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                    India is flat-A few thoughts
                             By Pradeep S Mehta
 

For the luncheon speech at Australia India Business Council, Melbourne, 10th May, 2007
Good afternoon, ladies and gentlemen,

First let me begin with generalities, before I turn to specifics.

From time immemorial, technological change has led to an accumulation of financial surpluses. These surpluses have eventually led to ‘globalisation’ because of the search for higher returns.
Whether it was the discovery of the horse, or the wheel, the superior keel design (of Venetian ships), or the steam engine, or the semi-conducting chip, or the internet (the next biggest invention after the wheel to assist communications) the result has always been the same.
But there was a constraining factor until 1971: the gold standard. This limited the speed of globalisation even though labour flows were as free until the start of the 20th century as capital flows are now. 
But now, with the gold standard gone, labour flows have replaced it as the limiting factor. 
The initial conditions of the 19th century globalization and this one are very dissimilar and this matters greatly. The legacy of colonialism and the vast income differences that we now see have a profound impact on the policymaking environment, especially in the Third World. On one hand, 19th century trade and de-industrialisation embittered nations, such as India and China, and this still makes it difficult for them to embrace laissez-faire trade and investment policies. On a positive side, however, the wide gap between rich and poor—teamed with more rapid technology transfer—means that those developing nations that do take-off, do so at rates that dwarf those of the 19th century. 
The international economic system is entirely different. Demands placed on national policymakers are far greater now than they were at the turn of the century. Electorates routinely expect expensive social welfare programmes and low taxes, full-employment and low inflation, and above all, they expect steady income growth. These demands—coupled with the heightened interdependence of nations—face policymakers with challenges that were unknown during the first wave. The tri-lemma of monetary policy (openness, interest rate and exchange rate) is perhaps the best example of a new challenge. 

Another is the tendency for trade negotiations to encroach on issues that were previously considered matters of purely national concern. The international systems also differ in a grander way. Most of the Victorian-era globalisation occurred under Pax Britannica and without any effective international institutions or formal rules. A good part of the second wave also occurred under a hegemon, this time the US, but with an important difference. The international economic system is now bolstered by a solid set of international institutions and rules (e.g., the WTO, the World Bank and the IMF) and these are defended by all major nations. Such arrangements help stabilise the system, even as the US’s mantle of economic leadership slowly shrinks.

Finally, the changing beliefs of policymakers have also radically altered the international economic system. The first wave of globalisation ended badly–two global conflagrations resulted in tens of millions of deaths and incalculable material damage. The ultimate cause of this was the misguided belief that national prosperity necessarily entailed international competition for turf and/or exclusive access to markets. In the late 20th century, such notions are dismissed in advanced industrial nations. Unfortunately, these 19th century beliefs are still alive in some nations–China and Russia in particular. It would seem, therefore, that a key challenge in global governance is to draw these nations closely into the global system of trade and investment.
Ladies and gentlemen, true globalisation cannot be for capital alone.

If you limit labour flows without limiting capital flows, those who limit labour inflow will eventually lose just as between 1960 and 1990 those who limited capital flows (like India) lost in the GDP-employment race. Jobs will flow out (more on this later). Recently, economic historians have presented evidence from England showing that the dramatic reversal in distributional trends -- from a steep secular fall in wage-land rent ratios before 1800 to a steep secular rise thereafter -- must be explained both by industrial revolutionary growth forces and by global forces that opened up the English economy to international trade. But the relationship was different for Spain which was a late-comer to industrialization and adopted very restrictive policies towards imports for much of the 19th century. The failure of Spanish wage-rental ratios to undergo a sustained rise after 1840 can be attributed to the delayed fall in relative agricultural prices (wages now) due to those protective policies and to the decline in Spanish manufacturing productivity after 1898 (Europe now). 
The two waves of globalization (1870-1945 and now) are superficial similar but fundamentally different. The trade in ideas is more important in the second wave. This can be seen in:
· The different nature of capital flows (enormous short-term flows driven by a frenetic pace of information exchange and advances in information technology rather than the long-term flows that marked the first wave).

· The different nature of FDI and MNC activity (intra-industry FDI among similar nations with a focus on manufacturing, services and outsourcing rather than the North-to-South investment in primary goods sectors and railroads that were characteristic of the first wave).

· The different nature of trade (voluminous intra-industry trade among similar nations driven by scale economies and product differentiation rather than inter-industry trade driven by factor endowments differences and technology gaps as in the first wave).

· The different nature of income convergence/divergence and industrialisation/de-industrialisation. The second wave witnessed rapid (by historical standards) income convergence among leading nations coupled with their de-industrialisation and extremely rapid industrialisation of some developing nations. The first wave was marked by slow catch-up of now rich nations (to the UK) coupled with the industrialisation of converge-ers and the de-industrialisation of diverge-ers. 
· The different speeds at which transportation and communication costs fell. Both dropped sharply in both waves, but the drop in communication costs far outpaced the drop in transport costs in the second wave, especially since 1980. 

Ladies and gentlemen, now to the specifics.

Friedman and his flat world

The metaphor of a flat world, used by Friedman delineates how the next  
phase of globalization is being driven by technological forces that would lead to the world's economic playing field being levelled. The ''barriers to entry'' are being destroyed; today an individual or company anywhere can collaborate or compete globally. 

Bill Gates explains the meaning of this transformation best. Thirty years ago, he tells Friedman, if you had to choose between being born a genius in Mumbai or Shanghai and an average person in Poughkeepsie, you would have chosen Poughkeepsie because your chances of living a prosperous and fulfilled life were much greater there. ''Now,'' Gates says, ''I would rather be a genius born in China than an average guy born in Poughkeepsie''.
I see people saying this for India as well, given that students from top B-schools in US, Asia Pacific and Europe, wish to relocate to India to work here, including the fascination that global academia and business world have developed for India. 

India’s technological prowess, including lead in spirituality/yoga, medical tourism, quantitative education disciplines, language (English) skills, online population growth rate (the fastest in the world), among others, would provide great impetus to the economy in its move to becoming truly flat. I am not sure if we can truly call ourselves ‘flat’ today, given our economic disparities, but we should get there someday soon. 

Technological forces have lead to dramatic reductions in costs of phone calls, Internet connections and data transmission. Tech companies in India have used it to ''wire the world,'' connecting Bangalore, Hyderabad and other cities in the country to advanced industrial countries across the globe. 

Google's chief executive Eric Schmidt has predicted that India and not China will become the world's biggest Internet market in "about five or ten years from now, based on current trends". (May 2006) 

Big Retailers like Wal-Mart and Target, are importing $billions worth of goods from its Indian and Chinese suppliers. India represents not just threats to the developed world, but also great opportunities (particularly in the services sector). The net effect of adding hundreds of millions of people -- consumers -- to the world economy. That is an unparalleled opportunity for every company and individual in the world. 

Govt. of India has become more market-friendly, which has unleashed the energy of the private sector and created a more favourable milieu for entrepreneurship. 

India's top IT companies, Infosys, Wipro, TCS and Satyam have recruited thousands of techies who have a comparative advantage over their counterparts in USA, and can do the same jobs as they can for a fraction of the salary/wages. 

India’s rapid economic growth will also mean increase in its global political ambitions. If India continues to surge, it will want to have a larger voice on the international political stage (UN, Bretton Woods institutions, G-7, etc.). 

The focus is to do more for less money. Activities are being digitized and work being moved around to India. 

CAT scans are being transmitted via the Internet so that Americans can get a second opinion from an Indian doctor, quickly and cheaply. 

Friedman mentions that in 2005, an estimated 400,000 American I.R.S. returns (tax returns) were prepared in India (Bangalore).
Teachers in India are offering on-line math/statistic tutorials to students in the western world.  The story goes on…
Recent US experience

Many technology enthusiasts have been waiting for the on-line revolution for a long time, welcoming the possibilities for new businesses, new services and new types of communications. Now that it is here, a commercialized Internet may not be precisely what they had in mind. The economic benefits associated with new frontier technologies are diffuse, uneven and uncertain. Commercializing the Internet is difficult and adaptation is time-consuming. Many new services do not employ frontier technology at all. Indeed, much commercialization involves bending basic technology to the needs of unsophisticated users, a process that often involves many non-technical issues. Some locations have access to the latest technology from commercial firms and some do not, creating the potential for a digital divide in the provision of services. Commercializing Internet access gave rise to new business models, new cost structures and new applications. 
Like any other economic activity, not all firms are alike. Providing access involves a mix of the general technical capabilities and specific circumstances facing a particular firm in a particular place. ISPs have customized Internet technologies to the unique needs of users and their organizations, solving problems as they arose, tailoring general solutions to idiosyncratic circumstances and their particular commercial strengths. Sometimes ISPs call this activity consulting, and charged for it separately, sometimes it was included as normal business practice. In either case, it involved the translation of general knowledge about Internet technologies into specific applications which yielded economic benefits to end-users. 
In all cases differences between their offering and their nearest competitor raise returns to innovative activity, inducing a variety of services from different ISPs. Viewing the Internet access market in this way helps provide empirical guidelines for understanding the variety of new services. Some services were shaped by previous ISP experience, while others were mildly responsive to local conditions. 
The factors which lead small ISPs to offer new services, such as large geographic scope, previous investments and strategic focus, are disproportionately found in urban areas. This raises questions about the nexus of industry evolution and organizational change: 
· Will this industry retain its structure of small and large firms? 
· How do the economies behind combinations of new services evolve as firms grow, add capital structures and alter their pricing strategies? 
· Do handholding activities emerge from investments by firms, and 
· How does the local labor market for related activities, such as computer services, foster its growth? 
These issues cannot be understood without further work on the fundamentals of demand and organizational change in Internet activities.

It is important to distinguish between participation, that is, use of the Internet because it is necessary for all business (e.g., email and browsing) and enhancement, that is, adoption of Internet technology to enhance computing processes for competitive advantage (e.g., electronic commerce). Three conclusions: 
· First, participation and enhancement display contrasting patterns of dispersion. In a majority of industries participation has approached saturation levels, while enhancement occurs at lower rates and with dispersion reflecting long standing industrial differences in use of computing. 
· Second, the creation and use of the Internet does not eliminate the importance of geography. Leading areas are widespread, whereas laggards are more common in smaller urban areas and some rural areas. However, the distribution of industries across geographic regions explains much of the difference in rates of adoption of the Internet in different areas. 
· Third, commercial Internet use is quite dispersed, more so than previous studies show.
Thank You!
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