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Interview with Donald Kohn: I he

TIE: How have you found being a Fed governor
different than being amember of the senior staff?

KOHN: I’ ve enjoyed the transition. | wasready for
Fed Governor it; | had worked on monetary policy issues partic-
Donald Kohn. ularly during the last fifteen years, and | wasready
to diversify my portfolio into other things. | have
become involved in payment systems issues, in-
ternal governance issues, and representing the Fed
before international bodies such as the Organiza-
tion for Economic Cooperation and Devel opment.
I’ve also liked the change in perspective from
preparing the materia s to having responsbility for
the decisions that are made. Now | try to convince
other people, and | redlize people are going to ook
at how | vote, and | will need to take responsibil-
ity for how things turn out.
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TIE: Hasthischanged your relationship with Fed
Chairman Alan Greenspan?

KOHN: To someextent. | don't interact with him as
frequently as| did when | was a staff member and
he would call me for specific information any-
where from three times a week to three times a
day. But I've maintained a nice back-and-forth re-
lationship with him. I'm very comfortable ex-
changing views on the economy and the appro-
priate stance of monetary policy. I’'m no longer in-
volved in the preparation of his speeches and his
testimonies, and that very intense working through
of the details.

TIE: Who replaced you as director of the mone-
tary affairsdivision at the Fed?



KOHN: Vincent Reinhart, who's very good, and very
smart. He's much more tooled up in very recent eco-
nomic and financial research. He's also taken over the
responsibility of secretary of the Federal Open Market
Committee, and the division isflourishing under him. It
gives me alot of pleasure to see the division that was
created for me—my baby—qgrow into adolescence and
survive and thrive under new leadership.

TIE: Let'sbeginwith agenera question about thetrans-
mission of monetary policy. How difficult is it now,
with interest rates so low and the prospects of disinfla-
tionary pressure increasing? What concerns do you
have that you didn’t have in the past?

KOHN: My concerns aren’t about the transmission of
monetary policy right now. The same transmission
mechanisms have been at work over the last few years.
We' ve seen lower interest rates feed through to the hous-
ing markets and to support consumer spending. To some
extent the lower interest rates have kept the equity mar-
kets from falling quite as much as they might have.
They’ ve helped househol ds and businesses rebuild their
financia strength and get ready to support greater spend-
ing in the case of businesses and actually support spend-
ing in the case of households, especially the mortgage
market and the mortgage refinancing process.
Thelower interest rates have probably contributed
to the dollar’s decline, which will feed through over
time to stronger exports and strengthen total demand
in the United States. So far, the fact that the federa
fundsrates have gone al the way down to 1.25 percent
hasn’t impaired the transmission of monetary policy.
Our problem so far has been the deficiency of de-
mand. Businessesin particular, despite avery low cost
of capital, don't seealot of profitable investing oppor-
tunities, at least as much as in other expansions. Mon-
etary policy hasaready had to try to bolster household
demand to make up for the lack of business demand.

TIE: Well, at some point you move into the non-tradi-
tional policy, which is uncharted territory for the Fed.

KOHN: That's right. We still have some room in our
conventional monetary policy, whether it'sal 125 ba-
sis points would need to be examined, but a consider-
able amount of space in any case, and | expect that to

The fact that the federal fundsrates
have gone all the way down
to 1.25 percent hasn't impaired the
transmission of monetary policy.
Our problem so far has been

the deficiency of demand.

work through markets the way it always does. If we go
through our conventional policies, we'll need to think
about other ways of stimulating the markets. A couple
of channels might work to bring down long-term inter-
est rates, including an expectations channel. We can
convince people that we intend to keep short-term in-
terest rates low for quite awhile.

TIE: A lot of people saw your hand in the Chairman’s
recent efforts through public statements to initiate a
kind of verbal ease. Are we seeing the beginnings of
“virtual monetary policymaking”?

KOHN: | wouldn't take credit, but | thought it was ef-
fective, and that’'s a good example of how the FOMC
can till bring down longer-term interest rates using a
combination of words and actions. It was primarily a
case of giving peopleinformation that led them to push
off the time at which they thought we probably were
going to tighten. Should we begin to exhaust conven-
tional policy actions, our words will become all the
more important. They will have to describe how we see
the situation and what we' relooking for in terms of the
economy, alowing inferences on how long we intend to
keep policy in avery easy mode. Then there’ll need to
be actions that will back up those words.

KOHN
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The other channel through which monetary policy
can work in such situationsis what people call imper-
fect substitution—just buying alarge amount of assets,

The Japanese experience gives us

some pointers on what not to do.

whatever they are, and affecting the relative supply and
demand for those things and hence their price.

TIE: Would you take aneutral approach to buy various
securities as you move out the yield curve? Or would
you start at the short end or immediately move to the
long end?

KOHN: | actually haven't made up my mind. Thisisvery
much awork in progress, and we are studying this ques-
tion right now. This subject has come under intense dis-
cussion both publicly and within the Federal Reserve,
and as the possibility has drawn closer, my ideas on
these issues have changed over time. It'snot something
we' ve dedlt with before. The Japanese experience gives
us some pointers on what not to do, but we will proba-
bly make our own mistakesaswell. | can see arguments
for buying along the yield curve. | can also see argu-
ments for working out the curve to help convince peo-
ple at least for the near term that we're going to keep
interest rates at avery low level and let that feed through.
There are arguments pro and con for just setting arate at
atwo-year level, for example, or doing alot of buying
and letting the market sort it out to a certain extent.

One of thelessons | take from other countries’ ex-
perience is to think about these things ahead of time
and have a plan, obviously subject to revision. We
should have some conviction behind the plan and have
good public communication about the plan’s general
scope. We can't say exactly what we're going to do,
but we ought to be able to tell the public the options
we' re considering and why we think they would be suc-
cessful so wedon't appear to be lurching into an emer-
gency situation.

TIE: Most people at the Fed, in public speeches and
testimonies, seem to be describing akind of joblessre-
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covery. Many years of extraordinary productivity per-
formanceis probably going to continue in some form.
It's not going to be afeel-good period during an election
year for George Bush. To what extent do you worry
that thisjobless or even job-killing recovery becomesa
factor to the consumer, who's kind of been the hero in
this whole process particularly since September 117 If
the United States hits a high-enough growth rate, will
the jobs issue stop having a dampening effect for the
consumer? Is 2 percent GDP enough to move you out
of thewoods? Or do you need aglobal growth rate clos-
er to 4 percent?

KOHN: | don’t know of a specific number here, al-
though productivity growth in the United States should
remain faster than it was from the mid-1970s to the
mid-1990s. This productivity growth isanet plus over
the longer run, but it means we need more demand
growth to use up this higher potential . So far consumer
spending seems to have been robust to the fact that the
labor market has been weak, and in fact has weskened

Therearealot of reasons
to think that growth
will strengthen fromthis
1-2 percent growth track
we've really been on
since last summer.

The question is how much.

substantially since last summer. My expectation isthat
the employment situation will improve.

| don't necessarily agree with your assessment that
next year will be a bad year for the labor market.



Growth will pick up, though how fast | don’t know.
Many of the things that have been weighing on the
U.S. economy have eased. The effects of the excesses
of the late 1990s—in capital spending, corporate gov-
ernance, and bad credit decisions—are further behind
us. The equity markets have leveled out or come up
just alittle, and the negative effects of the decline in
wealth are further behind us. The geopolitical risksare
aleviated to some extent. Oil prices are down from
where they were. There are a lot of reasons to think
that growth will strengthen from this 1-2 percent
growth track we' ve really been on since last summer.
The question is how much.

The consumer has supported this expansion,
helped by low mortgage rates and low interest rates on
automobile purchases. General Motors wouldn't have
been able to offer zero rates on car loans if the general
level of interest rates had been much higher. Consumer
confidence has now recovered after the Irag war. It's
not high, but it's recovered. As | aready noted, house-
hold spending seemsto have been reasonably robust to
the soft labor markets. Household savings rates have
risen gradually and that’s what you’ d expect as wesalth
comes down. | wouldn't be surprised to see a further
gradual risein household saving. That's good—it means
that they’re rebuilding their balance sheets. Over the
longer run, household saving will replace some of the
saving that the government used to be doing and isn’t
doing anymore. As our current account balance turns
around as a consequence of the dollar decline, a grad-
ual uptrend in household saving over time is very de-
sirableto help fund capital spending. Household saving
could begin to spike if households become very worried
about the labor market and that's arisk. But, as| a-
ready noted, I'm encouraged by the fact that it hasn’t
happened so far despite months of pretty weak labor
markets. | don’t see this as aknife edge—all of a sud-
den households will wake up one morning and the de-
sireto spend will be gone.

TIE: Chairman Greenspan hasimplied that some of his
confidence is based on getting to the point where cap-
ital replacement becomes abig issue. Are CEOs acting
rationally by saying, “OK, I’ve got to invest for re-
placement purposes’ ? Arethey so afraid of their boards
that they can’t even do that?

KOHN: Capital replacement will become an increas-
ingly important issue. Some of the weaknessin invest-
ment we' ve seen over the last few years resultsfrom a

stretching out of replacement cycles. If that stretching
out stops, grossinvestment will begin to pick up. In ad-
dition, new technologies are coming online here, not

People never should have expected
the sharp V-shaped recovery

some were talking about in 2001.

“killer aps,” but an accretion of changes which means
those old computers are increasingly out of date. We' ve
actually seen some strength in the high tech areaoutside
of telecommunications in the capital goods orders and
in the industrial production index. Purchases of com-
puters and peripherals are beginning to pick up and
that’s replacement demand kicking in. That's going to
bolster things. And | don't think caution by boards of di-
rectors will stop that from happening. Thisis a case of
keeping their current plant going and maybe doing a
little bit of modernization.

TIE: Isn't timing an issue? Will capital spending realy
kick in this summer, or will CEOs just hold off for six
months and write off 2003? No corporate board isgoing
to jump on a CEO for being cautious in this environ-
ment where they might have a couple of years ago.

KOHN: A key to the outlook all along has been for busi-
ness investment to begin picking up to supplement the
increase in consumer and government spending that's
kept the economy moving. I'm hoping that as the in-
tengity of the corporate governance worries and geopo-
litical risk problems abates, some of the natural re-
silience of the economy begins to show through and
we see more capital investment. The cost of capital is
low; final sales although sluggish have been increas-
ing. Yes, capacity utilization is very low, but remem-
ber capacity utilization is only in the manufacturing
sectors, asmall part of the whole economy. And we've
had a pickup in investment before when capacity uti-
lization has been low. It's a question of confidence in
the future, and I’'m hopeful that business confidence

Continued on page 100

KOHN
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Continued from page 19

will regain some footing and be more forward-looking
despite caution arising from areaction to corporate gov-
ernance concerns.

TIE: Consider thisanalogy. When you look at markets—
say currencies or bonds—and see a massive short posi-
tion that’s clearly oversold, sometimes after awhile, two
or three traders will get together and one will offer ten
reasons why he's now suddenly going the other way and
reversing his trade. Suddenly it's a stampede. Other
traders may not fully agree, but they’ ve got to square up
and get back to neutral if simply to preserve profits.
Could we face a similar situation in corporate board
rooms? If some more optimistic CEOs actually go pub-
lic, could they incite a stampede in terms of capital
spending? No one wantstheir board to ask why the com-
pany stayed behind and lost market shareif the capital in-
vestment side of the economy is about to take off.

KOHN: Right now we'rein asituation where businesses
are ableredlize alot of efficienciesand do alot of cost-
cutting using capital they put in place in the late 1990s.
Theincredible growth of productivity through thiswhole
period is a testament to the fact that that capital really
was productive. Now, not only do businesses have the
replacement issue staring them in the face, but they are
running out of stored-up ways of cutting costs, and
they’ll be looking to buy new equipment with new tech-
nology that will help cut cogts. That's apositive in the fu-
ture. Over time the boards will ask how CEOs plan to
increase profits, and the answer in part isby replacing the
equipment that’sthere, by expanding capacity, and fight-
ing for market share.

TIE: At some point, you' ve got to have well-trained hu-
man capital in place.

KOHN: People never should have expected the sharp V-
shaped recovery some were talking about in 2001. There
was obvioudy alot of overinvestment in the 1990s. But
this was a shallow recession. The expectations are logi-
caly different than they would be coming out of the 1982
recession, for example, where the economy was very
weak and in the process of snapping back. A process of
gradual strengthening is ahead. You can actualy wait
and make investment decisions as you see the strength-
ening happening. The conundrum is that if everybody
waits to make those decisions, the strengthening won't
happen. But we should see akind of an erosion of this
holding back and that could build on itself. | would not
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expect akind of rubber band effect of avery sharp snap-
back in investment. We have alot of capacity, probably
in service industries as well manufacturing industries.
There's no reason for people to expand capacity hugely,
but it will be a process that builds.

TIE: The capital spending issue continues to be trou-
bling. Private companies appear to be gearing up for
expansion. But the public companies seem to be just
as risk-averse as ever. Are the Enron debacle, the ac-
counting issues, the liability question for corporate
boards, and other corporate governance issues damp-
ening the economic psychology among corporate de-
cision makers?

KOHN: There's no question that corporate governance
issues had an important dampening effect on business
investment through the end of last summer and into the
winter. If a business itself or even a competitor had a
problem, there was the potential for aspillover in skittish
financial markets. And the cost of fundsto corporations
went up even though interest rates were going down be-
cause of the decline in equity prices and rise in credit
spreads. That aspect, however, has been alleviated to a
considerable extent. Credit spreads are back down to be-
low where they were last May and June. In many cases
equity prices haven't recovered to their levels of last May
and June, but they’ re certainly off thefloor again. We've

There's no question that corporate
governance issues had an important
dampening effect on business
investment through the end of |ast

summer and into the winter.

had several corporations in the past few months—
HealthSouth and Royal Ahold are the obvious exam-
ples—that have reported problems and there hasn’t been



any contagion. The marketstook it in stride. There'salot
more investor confidence in the transparency of corpo-
rations today than there was six or nine months ago. It's
been a painful process but it'sthere.

Much of the dollar weakness
seemsto be channeling

through Europe.

The other side is whether the fact of boards of di-
rectorsworrying about later being found liable for what
looks at the time like a risk worth taking isn't damping
their enthusiasm for projects. Certainly the worry must
be consuming their energy in waysthat leaves them less
time to think about business prospects. My guessisthat
it's now a small effect. If the economy began to gather
some momentum, the optimism would begin to return
to these corporate boardrooms—though not like in the
1990s and that’s probably a good thing.

TIE: What are we to make of the narrowing of risk
spreads? | s big-time recovery just around the corner or is
the narrowing the result of frustration borne out of no
returns on other instruments, and liquidity reaching for
yield, and unsophisticated pension funds driven into that
market reaching for yield?

KOHN: I’ve heard that also, actually more from market
participants than people in the Fed. My view isthat in-
vestors wouldn't be reaching for these yields if they
thought they were going to lose their money. The situa-
tion last summer that wasn't all that different. The Fed
funds rate was low and Treasury bond yields were rela-
tively low, yet investorsdidn’t feel the need to go reach-
ing for yield then. They felt the need to pull back, to re-
treat to safe, lower-yielding assets. If they were realy
concerned about risk now, this wouldn’'t be happening.
It'smore than just greed overcoming fear. | think the fear
has died down to a considerable extent.

TIE: Some people say mortgage refinancing has been
another important part of keeping the economy going

but unfortunately the system’s at capacity. The industry
says that they’ re thinking about charging higher fees if
they have to go through another round of refinancing.

KOHN: Every timethere's a peak, the mortgage compa-
nies say that the waiting lines are lengthening and they
might even be raising fees a little. But it's become an
extremely competitive industry. Technology has been
very beneficia in alowing borrowers to compare rates
and fees over the Internet, limiting the ability to raise
fees. At the worst, longer lines would just stretch the
thing out alittle bit and that might not be all that bad. It
shouldn’t dampen the total very much.

TIE: We ve had a weakening of the dollar, and yet the
bond market has rallied. What do you make of that?

KOHN: Bond market investors are being driven primar-
ily by perceptions of a dampened and delayed recovery
in the United States and that interest rates will stay low
for awhile. The United States has a huge current account
deficit. Everyone predicted that at some point that deficit
will need to correct itself, at least in part through dollar
decline, but the dollar stayed high and that point had al-
way's seemed to be pushed further away.

TIE: If the dollar was over-elevated before, the realiza
tion that rates aren’t going up anytime soon should cause
the dollar to fall back in line. But people also debate
whether you should increase the money supply.

KOHN: Because we operate with afederal fundsratetar-
get, the money supply isentirely endogenous, and it has
been rising pretty rapidly over recent years. Thedollar’s

|f we can strengthen demand and the
economy rebounds then I’ m not

concerned about a dollar crisis.

been falling for awhile. But it fell from avery high lev-
el—one that rose through 2001, even as we were drop-
ping interest rates.
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TIE: Former Fed Governor Wayne Angell was recently
on CNBC criticizing U.S. Treasury Secretary Snow
about his recent comments on the dollar. The problem
with the criticism is that the bond market has not been
troubled by the dollar’s performance. |s there an argu-
ment to be made that weakening the dollar isawin-win
situation—aweaker U.S. dollar will forcetherest of the
world to stimulate their economies, and so eighteen
months from now we'll ook back on thisasa“way out”
of aglobal stagnation scenario?

KOHN: The U.S. economy, acting in part through the
strong dollar, has been the vehicle for boosting demand
in the rest of the world since the mid-1990s. The United
States, however, hasn't had the horses recently, and oth-
er countries have been relying on us to get them out of
their fix. The problem in some countries like Japan isa
very limited ability to react. And in many Asian countries
where their currency is fixed to the dollar, policymak-
ers see more risk from unfixing than from keeping fixed.
They’ re benefiting from the drop in the dollar, but it does
dampen the effect of this dollar decline for the United
States. Much of the dollar weakness seems to be chan-
neling through Europe, which has the only major cur-
rency that can float and where monetary policy hasthe
room to move.

TIE: Many economists say the current large U.S. capital
imbalanceis arecipe for adollar crisis and sharply ris-
ing interest rates. But in order to have adollar crisis, if
the United Statesis running around the global track at x
miles an hour, parts of the world must be running around
the same track at a faster pace. Do you see, in terms of
rates of return, any evidence that therest of theworld is
beginning to pick up speed?

KOHN: | don't. | agree with the premise of your ques-
tion. One of the things limiting the extent to which the
dollar’s recent dide could possibly turn into a crisisis
the fact that the United States remains—even with all
our problems—a more favorable place to invest than
many other industrial countries in the world. The only
areas whereinvestment is obviously more profitable are
some of the emerging market countries.

TIE: But theliquidity isn't there.
KOHN: No. So if we can strengthen demand and the

economy rebounds then I’m not concerned about a dol-
lar crisis. In the second half of the 1980s we had avery
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sharp declinein the dollar, much sharper than we' ve had
now, and it didn’t really have adverse consequences for
our financial markets.

TIE: All these other areas would need to be more attrac-
tive places in which to invest, apart from the argument
about the dollar’s status as the reserve currency, not to
mention the security the United States offerswith its po-
litical structure and rule of law.

In thefirst Reagan Administration, Treasury Under-
secretary for Monetary Policy Beryl Sprinkel’s philoso-
phy of “benign neglect” ran the dollar up to unsustain-
ablelevels. When the dollar’s value came down, invest-
ment potential in the United Stateswas hardly destroyed.

KOHN: That'sright. | think the decline in the dollar at
that time created some difficult but not intractable, is-
sues for monetary policy.

TIE: Therewasalot more global demand...

KOHN: ...and alot more U.S. demand at that time, and
we were only afew years removed from the collective
memory of inflation in the 1970s. That was an issue the
Fed had to wrestle with as they adjusted monetary poli-
cy to the rapid decline in the dollar. That's not an issue
now. Inflation expectations are low; long-term inflation
expectations are extraordinarily well anchored. They did-
n't budge when oil prices went up. | wouldn’t expect
them to move when import prices go up alittle. The
chances are small that the decline in the dollar we've

Let the record show

I’ m knocking on wood.

seen will feed through in a destabilizing way, although no
one—particularly a central banker—should be foolish
enough to say there’s no possibility of adestabilizing set
of expectations building. Let the record show I’ m knock-
ing on wood.

TIE: If the world wantstemporarily to beliquid and Eu-
rope is paying twice the money market rates as in the
United States, it's no surprise global investors are ware-



housing liquidity if temporarily, but at some point you
know the rates in Europe are coming down further.

KOHN: Direct investment and merger-and-acquisition type
activities have died down al over the world through this
period of very weak demand and declinesin equity prices,
and the geopoalitical risk issue has contributed to the falloff
in those activities. People are coming home, away from
where they might not understand the risk or the political
dynamics. The home biasin investment must be onething
that accounts for some of this dollar weakness. In these
circumstances, a current account deficit in the United
States can put some downward pressure on the dollar and
upward pressure on the currencies that are issued by
economiesin surplus.

TIE: Isthere anything positive you can say about Europe?
Structural rigidities, the high euro, huge long-term de-
mographic problems, labor inflexibility, a political in-
ability to come to terms with what needs to be done...

KOHN: Europe faces a lot of very difficult issues. Ger-
many in particular seemsto belagging in making real re-
forms to free up its labor markets and reduce the struc-
tural level of unemployment. It's so hard to get rid of
somebody, businesses are reluctant to hire people. That's
creating generations of younger people who haven't real-
ly had good jobs. It's a harmful social and economic
choice that they’ re making. It is sapping the energy from
the biggest economy in Europe, and it's spilling over to
the rest of Europe.

The fiscal situation is very difficult as well. Europe
has amuch bigger demographic problem coming than the
United States does so you can see why those countries
would want to limit their debt-to-GDP ratios; their long-
run fiscal stability iseven morein question than that of the
United States. At the same time those limits have obvi-
ously constrained their ability to run counter-cyclical pol-
icy. They say this constraint arises because some coun-
tries at the top of the boom chose to cut taxes and there-
forethey’ velost the room to maneuver. That may be. But

Europe facesa lot of

very difficult issues.

Bringing the Chineseinto
the global economy isa net plus
for everybody, even if it creates

discomfort in the short run.

it's having an effect on the whole area. Finding a way
through this thicket of adhering to medium-term fiscal
discipline while allowing not only the automatic stabiliz-
ers but maybe even some deliberate counter-cyclical
short-term fiscal policy to operate is very difficult.

TIE: Using the Taylor Rule, Germany today should have
an appropriate short-term interest rate of lessthan 1 per-
cent, and Spain’s should be over seven percent. The ECB
has had a difficult job of trying to form a common mon-
etary policy. Soon the difficulties could increase with the
addition of the new countries: Estonia, Latvia, Lithuania,
Slovenia, Slovakia, Poland, the Czech Republic, Cyprus,
Hungary, and Malta. Isn’t this expansion a problem for
Europe and also for the world economy? Europe today
enjoys neither political cohesion nor the kind of fiscal in-
tegration that we have herein the United States. After all,
the Stability Pact seemsirrelevant if not abit of ajoke, to
be frank.

KOHN: The monetary union was conceived as a precursor
to political union and in that regard Europe’s undergoing
avery unusual experiment. Europe suffered through two
very destructive world warsin the last century, and wants
to move in the direction of preventing that happening
again. But by doing so in this way, they have made their
economic lives more difficult.

The combination of the Stability and Growth Pact
and the lack of areal federal presence limits Europe’s
ability to redistribute income from areas that are doing
well to areas that are doing poorly. Obvioudly there are
dispersions of performance in the United States, but we
have ways of dealing with them. Europe needs to find a
way to loosen near-term constraints on fiscal policies
while maintaining medium-term discipline. The acces-

KOHN
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sion countries won't make the job any easier, because as
their productivities rise, the natural tendency is for their
real exchange rates to appreciate. If the accession coun-
tries are tied into even the exchange rate mechanism,
much less the monetary union, that will be felt in higher
inflation rates in those countries as they catch up to the
rest of Europe. It's a very good thing for the world and
for Europe to have these countries catch up, but it'sgoing
to create more strains in the monetary union.

TIE: |sthere concern about the deflationary impact from
China? Chinais essentially to the global labor market
what Saudi Arabiais to the global oil market: China has
zero marginal cost of labor. It accounts for 5 percent of
world trade now but it has the potential to set the pacein
the future.

KOHN: Bringing the Chineseinto the global economy isa
net plusfor everybody, evenif it creates discomfort in the
short run in someindustries that now find themselveswith
atougher competitor than they had before. Certainly, it's
anet plus for the people of China. Literally billions of
people now have the chance for higher standards of living.
Indiais looking at China and thinking, “Maybe some
more market-oriented policieswould be beneficial for our
country, too,” and it would bea major gain if they lift the
hand of government from their economy as well.

The Chinese have atough row to hoe. They’ retrying
to do something extraordinary, which isto keep political
control while they let go of economic control. Whether
this will actually work—whether this is stable in the
end—remains to be seen. The emergence of Chinaas an
economic force does create issues for manufacturing firms
and their workers whose processes are in effect being
transported to China. But it's an opportunity aswell. It's
an opportunity for workersin the processesthat migrate to
Chinato move up the knowledge chain, and get more pro-
ductive jobs. There's alot the U.S. economy does com-
paratively better than almost any other economy in the
world, and if we can train our workersin theseindustries,
everybody’s going to be better off in the end.

When to free the RMB isatricky issue for China. A
lot of capital istrapped in Chinathat might want to get out
inthe near term if capital flowswere deregulated, and Chi-
naisin the process of major changesin the structure of its
financia markets and of industry as part of itsentry into the
World Trade Organization. The WTO has had a positive &f-
fect on the Chinese economy and to alesser extent on Chi-
nese financial markets. Yes, Chinais accumulating re-
serves, and that tellsyou that the currency probably would
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appreciate if it were free to move, but there are a lot of
crosscurrentsin play. They’ll haveto freeit at some point,
but the question is what the best way to do it might be.
Right now Chinaisn't amajor deflationary force in the
world. Therest of theworld ought to have thetoolsin their
tool kit to counteract that deflationary force.

TIE: You get aknock on the door, and it's President Bush
and Chairman Greenspan. They have ajob you can’t turn
down: Fly to Irag and create a central banking structure,
and by the way, in a few minutes or less, tell us what
you're going to do. What would you tell them?

KOHN: | would concentrate on creating a stable and trust-
ed currency and building up the banking system. The Iragi
currency problem is obviously foremost. Thisis a soci-
ety that operates on currency, and you' ve got to figure out
which currency to use, make sure there’'s enough of it,
and facilitate market transactions by building confidence
in the medium of exchange. You need a stable medium
of exchange to encourage market transactions. Iraq now
has several different kinds of currencies in use floating
against each other, which must complicate transactions
and, if it persists, hold back business development. Irag
also needs to figure out how to protect the savings of the
middle class and people who want to join the middle class.
It needs a viable banking system to make loans to help
entrepreneurs and take deposits so people can aspire to
increase their wealth. That requires banking supervision
and regulation and a stable currency.

TIE: Thank you very much. *



