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The ‘New Normal’ Economy

The Davos forum explores implications of regulations amid discussions of a new

world economic order

By WANG YONG

he 40th World

Economic Forum,

held in Davos,

Switzerland, on
January 27-31. drew
more than 2.50) political,
economic and academic
leaders from around the
world, amid an interna-
tional spotlight and high expectations.

It has more than lived up to the hype:
Indeed, the annual event offered a powerful,
signature depth of understanding and a call
to arms addressing the well-known frailties
ot the world economy.

With the theme of “improving the state of
the world: re-thinking, re-establishing and re-
construction,” this year’s meeting was aimed at
exploring the post-crisis global economy and, in
particular, a “sustainable recovery roadmap.”

New norms

The thetme of the first symposium at this
vear’s Davos forum addressed the question:
What is the “new normal™ in the world growth?

The “new normal,” an idea conceived
by Mechamed El-Erian, CEO of the global
investment management company PIMCO,
became a key term in the [orum. The word
“normal” alludes to the stability of the global
economy prior to the fnancial crisis.

This “new normal™ has proven controver-
sizal based on the questions it poses: What kind
of lessons can we learn from the crisis? And
how should the world develop new rules and
mechanisms o ensure the continued develop-
ment of the increasingly globalized economy?

Although a consensus was reached that
the “new normal” will have to possess dif-
ferent meanings in different areas, post-crisis
retorm remains badly needed.

Regurding the post-crisis financial system,
for example, the “new normal” would be 2
combination of lower financial leverage coupled
with a more robust govemment intervention,

The world would embrace a different
financial system, in which strict regulation
would be the “new normal,” said Michael
Spence, a Nobel Prize laureate in economics.
In this system, he added, capital require-
ments would be high, and the banking

The author is a professor with the School of
International Studies at Peking University and
Director of its Cenler for International Political
Economy
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system would be more effective.

For the global macro-economy, the “new
normal” will signify a higher degree of un-
certainty.

Some participants argued, for instance,
that after the crisis, the global economy will
be hard pressed to revert to its previous rate
of strong, steady ‘growth. As the economic
recovery will remain slow, moreover, the
pain will continue.

But White House chief economic ad-
viser Lawrence Summers did not ascribe to
this pessimistic view. The U.S. economy, he
said, will probably not fall prey to this “new
normal,” and that the likelihood of rapid
growth still exists.

Reguilation controversies

Whether and how to strengthen financial
supervision was another focus at Davos. A
week before the forum started, U.S. President
Barack Obama's “financial reform plan™
made the subject white hot. Political leaders
with a mandate for popular reform suddenly
tound themselves at odds with major bank-
ing and financial institutions.

Barney Frank, Chairman of the UJ.S.
House of Representatives” Financial Services
Committee, said at the Davos forum that finan-
cial institutions are inherently unable to self-
regulate. To prevent a larger-scale financial
meltdown in the UK or the United States in the
future, he added, more stringent financial regu-
lation and supervision ure strongly needed.

President Nicolas Sarkozy of France, which
has been an active member of the Group of
Eight and the Group of 20 (G20), clearly ex-

SPIRITED BEBATES:
Participants hold
discussions at the
annual meseting -
of me'wmugco-
nomic Forum in
Davos on January 31

pressed his support for Obama’s financial “New
Deal™ at the opening of the forum.

The rules of the 20th century cannot ap-
ply to the management of the 2 [st century,
Sarkozy said.

The weak supervision, associated with
ceaseless, dogged quests tor profits. has
permitted excessive speculation. In the end,
what followed was a global catastrophe.

In such desperate times, according to
Sarkozy, it is unacceptable for large finuncial
institutions to be receiving government as-
sistance while doling out bonuses to senjior
management.

George Soros, on the other hand, struck
a different note, saying it is still too carly for
governments (o exert such tight regulatory
measures. These policies, he noted, may well
frighten banks into being more cautious in their
lending practices—something that could well
inflict heavy damage on the U.S. economy,
which is still very much in its recovery stage.

Robert Diamond, President of the British
financial services firm Barclays PLC, also
expressed pronounced opposition to Obama’s
reguiatory plans. Restrictive measures, he ar-
gued, cannot prevent another financial crisis,
and that more regulations portend to adversely
affect banks in London and New York.

Many bankers have long capitalized on
the concerns of politicians about the economic
recovery, as well as the competition from
emerging markets, to minimize financial su-
pervision. Forum participants, not surprisingly ,
had little good to say about those who have
exploited such conventions to their own ends.

Indeed, according to electronic polling

http:/fwww.hireview.coim



at the event, only 12 percent of participunts
expressed worries that a shadow of excessive
regulation over the financial system could
lead to another financial collapse.

This dircctly contrasts survey data recently
released by the U.S. protessional services finn
PricewaterhouseCoopers on Januwawry 26, which
indicated that 60 percent of bankers strongly
fear increased government regulations.

International bankers should be reminded
of the numerous missed opportunitics o avert
the current global crisis. After a serious tinancial
crisis rippled from Asia o Russia an Brazil
tfrom (997 o 1999, European regulators and
their Japanese counterparts
rightly called for more strin-
gent supervision of capital
flows, while China and other
developing nations proposed
the establishment of a “new
intemational financial order.”

Regrettably, these far-
sighted proposals were cast
aside by Washington. In fact,
so pronounced was the sway
of Wall Street lobbyists,
that the U.S. Government
actuaily exerted more efforts
toward refusing ta accom-
modate these requirements
than simply ignoring them
altogether.

Similar political
struggles will continue, of
course. But it is imperative
that a new consensus on
financial supervision should
be reached between the
government, the financial sector and the general
public. Such an agreement will allow tor a more
sustainable growth for the global economy wel)
into the future.

Banks and other linancial institutions
also have an obligation to understand that a
tighter, more properly designed supervision
system is in their own long-term interest.

collapse

Global coordination

Recently, international economic insti-
tutions have inflated their forecasts for the
global economy this year. For example, in
its 2010 economic forecast, the International
Monetary Fund (IMF) raised its estimation
of global economic growth this year to 3.9
percent trom 3.1 percent.

Moreover, different forecasts have predict-
ed that developing countries will likely become
locomotives of the global economic recovery.

Not surprisingly, the UN has predicted
that China and India will producc the fast-
est economic growth—at 8.8 percent and
6.3 percent, respectively. On the other hand,
growth for most developed countries, ac-
cording to UN statistics, will be generally
modest and unstable.

http/iwww bjreview.com

According to
electronic poli-
ing at the event,
only 12 percent
of participants
expressed wor-
ries that a shad-
ow of excessive
regulation over
the financial sys-
tem could iead to
another financial

This trend is underscored by data that
predicts the U.S. economy will increase by
a mere 2.1 percent, while the EU and Japan
are expected to witness growth of only 0.6
percent and 0.9 percent, respectively.

On the eve of ils opening session, the
Bavos forum released its global risk report for
2010. The report warns that all nations remain
vigilant against the possibility of a seccond wave
of financial crisis.

It is clear that were there a second global
recession, the vast majority ol optimism
surrounding economic growth would cease.
Given the seriousness—and possibility —of
such a scenario, Davos fo-
rum participants called for
greater international coop-
eralion.

For instance, Jaime
Caruvana, General
Manager of the Bank for
International Settlements
(B1S), called for more
balanced macroeconomic
policies and iereased pri-
vate scctor invelvement.

More importantly,
he argued, coordination
between the Financial
Stability Board, the G20,
the BIS and other interna-
tional financial agencies
must be strengthened.

Justin Lin, chief econo-
mist at the World Bank,
noted that one of the biggest
challenges the world commu-
nity faces is how to conduct a
transformation from a stimulus-based recovery
1o market-oriented growth, while reducing un-
employment. IMF delegates also wamed rescuc
plans should not be abandoned prematurely.

To enhance international coordination,
we need platforms like the Davos forum with
which to forge a consensus among nations.
Moreover, we should try to make these interna-
tional mechanisms more practical and effective.

Judging by the current situation, the G20
can clearly be a practical choice.

Today’s challenge is to fortify the G20
mechanism, while reaching a compromise
between its developing members and in-
dustrialized members. Also, cooperation
mechanisms must be developed along with o
universal financial reguiatory framework.

Undoubtedly, leaders of industrial na-
tions with formerly advantageous positions
under the old world order—especially the
United States — must now stand up to do-
mestic pressure to oppose damaging policies
like trade protectionism. At the same time,
these nations must embrace a new economic
order. Only in this way, will we be able to
see the formation of a just and sustainable,
global economy. = /

Diplomatic Dynamics

China Condemns U.S. Arms
Sales to Taiwan

China has decided to postpone military
exchange programs and security talks with
the United States over Washington's recent
approval of a multibillion-dollar weapons
sale to Taiwan, according to the Chinese
Foreign Ministry.

In addition to defaying exchange pro-
grams between the two countries” military
forces, Beijing said that it will put off the
China-U.S. Vice-ministerial Consultation
on Strategic Security, Multilateral Arms
Control and Non-proliferation, which had
originally been slated to take place in the
coming months.,

Beyond that, China will also impose
sanctions on U.S. firms involved in the salcs.
The two countrics’ cooperation on Some sig-
nificant international and regional issues will
likewise be affected, the ministry said.

On January 29, Washington unveiled a
plan to sell a package of arms worth nearly
$6.4 biltion to Taiwan—including Black
Hawk helicopters and Patriot ] anti-missile
interceptors.

[n an urgent meeting the {ollowing day,
Chinese Vice Foreign Minister He Yatei
told John Huntsman, U.S. Ambassador to
China, that the arms sales will seriously
damage China-U.S. relations and cause hav-
oc on bilateral exchanges in diverse areas.
The conscquences for the deal, he added,
will be ones neither side wishes to see.

“The Chinese side strongly urges the
United States to fully recognize the great
harm of arms sales to Taiwan,” he said,
urging an “immediate cancellation” of the
decision.

China Pledges Assistance to
Afghanistan

China will offer assistance to
conflict-ridden Afghanistan in various
forms —including funding for develop-
ment, personnel training and help in
establishing joint ventures, said Chinese
Foreign Minister Yang Jiechi.

Yang made the pledge on January 28
after attending the London Confercnce on
Afghanistan.

Representatives from more than 60
countries and international organizations
took part in the daylong convention, which
focused on Afghanistan’s security, gover-
nance and development as well as regional
and intemational aid to the country.

Strengthening Afghanistan’s sovercign-
ty and developrnent capacity is of critical
importance in laying the groundwork for a
full transition to “governance of Afghanistan
by the Afghan people.” Yang said.
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Retrospect and Outlook

The Chinese economy owes its success and survival from the
economic meltdown to the series of responsive Central Government
stimulus projects initiated in 2009. And as the new year progresses,
the government’s responses in the past year can be used to cast a posi-
tive outlook for the Chinese economy in 2010. Zheng Xinli, Vice
Chairman of the China Center for International Economic Exchanges,
offered his insights at the First Annual Meeting of the Chinese
Economy held on January 17 in Beijing. Edited excerpts follow:

Last year, the world economy faltered
amid the most serious economic crisis
since the Great Depression. Even though
some countries have been able to rally their
economies, the world's major economies,
in the long run, will undergo a long, drawn-
out process in their recoveries that will most
likely feature significant adjustments to their
economic policies.

The sweeping financial crisis posed
many chailenges to China and its economic
development in 2009, with the economy
showing the following characteristics:

A higher growth rate was scored in the
second half of the year than in the first half,
Data collected throughout the year showed a
V-shape recovery.

While the economic rally last year was
largely propelled by investment, gratifying
changes took place in domestic consumption.

Commaodity prices remained low where-
as asset prices saw a rapid increase.

Unemployment was fundamentally
mitigated and employment. especialty for
migrant workers, improved dramatically.

Exports suffered from decreases, but a
rebound is at hand.

The banking system stayed fit, laying a
solid foundation for the economic haud,

The Chinese economy’s rapid recovery
was mainly attributed to the government’s
stimulus measures.

Unfavorable factors handicapping the
Chinese economy still exist, from the eco-
nomic pick-up’s dependence on investment
to the calls for further adjustments to the
economic structure, as well ag the low pro-
portion of residential income compared with
total income, the prevalence of overcapac-
ity potential pressures on the finance, and
greater stress on the banking system due to
credit defaults, especially growing risks for
local government loans.

Outlook in 2010

Only if the current proactive fiscal policy
and moderately casy monetary policy continue,
will the Chinese economy maintain o steady

34 BELJING REVIEW FEBRUARY 1%, 2010

and comparatively rapid growth rate this vear.

To be more specific, the Chinese econo-
my will score a higher growth rate in the tirst
half of this year than in the second half. The
annual GDP growth is expected to reach 9
percent. The growth of investment will re-
main high, but may experience a slowdown
compared to 2009. The growth for fixed
assets is expected (o exceed 20 percent this
year.

Consumption will see a rapid growth and
play a relatively steady role in promoting eco-
nomic development. It is expected to account
for 4 percent of the annual GDP growth.

Foreign trade will improve and play
a positive role in driving up economic in-
creases, with imports expected to rise by 13
percent and exports by 10 percent year on
year.

Industrial production will continue to
grow along with the adjustment of the indus-
trial structure in line with demand changes.

Commodity prices will stay stable
whereas production materials and some in-
dustrial goods will face mounting pressures

as prices increase. The consumer price index
is expected to reach 3 percent and the pro-
ducer price index 5 percent,

This year, credit will not shrink dramati-
cally. Monetary liquidity will still suffice, It
is estimated the M2 increase will hit 18 per-
cent, and new loans will total § trillion yuan
($1.17 trillion).

In an effort to realize steady and rapid
economic growth in 2010, policymakers
should adhere to the following criteria:

1. Macroeconomic policies should fo-
cus on domestic demand and sustaining a
steady and rapid economic growth. Equal
importance should be attached to expanding
domestic demand and stabilizing overseas
demand. As for expanding domestic dermand,
especially consumption, unjustified taxations
levied on rural and urban residents shouid
be cleared out, and exemption standards tor
personal income tax should be increased
from 2,000 yuan ($294.1) to 3,000 yuan
($441.1) or even higher. National income
distribution should also be reformed to adjust
the relationship between primary distribution
and secondary distribution. What's more,
urbanization should be the driving force in
enhancing consumption growth.

2. Macroeconomic policies should be
adjusted in a timely manner to appropriately
deal with the relationship between sustain-
ing, rapid and steady economic growth and
inflation expectation management. More
flexibility and pertinence should be given to
the proactive fiscal policy and moderately
casy monctary policy. Both the fiscal and
monetary policies should be epen to micro-
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adjustments in line with chunging situations.
Moreover, the priority of the fiscal policy
should be shitted o expanding consumption
and improving people’s livelihoods, while
the core issue for the monetary policy should
be focused on optimizing the credit structure
instead of increasing credit quantity.

3. Adjustments to the economic struc-
turc should be given a significant position
in forming the power growth of the Clinese
economy, Currently, the adjustment of the
economic structure should be focused on
three major aspects. First, consumption
should hold u larger share in propelling eco-
nomic growth in addition to investments and
exports, Second, primary, secondary and ter-
tiary industries should achieve coordinated
development. Third, the current energy-
and resource-oriented economic growth
mode should be replaced by one oriented to
technological innovation, management im-
provements and tabor force quadity.

4. Intensive efforts should be made to
advance reforms of the resources and energy
price system, the income distribution system,
the fiscal and taxation system and the finan-
cial system.

5. Priority should be given to cultivating
new emerging industries. In a bid to assume
the leading role in a new round of interna-
tional competition, China must develop a
series of industries a4y new economic growth
points, such as information technology, new
energy, new materials, btological , asronau-
tical, marine and environment protection
industries,

6. Fiscal and financial risks as u result of the
large-scale economic stimulus policy should be
avoided. The possible risks include decreases in
banks' capital adequacy ratios, increasing non-
performing credit and a high fiscal deficit. In
2010, inflation expectations should be managed
while we stick to the general tone of a loose
monetary policy. Introducing a stimulus with-
drawal policy could become an option when the
timing is right.

7. Monopolies must be broken as soon as
possible, und opening o private investment
should be a viable alternative to realize sus-
tainable growth. We should further enhance
the market reform in monopolized industries
and create a fair environment for the com-
petition of private enterprises, stale-owned
companies und foreign-funded businesses.

8. Importance should be attached to en-
hancing the country's international economic
coordination and cooperation to create a
better external environment. China should
tighten up cooperation with G20 countrics
in order o establish a new international
financial order, strengthen international
cooperation in the effort to prevent trade
protectionism and promote free trade, and

eration to combat global climate change. m

actively participate in the international ump/

¥
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CRISIS FOCUS

Bubbling Out of Control
Jim Chanos, founder of the U.S. hedge fund

Kynikos Associates, characterized the prop-

erty bubble in China as ““Dubai times 1,000 —or worse.”
Many Chinese economists agree. Yi Xianrong, a senior
researcher at the Institute of Finance and Banking under

“the Chinese Academy of Social Sciences, said the property

bubble in China was far worse than the Dubai crisis in

an interview with the Beijing-

based International Herald

Leader. Edited excerpts follow:

It is simply a matter of time before
the Chinese real estate bubble bursts.

Chanos did not exaggerate in his
comparison of the current Chinese
property bubble situation and that of
Dubai last fall. The National Bureau of
‘Statistics estirmated that average housing
prices grew 24 percent in 2009. Housing
prices in metropolitan areas like Beijing,
Shanghai and Shenzhen are much higher
than those in Dubai, which should make
the problem all but apparent.

The Dubai debt crisis taught us that
we must pay close attention to the real
estate bubble, and re-evaluate the real es-

" tate industry’s function and status in the
_national economy because the industry

is too important to take for granted. A
bubble burst in China would deal a fatal
blow not only to cur own economy, but
would also extinguish the world’s hope
for recovery.

As it stands, the real estate bubble
seems certain to pop and nobody can
stop it. The sooner the government takes
measures, the less damage the bubble can
cause to our national economy.

The U.S. subprime mortgage bubble
took almost 20 years to burst. Based on
this, the Chinese bubble may take more

_time to expand and burst.

But before the U S, mortgage crisis,

~.economists had warned and cautioned

. the government and the people that a ca-
.. tastrophe loomed large, only to have their
" pleas fall on deaf ears. Ordinary citizens

only became aware of the seriousness of
the bubble when Wall Street giants began
coHapsing one after the other. The same
could happen in China,

"The current danger is property

market speculation. The government
recently lifted the down payment re-
quirement buyers of a second apartrnent
or house need to pay. But speculation
is not based solely on the purchase of
a second residence. The government
holds a false perception the first house
is for the buyer’s family and the second
house is reserved for speculation, The
fact is people can buy the first house for
rental purposes, choosing to live else-
where.

Therefore, it is important that the
government does not mix up but come to
understand these basic concepts.

The root cause for the 2009 housing
price surge was the extremely favorabie
credit policies adopted by the govern-
ment. The government has to some
extent realized the potential damage, but
its new policies to control property do
not touch the fundamentals of the overly
favorable policies.

If the government is truly deter-
mined, it should no longer allow the
speculators to enjoy ultru-low loan
intergst rates. Why should the govern-
ment support their harmful speculative
activities by lending easy money to
them? Why does the government cap the
deposit interest rate to the minimum so
speculators can abuse the money they
borrow? This has quickly turned into a
major problem threatening China.

Current regulations essentially al-
low speculators to horrow other people’s
money to make property speculation. If
this does not change, matter will only
get worse, leading to a potential Chinese
equivalent of the U.S. crisis in the hous-
ing market. m
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SEEEN WORLD

A Year

of Diminutive

Development

The world economy struggles to regain growth amid

uncertainties in 2010

By ZHEN BINGXI

n 2010, hopefully, the world economy

will emerge from recession and prog-

ress toward an overall recovery. But

the process will be anything but easy —
and, # nothing else, replete with abundant
uncertainties.

Slowest recovery

Last year was the tirst time the world
economy experienced negative growth since
the end of World War II. In fact, according
to data from the International Monetary Fund
(IMF), the growth rate of the global GDP in
2009 was negative 1.1 percent—a sharp drop
compared with 5.2 percent in 2007.

Thanks in no small part to policy coordi-
nation and a series of large-scale economic
stimulus packages, industrial countries. such
as the United States, those of the eurozone
and Japan, as well as the world economy at
large, began to step out of the recession in the
second half of 2009.

Consequently, the IMF projected that the
growth rate of the global GDP would increase
to 3.1 percent in 2010.

This recovery has been predicted to bear
far different characteristics from previous
ones. [ndeed, it may well be the slowest one
since the end of World War 11

In the United States for example, in the
following year after each recession, America’s
GDP growth has always rebounded sharply.
illustrated on charts by a *“V"" shape.

The average GDP growth rate in the
United States was 6.2 percent in the first four
quarters after the recession of 1973-75. The
figure stood at 7.7 percent in the first four
quarters after the 1981-82 recession. But fol-
lowing the 2008-09 recession, the average
annual GDP growth rate is projected at lower
than 3 percent in the United Stutes.

This recovery therefore may well resemble
something akin to a Nike logo on data charts.
Worse still is the fact that it not be accompanied
by an increase in employment.

Also noteworthy is the fact that this re-
covery is being led by emerging economies in
Asia, Since World War i1, economic recover-
ies have traditionally been led by the United

The author is a research fellow with the China
lustitute of International Studies
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States and Europe. After that, developing
countries recovered under their umbrella.

This time, however, Asia’s emerging
economies recovered first. These nations not
only enjoyved the highest growth rates, but
also made the most significant contributions
to world economic growth.

But there remain great uncertainties
within the scope of this global recovery.
Currently, the recovery mainly emanates
from the large-scale economic stimulus pack-
ages carried out by governments. That is, this
latest growth is not motivated by the econo-
mies themselves.

This year, not surprisingly, the world
economy faces many risks. In the previous
recoveries, developed countries usuatly wit-
nessed a surge in spending. This time, though,
developed countries, led bv the United States,
adjusted their growth mode through increas-
ing savings and reducing consumption. This
will inevitably lead to a weak, and even a
shrinking, global demand.

What's more. the surplus of production
capacity remains severe in developed coun-
tries. Meanwhile. the bank credis continues o
tighten.

Consequently, fixed asset investments —
the foundation of economic recoverics —are
unlikely to rebound as quickly as betore.

Sull. the handling of huge toxic ussets
and the adjustmen of bulance sheets remain
incomplete within many major U.S. and
European financial institutions. This only
adds to the difficulties.

The major economies also face a serious
dilemma when it comes to putting a brake on
stimulus policies. If they stop their stimulus
packages too early, the recovery will die
prematurely; if too late. inflation and asset
bubbles will be exacerbated.

In the end, if these countries cannot ef-
fectively transfer economic recovery from
government-driven growth to self-sustaining
growth, they will not be able to achieve the
means to support a real global econornic re-
covery.

Financial risks

Since the second quarter of 2009, the
international financial situation has stabilized.
However, a number of risks will continue to
constrain the vitality of the financial market
over the course of this year.

Housing market in the United States and
Europe, very importantly, has vet to fully
stabilize. Many banks have gone bankrupt.
toa. In 2009, more than 140 American banks
declared bankruptcy —nearly five times more

ROUNDTABLE DISCUSSIONS: Finance ministers and central bank governors from the
Group of Seven leading industrialized countries attend a meeting in lgaluit in northern
Canada on February 6
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than that of the previous year. At present,
there are still more than 550 “problem banks™
in the United States.

There is also the hidden risk in the explo-
sion of bubbles in either housing markets or
stock markets in many parts of the world.
Potential dangers include the debt crisis of the
Dubat World Company in the United Arab
Emirates. as well as the debt crises facing
Spain, Greece, Portugal and Ausiria. among
other EU countries. They may well cause
new fluctuations in the international financial
system.

Growing protectionism

World trade has been severely shartered
by the international financial ¢risis and the
global economic recession. According 1o the
World Trade Organization {(WTO). world
trade volume plummeted by 40 percent in the
first quarter of 2009.

In the second quarter, meanwhite, al-
though the situation began to improve, the
rate of decrease remained in the double-digits.
The WTO predicted that world trade volume
would decrease by 10 percent in 2009.

According to the IMF, world trade vol-
ume is expected to increase by 2.5 percent in
2010 —far less than 7.3 percent in 2007,

In addition to the slow economic recov-
ery and developed countries’ reduction of
imports in order to decrease consumption and
foster savings, trade protectionism has also
proven a huge threat to the recovery of inter-
national trade.

Trade protectionism has spread from
trade to other fields, such as investment. fi-
nance and environmental protection. This is
underscored by the fact that the United States
and the EU are considering imposing a car-
bon tariff on imports from countrics that have
not taken measures to cut their greenhouse
gas emissions.

In order to achieve recovery us soon as
possible, major economies will focus more
on themselves. As they go out of their way
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to promote employment and boost industrial
development at home, they tend to adopt a
variety of trade restrictions and protective
measures.

It is also worth noting that public sup-
port for free trade has weakened because of
mounting employment pressure and esca-
lating social problems associated with the
financial crisis.

A rebound in capital flows

In the next year or two, with the recovery
of the world economy and intemational trade.
international capital flows will increasingiy
activate.

In fact, according to the UN Conference
on Trade and Deveiopment, global foreign
direct investrnent wiil hopefully slowly revert
to $1.4 tllion in 2010. It will regain momen-
tum in 2011, reaching $1.8 trillion—slightly
higher than in 2008,

It is noteworthy that. with their rapid
economic recovery and increased national
strength, emerging economies now are not
only recipients of fereign direct investment,
but will soon also become major mvestors in
their own right.

Economic restructuring

The financial crisis has resulted in several
major adjustments in the global economy.

The most prominent one is that economic
growth will change from govemment-driven
to demand-driven. Following the crisis, with
the weakening of government stimulus, eco-
nomic recovery should be based on increases
in private demand. Otherwise, the recovery
will be neither stable nor sustainable.

Moreover, in the next few years, the
United States will continue to adjust its
growth mode by maintaining a savings rate at
about 4 percent— thus reducing consumption
and expanding exports.

This requires that Asian economies, in-
cluding China, adopt oppoesite measures. They
will have to reduce savings. expand imports
and Increase consumption. But it wiil be im-

possible for them to {ill in the gap caused by
shrinking consumption in the United Stages.

The United States will need more time to
strike a balance once more. During the peried.
the growth rate of the U.S. economy - as well
as the world economy — will be lower than 1t
was betore the inancial crisis.

Meanwhile, trade frictions and exchange
rate frictions will increase between the United
States and Asian emerging counties includ-
ing China.

Finally, the world economy is fast
transtorming 1o a low-carbon economy.
Developed nations, led by the United States,
have increased research and development in-
put in alternative energy, energy conservation
and environmental protection.

They also are striving to upgrade
traditional industries with low-carbon tech-
nologies. The thriving of green industries will
possibly lead to a new round of industrial
restructuring worldwide.

In fact, all countries are faced with the
challenges of climate change as weil as
energy and resource shorages. Developing
countries, in particular, witl have to bear
higher costs of economic development be-
cause of energy conservation and greenhouse
gas emissions reduction requirements.

G20 governance

At the Pittsburgh summit. leaders indi-
cated that the G20 should replace the Group
of Eight to become “the premier forum™ for
international ecoromic cooperation.

This change has had significant implica-
tions for major developing countries. It means
they can convene with industrial nations as
equals to discuss global economic matters.

However, the G20 remains merely a
platform for policy coordination, rather than a
decision-making body. Agreements achieved
under its auspices are not fegally binding and
tack enforcement power.

The United States and the EU, mean-
while, are unwilling to surrender their leading
position when it comes to global economic
affairs. If anything, it is quite likely they
will join hands to safeguard their traditional
advantages and interests. This is a direct chal-
lenge to the G20 mechanism.

In addition, a lot of smail and medium-
sized countries have found themselves left
out of the mechanism. Compared with the
UN, the G20 has yet to tully reflect the voices
and concerns of the world at large.

As to whether the G20°s policy coordina-
tion should be extended from the economic
field to political and security fields. there
remain considerable differences between
the United States and emerging powers.
Washington advocates expansion, while the
latter continues to insist that that degrec be
limited to the realm of economic and financial
arcas. m
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By JOHN LEE

Don’t Underestimate
India’s Consumers

Western multinationals

are often attracted to

China’s size, but they’re bypassing Asia’s true

shopping powerhouse

The scale of China has always fas-
cinated merchants. In 19th century
England, spinning - mill owners were
convinced they wonld reap profits
beyond their dreams if they could
just get every Chinese to buy one
handkerchief. Alas, the one man one
handkerchief plan never took, and for
multinationals hoping to tap China's
masses, the country continues to
disappoeint. Since the global eco-
nomic crisis, Beijing has constructed
a way around a slump. Roads, ports,
railways: Name it, and China is likely
building it. But its consurmers aren’t
pitching in. As a percentage of gross
domestic product, Chinese consump-
tion is the lowest of any major econ-
omy, at less than one-third. Almost
all the country’s growth this year has
come from infrastructure spending or
speculation in domestic assets,

Western multinationals should con-
sider fantasizing about India instead.
The momentum for its bounceback
comes from Indians, including the
poor, buying their way to growth. The
demand for handbags, air travel, and
fine dining in Mumbai may have eased,
but domestic consumption accounts
for two-thirds of the Indian economy,
twice China’s level.

China’s problem is that its top-down,
state-led model of development (not
to mention its artificial suppression of
the yuan) structurally impairs domestic
spending. According to Minxin Pei,
director of the Keck Center for Interna-
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The contrast sharpens outside these

~ two nations’ cities. Half of China and

! two-thirds of India }ive in rural areas.

* That's about 700 million people in

: each. The rural half of China is falling
behind. Backin the mid-1980s, the

mainland’s urban-rural income ratio
was L.8. It now stands at about 3.5. Al-
though per-capita incomes have risen,
an estimated 400 million mainly rural
residents have seen net income stall or
decline over the past decade. Yasheng
Huang, a professor at the Massachu-
setts Institute of Technology's Sloan
School of Management, estimates that

i China’s absolute levels of povertv and
. illiteracy have doubled since z0co0.

Inn India, they’ve been halved. The

: urban-rural income gap has steadily
| declined since the early "90s. Over the

f i past decade, economiic growth in rural

| tional & Strategic Studies, three-quar-
ters of China’s capital goes to 120,000~
odd state-controlled entities and their
many subsidiaries, leaving 40 million-
plus privately owned businesses to fight
for scraps. The upshot: Business profits
. tend to end up in state coffers, not Chi-
nese wallets. Wage and income growth,

at about half the level of GDP growth

over the past 15 vears.

| India’s bottom-up private sector

| model, for allits chaos and bureau-

eracy, provides a stark contrast. While

the nation badly needs infrastructure,

its consumers are in afar better posi-

i tion to spend. India can now beast

‘ of an overwhelmingly independent
middle class about 300 million strong,

i vs. China’s 100 million te z00 millicn,

. depending on the parameters. Prof-

: its from India’s businesses, large and

| small, go into Tndian pockets rather
than the state’s.

84  BLOOMBERG BUSINESSWEEK ' TEZRUARY * &5 2000

. Indiahas outpaced growth in urban

i areas by almost 40%. Rural Indianow

" accounts for half the country’s GDP,

| up from 41% in 1682. World Bank stud-
¢ ies show that rural China accounts for

only athird of GDP and generates just

! 15% of China’s growth. Meanwhile,
¢ rural India is chipping in about two-
! thirds of overall growth.

Jagmohan S. Raju of the University of

i Pennsylvania’s Wharton School points

out that every major Indian consumer

. company knows it can’ succeed with-
I cut reaching the villages. That’s why

Indian companies arguably lead the
world in innovative low-income prod-
ucts. Telecom provider Bharti offers the

i world’s lowest call rates; Tata Motors

even for China’s urbanresidents, hovers

sells the world’s cheapest car. And
the push for the villages hasled toa
well-developed consumer marketplace

¢ throughout India.

For Western brands chasing the
luxury market, both China and Tndia
offer abundant opportunities. But

; when what you sell is suited to—and

* scaled to—miilions of vity and country
. dwellers, it makes sense to aim vour ef-
¢ forts at India, at least for now. i W

. John Leeis a fellow at Australia’s Center

for Independent Studies, a visiting fel-
low at Washington’s Hudson Institute,
and the author of Will China Fail?
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some interest payments with debt and
currently owes $4.75 billion on the
securities. The bonds are trading at
less than 77¢ on the dollar, according
to Trace, the price reporting system

of the Financial Industry Regulatory
Authority. Lisa Singleton, an Energy
Future spokeswoman, says the debt al-
lows the company to maintain liquidity
and increase financial flexibility.

Recent bond buyers say they're be-
ing cautious, paying close attention to
the fundamentals. “Is it the early signs
of froth and excess?” says William
Cunningham, global head of credit
strategies and fixed-income research
at State Street’s investment unit. “Not
when youlook at the numbers”

Then there are derivatives. Some
banks are again pushing the simplest
forms of synthetic collateralized debt
obligations that bet on the severity of
corporate defaults, Morgan Stan-
ley and Bank of America strategists
recommended such investments to
clients in December. “Most people we
speak with are taking a very cautious
approach,” says Sivan Mahadevan, a
Morgan Stanley derivatives strategist.
“What you don't want is for investors
to jump in indiscriminately.” While
the banks say such instruments heip
companies raise capital, former Fed-
eral Reserve Chairman Paul Volcker
has blamed complex derivatives for
taking the financial system to the
“brink of disaster”

Leverage is also on the rise. Inves-
tors who buy mortgage securities
backed by jumbo home loans now
can borrow as much as $10 for every
$1in capital, amplifying returns.
While a heatthy economy needs some
leverage, there’s a dark side. As asset
values plunged in 2007 and 2008,
hedge funds that relied on borrowed
money were forced to dumnp holdings
or were wiped out altogether, such as
London-based Peloton Partners. “I've
got to be honest, leverage coming
back this quickly is a ittle frighten-
ing,” says Jim Shallcross, who oversees
$12 billion in bonds at Declaration
Management & Research in Mc¢Lean,
Va. “¥You can’t assume everybody is
going to do stuff rationally” i Bw |
- With Bryan Keogh, John Glover, and
Tara Kalwarski
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Stretching
Every
Rupee

India is grappling with its
worst inflation in a decade

By Bruce Einhorn and Cherian Thomas
Movie night and restaurant meals are

" out for Vinod Kumar. As prices for

© sugar, onions, and other staples have

- surged after poor monsoon rains dam-

. aged harvests, Kumar has been forced

* tocut back to keep food on the table for
\ his family of four. “It's never been so

' bad in my working life,” the 35-year-

A drought has
sent food prices
spiraling

at markets
across India

old mechanic says as
he shops at Banga-
lore’s Johnson Mar -
ket, a century-old
tangle of food stalls.
It’s not just food that’s getting more

. expensive. Inflation in Indiais ata

decade high, with consumer prices
rising faster than in any other major
economy. Industrial cutput in Janu -
ary increased at the fastest pacein17
months, pushing up prices for raw
materials. Cotton has jumped by 13%
since October, while other commodi-
ties are rising fast. The benchmark
wholesale price index, up 7.3% in De-
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cember, could hit double digits within
two months, predicts brokerage CLSA.
That would spur even higher consumer
prices and dent the spending power of
ordinary Indians.

India’s central bank governor, Duv-
vuri Subbarao, is trying te cool things
down. To lower the amount of capital
available for lending, the Reserve Bank
of India on Jan. 29 increased the cash
reserve ratio for banks {the minimum
they have to keep on hand) by 0.75
percentage points, to 5.75%. Tighter
interest rates are probably next. The
bank has moved from “managing the
crisis to managing the recovery,” Sub-
barao told reporters on Jan. 29.

Despite India’s thriving tech sector,
it remains beholden to the vagaries of
the monsoon. Less than half of India’s
fields have irrigation, so a drought last
summer led to food shortfalls in several

. states. Poor railroads and highways
+ make it tough to transport food, lead-

ingto shortages and
higher prices in many
cities. “Youdon't have
enough roads, you don’t
have enough railroads,
youdon’t have enough
ports,” says Nikh-
ilesh Bhattacharyvya,
an economist with
Moody’s Economy.com.
“That amplifies any
price shock.

Rising prices area
big headache for Prime
Minister Manmohan
Singh. In the past 15
vears, Indians have
ousted two national
governments after inflation eroded
spending power. Higher interest rates
will make it harder for companies to
expand, and with the budget deficit
at a16-year high, the government
can scarcely afford to boost spending
on infrastructure. Indian companies
meanwhile, fear higher labor costs.
“The rise in food prices willhave a
cascading effect,” says M.S. Unnikrish-
nan, managing director of Thermax,
aPune-based maker of heating and
cooling equipment. “We can’t keep
paying people the same amount if their
cost of living is increasing” . Bw
~With Natalie Obiko Pearson



Banyan | Asia’s never-closer union v

Regional economic integration has along, long way to go

OES an “Asian project”, comparable to the European one, ex-

ist? And is it desirable? Professors on Singaporean campuses,
diplomats with ASEAN (the ten-country Association of South-
East Asian Nations), the bosses of the Asian Development Bank
(aADBp) in Manila, and even the odd Japanese prime minister: all
give an erphatic yes on both counts. Asian integration—with a
common market, free trade and even a single currency as its ulti-
mate goals—is no longer a glimmer in a few madmen’s eyes.

. Those indulging in such projections insist they are hard-nosed
realists: no United States of Asia for them. They know no Asian
. precedent exists for greater integration. The spreading religions—
Buddhism, Hinduism and Islam—that once brought Asians closer
to each other no longer bind. Asian commerce, for much of his-
tory, has formed no dense fabric but rather thin ribbons strung
out along the Silk Road and along Asian coasts and island chains.
Even today Asia’s phenomenal growth is mainly a littoral story.

The spread of prosperity into the hinterlands, through flows
in trade and investment, underpin the dream of integration. Yet
even here, the projectors concede the weakness of regionalism’s
institutions. Prickly nation-states are loth to cede sovereignty to
any regional body. The flip.side of Asia’s famous taste for consen-
sus is an allergy to enforceable rules and obligations. The Eu has
a body of suchrules with a fancy French name. In Asia, try saylng

“acquis communautaire” with a straxght face.

And yet, says Rajat Nag, the ADB’s managing director, for the
past 20-0dd years a pan-Asian conversation about the benefits of
deeper integration has only grown. The end of cold-war tensions
within Asia allowed the conversation to begin. An early prize,
says Mr Nag, was the “Greater Mekong Subregion”, created in
1992. It grouped five South-Fast Asian countries (and two Chinese
provinces) with the aim of building a transport and energy infra-
structure ‘shared by all. The breakthrough, says Mr Nag, came
with the acceptance that though all member countries would
benefit, they would not all do so equally or at the same time.

- Similar subregional initiatives are proliferating in South, Cen-
tral and South-East Asia. For the moment, says Mr Nag, these sub-
regions are separate “garlands”, that need to be strung together.
There is a practical aspect to this. Customs points throw up huge
obstacles to trade. No pan-Asian road exists, let alone a railway.

Even if one did, the widespread rejection of other countries’ driv-
ing licences would stop a single person from travelling along it.

A dozen years ago, many thought that the financial crisis
breaking over Asia would destroy the early shoots of economic
co-operation. On the contrary, co-operation grew, as countries
sought common ground to guard against future crises. In 2000
ASEAN along with China, Japan and South Korea launched a
multilateral arrangement of currency swaps, the Chiang Mai Ini-
tiative. Its point was to pool members’ foreign-exchange reserves
to help crisis-hit countries suffering hqu1d1ty crunches.

On the trade front, after the Asian crisis ASEAN redoubled ef-
forts not just to create free trade in merchandise goods but, by
2015, an ASEAN Economic Community in which goods, skilled
workers and capital are supposed to move freely about. The pre-
sent global crisis provided a fresh spur. In March cmi countries
will boost poaled reserves by more than 50%, to $120 billion. A
new monitoring and surveillance mechanism will reassure lend-
ers. And itishard to keep count of Asia’sfree-trade agreements. A
decade ago little more than a dozen involving at least one Asian
country had been signed. Now around 230 have been signed or
proposed. On January 1st China’s FTa with AsEaN, the world's
biggest by population, came into effect.

_If all this marks progress, it is less than meets the eye. Since the
Asian financial crisis, the abundant central-bank reserves that
make for a viable Chiang Mai Initiative have also made it look su-
perfluous; no country has yet drawn on it. As for Asia’s noodle
bowl of proliferating FTas, a recent survey found only 22% of
firms taking advantage of trading preferences offered by such
agreements. The best that can be said is that this is a higher pro-
portion than previously thought. In the main, the rules of origin
are complex and the paperwork time-consuming, And in nearly
all Asian Fras, sensitive sectors remain protected.

Some point out that one reason why not all East Asian firms
take advantage of FTas is that tariffs are already low. They say
that the competitiveness of its intricate production networks
makes East Asia a powerful example of integration. Intraregional
trade in Asia climbed from a fifth of the region’s total trade after
the second world war to a third in the 19805 to over half today.

Yet the integration applies only to production, so-called “fac-
tory Asia”. There, three-fifths of manufactured exports go to Eu-
rope and the United States, Meanwhile Asian consumers—untike
counterparts in Europe, who compare prices for goods and even
services across borders—inhabit fragmented markets. No sense
of regionalism for them. Asian capital markets, too, are more
closely bound to global markets than to each other.

And communautaire pigs may fly

Asia’s elites agree with the common analysis: that a rebalancing
of growth is needed away from exports to the West and more to-
wards fostering local demand instead. They also call for financial
integration to spur much-needed regional investment. But coun-
tries’ huge accumulation of dollar reserves does little to help ei-
ther aspiration. Meanwhile, for all that its national leaders ac-
knowledge that Asia is growing daily more interdependent, few
yet accept the logical corollary: monetary and fiscal policies need
to be better co-ordinated, shaped with as much of a sense of the
regional good as the national one. Only with signs of that will the
Asian project be really credible. m
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Schumpeter | The silver tsunami

Business will have to learn how to manage an ageing workforce

ARTIN AMIS and Christopher Buckley are writers who are

entering their silver years and are worried about the costs
of an ageing population. Mr Amis, who has a new novel out (see
page B4}, recently compared the growing army of the elderly to
“an invasion of terrible immigrants, stinking out the restaurants
and cafés and shops®. Mr Buckley devoted a novel, “Boomsday™,
to the impending war of the generations. They have both touted
the benefits of mass euthanasia, though Mr Amis favours giving
volunteers “a martini and a medal” whereas Mr Buckley sup-
ports more sophisticated incentives such as tax breaks.

Novelists will have their jokes. But Messrs Amis and Buckley
are right to warn about the threat of the “silver tsunami”. Most
people understand about the ageing of society in the abstract. But
few have grasped either the size of the tsunami or the extent of its
consequences. This is particularly true of the corporate world.

Companies in the rich world are confronted with a rapidly
ageing workforce. Nearly one in three American workers will be
over 50 by 2012, and America is a young country compared with
Japan and Germany. China is also ageing rapidly, thanks to its
one-child policy. This means that companies will have to learn
how to manage older workers better. It also means that they will
be confronted with a wave of retirements as the baby-boomers
leave work in droves.

Most companies are remarkably ill-prepared. There was a
flicker of interest in the problem a few years ago but it was
snuffed out by the recession. The management literature on older
workers is a mere molehill compared with the mountain devoted
to recruiting and retaining the young.

Companies are still stuck with an antiquated model for deal-
ing with ageing, which assumes that people should get pay rises
and promotions on the basis of age and then disappear when
they reach retirement. They have dealt with the burdens of this
model by periodically “downsizing” older workers or encourag-
ing them to take early retirement. This has created a dual labour
market for older workers, of cosseted insiders on the one hand
and unemployed or retired outsiders on the other.

But this model cannot fast. The number of young people, par-
ticularly those with valuable science and engineering skills, is
shrinking. And governments are raising retirement ages and

making it more difficult for companies to shed older workers,in a
desperate attempt to cope with their underfunded pension sys-
tems. Even litigation-averse Japan has introduced tough age-dis-
crimination laws.

Companies will have no choice but to face the difficult pro-
blem of managing older workers. How do you encourage older
people to adapt to new practices and technologies? How do they
get senior people to take orders from young whippersnappers?
Happily a few companies have started to think seriously about
these problems—and generate insights that their more stick-in-
the-mud peers can imitate. The leaders in this area are retail com-
panies. Asda, a subsidiary of the equally gerontophile Wal-Mart,
is Britain’s biggest employer of over-50s. Netto, a Danish super-
market group, has experimented with shops that employ only
people aged 45 and over.

Many industrial companies are also catching the silver wave.
Some are rejigging processes to accommodate older workers. A
forthcoming article in the Harvard Business Review by Christoph
Loch of inseaD and two colleagues looks at what happened
when BMw decided to staff one of its production lines with
workers of an age likely to be typical at the firm in 2017. At first
“the pensioners’ line” was less productive. But the firm brought it
up to the level of the rest of the factory by introducing 7o relative-
ly small changes, such as new chairs, comfier shoes, magnifying
lenses and adjustable tables.

Some companies, particularly in energy and engineering, are
also realising that they could face a debilitating loss of skills when
the baby-boomers retire en masse. Bosch asks all retirees to sit
down for a formal interview in an attempt to “capture” their wis-
dom for younger workers. Construction companies such as Swe-
den’s Elmhults Konstruktions and the Netherlands® Hazenberg
Bouw have introduced mentoring systems that encourage pros-
pective retirees to train their replacemnents.

Older and poorer _
Companies will have to do more than this if they are to survive
the silver tsunami. They will have to rethink the traditional mod-
el of the career. This will mean breaking the time-honoured link
between age and pay—alink which ensures that workers get ever
more expensive even as their faculties decline. It will also mean
treating retirement as a phased process rather than a sudden
event marked by a sentimental speech and a carriage clock.
There are signs that this is beginning to happen. A few firms
have introduced formal programmes of “phased retirement”,
though they usually single out white-collar workers for the privi-
lege. Some, notably consultancies and energy companies, have
developed pools of retired or semi-retired workers who can be
called upon to work on individual projects. Asda allows employ-
ees to work only during busy periods or take several months off
in winter {a perk dubbed “Benidorm leave”). Abbott Laborato-
ries, a large American health-care company, allows veteran staff
to work for four days a week or take up to 25 extra days of holiday
ayear. .
But there is one big problem with such seemingly neat ar-
rangements: the plethora of age-discrimination laws that have
been passed over the past few years make it harder for compa-
nies to experiment and easier for a handful of malcontents to sue.
It would be an irony worthy of Messrs Amis and Buckley if laws
that were passed to encourage companies to adapt to the demo-
graphic revolution ended up having the opposite effect. m
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» of 1990, the price in 2016 should be €20-40.
If the gU opts for a 30% cut the range would
be €30-60.

Becalmed as they are, however, current
prices are clearly not achieving the policy
aims which led politicians to create them
in the first place. The most obvious short-
term way in which carbon prices inthe Ts
can reduce emissions is by encouraging
eleciricity generators to switch from
cheaper high-carbon fuels, like coal, which
require them to buy more credits, to more
expensive low-carbon fuels, like natural
gas. At the moment, though, with gas
prices comparatively low and coal prices

/ Buttonwood |

creeping up, any such switchingis going to
be done anyway, according to Sabine
Schels of Bank of America Merrill Lynch.

To encourage more profound changes
in energy generation, such as the develop-
ment of new types of nuclear-power sta-
tions or of coal plants that store away their
carbon, the carbon price would have to be
a great deal higher and have a pretty firm
floor. As it is, current prices may be making
industrialists more aware of their carbon
footprints, but they are not having a huge
effect on the world atlarge.

The biggest effect that carbon markets
have had on emissions so far, according to

The markets, and developed economies, are too dependent on government action

S JANUARY goes, so goes the year.
That old stockmarket saying does not
augur well for 2010, given that the msci
World index fell by 4.2% in the month, the
biggest decline since February 2009, and
emerging markets dropped by 5.6%.

Although markets rallied a bit in early
February on better-than-expected eco-
nomic data, the poor start to the year re-
flected an inherent contradiction to the re-
bound of 2009. That raily seemed to be
dependent both on extraordinary stimu-
lus measures by governments and central
banks, and on a vigorous economic recov-
ery. But both cannot co-exist for long: ei-
ther the recovery will notlast or, if it does,
the stimulus will be taken away.

In addition, governments’ ability to
provide that stimulus is dependent on the
markets’ own willingness to fund huge
deficits at very low yields. But why would
investors accept meagre yields if they ex-
pected a vigorous recovery? In a sense,
the market seemed to be hauling itself up
by its own bootstraps.

Sure enough, the bullish story has
started to unravel, if only at the edges. In
the developing world China has attempt-
ed to tighten monetary policy. That has
caused some alarm because China was
acting as the engine of global growth.

And in the developed world investors
have started to question the ability of
governments to keep financing their defi-
cits. The obvious example is in Greece,
where ten-year bond yields reached 7%
late Jast month. Atthatlevel, which is welt
above likely Greek GDP growth, the coun-
try’s indebtedness would grow very rap-
idly. However unpopular it may prove to
be, an austerity package is needed to pre-
vent Greece from falling into this debt
trap (see pages 67-69).

So even in places where governments
may wish to maintain fiscal stimulus, the

markets may force them into corrective ac-
tion. Britain, France, Ireland, Spain, Portu-
gal and others have all indicated their de-
termination to keep deficits under control,
with varying degrees of conviction.

But withdrawal of even small parts of
the stimulus packages can send an econ-
omy back into the doldrums. As an exam-
ple, American new-home sales slowed
sharply after an initial end-of-November
deadline for the expiry of a buyers’ tax
credit. Although the credit has since heen
extended until April, December’s sales
WETE just 342,000, compared with 329,000
in January 2009, at the height of the crisis.

The stimulus may have prevented the
global economy from slipping into depres-
sion. In the medium term, however, aca-
demic studies suggest that higher govern-
ment spending leads to slower economic
growth. A 2008 paper by Antonio Afonso
of the Furopean Central Bank and Davide
Furceri of the University of Palermo calcu-
lates that for every one-percentage-point
rise in government spending as a propor-
tion of Gop, the growth rate falls by 012
0.3 percentage points.

What's more, the packages have not
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Kristian Tangen of Point Carbon, has been
on investment in developing countries.
The Kyoto protocel, a 1997 agreement on
emissions, set up a “clean development
mechanism” (com) by which reductions
in greenhouse gases in developing coun-
tries could generate a carbon credit that
can be traded alongside the EUA.

A successar to the Kyoto protocol could
greatly increase the size of this market, as
could a cap-and-trade system in America.
But neither is coming soon. At the moment
the Kyoto protocol is due to run outin 2012,
and may take the CDM with it. “The cDM
will either be consigned to the dustbin for »

really dealt with the problem of excessive
debt, but merely transferred it from the
private to the public sector. This buys
time, but is akin to those debt-consolida-
tion plans that are sold to consumers on
Tv. The pain is spread out over a longer
period. But pain there will be, in the form
of higher taxes, higher bond yields, slow-
er growth or a combination of all three.

The authorities face a dilemma. Re-
duce the stimulus now and they risk
plunging the economy back into reces-
sion, as happened in America in1937 and
Japan in 1997 But leave the stirmulus in
place for toolong, and they risk damaging
long-term growth prospects.

The bulls hope that the economy can
escape from this trap by the simple expe-
dient of private-sector growth. That is
why they welcomed the rise in manufac-
turing activity signalled in this week’s lat-
est purchasing managers’ indices. If the
private sector rebounds of its own accord,
unemployment will fall and budget defi-
cits will decline.

But hopes for a strong private-sector
recovery are undermined by the data on
credit growth. In the year to December,
the broad measure of money supply fell
by 0.2% in the euro zone and grew by just
3.4% in America. In Britain the annual
growth rate is higher {6.4% in December),
but David Owen, an economist at Jeffer-
ies International, estimates that quantita-
tive easing (QE), whereby central banks
create money to buy assets, has been
boosting the figure by an annualised rate
of 10%. If the Bank of England stops QE
entirely, the credit-growth rate could col-
lapse. For the stockmarket rally to resume
properly in 2010, econornies in the devel-
oped world need to show they can stand

on their own two feet.

Economist.com/blogs/buttonwood
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Economics focus | (v ersity training

Some developing economies are rich but crude, while others are poor but sophisticated

NCE a sleepy fishing port, the industrial city of Yanbu, on

Saudi Arabia’s Red Sea coast, is now a monument to the
country’s efforts to diversify its economy. Its petrochemical plant
is asprawling palace of pipes. Propane tanks and cracking towers
shimmer in the heat like domes and minarets. The facility’s engi-
neers live with their families nearby in a leafy enclave, their
shady balconies reminiscent of the tradittonal rowshan win-
dows of old Jeddah. At the local mall, shoppers can buy any fla-
vour of Holsten Pils they like (strawberry, apple, pomegranate),
s0long as it is non-alcoholic.

Like many developing countries, Saudi Arabia has long strug-
gled to wean itself off its dependence on a handful of commeod-
ities, in this case oil. Yanbu was built by a royal commission, set
upini97sas part of a concerted effort to move the Saudi economy
beyond crude into downstream industries, such as refined petro-
leum and petrochemicals. The policy has enjoyed some success:
Saudi petrochemical exports exceeded $14 billion in 2008. The
kingdom is more ambivalent about some cf its other forays. it is,
for example, now phasing out efforts to grow wheatin the desert,

Saudi Arabia’s obsession with its industrial mix is not shared
by most development economists. They traditionally judge the
success of an economy by the volume, not the variety, of output
perhead. Two exceptions are Ricardo Hausmann of Harvard and
his colleague, Cesar Hidalgo, a physicist. In a series of papers
with various collaborators, they have explored the cornposition,
as well as the quantity, of production, and have taken into ac-
count what countries produce, as well as how much.

Just as economies differ in size, the two authors show, they
also vary in complexity. Some are eclectic, making a wide range
of products. Others are esoteric, producing idiosyncratic goods
that few other countries can make. The authors have created a
measure of the sophistication of an economy based on two crite-
ria. How many products does a country export successfully? And
how many other countries also export those products? Sophisti-
cated economies, by the pair's definition, exporta large variety of
“exclusive” products that few other countries can make,

Income and sophistication tend to rise in tandem, as you
would expect. But some economies are surprisingly sophisticat-
ed, given their level of income. They tend to grow quickly, per-

haps because they have mastered industries that are mostly the
preserve of richer, and therefore costlier, rivals. Other economies,
by contrast, are surprisingly crude, given their prosperity. Saudi
Arabia, for example, ranks below the Philippines and Indonesia
in sophistication, despite having a higher income per head.

In its recent efforts to diversify, Saudi Arabia has placed less
faith in royal commissions and more in entrepreneurs. It is busy
cutting red tape and streamlining procedures in a bid to become
one of the world’s ten most “competitive” economies by 2010, as
ranked by the World Economic Forum and the World Bank’s *Do-
ing Business” league tables. Saudi Arabia hopes that the private
sector, newly unencumbered, will sniff out fresh opportunities,
diversifying the economy in response to market signals rather
than royal decrees. The work of Messrs Hausmann and Hidalgo,
however, suggests that the kingdom’s entrepreneurs have their
work cut out for them. As they point out, economies find it easier
to master new products that are similar to ones they already
malke. It is easier to graduate from assembling toys to assembling
televisions than to jump from textiles to laptops.

The two authors measure the proximity of one product to an-
other based on the probability that 2 country makes both. In oth-
er words, if an economy that makes T-shirts is also likely to make
bedsheets, the authors infer that T-shirts and bedsheets are close-
Iy related. They have displayed their results on an ingenious map
of the industrial landscape, in which similar products cluster
tightly together and unrelated products stand apart (see
www.chidalgo.com/productspace/).

The territory their map reveals is far from uniform. It resem-
bles a woodiand, in which isolated knots of trees surround a few
dense thickets of forest. An economy that already exports a few
products in the thickest clusters can diversify quickly, hopping
from one closely related product to the next. Saudi Arabia, by
contrast, is stranded on one of those lonely clumps of products
that seem only distantly related to anything else.

To cross these gaps, entrepreneurs need help. But royal com-
missions are not the answer. In work with Dani Rodrik of Har-
vard and Charles Sabel of Columbia University, Mr Hausmann
argues that governments should emulate venture funds, backing
new enterprises in the hope that one will make the leap into a
more densely forested area. They should spread their bets widely,
maonitor progress closely, and cutlosses promptly.

Do something different

Two hours’ drive down the coast from Yanbu, Saudi Arabia’s lat-
est experiment in diversification is in progress. The King Abdul-
lah Economic City {(kAEC) was conceived by the Saudi govern-
ment. But it is supposed to be built, run and paid for by the private |
sector. Taking the lead is Emaar.z.c, the local offshoot of a big Du-
bai developer, which raised 2.55 billion riyals ($68cm) on the Sau-
distockmarketin 2006.

In addition to a port, Emaar.e.c plans resorts, residences,
schools and a financial centre, Butit has left vast tracts of the site
empty for other companies to fill, in the hope of attracting a clus-
ter of light industries. Progress is slow. According to Reuters,
Emaar.E.C received a loan of about 5 billion riyals from the gov-
ernment last month to stop it falling further behind on the pro-
ject. What distinguishes a good diversification strategy, Messrs
Hausmann, Rodrik and Sabel argue, is not the ability to pick win-
ners; itis the guts to let losers go. Butitis not easy to remain aloof
from a city that bears the king’s name. 8
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New dangers for the world economy

When the crisis started, governments helped save the world economy. Now they are the problem

AST vyear it was banks; this
year it is countries. The eco-
nomic crisis, which seemed to
have eased off in the latter part
of 2009, is once again in full
swing as the threat of sovereign
defaultlooms.

: Europe’s leaders are strug-
gling to avert the blggest financial disaster in the euro’s 1-year
history (see pages 22-24). This week all eyes have been on
Greece. If it defaults, it will be the first Eu member to do so. As
The Economist went to press EU leaders were meeting to dis-
cuss what to do, and there was talk of a German-led rescue
scheme. If it happens, other European candidates may be
queueing up. Bond markets are worried about the capacity of
Spain (see next leader), Ireland and Portugal to repay their
debts, forcing these countries to increase taxes and cut spend-
ing, even as they remain mired in recession.

Europe’s troubles have given investors good reason to wor-
1y; but they are not the only cause for concern. Policy changes
around the world have also spooked investors. China’s gov-
ernment began to rein inits lending binge last month, worried
about accelerating inflation and asset bubbies. India’s central
bank has raised reserve requirernents and Brazil's fiscal stimu-
lus is being phased out (see page 38). The rich world’s big cen-
tral banks are gradually unwinding the emergency liquidity
facilities they introduced at the height of the crisis. “Quantita-
tive easing”, the process of printing money to buy longer-dat-
ed securities, is corming to an end—or at least being put on hold.

All this has knocked asset prices. Stockmarkets are down
sharply, commodity prices have tumbled and volatility is up.
The msc1 World Index of global share prices has fallen by al-
most10% from its peak on January 14th. Optimism abouta “v"™
shaped recovery is being replaced with pessimism about a
double-dip recession, as fears grow that policymakers will be
forced, or will mistakenly choose, to remove monetary and fis-
cal props too soon.

Acropolis now?

Three factors will determine whether such fears are justified.
The first is the strength of the recovery—whether it is self-sus-
taining, or still propped up by government stimulus. The sec-
ond is the scale of the sovereign-debt problems—whether
Greece is a basket-case all of its own, or investors lose confi-
dence in other heavily indebted governments. The third is the
deftness with which the world’s central bankers and finance
ministers design and co-ordinate the withdrawal of policy
stimulus {see pages 73-75).

The picture on global growth is increasingly split. Big
emerging economies are in the best shape, with strong growth
in domestic demand and scant spare capacity. Countries such
as India and Brazil have largely put the downtum behind
them. Given the scale of its government-directed lending
binge, China’s economy is vulnerable to asudden clampdown
by bureaucrats. But, for all the markets’ worries, there are few
signs that it will tighten too much too fast. A slowing is possi-

ble, indeed desirable, but a serious stumble seems unlikely.
Not so in the rich world, where there are still few signs of
strong private-demand growth. America’s latest, buoyant,
GDp figures are misleading. Output grew at an annualised rate
of 5:7% in the fourth quarter of 2009 mainly because firms
were rebuilding their stocks. With the economy still shedding
jobs {albeit at a lower rate), share prices falling, the housing
market still wobbly and household debt shrinking, consumer
spending is likely to remain subdued. Nor, with plenty of ca-
pacity sitting idle, are firms likely to go on an investment binge.
In Europe and Japan the situation is far grimmer. Though ex-
ports are recovering, Japan has slipped back into deflation. In
the euro zone, recovery was faltering long before the Greek cri-
sis hit. Domestic demand has stalled even in countries, such as
Germany, where households have no excess debt to pay off.

Searching for the exit

This disparity between the rich and emerging worlds should
bereflected in their macroeconomic policies. Emerging econo-
mies can, and should, unwind their stimulus and raise interest
rates before inflation takes off. But in big, weak, rich economies
it is still too soon to tighten. The dangers of repeating the mis-
takes made in Americainig37 and Japaninig97—when prema-
ture tax increases and tighter monetary policy pushed fragile
economies back into recession—are greater than the risks of in-
action. With output so far below potential and credit growth
stagnant, there is little chance of susiained inflation. Nor, in
most countries, should fear of bondholders lead to sudden fis-
cal austerity. The right lesson to draw from the travails of
Greece, Spain and Portugal is not that all deficits today are dan-
gerous, but that governments need to do more to control their
deficits and boost economic growth in the medium term in or-
der to make room for looseness today.

Most big, rich economies have absorbed half that message.
At their gathering on February 6th, the G7's finance ministers
concluded, rightly, that it was too early to begin withdrawing
stimulus, But no rich country has laid out a credible, medium-
term fiscal plan. Top of the list should be reforms, like raising
the retirement age or means-testing future benefits, which im-
prove countries’ fiscal outlook without crimping demand to-
day. France is leaning in the right direction, with its mooted
overhaul of the pension system. America'snew budget, which
simply punted on the medium term, was a shocking failure in
that regard.

Equally important is a more explicit agenda to boost
growth in the medium term. To minimise the risk that they fall
into a Japanese-style morass of high public debt and slow
growth, the rich world's economies must spur productivity,
encourage investment and foster competition. That pointsto a
renewed focus on freeing trade, cutting spending rather than
raising taxes and agreeing on new financial regulations.

Some of today’s nervousness comes from “policy risk™. No-
body—neither firms, banks nor individuals—is quite sure
where government policy is going. The more that govern-
ments can do to reduce such uncertainty, the stronger the re-
coveryislikely tobe. &
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The firm initially refused to acknowledge the problem;
then, last year, it offered an explanation (badly fitting floor
mats) that was greeted with scepticism; only last month did it
change its mind and agree to replace the accelerator pedals in
affected vehicles. Some people still doubt that it has really got
to the bottom of the problem. As well as seeming indecisive,
Toyota’s bosses went to ground as the story erupted in news-
papers, on television and online, Only on February sth did
Akio Toyoda, 53, the scion of the founding family, appear in
public to bow in apology—and even then critics complained
that he did not bow deeply enough.

Toyota’s problems are its alone, but they highlight broader
failings in Japanese corporate governance that make large
companies particularly vulnerable to mishandling a crisis in
this way. Such firms typically have a rigid system of seniority
and hierarchy in which people are reluctant to pass bad news
up the chain, thus keeping information from those who need
to hearitin a misguided effort to protect them from losing face.
In many firms, including Toyola, family ties make challenging
the boss all but impossible. Any attempt to short-circuit the hi-
erarchy is deemed an act of disloyalty and a violation of the
traditional consensual corporate culture. Groupthink be-
comes entrenched because there is so little mobility between
companies: hiring from outside is thought to disrupt a firm's
internal harmony, and an executive willing to move will be
stained as a disloyal “job-hopper”. This further hinders firms’
ability to take bold, decisive action. The preference for harmo-
ny crowds out alternative viewpoints.

The lack of an outside perspective is particularly striking in
the case of Toyota’s board. It is composed of 29 Japanese men—
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all of them Toyota insiders, none of them independent.
(Toyota'sfirst and only non-Japanese board member, one of its
American managers, who was appointed in 2007, was swiftly
wooed away by an American carmaker.) Most of the rest of
Japan Inc is just as lacking in diversity, apart from a couple of
honourable exceptions, such as Sony and eAccess. Indeed,
there is a greater percentage of women on boards in Kuwait
than in Japan.

A fault with the Toyota model

For years, Japanese bosses rebuffed the idea of appointing out-
side directors on the grounds that Toyota seemed to be getting
on perfectly well without them. That argument no longer
holds water. Of course, Western-style corporate governance
has problems of its own, highlighted by the Enron and World-
Com scandals and the failure of boards to monitor the activi-
ties of risk-taking financial institutions in the run-up to the fi-
nancial erisis. But outsiders do at least bring in new ideas; and,
because they have not been brought up in the company cul-
ture, are more likely to question the way things work. If
Toyota's board had included, say, a female German boss, a for-
mer American senator and a high-flying Hong Kong lawyer, its
response to the crisis might have been different.

Many large Japanese companies are now responding to
Toyota’s troubles by re-examining such matters as their use of
outsourcing to drive down costs, their dependence on external
suppliers {(most of the accelerator pedals were supplied by an
independent American partsmaker) and their relationships
with non-Japanese firms. But they might want to use the inci-
dent to reconsider their own internal workings, too. m

Banks

A better black-swan repellent

How banks can improve their approach torisk management

HE annual gathering of the

Global Association of Risk
Professionals, held this week in
New York, had as its theme
“Transforming Risk in a New
World Order”. Qutwardly confi-
dent they may be, but those at-
e ’ tending have been chastened by
the experiences of the past two years. In the good times, it had
seemed that threats to stability were being held in check by fi-
nancial innovation and technological advances. It appeared
that the quality of banks’ risk management had, like that of
avionics, converged on a high standard, allowing banks to fly
higher, more efficiently and more safely. In structured finance,
however, giants such as a1, Citigroup and uss had been pil-
ing up “non-linear” bets, with a small—but, as it turned out,
very real-likelihood of life-threatening losses. It was the
equivalent of a plane that ekes out an extra few miles per tank
of fuel but suffers engine failure in a storm.

Banks are scrambling to convince markets, regulators and
politicians thatlessons have beenlearned. Risk is now the hot-
test recruitment area in finance, with some large firms, such as
Morgan Stanley, doubling the size of their teams. Industry
groups are pumping out self-critical reports and are working

to bring centralised clearing to over-the-counter derivatives
and improve underwriting and disclosure in securitisations.
Payis being aligned more closely with long-term performance,
even if it still looks obscenely high to outsiders.

Yet there is scope for banks to do far more to improve their
risk management. Some did better than others in: coping with
different aspects of the crisis, offering useful lessons. Admit-
tedly, skill and luck are difficult to tell apart, and firms that
were exemplary in some areas did badly in others. But several
commonsense recommendations emerge from the crisis.

Consider risk governance: the relationships between wad-
ers, risk managers, executives and directors. The balance of
power is now shifting back from risk-takers to those who po-
lice them internally. But a chief risk officer is impotent if he is
nothing more than a glorified compliance chief, as is still the
case at many banks. Ideally it should always be up to traders,
not their risk managers, to prove their case if the two disagree,
It helps if the latter command respect. Goldman Sachs, forin-
stance, moves senior traders to risk positions, making clear
that such moves are a step towards the top. Despite the firm’s
swashbuckling reputation, its senior people have a conserva-
tive streak, which explains Goldman’s decision to pull back
from mortgages in 2006 (though even its risk managers failed
to spot the danger of being so heavily exposed to a1G).
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Boards, too, need to monitor risk better. Many were not
even asking the right questions—such as whether the boom in
mortgage-hacked markets was sustainable. A lack of relevant
experience among independent directors did not help. The
outsiders hired onto boards after the passage of the Sarbanes-
Oxley Actin 2002 brought fresh perspectives, but could not al-
ways get their heads around collateralised debt obligations. As
well as having a strong financial-services bent, boards should
be pared down from the 12-16 members that are typical today,
so they are less vulnerable to groupthink, Directors should
also put in more time: five or six days a year is not enough to
master a labyrinthine balance-sheet.

Ultimately, however, the tone on risk is set in the corner of -
fice. The bosses of banks that suffered devastating losses, such
as UBS and Royal Bank of Scotland, were generally more inter-
ested in striking deals and leaping up league tables than in
rooting out danger. By contrast, the top brass at banks that
fared better, such as JPMorgan Chase, encouraged managers to
flag up potential problems and eyed highly profitable units
suspiciously. Jamie Dimon steered JPMorgan through the crisis
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by doggedly sticking to a few basic principles, such as not
holding too much of anything. He also had a healthy scepti-
cism of mathematical-risk models and metrics, even though
his bank invented many of them. They seemed to work when
asset prices were rising and volatility was iow, but the melt-
down exposed their inability to capture rare but catastrophic
“black swan” events (see our special report, after page 50).

Geek drama

The answer is not to reject quantitative finance but to be hon-
est about its limits. Models have their place, but they must be
coupled with more subjective approaches to risk, such as
stress tests and scenario-planning. Three years ago it might
have seemed neurotic to fret about systemic liguidity shocks
ot the failure of a big investment bank. But the few firms that
thought through the consequences of such events were better
able to react when they occurred, Fixing finance wili take more
than sharper boards, greater scepticism towards “quants” and
more powerful risk managers. But as the world awaits a regu-
fatory panacea, those would be good placesto start. m /

Ukraine

Bloodless orange

Ukraine’s peaceful revolution turned sour because its leader wasnotruthless enough

IVE years ago in Kiev, as the
snow fell, rock bands played
and hundreds of thousands of
people demonstrated for free
elections and against corrup-
' tion, Ukraine seemed poised to
k be transformed from a post-So-
% viet oligarchy into a modern de-
mocracy. Yet on February 7th the disgraced loser of 2004-05,
viktor Yanukovich (pictured right), won the presidency at the
second attempt—evenif Yulia Tymoshenko, his opponent (pic-
tured left), is reluctant to concede (see page 45).

The election result feels like an extraordinary betrayal of
the orange revolution. Yet the seeds of this outcome were
planted even as the orange throng triumphed. Ukraine is a
case study in how to entrench the gains of revolution—and
how to squander them.

Too quiet by half

The revolution was mercifully peaceful; but it wasn’t free, On
the contrary, like all such upheavals it was hugely costly, not
only or principally in money. Viktor Yushchenko, the now-
outgoing president, was swept to power but incurred heavy
debts: to his allies, chief among them Ms Tymoshenko, hero-
ine of the orange crowds; to other politicians, such as the So-
cialists, with whom he cut deals; to the businessmen who
bankrolled his campaign; and to his enemies, who extracted
concessions in exchange for going quietly.

In office, Mr Yushchenko paid up. He made Ms Tymosh-
enko prime minister (a position she held twice). Alas, the qual-
ities thathad made her a formidable revolutionary proved ali-
ahility in government. She was relentlessly self-promoting,
short-termist and populist, as for example when she imposed
price caps on fuel. Meanwhile the Sccialists were put in charge

of privatisation. Unsavoury businessmen were given jobs in
the presidential administration. And the “bandits” whom Mr
Yushchenko had promised to punish for various crimes—not
least the poisoning that disfigured him before the election of
2004 and the attempted rigging of the outcome—remained
free. One of the alleged villains, Mr Yanukovich, became
prime minister in 2006-07 and will now be president.

Some of this was unavoidable. Mr Yushchenko faced a cha-
otic and venal parliament, a messy constitution and a cadre of
politicians whose view of the proper authority of any given
office depends on their chances of occupying it. Some of the
compromises he made were necessary, if distasteful. It would
be wrong for any leader in so fragile a country as Ukzaine tore-
nege onall the pledges he makes to avoid conflict. Mikheil Saa-
kashvili of Georgia offers a good example of the opposite dan-
ger—of how what can initially seem like satisfyingly firm
government can slip into over-mighty rule.

Allthe same, Mr Yushchenko repaid his debts too generous-
ly. Corruption among his cronies earned his administration al-
most as bad a reputation for graft as the regime it replaced—
confirming the belief of many, especially in eastern Ukraine
(Mr Yanukovich's stronghold), that all the pre-revolutionary
talk of cleaner government was so much self-serving cant. The
failure to punish almost anyone for the serious crimes Mr
Yushchenko had denounced, or to overhaul the courts, led to
disillusion among his supporters and boldness among his en-
emies. The orange coalition was plagued by rivalries and con-
tradictions, collapsing on several occasions under their own
weight. Especialiy at the beginning, when circumstances were
propitious, Mr Yushchenko should have been tougher.

Instead, his presidency was crippled by his revolutionary
debts. Rather than curing the fractious pathologies of Ukrai-
nian politics, Mr Yushchenko succumbed to them, failing to
build the institutions that underpin democracy. The pecple »
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Settling trade disputes
When partners
attack

China will test the wro’s
dispute-settlement system

N 2009 China overtook Germany to be-

come the world’s largest exporter. Exact-
ly half the trade disputes that were filed at
the World Trade Organisation (wTo) last
year involved China. These facts are not
unrelated, As Pascal Lamy, the wTo's
chief, pointed out in January, the scope for
trade friction increases as countries trade
mote. Disputes between China and other
countries are only to be expected.

Mr Lamy did not have to wait long for
evidence to back up his claim. On Febru-
ary 8th China complained to the wToO
about the European Union’s anti-dumping
duties on Chinese-made shoes. This latest
fracas over footwear follows recent com-
plaints by the Chinese abous restrictions
on its exports of steel fasteners, car tyres
and poultry. Having initiated just two dis-
putes between joining the WTO in 200
and September 2008, China has com-
plained to the wT0 another five times
since then. Marc Busch of Georgetown
University in Washington, Dc, says that
China has moved from “learning by
watching”, where it mainly observed oth-
ers’ trade tussles, to being an active partici-
pantin formal dispute settlement.

China’s increasing propensity to bring
disputes to the wTo is part of a broader
shift. Although the average number of for-
mal disputes per year has fallen since 2001,
this is principally because rich countries
spend less time fighting each other. Be-
tween the wT0's founding in 1995 and the
end of 2000, America and the U initiated
exactly half of the cases brought to the
wTO. But between 2001 and 2008 they
brought only 27.2% of cases. Over half
were initiated by developing countries.

That emerging markets, whose share of
world trade is growing, feel confident
enough in the dispute-settlement system
to use it is welcome. The alternative—a se-
ries of escalating retaliations uncon-
strained by any rules—is far worse. The
question is whether the wrto’s mecha-
nisms are up to the task of defusing rising
trade tensions with China.

There are grounds for confidence. Un-
like dispute settlement under the previous
world trade regime, countries cannot sim-
ply brush away verdicts handed down by
the wto.If a country fails to comply with
a ruling, the wTo can permit the com-
plainantto hitback, for instance by restrict-
ingits adversary’s access to its own market.
Crucially, even when it does give permis-
sion to strike back, the wrto limits the

amount of retaliation based on the dam-
age caused, preventing small skirmishes
over a few million dollars of trade from be-
coming outright trade wars. Mr Busch
points out that nearly 70% of disputes are
settled by negotiation, presumably to the
satisfaction of both parties.

The credible threat of wro-authorised
retaliation also deters countries from using
trade barriers that are likely to be chal-
lenged. Chad Bown, a trade economist at
the World Bank, has found America was
less likely to slap anti-dumping duties on
trading partners who were themselves big
markets for American exporters. This does
point to one obvious problem with the sys-
tem: an aggrieved country with toosmall a
market credibly to threaten serious retalia-
tion against a big country has limited lever-
age.Evenifit has cause for complaint, such
a country is unlikely to file a case.

That ought not to be a big problem for
China and America or the eu, which value
each other’s markets. But Mr Bown argues
that America or the U may still find dis-
putes with China tricky. Countries often
threaten to target their retaliation against
politically-sensitive products, hoping that
their manufacturers will convince their
own governments to change course, But
this sort of strategy may be more difficult
in a dispute with undemaocratic China. Ex-
ports derived from subsidiaries of Ameri-
can-based multinationals are clearly not
good targets for retaliation. American con-
sumers will be unhappy if disputes raise
the prices of cheap Chinese exports. For its
part, China may not import enough con-
sumer goods to make its threats of retalia-
tion credible, More disputes may be inev-
itable; resolving them successfullyisnot. m

Shoes on the other foot
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Financial psychology
Fair dues

Employees sniff out unfairness when
money isinvolved

F YOU can count your money you

don’t have a billion dollars, opined
Jean Paul Getty, an oil magnate. You may
feel peeved for other reasons, too. A
study published this month in the jour-
nal Psychological Sciencereveals that
employees’ perceptions of how fairly
they are being rewarded depend on
whether they are getting bonuses in the
form of goods or money.

Sanford DeVoe of the University of
Toronto and Sheena Iyengar of Colum-
bia University asked 268 participants to
read a scenario about a manager hand-
ing out equal rewards to ten employees
with vastly different performance re-
cords. In some scenarios the participants
were told that the manager divided up
20 boxes of chocolates or 20 extra days
of holiday equally among employees. In
others, they were told that the managers
divided up $20,000 or $20,000-worth of
credit-card reward points equally. Partici-
pants were asked to rate the fairness of
the manager’s behaviour on a nine-
point scale, where one was extremely
unfair and nine was extremely fair.

The researchers found these egalitari-
an tactics won average fairness values of
6.66 and 6.63 respectively for chocolates
and extra holiday, but much lower aver-
age values of 5.46 and 5.93 for money
and points, a statistically significant
difference. This suggested to the authors
that something about these rewards
made people feel more strongly that they
should reflectindividual effort.

To test this further, they ran a similar
study on another 427 participants. This
time they presented them with one of
five scenarios involving credit-card
reward points. Managers gave their
differently performing employees equal
amounts of points that could be used
only on electronics, only on books, only
on films, only on music, or on all four of
these types of products.

When points could be spent on only
asingle type of product, participants
rated managers’ behaviour as 618 on the
fairness scale. But thisnumber dropped
to 5.56 when credit-card points could be
spent on all four of the product types.
The authors suggest that the exchange-
ability of currency invokes a market
mindset. “This is one reason why cutting
all workers" hours equally, such as mov-
ing from a five-day to a four-day work
week, can come off as a much fairer
approach than making equal pay cuts
across the board,” says Mr DeVoe.
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Debt sustainability

Not so risk-free

Which countries have the biggest
problems?

ARKETS have suddenly woken up to

the idea that not all government debt
is risk-free. There is a long and not very
honourable history of sovereign default,
either explicitly or implicitly via inflation
and currency depreciation.

$o which countries are in the biggest
trouble? The ability of a government to
hongur its debt depends on a number of
factors, in particular the size of the debt
burden relative to GDP, the interest rate
paid on that debt relative to the economy’s
growth rate and the size of the govern-
ment’s primary budget balance—the sur-
plus, or deficit, before interest costs.

If the interest rate paid on public debt is
higher than the economy’s growth rate, the
stock of government debt will rise as a
share of GDP unless governments run a
primary budget surplus. The bigger the
stock of debt, the bigger that surplus needs
to be. This arithmetic suggests that coun-

' From shakiest to safest
Countries ranked* by sustainabitity of debt position

tries with big primary deficits, big debt
stocks and a big gap between interest rates
and growth are most vulnerable.

This can be a self-fulfilling process. In-
vestors will worry about governments’
ahility to service their debt and will push
up vields, making debt servicing even
harder. The shorter the maturity of the
debt, the quicker this problem will arise.
And if the debtis denominated in a foreign
currency or held largely by foreign credi-
tors, then a debt ¢risis can be compounded
by a currency crisis.

The table shows the main sources of
vuinerability for a range of oecp coun-
tries. The first column shows each coun-
try’s primary deficit or surplus adjusted for
the economic cycle. The second column
shows the OECD’s forecast for each coun-
try’s net debt-to-GDF ratio in 2010. The
third column measures the gap between
bond yields on debt of average maturity
for each country and the 0ecD’s forecasts
for growth in 2010 and 2011 The bigger the
negative number, the bigger the problem
(although longer-dated debt tends to pay
higher yields, so this measure may disad-
vantage countries which have less refi-
nancing risk). The countries are ranked by
adding together their relative league-table
positions on these three measures, a rough
gauge of the scale of their debt problems.

The fourth column adds
another source of risk—the
average time to maturity of
outstanding government
debt. Countries with shor-

% of GDP, 2010, forecast ter maturities are more like-
Primary budget GDPgrowth  Sovereign ly to face refinancing pro-
balance, cyclically  Net lesscostof  debt, years blems than those with
adjustedt debtt  financet, %  to maturity® longer ones. Two big bor-
Greece 46 M6 32 77 '

L

.
Nethtlnds .
Sermary

Sweden

rowers stand out on this
measure: America, for its
short debt maturities, and
Britain, which can draw
some comfort from the
lengthy duration of its debt.

Countries that come out
badly from the tables may
not default, of course.Japan
looks worrying on many
measures, for exampie, but
has long been able to fund
itself by issuing govern-
ment debt to domestic in-
vestors. America’s debt re-
mains the sanctuary of
choeice when risk aversion
rises. Some, like Ireland,
have already taken tough
decisions to get their fi-
nances under control, But
as Greece and others are
finding out, they will all
face severe pressure from

*Based an the sum of the countries rank for the first three debt measures
1General government  Forecast average nomiral 6DP growth

for 2010-11 less latest yield on yovernment bonds
of average maturity #Weighted averaga

Sources: Bloomberg;
ETY; QECD; The Ecanomist

the markets to bring their
deficits under control. And
thatmay cause a political as

well as afiscal crisis, m /
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Financial regulation in America

Another fine mess

NEW YORK
Bipartisan talks break down in the
Senate as time gets tight

ITH health-care reform stalled, the

White House would dearly love to
see Congress approve an overhaul of fi-
nancial regulation. But as Washington, b,
struggles with snowstorms, a chill has de-
scended on relations between Democrats
and Republicans on the Senate Banking
Cormmittee, which has the job of shep-
herding through a mega-bill on financial
reform, a version of which passed the
House of Representatives in December.

On February sth Christopher Dodd
{pictured left), the committee’s Democratic
chairman, said he was giving up on two-
month-old bilateral talks with its top Re-
publican, Richard Shelby (pictured right),
after reaching an “impasse”. Mr Dodd ap-
parently called it a day after making sever-
al concessions but receiving little in return.
The White House’s unexpected unveiling
of a tax on bank liabilities and a ban on
proprietary trading did not help matters,
complicating discussions at a delicate
time. The Democrats will now push ahead
with their own bill in the hope of bringing
the other party into the fold along the way.
Having lost their Senate supermajority in
an election in Massachusetts last month,
they now need at least one Republican to
back the bill, assuming all Democrats sup-
port it (and some are lukewarm). No Re-
publicans voted for the House bill.

The window for reaching a cross-party
consensusis closing fast. As winter turns to
spring, senators will begin to focus more
on the November mid-term elections than
on outstanding legislation. Mr Dodd may
have little more than a month to get a deal
before attentionturnselsewhere. Thereisa

“real chance” of the bill still being stuck in »
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Sovereign risk and the banks

The safety-net frays

BERLIN

Governments used to worry about their banks. Now the reverse is also true

ASENIOR HSBC executive reminisces
fondly about the day he was parachut-
ed into Latin America, a decade or so ago,
to help run a recently purchased but trou-
bled local bank. As he arrived he passed
people protesting against the acquisition,
some of whom were being carried about
in coffins. For a moment he wondered
whether that would end up being his fate.

Until recently bankers’ tales of der-
ting-do during the Asian, Latin American
and Russian debt crises were kept for after-
dinner drinks. Now, many of these old
emerging-markets hands are in high de-
mand during the day, as banks and inves-
tors ponder the potential effects of the
euro zone's debt crisis, “Sovereign risk has
supplanted regulatory risk as the primary
focus of bank bondholders,” says Jona-
than Glionna at Barclays Capital.

The prospects of a full-blown default
by a European government still seem re-
mote, especially given rising talk of a bail-
out for Greece (see page 22). Yet were it to
occur, the consequences could be nasty.
Jorg Krimer of Commerzbank notes that
the Greek government's outstanding debt
securities of €290 billion ($398 billion)
dwarf the amount Lehman Brothers owed
bondholders at the time of its collapse.

Greek banks would be most exposed to
the fallout. They hold about €39 billion of
government debt, roughly equivalent to
the amount of capital they have. There are
rumours that Greek banks have also been
keen sellers of credit-default swaps on
sovereign Greek debt, in effect doubling up
on their exposure to a debt crisis.

Commerzbank reckons that about 60%
of the Greek government bonds issued
over the past few years were sold to non-
Greek European buyers, half of whom
may have been banks. Any restructuring
of Greek, or other euro-zone, debt could re-
sult in Furopean banks having to take
“massive write-offs”, says Mr Krimer
American banks are less exposed to wob-
bly euro-zone countries, but the numbers
are still pretty big. Barclays Capital reckons
that the ten biggest American banks have
total exposures to Ireland, Portugal, Spain
and Greece of $176 billion.

The bigger concern, however, is not
banks' direct exposure to government
bonds, which average just 5% of eurc-zone
banks' assets, but the impact on their fi-
nancing. The costs of funding for banks on
Europe’s periphery are rising in tandem
with the allegedly “risk-free” benchmark
rates on the bonds of troubled European
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governments. Steep downgrades of the
sovereign-debt ratings of countries such as
Portugal, Greece and Ireland would proba-
bly translate into immediate rating cuts for
their banks, as well as higher capital char-
ges on banks’ debt holdings and bigger
haircuts when using this debt as collateral.
Regulators are busy designingrules forcing
banks to hold more government bonds on
the assumption that they are the most tg-
uid assets in a ¢risis. That premise may not
hold for every country’s debt.

A second concern is that the premium
that investors demand for holding banlk
debt may also widen above the bench-
marl “risk-free” rate. “If governments are
either less willing, because of competing
pressures on budgets, or are unable to pro-
vide support then that could have a mate-
rial impact on bhank ratings,” says Johan-
nes Wassenberg of Moody's, a rating
agency. The consequences of even small
changes in abank’s borrowing costs can be
extreme. JPMorgan, an investment bank,
reckons that an increase of just 0.2 percent-
age points in the horrowing costs of British
banks such as Lloyds Banking Group and
Royal Bank of Scotland would trim their
earnings by 8-11% next year, assuming they
could not immediately pass these costs on
to customers,

Fearsome as the prospects of sovereign
default are, bankers also fret about the im-
pact of avoiding one. In countries such as
Portugal, Greece and Ireland, where big
government deficits have to be cut back,
loan growth is likely to decline and bad
loans to increase as economies slow
Sovereign risk is out of the bottle. There is
no easy way of putting itbackin. ®
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A special report on finandiat risk 3

The gods strike back

Financialrisk got ahead of the world’s ability to manageit.
Matthew Valencia asksifit can betamed again

LT HE revolutionary idea that defines

the boundary between modern
times and the past is the mastery of risk:
the notion that the future is more than a
whim of the gods and that men and wom-
en are not passive before nature.” So wrote
Peter Bernstein in his seminal history of
risk, “Against the Gods™, published in1596.
And so it seemed, to all but a few Cassan-
dras, for much of the decade that followed.
Finanhce enjoyed a golden period, with low
interest rates, low volatility and high re-
turns. Risk seemed to have been reduced
to a permanently lower level.

This purported new paradigm hinged,
in large part, on three closely linked devel-
opments: the huge growth of derivatives;
the decomposition and distribution of
credit risk through securitisation; and the
formidable combination of mathematics
and computing power in risk management
that had its roots in academic work of the
mid-20th century. It blossomed in the
1990s at firms such as Bankers Trust and
JPMorgan, which developed “value-at-
risk” (VAR), a way for banks to calculate
how much they could expect to lose when
things gotreally rough.

Suddenly it seemed possible for any fi-
nancial risk to be measured to five decimal
places, and for expected returns to be ad-
justed accordingly. Banks hired herdes of
rhp-wielding “quants” to fine-tune ever
more complex risk models, The belief took
hold that, even as profits were being boost-

ed by larger balance sheets and greater le-
verage (borrowing), risk was being capped
by a technological shift.

There was something self-serving
abouit this. The more that risk could be cali-
brated, the greater the opportunity to turn
debt into securities that could be sold or
held in trading books, with lower capital
charges than regular loans. Regulators ac-
cepted this, arguing that the “great moder-
ation” had subdued macroeconomic dan-
gers and that securitisation had chopped
up individual firmns’ risks into manageable
lumps. This faith in the new, technology-
driven order was reflected in the Basel 2
bank-capital rules, which relied heavily on
the banks’ internal models.

There were bumps along the way, such
as the near-collapse of Long-Term Capital
Management (LTCM), a hedge furd, and
the dotcom bust, but each time markets re-
covered relatively quickly. Banks grew
cocky. But that sense of security was de-
sttoyed by the meltdown of 2007-09,
which as much as anything was a crisis of
modern metrics-based risk management.
The idea that markets can be left to police
themselves turned out to be the world’s
most expensive mistake, requiring $15 tril-
lion in capital injecticns and other forms
of support. “Ithas cost a lot to learn how lit-
tle we really knew,” says a senior central
banker. Another lesson was thatmanaging
risk is as much about judgment as about
numbers. Trying ever harder to capture »



» risk in mathematical formulae can be
counterproductive if such a degree of ac-
curacy is intrinsically unattainable.

For now, the hubris of spurious preci-
sion has given way to humility. It turns out
that in financial markets “black swans”, or
extreme events, occur much more often
than the usual probability models suggest.
Worse, finance is becoming more fragile:
these days blow-ups are twice as frequent
as they were before the first world war, ac-
cording to Barry Eichengreen of the Uni-
versity of California at Berkeley and Mi-
chae! Bordo of Rutgers University. Benoit
Mandelbrot, the father of fractal theory
and a pioneer in the study of market
swings, argues that finance is prone to a
“wild” randomness not usually seen inna-
ture. In markets, “rare big changes can be
more significant than the sum of many
small changes,” he says. If financial mar-
kets followed the normal bell-shaped dis-
tribution curve, in which meltdowns are
very rare, the stockmarket crash of 1987, the
interest-rate turmoil of 1992 and the 2008
crash would each be expected only oncein
the lifetime of the universe.

This is changing the way many finan-
cial firms think about risk, says Greg Case,
chief executive of Aon, an insurance bro-
ker. Before the crisis they were looking at
things like pandemics, cyber-security and
terrorism as possible causes of black
swans. Now they are turning to risks from
within the system, and how they can be-
come amplified in combination.

Cheap as chips, and just as bad for you

It would, though, be simplistic to blame
the crisis solely, or even mainly, on sloppy
risk managers or wild-eyed quants. Cheap
money led to the wholesale underpricing
of risk; America ran negative real interest
rates in 2002-05, even though consumer-
price inflation was quiescent. Plenty of
economists disagree with the recent asset-
tion by Ben Bernanke, chairman of the
Federal Reserve, that the crisis had more to
do with lax regulation of mortgage pro-
ducts than loose monetary policy.

Equally damaging were policies to pro-
mote home ownership in America using
Fannie Mae and Freddie Mac, the coun-
try’'s two mortgage giants. They led the duo
1o binge on securities backed by shoddily
underwritten loans.

In the absence of strict limits, higher le-
verage followed naturally from low inter-
est rates. The debt of America’s financial
firms ballooned relative to the overall
economy (see chart 1. At the peak of the
madness, the median large bank had bor-

rowings of 37 times its equity, meaning it
could be wiped out by a loss of just 2-3% of
its assets. Borrowed money allowed inves-
tors to fake “alpha”, or above-market re-
turns, says Benn Steil of the Council on
Foreign Relations.

The agony was compounded by the
proliferation of short-term debt to support
illiquid long-term assets, much of it issued
beneath the regulatory radar in highly le-
veraged “shadow” banks, such as struc-
tured investment vehicles. When markets
froze, sponsoring entities, usually banks,
felt morally obliged to absorb their losses.
“Reputation risk was shown to have avery
real financial price,” says Doug Roeder of
the Office of the Comptroller of the Cur-
rency, an American regulator.

Everywhere you looked, moreover, in-
centives were misaligned. Firms deemed
“too bigto fail” nestled under implicit guar-
antees. Sensitivity to risk was dulled by the
“Greenspan put”, a belief that America's
Federal Reserve would ride to the rescue
with lower rates and liquidity suppert if
needed. Scrutiny of borrowers was dele-
gated to rating agencies, who were paid by
the debt-issuers. Some products were so
complex, and the chains from borrower to
end-investor so long, that thorough due di-
ligence was impossible. A proper under-
standing of a typical collateralised debt ob-
ligation {CD0), 2 structured bundle of debt
securities, would have required reading
30,000 pages of documentation.

Fees for securitisers were paid largely
upfront, increasing the temptation to origi-
nate, flog and forget. The problems with
bankers’ pay went much wider, meaning
that it was much better to be an employee
than a shareholder (o7, eventually, a tax-
payer picking up the bail-out tab). The role
of top executives’ pay has been over-
blown. Top brass at Lehman Brothers and
American International Group (AIG) suf-

l Borrowed time
Us financial-industry debt as % of GDP

1978 1988 1998 2008
Source: Federal Reserve
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fered massive losses when share prices
tumbled. A recent study found that banks
where chief executives had more of their
wealth tied up in the firm performed
worse, not better, than those with appar-
ently less strong incentives. One explana-
tion is that they took risks they thought
were in shareholders’ best interests, but
were proved wrong, Motives lower down
the chain were more suspect. It was too
easy for traders to cash in on short-term
gains and skirt responsibility for any time-
bombs they had set ticking.

Asymmetries wreaked havoc in the
vast over-the-counter derivatives market,
too, where even large dealing firms lacked
the information to determine the conse-
guences of others failing. Losses on con-
tracts linked to Lehman turned out to be
modest, but nobody knew that when it
collapsed in September 2008, causing pan-
ic. Likewise, it was hard to gauge the expo-
sures to “tail” risks built up by sellers of
swaps on ¢cpoOs such as AIG and bondin-
surers. These were essentially put options,
with limited upside and a low but real
probability of catastrophic losses.

Another factor in the build-up of exces-
sive risk was what Andy Haldane, head of
financial stability at the Bank of England,
has described as “disaster myopia”. Like
drivers who slow down after seeing a
crash but soon speed up again, investors
exercise greater caution after a disaster, but
these days it takes less than a decade to
make them reckless again. Nothaving seen
a debt-market crash since 1998, investors
piled into ever riskier securities in 2003-07
to maintain yield at a time of low interest
rates. Risk-management models rein-
forced this myopia by relying too heavily
on recent data samples with a narrow dis-
tribution of outcomes, especially in sub-
prime mortgages.

A further hazard was summed up by
the assertion in 2007 by Chuck Prince, then
Citigroup’s boss, that “as long as the music
is playing, you've gotto get up and dance.”
Performance is usually judged relative to
rivals or to an industry benchmark, en-
couraging banks to mimic each other’s
risk-taking, even if in the long run it bene-
fits no one. In mortgages, bad lenders
drove out good ones, keeping up with ag-
gressive competitors for fear of losing mar-
ket share. A few held back, but it was not
easy: when JPMorgan sacrificed five per-
centage points of return on equity in the
short run, it was lambasted by share-
holders who wanted it to “catch up” with
zippier-looking rivals.

An overarching worry is that the com- »w
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» plexity of today’s global financial network
makes occasional catastrophic failure in-
evitable. For example, the market for credit
derivatives galloped far ahead of its sup-
porting infrastructure. Only now are seri-
ous moves being made to push these con-
tracts through central clearing-houses
which ensure that trades are properly col-
lateralised and guarantee their completion
if one party defaults.

Network overload

The push to allocate capital ever more effi-
ciently over the past 20 years created what
Till Guldimann, the father of vAr and
vice-chairman of SunGard, a technology
firm, calls “capitalism on steroids™. Banks
gotto depend on the modelling of pricesin
esoteric marketsto gauge risks and became
adept at gaming the rules. As a result, capi-
tal was not being spread around as effi-
ciently as everyone believed,

Big banks had also grown increasingly
interdependent through the boom in de-
rivatives, computer-driven equities trad-
ing and so on. Anather bond was cross-
ownership: at the start of the crisis, finan-
cial firms held big dollops of each other’s
common and hybrid equity. Such tight
coupling of components increases the
danger of “non-linear” outcomes, where a
small change has a big impact. “Financial
markets are not only vulnerable to black
swans but have become the perfect breed-
ing ground for them,” says Mr Guldimann,.
In such a network a firm's troubles can
have an exaggerated effect on the per-
ceived riskiness of its trading partners.
When Lehman’s credit-default spreads
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rose to distressed levels, A16°s jurnped by
twice what would have been expected on
its own, according to the Internationai
Monetary Fund.

Mr Haldane has suggested that these
knife-edge dynamics were caused not only
by complexity but also—paradoxically—by
homogeneity. Banks, insurers, hedge funds
and others bought smorgasbords of debt
securities to try to reduce risk through di-
versification, but the ingredients were sim-
ilar: leveraged loans, American mortgages
and the like. From the individual firm’s
perspective this looked sensible. But for
the system as a whole it put everyone's
eggsinthe same few baskets, asreflected in
their returns (see chart 2).

Efforts are now under way to deal with
these risks. The Financial Stability Board,
an international group of regulators, is try-
ing to co-ordinate global reforms in areas

Number-crunchers crunched

The uses and abuses of mathematical models

T PUT noses out of joint, but it changed

markets for good. In the mid-1970s a few
progressive occupants of Chicago's op-
tions pits started trading with the aid of
sheets of theoretical prices derived from a
model and sold by an economist called
Fisher Black. Rivals, used to relying oni their
wits, were unimpressed. One model-
based trader complained of having his pa-
pers snatched away and being told to
“trade like a man”. But the strings of num-
bers caught on, and soon derivatives ex-
changes hailed the Black-Scholes model,
which used share and bond pricesto calcu-

late the value of derivatives, for helping to
legitimise a market that had been derided
as agambling den.

Thanks to Black-Scholes, options pric-
ing no longer had to rely on educated
guesses. Derivatives trading got a huge
boost and quants poured into the industry.
By 2005 they accounted for 5% of ali fi-
nancejobs, against L2% in 1980, says Thom-
as Philippon of New York University—and
probably a much higher proportion of pay.
By 2c07finance was attracting a quarter of
all graduates from the California Institute
of Technology.

- Aspecial report on financial risk - 5

such as capital, liquidity and mechanisms
for rescuing or dismantling troubled
banks. Its biggest challenge will be to make
the system more resilient to the failure of
giants. There are deep divisions over how
to set about this, with some favouring
tougher capital requirements, others
hreak-ups, still others—including Ameri-
ca—a combination of remedies.

In January President Barack Obama
shocked big banks by proposing a tax on
their liabilities and a plan to cap their size,
ban “proprietary” trading and limit their
involvement in hedge funds and private
equity. The proposals still need congressio-
nal approval. They were seen as energising
the debate abouthow to tackle dangerous-
ty large firms, though the reaction in Eu-
rope was mixed.

Regulators are also inching towards a
more “systemic” approach to risk. The old
supervisory framework assumed that if
the 100 largest banks were individually
safe, then the system was too. But the crisis
showed that even well-managed firms,
acting prudently in 2 downturn, can un-
dermine the strength of all.

The banks themselves will have to find
a middle ground in risk management,
somewhere between gut feeling and num-
ber fetishism. Much of the progress made
in quantitative finance was real enough,
but a firm that does not understand the
flaws in its models is destined for trouble.
This special report will argue that rules
will have to be both tightened and hetter
enforced to avoid future crises—hbut that ali
the reforms in the world will never guaran-
tee total safety. &

These eggheads are now in the dock,
along with their probabilistic models. In
America a congressional panel is investi-
gating the models’ role in the crash. Wired,
apublication that can hardly be accused of
technophobia, has described default-prob-
ability models as “the formula that kitled
Wall Street”. Long-standing critics of risk-
modelling, such as Nassim Nicholas Taleb,
author of “The Black Swan”, and Paul Wil-
mott, a mathematician turned financial
educatcr, are now hailed as seers. Models
“increased risk exposure instead of Hmit-
ing it”, says Mr Taleb. “They can be worse »
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» than nothing, the equivalent of a danger-
ous operation on a patient who would
stand a better chance if left untreated.”

Not all models were useless. Those for
interest rates and foreign exchange per-
formed roughly as they were meant to.
However, in debt markets they failed ab-
jectly to take account of low-probability
but high-impact events such as the gut-
wrenching fall in house prices.

The models went particularly awry
when clusters of mortgage-backed securi-
ties were further packaged into collateral-
ised debt obligations (cpos). In traditional
products such as corporate debt, rating
agencies employ basic credit analysis and
judgment. cDos were s¢ complex that
they had to be assessed using specially de-
signed models, which had various faults.
Each cpo is a unique mix of assets, butthe
assumptions about future defaults and
mortgage rates were not closely tailored to
that mix, nor did they factor in the tenden-
cy of assets to move together in a crisis.

The problem was exacerbated by the
credit raters’ incentive to accommodate
the issuers who paid them. Most financial
firms happily relied on the models, even
though the expected return on Aaa-rated
tranches was suspiciously high for such
apparently safe securities. At some banks,
risk managers who questioned the rating
agencies’ madels were given short shrift.
Moody’s and Standard & Poor’s were as-
sumed to know best. For people paid ac-
cording to that year’s revenue, this was un-
derstandable. “A lifetime of wealth was
only one model away,"” sneers an Ameri-
canregulator.

Moreover, heavy use of models may
have changed the markets they were sup-
posed to map, thus undermining the valid-
ity of their own predictions, says Donald
MacKenzie, an economic sociologist at the
University of Edinburgh. This feedback
process is known as counter-performativ-
ity and had been noted before, for instance
with Black-Scholes. With cpos the mod-
els’ popularity boosted demand, which
lowered the quality of the asset-backed se-
curities that formed the pools’ raw materi-
al and widened the gap between expected
and actual defaults (see chart 3).

Arelated problem was the similarity of
risk models. Banks thought they were div-
ersified, only to find that many others held
comparable positions, based on similar
models that had been built to comply with
the Basel 2 standards, and everyone was
trying to unwind the same positions at the
same time. The breakdown of the models,
which had been the only basis for pricing

the more exotic types of security, turned
risk into full-blown uncertainty (and thus
extreme volatility).

For some, the crisis has shattered faith
inthe precision of models and their inputs.
They failed Keynes's test that it is better to
be roughly right than exactly wrong. One
number coming under renewed scrutiny is
“value-at-risk” (vaAr), used by banks to
measure the risk of loss in a portfolio of fi-
nancial assets, and by regulators to calcu-
late banks’ capital buffers. Invented by egg-
heads at JPMorgan in the late 1980s, VAR
has grown steadily in popularity. It is the
subject of more than 200 books. What
malées it so appealing is that its complex
formulae disti! the range of potential daily
profits or losses into a single dollar figure.

Only so far with VAR

Frustratingly, banks introduce their own
quirks into v ar calculations, making com-
patison difficult. For example, Morgan
Stanley’s v AR for the first quarter of 2009
by its own reckoning was $15m, but using
Goldman Sachs’s method it would have
been $158m. The bigger problem, though, is
that var works only for liquid securities
over short periods in “notmal” markets,
and it does not cover catastrophic out-
comes. If you have $30m of two-week 1%
VAR, forinstance, that means thereis a 99%
chance that you will not lose more than
that amount over the next fortnight. But
there may be a huge and unacknowledged
threat lurking in that1% tail.

So chief executives would be foolish to
rely solely, or even primarily, on var to
manage risk. Yet many managers and
boards continue to pay close attention to it
without fully understanding the caveats—
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the equivalent of someone who cannot
swim feeling confident of crossing a river
having been told that it is, on average, four
feet deep, says Jaidev lyer of the Global As-
sociation of Risk Professionals.

Regulators are encouraging banks to
look beyond var. One way is to use Co-
var (Conditional var), a measure that
aims to capture spillover effects in trou-
bled markets, such as losses due to the dis-
tress of others. This greatly increases some
banks’ value at risk. Banks are developing
their own enhancements, Morgan Stanley,
for instance, uses “stress” var, which fac-
tors in very tight liquidity constraints.

Like its peers, Morgan Stanley is also re-
viewing its stress testing, which is used to
consider extreme situations. The worstsce-
nario envisaged by the firm turned out to
be less than half as bad as what actually
happened in the markets. JPMorgan
Chase’s debt-market stress tests foresaw a
40% increase in corporate spreads, but
high-yield spreads in 2007-09 increased
many times over. Others fell similarly
short. Most banks’ tests were based on his-
torical crises, but this assumes that the fu-
ture will be similar to the past. “A repeat of
any specific market event, such as 1987 or
1998, is unlikely to be the way that a future
crisis will unfold,” says Ken deRegt, Mor-
gan Stanley’s chief risk officer.

Faced with either random (and there-
fore not very believable) scenarios or sim-
plistic models that neglect fat-tail risks,
many find themselves in a “no-man's-
land” between the two, says Andrew Free-
man of Deloitte (and formerly a journalist
at The Economist), Nevertheless, he views
scenario planning as a useful tool. A firm
that had thought about, say, the mutation
of default risk into liquidity risk would
have had a head start over its competitors
in 2008, even if it had not predicted pre-
cisely how this would happen.

To some, stress testing will always seem
maddeningly fuzzy. “It has so far been seen
as the acupuncture-and-herbal-remedies
corner of risk management, though per-
ceptions are changing,” says Riccardo Reb-
onato of Royal Bank of Scotland, who is
writing a book on the subject. It is not
meant to be a predictive tool but a means
of considering possible outcomes to allow
firms to react more nimbly to unexpected
developments, he argues. Hedge funds are
better at this than banks. Some had
thought about the possibility of a large
broker-dealer going bust. At least one,
AQR, had asked its lawyers to grill the
fund’s prime brokers about the fate of its
assets in the event of their demise.
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Some of the blame lies with bank regu-
lators, who were just as blind to the dan-
gers ahead as the firms they oversaw
Sometimes even more so: after the rescue
of Bear Stearns in March 2008 but before
Lehman's collapse, Morgan Stanley was re-
portedly told by supervisors at the Federal
Reserve that its doomsday scenario was
too bearish.

The regulators have since become
tougher. In America, for instance, banks
have been told to run stress tests with sce-
narios that include a huge leap in interest
rates. A supervisors' report last October
fingered some banks for “window-dress-
ing” their tests. Officials are now asking for
“reverse” stress testing, in which a firm
imagines it has failed and works back-
wards to determine which vulnerabilities
caused the hypothetical collapse. Britain
has made this mandatory. Bankers are di-
vided over its usefulness.

Slicing the Emmental

These changes point towards greater use of
judgment and less reliance on numbers in
future. Butit would be unfair to tar all mod-
els with the same brush. The cpo fiasco
was an egregious and relatively rare case
of an instrument getting way ahead of the
ahility to map it mathematically. Models
were “an accessory to the ¢rime, not the
perpetrator”, says Michael Mauboussin of
Legg Mason, a money manager.

Asfor var,itmay be hopeless at signal-
ling rare severe losses, but the process by
which it is produced adds enormously to
the understanding of everyday risk, which
can bejust as deadly as tail risk, says Aaron
Brown, a risk manager at AQgr. Craig Bro-
derick, chief risk officer at Goldman Sachs,
sees it as one of several measures which,
although of limited use individually, to-
gether can provide a helpful picture, Like a
slice of Swiss cheese, each number has
holes, but put several of them together and
you get something solid.

Modelling is not going away: indeed,
number-crunchers who are devising new
ways to protectinvestors from outlying fat-
tail risks are gaining influence. Pimco, for
instance, offers fattail hedging pro-
grammes for mutual-fund clients, using
cocktails of options and other instru-
ments. These are built on specific risk fac-
tors rather than on the broader and in-
creasingly fluid division of assets between
equities, currencies, commodities and so
on. The relationships between asset class-
es “have become less stable”, says Mo-
hamed El-Erian, Pimco's chief executive.
“Asset-class diversification remains desir-

able butis not sufficient.”

Not surprisingly, more investors are
now willing to give up some upside for the
promise of protection against catastrophic
losses. Pimco's clients are paying up to 1%
of the value of managed assets for the
hedging—even though, as the recent crisis
showed, there is a risk that insurers will
not be able to pay out. Lisa Goldberg of
MSC1 Barra reports keen interest in the an-
alytics firm’s extreme-risk model from
hedge funds, investment banks and pen-
sion plans.

In some areas the need may be formore
computing power, not less. Financial firms
already spend more than any other indus-
try on information technology (r): some
$500 billion in 2009, according to Gartner,
a consyltancy. Yet the quality of informa-
tion filtering through to sentor managersis
often inadequate.

Areport by bank supervisors last Octo-
ber pointed to poor risk “aggregation™
many large banks simply do not have the
systems to present an up-to-date picture of
their firm-wide links to borrowers and
trading partners. Two-thirds of the banks
surveyed said they were only “partially”
able (in other words, unable) to aggregate
their creditrisks. The Federal Reserve, lead-
ing stress tests on American banks last
spring, was shocked to find that some of
them needed days to calculate their expo-

sure to derivatives counterparties.

To bre fair, totting up counterparty risk is
not easy. For each trading partner the cal-
culations can involve many different types
of contract and hundreds of legal entities.
But banks will have to learn fast under
new international proposals, they will for
the first time face capital charges on the
creditworthiness of swap counterparties.

The banks with the most dysfunctional
systems are generally those, such as Citi-
group, that have been through multiple
marriages and ended up with dozens of
“legacy” systems that cannot easily com-
municate with each other. That may ex-
plain why some Citi units continued to
pile into subprime mortgages even as oth-
ers pulled back.

In the depths of the crisis some banks
were unaware that different business units
were marking the same assets at different
prices. The industry is working to sort this
out. Banks are coming under pressure to
appoint chief data officers wha can police
the integrity of the numbers, separate from
chief information officers who concen-
trate on system design and output.

Some worry that the good work will be
cast aside. As markets recover, the biggest
temptation will be to abandon or scale
back 11 projects, allowing product devel-
opment to get ahead of the supporting
technology infrastructure, just as it did in
the last boom.

The way forward is not to reject high-
tech finance but to be honest about its lirni-
tations, says Emanuel Derman, a professot
at New York’s Columbia University and a
former quant at Goldman Sachs. Models
should be seen as metaphors that can en-
lighten but do not describe the world per-
fectly. Messrs Derman and Wilmott have
drawn up a modeller’s Hippocratic oath
which pledges, among other things: “I will
remember that I didn’t make the world,
andit doesn't satisfy my equations,” and “I
will never sacrifice reality for elegance
without explaining why I have done so.”
Often the problem is not complex finance
but the people who practise it, says Mr Wil-
mott. Because of their love of puzzles,
quants lean towards technically brilliant
rather than sensible solutions and tend to
over-engineer: “You may need a plumber
but you get a professor of fluid dynamics.”

One way to deal with thatproblemisto
self-insure. JPMorgan Chase holds $3 bil-
lion of “model-uncertainty reserves” to
cover mishaps caused by quants who have
been too clever by half If you can make
provisions for bad loans, why nct had
mathstoo? W



Cinderella’s moment

Risk managerstothe fore

IN A speech delivered to a banking-indus-
try conference in Geneva in December
2006, Madelyn Antoncic issued a warning
and then offered some reassurance. With
volatility low, corporate credit spreads
growing ever tighter and markets all butig-
noring bad news, there was, she said, “a
seemingly overwhelming sense of com-
placency”. Nevertheless, she insisted that
the firm she served as chief risk officer,
Lehiman Brothers, was well placed to ride
out any turbulence, thanks to a keen
awareness of emerging threats and a rock-
solid anatytical framework.

Behind the scenes, all was not well. Ms
Antoncic, a respected risk manager with
an economics php, had expressed unease
at the firm’s heavy exposure to commer-
cial property and was being sidelined, bit
by bit, by the firm’s autocratic boss, Dick
Fuld. Less than two months after her
speech she was pushed aside.

Lehman's story ended particularly bad-
ly, but this sort of lapse in risk governance
was alarmingly common during the
boom. So much for the notion, generally
accepted back then, that the quality of
banks’ risk regimes had, like car compo-
nents, converged around a high standard.
“The variance turned out to be shocking,”
says Jamie Dimon, chief executive of
JPMorgan Chase.

The banks that fared better, including
his own, relied largely on giving their risk-
managing roundheads equal status with
the risk-taking cavaliers, That was not easy.
Inhappy times, when risk seems low, pow-
er shifts from risk managers to traders.
Sales-driven cultures are the natural order
of things on Wall Street and in the City. Dis-
couraging transactions was frowned upon,
especially atfirms trying to push their way
up capital-markets league tables. Risk
managers who said no put themselves on
a collision caurse with the business head
and often the chief executive too.

At some large banks that subsequently
suffered big losses, such as HROS and Roy-
al Bank of Scotland (r=8s), credit commit-
tees, which vetted requests for big loans,
could be formed on an ad hoc basis from a
paol of eligible members. If the commit-
tee’s chairman, typically a business-line
head, encountered resistance from a risk

manager or other sceptic, he could adjourn
the meeting, then reconstitute the commit-
tee a week or two later with a more pliable
membership that would approve the loan.

Another common trick was for a busi-
ness line to keep quiet about a proposal on
which it had been working for weeks until
a couple of hours before the meeting to ap-
prove it, so the risk team had no time to
lodge convincing objections. Exasperated
roundheads would occasionally resort to
pleading with regulators for help. In the
years before the crash the Basel Commit-
tee of bank supervisors reportedly re-
ceived several requests fromrisk managers
to scrutinise excessive risk-taking at their
institutions that they felt powerless to stop.

Many banks’ failings exposed the tri-
umph of form over substance. In recent
years it had become popular to appoint a
chief risk officer to signal that the issue was
receiving attention. But accarding to Leo
Grepin of McKinsey, “it was sometimes a
case of management telling him, ‘you tick
the boxes on risk, and we'll worry about
generating revenue’.”

Since 2007 banks have been scram-

bling to convince markets and regulators
that they will continue to take risk serious-
ly once memories of the crisis fade. Some
are involving risk officers in talks about
new products and strategic moves. At
HSBC, for instance, they have had a bigger
role in vetting acquisitions since the bank’s

American  retail-banking  subsidiary,
bought in 2003, suffered heavy subprime-
mortgage losses. “Everyone should now
see that the risk tearmn needs to be just asin-
volved on the returns side as on the risk
side,” says Maureen Miskovic, chief risk of-
ficer at State Street, an American bank.

Glamming up
Ms Miskovic is one of an emerging breed
of more powerful risk officers. They are
seen as being on a par with the chief finan-
cial officer, get a say in decisions on pay
and have the ear of the board, whose
agreement is increasingly needed to re-
move them. Some report directly to a
board committee as well as—or occasional-
ly instead of ~to the chief executive.

For many, the biggest task is to disman-

tle cumbersome “silos”, says Ken Chalk of »
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» America's Risk Management Association.
Risks were often stuffed into convenient
but misleading pigeonholes. Banks were
slow to refine their approach, even as
growing market complexity led some of
the risks to become interchangeable.

Take the growth of traded credit pro-
ducts, such as asset-backed securities and
cpos made up of them. Credit-risk de-
partments thought of them as market risk,
because they sat in the trading book. Mar-
ket-risk teams saw them as credit instru-
ments, since the underlying assets were
loans. This buck-passing proved particu-
larty costly at UBs, which lost SFr3é billion
($34 billion) on cpos. Many banks are
now combining their marker- and credit-
risk groups, as HsBC did last year.

For all the new-found authority of risk
managers, it can still be hard to attract tal-
ent to their ranks. The job is said to have
the risk profile of a short option position
with unlimited downside and limited up-
side—something every good risk manager
should avoid. Moreover, it lacks glamour.
Persuading a trader to move to risk can be
“like asking a trapeze artist to retrain as an
accountant”, says Barrie Wilkinson of Oli-
ver Wyman, a consultancy.

A question of culture

Besides, there is more to establishing a sol-
id risk culture than empowering risk offi-
cers. Culture is a slippery concept, but it
matters. “Whatever causes the next crisis,
it will be different, so you need something
that can deal with the unexpected. That's
culture,” says Colm Kelleher of Morgan
Stanley. One necessary ingredient is a tra-
dition of asking and repeating questions
until a clear answer emerges, suggests
Clayton Rose, a banker who now teaches
atHarvard Business School.

The tone is set at the top, for better or
worse. At the best-run banks senior figures
spend as much time fretting over risks as
they do salivating at opportunities (see
box). By contrast, Lehman's Mr Fuld talked
of “protecting mother” but was drawn to
the glister of leveraged deals. Stan O’Neal,
who presided over giant losses at Merrill
Lynch, was more empire-builder than risk
manager. But imperial bosses and sound
risk cultures sometimes go together, as at
JPMorgan and Banco Santander.

A soft-touch boss can be more danger-
ous than a domineering one. Under Chuck
Prince, who famously learned only in Sep-
tember 2007 that Citigroup was sitting on
$43 billion of toxic assets, the lunatics were
able to take over the asylum. Astonishing-
ly, the head of risk reported not to Mr
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A matter of principle

Why some banks did much better than others

PMORGAN CHASE managed to avoid
Jbig losses largely thanks to the tone set
by its boss, Jamie Dimon. A voracious
reader of internal reports, he understands
financial arcana and subjects staff to de-
tailed questioning. PowerPoint presenta-
tions are discouraged, informal discus-
sions of what is wrong, or could go
wrong, encouraged. These “soft” princi-
ples are supplemented by a hard-headed
approach to the allocation of capital.
Though the bank suffered painful losses
in leveraged loans, it was not tripped up
by cDos or structured investment vehi-
cles (s1vs), even though it had been in-
strumental in developing both products.
Nor was it heavily exposed to A1G, an in-
surance giant that gotinto trouble.

This was not because it saw disaster
coming, says Bill Winters, former co-head
of the firm’s investment bank, but be-
cause it stuck by two basic principles:
don't hold teo much of anything, and
only keep what you are sure will generate
a decent risk-adjusted return. The bank
jettisoned an s1v and $60 billion of cpo-
related risks because it saw them as too
dicey, at a time when others were still
keen to snap them up. It also closed 60
credit lines for other s1vs and corporate
clients when it realised that these could
be simultaneously drawn down if the
bank’s credit rating were cut. And it took a
conservative view of risk-mitigation.
Hedging through bond insurers, whose fi-
nances grew shaky as the crisis spread,
was calculated twice: once assuming the
hedge would hold, and again assuming it
was worthless.

Goldman Sachs’s risk management
stood out too—unlike the public-relations
skills it subsequently displayed. Steered
by its chief financial officer, David Viniar,
the firm’s traders began reducing their ex-
posure to mortgage securities months be-

Prince orthe board, butto a newly hired ex-
ecutive with a background in corporate-go-
vernance law, not cutting-edge finance.

Another lesson is that boards matter
too. Directors’ lack of engagement or ex-
pertise played a big part in some of the
worst slip-ups, including Citi’s. The “so-
ciology” of big banks’ boards also had
something to do with it, says Ingo Walter
of New York's Stern School of Business: as
the members bonded, dissidents felt pres-
sure to toe the line.

Too few boards defined the parameters
of risk oversight. In a survey last year De-

fore subprime defaults began to explode.
More willing than rivals to take risks,
Goldman is also quicker to hedge them.
In late 2006 it spent up to $150m—one-
eighth of that quarter's operating profit—
hedging exposute to AlG.

The firm promotes senior traders to
risk positions, making clear that such
moves are a potential stepping stone to
the top. Traders are encouraged to nurture
the risk manager in them: Gary Cohn, the
firm’s president, rose to the top largely be-
cause of his skill at hedging “tail” rigks.
Crucially, Goldman generally does not
fire its risk managers after a crisis, allow-
ing them tolearn from the experience. Yet
despite everything, it still needed govern-
ment help to survive.

By contrast, Us’s risk culture was aw-
ful. Its investment bank was free to bet
with subsidised funds, since transfers
from the private bank were deeply under-
priced. It confused itself by presenting
risk in a “net and forget” format. Trading
desks would estimate the maximum pos-
sible loss on risky assets, hedge it and
then record the net risk as minimal, inad-
vertently concealing huge tail risks in the
gross exposure. And it moved its best trad-
ers to a hedge fund, leaving the B-team to
manage the bank's positions.

Publicly humbled by a frank report on
its failings, the bank has made a raft of
changes. Risk controllershave been hand-
ed more power. Oswald Griibel, the chief
executive, has said that if his newish risk
chief, Philip Lofts, rejects a transaction he
will never overrule him. If the two dis-
agree, Mr Lofts must inform the board,
which no longer delegates risk issues to a
trio of long-time UBs employees. A new,
independent risk committee is bristling
with risk experts. Whether all this
amounts to a “new paradigm”, as Mr
Lofts claims, remains to be seen.

loitte found that only seven of 30 large
banks had done so in any detail. Everyone
agrees that boards have a critical role to
play in determining risk appetite, but a re-
cent report by a group of global regulators
found that many were reluctant to do this.
Boards could also make a better job of
policing how (or even whether) banks ad-
just for risk in allocating capital internally.
Before the crisis some boards barely
thought about this, naively assuming that
precedures for it were well honed. A for-
mer Lehman board member professes
himself “astonished”, in retrospect, athow »



» some of the risks in the company’s proper-
ty investments were brushed aside when
assessing expected returns. The survivors
are still struggling to create the sort of
joined-up approach to risk adjustment
that is common at large hedge funds, ad-
mits one Wall Street executive.

Board games
Robert Pozen, head of MFs Investment
Management, an American asset manager,
thinks bank boards would be more effec-
tive with fewer but more committed mern-
bers. Cutting their size to 4-8, rather than
the 1018 typical now, would foster more
personal responsibility More financial-
services expertise would help too. After
the passage of the Sarbanes-Oxley act in
2002 banks hired more independent direc-
tors, many of whom lacked relevant expe-
rience. The former spymaster on Citi’s
board and the theatrical impresario on
Lehman's may have been happy to ask
questions, but were they the right ones?
Under regulatory pressure, banks such
as Citi and Bank of America have hired
more directors with strong financial-ser-

vices backgrounds. Mr Pozen suggests as-
sembling a small cadre of financially flu-
ent “super-directors” who would meet
more often—say, two or three days a month
rather than an average of six daysa year, as
now—and may serve on only one other
board to ensure they take the job seriously.

That sounds sensible, but the case for
another suggested reform—creating inde-
pendent risk committees at board level—is
less clear. At some banks risk issues are
handled perfectly well by the audit com-
mittee or the full board. Nor is there a clear
link between the frequency of risk-related
meetings and a bank’s performance. At
Spain’s Santander the relevant committee
met 102 times in 2008. Those of other
banks that emerged relatively unscathed,
such as JPMorgan and Credit Suisse, con-
vened much less often.

Moreover, some of the most important
risk-related decisions of the next few vears
will come from another corner: the com-
pensation committee. It is not just invest-
ment bankers and top executives whose
pay structures need to be rethought. In the
past, risk managers’ pay was commonly

When theriver runsdry

The perils of a sudden evaporation of liqUidi.tf |

TAMPEDING crowds can generate pres-

sures of up to 4,500 Newtons per square
metre, enough to bend steel barriers. Rush-
es for the exit in financial markets can be
just as damaging. Investors crowd into
trades to get the highest risk-adjusted re-
turn in the same way that everyone wants
tickets for the best concert. When someone
shouts “fire”, their flight creates an “endog-
enous” risk of being trampled by falling
prices, margin calls and vanishing capi-
tal—a “negative externality” that adds to
overall risk, says Lasse Heje Pedersen of
New York University.

This played out dramatically in 2008.
Liquidity instantly drained from securities
firms as clients abandoned anything with
a whiff of risk. In three days in March Bear
Stearns saw its pool of cash and liquid as-
sets shrink by nearly 90%. After the col-
lapse of Lehman Brothers, Morgan Stanley
had $43 billion of withdrawals in a single
day, mostly from hedge funds.

Bob McDowall of Tower Group, a con-
sultancy, explains that liquidity poses “the
most emotional of risks”. Its loss can prove

just as fatal as insolvency. Many of those
clobbered in the crisis—including Bear
Stearns, Northern Rock and aig—were
struck down by a sudden lack of cash or
funding sources, not because they ran out
of capital.

Yet liquidity risk has been neglected.
Over the past decade international regula-
tors have paid more attention to capital.
Banks ran liquidity stress tests and drew
up contingency funding plans, but often
half-heartedly. With markets awash with
cash and hedge funds, private-equity firms
and sovereign-wealth funds all keen to in-
vest in assets, there seemed little prospect
of aliquidity crisis. Academics such as Mr
Pedersen, Lubos Pastor at Chicago's Booth
School of Business and others were doing
solid work on liquidity shocks, but practi-
tioners barely noticed.

What makes liquidity so important is
its binary quality: onie momentitis there in
abundance, the nextitis gone. This time its
evaporation was particularly abrupt be-
cause markets had become so joined up.
The panicto get cut of tevered mortgage in-

determined or heavily influenced by the
managers of the trading desks they over-
saw, or their bonus linked to the desks' per-
formance, says Richard Apostolik, who
heads the Global Association of Risk Pro-
fessionals (GARP). Boards need to elimi-
nate such conflicts of interest.

Meanwhile risk teams are being beefed
up. Morgan Stanley, for instance, is increas-
ing its complement to 450, nearly double
the number it had in 2008. The GARP saw
a 70% increase in risk-manager certifica-
tions last year. Risk is the busiest area for fi-
nancial recruiters, says Tim Holt of Hei-
drick & Struggles, a firm of headhunters.
When boards are looking for a new chief
executive, they increasingly want some-
one who has been head of risk as well as
chief financial officer, which used to be the

standard requirement, reckons Mike
Woodrow of Risk Talent Associates, an-
other headhunting firm.

The big question is whether this inter-
estin controlling risk will fizzle out as econ-
omies recover, Experience suggests that it
will. Bankers say this time is different—but
they always do. &

vestments spilled quickly into interbank
loan markets, commercial paper, prime
brokerage, securities lending (lending
shares to short-sellers) and so on.

As confidence ebbed, mortgage-backed
securities could no longer be used so easily
as collateral in repurchase or “repo” agree-
ments, in which financial firms borrow
short-term from investors with excess
cash, such as money-market funds. This
was a big problem because securities firms
had become heavily reliant on this market,
tripling their repo borrowing in the five
years to 2008. Bear Stearns had $98 billion
on its books, compared with $72 billion of
long-term debt.

Even the most liquid markets were af-
fected. In August 2007 a wave of selling of
blue-chip shares, forced by the need to cov-
er losses on debt securities elsewhere,
caused sudden drops of up to 30% for
some computer-driven strategies popular
with hedge funds.

Liquidity comes in two closely connect-
ed forms: asset liquidity, or the ability to
sell heldings easily at a decent price; and »



» funding tiquidity, or the capacity to raise fi-
nance and roll over old debts when need-
ed, without facing punitive “haircuts” on
collateral posted to back this borrowing.

The years of excess saw a vast increase
in the funding of long-term assets with
short-term (and thus cheaper) debt. Short-
term borrowing has a good side: the threat
of lenders refusing to roll over can be a
source of discipline. Once they expect
losses, though, a run becomes inevitable:
they rush for repayment to beat the crowd,
setting off a panic that might hurt them
even more. “Financial crises are almost al-
ways and everywhere about short-term
debt,” says Douglas Diamond of the Booth
School of Business.

Banks are founded on this “maturity
mismatch” of long- and short-term debt,
but they have deposit insurance which re-
duces the likelihood of runs. However, this
time much of the mismatched borrowing
took place in the uninsured “shadow”
banking network of investment banks,
structured off-halance-sheet vehicles and
the like. It was supported by seemingly in-
genious structures. Auction-rate securities,
for instance, allowed the funding of stodgy
municipal bonds to be rolled over month-
ly, with the interest rate reset each time.

The past two years are littered with sto-
ries of schools and hospitals that came a
cropper after dramaticaily shortening the
tenure of their funding, assuming that the
savings in interest costs, small as they
were, far outweighed the risk of market sei-
zure. Securities firms became equally com-
placent as they watched asset values rise,
boosting the value of their holdings as col-
lateral for repos. Cornmercial banks in-
creased their reliance on wholesale fund-
ing and on fickle “non-core” deposits, such
as those boughtfrom brokers.

Regulation did nothing to discourage
this, treating banks that funded them-
selves with deposits and those borrowing
overnight in wholesale markets exactly
the sarne. Markets viewed the second cate-
gory as more -efficient. Northern Rock,
which funded its mortgages largely in capi-
tal markets, had a higher stockmarket rat-
ing than HsBc, which relied more on con-
ventional deposits. The prevailing view
was that risk was inherent in the asset, not
the manner in which it was financed.

At the same time financial firms built
up a host of liquidity obligations, not ali of
which they fully understood. Banks were
expected to support off-balance-sheetenti-
ties if clients wanted out; Citigroup had to
take back $58 billion of short-term securi-
ties from structured vehicles it sponsored.

a1G did not allow for the risk that the in-
surer would have to post more collateral
against credit-default swaps if these fell in
value or its rating was cut.

Now that the horse has bolted, finan-
cial firms are rushing to close the door, for
instance by adding to liquidity buffers {see
chart 4). British banks’ holdings of sterling
liquid assets are at their highest for a de-
cade. Capital-markets firms are courting
deposits and shunning flighty wholesale
funding. Deposits, equity and long-term
debt now make up almost two-thirds of
Morgan Stanley’s balance-sheet liabilities,
compared with around 40% at the end of
2007 Spending on liquidity-management
systems is rising sharply, with specialists
“almost able to name their price”, says one
banker. *Collateral management” has be-
come a buzzword.

Message from Basel

Regulators, too, are trying to make up for
lost time. In a first attempt to put numbers
on a nebulous concept, in December the
Basel Committee of central banks and su-
pervisors from 27 countries proposed a
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global liquidity standard for international-
ly active banks. Tougher requirements
would reverse a decades-long decline in
banks' liquidity cushions.

The new regime, which could be adopt-
ed as early as 2012, has two components: a
“coverage” ratio, designed to ensure that
banks have a big enough pool of high-
quality, liquid assets to weather an “acute
stress scenario” lasting for cne month {in-
cluding such inconveniences as a sharp
ratings downgrade and a wave of collater-
al calls); and a “net stable funding™ ratio,
aimed at promoting longer-term firancing
of assets and thus limiting maturity mis-
matches. This will require a certain level of
fundingto be for a year or more.

It remains to be seen how closely na-
tional authorities follow the script. Some
seem intent on going even further. In Swit-
zerland, Uss and Credit Suisse face a tri-
pling of the amount of cash and equiva-
lents they need to hold, to 45% of deposits.
Britain will require all domestic entities to
have enough liquidity to stand alone, un-
supported by their parent or other parts of
the group. Also controversial is the compo-
sition of the proposed liquidity cushions.
Some countries want to restrict these to
government debt, deposits with central
banks and the like. The Basel proposals al-
low high-grade corporate bonds too.

Banks have counter-attacked, arguing
that “trapping” Hquidity in subsidiaries
would reduce their room for manoeuvre in
a crisis and that the buffer rules are too re-
strictive; some, unsurprisingly, have called
for bank debt to be eligible. Under the Brit-
ish rules, up to 8% of banks’ assets could be
tied up tn cash and gilts (British govern-
ment bonds) that they are forced to hold,
reckons Simon Hills of the British Bankers
Association, which could have *a huge im-

pact on business models”. That, sorne ar- »
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» gue, is precisely the point of reform.

Much can he done to reduce market
stresses without waiting for these reforms.
In repo lending—a decades-old practice
critical to the smooth functioning of mar-
kets—the Federal Reserve may socon
toughen collateral requirements and force
borrowers to draw up contingency plans
in case of a sudden freeze. Banks that clear
repos will be expected to monitor the size
and quality of hig borrowers' positions
more closely. The banks could live with
that, but they worry about proposals to
force secured short-term creditors to take
an automatic loss if a bank fails.

Another concern is prime brokerage,
banks’ financing of trading by hedge
funds. When the market unravelled, hedge
funds were unable to retrieve collateral
that their brokers had “rehypothecated”,
or used to fund transactions of their own;
billions of such unsegregated money is
still trapped in Lehman’s estate, reducing
dozens of its former clients to the status of
unsecured general creditors. Brokers suf-
fered in turn as clients pulled whatever
funds they could from those they viewed
as vulnerable. Tempotary bans on short-
selling made things even worse, playing
havoc with some hedge funds’ strategies
and leaving them scrambling for cash. Reg-
ulators are moving towards imposing lim-
its on rehypothecation.

Early reform could also come to the se-
curities-lending market, in which institu-

tional investors lend shares from their
portiolios to short-sellers for a fee. Some

lenders—including, notoriously, A1G—
found they were unable to repay cash col-
lateral posted by borrowers because they
had invested it in instruments that had
turned illiquid, such as asset-backed corn-
mercial paper. Some have doubled the
share of their portfolios that they know
they can sell overnight, to as much as s0%.
Regulators might consider asking them
to go further. Bond markets, unlike stock-
markets, revolve around quotes from deal-
ers. This creates a structural impediment to
the free flow of liquidity in strained times,
argues Ken Froot of Harvard Business
School, because when dealers pull in their
horms they are unable to function properly
as market-makers. He suggests opening up
access to trade data and competition to
quote prices. Some senior figures at the Fed
like the idea, as do money managers,
though predictably dealers are resisting.

Twinrealities

The other brutal lesson of the crisis con-
cerns the way liquidity can affect solvency.
In a world of mark-to-market accounting, a
small price movement on a large, illiquid
portfolio can quickly turn into crippling
paper losses that eat into capital. Highly
rated but hard-to-shift debt instruments
can finish you off before losses on the un-
derlying loans have even begun to hurt
your cash flows. If markets expect fire

Fingers in the dike

What regulators should do now

HE Delta Works are a series of dams,

sluices and dikes built in the second
half of the 20th century to protect the low-
est-lying parts of the Netherlands from the
sea. They are considered one of the seven
wonders of the modern world. The task
facing global regulators is to construct the
financial equivalent of this protective net-
work, said Jean-Claude Trichet, president
of the European Central Bank, in an inter-
view last November.

This will require success in three con-
nected areas: reducing the threat to stabil-
ity posed by firms deemed too big to fail
because their demise could destabilise
marlkets; ensuring that banks have higger
cushions against losses; and improving
system-wide, or macroprudential, regula-

tion. The work is under way, but some bits
are hobbled by a surfeit of architects, oth-
ers by alack of clear plans.
*» Too big to fail. Dealing with “systemical-
ly important” giants is the thorniest pro-
blem. Having once heen cornered into a
choice between costly rescues and gut-
wrenching failures, governments are de-
termined to avoid a repeat. When markets
swooned, they were obliged to stand be-
hind the big and the highly connected (as
well as their creditors), but found them-
selves ill-equipped. Tim Geithner, Ameri-
ca’s treasury secretary, said his administra-
tion had nothing but “duct tape and string”
to deal with American International
Group (A1G) when it tottered.

The problem has only worsened dur-
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sales, potential buyers will hold off for a
better price, exacerbating fair-value losses.

In future banks will be more alert to
these dangers. “We were looking at the
bonds we held, focusing on the credit fun-
damentals. We lost sight of the capital hit
from illiquidity and marking to market
that can seriously hurt you in the mean-
time,” says Koos Timmermans, chief risk
officer at ING, a large Dutch banking and
insurance group. “We now know that you
have to treat the accounting reality as eco-
nomic reality”

Another lesson is the “opportunity val-
ue” of staying liquid in good times, says
Aaron Brown, a risk manager with AQRr,a
hedge fund. In an efficient market dollar
bills are not left tying around. Butin the dis-
located markets of late 2008 there were
lots of bargains to be had for the small mi-
nority of investors with dry powder.

For some, though, bigger liquidity pro-
blems may yet lie zhead. Some $5a trillion
of bank debt rated by Moody’s is due to
mature by 2012. This will have to be refi-
nanced at higher rates. The rates could also
be pushed up by an ercsion of sovereign
credit quality, given implicit state guaran-
tees of bank liabilities. And, at some point,
banks face a reduction of cut-price liquid-
ity support from central banks—offered in
return for often dodgy collateral-which
has buoyed their profit margins. Mortgage
borrowers on teaser rates are vulnerable to
payment shock. So too are their lenders. ®

ing the crisis. After a quarter-century of
ever-increasing financial concentration,
the giants of firance grew even more dom-
inantin 2008-09 thanks to a series of shot-
gun takeovers of sickly rivals (see chart 5,
next page).

Regulators can tackie the issue either by
addressing the “too big” part (shrinking or
erecting firewalls within giants) or the “to
fail” bit {forcing them to hold more capital
and making it easier to wind down bust
firms). Until recently the focus was on the
second of these approaches. But since Pres-
ident Obama’s unveiling of two initiatives
last month—a tax on the iiabilities of big
banks and the “Volcker rule”, which pro-
posed limits on their size and activities—
momentum has been shifting towards »



» sorne combination of the two.

The Volcker plan—named after Paul
volcker, the former Federal Reserve chair-
man who proposed it—calls for deposit-
takers to be banned from proprietary trad-
ingin capital markets and from investing in
hedge funds and private equity. The Finan-
cial Stability Board (rsB), a Basel-based
body that is spearheading the internation-
alreform drive, gaveita cautious welcome,
stressing that such a move would need to
be combined with tougher capital stan-
dards and other measures to be effective.

The Volcker rule does not seek a full
separation of commercial banking and in-
vestment banking. Nor is America pushing
to shrink its behemoths dramatically; for
most, the plan would merely limit further
growth of non-deposit liabilities (there is
already a10% cap on national market share
in deposits). Officials remain queasy about
dictating size limits. Citigroup's woes sug-
gest a firm can become too big to manage,
butJPMorgan Chase and HssC are striking
counter-examples.

For all the hue and cry about the
Volcker plan, America sees it as supple-
menting earlier proposals, not supplanting
them. The most important of these is an
improved “resolution” mechanism for fail-
ing giants. Standard bankruptcy arrange-
ments do not work well for financial firms:
in the time it takes for a typical case to
grind through court, the company’s value
will have evaporated.

America’s resolution plan would allow

regulators to seize and wind down basket-
cases. The challenge will be to convince
markets that these measures will not turn
into life-support machines. Worse, there is
no international agreement on how to
handle the failure of borderstraddling
firms, noris one close. That was a huge pro-
blem with Lehman Brothers, which had
nearly 3,000 legal entities in dozens of
countries. And the struggle to retrieve $5.5
billion that a bust Icelandic bank owes
creditors in Britain and the Netherlands
still continues.

Questions also linger over the treat-
ment of lenders. America’s plan wants it
both ways, giving regulators discretion to
override private creditors but also to subor-
dinate the taxpayer's claims. This fuels
concerns about handouts to politically fa-

I Big banks get bigger a
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voured groups, as happened in the govern-
ment-orchestrated bankruptey of General
Motors. Another worrying precedent was
the generous treatment of troubied banks’
derivatives counterparties in 2008, All
counterparty trading exposures, to the ex-
tent that they are uncollateralised, should
be at the bottom of the capital stack, not at
the top. Regrettably, the opposite hap-
pened. This prompted a wave of credit-de-
fault-swap buying because these contracts
were underwritten by the state. “Today,
too big to fail means too many counter-
party exposures to fail,” says Peter Fisher
of BlackRock, a money manager.

» Overhauling capital requirements. In
the hope of avoiding having to trigger their
resolution regimes in the first place, regula-
tors will force banks to strengthen their
capital buffers. A number of countries are
considering a punitive capital surcharge
for thelargest firms. A report from the Bank
of England last November suggested va-
rious ways of designing this. It could vary
by sector, allowing regulators to influence
the marginal cost of lending to some of the
more exuberant parts of the economy: Or it
could reflect the lender’s contribution to
systemic risk, based on its size, complexity
and the extentof its connections to otherfi-
nancial firms.

How such a penaity would fit with
broader capital reforms is unclear. In De-
cemmber the Basel Committee of supervi-
sors and central banks laid out proposed
revisions to its global bank-capital regime.
These could come into force as early as
2012-13. The new standards, dubbed Basel
3,arelessreliantthan the last set of reforms
on banks' own risk models. Then the talk
was of capital “efficiency”. Now it is all
about robustness. With markets already
demanding that banks hold more equity, a
reversal of a long trend of falling ratios is
under way (see chart 6, next page).

Before the crisis banks could get away
with common equity—the purest form of
capital—of as little as 2% of risk-weighted
assets. The new regulatory minimum will
not be clear until later this year, but mar-
kets now dictate that banks hold four to
five times that level. Hybrid instruments—
part debt, part equity—will be discouraged
since these proved bad at absorbing losses.
Regulators are encouraging banks to issue
a different type of convertible capital:
“contingent” bonds that autcmatically
turn into common shares at tirmes of stress.

In another acknowledgment that rely-
ing too heavily on internal models was a
mistake, the new rules will be supple-
mented by a“leverageratio”. Not weighted »
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torisk, this measure looks appealingly sim-
ple these days. One aim is to curb gaming
of risk-based requirements: European
banks, which unlike American ones were
not subject to a leverage ratio, could take
their borrowing to dangerous heights be-
cause many of their assets were highly rat-
ed securities with low risk weightings.
One official likens the new approach to
placing a netunder a trapeze artist.

In an equally big philosophical shift,
the new measures will lean against “procy-
clicality”, or the tendency of rules to exag-
gerate both the good and the bad. Banks
will be required to accumulate extra capi-
tal in fat years that can be drawn upon in
lean ones. Until now the rules have en-
couraged higher leverage in good times
and much lower in bad times, adding to
distress at just the wrong moment. Securi-
ties regulators contributed to the problem,
frowning on boom-time reserve-building
as possible profit-smoothing in disguise.
The new proposals will encourage “dy-
namic” provisioning, which allows banks
to squirrel away reserves based on expect-
ed losses, notjust those already incurred.

Addressing procyclicality will also re-
quire tackling issues that straddle capital
rules and accounting standards. Critics of
fair-value (or “mark-to-market”} account-
ing, which requires assets to be heid at
market prices (or an approximation), com-
plain that having to mark dowr: assets to
the value they would fetch in illiquid mar-
kets is likely to exacerbate downturns. The
solution is not to abandon fair value,
which investors like because it is less open
to manipulation than the alternatives. But
there is a case for decoupling capital and
accounting rules, says Christian Leuz of
the Booth School of Business. This would
give bank regulators more discretion to ac-
cept alternative valuation methods yetstill
allow investors to see the actual or estimat-
ed market value.

There are lots of potential devils in the
details of the proposals. A leverage ratio is
pointless without strict monitoring of as-
sets parked off balance-sheets. Contingent
capital, meanwhile, could have the oppo-
site effect of that intended if the bank’s
trading partners flee as its ratios near the
trigger point. There are also worries over
increases in capital charges for securitisa-
tions, exposure to Swap counterparties
and the like. These make sense in theory;
to treat mortgage-backed securities as al-
most risk-free was nonsense. But the new
rules swing too far the other way, threaten-
ing to choke off the recovery of asset-
backed markets.

America's large banks, having repaid

their debts to taxpayers, are sure to wage
war on higher capital standards. Animpact
assessment stretching over several months
will give them ample opportunity to look
for holes—and to lobby. In Europe, where
banks were more highly leveraged and
thus face a more wrenching adjustment,
VeI SOTIIE SUPervisors are queasy.
« Improving macroprudential regulation.
In the meantime regulators can make pro-
gress in other areas, such as overhauling
day-to-day supervision. In both America
and Europe they have stepped up compari-
sons of pay, lending standards and the like
across big firms. They are also introducing
peer review. Within the agency that over-
sees Swiss banks, for instance, the lead su-
pervisors of Credit Suisse and ups are
now expected to scrutinise each other’s
work. America’s Securities and Exchange
Commission, whose failures included neg-
ligible supervision of investment banks
and the Madoff scandal, has set up a new
risk division packed with heavyweight
thinkers such as Henry Hu, Gregg Berman
and Richard Bookstaber. Part of their job
will be to scan derivatives markets, hedge
funds and the like for any emerging threats
to stability.

This stems from a recognition that tradi-
tional oversight needs to go hand in hand
with the macroprudential sort that takes
account of the collective behaviour of &-
nancial firms, contagion effects and so on.
“Finance is full of clever instruments that
work as long as the risk is idiosyncratic, but
can wreak havoc if it becomes systemic,”
says Frederic Mishkin of Columbia Uni-
versity. Moreover, the crisis showed how
risk can cross traditional regulatory lines.
Pension funds and insurers, previously
seen as shock-absorbers, were revealed as
potential sources of systemic risk.

However, there is no broad agreement
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on how systemic regulation might work,
ar who should do the regulating. Most
economists see the job falling naturally to
central banks, because of their closenessto
markets and because of the link between
capital standards and monetary policy
through the price of credit. But there are
political obstacles, particularly in America,
where a large and vocal contingent in Con-
gress accuses the Fed itself of being a threat
to stability, pointing to loose monetary
policy as a cause of the housing mania.

International co-ordination is equally
tricky. The rsB has singled out 30 of the
largest banks and insurers for cross-border
scrutiny by “colleges” of supervisors.
There is, though, & natural limit to co-oper-
ation. It remains to be seen how well na-
tional risk regulators work with suprana-
tional bodies such as the European
Union's systemic-risk council and the ¥sB.
Private-sector groups want to have their
say too: the Market Monitoring Group, a
collection of grandees linked to a banking-
industry group, is already issuing warn-
ings about fresh bubbles emerging,

Another reason for scepticism is the dif-
ficulty of identifying a systemic event.
A1G’s liquidity crunch was thought to
count as one at the time, hence the offer of
an $85 billion emergency loan from the
Fed. But what exactly was the danger? That
markets would be brought to their knees
by the failure of its derivatives counterpar-
ties (who were controversially paid off at
par)? Or by trouble at its heavily regulated
insurance businesses? More than a year
later, no one seems sure.

Pricking bubbles—another mooted role
for systemic regulators—is also fraught
with danger. Many central bankers consid-
er it unrealistic to make prevention of as-
set-price bubbles a specific objective of
systemic oversight. But thinking at the Fed
has been shifting. Under Alan Greenspan
its policy had been to stand back, wait for
the pop and clean up the mess. But Ben
Bernanke, the current chairman, recently
backed the idea of intervening to take the
air out of bubbles. This could be done
mainly through stronger regulation, he
suggested, though he did not rule out mon-
etary policy as a back-up option.

Mr Mishkin, a former Fed governor,
draws a contrast between credit-boom
bubbles and irrational exuberance in
stockmarkets, such as the dotcom bubble.
The first is more dangerous, and the case
for pre-emptive action stronger, he argues,
because it comes with a cycle of leveraging
against rising asset values.

Inretrospect all crashes look inevitable. »»
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» Even with the most insidious-locking bub-
bles, though, itisimpossible to know at the
time how devastating the pop will be.
Many thought the economic fallout from
the internet crash would be far greater
than it turned out. The economic cost of
prematurely ending a boom can be high.
Even so, the worry is that a systemic regu-
lator would be biased towards interven-
tion, because it would face less criticism for
puncturing anon-bubble than for failing to
spotareal one.

Alex Pollock of the American Enter-
prise Institute (AE1), a think-tank, is con-
cerned that the creation of an official sys-
temic regulator would bring false comfort,
just as the Fed's founding in 1913 did. Ac-
cording to the then Comptroller of the Cur-
rency, it had rendered further crises “math-
ematically impossible”. Mr Pollock would
prefer to see the task go to an independent
advisory body, manned by economic

heavyweights to provide institutional
memory of past crises. For similar reasons,
Andrew Lo, director of MIT’s Laboratory
for Financial Engineering, suggests sepa-
rating regulation from forensics, as hap-
pens in the airline industry. America’s Na-
tional Transportation Safety Board is seen
asindependent becauseits jobisto investi-
gate crashes, not to setrules after the event.
That gives it more moral clout.

Whatever form it takes, systemic polic-
ing would face a problem. During booms,
governments are loth to take the punch-
bowl away, at least until the next election.
Nor do they want to be criticised for their
own contribution to systemic risk. They
may have become even touchier now that
they are, as Pimco’s Mohamed El-Erian
puts it, “market players as well as referees”.

A way round this would be tointroduce
rules requiring the regulator to step in if,
say, credit and asset prices are growing at

Blocking out the sirens’ song

Moneymen need saving from themselves

ISK antennae twitch after a crisis. Bank-

ers, regulators and academics, shaken
from their complacency, jostle to identify
the next tempest. Right now gusts are
blowing from several directions. Many
countries’ fiscal positions are deteriorating
fastafter costly interventions to shore up fi-
nancial systems and restore growth. There
is talk of demanding collateral even on
deals with formerly unimpeachable sover-
eign entities. Recent terrorist incidents
have raised the spectre of external shocks.

Yet atleast a fragile sort of optimism has
surfaced, born of ultra-cheap money and
relief at having avoided & depression. In
some markets fresh bubbles may be form-
ing. Stockmarkets have rebounded sharp-
ly. America’s, though stifl well off their
peaks, are up to 50% overvalued on a his-
torical basis. Banks are once again throw-
ingmoney athedge funds and private-equ-
ity firms (though with tougher margin
requirements). Issuance of structured-loan
funds, which a few months back looked
dead, is booming. Investment banks’ pro-
fits, and bonus pools, are back near pre-cri-
sis levels. International regulators have
been issuing warnings to chief executives
about a return of irrational exuberance.
Banks have been ordered to run stress tests
involving a sudden jump in interest rates,

in preparation for central banks’ with-
drawal of monetary adrenaline.

Many will already be doing this as they
try to show that they have learnt their les-
sons. Like the best chess players, bankers
insist that they are now concentrating as
hard on avoiding mistakes as on winning.
Those that sidestepped the worst mort-
gage-related landmines now top the indus-
try's new order. Blackrock’s Mr Fisher de-
fines risk as “deviation from objective”, on
the upside as well as the downside. If your
models tell you that a security is safer than
its returns imply, as with cpos, that might
just suggest hidden risks.

Fancy mathematics will continue to
play a role, to be sure. But finance is not
physics, and markets have an emotional
side. In their struggle with the quants,
those who would trust their gut instinct
have gained ground.

Learning to tie knots

Governments are taking no chances.
Bloomberg ¢counts some 50 bills and other
seripus proposals for financial reform in
Ametica and Europe. Leaders in America's
Senate hope to pass new rules by March.
But there are limits to what can be expect-
ed from regulators and supervisors. Like
bankers, they have blind spots. As the

above-average rates. That would shield it
from claims that the next boom is some-
how different and should be left to run its
course. Butit comes at the cost of flexibility.

All of this suggests that although there
is a strong case for a more system-wide ap-
proach to oversight, it could do more harm
than good if poorly crafted. Meanwhile
taxpayers will continue to underwrite fi-
nancial giants; America's reforms in their
current shape allow the authorities to pull
apart those that pose a “grave threat”, but
also to bail out their creditors if they con-
sideritnecessary.

The danger is that the very existence of
a systernic regulator creates an illusion of
increasing stability even though it does the
opposite by strengthening the implicit
guarantee for the biggest banks—a “perma-
nent TARP”, as the AEr's Peter Wallison
puts it. Too big to fail sometimes seems too
hardtosolve. m
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mortgage fiasco showed, they are vulner-
able to capture by those they police.

Their job will be made easier if new
rules tackle incentives for the private sec-
tor to take excessive risk. It is human be-
haviour, more than financial instruments,
that needs changing, says Mr Mauboussin
of Legg Mason. Like Odysseus passing the
sirens, bankers need to be tied to a mast to
stop them from giving in to temptation.
Pay structures should be better aligned
with the timescale of business strategies
that run for a number of years and should
not reward “leveraged beta”, unremark- »



» able returns juiced with borrowed money.
In securitisation, originators will have to
disclose more information about loan
pools and hold aslice of their products.

Some of the worst abuses in securitisa-
tion stemmed from the use of credit rat-
ings. Rating agencies systernatically under-
estimated default risk on vast amounts of
debt, resulting in puffed-up prices and a
surfeit of issuance. Paid by issuers, they
had every incentive to award inflated rat-
ings and keep the market humming: aver-
age pay at the agencies rose and fell in tan-
dem with the volume of asset-backed
issuance {see chart 7, previous page).

An obvious way to deal with this
would be to eliminate the agencies’ official
“nationally recognised” status, opening
the business to unfettered competition.
Raters would then have to persuade inves-
tors of their competence, rather than rely-
ing on a government imprimatur. This, in
turn, would force investors themselves to
spend more time analysing loans. Oddly,
proposed reforms fall far short of this, with
no sign of anything tougher on the hori-
zon. CreditSights, a research firm, awarded
ratings firms its “Houdini was an Ama-
teur” award for 2c09.

Nor, alas, is there much appetite to
tackle some of the public policies that con-
tributed to the crisis. The non-recourse sta-
tus of mortgages in large parts of America,
for instance, gives the borrower a highly at-
tractive put option: he can, in effect, sell the
house to the lender at any time for the prin-
cipal outstanding. An even bigger problem
isthe favourable tax treatment of debtrela-

tive to equity. Phasing this out would dis-
courage the build-up of excessive leverage.
Butthe idea has little political traction.
There are, to be sure, risks to rushing re-
form. Post-crisis regulation has a long his-
tory of unintended conseguences, from
the pay reforms of the early 1990s (when
new limits on the deductibility from cor-
porate tax of executive salaries merely
shifted the excesses to bonuses) to key
parts of the Sarbanes-Oxley act on cor-
porate governance. Another danger is the
pricing of risk by regulation, not markets.
The credit-card act passed in America last
year leaves providers with a choice be-
tween underpricing for some products,
which is bad for them, or restricting their
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offerings, which is bad for consumers.

Most would agree, however, that mar-
kets need both tighter rules and better en-
forcement. The biggest question mark
hangs over the fate of those institutions
whose collapse would threaten the sys-
tem. America's proposal to cap banks’ size
and ban proprietary trading has fortified
those calling for radical measures to tackle
the “too big to fail" problem.

The virtues of scepticism

By itself, though, the plan doeslittle to back
up Barack Obama’s promise to stop such
firms from holding the taxpayer hostage.
Proprietary trading and investments are a
small part of most big banks’ activities and
played only a minor role in the crisis. Nor
does the plan cover brokers, insurers or in-
dustrial firms’ finance arms, all of which
had to he bailed out. To persuade markets
that the giants no longer enjoy implicit
state guarantees, whether they are hanks
or not, policymakers will need to present a
cocktail of solutions that also include
tougher capital and liquidity standards,
central clearing of derivatives and credible
mechanisms to dismantie firms whose
losses in a crisis would overwhelm even a
strengthened safety buffer.

Together, intelligent regulatory reforms
and a better understanding of the limita-
tions of quantitative risk management can
help to reduce the damage inflicted on the
financial system when bubbles burst. But
they will never eliminate bad lending or
excessive exuberance. After every crisis
bankers and investors tend to forget that it
is their duty to be sceptical, not optimistic.
In finance the gods will always find a way
to strike back. m
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12 Leaders

v is denied a fair hearing. Although it gets the chance to put for-
ward its side of the argument, it does so only to the case team,
not to a neutral judge or hearing officer. As things stand, the
role of the hearing officer is purely procedural. The third objec-
tion is that the final decision on culpability is taken on a vote
by 27 politically appeinted commissioners, only one of whom
may have attended the defendant’s hearing.

A fair hearing, please

in no other area of law would it be thought acceptable for the
outcome of such important cases to be determined by a bunch
of politicians. In America the antitrust division of the Depart-
ment of Justice has to make its arguments in open court, while
even the quasi-judicial commissioners of the Federal Trade
Commission appoint a judge to preside over hearings and
publish findings. The process is long-winded and expensive

yd
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butitis anintrinsically fairer way to establish the facts.

Even if Mr Almunia procrastinates, change is coming. Eu-
rope’s Charter of Fundamental Rights will finally be ratified
next year. It is highly probable that antitrust appeals to the
European Court of Human Rights (based on the unfairness of
a process that levies huge fines but falls far short of the stan-
dards expected of the criminal law) will succeed. Realistically,
amending the treaty to remove the commission's tole as the
enforcer of competition law is a non-starter. A more modest
change would, however, improve things greatly and bring
European practice closer to America’s withoutimporting allits
excesses. Thatis to give the hearing officer the power tomake a
factual and legal determination based on a proper examina-
tion of the evidence; the 27 commissioners would thenhave to
accept or reject this. The system would still be far from perfect,
but it would be agood deal more just. =

/Rethinking economics

I EN in economics, the guard-

Consumer prices ians of orthodoxy are not

% increase an year eartier given to capricious changes of
mind. So when economists at
the TMF question received wis-
dom and the fund’s established
views twice in a weel, it is no
small matter. Two new papers
have done exactly that. The first reversal, on inflation targets,
makes less sense than the second, on capital controls.

The initial firecracker came on February 12th, with an anal-
ysis of the lessons of the financial crisis for macroeconomic
policy, led by Olivier Blanchard, the imr’s chief economist.
The report called for several bold innovations, The most radi-
cal of theseis that central banks should raise their inflation tar-
gets—perhaps to 4% from the standard 2% or so.

The logic is seductive. Because inflation and interest rates
were low when the crisis hit, central banks had little room to
cutrates to cushion the economic blow. Once their policy rates
were down to almostzero, the world’s big central banks had to
turn to untested tools, such as quantitative easing. Politicians
had to hoost enfeebled monetary policy by loosening their
budgets generously. Had inflation and interest rates been high-
er, policymakers would have had more room to cut rates. That
gain, Mr Blanchard argues, might outweigh the small distor-
tions from modestly higher inflation, especially if countries re-
formed their tax systems 1o make them inflation-neutral.

Were central banks starting from scratch, such a cost-benefit
analysis would indeed be the right way to set an inflation tar-
get. Even then, Mr Blanchard might be wrong. He may be un-
derstating the costs of higher inflation. Many studies suggest
that inflation of 4% would do little, if any, harm to economic
growth, but others reckon that the threshold at which distor-
tions kick in is lower. And since higher inflation tends to mean
more volatile prices, the risks increase as the target rate rises,

Norisit obvious that starting with interest rates so low was
either a crippling constraint on central banks’ actions or the
main reason for the weakness of monetary policy. Central
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Radical thoughts on19th Street

A higher inflation target for central banks would be abadidea

banks showed plenty of ingenuity with quantitative easing.
Other tools, such as negative interest rates, could also be devel-
oped if need be. And with the financial system in crisis and
debt-ridden consumers unwilling to borrow, monetary loos-
ening might have been a feeble source of stimulus even if in-
flation had started higher.

A question of credibility
Yet the biggest problem with Mr Blanchard’sideais that central
banks are not starting from scratch. They have spent two de-
cades convincing the public that they are committed to price
stability and, rightly or wrongly, have equated this with infla-
tion of around 2%. The stabilisation of expectations has been
remarkably successful—and it allowed policymakers to cut
rates as fiercely as they did. But it cannot be taken for granted,
especially when some rich countries’ budget deficits are so
vast. It would disappear fast if central bankers suddenly said
thatinflation of 4% was just fine after all. How could they con-
vince investors that the change was intended to make policy
more flexible, rather than to inflate away the state’s debts?
With their credibility undermined, the next crisis would be
much harder to fight. As an intellectual exercise, Mr Blan-
chard’sideaisintriguing. As a policy proposal, itis reckless.
That is not true of the IM¥'s second piece of revisionism. A
note to he published on February 1gth acknowledges that con-
trols on capital inflows can be a useful tool for countries facing
a surge of foreign funds (see page 67). For an organisation that
has long focused on the distortions such controls create, the
shift is significant. It is also timely With rich-world interest
rates at rock bottom, emerging economies are likely to face
continuing surges of foreign capital. Until now, the 1mF has
sniffed in disapproval when countries have introduced con-
trols. it would be more useful if it helped countries decide
when such controls might work and designed them to do the
most good and least harm. The new paper makes it easier for
the fund’s economists to get on with this. It may be less exciting
inteliectually than rewriting central banks’ rule-books. Butitis
probably more useful and certainly less dangerous. » /



The politics of repression in China

What are they afraid of?

The economy is booming and politics stable. Yet China’sleaders seem edgy

£ 6" HE forces pulling China toward inte-

gration and openness are more pow-
erful today than ever before,” said Presi-
dent Bill Clinton in 1999. China then,
though battered by the Asian financial cri-
sis, was busy dismantling state-owned en-
terprises and pushing for admission to the
World Trade Organisation. Today, how-
ever, those forces look much wealker.

A spate of recent events, from the heavy
jail sentences passed on human-rights ac-
tivists to an undiplomatic obduracy at the
climate-change negotiations in Copenha-
gen last December, invite questions about
the thinking of China’s leaders. Has their
view of the outside world and dissent at
home changed? Or were the forces de-
tected by Mr Clinton and so many others
after all not pulling so hard in the direction
they were expecting?

The early years of what China calls its
“reform and opening” after 1978 were
marked by cycles of liberalisation and re-
pression. The turning-points were usually
marked by political crisis: dissent on the
streets, leadership struggles, or both. Now,
however, the only big protest movements
are repressed ones among ethnic minor-
ities in Tibet and Xinjiang. China’s big cit-
ies are hardly roiled by political turmoil. By
the time Liu Xiaobo, an academic, was sen-
tenced to 11 years in prison in December,
dissident debate surrounding the reform
manifesto he had issued a year earlier had
long subsided. Yet it was the heaviest

known penalty imposed on any activist
for “inciting subversion” since such a
crimne was written into law in1997.

China has so far survived the global
economic downturn with hardly any of
the agitation many once feared it might
cause among unemployed workers or job-
less university graduates. The economy
grew at a very robust-sounding 8.7% last
year and is predicted by many to be on
course for similar growth in 2010.

Sweeping changes are due in the senior
leadership in 2012 and 2013, including the
replacement of President Hu Jintao and of
the prime minister, Wen Jiabao. But if a
struggle is brewing, signs of it are hard to
spot. An unusually high-profile campaign
against organised crime by the party chief
of Chongging municipality, Bo Xilai, has
raised eyebrows. Some speculate that it is
part of a bid by Mr Bo, who is a Politburo
member, to whip up popular support for
his promotion to the Politburo’s all-powet-
ful Standing Comumittee in 2012. An online
poll by an official website chose Mr Bo as
the “most inspiring voice” of 2009.

But Andrew Nathan of Columbia Uni-
versity in New York does not see this as a
challenge to the expected shoo-in for Xi
Jinping, the vice-president, as China’s next
leader, despite Mr Xi’s failure last year to
garner the leading military post analysts
thought would form part of his grooming.
Li Kegiang, a deputy prime minister, still
looks set to take over from Mr Wen in 2013.
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Against this backdrop of political stabil-
ity and economic growth, the most credi-
ble interpretation of the government’s re-
cent hard line is that the forces pushing its
leaders towards greater liberalisation at
home and sympathetic engagement with
the West are weaker than had been hoped.
Nor is there any sign that the next genera-
tion of leaders see their mission differently.
AsRussell Leigh Moses, a Beijing-based po-
litical analyst, puts it: “The argument in
policy-making circles where reform is con-
cerned is ‘how much more authoritarian
should we be?' not ‘how do we embark on
Western-style democracy?"”

Tough though the recent sentences of
activists have been, they are hardly out of
keeping with the leadership’s approach to
dissent in recent years. This has involved
giving a bit of leeway to freethinking indi-
viduals, but occasionally punishing those
seen as straying too far. Since late last year
twao activists have been jailed in an appar-
ent attempt to deter people from organis-
ing the parents of children killed in shoddi-
ly built schools during an earthquake in
Sichuan province in 2008. But another crit-
ic of the government's handling of the par-
ents’ grievances, Ai Weiwei, remains free
in Beijing and just as outspoken.

The coming months are unlikely to see
much change. Despite boasting of their
country’s resilience in the face of the globat
economic crisis, China’s leaders still ap-
pear jittery. Mr Wen has forecast that 2010
will see “even greater complexity in the
domestic and international situation”.
China's security chief, Zhou Yongkang,in a
speech published this week said the task
of maintaining social stability “was still ex-
tremely onerous”.

Some Chinese economists worry out
loud that China’s massive stimulus-spend-
ing might have bought the country only a
temporary reprieve. Bubbles, they fret, are »



24 Asia

Texting in China
Well-red

BEIJING
Chinese communism’s classic texts

TI—IE year of the Tiger began this week
as usual in China with cascades of
fireworks and, as is now also the custom,
of celebratory text messages on mobile
phones. Like the pyrotechnics, Chinese
text messages come in a variety of col-
ours: yellow, grey, black and now, with
official endorsement, red.

Yellow refers to the smutty type, and
grey or black to spam messages, many of
which offer products or services of
various shades of legality. Recently the
government has been stepping up efforts
to eradicate such abuses. To steer public
thinking, it is encouraging the sending of
politically correct “red texts™.

In mid-Tanuary the state-controlled
press reported that Beijmg, Shanghai and
Guangzhou were trying a text-filtering
system that could distinguish between
the various hyes. Those caught sending
yellow ones risked having their phone’s
text function blocked. Restoring it would
require a visit to the police and a written
pledge not to text smut again.

This provoked howls of online prot-
est. One popular social commentator,
HanHan, complained on his blog that
officials had not defined smut. He said
he would keep sending text messages
until he found out what words would
gethis service blocked. An article on the
website of an unusually outspoken
newspaper, Southern Daily, argued that
such filtering was unconstitutional.
Officials clarified that only those who
send huge numbers of such messages
need worry (over 300 an hour, an official
in Guangzhou was quoted as saying).

The practice of “red-texting” is said to
have begun in 2005 in Guangdong prov-
ince, of which Guangzhouisthe capital,
when one operator, China Mobile, began
organising competitions there to see
who could devise the best red messages.
This month a symposium for senior
telecom officials in Beijing on the “red-
text phenomenon” was portrayed in the
state-owned press as a sign of high-level
endorsement for the campaign.

The most famous red-texter is Eo
Xilai, the party chief of Chongqing (see
previous story). Last April he sent1am-
odd mobile-users a message bearing
quotes from Mao Zedong such as “What
really counts in the world is conscien-
tiousness, and the Communist party is
most particular about being conscien-
tious.” Enthused, or more likely be-
mused, users relayed his missive, report-
ed the local press, 16m times.

» forming in property markets, inflationary
pressure is building up and reforms need-
ed to promote sustained growth (including
measures to promote urbanisation) are not
being carried out fast enough. Occasional-
ty,even the government's worst nightmare
is mooted as a possibility: stagflation. A
combination of fast-rising prices and low
growth might indeed be enough to send
protesters on to the streets.

Abroad, Chinese leaders are struggling
to cope with what they feel to be an accel-
erated shift in the global balance of power,
in China’s favour. This has resulted in what
Mr Moses describes as behaviour ranging
from “strutting to outright stumbling”.
They reacted with oratorical fury in Janu-
ary, when America announced a $6.4 bii-
lion arms deal with Taiwan. But while pan-
dering to popular nationalism at home,
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they remain aware of China’s limitations.
This weelk China allowed an American ajr-
craft-carrier to pay a port call to Hong
Kong, just a day before President Obama
was due to defy grim warnings and mest
the Dalai Larna in Washington.

Chinese leaders can be confident that
the plight of dissidents and the ever-louder
grumbiles of foreign businessmen over the
barriers they face in China will not keep
the world away. From May China will be
visited by a series of foreign leaders going
to the World Expo in Shanghai. Among the
first will be France's president, Nicolas Sar-
kozy, much reviled by Chinese nationalists
for his stance on Tibet. China sees the
Expo, like the 2008 Beijing Olympics, as a
chance to flaunt its strength. But, as Mr
Clinton noted of Chinainiggg,“atight grip
is actually a sign of a weak hand”. m

The war in Afghanistan

Crack open the fruit juice

KABUL

Coalition forces enjoy one of their better weeks

O CHAMPAGNE, one assumes, for

General Stanley McChrystal. To the
chagrin of his German and kalian col-
leagues, the earnest American leading
NATO forces in Afghanistan has banned
alcohol at his Kabul headquarters. But he
must be mightily satisfied with develop-
ments this week.

A much-trumpeted offensive in Af-
ghanistan’s bloodiest province, Helmand,
was launched on February 13th, centred on
the insurgent stronghold of Marja, and has
so far gone rather well. Meanwhile, it
emerged that the Taliban's deputy leader

Does he come in peace?

and operational commander, Mullah Abd-
ul Ghani Baradar, was recently captured in
Karachi, Pakistan.Pakistani co-operation in
his arrest marks a shift for a government
that has tolerated Taliban leaders onits soil
since they fled Afghanistan in 2001

The assault on Matja, the biggest offen-
sive ever mounted by the coalition, is a test
of General McChrystal’s strategy. This
means having enough foreign troops to
hold newly occupied territory; to give pri-
ority to protecting the population; and rap-
idly bringing in government services.

The operation may thus provide amod- »w
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Schumpeter | & different class
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Would giving long-term shareholders more cloutimprove corporate governance?

HE spectacular collapse of so many big financial firms during

the crisis of 2008 has provided new evidence for the belief
that stockmarket capitalism is dangerously short-termist. After
all, shareholders in publicly traded financial institutions cheered
them on as they boosted their short-term profits and share prices
by taking risky bets with enormous amounts of borrowed mon-
ey. Those bets, it turns out, did terrible damage in the longer term,
to the firms and their shareholders as well as to the economy as a
whole. Shareholders can nolonger with a straight face cite the ef-
ficient-market hypothesis as evidence that rising share prices are
always evidence of better prospects, rather than of an unsustain-
able bubble.

If the stocknarket can get wildly out of whack in the short
run, companies and investors that base their decisions solely on
passing movements in share prices should not be surprised if
they pay & penalty over the long term. But what can be done to
encourage alonger-term perspective? One idea thatis increasing-
ly touted as a solution is to give those investors who keep hold of
their shares for a decent length of time more say over the man-
agement of a company than mere interlopers hoping to make a
quick buck. Shareholders of longer tenure could get extra voting
rights, say, or new ones could be barred from voting for a spell.

In the early 1980s shares traded on the New York Stock Ex-
change changed hands every three years on average. Nowadays
the average tenure is down to about ten months. That helps to ex-
plain the growing concern about short-termism. Last year a task
force of doughty American investors {Warren Buffett, Felix Roha-
tyn and Pete Peterson, among others) convened by the Aspen In-
stitute, a think-tank, published a report called “Overcoming
Short-Termism". It advocated various measures to encourage in-
vestors to hold shares for longer, including withholding voting
rights from new shareholders for a year.

An advisory committee in the Netherlands has proposed lay-
alty bonuses for long-term shareholders, such as increased divi-
dends or additional voting rights after holding a share for four
years. Likewise, Britain's minister for financial services, Paul
Myners, has suggested that short-term holders of shares should
have inferior voting rights. Roger Carr, the chairman of Cadbury
until it was taken over recently by Kraft, suggested earlier this

month that investors who hought shares in a firm after it had re-
ceived a takeover bid should not be allowed to vote on the offer.

The theory behind these proposals is that those who hold
shares longer are more likely to behave like owners than those
who trade frequently to bet on short-term movements in prices.
Disenfranchising the punters would not only give investors an
incentive to hang onto their shares for longer, the argument runs,
but would also encourage those with voting rights to use them, as
they would know their votes would be more likely to count in
board elections and so forth.

Would it work? Happily, an experiment in dual classes of
shareholders has long been under way in France, where shares
often gain double voting rights after being held for a specified
period—usually twao years, although sometimes as long as ten. A
recent paper, “Disclosure and Minority Expropriation: A Study of
French Listed Firms™, by Chiraz Ben Ali, an economist at the Uni-
versity of Paris Dauphine, found that the main impact of the
dual-class structure was to increase the exploitation of minority
shareholders (which tended to own the shares with weaker vot-
ing rights) by the controlling majority. Accounting practices, for
example, tend to be much less transparent. Admittedly, France’s
feeble safeguards for minority shareholders may be partly re-
sponsible for this result—but at the very least that suggests that ex-
tra voting rights are no cure-all.

Although no American firms have dual classes of share-
holders, they do sometimes resort to another device designed to
resist pressure to pursue short-term goals: “staggered boards”, in
which only a minority of directors face re-election each year. Ac-
cording to Lucian Bebchuk of Harvard Law School, who has stud-
ied their impact, they are strongly associated with lower long-
term returns.

Short-term vigour, long-term neglect

Equally, there is some evidence, albeit not condusive, that short-
term shareholders from activist hedge funds and the like can im-
prove the performance of poorly run companies through brief
campaigns to improve their strategy or management. As Colin
Melvin, the boss of Hermes Equity Ownership Services, an advi-
sory firm with activist leanings, points out, “Disproportionate
voting rights can {and often do) serve to insulate management
and make it less accountable to shareholders.” In short, the
length of time that an investor holds a share doesnottell youalot
about how much interest he will take in the management of the
firm concerned. Many long-term index investors hold shares for
years without taking the slightest interest in how the firms they
invest in are run, let alone doing anything to improve matters.
Thereis also a moral argument, of course, against depriving prop-
erty-owners of their rights, no matter how seldom they make use
of them.

The real issue is not how to encourage investors to keep hold
of their shares for longer, but how to encourage more of them to
take their duties as owners seriously, irrespective of the length of
their tenure. Instead of creating multiple classes of shareholders,
governments and regutators may want to think about how they
define fiduciary duties in the financial realm. Better yet, the in-
vesting public, whaose retirement savings have atrophiedin the fi-
nancial crisis thanks in part to the short-term way in which they
were invested, may sort things out themselves, by demanding a
longer-term perspective from the pension and mutual funds that
they have entrusted with their money. m




 Finance and economics

Sovereign-debt worries

Domino theory

WASHINGTON, DC

Assessing the risk that Greece’s woesherald something far worse

OW far is it from Athens to America

and which countries lie on the way?
That may sound like an esoteric geography
guestion, but it is being asked by investors
as Greece's debt crisis creates global jitters
about the safety of sovereign debt. So far
Portugal, Ireland and Spain, the other high-
deficit countries on the periphery of the
euro zone, are thought to be nextin line. In
most big rich economies, yields have been
stable and well below their long-term av-
erage (see chart),

But nerves are fraying elsewhere. The
cost of insuring against sovereign default
(see Buttonwood) has risen in 47 of the 50
countries for which these instruments ex-
ist. Dubai's sovereign credit-default-swap
spreads soated to their highest level in a
year this week, amid concern about the
terms of a debt restructuring by a state-
owned conglomerate. There is increasing-
ly shrill commentary arguing that Greece is
the start of a far bigger problem. “A Greek
crisis is coming to America”, blared the
headline on a recent Financial Times article
by Niall Ferguson, a financial historian.

The stakes are high. A sudden loss of
confidence in all sovereign debt, and espe-
cially in American TFreasuries, the world’s
benchmark “risk-free™ asset, would have
calamitous consequences in a stiil-fragile
recovery. Equally, an exaggerated fear of

sovereign risk could prompt governments
into premature fiscal austerity, which
might itself push the world economy back
into recession.

Neither the shrill nor the sanguine ar-
guments can be dismissed out of hand. Fis-
cal pessimists point both to past experi-
ence and to the arithmetic of public debt
for evidence that sovereign-debt crises
could spread far beyond Greece. The les-
son of history, as documented in a magiste-
rial study of financial crises by Carmen
Reinhart and Ken Rogoff, is that public debt
tends to soar after financial crises, rising by
an average of 86% in real terms. Sovereign
defauits have often followed.

The arithmetic argument for pessi-
mism is equally compelling. Virtually no
rich country has a “sustainable” debt posi-
tion, in the narrow sense that none is run-
ning a tight enough budget or is growing
quickly enough to stop its debt burden
from rising. The worst offenders on this
count are the euro area's peripheral econo-
mies, as well as Britain and America.

Greece stands out for the size of its debt
stock, the scale of its budget deficit and the
grimness of its growth prospects given
high domestic costs and an inability to de-
value. Worries about where growth will
come from are the main reason why fears
have, so far, focused on the other weak
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members of the euro zone (although Spain
attracted decent demand for a1s-year bond
sale on February17th).

America and Britain, having their own
currencies, are in a different position. But
they are not immune to concerns about
growth and debt dynamics. On February
18th Britain reported a deficit for January, a
month of surplus since records began in
1993. Pessimists also fret about the sheer
scale of America’s public borrowing and,
especially, China’s role in funding it. News
that foreign demand for Treasuries fell
sharply in December and that Beijing was
a big seller has fanned their concerns.

Nonsense, says the sanguine camp,
whose members include Paul Krugman, a
prominent New York Times columnist. In
their view, those who fear a sudden rise in
sovereign risk, particularly for America,
misunderstand the reasons for the
build-up of sovereign debt and underesti-
mate the role of Treasuries as a safe haven.
Sovereign-bond yields are low because
private demand for capital is weak. And it »
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vis likely to stay that way as Anglo-Saxon
househoids rebuild their savings and firms
hold back from investing,

On this view, America and Britain are
better compared to Japan than to Greece.
Japan’s public debt—almost 200% of Gor
on a gross basis~has risen steadily in the
two decades since its asset bubble burst. It
is far higher thanin any Anglo-Saxon econ-
omies. Despite several downgrades, Japan
has nothad a debt crisis.

Itis true that Japan, as a big creditor na-
tion, can tap into ample savings at home,
whereas America relies more on foreign in-
vestors. But the breadth of the financial cri-

Buttonwood |

Politicians Blg_ine the speculators agﬁn

ALI'I'ILE boy was arrested yesterday for
saying that the European emperor
had no clothes. “This kind of speculation
only causes panic and should be
stopped.” said a minister, who refused to
comment on reports that the emperor
was being treated for hypothermia.

Hans Christian Andersen’s tale is
worth remembering as politicians appor-
tionblameforsovereign-debt scares. Take
‘suggestions that the market in sovereign
credit-default swaps (Ccpss) should be re-
stricted. These instruments allow inves-
tors to hedge the risk that a country re-
neges on its debt and let others bet that
such a default will happen.

Christine Lagarde, the French finance
minister, has suggested that the “validity”
of these contracts should be looked at.
Thete are certainiy some issues that need
to be examined. To reduce risk to market
participants, the contracts should be
traded on an exchange or via a central
counterparty. Investors should also ask
whether it makes sense to insure against a
default on Treasury bonds. If the Ameri-
can government defaults, which bank
will still be good for the insurance claim?

But you suspect thisis not what Ms La-
garde meant. She probably thinks that
“speculators” are manipulating the prices
of these swaps. In turn, the higher cost of
default insurance pushes up the bond
yields of European debt and makes the
plight of weak governments even worse.

Are cDSs driving the market? Trading
activity in European sovereign CDSs
jumped to almost $60 billion in January,
making it the most active month so far, ac-
cording to Barclays Capital. But a rise in
volumes is hardly surprising since the
headlineshave been dominated by sover-
eign risk, Turnover in government bonds
rose as well. Barclays calculates that only
in Portugal are cons trading volumes big-

sis across the rich world, and hence the sur-
feit of savings relative to investment,
means this distinction can be overdone.
What is more, investors still flee to, not
from, American assets when they worty
about risk. The dollar has risen by 4.8%
against the euro since the start of the year.
Existing investors in American debt, such
as China, have no incentive to drive down
its value with a fire sale of their holdings.
If Greece's plight shows that investor
sentiment can change quickly and Japan’s
history shows that it need not, where do
other sovereigns stand? So far low yields
have vindicated the sanguine view for all

ger than 10% of cash-bond volumes. The
bond and cps markets tend to move to-
gether, rather than one moving the other.
JPMorgan says net euro-zone bond issu-
ance this year will be €425 billion {$580
billion); net cbs positions (removing off-
setting contracts) are just €64 billion.

Politicians rarely concede that adverse
market movements are driven by a ratio-
nal assessment of the economic funda-
mentals. Harold Wilson, a British prime
minister, used to blame the “gnomes of Zu-
rich” for attacks on the pound. Nowadays
the Spanish government mutters darkly
about a conspiracy involving the “Anglo-
Saxon media”. According to El Pais, its in-
telligence services are investigating the
plot. Pethaps they have not read the bile
being directed against British and Ameri-
can econiomic policy in the local press. But
Buttonwood would say that, wouldn’t he?
The editor of The Economist presides over
leader meetings while stroking a white cat
and dispatches dissident journalists, via a
trapdoor, into a shark tank.

Goback a decade and speculators were
much more helpful to the euro project.
One of the biggest market bets in the late
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but those on the very edge of the eurc
zone. But there are three reasons to believe
that could change.

The first lies in the strength of emerging
markets, A gradual reorientation of their
economies towards domestic spending
will slowly reduce the global supply of
savings, even if rich-country growth re-
mains weak. Other things being equal,
that ought to push up the cost of capital. At
the same time rapid growth means most
emerging economies’ sovereign-debt ra-
tios, already much lower than those in the
rich world, will fall. True, rich countries

can point to a far superior payment record. »

1990s was the “convergence trade” under
which investors bought the government

~bonds of habitually high-inflation Euro-

pean economies (Greece and Spain in-
cluded) on the grounds that yields would
fall to German levels once the euro zone
was in full swing. Back then speculators
were lowering the debt costs of many
European nations, which seemed happy
enough to accept their money.

In factinvestors have been remarkably
tolerant of fiscal deficits in recent years.
The bond-market vigilantes who so in-
timidated the Clinton administration ei-
ther were asleep or were overwhelmed
by the actions of Asian central banks,
which seemed prepared to buy some gov-
ernment bonds regardless of yields.

But the credit crunch has transferred
debt from the private to the public sector
and has made investors ponder whether
all governments will be able to bear the
burden. Understandably they have fo-
cused on the euro zone, where several
countries have high primary deficits and
debt-to-GDP ratios and no monetary
room for manoeuvre. As Greece's finance
minister, George Papaconstantinou, re-
marked this week: “People think we arein
aterrible mess. And we are.”

A counterpart to this focus on sover-
eign risk has been a decline in the ewro
against the dollar. This market movement
has been welcomed by one euro-zone
minister, who remarked that: *"We have al-
ways said we want a strong dollar. The us
dollar has appreciated in the last few days
and .European exporters can only he
pleased aboutit.” A big cheer, then, for the
speculators from the politician in ques-
tion, one Christine Lagarde. When mar-
kets move the way governments want,
the “validity” of trading is not an issue.

Economist.com/blogs/buttonwoed
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» Over the past 50 years sovereign defaults
have been confined to the emerging world.
But the definition of what is a “safe” bor-
rower could shift, benefiting Brazil, say,
and hurting America and Britain.

Second, the debt problems in big rich
econormies go well beyond the temporary
effects of the crisis. It is thanks to an ageing
population and soaring health and pen-
sion costs that America’s debt ratio will
still be rising in a decade. Investors have
long shrugged off this structural deterio-
ration. Insouciance seems less likely when
the starting point is much higher debt.

Third, the rise in interest rates that
should naturally accompany an economic
recovery and increased investment de-
mand might itself spawn a higher risk pre-

mium on sovereign debt, especially in
America. The average maturity on federal
debtislessthan five years, so higher yields
transiate relatively quickly into bigger in-
terest payments, worsening the fiscal posi-
tion. Richard Berner of Morgan Staniey ex-
pects ten-year bond yields to reach 5.5% by
December, up from 3.7% now.

None of these possibilities suggests
that America or Britain is at risk of a debt
crisis, in the sense that bond yields soar as
investors suddenly flee. But they do sug-
gest that a bigger rise in yields than expect-
ed and a subsequent worsening of their
debt position is possible. That demands a
credible medium-term plan to cut deficits.
Otherwise Greece's problems could be the
start of something much bigger. m

The European Central Bank

>

German shepherding

The head of the Bundesbank, Axel Weber, emerges as slight favourite to become the

ECB’s next chief

YNICS have a rule about European ap-

pointments: the most qualified con-
tenders never get them. This week’s deci-
siont by the Eurogroup of euro-area finance
ministers to nominate Vitor Constincio as
the next vice-president of the European
Central Bank (ECB) certainly looks like a
stitch-up. Luxembourg’s prime minister,
Jean-Claude Juncker, who chairs the Euro-
group, moaned that there had been no dis-
cussion of the merits of each candidate.
The spurned included the head of Luxem-
bourg’s central bank, Yves Mersch.

7

Axel to grind

The biggest winner from this contest
may not be Mr Constancio but Axel Weber,
the president of Germany’s Bundesbank,
Mr Constincio, who is head of Portugal’s
central bank, got the nod largely because
of what he is not. An inflation hardliner
from one of the euro zone’s “core” coun-
tries, such as Mr Mersch, would make it
trickier for Germany to getits man into the
ECB’s top job when Jean-Claude Trichet
steps down next year. Mr Weber is its as-
yet-undeclared candidate.

As an academic economist, Mr Weber
was not an obvious choice for the Bundes-
bank when his predecessor, Ernst Welteke,
was forced to quit over an expenses scan-
dal. Mr Weber had steadily built his career
at the University of Siegen, before moving
to Bonn, Frankfurt and Cologne. Academic
snobs say such places hardiy rank with
MIT or Princeton, where Ben Bernanke, the
Federal Reserve’s chief, earned his spurs.
That is too sniffy. Mr Weber has a solid
body of publications to his name. By hisin-
dustry he raised the profile of every uni-
versity he worked at. “He’s no light-
weight,” says a British academic.

Mr Weber also stands apart from the
stereotype of the theory-driven German
academic. He made his name as an empiri-
cal economist. His speciality was applying
heavy-duty statistical models to new data.
His papers have a strong policy bent. “If
you asked hirmn how quickly changes in in-
terest rates affect each economy, or how
persistent inflation in Europe is compared
to America, he'd know,” says an economist
who works in the same field.

Supporters say his empirical approach
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makes Mr Weber a pragmatic policymaker,
even if he is usually branded an inflation
hawk. He was active in the bank’s decision
to raise interest rates, from 4% to 4.25%, in
July 2008, just weeks before the world
economy wentinto a tailspin. But when he
grasped how troubled the banks were, he
softened his hawkish rhetoric.

His strong academic grounding gives
Mr Weber an assurance that others on the
ECB's governing council may lack. He also
has the weight of the Bundesbank behind
him-not only its reputation but also its re-
search muscle, which he has consciously
built up. Were he to become ECB president,
“you can expect a degree of leadership
based less on consensus than on the feel-
ing of a good argument,” says one of his
former colleagues.

Mr Weber's confidence can spill over
into arrogance. “The other side of thatis he
doesn't take criticism easily,” says one ECB-
watcher. He may lack the personai skills to
be a good EcB president. Mr Trichet has
striven to build consensus on the rate-set-
ting council, sometimes calling up mem-
bers to iron out problems. Mr Weber is a
better economist but less of a diplomat.

For now, he is merely a front-runner for
the job, edging ahead of his main rival, Ma-
rio Draghi, governor of the Bank of Italy.
But Ece-watchers are already puzzling
over the bank’s set-up under a Weber pres-
idency. Mr Trichet's departure will create a
space for a French appointee, perhaps as
chief economist, to the ECB’s six-strong ex-
ecutive board. Sadly, nationality, not merit,
will again be the main criterion. ®

European bank results

The brighter side

Bad debts are peaking and pay is falling
atEurope’s banks

WO years ago banks began to include

tables in their results announcements
that were designed to reassure investors
that their exposure to toxic securities was
under control. The crisis has moved on.
Now one European financial firm’s presen-
tation includes a slide that pleads “limited
exposure to sovereign debt [of] Portugal,
Ireland, Greece and Spain™.

Yet whatever Europe’s macroeconomic
woes, a more optimistic picture is emerg-
ing from its lenders. Setting aside disap-
pointing results from Société Générale of
France, which was hit by more write-
downs on American assets, the evidence
from fourth-quarter results is that the pace
at which loans are souring has peaked.

Many of the big banks that had report-
ed full-year results by February 18th, in-»»
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» cluding BNP Paribas, another French bank,
showed a sequential quarterly decline in
bad-debt provisions. Most of those that
did not, such as Britain’s Barclays, said that
their bad-debt charges were lower than ex-
pected. Almost all made soothing sounds
ahout the credit cycle having peaked.

This picture even appears to extend to
one of the dodgiest bits of banks’ loan
books: eastern Europe. Bad-debt charges
there remain high. But from Belgium's kBC
to Norwegian and Swedish lenders, most
banks active in the region hinted that the
pace at which loans are turning sour is
slowing, even if there is still a big stock of
rubbish to clean up. If so, then overall loss
rates on eastern European loans will be far

Cooling the property market
Slow Canada

OTTAWA

below the10% ot so projected by the iMF in
the depths of the crisis last year.

If their balance-sheets are looking
cleaner, however, there is little sense of
business as usual. Pay is the obvious exam-
ple. Barclays' investment-banking unit,
which has been pretty unapologetic about
pay until now, gave out 38% of its revenue
in compensation, down from 44% in 2008.
The bank’s two top executives have also
declined any bonus for the second year
running. BNP's investment-banking divi-
sion went further, cutting compensation to
28% of its revenues from a normal rate of
about 40%. At those banks which got state
bail-outs, the medicine is far harsher. INnG
of the Netherlands has so far cut its bank-

The government tries to rein in the housing market

ANADA has had an easier time than

 most during the recent global reces-
sion, in part because of a conservative and
well-regulated banking system. But dan-
gers still lurk. According to data compiled
by the Canadian Real Estate Association,

average house prices rose by almost 20%in

2009, propelled by low interest rates and
generous government incentives. House
prices look overvalued on The Economist’s
price-to-rents ratio, which stands roughly
20% above its long-run average (see chart).

Jim Flaherty, the finance minister, dis-
misses talk of a bubble. Butegged on by a
chorus of bankers, economists and com-
mentators, he is still letting some air out of
the market. On Februaryi6th, in what he
called a preventive move, the finance
minister announced rules that make it
more expensive to buy an investment
property, raise the financial bar that mort-
gage borrowers must meet, and reduce the
amount that existing homeowners can
borrow against equity in their home.

A year ago the federal government was
busily encouraging more people to enter
the housing market, with a tax credit for
first-time homebuyers and an increase in
the amount they could borrow from their
registered retirement-savings plan. It also
indirectly encouraged home-equity loans
through a tax credit for home renovations.

Now that fears of recession are dis-
sipating, Mr Flaherty says he wants “to
discourage the tendency some people
haveto use ahome as an ATM, or buy
three or four condos on speculation.”
When the new rules come into effectin
April, buyers of investment properties will
need to stump up a deposit of 20%, notthe
5% minimum required for residential
properties. Homeowners who refinance
their mortgages will be limited to taking

l Cooler down Soiith

out 90% of the equity in their property,
down from 95% now.

Raising interest rates would have
been another,much blunter solution to
the problem of an overheating housing
market. But the Bank of Canada is stick-
ing to its promise to keep its overnight
rate at a record low of 0.25% until July,
inflation permitting, arguing that an
increase “would be dousing the entire
Canadian economy with cold water”.

Thatmakes sense. Economic recovery
isnot yet entrenched. The new rules are
more targeted, and can be tightened
further if need be, And they are designed
to discourage households from increas-
ing their already-record debts rather than
to puncture a housing bubble. In partic-
ular Mr Flaherty wdrries that homeown-
ers are taking on more debt than they
will be able to handle when intarest rates
eventually rise. The measures will also
require applicants for short-term mort-
gages at today’s low rates to meet the
higherincome standards needed for a
five-year, fixed-rate loan.
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ing arm’s assets by a fifth from their peak,
and is preparing for a full separation of its
banking and insurance units. In Belgium
KBC aims to shrink its risk-adjusted assets
by a quarter and is exiting some interna-
tional activities.

The overall result of lower pay and
peaking bad debts, as well as the closure of
flaky divisions, should be higher profits.
What is notable is how little of those pro-
fits are being distributed in dividends. Bne
is handing out 32% of its 2009 earnings but
has given sharcholders the option of re-
ceiving those dividends in shares, which
conserves capital. Barclays is paying out
less than 5% of its 2009 profits in cash.

This restraint in part reflects great un-
certainty over the ongoing overthaul of
rules governing banks’ capital, dubbed Ba-
sel 3. Most European banks are now run-
ning with core capital ratios of 8-10%, but
the changes are likely to penalise trading
assets and force through a tougher defini-
tion of what counts as core equity.

Banks are also still nervous about the
continuing impact of bad debts. These
tend to fall quite quickly once a credit cycle
has turned. Simon Samuels, an analyst at
Barclays Capital, reckons that since 1980
European banks’ impairment losses typi-
cally drop to about half of their peak with-
in a year of that peak being reached. But
there is still enough economic fog around
to make banks very cautious indeed. Giv-
en speculation about supposedly risk-free
governments defaulting, such conserva-
tismn looks merited.

A

/]apan’s fragile economy

Kabuki economics

TOKYOD
A setof positive indicators hides
troubling realities

ICK a number, any number. Statistics

released this week show that the Japa-
nese economy staged a vigorous rebound
in the fourth quarter of last year. Real gross
domestic product grew by 11% from the
previous quarter, which amounted to an
annualised rate of 4.6% (see chart on next
page). The economy is growing, but the
closer you look the murkier things get.

The bounce in fourth-quarter GDP
partly reflects the economy’s starting
point. In the previous guarter growth had
been nil, having been readjusted down-
ward twice, from an initial estimate of 1.2%
in November and a revised one of 0.3% in
December. (If the latest numbers are to be
believed, Japan’s Gpr ended up contract-
ing by 5% last year.)

Similar revisions are possible this time
round. Japan’s number-crunchers contin-

<
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» ually update the economic numbers using
new information and eschew statistical
methods to smooth the figures, as in other
countries. Like Japanese kabuki theatre, in
which characters use exaggerated gestures
to energise the audience, the country’s sta-
tistics unrealistically magnify both good
news and bad.

The uncertainties do not end there. The
big drivers of growth last quarter were do-
mestic demand, which contributed 2.1 per-
centage points to annualised Gpp growth,
and exports, which contributed 2.2 per-
centage points. {The balance came from
public-sector demand.) This might suggest
that Japan’s economy is gradually rebal-
ancing away from a dependence on exter-
nal demand. Notso.

Nearly all the growth in consumer
spending came from durable goods like
cars and electronic gadgets, which have
benefited from government subsidies in-
troducedlast year. These subsidies are end-
ing in September {for cars) and December
(for electronics and appliances}, Once dur-
able goods are rernoved from the data, con-
sumer spending in the fourth quarter was
flat. That is unsurprising. Wages are falling
and unemployment, though below its
peak of 57% last July, remains above 5%,
high by Japanese standards. Household
consumption fell in 2009 as a whole but
sales of beansprouts, a classic belt-tighten-
ing purchase in Japan, jumped by more
than10%.

What about investment? Capital ex-
penditure rose by 1% in the final three
months of 2009, the first increase in seven
quarters. But that came after a cumulative
25% decline since mid-2008. Firms' capaci-
ty-utilisation rate, which measures the us-
age of existing equipment, is low. This sug-
gests that capital expenditure has
stabilised but not recovered, says Hiroshi
Shiraishi of BNP Paribas.

That leaves exports, Japan's normal
route out of recessions. Exports produce
the bulk of corporate profits, even though
domestic consumption accounts for about
60% of GDP. The recovery is fragile here
too. The couniry’s biggest export destina-
tion last quarter was China, sales to which
increased by 43% in December alone, As
Beijing tamps down on bank lending to ad-
dress potential overheating, that number
may yet turn out to be another illusion. m

/-

./Capital controls

Fundamental questions -

The IMF changes its mind on controls on capital inflows

EFTOVER piles of slushy snow from the
heaviest snowfall in over a century
make it hard to take sharp turns on the
roads of Washington, nc, these days. But
the past couple of weeks have seen plenty
of ideological swerves at the 1mr’s down-
town headquarters.

Earlier this month the fund's chief
economist, Olivier Blanchard, questioned
the focus of modern macroeconomic poli-
cy on keeping inflation low, arguing that
central banks should aim at an inflation
rate of 4%, rather than the conventional
goal of 2%. Now a paper® by a group of 1mr
economists suggests that the fund has sub-
stantially rethought its position on the use
of restrictions by emerging markets on
capital inflows. It concludes that controls
are sometimes “justified as part of the poli-

¢y toolkit” for an economy seeking to deal
with surging inflows.

This is surprising. The fund has histori-
cally opposed capital controls, even trying
in 1997 to amend its articles of agreement
to allow it explicitly to promote capital-
account liberalisation. Its economists have
argued both that capital controls are costly
because they induce distortions to re-
source allocation and that they are not ef-
fective because they are easily evaded. But
there is a contradiction between these ar-
guments: if controls have no effect, how
can they be distortionary?

The new paper provides some wel-
come clarity on the effectiveness of inflow
controls. Its authors find that Gpp fell less
sharply during the financial crisis in coun-
tries that already had such policies in
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place. Prior research has shown that the
maturity structure of a country’s external
liabilities gets longer as a result of capital
controls. The composition of inflows also
seems to matter. Countries with a larger
overall stock of debt had bigger credit
booms and suffered bigger growth col-
lapses during the crisis. So too did coun-
tries with more foreign direct investment
(FDT) in the financial sector. Unlike other
types of rpI1, theseflows contribute to debt
growth because they include lending from
parent banks to local subsidiaries. “The
use of capital controls,” the fund’s econo-
ists write, “was associated with avoiding
some of the worst growth outcomes.”

The economists are also candid about
situations in which capital controls may be
needed. In the past the fund has urged
countries facing surging capital inflows to
allow their exchange rates to appreciate or
to accurnulate reserves. But exchange rates
can overshoot, with consequences for the
competitiveness of a country's exports.
And if reserves are adequate, then further
accumulation is not optimal.

If allowing exchange rates to adjust is
not a viable option, the fund has typically
advocated cutting interest rates to make
the country less attractive to foreign funds.
One reason for the resurgence in capital
flows to emerging markets—which the In-
stitute of International Finance, a finan-
cial-industry association, thinks will rise
to $720.6 hillion in 2010 from $435.2 billion
last year—is the difference between their
interest rates and the very low rates of the
rich world. But some countries would risk
overheating if they cut any further.

The fund’s reconsideration of capital
controls suggests thatitistrying to adaptits
advice to global economic realities. That is
welcome. But the paper has little to say
about what an effective and non-distor-
tionary system would look like. Now that
the TMF views controls on inflows more
kindly, pethaps it could help countries to
design thern more cleveily. m

* “Capitatl Inflows: The Role of Controls” by Jonathan
Ostry, Atish Ghosh, Karl Habermeier, Marcos Chamon,
Mahvash Qureshi and Dennis Reinhart.
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The balance of economic power

East or famine

HONG KCNG

Asia’s economic weight in the world has risen, but by less than commonly assumed

HEidea that the world's economic cen-

tre of gravity is moving eastward is not
new. But the global financial crisis, many
argue, has given the shift in economic
power from America and western Europe
to Asia a big shove. Emerging Asia re-
bounded from recession much faster than
the developed world; its banking systems
and debt dynamics (see next story) are
much healthier. In 2009 China overtook
Germany to become the world's biggest
exporter. On one measure it now looks
likely to become the world’s biggest econ-
omy within ten years. But just how far has
power really tilted towards Asia?

The region has certainly become more
important to bankers and businessmer,
accounting for a record share of many
companies’ profits last year. Several senior
executives have relocated to Asia, the latest
being Hsec's chief executive, Michael
Geoghegan, who officially moved from
London to Hong Kong on February 1st.
Since 1995 Asia's real GDP (even including
less sprightly Japan) has grown more than
twice as fast as that of America or western
Europe. Morgan Stanley forecasts that it
will grow by an average of 7% this year and
next, compared with 3% for America and
1.2% for western Europe,

Yet a closer look at the figures suggests
that the shift in economic power from
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West to East can be exaggerated. Thanks
partly to falling currencies, Asia’s total
share of world Gpr {(in nominal terms at
market exchange rates) has actually
slipped, from 29% in 1995 to 27% last year
(see chart 1). In 2009 Asia’s total GDP ex-
ceeded America’s but was still slightly
smaller than western Furope’s {although it
could overtake the latter this year). To putit
another way, the output of the rich West is
still almost twice as big as that of the East.
Asforthe popular belief that Asian pro-
ducers aze grabbing an ever-farger slice of
exports, the region’s 31% share of world ex-
ports last year was not much higher than
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in 1995 {28%) and remains smaller than
western Europe’s. Indeed, the shift to-
wards Asia appears to have slowed, not
quickened. Its share of world output and
exports surged during the 1980s and early
1990s. Although China’s share has grown
since then, this has been largely offset by
the decline in Japan, whose share of out-
put and exports has halved.

What about Asia’s financial muscle?
Asian stockrarkets account for 34% of glo-
bal market capitalisation, ahead of both
America {33%) and Europe (27%). Asian
central banks aiso hold two-thirds of al
foreign-exchange reserves. That sounds
impressive, but their influence over global
financial markets is more modest, because
official reserves account for only around
5% of the world’s total stash of financial as-
sets. The bulk of private-sector wealth still
lies in the West. The fact that Asian curren-
cies make up only 3% of total foreign-ex-
change reserves indicates how far Asia stilt
lags in financial matters.

The “rise of Asia”is no myth, however.
GDP figures converted at market exchange
rates understate Asia’s real expansion.
Many currencies tumbled during the
Asian financial crisis in the late 1990s,
slashing the dollar value of their econo-
mies. Japan's nominal Gpp has heen
squeezed by deflation. More importanily,
prices of many domestic products, from
housing to haircuts, are always cheaper in
low-income countries, implying that
households' real spending power is higger.

If ¢DP is instead measured at purchas-
ing-power parity (ppp) to take account of
these lower prices, Asia’s share of the
world economy has risen more steadily,
from 18% in 1980 to 27% in 1995 and 34% in
2009. By this gauge, Asia’s economy will »
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» probably exceed the combined sum of
America’s and Europe’s within four years.
In pPP terms, three of the world's four hig-
gest economies (China, Japan and India)
are already in Asia, and Asia has account-
ed for half of the world’s Gpp growth over
the past decade.

Some economists claim that pP? mea-
sures exaggerate Asia’s economic clout.
What really matters to Western firms is
consumer spending in plain dollar terms.
Although over three-fifths of the world’s
popuiation live in Asia, they only account
for just over one-fifth of global private con-
sumption, much less than America’s 30%
share. But official figures almost certainly
understate consumer spending in emerg
ing Asia, because of the poor statistical
coverage of spending on services. Figures
from the Economist Intelligence Unit, a sis-
ter company of The Economist, suggest that
Asia accounts for around one-third of
world retail sales. Asia is now the biggest
market for many products, accounting for
35% of all car sales last year and 43% of mo-
bile phones. Asia guzeles 35% of the
world’s energy, up from 26% in 1995. It has
accounted for two-thirds of the increase in
wortld energy demand since 2000.

Many Westemn firms are more interest-
ed in Asia's capital spending than its con-
sumption, and here Asia is undoubtedly
the giant. In 2009, 40% of global invest-
ment {at market exchange rates) took place
in Asia, as much as in America and Europe
combined. In finance, Asian firms
launched eight of the ten biggest initial
public offerings (tpos) in 2009 and more
than twice as much capital was raised
through 1705 in China and Hong Kong last
year asin Ametica.

Winston Churchill once said: “The lon-
ger you can look back, the farther you can
look forward.” The new economic order is
in fact a resurgence of a very old one. Asia
accounted for over half of world outputfor
18 of the past 20 centuries (see chart 2). And
its importance will only increase in the
corning years. Rich countries’ growth rates
are likely to be squeezed over the nextde-
cade as huge household debts dampen
spending, and soaring government debt
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and higher taxes blunt incentives to work
and invest. In contrast, growth in emerging
Asia (almost four-fifths of the region’s total
output) is likely to remain strong. Robust
growth should also give governments in
emerging Asian econornies the confidence
to let their currencies rise, which would
further boost the relative size of their econ-
omies in dollar terms.

By 2020 Asia could well produce half of
some big Western multinationals' sales
and profits, up from a typical proportion of
20-25% today. Asian staff eagerly await the
day when they can fix the times for inter-
national conference calls, so Europeans
and Americans have to put up with after-
midnight discussions with the Beijing of-
fice. That may be the best test of whether
economic power has really shifted east.)/

o
/%merging-market soveraign debt

Risk redefined

HONG KONG
The new problem with Asian sovereign
debt—scarcity

LEVEN months ago Indonesia’s govern-

ment paid almost12% to raise long-term
money on the international capital mar-
kets, while America was financing its own
debt for less than 3%. By early January the
rate on America’s debt had climbed a bit,
but Indonesia’s financing costs had
plunged to a shade under 6%.

This remarkable shift in financing costs
is not unique to Indonesia. The Philippine
government issued a dollar-based bond in
January carrying an interest rate of 5.7%. A
year eatlier, its outstanding bonds carried
an effective rate of 8.4%. Malaysia and
South Korea are also rumoured to be in the
market for debt, and in sharp contrast to
some rich-world issues, the buyers are like-
ly to be at least as eager as the sellers.

Nor is investor enthusiasm confined to
Asia. Yields on emerging-market sovereign
debt globally are approaching all-time
lows (see chart). According to Fernando
Garrido, who co-ordinates public-debt op-
erations at Brazil’s Treasury, the past three
auctions of ten-year bonds have attracted
record demand. Foreign ownership of Bra-
zil's domestic bonds reached its highest-
ever level in January, he says.

A large part of emerging markets’ ap-
peal lies in the structure of countries’ bal-
ance-sheets.In Asia, a combination of debt
forgiveness, fast growth and restraint in
government spending has helped the
debt-to-GDP ratio contract sharply in al-
most every country since 2001 According
to Standard & Poor's (s&r), a ratings agency,
Indonesian public debt has dropped from
65% of GDPin 200110 less than 30% now.
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There are exceptions to this rosy pic-
ture, the obvious one being Asia’s most de-
veloped market, Japan, whose gross public
debt is almost 200% of GDp. Malaysia and
Vietnam have seen rising debt stocks, too.
In neither case is their debt-to-Gpp ratio
particularly high—less than 50% for Malay-
sia and below 30% for Vietmam—but any
increase in this ratio could prompt a re-
evaluation, particularly for Vietnam,
which also suffers from high inflation and
aweak banking sector.

Still, it is hard to underestimate the ap-
peal of expanding economies, particularly
in the current environment. That has
prompted a scramble for Asian securities,
revealing another large shift to have taken
place over the past decade. Since the
1997-98 Asian financial crisis, when falling
currencies made it much more expensive
to pay off foreign creditors, many emerg-
ing markets have been careful to raise
funds for sovereign debt locally. The
amounts they raise on global capital mar-
kets are pretty trivial: less than 2% of South
Korean and Singaporean government debt
is denominated in foreign currency, for ex-
ample. “The impact of that scarcity is sub-
stantial,” says Ronan McCullough, head of
debt syndication for Asia at Morgan Stan-
ley, an investment bank. Unlike European
and American sovereign debt, which is all
too available, Asian debt commands fa-
vourable pricesin part because itis rare.

Itis possible for outside investors to buy
Asian debt locally, but it is not easy. Some
countries apply withholding taxes. There
is little Hquidity. And buying sovereign
debt locally inevitably means taking on
currency risk. There are, however, com-
pensating factors. Yields on sovereign debt
issued within Indonesia, the Philippines
and other Asian countries are significantly
higher than yields on dollar-based bonds.
Governments are willing to bear these
higher costs to avoid the kind of dumping
and capital flight that took place duringthe
Asian crisis, but it is curious that local in-
Vestors require more compensation than
international investors. Perhaps their
closeness to the market gives them an in-
sightinternational punterslack? = /
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»  The outlook for market rates is even
more uncertain now because massive li-
quidity support has taken economies into
uncharted waters. After amassing over $1
trillion of mortgage securities, the Fed will
stop buying them at the end of March.
Seme think mortgage rates will leap by a
full percentage point as a result, making life
more difficult for borrowers. QOthers dis-
agree. All worry that the eventual sale of
these securities could wreak havoc.

Most banks would still place interest-
rate risk some way down their list of priori-
ties. Bad loans remain their top worry, un-
derlined by rtews this week that the num-
ber of banks on the Federal Deposit
Insurance Corporation’s “problem” list
had jumped to 702, its highest level in 17
years. A sharper-than-expected fall in con-
sumer confidence reinforced the chances
that rates will be left on the floor for many
more months. But when they do rise, they
will trip up more than afew banks. m

Ahinese banks

Hole sale

HONG KONG
Capital calls by Chinese financial
institutions elicit questions

HE bill for China's bank-tending spree

is coming due. An announcement on
February 23rd by China’s fifth-largest lend-
er, the Bank of Communications {(BoCom),
of a 42 billion yuan {$s.15 billion) rights of-
fering, created a stir in Asian financial mar-
kets—not because it was unexpected, but
because it represents the biggest fund-rais-
ing effort by a mainland company since
the heady days of 2007.

The move follows similar announce-
ments by two other Chinese financial in-
stitutions, the Bank of China and China
Merchants Bank. Smaller institutions have
also been busily raising money, either
through initial public offerings or direct
placements to state-owned industrial com-
panies. All told, some 200 billion-250 bil-
lion yuan has been raised in the past six
months, according to Bill Stacey, an analyst
with Aviate Global, a Hong Kong
brokerage firm,

At the very least the mon-
eyisneededto offset a mas-
sive lending boom last
year. To augment stimu-
lus spending by the cen- i3
tral government, China’s
state-controlled  banks
expanded their balance- ¥
sheets by one-third, or al-
most10 trillion yuan. Anin-
crease in loans inevitably re-
quires an increase in capital in

Short-selling rules
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Shackling the scapegoats

NEW YORK

American regulators approve long-awaited restrictions on short-selling

HE main cause of the financial crisis

may have been reckless optimism,
but the pessimists are hardly being
hailed as heroes. When stockmarkets
tumbled in 2008, short-seilers—those
who borrow shares and sell them in the
hope of buying them back laterata
lower price, thereby profiting from a fall
intheir value—were cast as villains,
Politicians have wanted to clip their
wings ever since. On February 24th, after
a year-long debate, America’s Securities
and Exchange Commission (SEC) re-
sponded with fresh curbs on shorting.

The restrictions will be triggered
when a stock has fallen by 10% or morein
one day. At that point, short-selling
would be allowed only if the sale price is
above the best available “bid” in the
market. This provision could affect a fair
number of shares—4% of the marketon
an average day, and much more in turbu-
lent times, the commission calculates.

The rule falls short of a full reintroduc-
tion of the “uptick” rule that some had
called for. That restriction, which was
repealed in 2007 {just before the crisis
erupted), covered all stocks, not just
those under severe pressure, and allowed
shorting of a share only when its last
price move had been upward.

Despite being a compromise, the new
rule is controversial within the sec. Two
of the five commissioners voted against
it. One of the dissenters, Kathleen Casey,
complained that the move was guided
“less by empirical analysis and more by

order to maintain prudent buffers. When
expansion of credit occurs gradually, this
can come from reinvested profits. When
lending explodes as it did in China, fresh
funds are a necessity.

By raising money, BoCom’s core Tier1
capital ratio will jump from a barely ade-
quate 8% to more than 10.4%. Believers in

China’s banking systein will say this not
only fills the capital hole but
creates room for yet more
growth ahead. Sceptics
will lean toward anoth-
er conclusion, wonder-

ing whether the capi-

tal boost is an effort to

get ahead of a mas-

sive surge in bad debts
that will emerge from
the remarkable surge in
creditlast year.

There is no hard evi-
dence yet for this concern.

public relations” and that *we should
resist the urge to act merely to say we
have acted.” Sorme will see this as a refer-
ence to the huge political pressure the
commission has faced to crack downon -
short-sellers, while others will seeitasa
dig at Mary Schapiro, the commission’s
newish chairman. Ms Schapiro has spent
her first year in the job tryingto rush
through a bunch of new initiatives to
counter criticism that the sec lacks spine.
There are reasons to doubt that the
new rule will be effective. Studies suggest
that temporary bans on the shorting of
financial shares in late 2008 had little if
any impact. More worryingly, curbing
shorts could harm the market integrity
and efficiency that Ms Schapiro claims to
want to promote. Short-sellers increase
market liquidity. They also play a crucial

‘role in fingering firms with dodgy fi-

nances—think Enron or Lehman. Manip-
ulative shorting (for instance, by borrow-
ing non-existent shares) is different, but
the sec has already outlawed that.

Awkward compromises are the order
of the day in financial reform, however.
A bigger example is the mega-bill that is
currently grinding its way through the
Senate. Having already seen its cherished
consumer financial-protection agency
come under fire, the White House now
reportedly faces the praspectthat its
proposed ban on proprietary trading (the
“Volcker rule’) will be watered down,
too. Short-sellers are not the only ones
who are getting squeezed.

Quite the opposite. Ratios tied to non-per-
forming loans held by Chinese banks have
been improving. But that is arguably a
worry in itself: turbocharged credit cre-
ation rarely, if ever, comes without a cost.
Anecdotal reports abound that regulators
are requiring banks tc put aside reserves
for as much ag 200% of non-performing
loans. an egregicus amount unless the un-
derlying accounts are suspect.

Such opacity in book-keeping may
have been common several years ago, say
the system’s supporters, but is less feasible
now because Chinese banks are part-fisted
on big exchanges, and s¢ answer not only
to the Chinese government but also to
shareholders, who would not permit cred-
it to be subject to political goals. Reports
this week that Chinese banks have been
instructed by their regulators to lend more
to small businesses and less to the financ-
ing arms of local governments suggests

that the truth is rather different. m /
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Economics focus | | ow definition

Trustbusters want to put less emphasis on market definition when assessing mergers

HAT line of business are youin? Itis hard for a lot of people

to answer this question with a straight face. As tasks be-
come more specialised and firms occupy ever-smaller market
niches, job titles and business categories can sound comicatly ob-
scure. It is a source of embarrassment for antitrust agencies, too.
To assess whether there is a enough competition in a market,
rustbusters must first decide what the market is. The results can
be risible. For instance, Britain’s Office of Fair Trading (OFT) said
this month that the purchase of a job-lot of theatres by the Am-
bassador Theatre Group did not raise competition concerns. The
OFT's definition of the relevant market in this case (the “provi-
sion of regional theatres for medium-scale national touring pro-
ductions™) is unlikely to be found or: anyone’s business card.

Some economists doubt whether defining a market is useful
atall when judging marriages between very specialist firms. The
issue has a growing saliency because America’s trusthusters are
currently rewriting the guidelines for “horizontal” mergers (tie-
ups between firms that offer the same sorts of products). The up-
date is partly an exercise in good housekeeping: the current
guidelines were written in 1992 and do not reflect advances in
economic theory and changes to actual practice since then. It is
also an opportunity for American policymakers to shift the anal-
ysis of mergers away from an obsession with “structure”—the
size of the combined market share of merging firms—to focus in-
stead on how big a constraint each firmis on the other’s pricing.

The emphasis on structure in the current guidelinesis a legacy
from another era. Trustbusters used to worry mast about the
scope for firms making standardised products in concentrated
markets to arrive at an unspoken agreerment on prices. In princi-
ple a merger in such a market supplied by, say, just five firms
might harm competition. After the tie-up the four remaining
firms would find it much easier to monitor the others’ prices than
before. This could lead to a cosy arrangement where each firm is
lessinclined to compete on price.

In practice, the conditions for such tacit collusion are quite
rare. Incumbents would have to be safe from challenge by new
entrants. They would also have to sell similar products at similar
margins. Otherwise there is the temptation for the firm with the
lowest costs, or the best products, to break ranks and steal market

share from others. Because these conditions are so specific, trust-
busters fret less and less about the “co-ordinated effects” of merg-
ers and more about the “unilateral effects"—the loss of competi-
tion hetween merging partners.

The focus on market definition has nevertheless made it hard-
er for trustbusters to stand in the way of some mergers. In June
2007 America’s Federal Trade Commission (FTC) applied to the
courts to stop the tie-up between Whole Foods and Wild Oats,
two upmarket food retailers. At the time Whole Foods and Wild
Oats had around 300 shops, a small fraction of the 34,000 super-
markets across America. The FTc argued that the relevant market
was “premium, natural and organic supermarkets”. The court
thought that definitionn was much too narrow: didn’t less fancy
outlets, such as Safeway, also sell organic food? It denied the
FTC’s request. The appeals court later ruled that the two firms
were far closer competitors with each other than with more hum-
drum stores, but by then the merger had been consummated.

The case highlights a flaw in using a market definition to frame
a competition concern. The FTC’s narrow definition played up
the likely effect on prices from the loss of that rivalry butignored
the more distant challenge from ordinary supermarkets. But de-
fining the marlket broadly as “all supermarkets” would have exag-
gerated the pressures faced by both firms.

If market-share analysis can be a poor guide to the likely effect
of mergers on prices, what might be put in its place? One sugges-
tion" comes from Joseph Farrell and Carl Shapiro, two professors
at the University of California, Berkeley, who happen also to be
the chief economists at the Frc and the antitrust arm of the De-
partment of Justice (DoY) respectively. They advocate a measure
of “upward pricing pressure” (Urr) as a screen for judging the
probable impact of amerger.

Their pauge provides an estimate of the benefits of keeping
the two merger candidates apart. These benefits depend on how
many consumers switch between the two firms when one of
them cuts prices (the diversion ratio). They also depend on how
fat the profit margins are in the firm that loses custom, since that
determines how much each consumer gains from switching,
Multiplying the diversion ratio by the profit margin gives a mea-
sure of the lost benefits of competition should the firms merge. If
this benefit is greater than a plausible estimate of the efficiency
savings from the merger, then it should be halted.

Upp and away

This sort of approach, which is already used by Britain’s OFT, has
its critics. One concern is that diversion ratios are hard to measure
in practice: trustbusters sometimes have to rely on consumer sur-
veys, which can be unreliable. Another fear is that the use of urp
andthe like wiltl give trustbusters too much leeway to block merg-
ers that might benefit consumers. A third worry is that the upp
gauge ignores the effect of third parties who may be only slightly
less close competitors to the merging firms than they are to each
other. The market-share measure of competitive pressure also
has all the advantages of incumbency: American {egal prece-
dents are built upon it and judges find it a useful check. But
changes are needed and the horizontal-merger guidelines, the
most cited antitrust document of all, are the best place to start. m

* “Antitrust Evaluation of Horizontal Mergers: An Economic Alternative to Market
Definition” by Joseph Farrell and Carl Shapiro, February 2010.
http://faculty.haas.berkeley.edu/shapiro/alternative. pdf
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CHINA'S §2.4
TRILLION STASH

BY ROBERT J. SAMUELSON

CHINA DISCLOSED THE OTHER DAY THAT ITS FOREIGN-
exchange reserves had increased teo about $2.4 trillion in 2009,
a gain of $453 billion {for the year. These stupendous higures—
and the likelihood that the country’s foreign-exchange reserves
will rise by a comparable amount this year—have now become
a financial, economie, and geopaolitical reality of surpassing
significance. The significance is not, as many imagine, that
China might suddenly “dump” its dollars and dethrone the dol-
lar as the world’s major international currency, undermining
American economic power and prestige. Two thirds or more
of China’s reserves are estimated to be held ir dellars. As an
economic strategy, dumping the dollar would boomerang. It
would amount to a declaration of economic war in which

The fear that China will ‘dump’ dollars is
unfounded. China uses its dollar reserves

to bolster its economy.

everyone—Chinese, Americans, and many others—would lose.

Consider what would happen, hypothetically. China would
first sell securities in which its dellars are invested. That would
include an estimated $800 billion in U.S. Treasury bonds and se-
curities, plus billions in American stocks and corporate bonds.
After unloading the securities and collecting dollars, it would
sell the dollars on foreign-exchange markets for other curren-
cies: the euro, the Japanese yen, and who knows what else.

The massive disgorging of dollars could trigger another
global economic collapse. As China’s selling became known (as
it would), other foreign and American investors might jump on
the bandwagon, abandoning dellar securities and shifting cur-
rencies. If panic ensued, markets would fall sharply. Banks and
investors would see their capital and wealth erode. The resump-
tion of the global recession, even the onset of a depression,
would shrink foreign markets for China's exports (in 200g, its
exports fell 16 percent). To protect jobs, other countries might
impose quotas or tariffs on Chinese imports.

Why would China do this to itself? The answer: it wouldn’t.

The significance of the huge foreign-exchange reserves lies
elsewhere. First, they measure China's mercantilist trade poli-
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cles. A country that practices mercantilism strives -0 increase
exports at the expense of its trading partners. Chin- has done
this by keeping its currency, the renminbi (RMB), «:t an artifi-
cially low rate that gives its exports a competitive ad-antage on
world markets. Huge trade surpluses have resultec, although
last year’s surplus declined as a result of the glebal s .ump.

It's often said that the United States “borrows” f->m China,
because the Chinese hold so many Treasury bonds. This inac-
eurately describes reality. When China receives doll:irs, it could
use those dellars to buy imports. Or it could limit the dollar
inflow by allowing the RMB to zppreciate, making :ts exports
more expensive and its imports cheaper. In 2005, C.:ina began
a modest appreciatior of the RMB against the dol ar; in mid-
2008, it stopped. The large trade surpluses
cause China to “lend” to us and cther countries,
regardless of whether we want the “'sans”

China's foreign-exchange reserves serve an-
other of its strategic purposes: they're used to
make investments in raw material:: {oil, food,
minerals) and important technelog es around
the world or to buy political inflence with
foreign aid or favorable loans. In e~ect, China
has a $2.4 trillion stash to use as it pleases.
The irony: despite complaints about big Treasur: - holdings,
these heoldings advance China’s economic aims of j »b creation
through exports and protection against scarcities of eritical
commeodities. The purpose is to bolster the govern:nent’s grip
on power by ensuring rapid economic growth. Tru2, China is
trying to generate more growth from domestic spe 1ding; still,
it remains wedded to strong exports until that happ-ns.

But what’s good for China may not be good for the rest of
the waorld, including the United States. It's not sir:ply a redi-
rection of economic power but a question of how -hat power
will be used to shape the global econemic order. Already,
China’s huge reserves—invested in U.S. bonds—« e cited as
one reason for the low interest rates that brougk: on the fi-
nancial crisis. The artificially low RMB hurts exorts from
other developing countries and not just the Unized States,
Europe, and Japan. The maripulation of trade suverts sup-
port elsewhere for open trading policies. For now. China has
no desire to substitute the RMB for the dollar as 1 1e primary
global currency. Its ambition is more sweeping: o create a
world economy that serves China’s interests and. only as an
afterthought, anyone else’s,

COURTESY OF NADAY KANDER— FLOWERS GALLERY PRIX PiCTEY LTO.
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"CRISIS

00Ps

ON CAPITOL HiLL,
PUZZLING WHAT
WENT WRONG.

MELISSA GOL.DEN—REDUX

WITH THE MARKETS-KNOW-BEST MODEL IN TATTERS,
ECONOMISTS ARE DESPERATELY SEARCHING FOR A
BRAND-NEW THEORY OF EVERYTHING

ECONOMISTS AREN'T TYPICALLY AN
emotional bunch. The dismal science
attracts more sober-suited math geeks
than poetic seekers. But in Atlanta ear-
lier this month, the annual meeting of
the American Economic Association
was home to more soul-searching than
number crunching. Hundreds of the
profession’s most eminent thinkers
turned out to hear panel after panet dis-
cuss how, exactly, they'd gotten things so
wrong. Why did most of the world's top
econonists fail to forecast the financial
crisis? Should the teaching of econom-
ics in universities be entirely rethought?
While past stars at the AEA have been
conservative, finance-oriented intellec-
tuals, this year belonged to the liberal
realists—Paul Krugman, Robert Shiller,
and the man of the hour, Nobel laure-
ate Joseph Stiglitz. Stiglitz delivered a
keynote debunking the profession’s
key tenet—namely, that markets can be
trusted. Leading into the crisis, Stiglitz
said, “markets were not efficient and not
self-correcting, and now, huge costs in
the trillions of dollars are being borne
by every part of society.”

The hand-wringing will continue this
week at the World Economic Forum in
Davos, Switzerland. Last year the huzz at
Davos focused on how to pull the world
back from the brink. But the key topic
this time will be the crisis of conscience
in economiics itself. For the first time in
decades, the profession is rethinking all
of the hig questions. How do we create
growth? How do we raise employment?
How do we spread wealth? At least since
Reagan, the consensus was that you just
had to make the pie grow, and the best
way to do that was to unshackle mar-
kets and investors, and then get out of
the way. Wealth, and thus health, hap-
piness, and all other good things would
eventually trickle down to all.

BY RANA FOR)OHAR

Now that this view has been proved
false, a whole slew of new theories are
competing to take its place. All s re based,
to one extent or another, on the idea that
people are irrational actors, .nd that
markets aren’t always efficicnt. And
in many cases, the new theories hlend
economics with entirely ditfer.nt disci-
plines. The adaptive-markets hypoth-
esis, for instance, proposes a new way
of looking at the economy, an: in par-
ticular the financial markets- -through
the prism of evolutionary biciogy. The
idea is simple enough: adher nts view
the economy and financial markets as
an ecosystern, with different “species”
(hedge funds, investment ban <s) vying
for “natural resources” (profiis). These
species adapt to one another, bt also go
through periods of sudden rutations
(read: crises), which dramati ally alter
the makeup of the ecosystem. To advo-
cates of this theory, cell biok gy could
hold the key to a new unifying theory
of economics; policymakers like Larry
Summers can craft better policy, they
suggest, by considering all market play-
ers as parts of a living organisn.

The theory, which first emerged
in 2004 but has gained irportance
since the crisis, is now heralded in
the international business press, and
was recently employed by the Fed-
eral Reserve to explain the Lo havior of
foreign-exchange markets. The idea of
introducing Darwin to Adam 3mith has
captivated many of the best m'nds. “Cell
biologists are much more interesting
to me than economists right now,” says
Yale professor Robert Shilier, one of the
handful who predicted the crsis.

Another hybrid field thars gaining
steam is neuroeconomics, wiich com-
bines brain science and cconomics:
researchers map subjects’ hrain pat-
terns to confirm how econ mic deci-
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THE OBAMA ADMINISTRATION HAS USED BEHAVIORAL
ECONOMICS TO STRUCTURE POLICIES SUCH AS THE
STIMULUS PACKAGE AND SAVINGS PLANS.

sion making takes place. Their work
provides a scientific grounding for the
more familiar field of hehavioral eco-
nomics. This school of thought tries
to account for the imperfect economic
decision making of real people (like
those of us who waste money by driv-
ing farther away to get “cheaper” gas).
It’s been around for 30-odd years, and
has recently produced numerous best-
sellers (Freakonomics, Predictably Irra-
Honal, Nudge, etc.). But post-crisis, it's
being taken much more seriously by
academic economists themselves, even
the more conservative ones, and under
the Obama administration has started
to have a measurable impact on policy.

The last time the world experienced
this sort of reset was after the Great
Depression. Prior to that, economists
saw capitalism as a perfectly self-
regulating system, an idea overturned
by the crash. That’s when British econo-
mist John Maynard Keynes articulated
all the ways in which government could
and should help bail out an economy.
Keynesian economics eventually lost
its mojo in the 1970s, when an oil shock
and political unrest led to high infla-
tion and unemployment, something the
theory didn't account for. The chang-
ing of the ideological guard was com-
plete when Ronald Reagan rode in to
unshackle the rich, and inflation fighter
Paul Volcker was replaced at the head
of the Federal Reserve Bank by fizzy
free-market enthusiast Alan Green-
span. The laissez-faire “Chicago School”
economics—embodied by University of
Chicago professor Milton Friedman—
would remain dominant for the next
three decades.

The consensus didn't change even
under the Democratic administration of
Bill Clinton. “I think that a couple of key
moments [came] when James Carville
said he wanted to be reincarnated as the
bond market, and [Treasury Secretary]
Robert Rubin and his crowd began to
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overshadow the social-democratic faction
led by [Labor Secretary] Robert Reich,”
says Robert Johnson, a former fund man-
ager for George Soros who now heads up
economic policy for the Roosevelt Insti-
tute in New York. Financial economists
built complex models that assumed that
all vou needed to know about a stock was
already built inte its price. Bubbles came
and went in currency, tech stocks, and
emerging markets, but they were seen
as temporary and relatively harmless.
When they popped, it was the job of cen-
tral bankers to get the party going again.
Since the core assumption was that man
is rational and markets are efficient, con-
cern about risk took a back seat to con-
cerns over how to make the good times
last. It was a simple and elegant way of
looking at the world, but one in which,
as Nobel laureate Paul Krugman has
pointed out, beauty trumped truth.

The new economics is already having
real-world impacts. Stiglitz, who won
his Nobel for saying way back in 1686
that markets really weren't that efficient
(heresy at the time), is currently rack-
ing up frequent-flier miles advising gov-
ernments around the world about how
to restructure their financial systems.
The country that has perhaps traveled
the furthest in this respect is Britain. At
the height of the bubbie days, the City
was arguably more freewheeling than
Wall Street. Now, Bank of England chief
Mervyn King wants to split up banks
“too big to fail” and talks about his con-
cern over the “moral hazard” problem of
hailouts. Chief regulator Adair Turner,
who also says Britain’s financial indus-
try is too big, wants to clamp down on
financial innovation. He’s a big fan of
Paul Woolley, a reformed speculator now
pouring millions into a research institute
he founded at the London School of Eco-
nomics. (Tellingly, it'’s called the Centre
for the Study of Capital Market Dysfunc-
tionality.) In some ways, the City is seeing
a return to the days of old-style British

banking, in which concerns ubout risk
helped balance the scramble for reward.

In the United States, Obama’s new reg-
ulation czar, Cass Sunstein, is a behav-
ioral econornist. The administration has
used behavioral ideas to structure poli-
cies such as the stimulus package, and
they will likely inform any new banking
regulation, which Obama has indicated
should be based on real data rather than
abstract models. Behavioral economics is
also behind the new push for prohibitive
taxes on cigarettes, trans-fat-rich foods,
and dirty energy usage. “Behuvioral eco-
nomics just isn’t radical for anvone under
40,” says Richard Thaler, coauthor (with
Sunstein) of Nudge. Given that many of
the up-and-coming stars of the profes-
sion are now behavioralists, the theory’s
policy influence will only groiv.

None of this means that the ideas
of the Chicago School aren't still use-
ful; even irrationality can and should
be mathematically modeled and stud-
ied. But it will no longer dominate as it
once did. No one knows which school of
thought will come out on top next—it's
worth remembering that aithough the
New Deal started in 1933, Keynes didn’t
write his General Theory until 1936.
And those looking for the next grand,
unifying theory of economics should
perhaps consider the possibility that the
greatest lesson of this downturn is that
we shouldn’t rely on just one: tidy idea to
encompass a world of human complex-
ity. “We know that efficient-markets
theory isn't completely right, but nei-
ther is anything else,” says Thaler. The
only real consensus view expressed
at the AEA meeting was that econom-
ics is in for a difficult, yel potentially
very fruitful period of questioning and
cross-pollination. What finally emerges
is likely to be more accurate than what
came before—and less rational.

With BARRETT SHERIDAN #n New York and
STEFAN THEIL int Berlin

BRUCE PETERSON—BALLERY STOCK
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ASIA

BY RUCHIR SHARMA

THE WORLD HAS BEEN PASSING THE
Philippines by, literally. Back in 1960,
the country had the second-highest per
capita income in Asia, lagging behind
only Japan. But by the following dec-
ade, South Korea and Taiwan had sur-
passed it, and by the 1980s, Malaysia
and Thailand had, too. China overtook
it in the late 1990s. And now—an event
that many Philippine elite thought they
would never live to see—Indonesia has
sailed past the Philippines.

A recent visit to Manila after a 12-year
gap confirmed that little had changed. 1
was back at the same hotel, as no other
worthwhile option had surfaced in the
interim. There were hardly any new
companies to meet with, and the same
handful of family-owned businesses
still dominated the market. Jeepneys
that trace their origin back to World
War II remain the preferred mode of
public transportation. While most other
Asian cities boast fancy new airports,
international travelers to Manila still
have to trudge through a piece of work
comimissioned in the 1970s.

All this marks a severe fall from
grace for a nation that was billed in the
1950s and '60s as Asia’s most prom-
ising story, alongside Burma and Sri
Lanka. The Philippines is now a som-
ber reminder of how long-term projec-
tions often go awry and why economic
catch-up is not inevitable, even for a
country rich in human capital and nat-
ural resources. From Brazil in the 1970s
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LAGGARD

and '80s to Thailand more recently,
history is littered with instances of
countries that lose their way follow-
ing a few years of success because of
weak institutions and the lack of politi-
cal will to enact tougher reforms, After
growing at an average pace of § percent
in the 1950s and ’60s, the Philippines
missed out on the successive waves of
investment-led booms in the region
due to constant peolitical instability
and failure to liberalize the econe-
my. Investment as a share of GDP is
merely 15 percent—the lowest in its
post-World War II history. Although
the economy has expanded at an aver-
age 4 percent annually in the post-
Marcos era, it has translated into little
progress for a nation with a population
growth of more than 2 percent a year.
The continuing saga over the opening
of the new airport is a prime example of
why the country remains a laggard. It
was originally scheduled to start operat-
ing in 2002, but legal disputes between
the government and the project’s main
contractor have continuously delayed its
final completion and full opening. The
controversy surrounding the project
again shows that the interpretation of
Iaws is a highly subjective exercise in the
Philippines and that the rules can often
be changed midway through the game.
Little wonder, then, that flows of foreign
direct investment (FDI) remain anemic.
Both Indonesia and the Philippines at-
tracted just over $: billion in annual

0OLD SCHoOL
NOTHING MUCH
HAS CHANGED.

FDI a decade ago. Last yvear Indonesia
sucked in nearly $8 billion in FDI, while
the current run rate in the Philippines of
$1.2 billion in FDI a year is unchanged
from the levels of the late *gos. On sev-
eral other metrics, too—front auto sales
to cement consumption—the Philippine
economy has flatlined for muny years.

The question now is whether the
presidential election set for May can be
a game changer in the same way that
Susilo Bambang Yudhoyono's ascension
to power was for Indonesia in 2004. Six
years ago, Indonesia and the Philippines
were not far apart in terms «f per capita
income, and had other similurities, from
political turmoil to an untapped domes-
tic consumer base, Indonesia is hardly
a paragon of economic virrue, but its
relative success over the past few years
shows that it takes only a modicum of
political stability and some basic eco-
nomic reform in a low-income country
to usher in the good times.

A free and fair presidential election
would be a start. The agenda for a new
government is fairly clear-cut. Invest-
ment has long been the missing com-
ponent in the growth equation, so the
government needs to begin by creating
a better environment for investment.
This means stronger contruct enforce-
ment, less judicial interference, and
breaking up the stranglehold of some
oligarchs in key businesses. An impor-
tant measure of the country’s success
will be if it manages to slow the pace of
emigration. More than 10 million Filipi-
nos have left the country since the early
1980s for better prospects abroad. The
country needs some of that talent to
return home and add to the economy’s
underlying productivity.

KEVIN COOLEY—REDUX (3]
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A HIPPOCRATIC OATH
FOR DAVOS MAN

BY RANA FOROOHAR

AS THE WCORLD ECONOMIC FORUM IN DAVOS CONCLUDED LATE
last week, people were left wondering, Did it matter? It's a ques-
tion Davos raises every year, when the great and the good trek
three hours up a Swiss mountain to spend four days in medic-
cre hotels drinking lots of espresso and talking about the state
of the world. In some ways, the answer is always no. Sure, the
event offers minor thrills to the consultants, bankers, and cor-
porate types who get a chance to bump into Niall Ferguson in
the bathroom or share a shuttle-bus ride with Sergey Brin. But
it’s not like anything concrete gets done there. It’s just a bunch
of VIPs chatting among—and largely, about—themselves.

But, though it might sound odd, this is exactly why Davos
does matter. The confab acts as a weather vane for the global

Captains of industry are finally beginning
to think differently about themselves and
their work. ‘First, do no harm with CDOs...’

economy—whatever the pervasive feeling there is, it tends to
reflect the mood of the year to come and to shape how people
think about the issues. “Davos is the Frankfurt Book Fair of eco-
nomics,” says Canadian author Margaret Atwood, one of the
token eultural figures brought in to add a bit of coler to rooms
filled largely with somber men in dark suits. What she means is
that Davos is a place you go to put a finger to the wind.

Last year, that wind blew chaocs. The world was still reeling
from the financial crisis that had begun four months earlier, and
there was a palpable sense of panic in the Davos Congress Cen-
ter. Endless panels were held on terrifying disaster scenarios:
there were talks on diminishing oil reserves, on how the world
was running out of food and water, and whether banks would
ever lend again. Even the politicians were jittery. Turkish Prime
Minister Recip Tayyip Erdogan angrily stormed out of a debate
with Israel’s Shimon Peres. The crisis vibe, of course, helped
motivate world leaders to actually do something about it. Post-
Davos, the world’s central bankers quickly started helicopter-
ing in cash to the major economies, and U.S. officials snapped
up trillions of failing mortgage-backed securities.

That's one reason that things are a bit calmer on the Magic

Mountain this year. The crisis mood has passed sirze the ma-
jor economies are now cut of recession. Yet a vagu.e sense of
unease prevails. Things are changing, but no one’s sure quite
how. China seems to be in (CCTV tents dominate real estate
once held by the BBC), while the U.S. looks to be ca the outs.
Laissez-faire capitalism seems dead. As the University of Chi-
cago finance professor Raghuram Rajan put it, “We've gone
from a period of economic uncertainty to a peried >f political
uncertainty.” World leaders seem stunned by the swell of public
anger over the way bankers have returned to busine ss as usual
even as ordinary folks still struggle.

In the rich West, this anger has led to greater reg-:lation and
even a rethinking of free trade and migration. Worries over
populism and protectionism abound. There was
plenty of grumbling this year about Obama’s
new bank regulatory plan, about Ezitish caps
on banker pay, and French presideat Nicolas
Sarkozy’s promise, in his keynote speech, to re-
think market capitalism in its entirsty. “We're
moving to another era, one in which we must
shift the focus from global corperations to
global citizens,” he said, calling for new ways
of calculating economic growth tha: would ac-
count for people’s happiness as well as their wealth.

That would be a jarring switch for Davos Man. Yet there
are other nascent signs that the world’s captains cf industry
are finally beginning to think differently about taemselves
and their work. Embarrassed by bankers like Goldman
Sachs's chairman Lloyd Blankfein, who likes to ‘ske about
doing “God’s work,” a number of young financisrs in Da-
vos started talking about creating a financial Hippoeratic
oath (“first, do no harm with CDQOs ... ™). There was much
discussion of “stakeholder capitalism” and how corporate
leaders need to stamp out short-term, speculativ: thinking.
That has people like Robert Shiller—the behavic:al econo-
mist who predicted the housing crisis—feeling cptimistic.
“Pecple are beginning to think about economic is;ues with-
in a moral framework,” he says. “It’s not tco of-en that it
happens in my profession.”

Of course, no cone’s singing “Kumbaya” yet and bankers are
grumbling over the newly heavy hand of the state. But to the
extent that this penny dropped at the World Econcmic Forum
this year, it wili probably make the world a better place. And
because of that, Davos does still matter.
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CURRENCY CONUNDRUM

BY MICHAEL FREEDMAN

k AMONG THE PROMISES
m made by President Oba-
ma in the State of the Union address
was his eye-popping commitment to
doubling U.S. exports in the next five
vears. Certainly, that would be good for
the U.S. economy, and since 1960 the feat
has been accomplished a dozen times.
But doing so today would be trickier.
Last year, the U.S. exported roughly
$1.5 trillion in goods and services. Get-
ting to $3 trillion by 2015 would mean an-
nual increases of 15 percent—three times
the rate of global GDP growth—and
most of that is cut of Obama’s control.
Ratification of pending free-trade agree-

ments with South Korea, Colombia, and
Panama would add maybe $15 billion an-
nually in exports, and Washington can’t
very well manufacture upticks in global
demand. That means the crucial vari-
able is the U.S. dollar. As it depreciates,
US. exports lock more attractive, with
every 1 percent decline in the dollar’s val-
ue translating into a $20 billion increase
in US. exports, according to C. Fred
Bergsten of the Peterson Institute for
Internaticnal Economics. So achieving
Obama’s goal would have to mean ei-
ther a steep dollar drop, or a big rise in
a major currency that is now being arti-
ficially held dewn. Over to you, Mr. Hu.

i

AHM

E ; J;, IRAN’'S PRESIDENT MAH-
T moud Ahmadinejad is in
a tough spot. opposition protesters are
planning a big rally on Feb. 11, and talk
of new sanctions against the country
has picked up steam in recent weeks.
But his largest problem is something
more banal: inflation.

Iran’s official inflation rate is 13.5
percent, but some analysts estimate
it could actually be twice as high. The
lecoming threat to the economy is a
plan to cut government subsidies on
basic goods and give cash directly to
poor families, which could send infla-
tion rates soaring and cause even more
political instability. Just last week,
Central Bank head Mahmoud Bahmani
announced that the banking system
is facing a potential crisis because of
348 billion in overdue loans.

DINEJAD'S

WORST ENEMY YET

BY BABAK DEHGHANPISHEH

The measures Tehran appears to be
taking to combat inflation may only
accelerate the crisis. Two weeks ago,
Ahmadinejad announced the govern-
ment would knock three zerces off the
rial in order to “bring its real value back.”
The following day, the Finance Ministry
declared that no one could remove more
than $15,000 from a bank account in a
single day—ostensibly to combat money
laundering, though analysts say the
move was an attempt to curb inflation,
Either way, many ordinary Iranians are
reading between the lines. Opposition
Web sites report that banks in Tehran
and Isfahan have been swamped by cus-
tomers desperate to withdraw money. If
ordinary Iranians fed up with the dismal
aconomy hit the streets, too, Ahmadine-
jad will have to do a lot more than cut
zeroes to stabilize the situation.

BY THE NUMBERS

TASTE FOR
LUXURY

China's luxury market is
expected to become the
world's largest withlrthe,

incomes
bing am

Projected ranking of China®
tuxury market in 2015.

30

Average age of China’s typi
luxury-goods consumer.

46

Percentage growth in hig
net-worth households in
China expected for 2010.
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Business Matters

DAVOS KNOCKOUT

BY RANA FOROOHAR

IF THERE WAS ANY REMAINING DOUBT THAT THE ERA OF FI-
nancial capitalism is over and the age of big government has
begun, French President Nicolas Sarkozy dispelled it with
his keynote speech last week at the World Economic Forum
in Davos. Sarko was in fighting form, bashing everything
from overblown banker pay to the dysfunctional economic
relationship between the U.S. and China. He also called for
new global regulation of banks, bankers, and markets: “If we
don’t reform the system, we'll be taking unforgivable risks in the future”

True, yet easier said than done. Much of the buzz at Davos has been about
how regulation must be done at a global level. Yet already, the U.S. is going one
way, the Brits another, and the Chinese—increasingly rich and confident—are
setting their own rules in practically every sector. Indeed, Sarko got in a few
punches at Beijing, promising that the currency issue (read: a supercheap yuan’s
distorting effect on trade and current accounts) would be front and center when
France took over the G8 leadership irn 2011, Sarko also called on world leaders
to rethink the moral framework of capitalism. “The system can’t exist unless it is
embedded in a system of values.” Finally, he indulged in a bit of schadenfreude
at the expense of Davos Man. “B few years ago, [corporate leaders] told us that
we were seeing the end of nations and the beginning of an era of global nomads.
Yet when the boat was rocked last year, all those comparies ... remembered
quite well which countries they came from.” By the time the French president is
done throwing down the regulatory law, they’ll be unable to forget.

LEADING INDICATGR
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No Bubbles in Beijing
Why the China bears are wrong.

BY BARTON BIGGS

FOR THE CHATTER-
ing classes, spotting
financial hubbles has
become their favorite
global sport, and cur-
rently China is the
hot game, Fears of
Chinese “tightening”
have terrorized trad-
ers, particularly in Asia and commodity-
sensitive markets. If Beijing slams on
the brakes by raising interest rates and
cutting back loans, the locomotive that
has been pulling the global recovery
train could falter, producing the widely
dreaded “double dip” recession. The bears
are licking their chops at this prospect.
The first thing you have to realize
about China is that nobody knows a true
thing about it, including me. It's simply
too opaque. But it’s also too big to ignore,
s0 here goes my best
uneducated guess. I
don’t think it’s a bubble,
By the latter part
of 2009 the Chinese
economy—thanks, in
part, to immense mon-
etary and fiscal stimuli—
was expanding at a 10
percent rate, In the late
fall, the Chinese authori-
ties began to gently pull
back on the fiscal stimu-
lus. Then in early January, the banks made
a huge volume of new loans. While loan
surges early in a quarter are not unusual,
this one apparently was alarmingly large.
Meanwhile, headline inflation jumped
from 0.6 percent in November to 1.9 per-
cent in December. But with most of that
jump coming from food prices, due partly
to severe winter storms, this is no cause for
panie. Responding to the hints of inflation
in an economy growing at 10 to 11 percent,
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markets.

Fear of China
slamming on the
breaks has terrorized
traders, particularly
in Asia and in
commodity-sensitive

the People’s Bank of China moved quickly
to slow down the monetary stimulus. The
last thing the central bank wants is an
economy that overheats and subsequently
busts with dire social consequences. They,
of course, are aware that there is a cho-
rus of doomsayers and short sellers who
are screaming that this is exactly what is
about to happen. On the other hand, they
have studied the history of the 1930s and
don’t want to overreact and prematurely
abort a still-fragile economic recovery.
Accordingly, the authorities have gently
raised the three-month and one-yvear
bill-auction rates and advised the hanks
to pace themselves on loan growth. The
one-year auction rate was raised eight
basis points in each of the first two weeks
of January. There is no question that this
is “tightening,” but it’s a pretty gentle
and tender squeeze. Perhaps to make
sure everyone under-
stood, last week one
of the most influential
deputy governors reaf-
firmed the commitment
of the PBOC to a “mod-
erately loose” monetary
policy. Since China runs
a “command” economy,
admonitions have a lotof
weight. For all the obvi-
OUs reasons, it seems the
PBOC wants to engineer
a soft landing in which growth slows to
7 to 8 percent, not a hard landing in which
real GDP sags to 4 or 5 percent. They are
mindful that there are some 200 million
to 300 million restless Chinese out there
who are unemployed or underemployed.
The bears also argue that China is like
Japan in the late 1980s, with gross overin-
vestment and overvalued asset prices. In
actuality, China’s profile is more like Japan
in the 1970s. Chinese stocks, according to

H T

MSC], sell at a reasonable 13.4 times this
year’s estirated earnings and 2.6 times
book value. Japan in the madness of its
bubble traded at 70 times earnings and
more than five times book. The Japanese
real-estate bubble also was of epic propor-
tions and is still deflating 20 years later. In
China, prices of luxury apartments in Bei-
jing and Shanghai soared by 50 percent
last year, but the average of home prices
in 70 cities rose a more modest 3 percent.
Only the richest 25 percent of the urban
population are involved, and a quarter of
the buyers pay cash. Mortgages are about
half of the property value; owner-buyers
have to make a 20 percent cush down
payment, and investor-buyers must put
up 40 percent. Commercial real-estate
prices have risen, but financing practices
are under similar restraints. The Chinese
real estate isbeing financed by suvings not
borrowed money.

The bears also say China is investing
way too heavily in eapital stock, particu-
larly roads, rail, and other infrastructure.
But as The Economist has pointed out,
China cannot have excess capa ity when
its capital stock per person is about 5 per-
cent of what America or Japan has. China
can't be laying down too many rail lines
when it has the same land mass .:s the U.S.
but only 110,006 kilometers of track, com-
pared to the 400,000 kilometers the U.S.
had in1916. As for paved roads, 42 percent
of Chinese towns donot even ha e a paved
road to the nearest market town.

What could go wrong? If the U.§,,
European, and Japanese econcmies col-
lapse back into a prolonged de:uble dip,
of course China's exports will be severely
affected. Otherwise both the economy
and the stock markets look gooc| to me.

BIGGS is managing partner of Tr.:xis Part-
ners bedge fund in New York,

ABBIE TRAYLER-SMITH—PANOS
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Selling South Korea

Lee Myung-bak wants to move his country to the center of the world.

FOR THE FIRST TIME IN MODERN HIS-
tory, South Korea is laying claim to lead
the club of rich nations. South Korea
became the first member of the Organi-
zation for Economic Cooperation and
Development—the group of 30 wealthy
nations—to emerge from the global reces-
sion when it recorded 0.4 percent growth
in the third quarter of last year. This year
the OECD expects South Korea's GDP
to expand by 4.4 percent, the highest
growth rate of any of its members.

Now President Lee Myung-bak wants
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BY B. J. LEE
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to turn the end of the economic crisis
into an opportunity. He knows the crash
has accelerated the decline of American
might, as well as the rise of China and
other emerging powers, and he aims to
exploit the gap between them. His goal
is to transform South Korea from a suc-
cessful but self-involved economic power
into a respected global soft power with the
clout to mediate between rich and poor
nations on global issues such as climate
change and financial regulation. In par-
ticular, Lee is pushing to revive momen-

tum on a global free-trade deal—stalled
in large part due to hostility {rom poor
nations—while defending th. poor by
pushing for more internation.l supervi-
sion of the global financial system. At the
same time, he is trying to estal lish South
Korea as a leader in the fight ag:inst global
warrning by agreeing that the coun-
try will cut emissions by 30 vercent by
2020—omne of the most aggres:.ive targets
in the world—even though it ‘s not obli-
gated to do so because it is still -onsidered
a developing nation under the Kyoto Pro-
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tocol. To many in South Korea, the selec-
tion of Seoul as the site of the November
2010 summit of the Gzo—the group of 20
leading economic powers—is an acknow]-
edgment of how well it has managed the
current economic and environmental
crises, “The old order is being dismantled
and replaced by the new order,” Lee said
from the Blue House in a televised New
Year’s speech. “We have to make our
vision the world's vision.”

Lee is one of only two former CEOs to
lead a major trading power—Italy’s Sil-
vio Berlusconi is the other—and he runs
South Korea like the just-do-it boss he was
at Hyundai, where staff called him “the
Bulldozer.” At Hyundai he led a company
known for fearless forays into foreign mar-
kets, whether it was building huge bridges
in Malaysia or selling cars with stunning
success in the crowded U.S. market. Now
he is trying to make South Korean cul-
ture—still on the defensive after a long his-
tory of colonial occupations—as cosmo-
politan as Hyundai’s culture. He’s pushing
for greater use of English and generally
trying to open up South Korea to the
world, In his first big political job, as mayor

of Seoul, he created a huge ruckus when
he ripped up the downtown to expose a
boarded-up stream—but it is now a major
draw for commerce and tourism. Lees
grand domestic ambition as president is a
multibillion-dollar plan to refurbish South
Korea'’s four major rivers despite protests
from environmentalists and opposition
members. Lee believes the project will
boost local economies by creating jobs and
promoting tourism and commerce. Lee’s
popularity ratings, after an early plummet
driven by a decision to allow U.S. imports
of beef, are now at more than 50 percent as
voters wartn to his vision of newly devel-
oped South Korea as a model nation to be
emulated by many developing countries.
South Korea’s successful manage-
ment of the economic crisis surely helps.
Early on, the country was battered like
the rest of the world. The South Korean
won dropped 30 percent in the first three
months of the crisis, the stock market
dropped by half, and foreign investors
left in droves. But unlike most other rich
nations, South Korea had recent experi-
ence with a major financial meltdown.
Many of its current leaders are veterans

of the Asian crisis that crippled the coun-
try’s economy in 1998, and the knew how
to manage a free fall. Lee’s tam imme-
diately moved to save threat:ned banks
and companies by setting up 3200 hillion
int various funds to guarantee sayment of
their debts and for other forris of emer-
gency aid. They struck curvency-swap
deals with major economies -uch as the
U.S. to secure dwindling reserves of for-
eign currency and front-loaded public
spending so that 65 percent «.f the coun-
try’s $250 billion budget was spent dur-
ing the first half of 2009, ensur“ng that the
meoney got into the economy r-pidly—but
without adding new debts. A government
focus on protecting jobs kep: consumer
sentiment relatively high, and -he Bank of
Korea cut inferest rates by 3.25 percentage
points to 2 percent, a historic k-w.

All the while, Lee worked :elentlessly
to quiet calls for protectionisin at home
and abroad, at a time when many other
leaders, including Barack Obzma and Hu
Jintao, were beginning to suc:umb. Lee's
administration is pushing fo: a slew of
free-trade agreements with tl e U.S,, the
European Union, Peru, Colo nbia, Can-
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ada, Australia, and even China and Japan,
if possible, says Abraham Kim, a Korea
analyst at the political-risk consultancy
Eurasia Group. Lee also lobbied hard at
the Pittshurgh meeting of the G20 last
year to have Seoul selected as the site of
the next summit this autwnn, an event he
hopes to organize as a coming-out party.
“He is trying to use the crisis to enhance
the reputation of South Korea and help it
to be widely recognized as a developed-
world state,” says Kim. “This is partly a
nationalism thing, but more importantly,
they are trying to get out from under
Japan's and China’s shadow. South Korea
needs to find its niche for its long-term
competitive survival.”

South Korea was further protected
from the crisis because its economy was
built on pillars other than the collaps-
ing financial-services industry. Decades
of government efforts to nurture glob-
ally competitive conglomerates through
massive infusion of capital had helped
build export machines such as Samsung,
Hyundai, and LG. As the crisis unfolded,
the weakening currency allowed these
companies to expand global market
share, especially against key Japanese
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and other rich-world competitors. As a
result, South Korea registered a record
trade surplus of $42 billion last year, sur-
passing that of Japan for the first time.
South Korean companies and banks
were also ready to compete because the
crisis of the 1990s had forced them to
improve corporate governance, get their
finances in order, and invest heavily in
new technology. “We just had to dust off
the old measures we used a decade ago
and use them again,” says Vice Finance
Minister Hur Kyung-wook.

In short, the South Korean model is a
more mature cousin of China's—a hybrid
economy, part free market, part state-
controlled—but with more freedom for
the market and for political dissent. Now
Lee is positioning South Korea within
Asia as a dynamic alternative to both
China’s mighty command economy and
Japan’s no-growth economy. In Southeast
Asia, South Korea has long been admired
for completing an economic miracle in
just one generation, moving its 48 million
people out of poverty and entering the
ranks of fully industrialized nations, with
average per capita income that surpassed
$20,000 in 2007 And, unlike China,

South Korea has achieved ect.nomic and
political growth at the same ti:e, with an
increasingly well-established multiparty
democracy that respects free -peech and
election results. South Korez. says U.S.
Ambassador Kathleen Steph.ns, is “the
best example in the post-Work | War Ii era
of a country that has overcormn. enormous
obstacles to achieve this kind ¢“success.”
Many Southeast Asiar nations,
alarmed by the harsh sides ot the China
meodel, lock to South Korea s an alter-
native. Vietnam is sending ci il servants
there, studying how in the 1975 and "80s
Seoul used massive government support,
such as cheap loans, to devclop strate-
gic industries such as steel and petro-
chemicals as the backbone ¢! its export
economy. As part of Vietnar:'s effort to
develop capital markets, it als) now runs
a stock exchange in Hanoi, bu it with the
help of the Korea Stock Exclange. Offi-
cials from Vietnam, Camboca, Indone-
sia, and Uzbekistan regularly visit South
Korea tojoin training progran s that teach
economic and business management.
“Developing countries are ea-er to learn
South Korea's economic mode ' because of
its relevance to them,” says Euii Yoon-dae,
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a Korea University economist currently
heading a presidential committee to pro-
mote the national brand. “Our open eco-
nomie system is more appealing to them
than, say, that of China.”

Surrounded by bigeger powers—China,
Russia, and Japan—South Korea needs to
carve out a global role for itself to “ensure
its prosperity and security,” says David
Straub, a Korea expert at Stanford Uni-
versity. So, in his first year in office, Lee
made a point of systematically reach-
ing out to foreign leaders in the United
States and other major powers. The
following year he headed to Europe.
This year, Straub says, Lee is expected
to target Africa. At the same time, he is
upping South Korea's profile abroad,
posting 3,000 volunteers from its version
of the Peace Corps to Asia and Africa,
where they will focus on public health
and childhood education, with plans to
increase that number to 20,000 by 2013.
Last year South Korea officially became
the first former recipient of internationat
aid to graduate to the donor ranks, send-
ing $1 billion to dozens of poor countries,
and it plans to triple that sum within five
years. Likewise, the number of troops it

commits to U.N. peacekeeping operations
will jump from 400 in 2009 to 1,000 this
year and will work in roughly 10 nations,
including Lebanon and Pakistan.

Lee has big plans for Brand South
Korea, too. At Hyundai, he turned what
had been a small contractor into a global
manufacturing powerhouse. He speaks
English, unlike his predecessor as presi-
dent, and he is comfortable playing
national pitchman. Just after Christmas,
following six rounds of telephone calls
with United Arab Emirates Presjdent
Khalifa bin Zayed Al Nahyan and a last-
minute visit to the country, Lee helped
South Korea beat out a French and a joint
U.S.-Japan consortium to win its biggest
foreign contract ever: a $40 billion nuclear-
power-plant contract in the U.A E. While
Hyundai and Samsung have overcome the
perception abroad that “made in South
Korea” still means poorly made, many
other South Korean brands have not.
According to a survey by Simon Anholt,
a British expert on national branding, the
country ranks 33rd in global branding
power, although its economic size ranks
13th in the world. What's more, more than
half of U.S, college students believe Hyun-

dai and Samsung are Japanese brands.
“Qur job is to narrow the perception
gap between the national anc corporate
brands,” says Euh, the head of the brand-
ing committee.

Lee plans to build on that success at
the G20 summit. He has already distin-
guished himself from his prdecessors
by embracing foreign invesiment and
free trade, rather than focusing on rigid
ideology, and he

intends to use the

. NEXT »
meeting to show-

FOLLOW IHE
casetherewardsof | Leaper
y The .S, ¢i- cted Obama to

that s_trategy. Lee's da the rig} - thing—not
hope is that he can take dictat .
send a message BY ANNA C JINDLEN

to smaller, poorer
countries, particularly in Asia, that South
Korea’s less insular, more globz! approach
can be a model they can follcw, too. Of
course, as his opponents are quick to point
out, the fate of his country will 1ot change
because theleaders of 20 advaned nations
get together for a few days. But Lee saysit
is part of a larger effort to move his coun-
try “away from the periphery « f Asia,” as
he put it recently, “and into th- center of
the world.”
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JAPAN

DOESN'T GETIT

BY KATIE BAKER

/im CNE OF THE MOST STRIK-
ing turns in the fall of
Toyota is how the recall scandal is play-
ing with much of the Japanese public: as
a bewildering American frenzy. Yes, they
are concerned about the recall, but many
assume Americans must have some ma-
lign reason for kicking up a fuss, when
in fact recalls happen all the time. Some
read the recommendation from U.S.
Transportation Secretary Ray LaHcod to
Toyota drivers—‘stop driving them"—as
proof of a Japan-bashing Washington
conspiracy. They are quick to point out

that the faulty brake pedals were actually
made in Indiana, not Japan. And until
very recently, at least, they seemed con-
vinced that the frenzy would fade away
without lasting damage to Japan. Lock at
BMW: its 2008 recall of 200,000 cars for
possible airbag failure left no marks on
Germany’s engineering reputation.

Note to Japan: you don'’t get it. Recalls
for minor technical problems are com-
mon, but recalls of milliens of vehicles
for problems that can produce nightmar-
ish, fatal crashes are not. Toyota’s recall
of 6.6 million cars is the sixth largest in

U.S. history so far, and one of the scariest.
Mest automakers have learned t » handle
these PR disasters forthrightly, b1 t Toyota
CEQ Akio Tovoda performed a d «ck-and-
denial routine not seen since For . tried to
evade responsibility for explodir 3 Pintos
in the 1970s before he belated. r apolo-
gized last week. Americans have lsolong
since given up on Japan bashig, have
lionized Toyota as the ultimate - 1 manu-
facturing quality, and have w lcomed
Japanese plants, even in the Dee 5 South.
Toyota would never have conce led, be-
fore the recall, that its vauntec quality
controls did not cover its U.S. op raticns,
30 it’s a bit disingenuous to blame “Ameri-
can made” parts now.

This is a global company. It eeds to
take global responsibility. The ir vestiga-
tion has targeted not only those ndiana-
built accelerator pedals, but floor 1ats and
computer systems, teo. The U.S. Vational
Highway Traffic Safety Administ ation is
still investigating. And now Jap: nese of-
ficials are beginning to investicite, and
sentiment in Japan seems to be rurning,
perhaps a bit toc late. Gene Grak »wski of
Levick Strategic Communicatior 5, which
advises firms facing recalls, calls “his “the
worst-handled auto recall in hist: ry,” and
that’s saying something. The e: sloding
Pinto became a symbol of the UL quality
problems that allowed Toyota to flourish
in America, and the runaway P1 us may
mark another turning point, this ne less
auspicious for Japan.

CLOSING

THE GULAGS

BY ANNA NEMTSOVA
g CHANGE IS FINALLY COM-
ing to Russia’s notoriously
harsh jails. Last month President Dmitry
Medvedev announced a major prison over-
haul after public outrage erupted over a
young lawyer’s death from lack of medical
treatment while he awaited trial. Russia’s
system is plagued with the world’s second-
highest incarceration rate (scme 900,000
people at present), and conditions have
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changed little since Stalin’s time. Among
the reforms, Medvedev plans to punish
minor erimes with house arrest or bail, to
soften sentences for first-time offenders
and house them separately from career
eriminals, and to close 755 of the country’s
most decrepit prison colonies.

For almost half of Russia’s incarcer-
ated, though, the reforms will make life
much harder. Closing rural camps will
concentrate 400,000 repeat offenders into
overcrowded central prisons. Their living
guarters will change from large barracks
to cramped four-perscn cells. Most of them
will lose their rights to work, study, and con-
jugal visits. One priscner’s “reform” is about

to become another’s gulag nightmare.
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BY FAREED ZAKARIA :

DESPITE THE RECENT SQUALL IN U.S-CHINESE RELATIONS,
the fact remains that both countries have powerful reascns
1o ccoperate with one another, These have grown over the
last two decades, something that both countries seem to rec-
ognize, China’s reaction to the Obama administraticn’s deci-
sion to sell arms to Taiwan has been furious, but has mostly
involved symbolic gestures. Compare this with 1992, when the
Bush Sr. administration sent Taipei weapons, and soon after-
ward Beijing reportedly sold missiles to Pakistan and signed
a nuclear-cooperation agreement with Iran.

This time China's strongest threat—to “retaliate” against U.S.
companies involved in arms sales—is likely to be targeted at
those firms, like Raytheon, that have been longtime suppliers to

Today, China commands respect

across the globe and doesn’t really

need a godfather.

Taipel and as a consequence have written off the China market.
Beijing will likely not punish the three American giants involved
in the deal: Boeing, General Electric, and United Technologies.

Similarly, Beijing’s indignant reaction to President Cbama’s
decision to meet with the Dalai Lama is posturing. The Chi-
nese government could not have been surprised. Every U.S.
president in recent memory has met with the Dalai Lama, and
Obama told China's President Hu Jintao directly that he was
going to meet with the Tibetan leader.

On Washington’s part, despite Hillary Clinton’s eriticisms
of China ovar Internet freedom and President Obama’s dec-
laration that he will get tough with Beijing over its currency,
it is unlikely that this strong rhetoric will be matched with
equivalent actions. The United States has few arrows in its
quiver, and the administration knows well that public admoeni-
tion of Beijing rarely works. In fact, both countries might well
be playing the same game: feigning public outrage to satisfy
domestie audiences.

But there are two trends that could take a manageable situ-
ation and make it something more worrisome. The first is a
growing perception in China that it is nc longer as reliant on

the West, and in particular the United States, as it vas. In the
1980s, Deng Xiaoping brought China out of the cold >y embrac-
ing America and opening up to foreign investmen-. This was
different from the somewhat predatory, export-driv n strategy
of Japan and Scuth Korea. But, the China scholar “inxin Pei
argues, this was not an ideological conversion to :ree-market
capitalism. Ravaged by the Cultural Revolution, Beij ng desper-
ately needed Western managerial know-how, techr.ology, and
capital to develop its economy.

Today, China is awash in capital, has many top.iotch local
companies, and this year for the first time, the prin.ary engine
of Chinese growth has been its domestic market, r. ot exports.
As China expands, that internal market will proba™ly become

its dominant concern,

A similar reality applies in foreign policn. Mao re-
stored relations with the United States in sor & measure
to buy himself an ally against the Seviet Urion. China
has needed the United States as a politice. ally ever
since; Jiang Zemin's fuzzy embrace of the Ur.ited States
was part of a strategy whose geoal was conc-ete: mem-
bership in the World Trade Organization. Tc day, China
commands respect across the globe. It is condent, even
cocky, in bilateral and multilateral fora.

Nene of this is nefarious, But Beijing’s newfound ¢ togance is
not joined with a broader vision. The country does not appear
ready to play a global role. In international summits Beijing has
been largely focused on pursuing its interests in ¢ fairly nar-
row sense. At the April G20 summit, for example, Cl ina partici-
pated actively on only one issue: to make sure that Jong Kong
was kept off the list of offshore tax havens being i1 vestigated.
Perhaps it's too soon to expect China to play a breac 2r role, tak-
ing on responsibilities for global order and making « oncessions
for breader interests. But given its impact on the glc nal system,
this is likely to produce paralysis on several front: . American
isclationism during the 1920s was understandable. too, but it
had unhappy effects on the world.

The second factor that could exacerbate Sine-U.S. tensions is
America’s economic fate. Right now there’s great {~ar that the
U.S. economy is in deep structural decline. If Ame_ ican politi-
cians cannot muster up the courage to make the U 3. economy
competitive again, and Beijing perceives that it is de :ling with a
superpower in inexorable decline, relaticns betwee - China and
America will change fundamentally. Of course, if t} at happens,
America will have plenty else tc worry abeut as we! .
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CASTROCRATS

TAKE OVER CARACAS

BY MAC MARGOLIS

k . ) CUBA MAY BE A FADING
- star in the socialist iir-
mament run by a sclerotic dynasty, but
don’t tell Hugo Chévez. The Venezuelan
president is giving the Castro franchise
a second life by farming out more and
more of his crisis-battered government
to Havana. A growing number of corner
offices in his bureaucracy—including
defense, national security, police, im-
migration control, and energy—are now
occupied by Castrocrats. Ramiro Valdés,
Castro’s former comrade in arms and an
ex-interior minister, was recently named
to coordinate Venezuela’s response to an
energy emergency causing widespread

blackouts. (Critics note that Cuba has
long been afflicted by power failures.)
Chavez’s foes suspect that Valdés, famed
for controlling the Internet in Cuba, was
hired to spy on contrary Venezuelans.
Other Havanians are serving as key ad-
visers in the Defense Ministry and the
newly reformed Bolivarian National
Intelligence Service, and dealing on
Caracas’s behalf with trade unions, cof-
fee growers, and hospitals (apparently
prompting the health minister to quit on
Feb. 10). Chavez argues that no cne is
better prepared to handle domestic eri-
ses than the Cubans. Most Venezuelans
shudder for the same reason.
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THE NEXT BIG EMERGING MARKET

ANALYSTS SCANNING
#5 the globe for the next
big emerging market lock increasingly
to Indonesia. Last June, Morgan Stanley
said it was time to count Indonesia, and
its 4 percent GDP growth rate, among
the BRICs. Shertly after, President Susilo
Bambang Yudhoyono, architect of the
renaissance, won a second term, and he
still enjoys a 70 percent approval rating,
Yet backward elements in his ruling co-
alitior: are targeting key members of his
tearn, threatening to derail vital reforms.

Late last year high-ranking police
and judicial officials cooked up a plot
to decapitate the Corruption Eradica-
tion Commission, a key actor in the
fight against graft. On the heels of that
failed attack, Parliament began gun-
ning for two internationally renowned
reformers over their role in the 2008

BY SOLENN HONORINE

bailout of the small Bank Century: Vice
President Boediono, then-director of the
central bank, and Sri Mulyani, minister
of finance—hoth apclitical econornists
widely credited for Indonesia’s economic
rise, Their push for free-market reform is
a threat to an old guard that came of age
in the era of crony-capitalist dictatorship.
In particular, the leader of the country’s
second-largest political party, business-
man Aburizai Bakrie, is pushing to
prosecute Sri Mulyani, who opposed the
bailout of a Bakrie coal company in 2008.

If Yudhoyono fails to confront the anti-
reformers, the stalermnate “will continue
on for the next five years and we won’t
be able to achieve anything,” says Jusuf
Wanandi, head of the Jakarta-based
think tank CSIS. Quelling the old guard
won't be easy, But backing off could kill
the next big emerging market.
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IS EUROPE'S

JOB MIRACLE

 FORREAL?

Northern Europe has trumped
America in terms of crisis job
creation, but it may not last.

BY RANA FOROOHAR

WHAT CAN EUROPEANS TEACH AMERI-
cans about increasing employment?
Until the financial crisis and recession
of the last two years, the answer very
clearly would have been “nothing.” The
European social-democratic model has
many virtues, but getting people into
work and keeping them there has never
been chief among them. Until now
Much ink has been spilled in recent
months over the fact that the American
and European unemployment rates are
now roughly on par at about 10 percent,
while a number of Northern European
economies—including Germany (7.5
percent), Denmark (7.4 percent), Aus-
tria (5.4 percent), and the Netherlands
{4 percent)—are well below that. Even
as U.S. multinationals send jobs abroad,

MEWHAWEEK
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big European companies like Siemens
are adding them at home. Every day
seems to bring news of a new turhine
factory being built in Denmark or Ger-
many. Newspaper headlines pro-
claim the European “jobs miracle.” As
American uwnemployment figures stay
high, economists on both sides of the
Atlantic are debating whether the U.S,
should start adopting a more continen-
tal approach to labor policy.

To answer this, it’s important to
understand the nature of the “mira-
cle” and whether it has legs. Unlike
downturns past, European nations
have kept unemployment figures low
relative to the U.S. this time around
because Europe’s labor markets have
evolved to depend less on subsidies

that keep people on the dole than gov-
ernment schemes to put them back to
work quickly. What’s more, rather than
focusing solely on jump-starting their
economies via stimulus, as the U.S.
has, Northern Europe has thrown its
resources at keeping people at work—
by any means necessary.

In the Scandinavian countries, that
has involved large and successful
retraining schemes to get laid-off work-
ers back into jobs quickiy. But in these
and other nations, namely (Germany,
jobs have also been kept bv cutting
hours. Rather than laying ofl workers,
a number of European companies have
opted to cut full-time schedules by a
third or more as part of larger govern-
ment schemes to avoid mass layoffs.

ROBERT PRATTA—REUTERS
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Companies save money on salaries
because the government picks up the
cost of the pay cuts, including payroll
taxes. It’s a successful stopgap, but one
that adds to the national debt and also
has the potential to distort European
labor markets. Since the subsidies
aren’t linked to whether jobs are pro-
ductive, they could inadvertently prop
up bloated payrolls in industries that
need to slim down—such as, for exam-
ple, the automobile industry. “These
schemes are successful now, but they
could become very risky if the recov-
ery is prolonged,” says economist Paoclo
Guerrieri of the University of Rome.
What’s more, economists note, Euro-
pean unemployment trends tend to
lag behind those of the U.S.—meaning

that while American unemployment
will probably peak this year, the big
European economies will see numbers
continue to rise into 2010 and 2011. Ger-
many, for example, is on track to rise 2
full points, hitting 9.5 percent unem-
ployment by 2011, according to Deutsche
Bank. The U.S. rate is expected to fall
by roughly the same amount over that
period. Meanwhile, the U.S. economy
will grow about 3 percent per year, the
euro zone around 2 percent. Even nim-
ble Denmark won't move past 1.8 per-
cent. 50, who's really solved the problem
of creating jobs and growth?

The Europe-versus-America com-
parisons fall short in other ways, too. For
starters, nations that had real-estate bub-
bles suffered more job losses because

STANDSTILL
EURCPE HAS
ITS QWN JOB
PROBLEMS.

the construction and real-esrate sectors
are huge employers—and, in this respect,
the UK., Spain, and Ireland share more
in common with the US. than with
the rest of Europe. Also, certain small
European nations enjoy unusually com-
fortable niches in the global economy.
Tiny Norway can keep growth high and
unemployment low because it is blessed
with oil, gas, and an enormous sovereign
wealth fund, unique factors that make
it useless as a model for others. Sweden
is also uniquely positionerl: because
it deregulated smartly in the 1990s, it
became a chief supplier of key capital
goods, like telecom infrastructure to big
emerging markets, that are still growing
fast. China’s buoyancy, along with some
well-structured state subsidics, is a key
reason Sweden will grow 2 to ; percentin
the next two years, after contracting 4.7
percent last year.

All this underscores the facr that while
Northern Europe has handled the eri-
sis relatively well up to now, the future is
hardly bright. Indeed, economists say that
Europe’s usual slower-growth, higher-
unemployment trend line will reemerge in
the years ahead, not only because Europe
is moving faster to tackle its mound
of crisis-related debt {which will con-
strain its ability to grow over the short and
medium term),

but also because NEXT »
of demographic THE COMING
facts. As Hol- ﬁoc‘imh . s,

. . Ad why s gonria hurt.
ger S'Chmledm§ BY GREG(. EASTERBROOK
Merrill Lynch’s

head of Euro-

pean economics, notes, “Americans are
having and will have more habies than
Europeans in the future, which will keep
them growing faster for a long time.” Bot-
tom lne: cooperation among the state,
companies, and workers in Northern
Furope has stemmed the joh problem
in the short term. But it doesn't erase the
transatlantic facts of life.

With STEFAN THEIL in Berlir:
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Ty em loyment wh1ch is no." :
consolatmn 1f you lost a job.

‘Dramatic economic change will hap- %
peni at the same time as climate change. . -
Either one would be a challenge in itself. - economyfhan petroleum. ‘Americale
Now, they’re going to occur simultane: ~ the world i in many: afeas—econdmi
ously,.which will cause economic'con- m:htary powet, loud music—but e
paralleled by any event other where is the lead more important than -
ers are likely higher education. The United States has
] more great colleges than the rest of the
world combined. Yet California, Texas,
*helow the Arctic” Circle, is currently and other states are cutting back their
home to the world’s leading museum public-university systems. This is a ter-
of woolly-mammoth fossils, But what rible mistake. In the long run, cxtra col-
if Siberia were to become a temperate lege may even cost society less, because i
: expanse? The minerals and oil thought people with college educations are bet- ¥
for most people in most nations. The to lie beneath the permafrost could boost  ter suited to look after themselves in a
“world will be far more interconnected, the global supply of commodities, not to  turbulent economy, rather than asking
ding to better and more affordable mention Russia’s national wealth, the government to subsidize tliem.
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levels and personal freedom ‘already
are on track to equal men’s; in much
of the developing world, .this could
happen in the néxt two generations.
Throughout history, most women have
been deunied a fair shot at contributing
to research, engineering, business-
management, and leadership roles. As
this changes, there will be twice as many
people applying their brainpower to
the world’s problems.

Iraq, Afghanistan, and Darfur are
awful exceptions to a two-decade trend
of fewer wars and less combat in the
world. Right now a person’s chance of
dying because of war (via combat or
through indirect causes) is the lowest it

- has been in human history; nuclear war-

heads are being disassembled instead of

. built; per capita global arms spending
 hasdeclined 40 percent in the last quar-
5 ter century Some of the reason is eco-
_ vn:amm i natlons are more interested in
" acquiring market share than in acquir-

ing territory. But that’s good! And there
has never been a superpower relation-
ship like the one evolving between the
United States and China. The world’s
two leading powers are not arming
against each other; rather, they're coop-
erating on economic production. ...

Many of these_ deve
far-redching positive

' they will all add to our uncertamtyu
. One reason _our economlc anxu:ty‘_-

soared dunng the recent crisis is that
it seems like no one is in chaz:ge ‘”“_f
the U.S. economy. In fact, theré is no

one in charge. The presxdentldoesn’wt.i.
“run” the economy—no one does. .
In a way, this is a source of stability. .

There is no one person who can make

a fatal economic blunder. Think of
all the erazed, conflicting statements
_ Wmnex_‘ftake-all wealth accumula-

about the economy that were made by

government officials, Democraticand -
Republican alike, in the fall of 2008, -
as economic grand plans and emer-- a
gency theories changed daily. Imagine
if any one of them had actually been -
in charge of the economy—surely he -
or she would have made the s1tuat10n .

considerably worse,
Because no one runs the economy,

no one knows where the economy

is headed. And that means that even
when most things are OK for most

people, the sense that everything-is

about to fall apart is palp bl
cans have had this semse:
many points in our histor
commonly felt the nation was abuit
enter acycle of sharp declin ch
this won’t happen, but we can
that for sure. Today, this fear ma

fests as collapse anxjety: the worry =

that resource exhaustion, or interna-
tional chaos, or something we ha
even thought of will bring do s
Western way of life.
in mind the see
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G BCN)M GLOBALIZATEONA‘ MM’JHSPEED. :
U HT @ 2009 BY GREGE - "ASTERBROOK. -
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e’ ecbﬁon‘uc downturn’ ends, and
what comes next is a flowering of pro-

kiuctxve efﬁc:ency and higher material - .

ell- bemg 'The same forces likely to
bring about these desirable ends also

‘will ‘canse ‘economic tumult to grow

more ﬁ'equent. Job anxiety will be end-
less. -Celebnty inanity, political blather,
targeted dvertising, screcam-and-
shout discoiirse, the paving over of
nature-—they re going to got worse.

, already the worst fault

e television images
rrific aspects
‘gspects will
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WORLD ECONOMIC FORUM

Seeing Light Through t



Losing steam T/
Sfinancial crisis has
challenged Hie capitalist
mpths justifving \Wall
Sireet’s wealth and clout

the Gloom

As political and
business leaders
gather for the World
Economic Forum in
Davos, they will be
breathing a sigh of
relief. But bein no
doubt: the world
has changed

BY MICHAEL ELLIOTT AND
MICHAEL SCHUMAN

w RLD IN LATE JANUARY,

ECONOMIC the Graubunden,
Switzerland’s most
FORUM

easterly canton, is

not where you go
to see signs of spring. In its high val-
leys, along whose paths armies trudged
from the lowlands of ltaly to the Ger-
man heartland during the Thirty Years’
War, snow lies thick on the ground. Off
the main roads, hamlets sit silent under
the weight of it, reminders that until the
20th century, this part of Europe—so
obviously prosperous now—was a rural
backwater, its people as much as its live-
stock spending the long winter in a sort
of quiet hibernation.

But as the giobal business and political
élite prepare for their annual trek to this
winter wonderland—making the jour-
ney from Zurich to Davos by train, car
or, if they are still very rich, helicopter—
they will think that they can detect some
signs of life in the ground beneath their
feet. Not yet gentians and edelweiss—
they are months away. But scrabble under
the snow, and yow'd find some of those
famous green shoots.
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They weren't there a year ago. At the
World Economic Forum’s 2009 annual
meeting, the mood was dire. As growth
contracted, credit froze and trade evaporat-
ed, attendees at Davos fretted over rising
protectionism and theloss of confidence in
the world’s economic and political leader-
ship, lamented the hardship brought upon
the poor and unemployed, and warned of
the unthinkable consequencesifthe global
community failed to take drastic action.
Russian Prime Minister Vladimir Putin
said the world economy was in “the first
truly global economic crisis,” one that was
“continuing to develop at an unprecedent-
ed pace” A rare expression of optimism
came from China's Premier, Wen [iabao,
who predicted that his nation would reach
8% growth in 2009, despite plunging ex-
ports and millions of job losses—though
he admitted that reaching that target
would be tough.

Today, as leaders collect in Davos for
this year’s meeting, they can breathe more
easily. The prospects for the world econo-
my have brightened. Trade is recovering,
banks are repairing themselves and con-
sumers are returning to shopping malls.
Dominique Strauss-Kahn, managing di-
rector of the International Monetary Fund
(IMF), said recently that “the recovery goes
faster than expected.” Wen now appears
prophetic, as China is expected to meet,
or even exceed, his bold prediction of a
year ago. The recessions in the world’s big-
gest economies, including the U.S,, Japan
and Germany, have ended. Even some of
the worst-hit are showing signs of life.
Taiwan's chip fabs and LCD factories are
hummingagain after theisland’seconomy
experienced record quarterly GDP contrac-
tions at the height of the crisis.

Of course, the perfect storm that struck
the world economy in 2008 is not yet over.
Many of the conversations in Davos this
year will concentrate not on the elements
of recovery but on the risks that lie ahead.
But it would be surprising if the delegates
did not also concern themselves with two
other matters, linked to but distinct from
the recession: a change in the intellectual
climate in which the global economy oper-
ates, and the geopolitical consequences of
the crisis and recession.

Walking a Tightrope

IN STRICTLY ECONOMIC TERMS, IT'S NOT
hard to display a snapshot of where things
stand now. After declining an estimated

Poised and ready [n glearming
Shanghai, above, and elsewhere
in Asia, millions of potential
new consumers may buoy the
global economy

Policymakers

have cast doubt

on the central
justification for
financial capitalism:
that it assists those
who work in the
‘real’ economy

2.2% in 200g, the global economy is pro-
jected to expand 2.7% in 2010, according to
the World Bank. But recoveryis fragile. Ex-
cess capacity continues to dampen expecta-
tions of growth, and the unemployment
crisis in the Western world-—especially
in the U.5.—is likely to get worse before
it gets better. The debt overhang from the
boom years of the mid-2o00s is still there.
A recent study by the McKinsey Global
Institute analyzed previous periods of
deleveraging and found that they often
take six to seven years to play out. Charles
Roxburgh, the London-based director of the
institute, says that in the current crisis “the
process is only just starting or is about to
start,” which means the world is potential-
ly facing “a several-year period where the
deleveraging process will act as a drag on
GDP growth.” “The worst of the downturn
may well be over,” Roxburgh adds, “but the
impact of this crisis is not over yet.”

That’s why many economists harbor
serious concerns about the strength of
the recovery. Stephen Roach, chairman
of Morgan Stanley Asia, has maintained
thatthe deleveraging of the U.S. consumer
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will continue to weigh on global growth.
He figures that the bursting of the hous-
ing bubble, combined with the recession’s
shock to employment, will reduce trend
growth in real consumption in the U.S. to
1.5% t0 2% over the next three to five years,
compared to 4% in the precrisis decade.
As a result of such headwinds, Roach
forecasts the global economy will experi-
ence “the weakest recovery of the modern
era,” as he wrote in a recent report, with
trend growth of world GDP at about 2.5%
on average over the next three years. Such
an anemic recovery, Roach argues, is close
to the “stall speed” for the world economy,
making it more susceptible to a double-dip
recession—which even Strauss-Kahn of
the IMF does not rule out.

The uncertainty about the rebound is
complicating the most pressing single issue
facing policymakers today: how and when
to exit from the stimulus measures govern-
ments employed during the downturn.
Getting it wrong could be disastrous. Pull
back too soom, before the private sector has
regained its muscle, and economies could
tumble back into recession. Wait too long,

andyourisk fueling inflation or asset-price
bubbles that could burst down the line.
Making matters more complex are the diver-
gentways in which economiesare emerging
from the recession. China, worried about
inflation and a property bubble, hasalready
begun scaling back its easy-money policies,
while Japan, where the main concern is
deflation, may require even easier money.
Australia has hiked its benchmark interest
ratethree times, while the US.ismullinga
second stimulus package.

‘Whatever the underlying conditions of
the world economy, the stimulus will have
to end at some point. When that’s done,
attention will surely turn to the rapidly
deteriorating position of public finances,
as governments struggle to fund bank bail-
outs and stimulus programs even as the re-
cession eats into tax revenues. From Greece
tothe U.S,, from Britain to Spain, economies
face years of fiscal deficits, the unwinding
of which will just add to the sense that the
recovery from the Great Recession will be
long and slow. We are notover thisyet.

Paradigm Shift

A PURELY ECONOMIC ANALYSIS OF THE
nature of the crisis, and the recovery, is,
however, only part of the story. Just as im-
portant for the future is a change in the
context in which the global economy is
now discussed.

It is now more than 20 years since Tom
Wolfe coined the phrase “masters of the
universe” for the Wall Street wizards he
celebrated and satirized in his novel The
Bonfire of the Vanities, and since Michael
Lewis detailed the workings of the Street
(to those for whom it had otherwise been
a mystery) in his nonfiction book Liar’s
Poker. For all that time, the global econo-
my has been shaped by a set of coherent
behaviors and beliefs about the virtues
of financial capitalism—among them
the ideas that markets efficiently price
risk; that innovation in financial markets
benefits the broader economy and indeed
makes it more stable rather than more
prone to crisis; that light-touch regulation
of such markets is best; and, not least, that
those economies that pursue such poli-
cies will prosper more than those that do
not. Along the way, the financial-services
industry became the defining sector of
modern capitalism, appropriating an ex-
traordinary proportion of available high-
powered human capital—and making
many of those who worked in the industry

Looking Up

Trade and growth are rebounding
after gut-wrenching plunges at the
height of the financial crisis
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notjust rich beyond the drearns of avarice,
but the heroes of the age.

This worldview hasbeen challenged by
the financial crisis and the Great Reces-
ston. In the past few years, a series of aca-
demic papers and books—one of the most
rightfully praised, The Myth of the Rational
Market, by TIME’s own Justin Fox-—have
punctured the intellectual basis on which
the explosion of the financial-services
industry’s innovations rested. But more
than that, in the past few months a series
of policymakers have cast doubt on the
central justification for financial capital-
ismu: the belief that it assists those who
work in what used to be called the “real”
economy, not just those lucky enough to
work for investment banks.

The trend began with a remarkable
roundtable interview that the British
magazine Prospect conducted last August
with Adair Turner, the chairman of Brit-
ain’s Financial Services Authority. Turner
noted that the financial crisis of 2008
amounted to“afairly complete train wreck
of a predominant theory of economics and
finance”—the idea, as he put it, that “more
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markets are always better.” But beyond
that, Turner went on to challenge the
very idea that 20 years of innovation in
finance—securitization, derivatives and
the alphabet soup of securities that turned
out to be either riskier than thought, or for
which there were no liquid markets—had
done the world much good. “The fact that
the financial-services sector can grow to be
largerthan is socially optimal,” said Turner,
“isakeyinsight.” And if you had missed the
point, he continued with the observation
that some financial innovation amounted
to nothing more than “socially useless ac-
tivity” Where Turner led, Paul Volcker, the
revered chairman of the Fed from 1979 to
1987, was quick to follow. “I wish somebody
would give me some shred of evidence link-
ing financial innovation with a benefit to
the economy,” he told a Wall Street Journal
conference in November, going on to say
that his favorite such innovation of the
past 25 years wasnota CDO orajunk bond
but the humble ATM.

In nations around the world—but espe-
cially in the U.S. and Europe—this intel-
lectual assault on financial capitalism is
already bearing fruit. Regulators and leg-
islatures are grappling with ways of recast-
ingregulatory regimesso that the financial
system continues to provide those flows of
capital without which innovation is impos-
sible—what has been called the “utility”
aspect of a financial system—while control-
ling the overleveraged risk-taking that can
bring a whole economy crashing down. As
current Fed Chairman Ben Bernanke told
TimE in December, “We do need to have an
effective, comprehensive financial regula-
tory system that will essentially allow us
to tame the beast so that it provides the
benefits, the growth and development,
without creating these kinds of crisis,”

A New Landscape

GOOD LUCK WITH THAT, MR. CHAIRMAN,
Given the lobbying resources that Wall
Street can deploy in Washington—and the
difficulty of geiting any comprehenstve re-
form of anything through an increasingly
dysfunctional American political system—
the prospect that a shift in the intellectual
climate will lead to meaningful regulatory
change is far from assured. We have, after
all, been here before. In 1997-98, the time of
the Asian financial crisis, Russia's default
and the collapse of Long Term Capital Man-
agement, the quintessential highly lever-
aged, efficient-market-hypothesis hedge

fund, there was a similar intellectual
backlash against market fundamental-
ism. It delayed a new wave of risky inno-
vation in financial markets, by, oh, at least
a few weeks.

Yet there isa crucial difference between
the late 19905 and the present. In the earlier
financial crisis, the source of the world’s
economic problem was widely thought
to lie in the developing economies—in
Southeast Asian nations whose supposed
economic growth had masked a “crony
capitalism,” in a Russia that could no lon-
ger pay its debts, The U.S,, at the height

itis not just the

U.S. economy and
storied U.S. financial
institutions that have
been humbled; it

is an American way
of thinking about

the world

of the long Clinton-era boom, was (as—
remember’—the French used to say at the
time) the world’s hyperpower. It was U.S.
action—the willingness of Americans to
actas consumersoflast resort—that would,
and indeed, did, pull the world away from
the risk of global meltdown.

That is not remotely how things look
now. First, the origins of the financial cri-
sis lie in the U.S, it was Americans who
dreamed up the mathematical models that
supposedly proved the efficient-market
hypothesis, Americans who preached to
the world the virtues of lighttouch regu-
lation of financial markets. Second, the
American consumer, desperately rebuild-
ing domestic balance sheets after gorging
on debt for a generation, is tapped out, in
no shape to carry the burden of global eco-
nomic recovery. And third, it is not devel-
oping Asia that stands as the exemplar of
economic policymaking gone wrong, as it
did in r9g7; on the contrary, itisdeveloping
Asia—Chinaand India especially—that is
leading the world into recovery.

That is why the crisis of 2008 and the |

Great Recession is more than an economic

phenomenon with its roots in an interest-

ing moment in intellectual history. Itis a
geopoliticaleventof profound significance.
It is not just the U.S. economy and storied
U.S, financial institutions that have been
humbled; it is an American way of think-
ing about the world. And that will have—
has already had—consequences. “In the
short term,” said Lee Kuan Yew, Minister
Mentor of Singapore, last November, “I'm
certain that what’s happened will acceler-
ate the shift of economic weight {rom the
Atlantic to the Pacific.”

The U.S., it bears reminding ourselves, |

is by far the world’s largest, most open
and most innovative economy. Any list
of the companies most likely to shape
society in the next generation would be
dominated by American ones. Western
Europe remains the most populous region
of peace and widely shared prosperity in
the world. Asia’s continued success is not
assured. India faces enormous problems
over the next generation: relieving dire
poverty, improving a barely functioning
education system, building a modern in-
frastructure. China's astonishing growth
in the past year has been fueled by a cen-

tral government that has forced banks to !

lend money to enterprises like a drunken
sailor. Morgan Stanley’s Roach figures
that 95% of China’s GDP growth in the
first three quarters of 2009 was from fixed
investment, a sign that China’s economy
is still led by investment, not consump-
tion. Itis only when the Chinese consumer

starts spending more, and the U.S. onesav-
ing more (the latter, it should be noted, is .

already happening) that the imbalances
in the global economy will start to even
themselves out.

Yet a shift in world economic and po-

litical power since the crisis took hold in !

2008 is already apparent. It can be seen in
the way that the G-20, including represen-
tatives of the developing economies, has
supplanted the G-8 as the primary forum
for discussion of global economic issues;
in the new confidence that developing na-
tions bring to debates on everything from
climate change to global economic policy.
Theworld really haschanged since thelast
time Davos devotees made their way up
the mountain. You would not expect it in
Switzerland, but those green shoots under
the snow of the Graubunden might just
turn out te be bamboo. ]
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Big Cit
Shgakegut

In 2008, TIME explored the ways

in which “Nylonkong”—the

three linked cities of New York,

London and Hong Kong—defined

globalization. How has Nylonkong
ared in the Great Recession?

New York
Wall Street
may have lost
the swagger
of the boom
years, but the
Big Apple still
has a lot to
boast about

AS THE POET SAID: “IT 1S NOT
now as it hath been of yore.”
Merrill Lynch—original
address, back in 1914, 7 Wall
Street,and you can’t get

more New York blue-blooded
than that-—is now owned

by a bank headquartered in
Charlotte, N.C. The huge neon
video screens that used to pro-
claim the charms of Lehman
Brothers at the corner of soth
Street and Seventh Avenue
are now Barclays Capital

blue. Bear Stearns? Gone.
Citi? Humbled. Sure there are
survivors—Goldman Sachs,
JPMorgan Chase, Morgan
Stanley among them, and
pretty well they are doing.

Helluva town New York’s poor and middle class have been hit hard, but workers inits)

But buffeted by congressional
inquiries and populist cable
TV motormouths, fending off
pressure for tougher regula-
tory regimes and having to
justify their compensation
practices over and over and
over again, even the biggest
beasts in the New York City
jungle can sound a little
defensive these days.

Still, here’s the headline for
the city that thinks of itself
as the financial capital of the
world: It could have been a lot
worse. New York was hit hard
by the financial ¢crisis and the
Great Recession. But on the
whole, the city has proved re-
silient—and by more than one

measure, 1t’s on its way back.

Unemployment—in com-
men with the whole of the
U.S. economy—is not one of
those buoyant indicators. In
February 2co8, the high point
of the employment cycle,
there were 170,000 New York-
ersout of work, at an unem-
ployment rate of just 4.4%. By
September last year, the raw
nurmnber of unemployed had
soared to 413,000, and the rate
was 10.3%, though it fell back
alittle in November.

About 40,000 of those lost
jobs were on the Street. In Au-
gust 2008, just before Lehman
collapsed, the finance and
insurance sector in the city

XNU3d NYWHON NIWYIN2D
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i in its financial industry have been relatively unscathed

515

Stalled construction
projects in New York

Source: NY Buikding Congrass

City as of Nov. 2009.
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employed 351,000 people. That
had declined to 313,000—a
drop of 11%—by October
2009, New York has drawn on
an $11 million “national emer-
gency grant” to help laid-off
denizens of Wall Street transi-
tion into new fields, such as
education or health care. But
despite all the schadenfreude-
larded headlines devoted

to bankers’ woes, the city's
elite has done comparatively
well. The worst job numbers
have not been uptown orin
the manicured suburbs of
Westchester County, where
the lawyers, brokers and
bankers live. On the Upper
East Side, in the depths of the

recession in third-quarter
2009, unemployment hovered
around just 5%, while at the
same time in East New York,

a predominantly African-
American Brooklyn neighbor-
hood, it neared 20%.

Despite the pain, though,
the things that make New
York, New York—its nightlife,
its cultural scene—have fared
pretty well. Yes, according to
Zagat’s 2010 New York City
Restaurant survey, New York-
ers reported eating out just
three times a week in zoog,
compared with 3.3 times a
week the year before, Some
41% say they dine at cheaper
establishments, and 19% are

limiting their mealtime alco-
hol intake. The abstemious-
ness has had its consequences:
the landmark Tavern on the
Green restaurant in Central
Park—the country’s top-
grossing eatery as recently

as zo07—closed its doors on
New Year's Eve after 75 years.
But more restaurants opened
than closed from September
2008 to September 2009. And
the relatively hard times may
even have done something to
improve New Yorkers' man-
ners: 38% of diners say they
now feel “more appreciated”
when going cut to eat than
they did in better times.

Attendance at pricey Broad-
way shows dropped, with
summer theater attendance
falling 9.3% from 2008 levels,
to 3.3 million. But traffic at
museums, which offer fami-
lies a cheaper way of enjoy-
ing the city, was robust. The
Museum of Modern Art—one
of the city’s priciest, at $20
a ticket—drew 2.8 million
visitors from June 2008 to June
2009, notching the best year
inits 8o-year history, and its
membership swelled to a re-
cord 120,000, The Guggenheim
Museum, meanwhile, broke
its 2008 attendance record of
just above a million visitors,
and mounted its best-attended
show in history: a Frank Lloyd
Wright retrospective that
drew 372,00c people.

Alltold, employment in
the arts and entertainment
sector—which for many
people defines New York just
as much as Wall Street does-——
dropped from 71,c00 to 64,000
between the summer of
2008 and February 2009,
though it has rebounded
since. There are nearly 30%
more people emploved in the
city’s entertainment sector
today than there were at the
height of the Clinton boom
in the late 1990s.

With all the arty date
possibilities, is it any wonder
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that last July, Forbes magazine
voted New York the top U.S.
city for singles? So long as
they have jobs, those singles
make up one group which
has done well from the down-
turn. Young people on low
salaries, the kind who in vears
past have often jumped ship
to Brocklyn and Queensin
search of cheaper digs, got
achance to stay in Manhat-
tan. In the fourth quarter of
200g, median Manhattan
apartment rents were down
9.4% from a yearearlier, and
istand neighbarhoods such
as Chinatown and Hell's
Kitchen gave outer borough
locations like Bushwick and
Astoria a run for their money
as the up-and-coming spots
for hipsters. (Meanwhilein
Greenwich, Conn., home of
the hedge funds, house prices
dropped 15.9% between fall
2008 and z009—though you
still needed $1.68m tobuy a
median home there)
Tourists, too, saw the
bargains to be had. Despite
dismal forecasts, in 2009 New
York City was the top U.S.
tourism destination for the
first time since 1990.(The av-
erage hotel room cost $70 less
than it had the year before.)
Once in town, visitors
could get into that classic New
York act of the haggle, which
came back into style; one
woman reported bargaining a
$260 cashmere sweater down
to $100 at Bloomingdale’s. And
they could rejoice in the fact
that in 2009, one correlation
often seen in past downturns
did not come to pass; the econ-
omy turned down, but crime
did not go up. Astonishingly,
in 2009, there were fewer mur-
ders (466) in the city thanin
any year since reliable records
were first kept in 1963. Has
the crisis turned New York in-
to arun-down, crime-ridden,
poor, no-fun shadow of itself?
Fuhgeddaboudit. —sy LaurA
FITZPATRICK/NEW YORK CITY

! Rain check London’s place as one of the most important financial hubs in the world will remain, despite the recent ¢

'London

. The City was
“always going
to lose ground
to Asia. Still,
London is not

| as broken as
 doomsayers

i make out
|
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FOR MORE THAN 800 YEARS,
the church of St. Helens in
London’s Bishopsgate has of-
fered spiritual solace to those
in need. Today, enveloped by
the City, as London’s financial
quarter is known, St. Helen’s
has never seemed more like
asanctuary. As bankers lost
their shirts amid the financial
crisis, “We had individuals
just walk in and say, ‘My life’s
amess, I don't know how 'm
going to cope,’” says the Rev.
Mark O'Donoghue, once a
City lawyer but now a minis-
ter at St. Helen’s.

With faith in finance at
an all-time low, the clamor to
put things right in the City is
under way. As a crucial hub in
the global financial system,
Britain's financial-services
industry has won itself few
admirersin recent months.
Undercapitalized and over-
extended before the crisis,
once proud banks such as
Royal Bank of Scotland (RBS)
have been largely national-
ized. The City's reputation for

lighttouch regulation now
haunts it. Britain's economy,
far too reliant on finance in
recent years, contracted by an
estimated 4.5% last year.

With politicians and regu-
lators eager to restore order,
the market in suggestions for
how the City should emerge
from the crisis is buoyant.
“It's important we don't get
bogged down with, ‘Oh my
God, it’s all over!”” says John
Griffith-Jones, chairman of
KPMG in the U.K. “As opposed
to, ‘0.K,, that wasn't our finest
hour, but bloody hell, we've
gripped the issues.’” So how
will London emerge from its
toughest test in decades?

The City didn’t cause the
crisis; nor is it the only finan-
cial center tarnished. Butas
arguably the most interna-
tionally focused of the world's
financial capitals, London has
suffered an outsize share of
the pain.

Selfinflicted injuries
made things much worse.
Debt-fueled growth meant
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Mt economic storm

some British banks quickly
found themselves in a fund-
ing pickle as credit markets
seized up. Others admitted to
enormous trading losses. All
told, taxpayers have stumped
up $1.4 trillion in support for
Britain’s banks since the crisis
began. Some 60,c00 financial-
services jobs have been lost.
Guarding against a repeat
means tightening the rules
that banks piay by. Gone is the
featherlight supervision of the
Financial Services Authority
(FSA), Britain's regulator. In
its place, banks now expect
far more rigorous scrutiny
of their business models—
and the extent to which they
export risk to the rest of the
financial systern. While hold-
ing more capital and trustier
assets should make banks less
risky, it could also make for
less money to pass around.
“There will be a smaller bank-
ing sector,” says julian Franks,
a finance professor at the Lon-
don Business School. “And it’s
probably a good thing.”

Much more contentious:
regulating future pay for
bankers. The FSA's get-tough
approach includes moves
to stop bankers’ rewards
from encouraging excessive
risk-taking. And the British
government has gone further,
last month unveiling a new
50% tax on bonuses over
roughly $40,000—adding
to plans for a higher rate of
income tax on those earning
more than $245,000 a year.

The bonus levy has stirred
threats of an exodus from
London. Tullett Prebon, a
major brokerage, saiditwould
help staff eager to relocate
to places with “more certain
taxation regimes”; Goldman
Sachs began a review of its
London operations, in part
because of the new tax. Swiss
authorities have hosted sev-
eral seminars in London on
the good life in Zurich and
Zug. New York City Mayor
Michael Bloomberg hailed the
British levy last month as “an
opportunity to... bring those

190,000

Drop in daily journeys
on the Tube in 2009, a
6.4% decrease.

Sauree: Transport for London

companies here.”

Inevitably, some workers
will move. Still, few right
now could confidently pre-
dict a race to Heathrow (if
you could race there, which,
given London's awful traffie,
you can't.) The real worry for
London is the insidious effect
of such changes. “If carbon-
trading took off, where would
its HQ go?” says KPMG boss
Griffith-Jones. “It’s not so
much what they'll take away

[from London], but what
won't come here”

No one in London wants
to lose a penny of business,
but doing so hardly means
the end of the City. London
still has a lot going forit. Its
location midway between
the U.S. and Asia, flexible em-
ployment laws and its use of
English all act as a long-term
hedge against the impact of
temporary taxes. Then there’s
the invisible infrastructure
of the Big Smoke; the City is
horme to three of the world's
top four law firms, countless
insurance houses, accoun-
tants, consultants, skilled sec-
retaries and good schools.

All of this explains why
about half of Europe’s invest-
ment-banking activity takes
place in the City, and why it
is still a world leader in cross-
border lending. As Deutsche
Bank CEOJosef Ackermann
told the Financial Timesin De-
cember. “London is a very at-
tractive place to do business.”

The truth is, the biggest
threat to the City’s status has
little to do with the financial
meltdown. The more that
emerging economies like
China and Brazil grow, the
more their domestic stock and
bond markets will expand. In
the past, London picked up
lots of that lucrative emerging
market business. In the fu-
ture, “as the Asian economies
in particular mature, more
international business will
be settled out of there than
out of London,” says author
Philip Augar. “There will be a
gradual loss of market share
for the City.”

To the bankers march-
ing past London’s St. Helen’s
one recent lunchtime, that
message seems to have been
carried in the wind. Above
its narrow bell tower, the
church’s weather vane held
steady in a chilly wind. Its
direction: steadfastly south.
—BY ADAM SMITH/LONDON

Hong Kong
Asia’s
financial
capital is
benefiting
from China’s
rise. It shouid
guard against
complacency

JENNIFER FALCO HAD
dreamed of a career in high
finance, though she neverex-
pected that dream to take her
to Hong Kong. The 28-year-old
American quit her Wall Street
job to get an M.B.A. in Milan,
then headed to London. But
with the financial crisis set-
ting in, there was no full-time
job to be had. Aftera short
stint at Goldman Sachs, her
boss gave her some valuable
advice: “Go East, young wom-
an.” So Falco packed up and
moved to Hong Kong, where
she found an internship in
equity finance at HSBC in
September 2008 that later
became a permanent position.
“There’s a lot of hiring now.

! Business is picking up,” Falco

says. “People are like, let’s
move to Asia and see what
we can do.”

With good reason. Hong
Kong is benefiting at the ex-
pense of its Western rivals.
‘While New York and London
suffered through bank fail-
ures, controversial govern-
ment bailouts and large-scale
job losses, Hong Kong’s stature
as a capital of world finance
hasbeen enhanced by the lure
of continued big deals and big
money in a fast-rising Asia.
Initial public offerings on
Hong Kong's stock exchanges
raked in over $31 billion in
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z009—mmore than the markets
in New York and London
combined, according to Price-
waterhouseCoopers. Even
more importantly, the attitude
of Hong Kong's politicians and
regulators towards its finan-
ciers is more supportive than
in the West. There’s no talk
here of confiscatory penalties
on bonuses or extra taxes, and
no public hearings on the evil-
doings of big finance. “There
have never been economic
and political conditions as
favorable as they are today to
take a much more advantaged
position against New York and
London, when they’re down
and we’re up,” says Benjamin
Hung, CEO of Standard Char-
tered Bank in Hong Kong. “It’s
the chance of a lifetime”

Hong Kong's biggest edge
is its special relationship with
China. Shanghai may domi-
nate the country’s domestic
financial industry, but Hong
Kong is still China’s premier
international finance center.
That crucial role helped Hong
Kong piggyback on China's
performance last year. Hong
Kong’s stock market was
buoyed by Chinese firms tap-
ping foreign investors, as well
as international companies
looking to list China-linked
assets. American gaming
giants Wynn Resorts and Las
Vegas Sands completed IPOs
of their Macau operations in
Hong Kong, raising a com-
bined $4.3 billion.

Now Hong Kong has a
front-row seat for one of the
next waves of financial glo-
balization—the emergence
of the developing world onto
the stage of international
finance. For the past decade,
Beijing’s leaders have looked
first to Hong Kong when test-
ing financial reform, seeking
global expertise or reach-
ing out to the international
investor community. That
policy looks set to continue.
“Hong Kong,” says Richard

P -
Pl -

Vuylsteke, president of Hong
Kong’s American Chamber of
Commerce, “is now the logi-
cal gateway for investment
out of China.”

The potentialcan be seen
in the city’s burgeoning busi-
ness in China’s currency, the
renminbi (or RMB). Beijing’s
leaders are experimenting in
Hong Kong with the liberaliza-
tion of its tightly controlled
currency, with the eventual
goal of making it more widely
used in international finance
and trade. Hong Kong banks
have amassed $8.4 billionin
RMB-denominated deposits
since 2004, after they became
the first financial firms outside
mainland China that Beijing
allowed to offer RMB accounts,
credit cards and other services.
Last September, the govern-
ment chose Hong Kong to offer
its first international RMB-de-
nominated sovereign bond. Tse
Kwok-feung, head of economic
research at the Bank of China
in Hong Kong, says that the
RMB business “is a new driver
that gives new momentum to
the Hong Kong financial sector
going forward.”

Bright lights Hong Kong sees opportunity in other cities’ crises

The world's bankers are
taking notice. One of the key
ways in which Hong Kong
appears to be benefiting from
its robust outlook is an inflow
of expertise—the lifeblood
of a finance center’s competi-
tiveness. Hung of Standard
Chartered says that the bank
was able to lure top-notch tal-
ent to Hong Kong due to the
severe impact of the financial
crisis on the West. While the
Western money capitals have
witnessed tens of thousands
of job losses, the number of
people employed in finance
and insurance in Hong Kong
dipped only slightly in late
2008, then began to recover
last year. More importantly,

$31.3...

Money raised in IPOs
in Hong Kong in 2009.

Source Pricewatarhouselnopers

Hong Kong, with low taxes, a
pleasant lifestyle and strong
business opportunities, is
becoming more desirable

for many than New York or
London. Instead of just a brief
résumé-building stop on the
way to Wall Street or the City,
bankers are beginning to con-
sider the Asian hub as a base
for long-term careers. “People
see Hong Kong as a spring-
board to participate in the
Asian growth story,” says Kel-
ly Driscoll, senior managing
director at State Street Global

Advisors in Hong Kong. “With

the prospects herein Asia and
Hong Kong, thisis the place to
bein coming years.”

Credit Suisse, for example,
has brought several senior
bankers into its Hong Kong
operations. But the city’s most
notable new resident is HSBC
CEO Michael Geoghegan,
who is relocating from the
megabank’s headquartersin
London to Hong Kong, The
move “further positions the
Group for the shift in the
world’s center of economic
gravity from west to east,”
HSBC said in a statement.

To keep capitalizing on
that seismic shift, however,
Hong Kong still kas work to
do. Though strong in equities
and currencies, Hong Kong’s
finance industry is weakerin
other important segments,
such as bonds and commodi-
ties. And Hong Kong has to
guard against counting on
China alene, no matter how
bright its outlook may be. For
more than 150 years, Hong
Kong hasexcelled at linking
China to the outside. Now its
financial industry must con-
tinue to find new ways to doso,
if it wishes to lead the next de-
velopments in global finance.
“Hong Kong cannot just look
up to the north,” says Hung of
Standard Chartered. “It hasto
remain connected to the rest
of the world.” —BY MICHAEL
SCHUMAN/HONG KONG [ ]
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The Curious Capitalist

®

Justin

Statistophobia. We are besieged by a
blizzard of often contradictory economic
data. Is there any escape? Probably not

THE MONTH OF [ANUARY OFFERED THOSE
who track the ups and downs of the U.S.
economy ¢z significant data releases

and announcerments to digest. That’s
according to a calendar compiled by

the investment bank UBS, The number
doesn’t include corporate earnings, data
from abroad or informal indicators like,
say, cardboard prices (a favorite of Alan
Greenspan’s back in the day).

It was not always thus. “One reads
with dismay of Presidents Hoover and
then Roosevelt designing policies to
combat the Great Depression of the 1930s
on the basis of such sketchy data as stock
price indices, freight car loadings, and
incomplete indices of industrial produc-
tion,” writes the University of North
Carolina's Richard Froyen in his macro-
economics textbook.

But that was then. The Depression
inspired the creation of new measures
like gross domestic product. (It was gross
national product back in those days, but

! the basicidea is the same.) Wartime plan-

ning needs and advances in statistical
techniques led to another big round of
data improvements in the 1940s. And in
recent decades, private firms and associa-
tions aiming to serve the investment
community have added lots of reports
and indexes of their own.

Taken as a whole, this profusion of
datasurely has increased our under-
standing of the economy and its ebb and
flow. It doesn’t seem to have made us any
better at predicting the future, though;
perhaps that would be too much to ask.

The profusion of data
surely has increased
our understanding of
the economy. It doesn’t
seem to have made us
any bhetter at predicting
the future, though

But what is troubling at a time like this,
with the economy on everyone’s mind, is
how misleading many economic indica-

, tors can be about the present.

Consider GDP. In October, the Com-
merce Department announced—to
rejoicing in the media, on Wall Street and
in the White House—that the economy
had grown at a 3.5% annual pace in the
third quarter. By late Decernber, GDP had

. been revised downward to a less impres-
i sive 2.2%, and revisions to come could
' ratchet it down even more (or revise it

back up). The first fourth-quarter GDP
estimate comes out Jan. 29. Some are say-
ing it could top 5%. If it does, should we
really believe it?

Ortake jobs. In early December, the
Labor Department’s monthly report sur-
prised on the upside—and brought lots
of upbeat headlines—with employers re-
porting only 11,000 jobs lost and the un-
employment rate dropping from 10.2%
to 10%. A month later, the surprise was
inthe other direction—unemployment
had held steady, but emplovyers reported
85,000 fewer jobs. Suddenly the headlines
were downbeat, and pundits were pon-
tificating about the political implications
of a stalled labor market. Chances are, the

- disparity between the two reports was

Extra Money
To read Justin Fox's daily
take on business and the
economy, go to time.com/
curiouscapitalist

mostly statistical noise. Those who read
great meaning into either were deceiving
themselves. It's a classic case of informa-
tion overload making it harder to see the
trends and patterns that matter. In other
words, we might be better off payingless
{or at least less frequent) attention to data.

With that in mind, { asked a few of my
favorite economic forecasters to name

an indicator or two that I could afford

to start ignoring. Three said they dis-
regarded the index of leading indicators,
originally devised at the Commerce
Department but now compiled by the
Conference Board, a business group. Fore-
casters want new hard data, and the
index “consists entirely of already
released information and the Con-
ference Board's forecasts,” says Jan
Hatzius of Goldman Sachs. (The
leading-indicators index topped
asimilar survey by the Chicago
T¥ibune in 2005, it turns out.) The
monthly employment estimate put
out by payroll-service firm ADP got
two demerits, mainly because it
doesn’t do a great job of predicting
the Labor Department employment
numbers that are released two days
later. And consumer-sentiment
indexes, which offer the tantalizing
prospect of predicting future spend-
ing patterns but often function
more like an echo chamber, got the
thumbs-down from two more forecasters.

The thing is, [ already ignore all these
(relatively minor)indicators. [ had been
hoping tolearn I could skip GDP or the
employment report. I should have known
that professional forecasters wouldn't
forgo real data. As Mark Zandi of Moody’s
Economy.com put it in an e-mail, “I cher-
ish all economic indicators.”

Most of us aren’t professional fore-
casters. What should we make of the
cacophony of monthly and weekly data?
The obvious advice is to focus on trends
and ignore the noise, But the most im-
portant economic moments come when
trends reverse—when what appears to
be noise is really a sign that the world
has changed. Which is why, in these un-
certain times, we jump whenever a new
economic number comes out. Even one
that will be revised in a month. ]
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The China Fix

Why the Google controversy is a tipping
point for foreign businesses in China

BY JAMES MCGREGOR

seldom seen the foreign business community more

angry and disillusioned than it is today. Such senti-
ment goes beyond the Internet censorship and cyber-
spying that led to Google’s Jan. 12 threat to bail out
of China, or the clash of values {freedom vs. control)
implied by the Google case. It is about the perception
that antiforeign attitudes and policies in China have
been growing and hardening since the global economic
crisis pushed the U.S. and Europe into a tailspin and
launched China to its very uncomfortabie stardom on
the world stage.

Visiting CEOs’ banquet-table chatter is now dominat-
ed by swapping tales of arrogant and insolent Chinese
bureaucrats and business
partners. The litany includes
purposefully inconsistent
and nontransparent enforce-
ment of regulations, ram-
pant intellectual property
theft, state penetration of
multinationals through
union and Communist Party
organizations, blatant mar-
ket impediments through
rigged product standards and
testing, politicized courts
and agencies that almost
always favor local compa-

IN MY MORE THAN TWO DECADES IN CHINA, 1 HAVE

The information age Younyg Chinese Netizens in Beljing

status threw off the meticulous national development
schedules carefully crafted by the risk-averse and
surprise-allergic engineers who run the Party.

The pressures on Chinese President Hu [intao and
Premier Wen Jiabao are overwhelming. They are white-
knuckling their way through their final two years in of-
fice, focusing on 8% or higher growth and crushing any
dissent that could derail it. The Chinese people are gen-
erally pretty happy, but the Party leadership is terrified
of their cutsized expectations. People under age 40, the
progeny of the one-child policy, didn't live through Mao-
ist poverty and upheaval. They are pampered, impatient
and demanding. They consider exponential growth as
a basic benchmark of life, and access to information to
be a civil right. China’s rich
are pawerful opponents of
further reform and opening.
They made money the local
way and are determined to
block foreign competition so
this can continue.

In their spare time, Chi-
na’s leaders are reaching un-
der the carpet to tackle the
country’s endemic corrup-
tion, epidemic pollution, ema-
ciated health care, shredded
social services, entrenched
industrial overcapacity and

nies, creative and selective
enforcement of WTO requirements ... The list goes on.
The foreign business community in China has deep
respect and affection for the Chinese people and their
hard-earned success. But more than a few foreign busi-
ness leaders are asking themselves if they have been
bamboozled by the system. Multinationals have been
solid citizens in China, handing over heaps of capital,
technology, training, source code, best practices and
proprietary products to joint-venture partners they were
forced into bed with. They have funded schools, orphan-
ages, disaster reconstruction, overseas scholarships and
all manner of poverty-alleviation programs. But now
that the China market matters more to them, it appears
that China couldn't care less. Increasingly difficult
China-market access is the immediate worry. But many
are looking ahead and losing sleep over expectations
that their onetime partners are morphing into preda-
tors—and that their own technology and know-how
will be coming back at them globally in the form of cut-
price products from subsidized state-owned behemoths,
Atthe same time, I have also seldom seen the Chinese
government and business community more unsettled
and uncertain. Theirs is an arrogance borne of insecurity.
The global financial chaos and China’s rocketing global

swiftly aging population, to
name a few. They have little remaining bandwidth, and
no experience or desire to be the visionary and magnani-
mous world leaders who can look beyond China's own
often desperate needs that the world wants them to be,
So both Chinese and non-Chinese have legitimate
challenges and understandable phobias. Google is just
a proxy in this intensifying dispute. It's really about re-
balancing the economic and political dynamic between
China and the developed world, with the U.S. asthe key
negotiator for the West. It won't be easy. China and the
U.S. are past masters at blaming their domestic policy fail-
ings on outsiders. Finger-pointing politicians and chest-
beating nationalists in the two nations will make rational
discussion nearly impossible. Yet it is time forleaders
on both sides of the Pacific to lift their heads above aver-
whelming domestic concerns and fix China’s deteriorat-
ing relationship with foreign business and the developed
world before things get out of control. One thing’s certain:
they won't find the answers through Google. u

McGregor, a senior counselor for APCO Worldwide, is a
former chaivman of the American Chamber of Commerce in
China and author of One Billion Customers: Lessons from
the Front Lines of Doing Business in China
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' and business heads gather in Davos,

' TIME’s Board of Economists searches for

' signs of life in the global economy
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INSIDE

No matter what the dispute,
uiet backroom diplomacy is
the only way to deal with the
rulers in Beijing

BILL POWELL ON GOOGLE’S FIGHT WITH CHINA

-—Big questions ichacl

e Pl comter; editor of
Tive International,

clrivs oy pancl of
cconamisly

BY BARBARA KIVIAT/DAVOS

COULD IT BE TIME TO
WORLD exhale? Cautious opti-
ECONOMIC mism about the state
FQRUM o the global economy
pervaded conversation

at the annual meeting of the World Eco-
nomic Forum, the gathering of financial
and political élite in snowy Davos, Swit-
zerland. On the eve of the conference, Brit-
ain announced that it had officially (and
finally) followed France, Germany, Japan

i Photographs by Eric Bouvet—V!l Network for TIME

and the U.S. out of recession with positive
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. ‘2010 will be a very

' impressive year

. for Asian countries.

' China’s GDP will

i exceed that of Japan,
definitely.’

—HEIZ0 TAKENAKA, KEIO
UNIVERSITY, JAPAN

growth in the last three months of z00g.
The same day, the International Monetary
Fund raised its forecast for global expan-
sion in 2010 to 3.9%. There was, it seemed,
plenty of reason to dare to breathe easier.
But at the opening morning Davos
session of TiME's Board of Economists, it
was plain that nobody was ready to say
the global economy was out of the woods.
Participants looked to the future with
hope and enthusiasm very much kept
in check, The worst of the financial cri-
sis and the global recession may be over;
but they have left a painful and troubling
legacy, and there are still large uncertain-
ties about how the global economy will
develop. Among them: whether emerging
economies can truly shoulder the burden
of recovery; how reformof financial-sector
and banking regulation wil! take shape;
and the ramifications (both economic and
poiitical} of continued high unemploy-

‘I've had
conversations with
senior bankers who
said, “We didn’t
suffer enough pain.
We did wrong but we
didn’t get punished.”’
—ARIF NAQVI, CEQ OF

INVESTMENT FIRM ABRAA]J
CAPITAL

ment, especially in the U.S.

The discussion kicked off with a sober
view of top-line GDP figures. New York
University economist Nouriel Roubini—
the Cassandra of Washington Square,
the man who had warned long before
September 2008 that there was a funda-
mental instability in the U.S. and global
economy—cautioned that the U5, Eu-
rope and Japan could see a fresh decline
ingrowthin the second half of the yearas
the effect of government stimulus funds
tapers off. Since many countries have pur-
sued increased spending, worries about
inflation could impact recovery; financial
markets are already beginning to wonder
how long nations such as the 1.5, can sus-
tain huge fiscal deficits. “There is debate
about the shape of this recovery,” said
Roubini. Those who are optimistic think
the recovery will be swift and substantial,
in a classic V shape, Roubini said he was

‘Some peopie on the
panel expressed
concern about
overregulation.

My concern is the
opposite —that
we're going back to

business as usual.’

—NOURIEL ROUBINI, NEW
YORK UNIVERSITY

in the camp of those who think it will be
Ushaped.

Few in Davos would dissent from that
view. The prevailing mood on the first
day of the conference was somber. But
David Rubenstein, co-founder and man-
aging director of the Carlyle Group, alead-
ing private-equity shop, pointed out that
there had been something of a return of
confidence. “I'd say it’s a pretty attractive
time to invest,” Rubenstein said, “because
prices are relatively low. I think the risk
of systemic failure in the United States,
financial system or the global financial
systemn is gone. And as a result I think in-
vestors are now willing to put capital to
work again and to get reasonably attrac-
tive rates of return.”

Mary of those investors will be looking
to opportunities in what used to be called
the developing world. As Raghuram Rajan
of the University of Chicage peinted out,
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‘Bottom line: cash
' flowis king. An

. intense focus
around liquidity is
very much at the
core of everything
that people are
focused on.’

—DENNIS NALLY, CHAIRMAN
OF PRICEWATERHOUSECOGFPERS

in the U.S,, the figure 10% is shorthand
for referring to the unemployment rate,
butin Chinait more closely resembles the
sizzling pace of annual economic growth.
While few countries can match China,
there are plenty of other buoyant spots
around the globe, from India to Brazil.
Yet the panel struck a note of caution
there, too. Consumer demand in the de-
veloping worldis not yet ready to carry the
load the American consumer did during
other periods of global economic turmail,
such as after the Asian financial crisis of
1997. “My sense is that what we've hadisa
situation of excess demand being created
by the industrial countries, and now the
hot potato is being shifted to the emerg-
ing markets,” said Rajan. “Historically,
they’ve never managed it well.” If a coun-
try such as India, where domestic demand
isstrong,isto continue to grow, it needs to
manage huge challenges posed by inad-

‘There could be

a move towards
populism. There
could be a

move towards
protectionism. And |
think that’s a worry.’

~—RAGHURAM RAJAN,
UNIVERSITY OF CHICAGO

equate infrastructure and a massive shift
of population from rural to urban areas.
Forthe time being, though, the question
of whether domestic demand in emerging
markets can be sustained is something of
atheoretical one. The sickly pace of job cre-
ation, especially in the U.S,, is very real—
and shapes the political debate, which in
turn impacts proposals for reform of the
financial sector, Dennis Nally, chairman
of PricewaterhouseCoopers, reported the
results of a recent survey of nearly 1,200
business leaders worldwide. Some 39%
of companies planned to hire within the
next year; yet 25% stili planned to cut jobs.
Cost management remained a global cor-
porate imperative. “I think that tells you
something about how the business com-
munity is looking at the next 12 months,”
said Nally. Without hiring and the money
it puts into consumers’ pockets, the recov-
ery in consumption-driven countries like

‘Most investors
are wortried that
governments are
going to overreact.
We'd be better if
we have less of an

overreaction.’
-—DAVID RUBENSTEIN,
MANAGING DIRECTOR OF
PRIVATE-EQUITY FIRM THE
CARLYLE GROUP

the U.S. is only going to get so far,

From the audience, a venture capital-
ist wondered if a skills mismatch might
be part of what’s holding back job growth
in the U.S, a country in which a full 17%
of workers are either unemployed or un-
deremployed. “In the 40-some years I've
been in Silicon Valley, I've never seen
more core innovation,” he said. “But we
don'thave the talent we need in the U.S.—
programmers, chip designers, the people
who can make these things work.” Rajan
thought the uptick in innovation and the
recent economic malaise were possibly
related: “If you look back on history, you
see crises tend to be around times of big
technological change.” But whether or not
the U.S. {s in a position to take advantage
of that change—to produce the workers
able to exploit new technologies—is a
question without a clear answer. Through
a combination of individual initiative,
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market forces and best-in-the-world high-
er education, the U.S. has traditionally
proven flexible in reallocating its human
capital to mere productive sectors. But flex-
ible doesn’t necessarily mean fast. Even if
the shift to a new breed of jobs does come,
it’s not coming immediately.

That reality—of tens of millions of job-
less Americans and Europeans—is shap-
ing up to be a game changer. Ordinary,
hardworking joes (and Josefs) watched as
one company after another, this industry
and that, got bailed cut by governments
without getting much, if any, help with
their own economic struggles. “I've had
lots of conversations with very, very se-
nior bankers in the last couple of years
who said, ‘Look, we didn't suffer enough
pain—we did wrong but we didn’t get
punished,’” said Arif Naqvi, CEO of the
investment firm Abraaj Capital, based in
the United Arab Emirates.

That’s a sentiment large sectors of the
developed world understand very well,
which is one reason why politicians across
the rich world are finding an appeal in
populism, and why bankers need to un-
derstand where it comes from. Those in
the banking community who opposed the
proposed reforms of the Obama Adminis-
tration, mega-investor George Soros told a
lunch later that day, were “tone deaf.”

Anger and resentment, however, are

rarely a sensible driver of policy—espe-
cially in an area as complex as financial
market reform and regulation. Taking
back fat-cat banker bonuses plays well on
the farm, but it's not a particularly mean-
ingful structural change if what you're go-
ing for is preventing the next near collapse
of the financial system. Bringing trans-
parency to the shadow banking system is
more difficult to wedge into a sound bite—
Heizo Takenaka of Keio University in
Japan said the need to regulate the shadow
banking system was one of the key lessons
of his time as a policymaker—but would
be a wiser goal.

Or consider the movement now afoot,
thanks to the so-called Volcker rule, to
impose size limits on banks as well as to
prohibit deposit-taking banks from trad-
ing on their own account. At first blush,
that seems like a simple and sensible
policy solution, said Rajan. The problem: a
quick look at history shows that the sheer
size of banks isn't necessarily the culprit.
In the 19308, at a time when thousands
of small, localized banks were failing
across the U.S., the problem was not Too
Big to Fail but Too Many to Fail. The right
policy solution almost certainly exists
deep in the weeds. Yet the more policy is
driven by politicians trying to appeal to
the (rightfully) outraged crowd, the less
room there’s likely to be for nuance. “In

Talking shop Naqui and Rajan confer, while Rubenstein makes a point. The economy’s looking better, they sap, but dangers lie ahead

the democratic process, the support of the -

general public is very much needed,” said
Takenaka. “The education of the general
public isindispensable.”

One reason for that is because when it

comes tothe global economy, there is aneed
for a coordinated, international response

to the desire for regulatory change, “Inthe -
longrun,” said Soros, “*you can't have global

markets without global regulation.” But in-
ternational cooperation can easily fall foul
of national politicians anxious to preserve,
or at least appear to preserve, sovereignty.

And, as we have been reminded in the

wake of crisis, institutions like the G-20
find it difficult to make even the simplest

proposals stick. “At the World Economic

Forum,” said Rubenstein, “you should al-
ways say, yes, multilateralism is possible
and we should come together. But getting
national solutions is difficult enough.”

Those difficulties suffused the mood -

in Davos. It's a certain type of person
who comes to this spectacular valley—
surrounded by steep mountains, bitterly

cold at night. And even those hardy souls, -

this vear, kept a lucky rabbit’s foot in
their pocket. “I think most people that

find their way to Davos are just naturally °

optimistic,” said Nagvi. “But we’ve been
through such a massive shock in the

global system that we can’t expect to re- |

cover from it overnight.” [
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CHINA

Hold Fire.

' BY BILL POWELL/BEIJING

| WE WERE SUPPOSED TG BE ENTERING THE
erawhen there would be just a party oftwo
at the grown-ups’ table: the place where
thereal power lies and where the key deci-
sions get made. The U.S. and China—the
| world’s strongest developed nationand the
+ world's fastest-growing major developing
! economy—were going to partner quietly
to resolve some of the world's biggest ills.
Climate change. Rebalancing the global
economy. Reworking the world’s financial
architecture. No one ever called it the G-2
in public—why insult Europe, Japan, India
- and everyone else? But every time a senior
t U.S. official went to Beijing for meetings,
the point was pretty clear: Now, the impor-
tant business gets done.

That erais on hold. The U.5. and China
aren’t solving problems; they are trading
+ trans-Pacific insults that have given a jar-
* ring, Cold War-era tinge to a distinctly
215t century debate: Just how free should
the Internet be, and to what lengths can
governments go to exploit it for its own

WORLD ECONOMIC FORUM GLOBAL BUSINESS

aims? The trigger, of course, for the current
war of words between Washington and
Beijing was Google'sJan. 12 declaration on
its website that it would no longer agree to
censor its search engine in China. Google
said it believed the authorities were behind
aseries of cyberattacks against its comput-
ers, including probes designed to steal the
Gmail addresses of human-rightsactivists
and otherdissidents inside China. (Beijing
denied any state involvermentin the cyber-
attacks.) U.S. Secretary of State Hillary
Clinton then followed with a high-profile
speech on “Internet freedom,” which took
direct aim at Beijing, among others.

In 2009, China was
lauded for keeping its
economy humming. But
the Google issue has
crystallized a whole
range of discontent,
economic and otherwise

Stone-faced

s sart hinea
st lsteni

Nobody, not even China, can aftord to let the
row over Google intensify into a broader disput

Intheimmediate aftermath of Google’s
announcement, Beijing wasconspicucusly
quiet. In part, this wasbecause the author-
ities were unclear aver how to respond.
Says one Chinese Internet executive: “Are
there security types in the government
whe would shut down the Internet to-
morrow if they could? Sure there are. But
there are also [policymakers] who want
China to be a modern, tech-savvy coun-
try, and having Google threaten to walk
out isn't exactly helpful.” However, once
itbecame clear to Beljing that this wasnot
only Google’s fight but one that Washing-
ton would adopt, China fired back. Said
a Jan. 25 editorial in a state newspaper:
“In the eyes of American politicians, only
when information is controlled by the US.
does it count as free information.”

International commercial spats involv-
ing Chinaare increasingly commeon asit be-
comes ever more integrated into the global
economy. But none have so quickly attained
the white-hot intensity of the Google fracas.
The Mountain View, Calif, Internet giant
openly flouted one of the cardinal rules of

. TIME February §. z010
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dealing with China: no matter what the
dispute, quiet backroom diplomacy is the
only way to deal with the rulers in Beijing.
That is truer for large corporations than
it is for governments, because the China
market just doesn't stop growing, not
even, as 2009 demonstrated, in the teeth of
steep global recession. For one of the most
powerful companies in the world to pub-
licly assail the Chinese government, and
effectively threaten to abandon the China
market unless Beijing stops censoring the
Internet, was not only unprecedented, “it
was astonishing,” says the head of China
operations for a FORTUNE 500 company.

The Bigger Picture
THE PUBLIC DEMARCHE PROVIDED MORE
thanshock vaiue. For much of 2009, China
was rightly lauded for keeping its econo-
my humming, enabling it to be a growth
engine for the rest of the world. But in a
way that could not have been anticipat-
ed—least of all by Beijing’s leaders—the
Google issue has crystallized a whole
range of discontent with China, economic
and otherwise. “To a degree, it has put a
punctuation mark on what has been a
very bad run of publicity for China,” a top
‘Western diplomat in Beijing says. Some
of that discontent has been very public.
The sentencing of dissident Liu Xiaobo to
11 years in prison and the controversial
execution of a British citizen of Pakistani
descent, convicted of being a drug traf-
ficker, angered human-rights activists,
while many environmentalists—fairly or
not—hung the failure of the Copenhagen
climate-change summit around China’s
neck. With awareness, as well as concern,
growing about the country as a world
power, China’s global role is certain to be
dissected and debated at gatherings like
the World Economic Forum in Davos.
Less public, but not necessarily less
intense, has been frustration building in
segments of the international business
community operating in China. Many
foreign businessmen interviewed by TiMe
in the wake of the Google announcement
concede they are deeply conflicted by what
has happened in the China market since

the onset of the international financial eri-
sis and the global slump that followed. On
the one hand, many of their companiesare
leveraged to China’s growth as never be-
fore. Ask General Motors, which isinbank-
ruptcy in the U.S. but enjoys surging sales
inwhatis now the largest market for carsin
the world. At the same time, among many
business executives, there is a sense that
Chinais moving backward on issues of key
concern to foreign businesses, from anti-
trust enforcement to intellectual-property
protection to market-entry issues. As Chi-
na prospered while much of the rest of the
world slumped, attitudes among policy-
makers in Beijing and even in far-flung
provinces have shifted noticeably, many
foreign business executives say. Some call
itarrogance. Some say it's simply increased
confidence. But as Kent Kedl, a Shanghai-
based consultant at Technomic Asia who

Rising Tide

Despite a dip amid the

global downturn, FDI
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helps foreign businesses navigate the
China market, puts it, "Beijing’s attitude
is, My house, my toys, my rules.”

An Emerging Backlash

THAT PERCEPTION HAS BEEN SHAPED IN
part by some high-profile incidents last
year, Many foreign companies were (and
remain)stunned by the 2009 arrest of four
executives from Rio Tinto, the minerals
company, about a month after the Anglo-
Australian giant decided not to accept a
$19.5 billion investment from China's state
aluminum company, Chinalco. Beijing
insists the case against the men revolves
around commercial bribery allegations,
and has nothing to do with the Chinalco
deal. But the widespread belief among for-
eign businesses is that the case represents
little more than a fit of pique from jilted
Chinese authorities.

TIME February 8, 2010

Or consider antitrust regulation. In
2008, Beijing put into effect a muscular
new antimoneopoly law that, while in
many ways an improvement over what
had existed before, allows the state to
protect “national brands.” The Ministry
of Commerce later blocked Coca-Cola’s
proposed acquisition of a well-known
juice company called Huiyuan. The rul-
ing befuddled independent lawyers
who had looked at the proposed merger.
Competition-wise, “this would not have
[negatively] affected the nonalcoholic-
beverage market at ali,” says Michael Gu,
anattorney at the Zhong Lun Law Firm in
Shanghai. Coca-Cola executives were pri-
vately shocked. The company, before the
ruling, had unveiled a $go million “global
technology and innovation center” in
Shanghai and committed to invest $2 bil-
lion in China over the next three years.

In friendlier times The
G-2 convenes on the
sidelines of last pear’s
G-z0, held in Pittsburgh

Coke had been, in other words, close to a
perfect corporate citizen in the country,
and on the merits probably should have
been able to acquire Huiyuan. But sources
close to the aborted merger suspect the
government’s ruling was partly tipped
by pressure from a local company that
did not want Coke to acquire Huiyuan.
Says an adviser to the deal: “It was home
coocking, pure and simple, and it didn’t
taste real good.”

Home cooking, of course, doesa't just
exist in China when it comes to business
deals. Uneven playing fields can be a fact
of life pretty much anywhere business is
done. The current angst among foreign
businesses operating in China is that a
fundamental precept for their invest
ments there—particularly since 2001,
when Beijing joined the World Trade Or-
ganization—is that on key business issues
{(intellectual-property protection, tariff
barriers to entry, antitrust enforcement)
things would slowly but surely continue
toimprove as the Chinamarket grew. And
foratime,in the wake of WTO entry, they
did. Now, some executives say, the prob-
lem is not simply that the momentum has
slowed, but that it has gone into reverse.

The Google-driven Internet fight comes
at a deeply awkward moment for China
and the outside world. Trade clashes of the
more prosaic kind—the U.S. steel indus-
try filed another antidumping allegation
against China in early January—were al-
ready intense. And that's not Beijing’s only
problem. China’s trade relations with the
E.U—the country’s biggest trading part-
ner——are even worse than they are with
Washington, because in a period when
the U.S. dollar has been weak against the
euro, China’sde facto peg of the renminbi
to the dollar has putexcruciating pressure
on many European companies trying to
compete with Chinese producers.

Nobody ever said managing China’s
rise was going to be easy, not for Beijing
and not for the rest of the world. There’s
never a good time for a trade war, but ab-
sotutely no one—Beijing, Washington,
Brussels—can afford one now. Someocne’s
got to reconvene the grown-ups’ table. w
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Carnival of delights An English painting of a frost fair on the Thames in the winter of 1683-4

GLOBAL ECONOMY
BY MICHAEL ELLIOTT

A Changing Order. At this year’s WORLD 0% THE ArTaNoon
Davos, the U.S. seemed troubled, ECONOMIC [priowing the come of
China confident, and Nicolas PR the World Economic
Sal'k()zy ﬁre—bl‘&&thing zerland, the town sfar:i;nt;ﬁetsfgst’o r‘:,c::

mal. Local children, bundled up against
the cold, play in the snow; a man whoa few
| days ago was managing tables in a franti-
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cally busy restaurant runs up the Thomas
Mann Weg, asteep path thatThave trouble
walking down; ski boots appear outside
hotel bedrooms; tour guides are overheard
describing the best runs 1o new arrivals.
And on their way to Zurich and flights
home, some of them dozing, some of them
nursing sore heads, those who have spent
the last week in this alpine valley try to
make sense of what they've heard.

They won't all come to the same conclu-
sions; at Davos, there are too many com-
peting attractions for that. “My London is
not your London,” the novelist Paul Ther-
oux once wrote, “though everyone’s Wash-
ington, D.C. is pretty much the same.”
Davos is a London, not a Washington, so
take my sense of what happened there at
a discount of your choosing. That said,
this is Davos, perhaps the only place on
earth where packed crowds jostle outside
a room—*Just like English soccer fans,”
said Robert Hormats, U.S. Undersecretary
of State for Economic Affairs—to hear six
academics and George Soros muse on the
need to “rebuild economics.” The dismal
science, and its real-world applications in
the global economy, are properly at the
heart of the week.

Asto that central topic, the overwhelm-
ing mood at Davos was one of relief. Af-
ter the financial crisis took hold in the
fall of 2008, the world did not sink into a
miasmic depression, though more than
one senior official present thought it had
come very close. Massive and coordinated
fiscal stimuli and efforts to prop up global
banking systems averted the worst. But
nobody, at least from the developed world,
thought the crisis was over, The key sound
bite of the week was provided by Larry
Summers, the director of President Barack
Obama’s Natienal Economic Council. The
U.S. and other leading economies, Sum-
mers said, were experiencing a “statistical
recovery and a human recession.” Unem-
ployment, especially in the U.S., remains
intolerably high; 1 in 5 men of prime work-
ing age in the U.S,, Summers noted, were
unemployed; in the mid-1960s, the figure
was 1 in 20.

More than that, there were few voices
arguing that the rich world would see a
sustained burst of growth, the kind of
expansion needed to make the recession
a dim memory and bring jobs aplenty.
There was something of a consensus that
the stimulus packages that have fueled the

‘By prioritizing short-
term logic, we have
paved the way for
our entry into a time
of scarcity.’

—XNICOLAS SARKOZY,
PRESIDENT OF FRANCE

economy can't be scaled back too soon—
that way lies the dreaded double-dip
recession—nbut at some point, enormous
deficits will have to be addressed, and the
belt-tightening that implies will have an
impact on social expenditures.

That looming reality in turn fed a sus-
tained anger at those who made out like
bandits during financial capitalism’s glory
days. Certain “indecent behaviors will no
longer be tolerated by public opinion,”
said French President Nicolas Sarkozy in
a fire-breathing opening address, saving
particular scorn for “excessive profits”
and “remuneration packages that bear no
relationship to merit.” Worse, according
to some, was the fact that some of those
who once enjoved those fat paychecks
have had to be bailed out at the taxpayer’s
expense. “People are outraged and angry,”
said Philip Jennings, general secretary of
the international labor union UNI, “that
taxpayers’ money has been diverted from
education, health and social safety nets
to bankers.”

The Senate of Lords

AH, THE BANKERS. NOT ALL QOF THEM
turned up—no Jamie Dimon of [PMor-
ganChase, no Lloyd Blankfein of Goldman
Sachs. In public, those who did mostly

repeated the standard line, with which

investigating committees have become :
familiar. They understand why people

are angry; they recognize that something
went wrong with the global financial sys-
tem; they see that there has to be a fresh
look at regulatory structures; they getit.

But I'm not sure that they do. Perhaps .

the most authentic insight into the bank-
ing mentality came in a comment made

by Josef Ackermann, the CEO of Deutsche |,

Bank. “Seldom,” he said, in a line with
Churchillian echoes, “have so few done
damage to so many.” By “so few” he meant

the financial institutions who had either |

failed or been rescued by government ac-

tion. But by “so many” he did not—as you

might think---mean taxpayers or those
who had lost their jobs in the economic
downturn; he meant other bankers whose
reputation had been unfairly sullied. More
than once In private (many of the most in-
teresting comments on Davos, one should
say, are oif the record) | was assailed by
bankers whose message was, in essence
“We did everything right; it was they who
are to blame.”

At one level, that reaction is under-

standable. It must indeed be irksome if -

you work honestly for an institution of

which you're proud, which has oiled the '

wheels of capitalism with credit, only to

be pilloried for your pains. The point even |

“good” bankers miss, T think—especially

American ones, who take refuge in the

bedrock conviction that the politics of |

envy doesn’t play in the U.S.—is those
“remuneration packages that bear no re-
lationship to merit” of Sarkozy’s speech.
Many in the financial-services industry,
good, bad orindifferent at their jobs, got as
rich as Croesus in the last 20 years, at just
the time when middle-class wages have
stagnated. They can't really be surprised
that those who have not done as well as
bankers now want their pound of flesh;
nor does it suffice to dismiss public ire at

the bankers’ good fortune as nothing more

than (dread word) “populism.”

That term was heard a lot in Davos,

sometimes in reference to the new pro-
posals for banking reform that Obama,
with Paul Volcker by his side, had an-
nounced just days before the meeting
began. Sumimers apart, there were few
top American officials present in Davos
this year. But the state of the U.S. politi-
cal system was a constant theme of pub-
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 lic and private meetings. The proximate
. cause of the chatter was the loss of the

Democrats’ supermajority in the Senate
as a consequence of the Massachusetts
special election, but it went deeper than

. that. Whether discussing climate change,

of regulatory reform, or progress on trade
issues—bilateral as well as multilateral—
delegates worried about an institutional

- paralysis in the U.S, and a political sys-

tem that had got so gummed up that it
was hard to get anything done. It wasn't
just non-Americans who voiced such
concerns. When, at a BBC debate, [ asked
Barney Frank, chairman of the House

. Committee on Financial Services, about

the chances of getting financial-services
reform through Congress this year, he said
he thought such legislation would pass
inte law. But Frank made no bones about
the state of Washington or the impact of
the supermajority rule in the Senate. “We
are suffering a constitutional crisis in the
U.8.,” Frank said. “To some extent, we are

i England in 1910 before they reformed the

House of Lords.”

The Two Faces of China
IF THE U.S. WERE SWEDEN, WORRIES ABOUT
the health of its political systern would be

! an interesting topic for a Ph.D. thesis. But

the U.S. is the U.S.—the nation without
which noitem onthe global agenda can be
addressed. Its internal political difficulties
spill outside its borders, affecting those far

i away. Moreover, there was a clear sense in

Davos that just when the U.S. is looking
like a hobbled power, a rival is galloping
along. In Britain after 1945 it was common
to hear that such and such a man—Denis
Healey, say, or lan Fleming—had had a
“good war” China has had a good crisis.
Buoyed by spectacular economic growth,
basking in its role as America’s banker,
modernizing its infrastructure at sci-fi
speed, a large Chinese delegation arrived
at Davos expecting—one assumes—to
have a good conference,

They did, sort of. There was a self-
confidence to the Chinese in Davos I have
never seen before. Immediately outside
the conference hall, a chalet which in the
old days had been the headquarters of Sun

. Microsystems had been taken over by

CCTV, China’s state broadcaster. Inside,
young journalists, dressed as if they were
ready to hit one of Beijing’s smarter night-
clubs, poured tea and took photographs

‘It is critical that we
rein in the budget
deficits we'’ve been
accumulating for
far too long.’

—LARRY SUMMERS, HEAD OF
PRESIDENT OBAMA'S NATIONAL
ECONOMIC COUNCIL

of their interviewees. Yet that strange de-
fensiveness that so often typifies official
Chinese interventions in international
arenas was on display, too. Vice Premier
Li Keqgiang, a member of the Standing
Committee of the Politburo, and the man
who isexpected to be China’s next Premier
{thesecond-ranking position in the leader-
ship) gave a long speech at a plenary ses-
sion and said ... not very much. The usual
platitudes about China’s growth strat-
egy and commitment to peaceful develop-
ment were trotted out. On the topics the
audience turned up to hear—exchange-
rate policy, Google—Li said nothing. As
a Chinese friend lamented to me after the
speech, it was hardly inspiring.

Why are China’s leaders {with the ex-
ception, in my experience, of economic
boss and former mayor of Beijing, Wang
Qishan) so stilted when they address for-
eign audiences? Part of the reason, I think,
is the confusion that flows from the fact
that China projects itself internationally
in two different styles. In the first, China's
leaders—as Li did at Davos—never miss
an opportunity to say that it is really justa
big developing country, with massive chal-
lenges, regional disparities of wealth and
hundreds of millions of poor people. It's

| THE ECONOMY GLOBAL BUSINESS

only just started to modernize; it shouldn’t
be asked to do too much. As Zhu Min, who
recently moved from the Bank of China
to become deputy governor of the central
bank, pointed out, Britain took 150 years,
and the U.S. 8o, to develop the consump-
tion-driven economy that comes from
having a mass middle class. China's been
going at it for only a quarter century.

One understands the point, even if it
ignores thefact that pre-communist China
was developing a middle class in the 19208
and '30s. But it’s hardly the whole story.
Plenty of business leaders-—though not
all, as a well-known European CEC em-
phatically told me—say that China, oflate,
has been tough as nails with investors. The
China style they see is less that of a poor,
developing country and more that of a
bully. Beijing’s unveiled warning on Feb.
2 that for Obama to meet the Dalai Lama
“would damage trust and cooperation be-
tween our two countries, and how would
that help the U.S. surmount the current
economic crisis?” falls squarely into the
second style of dialogue. Besides, develop-
ing country though it may be, China now
has a position of great power in the global
economy, and with that power comes
responsibility—a responsibility that is
not discharged by a nakedly mercantilist,
cheap-currency economic policy, or by
free-riding on an international system
in which the U.S. carries a heavy load.
There were some in Davos who thought
the world has been too polite to China
since the financial crisis took hold, and
my guess is that the tone of Beijing’s com-
ments on the Dalai Lama will have added
to their number.

Let’s Get Together
FOR ALL THAT, IT WAS GOOD TO HEAR FROM
senior non-Chinese finance officials how
impressed they are by the professionalism
of their counterparts in Beijing. One very
clear impression with which 1 left Davos
was that since the crisis broke, coordina-
tion between finance-ministry officials,
central bankers and leaders of the inter-
national financial institutions has been
sustained and effective. {Though I would
bet the price of a Swiss watch that not a
single non-American official was given ad-
vance warning of Obama’s adoption of the
Volcker rule for bank regulation.)

It’s easy to be cynical about the need
for international coordination of policy,

TIME February 15, 2¢c10
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especially at the WEF, which exists in part
to advance that very thing. “At the World
Economic Forum,” said David Rubenstein
of private-equity firm the Carlyle Group,
“you should always say, yes, multilater-
alism is possible and we should come
together. But getting national solutions
is hard enough.” This, though, is one of
those moments when cynicism should
notdetermine policy. It really isimportant
that international coordination continue
as the world moves from recession into
recovery-—coordination on when stimu-
lus packages are unwound, on exchange
rates and on legal reform, so that banks
do not play a game of regulatory arbitrage
between different supervisory regimes.
The process of coming tc international
agreement on policy is bound to be a messy
affair. Sarkozy called for “a new Bretton
Woods” and promised to place the “reform
of the international monetary system on
the agenda” when France chairs the G-8
and G-2o0 in 2011. But [ don’t think that’s
gaing to happen, The unhappy outcome
of the Copenhagen summit on climate
changelast December hassoured many ob-
servers on the (always foolhardy) hopes for
big-bang solutions to complex global prob-
lems. Tim Wirth, president of the United
Nations Foundation, told me that we were
moving into a world of “ad-hocery” in
international affairs, with varicus coali-
tions of nations coming together to sort
out economic, political and environmen-
tal issues. That may not satisfy the desire
for institutional neatness and clarity that
15 so marked in Paris, but it’s not the end
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Ouet of the valley This year, conference goers in Switzerland discussed how to achieve a better balance between growth and stability

of the world. So far, the G-20—which few
had heard of two years ago and which still
doesn’t have a full-time secretariat—has
performed remarkably well.

Davos wasn't all about the economy,
and China, and the G-zo, of course; it never
is. Often wrongly dismissed as nothing
more than a gabfest for fat cats, the annual
meeting has, in the last 10 years, become a
focus for global philanthropic efforts, epit-
omized this year by Bill Clinton’s call for a
long-term cornmitment to rebuilding Haiti
(when he’s there, the Davos crowd can feel
like Clinton’s extended family), the Gates
Foundation's pledge of $1o billion to devel-
op vaccines, and Ukrainian mogul Victor
Pinchuk’s annual philanthropy summit.
This philanthropic thrust of Davos may
turn out to be one of the most enduring
legacies of Klaus Schwab, the WEF's found-
er and executive chairman.

And there was fun to be had, too. With
the football World Cup—the global event
beyond ail others—due to start in just a
few months, an enormous South African
delegation took over the town. There have
been other nations that have nsed Davos
to “brand” themselves, but—from the

‘We are suffering a
constitutional crisis in
the U.S. To some extent
we are England in 1910/

—BARNEY FRANK, CHAIRMAN OF
THE U.S. HOUSE COMMITTEE ON
FINANCIAL SERVICES

ubiquitous scarves in South African col-
ors, the music at the closing night’s party,
and a screening of Anant Singh’s wonder-

ful film More Than Just a Game, about the !
football played by political prisoners on !

Robben Island—none have ever done so
much with such brig as the South Afri-
cans. The “Davos kickoff” of the World
Cup, when a collection of luminaries (in-
cluding Schwab) lined up in South African
football shirts and blew vuvuzelas was
quite simply the most joyous moment I
have ever seen on the main Davos stage—

and, thanks to a perfectly judged short :

speech by Trevor Manuel, Minister in the
Presidency of the South African govern-
ment, onie of the most moving, too.

As it enters its 4oth year—the event
started as the European Management

Forum in 1g71—Davos can expect to con- |

tinue to be overanalyzed, as it has been
for years. Whatever you hear, remember
that it’s not just about economics, it’s not
a plutocrats’ paradise (as anyone who has
stayed in a certain type of Davos hotel
knows), and it’s not a weeklong party. I

think of its winter charms, rather, as akin

to those that London’s frost fairs must
have had in the 17th century, when the
Thames froze solid and countless stalls
were set up on the ice with hot pies, for-
tune tellers, dancing bears and a hundred
other attractions. We really need a latter-
day Bruegel to paint Davos, and a diarist
as great as Pepys to write about it. But for
that, I fear, we will have to wait for more
than another 4o vears.— WITH REPORTING
BY BARBARA KIVIAT/DAVOS n
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Bissell lays out India’s problems

in devastating detail and
suggests ways to fix them

JYOTL THOTTAM ON MAKING INDIA WORK
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Wonderland
Dubai’s huge
developments
helped fuel
the property
bubble

'The Lessons of Dubai. As the olitz capital of the Middle Fas
g p

| begins to pull
| BY ANDREW LEE BUTTERS/DOHA
" IF THE RULERS OF DUBAI CRINGE AT THE
| bad publicity the emirate city-state has
- copped since its go-go economy burst in
2008, they have only themselves to blame.
After all, it was they who courted the me-
diaglare in the first place. Little more than
' empty desert a generation ago, Dubai had
no logical reason to build a Manhattan-
i style skyline, let alone the world’s tallest

building, Noreason, thatis, except the kind
of grandiose ambition that turned what
was a backwater into one of the world’s
most dynamic cities.

When construction began on the Burj
Dubai—as the record-breaking tower was
originally called—Dubai was in the midst
of an epic boom, fueled by foreign specula-
tors and one luxury development project
afteranother. By the time the tower opened
on Jan. 4 with a lavish fireworks display,

TIME February 22, 2010

itself out of its hole, neighbors look and learn

though, the showmanship had faded.
Weeks earlier, Dubai’s biggest state-owned
development company had declared it was
unable to pay its debts. Officially, Dubai
owes its creditors $8o billion, though a re-
cent report by regional investment bank
EFG-Hermes estimates that the city may be
inthe hole forasmuch as sryobillion. After
Sheik Khalifa al-Nahyan, the oil-rich ruler
of neighboring Abu Dhabi, stepped in with
s10 billion to stave off an embarrassing
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default, the skyscraper’s owners changed
the building’s name to Burj Khalifa, For a
city used to grand statements, it was a re-
markable comedown.

In all the panic, finger-peinting and
schadenfreude that has ensued, though,
it’s easy to forget that the gulfis more than
just Dubai. Neighborhood rivals—some of
them much wealthier than Dubai thanks
to much bigger oil and gas deposits—have
emerged from the financial crisis in better
shape than their badly bruised neighbor.
The gulf region is poised not only to re-
cover from the global slump this year, but
could become the second mest important
center of world economic growth after the
economies of east and south Asia, accord-
ing to John Sfakianakis, chief economist for
Bangue Saudi Fransi in Rivadh and Crédit
Agricale in Paris. “The world has always
been too focused on Dubai, but Dubai is
not the GCC,.” he says, referring to the Gulf
Cooperation Council, a loose political and
economic union of gulf nations. “In the
short term, Dubai’s problems may impact
how the world sees the region. But over the
long term, the region has and will show a
tremendous amount of growth.”

Among those best placed to profit from
the recovery——and from Dubai's mis-
takes—is Qatar. While Europe and the U.S.
are still struggling for growth, it’s almost
business as usual in Doha, the capital. Just
ask Kevin Lamb, assistant dean of Carnegie
Mellon Qatar. Located in Education City, a
gleaming new complex under construction
on the outskirts of the capital, his school
is one of six American universities that
have set up shop in the country over the
past few years. Thanks to the deep pockets
of the Qatari government, Lamb has more
space in the college’s new building than he
knows how to use. “It’s an administrator’s
dream,” he says. Or ask Oliver Watson, di-
rector of Doha's new Museum of Islamic
Art. Unlike most museum heads around
the world, Watson hasn’t had to ask for a
penny to build or run the magnificent L M.
Pei-designed museum on Doha’s water-
front. “We haven't felt the financial crisis
atall” hesays.

It helps that Qatar sits on a massive nat-
ural gas field. The country is the world’s
third largest producer of natural gas, be-
hind Russia and Iran and, with a popu-
lation of just 1.5 million, has one of the
highest per capita incomes in the world.
That wealth has allowed Qatar’s rulers to
chart a pragmatic and flexible foreign pol-
icy that has them making friendly with
Iran and Syria while hosting American
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ARABIA EMIRATES
A Growing Gulf

As the onetime boom clty of Dubal
struggles, neighboring states hope
they can do a better job of balancing
growth and stability. A snapshot of a
region in the midst of change:

DUBAl

SIZE OF ECONOMY: $82 hillion

MAIN EARNERS: Real estate, trade,
financial services, tourism

POPULATION: 1.8 million

SOCIETY: Relatively open

KNOWN FOR: The world’s tallest building,
indoor skiing, palm-shaped islands

ABU DHARBI

SIZE OF ECONOMY: $147 billion

MAIN EARNER: il and natural gas
POPULATION: 175 million

SOCIETY: Conservative

KNOWN FOR: Proposed Louvre and
Guggenheim branches, bailing out Dubai

QATAR

SIZE OF ECONOMY: $53 billion

MAIN EARNER: Natural gas and oil
POPULATION: 1.5 million

SOCIETY: Conservative

KNOWN FOR: Arabic television network
al-Jazeera, .M. Pei’s Musewm of Islamic
Art, Education City, U.S. military bases

SAUDI ARABIA

SIZE OF ECONOMY: $468 billion

MAIN EARNER: (Oil

POPULATION: 26.2 million

SOCIETY: Strict

KNOWN FOR: Birthplace of Islam, world’s
largest oil exporter, ban on ferale drivers

BAHRAIN

SIZE OF ECONOMY: 516 billion
MAIN EARNER: Qil, banking
POPULATION: 807, 000

SOCIETY: Relatively open

KNOWN FOR: Play spot for Saudis

KUWAIT

SIZE OF ECONOMY: $1172 billion
MAIN EARNER: Oil and natural gas
POPULATION: 3.1 million

SOCIETY: Conservative

KNOWN FOR: Strong ties to the ULS.

military forces. Now the country wants
to become a regional cultural and media
hub. Last year Qatar hosted a version of the
Tribeca Film Festival, while private inves-
tors put together a $200 million fund to
fump-start the local film industry. While
there have been some cutbacks on salaries
and benefits at state-run news network
al-Jazeera, according to disgruntled em-
ployees, the operation continues to set the
news agenda across the Middie East.

Some of Qatar’s development play-
book—eye-catching modern architec-
ture, a well-run state-owned airline—has
clearly been copied from Dubai. Qatar
also benefits from a pool of skilled foreign
workers, many of whom moved there after
first working in its glitzier rival.

Still, Qatar insists it is not trying to
become the next Dubai. Emir Hamad bin
Khalifa alThani, Qatar’s ruler, doesn’t
want to make his country a global capital,
somuch asuse hisnation’s gasrescurces to
move what was once a tribal, Bedouin so-
ciety into the modern world with Muslim
culture and values intact. Qatar, say state
officials, will never try to do the kind of
high-volume business that put Dubai on
the map but alse made it so vulnerable to
a speculative bubble. “Dubai is all about
numbers and bringing in huge infrastruc-
ture projects,” says Stuart Pearce, head of
the Qatar Financial Centre. “When inves-
tors look at Qatar they see stability. Doha
doesn't have a whole lot of office buildings
that it needs to fill.”

Other countries in the gulf are spin-
ning the same line: cherry-picking the best
of Dubai while avoiding the worst. Saudi
Arabia, the region’s behemoth, has ambi-
tious plans for new development, and Ri-
yadh, its capital and biggest city, is bound
to host the central bank for a proposed
future gulf single currency. But for all its
shopping malls and skyscrapers, Riyadh
will never be the region’s financial center
so long as there is no place for investment
bankers to celebrate their deals by popping
champagne corks. Most global profession-
als don’t want to live in a country where
alcohol is illegal and women can't drive.
Despite its present problems, they’re more
likely to stick with Dubai, which launched
a 41 billion financial-services center in
2004, and where you can openly practice
whatever faith you choose, including
nightclubbing.

Kuwait may be less conservative than
Saudi Arabia, but its ban on alcohol is al-
s0 a major stumbiing block to becoming
a tourism and professional services hub.

34



PASCAL MEUNIER

Bahrain—another of Dubai’s challengers
infinancial services—hasa thriving bank-
ing industry and the most ethnically and
religiously diverse local population in the
gulf, But its tolerant feel is threatened by
tensions between the élite Sunni minority
and the less powerful Shi‘ite majority, as
well as Islamist political parties that have
benefited from the kingdom's tentative ex-
periments with democratic elections.

And then there’s Abu Dhabi, capital of
the United Arab Emirates. Dubai’s staid
big brother has re-exerted political and fi-
nancial control over its profligate sibling,
mostly becanse it hasan interestin Dubai’s
success. Dubai's port and airport are
among the largest in the world, and serve
the UAE’s economic needs without Abu
Dhabi—a 45-minute drive away—-having
to expand its own infrastructure.

The truth is, the unelected leaders of
the Middle East have been happy to learn
from Dubai’s successes and failures with-
out having to take such risks themselves.
In part, that's because Dubai is not more
but less politically free than other places
in the region. Sheik Mohammed al-Mak-
toum, the Emir of Dubai, is able to take
daringrisks not just because he isa heredi-
taryruler, but because he is unaccountable
to the vast majority of Dubai residents,
95% of whom are foreign and who live in
Dubai subject to his favor. Other places in
the gulf have larger native populations,
Or more active national assemblies than
Dubai. While rulers in those places are

Study time Six U.S. universities
have satellite campuses in Qatar’s
state-built Education City

no doubt authoritarian, they still have to
tread more carefully with public opinion,
or at least the opinion of the conservative
religious, military and business circles
that keep them in power.

But Dubai's rulers know change is com-
ing. No longer wowed by shopping malls
with indoor ski slopes or hotels with gi-
gantic aquariums, investors have begun
to demand transparency. Last month, Bar-
clays won the city’s first foreclosure case.
That could open the doot to a flood of legal
cases and more financial turbulence, but
will also reassure investors that Dubai is
learning from its mistakes. To keep attract-
ing foreign residents with the skills to run
amodern economy—and to better educate
its own citizens so they can play a bigger
role in that economy—the gulf’s cities will
alsohave to open up more. Dubai could well
lead the way. “Dubai has been proving nay-
sayers wrong for so long that I'm wary of
being pessimistic,” says [im Krane, author
of City of Gold: Dubai and the Dream of Capital-
ism. “It’s certainly in a deep hole. [But] the
entire world has a stake in its success”

Progress will be slow. A recent govern-
ment reshuffie has moved power away
from technocratic experts and outside
consultants, and back into the hands of
the royal family, especially the crown

prince, Sheik Hamdan. But without oil
money of its own, Dubai has little choice
but to listen to its foreign creditors and
stakeholders. And wealthy as they are,
the leaders of the guilf countries also
know their societies have to eventually
change too, says economist Sfakianakis.
Oil generates wealth, but the oil industry
doesn't generate many jobs. Even in rich
Saudi Arabia, unemployment is officially
11.6%—and that's among men only. Some
65% of the population in the broader Mid-
dle Eastis younger than 3o. For the region’s
governments to create jobs for all those
young people, they will have to continue
opening up to the private sector, foreign
investment, and perhaps edge toward de-
mocracy. “The attraction of Dubai to the
other Middle Eastern countries was astate
model of development without democra-
¢y, but that’s not sustainable anymore,”
says Krane. “You may see some kind of
compromise in Dubai, a renegotiation in
the relationship between the ruler and the
people, where the government develops
some kind of tax, in exchange for giving
the people a larger voice.”

That won’t happen easily. This week
the owners of Burj Khalifa indefinitely
closed its observation deck, the highest
in the world, due to unspecified electri-
cal problems. Like Dubaij itself, the prob-
lem will, eventually, be solved. And the
view then, say the city’s boosters, will be
fantastic. —wITH REPORTING BY MARIA
ABI-HABIB/DUBAI u
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