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Najib says pace of reform likely to slow

Malaysia is committed to opening the ecdriomy to more competition in the long term, prime minister says

"BY PATRICK BARTA

SINGAPORE--The pace of social

" and economic reform in Malaysia is

likely ‘to slow over the coming

months but the country remains

_ committed to opening its heavily

regulated economy to more competi-

tion in the long term, Prime Minis-
ter Najib Razak said Friday.

Inarare private interview, Mr. Na-
jib said that steps he has taken since
assuming power in April, including
relaxing rules for foreign investment

_ inbusiness services and tourism, are
“gquite unprecedented” for Malaysia.

But more dramatic overhauls, in-
cluding changes to arace-based politi-
cal systern that reserves ownership of
much of Malaysia’s economy for eth-
nic Malays, will likely have to wait.

“For the next few months, we
want to deliver what we have prom-
ised” rather than focus on hig new re-
forms, he said. Short-term efforts
will include achieving “performance
indicators” announced this year to
curb crime and improve government
services and infrastructure—a pro-
gram Mr. Najib hopes will bolster the
popularity of his government.

“I need the political support, I
need the political base” if more dra-
matic reform is to be achieved, said
the premier, who rose to the job as
head of his party after his predeces-

_sor stepped down.

MTr. Najib said he
would like to promote
industries such as
Islamic finance.

Like many emerging economies in
Astia, Malaysia has seen ts export-ori-
ented economic model—it is Asia’s
third-most trade-dependent econ-
omy after Hong Kong and Singapore—
suffer badly over the past year.
Growth contracted sharply in the
first half of the year, and while there
have been signs of a recovery, Malay-
sia’s position as one of Aia’s manufac-
turing hubs faces increasingly tough
competition from China and Viet-
nam, where wages are often cheaper.
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Malaysia also faces rising political
discord after years of stability, with
. deep dissatisfaction over its affirma-
‘tive-action program. Established in
~ the 1970s 1o help put 30% of the econ-
iomy in the hands of ethnic Malays,
F“ who make up 60% of Malaysia’s 27 mil-
. lion people, the program has left
many ethhic Chinese and Indian resi-

‘ dents feeling disadvantaged.
" Dissatisfaction, led by opposition

leader Anwar Ibrahim, spread last ‘

year, and the governing National
Front coalition—which has ruled Ma-
laysia since 1957—lost its long-held
two-thirds majority in Malaysia’s
parliament. That forced former
Prime Minister Abdullah Ahmad
Badawi to accelerate a handover of
" power to Mr. Najib, his deputy.

The soft-spoken, British-edu-
cated son of Malaysia’s second prime
minister surprised many investors

* by moving quickly to placate critics

when he took office in April, despite
having a reputation as a defender of
Malay privilege. Mr. Najib’s govern-

- ment relaxed rules requiring compa-

- nies to allocate 30% of their equity to
- Malays when listing on the Kuala
Lumpur Stock Exchange, and elirmi-
nated the need for foreigners to take

| ethnic Malay partners in certain sec-

i tors such as health and tourism.

“I read the signals from the last .

general election, and a responsible
. government has torespond,” Mr. Na-
jib said in the interview Friday, held
. between meetings at the Asia-Pa-
cific Economic Cooperation summit
in Singapore. “I've made necessary
changes,” he said.

But the changes didn’t include
politically sensitive industries
such as air travel, utilities and re-
tail, and some investors have ar-
gued the government needs to
force more competition.

The changes so far are “just PR
spin,” said James Chin, a political-
science professor at the Malaysian
campus of Australia’s Monash Uni-

versity. “My impression is that this

guy wants to do reforms but he can-
not until he goes to an election and
gets an election mandate.”

Mr. Chin said he suspects Mr. Na-
jibwill call an election next year if the

. economy recovers, though he isn’t

obliged to do so by law until 2013,
Mr. Najib said he agrees Malaysia

needs to take bolder steps eventu-
ally. He said he is planning to unveil .

- anew economic plan to diversify the

local economy. While he declined to
say exactly what it would entail, he
said Malaysia needs to boost.the
role of services and encourage more
domestic consumption to reduce
over-reliance on exports.

He said he wouwld also like to pro-
mote niche industries such as Is-
lamic finance, which now accounts
for a sizable part of the country’s
banking assets.

The government will also aim to

© rein in its sizable spending on con-

sumer subsidy programs next year,
potentially freeing up cash for more

" productive investments, he said. Ma-

laysia allocates nearly $200 million
ayear subsidizing the price of sugar,
for instance.

The government is working with
alocal bank to create “smart cards”
that will allow it to direct subsidies
only to low-income consumers who
need them, he said, while redirect-
ing government assistance away
“from people who drive Ferraris.”

Whether these additional steps
will be enough to appease investors
is uncertain.

Mr. Najib’s ideas are “a good
start,” said Ed Teather, an econo-
mist at UBS in Singapore, especially
the bid to cut subsidies. “The con-
cernis that the promises of the gov-
ernment aren’t always followed
through on.”

Mr. Najib also said he intends to
rein in corruption, which has long
been an issue of concern for foreign
investors. Corruption “is a prob-
lem,” Mr. Najib said, but added, “it's
a problem of many countries.”

The country’s progress on that

- front, he said, may well be judged on

how it handles a few high-profile
cases working through the system,
including one in which a former
transport minister and another top
executive are accused of commit-
ting fraud during the development
of a debt-ridden port and industrial
facility. A parliamentary committee
recently recommended that police
and other authorities pursue investi-
gations against the officials.

Mr. Najib said he would support
prosecutions of the officials, if the in-
vestigations indicate such prosecu-
tions are warranted. But “we cannot

" rush into it,” he said.

—Celine Fernandez
n Kuala Lumpur
contributed to this article.
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U.S. agrees to talks on Pacific trade pact

But bigger deals
are stuck on hold

By ToM WRIGHT
AND JONATHAN WEISMAN

SINGAPORE—The Obamaadmin-
istration said it would start talks
aimed at joining a little-known trade
pact among several Asian-Pacifie
economies, a sign Washington is re-

sponding to criticism from some

world leaders and U.S. business
groups that it has moved too slowly
to foster trade ties in the region.

It isn't clear whether U.S. inter-
est in the Trans-Pacific Strategic
Economic Partnership bloc, or TPP—
which currently comprises Sin-
gapore, Chile, New Zealand and Bru-
nei—represents a significant
change in policy for the administra-
tion, which put new trade deals on
hold earlier this year as it reviews
trade policies amid rising protec-
tionist rhetoric at home.

It also is far from certain that
the Obama administration wiil be
willing to expend the political capi-
tal at home needed to carry the
talks to fruition.

The TPPis touted by free-tradead-
vocates, but the combined size of the
four economies in the pact is smaller
than Belgium’s economy. Washing-
ton has a number of much-larger
trade deals, including with South Ko-
rea and Colombia, that have been ne-
gotiated but are blocked by opposi-
tion in the U.S. Congress.

President Barack Obama’s an-
nouncement during a speech in Te-
kyo was weicomed by Asian léaders
and U.S. business groups looking for
concrete signs that his administra-
tion embraces free trade. Some Asian-
Pacific leaders have expressed hope
that the Trans-Pacific Parinership
could someday be a stepping stone to
a wider free-trade agreement in the
Asian-Pacific region, which accounts
for half of the global economy.

Mr. Obama, who moved on to Sin-
gapore late Saturday to participate
in the annual Asia-Pacific Economic
Cooperation summit, said in his To-
kyo speech that the U.S. will be “en-
gaging with the Trans-Pacific Part-

nership countries with the goal of
shaping a regional agreement that
will have broad-based membership
and the high standards worthy of a
21st-century trade agreement.”

The announcement effectively
meant that the U.S, plans to restart
talks put on hold in March amid the
trade policy review, U.5. Trade Rep-

“resentative Ron Kirk, in Singapore
» for the APEC meetings, said any deal

would be done “in close consulta-

; tion with the U.S. Congress.”

in the U.S. Congress

- that the inclusion of Vietham—which,

Some members of Congress noted

with Australia and Peruy, is also inter-
estedinjoining the Trans-Pacific Part-
nership—might complicate talks.
Two Democrats key to trade issues,
House Ways and Means Chairman

Charles B. Rangel of New York and

Michigan Rep. Sander Levin, chair-
man of the Ways and Means trade sub-
committee, issued a statement wel-
coming the discussions but warning
that Vietnam, aCommunist-run coun-
try with minimal worker rights, “pre-
sents a challenge” to the U.S.

Other leaders were more optimis-
tic. “President Obama’s decision to
participate in the TPP negotiations
is right for American jobs, right for
American exporters and right for
the American economy,” said Sen-
ate Finance Committee Chairman
Max Baucus, 8 Montana Democrat.

Australian Trade Minister Simon
Crean said the U.S. participationisa
“significant statement of its intent
to the Asia-Pacific region. Impor-
tantly, it provides the critical mass
essential for this initiative to go for-
ward.” The first round of talks about
expanding the group will take place
in Australia early next vear, he said.

A theme of this year’s APEC meet-
ing—an annual gathering of leaders
from 21 Asian-Pacific nations includ-
ing China, Australia and Mexico—has
been the perceived failure of the U.5.
to push free trade while faced with op-
position from a number of U.S. trade
unions and lawmakers concerned it

. doesn’t benefit U.S. workers.

-On Saturday, Mexican President
Felipe Calderdn criticized the Obama
administration for failing to open its
borders to Mexican trucks as re-
quired under the North American
Free Trade agreement. “Protection-
ismis killing North American compa-

nies, » Mr Calderon said at abusmess
event on the sidelines of the APEC
sumunit. “The American government
is facing political pressure that has
not been counteracted.”

Other U.S. business leaders wel-
comed Mr. Obama’s announcement
but said they would have liked to
see a more definitive statement

_ that the U.S. was joining the Trans-
. Pacific Partnership.
“They are moving in the right di-
. rection but this is not as strong as
we would have liked to see,” said
* Tom Donohue, president of the U.S.
 Chamber of Commerce, who was in
. Singapore to push for closer trade
_ties between Asia and the U.S. Mr.
Obama, he said, is likely to face oppo-
sition from elements of the Demo-
- cratic Party to complete any deal.
The chamber points out that
there are over 160 free trade agree-
ments in Asia today, many involving
China. The U.S. has only two bilat-
eral trade agreements in the region,

- with Singapore and Australia. Al-
though U.S. exports to the Asian-Pa-
cific region have risen 63% in the

" past five years, the U.S. share of the
fast-growing region’s trade de-
. clined by three percentage points as

{ other countries expanded their pres-

1 ence, according to the Office of the

l

U.S. Trade Representative.
Mr. Chama, on his first trip to
Asia which will also include China
and South Korea, also said his admin-
| istration would work out the issues
i currently blocking the U.5.-South
. Korea trade pact. Congress has re-
fused to ratify the agreement,

i signed in 2007, saying it wants bet-
ter access for U.S. carmakers to sell
their products in Korea.

“We also believe that continued
integration of the economies of this
region will benefit workers, consum-
ers-and businesses in all of our na-
tions,” Mr. Obama said in Tokyo.

—Patrick Barta
contributed to this article.




Third quarter's the charm?
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Estimates of non-annualized change in gross domestic product to the third quarter from the secpnd, for selected euro-zone countries, ordered by GDP size, as well as two neighbors:
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Euro-zone economy returns to expansion

Third-quarter gains
welcome, but show
Jragility of recovery

BY MARCUS WALKER
AND BRIAN BLACKSTONE

BERLIN—The euro-zone econ-
omy returned to modest growth in
the third guarter, marking an appar-
ent end to five quarters of recession,
but the region’s recovery looks set
to be anemic, economists said.

Economic activity in the 16-na-
tion euro-currency zone expanded
at an annualized rate of 1.5% in the
period from July to September, ac-
cording to calculations based on
data from the European statistics
agency Eurestat. Germany, Europe’s
higgest economy; led the recovery,
expanding af an annualized rate of
2.9%, thanks to strenglhielinig ca
ports and business investment.

Many European economies grew
for the first time since early 2008, in-
cludingItaly, Austria and the Nether-
lands, joining Germany and France,
which returned to growth in the sec-
ond quarter.

However, Friday's growth fig-
ures weren't as strong as expected,
particularly in France, where the
economy expanded at an antwalized
rate of only 1.1% last quarter, around
half of what economists had hoped.

Economists expect most Euro-
pean countries to post growthin the
fourth guarter, too, thanks to a re-
vival in world trade and improving
business confidence. But many ana-
lysts say growth in 2010 will be medi-
ocre, with the euro-zone economy
struggling to expand by much more
than 1%.

“Furope is likely to be the weak-
est region for global expansion next
vear,” says Julian Callow, chief Euro-
pean economist at Barclays Capital
in Lendon.

That could slow the global recov-
ery in 2010, since the eurp zone ac-
counts for more than a fifth of world
economic gutput. Rising unemploy-
ment, the end of government stimu-
UL tiedsute s ont the tyang e
are set to weigh on Europe’s recov-
ery next year, although few analysts
expect the euro zone to fall back into
recession immediately,

The euro-zone economy ex-
panded 0.4% in the third guarter, Eu-
rostat said, translating into a 1.5%

annualized rate, as calewlated by JP
Morgan in London.

Detailed breakdowns aren’t avail-
able yet for most countries, but the
meager rises in gross domestic prod-
uct—a measure of total output of
goods and services—suggest consum-
ers and many business sectors are
still feeling the pain from Eurcpe’s
deepest recession since the 1930s,

“The crisis is still here, still impact-
ing our daily life,” said Gerolamo Cac-
cia Dominioni, chief executive of Tral-
jan knitwear maker Benetton Group
SpA, Benettore's revenue climhed 13%
10 €609 million ($910.3 million) in the
third quarter from a year earlier,
while net income jumped 43% to €54
millicn, the company said.

Despite the improvement, Mr. Do-
minioni said he expects a long, slow
recovery. In Italy, consumers are cut-
ting spending as fears mount over
potential job losses, he says,

Although business surveys show
that activityvis picking up, the recov-
ery is starting from a very iow level,
after much of corporate Europe suf-
fered steep declines in output in late
2008 and early 2009. Many compa-
nies have excess capacity for the
year ahead, despite the return to
growth, so economists expect unem-

ployment to keep rising.

Other factors constraining Eu-
rope’s recovery include banks’ re-
strictive lending, the end of govern-
ment stimulus measures over the
next year, and the strong euro,
which makes it harder for European
exporters to compete abroad.

Growthrates in Europe currently
lag behind those of the U.5. econ-
omy, which expanded at an annual-
ized rate of 3.5% in the third quarter,
although many analysts expect the
U.S. to grow at a more moderate
pace in coming quarters.

Europe has no widely recognized
authority that declares when reces-
sions begin and end, as the National
Bureau of Economic Research does
in the U.S. Instead, aconomists and
policy makers in Europe assume are-
cession is over when quarterly GDP
starts rising again after a slump, pro-
vided the rise isn't a brief anomaly.

Friday’s patchy growth data sup-
port the European Central Bank's can-
Lo dboul L ieegs ety TOR officials
recently emphasized the uncertainty
of the economic outlook, noting that
fiscal-stimulus policies will expire
while many banks and businesses are
trying to reduce their indebtedness.

Within Europe, Germany ap-

pears to be benefiting most from the
revival of world trade. Germany’s
large capital-goods industries mean
it benefits directly from rising in-
vestment spending in China and
other emerging economies.

Machine-tool maker Ernst Lud-
wig Emde GmbH, based in Germa-
ny’s Ruhr Valley industrial heart-
land, is currently enjoying fast-
growing sales to China’s automobile
industry. The recovery in sales has
been gathering steam since July,
said Horst Gabriel, chief executive
of the company.

Revenue in 2009 will be down by
25% or.more compared with last
year, despite the present improve-
ment, Mr. Gabriel said. He worries
that business investment will stag-
nate in Europe and the U.S. in
months ahead, but is more confi-
dent about emerging economies.
“Ten years ago, our main export mar-

ket was Western Europe. In recent

years it was Eastern Europe. Now
it*e Mhina ” he <airk.

European countries that—uniike
Germany—had real-estate and con-
sumer-spending bubbles are strug-
gling the most.

—Stacy Meichtry in Rome
contributed to this article.



By TOMOYUKE TACHIKAWA

TOKYQO—Japan’s economy re-
bounded sharply in the third quarter
as government stimulus measures
and exports to rapidly growing
Asian neighbors fueled growth that
outpaced economists’ expectations.

But the latest snapshot of the
world’s second-largest economy
also included signs that Japan still
faces major problems, notably the
danger of ancther deflationary spi-
ral, as the official measure of price
patterns fell by the sharpest rate in
half a century.

Japan’s 1.2% growth in gross do-
mestic product over the previous
quarter—a 4.8% annualized pace—
was the country’s second consecu-
tive quarter of expansion, and
marked an acceleration from the
2.7% annualized pace of the second
peried. It was the country’s fastest
growth since early 2007. That was
much better than the 0.6% on-quar-
ter growth and 2.2% annual pace of
expansion expected by economists
polled by Dow Jones Newswires.

The figures announced Monday
by Japatv’s cabinet Office are adjusted
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for prices and seasonal factors.

The Nikkei Stock Average of 225
companies rose modestly after the
report, closing up 0.2% at 9791.18,

The news follows a solid growth
report from the U.S. in the August-
September period, and recent news
that Europe also has started expand-
ing again. The figures suggest a
broad global recovery is under way,
though worries remain about sus-
tainability, particularly in Japan, as
stimulus measures wear off.

Indeed, despite the robust third-
quarter report, Japanese officials
said they were still concerned, and
didn’t intend to pull back plans for
further spending to ensure contin-
ued growth. '

“There is no change in the severe
condition of the country’s economy,”
said Naoto an, the deputy prime
minister. “We are concerned about
whether the economy falls into a de-
flationary situation.”

The domestic demand deflator—a
measure of changes in prices of goods
and services, excluding exports and
imports—plunged 2.6%, the fastest
pace since 1958. It was the third
straight quarter of falling prices.
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Japan’s economy surged in quarter

Another sign of cencernin there-
port: The contribution of private
consumer spending to growth
slipped inthe third quarver, suggest-
ing measures to convert Japan from
export-led growth to domestic-de-
mand-led growth were facing limits.

Private consumer spending,
which accounts for more than half of
Japan’s GDP, rose 0.7% on quarter,
compared with a revised 1% climb in
April-June. The consecutive in-
creases were mainly a result of the
previous Liberal Democratic Party-
led government’s ecenomic support
steps, including handing out cash to
consumers and rebates for people
buying energy-saving home electron-
ics. The LDP was defeated by the
Democratic Party of Japan in August
elections, and the DPJ has said it
would cut back portions of the LDP
plan that leaders of the new govern-
ment consider inefficient. .

Monday’s GDP report showed
that corporate capital investment in-
creased for the first time in six quar-
ters, rising 1.6% after falling a re-
vised 4.2% in April-June. But some
economists expect such invest-
ments to stay weak due to concerns

Growth story, for now

Annualized GDP in Japan, change
from previous quarter
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among company managers over the
business outlook.

“On the back of still-low corpo-
rate cash flow and mounting excess
capital stock, we think capital spend-
ing will remain subdued until the
second half of fiscal 2010,” said
Junko Nishioka, a RBS Securities

economist in Tokyo.

Exports rose 6.4% for two quar-
ters in a row, reflecting firm demand
from China and other Asian coun-
tries, while imports increased 3.4%.
That resulted in external demand,
which is exports minus imperts, con-
tributing 0.4 peint to GDP growth.

But analysts said what is worry-
ing is the domestic economy’s out-
look, because deflation could in-
crease debt burdens for companies,
which in turn may prompt them to
reduce their work forces even fur-
ther and again become reluctant to
make new investments.

“Japan’s GDP growth should be
much slower in the fourth quarter,
perhaps only half of the third-quar-
ter rate, and faces the risk of turning
negative again in the first or second
guarter next year,” said Toshihiro
Nagahama, senior economist at Dai-
ichi Life Research Institute.

Under such circumstances, the
Bank of Japan, which will end its two-
day policy board meeting on Friday,
is expected to maintain ultralow in-
terest rates and an accommodative
monetary policy, Mr. Kan said.
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A Dollar Warning From Asia

it’s running monetary policy in a

domestic vacuum, but the excess
dollars flooding the global economy are
starting to have serious consequences for
the rest of the world. Nowhere is this
more evident than in Asia-Pacific, where
much of that money is heading—and
where leaders are crying foul.

ft is in many ways a natural bet. Asia’s
fiscal houses are in far better shape than
the T.5., where the budget deficit hit an
all-time high of $1.42 trillion at the year
ending September 30. Many of these
economies are formally or informally
pegged to the greenback, so they are get-
ting an extra dollar liquidity kick.

As a result, Asia’s stock markets are
outstripping U.S. and European bourses
by a country mile as the greatest carry
trade in decades takes hold. Shanghai
alone is up nearly 80% this year-to-date.
Hong Kong property is climbing through
the roof, with one recent apartment sale
mooted at $57 million. Foreign investors
are even getting enthusiastic again about
one of the most corrupt emerging mar-
kets around—Indonesia—and dubbing it
the “new China.” The risk is more asset
bubbies and misallocation of global capi-
tal. :

This Fed-driven joy ride isn't going

T he U.S. Federal Reserve may think

unnoticed in Asia’s capitals. At an eco-
nomic conference in Singapore, Hong
Kong chief executive Donald Tsang—a
former finance minister—said Friday he’s
“scared” of the Fed’s historic easy money
policies, which he compared to Japan in
the 1990s. China’s top banking regulator,
Lin Mingkang, chimed in Sunday, finger-
ing the Fed’s binge as the main cause of
“massive speculation.” Officials from the
Philippines and Thailand also expressed
concern.

In response, the Obama Administra-
tion is trotting out an updated if more
subtle version of Nixon-era Treasury Sec-
retary John Connally’s famous quip that
the dollar may be “our currency,” but it's
“your problem.” In an op-ed on these
pages last week, Treasury Secretary Tim

Geithner called for a “strong dollar” but

also for
rates.”
"This mantra from the George W. Bush

“market-oriented exchange

era has come to be understood as code

that the Treasury wants a weak dollar.
President Obama reinforced that message
in Tokyo Saturday when he called for
“balanced trade,” which suggests a
weaker greenback to spur U.S. exports. In
response, gold, a dollar hedge, hit an all-
time high yesterday.

This is a dangerous game that could

result in some serious economic policy
mistakes, not the least of which is the im-
position of capital controls as countries
try to stem the incoming tide of “hot
money.” Brazil did this last month, and
Taiwan followed suit last week, freezing
foreign investors’ ahil-
ity to place money in
time deposits. Other
countries may be
tempted to” follow.
This kind of thinking
impedes the march to-
ward capital liberaliza- ;
tion that so many de- 10 AW
veloping economies
desperately need. Tai-
wan, with its partially
convertible currency, is
a case in point: If any-  -20.. .
thing, Taipei needs to
create more places for
foreign investors to put
money, not fewer.
There is also the risk
of a serious political
backlash if countries conclude that the
U.S. is trying to devalue for the sake of in-
creasing its exports—in effect, stealing de-
mand from the rest of the world. The last
thing the world needs is beggar-thy-neigh-
bor competitive devaluations, just as the

2009
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A Painful Fall

The U.S. dollar versus selected
Asian currencies, Jan. 1-Nov. 16,

via W5J Market Date Group

global economy is getting back on its feet.

That’s the message President Obama
will hear in China this week. As the re-
gion’s main exporter, China has tried to
keep its currency stable against the dol-
lar. But it’s facing a flood of hot money
as investors bet that
Beijing will buckle un-
der U.S. pressure and
revalue the yuan,

As long as the dollar
is the world’s reserve
currency, the Fed has to
understand it is running
monetary policy not

Japanese  merely for the U.S. but

ven for the dollar bloc,

S which includes a major
Wan chunk of the world. It

- needs to coordinate
Mustratian | policy bettqr with the

TN dollar world’s major central

banks to avoid exces-
sive currency swings
and the costs they im-
pose.
Ahove all, Asia is telling the U.S. that
its central bank needs to run a more cau-
tious policy that will lead to fewer finan-
cial distortions and increase the chances
that the fragile global recovery will furn
into a durable expansion.



By MicHAEL J. Bosxin

While the economy has finally
started to grow, the disturbingly
high unemployment rate is in-
creasing pressure from the left to
double down on this year’s poorly
designed fiscal stimulus hill. Since
the stimulus bill was signed, the.
ranks of the unemployed have
grown by over three million. The
unemployment rate, which the
Obama administration projected
the stimulus would contain at 8%,
is now 10.2%.

There is little likelihood that
another round of similar fiscal
stimulus would yield much more
than the paltry return on the first
one. The original transfer pay-
ments and tax rebates barely
nudged consumer spending, and
the federal spending has been
painfully slow. The delayed infra-
structure spending—the shovels -
are still in the shed—will have a
bigger impact, though less than

“claimed. Some of the funds to
state and local government did re-
duce layoffs. The stimulus bill
surely ranks dead last compared
to the natural dynamics of the
business cycle, the Fed’s zero in-
terest rate policy, and the auto-
matic stabilizers in the tax code
{which have reduced taxes propor-
tionally more than income) as far
as explanations for the improve-
ment in the economy.

But to evaluate the stimulus
properly we should consider not
just what we got for the $787 bil-
lion cost but the effects of alter-
native policies that might have
been enacted.

My Stanford colleague Pete
Klenow and Rochester economist
Mark Bils estimated that cutting
the payroll tax by six percentage
points (of the 12.4% Social Secu-
rity component) would, under
standard assumptions, increase
employment by three million to
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An Alternative Stimulus Plan

four million workers—an amount
equal to all the job losses since
the stimulus was passed.

The payroll tax cut would have
reduced firms’ costs by roughly
the same amount as from the en-
tire decline in employment, It
would have cost less than half as
much as the stimulus bill, gotten
far more income into paychecks
quickly and, most importantly,
greatly reduced incentives for
firms to lay off workers. In fact, it
would have created incentives to
hire.

Even using the administration’s
claims of one million jobs “created
or saved,” the stimulus program
passed in early February is mil-
lions of jobs short of what a
cheaper payroll tax suspension
would have delivered (see nearby
chart).

Yet the president and Congress
are preparing vast new taxes on
employment in the health-care re-
form and other legislation. Raising
the federal top tax rate to 45%
(from the current 35% with a 5.4%
surcharge plus the expiration of
the Bush tax cuts) will hit sudcess-
ful small businesses especially
hard. The tax hike on capital gains
and dividends hidden in the fine
print of the health-care legislation
will also raise the cost of equity
capital, further weakening busi-
nesses (including banks) desperate
for private capital. Many firms will
also face either an 8% additional
payroll tax or be forced to pay a
higher share of health insurance
premiums.

It would be far better to junk
part of the remaining stimulus in
favor of a one-year partial payroll
tax cut. Also accelerate spending
that needs to be done eventually,
such ds replenishing dopleted mil
tary equipment used up in Iraq and
Afghanistan and adding a desper-
ately needed two Army brigades.

There are five large interre-

More Bang for the Buck

Projected unemployment with a six percentage point cut in the payroll tax
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lated headwinds to jobs and
growth, First, continued delever-
aging, unresolved toxic assets, and
weak banks are constraining
credit, especially for small busi-
ness that is the source of most
hiring. Second, household balance
sheets depressed from declines in
home values and portfolios are
likely to constrain consumption
growth, Third, government indus-
trial-policy micromanagement
with subsidies and mandates from
pay to products is forcing non-
commercial decisions on wide
swaths of the economy from fi-
nancial services and autos to en-
ergy and health care. Such policies
have never worked before—ask
the Japanese, Koreans and Euro-
peans. Fourth, the explosion of
spending, deficits and debt fore-
shadows even higher prospective
taxes on work, saving, investment
and emplayment That nnt only
will damage our economic futire
but is harming jobs and growth
now. Fifth, the massive liguidity
injections by the Fed raise the

specter of future inflation.

By far the best response to
these headwinds is to curtail the
huge current and contemplated fu-
ture government control of the
economy with a clear, predictable
exit strategy—before the pro-
grams become permanently en-
trenched, develop powerful depen-
dent constituencies, and greatly
increase the risk of rising interest
rates, inflation and taxation, Do-
ing so would more rapidly im-
prove the outlook for permanent
private-sector employment, in-
vestment and growth than any
conceivable second stimulus. It
would also allocate capital and la-
bor to their highest value in pro-
viding goods and services that
people actually want and need,
not what government bureaucrats
want them to have,

The jobs agenda must begin
with a Hippocratic oath: First do
no harm to employment. That
means jettisoning or at least de-
laying job-killing energy and
health-care legislation with their

mandates, taxes and costs that es-
pecially hammer small businesses.
Also wind down, as soon as possi-
ble, the cmergency measures
which healthy businesses, house-
holds and investors fear will be-
come permanent competitive im-
pediments. Start with the
Troubled Asset Relief Program,
which the Treasury uses as a per-
manent revolving fund even for
nonfinancial bajlouts.

Financial regulation should fo-
cus on disclosure, transparency,
effective clearing, capital ade-
quacy, and new bankruptcy proce-
dures. We also need a Plan B,
modeled on the Resolution Trust
Corporation cleanup of the sav-
ings and loans, in the event the
losses on toxic assets are too large
for time, profitability and eco-
nomic recovery to manage. And
the Fed must forestall future infla-
tion by withdrawing its immense
liquidity injections as soon and
predictably as feasible (its initial
steps are commendable).

Finally, if possible, we should
complement these pro-employ-
ment pelicies with long-run fiscal
reform: control entitlement cost
growth, e.g. with price rather than
wage indexing of Social Security,
and real tax reform with the wid-
est possible tax bases and lowest
possible rates. America’s corpo-
rate tax rate, the second highest
among advanced economies, is es-
pecially damaging.

That is a far more consistent
common-sense recipe for more
and better jobs, far sooner than
the current contradictory and in-
effective policy mess emanating
from Washington.

Mr. Boskin is a professor of eco-
nomics at Stanford University
and @ senor teliow at the Hoover
Institution. He chaired the Coun-
cil of Economic Advisers under
President George H.W. Bush.
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ingapore growth to revive in 2010

After a deep slump this year, economy should expand between 3% and 5%, the government forecasts, but risks remain

By SE YOUNG LEE
AND P.R. VENKAT

SINGAPORE—Singapore fore-
cast its economy will rebound next
year, expanding by as much as 5% af-
ter a deep slump this year, but said
the recovery will be sluggish and
fraught with risks.

The Ministry of Trade and Indus-
try said the economy will likely
grow between 3% and 5% in 2010, It
also revised up its headline infla-
tion forecast for 2010 to between
2.5% and 3.5% from 1% to 2% previ-
ously. The upgrade highlights incip-
ient price pressures that some
economists said could prompt the
central bank to tighten policy as
early as April.

“We see the recovery there con-
tinuing into 2010, but at a sluggish
pace,” said Ravi Menon, permanent
secretary of the Ministry of Trade
and Industry. “We do not expect the
recovery to be smooth sailing.”

The projected recovery next year
by the small, export-dependent is-
land state is another indication that
Asia’s economy is staging a come-
back from its downturn late last
year when the global financial crisis
crippled its export markets.

The Singapore governmment re-
tained its estimate that 2009 gross
domestic product will contract by
2% to 2.5%. It did this even as it re-
vised down seasonally adjusted
quarter-to-quarter GDP growth to
14.2% in annualized terms in the
turd guar e o il prosjons ost

Singapore’s GDP
Seasonally adjusted, annualized
change from previous quarter
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mate made in October of 14.9%.

The slightly slower pace of
growth in the third guarter re-
flected weaker manufacturing out-
put than initially estimated, but was
inline with economists’ median fore-
cast.

“This forecast [for a 2009 GDP
contraction] implies that growth in
the fourth quarter of the year will
contract relative to the third quar-
ter. Does this imply a return to reces-
sionary conditions? Not quite,” Mr.
Menon said.

He said the pullback in the fourth
quarter should be seen in context of
Aonble digit cpqnential growth in

the third quarter as well as the 22%
rise in the second quarter.

Mr. Menon said the Singapore
government alsc will gradually
scale back its stimulus measures,

Economists said the govern-
ment’s GDP growth forecast for next
year is conservative, adding that
there are more upside risks going
forward.

“Ttis worth noting that evenif to-
tal output were to be flat on a quar-
ter-on-quarter basis in the fourth
quarter and throughout 2010, GDP
would still register 2.9% average
growth next year thanks to the
strong 2009 third guarter humber

which sets a good base for 2010,”
HSBC economist Robert Prior-Wan-
desforde said in a report, adding
that he expects the economy to
grow by 6.5% next year.

“We expect the government tore-
vise up next year’s growth projec-
tions sighificantly over time,” he
added.

Monetary Authority of Sin-
gapore Deputy Managing Director
Ong Chong Tee said the Singapore
dollar’s recent gains against the U.S.
dollar have been in line with its pol-
icy stance as well as gains posted by
other Asian currencies,

Mr. Ong also said that the central

bank’s forecast for the undetlying in-
flation measure is unchanged at 1%
to 2% in 2010.

“There has not been any signifi-
cant change in our assessment of un-
derlying cost and price pressures in
the economy from the time of the
Monetary Policy Statement release
in October,” he said.

Nevertheless, economists said it
will be difficult for the central bank
to ignore rising cost pressures with
the economic recovery under way
and that the central bank will likely
tighten policy in April.

—Sam Holmes
contributed to this article.



By GABRIELE PARUSSINI
AND PAuL HANNON

PARIS—The global economic re-
covery will be stronger than previ-
ously expected, but it will be uneven
and take years to bring unemploy-
ment and government debt back to
their precrisis levels, the Organiza-
tion for Economic Cooperation and
Development said Thursday.

The think tank said in its latest
economic outlook that it now ex-
pects the combined output of its 30
developed-country members to
grow1.9% in 2010, having forecast in
June that it would expand by 0.7%. It
expects even stronger growth in
2011, with the gross domestic prod-
uct of its members growing by 2.5%.

But the main driver for the world
economy is outside the OECD. Eco-
nomijc growth in China, whichisn'ta
member of the OECD, is expected to
expand more than 10% in 2010 and
9.3% in 2011. Within the OECD, the
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Strong, but uneven, global rebound forecast

U.S. appears to be a key source of
growth next year, with GDP growth
of 2.5% more than doubling that of
the eurp area, which is expected to
expand only 0.9%. Three eurc-zone
economies—Spain, Greece and Ire-
land—are expected to contract next
year, the OECD saijd.

Of course, forecasts by the OECD
and others are subject to uncer-
tainty. Like other institutions and pri-
vate-sector economists, the OECD
vastly underestimated the severity
of the global downturnthis year. The
current upswing could be stronger
than the OECD predicts if employ-
ment recovers more quickly or re-
bounding asset markets translate
into spending and investment. Or,
economies could undershoot again if
thereis another crisis or if unemploy-
ment remains persistently high.

The QECD said the “unprece-

"dented policy efforts” of govern-

ments and central banks have helped
to limit the severity of the downturn

and fostered a recovery that it said
began in the third quarter.

The OECD said those policy mak-
ers should now plan for the removal
of their stimulus measures, produc-
ing medium-term strategies that
have enough credibility with inves-
tors to help keep interest rates low.

But it said leading central banks
shouldn’tbegin to withdraw the stim-
ulus they have provided until “well
into” 2010, while the recovery should
be secure enough by 2011 to allow
most governments to begin the pro-
cess of reducing their budget deficits.

“The recovery began a quarter
earlier than we thought, and has
more short-term strength,” acting
Chief Economist Jorgen Elmeskov
said in an interview. “But tightening
here and now could be detrimental:
The economy is stillweak and mone-
tary policy is not in a position to off-
set a stricter fiscal poliey.”

—Brian Blackstone
contributed to this article.

Looking better

The OECD said economic recovery in its 30 member nations is still too timid
to halt a continuing rise in unemployment. Forecast for 2010 GDP growth:
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The Rising Yen Is Sinking Japan

By JESPER KOLL

The U.S. dollar’s decline has
created upward pressure oh many
major Asian currencies, not least
the ven, which is up 20% versus
the dollar since the September

. 2008 Lehman

shock. The new
v Democratic
Party of Japan-
F led government
argues this
trend is a boon,
but in fact it’s
just the opposite: The rising yen
is a significant contributing factor
to the sinking of the world’s sec-
ond-largest econgomy.

Japan is once again in a defla-
tionary spiral, as the Bank of Ja-
pan is expected to announce to-
day. Markets for goods, services,
labor and capital are registering
across-the-board, accelerated
price declines, Consumer prices
fell 2.3% in September compared
to the previous year—the seventh
straight month of decline. Pro-
ducer prices show a similar trend.

. Land prices are falling at a dou-

ble-digit rate, Wages are also fall-

ing, while unemployment is rising.

Little wonder Japan's broad-
based TOPIX stock market index
is now the only major developed-
country stock market that is in
negative territory this year.

In response, Prime Minister
Yukio Hatoyama’s government has
argued that a strong yen could be
good for Japan because it should
help reallocate resources away
from exporters to domestic ser-
vices. What’s more, Mr.
Hatoyama’s team floated the idea
in October that a strong yen could
help stimulate domestic de-
mand—long a weak spot of Ja-
pan’s export-dependent economy.
(U.S. Treasury Secretary Timothy
Geithner, by the way, concurs; in
Tokyo last week, he said Japan
showed “early signs of a stronger
domestic demand-led economy.”)

The idea that a strong cur-
rency has benefits has merit, but
only in a growing economy. When
an economy is expanding, a
strengthening currency encour-

ages manufacturers to invest in
more productive machinery, focus
on raising productivity, and re-
main on the competitive edge of
their industry. It is an elegant
economic tocl that keep corporate
leaders from getting complacent,
and forces them to innovate. This
is what happened in the 1960s
and 1970s, when Japan was ex-
porting its way to prosperity.

However, this cycle is virtuous
only when companies make
money, when cash flow is healthy,
and when banks are willing lend-
ers. Japan today doesn’t enioy
such a benevolent economic
clime. Prices are falling and prof-
its are plunging. Yen strength in
this environment is suffocating
big exporters like Nissan, which
has frozen hiring in Japan until
further notice, and Sony, which
has slashed thousands of jobs to
c¢ope. And remember, the current
cyclical deterioration comes on
top of a decade-long spell of al-
most no economic growth. Indus-
trial companies are investing out-
side Japan to find growth

markets, as are service companies
like retailers, outsourcers and In-
ternet firms.

When a country is in deflation,
like Japan is today, a strong cur-
rency must be countered by more
stimulative fiscal, monetary or
regulatory policies—or some com-
bination of all three. The DPJ gov-
ernment is advocating just the op-
posite tack. Since taking office in
October, Mr. Hatoyama’s team has
floated tighter financial-sector
regulations, tighter fiscal policy in
the form of smaller budgets, and
an early exit from the Bank of Ja-
pan’s super-loose monetary policy,
known as quantitative easing. The
budget cuts in the 2010 budget
are poised to drag down GDF by
almost 2% as Mr. Hatoyama’s
firstbudget follows on from his
predecessor’s massive emergency
spending enacted last summer. As
if this is not deflationary enough,
add yen strength to the equation,
and Japan’s recession may soon
turn into a full-fledged depres-
sion.

Japan doesn’t need a stronger

yen. Japan needs deregulation of
its labor and capital market, priva-
tization of state-owned industries,
and a more pragmatic, progrowth
domestic industrial policy focused
on excising vested interests and
the rigidities of domestic service
industries. The promotion of
growth and entrepreneurship is
the only way to generate the kind
of employment that the DPJ prom-
ised on the campaign irail. Unfor-
tunately, this kind of policy path is
particularly difficult for Mr.
Hatoyama’s government, which is
heavily reliant on labor unions for
political support.

That may be the one virtue of
the rising yen and the destruction
it wreaks: It is exposing the inept-
itude of the Hatoyama administra-
tion’s economic policies. The
question is, how high a price will
Japan pay in the meantime?

Mr. Koll is president of Tantallon
Research Japan, This article is
part of an occasional series on
the dollar’s impact on Asia-Pa-
cific econormies.
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Obama urges inclease
in U.S. exports to Asia

BY JupiTH BURNS

WASHINGTON--U.S. President
Barack Obama, fresh from his first
presidential trip to Asia, called for
the 1.8, to increase exports to that
region, saying even small gains
would help put many unemployed
Americans back on the job.

"As we emerge from the worst
recession in generations, there is
nothing more important than to
do everything we can to get our
economy moving again and put
Americans back to work, and I will
g0 anywhere to pursue that goal,”
Mr. Obama said in his weekly radio
address to the nation.

The president’s remarks follow

his four-nation tour of Japan, Sin-

gapore, China and South Korea, a
trip he said was prompted largely
by economic interests. Now back
in the U.S., he promised to con-
tinue to focus on ways to combat
U.S. unemployment.

Mr. Obama warned the U.S.
shouldn’t return torelying on growth

fueled by consumer borrowing, urg-
ing the nation to spend less, save
more and get the record federal defi-
cit under control. He also called for a
greater emphasis on exports, saying
a 5% increase in U.S. exports to Asia
would result in hundreds of thou-
sands of U.S. jobs.

The president touted anupcom-
ing White House forum onjobs and
economic growth, where business
executives and owners, labor
unions, economists and financial
experts will discuss ways to spur
hiring and get the economy mov-
ing again.

"It is important that we do not
make any ill-considered deci-
sions--even with the best of inten-
tiens--particularly at a time when
our resources are so limited. But it
is just as important that we are
open to any demonstrably good
idea to supplement the steps
we've already taken to put Amer-
ica back to work. That's what I
hope to achieve in this forum,” Mr.
Obama said.
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Thailand growth seen

Slow recovery at home and overseas spur forecast of rebound in 2010)

BY P. SETTHASIRIPHAIBOON
AND ORANAN PAWEEWUN

BANGKOK—Thailand’s economy
showed modest growth in the third
quarter as economic conditions at
home and overseas slowly recov-
ered, stoking enough confidence for
the government to forecast a re-
bound in growth in 2010.

In the July to September period,
gross domestic productgrew 1.3% in
seasonally adjusted terms from the
previous quarter compared with a
revised expansionof 2.2% in the sec-
ond quarter.

The National Economic and So-
cial Development Board also said un-
adjusted GDP declined 2.8% in the
third quarter, improving sharply
from the 4.9% slump in the second
quarter.

The board’s secrefary-general,

Ampon Kittiampon, said that indica-
tors have started to show signs of im-
provement as capacity utilization
has risen, tourism numbers have im-
proved, and unemployment has
fallen to around 450,000 from
747,000 earlier this year.

He said GDP should contract no
more than 3% in 2009, and grow 3%
to 4% in 2010. i

“Continuity in the government’s
economic policy is the key for the
economic growth next year,” Mr. Am-
pon said.

The Thai economy is expected to
continue strengthening throughout
the current quarter to expand 2.7%
to 3.2% year-to-year, with exports
also forecast to show growth thanks
to improving conditions, he said.

He said exports should grow 10%
next vear compared with a forecast
13.7% contraction this vear, while im-

ports will likely rise by 18% after
shrinking a projected 26.1% in 2009.

Inflation will inevitably -wing
back to positive next year, but the
pace will depend largely on the oil-
price movement and acceleration of
consumption.

“If a pickup in inflation doesn’t
come from rising consumption, the
monetary policy will probably weigh
more on the facilitation of economic
growth,” Mr. Ampon said, adding
that the final rate decisionrest swith
the central bank’s Monetary Policy
Committee. He said inflation is fore-
cast at 2.5% to 3.5% next year.

Thailand is expected to deliver a
trade surplus of $21.8 billion this
year and $13 hillion in 2010.

Mr. Ampon forecast acurrent-ac-
count surplus of $22.3 billion this
year, and said it should decline to
$14.6 billion next year.,



BY ADRIAN BLUNDELL-WIGNALL

The financial crisis that
sparked the worst recession in de-
cades is in abeyance, but not vet
over. Nonperforming loans and
other assets of doubtful quality
still weigh on many banks. Finan-
cial reform to date has focused on
improving capital rules and pro-
cesses. What has not yet been ad-
dressed is the future structure of
the global financial system.

Contagion risk and counter-
party failure have been the main
halimarks of the crisis. While
some large diversified banks that
focused mainly on commercial
banking survived very well, other
smaller and less diversified
banks, particularly those focused
on mortgages, and financial con-
glomerates that built on invest-
ment banking, the structuring of
complex derivatives and proprie-
tary trading as the main drivers
of growth, suffered crippling
losses. In principle, sound corpo-
rate governance and a strong
risk-management culture should
enable banks to avoid excess le-
verage and risk taking. But hu-
man nature heing what it is,
there are likely always to be some
players eager to push complex
products and trading bevond the
sensible needs of industry and
long-term investors in order to
Jdrive profite, Indeed. right nowr
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How to Break Up the Banks

such activity is driving the rapid
profit growth of some banks, with
little having been learned from
the past.

As the system will always be
hostage to the “gung-ho” few,
the questicn is whether there is
a better way to structure large
conglomerates in order to isolate
commercial banking functions
from such high-risk activities. In
discussions at the OECD, we have
been reviewing possible options.
Ome proposal, which we now
submit for consideration, is that
banking and financial service
groups could be structured un-
der a variant of non-operating
holding companies (NOHCs), in
all countries.

Under such a structure, the
parent would be non-operating,
raising capital on the stock ex-
change and investing it transpar-
ently and without any double-
gearing in its operating subsidiar-
ies—say a bank and a securities
firm that would be separate legal
entities with their own gover-
nance. The subsidiaries would pay
dividends through the parent to
shareholders out of profits. The
nonoperating parent would have
no legal basis to shift capital be-
tween affiliates in a crisis, and it
would not be able to request “spe-
cial dividends” in order to do so.

These structures aliow separa-
tinn insofar as prudential risk

and the use of capital is con-
cerned without the full divest-
ment required under Glass-Stea-
gall or in response to the
recently-expressed concerns of
Paul Volcker and Mervyn
King—such extreme solutions
should remain the proper focus
of competition authorities, With
an NOHC structure, technology

A new proposal for how to
isolate commercial banking
functions from high-risk
activities.

platforms and back office func-
tions would still be shared, per-
mitting synergies and economies
of scale and scope. Such a trans-
parent structure would make it
easier for regulators and market
players to see potential weak-
nesses. Mark-to-market and fair
value accounting would affect
those affiliates most associated
with securities businesses, while
longer-term cost amortization
would dominate for commercial
banking. It would create a
tougher, non-subsidized environ-
ment for securities firms, but a
safer one for investors.,

If a securities firm under this
structure had access to limited

“siloed” capital and could not
share with other subsidiaries, and
this were clear to the market, this
would be priced into the cost of
capital and reflected in margins
for derivative transactions. The
result would likely be smaller se-
curities firms that are more care-
ful in risk-taking than has been
the case under the “double gear-
ing” scenarios seen in mixed or
umiversal bank groups.

Finally, if a securities affiliate
were to fail under such a struc-
ture, the regulator could shut it
down without affecting its com-
mercial banking sister firm in a
critical way—obviating the need
for “living wills.” Resolution
mechanisms for smaller, legally
separate entities would be more
credible than those needed in the
recent past for large mixed con-
glomerates—helping to deal with
the “too big to fail” issue, To pro-
tect consumers, deposit insurance
and other guarantees could apply
to the bank without being ex-
tended to the legally separate se-
curities firm.

The world is still waiting for a
full reassessment of what banks
do and how they compete. Until
now, the implementation of regu-
latory standards and accounting
rules has been eased. Fiscal policy
has supported the economy and
interest rates are being kept low
to support the underlying earn-

ings of banks and their ability to
issue new equity in rising mar-
kets. This strategy may work in
the short term. But it can’t go on
forever. Sooner or later we will
have to exit from the extraordi-
nary measures that have used tril-
lions of taxpayer dollars to save
the institutions that took the
world economy to the brink of an-
other Great Depression.

The structure of organizations
and how they compete will be
critical to future stability. Going
forward, the aim must be to keep
the “credit culture” and the “eq-
uity culture” separate so that
government implicit and explicit
insurance does not extend to
cross-subsidizing high-risk mar-
ket activity, and so that conta-
gion and counterparty risk can
be reduced. The right bhalance
must also be struck between suf- |
ficient size conducive to diversi-
fication and strong competition
to meet consumer needs at rea-
sonable costs.

The capital and derivative mar-
kets are inherently interconnected
globally, so counterparty risk looms
large. Under present structures, if
one participant fails, everyone is in
trouble, We can’t let the world go
through that turmoil again.

Mr. Blundell-Wignall is deputy di-
rector of financial and enterprise
affairs at the OECD,
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Government Deflclts and Private Growth

. BY GEORGE MELLOAN ‘

For anyone who wondered if -
‘last winter’s federal seizure of the
" financial services industry would
have adverse economic conse-
quences, an answer is now avail-
able. The credit market has been
tilted to favor a single borrower
with a huge appetite for money,
~ Washington. Private borrowers,

" to the Fed’s zZero mterest -rate pol-

on “safe” Treasury and agency se- :
curities yielding 3% or more. The [
too-big-to-fail banks like Citi and
¢ Bank of America can draw.on their |
big shareholder, the U.S. Treasury,

l icy, they can make a decent profit

if their capital needs further sup- |

plements. Bankers don’t have to
worry about making risk judg-
ments because they’ve been or-

. particularly small businesses, have | dered to not take risks. So maybe

been sent to the end of the queue.

The Federal Reserve, which su-
pervises some 7,000 banks, has
been telling bankers that they
must cut risk. The most spectacu-

" lar step in that effort was the Fed
announcement last month that it

- will evaluate the salaries of bank
officers on how carefully they

. manage risk.

By official definition, Treasury

. securities are risk-free, so how

" better to manage risk than to pad
your bank’s portfolio with Trea-

' sury securities, which is what
bankers are doing. Under the new
management from Washington,:
bankers who take a flyer on a ven-
ture that might some day become
an Apbple, Microsoft or Google will
risk not only their depositors’
money but a possible pay cut.
Barking has been captured by the
nanny state, which means that its
potential for contributing to eco-
nomic growth and job creation
has been sharply curtailed.

The federally dictated risk-
aversion was underway even be-
fore the Fed began monitoring
banker paychecks. According to
the Fed’s September flow of funds
report, commercial banks were
net buyers of Treasury securities
to the tune of $25 billion on an
annualized basis in the second
quarter. They were net buyers of

" i federal agency paper—think Fan-
nie Mae and Freddie Mac—at an
annualized rate of a whopping
$185 billion, contributing mightily

! to-federal efforts to keep these
miscraants afloat. Meanwhile, pri-

s vate lending, which once was the
mainstay of banking, was shrink-

. ing at a $392 billion annual rate.

" Economist David Malpass de-
tailed the squeeze on lending to
small business in a recent post on
his Encima Global biog. He noted

| the Fed is justified in cutting their
salaries, since whatever hanking

skills they had—meaning the abil- -

ity to assess risk—are no longer

needed or wanted. An office boy

could buy government bonds.
There is a plentiful supply. The .

reported federal deficit for the fis- '

cal year ended Sept. 30 was $1.4
trillion. That is a whale of a defi-
cit in itself, but the primitive

cash-flow accounting from which

- it is derived understates the real

red ink. As former Treasury offi-

. ¢ial Peter Wallison says, it's the

! way a mom and pop grocery does

. accounting: cash in versus cash

| out. It would not pass muster un-

+ der the accounting rules corpora-

| tions are required by the Securi-

' ties and Exchange Commission to

: follow, in that it takes no account

i of such huge contingent liabilities

i like Medicare and the Enron-style
off-budget agencies.

i A number more relevant to
what the government is actually
demanding from the capital mar-
kets is the Treasury’s financing
requirement, At g recent Char-
tered Financial Analyst Institute
~tonference, Treasury official

i Xarthik Ramanathan proudly de-
scribed the prodigious fund-rais-
ing task he and his colleagnes

1 pulled off in the fiscal year, what

" one might call a borrowing feat

- unparalleled in human history: “In
the course of 291 auctions in 251
business days, Treasury issued
nearly $7 trillion in gross Trea-

sury marketable securities to raise

approximately $1.7 trillion to fi-
nance the government.”

But the Treasury Borrowing
Advisory Committee on Long-
Term Finance was less than
thrilled. In its August report to
Secretary Timothy Geithner, the
committee said: “This year’s dou-

'that a member survey by the Na- | ; ble-digit-as-a-percent-of-GDP bud-

; ional Federation of Independent

 Businesses in May found that 16%
of respondents were reporting
loans hard to get, the worst read- |

i ing since the 1980-82 recession.

! The Federation’s October raport
showed only a small ‘improvement

- Mr. Malpass predicted further

| ightness through the third and

; fourth quarters.

i Washington hasn’t been abie to

| mitk the taxpayers sufficiently to

 finance its magssive deficit. The

i Chinese are getting skittish as

''well. So tapping bank deposits is

. yet another avenue to a big pot of *

cash. As for the bankers, they've

been awarded an easy life. Thanks «

l

get shortfall [the federal deficit]
is unsustainable. Moregver, there
- is Little support for a marked

shrinking in the deficit in the year

ahead, as revenue trends likely
will remain shuggish amid high un-
employment and lingering capital

| losses and public spending will re-
“main elevated as a share of the
economy. Various policy efforts
under discussion by the Adminis-
tration and Congress also proba-

- bly would add to the deficit and

public debt on a net basis.” -
Needless to say, the Obama ad-
ministration and Congress aren’t

. heeding such warnings. More big

_spending programs on health care

and green energy are get‘tmg “teed
up.

P Fed Chairman Ben Bernanke
said at a Richmond Fed market
sympostum last April that the Fed
was attempting to “avoid both
credit risk and credit allocation in
our lending and securities pur-
chase programs.” The “attempt”
has hardly been obvious and

" clearly is not succeeding, particu-

larty with regard to credit alloca-
tion. Aside from the not-so-subtle
efforts to enlist the banks in a
government bond drive, there are
the direct allocations of credit
that have been practiced by the
Fed and Treasury since the bank-
ing crisis a year ago. Infusions to
Citigroup, Bank of America, JP
Morgan Chase for the takeover of
| Bear Stearns, Fannie, Freddie, AIG,

" GM, Chrysler, the commercial pa-

" per industry, money market funds,
ete., have clearly been credit allo-
cation, big time,

*

* *

James Hamilton of the Univer-

sity of Califormia at San Diego

i wrote in his “econbrowser” blog

| on March 29 that, “the new Fed
bala.nce sheet represents a funda-
| mental transformation of the role

| of the central bank.” He noted

| that for many years the Fed had

| pumped money into the economy
with no attempt to direct which
borrowers would receive credit.
The whole idea behind the Fed's
open market operations is to

- make the process of creating new
-} money completely separate from
J the decision of who receives any

! fiscal transfers.

“In a traditional open market
operation,” Mr. Hamilton writes,
“the Fed buys or sells an existing
Treasury obligation for the same
price anyone else would pay for
the security. As a result, the oper-
ation itself does not involve any

_net transfer of wealth between the
Fed and the private sector. The
philosophy is that the Fed should
base its decisions on economy-

" wide conditions, and leave it en-
tirely up to the market or fiscal

. authorities to determine where

those funds get allocated.

“The philosophy behind the
. pullulating new Fed facilities is
precisely the opposite of that tra-
ditional concept, The whole pur-
pose of these facilities is to redi-
rect capital to specific perceived
priorities.”

Yes, things have changed in a
year. Feeding the government and
starving free enterprise looks like
a prescription for long-term eco-
normic stagnation. It's not unlike
what we witnessed in the deprES-
sion of the 1930s.

Mr, Melloan, a former columnist
and deputy editor of the Journal
editorial page, Is author of “The
Great Money Binge: Spending Our
Way to Socialism,” published last
week by Simon & Schuster.

\
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China talks
with the EU
about yuan

By JAMES T. AREDDY

NANJING, China--Euro-
pean finance officials relayed
to China’s premier and central-
bank governor frustration
over the Chinese currency’s
rigid exchange rate at talks on
Sunday, but said they didn’t
expect a change in policy
SOOI,

“We were explaining that
it is difficult to convince our
generalpublic that the fastest-
growing country in the
world...is depreciating,” Jean-
Claude Juncker of Luxem-
bourg, chairman of the group

of euro-zone finance minis-

ters, told reporters at the
start of a two-day European
Union-China meeting.

“1 can’t say I'm more opti-
mistic than I was before com-
ing here,” Mr. Juncker added
later.

The Chinese yuanis tightly
linked to the dollar, not the
euro. As the dollar has de-
clined against the euro, the
vuan has fallen with it, mak-
ing Chinese goods cheaper in
Europe and European goods
more expensive in China.

The yuan has emerged as .

the focus of wider frustra-
tions roiling Europe’s rela-
tions with China. There are po-
litical concerns that the eu-
ro’s strength against the yuan
is undermining economic re-
covery in the euro area, where
unemployment remains stub-
Please turn to page 12

China-EU currency talks

Continued from first page

- bornly high, and that Beijing’s ex-

change-rate policies mean Europe

, is't benefiting fully from China’s
. surging growth.

Ahead of the Copenhagen cli-

- mate-change summit next month,

. Europe is challenging China’s argu-

ment that as a developing country

itisn’t able to cap its output of glo-

bal greenhouse gases. “I certainly -

asked the Chinese and all our part-
ners to explore the outer limits of
their positions,” said European
Commission President José Man-
uel Barroso.

The European Union Chamber
of Commerce in China warned last
week that China’s massive eco-
nomic-stimulus programrisked un-
leashing a new wave of industrial
exports and sparking trade con-
flicts.

European officials in Nanjing
said they stuck by a strategy com-
municated ahead of the meetings—
- which continue Monday in this his-

toric eastern city—that they want
Beijing to permit an orderly and
gradual rise in the value of the

= yuan. They say a yuan that begins

rising, including against the euro,
would benefit China itself and
make the broader global economy
better-balanced.
~ Europe shares Washington’s
concern that the roughly 21% rise
in the yuan against the U.S. dollar
since mid-2005 is insufficient
given China’s rapid growth. The
. euro area has seen even less move-
ment: In the two years since a pre-
- vious round of Sine-EU talks, the
yuan has risen about 7% against
the euro.
Yet since Beijing loosened its
peg to the dollar more than three
'years ago, the yuan has actually
“ fallen against the euro, pushing
the Eurcpean currency up about

2.6% against the yuan since 2005.

Premier Wen Jiabao didn’t com-
ment publicly after Sunday’s meet-
ings. The state-run Xinhua news
agency quoted him as saying, “The
meeting with Euro Group leaders
constitutes an important part of
[the] dialogue mechanism be-
tween China and the EU. Such a
mechanism was established the
year before last, demonstrating
the further growth of Sino-EU rela-
tions.”

European officials said they
were encouraged that Beijing's
economic stimulus is helping ex-
pand domesti¢c demand in China,
not merely adding infrastructure,
and they waved off concerns about
bubbles in the Chinese economy.

But while the frank exchanges
ensured that Europe’s message on
the currency got through, Euro-
pean officials offered little hope of
immediate policy change. “I would
not overinterpret” any signs that
Europe made progress on the yuan
asleading to near-termaction, Eu-
ropean Central Bank President
Jean-Claude Trichet told report-
ers.

“The Chinese are telling us ex-
actly what they told President
[Barack] Obama,” Mr. Barroso said
after a dinner with Premier Wen.
The U.S. president failed to extract
any public concessions on the
yuan on his visit to China last
month.

The Eurcopean officials dis-
missed concerns that debt prob-
lems in Dubai could spread to their
own highly indebted nations. “I
don’t see any default problem in
Euope,” said Mr. Juncker. The offi-
cials said the global economy re-
mains fragile and it was too early
to back off from stimulus efforts.

—Joy C. Shaw
contributed to this article
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Beljing

talks

unlikely to

pay dividends

immediately

Balance of power

China is reluctant
to play a larger
leadership role on
the world stage,
write Edward Luce
and Geoff Dyer

When Barack Obama said
in Tokyo on Saturday that
the world was at “one of
those rare inflection points
in history”, he was refer-
ring to the giobal econcmy.
But the US president could
just as well have been
describing international
politics.

Air Force One touched
down in Shanghai last
night to start Mr Obama's
first visit to China at a time

‘It is about building
a reiationship,
about staying

the course'

Drew Thompson
Nixon Center

when America’s position as
global top dog is widely
viewed to be in longterm
decline.

Mr Obama, who moves on
to Beijing tonight for two
days of talks with the Chi-
nese leadership, has made
clear that he views China’s
rise as a potentially positive
development. His remarks
in Tokyo were an emollient
contrast to George W.
Bush’s description of China
as a “strategic competitor”,

Yet if Mr Obama's visit to
the largest US creditor
appears to symbolise a ghift
in the global balance of
power, China's rising inter-
naticnal influence wili be
tempered by a reluctance to
play a larger leadership
role.

While the US president
will use his meetings to try
to engage Beijing as a glo-
bal partner in tackling the

biggest problems facing the
world - from climate
change to global economic
imbalances and nuclear
weapons proliferation -
he will probably find his
hosts have a more cautious
view of their new-fourd
prominence.

In a speech that provided
the fullest account so far of
the US president’s approach
to China, Mr Obama made
clear in Tokyo that the US
would not try to contain
China, saying the country
was not a threat,

“The rise of a strong,
prosperous China can be a
source of strength for the
community of nations,” Mr
Obama said,

“l know there are many
who question how the
United States perceives
China's emergence. But...
in an inter-connected world,
power does not need to be a
zero-sum game, and nations
need not fear the success of
another. Cultivating
spheres” of co-operation -
not competing spheres of
influence - will lead to
progress in the Asia-Pa-
cific.”

The accommodating tone
of the speech wili have been
welcomed in Beiljing, where
senior leaders are flattered
by the global attention they
are now receiving. Their
confidence has also been
boosted by the country’s
rapid recovery from the glo-
bal economic crisis.

Yet even US officials do
not expect Mr Obama’s
efforts to engage China to
pay immediate dividends.

“This is not a trip about
deliverables,” says Drew
Thompson, head of China
studies at the Nixon Center
in Washington, referring to
the diplomatic jargon for
concrete announcements.
“It is about building a rela-
tionship, about staying the
course and a chance for
President Obama to get a
sense of the place.”

Even before he arrived in
China, Mr QObama found
himself sparring with Presi-

. Washington

| hold dear -
! includes respect for the reli-

! gion and eulfures of all peo-
iple,” Mr Obama said in
"Tokyo. “But we can move

dent Hu Jintao over the ref-
erence to foreign exchange

. policies in the final declara-

tion at the summit of the
Asia-Pacific Economic Co-
operation forum, an indica-
tion' that Beijing will give
little ground on the cur-
rency issue during the visit.
Mr Obama is also likely to
face tough questioning on
trade, following messures
has taken
against Chinese imports in
recent weeks.

The US president will

, urge China to become mcre
Linvolved in Afghanistan

and to take a harder line
against the regimes in
North Korea and Iran over
their nuclear programmes.
But Chinese officials and
academics see few signs
that Beijing will be willing
to make big commitments
on these issues.

*“The US wants China to
do something on most
issues, but China can
deliver much less than the

| US expects,” says Shi Yin-
! hong, professor of interna-
{ tional relations at Renmin

University in Beijing.
l_l\fr Obama will also face

pressure from the Chinese
over US arms sales to Tail-
wan and over his approach
1o Tibet. And with the Chi.
nese authorities detaining
or placing under surveil-

. lance dozens of dissidents
i in the run-up to the visit,
. he will face the delicate
| task of

talking about
human rights in a way that
neither offends his hosts
nor comes across as weak.
“The US will never waver

. in speaking up for the fun-

damental values that we
and that

these discussions forward
in a spirit of partnership
rather than rancour.” He
will be hoping so.
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Hands across
the Himalayas
seek prosperous

age of ‘Chindia’

GLOBAL INSIGHT

James Lamont
in Mew Delhi

India and China are touted
as white knights coming to
the rescue of the worid
economy. Considerable
hope rests on these two
countries, with fast-paced
growth, developing
domestic markets and high
savings rates, reviving
demand and leading other
languishing parts of the
world out of recession

The two rising powers,
however, may vet be
clashing knights. For in
New Delhi it is fear of
Beijing, rather than
partnership, that all too
frequently characterises
the trans-Himalayan
relationship. While some |
size up trade balances and
growth trajectories, others
are measuring missile _
ranges and comparing
military parades.

Distrust of the bigger,
faster-growing neighbour,
which today sees the start
of President Barack
Obama's first visit to the
country, is giving rise to
some colourful tales.
Stories circulate about
China’s toy factories .
producing plastic globes
that mark India’s
territorles-on the Tibet
plateau as Chinese, Google
Earth, as viewed from
China, apparently claims a
swath of territory for the
Communist party. In
daring raids, People’s
Liberation Army soldiers
nip across the border to
daub boulders in red paint.

Amid the media-fuelied
paranoia, few Indians have .
articuiated Beiljing’s
suppased dark intentions
with greater clarity than
Delhi's former national
security adviser, Brajesh
Mishra.

Mr Mishra advised Atul
Behari Vajpayee, the
former premier. His views,
albeft hawkist, are

. respeetea by the current

Congress party-led
government and carry
weight with the diplomatic
community.

So his recent forecast

" that India might face a

second military front
within five years turned
heads. The former
intelligence chief predicted
that India could find itself

- locked in an armed

stand-off simultaneously

| with Beijing and Pakistan,

the traditional rival.

China and India have
once before come to blows.
They fought a brief high-
altitude war in 1962 that
brought humiliation to the
Indian army and ended
Jawaharlal Nehru's vision
of a brotherhood between
the two Asian powers.

Mr Mishra's suspicions of
China have been newly
aroused by Beijing's warm

.relaticnship with

Islamabad and its supply
of military hardware to

- Pakistan's army.

They have also been

! stoked by territorial claims

to Arunachal Pradesh, a
north-eastern Indian state,

* and predictions on Chinese .
P - instructive to China.

websites that India, a
country of huge diversity; -
is doomed to fall apart.
Mr Mishra says China’s
stridency in its territorial
ambitions has grown over
the past two years to a
level not seen since the
early 1960s. Moreover, he
accuses China of trving to
bring into question India’s
sovereignty over the state
at the international level.
Tensions have certainly
risen. Among the points of
friction are India's
harbouring of the Dalai
Lama, the exiled Tibetan
leader, and Beijing’s
unsuccessful efforts to
scupper last vear's Indo-US
civil nuclear deal, which
ended India's status as a
. nuclear pariah. This year
Beijing objected to the

- Asian Development Bank's

strategy for India, which

. Included lending money for
. projects in Arunachal

Pradesh. New Delhi has
also sparred with Beijing
over China's visa policy
towards residents of

" Kashmir, which it chooses

to interpret as a challenge
to its sovereignty.
Military strategists
interpret China’s policies
as a regional power play.
They say that tying India
up within its own borders
prevents if from projecting
itself in the region and
rivalling China.
Econoemists explain the
friction as part of a world

In spite of fighting
talk in Delhi, the
relationship holds
more potential

_than antagonism

economy pecking order:
China is nipping at the
heels of the US, India at
the heels of China.
Manmohan Singh, India‘s
prime minister,
acknowledges “problems”
after finding himself the

- subject of a Chinese

official rebuke for
campaigning in Arunachal
Pradesh during a state
election. But he keeps faith
with the Nehruvian vision
of friendship. He considers
there to be plenty of room
in the world for the $wo to
grow their economies
amicably, without conflict,
In spite of the fighting
talk in India, the
relationship between India
and China holds much
more potential than
antagonism. China’s
impressive record of
infrastructure development

" and lifting people out of

poverty holds lessons for

- India. Likewise, India’s
. democratic credentials and
" inclusiveness are

In spite of very different
paths over the past six
decades, there is more that
is complementary than
hostile. The ecohomic
statistics alone show the
relationship is far more
nuanced. China is India's
largest trading partner.
Bilateral trade has leapt
over the past five years,
from $150bn to $50bn
(€34bn, £30bn). Indian
outsourcing companies,
such as Genpact, are
opening call centres in
China; telecommunications
hardware from China is
finding a growing market
in India as 15m users are
added to its mobile
networks every month,

The two have shown the
ability to co-operate in
multilateral negotiations at
the World Trade

. Organisation and over
. climate change at the UN.
i “Indo-Pak” was a

_hyphenation born out of 62
years of bruising hostility.
“Chindia” is shorthand for
rising prosperity.
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Hatoyama puts economic partnerships
at the heart of Tokyo’s regional policy

Japan

By Kevin Brown
in Singapore

Tokyo will accelerate talks
on economic and trade part-
nership deals with leading
Asian countries alongside
its attempts to build sup-
port for its propesed East
Asian Community (EAC),
Yukio Hatoyama, the prime
minister, said vesterday.

In a speech bilied by aides
as his first key statement
on the new Japanese gov-
ernment’s Asia policy, Mr
Hatovama gave strong
backing to US involvement
in the region, and sought to
position Japan as a guide
for other countries follow-
ing the path to full eco-
nomic development.

Speaking on the sidelines
of the Asia-Pacific Eco-
nomic Co-operation surmnmit
in Singapore, he pledged to
create a bond of “yu-ai”, or
fraternity, with other Asian
countries in search of full
reconciliation in the region.

Mr Hatoyama said the
EAC was the central pillar

of his Asia policy. It would
be based on the principle of
“open regional co-opera-
tion”, which would lead to
“a multi-layered network of
functional communities”.

He declined to say
whether the US would be
invited to join the EAC - a
move being opposed in dip-
lomatic discussions by
China, which is seeking fo
limit Washington’'s role in
Asia’s emerging regional
institutions.

He said the EAC could in-
clude co-operation on issues
such as anti-piracy pat-
rois, disaster management,
nuclear non-proliferation,
social security and urban
issues. “There may alsc be
an opportunity for us to dis-
cuss possible political co-
operaticn in the future.”

Mr Hatoyama said Japan,
which has economic part-
nership accords with 10
countries and with the
10-country Association of
South East Asian Nations,
would accelerate negotia-
tions with India, Australia
and South Korea

Japan would also play an
active role in discussions

with 15 Asia-Pacific coun-
tries on a Comprehensive
Economic Partnership in
East Asia, and in talks on a
proposed Free Trade Area
of the Asia Pacific
{FTAAP), potentially in-
volving dozens of states in
Asia and the Americas.
The long list of proposals
for economic and trade
pacts was exiended during
the Apec summit when the

‘The idea of open
regionalism can
deliver co-operation
and that is

very important’

US said it would restart
talks on the Trans-Pacific
Partnership agreement,
which currently includes
New Zealand, Chile, Singa-
pore and Brunei, but is
open to all Pacific states.
Kevin Rudd, the Austral-
ian prime minister, has also
proposed an Asia Pacific
Community, which would
include the US and is due to

be discussed at a confersnce
in Sydney next month.

Mr Hatoyama said: “Some
might say there are too
many [proposals] and
things look totally disorgan-
ised, and if things are uisor-
ganised it will be very hard
to come up with a clea” out-
look.”

He added: “It is en:‘irely
natural for such views to
emerge, but T would ven-
ture to say that this idaa of
open regionalism can
deliver co-operation and
that is very important

Most of the competing
proposals for economi: and
trade pacts were not men-
tioned in the final Apec
commmuniqué, which nierely
endorsed further wok on
the FTAAP,

The leaders called fi r “an
ambitious and balinced
conclusion” to the Doha
round of world trade liber-
alisation talks, saving they
were “ready to ex rcise
pragmatism and all pcssible
flexibility and utili-e all
possible avenues to a :celer-
ate the pace of negot ations
to secure convergenc: on a
final package’.
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How Europe can be heard in Washington

Jeremy Shapiro
and Nick Witney

s Europeans gossip and con-

spire over the new post-Lis-

bon appointments to repre-

sent the Eurcpean Union’s
external face, they know only too well
how global power is slipping away
from them. European elites agonise
over the spectre of irrelevance.

No doubt it was this anxiety that
impelled EU leaders to press for the
EU/US summit meeting in Washing-
ton earlier this month. With the guard
about to change in Brussels, this was
never going to be a productive
encounter. The visitors got what they
deserved - 90 minutes of the presi-
dent’s time, and a lunch with Vice-
President Joe Biden.

At least the experience may help
Europeans take on board two impor-
tant truths about Barack Obama, the
man whose election so delighted them
a year ago. First, his foreign policy
strategy is to reposition America for
the post-American world. Understand-

ing that the US’s brief moment of glo-
bal dominance has come and gone, he
aims to ensure America gets its way
by forging tactical alliances. He will
work with China on the global econ-
omy, with Russia on nuclear disarma-
ment, and with anyone else who can
help serve the US's interest.

Second, his self-declared pragma-
tism means a rigorous approach to
how he allocates his time and energy.
He will attend to those who can be
useful, not the merely sympathetic.
Glad-handing Europeans with nothing
to offer will be a low priority.

For Europeans these are difficult
truths to absorb. But they will not
again carry weight in Washington
untii they grasp that a post-American
world requires a post-American
Europe. Such a Europe must discard a
set of damaging illusions that, 20
years on from the end of the cold war,
still shape its approaches to the US.

The first such illusion is of continu-
ing dependence on US protection.
With the Russian military a shadow
of its Soviet predecessor, this is no
longer the case. But it underlies
Europe’s habitual deference to the US.

The second illusion is to mistake

shared values for a transatlantic iden-
tity of interests. This encourages the
widespread Eurcpean belief that if
Americans act in uncongenial ways
this is a product of their naiveté -
requiring Europeans tactfully to set
them back on course.

These two misperceptions lead to a
third - that the need to preserve a
close and harmonious transatiantic

Europeans must steel
themselves to discuss,
within the EU, the big
issues on which Europe
must engage the US

relationship must always trump any
more specific European objective. But
a vital and healthy transatlantic rela-
tionship requires tough negotiations
to establish compromises that work
for both sides — even if, as the often-
combative trade and competition pol-
icy dealings across the Atlantic show,
that may mean the cccasional row.
Such conciliatory attitudes lead

European elites to feel - their fourth
illusion - that confronting the US
from a joint European position would
be counter-productive, if not indecent.
So the EU member states opt to do
their defence and security business
under US direction in Nato - and pri-
oritise their bilateral links with Wash-
ington over almost everything else.
The British may pride themselves on
the most celebrated “special relation-
ship”, but most other European
nations also quietly believe they have
a special “in” with Washington which
is the best route for promoting their
national interests.

Americans find all this attention-
seeking tiresome, but will naturally
not pass up the opportunities to
divide and rule.

Socme Europeans think the answer
lies in a proper EU/US strategic dia-
logue, and they have pienty of propos-
ais for new forums and further sum-
mitry to force such a dialogue. But
that requires the EU, collectively, to
have something to say, which in turn
means Europeans must steel them-
selves to discuss, within the EU, the
big strategic issues on which Europe
will need to be able to engage the

US in the post-American world.

Afghanistan should be an object les-
son. European ieaders have been
happy to ignore this intractable issue
in their regular EU meetings, delegat-
ing the problem to Nato and Ameri-
can leadership. They now find them-
selves with over 30,000 troops commit-
ted to a troubled campaign, and con-
signed to the antercom while they
wait to learn the new American strat-
egy, which they must then defend to
their publics as their own.

Russia and the Middle East are two
more items on an unappetising list of
problems that Europeans must
address, not in the spirit of second-
guessing where the US wants to go,
but to assert commeon European posi-
tions. Failing that, even the most
charismatic and forceful new EU
leaders will find even photo-opportu-
nities in Washington, never mind seri-
ous attention, in increasingly short
supply.

Jeremy Shapiro is a director of
research at the Brookings Institution.
Nick Witney is a senior policy fellow at
the European Council on Foreign Rela-
tions
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US fumbling for a
new China tone

Washington’s accommodation to Beijing can go too far

Gone are the days when the US
president could visit Beijing as the
unassailable top dog, able to lec-
ture the Chinese on everything
from human rights to an overval-
ued currency. As has become fash-
ionable to note, events have
instead obliged Barack Obama to
play the role of washed-up debtor
visiting his stern bank manager
for yet another loan.

That analogy is useful. But it
can be overdene. Certainly, the
financial crisis has brought into
sharp relief just how dependent
the US has become on foreign cred-
itors, chief among them China.

It has also sharpened the percep-
tion of what had been happening
anyway, the relative decline of a
US-centric west and the relative
rise of a China-centric Asia. But
the word relative is important.
China, poor and riddled with inter-
nal contradictions, is not there yet,
by a very long way.

The changing relationship with
China does demand a new tone.
But early indications are that Mr
Obama is still fumbling for the
right one. Take global imbalances.

In the only set-piece speech of
his Asian tour - delivered in
Japan, perhaps to assure his hosts
that Washington is not abandon-
ing Tokyo just yet — Mr Obama
correctly pointed out that the glo-
bal economy cannot go back to
business as usual. “One of the
important lessons this recession
has taught us is the limits of
depending primarily on American
consumers and Asian exports to
drive growth,” he said.

That is guite right. But his
entreaties on global rebalancing
fall flat in China. That is partly
because Beijing remains publicly
sceptical about the US's long-term
finances.

From China's perspective, Mr
Obama's emergency measures to
stimulate the US economy and per-
suade Americans to spend their
way out of recession smack of re-
creating the spendthrift ways that
triggered the crisis in the first
place.

That explains why Chinese offi-
cials have quizzed their US coun-
terparts so robustly about how
they intend to pay for healthcare
reform. It is also why Beifjing has
started questioning US monetary,
as well as fiscal, policy.

On the eve of the US president’s
visit, Liu Mingkang, China’s chief
banking regulator, took a swipe at
the US Federal Reserve, saying the
coembination of a weak dollar and
low interest rates risked generat-
ing a global asset bubble. That is a
bit rich coming from someone who
oversees a banking system that
has pumped the equivalent of

nearly 30 per cent of gross domes-
tic product into the economy so far
this year. But it reflects the new
tone with which China presumes it
can address a humbled super-
power.

Mr Obama’s efforts to occupy the
moral high ground are also under-
mined by his flirtation with protec-
tionism, particularly his decision
to slap tariffs on Chinese tyres.

His administration has failed to
spell out a convineing trade policy
— and that is seen as a stark omis-
sion for a business-oriented Asian
audience. Such perceived deficien-
cies have hobbled his ability
to cajole China with any real
conviction.

When it comes to human rights,
too, the US seems to have drawn
the conclusion it is not good policy
to badmouth its chief creditor.

Hillary Clinton, secretary of
state, set the tone early when she
said that human rights should not
“interfere” with matters of implic-
itly greater urgency. Mr Obama
obligingly omitted all references to
Tibet, Xinjiang and even Taiwan

China presumes it can
address a humbled
superpower with a
marked new attitude

from his Tokyo speech. There was
also not a single mention of India,
a potential regional counterweight
to China, vet another indication
that Washington is behaving as
though it is treading on eggshells.
It was therefore all the more
refreshing to hear Mr Obama criti-
cise Chinese censorship during his
town hall meeting in Shanghai
yesterday — though even that could
not undo his own self-censorship
in refusing to meet the Dalai Lama
before this week's trip.

It is right and proper that the US
acknowledge the rising signifi-
cance of China. Mr Obama’s assur-
ances that China's rise need not be
a threat were spot on. But by the
same token, US accommodation
can be taken too far. Contrary to
common perception, China’s huge
holdings of US treasuries are not a
sign of great strength. They are
evidence of how dependent Chi-
nese growth has been on the US
consumer.

Equally, any idea that China,
with an economy less than a third
the size of the US and a GDP per
capita roughly the same as
Angela's, can somehow save the
world is ludicrous. Mr Obama is
right to show respect to China. He
need not - and must not - kowtow.
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Obama
calls for
stronger
renminbi

US president in 3-hour
Beijing talks with Hu
Tensions over trade
and exchange rates

By Geoff Dyer and
Edward Luce in Beijing

President Barack Obama yester-
day urged China to strengthen
its currency as tensions over
exchange rates and trade broke
through a carefully orchestrated
show of co-operation between
Washington and Beijing.

Mr Obama made his com-
ments after a three-hour meet-
ing in Beijing with President Hu
Jintao, during which both lead-
ers pledged to work together on
pressing international issues.

However, the US president
also joined in the growing
chorus of international voices
calling on China to allow the
renminbi to appreciate.

“I was pleased to note the Chi-
nese commitment made in past
statements to move toward a
more market-oriented exchange
rate over time,” he said at a
joint appearance with Mr Hu
Such a move would “make an
essential contribution to the
global rebalancing effort”.

The reference to “past” statge-
ments could imply that China
did not make any new commit-
ments yesterday, Mr Hu did not
mention the currency issue in
his statement, although he did
call on both governments to
refrain from protectionism, a
criticism of recent US measures
on Chinese steel pipes and tyres.

Coming at a2 moment when
Chinese prestige is growing and
the US is facing enormous diffi-
culties, Mr Obama's trip has

symbolised the advent of a more
multi-polar world where US
leadership has to co-exist with
several rising powers, most
notably China,

The two leaders both made
prepared statements, adding to
the tmpression that Mr Obama’s
visit has been one of the most
tightly scripted in recent years.

In their comments and a joint
statement, the pair spelt out a
programme for ever-growing co-
operation, including stronger
military ties, research initia-
tives on climate change and
clean energy and “a dialogue on
human space flight”.

On Iran, where the US has
been pushing China to take a
harder line against Tehran, Mr
Obama used stronger language:
“Iran has an opportunity to
present and demonstrate its
peaceful [nuclear] intentions but
if it fails to take this opportu-
nity, there will be conse-
quences.” Mr Hu said it was
important to resolve the issue
through negotiations.

China’s currency has been
effectively re-pegged to the US
dollar since mid-2008. In recent
weeks a number of international
officials and governments have
complained about the advantage
this gives Chinese exporters.

Yu Yongding, a leading Chi-
nese economist and former cen-
tral bank adviser, said Europe
and China “should play together
and put pressure on the US to
change its monetary policy”.
China and much of the world
was being held “hostage” by US
policy, he said.

Obama in Asia, Page 3

Letters. Page 10

Martin Wolf, Page 11
www.ft.com/cbamainasia — -
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America
must start
treating
China as

a friend

Bill Owens

t is time to reflect on a rapidly

changing world. We need to

make a frank and pragmatic

assessment of the US relation-
ship with China, whose rise in wealth
and influence is unprecedented.

China will socon be the world's sec-
ond largest economy. It represents
1.4bn people, who are, according to
the polls, very well-disposed to the
American people and America.

Yet that affinity is changing as the
US girds itself against what journal-
ists . and politicians poriray as an
adversarial China that takes our jobs,
poses a security threat and can never
be trusted as a friend.

It is often politically expedient to
paint China as an adversary, or
worse, a future enemy. Our national
security apparatus is aiming to con-

tinue the present level of defence

spending and emphasising 3(-year-old
legislation that is doing more harm
than good.

The Taiwan Relations Act was
passed in 1979 after the establishment
of relations with the People’s Republic
of China and the breaking of relations
with the Republic of China. It is the
basis on which we continue to sell
arms to Taiwan, an act that is not in
our best interest,

A thoughtful review of this out-
dated legislation is warranted and
would be viewed by China as a genu-

ine attempt to set a new course for a |

relationship that can develop into
openness, trust and even friendship.
The first step to halting arms sales
might be to observe that the Chinese
have stopped the short range missile
build-up across the Taiwan Straits (I
believe this is true). The US could
then stop selling arms to Taiwan
unless that build-up was renewed. We
must always protect the democracy
and freedoms Taiwan has developed -

: but weapons sales do not do this.

We must consider the faets. China
will continue to grow four to five
times faster than the US. In less than
30 years China’s GDP will equal that
of the US and we will live in a world
of ‘two great and equal powers. Impor-
tantly, if China funds its military at a

" global standard of 3-4 per cent of GDP,

it will have the capacity for a military
equal to or greater than that of the US
(they get more from the yuan than we
from the dollar, manpower costs are
less, and production is cheaper
because of its scale).

At that time, friends and allies such
as Japan, Korea, India and Indonesia
will be faced with a difficult choice
(and yes, it will be a choice) hetween
China, a rapidly growing and influen-
tial regional power, which is continu-
ing to grow and trade in much larger
quantities, or stick with the US (a
12-hour flight away). Is that the sce-
nario we would set for the future? I
believe not. .

The solution is to approach the US/
China relationship not with hedging,
competition or watchfulness, but with
co-operation, openness and trust.

We are making this choice now and
will continue to make it implicitly in
these few critical years as the rela-
tionship becomes defined. The visit of
Hillary Clinton, the secretary of state,
a few months ago, was in the spirit of
such a new relationship. President

. Barack Obama’s visit offers a new

opportunity to further it.
I believe the Chinese people and

_their leaders will be receptive, allow-
ing both sides to put down tired talk-
'ing points and finally engage in sub-

stantive discussion.

Following Mr Obama’s visit to Bei-
jing, I hope we see the following kinds
of military initiatives: an agreement
to a thoughtful review of the imple-
mentation of TRA and other outdated
legislation; a commitment to true mil-
itary-to-military engagement across
all levels including academic
exchanges between military acade-
mies; a partnership in fighting terror-
ism and addressing, as partners, non-
proliferation of nuclear weapons
(including North Korea and Iran); and
an approach to addressing the
increasing threat of cyberattack, per-
haps with a “no first use of cyberat-
tack” policy.

Many think the Chinese are unable
or unwilling to accept such a progres-

.slve and innovative agenda. We will
‘never know unless we try.

The US-China relationship is a vital
interest for the two countries and the
world. Throughout history, great pow-
ers have tended to become adversar-
ies. Now, for a few years, we have a
chance to break that cycle. It will take
strong and enduring commitment on

- both sides. But a new and engaging

Many think the Chinese
are unable or unwilling to
accept a progressive
agenda. We will never
know unless we try

relationship is imperative for our
common good.

Retired Admiral Bill Owens is a former
vice-chairman of the US Joint Chiefs of
Staff



have told Hu 1in Bei

Martin Wolf

Yesterday Barack Obama, president
of the US, met Hu Jintao, president
_of the People’s Republic of China, for
a private meeting. The agenda was
long, covering the world economy,
climate change and non-proliferation
of nuclear weapons. The last two are
the most important, over the long
ruit. But the first is the most urgent.
If we do not achieve a healthy global
economic recovery, hope of a
co-eperative relationship is likely to
prove vain. Yet such a recovery is
far from ensured. Worse, some of
what is now happening - particularly
China’s decision to depreciate the
renminbi along with the dollar -
makes healthy recovery less likely.

This, then, was an opportunity for
Mr Obama to ieil some brutal truths,
I hope he did, after careful briefing
from his staff, on the following lines.

“Mr President, as 1 said in Japan,
‘the US does not seek to contain
China, nor does a deeper relationship
with China mean a weakening of our
bilateral alliances. On the contrary,
the rise of a strong, prosperous
China can be a source of strength for
the community of nations’. For the
foreseeable future, our two countries
will be the leading players on the
world stage. We must approach our
challenges in a spirit of co-operation
and accommeodation. But that is,
alas, not happening over your
exchange rate policies.

"Chinese officials have expressed
understandable concern over US
fiscal and monetary policies. Most
recently, Liu Mingkang, your chief
banking regulator, has argued that
the combination of a weak dollar
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Grim truths Obama should

with low interest rates had
encouraged a ‘huge carry trade’ that
was having a ‘massive impact on
global asset prices’. Similarly, many
Chinese officials complain about our
huge fiscal deficits and worry about
the safety of Chinese investments in
US Treasury bonds.

“I do share these concerns. But our
current fiscal and monetary policies
have a straightforward cause: we
were contemplating the abyss a vear
ago. Even now, our recovery is too
weak to reduce unemployment from
intolerable levels. Confronted with
these risks, the Federal Reserve and
my administration have acted to
sustain demand. if anything, those
who warned our stimulus package
would prove too small were right.

“We faced a slump for a simple
reason: the financial crists we
inherited triggered a collapse in US
private spending and a sharp rise in
private saving. My advisers have told
me that between the fourth quarter
of 2007 and the second quarter of
2009, the balance between US private
income and spending shifted from a
deficit of 2.1 per cent of gross
domestic product to a2 surplus of 6.2
per cent — a swing towards frugality
of 8.3 per cent of GDP. The collapse
of our fiscal position is no more than
the mirror image of this shift in the
balance between private income and
spending. The Fed’s easing is also an
inevitable response to the collapse.

“I am president of the US. I am
not going to put our economy into a
depression, to protect the value of
Chinese savings. After all, nobody in
the US asked you to intervene on so
massive a scale in currency markets
and 50 accumulate the incredible
total of §2,275bn in foreign currency
reserves by September of this year,
much of it in our currency.

“The policy China apparently
recommends to us would not even
work on its own terms. Suppose the
Fed stopped quantitative easing and
raised interesi rates, to strengthen

Jing

the dollar, while we pushed through
a huge fiscal tightening. This would
return the economy into a slump.
Thereupon the fiscal deficits would
surely worsen, once again.

“As Dominique Strauss-Kahn,
managing director of the
International Monetary Fund, has
just pointed out here in Beijing, ‘at
the end of the day, higher Chinese
domestic demand, along with higher
US savings, will help rebalance
world demand and assure a healthier
global economy for us all’.

“I recognise that China has played
an invaluable role by stimulating
domestic demand and so facilitating
needed global adjustments. The IMF
apparently expects a huge decline in
China's current account surplus this
vear, Unfortunately, that may well

ECONOMISTS' FORUM
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prove temporary: first, yvour stimulus
programme, with its reliance on
massive credit expansion, may prove
unsustainable; second, the decline in
China’s trade swrplus is largely the
result of the crisis-induced collapse
in world trade; and, third and most
important, China has embarked on
currency deprecation by locking the
renminbi to the falling dollar.

“At a time of such weak global
demand, yours is a ‘beggar thy
neighbour’ pelicy. You complain
about the protectionist actions I have
implemented. But their impact wilk
be trivial compared with China's
‘exchange rate protectionism’. This
policy will shift the costs of
adjustment on to China’s trading
partners. Yet, again in Mr
Strauss-Kahn's words, 'a stronger
currency is part of the package of

necessary reforms. A.lowing the
renminbi and other .\sian currencies
to rise would help ircrease the
purchasing power of households,
raise the lahour share of income, and
provide the right incentives to
reorient investment’.

“You have, I am s1.re, decided that
such lectures mean nothing. What
you may fail to understand is the
speed with which democracies can
shift their attitude from the open
hand to the clenchec fist. If, over the
next year or two, your current
account surplus exploded upward,
while our deficit did the same, it
would be impossible for us to ignore.
This is particularly true when sober
analysts — Goldman Sachs, in this
case — estimate that, on its present
path, China might h.ive a bigger
surplus, relative to world GDP, by
2020, than ‘the combined surpluses
run by Germany, Japan and Middle
Eastern countries in 2007'.

“Yet we do not have that much
time. If the US domestic economy
remained weak and (memployment
high, while our trade deficit soared,
particularly our bila:eral deficit with
China, the pressure ‘0 ‘do something’
would become irresistible. I would
have to consider the sort of actions
that Richard Nixon took in 1971, To
force revaluations by Germany and
Japan, he threatenec a 10 per cent
import surcharge. With great regret,
I might feel obliged 10 do the same. I
would then argue th:t China's
determination to thwv art needed
adjustment i excha:ge rates had
become intolerable. ‘The US is
entitled to protect it-elf against such
mercantilism. The trading system
would be terribly da:naged. But the
alternative would be unbearable.”

Did Mr Obama say such things?
Probably not. Shoulii he have? Yes, I
think he should. We have spent lonhg
enough discussing Ciiina's exchange
rate policies. It is tine for action.

martin.wolf@ft.com
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add value to its
€CoNnoIny, says

World Bank

By Kevin Brown
in Singapore

Malaysia will remain in a
“middle-income trap” and
fail in its longstanding goal
of joining the developed
world by 2020 unless it can
add value to its economy,
the World Bank warned
yesterday.

In a detailed analysis of
Malaysia’s economic pros-
pects and policies, the bank
said the country had recov-
ered well from the global
financial crisis and would
grow 4.1 per cent in 2010,
after a contraction of 2.3 per
cent in 2009.

The report said the
medium-term outlook was
also promising, forecasting
growth of 56 per cent in
2011 and 5.3 per cent in
2012, assuming a sustained
global recovery from the
crisis.
~ But the report warned
that Malaysia’s growth
performance was lagging
behind its neighbours
because of its continuing
inability decisively to gen-
erate added wvalue to its
economy.

The report said: “The
economy seems to be
caught in a middle-income
trap — unable to remain
competitive as a high-
volume, low-cost producer
yet unable to move up the
value chain and achieve
rapid growth by breaking
into fast-growing markets
for knowledge and innova-
tion-based products and
services,”

The report noted that pri-
vate invesiment coliapsed
after the 1997-98 Asian cri-
sis - when Malaysia refused
advice from the Interma-
tional Monetary Fund and
acted unilaterally to defend
its currency and industries.

It said that Malaysia’'s

large private surplus on the
current account suggested
that investors found it more
attractive to invest overseas
than domestically: “With
private investment now at a
fraction of what it used to
be, there is a genuine con-
cern that the current low
level is an impediment to
the goal of becoming a high-
income economy.”

The report echoes con-
cerns expressed recently by
Najib Razak, prime minis-
ter, aithough he adopted a
significantly more upbeat
tone, arguing that economic
reforms including an easing
of foreign investment rules
would effect a transforma-
tion of the economy.

“We were successful in
the past in transforming the
economy from agriculture
to industrial-based. We now
have to shift to a new eco-
nomic model based on inno-
vation, creativity and high-
value-added activities. Only
then will we be able to
remain relevant in a com-
petitive global economy,”
Mr Najib said.

The World Bank said that
Malaysia must act urgently
to increase specialisation in
the economy, improve skills
levels, make growth more
inclusive and strengthen
public finances if it was to
achieve its goal.

“Malaysia’s fundamental
challenge - simply put - is
the need to revitalise the
dynamism of its economy,”
sald Philip Schellekens, the
lead-author of the report.

Mr Schellekens said in his
World Bank blog that com-
petition for export markets
and foreign direct invest-
ment was likely to increase
as the global economy
recovered, making it “all
the more necessary for
Malaysia to revitalise its
economy”,



ama seeks change Be

David Pilling

When Richard Nixon met Mao
Zedong for the first time in 1972, he
did s0 on the chairman’s terms.
Though he rightly believed it to be
in the US’s national interest to
establish ties with communist China,
the mechanics and tone of the visit
were dictated by Beijing.

During their one-hour
conversation, Nixon praised Mao's
writings. The chairman, seated
beside a white spittoon, responded
that the president’s literary efforts
were “not bad”, When Nixon tried to
bring up substantive subjects,
including Taiwan, Korea and
Vietnam, Mao said airily these were
“troublesome issues 1 do not want to
get into very much”.

Jonathan Fenby, from whose
Penguin History of Modern China
these gems are extracted, writes:
“The west had come to pay court
and, abetted by the premier’s
adroitness, a pattern was set that

' continues to the present day as the
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heirs of the guerrilla fighters
outstare the superpower and the
superpower takes it.”

If that were true in 1972 when
China’'s economy had been laid low
by mad collectivist experiments, how
much truer it is today. This week,
Barack Obama, president of an
indebted and humbled US, visited a
China riding high (albeit on a sea of
fiscal and monetary stimulus). Lest
he forget it, his hosts were at pains
to remind him that China is now the
US’s creditor-in-chief. The president's
trip was conducted against the
backdrop of shrill lectures about the
supposed urgency of raising US
interest rates and narrowing its
budget deficit.

The abiding image of Mr Obama’s
week in Asia was his deep -
painfully deep - how to the Japanese
emperor, a pose accentuated by the
height of the US commander-in-chief
and the diminutive stature of the
man on the Chrysanthemum throne.
Although it happened in hardiy
rampant Japan, the “wow bow™, as
one humiliated US blogger called it,
somehow captured the mood of a
less cocksure America coming to
terms with a puffed-up Asia.

Nowhere was that truer than in
China where Mr Obama’s trip was
almost as carefully choreographed as
Nixon's. The honey-tongued US

president was given scant
opportunity to charm the Chinese
masses. His townh-hall meeting in
Shanghai was minutely controlled,
with handpicked youth cadres bused
in to ask handpicked questions. On
one of the few occasions when he
gingerly broached a controversial
subject — censorship - Beijing's
censors {oh delicious irony) kept his
words from wide circulation. Mr
Ohama was publicly restrained on

The only way to nudge
China towards common
goalsis todrawitinso its
priorities coalesce with
those of other nations

jing can

the touchy issues of Tibet, Taiwan
and human rights, though aides
insisted he was far more robust .
behind closed doors.

The Chinese sport of corralling US
presidents is more than just theatre.
It reflects a deep-seated faith in the
central importance of the Middle
Kingdom and a conviction that
China will not be hermmed in by
outsiders. Nor is it willing to act in
the interest of some notional
international good, whether global

warming or global rebalancing. Its
one and only motivation, not
unreasonably, is the good of China
and, by extension, the good of the
Communist party.

Take some of Mr Obama’s top
talking points, The president praised
China for helping the cause of global
rebalancing by stimulating domestic
demand. But Beijing’s actions have
nothing to do with altruism. It has
cranked the levers of fiscal and
monetary policy because it knows
that, if it does not, its economic
growth will wither.

Proof of that is that America's
urgent insistence that China revalue
the renminbi has gone unheeded.
Beijing judges an appreciation to be
to its short-term disadvantage. This
week it insisted that the Asia-Pacific
Economic Co-operation forum strike
out references to market exchange
rates. Yet when not boxed in,
officials are prepared to consider the
question seriously: China’s central
bank recently acknowledged the case
for a stronger renminbi.

Exhortations to cut carbon
emissions produce the same
dichotomy. When told it must,
Beijing comes out with all guns - or

all coal-fired-power stations - biazing.

Rich countries should clean up their
own mess. Yet at home, it is seeking
to address environmental catastrophe

believe in

by pouring hillions into wind, solar
and nuclear energy. Self-interest
makes it worry about its
energy-hungry model and fearful that
people may rebel over poisoned
rivers and filthy air,

Of course, all countries act in their
own self-interest. But China's focus
is even more intense because of its
acute sense of historical injustice
and determination to regain its
prestige. The only way to nudge
China towards common goals is to
draw it into the international system
such that its own priorities coalesce
with those of other nations. That has
already happened with its accession
to the World Trade Organisation,
which binds it more closely to the
concept of rules-hased trade. It is
also happening, to some degree,
through the rise of a Group of 20, in
which China looms large. Elsewhere,
as its non-convertible currency
reflects, it is more isolated and thus
more prone to go it alone.

Mr Qbama’s softly-softly tour of
the Middle Kingdom suggests he
knows Beijjing cannot be browbeaten.
That can make for awkward, even
humiliating, body language. But
whether on the renminbi or on Tibet,
Beijing will sign up only to change it
can believe in,

david.pilling@ft.com
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China can
build on
the basis
of sound
finance

Liu Mingkang

ore than a year after the
bankruptey of Lehman
Brothers and the ensuing
financial market turbu-
lence, we are at a critical crossroads. I
think the post-crisis path will be
bumpy, mainly because bail-out pro-
grammes have not been implemented
in the right sequence. We can see the
cart has been put before the horse:
money has been pumped in continu.

ously to cover the risks and ease the’
panic, but we are still far from clean--
ing up the balance sheets of western.

financial institutions.

When people talk about exit strate-
gies without thinking about the huge
amourit of legacy assets on the bal-
ance sheets of the significant financial
institutions, we know that the situa-
tion is dangerous.

China is lucky enough to have
escaped the worldwide liquidity prob-
lem. Until we have a better alterna-
tive, we firmly believe that we can
still use traditicnal ratios, limits and
targets, together with stress-testing
approaches, to successfully control
risks. Those limits and ratios look
simple, but they have proved effective
in containing maturity mismatches
and reducing large banks' heavy reli-
ance on capital market funding.

I still believe strongly in maintain-
ing an appropriate firewall between
commercial banking institutions and
capital market instruments. It is my
understanding that only with proper
firewalls between them can banks and
capital markets function as two
engines of growth. If one engine fails,
the other can carry on. But when
banking and capital market activities
are too interconnected, then you are
highly likely to face a crash. That is
our fear. And that is the reality.

In my view, size is by no means the
only characteristic of systemic impor-

Only with proper firewalls
between them can banks
and capital markets
function as two engines
of economic growth

tance. The complexity of banks’ corpo-
rate structures and their inter-
connectedness are among the key fac-
tors that determine the degree of sys-
temic importance. Therefore, I con-
sider the fundamental approach to
addressing such institutions is still to
cultivate a better corporate govern-
ance and risk-management culture, in
particular to ensure that they do not
engage excessively in the acquire-and-
arbitrage business as casino banks.
When we deal with the systemically
important institutions in China, we
look first at the corporate governance
and in-house risk management. The

-performance of the five largest banks

has a significant bearing on the well-
being of the banking industry and the
wider financial system, not merely
because they are large but also
because of their inter-conmectedness
with other financial intermediaries.
We launched fullfledged reforms of
the Chinese banking sector in 2003

‘and our experience in making these

institutions sound and safe shows
that success depends crucially on
making improvements in these areas.

Due to our efforts, China’s banking
sector has largely avoided the worst
of the global financial turmoil. But
although we have achieved progress,
we should not be complacent.

For China, the biggest challenge is
still the credit risk due to industrial
structural change. Since economic
reforms were initiated three decades

" ago, we have put a lot of emphasis on

exports. 'Now we must balance “the
scohotny by boosting domestic con-
sumption. But that is not easy. At the
end of the day, it is the money tin-
kling in your pocket that leads you to

.the shops. So the way we increase

income per capita is important.

So is willingness to consume. It is
important that our government tries
its best to lay down a solid welfare
system and social safety net so as to
make China's 1.3bn people at ease
with spending their money.

In the course of this huge undertak-
ing, we need consistency and persist-
ence, The Chinese banking sector has
to be very careful and cautious. We
need thicker capital buffers and provi-
sioning coverage ratios. Moreover,
Chinese banks lack experience
because of the short history of China’s
market economy, while some of their
executives lack long-term commit-
ment because of the cwnership issue.

Every cloud has its silver lining. A
positive feature of this crisis is that it
sets the stage for further, more thor-

. ough reform. For this we need three

things: a broad vision, a building-
block approach and an awareness of
sequence. Without the first, we may
pass viclets looking for roses. Without
the second, we may pass prevention
looking for cure. And without the
third, we may miss the fact that the
cart has been put before the horse
while we are looking for a recad map.

The writer is chairmon of the China
Banking Regulatory Commission
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China’s
dictates

h " elimination of tariffs on 60
OWt per cent of exports from
least-developed nations and

a fresh

view of the way
the world works

GLOBAL INSIGHT

James Kynge
in Longdon

Who will name the new
world order? The accepted
view of a line that
magically divides the
“developed” from the
“developing” worlds has

- always been: illusory, a

. geopolitical sleight of hand.
Now, in the case of China
in particular and several
other “emerging”
economies in general, it
has become so inaccurate
as to be misleading.

Acceptance of China’s

growing weight in the
world, evident in the way
that Chinese leaders
addressed US president
Barack Obama as an equal
during his visit to China
this week, is gaining
ground. Slowly, people are
coming to the
counter-intuitive
realisation: that a country
with a per capita income of

- 83,200 (€2,100, £1,900) a
vear (slightly higher than
that of Iraq) is assuming
world leadership in
industry after industry,
market after market.

~ The list of fields in
which China tops the
world rankings or is
leaping up the league of
nations goes on and an.

- What is lagging behind are

» our powers of description.

- How do we encapsulate the

concept of a developing

- country that is leading the

developed world, a nation

that has arrived and yet is

set to carry on arriving?

The search for a new

definition derives from

more than mere tidiness.

A fresh rating of China
could have implications
not only for investors, but
for some other members of
the so-called “developing”
world as well. In several
cases, emerging economies
are those propelled by
long-term structural
transformations, while
developed world destinies
are more cyclical. Equally,
the financial crisis has
been largely a developed
nation affair, while several
“emerging” economies
have rebounded more
quickly from its deletertous
effects and carry less debt
relative to the size of their
respective gross domestic
products. With the outlook
for the US and several
European economies still
clouded by huge levels of

- national borrowing,

. commercial connectivity
within the emerging world
appears set to generate an
expanding proportion of
global growth.

Here too, China is
central. The communist
state has long
demonstrated its power to
generate wealth in
countries half a worid

" away - with Australia and
Brazil as striking
examples. Now, we may be
on the brink of something
new. China’s commercial
engagement with many
African countries - in
concert with similar
attentions from Brazil,
India and Russia - has the
potential to transform the
economic destiny of a
continent.

The announcement this
month of eight pledges to
African nations by Wen
Jiabao, China's premier,

. served as a reminder of the
relative vigour of Asia’s

* rising giant in
international affairs. Those
" pledges — which included

. the provision of $10bn in

. low-cost loans over the

. next three years, the

debt forgiveness for several
nations - only reinforced a
rapid commercial
engagement.

The potency of this
engagement with Africa by
China, alongside cther Bric
(Brazil, Russia and India)
countries, could in effect
end decades of Africa’s
marginalisation in the
world economy. According
to an excellent report,
“Bric and Africa” by
economists at Standard

China has long
demonstrated its
oower to generate
wealth in countries
half a world away

: Bank, Africa’s share of

global trade has shrunk
from 4.6 per cent in 1983 to
2.6 per cent in 2007. Now,

- however, Bric trade with
" Africa is powering ahead -

growing eightfold from
$22.3bn in 2000 to $166bn in
2008,

More important than the

. trend, though, is the

absolute size of Bric trade
with Africa, which stood at
19.2 per cent of total trade
in 2008 - a big enough
force to alter Africa’s
overall trading fortunes.
Among the Bric countries, -
China is by far the largest,
accounting for about
two-thirds of such trade.

Such realities challenge
prevailing understandings
of the way the world
works. A cohort of

. developing world nations is

driving growth on the
world's poorest continent,
while the developed world
tends to be pressing
domestic frailties.

This year, China may

" eclipse the US as Africa’s

biggest trade partner,
according to figures from
the International Monetary
Fund. In five years from

: now, it seems highly likely
that China’s trade with
Africa, matched by ever
growing investment, will

| far exceed that of the US.

| Jumes Kynge is editor of

i China Confidential.

| wuny ft.com/ ‘

| chinaconfidential
This is the first in a weekly

| online column



A wary willingness

China and America While Barack Obama may have won Beijing’s
agreement to collaborate on world problems, his hosts are reluctant
to take on the costs of leadership, write Geoff Dyer and Edward Luce

n one of those happy coinei-

dences of presidential schedul-

ing, just as Barack Obama was

receiving a private tour of the
Forbidden City in Beijing on Tuesday
afterncon following three hours of
meetings with Chinese President Hu
Jintao, residents of the Czech Repub-
lic were celebrating the 20th anniver-
sary of the student protest that
started the Velvet Revolution.

[f the fall of the Berlin Wall in 1989
and the end of communism in eastern
Eurcpe ushered in an era of unparal-
leled US dominance, Mr Obama's first
visit to China 20 years later arguably
marks ancther once-in-a-generation
revolution in global power politics -
the moment when the shift o a
genuinely multipolar world became
undeniable.

T¢ the annoyance of the White
House, the US media have focused on
the conciliatory tone that Mr Obama
adopted in his nine days in Asia -
including the now notorious deep bow
he gave Emperor Akihito of Japan
last weekend. Mr Obama's overtures
to China were seen as a new “diplo-
macy of deference” in the words of a
relatively polite outlet, while a less
polite one described the shift from
George W. Bush’s brash unilateralism
to Mr Obama’s polite engagement as a
move from “cowboy to koewtow”.

Ten years from now, however, it is
the substance and not the tone of the
trip that will interest historians. Mr
Obama in effect invited Beijing to
form a two-nation committee in which
the countries would aim for common
ground in tackling the world’s largest
problems. No other country has
received such an offer - and none is
likely to. In Beijing this week, Mr
Obama formally conceded that in
today’s world the US can get only so
far without China's help.

“We know that more is {o be gained
when great powers co-operate than
when they collide,” he said. “The
United States welcomes China's
efforts in playing a greater role on
the world stage - a role in which a
growing economy is joined by
growing responsibilities.”

US officials put it maore bluntly:
“There are really only tWo coun-
tries in the world that can solve |
certain issues,” says Jon Hunts-
man, the U3 ambassador to
China and former Republican
governor of Utah. “So the meet-
ings really have been aimed at
co-ordinating like never before
on the key global issues.”

The reality of China’s ascend-
ance and the shifting gtobal bal-
ance of power is not in itself a §
revelation. But by framing the M,
issues so boldly, Mr Obama has g
started this week to try to
answer the big questions about
how this new international
order will function.

Those include how the US
will seek to assert leader-
ship in a world where it is
the strengest but not the
dominant power; whether
China is really willing to
play the sort of global
leadership role that Mr
Obama desires; and how
much importance the two
countries will place on
the big differences in val-
ues and political ideas
that separate them.

Mr Obama’'s contro-
versial overture to
China marks two sharp
changes in America’s
stance towards the world.
The first, which he repeat-
edly acknowledged during
his election campaign, is

exchange
US trade deficit China’s foreign $2,272bn
with China* exchange 2002

reserves

$151bn
1999

$6bn $14bn
1989 1989

Source: Thocnson Reuers Datasream = Far 12 manths anding Novembe fr e300 year

‘China will
adopt
selective
diplomacy,
meaning
some co-
operation
but also
our own
actions’

the general acceptance that the US
now finds itself in a multipclar era.

“I believe that our world is now
fundamentally interconnected,” Mr
Obama told a hand-picked audience of
400 Chinese students in Shanghai on
Monday. "“The jobs we do, the prosper-
ity we build, the environment we pro-
tect, the security that we seek - all of
these things are shared. And given
that interconnection, power in the
21st century 18 no longer a zero-sum
game.”

That interconnection was evident in
Mr Obama's decision to warn, while
still on Chinese soil, that America
could face a *double-dip recession”
unless it reined in its fiscal deficits.
Given that China is by far the largest
holder of US Treasury bonds and that
Chinese officials have issued repeated
warnings about the dangers of mount-
ing US public debt, Mr Obama's
choice of venue for the interview with
Fox TV was significant.

The second change in stance
involves a shift in America's specific
approach to China - arguably the first
time Washington has acknowledged
an equal, or near equal, global part-
ner since the dying days of the cold
war. Perhaps counter-intuitively for
a candidate who inspired so much
youthful idealism on the campaign
trail, Mr Obama's extended hand of
friendship to China also ushers in a

new era of “realist” diplomacy in *
( Washington. £

China colncides with an

intense debate in Beijing

about its own role in the
world. Chinese politicians and ‘k
academics have been vigorously
discussing whether the U8 is
really in decline and whether
their government should be tak-
ing a more active role in shaping
international affairs. )

Discussion of diplomacy in

China starts with a slogan -
Deng Xiaoping's 1989 edict that

his new US approach to * 4
5
*

China should "hide the brightness
and nourish obscurity” (tacguang
yanghut), in other words Keep a low
profile abroad for fear of frightening
its neighbours. But Deng left some
wiggleroom with the second part of
the slogan, yousuc zuower, which
means “also accomplish some things”.
The official debates this year have
endorsed a new formulation that adds
the word jifi, or “actively”, so China
is now looking to “actively achieve
sornething”. This wordplay has been
the foundation for China to take a
more assertivé position in the debate
on climate change and on discussions
about reforming the international
financial system.

Yet although China is gingerly
assuming a more preminent interna-
tional rele, Beijing remains very
reluctant to take on the sort of
responsibilities that Mr Obama called
for this week. China enjoys the status
of being a global actor but is not
ready for the costs of being a global
leader.

Beijing's more assertive foreign pol-
icy is focused mostly on areas that
will directly benefit the country's eco-
nommic development, which remains
the underlying goal of government
policy, One diplomatic priority, for
instance, is helping Chinese compa-
nies win oil and commodities projects
overseas — the gort of initiative that is
by ity nature unilateral.

“China will adopt selective diplo-
macy, especially on issues important
to cur national interests,” says Shi
Yinhong, an international relations
expert at Renmin University in Bei-
jing. “That will mean some co-
operation but also more independent
actions.”

China’s leaders are much more cau-
tious about the sort of broader inter-
national security issues that Mr
Obama was trying to raise this week,
from non-proliferation to counter-
terrorism. "“For now, Beijlng is
highly reluctant to take on more
burdens - whether economic, politi-
cal or military - preferring to
free-ride,” as Stephanie Kleine-
Ahlbrandt at the International Cri-
sis Group observes in an article in
Foreign Policy magazine.

If Mr Obama did make any
progress on these issues during his
Beijing wvisit, it will have been in
more subile, behind-the-scenes
ways - for instance, persuading
+ Beijing 1o use its close relation-
ship with Islamabad to put more
[ pressure on the Pakistani mili-
tary to confront the Taliban.

China's leaders do not favour
the sort of free-flowing, open dis-
cussions that such a close part-
nership with the US would
require. For most of their
interaction on Tuesday,
each president was
gccompanied by a
large entourage of
aides. Almost all the
exchanges were
scripted and though
US officials did
net describe it as
such, the clear
implication was
that the leaders
failed to estab-
lish interper-
sonal chemistry —

Guarded welcome:
Barack Obama is
greeted (top) on
arrival in Beijing
and (left) takes
his leava of Hu
Jintao after a joint
‘news confarence
Bloomberg, Gelty
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#
Delhi is
unhappy
at a
nudge
from the
new ‘G2’

BT
L BN R
Both the US and China avoid using
the term “G27, writes Edword Luce.
But from India’s point of view, the
statement issued on Tuesday by
President Barack Obama and Hu
Jintao, his Chinese counterpart, had
that notion of twin world powers
written all over it.

The reference to the disputed and
divided state of Kashmir was plain.
“We agreed to co-operate more on
meeting this goal {of promoting
stability in Afghanistan and
Pakistan], including bringing about
more stable, peaceful relations in
all of south Asia,” Mr Obama told
the joint press conference.

His words set off alarm bells in
New Delhi, which rejects any
outside mediation. “A third-country
role cannot be envisaged, nor is it
necessary,” said India's ministry of
foreign affairs in a statement.

The timing is awkward. Next
Tuesday Manmohan Singh, India's
prime minister, will visit the White
House, hot on the heels of Mr
Qbama’s three-day overture to
nejghbouring China. Although Mr
Singh is not India's head of state,
Mr Obama has accorded him the
first full state visit of his
administration - partly to make up
for lavishing so much attention on
China at a time when New Delhi's
relations with Beijing have taken a
sharp turn for the worse.

Last month the Pecple's Daily,
the official Communist party
newspaper, printed a series of
editcrials attacking Mr Singh for
having visited the Indian province
of Arunachal Pradesh, which
borders China and which Beljing
claims is Chinese territory. The two
countries fought a war n 1962 in
which China’s troops took a thick
slice of the province, leaving an
unofficial ceasefire line known as
the Line of Actual Contrel. The
People’s Daily editorial was eerily
reminiscent of the rhetoric that
praceded China's 1962 invasion.

The honeurs accorded to Mr
Singh are also partly to assuage
New Delbi's disaffection with Mr
Obama after George W. Bush’'s
strong wooing of [ndia, which
culminated last year in a landmark
civil nuclear deal. The Obama
administration is legally bound to
uphold the deal, which, by
explicitly recognising India’s civil
nuclear programme, implicitly
underwrote the country's nuclear
weapons programime in prder to
help India counterbzlance China's
growing military clout in Asia.

But a chilliness has entered
US-India relations since Mr Obama
took office. India suspects that
Richard Heolbrooke, Mr Obama's
"afpak” envoy, wants to prod India
to restart talks on Kashmir. Mr
Holbrooke has been made to feel
unwelcome in New Delhi.

US officials say Mr Obama got on
very well with Mr Singh when the
twa met at the G20 conferences in
London and Pittsturgh. Unlike Mr
Hu, whose exchanges with Mr
Obama this week were scripted, Mr
Singh can happily interact with the
US president without a pesse of
officials by his side. But the geod
chemistry will not easily overcome
India’s deepening suspicions.

“The Indians don’t trust this
White Heuse,” says a south Asia
expert who has advised the Obama
administration on the region.
“They're already pizing for the
Bush years.”

a connection Mr Obama values
highly.

Some Chinese politicians also retain
a deepseated suspicion of what the
real motives of the US are in Asia,
with many fearing that Washington
still wants to contain China's rise
through its relationships with Japan,
South Korea and India. China's own
foreign policy strategy ig partly aimed
at restraining UUS behavicur, reducing
the space that America has for the
sort of unilateral approaches that the
Bush administration favoured.

David Shambaugh, a China expert
at George Washington University in
the US, says there is a long history of
American paternalism towards China,
going back to the 18th century and
involving US efforts to teach China
how to modernise. “Now the US
seems to want to teach the Chinese
how to be a global power,” he adds.
“But there is a lot of ambivalence in
China about learning from the US."

mbivalence and suspicien are

nowhere more apparent than

on the issue of human rights.

Although Mr Obama made
all the usual noises about the univer-
sal application of human rights, the
US president has guietly dropped the
once axiomatic rationale ihat engage-
ment and trade with China would
lead inescapably to democracy in the
People’s Republic.

After the fall of the Berlin Wall, it
was standard for US presidents to talk
of China as a threat. In his 1992 elec.
tion campaign, Bill Clinton promised
"not to coddle dictaters, from Bagh-
dad to Beijing” and Mr Bush, his suc-
cessor, branded China a “strategic
competitor” to the US. Both then went
on to Justify their aggressive deepen-
ing of economic ties with China as
likely to produce a relaxation within
that country. Mr Obama, in contrast,
neither refers to China as a dictator-
ship nor promises that his new
approach will lead to democcracy.

Only some of this is openly
acknowledged by White House offi-
cials. [n an interview with the Finan-
cial Times, Ben Rhodes, a senior
national security adviser to Mr
Obama, rejects the label “realist” and
insists that Mr Obama argued as
forcefully as any of his predecessors
for human rights and respect for
Tibet's religious freedom in his meet-
ings with Mr Hu and Wen Jiabao,
Chinese premier.

“The idea that we are compromising
our values by seeking global ce-
operation with China is not correct,”
says Mr Rhodes. “It is true that very
little can be accomplished unless the
US and China get into the habit of
co-operating with each other in the
months and years ahead. But we are
not seeking partnership at the
expense of our relationships with our
traditional allies."

Yet even Mr Obama's toned-down
rhetoric on human rights caused
offence to some in China, being
viewed as unacceptable interference.
Tao Weishuo, a student at Fudan Uni-
versity in Shanghai and Communist
party member, was at the town hall-
style meeting on Monday when Mr
Obama criticised internet controls.
“Chinese people and Chinese youth
should not be lectured by a foreign
leader as he pleases in such an arbi-
trary manner.” Mr Tao wrote on the
university’s online forum afterwards.

Mr Obama used his visit to China to
define the new realities of interna-
tional relations and flesh out his ideas
for engaging the world’s fastest-rising
power. But in adopting a more prag-
matic approach thar his predecessors,
he runs the risk of being naive about
how his new partner will respond.

%



Ottoman mis
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Turkey After decades of looking west, Ankara is re-engaging with the
lands once ruled by its sultans - but this quest for a leadership role in
the Muslim world holds the risk of overreach, writes Delphine Strauss

n one of Istanbul’s artier quar--
ters, a second-hand bookshop
sells leaves torn from an old
school atlas that depict the'

dominions of the Ottoman empire, all

neatly labelled in a flowing script few
Turks are now able to read.

The faded pages are a reminder of
the heritage long rejected by the mod-
ern Turkish state as it sought to forge
a new national identity and survive
on the frontline of 20th-century geo-

politics, Just as the social reforms of -

Mustafa Kemal Atattrk, founder of
the secular republic, presented Euro-
pean culture as the standard of eivi-

lised behaviour, so foreign policy'

became firmly west-facing as Turkey
sought shelter from the Soviet power
on its border.

Now, however, the ruling Justice &
Development (AK) party is re-
engaging with territories once ruled
by the sultans, from the Balkans to
Baghdad, in a drive to return Turkey
to a place among the leadership of the
Muslim world and the top ranks of
international diplomacy.

Ahmet Davutoglu, foreign minister
and architect of the policy, rejects the
expansionist tag of “neo-Qttoman”-
bandied about by AK critics, prefer-
ring his well-used slogan, “zero prob-
lems with neighbours”. The US and .
the European Union praise this unob-~
jectionable aim: to act as a force for
stability in an unstable region.

Turkey has long mattered — as Nato -
ally, friend of Israel, EU applicant and
energy route to the west, But its
growing economic strength and diplo-
matic reach give it influence over
some of the toughest issues facing
Washington and other capitals: from
frozen conflicts in the Caucasus to
Iran’s nuclear ambitions to the threat
of disintegration in Iraq. “We are nei-
ther surprised by nor disturbed by an.
activist Turkish agenda in the Middle.
East,” Philip Gorden, assistant secre-
tary at the US state department, said
in Ankara this month. ]

Yet the speed and bewildering scope’
of Turkey's diplomatic endeavours
have left both Turkish and western
observers wondering whether it can
juggle all its new interests. In a
month of frenetic activity, Mr Davu-
toglu has staged a show of new friend-
ship with Syria, ending visa restric.
tions on a border once patrolled by
Turkish tanks; paid a high-profile,
visit to Irag’s Kurdistan region, long
shunned as a threat to Turkish unity;
and signed a landmark deal to mend
relations with Armenia. “Today we,;
children of the Ottomans, are here to

Ottoman analogies are a
double-edged weapon in Turkish
politics, Those urging more rights for
Kurdish citizens, for example, might
recall the Ottomans' multicultural
tolerance. But some view such
: nostalgia as a challenge to the
principles of Mustafa Kemal Atatirk’s
republic, with its emphasis on a
distincty Turkish language, culture
and identity. Halil Inalcik, a historian
at Ankara’s Bilkent university, wamns:
“We are not Ottormans ... We're a
nation state. That was an empire.”

show interest in the developmént of
Mosul just as our ancestors showed|

“We don't

want a
cultural
bias
against us’

Sureyya Ciliv
Chief executive,
Turkcell

tion is unchanged. “You cannot

understand the history of at least 15
European capitals without exploring :
the Ottoman archives,” he told an

audience in Spain this weck.

For Ankara, there is no question of

changing orientation. “We have one

face tp the west and one 10 the east,” '

Mr Erdogan said last month as he
signed trade deals in Tehran. Yet it is

natural for Turkey to keep its options

open, given the manifest reluctance in
some EU countries to admit it to
membership.

"Ankara presents its new friendships
as an asset to the EU, giving it a
partner to promote westrn aims in
the region. The Eurcpein Commis-
sion’s latest report on Turkey’s acces-
sion process endorsed that view, with

centuries ago,” Zafer Caglayan, trade’ Europe is Turkey's biggest market . ..
Rolling 12 -month sum of exports in June 2009 ($bn)

. minister, said as he opened a consu-

late in the northern Iragi city last
month. Turkish diplomats claim
credit, in the last vear alone, for medi-
ating between Israel and Syria, host-

-ing talks between Afghanistan and
_Pakistan, and liaising with Sunni mil-

itants in Iraqg.

But Recep Tayyip Erdogan, a prime
minister who scorns diplomatic nice-
ties, has shown the potential for new
friendships to damage old ones.

Israel, which long valued Turkey as:

To Europe

49.5

Middle East

223

its onty Muslim ally, was already infy- - - - Dut the proportions have been shifting since
riated by his frequent condemnations the crisis began
of its Gaza offensive. In October, MY fyrkey's exports as % of total (rolting 12 -month sum)

Erdogan compounded the insult not

only by ejecting Israel from joint mili-"

tary exercises but by renewing his
criticisms while in Tehran standing
beside Mahmoud Ahmadi-Nejad, Ira-
nian president. He caused consterna-
tion by saying Omar al-Bashir,
Sudan’s war crimes-indicted presi-
dent, could not as a Muslim be capa-
ble of genocide, nor could his actions
be compared with Israel’s.

- “Why is it that...a more promi-
nent Turkey has, it seems, to come at
the expense of its relations with
Israel?” Robert Wexler, the US con-
gressman, asked recently. US newspa-
per columnists went further, arguing

. that Ankara was undermining efforts

to put pressure on Iran, or even that
illiberal Islamists could no longer be

-trusted in Nato.

The virulence of the reactions
reflects the value attached to Turkish
support. Although no longer a bul-
wark against Soviet power, the threat
of radical Islam has given Turkey new
weight as a partner to channel west-
ern values to the Muslim world - and,
by its western alliances, show that a
“clash of civilisations” is not an inevi-
table result of religious difference.

Mr Davutoglu is touring Furopean
capitals this month, employing
Ottoman-tinged rhetoric to persuade
people that Turkey's European voca-
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praise for its foreign policy. But Brus-
sels also makes it clear that gecsirate-
gic importance cannot replace the
domestic judicial, political and human
rights reforms required to meet the

_ criteria for membership.

Ankara's focus, however, is on

" grander projects than box-ticking

compliance with European legislation.
A lack of enthusiasm for Herman van
Rompuy’s appointment last week as
president of the European Council
reflects not just worries over his past
opposition to Turkey’s candidacy but
a preference for a heavyweight leader
who would want Europe to play a
bigger part on the world stage.
Ibrahim Kalin, Mr Erdogan’s chief
foreign policy adviser, argues that

Turkish activism is not a reaction to y

2



disappointments in the EU but simply
“a fully raticnal attempt to seize new
spaces of opportunity” - including the
EU's virtual absence from geopolitics.

Frictions with the EUJ may worsen,
however, if Turkey engages in rivalry
with countries used to seeing it as a
junior partner. Western diplomats

ti:')'n, is seeking projects in the Gulf, i T

north Africa and Europe “east of
Vienna”. “It’s a natural development,”
says Ferruh Tunc, senior partner in‘
Istanbul for KPMG, the consultancy.

. “Turkey’s position until the Soviet

Union cellapsed was unusual - it was

' like the last stop on a Tube line.”

have noted Mr Davutoglu's reluctance .

to support a French attempt at concil-
lation between Israel and Syria, for
example, and say Mr Erdogan’s grand-
standing in fran “is definitely causing
irritation”. Turkey thus needs to
ascertain how much influence it has,
what it is based on, and where new
policies may upset o0ld alliances.

reater regional engagement
is in part a response ta
changing balances of power.
The coming American with-
drawal from Iraq threatens a vacuum
in which Turkey is one of the most

- plausible counterweights to Iranian
; influence - its credibility enhanced by
* its refusal to let the US use its terri-
i tory to invade in 2003.

Tan Lesser from the Washington-

" based German Marshall Fund notes
- that ideas of a “Middle East for Mid-

dle Easterners” have been circulating

- for some time. “The crucial difference

is that Turkey is now a much more

' significant actor in both economic and
political terms, and Turkey's Middle |
Eastern choices are, rightly or:

wrongly, seen as linked to the coun-
try’s own identity crisis.”

Foreign policy is certainly shaped .
by a growing affinity with the Islamic
world, in a country where religious
practice is becoming more visible and
public opinion a greater force. Mr
Erdogan’s comments on Gaza, or on
Iran’s nuclear programme, appear
both to recognise and reinforce views
on the street: a survey by the GMF
found that almost one-third of Turks -
compared with only 5 per cent of

- Americans - would accept a nuclear-

armed Iran if diplomacy failed,

Chief AK weapon in its drive east-
wards, though, is not religion but
trade. Exports to what the country’s
official Turkstat agency classifies as
the Near and Middle East account for
almost 20 per cent of the total so far
in 2009, up from 12.5 per cent in 2004.

" Turkish conglomerates are also step-

ping up investment in a region where
their presence is considered benign.
“"We don't want a cultural bias
against us,” says Sureyya Ciliv, chief .
executive of Turkcell, the mobile oper-
ator, which has interests in central |
Asia, Georgia and Moldova. Anadolu |

Yet a previous initiative, reaching
out to the Turkic-speaking world after
the central Asian states won inde-
pendence, left Turkey with excellent
trade links but limited influence com-
pared with China and Russia. Morton

. Abramowitz, a former US ambassador
i to Turkey, warns in this month’s For-
. eign Affairs journal that in the AKP's

significant actor in both economic and
political tertns, and Turkey’s Middle
Eastern choices are, rightly or
wrongly, seen as linked to the coun-
try’s own identity crisis.”

Foreign policy is certainly shaped
by a growing affinity with the Islamic
world, In a country where religious
practice is becoming more visible and,
public opinion a greater force. Mr

. Erdogan’s comments on Gaza, or on

Iran’s nuclear progratmme, appear
both to recognise and reinforce views
on the street: a survey by the GMF
found that almost one-third of Turks -
compared with only 5 per cent of'
Americans - would accept a nuclear-
armed Iran if diplomacy failed.

Chief AK weapon in its drive east-|
wards, though, is not religion but;
trade, Exports to what the country's’

+ official Turkstat agency classifies as'

the Near and Middle East account for
almost 20 per cent of the total so far
int 2009, up from 12.5 per cent in 2004..

- Turkish conglomerates are alsc step-

ping up imvestment in a region where
their presence is considered benign. i

“We don't want a cultural bias
against us,” says Sureyya Ciliv, chief
executive of Turkeell, the mobile oper-
ater, which has interests in central,
Asia, Georgia and Moldova. Anadolu:
Efes, with almost 10 per cent of Rus-i
sia's beer market, wants to start pro-
ducing non-alcoholic beer in Iran.
Limak, a group centred on construc-
tion, is seeking projects in the Guif,
north Africa and Europe “east of
Vienna”. “It’s a natural development,”
says Ferrub Tunc, senior partner in |
Istanbul for KPMG, the consultancy.
“Furkey’s position until the Soviet
Union collapsed was unusual - it was

" like the last stop on a Tube line.”

Yet a previous initiative, reaching
out to the Turkicspeaking world after
the central Asjan states won inde-
pendence, left Turkey with excellent
trade links but limited influence com-

Efes, with almost 10 per cent of Rus-{ pared with China and Russta. Morton
sia’s beer market, wants to start pro- | Abramowitz, a former US ambassador
ducing non-alcoholic beer in Iran. | to Turkey, warns in this month's For-
Limak, a group centred on construc- ! eigh Affairs journal that in the AKP's

“There is progress
but it’s uneven’

Turkey’s shift in foreign policy
reflects its ambition to assume
greater responsibility as a regional
power. It may also reveal
frustration over another ambition
that has been delayed, if not
thwarted: Istanbul’s bid to join the
European Union.

Officially, the EU has been
committed to full membership
since 2005, Yet eight of the 34
negotiating “chapters” remain
blocked as a result of Turkey’'s

- long-running conflict with Cyprus.

Meanwhile enthusiasm is faint in
France and Germany, the bloc’s
traditional centres of power. “There
is progress but it's very uneven,”
one Commission official says.

The most recent update on
negotiations came with the
Commission’s mixed review of
Turkey in last month’s annual
enlargement report. Praise for its
overtures to its Kurdish minority,
and its agreement tc reopen its
bhorder with Armenia, was
tempered by concern over a fine
imposed on one of Turkey's
leading media companies.
Ostensibly for tax evasion, the
$4bn (€2.7bn, £2.4bn) levy was
likened by Olli Rehn, Europe's
enlargement commissioner, to “a.
political sanction”. European
diplomats expressed surprise, too,
at recent comments that seemed to
lend support to Iran. Diplomats
also say they do not expect
breakthroughs from this week’s
EU-Turkey ministerial meeting to
discuss foreign affairs, which Mr
Rehn will attend. )

I it is accepted, Turkey will -
become the first predominantly
Muslim EU member and also the
most populous, giving it a sizeable
number of seats in the parliament
and threatening the power of Paris
and Berlin. Nicolas Sarkozy, )
French president, displayed his
opposition, at an EU-US summit in
Prague in May. After Barack
Obama, on the eve of his first visit
to Turkey, urged his hosts to
“anchor™ the country more firmiy
in Europe, Mr Sarkozy promptly
suggested the US president mind
his own business. Angela Merkel,
German chancellor, has been more
diplomatic, suggesting Istanbul be
addressed instead as a “privileged
partner”.

The creation of o full-time EU
presidency and for-ign policy chief
seems unlikely to .ccelerate
accession. [n a 2004 speech, Herman
Van Rompuy, the Belgian prime
minister chosen as president, said
Turkey “is not a p.rt of Europe
and will never be” Those remarks
proved awkward in the run-up to
his selection last waek but - as
[stanbul no doubt noticed - they
did not cost him the joh.

Joshua ¢haffin

‘latest diplomatic push as well,
i“despite the acclain it showers on
.itself ... symbolic a-hievements have
far exceeded concrete ones”. More-
\over, Turkey’s oppcsition this spring

- to Anders Fogh Rasmussen’s appoint-

ment as Nato chiet “alienated many
Europeans by seeming to favour Mus-
lim sensibilities over liberal demo-
cratic values”.

an Ankara not reach out
peacefully cn all fronts, as it
claims, without repercussions
and a risk of overstretch?

"‘You need very jud :icus fine tuning

to be able to deliver this... The dan-
ger is of overplaying their hand,” says
a western diplomat.

Mending fences with Armenia won
praise in the west, fur instance, but in
Azerbajjan nationali-ts tore down the
Turkish flag, viewirs the move as a
betrayal of old alliunces. Baku may
yet take revenge by Jemanding higher
prices te supply gas.

The next test of Turkey’s new for-
eign policy will be Iran. The AKP
claims its oppositicn to a nuclear-
armed Iran is more offective because

. it delivers the messa:e as a friend and.

trading partner. Turicey’s interests in
trade with Iran are understood but Mr
Erdogan may be pre:sed in Washing-"
ton and Brussels t:» explain why he
defends Iran’s nuclear programme
as “peaceful ani humanitarian”
and lends the regime credibility
rather than backing isolation.
Katinka Barysch of the Centre
for European R-form, a London
think-tank, sa:s: “As a long-
standing Nato member and a
country negotialing for EU mem-
bership, Turke; is expected to
align itself with the US and
Et_u-ope - or at l-ast not do any-
thing that undermines the west's
.. polifical objectives in the Middle
" East. As a regiona] power, Turkey
will want to act independently and
.avoid antagonising :ts neighbours. It
15 not clear how lons Ankara will be
able to avoid tough choices.”
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Give us austerity and
rectitude, but not quite yet

Martin Wolf

Financial crises have devastating
impacts on the public finances. The
impact is also most severe where the
pre-crisis excesses were greatest.
Among members of the Group of
Seven leading high-income countries,
this means the bubble-infected US
and UK. The question both countries
confront is how soon and how far te
tighten. Tightening will have to be
substantial. But premature actien
could be a devastating errot,

In their work on the history of
financial crises, Carmen Reinhart of
the University of Maryland and
Kenneth Rogoff of Harvard
University note that “the real stock
of debt nearly doubles” in crisis-hit
countries,* This will be true for the
US and UK. It is only in small part
the result of bail-outs of the financial
sector or of stimulus programmes.
According to the International
Monetary Fund, in the UK ncne of
the 10.6 percentage point rise in the
ratio of fiscal deficits to gross
domestic product between 2007 and
2010 will be due to crisis-related
discretionary measures.** In the case
of the US, 1.8 percentage points of a
6.5 percentage point detericration
will be due to such measures. Most
of the change is structural: the levels
of GDP and fiscal revenue will not
return to the previous path.

How, though, does one assess this
fiscal slippage? One way is historical
{see charts). In the case of the UK,
the crisis is forecast by the IMF to
raise the ratio of net public debt to
GDP by close to 50 percentage peints
between 2007 and 2014. The only
comparable previous episodes are

wars, The increase this time is
smaller than that in the wars with
revolutionary and Napceleonic France
or the world wars of the 20th
century. But it is as large, or larger,
than in other 18th-century wars.

This, then, is a unigue episode in
British fiscal history. That is less
true for the US. Again the rise in the
debt ratio is comparable to that in
big wars - smaller than the second
world war, but larger than in the
civil war and the first world war,
But this is not the first time the US
has had a huge increase in its debt
ratio in peacetime. The first occasion
was under the Republicans between
1981 and 1992. That was when they
discovered supply-side economics.

While the increase in the debt
ratio is very large in both countries,
the levels expected to be reached by
2014 are not historically exceptional,
particularly for the UK, where the
ratio of public secter net debt to
GDP has been close to 250 per cent
twice, For the US, debt levels seem
likely to match the previous record.
Yet, those past record levels did not
create insuperable problems. In the
19th century, both countries grew
out of their debt satisfactorily, with
price stability. In the second half of
the 20th century, they did so again,
though inflation then helped.

This is not surprising. Assume that
the real rate of interest is 2.5 per
cent. Then the servicing costs, in
real terms, of a debt burden of 100
per cent of GDP is just 2.5 per cent
of GDP - almost a bagatelle. Assume,
too, that the trend rate of growth
equals the real interest rate {(a not
unreasonable assumption). Then the
requirement for debt stability is a
balanced primary budget (that is,
before interest payments). Again,
this is hardly crippling.

So what is the problem? It is that
people may lose confidence that the
governments will ultimately bring
deficits under control. There are at
least two reasons for such doubt.

First, wars have a natural ending,
while deficits in peacetime do not.
Second, cutting deficits at the end of
wars is easy, while cutting peacetime
deficits is hard: every pound or
dollar comes with a lobby group
attached.

Merely promising to cut deficits
lacks plausibility. Aggravating this is
the scale of the adjustments. The
IMF argues that in 2010, the
structural primary fiscal defieit of
the US will be 3.7 per cent of GDP
and that of the UK 7.8 per cent. The
latter is higher than that of any
other member of the G7, with Japan
closest, on 8.9 per cent (see chart).

The IMF also assumes that it will
be necessary to reduce debt ratios to
60 per cent of GDP by 2030, to create
the room to respond to new shocks.
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It concludes that needed US fiscal
tightening would be 8.8 per cent of
GDP, while that of the UK would be
a massive 12.8 per cent. Other
advanced countries have made such
changes, notably Ireland in the 1980s
and Denmark, Finland and Sweden
in the 1990s. But it will be a huge
challenge, unless one can rely on
fast export-led growth. These
numbers make nonsense of claims by
Gordon Brown, UK prime minister,
to have entrenched stability. That is
hardly what lies ahead for the UK.
Alas, credibility cannot be taken
for granted. That is what the credit
default swaps market shows: spreads
on UK government bonds have
drifted up again, to 70 basis points. I
suspect that the reason the ratings
agencies have not downgraded the
UK may be that if they did so, they

fiscal

would, in logic, have tc downgrade
the U8, too. Which age::cy would
then wish to appear be ore Congress?

Yet even if the fiscal -ope is not
infinitely long, slashing deficits now
would be wrong. It is etremely
likely this would tip ec nomies back
into recessions, as hapyened in .
Japan in the 1990s. Fur hermore, the
results would also probably include
expansion of quantitati-e and credit
easing by central bank: Yet those
policies, too, Tisk under mining
credibility, particularly of currencies,
since many investors believe (quite
wrongly) that they are harbingers of
an inflationary upsurge

S0 what should be drne? I agree
fully with the remark 'y Dominique
Strauss-Kahn, managin: director of
the IMF, in London thi- week that
“it is still toc sarly for a general
exit” from accommodat:ve policies.
That applies also to the UK and US.
What is needed, insteai., are credible
fiscal institutions and « road map for
tightening that will be implemented,
automatically, as and v hen (but only
as and when) the private sector’'s
spending recovers. Am:-ng the things
that shouid be done rigat now is to
put prospective entitlernent spending
- on public sector pens . ons, for
example — on a sustain ible path. [t
is, in short, about putt.ag in place a
credible long-term tigh:2ning that
responds to recovery a tomatically.

Yet we also cannot e-cape from an
“Inconvenient truth”. .either the UK
nor the US is quite as 'vealthy as it
once believed. There ara losses to be
shared, much of which will fall on
public spending, taxati ., or both.
Once it becomes evider:t that neither
of these countries can rise to the
challenge, fiscal crises ire inevitable.
It would only be a que-tion of when.

* This Time is Differen: Princeton,
** The State of Public I inances,
November 2009, winw.in:f.org

martin,wolf@ft.corn
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Only competition

Maurice Saatchi

s the financial crisis
unfolded, those who trusted
most sirongty in free markets
watched in dismay and
bewilderment. They struggled to
understand how competition could
possibly lead to a situation where, as
President Barack Obama put it, “only
the state had the resources {o rescue
the situation”.
It is for these true believers that

today questions are being tabled for.

Treasury ministers in both houses of
parliament - in the Commons by
Michael Fallon, a Conservative mem-
ber of the Treasury select committee,
and in the Lords by me. What, we ask,
was the UK market share of the top
five companies in the following finan-
cial services: retail banking, corporate
banking, mortgages, insurance and re-
_insurance, government bond issuance,
foreign exchange, and credit swaps
and derivatives? ‘

The UK government owns two
banks and regulates all banks. Yet in
spite of having at its disposal the

© power of legislation and such eminent

bodies as the Financial Services
Authority, the Competition Commis-
sion and the Office of Fair Trading, it
appears not to know the answer. Esti-
mates range from 80 per cent to 100
per cent, which means that competi-

"tion is almost over in these markets.

Why is this so importani? Because
in free markets, competition is the
keystone of the arch. Take it away
and the edifice crumbles. According to
the theory, in a free market, millions
vote i1 a perpetual referendum on the
countless products and services on
offer. To win support, rivals try to
outdo each other and better products
and services emerge. In this way, the
self-interest of rational individuals
brings the best cutcome for all.

Unfortunately, it has not worked
out quite like that. After 100 years of
competition, the record seems to show
that Marx was right - the end result
of competition is the end of competi-
tion. Marx foresaw constant inter-
necine warfare among capitalists,
resulting in fewer and fewer control-
ling vaster and vaster empires. Any
current description of the financtal
services sector can validate that.

To solve this problem, some cling to
the hope that “institutional sharehold-
ers” will take more responsibility for
the management of these organisa-
tions. But that can never happen.
These shareholders will never want to
get too closer to the companies they
own, for example by putting their own
representatives on to the boards of
directors. If they did, they would be

In finance and elsewhere,
cartels have proved too
clever for the regulators.
They have aready
scapegoat - government

exposed to insider dealing legislation.
That would restrict their flexibility to
deal in shares at the drop of a hat,
which would breach their “fiduciary
duty” to achieve maximum returns
for their investors.

Others put theif faith in regulation.
They hope that monopolies, oligopo-
lies and cartels can be controlled by
government. This was what led Mar-

garet Thatcher to put new regulators
~ Ofwat, Oftel, Ofcom, Ofgen - in
charge of the newly privatised utili-
ties, and Gordon Brown to create a
Financial Services Authority to moni-
tor the banks, brokers, insurers, etc.
But the cartels proved far too clever
for the regulators. In each case, they
have a ready scapegoat — the govern-

ment, When the state recently asked a.

bank it owns to “get the bank lending
again”, the negative response was
that the state also required the bank
to meet its capital adequacy ratios,
which must take precedence. So it is
that banks cannot cut borrowing costs
because the government wants them
to improve their balance sheets; water
companies cannot cut prices because
the government wants them to invest
in infrastructure; and electricity com-
panies cannot lower prices because
the government wants them to invest
in renewable energy.

A sell-off of assets owned by Lloyds
and Royal Bank of Scotland may
eventually restore some competition
to the banking market. Yet so far, the
UK government’s response to the
financial debacle has been restricted
to regulatory review. It assures us

can safeguard free markets

that the International Accounting
Standards Board (IASB) has been
charged by the Financial Stability
Board (FS8B) and the Group of 20 to
review its standards and, as a result,
is proposing new consolidation rules.
It has said that, in addition, the Com-
mittee of Eurppean Banking Supervi-
sors (CEBS) and the Financial Serv-
ices Authority (FSA) are seeking
greater disclosures on the impact of
the crisis. All have concluded that
this is an area that needs to be
addressed on an international basis
rather than by the UX alone - a jour-
ney that makes the long grass look
like a putting green,

We are all touched by romantic
faith in the wisdom of bodies such as
the IASB, the FSB, the CEBS, the FSA
and so on. All their measures are wor-
thy and will help, but they are not
enough. Regulatory responses do not
deal with the basic problem identified
in our question to the ministers — five
companies controlling 80 per cent of
an industry without anyone noticing
is an accident waiting to happen.

Lord Saatchi is chairman of the Centre
for Policy Studies
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Time is up for short-term
thinking in global capitalism

Al Gore and
David Blood

hy do investors and busi-

ness leaders continue to

focus on the short-term

and ignore the fact that
businesses that think long-term end
up more competitive and profitable?
Behavioural economists believe they
have the answer: our brains are hard-
wired to think short-term because
evolution has rewarded serial short-
term successes such as avoiding pred-
ators and other dangers that faced our
ancestors. Their survival ensured our
existence - but predisposed us to the
same kind of short-term thinking. As
a result, even though our world is
very different from theirs, long-term
decision-making remains the excep-
tion, not the rule.

The global financial crisis had its
origins in short-term, unsustainable
strategies and actions. Before the
crisis and since, we (and others) have
called for a more long-term and
responsible form of capitalism - what
we call “sustainable capitalism”. Yet
despite our collective best efforts, one
year on, the capital markets seem to
be reverting to business as usual.

Winston Churchill said: “It’s not
enough that we do our best; some-
times we have to do what’s required.”
So what is now required? How do we
change? In order to start developing
sustainable capitalism, we need to
reconsider the basic building blocks of
commerce and markets: accounting,
thsclusule, licelilives, Fegulalioi dlud
responsibility.

Surely a broader accounting of eco-
nomic activity will enhance economic
policy and decision-making. We com-
mend the work of Professor Joseph
Stiglitz and the Commission on the

Measurement of Economic Perform-
ance and Social Progress for recognis-
ing that while facts and figures are
important - indeed critical to thought-
ful decision-making - we have placed
too great an emphasis on outdated
modes of distilling economic value.
The longer we defer the proper
accounting for externalities such as
global warming pollution, the greater
the strain ‘we place on our already
fragile economies. For example, by
ignoring the real risk-profile of high-
carbon businesses, we are both allo-
cating capital poorly and creating tril-
lions of dollars of “subprime carbon
assets”. If the most powerful force in
the world is indeed “an idea whose
time has come”, the most destructive
force in capital markets may well be
“an assumption whose time has sud-
denly elapsed”. Just as widespread
assumptions about the value of bun-
dled and securitised subprime mort-
gages collapsed when tested by reality
(thereby detonating the first stage of
the financial crisis), the current wide-
spread assumption In markets that it
is perfectly fine to dump 90m tons of
global warming pollution into the thin
shell of atmosphere surrounding our
planet every 24 hours — as if it is an
open sewer - is also now colliding
with reality. Though we cannot pre-
dict when this assumption will col-
lapse, it is obvious that it will - and
most likely within the time-span rele-
vant to genuine long-term investors.
Disclosure and transparency are
critical to the optimal allocation of
capital. We strongly endorse both the
Aspen Institute’'s call for a more
lespullaibile apptuach W ivestiuent
and business managernent, and the
disclosure recommendations promul-
gated by the Committee for Economic
Development in the Washington-based
think-tank’s 2009 publication Rebuild-
ing Corporate Leadership. We also

strongly support initiatives such as
the UK-based Carbon Disclosure
Project and the UN Global Compact,
which are providing a forum for com-
panies to communicate the risks and
opportunities they see related to long-
term sustainability challenges. These
initiatives, coupled with investor initi-
atives such as the Principles for
Responsible Investment and Inter-
national Corporate Governance Net-
work, support a better long-term allo-
cation of capital. Collectively they will
allow management teams the latitude
to enact long-term strategies and
provide investors with the tools to

We need to reconsider
the basic building blocks:
accounting, disclosure,
incentives, regulation
and responsibility

make better investment decisions.
This, in turn, will create stronger and
more sustainable economies.
Executive and Wall Street compen-
sation needs to be better aligned with
stakeholders and long-term objectives,
but so does compensation of investors
and asset owners, Specifically, if asset
owners continue to review and reward
their asset managers reflexively on a
quarterly or annual basis, they should
not be surprised to find their inves-
tors optimising returns within this
time-frame - often at the expense of
long-term value. People often do what
they wre pudd o do. And I assst
agers are compensated for maximising
short-term value while saying they
are focused on long-term value, they
are fully capable of doing exactly that.
In truth, this approach to investing
is not investing at all. It is trading, or

- at its worst - gambling. These asset
managers are beiting that they can
anticipate the behaviour of other
short-term investors and move assets
more quickly than the herd. Some
managers are skilled at this. Bui this
approach has not typically maximised
value for investors or economies. This
should change. Asset managers {and
owners) should be evaluated and
incentivised (compensated) using
long-term metrics that measure - and
reward - long-term performance.

In addition to regulation, which is
guite rightly receiving scrutiny, inves-
tors and asset owners must take the
initiative to be much more responsi-
ble owners. We must exercise our vot-
ing rights, work with global regula-
tors to improve shareholder rights
and responsibilities, and more aggres-
sively hold company boards to the
highest standards of governance and
ethics. Trustees must also receive
proper resources and training,

Albert Einstein famously remarked:
“We can't solve problems by using the
same kind of thinking we used when
we created them.” To sclve the still
prevalent problems in capital mar-
kets, we need new thinking. We must
re-examine old perceptions and re-
evaluate obsolete assumptions. Many,
including the present chief of staff in
the White House, have said that a
crisis is a terrible thing to waste. Yet
we are in danger of doing just that,
We need to change urgently and
should start by revisiting the funda-
mentals necessary for strong and
functioning capital markets. We must
act now to do what is required to
Ludld suslaluable cuplialisur

Al Gore is the former vice-president
of the US and is now chairman of
Generation Investment Management.
David Blood is managing partner of
Generation Investment Management
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The Group of 20 must be stopped

Anders Aslund

t its September summit in

Pittsburgh, the Group of 20

leading economies in the

world proclaimed them-
selves as the supreme global economic
institution, replacing the increasingly
flimsy and unrepresentative Group of
Eight and outlining greater power for
their new grouping. The dominant
public reaction has been positive.
After all, the G20 represents 85 per
cent of the world’s economy and two-
thirds of its population and though
large in number it is still small
engugh to be effective.

But the G20 actually violates funda-
mental principles of international co-
operation by arrogating for itself
important financial decisions that
should be shared by all countries. In
so doing it also emasculates the sover-
eign rights of small countries that
have long been the prime defenders of
multilateralism and international law
as well as the foremost policy innova-
tors. The rule of the big pawers over
the rest is in danger of becoming
unjust and reactionary.

The G20 has no clear criteria of
membership, only that big countries
from different continents, originally
selected by the US in 1999, should
participate. Amazingly, this group of
“20" leading countries is indetermi-
nate in size. Apart from 19 countries,
the European Union is also a member.
Spain, the world’s ninth largest econ-
omy, was left cut, but it barged into
the Washington summit last Novem-
ber. Holland just decided to join, and
no one stopped it. After all, its econ-
omy is much larger than that of
Argentina, a G20 member. An inter-

national community based on the
principle of gate-crashing deserves no
respect.

Nor does the G20 possess agreed
rules of governance. At the London
summit ~last April, complaints
abounded that actual decisions were
based on the intrigues of the leading
insiders, excluding at least half the
G20 countries. That is the natural out-
come if aggressive political leaders
are let loose without rules.

A serious flaw is that the G20
abuses the principle of universality
that took hold with the League of
Nations after the first world war. One
reason why the League became inef-
fective was that a few key countries,
including Germany and the Soviet
Union, were not members. To correct
that mistake, the principle of univer-
satity was reinforced after the second
world war in the United Nations and
the Bretton Woods institutions. As
this principle has been taken for
granted, it has now been forgotten,
but it remains as important as ever.

The greatest shortcoming of the G20
is that it breaches the principle of
national sovereignty first established
in the peace of Westphalia in 1648.
The G8 claimed to be an informal dis-
cussion ¢lub, but the G20 has usurped
power over global financial govern-
ance. It has made decisions that it
expects 160 other countries to obey,
even though they have been neither
represented nor informed, reminiscent
of the old days of gunboat diplomacy.

Finally, the G20 is composed of the
very policymakers that caused the
current glebal financial crisis. They
instigated excessively loose monetary
policy, global imbalances, poor
exchange rate policy, government-
sponsored mortgage enterprises and
poor financial regulation. They are

not going te blame themselves, and
have proved this by rounding instead
on tax havens and hedge funds, which
did not cause the crisis. Without hon-
est analysis they are not likely to
improve the situation. To let the very
culprits hide their tracks behind
closed doors is a recipe for even worse
policies and disaster.

The G20 represents an extraordi-
nary regression in international gov-
ernance to Prince Metternich’s con-
cert of great powers in Vienna after
the Napoleonic wars in 1814-15. The
Congress of Vienna became infamous
for its reactionary agenda and hostil-
ity to democracy. In reality, most of

To make the G20 a global
economic body with
supernational powers
goes against principles
of international law

the governments invited were disre-
garded and the “real” Congress of
Vienna consisted of first four and
later five countries. Today, there are
discussions about developing the G20
into a G4 (the US, China, Japan and
some form of Europe) which will be
even less representative.

The irony of this exercise is that
small countries have long been the
strongest supporters and adherents of
multilateral co-operation, while big
countries have often disregarded
international law or even heralded
unilateralism. But now small coun-
tries are treated as international out-
laws for whom the self-selected G20
will make decisions - and in the name
of multilateralism. This amounts to

international gang rule, which is
likely to attract neither respect nor
obedience from outsiders.

The rule of big countries over small
is likely to become exiremely conserv-
ative, just as with :he Congress of
Vienna, Small countries are on aver-
age wealthier than large ones per cap-
ita because they are 2asier to govern
and therefore better ruled. Usually big
countries harbour the leading think-
ers and public debites, but small
countries tend to immplement more
important policy reforms.

Examples abound. In the 19305, Swe-
den pioneered Key:uesian demand
management. Chile introduced pen-
sion reforms based on private savings
accounts in 1980. New Zealand started
inflation targeting in 1990 and Estonia
launched flat income taxes in 1994.
Big countries are berter at usurping
power, but the declar.d purpose of the
G20 is policy reform. for which it is
poorly suited.

The current idea ot making the G20
a global economic organisation with
supernational power: over non-mem-
ber countries goes against multiple
vital principles of international law. It
must be stopped. Instead, the global
community should urgently reform
the International Monetary Fund. The
IMF has all the properties the G20
lacks — universality, statutes, govern-
ance and staff, but :he launch of the
G20 is a vote of no confidence in its
functioning. The IMF needs to
improve, becoming more representa-
tive, authoritative and effective, while
the G20 should step :side and serve as
nothing more than a consultative
forum.,

The writer is a senior fellow at the
Peterson Institute for International
Ecorotttics
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We must get ready for a weak-dollar world

Jeffrey Garten

he two most significant struc-
tural consequences of the
recent financial debacle are
the massive deficits and debts
of the US and the shift of economic
power from west to east. There is only
one effective way for governments to
address the combined impact of both:
press for a sea change in currency
relationships, especially a perma-
nently and greatly weakened dollar.
The roots of this situation are well
known. The American budget deficit
of this past fiscal year reached 10 per
cent of gross domestic product, the
largest since the aftermath of the sec-
ond world war. Meanwhile, the net
external debt of the US nearly tripled
last year to $3,500bn and it is pro-
jected to increase by nearly $1,000bn
every year for the next decade. All
this underestimates the problems of a
country where unfunded liabilities for
baby boomer entitlernents are in the
stratosphere, infrastructure deteriora-
lion is scandalous and many large
states are out of money. To close the

gaps, taxes would have to be raised to
sky-high levels and spending brutally
slashed. It would take a miracle if
America’s political system — one rife
with vicious partisanship and riddled
with well-financed special interests -
could do either, let alone both.

Washington will therefore have lit-
tle choice but to take the time-hon-
oured course for big-time debtors:
print more dollars, devalue the cur-
rency and service debt in ever
cheaper greenbacks. In other words,
the US will have to camouflage a
slow-motion default because politi-
cally it is the easiest way out.

There is another factor pushing
America towards a weaker dollar:
lacking the domestic consumer
demand that came with the unre-
strained credit of the past 15 years, the
US is desperate to find buyers abroad,
especially in emerging markets where
the middle class is growing and infra-
structure requirements are soaring. A
cheaper dollar could make US prod-
ucts and services more competitive.

Meanwhile, in the coming decade,
the big emerging markets of Asia will
be growing twice as fast as the US
and three times faster than the Euro-

pean Union. By 2020, China, India,
Indonesia, Korea and Vietnam
together could generate more wealth
than the the US, Japan and the EU
combined. China, India, and South
Korea have all been amassing dollar
reserves and will be looking to reduce
them. While imports into leading
industrial countries have slowed,
intra-Asian trade is booming and need

Should we manage the
transition to a new era
or let the market do it,
with the risk of massive
financial disturbances?

not be financed only in dollars. The
bottom line: Asian currencies are
likely to strengthen against the dollar.

A much cheaper dollar is a sad
development for the US, even though
it is inevitable. It will make the US
poorer, since Americans will pay
higher prices for everything they buy
from abroad - clothes, computers,
cars, toys, food, you name it. It will

make the US military presence abroad
more expensive, since the cost of con-
tractors and local suppliers will esca-
late in dollar terms. It will slow
imports, removing competition that is
essential to hold down the general
price level in America, thereby mak-
ing inflation more likely. It will send
the wrong price signals for a country
that prides itself on creating sophisti-
cated, highly valuable products, for a
low dollar will encourage producers to
compete on price more than quality. It
will diminish the political influence
and prestige that the US has had
while the dollar has been king.

Moreover, the US dollar has been at
the heart of the global economy for
well over half a century. Its demise, if
not smooth and gradual - hardly cer-
tain - could lead to an era of competi-
tive devaluations and other mercantil-
ist trade policies.

An alternative to a global monetary
system that has been centred on the
dollar is now imperative. That means
a multi-currency framework including
the euro, the ven, the renminbi and
significant issuance of an IMF-backed
currency called “specQal drawing
rights”. This regime will take time to

devise, but it should start now.

That is why Tim Geithner, US
Treasury secretary, should invite his
colleagues in the UK, euroZone, Japan
and China to meet secretly, perhaps
between Christmas and New Year, to
start discussions out of the public
spotlight {to avold spooking markets).
The big question: what kind of mone-
tary system will best serve the world
given deep-seated changes in the bal-
ance of economic power, and what
process can be followed to develop it?

Since the late 1980s I have believed
that a strong dollar was in the US and
world interest. Now, however, the
context has fundamentally changed.
The issue is no longer whether the
dollar is in long-term decline but
which of two options will be taken.
Should Washington and other capitals
calmly and deliberately manage the
transition to a new era, or, by default,
should they let the market do it, with
the risk of massive financial distur-
bances. Teday, governments have a
choice. Soon they may not.

The writer is the Juan Trippe professor
of international trade and finance at
the Yale School of Managemeént



China curbs its appetite

The fast
pace of
Chinese
foreign in-
vestment
 has peaked
and is likely
-to stabilize.

Philip
Bowring

LISBON The bigger the doubts about
the West’s prospects, the greater be-
come the assumptionsabout China’s
economicpower. China, it is said, will
have a massive foreign exchange sur-
plus for the foreseeablefuture, gob-
bling up natural resources producers in
Australia, Africa and Latin America,
buying U.S. technology companiesto
transfer know-how back to China, and
using an open checkbookto pick up big
stakes in famous European brands.

But many Chinese and Western busi-
nessmen and bankers at the annual
Global China Business Meeting here
suggest that the country’s expansionof
direct investment overseas will not be
as rapid as is often assumed.

It will grow as trade relations deepen
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and Chinese technology and brand
names have globalimpact. But this will
be gradual. After a first flush of cash-
driven enthusiasm, Chinese firms are
proceeding with greater caution, less
likely to throw money at countries and
industrieswith which they have scant
experience. They are alsomeetingin-
creasing obstacles in some countries.

China's recent spending surge needs
to be kept in perspective. Despitedirect
investment abroad doubling to around
$50 billion in 2008 — and maintaining a
similar level this year — the country’s
overall foreign investment is still tiny
compared with investment by other
countriesin China. So far, the vast ma-
jority of China’s direct foreign invest-
mentis by state-owned companiesin
natural resources in foreign countries,
with the aim of developing new sources
and keeping import prices down.

Nor is it tikely that the pace of
Chinese buying will accelerate further.
The peak opportunity to acquire assets
at favorable prices may have passed.
The cash squeezethat threatened many
companiesin the West and drove them
to be opento bids from the cash-rich
Chinese, is now less severe. China is
also expectinga contractionin its trade
surplus as domesticdemand outstrips

export growth, and may seelarge short-

- term capital inflow if the yuanis reval-

ned upwards — in which case there will
be less pressure to export capital.
Hunger for resources by state compa-
nies with few restraints onfundingis
still there. But the revival in commodity
prices has reduced the urgency for for-
eign firms to seek Chinese investors and
has pushed up acquisitionprices. Polit-
ical barriers also have become more ap-
parent, even in Africa. Fear of adverse
politicai reactionis making Chinese
firms more cautious and pushing Beijing
to tighten control of state enterprises
seeking resources deals. A more cau-
tious attitudeis also shown by the China
Investment Corporation, China’s sover-

- eignwealth fund, which has been taking

stakesin the 7-to-15-percent range, big
enough to be significant but small
enocughnot to raise nationalisthackles.
The governmenthas beenurging
firms to be more aware of local sensitiv-
ities and more careful in assessing in-
vestmentrisks. However much Beijing
wants to diversify assets, it is also
aware of the “more -money-than-sense”
mentality of some newly rich mainland
businessmen, Advice from investment
banks and investigation agenciesis in-
creasingly sought to temper the zeal of

cash-rich companiesto make acquisi
tions. Chinese interest in acquisitionsis

- still strong, but buyers and sellers alike

have become more measured.

Some urge Chinese firms to focus on
expansion via new projects, as Japan
did duringits first phase of foreign in-
vestment, building plants and creating
jobs rather than buying existing busi-
nesses, which can create animosity,
particularly when targets have iconic
namesor deep local roots.

Not that caution has taken hold every-
where, Private Chinese money is bid-
ding high prices for real estate, mostly
in Asian markets. Cash flowing to
private bankers in Switzerland and
Singapore attests to the expansionof
China’s wealthy class and its contribu-
tion to the buoyancy of some stock mar-
kets. But this is more a reflection of glob-
al liquidity than of any sustained move
by Chineseinvestors. It is also small rel-
ative to the firepower of staie entities.

The bottom line is that China will re-
main a significant player in cross border
investment. But as financialand com-
modity markets stabilize and money
ceases to be almost free, China will be
seen less as juggernautand more as a
normaliinvestor trying to make profits
in a competitive world,



Unless
China alters
its currency
policy, trade
imbalances
are going

to get much
worse.

Paul
Krugman

Internationaltravel by world leaders is
mainly about making symbolic ges-
tures. Nobody expects President
Obamato come back from China with
major new agreements,on economic
policy or anything else.

But let’s hope that when the cameras
aren't rolling Mr. Obama and his hosts
engage in some frank talk about cuy-
rency policy. For the problem of inter-
nationaltrade imbalancesis about to
get substantially worse. And there'sa
potentially ugly confrontation looming
unless China mendsits ways.

Some background: Most of the
world’s major currencies “float”
againstone another. Thatis, their rela-
tive values move up or down depending
on market forces. That doesn’t neces-
sarily mean that governments pursue
pure hands-off policies: Countries
sometimeslimit capital outflows when
there’s a vui on thelr currency {as Ice-
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World out of balance

land did last year) or fake steps to dis-
courage hot-money inflows when they
fear that speculators love their econo-
mies not wisely but too well (whichis
what Brazilis doing right now). But
these days most nations try to keep the
value of their currency in line with
leng-termeconomicfundamentals.

China is the great exception. Despite
huge trade surpluses and the desire of
marny investors to buy into this fast-
growing economy — forces that should
have strengthenedthe renminbi,
China’s currency — Chinese authorities
have kept that currency persistently
weak, They've done this mainly by
trading renminbifor dollars, which they
have accumulatedin vast quantities.

And in recent months China has car-
ried out what amountsto a beggar-thy-
neighbor devaluation, keeping the
yuan-dollar exchangerate fixed even
as the dollar has fallen sharply against
other major currencies. This has given
Chinese exporters a growing competi-
tive advantage over their rivals, espe-
cially producers in other developing
countries.

What makes China's currency policy
especially probiematicis the depressed
state of the world economy. Cheap
money and fiscal stimulus seemto have
averted a second Great Depression.
But policy makers haven’t been able to
generate enough spending, public or
private, to make progress against mass

unemployment. And China’s weak-cur-
rency policy exacerbatesthe problem,
in effect siphoning much-neededde-
mand away from the rest of the world
into the pockets of artificially competi-
tive Chinese exporters.

But why do I say that this problemis
about to get much worse? Because for
the past year the true scale of the China
problem has been masked by tempo-
rary factors. Looking forward, we can
expect to see both China’s trade sur-
plus and America’s trade deficit surge.

That, at any rate, is the argument
made in a new paper by Richard Bald-
win and Daria Taglioni of the Graduate
Institute, Geneva. As they note, trade
imbalances, both China's surplus and
America's deficit, have recently been
much smaller than they were a few
years ago. But, they argue, “these glob-
al imbalance improvements are mostly
ilusory — the transitory side effect of
the greatest trade collapse the world
hasever seen”

Indeed, the 2008-% plunge in world
trade was one for the record books.
What it mainly reflected was the fact
that moderntrade is dominatedby
sales of durable manufactured goods —
andin the face of severe financial crisis
and its attendant uncertainty, both con-
sumers and corporations postponed
purchases of anything that wasn’t
neededimmediately How did thisre-
ducethe U.S. trade deficit? Imports of

goodslike automobilescollapsed; so
did some U.S. exports; but because we
came into the crisis importing much
more than we exported, the net effect
was a smaller trade gap.

But with the financial crisis abating,
this process is going intoreverse. Last
week's U.S. trade report showed a sharp
increase in the trade deficit between
Aupust and September. And there will
be many more reports along those lines.

So picture this: month after month of
headlines juxtaposing soaring U.S.
trade deficits and Chinese trade sur-
pluses with the suifering of unem-
ployed American workers. If I were the
Chinese government, I'd be really wor-
ried about that prospect.

Unfortunately, the Chinese don’t seem
togetit: rather than face up to the need
to change their currency policy, they've
taken {o lecturingthe United States,
telling us to raise interest rates and curb
fiscal deficits — that is, to make our un-
employment problem even worse,

And I'm not sure the Obama adminis-
tration gets it, either. The administra-
tion's statementson Chinese currency
policy seem pro forma, lacking any
sense of urgency.

That needsto change.I don’t be-
grudge Mr. Obama the banquets and
the photo ops; they’re part of his job.
But behind the sceneshe better be
warning the Chinese that they're play-
ing a dangerous game.
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The nation of futurity

David
Brooks

When Europearn settlers first came to
North America, they saw flocks of
geese so big that it took them 30
minutes to all take flight and forests
that seemed to stretch to infinity. They
came to two conclusiosis: that God's
plans for humanity could be completed
here, and that they could get really rich
in the process.

This moral materialismfomenteda
certain sort of manic energy. Ameri-
cans became famous for their energy
and workaholism: for moving around,
switchingjobs, marrying and divor-
cing, creating new products and going
off on righteouscrusades.

It may seemlike an ephemeral thing,
but this eschatological faith in the fu-
ture has motivated generations of
Americans, just as religious faith moti-
vates a missionary. Pioneers and irmmi-
grants endured hardship in the present
because of their confidence in future
plenty. Entrepreneurs start up compa-
nies with an exaggerated sense of their
chancesof success, The faith is the mol-
ten core of the country’'s dynamism.

There are also periodic crises of faith.
Today, the rise of China is producing .
such a crisis. It is not only China’s eco-
nomic growth rate that produces this
anxiety. The deeperissue s spiritual
The Chinese, though members of a fam-
ously old civilization, seemn to possess
some of the vigor that once defined the
U.S. The Chinese are now an astonish-

ingly optimistic people. Eighty-six per-
cent of Chinese believe their countryis
headed in the right direction, compared
with 37 percent of Americans.

The Chinese now have lavish faithin
their scientific and technological poten-
tial. Newsweek and Intel just reported
the resulfs of their Global Intovation
Survey. Only 22 percent of the Chinese
believe their country is an innovation
leader now, but 63 percent are confident
that their cointry will be the global tech-
nology leader within 30 years. The ma-
jority of the Chinese believe that Ching
will produce the next society-changing
innovation, while only a third of Ameri
cans believe the next breakthrough will
happenhere, according to the survey.

The Cultural Revolution seems to
have produced among the Chinese the
same sort of manicdrive that the pion-
eer and immigrant experiencespro-
duced amongthe Americans, The people
who endured Mao’s horror have seen
the worst life has to offer and arenow
driven to build some secure footing. At
the same fime, they and their children
seem inflamed by the experienceof liv-
ing through so muchprogress so quickly

“Do you understand?” one party offi-
cialin Shanxi Province told James Fal-
lows of The Atlantic, “If it had not been
for Deng Xiaoping, I would be behind
an oxin a field right now. ... Do you un-
derstand how different this is? My
mother has bound feet!”

The anxiety in America is caused by
the vague sense that they have what
we're supposedto have, It’s not the per
capita income, which the Chinese may
never have at our level. It's the sense of
living with baubles just out of reach. It's
the faith in the future, whichis actually
more important.

China, where President Obamais vis-
iting, invites a certain sort of reverie. It
is natural, looking aver the construc-
tion cranes, to think about the flow of
history over decades, notjust day to

day. And it becomes obvious by com-
parisonijust how far the U.S, has drifted
from its normal future-centered orient-
ation and how much this rankles.

The U.S. now has an economy shifted
too much toward consurnption,debt and
imports and too little toward produc-
tion, innovatien and exports. It now has
amounting federal debt that creates
presentindulgenceand future hardshiy.

Americans could once be confident
that their country would grow more
productive because each generation
was more skilled than the last. That's
no longer true. The political systern
now groans to pass anything easy —
tax cuts and expandinghealth care cov-
erage — and is incapable of passing
anything hard — spending restraint,
health care cost control,

The standard thing these days is for
Americans to scold each other for our
profligacy, to urge fiscal Puritanism.
Butit’s not clear Americans have ever
really been self-disciplined.Instead,
Americans probably postponed gratifi-
cation because they thought the future
was a big rock-candy mountain, and if
they were stealing from that, they were
robbing themselves of something stu-
pendous,

1t would be nice if some leader could
induce the countryto salivate for the fu-
ture again. That would mean connect-
ing discrete policies — education, tech-
nological innovation, funding for basic
research — into a single long-termnar-
rative. It would mean creating regional
strategies, becaiise innévation happens
in geographic clusters, not at the na-
tionallevel. It would mean finding ways
to tamp down consumptionand reward
production. The most pragmatic guide
for that remains Michael Porter’s essay
in the Oct, 30, 2008, issue of Business
Week.

As the financial crises ease, it would
be nice if Americans would once again
start looking to the horizon.
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The big squander

Paul
Krugman

Earlier this week, the inspector general
for the Troubled Asset Relief Program,
ak a, the bank bailout fund, released his
report on the 2008 rescue of the Ameri-
-can International Group, the insurer.
The gist of the report is that govern-
ment officials made no serious attempt
to extract concessions from bankers,
even though these bankers received
huge benefits from the rescue. And
more than money was lost. By making
what was in effect a multibillion-dollar
gift to Wall Street, policy makers under-
mined their own credibility — and put
the broader economy at risk.

For the A.L.G. rescue was partof a
pattern: Throughout the financial crisis
key officials — most notably Timothy
Geithner, who was president of the
New York Fed in 2008 and is now Treas-
ury secretary — have shied away from
doing anything that might rattle Wall
Street. And the bitter paradox isthat
this play-it-safe approach has ended up
undermining praspects for economic
recovery. For the job of fixing the
broken economy is far from done — yet

- finishing the job has becomenearly im-
possible now that the public has lost
faith in the government’s efforts, view-

ing them as little more than handoutsto

the people who got us into this mess.
About the A.LG. affair: Duringthe
bubbie years, many financial compa-

nies created the illusion of financial
soundness by buying credit-default
swaps from A 1.G. — basically, insur-

‘ance policiesin which A 1.G. promised

to make up the difference if borrowers
defaulted on their debts. [t was an illu-
sion because the insurer didn't have re-
motely encugh money to make good on
its promisesif things went bad. And
sure enough, things went bad.

So why protect bankers from the con-
sequencesof their errors? Well, by the
time A 1.G’s hollowness became appat-
ent, the world financial system was on
the edge of collapse and officials judged
— probably correctly — thatletting
A 1.G. go bankrupt would push the fi-
nancial systemover that edge. So
A.LG. was effectively nationalized;its
promises became taxpayer liabilities.

But was there any way to limit those
liabilities? After all, banks would have
suffered hugelosses if A.I.G. had been
allowed to fail. So it seemed only fair for
them to bear part of the cost of the bail-
out, which they could have done by ac-
ceptinga “haircut” on the amounts
A LG. owed them. Indeed, the govern-
ment asked them to dojust that. But
they said no — and that was the end of
the story. Taxpayers not only ended up
honoringfoolish promises made by oth-
er people, they ended up doing so at 100
cents on the dollar.

Could things have been different?
Some commentators argue that gov-
ernment officials had no way to force
the banks to accept a haircut — either
they let A.LG. go bankrupt, which they
weren't ready to do, or they had to hon-
or its contracts as written.

But this seemslike a naive view of
how Wall Street works. Major financial
firms are a small club, with a shared in-
terest ir sustaining the system; ever
since the days of 1P, Morgan, it hasbeen
commonin times of crisis to call on the

big players to forgo short-termprofits
for the industry’s common goed. Back in
1998, it was a consortiumof private
bankers — not the government — that
put up the funds to rescue the hedge
fund Long Term Capital Management,

Furthermore, big financial firms have
along-termrelationship, both with the
government and with each other, and
can pay a priceif they act selfishty in
times of crisis. Bear Stearns, the invest-
mentbank, earneditself alot of ill will by
refusing to participatein that 1998 res-
cue, and it’s widely believed that this ill
will played a major factor in the demise
of Bear Stearnsitself, 10 vears later.

So officials could have called on
bankers to offer a better deal, for their
own sake, and simultaneously
threatened to name and shame those
who balked. It was their choice not to
do that, just as it was their choicenot to
push for more control over bailed-out
banks in early 2009, And, as I said,
these seemingly safe choiceshave now
placed the economy in grave danger.

For the economy is still in deep trou-
ble and needs much more government
help. Unemployment is in double-di-
gits; we desperately need mare gov-
ernment spending on job creation.
Banks are still weak, and credit is still

tight; we desperately need more gov-

ernmentaid to the financial sector. But
try totalk to an ordinary voter about
this, and the response yow're likely to
getis: “Noway. All they'l dois hand
out more money to Wall Street.”

So here’s the real tragedy of the
botched bailout: Government officials,
perhapsinfluenced by spendingtoo
much time with bankers, forgot that if
you want to govern effectively you
have retain the trust of the people. And
by treating the financial industry with
kid gioves, they have squandered that
trust,
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The phantom menace

Krugman

A funny thing happenedon the way toa
new New Deal. A year ago, the only
thing we Americans had to fear was
fear itself; today, the reigning doctrine,
in Washington appears to be “Be afraid.
Be very afraid.”

What happened? To be sure, “cen-
trists” in the Senatehave hobbled ef-
forts torescue the economy. But the evi-
dencesuggeststhat in additionto facing
political opposition, President Obama
and his inner circle have been intimidat
ed by scare stories from Wall Street,

Consider the contrast between what
Mr. Obama’s advisers were saying on
the eve of his inauguration, and what he
himselfis saying now.

In December 2008 Lawrence Sum-
mers, soon to become the administra-
tion’s highest-ranking economist, called
for decisive action. “Many experts” he
warned, “believe that unemployment
couldreach 10 percent by the end of
next year.” In the face of that prospect,
he continued, “doing too little posesa
greater threat than doing too much.”

Ten monthslater unemployment
reached 10.2 percent, suggestingthat
despite his warning the administration
-hadn’t done enough to create jobs. You
might have expected, then, a determi-
nation to do more.

Butin a recent interview with Fox
News, the president sounded diffident

and nervous about his economicpolicy.
He spoke vaguely about possible tax in-
centives for job creation. But “it is im-
portant though to recognize,” he went
on, “that if we keep on adding to the
debt, even in the midst of this recovery,
that at some point, people could lose
confidencein the U.S. economy in a way
that could actually lead to a double-dip
recession.”

What? Huh?

Most economists] talk {0 believe that
the big risk to recovery comes from the
inadequacy of government efforts: The
stimulus was too small, and it will fade
out next yeat, while high unemploy-
ment is underminingboth consumer
and business confidence,

Now, it's politically difficult for the
Obama administration to enact a full-
scale second stimulus. Still, he should be

. trying to push through as much aid to

the economy as possible. And remem-
ber, it’s Mr. Obama’s job to persuade
America to do what needs to be done.

Instead, however, Mr. Obamais lend-
ing his veice to those who say that
Armerica can’t create more jobs. Anda
report on Politico.com suggests that
deficit reduction, not job creation, will
be the centerpiece of his first State of
the Union address, What happened?

It took me a while to puzzle this out.
But the concerns Mr. Obama expressed
become comprehensibleif you suppose
that he's getting his views, directly or
indirectly, from Wall Street.

Ever since the Great Recession began
economicanalysts at some (not all) ma-
jor Wall Street firms have warned that
efforts to fight the slump wili produce
even worse economicevils. In particu
lar, they say, never mind the current
ability of the U.S. government to borrow
long term at rernarkably low interest
rates — any day now, budget deficits
will lead to a collapse in investor confi-

dence, and rates will soar.

And it’s thig latter claim that Mr.
Obama echoedin that Fox News inter-
view. Is he right to be worried?

Well, spikes in long-terminterest rates
have happenedin the past, most fam-
ouslyin 1994, But in 1994 the U.S. econo-
my was adding 300,000 jobs a month, and
the Fed was steadily raising short-term
rates. It’s hard to see why anything sim-
ilar should happen now, with the econo-
my still bleeding jobs and the Fed show-
ing no desire to raise rates anytime soon.

Abetter mode}, I'd argue, is Japanin
the 1990s, which ran persistentlarge
budget deficits, but also had a persist-
ently depressed economy — and saw
long-terminterest rates fall almost
steadily. There’s a good chance that of-
ficials are being terrorized by a
phantommenace — athreat that exists
only in their minds.

And shouldn’t we consider the
source? As far as I can tell, the analysts
now warning about soaringinterest
rates tend to be the same people whoin-
sisted, months after the Great Recession

" began, that the biggest threat facing the

economy was inflation. And let’s not for-
get that Wall Street has aless than stel-
lar record at predicting market behavior.

Still, let’s grant that there is some
risk that doing more about double-digit
unemployment would undermine confi-
dence in the bond markets. This risk
must be set against the certainty of
mass suffering if we don’t do more —
and the possibility, as I said, of a col-
lapse of confidence among ordinary
workers and businesses.

And Mr. Sumimers was right the first
time: Inthe face of the greatesteco-
nomic catastrophe since the Great De-
pression, it’s much riskier to do too little
thanitistodotoomuch.It’s sad, and
unfortunate,that the administration ap-
pears to have lost sight of that truth.
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Wishful thinking about American jobs

CHINAII
Productivity is
booming, but
the Chinese
consume far
less than Amer-
icans, and _
Beijing wants to
keep it that way.

Robert Reich

BERKELEY, CALIFORNIA President
Obama says he wants to ‘‘rebalance”
the U.S,-Chinaeconomicrelationshipas
partof his plan to restart the American
jobs machine.”‘We cannot go back,' he
saidin Septembey, ‘‘to an era where the
Chinese... just are selling everything to
us, we're taking out a bunch of credit-
card debt or home equity loans, but
we're not selling anything to them.” He
hopes that hundreds of millions of
Chinese consumers will make up for
the inability of American consumers to
return to debt-bingespending,

This is wishful thinking. True, the
Chinese market is huge and growing
fast. By 2009, China was second only to
the U.S. in computersales, with alarger
proportion of first-time buyers. It
already had more cellphone users. And
excluding SUVs, last year Chinese con-
sumers bought as many cars as Ameri-
cans {as recently as 2006, Americans
bought twice as many).

Even as the U.S. government was
bailing out General Motors and
Chrysler, the two firms’ salesin China
were soaring. Proctor & Gambleis so -
well-established in China that many
Chinesethink its products are Chinesge
brands. If the Chinese econonty contin-
ues to grow at its current rate and the
benefits of that growth trickle down to
1.3 billion Chinese consumers, the coun-
try would become the largest shopping
bazaar m history. Fhey' lbe driving
over a billion cars and will be the

world’s biggest purchasers of almost

everything else produced on the planet.

So this will mean millions of Ameri-
can exportjobs, right? No.

Infact, China is headingin the oppos-
ite direction of “rebalancing’”’ Its pro-
ductive capacity keeps soaring, but
Chinese consumers are taking home a
shrinking proportionof the total econo-
my. Last year, personal consumptionin
China amountedto only 35 percent of
the Chinese economy; 10 years ago con-
sumption was almost 50 percent. Capital
investment, by contrast, rose to 44 per-
cent from 35 percent over the decade.

China’s capital spendingis on the
way to exceedingthat of the U.S,, butits
consumer spendingis barely a sixth as
large. Chinese companiesare plowing
their rising profits back into more pro-

ductive capacity — additionalfactories,

more equipment, new technologies.

China’s massive $600 billion stimulus
package has been directed at further
enlarging China’s productive capacity
rather than consurnption.

So where will this productive capa-
city goif not to Chinese consumers?
Net exportsto other nations, especially
the U.S. and Europe.

Many explanationshave been offered
for the parsimony of Chinese consurners.
Social safety nets are still inadequate,so
Chinese families have to cover the costs
of health care, education and retirement.
Young Chinese men outnumber young
Chinese women by a wide margin, so
households with sons have to accumu-
late and save enough assets to compete
in the marriage market. Chinese society
is aging quickly because the government
las kepta light lid on population growth,
with the result that householdsare sup-
portingiots of elderly dependents.

But the larger explanationis that
Chinais oriented to preduction, not
consumption. China wants to become
the world’s pre-eminent producer na-
tion. It also wants to take the lead in the
productionof advanced technologies.
The U.S. would like toretain the lead,
but our economy is oriented to con-
sumptionrather than production.

Deep down inside America’s national
consciousness we assume that the ha-
sic purpose of an economy is to provide

S more opportunities
Obama to consume..We wgnt
speaks of ‘re- our comparnlies 150 n-
balancing’ vest int new equip-

: cang ment and technal-
America’s ogiesbut also want
economicre-  them tepay gener-
lations, but ous dividends.

China is going We approve of gov-
in the oppos- ?rrtl)mt?ntmvesuEenas
T inbasicresearch an
ite direction, development, but
mainly for the pur-

pose of making the nationmore secure

through advanced military technologies.

China’s industrialand technological
policy is unapologetically direct. It espe-
cially wants America’s know-how, and
the best way to capture know-how is to
get it firsthand. So China continuesto
condition many sales by foreign compa-
nies on productionin China. American
firms are now helping China builda
“smart” infrastructure, tackle poliution
with clean technotogies, find new appli-
cations for nanotechologies,and build
commercial jets and jet engines.

Beijing also wants to create more jobs,
and it will continue to rely on exports.
Eachyeatr, tens of millions of poor
Chinese pour into large cities in pursuit -

of better-paying work. If they don't find
it, China risks upheaval. Massive dis-
order is one of the greatest risks facing
the governing elite. That elite would
much rather create exportjobs, even at
the cost of subsidizing foreign buyers,
than allow the yuan to rise and thereby
risk job shortages at home,

To this extent, China’s export policy
isreally a social policy, designedto
maintain order. Despite the Obamaad-
ministration’s entreaties, China will
continueto peg the yuan to the dollar —
when the dollar drops, selling yuanin
the foreign-exchangemarket and
adding to its pile of foreign assets in or-
der to maintain the yuan’s fixed rela-
tion to the dollar. This is costly to China,
but for the purposesof industrial and
social policy, China figures it's worth it.

The dirty secret is that both America
and China are capable of producing far
more than their own consumers are ca-
pableof buying, In the 1.5, the root of
the problemis a growing share of total
income going to the richest Americans,
leaving the middle class with relatively
less purchasing power unless they go
deepintodebt. Inequality is also widen-
ing in China, but the problemthereisa
declining share of the fruits of economic
growth going to average Chinese and an
rising share going to capital investment,

Both societies are threatened by the
disconnectbetween productionand
consumption.In China, the threat is
civilunrest. Inthe US,, it’s a prolonged
recession that, combined with rising in-

equality, could create political backlash,

ROBERTREICH s a1 former I8 labar cecre-
tary and the author of “Supercapitalism.
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The Euro-
pean Union
needs to
step up its
game in
getting
Beijing to
cooperate
on econom-
ic issues.

Jiirgen R. Thumann

Asthe United Statesand China engage
in a so-called G-2 economicdialogue, the
European Union will find itself footing
the bill. The G-20's Pittsburgh declara-
tion outlined the need to address macro-
economicimbalancesto avoid a repeat
of the financial crisis that has thrown
the world economnty into disarray. Al-
thoughthe U.8. current account deficit
and the Chinese surplus have declined
somewhatsince the start of the financial
crisis, the weakness of the dollar com-
bined with China’s fixed exchangerate
policy risk shifting the burden of future
adjustmentson to the E.U’s shoulders.
A continued appreciation of the euro
against both the dollar and the Chinese
renminbiwould be not only a stumbling
block for economicrecovery in Europe
but couldledd to suboptimal monetary
pelicy decisions across our different
econemic blocs and fuel renewed finan-
cial and asset price misalignments.Itis
our strong belief that a preconditionfor

INTERNATIONAL HERALD TRIBUNE
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~.U. and China

areturnte global growth and financial
stability is to ensure that macro-eco-
nomic and exchange rate policies dp
not perpetuate past mistakes.

The E.U’s interests are clear — the
major economijesneed to work together
toreach sustainable macroeconomic
outcomesin which exchangerate
policieshave an imnportant role. China
must introduce more flexibility in its ex-
changerate policy to facilitate Beijing's
clearly stated objective of boosting do-
mesticdemand. The United States must
make real its commitmenttoa strong
dollar and restore domesticsavings. The
E.U. needsto deliver on a far-reaching
structural reforns to restore the Union's
faltering growth potential. More intense
dialoguebetween Ewropean, Chinese
and USS. officials is needed to discuss
ways of reducing global imbalancesand
ensure sustainable development.

In climate change negotiations,China
has been reluctant to commit to emis-
sions reductions commensurate withits
emissionslevels. Clearly there is a need
for China to commit to serious reduc-
tions while recognizing the develop-
ment challenges facing the country, The

Copenhagenconference will require
strong leadership from the E,U. and ma-
jor emerging countrieslike Chinato
build a consensus. Cleser cooperation
on technological solutionsis required.
China and the E.U. have the opportunity
to boost business-to-business coopera-
tionin green technologies.But thisre-
quires a coherent legal framework to
protect intellectual property rights, to
foster open trade and investment and to
support global rules for freer tradein
green goods and services.

The dialogue must also forcefully ad-
dress the main challenges facing the
E.U-China trade and investmentrela-
tionship. Beijing has not shown much
leadership. Chinese exports have ex-
panded under multilateral trade rules,
yet China has shown only a limited en-
gagement in the World Trade Organiza-
tion’s Doha Round negotiations. The
E.U. should call for more commitments
from its China in global talks, especially
on sector-specific goods and services.
In this way, the E.U. and China can help
reengage the U.S. and move the Doha
Round toward a conclusion.

Atthebilateral level, government re-

strictionson trade, procurement, invest-
ment and raw materialsare harming the
E.U-China relationship. At the same

~ time, weak enfoercement of intellectual

property rightsis discouraging E.U.
companies from cooperating with the
Chinese. European companies would
prefer that the Union works to remove
these impedimentsto business develop-
ment during the E.U-China summitnext
week, The summit could, for instance,
grant a special nandateto resolve these
matters rapidly throughthe E.U-China
High Level Economicand Trade Dia-
logue. Otherwise, these issues will have
tobe channeled through the muchmore
cumbersome W.T.0. settlement process.

China and the E.U. have alot to gain
from cooperating to stabilize the global
econonty, to address shared environ-
mental concerns and to stimulatetrade
as a driver of growth and open markets
globally. If the E.U. can stepup its game
in negotiations,it will find in China a
strong partner for cooperation.

JORGEN R. THUMANN s president of Busi-
nessEurope, a Brussels-hased associ-
ation of industries and employers.
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Taxing the speculators

Paul
Krugman

Should we use taxes to deter financial
speculation? Yes, say top British offi-
cials, who oversee the City of London,
one of the world’s two great banking
centers. Other European governments
agree — and they’re right.

Unfortunately, United States officials
— especially Timothy Geithner, the
Treasury secretary — are dead set
against the proposal. Let’s hope they
reconsider: A financial transactionstax
is an idea whose time has come.

The disputebegan backin August,
when Adair Turner, Britaint’s top finan-
cial regulator, called for a tax on finan-
cial transactions as a way to discourage
*socially useless” activities, Gordon
Browm, the British prime minister,
picked up on his proposal, which he
presented at the Group of 20 meeting of
leading economies this month.

Why is this a good idea? The Turner-
Brown proposalis a modern version of
anideaoriginally floated in 1972 by the
late James Tobin, the Nobel-winning
Yale economist. Tobin argued that cur-
rency speculation— money movingin-
ternationally to bet on fluctuationsin
exchangerates — was having a disrupt-
ive effect on the world economy. Tore-
duce thesedisruptions,he calledfora
small tax on évery exchangeof curren-
cies,

Such a tax would be a trivial expense
for people engaged in foreign trade or

long-terminvestment; but it would be a
major disincentive for people trying to
make a fast buck (or euro, or yen) by
outguessing the markets over the
course of a few days or weeks. It would,
as Tobin said, “throw some sand in the
well-greased wheels” of speculation.

"’ Tobin's idea went nowhere at the

time. Later, much to his dismay, it be-
came a favorite hobbyhorse of the anti-
globalizationleft. But the Turner-
Brown proposal, which would apply a
“Tobin tax” to all financial transactions
—-- notjust those involving foreign cur-
rency —is very much in Tobin’s spirit.
It would be a trivial expense for long-
term investors, but it would deter much
of the churning that now takes place in
our hyperactive financialmarkets.

This would be a bad thing if financial
hyperactivity were productive, But
after the debacleof the past two years,
there’s broad agreement — I'm temp-

_ted to say, agreementon the part of al-

most everyone not on the financial in-
dustry’s payroll — with Mr. Turner’s
assertion that a lot of what Wall Street
and the City dois “socially useless”
And a transactionstax could generate
substantial revenue, helping alleviate
fears about government deficits.
What's not to like?

The main argnment made by oppo-
nents of a financial transactionstax is
that it would be unworkable, because
traders would find ways to avoid it.
Some also argue that it wouldn’t do
anything to deter the socially damaging
behavior that caused our current crisis.
Butneither claim stands up to scrutiny.

On the claim that financial transac-
tions can’t be taxed: Modern trading is

- ahighly centralized affair. Take, for ex-

ample, Tobin's original proposal to tax
foreign exchangetrades. How can you
do this, when currency traders are lo-

- cated all over the world? The answer is,
while traders are all over the place,a

_thrall.

majority of their transactions are
settled — ie., payment is made — ata
single London-basedinstitution. This
centralizationkeeps the cost of transac-
tions low, which is what makes the huge
volume of wheeling and dealing possi-
ble. It also, however, makes these
transactionsrelatively easy to identify
andtax.

‘What about the claim that a financial
transactionstax doesnw’'t addressthe -
real problem? It's true that a transac-
tions tax wouldn’t have stopped
lenders from making bad loans, or gull-
ible investors from buying toxic waste
backed by thoseloans.

But bad investmentsaren’t the whole
story of the crisis. What turned those
bad investmentsinto catastrophe was
the financial system’s excessive reli-
ance on short-ternmoney. )

As Gary Gorton and Andrew Metrick
of Yale have shown, by 2007 the United
States banking systemhad become
crucially dependenton “repo” transac-
tions, in which financial institutions
sell assets to investors while promising
to buy them back after a short period
— often a single day. Losses in
subprime and other assets triggereda
banking crisis because they under-
mined this system — there was 2 “run
onrepo.”

And a financial transactionstax, by
discouraging reliance en ultra-short-
run financing, would have madesucha
run muchless likely. So contrary to
what the skeptics say, such a tax would
have helped prevent the current crisis
— and could help us avoid a future re-
play. ‘

Would a Tobin tax solve all our prob-
lems? Of course not. Butit could be part
of the process of shrinking the bloated
financialsector. On this, as on otheris-
sues, the Obama administration needs
to free its mind from Wall Street’s
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Economy grew 4.8%
in latest quarter

But future hazy Kl

as stimulus
steps dry up

Takahiro Fukada
STAFFWRITER
Extra budget unaffected: Page 7

The economy grew an annual-
ized 4.8 percent in the July-
September period, marking
the second straight quarter of

growth amid stronger con- .

sumption and exports, the
government said Monday.

It was the best performance .

since 5.7 percent growth was
logged in January-March
2007.

Private consumption rose
0.7 percent from the previous
quarter and private invest-
ment increased 1.6 percent,
according to the Cabinet Of-

fice's closely watched quarter-

ly report. Exports surged 6.4
percent, the same pace as dur-
ing the April-June quarter.

“The results were much
stronger than our expecta-
tions,” said Takuji Aida, se-
nior economist at UBS Securi-
ties Japan.

Private inventory pushed’

up the GDP figure by 0.4 per-
cent in the July-September pe-
riod, compared with minus 0.4
percent in January-March
and minus 0.7 percent in April-
June, the report said.
Inventories dropped in the
previous two quarters but re-
bounded this time, Aida said.
The strong GDP growth was

due to the stimulus package:

compiled by the previous ad-
ministration, which boosted
domestic consumption, as

well as steady exports, said -
Minoru Nogimori, an econo- -

mist at Nomura Securities Co.

“An export-led recovery
and the government’s stimu-
lus policies brought multiplier
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 effects,” Nogimori said,

Economists, however, are
split on next year’s outlook.

Aida said the economy will
continue to grow because the

“government is expected to

keep spending and imple-

menting employment steps.
“As the economy will con-

tinue to be supported by (stim-

, ulus policies of the current

government), the risks of a
double-dip in around the first

- half of next year have dimin- -
~ ished,” he said. :

Nomura's Nogimori was

" less optimistic, saying eco-

nomic growth will probably
plunge to around zero early
next year,

_ While the economy will con-
tinue to grow at a slower pace
in the October-December
quarter amid a strong world
economy and exports, Nogi-
mori predicted the figure will
fall to around zero around ear-
ly next year. Employment and
investments will weaken in
Japan as the global economy
isexpected to slow around that
period, he said. :

Nogimori urged the Bank of
Japan to maintain its mone-
tary policy to prevent the
economy from sinking again.
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APEC deal puts emissions pressure on U.S., China

Breathing room offers either Ieéway toforge
ahead or crash global warming bandwagon

ANALYSIS

Juliet Eilperin
Washington
THE WASHINGTON POST
The scaled-back climate strat-
egy endorsed Sunday in Singa-
pore by APEC forum leaders
and other leaders could put
pressure on the United States
and China to resolve the big-
gest stumbling block to an
agreement — how much they
will cut greenhouse-gas emis-
sions in the next decade.
Hoping to lower expecta-
tions for next month’s U.N .-
sponsored talks in Copenha-
gen, leaders at the Asia-Pacif-
ic Economic Cooperation

summit endorsed the proposal
by Danish Prime Minister
Lars Lokke Rasmussen for a
limited, short-term climate
agreement that would be final-
ized as a binding treaty in 2010.

The new approach — “one
agreement, two steps,” as
Rasmussen called it — would
have all 192 countries partici-
pating in the talks sign an
agreement on major parts of
the negotiation, including mit-
igation, adaptation, technolo-
gy and finance.

Neither the United States
nor China — which together
account for roughly 40 percent
of the world’s greenhouse-gas
emissions — has outlined spe-
cific climate targets for 2020, a

key sticking peint for the nego-
tiations. U.S. officials have
said they are reluctant to iden-
tify a near-term goal until
Congress passes climate legis-
lation, which will not reach the
Senate before next year. Chi-
na’s leaders argue that, as a
developing country, it should
not be bound to specific reduc-
tions under any treaty.

U.S. President Barack Oba-
ma meets this week with Chi-
nese President Hu Jintao,
whose country already has
ambitious short-term goals to
expand its réenewable energy
sources, improve its energy
efficiency and plant trees in
order to absorb carbon from
the atmosphere. Jintao has
said China will soon take on a
carbon-intensity reduction
target, but he has not identi-
fied what it will be.

Although the United States
historically ranks as the larg-
est emitter of greenhouse gas-
es, China is expected to ac-
count for 50 percent of the
growth in global emissions
over the next 20 years, making
its output nearly 60 percent
higher than the U.S. amount
by 2020.

Some environmental activ-
ists decried the APEC deci-
sion,

Kaisa Kosonen, climate pol-
icy adviser for Greenpeace In-
ternational, said Rasmussen
“has become complicit in a
U.S. so-called ‘deal’ which
would put Obama’s political
difficulties ahead of the sur-
vival of the world’s most vul-
nerable countries.”

But Jake Schmidt, interna-
tional climate policy director
for the Natural Resources De-

fense Council, an advocacy
group, wrote in an e-mail that
“an extension — months not
years — could be worthwhile if
countries use the time to firm
up their commitments to re-
duce their global warming pol-
lution and to finalize all the de-
tails of an international struc-
ture to ensure that those
commitments are met. Espe-
cially since the lack of clarity
about what the U.S. would ac-
tually be able to commit to is
limiting the willingness of oth-
er countries to firm up their
commitments.”

Myron Ebeli, director of en-
ergy and global warming poli-
cy at the Competitive Enter-
prise Institute, said the an-
nouncement “is just more
evidence that the wheels are
coming off the global warming
bandwagon. . . . Many of these

negotiators realize they are
going to have a very difficult
time maintaining economic
growth while also reducing
emissions.”

Ebell added, however, that
he could envision the Obama
administration using the de-
lay to push harder for legisla-
tion that would cap the na-
tion's overall greenhouse-gas
output and would allow emit-
ters to buy and sell pollution
allowances.

“It gives the U.S. Congress
another shot to pass cap-and-
trade before a new treaty is
signed,” he said. “Now per-
haps the Cbama administra-
tion will go back to the Senate
and say, ‘We really need this to
get passed in order to get this
moribund treaty process go-
ing again.’ Maybe we’ll have
more work on that end.”
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GDP data will not
affect extra budget

KYQDO

The government has no plans
to reduce the planned second
extra budget for this fiscal
year, Deputy Prime Minister
Naoto Kan said Monday, even
though the latest gross domes-
tic data have turned out much
stronger than expected.

Kan said the 1.2 percent rise
from the April-June quarter
reflects “moves that the econ-
omy is recovering” in Japan
and overseas.

He said Japan’s growth has
been driven by increases in ex-
ports and industrial produc-
tion, as well as a pickup in con-
sumer spending underpinned
by stimulus measures imple-
mented by the former Liberal
Democratic Party-led govern-
ment.

But Kan, also state minister
for economic and fiscal policy,
warned against becoming too
optimistic about the future,
saying severe employment
conditions, deflation and other

downside risks persist.

He said the government’s
plan to draw up the second ex-
tra budget, worth at least ¥2.7
trillion and aimed at creating

-more jobs, will “not be affect-

ed” by the GDP data.

The supplementary budget
will not be trimmed because
the expenditures will come
from programs under the first
extra budget, which the ad-
ministration had already sus-
pended, Kan said.

In addition to Kan, Finance
Minister Hirohisa Fujii said
the government might lay out
the basic direction of the sec-
ond extra budget and the regu-
lar budget for fiscal 2010 later
Monday or Tuesday.

Cabinet members could
give the go-ahead for the so-
called 15-month budget — cov-
ering January to the following
March, with the second extra
budget and the year starting in
April by the annual budget —
at their meeting Tuesday, Kan
and Fujii said.

But asked about the size of
the second extra budget, Fujii
said “that will be (deter-
mined) alittle later.”

Recognizing the continued
need to shore up the flagging
economy, Kan and Fujii have
said the government should
front-load some of the DPJ's
stimulus measures in fiscal
2009, without allowing addi-
tional expenditures for the 15-
month period.

Cabinet members stlll
aren’t on the same page re-
garding the size of the second
extra budget.

Kan has said the govern-
ment will draft a ¥2.7 trillion
extra budget while Shizuka
Kamei, minister in charge of
overseeing the financial sec-
tor, has called for a new sup-
plementary budget worth
around ¥10 trillion. )

In annual terms, the econo-
my grew a real 4.8 percent in
the July-September quarter
for the second stralght quarter
of growth.



THE JAPAN TIMES WEDNESDAY, NOVEMBER 18, 2009

APEC goes through the motions

he annual Asia Pacific Economic Cooperation (APEC)

sumimit is roundly dismissed — like so many other

top-level multilateral meetings — as a glorified

photo-op. But there was more hope than usual that this
year's meeting would break the pattern and even produce
concreteresults. The positive role played by Asian nations in
helping recovery from the globaleconomic crisis created
optimism about APEC’s potential. The fact that Singapore was
hosting this year’s meeting added to expectations: While small,
the city-state has excelled at driving unwieldy institutions,
producing results out of sheer determination. Finally, the

_presence of U.S. President Barack Obama was also thought to

add new luster to this year’s meeting,

Alas, tradition proved hard to overcome. This year’s APEC
meeting was no more notable than its predecessors, yielding a
final declaration that recapitulates the usual rhetoric — a
commitment tofree trade, arejection of protectionism, a
recognition of the need for a long-term growth strategy that
respects the diversity of APEC’s members. Echoing recent G-20
statements,the group pledged to continue economie stimulus

" packages until there is a durable and sustainable recovery. And,
like the G-20, the assembled leaders acknowledged that “growth
asusual” is no longer an answer. “We need a fresh growth
paradigm. We need a fresh model of economic integration.”

And then their courage failed them. Turning to the biggest
and perhaps most criticalissue on the agenda, climate change,
the leaders conceded the inevitable and called for “an ambitious
outcome in Copenhagen,” while simultaneously dropping a
proposal from previous drafts that embraced sharp cutsin
greenhouse-gas emissions to half their 1990 levels by 2050.
Instead, they embraced the two-step solution proposed by
Danish Prime Minister Lars Loekke Rasmussen, by which the
upcoming Copenhagen Summit would produce a political
commitment o tackle climate change and legally binding
details would be worked out later in 2010.

That is a bow to reality. There was little hope that the details
of aninternational agreement of this scope and significance
could be worked out in less than a month. Nonetheless, that isa
very different issue from whether APEC can or should go
beyond the Copenhagen discussions. Indeed ,that would be
expected from aregion and group that sees itself astaking anew
role inthe world. Sadly, instead of pacing international efforts —
“leading” some would call it — the groupretreated to the same

positions that to date have marked debate and blocked progress
in the larger multilateral discussions. )

The leaders were equally timid when discussion turned to
trade issues. There was the rejection of “all forms of
protectionism” and reaffirmation of the “commitment to keep
markets open and refrain from raising new barriers to
investment or to trade.” They pledged to work toward the
successful conclusion of the Dohia Round of trade talks by the
end of 2010. But a group that aceounts for more than half — 54
percent — of global economic output must offer more than the
usual rhetorical flourishes when the world economy grapples
with the worst economic erisis since the Great Depression and
global trade talksremain stalled, if not deadlocked.

Instead the group will continue to explore the prospects and
problems of an Asia Pacific free trade area. Intheory, that
remains the APEC goal. Inreality, the differences among the 21
APEC member economies make progress toward the objective
afitful and sometimes painful process.

This list of complaints should look familiar: It appears after
every summit. They are countered by the fact that the APEC
meeting alsoprovides an opportunity for regional leaders to mect
with trans-Pacific counterparts: A substantial number of bilateral
meetings occurs on the sidelines of the forum. This familiarization
process cannot be quantified, but it does pay dividends.

Similarly, little noticed among many observers has been
progress on technical issues that have been pressed or even
championed by APEC. Reducing trade transaction costsisnota
sexy, headline-grabbing initiative but it matters greatly to
business and to the region’s economic prospects. This is just one
example of the “micro-level” action that APEC is taking that has
real consequences for the region. The challenge for the future is
building upon these smaller initiatives and integrating them
into the group’s broader vision.

Success inthat effort rests on the shoulders of Japan and the
United States. That is only fitting since, as the two leading
econotnies of the world, those two countries have a special
responsibility to use their power, influence and experience to
lead the region forward. But it is especially true since Tokyo
hosts the APEC summit in 2010 and the U.S. will host the
following year. If those two countries truly believe in APEC and
its potential, they will seize this opportunity to move the forum
forward in the next two years, to overcome the persistent
criticisms and realize its potential.
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Visit short on substance, but shift
in tone reflects new power balance

ANALYSIS
Beijing
THE WASHINGTON POST

U.S. President Barack Obama
hasemerged from his first trip
to China with no significant
breakthroughs on important
1ssues, such as Iran’s nuclear

program or China's currency. '

Yet after two days of talks
with the United States’ biggest
creditor, the administration
asserted that relations be-

tween the two countries are -

“at an all-time high.”

While one concrete advance
emerged — that the United
States may offer a target for

carhon-emission cuts to boost

climate negotiations in Copen-
hagen next month if China of-
fers its own proposal — it was
a relatively small step for a
new president who had cam-
paigned on a promise to enact
far-reaching change in U.8.
diplomatic interactions.

change during this trip, in fact,
it was in the United States’
newly conciliatory and some-
times laudatory tone. In a joint
appearance with President Hu
Jintao on Tuesday, Obama
hailed China as an economic
partner that has “proved criti-
cal in our effort to pulil our-
selves out of the worst reces-
sion in generations.” The day
before, speaking to students in
Shanghai, he described Chi-
na’s rising prosperity as “an
accomplishment unparallefed
inhuman history.” .
Obama’s trip steod in star

contrast to visits by his prede-
cessors. But this reflected not
so much a policy shift by a new
administration in Washington
asadramatic and much bigger
change in the power dynamic,

. particularly in economics,

over the past decade — a
change that has been the cen-
tral undercurrent of Obama’s
swing through China this week.

In 1998, when President Bill

If there was any significant , CONTINUED ON PAGE 4

CONTINUED FROM PAGE 1

Clinton stood before television.
cameras in Beijing’s Great
Hall of the People, the United
States owed more money to
Spain than to China and did
more than twice as much
trade with Mexico. At a free-
wheeling news conference,
Clinton criticized China’s mili-
tary crackdown a decade ear-
lier in Tiananmen Scquare and
traded spirited jibes with
President Jiang Zemin.

On Tuesday, Obama stood in
the same building alongside an-
other Chinese leader. This
time, with the U.S. in hock to
China for more than $1 trillion
and flooded with Chinese-made
goods, it was a Chinese-style
news conference. Each leader
read a prepared statement and
eyed the other in silence. There
were no questions. ‘

Since leaving Washington
last Thursday for an eight-day
tour of Asia, Obama has occa-
sionally nudged China on is-
sues such as Tibet and Inter-
net censorship. But he has
more often trumpeted China’s
achievements and pleaded
with Beijing for increased
helip on the world stage.

China returned the effusive-
ness in its music selection at a
state dinner for Obama on
Tuesday night. The People’s
Liberation Army serenaded
him and other U.S. officials
with “I Just Called to Say I
Love You,” “In the Mood” and

Obama’s trip to China
shows power shift

as reflected in a raft of joint
projects outlined Tuesday, the
third day of Obama’s visit. In
addition to eooperation to curb
global warming, these inciuded
previously announced and now
reinvigorated efforts on stem-
cell research, crime prevention
and military contacts. But with
the rituals and even the sub-
stance of the two countries’ in-
teractions increasingly on Chi-
nese terms, Obama advisers in-
sisted that their overtures and
polite tone are in pursuit of
long-term results, a reflection
of China’s growing importance.

The U.S. ambassador to
Beijing, Jon Huntsman Jr.,
said the goal is to “make sure
that we are able to connect

- with the Chinese bureaucracy

in ways that actually allow us
to get traction.”
When President Clinton vis-

. ited China in 1998, the U.S. was

still basking in its position as

" Cold War victor and the

“We Are the World,” as Oba- -

ma and Secretary of State Hil-
lary Rodham Clinton sat on ei-
ther side of the Chinese presi-
dent over a steak dinner.

In many ways, the U.S. and
China have never been closer,

world’s sole superpower. It |

sought China’s help on only a
narrow range of international
issues, such as the spread of
missile technology and North
Korea, China was just shaking
off the stigma of the 1989
crackdown. It was the sev-
enth-biggest holder of U.S.
Treasury securities. Today,
China is the nation’s biggest
creditor and its trade with the
U.S5. has grown sevenfold.

Also changed are the faces
in the Chinese leadership.
Jiang, Clinton’s 1998 sparring
partner, was an often boister-
ous character who liked to
sing — and comb his hair — in
public. Hu, Obama’s host, is a
far more cautious sort.

deed, he had to abandon a big
. push on human rights when
China simply said no. And his
i challenge to Jiang over Tian-
anmen was paired with a sig-
nificant concession over Tai-
wan.

But Clinton and other U.S.
presidents never needed Chi-
na’s help nearly as much as
Obama's America needs Hu's.

Whether as a creditor, an

| emitter of greenhouse gases
or a neighbor of Afghanistan,
China has clout that the U.S.
now desperately needs. “The
U.S.-China relationship has
gone global,” Huntsman said.
At the same time, however,
China has been far more insis-
tent about asserting its will,
most obviously in small but
symbolically significant mat-
ters of stage management. A
town hall-style meeting in
Shanghai that the White House
" hoped would allow the presi-
. dent to reach out to ordinary
- Chinese was drained of spon-
" taneity by Chinese-scripted
' choreography. Tuesday’s
news conference had no ques-
tions, at China's behest.

The Obama White House
said it pushed back against re-
strictions and denied that the
nation’s indebtedness to China
has made it any less forceful.

Referring to the fact that
China holds Treasury securi-
ties worth nearly $800 hillion,
as well as billions more in oth-
er forms of U.S. debt, Michael
Froman, economic adviser on

. the National Security Council,
said “the $800 billion never
" came up in conversation.”

“The president dealt with
every issue on his agenda in a
very direct way and pulled no
punches,” he said.

Clinton could not tell Chi- .

. nese leaders what to do_ In-



THE JAPAN TIMES THURSDAY, NOVEMBER 19, 2009

Tempered economic optimism

apan’s economy has expanded for the second straight previous quarter, mainly because of more exports to Asia,
_quarter, but optimism may not be warranted. Although including China. But overseas demand pushed the
real gross domestic product for July-September grew 1.2 July-September GDP up only 0.4 percent as imports increased,

percent from the previous quarter or at an annualized Domestic demand drove the GDP up 0.8 percent — the first
rate of 4.8 percent — the largest rise since the 5.7 percent positive contribution in six quarters.
annualized growth for January-March 2007 — it may be too early Housing investment for July-September dropped 7.7 percent
too consider the recovery self-sustainable. from the previous quarter. Although the unemploymen rate in

The 0.7 percent quarterly rise in consumer spending, which October was down 0.2 percentage point from September at 5.3
accounts for about 60 percent of Japan's GDP, was supportedby  percent, many companies are reluctant to increase employment.

tax cuts on low-emission cars and areward program for The domestic demand deflator, an indicator of price trends,
purchasing environment-friendly consumer electronics —steps  dropped 2.6 percent in the July-September quarter from a year
taken by the previous administration. An array of stimulus before —the largest drop in more than 50 years — raising fears
efforts like these is losing steam as the funds run out. that Japan is heading into deflation. Winter bonuses are forecastto
Capital investment grew 1.6 percent — thefirst increaseinsix  fallbetween 7.4 percent and 13.8 percent from last year.
quarters. And the mining and industrial production index in The government should promptly adopt and executc a second
September rose 2.1 percent from August —the seventh straight  fiscal 2009 supplementary budget, said to be worth ¥2 7 trillion.
monthly rise. Astax revenue will be less than previously anticipated, clever

Exports for July-September increased 6.4 percent from the and effective measures must be devised to stimulate demand.
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Acknowledging China’s clout

- Onhisfirst official visit to Asia, President
Barack Obama has sought to reassure
China that the United States dees not want
to containits rise, but rather welcomes “a
strong and prosperous . . . member of the
community of nations.” He also has said
that world power status brings with it the
responsibility of engagement in
international affairs, “a burden of
leadershipthat both our countries now
carry.” Suchtalk raises the hackles of
conservatives at home who see global
power as a zero-sum game and believe
Obama is ceding teo much to China.

Wedisagree. The U.S. can
acknowledge China’s economic and
political clout in a multipolar world
without sacrificing its own leadership
role in the region. The truth is that few
issues these days, from Iranian and North

- Korean nuclear ambitions to climate

" change and global economic recovery,
can be addressed successfully without the
participation of China.

The U.8. and China have points of
contention and common interests,
particularly regarding the economy.
China is holding about $800 billionin U.S.

debt, and its authoritarian state

capitalism s likely to produce 8 percent
growth in 2009, while the liberal
democratic U.S. economy will be lucky to
grow by 1 percent. Asaresult,
commentators have made the case that
Obama is inno position to lecture Beijing
about its overvalued curreney, let alone
its checkered human rights record.
Setting aside for a moment the fact that
the communist leadershiphasrarely
responded tofinger-wagging, the
economic refationship is morenuanced -
than that. China questions the cost of U 8.
health care reform and is cautioning the
U.S. asnever before about the soaring
budget deficit and weak dollar, not only
because it is feeling its economic oats but
because it fears for the value of its U.S.
investments. :

When China protests U.S.
protectionism, that is because its own
growth depends on exports to the West
and, therefore, so does its social peace.
For better and worse, the two economies
areinterdependent, and that reinforces
U.S. power. ]

Obama has spoken out selectivelyon
humanrights issues sofar onthetrip. We
hope he will address the mistreatment of
Tibetans or the status of Taiwan when he
meets with President Hu Jintao.

Atleast he spoke forcefully against
Internet censorship, telling Shanghai
university studentsitis a “univers.:l
right” to have freedom of “expression and
worship, or access te information and
political participation.” The U.S. and
China surely will face many political,
economic and possibly military
challenges ih the future. It would be best if
they resolve them through a dialogue —
one global power to another.

Los Angeles Times (Nov. 17)
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Two smart guys trying to figure it all out

Los Angeles

The twolooked over the precipice and
gasped at the steepness of the drop. They
looked down at a desert of dashed hopes
and old skeletons, scraping the bottom of
the canyon.

Yes, thisis where a failed U.S.-China
relationship might wind up.

Atfirst it doeslook like a verylong way
down, but gravity would make afast trip
of it. Allit would take is a cliff-edge
miscalculation or a loss of balance by one
or the other for a huge geopolitical slip.
China and the United States, the odd
couple of the first half of the 21st century,
would be at the bottom of the canyon of
international stability.

It was that breathtaking possibility —
that arid abyss —that caught the
attention of the two leaders of China and
America in Beijing last week. U.S.
President Barack Obama was on the third
leg of his Asia tour, after first hitting
longtime Asian ally Tokyo and then
Singapore for an infernational meeting.
With all smiles but little evident warmth,
China President Hu Jintao greeted him
for atwo-day stay in Beijing.

Afterward, many media assessments
were gloomy about the summit. They said
the two leaders of the world’s two giant
countries talked past each another, not
locking at each another.

That’s hard to believe. Both Hu and
Obama are smart —and they are smart
to be wary. The modern-day China-U.S.
relationship is in its early chapters:
Remember the international skies over
the 1989 Tiananmen Square implosion?
They were sougly that they kept
American presidents away from even
summiting in Beijing until Bill Clinton
broke the ice in1998.

And today all of the issues are quite
tough. They must figure out the national
mess of North Korea, which has scraped
together a handful of nuclear bormbs. And
they've got tofigure out the national ego
of Iran, which wants them, too.

Beijing itself has Muslim agitations on
its westernedge and a tense Tibet that
somehow touches nerves and heartsall
over the world. Washington has Iraq to :
get out of, Pakistan to get more involved
in, and Afghanistan to make a major
decision about. Doing the same old thing
hasn’t been working.

Overhanging these issuesis the
guestion of the Chinese and American
economies. Both have serious problems

— and in many respects are quite

. different. Their currencies are
" intertwined, almost like the famous DNA

double helix. )
Fundamental factors underlying the
economic tensions are political. And the

. main one isthis: Both presidents

understand their system’s vulnerabilities
should unemployment continue torise,
They would be edging toward the eliff of

_catastrophe.

Iput the matter to two of my favorite
international economists. I asked professor
Michael Intriligator of 'CLA whether he
agreed with the idea that America doesn’t
work if people are out of work, and that the
Chinese need to know that.

He absolutely agreed: “People seem to
have lost sight of the economic i
commitment of the UU.S. government to
full employment. This is in the Full
Employment Actof 1946 and itis still on

: thebooks.”

Unemployment in the U.S. now hovers

j above 10 percent. Should it rise much more,
* it will become the most explosive political
_ issue on Obama’s White House desk.

True enough, but for another
perspective Iran my proposition by
Asja-based Economist Kenneth Courtis.
The former managing director and vice
chairman of Goldman Sachs Asia isbased
in Tokyo, runs his own firm called Courtis
Intergalactic, and probably deservesthe
distinction of having predicted (better than
most) Japan's economic slide together
with China’srise. Hisreaction was

- different from Intriligator’s. He would

rewrite the proposition to take the focus off
the U.S.: “China doesn’t work, if people are
out of work.”

" The peint these two economists make is
simple but vital: The key issue in the
U.8.-China economic and indeed strategic
relationship is unemployment. Translated
politically, itis “too many angry and
frustrated people withno jobs, a lot of
grudges and too much time on their hands.”

Thus the Sino-U.S. understanding, for
the immediate future, needs to adhere to
this rock-bottom principle: Neither side
must do anything to exacerbate
unemployment problems for the other guy.
Sure, this is easier said than done: It will
mean achieving a tense trans-Pacific
balancing act, trying to avoid getting too
close to the edge and falling over. It will
take constant communication, easing off
and signing on, and the ability toignore
minor irritants,

If the most important bilateral
relationship in the world falls off the cliff,
the probability is that the rest of the world
goesdown withiit.

" Columnist andformer urrr'versit)} professorTom

Plate iswriting atrilogy of books on Asia.
(€ 2008 Pacific Perspectives Media Centar
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to return to growth in 2010

Takashi Kitazume
STAFF WRITER

Southeast Asian economies hit hard by
the global crisis expect toreturnto
positive growth in 2010 as signs of
recovery started to emerge inrecent
months following massive government
stimulus measures, veteran journalists
from the regiontold a recent symposium.

With demands in the United States—a -
major export market for many of the
southeast Asian nations —not expected to
recover anytime soon, the countries need
ta boost domestic consumption with
debt-financed spending to keep their
economies going, they said.

Five journalists from key members of
the Association of Southeast Asian
Nations —Singapore, Malaysia,
Thailand, Indonesia and the Philippines
—took part in the Oct. 29 symposium
organized by Keizai Koho Center to
discuss the region’s economic prospect
and partnership with Japan. Keiko Chino,
asenior editorial writer of the Sankei
Shimbun daily, served as moderator.

The sharpfallindemand inthe U.S. as
the “consumer of the world” following the
Lehman Brothers collapse in September
2008 had a huge impact on many
export-criented Asian economies
including Thailand, which depends on
50-80 percent of its gross domestic
demandone; 1Elmrts said Nophakhun
Limsamarnphun, a senior editor for The
Nation daily.

The country’s GDP fell 7.1 percent in
the first quarter and 4 percent inthe
second quarter. And while positive
growth isforecast for the second half,
Thailand’s economy in 2008 as a whole is
still projected to contract by 3-4 percent,
Nephakhun said.

“But for next year the outlook is more
optimistic. We look forward to seeing a
positive growth of 2to 3 percent for 2010”
as aresult of the huge stimulus measures
introduced by the government, he said.

In January, the Thai government
announced a stimulus program worth
about $55 billion — equivalent to roughly 6
percent of its GDP —to cover the period
through 2011, he noted. The stimulus
meastres included a cash handout
pregram for abeut 3 million low-income
earners, incentives for companies toretain
emp loyees made redundant by the export
fall, and job training for laid-off workers.

Despite these efforts, consumer
confidence remained weak due in partto
the political uncertainties in the country, he ;
said. But consumer confidence has finally
started toimprove, with domestic auto
sales in September recovering for the first
time in more than a year and export sectors
also picking up in the last few months, and
some companies began to rehire some of
the laid-off workers, he noted.

. percentof GDP,hesaid.

The government also introduced
meditum to longer-term measures in
September, including public works
projects. Tofinance the expendituresto
build rural roads, new railways, hospitals |
and schools, the parhament approved a
322 billiumborrowhlg program over the
next three years to cover the budget
deficit, which is estimated toreach 4-5

Singapore —whose total volume of
trade is four times its GDP —is fairly
vulnerable to external shocks, like a
small boat out onthe sea at the mercy of
waves, said William Choong of The
Straits Times.

Asthe impact of the global crisis sank
in, the government set three priorities in
its stimulus efforts — saving jobs, helping
companies and supporting the families,
Cheong said.

Part of the stimulus budget was used
for aiding employers in the payment of
pensions for their workers, goods and
services tax rebates to support the

. household sector, and helping firms get
finances for working capital, he said.

“The stimulus meastres seemed to

* have made a difference” atthough
- skeptics say therecovery was

attributable toexternal factors, Choong
said, Singapore had a strong second and
thirdquarter growth, and GDP
cortraction for the entire 2009is now
forecast at 2to 2,5percent —a sharp
improvement from an earlier projection
of a contraction of up to 5percent, he said.

Choong noted that the pattern of
recovery in ASEAN countries appears |
similar-to the one they experienced after
the 1997-98 Asianfinancial crisis, when
the speed and the scale of recovery was
quitefast.

The economic situation remains
difficult but the current crisis is less
severe than the previous crisis “because
we were not prepared” at that time, said
Hardev Kaur, a columnist for The New
Straits Timesin Malaysia.

And alot of the measures taken in
response to the late 1990s erisis, including
finanecial sector reforms, “saved us from
evenseverer situations right now,” she

said

“Today the banking systemis much

stronger, soit wasnot badly affected” by

* thelatest crisis, with nonperforming

loans accounting for no more than2
percent of the banks’ total assets, she

© noted.

Malaysia, also an export-dependent

: economy whose trade accounts for twice
" itsnational wealth, was quick to
* introduce stimulus measures after the

Léehman Brothers collapse, Kaur said.
The first program announced in
November last year to pre-empt the
impact of the crisis, and the second
stimulus package unveiled this year,

_ combined account for as muchas

‘percent of the nation’s GDP, she said.,
: While the size of the stimulus programs

i may besmallin absolute terms, itis
| perhaps one of the biggest worldwide In

per-GDP terms, she added.

‘While the country’s manufactuting

- industries and elecironics component
| sectorsrely heavily on exports, the
Istimulus efforts focused on sustaining

'+ domestic economic activitiesto make up

! for the fall in overseas demand due to the

crisis, Kaur noted.

The second stirmulus package—

; covenngtlwpenoduptomm isaimed at’

reducing memployment, increasing job .
opportunities and easing the burden on

low-income population, she said. Toensure
that the stimulus package is actually doing

the job and money is spent on the sectors

thatneed it, a special government unit was

setup to monitor progress of the projects
and report directly to the finance minister
on a weekly basis, she added.

The measures are beginning to show
someresuits, Kaur said. Rural
construction projects featured in the
stimulus program have generated
employment tolow-income earners, and -
the construction sector grew 2.8 percent
in the second?uarter againsta
contraction of 1.1 percent in the previous
three months, she noted.

The overall economy declined by 3.9
percent in the secondquarter but thefall
was slower than in the previous quarter.
Despite improvement in the second half,
Malaysia is still projected tohave a
negatwe GDF growth of about 3 percent
in 2009, but isforecast tohavea2to3

percent positive growth in 2010, shenoted.

Arnold Tenorio, the business editer of
The Manila Times, said he was not sure
whether the Philippines has recovered
from the global crisis.

Before the latest crisis, thePhlllppmes

_wasginfactone of t.hesoutheast Asian

economies least vulnerable to external
shocks, he said. Having survived the
1997-98 Asian crisis with a mnuch smaller
damage than other countriesin the
region, the Philippines experienced
steady growth for yearsand was the
second-fastest growing economy among
key ASEAN members prior tothe

Lehman Brothers collapss, withthe
inflationrate at a three-decade low in
2007, he added.

Despite such strong macroeconomic
fundamentals, the country was not spared
the impact of the crisis, which cut the
nation’s GDP growth tothe 1 percentrange
in the first half of 2009, Tenorio said. Still,
the government is confident the country
has escaped a recession, he added.

The mainreason the Philippines has
beenresilient to previous external shocks
was its strong domestic consumption and
the relatively low depencience on exports,
which accounts for less than 30 percent of
its GDP, he said, However, the domestic
eonsumption relied hea\-ily on
remittancesfrom Filipinos working
abroad totheir families back home, and
personal consumption slowed in the
country as theimpact of the crisis spread
worldwide, he added.

The government responded tothe
crisis by suspending its effortsto cut the
budget deficit and raising the deficit
ceiling to cover a fiscal stimulus
. Program, and temporarily put off certain
commitmentstofree trade agreements
‘with other countries, Tenorio said.

And just as signs of recovery became
visible worldwide and people started
talking about an exit strategy from the
emergency fiscal and monetary policies,
the Philippines was hit by a series of
devastating typhoons, {oreing the
government to further raise the budget
deficit ceiling and the contral bank to give
up raising interest rates, he noted.

Riyadi Suparng, managing editor of
The Jakarta Post, meanwhile said
Indonesia was “quite lucky” to some
extent a5 it esca ped serious damage from
the global crisis over the past year.

With less dependence on exports than
other major ASEAN economies,
Indonesia had a large domestic market to
rely on as overseas dermand fell, Suparno
noted.

This year's presidential election also
fueled domestic demand as political
parties spent onthe campaign, and the
re-glection of President Susilo Bambang
Yudhoyone for another five-year term
promises to provide stability, he added.
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Economic policies of DPJ
greeted with mixed views

Southeast Asian journalists who took part
inthe Oct. 29 symposium gave mixed
views toward Japan's new administration
of Prime Minister Yukio Hatoyama,
whose Democratic Party of Japan has
ended the Liberal Democratic Party’s
nearly unbroken rule of more thanfive
decades. '

Some of the journalists voiced doubts
onwhether the DPJ government’s agenda
of shifting emphasis to direet support for
households through child-care
allowances and other measures would
provide near-term benefits tothe
Japanese economy, saying afailure of ,
such efforts could have wider
implications for the region’s economy.

“It will take time before everyone will
see the results (of the recent change of
power in Japan,” said Nophalkhun
Limsamarnphun of The Nation newspaper.
“But economically I am not sure whether
the new government’s policy will directly
benefit the economy in the short term,”
even though the emphasis on family
support will have long-term positive effects
on Japan's birthrate and demographic
problems, he said,

William Choong of The Straits Times
also cast doubts on whether the DPJ's
policy of providing direct support to the
households and expecting them to spend
more — a departure from the LDP-led
government’s conventional approach of
prioritizing the corporate sectors and
expecting the positive effects tofilter
down to the households —would actually
work to stimulate the economy.

“We've seenduring Japan’s 'lost
gecade’ that no amount of such measures

would force the Japanese people to spend
. . .theywouldrather save,” said Arnold
Tenorio of The Manila Times.

“H Prime Minister Hatoyama’s grand
experiment does not work, it’s not only the
Japanese people who will pay. It's also the
ASEAN and the whole world (who will pay
the price) because Japanremains the
world’s second-biggest economy,” he said.

Tenorio also expressed concern that :
Japan under the new government withiits .
new policy agenda might be turning inward
— at the expense of its trade with ASEAN
and other countries. Even though Japan
remains the largest aid donor to the
Philippines, the amount of its assistance
has been going down while China has
increased its aid to the country, he added.

Even as Japancontinuestobe akey
partner for the ASEAN, China has become.
increasingly important for many of the
countries in the region as they saw their
China-bound exports rise even during the
erisis, some of the journalists said.

HardevKaur of The New Straits Times
said China surpassed the United States as
Malaysia’s largest trading partner jn
August. “For Malaysia, China is
becoming increasingly importantasa
source of investment and also as a market
. . .Chinais also aggressively investing
inmajor projects in Malaysia.”

Stili, Kaur noted that much of
Malaysian exportsto China are
intermediate goods —which are used to
make products bound for the U.S. and
European markets. “The final consumer
goods market continues tobe the U.S.,
and what happens in the U.S. and Eurcpe
stillimpacts Malaysia,” she said. (T.K.)
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This economic marriage was made in China

Harold Meyerson
Washington
THEWASHINGTON POST

U.S. President Barack Obama’stripto
China has occasioned a spate of articles
documenting the increasingly unhappy
yet apparently indissoluble marriage
between the American and Chinese
economies. As The Washington Post’s
Keith Richburg wrote last week, those
economies “have become inextricably
intertwined, locked in akind of
co-dependency that neither side thinks is
particularly healthy.”

The ugly goings-on within this
marriage areplain for allto see. The U.S.
trade deficit with China was roughly $60
billionin 1998, the year before we reached
the accord granting China permanent
normalized trade relations. Over the
following decade, it ballooned to $268
billion, and tens of thousands of U.S.
factories closed down. The trade deficit is
the major reason China is awashin
dollars — about 800 billion of them — and
has become our largest creditor. Anditis
the major reason why boosting
consumption in the United States, inan
attempt toreverse the recession, hasthe
peculiar effect of boosting production and
employment in China just as much if not
more than happens at home,

Most reports that mention this defining
economic imbalance treat it asa given—
afact asimmutable as the cycles of the
moon. Infact, after U.S. Trade
Representative Charlene Barshevsky
reached an agreement with her Chinese
counterpart 10 years ago on normalizing
traderelations, an intense debate took
place in Congress and in thenation. U.S.
business leaders, members of the Clinton
administration, a majority of
congressional Republicansand a

minority of congressional Democrats all
argued that the deal was a winfor the
American people.

Cautioning Congress not to reject the
pact, Carly Fiorina, then chief executive
of Hewlett-Packard, warned, “A vote
against trade with China is a vote against
U.S. business, employees, citizens and
the people of China.”

Advocates’ central contention was that
the deal would eventually lead toa
politicalliberalization of China —whichit
hasn’'t — and would enable the United
States to soincrease exports to China that
our Chinese trade imbalance would end —
precisely the opposite of the effect that
normalizing traderelations has actually
had.

“The most fundamental thing we get
out of this deal is an ehormous increase in
our access to the Chinese economy,”
Kenneth Lieberthal, who was senior
director for Asia on the National Security
Council, said in 1999. Asked on PBS’
“News Hotir’ how the pact would affect
the trade imbalance, Lieberthal
predicted, “Over time, clearly it will
shrink with this agreement.”

But even as some American companies
contended that the agreement would
increase their exports to China, many
were planning instead to increase their
productionin China, where wages were
low and the government was eager tohelp
them sef up shop. “This deal is about
investment, not exports,” Joseph
Quinlan, an economist with Morgan
Stanley, said in May 2000. He was, of
course, right: A flood of investment
followed the agreement. As of 2007,
roughly 60 percent of Chinese exports
came from foreign firms operating there.
And just asU.S. manufacturers have
found China to be an exceptionally
low-cost place to make things, U.S.

retailers, with Wal-Mart in the lead, have
found it to be an exeeptionally low-cost
place to buy the products they put on their
shelves.

The China that has emerged since
trade relations were normalized has
become not just an economic giant but the
planet’s leading protectionist power. By
artificially depressing its currency and
making its exports cheaper, China is
compelling other nations toerect trade
barriers. In essence, as economist
Michael Pettis has observed, China's
currency policy is this depression’s
equivalent of the Smoot-Hawley tariff.

Some foresaw the problems that would
beunleashed. By nearly a two-to-onc
margin, House Democratsrefused o
ratify the agreement whenif came toa
vote in May 2000, but enough Democrats
aligned with Republicans to ensure
passage. (Inthe Senate, both parties
favored it overwhelmingly.) Along with
union leaders, many House Democrats
predicted that the pact would cost
American jobs and deepen, rather than
lessen, our trade deficit. That they were
right while mainstream economists and
representatives of economic elites were

" wrong has not increased their credibility

among mainstream economists and
economic elites.

So as wetry torebalance our
relationship with China, let's not
entertain any illusions that our growing
dependence on that nation was the result
of an unalterable tectonic shift in global
power. Our economic elites wanted the
higher profits that came with cheaper
Chinese labor. They prevailed, and today
we are floundering to clean up their mess.

Harold Meyerson is editor af large of American
Prospect andthe L.A. Weekly.
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Thailand will lose out to other developing countries in the region if it fails to establish
political stability.

According to the Federation of Thai Industries, the industrial confidence index increased
to 95.9% in September, up from 88% in August. This is not surprising, because countries
around the world also recorded the same improvement, which was linked to the global
economic outlook.

The Abhisit government should not be lulled into a false sense of elation, as several
pressing economic issues remain unsolved in the country. This has a lot to do with the
deep political division and conflict among various political groups in our country.

Many foreign investors have adopted a wait-and-see attitude, or are looking for greener
pastures elsewhere in the region.

According to a recent survey by the British Trade and Investment Office, Vietnam,
Mexico, United Arab Emirates, Malaysia, Indonesia, Turkey, the Philippines, Saudi
Arabia, Ukraine and Poland are top destinations for investors right now. Thailand is not
on the list,

The Abhisit government's economic team and all ministries concerned must do more to
improve the investment climate in our country. Without political stability, no new
investors will put their money here.
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Of Yudhoyono, Sarkozy and economy

Bambang Heru , Jakarta | Sat, 11/21/2009 12:13 PM | Opinion

Indonesian President Susilo Bambang Yudhoyono, in his inauguration address, said he
wanted greater quality economic growth to raise the quality of life. He said he wanted real
growth, not just growth on paper.

This differs from his counterpart, French President Nicolas Sarkozy, who has proposed
ending the use of the gross domestic product (GDP) figure to measure economic growth in
favor of other indices (The Wall Street Journal, Sept. 28, 2009). He wants not only
economic variables in the reckoning, but also other qualitative variables, such as happiness.
to be taken into account. Thus he proposed the gross domestic happiness (GDH) index. He
wants to redefine economic growth.

Sarkozy's critics say the use of the GDH could be considered an attempt to hide the poor
performance shown by the GDP. Statistically, it is very difficult to quantify leisure and
happiness into the GDH. Even to arrive at the GDP is often difficult because there are
problems with completeness of raw data (to collect complete data is considered difficult).

There is an old Javanese proverb that says Sugih tanpa bandha (Feeling wealthy without
tangible assets). Referring to this philosophy, how do we convert GDP to GDH? It is true
that poor people can be happier than the wealthy.

In his speech, Yudhoyono expressed satisfaction with the considerable economic growth
achieved during his 2004-2009 term. People's purchasing power had increased, but he was
less satisfied with the quality of growth. Poverty remains high. There are several causes for
this problem.

First, in Yudhoyono's first term economic growth was higher than the population growth.
That means the real per capita GDP increased and so did purchasing power. Even in the
global financial crisis, Indonesia's economy grew significantly. However, the growth was
limited to a small part of the population. Higher growth in cities, such Jakarta, caused
urbanization. Higher growth among certain groups of people triggered greater inequality.

Second, as shown by GDP figures, the economic growth was due more to increased
consumption rather than real investment. This is not healthy for the economy.

Third, government spending increased significantly to attain economic growth, so the
expenditure structure fit the needs of the whole country.

Fourth, in the economic structure, the contribution from the agricultural sector increased
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over the last five years. This means growth in other sectors was less than in agriculture. This
condition is dangerous for the economy. Economist Faisal Basri has called it the
deindustrialization of the Indonesian economy.

Fifth, the use of the gross national product (GNP) to measure Indonesia's economic growth
is more suitable than the use of the GDP, because the GDP plus the net income factor from
abroad gives us the GNP, So if Yudhoyono proposes using the GNP to measure economic
growth, that would be better than Sarkozy's proposal.

Sixth, based on GDP figures, Indonesia’s economy is growing at a rate approaching 6
percent a year. This is medium-high growth. However, poverty remains high because this is
pseudo-growth. It implies that efforts to raise productivity among the poor have not yet
succeeded.

The direct cash aid program for the poor as good, but did not give them access to the factors
of production. Indonesia's poor need more credit to access it, such as the so-called
community business credit. Lack of access to the factors of production means no economic
value is contributed by them, and they remain poor.

The writer is the director for livestock, fish and forestry statistics at the BP. The views
expressed are his own.

Copyright © 2008 The Jakarta Post - PT Bina Media Tenggara. All Rights Reserved.

Source URL: http://www_thejakartapost.com/mnews/2009/11/21/of-vudhovono-sarkozy-and-
economy.html
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US reaching out to Asean investors
Published on November 16, 2009

As the global economy begins to recover, Washington is moving quickly to
encourage foreign investment in the US as a means of boosting growth.

US businesses, meanwhile, are calling on their government to negotiate bilateral
trade deals with Asean members to ensure they can continue to compete with their
trade rivals.

To this end, the US-Asean Business Council scheduled dialogue sessions last week for
US and Asean business operators to coincide with the Asia-Pacific Economic
Partnership (Apec) Summit in Singapore.

The US Commercial Service Department in Bangkok last Monday organised a seminar,
"Investing in the USA", to provide up-to-date information on the economic and trade
environment in the US and to encourage investment in the country.

Operators of about 175 businesses from various industries in Thailand - including
finance, insurance, industrial estates and manufacturing - participated in the event.

Sumeth Laomoraphorn, president of CP Intertrade, said the US wanted to show that
it is ready to help investors explore business opportunities in various industries now
that the economy is starting to recover.

"Many businesses were highlighted ... in particular in the financial sector. The US
government is trying to communicate that its financial markets are recovering, and
big opportunities await Thai investors to realise maximum returns,” he said.

US Embassy spokesman Michael Turner said his government wanted to encourage
businesspeople to invest more in the US, and to send a signal that it is "open for
business" once again in various sectors.

"Since there are differences in climate, regulations, tax laws and incentives in each
part of our country, we wanted to increase understanding among foreign investors
[about how] to penetrate the market, and help facilitate them to invest in interesting
businesses," said Turner.
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He said that as the world economy recovers, the challenge for the US was to boost
foreign investors' confidence. "Whenever there is a crisis, there are opportunities for
businesses to explore. The US wants to maintain its reputation as providing the most
open investment climate in the world.”

So far, the US's return to economic growth has been gradual. Many workers are still
unemployed, and are therefore available for investors looking to open businesses, he
added.

Anthony Nelson, manager for communications, marketing and press at the US-Asean
Business Council, said Asean is important to many US companies’ bottom lines. Asean
purchased US$68.4 billion (Bt2.3 trillion) worth of US exports in 2008. The average
Asean consumer spent twice as much on US goods last year as the average Chinese
consumer, and nearly eight-and-a-half times as much as the average Indian
consumer, he said.

The US has had a free-trade agreement (FTA) with Singapore since 2003. In that
time US exports to Singapore have increased by 68 per cent. Increased exports mean
more US jobs, Nelson said.

Nelson said US businesspeople strongly support Senator Richard Lugar's recent
introduction of a resolution calling for the US to begin establishing a framework for an
FTA with Asean. They recognise, Nelson said, that a complete Asean FTA may be a
long way off, but there are a number of steps that can be taken now, including the
US signing on to the Trans-Pacific Economic Partnership.

South Korea, India, Australia, the European Union, Japan and China already have
FTAs with Asean. The US needs to begin engagement in this sphere or risk being left
behind, Nelson said.

He added that US businesses also foresee more opportunities after the Asean
economic integration envisioned by 2015 is realised. For Asean's part, the more its 10
member nations move toward economic integration, the more their companies will be
able to invest, Nelson said.

Asean is a huge market, and companies want to be able to approach it as one, rather
than having to change how they do business every time they cross a border, he said.
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GOOD I PRAISE ... DOUBTFUL I RAISE
Domestic demand will have to fuel economy's growth

Published on November 16, 2009

RECENTLY, economists in Thailand argued about the recovery pattern of
the economy; whether it was U-shaped or V-shape. I managed to obtain
the real GDP figures seasonally adjusted for each quarter and plotted them
in graphs as shown hereunder,

Apparently, the recovery of the Thai economy is actually in the form of a V shape
similar to that of Japan, while those of the US and EU are more in the form of a U.

More interesting is the fact that the Thai economy is recovering at a faster pace than
those of Japan, the US and EU. The recovery in Quarter 2 and Quarter 3 of this year
has brought the Thai economy back half way from the contraction while the G-3
economies have recovered little from their lowest point.

It is still a long way back to the level before the crisis, and yet there is not any
indication the G-3 economies will recover faster than their current pace. This implies
Thailand and other East Asian countries cannot rely much on exports to the G-3 as a
growth engine to support the relatively high growth experienced in the past. In order
to grow as high as 5-6 per cent as before, Thailand needs to depend more on
domestic demand.

The Thai Khemkhaeng (TKK) stimulus budget is designed to increase domestic
demand by increasing government expenditure and government investment.

A great number of investment projects throughout the country would create jobs and
increase disposable income for the unemployed, which would lead to additional
consumer spending.

This TKK budget was well received in the early period of its introduction. However,
rumours of corruption has slowed the disbursement in some projects.

I would request the Ministry of Finance to follow up and encourage various ministries
to move on with their projects so that the economy can be mobilised continuously.

Meanwhile, due caution should be exercised to prevent corruption, but one should
not be too suspicious that a project makes no progress.
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Two other domestic demands needing to be boosted are private consumption and
private investment. Private consumption has recovered a little after employment-
which decreased in the early part of the year and pushed unemployment to peak at
2.1per cent in April - recently increased as the industrial sector began to rehire, which
brought the unemployment rate down to 1.8-1.9 per cent in September.

As a consequence, the private sector has gained more disposable income, leading to
higher consumer spending.

Another factor leading to an increase in higher private consumption is the price of
crops. In any year that these prices are high and generate profit for farmers,
consumer spending in the rural area increases correspondingly.

Looking at prices of every major crop - we can see the current rubber price generates
good profit for farmers and good income for workers in rubber plantations, while the
current world price of sugar, which is quite high, means a high price for sugarcane as
well.

The price of tapioca should continue to be high with increasing demand for tapioca as
a raw material for ethanol, an important ingredient of gasohol, while the price of
palm nut should remain high as it is being used to produce bio-diesel on top of palm
oil.

The only concern is the price of rice which had dropped much in the last two months
(up to two weeks ago) as implementation of the price guarantee programme was
slow.

Registration of farmers joining the programme is not widespread and fast enough,
while a great number of farmers still do not understand the price guarantee scheme.

As a consequence, the price had gone down steadily. Luckily for Thailand, India,
which in the past few years was our competitor in exporting rice, two weeks ago
announced it cannot produce enough rice this year and has to import.

This news caused an increase in the world price of rice as well as in Thailand.

It is believed the price of rice should hold reasonably high for the whole season well
into next year.

As the prices for all major crops are high and should remain so, private consumption
in the rural area will increase and help support the growth of the Thai economy
throughout next year.

The only major concern is in private investment, which shrank heavily during the
economic recess, as in other countries.
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We are lucky that during the past two years some big industries, Thai and foreign,
decided to invest in expansion projects in Thailand while waiting for the recovery of
the world economy. But the government was slow in arranging proper measures and
procedures for the industries to comply with the health impact assessment
requirement in Clause 67 of the Constitution - until finally the administrative court
ruled in favour of people in nearby communities, stopping all activity in 76 plants
which were ready to start up.

The private sectors were upset tremendously as they had followed every step
required by the Thai authorities and were prepared to comply with the health impact
assessment, but could not do so as the government had not arranged a proper
mechanism for it. These investors had placed a large amount of money in the
projects after obtaining continuous approval for their activities.

This matter did not only affected the confidence of the project owners but also
spread to the whole private business sector.

Every embassy in Thailand criticised us on this issue.

Recently, the government petitioned against the ruling of the administrative court. I
hope the ruling will be more lenient and fairly accommodate the projects.

However, I would really like to see the government accelerate the preparation of
mechanisms and procedures to allow the health impact assessment to be carried on
effectively, as I believe the confrontation will cease only after the assessment has
been performed to the communities' satisfaction.

I have learned that the meeting of the National Environment Board on October 30,
chaired by the prime minister, assigned the Ministry of Natural Resources and
Environment to prepare and announce the required mechanisms and laws to support
the health impact assessment. The progress is not yet known.

Under normal circumstance, actions after the ruling of the administrative court are
not slow. However, under a situation where investors, Thai as well as foreign, are
upset and such feeling is spreading rapidly to other foreign investors, the
government's actions were not considered quick enough.

Among many incidents affecting investor confidence, this health impact confrontation
is considered the most serious. .

It is totally necessary for the government to hasten in finding a way out for the 76
plants.

If this problem is taken care of fairly and the projects move ahead under the proper

health impact assessment without undue delay, the Thai economy should resume its
recovery, supported by the various domestic demand factors mentioned earlier, in the
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existing pattern of V shape.

Until Next Monday.
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Politics the main risk factor to 2010 economy
Published on November 20, 2009

Fears of increased political instability, the Map Ta Phut deadlock and rising
oil prices could hold back Thailand's economic recovery next year,
according to academics.

Prime Minister Abhisit Vejjajiva told a seminar hosted yesterday by Thammasat
University that the economy was projected to grow by 3.5 per cent after contracting
3-3.5 per cent this year.

However, Thammasat economics lecturer Plaiphol Khumsap cautioned that domestic
politics and an uncertain global economic recovery were the main downside risks.

In addition, the economic recovery could be hindered by the unsolved problems
concerning 76 suspended industrial projects in Rayong's Map Ta Phut area, as well as
by the oil-price up-trend, he added.

Former deputy premier Somkid Jatusripitak agreed the economy would recover next
year but warned that the investment and tourism sectors were unlikely to see
significant improvements.

Patamawadee Suzuki, dean of Thammasat's Faculty of Economics, said gross
domestic product would expand 2-3 per cent next year, aided by a recovery in export
industries.

However, higher oil prices and the stronger baht will not bode well for recovery, he
said,

Thanavath Phonvichai of the University of the Thai Chamber of Commerce said GDP
in the current quarter was now projected to expand by 2.7 per cent, resulting in a
3.1-per-cent contraction for the full year.

For 2010, GDP growth is projected to be about 3.2 per cent, he said.

Abhisit acknowledged that the domestic political situation remained the top challenge
as his administration tackled the economic situation.
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Rising energy and food prices as well as environmental issues are other obstacles, he
said.

Plaiphol agreed fears of increased political instability would distract the government's
attention from economic issues.

If the political situation worsened, consumer confidence, tourism and other economic
sectors would be affected, he said.

Plaiphol said the US economy would likely return to growth of 1.8 per cent next year,
followed by Japan (1 per cent) and the European Union (0.5 per cent).

These major economies will be the locomotives of global growth, which will in turn lift
the export-dependent Thai economy.

On oil prices, a stronger global recovery could lead to crude breaking through US$100
(Bt3,300) per barrel, which would result in inflationary pressure, he said.

On the Map Ta Phut deadlock, Plaiphol said it remained unclear how fast the
government could resolve the problem after the Central Administrative Court recently
suspended 76 industrial projects worth a combined Bt400 billion.

On the Bt1.43-trillion Thai Khemkhaeng stimulus package covering 2010-11, he said
the government needed to increase the efficiency of its spending programmes.

Patamawadee said the Kingdom's recovery would be export-driven, due to the
recovery of the US, European and Japanese economies.

L I1T)
EEERH)

Privacy Policy © 2006 Nation Multimedia Group £

November 23, 2009 11:50 am (Thai local time)
www.nationmultimedia.com

http://www nationmultimedia.com/option/print.php?newsid=30116977 11/23 2009



Bangkok's Independent Newspaper Page | of 3

"Nation

Opinion

OVERDRIVE
Promises are easy to make but harder to keep

Published on November 20, 2009

THE Asia Pacific Economic Cooperation (Apec) Summit in Singapore last
week succeeded in becoming an extension of the G-20. It embraced a new
economic paradigm based on re-balancing global growth, inclusiveness of
prosperity and sustainable growth.

Yet this is little more than a parroting of the G-20 Summit's agenda, fostered in
Pittsburgh in September. Faced with the worst global financial crisis since the 1930s,
the G-20 nations, which account for about 85 per cent of the global gross domestic
product, have sought to re-boost growth through stimulus spending and low interest
rates, without undertaking any drastic reform.

We shall see how this lip service on the part of global leaders will help pull the world
out of the recession. In spite of the signs of resumed growth, many still doubt
whether it is sustainable, given the structural imbalances, huge indebtedness and
financial system crisis wrecking havoc on the major economies.

A group of Asian journalists and I had a dinner meeting with Kazuo Kodama, the
press secretary and director-general for press and public relations of the Ministry of
Foreign Affairs in Tokyo the other day. We had a nice conversation. Kodama was
quite bullish over the outcome of the Apec meeting, in which the grouping tock over
the task of tackling the global financial crisis and trying to put the world economy
back on a growth path. Japan hopes Apec will continue to work on this new paradigm
of growth, which Kodama calls an "irreversible trend", as it will host the next Apec
Summit in Yokohama in 2010.

Let's examine Apec's new paradigm of growth, if not the G-20s. Re-balancing global
growth is designed to address the macro-economic imbalance, which has been going
on for years. "The US has been consuming too much and creating too much debt,
while Japan, China and the Asean countries have been exporting to the US and
saving too much. And we [Asia] use the savings to buy US treasuries to finance the
US deficit. This is not sustainable,” said Kodama.

On this front, Kodama is right. President Barack Obama's Asian visit to Japan, China
and Singapore, in a way, marked a US retreat from its over-consumption mode.
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Obama put his cards on the table in his speech’in Tokyo last Saturday. The US would
be making a comeback to Asia through cross-Pacific partnerships. Moreover, the US
would like to export more to this region, which still registers relatively strong growth
compared to other parts of the world. This took place against the backdrop of a
falling US dollar, while gold prices are surging.

In China, Obama’s meeting with Chinese President Hu Jintao was far less successful,
with agreements elusive as they discussed cooperation on the economy, climate
change and security.

How does Asia react to Obama's gesture, as many countries still bank on their cheap
currencies to boost exports? The Asian nations are not ready to save less and spend
more as yet. They still want to export more. This will complicate the efforts to re-
balance global growth because both the US and the Asian countries want to increase
exports.

On inclusiveness, Apec leaders vowed that they would strive for shared growth and
prosperity for all. But I would argue that this is more lip service, because there hasn't
been any major effort to restructure the financial system in any meaningful way to
prevent a future crisis. '

With the financial crisis, bankers and money managers - who benefit from
government bail-outs - have become richer, while many working people on Main
Street are facing hardship and unemployment. (The bankers and money managers
still make money the old way: if they lose money, taxpayers will bail them out; if they
make money, they pocket the profit for themselves.)

Lastly, global growth is not sustainable without addressing climate change and taking
into account environmental preservation. Industries continue to plunder the world's
natural resources. Again, action plans are easier talked about than implemented.
Japan's new leadership under Prime Minister Yukio Hatoyama has pledged to reduce
CO2 emissions by 25 per cent in 2020 as compared to the 1990 level. This pledge is
almost unilateral, as many countries are unwilling to make commitments ahead of the
UN conference on climate change in Copenhagen next month. Planet Earth is on a
disastrous path to environmental destruction, yet mankind is still too concerned about
economic well-being.

As I have travelled around Japan over the past 10 days, 1 have noticed the clear
message that Japan will be working seriously on emissions control and improving the
environment. Yet the effort might be too little in the face of global industrialisation.
We need a serious rethink and a commitment to save this planet by sacrificing
ourselves to slower growth - via Apec or non-Apec means, or by any means.
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WATCHDOG
Thai economic growth to be led by exports once again

Published on Novermber 21, 2009

THAILAND'S economic recovery next year will likely be export-driven,
rather than consumer-driven as earlier expected - thanks to the recovering
US, European and Japanese economies following the 2008 Lehman
Brothers crisis.

The US is forecast to grow 1.8 per cent after contracting 2.5 per cent this year, while
projected 2010 GDP growth rates in Japan and EU are 1 and 0.5 per cent
respectively.

As for Thailand, the economy is expected to return to a growth of 3.5 per cent after
contracting 3 to 3.5 per cent this year as the export sector, which accounted for more
than 60 per cent of Thailand's GDP prior to the crisis, shows signs of recovery.

Thailand and other exporting economies in Asia are getting orders as buyers in the
US, Europe and Japan start re-stocking.

Given that the export orders are only being recovered in the last quarter of this year,
Thailand's export earnings for the whole of 2009 are projected to decline by only 15
per cent rather than over 20 per cent as previously expected. The recovery is
expected to continue well into 2010,

A report from Citibank suggested that if the global crisis and recent onshore risks had
heightened the sensitivity of average households, Thailand's economic recovery in
this cycle would be export-driven as evidenced by the more bullish business
sentiment index than consumer confidence which, however, turned bearish in
QOctober.

According to the report, consumers remain sensitive to macro news heavily laced with
downside risks, such as the Map Ta Phut deadlock in which 76 industrial projects
worth a combined Bt400 billion have been suspended.

The report also cited the improving offshore demand as apparently underpinning
bullish business sentiment over the next three months.

Based on the Federation of Thai Industries' (FTI) survey conducted last September,
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business sentiment has risen to a record high, with the next three-months' domestic
sales index also rising.

Secondly, monthly indices comprising the third quarter business sentiment surveys
are close to matching recent highs registered in early 2008 soon after the December
2007 elections. On the other hand, consumer sentiment, which dipped last October,
has yet to make significant improvements.

Consumers will also be more bearish if there is increased political instability.

Prime Minister Abhisit Vejjajiva admitted that managing the political situation wouldl
be a major challenge next year. If the political situation worsens, it will distract the
government's attention from economic issues. Consumer confidence, tourism and
other economic sectors will also take a hit.

However, the Citibank report noted that there was an upbeat confidence to buy new
cars, and other big-ticket consumer items based on August-October data amid the
sober overall consumer sentiment.

For example, consumers' willingness to buy new cars rose to a new high since
January 2004, while their preference to buy a new house registered by the October
index matched that of the second quarter of 2008.

This could also be the result of persistently low interest rates and banks' increased
willingness to provide credit.

The willingness index in the third quarter of this year appears to track intra-month
gains posted by car sales during the quarter, so demand remains favourable despite
the October dip in consumer sentiment.
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WATCH DOG
Dubai debacle poses a fresh threat to the global economy

Published on November 28, 2009

THE GLOBAL financia!l system appears to be facing a renewed threat in the
wake of Dubai World's massive US$59 billion (Bt1.96 trillion) default.
International investors have fled to the safety of the US dollar and treasuries after
Dubai World, a giant investment firm controlled by the government, said it could not
service its debts on schedule.

Mark Mobius, head of Templeton Asset Management, which manages $25 billion in
emerging market assets, is not sure if this will lead to more defaults and wreak havoc
on the global financial system, which is just recovering from the 2008 Lehman
Brothers crisis.

"If Dubai has to default, that could start a wave of defaults in other areas,” he was
quoted as saying by Bloomberg.

In fact, the Dubai World debacle should be seen as a major example of exceptional
uncertainties in the global economy in which the current recovery, led by Asia, might
not be long lasting.

In September 2008, US investment bank Lehman Brothers went bust, triggering the
global financial crisis and economic recession in the US, Europe, Japan and most of
Asia, except China and India.

The worst US recession since the 1930s, the post-Lehman Brothers period has
witnessed a huge demand collapse across the word and a crash in real-estate prices
in Dubai, the business Mecca of the oil-exporting Middle East.

By seeking to postpone its debt repayment by six months, Dubai World alarmed the
whole world of financial vulnerabilities.

Dubai's rulers earlier sought to borrow more funds from Abu Dhabi, another member
state of the United Arab Emirates to cover its position, but the bid was apparently
unsuccessful, resulting in the default.

Stock markets yesterday fell dramatically, while the US dollar rebounded against
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other currencies from its previous lows as investors fled to US treasuries as a safe
haven,

Earlier, the greenback was under increased pressure to depreciate due to massive US
debts and other weaknesses of the US economy in the wake of the Lehman Brothers
crisis.

In addition, European financial institutions have also been hit hard by the Dubai
World default owing to their huge credit exposure to the state-owned investment
giant.

For instance, HSBC, Royal Bank of Scotland, Lloyds and ING, Deutsche Bank,
Standard Chartered, Barclays Credit Suisse saw their shares spiralling.

In addition, shares of entities significantly owned by Dubai and other Middle East
investors have dropped. These shares included the London Stock Exchange, Porsche
and Daimler,

If the financial and economic conditions in the UAE, worsen, Thai exports would be
the next casualties.

Thailand's shipments to the UAE, currently the largest market for Thai goods in the
Middle East, accounting for 28.6 per cent of the total and include automobiles and
parts, air-conditioners, gems and jewellery, steel, computers, textiles, plastic and
chemicals, food and machinery.

In addition, several listed Thai companies in property, construction and other sectors
could be hit by the Dubai World debacle.

For instance, Raimon Land is 15-per-cent owned by a unit of Dubai World, which also
has equity ownership in Bumrungrad Hospital and other Thai firms.

In the construction sector, Italian Thai Development and Nawarat Pattanakarn are
among the major Thai contractors in Dubai.
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