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[. Introduction

The end of the Gold Warin 1989 was ndoubtedy one of the most important eventsin
world history.* The monumental politica importance of the end of the supepowers’
military and ideologicd rivalry was obvious and immediately reagnized by everyone
transfixed by the television coverage of the populist demolition of the Berlin Wall during
November 1989.The end of the Cold War markedthe begnning of a NewEra, not only
for international politica relations, but dsofor the gobal economy. Ten yeas later, there
is till more agreament than disagreement about the politicd consequences of the end of
the Gold War. Yd, even today in 1999,the econamic consequecesof the end of the
Cold War are éher not fully recognized,or arehotly debated:

Deflation. History shows that peaceimes aie usudly periodsof ddlation, i.e., falling
prices. $cethe dart of the 1990sjnflation ratesin the mgjor indugrial emnomieshave
dedined sgnificantly, and are near zeo asthe decader@s. Yd, most eomnomists
continue to believe that history will not be repeaed because adra banks will avert
deflation with reflationary monetary policies. Easy money should eliminate excess
suppy—the causef deflation—by boosting demand, thus dosing the gap vith suppy.

| think they are wong. The forcesof deflation have not been defeaed, and they arelikely
to prevail over the next few years” Pewersdy, eager credt might prop up supfy more
than boost demand. In the long run, the nost effedive way to eliminate excess suppy isto
allow market forcesto putinsolvent produces out of busness.In the gort run, of course,
thisis the most painful path, and often triggers politica intervention, that worsens the
long-term defl ation problem.

Globalization. “Globalizaion” and “redructuring” have become partof the vocabulary of
the NewEra. The ddinitions ae vague, ad may explain why there is somuch
controversy about whether these & good or badtrends. Rotedionists decy the
eoonomic and financial turmoil caused by globalization and restructuring. In their opinion,
the Asian Contagon and the Long-Term Captal Manageament crisis ae recet examples
of the cownside of global captalism. They advocae govemment protedion from these

“crud and unfair” marketforces, ad more govemment reguation of “crony captalism.”®

! This study is an updatof my Topical Stug/ #35,“The Economic Consequences O The Peace” May 7,
1997. Ifirst started to forecast the eaconomic and financial consequences of the end of the Cold War in
Topical Study #17,“The Triumph Of Capitalsm,” Aug. 1, 1989.

2 See my Topical Study #32,“ The Undefeated Forces Of Deflation,” Oct. 28, 1996.

% In the progressve/populist tradition, William Greider critiques globalization in OneWorld, Ready Or
Not: The Manic Logic of Global Capitafis Simon & Schusier, 1997. $e al Robet Samuelson,
“Global Capitalsm, R.I.P.?" Newsweek, Sep. 14, 1998His main mint is that “much of the world smply
doesr't have the valuesneeded for feemarkets.”
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| am for regulated freemarket capitalism. | hope this will be the choice of Asians,
Russans, Lains, and other peoples who have experiencedrecant reversds of fortune.
Whether welike it or not, markets dways beacme more dobal during peacdimes,forcing
companiesto regructurethe way they were aing busness duing the preceahg war
times.We can regstthese banges,or else we ca adajp, and learn to prosperin
competitive markes. Recet problemsin Asia werenot causedy unreguated ciony
capitalism, but rather by crony corruption. Capitalism may have defeaed Communism, but
it has yet to completely triumph over another adversarial ecnomic system, namely,
Corruption. Capitalism is, first and foremost, a kgal system that proteds property rights
and enforces ontrads. | adrocae govemment regdation (not protedion)—espedly in
banking and seaurities markets—to eliminate corrupt pradices, thus fostering a kgal
climate that is conducive to capitalism.

New Econany. Inthe United Sates, duing the seond half of the 1990s, emnomists
debated whether the business cycle was still relevant in the New Era. The so-cdled “New
Paradgm” or “New Economy” camp arguedhat inflation could remain low even if strong
eonomic growth continuedto pus the tnemployment rate to the lowestlevel in decades.
The High-Ted Revolution is justone of severa new developments that have weakeed

the tradtional tradeoff between unemployment and priceinflation. The counter-
revolutionaries ®ught to debunk the NewEra, and to ddend the old order: Srong

growth would leadto inflation. Higher inflation would force the Federd Reseve to boost
interestrates. Tight credt would then cause aecesin. The old-era busness gcleis dive
and well.

| believe that the Traditional Business Cycle nodel is no longer relevant. However, | am
not promoting anew paratm. Rabher, | believe that avery old paradgm, i.e., Pefect
Competition, has never been more relevant. If so, then inflation is probably dead, and a
“Fedled” recesmn is, therefore, very unlikely. But recessns can occurin the NewEra.
For the first 10yeas, the NewEra was a @lden Era for much of the doba ecnomy,
espedly inthe US. New eras are rdyeyolden dl the time. Badthings can happe even
innew @as.

Yahoo Econany. Contributing to the seisethat we ae in a Golden Eraisthe High-Tech
Revolution. In the gock market, the technology sedor hasbeen the grongestof the 11

* | was hefirst proponent of the New Eraview in Topical Stug #15,“ The New Wave Manifesto,” Oct. 5,
1988, ad Topical Stud/ #25,“The High-Tedch Revolution In The US of @,” Mar. 20, 1995Busness
Weekcoined the phrase, “New Economy.” SeeMichag J. Mandel, “The Triumph of the New Economy,”
BusnessWeek, Dec. 12, 1996, ad “New Thinking About The New Economy,” May 19, 1997. & also
Stephen B. Shepard, “The New Economy: What It Really Means,” BusnessWeek, Nov. 17, 1997 New
Paradigm” was the pajer tiger invented by Stephen Roach, the Chief Economist of Morgan Stanley and
the leading defender of the Old Order on Wall Stred. In academia, Professor Paul Krugmanof MIT
(www.mit.edu/krugman/wwwi) is the leading counter-revolutionary.
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sedors of the S&P 500 omposite of companies snce 1993. Mre recetly, Intemet
stocks have aredbeyond any tradtional relationship with adud and prospetive
eanings. me aguethat the NewEconomy is morphing into the “Yahoo Economy.”
Tednology hasthe potential to crede extraordinary prospeity for everyone aound the
world.

| am sympathetic to this happy notion. But there ae sme doudsthat cme with the slver
lining. Inthe dort tem, thereisthe Year 2000 Riblem (Y2K) with our computers.
Undoubtedly, most will be fixed in time to recognize that “00” is acdually the yea 2000,
not 1900. Bu, it isvery likely that ssme serous ditches will occur, and that they could be
very disruptive to business and government for several months, at least. In thelong run,
Intemetis not good for everyone. Itis badfor intermedariesbetween producers ad
consumers. In meny ways, it is fundamentally defl ationary.”

Overthe past 1Qeas, | have promotedthe notion that the end of the Cold War—the
triumph of Capitalism over Communism—was wildly bulli sh for stocks.® | arguedthat it
would leadto lower interestrates ad inflation rates aound the world. | wasone of the
first to predict that the aging of the Baby Boomers would be very bulli sh for stocks.” | was
an ealy proponent of the bulli sh implicaions of the High Tech Revolution. | have been
one of the strongest advocates of the New Economy view claiming that a seaular rebound
in productivity would alow both strong growth and low inflation. | still believe inall these
seaular trends. That iswhy | still exped to see the Dow Jones Industrial Average at
15,000by 2005. Bu, before then, | expect wewill see a 30% drop over the next
12-18months. My threemain concems arethe sane ones | dscussed dumng the sunmer
of 1997,namely, irrational exuberance, délation, and Y2K.2

II. War & Peace & Rices

The wllapseof the Belin Wall markedthe end of the 50-Year Mdem Day War—which
includes World War 11, the Cold War, and numerous regional wars from Koreato
Viethamto Central Americato Southern Africa and several other hot spots aound the
world. This war, vhich lagedhalf a century, wasin its dfect an unprecedetedtrade
barrier. Americans wee prohibitedfrom tradng with Communist countries.The Iron
Curtain was amajor obstade to tradebetween dl countrieson opposite sdesof the
curtain. The lifting of the cutain, the desruction of the Belin Wall, the mllapseof Soviet
imperial communism all simultaneoudly heralded the elimination of the world’'s gredest
barrier to trade. @incidentally, trade anong “FreeWorld” countries wadiberalized

® Topical Stug #31,“Economic Consequences O The Internet,” Oct. 22, 1996.

® Topical Study #18,“Dow 5000,”May 9, 1990, Bpical Study #20,“The Collapse Of Communism Is
Bullish,” Sep. 4, 1991, ad Topical Study #23,“The End Of The Cold War IsBullish,” Sep. 10, 1993.

" Topical Stugy #12,“How The Baby Boomers Are Changing The Economy,” Apr. 6, 1988.

8 Topical Study #37,“NEW ERA RECESSON? Deflation, Irrational Extberance, & Y2K,” Jul. 14, 1997.
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further by 1) the Euope 1992movement, 2) the Urugug Round of tradetalks under
GATT completed duing 1993, ad 3)the North American Free TradeAgreament of
1994. Qina remains in communist hands, but tradebetween China and the restof the
world, espeialy the United Sateshas expanded sgnificantly in the 1990s.

There hasbeen a damatic expansion of global trade, cajal flows, and drectinvegment
since 1989:

1) Acoording to data compiled by the International Monetary Fund, total world exports
at an annual rate rose to $5.6 trilli on during the first half of 1998, up 86%isce 1989.

2) Crossborder loans of international banks soared 98% from $4.6 trilli on during the
seond quater of 1989to $91 trillion in mid-1998, acording to the Bank for
International Settlements.

3) International banks increased their loansto Asia, (excluding Japan, Hong Kong, and
Singapore) by 251%,from $137hilli on to $481hilli on, between the second quarter of
1989 ad the seond quater of 1997,justbefore the gart of the Asian Crisis. Gther
lenders ad invedors puredmoney into Asia and other anergng e@nomic regons
with equa enthusasn, expeding thatthe NewEra would produce @lden returns. (In
many ways, the “Asian Mirade” of the 1990s cabe easy explained as ainvesment
bubble, with too much money chasng too few good deds.)

4) The sum of US drectinvegment abroad and foreign directinvegment inthe US
swdledfrom $94hilli on at the start of the decadeto a reord $224 fili on in 1998,
acording to Flow of Funds daa compiled by the Federd Reseve. US drect
invegment abroad hoveredbetween $10billi on and $30billi on per yea during the
1980s,then soaredto a reord $130billi on in 1998.

All wars are trade barriers. They divide the world into camps of ali es and enemies. They
creae geographic obstades to trade, as well as military ones. They stifle competition.
Economists mostly ageethat the fewerredrictions on trade ad the biggerthe market,
the lower the prices pad by consumers and the better the qudity of the goods and sevices
offered by produces. Thesebeneficia resuts occurthanks to the powerful forces
unleasied by competition. Peacdimestend to be ddlationary becausdreertradein an
expanding gobal markeplaceincreasesampetition anong producers. @medic
produces ae no longer potededby wartime redrictions on both domegic and foreign
competitors. There are fewer geographic limitsto trade, and no serious military dangers.
As more mnsumers become accesble aound the world, more produces aound the
world seekhem out by offering them competitively priced goods and sevicesthat offer
high-qudity sandards mmparedto the mmpetition. Entrepreneus have a geder
incentive to reseach and develop new technologiesin big markets than in small. Big
markets pemit a geaer dvision of labor and more spedization, which is dso @ndudve
to technologicd innovation.
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History shows that pricestend to rise rajpdly during wartimes and then to fall during
peacdimes.War isinflationary; peacds ddlationary. In the United Sates,for example:

* During the War of 1812,the CPI pse 47%. Iffell 48% dter the war.

* During the Civil War, the CPI rose 81%. Itfell 40%after the war.

*  During World War |, the CPI pse 140%. Ifell 35% dterthe war.

e From 1939through 1947, duing World War Il and the gart of the Gold War, the CPI
rose dout 50%.

* Then prices sared &dout 500% duing the Cold War from 1947to 1989.

During peacdimes, picesfell sharply for many yeas following dl the was listed dove,
exceptfor the peace starinthe 1990s. Rces aretdll rising in the United States and in
Europe,though at a gynificantly dower pacethan during the previoustwo decades, hen
the Cold War was nost intense. Japan isthe one mgjor industrial economy experiencing
some ddlation. If peacenasbeen ddlationary in the pas, then why are prices $ill rising in
the 1990s, ket at a sbdued pacels ddlation ill possble as we enter the next century?
If peace preailsinto the next millennium, will deflation prevail? Or is history mostly
irrelevant, so inflation will persist and even rebound?

The “war and peace’modd of inflation is Smple and seensto acount for the major price
waves of the past. However, monetarists have plausibly argued that monetary policy and
central bankers ae dsoimportant contributors to the inflation process. Ithink some
monetarists overstate their case viien they claim that inflation is dways amonetary
phenomenon. | believe that the competitive structure of markets is also a very important
variable in understanding ftation. But | also believe that money matters.

Sofar,inthe peacef the 1990s, egamoney has succeeded offseting the naturd,
peacetime forcesof deflation. Inthe present stuaion, the cantral banks of the major
indudrial emnomieshave easedredt conditions sgnificantly in an effort to offsetthe
forcesof ddlation. Of course, cetral bankers existedin the past vinen deflation prevailed,
but monetary theory and operating procedures were primitive.

Gauging whether monetary policy is restrictive or stimulative can be very controversial.
Orthodox monetarists focuson the giowth of the money suppy. More ededic obsewners
might prefer inflation-adugedinterestrates,i.e., red interestrates.|’m content to look at
the tnweighted averageof threesmonth Euro depsit ratesto gaugehe dredion of
monetary policy in the Gioup of Seven (G7) @muntries. My appoacd is adnittedy
unsdentific and casul but the concluson is obvious ad robug: The G7 cetral bankers
have loweredinterest rées $argy to avoid ddlation. The G7 $ort-term rate dunged
from about 10%on November 1989, vien the Belin Wall was dsmantled,to 3.7% atthe
end of 1998. Neertheless,inflation rateshave mntinuedto fal and arenow very closeto
zem, i.e,, literdly on the edgeof deflation. Why? Is ddlation inevitable?
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lll. T he End Of Macroecanomics

Have the cantral bankers ddeaedor just déayedthe forcesof deflation? Thisis one of
the big quesions for eamnomic forecasers looking into the next century. If the risk of
deflation is minimal, then the downtrend in interest rées dumg the 1990smay be over,
and could possbly be reversedby the dart of the new century. In this casethe major
eonomic legay of the end of the Cold War was bort-lived and much less gynificant than
| believed it would be. Time will tell, of course. My hypothesis isthat the forces of
deflation have not been defeaed, and they will soon prevail.

Francis Fukuyama wrote a ontroversal article in the Sunmer 1989issueof The National
Interesttitled,“The End of History?’ He arguedhat the ideologicd battle between
captalism and communism wasover. The dear wnner was cappalism. The dearloser was
communism. To the extent that history consists mostly of edc grugdesbetween opposing
forces,the triumph of captalism asomarkedthe end of history. Inthe sane sprit, |

would like to propose a snple notion: Macroeconomicsis deadThe triumph of
cgpitalism also marked the triumph of microecmnomics over macroeanomics. This isan
unfortunate dvision in the eonomics pofesson. As areslut, maaoemnomists often fail
to understand the impactof changesin market gructure and indudrial organizaion on the
overal emnomy. They tend to promote an €litist (Keynegan) notion that they can fine-
tune the economy from on high, while the little people go about their daily business

My major premiseis that our emnomic preset is better undergood, and our emnomic
future is more accuately predcted, by amodd from the microeconomicstextbooks than
from the maaoemnomicstextbooks. The new“in” modd is Pefect Compdition. Out ae
Keynesan, monetarist, and other maao modds. The pefedly competitive marketplace
hasthe following charaderistics:

1) The goa of firmsisto maximizetheir profits.

2) There ae no barriersto entry for new firms.

3) Thefadors of produdion are mobile.

4) The number of competing firms can be asnumerous asthe market can profitably
sugain.

5) Thereisno protedion from failure. There areno govemment support programs or
self-perpetuating nonopolies, oligopolies, or cartels.

6) The goal of consumers isto maximize their utility given their budget onstraints.

7) Consumers ae freeto puchasethe best poduds atthe lowest pice from any
producer.They have cheap ad ready available information avail able to them to make
their choices.

This nodel of perfed competition predicts that the market price will be equal to the
marginal cost of produdion. No one firm, or group of firms, can setthe grice. Rofits ae
minimizedto the lowestlevel that providesjust exough incentive for a suficient number of
suppiersto gay in busnessto sdisfy demand atthe going market pice. Gnsumer
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welfare is maximized. This smple model is fairly static and needs to be combined with
modds of economic growth. It dso needsto be more dynamic to reflectthe impactof
technologicd innovation. Despite these limitations, this textbook model of perfed
competition has probably never been nore relevant than it is today:

1) In captalist Scieties,the pressue to maximize $areholdervalueisintense. @Wmpany
manage's ae taking big risksto redructure their busnesses wwh the goal of increasng
profitability. In formerly communist countries and in newly emerging ones, governments
are pivatizing gate-owned eterpiises ad pemitting foreign ownersip.

2) Globally, there ae fewerbarriersto entry as a onsequece of the end of the Cold War.
This is certainly true geographicdly. It is also true inother ways. For example, apotential
barrier to entry in some ndustries isthe avail abili ty of financing. Technology is espedally
dependent on venture cajptal. Low interestrates and booming gock markets aound the
world duting most of the 1990s povided penty of cheap capial—too much in some
cases.

3) Fadors of produdion are becoming more mobile because ampanies ae beaming
more nobile. US corporations have a bng tradition of setting up operations overseas in
locd markets. Indeed this acounts for the UStrade décit, espely with countrieslike
Japa and Gemany that wuntil recantly had amore mercantili st business tradition of
exporting to their foreign cugsomers. But dangeis occuring. Japaese ad Geman
companies ae dobalizing their operations.

4) Foreign busnessventures aie dtradedto emerging emnomiesbecause gvernment
regulations are mnimal and labor costs are very low. This trend is putting pressure on the
governments of industrialized nations to deregulate their economies and to medde less in
dispuesbetween workers and their employers.

5) Consumers and busnesses ig rapdly taking adrantageof the Internet to obtain, at
virtudly no cost, the information they needto find the lowest picesfor just dout any
productor sewicethey desre.

6) Global firms ae adpting price-cutting as anew mwmpetitive busness srategy. They
are griving to cut osts and to boost produdivity in an effort to be anong the lowest ost
producesin the world. Rrofit margins evaporate quckly in competitive markets, so
companies a&e wnder aormous pessue to innovate at afager and fager paceThe smple
god isto sdl asmany unitsto asmany consumers worldwide as pssble atthe lowest
posshble pricein the sortesttime peiod.

If pefect mmpetition isthe “new” modd that best eplains aggregee eonomic adivity,
then inflation may be deadoo. If inflation is deadthen the Tradtional Busness @cle
may asobe deadlnthe NewEra, mmpanies ae uinder exormous pessue to reducether
marginal costs sothat they can offer the lowest pices.In this sc@ario, delation is more
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likely than reflation. If inflation remains low, central bankers won't needto tighten
monetary policy in an effort to stop acyclicd rebound in inflation. Inflationary boomsare
lesslikely. Policy-engineeredrecesins ae lesslikely as wdl.

Of course,not dl receswns ae policy-engineaed. For example, arecessn causedy the
Y 2K problem isvery likely, in my opinion. However, the standard tools of
maaoeanomic analysis, paticularly busness gcle indicators, may no longer accuately
refled the true nature of our economy. Similarly, forecass based elely on the busness
cycle modd may dso missthe mark. Furthermore, the seclartrends wleasedby the
High-Ted Revolution could overwhelm the gyclicd patem of the low-tech emnomy.
Agan, thisis not to sg that the busness gcle is dead. ldwever, it may no longer
dominate the murseof emnomic growth asit did in the pas.

V. Deflation & Corr uption

In a pefedly competitive marke, producers ad consumers arée‘pricetakers’ No one
has @ough clout in the market to dictate the pricethat everyone mustreceave or pay. The
priceis setby the “invisible autioneer” who equaestotal market denand to total suppy
a the market’s equili brium price Clealy, there can't be excessve returnsto producers in
a competitive market. If there are, they will be eliminated as new firmsare attraded to
enter the excessvely profitable market. Firms that try to increasetheir profits by raising
prices will smply attrad more supgiers, or eselosemarket dare to firms that hold the
market prce.

While the modd predcts that no firm can setthe market pice,the redity isthat any firm
can lower the price It will do so if management can find ways to lower costs and increase
productivity. If it lowers the prices of its output below the market price it will i ncrease its
unit sales and market share. This will be very profitable as long as unit sales increase nore
than prices are reducedhe problemisthat competitors arebound to follow the pah of
the merket leader. However, everyone can still profit as long as consumers respond to the
industry’s price cuts by buying nore units. This isthe Good Deflationscenario. Everyone
benefits. GConsumers ajoy lower piices, ad they respnd by purchasng more, astheir
red incomesimprove thanks to produdivity gans. Gompaniesthrive becauseheir
eanings ae boosted aghey gan more wnit sdes gowth than they loseon the gricing
side.

Alternatively, Bad Deflationoccus when companies ae forcedto lower their prices,but
unit sales don’t increase enough to maintain profitability. In this scenario, companies
respnd to weaker pofits by cutting employment and by redudng captal spending. The
deflationary sgral garts spraling as onsumers become insecuie @out their jobs and
reducetheir spending. In the Good Deflation scanario, consumers view lower rices as a
good rea®n to buy more. In the Bad Déation scenario, they respnd to lower pricesby
postponing purchases, figuring prices will be even lower tomorrow, when they might have
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less wmcettainty about their job secuity. Americansin the 1930s ad Japaesein the 1990s
expeliencedthe badverson of deflation.

But why wouldn’t unprofitable firmssimple go out of business leaving hedthy firms in a
position to enjoy higher piicesoncethe excess suppy is $ut down? More often than not,
the answeris corruption. Theoreticdly, in afreemarkd, thereis no protedion from
fallure. In redity, al too often, insolvent companies remain in business They may have
highly placed pliticd and busnessfriendsin the government or in their major credtors.
Insolvent busnesses—&.a., “zombies” or “the living dead”—ca only suvive and thrive
in an environment of politicd rot, ak.a., corruption. This Zombie Problem means that
hedthy companies aie forcedto compete aganst firmsthat don't have to be profitable to
survive. Obvioudly, if the situation is allowed to persist, then it isonly a metter of time
before solvent companies become nsolvent too.® This isthe Ugly Deflation scenario.

Corruption is not the only sourceof Bad Dédlation. An excessve supiy of financial
captal can dsobe a poblem. In peacdime, there is more money and aredt available to
finance pivate-sedor busness.The opportunitiesto prosper sem asbig asthe potential
global market. Before long, there istoo much money chasng too few good deds. Yd,
prospeity tendsto generae over-confidence and unredistic expedations. Pojeded
returns areoveresimated, while riskis underesimated. As a onsequece, supfy tendsto
race &eadof demand. The resluting ddlation depesseseturns and, at ®me point, Sops
the freeflow of financing. When this happens, even solvent companiesmay be forcedto
shut down if their sourcesof credt dry up. Thisis another verson of the Udy Deflation
scanario, of course.What wmuld be worsethan to see wi-run companies go ander and
fire dl their workers becausef an indisciiminate flight-to-quality in the credit markets?
Thishappeedin Asiain 1997 ad 1998, ad dmost becane a dobal problem during the
sunmer of 1998.

What can policy makers dao avertthe uinhappy deflation scanarios? Here ardive
obvious mlicy respnses:

1) Let insolvent firms fil. This is a najor problem in many countries where there is a
tradition of using government resources to proted companies from failure.

2) Establish effedive bankruptcy laws ad courts. Gompaniesmust have an orderly
medanism to redructure their busness ativities.

9 John D. Rockefell er observed, “often-times the most difficult competition comes, not from the strong, the
intellig ent, the conservative competitor, but from the manwho is holding on by the eyelids and is ignorant
of his costs, ad anyway he's got to ke running or bust!” Quoted on p. 1500f Ron Chernow, Titan: The
Life of JohnD. Rockefellg, §., Random House, 1998.

Page 10/ April 28, 1999/ Deutsche Bank Research Topical Study #43



3) Foster merges and acqusitions of weakfirms by strong ones.Thisis amajor problem
in many countries where there is regstanceto letting grong foreign companies acqgire
weakerlocd ones.

4) Tighten and enforce bank regulation and supervision. Limit lending to insolvent
companies. Reqire proper acounting for problem loans. The Bank for International
Setlements ompiled alist of sound banking pradiceslastyea.'

5) Requre greder and more frequent corporate dsdosure,i.e., transparecy. Corporate
laws and reguations dhould force dredorsto actin the bestinterestof their
shareholders, who should recave the information they needto be asstedthat thisis
the case!

The basc messagésto dlow market forcesto reduce &cess capaty quickly. Today, this
is not happening quickly enough, in myopinion.** The rea®n is obvious: Such
restructuring is painful. Initially, this approacdh worsens deflation by increasing
unemployment and depressig spading. Instead,the prderred slution to the ddlation
problem is believed to be apainless easing of credit conditions through stimulative
monetary policies. Central bankers hope that lower interest rates will revive demand
enough to adsorb dal the suppy. It is my viewthat this appoad is bound to fal becauset
may very well prop up supfy much more than it islikely to boost demand. Credt
crunches ae nature’s way of cleaning out insolvent borrowers from the emnomy. Easer
credt conditions may adudly exacebate the Zombie Poblem. 1999is likely to be the
first ddlationary yearin many emnomies aound the world. In 2000, a tpbal recesmon
causedyy Y2K islikely to worsen the ddlationary stuation.

V. Internet

In the idedizedmodd of Pafect Gmpetition, there ae no barriersto entry, no protedion
from failure for unprofitable firms, axd everyone (consumers and produces) has eag and
free accest dl information. Thesejusthappe to be the threemain charaderistics of
Internet ommerce. The Internet is fundamentally deflationary. While curent Internet

10 Basle Committeeon Banking Supervision, “Sound Practices for Loan Acoounting, Credit Risk
Disclosure and Related Matters,” Oct. 1998, http:/AMww.bis.org/publ/bcbsd 3. htm).

1 Countries that have the best legal protedion for investors tend to have the biggest capital makets and
the least concentration of share ownership. SeeRafael La Porta, Florencio Lopez-de-Silanes, Andrei
Shleifer, and Robet W. Vishny, “Law and Finance” National Bureau of Economic Research, Working
Paper 5661, Jul. 1996. e als their Working Pagr 5879,"Legal Determinants of External Finance”
Jan. 1997.

12 SeeSheryl WubDunn, “In Asia, Firms ‘Fail’ but Stay Open,” International Herald TribungSep. 9,
1998. Qrporations are “failing” in record numbers, but many stay in business “But governments and
legal systems routinely proted tycoons from their own incompetence setting the stage not for a Darwinian
struggle but for the survival of the flimsiest.” In many countries in Asia, the legal framework for
bankruptcy is vagle and loasely formed.
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spending is still a small fradion of total consumer and business spending, it is having a
very deflationary impad on pricing aready, in myopinion. Increasingly, pricing is
determined atthe margin by Internet commerce, which is extremely competitive.

The Intemet cetainly hasthe potential to producebad délation by cutting out the midde
personsin every transadion. The only sure winrer is the housénold and busness
consumer. Cybercompetition will force producersto accept puay profit margns. The
technologicd costs of staying one gep deadof the compdtition are likely to burn money
at aferocious paceFor example, Amazon.com’'s revenueshave gown dramaticadly, but
costs have increased een fager. While mnsumers win as onsumers, they could lose as
employeesof companiesthat cannot compete in cyberspace.

The Internet lowers the cst of comparison shopping to zeo. Increasngly, the consumer
can eadly and quickly find the lowest picefor any good or sevice.In the o/bereconomy,
the low-cost producer will offer the lowest price and provide this information at no cost to
any and dl potential cusomers anywhere on the danet. In the low-tech emnomy, the st
of searching for the lowest price was relatively high, thereby limiting acustomer’s search
process to locd or well-established vendors. Now vendors anywhere in theworld can bid
for business anywhere in theworld.*®

The Internet is the “kill er” application that will continue to boaost the sales of computer
hardware and software. It’sthe “got-to-have-it” tool and toy for the next century.
Internet-driven sales of high-tech gea will generate the cash flow and attraa the financial
captal neededby the computer indudry to develop even more powerful computers at
constantly falling prices. More powerful computers permit software developersto creae
more powerful multimedia programs. These processng and memory hogs, in turn, force
computer usergo upgradeo the latest gaeraion of hardware, viich is requredto run
the latestversions of the operating systems and appications.

In Biblicd terms, better computers keget better software applicaions keget more demand
to upgradeo even better hardware ad software.The Intemet begds more upgradersral
more newbies. One of the nmost unusual, and certainly most unique, attributes of the
computer indudry isthat pricesfall even as pocessng power oars and danand exceeds
suppy. In high-tech markes, falling prices are the reason why demand exceeds sugdp.
But why do picesfall so rapdly in the faceof booming demand? As on as a omputer
chip isintroduced,manufadurers are laead/ developing the next generaion. Innovators
of generation “n” chips ae forcedto aeae “n+1” chips.If they don’t, the mmpetition

13 In Topical Stug #31,“Economic Consequences Of The Internet,” Oct. 22, 1996, bbserved that the
“The Internet is fast becoming a gbhbal alction maket and could commoditize most markets for products
and services.” Seealso “Internet 1s Opening Up A New Era of Pricing,” The Wall Street Jounal, June 8,
1998. The article notes that business-t-businesscommerceon the Internet is likely to dwarf the consuner
sedor.
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soon will. This Stuation means that the most successful producers of technology must
cannibaize their own products to remain successful. The high-tech indudtry literdly eats

its young.

The cogt of high-tech research and development is so great these days that high-tech
manufacturers must sall as many units as possible of their new productsin as short a
period of time as possible before the n+1 generation isintroduced. That’s why they tend to
offer more power at alower price with the introduction of each new generation. Also, the
introduction of n+1 immediately reduces the demand for the nth chip and the nth
computer. As the price of the old technology fals, it limits the upside of the price of the
newest technology. As aresult of these unique trends, the purchasers of high-tech
hardware are congtantly receiving more bang for their buck.

The plunge in the cost of computing power is probably the most extreordinary deflation in
the hitory of this planet. In effect, the High- Tech Revolution has created a fourth factor
of production—namely, Information. The origina three factors are Land, Labor, and
Capita. Factors of production are substitutable for each other. Until recently, Information
was hard to substitute for Land, Labor, or Capitd. It was very expensive to collect,
process, and manage. There were usudly long lags between the creetion of the raw data
and its conversion into useful information. The lags made the information less useful once
it was available. It was old news by the time it was available to decison-makers.

With the High- Tech Revolution, enormous quantities of information can be collected,
processed, and managed on a“red-time’ basis at lower and lower cogts. The price of
information is deflating. As it gets chegper and cheaper, it dso becomes more subdtitutable
for the other factors of production. Increasingly, redl-time information is replacing labor
and capital in the production process. For example, insurance companies can diminate
warehouses of archived files and the associated support staff with scannersthat can
transfer information to optica disks. The automakers have dashed their inventories with
real-time information systems that can automaticaly place orders with vendors, schedule
just-in-time ddliveries, and monitor the transportation progress of the orders. As aresult,
inventories-onthe- shelves can be replaced with “inventories-on-wheds” Information
replaces working capitdl.

V1. The American Challenge & TheEuro

Of dl the mgor indudtrid nations, the United States has responded best to the economic
challenges of the pogt-Cold War world. That's mosily because 1) industria deregulation
has increased competition, and 2) labor markets have become more flexible in the United
States. Labor markets remain relatively rigid in Europe, and very much so in Japan.
American workers tend to be more mobile than their European counterparts. They are
willing to move very far within the United States to find employment. They accept the fact
that job security no longer exigts. Instead of automatic raises each year, more of workers
pay isin the form of incentives and profit sharing.
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Most American workers are probably working harder than they did five or ten years ago.
With the unemployment rate below 4.5%, they seem to have more job security. However,
American workers recognize thet, in highly competitive markets, thereis no business
security. They seem to understand the importance of keeping costs down to keep their
companies competitive and to keep their jobs.

They aso seem to know that alarge federa deficit, open-ended socia welfare programs,
and high taxes aren’t good for the competitive position of the United States. They
increasingly are inclined to set limits on the role of the government in the economy—resl
limitson the socia wefare sate before it becomes completely bankrupt just in time for
their retirement.

They made this quite clear during the November 1994 dections. The Democrats lost their
stranglehold on Congress after the Republican’s 1994 sweep. For the firgt time since 1948,
Democrats held fewer than 200 sests in the House of Representatives. The results of the
1996 dections confirmed the sea change among American voters. The Republicans held
onto both houses. Ross Perot’ s vote dropped from 19% to 8% of the popular presidentia
vote between 1992 and 1996. This was a clear Sgn that Americans had turned less
protectionist. President Bill Clinton, a Democrat, shrewdly adopted the Republican agenda
by pushing successfully for the North American Free Trade Association and welfare
reform.

As Americans continue to shrink both the welfare state and reduce the role of government
in the economy, then the competitive pressures on other industrid nations—especidly in
Western Europe-to do the same will intensfy. Of course, the European nanny states are
far bigger relative to their economies than is the American verson. Moreover, European
beneficiaries of socid welfare seem to be much less willing to accept reductionsin thelr
benefits than are Americans. But, they don’'t have much choice. The end of the Cold War
dramatically incressed the globa competitive pressures on the industrial socid welfare
date from newly emerging countries with much lower labor, tax, and welfare cost
structures.

European |leaders hope that a Europe united by a common currency will emerge as amore
competitive economic force in the coming century. European Monetary Union isavery
daring economic experiment. The EMU has come to pass. It makes a great deal of sense
by further pulling together a market of 292 million people. Indeed, it has dready been a
great successin Europe by lowering and converging both inflation rates and interest rates
a vary low leves. The eurois likely to force greater integration of Euroland’ s nationa
economies by simulating greater standardization, thus cutting the costs of doing business
in the region and creating economies of scale. European capita markets will certainly be
much more attractive to globa investors who can now purchase the region’s securities dl
in one currency. European entrepreneurs will have greater access to capita, boosting both
the number of new businesses and employment.
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Europe could stumble because monetary unification can't work very well without labor
market mobility and fiscd unification, which is an important missing ingredient. More
likely, labor markets will become lessrigid as European companies pressure their workers
to be moreflexible or lose their jobs to workersin Eastern Europe, China, and South
Cardlina
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VII. Japan’s Karaoke Capitdism

It certainly hasbeen anew @ain Japa sncethe sock market aased atthe gart of the
1990s. Ithagn't been a gplden one sofar. For dl too long, Japa hasbeen a rich country
with poor consumers. The e@nomic system hasfavored and erichedthe produces, while
the dandard of living of average Japaese onsumers has sagnated and cetainly dedined
relative to their counterpartsin other indudrializednations. O course,there hasbeen
more job secuity in Japa than in other indugrial ecnomies.Thereis a geder respect
for the well being of others, less crime, and nore social cohesion. But, surely all these
highly desirable traits of Japan’s society can be maintained while providing abetter life for
the average vorker.

In the 1980smany obsewnersof Japa both there ad overseadegan to believe that Japan
had creted anew and more succedsl form of captalism. In America, wefearedthat it
might be supeor to our compeitive g/stem. We ddn’'t understand their “keiretsu” system
of crossownership and cooperation very well. Still, we were very impressed by the
appaent successegf Keiretsu Cajitalism.

With the benefit of hindgght, | believe that what appearetb be anew form of captalism
has redly been mostly old-fashioned corruption. My impresson isthat few, if any,
busness ad emnomic relationships ae condudedon an arm’s-length bass. There istoo
much colluding, conspiring, and rigging occuriing among the busness éte, the
government bureaucrats, and even the nob. | prefer cdling Japan’ s economic system
“Karaoke Cayptalism.” The dl-too-cozy crossownership relations anong and between
manufadurers, dstributors, and the bankers worked wel for al concerned when real
edate values ad gock prices wee aring and exports wae grong. It musthave been
fun going to the karake barsto cdebrate the boom during the 1980s.

But that was then, and thisis now. Japan has only 3% of the world’'s landmass yet it had
60% of the world’'s red egate valuein 1989,by one esimate. It wasthe biggest
speclative bubble of dl times.It burst atthe gart of the decade,ral triggered a sock
market aash. The resuting badloans aeaed ahorrendousbanking crisis, which is
proving harderto fix than wasthe S& L debade in the United Sates. Japas policymake's
not only failedto addresshis problem, they exacebatedit by propping upinsolvent banks
for dmost a decaddmagne how badthe e@nomic and financial stuaion might be today
inthe United Satesif American banking reguators had popped upthe S&L indudry,
insteadof redructuring the indugry.
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Japa’'s leades ae once agan promising to reform their politicd, economic, and financial

systems. Many similar promises have been mede before. They weren't kept.™ The Liberal

Democratic Paty (LDP) deseves a geat debhof credt for leadng Japa’'s emergence as
the seond most powerful eamnomic power on eath during the four decades$ollowing the
end of World War II. However, inthe 1990sthe LDP s policieshave been disasrous.

The Japaese gvernment, underthe leadeship of the LDP, hasimplemented seeral fiscal
stimulus pogramsin the 1990s, presnably in an effort to revive e@nomic growth. In
redity, these &pensive outlays have mostly enriched paty members, their political
cronies, ad their supprters.The latestbank rescue [an and fiscd simulus package are
impressve in their sze and s@pe. Qver $500billi on in public funds will be used to
restructure the banks. However, therisk is that huge sumsof public funds will be used to
temporarily easehe aisis without any meaningful reforms. In many ways, the banking
problem hasbeen socialized, wthout any clear pan to force better lending pradices.

VIII. Eme rging Ecanomies: Somehing Missing

In some ways, the anerging emnomiesof today in Asia, Lain America, ad Eadern
Europe resable the US eonomy when it was energng duiing the 1800sThe US
eonomy grew dranaticaly during that century. But there werdots of bugts and panics
along the way. There was fenty of corruption. Foreign invegors lost huge sms of money
on ralroad deésthat were éher poorly conceivedor just gain frauddent. Long pefods
of inflation were followed by long periods of deflation. Despite al the turmoil and
upheaval, the history of the US eonomy isthe history of one of the geaest energing
eanomies of all times.

There wae atleasttwo very important ingredents behind America’s succesgary. The
country had adynamic legal system and arelatively egalitarian distribution of income.
Capitalism is, first and foremost, a kgal system. It requires laws that proted property
rights. It dep@dson the enforcealiity of contrads. The legal system has to be anchored
in abody of precedat, but it mustbe flexible enough to adapto the dhanging

15«Ealier thisyear, it seamed that asweeging corruption investigation might send anumber of Japan’s
mighty phil osopher-kings, the bureawcrats who largely run the country, to prison. But these days, despite a
cabinet change, nearly the only government employeewho has gone anywhere is Katsuhiko Kumazaki,
the prosecutor who led a much-heralded investigation into scandals involving expensive free
entertainment paidfor by businessmen who wanted the burealcrats' favors. Mr. Kumazaki, 56was
transferred in June to aremote coastal city, and the investigation seems to have fizzled out.” Sheryl
WuDunn, “Japan @rruption Investigation Fizzles,” International Herald TribungAug. 15-16, 1998.
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requrements of a dsnamic emnomy. The rdingsof the Suprene Court duiing most of the
1800s onsistently favoredthe ad/ocaesof ecnomic progress.’

Many emerging markets today don't have legd and reguatory systems that can
acommodate the needsof a rapdly growing emnomy. Without this legd infradructure,
eqnomic adivities become kss and less effi cient. Without well-defined property rights
and contrads, it becomesharder and harderto organize and exectte the larger scée of
transadions that are the milestones of growth. (In the Russan version of capitalism,
entrepreneus sd stolen goodsin freemarkets.)

Another mgjor deficiency of many emerging e®nomiesis their income dstribution. Fast
eanomic growth requires acertain level of social stability and consensus. If, during
petiodsof ragd growth, the rich get iicher while the poor areleft behind and seeno
prospeds for sharing in some mnimal way in the new bounty, then rebels will emerge.
Insurredion isvery unsettling to foreign investors.

Asian retions have some of theworld's finest manufaduring plants and kest workers, who
are as podudive as ay intheindudrialized capfialist eonomiesof North America ad
Europe. Diven by the piofit motive, Asians have piospered gresy over the pasthree
decades. Bwever, underthe thin veneerof captalism, there hasbeen too much
corruption. In the world’s freemarkes for manufacured gods, Asians have been world-
class competitors. But, at home, competition has been stifl ed. Asians have built the
indudrial and technologicd infragructure necessey to susain export growth. But, at
home, there hasbeen too little progressin egablishing the legd, acounting, and
reguatory infradructure of captalism necessgy to susain emnomic growth. Asa’s
prospeity hasbenefited mostly Asia' s produdng dasses ter than the cnsumers.Asians
have enbracedfreeimarket capalism globally, while maintaining an antiquaed cuture of
mercantilism and crony corruption at home.

This should all change for the better as aresult of the Asian Crisis as cgpitalism triumphs
over @rruption in the regon."” Many Asian nations are inplementing reforms inresponse

16 According to Ron Chernow (Op.cit.,, p. 297),“Standard Oil had taudpt the American public an
important but paadoxical lesson: Freemarkets, if left completely to their own devices, canwind up
terribly unfree Competiti ve capitalism did not exist in astate of nature but had b be defined or restrained
by law. Unfettered makets tended frequently toward monopoly or, at least, toward unhealthy levels of
concentration, and government sometimes nealed to intervene to ensure the full benefits of competiti on.
Thiswas paticularly true in the early stages of industrial development.”

Y Transparency International (http://ww.transparency.de), an international good-government advocacy
group based in Berlin, annually ranks the world’ s governments from most to least corrupt. In it’s latest
study, released Sep. 1998, he group found no improvement stemming from the World Bank and IMF
eff orts to reduce corruption by including anticorruption measures in their loan ageaments. According to
the group’s latest Corruption Perceptions Index (1=least corrupt)—of the 85 countries surveyed—
Indonesia ranks 80, Rusda ranks 76, Thailand ranks 61, Mexico ranks 55, Chinaranks 52, and Brazil
ranks 46.
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to the regon’s financial and emnomic aisis. They are séting the sagefor massve
restructuring of Asian economies. Reformswill i nitially exacebate Asian ecnomic
recessons. This will be painful as unemployment soars. But this isthe only path to

renewed pospeity.

A signifi cant milestone inreducing global corruption will occur during February 1999,
when the Organization for Economic Development and Cooperation will im plement a
convention that makes the tribery of foreign public officials to win or retain business a
criminal offense in nore than adozen industrialized nations.*®

IX. Conclusion

In 1919, &hn Maynard Keynes pulished a kort book titled The Economic Consequences
of the Peacelt was an emotional and vicious attadk on the Treay of Versaill es, which he
argued wagmposing a Cathagnian peaceon the Gemans and would setthe gagefor

yeas of emnomic sufering and politicd turmoil in Europe.As events unfolded,it was a
remarkably accuate forecas. It was éso a vorldwide sesaion. In fad, Pau Johnson
suggets that the book turned US public opinion aganst the Treay and the Leagueof

Nations. The Senate voted against the Treay, and the overwhelming defea of the
Democrasin the auumn of 1920 was se®as a repudtion of Wilson's European policy

in its entirety.

After World War I, many emnomists predcted a depesson, or atleast sagnation. They
expeded a ower paceof busness dung the peaceThe gsock market ignoredthese dre
predctions. The S&P 500index soared 139%rom April 1942to May 1946. hdugrial
produdion did dp right after the war,but the revival of consumer spading fuded along
petiod of prospeity until the late 1950s.

Fortunately for us,the eonomic sceario of the curent peacéme is following the
prospeity sciipt sofar. The US sock marketis up a vnopping 240% scethe end of
1989.The end of the Cold War was diberaing event of historic proportions. The dobal
eonomy wasliberated from protedionism. The subsequet proliferation of freetrade
should continueto generae prospeity for Americans and dl other humans on this danet
who are willi ng to acceptthe compeitive dhallenges.

18 OECD, “Combating Bribery of Foreign Public Officials in International Business Transactions: Text of
the Convention,” http://www.oed.org/daf/cmig/bribery/20novlie.htm
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