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Politics this week

The Palestinians seemed set to bid for full statehood at the 
United Nations, to the consternation of Israel and its main 
backers, especially the United States, which was sure to veto the 
application in the Security Council. Several European governments 
sought to persuade the Palestinians to go instead to the UN 
General Assembly to bid for observer statehood on a par with the 
Vatican. See article (http://www.economist.com/node/21530117) 

Yemen’s capital, Sana’a, witnessed three days of fighting between government forces and 
deserters calling for the resignation of President Ali Abdullah Saleh, who has been recuperating in 
Saudi Arabia, where he fled after being wounded in an attack in June. That battle subsided, 
leaving at least 70 people dead, most of them anti-government protesters, but new clashes soon 
broke out in the city. See article (http://www.economist.com/node/21530103) 

Libyan forces opposed to Colonel Muammar Qaddafi tightened their squeeze on the last three 
towns under his control: Bani Walid, Sirte and Sebha. The African Union belatedly agreed to 
recognise the National Transitional Council as the country’s ruling authority.

Iran released on bail two American hikers serving eight-year jail sentences for spying. Shane 
Bauer and Josh Fattal were arrested in 2009 after crossing the border from Iraq. They say they 
strayed into Iran by accident but were convicted of espionage and illegal entry. Sarah Shourd, 
who was arrested with them, was freed last year.

A year after a disputed election in Burundi, an unidentified group of gunmen wearing uniforms 
opened fire in a bar in the capital, Bujumbura, killing at least 30 people.

No let up in the slaughter

In Mexico 35 bodies were dumped on a highway underpass in Veracruz. Many of the dead had 
been tortured. The state government said that all of the victims that have been identified so far 
had ties to organised crime. See article (http://www.economist.com/node/21530146) 

An appeals court in the United States lifted a ban on enforcing an $18 billion fine levied by an 
Ecuadorean court on Chevron for environmental damage allegedly caused by Texaco, which 
Chevron bought in 2001. The case, which Chevron claims is fraudulent, is still working its way 
through the Ecuadorean appeals process.



Enrique Peña Nieto, until recently the governor of Mexico state, 
officially declared his candidacy for president in Mexico’s election 
next year. He has long been considered the front-runner. Earlier 
this month Ernesto Cordero resigned as finance minister to run. 
He is seen as a long shot.

A constant source of fun

It was a rough week for Silvio Berlusconi. A series of leaked transcripts of wiretapped 
conversations appeared to show Italy’s prime minister boasting about his sexual prowess and 
saying that he governed the country in his “spare time”. And fresh allegations emerged that Mr 
Berlusconi had abused his power by using state resources to help his friends and allies. An 
unexpected downgrade of Italy’s sovereign debt by Standard & Poor’s added to the pressure. Mr 
Berlusconi denied any wrongdoing, and said that S&P was reacting to media reports rather than 
the facts. See article (http://www.economist.com/node/21530134) 

The Free Democrats, the junior partner in Angela Merkel’s coalition government, were trounced in 
a state election in Berlin. Some in the party want to capitalise on growing Eurosceptic sentiment 
in Germany by voting against bail-out plans in parliament. See article
(http://www.economist.com/node/21530140) 

A bomb exploded in Ankara, the capital of Turkey, killing three people. Blame was directed 
against the rebel Kurdistan Workers’ Party (PKK), but it denied responsibility. See article
(http://www.economist.com/node/21530167) 

Dominique Strauss-Kahn appeared on French television to express his “infinite” regret for the 
New York hotel encounter that led to his arrest on sexual-assault charges in May, but he 
continued to assert his innocence. The former head of the IMF ruled himself out of the running for 
the Socialist nomination to take on Nicolas Sarkozy in next year’s presidential election. See article
(http://www.economist.com/node/21530137) 

The publisher of an unauthorised autobiography on Julian Assange released the book, without 
his consent. Canongate Books said that Mr Assange had agreed to the work and sat for 50 hours 
of taped interviews discussing his life and work for WikiLeaks, before changing his mind and 
declaring: “All memoir is prostitution.” Mr Assange is fighting extradition to Sweden to face 
questioning about allegations of sexual assault.

To the barricades!

Barack Obama proposed raising taxes on the rich, as part of his blueprint to Congress to cut the 
deficit. Mr Obama said he would veto any budget-busting bill that puts the entire burden for 
reducing the deficit on “ordinary Americans”. Republicans accused the president of engaging in 
the politics of class war and pandering to his base. The tax rises are unlikely to pass the 
Republican-controlled House. See article (http://www.economist.com/node/21530119) 

The House voted against a resolution to keep the government funded past September. 
Although the measure is likely to pass, it was a poke in the eye for the Republican leadership, 
underscoring the delicacy of budget negotiations.
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The “don’t ask, don’t tell” policy that banned gays from serving openly in America’s armed forces 
came to an official end. The Pentagon has been accepting applications to join up from openly gay 
men and women for several weeks.

A blow to peace

Burhanuddin Rabbani, a former president of Afghanistan and the 
chief negotiator in peace talks between the government and 
insurgents, was assassinated in Kabul by a man who detonated a 
bomb hidden in his turban. World leaders condemned the killing. 
President Hamid Karzai promptly returned home from the UN 
General Assembly meeting in New York. See article
(http://www.economist.com/node/21530126) 

The Malaysian government promised to repeal the Internal 
Security Act, a draconian law that allows the authorities to detain 
people charged with a crime indefinitely and without trial. In 
Singapore former political prisoners urged their government to 
follow suit. See article
(http://www.economist.com/node/21530156) 

America angered China by announcing that it will upgrade Taiwan’s existing fleet of F-16 fighter 
jets, though it will not sell new F-16s. See article (http://www.economist.com/node/21530121) 

In Bangladesh police arrested more than 600 Islamists, after protests demanding the release of 
radical party leaders turned violent. More than 70 people, including 50 police officers, were 
injured.
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Business this week

The Federal Reserve announced a plan to rebalance its $2.65 trillion securities portfolio, by 
increasing its share of longer-term Treasury bonds by $400 billion and selling an equivalent 
amount of shorter-term issues. The plan has been dubbed “Operation Twist” after a similar policy 
in the 1960s. The Fed hopes its impact will be similar to that of quantitative easing and push 
down long-term interest rates. See article (http://www.economist.com/node/21530090) 

Elbow Greece

The Greek cabinet agreed to further austerity measures being demanded by European and 
international creditors before Greece receives its next tranche of bail-out money. With euro-zone 
banks finding it difficult to access short-term loans amid concerns about their exposure to a 
potential Greek default, on September 15th the European Central Bank took co-ordinated action 
with the central banks of America, Britain, Japan and Switzerland to boost dollar liquidity in the 
European banking system. See article (http://www.economist.com/node/21530115) 

UBS raised the estimate of its loss from an alleged rogue-trading scandal to $2.3 billion. The 
Swiss bank claimed the loss resulted from unauthorised trading in London that was within its 
“normal business flow” and alleged that “the true magnitude of the risk exposure was distorted 
because the positions had been offset” with “fictitious” forward positions. UBS’s biggest 
shareholder, Singapore’s GIC sovereign-wealth fund, issued a rare rebuke stating its 
“disappointment and concern” about the matter. See article
(http://www.economist.com/node/21530113) 

Morgan Stanley confirmed that John Mack would step down as chairman at the end of the year. 
James Gorman, who has run the Wall Street firm on a day-to-day basis as chief executive since 
January 2010, will combine the job of chairman with his present role. Mr Mack will still advise the 
bank.

Moody’s downgraded the long-term credit ratings of Bank of America and Wells Fargo, and cut 
the short-term rating for Citigroup, reasoning that the government “is more likely now than 
during the financial crisis to allow a large bank to fail…as the risks of contagion become less 
acute.”

A survey of economists and property experts commissioned by 
MacroMarkets, a company specialising in technology for financial 
innovation, found a “dimming outlook” for home prices in 
America. Robert Shiller, one of the founders of MacroMarkets, said 
that the “struggling” response of governments and markets to the 
recent crises was shaking underlying confidence in the housing 
market.

The IMF’s latest World Economic Outlook gave warning that the 
risks to growth are “clearly to the downside”, and urged 
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politicians in Europe and America swiftly to resolve their respective 
problems over debt. The fund shaved one percentage point from 
its projection of America’s economic growth rate this year, to 1.5%, and cut its forecast for the 
euro area from 2% to 1.6%. Its forecast for Britain was also revised down, to 1.1%. See article
(http://www.economist.com/blogs/freeexchange/2011/09/global-growth) 

Speculation swirled that Hewlett-Packard’s board would dump Léo Apotheker as chief 
executive, after less than a year in the job. During Mr Apotheker’s tenure PC sales have slid, as 
has HP’s share price. It rose by 7% on news of the board meeting. See article
(http://www.economist.com/node/21530150) 

United Technologies, a big aerospace and defence conglomerate, sealed a deal to buy 
Goodrich, which makes aircraft components, for $16.5 billion.

Showing its hand

New charges were laid against Full Tilt Poker as part of the American government’s ongoing fraud 
case against online gambling companies. A federal prosecutor alleged that Full Tilt was actually 
a “Ponzi scheme” that distributed money it had collected from customers (which it promised to 
hold in personal online accounts) to the firm’s executives and celebrity poker players, leaving it 
unable to pay reimbursements. See article
(http://www.economist.com/blogs/gametheory/2011/09/online-gambling) 

SAB Miller, one of the world’s biggest brewers, succeeded in its three-month pursuit of 
Foster’s, after the Australian beermaker recommended that shareholders accept a higher 
takeover offer of A$9.9 billion ($10.1 billion). See article
(http://www.economist.com/node/21530163) 

An appeals court in Sweden granted Saab bankruptcy protection, overturning a lower court’s 
decision to deny the carmaker a legal shield from its creditors as it attempts to secure funding 
from China.

Rich pickings

Prada shrugged off concerns about struggling economies as it posted a healthy increase in 
revenue for the first six months of the year that helped profit to jump by 74%. The luxury-goods 
company is expanding in the Asia-Pacific region, from where it gets a third of its sales (Italy 
accounts for 19% and the rest of Europe for 22%). The fashion house made its debut on the 
Hong Kong stock exchange this summer.
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Taxation and class war
Hunting the rich
The wealthy will have to pay more tax. But there are good and bad ways to make 
them do so

THE horns have sounded and the 
hounds are baying. Across the 
developed world the hunt for more 
taxes from the wealthy is on. 
Recent austerity budgets in France 
and Italy slapped 3% surcharges 
on those with incomes above 
€500,000 ($680,000) and 
€300,000 respectively. Britain’s 
Tories are under attack for even 
considering getting rid of Labour’s 
“temporary” 50% top rate of 
income tax on earnings of over 
£150,000 ($235,000). Now Barack Obama has produced a new deficit-reduction plan that aims 
its tax increases squarely at the rich, including a “Buffett rule” to ensure that no household 
making more than $1m a year pays a lower average tax rate than “middle-class” families do 
(Warren Buffett has pointed out that, despite being a billionaire, he pays a lower average tax rate 
than his secretary). Tapping the rich to close the deficit is “not class warfare”, argues Mr Obama. 
“It’s math.”

Actually, it’s not simply math (or indeed maths). The question of whether to tax the wealthy 
more depends on political judgments about the right size of the state and the appropriate role for 
redistribution. The maths says deficits could technically be tamed by spending cuts alone—as Mr 
Obama’s Republican opponents advocate. Class warfare may be a loaded term, but it captures a 
fundamental debate in Western societies: who should suffer for righting public finances?

Leviathan should bear the brunt

In general, this newspaper’s instincts lie with small government and against ever higher taxation 
to pay for an unsustainable welfare state. We reject the notion, implicit in much of today’s 
debate, that higher tax rates on the wealthy are justified because of the finance industry’s role in 
the crunch: retribution is a poor rationale for taxation. Nor is the current pattern of contribution 
to the public purse obviously “unfair”: the richest 1% of Americans pay more than a quarter of all 
federal taxes (and fully 40% of income taxes), while taking less than 20% of pre-tax income. And 
knee-jerk rich-bashing, like Labour’s tax hike, seldom makes for good policy. High marginal tax 
rates discourage entrepreneurship, and no matter how much Mr Obama mentions “millionaires 
and billionaires”, higher taxes on them alone cannot close America’s deficit.



So the debate is poisonously skewed. But there are three good reasons why the wealthy should 
pay more tax—though not, by and large, in the ways that the rich world’s governments currently 
propose.

First, the West’s deficits should not be closed by spending cuts alone. Public spending should 
certainly take the brunt: there is plenty of scope to slim inefficient Leviathan, and studies of past 
deficit-cutting programmes suggest they work best when cuts predominate. Britain’s four-to-one 
ratio is about right. But, as that ratio implies, experience also argues that higher taxes should be 
part of the mix. In America the tax take is historically low after years of rate reductions. There, 
and elsewhere, tax rises need to bear some of the burden.

Second, there is a political argument for raising this new revenue from the rich. Spending cuts 
fall disproportionately on the less well-off; and, even before the crunch, median incomes were 
stagnating. Meanwhile, globalisation has been rewarding winners ever more generously. Voters’ 
support for ongoing austerity depends on a disproportionate share of any new revenue coming 
from the wealthy.

But how? So far most governments have focused on raising marginal income-tax rates, 
something most rich people respond to quickly (see article
(http://www.economist.com/node/21530093) ). Capitalists shift their income into less-taxed 
forms, such as capital gains; they move; they work less; they take fewer entrepreneurial risks. 
Even if it is hard to be sure how big these effects are, the size of the very top level seems to 
matter, so Britain’s 50% rate is more dangerous than Mr Obama’s proposal to raise America’s top 
federal income-tax rate from 35% to 39.6%. Somebody earning $1m pays more tax in London 
than any other financial capital—madness for a place with so many mobile rich people. The 
excuse that it was worse in the 1970s hardly inspires confidence.

Simpler, bolder, better

Given the rich world’s need for faster growth, governments should be wary of sharp tax 
increases—especially since they are unnecessary. Indeed, the third argument for raising more 
money from the rich is that it can be done not by increasing marginal tax rates, but by making 
the tax code more efficient.

The scope for doing so is most obvious in America, which relies far more than other countries on 
income taxes and has a mass of deductions on everything from interest payments on mortgages 
to employer-provided health care, so taxes are levied on a very narrow base. Getting rid of the 
deductions would simplify the code and raise as much as $1 trillion a year. Since the main 
beneficiaries of the deductions are the wealthy, richer folk would pay most of that. And since 
marginal rates would be untouched (or reduced), such a reform would do less to discourage them 
from creating wealth.

In Europe, where tax systems are more efficient, one option would be to shift more of the burden 
from income to property, which would collect more from the rich but have less impact on their 
willingness to take risks. The “mansion tax” proposed by Britain’s Liberal Democrats would thus 
do less damage than the 50% rate. And on both sides of the Atlantic there is room to narrow the 
gap between tax rates on salaries and bonuses and those on dividends and capital gains. That 
gap explains why Mr Buffett, most of whose income comes from capital gains and dividends, has 
a lower average tax rate than his secretary. It is also the one hedge funders and private-equity 
people have exploited to keep the billions they rake in.

There is a basic bargain to be had. Imagine a tax system which made the top rates on wages and 
capital more equal, and which eliminated virtually all deductions. To avoid taxing investments 
twice, such a system would get rid of corporate taxes. It would also allow for a much lower top 
rate of income tax. The result? A larger overall tax take from the rich, without hurting the 
dynamism of the economy. Now that would be worth blowing your horn about.
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The world economy
Catching up is so very hard to do
The emerging economies have had a great decade. That was the easy part

THIS month Italy’s government sold a slug of five-year paper at 
one of its regular bond auctions. There was barely enough demand 
for the bonds to meet supply, even at a steep interest rate. 
Contrast that with the sale in August of 20 billion yuan ($3.1 
billion) of paper by China in Hong Kong’s fledgling offshore 
market. The yield was miserly yet there were more than four 
times as many bids as there were bonds for sale.

This tale of two bond auctions is a parable for the contrasting 
fortunes of near-stagnant rich economies and fast-growing 
emerging markets. Twenty of the 42 economies covered in the back pages of The Economist grew 
by 3% or more in the year to the latest quarter. Only two of these, Austria and Sweden, are from 
the traditional group of rich countries. The rest are developing economies, such as Brazil and 
Turkey, or newly rich ones, such as Taiwan and Hong Kong. The IMF’s latest forecast is that 
emerging economies will grow by more than 6% in 2011 and 2012. But growth in the rich world 
is likely to be below 2%.

The other half lives

The rotten economic news over the summer and the deepening euro-zone mess mean it is easy 
to forget that countries that now account for half the world’s output and most of its population 
are doing rather well. That is the focus of our special report on the world economy this week. But 
it is equally easy—and unwise—to think that rapid and trouble-free growth in the emerging 
economies is assured for years to come.

It seems almost churlish to question the outlook for emerging markets after the great strides 
they have made. China and India are twice as rich as they were a decade ago, taking millions out 
of poverty. Nor is the good news confined to the two Asian giants. Even before the global 
financial crisis battered the rich world, dozens of emerging markets were growing at a faster rate 
than America, the world’s leading economy. The crisis has merely widened what was already a 
large gap.

Yet the growth of emerging economies is unlikely to continue at the same rapid pace or without 
occasional downturns. As economies become richer, they can rely less and less on the brute force 
of capital spending, coupled with a steady flow of cheap rural migrants, to fuel their expansion. 
They have a greater need of a skilled workforce and a modern financial system that is attuned to 
where the best returns might be found. Countries that have leant on exporting cheap goods to 
the rich world need instead to turn to internal sources of spending. That risks the ills that have 
felled emerging markets in the past: excessive credit, government spending and inflation.
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Much depends on how well China manages its economic transition. The Hong Kong bond issue is 
one of the early steps China has taken to establish the yuan as a global standard. Further strides 
would be welcome: the financial crisis is proof that America cannot usefully recycle the world’s 
excess savings. The yuan’s acceptance among investors would also require the kind of reform 
China needs to wean its economy from its investment-heavy, export-oriented growth model.

The shift will not be easy. The coming decade is therefore likely to prove harder for the emerging 
markets. China and others are entering the tricky middle-income stage of development in which 
the big advances from absorbing rich-world technology start to run out. Trouble has a habit of 
striking places that avoided the previous crisis and became overconfident. A broad sell-off in 
emerging-market currencies in recent weeks may be an early sign of softer growth ahead. The 
weight of the world economy is moving, with remarkable speed, towards the populous emerging 
markets. But the transition is unlikely to be as smooth as many people assume.
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Israel, Palestine and the United Nations
Yes to Palestinian statehood
Efforts to stop the Palestinians from winning statehood at the UN are misguided 
and self-defeating

THE Palestinians are edging closer to getting a recognised state, at 
least on paper. Their application to the UN’s Security Council, 
pencilled in for September 23rd, will be rebuffed by an American 
veto. But if they then go to the UN General Assembly, which 
seems likely sooner or later, the Palestinians will win an 
overwhelming majority. The “observer” status that would be given 
to them would be similar to that of the Vatican—a position short of 
full membership, which can be conferred only by the Security 
Council. It would not make an immediate difference on the ground 
but would help the Palestinians on their way to the real thing by giving them a diplomatic fillip. It 
should be encouraged, for reasons of both principle and practice.

The principle is simple: the Palestinians deserve a state, just as the Israelis do. The United 
States, the European Union and the Israeli government have all endorsed a two-state solution. 
There is broad agreement that the boundary should be based on the pre-1967 one, with land 
swaps allowing Israel to keep its biggest settlements close to the line, in return for the 
Palestinians gaining land elsewhere; Jerusalem should be shared; and the Palestinians should 
give up their claimed right of return to Israel proper. That still leaves much room for negotiation. 
But provided that the Palestinian request at the UN, still unfiled as The Economist went to press, 
does not undermine the basic terms of this deal, it is hard to see why any peacemaker, including 
America’s Barack Obama, should oppose a proposal that nudges Palestine closer to real statehood 
(see article (http://www.economist.com/node/21530174) ).

The practical and procedural politics of the UN is trickier, but unless the last-minute negotiations 
deliver something dramatic, the arguments in favour of at least securing the Vatican option 
surely outweigh stasis. Israel’s government, led by Binyamin Netanyahu, and his backers abroad, 
especially in the United States Congress, insist that Palestinian statehood is premature: instead of 
going to the UN, the Palestinians should return to the negotiating table without tiresome 
preconditions, such as demanding a freeze on the building of Jewish settlements. Mr Obama, 
keen to reassert his pro-Israel credentials before next year’s election, seems likely to oppose 
even the Vatican option. Some congressmen are now preparing bills that would punish the 
Palestinians for their temerity.

This is barmy. The argument that the Palestinians must resume negotiations before getting 
statehood is specious. Why on earth should a change in status at the UN stop people talking? 
Besides, the negotiations have been going nowhere—and Mr Netanyahu has been the biggest 
stumbling-block. Since his grudging acceptance two years ago of the two-state principle, Israel’s 
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prime minister has shown no eagerness or flexibility in his purported pursuit of a deal. Settlement
-building on the West Bank, which he has refused to stop (barring a partial nine-month freeze), is 
no mere side issue; the Palestinians accurately liken it to the spectacle of two people negotiating 
over how to share a pizza while one of them continues to eat it. (Unlike the UN status, this does 
change things on the ground.) In his speech to Congress in May Mr Netanyahu refused to accept 
that Jerusalem, whose eastern Arab-populated part the Palestinians see as their capital, should 
be shared. He even inveighed against the notion that negotiations over the boundary should be 
on the basis of the pre-1967 line with swaps.

The Palestinians have hardly been faultless. Mahmoud Abbas, their leader, has often dithered. He 
muffed a half-chance for a deal with Mr Netanyahu’s predecessor, Ehud Olmert, three years ago. 
But he is the most peace-minded Palestinian leader the Israelis are likely to get. Were he now to 
back away from his UN bid, his clout among his own people would shrivel. The more extreme 
Palestinians, in particular the Islamists of Hamas, oppose the UN bid precisely because it would, if 
successful, strengthen the hand of their more flexible compatriots. If a UN resolution reaffirmed 
support for two states broadly along the 1967 border, those who reject Israel’s existence, calling 
for a single state on all the land encompassing Israel, the West Bank and Gaza, would be wrong-
footed.

This is not to give Mr Abbas carte blanche. He should see whether the Europeans can produce 
anything (see Charlemagne). Assuming that his bid for full UN membership is blocked, he should 
rapidly revert to the Vatican option, along with a bevy of provisos to reassure the Israelis. He 
should agree to refrain from trying to arraign Israel in the International Criminal Court for its past 
actions. And at some point, Mr Abbas must admit to his people that most of the refugees will 
never return to Israel proper: that is the price of partition.

A more secure Israel amid the Arab spring

In truth, Israel will be safer when a proper Palestinian state has been consolidated. That is a 
point that too few Israelis and their American supporters appreciate. This newspaper has argued 
steadfastly for the right of Israel to exist. We abhor the creeping delegitimisation and 
demonisation of Israel. But we also believe that the Palestinians deserve a state of their own. 
These two beliefs are entirely compatible. By his intransigence Mr Netanyahu has played into the 
hands of those who would destroy Israel. In blocking any Palestinian aspirations at the UN, 
America is helping extremists on both sides.
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Britain’s Labour Party
The uses of hypocrisy
Ed Miliband needs to swallow his pride and bury his past

THE economy is floundering—yet 
the coalition government is 
persevering with its unpopular 
public-spending cuts. Relations 
between the Conservatives and the 
Liberal Democrats, its two 
constituent parties, have 
degenerated from respectful union 
to surly cohabitation. Some of its 
most radical initiatives, such as 
health-care reform, have been 
botched. Propitious circumstances 
for the opposition, you might think.

Apparently not. Labour, whose annual conference takes place next week, has made some 
progress in the polls since last year’s general election, but less than the government’s travails 
might suggest. Nor, under its struggling leader Ed Miliband, has the party exerted much influence 
in the ongoing debates over how to resuscitate Britain’s economy and reform its public services. 
With one exception: by opportunistically swapping Labour’s longstanding sycophancy to Rupert 
Murdoch for excoriation of him, Mr Miliband scored a hit over the phone-hacking scandal. He 
should learn from that small victory and be more willing to ditch the policies of the past.

That must begin with the economy—in particular, the previous Labour government’s contribution 
to the fiscal deficit that the coalition is trying to tame. To restore the economic credibility that 
Labour lost after the financial crisis, next week Mr Miliband should finally admit that the former 
administration (of which he was a member) overspent in the fat years before the credit crunch: 
not just that it used some money “unwisely” (his preferred formulation) but that it spent too 
much.

And Mr Miliband should be clearer about how he would meet his party’s avowed goal of halving 
the deficit during this parliament—a target that, in theory, is almost as fiscally ambitious as the 
government’s. Ed Balls, his Treasury spokesman and a defiantly unapologetic veteran of the 
previous government, might not like all that. Tough. Until Labour manages this intellectual shift, 
its views on how to revive the economy now are liable to go unheeded. That is unfortunate: the 
VAT cut that Mr Balls is proposing is not the best way to go about it—stimulating consumption is 
less of a priority than providing finance to small business and persuading big ones to invest—but, 
at a worrying time, other ideas would be welcome.
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The same goes for the public services. Mr Miliband should ditch his party’s myopic opposition to 
the coalition’s plans for more plurality in schools and health care. This reversal ought to be easier 
than the necessary flip-flop over the deficit, since many of these policies—such as new “free” 
schools in the state system, and more competition among state-funded hospitals—were once 
Labour ideas, before the party foolishly ceded them. Mr Miliband currently sounds like a man who 
opposes virtually all reform; if he embraced the sensible bits, his criticisms of the botched parts, 
such as the chaotic introduction of health-care commissioning boards, would carry more weight.

There is a big difference between opportunism over phone-hacking and fessing up over the 
deficit: whereas the former pleased Mr Miliband’s party, the latter would rile and embarrass it. 
So, alas, would a more nuanced view on public-service reform, since much of the party never 
signed up to the Blairite agenda. Taking internal flak, however, is a key element in an 
opposition’s rehabilitation, as both David Cameron and Tony Blair knew. To his credit, Mr Miliband 
has criticised the trade unions (who helped to win him the party leadership) for the strikes some 
staged this summer. Next week he should dare to make himself much more unpopular on the 
left.

Hypocrisy requires backbone

Almost four years before the next election is due, Mr Miliband need not have a detailed 
manifesto. But he should at least have a voice in these crucial debates. At the moment, he does 
not. By swallowing his pride and breaking with some of Labour’s recent past, he would earn one. 
That would be good for his party, even if it doesn’t realise it, and for his country.
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The United States and Taiwan
Dim sum for China
Why America should not walk away from Taiwan

EVER since the Nationalist KMT, the 
losing side in the Chinese civil war, 
fled to Taiwan in 1949, China’s 
Communist rulers have reserved 
the right to take back by force 
what they see as a renegade 
province. When America broke off 
diplomatic relations with Taiwan in 
1979 and recognised China instead, 
Congress passed a law obliging the 
administration to “provide Taiwan 
with arms of a defensive character” 
to guard against a hostile 
mainland.

That support seems to be wobbling. This week Barack Obama agreed to refurbish Taiwan’s ageing 
fleet of F-16 fighter jets (see article), but Chinese objections made the deal less advantageous 
than it would have been. Meanwhile, a small but influential chorus of academics and policymakers 
is arguing that these should be America’s last arms sales to Taiwan.

What has changed to justify this shift? Little in Taiwan itself. These days the country is a thriving 
democracy, worthier of support than the dictatorship it was when American backing was rock 
solid. Nor does Taiwan look better able to defend itself. The main shift in the military balance 
across the Taiwan Strait in recent years has been a massive one in China’s favour. More than 
1,000 missiles on its eastern seaboard now point at Taiwan, and China’s navy and air force have 
hugely expanded. Refitting the old F-16s is a token gesture, and China knows it.

Turning a paler shade of green

Two main arguments are made in America to justify abandoning Taiwan. The first is that its ally is 
now a strategic liability. Under the “blue” (KMT) president, Ma Ying-jeou, cross-straits relations 
are better than they have ever been. But the “green” opposition is more nationalistic. The fear is 
that one day Taiwan will make a formal declaration of independence. China says it will respond to 
that with force. Some in America fret that in backing Taiwan, the United States risks being 
dragged into conflict, even nuclear war.

How realistic is that fear? Under the previous green president, Chen Shui-bian, Taiwan’s relations 
with both China and America plumbed new lows. Mr Chen’s successor as leader of the greens, 
Tsai Ing-wen, is running against Mr Ma in the presidential election in January. But she is a lot 
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more moderate than Mr Chen, and the provocateurs who want to declare formal independence 
are mainly old and fading. Younger green politicians may be nationalistic, but they seem more 
pragmatic and understand the imperative of American support.

The second argument is that, even if it never came to war, Taiwan would still be an obstacle to 
better Sino-American relations. Give China what it wants, runs this line of thinking, and it will co-
operate more on a host of issues ranging from nuclear proliferation to climate change. Rather 
than provoking China by arming Taiwan and patrolling the seas, it would be better to placate it, 
and throw it the morsel of Taiwan.

But to walk away from Taiwan would in effect mean ceding to China the terms of unification. Over 
the long run, that will not improve Sino-American relations. Five thousand years of Chinese 
diplomatic history suggest it is more likely to respect a strong state than a weak and vacillating 
one. Appeasement would also probably increase China’s appetite for regional domination. Its 
“core interests” in the area seem to be growing. To Chinese military planners, Taiwan is a 
potential base from which to push out into the Pacific. At minimum, that would unsettle Japan to 
the north and the Philippines to the south.

Strong American backing for Taiwan has served the region well so far. It has improved, rather 
than damaged, cross-straits relations, for Mr Ma would never have felt able to open up to China 
without it, and it has been the foundation for half a century of peace and security throughout East 
Asia (see Banyan (http://www.economist.com/node/21530102) ). To abandon Taiwan now would 
bring out the worst in China, and lead the region’s democracies to worry that America might be 
willing to let them swing too. That is why, as long as China insists on the right to use force in 
Taiwan, America should continue to support the island.
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Letters
On Britain and Europe, Brazilian cities, digital 
books, beautiful people, Klingon

Letters are welcome via e-mail to letters@economist.com

Britain and the EU 

SIR – Bagehot’s column
(http://www.economist.com/node/21529018) on the Conservative 
response to the euro-zone crisis (September 17th) claimed that if 
Britain tries to negotiate a looser relationship with the European 
Union, the 17 members of the euro zone will simply construct their 
own treaty. I doubt it, as the 17 would still want to impose laws 
on all 27 EU countries and spend money raised from those 27. 
Anyway, if they did that it would require a renegotiation of the treaties affecting the full 27, in 
which case we would have our veto.

You also argued that Britain would not be allowed to “free ride” on the single market without 
taking all the unpleasant medicine of higher regulations and taxes that go with it. In fact, Britain 
would be free to trade with the rest of the EU just as any other country in the world can do. Our 
trade is now governed by global rules.

If the EU sought to impose protectionist measures on its trade with us and others outside the 
euro core, it would have to face the world authorities. If it decided to behave illegally under 
international rules, then we could take appropriate action, in conjunction with the rest of the 
world trading community. In our case the euro 17 have a lot more to lose than we do, as they 
run a large surplus with us.

Running childish scares is no substitute for understanding the realities, and accepting that a 
majority in Britain want us to have a new and different relationship with the EU, as it presses 
ahead with full monetary and political union.

John Redwood, MP
House of Commons
London

Rio not-so-grand 

SIR – As Rio de Janeiro is staging a comeback, your article 
comparing it with São Paulo for the ease of doing business was 
timely (“Rio or São Paulo?
(http://www.economist.com/node/21528267) ”, September 3rd). 
But because of the vast difference between the size of the 
economies of the two metropolitan areas, there is no chance that 



Rio will rival São Paulo for several decades yet. São Paulo’s economy is bigger than that of Dallas
-Fort Worth, and is in the world’s top 20 cities as ranked by gross metropolitan product. Rio’s 
GMP is smaller than Detroit’s.

São Paulo is ringed with high-income cities such as Campinas and São José dos Campos, which 
are also alternatives for businesses looking to relocate. Rio has no surrounding alternatives and 
the nicer parts of town are squeezed by mountains and water. Rio is right to specialise.

Tassio Carvalho
Dallas

Books with not much to say 

SIR – Digital publishing isn’t going to be the great saviour of traditional publishing that you think 
it will be (“Disappearing ink (http://www.economist.com/node/21528628) ”, September 10th). 
Rather, it will mark the demise of publishers. E-books reveal the dirty little secret of big 
publishers: 95% of the books that are published today are done so not because they have 
anything new to say but because their authors have come up with well-developed marketing 
plans. Most books consist of a chapter’s worth of ideas (if that) and a further 11 chapters of 
hamburger filler.

When you buy a physical book, even if you never read it, you can put it on your shelf and look 
smart. When you buy an e-book its ideas are its only source of value. As readers discover that 
buying books is actually a mug’s game they will ask why they’re paying high prices for middling 
content. We are about to de-peg from the book, and publishers will have only themselves to 
blame.

Michael Levin
Chief executive
BusinessGhost
Irvine, California 

SIR – One aspect of digital publishing that you did not discuss is electronic obsolescence. Paper 
books can be read by future generations with no special tools. Digital e-book files require 
sophisticated hardware and knowledge of the file format, which are not necessarily always going 
to be available. The current emphasis on digital dissemination is a serious risk to future 
historians. Look at the example of the BBC’s Domesday project, which stored information using 
technology that soon became outdated.

John Douglas
Orléans, France

Pre-boarding routines 

SIR – I think you missed the point in your article about efforts to find faster ways to board planes 
that could “save time and money” (“Please be seated
(http://www.economist.com/node/21528218) ”, September 3rd). The fact is that airlines prefer 
to keep their cumbersome boarding processes. That way some travellers will pay more to avoid 
the chaos by purchasing first class, or priority access, or some other premium-priced ticket. 
Airlines also reward frequent flyers by allowing them to board early. They have no incentive to 
end a practice that enhances their revenues.

Hugh Rooney
Glenview, Illinois

Life is beautiful 

SIR – Discriminating against people on the ground of personal 
appearance should be banned, says one of the authors of the 



books you reviewed on the economics of good looks (“The line of 
beauty (http://www.economist.com/node/21526782) ”, August 
27th). Surely such an attempt goes against nature. Good looks 
are a fine example of natural selection. Those with the best looks 
will inherently have the first pick when it comes to just about 
anything, just as in nature the fittest, most beautiful animal, that struts and preens and is the 
sleekest with the best physical features, boasts the most desirable genes and traits.

Those not fortunate enough to display what nature graciously bestowed have a variety of options 
to amend physical qualities. Those who do not have the wherewithal to self-improve must, as in 
nature, outmanoeuvre their handsome competition; they must adapt to become more nimble, 
more aggressive or more cunning to outsmart their gorgeous counterparts. We are beasts, after 
all.

Christine Rangel
New York 

SIR – What nonsense. I would say the majority of very successful people are not particularly 
beautiful. Many leading actors in that most glamorous of professions—the film industry—are not 
what one would describe as classically handsome.

Ordinary-looking Oscar winners include Tom Hanks, Spencer 
Tracy, Daniel Day-Lewis, James Stewart, Geoffrey Rush 
(pictured), Alec Guinness, Henry Fonda and Humphrey Bogart, 
and that is by no means an exhaustive list. How many writers 
would you say have made it because of their looks? Norman 
Mailer? Ayn Rand? I don’t think so. Pablo Picasso and Salvador 
Dalí were not known for their handsomeness (indeed, their art 
challenges our notions of beauty). In business I would hardly think that Bill Gates, Steve Jobs, 
Rupert Murdoch and Donald Trump qualify as lookers.

There is also a downside to beauty. As it fades with age many formerly pretty people, who relied 
on their loveliness to get by, may find that they do not have the social skills that those who lack 
pulchritude have acquired over a lifetime.

Richard Schulman
Frankfurt 

SIR – Male employers who prefer attractive women may well regret it. A stunning beauty could 
turn out to be incompetent and a distraction.

Perhaps we should consider Proust’s advice: “Let us leave pretty women to men without 
imagination.”

Les Dryer
New York

The Klingon empire

* SIR – One of your readers has insulted the honour of the 
Klingon people by claiming that “Klingon cannot compare” with the 
made-up language of Esperanto (Letters
(http://www.economist.com/node/21528215) , September 3rd). I 
say to him: Bite your tongue, petaQ! Beyond the Terran series 
“Star Trek”, the Klingon language (lhIngan Hol) is far more 
widespread than Esperanto.

Unlike Esperanto, Klingon is a fountainhead of cultural inspiration. In 2010 the first authentic 
Klingon battle opera premièred at The Hague, and the Washington Shakespeare Company staged 
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plays by the great Wil’yam Shex’pir. In fact, one former congressman even said that the Bush 
administration was composed of “Klingons in the White House”.

Nick Sibilla
Reston, Virginia, Sol III

* Letter appears online only



World politics Business & finance Economics Science & technology Culture Blogs Debate & discuss Multimedia Print edition

Current issue Previous issues Special reports Politics this week Business this week

Sep 24th 2011 | JERUSALEM AND RAMALLAH | from the print edition 

Israel, Palestine and the UN
The war over statehood
Friends of both Israel and Palestine are wrangling over the Palestinians’ bid for 
statehood at the United Nations

TO JUDGE by the vehemence of the 
arguments, the issue could be a 
matter of war or peace. “A UN vote 
on Palestinian membership would 
be ruinous,” says the New York 
Times. The Wall Street Journal 
claims that Palestinians are merely 
seeking “another tool in their 
perpetual campaign to harass, 
delegitimise and ultimately destroy 
Israel.” America’s Congress has 
threatened to withdraw funds if 
Palestine is recognised as a state. 
Yet the Arabs have given equally dire warnings that if America casts a veto, its much-vaunted 
efforts to mend relations with the Arab and Muslim world will have been worthless.

On September 16th Mahmoud Abbas, the Palestinian leader, reiterated his determination to go 
directly to the Security Council to bid for full UN membership, knowing that the United States 
would veto it. But such a bid might be passed on to a committee within the council, where it 
could be stuck for years. The general guess is that, once rejected by the council, the only body 
that can confer full membership, Mr Abbas would seek a lesser version of membership in the UN 
General Assembly, where no veto can be wielded.

That is where Europeans have been concentrating their efforts. Many favour the so-called 
“Vatican option” whereby Palestine would become an “observer state”: not a full member, but at 
least no longer a mere “entity”. Such a resolution, it is assumed, would include a reassertion that 
any final accord would recognise Israel and guarantee its security, and that the mutual border 
would be based on the 1967 line, with land swaps; that the states would share Jerusalem as their 
capital; and that the Palestinian refugee problem would be resolved. For their part, the 
Palestinians, under European prodding, would agree not to use their new-won statehood to 
launch prosecutions against Israelis at the International Criminal Court.

The Americans would almost certainly vote against the Vatican option too, and their position 
would delight Israel’s hard core of Jewish settlers in the West Bank (see article
(http://www.economist.com/node/21530175) ). Yet some liberal Israelis think a “moderate 
victory” may actually jolt the peace process into life. “If the Palestinians lose,” says one, “[Abbas] 



is finished. The winner will be Hamas [the harder-line Islamist movement that officially rejects 
Israel’s existence and runs the Gaza Strip].”

The Israeli government, however, argues that the Palestinian bid is a huge and potentially tragic 
mistake. “The only way to achieve a Palestinian state and peace is through direct negotiations,” 
says an Israeli official, adding that the Palestinians have not “seriously” engaged in talks for the 
past three years. The mistake would become “irrevocable”, he adds, if a resolution passed in the 
General Assembly prescribes a Palestinian state within the 1967 borders.

Palestinians respond that Mr Netanyahu is not ready to negotiate a two-state agreement. One of 
his demands, that the Palestinians must first recognise Israel as a Jewish state, seems intended 
merely to prevent talks restarting. Many Europeans and Americans wonder whether Mr 
Netanyahu is himself a dyed-in-the-wool rejectionist, or is simply in thrall to the ultra-nationalists 
in his coalition.

The Israelis know that they will be heavily, indeed humiliatingly, outvoted in the General 
Assembly. A good two-thirds of the UN’s 193 members will vote for Palestinian statehood. To 
increase the “moral minority”, as Mr Netanyahu calls it, Israel has been particularly keen to 
persuade the European Union collectively to vote against—or, failing that, at least to get Germany 
and Italy to vote no. But France and Spain seem minded to say yes, with Britain hovering in 
between (see Charlemagne (http://www.economist.com/node/21530133) ).

Israel’s isolation has recently been underlined by the deterioration of its relations with Turkey and 
Egypt. Last month Turkey’s government threw out Israel’s ambassador and downgraded 
diplomatic ties. Then, this month, Israeli diplomats in Egypt were forced to flee when their 
embassy was attacked by demonstrators. More recently still, Israeli diplomats, fearing similar 
assaults, temporarily quit Jordan, the other Arab country with which Israel has a peace treaty.

Israeli officials fear that the Palestinian move at the UN will spark new violence in the West Bank, 
after a long period of quiet. Co-operation between the Israeli army and Palestinian security forces 
loyal to Mr Abbas and his Palestinian Authority (PA) may, they think, become trickier. The PA 
hopes for large but peaceful demonstrations in support of its UN diplomacy. The Israelis say that, 
since nothing will change on the ground, Palestinian disappointment may boil over into violence.

Back in the West Bank

For many Palestinians, the UN bid feels like déjà vu. In 1999 Yasser Arafat declared he would 
secure full statehood, but backed off when Mr Netanyahu blocked him. “Two months ago, no one 
believed [Mr Abbas] would go to the UN in the face of American and Israeli pressure,” says the 
owner of an IT consultancy in Nablus, in the West Bank. “Saying no to a superpower is something 
big for us.” But Mr Abbas has outsmarted his internal as well as his external critics, and the latest 
opinion polls suggest that 83% of Palestinians in the territories back the UN bid.

The Arab spring has changed the Palestinian political dynamic. Egypt’s erstwhile president, Hosni 
Mubarak, often told the Palestinians publicly “to avoid endangering the peace process” by seeking 
statehood. The new Egyptian order, while it will be loth to break the peace treaty with Israel, will 
not take the Mubarak line. Turkey has hinted at compensating the Palestinians in the West Bank 
if America’s Congress withholds funds. And on September 12th Prince Turki al-Faisal, a long-
serving former head of Saudi intelligence, wrote that Saudi Arabia would “no longer be able to co-
operate with America in the same way it historically has” if America votes against Palestinian 
statehood.

Mr Abbas is winning praise for his boldness, yet problems dog him at home. For the past four 
years the PA’s prime minister has been a technocrat, Salam Fayyad, who has much impressed 
the Western powers financing his fledgling government. But Mr Abbas has promised that, after 
his UN bid, he will restart talks on forming a government with Hamas, which loathes the secular 
Mr Fayyad. Indeed, Mr Abbas has also promised fresh elections, in the hope that, thanks to 
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improvements on the West Bank, his Fatah group will win. It would be a supreme irony if, having 
won statehood on paper, Mr Abbas were again hobbled or even defeated by a party that still 
rejects the two-state solution.
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Outgunned, outnumbered, but now fighting back

The West Bank
Villagers v settlers
Life in the rural West Bank is a far cry from diplomacy in New York

AT MIDNIGHT the Palestinian vigil 
against the predations of nearby 
Jewish settlers begins. Five 
students, armed with a pocket-
torch, stand guard at the hilltop 
entrance of the small Palestinian 
village of Kfar Qusra. Farmers and 
their wives pitch camp in their 
fields, watching their flocks.

It is not an even fight. Jewish 
settlers wield M-16 rifles. Villagers 
have mobile phones and stones. 
But after religious zealots from the 
nearby Esh Kodesh (“Holy Light”) 
outpost scrawled “Muhammad is a pig” in Hebrew on the walls of the village mosque and rolled 
burning tyres inside its prayer hall, the villagers decided that the moral high ground was no 
longer enough. “The age of sumud (stubborn steadfastness) has passed,” says a local 
businessman. “We must defend ourselves. The whole town is prepared.” At an evening planning 
meeting, an 85-year-old landowner encourages his sons to abduct the next settler who chops 
down trees in his olive groves or slaughters one of his sheep.

So far the new, more robust tactics of the villagers have worked. On September 16th, a week 
after the attack on the mosque, a Qusra farmer, Fathallah Abu Rayda, spied a band of settlers 
near his local well, seemingly intent on destroying or poisoning it, and notified the village 
network. Within minutes the mosque’s loudspeakers had sounded the alarm, and hundreds had 
gathered to shoo the intruders away. One fled, said villagers, in his underpants. In the panic Mr 
Abu Rayda was shot in the leg, but they have yet to return.

Mahmoud Abbas’s diplomatic manoeuvring in New York has left many villagers confused. But he 
may have raised expectations, especially in Area C, the rural 60% of the West Bank, including 
Qusra, which an “interim agreement” between the Palestinian Liberation Organisation and Israel 
in 1995 left under Israel’s full control. Ever since, Israel has tightened its grip over Area C, 
weaving a web of settlements, military bases, roads, separation barriers and checkpoints. 
Palestinian police in the designated area patrol in plain clothes and unarmed, but are not allowed 
to use force to restrain the settlers if they seek to impose themselves on the Palestinian villagers 
either by attacking them or by damaging their property. Settlers now outnumber Palestinians in 



Area C by two to one; they regard the territory as theirs. Hence their horror at suggestions that 
the proposed two states should be based on the pre-1967 line, for that would mean their 
removal.

With Mr Abbas now promising to secure Palestine’s legal right to the land at the UN, other 
Palestinian villages are also establishing networks to look out for trespassing settlers. A new 
group called Youth Against Settlements has opened an operations room in Hebron to co-ordinate 
300 volunteers who patrol the southern part of the West Bank that surrounds the city by car, by 
bicycle and on foot. They now scour the land, watching out for settler raids.

In response to the UN bid, Jewish settlers are mobilising too. By day they march about, 
brandishing large Israeli flags. By night, activists exact what they call “price-tags”, for instance 
by defiling mosques, in the hope of provoking a conflict which the well-armed settlers feel sure 
they could win. They have also used their formidable presence in Israel’s combat units and 
supporters in Mr Netanyahu’s ruling coalition to press home their advantage. To ward off 
anticipated Palestinian demonstrations in the wake of the UN vote in New York, Israeli soldiers 
armed with stun-grenades, tear-gas and a foul-smelling liquid known as skunk have moved into 
settlements near Palestinian towns. If hordes try to enter, says a settler security officer, the 
settlers are licensed to shoot.

Even before Mr Abbas at last declared his intention to bid for 
statehood at the UN Security Council, friction was mounting. As 
Jewish settlers and Palestinian villagers race to fill the West Bank’s 
remaining open land with orchards and housing, it has been 
getting increasingly crowded.

Bizarrely, each side, in some respects, feeds the other’s appetite. 
Settlers pay Palestinian labourers to build their homes; 
Palestinians use the proceeds to expand their own villages. Zealots 
on both sides see land as sacred. Qusra’s villagers celebrated their 
success in chasing settlers away by staging their Friday prayers in 
the fields, prostrating themselves on the ploughed earth.

Might such rural friction trigger broader unrest? Ramallah, Mr 
Abbas’s seat of government, is but half an hour’s drive south, 
provided you get through two checkpoints without being delayed. 
But its stylish cafés offer an agreeable diversion from Area C’s 
grim daily grind. Mr Abbas’s men have laboured to harness rural 
vigilantes to ensure that demonstrations are confined to the West 
Bank cities they control.

But the interim agreements prevent them from operating in Area 
C, so they are powerless to deter or contain clashes between 
villagers and settlers. Moreover, the radicals of Hamas, the 
Islamist group that abhors Mr Abbas and his ruling faction on the West Bank, have a freer hand 
to stir up trouble. In the past Hamas has sought to undermine Mr Abbas’s diplomatic initiatives. 
On the eve of talks between Mr Abbas and the Israelis last year, Hamas staged a lethal drive-by 
shooting near Qusra.

Indeed, the sneers of Hamas against Mr Abbas appeal to quite a few of the villagers. Six years 
ago Hamas won local elections in Qusra and nearby villages, and could do so again. While lauding 
Mr Abbas for his recent stand in New York, some Qusra people say he has run to the UN only 
because he is too weak to act on the ground. All anti-settler monitors say they will abide by his 
calls for non-violence (though stone-throwing is thought not to count). But a villager adds 
menacingly, “If Hamas were in charge, not a single settler would dare raid our land.”
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Hamas in Gaza
A proper state already
While Mr Abbas seeks a virtual state at the UN, Hamas controls a real one

UNLIKE Mahmoud Abbas’s Palestinian Authority—scattered under Israel’s occupation like inkspots 
on paper—Hamas, the Islamist group that runs Gaza, controls its territory, borders, security and 
trade. Depending less on capricious foreign aid, Gaza also enjoys “exceptionally high” economic 
growth, according to the latest World Bank report. Reconstruction has finally begun. Growth in 
the first half of 2011 slumped from 8% to 4% in Mr Abbas’s West Bank, but soared to 28% in 
Gaza.

Whereas Mr Abbas was willing to negotiate a demilitarised state with Israel, Hamas is bolstering 
its armed forces. Its Qassam Brigades are said to have packed their arsenals with weapons from 
Libya’s abandoned arms depots, smuggled in via Egypt.

The Arab awakening has also provided allies to defend against renewed Israeli operations. 
Turkey’s prime minister, Recep Tayyip Erdogan, promises to send military escorts to accompany 
aid flotillas to Gaza. Egypt has also improved its ties with Hamas.

Sensing the region is swinging its way, Hamas is dismissive of Mr Abbas’s outreach to the West. 
While the Palestinian president woos the UN, Hamas hobbles it. Hotheads snipe at the United 
Nations Relief and Works Agency (UNRWA), which provides for 1m-plus Gazan refugees, accusing 
it of turning into a security outfit, and labelling its few foreign personnel as spooks. When UNRWA 
suspended a union leader for suspected Hamas activity, staff went on strike.

With funds dwindling, UNRWA is struggling to retain its patronage network. It has cut 120,000 
Gazans from its ration-books and 3,000 workers from its job programme, and this week 
announced that more emergency relief was in jeopardy. While the UN pleads with Israel to let 
concrete into Gaza to rebuild 20,000 buildings battered by Israeli bombardment, Hamas is 
overseeing a far greater flow of construction materials through the Egyptian tunnels.

NGOs acting as conduits for Western, especially American, funding have faced even greater 
wrath. When they balked at Hamas demands that they should register with Hamas ministries, 
submit financial reports and pay a fee (which, under America’s anti-terrorism laws, could be 
construed as sponsoring terror and cost them their funding), Hamas closed down the largest one, 
Sharek, on the pretext that its youth groups encouraged premarital sex. Hamas officials also 
pulled an acclaimed Gazan film about Israel’s 2009 war for portraying a woman walking past the 
invaders unveiled.

Hamas still needs Western funding too much to gobble up UNRWA entirely. Despite the cuts, 
UNRWA pours some $300m into Gaza. But Hamas wants the UN to work firmly under its 
auspices, as it would in a fully-fledged state. To offset the protests, UNRWA survives increasingly 
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by operating on Hamas’s terms. It has suspended the introduction of Holocaust studies in its 
schools, and has made all its summer camps single-sex.

With such muscle-flexing enhancing Hamas’s state-building efforts on the ground, it is little 
wonder that the Islamists deride Mr Abbas’s bid for UN recognition of his piecemeal, virtual state. 
“A symbolic sham,” sneers Mahmoud Zahar, a Hamas leader in Gaza.



World politics Business & finance Economics Science & technology Culture Blogs Debate & discuss Multimedia Print edition

Sep 24th 2011 | WASHINGTON, DC | from the print edition 

Barack Obama’s deficit plan
No more Mr Nice Guy
In his plans for jobs and the budget, the president is striking a more partisan 
tone

FOR a few days in July Barack 
Obama and John Boehner, the 
Republican speaker of the House of 
Representatives, flirted with the 
idea of a “grand bargain” to hold 
down entitlement spending while 
increasing tax revenue. This, they 
briefly hoped, might unite their 
parties behind a durable solution to 
America’s deficit. But if any hope of 
such a grand bargain remained, it 
evaporated this week.

In a speech in Washington, DC, on 
September 15th, Mr Boehner flatly declared tax increases “off the table”. Four days later Mr 
Obama proposed a detailed deficit-reduction plan that combines token trims to entitlements with 
multiple extra taxes on the rich. The newly combative president also promised to veto any 
attempt by Congress to cut health-care benefits without also raising taxes on the wealthy.

Mr Obama’s more partisan tone reflects several things. In July he not only saw a genuine 
prospect that Republicans could be talked into higher taxes; he also needed their votes to raise 
the debt ceiling and avoid default. Neither is true now. Mr Obama’s liberal supporters had worried 
that, in his pursuit of a grand bargain, he would sacrifice both the Democrats’ traditional priorities 
and their electoral fortunes. They can now portray Republican opposition to his plan, which 
includes $447 billion in short-term stimulus, as proof that Republicans care more about the rich 
than the economy. They have the public on their side: polls find more support for raising taxes, 
especially on the rich, than for cutting spending alone.

Mr Obama’s plan proposes to cut cumulative deficits by $4.4 trillion over the coming decade, in 
line with schemes floated by legislators and think-tanks. That includes $912 billion in cuts from 
discretionary spending, agreed to in the deal in August that averted a federal default.



Unfortunately, Mr Obama has not lived up to the standards set by 
the other plans (see chart). His savings include $1.1 trillion from 
military operations in Iraq and Afghanistan, spending that was 
certain never to occur. He also includes $866 billion from allowing 
George Bush’s tax cuts on the wealthiest households to expire. 
But the fiscal commission that Mr Obama himself appointed last 
year assumed both those would happen and still came up with $4 
trillion of deficit reduction on top of that. That put the national 
debt on a downward path as a share of GDP, whereas Mr Obama 
only stabilises it, at 73% by 2021.

Mr Obama’s plan proposes only $577 billion of genuinely new 
spending cuts. Many are laudable: farmers no longer need big subsidies and civil servants and 
veterans ought to contribute more to their retirement benefits. But of the biggest contributors to 
America’s long-term deficits, Mr Obama leaves Social Security (pensions) untouched and merely 
trims Medicare and Medicaid, which provide health care to the elderly and poor respectively.

On taxes, Mr Obama has stapled together a clutch of previous proposals: returning tax rates on 
the wealthy to where they were before Mr Bush cut them in 2001, and curbing deductions such 
as those for municipal-bond interest, mortgages and charitable giving. He proposes a new 
“Buffett” tax, named after the billionaire investor who has protested against the injustice of 
paying a lower tax rate than his secretary. It would require anyone earning more than $1m to 
pay a tax rate equal to that of the middle class, though how that could be done is completely 
obscure.

Republicans accused Mr Obama of class warfare; he responded that “this is not class warfare. It’s 
math. The money is going to have to come from someplace.” But that is disingenuous. Maths 
demands that substantial money should be raised, not that it should all come from the wealthiest 
2% of citizens, nor that Mr Obama should stick to his promise that 98% of households must 
never pay higher rates.

Billionaires and secretaries will both surely have to pay more taxes; record deficits have long 
since replaced the surpluses of 2001, thanks in large part to Mr Bush’s across-the-board tax cuts. 
Yet Mr Obama is going about it in a clumsy way. Consider those millionaires he is insisting should 
pay more: there are 433,000 of them, or 0.3% of all taxpayers, according to the Tax Policy 
Centre, a non-partisan research outfit. On average they pay 20% of their income in federal 
income and payroll taxes, while the median taxpayer pays 11%. Just under a quarter of the 
millionaires pay as little, or less, than that median, a phenomenon almost entirely due to the 
lower rate levied on capital gains and dividends.

A far more efficient way to collect more taxes would be a genuine tax reform that maintained or 
lowered marginal rates while curbing the exemptions, credits and deductions that cost $1 trillion 
a year, including the lower rate for capital gains and dividends. This would boost productivity by 
making the tax code more efficient, while shifting more of the tax burden to the rich who now 
benefit disproportionately from such exemptions and account for Mr Buffett’s sub-secretarial tax 
rate. A lower corporate rate would offset the harm of higher capital gains and dividend taxes.
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Mr Obama’s plan has no chance of passing Congress in its current form. It could, however, be the 
catalyst for deal-making. A 12-member “supercommittee” of Congress must find $1.5 trillion in 
deficit savings by November 23rd. If it fails, or Congress rejects its recommendations, then $1.2 
trillion in automatic cuts to defence and other spending kick in, in 2013. Neither side wants that 
to happen. Republicans, with a nervous eye on the polls, may be more anxious for a deal than 
they let on. Tax reform, and some of Mr Obama’s proposed spending cuts, might be elements of 
one. A grand bargain may no longer be in the offing; but smaller ones could still be had.
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Mr Perry delivers the goods

Job creation
Quality control
What does a “bad job” mean?

THE unemployment rate, as many Americans are painfully aware, 
is 9.1%. For some groups, such as young people, the figure is 
twice that. Under the circumstances, it might seem that the United 
States is in no position to be snooty about jobs.

Yet an argument has emerged that American politicians must 
focus on job quality, not just quantity. In general, any job is 
better than no job, but it is true that some jobs are dangerous, 
distressing, or fail to put workers above the poverty threshold. 
That last is a particular concern: on September 13th the Census 
Bureau announced that in 2010 the poverty rate was 15.1%, up 
from 14.2% in 2009.

In the spotlight is Texas. Its governor, Rick Perry, is the current 
front-runner for the Republican presidential nomination, and he 
brags that since June 2009 Texas has created more than 40% of America’s net new jobs. The 
number is real, but critics say that the accomplishment is smaller than it appears. Some of them 
argue that many of the jobs are mediocre minimum-wage affairs. In fact, only about 9.5% of 
hourly-paid workers in Texas earn the federal minimum wage of $7.25 an hour or less, though 
that does mean that Texas is tied with Mississippi for the highest proportion of workers in this 
position. Median incomes in Texas are below the national average, and it has one of America’s 
highest poverty rates.

As it happens, though, most of the jobs created in Texas during the past two years have been 
pretty good. One way to see this is to break the numbers down by sector. Texas added 296,800 
jobs between June 2009 and June 2011. Just under a third were in education and health care, 
and about a quarter were in professional services. Natural resources and mining added 45,000 
jobs. Government hiring, including military growth, brought in 44,500. Leisure and hospitality, 
where minimum-wage positions are most common, added 28,900 positions—about 10% of the 
total.

These numbers complicate Mr Perry’s claim that he created jobs. Population growth was probably 
a bigger driver. Between 2000 and 2010 Texas added over 4m people, which meant it needed 
more teachers and so on. Boosters would argue that the reason the population grew so much was 
because people heard about all the jobs. But in any case, the idea that Texas is creating only bad 
jobs is a bum steer.

The current argument raises some interesting issues. One is that job quality is relative. An $8-an-
hour job along the border with Mexico, one of the poorest parts of America, is better than it 
would be in affluent Austin. Another point is that job-creation efforts may be part of broader 
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schemes. Last year the comptroller’s office reported that Texas had awarded $733m in property-
tax credits to renewable-energy projects, mostly wind farms, since 2001. As these projects 
directly created about 500 jobs, the cost to the state per job was about $1.5m. That looks 
ridiculous, and national schemes to create green jobs have faced similar criticism (see article
(http://www.economist.com/node/21530152) ). But in Texas, at least, the point of the tax break 
was also to develop sustainable industries in rural areas. On that measure, it was more 
successful; Texas now leads the nation in windpower generation, and those turbines are hard to 
move.

A third issue is that a state’s ability to create good jobs is contingent on its ability to create jobs 
at all. As the experience of Texas suggests, states can help themselves to some extent. But a 
state’s powers are not limitless. Without the taxes paid by people in the more humdrum sorts of 
employment, helping to fund research and start-ups is an awful lot harder. 
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Solyndra and the White House
Letting sunlight in
Did the White House play fast and loose with public cash?

“QUESTIONS will be asked”, a farsighted official wrote in January, “as to why the administration 
made a bad investment, not just once…but twice.” Sure enough, Congress, the press and the 
Republican presidential candidates, among others, have plenty of questions about Solyndra, a 
maker of cylindrical solar panels that continued to receive instalments of a generous government 
loan even as it hobbled towards bankruptcy. Two committees of the House of Representatives 
were holding hearings on the fiasco this week. The FBI is investigating the firm, as are the Energy 
and Justice Departments and the Treasury. The chairman of the House Judiciary Committee 
wants the Justice Department to open a full-scale independent investigation.

“We have so much material, it’s going to be a joy,” exulted Michele Bachmann, a congresswoman 
and presidential candidate. Like many of her fellow Republicans, she denounced as ill-advised and 
wasteful the stimulus package that Barack Obama pushed through Congress in early 2009, under 
which Solyndra got a government guarantee for a $535m loan. At the groundbreaking for the 
factory built with the loan Joe Biden, the vice-president, said that it was “exactly what the 
Recovery Act is all about”. Mr Obama, on a subsequent visit, declared: “The true engine of 
economic growth will always be firms like Solyndra.” Solyndra has laid off all its 1,100 staff.

That would be bad enough. But it turns out that White House staff nagged the Department of 
Energy and the Office of Management and Budget to approve different stages of Solyndra’s 
application, first so that they could declare that the stimulus was off to a quick start, and then so 
that Mr Biden could take part in the groundbreaking ceremony. Bureaucrats complained of “the 
time pressure we are under to sign off on Solyndra”, suggested that they had not been able to 
analyse the project properly, and asked for the event involving Mr Biden to be delayed, to no 
avail.

To make matters worse, the biggest private investor in Solyndra is a foundation tied to George 
Kaiser, a financier who is a prodigious fund-raiser for Mr Obama. When it became obvious at the 
beginning of this year that Solyndra was in trouble, an investment firm linked to the foundation 
lent it an extra $75m, on condition that the new loan be the first to get repaid if Solyndra went 
bust. Even though the Department of Energy was no longer first in the pecking-order of creditors, 
it still authorised the disbursement of a $67m portion of the loan it was backing.

The White House says these things happen in the world of investment. It denies that it tried to 
steer money to particular projects or favour certain investors, and there is no evidence to support 
the idea. Prominent Republicans, including Mitch McConnell, the party’s leader in the Senate, 
have petitioned for loan guarantees for firms in their home states.

But pointing out how risky venture capital is only raises the question of why the government went 
into it in the first place. A far better way to promote investment in clean energy would be to raise 
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the price of the dirty sort, through a carbon tax or cap-and-trade scheme. It is the sniggering 
Republicans, of course, who have prevented that from happening.
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California property
Beverly Hills flop
Even palaces are not immune to the downturn

IT HAPPENS a lot these days in 
southern California. A homeowner 
falls on hard times and has to 
move from his house, renting it out 
to make ends meet. But if that 
house happens to sit on a few 
acres of Beverly Hills, there may be 
one difference. The rent is 
$600,000. A month.

That is what Leonard Ross, a 
financier and socialite—his party 
buddies include Hugh Hefner and 
Prince Albert of Monaco—is asking 
for his Beverly House, as it is called. In the year since he himself moved out, he has already had 
two tenants, one “a Russian”, the other “a Middle-Easterner”. They are the sort for whom price 
hardly matters. What they want instead, he says, are security (bulletproof windows, monitored 
gates) and the “experience”.

That experience might be described as a caricature of Beverly Hills civilisation. The place is a 
palace—17 to 21 bedrooms, “depending how they’re used”, not counting the discos, saunas, 
cinemas and so forth. The style, if that is the word, is somewhere between kitsch and sublimity, 
with Graeco-Roman columns here, Babylonian motifs there, some Versailles and Neuschwanstein, 
a bit of Zen Buddhism, some stained-glass church windows, and so forth.

Uniquely Beverly Hills, in short. The roster of former residents reaffirms that message. The 
newspaper titan William Randolph Hearst once owned the estate, and died there. Jack and Jackie 
Kennedy honeymooned there (their thank-you letters are now framed on a wall). The house even 
had a bit-part in “The Godfather”, filmed in 1971, as the place where a movie mogul wakes to 
find his horse’s severed head in his bed. That experience is not included in the rent, though 
doubtless it could be arranged.
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Time for a rethink

Border security
Crossing the line
Mexico’s drug war is getting harder for Americans to ignore

NONE of the twinned cities that straddle America’s southern border with Mexico are as historically 
close as Laredo, in Texas, and Nuevo Laredo, in Mexico. The settlement at Laredo predates 
Texas, and what is now Nuevo Laredo was originally part of it before being separately established 
on the Mexican side after Mexican-American war of 1847. So on September 13th, when two 
young Mexicans were found in Nuevo Laredo, hanging from a footbridge and disembowelled (see 
article (http://www.economist.com/node/21530146) ), it struck rather close to home.

The conflict between and against the drug-trafficking organisations 
has killed more than 40,000 people in Mexico in the past five 
years. America’s response has, however, been warped by the fact 
that many on the north side of the river see border security as the 
effort to keep unauthorised economic migrants out of the United 
States, with the illicit flow of drugs from Mexico and guns from the 
United States being lesser concerns. The clamour has been 
rising—particularly in Texas, which has the longest stretch of the 
2,000-mile (3,200km) border—but several things have drawn 
national attention.

The first is that the recent spasms of violence are striking in that the drug gangs are now 
explicitly threatening civilians. There have also been highly publicised crimes in the United States. 
On August 30th, authorities from the Drug Enforcement Administration announced that they had 
arrested seven men in Utah and seized stashes of guns, cash, and drugs. They were, according to 
the agents, members of the Sinaloa gang. Another reason for trying out a new approach is that 
unauthorised migration across America’s southern border has slowed dramatically in recent 
years, so the subject of immigration reform is not quite as contentious as it once was.

The problem is that even if the political will is there, policy 
prescriptions are not obvious. Legalising drugs, even just 
cannabis, could help undermine the traffickers by removing a 
major source of profit. It would also have a big effect on American 
criminal justice. On September 19th the FBI released its crime 
data for 2010. According to the report, the country had 13.1m 
arrests last year. The largest category of offence, with a bit more 
than 1.6m arrests, was drug violations. Nearly half of these 
arrests were for possession of cannabis. But legalisation is not 
likely. Last year California voters rejected a ballot proposition to 
that effect, and this is not an issue where the country as a whole 
is likely to be more liberal than California.
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On the enforcement side, the United States is trying new approaches, but there have also been 
errors. In July a Congressional investigation found that a programme from the Department of 
Justice, designed to track guns bought in the United States to their ultimate destination, had 
resulted in 1,600 guns going missing over a period of 15 months. More than 100 of them were 
later recovered at crime scenes, including one where a Border Patrol agent was killed. Smarter 
efforts are needed.
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America’s mustangs
Put out to pasture
Controversy surrounds the government’s management of wild horses

IT SHOULD be a majestic sight: a 
line of mustangs galloping through 
the sagebrush, muscles quivering 
as they crest each ridge, a cloud of 
dust in their wake. But this is no 
natural migration. These creatures 
are being pursued by a high-tech 
wrangler who has traded a horse 
for a helicopter. As they run 
towards a trap of steel fencing, 
many of them face a future far 
from the range.

In the past month Wyoming has 
seen nearly 700 horses corralled in this way, part of an effort to control the wild-horse population 
in the ten Western states where they roam. With no natural predators, herd sizes can double 
every four years, taxing the land and the animals that share it. The Bureau of Land Management 
(BLM), which oversees these round-ups, estimates there are 38,500 wild horses and donkeys on 
land fit for 26,600.

Not everyone agrees that they need to be removed. Suzanne Roy, who directs the American Wild 
Horse Preservation Campaign, notes that the BLM is aiming for a population level close to what it 
was in 1971, when Congress declared that mustangs were “fast disappearing”. The horses are 
now better protected, but she says the government has confined them to designated areas that 
have greatly reduced the size of their habitat.

The pro-horse side sees an agency in thrall to commercial interests—specifically, to ranchers. 
Livestock greatly outnumber wild horses, and graze on a much larger portion of BLM-managed 
land. Naturally, the ranchers take a different view. Since 1971 cattle grazing has decreased by 
30% throughout the West, says Dustin Van Liew of the National Cattlemen’s Beef Association, 
while the horse and donkey population has increased by 52%.

The debate does not end when the horses leave the range. Some are returned to the wild in sex 
ratios that hinder population growth (and threaten their genetic viability, say some). Others join 
the more than 41,000 wild horses and donkeys that are under government care in short-term 
corrals and long-term pastures. These “welfare horses” cost the government $36.9m last year. 
Some people would like to see fewer restrictions on the sale of captured horses, which would 
result in more being sold for slaughter. A provision slipped into a budget bill in 2004 by Conrad 
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Burns, then a senator from Montana, allows older horses to be auctioned without limitations. But 
the BLM has so far demurred.

The most promising way forward may involve shooting. In some areas a contraceptive called 
porcine zona pellucida, often delivered by means of darts, has been used to control the 
population. The results, thus far, have been mixed, says the BLM, but others are more optimistic. 
On Assateague Island in Maryland, for example, a contraceptive programme has kept numbers 
(and costs) down. But the mustangs out West are a trickier logistical challenge. So for the time 
being it remains horse against helicopter, and a home off the range for many.
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Financial services for the poor
The big save
How can America serve better the millions of citizens outside the financial 
mainstream?

TWO years ago Sabina sold flowers on the street from a shopping trolley. Today she has her own 
storefront in Queens, thanks to a $1,500 loan from Grameen America, a microfinance institution 
based on Grameen bank, which was founded by Muhammad Yunus in Bangladesh. Since opening 
its first American branch in January 2008, Grameen has found fertile ground. It has lent more 
than $25m to 7,300 borrowers. At 15%, interest rates are high, but far less than a loan shark or 
payday lender would charge (the annualised interest on a payday loan is typically 400%, 
sometimes twice that), and there are no other fees or collateral required. Grameen America’s 
repayment rate is around 99%. It now has branches in four of New York’s five boroughs, and 
plans to open in Washington, DC, North Carolina and California. It also has one in Omaha and 
Indianapolis.

Also expanding in California is Self-Help, a North Carolina-based institution that develops 
property for affordable housing and small businesses, makes mortgage loans to low-income and 
low-wealth customers and operates a network of credit unions. Its mission is to help poor people 
buy houses; its founder, Martin Eakes, believes that “most families enter the middle class by 
becoming homeowners”. A similar institution in Massachusetts, Boston Community Capital (BCC), 
aims not to get poor Bostonians into homes but to keep them there: BCC buys foreclosed houses 
from banks and resells them to the original owners with 30-year, fixed-rate mortgages. In the 
past two years BCC has prevented 135 Massachusetts homeowners from being evicted, and 
dramatically cut their monthly payments.

But it is not just homeowners in dire straits who need better financial services. A report by the 
Federal Deposit Insurance Corporation (FDIC) in 2009 found that more than a quarter of 
American households are “unbanked” or “underbanked”—meaning they either have no bank 
accounts, or have accounts but still use non-bank services. And as the number of poor Americans 
has grown, that number may have increased.

Small wonder that non-bank services are booming. Each year Americans buy $75 billion in money 
orders from outlets other than banks or post offices, and cheque-cashers convert some $60 
billion. Revenues from pre-paid cards, remittances, money orders, cheque cashing and payday 
lending were $338 billion in 2010 and may well rise to $520 billion by 2015. Big-box retailers are 
getting in on the act, too: K-Mart, Best Buy and Walmart all offer bill-paying stations to their 
unbanked customers. Walmart also offers reloadable pre-paid credit cards and cheque-cashing, 
which costs $3 for a cheque up to $1,000 and $6 for cheques between $1,000 and $5,000.



That is a lot less than the standard 1-3% that high-street cheque-
cashers charge, though it remains a fee that customers with bank 
accounts can avoid. But banking is not cost-free. Fees for debit 
cards, account maintenance, below-minimum account fees and 
overdrafts—which rose by 11% between 2000 and 2007—add up, 
particularly for modest accounts. Small wonder that the most 
common reason given by unbanked households for not having an 
account was not having enough money to feel they needed one 
(see chart).

But just because mainstream banking seems inhospitable to the 
poor does not mean it has to be. In 2006 San Francisco’s then-
mayor and treasurer, Gavin Newsom and José Cisneros, launched 
a programme called Bank On San Francisco, which tried to get 
unbanked San Franciscans—then around 20% of the city’s 
population, and half of the city’s black and Latino adults—to open 
accounts. Fifteen banks and credit unions agreed to provide low-
or no-cost accounts without minimum-balance requirements, to 
offer “second chance” accounts to customers with shoddy banking 
records and to advertise and offer financial-management training in poor neighbourhoods.

Participating banks also agreed to accept Mexican and Guatemalan consular IDs from prospective 
customers, which drew in the city’s Latino population. A 2006 Kansas City Fed study found that 
53% of Mexican immigrants lacked bank accounts. Getting such people into the banking system 
not only keeps their wages secure; it also reduces crime. Unbanked immigrants make good 
marks: they carry a lot of cash, especially after payday, and if they are undocumented they may 
be reluctant to go to the police.

A study in North Carolina found that in counties with branches of the Latino Community Credit 
Union (LCCU)—one of America’s fastest growing credit unions, which serves North Carolina’s 
growing Latino community—robberies fell steadily. The year after an LCCU branch opened in 
Charlotte, armed robberies against Latinos fell by 22.6%. Since Bank On San Francisco’s launch 
an estimated 71,000 starter bank accounts have been opened. The model is being copied in more 
than 70 cities and states nationally, and in 2010 the Obama administration proposed a national 
Bank On USA programme.

Another programme from San Francisco starts savers early: Kindergarten to College (K2C) gives 
kindergarten children in the city a savings account with $50. Parents and pupils can—and through 
matching funds are encouraged to—add to the account. The money can be used only for 
education after graduation from high school. Studies have shown that pupils with savings 
accounts—regardless of the amount in them—are several times more likely to attend college than 
those without.

Another promising scheme links deposits to prizes: a programme in Michigan in 2009 gave credit-
union members a chance to win raffle prizes for every $25 deposited. Prize-linked savings 
programmes have been successful in Germany, Brazil and India, among other places, but in 
America, where states tend to ban private lotteries and banks (but not necessarily credit unions) 
and are not allowed to run lotteries, winning widespread political approval may prove harder to 
get.
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However, the rewards of savings and carefully tended investments can be more modest and 
tangible. Having moved from shopping trolley to shop-front, Sabina has built a website 
advertising her flower-arranging and bought a refrigerator to keep the flowers fresh. She hopes 
to buy a delivery van next year and eventually to open another shop in the suburbs. Sometimes 
macrodreams start with microloans.
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Lexington
Classlessness in America
The uses and abuses of an enduring myth

“DO YOU recognise the 
irreconcilable class antagonism 
between workers and capitalists 
that exists under the present 
economic system?” That is question 
one on the membership application 
form of the Socialist Labour Party 
of America. A helpful note explains 
that all questions must be 
answered Yes for an application to 
be considered. This insistence on 
ideological purity may explain why 
the fortunes of the party have 
disappointed of late. Though it can trace its history as far back as 1876, when it was known as 
the Workingmen’s Party, no less an authority than Wikipedia pronounces it “moribund”.

Paul Ryan, the Republican chairman of the budget committee in the House of Representatives, 
accused Barack Obama this week of waging “class warfare” by suggesting that millionaires should 
pay at least the same rate of tax as the common man. But, really, would any president risk 
declaring class war and following the Workingmen’s Party into oblivion? Not only is social class 
supposed not to exist in America, it is almost a dirty word—“America’s forbidden thought”, in the 
words of one sociologist.

Anyone who does commit the solecism of talking or writing about class in America is assailed at 
once by a problem of definition. Asking Americans which class they belong to does not get you 
very far, since almost all Americans are sure that they belong to the middle. The last time the 
Pew Research Centre asked, in a poll in 2008, 91% of respondents put themselves in the upper-
middle, middle or lower-middle class. Confusion about class is compounded by America’s habit of 
defining the white “working class” not by income or occupation, as in Europe, but by the lack of a 
college degree. That is a pretty odd approach (Mark Twain observed that cauliflower is cabbage 
with a college education) given that many workers without a degree earn a decent income and 
consider themselves part of the middle too.

American talk about class differs from Europe’s in another way. The country does not have a 
broad political movement on the left. Its trade unions never gave rise to a social-democratic 
party like Britain’s Labour, for example. This is not to say that America has had no left at all. It 
has seen radicals galore. But Michael Kazin, co-editor of Dissent and author of a new history 
(“American Dreamers”), says its left did not focus chiefly on economic issues. From the mid-20th 
century, after all, America seemed to find a way for manual workers with only a high-school 
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education to enjoy a middle-class lifestyle. The New Left of the 1960s and 1970s assumed (times 
have changed) that growth would take care of economic needs and devoted its energies to racial 
and sexual equality instead. The left has contributed to terrific success in such areas—from the 
abolition of slavery to the formal end this week of the ban on gays serving openly in the military. 
But Mr Kazin concludes that it was far more successful when it sought to expand personal liberty 
than when it struggled to advance the collective might of workers and the poor.

Envy and common sense

If class is America’s “forbidden thought”, and not even the left has been strongly driven by 
economic egalitarianism, is it a tactical error for Mr Obama to keep calling on millionaires and 
billionaires, hedge-fund managers, the owners of corporate jets and other assorted fat cats to 
pay higher taxes in hard times? It is certainly misleading of him to imply that America will be able 
to tame its deficit and protect entitlements by raising taxes on the rich alone: the maths suggests 
that the middle class will have to pay too. But that does not make it bad politics. America is not 
so exceptional that its people are impervious to the sin of envy, or to commonsensical notions 
about what is fair. A Gallup poll published on September 20th found that those who supported 
raising the taxes of the rich outnumbered opponents by 66% to 32%.

Besides, American politics is not as free of class as politicians think. It is often said that 
Americans do not choose between parties for mainly economic reasons. This is a myth. Larry 
Bartels, a political scientist who defines class by income rather than education, concluded in his 
2008 book, “Unequal Democracy”, that “traditional class politics is alive and well” in America. His 
data show that the Republicans are in general the party of the rich and Democrats the party of 
the poor. Bill Clinton steered clear of class politics, especially in his second term when he moved 
sharply to the centre. But in 2000 Al Gore injected a strongly populist tone into his campaign. 
“They’re for the powerful, we’re for the people,” he said in accepting the Democratic presidential 
nomination. And, pace Mr Kazin, the left has just scored a gigantic victory in the form of the 
health-insurance subsidies that the poor will receive from Mr Obama’s Affordable Care Act.

One of the main exhibits of those who say America is free of class war is the behaviour of the 
white working class, which voted—against its economic interest, you might think—both for Ronald 
Reagan and against Mr Obama in last year’s mid-terms. But Mr Bartels finds the poorest parts of 
this group solidly Democratic. And even if the rest of the white working class is in the Republican 
column for now, it may not stay there for long. These particular voters, says Henry Olsen of the 
American Enterprise Institute, “fear the consequences of an untrammelled market and wonder, as 
they have since the Great Depression, if conservatives really have their best interests at heart.” 
To put it simply, Mr Olsen concludes, “working-class voters believe in capitalism, but they also 
believe in the importance of a social safety net.”

Mr Obama is careful not to use the “c” word himself. It is his foes who accuse him of being a 
socialist. His own message is that Americans are all in the same boat but that the rich can row a 
bit harder. You do not have to be a member of the moribund Socialist Labour Party of America to 
see the political appeal of that.

Economist.com/blogs/lexington (http://www.economist.com/blogs/lexington) 
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Protectionism in Argentina
Keep out
South America’s two biggest economies are imposing heavy-handed trade 
restrictions. Our first article looks at Argentina, our second at Brazil

IN RECENT years BlackBerrys have 
become an essential component in 
the young professional’s toolkit in 
Buenos Aires. But if you failed to 
buy one before the southern-
hemisphere winter, you may be out 
of luck. “We have trouble getting 
them,” says an assistant at a Claro 
mobile-phone store in posh 
Recoleta. “We haven’t had them for 
months,” is the answer at a 
Personal shop in leafy Palermo. 
Movistar advertises the 8520 model 
on its home page, but the phone is in fact sold out.

At South America’s southern tip, the missing BlackBerrys are almost ready to roll off the line. On 
October 3rd Brightstar, a multinational manufacturer, will begin importing kits of the phones’ 
parts to its factory in Tierra del Fuego, the normal base for cruise ships going to Antarctica. Some 
300 workers will brave the frigid austral fog to assemble the pieces and put them in locally 
sourced packaging.

Making BlackBerrys south of the Magellan strait will cost $23m upfront, plus $4,500-5,000 a 
month per worker, some 15 times more than in Asia. But the government touts the project as a 
triumph of its trade policy. It will help cut foreigners’ share of Argentina’s mobile-phone market 
from 96% in 2009 to a forecast 20% by the end of 2011. “We have a domestic market with 
growing demand. The goal is to supply it with local labour and production,” said Débora Giorgi, 
the industry minister, when the deal was announced.

Argentine manufacturers have been booming ever since the 2001 crash. Over most of that 
period, a cheap peso has ensured their competitiveness. But since 2005 inflation has been in 
double digits. As the trade surplus has dwindled, Cristina Fernández, the president, has beefed up 
her industrial policy. According to Global Trade Alert, a database of restrictions on international 
commerce, Argentina now imposes more trade limitations deemed “harmful” than any country 
save Russia.

Even before Ms Fernández’s late husband, Néstor Kirchner, became president in 2003, Argentina 
was taxing farm exports. The policy was meant to raise revenue. But the Kirchners later justified 
it as a way of discouraging commodity exports in favour of manufacturing. In 2008 Ms Fernández 
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sparked protests by trying to raise taxes on soyabeans, Argentina’s chief export, and lost a 
congressional vote. Since then the country has restricted maize and wheat exports, leaving 
farmers with an estimated 4m tonnes of maize they can neither sell at home nor ship abroad. 
Beef exports have also been limited, which caused ranchers to stop raising cattle and led to lower 
leather output and beef consumption. Many foreign leather firms, such as Italy’s Italcuer, have 
left.

On the import side, Argentina cannot raise tariffs on its own because it belongs to the Mercosur 
customs union. So it is resorting to informal tools. Its main method is “non-automatic licensing”, 
a tactic recognised by the World Trade Organisation that lets countries delay imports for 60 days.

Argentina has made no pretence of honouring that time period. In January it expanded the list of 
products requiring licences from 400 to 600. It was a limit on phone imports that led Research in 
Motion to hire Brightstar to make BlackBerrys in Argentina (tax incentives then led the firm to 
Tierra del Fuego). Other affected goods include toys, pharmaceutical ingredients, tyres, fabrics, 
leather and farm machinery. On September 15th Argentina blocked imports of books, and over 
1m piled up at the borders. Imports of Harley-Davidson motorcycles are frozen until 2012.

For firms that refuse to (or cannot) move production to Argentina, the government offers another 
option: deals to export goods worth at least as much as a company’s imports. In January 
customs officials stopped letting Nordenwagen import Porsches. Its cars languished in port for 
three months before the firm succumbed to a deal. Since its owners also possess Pulenta Estate, 
a vineyard, they agreed to launch a new line of mass-market wines for export, erasing the 
family’s trade deficit. They are also considering canning fruits. “It’s not the same margins as fine 
wines, but it takes time and investment. We’re trying to make it profitable,” says Eduardo 
Pulenta, the company’s export manager. “We’ll keep working to import cars. That’s what we 
know how to do.”

Copying from Brazil, the next target of Argentina’s new protectionism will probably be land. In 
April the government put forward a bill to cap total foreign landholdings at 20% of the country’s 
territory, and to stop any individual from acquiring over 1,000 hectares (2,471 acres). It makes 
no exemption for technology transfers. And it counts any firm with over 25% foreign ownership 
as an outside buyer, forcing the government to track every trade in the shares of public 
companies near the limit. Investors in mining, which many Argentines tout as the “new 
soyabeans”, are nervous. The bill has not been approved. But in next month’s election Ms 
Fernández is expected both to win again and to increase her party’s share of seats in Congress.

The net effect of these policies is hard to measure. Since 2005 imports have grown faster than 
exports. But that gap might have been bigger without the trade limits. The industry ministry says 
Argentina has substituted $5 billion of imports a year since 2009 (1.4% of GDP). Local consumers 
bear most of the cost, although some will fall on taxpayers now that the government is offering 
loans to exporters at negative real interest rates. Marcelo Elizondo, head of the UCES business 
school in Buenos Aires, says the interventions have affected the trade balance only slightly. “But 
it’s a deterrent,” he says. “It’s a general message for everyone who wants to import that it will be 
expensive and complicated, and you’re better off producing here.”
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Protectionism in Brazil
A self-made siege
First they went for the currency, now for the land

ON SEPTEMBER 15th Guido Mantega, Brazil’s finance minister, announced a 30-point increase in 
the country’s industrial-product tax on cars. The amount was startling, but the purpose familiar. 
Cars that are mostly made in Brazil, Mexico or the Mercosur trade block will be exempt; only 
importers will pay. “Brazilian consumption has been appropriated by imports,” he said in 
announcing the tax.

According to the National Carmakers’ Association, poor infrastructure and pricey credit and labour 
mean that making cars is 60% more expensive in Brazil than in China. Local manufacturers have 
long relied on high tariffs. Imports are gaining market share, from 16% of sales in 2009 to 23% 
this year. The new measure will probably reverse that trend, since it will increase the price of 
imports by a quarter. 

The government has taken small steps to help local firms. In August it cut payroll taxes for a few 
labour-intensive industries. But mostly it has tried to keep out foreign goods and capital. Mr 
Mantega says Brazil is “under siege” from imports. Last month the government tweaked 
procurement rules to favour local products (Chinese-made army uniforms were an irritant). In the 
past year Mr Mantega has raised taxes on foreign capital. He wants the World Trade Organisation 
(WTO) to let countries levy tariffs on imports from places that artificially weaken their currencies. 

This muscular approach continues a practice of rewriting rules to favour locals. Foreign firms can 
only pump oil in the recently discovered pré-sal oilfields as junior partners of the state-controlled 
Petrobras. Previously they could bid for all concessions on equal terms. Tax breaks will soon 
make locally built tablet computers a third cheaper than imports, leading Foxconn to set up a 
Brazilian plant to make iPads. The national development bank, BNDES, has transformed from a 
stodgy local lender into a chooser of national champions. Its loan book is now twice as big as the 
World Bank’s, and it funds foreign buying sprees by Brazilian firms.

Farmland is being treated as a strategic asset on a par with oil. Last year, spooked by the idea of 
foreign sovereign-wealth funds and state-owned firms buying up vast tracts, the government 
resurrected a 1971 law limiting the amount of rural land foreigners can buy. It was revived even 
though in the 1990s it was deemed incompatible with the new democratic constitution and open 
economy. The details are under review: foreigners may be allowed to buy a bit more without 
restriction, and still more if the government thinks it is in the national interest. But there is no 
timetable for passing a new law. The Brazilian Rural Society estimates that $15 billion of planned 
foreign agriculture investments are being dropped.

The strength of the new protectionist mood can be gauged by the government’s willingness to 
tolerate legal uncertainty and collateral damage. It reintroduced the antique land-ownership law 
despite knowing that its flawed design would almost halt much-needed foreign investment. Since 
it limits the total share of each district that can be owned by foreigners, many land registries are 
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playing it safe and rejecting all foreign purchasers. Kory Melby, an agricultural consultant, advises 
foreigners on land purchases in Brazil. He says he has heard from furious sellers whose deals are 
now “as good as garbage”.

Car importers are mulling a challenge to the tax increase at the WTO. At issue is whether a tax 
that can be avoided by producing locally is an import tariff in disguise. Their trade group is trying 
a different legal tack: it says that the government was obliged to give 90 days’ notice (it gave 
only one). Chinese carmakers building Brazilian factories are lobbying hard. They say that they 
will be unfairly hit, since ramping up production in a new plant takes years. Foreigners whose 
plans are less advanced may opt for a complete rethink. 
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Venezuela’s presidential campaign
The game’s afoot
The opposition line-up takes shape

LEOPOLDO LÓPEZ is a happy man. On September 16th the Inter-
American Court of Human Rights (IACHR) ordered Venezuela to lift 
its ban, imposed for alleged corruption, on the former Caracas 
mayor running for office. In theory, that should let Mr López 
compete in a presidential primary in February and, if successful, 
stand against Hugo Chávez, the incumbent. With the election date 
and primary field set, the opposition is optimistic.

After much speculation, on September 13th the electoral authority 
(CNE) fixed the vote for October 7th 2012, two months earlier 
than normal. If Mr Chávez loses, there will be a tense three-month 
lame-duck period. But the opposition Democratic Unity (MUD) 
alliance still has seven months to campaign. Mr Chávez, who 
returned to Cuba on September 17th for chemotherapy for a pelvic cancer, is a weaker candidate 
than in the past. Some polls show him tied with Henrique Capriles, governor of Miranda state 
(pictured above).

Mr Capriles, of the centrist Justice First party, now leads the primary field. But two strong rivals 
have emerged: the charismatic Mr López, who has built a party from scratch in two years, and 
Pablo Pérez, governor of Zulia state. Mr Pérez belongs to the centre-left A New Era party, and 
may be too dependent on its provincial base.

All three are around 40 (Mr Chávez is 57) and near the ideological centre. Almost all their 
supporters will back the primary’s victor. But to unseat Mr Chávez, the opposition will still have to 
broaden its appeal. Disgruntled chavistas have tended to stay home rather than vote against him, 
and none of the candidates has developed a message to court them. Mr Capriles provokes the 
least rejection among chavistas.

Mr Chávez, meanwhile, has kept busy. His government has “exhorted” the CNE to “reject national 
and international manoeuvres” that it says are designed to portray corrupt politicians as victims 
of persecution. Although the CNE is formally autonomous, it will probably obey Mr Chávez and 
stop Mr López from running—even though defying the IACHR would put Venezuela in violation of 
its own constitution as well as its treaty obligations.

Mr Chávez and his allies are rattled. They have tried (and failed) to divide their rivals, and accuse 
the MUD of plotting a coup. But if the president’s health improves, he will still be a formidable 
candidate. He is Venezuela’s most popular politician. His battle with cancer gives him a strong 
narrative. And in past elections, he has abused his access to state funds and control of the 
courts, CNE and army. A president who vows to stay in office until 2031 will make himself hard to 
unseat.
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Mexico’s drug war and the internet
The spider and the web
The fog of war descends on cyberspace

MEXICO’S national media have followed every gruesome twist of the government’s battle with 
organised crime. But in some of the most dangerous areas, local papers are curiously short on 
details. Last year five newspapers admitted in print that they would stop covering sensitive drug-
war stories, such was the risk to their reporters. The year also saw 15 attacks on media offices, 
up from two in 2009, according to Article 19, a free-speech lobby group. The gangs are even 
dictating copy. Imagen, a daily in the state of Zacatecas, ran an article last year attacking the 
army on the orders of a mafia that had kidnapped one of its reporters. Milenio, a TV station, ran 
part of a mob-scripted report after some of its staff were abducted.

With the traditional media silenced, Mexicans have gone online in search of news. But that now 
looks risky too. On September 13th two bodies were found hanging from a bridge in Nuevo 
Laredo, on Mexico’s northern border, with a sign promising the same treatment to all “gossips on 
the internet”. The notice named two drug-war-focused sites to which the murdered pair had 
supposedly contributed.

A handful of such blogs have won big audiences, thanks to photos 
and videos of gunfights and murders, sometimes sent by the 
killers. (One shows what are supposedly a drug lord’s pet tigers 
paddling in a pool with bikini-clad señoritas.) Newspapers now 
refer to such sites. Some anonymous blogs are said to be run by 
journalists who put their unprintable stories online. Rumours 
about shoot-outs circulate via Facebook and Twitter, which is also 
used by the government of Reynosa, a northern border town 
whose press has been beaten into silence.

Although many sites are anonymous, the mobsters seem to be 
getting better at tracking down contributors, even outside Mexico. Last year two Mexican 
students at Columbia University in New York set up a website to track violence in Monterrey, 
another troubled city in Mexico’s north. The project was cancelled after the site’s administrator, 
based in the United States, received a threatening phone call.

Surfers are also being watched by the government. Last month a teacher and a talk-show host 
were arrested in Veracruz state on terrorism charges, after tweeting false rumours that schools 
were under attack. The charges were later dropped. But on September 20th the state passed a 
law, to apply retroactively, that could jail gossip-mongers for one to four years for “disruption of 
public order”. Tabasco, next door, is drafting a similar law. The aim is to stop baseless rumours 
that cause “alarm, panic and psychosis”, says José Dolores Espinoza, a state congressman 
backing it.
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Others detect more sinister motives. Darío Ramírez, the local head of Article 19, thinks the two 
states want to send “an iron-fist message” against dissent. State governments pressure 
newspapers by taking out acres of ad space, which can be withdrawn if coverage is unfriendly. A 
bomb last month at an aquarium in Veracruz was scarcely mentioned in the local press. Mr 
Duarte has said with apparent satisfaction that 1,500 Twitter accounts in his state were closed 
within two weeks of the arrests.
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Food safety in Ecuador
You try it first
Toxic brews and weak rules

ON JULY 11th several people arrived at a hospital in western 
Ecuador with symptoms of alcohol poisoning. Eight of them died. 
The incident could conceivably have been caused by binge 
drinking. But within days the death toll soared and spread. The 
government declared a state of emergency and banned alcohol 
sales for three days, antagonising bars and much of the public.

Suspicion fell at first on unregulated moonshine, made on sugar-
cane farms in the western lowlands and Andean valleys. But as 
the number of those sickened, blinded and killed rose, authorities 
found that many victims had consumed drinks from a factory near 
the city of Guayaquil. It made fruity “wines” out of ethanol and 
flavourings, packaging them in plastic bags inside cartons. The 
manufacturers were adding methanol, a toxic industrial alcohol, to 
the mix.

Officials promptly closed the factory, banned its brands and arrested its owner, Edgar Santana. 
But 500,000 litres of its deadly brew, which has so far poisoned 771 people and killed 51, had 
already been distributed. Although the government launched a $450,000 buy-back campaign, 
only a third of the outstanding cartons have been returned. The rest could yet kill 1,000 people.

The deaths have stunned the Ecuadorean public. But students of the country’s product-safety 
procedures say the only surprise is that such a tragedy didn’t happen sooner. Much of the 
regulatory agency’s experienced staff was replaced when Rafael Correa became president in 
2007. Before this year, the government required only a sample to issue a licence to sell food or 
medicine, rather than testing products in the marketplace. Imported methanol is widely available 
and unregulated. Mr Correa himself admitted last month that Ecuador’s sanitary regulations were 
substandard.

Some precautions should be easy to implement, like requiring methanol to be sold coloured and 
scented so that it can be easily recognised. Identifying which other products pose health risks in 
Ecuador will be far harder.
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Ah, it was the real thing then

An anti-nuclear protest in Japan
Sayonara, nukes, but not yet
An unusual civility brought to civil protest

IN A country that has had almost 
no experience of mass protest 
since the 1960s, an unexpectedly 
large rally in Tokyo on September 
19th against nuclear energy was a 
polished affair. As many as 60,000 
people gathered on a public holiday 
in the city centre. They were given 
what could have been a menu of 
lunch options for deciding on which 
route to march: the A-course, B-
course or C-course, carefully 
chosen to avoid disrupting traffic. 
Musicians played and pet owners 
dressed their dogs in anti-nuclear vests. The only hint of menace was the number of people 
wearing face masks. But that was to keep off flu, not to resemble the Arab street.

The Fukushima Dai-ichi nuclear-power plant remains unstable after the earthquake and tsunami 
of March 11th, and 86,000 people from Fukushima prefecture are still unsure whether they will 
ever be able to return home because of the radiation fallout. So the demonstration might quite 
understandably have been an unruly affair. That it was not says a lot about Japan’s curious 
attitude towards nuclear power—and towards protest. In general, say the organisers, people still 
prefer to be moderate rather than militant.

That is why, says Yasunari Fujimoto of Gensuikin, an anti-nuclear group that planned the event, 
the demonstrators’ demand is not to do away with nuclear power immediately, even though his 
organisation favours that. An overhasty shutdown, he acknowledges, would cause electricity 
shortages and disrupt people’s lives. Rather, the rally demanded the end of new construction and 
an agreed schedule for phasing out nuclear power. According to Mr Fujimoto’s models, the last 
existing nuclear plant could close down in 2049.

What is more, although the rally was against what Mr Fujimoto calls a political cover-up of the 
perils of nuclear power, it was not, he stresses, anti-government. He has no issue with Japan’s 
new prime minister, Yoshihiko Noda, even though Mr Noda told the Wall Street Journal this week 
that it was “absolutely impossible” that Japan could get by without nuclear power next summer, 
and that there could be no quick phase-out of nuclear energy.
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Mr Fujimoto says Japan’s way of protesting is different from the more virulent anti-nuclear rallies 
(which he attended) in Germany after Japan’s March 11th disaster. “People in Japan like 
harmony,” he says. “They tend to express themselves only after they know all the opinions.” 
Masaru Tamamoto, an academic at Cambridge University, says mass protests last flourished after 
Japan’s American occupiers promoted unions and leftist parties in the wake of defeat in 1945. 
They quickly ebbed when reassertive Japanese conservatives suppressed the unions in the 1960s, 
and left-wing groups began to fight among themselves. Since then, there has been no group able 
to organise effective protest, Mr Tamamoto points out.

Gensuikin itself faces an uphill struggle. It is bankrolled by some of the main labour unions, and 
its head office is in a union building. But many of those same unions are pro-nuclear, since Tokyo 
Electric Power, which runs the Fukushima plant among others, is a huge employer, as are such 
conglomerates as Hitachi and Toshiba, which build nuclear reactors. No wonder it believes in 
moderation.
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An assassination in Afghanistan
The deadly envoy
Already troubled prospects for peace are further shattered

IT TOOK the killer only a moment 
to greet Burhanuddin Rabbani with 
an embrace, push his head against 
his target’s chest and then 
detonate explosives hidden inside 
his turban. The attack on 
September 20th was over in 
seconds, but in the long run it will 
prove far more damaging than the 
20-hour rocket and grenade assault 
launched by insurgents a week ago 
on key sites in the capital. The 
force of the explosion inside Mr 
Rabbani’s plush house triggered the “duck and cover” alarms at the American embassy down the 
street.

American diplomats and generals had dismissed the previous week’s incident as a sideshow. That 
is harder to do this week. Mr Rabbani’s assassination greatly complicates Afghanistan’s already 
tempestuous politics. Quite possibly it has shattered prospects for a negotiated settlement to 
Afghanistan’s long-running internal conflict.

Mr Rabbani was one of the grandest of the mujahideen leaders in the fight against the Soviet 
occupation of Afghanistan in the 1980s. He was also an Islamist charged by President Hamid 
Karzai with two key, and related, tasks.

The first was to encourage leaders from the Taliban insurgency to give up the fight and so lay the 
groundwork for a grand peace deal in Afghanistan through a body called the High Peace Council, 
which Mr Rabbani headed. The second was to calm the nerves of those whom a former 
Afghanistan intelligence chief, Amrullah Saleh, calls the “anti-Taliban constituency”: Afghans 
alarmed at the prospect of old enemies returning to a measure of power.

The constituency is made up mostly of people who are not Pushtuns, the country’s biggest ethnic 
group, who live mainly along the border with Pakistan and from whom most insurgents are 
drawn. The other main ethnic groups—Uzbeks, Hazaras and Mr Rabbani’s own Tajiks—were those 
who fought hardest against the Taliban in its heyday in the 1990s, mainly within the coalition 
known as the Northern Alliance. They believe they have the most to lose from peace talks 
(though plenty of Pushtuns are also fearful).
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No deal will ever stick without the support of these ethnic groups, but Mr Karzai has struggled to 
keep them on board. Most former Northern Alliance leaders have drifted away from the president. 
Only Mr Rabbani, an icon of the Northern Alliance, stayed inside Mr Karzai’s tent, with a thuggish 
vice-president, Mohammad Qasim Fahim, another Tajik. Whatever comfort Mr Rabbani gave the 
northerners was undone by the Taliban’s distrust of him. His role as leader of the Jamiat-e Islami 
party, an active participant in the country’s brutal civil war, meant that accepting him as an 
honest broker was a stretch.

Mr Rabbani’s murder has emboldened critics of Mr Karzai’s peace policy. Mr Saleh and others 
declare that efforts at reconciliation are dead. Ahmed Rashid, a Pakistani commentator who has 
called for a wholehearted peace initiative, condemned a “serious conspiracy by those opposed to 
peace talks, who are trying to sabotage them before they take off.”

But a conspiracy by whom? If the Taliban, they appear flummoxed as to how to respond to the 
attack, with spokesmen refusing to confirm, deny, praise or condemn it. That is unusual. There 
may be divisions within the movement or between its leadership and affiliated insurgent groups. 
One such, the Haqqani network, has been behind some spectacular recent attacks. Haqqani 
involvement this time would redouble America’s fury with Pakistan.

The conspiracy played on the sloppiness of the Afghan government. The assassin and his 
accomplice claimed to be envoys from the Taliban’s governing body in Pakistan, the Quetta 
Shura. Neither was frisked. The prospect of receiving their “very important message” was too 
much for Mr Rabbani and his aides to resist. Ahmed Wali Massoud, a senior figure in the old 
Northern Alliance, says Mr Rabbani had been pressed by the president himself to grant the urgent 
request for a meeting, and had rushed home from abroad to attend. It is at least the second 
occasion on which the Afghans have been duped by people posing as Taliban envoys. Mr Saleh 
says warnings from Afghan intelligence were ignored because of excitement that leaders might be 
on the cusp of a “Good Friday agreement for Afghanistan”.

“Our enemy,” said an opposition leader, Abdullah Abdullah, “by any means, in any way, is trying 
to kill us and eliminate all high-ranking officials.” In the circumstances not only does peace look 
more elusive than ever. Some are starting to wonder aloud whether this single blast in a Kabul 
house might in due course herald another calamitous civil war.



World politics Business & finance Economics Science & technology Culture Blogs Debate & discuss Multimedia Print edition

United States Britain Europe Asia Americas Middle East & Africa

Sep 24th 2011 | SINGAPORE | from the print edition 

Political reforms in Malaysia
In with the unknown
Harsh security laws are scrapped. Bold reform, or just an electoral ploy?

THE more enthusiastic are calling it a “hibiscus revolution”, in honour of both Malaysia’s national 
flower and the Arab awakening. Suddenly, it seems, one of Asia’s most politically conservative 
countries is being convulsed by change and reform. But unlike in the Middle East, it is the 
government itself that wants to appear to be leading the way.

After announcing a slew of economic reforms last year with the aim of modernising the economy, 
the prime minister, Najib Razak, has turned his attention to Malaysia’s archaic laws governing 
civil rights. In August he promised to reform the system of press censorship. He also set up a 
parliamentary committee to review the electoral system. By Malaysia’s standards, this is pretty 
wild stuff. But on September 15th Mr Najib trumped it all by promising to repeal many of the 
country’s security laws, including the notoriously draconian Internal Security Act, the ISA. He also 
promised to relax the media laws and liberalise laws on freedom of assembly. Taken together, 
the government describes these changes as “the biggest shake-up of the Malaysian system since 
independence from Britain in 1957”.

The repeal of the ISA has been widely welcomed. The law was introduced in 1960 to help combat 
an insurgency by communist rebels, a period known as the “emergency”. The ISA’s sweeping 
powers permitted the police to detain suspects indefinitely. But long after the threat from the 
communists had disappeared, the law was being used by control-minded governments for a very 
different purpose: to jail opposition politicians, union activists, students and journalists—anyone 
whom they wanted out of the way. Neighbouring Singapore, which was briefly part of Malaysia in 
the 1960s, still has its own ISA. So news of the Malaysian repeal has provoked a growing debate 
among Singaporeans about whether it is time to do the same in the island-state.

Other Malaysian laws on the way out include the Banishment Act of 1959, which allows non-
citizens to be expelled, and the Emergency Ordinance, introduced in 1969 after race riots. Like 
the ISA, it allows people to be detained without charge. Elsewhere, the government says 
newspapers will now need to apply only once for a permit to publish, rather than every year. 
Supposedly, that reduces the scope for interference in the media.

Malaysia’s various opposition leaders have welcomed the reforms. Yet like many ordinary folk 
they remain sceptical about whether the repeals, reviews and reforms of the past weeks really 
amount to the “shake-up” that Mr Najib claims. The prime minister has earned something of a 
reputation for grand gestures and promises with little follow-through. The same may happen this 
time.

For at the same time as repealing the ISA and other laws, he has promised to replace them with 
two new laws. These will also allow the police to “detain suspects for preventive reasons”, only 
with more “judicial oversight” and “limits” on police power. What exactly those limits will be has 
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yet to be explained. Opposition politicians say that the repeal of the ISA may yet turn out to be 
more symbolic than real if the new laws are almost as harsh as the old ones.

Mr Najib has an election to win within the next year. If nothing else the reforms are highly 
political, carefully calibrated to appeal to the vital middle ground of Malaysian politics. The repeal 
of old laws should endear him to younger and more liberal voters; the promise to introduce strict 
new laws should satisfy hardliners within his own ruling United Malays National Organisation, or 
UMNO.

Mr Najib’s supporters hope that solidly positioning their man as a progressive reformer, a sort of 
Malaysian Tony Blair, will also revitalise the prime minister’s flagging political fortunes. His poll 
ratings dropped alarmingly over the summer, following heavy criticism at home and abroad of the 
government’s heavy-handed response to a rally in Kuala Lumpur making calls for electoral 
reform. Dropping the ISA might well restore his reputation after that public-relations disaster. Yet 
the thousands of Malaysians who took to the capital’s streets on July 9th, only to be met with 
tear gas and water cannon, will be watching carefully to see the terms of the new legislation 
before they embrace Mr Najib as one of their own.
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Culture for the masses

Talent shows in China
No voting please, we’re Chinese
The government shuts down a TV show in which viewers vote for the winner

HAS China returned to the days of 
central planning? Or is it just 
stomping on anything that smacks 
of democracy? The Chinese 
government’s decision to suspend 
the airing of “Happy Girl”, a 
television talent show with 
hundreds of millions of fans, has 
whipped up a storm of questions 
far tougher than any that its dolled
-up contestants had to face.

“Happy Girl” had just finished this 
year’s run when the broadcasting 
authorities announced that the 
show would not return next year. Officially, one of its sins was allowing episodes to exceed its 90-
minute permitted time-slot. It was also wrong to show them at prime time (the programmes 
were too racy).

“Happy Girl” is broadcast by a state-owned satellite-television company in the southern province 
of Hunan, but has a devoted following across the country. Exhibiting the extraordinary gap that 
has opened between officials and the viewing public, a station spokesman said the broadcaster 
would replace the show with uplifting programmes such as “practical information about 
housework”.

The Communist Party’s disdain for shows such as “Happy Girl” has long been clear. The 
programme’s forerunner, “Super Girl”, upset the authorities by allowing viewers to vote for 
contestants by sending text messages from their mobile phones. It all smacked too much of 
democracy.

“Happy Girl” trimmed its sails by restricting voting mainly to a studio audience. But there were 
other issues that must have annoyed the party as well: the massive audiences drawn by talent 
shows, compared with the staid programming of the official China Central Television; the 
unconventional appearance of some of the contestants (this year’s “Happy Girl” winner looked 
rather boyish); and the participants’ unscripted emotional outbursts.

These are unsettled times for unconventional culture in China. In the south-western city of 
Chongqing the authorities are waging a campaign to promote old-fashioned “red culture”, such as 
revolutionary songs. The party is preparing for an annual meeting of its Central Committee next 
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month at which the main item on the agenda will be the promotion of “the great development 
and great prosperity of socialist culture”. Gripping stuff. Big changes in the party leadership will 
be announced late next year. Officials do not want anyone to conclude from “Happy Girl” that 
they should have a choice.

Economic Observer, a Chinese-language newspaper in Beijing, published a commentary on its 
website suggesting that the question of audience voting could be the party’s main concern about 
“Happy Girl”. “Some people sigh that if only we could vote in Chinese elections, as we do in 
‘Happy Girl’, then we’d lock horns and join the contest…This is the truly sensitive issue.”

That was remarkably frank. Another (English-language) newspaper, Global Times, felt otherwise. 
The problem, it said, was vote-fixing and fan violence. What “Happy Girl” had displayed was 
“undemocratic elements that are against democracy”, such as disrespecting rules, organised 
cheating and special interests that undermine overall fairness. Problems that are alien to the 
party, of course.
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America’s arms sales to Taiwan
Delicate dance
America balances old commitments with new priorities

A BEIJING newspaper recently 
declared that America and China 
“risk misinterpreting each other 
and forcing an unexpected 
showdown”. Fearful of this, 
America has trodden warily in its 
consideration of how to improve 
Taiwan’s ageing fleet of fighter 
jets. Its decision, announced in 
Washington on September 21st, is 
a compromise that will avert an 
immediate showdown but leave 
Taiwan feeling hardly any more 
secure.

The deal is to upgrade Taiwan’s 145 F-16 A/B jets at a cost of $5.9 billion. The island will not, at 
least for the time being, get the 66 new F-16 C/D fighters that it (and some American legislators) 
had wanted. American officials, anxious to placate China, Taiwan and politicians at home, have 
been spinning this decision in ways aimed at satisfying all three parties.

To the Chinese, it is being presented as a step short of what officials in Beijing say is a dangerous 
red line. For the Taiwanese, and American congressmen, the message is that upgraded A/Bs are 
much the same as C/Ds anyway, and that Taiwan will get more advanced fighters than it had 
asked for, at a lower cost. (Texans hoping for thousands of extra jobs building new C/Ds at 
Lockheed Martin’s F-16 production lines in their state will still be disappointed.) Taiwan’s 20-year-
old F-16s make up more than a third of its fighters. Some 60 other jets are Vietnam-war era F-5s 
mainly used for training, and hardly fit for that—another two F-5s crashed on September 13th, 
the latest in a string of such incidents.

The Chinese have ranted in response, as they do over every American arms sale to Taiwan. But 
the Americans are hoping that China’s longer-term reaction this time will be somewhat more 
restrained. A sale of brand new F-16s would have been difficult for the Chinese government to 
ignore. It has long been peeved by America’s perceived failure to live up to its 1982 commitment 
to cut weapons sales to the island. Part of that accord required both countries to “create 
conditions conducive” to achieving a “final settlement” of the arms issue—hardly fulfilled, 
American officials say, by China’s military build-up on the coast facing Taiwan. After the original 
sale of F-16s to Taiwan in 1992, a furious China sold medium-range missiles to Pakistan, 
snubbing American efforts to curb their spread in unstable regions. The sale of $6.4 billion- worth 
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of American arms to Taiwan in January 2010 caused China to cut off military ties for months. 
Military-to-military relations are likely to be affected again this time but, many analysts say, less 
severely.

For President Ma Ying-jeou of Taiwan, the outcome will be little surprise and no great blow. In 
recent years, rapid improvements in China’s fighter fleet have eroded the island’s long-held belief 
that it could dominate the skies over the Taiwan Strait. Against China’s 300-400 Russian-
designed SU-27 and SU-30 fighters, even 66 new F-16s would probably have been too little to 
reverse the trend. And China’s increasingly accurate missiles (more than 1,000 of them pointing 
at Taiwan) could damage Taiwan’s air bases, making it difficult for the island even to deploy its 
fighter jets.

Since taking office in 2008, Mr Ma has worked hard to improve cross-strait ties. China wants him 
to win another term in the next presidential election in January, but that could constrain China’s 
options. Global Times, a Beijing newspaper, said on September 17th that China used to seek 
revenge on America after arms sales to Taiwan. This time, it said, “it should also include Taipei, 
as Beijing has more leverage on the island”. But the article was referring to the possibility of 
America selling new F-16s. It is unlikely that the Communist Party would want to restrict the 
cross-strait economic interaction that Mr Ma has championed, since it believes such links give it 
increased influence over the island. Punishing Taiwan economically would play into the hands of 
the opposition Democratic Progressive Party (DPP), which is far more suspicious of China and the 
benefits of open trade with it.

The DPP will try to convince voters that America’s rejection of any sale of new F-16s is a sign that 
Mr Ma’s efforts to strengthen ties with America (as well as with China) have not worked. The 
announcement comes at an awkward time for Mr Ma, who is in a tight contest in the presidential 
race against the DPP’s Tsai Ing-wen, a former head of cross-strait affairs, who takes a softer line 
on China than many in her party. Mr Ma’s prospects were dealt a potential blow on September 
20th by the decision of James Soong, a former heavyweight in Mr Ma’s own party, the 
Kuomintang (KMT), to run against him, potentially splitting the KMT vote.

Some politicians in America are showing their support for Mr Ma. An unidentified senior official in 
Washington, quoted in the Financial Times, said a few days before the F-16 deal that Ms Tsai’s 
China policy could threaten cross-strait stability. The motives of this official have been hotly 
debated in Taiwan, with some suggesting the remarks were aimed at soothing China before the 
announcement.

America’s coolness towards the previous Taiwanese president, Chen Shui-bian of the DPP (now in 
jail for corruption), helped to persuade officials in Beijing that despite the arms sales, America 
was no backer of the DPP’s more militant wing. Encouraged by Mr Chen, DPP hardliners want to 
move closer towards outright independence. America is prepared to risk approaching red lines on 
arms sales. But it has little doubt that a formal separation from China by Taiwan could mean war.



World politics Business & finance Economics Science & technology Culture Blogs Debate & discuss Multimedia Print edition

United States Britain Europe Asia Americas Middle East & Africa

Sep 24th 2011 | from the print edition 

Banyan
Where Asia left its heart
The curious durability of America’s Asian alliances

SIXTY years ago this month, a set 
of agreements signed in San 
Francisco established the security 
architecture for Asia and the Pacific 
that, a few bouts of tinkering aside, 
is still fundamentally in place. The 
peace treaty that ended the second 
world war was accompanied by the 
formalising of alliances between 
America and its allies: Australia 
and New Zealand (the “ANZUS” 
treaty), Japan and the Philippines. 
In 1953-54, mutual-defence pacts 
with South Korea and Taiwan were added, and the ground rules for a Pax Americana in the Pacific 
were largely complete.

Where to begin enumerating how the world has changed? In September 1951 Chinese and 
American soldiers were fighting each other in the Korean war, China was “leaning to one side”—
that of the Soviet Union—in the cold war, and its economy was largely closed to foreign trade and 
investment. Now it is the coming power, America’s biggest creditor and the largest trading 
partner for each of Australia, Japan, South Korea and Taiwan.

So you might expect these countries to be reassessing their security ties. Yet rarely, if ever, has 
any set of countries been so integrated economically with one country, China, while seeking 
defence guarantees from another, America. All perceive their main long-term threat to be China. 
This odd dichotomy was the premise of a symposium in Washington this month organised by the 
Lowy Institute, based in Sydney, Australia, on America’s “torn allies”. Lowy’s Michael Wesley says 
the rapid growth of ties with China might “usher in a period of quite agonising choices” for its 
regional partners. Yet so far there are few signs of conflicting loyalties. Satu Limaye, Washington 
director for Hawaii’s East-West Centre, a think-tank, argues that in fact “the demand for 
American security has never been higher”.

Indeed, this month Australia and America have been discussing—again in San Francisco—how to 
enhance their security ties. Japan’s new prime minister, Yoshihiko Noda, has indicated that he will 
make a new attempt to remove the biggest obstacle in Japan’s military relations with America, a 
stalled agreement over relocating American marines in Okinawa. South Korea’s president, Lee 
Myung-bak, is expected to enjoy a state dinner at the White House next month, adding symbolic 
weight to the importance of the alliance. As for Taiwan, a formal alliance lapsed after America 
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recognised the government in Beijing in 1979. But this week’s row over arms sales has shown 
how even the most China-friendly administration in Taiwan since the civil war still cleaves to the 
informal American alliance.

Four main things explain America’s continuing strategic pull. The first is that, for all the fear of 
China’s rise, the United States remains the predominant military power in the Pacific. If you are 
buying security, it is the place to shop. Second is the weakness or even hostility of relations 
among its separate allies. Since a security pact signed in 2007, Australia and Japan have been 
quietly strengthening military ties. But Japan and South Korea remain testy neighbours. Third, 
efforts to build up regional security forums, mostly centred on the Association of South-East 
Asian Nations, have barely managed to start a serious conversation, let alone establish 
mechanisms for settling disputes.

Fourth, and most important, China has done little to convert its growing economic clout into 
strategic reassurance. On the contrary, over the past couple of years it has managed to alarm all 
its neighbours. The potentially placatory government of the Democratic Party of Japan was 
alienated by China’s aggressive behaviour after the detention of a Chinese trawler captain in 
disputed waters a year ago. South Korea was angered by China’s refusal to condemn North Korea 
for sinking a naval vessel and shelling civilians on one of its islands. Trade and tourism with 
Taiwan may be booming; but over 1,000 Chinese missiles are still trained on the island. Even 
countries once far from the American orbit, like Vietnam and India, are being driven closer to it 
by China’s aggressive assertion of territorial claims.

Some of China’s apparently inept diplomacy may be a result of poorly co-ordinated foreign policy. 
But it is also possible to see it as part of a steady and concerted push to assert regional 
dominance against America. Aaron Friedberg, an American scholar, argues in a new book (“A 
Contest for Supremacy: China, America and the Struggle for Mastery in Asia”) that China’s rulers 
want to constrict America’s military and diplomatic clout in the Western Pacific, “pushing it back 
and ultimately displacing it as the preponderant power in East Asia”. America, he argues, needs 
to find “a serious response” to China’s military build-up, partly to stiffen the spines of America’s 
friends who may “grow fearful of abandonment, perhaps eventually losing heart and succumbing 
to the temptations of appeasement.”

Be sure to wear flowers in your hair

Few seem tempted yet. But Gareth Evans, a former Australian foreign minister, has written of a 
“nightmare scenario” in which policymakers “are forced to choose between their great economic 
dependence on China and their still-enormous military reliance on the US.” Unlike Mr Friedberg, 
he argues that “paradoxical as it might seem, the Asia/Pacific region’s stability could well be put 
more at risk by America’s continuing assertion of absolute primacy or dominance than by a more 
balanced distribution of conventional military power.” He quotes, admiringly, Bill Clinton, who 
once said that America should use its primacy “to create a world in which we will be comfortable 
living when we are no longer top dog on the global block.”

Top dogs, however, are rarely so prescient; nor are their challengers so accommodating. As a 
concept, “torn allies” may be somewhat premature. But the tension between celebrating the 
economic benefits of China’s rise and challenging some of its consequences is unlikely to leave 
the San Francisco arrangements so nearly intact for another 60 years.
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Strife in Yemen
No easy way out of a bloody mess
The Arab world’s poorest country is suffering another bout of violence—with no 
end to the turmoil in sight

CONTINUING clashes in Yemen’s 
capital, Sana’a, have left at least 
70 dead and hundreds injured. But 
the sudden upsurge in violence has 
not brought the stricken, 
impoverished country at the heel of 
the Arabian peninsula any closer to 
ending eight months of tense 
political stalemate. The scale of the 
bloodshed, plus persistent unrest 
elsewhere in the country, is instead 
amplifying fears that its stalled 
revolution may slide into all-out 
civil war.

The protracted stand-off has pitted the ruling party, backed by army units led by clansmen of 
President Ali Abdullah Saleh, against a motley coalition that includes thousands of youths inspired 
by revolutions elsewhere in the Arab world, secular opposition parties, Islamist groups and 
defectors from the national army. Since March, when snipers loyal to Mr Saleh killed 52 unarmed 
demonstrators in a single day, protests had been confined mainly to limited areas of Sana’a while 
negotiators sought to coax the president into retirement. Mr Saleh, who seized power in 1978, 
has so far balked, despite narrowly surviving a bomb in June that left him severely burned and 
forced him to fly for medical treatment in Saudi Arabia, where he remains.

The latest violence erupted on September 18th when protesters marched towards areas of Sana’a 
controlled by Mr Saleh’s elite guards. Loyalist units, commanded by the president’s son and two 
nephews, responded with intense fire, deploying snipers, anti-aircraft guns and mortars, some of 
which crashed into the protesters’ encampment. Unarmed protesters, joined by defecting soldiers 
and armed tribesmen, fought back in different parts of the capital over the next two days, 
overrunning at least one base of the Republican Guard and forcing the airport to close briefly for 
the first time since the unrest began. On September 21st Mr Saleh’s men reportedly sealed roads 
into the capital, in an ominous sign of preparation for a showdown.



The protesters’ decision to try to break the stalemate, despite 
diplomatic talk of a looming breakthrough in negotiations, 
reflected various frustrations. These include anger over a 
deteriorating economy, worry at signs that the president’s men 
have been extensively rearming and suspicions that foreign 
powers, including Saudi Arabia and the United States, still back Mr 
Saleh because of his declared opposition to jihadist groups linked 
to al-Qaeda, which remains active in parts of southern Yemen. 
Opponents have long accused Mr Saleh of using the al-Qaeda 
threat to win foreign sympathy. His troops recently declared 
success in chasing jihadists from the southern town of Zinjibar, 
which they had occupied since June (see map).

Well before the outbreak of protests eight months ago, Yemen was spiralling into chaos. It has 
rising rates of child malnutrition and alarming declines in reserves of its two main resources, oil 
and water. Intractable rebellions gnawed at its fringes even as factions wrestled for power at the 
centre, letting al-Qaeda terrorists thrive amid the disorder. Mr Saleh stood accused of amassing 
power and wealth for his immediate family, nimbly wielding oil revenues and foreign aid to 
perpetuate his 33-year-long hold on the state.

In February there was initial optimism when thousands took to the streets demanding Mr Saleh’s 
resignation, erecting a tent city in Sana’a’s Change Square that is still in place. Following the 
sniper attacks in March, the 20,000-man First Armoured Brigade, commanded by General Ali 
Mohsen, long a close comrade of Mr Saleh, joined the rebels. The president lost another ally in 
May, when the powerful Ahmar clan, which combines extensive business interests with populist 
Islamist politics, switched sides amid running battles that culminated in the shelling of the 
family’s main compound. Many assumed that the near-miss attempt on Mr Saleh’s life would put 
paid to his ambitions to hang on. Many also reckoned the Saudis, who see Yemen as their 
backyard, would stop Mr Saleh going home.

But Mr Saleh, a former tank commander famed for his wily survival tactics, has continued to 
insist on his constitutional privileges. This reflects not just stubbornness but confidence in his 
control of Yemen’s air force and elite army corps that have benefited from anti-terrorist training 
and equipment supplied by Western donors. Three times he has refused at the last minute to sign 
a deal, brokered by the six-country, Saudi-led Gulf Co-operation Council and endorsed by 
Western governments, that calls for his exit in exchange for immunity from prosecution for 
himself and his family, followed by early elections. Earlier this month he appeared to inch closer 
to accepting it, authorising his vice-president, Abd Rabbo Mansour, to sign on his behalf. The 
opposition saw this as just another delaying tactic.

There is no easy way out of Yemen’s mess. Even if Mr Saleh and his family depart peacefully, 
which seems unlikely, they will leave behind a country torn by division and suspicion. Many street 
revolutionaries are wary of the old political elite, seeing the likes of General Mohsen and the 
Ahmars as meddlers who aim to profit from Mr Saleh’s downfall. General Mohsen’s past 
association with extremist Sunni factions makes him anathema to Houthi rebels in the north, who 
adhere to the Zaydi branch of Shia Islam and fought a bloody six-year war mainly spearheaded 
by his First Armoured Brigade. Southern separatists, meanwhile, tend to see the strife in distant 
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Sana’a as a power struggle between northern warlords. With electricity flickering, food prices 
rising and fuel scarce, it is no wonder that the UN is warning of a looming humanitarian disaster.
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Bahrain’s by-elections
A bitter stalemate
A string of by-elections in a tiny Gulf state is unlikely to lessen the strife

IN THE villages inhabited by Bahrain’s Shia majority on the outskirts of the capital, Manama, 
protesters battle with police every day. Seven months after demonstrators called for democratic 
reforms by Bahrain’s Sunni rulers, prompting a harsh crackdown, there is still no sign of sectarian 
reconciliation. A set of by-elections on September 24th for 18 of the 40 seats in the lower house 
of parliament is meant to convey a sense of progress but may well do the opposite.

Pro-democracy campaigners, nearly all of them Shias, have called for the villagers to unite in a 
mass march back to Manama to reclaim Pearl roundabout, the hub of the protests until 
government troops routed demonstrators there in March. Since then at least 35 people have been 
killed. Any march back to the capital will be blocked by a large-scale security presence. Another 
violent confrontation is quite likely.

The elections are unlikely to improve matters. The 18 seats were abandoned in February by Shias 
who walked out of parliament in protest at the government’s repression. Bahrain’s main 
opposition party, Wefaq, is boycotting the poll. Campaigners have called on voters to stay away.

In any case the lower house has no executive power. Opposition politicians are tired of the 
government’s failure, over the years, to push through any reforms of substance. The scale of 
repression since March has hardened their resolve. “It is clear now there can be no stability in 
Bahrain without steps towards true democracy,” says Matar Matar, a former Wefaq MP recently 
freed after three months in jail.

A Shia woman, Sawsan Taqawi, has already been elected after standing unopposed in her 
constituency, but her victory was marred by smears. She and other candidates had their posters 
defaced with anti-government slogans for supposedly giving legitimacy to the election. 
“Boycotting [it] is not a solution,” says Ms Taqawi. “Bahrain is a country of law. We have the right 
to vote and we should use it.”

Many political prisoners remain in jail. Credible allegations of torture by the security forces 
continue to appear. Thousands of people, mainly Shias, have not got their jobs back after being 
sacked for supporting the protests, despite the king’s pledge that most would be reinstated.

The government is unsure what to do next. It seems content to keep the protesters penned in 
their villages and to let the daily skirmishes continue. Bahrain’s Western allies, in particular the 
Americans, whose Fifth Fleet is based on the state’s coast, have little appetite for upbraiding the 
government. The region’s two big powers, Iran and Saudi Arabia, raise the tension by accusing 
each other of stirring up the unrest. Ill feeling between Sunni and Shia is growing across the Gulf.

Within Bahrain’s government, hardline and moderate factions argue over how to resolve the 
conflict, which is badly denting the kingdom’s image. “People are not afraid any more,” says Mr 
Matar, who was beaten in prison and spent 45 days in solitary confinement, sometimes hearing 
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the screams of other inmates. “They have seen the worst that the government can do and they 
have kept coming back. They want something tangible now. They want freedom. It is the only 
way out of this.”



About The Economist online About The Economist Media directory Staff books Career opportunities Contact us Subscribe [+] Site feedback

Copyright © The Economist Newspaper Limited 2011. All rights reserved. Advertising info Legal disclaimer Accessibility Privacy policy Terms of use Help

World politics Business & finance Economics Science & technology Culture Blogs Debate & discuss Multimedia Print edition

Sep 24th 2011 | CAIRO | from the print edition 

from the print edition | Middle East and Africa 

Al Jazeera
Why did he go?
A resignation highlights ructions at the Arabs’ most influential broadcaster

AL JAZEERA has long been the most popular satellite news channel among Arabs, but also the 
most controversial. So the sudden resignation of its head for the past eight years, Wadah 
Khanfar, was bound to make a noise. The Palestinian-born director says he has wanted to leave 
for months, feeling proud that he achieved what he set out to do. Few seem to believe him.

State-controlled media in Syria, which have blasted Al Jazeera for its relentless coverage of the 
protests, crow delightedly that the reason for Mr Khanfar’s departure is a scandal. Al Jazeera, 
they say, has faked footage of demonstrations and their suppression, stooping even to building 
replicas of Syrian towns as backdrops for staged scenes of violence. Having discovered the fraud, 
the channel’s Qatari owners had to give him the boot.

Not even in Syria do many believe such claptrap. Another charge, that Mr Khanfar has been 
exposed by WikiLeaks as an American agent, sticks no better. Several of the purloined diplomatic 
cables describe meetings between American officials and Mr Khanfar. But a close reading shows 
that Al Jazeera’s boss responded frankly and professionally to American concerns, defending 
overall coverage but promising to investigate specific complaints.

Al Jazeera has trodden on many toes, especially in recent months of turmoil. It has cheer-led for 
Arab revolutions; rebels in countries such as Egypt, Libya, Tunisia and Yemen treat its 
correspondents as heroic comrades-in-arms. Governments are less keen: Egypt’s recently sealed 
the offices of an Al Jazeera affiliate that broadcasts live coverage of Egyptian events, with a focus 
on protests. What, officials sniff privately, is tiny, shockingly rich Qatar aiming at, when its own 
rulers are as autocratic as any?

A deeper criticism of Al Jazeera is not that it sponsors rebellion, but that it promotes one 
particular stripe. Colleagues who quit the channel complain that Mr Khanfar packed its staff with 
Islamists, many of them sympathetic to the Muslim Brotherhood. In coverage of Libya, for 
example, Al Jazeera has put Islamist factions, some of which happen to be backed by Qatar, in 
the spotlight at the expense of secular rivals. Perhaps the appointment of a member of the 
emirate’s ruling family as the channel’s new chief will curb such enthusiasm.
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Democratic Republic of Congo
Digging for victory
Mining is Congo’s best hope of prosperity but also its biggest worry

WIDE as the gulf often is between a country’s economic potential and its citizens’ prosperity, it is 
rarely as gaping as in the Democratic Republic of Congo. Many thousands of Congolese die every 
year as a result of political violence, disease and poverty, yet the ground below them is brimming 
with enough minerals to fill the world’s smelters and metal stores—if only they could be extracted 
and sold in a legitimate market.

Ramping up mining, as well as oil production, is the declared aim of President Joseph Kabila, who 
this month announced his candidacy in the next election on November 28th. He thus ended more 
than a year of uncertainty over his intentions. Foreign observers and his own opposition have 
bemoaned the shoddiness of preparations for the poll, in a country the size of western Europe, 
despite a budget of $700m, of which 40% is provided by the UN and other foreign outfits.

The president can afford to ignore his detractors. He is the only candidate who is well-known and 
has a party machine that can reach voters in the roadless hinterland. The opposition is currently 
split between ten presidential candidates. Mr Kabila is very likely to win. Even so, his ability to 
effect change is limited. The national army is little more than a collection of militias and obeys no 
central command. The Congolese state exists only on paper.



Mr Kabila took office in 2001 after the death of his father, Laurent-
Désiré, who had won power four years earlier during a regional 
war that cost millions of lives. Mr Kabila now wants to turn Congo 
into an economic powerhouse on the back of vast industrial 
mining. Success depends on winning over foreign investors and 
governments, as Congo lacks the skills and capital to develop 
alone.

The president has made some progress, as he will remind voters 
in the campaign. Mineral-rich Katanga province has seen large-
scale scooping and shovelling. But the provinces of North and 
South Kivu, studded with gold and other metals, are in turmoil. 
This could damage his re-election prospects and Congo’s chances 
of recovery. Kivu is where the war started and where many old demons still lurk.

The dusty streets of Goma, North Kivu’s capital and a mining hub, illustrate Congo’s ills. Metals 
dealerships dominated the city’s economy until last year but are mostly padlocked now. Repair 
shops and bars that relied on mining business are empty. So are most public offices. Local 
government, financed by mining taxes, is insolvent; salaries have not been paid in full for 
months.

In the past year Goma has suffered a miserable decline. Hundreds of mines in the surrounding 
countryside have cut output by as much as 95%. At the Humule coltan mine a few gumbooted 
miners scramble up a red-earth ravine where last year there were thousands. Most stopped 
coming because they could no longer find buyers for their nuggets of coltan, a metal used in 
electronic gadgets. They blame what they call “the American law”.

An obscure provision in the 2010 Dodd-Frank banking act forces companies listed in America to 
disclose the exact source of metals procured from Congo. The intention behind the law was good. 
Congolese militias and rogue army units, whose members rape and murder with abandon, finance 
themselves through mining and extortion from miners. The law tries to shame big buyers, such 
as Apple and Motorola, who use Congolese coltan, into dealing only with bona fide suppliers. But 
the effect has been to frighten them away from Congo altogether.

So the local economy has dropped off a cliff. Some unemployed miners had been expected to join 
militias, though evidence that they have done so is scant. Still, militia leaders and corrupt army 
commanders targeted by the Dodd-Frank law are doing rather well. Unlike legitimate dealers, 
they run smuggling networks and take metals across borders to sell them. Officials in Burundi, 
Kenya, Rwanda and Uganda are complicit or turn a blind eye.

Many Congolese think that American congressmen and the human-rights people who lobby them 
are making a bad situation worse. They denounce the Enough Project, a group backed by several 
Hollywood stars, that was instrumental in imposing what they call a de facto embargo.

But the status quo was hardly tenable. The Kivus are infested with more than a dozen armed 
groups who feed off mining. A regional map at the UN compound in Goma shows insurgencies 
within insurgencies. “There is no security here,” admits a Western aid worker. The UN’s 19,000 
peacekeepers are demoralised and itching to go. Mr Kabila would not stop them.

So it is all the more crucial to get foreign firms to help solve Congo’s problems. They need 
assistance also from neighbouring countries and international organisations. Distinguishing 
between legitimate miners and rogues is hard. A variety of new schemes are being tested, 
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including a mine-inspection regime and the certification of dealers. But how to do this in a place 
with few roads, rampant corruption and the constant threat of militia attacks?

Mr Kabila has failed to start building a proper state or to demobilise all militias and create a 
proper army. His re-election will be welcome only in so far as it will probably retain a measure of 
stability. Most of Congo has been a bit more secure since he was first elected in 2006. But the 
turbulent eastern part has barely improved. Militia leaders and rogue army commanders still 
control swathes of it. The president’s biggest test is whether companies such as Apple and 
Motorola start buying Congolese minerals again. If not, the gap between economic potential and 
the people’s misery will continue to widen.
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German politics
Bail-outs? Nein, danke
Some Free Democrats want to scupper Angela Merkel’s euro policy

BABY-FACED and bespectacled, Frank Schäffler does not look like a bomb-thrower. But the 42-
year-old legislator from North Rhine-Westphalia is threatening to blow up Germany’s strategy for 
the euro, and thus the government itself. He wants the 65,000 members of his Free Democratic 
Party (FDP), part of Angela Merkel’s coalition, to vote on whether to endorse the European 
Stability Mechanism (ESM), a permanent bail-out fund due to begin operating in 2013. The result 
will be binding on the FDP if one-third of members participate. If, as Mr Schäffler hopes, the 
party’s members say no, Mrs Merkel will face a choice: accept the decision, which would mean 
pulling out of a European agreement to save the euro, or defy it, which could break up the 
coalition.

The liberal FDP is in the dumps. In the federal election in 2009, it won a record 14.6% of the vote 
and joined the government as junior partner to Mrs Merkel’s Christian Democratic Union (CDU) 
and its Bavarian sibling, the Christian Social Union (CSU). But Guido Westerwelle, then the party 
leader (and still the foreign minister), blew its political capital. Germans found his personality 
grating and his obsession with tax cuts off-putting.

The FDP has fared little better since Philipp Rösler became leader 
in May; it often polls less than the 5% needed to enter parliament 
(see chart). In a state election in Berlin on September 18th it won 
a miserable 1.8% of the vote. The upstart Pirate Party, champions 
of internet freedom and privacy, got nearly five times that and will 
take the FDP’s place in the city legislature. This, said Dr Rösler, is 
“perhaps the most difficult situation for the FDP in its history.”

Combine the party’s desperation with Mr Schäffler’s rebellion and 
you could have the makings of something new in Germany: 
serious political opposition to Europe’s plan to rescue the euro. 
Berlin’s FDP put up campaign posters vowing “no euro bill for Berlin”. Mr Schäffler says he wants 
to save the euro, but he expects a political payoff. Most Germans agree, he thinks. Only the FDP 
is systematically polling its members. Even Dr Rösler has mused that Greece could default.

Mr Schäffler has sympathisers among CDU and CSU deputies. How many will become clearer on 
September 29th, when the Bundestag is due to vote on expanding the powers of the European 
Financial Stability Facility (EFSF), the forerunner of the ESM. Later the lower house will weigh in 
on the next tranche of aid to Greece, plus a second Greek rescue package.

But the FDP’s shellacking in Berlin is a setback for the anti-bail-out camp. “We are pro-
European,” declared Dr Rösler this week. Party chiefs plan to counter Mr Schäffler’s petition with 
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their own proposal to members, endorsing the ESM and an “economic and financial constitution” 
for euro-zone countries.

The government’s majority will hold for the EFSF vote, predicts Klaus-Peter Flosbach, a CDU 
deputy, and probably for the second Greek rescue. Mr Schäffler’s initiative adds unpredictability. 
Sadly, it may be as close to a referendum on the euro as Germany will ever come.

FDP leaders are confident of defeating the motion, in part because no one wants to risk early 
elections. But they cannot be sure. In 1995 party members endorsed eavesdropping in criminal 
investigations, prompting the justice minister, Sabine Leutheusser-Schnarrenberger, to resign 
(she is back in the job). If Mr Schäffler wins, the body count will be higher.
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Italy’s tottering prime minister
Slipping into darkness
How much longer can Silvio Berlusconi go on?

SILVIO BERLUSCONI and his 
coalition ally, Umberto Bossi, look 
increasingly like Butch Cassidy and 
the Sundance Kid in the last scene 
of the 1969 Western: wounded, 
doomed, yet seemingly unaware of 
the sheer numbers ranged against 
them.

Already rocked by thousands of 
pages of evidence detailing his 
alleged whoremongering, Italy’s 
prime minister took a more serious 
hit on September 20th when 
Standard & Poor’s, a ratings agency, downgraded Italy and expressed grave doubts about the 
government’s ability to respond effectively to the crisis in the euro zone. Such views are widely 
shared in Italy. Most Italians seem to have realised that their prime minister is a liability. His 
approval rating has slumped below 25%. He lost the unions a long time ago; now employers 
have lost faith in his right-wing government’s handling of the economy.

After S&P’s downgrade Il Sole-24 Ore, a business newspaper owned by Confindustria, the bosses’ 
federation, said it was time for Mr Berlusconi to go. Italy, it argued, was now the euro-zone 
country most likely to follow Greece into turmoil. It blamed, among other things, “the fragility of 
its governing coalition, the embarrassing chain of scandals that directly affect the prime minister, 
his ministers and their immediate associates, [and a] persistent inability to take painful but 
necessary decisions.”

Even this is not the end of Mr Berlusconi’s troubles. He is a defendant in three trials: one on 
charges of embezzlement, tax-dodging and false accounting, one in which he stands accused of 
paying an under-age prostitute and one for alleged bribery. (He denies all the charges.) The 
third, in which he is accused of corrupting his former legal adviser, David Mills, is the one he is 
said to fear most. On September 19th the judges overseeing the case shortened the list of 
witnesses, making it more likely that a verdict will be reached before Mr Berlusconi is saved, as 
he has so often been before, by a statute of limitations.

Just as damaging are two investigations in which the prime minister is not a suspect. One 
involves claims that he was blackmailed by Giampaolo Tarantini, a businessman from the 
southern city of Bari who is alleged to have supplied more than 100 women, including numerous 
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prostitutes, for parties at Mr Berlusconi’s homes. The other, which focuses on Mr Tarantini’s 
alleged pimping, led on September 15th to the release of some 5,000 pages of evidence. Besides 
plenty of titillation, these included claims that the prime minister had acted in ways that were not 
just unseemly but illicit. It was already known that one of his guests was the girlfriend of a 
gangster—but not that he had put an official plane at the disposal of his alleged pimp, that he 
had obtained a visa for him to visit China, that he had found work for one of his shapely young 
guests on the publicly owned RAI television network and that he had arranged for Mr Tarantini to 
discuss juicy contracts with senior executives of Finmeccanica, a defence firm partly owned by 
the state.

In most democracies any of these allegations would surely be enough to remove the prime 
minister. Yet although Mr Berlusconi’s position has become untenable, the manner and timing of 
his departure remain unclear. A recent editorial in Corriere della Sera, a daily, suggested he 
might follow the example of his Spanish counterpart, José Luis Rodríguez Zapatero, and call an 
early election at which he would not stand, clearing the way for co-operation between 
government and opposition.

If the prime minister refuses to budge, he could be removed by President Giorgio Napolitano 
(although the head of state has said he will do this only if the government loses the confidence of 
parliament). Or he might be deserted by his coalition allies in the Northern League (but Mr Bossi 
has vowed to remain loyal). Or he might fall to a rebellion in his People of Freedom (PdL) party. 
But with many of its members owing their positions and livelihoods to Mr Berlusconi, that will be 
difficult.

This week brought signs of a possible movement in the logjam. On the day of the rating 
downgrade the government lost five parliamentary votes, largely because some PdL deputies 
failed to turn up. On the same day Mr Napolitano held meetings with senior political figures that 
looked like a sounding-out of opinion in anticipation of a possible government crisis.

A new government would be no panacea. As S&P’s analysts noted, resistance to the structural 
economic reforms that Italy so desperately needs is rife among trade unions, professional bodies, 
incumbent monopolies and the public sector. Ditching Mr Berlusconi might be a good start. But it 
would be no more than that.
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French politics
Reality check
Fears over France’s public finances have given the Socialists a jolt

THEIRS may lack the glitzy decor and raucous audiences of America’s Republican debates, but 
France’s Socialists are also gearing up for primaries. On October 9th and 16th the party will hold 
a two-round vote to select its presidential candidate for 2012. With one televised debate over and 
two more to follow, a favourite has emerged: François Hollande, a former party boss.

A poll of left-wing sympathisers this week confirmed Mr Hollande’s lead, giving him 44% in the 
first round, next to 28% for his nearest rival, Martine Aubry, the mayor of Lille. If anybody gained 
from the television exposure it was the trailing younger candidates, Arnaud Montebourg and 
Manuel Valls, who both picked up points. Ms Aubry and Ségolène Royal, the party’s defeated 
2007 candidate, each dropped a few.

But this primary is being held under new rules, so the outcome is uncertain. Five years ago, only 
card-carrying party members could vote. This time the “citizens’ primary” is open to anybody on 
the electoral register who pays a symbolic one-euro fee and signs a charter of allegiance to the 
“values of the left”. Voters can simply turn up on the day. The party has taken care to put lots of 
voting booths in the heavily immigrant banlieues.

The new rules mean that nobody knows who or how many people will actually turn out. Realistic 
estimates vary from 1m to 4m. Ms Royal says she detects a surge of interest. “People have only 
just realised that there’s a vote,” she says. “Now they cross the street to ask me where the 
polling booths are.”

One other surprise emerged from the three-hour debate: all the candidates embraced deficit 
reduction. For a party that has trouble reconciling extravagant promises with financial rigour, this 
is no small step. In April the Socialists issued their 2012 manifesto, which said they would not cut 
France’s budget deficit to 3% of GDP until 2014, a year later than the government has promised. 
Yet last week both Mr Hollande and Ms Aubry said the target should be 2013 after all. Their plan 
still relies on heroic faith in economic growth and eliminating tax breaks; nobody, bar the hyper-
realist Mr Valls, dares talk of a spending squeeze. But the summer scare over France’s AAA rating 
seems to have concentrated minds. “The economic crisis,” says Zaki Laïdi, of Sciences-Po 
university, has “enforced a degree of moderation in the party.”

Even without American-style razzmatazz, the Socialists’ first debate attracted more viewers in 
France (5m) than the latest Republican contest drew in America (3.6m). But this audience was 
dwarfed by the 13m who tuned in this week to see Dominique Strauss-Kahn, once the Socialist 
front-runner, confess to his “moral failing” in a New York hotel room in May. Confirming that he 
would not run for president, Mr Strauss-Kahn also mentioned the “pact” that once linked him and 
Ms Aubry. It may have been meant as a gesture of support. But the effect was to make her look 
like a substitute candidate who would not have stood had Mr Strauss-Kahn not been arrested.
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Touching the hem of his garment

Turkey and the Arab spring
A flawed example
Turkey will be a better model for its region if it fixes its Kurdish problem

FRESH from a triumphant tour of the post-revolutionary countries 
of the Arab spring, Turkey’s prime minister, Recep Tayyip 
Erdogan, was brimming with confidence as he prepared for talks 
with Barack Obama on September 20th in New York. Not for long. 
Hours before the meeting a bomb exploded in central Ankara, 
killing three civilians. Soon afterwards four women died in an 
attack in the province of Siirt, in Turkey’s mainly Kurdish south-
east. The next day gunmen opened fire on a police academy in 
Bitlis, another south-eastern province, killing a policeman. All 
three attacks are thought to have been carried out by militants 
from the separatist Kurdistan Workers’ Party (PKK), although the 
group denied responsibility for the Ankara bombing.

In recent months Western and Arab pundits have swooned over 
Turkey as a model for aspiring Arab democracies. With its secular 
democracy, booming economy and growing international clout, 
Turkey has become an inspiration for Muslims around the world. 
Mr Erdogan, and his conservative Justice and Development (AK) 
party, can take credit for this. Yet as the recent bloodshed shows, 
the Kurdish problem and Mr Erdogan’s increasingly hawkish stance over it could unravel the 
government’s achievements.

Over 100 people have died in PKK-related violence since AK was returned to power in a general 
election in June. The government has responded with a wave of air strikes against PKK 
strongholds in Kurdish-controlled northern Iraq. These have not made a spot of difference. The 
rebels continue to operate unhindered inside Turkey, including, worryingly, in urban areas.

When he took office in 2003 Mr Erdogan set about reversing Turkey’s decades-old policy of 
Kurdish repression. He eased restrictions on the long-banned Kurdish language and blunted the 
army’s influence. He authorised secret talks with the PKK’s imprisoned leader, Abdullah Ocalan, 
and other senior Kurdish militants in Europe and Iraq. A recently leaked recording of a 2009 
meeting between the man who is now Turkey’s intelligence chief and various PKK types shows 
how close Mr Erdogan came to peace.

He now seems to be moving in the opposite direction. There are rumours that the Turkish army 
may soon move into northern Iraq. Hundreds of Kurdish activists have been arrested in recent 
weeks for alleged PKK links, joining 3,000 others, including six members of parliament, who have 
been locked up, many on scant evidence. Mr Ocalan has been denied access to his lawyers since 
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July. Soli Ozel, a political scientist, says that if the government does not change course it may 
soon be faced with a “Kurdish spring.”

PKK terrorists are hoping to provoke Turkish troops into escalating the violence. Mr Erdogan 
seems to be walking into their trap. Yet some pro-government screeds are blaming Israel for the 
PKK attacks, claiming it is “seeking revenge” for Mr Erdogan’s recent expulsion of the Israeli 
ambassador over Israel’s refusal to apologise for killing several Turks aboard a flotilla heading for 
Gaza last year. More excitable pundits are even baying for war against the Jewish state.

Officials dismiss such talk. Yet a new dispute in the eastern Mediterranean has alarmed some. 
Turkey has threatened to retaliate should Israel continue to drill for oil and gas along with 
Cyprus. Turkey dispatched three frigates this week, and on September 21st Mr Erdogan signed a 
deal with Turkish-controlled north Cyprus to begin drilling itself.

America is jumpy about the falling-out of its two biggest allies in the region. Mr Obama is said to 
have pleaded with Mr Erdogan to mend fences with Israel. America needs Turkish help as it maps 
the future of the Arab spring, most critically in Syria. Yet Mr Erdogan owes his popularity on the 
Arab street partly to Israel-bashing.

Still, Turkey’s anti-Israeli rhetoric is no match for the diatribes of its regional rival, Iran. And 
Turkey’s vibrant, if imperfect, democracy has trumped the mullahs, at least for now. Peace with 
the Kurds would ensure that Turkish democracy endures.
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They just want a friendly chat

Central Europe’s Roma
Cold comforts
Roma in the Czech provinces are the butt of racism—and respond violently

THE gritty small towns of the Sluknov foothills in northern 
Bohemia are a long way from the baroque delights of Prague. A 
simmering social problem is now boiling over into violent clashes 
between Roma (gypsies) and locals. The Czech president, Vaclav 
Klaus, in an interview with the newspaper Mlada fronta Dnes, has 
urged the police to respond “mercilessly” to the escalation, which 
has included narrowly foiled attempts to storm the squalid hostels 
in which many Roma families live.

Relations have been tense for years. Poverty, prejudice and crime 
fester among the 300,000-odd Roma in the Czech Republic. 
Governments have dodged the problem. In the 1990s European 
Union pressure forced the town of Usti nad Labem to pull down a 
wall that it had built around a Roma ghetto. Many observers 
complain that large sums (including EU grants) budgeted for do-
gooding are wasted on consultants or irrelevant projects.

The new element is Roma retaliation. In August three Roma men 
used a machete to attack “whites” (as non-Roma are called in 
Czech) in a gambling joint. Some 20 truncheon-wielding Roma 
youths beat up six young white men outside a disco. A far-right political party has fanned the 
flames. But the main fuel is local anger over crime and migration. Property businesses have been 
moving Roma tenants into cheap local housing in order to sell their renovated former houses in 
richer parts of the country. Some 2,360 such displaced Roma have arrived in the town of 
Rumburk alone in the past 18 months.

The rhetoric has become incendiary. Foes of the Roma call them “unadaptables”. Many want 
them confined in walled ghettos, a growing practice in Slovakia—where a far-right politician, Jan 
Slota, has said that the Roma should have a separate state (he didn’t say where). Harsh words 
are reminding some of Nazi persecution of Jews and Roma—and of Czech wartime collaboration 
with it.

Although overtly neo-Nazi parties are illegal, even respectable Czech politicians flirt with anti-
Roma sentiment. A former deputy prime minister, Jiri Cunek, began his career in local politics by 
moving Roma families from a town centre into shipping containers on its outskirts. TOP 09, a 
junior partner in the Czech coalition, has boycotted cabinet sessions to demand the firing of 
Ladislav Batora, an education-ministry adviser with lurid anti-Roma views. (He has now been 
moved to another post.)
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Mr Batora is a protégé of Mr Klaus, who likes to lambast political correctness and has a penchant 
for hiring mavericks as aides. He publicly backed the deputy head of his office, Petr Hajek, after 
he came under fire for denouncing participants in this summer’s Gay Pride march in Prague as 
“deviants” and for opposing the “media lynching” of skinheads who had petrol-bombed a Roma 
home. Some suspect that Mr Klaus may be planning to form a new nationalist, Eurosceptic party 
when he leaves the presidency in 2013. He should have no problem winning support from 
disgruntled “white” Czechs.
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Iceland and China
Hands off our wilderness
An ambitious Chinese entrepreneur spooks wary Icelanders

THE polyglots of Iceland should be able to cope with the name Huang Nubo. But since the 
wealthy chairman of Zhongkun, a property-development company, made his bid for a vast plot of 
land, making up 0.3% of the island’s land mass, to build a hotel development, he has become 
known simply as Kinverjinn (the Chinaman).

For some, Mr Huang is just the type of investor the troubled 
Icelandic economy needs as it fights its way up from the 2008 
slump. Others dislike the prospect of a foreigner buying up a huge 
amount of land that happens to be near several of Iceland’s most 
remarkable natural sites. Ogmundur Jonasson, the interior 
minister, whose job it will be to approve the deal, spoke for many 
when he said that the Chinese were “buying up the world”.

Yet some fears have taken on a geopolitical flavour, reminding 
Icelanders of their pivotal position during the cold war. Despite Mr 
Huang’s protests, the suspicion persists that he is a front for a 
sinister Chinese attempt to gain a strategic Icelandic foothold in 
the hope that melting Arctic ice will create a navigable North-west 
Passage (see map). His previous service in the Chinese 
Communist bureaucracy only stokes such concerns.

Earlier this month Mr Huang told Chinese reporters that he was unaware of the fuss until he 
returned to Beijing from a trip to Tibet and found that “the whole world was looking for me”. He 
denied being part of any government scheme and insisted he simply wanted to develop his 
tourism business. Iceland’s ambassador to Beijing, Kristin Arnadottir, appeared with him at the 
press conference and gave him her backing.

The charismatic Mr Huang claims to have a particular fondness for Iceland and its people. He 
rhapsodises about the Icelandic countryside and reminisces about an Icelandic friend he made at 
Peking University in the 1970s. As he points out, his background in the party is hardly unusual for 
private entrepreneurs in China. There is no evidence that Mr Huang has enjoyed closer ties with 
senior officials than other businessmen in similar positions. He has been blunt about the boredom 
he felt in his party job, and about the horrors of his early childhood in the Cultural Revolution. His 
project in Iceland looks implausibly ambitious, but no more so than many other schemes of 
China’s super-rich.
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The murkiness of business relationships in China, particularly with 
government, makes entrepreneurs like Mr Huang vulnerable to 
suspicion. But he says that it could be China rather than Iceland 
that puts paid to his plans. If, he says, the government tells him 
that his project is causing too much trouble, he will back off.
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Latvia’s election
Reboot in Riga
A low-key election marks a big shake-up. But more is to come

TWO oddities have marked Latvian politics since the country regained its independence in 1991. 
A divide between “Latvian” and “Russian” parties broadly matches the country’s ethnic split. And 
three tycoons, each with a pocket political party, have created an unhealthy overlap of business 
and politics.

The general election on September 17th marked a big shift. Pauls Raudseps, a pundit in Riga, 
calls it “the start of real politics”. Of the three “oligarch” parties, only the Greens and Farmers’ 
Union is left in the 100-seat Saeima (parliament), and it did badly, losing nine of its 22 seats. Its 
leader, Aivars Lembergs, faces longstanding fraud and corruption charges (which he denies).

Voters turned instead to two mainstream parties: Unity, led by the prime minister, Valdis 
Dombrovskis (which won 20 seats), and a new outfit named after a former president, Valdis 
Zatlers (which took 22). The result vindicates Mr Zatlers, who as president precipitated the 
election by calling a referendum to dissolve the Saeima after it blocked a corruption probe. It also 
underlines the success of the modest and brainy Mr Dombrovskis, who piloted Latvia out of the 
economic turmoil caused by the oligarch parties’ recklessness. After shrinking by a huge 18% in 
2009, GDP should grow by almost 5% this year. The mood in Riga on election day was positively 
cheerful: compared with Greece, Latvia looks like a model of adjustment.

What will the new government look like? The two mainstream parties have three choices. One is 
a minority administration. But that might rattle nerves: Latvia still needs to satisfy international 
lenders and stick to tight austerity policies. A second is a coalition with the National Alliance, a 
ragtag mix of freemarketeers, old-fashioned conservatives and nationalists (some with dodgy 
pasts). But liberal-minded figures in the Zatlers party will be queasy about that. They would 
prefer to bring in the biggest party, Harmony Centre (31 seats), which draws support mostly 
from ethnic Russians. It already co-runs Riga, but has never held power at national level. Many 
Latvians, including some in Mr Dombrovkis’s party, fear it would subvert the role of Latvian as 
the national language and increase Russian influence. It has links with Vladimir Putin’s party in 
Russia, and perhaps darker ties too.

But the rows over history that once paralysed Latvia’s politics are abating. Harmony is moderate 
by past standards. Its leader, Nils Usakovs, says he is “not allergic” to calling Latvia’s period 
under Soviet rule an “occupation”—a long-standing shibboleth. But he will not accept describing 
those who migrated to Latvia in those years as “occupiers”. That may seem a fair compromise.
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Ukraine and the West
Viktor’s dilemma
A country caught precariously between east and west

“I FEEL the weight of history,” said 
Radek Sikorski, Poland’s foreign 
minister, at the Yalta European 
Strategy forum (set up by Viktor 
Pinchuk, a Ukrainian oligarch). The 
conference took place in the 
Livadia palace, where Churchill, 
Roosevelt and Stalin decided the 
fate of Europe in February 1945. 
Yet Ukraine’s situation as a swing 
state also prompted historic 
reflections. Twenty years after the 
Soviet collapse, the country faces 
choices that will determine both the shape of Europe and its own sovereignty.

Bordering Russia in the east, the European Union in the west and Turkey across the Black Sea, 
this country of 48m people is of interest to all three. The European Union may have little appetite 
for expansion just now, but it has been negotiating a free-trade and association agreement with 
Ukraine that would be a big step towards integration. Carl Bildt, Sweden’s foreign minister, said 
in Yalta that “we see Ukraine as Europe’s future production harbour, not just as a pipeline 
territory.” Turkey, which talks of regaining the influence it enjoyed in the Ottoman days, also has 
an interest in Ukraine, especially in Crimea, home to 260,000 ethnic Tatars. It sent senior officials 
to Yalta and hosted a reception on the Black Sea.

Conspicuously, there were no representatives from Russia in Yalta, but its shadow was felt. 
Russia sees Ukraine as part of its sphere of influence. It wants it in a customs union with 
Kazakhstan and Belarus. Russia is not in a position to rebuild its empire but Vladimir Putin, its 
prime minister, sees his mission as gathering in lands lost in the Soviet Union’s disintegration.

The good news, said Mr Sikorski, is that it will not be the imperial powers that decide Ukraine’s 
fate. The bad news is that Ukraine’s politicians lack any long-term vision. From his rhetoric 
President Viktor Yanukovich seems pro-European. But his behaviour is distinctly post-Soviet. The 
trial of Yulia Tymoshenko, a former prime minister and Mr Yanukovich’s main rival, is an 
example. Her arrest put a spanner in Ukraine’s negotiations with the EU. Mr Yanukovich did not 
expect this. He appears to have believed that relinquishing Ukraine’s stockpile of highly enriched 
uranium, which pleased America, and eschewing Russia’s pressure to join its customs union 
would outweigh the arrest of the tarnished Ms Tymoshenko.
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In recent weeks Mr Yanukovich has discovered how wrong he was. He has been bombarded with 
statements and telephone calls from Western leaders. Hillary Clinton, America’s secretary of 
state, and Catherine Ashton, the EU’s foreign-policy supremo, sent him a stern letter. In Yalta 
Stefan Füle, the EU’s enlargement commissioner, Elmar Brok, a German MEP, and Mr Bildt told 
Mr Yanukovich that if he wanted his free-trade deal with Europe he had better free Ms 
Tymoshenko, and under terms that would allow her to run in the next presidential election. “The 
message has been delivered and it has been received,” commented Mr Bildt.

Mr Yanukovich could yet pardon Ms Tymoshenko, or decriminalise the offence with which she has 
been charged (overstepping her authority in a gas deal with Russia she agreed as prime minister 
in 2009). But, like the arrest of Mikhail Khodorkovsky in Russia in 2003, her treatment has 
signalled to prosecutors and the security services that they have a free hand. Raiding of 
businesses by armed men is widespread. Businessmen say the climate is worse than a decade 
ago.

Graft has long been rife, if chaotic, in Ukraine. Now, says Anatoly Gritsenko, a former defence 
minister, the regime has installed an infrastructure of corruption that makes Ukraine look more 
like Russia. Yet, as Mr Sikorski told Ukrainian officials, “If you associate yourselves with us, we 
will hold you accountable to our standards.” This is what Mr Yanukovich and his men worry about. 
To them, convergence with Europe is not about values but interests, which include a visa-free 
regime and access to property, bank accounts, yachts for the elite and protection from Russia.

The souring of relations with Russia helped push Mr Yanukovich towards the EU. Yet his core 
supporters in Ukraine’s east and south prefer union with Russia and other ex-Soviet republics. 
That makes sense economically: Ukraine exports more to the former Soviet Union than to the EU, 
and joining a customs union would deliver cheaper gas, as the Kremlin has made clear.

Yet Mr Yanukovich knows that a turn to Russia could turn him into Moscow’s vassal, even if it 
would earn him a few extra votes. Mr Putin and Dmitry Medvedev, Russia’s president, have 
treated Mr Yanukovich with contempt. The Kremlin has started a low-grade trade war with 
Ukraine and refused to renegotiate the clearly disadvantageous gas contract signed by Ms 
Tymoshenko. Mr Putin said in Sochi this week that the idea of Ukraine joining the EU was 
unrealistic.

This weekend Mr Yanukovich is due to meet Mr Putin and Mr Medvedev in Moscow. Having 
observed the intense engagement between Mr Yanukovich and the EU, Russia may change tack. 
Mr Putin says he wants to talk to Mr Yanukovich “not just as a neighbour but as a friend”. But it 
could also use threats. Ukraine’s plan to get cheaper gas by reviving the idea of a consortium 
between Russia, Ukraine and the EU is unlikely to work. Yet, as Petro Poroshenko, a former 
foreign minister, says, it should not be a question of money or gas. Ukraine has ways to boost 
revenues: stopping stealing, removing restrictions on exports, privatising state property more 
honestly. The chances of this may be low. Yet unless Ukraine does better, it will stay trapped in 
the post-Soviet space.
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Charlemagne
High noon over Palestine
Europeans have a rare chance to shape a fair peace in the Middle East

FOR blood-soaked decades the 
diplomatic game in the Arab-Israeli 
conflict has been summed up as 
“America plays, Europe pays”. 
American mediators from Henry 
Kissinger onwards have shuttled to 
and from Jerusalem, while the 
Europeans have become the 
biggest paymasters of the 
Palestinian Authority.

Now fate has put the Europeans at 
the centre of the showdown over 
the Palestinian demand for full 
membership of the United Nations. The Palestinian leader, Mahmoud Abbas, and the Israeli prime 
minister, Binyamin Netanyahu, will square off with speeches to the General Assembly on the 
same day. Each carries a gun. Some in Israel threaten to annex settlements in the occupied West 
Bank and to cut off the Palestinians’ customs revenues. The Palestinians can inflame the Arab 
street at a time of revolutionary turmoil, in which Israel stands perilously isolated after the 
breakdown in its diplomatic ties with Turkey and Egypt.

Step in the Europeans, who are desperate to stop the fight, for many reasons. They think a 
negotiated deal is the best way to lasting peace. They fear a bust-up will radicalise their already-
turbulent southern and eastern neighbourhoods. And they do not want to expose their own 
divisions. So far the Europeans are united only in silence, saying they will not declare themselves 
until they see what, precisely, the Palestinians are asking for. Does anybody care? Surprisingly, 
perhaps, yes.

Although often mocked in Brussels as a mediocrity, Catherine Ashton, the European Union’s 
foreign-policy chief, finds herself at the heart of Middle Eastern mediation. To some extent she 
has taken the role by default, as America has stepped back from peacemaking. Barack Obama 
has given up trying to force Mr Netanyahu to halt settlement-building in the West Bank. Tony 
Blair, the former British prime minister and envoy of the so-called Quartet (America, Russia, the 
UN and the EU) is discredited in the eyes of many Arabs, not just for his war in Iraq but also for 
supposedly favouring Israel. “He sounds like an Israeli diplomat sometimes,” says Nabil Shaath, a 
senior Palestinian negotiator.

Lady Ashton, by contrast, has managed to win a degree of trust among Palestinians—her office in 
Brussels is decorated with a kite painted by children in Gaza—without losing the confidence of the 
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Israelis. Mr Netanyahu has seen her three times in recent weeks. “We take her very seriously,” 
declares an Israeli official. “Her heart is in the right place,” says a Palestinian one.

Both sides want Europe’s support. It will not change the outcome in the UN: the Palestinians’ 
quest for full membership is sure to be vetoed by America in the Security Council, but they can 
secure the votes in the General Assembly that they need to upgrade their status from a non-
member “observer entity” to a non-member “observer state”—a rank comparable to that of the 
Vatican (and, in the past, of Switzerland and West Germany). But, as one Israeli official puts it, 
“the Europeans represent legitimacy.” European support for Palestinian membership could leave 
the Americans isolated in the Security Council. And without the backing of leading European 
democracies, an enhanced Palestinian status in the General Assembly would look empty.

As ever, the Europeans would exert more moral influence if they acted in unison. Yet on the 
question of Palestine, especially, they struggle to speak with one voice. In February European 
members in the Security Council voted together—against a lone American veto—to denounce 
illegal Israeli settlements. But in 2009 they split three ways in the General Assembly over 
endorsing the contentious Goldstone report, which cited evidence of war crimes and crimes 
against humanity committed by Israel (and Hamas) in the Gaza Strip during the 2008-09 war.

Lady Ashton has tried to propose an alternative to full UN membership: the Vatican option, plus a 
Quartet statement setting out the terms and timetable for new talks on Palestinian statehood. 
This, she thinks, would give the Palestinians a tangible gain and maintain European unity. But the 
Palestinians have rejected her advice, in part because they doubt she can deliver all 27 EU votes 
in the General Assembly. On the face of it Palestinians have chosen principle over pragmatism. 
Why, they say, should they give up their right to UN membership to spare the EU’s blushes?

Yet the Europeans still see room for manoeuvre. It could take months for the Palestinians’ 
membership request to reach a Security Council vote. And now minds in the Quartet are 
concentrated on trying to restart talks. The Palestinians have cocked the gun; the Europeans are 
trying to put it in a bulletproof box. Success would be a diplomatic triumph for Lady Ashton, but it 
will be hard. Neither Mr Netanyahu nor Mr Abbas seems ready or able to begin negotiations, let 
alone agree to lasting peace.

Just say Yes

So the Europeans in the Security Council could be called on to take sides. France may yet support 
Palestinian membership of the UN; the Germans will surely champion Israel; the British will 
probably abstain. From Charlemagne’s perspective, not just as a resident of Brussels but as a 
former Jerusalem correspondent, it would be better for all three to support the Palestinian bid.

This would keep alive the hope of a two-state solution. More than six decades after the UN voted 
to partition Palestine into Jewish and Arab states, the idea is dying thanks to relentless Israeli 
settlement-building and the violent irredentism of Hamas and others. Yet as well as asserting 
Palestinians’ right to statehood, the Europeans should say what they cannot have: an unfettered 
right of return for refugees to modern-day Israel. On these terms, France and Britain might be 
able to support the Palestinians, and the German government could abstain. Nobody expects 
Germany, with its Holocaust burden, to vote against Israel. But abstention would be a tacit Yes to 
a fair peace.

Economist.com/blogs/charlemagne (http://www.economist.com/blogs/charlemagne) 
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The Liberal Democrats
A long, unhappy marriage
The government’s junior partners are growing restless. Yet rather than 
collapsing within five years, the coalition could last ten

WITH the economy stalling and 
unemployment rising, it now seems 
surreal that Britain spent the spring 
debating something as arcane as 
the alternative vote (AV). But 
May’s referendum on electoral 
reform, which crushingly rejected 
AV (to the delight of the 
Conservatives and the despair of 
their coalition partners, the Liberal 
Democrats), has had greater 
political reverberations than many 
foresaw.

On becoming deputy prime minister last year, Nick Clegg (above) implored the Lib Dems to “own” 
everything the coalition did. Only then would the party get any credit if the government, led by 
David Cameron, the Tory prime minister, proved successful. That strategy has in recent months 
given way to one of conspicuous “differentiation”. Some of this is a calculated wooing of left-
leaning voters who deserted the Lib Dems in protest at their collaboration with the Tories. In 
opinion polls, the party now scores less than half of the 23% it won at the general election.

But a bigger factor in the change of strategy may be the sourness left by the referendum. During 
the campaign, the Tories seemed complicit in attacks on Mr Clegg by opponents of AV: policy U-
turns he had made for the sake of the coalition, such as over university-tuition fees, were used 
against him. Ever since, the Lib Dems have felt little loyalty to their ruthless partners.

The consequences were on show in Birmingham this week, where the Lib Dems held their annual 
conference. Chris Huhne, the energy secretary, compared right-wing Tories to America’s Tea 
Party. Vince Cable, the business secretary, described them as the “descendants of those who sent 
children up chimneys”. The party used to stress areas of agreement with the Tories; it now 
highlights points of departure. Neither is differentiation purely rhetorical: Lib Dem ministers 
increasingly toil to block or dilute Tory policies, such as the mooted cut in the top 50% rate of 
income tax and assorted reforms to public services. For their part, some Tories used to say they 
actively preferred governing with the Lib Dems. They are less sure now.

Such independence probably feels good; the Lib Dems are certainly chipper for a party with such 
calamitous electoral prospects (see Bagehot (http://www.economist.com/node/21530101) ). But 
the new strategy carries several risks. It could provoke a public tit-for-tat between the two 
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parties that ultimately demeans the coalition. Differentiation also advertises some of the Lib 
Dems’ least popular policies. Some of the causes they boast of advancing in government, such as 
taxing the rich and sparing the NHS from radical change, resonate with voters. Others, such as 
defending European integration, do not. At times, the atmosphere of the conference felt far more 
brazenly left-wing than the Labour Party’s annual gathering usually is. Mr Clegg’s vision of the Lib 
Dems as a party of the centre often looked remote.

Then there is the danger of undermining the government’s raison d’être: its fiscal strategy. The 
Lib Dems insist that differentiation will not extend to austerity; the party is committed to the goal 
of eliminating the structural deficit by the end of this parliament. But dissent, once sanctioned, 
can be hard to control, especially in such a loose and democratic party. This week Mr Huhne and 
Danny Alexander, the chief secretary to the Treasury, had to deny reports that some Lib Dem 
cabinet members want a mini-stimulus of £5 billion ($7.7 billion) of capital spending. The 
government, already pressured to ease its fiscal squeeze by each set of dismal economic figures, 
can scarcely afford such disunity.

It would be easy to infer from all this rancour that the coalition is not long for this world: that the 
cynics who were confounded by the coalition’s surprisingly unified first year could end up being 
vindicated. In a speech on September 18th Tim Farron, the party president, suggested that 
“divorce” could happen well before the next election, due in 2015. Many of the policies promised 
in the original coalition agreement will have been implemented by 2013; the two parties are only 
tentatively plotting new ideas for the time thereafter.

Double or quits

But this prognosis is too bleak. Mr Clegg, whose leadership is secure despite the ambitions of Mr 
Farron and Mr Huhne, is keen to differentiate but loth to destroy. He has always believed that not 
only this government, but the very idea of coalition—the only form of rule in which the Lib Dems 
can hope to participate—is at stake. A bitter, premature end to the coalition could taint multiparty 
government indefinitely. Mr Clegg pointedly offset the conference’s Tory-bashing with a speech 
on September 21st that targeted Labour.

Increasingly dire economic circumstances may also, perversely, bind the coalition together. If by 
mid-parliament growth is still slow (or worse) and deficit-reduction behind schedule, the political 
disruption wrought by a breakdown of the coalition would hardly soothe financial markets. The 
more benign the economic climate, the freer the two parties would feel to go their separate ways.

Far from imploding before its five-year term is up, electoral arithmetic may even preserve the 
coalition beyond that horizon. At the moment neither Labour, struggling under Ed Miliband, nor 
the Conservatives, presiding over a miserable economy, looks likely to win an overall majority at 
the next election, much less a comfortable one. Some Lib Dems, and indeed some Tories, believe 
that the most likely result in 2015 is a repeat of 2010: a hung Parliament in which the Tories are 
the biggest party. Even as the Lib Dems deplore them as “brutal”, the prospect that the two 
parties could end up governing together for a decade cannot be discounted.

Of course, the Lib Dems’ usefulness as partners, and indeed their very future as a party, would 
be questionable if their cadre of MPs were to shrink from the current 57 to a quarter of that 
number, as the gravest polling projections suggest. Politicians tend to overestimate how much 
public opinion, once formed, can be moved by tactics and strategies. It may be that the Lib Dems 
signed away half of their support forever when they joined the coalition. The weakness of Mr 
Clegg’s differentiation plan may not be that it will wreck the coalition, but that it cannot save his 
party.
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Mr President?

Martin McGuinness
Southern exposure
A reformed terrorist seeks the ultimate rehabilitation

SINN FEIN is fond of theatrical stunts, many of which have 
delivered dividends for the republican party. Its latest, formalised 
on September 18th, is to export Martin McGuinness (pictured), 
Northern Ireland’s deputy first minister, to the south to contest 
the Irish republic’s presidential election next month. The main 
Dublin parties, Labour and Fine Gael, have been left gasping as 
what had been a dull campaign caught fire.

What might be the impact of this gambit on the north’s mostly 
successful peace settlement? Mr McGuinness and Peter Robinson, 
the province’s first minister and leader of the Democratic Unionist 
Party, have formed a close and even trusting relationship through 
which they jointly run Northern Ireland. This unlikely axis has 
functioned surprisingly well—yielding a new culture of pragmatic 
compromise and, if anything, fewer tensions than the coalition 
partnership at Westminster. The arrangement was endorsed by both republican and unionist 
voters in the elections for Northern Ireland’s assembly in May.

The concern is that Mr McGuinness’s candidacy could destabilise this effective but fragile 
teamwork. He has vacated his Belfast job for the duration of the campaign, handing over to John 
O’Dowd, a fellow member of the devolved administration. If Mr McGuinness were to win, and 
succeed Mary McAleese in the largely ceremonial post, Belfast would lose a once-divisive figure 
whose unexpected capacity to engage with former foes has proved one of the peace settlement’s 
main assets.

On the other hand, win or lose, Mr McGuinness’s past involvement with the IRA has become a 
prominent theme in the presidential race, with some in the Dublin media arguing that his terrorist 
record renders him unfit for such high office. His assertion that he was in the IRA for only a few 
years in the early 1970s is not generally accepted; the widespread belief is that he was a 
powerful figure in the terrorist outfit for decades.

In the north, most unionists now take the view that while Mr McGuinness may have had a big 
part in the IRA’s violence, more recently he played a key role in ending it. But southern election 
campaigns can be a brutal business, and the IRA’s many murders and other misdeeds will be 
repeatedly hurled at him. Thus a painful episode that most regard as closed might be reopened, 
to disruptive effect in the north.

Sinn Fein has evidently calculated that this risk is worth taking. It is a sizeable party in Northern 
Ireland, where it commands over a quarter of the vote; it has also made substantial gains in the 
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south, where it has a strongly anti-establishment demeanour, notching up 10% in the 
parliamentary election earlier this year. The party believes it can do even better in the 
presidential contest, through a combination of strong public feeling against conventional 
politicians and Mr McGuinness’s profile. Dublin’s bookies seem to agree: the odds suggest he 
might be in with a chance.
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First Canning, now Clegg

Diplomacy
Canning’s ghost
The government is newly enamoured of Latin America

AS IT slips down the league table of world power, it has become 
customary in recent years for Britain to close diplomatic outposts. 
So it bucks the trend that next spring the British embassy in El 
Salvador will reopen after an interval of nine years. Around the 
same time, a new consulate will open in Recife, serving Brazil’s 
fast developing north-east. And up to ten extra diplomats will be 
assigned to embassies in the capitals of some of the bigger Latin 
American countries. “Britain’s retreat from the region is over,” 
William Hague, the foreign secretary, declared in a lecture last 
year that signalled the new policy.

This is part of a broader effort by the coalition government to pay 
more attention to fast-growing emerging economies. While cutting 
posts in Europe, the Foreign Office is adding them in China and 
India as well as Latin America. The aim is not just to boost trade, 
but also to recognise the changing balance of power in the world.

In the case of Latin America, Britain has been there before. George Canning, foreign secretary in 
the 1820s, exaggerated when he boasted “I have called the New World into existence, to redress 
the balance of the Old”. But Britain did play an important role in Latin America’s independence 
struggles, only to ignore the region for much of the 20th century—so much so that Argentina’s 
invasion of the Falkland Islands in 1982 came as a surprise.

After a decade of fast growth, Latin America now accounts for almost 9% of the world economy. 
But it is the destination for only 1.5% of British exports (down from two-fifths in 1808). And 
Britain supplies only 1% of the region’s imports. Brazil imports less from Britain than from the 
Netherlands. “We are a mid-table European country in commercial relations with one of the big 
emerging economies,” says Jeremy Browne, a Foreign Office minister. “We should aspire to more 
than that.” The government has set targets of doubling exports to Brazil and bilateral trade with 
Mexico by 2015. Most of the new diplomats will be “prosperity officers”, who will help British firms 
understand markets and lobby to lower trade and investment barriers.

The past year has seen a flurry of ministerial visits to Latin America. Nick Clegg, the deputy prime 
minister, went down particularly well in Mexico, where he addressed the Congress in fluent 
Spanish. David Cameron may visit both Brazil and Mexico next year. Mr Browne says that the 
government finds much agreement with countries such as Mexico and Colombia on global issues, 
from climate change to Libya. It helps that Latin America is now a region of increasingly strong 
democracies.
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Still, Britain will find the terms of the diplomatic trade in Latin America have changed since a brief 
attempt at courtship 15 years ago. The days when a visiting British minister could command 
headlines in a place like Brazil are over. Since becoming Brazil’s president in January, Dilma 
Rousseff has visited Argentina and China and welcomed Barack Obama to Brasília, but barely set 
foot in Europe. Brazil now has more diplomatic missions in Africa than Britain has.

Latin American diplomats naturally welcome greater British interest in their countries. Some also 
see opportunities for their companies to buy up British rivals. But they remain sceptical as to 
whether the flirtation will become a deeper relationship. “When you go and see a British minister 
they express enthusiasm for Latin America, but it’s not part of their life-support system,” says 
one ambassador.
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London Fashion Week
Strutting their stuff
Fashion reflects some of the British economy’s strengths—and its weaknesses

TWICE a year, in spring and 
autumn, London’s fashionistas go 
crazy at the second of the world’s 
“big four” fashion weeks. From 
September 16th to the 21st, 68 
catwalk shows displayed the wares 
of mainly British-based designers, 
with celebrities as oddly assorted 
as Samantha Cameron (designer 
wife of the prime minister), Pippa 
Middleton (sister-about-town of 
Britain’s future queen) and Andy 
Murray, a tennis ace not known for 
his clothes sense, in attendance. The talk was of colours (hot), prints (prominent), and how the 
dastardly Gucci had stolen London’s best models by summoning them early for Milan’s week, 
which followed.

The fashion industry is much more important than the frothing over foxy frocks made of recycled 
metal scraps and PVC suggests. A study by Oxford Economics for the British Fashion Council 
(BFC), published last year, found that the business added about £21 billion ($33 billion) to GDP 
directly, twice as much as carmaking. High fashion accounted for only a fraction of that, but top-
end, trend-setting design sits at the heart of the broader retail market. The BFC, which stages 
London Fashion Week, estimates that its six days will have yielded perhaps £100m in orders.

More than that, fashion is just the sort of thing Britain is supposed to be good at in this post-
industrial age: creative, high-value-added, cluster-based. And the country does excel. Its 
offerings run the gamut from the edgy outpourings of Central St Martins, a well-known fashion 
college, to the classical style anglais. Much of its brightest talent comes from elsewhere—Greek-
born Mary Katrantzou, for example, or the half-Austrian, half-Italian Peter Pilotto. And the now-
infamous John Galliano, once of Christian Dior, is only one of many British designers snapped up 
by foreign houses.

But there are characteristically British downsides, too. Many talented designers (like some British 
inventors) have trouble converting their ideas into cash. This is only partly because capital is hard 
to come by. “Here, it’s all about art. In other places it’s much more of a business,” says a Central 
St Martins student who has worked in France. The agent for a number of new designers agrees: 
“Young designers here just make what inspires them without thinking enough about how much 
they’ll have to charge for it, or who will buy it.” A great many fold after a few years.
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A big challenge now is to conquer developing markets before developing-world fashion houses 
conquer Britain. The BFC is taking designers to Hong Kong next month, and to Beijing and 
Shanghai next year, says Harold Tillman, its chairman (pointing to Paul Smith and Stella 
McCartney as examples of global British names who started small). One ace up his sleeve? The 
appeal of the Duchess of Cambridge, a photogenic pin-up with a well-judged penchant for British 
designers.
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Tackling the slump
Money for something
A second round of quantitative easing now seems likely. How might it work?

THE IMF is the latest institution to slash its forecasts for Britain’s economy. The fund reckons GDP 
growth will be a sickly 1.1% this year, rising to 1.6% in 2012. The outlook for the rest of Europe 
and America is scarcely rosier. As bad as the numbers is the sense that there is little to be done 
about them. The government, with one eye on bond markets, is nervous about tweaking its 
austerity plans. This week Nick Clegg, the Liberal Democrat leader and deputy prime minister, 
used his conference speech to defend the coalition’s fiscal policy. Interest rates are near zero so 
conventional monetary policy is spent.

Quantitative easing (QE)—the purchase of government bonds with central-bank money—had 
come to be seen as a tool for acute emergencies, rather than to address a stalling recovery. Yet 
more QE now seems the most probable policy response. Adam Posen was the only member of the 
Bank of England’s nine-strong monetary-policy committee (MPC) who voted for a second dose of 
QE, according to the minutes of its meeting this month. But most of his colleagues thought it 
likely that more QE would soon be needed.

Indeed Mr Posen is looking to influence policymakers beyond these shores. On September 13th 
he made an eloquent plea against the “policy defeatism” he detects in Britain and other leading 
economies. He insists that QE is an effective tactic. The first round of bond purchases, which 
amounted to £200 billion, increased Britain’s GDP by between 1.5% and 2%, according to a 
paper published this week in the Bank of England’s Quarterly Bulletin. The effect was equivalent 
to a cut in interest rates of between 1.5 and three percentage points.

One issue the MPC faces is what securities it should buy. Britain’s brand of QE has worked by 
taking a slug of government bonds off the market so that sellers might use the proceeds to buy 
riskier assets, such as corporate bonds or equities. That in turn pushes down financing costs for 
businesses, spurring them to invest.

Yet many analysts, including Mr Posen, think the economy is being 
held back by a dearth of small-business investment. Big firms are 
sitting on piles of cash and might be goosed into spending some 
by asset purchases. But since one of the benefits of QE is that it 
largely bypasses the banking system, it is less helpful to small 
firms that rely on banks for finance. Bank credit to businesses has 
been shrinking for more than two years (see chart). The 
combination of still-high bank charges and shrinking loans 
suggests the problem lies with the supply of credit not demand for 
it, says Kevin Daly at Goldman Sachs.

If that is the case, argues Mr Daly, the best solution would be for the Bank of England to buy 
bonds issued by banks. That would lower their funding costs and in turn bring down borrowing 
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rates for small businesses. Such a policy is unlikely as it would expose the bank to potential 
losses if bonds were not paid back in full. And providing subsidised credit to banks would be 
politically risky.

Mr Posen clearly believes that another round of QE would be all the more effective if other central 
banks joined in. Britain is too small for its monetary policy to have much of an impact on global 
equity markets or business confidence elsewhere. Critics will complain that QE works by puffing 
up asset prices and distorting the market for private capital. But much of the power of 
conventional monetary policy—raising or lowering interest rates—comes from changing the 
appetite for risk of consumers and businesses, prompting them to delay or bring forward 
spending plans. With the economy close to stagnation and the public finances in a parlous state, 
a spur to demand would be welcome.
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The police and the press
Hacks and hacking
A botched leak inquiry creates yet more trouble for the police

THE Metropolitan Police is eager to make a fresh start under its 
new commissioner, Bernard Hogan-Howe. It wants to shed its 
reputation for bungling and heavy-handedness. Alas, its attempt 
to find out how a Guardian journalist gained confidential details of 
its phone-hacking investigation has highlighted those traits.

On September 20th the Met clumsily backed down from a bid to 
seek a court order forcing Amelia Hill to reveal the source of a 
scoop: the story that, in 2002, a private investigator working for 
the News of the World had hacked into the voice-mail of Milly 
Dowler, a murdered teenager. That revelation supercharged the 
phone-hacking scandal, leading in short order to the closure of the 
Sunday tabloid by News International, Rupert Murdoch’s British 
newspaper outfit, the abandonment of his bid to take over the 
whole of BSkyB, multiple arrests and the resignation of Sir Paul 
Stephenson, Mr Hogan-Howe’s predecessor. More or less 
everyone, including the Met itself, praised the Guardian’s work.

It seems to have changed its mind. A policeman who worked on 
the hacking inquiry has been arrested, bailed and suspended, in a probe involving two little-used 
sections of the Official Secrets Act. The application against Ms Hill, who has been interviewed 
under caution, said she might have incited a police officer to break the act, which is normally 
invoked only against threats to national security.

A “production order” would have brought Ms Hill to the Old Bailey, England’s Central Criminal 
Court. She could have been jailed had she not complied: the law protects journalists’ sources, but 
not when the Official Secrets Act is involved. Free-speech defenders were outraged, seeing the 
move as doubly ill-conceived. After all, the Met’s initial investigation into hacking was slow and 
incompetent. The Guardian exposed that failing, and the wider links between the police, 
politicians and News International (which is now paying compensation to the Dowlers and 
others).

Picking on a Guardian reporter seems an odd way for the police to clean up this mess. The Met’s 
defence was that the actual target of its invocation of the Official Secrets Act was the indiscreet 
police officer. It argued that the Act properly applied to the leak of confidential police information. 
Those points did not satisfy the force’s critics, who maintained that any such responses should be 
directed only at the leak’s source, not the journalist who received it. The suspicion remained that 
the police were looking for a legal shortcut to erode the protection courts have given to 
journalists—and to get some revenge against the Guardian.
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Belatedly, the Met relented. Senior officers hinted that the decision to pursue Ms Hill was taken 
by junior ones without proper consultation. A mealy-mouthed statement said the Crown 
Prosecution Service had asked for more information about the case and that the Met itself had 
taken more legal advice. After those exchanges, it had decided not to pursue the application 
against Ms Hill—at least for now.

A deputy assistant commissioner, Mark Simmons, struggled to justify the force’s thinking in a 
radio interview. On September 23rd, when Ms Hill was due at the Old Bailey, he must explain it 
to MPs.
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Money for old boaters

Independent education
Class struggle
Economic woe and government policy are worrying private schools

FOR most of the four centuries since it was founded, Batley 
Grammar School in West Yorkshire has charged to educate its 
pupils. But the children who began their secondary-school studies 
there this month are being funded not by fees but by the state. In 
recent weeks others have made the same transition: six of the 24 
independently run but state-funded institutions that have opened 
under the “free” school programme, one of the government’s 
boldest public-service reforms, had a previous incarnation in the 
private sector.

As David Cameron likes to point out, the best schools in Britain 
are excellent. Unfortunately for the 93% of children who are 
educated by the state, most of those schools are privately run. Mr 
Cameron wants to prod posh schools to help raise standards by 
opening their own state-funded academies. His education 
secretary, Michael Gove, has been busily giving state schools in 
England (Scotland, Wales and Northern Ireland have their own 
education systems) some of the freedoms enjoyed by their 
upmarket counterparts, including the ability to run their own budgets and vary teachers’ hours 
and pay.

That erosion of the differences between the two sectors is one reason why some struggling 
independent schools have decided to defect to the other side of the state/private line. But 
economic woe is also playing a part, in what is set to be a testing time for the private sector as a 
whole.

Until recently, private schools enjoyed a fat run. Rocketing fees far 
outstripped inflation over the past decade (see chart); the 
increase is now greater than for house prices. In part that is 
because parents see price as a proxy for quality, and want their 
children to have the best. Fees also tend to soar because, even 
when they rise, captive parents are loth to pull out, not least 
because the alternative is likely to be an undersubscribed and 
underperforming state school.

But now the recession and subsequently lacklustre growth show 
signs of biting. According to an ICM poll conducted for Schroders, 
an asset-management company, which was published on 
September 19th, some 29% of parents and grandparents who are 
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paying for private education say they have considered cutting back or stopping as a result of the 
downturn. Previous dips in enrolment at private schools have also lagged behind recessions, as 
prospective parental customers, rather than those already locked in, decide they cannot afford it. 
(Schools that recruit internationally—China, India and Russia are all promising markets—are less 
vulnerable than those that rely on local pupils.)

Other threats lie ahead. Most private schools are charities. A five-year struggle to clarify exactly 
how fee-paying schools should justify their charitable status under the 2006 Charities Act is due 
to conclude with a court ruling soon. Many prosperous schools already offer bursaries to pupils 
from poor families, allow state-school students to swim in their pools and teach Latin to anyone 
who wants to learn it; others run state-funded institutions alongside fee-collecting ones. But 
cheaper schools, too, might be forced to offer free places to needy pupils. That could either push 
up prices, forcing parents of relatively modest means into the state sector, or persuade the 
schools themselves to become state-funded outfits.

There are challenges, too, for elite private schools in the form of university-tuition fees, which will 
rise from £3,375 to a maximum of £9,000 a year from September 2012. The main problem is not 
affordability: Barnaby Lenon of the Independent Schools Council, which represents 1,200 fee-
paying schools, points out that tuition fees are mostly cheaper than school fees. Rather, to gain 
permission to charge high fees, the best English universities, such as Oxford and Cambridge, are 
supposed to take more pupils from state schools.

Admissions tutors have long protested that the reason hoards of expensively educated pupils go 
to university is because they achieve high grades in traditional subjects. Now they are seeking 
out students who manage to do so in the state sector.

All of which may accelerate the trend among well-heeled parents towards sending their children 
to state schools and then topping up their education with extra private tuition. According to 
another recent survey, by Ipsos MORI for the Sutton Trust, a charity that promotes social 
mobility through education, 23% of today’s secondary-school children have had their education 
augmented in this way, up from 18% in 2005. For many parents, that option increasingly looks a 
cannier investment, as well as more affordable.
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Bagehot
Gallows humour
The good and bad reasons for the Lib Dems’ strange optimism

SHORT of installing an organ and 
stuffed ravens, the annual 
conference of the Liberal 
Democrats, held in Birmingham 
this week, could scarcely have 
plumbed greater depths of Gothic 
gloom. Speech after speech talked 
of global crisis, painful choices and 
the horrors of coalition with the 
Conservatives. Yet simultaneously, 
members of Britain’s third party—
usually a fractious bunch—seemed 
in a splendid mood. There were 
both good and bad reasons for this paradoxical good cheer.

First prize for gloom went to the business secretary Vince Cable, who told delegates that the 
country faced a crisis that was “the economic equivalent of war”. The party’s president Tim 
Farron—a blokeish populist who, given a guitar, would make a fine youth-club leader or rather 
irritating vicar—apologised to hundreds of Lib Dems who lost council seats at elections in May (or, 
as he put it, “got their backsides kicked”). At the same time delegates were both upbeat and 
unusually disciplined, voting down an attempted revolt over health policy, and in one meeting 
applauding their leader and deputy prime minister Nick Clegg so warmly he joked it felt like North 
Korea.

This was odd. The day the party went into coalition with the Tories, it lost a great mass of voters, 
the “eco-pacifist lefties” as one adviser puts it, who had thought the Lib Dems a left-wing 
alternative to New Labour. It lost a further mass of students when the coalition allowed 
universities to triple tuition fees (breaking a Lib Dem election pledge). Not much has improved 
since: the party’s current poll ratings range between single figures and 13%.

At Birmingham, the mood of calm extended to both grassroots Lib Dems and the sleeker, suits-
and-smartphones crowd around Mr Clegg. Dig beneath the surface, and the two groups offer very 
different rationales for their optimism.

The grassroots (and their idols) say they are in good heart, above all, because they have “been 
here before”. As Lord Ashdown, a former leader, reminded activists, in 1989 his party’s poll rating 
was briefly an asterisk, meaning too small to measure with confidence. Or, in the words of Mr 
Farron (a popular favourite, tipped as a future leader): “been there, bought the T-shirt.”
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That is wrong. The Lib Dems have not been here before. At previous low points, the party’s big 
problem was irrelevance. They have a wholly new problem now. Lots of voters hate them, and 
think they have sold out for a perch in a ministerial Jaguar.

Another big source of grassroots cheer is that Lib Dem bigwigs have started attacking the 
Conservatives, ending an initial truce during which Mr Clegg’s team stressed coalition unity to 
reassure voters that hung parliaments did not spell chaos. This “differentiation” began when Mr 
Clegg seized an unmissable chance to rough up the Tories over a botched health reform.

At Birmingham, ambitious figures, notably from the party’s social-democratic wing, called the 
Tories “reactionary” and predicted that a “divorce” is “inevitable” (Mr Farron); warned Tories not 
to “slaver over tax cuts for the rich” (Chris Huhne, the energy secretary); and implied that David 
Cameron’s top policy wonk takes a Dickensian villain’s view of workers’ rights (Mr Cable).

Many Lib Dems argue that Tory-bashing is good politics, and long overdue. It is true that 
differentiation does have a strategic aim: persuading voters that the Lib Dems are not powerless 
puppets in a Tory government. But those same Lib Dems underestimate the emotional 
temptations to which they are giving way.

The Lib Dems think it unfair that they are hated. They think (rightly) that inconclusive election 
results and a mood of national crisis made joining the Tories in the coalition last year the 
responsible thing to do. They can tolerate self-sacrifice: Lib Dems enjoy the moral high ground. 
What they cannot bear is that many on the left suspect them of enjoying high office. At one 
fringe meeting, Mr Huhne was asked how he planned to spend his “30 pieces of silver”. That 
explains why attacks on the Tories cheer Lib Dems so: they can live with being martyrs, but not 
with being thought Judases (especially when many, if not most, would prefer a coalition with 
Labour).

The better sort of good cheer

The grassroots, in short, are cheerful for alarmingly self-regarding reasons. The optimism around 
Mr Clegg is more calculating, and more focused on the world outside the party tribe. True, at the 
start of his leader’s speech in Birmingham, Mr Clegg paid mawkish tribute to his party’s “grace 
under fire”. But within the leader’s inner circle, the focus is economic: the fate of the party, the 
coalition and Britain’s economy are seen as indivisible. That means those months spent stressing 
coalition unity are still regarded as invaluable. Before bed each night in Birmingham, one senior 
Clegg aide checked ten-year government bond yields. That they did not budge was seen as a 
triumph: a sign that bond markets trust the Lib Dems to stick with the coalition’s economic plans, 
for all the noisy Tory-bashing.

Come the next general election, the Clegg camp believes that Labour will have less economic 
credibility than the coalition. They also hope that within the coalition, the Lib Dems will be seen 
as more compassionate than the Tories—and as less in hock to powerful interests, from trade 
unions to bankers, than either big party. But coalition credibility comes first. Hence Mr Clegg’s 
fierce assault on Labour in his speech, urging voters: “never, ever trust Labour with our economy 
again.”

That passage was greeted with only polite applause. Rank-and-file Lib Dems were much more 
excited by a bit that praised their party as being in nobody’s pockets (Mr Clegg had to hush 
them, saying “Okay, I get it, you agree”). To survive and prosper, the Lib Dems need to be more 
strategic, and less keen on cheering themselves. Mr Clegg gets that better than his party.

Economist.com/blogs/bagehot (http://www.economist.com/blogs/bagehot) 
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Chronic diseases in developing countries
Growing pains
Poor countries are developing the diseases of the rich, with lethal consequences

THE Uganda Cancer Institute is on 
a hilltop with a fine view of the 
verdant capital, Kampala. But most 
of its patients are too ill to stand. 
They have spent their life’s savings 
for a chance of a cure, but most die 
within weeks of being admitted. 
“They come too late,” says Jackson 
Orem, the clinic’s director.

Of Ugandans who die of cancer, 
96% never see a medical 
practitioner. The country’s health-
care system was designed to treat 
infectious diseases: the institute’s neighbour is a big tuberculosis unit. Non-communicable 
diseases such as cancer, diabetes, and heart and respiratory ailments have not been priorities. Dr 
Orem’s institute has the only cancer unit for the country’s 34m people. Kidney failure (a result of 
diabetes) is a death warrant. Uganda has only seven dialysis machines. The cheapest transplant 
(in India) costs $40,000.

Time was when people in poor countries were too hungry and hardworking to be obese, could not 
afford cigarettes and mostly died before the ailments of ripe middle age kicked in. Non-
communicable diseases were a rich-world problem. Not any more. Affluence and urbanisation 
mean new kinds of unhealthy lifestyles. Developing countries already bear more than 80% of the 
burden of chronic illnesses. Their share will grow—at a time when older diseases are still ravaging 
the poor. In India over two-fifths of children under five are malnourished, yet obesity is 
mushrooming. The leader of the main opposition party, Nitin Gadkari, is the latest public figure to 
be fitted with a gastric band.

Old and new diseases compound each other. Diabetics are three times as likely to contract 
tuberculosis. Burkitt’s lymphoma, a cancer common in equatorial Africa, is linked to malaria. HIV 
patients on antiretroviral treatment are at a higher risk of developing diabetes and cancer. Two-
thirds of Mr Orem’s cancer patients in Uganda also have HIV. “None of the HIV resources went to 
cancer—a very big mistake,” he says. Julio Frenk, dean of the Harvard School of Public Health, 
highlights the contradiction between spending thousands of dollars on each patient with AIDS but 
not offering “pennies” for those with diabetes.

The World Health Organisation expects deaths from non-communicable diseases to rise by 15% 
between 2010 and 2020, with jumps of over 20% in Africa and South-East Asia. The number of 



Chinese diabetics is expected to double by 2025. Even in sub-Saharan Africa, chronic illnesses 
are likely to surpass maternal, child and infectious diseases as the biggest killer by 2030. Most of 
them stem from sugar, fat, smoke and sedentary lifestyles. But they also include sickle-cell 
disease, a blood disorder that is the biggest non-communicable killer of Africa’s children. It is 
easily treatable, but almost always goes undiagnosed.

The countries concerned are woefully unprepared. Their health-care systems are designed for 
acute problems, not least because that is what foreign donors pay for. Less than 3% of aid for 
health goes to chronic illnesses. Many patients without health insurance delay treatment until it is 
too late. Many of the drugs needed are no longer covered by patents, but tariffs, poor distribution 
and high mark-ups still make them costly and scarce. The demands on health authorities are also 
greater. The right jab can protect a child for life, but chronic diseases may require lifelong 
medication. A big cause of diabetes is unhealthy diet—but that stems from a complex overlap 
between brain chemistry and food-industry practice. Even rich countries find this hard to change.

A feeble response ensures that non-communicable diseases kill 
people earlier in poor countries than in rich ones. This has a grave 
impact not just on health, but on growth. According to the World 
Economic Forum, poor and middle-income countries will lose $7.3 
trillion in output from heart disease, cancer, diabetes and lung 
disease by 2025 (see chart)—an annual loss of about 4%.

So far the world’s response has been to have meetings, most 
recently a UN summit in New York on September 19th-20th. The 
only other summit devoted to health was on HIV in 2001. A sense 
of crisis then brought a decade of dramatic progress. Heart 
disease does not arouse the same passion. The meeting passed a 
“political declaration”, but could not agree on targets for reducing non-communicable diseases. 
The declaration’s wording on drugs was opaque, reflecting stalled negotiations.

With no clear global lead, countries muddle along. Mr Orem’s institute in Kampala spends most of 
its money on drugs. He says a budget rise from $2.5m to $8m would help to train nurses and 
improve palliative care. But money is scarce and even the simplest tasks are tricky. It can take a 
month for a patient outside Kampala to get results from a biopsy.

Ala Alwan of the World Heath Organisation suggests that even simple steps can make a 
difference, such as reducing salt in foods, offering inexpensive drugs and raising tobacco taxes. 
This last is perhaps the single best way of curbing cancer and diseases of the heart and lungs, as 
well as raising money for health care. But James Sekajugo of the Ugandan health ministry says it 
is hard to fight the tobacco industry: “a very rich group here”. His country is trying to stop cancer 
before it starts. The ministry is considering spending more on vaccines against cervical cancer, 
one of the most deadly cancers for women.

Some hope to build on arrangements in place for treating HIV (itself now a chronic condition, not 
a death sentence). A programme in western Kenya called AMPATH once treated only HIV 
patients. Now it offers care for those with such illnesses as cancer and diabetes. Its door-to-door 
screening programme for HIV now tests for blood pressure and blood sugar. America’s PEPFAR 
(the President’s Emergency Plan for AIDS Relief), is trying to fight HIV by boosting broader health 
care.

The most sustainable efforts will be those that provide care and make money, too. In India Dr 
Mohan’s Diabetes Centres, a business, charges middle-class patients to subsidise care for the 
poor. Eli Lilly, an American pharmaceutical giant, is testing models for diabetes treatment in 
countries such as India, South Africa and Brazil (it also provides free insulin to AMPATH in 
Kenya). Help now, it reckons, and profit later. Novo Nordisk, the world’s biggest insulin 
manufacturer, is especially ambitious. In China it has given training to doctors and education for 
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diabetics. Last year the firm controlled 63% of China’s insulin market. Now Lars Rebien Sorensen, 
its chief executive, wants to replicate the programme in Indonesia, Malaysia and Vietnam. 
Chronic diseases are already a huge market. Sadly, it is also a growing one.
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Capital punishment
Dying out
Little by little, countries are ditching the death penalty

ON SEPTEMBER 19th Abdul Hamid al-Fakki, a Sudanese, was 
executed in Saudi Arabia for the crime of “sorcery”. On September 
21st Troy Davis, a black man convicted of shooting an off-duty 
white policeman, was executed in the American state of Georgia. 
Protests that the evidence against him was flawed proved 
fruitless.

Despite these cases the death penalty, on the statute books since 
the days of Hammurabi, is disappearing in much of the world. 
More than two-thirds of countries have done away with it either in 
law or in practice. The latest is Benin. In August the west African 
country committed itself to abolishing capital punishment 
permanently. The number of countries that carry out judicial 
killings fell from 41 in 1995 to 23 in 2010, according to Amnesty 
International, a pressure group. China (chiefly), Iran, North Korea, 
and Yemen accounted for most of the executions. Votes against the death penalty at the UN 
General Assembly have passed with big and growing majorities since 2007. Capital punishment 
has virtually gone in Europe (only Belarus still uses it, most recently in 2010). This year China 
whittled down its list of crimes punishable by death.

Yet for all the apparent momentum, capital punishment remains entrenched in the Middle East 
and north Africa, and in parts of Asia, notably China. Jacqueline Macalesher of Penal Reform 
International, a lobby group, thinks the Arab spring could be a new spur to abolition, though she 
worries that executing political enemies may prove attractive in the short run.

The other big exception is America, where two-thirds of states still have the death penalty. A 
leading Republican candidate for the presidency, Rick Perry, is governor of Texas, the state that 
uses it most. The state has carried out a record 236 executions in his nearly 11 years as 
governor. Mr Perry says he loses no sleep over it, and many voters feel the same.

But the abolitionist trend seems inexorable. In March Illinois became the fourth state in four 
years to scrap the death penalty. Maryland, Connecticut and California may follow suit. Squeezed 
state budgets are eroding enthusiasm. The cost of fighting protracted legal battles and 
maintaining separate facilities for those condemned to death looks increasingly unaffordable 
when schools and libraries are being closed. California alone has more than 700 people on death 
row.

Bryan Stevenson, founder of the Equal Justice Initiative, a pressure group that espouses 
abolition, ascribes increasing unhappiness over the death penalty to a long-term growth in 
sensitivity to human rights. A growing number mind that the death penalty in America falls 
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disproportionately on blacks and poor people. The chance that innocent folk may be executed 
counts for more, with many, than the deterrent effect of capital punishment (itself questioned by 
academic studies). Gruesome details about the mechanics of executions also stoke public 
disquiet.

Pressure to get into international clubs has also propelled abolition. The Council of Europe, a 
Strasbourg-based talking shop that requires members to accede to the European Convention on 
Human Rights, has made the death penalty a bar to membership. That (plus other things such as 
election rigging) has left Belarus’s application with rigor mortis.
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A game of catch-up
The shift in economic power from West to East is accelerating, says John 
O’Sullivan. The rich world will lose some of its privileges

QUARRY BANK MILL is a handsome 
five-storey brick building set in the 
valley of the river Bollin at Styal, a 
small English village a few miles 
south of Manchester. It was built in 
1784 by Samuel Greg, a merchant, 
who found profit in supplying 
cotton thread to Lancashire’s 
weavers. The raw cotton shipped 
from America’s slave plantations 
was processed on the latest 
machinery, Richard Arkwright’s 
water frame. Later Greg extended 
the factory and installed coal-fired steam engines to add to the water power from the Bollin. All 
this gave a huge boost to productivity. In 1700 a spinster with a pedal-driven spinning wheel 
might take 200 hours to produce a pound of yarn. By the 1820s it would take her around an 
hour.

Greg’s mill was part of a revolution in industry that would profoundly alter the world’s pecking 
order. The new technologies—labour-saving inventions, factory production, engines powered by 
fossil fuels—spread to other parts of western Europe and later to America. The early 
industrialisers (along with a few late developers, such as Japan) were able to lock in and build on 
their lead in technology and living standards.

The “great divergence” between the West and the rest lasted for two centuries. The mill at Styal, 
once one of the world’s largest, has become a museum. A few looms, powered by the mill’s water 
wheel, still produce tea towels for the gift shop, but cotton production has long since moved 
abroad in search of low wages. Now another historic change is shaking up the global hierarchy. A 
“great convergence” in living standards is under way as poorer countries speedily adopt the 
technology, know-how and policies that made the West rich. China and India are the biggest and 
fastest-growing of the catch-up countries, but the emerging-market boom has spread to embrace 
Latin America and Africa, too.

The world economy



And the pace of convergence is 
increasing. Debt-ridden rich 
countries such as America have 
seen scant growth since the 
financial crisis. The emerging 
economies, having escaped the 
carnage with only a few cuts and 
grazes, have spent much of the 
past year trying to check their 
economic booms. The IMF forecasts 
that emerging economies as a 
whole will grow by around four 
percentage points more than the 
rich world both this year and next. 
If the fund is proved right, by 2013 
emerging markets (on the IMF’s 
definition) will produce more than 
half of global output, measured at 
purchasing-power parity (PPP).

One sign of a shift in economic 
power is that investors expect 
trouble in rich countries but seem 
confident that crises in emerging markets will not recur. Many see the rich world as old, debt-
ridden and out of ideas compared with the young, zestful and high-saving emerging markets. The 
truth is more complex. One reason why emerging-market companies are keen for a toehold in 
rich countries is that the business climate there is far friendlier than at home. But the recent 
succession of financial blow-ups in the rich world makes it seem more crisis-prone.

The American subprime mess that turned into a financial disaster had the hallmarks of a 
developing-world crisis: large capital inflows channelled by poorly regulated banks to marginal 
borrowers to finance a property boom. The speed at which bond investors turned on Greece, 
Ireland and then Portugal was reminiscent of a run on an overborrowed emerging economy.

Because there is as yet no reliable and liquid bond market in the emerging world to flee to, 
scared investors put their money into US Treasury bonds and a few other rich-country havens 
instead. So few are the options that even a ratings downgrade of American government debt in 
August spurred buying of the derided Treasuries. Indeed the thirst in emerging markets for such 
safe and liquid securities is one of the deeper causes of the series of crises that has afflicted the 
rich world. Developing countries bought rich-world government bonds (stored as currency 
reserves) as insurance against future crises. Those purchases pushed down long-term interest 
rates, helping to stoke a boom in private and public credit.

Today’s faltering GDP growth is a hangover from that boom and adds to the sense of malaise in 
the rich world. Many households in America, Britain and elsewhere have taken to saving hard to 
reduce their debts. Those with spare cash, including companies, are clinging on to it as a hedge 
against an uncertain future. A new breed of emerging-market multinational firms, used to a 
tough business climate at home, seem keener to invest in the rich world than most Western 
firms, which have lost their mojo.



Grandeur and decline

People who grew up in America and western Europe have become used to the idea that the West 
dominates the world economy. In fact it is anomalous that a group of 30-odd countries with a 
small fraction of the world’s population should be calling the shots. For most of human history 
economic power has been determined by demography. In 1700 the world’s biggest economy (and 
leading cotton producer) was India, with a population of 165m, followed by China, with 138m. 
Britain’s 8.6m people produced less than 3% of the world’s output. Even in 1820, as the 
industrial revolution in Britain was gathering pace, the two Asian giants still accounted for half the 
world’s GDP.

The spread of purpose-built manufactories like Quarry Bank Mill separated economic power and 
population, increasingly so as the West got richer. Being able to make a lot more stuff with fewer 
workers meant that even a small country could be a giant economic power. By 1870 the average 
income in Britain was six times larger than in India or China. But by the eve of the first world war 
Britain’s income per head had been overtaken by that of America, the 20th century’s great 
power.

America remains the world’s biggest economy, but that status is under threat from a resurgent 
China. With hindsight, its change in fortune can be traced to 1976, the year of America’s 
bicentennial and the death of Mao Zedong. By then income per person in China had shrunk to 
just 5% of that in America, in part because of Mao’s extreme industrial and social policies.

The average Indian was scarcely richer than the average Chinese. Both China and India had 
turned inward, cutting themselves off from the flow of ideas and goods that had made Japan and 
other less populous Asian economies richer. India’s economy, like China’s, was largely closed. 
Huge swathes of industry were protected from foreign competition by high import tariffs, leaving 
them moribund.

China was first to reverse course. In 1978 Deng Xiaoping won approval for a set of economic 
reforms that opened China to foreign trade, technology and investment. India’s big liberalisation 
came a little later, in 1991. The GDP of China and India is many times bigger now than it was in 
the mid-1970s. In both economies annual growth of 8% or more is considered normal. Average 
living standards in China are still only a sixth and in India a fourteenth of those in America at PPP 
exchange rates, but the gap is already much smaller than it was and is closing fast.

Moreover, the great convergence has spread beyond India and China. Three-quarters of biggish 
non-oil-producing poor countries enjoyed faster growth in income per person than America in 
2000-07, says Arvind Subramanian, of the Peterson Institute for International Economics, in his 
new book, “Eclipse: Living in the Shadow of China’s Economic Dominance”. This compares with 
29% of such countries in 1960-2000. And those economies are catching up at a faster rate: 
average growth in GDP per person was 3.3 percentage points faster than America’s growth rate 
in 2000-07, more than twice the difference in the previous four decades.

If emerging markets keep on growing three percentage points a year faster than America (a 
conservative estimate), they will account for two-thirds of the world’s output by 2030, reckons Mr 
Subramanian. Today’s four most populous emerging markets—China, India, Indonesia and 
Brazil—will make up two-fifths of global GDP, measured at PPP. The combined weight in the world 
economy of America and the European Union will shrink from more than a third to less than a 
quarter.



Economic catch-up is accelerating. Britain’s economy doubled in size in the 32 years from 1830 to 
1862 as increased productivity spread from cotton to other industries. America’s GDP doubled in 
only 17 years as it overtook Britain in the 1870s. The economies of China and India have doubled 
within a decade.

This is cause for optimism. An Indian with a basic college education has access to world-class 
goods that his parents (who might have saved for decades for a sputtering scooter) could only 
have dreamed of buying. The recent leap in incomes is visible in Chinese cities, where the cars 
are new but the bicycles look ancient, and in the futuristic skyline of Shanghai’s financial district.

China is still a fairly poor country but, by dint of its large population, it is already the world’s 
second-largest economy measured in current dollars. It may overtake America as the world’s 
leading economy within a decade (see box (http://www.economist.com/node/21528987) ), a 
prospect that has given rise to many concerns in that country. More generally, there are worries 
about what the ascendancy of emerging markets would mean for jobs, pay and borrowing costs 
in the rich world.

The first worry is about direct competition for things that are in more or less fixed supply: 
geopolitical supremacy, the world’s oil and raw materials, the status and perks that come with 
being the issuer of a trusted international currency. For most people, most of the time, their 
country’s ranking in terms of military power is not a big issue. The emerging world’s hunger for 
natural resources, on the other hand, has made rich-world consumers palpably worse off by 
pushing up the prices of oil and other commodities. The yuan’s increased use beyond China’s 
borders is a (still distant) threat to the dollar’s central role in trade and international finance, but 
if the dollar were eventually shoved aside, it would make Americans poorer and raise the cost of 
their borrowing.

A second set of anxieties relates to job security and pay. Ever stronger trade links between rich 
and would-be rich countries will mean a reshuffle in the division of labour around the world, 
creating new jobs and destroying or displacing existing ones. Low-skilled manufacturing and 
middle-skilled service jobs that can be delivered electronically have been outsourced to cheaper 
suppliers in China, India and elsewhere (indeed, China is now rich enough to be vulnerable to 
losing jobs to Vietnam and Indonesia). The threat of outsourcing puts downward pressure on pay, 
though most American studies suggest that trade accounts for only a small part of the increase in 
wage inequality.

A third concern, which is at odds with the first two, is that the emerging markets are prone to 
crises that can cause a still-fragile world economy to stumble. Sluggish GDP growth in the rich 
world means developing countries have to fall back on internal spending, which in the past they 
have not managed well. It raises the risks of the overspending, excessive credit and inflation that 
have spurred past emerging-market crises. Even if crises are avoided, emerging markets are 
prone to sudden slowdowns as they become richer and the trick of shifting underemployed rural 
migrants to urban jobs becomes harder to repeat. The rapid growth rates of the recent past are 
unlikely to be sustained.

Status anxiety

Few forecasters expect America to be a poorer place in ten or 20 years’ time than it is now. The 
present may be grim, but eventually the hangover from the financial crisis will fade and 
unemployment will fall. What rich Western countries face is a relative economic decline, not an 
absolute fall in average living standards (though a few of their citizens may become worse off). 
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That matters politically, because most people measure their well-being by how they are doing in 
relation to others rather than by their absolute level of income.

The effect of the loss of top-dog status on the well-being of the average American is unlikely to 
be trivial. Britain felt similar angst at the beginning of the 20th century, noting the rise of 
Germany, a military rival. It seemed stuck with old industries, such as textiles and iron, whereas 
Germany had advanced into fields such as electricals and chemicals. That Britain was still well off 
in absolute terms was scant consolation. The national mood contrasted starkly with the 
triumphalism of the mid-19th century, says Nicholas Crafts of Warwick University. A wave of 
protectionist sentiment challenged the free-trade consensus that had prevailed since 1846. It was 
seen off, but not before it had split the Tory party, which lost the 1906 election to the Liberals.

No country, or group of countries, stays on top forever. History 
and economic theory suggest that sooner or later others will catch 
up. But this special report will caution against relying on linear 
extrapolation from recent growth rates. Instead, it will suggest 
that the transfer of economic power from rich countries to 
emerging markets is likely to take longer than generally expected. 
Rich countries will be cursed indeed if they cannot put on an 
occasional growth spurt. China, for its part, will be lucky to avoid a 
bad stumble in the next decade or two. Emerging-market crises 
have been too quickly forgotten, which only makes them more 
likely to recur.

Education and social security will have to adapt to a world in which 
jobs continue to be created and displaced at a rapid rate. The cost 
of oil and other commodities will continue to rise faster than prices 
in general, shifting the terms of trade in favour of resource-rich 
countries and away from big consumers such as America. The 
yuan will eventually become an international currency and rival to 
the dollar. The longer that takes, the less pressure America will 
feel to control its public finances and the likelier it is that the dollar’s eclipse will be abrupt and 
messy.

The force of economic convergence depends on the income gap between developing and 
developed countries. Going from poor to less poor is the easy part. The trickier bit is making the 
jump from middle-income to reasonably rich. Can China and others manage it?
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Becoming number one
China’s economy could overtake America’s within a decade

IN 2010 CHINA shot past Japan to become the world’s second-
largest economy (based on current market prices). But when 
might it supplant America at number one? The answer depends on 
how the exchange rates are calculated. The IMF’s forecasts and 
the long-run tables of GDP compiled by the late Angus Maddison, 
an economic historian, are based on purchasing-power parity 
(PPP), which makes allowances for the lower prices of non-traded 
services in poorer countries. On that basis, the size of China’s 
economy is already close to America’s and is likely to overtake it 
by 2016.

China is further behind when its economy is measured in current 
dollars (and much further in terms of GDP per person). America’s 
GDP in 2010 was $14.5 trillion at current market prices; China’s 
was $5.9 trillion. How quickly the gap is closed depends on three 
things: the relative speed of real GDP growth in China and 
America respectively; the inflation gap between the two 
economies; and the rate at which the yuan rises or falls against 
the dollar.

The Economist has crunched the numbers and found that, based 
on reasonable assumptions about these three variables, China 
could overtake America in the next decade. Its economy has 
grown by an average of more than 10% a year over the past ten 
years. As the country gets richer and its working-age population 
starts to shrink, that growth rate is likely to tail off to perhaps 8% 
soon. For the American economy the calculation assumed an 
average annual growth rate of 2.5%.

Inflation tends to be higher in fast-growing emerging economies than in slow-growing rich ones. 
This is because of the Balassa-Samuelson effect, named for the two economists who first 
explained it. Fast productivity growth in export industries raises average wage costs across the 
economy, including in non-traded services where productivity is sluggish. That in turn pushes up 
average inflation. Our projection assumes a 4% inflation rate in China compared with 2% in 
America.

The third factor is the exchange rate. To sustain its catch-up with America, China needs to 
rebalance its economy away from exports towards consumer spending, which will require a rise in 
its real exchange rate. Some of this will come from having a higher inflation rate than its trading 
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partners. But China’s large current-account surplus and America’s big deficit also suggest that the 
yuan will have to become much stronger and the dollar much weaker. We have allowed for an 
extra 3% annual rise in the yuan against the dollar on top of the inflation gap of two percentage 
points. That implies a slight slowdown in the yuan’s recent appreciation.

If all this comes to pass, China’s economy will be bigger than America’s by 2020. On a different 
set of assumptions—a Chinese growth rate of 6%, an American one of 3% and an appreciation of 
the yuan of 2% a year—the date slips to 2024. Or you can make your own predictions, using The 
Economist’s interactive chart (http://www.economist.com/blogs/dailychart/2010/12/save_date) .



World politics Business & finance Economics Science & technology Culture Blogs Debate & discuss Multimedia Print edition

Special report: 

Sep 24th 2011 | from the print edition 

Converging economies
One-track bind
To become rich, the emerging markets must spring the middle-income trap

WITH A MAXIMUM speed of 430kph 
(267mph), the Shanghai magnetic-
levitation (or maglev) train is as 
much fairground ride as vital cog in 
the city’s transport system. A 
stretch of the 30km track from 
Longyang Road to Pudong 
International Airport runs alongside 
a motorway. The speeding cars left 
behind are a guide to how fast the 
train is moving. For passengers 
who like to quantify their thrills, a 
digital speedometer in each 
carriage counts up the train’s acceleration to its top speed before the numbers tumble again as 
the train slows towards the airport terminal.

The Shanghai maglev is a powerful symbol of China’s modernity—even if the technology was 
developed in the 1960s in slowcoach Britain and the kit was made by Siemens, a German 
engineering firm. But the venture is not a money-spinner. On a midsummer afternoon, the train 
is half-empty and many of its occupants are tourists travelling just for fun. That is because, for all 
its impressive speed, the maglev is not a great way to get to or from the airport. Tickets are too 
pricey for all but rich business folk and foreign tourists, and those customers find the line 
inconvenient. Once they alight at Longyang Road they are still some way from the financial 
district and the best hotels.

Sceptics about China’s economic miracle see the Shanghai shuttle as an example of how badly 
state-directed banks allocate capital. China invests some 50% of its GDP, more than double the 
average in rich countries. The big capital projects of state-owned enterprises, such as railways, 
receive funding on easy terms, but interest rates paid on bank deposits are capped. A system 
that favours certain borrowers over ordinary savers or bank shareholders is bound to back ill-
judged projects and run up bad debts, argue the bears. A collision between two high-speed trains 
in China on July 23rd, which killed 40 and left 191 injured, seemed only to confirm those 
suspicions.

Let’s leapfrog

But there is a kinder interpretation of China’s appetite for prestige projects such as high-speed 
rail. Its leaders must know that as an economy develops it cannot rely indefinitely on copying the 
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machinery and know-how of richer countries. The better-off a country becomes, the closer its 
technology is to best practice and the fewer of its workers are left in low-productivity jobs such as 
farming. The easy catch-up gains are exhausted and the economy slows or gets stuck. One way 
out of this “middle-income trap” is by trying to leapfrog the technology leaders.

China’s recent growth has been so impressive that it seems churlish to question whether it can 
continue. Yet the country will find it more difficult to grow quickly as it becomes richer, as will 
India and Brazil. All three big emerging markets need to find ways to avoid the inflation that has 
bedevilled developing countries in the past, and to strike a good balance between consumption 
and investment, foreign and domestic demand.

China’s reliance on exports and on investment that supports export industries has reached its 
limits. The country now needs to shift the balance towards domestic demand, which requires 
capital to be redirected toward the smaller enterprises that serve consumers. Brazil is almost the 
mirror image of China. It has a thriving consumer economy which it is finding hard to keep in 
check. Its high interest rates discourage the investment spending it needs to improve its poor 
productivity record. And it needs to make sure that the strong currency that comes with a 
booming commodity sector does not leave it with too narrow an industrial base. India, like Brazil, 
is prone to overheating and has a current-account deficit, though thanks to its high investment 
rate its productivity record is closer to China’s.

The problems of middle-aged development will soon afflict China and others, according to 
research by Barry Eichengreen of the University of California, Berkeley, Donghyun Park of the 
Asian Development Bank and Kwanho Shin of Korea University. They examined middle-income 
countries (with earnings per person of at least $10,000 in 2005 prices) which in the past half-
century had enjoyed average GDP growth of at least 3.5% for several years but whose growth 
rate had subsequently fallen by at least two percentage points. The research confirmed their 
hunch that the loss of momentum is mostly due to economic maturity rather than a shortage of 
workers or a slackening in investment. The workforce grew at the same rate after the slowdown 
as before it, and its quality kept improving: indeed the average worker acquired skills at a slightly 
faster rate after the economy had slowed. The increase in physical capital (factories, offices, 
roads, machines and so on) tailed off, but this accounted for only a small fraction of the drop in 
GDP growth.

Instead, most of that drop was caused by a slump in “total factor productivity”—the efficiency 
with which workers and capital are used. “Growth slowdowns, in a nutshell, are productivity-
growth slowdowns,” write Mr Eichengreen and his colleagues. A decline in total factor productivity 
is what you would expect when the “easy” phase of economic development comes to a close. 
Moving underemployed villagers into urban jobs in factories and offices with imported equipment 
raises productivity. But as rural slack is used up there are no more such gains to be had.

According to the three economists, this sort of slowdown is most likely to happen when average 
income reaches around $16,000 in 2005 prices; when income per person rises to 58% of that in 
the world’s leading economy; or when the share of employment in manufacturing gets to 23%. 
Those three thresholds—of which the absolute level of income is the most important—will not 
necessarily all be reached at the same time. China may already have hit the manufacturing 
target, and if its economy sustains a growth rate of around 9%, the average income threshold 
will soon be breached. But the relative income threshold remains far off. In 2010 China’s income 
per person was 16% of America’s, according to the IMF.

The research shows that economies such as China’s, with an undervalued currency and a low rate 
of consumer spending, are more likely to suffer such a growth slowdown. These milestones are 
based on averages of many countries that lived through sudden slowdowns, and their 
experiences varied widely, cautions Mr Eichengreen. These are not iron laws. Even so, it seems 
certain that a slowdown will follow once the easier part of the catching up has been done. The 
question is whether China can mitigate this by changing its growth model.
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Last year’s model

That model has proved successful in other parts of Asia. It is 
export-led, so demand has been mainly from abroad. To meet it, 
China has mobilised its vast reserves of cheap labour, to which it 
has added a fast-growing stock of physical capital, much of it 
imported but financed from the country’s own savings. Because of 
China’s capital-intensive growth model, consumer spending has an 
unusually small share of GDP: in 2010 it fell to only 34% (see 
chart 1). This only adds to the reliance on exports.

China’s financial set-up reinforces this model. The flow of capital 
across its borders is heavily policed. China has curbed the rise in 
its currency, and kept its exports competitive, by buying huge 
quantities of dollars and other foreign currencies, amassing $3.2 trillion of foreign-exchange 
reserves, worth 54% of China’s 2010 GDP.

The banking system is closely managed by the state. Foreign banks account for barely 2% of 
total bank assets. The cash created to keep the yuan down is mopped up by forcing China’s 
banks to buy low-yielding “sterilisation” bonds or to hold more cash in reserve. Interest rates are 
set in favour of state-owned companies (often monopoly suppliers to exporters) but offer little 
reward for householders. Credit for consumers is still scarce.

China’s growing weight in the world economy means it cannot rely 
indefinitely on other countries’ spending. The debt overhang in parts of 
the rich world means that China’s foreign customers are hard-pressed. 
And the country is a drain on demand from the rest of the world: its 
current-account surplus (a measure of its excess saving) rose above 
10% of GDP in 2007, though it has since halved. This is a source of 
tension: the Americans complain that China’s exchange-rate policy 
provides its exporters with an unfair subsidy at the expense of their own 
workers. The export-led strategy is also beginning to lose its potency. 
Each rural migrant set to work on machinery to serve China’s foreign customers is harder to find 
than the last.

If China is to avoid the middle-income trap, it needs to develop its 
domestic market. It must switch from indiscriminately amassing 
factories, ports and other fixed assets to a more finely graded 
allocation of capital and workers that allows small service firms to 
flourish. That transition will be helped along by two factors. As the 
working population starts to shrink around 2015, the household 
saving rate should fall because countries with fewer earners and a 
larger proportion of dependents tend to spend more. And China 
already devotes a bigger share of its GDP to research and 
development than do other countries with similar income levels. 
That gives it a better chance of sustaining productivity growth 
when the gains from adopting existing technologies run out. But 
other facets of China’s economy militate against change. For 
example, the World Bank ranks China 65th out of 183 countries 
for giving companies access to credit, behind India (in 32nd 
place).

The obstacles are formidable. Shifting to an economy that 
concentrates on consumers will mean dislocating entire industries. 
Higher wages in China, which are needed for this sort of 
rebalancing, are already driving some textile jobs to Vietnam and 
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Cambodia. Removing implicit subsidies to rents and interest rates 
would cut many firms’ profits and stir opposition. Banks used to 
dishing out capital at the government’s say-so would need to 
make finer judgments, withholding money from industries with low 
returns and moving it to promising new ventures. But will they be 
able to tell the difference between the two?

Brazil is the textbook example of a fast-growing country that hit a 
wall (though it is not covered in the study by Mr Eichengreen and 
his colleagues). Its economy grew by an average of almost 7% a 
year between 1945 and 1980. GDP per person rose from just 12% 
of America’s to 28%, according to the Maddison statistics. But 
then convergence went into reverse. The debts accumulated to 
pay for imported machinery became crippling as interest rates 
shot up. Industries that had served a protected home market were 
revealed as inefficient. A weak currency and wage indexation fed 
first inflation and then hyperinflation.

A series of monetary and fiscal reforms in the 1990s tamed inflation and arrested the decline in 
relative income. Brazil’s income per person is now above 20% of America’s level. But the 
economy suffers from frailties that are the mirror-image of China’s. Investment is 19% of GDP, 
well below China’s and quite low even by rich-world standards. That is one reason why 
productivity is feeble, though Brazil’s woeful education system and decrepit infrastructure are 
also to blame. The economy tends to grow at around 4% a year, faster than most rich countries 
but more slowly than Brazil’s emerging-market peers.

Weak investment reflects low domestic saving. Brazil still habitually runs a current-account 
deficit. This reliance on foreign capital has left it vulnerable to periodic balance-of-payments 
crises, though it has piled up $344 billion of foreign-currency reserves to fend them off in future. 
Brazil’s net foreign liabilities (private and public) amount to $700 billion, compared with China’s 
net assets of £1.8 trillion.

The flip side of Brazil’s low saving is strong consumer spending, at 61% of GDP last year. The 
business of providing loans to householders is booming. This is in part because BNDES, the state-
owned development bank, provides subsidised loans to Brazil’s big state-directed companies and 
to some other firms. That limits opportunities for business lending, so private banks must look 
elsewhere.

Brazil’s economy has two great strengths. Its population of working age 
is growing quickly, and it is rich in natural resources at a time when 
emerging markets are industrialising at an unprecedented rate. Brazil 
vies with Australia as the world’s largest exporter of iron ore, much of it 
to China. Its plentiful arable land is astonishingly fecund (in some places 
three harvests a year are possible), thanks to an ample supply of sun 
and fresh water. The “sub-salt” reservoirs off Brazil’s south-eastern 
shore contain at least 13 billion barrels of oil.

The commodities boom and the oil finds have freed Brazil from its traditional balance-of-
payments constraints. Foreign money is flooding in, lured by Brazil’s high interest rates and the 
expected earnings once the oil starts to flow. But that creates a new problem: a strong currency 
that hurts the country’s exporters outside the resource industries.

The textbook remedy for this sort of “Dutch disease” is to raise productivity or lower costs in 
tradable industries that do not benefit from the resource boom. In August the government said it 
would abolish payroll taxes in four labour-intensive industries: footwear, clothing, furniture and 



software. There is ample scope to further lower the “Brazil cost”—local shorthand for a range of 
handicaps including ramshackle roads, high interest rates, jobs levies, taxes and bureaucracy.

Brazil is one of the most onerous countries to do business in, coming 127th out of 183 in the 
World Bank’s ranking. Hiring and firing is costly and closing a business can take years. The tax 
system is complex and bedevilled by rules that often conflict. “If you’re honest and want to 
comply with the tax code, you need an accountant and a tax lawyer for life,” laments one São 
Paulo-based economist.

Real interest rates in Brazil are among the highest in the world. The central bank’s benchmark 
rate is 12% and may need to rise again to tame inflation, which is well above the target of 4.5%. 
High rates are in part a legacy of past inflation that punished saving and rewarded borrowing. A 
culture of saving has yet to take firm root, so demand for credit outstrips supply. Fiscal laxity has 
also played a part. The economy is running at or beyond full capacity. The jobless rate is 6%; it 
has rarely been lower. Brazil’s budget ought to be in surplus. Government debt is rolled over 
every three years and crowds out other borrowing. But a market for longer-term debt would 
require a commitment to keeping public-sector payrolls and state pensions in check.

Brazil hopes that the oil discoveries will be exploited in a way that helps other industries rather 
than harming them. The government has insisted that Petrobras, the state-controlled oil giant 
with sole operating rights in the sub-salt field, must buy most of its supplies in Brazil.

Eike Batista, a colourful magnate with interests in mining, oil exploration and logistics, is building 
a port complete with shipyard (in tandem with Hyundai, a South Korean firm) to comply with the 
local-content rules. “The demand from Petrobras could fill two shipyards,” he says. A modern port 
will encourage foreign manufacturers to build factories along Brazil’s coast and serve the 
domestic market. “Brazil will not be trapped in commodities,” he insists. But others worry that 
Brazil is flirting with a state-influenced and inward-facing model of industrialisation that has failed 
before.

Brazil and China need to make different sorts of transitions if they are to sustain their 
development. Brazil has to save and invest more; China needs to consume more. Brazil is rich in 
resources; China is hungry for them. Brazil is short of good roads and railways; some of China’s 
will attract too little traffic. Brazil is young; China is ageing. “Perhaps they should merge,” is the 
wry suggestion of Arminio Fraga, a former central-bank governor of Brazil who now runs Gávea 
Investments in Rio de Janeiro.

India’s bumpy road

India’s main challenges are a mix of those facing Brazil and China. 
Like China, India has enjoyed a recent growth rate above the 
emerging-market norm, at around 8% a year. It ought to be doing 
better still: after all, it is poorer than China, so the scope for 
catching up is greater. Investment is a healthy 38% of GDP. Much 
of India’s investment is financed out of companies’ own pockets, a 
symptom of an immature financial system. Most firms cannot rely 
on external funding, though giant Indian conglomerates, such as 
Tata, are able to tap into international capital markets.

Like Brazil, India is in desperate need of better roads to link its far
-flung internal markets. It is a young country, with its working-age 
population set to grow at 1.7% a year until 2015, a faster rate 
even than Brazil’s. But too many of its people are educated badly, 
if at all. As in Brazil, companies often have to provide remedial 
education to bring recruits up to scratch. Arcane laws stand in the 
way of a well-functioning jobs market. Corruption is a blight on 
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infrastructure projects. The economy is prone to overheating and 
has a current-account deficit.

This speaks of a deeper weakness in emerging markets. In the 
past they have not been good at managing internal demand. 
Relying on exports allowed them to grow and save at the same 
time. Now that the rich world’s economies are struggling, that has 
become harder, raising the prospect of the sort of ills that led to emerging-market crises in the 
past: excess government spending, rapid credit growth and inflation. The transition from middle-
income to rich economy relies on sound monetary, fiscal and regulatory policies, says Raghuram 
Rajan, a former IMF chief economist now at Chicago’s Booth School of Business.

The fear of renewed trouble in the debt-laden rich-world economies has meant that Brazil and 
India have been slow to stop local inflationary pressures from building. China passed its first big 
test filling in for rich-world demand when it increased bank credit by an astonishing one-third 
during 2009. It was a welcome stimulus to the local and global economy, but there are growing 
doubts about the wisdom of many of those loans. The debts run up by local authorities to finance 
infrastructure are of particular concern.

China bulls argue that the expenditure was essential to the country’s rebalancing. Better 
transport links between the rich coastal cities and poorer western regions were needed to develop 
China’s internal market. Sceptics see roads with no cars, trains with few passengers and empty 
buildings. Some reports say 2 trillion yuan of local-authority loans have gone sour. Worryingly, 
some of the foreign investors who had rushed to take stakes in Chinese banks are slinking away. 
Bank of America, which has problems in its home market, has sold half its stake in China 
Construction Bank.

Even so, stabilising aggregate demand may prove easier than settling the social conflicts or 
tackling the industrial stasis that entrap middle-income countries. This depends not only on a well
-tuned economic engine; it also relies on how fairly the pain of adjustment is shared, says 
Harvard University’s Dani Rodrik. Societies torn by class or other rivalries are often set back by 
economic change. Democracies with rules and procedures for settling disputes and compensating 
losers tend to do better.

Mr Rodrik contrasts South Korea’s bounce-back from the East Asian crisis in 1998 (as well as 
from earlier troubles) with the slump endured by Brazil and other Latin American countries in the 
1980s. South Korean industry had been tested in export markets so it could build a recovery on 
its industrial strength. Brazil had lacked that strength. But South Korea was also able to recover 
more quickly because each interest group agreed to absorb some of the pain from the downturn. 
The government said it would do its best to help the country get over the crisis but firms should 
do their bit by avoiding lay-offs and unions should moderate their wage demands. In Brazil, by 
contrast, everyone tried to shift the pain of lower living standards onto others. Inflation took off 
and Brazil’s GDP per person stagnated for 15 years.

China may have the stronger economy, says Mr Rodrik, but Brazil and India are likely to be 
better at handling the social mobility that comes with being a middle-income country. All three of 
these emerging-market giants will have to work hard to avoid the middle-income trap. Their 
recent economic performance is good but experience suggests that there will be setbacks. Yet as 
the rich world stumbles from crisis to crisis, the prosperity gap is closing fast. America’s claim to 
economic leadership looks increasingly threadbare, and one of its long-held privileges—having 
the world’s main reserve currency—is under threat.
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Reserve currencies
Climbing greenback mountain
The yuan is still a long way from being a reserve currency, but its rise is overdue

AT THE FLAGSHIP store of Yue Hwa 
Chinese Products in Hong Kong 
customers can find exotic and 
everyday items from mainland 
China without having to cross the 
border. The offerings include silk 
brocades, sandalwood carvings, 
Sichuan peppers and traditional 
Chinese remedies such as ribbed 
antelope horns. Horn shavings, 
boiled in water, are said to quieten 
the liver and quell fevers.

Feverish visitors from the mainland 
can even pay for their shavings in their own currency, the yuan. The store charges 2,660 yuan 
($416) for a whole horn, at an exchange rate of 1.1 Hong Kong dollar per yuan. Nearby money-
changers offer a better rate, but some Chinese visitors prefer the convenience of using their own 
money. That way they can still get a late-night snack at the 7-Eleven after the money-changers 
have closed.

That is how, not long ago, the yuan set out on its career as an international currency. It crept 
into Hong Kong in the wallets of mainland visitors. The trickle across China’s borders quickened 
last year when the government allowed a broader range of Chinese firms to settle imports and 
exports in yuan. In the same year it set these offshore yuan free. Outside the mainland, the yuan 
could be transferred between banks, borrowed, lent and invested, just like any other currency.

This offshore experiment is, for many forecasters, a first tentative step towards making the yuan 
a fully fledged reserve currency to rival the dollar and the euro. But China’s policymakers are in 
two minds, as they tend to be when it comes to freeing finance. Restricting the flow of money 
into and out of China protects the country’s immature banking system. When Japan sanctioned 
the international use of the yen in the 1980s it set the stage for a damaging property bubble.

On the other hand China hates having to rely on the dollar. Officials are troubled by the Federal 
Reserve’s notably loose monetary policy and by America’s rapidly rising public debt. They fear 
that stimulus measures put in place to revive America’s flagging economy will sooner or later 
generate a burst of high inflation and weaken the dollar. That would hurt holders of US 
government bonds, including China. Around $2 trillion of its currency reserves of $3.2 trillion are 
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in dollars, mostly in bonds. On August 5th America lost its triple-A credit rating from Standard & 
Poor’s because it had failed to come up with a credible plan to cap its public debt. China’s official 
news agency, Xinhua, immediately called for a new reserve currency.

Such calls have been made before, during bouts of dollar weakness in the late 1970s and mid-
1990s, but the dollar still holds the privileged position in the world’s monetary system it has 
occupied since the second world war. It faces no immediate challenge to its status, 
notwithstanding the debt downgrade, because there are few good alternatives. Despite a long 
and steady decline in its value against other currencies, it still accounts for 60.7% of the world’s 
$9.7 trillion of currency reserves. That is around three times America’s weight in the world 
economy as measured by GDP. The dollar’s closest rival, the euro, accounts for 26.6% of the 
world’s reserves.

How does one currency maintain such dominance? Textbook economics says domestic money has 
three uses: as a unit of account against which the value of goods is measured; as a medium of 
exchange; and as a store of value used to conserve spending power for a rainy day.

The won fulfils these roles in South Korea; the yuan does the job in China; and the dollar 
provides these services in international markets as well as in America. It is the unit of account for 
commodities such as crude oil that are traded globally. Most trade that is invoiced in a currency 
other than those of the trading partners is quoted in dollars. And because the dollar is the 
benchmark for world prices and is used to settle cross-border trades, it makes sense for countries 
to keep stores of dollar reserves, both as a float and to bolster confidence in their own currencies.

The demand for reserve currencies is a boon to their issuers. Around $500 billion of America’s 
currency is used outside the country’s borders. Some of this cash is used to lubricate dollar-based 
international trade. But much of it greases the wheels of cross-border crime such as drug 
trafficking: crooks need a unit of account, a medium of exchange and a store of value just like 
legitimate businesspeople.

Indeed, a reserve currency might almost be defined by its appeal to criminals. Of the €900 billion
-worth of euro notes in circulation, a third by value comes in the form of the pink and purple 
€500 note. Cynics say it was issued to capture a share of the international black market from the 
dollar, for which the largest denomination is $100. An illegal stash of €500 bills would be lighter, 
easier to conceal and easier to count. The €500 note was withdrawn by banks in Britain after 
police said its main use was in organised crime. That is a compliment of sorts to the euro. When 
Somali pirates or Russian gangsters demand payment in yuan, it will be the surest sign that 
economic power has shifted to China.

The cost of printing $500 billion-worth of notes is negligible compared with the value of the goods 
and services they can command. In order for those notes to circulate outside America, they must 
first have been exchanged for $500 billion-worth of goods and services. They represent a cost in 
real resources. The gap between the printing cost of banknotes and their face value is called 
seigniorage. Governments that print reserve currencies benefit from extending seigniorage 
beyond their own borders.

Issuers of international currencies also enjoy protection from currency volatility. A Vietnamese 
exporter selling to China is exposed to exchange-rate risk: he pays his workforce in dong, the 
local currency, but receives payment in dollars. If the dollar falls, so do his earnings, but his 
labour costs are unchanged. American exporters do not have to worry about currency mismatch 
because both their domestic costs and their export earnings are in dollars.

Nor has America had much need to acquire costly reserves of its own. Under the Bretton Woods 
system of fixed exchange rates that governed rich-country trade until 1971, members were 
constantly at risk of running short of dollars if their exports became uncompetitive, whereas 



China hates 
having to rely on 
the dollar. Off 
icials are troubled 
by the Federal 
Reserve’s loose 
monetary policy 
and by America’s 
rapidly rising 
public debt

America could always print more dollars. This was an “exorbitant privilege”, grumbled France’s 
finance minister at the time, Valéry Giscard d’Estaing.

Exorbitant privilege v original sin

The privileges of reserve-currency status were not confined to the dollar, though it enjoyed the 
lion’s share. They include being able to borrow cheaply. The dollars and euros (and, to a lesser 
extent, the pounds, Swiss francs and yen) that other central banks keep in reserve are mostly in 
the form of government bonds. The extra demand weighs on bond yields and sets a lower 
threshold for the cost of credit for businesses and consumers.

This part of the exorbitant privilege contrasts with the emerging world’s “original sin”, a term 
coined by Barry Eichengreen of the University of California, Berkeley, and Ricardo Hausmann of 
Harvard University for some countries’ inability to borrow in their own currencies. Borrowing in 
foreign currencies (as Brazil and other Latin American countries had done before the 1980s debt 
crisis) leaves original sinners at risk of default if their currency loses value. Trouble-prone 
countries have often had to keep interest rates high, even in a recession, to support their 
currencies and stave off default on foreign-currency debts. Hungary is a recent example of a 
country in this sort of trap. The Federal Reserve has never had to worry about such things.

The divide between the exorbitantly privileged and the original sinners 
was especially deep after the East Asian crisis of 1997-98. The lesson 
from that crisis was never to be short of reserves. The investment rate 
in emerging Asia fell, the saving rate stayed high and the excess saving 
was sent abroad. It marked the start of an unprecedented build-up of 
foreign exchange to insure against future balance-of-payments 
problems. The world’s currency reserves increased from $1.9 trillion in 
2000 to $9.3 trillion in 2010. Much of the increase was in China.

The surge in demand for safe and liquid assets in dollars, euros and 
pounds pushed down long-term borrowing costs. The savings of the 
emerging world allowed the rich world to spend too freely, one of the 
deeper causes of the wave of crises that has afflicted the rich world since 
2007. America’s financial markets met the global demand for “safe” dollar assets by repackaging 
the mortgages of marginal borrowers as bonds, which turned sour. But the resulting financial 
crisis hit mainly the rich world rather than the emerging markets.

Rich-world banks and investors seeking higher returns when interest rates were low had bought a 
lot of the ropy mortgage securities. That made room for reserve managers in emerging markets 
to buy more bonds backed by governments or issued directly by them. Investors were so anxious 
for yield that they barely distinguished between good and bad credits. Countries with large public 
debts, such as Greece and Italy, could borrow as cheaply as countries with sound public finances 
such as Germany. Windfall tax revenue from housing booms fuelled by cheap foreign credit made 
the public finances of Ireland and Spain look sound until recession (and, in Ireland’s case, the 
terrifying cost of bank bail-outs) caused public debt to explode.

Some believe the exorbitant privilege is really a curse that lures the reserve-currency country 
into too much borrowing or printing too much money. Over time this saps the economic and 
political strength that was the source of the privilege. This paradox was first noted in 1947 in a 
Federal Reserve paper written by Robert Triffin, a Belgian-born economist.

Under the Bretton Woods arrangement currencies were pegged to the dollar at fixed exchange 
rates. The dollar in turn was tied to gold at a fixed price. Triffin spotted a dilemma. A rising stock 
of dollars was needed to finance world trade. The more dollars were supplied, the more the 
currency’s link to gold would be questioned since America’s gold stocks would support an ever-



larger pile of banknotes. This came to a head in August 1971 when heavy selling forced President 
Nixon to suspend the conversion of dollars into gold.

The Triffin dilemma is echoed in contemporary worries about the rich world’s public debts and its 
currencies. Easy access to credit lured the euro zone’s periphery into overborrowing. Greece is 
insolvent, Ireland and Portugal are not far off. For reserve currencies, what is safe is in conflict 
with what is convenient, argues Stephen Jen of SLJ Macro Partners, a hedge fund, adding that 
“the euro is efficient but it’s not safe.” Reliable and liquid repositories for rainy-day saving are 
scarce, which is why reserve managers and bond investors continue to push money into the 
Treasury market. But this tempts America to overextend itself, amassing debts it may one day 
struggle to service.

As America’s weight in the global economy drops, supplying the world with most of its reserve 
currency needs may become too big a job for the country. In his recent book, “Exorbitant 
Privilege”, Mr Eichengreen argues that a reserve-currency system will emerge in which the dollar, 
the euro and the yuan share the privileges and the responsibilities. That would make the world a 
safer place, he reckons, because each issuer would nudge the others towards financial and fiscal 
discipline.

It is not obvious that one currency needs to play a pre-eminent part. In its heyday, sterling was 
rarely as dominant as the dollar has been since it took over. On the eve of the first world war the 
pound accounted for only around half of all reserves: most of the rest was in French francs and 
German marks. By 1924 more reserves were held in dollars than in sterling.

The dollar is flawed, but so are the candidates to displace it. The euro has no single fiscal 
authority standing behind it. Nor is there a single issuer of sovereign debt to match the size and 
liquidity of the market for US Treasuries—although the bonds issued by the European Financial 
Stability Facility (EFSF), the euro area’s emergency bail-out fund, may foreshadow a single euro 
bond backed by all its members. For all its shortcomings, the euro still accounts for a quarter of 
the world’s reserves. Even as the region’s sovereign-debt crisis has deepened over the past year, 
its currency has gained ground against the greenback.

The speed at which the dollar rose to prominence suggests that the yuan might be an 
international currency as soon as 2020, says Mr Eichengreen. The greenback overtook sterling in 
reserves barely a decade after the founding of the Federal Reserve in 1913 as the backstop of 
dollar liquidity. The Fed pushed the dollar by fostering a liquid market for trade acceptances, the 
credit notes used to fund shipments. By the mid-1920s more trade was carried out in dollars than 
pounds and more international bonds were issued in New York than in London.

However, the obstacles to the yuan becoming a reserve currency are bigger than those faced by 
the dollar in 1913. At that time America was already a trusted storehouse for capital, a 
democracy where the rule of law was firmly established. China’s recent history is less reassuring, 
so it will take a while before foreigners feel secure keeping their savings in yuan. The currency 
would have to be fully convertible so that investors could park their yuan reserves in assets of 
their choosing and redeem them when needed.

This in turn would require China to allow capital to move freely across its borders, which it has 
been reluctant to do. In recent years it has eased restrictions on residents taking capital out of 
the country; for example, more foreign takeovers by big Chinese firms have been allowed to go 
ahead. But foreigners face formidable barriers to bringing money into China because the 
government is reluctant to cede control of the yuan’s value or of domestic bond yields to the ebb 
and flow of foreign capital.

China has taken some baby steps toward setting the yuan free. It has allowed trade in goods to 
be invoiced and paid in yuan. The proceeds can be put to work in a fledgling offshore yuan 
market in Hong Kong with restricted links to the mainland. Trade settlement in yuan has grown 
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rapidly, reaching 600 billion in the second quarter of 2011 (around 10% of total trade), according 
to the People’s Bank of China.

So far such trade settlement has been a rather one-sided affair: most 
has been for imports (ie, Chinese firms paying foreigners in yuan for 
supplies). Few of China’s exporters are willing or able to demand yuan 
from foreign customers, though those customers should not find it hard 
to get hold of the currency. China’s central bank has set up swap 
agreements with the central banks of many of its emerging-market 
trading partners, ranging from Singapore to Kazakhstan, allowing foreign 
banks to supply yuan to their customers.

By the end of July yuan deposits in Hong Kong had swollen to 572 
billion. The IMF said in July that 155 billion of yuan-denominated bonds 
(so-called “dim sum” bonds) had been issued in Hong Kong since the 
market was set up, many by branches of mainland banks. Issues by non
-financial foreign companies are less common, in part because firms still 
need permission to bring the cash raised into China. There have been some high-profile deals, 
though the bonds have short duration. McDonald’s sold a three-year bond last year. Caterpillar, 
an American maker of earthmoving equipment, has issued a couple of two-year bonds so far. A 
recent sale in Hong Kong of 20 billion yuan of government debt was heavily oversubscribed.

The offshore yuan market has quickly come up from nowhere and 
China’s central bank has continued to strike bilateral swap deals to 
keep it growing. But it is a big leap from being a currency in which 
a chunk of your own trade is settled to being a fully fledged 
international currency, and a further jump to reserve-currency 
status. Only a small fraction of the world’s $4 trillion in foreign-
exchange deals each day are for trade settlement. The bulk of 
currency dealing is for hedging or related to trading in stocks, 
bonds and other assets. The dollar is one side of 85% of all 
currency trades, according to the Bank for International 
Settlements (see chart 2). The yuan accounts for just 0.3% of 
turnover.

Yet the exorbitant curse will catch up with the dollar one day and 
the yuan is its most likely replacement. China’s economy is second only to America’s in size and 
is likely to overtake it soon. It is already the world’s largest exporter. And it has net foreign 
assets of $1.8 trillion, whereas America owes a net $2.5 trillion to foreigners. Only Japan is in a 
stronger position.

A global yuan?

Reserve-currency status depends on these three gauges of economic dominance—size of 
economy, exports and net foreign assets—says the Peterson Institute’s Arvind Subramanian. By 
1918 America had the world’s biggest economy and would soon be its largest creditor and 
exporter; within a few years the dollar also had the lion’s share of the world’s foreign-exchange 
reserves. If that precedent is anything to go by, the yuan should soon become the main global 
reserve currency, and not merely a junior alternative to the dollar or the euro.

The rewards to China of opening up fully to foreign capital trump the risks, reckons Mr 
Subramanian. Turning the yuan into a reserve currency offers China a way out of its mercantilist 
growth model, which has run its course. Demand for yuan reserves would push up the exchange 
rate, discourage exports and give China’s consumers greater purchasing power. A push for 
reserve status for the yuan would go hand in hand with the development of China’s financial 
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system—a necessary step to support the small- and medium-size businesses it needs to serve its 
domestic market, and for many other reasons. For China to escape the middle-income trap, it will 
have to let go of the yuan.

The rich world’s monopoly on reserve-currency privileges has given it first call on the world’s 
precautionary savings. For now, it is clinging on to its privileges. But rivalry from developing 
countries in the markets for oil and commodities is already exacting a price from the West.
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Commodities
Crowded out
Chinese demand had ended a century of steadily falling raw-material costs for 
rich-world consumers

LOOK OUT ON any day from Pier Two at the Tubarão Port complex in Brazil and you will see at 
least half a dozen ships on the horizon. The queue of waiting vessels allows the port’s loading 
manager, Leonardo Barone, to keep its three piers in constant use. Tubarão is owned by Vale, the 
world’s largest iron-ore company. A record 104m tonnes of ore was shipped from here last year.

Back from the water’s edge a phalanx of huge dumpers unload iron ore from the trains arriving 
from Vale’s mines in Minas Gerais. The 905km railroad carries 40% of Brazil’s rail freight on just 
3% of its track. A standard freight train on this line has 252 carriages and three locomotives. 
Around 4,000 carriages are emptied in Tubarão each day.

The unloaded ore is blended and stockpiled in a vast yard enclosed by fine-mesh screens to stop 
the dust from blowing towards the nearby city of Vitória. Then it is scooped by giant rotating 
buckets onto a moving belt and conveyed to a long chute at the pier where it is poured into the 
hold of a waiting vessel.

The port’s construction in the mid-1960s was sponsored by steelmakers from Japan. Today 
Brazil’s main customer is China, which takes 15% of its exports (mostly iron ore, soyabeans and 
oil), up from almost nothing ten years ago. The cargo that the ships are queuing up for at 
Tubarão has become far more valuable. Iron ore now fetches $178 a tonne, compared with $13 a 
tonne in 2001.

Broader measures of raw-material 
costs have jumped as well. The 
Economist’s index of non-oil 
commodity prices has trebled in 
the past decade. The recent surge 
has reversed a downward trend 
that had lasted a century. 
Industrial raw-material prices fell 
by around 80% in real terms 
between 1845, when The 
Economist began collecting data, 
and their low point in 2002 (see 
chart 3). But much of the ground lost over 150 years has been recovered in the space of just a 
decade.

The world economy



Optimists bet on 
human ingenuity 
to spring the 
Malthusian trap, 
as it has done so 
often before

This has raised the incomes of commodity-rich countries such as 
Brazil and Australia as well as parts of Africa. It has also caused 
even sober analysts to speak of a “new paradigm” in commodity 
markets. Even though GDP has slowed to a near-standstill in 
many parts of the rich world, the price of crude oil is close to $100 
a barrel—as high in real terms as after the oil shocks of the 1970s 
(see chart 4).

What accounts for this turnaround? The price spikes over the past 
century were linked to interruptions in supply, notably during the 
first world war. But recent price rises have been too broad-based 
and long-lasting to be adequately explained by frost or bad 
harvests. Nor is it obvious that producers are hoarding supplies. At 
Tubarão everybody is straining to get the ore onto the ships more quickly. Valuable time is lost in 
docking and in starting the loading.

There is a more straightforward explanation for the scarcity: the surge in 
commodity prices is simply the result of exploding demand and sluggish 
supply. The demand side has been boosted by industrial development 
unprecedented in its size, speed and breadth, led by China but not 
confined to it. Growth in emerging markets is both rapid and resource-
intensive. The IMF estimates that in a middle-income country a 1% rise 
in GDP increases demand for energy by the same percentage. Rich 
economies are far less energy-hungry: the oil intensity of OECD 
countries has steadily fallen in recent years.

China’s appetite for raw materials is particularly voracious because 
of the country’s size and its high investment rate. Though it 
accounts for only about one-eighth of global output, China uses up 
between a third and half of the world’s annual production of iron 
ore, aluminium, lead and other non-precious metals (see chart 5). 
Most of the energy for Chinese industry comes from coal—a dirty 
fuel that contributes to China’s poor air quality. Its consumption of 
oil roughly tallies with the economy’s size but is likely to grow 
faster than GDP as China gets richer and buys more cars.

Supply has struggled to keep pace with this burgeoning demand. 
The world’s iron-ore production has doubled over the past decade 
but prices have risen 13-fold. The metal content of copper ore has 
been falling since the mid-1990s as existing mines are depleted. This mismatch between demand 
and supply is an age-old problem in commodity markets. It takes years to find and develop new 
mines and oil reservoirs and to build the infrastructure (rigs, pipelines, railways, ports) to bring 
the commodities to market. Supply responds slowly to price increases and delay often leads to 
excessive investment which then depresses prices.

The extractive industries had only just recovered from such a binge when prices began to rise 
again. By the start of the millennium a long bear market in commodities had purged the excesses 
of the 1970s, says Dylan Grice at Société Générale. The sector was poised for contraction but 
instead faced the biggest and fastest industrialisation in history.

The supply of commodities is again slowly catching up. The big reserves are mainly in remote and 
sparsely populated areas. That is in part why the economies of Australia, Canada, Brazil and sub-
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Saharan Africa have been growing quickly. Brazil is blessed with timber, exceptionally fertile land, 
metal ores and now oil reserves—though the biggest of these are in hard-to-reach places, far off 
the coast and in deep water beneath a layer of salt. There is now a shortage of geologists who 
can help with the search for oil. OGX, an oil firm founded by Eike Batista, a Brazilian magnate, 
has tempted some retired ones back to work.

Brazil’s offshore oil will be expensive and difficult to recover. If this is what the world is relying 
on, say the pessimists, the shortage of oil is truly critical. They argue that the resource limits to 
growth first noted by Thomas Malthus in the late 18th century still apply. Optimists bet on human 
ingenuity to spring the Malthusian trap, as it has done so often before.

Why it matters

The imbalance in commodity markets is likely to persist at least until resource-hungry countries 
become richer and new supplies come on stream. In the meantime the surge in emerging-market 
demand will continue to hurt the advanced economies. The rise in oil and commodity prices has 
pushed up inflation in rich countries and acted like a tax on consumers.

The IMF reckons that a 10% rise in oil prices knocks 0.2-0.3% off global GDP growth in the first 
year, but the impact on a big oil consumer like America is twice as large. The sluggish growth in 
America’s economy in the first half of this year was due in part to higher oil prices, which in turn 
were caused partly by strong GDP growth in China (though supply disruptions also played a role).

The commodities boom has also made monetary policy more complicated. Inflation targets 
allowed governments and central banks to argue that price stability and full employment were 
complementary goals. If too many workers were idle, that would bear down on prices and allow 
central banks to keep interest rates low to boost spending and jobs and to guard against 
deflation. For a decade after 1997 China’s effect on world prices had made life easier for the rich 
world’s central banks. Imports of cheap goods from China brought down prices in America and 
elsewhere, keeping inflation low. But now that Chinese wages are rising, the effect of the 
country’s rapid industrialisation on world commodity prices is pushing up rich-world inflation.

Because of the persistent rise in commodity prices, inflation has not come down even though 
there is lots of slack in most advanced economies. The textbook response to commodity-led 
inflation is to regard it as temporary and ignore it. But that becomes harder if it persists and 
raises expectations of future inflation. In Britain, for instance, inflation has been above the Bank 
of England’s 2% target for most of the past four years, yet interest rates have been close to zero. 
Some complain that the inflation target has simply been abandoned.

Commodity prices are acting as regulators of global growth. The emerging markets are first in the 
queue for supplies because they are often able to use each extra barrel of oil or shipload of ore 
more gainfully. Their demand raises prices and lowers real incomes in the rich world, which gets 
crowded out. Rich countries had become used to unlimited access to cheap raw materials: prices 
had been falling for a century or more. Now there is competition for primary resources. Producers 
are benefiting and rich-world consumers are suffering, at precisely the time when they are also 
increasingly anxious about job security as China and India rise and rise.
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Exporting jobs
Gurgaon grief
Now for the next shake-up in the global labour market

AS THE DELHI metro snakes its 
way out of the crowded south of 
the city the scene turns more rural, 
with the occasional water buffalo, 
schoolgirls playing hopscotch 
outside a village school and crudely 
built brick houses. But by the time 
the train draws up to the suburb of 
Gurgaon, the cacophony of urban 
India is heard once again.

Twenty years ago Gurgaon was 
farmland. Now it is a sea of villas, 
shopping malls, office blocks and 
apartment buildings with names like Beverly Park and Oakwood Estate. The metro hoardings 
advertise the best places to buy officewear or the Lovely Professional University’s record for 
getting people into jobs. On a busy Friday the roads are crammed with honking Tata Sumos, the 
local sports-utility vehicle. Many drivers are on their way home after a night working the 
American shift.

Gurgaon is a global centre for outsourcing back-office services. Here and in other such hubs 
around India, routine office work and data analysis are carried out for a variety of corporate 
customers, many from rich countries (so their tasks have been offshored as well as outsourced). 
The work can be sophisticated: crunching the profit-and-loss numbers of listed companies for 
Wall Street analysts, or teasing spending patterns from the data gathered by supermarket tills.

Wages in Gurgaon are a small fraction of those of a back-office clerk in Newcastle or New York. 
That lowers costs for consumers. But it also raises anxiety among workers about low pay and a 
drain of jobs to cheaper locations. The range of tasks that can be outsourced and offshored is 
constantly expanding.

The notion that trade kills jobs is based on the false premise that there is a fixed amount of work 
to do. The world’s leading economies have been ceding jobs to low-income rivals since the 
industrial revolution. The cotton industry in Britain was in the vanguard of that transformation but 
soon faced competition—first from New England, then from America’s South. The mills have 
largely disappeared and the spinning and weaving jobs replaced by better-paid ones. As the 
division of global labour becomes ever more fine-grained, small tasks rather than whole 
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industries move abroad. Trading partners share the efficiency gains. The world is better off, even 
if some individuals lose out.

Many more to go

This sort of gradual restructuring is not new, and neither is the job insecurity that stems from it. 
But anxiety about offshoring has risen, for three reasons. First, jobs are already scarce because 
the hangover from recessions caused by financial crises lasts longer than that from other sorts of 
downturns. Second, China and India between them have around 2.5 billion people, so the 
potential for further offshoring from the rich world is immense. Third, advances in computing and 
communications allow for a wider range of jobs to be shifted across borders.

These last two factors mean that offshoring will be a hugely disruptive force, says Alan Blinder, a 
professor at Princeton University. A recent study carried out in America with a Princeton 
colleague, Alan Krueger, found that a quarter of the workers interviewed considered their work 
potentially “offshorable”. This figure includes all manufacturing jobs, as goods are readily traded 
across borders. But it also covers many occupations that used to be thought safe from foreign 
competition.

Any service job that can be delivered down a wire without any diminution in quality is 
offshorable, reasons Mr Blinder. That means high-paying jobs in accountancy, financial analysis 
or computer programming are at risk. Jobs that involve face-to-face contact or require the worker 
to be present are safer: think of taxi drivers, plumbers, police officers or janitors. Mr Blinder 
makes a distinction between personal and impersonal services. Only the latter are offshorable. A 
contract lawyer or radiologist is vulnerable to offshoring; a divorce lawyer or family doctor isn’t.

Yet not all the jobs that can be offshored will be. Even in manufacturing the savings on labour 
from offshoring are often outweighed by other cost considerations. Low-value bulky goods, such 
as bricks or bottles, tend to be made close to where they are consumed because transporting 
them is expensive. Cars are also mostly made in the countries where they are sold.

High-tech manufacturing relies on a skilled labour force working closely with design teams. There 
is little cost advantage to offshoring for small batches of goods or where fast delivery to local 
customers is important. Economies of scale mean industries are “sticky”: Britain’s cotton 
industry, for instance, did not go into serious decline until the 1960s even though wages were 
high.

The alarm over the threat to jobs from India and China echoes the anxiety about Japan’s rise in 
the 1970s and 1980s. America’s economy has survived the shake-up of its steel, electronics and 
car industries, as have other rich countries. The scale of the challenge is large but may not be so 
much larger than in the past. A quarter of American jobs in 1970 were in manufacturing and 
hence potentially offshorable. Many did move offshore but were replaced by jobs in service 
industries.

A lot also depends on what happens in emerging markets. If China can successfully switch from 
export-led growth to domestic sources of demand it will create more opportunities for American 
exports. As China and India become better off the wage gap with the rich world will narrow and 
the pace of offshoring will slow. And as technology opens up more sorts of work to cross-border 
trade it will create openings for rich-world economies whose comparative advantage is in 
services.

If services become more tradable that will be good for America’s workers. But it might also 
exacerbate the growing wage divide within its own labour market. Economic theory suggests that 
trade with emerging markets creates a wage premium for the skilled workers in rich countries. 
The world’s division of labour is determined by the relative abundance of skilled and unskilled 
workers. Rich countries have more of the former, so specialise in traded goods with a high skill 
content. Poor countries have more of the latter, so concentrate on low-skilled work. Skilled 
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workers in rich countries benefit from trade, but the wages of the less skilled suffer from foreign 
competition.

Most studies so far have found that trade explains only a small part of the increase in income 
inequality in America since the 1980s. The decline of trade-union power and below-inflation 
increases in the minimum wage also played a role. But most of the growing inequality is probably 
due to technological change which makes a college education more valuable—in much the same 
way that trade does, in fact. It is possible that the effect of trade on wages is more significant 
than those studies have found. Much of the stuff that China makes is no longer produced in the 
rich world, so it is difficult to establish a direct link.

That may also be because the data are not detailed enough to capture the effects on relative 
wages within industries, says Josh Bivens of the Economic Policy Institute, a think-tank in 
Washington, DC. Only those with a four-year college degree (perhaps a quarter of America’s 
workforce) are clear winners from growing trade, reckons Mr Bivens.

The most striking feature of rising wage dispersion is not the wider gap between the skilled and 
unskilled but the bigger slice that goes to a tiny elite. The share of income claimed by the top 
0.1% of earners increased from 2% in 1970 to 8% by 2007, according to research by Emmanuel 
Saez of the University of California, Berkeley, and Thomas Piketty of the Paris School of 
Economics. Much of this trend, says Harvard University’s Richard Freeman, is explained by stock 
options, which are counted as part of pay. “This goes back to something we have thought of as 
old-fashioned: capital versus labour,” says Mr Freeman.

Waiting for intelligent robots

There are dangers in extrapolation. The recent rapid growth rates in emerging markets are 
unlikely to be sustained. And perhaps the wage premium paid to workers with a college degree 
will shrink again, for reasons unrelated to trade. Scarce and expensive skilled labour is often a 
spur to invention. Before the industrial revolution the hand-spinning of raw cotton into thread 
was the main bottleneck in the production of cloth. It took six spinsters to feed each handloom 
used to weave thread into cloth. The introduction of mechanised spinning (of the sort carried out 
at Quarry Bank Mill) changed that, creating a dearth of hand-weavers. Then power looms 
destroyed the wage premium for hand-weaving, so the Luddites destroyed some of the looms in 
response. It is conceivable that advances in artificial intelligence might spell the end of the wage 
premium for skilled workers, too.

But for the immediate future skilled workers in the rich world still seem to have the best 
prospects. College-educated workers are more likely to be able to switch jobs in response to 
outsourcing than those with little education. And the rewards for those with jobs that compete in 
the global market for tradable services are likely to be higher than for those in low-skill personal 
services—though the risks of losing their jobs are also greater.

The anxiety about offshoring has obscured another change in the economic landscape that will 
bring jobs to rich countries: the rise of the emerging-market multinational.
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South-north FDI
Role reversal
Emerging-market firms are increasingly buying up rich-world ones

THE HALEWOOD CAR plant near Liverpool was once notorious for strife. In the 1970s its bolshie 
workforce frequently clashed with tetchy managers. In the peaceful interludes the plant turned 
out fleets of Ford Escorts, a popular family car.

The plant is now part of Jaguar Land Rover (JLR), owned by Tata Motors, the car division of an 
Indian conglomerate. These days it is a cheerful and contented place. At one end of the plant 
workers examine the body parts shaped by one of ten giant metal presses. At the other end, in 
the paint shop, a sprayer dressed in a protective suit squirts a mist of colour inside the back door 
of a car shell. Fork-lift buggies, owned by DHL, a logistics firm with an on-site operation, 
distribute parts from outside suppliers around the factory.

The reason for the activity and the good humour is that production has recently started on the 
new Land Rover Evoque, a mini sports-utility vehicle. Before the car had appeared in the 
showrooms, JLR had taken 18,000 orders for it and it was already for sale on eBay. Thanks to the 
contract for the Evoque, Halewood’s workforce has doubled to 3,000 in the past year. Local 
suppliers will also benefit.

Two centuries ago the rise of the cotton trade in the mills around Manchester and the port of 
Liverpool spelled doom for India’s textile industry. Today Indian firms own large chunks of 
Britain’s old industrial north-west. The Stanlow oil refinery close to Halewood was bought earlier 
this year by Essar, an Indian conglomerate. Brunner Mond, a chemicals firm started in 1873 just 
a few miles from Quarry Bank Mill, was bought by Tata Chemicals in 2006. Blackburn Rovers, a 
founder member of England’s professional football league in 1888, is owned by VH Group, an 
Indian poultry firm.

These Indian outposts are part of a broader shopping spree by emerging-market firms. Their 
share of cross-border mergers and acquisitions (M&A) rose to 17% in the seven years to 2010, 
up from just 4% in the previous seven years, according to a recent report by the World Bank. 
They are the source of more than a third of foreign direct investment (FDI) in other emerging 
markets. Typically this sort of FDI is “organic”, which involves setting up a local factory or branch 
office. By contrast, direct investment by emerging-market firms in rich countries (so-called south-
north FDI) tends to be “acquisitive”, which means one company buying another.

The world economy



The bulk of the emerging-markets’ M&A in rich countries comes 
from five countries, led by China but also including India. America 
is the rich world’s main recipient, with Britain not far behind, even 
though its economy is only around one-sixth America’s size. Other 
big targets are commodity-rich Canada and Australia (see chart 
6).

Firms from America and Europe are falling over themselves to 
invest in fast-growing emerging markets like China and India to 
escape sluggish economies at home. But why are emerging-
market firms rushing in the other direction? The main reason is 
that, like rich-world multinationals, they seek access to new 
customers. “As a company you don’t want to be confined to local 
growth,” says Mansoor Dailami, one of the authors of the World 
Bank report. “You want to have the global economy as your 
market.”

An acquisition is often the quickest (and sometimes the only) way 
to gain a foothold in a country. JBS Friboi, a big meat company 
based in Brazil, had no presence in the American market until it 
bought Swift, a struggling American rival, in 2007 (see box
(http://www.economist.com/node/21528978) ). Tata’s purchase 
in 2000 of Tetley, a British tea firm, gave it instant access to 
consumers in North America, as well as in Britain.

Slow but steady

Emerging-market firms may also want to limit their exposure to their lively but often brittle home 
market. Growth in the rich world may be slow but the investment climate is often warmer. There 
are better regulations; the tax laws are easier to live with; the courts are less capricious.

Brands are a consideration too. Ratan Tata, the chairman of the Tata group, said the chance to 
own the Jaguar brand was “irresistible”. Building a brand can take years and pots of money; 
buying an established one is often cheaper. Acquiring a rich-world company can also be a quick 
way to get hold of technology as well as the tacit know-how that comes with operating a firm in 
mature markets.

Moreover, a corporate presence in the rich world offers access to cheaper and more reliable 
financing. The World Bank study found that around two-thirds of emerging-market firms which 
were active in cross-border M&A had used some form of international financing to do so—a bank 
syndicate, a bond issue in foreign currency or a stockmarket listing in a rich country. Corporate 
bond markets in places like China and India are still underdeveloped, so a big, globally financed 
M&A deal paves the way for future capital-raising.

A deeper macroeconomic force behind south-north FDI is the need to put emerging-market 
savings to work. The three largest emerging-market buyers of rich-world firms, China, the United 
Arab Emirates and Singapore, all run large current-account surpluses and so acquire claims on 
foreigners. (Acquisitions by firms in Brazil and India are part of a more even two-way flow of 
capital with the rich world.) By contrast, America funds its current-account deficit by selling 
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assets to foreigners. Much of the imbalance in savings between the rich world and the emerging 
markets is made up by the sale of government bonds. But emerging markets such as China 
already have their fill of low-yielding Treasuries and want to acquire assets with better 
prospective returns, including rich-world companies.

The pattern of developed-country deficits and emerging-market surpluses is likely to continue. 
Except for China, the developing world is mostly young, which means that its savings tend to be 
higher than those of the ageing rich world. If the commodities boom continues, it will leave the 
oil-rich Middle East with bulging trade surpluses. The up-and-coming economies may seek to 
emulate China’s model, which relies on others to do the spending. The resulting balance of global 
saving will mean that emerging-market firms will spread themselves around the rich world and 
employ a growing share of its workforce.

Emerging-market buyers usually offer cash and tend to overpay. A 
study by Ole-Kristian Hope and Dushyantkumar Vyas, of the 
University of Toronto, and Wayne Thomas, of the University of 
Oklahoma, found that firms from developing countries generally 
bid higher than rich-world rivals to buy companies in developed 
markets, often for patriotic, social or political reasons. Tata’s 2007 
acquisition of Corus, an Anglo-Dutch steel firm, is a case in point. 
Yet although Tata may have paid over the odds, it got a big 
confidence boost out of it, as did India as a whole. “The 
psychological and cultural dimensions of the deal were enormous,” 
says Shamik Dhar, who covers Asian economies for Aviva 
Investors, a London-based fund manager.

Apart from a good price, the targets of such acquisitions also get a welcome infusion of animal 
spirits and an appetite for investment that are frequently missing from rich-world boardrooms. 
Developing-country bidders have created a more vibrant market for the control of rich-world 
companies that keeps managers on their toes.

They often gain speedier access to emerging markets too. China is JLR’s fastest-growing market 
and might soon be its biggest one. A few of the cars made at Halewood are shipped in kit form to 
India for assembly. That makes the cars cheaper for Indian consumers, as there is less import 
duty to pay. Carworkers at Halewood seem happy to be working for an emerging-market 
multinational. Above all, they are happy to be working.
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Beefed up
The world’s largest meat company is Brazilian, but mostly operates abroad

JBS STARTED IN 1953 as a butchers founded by José Batista 
Sobrinho in Anápolis, a city in Brazil’s central state of Goiás. The 
firm expanded initially thanks to a fast-growing Brazilian economy 
and more recently by acquiring other companies. It is now the 
world’s largest meat producer. In 2010 it had revenues of 55 
billion reais ($31 billion), only a third of which were from its 
operation in Brazil.

The JBS plant at Lins, 450km from São Paulo, is one of the firm’s 
largest and employs 5,000 people, working two eight-hour shifts. 
Inside teams of butchers fillet and trim the carcasses that arrive 
on a conveyor belt, tossing the cut meat into plastic-lined trolleys. 
Much of the raw beef is cooked and canned at the plant. It is first 
ground into mince and then steamed and rotated in an oven 
angled like a cement mixer so that the juices run off. Fat, salt, 
sugar and colouring are added to the half-cooked mix before it is 
canned. The cooking is completed at high temperatures in the 
cans which are then dried and labelled. The market for this sort of 
processed meat is global: the plant supplies canned meat for 
Princes, a British firm, as well as beef toppings for pizza parlours 
in Belgium and Holland.

Fresh meat is a different matter. Brazilian companies like JBS are banned from exporting it to 
America for fear of foot-and-mouth disease. This is one reason why in 2007 JBS bought Swift, 
then America’s biggest beef processor, based in Colorado. Two years later it purchased Pilgrim’s 
Pride, a Texan chicken producer. The deals were in part opportunistic: both companies were in 
financial trouble and JBS was able to raise money quickly, some of it in Brazil’s equity market. 
But they also gave JBS a presence in and access to the American market. That in turn allowed it 
to export to Japan and other Asian markets from which it had previously been shut out.

Like other emerging-market firms, JBS found it cheaper to buy brands than to build them. A fleet 
of small vans sporting the Swift logo sells fresh meat in the area around the Lins factory. The firm 
is also launching a branded range of high-quality steaks. JBS already sells fresh beef from Brazil 
to the European Union under the Hilton quota scheme, which cuts import tariffs on meat 
produced to a high standard. JBS buys 2,500 Hilton-grade cattle each year from Edson 
Crochiquia’s Santa Izabel farm, an hour or so from Lins. It is his only customer and sends 
inspectors to the farm four times a year to monitor the cattle’s food and board.

The world economy
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Because freshness is vital to high-quality food, jobs at food-processing firms cannot easily be 
shifted to wherever labour costs are lowest. “You have to be where the cows are,” says Wesley 
Batista, one of the founder’s sons, who runs the firm. As it happens, the cost advantage is 
shifting towards the firm’s rich-world operations. The strong real makes it more expensive to 
export from Brazil and the weak dollar is a boon to the American arm. America has other 
advantages, too. Taxes are simpler and the jobs market is much slacker than in Brazil. “There are 
more people available who have the right skills and are well-educated,” says Mr Batista. 
Moreover, it is now easier to persuade senior staff to move from Colorado to Brazil than the other 
way around—another sign of a world turned upside down.
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The path ahead
Cottoning on
The West’s relative decline is inevitable but the East’s rise will still be 
troublesome

IT IS A crisp Friday morning in Santa Isabel, a small Brazilian town 60km north-east of São 
Paulo. Gabriel de Matos, technology director at Paramount Textiles, is taking delivery of the latest 
machine for dyeing the wool yarn that is made here. It won’t look out of place: most of the 
equipment is less than ten years old. The machines for spinning yarn are 40% faster than the 
ones they replaced. The new kit has allowed Paramount to supply finer-grade wools for the men’s 
suits its customers make.

The factory refit and the move upmarket was a response to competitive pressures that have 
driven many local rivals out of business. The global market for woollens has halved since the mid-
1990s. Consumers these days prefer casual clothes, but Brazil is now too rich to compete with 
cotton producers in Vietnam or Indonesia. “We need a premium product like wool to cover our 
costs,” says Mr de Matos. China also produces wool and its land, labour and capital are often 
cheaper. “Thank goodness we are so far away,” he says. “Time is money and that gives us some 
breathing space.”

Paramount is copying the tricks long used by rich-world businesses to fend off low-cost rivals 
from emerging markets: better designs, newer machinery, shorter production runs (to give rarity 
value to each line) and faster delivery to local markets.

Britain bounded ahead in textile production two centuries ago, and established firms have been 
looking over their shoulder ever since. An early challenge came from the textile industry in New 
England, where countless townships called Manchester were founded (of which one survives). 
That cluster soon faced competition from factories in the low-wage American South.

The cotton industry has carried on travelling: its technology moves easily to wherever labour 
costs are low. The pattern has been repeated for other sorts of ventures. More complex 
technologies are harder to copy, so their diffusion has been slower. But technology eventually 
spreads. It is what drives economic convergence, making large parts of the developing world 
better off year by year.

Demography is destiny again

For much of the past two centuries the know-how that determines productivity and living 
standards has been concentrated in the West. That is true of hard engineering technology as well 
as the tacit knowledge of how best to organise production, support markets and manage 
aggregate demand. Because large productivity gains were confined to the West, the populous 
parts of the world stayed poor.

That was anomalous. Population has determined economic power for most of human history. Now 
demography and productivity are pushing in the same direction. America and Europe are 

The world economy



demographic minnows compared with the developing world’s two giants, China and India. And 
the rich world’s financial crisis and its aftermath is accelerating the shift of economic power 
eastwards. Just as the catch-up in emerging markets is speeding up and broadening out, the rich 
world’s economies seem to be grinding to a halt. If China can avoid a blow-up in the next decade, 
it is likely to become the world’s biggest economy—though its citizens would still be poor by 
American standards.

The big question for the global economy is whether the rapid growth in emerging markets can 
continue. The broad economic logic suggests more of the world economy’s gains should come 
from convergence by emerging markets than from the rich world pushing ahead. Each innovation 
adds less to rich-world prosperity than the adoption of an established technology does to a poor 
country. At the start of the industrial revolution the cotton industry alone could make Britain’s 
productivity jump. But now that the frontier is wider, there is less scope for leading economies to 
surge ahead. More of the world’s growth ought to come from catching up.

But contrary to some excited forecasts, the growth of emerging economies is unlikely to continue 
at the same pace, or in a straight line. Economic convergence is a powerful force but cannot 
knock over every obstacle. And the barriers to growth become bigger as economies enter the 
difficult middle-income phase of development.

Moving capital and workers from dying to rising ventures is trickier than transplanting poor rural 
migrants to cities in the early phase of catch-up. As economies become richer they can rely less 
and less on the brute force of additional machine power to drive their prosperity. They have 
greater need of a skilled workforce and a financial system that is attuned to where the best 
returns are likely to be made. Countries that have relied on exports to fuel their growth need to 
shift to internal sources of spending, with all the associated headaches for monetary and fiscal 
policy. In the past many middle-income economies have run aground because they have failed to 
meet such challenges.

Careful what you wish for

The biggest emerging markets, with their huge foreign-exchange 
reserves, appear to be almost crisis-proof (at least outside eastern 
Europe) in contrast to the seemingly crisis-prone rich world. But 
setbacks in making the shift from poor to rich are inevitable. 
Indeed a lesson of recent economic history is that countries and 
regions that ride out a crisis well are all the more vulnerable to the 
next one. Hubris leads to policy mistakes, as the developed world 
has proved so devastatingly. So thick is the gloom pervading the 
rich world that the once-regular emerging-market crises have 
almost been forgotten. But this makes it even likelier that they will 
one day return.

Those anxious that the rich world’s economic power is ebbing 
might welcome a few emerging-market slip-ups. A less frantic rate 
of growth in the developing world would also slow the relative 
decline of the West and allow it to cling on to some of its 
privileges for longer. The dollar and the euro could maintain a 
reserve-currency duopoly for longer; commodity-price pressures 
on businesses and consumers would ease; and the impact of 
developing economies on relative wages and jobs turnover might 
be less jarring.

Yet the emerging markets are the best hope for global growth—for 
the next few years at least. Japan’s economy is in a funk; the euro 
zone is in danger of imploding; and much of the rest of the rich 
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world is hung-over from a giant credit boom. America, Britain and others took on debts that now 
look steep compared with incomes and the value of the homes against which much of the money 
was borrowed. They are saving hard to fill the gap. Those with cash (including a chunk of the 
corporate world and not a few households that gained from the housing boom) are clinging on to 
it because of uncertainty about future demand, job prospects, taxes, the supply of credit and 
much else.

That is the main reason why a fast rate of catch-up by the emerging markets would be better for 
the West than a faltering one. A richer and more consumer-led China would be likelier to buy 
more of the services in which developed countries have a comparative advantage.

It would be healthy, too, if the developing world could break the rich world’s monopoly on 
international finance. The emerging markets account for almost half of global GDP but have no 
reserve currency of their own. For now there seems little alternative to the dollar as a financial 
lodestar and the main storehouse for the world’s precautionary saving. The yuan is the likeliest 
candidate to supplant it but has so far taken only baby steps to becoming international. The 
longer it takes for the yuan to emerge, the more risky the global financial set-up will become. 
The worry is that strong demand for Treasuries as reserves might tempt America to overstretch 
itself. The wreckage from the rich world’s housing bust shows the dangers of money that is too 
cheap.

In other ways, too, it might be better for the rich world if China and 
others caught up with it sooner rather than later. Faster catch-up would 
narrow the wage gap between emerging and rich countries and help to 
relieve the downward pressure on unskilled wages. A mature Chinese 
economy would waste fewer natural resources on hard-to-justify 
investments. Many in the rich world fear the loss of economic dominance 
that will be the eventual outcome of convergence. But perhaps losing it 
is worse than having lost it.

And perhaps the pessimism about America and Europe is as overdone as 
the optimism about emerging markets. The rich world is an enticing 
place when viewed from the developing world. For all its troubles, 
America’s economy is a source of envy. Europe’s high-end industries and 
luxury goods are not easily mimicked. Emerging-market firms find it easier to do business, to 
raise finance and to find skilled workers in the rich world. Such attributes are hard to replicate. If 
it were easy, the emerging economies would already be rich.
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Carmaking in America
A sadder, wiser union
GM has reached a realistic deal with its blue-collar union. But bigger struggles lie 
ahead for both

TWO years ago General Motors (GM) went bankrupt. High labour costs, short-sighted 
management and global economic turmoil forced what was once America’s mightiest firm to seek 
refuge from its creditors. Only a federal bail-out saved GM from the scrapheap. Now, after a 
dramatic restructuring, the company is in reasonable shape, but another recession could 
sideswipe it. 

Small wonder the United Auto Workers union (UAW) is less truculent than before. On September 
20th, as the UAW and GM unveiled a remarkably modest four-year pay agreement, union bosses 
stressed their commitment to helping GM prosper. 

The deal allows GM to hire thousands of new “tier two” employees, who will get about half the 
pay of longer-serving blue-collar workers for the same work. It offers early-retirement buy-outs 
to thousands of costly tradesmen the firm no longer needs. It gives each of GM’s 48,500 
production-line workers a $5,000 lump sum now and about $4,000 more spread over four years, 
plus a slightly higher share of profits. But GM has not had to concede any increase in basic pay 
(apart from a modest rise for the low-paid tier twos). The next contract talks, in 2015, will in 
effect start with pay reset at the levels of the early 2000s. 

This is not the first time the union has had to make concessions. In 2007 it accepted the long-
taboo two-tier wage structure. In 2009 it agreed to curbs on its ability to call strikes. Now that 
GM has lighter debts and a smaller, cheaper workforce, the firm is back in profit. Better models 
have won car-buyers back: in August GM had a 20.4% market share in America, up almost two 
percentage points in a year. But still, the union has to be realistic.

Two spectres make it shiver. One is the economy. The other is the continuing threat from the 
“transplants”—low-cost foreign-owned car factories in America, mostly in the union-unfriendly 
South. Until 2007, GM’s labour costs were far higher than the transplants’ (see chart). Now GM, 
like Ford and Chrysler, has slashed them so severely that they are only slightly higher. Analysts 
at Deutsche Bank reckon that the labour deal could narrow the cost gap by a few dollars more. 

Some union members will complain loudly about the new deal. But the UAW’s leaders can boast 
of some achievements. After what seemed like endless rounds of job cuts, GM is now hiring 
again: of the 6,400 jobs it plans to add or retain in American plants as a result of the deal, many 
will involve work that would otherwise have been sent down Mexico way. Since all these jobs will 
be at unionised plants, the UAW will get some respite from the relentless decline in its 
membership, which has slumped from 1.5m at its peak in 1979 to less than 400,000. 

The UAW is being reasonable partly because it wants to keep GM competitive, but also because it 
dreams of persuading workers at foreign transplants to unionise, says Harley Shaiken, a labour 
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expert at the University of California, Berkeley. Mr Shaiken thinks this is fairly likely, so long as 
Ford and Chrysler reach similarly amicable deals with the UAW. 

However, Kristin Dziczek of the Centre for Automotive Research in Michigan is sceptical: workers 
usually join unions only when they feel mistreated, she says. Pay at the transplants may be lower 
than at the Big Three in Detroit, but it is above-average for the states where the foreign-owned 
plants are located. And most of the transplants are in “right-to-work” states, where closed-shop 
agreements, which force workers to join a union as a condition of employment, are banned.

In any case, the UAW may have its reasonableness tested in the coming talks with Ford and, in 
particular, Chrysler. Ford, which never declared bankruptcy, has the highest costs of the Big 
Three, and thus needs to drive a hard bargain. Sergio Marchionne, the boss of Chrysler and of its 
main shareholder, Fiat, has shown himself to be tough with the Italian and Canadian unions, says 
Ms Dziczek, and he is already in a bad mood with the UAW’s leader, Bob King, for failing (says Mr 
Marchionne) to turn up for a negotiating session. 

Still, it may make sense for Mr King to grit his teeth and strike a deal with Mr Marchionne: 
Chrysler insiders say the firm is contemplating bringing back in-house some work currently 
contracted out to non-union suppliers, so long as the UAW agrees to keep labour costs down. 

The road ahead for GM and the other American carmakers is still potholed and slippery. If sales 
continue to recover, they can hire more workers and still make profits. But if recession returns, 
forget it. Analysts at Morgan Stanley, a bank, expect Americans to buy 14m new cars next year. 
If the economy shrinks, however, they could buy as few as 10m, and GM would again start to 
lose money. 

Either way, the Big Three will face tougher competition, as foreign rivals such as Hyundai and 
Volkswagen continue to expand their global capacity. GM has plenty of cash to help it weather 
passing storms, and its repeated cost-cutting has made it lean enough to make profits even if it 
produces fewer cars. But its fight for survival is far from over—and the same applies to the union 
it has locked horns with for 75 years.



World politics Business & finance Economics Science & technology Culture Blogs Debate & discuss Multimedia Print edition

All Business & finance Business education Which MBA?

Sep 24th 2011 | NEW YORK | from the print edition 

Corporate culture
The view from the top, and bottom
Bosses think their firms are caring. Their minions disagree

AS WALMART grew into the world’s largest retailer, its staff were subjected to a long list of dos 
and don’ts covering every aspect of their work. Now the firm has decided that its rules-based 
culture is too inflexible to cope with the challenges of globalisation and technological change, and 
is trying to instil a “values-based” culture, in which employees can be trusted to do the right 
thing because they know what the firm stands for.

“Values” is the latest hot topic in management thinking. PepsiCo has started preaching a creed of 
“performance with purpose”. Chevron, an oil firm, brands itself as a purveyor of “human energy”, 
though presumably it does not really want you to travel by rickshaw. Nearly every big firm claims 
to be building a more caring and ethical culture.

A new study suggests there is less to this than it says on the label. Commissioned by Dov 
Seidman, boss of LRN, a firm that advises on corporate culture, and author of “How”, a book 
arguing that the way firms do business matters as much as what they do, and conducted by the 
Boston Research Group, the “National Governance, Culture and Leadership Assessment” is based 
on a survey of thousands of American employees, from every rung of the corporate ladder.

It found that 43% of those surveyed described their company’s culture as based on command-
and-control, top-down management or leadership by coercion—what Mr Seidman calls “blind 
obedience”. The largest category, 54%, saw their employer’s culture as top-down, but with 
skilled leadership, lots of rules and a mix of carrots and sticks, which Mr Seidman calls “informed 
acquiescence”. Only 3% fell into the category of “self-governance”, in which everyone is guided 
by a “set of core principles and values that inspire everyone to align around a company’s 
mission”.

The study found evidence that such differences matter. Nearly half of those in blind-obedience 
companies said they had observed unethical behaviour in the previous year, compared with 
around a quarter in the other sorts of firm. Yet only a quarter of those in the blind-obedience 
firms said they were likely to blow the whistle, compared with over 90% in self-governing firms. 
Lack of trust may inhibit innovation, too. More than 90% of employees in self-governing firms, 
and two-thirds in the informed-acquiescence category, agreed that “good ideas are readily 
adopted by my company”. At blind-obedience firms, fewer than one in five did.

Tragicomically, the study found that bosses often believe their own guff, even if their underlings 
do not. Bosses are eight times more likely than the average to believe that their organisation is 
self-governing. (The cheery folk in human resources are also much more optimistic than other 
employees.) Some 27% of bosses believe their employees are inspired by their firm. Alas, only 
4% of employees agree. Likewise, 41% of bosses say their firm rewards performance based on 
values rather than merely on financial results. Only 14% of employees swallow this.
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Brewing mergers
SABMiller’s tale
Heroic Aussie beer-drinkers make Foster’s a tempting takeover target

“FOSTER’S, Australian for beer” went one slogan. Oddly, few Aussies sip the amber nectar. In 
Britain, where it is ubiquitous, it is brewed by Heineken, a Dutch beermaker. Yet Foster’s, 
Australia’s largest brewer, looks appetising to SABMiller, the world’s second-largest. On 
September 21st the London-based firm seemed to end a long takeover battle by raising its cash 
bid for Foster’s to A$9.9 billion ($10.1 billion). The Foster’s board has recommended accepting 
the offer.

SABMiller, which has 10% of the global market, will acquire a business that generates barrels of 
cash. Australians chug an impressive 84 litres of beer a year. (The global average is a shameful 
27 litres.) And though Aussies shun the insipid stuff with “Foster’s” on the can, they love the 
company’s Victoria Bitter, which is the nation’s bestseller. Foster’s brews seven of the ten most 
popular beers in Oz and has half the domestic market by volume, though its share has slipped 
over the years.

Alas, like most wealthy drinkers, Australians are forsaking beer for wine and other unmanly 
tipples. The domestic beer market, flat for the past 25 years, has remained so only because of a 
growing population. SABMiller can probably cut costs; Foster’s has been badly run. Its expertise 
may help to win back market share and its global procurement operation will help to save cash. 
But as Olivier Nicolaï of UBS, a bank, points out, synergies are limited. SABMiller, which has not 
done a big deal since 2005, may simply want to join the global trend towards consolidation. It 
has low debts and lots of cash, so why not? 

Because Australia is a mature market, grumble many shareholders. Of all the global brewers, 
SABMiller has by far the biggest presence in emerging markets. Profits are thinner in such places, 
but beer drinking is growing healthily. Dirk Van Vlaanderen of Jefferies, a bank, notes that buying 
Foster’s will only drag the emerging-market share of SABMiller’s revenues down from 80% to 
70% of the total. But growth-hungry investors are still miffed.

Analysts at Collins Stewart, a financial firm, speculate that SABMiller wants to buy Foster’s to 
make it harder for Anheuser-Busch InBev, the world’s largest brewer, to swallow SABMiller. 
Others doubt that such a deal would happen for years, if ever. And for a brewer aiming at world 
domination, a bigger SABMiller might be an even more tempting target.
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Foreign business in China
The coming squeeze?
Foreigners in China face a new tax

THE cost of expatriate labour in China may be about to soar, but expatriates themselves may 
reap few of the benefits, it appears. Chinese officials have long hinted that foreign firms and 
expatriates would eventually be required to pay into the domestic social-security system, but 
foreign firms were never sure whether they meant it. It seems they did.

Officials have now unveiled some detailed rules, which seem to require foreigners, as of October 
15th, to pay into China’s public scheme that provides pensions, health care and unemployment 
benefits.

The likely costs of the new measures are unknown. It is possible, but not certain, that foreigners 
will face stiffer taxes than locals. All that is clear, says KPMG, a tax consultancy, is that the law 
will squeeze both expats and their employers.

This would be a big change. In the past, foreigners have neither contributed to the system nor 
made much use of it. (Multinational firms typically offer their expats private health insurance and 
pensions.) Paying into the public scheme should, in theory, mean that foreigners get something 
back. But in practice, that may be tricky.

Foreigners are unlikely to benefit from unemployment insurance, because if they lose their job 
they typically lose the right to live in China. The rules suggest that pensions may be portable, but 
do not say how exactly this will work—and it is difficult for retired foreigners to obtain permanent 
residency in China.

Health care is even thornier. Suppose the new rules force foreign companies to pay for, and give 
their employees access to, the local health system. Should they then stop offering international 
insurance plans, which pay for treatment at the handful of world-class hospitals in China?

Some multinationals may be tempted. But China’s health system, though improving, is still 
shoddy by rich-world standards and slapdash about protecting patients’ privacy. Hill & Associates, 
a Hong Kong-based risk consultancy, fears that foreign firms which leave their expats at the 
mercy of the Chinese health system could face “a significant liability risk”.

The government may soften the new rules a bit. That is what happened with its controversial plan 
to promote “indigenous innovation”. In July, after an outcry from foreigners, it revoked some of 
the plan’s most blatantly discriminatory provisions.

Still, the climate for foreign firms in China is starting to feel frosty. Costs are rising; regulations 
are growing more burdensome. Local competitors are playing rough. Some, like Cosco, a shipping 
giant, have brazenly tried to renege on contracts. Others have used their political allies to 
squeeze out foreign partners. One Westerner reveals that two foreign firms on whose boards he 
serves have recently been forced to leave the country, shedding their assets in fire sales. China is 
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much too big and booming for foreign firms to ignore, and plenty of multinationals are doing 
splendidly there. But this latest turn of the screw may not be the last.
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Buried pleasure

Catering to Chinese tourists
Have money, will travel
A billion pairs of itchy feet

THEY are in Paris, buying Chanel 
shoes. They are in London, 
scouting Mayfair property. They are 
in Rome, ordering dim sum instead 
of pasta. Chinese tourists seem to 
be everywhere, yet the Chinese 
tourist boom is only just beginning.

The country’s $232 billion travel 
market is mainly domestic and 
hugely under-developed. A few 
short decades ago, Chinese citizens 
could not go anywhere without 
permission. Now members of the 
new middle class are eager to 
explore the far corners of their great nation.

Many firms are jostling to help them. On September 15th Baidu, China’s largest search engine, 
announced plans to list the shares of Qunar, a popular Chinese travel search aggregator, in which 
it purchased a controlling stake in June. In May Tencent, another online giant, snapped up 16% 
of eLong, a Chinese online travel company that is part-owned by Expedia. Together, Baidu and 
Tencent threaten Ctrip, China’s biggest travel firm. Ctrip also hawks tickets online, but its main 
focus is on service.

Chinese people often spend as much as 8% of their annual discretionary income on a single trip, 
far more than people in other emerging markets, according to the Boston Consulting Group 
(BCG). And the market is growing fast. BCG expects the number of Chinese who have ever 
rented a hotel room to triple in the next decade. Home Inns, a budget hotel chain which caters to 
the new army of travelling businessmen as well as to domestic tourists, has grown from one hotel 
in 2004 to nearly 1,000 today. It plans thousands more.

For now, most travellers use local bricks-and-mortar travel agents. Only 14% of China’s 500m 
internet users have visited a travel website, according to Douglas Quinby of PhoCusWright, a 
travel consultancy. This is partly because they lack credit cards, or enough money to go 
anywhere. But it is also because real-world agents woo customers by offering refunds for 
cancelled trips and generally going the extra mile. That said, the travel industry has gone digital 
in other countries—online booking is cheaper and allows easier price comparisons—so it will 
surely catch on.
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Either Baidu or Tencent could upend the market by steering consumers directly to hotel and 
airline websites. Both also have huge marketing budgets. According to Fritz Demopoulos, Qunar’s 
co-founder, money raised from the firm’s IPO will help pay for a big advertising campaign. It 
could also be used to buy other travel firms.

One should not underestimate the market leader, however. Investors value Ctrip at $5 billion. It 
not only helps people book trips but also owns many of the hotels to which it sends them. Its 
superior service is expensive—Chinese airports are full of its smiling agents helping weary 
travellers. So budget agencies could undercut it. But after generations of putting up with no 
service at all, Chinese consumers are increasingly demanding the best.
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Study hard, and you’ll earn more than me

Women and jobs
What women do
Economic growth has surprisingly little effect on the wage gap

“MEN are finished.” That was the proposition in a debate at 
New York University (NYU) on September 20th. Hardly. A 
World Bank report published the day before* finds that, 
although particular groups of ill-educated young men are 
doing badly, and although women’s lives have improved a 
lot in the past 20 years, sexual inequality at work is 
remarkably stubborn. Globally, women earn 10-30% less 
than men. They are also concentrated in “women’s” jobs. 
Annoyingly, economic growth does not seem to narrow the 
gap.

This is surprising. You might expect that as countries get 
richer, women would become better educated and jobs 
requiring brute strength would become less important. Rich 
countries also have larger public sectors, where the wage 
gap is smaller. Yet overall, the gap is no smaller in rich countries such as Britain and the 
Netherlands than in poor ones such as the Philippines.

More striking, there is little sign that women are moving into traditionally male occupations. Men 
utterly dominate such beefy industries as transport and mining. A hefty 11% of men work in 
construction; only 1% of women do.

Women cluster in communications, retail and public administration, including education and 
health. This is true regardless of national income. Looking at Bangladesh, Mexico and Sweden, 
the bank found that men and women tended to separate themselves into the same sorts of 
occupation in all three countries. (Bangladeshi shops and hotels, which employed 
disproportionately more men, were exceptions.)

What explains all this? The World Bank suggests three reasons. First, discrimination. Some men 
think women are less capable, and some laws treat the sexes differently. Women also have fewer 
assets that can be turned into capital. Land is a prime example. In 16 poor countries, 55% of 
female-headed households own land, but 64% of male-headed ones do. Female plots are usually 
smaller, too. This makes it harder for women to start businesses. In China, South Africa and 
Senegal, the bank found, food-processing firms prefer to sign export contracts with men, since 
they fear women will find it harder to meet the terms of the contract. So women do not grow 
cash crops. This problem is not confined to poor countries: the European Union found women less 
likely to start a business than men, largely for lack of credit.
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Next, women are sometimes less qualified than men. Though advances in female education are 
widespread, they are not universal. Among older workers, men tend to have spent longer 
studying. Also, in the few countries with statistics on the matter, male workers tend to have been 
employed for longer than women, giving them more work experience.

But the main reason that women cluster in low-paid fields, the bank argues, is that they do not 
control their own time. In rich Austria and Italy, women do at least three times as much 
housework and child care as men. In poorer Cambodia, they do 50% more. Income has little to 
do with this. Pakistani men allocate the same amount of time to paid work, housework and child 
care as Swedish men. Everywhere, this constrains women’s job choices.

Women are more likely than men to take part-time or informal work. This is sometimes a 
voluntary choice. But sometimes they are pushed by employers’ attitudes or sexist laws, such as 
those requiring a woman to get her husband’s permission to work. “Progress has been 
tremendous where lifting a single barrier is sufficient [for example, in education],” concludes the 
bank. But where multiple barriers exist, progress has been glacial. Manhattanites do not see this, 
however. The motion at NYU was carried.

*Gender Equality and Development. World Development Report 2012
(http://econ.worldbank.org/WBSITE/EXTERNAL/EXTDEC/0,,menuPK:476823~pagePK:64165236~piPK:6416
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Hewlett-Packard
Board game
More turmoil at the top of the world’s biggest tech firm

For an updated version of this article click here
(http://www.economist.com/blogs/schumpeter/2011/09/hewlett-packard) .

A FEW months after Léo Apotheker, the former boss of SAP, a German software firm, took over 
as chief executive of Hewlett-Packard (HP), he joked that he had learned to say “awesome” like a 
Californian following his move from Europe to Palo Alto. Unfortunately for Mr Apotheker, that is 
not an adjective that many of HP’s investors and board members would apply to his leadership. 
Rightly or wrongly, they have become disillusioned with him. As The Economist went to press, 
speculation was swirling that he would soon be ousted as chief executive, less than a year after 
his arrival.

Whatever happens, the saga is another blow for a company that has lurched from one boardroom 
crisis to another. Mr Apotheker took the wheel at HP in November 2010 following the departure of 
Mark Hurd, who left abruptly amid stories of sexual indiscretions and problematic expense-
reporting. Mr Hurd had taken over from Carly Fiorina, who was binned in 2005 after the firm’s 
profits plunged. A year later Patricia Dunn, HP’s then chairman, also departed after a scandal 
involving an investigation into suspected press leaks from HP directors.

Repeated ructions at the top are harmful for any firm. But they have been devastating at HP, 
which faces brilliant competitors such as Apple in the hardware business and IBM in enterprise 
software and services. Mr Apotheker is partly to blame for the fact that the firm has been 
reluctant to follow his leadership. But so, too, is the board, which seems uncertain about what 
kind of leader HP needs.

A couple of things appear to have brought matters to a head. Since his arrival, Mr Apotheker has 
had to lower HP’s revenue forecasts three times (see chart). In part, this reflects slower-than-
expected growth in the personal-computer (PC) market, of which HP has a larger share than any 
other firm. HP’s critics, however, claim that its boss has not done enough to arrest the sales slide, 
which has dented its share price.

Some board members also believe Mr Apotheker has failed to win broad support within HP. One 
person familiar with the board’s deliberations employs a medical analogy, likening Mr Apotheker 
to “a perfectly good organ” that simply has not worked when transplanted to a very different 
body. Asked for a response, HP refused to comment on speculation.



About The Economist online About The Economist Media directory Staff books Career opportunities Contact us Subscribe [+] Site feedback

Copyright © The Economist Newspaper Limited 2011. All rights reserved. Advertising info Legal disclaimer Accessibility Privacy policy Terms of use Help

from the print edition | Business 

It seems to be these issues, rather than any broad disagreement 
on strategy, that have caused friction between HP’s chief 
executive and its board. Directors are said to support Mr 
Apotheker’s public musing about whether or not to sell the 
company’s PC business. They also approve, it is said, of his 
whopping $10.3 billion bid for Autonomy, a British firm whose 
software helps companies sift through mountains of e-mails and 
other data. Investors are less sure: HP’s shares dropped 20% on 
the day the deal and a possible spin-off of its PC business were 
announced.

HP is unlikely to back out of buying Autonomy now, whatever 
happens to Mr Apotheker, not least because it is determined to 
grow in high-margin software businesses. More than two-fifths of Autonomy’s shareholders have 
already accepted HP’s bid and British rules would make it hard to pull out of the deal.

Either a weakened Mr Apotheker will have to do a better job of selling these moves to the 
market, or that job will fall to his successor. If the board does push for his departure, one 
possible candidate for his job could be Meg Whitman, the former boss of eBay and an HP director. 
Ms Whitman is also an adviser to Kleiner Perkins, a venture firm where Ray Lane, HP’s chairman, 
is a partner.

Investors seem to think that an Apotheker-less HP would be better off: the company’s share price 
rose almost 7% on September 21st after news of a potential defenestration leaked out. But it is 
not clear that someone such as Ms Whitman, who comes from a consumer-internet background, 
would be an ideal successor at a company that does a lot of its business with other corporations.

Whatever happens, Mr Lane and the rest of HP’s board will find themselves under the spotlight. 
“Is Léo the problem, or is he just a symptom of an underlying problem?” muses Chris Whitmore, 
an analyst at Deutsche Bank. HP’s shareholders should perhaps be asking themselves the same 
question.



World politics Business & finance Economics Science & technology Culture Blogs Debate & discuss Multimedia Print edition

All Business & finance Business education Which MBA?

Sep 24th 2011 | from the print edition 

It seldom pays to annoy your customers

Home entertainment
Netflix messes up
The terror of the film and television business has become a lot less scary

LAST December Jeff Bewkes, Time 
Warner’s boss, sneered that Netflix 
threatened media about as much 
as the Albanian army threatened 
world peace. Few were fooled. 
Netflix, which hires out DVDs 
through the post as well as 
streaming films and television 
through the internet, had already 
impoverished Hollywood by training 
people to rent DVDs instead of 
buying them. It was starting to lure 
people away from pay-television. 
But then the army began marching 
in the wrong direction, and its general shot himself in the foot.

On September 1st Netflix began imposing new prices on its 25m subscribers. Americans had been 
able to pay $9.99 a month for DVDs through the post as well as the right to stream some films 
and programmes. Netflix would henceforth offer them a choice: $7.99 a month for streaming, or 
the same price for DVDs. People who wanted both would pay $15.98.

Customers don’t like it. They have jammed the firm’s switchboard and posted 82,000 largely 
hostile comments on its Facebook page. Netflix told investors to expect a rare loss of subscribers, 
driving its shares down. The company’s reputation for top-notch customer service has been 
tarnished. So Netflix’s founder and chief executive, Reed Hastings, tried to explain himself—and 
made matters far worse.

On September 18th Mr Hastings explained that the company feared being left behind by 
technological change, like AOL with its dial-up service. It was separating DVDs from streaming 
because its future lies in streaming. The DVD-by-post service, he said, would move to a new 
website, with a new billing system, and be renamed Qwikster. It’s an odd name (whatever else 
the US Postal Service is, it isn’t qwik) and a big mistake. As The Economist went to press, Netflix 
shares were trading around $130—a steep decline from their July peak of $299.

Netflix has made a tactical error and treated its customers shabbily. It has also jumped too 
hastily into the future—as if Renault were to declare that electric cars are the future and rename 
its petrol-car division Qwikmobile.



About The Economist online About The Economist Media directory Staff books Career opportunities Contact us Subscribe [+] Site feedback

Copyright © The Economist Newspaper Limited 2011. All rights reserved. Advertising info Legal disclaimer Accessibility Privacy policy Terms of use Help

from the print edition | Business 

Worst of all, Netflix has disregarded a big strategic advantage. DVDs may be old media, but they 
come with strong legal protections. As soon as a DVD is released by a Hollywood studio, roughly 
four months after the film appears in cinemas, Netflix can start renting it. To stream a film via 
the internet, in contrast, Netflix must strike an agreement with the studio or TV firm that owns it. 
As Netflix has become richer and scarier, negotiations have become harder. The company must 
wait eight or nine years to stream many studio films. A few media firms refuse to sell any 
streaming rights at all.

When Netflix combined DVDs and streaming, it offered both a vast selection of up-to-date 
content and the prospect of instant gratification. By forcing customers to choose between the 
two, it has revealed the weaknesses of both of its offerings. Netflix isn’t like the Albanian army—it 
is far more dangerous than that. But it seems to have trained its guns against itself.
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Schumpeter
Hidden Persuaders II
A marketing guru reveals some of the secrets of his profession

VANCE PACKARD was the Malcolm 
Gladwell of his day, a journalist 
with a gift for explaining business 
to the general public. But in his 
1957 classic “The Hidden 
Persuaders”, he out-Gladwelled 
Gladwell. The book not only had a 
perfect title. It also revealed for the 
first time the psychological tricks 
that the advertising industry used 
to make Americans want stuff, 
instantly transforming the image of 
America’s advertising executives 
from glamorous Mad Men into servants of Mephistopheles.

“Brandwashed: Tricks Companies Use to Manipulate Our Minds and Persuade Us to Buy” is an 
attempt to write a modern version of “The Hidden Persuaders”. Martin Lindstrom cannot write as 
elegantly as Packard, as his chapter titles (eg, “Buy it, get laid”) make clear. But as a marketing 
veteran who lists McDonald’s, Procter & Gamble and Microsoft among his former clients, he 
knows the industry well. It is far more sophisticated than it was in the 1950s, and just as cynical.

Marketers have vastly more information about potential consumers than ever before. Every time 
you use a loyalty card you surrender personal information. Every time you do a Google search or 
hit the “like” button on Facebook, you surrender yet more. Google and Facebook protect personal 
privacy, but they also make money by selling generic information to advertisers. Professional 
data-miners use electronic data to create a detailed picture of what you have bought in the past 
(“history sniffing”) and how you bought it (“behaviour sniffing”). They can then draw your 
attention to products they think you might want to buy in the future. Smartphones can tell you 
that there is a shop nearby that stocks just the thing you have been looking for.

Marketers milk science for insights. Studies show that music can affect people’s behaviour: 
shoppers in American department stores who are exposed to piped tunes with a slow tempo 
spend 18% longer in the store and make 17% more purchases than those who shop in silence. 
Marketers routinely track shoppers as they make their way around supermarkets and listen in on 
their conversations at the counter. They also take willing subjects and observe their reactions as 
they gawp at products.
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Marketers are devoting ever more effort to wooing children. The little monsters have a 
remarkable ability to nag their parents (whom marketers call “wallet-carriers”) into buying what 
they want. Better still, habits learned in childhood can last a lifetime. So companies bombard 
children with advertisements from the day they are born. The average American three-year-old 
can recognise 100 brands. Many can also recite annoying jingles more readily than their times 
tables. Given a choice between carrots and “McDonald’s carrots”, children hungrily choose the 
latter. From a company’s point of view, the earlier you hook your customers, the better. 
Experiments on rats suggest that a taste for junk food can be acquired in the womb.

The most effective marketing tools are often subtle. Kopiko, a confectioner from the Philippines, 
distributes free chocolates to paediatricians. Apple offers baby-friendly apps such as “Toddler 
Teasers” and “Baby Fun!”. Gatorade, a drinks-maker, tweets good-luck messages to star 
athletes. A company called Girls Intelligence Agency employs 40,000 American girls to act as 
“guerrilla marketers”. It gives them free products and everything they need to organise a 
slumber party with their friends to try them out. Then it sits back and waits for the buzz to build.

Marketers are also devoting much more effort to marketing to men—or, as Mr Lindstrom puts it, 
getting men to shop like women. In 1995 only 53% of American men admitted to shopping for 
themselves. That figure has risen to 75%. Many are buying traditionally “female” products; 
marketers created a $27 billion “male grooming” industry from nothing. They bombard men with 
images that were once reserved for women: think of Abercrombie & Fitch’s buff, topless hunks. 
(Not all hunks are appealing, however. The firm offered to pay a star of “Jersey Shore”, a crass 
reality show, not to wear its clothes.)

Marketers have long known that the most powerful persuader is peer pressure. What is new is 
that the data revolution and social media have hugely increased their ability to start “social 
epidemics”. They create outrageous videos that “go viral”: Quiksilver, a company that sells 
surfing clothes, produced one about surfers hurling dynamite into a river and then surfing the 
resulting wave. They turn customers into unwitting marketers: Eagle Outfitters’ Times Square 
store flashes pictures of anyone who buys its products onto a 25-storey screen and then enjoys 
free publicity as these instant celebrities send the pictures to their friends. And they create 
armies of “brand ambassadors”: Apple hires students to become “Apple campus reps” and turns 
entire sections of university book shops into mini Apple stores.

You can shun, but you can’t hide

Many people imagine they can hide from the hidden persuaders. They skip TV ads and put their 
faith in customer reviews rather than marketing bilge. They read angry books by Naomi Klein and 
Morgan Spurlock. They join anti-consumerism groups such as Enough. Yet the marketers have a 
way of triumphing nonetheless. SAS, a software company, analyses social-media chatter to find 
people whose online comments influence others; companies can then target these “influentials”. 
Firms such as Whole Foods turn anti-corporate fads such as organic food into marketing tools. Mr 
Lindstrom proclaims that he has given up his former profession to become a consumer advocate. 
But he has forgotten none of his old tricks. To promote his argument, he hired a perfect all-
American family to promote goods to their neighbours without their knowledge, in a riff on a 
recent film, “The Joneses”. The video is on YouTube.

Economist.com/blogs/schumpeter (http://www.economist.com/blogs/schumpeter) 
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Taxing the wealthy
Diving into the rich pool
Imposing higher tax rates on the wealthy can have unintended consequences

ASKED why he robbed banks, Willie 
Sutton, a hold-up artist of some 
accomplishment during America’s 
Depression, answered simply: 
“Because that’s where the money 
is.” Advanced economies that have 
piled up debts are eyeing their rich 
for similar reasons. The way to 
begin filling holes in the budget, 
many suggest, is by extracting 
more from those who have done 
best. This week Barack Obama 
proposed paying for new stimulus 
measures and deficit cuts by reforming the tax system to ensure that millionaires do not pay a 
lower tax rate than middle-class families.

Mr Obama’s reform is based on the “Buffett rule”, so named after Warren Buffett, a folksy 
billionaire who publicly scorns a system that allows him to enjoy an effective tax rate that is less 
than his secretary’s. A growing number of the rich appear to agree. Wealthy Germans and French 
have signed petitions in favour of higher taxes. Luca di Montezemolo, who sells Ferraris to many 
of them as chairman of the Italian sports-car company, told La Repubblica it was “right” for the 
rich to pay more. The broader public agrees. Even in tax-hating America, some two-thirds of 
voters support deficit-reduction plans that include higher tax rates for top earners.

New austerity plans are bowing in this direction. Italy’s latest includes a special levy on those 
earning more than €300,000 ($410,000). France will ask for a similar “exceptional contribution” 
from those making over €500,000. A sense of fairness and political reality is driving the trend. 
The rich can shoulder a larger share of the burden of fixing government finances, it is argued, 
and can be asked to do so without doing much harm to growth.

A dangerous soaking

But there is an alternative view: that a soak-the-rich strategy is misguided. History suggests that 
low taxes on the rich encourage investment and growth. With many economies weak, now is not 
the time to saddle capitalists with greater taxes, particularly since the rich are among society’s 
most mobile: the footloose wealthy will simply move, taking their taxes with them. This debate is 
particularly fiery in Britain, always fearful for its London financial centre, and a 50% top marginal 



tax rate which came into effect in 2010. A number of economists believe it is doing lasting 
damage to the British economy. Others dispute the charge.

With debt burdens so high, spending cuts are inevitable. But these can only do part of the job. 
Reduced spending can hit lower-income households hard. Political resistance to spending-only 
austerity is high and rising. Voters will push for tax increases on the rich. So, it is important to 
understand what the effects of that would be. The debate is passionate and often ideologically 
driven. Three questions are crucial: What share of tax do the rich actually pay? What has 
happened to this tax burden over recent decades? And what does the evidence suggest about 
how the rich respond to changes in taxation?

The rich pay a substantial share of taxes across the developed world, and this share has risen in 
recent decades. According to the OECD, a think-tank, the top 10% of earners contribute about a 
third of total tax revenues—28% in France, 31% in Germany and 42% in Italy. Rich Britons pay 
about 39% of total taxes while America’s wealthiest households contribute a larger share to 
government than in any other OECD country, at 45%. Looking just at income tax, the share paid 
by the top 1% of earners in America rose from 28% in 1988 to 40% in 2006, in Britain it rose 
from 21% in 1999 to 28% this year. America’s greater dependence on its rich is due in part to 
their good fortune. As of 2007, the total earnings of the top 1% equalled 74% of all taxes paid, 
up from 24% in 1976. The rich are a juicy target because their taxes could conceivably cover far 
more of the budget than before.

Very little of the rising share of tax payments from the rich can be traced to changes in rates. On 
the contrary, tax systems are far easier on top earners than was true a few decades ago. 
Working out the tax burden, to answer the second question, is no simple matter. Top earners 
often pay tax on personal and capital income, as well as social insurance and excise taxes. 
Corporate tax changes largely affect owners of capital, but are also borne to some extent by 
workers. General trends for labour and capital-income rates are clear, however. The rich face 
lower rates than they used to.

In the late 1970s top marginal income-tax rates of 60-90% were 
not uncommon across advanced economies. But with the dawn of 
stagnation, academic economists favoured reduced government 
intervention, and lower, flatter tax systems gained ground. Tax 
burdens on the rich have fallen (see chart 1). Across the OECD the 
average top marginal rate fell by nearly 11 percentage points.

The trend was particularly pronounced in America and Britain. 
Ronald Reagan campaigned by touting tax cuts as a means to 
rescue the American economy from stagnation. During his 
administration, top marginal tax rates dropped in steps from 70% 
to 28%. In Britain Margaret Thatcher slashed the top marginal 
income tax rate from 83% to 40% between 1979 and 1988. These 
tax systems remain progressive, but much less so than they used to be. Marginal and average 
tax rates still rise with income, but overall tax structures are much flatter than they were a 
generation ago.

Other economies followed suit, if slightly less ambitiously. In 1988 Canada reformed its tax 
system, flattening the rate structure and cutting top rates. Germany passed a tax reform that 
same year, reducing marginal rates. Norway dramatically cut top rates on both labour and capital 
income in 1992, from a 58% top income-tax rate to 28%. In the 1990s and 2000s many central 
and eastern European economies embraced tax reform, adopting simpler—and often flat—tax 
systems designed to reduce tax rates and evasion. Russia overhauled its progressive tax system 
in 2001, dropping the top rate from 45% in 1999 to a flat 13%. Rates were occasionally pushed 
up after the broad declines of the 1980s. In the 1990s America raised its top marginal income 



rate to 39.6% in an effort to rein in deficits. Over the past 30 years as a whole, however, 
governments have taken less of each dollar or pound pocketed by the rich.

Rates on corporate and capital income followed suit. Across the OECD the average corporate-tax 
rate was 28% in 2007, down from over 40% in the 1980s. Declines on tax rates for capital 
income have been smaller than those for labour income, not least because tax rates were lower 
before the 1980s. Greater mobility of capital relative to labour ensured the trend towards reduced 
capital taxation was broadly shared. Economies reduced corporate-tax rates to stay competitive 
with their neighbours. Ireland’s 12.5% rate continues to irk fellow euro-zone members.

Despite falling rates, advanced economies remain as dependent on top earners as ever. In most 
rich countries, but especially Nordic and English-speaking economies, the rich have done very 
well while incomes for other earners have lagged. In America the income share of the rich has 
grown faster than the share of taxes paid. Across the OECD, income inequality as measured by 
Gini coefficients (which calculate how far an economy is from perfect income equality) rose by 
roughly 7% from the 1980s to the 2000s.

More of the pie

In Britain the share of pre-tax income flowing to the top 1% of 
earners more than doubled from 1976 to 2007, from 5.9% to 
14.6%, and it has risen in other countries too (see chart 2). 
America’s rich have done better still. The top 1% of earners in 
America (roughly, those earning more than $400,000 a year) 
captured 58% of real economic growth from 1976 to 2007, and 
now take home roughly 18% of all pre-tax income earned, up 
from less than 10% in the 1970s. The share of the top 0.1% alone 
quadrupled over that period. The rich have done very well in 
recent decades and the richest have done best of all.

The present debate hinges on whether these changes have been 
for the good, which addresses the third question about how the 
rich have responded. The ideal tax system strikes a balance between efficiency and equity. Voters 
set priorities, among them defence, infrastructure and a social safety net. Different societies 
make different choices, but a government cannot avoid a basic trade-off. The more it wishes to 
spend, the more it must extract from the economy via taxation. When governments tax more, 
workers react and take steps to avoid higher tax burdens. These responses distort the functioning 
of the economy, often reducing potential growth and the economy’s ability to provide a high 
standard of living to all.

The supply-side tax revolutions of earlier eras prompted a wave of studies looking at the effect of 
lower taxes. Did people behave as expected? And were tax changes good for growth? Early 
results were instructive. The rich do not often respond to tax increases by working less, for 
instance, as was widely assumed. But taxable income is very responsive to tax changes. The rich 
adjust by tweaking the manner and timing of their compensation.

Studying America’s 1986 Tax Reform Act, which lowered the top marginal rate from 50% to 28%, 
Martin Feldstein, a Harvard economist, found that taxable income among high earners adjusted, 
dollar-for-dollar, with tax rates. Mr Feldstein argued that higher tax rates on the rich, such as the 
1993 tax increase that laid the groundwork for the balanced budgets of the Clinton presidency, 
were likely to distort economic activity without raising much money. Similar work analysing Mrs 
Thatcher’s tax cuts in Britain found a comparably sharp response to changing rates; the taxable 
income of the rich swung from falling to rising in 1979.

Later studies challenged these findings. Austan Goolsbee, a Chicago University economist and 
recent head of President Obama’s Council of Economic Advisers, said that estimates from the 
1980s and 1990s overstated the effect of tax cuts. Top incomes were rising as part of a long-



term economic trend, leading economists to overestimate the beneficial impact of tax cuts. Other 
historical episodes painted a different picture, Mr Goolsbee argued. From the 1920s to the 1970s 
responses were more modest. A tax increase in 1935 corresponded with an increase in the 
taxable incomes of the rich—at a time when William Randolph Hearst ordered his newspaper 
editors to christen the New Deal the “Raw Deal” and harangue Franklin Roosevelt for his attempts 
to “soak the successful”.

Mr Goolsbee also questioned whether the behaviour of the rich hurt growth over the long run. A 
tax increase might prompt a one-time shift in the timing of compensation without meaningfully 
altering long-term choices. A big measured fall in income after the tax rise of 1993, for instance, 
mainly reflected a one-off pre-reform cash-out of stock options by a relatively small group of rich 
taxpayers. Thereafter, the change in behaviour was smaller.

In general and across time periods and countries, tax changes affect the choices of the rich, 
though the big responses of the 1980s and 1990s may have been unusually large. Studies 
generally show that a 1% increase in the marginal tax rate reduced taxable income by 0.1-0.4%, 
though sometimes and in some places it may be higher. The rich, though, are more sensitive, 
responding two to three times more than poor households, according to a Danish study. Changes 
in taxes on capital income also generate bigger responses than changes on labour income.

The rich may move more than their incomes when taxes rise; they 
might move house. On a rough calculation for The Economist by 
KPMG, getting out of London would be lucrative (see chart 3). New 
technologies benefit highly talented workers, who market 
themselves globally and reap large returns. These “superstars” are 
more mobile than ever before. After Britain’s Thatcher-era tax 
reforms, the share of foreigners among top earners grew much 
faster than did the share in the middle and bottom of the income 
distribution, reflecting the mobility of international talent. A similar 
pattern appears in studies of tax responses in New Zealand. 
Indeed, the threat of migration appears to be strongest within 
Europe and across the English-speaking world.

High scorers

A recent paper by Henrik Jacobsen Kleven of the London School of Economics, Camille Landais of 
Stanford University and Emmanuel Saez of Berkeley examined responses to tax variation among 
top football players. They found that after the European football market was liberalised in 1995 
countries with higher tax rates attracted fewer foreign stars and their domestic leagues’ 
performance was poorer. Spain adopted the so-called “Beckham law” in 2005 (named after 
Britain’s David Beckham who had joined Real Madrid), which gave preferential tax status to 
foreigners living in Spain. Thereafter, Spain’s share of top foreign players rose sharply and 
diverged from that in Italy, which had followed a similar trend. Footballers may be more mobile 
than most, but there is likely to be some effect from tax rates on where the most talented 
individuals locate.

Neither is income the only thing governments tax. The rich commonly earn money from corporate 
profits and capital investments. Economists usually recommend against taxing capital, for several 
reasons. Corporate taxation distorts patterns of production, and although governments may wish 
to fiddle with the final distribution of goods and services they need production to be as efficient 
as possible. Since capital is an input to future growth, taxation of capital income can reduce 
investment and distort production over time.

Berkeley’s Mr Saez and Peter Diamond, a Nobel laureate at the Massachusetts Institute of 
Technology, nonetheless say that taxing investment income is justifiable. It is often hard to draw 
a clear distinction between investment and labour income, especially for top earners. A low or 
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zero rate of tax on corporate and capital income may simply encourage top earners to change 
how they take their compensation.

The case of carried interest in private equity and hedge funds provides an example. Fund 
managers earn a share of profits as compensation, which is treated as capital income for tax 
purposes. This suits managers just fine given the lower rate of capital taxation. There is a 
compelling argument that such compensation is simply labour income, however, and that the 
current pattern is basic tax-avoidance. Indeed, they suggest that a reform which closes loopholes 
like the carried-interest exception and reduces the difference between tax rates on capital and 
labour income may prove more efficient while also boosting revenues. Many economists consider 
this an attractive alternative to higher top marginal income-tax rates.

When the rich change their behaviour it can distort economic activity; top earners may alter their 
sources of income, adjust their business strategies or simply pack up and move. The impact 
varies, with smaller rate changes producing fewer distortions. By closing loopholes governments 
can reduce avoidance, and fewer loopholes also mean a broader tax base and more revenue for a 
given rate of tax.

A surprisingly difficult question to answer is how tax changes affect long-run economic growth. 
Economies are constantly buffeted by changes—booms and busts, random shocks and 
demographic trends among them. These complications obscure the effect of lone tax changes. 
The simplest of analyses might note that the high-tax years of the early post-war period were 
associated with rapid growth while the low-tax years following the 1970s were not. Yet it is wrong 
to conclude that high taxes cause rapid growth. In central and eastern Europe tax reform 
coincided with a period of scorching growth. It is very difficult to separate the effects of tax 
changes from broader economic liberalisation and closer integration with western Europe.

To overcome such complicating distractions, Christina and David Romer, two economists at 
Berkeley, use a narrative approach. They pore over historical documents to work out why tax 
shifts were made. When they find reforms adopted primarily to boost long-run growth, and not to 
fix a flagging or overheating economy, they add them to their sample. Studying those changes 
alone gives a cleaner picture of the effect of tax reform.

In the short to medium term, tax changes have large effects. An 
isolated tax increase of 1% reduces real GDP by almost 3%, 
mostly because tax rises have a significant effect on investment. 
(The negative impact of tax increases is smaller when the explicit 
goal is deficit-reduction, but still present.) The impact on growth is 
relatively persistent; the greatest effect is felt more than two 
years after the change. A similar narrative study of British tax 
changes produces comparable results. Beyond the first few years, 
it is hard to draw conclusions.

Higher rates on the rich are not, then, a free lunch. At low levels 
rate increases will lift revenue, but not without a cost in efficiency 
and short-term growth. If the budget is a government’s primary 
concern, then the evidence is that reforms which close loopholes 
and broaden the tax base are a more efficient way to bring in 
more money than higher taxes for the rich.
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Copper
Red bull
The world’s most informative metal

THE locked doors of a public library 
in West Norwood, a drab part of 
south London, are an unlikely 
economic indicator. But a plaintive 
note explaining the closure—
thieves have stripped the roof of its 
copper cladding, letting in rain on 
the books below—hints at profound 
changes to the global economy. 
And copper is the metal most 
intimately affected.

Police in London note a close 
correlation between thefts like the 
one in West Norwood and global commodities markets. Around the world, copper crimes have 
soared along with its price. Filched cables have reportedly caused train delays and stalled repairs 
to telecoms networks. Heating boilers, pipes and air-conditioners have been ransacked. Criminals 
are clearly sensitive to the gyrations of the global economy. Copper is reckoned to go one better: 
it earned its moniker of “Dr Copper” for its supposed ability as an economic forecaster. The 
metal’s price movements are widely believed to prefigure shifts in the world economy.

The theory looks compelling. Copper’s excellent conduction of electricity and heat means that it is 
used not only to cable and pipe the globe. An average car contains over 25kg of copper; 
electronic gadgets, from PCs to mobile phones, use copper for wiring and contacts. Its ubiquity 
means that rising demand should provide an early indication of an uptick in manufacturing and 
construction. Copper sagged in the early stages of the credit crisis, for example, and then started 
to pick up at the end of 2008, some months before the stockmarket began to rebound. Such 
prescience is now cause for concern. As fears of a double-dip recession mount copper has 
slumped to a ten-month low.

Copper is less sensitive to the ups and downs of rich-world 
economies than it was, however. For that, blame China. In 2003, 
before the full weight of China’s tearaway economy became 
apparent, copper traded at below $2,000 a tonne. It hit $10,000 a 
tonne earlier this year, before falling back to $8,400 a tonne now 
(see chart). Such is the scale of China’s urbanisation and 
industrialisation, both of which require plentiful supplies of the 
metal, that it consumes at least 40% (and by some reckonings 
50%) of global output of around 16m tonnes in 2010. Global 
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demand for copper is expected to rise by more than 40% to 27m 
tonnes by 2020.

Copper is not alone in feeling the effect of China on demand. But the metal is something of a 
touchstone on the supply side, too. Nearly a decade into China’s rampant commodity-buying 
spree the bosses of the big mining companies are starting to talk about the growing problems 
getting all manner of minerals out of the ground. Copper best illustrates the issues they face.

There are few sizeable new deposits in copper’s heartlands in North and South America and 
Australia. Annual production at Escondida in Chile, the world’s biggest copper mine, peaked at 
around 1.5m tonnes in 2007. The only new mine that comes close is Rio Tinto’s Oyu Tolgoi in 
Mongolia, which will start commercial production in 2013 and may eventually produce half that 
amount.

New copper supply is going to be increasingly dependent on smaller mines that are deeper 
underground and have lower ore grades. As Gayle Berry of Barclays Capital notes, these mines 
will also mainly be in riskier parts of the world, such as Africa’s copper belt, stretching across 
Zambia and Congo. The Chinese have a mine in Afghanistan. The lack of vital infrastructure such 
as roads, railways, power and water, and the ever-lengthening process of getting mining permits, 
will make the newer mines far more costly.

This bodes ill for future supply. Lead times for new projects, once four to five years, have crept 
up to between seven and eight years. Wringing extra copper out of existing mines has its 
difficulties too. Miners dig in the better parts of mines first. As older mines get deeper, ore grades 
decline and extraction becomes more expensive. The disruption rate (the amount of promised 
copper that fails to materialise), about 2% five years ago, is now as high as 8%, according to 
Andrew Keen of HSBC. These difficulties and the buoyant price of iron ore and coal, which can be 
mined far more easily, have led the world’s biggest diversified miners to favour those 
commodities when allocating investment.

Copper prices are also likely to stay high because of the lack of good substitutes. West Norwood 
library’s roof repairs are dragging on because of arguments over a suitable replacement for the 
copper, for instance. Michael Widmer of Bank of America Merrill Lynch reckons that the current 
price is probably high enough to spur serious efforts to find alternatives. But most of the easy 
substitution has already been done. The world’s plumbers have switched to plastic piping where 
they can. Chinese boffins have engineered air-conditioning units with (bulkier) aluminium heat 
exchangers.

Aluminium can also be used for electric cables but much more has to be used for the same effect. 
It is no use for increasingly miniature electronic devices. And the connections are nowhere near 
as good as copper. A drive to wire 2m American homes with aluminium in the 1970s led to 
several burning down because of sparking from poor connections—building codes now ban 
aluminium from most domestic wiring. Many utilities are simply not interested in changing their 
cabling: it would require all their engineers to retrain.

In the short term copper prices may drift lower as growth slows in America and Europe. But high 
prices have encouraged destocking in China and those stocks will eventually need replenishing. 
Over the long term the fundamentals have most analysts convinced that high prices are here to 
stay. Dr Copper may no longer be as good at taking the temperature of Western economies. But 
it speaks volumes about the effect of China on the world.
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Buttonwood
Pensions, Ponzis and pyramids
The retired are always supported by their children

IN OLDEN days it was quite 
common for families to keep a 
store of spare cash in a cake tin or 
cookie jar to save for future 
expenditure, such as Christmas 
presents. Just occasionally this 
petty-cash fund had to be tapped 
for immediate needs, and raiders 
would ease their consciences by 
leaving an IOU for the requisite 
sum.

One way of viewing the American 
Social Security Trust fund is as a 
massive cookie jar filled with IOUs. The assets of the fund are Treasury bonds, in other words 
promises to pay by the federal government. The scheme is thus dependent on the ability of 
future taxpayers to keep funding it.

In 1999 the Office for Management and Budget said that the fund’s assets “do not consist of real 
economic assets that can be drawn down in the future to fund benefits. Instead, they are claims 
on the Treasury that, when redeemed, will have to be financed by raising taxes, borrowing from 
the public, or reducing benefits or other expenditures. The existence of large trust fund balances, 
therefore, does not, by itself, have any impact on the government’s ability to pay benefits.”

Does this make Social Security a Ponzi scheme, to quote Rick Perry, the governor of Texas and a 
leading Republican presidential candidate? Not really. The Merriam-Webster dictionary defines a 
Ponzi scheme as “an investment swindle in which some early investors are paid off with money 
put up by later ones in order to encourage more and bigger risks”. The first part of that definition 
applies to Social Security but not the second. The scheme’s costs have been monitored and the 
rules adjusted by raising payroll contributions and extending the retirement age. Such shifts have 
extended the period before the trust fund runs out of assets, and further shifts are perfectly 
possible.

A better term for Social Security would be a pyramid scheme, which the same dictionary defines 
as “a usually illegal operation in which participants pay to join and profit mainly from payments 
made by subsequent participants”. Illegal it isn’t, but future workers do have to generate the tax 
revenues that pay the benefits of future pensioners, and that is a problem if one generation is 
smaller than the one before.
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Although the term “pyramid” may sound rather pejorative, it is true of all pension schemes. Many 
European governments do not bother with a formal fund but use pay-as-you-go schemes, funding 
benefits out of future taxes. The effect is the same. Funded or unfunded, a pension scheme is a 
claim on a future generation.

Nor would it make much difference were Social Security to be invested in other assets such as 
equities, investment-grade bonds and property. The value of such assets is dependent on their 
future cashflows (dividends, interest and rents). But by 2030 or 2040, those cashflows will be 
generated by our children. If the economy were then in a dire state, equity and property prices 
would have plunged and the assets would not cover the liability.

Indeed, Social Security is in a rather better financial condition than many state and local funds 
which have followed the diversified-portfolio route. Thanks to some dubious accounting, a large 
number of such schemes have not been funded properly.

Some may argue that a funded pension scheme encourages savings, and that higher savings 
boost economic growth. That sounds good in theory but is hard to spot in practice. Britain and 
America both have pension-fund assets worth more than 100% of GDP, but very low savings 
rates. Germany has a high savings rate but pension-fund assets of just 14% of GDP.

Perhaps the existence of a fund makes it easier to monitor the liability and to make needed 
adjustments accordingly? That seems a little doubtful, too. Even without such a structure, 
European countries have reduced future pension costs.

Some of the pyramid problems could be avoided if developed-world pension schemes invested in 
those emerging markets with more favourable demographic trends. Workers in rich countries 
could accumulate claims on the wealth generated by future Brazilian, Indian and Turkish workers. 
But America and Britain have done the opposite, running current-account deficits so that central 
banks in Asia and the Middle East have accumulated claims on them instead.

America’s pyramid is not as shakily constructed as Europe’s, however. The American fertility rate 
is around the replacement rate of 2.1, compared with 1.4 for Germany and Italy, where 
populations are in decline. It is health-care costs, rather than pension costs, that are the bigger 
threat to American finances.

Economist.com/blogs/buttonwood (http://www.economist.com/blogs/buttonwood) 
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The euro area’s flagging economy
The shadow of recession
Faltering growth will exacerbate the crisis

BAD news about the euro area now streams from all directions. European finance ministers 
flunked hard decisions on combating the debt crisis at a meeting in the Polish city of Wroclaw on 
September 16th and 17th and instead floated the irrelevant idea of a tax on financial 
transactions. Italy’s credit rating was downgraded this week by Standard & Poor’s (S&P).

In Athens, the Greek government and the troika of international institutions overseeing its 
austerity programme have been sparring over what else Greece needs to do to get its next, €8 
billion ($11 billion) tranche of bail-out funds. Evangelos Venizelos, the Greek finance minister, 
complained that Greece was being “blackmailed and humiliated”, although it has little choice but 
to knuckle down: on September 21st, it announced measures to raise taxes, speed up public-
sector lay-offs and cut some pensions. A decision on the money is expected in October.

Another current of gloom, slower-moving than the debt crisis but just as ominous, is also in full 
flow. The outlook for the euro-area economy is deteriorating fast, which augurs ill for attempts to 
wrest the finances of indebted countries under control. At best there will be a wrenching 
slowdown; at worst, a relapse into recession.

At the start of this year a surging recovery, led by Germany, was one reason to think that the 
euro zone could withstand the debt crisis. The second quarter was a disappointment, however, 
with GDP growth slowing from 0.8% to 0.2% in the euro area and from 1.3% to 0.1% in 
Germany.

New official forecasts make clear that the spring slowdown was no 
blip. On September 20th the IMF yanked down its predictions for 
euro-area growth this year and next to 1.6% and 1.1% (see 
chart). A few days earlier, the European Commission envisaged 
growth slowing to a virtual standstill, with euro-area GDP rising by 
0.2% in the third quarter and just 0.1% in the fourth.

The prospects for southern Europe are dispiriting going on 
depressing. Unsurprisingly they are worst for Greece, whose 
economy is now expected to contract for four successive years. 
After shrinking by 2% in 2009 and 4.4% in 2010, its GDP will get 
5% smaller this year and 2% smaller in 2012, according to the 
new IMF forecasts. In July the fund had predicted a return to 
modest growth in 2012.

Portugal also faces a dismal year: the fund forecasts a fall in GDP of 1.8% in 2012 after a 2.2% 
decline in 2011. And although Italy’s economy will at least manage to grow, it won’t feel like it. 
The IMF thinks that Italian GDP will rise by just 0.3% in 2012, down a full percentage point from 
the 1.3% it predicted in June.
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The pain may be most intense in southern Europe, where the pressure for austerity is greatest, 
but the core economies will also be hurt. German growth will slow from 2.7% this year to 1.3% in 
2012, according to the IMF. The short-term outlook could be even worse. The latest ZEW survey 
of analysts’ expectations for the German economy in six months’ time suggests that it is heading 
towards a downturn. Holger Schmieding, an economist at Berenberg Bank, thinks that a loss of 
confidence will push the German economy into a mild recession in late 2011 and early 2012.

A vicious feedback loop between growth, sovereign-debt concerns and banking woes is now in 
train. S&P cited weakening growth prospects as a crucial reason why it lowered its credit rating 
for Italy: a more sluggish economy will make it harder for the government to achieve its fiscal 
targets. The rising risk of recession will damage a fragile European banking sector, which already 
faces potential losses of around €200 billion from higher risk on sovereign debt, according to new 
IMF estimates. And if the German economy falters, that is likely to make it even trickier for 
Angela Merkel to convince German taxpayers that they must dip deeper into their pockets to 
rescue the euro. Dealing with the debt crisis just seems to get harder and harder.
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UBS’s trading loss
Swiss miss
A huge loss at UBS will make it harder to revive its investment bank

THE latest annual report of UBS, Switzerland’s biggest and most 
error-prone bank, states that “disciplined risk management and 
control are essential to our success.” That assertion has been 
proved right in the most embarrassing way, after allegedly 
unauthorised bets cost the bank a whopping $2.3 billion.

Kweku Adoboli, a 31-year-old trader (pictured), has been arrested 
and charged with fraud. Mr Adoboli has not yet entered a plea. 
The case bears striking similarities to that of Jérôme Kerviel, the 
man who almost laid low Société Générale, France’s third-largest 
bank, in 2008. Both men started their banking careers in the back 
office and then moved on to trading desks, working in an area 
known as Delta One, a part of the bank meant to provide clients 
with derivatives and other exposures to shares without risking the 
bank’s own money.

Like Mr Kerviel, who used his knowledge of the bank’s plumbing to 
create fictitious trades to cover his tracks, Mr Adoboli is alleged by 
sources close to an internal investigation of the affair to have bet 
the bank’s money on the future price of various stock indices and 
to have then hidden these moves by creating offsetting fake transactions. These sources claim 
that Mr Adoboli took advantage of a loophole in securities law by using exchange-traded funds 
(ETFs) to book these fake transactions, since ETF rules do not force brokers immediately to 
produce confirmations of trades. “He was reasonably smart in an operational sense,” says one 
source. “But not in a trading sense given how he got the markets so wrong.”

The excuses wear thin pretty quickly, however. Most other large investment banks double-check 
all big trades, even when not forced to by regulation. “I thought it would have been impossible 
for this to happen at any bank after SocGen,” says the head of investment banking at a large 
bank. “It couldn’t happen at ours.”

For UBS and its shareholders, the immediate questions should be why it was still vulnerable to 
this sort of alleged manipulation more than three years after Mr Kerviel’s loss. It is not clear, for 
example, how such a large position was allowed to build up over the three-month period that the 
activity was said to be taking place. Assuming a loss of 10-15% on the bets that went wrong, 
which seems reasonable given market movements over the past three months, Mr Adoboli would 
have had to have made fictitious trades with a face value of more than $15 billion, bankers say. 
That sum should surely have come to the attention of his colleagues. “There’s something that 
doesn’t smell right,” says a former UBS executive of the company’s explanation of the trades. The 
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motives of a banker who would have lost his job even if bets like these had paid off are also 
unclear.

The answers to these questions will not just determine the fate of 
Oswald Grübel, the bank’s chief executive, but also the future of 
its investment bank. Mr Grübel had already planned to scale back 
the division, which saddled UBS with huge losses during the 
financial crisis, but that process will now speed up. Successful 
traders will be tempted to leave if, as seems likely, no bonuses are 
paid for the year. Shareholders are likely to press for the bank to 
focus on its safer wealth-management businesses. Swiss 
regulators and politicians say this strengthens the case for forcing 
the firm to shrink its investment bank. The argument for a “ring-
fence” of the sort proposed in Britain to separate the racier kinds 
of banking from the retail sort is less solid. Similar desks to Delta 
One, like those intended to hedge interest-rate risks, would probably still exist even within ring-
fenced retail banks. Having lots of capital to absorb losses matters more (see chart).

For the industry as a whole the affair is a reminder that risk control is a bit like counter-terrorism. 
Compliance officers have to win every encounter, errant traders just need to get lucky once. More 
money will go into control functions, at a time when banks are already facing sharp falls in 
income. And managers may now avoid promoting people from the back office to trading desks, 
for fear that they just know too much about the plumbing.
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Rattubs rattubs

Traders’ brains
Rogue hormones
Bad trade? Blame the adrenal cortex

IF THE losses at UBS that surfaced this month were caused by a 
“rogue” trader, would that make his colleagues stable? Not if 
research being undertaken by John Coates, a neuroscientist at 
Cambridge University and a former derivatives trader, is anything 
to go by. His work suggests that hormones drive investment 
decisions to a far greater extent than economists or bank 
executives realise. When traders are on a winning streak, their 
testosterone levels surge, sparking such euphoria that they 
underestimate risk. When they are acutely stressed, the adrenal 
cortex produces a flood of cortisol, a hormone that can make them 
overly fearful and risk-averse.

Mr Coates says he was drawn to study these biochemical 
processes because he wanted to understand the “unbelievably 
powerful emotions” that make traders “go crazy”. In past 
experiments conducted on a London trading floor, Mr Coates saw 
cortisol levels in traders’ saliva jump by as much as 500% in a 
day. Remarkably, cortisol increased in direct correlation to implied 
volatility, a measure of expected future variance in asset prices. “The uncertainty is almost worse 
than the shock itself,” says Mr Coates. “It’s always a lot worse not knowing where the goddamn 
monster is.”

Cortisol prepares humans for danger, partly by helping the brain retrieve important memories. 
This early-warning system is invaluable in the wild. But raging hormones can eventually wreck 
investors’ ability to think rationally. Chronic stress over weeks or months can produce so much 
cortisol that the brain focuses excessively on negative memories and perceives threats where 
they do not exist. This loss of judgment is exacerbated by other symptoms of stress, such as 
sleep deprivation.

Mr Coates likens this condition to the state of “learned helplessness” identified in the 1960s by 
Martin Seligman, a psychologist who delivered random electric shocks to dogs constrained in 
harnesses. Eventually the animals lost the will to escape, even once they could do so.

Traders and rodents also seem to have something in common. Place a rat in an open field and its 
fear is obvious. Although visible symptoms of anxiety gradually disappear its cortisol levels 
remain elevated, showing that it is more stressed than it looks. Mr Coates has seen a similar 
phenomenon among traders. In questionnaires they displayed no awareness of the rampant 
stress indicated by their cortisol measurements.
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One way to reduce the financial havoc these hormones might wreak could be for trading desks to 
hire more women. Women have about 10% as much testosterone as men, making them less 
prone to irrational exuberance. Competitive situations do not activate women’s cortisol response 
with such intensity, so market mayhem is less likely to impair their judgment. Call it a hormonal-
diversification strategy.
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The Hong Kong dollar
Pershing missile
A hedge fund bets against Hong Kong’s link to the dollar

THE fruit-and-vegetable market on Reclamation Street in Hong Kong attracts residents who still 
prefer to shop at open stalls rather than cloistered malls. Under the awnings that flank the road, 
traders offer dragon fruit, rose apples and the flowering stems of Chinese cabbage. The prices are 
scrawled on cardboard tabs, which makes them easy to change.

That is just as well, because prices change quickly in Hong Kong. 
In the year to July they rose by 7.9%, the fastest rate in almost 
16 years. In other economies, the central bank would respond by 
raising interest rates. But Hong Kong has little control over its 
monetary policy. For the past 28 years it has pegged its currency 
at about 7.8 to the American dollar. In so doing, it has placed its 
monetary fate in the hands of the Federal Reserve, which has 
floored rates and promised not to raise them any time soon. That 
has left Hong Kong with a brisk economy, low unemployment, a 
worrying property boom—and real interest rates of -7.7% (see 
chart).

That is likely to prove unsustainable, argues Bill Ackman of Pershing Square Capital Management, 
a hedge fund. In a 140-slide presentation this month, he explained his high-profile bet against 
Hong Kong’s peg. He has bought call options, which give him the right to buy Hong Kong dollars 
at a price of, say, 7.5 to the dollar. If the peg persists, such an option is worthless. But if Hong 
Kong’s currency strengthens significantly before the option expires, Pershing will make a bomb.

By abandoning its peg the Hong Kong Monetary Authority could set interest rates high enough to 
contain inflation and curb the property market. But in such an open economy, exchange-rate 
flexibility is no guarantee of economic stability. Hong Kong tried floating the currency between 
1974 and 1983, but it was not a happy experience. Inflation ranged between 2.7% and 15.5%; 
growth lurched between 16.2% and 0.3%. In September 1983, a month before it was pegged, 
the Hong Kong dollar fell by 13% in two days.

The currency does not have to float for Mr Ackman’s bet to pay off. He will make money even if it 
is merely repegged at a stronger rate. That would help realign Hong Kong’s exchange rate, which 
Pershing thinks is too competitive. Yet such a realignment is already taking place, as rising prices 
help to offset the depreciation of Hong Kong’s dollar and America’s against other currencies.

Although Hong Kong’s exchange rate is fixed, its wages and prices are famously flexible—in both 
directions. That allows it to adjust to the dollar’s ups and downs without changing its nominal 
peg. For example, consumer prices fell for 68 months from November 1998 to June 2004, a bout 
of deflation shorter but deeper than Japan’s. In a 2009 paper, James Yetman, now at the Bank 
for International Settlements, found that prices in Hong Kong display little of the inertia seen 
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elsewhere. Some goods, like English newspapers, keep the same price for years, but flowering 
Chinese cabbage can double and then halve in price in months. Hong Kong’s street markets may 
be dying out, but such flexible pricing may save the link to the dollar.



World politics Business & finance Economics Science & technology Culture Blogs Debate & discuss Multimedia Print edition

Sep 24th 2011 | WASHINGTON, DC | from the print edition 

The Federal Reserve
Take that, Congress
In the face of intensifying political assault, the Fed eases again

IN THEORY central banks need independence to insulate them from meddling politicians’ 
demands for easy money. It is a sign of how strange the times are that the Federal Reserve is 
now fending off the opposite demand.

On September 20th, as its officials sat down to a two-day policy-setting meeting, they got an 
unusual letter from the four top Republicans in Congress urging them to “resist further 
extraordinary intervention in the US economy…[We] have seen no evidence that further 
monetary stimulus will create jobs.”

If the politicians had hoped to stay the Fed’s hand, they failed. The next day it announced it 
would purchase $400 billion of Treasury securities maturing in six to 30 years by next June, while 
selling an equivalent amount with maturities of three years or less. It also said it would maintain 
its mortgage-related holdings at current levels to support the housing market. Three of the ten 
voting officials dissented, as they did in August when the Fed said it expected to keep short-term 
rates near zero at least until mid-2013.

Buying long-term bonds by selling shorter-term issues is less aggressive than the Fed’s previous 
two rounds of “quantitative easing” (QE), in which it bought bonds with newly printed money. But 
the impact is similar. Lengthening the average maturity of the Fed’s $2.65 trillion portfolio 
reduces the supply of long-term bonds, nudging down yields.

Politicians have long bashed central bankers. In the 1970s and 1980s Congressmen regularly 
threatened to impeach the Fed chairman. In 1981 one Republican senator told Paul Volcker, the 
then chairman: “You’re high on the hit parade for lynching.” Democrats, too, have tried to bar 
hawkish regional reserve-bank presidents from voting on monetary policy.

But the latest assault differs in several respects. One is that politicians, especially those from 
Texas, have historically wanted easier policy from the Fed. By contrast, when Rick Perry, the 
Texas governor and a Republican presidential candidate, recently threatened Ben Bernanke, the 
current chairman, with rough justice, it was for providing just that. This is partly politics: if 
monetary stimulus worked, the principal political beneficiary would be Barack Obama. But many 
Republicans genuinely equate Fed bond-buying with reckless government activism leading to 
rampant inflation.

The second difference is that past critics had a point: Mr Volcker’s tight monetary policy did tank 
the economy. This time, the hysteria over inflation has no obvious factual basis. Overall inflation 
has gyrated with petrol prices but is an unremarkable 2% when food and energy costs are 
excluded. Wage growth and inflation expectations are docile; nominal demand is barely growing.

Third, and most important, historically the Fed’s antagonists came from the fringes of their 
(usually Democratic) party. Now Republican leaders and presidential candidates are flouting the 
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idea of central-bank independence. That has troubling implications. Mr Bernanke’s term ends in 
early 2014 and in the unlikely event he wanted another, a Republican president would not grant 
it. A new chairman in sync with his (or her) philosophy would presumably tighten monetary policy 
forthwith, the last thing the economy is likely to need.
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Economics focus
Bringing down the house
The effect of ageing on asset prices may make the rich world’s problems worse

SINCE the bursting of Japan’s asset 
bubbles in the early 1990s, the 
country has undergone a long and 
deflationary process of debt 
reduction. During this period, 
Japanese policymakers have 
attracted criticism from (among 
others) Ben Bernanke, the 
chairman of the Federal Reserve, 
for their gradualist approach to 
reflating the economy. The critics’ 
charge is this: that although the 
Bank of Japan (BoJ) pioneered 
many of the policies that the Fed and others have since followed—such as committing to zero 
interest rates and increasing bank reserves by the alchemy of quantitative easing—the Japanese 
central bank still did too little, too late.

Things look rather different in Japan itself, where some say the problem lies in a lack of demand 
for loans from the debt-strapped private sector, rather than a lack of supply. This is the hallmark 
of a “balance-sheet recession”, a term coined by Richard Koo of the Nomura Research Institute to 
describe the process whereby households and companies pay down debts rather than embark on 
new spending.

In two speeches* this year, Kiyohiko Nishimura, deputy governor of the BoJ, has developed this 
line of thinking to help explain why Japan’s balance-sheet adjustment has taken so long. Mr 
Nishimura blames the prolonged slump on ageing, which is furthest advanced in Japan, but is 
also occurring in many of the world’s biggest economies. His central argument is that ageing 
depresses asset prices. That in turn makes deleveraging tougher because debt used to finance 
assets is harder to pay off without incurring losses. This, he says, may have grim repercussions 
for America and Europe.

The theory behind the link between ageing and asset prices is outlined in a recent working paper 
by Elod Takats of the Bank for International Settlements (BIS). In simple terms, the young and 
middle-aged save for old age by buying assets, often with borrowed money; the old sell them to 
pay for retirement. As the working-age population rises—as it did, for instance, after the baby 
boom—asset prices rocket because of increased demand. As baby-boomers reach retirement, the 
reverse may happen.



In his paper Mr Takats seeks to quantify this effect. He prefers to look at an international sample 
rather than data on single countries, because that enables more robust identification of the 
impact of ageing. He also focuses on house prices rather than financial assets, because they are 
less likely to be influenced by cross-border capital flows. Mr Takats applies two aspects of 
demography to BIS house-price data from 22 advanced economies: first, total population; 
second, the ratio of old people to the working-age population, or the old-age dependency ratio. 
Between 1970 and 2009, he finds that a 1% rise in GDP per person and a 1% rise in the total 
population each corresponded to about a 1% rise in real house prices. But a 1% increase in the 
old-age dependency ratio was associated with a 0.66% drop in real house prices.

Using United Nations projections, his analysis suggests that house prices will face strong 
headwinds in the next 40 years as populations age. American house prices, for example, will rise 
by about 80 basis points a year less than they would do if you strip out demographic factors, he 
reckons. For faster-ageing countries such as Japan, Germany and Italy, prices would fall by more 
than 1% a year, though he notes that other factors may offset the demographic effects and he 
does not expect a meltdown in prices.

Prices of financial assets do not necessarily shadow those of property: people tend to buy and sell 
stocks and bonds later in life than they buy and sell homes. But they are also affected by ageing 
as the old sell them to realise cash. A model developed at the Federal Reserve Bank of San 
Francisco finds that since 1954 there has been a high correlation between the ratio of Americans 
aged 40-49 to those aged 60-69, and the price/earnings ratio of the stockmarket. The implication 
of this relationship for share prices in the future is bearish, it says. Based on standard 
demographic and earnings assumptions, the San Francisco Fed’s model suggests share prices will 
fall by 13% between 2010-21. The good news for America is that the relative proportion of 
middle-aged people should rebound in 2025, implying a strong recovery.

Such estimates should be treated with caution. Ageing, at least in the short term, is fairly 
predictable, so markets may have already discounted its impact on asset prices. Mr Takats draws 
attention to the fact that elderly people may end up working longer, which would reduce the 
pressure to sell their assets.

But the uncertainties run both ways. As Mr Takats points out, overstretched pension systems may 
spur retired people to run down their assets more aggressively than expected. The BoJ’s Mr 
Nishimura ventures that the downward pressure on prices may be exacerbated by ageing in 
countries like Russia and China, whose entry into the global economy helped fuel the world’s 
recent asset-price boom.

Grey market

If ageing does exacerbate the costs of a balance-sheet recession, what can policymakers do 
about it? The BoJ, Mr Nishimura says, has sought to counter some of the effects, such as the loss 
of lending expertise in the banking sector and risk aversion, through “truly unconventional” 
monetary policy, such as buying low-grade corporate bonds and exchange-traded funds to spur 
investment in riskier assets; and providing funds for banks to lend and invest in promising new 
fields, such as innovations for the elderly. But his overall message is stark: repairing balance-
sheets when the population is ageing is much harder than when it is young. Some people, he 
cautions, regard the turmoil since 2008 as a “fleeting nightmare”. But where ageing is endemic, 
there may be no going back to normal. As the title of one of his papers ominously puts it: “This 
time may truly be different.”

Sources

* "Population Ageing, Macroeconomic Crisis and Policy Challenges", a speech by Kiyohiko 
Nishimura, June 2011
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* "This Time May Truly Be Different. Balance-sheet Adjustment under Population Ageing", a 
speech by Kiyohiko Nishimura, January 2011
* "Ageing and asset prices", by Elod Takats, BIS Working Papers, January 2011
* "Boomer Retirement: Headwinds for US Equity Markets", by Zheng Liu and Mark Spiegel, 
Federal Reserve Bank of San Francisco, August 2011



About The Economist online About The Economist Media directory Staff books Career opportunities Contact us Subscribe [+] Site feedback

Copyright © The Economist Newspaper Limited 2011. All rights reserved. Advertising info Legal disclaimer Accessibility Privacy policy Terms of use Help

World politics Business & finance Economics Science & technology Culture Blogs Debate & discuss Multimedia Print edition

Sep 24th 2011 | from the print edition 

from the print edition | Finance and economics 

Correction: Brian Moynihan

Brian Moynihan was not Bank of America's general counsel when it purchased Countrywide 
("Strife of Brian (http://www.economist.com/node/21529060) ", September 17th 2011). He was 
head of the bank's wealth-management division at the time. Sorry.
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Climate change in the Arctic
Beating a retreat
Arctic sea ice is melting far faster than climate models predict. Why?

ON SEPTEMBER 9th, at the height 
of its summertime shrinkage, ice 
covered 4.33m square km, or 
1.67m square miles, of the Arctic 
Ocean, according to America’s 
National Snow and Ice Data Centre 
(NSIDC). That is not a record low—
not quite. But the actual record, 
4.17m square km in 2007, was the 
product of an unusual combination 
of sunny days, cloudless skies and 
warm currents flowing up from mid
-latitudes. This year has seen no 
such opposite of a perfect storm, yet the summer sea-ice minimum is a mere 4% bigger than 
that record. Add in the fact that the thickness of the ice, which is much harder to measure, is 
estimated to have fallen by half since 1979, when satellite records began, and there is probably 
less ice floating on the Arctic Ocean now than at any time since a particularly warm period 8,000 
years ago, soon after the last ice age.

That Arctic sea ice is disappearing has been known for decades. The underlying cause is believed 
by all but a handful of climatologists to be global warming brought about by greenhouse-gas 
emissions. Yet the rate the ice is vanishing confounds these climatologists’ models. These predict 
that if the level of carbon dioxide, methane and so on in the atmosphere continues to rise, then 
the Arctic Ocean will be free of floating summer ice by the end of the century. At current rates of 
shrinkage, by contrast, this looks likely to happen some time between 2020 and 2050.

The reason is that Arctic air is warming twice as fast as the atmosphere as a whole. Some of the 
causes of this are understood, but some are not. The darkness of land and water compared with 
the reflectiveness of snow and ice means that when the latter melt to reveal the former, the area 
exposed absorbs more heat from the sun and reflects less of it back into space. The result is a 
feedback loop that accelerates local warming. Such feedback, though, does not completely 
explain what is happening. Hence the search for other things that might assist the ice’s rapid 
disappearance.

Forcing the issue



One is physical change in the ice itself. Formerly a solid mass that melted and refroze at its 
edges, it is now thinner, more fractured, and so more liable to melt. But that is (literally and 
figuratively) a marginal effect. Filling the gap between model and reality may need something 
besides this.

The latest candidates are “short-term climate forcings”. These are pollutants, particularly ozone 
and soot, that do not hang around in the atmosphere as carbon dioxide does, but have to be 
renewed continually if they are to have a lasting effect. If they are so renewed, though, their 
impact may be as big as CO2’s.

At the moment, most eyes are on soot (or “black carbon”, as jargon-loving researchers refer to 
it). In the Arctic, soot is a double whammy. First, when released into the air as a result of 
incomplete combustion (from sources as varied as badly serviced diesel engines and forest fires), 
soot particles absorb sunlight, and so warm up the atmosphere. Then, when snow or rain wash 
them onto an ice floe, they darken its surface and thus cause it to melt faster.

Reducing soot (and also ozone, an industrial pollutant that acts as 
a greenhouse gas) would not stop the summer sea ice 
disappearing, but it might delay the process by a decade or two. 
According to a recent report by the United Nations Environment 
Programme, reducing black carbon and ozone in the lower part of 
the atmosphere, especially in the Arctic countries of America, 
Canada, Russia and Scandinavia, could cut warming in the Arctic 
by two-thirds over the next three decades. Indeed, the report 
suggests, if such measures—preventing crop burning and forest 
fires, cleaning up diesel engines and wood stoves, and so on—
were adopted everywhere they could halve the wider rate of 
warming by 2050.

Without corresponding measures to cut CO2 emissions, this would 
be but a temporary fix. Nonetheless, it is an attractive idea 
because it would have other benefits (soot is bad for people’s lungs) and would not require the 
wholesale rejigging of energy production which reducing CO2 emissions implies. Not everyone 
agrees it would work, though. Gunnar Myhre of the Centre for International Climate and 
Environmental Research in Oslo, for example, notes that the amount of black carbon in the Arctic 
is small and has been falling in recent decades. He does not believe it is the missing factor in the 
models. Carbon dioxide, in his view, is the main culprit. Black carbon deposited on the Arctic 
snow and ice, he says, will have only a minimal effect on its reflectivity.

The rapid melting of the Arctic sea ice, then, illuminates the difficulty of modelling the climate—
but not in a way that brings much comfort to those who hope that fears about the future climate 
might prove exaggerated. When reality is changing faster than theory suggests it should, a 
certain amount of nervousness is a reasonable response.

It’s an ill wind…

The direct consequences of changes in the Arctic are mixed. They should not bring much rise in 
the sea level, since floating ice obeys Archimedes’s principle and displaces its own mass of water. 
A darker—and so more heat-absorbent—Arctic, though, will surely accelerate global warming and 
may thus encourage melting of the land-bound Greenland ice sheet. That certainly would raise 
sea levels (though not as quickly as News Corporation’s cartographers suggest in the latest 
edition of the best-selling “Times Atlas”, which claims that 15% of the Greenland sheet has 
melted in the past 12 years; the true figure is more like 0.05%). Wildlife will also suffer. Polar 
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bears, which hunt for seals along the ice’s edge, and walruses, which fish there, will both be hard
-hit.

The effects on the wider climate are tricky to assess. Some 
meteorologists suspect unseasonal snow storms off the east coast 
of America in 2010 were partly caused by Arctic warming shifting 
wind patterns. One feedback loop that does seems certain, 
though, is that the melting Arctic will enable the extraction of 
more fossil fuel, with all that that implies for greenhouse-gas 
emissions.

The Arctic is reckoned to hold around 15% of the world’s 
undiscovered oil reserves and 30% of those of natural gas. Hence 
a growing polar enthusiasm among energy companies—as witnessed last month in an Arctic tie-
up between Exxon Mobil, of America, and Rosneft, Russia’s state-controlled oil giant. Recent 
plankton blooms suggest a warmer Arctic will provide a boost to fisheries there, too. And the 
vanishing ice has begun to allow a trickle of shipping across the Arctic’s generally frozen north-
west and north-east passages, thus linking the Atlantic and Pacific oceans. In August a Russian 
supertanker, the Vladimir Tokohonov, aided by two nuclear icebreakers, became the first such 
vessel to cross the north-east route (or, as Russians refer to it, the northern sea route), hugging 
the Siberian coast.

So far, despite some posturing by Canada and Russia, there are few territorial disputes in the 
region and the Arctic Council, the club of Arctic nations, has functioned reasonably well. Whether 
the interests of these countries coincide with those of the wider world, though, is moot. A 
warming Arctic will bring local benefits to some. The rest of the world may pay the cost.
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Or you could stop smoking

Oncology and genetics
Grabbing cancer by the short and curlies
A new technique for analysing tumours promises better understanding and more 
effective treatment

ONE of the great hopes nurtured by the Human Genome Project 
was that it would crack cancer open. Knowing which genes were 
going wrong would, the theory went, allow specifically tailored 
drugs to be developed. And this is, indeed, happening. Only last 
month America’s Food and Drug Administration approved a 
medicine called Xalkori (generically, crizotinib) for patients who 
have a particular type of non-small-cell lung cancer, the most 
common form of that disease. Xalkori blocks the growth of 
tumours caused by a mutant form of the gene which encodes a 
signalling molecule known as anaplastic lymphoma kinase. This 
mutation occurs in 3-5% of lung-cancer patients, and in trials 
Xalkori caused a dramatic shrinkage of the tumour in around half 
of those treated.

The catch is that the respite does not last. Typically, someone will 
respond for about a year, but after that his tumour starts growing again and the disease 
continues on its course. This is a pattern seen again and again with the new generation of drugs 
that genomics has helped to create. They slow the disease, but only for a few months. The 
presumption is that further mutations are arising in a tumour all the time, and that eventually 
one of them makes a molecular change that nullifies the effect of the drug. Researchers would 
dearly like to find a way to deal with this.

One who is trying to do so is René Bernards of the Netherlands Cancer Institute. On September 
18th he told a meeting of the American Association for Cancer Research, held in San Francisco, 
about a way that the sensitivity of tumour cells to Xalkori might be restored. More important than 
that, though, is the way he discovered the solution—for this could be applied to many other cases 
in which an anti-cancer drug is having its useful life curtailed by the development of resistance.

One of the problems with cancer is that the mutations which cause it are often hidden in a 
plethora of others that have no direct bearing on the disease. Normal DNA sequencing cannot 
distinguish which mutations are important and which are not. Dr Bernards, however, thinks he 
can, by using molecules called short hairpin RNAs.

On the pin money

RNA is a molecule similar to DNA, except that its molecules are usually much smaller. One of its 
jobs is to act as a messenger carrying genetic information from a cell’s nucleus to the machinery 



About The Economist online About The Economist Media directory Staff books Career opportunities Contact us Subscribe [+] Site feedback

Copyright © The Economist Newspaper Limited 2011. All rights reserved. Advertising info Legal disclaimer Accessibility Privacy policy Terms of use Help

from the print edition | Science and technology 

which makes proteins. Each messenger is an edited copy of one strand of the DNA double helix. 
Double-stranded RNA does exist, but mostly in viruses. Mammalian cells make only the single-
stranded variety. If a cell’s defence mechanisms detect double-stranded RNA they destroy it, to 
protect against infection.

This aversity to double-stranded RNA means short hairpins can be used to knock out the 
messengers, thus nullifying the signal from the underlying gene. It is just a question of making a 
hairpin with an appropriate genetic sequence—one that is the same as the missing strand of the 
original DNA—so that the hairpin will combine eagerly with the messenger to form a double-
stranded molecule. Modern gene-synthesis techniques mean this is not hard to do. Dr Bernards 
therefore did it with the messengers of 20,000 genes, to see which, if any, are implicated in the 
development of resistance to Xalkori.

In fact, he found three. Mediator-12 (MED 12), which helps to transcribe genes from DNA into 
RNA messengers, was one. The other two were genes that help maintain the structure of 
chromosomes. Presumably, resistance to Xalkori is being caused by disabling mutations in one or 
more of these genes.

That is interesting, but not of immediate assistance to the dying. What Dr Bernards and his 
colleagues did next, though, could be of such help. They looked for hairpin RNAs that restored 
sensitivity to Xalkori in cells whose MED12 messengers were being blocked—and they found one. 
Disabling the messengers of the gene that encodes a receptor protein called TGF beta-R2, which 
is found on cell surfaces, caused cells that had once been resistant to Xalkori to shrivel in its 
presence. Moreover, treating these same Xalkori-resistant cells with an experimental drug 
designed to block TGF beta-receptors restored sensitivity to Xalkori, though it had no effect on 
cancer-cell growth on its own.

Dr Bernards thinks that in MED12 he has discovered a pathway crucial for the development of 
drug resistance. Subsequent studies by members of his group have found that interfering with 
MED12 messengers causes resistance to numerous other drugs. These include Iressa and 
Tarceva, which are prescribed for lung cancer; Zelboraf, which is effective against melanoma; 
and Nexavar, which is used for kidney and liver cancers. If these lab-based results are confirmed 
in people then TGF beta-receptor inhibitors may prove a way of extending the useful lives of a 
plethora of medicines.

Dr Bernards’s work, indeed, is just the vanguard. At least three other groups of researchers are 
using short hairpin RNA to study cancer in this way, and one of them, led by William Hahn of the 
Dana-Farber Cancer Institute in Boston, has already found what may be an important molecular 
link in the development of ovarian tumours. Turning these sorts of laboratory discoveries into 
treatments is a long and tedious process that often fails. What is crucial about Dr Bernards’s 
work, though, is that short hairpin RNAs do exactly what the genome project promised: they 
crack the problem open.
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A good man?

Moral philosophy
Goodness has nothing to do with it
Utilitarians are not nice people

IN THE grand scheme of things Jeremy Bentham and John Stuart 
Mill are normally thought of as good guys. Between them, they 
came up with the ethical theory known as utilitarianism. The goal 
of this theory is encapsulated in Bentham’s aphorism that “the 
greatest happiness of the greatest number is the foundation of 
morals and legislation.”

Which all sounds fine and dandy until you start applying it to 
particular cases. A utilitarian, for example, might approve of the 
occasional torture of suspected terrorists—for the greater 
happiness of everyone else, you understand. That type of 
observation has led Daniel Bartels at Columbia University and 
David Pizarro at Cornell to ask what sort of people actually do 
have a utilitarian outlook on life. Their answers, just published in 
Cognition, are not comfortable.

One of the classic techniques used to measure a person’s 
willingness to behave in a utilitarian way is known as trolleyology. 
The subject of the study is challenged with thought experiments 
involving a runaway railway trolley or train carriage. All involve 
choices, each of which leads to people’s deaths. For example: 
there are five railway workmen in the path of a runaway carriage. The men will surely be killed 
unless the subject of the experiment, a bystander in the story, does something. The subject is 
told he is on a bridge over the tracks. Next to him is a big, heavy stranger. The subject is 
informed that his own body would be too light to stop the train, but that if he pushes the stranger 
onto the tracks, the stranger’s large body will stop the train and save the five lives. That, 
unfortunately, would kill the stranger.

Dr Bartels and Dr Pizarro knew from previous research that around 90% of people refuse the 
utilitarian act of killing one individual to save five. What no one had previously inquired about, 
though, was the nature of the remaining 10%.

To find out, the two researchers gave 208 undergraduates a battery of trolleyological tests and 
measured, on a four-point scale, how utilitarian their responses were. Participants were also 
asked to respond to a series of statements intended to get a sense of their individual 
psychologies. These statements included, “I like to see fist fights”, “The best way to handle 
people is to tell them what they want to hear”, and “When you really think about it, life is not 
worth the effort of getting up in the morning”. Each was asked to indicate, for each statement, 
where his views lay on a continuum that had “strongly agree” at one end and “strongly disagree” 
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at the other. These statements, and others like them, were designed to measure, respectively, 
psychopathy, Machiavellianism and a person’s sense of how meaningful life is.

Dr Bartels and Dr Pizarro then correlated the results from the trolleyology with those from the 
personality tests. They found a strong link between utilitarian answers to moral dilemmas (push 
the fat guy off the bridge) and personalities that were psychopathic, Machiavellian or tended to 
view life as meaningless. Utilitarians, this suggests, may add to the sum of human happiness, but 
they are not very happy people themselves.

That does not make utilitarianism wrong. Crafting legislation—one of the main things that 
Bentham and Mill wanted to improve—inevitably involves riding roughshod over someone’s 
interests. Utilitarianism provides a plausible framework for deciding who should get trampled. The 
results obtained by Dr Bartels and Dr Pizarro do, though, raise questions about the type of people 
who you want making the laws. Psychopathic, Machiavellian misanthropes? Apparently, yes.
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The Istanbul Biennial
Vintage is the new vanguard
Most art biennials are incoherent and exhausting. Istanbul’s is an exception

VIRTUALLY every day of the year 
sees another art biennial opening 
somewhere in the world. The role 
of these exhibitions is to showcase 
contemporary art, attract affluent 
tourists and stimulate local culture. 
Most biennials are a sprawling 
mess—and the worst look like 
commercial art fairs studded with 
brand-name trophies. However, 
those that succeed in making sense 
of some aspect of global culture 
can be both enlightening and 
memorable. This year’s Istanbul Biennial, which opened on September 17th and runs for almost 
two months, is a case in point. Poignant, relevant and intellectually engaging, it has managed to 
create a coherent exhibition out of works by 130 artists from 41 countries—a rare achievement.

The Istanbul Biennial is held in two huge former warehouses on the banks of the Bosporus. 
Untamed, the buildings would force viewers into a monotonous marathon of spectatorship. But 
the biennial’s curators, Adriano Pedrosa (a Brazilian) and Jens Hoffmann (a Costa Rican), enlisted 
the help of a master of exhibition design, a Japanese architect called Ryue Nishizawa, who has 
introduced new energy into the space by creating rooms of different sizes and marking off 
“exterior” spaces with corrugated-steel walls.

As curators, Mr Pedrosa and Mr Hoffmann have also adopted an effective premise. Rather than 
using a theory or theme as a unifying rubric, the biennial has a muse—Félix González-Torres, an 
artist who died in 1996 and who was selected posthumously to be the official American 
representative at the 2007 Venice Biennale.

Born in Cuba and educated in Puerto Rico, González-Torres made minimalist conceptual works 
that were aesthetically innovative and politically sophisticated. Like its muse, the Istanbul 
Biennial is thoughtful rather than aggressive or sensationalist. “Activists spoon-feed messages 
but artists create works with layered meanings,” explains Mr Pedrosa.

The biennial also has an intelligent structure. There are five group shows around the main themes 
that inspired González-Torres’s work—love, death, abstraction, contested histories and territories. 
Each group show occupies a large grey room and acts as a hub for a cluster of solo shows 
featuring 50 artists, all in smaller white rooms. The elegant solution to the spaces stands in 
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contrast to the names of the group shows, which repeat “Untitled” in an awkward manner. 
Nevertheless, it is moving to walk through the room called “ ‘Untitled’ (Ross)” named after the 
artist’s longtime lover, Ross Laycock, who died in 1991 of Aids-related causes, like González-
Torres himself.

Another of the group shows, “ ‘Untitled’ (Passport # II)”, displays 20 works about maps and 
national identity. Hank Willis Thomas’s “A Place to Call Home” depicts North America and Africa 
as big black continents joined by an isthmus. Jorge Macchi’s “Seascape” covers all the 
landmasses below the equator with cut-outs of the northern seas. Displayed as a commentary to 
Mr Macchi’s drowned hemisphere is a video by Kutlug Ataman, one of Turkey’s most critically 
acclaimed artists, which depicts bands of choppy sunlit water.

In a series of vitrines in the same room, Baha Boukhari, a Ramallah-based cartoonist, shows the 
passports issued to his father under the British mandate in Palestine. Many of the artworks 
incorporate objects and documents found in historical archives. Contemporary art in 2011 has a 
distinctly vintage feel.

The curators are right not to let themselves be overly distracted by the latest thing; work made 
yesterday is not always the art that is most relevant to the present. They have chosen to include 
a range of historical artworks by women who they believe deserve greater recognition. For 
example, they have installed photo collages from Martha Rosler’s “Bringing the War Home” series 
(pictured above), which were made during the Vietnam war between 1967 and 1972, but which 
still resonate because of America’s continuing presence in Iraq and Afghanistan.

The Istanbul Biennial also gives solo shows to a number of exciting emerging artists. Many 
visitors were impressed with “Cabaret Crusades: The Horror Show File”, a video by Wael Shawky, 
an Egyptian artist, in which marionettes act out the story of the crusades from an Arab point of 
view. Also much discussed were “Tin Soldiers” by Ala Younis, a Jordanian, and “Historical Record 
Archive” by Dani Gal, an Israeli artist.

It is interesting to view these works against the background of the recent political upheavals in 
the Middle East and to see the unexpected interaction between Arab artists and those from South 
America. Both areas are on the periphery of European modernity and the biennial’s artists have 
found much common ground over urban decay, disenfranchisement and the arbitrariness of 
national borders. Mr Pedrosa and Mr Hoffmann have played to their strengths, choosing more 
artists from South America than any other continent. It is a testament to the Turkish 
philanthropists who underwrite the biennial, particularly the Koc and Eczacibasi families, that the 
curators came under no pressure to include more local artists. Indeed, the stylish 
internationalism of the Istanbul Biennial feels entirely natural.
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See the revolution of the times

Copernicus’s cosmos
Oh heavens, no
How one man took on the church

A More Perfect Heaven: How Copernicus Revolutionised the 
Cosmos. By Dava Sobel. Walker & Company; 272 pages; $25. 
Bloomsbury; £14.99 . Buy from Amazon.com

(http://www.amazon.com/exec/obidos/ASIN/0802717934/theeconomists-20) , Amazon.co.uk
(http://www.amazon.co.uk/exec/obidos/ASIN/1408818000/economistshop-21) 

THE common rule in biography is that the more important the subject, the heavier the tome—
with both pages and piety. Dava Sobel flouts this convention. Famous for her delightfully quirky 
books on the history of science, starting with the 1995 bestseller, “Longitude”, she delivers here 
a refreshingly fast-paced and breezy account of the life of Nicolaus Copernicus, the Polish cleric 
who knocked the Earth from its perch at the centre of the solar system and put the sun in its 
place.

Ever since Claudius Ptolemy published the “Almagest” in the second century AD, almost all 
astronomers had believed that the Earth lay at the centre of the universe. The sun, the planets 
and the stars supposedly revolved around it once a day. It was a faith reinforced by common 
sense, a reverence for the wisdom of antiquity, and its resonance with Christian mythology. 
Geocentrism fit with several passages in the Bible, and with the church’s view of the world more 
generally, which held that the Earth, as the abode of God’s greatest creation, sat at the centre of 
everything. Ptolemy’s model was complex, with planetary orbits modified by smaller orbits (called 
epicycles), but it fit with observations, and could even be used to predict what the night sky 
would look like at an arbitrary date in the future.



About The Economist online About The Economist Media directory Staff books Career opportunities Contact us Subscribe [+] Site feedback

Copyright © The Economist Newspaper Limited 2011. All rights reserved. Advertising info Legal disclaimer Accessibility Privacy policy Terms of use Help

from the print edition | Books and arts 

It is not known when the idea of a sun-centred cosmology came to Copernicus. He was not the 
first to dream it up: Aristarchus of Samos, a Greek astronomer, proposed something similar 
around 250BC, although no details of his system survive. Copernicus’s first speculations on the 
subject appear in a 40-page booklet printed before 1514, which he circulated to some friends and 
colleagues. Although he continued to refine the theory, he was reluctant to publish, either 
because he feared ridicule for such an outlandish suggestion, or because he worried about a 
reaction from the church. Indeed the church would imprison Galileo Galilei, an Italian astronomer, 
for advocating the sun-centred model of the universe a century later.

But Copernicus did eventually publish his celestial theory at the end of his life. One person seems 
to have been instrumental in persuading him to go ahead, a scholar called Rheticus, or Georg 
Joachim von Lauchen, a young mathematician who arrived on Copernicus’s doorstep in 1539 and 
spent two years as his pupil.

In her introduction, Ms Sobel writes that she has long been fascinated by this meeting. She uses 
the book to imagine what took place between the two men, presenting it in the form of a play. 
The scarcity of surviving evidence gives Ms Sobel some poetic latitude. Readers are treated to a 
demonstration of an arcane machine, subplots involving pederasty and concubinage, and a 
conspiracy to hide Rheticus’s presence (he was a Lutheran) from the Catholic bishop of Varmia. 
Rheticus ultimately overcomes his own doubts about Copernicus’s theory and manages to 
persuade his host to commit his ideas to paper.

“A More Perfect Heaven” does a good job of giving the flavour of life in Reformation-era Europe, 
at least among its intellectual elite. But there is strangely little discussion of the intellectual 
underpinnings of Copernicus’s system of the world, and of the meticulous observations that 
eventually convinced him that Ptolemy was wrong. It was a giant leap suddenly to argue that the 
Earth orbits the sun, rather than the other way around, particularly without telescopes. Imagine 
trying to deduce this with the naked eye, a sextant and little else. Then imagine the difficulties of 
defending it against the obvious criticisms in an era before mathematically rigorous physics: why 
are we not flung from the Earth if it spins round so fast? Why are there not hurricane-force 
winds? That Ms Sobel overlooks these questions is a shame, since it rather undervalues an 
immense intellectual achievement and leaves a noticeable hole in an otherwise excellent book.
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Unlikely comic

Samuel Beckett
Man of words
Letters to the editor and others

The Letters of Samuel Beckett: Volume 2, 1941–1956.
Edited by George Craig, Martha Dow Fehsenfeld, Dan Gunn and 
Lois More Overbeck. Cambridge University Press; 886 pages; $50 
and £30. Buy from Amazon.com

(http://www.amazon.com/exec/obidos/ASIN/0521867940/theeconomists-20) , Amazon.co.uk
(http://www.amazon.co.uk/exec/obidos/ASIN/0521867940/economistshop-21) 

SAMUEL BECKETT is not known for being amusing. The Irish playwright cut a gaunt, Giacometti-
like figure when walking along the Seine in his adopted Paris that, with the passing years, grew 
too busy for his liking. His work can seem similarly stark, resting on the bleak vision of his best-
known play “Waiting for Godot”. Beckett’s world is composed of characters buried up to their 
necks in earth, stuck in urns or legless in bins. It is one in which it seems, “Nothing happens, 
nobody comes, nobody goes, it’s awful!”

On first glance, the second volume of Beckett’s letters does little to dispel this nihilistic image. 
Covering 1941 to 1956 (with the first letter dated only from 1945), this volume charts the most 
important and traumatic years of Beckett’s life. Understandably but regrettably, there are no 
letters from the war years, when Beckett was on the run with Suzanne Deschevaux- Dumesnil, 
his future wife. Hiding in Roussillon and working as part of the British Special Operations 
Executive for the French Resistance unit, “Gloria SMH”, Beckett was awarded the Croix de Guerre 
for his war effort. Characteristically, he never spoke of these years or his bravery in his letters. 
But this time, and Beckett’s relative silence on it, forms the backdrop to his work. It is hard not 
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to see in the figure of Pozzo with his slave, Lucky, in “Waiting for Godot” a reflection of the 
cruelty that caused the death, among others, of Beckett’s friend and fellow Resistance member, 
Alfred Péron, who was interned in Mauthausen. Those are the years that can be heard when 
Vladimir says, as he waits for Godot, “You’d make me laugh, if it wasn’t prohibited.”

This volume then begins straight after the war, when Beckett and Deschevaux-Dumesnil move 
back to Paris and back to a life where Beckett’s work could be rejected for being “wild and 
unintelligible” and where he was still considering the possibility that “any experience of trade 
journalism would be so useful.” Happily, though, this piecemeal existence did not last for long. By 
1953, Beckett was writing to one of his many lovers, Pamela Mitchell, who worked for a theatre 
producer named Harold Oram and was in Paris to negotiate the rights for the American premiere 
of “Waiting for Godot”. In a letter about a new production, he told Mitchell, “Well played, but how 
I dislike that play now. Full house every night, it’s a disease.”

It was to be a disease that lasted for the rest of Beckett’s life. Many of the letters in this volume 
are to his publisher, Jérôme Lindon, as Beckett refuses interviews, awards, and offers to join the 
Irish Academy of Letters; rejecting both the fame “Waiting for Godot” brought and Ireland with 
equal measure. Like the letters to his co-translators, Beckett’s correspondence with Lindon shows 
his scrupulous attention to detail in his work—nothing was unimportant in a world so sparse, and 
so brilliantly composed.

Such letters hold but marginal interest, however, when compared with those directed at two 
specific people: Georges Duthuit, an art historian with whom Beckett corresponded intensely 
about painting from 1948 to 1952, and Mitchell. With Duthuit Beckett let himself relax, ostensibly 
writing about other people’s work at the same time as confessing that “I who hardly ever talk 
about myself talk about little else.” Such an admission contrasts with what became Beckett’s 
party line: “I have no ideas about theatre. I know nothing about it. I do not go to it.”

Likewise, to Mitchell his guard drops, and a warmer side appears. It is to her that Beckett’s 
humour—there in his plays, under it all—finally surfaces, even if it is a certain type of 
misanthropic comedy: “I’ve been reading in your grand Baudelaire and the Holy Bible the story of 
the Flood and wishing the Almighty had never had a soft spot for Noah.”

It is a fault of this volume that this side of Beckett is not more widely seen. Shortly before his 
death, Beckett stipulated that his published letters should “have bearing on my work.” 
Interpreting this literally, the careful editors of this volume halve a letter to Mitchell, and exclude 
others. In doing so, they forget that the life of a man has as much bearing on his work as his own 
thoughts on it. Indeed, it is Beckett’s life that led him to write that “fucking play”, and which tells 
us better than any criticism can how he managed to do so.
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Tudor England
Horrid Henrys
The late Middle Ages in colour

Winter King: The Dawn of Tudor England. By Thomas Penn. Allen Lane; 448 pages; £20. To 
be published in America by Simon & Schuster in March 2012. Buy from Amazon.co.uk
(http://www.amazon.co.uk/exec/obidos/ASIN/1846142024/economistshop-21) 

MYSTERIOUS, suspicious, avaricious, cold, the figure of Henry VII has long been skipped over or 
ignored. From 1485 to 1509 he ruled England, a usurper-king steadily tightening his grip and 
casting his net for money, intent on establishing his Tudor dynasty firmly on the throne. From his 
portraits he stares out warily, his eyes hooded and his thin lips trying, but failing, to smile.

Long before the Tudors became television celebrities, historians sought gleams of sunshine in his 
reign by tracing the emergence of his second son, the future Henry VIII; and so it is again here. 
Thomas Penn covers the first 16 years of Henry’s rule at a swift, perfunctory clip, deepening and 
slowing only in 1501—when, at the doomed wedding of Catherine of Aragon to Prince Arthur, a 
certain irrepressible “carrot-haired” lad, foreshadowing the modern Harry, appears in public to 
escort her. From then on the reader, too, is alert for him, doffing his robe to dance, dominating 
the tiltyard, until in 1509 he throws the windows open and sweeps his father’s miserly dreariness 
away.

This imbalance is a shame. It consigns Henry VII to the Scroogeish, lonely twilight of his last 
years; but if anyone could have brought him out of the shadows, Mr Penn could. He is a superb 
teller of a tale, a reveller in dodgy deeds, a keen observer of the febrile, dissimulating characters 
of court and embassy, and a splendid limner of the great jousts and entertainments of the age. It 
is not hard, perhaps, to make the late Middle Ages colourful. But Mr Penn, with a sharp eye for 
detail and adroit use of a gifted historical imagination, lets readers relive them. He is especially 
good at noting the weather, the press and noise of crowds, the claustrophobic closeness of over-
upholstered rooms and the foul state of the roads. He lets us hear the creak of oars and the 
scratch of pens, as well as the tubercular king fighting for every breath.

He also draws a compelling picture of ever-increasing fear. As the king’s cupidity and 
nervousness increased in his last years, he found new ways to squeeze money from his subjects: 
to keep them, in Henry’s own words, “in danger at his pleasure”. They were made to sign bonds 
for their loyalty, fined for trumped-up infractions, or hauled before his “council learned” for no 
reason, except to pay money to be freed again. Low-born king’s intimates, Reynold Bray, Richard 
Empson and Edmund Dudley, devoted themselves to extortion, while the king’s spies and 
“promoters” roamed and listened everywhere. This was, in effect, a reign of terror. As Henry lay 
dying, leaving a vast treasure (much of it, interestingly, from trading alum, essential for dyeing 
cloth), he said he was sorry for what his officers had done. But only partly sorry.
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Mr Penn is much better at narrative than analysis. This is not a book for new insights into the 
rebellions of Henry’s early years, or the tortuous diplomacy of the Spanish marriage, or the 
contents of the king’s private account-books. From those carefully monogrammed pages in the 
1490s another man emerges: a music-lover, a delighted (though short-sighted) ogler of dancing 
maidens, an inveterate loser of tennis balls, and an amorous husband whose marriage to 
Elizabeth of York, cut short by her death in 1503, is depicted by Mr Penn mostly in sketchy 
flashbacks. The gap between father and son, darkness and light, winter and spring, did not 
always yawn so wide. If Mr Penn had properly charted the whole course of Henry VII’s struggle to 
assert himself, this vigorous and thoroughly enjoyable book would have been even better.
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A royal wonder

Indian painting
Biographies in paint
A new show at the Met tells the story of India’s greatest painters

THE chameleon on the branch looks 
with nervous boldness at the 
viewer. He seems rather pleased 
with himself, and why not? His 
engaging portrait was created just 
before 1600 by Ustad Mansur, a 
Mughal miniaturist who was so 
highly regarded as a natural-
history painter that the emperor 
Jahangir called him the “Wonder of 
the Age”.

That title has been borrowed for an 
ambitious new survey of 800 years 
of Indian painting that is about to 
open at the Metropolitan Museum of Art. The chameleon is one of some 220 images by more than 
40 artists. Many are small and exquisite, made to be held in the hand and admired at leisure. But 
some are as large as two-and-a-half by five feet. Masterpieces are commonplace in this show and 
rarities are not scarce. A 17th-century miniature of the Persian-trained Farrukh Beg as an old 
man is one of only a handful of self-portraits from the Mughal period. It shows the artist leaning 
on a staff, his hands tucked under his white bearded chin. Slashes of crimson peep from the 
lining of his ochre coat, suggesting, perhaps, that there is life in the old fellow yet.

The paintings come from the Met’s own collection and the Rietberg Museum in Zurich (where the 
show originated), as well as from a number of other public and private collections. Mansur’s 
chameleon is one of six loans from Queen Elizabeth. The City Palace Museum in Udaipur has sent 
works never loaned before. Although diplomatic complications prevented the miniatures from 
Tehran and St Petersburg that were shown in Switzerland from travelling to America, the Met’s 
version of “Wonder of the Age” has added works from the Aga Khan’s collection and the Bodleian 
Library in Oxford. The Freer Gallery in Washington, DC, has sent its treasured 17th-century 
masterpiece, “Humayun Seated in a Landscape”, which was painted by Payag for Jahangir’s son, 
the emperor Shah Jahan.

Curated by John Guy of the Met with the Rietberg’s Jorrit Britschgi, this show celebrates the 
efforts of a small group of passionate scholars who, several decades ago, embarked on a mission 
to identify individual painters. Indian scribes signed their manuscripts but the artists who 
illustrated them were often anonymous. Eberhard Fischer, director of the Rietberg for more than 
three decades until 2006, began the art-historical hunting expedition to name names. “It is the 
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person behind the painting whom we care for,” he says. Mr Fischer soon had the co-operation of 
two colleagues and friends, Milo Beach, former director of the Freer Gallery, and B.N. Goswamy, 
an art historian at Punjab University at Chandigarh.

The three wise men of Indian painting attracted other scholars to the project. Many began 
searching palace archives, pilgrimage registers, account books and land registries in an effort to 
do for Indian art what Bernard Berenson had done decades earlier in giving names to those 
painters who had previously been lumped together as Italian primitives.

The scholars found signatures embedded in many paintings just waiting for someone to take the 
trouble to look. More often, connoisseurship was their tool. This combination of a good eye, 
intelligence and intuition, combined with long experience of looking at Indian art, led to the 
identification of dozens of artists. Links between generations have become clear, as have the 
influence of brother upon brother, the place of an artist in an atelier, the travels from one court 
to another and the influence of imported European art. This research, which appears in a two-
volume survey, provides the show’s scholarly background.

This is the first time that an exhibition of this scale has concentrated on particular artists, their 
families and ateliers, rather than on the regions of India or particular patrons and rulers. The Met 
show begins with examples of the earliest surviving portable images in Indian art. Between the 
12th and 16th centuries these manuscript illustrations, painted on palm leaves, were miniaturised 
versions of the vast murals that decorated Jain and Buddhist monasteries. The images, painted in 
flat, primary colours, are often the only surviving visual record of those murals.

The exhibition continues through the Hindu Sultanate (beginning around 1500) and into the 
golden age of the Mughals. One of the last images is a portrait of Maharaja Jaswant Singh II of 
Jodhpur. The photograph was hand-coloured by an artist named Shivalal. The sitter’s pearls and 
emeralds, his gold sword hilt and black bristling moustache dazzle in a way that no undecorated 
sepia print could duplicate. Alas, it did not dazzle enough. The arrival of cameras ended painting 
commissions.

The most important Indian painting exhibition for decades, “Wonder of the Age” has much to 
engage, delight and educate specialists and is as inspiring an introduction as a neophyte could 
hope to find. If you cannot go in person to New York, be sure to buy the catalogue. It is an 
education and a treat.

“Wonder of the Age: Master Painters of India 1100-1900” is at the Metropolitan Museum of Art in New York from September 28th until January 8th 

2012. The single-volume exhibition catalogue, by John Guy and Jorrit Britschgi, is priced at $45. The two-volume survey, “Masters of Indian 

Painting”, is edited by Eberhard Fischer, Milo C. Beach and B.N. Goswamy and published by Artibus Asiae, £120
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Correction: Translators

We failed to identify the translators of two recently reviewed books. “School Blues” by Daniel 
Pennac (“Flight path (http://www.economist.com/node/21528577) ”, September 10th) was 
translated by Sarah Ardizzone and “Life and Fate”, which we wrote about in the same issue 
(“War, peace and love (http://www.economist.com/node/21528582) ”), was translated by Robert 
Chandler. Our apologies to both.
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Michael Hart
Michael Hart, father of e-books and founder of Project Gutenberg, died on 
September 6th, aged 64

AMONG the episodes in his life that 
didn’t last, that were over almost 
before they began, including a spell 
in the army and a try at marriage, 
Michael Hart was a street musician 
in San Francisco. He made no 
money at it, but then he never 
bought into the money system 
much—garage-sale T-shirts, 
canned beans for supper, were his 
sort of thing. He gave the music 
away for nothing because he 
believed it should be as freely 
available as the air you breathed, or as the wild blackberries and raspberries he used to gorge 
on, growing up, in the woods near Tacoma in Washington state. All good things should be 
abundant, and they should be free.

He came to apply that principle to books, too. Everyone should have access to the great works of 
the world, whether heavy (Shakespeare, “Moby-Dick”, pi to 1m places), or light (Peter Pan, 
Sherlock Holmes, the “Kama Sutra”). Everyone should have a free library of their own, the whole 
Library of Congress if they wanted, or some esoteric little subset; he liked Romanian poetry 
himself, and Herman Hesse’s “Siddhartha”. The joy of e-books, which he invented, was that 
anyone could read those books anywhere, free, on any device, and every text could be replicated 
millions of times over. He dreamed that by 2021 he would have provided a million e-books each, 
a petabyte of information that could probably be held in one hand, to a billion people all over the 
globe—a quadrillion books, just given away. As powerful as the Bomb, but beneficial.

That dream had grown from small beginnings: from him, a student at the University of Illinois in 
Urbana, hanging round a huge old mainframe computer on the night of the Fourth of July in 
1971, with the sound of fireworks still in his ears. The engineers had given him by his reckoning 
$100m-worth of computer time, in those infant days of the internet. Wondering what to do, 
ferreting in his bag, he found a copy of the Declaration of Independence he had been given at the 
grocery store, and a light-bulb pinged on in his head. Slowly, on a 50-year-old Teletype machine 
with punched-paper tape, he began to bang out “When in the Course of human events…”

This was the first free e-text, and none better as a declaration of freedom from the old-boy 
network of publishing. What he typed could not even be sent as an e-mail, in case it crashed the 
ancient Arpanet system; he had to send a message to say that it could be downloaded. Six 
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people did, of perhaps 100 on the network. It was followed over years by the Gettysburg 
Address, the Constitution and the King James Bible, all arduously hand-typed, full of errors, by Mr 
Hart. No one particularly noticed. He mended people’s hi-fis to get by. Then from 1981, with a 
growing band of volunteer helpers scanning, rather than typing, a flood of e-texts gathered. By 
2011 there were 33,000, accumulating at a rate of 200 a month, with translations into 60 
languages, all given away free. No wonder money-oriented rivals such as Google and Yahoo! 
sprang up all round as the new century dawned, claiming to have invented e-books before him.

He called his enterprise Project Gutenberg. This was partly because Gutenberg with his printing 
press had put wagonloads of books within the reach of people who had never read before; and 
also because printing had torn down the wall between haves and have-nots, literate and illiterate, 
rich and poor, until whole power-structures toppled. Mr Hart, for all his burly, hippy affability, was 
a cyber-revolutionary, with a snappy list of the effects he expected e-books to have:

Books prices plummet.
Literacy rates soar.
Education rates soar.
Old structures crumble, as did the Church.
Scientific Revolution.
Industrial Revolution.
Humanitarian Revolution.

If all these upheavals were tardier than he hoped, it was because of the Mickey Mouse copyright 
laws. Every time men found a speedier way to spread information to each other, government 
made it illegal. During the lifetime of Project Gutenberg alone, the average time a book stayed in 
copyright in America rose from 30 to almost 100 years. Mr Hart tried to keep out of trouble, 
posting works that were safely in the public domain, but chafed at being unable to give away 
books that were new, and fought all copyright extensions like a tiger. “Unlimited distribution” was 
his mantra. Give everyone everything! Break the bars of ignorance down!

The power of plain words

He lived without a mobile phone, in a chaos of books and wiring. The computer hardware in his 
basement, from where he kept an unbossy watch over the whole project, often not bothering to 
pick up his monthly salary, was ten years old, and the software 20. Simple crowdsourcing was his 
management style, where people scanned or keyed in works they loved and sent them to him. 
Project Gutenberg books had a frugal look, with their Plain Vanilla ASCII format, which might 
have been produced on an old typewriter; but then it was content, not form, that mattered to Mr 
Hart. These were great thoughts, and he was sending them to people everywhere, available to 
read at the speed of light, and free as the air they breathed.
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Overview

In August America’s inflation increased to an annualised rate of 
3.8%, the highest level since September 2008. Non-farm real 
average weekly earnings fell by 0.8% in the month, or 1.8% year-
on-year.

In the second quarter of 2011, America’s current-account deficit 
narrowed to $118 billion, $4.5 billion less than forecast.

India’s central bank increased interest rates by 25 basis points to 
8.25%, the 12th rise in 18 months.

In July the euro-zone trade surplus was €4.3 billion ($6.2 billion), 
more than double economists’ forecasts but slightly less than the 
€4.7 billion in July 2010. Exports increased by 5% but imports 
rose by 6% year-on-year.
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Output, prices and jobs
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The Economist commodity-price index
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GDP forecasts

The IMF has cut its forecasts for economic growth in its twice-
yearly World Economic Outlook. It expects world GDP to increase 
by 4% in 2011 and 2012, some 0.3 and 0.5 percentage points 
lower than previously expected in its June interim forecast. 
Divergence in growth between the rich and developing economies 
is expected to become increasingly marked. The predicted output 
for the 34 advanced economies that account for 52% of the 
world’s GDP was reduced by 0.6 percentage points to 1.6% for 
2011 and by 0.7 points to 1.9% in 2012. Meanwhile, the fund 
expects the 150 emerging and developing economies to grow by 
6.4% in 2011 and by 6.1% in 2012, just 0.2 and 0.3 points lower 
than in its June forecast.
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Trade, exchange rates, budget balances and 
interest rates
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Markets
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Agricultural subsidies

Government support for agriculture in the mostly rich countries of 
the OECD fell to 18% of total farm receipts in 2010, a record low 
since the OECD, a think-tank, began measuring this in 1986. High 
commodity prices reduced the need to prop up domestic prices, 
and reinforced the declining trend in support to agriculture. But 
support has increased in some emerging markets. As a share of 
total farm receipts, subsidies in China have risen from 6% in 1995 
to 17% in 2010, thanks largely to the government’s efforts to 
develop its rural economy. The global financial crisis and drought 
in Russia caused large exceptional assistance to farmers in 2009-
10: a fifth of their gross income came from government support.
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