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International conferences and seminars seeking to review or redo ‘Capitalism’ have become all too frequent in the last couple of years. One of the most publicised – with wide coverage & editorials in all media, including The Economist – was held in London, end May 2014, titled ‘Inclusive Capitalism’. Co-hosted by the City of London Corporation and E.L. Rothschild investment firm, it is said to have brought together some of the most powerful financial and business elite of the world to discuss the need for a more socially responsible form of Capitalism that benefits everyone, not just a wealthy minority.

The City of London is a city and ceremonial county within London. Often called just the "City" or the “Square Mile”, it is home to the United Kingdom's trading and financial services industries, which have historically made London a major global financial hub. The Chairman of the City of London policy and resources committee, Mark Boleat, in his opening statement noted: “It is hard to say if capitalism has ever been less popular than it is this decade.” Lady Lynn Forester de Rothschild, who co-hosted the conference, told the media about her concern: "I think that a lot of kids have neither money nor hope, and that's really bad.” Dominic Barton, managing director of McKinsey, the consultancy firm, who as co-chair of a task force towards the conference, met with over 400 business and government leaders worldwide, said: “there is growing concern that if the fundamental issues revealed in the crisis remain unaddressed and the system fails again, the social contract between the capitalist system and the citizenry may truly rupture, with unpredictable but severely damaging results.”

No doubt these views are occasioned by the downturn beginning 2007-8, now often being called ‘the Great Recession’ – not as bad as the Great Depression, but for the collective of developed countries perhaps the worst economic event since 1929-33. Thus in recent years many, even in the developed countries, are coming to question the system that is Capitalism. 

Indeed, last year the central theme for the annual meet of the US-based Academy of Management, the world’s foremost professional body for Management academia with members in over 100 countries, was “Capitalism in Question”. The annual meet took place about a year ago – August 9-13, Florida, US, and the proceedings are likely to appear in 2015, in a special issue of Academy of Management Review, the premier management journal.

Thomas K. McCraw would have been missed at the 2013 Academy of Management conference. He died in November 2012.  Within management academia, McCraw has been among the foremost thinkers on Capitalism. McCraw retired from the active Harvard Business School faculty in 2006. At the time of his death, he was Professor Emeritus at HBS.

Below is an abridged version of McCraw’s influential essay on the present Great Recession, published 2011. He called it “a full-fledged crisis of Capitalism”. To make sense of the crisis he said one needs to go to the “first principles” of Capitalism.

Please read McCraw’s essay carefully. The four (4) queries to address are at the end. They carry near equal weightage. The central emphasis is on reasoning, based on strategic thinking. Address them in any sequence you choose. If a part of the reasoning you have developed for one query is useful for another, no need to repeat; just indicate the link, with page and if possible paragraph numbers. Enjoy the exercise!

--------------------------------------------------------------------------------
THE CURRENT CRISIS AND THE ESSENCE OF CAPITALISM 

By Thomas K. McCraw (an abridged version)

The worldwide economic downturn is no short-term blip but a full-fledged crisis of capitalism. Amid the din of commentary and political posturing, it is appropriate to return to first principles for a better understanding of the crisis. What are these principles? The answer requires a foray into history. 

Despite its many faults, capitalism has been the most productive economic system ever devised, by a wide margin. Even Karl Marx and Friedrich Engels conceded in The Communist Manifesto that a mere hundred years of capitalism had "created more massive and more colossal productive forces than have all preceding generations together." Capitalism is not, however, the natural state of human affairs. If it were, it would have emerged thousands of years ago and quickly spread throughout the world. 

Why did it come so late? In part because its ethos -- the relentless pursuit of material gain -- violates some deep-seated human values. For thousands of years before the Industrial Revolution, which started in about 1760, most people believed they should remain in their place and conserve what they had. Striving for wealth struck them as unseemly and irreligious.  

As young as capitalism is in western Europe, the United States, Canada, and Japan, modern global capitalism is still in its baby shoes. Only toward the end of the twentieth century did about half of the world's people abandon socialism and embrace some form of capitalism. For the first time in history, most people now live under a capitalist economic system. 

Once some form of capitalism finally arrived in China, Russia, eastern Europe, and India, it proved to be an uncommonly difficult system to organize and maintain. The appropriate balance between unfettered business practice (the "free market") and societal control was not self-evident. It never has been in any country, and never will be. Too much government regulation can kill a company, an industry, and even a national economy -- but so can too little. Successful capitalism requires the persistent encouragement of private entrepreneurship, but also constant public monitoring to ensure that the system does not spin out of control. Entrepreneurs, obsessed with future profits, are forever pushing the envelope, moving into gray legal areas and forcing governments to play catch-up. Corporate scandals have been so frequent that they must be regarded as endemic to the capitalist system, especially in finance.   

Why finance? Because that's where the most money is, where credit is obtained, where paper assets can be easily manipulated, and where bubbles originate.

The current crisis mostly originated, as is well known, in the housing bubble. Banks and mortgage companies aggressively marketed new homes to buyers who had no chance of repaying their huge new debts. Then the banks -- including most of the world's leading investment banks -- bundled these mortgages ("securitized" them) and sold the bundles to investors throughout the world. Because Moody's, Standard & Poor's, and other rating agencies -- which were paid lavishly by the very firms being rated -- awarded AAA status to these new instruments, even conservative investors and institutions purchased them. Each of the new instruments multiplied the traditionally low leverage of bank loans, until ratios reached 30 or 40 to one. This meant that a failure of only three percent of the underlying mortgages could send the bundled securities into default. Meanwhile, the financial sector was inventing and marketing even more arcane derivatives, most notably collateralized debt obligations and credit default swaps. These instruments, most of which were wholly unregulated by any government, mushroomed into the trillions of dollars. When the obligations they represented could not be paid, venerable institutions such as Lehman Brothers, other Wall Street banks, and the insurance giant A.I.G. either went into bankruptcy or had to be rescued by government bailouts. 

The crisis spread to Europe and throughout the world, battering countries such as Iceland, Ireland, Greece, Portugal, and Spain especially hard.   

How had regulators allowed the debacle to occur? Here the answer is surprisingly simple. In the United States, which had possessed an extremely effective oversight system since the 1930s, a "deregulation" craze had taken hold during the 1970s. This was a deliberate policy decision, and it turned into one of the biggest mistakes in the history of finance.  

Regulators, almost across the board, abrogated their duties -- which had been clearly written into statutory law and had been faithfully enforced in most countries from the 1940s to the 1980s. Since then, financial regulatory agencies -- most notably in the United States -- have been systematically starved of funds and other resources. 

And the shock came, first in 2007 as the U.S. housing boom collapsed, then in 2008, when the international financial system, burdened with absurdly over-leveraged assets, approached the precipice of total collapse. Only massive infusions of public money saved the world from another Great Depression.  

In the wake of the crisis of 2008, one would have expected that a wave of regulatory reform would restore order to the financial sector of every affected country. But one would have been wrong. Ideological opposition and economic ignorance thwarted genuine reform. Consequently, the world economy remains relatively moribund, its financial sectors hostage to still another crisis.   

The essence of capitalism is faith in a more prosperous future. Lacking that faith, most companies are reluctant to hire and invest because their executives do not believe that sales are going to improve. Consumers are hesitant to buy because they feel a pressing need to conserve their reduced assets. Lessons of the past make no dent on the minds of regulation-averse ideologues of the "free market" -- people with the same habits of thought that brought on the present crisis.

A foundational truth about capitalism, however, is that no industry can regulate itself. The pressures for innovation and profit are simply too great -- and never more so than in the present era of global capitalism, when competition is more intense and relentless than ever before. These are the elements that drive the capitalist engine. That engine, pressed harder and harder by competition -- much as in organized auto racing -- cannot prevent itself from sputtering, overheating, burning itself out, or dying altogether. Preventing such outcomes is the task not of business but of government. 

In prior crises, it has taken years to recover from the bursting of major bubbles, and there seems little reason to expect an early rebound from this one. It may take not years but decades. Conceivably it could take even longer. During the Great Depression someone asked John Maynard Keynes whether any other depression had ever lasted so long. Yes, he replied. "It was called the Dark Ages."

The queries:

[1] McCraw, a lifelong champion of Capitalism, contends however that it is not a system that is natural to humans: “In part because its ethos – the relentless pursuit of material gain – violates some deep-seated human values”.

 a) One may or may not agree whether this ethos indeed violates some deep-seated human values; but if private enterprises are the principal vehicles for this ethos, then from a complexity/cybernetics point of view what might be rather extraordinary about this pursuit?

b) Given this relentless pursuit of profit-growth by the private enterprises, what corollaries follow for the Capitalist economy as a whole? 

c) What are the practical implications of these corollaries for any typical cycle of a Capitalist economy?

[2] McCraw writes that the “capitalist engine ... cannot prevent itself from sputtering, overheating, burning itself out, or dying altogether. Preventing such outcomes is the task not of business but of government.”

a) In which phase of a Capitalist economy is the risk of “overheating” the highest? What would be the principal characteristics of this phase, especially as experienced by the leading firms of the economy?

b) What are the major forms that such “overheating” may take? How might these in turn lead to the engine “burning out”? 

c) Which might be the decades, that is, when in reality, have such risks to the engine been most sharply observed? By which period can one safely conclude that such a risk of “overheating” and “burning out” had been decisively addressed for a stand-alone Capitalist engine? 

d) What are the principal policy measures that have helped address the risk of “overheating” / “burning out”.

[3] McCraw attributes the present crisis of Capitalism to “deliberate policy decisions” of the US in the 1970-80 period, guided by “economic ignorance”, and “regulation-averse ideologues of the free market”, particularly in the financial sector.

a) Capitalism is often paraphrased as ‘market economy’; the ‘invisible hand’ of markets is expected to keep the “capitalist engine” running, and not “burning out”. Why might policy decisions towards a fuller play of markets “burn out” the engine?

b) What would be some of the other policy changes since 1970-80 of the US govt., besides deregulating the financial sector, which might have played an even greater role in causing the high propensity for bubbles in the US economy since then?

c) Could there be any deeper reason(s) for these “deliberate policy decisions” in the period 1970-80, reasons more central to the very survival of Capitalism?

d) McCraw notes that since 1970-80 varied new kinds of financial markets have proliferated, but he does not mention the currency/forex market. Why does this market deserve special attention for a rigorous grasp of present Capitalism?

[4] McCraw observes that: “Only toward the end of the twentieth century ... for the first time in history, most people now live under a capitalist economic system... [now that] some form of capitalism finally arrived in China, Russia, eastern Europe, and India”.

a) Why has China, with an average growth rate much higher than the rest of the world for more than 30 years – ever since its shift to Capitalism around 1980 – still not become a developed country?

b) Could Capitalism, in principle, provide a high quality of life for all humanity, across generations, with no risk of ‘burning out’? Make your case based on rigorous conceptual, as also empirical reasoning.

c) If yes, what would be the principal impediment(s)? How might the impediment(s) be transcended?

Best wishes
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Economics Nobel Paul Krugman has prophesied in a New York Times article last month (19 July 2013) that China is heading for a major economic and financial crash. 

Way back in 1997, US’s Time magazine had done a piece, titled “How to Kill a Tiger”, on the crash of the ASEAN economies (Indonesia, Malaysia, Philippines, South Korea, Thailand) which were those days called ‘tigers’ because of growth rates much higher than the global average. The Time had interviewed what it called ‘the wolves, an amorphous group that includes secretive hedge funds as well as groups within banks with names as familiar as Citibank’, who allegedly hounded and killed the tigers. These wolves had singled out one article, from the journal Foreign Affairs, as their cue to plan for the kill: Paul Krugman’s piece of end-1994, “The Myth of Asia’s Miracle”. Krugman had then argued that the ASEAN boom owed mostly to a shift from farms to industry, and was unsustainable. 

For the last couple of years Krugman has been writing about China heading towards a serious crash; for instance, his article, again in New York Times, titled, “Will China Break?” (18 December 2011). Krugman’s present piece is even bolder in its prophecy. It also shows remarkable timing: Ben Bernanke’s recent pronouncements towards a tighter monetary policy for the US has already begun a sharp slide in many of the other major emerging economy currencies, across continents, including Brazil’s real, India’s rupee, South Africa’s rand, and Turkey’s lira. Thus Krugman’s chilling words could indeed be epochal: ‘China is in big trouble. We’re not talking about some minor setback along the way, but something more fundamental... the only question now is just how bad the crash will be’.

Krugman’s China article is certainly being noticed. The main piece on China in this August 17-23 issue of The Economist is entirely around Krugman’s dark prophecy. While The Economist argues that the outlook for China may not be as gloomy, it does acknowledge fundamental weaknesses in China’s economic strategy. As it had said in an editorial on China earlier this year, “growing fast” is not the same as “growing up”.

Please read Krugman’s article below; then address the queries at the end. They carry near equal weightage. The central emphasis is on the reasoning, based on strategic thinking. Address them in any sequence you choose. If a part of the reasoning you have developed for one query is useful for another, no need to repeat; just indicate the link with page and if possible paragraph numbers. Enjoy the exercise!

Hitting China’s Wall

By PAUL KRUGMAN

Published: July 19, 2013 (NYT)

All economic data are best viewed as a peculiarly boring genre of science fiction, but Chinese data are even more fictional than most. Add a secretive government, a controlled press, and the sheer size of the country, and it’s harder to figure out what’s really happening in China than it is in any other major economy. 

Yet the signs are now unmistakable: China is in big trouble. We’re not talking about some minor setback along the way, but something more fundamental. The country’s whole way of doing business, the economic system that has driven three decades of incredible growth, has reached its limits. You could say that the Chinese model is about to hit its Great Wall, and the only question now is just how bad the crash will be. 

Start with the data, unreliable as they may be. What immediately jumps out at you when you compare China with almost any other economy, aside from its rapid growth, is the lopsided balance between consumption and investment. All successful economies devote part of their current income to investment rather than consumption, so as to expand their future ability to consume. China, however, seems to invest only to expand its future ability to invest even more. America, admittedly on the high side, devotes 70 percent of its gross domestic product to consumption; for China, the number is only half that high, while almost half of G.D.P. is invested. 

How is that even possible? What keeps consumption so low, and how have the Chinese been able to invest so much without (until now) running into sharply diminishing returns? The answers are the subject of intense controversy. The story that makes the most sense to me, however, rests on an old insight by the economist W. Arthur Lewis, who argued that countries in the early stages of economic development typically have a small modern sector alongside a large traditional sector containing huge amounts of “surplus labor” — underemployed peasants making at best a marginal contribution to overall economic output. 

The existence of this surplus labor, in turn, has two effects. First, for a while such countries can invest heavily in new factories, construction, and so on without running into diminishing returns, because they can keep drawing in new labor from the countryside. Second, competition from this reserve army of surplus labor keeps wages low even as the economy grows richer. Indeed, the main thing holding down Chinese consumption seems to be that Chinese families never see much of the income being generated by the country’s economic growth. Some of that income flows to a politically connected elite; but much of it simply stays bottled up in businesses, many of them state-owned enterprises. 

It’s all very peculiar by our standards, but it worked for several decades. Now, however, China has hit the “Lewis point” — to put it crudely, it’s running out of surplus peasants. 

That should be a good thing. Wages are rising; finally, ordinary Chinese are starting to share in the fruits of growth. But it also means that the Chinese economy is suddenly faced with the need for drastic “rebalancing” — the jargon phrase of the moment. Investment is now running into sharply diminishing returns and is going to drop drastically no matter what the government does; consumer spending must rise dramatically to take its place. The question is whether this can happen fast enough to avoid a nasty slump. 

And the answer, increasingly, seems to be no. The need for rebalancing has been obvious for years, but China just kept putting off the necessary changes, instead boosting the economy by keeping the currency undervalued and flooding it with cheap credit. (Since someone is going to raise this issue: no, this bears very little resemblance to the Federal Reserve’s policies here.) These measures postponed the day of reckoning, but also ensured that this day would be even harder when it finally came. And now it has arrived. 

How big a deal is this for the rest of us? At market values — which is what matters for the global outlook — China’s economy is still only modestly bigger than Japan’s; it’s around half the size of either the U.S. or the European Union. So it’s big but not huge, and, in ordinary times, the world could probably take China’s troubles in stride. 

Unfortunately, these aren’t ordinary times: China is hitting its Lewis point at the same time that Western economies are going through their “Minsky moment,” the point when overextended private borrowers all try to pull back at the same time, and in so doing provoke a general slump. China’s new woes are the last thing the rest of us needed. 

No doubt many readers are feeling some intellectual whiplash. Just the other day we were afraid of the Chinese. Now we’re afraid for them. But our situation has not improved. 

---------------------------------------------------------------------------------------------
The  Questions
[1] While deriding China’s economic strategy of 30 years, Krugman contends that: ‘All successful economies devote part of their current income to investment rather than consumption, so as to expand their future ability to consume. China, however, seems to invest only to expand its future ability to invest even more. America, admittedly on the high side, devotes 70 percent of its gross domestic product to consumption; for China, the number is only half that high, while almost half of G.D.P. is invested... Indeed, the main thing holding down Chinese consumption seems to be that Chinese families never see much of the income being generated by the country’s economic growth. Some of that income flows to a politically connected elite; but much of it simply stays bottled up in businesses, many of them state-owned enterprises.’

a) The contention about ‘successful economies’ – private enterprise based market economies (PEBMEs), clearly all of them – sounds plausible; but perhaps there are two, more fundamental, reasons: one at the firm and the other at the economy level, for such economies to compulsively invest in every cycle. What might these be?

b) Is 70% of GDP for consumption near an absolute peak, or could/should it go even higher for a successful PEBME? Give the reasoning for your position.

c) West Germany’s (FRG) recovery in a mere 19 months – known as the Wirtschaftswunder ("economic miracle") – after the withdrawal of the Morgenthau Plan in 1947, is legendary. Plot a graph with those 19 months on the x-axis and your guesstimate of FRG’s household consumption as percentage of GDP on the y-axis.
[2] Krugman seems dismayed with China’s ‘whole way of doing business, the economic system that has driven three decades of incredible growth ... It’s all very peculiar by our standards’. 

a) Why has China’s investment of more than 40% of its GDP, sustained over three decades – a clear strategic course, pursued steadfastly – not brought it anywhere near FRG’s  "economic miracle"?

b) Why have so many countries including China pursued such an economic strategy which as Krugman argues is seriously flawed; why have they not instead gone towards genuine development, like the PEBMEs?

[3] Raising consumption of the households is the common prescription that many seem to now have for China. It is at the core of The Economist’s “growing up” suggestion as opposed to “growing fast”. Krugman exhorts: ‘consumer spending must rise dramatically ... The question is whether this can happen fast enough to avoid a nasty slump’.

a) Would a rapid rise in household consumption have helped “avoid” the risk of such a crash for China?

b) What institutional mechanism could precipitate such a crash for a country as “major” – Krugman’s word – as China? What is the principal safety measure China has kept against such a crash? Since when has the above mechanism come to such prominence?

c) What is the principal role of this mechanism in the present world economy?

d) When, if at all, might its principal purpose be deemed to be completed? 

[4] Krugman laments that China’s crash is likely to come ‘at the same time that Western economies are going through their “Minsky moment,” the point when overextended private borrowers all try to pull back at the same time, and in so doing provoke a general slump’. Krugman’s “Minsky moment” is of course a euphemism for the downturn across the developed countries beginning end-2007, which is now often being called ‘the Great Recession’ – not as bad yet as the Great Depression, but for the collective of developed countries perhaps the worst economic event since 1929-33. 

a) What would be some of the major differences between the Great Depression and the present Great Recession?

b) Krugman himself has written in 2009, again in New York Times, that events like depression and recession do not quite exist for mainstream economics. But ‘Inside Job’, a much awarded documentary film (2011 Oscar, besides other prestigious prizes), suggests that the present Great Recession has been deliberately created. What would be some of the key policy measures that might have contributed to the present Great Recession?

c) Could the same policy measures of the developed countries also have contributed to the “peculiar” economy strategy for countries like China? Justify your position with conceptual as also empirical reasoning.

d) The miseries that the Recession has caused are unfolding daily. What might be the nicest objective(s), if any, that this Recession and the policies that led to it, be serving for the developed countries?

[5] Given the Great Recession, or Krugman’s “Minsky moment”, many even in the developed countries are coming to doubt the system that is Capitalism. Indeed this year the central theme for the annual meet of the US based Academy of Management, the world’s foremost professional body for Management academia with members in over 100 countries, is “Capitalism in Question”. So the query:

a) Could capitalism, in principle, provide a sustainable and high quality of life for all humanity, across generations? Make your case based on rigorous conceptual, as also empirical reasoning.

b) If yes, then what has been keeping it from doing so? 

c) Again, if yes, when – meaning, on fulfilment of which conditions – might capitalism offer its best potential for all humanity?

Best Wishes!

------------------------------------------------------------------------------------------
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Warren Buffet choosing to write an op-ed in the New York Times would always be news. But his “Stop Coddling the Super-Rich”, written exactly a year ago (14 August 2011), has become a sensation: reproduced, read and commented upon in the US and across the world. It continues to make news and is among the central issues of contention in the run-up to the US presidential election later this year. 

The Republican Party and its candidate Mitt Romney are categorically opposed to Buffet’s suggestion of raising the taxes for the super-rich. An independent US panel said a fortnight ago that Mr. Romney’s tax plan would spell “large tax cuts to high-income households, and increase the tax burdens on middle and/or lower-income tax payers” (Associated Press, 7 August 2012). President Obama’s re-election campaign has made that a key theme to bait and ridicule Romney. For instance, last week (6 August 2012) on election campaign in Connecticut, Obama made fun: “It’s like Robin Hood in reverse ... it’s Romney Hood”. 

Mr. Obama’s critics however argue that he has been able to do little towards effecting higher taxes from the super-rich in his four years as the US President, even when his Democratic party was in majority in both the houses of the Congress. 

More significant than raising the tax rate for the super-rich, many argue, is plugging the varied loop-holes which again the super-rich are in a better position to tap. For example, just last month the British media was agog with the news that their TV celebrity Jimmy Carr, belonging to the highest slab of earners requiring to pay 45% income tax by British law, actually paid just 1% using entirely legal tax avoidance schemes. Mr. Romney paid an effective tax rate of 13.9 percent on $21.7 million in income in 2010, the only full year’s tax returns he has released. 

Super-rich individuals are not the only ones paying very low taxes; super-rich firms are in it too. As a recent New York Times article (30 April 2012) notes: “Neither the government nor corporations make tax returns public, and a company’s taxable income often differs from the profits disclosed in annual reports ... it is impossible from those numbers to determine precisely how much, in total, corporations pay to governments.” The article contends that Apple paid a tax rate of 9.8% last year whereas the prescribed rate is 35%. Apple does not disclose what portion of those payments was in the US. It is alleged that Apple has found legal ways to allocate about 70 percent of its profits overseas, to low tax rate havens.

Apple is in the spotlight because it tops the list of super-rich firms; Wall Street analysts predict Apple’s profits could come to $45.6 billion in its current fiscal year — which would be a record for any American business. But as NYT notes, almost every major corporation uses varied loopholes to minimize its taxes. 

US corporate profits as a percentage of GDP, over the last three decades, make an interesting pattern: 3% in 1980, the ratio rose to a peak of about 12.5% in 2006. With the onset of the Great Recession it came down to about 7.5% in 2009; but has now risen to a new peak of 15% (The Economist, 21-28 July 2012).

James Henry, former chief economist at McKinsey, the management consultancy firm, and an expert on tax havens, has compiled the most detailed estimates yet of the size of the tax-evasion economy in a report released last month. The report claims that the “world's super-rich have taken advantage of lax tax rules to siphon off at least $21 trillion, and possibly as much as $32tn.” Using data from “the Bank for International Settlements (BIS), the International Monetary Fund (IMF) and private sector analysts”, the report constructs a picture that shows “capital flooding out of countries across the world and disappearing into the cracks in the financial system” (Guardian, 21 July 2012).

Brendan Barber of Tax Justice Network, which had sponsored the study, says: "Countries around the world are under intense pressure to reduce their deficits and governments cannot afford to let so much wealth slip past into tax havens. Closing down the tax loopholes exploited by multinationals and the super-rich to avoid paying their fair share will reduce the deficit. This way the government can focus on stimulating the economy, rather than squeezing the life out of it with cuts and tax rises for the 99% of people who aren't rich enough to avoid paying their taxes."

Warren Buffet’s NYT piece is reproduced here. Below that are the four queries for you to address; they carry near equal weightage. Feel free to take them in any sequence that is convenient. In case you feel some part of your response for one query is already covered in another, just indicate the same clearly; no need to repeat the reasoning or data/pattern. Please do everything to make your essays legible and intelligible. There is no word limit; but wasteful verbosity would invite frowns.

August 14, 2011

Stop Coddling the Super-Rich

By WARREN E. BUFFETT

Omaha 

OUR leaders have asked for “shared sacrifice.” But when they did the asking, they spared me. I checked with my mega-rich friends to learn what pain they were expecting. They, too, were left untouched. 

While the poor and middle class fight for us in Afghanistan, and while most Americans struggle to make ends meet, we mega-rich continue to get our extraordinary tax breaks. Some of us are investment managers who earn billions from our daily labors but are allowed to classify our income as “carried interest,” thereby getting a bargain 15 percent tax rate. Others own stock index futures for 10 minutes and have 60 percent of their gain taxed at 15 percent, as if they’d been long-term investors. 

These and other blessings are showered upon us by legislators in Washington who feel compelled to protect us, much as if we were spotted owls or some other endangered species. It’s nice to have friends in high places. 

Last year my federal tax bill — the income tax I paid, as well as payroll taxes [which employers pay on behalf of their employees based on the wage or salary of the employee] paid by me and on my behalf — was $6,938,744. That sounds like a lot of money. But what I paid was only 17.4 percent of my taxable income — and that’s actually a lower percentage than was paid by any of the other 20 people in our office. Their tax burdens ranged from 33 percent to 41 percent and averaged 36 percent. 

If you make money with money, as some of my super-rich friends do, your percentage may be a bit lower than mine. But if you earn money from a job, your percentage will surely exceed mine — most likely by a lot. 

To understand why, you need to examine the sources of government revenue. Last year about 80 percent of these revenues came from personal income taxes and payroll taxes. The mega-rich pay income taxes at a rate of 15 percent on most of their earnings but pay practically nothing in payroll taxes. It’s a different story for the middle class: typically, they fall into the 15 percent and 25 percent income tax brackets, and then are hit with heavy payroll taxes to boot. 

Back in the 1980s and 1990s, tax rates for the rich were far higher, and my percentage rate was in the middle of the pack. According to a theory I sometimes hear, I should have thrown a fit and refused to invest because of the elevated tax rates on capital gains and dividends. 

I didn’t refuse, nor did others. I have worked with investors for 60 years and I have yet to see anyone — not even when capital gains rates were 39.9 percent in 1976-77 — shy away from a sensible investment because of the tax rate on the potential gain. People invest to make money, and potential taxes have never scared them off. And to those who argue that higher rates hurt job creation, I would note that a net of nearly 40 million jobs were added between 1980 and 2000. You know what’s happened since then: lower tax rates and far lower job creation. 

Since 1992, the I.R.S. [Internal Revenue Service, US’s federal tax collection department] has compiled data from the returns of the 400 Americans reporting the largest income. In 1992, the top 400 had aggregate taxable income of $16.9 billion and paid federal taxes of 29.2 percent on that sum. In 2008, the aggregate income of the highest 400 had soared to $90.9 billion — a staggering $227.4 million on average — but the rate paid had fallen to 21.5 percent. 

The taxes I refer to here include only federal income tax, but you can be sure that any payroll tax for the 400 was inconsequential compared to income. In fact, 88 of the 400 in 2008 reported no wages at all, though every one of them reported capital gains. Some of my brethren may shun work but they all like to invest. (I can relate to that.) 

I know well many of the mega-rich and, by and large, they are very decent people. They love America and appreciate the opportunity this country has given them. Many have joined the Giving Pledge, promising to give most of their wealth to philanthropy. Most wouldn’t mind being told to pay more in taxes as well, particularly when so many of their fellow citizens are truly suffering. 

Twelve members of Congress will soon take on the crucial job of rearranging our country’s finances. They’ve been instructed to devise a plan that reduces the 10-year deficit by at least $1.5 trillion. It’s vital, however, that they achieve far more than that. Americans are rapidly losing faith in the ability of Congress to deal with our country’s fiscal problems. Only action that is immediate, real and very substantial will prevent that doubt from morphing into hopelessness. That feeling can create its own reality. 

Job one for the 12 is to pare down some future promises that even a rich America can’t fulfil. Big money must be saved here. The 12 should then turn to the issue of revenues. I would leave rates for 99.7 percent of taxpayers unchanged and continue the current 2-percentage-point reduction in the employee contribution to the payroll tax. This cut helps the poor and the middle class, who need every break they can get. 

But for those making more than $1 million — there were 236,883 such households in 2009 — I would raise rates immediately on taxable income in excess of $1 million, including, of course, dividends and capital gains. And for those who make $10 million or more — there were 8,274 in 2009 — I would suggest an additional increase in rate. 

My friends and I have been coddled long enough by a billionaire-friendly Congress. It’s time for our government to get serious about shared sacrifice. 

[Warren E. Buffett is the chairman and chief executive of Berkshire Hathaway, and the third richest person in the world, with wealth estimated at $50 billion, according to Forbes.]

The policy of steadily lowering effective taxation – for a] the super rich individuals, and b] the super rich corporations – is clearly not an aberration but rather a strategic orientation pursued by successive US governments. For ease of usage, let us refer to this stance of coddling the super rich individuals and firms by the acronym CSRIF.

1] Warren Buffet says, given the recessionary condition in the US economy, coddling the super-rich like him would be inappropriate and awkward. Could it be argued that it is CSRIF which has contributed to the recessionary condition in the US? Please elaborate.

2] This year’s Republican candidate for the US presidency is explicitly pro- CSRIF. How likely is it that President Obama might reverse CSRIF if he wins the next election, due November 2012? What major preconditions may need to be fulfilled for CSRIF to be effectively reversed?

3] What principal outcomes – if any, positive and negative – could one attribute to US’s CSRIF, for the set of countries that are usually classified as the ‘emerging economies’?

4] What might be the nicest objective(s) to which CSRIF could be contributing? Could there have been any superior approach to achieve the same objective(s)? What would be the broad outline of such an alternative approach? What then might the world have been like in, say, 2012?

Best wishes

-----------------------------------------------------------------------

Firms, Markets, & Global Dynamics (2011)
End-term Examination
Closed books, notebooks

2.5 hours 
The economic woes of the Developed Countries continue to dominate the world news. The global recession (2008-9) is past, but there is an ever higher risk of sovereign debt crisis taking epidemic proportions. While Greece is in news with government debt 50% more than its GDP, for Portugal and Ireland too the debt levels are well above their respective GDPs. Even Germany’s government debt is about the size of its GDP; as is the case for Britain and also the US. US household debt, though it has fallen from the peak of 2008, is still about the size of US GDP, a level which is widely considered as “mountainous”. The Economist has recently editorialised (June 18-25, 2011) that in the US “virtually every statistic, from house prices to job growth, has weakened” in this quarter, which it deems “particularly dangerous because it coincides with a move away from fiscal and monetary stimulus” initiated during the recession. Indeed, austerity is the new mood and US’s President has now for weeks been locked into a negotiation with the opposition party, the Republicans, for an extension of the government debt ceiling of $14.3 trillion, which his administration exhausted in May. If the negotiations fail, then by August 2, 2011 the US govt. will be technically insolvent and may not have money to pay all its commitments which include, salaries for government employees, pensions, and interest on the existing debt. The Republicans seek deficit cuts of upto $4 trillion over the next decade, and no tax raises; as another editorial of The Economist (July 9-15, 2011) notes, US’s “tax take is at its lowest level for decades”.  

Foreign Affairs, in its June, 2011 issue carried a lead essay, ‘Globalization and Unemployment: The Downside of Integrating Markets’, by Michael Spence. He is Distinguished Visiting Fellow at US’s Council on Foreign Relations, which brings out Foreign Affairs. Spence received the Nobel Prize in Economics in 2001. Below is an abridged version of his essay. Please read it carefully; then address the queries at the end.

Globalization is the process by which markets integrate worldwide. Over the past 60 years, it has accelerated steadily as new technologies and management expertise have reduced transportation and transaction costs and as tariffs and other man-made barriers to international trade have been lowered. The impact has been stunning. More and more developing countries have been experiencing sustained growth rates of 7-10 percent; 13 countries, including China, have grown by more than 7 percent per year for 25 years or more. Although this was unclear at the outset, the world now finds itself just past the midpoint in a century-long process in which income levels in developing countries have been converging toward those in developed countries. Now, the emerging economies' impact on the global economy and the advanced economies is rising rapidly.

Until about a decade ago, the effects of globalization on the distribution of wealth and jobs were largely benign. On average, advanced economies were growing at a respectable rate of 2.5 percent, and in most of them, the breadth and variety of employment opportunities at various levels of education seemed to be increasing. With external help, even the countries ravaged by World War II recovered. Imported goods became cheaper as emerging markets engaged with the global economy, benefiting consumers in both developed and developing countries.

But as the developing countries became larger and richer, their economic structures changed in response to the forces of comparative advantage: they moved up the value-added chain. Now, developing countries increasingly produce the kind of high-value-added components that 30 years ago were the exclusive purview of advanced economies. This climb is a permanent, irreversible change. With China and India -- which together account for almost 40 percent of the world's population -- resolutely moving up this ladder, structural economic changes in emerging countries will only have more impact on the rest of the world in the future.

By relocating some parts of international supply chains, globalization has been affecting the price of goods, job patterns, and wages almost everywhere. It is changing the structure of individual economies in ways that affect different groups within those countries differently. In the advanced economies, it is redistributing employment opportunities and incomes.

For most of the postwar period, U.S. policymakers assumed that growth and employment went hand in hand, and the U.S. economy's performance largely confirmed that assumption. But the structural evolution of the global economy today and its effects on the U.S. economy mean that, for the first time, growth and employment in the United States are starting to diverge. 

Between 1990 and 2008, the number of employed workers in the United States grew from about 122 million to about 149 million. Of the roughly 27 million jobs created during that period, 98 percent were in the so-called nontradable sector of the economy, the sector that produces goods and services that must be consumed domestically. The largest employers in the U.S. nontradable sector were the government (with 22 million jobs in 2008) and the health-care industry (with 16 million jobs in 2008). Together, the two industries created ten million new jobs between 1990 and 2008, or just under 40 percent of total additions. (The retail, construction, and hotel and restaurant industries also contributed significantly to job growth.) Meanwhile, employment barely grew in the tradable sector of the U.S. economy, the sector that produces goods and services that can be consumed anywhere, such as manufactured products, engineering, and consulting services. That sector, which accounted for more than 34 million jobs in 1990, grew by a negligible 0.6 million jobs between 1990 and 2008.

Dramatic, new labor-saving technologies in information services eliminated some jobs across the whole U.S. economy. But employment in the United States has been affected even more by the fact that many manufacturing activities, principally their lower-value-added components, have been moving to emerging economies. This trend is causing employment to fall in virtually all of the U.S. manufacturing sector, except at the high end of the value-added chain. Employment is growing, however, in other parts of the tradable sector -- most prominently, finance, computer design and engineering, and top management at multinational enterprises. Like the top end of the manufacturing chain, these expanding industries and positions generally employ highly educated people, and they are the areas in which the U.S. economy continues to have a comparative advantage and can successfully compete in the global economy.

Value added represents income for someone. For employed people, it means personal income; for shareholders and other owners of capital, profit or returns on investment; for the government, tax revenues. Generally, the incomes of workers are closely correlated with value added per employee (this is not the case in the mining industry and utilities, however, where value added per employee is much higher than wages because these activities are very capital intensive and most value added is a return on capital). 

Since value added in the nontradable part of the U.S. economy did not rise much, neither did average incomes in that sector. In the tradable sector, on the other hand, incomes rose rapidly along with value added per employee thanks both to rising productivity gains in some industries and the movement of lower-income jobs to other countries. And since most new jobs were created in the nontradable part of the economy, in which wages grew little, the distribution of income in the U.S. economy became more uneven.

Whereas in the nontradable sector, value added per employee grew from $72,000 to over $80,000 between 1990 and 2008, in the tradable sector it grew from $79,000 to $120,000 -- in other words, it grew by just about 12 percent in the nontradable sector but by close to 52 percent in the tradable sector.

The overall picture is clear: employment opportunities and incomes are high, and rising, for the highly educated people at the upper end of the tradable sector of the U.S. economy, but they are diminishing at the lower end. And there is every reason to believe that these trends will continue. As emerging economies continue to move up the value-added chain -- and they must in order to keep growing -- the tradable sectors of advanced economies will require less labor and the more labor-intensive tasks will shift to emerging economies.

Faced with an undesirable economic outcome, economists tend to assume that its cause is a market failure. Market failures come in many forms, from inefficiencies caused by information gaps to the unpriced impacts of externalities such as the environment. But the effects on the U.S. economy of the global economy's structural evolution is not a market failure: it is not an economically inefficient outcome. (If anything, the global economy is generally becoming more efficient.) But it is nonetheless a cause for concern in that it is creating a distributional problem in the advanced economies. Not everyone is gaining in those countries, and some may be losing.

The long-term structural evolution of the U.S. and global economies suggests that distributional issues will remain. These must be taken seriously.

MNCs play a central role in managing the evolution of the global economy. They are the principal architects of global supply chains, and they move the production of goods and services around the world in response to supply-chain and market opportunities that are constantly changing. MNCs have generated growth and jobs in developing countries, and by moving to those countries some lower-value-added parts of their supply chains, they have increased growth and competitiveness in advanced economies such as the United States. A June 2010 report by the McKinsey Global Institute estimated that U.S.-based MNCs accounted for 31 percent of GDP growth in the United States since 1990.

With ample labor available in various skill and educational categories throughout the tradable sector globally, companies have little incentive to invest in technologies that save on labor or otherwise increase the competitiveness of the labor-intensive value-added activities in advanced economies. In short, companies' private interest (profit) and the public's interest (employment) do not align perfectly. These conditions might not last: if growth continues to be high in emerging economies, in two or three decades there will be less cheap labor available there. But two or three decades is a long time.

The drop in domestic consumption in the United States has left the country with a shortage of aggregate demand. More public-sector investment would help, but the fiscal consolidation currently under way may make expanding government investment difficult. Meanwhile, because private-sector investment responds to demand and currently there is a shortfall in demand caused by the economic crisis and increased savings by households, such investment will not return until domestic consumption or exports increase.  

It is a common view that the market will solve the disparities in employment and incomes once the economic crisis recedes and growth is restored. Warren Buffet and other very smart, experienced, and influential opinion-makers say so clearly. But as this analysis suggests, they may not be right. And as long as their view dominates U.S. public policy and opinion, it will be difficult to address the issues related to structural change and employment in the United States in a systematic way.

What is needed instead of benign neglect is, first, an agreement that restoring rewarding employment opportunities for a full spectrum of Americans should be a fundamental goal. With that objective as a starting point, it will then be necessary to develop ways to increase both the competitiveness and the inclusiveness of the U.S. economy. This is largely uncharted territory: distributional issues are difficult to solve because they require correcting outcomes on the global market without doing too much damage to its efficiency and openness. But admitting that not all the answers are known is a good place to begin.

As important as education is, it cannot be the whole solution; the United States will not educate its way out of its problems. Both the federal and state governments must pursue complementary lines of attack. They should invest in infrastructure, which would create jobs in the short term and raise the return on private-sector investment in the medium to longer term. They should also invest in technologies that could expand employment opportunities in the tradable sector of the U.S. economy at income levels other than the very top. The private sector will have to help guide these investments because it has much of the relevant knowledge about where these opportunities might lie. But this effort will also require the participation of the public sector. The U.S. government already invests heavily in science and technology but not with job creation as its primary focus; that has generally been viewed only as a beneficial side effect. It is time to devote public funding to developing infrastructure and the technological base of the U.S. economy with the specific goal of restoring competitiveness and expanding employment in the tradable sector.

The tax structure also needs to be reformed. It should be simplified and reconfigured to promote competitiveness, investment, and employment. And both loopholes and distorting incentives should be eliminated. For example, corporate tax rates and tax rates on investment returns should be lowered in order to make the United States more attractive for business and investment. MNCs with earnings outside the United States currently have a strong incentive to keep their earnings abroad and reinvest them abroad because earnings are taxed both where they are earned and also in the United States if they are repatriated. Lower tax rates would mean a loss in revenue for the U.S. government, but that could be replaced by taxes on consumption, which would have the added benefit of helping shift the composition of demand from domestic to foreign -- a necessary move if the United States wants to avoid high unemployment and an unsustainable current account deficit.

But even these measures may not be sufficient. Globalization has redefined the competition for employment and incomes in the United States. Tradeoffs will have to be made between the two. Germany clearly chose to protect employment in the industries of its tradable sector that came under competitive threat. Now, U.S. policymakers must choose, too.

Some will argue that global market forces should simply be allowed to operate without interference. Tampering with market outcomes, the argument goes, risks distorting incentives and reducing efficiency and innovation. But this is not the only approach, nor is it the best one. The distribution of income across many advanced economies (and major emerging economies) differs markedly. For example, the ratio of the average income of the top 20 percent of the population to the average income of the bottom 20 percent is four to one in Germany and eight to one in the United States. Many other advanced countries have flatter income distributions than the United States, suggesting that tradeoffs between market forces and equity are possible. The U.S. government needs to face up to them.

The massive changes in the global economy since World War II have had overwhelmingly positive effects. Hundreds of millions of people in the developing world have escaped poverty, and more will in the future. The global economy will continue to grow -- probably at least threefold over the next 30 years. One person's gain is not necessarily another's loss; global growth is not even close to a zero-sum game. But globalization hurts some subgroups within some countries, including the advanced economies.

The late American economist Paul Samuelson once said, "Every good cause is worth some inefficiency." Surely, equity and social cohesion are among them. The challenge for the U.S. economy will be to find a place in the rapidly evolving global economy that retains its dynamism and openness while providing all Americans with rewarding employment opportunities and a reasonable degree of equity. This is not a problem to which there are easy answers. As the issue becomes more pressing, ideology and orthodoxy must be set aside, and creativity, flexibility, and pragmatism must be encouraged. The United States will not be able to deduce its way toward the solutions; it will have to experiment its way forward.

1. Spence deems the rise of the emerging economies as a central feature of the present world economy. What major factors would in turn have contributed to this rise of the emerging economies?

2. Spence reasons that ‘if growth continues to be high in emerging economies, in two or three decades there will be less cheap labor available there’; thus taking away the hazard of tradable jobs migrating out of advanced economies. How likely is that? 

3. Perhaps the essence of Spence’s suggestion for the US is to go the way of ‘other advanced countries’, which have ‘flatter income distributions than the United States, suggesting that tradeoffs between market forces and equity are possible. The U.S. government needs to face up to them.’ How likely is it for the US economy, say over the next decade, to move towards a flatter income distribution, as is the case now in several advanced countries, such as, Germany or Denmark?

4. Spence’s closing remarks are for a more win-win approach towards globalization: ‘One person's gain is not necessarily another's loss; global growth is not even close to a zero-sum [win-lose] game. But globalization hurts some subgroups within some countries, including the advanced economies.’ Could there have been a much more win-win path towards globalisation?

[While there is no word limit, wasteful verbosity, as always, would invite frowns!  The main emphasis is of course on the reasoning. In case you feel some part is common to more than one answer, do not bother to repeat it but indicate that this is in common. Do feel free to choose your own style and convenience in addressing the four queries. They carry near equal weightage, with a special emphasis on the overall lucidity of understanding and application. Trust you would enjoy the exercise. Our best wishes!]

-----------------------------------------------------------------------------------------
Firms, Markets, & Global Dynamics (2010)
End-term Examination

Closed books, notebooks

2.5 hours 

The downturn in the global economy since late 2007 is seen as among the most significant, in the 230 year record of capitalism; some have compared it with the Great Depression of 1929-33. The business and economic media, worldwide, have been seized with the crisis all of last two years; they have already christened it the ‘Great Recession’. 

Perhaps the worst of the crisis is now over, and many point to signs of recovery. But “this ‘recovery’ has fragile foundations”, warned The Economist (25-31 July 2009): “a big source of demand – government stimulus – is unsustainable. Across the globe governments have, rightly, stepped in to counter the economic slump … A solid global recovery demands healthy and balanced growth in private demand. Unfortunately that still seems far off.” 

More recently (13-19 February 2010) it notes that “in the rich world, there are still few signs of private demand growth. America’s latest buoyant figures are misleading. Output grew at an annualised rate of 5.7 in the fourth quarter mainly because firms were rebuilding their stocks. With the economy still shedding jobs, share prices falling, the housing market still wobbly and household debt shrinking, consumer spending is likely to remain subdued. Nor, with plenty of capacity sitting idle, are firms likely to go on an investment binge. In Europe and Japan the situation is far grimmer. Thought exports are recovering, Japan has slipped back into deflation. In the euro zone, recovery was faltering long before the Greek crisis hit. Domestic demand has stalled even in countries, such as Germany, where households have no excess debt to pay off.” 

Indeed, The Economist has put the alert about “New Dangers for the World Economy” on the cover, noting: “Last year it was banks, this year it is countries. The economic crisis, which seemed to have eased in the latter part of 2009, is once again in full swing as the threat of sovereign debt looms ... Optimism about a ‘V’ shaped recovery is being replaced with pessimism about a double-dip recession” (13-19 February 2010).
The crisis has brought some introspection within the economics profession. Paul Krugman, 2008 Economics Nobel, wrote: “It’s hard to believe now, but not long ago economists were congratulating themselves over the success of their field. Those successes – or so they believed – were both theoretical and practical, leading to a golden era for the profession ... Last year everything came apart. Few economists saw our current crisis coming. But this predictive failure was the least of the field’s problems. More important was the profession’s blindness to the very possibility of catastrophic failures in a market economy ... Until the Great Depression most economists clung to a vision of capitalism as a perfect or nearly perfect system ... as memories of the Depression faded economists fell back in love with the old, idealized vision ... this time gussied up with fancy equations” (The New York Times, 6 September 2009).

The global downturn has brought the system of capitalism itself to question, in countries rich and poor, at levels high and low. Thus in the very first year of this crisis, The Economist – a leading chronicler of global dynamics since 1843, and a steady advocate of capitalism – had exhorted editorially in defence of the system: “Capitalism is at bay, but those who believe in it must fight for it. For all its flaws, it is the best economic system that man has invented yet” (18-24 October 2008). 

The crisis has also brought renewed interest in writings which have been critical of the evolving world economic system; prominent among them is David Korten’s influential book, When Corporations Rule the World, published in 1997. Korten, a former professor at Harvard Business School, considers himself a champion of capitalism but feels that the system has moved very far from the vision and design insights of Adam Smith. Passionate to his cause, he has cofounded, together with his wife, the Positive Futures Network. 

Below is a brief extract from his book, where he identifies ‘positive feedback’ – that is deviation enhancing feedback – as the main problem:

Systems theorists, who concern themselves with understanding the dynamics of complex, self-regulating systems would say that the economic system is providing these decision makers with positive feedback – rewarding them for decisions that upset the system’s dynamic equilibrium and cause the system to oscillate out of control, risking eventual collapse. Stable systems depend on negative feedback signals that provide incentives to correct errant behavior and move the system back toward equilibrium.

The genius of Adam Smith’s conception of a market economy is that, although he never used the cybernetic terminology of the system theorists, he was one of the first to recognize the dynamics of a complex, self-regulating human system. Implicitly he applied those principles to create an idealized model of a self-regulating economic system that would efficiently allocate society’s resources to produce those things that people most want without the intervention of a powerful central ruler …

Unfortunately the economic rationalists who are Smith’s intellectual descendents took a narrower and more mechanistic view of economic systems … oriented to simplistic prescriptions rather than to the creation of balanced, self-regulating systems.

1. Korten contends that the presence of positive feedback is a new aberration, and the principal problem. Would you agree? Could positive feedback be also fulfilling some useful purposes in a typical capitalist economy? Please elaborate. [8]

2. What, according to you, are the principal design challenges with capitalism? Could these challenges be adequately addressed? Please explain through conceptual and empirical reasoning. [18]

3. How then to make sense of the present global downturn? What would be the most significant differences between this crisis (‘great recession’, 2007-?), and the ‘great depression’ of 1929-33? [14]

Best Wishes
---------------------------------------------------------------------------------------------
FIRMS, MARKETS, AND GLOBAL DYNAMICS 
End-term Examination (2008 June)
Duration: 2 hours

Closed books and notebooks

Robert Kuttner, founder-editor of The American Prospect, discusses Denmark's free market model in the March/April 2008 issue of the influential bi-monthly, Foreign Affairs. The Denmark model belongs to a larger set of interesting experiments with private enterprise based market economies, especially since their remarkable recovery after 1945. Following the WW-II devastations, Denmark too surpassed its previous GDP peak by 1946-7, growing at 13.5% those two years - an interesting contrast with the high growth of the emerging economies, such as, China and India of the recent years. As of now Denmark has not joined the Eurozone, that is, it is not part of the common currency, the Euro, instead continuing with its own, the Krone. In dollar terms, Denmark's GDP is $312 billion, and GDP/Capita $57000.

Below is an edited extract from Kuttner's article:

 Adam Smith observed in 1776 that economies work best when governments keep their clumsy thumbs off the free market's "invisible hand." Two generations later, in 1817, the British economist David Ricardo extended Smith's insights to global trade. Just as market forces lead to the right price and quantity of products domestically, Ricardo argued, free foreign trade optimizes economic outcomes internationally.
Reading Adam Smith in Copenhagen -- the center of the small, open, and highly successful Danish economy -- is a kind of out-of-body experience. On the one hand, the Danes score well in the ratings constructed by pro-market organizations. The World Economic Forum's Global Competitiveness Index, as also The Economist’s, ranks Denmark third, just behind the United States and Switzerland.
 
On the other hand, Denmark spends about 50 percent of its GDP on public outlays and has the world's second-highest tax rate, after Sweden; and one of the world's most equal income distributions. For the half of GDP that they pay in taxes, the Danes get universal health insurance, generous child-care and family-leave arrangements, excellent free education all the way to the university and professional schools, secure pensions in old age, fabulous unemployment compensation, and the world's most creative system of employee retraining.
 
The Danish unemployment benefit for a median-income family of four can be 95 percent of the prior wage. In the United States, it is about 30-35 percent - not sufficient to enable people to cover their living expenses while they are undergoing retraining - and many workers do not qualify. Whereas Danes can draw benefits for four years, the typical U.S. limit is six months. And in the United States, a shift from a manufacturing job to a service-sector job typically means a significant pay cut; not so in Denmark.
 
With employers free to hire or fire as they wish, and all Danes eligible for generous social benefits, there is no inferior "temp" industry as has grown in most others in the OECD [the group of rich/developed countries]. The vast majority of the unemployed return to work within six months, and the number of long-term unemployed is vanishingly small. Wages in Denmark are about 70 percent above the OECD average.
 
Denmark today has the world's highest percentage of working population, 47 percent, in some form of continuing education. It spends an astonishing 4.5 percent of GDP on initiatives such as transitional unemployment assistance, wage subsidies, and highly customized retraining. Current U.S. spending is about 0.3 percent of GDP. The dynamic U.S. economy, in other words, has plenty of flexibility but little security. Denmark suggests that a different path is possible.
 
Nonetheless, Denmark's market economy seems to be doing rather well. It has an advanced agriculture and is a net exporter of food. It is also a net exporter of energy. It has an extensive array of competent small and medium enterprises.
 
Denmark is a global leader in varied product categories (through world-class Danish companies) despite a population of just 5.47 million; these include, consumer electronics (Bang & Olufsen), pharmaceuticals (Novo Nordisk; Lundbeck), enzymes and biotech (Novozymes), hearing-aid production (Oticon), children's toys (Lego), beer (Carlsberg), wind turbines (Vestas), environmental technology, and finely engineered plumbing fixtures. As a seafaring nation, Denmark has global shipping giants such as Maersk, which ranks 138 on the Fortune Global 500 list.
 
When I interviewed the director of the Confederation of Danish Employers, Henrik Bach Mortensen, he said, employers value the system, both for its absence of industrial conflict and for its supply of good employees. The collaborative vocational training system, he noted, is essential for Danish competitiveness. This view was confirmed in an extensive survey of Danish employers conducted by Professor Cathie Jo Martin, of Boston University. Companies, she found, support the model because it brings them tangible benefits in the form of skilled and adaptive employees.
 
Over the decades the Danish model has been continuously refined. The ideal of an egalitarian society with broad economic security seems to have taken hold as an object of national pride. This social consensus, however, requires constant tending. Success requires continuous social dialogue, on the shop floor as well as on the floor of the Danish parliament.
 
Denmark has forged a social and economic model that couples the best of the free market with the best of the welfare state, transcending tradeoffs between dynamism and security, efficiency and equality. It may not be possible to simply copy the Danish model, but it nonetheless offers important lessons.
_________________________________________________________________________
Questions:
 
1. Kuttner begins the article citing the central 'insights' of Adam Smith & David Ricardo - both from Britain - with regard to private enterprise based market economies. With the advantage of hindsight, and the accumulated experience of more than two centuries, what might be a considered position today?
 
2. Kuttner says in his summary that the Denmark model of free market may have ‘important lessons for governments confronting the dilemmas of globalization’. India and China are two leading countries today confronting globalization. Despite serious alerts about the future of the world economy, one of the most recent and most widely noted being from the Bank for International Settlement (1 July 2008, The Wall Street Journal), there is continued optimism about India and China in many quarters. For instance, Bill Emmott, former editor of The Economist (1993-2006), in his latest book - titled 'Rivals: How the Power Struggle Between China, India & Japan Will Shape Our Next Decade' (2008) - suggests that both India and China are likely to vie with Japan for the world's second most powerful economy slot, if the EU is not deemed a single entity. Growth rates for China and India have been way above the world average, indeed among the highest, for the last several years. As it happens, Denmark too grew at 13.5% after WW-II devastation to surpass its previous GDP peak by 1946-7. Are there any lessons for India and China from Denmark?
 
3. Kuttner's central concern in the article (and in other works, including a forthcoming book) is with the future prospects for the US. Paul Krugman, MIT economics professor and a likely Nobel candidate [he has since won the Nobel – Dec 2008], has regularly been expressing anguish at the course of the US economy – he is not alone - in his weekly column with The New York Times. For instance, his 18 July 2008 piece says: "The Onion [a satire newspaper from the US], as usual, hit the nail on the head with its recent headline: 'Recession-plagued nation demands new bubble to invest in'." Kuttner would perhaps say that is all the more reason why US should consider the Denmark way. How likely is that?

4. Kuttner observes that Denmark has successfully made its model work for more than a century, refining it time to time to address various chinks and challenges on the way. Could that hold for the next couple of decades too?
 
5. Kuttner's present article emphasises the Denmark model, which belongs to a larger set of interesting experiments with private enterprise based market economies, especially since their remarkable recovery after 1945. Are there any other important lessons for the world from these experiences?
 __________________________________________________________
FIRMS, MARKETS, AND GLOBAL DYNAMICS

Endterm Examination (2008 Jan)

Closed books and closed notes

Duration: 2 hrs 15 min

1. Recent strides by Indian companies to acquire global firms and brands have stirred national and even the world media, which often see in these a reversal of the colonial past. Take the Tata Group’s initiatives in 2007 alone: Early that year Tata Steel in a $12-billion deal, "the largest cross border outbound M&A deal out of India and also the largest leveraged buyout by an Indian firm" (Business Week, 1 February 2008), took over Britain's largest steel maker, Corus. In December 2007 Tata Motor was named as the preferred buyer for Ford Motor's luxury brands, Jaguar and Land Rover (Reuters, 21 December 2007); Tata's two other rivals in the final shortlist included another Indian automaker, Mahindra and Mahindra. Also in December, when Orient Express Hotels, a luxury hotels and travel group, in a public snub rejected overtures for an alliance by Tata's Indian Hotels (New York Times,11 December 2007), almost all Indian dailies, not just the business press, expressed editorial outrage at Orient CEO Paul White's remarks, some calling them 'White’s racism'. The Tatas have demanded a formal apology. Meanwhile the Tatas already control 11.5% of Orient Express shares, listed on New York stock exchange. Again in December 2007, Tata Tea, which in 2000 had acquired Tetley Tea, a British tea company and inventor of the teabag, has in a major brand-building initiative announced its sponsorship for Arsenal, one of the richest and iconic clubs in English football (as of March 2007, business magazine Forbes ranks Arsenal as the third most valuable team in the world). And now last week Tata Chemicals agreed to buy US-based General Chemical Industrial Products (GCIP) for $1 billion to become the world's second-largest maker of soda ash. Standard Chartered & Lazard have been Tata's advisors for the latest deal (Bloomberg, 30 January 2008). This follows its purchase of UK-based Brunner Mond in 2005 which strengthened Tata Chemicals’ reach in Europe and West Asia, while GCIP will provide access to the Americas (Business Standard, 4 February 2008).

Varied categories of business activities get a dramatic upswing - and some entirely new ones, like the deals above, arise - during an emerging economy’s dizzy growth. Which of the categories may be seen as primary to the emerging economy phenomenon? Why?

---------------------------------------------------------------------------------------------------

2. Lawrence H. Summers has been among several leading voices expressing concern about the growing forex reserves of emerging economies. Since he stepped down from Harvard’s presidentship a year and a half ago, Summers has delivered a series of similar lectures on the theme under influential aegis for emerging economies, such as, the World Bank, the Reserve Bank of India, the Global Development Network Conference held at Beijing, and the Center for Global Development in Washington,DC. 

Summers and others concerned about emerging economy forex reserves see two main problems there: The amounts are too big; and these are in US Treasury Bonds which have a very low real rate of return, actually close to zero.

Mr. Summers notes that the flow of capital today is exactly the opposite of what the "International Financial Architecture" had in mind after the second World War. "Today we see a net flow of capital from the poorer to the richer countries. Therefore, we have some of the most rapidly growing economies in the world, with high percentages of their populations living in poverty, with a fair amount of money deployed in clearly suboptimal investment".

Summers of course is no less concerned about the US economy. For instance, he notes: "The vast majority of the US current account deficit is now being funded by [emerging economy] central banks ... Moreover the US current account has for years now been financing consumption rather than investment" (Financial Times, 28 October 2007).

As the New York Times (19 April 2007) observes, “Mr. Summers’ participation in and influence on Asian economic policy dates back to his role as the chief economist at the World Bank in the early 1990s.” He was also Treasury secretary in the Clinton administration.

Mr. Summers has been suggesting that the emerging economies should instead deploy their huge forex reserves in more productive investments. At even a 5% extra return, the amount earned would clearly exceed the amount spent in foreign aid worldwide. 

Yet through this same period, the last one year, China’s forex reserve has grown from $1184 billion to $1532 billion, and continues to grow at an average of a $1 billion a day. India’s forex reserve has grown from $170 billion to $240 billion. The Third World countries forex reserve is now about $4500 billion; whereas, that of the entire Eurozone’s is just $297 billion (Global Reserve Watch, December 2007). 

What could be the reasons for these trends? 

Best Wishes

FIRMS, MARKETS, AND GLOBAL DYNAMICS
END TERM EXAMINATION (Feb 2007)

Closed book and notebooks

Duration: 1.5 Hrs

Weightage: 50 %

Goldman Sachs, the investment bank, has for several years led the global enthusiasm about emerging economies. In 2003 it published what is now widely known as the BRIC report, on the rise of Brazil, Russia, India and China. That report helped to galvanize global interest in these economies and was often cited by investors during the 2006 bullish market in emerging-country stocks.

Goldman has now sharply lifted its projections about China & India in a recent report (24 January 2007) widely noted in the international media. Goldman forecasts that the Chinese economy will pass that of the United States, measured in absolute dollar terms and not purchase power parity, around 2035, while India will do the same by 2042. Goldman expects the Indian economy to grow at 8 percent a year till 2020, higher than the 5.7 percent rate it predicted in 2003. Thus Goldman forecasts that India’s economy, in absolute dollar terms, will overtake those of Italy, France and the UK by 2017. It will overtake Germany’s in 12 years and Japan’s in 18.

Goldman is of course not alone with its upbeat projections about China, India and the other emerging economies. In its most recent review of the world economy (16 September 2006), titled The New Titans, The Economist contends that "China, India and other developing countries are set to give the world economy its biggest boost in the whole of history”:

Emerging countries are looming larger in the world economy by a wide range of measures. Their share of world exports has jumped to 43%, from 20% in 1970. They consume over half of the world's energy and have accounted for four-fifths of the growth in oil demand in the past five years. They also hold 70% of the world's foreign-exchange reserves…

Perhaps some of these countries should be called re-emerging economies, because they are regaining their former eminence. Until the late 19th century, China and India were the world's two biggest economies. Before the steam engine and the power loom gave Britain its industrial lead, today's emerging economies 









Contd 2

dominated world output. Estimates by Angus Maddison, an economic historian, suggest that in the 18 centuries up to 1820 these economies produced, on average, 80% of world GDP. But they were left behind by Europe's technological revolution and the first wave of globalisation…

Now they are on the rebound. In the past five years, their annual growth has averaged almost 7%, its fastest pace in recorded history and well above the 2.3% growth in rich economies. The International Monetary Fund forecasts that in the next five years emerging economies will grow at an average of 6.8% a year, whereas the developed economies will notch up only 2.7%. If both groups continued in this way, in 20 years' time emerging economies would account for two-thirds of global output (at purchasing-power parity). 

The Economist Survey of course has the usual caveat: ‘Extrapolation is always risky’. 

Goldman's report also alerts: 'History illustrates that any kind of long term projection is subjected to a great deal of uncertainty'. Please offer your considered views on the forecasts. 

Best Wishes

------------------------------------------------------------------------------------------------------------

GOVERNANCE  & GLOBALIZATION

END-TERM EXAMINATION [2006]

Closed books & note-books

Duration: 1.5 hours
The Economist's latest report on the world economy (24 Sep 2005) revolves around an observation of Mr. Ben Bernanke - a former Princeton professor and a governor of America's central bank, now chairman of Mr. Bush's Council of Economic Advisers - that “the world might be suffering from a 'global saving glut'”. The report concludes that the situation “could end in a global recession, rampant protectionism, and even a disastrous financial crash”, but it gets into a tangle trying to explain the phenomenon:

At first sight, the idea of a 'saving glut' - an excess of saving over investment - seems odd. According to the economics textbooks, saving and investment are always equal. People cannot save without investing their money somewhere, and they cannot invest without using somebody's savings. Saving and investment are two sides of the same coin.

And indeed that is true for the world as a whole, but it is not true for individual countries. Capital can flow across borders, so the amount an individual country saves does not have to be the same as the amount it invests. The difference between the two is the amount borrowed from or lent to foreigners; this is called the current-account deficit or surplus. If a country's current-account surplus rises, it means that either its saving has increased or its investment has fallen, or both. Either way, that country has generated an excess of saving which it has exported.

Moreover, whereas it is true that at a global level saving must equal investment, the fact that saving and investment end up in balance does not mean that millions of households and individuals spontaneously desire to save and invest in equal measure. To use the language of economics, saving and investment are an 'ex-post' identity, but the world's 'ex-ante' appetite to save and invest may well be out of balance. Actual saving and investment must be equal. Desired saving and investment may not be.

Most of the time, mismatches between the desired levels of saving and investment are brought into line fairly easily through the interest-rate mechanism. If people's desire to save exceeds their desire to invest, interest rates will fall so that the incentive to save goes down and the willingness to invest goes up. Across borders, exchange rates have a similar effect. If a country has a saving deficit, its currency will fall to the point where its assets are cheap enough to lure foreign savings in.

But there is some uncertainty about how smoothly these adjustments are made. Classical economic theory suggests that interest rates automatically bring saving and investment into a productive balance. The central principle of Keynesianism, however, is that this alignment between saving and investment is not always automatic, and that a misalignment can have serious consequences.

The report also notes: “Economists reckoned that globalization would lead to a shortage of capital ... as millions of Indian and Chinese workers were absorbed into the world economy. If Mr. Bernanke is right, all this needs re-examining.” 

Please examine the issues carefully. Among other things you may like to explore: How to indeed make sense of this phenomenon of a 'global saving glut'? What could be the likely prospects and options for India? What may be some of the implications for global firms? For India Inc.? 

With best wishes
------------------------------------------------------------------------------------------------------------

GOVERNANCE  & GLOBALIZATION

END TERM  EXAMINATION [2005]

Closed books & note-books

Duration : 1.5 hours
1. Neeraj Kaushal, Professor at Columbia University, in one of his regular columns (23 November 2004) in The Economic Times (ET) notes that the dollar “has depreciated by 15% against a broad basket of currencies since 2002. That means the value of foreign reserves held in dollars by foreign countries have declined by 15%. If the dollar devalues by 20% as some analysts have predicted, the value their current foreign reserves in dollars will decline by the same proportion. The rest of the world pays for the profligacy of the US government and its people. As far as the rest of the world is concerned dollar depreciation is like a default.” The US has an external debt of $2.6 trillion, which is equal to 23% of the country’s national income. It has a current account deficit of $600 billion. According to estimates by analysts at Goldman Sachs, the US net foreign liabilities as a proportion of GDP would increase to 60% in the next 15 years, even if its current account deficit stabilises at 5%. “Can the rest of the world bear such a burden?” asks Kaushal. Raising a similar concern, J Bradford Delong, Professor at Berkeley and another regular columnist at ET writes on 15 December 2004: “former chairman of the US Federal Reserve Paul Volcker sees the US as so macro-economically vulnerable as to be running a 75% chance of a full-fledged dollar crisis over the nest several years.” What is panicking central bankers around the world is that the US government is not cutting down its fiscal deficit or following policies which would increase public savings. For instance, as Kaushal notes “US Congress has recently raised government’s borrowing limit by $800 billion last week!” Kaushal concludes asking, “will it lead to the collapse of the current financial system?”

Please explore the underlying issues and concerns.

2. Business Week (20 December 2004) has a lead story on the global shake-out awaiting the textile industry when, starting 1 January 2005, “three decades of quotas on US and European textiles and apparel imports will become history”. The quota regime had enjoined upon the US and European companies to allocate procurement to the poorest countries in the world. Now the companies would be “free to source from the cheapest suppliers”. China and India would be among the principal beneficiaries, according to Business Week. For instance, India’s Textiles Minister Shankarsinh Vaghela has informed the Rajya Sabha on 15 December 2004 that India will try to more than double textile exports from the present level of 13 billion dollars annually to between 26 and 30 billion dollars annually in the next two years. Business Week notes that poor nations in Asia, Africa and Central America would be the worst affected. The WTO itself has warned that as many as 27 million jobs could be lost as a result of liberalisation in the textile industry. For example in Bangladesh textiles account for almost 85% of the country's exports and the industry employs around 1.5 million people.

"International trade must not be governed by a 'race to the bottom' that pitches one set of poor people against another," Mr Pendleton, a UK based trade policy expert. What may be the systemic reasons for this trend?

3. The expansion plans of Air Deccan, India's first budget airline, have received prominent coverage from the media. For instance, on 14 December 2004, business newspapers worldwide have noted that five leading international banks, Calyon, Grindlays, Barclays, HSBC and Stanchart would be part of a “race” in Paris later in the week, where an Air Deccan team would decide who might fund the expansion plan. In an earlier report, Reuter has noted that Air Deccan is hoping to repeat the success of European budget airlines and to compete with India's railways. “Rising wealth is boosting demand for air travel between Indian cities. Air Deccan's strategy depends on offering cheap tickets, with some fares as low as 500 rupees ($11; £6).” Meanwhile, ASEAN airlines have been in news in recent months where on some routes ticket prices have been slashed to lower than the cost for a hair cut or a modest restaurant meal. Indonesia’s Jatayu Airlines operations manager says "People here in Indonesia are always travelling using the cheapest price of transportation, for example the ferry or bus. So now the price of airlines is close to that price in the ferry or bus transportation. So that's why people are now changing to the airline". 

Please explore the likely dynamics influencing these developments and their implications.

With Best Wishes

GOVERNANCE  & GLOBALIZATION

END TERM  EXAMINATION [2004]

Closed books & note-books

Duration : 2 hours

1. Since 1965, well before the expression “corporate governance” gained circulation, Warren Buffett, one of two wealthiest persons on the planet, according to Fortune, and partner in managing Berkshire Hathaway along with Charlie Munger, has been writing candid annual letters to their company’s shareholders. Buffett’s letter to shareholders this year has drawn even wider attention than the usual. He specifically talked about the dangers of the financial derivatives business, which Fortune carried in its issue of 3 March 2003, a week before it was to officially appear at berkshirehathaway.com. Using uncharacteristically strong language, Buffett claimed that “derivatives are financial weapons of mass destruction”. Many people argue that derivatives reduce systemic problems. Buffett grants that on a micro level, what they say is often true. Yet “the macro picture is dangerous and getting more so. Large amounts of risk, particularly credit risk, have become concentrated in the hands of relatively few derivatives dealers, who in addition trade extensively with one another. The troubles of one could quickly infect the others. On top of that, these dealers are owed huge amounts by nondealer counterparties. Some of these counterparties, as I've mentioned, are linked in ways that could cause them to contemporaneously run into a problem because of a single event (such as the implosion of the telecom industry or the precipitous decline in the value of merchant power projects). Linkage, when it suddenly surfaces, can trigger serious systemic problems.” He adds that “even experienced investors and analysts encounter major problems in analyzing the financial condition of firms that are heavily involved with derivatives contracts.” Buffett and his partner are of course regarded as among the most successful investors ever. “When Charlie and I finish reading the long footnotes detailing the derivatives activities of major banks, the only thing we understand is that we don't understand how much risk the institution is running… Central banks and governments have so far found no effective way to control, or even monitor, the risks posed by these contracts.” 

Buffett gives no estimate of the total volume of the derivative business, and indeed an exact estimate is difficult. But an approximate number may be $250 trillion. From most accounts it is growing rather rapidly. Buffett himself in the same article states with some resignation, “the derivatives genie is now well out of the bottle, and these instruments will almost certainly multiply in variety and number”. What could be the systemic reasons? What may be some of the implications?

2. In a syndicated column carried by The Economic Times, 3 December 2003, on its editorial page, Jeffry Sachs, the development economist, contrasts, with some regret, the official US military budget this year of $450 billion with the $15 billion that the US has pledged “to overcome global poverty, global environmental degradations, and global diseases”. Sachs specializes on the Third World, and is presently the Director of the Earth Institute at Columbia University, New York. “In other words”, he contends, “US foreign policy spending is 30 times more focused on the military than on building global prosperity, global public health, and a sustainable environment.” Sachs points out that while “3000 innocent people died in the US on September 11, 2001, in Africa 8000 innocent children die every day from malaria. Yet malaria is preventable and treatable.” He reasons that if “the US really wants to undercut terrorism, it must recognize the interconnectedness of extremism, poverty, and environmental degradation, and it will need to understand the struggles for survival that are underway among the poor everywhere.”

Very few may have any difference with Sachs’ humane concerns. What may be the systemic pressures towards the other direction?

3. Futurists have since long debated the prospect of creating genetically improved humans. Physicist Stephen Hawking, for instance, suggests “we should follow this road if we want biological systems to remain superior to electronic ones… In contrast with our intellect, computers double their performance every 18 months”. Late last year the world was informed about a significant step towards such a genetically engineered future when Reuters, Washington reported (16 December 2003, also noted in The Economic Times, the next day) that researchers at Advanced Cell Technology (ACT), a company in Massachusetts, have cloned a human embryo “to the 16-cell stage”, thus bettering the previous results, reported in late 2001, “in which they used cloning technology to create a human embryo that grew to the six-cell stage”. The article noted that though “sheep, cattle and pigs have all been cloned” in recent years, critics had wondered whether it would ever work with humans. Dr. Robert Lanza, ACT medical director, said the new results “suggest they were successful”. Last week Dr. Hwang, 51, and Dr. Moon, 56, faculty members at Seoul National University in South Korea, have announced at a meeting of the American Association for the Advancement of Science that they have created about 30 human embryo clones which are even more advanced than ACT’s and have also extracted, for the first time ever, cloned human stem cells from them (The New York Times, 13 February 2004). Stem cells are nature’s master cells which have the potential to develop into any kind of cell or tissue in the body.

Please explore the varied implications of such a development.

4. Unlike most parts of the world, the Indian tyre market has been growing at a healthy rate of 12-15 per cent. But now that seems to be changing. The Economic Times reported last week (10 February, 2004) “tyre demand has now plateaued”. Since September 2003 the Indian tyre industry is estimated to have accumulated unsold inventories worth Rs. 4.5 billion, which works out to be “15% of net sales of top five tyre companies during the period”. “It’s time for consolidation in the Rs.100 billion Indian tyre industry”, notes a report in The Indian Express (13 December 2003), following the announcement by Apollo Tyres about its strategic alliance with Michelin of France. In most parts of the developing world, industry analysts say, local tyre industry has been reduced to the tier-2 level, where it engages in contract manufacture using offtake branding agreements, rather than ply its own brands. The world’s big four — Michelin, Goodyear, Pirelli and Bridgestone — prefer to work alone in many instances. So often they enter emerging markets, swallow up equity in companies and hire existing local players to manufacture for them, instead of themselves. D Ravindran, director general, Automotive Tyre Manufacturers Association (Atma) says: “The industry will change in four fundamental ways. Uneconomic firms will close down, smaller tyre makers will take on full-time contract manufacture, the market will necessarily consolidate with more mergers, and there could be an increase in technical alliances.” Small companies are soon likely to be weeded out, feel the analysts. “Market forces will determine the pace of consolidation”, is the common view.

Many influential thinkers, following the early genius of Adam Smith (1776), have justifiable pointed out the elegance of the market mechanism where the “invisible hand” tirelessly (no pun intended there) guides a large array of buyers and suppliers to equilibrium. David Korten, using the terminology of cybernetics, appropriately connects this to the stabilizing influence of “negative feedback”, which is common in many other well-governed systems as well. Yet the scenario the analysts are visualizing for the Indian tyre industry is both reasonable and realistic. Indeed the pattern recurs across industries, whether national or global. How might one reconcile the two reasonings?

5. A recent New York Times article (15 December 2003) on India reports about outsourcing of a very different kind than the much discussed BPOs. These are leading US technological companies which have located their cutting edge R&D centers in India, peopled by engineers from India. The article calls India, a “High-Tech Outpost for U.S. Patents”. It says that “the work of these engineers is generating significant amounts of intellectual property for American companies like Cisco System, General Electric, I.B.M., Intel, Motorola and Texas Instruments - whose various Indian units have filed more than 1,000 patent applications with the United States Patent and Trademark Office. Some applications, with patents already granted, date to the early 1990's. But most applications from India have been filed in the last two years and still await decisions by the patent examiners in Washington.” The article goes on to offer numerous examples: “It was the company's Indian design center that made a central contribution to the chip Texas Instruments announced the development of this month. That chip is one of the world's fastest for converting analog signals, like the human voice, into digital signals that can be transmitted as data on computer networks.” Similarly, in a Bangalore plant for Intel, the world's largest chip maker, “Ajith Prasad and 20 other engineers are designing and developing chips that they hope will power new types of high-speed broadband wireless technology within the radius of a home or an office in the next few years. ‘This is technology of the future,’ Mr. Prasad said. ‘Even the standards are still being written’.” The article notes that “India's technology talent pool is wider than software and chip development”. For example, in General Electric's John F. Welch Technology Center, in a Bangalore suburb, “1,800 engineers with backgrounds in fields like mechanical engineering and polymer science are at work on products as diverse as aircraft engines, power and transport systems, and plastics. They are part of a global G.E. research team”. 

It is unusual for companies, even transnationals, to locate high-tech R&D centers outside the parent country, and for good reasons too. How to explain this trend? What may some of the implications be?

With best wishes

GOVERNANCE  & GLOBALIZATION

END TERM  EXAMINATION [2003]

Duration : 2 hours
1. While assessing the severe indictment of India’s stock market regulatory bodies by the Joint Parliamentary Committee, headlined recently (20 Dec 2002) in all national newspapers, it may be useful to note the unfolding reality in the US where the chairmen of both the SEC and the accounting board had to resign in ignominy last November. In an article titled “Can a Bloodied S.E.C. Dust Itself Off Now and Get Moving?” The New York Times (16 Dec 2002) lists the severe governance crises in these regulatory bodies that have come to the fore as a result of “the past year's corporate scandals”. It cites Ronald J. Gilson, a corporate and securities expert who teaches at the law schools at Columbia and Stanford universities: "It was the simultaneous failure in every market and governance area that we all rely on.” More recently (3 Feb 2003), in an exasperated editorial, Business Week notes that “even after Enron, WorldCom, and Tyco” and the resignations of the two oversight chiefs, “the SEC softened proposed rules on banning firms that did audits from also offering tax services, including on tax shelters, to the same client. It eased rules requiring rotation of auditors. And it backed off from insisting accounting firms break out specific fees that companies pay for their services, which would have provided more transparency. At a time of economic uncertainty, rising geopolitical risks, and public jitters, this was an appalling showing that reflects poorly on the Bush Administration.”

What may be the systemic reasons for such failures?

2. Even as the global community is agog about the reasons for the looming war against Iraq – it was cited as one of the two foremost concerns at last month’s Davos meet of the World Economic Forum, the other being the state of the US economy – Joseph Stiglitz, 2001 Economics Nobel and a keen commentator on global dynamics, has raised issues about a recently concluded trade agreement between the governments of the US and Chile which, he claims, “broke new ground – in the wrong direction”. In a syndicated article published in business and financial newspapers all over the world (including The Economic Times, 12 February 2003), Stiglitz writes: “Particularly ironic was the provision designed to restrict Chile’s use of capital controls for short-term speculative capital flows. Chile used these measures efficiently and effectively during the first part of the 1990s… During this period of restrictions on capital flows, Chile grew rapidly, by 7% per year on average. More importantly, capital restrictions meant that when Latin America was sent into recession and depression later in the decade, as speculative capital fled most Latin American countries, Chile was largely spared… Moreover, countries with heavy short-term indebtedness risk their political autonomy. Markets may raise interest rates to exorbitant levels, threatening to bankrupt the country unless the people choose a leader more to the financial community’s liking. The recent scare in Brazil before President Lula’s election is a good example of this.”

Unequal trade agreements between unequal countries are not uncommon. What make this recent agreement rather unique?

3. In a recent verdict (Dec 2002) widely noted by the global media, a US Judge slashed the $28 billion punitive damages awarded by a jury against the cigarette company Philip Morris, to $28 million. The jury award was the largest ever in history against a company. Judge Warren L. Ettinger however said he completely agreed with the jury’s indictment. “During the course of this trial … world famous experts established that it had been known since the 1950s that cigarette smoke caused lung cancer; that nicotine was a highly addictive drug; and that executives of Philip Morris were aware of these facts” Ettinger wrote. Despite that, he said, it wasn't until 1999 that Philip Morris “admitted cigarettes were a cause of lung cancer and other diseases.” Stock prices of Philip Morris rose 1.67 percent after the slashed award was declared. 

Why has the tobacco industry been so important for the global economy? What are the governance related implications?

4. Genetic engineering could be used to prevent human intelligence being overtaken by that of computers, the famed British physicist, Stephen Hawking, said in an interview a year ago, that has been widely noted and often cited, including by The Economic Times. Targeted genetic changes could increase the complexity of DNA and “improve” human beings, Hawking said. He conceded that it would be a long process, “but we should follow this road if we want biological systems to remain superior to electronic ones… In contrast with our intellect, computers double their performance every 18 months… So the danger is real that they could develop intelligence and take over the world. We must develop as quickly as possible technologies that make possible a direct connection between brain and computer, so that artificial brains contribute to human intelligence rather than opposing it,” he said. Hawking, the author of the best-selling, “A Brief History of Time”, holds a prestigious Cambridge University chair once held by Isaac Newton.

Please examine Hawking’s contention.

5. McDonald’s  Corporation posted its first ever quarterly loss in its 47-year history, despite a change in the top management and “after cutting jobs and closing outlets, as sales at the world’s largest restaurant deteriorated in the saturated US fast-food market.” (Reuters, Dec 2002). This follows a fall in profits in seven of the last eight quarters. Analysts say the loss is a sign that the company’s new discounting strategy is not working. Meanwhile, Burger King Corp., a major competitor, was sold for $1.5 billion to Texas Pacific, a leveraged buy-out company. The price was about a third less than an earlier deal of $2.26 billion, just one month ago. The fall in valuation stems from concerns about profits after McDonald’s implemented its new discounting strategy and began selling two of its most popular sandwiches for $1each.

Please explore the governance related issues in such developments.

6. In a famous paper published in 1937 – and largely responsible for his winning the 1991 Economics Nobel – Ronald H. Coase posed the question why firms exist at all. Because firms need to be consciously governed, involving high costs, whereas markets are governed through the self-regulating mechanism of the price system. The  “rediscovery of Coase” since the 1970s led to the school of Transactions Costs Economics (TCE) which uses it to explain the existence and proliferation of firms, and indeed, “much of economic and even social life”. TCE has cogently argued that under certain conditions, firms may involve lower governance costs than markets. 

What may be other, and perhaps even more compelling reason(s) for the existence and proliferation of firms? 

With Best Wishes

-----------------------------------------------------------------------------------------------
GOVERNANCE  & GLOBALIZATION

END TERM  EXAMINATION [2002]

Duration : 2 hours
George Soros, the founder-head of the eponymous Soros Fund Management, has acquired the status of a living legend in global economic affairs. Articles with titles such as "When Soros Speaks, World Markets Listen" have been common for more than a decade in the world's most influential publications, like the New York Times. Soros, an alumnus of the London School of Economics, is also a writer-theoretician around his practice. His recent and arguably the most ambitious work, The Crisis of Global Capitalism, is squarely in the area of globalization and the serious governance challenges that it poses. 

Readers keen to know about the deeper dynamics of the world economy from one of its most successful - and perhaps also knowledgeable - players, may initially be intrigued to find a discourse on an abstract, philosophical idea, viz., "reflexivity". Dictionaries define the noun as, "being directed or turned back on itself". 

Soros says at the very outset that: "One of the main purposes of this book is to convince the reader" that though such an abstract idea "may seem very far removed from the everyday world of politics and finance", it actually goes "to the heart of the real world of affairs". He argues that "social constructs in general and financial markets in particular are inherently unpredictable", owing to reflexivity. The essence of his argument, in his own words, is as follows:  

Everyone realizes that economic analysis does not have the same universal validity as the physical sciences. But the most important reason for the failure of economic analysis - and for the inevitable instability of all social and political institutions that assume the absolute validity of market economics - is not properly understood. The failures of economics are not simply due to our imperfect understanding of economic theory or to a lack of adequate statistics. These problems could in principle be remedied by better research. But economic analysis, and the free-market ideology that it supports, are subverted by a far more fundamental and irredeemable flaw. Economic and social events, unlike the events that preoccupy physicists and chemists, involve thinking participants. And thinking participants can change the rules of economic and social systems by virtue of their own ideas about these rules. 

Soros emphatically argues that it is because of this problem of reflexivity that "the market system, like every other human arrangement is fundamentally flawed. This conviction lies at the foundation of this book's entire analysis, as well as of my personal philosophy and of my fund's financial success".

Please do a comprehensive examination of Soros' reasoning.

With best wishes

------------------------------------------------------------------------------------------------------
GOVERNANCE  & GLOBALIZATION

END TERM  EXAMINATION [2001]

Duration : 2.5 hours
1.  The first editorial of  this Monday's (12 February 2001) Economic Times, with the catchy title "Jekyll & Hyde Economy", went as follows: "The disjunction is telling. On the one hand, industrial growth has decelerated and declined to the low single digits. On the other hand, corporate results show buoyant bottom line growth and quite a surge in profits. What explains the seeming Jekyll and Hyde syndrome?". The editorial offers an interesting explanation and then concludes with the comforting note: "Contrary to widespread belief, therefore, the old economy is alive and kicking. The only difference is that globalisation is separating the men from the boys."

Indeed, what could be the reasons for the Jekyll & Hyde disjunction? To what extent could these reasons be generalized to other economies and with what implications on global governance?

2.  Last fortnight (29 January 2001), international media carried a report that the world trade organization (WTO) faces "a make or break situation" in its effort to safeguard the future of the multi-lateral trading system, especially "with the threat of protectionism and a splintering of the global economy into rival trading blocs". Though Mike Moore, the present director general of the WTO, remains optimistic, his three immediate predecessors - Renato Ruggiero, Peter Sutherland and Arthur Dunkel - in a rare joint statement, said: "We see danger in the present situation. We consider it is time for political and business leaders to pay attention to that danger and make the development of an adequate response a priority. Lack of attention will mean continued drift and, ultimately, increased difficulty in reinvigorating an effective, rules based system". Pascal Lamy, the EU's trade commissioner, has also recently referred to "a growing fashion for regional trade agreements". South African trade minister Alec Erwin has called the situation: "The law of the jungle in trade", adding that it is "very dangerous for weak countries."

Why are regional trade agreements being preferred to the WTO? Why do the three former WTO chiefs and others find that dangerous?

3.  Typical of the scenario in many established global industries is the news, last week (8 February 2001), saying "WorldCom Inc. has reported that its earnings fell 44 percent in the fourth quarter, hurt as were its top rivals, AT&T and Sprint, by a consumer long-distance pricing battle". Drake Johnstone, an analyst at Davenport & Company, fears that "competition could intensify" further. Since late January, Wall Street has been expecting WorldCom to lay off more than 10,000 employees to cut costs. WorldCom did not discuss layoffs, although in a statement the company alluded to its intention "to manage the group for cash profitability".

Please explore the governance related dilemmas in such developments.

4.  The leading editorial of the latest issue of Business Week (12 February 2001) goes as follows:  "It is now clear that the U.S. may now be entering its first New Economy recession. The onset has been sudden and severe and the end is by no means in sight… But this business cycle is very different from previous ones … Economic growth over the past decade has been propelled by corporate spending for information technologies. Such IT spending boosted productivity even while it provided jobs for millions of tech workers. But in the fourth quarter of 2000, capital investment in equipment and software actually dropped at a 4.7% rate, after years of double-digit increases."

The editorial then cautions: "Washington should be aware that the new technologies hold the power to speed the economic decline". What could be the reasons?

5.  The following excerpts convey the main reasoning of a well-noted article "Securities: The New Wealth Machine", published in the influential journal Foreign Policy (1996, Fall):  Securitization - the issuance of high-quality bonds and stocks - has become the most powerful engine of wealth creation in today's world economy…. It has broadened the market for income-producing assets by separating ownership from management and is creating wealth rapidly. Historically, manufacturing, exporting and direct investment produced prosperity through income creation. Wealth was created when a portion of income was diverted from consumption into investment in buildings, machinery, and technological change. Societies accumulated wealth slowly over generations. Now many societies, and indeed the entire world, have learned how to create wealth directly. The new approach requires that a state find ways to increase the market value of its stocks of productive assets. … Wealth is also created when money, foreign or domestic, flows into the capital market of a country and raises the value of its quoted securities. Nowadays, wealth is created when the managers of a business enterprise give high priority to rewarding the shareholding and bondholders. The greater the rewards, the more the shares and bonds are likely to be worth in the financial markets. 

What may be the governance challenges with such a wondrous new wealth machine?

6.  Hewlett-Packard CEO Carly Fiorina, facing sales growth stalls and stock near its 52-week low, shared her thoughts last fortnight with Fortune (5 February 2001) on HP's desire towards "more than just short-term fixes". It is an example of a new trend some are calling B2-4B 'business to four billion', referring to the number of humans who are outside the global market.  HP executives insist the program "is not primarily philanthropy but creating a sustainable business model around products that raise the standard of living." Fortune comments: "At last, a so-called global corporation is facing up to what much of the world really is: a place of abject poverty." They also cite corporate strategy expert, C. K.Prahalad - who sees such Third World efforts as increasingly necessary for all multinationals - saying, "because of HP, it now becomes a legitimate subject of senior management discussion."

What could be the design considerations that would inform a program like B2-4B?

7.  Many renowned experts, such as, Janet Dine (Corporate Governance) or George Soros (Financial Markets) point out that while the problem of governance has historically been a challenge for humans, it has reached rather acute proportions with globalization. Why might this surprise a hypothetical Cybernetician from Outer Space (COS) - such as the one whom Nobel laureate Jacques Monod invokes in his famous inquiries into what distinguishes living beings from other objects? What could be the bases for the COS to in fact expect that with globalization, in principle, the problem of governance for humans could be completely and most satisfactorily resolved?

With best wishes


