Cherie:

Ladies and Gentlemen, Welcome to Three Talk.  Welcome government officials and distinguished guests.  Three Talk was founded four years ago.  Our philosophy is philanthropy, sensitivity, and united in diversity.  We are delighted Professor Stiglitz is here with us today.  Thank you for being with us.  Today’s topic may sound like a fairy tale, but we have a great panel here and they will give us insights on the global economic architecture.  I would like to invite Mayor Tu to open the session.  
Mayor Tu:

It is my great pleasure to be here with Professor Stiglitz and hear his presentation.  Today, it is getting warmer and shining in Shanghai.  We have gotten rid of more than 20 days of dreadful rain.  What brings this wonderful time?  I think it might have something to do with our event.  When expecting the good sign of our economy situation, we are looking for theoretical analysis and guidance.  There are three reasons why so many people are here.  First, we are here because of Mr. Stiglitz.  Personally, I have heard of him for a long time but I did not have the chance to meet him personally.  He is so admirable because of his professional knowledge.  His remarks and response to the economic problems we are facing today inspires us a lot.  Secondly, he is famous for his rich experience.  He teaches in a university and works in government.  He left his footprint in many parts of the world.  Three, he is so respected because of his inspiring ideals.  He is working and looking for harmonious global development.  These three reasons combine the first reason why we are here.  Here comes the second reason: today’s topic attracts us here.  We are facing financial crisis nowadays.  All the governments in the world are taking measures to deal with this problem.  People here are all concerned with what the Chinese government is doing towards this issue.  We are eager to know why and how this worldwide financial fluctuation happens and what is the solution.  We are eager to know the implications in those problems, and what lessons we could learn from this turbulence.  Shanghai is the most important city in China, as a government officer, I’m here to learn to better the economic development in Shanghai.  I am concerned with the events held by Three on The Bund.  I find they provide a good platform for people to discuss and to learn.  I am personally inspired a lot through attending this kind of event.  So, I think the principle or the philosophy of Three on the Bund put us here together to learn and to share.  This is the third reason why we are here today. Thank you. Dr. Stiglitz’s presentation will be short but if you want to learn more from him, do not worry; he will come here again in May for an important economic forum.  Please feel free to continue to discuss all the issues with him at that time.  Thank you.
Dr. Fang:

It is my great honor to introduce Dr. Stiglitz.  It will not be an easy job since the mayor has already given us a very good introduction of Dr. Stiglitz and this event.  I was his student before and I will try to introduce him as good as I can.  He is a very productive and knowledgeable scholar.  Many people thought he would have a Nobel Prize long before he did so.  Dr. Stiglitz is best known for his groundbreaking research into the analyses in markets with asymmetric information for which he received the Nobel Memorial Prize in Economic Sciences (2001). In the early 1990’s, the salary of CEOs in the US was not as high as today. I talked with him and he said those CEOs steal money from shareholders and they don’t value that much. I remember it clearly and based on what we have seen in the past two years, I think he is very insightful.  
Stiglitz takes the same routes as the Chinese scholar. After finishing his studies, Stiglitz served in the Clinton Administration as the chair of the President's Council of Economic Advisors from 1995 to 1997, and as Senior Vice President and Chief Economist of the World Bank from 1997 till 2000. He was also a lead author for the Intergovernmental Panel on Climate Change and has advised American President Barack Obama. Currently, he holds a Professorship at Columbia University, with appointments at the Business School, the Department of Economics and the School of International and Public Affairs (SIPA). As of June 2008, he is the most cited economist globally.  During his time as Chief Economist of the World Bank, his work became widely controversial due to his critical views of the International Monetary Fund (IMF) and the rigid economic policies imposed upon developing nations such as Indonesia. 
He loves China and appreciates what we have achieved in China in the past thirty years.  When I was in Stanford, during our conversations, I found he knows much about the Cultural Revolution and what Chairman Mao did.  Now, I want to express my sincere hope that Dr. Stiglitz will come to China very often and give us his knowledgeable and inspiring insights.  Thank you.

Dr. Stiglitz: 

Thank you for inviting me here. The recovery of our economy, and sustainable and harmonious growth of the economy is of great concern and I am very glad to talk about it with you. I want to talk about the nature of this financial turbulence, America’s response, what needs to be done besides what the government has already done.  In the early period of financial crisis, upon meeting the economic downturn, we thought the economic problems in US were decoupling and these problems would not be spreading to other countries.  In globalization, however, every part of the world is integrated. The problem in the US is spreading to other countries. America supported the idea of deregulation. However, thanks to what happens to other countries, we can see clearly what the problems are. America not only exported the toxic mortgage problems but our recession as well. We are facing economic recession and the recovery of the economy requires a cooperative effort.  
This turbulence is different from the one that happened in 1997. Countries like Indonesia and Korea recovered very quickly from the financial crisis because at that time they still could export and the rest of the world was growing robustly. But the current export situation is quite different from that period. According to the latest statistics, this year is the first year of negative global growth of the American economy. IMF’s estimation is regarded to be too optimistic and we are facing a serious economic downturn.  
There are two major problems contributing to this crisis. First is about the credit problem and macroeconomic problem.  When being asked about this economic downturn, Mr. Bush said that we built too many houses.  I should say that besides talking about this phenomenon superficially, we should ask why we built so many houses.  There are some answers, such as loose monetary policy and lack of regulation. Why? It has something to do with the ideal.  Many high level officials think that we do not need regulation and the market will take care of everything. Ideas are so important because they pre-shape our directions and approaches.  The Central Bank was confident of solving the problems but it turned out to be a failure.  As to the loose monetary policy, here are the reasons.  First we needed loose monetary policy to meet with insufficient demand and unemployment problems.  Secondly, we are facing expanding inequality.  We say to the people at the bottom don’t worry, borrow money and buy things, it will be ok soon. So they borrowed and borrowed. But this is not stable.  This is not a good economic growth mode. Income has been reduced greatly in the past 8 or 9 years.  
The second problem in global demand is due to what the IMF did years ago.  The IMF did poorly in the 1997’s financial crisis, so the disappointed countries are now making a great amount of foreign reserve. A premier in a country said that because of IMF’s poor performance, we should save more reserve and save ourselves. This sounds rational to an individual country, but it is not to the whole development of the world. When facing this insufficient market demand America said do not worry about insufficiency of demand, we will take care of this and keep paying. It is strange that the whole economic development of the world relies on the richest country in the world through its continuing paying.  
What we have done today cannot solve the above problems. What are the responses of America?  First, let us talk about stimulating policy. I should say that Bush’s administration’s policy was not sufficient. Many people are not Keynesians when they say they are. The increase of the expenditure of the Federal government of America increased to 800 billion in the past two years, while income is decreasing. As to the state expenditure, when the revenue goes down, it will be reduced. Now, the revenue is reduced, so is the state expenditure. The deficit is 100 billion a year and now we have a 400 billion deficit. As just a state, California has a 10 billion deficit.  When combining the expenditure from the federal level and state level, the total stimulating aid is just 400 billion, not 800. So, the stimulating money is not enough. Additionally, the tax reduction policy is problematic and not well designed. We have estimated that the tax reduction is useless.  Many people save money. Though this helps individual family protection for the long run, it is harmful to the American economy. When noticing the reduction of their retirement pensions, the deep dive of the stock market, and the real estate market collapse, everybody worries about the future. People save more money under the tax reduction policy and this policy cannot serve as an efficient stimulus to the economic development.  We do need a stimulating plan, but we are not doing that very well.  
Second, let me talk about the underlying problems of mortgages. As to the loan and grant business with the banks: let me make an analogy. We are just injecting blood into a bleeding person without doing any treatment on his internal bleeding part. We are not working hard enough though. We have put billions of dollars into the financial system but have not solved any problems. We have much larger debt, which is a global concern. Premier Weng Jiabao asked the related question.  Under Bush’s government, the US national debt was raised to 10 trillion dollars. It was triple the debt of 10 years ago. This year the deficit of the US will surpass 10% of the GDP and this is still an optimistic estimation. All this tells us that we should be careful of our spending. The measures we are taking now are not enough.  

Let me talk about cost. When we gave money to big banks, we have their stock. Congress’s panel department valued this transaction. Later, the stock price dropped a lot. Averagely speaking, the value of the shares reduced from 1 dollar to 65 cents. This means, we were cheated and those shares were overvalued. The latest one, we saved Citibank by giving money. Roughly speaking, the share value reduced from 1 dollar to 25 cents, which means we were robbed. This causes some political problems. The taxpayers do not like to be robbed like this. Though the government hopes that nobody notices this, the public sees this problem. Government wants to steal the money less transparently, or let more people share this money. It says that we should lend money to hedge funds and let the latter buy the bad assets of banks. The big banks are better off. The balance sheets of banks look better. The question is how do you create money out of nothing? You cannot create something out of nothing. It sounds like the similar reason that caused our current financial problems.  In fact, the problems on the balance sheet of banks are now moved to the balance sheet of hedge funds. Finally, the balance sheet of banks moved to US taxpayers who will pay all the bills. We do not have good accounting on the public’s side. The auditing problem is severe and the public can not record and account for the profits and losses. Once you lend money to hedge funds, the money becomes non-recourse loans, which means, if there are any losses, you will never get the money back. Now we give non-recourse loans to hedge funds, and those funds buy the assets of banks. If the asset’s value increases, the hedge fund gains profit; if not, the taxpayer has to pay the bill. It does help the banks. But it is deceiving to the public. I think this mode is worse than the previous “use cash to buy rubbish” policy.  It looks like a policy “use bulk cash to buy bulk rubbish”. Now we give money to hedge funds to buy rubbish and then we have to take care of this rubbish. It will never work. As for mortgages, millions of Americans bought houses, but now these houses are negative assets. The current prices of houses are lower than their mortgages. If the price goes up, the banks gain profit and the games keep going. If the price goes down, the government pays the bill. When we avoid talking about those losses, we are actually creating more losses. This is why I am not optimistic that the American economy will recover in a short time. A little summary: the stimulating policy is not sufficient, and the strategy and program for the recovery of the financial system are misguided are the major two reasons.  
Let me talk about the responses from the worldwide perspective. This is the first global financial crisis in the modern period of history. The only way out is to achieve cooperative global response.  There are several obstacles for the true recovery of the world economy. The first obstacle is that a large number of people in the world have no resources to do the stimulating policy. The European Union is aware of this and is willing to lend money to the IMF and let the latter help the developing countries.  However, it is not the best solution to give money to the IMF to solve problems, and it will even worsen the situation. In 1993, what the IMF did in East Asia was not so reasonable. It said that we should raise interest rates, 80% increase in Indonesia and 10% to 40% in Korea. As a result, many factories went bankrupt. Clearly, the IMF’s policy is a constrictive policy, not encouraging the economy to recover, but to kill the economy. The IMF learns its lessons theoretically though it takes some time for it to do so. But its current policy is still quite constrictive to me and cannot solve the economic problems. Moreover, because of what the IMF did in some places like Argentina; many developing countries do not want to ask the IMF for help unless they do not have any other way to go. The commission I am leading now is trying to figure out a better way to use our money. The G20 summit held last year protested against trading protectionism. Protectionism has the power of destroying and harming fair competition. But I think the problem we are facing now is much severer than what G20 was concerned about.  

Thirdly, I want to talk about problems of regulation and deregulation that contributed a lot to the financial crisis. The IMF is advocating deregulation. Luckily, China does not follow, or the problems would be much severer. Deregulation brings a lot of problems to the USA and it is very difficult to regain the confidence in the financial market if we do not change the rules of regulation.  We need more time to reform the system of regulation and we should be doing it right from the very beginning. Besides, since the financial crisis in 1997, we have had a lot of reforms of the global economic architecture. But, as soon as we recovered from that crisis, we no longer talked about the reform of our financial system. Nobody was interested in reform and nothing significant was done.  

Fourthly, the commission from the United Nations suggested that the global reserve system should have some reform. The current reserve system is not reasonable. It is falling apart. Many people said that we should have a dollar-euro system. If we use two currencies, then the system would be unstable. This system has a lot of shortcomings. Keynes mentioned that 75 years ago and hoped that the IMF could do something about it. But the IMF does not do anything. We need a new national reserve system. I have not much time to go further, but I have written a book on this topic.

Last but not least, China, Europe and America have noticed that in order to deal with this financial crisis, we have to work out a set of polices to build for the future. The global demand in the market has not been satisfied. The accumulation of capital is not reasonable. Global poverty and global warming are two major problems for us if we want to solve the insufficient demand. We have to change the mode of supply and demand. China has prepared to structuralize the economy and better spend the money in order to deal with this challenge. For example, the Chinese stimulating policy package stresses that an innovation and environmental economy should be made, and this is on the agenda of the five year plan of the government. The focus should be shifted from exporting to expanding the domestic demand and investment. and put harmonious development as the core content of the Eleventh Five Year Plan. Though the crisis is very deep and is going to last long, I believe the spending plan of China will help to restructuralize the economy, and enable the harmonious, balanced and stable development like what we used to have in the past years.  Thank you.  
Guest 1:
Dr. Stiglitz, you mentioned the inequity between the poor and the rich and the imbalance between demand and supply. What do you think are the underlying causes for them?
Professor STIGLITZ:
There are a number of causes. Globalization plays some part in those reasons. China and India take part in world economic activities and this definitely increases the supply amount on the global level, such as unskilled labor. It is predictably estimated that it causes lower salaries for unskilled laborers. The second reason is the weakening of social conventions. The salary of a CEO, 10 years ago, was 15 times that of an average worker, but today, it is 100 times or more. We have this problem worldwide but it is the most severe in the US. This is so-called incentive pay. But after scrutinizing, it is not so. Some CEOs say we want higher salaries because they think it is hard to fire someone. But statistics show, no matter how much profit the company earns, their salaries are always high. You can see it even in the economic downturn; CEOs still get millions of dollars in bonuses a year. Another reason is the weaker power of labor unions. There are no longer strong restrictions from labor unions. This is another reason for global inequality. This is quite obvious in many countries.  
Guest 2:

We are facing recession in the period of economic downturn. Are you worried about inflation?  The whole world seems to find a way out through making some bubbles to get rid of other bubbles.  What do you think?  
Professor STIGLITZ: 

As we can see from the American economy, we have one bubble after another. From the bubble of science and technology, to the bubble of the real estate market and the cause behind them is the insufficient demand. This is the radical issue we should deal with. We are searching for a bubble to solve the current problem. But we are all worried about the next bubble to follow and it means we are going to have a longtime economic crisis. Currently, we have high debt but this is not because we have inflation. The balance sheet of a company is not transparent. When we give money to the bank, the bank is afraid to give loans to companies. Therefore, it is very difficult for the financial system to act vigorously. As to the bank, we are looking at its past instead of looking forward to the way ahead of us. Because there are not so many banks granting loans, we are not facing great pressure from inflation. But recession is the real problem. People do not have the money to continue, and then break the contract. So recession is a much severer problem than inflation. The economy is going to recover in the long run, but solving fluidity is the most important thing. If you look at the American Federal Reserve, you will not gain confidence. I think the American Federal Reserve is always like a crazy drunk driver. It holds the brakes too tightly because of being afraid.  
Guest 3:
What do you think the US banks should do? Do you think semi-government hold is wrong and we should just leave them bankrupt?

Professor STIGLITZ:
First, saving banks and saving the shareholders of banks are two different things. We can save the bank without saving the shareholders and other staff. There is a consensus in the US that we should have temporary state-owned banks. We should try to avoid a socialist system but a capitalist profit. We used to adopt this system in the US and it is no longer working. We are always doing state-owned business when banks fail. We save them by restructuralizing and shouldering losses. We are always forced to make some choices. Several years ago, we chose to put huge amounts of pension money in banks. But until today, banks lost that money. Our government says we should have put this amount of money into social security instead of putting it into saving the banks. We have limited resources and we have to make economic social choices.   

Guest 4:

You mentioned the dollars dominating reserve system.  China and Japan use dollars to buy the national bond of US 5 year’s, 10 year’s, 30 year’s. We lend money to America. In the long run, what will happen to this foreign reserve system? What role can China’s government play?
Professor STIGLITZ:
The problem we are facing now makes me think that we should have a new reserve system.  Many countries having huge amount of US dollars have some worries. For example, China is worried about this amount of reserve accumulated uneasily in the past thirty years. I do not think you need to worry about this reserve system. The reserve system of a country should not be decided by another country. So, I think we need a global reserve system that can guarantee the security required by a country. For example, we can use an international consensus in a certain region. Therefore, we can reduce our need of reserve. Facing the financial crisis, many people say that we should establish more foreign currency reserve. But I think it will worsen the situation.  We should be careful in building a stronger future.  
