ajm of many speakers - to
iensure that the world tackles the
economic crisis together, rather than
being drawn into a repeat of trade
protectionism in the 1930s. That
brought the Smoot-Hawley Tariff Act
of 1930 but the problem now is more
one of capital than trade.

Last year in Davos, it seetned that
co-operation - in the form of
sovereign wealth funds from Asia and
the Middle East voluntarily investing
in troubled western banks - could
save the system, This year, less
‘wealthy countries fretted that the US
‘will instead use force majeure to soak
up cabital, It will print Treasury

. bonds to finance its banking bail-out

and its fiscal stimulus.

Meanwhile, financial globalisation is
under threat. The US government
may push bailed-out banks such as
Citigroup to sell overseas aperations
to raise capital and Gordon Brown,
the UK prime minister, has attacked
banks such as Royal Bank of Scotland

- .for taking UK deposits and using
them to lend overseas.

Thus, the spirit of financial
co-operation is running low, which
accounts for the short supply of
Davos spirit. This year's forum
showed what happens when the world
sconomy ceases to finance global
co-nperation and goodwill.

In theory, the forum is the place
where jaw-jaw replaces war-war and
the global eiite finds a way to get
along. In practice, there was little that
a pleasant get-together in the Swiss

- mountains could do to help.

No wonder Prof Schwab looked
50 stricken.

john.gapper@ft.com



MALAYSIA

JANUARY 2009



THE WALL STREET JOURNAL.
MONDAY, JANUARY 19, 2009

Malaysia coalitio

Opposition support
shows threats facing
region’s incumbents

By JAMES HOOKWAY

KUALA LUMPUR—Malaysia’s rul-
ing coalition lost a key pariiament
by-election on Saturday, underscor-
ing the dangers faced by incumbent
governments in Southeast Asia as
their export-dependent economies
begin to absorb the full impact of
the global slowdown.

The vote in Kuala Terengganu, a
predominately Muslim ¢ity on pen-
insular Malaysia’s east coast, dealt
a setback to Deputy Prime Minister
Najib Abdul Razak, who is expected
to take over as the country’s leader
in March.

Mr. Najib had orchestrated a

high-profile campaign on behalf the-

government’s candidate, heping to
demonstrate his political clout with
a victory.

Instead, the opposition coalition
showed it still commands consider-
able voter support after racking up
unexpectedly strong gains in a na-
tional parliamentary election last
March.

Parti [slam Se-Malaysia, or PAS—
part of the country’s strengthening
opposition alliance—took 51% of the
votes cast, as ethnic Malay and eth-
nic Chinese voters switched sup-
port from the National Front to the
Muslim party to signal their frustra-
tion with the government.

PAS politician Mohammed Abdul
Wahid Endut won by 2,631 votesina
battle which saw a turnout of al-
most 80%. )

Incumbent governments else-
where in the region are under pres-
sure. In Thailand, where a pro-
longed political crisis last year para-
lyzed policy-making, Prime Minis-
ter Abhisit Vejjajiva’s shaky new coa-
lition government, which was
formed in December, must now
struggle with an economy on the

brink of recession as eppositicn par-
ties loyal to former Prime Minister
Thaksin Shinawatra try to destabi-
lize it.

In the Philippines, where elec-
tions are due in 2010, prospective
presidential candidates are already
distancing themselves from Presi-
dent Gloria Macapagal Arroyo. Polit-
ical analysts there say her deputy,
Vice-President Noli De Castro, is
likely to run as an independent
rather than representing Ms. Ar-
royo’s party.

The Malaysian economy is also
in trouble. The government says
gross domestic product could grow
3% this vear, but many private sec-
tor economists are less optimistic.
Citigroup Global Markets says GDP
is likely to expand just 0.5% in 2009.
Demand for Malaysia’s biggest man-
ufactured export, electronics com-
ponents, is siumping and prices
have fallen sharply for oil, natural
gas and palm oil, the country’s big-
gest commodity exports.

At the same time, race-based pol-
itics continue to play a pivotal role
in this country of 27 million people.
Since independence from Britain in
1957, many of Malaysia’s ethnic Chi-
nese and Indians—who collectively
make up more than 30% of the popu-
lation—have mostly lent their sup-

port to the National Front coalition |

led by the United Malays National
Organization, the dominant party of
the country’s Muslim ethnic Ma-
lavs. :

But as the economy slows, many
non-Malay voters are tiring of a de-
cades-old affirmative action policy
designed to help the majority ethnic
Malay population catch up
economically with the gen-
erally wealthier ethnic Chi-
nese community.

“Chinese voters are

now giving up on the gov-
ernment. They've had
enough,” says James Chin,
a political science profes-
sor-at the Malaysia campus
of Australia’s Monash Uni-
versity.

In last March’s national

elections, many minority

voters as well as a signifi-

cant number of ethnic Malays

switched their support.to an opposi-

tion alliance led by former deputy

prime minister Anwar Ibrahim.
The coalition’s main compo-

nents are Mr. Anwar’s People’s Jus-

tice Party, the Chinese-based Demo-

cratic Action Party and PAS, the Is-

lamic party.

As a result, the National
Front lost its long-held two-
thirds majority in Malay- -
sia’s parliament, effec-
tively forcing Prime Minis-
ter Abdullah Ahmad
Badawi to accelerate a
handover of power to his
deputy, Mr. Najib.

Mr. Najib, 55 years old,
is expected to take over as
premier in March after he
formally wins election as
UMNO party president, a

post for which he is running unop-
posed.

The British-educated son of Ma-
laysia’s second prime minister, Mr.

Najib campaigned hard in the Kuala
Terengganu by-election to fill a par-
liamentary seat held by a National
Front member of parliament who
died last year.

After Saturday’s defeat, Mr. Na-
jib tried to play down the impor-
tance of the electionloss for the gov-
ernment. “Of course, this is a set-
back for us,” he told reporters, but
added that “We will not be disheart-
ened by the result.”

-Independent analysts predicted
that the National Front’s recent de-
cline could continue, Although Mr.
Najib doesr’t have to call another na-
tional election until 2013, his rival,
Mr. Anwar, is working on conving-
ing at least 30 government lawmak-
ers to defect to the oppositioninor-
der to take control of Malaysia's
222-seat parliament.

“The slide continues,” said Khoo
Kay Peng, an independent political
analyst and consultant. “The Na-
tional Front should count its bless-
ings for not losing by a bigger ma-
jority.”

n loses election
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Malaysia’s Islamists
weaken coalition

By John Burton
in Singapore

A crucial opposition by-elec-
tion victory has delivered a
big setback to Malavsia's
National Front government
raising new challenges for
Najib Razak. the incoming
prime minisier, as he pre-
pares to take over in March.

Anwar [brahim, the oppo-
sition leader. said the vic-
tory will strengthen his
efforts to topple the govern-
ment this vear as the ruling
coalition’s slim parliamen-
tary majority shrinks.

The Islamic Partv of
Malaysia (Pas). one of three
parties in the opposition alli-
ance, wen the byv-election in
the state of Terengganu by a
strong margin, taking the
seat away from the govern-
ment.

The result could influence
local elections scheduled for
this year in the state of
Sarawak. which helds the
balance of power in the
Naticnal Front government.,

A government setback in
Sarawak could trigger defec-
tions by its parliamentary
members to the opposition.

posing a threat to Mr Najib's
survival.

Sarawak and its sister Bor-
neo state of Sabah have com-
plained of being neglected by
the central government. The
two states have 42 seats in
the 222-memnber parliament,
in which the government
holds a 27-seat majority.

Mr Najib plaved down the
the idea that the by-election
was a referendum on public
support for the government,
which suffered its worst
electoral setback in national
elections last March since
taking power at independ-
ence in 1957,

Terengganu is an impor-
tant swing state and 1s seen
as a barometer of political
sentiment among Malaysia's
ethnic Malay majority,
which makes up the vast
majority of the state’s popu-
laticn. The polls revealed a
big shift in the Malay vote to
the opposition.

An erosion of support
among Malays for the gov-
ernment would probably
doom it. Malaysia's ethnic
Chinese and indian minori-
ties generally support the
opposition.



alaysia’s opposition coali-

tion won another parlia-

mentary seat in a by-elec-

tion Satarday. It’s yet an-

other warning to the rul-
ing United Malays National Organization
that volers want.a change.

Saturday’s poll in Kuala Terengganu
was held in Terengganu, a Malay-major-
ity region and traditional stronghold of
Parti Islam se-Malaysia (PAS), That
party lost the seat in 2004, but regained
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Winning in Malaysia

it in Saturday’s by-election. The candi-
date, Mohammed Abdul Wabid Endut,
campaigned on a platform promoting
Shariah law and fighting corruption. The
ruling UMNO campaigned on a more sec-
ular platform and promised old-style
UMNO populist spending to create jobs.
PAS won Saturday’s election by 51.9% to
47.70().

The victory can be seen as a referen-
dum iess on Islamic law than on the rul-
ing party, which has lost popular support

over its perceived corruption and han-
dling of the economy. It is a blow, tog, to
the aspirations of Deputy Prime Minister
Najib Razak, who campaigned heavily
for the UMNO candidate,

The win also exposes the tensions in-
herent in Mr. Anwar's coalition, which in-
cludes his People’s Justice Party, the
mostly Chinese Democratic Action Party,
and PAS. Although all parties pitched in
to help PAS win on Saturday, Mr. Anwar
has said repeatedly that the opposition

supports moderate Islam, That rubs un-
easily with PAS's pro-Shariah platform.

The opposition coalition is still 52
seats short of a majority in Parliament,
though Saturday’s win brought il one
seat closer. In Parliament and in future

“polls, Mr. Anwar would do well to focus

his efforts on the broad-based issues
that mattered in Kuala Terengganu—cor-
ruption and economic liberdlization—
rather than PAS’s Islamic bent. That's a
winning formula for all of Malaysia.



