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tors during a February earnings call
that targets long out of reach are now
affordable: “There are companies that
we've wanted for years. Those assets
are out there”

Government spending is likely to
spur dealmaking in the energy and
defense sectors. Big Oil is taking a hard
look at companies that specialize in
wind, solar, ethanol, and other types
of alternative energy. Such busi-
nesses could benefit from the Obama
Administration’s push to decrease.
the country’s dependence on foreign
ofl. In February, San Antonio-based
refiner Valero Energy agreed to acquire
some of the assets of ethanol producer
VeraSun Energy, which is bankruptcy.

There could be an air of desperation
to some matriages. Struggling com-
panies may look to mergers to stave
off their demise. Those deals, though,
don’t always work out. Sirius Satellite
Radio and XM Satellite Radio joined
forces nearly a year ago, figuring they
could solve their woes with a merger.
But in February the newly formed
Sirius XM needed a $530 million cash
infusion from Liberty Media in a last -
ditch attempt to avoid bankruptcy.

" Says Jones Day’s Profusek: “We will

likely see deals where two companies,
facing declining revenue, will join
with the hope that two plus two equals
something more than four” 1BWI

Exchange

Read, save, and add content on BW's
new Web 2.0 topic network

An Appetite for Acquisitions |
Despite the rocky times, executives

in Europe and Asia remain upbeat
about deaimaking. Boston

Cansulting Group surveyed 164
European companies between
September and Novermber and

found that nearly a third planned to 1
make an acquisition in 2008. In

Asia, more than half of the 924
executives polled by The ,
Economist Intelligence Unitsaidat | @

least one deal is likely this year.

bx.businessweek.com/mergers-

To read these fepbr‘ts, go to http:// ‘
and-acquisitions/reference/
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/JAPAN IS RUNNING
UT OF OPTIONS

With a stalled stimulus plan, soaring yen, and plunging
exports, can the anemic nation revive its economy?

By lan Rowiey

W\W On Feb. 16, Japan’s Cabinet
v .‘: | Office announced that the
%&m. 4 | country’s gross domestic
product contracted at an annualized
rate of 12.7% between October and
December. The fall was more than
expected and marked the biggest quar-
terly slump since 1974. “There's no
doubt that the economy is in its worst
state in the postwar period,” Economic
& Fiscal Policy Minister Kaoru Yosano
' said in Tokyo (Yosano is also picking

up the portfolio of Shoichi Nakagawa,
wlio abruptly resigned as Finance
Minister after appearing to be drunk at
a G-7 meeting).

The shrinkage is evidence that
Japan has slipped into an even deeper
sinkhole than the U.S. During Japan's
lost decade of deflationin the 1990s,
it could still count on the American
appetite for Japanese goods to sustain
the factories of Osaka and Tokyo. Now
the slump in demand for Japanese
autos and electronics has spread from

YURIKO NAKAQ/REUTERS
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the U.S. and Europe to China and other
once fast-growing markets. Japan's
exports fell 13.6% in the latest quarter.
“Inevery planning scenario, our
worst assumptions have beenmet or
exceeded;” Nissan Motor CEQ Carlos
Ghosn told the press on Feb. . Japan’s
woes are hurting global growth and
depressing global bourses further.
Making matters worse is that the yen
has soared as investors both domestic
and foreign have sought the safety of an
established currency and the security of
abanking system relatively untouched

JAPAN'S BAD NUMBERS

-12.7%

173w

Annualized rate
of growth

Gross debt as
a share of GDP

Datn QFCO

Oata b birst Ofice

Household by the subprime

spending fell in scourge. n2008

December for .

the 10th menth the yen gained 20%

in a row against the dollar and
even more against the

euro and other currencies. Exporters,
even after extensive cuts, need a yen
rate of about 100 to the dollar to make
money. Today the venis at g4.

Can Japan right this mess? It should
be able to—it has $1 trillion in foreign
resetves, almost $16 trillion in house -
hold assets, and perhaps the most
skilled workforce on the planet. But its
options are surprisingly limited.

UNEMPLOYMENT CLIMBS
The first is to try stimu-~
lus, something Tokyo did
repeatedly in the 1¢90s.
Yet today the ruling Liberal
Democratic Party, which
once held undisputed

NEWS

The next option is to engineer a drop
in the yen. One idea is that Japan use
its reserves to help fund Washington'’s
bailout and stimulus plans inre-
turn for a combined effort to reduce
the yen. The U.S. has little to gain
from such a deal, though. America is
unlikely to need Japan’s help to buy
treasuries, particularly since Federal
Reserve Chairman Ben Bernanke has
said the Fed may make purchases. And
despite some Beijing bashing by Trea-
sury Secretary Timothy F. Geithner,
China will likely remain a big buyer of
treasuries. Such a deal would be politi-
cal suicide as well: President Obama
cannot help out Japan’s
exports at the expense of
America’s. “Effectively,
it would be a donation
of U.S. growth to Japan,”
says Richard Jerram, chief
economist at Macquarie

power, faces a serious Securities in Tokyo.
political opposition that The final optionis to
has blocked passage of a restructure the economy
$111 billion stimulus bill Finance Minister so it depends more on lo-

partly in hopes of forcing
an election. Even if the bill
passes, critics point out
the amount is small compared with
President Barack Obama’s $787 billion
plan and China’s $560 billion plan.
That’s despite a surge in unemploy-
ment, which Barclays Capital esti-
mates will reach 5.7% —more than the
last peak of 5.4% in 2002. “In terms
of job creation, the government isn’t
doing what it is supposed to do,” says
Kyohei Morita, Barclays’ chief Japan
economist. Room for maneuver is lim~
ited. At 173%, Japan’s debt- to-GDP
ratio is far higher than the U.S. level:
Tokyo cannot afford a huge stimulus.
The second optionis to
slashinterest rates. There’s
not much left to slash. The
Bank of Japan pushed rates
almost to zero to pull the
country out of its last reces-
sion, then nudged them up
as the recovery took off.
Asthe economy has again
slowed, Japan’s base rates
have fallen from a recent
peak of 0.75% to 0.1% —not
alot to get companies and
consumers spending,

Nakagawa's departure
comes at a critical ime

cal consumption and far
less on exports. Yet the
Japanese, with memories
of the lost decade still fresh and layoffs
mounting once more, show no desire
to open their wallets. In December,
household spending fell 4.6%, the
10th consecutive monthly decline.

What's more, Japan’s population is
now shrinking. To boost consumption
anation needs young families: Japan
does not have enough. There are now
10 million fewer Japanese age 20 or un-
der than there were 30 vears ago. The
dearth of young adults and families
is one reason car sales have dropped
one-third from their peak in the 1990s.
Many of these young people, squeezed
by low-wage jobs, are saving far less
than their parents did.

The needs of the old also make it
hard for policymakers to cut taxes to
spur spending. On Feb. 16, the day
the government announced the grim
economic data, Nippon Keidanren,
Japan’s biggest business lobby, called
for a hike in the consumption tax to
fund social security costs. Old, debt-
ridden, and scared, Japan is in quite
afix. 1w
~With Hiroko Tashiro in Tokyo
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" WHAT’S DRAGGIN

IN DEPTH

EUROP

By Jack Ewing

IHustration by Brian Cronin

The Continent avoided the subprime
loan mess, but now it’s struggling to
prop up subprime countries

As Prime Minister of the German state of North
L+ | Rhine-Westphalia, Jiirgen Riittgers wanted to save

' one of his industrial state's biggest employers. So
what did he do? He hopped a plane to Detroit, of course. On
Feb. 18, Riittgers met with General Motors Chief Executive
Rick Wagoner inan effort to persuade him not toshutterafac-
toryinthecity gf Bochum, where 5,000 workers make sedans
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and minivans carrying GM’s Opel badge. Riittgers returned
with little more than a weak assurance that GM has no plans

. to close any Opel factories—yet.

Riittgers’ pilgrimage to the Motor City says alot about the
way the global downturn has unfolded in Europe. Inthe U.S.,

. thetrouble started with subprime mortgages —a problem that

barely exists in Europe, But that hasn’t kept the region from
falling hard and fast, exposing just how tightly Europe’s fate is

| linked to events in the U.S. and the rest of the world.

Not so long ago, Europeans thought they had dodged the
worst of the financial meltdown. Now the region is suffer-
ing its first recession since the introduction of the euro a de-
cade ago. In Spain and Ireland, corporate bankruptcies have
doubled since 2007, and they’re up 11% on the Continent agsa
whole. Across the European Union, unemployment hit 7.4%
in December, vs. 6.8% a year earlier. And output in the euro



THE CI]NTINENTAL DRIFT

Dramatically lower auto sales across Europe show the

pessumsrn that follows high unemployment and declining GDP
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ployment and GDP figures from Ministry of Finance (lceland); Autos—Eurcpean Automobile Manufacturers’ Assn., change in new car

plummeted. But the crisis
also demonstrates that the
European Union's economic
problems are almost as di-
verse as its 27 members, Tang-
ing fr01:n slumping exports in
Germany and Eastern Europe
to anemic consumer spending
in France to property bubbles
in Britain, Ireland, and Spain.
“It's the first downturn that
affects the whole world with
such violence,” says Léo Apo-
theker, co-CEO of German
software maker SAP.
Meanwhile, there’s no
single government to fashion
a coherent rescue plan. Only
the European Central Bank
{ECB) has broad powers over
the region’s economy, and it
has fewer policy tools than
the U.S. Federal Reserve. Be-
fore the introduction of the
euro a decade ago, a country
such as Spain could have let
its currency fall to make its
cars, wine, olive oil, and other
goods more attractive to for-
eigners. That's not an option
anymore. Instead, as Europe’s
‘ highfliers arelaidlow, compa-
nies must cut wages to regain

PERCENT:
© UNEMPLOYMENT
CHANGE IN GDP
@ AUTQ SALES

DENMARK

GREECE

zone countries could fall by 2% this year, the International
Monetary Fund predicts—abigger decline than the 1.6% con-
traction in the U.S. “No one, including us, expected the crisis
tobe so severe,” says Siemens CEQ Peter Léscher.

The Continent’s banks may not have written subprime
mortgages, but it turns out they financed something worse:
subprime countries. The former communist East is sinking
intorecession as Western banks choke off the easy credit that
fueled Asian-style growth. Now, some pundits say, the for-

mer Soviet bloc countries are headed for a crisis on the scale |

of Asia’sini9g7and1998.

And how about subprime companies? European corpora-
tions are deeply in hock, with $801 billion in corporate debt
maturing this year—nearly one-third more than in the U.S.
Some, suchas Munich-based chipmaker Qimonda and Swed-
ish automaker Saab, say they are ingolvent (page 5). A glut of
debt -fueled private equity is proving to be a curse for others.
Dutch petrochemical group LyondellBasell Industries sought
bankruptcy protection forits U.S. operationsonFeb. g, just 14
months after buying Houston-based Lyondell Chemical in a
$19 billion debt - financed deal.

Just as in the U.S., the collapse of Lehman Brothers last
August helpe“d send Europe into a nosedive. Stock markets

competitiveness. “People
aren’t aware that monetary union requires new ways to ad-

just to a recession,” says Fernando Ballabriga, an economics

professor at the ESADE business schoolin Barcelona.

Europe’s woes are a big worry for the rest of the global busi-
ness community. The European Union isby far America’slarg-
est trading partner and a key destination for Asian exports.
Andthe Continent remains a crucial market for General Elec-
tric, Procter & Gamble, Toyota Motor, Sony, and thousands of
other multinationals —many of them now facing hard times
there. Honda Motor has closed its plant in the British city of
Swindon for four months; Ford Motor says it will eliminate
850 jobs at factories across Britain by May; and aluminum
maker Alcoa is laying off hundreds of European workers and
selling operations in Germany, Hungary, and Italy.

WILDCAT STRIKE

That’s not the way it was supposed to be. Europe’s economy
was built for stability more than speed, and policymakers
scoffed at the reckless Americans and their greedy bankers.
Slower growth was a price Europeans were willing to pay for
job protection and a generous safety net. “The German social
market economy is a good model” for balancing free markets
and social protections, German Chancellor Angela Merkel told

tumbled, credit markets seized up, and business confidence 1 the World Economic Forum in Davos, Switzerland, on Jan. 30.
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By some measures, she'sright. Europe has averted
bank faitures on the scale of Lehman Brothers. While
some British banks are deeply troubled, institutions
such as Spain’s Banco Santander and BBVA and Ger-
many’s Deutsche Bank are in better shape and have
so far managed to avoid a government bailout. In
most countries, unemployment has risen gradunatly,
while consumer spending has proved resilient.

But it’s not hard to find evidence of economic trouble. Ata
Renault plant in Sandouville, in France's Normandy region,
about 150 workers staged a wildcat strike to protest plans to
close assembly lines for several weeks this winter, Along Bar-
celona’s fashionable Passeig de Gracia, the restaurants may be
busy, but a Volkswagen showroom displaying the sporty new
Sciroceois empty--no surprise considering that Spanish auto
sales plunged 40% in January from a year earlier. And above
street level, windows are festooned with signs advertising of-
fices for rent and apartments for sale.

Asaglobal financial hub, Lotidon has been particularly hard
hit by the crisis. On Bromley High Street, a popular shopping
area 10 miles south of the city center, tony home furnishings
retailer Habitat has shut down, Gem’s pawn shop sitsin space
recently occupied by a real estate agency, and Poundland —
the British equivalent of a dollar store—has expanded. Area
residents are scaling back their expectations, too. Tucked
behind Bromley’s train station is a red brick office building

that’s hometothelocal JobCentre Plus, a

Employees of government agency for the unemployed.

' :t;:r:ra;?;tal Inside, the job seekers include Bharat
! protestin Marseille  Mistry, a 40-year-old IT manager laid
| on Jan. 29 off by Morgan Stanley in London. He says

IN DEPTH

“NO ONE, INCLUDING US,

EXPECTED THE CRISIS TO BE
Su SEVEHE-" SIEMENS CEO PETER LOSCHER

he's interviewing for jobs at half what he was making. “And
even for those,” Mistry sighs, “there’s stiff competition
Companijes with substantial business in the U.S. have seen
the crisis coming. Stephen Featherstone, managing director
at London-based Llewelyn Davies Yeang, one of Britain's big -
gest architectural firms, has cut staff about 10% in the past
year after cancellation of a major project in New York, “The
design teamn was assernbled and then the developer suddenly

i pulled the plug,” Featherstone says.

Across Europe, weaker companies are going under. Water-
ford Wedgwood, the Anglo-1Irish maker of crystal and china,
filed for bankruptcy onJan. 5. Germany’s Marklin, the storied
maker of model trains, on Feb. 4 asked a German court for
protection from creditors. So anchored is Marklin in German
culture that news of its insolvency seems to have shakenthe
country almost as much as if it were Daimler or Siemens, pro-
viding confirmation that these are extraordinary times. “Now
the ravenous financial crisis wants to rob us of the memories
of our youth;” Germany’s Der Spiegel magazine fretted.

Even healthy companies are preparing for the worst. Carl-
Henric Svanberg, CEO of Swedish telecommunications
equipment maker Ericsson, says sales have held up because
carriers in emnerging markets are still buying. All the same,
“it’s unrealistic to believe we won’t be affected somehow,”

MARCH 9. 2009 ' BUSINESSWEEK
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Svanberg said on Feb. 17 at the Mobile
World Congress in Barcelona, where cus-
tomers jostled for a view of the equipment
on display at Ericsson’s pavilion. But the
din was deceptive: The show, the mobile
industry's largest, drew 15% fewer visitors this year. Such
warning signs have prompted Ericsson to eliminate 5,000
jobs as part of a plan to trim costs by $1.2 billion this year.

Europe’s auto sector may be facing the toughest times it
has ever seen, and it’s taking plenty of towns and cities down
with it. Riisselsheim, Germany, site of Opel’s largest fac-
tory, wasn't exactly vibrant even before the crisis. The city
of 60,000 on the banks of the Main River, 20 miles west of
Frankfurt, has seen job cuts for years. In a kebab restaurant
near afactory entrance, one laid- off worker is nursing a g a.m.
beer. Down the street, the Eis Café San Marcois trying to woo
customers by offering half-price on drinks and snacks. “We
just have to pray Opel won't close,” says Giuseppe Basile, the
café’s [talian-born manager.

Sofia, Bulgaria:
Debtis
skyrocketing, and
. much of itis in

. foreign currency

EXPORT-DEPENDENT

Europe’s economy is wired differently from America’s. Inthe
U.S., credit -card-happy consumers havelong driven growth.
In much of Europe, particularly Germany and the eastern
countries, exports are the locomotive, making the region vul-
nerable to downturns elsewhere. Three-quarters of the cars
made in Germany are exported, and many of the parts used
in BMWs and Volkswagens come from Slovakia, Poland, and
elsewhere in the East.

The eastern countries, in turn, depend heavily on West
ern European consumers. Swarzedz, a century-old furniture
maker based in a town of the same name in central Poland, in
January said it was going out of business after slurnping home
sales farther west undercut demand for its bedroom sets, din-
ing tables, and other furniture. The liquidation of the century-
old company is painful for the town of 30,000, home to five
churches and a museum that boasts Europe’slargest coilection
of beehives. “Workers are frustrated, and they have a right ‘to
be” says Lukasz Stelmaszyk, Swarzedz's 34 -year-old CEQ.

%2 HOWTO

“IT'S UNREALISTIC TO BELIEVE [QU#

Motre than half of the private debt in Hungary, Romania, and
Bulgaria is in foreign currency, according to Morgan Stanley.
Today, customers in Eastern European countries owe foreign
banks the equivalent of one-third of their combined GDP, ac-
cording to the Bank for International Settlements.

The debt problem has been compounded by slumping ex-
ports and consumer spending. In Romania, the
second-poorest EU member after neighboring
Bulgaria, steelmaker Arcelor Mittal imposed a
two-month shutdown, idling 1,200 workers at
its plantin Hunedoara, acity nestledin the Tran-
sylvanian mourntains where iron has been forged since Roman
times. Dacia Group, a unit of France’s Renault that produces
the low-cost Logan sedan in Pitesti, 75 miles west of Bucha-

PLAY IT
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. rest, slashed production and cut investment by $130 millien.

Europe’s political leaders and central bankers face unique
constraints as they try to jump-start growth. Stimulus plans,
such as a German initiative to give a $3,200 rebate to people
who trade in old cars for new ones, have a limited effect that
doesn’t stretch far beyond the border. A country
such as Romania really needs Chinese factories
tostart buying German machinery again—which

COMPANY] WON'T BE AFFEGCTED

could boost demand for Romanian steel. But ail
the stimulus programs in the euro zone don't

SDMEHDWH ERICSSON CEO CARL-HENRIC SVANBERG

amount to even 1% of GDP, and they’re focused
on infrastructure, offering little relief to indus-

Pain is deepest in Europe’s poorest countries. Their huge
growth was fueled by lending to companies and consumers by
thelikes of Ttaly’s UniCredit Group, Germany's Commerzbank,
and Belgium’s KBC Group. As a result, some nations have run
upmassive current -account deficits. In Bulgaria, the shortfall
equals more than 20% of gross domestic product. Adding to
the risk: During the boorm, banks issued low-rate mortgages
and other loans in euros and Swiss francs. When the Hungari-
an forint, Romanian leu, and other weaker scrips began plung -

inglast summer, the cost of repaying those loans skyrocketed. -

»~
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tries such as tourism, which employs millions
of Europeans. “There are a lot less tourists, even
those who are well off” says Catherine Castanier, manager of
La Coupe d’Or, a café nestled among the luxury boutiques on
Paris’ swank rue Saint-Honoré.

National governments, meanwhile, face tough choices in
shoring up their banks. After the fall of communism, Vienna
financial houses such as Erste Group and Raiffeisen Interna-
tional grabbed state-owned institutions in Eastern Europe,
andtoday Austria’s banks hold assets in the region equal to at

! least two-thirds of their home country’s total economic out -

put. In backing its banks, Vienna is effectively propping up

(LEFT TO RIGHT) SUZANME PLUNKETT/REUTERS: JYLLANDS-POSTEN/WPN; NIKOS ARVANITIDIS/EPA/COREIS
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their subsidiaries in the former Warsaw
Pact countries.

Europe lacks institutions with a clear
mandate totackle such issues regionally. For
instance, the ECB would have a hard time
boosting lending via purchases of com-
mercial paper and asset-backed securities,
as the U.S. Fed has done, argues Mewael
F. Tesfaselassie, an economist at Germa-
ny’s Kiel Institute for the World Economy.
Washington stands behind the Fed, but it’s
not clear who would pick up the tab if the

Angry Greek
farmers held up
international truck
crossings for
more than a week

ECB faced huge capitallosses. The ECBhas
already broadened the securities it accepts
as collateral for short-term loans, but that
provides less relief to credit markets than
outright purchase.

Economic tensions are beginning to spill into the streets. In
January, Greek farmers demanding government aid blockaded
border crossings with their tractors, holding up internation-
al truck traffic for more than a week. And on Jan. 13, 10,000

protesters gathered on Doma Square in the gothic Old Town |

of Riga, Latvia, demanding bolder government action to ease
the pain of the financial crisis. The protest turned violent, and
demonstrators battled with police, looted stores, and broke
windows of several bank branches in the shadow of the Finance

Ministry. “There’s a huge amount of stress and tension,” says |

Filip Klavins, a Latvian-American lawyer working in Riga.

LOW CONSUMER DEBT

As the situation deteriorates, some pundits even say a weaker
member of the euro zone—perhaps Greece or Ireland —could
pull out of the union rather than face the pain of lower wages
and higher unemployment. But few mainstream economists
really believe the monetary union will come apart. Onthe con-
trary, non-euro members such as Iceland and Denmark may
try to join to protect themselves from sharp declines in their
currencies. “Imagine what it would have beenlike with George
Soros betting against the deutsche mark, lira, and franc” says
Michael Burda, a pfofessor of economics at Flumbeldt Univer-

iN DEPTH

sity in Berlin. “It’s a blessing the euro and the ECB are there”
Still, the crisis is forcing European leaders to rethink how

they manage their economies. The European Union probably

needs a single securities and bank regulator rather than the

- tangle of national bodies it currently has. There’s talk of es-

tablishing a Europe-wide deposit insurance fund to prevent
nervous Hungarians or Lithuanians from withdrawing their
money from local banks and sending it to Germany. The Eu-
ropean Commission could issue its own bonds backed by all
members to help the likes of Spain, where borrowing costs

! have spared after a downgrade of the country’s debt.

The Continent has some competitive advantages over
the U.S. and could still ermnerge from the crisis more quickly.
Thanks to decades of investment in nuclear, solar, and wind
power as well as a history of energy conservation, Europe is
less vulnierable to oil shocks than the U.S. Consumer debt is
relatively low in most countries, helping to offset other risks
to the banking system. And conservative lending practices
mean that, outside of Britain and Ireland, European banks
could recover their ability to lend more quickly than devas-
tated U.S. institutions. Deutsche Bank Chief Executive Josef
Ackermann argues that, by refusing state aid, he will have
more freedom to operate internationally than weakened rivals

. subject to government intervention. “We can determine our

own fate,” Ackermann told reporters on Feb. 5.

Like the destiny of its companies, Europe’s fate may depend
on evetits outside its own borders. Germany and Eastern Eu-
rope won't recover until there is a revival in orders for cars and
machinery from Russia, the Middle Fast, the U.S., and China,
Britain and Ireland, with their huge banking sectors, must
await a stabilization in worldwide financial markets. Just as
the crisis began elsewhere, it may have to end elsewhere be-
fore Europe returns tohealth, | BwW!
~With Carol Matlack and Tiffany Stecker in Paris, Kerry Capell
and Mark Scott in London, Jason Bush in Riga, and Bogdan
Turek in Warsaw
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Reeling in lceland )
Fishing has long been the backbone of lceland's economy,
an industry so important that the nation’s coins bear images
aof cod, crabs, and lumpfish rather than kings or presidents.
Fishermen now fear that Iceland's financial meltdown could
lead to their worst nightmare: membership in the European
Union, The Christian Science Monitor reports. lcelandic
fishermen have resisted jaining the EU because that would ‘
almost certainly mean ceding control of the country’s rich
fishing grounds to EU bureaucrats, whom they say have a ﬁ
poor conservation record. But with lceland's currency, the vt
krona, on the ropes, the country wants to adopt the euro, et
which would likely require EUJ membership. ‘

i

I

i

Ta read the story, go to bx.businessweek.com/eurcpean-
financial-crisis/
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WAITING FORTHE
BULLTORETURN .

:' W By David Henry All signs point to more pain to come in the markets. Still,
there are opportunities for very long-term investors

[htih The stock market is crashing—slowly, and in plain view of | out merely to be a prequel. The questions on the minds ) !
5 IAAN ) the people who count on it most. The 53% plunge in the | of investors, money managers, and corporate executives i

' I Dow Jones industrials since October 2007 has wrecked | are threefold: How much longer will the bear market last?  Ji
the college- and retirement -savings plans of milijons of | How low will the averages go? And when Y
: i\ investors. It has permanently lowered the long-term in- HOW TO might investors get their money back? !
BN vestment projections of private endowments and pen- & PLAY T AsWarren E. Buffetthas said: “Bewareof

sion funds. It has sent corporate compensation experts ; 038 geeks bearing formulas” It's especially dif- [}
W' scrambling to figure out how to reward top employees. [~ ficult to predict the direction of the markets [}

' ”‘ ' Alltold, more than $10 trillion of stock market wealth has
Wt vanished, and with it the confidence that springs from fi-

y nancial security.
‘While 17 months may feel like an etertity, it could turn

these days because the most popular gauges, from price-
earnings ratios to measures of investor “capitulation;”
have stopped working. The peculiar natare of this bear
i market limits the kit of useful tools to just a handful of
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bond market and business confidence indicators.

Those signals, along with interviews with financial histori-
ans, market strategists, and economists, point mostly to pain-
ful scenarios. Stocks don't seem likely to fall much more from
here—but market turmoil could continue for months or even
years. Worse, by the time the market revisits its highs, so many
years are likely to have passed that many older people will have
gotten out of stocks, missing out on the rebound. The flip side
is that new money put into the stock market now will likely do
comparatively well over the long term. That’s welcome news
for twentysomethings and executive compensation consul-
tants, but perhaps not for soon-to-beretirees.

SEARCHING FOR PRECEDENTS
History can’t provide as many clues to the market's direc-
tion as usual. That’s because while most bear markets more
or less track the business cycle, this one began with a broken
financial system. That makes the current bear more like the
one that snarled from 1929-3z than others of the past 100
years. But that analogy doesn’t fit perfectly, either. “We have
1o good precedents to help us,” says Peter L. Bernstein, a go-
year-old market essayist and financial historian who was a
teenager during the Great Depression. “What’s breathtaking
is the rapidity of the decline and its breadth ” .

The market anxiety is especiatly high now because of the
raging fire in the economy. “The next six to nine months are
going to be awful,” says Desmond Lachman of the American
Enterprise Institute, Waves of corporate defaults, home fore-
closures, bank failures, and job losses are still to come.

Of course, the stock market already knows that for the rest of

14,000

2009 the economy will be a “shambles” touse Buffett’s recent
description. Today’s low share prices may well reflect that.
The Dow Jones industrial average has already fallen through
the 7,000 level predicted earlier this year by Nouriel Roubini,
the New York University economist nicknamed Dr. Doom for
daring in 2006 to foretell the credit calamity. That'sright, even
Dr. Doom was too optimistic. '

Ifrecent history were areliable guide, it would be just about
time for the bear to retreat to his den, which nowadays might
include a flat - panel TV and leather chair bought at a foreclo-
sure sale. The market’s average decline during bear markets
since the 1979 market crash is just 30%. What’s more, those
past bearslasted an average of 13 months, making this one look

i notjust mean but old.

But this is no ordinary slump. Even the most basic market

gauge, the price-earnings ratio, which measures a company’s -

share price relative to the earnings it generates, is unreliable,
Historically, the overall market has traded at prices that aver-
age 15 times earnings, ranging from roughly 8 during the worst
bear markets to 25 or greater during bull runs. At the start of
the year, the market’s p-e ratio was about 11, suggesting that
stocks were already cheap and wouldn’t drop much more, In-
stead, the Standard & Poor’s 500-stockindex fell 19% in Janu-
ary and February, the worst opening months on record.

Why did the p-e ratio get it so wrong? The “e” is plunging —
by 18% in January and February alone, according to Thomson
Reuters. As aresult, even though the stock market has dropped,
it hasn't gotten any cheaper relative to earnings. Sure, alot of
earnings vanished amid a fog of one-time charges that may say
nothing about companies’ future profit power. But analysts still

LAUREL DAUNIS-ALLEN/BW ~

BIG, BAD BEARS

12000 —

The current bear market

is the worst since the

Great Depression. Back
then the Dow Jones ]
industrial average lost

1906-1907

0000 —

89% from 1929 to1032. ~40

2000 _ The stock market didn't | e

1929-1932

completely recover
until1954, when the -80

-49%

Dowreturned to its 665 days

-80
-89% ~-4.9
1,039 days

-10
6000 — JANM. 19, '08

1920 peak. Here's 3 -

NCV. 18, 0T

LY 8, 32

1937-1938

%
10 386 days
MAR. 10, '37 Mnn.m.'ssj

look at six severe bear
markets.

4,000

!

2,000

A
I

o @m&\\mmt@x

1900 '01 '02 '03 '04n'D5 06 '07 '08 '09 10 11 M2 13 114 15 46 17 1B 19 20 '21 '22 "23 '24 "25 '26 27 ‘28 '29 '30 '31 '32 '33 '34 35 '36 '37 '38 '39 '40 '41 '42 '43 '44 45 46 '47 '4B '49 'S0 51 52 #

BUSINESSWEEK | MARCH 15, 2009



INDEPTH

iN EARLY JANUARY THE MARKET’S P-E RATIO WAS 11, Blavess areout the ones et e strong

enough to bid up stocks. Bull runs begin

HISTORICALLY THAT WOULD SUGGEST THE WORST o e e e s

tistics from days of heavy selling and

WAS OVER. THEN THE S&P 500 PLUNGED 23% comparing the intensity of past routs,

aren’t seeing through that fog; their earnings projections are
more scattered than they’ve been in two decades. “You don't
know what the ‘e’ is because the economy is in free fall,” says
Charles Biderman, CEO of TrinTabs Investment Research.

The credit bust hasrendered other trusted market indicators
useless—most notably monetary policy, or the Federal Reserve's
raising or lowering of its benchmark interest rate. Before the
current slump, the federal funds rate was areliable indicator in
allbut one bear market since World WarIl, says James B. Stack,
president of InvesTech Research and Stack Financial Manage-
ment. When the economy slowed, the Fed began cutting rates
to turn the business cycle back up. After the second cut came,
investors stepped in tobuy, anticipating higher corporate earn -
ings. But the Fed has cut rates 1o times since August 2007, to
essentially zero, and yet the economy and stock market keep
sliding. “The Depression is the only parallel for the lack of ef-
fectiveness in monetary policy,” says Stack. Itis failing because
too many borrowers don’t want to borrow and too many lend -
ers don’t have the capital or courage to lend.

Measures of capitulation, Wall Street’s term for the final
moment of a sell-off when the last weak investors give up on
stocks, aren’t working, either. The ideais that once the wobbly

Many thought they saw capitulation last
September, says Eric C. Bjorgen, senior
analyst with the Leuthold Groupin Minneapclis. “But then the
market kept going down,” says Bjorgen. “Extreme fear wasnot
agoodindicator.” The gauges became even more bullish with
the selling in November, after which the market rallied 24%.
Then it fell again. Biderman of TrimTabs says that’s because
much of the selling was by hedge funds that had been using
borrowed money, not a major factor in previous bear markets.

Another signal that’s turned out to be misleading is “cash
on the sidelines” or the funds in money market and bank sav-
ings accounts. In normal times, strategists could look with
some confidence to money in these accounts as buying power
that investors were holding back from the stock market. The
greater the cash compared with the value of the overall mar-
ket, the more impact it could make on stocks. In January the
reading reached its highest levels since 1984, says Bjorgen,
Even s0, he's dubious. As long as investors are worried about
their own incomes, he says, the money seems most likely to
stayright where it is. TrimTabs' Biderman, who tracks how in-
vestors move their money among asset classes, sayshe doesn’t
see much chance of this cash flowing into stocks with the job
and housing markets so weak. He figures investors have been
taking more money out of stocks than they've been putting
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THE RECESSION REBOUND

Stocks often bounce back before the economy does—usually
about halfway through a downturn, which lasts 10 months on
average. One exception: the 2001 recession.

1,000

DEC. '69-NOV. '70
(RECESSION)

' 800

800 N

700§

R

NOV. '73-MAR. '75

DM

JAN. '80-JULY '80 JULY 'B1-NOV, '82

JULY '30-MAR. '91 —I

MAR. '01-NOV. '01

N
MR
A\

DEC. '07-PRESENT

0
DEC. '8

Data: National Bureau of Eionomsc Research, Bloombarg

BUSINESSWEEK | MARCH 18, 2009

into their cash accounts. “Some people are being forced to sell
stocks to eat,” Biderman says. “They are certainly not going to
buy Google here”

With the ordinary historical measures failing, experts are
looking further back for clues. During the Great Depression,
the Dow plunged 89% from the 1929 crash to July 1932. Then
it went through some big swings before losing 49%in1937-38
asthe economy tanked again. World War II, which grew in part
out of financial stress around the globe, followed. The Dow
didn’t get back to its 1926 high until 1g54.

Much, of course, has changed in the U.S. since the Great
Crash. Back then Washington made major policy mistakes,
such as erecting trade barriers and letting too many banks fail
without protecting depositors. This time, with a couple of ex-
ceptions, the government hasn't blundered so, even though it
hasn’t yet solved the economy’s many problems.

So this bear market likely won't rival that of the Great De-
pression. But the bear markets during other banking crises
havebeenbrutalin their ownright. In arecent study of 21 such
episodes from around the world, including ones frorn Spain in
1977, Sweden in 1991, and Thailand in 1997, professors Car-
men M. Reinhart of the University of Maryland and Kenneth
S. Rogoff of Harvard University found that stocks fell an aver-
age of 56% —the same loss the S&P 500 had suffered through
Mar. 3. Those bear markets also tended to be agonizingly slow,
taking an average of 3.4 vears to reach bottom. “Everything is
protracted,” says Reinhart. “In the best -case scenario, you are

I looking at six years or longer” to return to past highs. Bad as

that sounds, it would compare favorably with fapan, whose
Nikkeiindexreached 38,900 in 1989 and now trades at around
7,200.

Of course, just because investors have lost money in stocks
doesn’t mean equities are abad choice from this point onward.
“Stocks can't make up for the past 10 years, but they candoex-
tremely well from our current position;” says Jeremy |. Siegel,
author of Stocks for the Long Run and professor at the Whar-
ton School of the University of Pennsylvania. Siegel says that
while stock returns have fallen behind government bond re-
turns over the past 20 years, history says that’s almost certain
to reverse. He’s found only one 30-year period when stocks
returned less than bonds, and that one ended in 1861. #That
tells us that once you are down 50%, those who are in stock
markets for 10 to 15 years will get much better returns,” he says,
Lately, government bond prices have runup, boosting the odds
that stocks will be the better play in the future,

Sowhere to look for signs of an incipient upturn? One logi-
cal place is the corporate debt market, which understands the
economy’s core problem firsthand. Eventually, the pace of new
defaults on corporate bonds will slow, and bad debts will be
reduced or erased in financial reorganizations and bankrupt -
cies, When those things happen, the economy and stock mar-
ket should breathe easier.

Some quants see little evidence of that happening yet. “We
are looking at a 60% to 70% chance that this bear market is
not over,” says Robert D. Arnott, chairman of Research Affili-
ates, a Pasadena (Calif.) firm that manages $25 billion. Jeffrey
E. Gundlach, chief investment officer of Los Angeles-based
money manager TCW Group, says the junk-bond market,

RAY VELLA/BW
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THE TIMING OF THE BEAR'S RETREAT WILL HINGE

IN DEPTH

have prompted Ben McCoy, a 30-year-
old software engineer, to swear off new

ON THE UNMEASURABLE: PSYCHOLGGY. FOR NOW,

stock investments. Instead, he’s putting
money into his own business ventures,

PESSIMISM 15 WINNING THE DAY

which often tracks the stock market, is headed for new lows.

Another critical factor is the health of the banking sys-
tem. One measure to watch is banks’ so-called net worth, or
the difference between how much they owe and the value of
their assets, Rebuilding the banking system’s net worth willbe
monumentally difficult. “On average, this process takes about
sixyears,” says Joseph Mason, a banking professor at Louisiana |
State University who has studied past banking crises. So far,
little has been accomplished —a big reason the stock market |
hasn’t gotten up from its knees.

KEEP AN EYE ON CEOs

Government policy decisions could speed or slow the pace
of rehabilitation for the banks and, in turn, the stock market,
David A. Hendler, a New York-based bank analyst at Credit-
Sights, says his job has shifted from financial analysis toward
‘Washington analysis. Essentially, his task is to figure out how
quickly the government will permit weak banks to consolidate,
When investors believe they know which banks will survive,
they'll buy their stocks. The process is so critical to the stock
market that Richard Bernstein, chief investment strategist at

Merrill Lynch, is tracking six signposts for financial industry |

consolidation. Among them: the extent to which the govern-
ment carves up and sells bad banks rather than buying into
them to prop themup.

Other strategists are keeping a close eye on the people
who really know what’s happening in the economy: busi-
ness leaders. Biderman says he'll know corporations are get-
ting confident once they start buying back their own shares
and acquiring other companies. Right now they show no such
bravade. Announcements of share buybacks are down 9o%
from a year ago, leaving that market thermometer so cold the
mercury is off the scale.

Inthe end, the timing of the bear's retreat will likely hinge on
that great market imponderable: psychology. How investors
feel has a lot to do with whether they start seeing mixed sig-
nals as proof of a glass half-full. “The [market] stress causes
the analytical part of our brains to shut down, and that makes
us hyperreactive to bad news,” says Michael A. Ervolini, CEOQ
of Cabot Research, a consultancy catering to institutional in-
vestors. People become convinced conditions are worse than
rock-hottom bad, he says. Only after they see that they’ve
overreacted can things improve: “We look for the market to
start {saying] tomorrow will be brighter”

For now, pessimism is winning the day. In the worst-case
seenario, bad debts will continue to weigh onborrowers and

lenders, causing the economy to slow even more, which will |

erode incomes and push more borrowers over the edge. Econ-
omies and corporations around the globe will weaken and
rattle investors and bmsiness executives even more, Such fears

|

such as writing software for real estate

appraisers and a blog about perscnal

finance called moneysmartlife.com.

“With these investments, I feel like I
have more control; he says.

More Ben McCoys could signal the stirrings of an upturn.
A market bottom, says Merrill’s Bernstein, “generally occurs
when everyone thinks it will never happen. You want to hear
people giving up on the stocks-for-the-long-run theme)

But something positive must draw investorsback. George A.
Akerlof, a Nobel prize ~winning economist at the University of
California at Berkeley and co-author of a new book, with Yale
professor Robert J. Shiller, on the importance of sentiment in
moving markets, says investors will have to be offered a new
story they canbelieve to get them tobuy again.

That new story likely involves corporate and consumer
debts being reduced to what borrowers can pay, freeing them
of past mistakes so that new money can be put to productive
use, Banks resume lending, and the stock market bottoms, sig-
naling that the recession will be over soon. Budding optimism
reverses the vicious eycle of losses. Abullis born.

Amore probable outcome is the one drawn from the narrow
history of bear markets that grew out of financial crises. In it,
thebear scenario continues to play out until the bull takes over,
with more debt busts and government trial and error until
things get set right again. That could mean two more years of
bouncing around and then another six or so before the Dow is
back above 14,000. Not long ago, such an outcome would have
seemed unimaginably bleak. Given the other possibilities, it
doesn’t seem so bad now. pw 1
- With Tara Kalwarski, Ben Levisohn, Amy Feldman, Peter
Coy, and Mara Der Hovanesian in New York and Christopher
Palmeriin Los Angeles

BUSINESSWEEK.COM For a video report on stock market signals,
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The Pile of Cash
Investors have quietly squirreled away $9.3 trillion in cash, ‘
which amounts ta roughly 84% of the market value of U.S.
companies. Stocks typically rise after that percentage ‘
peaks, according to a recent Bloomberg article. The last
eight times the measure hit a high, the S&P 500 rose an $
average of 24% in six months,

To read the fuil article, go to http://bx.businessweek.
com/us-stock-market/reference/
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A DOGFIGHT OVER
THE RESCUE PLAN

Why economists can’t decide whether massive
stimulus will help—or drive America further down

By Peter Coy
Is the economy in a dangerous down-
ward spiral, or is this a painful but
ultimately healthy adjustment leading
to a sustainable growth path?
Misdiagnosing this recession could
lead to bad economic policy, with
devastating consequences. If we're
in a self-perpetuating spiral but
don’t respond with massive stimulus
spending, the economy could fall into
a trough that would rival the Great
Depression. If, on the other hand, the
economy is naturally finding a bottom,
heavy spending could jack up inflation

e AN T : i i

Job cuts lead to reductions in con-

ment, as well as more foreclosures
and deeper losses at banks. In turn,
these lead to even more job cuts,

THE PROBLEM

THE SOLUTICN

' Data: BW
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sumer spending and business invest-

dangerously and saddle future genera-
tions with a huge debt burden.

With the unemployment rate at
a 26 -year high of 8.1% and hopes
for a second-half recovery waning,
Congress is deeply split over how to
interpret and cope with the crisis. On
Mar. 10, House Speaker Nancy Pelosi
{D-Calif.} said “we have to leave the
door open” to even more spending
than is in the Obama Administration’s
newly passed $787 billion stimulus
plan. But Senate Minority Whip Jon
Kyl (R-Ariz.) warned the same day
against wasteful government spend-

A R R P

Poor government policy, including too-low
interest rates, led to overconstruction of

A

R R

ing. Kyl earlier accused
President Barack Obama of
“rather casually throwing
out some careless language” after the
President warned Congress that failure
to pass the original stimulus bill would
jeopardize the nation’s economy.
Unfortunately, economists aren’t
much help in this debate. They're tus -
sling over stimulus like rival surgeons
battling for the scalpel in an operating
room. Nobel laureates took opposite
sides in Business Week interviews.
Robert M. Solow of Massachusetts
Institute of Technology (Nobel 1987)
says the only thing wrong
with the Administration’s
fiscal stimulus is that it's
too small. In contrast, Ed-
ward C. Prescott of Arizona
State University (Nobel
2004) argued that Obama’s
stimulus measures “are

housing and too much debt Today, the
economy is in a messy and painful transi-
tion back to a sustainable growth path.

depressing the economy!
Most economic fore-
casters, who are judged
on accuracy rather than
academic rigor, seemto
think stimulus {s neces-
sary. (Of course, they've
been wrong before.})
The median forecast of a
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broad range of Wall Street economists
surveyed by The Wall Street Journal in

'February was that the Obama stimu-

1us plan would save about a million
jobs over the next year.

That irks the stimulus skeptics, who
doubt the wisdom of heavy-handed
government intervention. About 250
economists, including Prescott and
two other Nobel laureates, signed an
open letter to Obama sponsored by the
libertarian Cato Institute that said “it
is a trinmph of hope over experience to
believe that more government spend-
ing will help the U.S. today.” They favor
cuts in tax rates and a rollback of regu-
lation to promote long -term growth.

The dispute over spiral vs. stabil -
ity goes back 75 years to the Great
Depression and British economist
John Maynard Keynes. Before Keynes,
most economists believed that
economies naturally tended toward
full employment. But Keynes argued
that an industrialized economy can
spiral downward when job reductions
depress consumer spending, caus-
ing businesses to cut more jobs and
decrease investment, and so on. Only

government can break that spiral by
spending to lift demand, he contended.
Keynesian views held sway well
into the 1960s. But academia’s fear of
economic instability began to ebb in
the 1970s as a new wave of economists
argued that consumers and businesses
arerational and farseeing, and not
likely to be stampeded into recession.
What’s more, the argument went,
government can't spend its way out of
arecession because consumers realize
that extra government spending now
will necessitate higher taxes in the
future. They’ll save more to prepare for
that day, offsetting the stimulus.

DEALING WITH ANIMAL SPIRITS

The current crisis has revived the
debate, in intense form. Economists
who advocate active government in-
tervention to break a downward spiral

. have become much louder. George A.
i Akerlof of the University of California

at Berkeley (Nobel 2001} and Irrational
Exuberance author Robert ], Shiller of
Yale University call for “truly aggres-
sive measures” to deal with the curtent
crisis in Animal Spirits, their new book

reviewed in this issue (page 095).

In contrast, the most extreme
academic opponents of stirmulus say
that unemployment is mostly a case of
workers asking for too much money—
and will solve itself if wages are allowed
to fall. Arizona State’s Prescott, who
has areputation for being outspoken,
is at least partly in that camp. “People
are getting a little more hungry for
jobs,” he says. “It’s great that [ can
get...some work done on my house”
John H. Cochrane of the University
of Chicago Booth School of Business
agrees that “in the past, credit crunch-
es like this when left alone have led toa
sharp decline in output that did fairly
quickly rebound.” Cochrane opposes
the Obama stimulus, while favoring
careful interventions to get securitized
lending flowing again.

The country can't wait for econo-
mists to agree, Right now, the risk of
doing too little to stop the downturn
probably outweighs the risk of doing too
much, because if the economy gets too

! deepin ahole, it will be hard to cimb

out. There will be time for fights over
theory when the crisis is past. 18w
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Why China Is Confident

The global financial crisis is far from over as world economic growth continues to decline.

Can China stop the downward tendency of economic growth and reach an economic soft landing?
Can China take the lead in getting out of the shadow of the economic crisis? Chen Huai, Director
of the Economic Research Institute of China’s Urban and Rural Development under the Ministry
of Housing and Urban-Rural Development, discussed these questions in a recent article in the
Economic Information Daily. Edited excerpts follow:

In taking the lead to get out of the
shadow of the economic crisis, China is
more confident than any other country in the
world. Our confidence comes not only from
‘our room for adjusting short-term macro-
control policies such as monetary policy
and fiscal policy and our huge market of 1.3
billion people, but alse from our late-mover
advantage as an emerging economy and the
development stage that China is in.

Fast urbanization process

Among the engines of China’s economic
growth in 2008, urbanizatton will be the one
that is the most independent of international
capital compared with exports, small and
medium-sized enterprises, manufacturing
industries, finance and the capital market.

During the past 30 years, especially
since the 1990s, the urbanization process
has become one of the strongest driving
forces for China’s fast economic growth. In
1978, China’s urban population was only
170 million, accounting for 17.92 percent of
the country’s total population. In 2007, the

R

above two figures reached 590 million and
44.9 percent. ‘

The accelerated urbanization process is
not only seen in the increased urban popu-
lation, but also in the country’s massive
accumulation of fixed assets and infrastruc-
ture construction. For example, China’s
urban areas have expanded from 12,900
square km in 1990 to 35,500 square km in
2007, while the total road length in Chinese
cities has increased from 95,000 km in 1990
o 246,000 km in 2007.

We have experienced the initial stage of
urbanization when large input has not only
driven up economic growth, but also rapidly
assembled hundreds of millions of urban
residents and produced huge amounts of
fixed assets and infrastructure in urban areas.
All these have provided a strong material
foundation for future economic growth that
has occurred more rapidly than investment
growth.

Now China is in a development stage
of a “fast increasing marginal effect” on the
urban economy; that is, a small amount of

A GOOD DEAL?: People#n Harbin of Heilongjiang Province look at an economy car in an
auto showroom. The rising number of automobile purchases nationwide is becorming
a major force in China’s efforts to upgrade its consumption structure
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added input will produce much more eco-
nomic output.

The ongoing global financial crisis fun-
damentally resulted from a surplus of capital.
When industrialization and urbanization
ended, developed economies had capital sur-
pluses. Industrial sectors could not contain
excessively large amounts of capital; hence,
surplus capital became “hot money™ and was
poured into the stock market, bond market,
foreign exchange market, futures market and
oil market that are in a fictitious sense, as well
as various complicated derivatives markets.
The risks of accumulated surplus capital led
to today’s crisis. The problem of a capital sur-
plus will absolutely not be easy to solve with
the temporary rescue measures worked out by
the governments of various countries,

China’s urbanization process is still
going on, so that there will not be capital
surpluses in China. At present, more than
20 Chinese cities are building subway and
light rail systems, showing that in cities,
muldtilevel transportation services and other
infrastructure are inadequate, and meanwhile
the demand for housing is still urgent.

In short, the difference between China
and developed countries is that we are facing
an urbanization process that is emerging and
vigorous, while developed countries are fac-
ing urbanization that is over-saturated, aging
and declining. The vast room for investment
and the continuously increasing marginal
effect of investment in cities are important
sources of China’s confidence.

Upgrading the consumption
structure

People have reached a consensus that ex-
panding domestic demand is the primary way
for China to take the lead in getting out of the
shadow of the economic crisis. Can China re-
alize its goal of expanding domestic demand?

First, we should note that the key way
to expand consumption demand lies not in
whether people are willing to spend their
money in hand, but how they will dispose of
the money they will earn in the future, espe-
cially the increases in their future income—
not simply spending more money based on

http:/iwww.hjreview.com



the old consumption structuze, but upgrading
the consumption structure by expanding the
means of consumption and forming new life-
styles and new consumption demand when
their income grows.

International experience shows that
during the process of industrialization and
modernization, there are four stages for
changes in consumption structure: first,
the stage of meeting basic demands, when
people are spending most of their money on
basic daily commaodities; second, the stage of
improving their quality of life, when home
appliances become necessities; third, the
stage of meeting demands after getting rich,
when houses and cars become the new de-
mands; and fourth, the stage of development-
oriented demands such as travel, education,
health care and property management.

Compared with developed countries, China
has advantages because its consumption struc-
ture is in a period of fast upgrading. At present,
the consumption structure of urban residents
has passed the first and second stages and is in
the third and fourth stages. For example, the
number of domestic trips taken by Chinese
citizens rose from 744 million in 2000 to 1.61
biltion in 2007, up 116.4 percent. Their total
travel expenses rose from 317.55 billion yuan
($46.43 biltion) in 2000 to 777.06 billion yuan
($113.61 billion) in 2007, up 144.7 percent.

Besides the huge potential for con-
sumption demand, China also has another
advantage: the potential expressed by Engel’s
coefficient.

Engel’s coefficient basically tells how
much people spend on food out of their total
income. The Engel’s coefficient for China’s
urban residents stood at 57.5 percent, 54.2
percent, 39.4 percent and 36.3 percent in
1978, 1990, 2000 and 2007, respectively.
In most developed countries, the Engel’s
coefficient is lower than 30 percent. In an
economic sense, the consumption structures
in these countries have been stable and fluc-
tuations of social consumption levels can
just rely on the business climate in the short
term. On the contrary, the Engel’s coefficient
in China is in a period of obvious change.
In other words, the measures to stimulate
consumption by the U.S. Government can
only produce a short-term expansion in con-
sumption, but China’s advantage is that its
regulating measures to “ensure growth” have
vast reom to form new consumption points.

Therefore, we can sum up the difference
between China and developed countries: The
problemn China faces is how to make people
spend the money they must spend and guide
society to move beyond the critical point in
consumption structure upgrading. The prob-
lem developed countries face is how to repay
the “debt” created by oversconsumption and
help consumers reduce the risks brought
about by over-consumption. =
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), dlscussed the lessons from the crisis during
'ekmg Umversny in Beijing on February 18.

iﬂﬁ aréas“,"ﬁlcluding ﬁnancial fiscal, trade, poverty and

_that the countries with high savings rates can combine
th u.s w1th a Ionger—term expansionary policy.

'extremely meortant given the high degree of
:wlth the Great Depressmn or the previous reces-

nivitonment. For many countries, there is a danger of backtracking

ntal policies_ when'dealing with the financial crisis.

" have more:and meore instruments, it is like a black box: We don’t

they are being used, The sophistication of regutations needs to catch

‘thié sophistication of the instruments. Thereby, the bottom line is to cap-

isks involved in securitized mortgage loans and derivatives.

nig the period of high economic growth, many problems such as not hav-
h liquidity went unnoticed, because high growth hides many problems.

& problems etmerge sooner or later and affect everyone. u
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COFCO has undertaken mergers and
acquisitions not only to broaden its scale, but
-also to increase its strength and forge com-
petitiveness. In 2007, it merged Sifang Sugar
and Suozhou Sugar into Tunhe, making that
company China’s biggest beet sugar produc-
er. In March 2006, COFCO acquired China
Grains and Oils Group Corp. and tumned it
into the country’s largest food and oil distri-
bution group with a total assets of more than
60 billion yuan ($8.8 billion).

Cornpleting the industry chain

“In 2009, we need to answer some ques-
tions that in the past we did not have time to
consider,” Ning wrote in a memo to compa-
ny staff earlier this year about his reflections
on the economic crisis and how it could af-
fect COFCO. '

“The first question is, how leng can our
industry chain be and what are its advan-
tages and disadvantages? In the past, these
questions seemed to be not so important, but
today, they are important, because we are be-
ing confronted with new challenges.”

Building a complete industry chain has
always been COFCQ'’s first and foremost
task and will continue to be so in the near
future, Ning said. The purpose of COFCO’s
industry chain is to “tam the com harvested
in Jilin Province in northeast China into ham
on the table of Shanghai residents,” Ning
said at the forum. *“This industry chain com-
prises foodstuff manufacturing, cultivation,
processing, marketing, packing and logis-
tics.”

COFCO’s expansion and diversification
has not occurred randomly, but has always
centered on building a compiete chain of
foodstuff production and distribution. Last
October, COFCO obtained the leasehold of
more than 260,000 mu (17,300 hectares) in
Ningxia Hui and Xinjiang Uygur autono-
mous regions to plant tomatoes. Prior to
that, Tunhe had contracts with tocal farmers
who grew tomatoes. But it was difficult for
the company to control the use of fertilizer
and pesticides on individual farms. And if
the price of tomatoes rose, farmers did not
always adhere to the terms of their contracts
with Tunhe and sold their tomatoes to other
companies instead.

By gaining the leaseholds, COFCO has
been able to ensure a stable supply of toma-
toes, said Zheng Qi, an agricultural industry
analyst at China Securities Co., Ltd,

COFCO’s latest acquisition attests to its
efforts to enhance its downstream industry
chain. This February, it purchased “The
Cereal Way,” the first instant noodle brand
in China. COFCO is committed to being a
whaole-chain foodstuff company, and instant
nocdles are an important praduct in the food
industry chain, said Qu Ze, the assistant to
the company’s president. w
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Restructuring

The IMF

p in 1945, the IMF used
illar of the Bretton Woods
that helped rebuild the war-
bal financial landscape and
ted to world prosperity. For
st has been a key element

trade and ﬁnance But now

he reorgamzatlon means
an just examining and
ning its operations and
xgemeént. Mare importantly, it
omplete reform to redress
tance ‘in its decision-making
“For example, the developed
“have maintained an ad-
of voting rights on the IMF
boa:d relatlve to the developing ones.
traditionally, the United States
ames the president of the World
ank’ while a European heads the
IMF “which is, obviously, unreason-

‘As emerging markets gain rmore

ZPrOVIdJng a financial lifeline to a string of crisis-hit
- countries such as Iceland and Ukraine, the International
Monetary Fund (IMF) has played a positive role in
cushioning the growth-retarding shock emanating from
the United States. Moreover, the finance ministers of the
GZG ountries recently agreed to increase their funding
for and push for the restructuring of the organization
at their meetmg in Horsham in Britain on March 14. Yi
ug, a researcher at the Institute of Finance and
<ing undelf_the_ Chinese Academy of Social Sciences,
cussed this topic in an article published in the Oriental
orning Post. Edited excerpts follow:

clout in the world economny, it is
imperative now to improve their
representation in the IMF so that the
organization can be more representa-
tive and influential.

At the G20 meeting in Horsham,
the finance ministers of the BRIC
countries —Brazil, Russia, India and
China—publicly called for a greater
say in the IMF and appealed for a re-
valuation of the IMF’s role in global
finance. ’

For China’s part, it is also neces-
sary to make efforts to push forward
the IMF’s restructuring efforts. China
can take a closer look at the current
global financial situation and then
put forward a restructuring program
that is acceptable to all IMF member
countries. The program should reflect
changes in global finance and at the
same time serve the interests of all
sides. China also can seek a firm foot-
hold in the IMF through its efforts
in combating the ongoing financial
cTisis.

After all, the restructuring of the
TMF and the World Bank is impera-
tive under the current situation. China
is supposed to actively involve itself
in the upcoming restructuring of these
international financial organizations.
But we should first ensure an eco-
nomic recovery at home. w /
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HUNGRY FOR WORK
CROWDSOFJOB
HUNTERS FEEL THE
CRUSHASTHEY
ENTER ARECENT
EMPLOYMENT FAIRIN
ZHEMGZHOU. CHINA.

LANDING |

With exports shrinking and unemployment
rising, China must find a way to recover.
That will take longer than most think.

BY BILL POWELL

but is now deathly quiet, Li Zhong-he walks to the front

gate of the factory where he used to work. There he looks

for his name on a sheaf of papers. They are notices from
a local administrative court, granting small unemployment pay-
ments to workers like Li and the hundreds of others who were left
without jobs when their company, Hejun Toy Manufacturing,
ceased operation, Nearly a decade ago he had come from the coun-
tryside to Dongguan, a sprawling manufacturing town in southeast
China that for much of the past decade had boomed. Li had made
decent money, the equivalent of about $250 a month, worked his
way up to shift supervisor on the factory floor, and unlike many
of China’s migrant workers—an army of an estimated 115 million
people nationwide—he had asked his wife and young son to join
hir se that they could have what he calls a “normal life.” Now, he
says quietly as he turn® away, disappointed that his name was not

I NTHEEARLY EVENINGLIGHT, cn a block that once bustled
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THE BIGGEST DIG CHINA IS EMBARKING ON A MASSIVE BUILDING PROGRAM LIKE THIS RAJLéRIDGE PROJECTINHUBEL

on the list, “I don’t know what I'm going to do.”

For most of this decade China lived up to its hype. This,
we were told incessantly, was the Chinese century, when the
world’s most populated nation would eventually become its
most prosperous and powerful. China grew at or near double-
digit rates for the past five years and turned lots of people like Li
from impoverished peasants into members of a surging middle
class—people with “normal” lives. When Beijing joined the
World Trade Organization in 2001, it was, for multinational
companies worldwide, as if someone had fired the starting gun
for the Oklahoma land rush: Multinationals raced to China,
both to use it as an export platform and to tap the rapidly grow-
ing market. China’s momentum was so powerful that a year ago
straight-faced economists talked about “decoupling”; even if
the U.S. went into a housing-led recession, the argument went,
China could continue growing and perhaps even help much of

the rest of the world avoid a slump.
c hard truths about its economic reality, both short and
T longterm, can be hard to swallow. Time to grit your
teeth and bear it: It is now obvious that China has no immunity
from the vicious global slump (some economists contend that its
economy actually contracted in the fourth quarter of Last year).
Moereover, the slowdown may be deeper and last longer than
most had anticipated. The export sector is obviously moribund,
shrinking 17% in the fourth quarter, and will remain so until the
U.S,, by far its biggest market, begins to recover,

Another key driver of growth, fixed-asset investment, is also
weak and getting weaker. Companies both domestic and foreign
have spent a fortune huilding out industrial capacity in China
since the early part of this decade. In 2000, to take but one indi-

HINA HAS GROWN so fast for so long—and has gener-
ated such optimism from so many quarters—that some

66 FORTUNE March16. 2009

cator, there were 364,000 foreigh-owned cornpanies in China.
By the end of last year that number had soared to more than
661,000, many of them small and medium-sized manufactur-
ers. Total investment in new factories and other assets in China
last year was no less than 40% of GDP, or about $1.76 trillion, a
thoroughly “ridiculous” figure, as Diana Choyleva, an economist
at Lombard Street Research in London, puts it.

And because that number was so preposterously high, it will be
along time (if ever) before China comes anywhere close to reach-
ing that level of investment. Indeed, in an increasing number of
cases, companies that recently spent millions on new factories are
now laying off the people who worked in them. The weak labor
market, which has savaged low-tech toy and textile employees like
Li Zhong-he, has now moved up the technology ladder. TMSC,
the world’s largest contract computer-chip maker, has a factory
in suburban Shanghai that opened in 2003; last month it started
“involuntary unpaid leaves” of a few days a month for the majority
of its 1,500 workers.

Layofts, of course, will mute consumer demand—precisely ata
time when some economists still hold out the hope that China, as
the last major economy still growing (albeit more slowly), could be
a “global locomotive,” as Choyleva puts it, helping drag the U.S.
and others out of recession. “That’s not going to happen,” says

- Shanghai-based economist Andy Xie. A justreleased survey by

the American Chamber of Commerce in Shanghai showed that
of the 108 foreign manufacturing companies it queried in Novemn-
ber, fully 40% reported that their sales in China had plunged 10%
or more year on year. Of course, the survey was taken right in the
middle of a worldwide panic that brought buying to a halt every-
where. Demand has picked upa bitin China since then. Still, the
“question now isn’t ‘Is China going to have a hard landing?’” says
Xie. “It’s ‘Just how hard will China’s hard landing be?’”

Those who believe the stump will be shorter and shallower
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in China than almost anywhere else put
their faith in the Chinese government. Last
November, as it became clear that the U.S.
economy was cratering, Beijing wowed alot of
people by announcing a fiscal stimulus pack-
age it said was worth $565 billion, or about
8% of GDP. (The U.S. stimulus, by contrast,
is about 5.6% of GDP.) Economists since then
have spent a lot of time trying to figure out
how much of that headline number would
be new, additional spending, and how much
was already in the pipeline. Three months
later that’s still not clear, and the govern-
ment is already talking about another round
of stimulus.

The good news, for China and the world, is
that the government can afford it. It came into
this year with a slight budget surplus, and new
spending on massive infrastructure projects
will put a Hoor under steelmakers and other

THE
OPPONENTS
OF REFORM
INTHE
PARTY SAYTO
THOSE OF US
LOOKING
TOCHANGE
THE
FINANCIAL
SYSTEM,
“YOU SEE,
LOOKWHATS
HAPPENING
IN THE WEST.
THEY'RE
NATIONAL-
IZING THEIR
BANKS,”

China's current-account surplus hit a record
8% of GDP in 2008; going higher would prob-
ably have brought a serious backlash from its
trading partners. The jig was up,

Now, however, the slump shines a harsh
light on the significant economic vulnera-
bilities that the boom years managed mostly
to obscure amid all the chatter about the
Chinese century. The road ahead, says Dan
Rosen, a China consultant and principal at
Rhodium Group, based in New York City, “is
terra incognita for the leadership.” Over time
the outlines were pretty clear as to where
China needed to go: Just as the U.S. must
save more and spend less, China has to de
the opposite. China’s personal savings rate
is more than 20%, and while GDP growth
has soared over the past ten years, per capita
income growth has not. “Growing individ-
ual income is the key to unlocking the next

basic industries that desperately need it. It will
also provide jobs for some of the 20 million or
so migrant workers now jebless—without ques-
tion the government’s major goal. Ask anyone
in China what keeps President Hu Jintao awake nights, and you'll
get the same answer: the possibility of widespread social turmoil
that massive unemployment could plausibly trigger. China prob-
ably has sufficient resources to “cushion the downturn,” as Xie
says, to avoid further unrest. Jun Ma, chief China economist for
Deutsche Bank Securities in Hong Kong, sees government spend-
ing helping China to 7% growth in the current quarter before the
economy weakens again later in the year. Still, that’s not nearly
enough growth to provide all the jobs that China needs.

T to think that once this global downturn ends, China
— willgobackinto hy-

perdrive, growing at 10% and
moving millions of citizens

a year from near poverty to
something resembling middle-

HEREALPROBLEM for the leaders in Beijing isn't just
the here and now. Many large multinationals seem

BIG CHALLENGE

With exports softening, China needs new ways to grow.

phase of growth in China,” says Huang Yas-
heng, a political economy professor at MIT's
Sloan School and author of the just-published
Capitalism With Chirese Characteristics.
How to do that was the question Beijing was dealing with
when the crisis hit. It wasn't easy, and more to the point, it
wasn't under any circumstances going to be quick. And ironi-
cally, one of the keys to rebalanced growth, as the economists

_call it, is further reform of the financial sector. China wastes

a vast amount of capital to get the growth it currently has, Its
savers are penalized by low interest rates at government-owned
banks—and those banks dole their capital out in ways that of-
ten reflect political rather than economic judgments. In other
words, huge state-owned enterprises are still first in line,

In the midst of the current global implosion, brought on
by allegedly “efficient” Western financiers, it is fashionable
now, inside China and out, to lament the Western banking
system and praise China’s for
its relative health. There is,
of course, an element of truth
to that. But it's myopic, and

China’s worldwide
class status. That’s probably a merchandise exports
816 trillion

fantasy. Even absent the U.S.-
led global crists, China's lead-
ers knew that the comparative
advantages they leveraged into
rapid growth—vast amounts
of relatively well-educated
low-wage labor, a welcoming
attitude toward foreign direct
investment, and exports, ex-
ports, and more exports—had
pretty much run theif'course.

$10

2007 08 09
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China’s real GDP growth, if it prevents further reform
year over year in the financial sector (as it
12%

probably will), it will hurt
China’s transition to a more
balanced economy. “One of
the tragedies of the timing of
this crisis,” a former People’s
Bank of China official said
recently, is that “we were on
track to further reform the fi-
nancial system, to offer more
options for savers and inves-
tors, to move toward a more
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GET'EM BUYING BEIJING'S $565 BILLION STIMULUS PACKAGE SHOULD BOOST SHOPPERS. LIKE THESE YOUNG WOMEN IN SHANGHAL

efficient system. Now there will be a delay. The opponents of
reform in the party look at those of us who have been pushing
for these kinds of things, and they say, ‘You see, look at what’s
happening in the West. They're nationalizing their banks."”

Optimists say that finance may be the only phase of China’s
next stage of economic development that gets sidetracked by the
crisis—and even then only temporarily. The nation also urgently
needs to scale its way up the technological ladder, generating
jobs and income growth via innovation. For all the gleaming
high technology on display in industrial parks across China,
most of it remains foreign owned and foreign generated. And
Beijing needs to protect innovators, both foreign and domestic,
from intellectual-property theft, which is rampant. On this
score, no less an authority than Microsoft vice president Liu
Fenming says the company has seen “real progress.” In early
January, in fact, Chinese officials busted a large ring of pirates
who were ripping off Microsoft software and exporting it to a
bunch of countries, the U.S. included.

HEPROBLEM for China’s senior leadership is that
all the changes needed to generate the next round
of Chinese growth take time. Better intellectual-
property protection, a national pension and health
system, financial reform: It’s nose-to-the-grindstone stuff, not
the sort of policy changes that can come overnight. “Now,” says
the former central bank official, “everyone’s running around
trying to put out fires. You have to understand, no one in China
ever expected that we'd be this badly affected [by the financial
crisis]. No one. They are stunned at the depth of this.”
Stunned and a little angry—which, since China is now by far
America’s largest creditor, is not an idle point. After a recent
speech in New York-yand, it must be said, with a smile on his
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face—Luo Ping, an official at the China Bank Regulatory Com-
mission, told a Financial Times reporter, “We hate you guys,
but there is nothing much we can do.” Except continue to buy
Treasury debt. To repatriate China’s foreign exchange, earned
via its massive trade surplus, would only drive up the value of
its currency, the renminbi, making the nation’s exports more
expensive in the midst of the biggest global slump since the
early 1980s. That’s the equivalent of throwing an anchor to a
drowning man, and it won’t happen.

China may continue to diversify its foreign-exchange hold-
ings—buying more gold and euros—but there is as yet no sign
that it has given up on Treasuries. And some in Beijing don’t
mind the political leverage being a creditor provides. No one in
Hu Jintao’s government was displeased to have Hillary Clinton
play down human rights concerns in her maiden voyage to
Beijing as Secretary of State. For America, Beijing’s appetite for
U.S. debt is about the only bit of good economic news coming
out of China these days.

For ordinary Chinese, seeing so much money flow into a
foreign country at a time of mounting economic pain at home
is infuriating. They never expected to be in this position, and
they don't think it’s their fault. This was the era of China’s rise,
after all, and now it’s floundering, trying not to sink, and the
next era of solid, sustained growth—on which so many have
bet so much—may not arrive anytime soon.

In the meantime, millions of men like Li Zhong-he are unem-
ployed and headed back to their home provinces. Li was lucky.
He ended up getting some money from the local government
in Dongguan as unemployment compensation. Millions do
not. This is what a hard landing in China looks like. And it’s
not clear how it ends. B
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¥ an alternative military base, but supply
routes into Afghanistan, as convoys from
Pakistan come under more frequent attack.
1tis stitching together a “northern distribu-
tion network™ to bring non-lethal supplies
such as water and fuel into Afghanistan
_through Russia and Central Asia. This
week it claimed progress. A train of sup-
plies from Latvia snaked through Russia to
reach Kazakhsian. Russia has granted ac-
cess to the rail network; but it dates from
tsarist imes, and is showing its age.
Moreover, sceptics say Russia’s help for
America is likely to prove highly condi-
tional. Pavel Felgenhauer, an independent
analyst in Moscow, says Russia wants con-
cessions on issues such as missile defence
and NATO enlargement, Since its war in

Japan’s opposition .
A brulser brulsed

'TDKYD i3

Georgia last year, Russia has had an extra
choke-point on routes into Central Asia,
thanks to tanks and artillery stationed
near Georgia’s main road-and-rail artery.
Russta itself is only part of the problem.
Paul Quinn-judge, a Bishkek-based analyst
for the International Crisis Group, a think-
tank, says America is “getting out of one lo-
gistical nightmare in Pakistan, but may be
moving into another”. General David Pe-
traeus, the American commander in the re-
gion, paid a visit last month to Uzbekistan.
Its president, Islam Karimov, agreed to the
use of his couniry as a transitroute for non-
lethal supplies, and might offer America
other facilities if Manas does indeed close.
But that might force America into an awk-
ward choice. Mr Karimov's Soviet-vintage

Asia 35

regime jails and tortures its opponents.
When America complained in 2005 about
the regime’s bloody suppression of prot-
ests in the town of Andijan, Mr Karimov
shut America’s base at Khanabad,

He kept a German one at Termiz and is
making new overtures to the West. The
few human-rights activists in the region
hope that renewed American engagement
could help their cause. One, Surat Ikramov,
says Uzbek jails now hold 300 political
and 7,000-8,000 religious prisoners, and
that the country is getting “more and more
closed™. It looks as if America may be
heading for an awkward decision about
whatit cares aboutmore: the logistics of its
Afghan war or the state of human rights in
other parts of Central Asia. m

/ Vietnam’s economy

Asca.ndal for the opposmon.]'apan s pol]tu:al mess only gets worse

-.TO BREAK the lock of the Liberal

A Democratic Party (tpP) on power, the
main opposition, the Democratic Party of
Japan (Dp3), made a pact with the devil. It
‘promises a modern, transparent politics.

Yetin 2006 it chose asits leader a master

" of the darkarts, Ichiro Ozawa, a political

- heavy, whose politics were honedmthe S

-back rooms of the Loe itself. -
This pact seemed to be paymg oﬁ‘. Mr
Ozawa engineered a brilliant victory in

elections for the upper house of the Diet _

(parhament)m 2007. And recently it

looked as if the government would plop -
into the Dpy’s lap after a general election’.

that must take place by September. The
ratings of the prime minister, Taro Aso;".
‘only plummet. Yet on March 3rd Mr
Ozawa's political secretary was arrested

and charged with takingillegal donations-

- from Nishimatsu, a second-tier construc-
“tion company, two of whose former
“executives were also arrested..

" MrOzawa’s supporters have ralhed

-round him, calling the arrests a politically .

inspired conspiracy, Certainly, the Tokyo
prosecutor’s office has a thing against

" anii-establishment gadflies. Mr Ozawa
says his aide is innocent and vows to stay
on as leader. Yet even before the arrests,
many bry members feared Mr Ozawa
would be a liability as prime minister.
Not only is his health poor, but he prefers
life backstage to the limelight. The party
executive backs him, but Mr Ozawa is
fighting for his political life. Katsuya
Olkada, with a more co-operative streak,
is ready to take over, He will first need to
be forgiven for having led the Dy into a
resounding election drubbing in 200s5.

Mr Aso is unlikely to use the DPJ's

disarray to call a snap election. Voters

' rrught punish such opportumsm And

unlike the opposition, Mr Aso at leasthas
aresponse to an economic crisis which

“has seen exports fall by more than two-

fifths. Soon he will announce histhird =

-and possibly biggestfiscal stimulus. This

time: a cellaborative approach willbe
tried, with a weekend retreat of econo-

- mists, prefectural governors'and other -
fgroups to agree on broad points. The plan |

isthat this stimulus will pass inJure,
allowing the Diet to be dissolved and Mr -

. Asoto attend the July 68 summit in Italy.
fIftenmonsthhm the pej break out mto
the open, the prime minister mayfeel

thattime 18 on his side. On the other

" hand, whofs to say that the Tokyo' pto's'e— ‘-
. ¢cutors arenot after corporate donaucms k

tor the LDP too"

0zawa, backroont boy

In need of some

‘snake-blood

HO CHI MIKH CITY
A rescue plan for exporters

USINESS is booming for at least one

Vietnamese entrepreneur: an old lady
in a traditional conical hat whose tiny
roadside stall faces the infant Ho Chi Minh
Stocl Exchange. To malke her wares she de-
capitates small green snakes with a pair of
scissors and drains the blood info a plastic
bottle. Many Vietnamese men believe that
drinking snake-blood enhances both good
fortune and sexual prowess. The vendor,
who also peddles pet turtles, says she is
selling more of the stuff these days. “Peo-
ple are so worried about the future.”

The global slowdown is casting a
lengthening shadow over Vietnam’s once-
booming export-driven economy. Sales of
more conventional consumer goods have
slumped as the fast-growing middle class
has stopped spending. Electronics shops
say that Tet new-year holiday sales were
down by as much as 50% compared with
last year. The carmakers’ trade association
reports that sales turnbled by 68% year-on-
year in January.

Like China, Vietnam has used manufac-
turing for export to transform a stale,
closed economy. Last year it overheated.
The government earned some plaudits for
calming rampant inflation, which reached
a year-on-yeat peak of 28% in August. But
Vietnam is badly exposed to the sharp
dropin demand in the West. Exports fell by
51% year-on-year in the first two months of
2009, with electronic goods down by 13.7%
and shoes by 73%.

That is why government is now trying
to relight the fire it had previously doused.
It plans to boost spending this year by 23%
(almost 100 trillion dong, or $6 billion, »
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¥ about 6% of GoP). Of this about $1 billion
will subsidise loans to cash-strapped ex-
porters. In the scheme's first month, com-
mercial banks lent some 93 trillion dong,
says the central bank.

An estimated 500,000 workers lost
their jobs last year, and the government
reckons a further 400,000 may be laid off
in 2009. These are daunting numbers in a

young country that needs im new jobs ev-
ery year to absorb its growing workforce,
now around 45m people. Like China, Viet-
nam does not have much of a state social-
safety net, Laid-off factory workers tend to
return to the countryside and rely on their
extended families. But farmers will find it
harder to cope without the money factory
workers have been sending home. The
prices of their produce, such as rice and
coffee, have been falling.

Many economists believe that what
Vietnam, like China, needs are not mea-
sures to sustain supply butincentivestoin-
crease domesticdemand:investmentinin-
frastructure, but also in health care and
education, saving for which suppresses
consumer spending. Vietnam’s GDP ex-
panded by 6.2% in 2008, the slowest rate
for nine years. Most observers, including
the 1MF, think it will be lucky to reach 5%
this year. Yet the government’s target is still
6.5% and Nguyen Tan Dung, the prime min-
ister, has predicted that the economy will
startto pick up as early as May. As weeks go
by, that makes him sound more like a seller
of snake-oil than of snake-blood. m

The state of the Chinese nation

Yes, prime minister

BEIJING

Facing daunting problems, Wen Jiabao makes clear transparency isnot the answer

N HIS first state-of-the-nation speech

since the global economic slump began
battering China late last year, Wen Jiabao,
the prime minister, painted a grim picture
of the troubles ahead With the help of
massive government spending, China was
still aiming for economic growth of 8% this
year. But he revealed few new ideas about
how thisis to be managed,

At the opening on March 5th of the an-
nualsession of China’s parliament, the Na-
tional People’s Congress (NpC), Mr Wen
said China was facing “unprecedented dif-
ficulties™. But his speech revealed nothing
of any stimulus plans beyond the 4 trillion
yuan ($585 billion) in spending an-
nounced in November last year. Vain
hopes for a new package had helped to
buoy global stockmarkets.

Chinese leaders clearly do not want to
be fettered by democratic debate as they
pursue their dimly outlined efforts to keep
the economy growing. The NPC is a rub-
ber-stamp affair at the best of times. But
this year China has in effect dropped any
pretence that it has a serious role, To save
money, officials say, it has been shortened
to nine days. Its schedule is as leisurely as
ever. The sparse official agenda makes no
mention of any special discussion of stim-

ulus measures or of the big spending
promised on health-care reform.

Mr Wen said the budget deficit this year
would rise to 950 billion yuan. According
to the official press, this would be nearly
three times bigger than the previous record
deficit in 2003. Mr Wen said that, at less
than 3% of GDP, it would still be “safe”
{America's budget deficit is likely to rise to
more than 12% of GDP this year). But in
spite of widespread calls, including even
in some official newspapers, for more to be
revealed of the government's budget and
especially its stimulus plans, the Ministry
of Finance’s budget report to the NrC stuck
to its usual broad-brush approach.

Many critics in China have complained
that not enough has been earmarked for
health care and other welfare pro-
grammes. The budget calls for a 38% in-
crease in central-government spending on
health care this year, compared with a 24%
increase in total spending. In January the
government said 850 billion yuan would
be spent on health-care reforms over the
next three years, In the long run it is hoped
this will help stimulate the economy by re-
ducing the tendency to save money for
medical emergencies. As a share of Gop,
government health-care spending has long
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been very small by world standards.

China’s armed forces, pampered by
double-digit annual increases in spending
for 19 of the past 2c years, get a raise of .
around 15%. This is down from nearly 18%
last year and could be intended as a sign
that in these hard times welfare-related
programmes have a higher priority. But the
defence budget is so gpaque that the gov-
ernment’s figures have to be treated with
enormous scepticism, The army will stage
avastparade through Beijing in October to
matk 60 years of Communist rule. A big
naval review is also planned for April. The
cost of theseis secret.

The NrC meeting, and a parallel one of
its 2,000 member advisory body, couldsee
afew glimmerings of dissent, atleastin the
corridors. There have been numerous wor-
ries expressed on the internet and in some
Chinese newspapers that the govern-
ment's spending programme could lead to
huge waste and corruption. Mr Wen said
the government would ensure that spend-
ing would receive “proper oversight” and
that government affairs should be made
“more open and transparent”. His speech,
however, was not a promising start.

The government will be relieved if de-
legates keep debate to a minimum. It wor-
ries that a slowing economy might trigger
an explosion of discontent among the fast-
growing ranks of the unemployed. The
fear is that open dissent in the ranks of
party-picked legislators could make things
worse. It also frets that, like last year, the
NeC meeting could be overshadowed by
unrest in Tibet. March 10th marks the s0th
anniversary of an uprising against Chi-
nese rule and security forces in Tibetan ar-
eas are on full alert for possible protests.
The public-security budget is due torise by
nearly a third this year, up from 9% last
year. Mr Wen is preparing for the worst. W

!

Over their heads
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Japan’s economy

Rebalancing act

Along era of current-account surpluses
may be ending

APANESE households used to be among
J the world’s biggest savers and, as aresult,
the country ran a massive trade surplus.
But no longer. They now save less of their
income than American households, and
Japan’s trade balance moved into deficit
last year (see left-hand chart). A long-over-
due—and painful—economic rebalancing
is under way. .

The slump in global demand and a
strengthening yen have crushed Japan’s
exports.In the sixmonths to January,ithad
an annualised trade deficit of ¥4 trillion
($39 billion), compared with a surplus of
almost ¥ntrillion a year earlier. Japan'sfor-
eign-investment income is also shrinking,
thanks to lower dividends and interest
rates. As a result, its total current-account
surplus plunged to only ¥125 billion in De-
cember, 92% less than a year ago. Figures
due on March 9th may even show a deficit
in January. Most economists still expect a
surplus for the year as a whole, but a much
reduced one of perhaps 1% of GDP, down
from a peak of 4.8% in 2007.

Japan has had a current-account sur-
plus in every year since 1981, because of a
surfeit of domestic saving over invest-
ment. However, the saving rate of house-
holdshas fallen from 18% of income in198c
to an estimated 1% last year (see right-hand
chart). It may have edged up slightly over
the past few months, but it is almost cer-
tainly lower than in America, where the
saving rate jumped to 5% in January as fall-
ing wealth and tighter credit caused con-
sumers to pull back.

The fall in saving is exactly what the
“life-cycle hypothesis” would predict. Peo-
ple like to smooth consumption over their
lifetimes, so during their working years
they spend less than they earn and accu-

I Séyonara to the sﬁrplﬁs'
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mulate wealth, which they then draw
down once they retire. The more retired
folk there are relative to the number of
worlers, the lower the saving rate will be.
The ratio of Japanese aged over 65 to those
of working age rose from 14% in 1980 to an
estimated 34% in 2008, It is forecast to in-
crease to 49% by 2020,

The decline in the household saving
rate and the current-account surplus
would seem to be connected. But Japan’s
saving rate has been falling for years, so
why did the external surplus still loom
large until last year? The current-account
balance is the gap between domestic in-
vestment and total saving—including that
by companies and the government as well
as households. Since 1990 Japanese firms
have swung from being big borrowers to
big savers as they have sought to repay
debts. A large reduction in the govern-
ment's budget deficit, from 8% of GDP in
2003 to 2% in 2007, also offset lower house-
hold saving. Meanwhile, since 1990, invest-
menthasfallenfrom 32%to 23% of GDP. As
a result, the surplus of saving over invest-
mentremained large until recently.

As the population continues to age,
household saving will decline further and
may even go negative as the retired live off
their large stash of financial assets. If in-
vestment rates do not change, Japan will
move into current-account deficit.

Japan’s excess saving has long been
viewed as bad for its own economic health
as well as for the rest of the world, so its dis-
appearance might seem good news. It
would be if the shrinking surplus had
been caused by a surge in domestic spend-
ing, rather than a collapse in exports.

Despite some pick-up in consumption
in recent years, Japan’s growth has still
been far too dependent on exports. Net ex-
ports accounted for over one-third of GDP
growth in the five years to 2007. Adding in
exporters’ investinent might push up that
figure to half. Japan’s failure to wean itself
off exports sooner means that it now faces
a more painful adjustment. The impact on
the rest of the world, meanwhile, will not
be nearly as beneficial as the headline fig-

ures suggest. & /

2007 :
Sources: CEIC: BEA; Goldman Sachs
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HSBC's rights issue

Household chores

IsHSBC's $177 billion rights issue a sign
of weakness or of strength?

THERE are two radically different tales
doing the rounds about Hsec, Europe’s
biggest lender by market value. The first
says that usBG, deep down, is still an
emerging-markets operation run by rug-
ged types who disdain the sorcery of mod-
ern finance. Under the temporary grip of
an evil spell in 2003 they bought House-
hold, an American consumer-credit firm
that then haemorrhaged losses. On March
and they snapped out of it. HSBC’Ss chair-
man acknowledged thatit was “an acquisi-
tion we wish we had not undertaken”,
wrote off its cost and promised to run
down its book of dodgy loans. Having
opened its heart, HsBC felt able to lower its
dividend and raise its core tier-one capital
ratio to 8.5%, above those of JPMorgan
Chase (6.4%) and Santander (7.2%), two
more of the Western world's biggest banks
also vying for the title of the safest one.
Against this there is a horror story. It
says that ussc's definition of capital ex-
cludes mark-to-market losses on asset-
backed securities (ABs). Furthermore, par-
ticularly demanding critics say that it aiso
excludes mark-to-market losses on its loan
book. Like almost all banks, HSBC carries
these atbook value and impairs as custom-
ers default. However, include both these
items and the core tier-one ratic would
drop to just 2%. Treating loan books on the
same hasis, JPMorgan would be at 5% and
many other banks would be insolvent.
This would suggest that usec is in fact »
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b pootly capitalised, and needs to raise even

more equity. The alternative, advocated by,
among others, Knight Vinke, an activist in-
vestor, would be to cut loose Household,
which HsBC does not legally guarantee
and which accounts for just over half of
the additional mark-to-market losses.
Household’s credit spreads are much high-
er than HSBC's, suggesting that investors
think this is possible, despite HSBC's ver-
bal assurances to the contrary.

Which story is right? Given the risk of
litigation, the reputational hit and the fact
that HsBC has itself loaned Household
some $13.5 billion, its mark-to-market loss

How eﬂiment—market theory has een P
HE past ten years have dealt aseries of

blows to efficient-market theory, the
idea that asset prices accurately reflect all -

-available information. In the late 1990s
dotcom companies with no profits and

barely any earnings were valued in bil-

lions of dollars; and in 2006 investors
massively underestimated the risks in
bundling together portfolios of American
subprime mortgages.’
There is now widespread acceptance
that investors can behave irrationally, cre-
-ating very large anomalies. Take the mo-
mentum effect, the practice of buying the
stockmarket's best performers over the
previous time period. A study by the Lon-
don Business School found that, since
1900, buying British stocks with the best
-momentum would have tarned £1-into
£195m (before costs and tax) by the end of

last year; the same sum invested in the:
‘worst performers would have grown to -

just £31 In efficient ‘markets, ‘such an
anomaly should be arhitraged away,
Belief in efficient-market theory made

the authorities reluctant to restrain either

the dotcom orthe housing and credit bub-
bles. Perversely, the result has been much
greater state interference in the markets
than was dreamed of ten years ago, with
‘commercial banks being nationalised or
subsidised, and central banks acting as a
buyer of last resort for financial assets.
But it is important not to throw out all
the insights of efficient-market enthusi-
asts, Although it is theoretically possible.
to make money by outperforming the
markets, it is extremely difficult iri prac-
tice. That ought to have made investors
suspicious of the smoothness of the re-
turns of Bernard Madoff, who has been
accused of a vast fraud. His strategy, as ad-
vertised, might have pyoduced less vola-

tile returns than the index, but the ab-

sence of negative months suggested

would have to get a lot worse before HsBc
was prepared to let it defadlt. And like
many banks, HSBC argues that there is at
least some chance mark-to-market losses
overstate the ultimate impairments it will
face. The aBs loss has been very volatile,
doubling in six months and stands at ten
times HSBC's “stress test” estimate of the
prohable hit. The mark-to-market loss on
Household'sloan book isdouble what op-
timistic analysts think the likely ultimate
impairment will be.

Pleading that fair-value accounting is
cruel is hardly unique, but what makes
HSEC’s position more credible than most is

i almost perfect market tlmmg

Some fund managers have beaten the

after they have outperformed may be too

:late, as those who backed Legg Mason’s.
Bill Miller have recently discovered. Why
© is this? Find managers are human tod and -
‘subject to behavioural biases. In addition,
the larger their funds becoma (as their rep- -
. utation spreads), the more dlfﬁcu.lt itisto -

- outperform,

The temptation has aIso been to as-
sumie that fees are positively correlated

- with performance~that if mutial fund -
‘managers charging 15% are good, Hedge-

fund managers charging 2% (and.20% of
performance) are even better. Becatse in-
vestors: caphot beat the market in. aggre—

gate, all this means is that money is.trans-
:ferred from investors to fund managers.-
Even David Swensen,the man wholedthe- -

- drive into alternative assets at Yale Univer-
‘. sity, thinks most investors should rely on..
Iow-costmdex-trackmg funds. - :
‘But perhaps the area where the efﬁ- '
- cient-market hypothesis should have had

greater _Welgh_t_;s at banks: Many lament

caw

‘markets over long periods. The problem is .
‘to identify them in advance. Picking them
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that it has the capacity to wait and see, Its
funding position is excellent with deposits
exceeding loans, reducing its dependence
on wholesale markets. And the core busi-
ness continues to generate lots of pre-pro-
vision earnings. If spread out over several
years, the bank could absorb the hit from
Household implied by the mark to-market
valuation without damaging its capital.

Indeed the real moral of the tale is dif-
ferent. Compared with other banks HsBC
is protected by its big deposit base and its
profitability. it looks therefore as if inves-
tors will back the rights issue. Others do
nothave even that comfort. B

the demise . of old-style banking, the

“three-six-three” model where bankers

borrowed money at 3%, lent it at 6% and

- were on.the golf course at 3pm. Thatmod-
“el broke down because markets were fair- -

ly efficient; the margins on lendmg to cor-

porations became too low, -

‘So banks were attracted to thé hxgher-

_margin business of investment banking,
_Commiercial banks could use their capital

to back up their advisory operations and

-outmuscle: old-style -investment banks. -

The latter duly abandoned the partner-

“ship. stricture and raised money on the
- stockmatket, or were bought by commet-
" cial banks. The same logic required new
‘trading desks to handle the banks’ posi-

tions, and those desks quickly became
'mﬁtcentres of theirown. . -
‘But how ‘were those trading desks

_‘making money? Perhaps they were ex-"

‘ploiting information gathered by the rest

. ‘of the group, a factic that, if notillegal, put
_themin conflict with their clients. Or they

. "were taking advantage of an artificially '
Jdow' gost of capital. W1th commercial
“banks, that cost was low because of the
. rimplicit public subsidy provided by de-

posit guarantees. Without such guaran-
tees, savers would have wanted higher in-
terast rates from banks with trading arms -
toreflect the risk of a market-related loss.
In the good years, when they randomly
beat the market, the traders earned bo-
nuses. In the bad years, the taxpayers
have picked up the hill.

And that raises a fundamental ques-
tion. i regulators thought markets were
too efficient to interfere with, how come
they allowed banks to getinvolved in an
activity which, after bonuses, was a game
they collectively could not win?

Buttonwsod now writes a biog, which is cpen to p4
comment at Econoimist.com/blogs/buttonwood
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India’s economy

Bridges to somewhere

GURGAON

The slowdown puts the onus on the government to start rebuilding India’s rickety

infrastructure

N1571the Mughal emperor Akbar moved

his court from Agra to Fatehpur Sikri,
where he built a sandstone palace in the
middle of nowhere. In the 19805 a similar
urge gripped K.P. Singh, chairman of DLF,
India’s biggest developer. His father-in-law
had built 23 neighbourhoods in Delhi. Mr
Singh started work on a new city ten miles
away, in the wheat fields of Gurgaon.

Nowhere in India embodies the coun-
try’s aspirations as starkly as the town he
founded. DLF's concoction has attracted
copycat developers and almost 150 of the
wotld’s Fortune 500 companies. In the Ara-
lias, the city’s most exclusive apartment
block, 6,000 square feet can cost up to
1wom rupees ($2m), That buys a view of
Gurgaon’s golf course, judged India’s best,
where members stir their fresh lime sodas
with swizzle sticks shaped like long irons.

But just as Fatehpur Sikri was eventual-
ly abandoned for lack of water, so some of
Gurgaon’s developers are suffering from a
lack of liquidity. Even DLF has suspended
construction of 12m square feet of office-
space acrossIndia and 4m square feet of re-
tail space. Rajeev Talwar, the group’s exec-
utive director, says it may also slow down
some residential projects.

Reactions like this are taking their toll
on India’s economy. Qutput grew by 5.3%
in the fourth guarter of 2008, compared
with the same quarter & year ago, its slow-
est pace for four years. The figure was well
below expectations. On March 4th the Re-
serve Bank of India (rB1) responded by
cutting its rates by half a percentage point,
on top of the 3.5 points cut since October.

India had felt one step removed from
the global slowdown. Compared with its
neighbours in Asia, it relies little on ex-
ports, which amount to only 21.2% of GDP.
And it relies less than the overstretched
economies of eastern Europe on foreign
capital: its gross saving rate reached 37.7%
of GDP in the past fiscal year.

But India does not mobilise its saving
well. Households account for almost two-
thirds of it. But they put more than half of
their spare funds into physical assets, such
as homes, rather than the financial system.
Of the remainder, n% is held in cash and
55% is deposited in the banks, which are
now lending almost a third of their depos-
itsto the government.

Thus despite India'sprodigious thrift,
its companies miss foreign investors now
they have fled. Of the $135 billion they
raised in the fiscal year to March 2008, $40

e

There is no escape, even in Gurgaon

billion came from foreign lenders and $22
billion came from a stockmarket buoyed
by foreign enthusiasm, according to Tushar
Poddar of Goldman Sachs. DLF itself
rajsed $2.2 billion in June 2007in what was
then India’s biggest initial public offering.
Those sources of funds have now
dwindled, forcing companies to turn to the
country’s banks. In a report in January, the
RBI calculated that the flow of credit from
India’s banks had increased by $7.6 billion
so far this fiscal year, compared with the
same period of the previous year. But this
failed to compensate for the $26.8 billion
shortfall in funds from other sources, such
as foreign loans and public issues. “We are
ourselves now changing over to public-
sector banks,” says DLF’s Mr Talwar, but it
is not easy. “You've got to convince the
banks...Itis alittle time-consuming.”

Fear and loafing
India’s banks are flush with cash, but they
are also cautious, fearing a rise in the non-
petforming loans that crippled them in the
1990s. They may also be tempted by “lazy
banking”, holding safe government securi-
ties, which should increase in price if the
RBI keeps cutting rates.

If the banks insist on buying such
bonds, then it willfall to the government to
borrow and spend what is needed to keep

India’s economy turning. It is doing its
best. The central government had budget-
ed afiscal deficit of 2.5% of GDP for this fis-
cal year. Last month it admitted the gap
would be 6%. Add the red ink of the state
governments and various expenses re-
ported “below the line” and the deficit will
exceed 1% of GDP this year. On February
24th Standard & Poor’s put a negative out-
look on India’s credit rating (8B2-, the low-
est investrnent grade). The same day, the
government cut taxes again.

The economy is enjoying a fortuitous
fiscal boost from measures taken long be-
fore the crisis ballooned. The central gov-
ernment’s legions of employees, for exam-
ple, have received a pay rise that will be
matched by some of the state govern-
ments in the next fiscal year. Small farmers
had their debts cancelled, and money has
flowed to rural districts thanks to India’s
employment-guarantee act, which is sup-
posed to offer 100 days of work to every
household that needsit.

The government has also announced
three stimulus packages. It will spend an
extra 200 billion rupees this year on the
schools, roads, power plants and other de-
velopment priorities set out in its latest
five-year plan. It has also told the India In-
frastructure Finance Company Limited
(irFcr), a government-owned financial
company, to sell bonds worth 400 billion
rupees. The first ranches of bonds, offer-
ing 6.85% and a sovereign guarantee, were
oversubscribed. The nrFcL will lend this
money to banks, which will then passitto
infrastructure projects worth as much as1
trillion rupees.

In other countries, fiscal stimulants are
raising the spectre of “bridges to no-
where”, But in India, extra infrastructure is
sorely needed. During the boom, India’s
industry expanded faster than the electric-
ity grid’s capacity to power it; its air traffic
outgrew its airports; and cars rolled off the
production lines faster than the roads
could accommodate them. In DLF's Aralias
in Gurgaon, each flat is allotted three
spaces in the car park underneath. But
marny residents buy more.

The company looks after the roads,
storm drains, sewer system and the flora
within “DLF City”. But outside, the state
authorities have struggled to keep pace.
Gurgaon’s roadsides are disfigured by
deep trenches, where the trunk sewer line
waits to be laid.

Now that India’s economy is slowing
and competition for men, materials and
money is slackening, India’s public infra-
structure may have a chance to catchup.In
Gurgaon the Delhi Metro Rail Corporation
is building an elevated railway that will
connect the upstart city to the capital. Itisa
public project backed by the governments
of India, Delhj and the neighbouring state.
It is also now the busiest construction site
inthe city. m /
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» tions are much less certain. Europeans are
also much more suspicious of business,
According to a Eurobarometer poll, 42% of
them think that entrepreneurs exploit oth-

“er people's work, compared with 26% of
Americans.

These cultural problems are reinforced
by structural ones. The European market
remains much more fragmented than the
American one; entrepreneurs have to grap-
ple with a patchwork of legal codes and an
expensive and time-consuming patentsys-
tem. In many countries the tax systerm and
the labour laws discourage companies
from growing above a certain size. A de-
pressing number of European universities
remain suspicious of industry, subsisting
on declining state subsidies but still un-
willing to embrace the private sector.

The European venture-capital industry,
t00, 15 less developed than the American
one (significantly, in many countries it is
called “risk” capital rather than “venture”
capital). In 2005, for example, European
venture capitalists invested €127 billion in
Europe whereas American vernture capital-
ists invested €174 billion in America,
America has at least 50 times as many “an-
gel” investors as Europe, thanks to the tax-
man’s greater forbearance.

Yet for all its structural and cultural pro-
blems, Europe has started to change, not
leastbecause America’s venture capitalists
have recently started to export their model.
In the1990s Silicon Valley’s moneybags be-
lteved that they should invest “no further
than 20 miles from their offices”, but lately
the Valley's finest have been establishing
officesin Asia and Europe. Thisis partly be-
cause they recognise that technological
breakthroughs are being made in many
moge places, but partly also because they

The more the merrier

India and China are creating millions of entrepreneurs -

URCHARAN DAS, an Indian venture
capitalist, consultant and author, tells
a story about stopping at a roadside café in
southern India and chatting to a 14-year-
old boy who was waiting at tables, The
boy said thathe needed the money to pay
for computer lessons. His ultimate ambi-
fion was to run a computer company just
like his hero, Bilgay, the richest man in the
world. He may have got the name slightly
wrong, but the sentinfent was spot on.

I Not very venturesome 2

Venture-capital investments across Europe and US
By tauntry of portfolic firm, 2007, % of GOP
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believe that applying American methods
to new economies can start a torrent of en-
trepreneurial creativity.

Between 2003 and 2006 European ven-
ture-capital investment grew by an average
of 23% a yeat, compared with just 0.3% a
year in America, Indeed, three European
countries, Denmark, Sweden and Britain,
have bigger venture-capital industries, in
relation to the size of their economies, than
America. Venture-capital-backed start-ups
have produced more than 100 “exits”
(stockmarket flotations or sales to estab-
lished companies) worth more than
$1oom since 2004. Tele Atlas, a Dutch map-
ping outfit, was recently bought by Tom-
Tom for $4.3 billion.

The success of Skype, which pioneered

O
. el

Over the past couple of decades India
has been transformed from a licerice Raj
into a land of uncaged entrepreneurs.
Everybody knows about companies like
Infosys, but there is more to Indian entre-
preneurialism than software. Bollywood
produces 1,000 films a year that are
watched by 3.6 billion people (the figures
for Hollywood are 700 and 2.6 billion). The
Narayana Hrudayalaya hospital, founded
by Devi Shetty on the outskirts of Banga-

internet-based telephone calls, was a strik-
ing example of the new European entre-
preneurialism. The company was started
by a Swede and a Dane who contracted
out much of their work to computer pro-
grammers in Estonia. In 2005 they solditto
eBay for $2.6 billion.

Several Eurocpean universities have be-
come high-tech hubs, Britain’s Cambridge,
for example, has spawned more than
3,000 companies and created more than
200 millionaires in the university. The ac-
cession of ten eastern European countries
to the EU has also tapped into an internal
European supply of scientists and tech-
nologists who are willing to work for a
small fraction of the cost of their pam-
pered western neighbours.

Slowcoach Japan

The Japanese can hardly be accused of
aversion to long hours. Big Japanese com-
panies have an impressive record of incre-
mental improvement, particularly in the
electronics business. But for the most part
the Japanese have been less successful
than the Europeans at adapting to entre-
preneurial capitalism, The latest Gem glo--
bal report gives Japan the lowest score for
entrepreneurship of any big country, plac-
ing it joint bottom with Greece. The bright-
est people want to work for large compa-
nies, with which the big banks work hand
in glove, or for the government. Risk capi-
tal is rare. Bankruptcy is severely pun-
ished. And the small-business sector is
wrapped in cotton wool, encouraging
“replicative” rather than “innovative” he-
haviour. Over the past quarter-century the
rate at which Japan has been creating new
businesses has been only one-third to half
thatin America. B

lore, is turning heart surgery into a Wal-
Mart-like business. Kingfisher beer is pop-
ular wherever spicy curries ate eaten. The
global slowdown will ne doubt pose seri-
ous problems for India. But the country’s
mood has changed fundamentally since
the government began opening up the
economy in 1991 fatalism has been re-
placed by can-do optimism.

India has drawn heavily on its expatri-
ate population, particularly the 1m who »




»live in America, to kickstart its entrepre-
neurial economy. Rajat Gupta, a former
head of McKinsey, did as much as anybody
to create the Indian Business School in Hy-
derabad. Gururaj Deshpande, who sold
his company, Cascade Communications,
to Ascend for $3.7 billion, is a ubiquitous

cheerleader for entrepreneurialism.
Draper International, which in 1995 be-
came the first foreign venture-capital fund
toinvestin India, relied on money from Sil-
icon Valley's Indian community.

India has now begun to reverse the
brain drain, summoning its prodigal chil-
dren back home. In 2003-05 some 5,000
tech-savvy Indians with more than five
years' experience of working in America
returned to India. Such people have
helped tofill some of the skills gaps created
by the country’s recent boom, They have
also reinforced India’s already numerous
links with high-tech America.

India’s other advantage is its higher-
education system, the top end of which is
very good at discovering and developing
first-class brains. The British introduced
the ideal of meritocracy to India; Jawahar-
lal Nehru gave it a technocratic twist by
launching the Indian Institutes of Technol-
ogy; and India’s natural love of argument
did the rest. These institutes, 5o oversub-
scribed that only one in 75 applicants gets
in, are now as bent on producing entrepre-
neurs as they were once determined to
produce Fabian technicians.

From knock-off to innovation

Communist China’s conversion to entre-
preneurialism is even more surprising
than Fabian India’s. When Wu Yi, the
country’s then vice-premier, visited Amer-
ica in 2006, she took more than 200 entre-
preneurs with her. About 60 Chinese com-
panies are now traded on NaspaQ. The
Central Party school even offers special

courses for entrepreneurs, known as red
capitalists.

In some ways China has had a more dif-
ficult task than India. The Cultural Revolu-
tion destroyed the country’s intellectual
and managerial capital. Few Chinese
speak good English. The state is more inter-
ested in grand projects—from state-owned
companies to giant infrastructure
schemes—than in letting a hundred flow-
ers bloom, But China shares one important
advantage with India: the army of over-
seas Chinese who have made their home
in America, particularly Silicon Valley. Chi-
na has used them well.

The Chinese authorities are fully aware
of the part that the overseas Chinese
played in Taiwan's economic take-off.
Since the late 1990s they have been doing
everything they could to tempt expats
back, upgrading their universities, often
working with foreign institutions, setting
up science parks and welcoming foreign
companies. So many Chinese expats have
returned in the past few years that Valley-
slang has given them a special name, B2c
{back to China).

Many of China’s most successful entre-
preneurs have done little more than pro-
duce knock-offs of American companies,
mostly those they studied when they first
went to Arnerica. Baidu is a Chinese Goo-
gle; Dangdang is a Chinese Amazon; Tao-
bao is a Chinese eBay; Oak Pacific Interac-
tive is a mishmash of MySpace, YouTube,
Facebook and Craigslist; Chinacars is a
Chinese American Automobile Associa-
tion. But even producing knock-offs takes
skill, particularly when the original com-
panies are determined to colonise the Chi-
nese market. And imitative Chinese entre-
preneurs can  bring  innovative
management methods to China. Baidu’s
founder, Robin Li, raised funds from Amer-
ican venture capitalists and offered stock
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options to his earliest employees.

China is also producing some genuine-
ly innovative entrepreneurs. Jack Ma uses
a wehsite, Alibaba, to sell goods from Chi-
na’s thousands of corner shops to other
businesses. Mr Ma has also created a col-
lege for entrepreneurs. Jeff Chen has devel-
oped an internet browser which has at-
tracted venture capital from Denmark and
isavailable in 20 languages.

Some of the most innovative entrepre-
neurs are wotking with mobile telephony,
which is even more important in China
than itis in the West. Liu Yinghkui is selling
insurance, mutual funds and bank services
over the mobile internet. Charles Wang is
trying to get subscribers addicted to his
free text-messaging service, PingCo, so that
he can start signing thern up for premium
services such ashaclking up address books,
selling astrological charts and providing
weather updates.

Watch this space

Both India and China have a long way to
go. The Indian government is a lumbering
elephant riddled with favouritism, the
country's legal processes move at glacial
speed, much of the infrastructure is a mess
and over a third of the people areilliterate.

As for China, Yasheng Huang, of the
Massachusetts Institute of Technology, has
shown how Chinese capitalism is being
distorted by the influence of politics. Some
40% of entrepreneurs are members of the
CommunistParty. State-backed businesses
receive a disproportionate share of capital.
Even sound businesses are frequently
opaque: the Chinese reportedly maintain
three sets of books, one for their bankers,
one for their accountants and one for the
government. Businessmen often neglect
their firms because they spend so much
time cultivating political connections.

Butboth countries have already come a
long way. HBs's Tarun Khanna points out
that the entrepreneurial spirit is beginning
to breathe new life into India’s public sec-
tor. Bangalore has replaced its dilapidated
airport with a splendid new one, with the
help of some private money. As for China’s
red capitalists, however much they are be-
ing held back by the party, they in turn are
forcing the party to change.

The opening up of China and India is
releasing millions of new entrepreneurs
onto the world market. Many of them have
already shown themselves able not just to
translate Western ideas into their local idi-
oms but also to drive technological ad-
vance of their own. The world has only
justbegun to feel the effects. ®
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Israel, Denmark and Singapore show how entrepreneurialism can thrivein different climates

OV MORAN'S desk is littered with the

carcasses of dismembered phones.
Mr Moran has already had one big break-
through: inventing the now ubiquitous
memory stick. But he dreams of another
one: he wants to separate the “brains” of
the various gizmos that dominate our lives
from the “bodies” to enable people to car-
ry around tiny devices that they will be
able to plug into anything from phones to
cameras to computers. Mr Moran sold his
memory-stick business to SanDisk for $1.6
billion, creating a thriving technology clus-
ter near his office. This time he wants to
build an Israeli business that will last, chal-
lenging the giants of the camera and
phone businesses.

Israel is full of would-be Dov Morans. It
is home to 4,000 high-tech companies,
more than 100 venture-capital funds and a
growing health-care industry. Innovations
developed in the country include the Pen-
tium chip (Intel), voicemail (Comverse), in-
stant messaging (Mirabilis, Ubigue), fire-
walls (Checkpeint} and the “video pill”,
which allows doctors to study yourinsides
without the need for invasive surgery.

Even more than other countries, Israel
has America to thank for its entrepreneur-
ial take-off. A brigade of American high-
tech companies, including Intel and Micro-
soft, have established research arms there.
And a host of Israelis who once emigrated
to America in search of education and op-
pottunity have returned home, bringing
American assumptions with them. Many
Istaeli entrepreneurs yo-yo between Sili-
con Valley and Tel Aviv; almost 70 Istaeli
companies are traded on NASDAQ.

The Istaeli government helped by pro-
viding a ready supply of both human and
physical capital. Israel has the world's
highest ratio of PhDs per person, the high-
est ratio of engineers and scientists and
some of the world's best research universi-
ties, notably Technion. The country’s na-
tive talent was supplemented by the arriv-
al of 400,000 well-educated Jewish
refugees from the former Soviet empire.

However, Israel’s main qualification for
entrepreneurialism is its status as an em-
battled Jewish state ig a sea of Arab hostil-
ity. The Israeli army not only works hard to
keep the country at the cutting edge of

technology, it also trains young Israelis
{(who are conscripted at18) in the virtues of
teamwork and improvisation. It is striking-
ly commeon for young Israelis to start busi-
nesses with friends that they met in the
army. Add to that a high tolerance of risk,
born of along history and an ever-present
danger of attack, and you have the mak-
ings of an entrepreneurial firecracker,

Danish dynamism

Compared with a lion like Dov Moran, Fre-
derik Gundelach is a mere cub, but he has
some of the same sense of purpose about
him. Sitting in one of Denmark’s “growth
houses” (incubators for entrepreneurs), he

places a flask on the table and launches
into an elaborate explanation.

Mr Gundelach claims that he and his fa-
ther have discovered a novel way of boil-
ing water that does notrequire the applica-
tion of heat. He hopes to sell the flask to
outdoor types and soldiers, but that is not
the limit of his ambition. The chernical re-
action that heats the water can also be
used toheat or cool houses, he claims, radi-
cally reducing the cost of domestic heating
and the threat of global warming.

Itis too early to say whether Mr Gunde-
lach’s flask will turn out to be amiracleina
bottle or a pipedream, but the Danish gov-
ernment is doing everything it can to give
him the support he needs. Denmark is en-

gaged in a social experiment to test wheth-
er it can embrace capitalist globalisation
yet continue to preserve its generous wel-
fare state. The Danish economy has tradi-
tionally been divided between big multi-
national companies (such as Carlsberg, a
brewing behemoth) and a welter of small
family firms. The government now wants
to add a third economic force: start-ups
with the potential for rapid growth.

The government has done everything a
tidy-minded Scandinavian country can to
cultivate these start-ups. The World Bank
ranks Denmark fifth in the world for ease
of doing business. There is a network of
growth houses—ready-made offices that
provide start-ups with many of the advan-
tages of large companies such as consuit-
ing advice, legal services and conference
rooms. The government has created a pub-
lic venture-capital fund, the Vaekstfonden,
and isnow trying to change attitudestoen-
trepreneurs and promoting “education for
entrepreneurship”.

When Muslim countries boycotted
Danish goods in 2005 after a Danish news-
paper published some disrespectful car-
toons of the prophet Muhammad, wags
joked that this hardly mattered because
the only things that Denmark produced
were beer and bacon. But the govern-
ment’s embrace of entrepreneurialism is
clearly changing the economy. Denmark is
already home to about 20% of Furope’s
biotech companies. It also has thriving
clean-technology, fashion and design in-
dustries. As a proportion of GDP, Danish
companies attract more venture capital
than any other Eurcpean country.

Sizzling Singapore

At first sight Denmark and Singapore do-
not have much in cormmon, yet they share
not only the same official enthusiasm for
entrepreneurialism but also many of the
same policies. Singapore’s government
has invested heavily in digital media, bio-
engineering, clean technology and water
purification, creating huge incubators and
enticing foreign scientists with fat pay
packets, as well as setting up a public ven-
ture-capital fund that has in turn brought
inlots of private venture capital. More than
5% of Singapore-based companies are»
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. The government has done everything
in its power to make life easy for entrepre-
neurs, which has earned it first place in the
World Bank league table for ease of doing
business. Itis also trying hard to encourage
a traditionally passive population to be-
come rmore innovative. Schools teach the
virtues of entrepreneurialism. The univer-
sities put ever more emphasis on business
education and links with industry. The Na-
nyang Technological University (whose
chairman, like that of the National Univer-
sity of Singapore, is an alumnus of Hew-
lett-Packard) offers a graduate degree in
technopreneurship and innovation.

Singapore sees entrepreneurialism as a
prerequisite to future growth. It has spent
the past few decades climbing up the “val-
ue chain” from manufacturing to services
and from trade to finance. Its biggest test
yet may be to create knowledge industries
and produce companies that can commer-
cialise intellectual breakthroughs.

I(ING MIDAS wished for everything he
touched to turn to gold, which turned
out to be a bad idea. His modern equiva-
lents hope that everything they touch will
turn to Silicon, which may not be such a
good idea either. The world now glories in
dozens of would-be Silicon Valleys: Silicon
Alley in New York, Silicon Glen in Scotland
and even, depressingly, Silicon Round-
aboutin London.

Siliconitis is the most common exam-
ple of what is now an almost universal
search among policymakers, local as well
as central, for the secrets of enirepreneurial
success. It is also the most instructive. A
few attempts to replicate Silicon Valley,
most notably in Israel, have succeeded. But
most are embarrassing failures.

The most basic mistake politicians
make in trying to foster entrepreneurship
isto assume that there is only one model of
a successful entrepreneurial cluster. There
is no point in trying to create the next Sili-
con Valley without the Valley’s remarkable
resources: two world-class universities,
Stanford and Berkeley, and a big financial
centre, San Francisco. Instead, would-be
emulators should concentrate on their
own particular strengths.

All three countries have both advan-
tages and disadvantages when it comes to
embracing entrepreneurship. Israel de-
pends too heavily on America and is being
hit hard by the downturn there. Denmark
is too egalitarian. A top personal-income-
tax rate of 63% drives the most successful
entrepreneurs out of the country.

Singaporeans have even deeper cultur-
al problems with entrepreneurship. The
best and brightest have little appetite for
risk-taking entrepreneurship, and most
people suffer from an excessive fear of
bankruptcy, according to Monitor. The
country’s consumers are anything but ven-
turesome: for all the island’s cultural diver-
sity, they remain obsessed by Western
brand names. The country is paying a
heavy price for this. A Singapore-based
company, Creative Technology, invented a
digital music player, the NOMAD, two
years before Apple launched the iPod, but
Creative’s NOMAD looked like a clunky
cD player rather than a miniature fashion

In addition to the classic Silicon Valley
model, Monitor identifies three other suc-
cessful entrepreneurial ecologies. One is
the anchor-firm model. Alfred Marshall,
one of the first economists to write about
entrepreneurship, said that successful en-
trepreneurs are like large trees in a forest,
towering over their neighbours and de-
priving them of light and air. In fact, the big
trees usually produce lots of little ones.
They spin off subsidiaries, provide experi-
ence to employees who then decide to goit
alone, and nurture dozens of suppliers.

The research triangle in North Carolina
was a successful exponent of the anchor-
firm model, recruiting big companies such
as 1BM, Alcate] and Union Carbide which
then either spawned or attracted lots of
smaller operators. Hindustan Unilever, a
food and personal-care giant, is another,
less self-conscious exponent. The firm em-
ploys 45,000 women across India to mar-
ket its goods to150m consumers in rural ar-
eas. These saleswomen not only eam an
income, they also learn about products,
prices and marketing, sending a ripple of
entrepreneurship throughout rural India.

A second, currently topical, model is
driven by crisis. People become entrepre-

accessory. it received $100m from Apple
for patent infringement, but that did not
make up for the loss of a mass market.

still, the governments of all three coun-
tries remain enthusiastic supporters of the
entrepreneurial idea. The Danes and the
Singaporeans regard it as their ticket to suc-
cess in a global economy and the Israelis as
amatter of survival. All three are also help-
ing to spread the creed in their regions.
Arab countries are beginning to realise that
the best way to deal with Israel is to copy
its vibrant economy. Denmark serves as a
model to European leaders such as
France’s Nicolas Sarkozy who want to
combine dynamism with social protec-
tion. The Chinese regard Singapore as a
useful laboratory for reform. In the 19805
China asked Goh Keng Swee, Singapore’s
former finance minister, to advise on the
development of its special economic
zones; today itis keeping a watchful eye on
the city-state’s model of state-sponsored
entrepreneurship. |

e

neurs when the economy stops supplying
jobs. This happened in the San Diego re-
gion in the 19905 when the end of the cold
war threw hundreds of highly trained mil-
itary scientists out of work. Local start-ups
such as Qualcomm hoovered up the talent
and putitto new uses,

A third is the local-hero model in which
a local entrepreneur sees an opportunity,
starts a business and turns it into a giant.
When Earl Bakken founded Medtronic in
Minneapolis in 1949, he was creating a lo-
cal industry as well as a company. Having
developed the world's first heart pacemak-
er, Medtronic grew into the largest medi-
cal-technology company in the world,
spawning huge numbets of smaller ones.

A matter of luck

Two other things complicate the search for
success—the role of chance and the impor-
tance of culture. The Indian Institutes of
Technology were designed to create tech-
nocrats rather than entrepreneurs. It was
more a matter of luck than good planning
that they were churning out exactly the
sort of people that the Indian software in-
dustry needed.

David Landes, an influential economdic »»
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European governments are turning against the European Commission, with mischief in mind

HE European Commission, say the grumblers of Brussels, is

adrift in this economic crisis. Euro-fundamentalists sigh for
Jacques Delors, the pugnacious Frenchman who ran the commis-
sion—the EU’s executive authority—from 1985 to 1995. Amid eco-
nomic disarray, it is said, the commission should be seizing its
chance to set the agenda for Europe.

One can hear similar complaints about an inactive commis-
sion from national leaders, notably President Nicolas Sarkozy of
France. At a mini-summit earlier thismonth, he declined torepeat
his previously explicit support for giving José Manuel Barroso,
the commission’s president, a second term. Mr Sarkozy’s out-
burst cheered the anti-Barroso camp in Brussels. Yet in truth, the
critics often have contradictory grievances.

The federalist hardcore yearns for the commission to use the
crisis to grab power from national governments. Many would
like a new, pan-European financial regulator. Others would cheer
if the commission moved to harmonise labour and fiscal policies
across Europe. Thatis not an idle threat: if lots of eastern and cen-
tral European countries need European rescue funds, expect to
hear calls for them to be forced to raise tax rates or impose an Eu
minimurn wage.

When leaders say that the commission is being too passive,
they actually mean the reverse: they think it is too zealous about
enforcing Euro-rules on free competition. They want it to stand
aside so interventionist governments can create “European in-
dustrial champions™ through measured doses of protectionism,
privileged access to public contracts or cosy collusion between
firms in different bits of Europe. Some new members would like
the EU to ease rules on how they may spend regional aid, or those
that make joining the single currency slow and difficult. Even key
supporters of free competition, like Britain and Ireland, are going
wobbly. Senior figures say that as more and more banks need
saving, the British and Irish appear more fussed about financial
stability than about EU rules on market shares or state aid.

At an EU summit last December, Mr Sarkozy berated the com-
mission for applying its rules too rigidly. All around the table,
heads were nodding. If a show of hands had been called, a senior
figure now says, an “overwhelming majority” of gu leaders
would have voted to suSpend the internal market's rules.

Since then, U leaders have reaffirmed their loyalty to the in-
ternal market. But many countries, among them Germany and
France, wish that the market were not so free. Astonishing as it
may seewm to British critics of Europe, in Brussels the chief com-
plaint is that the dominant ideology of the European Comrnis-
sion, especially in the financial sector, is British-style liberalism.
Angela Merkel, the German chancellor, is said to deliver “rants”
about the “Anglo-Saxon” system. Many leaders on the continent
would love to regulate the City of London down to size, for rea-
sons of bothideology and commercial rivalry.

So MrBarroso will face a bumpy few months. InJune, Eu lead-
ers are due to choose the next European Commission president,
who would hand out portfolios to commissioners nominated by
national governments a few months later. France is determined
to claim a big economic portfolio. So are the British, but their
stock is low. Mr Sarkozy has thrown the timing into doubt, sug-
gesting that a vote on the commission boss should be delayed. In
France, Socialist party leaders say their campaign for June’s Euro-
pean Parliament elections will denounce the supposed “Barroso-
Sarkozy axis” of wicked “ultraliberalism”.

And yet Mr Barroso will not be easy to shift. He has incum-
bency on his side, and is a member of Europe’s largest centre-
right political grouping, the European People’s Party, which is ex-
pected to retain its majority in the European Parliament. Other
names are mentioned as rivals, such as Frangois Fillon, the
French prime minister; Jan Peter Balkenende, the Dutch prime
minister; and Jean-Claude Juncker, the veteran Luxembourg
leader. However, all have counts against them. Senior French offi-
cials admit to some irritation with Mr Barroso, who stands ac-
cused of stubbormnly pursuing unpopular causes in the name of
free trade—trying to force Europeans to grow genetically modi-
fied corn from America, for example. But they insist that France
has no rival candidate for his job. Mr Balkenende, for his part, is
another broadly Atlanticist free-marketeer. Mr Juncker, a federai-
ist, would risk a British veto, and is not favoured by Mr Sarkozy.

What price President Blair of Europe?

French officials say they want Tony Blair, the former British prime
minister, to land a big new job that will be created if the Lishon
treaty is finally ratified this year: that of full-time president of the
European Council. That would involve Mr Blair representing Eu-
rope’s 27 nationat leaders and chairing their meetings.

Yet in an economic crisis as broad and deep as this one, the
horse-trading hecomes unpredictable. Could there yet be a bar-
gain in which Britain would allow an economic non-liberal to
take over the commission, in exchange for a President Blair of Eu-
rope? If 5o, it is a bargain Britain should resist, even if that means
sacrificing Mr Blair. Saving the internal market is the EU’s biggest
ideological fight for a generation, and the commission is the body
that matters most on this.

A British government ditching its own to save the European
Commission president? When Europe’s free markets are under
attack, the strangest alliances can make sense. Similacly, lest they
end up encouraging economic nationalism, Europhiles who
loathe Mr Barroso should beware of egging on the national lead-
ers carping at the commission. If that spreads, it could sink the
whole project,not just leave it adrift. =

Charlemagne now writes a blag, which is open for comment at
Economnist.com/blogs/charlemagne
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The global crisis and the poor

The toxins trickle downwards

DAR-ES-SALAAM

LIVRET D' EPARGNE
ET DE CREDIT

A downturn that beganin the rich world is hurting those who can least afford it

SCP OOR countries are innocent,” says
Ngozi Okonjo-Iweala, the Nigerian
managing director of the World Bank.
They did not contribute one jot to the glo-
bal credit crunch, and their banks and
firms have few links to global capital mar-
kets. For a while, it seemed as if the rich
world's mess might even pass them by. The
oil-price fall of 2008 benefited oil-import-
ing developing countries to the tune of 2%
of their national incomes. As recently as
January, the iMF thought emerging and de-
veloping countries would grow 3.3% this
year, compared with a predicted fall of 2%
for rich economies.

Butinnocence, it seems, will not protect
anyone. A financial crisis that began in
New York and London and spread to
manufacturing in rich, then industrialising
countries, has now hit the “bottom bil-
lion™: the poorest people in 60-odd coun-
tries who have seen only halting gains
from globalisation, but will feel its reverse,
pethaps precipitously.

Many live in sub-Saharan Africa, where
the 1mr has just cut its forecast for growth
this year to 3.3% from an original 6.;7%. The
figure may fall further. Dominique Strauss-
Kahn, the 1MF’s managing director, told a
conference in Tanz4nia that millions could
be thrown back into poverty by the crisis.
Piling on gloom, he saw a “threat of civil

unrest, perhaps even of war” as a result.

The poor are being hit not by the finan-
cial tsunami itself but by second-order
waves of trouble. So the impact has been
delayed—-but it may also be prolonged.

The global meltdown affects poor
countries in three ways. First, capital: as in-
vestors in the West rebuild balance sheets,
private capital flows dry up, hurting mar-
ginal borrowers like the poor. According to
the Institute of International Finance, a
think-tank in Washington, D¢, net private
capital flows to poor countries will slump
from almost $1 trillion in 2007 to $165 bil-
lion in 2009. The main victims are big
emerging markets in East Asia and eastern
Europe: But African countries have been
turning to private capital too. In 2007 they
raised $6.5 billion in international bonds,
trivial in global terms but not to Africa. In
2008, they raised nothing,

For the poor, the other kind of external
capital is aid. Britain's Overseas Develop-
ment Institute reckons that official aid may
fall by about a fifth, or $20 billion, this year,
after being morte or less flatin 2005-07. The
fafl is partly a product of the recession in
donor countries (some give a certain share
of their GpP as aid) and partly a result of
currency changes which make aid in
pounds and euros worth less in local
terms. Italy and Ireland are cutting their aid
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effort. Others are “front-loading” it (bor-
rowing from future years to keep steady
now), so aid could fall further after 2009.

As capital flows dry up, investment is
being slashed. ArcelorMittal has moth-
balled an iron-ore project in Liberia. Mala-
wiis losing a uranium project that the gov-
ernment had hoped would account for a
tenth of national income. The World Bank
estimates that new private activity in infra-
structure was 40% lower in August-No-
vember of 2008 than a year before.

The second effect of the melidown is
the dive in commodity prices {see chart 1).
Most poor states still rely on commodities
for big shares of their foreign exchange and
tax revenues. Cocoa generates a fifth of
Cbte d'Ivoire’s revenues, for instance.

For such places, price volatility has
been a curse, The drop in oil and commod-
ity prices in 2008 benefited oil- and food-
importers. But this followed a sharp price
rise and, for many, relief has come too late.

The foed crisis of 2007-08 increased the »
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I Fewer happy returns
Remittance flows to developing countries
% change on year earlier
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» number of people suffering from malnutri-
tion by 44m. Farmers and oil exporters
benefited then. No longer.

Now, falling export earnings are exacer-
bating poor countries’ woes. In theory, the
poorest should be cushioned from declin-
ing world trade. Even so, the latest data
look dire. American imports from middle-
income countries fell 3% in the year to No-
vember 2008. Butimports from poor coun-
tries fell 6%; those from sub-Saharan Afri-
ca, 12%. The African Development Bank
says African current accounts, in surplus
by 3.8% of GDP in 2007, will be 6% in the
red this year.

The fall in commodity prices puts fur-
ther pressure on budgets, already hit by de-
clining aid (which can substitute for taxes).
African budgets have swung from a
healthy surplus of 3% of Gpr in 2007t0 a
forecast deficit of the same amount in
2009. This leaves no room for economic
stimulus. On one estimate, only one-quar-
ter of vulnerable countries have any scope
to raise their budget deficits and boost
spending—in contrast with the West.

The third area where the meltdown is
being felt is labour. Those poor countries
that do make things for export are suffering
from the fall in world trade. India lost
500,000 export jobs in the last quarter of
2008, for example. Many countries also ex-
port workers who send back remittances.
These were worth $300 billion in 2008,
more than aid. Some countries depend on
them, They account for 45% of Gpp in Ta-
jikistan, 38% in Moldova and 24% in Leba-
non and Guyana. Remittances had been
rising fast in 2005-07; now they are falling
{(see chart 2). Malaysia recently revoked
work visas for 55,000 Bangladeshis in or-
der to boost job prospects for locals, Coun-
tries which send workers to Russia are
doubly hit: many work in the crisis-affect-
ed oil industry and send money back in
fast-depreciating roubles.

The overall picture is dire. As capital in-
flows and export earnings vanish, poor
countries face a mountain of debt: $2.5 tril-
lion-3 trillion of emerging-market debt
falls due in 2009—as m#ch as the Ameri-

" can and European budget deficits, plus Eu-

rope’s bank bail-out costs. The World Bank

puts emerging markets’ financing shortfall
between $270 billion and $700 billion.

Tragically, these problems follow a de-
cade of growth that has lifted millions out
of poverty. According to Martin Ravallion
of the World Bank, roughly one person in
six in emerging matkets had raised them-
selves above the $2-a-day poverty line in
2005, though they still got less than $3 a
day. Many may now slip back. Mr Raval-
lion thinks that 65m people will fall below
the $2-a-day poverty line this year, 12m
more than he had expected a month ago;
53m will fall below the level of absolute
poverty, which is $125 a day—compared
with 46m expected last month.

The consequence will be dreadful. The
World Bank reckons that between
200,000 and 400,000 more children will
die every year between now and 2015 than
would have perished without the crisis.
Progress towards a richer, more equitable
world has been setback years. B /

Banks, graft and development
Dancing with
despots

When bankers are pimps

ESPITE all the aid, investment and re-

mittances that flow from richer econo-
mies to poorer ones, too much capital
sloshes right back. That is one big reason
why parts of Africa and Central Asia, for
example, remain chronically poor, even—
indeed, espacially-where abundant natu-
ral resources could in theory be used to fi-
nance roads, schools and local enterprise.

If capital often flees poor countries, that
is not only because higher, or more secure,
returns might be obtained elsewhere. Too
frequently it is shovelled abroad by paoliti-
cal leaders who have tapped treasuries,
pocketed aid money and coilected bribes.
The double whammy of graft in the poor-
est countries is that state funds are first di-
verted into private hands and then sent
overseas. By contrast, in much of Asia, also
blighted by graft, leaders more often keep
ill-gotten gains in local accounts.

Who is to blame for such looting? A
new report* by Global Witness, a group
that studies links between resource exploi-
tation and war, accuses several prominent
Western banks of helping it. The activists
cite links with the leaders of five west Afri-
can countries and with a late president-for-
life in Turkmenistan. By taking dictators’
cash, the banking system is “complicit” in

............................ T LT LTI TT T PP

*“Iindue Diligence: How banks do business with corrupt
regimes”, Global Witness; March 1th 2008
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perpetuating misrule and poverty, claim
the authors. Separately, Paul Collier, an
economist with a populist turn of phrase,
calls such banks “pimps”. If they rejected
stolen money, says the report, ordinary
people would benefit “in.a way that aid
flows will never achieve”.

The authors note some striking cases of
financiers colluding with tyrants. In 2001
Britain's banking regulator found that 23
banks in London had handled %13 biilion
of some $3 billion-5 billion looted by Sani
Abacha, a Nigetian despot. Five yearsagoa
venerable American institution, Riggs
Bank (where Abe Lincoln once banked),
collapsed after a Senate inquiry revealed
that Augusto Pinochet of Chile and Obiang
Nguema, the long-serving president of
Equatorial Guinea, had stashed millionsin
private accounts, with no proper questions
asked. Mr Nguema admitted he had put
state funds in a private account, but said he
did so to keep it “safe” from thieves.

Barclays, which was shown by the re-
port to be doing business with members of
Mr Nguema's family, told Global Witness
that it was not prepared to discuss its deal-
ings with individual clients; the bank add-
ed, however, that it always takes care to fol-
low “globally applicable anti-money
laundering policies™. .

The activists are not claiming that
banks who deal with despots are breaking
laws, but they want motre effort to check
where clients have obtained their cash,
and tougher regulation of dealings be-
tween banks and “politically exposed per-
sons"—in other words, government offi-
cials, their relatives and associates. Banks
have proved capable, in some degree, of
stanching the flow of funds linked to terro-
rism, money-laundering or tax evasion.
Moreregulation might possibly deter them
from handling the proceeds of misrule. m

Pisod

Nguema: a president on a pdestal
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When jobs disappear

LONDON, TOKYQ AND WASHIKGTON, DC

The world economy faces the biggestrise in unemployment in decades. How
governments react will shape Iabour markets for years to come

AST month America’s unemployment
rate climbed to 81%, the highest in a
quarter of a century. For those newly outof
a job, the chances of finding another soon
are the worst since records began 50 years
ago. In China 20m migrant workers (may-
be 3% of the labour force) have been laid
off. Cambodia's textile industry, its main
source of exports, has cut one worker in
ten, In Spain the building bust has pushed
the jobless rate up by two-thirds in a year,
t014.8% in January. And in Japan, where of-
ficial unemployment used to be all but un-
known, tens of thousands of peeple on
temporary contracts are losing not just
theirjobs butalso the housing provided by
their employers.

The next phase of the world’s eco-
nomic downturn is taking shape: a global
jobs crisis. Its contours are only just be-
coming clear, but the severity, breadth and
likely length of the recession, together
with changes in the structure of labour
markets in both rich and emerging econo-
mies, suggest the world is about to un-
dergo its higgest increase in unemploy-
ment for decades. F

In the last three months of 2008 Ameri-
ca's GDP slumped at an annualised rate of
6.2%. This quarter may not be much better.

Output has shrunk even faster in countries
dependent on exports (such as Germany,
Japan and several emerging Asian econo-
mies) or foreign finance {notably central
and eastern Europe). The 1MF said this
week that global output will probably fall
for the first time since the second world
war. The World Bank expects the fastest
contraction of trade since the Depression.
An economic coilapse on this scale is
bound to hit jobs hard. In its latest quarter-
Iy survey Manpower, an employment-ser-
vices firm, finds that in 23 of the 33 coun-
tries it covers, companies’ hiring intentions
are the weakest on record (see chart 1 on
the next page). Because changes in unem-
ployment lag behind those in output, job-
less rates would rise further even if econo-
mies stopped contracting today. But there
is little hope of that. And several features
of this recession look especially harmful.
The credit crunch has exacerbated the
itnpact of falling demand, pressing cash-
strapped firms to cut costs more quickly.
The asset bust and unwinding of debt that
lie behind the recession mean that eventu-
alrecovery is likely to be too weak to create
jobs rapidly. And when demand does re-
vive, the composition of jobs will change.
In a post-bubble word indebted consum-
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ers will save moare and surplus economies,
from China to Germany, will have to rely
more on domestic spending. The booming
industries of recent years, from construc-
tion to finance, wiil not bounce back. Mil-
lions of people, from Wall Street bankers to
Chinese migrants, will need to find wholly
different lines of work.

For now the damage is most obvious in
America, where the recession began earli-
er than elsewhere (in December 2007, ac-
cording to the National Bureau of Eco-
nomic Research) and where the ease of
hiring and firing means changes in the de-
mand for workers show up quickly in em-
ployment rolls. The economy began to lose
jobs in January 2008. At first the decline
was fairly modest and largely confined to
construction (thanks to the housing bust}
and manufacturing (where employment
has long been in decline). But since Sep-
tember it has accelerated and broadened.
Of the 4.4m jobs lost since the recession
began, 3.3m have gone in the past six
months, Virtually every sectorhas been hit
hard. Only education, government and
health care added workers last month.

Sofar, the pattern of job losses inthisre-
cession resembles that of the early post
war downturns (starting in 1948, 1953 and
1957). Those recessions brought huge, but
temporary, swings in employment, in an
economy far more reliant on manufactur-
ing than today's. As a share of the work-
force, more jobs have been lost in this re-
cession than in any since 1957 The pace at
which people are losing their jobs, mea-
sured by the share of the workforce filing
for weekly jobless claims, is much quicker »
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» than in the downturns of 1990 and 2001
(see chart2).

The worry, however, is that the hang-
over from excess debtand the housing bust
will mean a slow revival-looking more
like the jobless recoveries after the past
two downturns than like the vigorous v-
shaped rebounds from the early post-war
recessions. Ominous signs are a sharp in-

crease in permanent-job losses and a rise .

in the number of people out of work for six
months or more to 19% of the labour force,
near a post-war high.

Official forecasts can barely keep up. In
its budget in February the Obama admin-
istration expected a jobless rate of 81% for
the year. That figure was reached within
the month. Many Wall Street seers think
the rate will exceed 10% by 200 and may
surpass the post1945 peak of 10.8%. Past
banking crises indicate an even gloomier
prognosis. A study by Carmen Reinhart of
the University of Maryland and Ken Ro-
goff of Harvard University suggests that
the unemployment rate rose by an average
of seven percentage points after other big
post-war banking busts. That implies a rate
for America of around 12%.

Moreover, the official jobless rate un-
derstates the amount of slack by more
than in previous downturns. Many com-
panies are cutting hours to reduce costs. At
33.3 hours, the average working weekisthe
shortest since atleast1964. Unpaid leave is
becoming more common, and not only at
the cyclical manufacturing firms where it
is established practice. A recent survey by
Watson Wyatt, a firm of consultants, finds
that almost one employer in ten intends to
shorten the work week in coming menths.
Compulsory unpaid leave is planned by
6% of firms. Another 9% will have volun-
tary leave.

Eurape’s jobs markets look less dire, for
now. That is partly because the recession

I The jobs crunch
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began later there, partly because jobless-
ness had been unusually low by European
standards and partly because Europe’s less
flexible labour markets react more slowly
than America’s. The euro area’s unem-
ployment rate was 8.2% in January, up
from 7.2% a year before. That of the whole
European Union was 7.6%, up from 6.8%.
For the first time in years American and
European jobless rates are roughly in line
{see chart 3 on the next page).

Within the Eu there are big variations.
Ireland and Spain, where construction
boomed and then subsided most dramati-
cally, have already seen heavy job losses.
Almost 30% of Ireland’s job growth in the
first half of this decade came from the
building trade. Its unemployment rate has
almost doubled in the past year. In Britain,
another post-property-bubble economy,
the rate is also rising markedly. At the end
of last year 6.3% of workers were jobless,
up from 5.2% the year hefore. Figures due
on March 18th are likely to show unern-
ployment above 2m for the first time in
more than a decade.

In continental Europe’s biggest econo-
mies, the consequences for jobs of shrivel-
ling output are only just becoming visible.
Although output in Germany fell at an an-
nualised rate of 7% in the last quarter of
2008, unemployment has been only inch-
ing up. The rate is still lower than it was a
year ago. Even $0, o one doubts the direc-
tion in which joblessness is heading. In
January the European Commission fore-
cast the EU’s jobless rate to rise to 9.5% in
2010, As in America, many private-sector
€CONOIIsts expect10% or more.

Structural changes in Europe’s labour
markets suggest that jobs will go faster
than in previous downturns. Temporary
contracts have proliferated in many coun-
tries, as a way around the expense and dif-
ficulty of firing permanent workers. Much
of the reduction in European unemploy-
ment earlier this decade was due to the
rapid growth of these contracts. Now the
process is going into reverse. In Spain, Eu-
rope's most extreme example of a “dual”
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labour market, all the job loss of the past
year has been horne by temps. In France
employment on temporary contracts has
fallen by a fifth. Permanent jobs have so far
been barely touched.

Although the profusion of temporary
contracts has brought greater flexibility, it
has laid the burden of adjustment dispro-
portionately on the low-skilled, the young
and immigrants. The rising share of immi-
grants in Europe’s workforce also makes
the likely path of unemployment less cer-
tain. As Samuel Bentolila, an economist at
CEMFI, a Spanish graduate school, points
out, the jump in Spain’s jobless rate is not
due to fewer jobs alone. Thanks to contin-
ued immigration, the labour force is still
growing apace. In Britain, in contrast, hun-
dreds of thousands of migrant Polish
workers are reckoned to have gone home.

Despite having few immigrants, Japan
is also showing the strains of a dual labour
market. Indeed, its workforce is more stark-
ly divided than that of any other industrial
country. “Regular” workers enjoy strong
protection; the floating army of temporary,
contract and part-time staff have almost
none. Since the 1990s, the “lost decade”,
firms have relied increasingly on these ir-
regulars, who now account for one-third
of all workers, up from 20% in1990.

As Japanese industry has collapsed, al-
most all the jobs shed have been theirs.
Most are ineligible for unemployment as-
sistance. A labour-ministry official esti-
mates that a third of the 160,000 who have
lost work in recent months have lost their
homes as well, sometimes with only afew
days’ notice. Earlier this year several hun-
dred homeless temporary workers set up a
tent village in Hibiya Park in central Tokyo,
across from the labour ministry and a few
blocks from the Imperial Palace. Worse lies
ahead. Overall unemployment, now 4.1%,
is widely expected to surpass the post-war
peak of 5.8% within the year. In Japan too,
some econornists talk of double digits.

In emerging economies the scale of the
problem is much harder to gauge. Anecdot-
al evidence abounds of falling employ-
ment, particularly in construction, mining
and export-oriented manufacturing. But
official figures on both job losses and un-
employment rates are squishier. Estimates
from the International Labour Organisa-
tion suggest the number of people unem-
ployed in emerging economies rose by 8m
in 2008 to 158m, an overall jobless rate of
around 5.9%. In a recent report the 1Lo pro-

jected several scenarios for 2009. Its

gloomiest suggested there could be an ad-
ditional 32m jobless in the emerging world
this year. That estimate now seems all too
plausible. Millions will return from formal
employment to the informal sector and
from cities to rural areas. According to the
World Bank, another 53m people will be
pushed into extreme poverty in 2009.
History implies that high unemploy- »
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» ment is not just an economic problem but
also a political tinderbox. Weak labour
matkets risk fanning xenophobia, particu-
{arly in Europe, where this is the first down-
tutn since immigration soared. China’s
leadership is terrified by the prospect of so-
cial unrest from rising joblessness, particu-
larly among the urban elite,

Given these dangers, politicians will
not sit still as jobs disappear. Their most
important defence is to boost demand. All
the main rich economies and most big
emerging ones have announced fiscal
stimulus packages.

Since most emerging economies lack
broad unemployment insurance, the main
way they help the jobless is through la-
bour-intensive government infrastructure
projects as well as conditional cash trans-
fers for the poorest. China’s fiscal boost in-
cludes plenty of money for infrastructure;
India is accelerating projects worth 0.7% of
GDP. However, a few emerging economies
have more creative unemployment-insur-
ance schemes than anything in the rich
world. In Chile and Colombia formal-sec-
tor workers pay into individual unempioy-
ment accounts, on which they can draw if
they lose their jobs. Many more countries
have created prefunded pension systems
based on individual accounts. Robert
Holzmann of the World Bank thinks peo-
ple should be allowed to borrow from
such accounts while unemployed. Several
countries are considering the idea,

In developed countries, governments’
past responses to high unemployment
have had lasting and sometimes harmful
effects. When joblessness rose after the
1970s oil shocks, Europe’s governments,
pressed by strong trade unions, kept la-
bour markets rigid and tried to cut dole
queues by encouraging early retirement.
Coupled with generous welfare benefits
this resulted in decades of high “structur-
al” unemployment and a huge rise in the
share of people without work. In America,
where the social safety net was flimsier,
there were far fewer regulatory rigidities
and people were more willing to move, so
workers responded more flexibly to struc-
tural shifts. Less than six years after hitting
10.8%, the post-war record, in 1982, Ameri-
ca’s jobless rate was close to 5%.

Policy in America still leans towards
keeping benefits low and markets flexible
rather than easing the pain of unemploy-
ment. Benefits for the jobless are, if any-
thing, skimpier than in the 1970s. Unem-
ployment insurance is funded jointly by
states and the federal government. The
states set the eligibility criteria and in
many cases have notkept up with changes
in the composition of the workforce. In 32
states, for instance, part-time workers are
ineligible for benefits. All told, fewer than
half of America's unemgloyed receive as-
sistance. The benefits they get also vary a
lot from state to state, but overall are
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among the lowestin the 0EcD when com-
pared with the average wage.

America’s recent stimulus package
strengthened this safety net. jobless bene-
fits have increased modestly, their maxi-
mum duration has been extended, and
states have been given a large financial in-
centive to broaden eligibility, The package
also includes temporary subsidies to help
pay for laid-off workers’ health insurance.
Even 5o, benefits remain meagre.

Housing is a far bigger drag on Ameri-
can job mobility. Almost a fifth of Ameri-
can households with mortgages owe more
than their house is worth, and house
prices are set to fall further. “Negative equ-
ity” can lock in homeowners, making it
hard to move to a new job. A recent study
suggests that homeowners with negative
equity are 50% less mobile than others,

Europe’s governments, at least so far,
are trying hard to avoid the mistakes of the
1970s and 1980s. As Stefano Scarpetta of
the OECD points out, today’s policies are
designed to keep people working rather
than to encourage them to leave thelabour
force. Several countries, from Spain to Swe-
den, have temporarily cut social insurance
contributions to reduce labour costs.

A broader group including Austria,
Denmark, France, Germany, Hungary, Italy
and Spain, are encouraging firms to short-
en work weeks rather than lay people off,
by topping up the pay of workers on short
hours. Germany, for instance, has long had
a scheme that covers 60% of the gap be-
tween shorter hours and a full-time wage
for up to six months. The government re-
cently simplified the required paperwork,
cut social-insurance contributions for af-
fected workers, and extended the scheme’s
maximum length to18 months.

Britain has taken a different tack. Rather
than intervening to keep people in their ex-
isting jobs, it has focused on deterring
long-term joblessness with a package of
subsidies to encourage employers to hire,
and train, people who have been out of
worlk for more than six months.

Of all rich-country governments, Ja-
pary's has flailed the most. Forced to con-
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front the ugly reality of its labour market, it
is trying a mixture of policies. Last year it
proposed tax incentives for companies to
turn temps into regular employees—a fu-
tile effort when profits are scarce and jobs
being slashed. The agriculture ministry
suggested sending the jobless to the hinter-
land to work on farms and fisheries. As
Naochiro Yashiro, an ecorromist at the Inter-
national Christian University in Tokyo,
puts it “Although témporary and part-
time workers are everywhere in Japan,
they are thought to be a threat to employ-
ment practices and—like terrorists—have to
be contained.”

Recently,a more ambitious strategy has
emerged. The government is considering
shortening the minimum work period for
eligibility to jobless benefits. It is providing
newly laid-off workers with six-month
loans for housing and living expenses. It is
paying small-business owners to allow
fired staff to remain in company dorms. It
is subsidising the salaries of workers on
mandatory leave. It is paying firms for re-
hiring laid-off staff, and offering grants to
anyone willing to starta new business.

Whether these policies will be enough
depends on how the downturn pro-
gresies. For by and large they are sticking-
plasters, applied in the hope that the reces-
sion will soon be over and the industrial
restructuring that follows will be modest.
Subsidising shorter working weels, for in-
stance, props up demand today, but im-
pedeslong-term recrdering. The inequities
of a dual labour market will become more
glaring the higher unemployment rises.
Politicians seem to be hoping for the best..

" Given the speed at which their economies

are deteriorating, they would do better to
plan for the worst. ®
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Talking-shop-on-Thames

BERLIN, LONDON AND WASHINGTON, DC

Transatlantic tensions suggest that there will be no grand bargain at next month’s

grand summit

$L(TIKE King Charles II, the Economic

Conference is taking an unconscio-
nable time to die,” lamented The Economist
in 1933, halfway through an epic—and ulti-
mately fruitless—gathering of world pow-
ersin London to prevent the spread of pro-
tectionismin the depths of the Depression.
That conference lasted more than amonth,
with the dollar sinking and tempers rising
the longer it dragged on.

At least there is no danger of intermina-
ble drift when leaders of the Group of 20
gather in London next month to address
the worst economic crisis since the 1930s.
They have set themselves just one day,
April 2nd, to do what their predecessors
failed to accomplish in weeks: tackle the
crisis and consider ways to remake the
rules of finance. This weekend G20 fi-
nance ministers and central bank gover-
nors attending a preparatory meeting in
London may well attempt to limit expecta-
tions. More pressingly, they will have to
heal an awkward sense of transatlantic
disunity that has emerged in the run-up to
the meeting,

The tensions were exposed at an as-
sembly of European finance ministers on
March 9th and 10oth. The ministers re-
sponded sharply to a call by Lawrence
Summers, the White Hquse economic ad-
viser, for everyone in the G20 to focus on
boosting global demand. Such calls were
“not to our liking,” sniped Jean-Claude

Juncker, Luxembourg’s prime minister and
the chairman of the meeting. The cause of
harmony may nothave been helped when
Britain’s most senior civil servant was
quoted as saying the shortage of staff in Ba-
rack Obama’s two-month-old Treasury
was making preparations for the summit
“unbelievably difficult”. (Tim Geithner, the
treasury secretary, disputes that.)

In reality, the tensions appeared more
symptomatic of the opening of bargaining
than of a disastrous rift. The G20’s agenda
focuses on three broad areas: sorting out
the crisis through fiscal and monetary
means and by encouraging banks to lend;

medium-term regulatory reforms; and:

strengthening multilateral bodies such as
the 1MF so that they can give more help to

I Let's get fiscal -
Stim_L_:lus packages as % of GDP

2008 2009 2010 Total*

Canada 0.0 15 1.3 27
0

United States 1.1 2.6 18 4.8

Source: IMF estimates *Subject to rounding
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crisis-hit developing countries. Everyone
has different priorities.

America feels its counterparts are not
doing enough to boost demand. It would
like them to pledge a fiscal stimulus equal
to 2% of global GpDP this year and next, and
for the IMF to monitor compliance. Some
countries would also like the European
Central Bank to make better use of its mon-
etary arsenal, as the Federal Reserve and
the Bank of England have. America has in-
deed done alotto stimulate growth (see ta-
ble). The 1mF, however, notes that taking
into account automatic stabilisers, such as
welfare payments to the unemployed,
Germany’s fiscal response is not as far be-
hind America’s as it appears. Not only
does Germany feel its spending package is
big enough, it is pressing for a quick return
tobalanced budgets when the crisisis over.

Although transatlantic differences have
emerged over fiscal policy, they are nar-
rowing over regulation. Germany and
France have long battled to persuade
America and Britain to regulate hedge
funds, which are clustered in the financial
centres of New York and London. America
is now prepared to countenance regula-
tion of systemically important ones.

Since the G20 leaders first met in No-
vember, their deputies have laboured on
reforms to the stricken global financial sys-
tem, in particular through the Financial
Stability Forum (rs¥), a Basel-based group
that met in London this week. These in-
clude reforms that would affect bank regu-
lators, supervisors and accounting stan-
dard-setters, and cover bankers’ pay,
derivatives trading and rating agencies.
America, chastened by its own regulatory
failures, is now more supportive of
toughet, co-ordinated global regulatory
standards but only to a degree: it is unen-
thusiastic about uniform standards for ex- »




68 Finance and economics

» ecutive pay pushed by Britain.

In addition, the FsF is expected to pro-
pose to the G20 ways to make bank regula-
tion less pro-cyclical, by making forward-
looking provisions against bad loans rath-
er than the “incurred-loss” method now in
use—~though not so that banks can use the

. provisionsto massage earnings (see box). It
will suggest incorporating a leverage ratio
into bank-capital requirements, to supple-
ment the existing risk-weighting of assets.
Itis also helping set up cross-border super-
visory colleges to share information about
3o global banks.

There is general support for doubling
the 1M¥’s resources to $500 billion, but
America would like it to have even more. It
is not clear how the increase would be
funded. Reserve-rich countries like China
could contribute more, asJapan did with a
$100 billion pledge in February. But some
fear that strings might be attached to such
money, such as less criticism of China’s ex-
change-rate policy. Mr Geithner has pro-
posed the 1mF’s credit line with 26 rich

Regulating banks

Inadequate

member countries be dramatically raised
to $500 billion from $50 billion.

Some of the trade-offs will be driven by
political considerations. French and Ger-
man voters, for example, lay part of the
blame for the crisis on hedge funds and tax
havens, even though both played minor
roles compared with the highly regulated
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banking system. Likewise, Mr Geithner is
pressing for higher global capital standards
for non-bank financial firms (such as
American International Group, a big insur-
er), in part to reassure taxpayers that this
sort of crisis and the accompanying bail-
outs will not be repeated.

Given the importance of the summit to
the reputations of Gordon Brown, its Brit-
ish host, and Mr Obama, on his first over-
seas trip since taking office, every effort
will be made to trumpet such progress.
Few expect a 1933-style fiasco, though par-
ticipants believe that given the tensions ex-
hibited this week, a narrowing of differ-
ences is more likely than any “grand
bargain™ to put the world to rights.

The best that might emerge from the
summit is proof thatieaders of the world’s
biggest economies continue to talk to each
other. Given the urgency of the situation,
and the immense capital that Mr Obama
still holds abroad, the world might have
hoped for more. Talk, like so much else in
this financial crisis, is cheap. ®

o "‘/China's stimulus

A spatlooms over reforming bank capital-adequacy rules

OMETIMES the only thing people can

agree onis a mediocre idea. Ahead of
the G20 meeting, some regulators are
pushing to introduce dynamic provision-
ing for banks. Under this systers, in
boom years banks make provisions
against profits which then sit on their

" balance-sheets asreserves against un-

specified potential losses. In the bad

years they draw down on these reserves.

This smooths banks’ profits over the
cycle, making their capital positions -
“counter-cyclical”. Supporters point to
Spain, which uses this approach and -

Banks should be encouraged to save -
more for arainy day. But the importance
of Spain’s system has been oversold.
Going into the credit crisis, its two big
banks had an extra buffer equivalent to
about15% of risk-weighted assets. Banks
like uBs or Citigroup have had write-offs
far beyond this, equivalent to 8-15% of
risk-weighted assets. Whether dynamic
provisions influenced managers’ behav-
iouris also questionable. Spain’s BEVA
was run using an economic-capital mod-
el that, according to its 2007 annual re-
port, explicitly replaced the generic provi-
sionrin its income staternent with its “best
estimate of the real risk incurred™.

Accounting standard-setters, mean-
while, are not amUsed. They support the
objective of counter-cyctical capital rules
but think dynamic provisioning is a bad

way to achieve this. Why not simply
require banks to run with higher capital
ratios, rather than go through a circuitous
route by smoothing profits, which in-
vestors tend to dislike? Accountants
worry their standards are being fiddled

- with needlessly, after a decades-long
. fight to have them independently setto

provide accurate data to investors.

- Isthere a solution? If anything, the
crisis shows thdt accounting and su-
pervision should be further separated to
break the mechanistic link between -

.- mark-to-market losses and capital, In~
whose lenders are in relatively good nick. -

vestors should get the information they
want. Supervisors should make a judg-
mentabout the likelihood of losses and -
set the required capital level accordingly.
‘Warren Buffett, an astute investor, has
endorsed this approach. '

Sadly, bank supervision is as dysfunc-
tional as the banks. The Basel 2 accords
took five years to negotiate. Local regu-
lators interpreted them differently and
many failed to enforce them. Confidence
in their integrity is now so low that many
investors and some banks and regulators
have abandoned Basel as their main test

of capital. Given this mess, itis easy to see

why policymakers might view tweaking
accounting standards as an attractive
short cat: with some arm-twisting, the
rules can be changed quickly and are
legally enforceable. But this is a matter
where short cuts are not good enough.

Got a light?

HONG KONG
China’s big fiscal package may be
starting to work

11 NLY when all contribute their fire-

wood can they build up a strong
fire,” says a Chinese proverb. With the
world economy in its worst crisis in 70
years, every country needs to do its bit to
rekindle global demand. The American
government, which plans to run a budget
deficit of 12% of GDP this year, has called
on its Group of 20 partners to do more. Is
China one of the misers? Its budget, pub-
lished last week, showed that it plans to
run a deficit of only 3% of GDP. Was the 4
trillion yuan ($586 billion) infrastructure
package unveiled last November, worth
14% of Gpp,a sham?

Beijing’s stimulus is smaller than the
number announced last year, but it is still
the biggest in the world, The fact that
America-is set to run a budget deficit four
times the size of China’s as a share of GDp
does not mean its demand stimutus is big-
ger; America started this year with a much
bigger deficit. America’s deficit will in-
crease by more than China's this year,
largely because it is suffering a deeper re-
cession which will depress tax revenue.
The correct measure of a fiscal stimulus is
the change in the budget deficit adjusted
for the impact of the economic cycle. '

In China, however, even this would un-
derstate the true stimulus, because some
public-infrastructure investment will be
done by state-owned firms or local govern- »
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THE BEAR NECESSITIES

'I‘he market may have been ternble bhut mvestors’ odds are 1mprov1ng

URRICANES, volcanic eruptlons and

tornadoes have a savage beauty that
takes the breath away, even as one la-
ments their destructive power. And bear
markets can also be awe-inspiring in their
scale and scope.

There has been no hiding place for
equity investors. Standard & Poor’s points
out that all the major bourses are at least
50% below their peaks. Most of them are
60% down. It has been no use buying
smaller stocks, or value stocks (those that
look cheap interms of earnings, assets or
dividends); all have fallen by a similar
amount. Diversification has been a wash-
out: stockmarkets have been almost per-
fectly correlated with each other.

Rob Arnott, the former editor of the Fi-
-nancial Analysts Journal, says thatthe s&e

500's decline in the six months to March
“6th was the fastest since 1932. The fall in.

real terms from the high of 2000 has been
- exceeded only three times: in 1852-57,
1905-21 and 1929-32, L

‘There are striking sn'nilannes between

the downturns. Bear phases are generally

preceded by great booms: the railroad

mania of the mid-19th century, the Roar-
ing. Fwenties, and the internet bubbie.
The early 20th-century bear matket came -
after stockmarket valuations reached a:
new peak, as measired By the cyclically .

adjusted price-earnings ratio (which aver-
" ages profits aver ten years). In his book
: “Irrational Exuberance”, Robert Shiller of
Yale University notes how 'the era was

marked by “a turn-of-the-century, opti--

.mism associated with expansion’ talk

-abouta prosperous and high-tech future.”

As Charles Kindleberger recounted in
his -classic ‘book “Manias, Panies. and

-Crashes”, the busts tend fo be accompa-
‘nied by great’swindles, from Robert
‘Schuyler in the 1850s to IvarKreugerin the

19305 Bernard Madoff looks destmed to

» ments and financed by banks. Tao Wang of
UBS estimates that new infrastructure in-
vestment, tax cuts, consumer subsidies
and increased spending on health care will
amount to a stitnulus by the central gov-
ernment of about 3% of GDP in 2009. Add-
ing in bank-financed infrastructure spend-
ing might lift the total to 4% of GDP.

Chinese investment in railways, roads
and power grids is already booming. In the
first two months of this year, total fixed in-
vestment was 30% higher in real terms
than a year earlier, and investment in rail-
ways tripled. China has been much eriti-
cised for focusing its stimulus on invest-

be today s swindler-in-chief (see page 71)
The resuit has often been financial re-
form—the prime examples are the intro-
duction of the Federal Reserve in 1913 and
the founding of the Securities and Ex-
change Commission in 1934.

For investors, bear markets crush the
spirit. They are often marked by sharp ral-
lies that seem to indicate the worst is over;
the Nikkei 225 Average rose by 37% in 1999,
for example, a decade into the Japanese
bear market. But it was a false dawn. The
Nikkei is now under half its end-1999 level.

The really big bear markets seem to take

_ prices well below ‘levels that investors

would consider “cheap”innormal circum-

starices. In a way, it 15 a mirror of the “irra- .
tional exuberance” that occurred in the -

late 1990s, In Britain and America the divi-

dend yield is now well above the yield on.
. government bonds somethmg not seen"
“since the1950s. -

But that has not helped the market at

~all, norhas thefact that investors can get a
_ d.1v1dend income from equities (even al-
lowing for :the likelihood: of - reduced °

payouts) that is a multiple of the returns
available from cash deposits. Return of

capital has become more important than
return on capital.

But it is possible for investors to tale
advantage of bear markets, even if they
do notget their timing exactly right. Inves-
tors who bought American equities at the
end of 1931, well before the market hit the
bottom the next year, would have earned
an annual real return of 6.9% over the fol-
lowing ten years. That is almost bang on
the historic average.

In Britain those who bought equities

" at the end of 1973 suffered through the

three-day week of 1974, inflation of nearly
25% in 1975 and the humiliating bail-out

‘by the 1MF in 1976. But they still earned

5.2%, after allowing for inflation, from eq-
uities overthe nextten years, again inline
with historic returns.

Of course, those examples are cherry-
picked; in the knowiedge that bear mar-

“kets did-come to an end. Still no one
Jknows-when the Japanese bear market
- will be over. In some markets (Russia in

o17. China in 1949) investors have been
wiped out completely. However, if you
look at the most extreme examples, you

. might as well give up; all private property
- rights were damaged by the Russian and

. ,_Chmeserevolunons

ment, rather than consumption, but in
China in the short term this is the quickest
way to boost domestic demand.

What about the other tool for boosting
domestic spending, namely monetary
policy? Since the start of last year, China
has cut its interest rates by only half as
much as America’s Federal Reserve has.
New figures showing that consumer prices
fell by 16% in the year to February have
brought the first whiff of deflation, sug-
gesting that China has not done enough to
boost demand. But this is not true defla-
tion, where falling prices are accompanied
by shrinking money supply and credit.

The best way of thinking about mar-’

" ket values s in terms of odds. Back in

1999-2000, they were against investors

‘making money in equities over the long

term, because of the likelihood that valu-

ations would revert to the mean. Now the

odds are more in investors’ favour.
“Goldman Sachs reckons the American

"equn‘y market is around 32% below its

um” level, which assumes a return to nor--
mal risk appetites. Today’s prices might

_~notberock-bottom, but they do providea -

margin of safety for investors who can af-

. fordto be patient, -

Bank lending grew by 24% over the past
year. The true gauge of monetary easing is
not the cut in interest rates, but whether it
succeeds in spurring new lending. China is
one of the few countries in the world
where credit has accelerated since the start
of the global credit crunch—though some
of the lending is of the state-directed sort.

China has not only accomplished con-
siderable fiscal and monetary easing. By al-
lowing the yuan to rise by 18% in trade-
weighted terms over the past 12 months,
Beijing is passing on some of that boost to
the rest of the world.

The real question is whether China's »




» stimulus is big encugh? Exports fell by a

sharper-than-expected 26% in the year to
February and may yet drop further. The 12-
month rate of growth in industrial produc-
tion also dropped to only 3.8% in the first
two months of 2009, and retail-sales
growth slowed to 15%. But there are some
tentative signs of a recovery in domestic
demand. As well as the increases in invest-
ment and bank lending, car sales and elec-
tricity consumption have picked up. Ming-
chun Sun of Nomura reckons that the
stimulus will be enough to achieve 8%
growth this year. But the government has
made it clear that if the economy remains
feeble, it will supply another fiscal boost.

Such injections may be able to drag '

growth back to 8% this year, but they can-
not keep the economy running at this pace
if global demand remains depressed. The
need for China to shift the mix of growth
from exports to consumption has become
more urgent. Chinese officials are right to
say that it will take years for higher public
spending on health care and a social safety
net to reduce household saving—all the

more reason to speed up such policies, If -

not, even China’s fire could burn out. m

Cd

Credit markets

Unsavoury spread

The market for corporate bondsis
struggling again

EN years ago Warren Buffett and Jack

Welch were among the most admired
businessmen in the world. Emerging mar-
kets were seen as risky bets, to be avoided
by the cautious. But now the credit-default
swaps matket indicates that Berkshire
Hathaway, the conglomerate run by Mr
Buffett, is more likely to default on its debt
than Vietnam, whereas ¢ Capital, the fi-
nance arm of the group formerly run by Mr
Welch, is a worse credit risk than Russia.

The contrast highlights the sorry state
of the corporate-bond market. A turn-of-
the-year rally was founded on hopes that
spreads (the excess of corporate-bond
yields over risk-free rates) more than com-
pensated investors for the economic out-
look. That has now petered out.

The weakness has been much greater
in speculative, or high-yield, bonds than in
the investment-grade part of the market.
This is hardly surprising. First, economic
prospects are so dire that companies al-
ready in trouble will have difficulty surviv-
ing. Banks are trying to preserve their own
capital and do not need to own any more
toxic debt. Even if refinancing were avail-
able for endangered firms, it would be pro-
hibitively dear. it is only a matter of time
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Jack Welch in winning times

before some go under.

Moody's cites 283 companies at greatest
risk of default, including well-known out-
fits like Blockbuster, a video-rental chain,
and mGM Mirage, a casino group. A year
ago just157 companies made the list. Stan-
dard & Poor’s says 35 have defaulted this
year, against 12 in the same period in 2008.
That translates into a default rate over the
past12 months of just 3.8%.

The rate is likely to increase sharply.
Charles Himmelberg, a credit strategist at
Goldman Sachs, forecasts that 14% of high-
yield bonds will default this year, with the

same proportion going phut in 2010.

Worse, creditors will get back only about
12.5 cents on the dollar. All told, Goldman
thinks the combination of defaults and
low recovery rates will cost bondholders
37 cents on the dollar in the next five years.

A second problem for the corporate-

bond market is that optimism about the

scope for an imminent end to the financial
crisis has dissipated. “People have given up
hope that the new [Obamal administra-
tion will be able to do anything to make
things better quickly,” says Willem Sels, a
credit strategist at Dresdner Kleinwort.

Banks are still the subject of heightened
concern. Credit Derivatives Research has
devised a counterparty-risk index, based
on the cost of insuring against default of 15
large banks; the index is now higher than it
was after the collapse of Lehman Brothers.
Jeff Rosenberg, head of credit strategy at
Bank of America Securities Merriil Lynch,
says investors are uncertain about the im-
pact of government intervention in banks.
Each successive rescue, from Bear Stearns
to Citigroup, has affected different parts of
the capital structure in different ways.

A third problem for the high-yield mar-
ket is that plans for quantitative easing
{purchases by the central bank of govern-
ment and private-sector debt) are focused
on investment-grade bonds. As well as re-
viving the economy, governments are con-

- The Economist March 14th 2009
cerned about protecting taxpayers’ money,
and so will not want to buy bonds at high
risk of default. If the government is going
to support the investment-grade market,
tnvestors have an incentive to steer their
portfolios in that direction.

The relative strength of the investment-
grade market even permitted the issuance
of around $300 billion of bonds in the first
two months of thé year, albeit largely for
companies in safe industries such as phar-
maceuticals. Circumstances suited all the
market participants. “Spreads were wide,
which attracted investors, but absolute lev-
els of interest rates were low, which suited
issuers,” says Mr Rosenberg.

Although the Dow Jones Industrial Av-
erage jumped by nearly 6% on March 10th,
itis hard to see how the equity market can
enjoy a sustained rebound while cor-
porate-bond spreads are still widening.
Bondholders have a prior claim on a com-
pany’s assets; if they are not going to be
paid in full, then shareholders will not get
a look-in. However, credit investors say
their market often takes its lead from equi-
ties. If each is following the other, that
hints at a worryingdownward spiral. m

Global insurance

The next domino?

Insurance firms teeter on the brink

F BANKS go bang, life insurance firms

sputter. That was the theory going into
the crisis. Both hold financial assets, like
corporate debt, that have incurred losses,
but the nature of insurers’ liabilities should
allow them to ride out short-term volatil-
ity.Banks depend on nervy depositors and
wholesale lenders. Life insurers typically
have low gearing, and the policyholders
who fund the bulk of their assets are
“sticky”, with long-term contracts that in-
cur penalty charges if they are cancelled.
As a result regulators and credit-rating
agencies promised to avoid knee-jerk reac-
tions to mark-to-market losses. They were
further reassured by the shift of insurers in
the past decade from equities into suppos-
edly safer credit investments, and their
low exposure to the toxic structured-credit
assets that blew up many banks.

Yet a year and a half into the financial
crisis, this defenice looks hollow. America’s
life insurers are now under siege, as fears
mount about the losses on the non-gov-
ernment debt that forms about three-quar-
ters of their assets. The symptoms are all -
too familiar: the firms' share prices have
collapsed (see chart on next page), their
credit spreads have opened up and the »
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In a guest article, Dani Rodrik argues for stronger national regulation, not the global sort

HE clarion call for a global system of financial

regulation can be heard everywhere. From Ange-
la Merkel to Gordon Brown, from Jean-Claude Tri-
chet to Ben Bernanke, from sober economists to
countless newspaper editorials; everyone, it seems,
is asking for it regardless of political complexion.

Thatis not surprising, perhaps, in light of the con-
vulsions the world economy is going through. If we
have learnt anything from the crisis it is that finan-
cial regulation and supervision need to be tightened
and their scope broadened. It seems only a small
step to the idea that we need much stronger global
regulation as well: a global college of regulators, say;
a binding code of international conduct; or even an
international financial regulator.

Yet the logic of global financial regulation is flawed. The world
economy will be far more stable and prosperous with a thin ve-
neer of international co-operation superimposed on strong na-
tional regulations than with attempts to construct a bold global
regulatory and supervisory framework. The risk we run is that
pursuing an ambitious goal will detract us from something that is
more desirable and more easily attained.

One problem with the global strategy is that it presumes we
can get leading countries to surrender significant sovereignty to
international agencies. It is hard to imagine that America’s Con-
gress would ever sign off on the kind of intrusive international
oversight of domestic lending practices that might have prevent-
ed the subprime-mortgage meltdown, let alone avert future cri-
ses. Norisitlikely that the imF will be allowed to tumn itself into a
true global lender of last resort. The far more likely outcome is
that the mismatch between the reach of markets and the scope of
governance will prevail, leaving global finance as unsafe as ever.
That certainly was the outcome the last time we tried an interna-
tional college of regulators, in the ill-fated case of the Bank of
Credit and Commerce International.

A second problem is that even if the leading nations were to
agree, they might end up converging on the wrong set of regula-
tions. This is not just a hypothetical possibility. The Basel process,
viewed until recently as the apogee of international financial co-
operation, has been compromised by the inadequacies of the
bank-capital agreements it has produced. Basel 1 ended up en-
couraging risky short-term borrowing, whereas Basel 2’s reliance
on credit ratings and banks’ own models to generate risk weights
for capital requirements is clearly inappropriate in light of recent
experience. By neglecting the macro-prudential aspect of regula-
tion—the possibility that individual banks may appear sound
while the system as a whole is unsafe—these agreements have, if
anything, magnified systemic risks. Given the risk of converging
on the wrong solutions yet again, it would be better to let a vari-
ety of regulatory models flourish.

Who says one size fits all?

But the most fundamental objection to giobal regulation lies else-
where, Desirable forms of financial regulation differ across coun-
tries depending on their preferences and levels of development.
Financial regulation entails trade-offs along many dimensions.
The more you value financial stability, the more you have to sac-
rifice financial innovatton. The more fine-tuned and complex the
regulation, the more you need skilled regulators to implement it.
The more widespread the financial-market failures, the larger the

Dani Rodrik is a professor
at Harvard University

potential role of directed credit and state banks.

Different nations will want to sit on different
points along their “efficient frontiers™. There is
nothing wrong with France, say, wanting to pur-
chase more financial stability than America—and
having tighter regulations—at the price of givingup
some financial innovations. Nor with Brazil giving
its state-owned development bank special regula-
tory treatment, if the country wishes, so thatitcan
fillin for missing long-term credit markets.

In short, global financial regulation is neither
feasible, nor prudent, nor desirable. What finance
needs instead are some sensible traffic rules that
will allow nations (and in some cases regions) to
implement their own regulations while preventing adverse spiil-
overs. If you want an analogy, think of a General Agreement on
Tariffs and Trade for world finance rather than a World Trade Or-
ganisation. The genius of the GATT regime was that it left room
for governments to craft their own social and economic policies
aslong as they did not follow blatantly protectionist policies and
did not discriminate among their trade partners.

Fortify the home front first

Similarly, a new financial order can be constructed on the back of
aminimal set of international guidelines. The new arrangements
would certainly involve animproved 1MF with better representa-
tion and increased resources. It might also require an internation-
al financial charter with limited aims, focused on financial trans-
parency, consultation among national regulators, and limits on
jurisdictions (such as offshore centres) that export financial insta-
bility. But the responsibility for regulating leverage, setting capital
standards, and supervising financial markets would rest square-
ly at the national level. Domestic regulators and supervisors
would no longer hide behind international codes. Just as an ex-
porter of widgets has to abide by product-safety standards in all
its markets, global financial firms would have to comply with reg-
ulatory requirements that may differ across host countries.

The main challenge facing such a regime would be the incen-
tive for regulatory arbitrage. So the rules would recognise govern-
ments' right to intervene in cross-border financial transactions—
butonly in so far as the intent is to prevent competition from less-
strict jurisdictions from undermining domestic regulations.

Of course, like-minded countries that want to go into deeper
financial integration and harmonise their regulations would be
free to do so, provided (as in the GATT) they do not use this as an
excuse for financial protectionism. One can imagine the euro
zone eventually taking this route and opting for a common regu-
lator. The Chiang Mai initiative in Asia may ultimately also pro-
duce a regional zone of deep integration around an Asian mone-
tary fund. But the rest of the world would have to live with a
certain amount of financial segmentation—the necessary coun-
terpart to regulatory fragmentation.

If this leaves you worried, turn again to the Bretton Woods ex-
perience. Despite limited liberalisation, that system produced
huge increases in cross-border trade and investment. The reason
is simple and remains relevant as ever: an architecture that re-
spects national diversity does more to advance the cause of glo-
balisation than ambitious plans that assume it away. &

For a discussion of this article, see Economist.com/freeexchange
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How China sees the world

And how the world should see China

IS an ill wind that blows no
one any good. For many in
PO, JRCEL - - China even the buffeting by the
TR gale that has hit the global econ-
.5, omy has a bracing message. The
& rise of China over the past three
decades has been astonishing.
, 5% But it has Jacked the one feature
it needed fully to satlsfy the ultranationalist fringe: an accom-
panying decline of the West. Now capitalism isin a funkin its
heartlands. Europe and Japan, embsroiled in the deepest post-
war recession, are barely worth consideration as rivals. Ameri-
ca, the superpower, has passed its peak. Although in public
China’s leaders eschew triumphalism, there is a sense in Beij-
ing that the reassertion of the Middle Kingdom’s global ascen-
dancyis at hand (see pages 25-28).

China’s prime minister, Wen Jiabao, no longer sticks to the
script that China is a humble player in world affairs that wants
to focus on its own economic development. He talks of China
as a “great power” and worries about America’s profligate
spending endangering his $1trillion nest egg there. Incautious
remarks by the new American treasury secretary about China
manipulating its currency were dismissed as ridiculous; a duly
penitent Hillary Clinton was welcomed in Beijing, but as an
equal. This month saw an apparent attempt to engineer a low-
level naval confrontation with an American spy ship in the
South China Sea. Yet at least the Americans get noticed. Eu-
rope, that speck on the horizon, is ighored: an EU summit was
cancelled and France is still blacklisted because Nicolas Sar-
kozy dared to meet the Dalai Lama.

Already a big idea has spread far beyond China: that geo-
politics is now a bipolar affair, with America and China the
only two that matter. Thus in London next month the real busi-
ness will not be the G20 meeting but the “G2” summit be-
tween Presidents Barack Obama and Hu Jintao. This not only
worries the Europeans, who, having got rid of George Bush’s
unipolar politics, have no wish to see it replaced by a Pacific
duopoly, and the Japanese, who have long been paranoid
abouttheir rivals in Asia. It also seems to be having an effectin
Washington, where Congress's fascination with America’s
nearest rival risks acquiring a protectionist edge.
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Redsunder the bed

Before panic spreads, itis worth noting that China’s new asser-
tiveness reflects weakness as well as strength. This remains a
poor country facing, in Mr Wen’s words, its most difficult year
of the new century. The latest wild guess at how many jobs
have already been lost—20m—hints at the scale of the pro-
blem. The World Bank has cut its forecast for China’s growth
this year to 6.5%. That is robust compared with almost any-
where else, but to many Chinese, used to double-digit rates, it
will feellike a recession. Already there are tens of thousands of
protests each year: from those robbed of their land for devel-
opment; from laid-off avorkers; from those suffering the side-
effects of environmental despoliation. Even if China magical-
ly achieves its official 8% target, the grievances will worsen,

Far from oozing self-confidence, China is witnessing a
fierce debate both about its economic system and the sort of
great power it wants to he—and it is a debate the government
does not like. This year the regime curtailed even the perfunc-
tory annual meeting of its parliament, the National People's
Congress (wpc), preferring to confine discussion to back-
rooms and obscure internet forums. Liberals calling for greater
openness are being dealt with in the time-honoured repres-
sive fashion. But China’s leaders also face rumblings of discon-
tent from leftist nationalists, who see the downturn as a
chance tohalt market-oriented reforms athome, and for China
to assert itself more stridently abroad. An angry China can
veer into xenophobia, but not all the nationalist left’s causes
are so dangerous: one is for the better public services and so-
cial-safety net the country sorely needs.

So Chinais in a more precarious situation than many West-
erners think. The world is not bipolar and may never become
so. The Ev, for all its faults, is the world's biggest economy. In-
dia’s population will overtake China’s. But that does not ob-
scure the fact that China’s relative power is plainly growing—
and both the West and China itseif need to adjust to this.

For Mr Obama, this means pulling off a difficult balancing
act.In the longer term, if he has not managed to seduce China
{(and for that matter India and Brazil} more firmly into the liber-
al multilateral system by the time he leaves office, then histori-
ans may judge him a failure. In the short term he needs to hold
China to its promises and to scold it for its lapses: Mrs Clinton
should have talien it to task over Tibet and human rights when
she was there. The Bush administration made much of the
idea of welcoming China as a “responsible stakeholder” in the
international system. The G20 is a chance to give China a big-
ger stake in global decision-making than was available in the
small clubs of the G7 and 8. Butitis also a chance for Chinato
show it can exercise its new influence responsibly.

The bill for the great Chinese takeaway
China'srecord as a citizen of the world is strikingly threadbare.
On a host of issues from Iran to Sudan, it has used its main geo-
political asset, its permanent seat on the United Nations Secu-
rity Council, to obstruct progress, hiding behind the excuse
that it does not want to intervene in other countries’ affairs.
That, sadly, will take time to change. But on the more immedi-
ate issue at hand, the world economy, there is room for action.
Over the past quarter-century no country has gained more
from globalisation than China.. Hundreds of millions of its
people have been dragged out of subsistence into the middle
class. China has been a grumpy taker in this process. It helped
derail the latest round of world trade talks. The G20 meeting
offers it a chance to show a change of heart. In particular, it is
being asked to bolster the 1MF’s resources so that the fund can
rescue crisis-hit countries in places like eastern Europe. Some
in Beijing would prefer to ignore the 1MF, since it might help
ex-communist countries that have developed “an anti-China
mentality”. Rising above such cavilling and paying up would
be a small step in itself. But it would be a sign that the Middle
Kingdom has understood what itis to be a great power. m



A time for muscle-flexing

As Western economies flounder, China sees a chance to assert itself —carefully

HE room is stuffy on a sunny spring af-
ternoon, and many of those packed
into it {(see above) must have regretted
bringing their coats. The lucky ones have
taken the few seats available. The rest are
crammed shoulder-to-shouider in this ho-
tel-room office, listening intently to an
hour-and-a-half rant on the threat of
American imperialism and how the global
economic crisis will result in growing con-
frontation between China and the West.
Sitting in front of a large portrait of a
young Mao Zedong, Zhang Hongliang
knows how to play to his nationalist, liber-
al-despising audience. His rambling dis-
course ranges from adulation of Mao to
scorn of America (it has neither history
nor culture), to warning of a “white terror”
if rightists (liberals) prevail. The economic
crisis is entirely the West’s fault, and as it
deepens the West will turm on China. Now
is the time to build an aircraft-carrier. A
war with America would be “lose-lose”,
but China should not be afraid of it.
China’s “leftists" are becoming more
active as the global economy sputters. Mr
Zhang belongs to an extreme fringe that
pines for Maoist egalitarianism, state own-
ership and the certainty that Americais an
enemy. His seminar swas organised by
Maoflag, one of a clutch of like-minded
websites in China whose nationalist, pro-

communist rhetoric is suffused with a
sense of their country as victim, yearning
for revenge. Frequenters of these forums
took heart from a flurry of spontaneous
celebrations around the countryin Decem-
ber to mark Mao’s nsth birthday. The gov-
ernment preferred to play it down.

Few would suggest that radical Maoists
are poised to make a comeback. But their
nationalism has a broad appeal. As China
surveys the world, with the West in finan-
cial turmoil and its leaders seemingly des-
perate for cash-rich China to come to its
aid, it sees strategic opportunities. Even be-
fore the financial crisis began to hit the
country late last year, nationalism had
been boiling up. It was evidentin public re-
sponses to the turmoil in Tibet in March,
the West’s support for the Dalai Lama, and
China’s sporting triumph at the Olympic
gamesin Beijing in August. Now a battered
West presents a gratifying target for
pent-up contempt. Even the normally cau-
tious government is beginning to flex a lit-
tle muscle on the world stage.

For most of the past two decades (flare-
ups with Taiwan in 1995-96 and with
America in 2001 excepted) China has
played a cautious game internationally. Tts
approach was summed up in the pithy
four-character phrases into which Chinese
policymakers love to distil their thinking.
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The late Deng Xiaoping came up with a
string of them: China should keep a low
profile, not take the lead, watch develop-
ments patiently and keep its capabilities
hidden. Now the global economic crisis
and the West’s obvious weakness are caus-
ing officials to think again.

In public Chinese leaders still try to re-
assure. During a visit to Europe in late Janu-
ary and early February, China's prime min-
ister, Wen Jiabao, stressed that China’s
development was no threat to anyone. It
would be, he said at Cambridge University
(an event better remembered for the shoe
lobbed in his direction by a protesting Ger-
man student) a peaceful and co-operative
great power. Some sensitive Western dip-
lomats pricked up their ears at the phrase
“great power”, but it is one Mr Wen has
used to describe China since well before
the current crisis. In deference to foreign
feelings, an English text released by the
government news agency, Xinhua, used
the word “country” instead.

On the issue of Tibet, however, China
has been digging in its heels. Having con-
‘ceded alittle to Western opinion last year
by holding three rounds of talks with rep-
resentatives of the Dalai Lama in the wake
of the unrestin March, China has lost inter-
est. A massive security clampdown has
been imposed on the Tibetan plateau to
prevent any protests during this month’s
soth anniversary of the uprising that
caused the Dalai Lama to flee into exile in
India. Foreign journalists (despite pleas for
access) have been shut out altogether.

In late February China gave a warm
welcome to America’s secretary of state,
Hillary Clinton. Ithad reason to feel proud.

Here was an important American official » |
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» clearly looking for China’s help. Mrs Clin-

ton—who once boasted how strongly she
had emphasised human rights during a
visitto Beijing in1995—was now suggesting
that China’s bad record should not get in
the way of co-operation on the financial
crisis and global warming. Mr Zhang at the
Maoflag seminar certainly enjoyed her
new, softtone.

Two weeks after Mrs Clinton’s depar-
ture, Chinese boats (according to the Penta-
gon) harassed an unarmed American ship,
the Impeccable, in the South China Sea. The
ship was a mere 75 miles (120km) off Chi-
na’s coast and was probably on the look-
out for Chinese submarines. But much as
China objects, the American navy fre-
quently deploys in international waters
off China to monitor military activities. In
this case Chinese responded more aggres-
sively than usual, surrounding the Ameri-
can ship and trying to stop it from with-
drawing. America later sent a guided-
missile destroyer to protect the Impeccable.

A cautiouspoke

China clearly does not want to push this
too far, mindful perhaps of the huge crisis
in relations that occurred in 2001 when a
Chinese fighter jet crashed into an Ameri-
canspyplane, forcingittoland ata Chinese
airbase. The American crew was held forn
days. This time China’s response was to
send a fishery patrol ship (hardly a match
for a destroyer) to the area. But Shi Yinhong
of Renmin University says the latest inci-
dent is a sign of new robustness in China’s
dealing with the West,

Though China may be unwilling to give
America more than a cautious poke, itis a
different story with Europe. Its abrupt deci-
sion to cancel a sumrmit with the European
Union scheduled for last December
showed that, even amid the global crisis, it
was prepared to deliver a powerful snubto
leaders of its biggest trading partner. The
Teason was a meeting between France's
president, Nicolas Sarkozy, and the Dalai
Lama (France then held the v presiden-
cy}. The EU and China have agreed to re-
schedule their summit for later this year,
but Mr Sarkozy is not yet forgiven. Wen Jia-
bao, the prime minister, avoided France
during his recent European tour. “I looked
at a map of Europe on the plane. My trip
goes around France,” he said.

Deng's advice on avoiding taking the
lead has by no means heenjettisoned. Chi-
nta has reacted coolly to suggestions thata
solution to the world’s economic pro-
blems lies essentially in the hands of two
powers, China and America—what some
call the G2. Fred Bergsten, of the Peterson
Institute for International Economics,
raised the idea in an article in Foreign Af-
fairs last July. Chinarhe argued, was con-
tinuing to act “like a small country with lit-
tleimpact on the global system atlarge and
therefore little responsibility for it”, Even

well before the current crisis, China had
been posing an increasing challenge to in-
ternational rules and institutions, Mr Berg-
sten said: blocking progress in the Doha
round of global trade talks, aiding foreign
countries without regard to human rights
or the environment and resisting adoption
of a flexible exchange-rate policy. Better, he
suggested, that China and America work
together as a G2 “to provide joint leader-
ship of the global economic system”.

The head of the World Bank, Robert
Zoellick, and its chief economist, Justin
Yifu Lin, warmed to the G2 idea in an arti-
cle in the Washington Post on March sth.
Though they did not repeat Mr Bergsten's
criticism of Chinese “recalcitrance”, they
said that “without a strong G2, the G20 will
disappoint”. But some Chinese officials
see a trap. Linowang, a magazine published
by Xinhua, said Chinese scholars believed
the idea “would do harm rather than
good”. America would never cede control
of the world order, and in any case China
would never seek to exert hegemony.

China certainly delights in the notion
that its global power is growing. As one
Western diplomat put it, the meeting be-
tween President Barack Obama and his
Chinese counterpart, Hu Jintao, in the mar-
gins of the G20 summitin London on April
2nd will be far more important than the
G120 meeting itself. China stole the lime-
light at the last G20 summit by annguncing
a 4 trillion yuan ($565 billion) stimulus
package just before it. Rumours continue to
circulate that it has another up its sleeve.
That would please everyone.

But China is not (yet, anyway) seeking
toknock America off its perch. It is pushing
for a greater say for itself and other devel-
oping countries in the IMF, over which the
Americans, in effect, wield a veto. But it is
not demanding a veto of its own. Ata press
conference on March 13th Mr Wen avoided
saying whether China would give more
funding to the 1mF to strengthen its ability
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to deal with the financial crisis. How much
China gives, diplomats believe, will de-
pend on how much of a say it gets. An artl-
cle in the official China Daily newspaper
on March 17th quoted an influential Chi-
nese econornist, Yu Yongding, as saying
China should not give much to the iMF—
not least because certain countries on the
IMF’s rescue list, particularly some from
Europe, had an “anti-China mentality”,

Buying into America

Some Chinese scholars and commentators
have been circulating more radical visions
of how China should use the current crisis
to boost its strategic influence. A recent ar-
ticle in Economic Reference, a journal pub-
lished by a government think-tank, said
the crisis would severely weaken the eco-
nomic, political, military and diplomatic
power of developed countries. This would
create an “historic opportunity” for China
to strengthen its position. China should ex-
port capital to South-East Asian countries
to strengthen their economies. By so doing,
itwould help prevent political turmeoil and
win strategic influence in the region.

In America, the article suggested, China
should buy up businesses in order to ac-
quire sophisticated know-how. If the
American government balks at this, “the
Chinese government absolutely can use its
American doliar savings as a bargaining
chip to force the American government to
agree to China’s acquisitions.” Diplomats
say threats have even been heard from
lower-ranking Chinese officials that China
might sell off American Treasury bills if
Washington angers China on Tibet; a meet-
ing between Mr Obama and the Dalai
Lama, for example, could be a tripwire.
Few believe that China would actually risk
such a self-damaging tactic, but the airing
of views like this suggests that some offi-
cials are acquiring more swagger. China’s
decision on March 38th to use anti-monop-
oly legislation to block Coca-Cola’s $2.4
billion bid for Huiyuan, a Chinese juice
manufacturer, will be seen as evidence of
this by some in America (see page 60).

This self-assurance was on show, too,
during a visit to Latin America by Vice-
President Xi Jinping in February During a
meeting in Mexico with overseas Chinese,
Mr Xi, who is widely believed to be the
heir-apparent to President Hu Jintao, ac-
cused “well-fed foreigners with nothing
better to do” of “pointing fingers” at China.
His country, Mr Xi said, was not exporting
revolution or poverty or hunger or “mess-
ing around” with other countries, “so what
else is there to say?" Mr Xi's more dip-
lomatic colleagues thought this was an
outburst too far; though nationalist web-
sites exulted, the domestic media were
banned from reporting his comments.

Chineseleaders have been at particular
pains to avoid giving the impression that
China is wavering in its commitment to »
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Hillary and Wen, great powers co-operating

» market capitalism (albeit with a heavy ad-
mixture of government control). But Chi-
na's own economy is being batterad by the
turmoil. Officials estimate that some 20m
migrant workers have lost their jobs as la-
bour-intensive industries, churning out
cheap products for export, put up their
shutters. White-collar workers are begin-
ning to suffer, too. Some are being laid off
and many more having their bonuses and
wages cut. China’s leaders still say the
country can achieve 8% growth this year,
down from 9% last year; the World Bank,
forecasting growth of only 6.5%, still notes
that China is “a relative bright spot in an
otherwise gloomy global economy”. But
the boom times are definitely over.

Adam Smith’s disciples

Throughout the crisis China’s leaders have
railed against the dangers of protection-
ism, knowing that trade with the West s vi-
tal. Much to the chagrin of China’s online
leftists, Mr Wen has repeatedly sung the
praises of Adam Smith in speeches and
meetings with journalists. In London he re-
vealed to the Financial Times that he was
carrying Smith's “The Theory of Moral
Sentiments” in his suitcase.

As Mr Wen explains it, an important
message of this book is that if the fruits of
economic development are not shared by
all, that is “morally unsound”, as well as a
threat to social stability. This view reso-
nates powerfully among the many Chi-
nese who are embittered by the very un-
even distribution of the fruits of China’s
ownrapidgrowth. Chipese leaders may be
able to score points at home for standing
up to their Western counterparts. But they
know they are vulnerable to criticism that
they are not doing enough to help Chinese
victims of the economic slowdown. By
emphasising this aspect of Smith’s philos-

ophy, Mr Wen s trying to show he cares.

The government, however, does not
want China to be roiled by the same de-
bate that is plaguing Western governments
over how to handle the crisis. Thismonth's
annual session of the National People'’s
Congtess, China’s parliament, was con-
vened for only nine days instead of the
usual two weeks. Although even the offi-
cial media wanted more details of spend-
ing plans, the government-set agenda was
sirikingly sparse. The parliamentary chair-
man, Wu Bangguo, used the occasion to
launch a lengthy tirade against Western-
style democracy. “Leadership by the Party
can only be strengthened and in no way
weakened,” he told the delegates. For Mr
Wu to get so worked up, serious voices
must have been suggesting otherwise.

But few new details of the stimulus
measures were revealed at the congress.
The government airily said that detailsof a
separate massive spending programme on
health-care reform (850 billion yuan over
three years) would be finalised only after
the parliamentary session. In a cursory
nod to public concern, it revealed that
spending on welfare projects would be in-
creased from1% to 4% of the stimuluspack-
age (see chart). Spending on infrastructure
would drop from 45% to 38%. But spending
on environmental projects would also be
cut from 9% to 5%. China’s commitment to
greenness appears to be ebbing,

The left does have some cause for cele-
bration. State-owned enterprises (SOES)
will be huge beneficiaries of the stimulus
spending (Maoflag’s supporters are still in
uproar about the dismantling of many of
China’s soes a decade ago). But liberal
economists in China fret that state-owned
banks and their sOE cronies will carve up
the spoils, leaving small and medium priv-
ate enterprises by the wayside. They also
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worry that reforms may stall.

The Cliina Institute for Reform and De-
velopment, a prominentliberal think-tank,
hasjust published a 171-page report entitled
“The International Financial Crisis Chal-
lenges Reforms in China™. it describes the
economic crisis as the biggest problem the
country has faced in the 30-year history of
its reform-and-opening policy (and it has
faced some big ones, not least the Tianan-
men protests of 1989, the Asian financial
crisis of 1997-98 and the SOE restructuring
which threw millions out of work).

The report says that, without further
market-oriented reforms, the stimulus
package will not only failto achieve its goal
but will also store up long-term problems.
In need of change, it says, are government
controls on prices of water and power and
government monopolies in industries
such as telecoms, railways and aviation. It
calls for faster financial reforms such as en-
couraging the development of non-state fi-
nancial institutions, freeing controls on in-
terestrates and allowing the yuan tofloat.

On March 13th, at the end of the parlia-
mentary session, Mr Wen said that to
counter the crisis China “would rather
speed up reforms”. He said it should “give
full play to market forces in allocating re-
sources” and encourage the development
of the private sector. It must also, he said,
carry on with political reforms in order to
“gnarantee people’s freedom and rights”.
But the economi¢ crisis will not have in-
creased officials’ appetite for change. Many
will be all the more convinced that the gov-
ernment’s big role in the economy (not
least its ownership of the banks) and the
country's one-party system (where else
could a government announce such big
spending plans without time-wasting de-
bate?) are a help, not a hindrance.

It is more likely that, as the crisis deep-
ens, the government will become increas-
ingly cautious in its approach to domestic
policy. But if protectionism grows in West-
ern countries, Chinese nationalists will be
all the more inclined to demand that their
government stand up to them. A book
published in China this month, “Unhappy
China” (with aninitial print-run of 70,000,
says a publicist), aims to tap into what the
authors believe is a widespread public
feeling of disgruntlement with the West.
One of the essays argues that the financial
crisis could resultin an envious West going
to war with China to keep it down.

Few are quite that gloomy. One of the
book’s authors (speaking in a branch of
Starbucks in a luxury mall} says the gov-
ernment worries about books like this be-
cause they fuel suspicions in the West that
China is a threat. The publishers removed
one part about India’s annexation of Sik-
kim in 1975 because they thought it might
upset India. China would like to be num-
ber one, but it would still rather get there
without making bigenemies.
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Face value | Cheap, but not hasty-
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In Air Asia, Tony Fernandes has created an airline in his own image

N 1976 Tony Fernandes, aged 12, found himself being put on a

plane to London from Kuala Lumpur by his father, who wanted
his son to become a doctor and had enrolled him at a fancy
boarding school associated with the medical profession. Mr Fer-
nandes did not become a doctor. Instead, his father's decision to
send him to school in London ended up shaping his careerina
rather different and unexpected way. When his pleas to be al-
lowed home at half-tenm were rejected because of the cost of the
flight, the young Mr Fernandes opted for what seemed like the
next best thing: hanging out at Heathrow airport at weekends,
planespotting. Unlike most boys of his age, Tony was not very in-
terested in becoming a pilot. Inspired by Freddie Laker’s heroic ef-
forts to launch his SkyTrain service to America, Mr Fernandes de-
cided that what he really wanted was his own low-cost airline.

This month AirAsia X, the long-haul sister of AirAsia, the air-
line acquired by Mr Fernandes in 2001, began a five-day-a-week
service from Kuala Lumpur to London, with an average ticket
price of £179 ($250). AirAsia x’s first plane, an Airbus a330, was
christened “Semangat Sir Freddie” (Spirit of Sir Freddie)-hoth a
tribute to a fellow aviation entrepreneur and areminder that few
budgetlong-haul airlines have survived for very long.

Mr Fernandes has finally achieved his boyhood dream, albeit
by an unusual route. After graduating from the London School of
Economics with a degree in accounting, he spent 14 years in the
music business, working first for Richard Branson’s Virgin Re-
cords and then running Warner Music in his native Malaysia.
Deeply apprehensive about the merger between Time Warner
and AOL in 2001, Mr Fernandes left Warner Music soon after the
disastrous deal was finalised, cashing in his shares just in time.
Returning to London, he happened to see a television interview
with Stelios Haji-loannou, the founder of easyJet. The next
morning he took himself off to easyJet's base at Luton airport to
see, at first hand, how the no-frills airline operated. The next day
he returned with a video camera. If easyJet could make money
flying people from Luton to Barcelona for £8, he asked himself,
could he transplant the same model to Malaysia?

Already Mr Fermandes was thinking about applying the low-
cost approach to long-haul-he even went to see GE Capital, to
ask if he could lease a Boeing 747. But on the advice of Conor Mc-

Carthy, a hard-nosed former head of operations at Ryanair, he
agreed to start with a short-haul businesé. To that end, he ap-
proached Malaysia's then prime minister, Mahathir Mohamad,
in June 2001 to see whether he would get official backing for his
plan to challenge Malaysia Airlines’s local monopoly. The canny
Mr Mahathir said that he would grant his blessing, but on condi-
tion that Mr Fernandes took over an existing airline: AirAsia, a
struggling subsidiary of a government-owned conglomerate.

AirAsia had a couple of eldetly Boeing 7375, 4om ringgit {($11m)
of debt and not much else. Mr Mahathir told Mr Fernandes he
could have it for one ringgit. The deal was signed just three days
before the world’s airline industry was convulsed by the events
of September 11th. By putting in the money from his Time Warner
shares, remortgaging his home and bringing in a handful of out-
side investors, including Mr McCarthy, Mr Fernandes scraped to-
gether just enough working capital to run the business, but only if
itcould be made profitable from the first day.

There was no shortage of sceptics. Not only did it seemtobe a
terrible time to be starting out, but it was also widely assumed
that the low-cost model would not work in Asia, where custom-
ers expect high levels of service. Mr Fernandes, however, reck-
oned that Asia would be spared the worst of the downturn and
that he could take advantage of good deals on aircraft that other
airlines no longer wanted. He was also convinced that the offer of
ticket prices 50% below those of his rivals would speak for itself.

So it proved. In its first full year of operation, AirAsia carried
just over a million passengers. This year, with its associate air-
lines in Thailand and Indonesia, it expects to fly 22m passengers
{or “guests”, as Mr Fernandes calls them). The number of destina-
tions it serves has risen from six to 10. With a nearly all-Airbus
fleet of 8o aircraft and 175 more A320s on order, AirAsia has be-
come one of the European planemaker’s best customers. AirAsia
X,in which Mr Fernandes’s old boss, Mr Branson, has a 20% stake,
wants 25 of the new a350sto add to the handful of A330sand the
{London-bound) A340 it already operates. As well as the new
London route, it flies to Australia, China and India. Unlike other
long-haul budget operators that have crashed and burned, Air-
Asia x has the advantage of economies of scale with its short-
haul sister airline, which also acts as a regional feeder network.

Doing it differently
AirAsia has been profitable for all but the second half of 2008,
when Mr Fernandes decided to unwind fuel hedges before most
other airlines took the plunge. After taking an initial hit, AirAsiais
now getting the full benefit of oil at $40 a barrel while some rivals
are still paying $100. That decision is typical of Mr Fernandes’s
willingness to break ranks. When other airlines slashed advertis-
ing during the SARS scare in 2003, AirAsia tripled its spending,
Mr Fernandes says that he came to the industry with no pre-
conceptions, but found it rigidly compartmentalised and dys-
functional. He wanted AirAsia to reflect his own unstuffy, open
and cheerful personality. He is rarely seen without his baseball
cap, open-neck shirt andjeans, and heis proud that the firm’slack
of hierarchy (very unusual in Asia) means anyone can rise to do
anyone else’s job. AirAsia employs pilots who started out as bag-
gage handlers and stewards; for his part, Mr Fernandes also prac-
tises what he preaches. Every month he spends a day as a bag-
gage-handler; every two months, a day as cabin crew; every three
morths, a day as a check-in clerk. He has even established a “cul-
ture department” to “pass the message and hold parties”. &
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Economics focus | Money S muddled message

Today's fattened central-bank balance-sheets evoke fears of inflation. Deflation is the bigger worry
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ACK in 2002 Ben Bernanke, then still a Federal Reserve gover-

nor, declared that “under a paper-money system, a deter-
mined government can always generate higher spending and
hence positive inflation.” That does not mean it is easy.

On March 18th America’s inflation rate was reported at 0.2%,
year on year, in February. The same day the Fed said “inflation
could persist for a time” at uncomfortably low levels. Yet some
economists and investors insist high inflation, even hyperinfla-
tion, is lurking in the wings. They have two sources of concern,
The first is motive: the world is deleveraging, ie, trying to reduce
the ratio of its debts to income. Policymakers might secretly
prefer to do that through higher inflation, which lifts nominal in-
comes, than through the painful processes of cutting spending
and retiring debt, or default. The second is captured by the Fed's
announcement that it plans to purchase $300 billion in Treasury
bonds and an additional $850 billion of mortgage-related debt,
bringing such purchases to $175 trillion in total, all paid for by
printing money. It is not alone: around the world, central-bank
balance-sheets have ballooned {see chart).

This is scary stuff to those who swear by Milton Friedman’s
dictum that “inflation is always and everywhere a monetary
phenomenon.” But the role of the money supply in creating infla-
tion isless obvious than monetarism suggests.

The quantity theory of money holds that the money supply,
multiplied by the rate at which it circulates (called velocity),
equals nominal income. Nominal income in turn is the product
of real output and prices. But does money supply directly boost
nominal income, or does nominal income affect velocity and the
demand for money? The mechanism is murky.

Central banks control the narrowest measure of the money
supply, called the monetary base—typically, currency plus the re-
serves that commercial banks hold with the central bank. But the
relationships between the monetary base, broader monetary ag-
gregates and nominal income is highly unstable.

Central banks have mostly given up trying to target inflation
via the money supply. Instead, they study the “output gap” be-
tween total demand and the economy's potential to supply
goods and services, determined by such things as the labour
force and capital stock, as well as inflation expectations. When
demand exceeds supplf, inflation rises. When it falls short, infla-

tion falls, and in the extreme becomes deflation. To influence de-.

mand, the central banks move a short-term interest rate up or

down by adjusting the supply of bank Teserves. Changes in the
policyrate ripple out to all interest rates paid by borrowers.

The financial crisis has bunged up that transmission mecha-
nism. Risk aversion, fear of default and depleted bank capital
have caused private borrowing rates to deviate sharply from poli-
cy rates. Central banks have responded by expanding loans to fi-
nancial institutions, purchasing private securities and buying
government debt. They have financed this growth in their assets
through increased liabilities such as commercial-bank reserves,
swaps with central banks and other ways of printing money.

Is this monetarism? It depends on whom you ask. The Fed
callsits policy “credit easing” to emphasise that, though its policy
rate is almost zero, it is using different channels to ease credit and
boost spending. Even its Treasury purchases are to “improve con-
ditions in private credit markets”. That these actions expand the
money supply is secondary. Similarly, the Bank of Japan is buy-
ing stocks and may make subordinated loans to banks to boost
their capital and lending capacity; the money supply isnota con-
sideration. The Bank of England, on the other hand, calls its pur-
chases of government and private debt “quantitative easing” and
explains it in monetarist terms. It expands investors’ holdings of
money, encouraging them to shift to other assets, boosting
wealth and investment. It acknowledges this may not work, In-
deed, merely the news that it would purchase government debt
drove down long-termn interest rates, just as the Fed’s announce-
ment did, an entirely conventional stimulus to demand. The rhet-
oric may be different but the policies are largely the same,

If the unprecedented monetary and fiscal stimulus works,
output gaps will eventually close. Then central banks will have to
reverse their unconventional policies and raise interest rates.
They may hesitate in the face of political pressure or an explicit
decision to err on the side of inflation rather than deflation. In
that case, inflation will rise.

Go forth and mulitiply

But for the moment deflation is a bigger threat. If the Fed's current
policies fail, fiscal policy can be employed to boost demand.
There, too, the Fed has a role; it could buy the bonds needed to fi-
nance tax cuts or government spending, thereby limiting the im-
pact on long-term rates. Such debt monetisation evokes fears of
hyperinflation. But inflation would result only if monetisation
boosted aggregate demand enough to exceed aggregate supply.
Laurence Meyer of Macroeconomic Advisers, a consultancy,
reckons America’s output gap will reach 9% of GDp by next year.
To eliminate that he says the Fed would have to monetise more
than $1 trillion of additional stimulus over two years, assuming
standard multiplier effects.

The obstacles are primarily political, not economic, Finance
ministers are averse to debt and central banks even more so to
monetising it for fear of becorning a tool of the government. That
aversion is usually healthy but not when deflation looms. The
option should be on the table, as long as there are safeguards for
the Fed's independence. Frederic Mishkin, a former Fed governor
now at Columbia University, says the important thing is that the
Fed, not the Treasury, be the initiator of such purchases, and only
after stating that it is consistent with price stability.

On March 15th Mr Bernanke said that the biggest risk facing
the economy now is that “we don’t have the political will, we
don't have the commitment to solve this problem.” At least for
the moment, itis not the Fed chief’s gumption thatislacking. &




12 Leaders
The G20 summit

London calling
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Trade is collapsing and protectionism is on the rise, Time for the G20 to get going

l“ HE first task for the leaders
. W World trade of the Group of 20, who will
% change an previous year meet in London on April 2nd,
WJ.W\ 18 will be to do no harm. Don't fall
¥ . out over whether Germany and
ee— | 3 China are spending enough

1§70 80 90 2000 09" public money to get the world

et economy going. Let's nothave a
row over how to run the 1MF. And spare us a tirade against
“market fundamentalism™.

The second task is to do something useful. Ideally, the g20
would boost government spending, partly by giving the 1mF
more money. And it would take five minutes to shunt the re-
regulation of finance into groups that can deliberate now and
actlater, when there is more time and less ire: the last thing to
fear from Wall Street today is irrational exuberance.

Itis the third task that is being neglected. Publicly, the G20’s
leaders would be shocked, shocked if anyone were to turn
against open markets. Even so, trade is collapsing and an insid-
ious protectionism is on the rise (see page 65). As the storm
rages, the London summit looks like offering nothing but pi-
eties. The trading systern needs more than that.

Do asIsay, notasIdo

On March 23rd the World Trade Organisation {wto) predicted
that global trade will plunge by 9% this year—the steepest drop
sintce the second world war. Japan's exports in February were
half what they had been a year earlier; yet its imports had fall-
en so much that the country still recorded a surplus.

This collapse is partly due to globalisation. The days are
gone when something was made in one country and export-
ed. Products now contain parts from all over the world. Trade
statistics lock at value, not value-added, so they include a lot
of double counting as parts move across borders and back.

When the economy shrinks, trade will shrink faster.

But thatis not the full story. The World Bank says that, since
the G2oleaders last met in November in Washington, bc,17 of
their countries have restricted trade. Some have raised tariffs,
as Russia did on second-hand cars and India did on steel. Cit-
ing safety, China has banned imports of Irish pork and Italian
brandy. Across the world, there has been a surge in actions
against “dumping”—the sale of exports, supposedly at a loss,
in order to undermine the competition. Governments every-
where are favouring locally made goods.

Some take comfort from the world’s interdependency. Pro-
ducers in Brazil rejected protection, because Brazilian tariffs
would have raised their own prices. Neither of France's car-
makers wanted to have to guarantee jobs at home as a condi-
tion for state aid, as President Nicolas Sarkozy had stipulated.

Butinterdependency is a slender reed. Plenty of people ar-
gued against the Smoot-Hawley bill, which raised tariffs at the
onset of the Depression. One danger today is that, under wro
rules, some countries have scope to put tariffs up without
breaching their legal limits. Countries can indeed justify pro-
tection using safety or dumping, even if that breaks the spirit
of open markets; and when protection reaches some (un-
known) level, global supply chains will break down. If that
happens, they will not be rebuilt for many years.

After they met in Washington last November, Gzo leaders
said that they had united to support open markets. But prom-
ises alone will no longer do. In London they need to limit the
scope for tariff increases—ideally by finishing the Doha round
of trade talks; they should agree to put aside anti-dumping ac-
tions and the rest of the apparatus of legal trade protection;
and should ensure that subsidies do not discriminate against
foreign firms. Leaders were counting on trade to be the
straightforward part of the summit, but if they think fighting
protectionism is easy work, then they aren’t doing enough. 7

Saving America’s banks

Only halfway there

Tim Geithner’s toxic-asset scheme will not work unless banks are forced to sell their problem loans

T WAS a measure of the des-
. dperation for a plan—any
; plan—to tackle the paralysis in

-, the American banking system
. that stockmarkets soared on
March 23rd when Tim Geithner,
the treasury secretary, detailed
his proposals to purge toxic debt
from the banks’ balance-sheets. In fact, the effort to recruit priv-
ate investors into a fovernment-led campaign to buy bad as-
sets from the banks is still, at best, half a plan. Itis better than
Mr Geithner's woeful false start in February and may one day
even prove to be inspired. But it will work only if the Obama

administration accompanies it with a cast-iron determination
to get to the bottom of America’s banking mess. So far the pres-
ident has shown little stomach for going the whole way.

As it stands, Mr Geithner's Public-Private Investment Pro-
gramme looks like an ungainly political and financial fudge
and far from the market solution the government claims it is
{see page 69). It aims to buy $500 billion-$1 trillion of the loans
and hard-to-value securities that have swamped the banks’
balance-sheets since the collapse of America’s mortgage mar-
ket in 2007. Ideally, the government would have raised that
money from Congress and parked the toxic assets in a discrete
“bad bank”, or offered to guarantee them. But Congress has
bail-out fatigue. Bonus-bashing scores immeasurably higher »
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» been driven into Pakistan, but it would return re-energised the
moment the insurgents regained power, which they could
well do if naTO fled before building an Afghan government
and army capable, like Irag’s, of standing on its own feet.

Some advocates of leaving say the presence of Western in-
fidels in Afghanistan is so provocative thatit makes Pakistan it-
self likelier to succumb to the jihadists. The opposite is true.
America’s bombing raids inside Pakistan probably are coun-
terproductive, and should stop. But giving the jihadists anoth-
er victory over another superpower would boost their ambi-
tions to the skies, making it even harder for Pakistan to pacify
its tribal regions. As for the claim that the Afghans themselves
want the Westerners out right away, there is little evidence of
this. The ability of jihadists with guns to control territory is no
proof of popularity. Not long ago, remember, millions of Af-
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ghans voted for the country’s present government and consti-
tution, and for simple rights, such as that of girls to go to school.

in war, of course, victories do not come just by wishing for
them. That is why NATO needs to fine-tune its campaign in all
sorts of ways. Some of the new ideas look eminently sensible.
These include recognising that Afghanistan and Pakistan are a
“single theatre”, enlisting help from neighbours (including
Iran), ending the uncritical support George Bush gave Mr Kar-
zai, handing a bigger share of combat missions over to a larger
Afghan army and reviving the drive for political reconciliation
that started after the invasion of 2001 but withered on the vine.
However, no strategy will work unless Mr Obama makes it
completely plain to both his allies and his enemies that he is
not giving up. Victories may not come just by willing them, but
prophecies of defeat are often self-fulfilling. m

/ Emerging-market multinationals

Not so nano

The Bnancial crisis may have strengthened the hand of the developing world’s emerging giants

HE world’s cheapest car, the

Tata Nano—launched this
week in Mumbai in a burst of
flashbulbs and national pride—
has turned the spotlight once
again on the developing world’s
emerging multinationals. From
ArcelorMittal in steel to zTE in
telecoms, ambitious companies from India, China and other
developing nations have marched onto the global stage in re-
cent years, spooking the rich world's established multination-
als with innovative products and bold acquisitions. The Nano
is a symbol of the ambition of these emerging giants.

But much has changed since Tata Motors first took the
wraps off the tiny car in January 2008. The financial crisis, col-
lapsing stockmarlkets and plunging commeodity prices have hit
companies in rich and poor countries alike. Tata Motors,
which boughtJaguar Land Rover, a British premium carmaker,
from Ford last year for $2.3 billion, now faces the difficulty of
refinancing its debt, and was downgraded this week by Stan-
dard & Poor’s (see page 59). Does this mean that the threat to es-
tablished giants from emerging-market giants has receded?

Far from it. The crisis has strengthened the relative position
of the emerging giants, for several reasons. First, as companies
and consumers around the world cut costs and trade down,
the emerging giants’ low-cost production models, based on
cheap local labouy, provide even more of an advantage. Sec-
ond, even though growth in developing countries has slowed,
it has not vanished altogether, so the emerging giants can fail
back an their domestic markets. Car sales have collapsed in
the rich world, for example, but are still growing in many de-
veloping countries: they are expected to increase by 10% this
year in China, forinstance.

Third, many rich-country multinationals have become
much more inward-logking as they struggle to cope with the
recession, and are less able to invest to defend their market po-
sitions, providing opportunities for disruptive new entrants.
Again, a good example is that of carmaking, where the convul-
sions of the established giants, and the switch to greener tech-

nologies, give newcomers an opening. Ratan Tata, the boss of
the Tata Group, spoke this week of his ambitions to sell the
Nano not just in Europe, starting in 20m, but eventually in
America, too. The electric car made by BYD, a Chinese battery-
malker that branched into carmaking a few years ago, was the
talk of the Detroitmotor show inJanuary.

Furthermore, many cash-strapped multinationals in the
rich world are now trying to sell bits of themselvesto raise cap-
ital, giving buyers in the developing world a chance to pick up
technology, brands and other assets, says Harold Sirkin of the
Boston Consulting Group, whose book “Globality” charts the
rise of the emerging giants. Two Chinese carmakers, Chery
and Geely, are interested in buying Volvo from Ford. Mahindra
& Mahindra, an Indian maker of utility vehicles, is in the run-
ning to buy LDV, an ailing British truckmaker; there is also talk
of a possible Chinese bid. Vale, Brazil's mining giant, recently
picked up a clutch of assets from Rio Tinto, its debt-laden An-
glo-Australian rival. And zTE, a fast-growing Chinese tele-
coms-equipment company with customers in over 60 coun-
tries, has been mooted as a possible buyer of the handset
division of Motorola, the ailing American firm that ZTE is on
the verge of evicting from the industry’s top five.

They're behind you

There are, of course, weak points among emerging-market
giants.Some, including Tata Motors, overextended themselves
when commodity prices were high and credit was easy to
come by. Mexico’s Cemex, the world’s third-largest cerment
firm, is selling assets around the world as it struggles to meetits
debt repayments. ArcelorMittal, the world’s biggest steel-
maker, which grew into a global giant from its roots in Indone-
sia, Trinidad and Mexico, launched a $1.5 billion convertible-
bond issue this week to refinance some of its debt. But plenty
of rich-world multinationals made the same mistakes and face
similar problems, or worse.

The emerging giants of the developing world are still a ris-
ing force during the good times. The launch of the Nano serves
to remind rich-world bosses that they still need to keep an eye
on their rear-view mirrors. m
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» the loans?

This probiem is less acute in mortgage-
backed securities, which holders of all
stripes have been more willing to write
down. Indeed, those banks, such as Gold-
man Sachs and Morgan Stanley, that have
beén most assiduous in marking to market
expect to be able to sell some of their hold-
ings for a higher price, boosting their bot-
tom line. They may use these gains to re-

pay TARP investments: Goldman is
reportedly keen to pay back its $10 billion
as early as next month,

The key to encouraging selling could be

American banks :

.

the “stress tests” being conducted on the19
largest banks, which are due to conclude in
late April. Regulators might use these to
force over-optimistic banks to write loans
down to levels at which they would find
takers in “shotgun sales”, in the process
topping them up with fresh capital in re-
turn for a bigger government stake. Sheila
Bair, the FDIC’s chairman, indicated this
week that banks would be given a nudge.
Still, some fear that the plan may notbe
big enough. Firepower of up to $1 trillion
may sound a lot, but much more than that
amount is in danger of souring in America

It takes two to tango

Are America's banks prepared to sell their toxic assets?

MERICA’S governmentis a willing
buyer of bad assets, but are its banks

willing sellers? If alender flogs aloan or
security for less than the value at which it
isbooked on its balance-sheet, it suffersa
loss, depleting its capital. It follows that if
banks’ carrying values are stillabove
those that state-sponsored bidders want
to pay, they will not sell voluntarily.

Justhow optimistic are banks’ books?
Two-thirds of the Treasury scheme’s
purchasing power will be directed to-
wards legacy loans. America’s ten biggest
banks had plenty of these—$3.6 trillion at
the end of 2008, or about a third of their
assets. However by global convention
loans are not marked to market, but
carried at cost and impaired gradually. -
Some categories of risky loans, for ex-
ample to private-equity firms, have been
written down. But the vast majority of

loans havenot. Bi aggregate the carrying

value of the top-ten banks'loan books
was 3% above the market price in Decem-
ber. That gap may not seemn much, but it

T 50100 150 200
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amourts to-over $10 biltion; if it were
crystallised, it would wipe out a quarter
of these banks’ tangible common equity,
their purest form of capital. The loss is
also likely to be concentrated on the _
dodgiestloans, making them hard to sell,
" - The remainder of the scheme’s fire-
power will be directed at securities,
which at $3.7 trillion comprise another
third of the top-ten banks’ assets. These
are marked to market and have beenthe
mainsource of the savage write-downs
that banks have suffered. S
Many fear that banks are still being
over-optirnistic about theirnastiest -
assets, For the top ten banks, 16% of secu-

rities were classified as “Level 37, equiv- **
- alentto15 times their equity (see chart),

Level 3 means there are no reliable mar-

- ket prices available, leaving the banks

free to use models. The assumptions in
these may not be particularly pessimistic:

. attheend of 2008, $12 billion of Citi- ‘

:group’s Level 3 structured-credit expo- .
sures were valued according toafallin

house prices of 33% from the peak~a - :

smaller drop than the one in the govern-
ment’s own “stress test”. Those banks

with the least capital probably have more

generous valuations. And thescheme
will buy only securities that originally
had an A4 credit rating, which rules out -
the nastiest stuff. :
That still leaves about $3 trillion of
securities that are marked to market
using more reliable direct orindirect
price inputs. But banks may be reluctant
to sell their loans and their most toxic
securities—exactly what the scheme is
meant to target. The obvious remedy is to
force banks to write down their assets
further as part of the governments’ con-
tinuing stress tests. But with capital ratios
tight and the Treasury’s bail-outkitty
now almost depleted, that could push
several big banks towards insolvency.
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as consumer credit deteriorates and more
companies default. With little chance of
wringing more bail-out money from Con-
gress, barring a stunning change of mood,
the new plan could hit a funding wall.

To date, just under half of the TaRP’s
$700 billion has been dishursed. Add in
the toxic-asset plan, and the total climbs to
asmuch as $608 billion. With large dollops
needed to plug banks’ capital holes once
the stress tests are completed, and other in-
dustries clamouring for help, the remain-
ing $92 billion may fall short of what is re-
quired. One hope of topping up the pot
may lie in an expansion of the FDIC'S
emergency credit line, from $30 billion to
as much as $500 billion, though that
would require congressional approval.

So Mr Geithner faces hard choices. He
will desperately want the new plan to suc-
ceed, not least because its failure could un-
seat him. He is already reeling from criti-
cism that he was slow to respond to the
AIG handouts. Now, atleast, he has provid-
ed a detailed scheme, even if there is still
devil in the details. America can claim to
be tackling its troubled assets.

Whether it has picked the right ap-
proach is another matter. The alternative
chosen by Britain, to leave the assets in
place and insure them for a fee, has many
proponents—indeed, America did just that
with the worst assets of Citigroup and
Bank of America, but rejected it as a sys-
tem-wide solution. Others continue to
push the nationalise-and-recapitalise op-
tion, though this remains politically unpal-
atable in America. World leaders must
hope that, in banking as in narcotics, there
are numerous paths to rehabilitation. m

The dollar as a reserve currency

Handle with care

China suggests an end to the dollar era

N FUTURE, changes to the international

financial system are likely to be shaped
by Beijing as well as Washington. That is
the message of an article by Zhou Xiao-
chuan, the governor of the People’s Bank
of China. Mx Zhou calls for aradical reform
of the international monetary system in
which the dollar would be replaced as the
main reserve currency by a global curren-
cy. It is a delicate issue, however. When
Tim Geithner, America’s treasury secre-
tary, discussed the proposal in New York
on March 25th, his remarks sent the dollar
tumbling before he made clear that, natu-
rally, he thought the greenback should re-
main the dominant reserve currency.

Mr Zhouw’s proposal is China’s way of »
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»makmg clear that it is worned that the

Fed's response to the crisis—printing loads
of money—will hurt the dollar and hence
the value of China’s huge foreign reserves,
of which around two-thirds are in dollars.
He suggests that the international fi-
nancial system, which is based on a single
currency (he does not actually cite the dol-
[ar), has two main flaws. First, the reserve-
currency status of the dollar helped to
create global imbalances. Surplus coun-
tries have little choice but to place most of
their spare funds in the reserve currency
since it is used to settle trade and has the
most liquid bond market. But this allowed

iR SR

America’s borrowing bingé and housing

bubble to persist for longer than it other-
wise would have. Second, the country that
issues the reserve currency faces a trade-
off between domestic and international
stability. Massive money-printing by the
Fed to support the economy makes sense
from a national perspective, but it may
harm the dollar's value.

Mr Zhou suggests that the dollar’s re-
serve status should be transferred to the
SDR (Special Drawing Rights), a synthetic
currency created by the 1MF, whose value
is determined as a weighted average of the
dollar, euro, yen and pound. The sDr was

Y time the stockmarket rebounds, .

as it has recently, commentators won-
der whether this at last iarks the bottom

; for share prices. The danger is that bear

| markets are pitted with *suckers’ rallies”
: that break investors’ hearts.

- Valuation ought to provide a clue. Giv-

“en the speed of last autumn’s collapse

"and the terrible performance of equities |
- overthe pastdecade, you mightthink that

shares were dirt cheap. Alas, history sug-
geststhey have been a lot cheaper. ;

. Startwith the obvious measures. The -
- historic dividend yield on the American. -
“stockmatket is around 3%. That may be

higher than it has been since the

- mid-1990s, but itis along way shortof the -
~8.7% the market was offering back in1950..
Any'way, payouts are likely to be slashed.':-

this year.

-~ How about. the pncelearmngs ratlo,_
the measure. that compares share prices
with profits? The Iatest p/e for the s&p 500

is around 10.5 (based on reported historic *

. earnings). That is a long way above the
low for the ratio of around six; recorded
back in1949. And this is probably agener-

ous measure; reported earnings ignore-
write-offs, ‘which have recently - been.

huge. On a more conservative calcula-
_tion, the historic p/eis around 42. -

But these measures need notnecessar-
ily be a good guide at extremes. Wall
Streettraded on a high p/einig3z,because

- earnings had collapsed so far during the
Depression. Profits and share prices re-
bounded strongly in 1933. Robert Shiller
(see Economics focus) uses a cyclically ad-
justed p/e that averages profits over ten
years to smooth out fluctuations. On that

- basis, the American market is now trad-
ingonap/eof 12; thatiga long way below
the 44 recorded in 1999, but is well above
the 1921 low of around 5. Similar calcula-
tions prompt Andrew Smithers of the

’ 'consu]tancy Smithers & Co to reckon that :

Wall Street is only around “fair value”, ..

versial subject. Clearly, investors have a

_choice between holding their portfoliosin
shares, bonds ‘or cash, and can switch to -
.the cheapest asset. Butsuch approaches as-

sume that low bond yields are good news

for equities.

The reasoning is usuaily based onadis-,
counted-cashflow model; a lower bond

yield means a lower discount rate and thus
a higher present value for shares. But that
approach fails to consider why bond
yields have fallen. The answer is normally
that expectations for inflation or economic
growth have declined. And that means ex-
pectations for nominal or real profits
growth should be falling in line. In Japan
the very low bond yields of the past 15
years have not been good news for equi-
ties atall,

A more sophisticated argument re-
volves around the equity risk-premium,
the extra return investors should demand
for helding shares. Since1900 thishas been
around 4% a year, according to Elroy Dim-
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created in 1969, during the Bretton Woods
fixed exchange-rate system, because of
concerns that there was insufficient liquid-
ity to support global economic activity. It
was originally intended as a reserve cur-
rency, but is now mainly used in the ac-
counts for the 1mMF’s transactions with
member countries. Sprs are allocated to
T™MF members on the basis of their contri-
butiontothe fund.

Mr Zhou’s plan could win support from
other emerging economies with large re-
serves. However, itis unlikely to get off the
ground in the near future. It would take
years for the sDR to be widely accepted as »

son, Pat! Marsh and Mike Staunton atthe ;
London Business School. A rough calcula-
tion for the forward-looking risk pre-

_ mium would add the dividend yield of
3% to expected long-term nominal divi-
" dend growth (inline with GDP) of 5% and

then subtract the ten-year bond yield of

.- 2.7%.. The result is a risk premium of 5.3%.
‘Thatmay be higher than the historical av-
- erage but may simply reflect the expecta- -
. tion that dividends may be cut sharply
- this year, and will thus rebound from a
__much lower base.

Chris Watling of Longview Econormcs_ ;
points to another measure, the relation -

‘between the earnings yield and the real

return.on cash. Over thepast 50 years, the
earnings yleld has averaged around five

o percentage points hlgher than the return
- .You have to turn to relative valuanons '
- tomake shares lock cheap. Thisis a contro-

on cash. The gap is now around exght

‘points and has only ever briefly been:in .
" double digits.

Part of theaim of central banksmdnv— '

“ing down interest rates s to éncourage a _

greater risk. appetite among investors,
One of the bulls’ hopes for the equity
market is that American investors simply
get tired of earning virtually zero on the .
estimated $13 trillion they hold in money-
market mutual funds. .-

Again, Japan’s example is not encour-
aging—zero rates have coincided with dis-
mal equity performance for years. But
Larry Kantor of Barclays Capital argues
that the global authorities have been a lot
more active than Japan's were, supplying
everything from quantitative easing to
huge fiscal packages in the first 18 months
of this crisis. Just as the Greenspan put bu-
oyed investors in the 1990s, investors
must trust in & Bernanke/Geithner put
that keeps shares from falling to the lows
seeninthe past.

Buttonwood now writes a blog, which is open for
comment at Economist.com/blogs/buttenwood
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» a means of exchange and a store of value.
The total amount of spRs outstanding is
equivalent to only $32 billion, or less than
2% of China's foreign-exchange reserves,
compared with $n trillion of American
Treasury honds.

There are also big pelitical hurdles.
America would resist, because losing its re-
serve-currency status would raise the cost
of financing its budget and current-ac-
count deficits. Even Beijing might want to
rethink the idea. Mr Zhou praised John
Maynard Keynes’s proposal in the 1940s
for an international currency, the “Ban-
cor”, based on commodities. But as Mark
Williams of Capital Economics says, cen-
tral to Keynes's idea was that a tax be im-
posed on countries running large current-
account surpluses, to encourage them to
boost domestic demand. m

-
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The European Central Bank

Liquidity carrier

The ECB may soon embark on amild
form of quantitative easing

IC CANTONA, a temperamental foot-
baller, once derided Didier Deschamps,
his colleague in the French national tearm,
as a mere “water-carrier”, The implication
was that Mr Deschamps, a tireless mid-
fielder, could not provide the spark and cre-
ativity of players such as Mr Cantona. That
contrast between flashy inspiration and
stolidity may now apply to the world’s big
central banks. The Federal Reserve’s plan
to buy up to $300 billion of government
bonds makes efforts by the European Cen-
tral Bank (ecB) seem plodding by compari-
son. Many believe that ferryingliquidity to
commercial banksisno longer enough: the
ecB should follow the Fed and the Bank of
England in using central-bank money to
buy assets, including public debt.

That is something the ECB is not rush-
ing into. Its policy-setting council meets on
April 2nd, and seems likely to cut the
bank's benchmark “refi” rate to 1% from
1.5%. In the past, that rate would set the lev-
el of overnight interest ratesin money mar-
kets and serve to measure how tight or
loose the monetary-policy stance was. But
the ECB's policy of funding banks for up to
six months at that rate means there is lots
of cash sloshing around money markets.
That has driven the charge for overnight
loans below the official refi rate, closer to
the cost of such borrowing in America or
Britain. Indeed it is now cheaper for banks
to borrow for six or 12 months in euros
than in either dollars or sterling (see chart).

Jean-Claude Trichet, the EcB's chief, has
defended the bank’s watet-carrying ap-

proach. Firms and households in Europa,
unlike in America, rely more on banks
than capital markets for their debtfinance.
So it makes more sense for the ECs to lend
freely to banks, in order to help cap lending
rates, than to lower the cost of capital in se-
curities markets, by buying assets directly.
By one measure of policy activism, the
ECB can still claim bragging rights. Its bal-
ance-sheet is bigger than the Fed's as a
share of GDP, mostly reflecting the relative
sizes of their banking industries. That lead
won't last long. The Fed’s assets are likely
soon to exceed the ECB's, as the reach of its
operations extends far beyond liquidity
support for banks. ‘

Added to the peer pressure to do more
is the risk of amuch stronger euro.The ECB
is also running out of room to ease policy
by conventional means. The deposit rate it
pays to banks on their excess cash is one
percentage point below its policy rate, and
provides a floor for overnight interest rates.
Once the refi rate is cut to 1%, the deposit
rate will go to zero uniess the ECEB narrows
the gap.If recovery isnotin sight and defla-
tion threatens, the clamour for more mon-
etary stimulus will be hard to resist.

Mr Trichet has said that fresh “non-stan-
dard” measures are being studied. The ece
also has the option of extending some ex-
isting schemes. It could, for instance, pro-
vide unlimited funding to banks for up to
12 months or even longer. It could reduce
the “haircuts” it subtracts from the market
value of collateral, allowing banks to bor-
row more cheaply. Or it could choose to ac-
ceptriskier collateral.

A plan to buy assets directly is unlikely
to emetge on April 2nd. But with the econ-
omy showing few signs of recovery, the
ECB may start to buy commercial paper
and longer-term bank bonds fairly soon.
The bank, jealous of its independence
from government, will beloth to go further
andbuy public debt, as the Fed plans to. Yet
the EcB’s liquidity support may help low-
er euro-area bond yields: commercial-
bank purchases of government debt have
risen sharply recently. The Ece will hope
that a less flashy form of quantitative eas-
ing will suffice, atleast for now. m

I Not so different _
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Japanese stocks

Wide girls

TOKYD
Mrs Watanabe is tiptoeing back into
Japan’s stockmarket

49 OT trusted” is how japan’s Prime

Minister Taro Aso described stock-
brokers this month, before calling them ka-
buya, or “wide boys”. And with the Tokyo
stockmarket scraping 26-year-lows in mid-
March before soaring 20% in the past fort-
night, the reputation of equities as an in-
vestment is shoddy at best. Yet some Japa-
nese investars are throwing caution to the
wind and beginningto buy.

New trading accounts are being opened
at an unusually quick pace. Monex, the
biggest online broker, doubled the number
of new accountsin the lastthree months of
2008 10 210,000, as the matket hit a two-de-
cade trough. Nomura, the biggest broker,
had a sudden 20% surge in new accounts.
For the first time in 18 years, Japanese retail
investors ended the year having bought
more shares than they sold, They have
been net buyers so far this year as well.

The trend is not nearly powerful
enough to call a market bottom. Although
the number of retail accounts has in-
creased, their trading activity has not, sug-
gesting many are still being cautious.
Those whohave taken the plunge have suf-
fered; even after the recent rally, the Nikkei
225 Stock Average has fallen by 7% this
yeat. The difference between sellers and
buyers is small—5-10% since November—
and trading activity among individuals
was low to start with, so only a small shift
in trading volumes can tip the trend from
net seller to net buyer.

A lot rests on Mrs Watanabe, the fabled
retail punter who plays the markets while »
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Economics focus | An economic bestiary

Macroeconomists need to apply some new lessons and relearn some old ones

O TWO economic crises are identical. But the same ques-

tions recur. How did we get into this mess? How can we get
out of it? How do we avoid another? Some answers repeat them-
selves too. You can be pretty sure that sooner or later someone,
quite possibly an anguished economist, will declare that eco-
nomics itself has gone astray. The wisdom of some past master,
whether celebrated (John Maynard Keynes, for example) or ne-
glected (Hyman Minsky, perhaps), has been forgotten, and the
economy is paying the price.

A new book?®, “Animal Spirits”, by George Akerlof of the Uni-
versity of California, Berkeley, and Robert Shiller of Yale, follows
this rule to the letter. The authors seek to answer the first of those
three old questions and thus to provide some pointers about the
other two. They do indeed believe that economics has lost its
way. And their chosen economist is Keynes.

So far, so familiar. But this book is rather more than the usual
lament about the failings of economics, Its authors are two of the
discipline's leading lights. Mr Akerlof won a Nobel prize in 2001,
in part for a classic paper explaining how, if sellers know more
than buyers, markets may fail. (It was turned down by three lead-
ing journals before finding a home.) Mr Shiller sounded a warn-
ing about the “Irrational Exuberance” of the tech-boom stock-
market in a book of that name—and did the same for the housing
market in a second edition. With a collaborator, Karl Case, he
drew up a widely cited set of indices of Ametican home prices.

The lesson that Messrs Akerlof and Shiller draw from Keynes
is not just the standard one, of the usefulness of deficit finance in
recesstons. They borrow their title from “The General Theory of
Employment, Interest and Money":

Most, probably, of our decisions to do socmething positive, the full con-
sequences of which will be drawn out over many days to come, can
only be talken as a result of animal spirits—of a spentaneous urge to ac-
tion rather than inaction, and not as the outcome of the weighted av-
erage of quantitative benefits multiplied by quantitative probabilities.

Too much economics, say Mr Akerlof and Mr Shiller, has been
built on the premise theat humans are rational calculators. That is
not a new criticism, even from economists, Over the past couple
of decades Homo economicus has evolved into a being more like

H. sapiens, as economics has drawn on psychology, biology and
even neuroscience. “Behavioural” economics has shaped public
policy—for instance, in encouraging people to save or in shaping
the choice of investments in their pension pots. Behavioural
economists have earned Nobel prizes. Mr Akerlof and Mr Shiller,
however, complain that this evolution has been confined mainly
to microeconomics. Itis time for macroeconomics to catch up.

One, two, three, four, five

Keynes mentioned animal spirits only twice, in a paragraph on
what motivates people to invest and speculate. From this single
thread, Messrs Akerlof and Shiller spin five classes of spirit. First
and closest to the original is confidence. This goes beyond a ratio-
nal estimate of next week’s share price, or the price in ten years’
time of what a new factory might produce. And confidence, or
the lack of it, builds on itself—in a way similar to Keynes’s multi-
plier, but defying easy quantification. Second is fairness. Even if
economists know that fairness matters, toe little of their work re-
flects it. Third is corruption, or bad faith: what explains a Charles
Ponzi or an Enron? Fourth is money illusion: economists have
come to assume that people see through inflation, but they dont,
especially when it is low. The fifth they call “stories”. Economists
areloth to suppose that people are irrational enough to latch onto
plausible tales and forecasts—for example, that house prices will
never go down. So their models won't spot the consequences of
misplaced belief untilitistoo late.

Messrs Akerlof and Shiller list eight questions which, they say,
canmnot be well explained without an appeal to animal spirits—
but can be tackled with them. These range from why markets for
housing and shares swing wildly (a combination of confidence,
stories and bad faith) to why, contrary to standard theory, there
appears to be a long-run trade-off between inflation and unem-
ployment {mainly, a mix of money illusion and fairness).

The most topical of the eight, however, is the power of central
banks. The animal-spirits version of the credit crisis is a mixture
of bad faith, a collapse of confidence and a change from a happy
economic “story” to a thoroughly miserable one. Credithas dried
up—so that applying the fiscal and monetary stimulus consistent
with full employment is not enough. The Federal Reserve should
also have a target for credit. Unless credit flows again, fiscal and
monetary measures will not suffice: companies can’t borrow to
build factories and consumers can’t borrow to buy cars. The Fed
was set up, Messrs Akerlof and Shiller point out, to maintain con-
fidence after the financial crisis of 1907 That, rather than the fine-
tuning of interest rates in steady times, is its most important task.

How much do animal spirits help? Most of the time, the unre-
alistic assumption of rationality serves economists fairly well.
They should, however, be more prepared to depart from it, espe-
cially in times like these—even if that makes behaviour more dif-
ficult to describe in elegant equations. Messrs Akerlof and Shiller
havetherefore done their profession a service.

Yet their ideas carry risks too. To a politician seeking to rein in
free markets, animal spirits are a gift. The authors sum up their
view of the role of government thus: “The role of the parentisto
create a happy home, which gives the child freedom but also pro-
tects him from his animal spirits.” For liberals (in the European
sense) thatisnot a wholly comforting thought. m

* "Animal Spirits: How Human Psychology Drives the Economy, and Why It Matters for
Global Capitalism”. Princeton University Press, March 2009.




7/ The nuts and bolts come apart

Asglobal demand contracts, trade is slumping and protectionism rising

OMPARISONS to the Depression fea-

ture in almost every discussion of the
global economic crisis. In world trade,
such parallels are especially chilling. Trade
declined alarmingly in the early 19305 as
global demand imploded, prices collapsed
and governments embarked on a destruc-
tive, protectionist spiral of higher tariffs
and retaliation.

Trade is contracting again, at a rate un-
matchedin the post-war period. This week
the World Trade Organisation (WT0) pre-
dicted that the volume of global merchan-
dise trade would shrink by 9% this year.
This will be the first fall in trade flows since
1982. Between 1990 and 2006 trade vol-
umes grew by more than 6% a year, easily
outstripping the growth rate of world out-
put, which was about 3% (see chart1on the
next page). Now the global economic
machine has gone into reverse: output is
declining and trade is tumbling at a faster
pace. The turmoil has shaken commerce in
goods of all sorts, bought and sold by rich
and poor countries alike,

Itistoo soon to talk of anew protection-
istspiral. Nevertheless, errors of policy risk
making a bad thing worse—despite politi-
cians’ promises to keepr markets open.
When they met in November, the leaders
of the G20 rich and emerging economies
declared that they would eschew protec-

tionism and will doubtless do so again
when they meet on April 2nd. But this
pledge has not been honoured. According
to the World Bank, 17 members of the
group have taken a total of 47 trade-restrict-
ing steps since November.

Modern protectionism is more subtle
and varied than the 19308 version. In the
Depression tariffs were the weapon of
choice. America’s Smoot-Hawley act,
passed in1930, increased nearly 900 Amer-
ican import duties—which were already
high by today’s standards—and provoked
widespread retaliation from America's
trading partners. A few tariffs have been
raised this time, but tighter licensing re-
quirements, import bans and anti-dump-
ing (imposing extra duties on goods sup-
posedly dumped at below cost by
exporters) have also been used. Rich coun-
tries have included discriminatory pro-
curement provisions in their fiscal-stimu-
lus bills and offered subsidies to ailing
national industries. These days, protec-
tionism comes in 57 varieties.

There are good reasons for thinking that
the world has less to fear from protection-
ism than in the past. International agree-
ments to limit tariffs, built over the post-
war decades, are a safeguard against all-
out tariff wars. The growth of global sup-
ply chains, which have bound national

economies together tightly, have made it
more difficult for governments to increase
tariffs without harming producers in their
own countries.

But these defences may not be strong
enough. Multilateral agreements provide
little insurance against domestic subsidies,
fiercer use of anti-dumping or the other
forms of creeping protection. Most coun-
tries are able to raise tariffs, because their
applied rates are below the maximum al-
lowed by their wTo commitments. They
may choose to do so despite the possible
disruption to global supply chains. And
because global sourcing amplifies the ef-
fect of tariff rises, even action that is pet-
missible under wTo rules could cause a
lot of damage. The subtler variants of pro-
tection may be similarly disruptive.

The gears of globalisation

The immediate cause of shrinking trade is
plain: global recession means a collapse in
demand. The credit crunch adds an addi-
tional squeeze, thanks to an estimated
shortfall of $100 billion in trade finance,
which lubricates 90% of world trade.

Just as striking as the speed of the
downturn in trade is its indiscriminate na-
ture. The World Bank has January trade
data for 45 countries (available figures for
G20 countries are shown in chart 2). These
are values, expressed in American dolars,
and so have been depressed not only by
lower volumes but also by falling prices
and a stronger dollar. The exports of 37 of
these 45 countries were more than a quar-
ter lower than in January 2008. Countries
as diverse as Ecuador, France, Indonesia,
the Philippines and South Africa saw ex-
ports drop by 30% or more. Commodity »w
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» exporters, such as Argentina, have suffered
with sellers of sophisticated manufac-
tures, such as Germany and Japan.

Kei-Mu Yi, an economist at the Federal
Reserve Bank of Philadelphia, argues that
trade has fallen so fast and so uniformly
daround the world largely because of the
rise of “vertical specialisation™, or global
supply chains. This conttibuted to trade’s
rapid expansion in recent decades. Now it
is adding to the rate of shrinkage. When
David Ricardo argued in the early 19th cen-
tury that comparative advantage was the
basis of trade, he conceived of countries
specialising in products, like wine or cloth.
But Mr Yi points out that countries now
specialise not so much in final products as
in steps in the process of production.

Trade grows much faster in a world
with global sourcing than in a world of
trade in finished goods because compo-
nents and part-finished items have to cross
borders several times. The trade figures are
also hoosted by the practice of measuring
the gross value of imports and exports
rather than their net value. For exampie, a
tractor made in America would once have
been made from American steel and parts;
it would have touched the trade data only
if it was exported. Now, it may contain
steel from India, and be stamped and
pressed in Mexico, before being sold
abroad. As a result, changes in demand in
one country now affectnotjust the domes-
tic economy but also the trade flows and
economies of several countries.

This mechanism can be seen at work in
recent data—for instance, says Mr Yi, in
American automotive-trade figures for the
last three months of 2008. Imports from
everywhere fell by about 20%. On the ex-
portside, sales to America’s partners in the
North American Free Trade Agreement
(naFTA) fell by 20% whereas those to non-
NAFTA countries rose slightly. This, he ar-
gues, is because three-quarters of exports
to non-NAFTA countries consist of fin-
ished vehicles, whereas 60% of exports to
NAFTA partners consist of parts and com-
ponents, most of which return to the Un-
ited States embodied in imported vehicles.
So American exports to other NAFTA
countries are to a large extent determined
by America's own demand for cars.

By making trade flows more sensitive to
falls in output, vertical specialisation may
provide some insurance against wide-
spread protectionism. Manufacturers that
rely on imported inputs may resist higher
tariffs because they push up the prices of
those inputs, making domestic industry
less competitive.

Governments using tariffs as trade
weapons now have togalculate the conse-
quences far more carefully. This is borne
out, for example, by Mexico’s response this
month to the suspension by America of a
NAFTA programme that allowed some
Mexican truckers to carry goods north of

I Over the edge
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the border. Mexico raised some tariffs, but
by less than NAFTA rules allowed, and

chose the goods carefully in order to limit

the damage to its own industries.
Nevertheless, there is plenty of evi-
dence that developing countries, at least,
continue to use tariffs extensively. In the
world Bank’s study, tariff increases ac-
counted for half of the protective mea-
sures by these countries. Ecuador raised
duties on 600 goods. Russia increased
them on used cars. India put them up on
some kinds of steel. Developing countries
have more scope for raising tariffs without

- breaking wTo rules than richer ones do,

because the gap between their applied
rates and the ceilings they agreed to is
greater than for developed countries.
When governments do impose tariffs,
vertical supply chains amplify their ef-

l Australia fair, others foul - A
* Merchandisé export value in the G20% .+ ;
- Jenuary 2009, % change on 3 year earlier, § terms.

50400 30 207 T004T0

i Australia D SR
Indla o
Unitedsﬁtes S
Brazil

Turkey
Gennanj
France
Mexico
Britain
South Africa
South Keres
Ttaly
Canada
China

EU27

Japan
Argentina
Indonesia

Russia

Sources: Werld Bank:
National statistics

*Data for Saud] Arabia
not available

‘" The Economist March 28th.2009..

fects. Because tariffs are typically levied on
the gross value crossing the border (with
some exceptions, such as exports from
Mexican maguiladoras), trade responds
more to changes in tariffs—down or up—
with global supply chains than without.

But there is another, more subtle reason
to worry about even small rises in tariffs.
Theoretical models that incorporate verti-
cal specialisation find that it takes off only
when tariffs fall below a threshold level.
Once this happens, however, trade ex-
plodes, so that a slight lowering of trade
barriers can cause a huge increase in trade.
By the same token, if tariffs rose above a
certain point—which might be below the
maximum agreed on at the wro—global
supply chains would disintegrate. Trade
would drop even more steeply than it has
in recent months.

That said, supply chains need not snap
so easily. Even if tariffs go up, other costs
that determine the viability of supply
chains may go down: the price of oil (and
hence the cost of transport) has fallen a
long way in the past year. Firms have in-
vested alot in their supply chains and will
be loth to abandon them. And if global
supply chains do survive, vertical speciali-
sation could help trade recover speedily
when demand returns.

Although increased tariffs are a cause
for concern, they are far from the only form
of protection being used in this crisis, Two-
thirds of the trade-restricting measures
documented by the World Bank are non-
tariff barriers of various kinds. As with ta-
riffs, developing countries are the principal
wielders of these weapons.

Indonesia has specified that certain cat-
egories of goods, such as clothes, shoes
and toys, may be imported through only
five ports. Argentina has imposed discre-
tionary licensing requirements on car
parts, textiles, televisions, toys, shoes and
leather goods; licences for all these used to
be granted automatically. Some countries
have imposed outright import bans, often
justified by a tightening of safety rules or
by environmental concerns. For example,
China has stopped imports of a widerange
of European food and drink, including
Irish pork, Italian brandy and Spanish
dairy products. The Indian government
has banned Chinese toys.

In addition, anti-dumping is on the in-
crease. The number of anti-dumping cases
initiated at the wTo had been dedining,
but it started to pick up in the second half
of 2007. The data for 2008 are not yet com-
plete but Chad Brown, an economist at
Brandeis University, estimates that the
number was 31% higher than in the previ-
ous year. The number of cases ending with
extra duties went up by 20%. India was the
biggest initiator of anti-dumping action,
and America and the European Union im-
posed duties most frequently.

Rich countries’ weapon of choice 50 far »
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» is neither tariffs nor non-tariff barriers to
imports. They have been keen users in-
stead of subsidies to troubled domestic in-
dustries, particularly carmakers. Some
economists, such as Gene Grossman, of
Princeton University, cite this as evidence
that global sourcing has changed the politi-
cal economy of protection. The American
automotive industry no longer lobbies for
direct protection, as it used to, because it
imports much of its value-added and com-
petes with foreign firms that assemble
their cars in America. Carmakers now
prefer explicit subsidies, and the world is
replete with examples. Besides America,
Argentina, Australia, Brazil, Britain, Cana-
da, China, France, Germany, Italy and Swe-
den have all also provided direct or indi-
rect subsidies to carmakers. The World
Bank reckons that proposed subsidies for
the car industry amount to $48 billion.
Nearly 90% of this is in rich countries,
where it can easily be slipped into budget-
ary packages to stimulate demand.

The worry about such subsidies is that
they could cause production to switch
from more efficient plants {(eg, in central
and eastern Europe) to less efficient ones in
rich countries with deep pockets {eg, in
western Europe). Whether the location of
output is shifting is not yet clear, but politi-
cians plainly hope it will. On March 15th
Luc Chatel, the French industry minister,
hoasted that Renault's plans to create 400
jobs at a factory near Paris by “repatriat-
ing" some production from Slovenia was
the result of government aid. Renault has
denied this, saying thatit was atfull capaci-
ty in Slovenia.

There are some international rules to
prevent distorting subsidies. The G has
regulations to limit state aid, and is looking
into its members’ assistance to carmakers.
Gary Hufbauer, of the Peterson Institute
for International Economics in Washing-
ton, DC, argues that American subsidies
transgress WT O norms,

Helpful ambiguity
However, wTo action against subsidies is
not straightforward. To complain success-
fully, a country has to show that a subsidy
meets several criteria. Then there is a pots-
and-kettles problem: having subsidies of
your own does not stop you from chal-
lenging someone else's, but if you pick a
fight they may have a go at yours. This un-
certainty and ambiguity only adds to sub-
sidies’ attraction. Governments can aid
their carmakers and at the same time criti-
cise others for their protectionist ways.
Protectionist urges are also being bol-
stered by countries’ seeming inability to
co-ordinate their fiscal stimulus pro-
grammes. Some countries have beenreluc-
tant to work the budgetary pump for fear
that their extra demand whll leak abroad to
the benefit of foreigners. To stop the seep-
age, some governments have inserted dis-

criminatory conditions inte their fiscal
progtammes, the prime example being the
“Buy American” procurement rules. These
were weakened after protests and threats
of retaliation from abroad, but not before
the prospects for globa] co-operation had
been dented. Greater co-ordination of fis-
cal expansion would ease governments’
worries about leakage, because everyone
else would be leaking too: all would gain
from each other’s spending.

What should world leaders do to stop
protection fraying the threads that tie the
world economy together? The pious decla-
ration at the previous G20 meeting hashad

little effect. Thereis a risk that another such
promise on April 2nd will prove to be just
as empty. The difficuity lies in devising
something comprehensive and detailed
enotugh to address the variety of protec-
tionist measures that are being deployedin
the crisis, and doing it quickly enough to
maintain open trade.

Many arguie that the most important
thing for world leaders to do is to pledge a
quick completion of the Doha round of
trade talks, which stalled for the ump-
teenth time last summer. By reducing tariff
ceilings, this would place tighter limits on
countries' ability to increase tariffs. It
would also ban export subsidies in agricul-
ture, which are being used with greater vig-
our, especially as prices of farm goods fall.
The v, for example, has announced new
export subsidies for butter, cheese and
milk powder. Most important, completing
Doha would be the clearest and most tan-
gible evidence possible of a commitment
to consolidating and huilding on the gains
from more open trade secured in succes-
sive rounds since the second world war.

Some economists disagree. Aaditya
Mattoo, of the World Bank, and Arvind
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Subramanian, of the Peterson Institute, ar-
gue that the Doha round is too ambitious
given the state of the world economy, be-
cause it seeks to open markets for rich
countries’ manufactured goods just when
the politics are against it. At the same time,
they point out that Doha would not restrict
the use of some non-tariff measures caus-
ing most concern, such as the Buy Ameri-
can provisions or subsidies for failing in-
dustries. Messrs Mattoo and Subramanian
suggesta new “crisis round” of world trade
talks. In the first instance, WTO members
could commit themselves to a standstill on
all forms of protectionism.

Several other econornists have also pro-
posed a standstill. However, Messrs Mat-
too and Subramanian suggest that in order
to give governments a political reason to
agree to this, they should also be allowed
to postpone further liberalisation for the
duration of the crisis. They would then
embark on a new round instead of Doha,
which would address the forms of protec-
tion that now look most pressing.

But the appetite for starting yet another
series of talks is likely to be limited. Even if
the crisis round's agenda were more realis-
tic than Doha's (which isn’t obvious), there
would be no guarantee that it could be
conduded quickly enough to stop the
bleeding in global trade.

Whatever they think about Dcha or
about the idea of a crisis round, most econ-
omists will agree that a simple promise to
resist protectionism will not suffice. Some
thing more specific is needed. A good start
would be for governments, beginning
with the leaders of the G20, to draw up a
comprehensive list of protectionist mea-
sures that goes beyond tariffs and export
subsidies. They could then agree to go no
further with these than they have already.

Next, an agreement on co-ordinating
fiscal policy would go a long way towards
making such a standstill commitment
credible, because it would aileviate wor-
ries about leakages abroad. Finally, em-
powering the WTO to name those who
break the standstill would help to under-
pin it. The threat of embarrassment may
make some countries think twice.

During the Depression, the volume of
world trade shrank by a quarter, Nothing
like that has been seen or forecast so far. Yet
one lesson from the worldwide economic
distress of three-quarters of a century ago
is that once trade barriers come up, they
take years of negotiation to dismantle, Pre-
venting protectionism from getting worse
is preferable to having to repair the dam-
age afterwards. And even if a full-blown
trade war can be ruled out, death by a
thousand cuts cannot. The costs of myriad
piecemeal measures could still add up to
damaging protectionism. And when de-
mand does eventually revive, if the world
economy is supported by an open system
of trade, it will recover all the faster. m /
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ENVIRONMENT

GREENEST NATION

A laggard no longer, America could soon out-innovate Europe and Japan.

By STEFAN THEIL

HIS IS A TRICK QUESTION. WHAT BIG COUNTRY IS, BY MOST MEAS~
ures, greener than Japan and Germany and produces more geothermal
energy than all of Europe combined? It might help to know that this na-
tion is also a pioneer in environmental stewardship, having passed
many of the world’s toughest regulations on vehicle emissions, energy efficiency

and nature conservation.

It couldn’t possibly be the United States. By now ali the world knows that

America, with its cheap gas, plentiful coal and eight years of a Kyoto-treaty-
bashing president in the White House, is the world's biggest environmental
villain. After all, America emits 50 percent more greenhouse gases than the Euro-
pean Union for each dollar of GDP. Per capita it's even worse: 20 tons of carbon

dioxide for each American per year versus
just 8.4 for a citizen of Europe.

And yet, if you were to answer the
United States, you'd be more right than
wrong. The statistics for the country as a
whole obscure tremendous differences
among the individual states—several of
which, on their own, would rank as major
“green” countries in their own right
(which gets us to the trick). California,
with its 37 million people, emits 20 per-
cent less CO, per dollar of GDP than Ger-
many. It generates 24 percent of its elec-
trical power from renewable fuels like
wind and solar, compared with only 15
percent in Germany and 11 percent in
Japan. Tt also has the world's largest solar-
power plant (550 megawatts in the Mo-
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jave Desert), the largest wind farm (7,000
turbines at Altamont Pass) and the most
powerful geothermal installation (750
megawatts at The Geysers north of San
Francisco). Although California isn’t im-
mune to the economic crisis—its finances
are on the brink of collapse, which could
translate into growing support for those
who argue that green measures cost
Jjobs—its green accomplishments put it at
the head of the pack. If California were a
country, its economy would rank as the
world’s 10th largest and could lay claim to
be one of the world’s greenest.

The significance of California’s green
credentials goes beyond Trivial Pursuit.
With a new U.S. administration that has
pushed energy security, climate change

and a job-creating “Green New Deal” to
the top of the policy agenda, experts be-
lieve that America could emerge as the
world'’s green leader—out-innovating and
out-competing Europe and Asia in envi-

ronmental policy and technology. Not only

has Barack Obama moved quickly to un-
block states’ initiatives—most notably Cal-
ifornia’s plan to introduce some of the
world’s strictest limits on auto emissions,
which Bush had used his federal powers to
obstruct—but Obama also comes in with
an extremely ambitious agenda of his own,
including a pledge to cut America’s CQy
emissions by one third by 2020 and 80
percent by 2050. If Obama’s 2020 target
becomes policy, it will require the United
States to cut emissions from current levels
by more than twice as much as the Euro-
pean Union—even more if the faster
growth of the U.S. population is taken into
account. More than $80 billion of the
$787 billion economic-stimulus  bill
signed by Obama last week goes to spend-
ing and tax breaks for green projects, in-
cluding $20 billion for renewable energy,
$22 billion for conservation and efficiency
measures and $17 billion for public trans-
port. With Washington turning into an
ally of America’s green states and fast-
growing clean-tech industry, the United

FARMING WIND: Altamont Pass in California
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States could start giving the European
Union, Japan and other green leaders a
run for their money. “What hasn't been
happening in Washington, D.C., has ob-
scured what’s been happening all over the
country,” says Nicholas Parker, chairman
of San Francisco-based Cleantech, an in-
dustry advisory group. “Watch out for the
Americans—they’re coming”

Indeed, California may be the greenest
state in the Union, but it's not the only one.
New York, with a population of 19.5 mil-
lion, has even lower emissions (though
that has a lot to do with much of its popula-
tion living in one big city with close-knit
public transport). All told, 11 U.S. states are
already cleaner than Germany. America
clearly has too many emissions-spewing
“brown” states like energy-guzzling Texas
and Florida, and Rust Belt-industrial
Pennsylvania and Michigan. But neither is
Europe evenly green. Twenty-three of the
27 EU members score worse than Califor-
nia, and several, such as Poland and the
Czech Republic, spew out more emissions
per dollar of GDP than big U.S. polluters
like Pennsylvania. Look behind America’s
overall numbers and public image—no
doubt dragged down by the cbstructionist
environmental policies of ex-president
George W. Bush—and a much more pro-
gressive picture emerges. “Despite all the
hollowing-out of environmental policy in
Washington, there has been tremendous
leadership at the state and municipal level”
says Amory Lovins, director of the Rocky
Moeuntain Institute in Boulder, Colorado.

California may have gotten recent
headlines with Washington’s permission
to set de facto emissions standards for the
nation (still subject to formal approval
from - the Environmental Protection
Agency), but other states have moved just
as aggressively. On Jan. 1, 10 Northeastern
states, including New York and- Massa-
chusetts, started their own regional car-
bon-trading system, with the aim of cut-
ting the region’s CO, output from power
generation—roughly the same as Ger-
many's—by 10 percent by 2020. Utilities
in those states now have to buy a permit
for each ton of carbon they emit; the
states will, in turn, invest the proceeds in
efficiency projects that cut power use.
Seven Western states, including Califor-
nia, have joined with four Canadian
provinces to launch their own cap-and-
trade system by 2012. Both groups of
states have bypassed Washington and en-
tered talks with the European Union with
the aim of creating a global carbon-trad-
ing regime. Last year the United States
svared past Germany as the world's
biggest generator of winfl power, thanks
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to a surge in wind-farm investment led by
Texas, where 5,000 megawatts have been
installed in the past three years. lowa, the
third-biggest U.S. producer of wind pow-
er after Texas and California, now gener-
ates more than Japan.

If America now moves forward, as
seems likely with the change of power in
Washington, it would be a return to the
environmental leadership of the 1970s and
’80s. During the latter, for example, 90
percent of the world’s wind-power instal-
lation took place in just one U.S. state: Cal-
ifornia. The 1970 Clean Air Act, the 1972
Clean Water Act and the 1980 Superfund
Act (which forced companies to clean up
toxic waste) were revolutionary at the time
and only later adapted by other countries.
California invented the vehicle-emissions
regulations that were later copied in Eu-
rope and elsewhere. U.S. companies like

If Galifornia were

a country in its own
right, it would rank
among the most
progressive.

Du Pont first commercialized substitutes
for ozone-depleting coolants and aerosols.
And America invented and set up the
world’s first cap-and-trade program to cut
the sulfur and nitrogen emissions that
cause acid rain. At international confer-
ences on the -environment, America
pushed while big European polluters like
Germany routinely dragged their heels in
the name of saving jobs and profits.

It wasn't until Ronald Reagan slashed
energy regulation in the 1980s that the
roles reversed. But even today, the United
States still leads in several areas of environ-
mental policy, such as land conservation,
biodiversity protection and clean-water
laws. And unlike Europe, where environ-

mental offenders often get away with a slap
on the wrist, the United States has strict
penalties for companies caught flouting
regulations—including the threat of jail
time for corporate officers and punitive
class-action damages, says Andreas Krae-
mer, head of Ecologic, a Berlin-based
green-issues think thank.

America could easily turn the last two
decades of lagging on environmental pol-
icy and performance to its advantage.
Obstructionism from the Bush adminis-
tration has prodded states and communi-
ties to press ahead on their own, creating
a fertile ground for new ideas. Twenty-
four states, which together produce more
than half of America's electrical power,
have adopted so-called renewable portfo-
lio standards forcing utilities to generate
a minimum share of their power (usually
20 or 25 percent) from alternate fuels by
certain target dates, as early as 2010 in
California. That has fed a building boom
for wind farms, geothermal generators
and massive solar arrays, but leaves it up
to the utilities to decide which technology
they prefer. More than 900 U.S. cities
have agreed to abide by the Kyoto Proto-
col, each coming up with its own schemes
to cut emissions by retrofitting buildings,
improving public transport or replacing
municipal car and bus fleets with hybrids
and other less-polluting vehicles. “We
may look back and realize that George W.
Bush and his friends did more for the
environment by what they didn’t do,” says
Parker.

Europe’s centralized style means ne-
gotiating a new policy can take years, and
then once it’s done it may as well be cast
in stone, That has benefits in predictabil-
ity but America is often a more flexible
laboratory for policy innovation. The vast
and lively experimentation among state
and local governments means that good
policies can be quickly copied and bad
ones adapted. Now that Obama is remov-
ing the federal veto for California’s ambi-
tious plan to cut tailpipe emissions, 13
other states have announced they will
copy the same tough standard, which will
effectively require automakers’ vehicle
sales in those states to reach an average
fuel economy of 43 miles per gallon (six
liters per 100 kilometers) by 2020. That
would get California drivers closer to the
44mpg standard the European Union is
phasing in.

With these states covering 40 percent
of the world’s largest car market, major au-
tomakers will be pushed to come up with
new models, just as they did when Califor-
nia first regulated emissions in the 1970s.
Other states may also follow California’s
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newest plans: a sweeping efficiency initia-
tive announced in September that calls for
all new residential construction to be “zero
net energy” by 2020, generating at least as
much energy from rooftop solar panels
and other on-site renewable sources as it
consumes. “Thanks to this creative com-
petition at state level, America may very
well come up with a better system to limit
emissions or a better system to promote
the development and financing of
alternative-energy technologies than Eu-
rope,” says Miranda Schreurs, an expert on
comparative environmental policy at the
Free University in Berlin. One prerequi-
site, of course, would be for Obama to use
national legislation to make sure the dirty
states are onboard as well,

America has also been greening fast in
its laboratories and startups. Year after
year the nation funnels five to seven times
as much venture capital into green tech
than all of Europe combined, according to
Michael Liebreich, CEO of London-based
New Energy Finance, which tracks global
green investments. Europe and Japan,
says Liebreich, excel in lower-tech engi-
neering and perfecting existing technolo-
gies—German and Danish manufacturers
dominate the global market for wind tur-
bines, for example. But U.S. companies
are fast advancing in what they do best:
inventing and commercializing radical,
game-changing technologies. For in-
stance, First Solar of Tempe, Arizona, has
quickly grown into the world’s biggest so-
lar company, by market capitalization, by
building thin-film modules that have cut
the unsubsidized cost of generating solar
energy to roughly the retail price of
conventional power. Dozens of venture-
funded startups are developing technelo-
gy for energy storage and a digitalized
“smart grid” that would transform the
way energy is distributed. Better Place,
a Palo Alto, California-based firm, has
allied with Nissan and Renault to build
electric-car infrastructure in California
and Denmark. American biotech compa-
nies have refocused on the energy sector
with such innovations as algae-based
biofuels and organic solar generators
that mimic the photosynthesis of plants.
America’s strength is pushing entirely
new technologies onto the market, while
Europeans tend to tinker at the edges.
“If America ever manages to unleash its
full entrepreneurial prowess on green
energy,” says Kraemer, “Europe will likely
be left behind.”

With the new drumbeat on environ-
mental issues coming out of Washington,
that could happen faster than you think.
“We tend to think of European consumers

VACLAY VASKU - EST&OST

as green, buying more organic food, put-
ting up with subsidies for solar energy or
public transport,” says Cleantech’s Parker.
But American consumers are much faster
to adopt new products and shift their
habits in response to price signals or
changing trends, he says. They bought
more than 1 million hybrid carsin the past
four years, compared with barely 200,000
sold to skeptical Europeans. Last June,
when gas hit $4 a gallon, Americans
slashed their driving by 12 billion miles
(or 4.7 percent compared with the same
month in 2007) and switched to public
transport, taking 9.5 percent more trips.
In what Edmunds.com called a “seismic
shift” in buying habits, sales of SUVs and
trucks collapsed while compacts and hy-
brids gained market share. (That kind of
responsiveness works both ways, of
course. Recently hybrid sales have col-
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LAGGARDS: Ewrope isn’s uniformly green

Should America
speed ahead, it
would be a return
to its leadership
of the 1970s.

lapsed with the rest of the market. And the
market share of big cars has risen due to
the drop in gas prices and rebates of up to
$10,000 on some SUV models.}

‘When Nissan comes to market with the
first mass-produced all-electric car next
year, much of the marketing push will be
in the United States, Giant retailers such
as Wal-Mart and Whole Foods have the
market power to produce big, far-reaching
changes in buying habits—as Wal-Mart
has done by popularizing energy-efficient
light bulbs, cold-water laundry detergents
and less-toxic cleaning products among
the 100 million customers it gets each
week. That in turn, has forced its suppli-
ers, fromm General Electric (light bulbs) to

Procter & Gamble (detergents) to produce
more ecofriendly products. In their power
to affect both consumers and global supply
chains, says Kraemer, they are unmatched
by most of their European or Japanese
competitors.

Europe, however, is ahead in some
areas where America is uniikely to catch up
soon. These include public transport,
recycling, and waste and landfill manage-
ment. This lead has much to do with
geography and history: Europe’s ancient
cities and dense population simply leave
less room for big cars and lots of driving.
The new “smart growth” ordinances many
U.S. states and cities have recently passed—
requiring higher-density planning, side-
walks and public-transpertation links for
all new subdivisions—only begin to get the
United States on track toward the less sub-
urban, car-hased lifestyle that comes as
second nature to most Europeans.

It’s unclear, too, how far the continued
econormic crisis—as well as the sharp drop
of the price of oil—will shift the debate
away from climate change, energy security
and environmental protection. Financing
for everything from new green-tech ven-
tures to big offshore wind farms has dried
up (though the same is also true for oil ex-
ploration and coal-plant construction).
Low gas prices cut America’s incentives to
go green more than they do Europe’s, for
two reasons: the high oil price wasn’t as
painful for Europeans because it was par-
tially offset by a rising euro, and Ameri-
cans get more relief from the decline since
they pay a much lower fixed tax per unit of
fuel. But priorities are shifting in Europe,
too. Germany, once a poster child of envi-
ronmental-mindedness, now lobbies hard
in the European Union to protect its au-
tomakers and other hard-hit industries
from new regulations.

The world's (and many Americans’)
negative view of the U.S. environmental
record won't change overnight. One key
element—a national program to limit
emissions, such as the cap-and-trade
system the Northeastern states just start-
ed—could be stalled even before the debate
has begun; in January, Speaker of the
House Nancy Pelosi warned that it might
take until the next Congress, in 2011, to
write alaw that stands a chance of passing.
Ne doubt there will be other setbacks as
the nation, and the world, struggle to get
the economy back on track. What's certain
is that the days of America as a hopeless
environmental laggard are over, and a new
debate and competition between the Unit-
ed States, Europe and Asia has begun. Ifit
wants, America has everything in place to
lead again. ]
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WORLD AFFAIRS

By MARY HENNOCK

VER THE LAST 30 YEARS, AS ITS ECONOMY HAS RACED

ahead, China has witnessed the world’s largest internal migra-

tion, with some 250 million farmers and others abandoning its
impoverished heartland in search of factory work and a better

. life on the coast. Now, as the economy slows—exports for Janu-
ary plunged 17.5 percent compared to the same month last year—many
of those factories (including nearly half of the toymakers in the Pear] River
Delta) have shut down, and unemployment is thought to have hit 10
percent. That’s sending threatening waves throughout Chinese society.

Among the most worrisome effects: some
20 million migrant workers have returned
home, flooding areas where able-bodied
youngsters were recently a rarity.

Perhaps hardest hit is hardscrabble
Henan province, whose population is
thought to account for a full 10 percent of
China’s newly jobless. Local officials say
some 2 million unemployed workers (out
of a total population of 94 million) came
home to stay during late January’s Chinese
New Year holiday, the traditional time for
paying off—and laying off—workers. The

province’s depleted workforce and develop
new businesses.

One way to do this is through massive
infrastructure projects. Using its share of
the national $586 billion stimulus
package, the province hopes to create
650,000 new jobs in the next two years,
according to Henan's labor bureau. Plans
include a high-speed rail link between the
provincial capital, Zhengzhou, and the
tourist city of Lucyang. Henan's highway
system will also be expanded.

Then there is a raft of more creative

Going Back
To the Farm

As China’s economy slows, millions of out-of-work
rural migrants are being forced to return home.

real number is probably much higher, and
it’s sure to grow further as layoffs mount.
Already its producing great anxiety
among Chinese officials, who have begun
warning of civil unrest in unusually stark
terms. The fear is that jobless workers—
many of them young men—will band to-
gether and turn to violence or crime.
Avoiding those dangers by reabsorbing
and redirecting these masses won't be
easy. But if Henan is a guide, local govern-
ments are off to a good start, and may even
manage to turn the infusion of new (or re-
turning) blood to their advantage. Henan
officials are working on a two-track strate-
gy: first, finding jobs for as many returnees
as possible, which generally means reex-
porting them by posting ads and hosting
recruiters from elsewhere. Second, Henan
is looking for ways to retain the best-quali-
fied returnees in order to boost the
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measures, One plan involves spending
$219 million on government-backed low-
interest microloans to laid-off migrants, in
order to help them to open agricultural
and food-related businesses in rural
areas—capitalizing on skills they may have
learned in the boomtowns. “Many re-
turned peasants [worked] in sales and in
management. As theyve returned its a
good oppormunity for them to ... employ
others,” says Liu Tao, deputy director of
the Henan labor bureau. Liu says even
more money could be spent if there turn
out to be worthy recipients.

The province has also doubled its skills-
training program this year to target 2 mil-
lion migrants, at a cost of $146 million, and
will allow workers to claim training grants
annually, rather than once only. And it’s be-
gun creating financial incentives for col-
leges to place their graduates, hoping to

stimulate schools to strike up alliances with
local firms. The province’s 1,000 training
colleges now only receive payment for
teaching those students who find work. So
far, the effort is proving effective: only
40,000 out of 630,000 trainees failed to
land jobs last year. ‘

Creative as they are, none of these ef-
forts may prove up to the challenge of ac-
commodating millions of unemployed
new returnees. In addition to the direct
problems caused by out-of-work migrants
moving back home, rising unemployment
is causing other hardships like a steep de-
cline in remittances sent back to farming
families, who can often barely survive on
what they coax out of the ground. Henan
officials  estimate that remittances
represent a third of farmers’ household in-
come. But migrants say that underesti-
mates the truth; Gao Yang, a 28-year-old
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warehouse worker, says the real figure is
more like 50 to 60 percent,

Government aid programs are also
poorly publicized. Yang Xinguo, 55, was
recently searching for work at an informal
roadside labor exchange on Zhengzhou's
Erma Road, a Dickensian place where
down-on-their-huck locals show up seek-
ing short-term jobs. Even these are in
short supply. Yang used to work as a crane
driver, and once ran a small electronics
shop. He'd love to return to that work but
had no idea that a new microcredit scheme
that could help him do so existed. And
such a program could make all the differ-
ence for a man like him; Yang says all he'd
need to get going again is about $4,000.

Not everyone is convinced it can work.
“Globally, programs [like Henan's lending

» .
scheme] don't have a very high success
rate because even in the U.S,, small and
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medium-sized businesses tend to go out of
business rather rapidly,” says Andy Roth-
man, China macroeconomic strategist at
brokerage CLSA. But China has had a dif-
ferent experience, Mass layoffs of workers
in loss-making and unwieldy state compa-
nies in the 1990s led to the creation of a
wave of nimble small firms. These private
companies have been responsible for 70
percent of new job creation in the last five
years, and policymakers are hoping to re-
produce this pattern now. To encourage it,
Henan officials are extending lending
through the creation of township banks,
which will dish out loans under the guid-
ance of the People’s Bank of China (the
equivalent of the Federal Reserve).

Still, they and other leaders face an up-
hill battle. Even if local production can be
kick-started, Henan-made goods, while
cheaper than those from the Pearl River

HEADED BACK: Az unemployed migrant
worker in Xichuan, Henan province

Delta, will remain more expensive than
Vietnamese or Indonesian products. That
means success in kick-starting local man-
ufacturing will ultimately depend on
whether the state can stimulate local con-
sumption. However, in the meantime it’s
important that the government be seen to
be trying. Its efforts are “clearly the right
thing to do right now, both because some
of the firms will gain tracticn and because
it will make the right impression on peo-
ple” says Rothman. State-run programs
won't solve all the problems, in other
words. But theyre a start, and they just
might help avoid Beyjing’s worst night-
mare: mounting public anger that bursts
into the streets. u
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Keeping Stability at All Costs

HE CURRENT GLOBAL ECONOMIC CRISIS HAS BEEN TRAUMATIC ENOUGH
to throw many countries into a deep funk. But in Brazil, life is still a beach.
No, it’s not as if Brazil is completely unaffected by the worldwide collapse in
economic growth. After expanding at an average of nearly 4 percent over
the past five years, the Brazilian economy is set to slow to a crawl in 2009. Capital
flows are shrinking and credit is harder to come by in the country as well. But given

its long history of crises, Brazil’s reaction
to the current shock is more along the
lines of “we have seen this movie before™—
and its past experience has seasoned the
nation to weather such storms. There’s
also a sense of relief that the latest episode
is centered around a global growth melt-
down and is not homegrown in nature.

This mood is perhaps best reflected in
a record-high approval rating for Presi-
dent Luiz Inicio Lula da Silva. With an 80
percent rating, he must be the most popu-
lar leader in the world, and he has
achieved this in part by assigning all
blame for the sudden stop in the country’s
growth to developments in the United
States while continuing to capitalize on
the five years of unprecedented stability
he has presided over. But another reason
for the divergent reaction in Brazil com-
pared with many emerging markets in
Eastern Europe and Asia is the country’s
main policy objective this decade of seek-
ing stability above all else, rather than the
“growth at any cost” mantra in several
other emerging markets.

Brazil had good reason for doing so.
Since 1980, the country has typically suf-
fered some sort of crisis every five years.
The last one was in 2002-03, when mar-
kets feared Brazil might cave under its
huge debt burden. Since then, it has made
remarkable progress in reducing its dollar
debt, building up a large war chest of for-
eign exchange and anchoring inflationary
expectations. Brasilia’s policy initiatives—
including targeting a low inflation rate
and increasing spending on social pro-
grams—were also guided by this desire to
achieve stability. Result: an annual growth
rate of 2 percent in the 1980s and '90s,
and nearly 4 percent during the global
hoom period stretching from 2003 to
2007—but still well short of the average 7
percent growth across the developing
world during the same period.

While the importance of stability in fos-
tering sustainable grdwth cannot be under-
estimated, it's safe to say that it would have

ILLUSTRATION BY ALEX NABAUM FORNEWSWEEK

3

The global crisis has
thrown most states
into a funk, but life’s
still a beach in Brazil,
thanks to shrewd
management.

been difficult for Brazil to achieve any of its
objectives without the support of the roar-
ing bull market in commodities, Therein
lies the key to Brazil's growth. Commodities
such as iron ore and soybean make up 55
percent of Brazil’s exports. And even though
exports, at 15 percent of GDF, form a not-
too-large share of the economy, evidence
from the past few decades shows that
Brazil's growth rate has oscillated arcund an
average 2 percent, and variations from that
trend are largely explained by commodity
price swings,

Commodity prices have indeed fallen
sharply over the past few months but re-
main well above the average levels of the
past two decades, thereby providing the
economy with some cushion. Furthermore,
since Brazil never recorded the gangbuster
growth rates of other commodity exporters
such as Russia and parts of the Middle East,
it finds itself better able to cope with the
present dire external funding environment.
Brazil does not have a significant amount of

debt to roll over this year. To fund growth,
Brazilian companies did not leverage their
balance sheets as agpressively as other com-
panies did during the liquidity boom of the
past few years.

In effect, the Brazilian economy has
managed to move to a lower-volatility
regime, whereby it will be able to avoid
the boom-bust cycles of the past—espe-
cially compared with other major
commodity-expoiting nations—after long
being considered the soft underbelly of
the emerging-markets world. But the low
ambition on the growth front also implies
that it will be a very long time before
Brazil can break out of its middle-class ex-
istence. That means that the country’s pol-
icymakers can no longer be content with
just achieving stability. They will now
have to think more in terms of how to put
the country on a faster growth track.

Brazil's productivity growth over the
past two decades has averaged an abysmal
L.5 percent, as businesses have been stifled
by a prohibitive tax structure. The govern-
ment has been compeiled to maintain high
taxes to fund its huge spending, which, at
37 percent of GDP, is extremely high for a
developing country. And for all the work
dene toward promoting stability, little has
been done in the way of structural reforms,
such as reducing the inordinately large
share of taxes in the economy or amending
cumbersome labor laws. These changes are
required to fully unleash the entreprencur-
ial energy in the country and boost Brazil's
long-term economic growth trajectory.

Brazil must then stop soaking in the
glory of its last victory, get off the beach
and work toward moving higher on the
development plane. Otherwise, the coun-
try’s growth profile will remain relatively
unimpressive and vulnerable to commodi-
ty price swings. And if commodity prices
fall further, even Brazil’s much-heralded
stability could come under threat.

SHARMA i5 head of emerging markets az Morgan
Stanley Investment Management.
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By BARRETT SHERIDAN

F THERE 1S A SINGLE LESSON TO

have emerged from the current finan-

cial crisis, it is that lending got out of

control. The West needs less of it—

not less compared with today’s levels,
of course, because right now virtually no
one is lending, but less than was sloshing
around over the past decade, when banks
borrowed $26 for every $1 they owned,
and the average American family owed
$121,000 on their house.

The stereotype of the gentleman
banker who makes plain-vanilla loans and
retires to the golf course at 3 p.m. is no
longer a source of scorn but, in some quar-
ters at least, an ideal. Yet while
this new conventional wisdom
makes sense for the West, it
ought to be flat-out ignored in
China. As New York and Lon-
don learn to embrace the new
ethos of thrift, China’s banks
need to borrow a page from the
Citigroup and JPMorgan of old
(while avoiding their worst ex-
cesses, of course). What this
means is they need to start
handing out cash, and lots of
it. More loans for more people
will help China navigate the
current economic crisis. It
might even benefit the West.

The problem with China's
banks isn't their size—the In-
dustrial and Commercial Bank
of China is the world’s sixth
largest corporation, with a market value
greater than Microsoft. It’s that, despite
their wealth, they don't lend enough. And
what loans they do make go mostly to large
companies and state-owned businesses.
According to research by Morgan Stanley,
just 7 percent of the loans made last De-
cember went to households.

This isn't an accident, but the fiuit of a
deliberate government policy, a war on
lending that Beijing has waged to help
keep inflation in check. Tu keep prices sta-
ble during China’s years of torrid growth,
Beijing set quotas on how many loans
could be issued. Now that the global econ-
omy is cooling (some might say freezing),
inflation is no longer a wotry, according to
Brad Setser, an economist at the Council
on Foreign Relations, Beijing’s policymak-
ers ought to “unshackle the banks.”

Setser and other experts think this shift
is essential because the Chinese govern-
ment’s war on lending has had a lot of un-
intended consequences. For one, banks of-
fer pretty terrible interest rates to savers,
since the government bars them from re-
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lending much of their deposits (a bank’s
chief way of making money). As a result,
though Chinese businesses were “raking
in fairly significant profits while the econ-
omy was doing well,” says Eswar Prasad,
an economist at Cornell University, they
chose not to bank them, and instead spent
them quickly, sometimes on frivolous in-
vestments. “Any rate of return [on a new
investment] is better than something near
zero,” says Prasad.

The war on lending has had an equally
negative effect at the household level. Chi-
nese families save a lot—about a quarter of
their income, according to estimates. A
major reason for this is the lack of a social
safety net; families keep a healthy nest egg

Bring On
The Credit

"Too much lending is bad, right?
Maybe in the West—but China

has the opposite problem.

on hand to pay out-of-pocket expenses. If
China had its own Citibank to issue loans
and credit cards to all, some of the need for
this nest egg would be reduced, because
families in a tight spot would have access
to credit when it was most needed. The re-
sult would be more money to spend on
consumer goods, providing a boost to the
deflating economy.

Increased lending in China could also
have an impact in the West. China has
long kept its currency artificially depressed
in order to make its exports cheaper for
Western: buyers. That policy also made
Western goods too expensive for most
Chinese to afford, however, and led to U.S.
complaints of currency manjpulation. If
more lending in the Middle Kingdom in-
creased consumer spending there, which
has historically accounted for just a third
of GDP, it would allow China’s famously
productive exporters to rely more heavily
on the home market, and potentially allow
Beijing to let its currency appreciate,
boosting imports and removing a sticking
point in Chinese-American relations.

Ordinary Chinese are well aware of the
needs for more loans, which is why they've
created a shadow banking system of their
own. Underground banks can be as infor-
mal as an extended network of friends and
family, or something more concrete, such
as a pawnshop or an agricultural coopera-
tive. Analysts agree that the underground
banking system serves a desperately need-
ed function. “These guys are very flexible,”
says Stephen Green, head of China re-
search at Standard Chartered bank in
Shanghat. One study estimates that infor-
mal lending countrywide reached $290
billion in 2007. Yet underground banks are
less efficient and can charge usurious rates
of 60 percent or more, compared with a le-
gal maximum of 26 percent at
formal banks, and the court
system is ill-equipped to deal
with disputes.

Fortunately, there are signs
that Beijing has started to take
the hint. To combat the deep-
ening slowdown, Chinese offi-
cials have taken steps to let
cash flow a bit more freely
by abolishing credit quotas,
cutting interest rates and low-
ering deposit ratios. According
to Morgan Stanley, Chinese
banks made more than $110
billion in new loans in Decem-
ber—a 14-fold increase over the
previous year’s level.

Still, more than half of this
lending went to short-term
uses like paying bills and al-
most none of it went to households, so the
shadow banking system remains popular.
And thus Beijing must come to grips with
it. Legitimizing the underground banks
would be one possible solution. Beijing
has taken tepid steps in this direction,
which, according to Green, have been
greeted with little enthusiasm. Going legit
means abiding by government restric-
tions, including caps on interest rates,
which underground moneyrmen have re-
sisted. They steer clear of the formal sector
“because the regulation is still quite limit-
ing,” says Green.

Beijing should heed those concerns,
and take the proper steps to legitimize the
informal banks, regulating a practice that
often amounts to Ioan-sharking. Persuad-
ing the large, formal banks to transmogrify
into something more like Citibank—a peo-
ple’s bank for the People’s Republic—is an-
other option. Whatever the particulars,
the general fix remains clear. The West
may need to rein in its borrowing right
now. But China needs all it can get.

With 1LAUREN HILGERS in Shanghai
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POINT OF VIEW —

Michael Pettis

The Coming China Meltdown

CONOMIC CRISES HAVE A WAY OF CONCENTRATING MINDS. IN THE MIDST OF RECESSION,
the United States and China have an unprecedented opportunity to rebalance their economies,
one that they must seize in order to mitigate further global economic fallout from the downtum.
American policymakers—and, it seems, significant parts of the Chinese policymaking establish-
ment—do not yet fully appreciate the impact of the global crisis on Chinese economic prospects.
Although official estimates put urban unemployment in China at just over 4 percent of the workforce,

most unofficial estimates are much higher—closer to 8 percent—
and nearly everyone agrees that the figure is set to rise signifi-
cantly in the next few months. Some credible estimates suggest
that even if China were able to achieve the 7.5 percent growth
projected in 2009 by the World Bank, unemployment would
nonetheless double before the end of the year.

Things will get worse. China has a huge overcapacity problem,
with total production exceeding consumption by about 10 percent
of GDP. In the past China has been ,
able to export this excess; now mar-
kets in the United States, Europe and
elsewhere are contracting rapidly, and
it will be all but impossible for rising
domestic demand to plug the gap. In
addition, collapsing corporate profits
will put a sharp dent in new invest-
ment, nearly two thirds of which has
been funded, in the past, out of re-
tained earnings. Exports and invest-
ment have been two of the biggest
sources of Chinese growth, and the
outlook for both is poor.

China needs to achieve two major
objectives. Domestically, it needs to
increase employment, Globally, it
needs to reduce the amount of over-
capacity it is exporting to the rest of

MUTUAL INTERESTS: A Chinese freighter pulls into Miami

But if China continues to force overcapacity onto a strug-
gling world economy, it could easily lead to trade war. Already
China is squabbling fiercely with Asian neighbors as protec-
tionist talk around the world rises alarmingly. Protectionism
would be disastrous for China. It would force the country to
absorb all its production domestically and, given the limita-
tions of its development model and its financial system, the
only way it could reasonably hope to do so would be by closing

. factories and firing millions of
workers. The social consequences
could be disastrous, and could give
political hard-liners aleg up.

The United States can help China
and its reform faction avoid this
nightmare scenario. Rather than
demand that China immediately
revalue its currency and stop subsi-
dizing producers in order to cut its
overcapacity, the United States
should work with China over a
four- to five-year period to achieve
a sustainable rebalancing of both
economies. For its part, the United
States should continue its own fis-
cal expansion at a measured pace to
ensure an orderly savings decline.
It should also avoid protectionist

the world. But these two goals are at
loggerheads in the short run. For example, in order to boost
employment, Chinese policymakers have forced banks to
increase their lending so rapidly that it will almost certainly lead
to a future explosion in bad loans. But because of the structure
of the Chinese financial markets, all this new lending is being
channeled into the manufacturing and infrastructure sector.
Although this will naturally contribute to global demand if it
takes Chinese workers off the unemployment line, the conse-
quent increase in production may easily counter this gain. China
would thus continue to export too much to 2 world struggling
with collapsing demand,

‘Within China, policymakers have so far been unable—some
would say unwilling-- to recognize China’s role in the global
imbalance. Policymakers who see the crisis as part of a necessary
transition toward a more consumer-led economy are ferociously
opposed by policymakers who want to combat unemployment by
accelerating the existing, and deeply flawed, developrment model.
They seek to maintain an undervalued currency, suppress wage
increases and shift credit and resources to manufacturers and
other producers of additfonal capacity. All this has the effect of
increasing production and suppressing consumption.

PAUL ). RICHARDS - AFP-GETTY IMAGES

trade measures at all costs.

If China In return, China should gradu-
3 ally continue to revalue its curren-
;_:ontmues to cy and allow the central bank to re-
orce ?XGGSS gain control of monetary pelicy. It
capacity onto should also continue to reform fi-
a Stl'uggliﬂg nancial markets, liberalize interest
. rates, raise minimum wages and
wor Id! it improve its social safety net—in
could result particular by increasing health and
in a trade war. education spending—in order to

free up domestic savings.

All this will be difficult, but it would be much better than a
catastrophic adjustment. At the end of the day, the U.S. trade
deficit must decline, and Chinese domestic consumption must
increase in order for the global economy to be healthy. If the
two countries can work this out intelligently, the result would
be a foundation for global cooperation for decades to come. If
not, the world faces decades of hostility and mistrust.

PETTIS is a professor of finance at the Guanghua School of Management
at Peking University.
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Barton Biggs

A Generation of Destruction

DON'T BELIEVE THAT AN EVEN MORE DRAMATIC ECONOMIC OR STOCK-MARKET
apocalypse is nigh, but many, many wise people do, and I must admit l am more
worried now than I was a few weeks ago. [ have attended two large conferences of
global investors in the last few weeks, and it was clear that at both more than half
of the participants believed that the Obama administration has stumbled badly, that
its programs are too little and too late and that the president’s halo is disappearing.

Since late last week, confidence index-
es in the U.S., Europe and Japan that
had seemed to level out were once again
showing growing consumer concern
about the economy. The most highly re-
garded economists and strategists now
expect a long, deep, global recession, with
stock markets falling another 20 to 30
percent. A vocal hard core warns of years
of hard times comparable to the Great
Depression at worst or the Japanese lost
decade at best.

Here is their argument. The world’s
governments and central banks are im-
plementing stimulus programs that have
fatal flaws. The synchronized collapse in
global final demand was caused by the
reckless, speculative expansion of money
and credit, and now we are in a vicious
supercycle of liquidating debt such as the
world has never known. Throwing money
at the problem and propping up the
greedy banks that created the speculation
is, as Jim Walker of Asianomics says,
like trying to put out a fire by pouring
gasoline on it. The result will be an even
bigger, more searing fire. Walker argues
that the stimulus programs will only
prolong and worsen the credit excesses,
and that the massive deficits and reckless
expansion of the money supply will
unleash hyperinflation, a more painful
and socially dangerous threat. Think of
Germany’s hyperinflation experience in
the 1920s or more recently of Brazil’s or
Zimbabwe’s. He is predicting a long,
deep, global depression with soaring,
paralyzing inflation.

Walker is an economist of the so-called
Austrian School. Hayek, Hegel and
Schumpeter are its forebears, and they
disdain Keynes. The Austrians believe
that debt supercycles can only be cured by
allowing the world economy to fall into a
short but very steep and severe depres-
sion, which liquidates the debt, bankrupts
the sick banks and companies, and causes
soaring unemployment, but also lays the
foundations for a new era of healthy
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Throwing money at
the problem and
propping up greedy
banks is like trying

to put out a fire by
pouring gasoline on it.

growth. They call this process “creative
destruction,” and they concede the pain
will be intense but maintain it will be con-
centrated over a short period of time.
Booms can only be corrected by busts,
George Soros points out that the histo-
ry of financial panics is that the authori-
ties must move quickly and risk overkill,
To do too little means that a crisis devel-
ops 2 momentuin of its own, which can
result in a death spiral that takes decades
to reverse, 4 la the 1930s. By this logic,
Obama’s stimulus program does not get
enough fiscal adrenalin into the econo-
my’s bloodstream fast enough. Soros and
others maintain it should have been north,
not south, of a trillion dollars and that too
much of it won’t hit until 2010 and 2011.
In his philosophical moments, Soros
says that for several millennia in different
civilizations, great cycles of wealth cre-
ation have usually lasted about two gener-
ations, or 60 years. Inevitably, unequal
riches corrupt and create envy, and they

B »

are always followed by a generation of
enormous wealth destruction. The great-
est cycle of wealth creation of all time be-
gan after World War I1 in the late 1940s.
He believes it peaked in 2007 and that
now the world is in for a generation of
wealth destruction that will be very
painful. Not a cheery thought.

As for the remedies for the banking
system, many wise strategists believe the
solution is to be found in the so-called
Swedish model. In the early 1990s, Swe-
den had a huge speculative housing
bubble. The Swedes moved aggressively,
forcing banks to transfer their toxic loans
to 2 “good bad bank,” thus bankrupting
most of them. The government then na-
tionalized the remaining banks, installed
new managements and cut taxes. The

" Swedish economy recovered and some

years later the nationalized banks were
sold back to the public, with the govern-
ment making a profit. Many were hoping
Secretary Timothy Geithner and the Trea-
sury would adopt this model. Instead the
Treasury labored with much fanfare and
then produced a mouse. Geithner’s presen-
tations have been vague and uninspiring.
The bears argue that the Great Depres-
sion and the Japanese lost decade were
deepened and prolonged by policy errors
by the authorities. President Hoover
raised taxes; the Bank of Japan raised in-
terest rates and then dillydallied for years.
The lesson of Japan is that fiscal stimulus
programs alone are not enough. The
bank-rescue program will determine the
fate of the economy. Bad banks must be
nationalized, and the U.S. and Europe
should get on with it promptly or we will

. have our own lost decade and a stock mar-

ket that falls yet another 25 percent.

These are some of the bear scenarios
that are plaguing investors and leading
them to believe new lows and a depression
lie ahead.

BIGGS is managing partner ar Traxis Partners
hedge fund in New York.

ILLUSTRATION BY ALEX NABALM FOR NEWSWEEK
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THE WEAKEST LINK

Commodity-rich Africa profited when the world was
growing. Now that it’s not, it will be the hardest hit.

By SCOTT JOHNSON

OR THE LAST DECADE OR S0, AN ECONOMIC UPLIFTING IN AFRICA
has brought millions out of poverty. Democracy spread farther and
faster than ever before. In December, the World Bank reported that
sub-Saharan Africa’s 2008 economic growth was 5.4 percent, equal-
ing Europe and higher than Latin America (Africa finally ceded to

Latin America its place as the world’s slowest-growing region). Even now, many
Africans imagine they will escape the global credit crisis relatively unscathed.
They're in for a rude shock. Recent IMF forecasts predict growth of 3 percent

this year, compared to 4 percent in low-in-
come countries. There are three main fac-
tors at work. Commodities are Africa’s
bread and butter and commodity prices
have been dropping fast thanks to falling
demand due to the global downturn. A sec-
ond factor is that many African countries
are largely aid-dependent, and big Western
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donors with slumping economies are less
likely to want to give. Similarly, declines in
foreign direct investment and remittances
will hammer African economies. Finally,
the specter of economic collapse, while
scary for well-to-do countries, can wreak
political havoc in unstable ones. As rev-
enues decline, companies and govern-

ments age likely to have to scale back devel-
opment plans, which could infuriate popu-
lations who had only recently gained some
hope that living standards in Africa could
rise. “Most Africans believed they'd be un-
touched,” says Greg Mills of the Brenthurst
Foundation, an independent think tank in
South Africa. “But they underestimated the
scale and the intensity of this crisis.”

The first thing to implode has been
commodity prices. Excluding gold and co-
coa, raw-material prices have dropped
across the board. Following a historic five-
year boom during which energy prices
soared by 320 percent, metals and miner-
als prices rose by nearly 300 percent and
food prices were up by 138 percent, com-
modities plunged in late 2008. In Decem-
ber the World Bank predicted that real
food prices would fall by 26 percent be-
tween 2008 and 2010, oil prices by 25 per-
cent and metals prices by 32 percent.

For African countries reliant on oil or
metals and minerals, this spelled eco-
nomic disaster, Botswana’s economty is al-
most wholly dependent on diamonds.
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De Beers, which has largely financed
Botswana's growth, last month shut down
its mining operations for several weeks and
said it would reduce production by about 50
percent through April. Several large coal-
mining projects in Mozambique recently
shut down as the bottom fell out of fuel pro-
duction. In South Afiica, annual gold pro-
duction plummeted 13.6 percent to levels
last seen in 1922. A plummeting copper
price—down by about 60 percent—has led
to mine closures and thousands of job losses
in the Copperbelt region of Zambia, where
copper accounts for 80 percent of foreign
earnings and has been the major driver of
economic growth. Few Aftican govern-
ments were competent enough to use the
good times to spur development. Now,
prospects will dim further,

Next to be affected will be the aid-
dependent countries like Rwanda and
Tanzania {Mozambique, which, aside
from being commodity-dependent, gets
20 percent of its GDP from aid, will suffer
a double blow). Barack Obama has already
retreated from his election-era promise to
double the U.S. aid budget in the face of
the crisis. Géran Holmqgvist, an economist
at the Nordic Africa Institute in Uppsala,
Sweden, says it's a safe bet that rich
Western nations won't honor commit-
ments to double the $40 billion interna-
tional aid flow to Africa by 2010.

Investment is also shrinking. The Insti-

STANLEY GRFENE-NOOR

The continent’s
biggest engine for
growth, South Africa,
ishurtlingintoa
downward spiral.

tute of International Finance estimates
that investment flows to developing coun-
tries, many of which are in Africa, could
drop by as much as 80 percent in the next
vear, Last week the IMF said that if the
global crisis deepened, the number of most
vulnerable economies could nearly double
to just under 40—and the majority of them
will be in sub-Saharan Aftica, which is ex-
pected to grow by just over 3 percent this
vear, compared with 4 percent for low-
income countries overall.

The economic crisis will also heighten
an ever-present risk in Africa: political in-
stability. Even before the crisis hit, Kenya
was descending into ethnic conflict. A vear
later, tourism revenues are down by 35 per-
cent, and its prized agriculture industry of
high-end coffees, teas and tropical flowers
is suffering badly because scared farmers
can’t or won't return to their home plots for
fear of being killed. Other parts of Africaare
also at risk. Liberia and Sierra Leone both
rely heavily on a demand for rubber that has
been steadily dropping over the last several

GONFLICT ZONE: Sudan will suffer badly

months. When oil prices were $140 a
barrel, there were still low levels of violence
in Nigeria. Now that theyre at $40, the
threat of instability goes up. And while the
West looks for increased state intervention
in times of erisis, in Africa the state is often
the problem. The implosion of Zimbabwe’s
economy is the result of misguided policies;
the last thing it needs is stronger guidance
from a state led by Robert Mugabe.

All this is compounded by the fact that
the continent’s single biggest engine for
growth, South Africa, is hurtling into a
downward spiral. South Africa was the
only nation on the continent that was real-
ly plugged into world financial markets,
and it is now suffering from the fallout.
South African businesses, heavily invested
actoss the rest of the continent, help spur
growth further abroad—the country gen-
erates nearly half of Africa’s gross domes-
tic product and it has been estimated that
for every 1 percent increase in South
Aftica’s per capita GDP growth sustained
over five vears, the rest of Africa experi-
ences growth of about half that rate. Now,
after more than a decade of economic
boom, South African stands on the brink
of recession. The economniy contracted by
1.8 percent in the last quarter of 2008, Last
month, new vehicle sales plunged by 36
percent year-on-year, and car manufactur-
ers asked government for a $1 billion
bailout, This weeck Bank of America Corp.-
Merrill Lynch & Co. predicted that South
Africa’s economy would shrink by 0.6 per-
cent in 2009 as global recession reduces
demand for its exports and domestic con-
sumption drops. Despite all this, there
may be some upside to the crisis. A drop in
oil and food prices has brought relief to the
poorest countries hit by the food crisis last
vear. Antoinette Sayeh, Africa director for
the IMF, also points out that African
economies are better prepared for globai
economic shocks than in the past thanks to
some fairly comfortable levels of foreign-
exchange reserves., The question now is
what Aftica is going to do about it. The
downturn has called attention to the inad-
equacies of donor-driven aid and develop-
ment policies established by the West; af-
ter literally hundreds of billions of dollars
spent, more Africans live in poverty today
than 60 years ago. But the crunch has also
highlighted the failures of African govern-
ments to develop coherent economic poli-
ctes. Doing so will be harder in tough eco-
nomic times. But if ever the time has
come, it’s now.

With KAREN MACGREGOR in Durban
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d bars for 15 years, but since the passage of Obama’s

stimulus bill, he motivated to buy more. He is hiding the precious

PHOTOGRAPH BY NIKOLAS KOENIG FOR NEWSWEEK

metal in places where not even he can find it,
he jokes. Are you burying it? I ask. “Perhaps,”
he says. “Our country is so far in deht, it's
staggering. I'd like to retire someday. What
else am I going to do to protect myself 2"

Is this madness? Here is a respectable
and buttoned-down suburbanite, behaving
like an end-of-the world paranciac. Here is
‘Wynocker, a working man, trying to get a
grip on his own financial future with a
shovel. The price of gold is near an all-
time high—it topped $1,000 an ounce on
March 13—yet the number of Americans
who are taking delivery of gold coins and
bars is rising. According to the World Gold
Council, Americans bought 600 tons of
gold bars and coins in 2008, a 42 percent
increase over 2007. That’s not as much as
in Europe, where gold mania has become
epidemic—but significant given the metal’s
high price. An uptick in the U.S. economy,
and buyers are likely to find they've been
part of a giant, golden bubble.

But analysts say that if stock markets
continue to spin out of control and real-
estate values continue to sink, more people
will want to take shelter in an investment
with a reputation for being safe, reliable and
not dependent on governments for its value.
“Back in November, when the credit crisis
really started getting out of hand, people
started to pull the trigger on gold,” says Scott
Thomas, president of American Precious
Metals Exchange. “It’s primarily moms and
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pops, pecple who have seen their 401(k)s
deteriorate over time” Bullish investment
advisers, meanwhile, are hyping gold, some
promising that it will reach as high as
$2,300 an ounce. “We say, Panic now.
Avoid the rush’” jokes Addison Wiggin,
who publishes the enline financial newslet-
ter The Daily Reckoning,

There are, traditionally, two kinds of
gold investors: speculators and hoarders,
The first group trades on the futures market,
which establishes the price of gold. The
money they make—or lose—usually has
nothing to do with taking possession of
gold: like most modern-day investments,
their gold acquisitions are blips on a com-
puter screen. Hoarders are different. They
buy gold, the real stuff, and save it for a rainy
day. Hoarders have always existed, but their
numbers increase during financial crises. To
generate liquidity during the Depression,
President Franklin Roosevelt outlawed
hoarding in 1933. He demanded that every-
one who owned pold coins (except col-
lectibles) or bars turn them in and receive
$20-plus an ounce in exchange. That law
was rescinded in 1975, and since then retail-
ers that sell actual, physical gold to individu-
als have jumped in.

Their business models vary, butall gold
retailers charge a premium over the spot
price and all will deliver it where you want
it—usually through the U.S. mail. The
mazl? 1 asked Michael Maroney, who is vice
president of sales for the Newport Beach,
Calif.-based retailer Monex, as [ imagined
my own postal carrier slipping a gold bar in
my apartment’s group boxes. The post of-
fice offers low insurance rates on precious
metals, Maroney explains. “We can never
tell you when you're going to get it, but it
doesn’t disappear.”

The last time gold sales spiked so dra-
matically was the year before Y2K, when
Armageddon-minded Americans stashed
gold—along with guns and cans of beans—
in their basements and backyards. Keeping a
lot of gold in your house makes you a target,
it's costly to insure and, once stolen, gold,
which is easy to melt and recast as some-
thing else, becomes nearly impossible to re-
trieve. That's why Nick Bruyer, the president
of First Federal Coin, says he always recom-
mends “a safe-deposit box in a good bank”
Nevertheless, the mentality of gold hoarders
is that they want it close by; in an emer-
gency, they don't trust the banks. Sales at
Cannon Safe were up 43 percent in 2008,
and CEO Aaron Baker estimates that 30 per-
cent of new safe buyers are holding precious
metals. The company is developing a new ad

@ See which companies are cutting jobs in
a gallery at xtra.Newsweek.com
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campaign—"“The bank that. never closes.
Youre Cannon safe™and hopes it will ap-
pear on billboards near Wall Street soon.

In times of stress, gold’s unique proper-
ties and its long history as a valuable asset
make it an appealing buy. Gold is gold, its
boasters say. Its monetary value may rise and
fall, but its intrinsic value remains constant.
Gold-industry people like to give this illus-
tration: in the Middle Ages, a one-ounce
gold piece bought a full suit of men’s clothes.
Today, a one-ounce gold piece—about $950
—buys a full suit of men’s clothes. The ballast
it provides, then, is both psychological and
financial. “It looks like the sun and reflects
terrifically]” says Robert Hoge, a curator at
the American Numismatic Society. “It can be
beaten into dust or foil; it canbe drawn into a
wire that’s the finest of any substance
known. It is relatively soft and can be melted

Golu appeals
to our survivalist
instincts, offering
protection if the
system collapses.

at a low temperature.” Hoge pauses. “Even
birds pick up glittering attractive chjects.”

At least since the sixth century B.C.,
when King Croesus of Lydia (of “richer than
Croesus” fame) decided to melt gold lumps
into standard shapes and weights, gold mon-
ey has been spent, traded, hoarded—and val-
ued above all other coins. For much of mod-
ern history, government currencies were
backed by gold, an economic practice
(known as the “gold standard™) meant to
limit inflation. But there’s a rational aspect to
buying gold now. Historically, the price of
gold has been inversely correlated to fluctua-
tions in the dollar; that’s why it is seen as the
ultimate inflation hedge. “Gold” says Jon
Nadler, the bearish gold analyst for Kitco, “is
life insurance for the rest of vour portfolio.”

Nadler knows whereof he speaks.
When he fled communist Romania in
1972, “my clothing was full of four-ducat
and one-ducat coins.” He has dipped into
that stash three times in his life: once to
leave Romania; once to buy a small piece of
property; and once, more recently, when
his older son was accepted at Harvard: “I
thought, OK, here it is.” In North America,
where demaocratic governments and finan-
cial markets generally function, the idea
that a person might have to flee with hard
assets is still considered somewhat freak-
ish. But to refugees of real cataclysms,

whether the Holocaust or the civil war in
Rwanda, owning hard assets to trade or
barter is not only sensible, it can save your
life. “That’s why people see gold as the cur-
rency of ages,” Nadler says.

Geoff Farnham is clear-eyed about his
investment in gold. It’s a hedge, not a love
affair, A retired software engineer from Cali-
fornia, he started collecting gold when he
inherited some rare coins from an uncle, but
over the past year he’s bought a lot more. He
now has 15 percent of his portfolio in gold
coins, he says, which he keeps in a safe-
deposit box. He has never seen the attrac-
tion of gloating over his gold, like Gollum
over his “precious” “It’s just metal in the
end,” he says. “It’s not as thrilling as 1
thought it would be” At the same time,
Farnham believes that all gold bugs—re-
gardless of who they are—at some level fear
the worst. “There is a survivalist element to
buying gold. Period. I think that’s why my
uncle had the gold in the first place. I would
hate to see the day when you need it.”

There’s the rub. In the event of global
collapse and inflation, in a wotld in which
paper currency is worthless, what good will
gold actually do? How do you take your gold
bar to the 7-Eleven and buy a gallon of milk?
Mark Albarian, chief executive of Santa
Monica, Calif-based Goldline, says that
when dollars are worthless, a gold bar will
buy a whole lot of dollars, which you can
then use to go buy milk. “We buy gold in
case the unimaginable happens,” he says.
James Turk, who runs a company called
GoldMoney, takes this doomsday scene one
step further: in a financial calamity, entre-
preneurs will emerge who will melt and
mold your gold into coins or exchange it for
a currency that does have value.

Nadler shakes his head. First of all, it’s
disingenuous of the owners of gold retailers
to stoke fears of systemic collapse for their
own gain, he says {though he works for a
retailer himself'). Second, there are reasons
to be optimistic. “Things tend to go in cy-
cles; ingenuity, resourcefulness and human
resolve solve problems. There’s fresh man-
agement in the White House, really deter-
mined to address the immediate problem.”
In any event, Nadler says, gold bars and
coins worr't save your life in an apocalypse.
“I say you're better off with Cipro and bul-
lets on that day” Gold, he cautions, is at an
all-time high—and we've scen what hap-
pens when too many people buy high. The
best thing to do, says Nadler, is buy a little
gold—*“for your last airplane ticket to Fiji if
vou have to go"—and hope the price goes
down. If gold goes down, your 401(k} will
likely go back up—and you won't have to
dig for treasure in your own backyard,

With JESS1CA RAMTREZ
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The Recession’s Green Lining

A global downturn is doing what activists couldn’t: closing dirty factories.

By SHARON BEGLEY

0  SAVVY SNOWBOARDERS,

Baikalsk has long been the

beautiful resort where visitors

are so few you can feel as

though you own the mountain,

at least temporarily: for about
5,000 rubles ($175), you can have exclu-
sive use of one of the six long runs for the
day and never see another soul as you
schuss through forests. Of course, you've
had to tolerate a smell that seemed tobe a
blend of rotten cabbage and New Jersey
Turnpike. For in addition to the resort, this
town on Siberia’s Lake Baikal—the oldest,
largest and deepest freshwater lake in the
world---is home to the Baikal Pulp and
Paper Mill, which has been belching foul-
smelling sulfates into the air and chlo-
rides, phenols and other chemicals into
the lake since it was built during the Cold
‘War. The pollution killed plants, crabs and
fish and threatened the world’s only fresh-
water seal, the earless nerpa. Environmen-
talists have been trying to shut down the
mill since 1964, getting precisely nowhere.
But where greens failed, the global reces-
sion succeeded all too well. In November,
the plant ceased production. “The eco-
nomic crisis,” says Marina Rikhvanova, the
head of the environmental group Baikal
Wave, worked “like magic.”

It is no coincidence that some of the
dirtiest industrial operations are falling
victim to the global recession. Qver the
past two decades, much of the world’s
manufacturing moved to where pollution
standards are little more than mild sug-
gestions. Since small, corner-cutting, in-
efficient facilities tend to both flout pollu-
tion laws and be most vulnerable to a
sudden drop in demand, the global reces-
sion has hit sach operations especially
hard. Thousands of factories in China's
Pearl River Delta have shut their
doors since late last year, for instance;
output of autos, electronics and other
goods from factories in Mexico’s Ciudad
Juérez, Monterrey and Toluca has fallen
so sharply that the amount of cargo
trucked across the U.S. border has
dropped 40 percent. In India, enough
small steel-rolling mflls around Delhi have
closed that levels of sulfur dioxide (which
forms acid rain) fell 85 percent in October

%

2008 compared with a year earlier. The re-
cession is bringing a green dividend in the
developed world, too. Reduced economic
activity is projected to cut Europe’s emis-
sions of carbon dioxide, the chief man-
made greenhouse gas, by 100 million tons
in 2009, and the United States’ by about
the same amount.

COW PROD

At Baikal, the post-recession economy
is poised to undergo a more radical shift,
from pulping trees to serving tourists. One
weekend in February the mountain was
packed with skiers and snowboarders.
Resort manager Yury Shiriak says that in
December they had 7,000 visitors, com-
pared with the usual 1,000. “Baikalsk will

LY
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With the price of beef down by half since last year, Brazil’s cattle
ranchers are bowing to government efforts to protect the Amazon

Recession is not exactly a long-term
environmental strategy, obviously. The
challenge is to use the downturn to de-
emphasize manufacturing in favor of
cleaner economic activity, and to reengineer
what survives so that when the economy
revs up it's not at the environment’s ex-
pense. Even world-class polluters get it. In
China, as factories seek lines of credit to see
them through the downturn, local govern-
ments are “less likely to help companies that
are considered major polluters,” says econo-
mist Deng Yupeng of Dongguan University.

slowly transfer from an industrial place
hated by ecologists into a tourist paradise,”
he predicts. It will help that the air and wa-
ter are already cleaner. Only three months
after the milt closed, locals already noticed
a change. “We are so used to pollution, to
the smell of rotting cabbage,” said Andrei
Pylukh, an artist. “The fresh air feels un-
usual. I see so many more birds on the lake
and in my garden” The challenge for
Baikalsk is to invest in hotels, restaurants
and other labor-intensive, less-polluting
businesses so the mill remains a perma-
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nent victim of the green recession but the
town—which lost 2,300 jobs when the mill
closed—doesn't.

The impact of China’s slowing eco-
nomic growth (6.8 percent in the fourth
quarter last year but 13 percent in 2007)
has hit hardest in cities in the export-heavy
south such as Dengguan. There, roughly
10 percent of the 22,000 factories have
closed since last year. In Zhejiang prov-
ince, just south of Shanghai, at least
60,000 small factories are shuttered.
Survivors have slashed preduction and
grounded fleets of diesel-fume-belching
trucks. As a result, streams where factories
dumped their waste are getting cleaner

and the air is less smoggy. In 2008, the
number of days with dangerous levels of
air pollution in Dongguan felt by 65 from
the year before, mostly in the final months
of the year. “When there's less work,
there’s less release of sewage and trash, so
environmental pressures have eased,” says
environmental scientist Lin Zhiming of
Dongguan University of Technology.

But as in Baikalsk, the challenge is
what to do when orders pick up again. If
factories ramp up to 2007 production and
pollution levels, the time-out offered by
the green recession will have been wasted.
There are hints that that might happen.
Factory owners in China and elsewhere ar-
gue that their top priority should be job

LEFTTO RIGHT: ALEX WEBH—MAGNUM. FRANS LANTING~CORBIS

preservation, and that spending money
on pollution controls or switching to re-
newable energy has to wait. In Guangdong
province, factory owners are lobbying the
government to roll back environmental
standards that, they argue, have made
them uncompetitive with Southeast Asia.
And factory managers, under pressure to
cut costs, know they can reap easy savings
by turning off smokestack scrubbers and
dumping waste rather than treating it.

But these may be the last gasps of
dying industries. There are also signs
that China, which has acknowledged that
environmental damage had become a
drag on the economy, may use the reces-

practices is more of a challenge. About
two thirds of Brazil's 200 million head of
caitle graze in the Amazon where virgin
forest once stood, making cattle the single
higpest canse of deforestation there. Now
falling beef prices {down 51 percent over
the past 12 months) plus the shortage
of farm credit have done what “save the
rainforest” campaigns didn’t: give Ama-
zonia a reprieve. “The economic down-
turn is a natural brake on forest destruc-
tion,” says Carlos Nobre, a climatologist at
Brazil's National Institute for Space Re-
search. The rate of deforestation from last
November through January, the institute
Jjust announced, fell 70 percent from the

| N R ETR E AT Near Brazil’s Serra dos Orgdos National Park and throughout
Amazonia, rainforest loss is down 70 percent from a year earlier

sion to retool part of its manufacturing
sector. Some of a 4 trillion-yuan ($585
billion) stimulus package is targeted at
projects that will improve energy efficien-
¢y, including wind and solar energy to
power the “green economy” that Prime
Minister Wen Jiabao called for. The Min-
istry of Environmental Protection report-
edly rejected 11 projects because they
consumed too much energy or would have
caused too much pollution.

For some victims of the recession,
using the downturn to institute greener

same period a year before. The environ-
ment minister believes that’s a result of
greater enforcement, however, not of the
recession’s effect on ranchers. But you can
say this for the downturn: it's much easier
to enforce forest-protection laws when
ranchers arent all that eager to chop
down the jungle.

With ANNA NEMTSOVA in Baikalsk,
CRAIG SIMONS in Dongguan, DUNCAN
HEWITT in Shanghai, MAC MARGOLIS

in Rio de Fanetro, SUDIP MAZUMDAR in
Delhi and MALCOLM BEITH in Mexico City
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A Iegendary Wall Street bull makes the case for
. 'how aggressive government rescue ‘efforts and
_-super-cheap stocks could revive markets, fast.

% By Barton Biggs

T recently laid out in NEWSWEEK the bearish argument
for why we thuld be very gloomy about the global economy, bezirish about
stock markets and deeply depressed about the world in gcneral I told r(,adc,rs'

. EIXTE it was my belief that there was a 50 per(,ent chance that
AR WALL STREET’S
P 1 ond was facing a long cycle of reccssion, depression.
B BIGGS NOW : ' N ' ' .
fl HEADS TRAXIS and wealth destruction. T maintained that the bears believe
PARTNERS ! ‘ . o
HEDGE FUND. that the best-case economic scenario is Japan’s agony since the

ILLUSTRATION BY JACOB THOMAS FOR NEWSWEEK




1990s, and the worst is a replay of the 1930s.

Since I wrote that piece, two things
have happened. The first is that the global
economic outlook has deteriorated—the
market consensus now is that the angle
of descent of the U.S. economy, as well as
that of Europe and the major emerging
markets, has steepened. Second, and even
more disconcertingly, President Obama
has announced what many investors con-
sider to be a populist redistributionist tax
agenda, which increases the tax rate on
capital gains and dividends and gives tax
reductions and distributions to the middle
class and the poor. Neither event has
buoyed investor mood.

Despite this, I still believe that there is
a 50 percent probability of a happier out-
come. The world is having the most severe
recession of the postwar era, and the re-
covery will be sluggish and plagued by
inflation. Nevertheless, the doomsday sce-
nario of depression and deflation, with
5000 on the Dow Jones industrial average
and 500 on the S&P 500, is farfetched.
Markets could be on the brink of a major
rally, and the U.S. economy may begin to
recover later this vear. Here are the rea-
sons, in no particular order.

First, the financial panic and the col-
lapse of the world econgmy caught the so-
called Authorities (i.e., the central banks
and the governments of the world) by sur-

12

GET YOUR MOTORS RUNNING: Som:e azto dealers are increasing their assembly-line production

prise. They reacted slowly, but neverthe-
less far faster than the Authorities in
the U.S, in the 1930s or Japan in the 1990s.
In both those cases, the Authorities were
not only tardy, but they also made serious
policy errors, such as raising tax rates,
imposing tariffs and not curing the bank-
ing systerns. These mistakes are now well
understood—the current Fed chairman
has written a book on the subject.

This time around—and this is very
important—the Authorities have un-
leashed powerful fiscal and monetary
stimuli that are totally unprecedented in
size and scope. Interest rates have been
dramatically cut everywhere, and every
week more countries announce new fiscal-
stimulus programs. It takes time for these
actions to affect economic activity. Rate
cuts and expansion of the money supply
are powerful medicine, but won’t make a
difference for at least a year. Fiscal pro-
grams are quicker, but also take time to
implement. The actions of the Authorities
should begin to boost activity by the late
spring, and their uplifting effect will grow
as the year progresses. In the United

States, the fiscal-stimulus program is ex-
pected to add 4 percentage points to real
GDP growth in both the second and third
quarters of this year. In other words, the
world economy should begin to level out
and improve as time goes on. We are not in
a hopeless death spiral, as the bears say.
Second, the bourses of the world have
been falling since 2000 and, adjusted for
inflation, are down 60 to 70 percent. The
sortTy state of the world economy is front-
page news. Therefore, it stands to reason
that the bad news is extremely well known
and must be pretty thoroughly priced into
the markets. Treasury bonds have vastly
outperformed stocks for 10 years, and the
relationship between the two is back to the
level of the early 1980s, which was a fabu-
lous buying opportunity for stocks; 1982
was the takeoff point for the greatest bull
market in history. Bear in mind that for the
entire 20th century, a turbulent 100 years,
the annual real return for stocks in the U.S.
was 6.9 percent, versus 1.8 percent for
Treasury bonds. In Sweden the relevant
figures were 8.2 percent per year versus
2.3 percent for bonds; in Germany, 3.7 per-

Over 40 years, my experience has
been that when everyone is bearish,
it’s invariably right to gradually buy.
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cent versus minus 2.3 percent; and in
Japan, 5 percent versus 1.6 percent. Why
would you want to be a lender to the U.S.
government rather than an owner of real
assets or the means of production at a mo-
ment when the government is printing
more paper than at any time in its history?
Rolling more money off the printing
presses always eventually means higher
inflation and interest rates, which is of
course bad for bonds.

Third, depending on your frame of ref-
erence, stocks are either cheap or very
cheap, in absolute terms as well as versus
inflation and interest rates. In.America,
the price-to-earnings ratio of the S&P 500
when it is calculated on a market-
capitalization-weighted basis is about nine
times already depressed earnings. At the
height of the bubble in 2000 that ratio was
close to 20 times, and at the peak of the re-
covery in the fall of 2007, it was around 15.
In addition, the yield on stocks in both the
U.S. and Hurope is higher than that on
government bonds. Over the long run, the
ratio of a company’s stock price to its book
value (a measure of the retained earnings
of a company) and the ratio of its stock
price to sales have been the best predictors
of performance, and they show exception-
al value at the moment. Buy low, sell high!

Fourth, sentiment is just incredibly de-
pressed. I have never seen anything like it,
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not even in 1974 when the outlook was
very grim indeed. Back then, America had
just lost a war in Vietnam and nearly im-
peached a president, it was suffering hy-
perinflation and a recession, and its cities
were on fire. Still, the gloom wasn't at the
levels that we are seeing today. Money-
market cash is equivalent to 43 percent of
the total capitalization of U.S. stocks, an
all-time high. The return on cash is zero!
Hedge funds hold more cash than ever be-
fore. Private-equity funds are literally be-
ing given away because their owners don't
want the risk. All of it shows how bearish
everyone is.

Over 40 vears, my experience has been
that when everyone is bearish and has act-
ed accordingly, it is invariably right to be
gradually buying. Being a contrarian
works. The bottom of a stock-market cycle
by definition has to be the point of maxi-
mum bearishness. The news doesn’t have
to be good for prices to rally; it just has to
be less bad than what has already been fac-
tored into the market.

Already there are some glimmers of
hope. In the cil-consuming countries, the
huge drop in oil prices is similar to a mas-
sive tax cut. The fall in consumption is be-
ginning to level out. Inventories have been
reduced to levels so low that production
will have to be increased even to meet the
current depressed level of demand. The

IF YOU BUILD IT, THEYWILL COME: Surve);rs of home builders show some pick-up in demand

Japanese car companies have announced
assembly-line increases, and in the U.S.
auto dealers and home builders’ surveys
have looked up. Last week, the purchasing
managers index (PMI} in China rose for
the third consecutive month. JPMorgan’s
global manufacturing PMI posted a sec-
ond consecutive gain in February, and its
new-orders index has turned and is ris-
ing. These indexes are still in recession ter-
ritory, but the rate of change, the so-called
second derivative, has turned up. US.
house prices are still falling, and mortgage
foreclosures are rising. However, the af-
fordability of housing has soared and ex-
isting home sales are rising. The Obama
administration is proposing major mort-
gage-term restructuring.

The final antidote to despair was cap-
tured by Bernard Baruch in his 1932 fore-
word to a reprint of Charles Mackay’s
classic book “Extraordinary Popular Delu-
sions and the Madness of Crowds.” “If in
the lamentable era of New Economics that
preceded the crash of 1929, primitive in-
vestors had only chanted to themselves ‘two
plus two still equals four; then the disaster
might have been averted,” wrote Baruch.
Similarly, he said amid the gloom that had
descended by 1932, “when many begin
to wonder if declines would never halt,
the appropriate abracadabra may be: “They
always did”” And they always will. |
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Holger Schmieding

Is the Euro at Risk?

S THE DEATH OF THE EURO POSSIBLE? AS THE GLOBAL RECESSION DEEPENS,

investors are certainly starting to worry that Europe’s most ambitious integration

project to date, the common currency shared by 16 sovereign nations, could break

apart under the strains. The fact that the euro zone, far from decoupling from a
U.S. recession, is now contracting at least as fast as the U.S. and the U.K. has added to
the concerns. But the notion of a full-scale euro breakup looks vastly overblown.

The key reason the euro zone is not
doing well is external, not homemade.
Because companies around the world can
slash their investment plans in times of
uncertainty much faster than households
can scale back their expenditures, the
traditional exporters of top-quality ma-
chinery such as Germany are now suffer-
ing the brunt of the global downturn.
This, in turn, weakens the euro. At some
point, however, the worst of the global
crisis will be over—with luck, sometime
later this year. Once that happens, trad-
ing nations with a focus on investment
goods, like Germany, should be able to
recover lost ground.

The medium-term outloek for core
Europe is still encouraging. German con-
sumers had never joined m the credit-
fueled party thrown by U.S. and UK.
consurners. While these consumers will
probably need to restrain their consump-
tion for years after the crisis, core conti-
nental Europe, as well as China and
Japan, could enjoy an almost normal con-
sumer upswing once the crisis is over.

Of course, we have to get to the medi-
um term first. The global turmoil has hit
the euro zone as a symmetric shock. All
economies in the region are now contract-
ing. In this sense, the eurc area looks more
and not less cohesive than it did a year
ago, when regional real-estate booms
were already turning to busts in some
euro-member countries such as Spain,
Greece and Ireland, while Germany was
still enjoying strong export growth.

That said, markets are still shunning
alt kinds of perceived risks, and thus
drawing a much clearer distinction be-
tween supposedly strong countries such
as Germany and supposedly weak euro
members such as Greece, Ireland, Italy
and Spain, whose governments now have
to pay much more than Germany to bor-
row on global capital markets.

This has led to speculation that some
weaker nations mightedrop out of the
euro, perhaps even solving funding prob-

ILLUSTRATION BY ALEX NABAUM FOR NESWSWEEK

All economies in
Europe are now
contracting. In that
sense, the euro
area looks more and
not less cohesive.

lems the Zimbabwean way, by printing all
the money the government wants in a new
national currency. But Zimbabwe, which
has taken this tactic to its extreme and is
now reeling under hyperinflation and eco-
nomic collapse, proves that this strategy
doesi’t work. Any country leaving the
haven of the euro would risk devaluing its
new national currency, and bond markets
would demand very hefty risk premiums.
These countries would thus find it much
more expensive to borrow.

The occasional speculation in corners
of the financial markets that a strong
country like Germany might abandon the
euro makes little sense either. Just imag-
ine what would happen if Germany re-
introduced its old Deutsche mark amid the
current turmoil. Foreign-exchange mar-
kets would probably bid the independent
German currency up quickly and strongly,
further crippling the growth prospects of
a country that exports half of what it pro-
duces, Given the extreme economic envi-

ronment, a German currency might soar
even more than in past crises.

The political logic also argues very
strongly against a demise of the common
currency. All member countries have in-
vested a lot of political capital into the
Furopean venture. European leaders meet
almost once a month to discuss a huge

‘range of issues. If one country had to ask

for urgent help in a particular financial
crisis, it would be very difficult for its part-
ners to refuse such a request. After alt, that
country’s vote may soon be needed again
in decisions on other matters,

Skeptics have expressed doubt that the
euro zone has a pot of money large
enough to bail out multiple European
member states simultaneously. Yet there
are various ways in which euro-zone
members could help each other. For ex-
ample, some European institution backed
up by the member states may temporarily
guarantee issues of new government
bonds by a euro country in trouble. Ina
similar way, many national governments
are already guaranteeing new bank bonds
against a fee and for a limited number of
years. A similar guarantee to another euro
nation would give that member time to
ride out the crisis and put its own house
in order.

The bottom line: global investors have
bigger things to worry about at the mo-
ment than a brealap of the euro zone. In
the medium term, the crisis may even
enhance the position of the euro. Many
European countries outside the euro, like
Poland and Hungary, are now suffering as
their currencies are battered badly. They
are trying to get as close as they can to the
protective umbrella offered by the euro.
The lesson for them is that they should
work harder to qualify for Europe’s most
exclusive club. If they can meet the re-
quirements, their entry will eventually
strengthen the common currency.

SCHMIEDING i chief European economist at
Bank of America-Merrill Lynch.
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CITIES BEYON
THE PAIN

As government gets bigger, so does a whole new
class of public-sector boomtowns.

ByMAC MARGOLIS

EMEMBER COMPANY TOWNS? FROM DETROIT TO WOLFSBURG, GERMANY, HOME TO VOLKSWAGEN,
they used to be places where you could count on a job for life. Now, they are mostly places where you
count your unemployment checks. But as the global economy shrinks (we should brace for “the worst
performance in most of our lifetimes,” said IMF managing director Dominique Strauss-Kahn last

week), and the public sector expands to cope with the fallout, there’s a new kind of boomtown—the
government town.

In places like Brasilia, Ottawa, Brussels and Washington, not only are new jobs being created, but home sales are
rising, incomes are up, car dealerships are full, and new malls, shops, luxury hotels and gyms can’t be built fast
enough. “High wages and job stability make the market in a public-sector city like Brasilia look irresistible and practi-
cally recession-proof]” says Carlos Jereissati Filho, chef of the Sao Paulo-based Iguatemi Shopping Center Company,
which is building a new $80 million high-end mall in Brasilia with 200 shops, including Louis Vuitton and Zegﬁa.

Other developers agree and are voting with their feet. Even though commercial-real-estate projects in Belgium
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are faltering, bureancrats in Brussels just
gave the thumbs-up to a new €8 million
aqua gym and fitness studio to be used by
European Commission members. The
commission this month also announced
plans for an architectural revamp, funded
by its own coffers, of the entire EU quarter
where it occupies more than 50 buildings.

Similar trends are brewing in North
American government towns, Last year,
home building nose-dived throughout
Canada—except in Ottawa, where indus-
try is scant and one in five workers draws a
government paycheck. In the Canadian
capital the resale price for condos jumped
nearly 12 percent in 2008 and 5.7 percent
for single-family homes. No wonder, given
that federal employees enjoy a 41 percent
wage premium over private-sector work-
ers. As Toronto Star columnist Jim Travers
wrote recently, “Hard times arrive here in
mink slippers.”

Ditto Washington, where 28 percent of
the District’s paychecks are cut by the vari-
ous layers of the federal bureaucracy. While
the private sector has shed 4.6 million jobs
since December 2007, when the economic
contraction began, the federal government
has hired 200,000 workers, according to the
Bureau of Labor Statistics. The new admin-
istration will likely create another 400,000
temporary jobs and 180,000 permanent
ones. No wonder D.C., without a factory in
sight, was the nation’s second-fastest-grow-
ing job market (after Alaska) in 2008.

Perhaps the biggest prosperity bubble of
all is in Brasilia, where more than 50 per-

[
0 View photos of the world’s government
boom towns at xtra.Newsweek.com,
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CRISIS? WHAT CRISIS? [z government towns like Brasilia (above), Ottawa, Washington, D.C., Brussels and Edinburgh, happy days are still here

cent of jobs depend directly or indirectly on

the state. The Brazilian economy will be
lucky to grow at all this year, but Brasilia is
booming. Wages are already four times the
national average and are predicted to grow
again this year. In December and January,
as national car sales were flat, new car sales
in Brasilia jumped 20 percent. Home sales
rose 25 percent last vear and are expected to
climb another 20 percent in 2009 com-
pared with a 15 percent drop nationally.

Of course, no one claims that govern-
ment towns provide some sort of pathway
out of recession. If that were the case, Ice-
land and the Baltic states would be in the
black instead of on their knees. In fact,
worries over fiscal bloating are stoking
debate in boardrooms and pelicy circles

eral level, the premium is 41 percent,” says

‘the Federation’s Danielle Smith, “That

plus 100 percent job stability is why peo-
ple prefer to seek jobs in the public sector.”

All this may come to a crashing halt as
High Street's crisis eventually reaches gov-
ernment coffers, bleeding the tax base and
forcing officials to tighten belts. It's worth
remembering that the last time Britain sank
into depression back in the 1930s, every
staffer in the entire public sector, from cabi-
net ministers on down, was forced to take a
pay cut of between 10 and 20 percent.

But don’t tell that te those facing
today’s wintry job market. If once every
grad student dreamed of becoming a
derivatives-slinging financtal cowboy,
now many ache to become bureaucrats. In

In Brasilia, where one of every two jobs
depends on the state, wages are four times
the national average, and predicted to grow.

across the world. While most private com-
panies are slashing or freezing wages,
public servants are looking forward to in-
creases of 2 percent or above this year.
The distortions are particularly glaring in
Canada, where the few industries that are
still hiring (high tech and energy) com-
pete on unequal terms for talent with gov-
ernment, where wages, pensions and
perks are still growing. A recent survey by
the Canadian Federation of Independent
Businesses showed that local, provincial
and federal governments offered far better
wage and benefits packages than the pri-
vate sector for equivalent jobs. “At the fed-

China, where the state has long played a
central role in employment, there's a grow-
ing bull market in civil-service exams. A
record 775,000 people sat for civil-service
exams in China in 2008-—130,000 more
than in 2007, “My classmates want to joint
the public sector,” admitted Yu Shui, who
takes night classes at Befjing’s premier
business academy, the School of Econom-
ic Management. “It’s safer than the private
sector.” As Deng Xiaoping said, to get rich
is glorious, no matter how you de it.

With WiLLIAM UNDERHILL in London,
MANUELA ZONINSEIN in Begfing
and DINA FINE MARCON in D.C.
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By MELINDA LIU

VEN IF YOU FOLLOW NEWS ABOUT CHINA, IT'S POSSIBLE THAT
you've never heard of Chongqing, a sprawling municipality of 32 mil-
lion people on the Yangtze River. A major industrial center and logis-
tics base, Chongging bills itself as the “Gateway to Western China.”
Seventy percent of its citizens are peasants. Per capita income levels,
while growing, have never reached those of better-known cities such as
Shanghai or Beijing. Yet Chongqing and a host of smaller inland cities like
it are central to China’s economic-recovery hopes. Chongqing is already outper-
forming not just the depressed coast but the rest of China, too.. The city’s

GDP is slated to grow at an eye-popping
12 percent in 2009—beyond the wildest
dreams of most Western countries, or in-
deed beyond China’s own 2009 national
target of 8 percent, which even Premier
Wen Jiabao now admits will be “arduous”
to achieve.

This unusual record is due largely to
billions of dollars in government money.
More than 60 percent of China’s two-year,
$586 billion economic-stimulus package
will go to inland regions, and some $34
billion is earmarked for Chongging—more
than double the per capita share for Chi-
na’s 1.3 billion people. Ambitious rail- and
road-expansion projects—such as the

new facility, as has the major Chinese
electronics manufacturer Jiangsu Baix-
ue.} It's a shift sanctioned by Beijing,
which sees the city as the centerpiece of
its newly reinvigorated “Go West” cam-
paign, which aims to shift China’s future
growth from the coasts to the vast hinter-
land. Now, with the coastal export model
well and truly broken, Beijing has politi-
cal license to move full steam ahead with
the plan, which is focused on bettering
the lives of China’s 750 million farmers in
more than 400,000 villages, mostly in the
interior—and, eventually, turning them
into consumers.

The goal was front and center at

China’s Money
Flows West

As exports plummet and coastal factories close,
Beijing looks inland for a new economic model.

Chongqing-Lanzhou rail line—will help
connect the Yangtze port and other inland
cities to markets farther west as well as to
big cities back east: $220 billion of stimu-
lus money is for such projects. This accel-
erated spending will, in turn, drive up
demand for coal and iron ore—two major
commodities shipped along the Yangtze.
In January the river’s ports saw their first
monthly increase in cargo in half a year.
“Chongqing has entered a new growth
cycle,” predicts Mayor Wang Hongju.

The numbers back him up. Invest-
ment in infrastructure and other types of
construction in 2009 has jumped 35 per-
cent from the same period last year. And,
with labor and propefty costs still rela-
tively low, companies that once built fac-
tories on the coasts are relocating to
Chongging. (HP has begun building a
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China’s parliamentary session in early
March, during which Wen revealed plans
to increase spending on agriculture and
social programs in rural areas by 20 per-
cent, to US$104.6 billion, and to boost a
nationwide campaign to “send electronics
down to the countryside” by giving a 13
percent rural sales rebate on TVs, cell
phones and computers. The government
is even offering farmers a one-time grant
to upgrade farm vehicles to light trucks
and cars. At the same time, new shopping
centers, cinemas, sports halls and other
entertainment venues are going up in
Chongqing and other inland areas.

It’s all designed to loosen the wallets of
China’s rural residents, whose incomes
have risen 6 percent annually for five
years, as well as to tap the wealth of the 20
million migrants returning home to inland

provinces from coastal areas after losing
factory jobs. There is money to spend—the
average migrant returning to Chongging
brings $32,000 per household after work-
ing for five years on the coast, according to
Prof. Pu Yongjian of the Chongging Uni-
versity School of Management. But getting
them to spend it has always been an uphill
battle; the average Chinese savings rate is
20 percent, in large part because the lack
of a social safety net means that citizens
hoard for rainy days.

Chongging has been scrambling to ad-
dress such worries ever since grassroots
tensions flared a few years back. Now
more than 85 percent of its farmers have
basic medical insurance. More recently,
0,000 taxi drivers went on strike, blocking
roads and setting vehicles on fire to protest
their lack of medical insurance, among

NEWSWEEK | MARCH 23, 2000
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other things. Chongging Party Secretary
Bo Xilai quickly met in person with the
taxi drivers’ representatives—a daring
move for a top cadre—to hear their griev-
ances. Right after the meeting, says taxi
driver Tang Zhirong (who took part in the
meeting), she and her colleagues began re-
cetving monthly allowances and company-
subsidized medical care,

Even as government officials try to bol-
ster consumption, they are also trying to
boost preduction in the hintertand, which
still has the advantage of lower wages and
less frothy real-estate prices. As a center
for the automobile, aluminum and chemi-
cal industries, Chongqing is keen to pros-
per the way manufacturers in the east had
done for so long. “For decades, the coast
got more help from the government,” says
Yin Mingshan, the private entrepreneur

PHOTOGRAPH BY SHIHG FUKADA FOR NEWSWRER

who heads the Lifan motorcycle and car
maker. “Now companies like us will get
more government support.” Indeed, this
past December, Premier Wen visited Yin
in Chongqing to announce Beijing’s $733
million bankrolling of 13 percent dis-
counts on rural motorcycle sales, a
campaign titled “Maotorcycles Down on
the Farm.”

I¢’s one of many incentive programs al-
ready underway in the area. Lifan already
receives government funding to develop a
hybrid clean-energy car, which is slated for
launch this year. Yin will also benefit from
Beijing's decision to halve the sales tax on
cars with engines smaller than 1.6 liters.
Such incentives for the auto industry were
part of Beijing’s stimuli to 10 specific sec-
tors, from metals to electronics. Lifan
makes sedans—60 percent for the domes-

RIVER OF DREAMS: Chongging is growing fast

tic market, 40 percent for export to places
like Russia and Algeria—and soon it'll roll
out a new model with a 1.4-liter engine:
the Lifan 320, a kind of poor man’s Mini.
Likely price tag: less than $7,500—just
right for a first-time car owner, which
many Chinese aspire to be, but also well
suited to a host of other increasingly frugal
consumers in markets around the world.
“I'm more optimistic than I've been for
more than a vear,” says Yin. It's an opti-
mism that’s tough to square with the con-
tinual stream of bad news still coming cut
of China’s major coastal export hubs, but
one that China’s leaders hope will reflect
its economic future.

With CRAIG SIMONS in Donggnan
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POINT OF VIEW I

Jim O’Neill

"The New Shopping Superpower

HINA'S FEBRUARY TRADE SURPLUS PLUNGES, INDUSTRIAL PRODUCTION FALLS TO
record lows, electricity consumption slows dramatically, millions flee Shenzhen and
other cities in the east as factories close. These are just a few recent news items that
have prompted client e-mails requesting my latest forecasts for the BRICs, the term
we at Goldman Sachs coined back in 2001 to encapsulate the excitement about Brazil, Russia,
India and China, the world’s most promising emerging markets. What everyone wants to know

is whether this is the end for what we called the BRIC “dream.”

The simpte answer is no. While [ predicted a few years back
that the BRIC economies would together be larger in dollar
terms than the G7 by 2035, I now believe that this shift could
happen much faster—by 2027. Take the gloomy prognostica-
tions for China, the biggest and most important of the BRICs.
What the China doomsayers don’t report is that through Febru-
ary retail sales growth rose by 15 percent. Consumer prices
have fallen sharply, providing a big boost in real income. The
government is stimulating demand through infrastructure
spending, and Beijing has announced major plans to strength-
en medical coverage, something
that could eventually release a
tremendous amount of pent-up
Chinese savings. The Chinese
A-share market, which fell more
than 60 percent in 2008, hit bottom
on Nov. 10. It's no coincidence that
this was the day Beijing announced a
stimulus package of 4 trillion yuan.
Since then, Chinese stocks have
rallied by more than 30 percent,
outperforming U.S. stocks by close
to 50 percent.

Who said decoupling was dead?
The decoupling idea is that, because ¢ [ &
the BRICs rely increasingly on do-

STILL BUYING: Consumers in Chongging flex their muscles

that things will get better. In 2010, we expect world growth to
be near 3 percent, with China, stimulated by growing domestic
demand, back at 9 percent, and Ind:a at 6.6 percent.

Within this overall picture, there is clear evidence of a major
rebalancing, as BRIC shoppers account for an increasingly large
share of global consumption. When we track retail shoppers
from 2004 to 2008 (using data adjusted for inflation and the rela-
tive size of national economies), it becomes clear that European
and Japanese shoppers were barely contributing anything to real
consumption growth. American shoppers gradually contributed
less up to 2007 before completely zipping up their wallets in

. 2008. BRIC shoppers slowly con-
tributed more, and, importantly,
their contribution continued to
increase into 2008, despite the
collapse of the U.S. shopper.

‘While marty now say decoupling
was a crazy idea, this evidence sug-
gests very strongly that it was work-
ing in a big way. What confuses peo-
ple is that because of the sheer dollar
figures accounted for by the U.S.
shopper, everyone’s exports col-
lapsed, and this meant lower GDP
growth across the board.

Projecting forward over the next
few years, we expect some slow-

mestic demand, they can continue to
boom even if their most important export market, the United
States, slows dramatically. The idea came into disrepute last fall,
when the U.S. market collapse started to spread to the BRICs, but
there’s now lots of evidence that decoupling is alive and well.

‘What many casual observers of our BRIC projections never
realized is that we used extremely conservative assumptions
about real GDP growth. Our forecasts assumed growth in China
of just 5.8 percent from 2001 to 2050, including a slowdown to
5.2 percent from 2011 to 2050. Until recently, China had been
growing at more than double this rate. Even now, the consensus
for 2009 is 7 percent (we are below consensus at 6 percent), ris-
ing to more than 8 percent next year. For the period from 2011 to
2050, we project 2.8 percent growth in Russia, the BRIC that is
suffering most from the global turmoil, and 6.2 percent growth in
India, the BRIC with the most rapidly growing population.

This year the BRICs as a whole will grow only about 4 percent.
But compare that with the truly bleak forecasts for the rest of the
world. Our latest globat GDP forecast for 2009 shows a decline of

© 1.1 percent. We forecast a decline for the U.S. of 3.2 percent; an
even worse fall-off for the euro area, negative 3.6 percent; and for
Japan, an astonishing decline of 6.1 percent. The good news is

PHOTOGRAPH BY SHIHO FUKADA FUR NEWSWEEK

down in the BRICs’ consumption

The BRICs rely because of Russia primarily, but
increasingly o gobalconibucon vl o
on domestic the U.S. What the tren’d lines clearly
demand and show is the ascent of the BRIC con-
can boom sumer, and a continued trend to-

. ward economic decoupling.
even if export Atthe heart of this shift in con-
markets like sumer power is China. Its total
the U.S. slow. economy already equals that of the

other three BRICs put together, and
what happens to China is critical for the BRICs, and the world.
With the autherities announcing plans to introduce medical in-
surance to 90 percent of the rural community by 2011, a huge
infrastructure-spending program and a massive easing of mone-
tary and financial conditions, the only debate in my mind is
exactly when China will restore its growth rate back above 8 per-
cent. When that happens, I suspect I'll be getting far fewer wor-
ried e-mails asking what our new BRIC projections look like!

O’NEILL 45 chief economist at Goldman Sachs.
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Jeffrey E. Garten

We Need a G20 Reality Check

HEN I WAS A TRADE OFFICIAL IN THE CLINTON ADMINISTRATION, I,

discovered that the British government was unusually talented at writing

summaries after difficult negotiations. Their communiqués were not just

eloquent, but managed to brilliantly paper over major differences among
the participants. It is a skill that will be vital on April 2 when the heads of state of the
G20 meet in London to coordinate policies for the worldwide economic crisis.

Whatever happens at this summit, it
will be light-years away from the expecta-
tions that have been building. British
Prime Minister Gordon Brown has been
calling for a global New Deal. French
President Nicholas Sarkozy and German
Chancellor Angela Merkel have talked
about “remaking capitalism.” IBM CEO
Sam Palmisano has called for the summit
to unleash a new wave of long-term in-
vestments, and Fred Bergsten, a promi-
nent economic commentator, says the
meeting is the best and last hope for sig-
nificant pelicy coordinaticn.

Yet in today’s highly fragile global econ-
omy, any disparity between the hype and
the reality is bound to upset financial mar-
kets, investors and consumers. It could
exacerbate the already dangerous rise
of economic nationalism. It could also
damage essentjal collaboration among key
governments that will be necessary long
after the one-day summit, That is why offi-
cials in London, New York and Brussels in
particular should work this week to lower—
rather than raise—expectations of what the
G20 will accomplish.

In ordinary times, deep cross-border
collaboration is problematic. Today it is
even more so, with political leaders facing
excruciating domestic pressures of plum-
meting growth, shrinking credit, contract-
ing trade, soaring unemployment and
rising political demonstrations, Conduct-
ing international diplomacy was difficult
enough when the G7 was the central insti-
tution, but it is far more complex with the
addition of China, Saudi Arabia, Argenti-
na, Turkey, South Aftica, etc., all with
their divergent interests and political
processes. ' :

Beyond that, decision making is made
tougher by massive economic and political
uncertainties, No one knows how long
and deep the downturn will be. No one
knows the true state of the banking sys-
tem. No one knows whether the stimulus
measures that have been implemented are
adequate.

P

Against high
expectations, the
truth is the 620 is not
capable of the
breakthroughs that
the times demand.

Most important are the deep-seated
differences among the major G20 partici-
pants. The U.S. doesn’t want its gigantic
stimulus package to become a free ride for
Europeans, so it is pushing for the EU to
further gun its fiscal engines. The EU
wants Washington to take a tougher and
more comprehensive line on global finan-
cial regulation, Both the U.S. and EU
are concerned that Beijing will expand
its export subsidies. Brazil is focused on
reopening global trade negotiations,
something President Obama has all but
ruled cut. And so it goes.

The best the G20 can de on April 2
is announce a few feasible and concrete
goals that fall far short of any claim of
revamping the global financial system 4 la
Bretton Woods. To help developing coun-
tries, they should announce a major in-
crease in funds for the IMF, including a
precise dollar amount and a very short
timetable for producing the money. To
offset the evaporation of trade credit, they

should create a new trade finance fund, at-
tached to the World Bank. To combat pro-
tectionism, they should direct the WTCG to
name and shame anyone taking antitrade
measures, starting the following week.

They should ask a working group of
ministers to make proposals within three
months for a stronger regulatory regime,
indicating guiding principles such as the
need to subject every category of financial
institution, including hedge funds and
sovereign wealth funds, to greater super-
vision. And they should agree to meet
in July and every quarter thereafter to
show that coordination isn’t an occasional
photo op.

The key challenge is to give the mar-
kets and the public a sense of hope that
some important actions will be taken bal-
anced by a sense of reality that the summit
can accomplish only a very limited num-
ber of objectives. The good news is that
this meeting will not be anything like the
disaster of the London Economic Confer-
ence of 1933, which collapsed amid na-
tionalist pressures and U.S. neglect. This
time around, no government is unaware
of the dangers and futility of go-it-alone
policies. But the fact is also that govern-
ments are a long way from the kind of
collaboration necessary to remake the
global financial system. In terms of new
institutions, they are, for example, simply
unprepared to accept the need for a glob-
al monetary authority with regulatory
powers. In terms of mindset, the major
nations are still not ready to make funda-
mental changes in their domestic policies
to accommodate international needs.

The truth is that our public officials
are doing the best they can amid massive
domestic constraints imposed by the
crisis, but they are not capable of the ma-
jor breakthroughs in global coordination
that the times really demand.

GARTEN is the Fuan Trippe Professor of
International Trade and Finance at the Yale
Sthool of Management.
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By KENNETH ROGOFF and CARMEN REINHART:

HE GOOD NEWS FROM OUR HISTORICAL STUDY OF
eight centuries of international financial crises is that, so
far, they have all ended. And we confidently predict this
one will end, too. We are just not quite so sure it will be
nearly as soon as the chirpy forecasts coming from poli-
cymakers around the globe. The U.S. administration, for exam-
ple, is now predicting that growth will renew in the latter part of
this year and continue at a brisk pace of 4 percent for several years
thereafter. Is this a fact-based forecast or wishful thinking?

A careful look at the international evidence on severe banking
crises suggests a far more cautious assessment. The recessions
that follow in the wake of big financial crises tend to last far
longer than normal downturns, and to cause considerably more
damage. If the United States follows the norm of recent crises, as
it has until now, output may take four years to return to its pre-
crisis level. Unemployment will continue to rise for three more
years, reaching 11-12 percent in 2011.

The news on housing prices and the stock market is arguably a
little better, mainly because there has been so much damage al-
ready. The typical fall in inflation-adjusted stock prices is 55 per-

Don’t Buy
The Ghirpy ;
Forecasts

The history of banking
crises indicates this one
may be far from over.

cent, a benchmark the U.S. has more or less achieved. The typical
decline in housing prices is 36 percent. According to some
indicators, inflation-adjusted housing prices have already fallen
roughly 30 percent. The bad news is that these down price cycles
typically last for several years. So, even if the big hit on stocks and
house prices has come already, the bottom might not be reached
until the end of 2010.

These forecasts may seem somber, but so far the U.S. experi-
ence has mirrored past deep banking crises around the world to a
remarkable extent. In our forthcoming book, “This Time Is Dif
ferent: Eight Centuries of Financial Folly,” we compare the U.S.
crisis with earlier banking-crisis episodes in Spain, Norway, Fin-
land, Sweden, Japan, Hong Kong, Indonesia, Korea, Malaysia,
the Philippines, Thailand, Colombia and Argentina over the past
three decades. It may seem like hyperbole to compare the United
States with emerging markets, but hard evidence suggests it is
not. True, rich countries are far less likely to face the prospect of
sovereign default. (Why bother? Since rich countries can gener-
ally issue public debt in their own currency, they always have the
option of reducing its value through inflation.) But, contrary to
popular belief, banking crises tend to be far more of an equal-
opportunity menace. Indeed, a failure to recognize the historical
vulnerability of rich cduntries to financial crises lies behind the

ILLUSTRATED LONDON NEWS - EVERETT COLLECTION

incredible conceit of Anglo-American policymakers that their
gold-plated financial systems were invutnerable.

British and U.S. financial regulatory frameworks did, in fact,
have many strengths. But even a person who can handle a lot of
stress will have a heart attack if she takes on too much. And that is
exactly what happened under the weight of massive external bor-
rowing, It is too bad, because had policymakers looked at stand-
ard warning signs of past financial crises, including the episodes
we listed above, they would have realized the extent to which
their economies were likely headed for a cdlamity.

Assuming the U.S. continues going down the tracks of past
financial crises, perhaps the scariest prospect is the likely evolu-
tion of public debt, which tends to soar in the aftermath of a cri-
sis. A base-line forecast, using the benchmark of recent past
crises, suggests that U.S. national debt will rise by $8.5 trillion
over the next three years. Debt rises for a variety of reasons, in-
cluding bailout costs and fiscal stimulus. But the No. 1 factor is
the collapse in tax revenues that inevitably accompanies a
deep recession. Eight and a half trillion dollars may sound like
a lot. It is more than 50 percent of U.S. national income. But
if one locks at the Obama administration’s stunning budget-
deficit projections, with exceedingly optimistic projections on

THIS TOO SHALL PASS: An artist’s rendering of the Panic of 1907

growth and bank-bailout costs, we think the U.S. is right on track.

We have focused on the United States, because it is the
epicenter of the crisis, and because the quantitative comparisons
are so striking. But one could just as well have been locking at a
host of other countries around the globe, most of which are swept
up in the maelstrom. :

Might things be better than our historical benchmark? Should
we, like the group of 20 finance ministers meeting in London last
weekend, keep believing in the possibility of sustained strong
growth by the end of the year? Today’s fiscal and monetary poli-
cies are certainly a lot better than what the world saw in the Great
Depression of the 130s. On the other hand, the current crisis is
far more global than any seen since the *30s, when most countries
took a decade to grow back to where they had started.

Financial crises don’t last forever. But this one could last a lot
longer if policymakers don’t start basing their actions on more re-
alistic assessments of where we are and what is likely still to come.

ROGOFF is the Thomas D. Cabor professer of public policy and professor
of economics at Harvard University. REINHART f5 ¢ professor of economics
at the School of Public Policy at the University of Maryland.

%



TiIrrE -

maREl A, a0CY

Crunch Time

With the Japanese economy in free fall, the
country’s leaders are facing monumental
challenges. They may not be up to the task

BY JIM ERICKSON AND COCO MASTERS

global stage at a critical time in history,

you had better be on your game. Japanese
Finance Minister Shoichi Nakagawa cer-
tainly wasn't at his best at arecent meeting
of the G-7 group of industrialized nations
in Rome. During a Feb. 14 news conference,
Nakagawa went before the press in what
appeared to be an inebriated state. While
the cameras rolled, Nakagawa slurred out
halting answerts to questions, yawrned and
seemed on the verge of dozing off. He later
said he wasn’t drunk, blaming his bleary,
wobbly performance on jet lag, cold medica-
tion and a sip of wine. Bhit the damage was
done. Beset by international ridiculeand an

IF YOU ARE GOING TO TAKE TO THE

The perception is
that Aso has failed to
deliver the fiscal and
monetary steroids
Japan needs to avert
a deep recession

Back against the

outraged Japanese public, Nakagawa was
forced to resign from his Cabinet post.

The self-destruction of japan’s Finance
Minister provided YouTube-quality
evidence of what most Japanese already
suspect: its current leaders are looking in-
creasingly unprepared to deal with what
may be the country’s greatest challenge
since the end of World War Il Japan's econ-
omy, the world’s second largest, is contract-
ing at the fastest rate among all developed
natians. GDP growth in the last quarter
shrank at an alarming annualized rate of
12.7%, Japan's worst showing since the 1974
oil shock. But instead of taking vigorous
steps to counteract a worsening recession,
Prime Minister Taro Aso is lurching from
one embarrassing gaffe to the next, and
seems in imminent danger oflosing control
ofhisLiberal Democratic Party (LDP}—and
control of the government.

Indeed, the only thing falling faster
than Japanese industrial output is‘Aso’s
popularity, which according to a recent
Nippon Television survey has sunk to a
9.7% approval rate, the worst for a Japanese
Prime Minister since 2001. Even fellow
LDP stalwart Junichiro Koizumi, the in-
fluential former Prime Minister, has pub-
licly criticized Aso's blunders, calling them
“appalling” and “laughable.” Nakagawa's
Yeltsin-like meltdown “is one more nail in
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Asg’s coffin,” says Robert Dujarric, director
at Temple University’s Institute of Contem-
porary Japanese Studies. “It shows that he’s

incompetent and so is his administration.”

Aso did what he could to quickly mop
up the mess by naming current Minister
of the Economy Kaoru Yosano, 70, as Nak-
agawa’s replacement. A fiscal conservative,
Yosano will now wear three hats in Aso’s
government: running the ministries of
economy and finance and the Financial
Services Agency, which oversees banking.
Ifthings get much worse for the Prime Min-
ister and he is forced to resign, there is even
tallk that Yosano, who was runner-up to Aso
in the LDP elections in September, could
replace him as the new head of the party
and lead it in upcoming general elections
against Japan’s resurgent opposition party,
the Democratic Party of Japan (DF]).

It's doubtful that Yosano will be able
to turn things around. Yosano claims he
taught Ichiro Ozawa, the leader of the DFJ,
the chess-like game of go. But the last time
that Yosano and Ozawa played a match,
Ozawa won. With the LDP reeling, it ap-
pears Ozawanow holds the political advan-
tage as well—and this will affect whether
the government is able to take more decisive
action to combat the economic downturn.
While Aso’s Cabinetin December approved
$811.9 billion in stimulusspending, little of
that money has been put into action. Other
measures are seen as piecemeal and ineffec-
tive, Jeading to the perception that Aso has
failed to deliver the fiscal and monetary ste-
roids Japan needs to avert a deep recession.

Dim tuture Job scekers like these Tokyo students are facing the toughest market in decades

Breathtaking Descent.

ol
2005

2006 2007

L Quarterly change
«- in Japanese GDP -~
[ B e R

3 s ....... Fourth quarter 2008
-3.3%

Source: Thomson Reuters

The latest economic indicators are
dire: exports were down nearly 14% in
the fourth quarter, a record three-month
drop; with U.S. consumers shutting their
wallets, the big guns of corporate Ja-
pan—among them Toyota and Sony—are
forecasting historic losses and firing thou-
sands of workers; Japan’s unemployment
rate has spiked to 4.4%, a level not seen in
more than five decades. “We have a once-
in-a-hundred-year crisis and the policy
Tesponse is not even average,” says Jesper
Koll, president and CEO of Tantallon Re-
search Japan. “The people running the
show are not politicians, not independent
or accountable political leaders. The poli-
cies are run by bureaucrats.”

The fear is that additional recession-
fighting measures planned by the Aso
government will be sidetracked by Japan’s
chronic legislative infighting and revolv-
ing political leadership (the country is now
on its fifth finance chief and third Prime
Minister in two years). Japan’s parliament,
the Diet, hasforthe past several weeks been
debating legislation surrounding a supple-
mentary budget package that includes a
controversial $21.7 billion handout to the
Japanese public aimed at boosting consum-
erspending. But DF] politicians—smelling
blood in anticipation of general elections,
which must be held by September but could
come before then—might choose to take
advantage of Aso’s weakness by blocking
passage of additional stimulus measures,
no matter how pressing the need, says
Credit Suisse chief economist Hiromichi
Shirakawa, DP] politicians “can now argue
that the government has already lost their
ability to get back on a path to recovery,”
Shirakawa says. “I think the messy situa-
tion could get messier.”

Absent ap economic miracle, it’s pos-
sible Japan's political landscape will
change dramatically in the next several
months. The LDP has been Japan's ruling
party for most of the past 5o years. But if
deteriorating conditions force Aso to dis-
solve the Diet’s lower house soon, an ex-
asperated Japanese electorate could hand
the DPJ enough seats.in a general election
to take control of the Diet and choose a
new Prime Minister. Aso may not survive
as the nation’s chief long enough to suf-
fer that humiliation, though. “There’s no
optimistic shortterm scenario for Japan,”
says Gerald Curtis, professor of political
science at Columbia University. Aso “is
going to have to quit.”

The embattled PM may yet have one
last hurrah. As the Nakagawa fiasco was
playing out in Rome, Hillary Clinton was
visiting Tokyo on her first overseas tour as
U.S. Secretary of State. Clinton announced
that Aso on Feb. 24 will visit Washington
tomeet with 1.8, President Barack Obama.
That Aso was selected as the first foreign
leader to visit Obhama's White House offers
a ray of hope that the world’s two largest
econornies are cooperating to selve the eco-
nomic crisis. But the honor was hardly an
unvarnished vote of confidence. During
her Japan stopover, Clinton took an unusu-
alside trip by also meeting with Ozawa, the
DPj chief. Is Washington expecting a sea
change in Japanese politics? During a pe-
riod of unprecedented economic turmoil,
it's wise to hedge your bets. ]
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their bounce?

BY MICHAEL SCHUMAN

HE DEVELOPING WORLD HAS
had no shortage of dictators
who made lofty promises to up-
lift the poor and build power-
ful nations. Few ever delivered.

But then there is South Korea's Park Chung
Hee. A general who took control of South
Korea after a coup in 1961, he ruled, often
with an iron fist, for 18 years. Yet he was
also deeply moved by South Korea's desti-
tution. In the early 1960s, the country’s per
capita national income was just over $100
and the economy depended on American
aid. Park, a virulent nationalist, vowed to
do something about this. “I had to break,
once and forall, the vicious cycle of poverty
and economic stagnation,” he later wrote.
The solution Park divined was to hitch
South Korea's future to an expanding glob-
aleconomy. The country took advantage of
its cheap labor to manufacture necessities
like shoes and clothes to sell to consum-
ers in the developed world, particularly
those in the U.S. The strategy proved to be
wonderfully efficient. It drew investment
capitalinto the country, generating factory
jobs for impoverished farmers, infrastruc-
ture to supercharge commercial develop-
ment, and otherwise produced wealth

‘We've never seen an
external shock like
this in Asia.’

—ERIC FISHWICK, HEAD QF

ECONOMIC RESEARCH AT CL5SA IN
HONG KONG

South Korea could never have generated
on its own. Eager to raise living standards
in their own countries, Asian policymak-
ers and businessmen to varying degrees
adopted the same fast-track formula. The
economies of South Korea, Taiwan, Hong
Kong and Singapore did so with such
success they became known as the Asian
tigers. Their growth model produced mir-
acles—and as Park said in a 1965 speech,
exports were “the economic lifeline.”
Today, the tigers are being tripped up
by that same lifeline. As consumer and
industrial demand dries up in recession-
wracked Western countries, East Asia's
exportled nations are proving to be ex-
tremely vulnerable to asynchronized glob-
al slowdown. Among the tigers, overseas
trade is shrinking with frightening speed:
Taiwan’s exports in January plunged 44%
from the same month a year earlier, while
Singapore’s fell 35% and South Korea’s
33%. Overall economic growth is follow-
ing suit. In the fourth quarter of 2008,
Tatwan’s GDP contracted 8.4% from the
same period a year earlier, the worst quar-
ter on record. South Korea's GDP shrunk
3.4% in the fourth quarter, Singapore’s
fell 3.7% and Hong Kong’s dipped 2.5%.

Hlustratlons for TIME by Alex Nabaum
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Eric Fishwick, head of economic research
at brokerage CLSA in Hong Kong, predicts
these dismal numbers will persist. He sees
Singapore’s GDP contracting 10% thisyear,
while South Korea's will decline 7%, Hong
Kong’s will slide 5% and Taiwan's will
drop, stunningly, by double digits. “We've
never seen an external shock in Asia like
this,” says Fishwick.

Too Much of a Good Thing

THE PROBLEM WITH THE TIGER ECONOMIES
is that, four decades on, the spirit of Park
Chung Hee is alive and well. While the
mix of products may have changed from
sneakers and stuffed toys to microchips
and flat-panel TVs, the tigers remain heav-
ily reliant upon exports to power growth.
And like any addict, they’re now experi-
encingthe pain of rapid withdrawal as fac-
tories close and millions of workers across
the region lose their jobs. Homelessness is
on the rise in South Korea's capital, Seoul,
where at 2 a.m. each night the city’s largest
train station becomes a makeshift hostel
as scores of 6-ft.-long benches are taken up
by dozing men and women seeking shelter
from Korea’s icy winter nights.

Once booming businesses are resort-
ing to desperate discounting to try to keep
customers coming. In Hong Kong, 1,000
restaurants have joined together to offer
dishes such as dim sum and roast pigeon
for one Hong Kong dollar (about 13¢). In
Taipei, Taiwan’s capital, fast-food chain
KFC held a press conference last month to
announce 50% discounts on every second
meal ordered, only to have McDonald’s
employees interrupt by parading with
signs promoting $2 lunch specials.

Even at cut-rate prices, there will still
be fewer chickens to fry. At the Hsinchu
Science and Industrial Park, home to
many of Taiwan's flagship technology
companies, more than three but of four
workers are currently taking unpaid leave
atleast one day a week. Ryan W, chief op-
erating officer of job-search website 1111
Job Bank, says that conditions at Hsinchu
have never been so dire in the park’s
29-year history. Wu says that two years
ago, the companies that job hunters most
often sought out using his service were
microchip makers and electronics manu-
facturers; last year, the most-searched-for
company was convenience-store chain
7-11. “I think there’s extreme panic right
now,” Wu says.

That panic is felt by politicians and
policymakers, who have slashed inter-
est rates and hiked fiscal spending in an
attempt to stimulate growth. In Janu-
ary, Taiwan’s government doled out $2.6
billion in spending vouchers—or about
$100 a person—to enfourage consumers
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Asia’s model
resembles a vast
Ponzi scheme, one
that is precariously
perched on the
expectation that
Americans will
continue buying
more and bigger
TVs, computers and
cars forever

to splash out. The administration of Presi-
dent Ma Ying-jeou is also pushing a $14.7
billion program of infrastructure projects
through the legislature, which includes
funding for construction of better bridges
and more subways. Singapore in January
announced a $13.4 billion “Resilience
Package” that will increase the country’s
budget deficit to arecord level. Yet thereis
a limit to what governments can do. Ex-
ports are simply too important to the tiger
economies to be easily replaced. They rep-
resented 74% of Taiwan's GDP and 46% of
South Korea's in 2007. “You can't change
the [export] model,” laments Song Seng
Wun, an economist at CIMB-GK Research
in Singapote. “You just have to make sure
everyone can take the downturn.”

This Time It’s Different

ASIA HAS SUFFERED RECESSIONS BEFORE,
of course, and bounced back strongly. But
this downturn is different. Unlike during
recessions in 1997-98 and 2001-02, Asias
favorite customer—the American con-
sumer—appears to be making profound
changes in his purchasing habits. In the
lengrun,this maybe a good thing. Rough-
ly 25% of Asia’s final exportsend up in the
U.S., and economists have been warning




for years that America’s penchant for bor-
rowing and spending, coupled with Asia’s
pattern of saving and selling, created mas-
sive trade imbalances that would ultimate-
ly prove to be economically destabilizing,

But in the short run, Asia is finding
itself powerless to adjust quickly to the
swift, steep decline in trade, which is not
limited to U.S. exports. Trade among Asian
‘countries is also plummeting, because
much of this intraregional commerce is
indirectly dependent upon Western con-
sumption. A high proportion of Taiwan’s
trade with China, for example, has been
made upofelectronic components shipped
ta Chinese factories for assembly into fin-
ished products—which eventually wound
up on the shelves of stores in the U.S. Asa
result, Taiwan's China tradeis contracting
twice as fast as the island’s U.S. exports.

In short, Asia’s growth madel resem-
bles a vast Ponzi scheme, one that is pre-
cariously perched on the expectation that
Americans will continue buying more and
bigger TVs, computers and cars forever—
which inturn allows Asia toforever goose
itsgrowth by adding industrial capacity to
feed the West.

This expectation has now been dashed,
andthescheme isunraveling. Debt-ridden,
house-poor and increasingly unemployed,
1.S. shoppers are cutting back. Consumer
spending in the U.S. dropped at an annu-
al rate of more than 3% in both the third
and fourth quarters of 2008—the steepest
consecutive quarterly declines on record.
As incomes shrink and America adopts a
more frugal mind-set, some economists
do not expect shoppers to return to free-
spending ways for years—or perhaps
generations. Economist Stephen Roach,
chairman of Morgan Stanley Asia, says
that “there is good reason to believe the ca-
pitulation of the American consumer has
only just begun.” U.S. consumer spend-
ing as a percentage of GDP reached 72%
in 2007, well above the pre-bubble norm
of 67%. Using that as a gauge, Roach says
that only 20% of the potential retrench-
ment of spending has taken place, even
after the dramatic decline at the end of
2008. “The imbalance that contributed
to the crisis—overconsumption and ex-
cessive savings—cannot continue,” says
Ajay Chhibber, director of the Asiabureau
at the United Nations Development Pro-
gram in New York City. “The model where
youstirnulate and [then] go back to the old
days is gone.”

Building a Better Tiger

ASIAN LEADERS FOR YEARS HAVE RECOG-
nized the need to reduce dependence upon
exports tothe developed world. Butaslong
as the engine wasn't broke, they weren't

inclined to make extraordinary efforts
to fix it. Now, it appears Asia’s primary
growth driver is, at the very least, badly
bent. Meaningful reforms that diversify
the sources of economic growth may be
needed if the region is to avert a prolonged
period of moribund economic activity.
The first layer of diversification must
come in the makeup of the tigers’ export
markets by strengthening and extending
trade links beyond the U.S. and Europe.
Policymakers in Taiwan aim to do this by
stimulating trade with other emerging

Tumbling Trade.
Plunging exporis are
killing growth rates
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markets, such as Russia, Brazil, India and
the Middle East. Commerce within the re-
gion also needs a boost. The tigers need to
“open up trade among the markets here,
and to develop local goods that are attrac-
tive to local markets,” says Joe Zveglich,
assistant chief economist at the Asian
Development Bank in Manila.

The second layer of diversification re-
quires reducing overall dependence on
trade by promoting domestic consump-
tion and expanding service sectors. Park
Chung Hee's growth model discouraged
investment in domestically focused sec-
tors and consumer spending—both of
which could provide a cushion to Asian
economies in global downturns. Vestiges
of his biases remain, to the detriment of
the South Korean economy. For example,
South Korea hasn’t developed the kind of
social services, such as day-care centers
for the children of working parents and

homes for the elderly, that would relieve
some of the financial burdens on work-
ing-class families and encourage them to
spend rather than save. “What tended to
be taken care of in the household could
become more marketized,” says Lim Won
Hyuk, an economist at the Korea Develop-
ment Institute in Seoul. “There is a lot of
room for job creation.”

South Korea's service sector in general
is still fettered by regulation that stifles
its development as a source of growth and
employment. A December report by the
Organization for Economic Cooperation
and Development found that service com-
panies are burdened by higher taxes and
energy costs than manufacturers, while
excessive regulation creates barriers for
start-ups. Hwang Doo fin, an architect
who operates his own small firm in Seoul,
complains of endless, stressful hours un-
tangling the confusing rules that govern
his business. “It is easier to produce a mas-
terpiece than run a viable business over
time,” Hwang says.

The tigers are already heading in the
right direction. Shortly after South Ko-
rean President Lee Myung Bak took of-
fice last year, he launched a program to
improve the services sector by increas-
ing financial assistance to targeted busi-
nesses and by reducing red tape. Taiwan
President Ma Ying-jeou is undertaking
his own deregulation program, with a
special focus on Taiwan's biggest trading
pariner, China. Ma believes that sectors
of Taiwan’s economy, such as tourism and
finance, have been stunted by the island’s
political standoff with Beijing. (China
considers Taiwan a renegade province.)
Ma is pushing for an agreement with
China that would allow for free flows of
capital and services across the Taiwan
Strait for the first time. He has already
opened the island to mainland tourists
and eased restrictions on Taiwan invest-
ment in China.

Yet if the tigers really want to thrive in
the future, the answer mightliein rejecting
anotherlegacy of Park Chung Hee: the idea
that governments alone can successfully
engineer high economic performance.
Jim Walker, an economist at independent
research firm Asianomics in Hong Kong,
argues that politicians still intervene
too much in their economies instead of
allowing market forces to work. “What
governments need to do is start trusting
their own people rather than hoping the
‘Westis goingto getitright all of the time,”
Walker says. For the tigersto keep roaring,
they may need to find their future, for the
first time, at home.—WITH REPORTING BY
NEEL CHOWDHURY/SINGAPORE, NATALIE
TS0/TAIPEI AND JENNIFER VEALE/SEOUL M
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BUYER: Hunan Valin SELLER;: Fortescue Metals The Chinese steelmaker
now owns 16.5% of the Australian ivon-ore-mining company
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Buying Binge. As
commodities prices
crash, China is snapping
up stakes in mining and
oil companies to lock in
vital resources

BY BILL POWELL

FEW YEARS AGO, THE CHINESE
A called it their “Going Out” strat-

egy. State-owned companies in key
industries were being encouraged by the
government to plant the flag of Chinese
capitalism around the world by purchas-
ing stakes in foreign companies. China
was booming, flush with cash and full
of optimism—naive optimism, it turned
out. In 2005, China National Offshore Oil
Corp., China’s oil and gas giant, tried to
buy Unocal, the American oil company,
and learned just how xenophobic Wash-
ington could be: the deal was called off

after strident objections from congres-
sional leaders. Two years later, Beijing’s
fledgling sovereign wealth fund China
Investment Corp. poured $3 billion into
Blackstone in return for a 10% stake in the
New York City-based private-equity firm,
just before the bottom fell out of U.S. debt
and equity markets. That deal was followed
by a $s billion purchase of a 9.9% stake in
Morgan Stanley, then in the early throes
of the credit crisis. Morgan Stanley’s share
price hassince fallen by more than half.
These were expensive lessons, but
make no mistake: Beijing has not decided

BUYER: Chinalco SELLER: Rio Tinto Latest cash injection brings
Chinalco’s stake to 18%

staying home is better than “Going
Qut.” State companies are still sitting on
mountains of cash, and although China’s
economy is slowing, officials see the
global recession as a prime opportunity
to cheaply acquire holdings of strategi-
cally important natural resources such as
iron ore, copper, oil and gas—commodi-
ties China's leadership knows it willneed
much more of in the long run. In the past
month, Chinese companies have bought
assets abroad at an unprecedented pace.
Aluminum Corp. of China (Chinalco),
a major holding company focused on
resources, has announced plans to in-
vest $19.5 billion in Rio Tinto, one of the
world’s largest mining companies. If
completed the deal would be the biggest
foreign purchase any Chinese company
has ever made. China Minmetals, an-
other state-owned firm, said it would pay
$1.7 billion in cash for Australia-based
Oz Minerals, the world’s second larg-
est zinc miner. On Feb. 23, Hunan Valin
Iron & Steel Group of China purchased a
$771 million stake in Australian iron-ore
exporter Fortescue Metals Group,

It's not just minerals Beijing is now
frantic to buy. On March 3, China Nation-
al Petroleum Corp. agreed to buy Calgary
based Verenex Energy, which has a 50%
stake in a huge Libyan oilfield, for $390
million. The China Development Bank
and China Petroleum & (il Corp. last
month invested $10 billion in Petrobras,
Brazil’s state-owned oil company and the
prime operator in one of the most prom.-
ising new offshore fields in the world.
The deal gives Petrobras capital to fur-
ther develop the fields. In return, China
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will get 100,000 to 160,000 barrels of oil a
day over 20 years.

Two daysbefore the Brazilian deal, Chi-
na secured what may be the most strategi-
cally significant agreement of all: Beijing
agreed to lend $x5 billion to cash-strapped
Rosneft, Russias oil major, and another
¢$10 billion to Transneft, Russia’s biggest
pipeline company. The loans will be paid
off not in cash, but in crude—300,000 bar-
rels a day from the huge east Siberian oil
field. That’s about 4% of China’s current
total demand for crude, secured on very
favorable terms. Over the 20-year life of
the deal, Beijing will effectively be paying
about $20 per barrel. Crude prices, which
last summer peaked at more than $140
per barrel, now sit just above $40.

There is a lot more oil and gas where
that came from, if Beijing can bring itself
to depend on Moscow as a supplier. That
isn't as easy as proximity might suggest.
The two countries have never trusted
each other. But economics now dictates
that historical enmity be put aside. With
the collapse of oil prices and the credit
crisis, Russia needs cash. China needs
fossil fuels; it needs them from a variety
of suppliers far into the future—and it
has the money to pay for them. Half of
the country’s massive national savings of
$2 trillion is in corporate coffers. “These
[Chinese] companies know this slump,
while deep, will not last forever,” says Xu
Minle, a Shanghai-based analyst at BOC
International. “China is now making
strategic investments overseas at a com-
paratively lower cost.’

There’s no question that it’s a buyer’s
market for raw materials, and that many

BUYER: Minmetals SELLER: Oz Minerals The deal effectively
cleared the Australian company’s entive existing debt

resource companies are struggling tofind
willing partners and financiers, China’s
Rosneft injection will allow the Russian
company to pay off $8.5 billion in debt-—
60% of it owed to foreign banks—that
matures this year. Beijing looks like the
last, best hope of miners and drillers.

But the deals are not without contro-
versy, particularly in Australia, where
some are worried that control of vital
resources is being handed over to the
Chinese. Chinalce is a huge consumer
of iron ore, and mining companies fear
that the investment in Rio Tinto could
give China more influence over the price
of iron in global commodities markets.
Every vear, steel and aluminum produc-
ers worldwide dicker with the big raw-
material producers over new contracts,
During the boom years, when Chinese
companies’ appetite for virtually every
metal was voracious, they got stuck with
stiff price increases. But the deal could
give Chinalco, which already owns 9.3%
of Rio, additional stakes in the mining

‘It's up to Rio to
convince us that [the
Chinalco deal] does
not transfer key
pricing power over a
key commodity to a
big customer.’

—AN INSTITUTIONAL INVESTOR
IN RIO TINTO

LENDER: Chinese government BGRROWER: Rosneft The Russian oil
company will pay off a $15 billion loan by sending crude to China

company’s choicest deposits of copper,
iron ore and bauxite. The secretary gen-
eral of China’s Iron and Steel Associa-
tion, Shan Shanghua, has already hinted
that Chinese buyers could have some ad-
ditional clout at the bargaining table.

This rankles some of Rio’s sharehold-
ers. One institutional investor told TimME
that it’s “up to Rio to convince us that
this does not transfer key pricing power
over a key commodity to a big customer.
They need to make that case, or I'm not
inclined to vote for the deal” when it
comes up for approval in May or June.
The investment also mnust be cleared by
the Australian Foreign Investment Re-
view Board.

At aMarch 2 news briefing in Sydney,
Chinalco President Xiong Weiping tried
to allay fears. “The transaction will in
no way lead to any control of the natural
resources of Australia,” he said, adding
that Rio’s corporate strategies and man-
agement practices would also remain un-
changed. For now at least, blatant anti-
Chinese sentiment in Australia appears
to be bottled up, and the investment is
expected to go through.

Considering how far mineral prices
have fallen, some analysts believe Chinal-
comight actually be paying a premium for
Rio Tinto assets. But BOC International’s
Xu says “the price is much, much lower
for the assets—particularly iron ore and
copper—than it would have been just six
months ago. This seems like a pretty good
deal” As long as commodity prices are
depressed, Chinese companies—having
learned the pitfalls of “Gotng Out™—are
likely to be ravenous buyers. N
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The Curious Capitalist | Justin Fox

AMERICANS ARE TICKED OFF ABOUT

the bank bailouts. Furious. They think
somebody—other than the taxpayers—
needs to pay. Let’s try to work out who
that somebody ought to be.

The banks’ shareholders don't make a
promising target. The stock prices of Citi-
group and Bank of America, to name two
especially dramatic examples, are down
more than go% from their 2007 peaks.
There are arguments, relating to incentives
for executives and future shareholders,
for wiping out current shareholders at the
most troubled banks. But that won't pay for
anything—the shareholders simply don’t
have much more value to cough up. Same
goes for those who work in the business.
Many have lost their job and life savings,
and most have seen theirsalary cut. Yes,
there have been egregious bonuses and
golden parachutes—and they ought to
be clawed back—but that won't pay fora
trillion-dollar (or more) bailout. Which
leaves ... the folks who loaned the banks
money. The banks' creditors have been
the clearest beneficiaries of the bailouts—
leaving them with the most wherewithal
to contribute.

Who are these creditors? The biggest
group, with outstanding loans of about
$g trillion, is ordinary depositors. When
money is deposited, it's being lent to the
bank. Those deposits were explicitly
insured by the Federal Deposit Insur-
ance Corporation {(FDIC) up to $100,000
before the crisis, and the banks paid for
that insurance {though not in full, given
that FDIC coverage has been raised to
$250,000 and seems effectively without
limit at bigger banks) and passed the cost

i may be too much to
ask small depositors to
monitor the risks at the
banks where they put
their money and pay for
getiing it wrong. But
bond buyers are pros

The Great Bond Bailout

Investors who own financial institutions’ debt -
are getting bailed out. Is that the right policy?

on in the form of lower interest rates than
on, say, an uninsured money-market
account. That, plus the fear that panicked
depositors could start a devastating run
on the banking system, explains why the
protection will continue.

But banks also borrow on wholesale
markets, mainly by issuing bonds. About

$2.6 trillion of bank funding in the U.S,,
20% of the total, comes from such debt
securities, according to the FDIC. At

the most troubled of the big banks, Citi-
group, the figure is 27%. (Citi’s domestic
depositors account for just 16%—its main
deposit base is overseas)) These bank
bonds are mostly in the hands of large,
sophisticated institutional investors—
pension funds, insurance companies,
mutual funds. It may be too much to ask
small depositors to monitor the risks at
the banks where they put their money
and pay for getting it wrong. But these
bond buyers are pros. If there is to beany
market discipline of risk-taking by banks,
bond investors ought to be the ones who
enforce it by withholding their cash from
the bad apples—and paying the price for

Extra Money
To read Justin Fox’s daily
take on business and the
economy, go to time.com/
curiouscapitalist

misjudgments. Plus, a few concessions
from creditors could ease the burden on
taxpayers dramatically. I Citi’s $486 bil-
lion in wholesale debt were converted
into common shares—admittedly a
pretty extreme solution—the company’s
balance-sheet woes would evaporate.
Which is why these arguments have
been gaining in popularity. “I think
it’s very important that the creditors
in this crisis take a hit,” said New
York University finance professor
Matthew Richardsonatan NYU
conference in March. “We need to try
to transfer some of the risk from tax-
payers to the financial system.”
Sounds awfully logical. So why
haven't we stuck it to these guys?
Because we're afraid they’ll panic.
“Unfortunately, we've built a sys-
tem where if you hammer those
guys hard, you're going to have a
global credit collapse,” said Simon
Johnson, a former chief economist
of the International Monetary Fund
who teaches at the Massachusetts
Institute of Technology and whose
blog, Baseline Scenario, has become
essential reading for crisis buffs. The
Federal Reserve and Treasury left
creditors at Lehman Brothers adrift
in September, and the repercussions
were so dire that regulators resolved not
to let such a thing happen again.

The FDIC can wind down banksin
amore orderly fashion than occurred at
Lehman. But FDIC chairwoman Sheila
Bairand Fed Chairman Ben Bernanke
have both said they don’t have the au-
thority to wind down global financial
conglomerates like Citi. The upshot: “If
you want to have no more Lehmans, then
inevitably you wind up guaranteeing
the banlks’ debts,” said John Hempton, a
money manager and former Australian
treasury official whose Bronte Capital
blog has become another crisis mustread.
That is, an orderly reorganization of the
financial system in which creditors make
sacrifices would be great. But it’s not really
an option. So we keep bailing them out. @
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NMEWFWEER. PILLH Do, sooy,

POWE

By RANA FOROOHAR

S CHINESE PREMIER WEN
Jiabao informed the world
recently, he’s a “little bit
worried.” Not about China,
mind you, but about the United States.
“We have loaned huge amounts of money
to the U.S., so of course we have to be con- ERREFELHIS
cerned,” said Wen earlier this month, =
warning America to “honor its word” and
“ensure the safety of Chinese assets”
Translation: Those guys on Wall Street re-
ally screwed up. We think the dollar might

tank and erase the value of our $2 trillion

in T-bills. Get your act together.

LIGHTS ON: The Chinese consumer outlook grows brighter
10




WORLD AFFAIRS

It's a stunning tmrnabout from even a
vear ago, when such warnings were almost
always issued by rich nations, like the U.S,,
to pocrer ones. But a lot has changed in re-
cent years and recent days. Emerging
giants like China are stronger, more eco-
nomically competent and vastly richer.
Their confidence has only increased amid a
calamity that is widely described as the
worst “global” recession ir 70 years, but is
in fact not truly global. It is shrinking the
richest economies, but ouly slowing the
emerging giants. This year GDP is expect-
ed to contract by 3 percent in the U.S. and
FEurope, and by close to 6 percent in Japan,
while continuing to expand in China and
India by 7 and 5 percent, respectively.

That growth gap is destined to reshape
the economic future of the world. Goldman
Sachs chief economist Jim O'Neill now pre-
dicts that the major emerging markets—
Brazil, Russia, India and China, a.k.a. the
BRICs—could overtake the combined GDP
of the G7 nations by 2027, nearly a decade
sooner than the forecast in a landmark
stndy a few years back. The ascent of the
formerly poor giants is accelerating, and
their confidence is evident not only in the
utterances of Wen Jiabao. Manmohan
Singh of India has blamed the “massive fail-
ure” on authorities in “developed societies,’
but his peers all name America by name.
Vladimir Putin of Russia scorns “the irre-
spongibility of the system that claims lead-
ership.” Luiz In4cio Lula da Silva of Brazil,
in an interview with NEWSWEEK (follow-
ing story), says the U.S. bears the brunt of
responsibility for the crisis, and for fixing it
at the upcoming G20 summit in London.

Power is not only shifting toward the
BRICs, but amnong them as well. For all their

outspokenness, Brazil and Russia have been .

hit much harder by the crisis than India and
China. Dependent on sales of commodities
that are shrinking rapidly in price, Russia's
eccnomy has fallen off a cliff, and could
shrink 3 percent this year. Brazil will likely
stagnate, Their recoveries could be slow and
painful, too. Goldman Sachs projections for
the period from 2011 to 2050 show Russia
growing at just 2.8 percent, Brazil at 4.3 per-
cent, China at 5.2 and India at 6.3. If those
figures turn out to he correct, three of the top
four economies in the world—China, the
U.S., India and Japan, in that order—~would
be Asian within the next two decades. The
Asian Century is almost here.

The markets seemn to know it. Whlle the
5&P 500, down about 45 percent last year;-
has plummeted another 15 percent since the
start of 2009, the Shanghai Composite In-

@ Read six expert opinion§ on carbon
cap-and-trade at xtra Newsweek.com
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dex is up by 20 percent, continuing a rally
that began in Noveinber.

The grim consurner outlook, unemploy-
ment paranoia and general siege mentality
that's taken hold in the West is also largely
absent in Asia. In China and India, sales of
cars, white goods and many other types of
consumer products are still rising, in large
part because of the strong and swift stimu-
lus measures taken by these nations, which
have clearly learned a lot about macroeco-
nomic policymaking since the 1990s. Capi-
tal goods and machinery are showing
double-digit growth in India, and cement
sales in China have suddenly risen, now that
it’s getting warm enough to build. Russia
once again is the outlier: consumer spend-
ing there is still down sharply.

Americans are ceding the role of
world's most resitient shoppers to the Chi-
nese and Indians. Chinese bank lending
this past December was up 1,000 percent
over the same period last year, as the gov-
ernment lowered interest rates, reigniting
the real-estate market. “That’s opening up
a whole new, broader base of local people

marketing campaigns of multinationals.
The BRICs are better positioned to re-
cover than their richer peers. Broadly
speaking, better control of inflation, lower
deficits, increasing productivity, richer so-
cial programs and greater political stabili-
ty have given the emerging giants greater
room for error at a time when the macro-
economic environment in rich countries
has been deterjorating. Even Brazil and
hard-hit Russta have used raw-materials
windfalls (eil and gas for Russia, soybeans
and iron ore for Brazil) to build a buffer for
the downturn—Russia has spent more
than $300 hillion defending the ruble, and
still has that much in reserve. Brazil’s $208
billion reserve remains almost untouched,
What's more, the BRICs have learned
from our follies. Strong regulatory over-
sight allowed the Indian and Chinese fi-
nancial sectors to emerge relatively un-
scathed from the credit crisis. Through the
first half of 2008 (the most recent avail-
able data), Chinese banks were acquiring
foreign rivals and increasing their share of
global financial markets, If that continues,

What’s called a ‘global’ recession
is in fact shrinking economies
mainly in the West, not the East.

in China who can now afford apart-
ments—and believe me, the demand is
there,” says Michael Kiibaner, head of Chi-
na research for the real-estate market-
research firm Jones Lang LaSalle.

The big question for China has been
whether it can forge an economy that de-
pends not on exports to the West, but on
consumption. Klibaner says it’s happening,
because the strongest real-estate growth
now is not in big cities that cater to ex-
porters but in smaller ones geared toward
the domestic market. That follows the
trend in Brazil, where the middle class is
the largest segment of the population, and
also in India. “Consumer spending is 60
percent of GDP in India.” says Global In-
sight chief economist Nariman Behravesh.
“That’s a key reason why the economy
hasn’t been hit harder in this downturn.”

None of this means that BRIC con-
sumers will save a world in financial crisis.
Their purchasing power is still far too
weak compared with rich nations like
the U.S. and Japan. Yet as their econo-
mies grow, so will the power of their
wellets. Sooner rather than later, con-
sumers in the BRIC nations will dictate
the R&D investments of major corpora-
tions, the travel routes of airlines and the

a Deutsche Bank report released last week
predicts, China wiil become one of the
dominant financial markets in the world
by 2018, alongside the U.S, and the EU,
with a 13 percent share in global bond
markets, 40 percent of equity markets and
18 percent of global banking.

Sooner than that, the Chinese will like-
ly see an uptick in exports. Purchasing-
order surveys in China have been up for
three months now, notes CLSA economist
Andy Rothman, as factory owners in
places like the Yangtze River Delta strup-
gle to fill rush jobs for Western clothing
chains that panicked and reduced orders
too much. Rothman calls it the “Wal-Mart
effect) and expects the interest of increas-
ingly thrifty Western consumers in all
things cheap to help Chinese exporters re-
bound. Many others say the “cheap is
cool” phenomenon will ultimately buoy
all kinds of emerging-market products
and services, from Mexican cement mak-
ers to Indian telecom providers, that still
tend to offer the best prices. When con-
sumers around the world do start buying
again, it seems they’ll be doing it in the
BRIC countries.

With MaC MARGOLIS tn Rio and
JASON OVERDORF in New Delhi
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ILLUSTRATION FOIR TIME BY JON KRAUSE

CORPORATE CONSCIENCE

Charity Crunch Time. As the recession
bites, companies struggle to get more
out of their philanthropic spendin

BY VIVIENNE WALT

LIXE MOST MULTINATIONAL CORPORATIONS,
Unilever, the Anglo-Dutch household-
products giant, is feeling the sting of
the global recession. But at least one part
of Unilever’s empire is doing fine. Sev-
eral years ago, the company launched
a corporate-social-responsibility (CSR)
program, in which it hired thousands
of Indian women to sell the company’s
soaps, detergents and other items in their
home villages, most of them too small
and remote to rate a visit from a Unilever
sales representative. The program, called
Shakti (Energy), was meant to aid some
of the company's poorest customers, but
it has accomplished more than that, The
40,000 or se women working for Shakti’s
network have proven to be reliable repre-
sentatives—and their clients reliable con-
sumers—even in adownturn. “Because of
the financial crisis this project hasbecome
evenmore important for us,” says Hernant

Bakshi, Unilever executive director for
customer development in Mumbai. “If we
want to continue to grow during difficult
times, we will have to leverage this.”
Programs like Shakti, which success-
fully mix philanthropy with the bot-
tom line, may show the way forward for
companies trying to preserve their CSR
programs in the rocky economic climate.
Although companies are loath to admit
that they are cutting their spending on
social programs, nonprofit organizations
tell TiMe that since the recession hit, sev-
eral have canceled commitments to help
fund projects. “We have had three or four
partners pull out since October or Novem-
ber, after we had every expectation of the
money,” says the head of asmall organiza-
tion in London that runs youth programs
in eight countries, mostly in Africa. (He
did not want to be named for fear of an-
gering donors.}Says Hildy Simmons, who
runsa Wall Street philanthropic-advisory
service: “There is no new money going

% GLOBAL BUSINESS

into corporate programs, plus whatever
monies there were are diminishing.”
Indeed, the recession is hastening
changes already under way in corporate
philanthropy. In the past, many CSR de-
partments were run by public relations
officials and were geared primarily to
polish the company’s image. “The p.r.
people wanted to know, How prominent
will our names be on this?” says Salvatore
LaSpada, chief executive of the Institute
of Philanthropy in New York. Now, how-
ever, partly due to pressure from share-
holders and board members demanding
tangible results, businesses are favoring
programs like Unilever's Shakti that
aim te improve the world while boosting

Businesses are favoring
programs that aim to
improve the world while
boosting profits—or at
least aren’t perceived to
be wasting money

profits—or at least aren’t perceived to be
wasting money. During the recession,
“a lot of activities will be linked to how
companies can do business differently
rather than just philanthropic giving,”
says Penny Fowler, who heads Oxfam’s
private-sector-advocacy team. “And that
could be a good thing.”

That kind of change has been good
for Marks & Spencer. In 2007 the Brit-
ish food and clothing chain launched
an in-house environmental campaign
called Plan A—"because there is no Plan
B for the planet,” explains Mark Barry,
the company’s sustainable-development
manager. Scrapping traditional charita-
ble donations, Marks & Spencer budgeted
$215 million for a five-year program that
included cutting the company’s fuel and
electricity use, charging customers for
plastic bags and sourcing merchandise

- from green factories and farms. Barry

says Plan A is so far paying for itself be-
cause it has lowered the company’s en-
ergy spending and other costs.

In a more frugal world, it's all about
getting more bang for the buck. Consider
Puaramita Acharji, a West Bengali wom-
an who joined Unilever’s Shakti program
several years ago and now earns about
$14 a month selling items in her village
door-to-door. Small as that sum might be,
Acharji says it has changed her life. In-
stead of being dependent on her husband,
Achariji says, she now commands respect
in the village. “It is enough to stand on my
own two feet,” she says. Increasingly, CSR
programs will have to do the same. |
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