Cherie Lim:
Good afternoon, welcome to Three On the Bund.  Welcome the officials from Shanghai government, distinguished guests of Three on the Bund and GITI Group.  I’m just back from Beijing.  I attended Jet Li’s One Foundation annual philanthropy forum.  This is his bag which is made by the ladies in the aftermath of Sichuan Earthquake who did the weaving. (Lifting up bag with exquisite flower weaving to show audience).  Jet tries to use his One Foundation to be a platform to promote philanthropy.  At Three on the Bund, we also have our Patrons of Three values: philanthropy, sensitivity and unity in diversity.  We also use our platform to try to promote these values.  Today, we are honored to have two gentlemen here, each of whom represents these values.  They dedicate their lives to education, economics and to peace and better our world.  They are also legends in their own ways.  I’d first like to introduce President Lawrence Lau and he will later introduce Nobel Prize Winner in Economics Dr Kenneth Arrow.  Professor Lawrence J. Lau has been serving as President and Vice Chancellor of The Chinese University of Hong Kong.  He is some one that we turn to when we are talking about the economic situation or political theme.  He doesn’t always agree with the general consensus views.  He is the respected advisor by Chinese government and serves in many boards as CNOOC as well as many academic institutions both in China and abroad.  He also has been the professor at Stanford for many years.  Tiger Woods used to serve him when he was still in the Stanford faculty club.  Now I’d like to turn the panel to Dr. Lau.  Thank you.
Lawrence Lau:
Thank you, Cherie.  It’s my great honor to be here and I feel privileged to know Professor Arrow for more than 40 years.  In 1960, I was a graduate in Stanford but I didn’t know him.  In 1966, I was back to Stanford as an acting assistant professor and this was the first for me to have the privilege to meet Prof. Arrow.  He has been my friend and mentor for the last 40 years.  Prof. Arrow and I visited Shanghai in 1979, all for our first time.  I asked where you want to visit and he said Shanghai.  I found that this time is the first time he is back in Shanghai since 1979.  So let’s give him very warm welcome.  Prof. Arrow was born in New York City in 1921.  He earned a Bachelor's degree from the City College of New York in 1940. At Columbia University, he received a Master's degree in 1941.   In 1951 he earned his Ph.D. from Columbia.  He held the rank of Assistant Professor in Economics at the University of Chicago.  In 1966, he became Professor of Economics in 1976.  From 1997 to 1999, he served as the Director of the Stanford Institute for Economic Policy Research.  He became Kwoh-Ting Li Professor in Economic Development, Emeritus, at Stanford University in 2006.  Though he retired from Stanford, you cannot tell the difference coz he comes to the office by his bicycle everyday.  He is as an American economist and joint winner of the Nobel Memorial Prize in Economics with John Hicks in 1972.  He is a very distinguished economist achieved a lot awards including the 2004 National Medal of Science, the nation's highest scientific honor.  He is also a founding member of the Pontifical Academy of Social Sciences.   He is a trustee of the Economists for Peace and Security.  Four of his students were also awarded the Nobel Memorial Prize in Economics.  His students are teaching some distinguished universities such as Berkeley, Harvard, Stanford and Princeton and so on.  Now, please allow me to give the panel to Prof. Arrow.

Kenneth Arrow:
Thank you.  Today’s topic is “man-made crisis”.  Back to the agricultural times as the major part of an economy, we did have fluctuation due to storms and lack of rain.  However, the situation is quite different nowadays.  The economic system is of man-made sense.  But man-made doesn’t mean by individual man but by society though some individual can interfere with the economy in terms of social conventions and agreements.  And this is why culture makes a difference in different economic system.  Men have different ways of organizing economic activities.  Nowadays the economy is run by several systems like Capitalism, market and so on.  We have several social interventions, such as legal regulation or state decision.  Many people say the market is norm of economy and said that there are a lot of exceptions to it.  Market is a concept where sellers and buyers who constitute a very small space.  It means that somebody is going to sell something, someone is sure to buy it.  The final price should be based on what the price of my competitors and how intense the competition between the competitors.  Condition changes from day to day, time to time when somebody invests something.  No matter what people invest, in machineries or in skills, there are gainers and losers.  At the other hand, the users usually gain what they want when the price is cheaper and the things are better.  So, the market system encourages the better goods, more desired goods production and encourages people to do things in better ways and so forth.  This is also adaptive in the international arena.  For example, when the new producing countries enter, the old country producing a certain things will lose their special position.  Man-made means human beings are responsible for those buying and selling decisions, and people are doing these innovations and starting the new business, like becoming new countries and competing with old ones.  However, globalization produces problems.  There is a book called Globalization and Discontents by Professor Joseph Stiglitz.  As to the intervention, one classic response would be protection.  When another country is entering, the way to avoid the upsets and the crisis is to keep their goods out.  It means consumer cannot get the cheapest good that they can.  And people lose a lot of shifts of jobs and lose the opportunity of have many other skills that are required to do one job.  This is the part of the discontent of the world and it shows up in politics.  The period between World War One and World War Two was about the economic nationalism.  Companies were protecting themselves all over the place.  But the ratio of world trade is no higher than 1910 when there was no globalization.  In 1930, the change was enormous.  We had better condition and structures, trade organizations, institutions, regional discussions.  The growing economy means the economy is changing, new people coming in.  In addition to this, it doesn’t lead to a disaster, but to a shift.  What I’m doing here today is that I’m thinking ahead with rational, to the future what people see is beyond their lives and their children’s lives and heritance and so on.  If I’m working now, I would be worried about something that I have when I’m no longer working to provide for my retirement.  Now the government has intervened in most countries to provide retirement but nevertheless it doesn’t provide enough of that.  This means, when I’m going to save money, I have to think about what to spend on and what would be available to me and what price and so on.  I have to relocate my incomes between potatoes and other food, living, clothing and so on.  So saving also means the allocating the food and other things.  I have to do some trading off in today’s market.  Similarly, if I’m an investor today, which means giving up the resources today for more good to sell in the future, that depends on the prospective.  Will the price tomorrow the same as it is today?   Maybe my competitor might come long and maybe our competitor will go out of the business.  All these are possible.  When in the market, as an ideal man, I really want to know what the price will be in the future when there is the machinery I buy today producing goods.  I cannot sell the goods in the future.  You do have future markets but very limited, usually for goods such as wheat and corns.  So you cannot do it with your own business.  So, we have to consider what is going to dominate in the market in the future.  So the market system is never complete.  I’m not sure about things and I like to hedge against my own uncertainties.  Like I’m buying insurance, I like to insure against competition, people’s change in tastes and so on.  Two things are made in the last twenty or thirty years which work in conflict.  One argument is that we want to have enough securities as commitment for the future, especially searching protections against uncertainties as we want.  We want more and more.  On the other hand, in the future, you may know more than I do and vice versa, you may know what I may not know so we cannot make contract because you are not able to tell what is going to happen or not.  In insurance perspective, there are two extremes.  If I get insurance then I can get more careless, such as I’m sure my house is going to burn out.  I even want to bet on it.  Just like a doctor, if he knows the procedure is very impossible and may not work but the company is going to pay for it, he would say why not I do it because the cost is insured.  And the markets are not working for these reasons. 

I’m going to theorize as what we are going to do in the present situation.  There is a big pressure to increase our well sparing.  There are lots of mathematicians are working on what is the reasonable prices from full options.  They have a stock and have option on the stock.  So there is an idea of having the option’s pricing as a market.  There are certain mortgages.  The situation in America is to buy a house and borrow the money for the house.  And you pay it back in a fair period of time in 20 or 25 years.  You pay the interest on a certain principals.  I bought myself many houses in my life and typically you put down 15% the price of the house and buy an 85% price.  The house is a security.  You are not just borrowing the money.  You are borrowing the money with the understanding that if you don’t pay, the house will go to the bank and they can sell it.  This is a complicated transaction because the cost going through this procedure is very large.  So the bank is bound to lose the money.  That happens and you will lose your house of course.  You see the idea of markets is going to disappear here.  But the mortgage transaction is very individual transactions.  There are not a number of buyers or sellers.  Maybe there are just some possible venders but maybe only one possible borrower.  It means that it is an informational problem.  And the bank is not content and saying that the house is worth it.  They want to know your income and they don’t want to get the house.  If the cost of house is very large and your income cannot match that, they will be afraid that maybe you will not pay, even for the full procedure of these closures.  Somebody has a bright idea.  Why not I take insurance by taking thousands of houses, bond the mortgages together and sell them to the securities and it pays off the proceeds of the payments.  And this is a safe proceed.  This sounds good and it is good.  This has some advantages and this fills up the gap in the market.  So this is a good idea.  It means that people who cannot get the mortgages will get them.  The individual bank faces a problem of fund and competition or shift of tastes of people.  So the banks are very cautious.  It is about diversifying the risks.  When we have hurricanes in America, Katrina is not the strongest one and there are some other more powerful hurricanes.  It is pretty dangerous to have hurricanes in east coastal area, and it costs more than 40 billion of US dollars.  That eight billion insurance is a big hit for those insurance companies which locate in other parts of the world.  So the hurricane in America influences other parts of the world.  In a year, this might be a profitable business but in anther year you are going to be hit by Katrina or other hurricanes.  The risk in spreading worldwide and it means the individual is holding a small part of the risk.  The individual would buy a lot of securities.  So there is a kin when the risk is spreading.  The local banks know the customers, the laws and properties.  Once there is a scholar who is famous for his research in depression.  And one of his arguments is that the bank made the destruction of mortgage and the individual banks have a great deal with their local conditions and information is destroyed when these banks fail.  And this is part of the story of today’s situation.  Now, we can see the local banks have a good knowledge and now when they failed, so these knowledge lost.  So in fact, the asymmetry becomes greater.  The general economy law tells you that when you gain something, you probably lose something sometime in somewhere else.  In spreading of the risks, we have asymmetry of information.  I thought the individuals who buy mortgage back securities and big institution would know this.  Well, the more you have the stake, the more information you’d require.  If I want to have the knowledge of risks of anything, the cost doesn’t depend on how much I’m going to invest, but the value is much greater to me.  I think those people don’t know these risks.  Knowledgeable companies like Lehman Brothers can go broke, they should have known.  If they don’t know then who does?  We have information asymmetry in this story that really overweighs the value of the spreading of risks.  We can go on many aspects to the matter and I’m going to talk about asset market.  When I’m holding an asset, such as housing or security, it can be resold.  What the value to me is the value when I sell it.  The only value stock has is the time when it is resold.  Such as the paintings of Picasso, I’m not just seeing a picture on the wall; I couldn’t help wondering how many millions it shall have when being sold.  But when it comes to stock, I couldn’t find any artistic value and all I think is its value as how much I pay and how much I shall gain if I sell it.  We don’t know how much we should pay and we don’t know the market for this.  So it becomes a question of expectations.  There are many ways for me to do expectations.  If the index in stock market is going up, it is the time for me to switch 2% of my money from treasure bond to stocks.  More people think that, more the price of the stocks will be.  That drives the stocks up.  So later we have the bubbles.  How to form the expectations for the future?  There are many factors but one factor should be based on the current situation.  When there are not so many people in the market, the price can go down rapidly.  This may cast some feeling for the future market.  When we are facing this man-made crisis, what kind of things can be done?  The answer is yes.  It is not doubt that the financial market doesn’t work well and the financial crisis is hitting the modern capitalism.  We had depression in the early times.  Some of the markets can set off financial crisis while some cannot.  If you monitor the history of America, you can see the central part was about depression.  I’m sure how the financial crisis impacts the real industry.  The depression will be worse by the financial crisis by the contributions of bad financial system and government reserve system.  We have a lot of cooperation.  And one of the results is that we have more regulation and more transparency.  We can see what the security and banks there and its assets and liabilities and these are publicly known and people are informed what is going on.  You also have regulations on margin requirement and stocks will be changed and banks should not lend too much money.  In fact, it will stop the risk for banks if the bank is at risk.  The investment banks would not have broken this way.  But we have new institutions and securities emerging which had not been subjected to the regulations.  We need to do this to increase the scope of the regulations and those institutions and investment banks should not be having so much mortgages and so forth or they will damp down the market.  We had best, at least, known what is going on.  We were not aware that happened to our stocks and securities.  We even didn’t require to be reported.  I don’t doubt that the Wall Street is very smart and people will find a way around those things.  But it takes time and you cannot do these things instantly.  We need time to address the questions such as when to push these regulations further.  There are some races between regulators and they need time to debate when we consider the situation.  I think the Bush administration should take some of the responsibilities as to these regulations steps or it will turn out to be extremely unfortunate.  Men governmentally speaking can navigate, though he cannot prevent, what the world is going to be like.  And you can take precautions and it works most of the times against financial crisis.  Thank you.
Guest 1:
Thank you for sharing your knowledge.  I’m working in the financial industry so I have a lot of concerns and worries.  How do you foresee this crisis impact on financial industry, especially on those financial products and innovations?  What are we going to see in the future since we have seen a lot of problems caused by it?

Kenneth Arrow:
Sure we shall have very negative impacts.  If I’m a potential investor, I see what happens and this is the market working.  Why should I go for any new security?  According to my knowledge, I assume there should be a period of time, but not forever and permanent about this.  But, for few years, I guess the financial products and innovations will be looked down upon.  We’re very much discouraged.  

Guest 2:
What the relative share between the inadequate regulation and regulation lacking innovation.  Which is the bigger factor?
Kenneth Arrow:
Let me be careful.  I conducted a lot of quantity analysis about this aspect.  I think in fact it is true.  One of the studies done by one of my colleagues is about excessive money that went to the real estate market because the interest rate was not raised rapidly enough.  I think it would not matter whether we have had an appropriate regulation.   

Guest 3:
Thank you.  First question is to what extent the economic book is going to be rewritten because of this?  Because more people think that American society is going towards socialistic styles and maybe it is the end for capitalist style.  Do you see changes of transformation are being made?  How long do you think the financial crisis shall last?  Some people say it will be 18 months to the middle of 2009.  The others say it is about five years.  What is your take on this?
Kenneth Arrow:
I think the transformation aspects are getting this a lot worse and can hardly be measured.  People can choose words like socialism which is a cursed word for American little campaign but not for this issue we are talking about today.  It is interesting.  But most of us will not identify as socialist style.  Money is different commodity for one and another.  And you have to have a governmental policy but sometimes legitimate policy will mess thing up anyway.  We have to consider that money is different commodities. What I see the transformation is the transformation of ownership.  My instinct is optimistic because a big component is based on fear and adverse expectations but people are thinking about borrowing and lending money.  And then the market will be liquid again.  I guess it would be very quick for market to get over this, within 12 months.  But the economy will be in depression and cannot get over so quickly.  It needs several years because financial system affects the real system.  Someone is writing a piece denying by the way.  But there are really consequences to financial failures.  I’m not saying that the stock market is not going to recover.  But it could be years.  In the stock market, many people are very poor and they are going to save more money in order to achieve the balance sheet.  The rational action is going to be built up.  The consumption is going down now but in the long run there will be a lot investment.  But the adjustment is not taken instantly and we’ll have couple of years to get that recovery.  
Guest 3:
My question is about debt, especially American debt.  Some websites talk about US economy default.  Is that possible? 
Kenneth Arrow:
It is true that before any financial crisis, the presidential administration doubled the size of the public debt.  But the debt ratio is still rather low.  The ratio of public debt and income is comparatively low in US.  So I don’t see that the 700-billion debt is a large number.  The ratio of public debt and national income is about 65%.  Default is not conceivable.  

Lawrence Lau:
Just provide you with the number.  The Japanese public debt to GDP now is over 150%.  So the situation is America is till ok.  Don’t worry.

Guest 4:
Prof. Arrow, I want to ask you a very practical question.  Do you think the Wall Street has reached its bottom now?  Do you think the Wall Street stock is at bottom?  Do you think US is ready in recession?  And recession takes a number of years.  How long will it last this time?  And when is the best time to buy property in US?
Kenneth Arrow:
I’m a theorist, not a practical man.  If I say something, don’t believe it! (Laughters)  I don’t think I can give you the reliable answer to your question.  I have no idea about whether it is at bottom or not.  I do believe that like I said before we are in the real recession.  The GNP is actually lower.  I don’t know whether GNP will be rising slightly.  It will be sluggish economy.  And my guess is about several years.  It is my guess.  As to when is the best time to purchase house in US, I’m not going to answer that question.  If I knew I would tell you.  
Guest 5:
You’ve just mentioned something about regulation on financial institutions.  The regulation many years ago pushed it to de-regulation.  Many years ago, we encouraged government and enterprises to inject money in state-owned business and then it becomes a great problem and question of deregulation.  Now I’m curious that what is your theorizing the consequences.  Is the bail out in the long term will give the government the bargaining position in enforcing greater regulations in financial industry and in banks?
Kenneth Arrow:
It is a difficult question.  The truth is I don’t the answer much.  I think people are not aware of the responsibility they should have when something happened.  The situation is hard to be improved.  The market is really complicated and it is not a mechanical issue.  

Guest 6:
Some people say that things will get much worse before they get better which impacts and leads to the default of consumer credits.  I appreciate you view on that.  Would you be favor with some bailout package going to home owners?
Kenneth Arrow:
I don’t think we can be sure of anything.  I have given my guess before.  The bailout will look to be pitiful.  It is not conceivable.  You know when something happens and this is something that you don’t think will happen.  There is a book called Black Swan by a hedge fund manager.  Sometimes, something you don’t believe is possible and happens.  What we have now was not expected by anybody.  And 700 billion will look like nothing.  My own view is about expectations.  I’m hoping these steps, not just the 700 billion US dollars are sure to improve the situation but also the willingness to put 700 billion US dollars and more.  

I thought of your second question.  It may help the people really hurt.  But I don’t know the capacity of the government to engage in these enormous individual transactions.  By the way, some people are paying for these mortgages and not defaulting.  When you are dealing with these individual transactions, some difficult is unavoidable.  
Guest 7:
My question is about the regulatory environment.  What the US will do as to prevent this kind of crash in terms of regulatory environment?  In China, in the last five years, we have brand new laws.  In a highly developed country, like US, what do you think is the most important regulations?

Kenneth Arrow:
I really don’t know very much about Chinese financial system and I don’t want to say anything that could be wrong.  Most important thing is about financial systems.  I believe the financial institutions don’t have sufficient financial systems which is a very helpful thing to development.  An inadequate financial structure is a very complicated financial term which carries a lot of things.  I don’t want to be in a certain financial crisis. I think you need to keep your leverage low as possible as feasible for development.  I don’t know enough about the situation in China to make an intelligent comment.  

Lawrence Lau:
I basically agree with Prof. Arrow.   The lesson we could learn from this crisis is that we should not have over-leverage.  According to some broken banks nowadays, their leverage was 1 to 30.  With that leverage, you can fail easily.  Moreover, you could pull other people down and those people are not doing anything wrong.  For the Chinese economy is very similar, you have to have the right degree of leverage and when it fails, you will not have a crisis spilt over other part of the system.  That is the lesson that can be applied everywhere.  So we have to limit the degree of leverage.  I think we all agree with that.  
Guest 8:
I want to put a little further of the MBS market.  How you are going to regulate in the future?  You seem to hold you faith in those regulations to solve these problems.  To some extent, do we give up or try to regulate to stop moral hazard?  Do you retain enough faith in government to regulate?
Kenneth Arrow:
I don’t think it is that hard to create the principle guidelines.  Most of the regulations will result in lots of hearings, solicit concerned parties and so on.  In US, we have that kind of procedures.  For example, as to the water resources, such as dams, are decided by Congress.  The western part of US is relatively dry and we have the concerns about water irrigation and flood control.  This is about the federal responsibility in many ways.  And this is by the vote of the Congress.  Then it came the regulations.  About 1950, every water project has to go to the subject of the cost benefit  of the House.   If the formally regulated thing can be deregulated, we have to make it publicly.  That is what I’m hoping for. 
Guest 9:
You just mentioned the asymmetry of the distribution of information.  We find that sometimes the regulators cannot regulate the industry.  What kind of grass-roots, education, disclosures we can use to make the investors are clear about these stuffs?  How to change the distribution of information from the very top level to the grassroots level? 
Kenneth Arrow:
There are some steps that we can use to guide the direction.  Now we have something that cannot be solved until you are carefully controlling with your wealth enough.  You cannot go to the hedge fund.  The theory behind it is that you cannot explain the risk thing if you stay out and cannot afford it.  Maybe you should have better reporting on hedge funds.  Any investment banks should review its obligations.  What they are and what they mean.  And the transparency is a very important matter.  My colleague mentioned to me that some companies Enron somehow managed to accumulate the numbers of obligations without mentioning their balance sheet.  That is quite insupportable.  The auditing or accounting firm should be responsible and their responsibility has not been strengthened enough.  You can ask for transparency to alleviate the problem of information asymmetry.  Some of them can be done without too much cost.  In the early times, the information had to be reported in the annual reports to been reviewed at public transaction cooperation.  It is very considerable.  However, this is much less being done in financial institution than the enterprises listed in the stock exchange. 
Lawrence Lau:
Let’s give Prof. Arrow a big hand.  Thank you very much.  

Cherie Lim:
I think we have learnt a lot insightful lessons from Prof. Arrow today.  He is also the leader author of IPCC.  We have yet to review the bigger man-made crisis which influences the whole world. We hope to welcome Prof Arrow back to talk about that topic. We have some gifts for you on behalf of Three On the Bund.  I know many of you are CEOs and senior management and busy. Thank you for all your time for being here for this forum.  
