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Questions and Answers

Following the formal presentation, Axel Weber took questions from the
audience.

GUILLERMO ORTIZ: Well, thank you very much, Axel. You have given
us as usual a very thorough, a very insightful, and a very rich presentation
on very important aspects of the reforms of the international monetary
system as well as the IMF. And you made it a point at the beginning of
your lecture when you said you were not going to speak about the sover-
eign debt crisis in Europe, you predicted or touched on some aspects of
this, including the fact that—and your view was correct to involve the
IMF at the beginning—the IMF also has to play a very important role in
sort of correcting global imbalances, of which, of course, the European
Union is an important part. Although in aggregate, as you mentioned, the
current account for the region is balanced.

Now as you know, the main subject perhaps in these meetings and
one of the main preoccupations is precisely the sovereign debt crisis in
Europe. And there have been important steps that have been taken. There
have been the July 21 accords and so on and so forth, which will take a
few months to go through. So one of the important questions is whether
something else is missing, whether we perhaps need a lender of last re-
sort in terms of the solvent countries in Europe and the only institution
that can provide that perhaps is the European Central Bank (ECB), as a
bridge to when the European Financial Stability Facility (EFSF) is fully
implemented.

So, Axel, I don't know if you would like to expand at least partially on
some of these problems that we are seeing before opening to the floor.

AXEL WEBER: It's one of the trademarks of your job that once you've
been a central banker, you can never walk away from it. So let me maybe
say a few things on the European situation.

I think I'd like to start with the point I tried to make in the end. The
measures to be taken are not disputed. What is needed is firm implemen-
tation of these measures. So I think for the European situation, it's pretty
clear what is needed. And let me go back to what I tried to say before
about how to deal with global problems. The first action must always be
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at the underlying root causes of the problem. Then you can talk about
financial mechanisms at the international or at the European level to deal
with the fallout if some of these problems emerge.

So what does that suggest for Europe? It suggests first and foremost that
those countries where there is excessive debt and where fiscal balances are
out of whack need a very fast-track program to rebalance their economies.
So fiscal consolidation in those countries where the debt sustainability
discussion is prevalent is a key input into any solution in Europe. Its
just a conditio sine qua non for moving ahead, so European countries
that have a debt problem need to work at reducing their debt. And when
you're a minister of finance, you usually have two ways to do that. One is
the expenditure side of your budget; the other is the revenue side of the
budget. I have zero understanding for European debates, whether it is a
sacrosanct discussion about parts of the expenditure or parts of the rev-
enue. Everything needs to be on the table. And when everything has been
on the table and analyzed and action has been taken, there is a residual
if expenditure and revenues don't match. Well, in that case, you can talk
about some short-term aid programs and support programs as they are in
place. But let me repeat again: that is dealing with the symptoms. It is not
getting at the core of the problems. We need to deal with the root cause
of the problems in Europe, and that is excessive debt and the buildup of
excessive debt in some of these member countries.

I'm not one of those that believe that if you only reduce the funding
cost of dealing with legacy debt, you will solve the debt problem. My pre-
diction is a different one. If, for those countries that have excessive debt
built up over years and years, you reduce the funding costs for that, they
will add more debt. They will not achieve the fiscal turnaround. They will
continue in a similar vein as they have before. So, therefore, you really
have to attach conditionality to some of these international programs.

And I'm quite worried about the current debate about throwing any
conditionality out of the window, about just focusing on the cost of fund-
ing and continuing from there. The whole debate, for example, about a
euro bond is just totally misled. It takes away the attention from what is
really the action that needs to be taken, because as long as you have ir-
relevant alternatives on the table, you spend a lot of time kidding yourself
that some of these instruments are a solution to your problem. The euro
bond is an instrument where everybody takes their own decisions about
expenditure and revenues, and they let the European level, the com-
munity, pick up the bill for the residual of that decision. No taxpayer in
Europe would be advisable to go there.
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So before we can talk about something like that, there needs to be a
joint process for decision making on expenditure. There needs to be a
joint process for decision making on revenues. There needs to be then
a discussion on what defines "unavoidable" or "surprise shortfalls of rev-
enues" or "excessive expenditure." And then you can talk after all these
decisions about a joint funding of that, which moves the entire euro bond
into such a European instrument that, if you have a European economy
that is more like a United States or Europe with joint fiscal policymaking,
could be an option. Unless you get there, it just prolongs the pain in those
countries that basically by such an instrument achieve lower funding costs
for their legacy debt and take that as a signal to carry on as in the past. It
would be futile for the future of Europe, and it's just the wrong debate.
And as always in politics, as long as you can afford to have the wrong
debates about irrelevant alternatives, they delay policy action. And we
should simply take those wrong discussions off the table and focus on the
core of what needs to be done.

GUILLERMO ORTIZ: Thank you very much, Axel. So let me open this
to the floor, please, first question there.

QUESTIONER: Mr. Weber, I'd like to ask a question with a background
that my first meeting, my first Jacobsson lecture, was in the year 1968 and
most of the IMF I attended. And I only have a very short question. Isnt the
less polite message that you present and with your personal decision, isnt that
after the first—after the banking crisis broke out in 2007 and we have now
the big European crisis or mess since last year—that as journalists we can sum-
marize that in the first crisis with the U.S. leading and in the second disaster
that is happening in Europe governments being totally pressed have in part
been destroying, politicizing, instrumentizing, muscling the central banks of
this world?

AXEL WEBER: I'm not a journalist, and I wouldn't want to describe how
you do your job, so you can summarize my lecture in any which way you
want. But I wouldn't associate myself with your summary.

QUESTIONER: I've got a question which goes to the heart of what you were
saying about the funding of the IMF, because there are some people who say
that the IMF has overextended itself in the direction of Europe, that there was
a large amount of lending going on there as you know. And there are alterna-
tive mechanisms being talked about. The rather innocuous-sounding AMRO,
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the ASEAN Plus Three monetary research office set up in Singapore recently,
which could, if developed, turn itself into a kind of Asian monetary fund.
There could be a diversion of funds from central banks and monetary authori-
ties in Asia to such mechanisms under the Chiang Mai Initiative. One hears
very interesting debates about how the Chiang Mai Initiative might itself be
leveraged, could raise money on markets, and so on. This could set itself up as
a kind of alternative mechanism to the International Monetary Fund with the
Asian countries, which have the lions share of the reserves these days, actually
putting money into different channels, into areas which they think might be
more propitious for the development of the world economy. And it could actu-
ally, I think, be quite an interesting salutatory in competition to the way the
still largely Western-dominated IMF runs its affairs.

So let me get it from a raw, academic, historical point of view. Do you
think you could give some thoughts to that series of reflections?

AXEL WEBER: Well, you just mentioned the right word, sort of almost
at the end of what you said—it's competition. Clearly the IMF has a his-
tory of competing with local institutions, with regional institutions, that
have similar remits. And to be honest, the IMF always managed to emerge
from these debates as the prime institution that has the key expertise
internationally. So, whilst it is an endeavor that countries should embark
on, if they have a regional development bank and if they put research and
expertise into these institutions, it is a long haul and uphill battle to come
to the same standard of research and analytical capacity as the IMF has.
So, I mean, take the IMF as a role model. Try and build regional funds
with the same remit or similar remit and with the same capacity of in-
ternational expertise—great thing to happen. And I don't think the IMF
would fear the competition coming from there.

Let me also say the IMF—and that's a second dimension—is the only
real global institution that we have. Regional institutions may supplement
IMF action, but when we come to the next crisis, given where we are
now—the world is now so globalized in financial markets, is so globalized
in trade. It is so globalized in the provision of knowledge and technology.
You just need to be in a university like Chicago where I am now. You
rarely have 10 percent of your students coming from the United States
itself. So we are in a global, knowledge-based society with global financial
markets and global trade. Regional institutions cannot cope with the next
crisis that will come because if one thing is clear, it is that the next crisis
will not be less global than the past crisis has been. I don't really see that
we will go back in international integration to any level that would allow a
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regional crisis of reasonable size to be contained simply by regional action
alone. And there I think we shouldn't kid ourselves. That's not going to
happen again. So the IMF's role is key.

I wasn't asking about any reduction from where we are now in terms of
the IMF. I was simply cautioning in two directions: one is that throwing
ever larger funds at the problem is not usually a good solution if you don't
deal with the root cause. And I think some of the discussions about fund-
ing extension may lead us astray at focusing at the real issues that underlie.

And the second issue that I think really is very important: the IMF has
a huge capacity for analyzing problems and being blunt to member states
about telling them how they view the situation. And to go back to the
European situation, without the IMF's involvement, do you really think
that leaders around the table—peers—would have come up with tough
measures on some of the programs that have been embarked on? I rely
very strongly on the IMF as an independent source of conditionality be-
cause on the IMF Board, you don't just have Europe, you have emerging
markets, and you have all of those countries in Asia and South America
that have been subject to conditionality in previous crises. And I think it
is a very good idea to not waver on the standards of conditionality that
were imposed on those crises on those countries and to continue impos-
ing the same standards even now that the crisis is more an industrialized
economies' crisis. And I think emerging markets sitting on the Board
of the IMF can ensure a high level of required conditionality. And that
is why I think it is important to have the IMF involved in the regional
problem in Europe.

GUILLERMO ORTIZ: I think we have time for one or two questions,
please.

QUESTIONER: You highlight the good academic resources of the IMF, and
you had some really nice words. Last week the IMF asked the European Cen-
tral Bank to continue or maybe enhance the securities market program. Would
you say that is also a result of good academic work, and do you accept that?

AXEL WEBER: I was talking about the average suggestion, not each
individual suggestion. But I don't think I have to embark in a very long
and extended way on what I view as sort of the borderline between fiscal
policy and monetary policy.

Let me just repeat my position, and I've held that throughout, and I'm
still of the same position. If we want to deal with the root causes of prob-
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lems, we need to make a clear analysis whether those problems are in the
central bank remit or in the fiscal remit. Dealing with liquidity crises is a
key central bank remit, be it international liquidity, then it's swap lines, be
it national liquidity, it's extensive lending, all the special facilities that the
European Central Bank and all of the central banks embarked on. And I
highly endorse these. I voted for them. And I was one of the drivers for
embarking on them early on in the crisis, so don't get me wrong.

There is another set of problems that doesn't emerge in liquidity space
because deep down it is a solvency issue. And when we talk about some
countries in the European periphery, there is a debate, a warranted debate,
about sustainability of fiscal positions. When I teach my graduate stu-
dents in Chicago, I give them a very simple formula for debt sustainabil-
ity. And that debt sustainability formula basically tells you three things:
your growth rate in the long run, your current interest rate funding cost,
and basically your level of legacy debt give you an answer on what your
primary surplus needs to be to fund that. If a country is bordering on
recession and recession becomes deeper and deeper, if interest rates are
very high so there is no growth model for the future, and funding costs are
huge, a large amount of legacy debt—and there we really talk about any-
thing that is three digits—becomes a problem, and that's when debt sus-
tainability is a issue. And to solve debt-sustainability problems should not
involve the central bank. There is a borderline between fiscal space and
monetary space, and unless we want to go back to a world that existed be-
fore central banks became independent of governments and we're freed of
the obligation to contribute to the funding of government debt, we don't
want to cross that line. So I hold a very firm, principle-based view on that.
I have never had problems with building a bridge to basically bridge a dire
situation. That's not the case. But in order to build a bridge, you need two
pillars. That bridge cannot lead into nowhere. You need the fiscal authori-
ties to build the other pillar of the bridge, and what I see in Europe is that
fiscal pillar of the bridge has, for one-and-a-half years, a sign hanging out
there: "Under Construction." And that just won't work.

GUILLERMO ORTIZ: Okay, let's have the last question here, please.

QUESTIONER: Thank you very much. Let's continue to talk about a euro
zone crisis which you want to avoid a little bit. Before the fundamental prob-
lems have been addressed, which as you prefer, we have to do something to
rescue. That's the reason why the finance ministers and also the central gover-
nors gathered together here mainly from BRIC [Brazil, Russia, India, China]
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countries to talk about what they can do to help to rescue. And they declared
that they will do something if needed and if necessary. Then the question is
what and how. At least four options came to mind. The first is that you can or
they can—BRIC countries can give money to the EFSE And number two, you
can inject more money into IMF through a new agreement of the instruments.
And third, you can inject capital directly into the banks in the euro zone
just as the IMF has stressed for awhile. And finally, maybe you can purchase
sovereign debt of the euro zone. It's very dangerous in my mind. So what do
you think about all these options? All of them are misleading, or maybe one of
them is a little bit of help. Thank you very much.

AXEL WEBER: Well, just to put that right, I didn't say that I wanted to
avoid speaking about the euro zone crisis. Whenever I'm summoned that's
the only thing I ever get asked. So I was under no illusion to be able to
walk away from questions on that. What I wanted to say more is that I'm
not a policymaker on the inside of the policy circle anymore, and I do
think actually that having made that transition from the policy world to
a more private role it warrants actually not to be seen sitting on the fence
and giving your former colleagues good advice from the outside all the
time. And having a cooling-off period, I try and stick with that advice.

So if you ask me about the question of what should be done—and you
mentioned four or five dimensions in which the European fund could be
improved—yes, I think we all understand that there needs to be further
action, because the action embarked on so far hasn't really convinced the
market that we are in a sustainable solution. And all of the elements you
mentioned could be either jointly or separately part of the solution.

But again, let me just maybe allude to what my understanding of the
role of central banks and maybe ex—central bankers is. We can advise gov-
ernments on the technicality of choosing those tools, but the European
rescue mechanism is a deeply fiscal mechanism. When we advise gov-
ernments, we basically can warn about incentive policies, moral-hazard
problems that emerge from wrong constructions, and the idea of leverage
that you mentioned as one of them was an idea that was around the table
all the time. The idea about leverage—and that is putting capital into this
fund—means that if governments agree, that the money that is in the
fund is not just junior only to the IMF and senior to the market. If it's no
longer with the market and junior only to the IMF, it becomes a capital
element, a first loss tranche, in reinsuring European capital markets. If
that's a decision governments take, then I think that is something that is
firmly in the set of their responsibilities. But you cannot expect central
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banks that have a different remit to go to the point where they suggest to
governments, on what is the risk profile of common funding in a rescue
program, that they should expose national taxpayers' money to in an
international rescue mechanism. Clearly, most bang for the buck you get
with, a first loss tranche. With a capital thing, you can leverage that fund.
And there is a real debate about the need to increase the funding ability,
and basically leverage is one of the instruments.

But if you talk about leverage, it should ring a bell. When we discuss
leverage in financial institutions, you can make the point that if leverage
was part of the problem, leveraging public finances can be part of the
solution. Fighting fire with fire—its well known, but its a risky thing
because what it means is that you expose taxpayers to a much higher
probability of losing their entire money on the table if you move them
into an adverse risk position relative to the market. And my understand-
ing is once this is theoretically possible and we have all the financial
expertise on how to construct such vehicles, the real debate is, will the
taxpayers, after having rescued the banking system with billions of euros,
accept being put at risk with their funding again to such a degree? So it's
a political decision. It firmly belongs in political space. I hold a clear view
on what should be done and what should not be done, but I don't really
think that governments can circumvent the hard decision to put that in
front of their taxpayers and their parliaments, and let parliaments decide
whether they want to take this position or not. Ultimately I believe that
if market circumstances become much worse than they are now, we will
see much more drastic action. We've seen that in the United States. It
needed drastic circumstances. It almost needed an institution in failure
to warrant drastic action. It's not a first-best solution. It clearly is second-
best, bordering onto third-best. But very often in political circumstances,
the choice is not between first-best solutions. The choice is very often
between second- and third-best. And I feel very much that the situation is
going to deteriorate further before it improves.

GUILLERMO ORTIZ: Well, let me again thank Axel for his excellent
presentation and his frankness in answering these difficult questions. So
please join me and I'll say goodbye to him.

AXEL WEBER: Thank you.
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GUILLERMO ORTIZ: Before we adjourn, Kate Langdon, who is the
Vice President and Secretary of the Foundation—who really runs every-
thing here—will tell you some logistical things.

KATE LANGDON: Axels lecture will be available on the Foundations
website shortly if you want to read it in much more detail. There is also
coffee at the back of the room. We'd like to thank you for coming out on
a Sunday morning to join us here. So thank you very much for coming.
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