
W
ITH the market fireworks of
early this year now fizzling
like bottle rockets on a damp
day, many investors are won-
dering how the environment

changed so suddenly. After all, the widespread
expectation at the start of the year was that ral-
lies in most asset classes from stocks to commod-
ities would continue for a while longer on the
back of a recovering global economy. Policy-
makers were hailed for saving the world from a
Great Depression redux through their stimulus
efforts. However, the realisation that all the
money injected into the system has not neces-
sarily found the right home is now spreading
from Beijing to Washington.

In emerging markets such as China and India,
economic growth has indeed rapidly returned to
trend but inflation is resurfacing much too early
in the economic cycle. Meanwhile, in developed
countries such as the US, frustration is growing
over the rather mediocre recovery that is only
benefiting a privileged few despite the explosion
in government spending.

Cracks in the Keynesian script of stimulating
your way back to prosperity have been widening
over the past months. An extraordinary jump in
prices of commodities from oil to copper in the
face of rising inventories was a major troubling
sign. The sharp appreciation in commodity pric-
es began well before the global recession ended
in the second quarter of 2009 due to a surge in
paper rather than physical demand. Financial
investors poured more than $50 billion into
commodity funds in 2009 — more than three
times the average annual pace in the 2003-07
boom years — spurred on by excess liquidity in
the system and due to a loss of confidence in pa-
per money, preferring ‘hard assets’ instead.

The rise in commodity prices is self-limiting
beyond a point, as it damages global economic
growth. Oil and food prices typically do not in-
crease meaningfully at the early stages of an eco-
nomic upturn because enough excess capacity
from the previous cycle satisfies incipient
changes in demand. This allows inflation to re-
main low and central banks to maintain an ac-
commodative monetary policy stance. In the
current cycle, commodity price-led inflation is
forcing many emerging market central banks to
tighten monetary policy prematurely. It is no co-
incidence that the selloff in financial markets
began following China’s decision to raise the re-
serve requirements on its banks in mid-January.

Market bulls argue that it took a similar action
in early 2004 and after a few months of volatility,
the Chinese and the global economy were again
firing on all cylinders. They forget, however, that
the global economy was on a much stronger foot-
ing then. In fact, a surge in exports boosted Chi-
na’s growth later in 2004 even as domestic de-
mand took a while to recover from the monetary
tightening. This time around, the world is look-
ing for China’s import demand to be the saviour.

Furthermore, inflation was not an issue in
2004 in many other emerging markets as com-
modity prices had not risen so violently. Oil was
trading below $50 a barrel and food prices out-
side China were stable for much of that year.
Many economic observers overlook the fact that
at $75 a barrel, oil is back to where it was at the
peak of global industrial activity in October
2007; the price of oil has made its way back up

more due to liquidity-driven speculative fervour
rather than genuine demand.

Apart from being inflationary, higher oil prices
are a tax on growth. Estimates show that every
$10 increase in the price of oil shaves off 0.3%
from US GDP growth. As most models put the fair
price of oil closer to $50 a barrel — given the pre-
vailing trend in consumption and inventories —
the current $25 ‘liquidity’ premium is cutting a
percentage point from US growth. While higher
oil prices are not on their own a burning issue in
the US today, they add to the angst of the average
consumer who is anyway worked up by the shal-
low recovery that all the stimulus has achieved,
with overall unemployment still close to 10%
and wages unchanged.

As a result, a near-revolt is underway against
the stimulus policies in the US. One of the main
reasons why George W Bush lost the support of
a part of his Republican base as well as some in-

dependent voters in his second term was due to
his failure to rein in government spending. At
40% of GDP by 2008, total US government
spending as a share of the economy was at its
highest level in post-war history. The anger
against the rise in government spending has
spread further under the Obama administra-
tion, with his $800-billion stimulus package on-
ly adding to the mounting debt load without
yielding any real widespread benefits.

One of the less-understood aspects of the fiscal
and monetary stimulus is that it ends up protect-
ing the inefficient and well-connected players
instead of ushering in renewed vigour in the
economy. Some sort of a Darwinian flush is nec-
essary after a long boom to clear the ground for a
fresh crop to emerge. Capitalism draws its dyna-
mism from a natural clearing mechanism. Al-
lowing boom-bust cycles to play out served the
US economy well during the downturns in the
19th century; it emerged stronger each time with

no government intervention.
However, the faith in the purging power of the

market went too far in the 1930s, when the poli-
cy mix of tight money and high taxes remained in
place well after the excesses had been wrung out
of the system. The result was the Great Depres-
sion. Parallels drawn to the 1930s following the
2008 meltdown brought on the impulsive reac-
tion by policymakers to do everything possible to
bail out the economy. In doing so, they may have
swung to the other extreme by not allowing a
cleaning of the rot and legitimising a part of the
preceding debt binge. Research from the firm
Ned Davis shows that it has taken over $5 of debt
to produce one dollar of US GDP over the past
decade compared with $3 in the 1980s and 1990s
and an even smaller $1.50 on average in the
1950-80 period.

Japan too tried to prop up its economy through
massive fiscal spending and various bailout pack-

ages over the past two decades following the end
of the 1980s debt-financed boom. That led to an
increased share of the government in the econo-
my and an associated decline in productivity. The
US was headed for the same fate but the one key
difference could be that the US is by nature less of
a socialist society than Japan or Europe and does
not like too big a role for the government.

The message the US electorate has started
sending to the incumbents in Washington is that
it has had enough with all the wasteful govern-
ment spending and will lean toward candidates
more focused on fiscal rectitude and smaller gov-
ernment. This was evident in last month’s sur-
prise election victory of Republican candidate
Scott Brown as the senator from the traditional
Democrat preserve of Massachusetts.

Two-thirds of US voters think the stimulus
spending is ineffective, according to opinion polls.
Small businesses, which employ nearly 60% of
the US workforce, say they are not hiring new
workers amid concerns over a hike in taxes in the
future to finance the mounting debt load. The de-
clining popularity of the Obama administration is
mainly because he is coming across as an old-fash-
ioned, big government liberal.

When the global economy was in crisis, poli-
cymakers could easily justify all the proactive
government action as necessary measures to
stave off a complete collapse. Now that it has sta-
bilised, attention has turned to the effectiveness
of the stimulus. Unfortunately, the negative as-
pects are surfacing: ranging from commodity
price inflation in emerging markets to the lack of
a big bang for the enormous bucks spent in the
developed world. A withdrawal of the stimulus
may lead to some fresh pain in the short term,
with the latest global market selloff reflecting
that risk. But it could well clear the deck for a
more sustainable, inclusive and organic upturn
to materialise in the medium-to-long term.

(The author is head of emerging markets at
Morgan Stanley Investment Management)
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Decade Change In

Date Range
Debt
($ B)

GDP
($ B)

Debt/
GDP

1949-1959 337.6 248.0 1.36
1959-1969 752.1 491.4 1.53
1969-1979 2,785.2 1,655.9 1.68
1979-1989 8,563.7 2,923.8 2.93
1989-1999 12,565.7 3,935.2 3.19
1999-2008 26,390.5 4,893.3 5.39

Source: Ned Davis Research
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PERHAPS the only major trend I managed to identify from the talkfest at
Davos is that, well, the economic model that countries like the US and
UK have been using all these years is broke. It’s not the banks, it’s not the

stimulus — it’s the dumb question I’ve been asking from day one here. What
do people do for a living, other than banking and buying houses?

Okay, so China’s economic model, as some insist, is just a trigger away from
implosion, but they can fix it, any day the bosses wake up and decide to do so.
China, says everyone, including George Soros, is too dependent on the US de-
mand, and has hoarded up those huge reserves at the cost of their own people,
and allowing their own people to consume more. Their currency is artificially
kept low so that exports flourish.

Hmmm. Well, I don’t know enough about the internal Chinese economy to
tell. What I do know is that it’s nice to be in totalitarian control, you can speed
on the private lane and know you can slam the brakes when you like, and it’ll
work. They can revalue the currency, throw money into their poorer regions
instead of buying US or European sovereign debt, or do whatever. Which is
pretty much what they’ve said they’ll do, but not because Soros or Sarkozy is
telling them to.

Now the Anglo-Saxon economies — just this week, George Osborne, by all
accounts due to be Britain’s next chancellor, insisted that he was going to work
on an economic model driven by long-term investments and savings, and a
private sector driven by exports and enterprise. The Labour — don’t blame
Gordon Brown again, everybody did it — model led to an overblown banking
sector, unsustainable consumer borrowing and a housing bubble, he said.

Well, finally. If you insist on keeping income growth down, for fear of infla-
tion or interest rates crawling over low single digits, depend on financial ser-
vices to generate all the available wealth — which, like chips in a casino, are
notional and can evaporate at the drop of a Lehman, gobble up most available
areas of enterprise through the state — where does the real growth, the job
creation, the entrepreneurship etc come from? If your private sector compa-
nies depend on, as one disgusted social entrepreneur told me, the 400th kind
of variation in Nike shoes to drive their revenues and profits, what happens
when your customer can’t buy her 300th variation of sports shoes?

It’s not, as everyone is realising, going to be easy, or fast. It’s going to be ex-
tremely tricky to change the habits of an entire generation, private sector,
public sector, and top managements. Think, for an instance, what it would do
if suddenly we had to totally reinvent the way we work, live, spend, save and
do business, and even think. If suddenly we were told that it’s wrong to study
hard, earn more money, do well, and save for your children’s futures, we
should spend, borrow and get a life, and the government will take care of the
future. That’s what people here have been told for years.

In mature markets, almost all business innovation in the past 15 years has
been to slice out a little-bitty extra variation of an existing, almost full-up sec-
tor. Which is why I now finally get why everyone here is told it’s their patriotic
duty to buy extra bumf at Christmas time, even if they borrow and go bank-
rupt to do it. Business is going to have to start looking at the bottom of the pyra-
mid, even in their own countries, yes, that exists, from the top of exorbitant
cost structures. Tough. But they’re learning fast.

Take this whole jobs issue, more another time, but essentially, businesses
are used to picking up highly-trained, over-specialised recruits at high costs.
They just don’t have the habit, like employers in India do, of grabbing anyone
they can find and training them up on the job — yeah, so they pay much less in
India, the training cost is factored in.

Take, for instance, telecom and mobiles. Spectrum is already bought, sliced
and wrapped up among a few existing players — with high-cost bases. They
compete on tweedledum and tweedledee consumer packages. In contrast, in
places like India, there’s still 3G to come, first-time mobile users, and hey, a
whole lot for industry to look forward to.

So what next? I suspect we’re going to see a lot of action in our parts of the
world. While politicians struggle to bring about a massive societal upheaval,
businesses are going to head straight to emerging markets — easy pickings for
now. For people like me, there’s absolute nothing quite so exciting as to ob-
serve a tectonic shift in society and capitalism, up, close and personal. After a
break though — this space will return in mid-March.

sudeshna.sen@timesgroup.com

Soon: A relaunch
for capitalism
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INDIA is such a land of contrasts that sometimes
one wonders how the different pieces form part of
the same whole. How does the 8%-plus GDP

growth economy coexist with one where little, un-
clothed children sleep in the freezing streets of our
Capital? How do we have a world-beating IT sector liv-
ing side by side with huge amounts of corruption in
our civil society? How do we educate some of the
brightest minds in our IITs and IIMs and yet are not
able to provide basic education to a huge mass of our
children? Why is it that we have some of the richest
people on the planet but yet also the highest number of
malnourished children in the world? How do we as-
pire to be the new global superpower when we live in
some of the worst cities of the world as far as infrastruc-
ture is concerned? How do we claim to be the world’s
biggest democracy when our politicians use every trick
in the book to divide people on the basis of religion or
caste or region?

This contradictory reality makes India a true para-
dox — a country hard to understand, where the future
path is less clear than it should be. While on the one
hand my middle class, nationalistic aspirations would
have me trumpet India’s rise in the world and our
growing influence within it, at the same time, when I
see the results of our elections — where chances of suc-
cess are often directly correlated to the level of corrup-
tion because the corrupt have more largesse to distrib-
ute and where our judicial system is so often powerless
— and the nature of our polity would have me shake
my head in despair. So, who are we really: are we truly
world-beaters, or are we a cold-hearted people not car-
ing much for the suffering of our fellow citizens?

My thesis is that there really are two Indias at work
here. The first is the one that is honest, hard-working,
carries the aspirations of the large mass of Indians, is
proud of the nation and is looking forward to India’s

emergence in the world and is working towards it. I
hate to call it middle-class India but essentially that’s
what it is — in mindset at least it espouses middle-class
values — of wanting a better lifestyle, being consump-
tion-oriented, working hard, carrying the right set of
values, perhaps secular in outlook, not wanting to get
or grant any special discrimination either, still caste ori-
ented — but rapidly losing this vestigial hang-up, and
so on. This India operates above board: it is transparent
and, by and large, follows the rules of the game. It is not
necessarily urban only — the same values drive many
in rural India as well.

Then there is the ‘other’ India — the one that is dri-
ven primarily by self-interest. The motive of this lot of
folks is self-enhancement at all costs. This India be-
lieves in subjugation and exploitation by any handle:
whether it be based on religion or caste or ethnicity, as
long as it perpetuates financial or political interests. It
thinks nothing of flouting rules, does not believe in
growing the pie — and certainly not in sharing it — in-
dulges in corruption on a vast scale, and thrives on the

seamy nexus between business and politics, and poli-
tics and criminals. This India wins plenty of elections
too: taking advantage of the immaturity of our voters,
it gets or doles out large government contracts, mining
leases, land and other public assets at lower than mar-
ket prices — and benefits personally in the bargain.
This is the India where public funds are diverted to line
local pockets at the cost of the poorest and the most dis-
possessed without batting an eyelid. This India oper-
ates alongside the aspirational India, and it does not
have a soul.

There are many who operate seamlessly between

the two Indias — and, in fact, there is a large grey area
between the two Indias and there are those who can
swing either way, and, in fact, often do.

The struggle between the two Indias is in some way
a struggle for India’s soul, and will determine where
we end up as a nation and as a people. As the modern
India grows and the middle class increases in size and
middle class values become more deeply-rooted across
abroader swathe of people, then the chances are that,
over time, this is the India that will become more ro-
bust and stronger. And, in fact, this is the best way out
of our current paradox. More growth, even though it is
highly inequitable right now, will inevitably pull more
people into the ‘aspirational class’. As this happens,
our society will slowly become more open and more
transparent. Our democracy will become more effec-
tive and robust, and the benefits of growth will be
spread more widely through more effective govern-
ment programmes, NGOs that operate in the field, and
a higher level of philanthropic activity on the part of
more giving citizens.

However, there is equally the chance that this
growth is held back by the other backward-driving ele-
ments or, more disturbingly, is held back in the hands
of the few, further concentrating wealth and, along
with it, power. Or that this growth is held back from the
underdeveloped parts of India so much so that divi-
siveness in the country keeps increasing, and dark ar-
eas within the country keep becoming darker.

The statistics say that every year, 1% of India is
pulled above the poverty line. But some 25% of India
— a full 260 million Indians — still eke out their exist-
ence in some fashion or other. It is not only this part of
India that we will let down if we lose the battle for In-
dia’s soul. It is in everybody’s interest to ensure that the
paradox of India is not only resolved over time, but
that it is the aspirational India that is able to impose it-
self on the ‘other’ India. This will only happen if we
have sustained, high-quality 8% growth for many
years, and the quality of our civil society develops at a
rapid and corresponding pace. And this depends on all
of us contributing in our own unique but important
middle-class way — working hard, working honestly
and contributing to society sincerely. Motherhood and
apple pie perhaps, but important nevertheless to the
next and very critical phase of India’s future journey.

(Views are personal)
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