
THE last twenty years have
witnessed the rise of dis-

aggregated “clusters,” “net-
works,” or “ecosystems” of
firms. In these clusters the ac-
tivities of R&D, product de-
sign, production, distribu-
tion, and system integration
may be split up among hun-
dreds or even thousands of
firms.... This paper considers
the pricing behaviour and
profitability of these so-called
modular clusters. In particu-
lar, we investigate a possibili-
ty hinted at in prior work:
that for composite goods, a
vertical pricing externality
operating across comple-
ments can offset horizontal
competition between substi-
tutes. We isolate the offset-
ting price effects and show
how they operate in large (as
well as small) clusters. 

We argue that it is possible
in principle for a modular clus-
ter of firms to mimic the pric-
ing behaviour and profitability
of a vertically integrated mo-
nopoly. We then use our mod-
el to compare open and closed
standards regimes, to under-
stand how commoditisation
affects a cluster, to determine
the relative profits of platform
firms and firms that depend
on the platform, and to assess
the impact of horizontal and
vertical mergers. Our model
highlights a collective action
problem: what is good for an
individual firm is often not
good for the cluster. We specu-
late that this conflict may be a
source of strategic tension in
platform firms. 

A
T A time when it’s easy to de-
spair about the persistent bear
market regime, the line by An-
toine Lavoisier, the father of

modern chemistry, is rather instructive:
“Nothing is lost, everything is trans-
formed.” The history of markets too sug-
gests that no regime lasts forever and
merely evolves over time.

The high-growth, low-inflation bull
market from 2003 to ’07 gave way to a
stagflation-induced bear market late last
year. Now it seems we are entering a low-
growth and declining-inflation regime,
which may not lead to a strong bull mar-
ket rally but should be broadly supportive
of equities, with plenty of value-oriented
investment opportunities around.

Despite all the gloom about how this
time it is different, as the credit-crisis led
downturn is not just of the garden-vari-
ety, the fact is global equities are current-
ly tracking a typical market cycle. A 20%
peak-to-trough decline in the US market
and a 30% fall in emerging markets are
representative of an average bear market. 

In the typical cycle, growth and mo-
mentum stocks usually do well at the lat-
ter stages of an economic expansion and
commodities in particular keep outper-
forming until economic activity cracks de-
cisively. A resulting fall in commodity
prices then takes the heat off inflation and
ends the monetary tightening phase,
which in turn signals the bottom of a bear
market and a new beginning. 

Value strategies usually perform well
during the early stages of a market recov-
ery, while growth and momentum stocks
lag considerably, staying out of vogue for a
long time. Over the past couple of years,
paying attention to valuation metrics
yielded poor results as money kept chasing
momentum strategies. The momentum
bubble started to burst late last year with
the Chinese and Indian equity markets de-
rating on the back of inflation concerns.
However, instead of disappearing, mo-
mentum money got concentrated in the
commodity complex, stretching the rela-
tive outperformance of commodity stocks
to levels never before seen in history. 

While Chinese equity investors for
much of this year have been questioning
the sustainability of the economy’s
growth path in the face of a commodity-
led inflation surge, commodity traders
have been virtually manic about the de-
mand growth in China. The disconnect
between sentiment in commodity-im-
porting equity markets such as China and
the commodity trading pits could obvi-
ously not carry on. In fact, there are many
such disparities still widely present in the
marketplace, which make for some com-
pelling long-term investment opportuni-
ties. History shows that as value factors
start gaining ascendancy, reversion-to-
mean strategies perform well.

For one, it’s amazing to see that in the
emerging market universe, consumer
stocks account for less than 10% of total
market capitalisation while commodity
stocks comprise more than 35%. Such a
large gap is irrational as the source of
growth for both consumer and commodi-
ty-related stocks is theoretically the same
— the so-called insatiable demand of the
emerging market consumer. The last time
a sector represented such a large portion of

the total emerging market capitalisation
was in early 2000 when tech and telecom
companies comprised nearly 40%.

WITH commodity related stories on
one side, almost everything else is

cheaply available. For instance, Turkey’s
stock market is a mere 25% of its econo-
my, smaller in value than leading global oil
companies. Similarly, the stock markets of
many oil-consuming countries are so bad-
ly crushed that they no longer capture the
size of their economies. 

These gaps are bound to close as in-
vestors begin to focus more on value char-
acteristics. To be sure, the commodity bulls
counter that many stocks in that sector are
hardly expensive as they are trading at low
price-to-earnings, or P/E, ratios. The prob-
lem with this argument is that the P/E ra-
tios based on forward earnings are current-
ly misleading as earnings estimates are
predicated on high commodity price fore-
casts. If commodity prices revert to their
marginal cost of production, these stocks
are far from cheap. Furthermore, on many
long-term valuation metrics such as price-
to-book, or P/B ratios and free cash flow,

commodity stocks are already expensive,
partly because they are spending a major
part of their earnings on increasing supply. 

Focusing on P/E ratios turned out to be
a fatal mistake for many investors in US fi-
nancial and home-building stocks. P/E ra-
tios of those stocks never got to seemingly
high levels as the earnings estimates were
inflated due to a mispricing of the underly-
ing assets, with the cost of credit being arti-
ficially low. P/E ratios are a much too sim-
ple and often useless analytical tool in both
bull and bear markets. They underesti-
mate the rerating potential of stocks in an
environment of falling interest rates and
rising growth, and in bear markets they
make stocks look falsely cheap as earnings
growth is consistently overestimated.

More stable valuation metrics from P/B
ratios to dividend yields or even raw mar-
ket capitalisation data are better in identi-
fying value propositions at this stage of the
cycle. Stocks in the consumer discre-
tionary and the financials space are indeed
showing up as interesting value plays
while commodity stocks are stacked up on
the wrong side of the valuation tables. 

Equity markets are currently in a transi-
tion phase where the last vestiges of the
high growth regime, i.e., commodity
stocks, are losing momentum and yet the
confidence is lacking to bid up the value
plays in the form of consumer and finan-
cial stocks. And, as is often the case at major
turning points, volatility in some of the
commodity prices such as oil is very high
and after having seen oil prices go vertical
many market participants are still scared of
betting on an extended oil price decline. 

Forming tops and bottoms is a complex
and time-intensive process. Equity in-
vestors want some evidence of a turn-
around in the inflation numbers and want
to see a further taming of the oil beast be-
fore jumping in to buy. In the weeks ahead,
such favourable news is likely to materi-
alise. Even then, investors will rely on low
valuations for support and favour sectors
on that basis. The key lesson from history is
that there is always some game to play in
the marketplace as all is never lost and the
game just transforms over time.

The stage is being set for a regime of low growth & declining inflation to take hold. This may not make for a strong bull
market but should be broadly supportive of equities with value strategies coming back into vogue, says Ruchir Sharma.

Value beckons on the marketplace 

T
HE digital divide is beginning to close.
The flow of digital information —
through mobile phones, text messaging,

and the Internet — is now reaching the
world’s masses, even in the poorest countries,
bringing with it a revolution in economics,
politics, and society. Extreme poverty is almost
synonymous with extreme isolation, especial-
ly rural isolation. But mobile phones and wire-
less Internet end isolation, and will therefore
prove to be the most transformative technolo-
gy of economic development of our time. 

The digital divide is ending not through a
burst of civic responsibility, but mainly
through market forces. Mobile phone tech-
nology is so powerful, and costs so little per
unit of data transmission, that it has proved
possible to sell mobile phone access to the
poor. There are now more than 3.3 billion sub-
scribers in the world, roughly one for every
two people on the planet. 

Moreover, market penetration in poor
countries is rising sharply. India has around
300 million subscribers, with subscriptions ris-
ing by a stunning eight million or more per
month. Brazil now has more than 130 million
subscribers, and Indonesia has roughly 120
million. In Africa, which contains the world’s
poorest countries, the market is soaring, with
more than 280 million subscribers. 

Mobile phones are now ubiquitous in vil-
lages as well as cities. If an individual does not
have a cell phone, they almost surely know
someone who does. Probably a significant ma-
jority of Africans have at least emergency ac-
cess to a cell phone, either their own, a neigh-
bour’s, or one at a commercial kiosk. 

Even more remarkable is the continuing
“convergence” of digital information: wireless
systems increasingly link mobile phones with
the Internet, personal computers, and infor-
mation services of all kinds. The array of ben-
efits is stunning. The rural poor in more and
more of the world now have access to wireless
banking and payments systems, such as
Kenya’s famous M-PESA system, which al-
lows money transfers through the phone. The
information carried on the new networks

spans public health,  education, banking, com-
merce, and entertainment, in addition to com-
munications among family and friends. 

India, home to world-leading software en-
gineers, high-tech companies, and a vast and
densely populated rural economy of some 700
million poor people in need of connectivity of
all kinds, has naturally been a pioneer of digi-
tal-led economic development. Government
and business have increasingly teamed up in
public-private partnerships to provide crucial
services on the digital network. 

In Andhra Pradesh and Gujarat, for exam-
ple, emergency ambulance services are now
within reach of tens of millions of people, sup-
ported by cell phones, sophisticated computer
systems, and increased public investments in
rural health. Several large-scale telemedicine
systems are now providing primary health
and even cardiac care to rural populations.
Moreover, India’s new rural employment
guarantee scheme is not only employing mil-
lions of the poorest through public financing,

but also is bringing tens of millions of them
into the formal banking system, building on
India’s digital networks. 

On the fully commercial side, the mobile
revolution is creating a logistics revolution in
farm-to-retail marketing. Farmers and food
retailers can connect directly through mobile
phones and distribution hubs, enabling farm-
ers to sell their crops at higher “farm-gate”
prices and without delay, while buyers can
move those crops to markets with minimum
spoilage and lower prices for final consumers. 

The strengthening of the value chain not
only raises farmers’ incomes, but also empow-
ers crop diversification and farm upgrading
more generally. Similarly, world-leading soft-
ware firms are bringing IT  jobs, including busi-
ness process outsourcing, right into the villages
through digital networks. 

Education will be similarly transformed.
Throughout the world, schools at all levels will
go global, joining together in worldwide digital
education networks. Children in the United
States will learn about Africa, China, and India
not only from books and videos, but also
through direct links across classrooms in dif-
ferent parts of the world. Students will share
ideas through live chats, shared curricula, joint
projects, and videos, photos, and text sent over
the digital network. 

Universities, too, will have global classes,
with students joining lectures, discussion
groups, and research teams from a dozen or
more universities at a time. This past year, my
own university teamed up with universities in
Ecuador, Nigeria, the UK, France, Ethiopia,
Malaysia, India, Canada, Singapore, and Chi-
na in a “global classroom” that simultaneously
connected hundreds of students on more than
a dozen campuses in an exciting course on glo-
bal sustainable development. Digital informat-
ion technologies, if deployed cooperatively
and globally, will enable us to join together glo-
bally in markets, social networks, and cooper-
ative efforts to solve our common problems. 

(The author is professor of economics and director
of the Earth Institute at Columbia University.)

(C): Project Syndicate, 2008
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Open sesame! 
Pension Scheme Must Be Accessible To All

THE government is reportedly toying with the idea of al-
lowing universal access to a defined-contribution pen-

sion scheme under the aegis of the Pension Fund Regulato-
ry and Development Authority (PFRDA). This is a wel-
come, if belated, move. Unlike earlier, when pension was a
privilege restricted to government employees and funded
out of government revenues, the retirement scheme cur-
rently administered by the PFRDA is not financed with tax-
payer money. Rather, it is financed by contributions from
the employee (with a matching contribution from the em-
ployer), much like the existing Employees Provident Fund
(EPF) scheme applicable to non-government sector em-
ployees. Hence, there is no earthly reason why it should be
limited to bureaucrats. Unless government thinks old-age
security is a peculiar need only of those who served the gov-
ernment in their younger days! Since that clearly cannot be
the case and also because no country can afford to have a
growing number of destitutes among its senior citizens, it is
essential that government fulfils its role of facilitator and of-
fers us the means to provide for our sunset years. 

This is precisely what the new pension scheme that came
into existence from  January 1, 2004 for new recruits into
government service seeks to do. On retirement, subscribers
receive 40% of the corpus to their credit while the balance
is used to buy annuities on which they will get a regular
monthly income. Of course, the quantum they actually re-
ceive will depend on the acumen of those who manage the
corpus. But to the extent that competition among fund
managers will ensure high performance, individual sub-
scribers will be free to switch between fund managers and if
there is proper oversight by the pension fund regulator,
there is no reason why subscribers should not look forward
to their retirement years with confidence. There is also no
reason why this comfort should not be extended to a larger
section of the population, both salaried as well as self-em-
ployed. Ideally, the government should step in and provide
safe avenues for investment, such as inflation-indexed
bonds that protect the real value of retirement savings. But
to start with, open up the pension scheme to all.

The ATF boon for airlines
Policy Reforms Vital For Low-Cost Travel

THE sharp drop in the price of aviation turbine fuel will
help the beleaguered airline companies cut losses.

However, the industry prospects, and in particular that of
low-cost airlines, are still under a cloud because of the high
cost structure of the aviation business in India. Despite the
16% cut in ATF prices announced by the oil companies —
prices are market determined and benchmarked to inter-
national crude price — fuel costs are still up over 50% from
the levels a year ago. Even at those lower prices and when
passenger numbers were still growing, the industry had a
net loss of over Rs 4,000 crore. Now that passenger num-
bers have started declining — domestic air travel dropped
4% year-on-year in June and nearly 10% in July — and
fuel costs are still very high, it is unlikely that the industry
would be able to pass on the reduction to air travellers. In
fact, even before the crude prices spiralled, in the case of do-
mestic operations fuel costs for full service costs were near-
ly 40% of operating costs against 50% now; they are still
higher for the low-cost carriers. This kind of unbalanced
cost structure is not conducive for a viable aviation industry,
especially the no-frills variety.

The issue is that the current high-cost structure of the in-
dustry, largely because of infrastructure constraints and
high taxes on fuel, precludes differentiated service offering.
The only significant savings that low-cost carriers can
achieve are those on in-flight services such as food and
some more through e-ticketing and lower operations and
maintenance costs by operating one type of aircraft. The op-
tion of using smaller airports and non-peak charges at main
airports are not available to Indian carriers. The low fares of
last few years were largely competition driven and based on
the premise that high volumes would make the business
somehow viable. That assumption has clearly been proved
wrong. If cost issues — taxes on fuel and infrastructure con-
straints — and market distortions such as mandatory ca-
pacity on unviable routes are not addressed, another avia-
tion boom could go bust prematurely.

Obama carries a book
The Post-American World

GOOGLE for a pic of Obama carrying a book. And you
get an image of a walking Obama holding in one hand

Fareed Zakaria’s latest book, titled The Post-American World.
That should go down well in intellectual circles but could
raise eyebrows on some popular US radio-chat pro-
grammes, which are hosted for the masses who are more
cued into sports and belong to a world where books are read
by reviewers paid to peruse them. Imagine Obama being
interviewed on one such radio programmes. “Tell me Sen-
ator”, asks the host, “going by the book you were pho-
tographed carrying the other day, do you think the United
States has had it and that the world is dominated by other
countries whom we would not like to name on a patriotic
radio station like ours?” In response, Obama could try to
paraphrase Zakaria’s view that the US remains a politico-
military superpower but that, “in every other dimension —
industrial, financial, educational, social, or cultural — the
distribution of power is shifting, moving away from Amer-
ican dominance.” Obama could cite Zakaria’s view that
with the rise of China and other emerging markets, and
with economic growth sweeping an increasingly decen-
tralised, inter-connected world, “we are moving into a post-
American world, one defined and directed from many
places and by many people.”

The radio-host zeroes in on just one word in Obama’s re-
sponse and asks, “China? Senator, are you saying that
America has had it because the Chinks — sorry Chinese —
won more gold medals than the US at the Beijing
Olympics? If so, what would an Obama administration do
to make the US number-one in gold medals at the 2012
London Olympics? And how can you state just on the basis
of Beijing Olympics that the US has had it and that we are
now in a post-American world? Senator McCain was with
us the other day and he said: “The USA would always win
— no matter what!” And the programme ends with coun-
try musician Lee Greenwood singing, “God Bless the USA”. 
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� There are now more than 3.3 bn mobile
phone subscribers in the world, roughly
one for every two people on the planet 

� India has been a pioneer of digital-led
economic development

� Digital information technologies, if
deployed cooperatively and globally, will
help us solve our common problems

The digital war on poverty 

Usurious rates
� THIS refers to news report
‘Citi contests cap on credit card
interest’ (ET, Aug 30).
September 8, 2008, would be a
red-letter day for the credit card
holders if the Supreme Court,
after hearing the writ petition
challenging the order of the
National Consumer Disputes
Redressal Commission, caps the
credit card interest rates. 

The banks’ outsourcing the
recovery work to outside agents
resulting in the virtual
harassment of credit card
customers has received wide
publicity in the media in recent
times. It is unfortunate that the
RBI has washed off its hands by

saying that banks have rights to
charge any rate of interest on
small loans including credit
card dues. Let us remember
credit cards are issued after a
detailed due diligence exercise. 

K V RAO

BANGALORE, AUGUST 30

Not by coercion
� THE CPI(M)'s justification for
strike as a fundamental right is
not disputed. But coercive acts
like bandhs reminds me of a
story. Working for an MNC as a
factory manager, I was
gheraoed in Bombay in 1961.
On a complaint to the police, I
was rescued and the offenders
were arrested and released on
bail. The case of course dragged
in the local courts till the union
and company settled the
problems between themselves. 

When I submitted an
application to withdraw the
complaint in the court, the
judge was insistent that he
would not allow it unless the
offenders gave an unqualified
written apology and an
assurance that they would
undertake to desist from such
acts. Buddhadev Bhattacharjee
may not dispute the right to
strike by workers, but he is
right in giving his opinion
against bandhs and gheraos!

S N IYER

BANGALORE, AUGUST 30...you can easily spreadyour expenses...use threedifferent credit cards...!

C H AT R O O M

BLINKERS OFF
SALAM

T
HERE’S something more
than beguiling and not to-
tally harmless about con-

sidering the corporeal body as
some sort of phoney contrivance
that our false sense of self identi-
fies with during life on Earth.
Such teachings also imply that
having physical bodies that are
superficially different from each
other furthers the delusion of
separateness, which prevents the
recognition of their
common ground
and, thus, reunifi-
cation with an ulti-
mate Cosmic Princi-
ple. The teachings
go on to say that in
order to return to
“unrestricted con-
sciousness” and
“boundless bliss”
the soul compo-
nent of material ex-
istence has to, basi-
cally, abdicate the gross container
(read body) it comes bundled in. 

While all this may undoubted-
ly be true, it’s also about time
bodies were spoken for. Let’s as-
sume for a moment that some
Primal Godhead did — for rea-
sons we shall only understand af-
ter we merge back with it — cre-
ate all the different aspects of it-
self in order to lose itself in them.
That it then spun such a near per-
fect and complex web of illusion
around the activities of these as-
pects that it even managed to
make itself forget who it was
while it was embedded in them
through various periods of life
and existence. And that the

whole aim of the extended game
as such is for some, or all, aspects
to comprehend the nature of the
game and return to Union. 

This still doesn’t render the
body as something base, a second
class citizen as it were, in the
whole scheme of things. For, the
simple fact is if it wasn’t for these
vessels, and our going in and out
of them successfully or unsuc-
cessfully through protracted trial

periods, there wo-
uld be no game.
Also, equally impor-
tant is that if it was-
n’t for all the “delu-
sion” involved in liv-
ing out the activities
of our bodies, the
concept of liberation
would make no se-
nse. For the make-
believe to be as be-
lievable as possible
— because such has

to be the original intention — the
joys and sorrows of existence
have to be experienced as truly
palpable and not perfunctorily
written off as something
ephemeral.

Take soccer. It’s all about win-
ning even though things like
losses, teams, crowds, clubs, riots,
beer louts, match-fixing and
steroids invariably get involved
along the way. However, if the
two teams don’t go out into the
field and do what they have to
do, there would be no outcome
and no side could ever win. The
players are just as important as
the game. 
�MUKUL SHARMA

Don't write us off
as nothing

Letters to the editor may be addressed to
editet@timesgroup.com

Sanskrit rocks
� IF YOU feel rock music and Sanskrit don’t
go together, this one may put you in a spin.
The latest album from Shanti Shanti, which
claims to be the only Sanskrit band in the
world is called ‘Veda’ and contains shlokas
from the four Vedas. That many Sanskrit
albums have been belted out successfully by
this American band is amazing, given that
we hardly get to hear Sanskrit outside of
temples or classrooms where the ancient
language is taught. To top it all, Shanti
Shanti is run by sisters Andrea Devi and
Sara Anjuli, their brother Micah Mahdev —
children of Robert Henry Forman, a devout
Catholic. That there’s no India connection
— the Foremans live in the US and have
never seen India — makes the bonding with
Sanskrit even more amazing!

Potholed minutes
�KNOWN for its delayed road projects, the
road transport ministry is also dilly-dallying
even when it comes to making the minutes
of important meetings. A senior ministry
official has pulled up subordinates for being
lazy and has said that if, from next time, the
concerned official fails to record the minutes
of the meetings, he/she would have to be
prepared to see its impact on their annual
confidential reports (ACR). A little bird has
told Third Eye that in a strongly-worded
communique to the officials, the top
bureaucrat said that in no case should
preparing of minutes take more than 3-4
days. He, however, has given a maximum
time limit of a week in case of genuine
reasons. The top bureaucrat’s personal
secretary would monitor the officials’
promptness in preparing the minutes. The
devil, it seems, really is in the detail.

Who let the river out?
�AS MORE and more areas in Bihar are
getting inundated by the Kosi in spate, the
blame game continues. Though
maintenance of the embankment on Kosi
river is the responsibility of the state
government, it has blamed the Centre,
charging the latter with not releasing the
funds in time. But one particularly
uncharitable explanation doing the rounds
is that maintenance could not be taken up
in time because the departments in charge
of maintenance could not agree on the cut
each of them will get of the funds allocated
for embankment repair and upkeep.
Meanwhile, lakhs of people are stranded in
flooded villages, as rescue operations are
hamstrung by the unavailability of boats.
According to a top bureaucrat, Bihar needs

over 5,000 boats urgently but they are hard
to come by. Same old story. 

DD’s national interest
� THERE is no such thing as a free lunch,
the cliché goes. However, Doordarshan
believes that it is in the national interest that
telecasts of one-day internationals (ODIs)
featuring India should be carried on the DD
sports channel, irrespective of who has the
TV rights. And the cable operators play
along by screening the DD telecast in lieu of
the network which has the rights. Which is
what happened in the case of the just-
concluded ODI series between Sri Lanka
and the Indian touring team. The cable
operators carried the original Ten Sports
telecast for the first few ODIs. However,
once Doordarshan approached the courts,
the cable operators showed only the DD
telecast. The only problem was that the
telecast of each ODI was carried only once
on DD. Whereas, Ten Sports repeated the
telecast late in the night and again the next
morning for the benefit of office-goers who
missed the live action!
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