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“I have something really serious to tell you guys!” A rushed into the room and shouted. The other three, who were drinking beer, looked at him with different degrees of surprise.

“What is it?” B countered, while C and D nodded at the same time. And A was late for half an hour.

“It’s the conspiracy by the US and Japan to save themselves from their own economic disasters at the expense of the rest of the world!” A exclaimed.

“That sort of idea again!” B slumped into his chair and took a big gulp of beer.

“You better have rational explanations this time!” D seemed more sympathetic. “Yes,” C agreed.

A was a student radical in his youth, way back in the 1970’s. He worked as a social worker for some time, then moved to become a forex dealer in a major bank and earned a lot of money. But he turned disillusioned about the vanity of financial capitalism and had recently set up a non-profit making think-tank.

The “quad-forum” was the venue to test his “innovative” thoughts and views. He decided to invite a spectrum of far-sighted friends with very different views to join him in the monthly brainstorming session. “More than four can’t generate meaning interaction.” Hence the “quad-forum”, for which he paid all the expenses: room charges, drinks, food etc. 

***

The world economy faces the most testing time since the 1930s, with a synchronized downturn in Japan, Europe and the US. Japan, at zero interest rates, is the mire of a debt abyss and the US is struggling with the aftermaths of the IT and telecom bubble and September 11. Europe’s economy can hardly be called lively and the fate of the euro system is still a question. 

To get out of the crisis, Japan now has little choice other than to depreciate the Yen as it has failed to reform the economy because of the political mess. Since trade accounts for only 20% of GDP in Japan, the depreciation has to be really deep in order to be effective. 170 against the US$ may be the threshold. It will do the Japanese economy some good, considering the Plaza Accord of 1985, which then saw the Yen rise against the US$ in such a dramatic fashion, fuelling the boom in Japan that resulted in the present disastrous syndrome.

On the other hand, the US economy is also running out of ammunitions after the relentless cuts of interest rates by the Fed in 2001. Consumers, with their historical debt burdens, are increasingly a shaky source of growth. Corporate balance sheets are equally unattractive, ugly even for some. Trade is also about 20% of GDP in the US. But a big difference with Japan is that the US has been sucking in capital from the rest of the world, given all the fantasies about the “new economy”. Hence the “strong dollar” policy.  

Now, the perfect plot. Yen goes to 170, may be 200 (still a far cry from the postwar level of 360). It may be able to save Japan. 

Such a move could touch off another East Asian financial crisis, as the other economies in the region suffer as a result of shrinking exports. Competitive devaluations will follow.

***

“Hay!” B interrupted as A was presenting this “US-Japan economic conspiracy” of his. 

“What’s it?” A became slightly annoyed, as he thought that his analysis so far was impeccable. But B was one of his best friends, actually a comrade in the student movement of the 1970s. They shared the same room in the dormitory. Both were fined for an “illegal” demonstration by the colonial government. 

“Are you saying that the US and Japan are engineering another financial crisis? Can they control the outcome? It sounds so irrational!” B said. 

B was a university professor in finance.

“Why not?” retorted D, an international hedge fund manager. “The Plaza Accord of 1985 and the strengthening of the Yen to below 80 in 1994 all smelt policy coordination, if not outright manipulation.”
“According to the long-term charts, it is quite possible that the Yen could return to the range of 180-200.” C chipped in.

“Thanks, C,” said A. “You know all the historical facts.” C worked in a commercial research firm.  

***

Yes, another East Asian financial crisis touched off by 170-200 Yen. The implications: capital flight. But where? 

Well, the US of course! That is the trick! 

***

“Wait! I can’t buy that!” B stopped A again. “Why should money flow to Japan and the US in time of another East Asian crisis?”
“Did the last crisis in East Asia in 1997-98 seriously hurt either Japan or the US?” A replied. B turned hesitant. 

“No flow to Japan.” D the hedge fund manager said. “But why not the US?”
“If the world is in such a mess, the country that can still generate a growth momentum could get a big influx of capital. It is the lesser evil, period,” said C the “historian”.   

“So funds will flow to the US. And the US can afford big budget deficits to finance a new economic locomotive: military expansion!” A continued, now with increasing confidence. “Hence all these talk about a long war against terrorism, the axis of evil countries etc. Bush discovers that in the absence of the Cold War, he has to invent a new war. September 11 tragically provides him with a rationale, which he extends to the full, actually beyond the bounds of reason even according to US critics. Now there is a new war: war against terrorism. Military spending will be the major driving force that pulls the US economy out of the recession, not further interest rate cuts or tax cuts. It’s just like US’s entry into the Second World War that ended the Great Depression. And another Asian financial crisis will facilitate Bush’s plan! Is it pure coincidence that conservatives in the US are comparing Bush with Roosevelt?”
B, C and D sat there, apparently pondering about this queer economic vision of the world. A looked for the beer.

“I still won’t buy it, “ B finally said. “It implies such controlling capability by the US and Japan over the course of events. The markets are just like pawns. No serious academics will believe in it.”
“Well, you are in the ivory tower. You don’t know how the real world works. I’ve seen so much irrational behaviour in the market, much queerer than what A describes. I tend to think there is lot of wisdom in it.” D said to B, smiling and opening another can of beer. “Thanks, D!”
C also agreed, “From a historical point of view, this is not something very extraordinary.”
***

So 3 to 1. Then the focus shifted to how Hong Kong and Mainland China should deal with such a horrifying scenario.

“I think China should devalue the Renminbi in response!” D fired the first shot. “But that will touch off a process of competitive devaluations in the region and hence a financial crisis, exactly fulfilling the so called US-Japan conspiracy that A thinks is going on.” B replied.

“If Yen really goes down to 170, the crisis is going to happen anyway. China can’t sit there like last time in 1997-98 and be walked over.” C said. “I agree. There is nothing China can do to stop the conspiracy, if there is one. So she has to defend herself.” D reiterated.

“Then what about Hong Kong?” asked B.

“Hong Kong should float the dollar!” A proclaimed. “Under a currency board system, re-pegging means the loss of credibility. Huge risk premium will be imbedded in interest rates and that will kill an already weak economy. So the only choice is to float. Depreciation is likely to follow.”
“But Hong Kong is such an open economy. We import everything, and our production base is in the Chinese mainland. Depreciation is not going to bring us net gain in competitiveness. One of my colleagues has done some quantitative analysis, looking at the Marshall-Lerner condition etc. and found that depreciation is no good for Hong Kong.” B queried. 

“Yes, I know,” said A “That’s why I do not agree to floating the dollar to regain competitiveness. Hong Kong needs to re-invent its own growth engine after the collapse of the old one, the property sector and the related services. Without growth, everything is problematic. Structural fiscal deficits will persist. And attempts to cut government expenditure will aggravate the downturn, making structural transformation more difficult. Look at the situations in so many third world countries that followed the IMF conditionality to float and to balance the budget: it is a contractionary downward spiral. Joseph Stiglitz, last year’s Nobel laureate in economics, made such a devastating criticism of that approach!”  

“Then why do you want to float the Hong Kong dollar?” asked C. D nodded in agreement.

“Gentlemen, it is not a relaxed choice about optimal exchange rate regime. On that, I think both fix and float are fine for Hong Kong, as long as the economic fundamentals are good. The differences are quite marginal, in my view. Mind you, Hong Kong is the only international financial centre which has a currency board system, the hardest peg of all. New York, London, Tokyo, Frankfurt, Zurich…all operate under floating exchange rates.” A replied.

“What we are facing is an exit strategy: an exit from the 7.80 peg. We have to exit because I am not optimistic that we can get our economic fundamentals right any time soon. Our exchange rate is misaligned, because of the failure in other economic policies, and it will become a sitting duck for speculators whenever there is financial turbulence. In other words, the peg has become a liability, not an asset, to the SAR. It is not the peg’s own fault, though.”
“So we have to get out, i.e. to exit. But exiting is always a very delicate problem. A calm time is ideal for exit, it is the first best choice. Sticking with the peg until the walls around the economy all collapse is the worst choice, like what Argentina has just been forced to do. It is actually not a choice. It is a default! Then exiting when the external environment is going through a sea change, and when we still have some cards in our hands like sufficient reserves is the second best choice. The US-Japan conspiracy and the devaluation of the Renminbi give us the best reason to abandon the currency board system. If we miss this chance, who know whether or not we would end up like Argentina sometime in the future?” A became somewhat emotional, and emptied his glass.

“I do agree with the concept of intelligent exiting,” said D. “You do it while you still have some strengths. That is an important point.”
“Only if you are sure that you are sliding towards the inevitable end, like squandering all the reserves in a number of years’ time. Politicians usually don’t want to accept that notion.” C countered. “That’s an admission of failure. And the rating agencies will mark you down.”
“No, that is an act of courage and vision! And forget the rating agencies, please.” D responded, sipping his beer.

“Well, finally I find something that I can agree with you guys,” said B the sceptic. “I think the SAR government should issue long term bonds to finance its capital expenditure. And that is doing it while you still have strengths. If the government runs out of all the fiscal reserves and then issue bonds, people will ask exorbitant rates!”
“So you are also pessimistic about the fiscal picture?” C asked. 

“As a fund manager, I like the idea because I’ll have more instruments to play with. But issuing bonds while one still has reserves is a bit contradictory, isn’t it?” D wondered.

“No, it’s nothing to do with optimism or pessimism, although I’m more optimistic about the world economy than A. In any case, there is a very simple theory in public finance about inter-generational allocation of resources and inter-temporal equity. Suppose a government invests in education or long-term projects that will yield returns only 10 or 20 years later. The benefits are to the next generation. Why should this generation pay for the investments, in the form of taxes or running down of the reserves, to which they have contributed? Instead the government should issue bonds and pay this generation interests. 10 or 20 years later, it is the next generation’s responsibility to retire those bonds as the beneficiaries. It is entirely fair.” B the professor of finance talked as if he were in a classroom.

“Now B is talking something sensible, although I’m not an expert in public finance,” injected A. “Not along your line, A!” B returned with a gesture.

“But according to the Ricardian equivalence theorem, any bond-financed government expenditure will not have a multiplier effect, as people discount the future liabilities of repaying the bonds and will increase saving, not spending.” C, who had a master degree in economics, intervened.

“Well, whether the Ricardian equivalence theorem holds is a big debate. It requires altruism, perfect information and very efficient capital markets. James Tobin made a scathing criticism of it long time ago. Anyway, we are not talking about the short-term effect of bond-financed government expenditure. We are talking about the equity and efficiency of inter-generational allocation of resources. Even if the short-term effect were zero, we should still finance long-term project with long-term funding, not short-term fiscal revenue. How did the US finance its vast construction of railways in the late 19th century? By issuing bonds sold in Europe! And Hong Kong sorely needs long term investments to help its transformation into a knowledge-based economy.”
“You really think that the SAR government dares to float the Hong Kong dollar and to issue long-term bonds at this historical juncture? It is people who make decisions, not theory, guys!” C looked incredulous.

“Hong Kong has been trapped in this colonial mentality and philosophy for so long. Everything has to be balanced on a yearly basis. But the entrenched conservative bias actually has consistently erred on the positive side: so we have huge reserves that we don’t know how to invest for the future. There is a lack of long-term vision, dynamic planning in both the public and private sectors. Now we are facing a vengeance of unprecedented ferocity, winding down our reserves at speed that few could have predicted. In any case, history will force the hand ….… And Mainland China needs to coordinate with the SAR.” A said.

“You’re too pessimistic about Hong Kong’s economic fundamentals. We still have a lot of strengths, in our financial infrastructure, communication facilities, and our contacts with the Mainland. China’s WTO accession is going to do us a lot of good. Issuing long-term bonds is fine with me, but I’m not sure the 7.80 peg is that misaligned. And I still could not accept your conspiracy theory.” B concluded.

“OK, B. I hope you’re right, although I think you aren’t. At least we agree to disagree.” “That’s fair,” B complied, raising his glass.

“If B were right, we wouldn’t have to go through my doomsday scenario. Anyway, guys. Enough serious discussion for the day. Thanks for coming and I enjoyed the hard-headed arguments. Now we should have some fun. I have ordered two bottles of French red wine and some Italian cheese that you can’t resist. On top of the usual cigar, of course. Waiter!”
“What should we drink to, A?” asked the already red-faced D. “How about to our own survival?” 

“To the poor of the world who would suffer most under your scenario?” C commented.

They all laughed, albeit half-heartedly.
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