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Praise for Three Billion New Capitalists


 



“The argument echoes Thomas Friedman’s The World is Flat, but Prestowitz’s analysis is more thoughtful than Friedman’s pro-globalization cheerleading . . . It’s a lucid and sobering forecast.”

—Publishers Weekly


 



“While Thomas Friedman is celebrating that the world is flat, Prestowitz, a former Reagan administration trade official, is warning that for many of us on that flat road to globalization, the sky is falling.”

—St. Petersburg Times


 



“Compelling and sobering reading.”

—American Prospect

 



“This is a sobering warning that should be read—and remembered—by anyone who cares about America’s economic future.”

—Richard J. Durbin, Assistant Democratic Leader, 
United States Senate

 



“[Prestowitz] lays out his case clearly and surprisingly painlessly—though the facts themselves are rather chilling.”

—Miami Herald


 



“Once again, Clyde Prestowitz is the canary in America’s economic coal mine. We ignore his counsel at our peril.”

—Senator Jeff Bingaman

 



“Lucid and compelling . . . an important message for all of us.”

—Business Today (Indian publication)

 



“A fascinating journey from place to place offering revealing stories and anecdotes about globalization.”

—Dallas Morning News


 



“Prestowitz is even better than Friedman in exposing the mindless arrogance of the current Washington consensus.”

—Washington Post Book World 


 



“This is a thoughtful, thought-provoking book that must be read.”

—Jagdish Bhagwati, author of In Defense of Globalization


 



“A provocative read that is sure to spark much-needed discussion and debate among business leaders, policymakers and economists about globalization and the impact it has on the sustainability of the American dream.”

—J. T. Battenberg III, Chairman and CEO, Delphi Corp

 



“[Prestowitz] is a modern mercantilist: trade freely with your friends, and strategically with everyone else. In a world of sovereign states, this is not a bad rule.”

—New York Review of Books


 



“Clyde Prestowitz has always been ahead of the curve in understanding and explaining the trends that shape our global economy. In Three Billion New Capitalists, he once again combines lively and interesting explanations with lucid and even prescient analysis.”

—Hernando de Soto, author of The Mystery of Capital 
and The Other Path


 



“In his provocative and thoughtful analysis, Clyde Prestowitz lays out in rapid-fire succession the unique forces that are reshaping the global economy, and the failure of the United States to grasp that its relative economic superiority, competitiveness and power are slipping away.”

—Ambassador Charlene Barshefsky, 
former U.S. Trade Representative
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We See Globalization as a “mega-trend” . . . 
that will shape all other trends.


—NATIONAL INTELLIGENCE COUNCIL’S PROJECT 2020

 



 




Intel will be okay no matter what. We can adjust. 
But in addition to being Chairman of Intel, 
I am also a grandfather, and I wonder what 
my grandchildren are going to do.


—CRAIG BARRETT, CHAIRMAN, INTEL






PROLOGUE

The United States is on the
 comfortable road to ruin.

MARTIN WOLF

 



 



It is January 25, 2005, and as I sit down to write this prologue, I see today’s New York Times on the table next to my computer with a headline saying:




DOLLAR’S STEEP SLIDE ADDING TO TENSIONS U.S. FACES ABROAD 

Under the Times is yesterday’s Financial Times. Its front page lead headline reads:




CENTRAL BANKS SHUN U.S. ASSETS 

On page two of the FT is another headline:




DOLLAR AT THE MERCY OF SMALL GROUP OF CENTRAL BANKS 

Under the FT is yesterday’s Wall Street Journal. The lead headline on page A2 reads:




CHINA ON PATH TO OVERTAKE U.S. ECONOMY 

At the bottom of the same page, another headline:




BIG SILICON VALLEY FIRMS THRIVE, BUT JOBS ARE FEW 

Then, toward the bottom of the stack, today’s FT:





STRATEGIC DIALOGUE POINTS TO THAW IN BEIJING–NEW DELHI RELATIONS 

The text begins: “This is a quiet watershed in global diplomacy. If you look at the decades ahead and at the economic rise of China and India then this will be one of the world’s most critical relationships.”

 



Last but not least, the Washington Post, with another arresting headline on the front page of the business section:




LOCKHEED TEAM WINS REDESIGN OF MARINE ONE 

Marine One is the presidential helicopter, and a Lockheed/European consortium has beaten Sikorsky’s all American bid to build a new squadron of choppers for ferrying the President. The deal may be the first step toward renewal of the Pentagon’s entire helicopter force. Although Lockheed is the American face on the deal, the key elements of the choppers will be largely designed and built by Italy’s Augusta Westland. A key factor in this decision is that U.S. chopper technology seems to be lagging while the European Union’s is surging in response to the same kinds of government subsidies that have helped make the Airbus the world leader in commercial jetliners.

 



I am struck by two things. First, all these headlines come from just two days’ worth of big newspapers that are widely read in American policy and journalistic circles. Second, no one is talking about what these headlines mean. Each by itself suggests a significant trend with enormous potential consequences, but none of the papers editorializes on even one of those trends, let alone connects the dots. If you read the newspapers and watch the TV news and talk shows, you probably think that the most important events for the United States during the first weeks of 2005 were the elections in Iraq, the appointment of Condoleeza Rice as Secretary of State, and President Bush’s inaugural address. But the real news is the serious flaw at the heart of the global economy, the uncertainty surrounding the dollar, the loss of U.S. financial sovereignty, the decline of U.S. technological leadership, and the rise of China, India, and the European Union. These developments  add up to a shift of the global balance of influence away from the United States.

Granted, these subjects aren’t visually dramatic and stirring like Iraq, Rice, and the inaugural, but they are more important, both strategically for the United States and the rest of the world and for you personally. As the headlines attest, important people in China, India, Japan, and Europe are getting worried and paying a lot of attention to these issues. So while your eyes may glaze over at mention of the trade deficit or competitiveness, you ought to be a bit alarmed that in the United States even the people whose job it is to pay attention—the policymakers, academic economists, media analysts, and bureaucrats charged with keeping America’s economy running so that it will be morning in America for your children as it was for you—aren’t.

It should concern you even more that while key American business leaders say they “want to be part of China’s strategy” of economic development, America doesn’t have a strategy. The economic views now dominant in the United States hold the very consideration of such a strategy to be contrary to America’s interests. That American rates of saving are near zero and are accompanied by huge federal budget deficits is not a problem, goes the thinking, because both stimulate economic growth. That the deficits have to be financed by ever more borrowing from abroad, and that this strategy is mortgaging large U.S. assets to foreign lenders, it is argued, should be of no concern because the foreigners will always put their money here since America will always yield the best returns. And if tax holidays, bureaucratic pressure, and managed exchange rates are luring U.S. factories to foreign shores, not to worry. These are gifts to U.S. producers and consumers. Sure, some workers will lose their jobs, but that will only free them up to do more productive work somewhere else.

Or so it is argued. But the economic thinking that allows American leaders to take these positions and the worldview this thinking supports are badly out of touch with reality. Whether it recognizes the fact or not, the United States has a de facto economic strategy, and right now it is to send the country’s most important industries overseas.

Consider 9/11. The terrorists who attacked the World Trade Center and the Pentagon left many clues about their intent, and suspicious developments were not lacking. The problem was a failure of imagination by the U.S. government and the public at many levels. No one connected the dots because no one was prepared to realize that new and powerful forces were coming into play. No one imagined that the United States could be vulnerable. No one could put their feet into the shoes of the Jihadists and think like them. Are America and the world in for another kind of 9/11 disaster—an economic one? Of course, it wouldn’t kill people, not directly, but it would create great hardship around the world.

Let me tell you where I see the dots leading. We know the U.S. trade (current account) deficits—about $650 billion in 2004—are filling the coffers of the world’s central banks with dollars, so many dollars, in fact, that several key central bankers are saying they have too many and that the United States may not be able, or may not intend, to make good on its international financial obligations. These bankers see that, even if the dollar devalues dramatically, America may no longer have the capacity to raise its exports sufficiently to balance the trade accounts. For the first time since the end of World War II there is a possible alternative to the dollar as the world’s money, the euro. For the first time in memory, countries are reducing their dollar holdings. Russia is shifting its monetary reserves from 70 percent dollars and 30 percent euros to the reverse. The OPEC countries have reduced their dollar holdings from 67 percent of reserves to about 50 percent. Other big dollar holders, like Japan and China, are nervous.

The nightmare scenario—an economic 9/11—is a sudden, massive sell-off of dollars; a world financial panic whose trigger might be as minor, relatively speaking, as the assassination of a second-rate archduke in a third-rate European city. A collapse of the dollar and its consequent abandonment as the world’s reserve currency would create a deep recession in the United States. Gas and fuel prices would soar, anything imported would suddenly become much more expensive, interest rates would jump, as would unemployment. The “stagflation” of the 1970s—slow growth and high unemployment combined with double-digit inflation and double-digit interest rates—would look like a walk in the park. And since the United States is at present the world’s only major net importer, all of the exporters that depend on it for their  economic stability would suffer severely as well. It’s the thought of these consequences that makes the big dollar holders so nervous, and makes them, for now, hold on to their excess dollars.

Another reason for their nervousness is that the preferred solution of rapidly rising U.S. exports in response to a falling dollar may not be feasible. For one thing, U.S. exports and imports do not always move in tandem with the dollar. More important, however, are the current limits on U.S. manufacturing and service providing capacity for exports. Manufacturing, the biggest part of U.S. trade, now accounts for just 12.7 percent of American GDP—less than health care. Current manufactured exports are about $620 billion while exports of services amount to about $340 billion. To cut the roughly $650 billion trade deficit even in half only by exporting would require more than a 30 percent increase in exports of both manufactures and services. But many of these industries are already running at 80 or 85 percent of capacity. This suggests that when the adjustment comes, it almost surely will be largely through reduced consumption, which very likely means a recession if not worse.

The really significant news is that even if the world can avoid the nightmare scenario, we are all in for a bumpy ride. The forces now altering the global economic future are too strong to be turned back. Since the fall of the Berlin Wall in 1989, three billion new capitalists have joined the world’s economy, and we have barely begun to feel their impact. The virtually endless supply of labor, much of it skilled, in China and India, combined with the negation of time and distance by the Internet and global air delivery, will create a new and challenging competitive environment for countries, companies, and individuals. Those who can do things no one else can do will prosper, but those without special skills will face long hours and low pay. The dwindling role of the dollar in international finance will mean a decline in living standards for Americans (for the simple reason that this country won’t be able to run chronic trade deficits if other nations don’t have to accept dollars as payment). And no industry will be safe from competition. Services, research and development, and basic research, in which the West now leads the world, could all follow manufacturing to Asia.

Whether slowly or quickly, the forces now bringing wealth and power to the East will also bring crisis and painful adjustment to the West. But although the East will regain its historic place as the center of the world, it will also face huge challenges in providing clean air, clean water, and disease control for its huge populations. These are challenges and crises that cannot be avoided, but they can be managed—if we wake up.





CHAPTER 1

 Icebergs Ahead

America is in danger of following Europe down the tubes,
 and the worst part is that nobody knows it.
 They’re all in denial, patting themselves on the back
 as the Titanic heads for the icebergs full speed ahead.

—ANDY GROVE

 



 




As the headlines listed in the prologue attest, many world figures now fear that a crisis scenario may no longer be a fantasy. American leaders are not concerned. None other than former Secretary of State Colin Powell recently told the Atlantic Monthly that, “The United States cannot be touched in this generation by anyone in terms of military power, economic power, the strength of our political system, and our values system.”

There are good reasons for Powell’s confidence. With just 5 percent of the world’s population, the United States accounts for over 30 percent of its production and almost 40 percent of its consumption. At $11 trillion, America’s gross domestic product is more than twice as big as that of the next largest national economy, and its real per capita income is far above that of any other major country. Its language, American English, is the language of commerce worldwide, and the U.S. dollar is the world’s money. Go anywhere in the world and people will tell you how much something costs in dollars and will accept dollars without hesitation. Indeed, Americans have a special privilege in this regard: whereas others must first earn dollars in order to buy oil or wheat or Toyotas on the international market, Americans only need to print more dollars. Of the world’s 1,000 largest corporations, 423 are American, and the New  York and Nasdaq stock exchanges account for 44 percent of the value of all the stocks in the world.1 The United States is home to the world’s finest universities and the overwhelming majority of its leading research centers, and it spends more on research and development than the next five countries combined.2 It is, quite simply, the richest, most powerful nation the world has ever seen.

Americans long ago adopted the view that helping the rest of the world get rich is good for America. And thus, for the past half century, the United States has—through the process of globalization—orchestrated the growing integration of national economies to create an international exchange of goods, services, money, technology, and people. The results have been as intended and expected. This globalization has largely been directed by America, but it has enhanced American wealth and power by enabling others, particularly our allies, to flourish. It was this process, not military threats, that won the Cold War by lifting billions in the free world out of poverty and creating centers of wealth and power around the planet. In Asia, Japan became the world’s second largest economy; other countries like Singapore and South Korea flourished so greatly that they became known as “tigers.” Across the Atlantic, the European Union grew from six to twenty-five countries and introduced the euro, the first common European currency since Roman times. In Latin America, Mexico has attracted huge foreign investment by becoming a virtual extension of the American economy, and Brazil is flourishing by dint of American and other foreign investment.

Although American corporations initially led globalization, they are no longer the only or even the dominant players. Sony, Nokia, Cemex, and Samsung are just a few of the growing numbers of non-American companies that have become global household names. Of course, American influence has not disappeared. American music, clothing styles, sports stars, and movies are not the only entries, but they set the pace, as have Silicon Valley entrepreneurs and the Nobel Prize winners of great American universities like MIT, Harvard, Stanford, and Caltech. Some people and countries have been uncomfortable with the American flavor of this system and have criticized globalization as a euphemism for Americanization. Yet they have found it hard  to resist—one of McDonald’s most successful restaurants being on the Champs Elysées in Paris, for example.

In the end everybody seems to want to join, and in fact almost everybody has joined. “Globalization” was an odd term to use during the Cold War because half the world was socialist or communist and not playing. A citizen of the communist bloc who dared to even suggest playing risked being purged (or worse) as a hated “capitalist roader.”

Over the past two decades, however, China, India, and the former Soviet Union all decided to leave their respective socialist workers’ paradises and drive with their combined 3 billion citizens onto the once despised capitalist road. Although these people are mostly poor, the number having an advanced education and sophisticated skills is larger than the populations of many first world countries. They are arriving on the scene in the context of revolutionary changes. A series of global treaties, concluded largely at American behest, has dramatically lowered trade and investment barriers, making the old rutted capitalist road a lot smoother. With contract manufacturers that can produce anywhere in the world and express delivery companies like FedEx and UPS that can deliver anywhere in the world in thirty-six hours, the road has become a highway. Finally, the global deployment of the Internet negated time and distance for transactions that can be done in bits instead of atoms. Now the highway is a high-speed capitalist raceway, and those 3 billion new people driving on it are, effectively, in your office and living room, and you are in theirs. All of this has generated a whole new wave and model of globalization that is turning the world upside down.

The global economic system was designed during the Cold War to attract these newcomers to capitalism, but no one actually anticipated that they would join or what their absorption into it would mean. Although this new wave of globalization has many potential advantages for everyone, it also poses serious challenges. It comes at a time when a fundamental flaw in the international economic structure has combined with American self-indulgence and Asian mercantilism to stress the system and make it vulnerable. The irony here is that the winners of the Cold War were less prepared for victory than the losers were for defeat. Thus the impact of the new wave, if not handled carefully, could bring the whole system crashing down.




They Can’t Move the Snow to India 

It was in the winter of 2003 that my oldest son, Chummy, gave me my first glimpse of the powerful forces being unleashed by the new capitalists and how they might interact with the old system and structures. We were skiing on the north side of Lake Tahoe in California, where he lives. On the lift he asked if I would consider coinvesting with him in a local snow-removal company.

“What do you mean by snow removal?” I asked, somewhat surprised because my son is a high-level software developer.

“Well,” he explained, “the company has contracts to plow the parking lots and access roads of the hotels and vacation condominiums around here whenever it snows, and that happens pretty frequently between November and May.”

“But what on earth are you doing,” I exclaimed, “going into something as mundane as snow plowing?”

“Dad,” he said, “they can’t move the snow to India.”

It took a minute for that to sink in. It had never occurred to me that my son had anything to fear from India or anywhere else in terms of his career path. It was I, after all, who had advised him to go into computer science, secure in the knowledge that it would put him in a position to write his own ticket. When I asked if his job was in any danger, he thought it unlikely but noted that “outsourcing” is the new management buzzword.

“You can never be sure,” he said, “that some MBA hotshot with little knowledge of the technology but a big need to impress top management with his or her sophistication won’t decide to move the whole operation offshore to India or elsewhere.”

My son further explained that all the big consulting and service firms like Bearing Point, IBM, Deloitte, and others were making daily pitches to top management on how much they could save by outsourcing to India.

After asking about the snow removal company’s financial status and agreeing to put in a few dollars, I decided to add India (where I hadn’t been in twenty years) to the countries in Asia I was scheduled to visit over the next four weeks.

At my first stop in Tokyo, discussion centered almost exclusively on China. The tone of the talk was somewhat schizophrenic. Several years ago the Japanese had feared being “hollowed out” as China took over production of steel, machine tools, and electronic components, but now they were talking of China as an opportunity. They even spoke of China possibly replacing America as the world’s growth engine and of Japan orienting itself more toward China and less toward America. They were proud of their corporate and national strategy for maintaining a strong manufacturing base that allowed them—unlike the United States, which they said had little to sell—to capitalize on the China boom. Yet in the hon-ne, or real truth, of quiet conversation after a few drinks, Japanese corporate and government leaders alike wondered how Japan would be able to compete with China in the future.

In Beijing and Shanghai I was struck again, as I have always been during my visits over the past twenty years, by the rapidity of China’s continuing modernization. Stay away from China for six months and you no longer recognize the place when you return. As I took the twelve-minute ride from the airport to downtown on Shanghai’s new maglev bullet train, I couldn’t help thinking how nice it would be to have something like this in America. That thought recurred over the next few days as I made my rounds of factories, government offices, consulting firms, and think tanks. By now everyone knows that China is the world’s location of choice for low-cost commodity manufacturing. But what I kept hearing and seeing was that it is also rapidly becoming the location of choice for high-tech manufacturing and even research and development.

This impression was greatly strengthened by my visit with old friends at Motorola in Beijing. In the 1980s, as the U.S. trade deficit began to soar, Motorola was a prime leader in an effort to ensure continued high-tech production in the United States through a coordinated industry–government program to improve U.S. high-tech competitiveness. Now, I was told, Motorola had just moved a big part of its manufacturing and R&D to China.

I winged on to Singapore, where I was scheduled to meet with the senior minister and father of his country, Lee Kuan Yew. I knew that Lee, having foreseen that China would displace Singapore as a low-cost manufacturing location, had been urging a new high-tech and service-oriented strategy for the now wealthy and high-cost city-state. How did he view the future? With concern, was the answer. China was moving much faster than even he had anticipated, and India’s domination of services was completely unexpected.

In India, after a tour of Delhi, Hyderabad, Chennai, and Bangalore, I realized I was seeing a revolution—a different, more exciting, and more challenging future than I had imagined. In the “accent neutralization” classes at call center training schools, I listened to English-speaking Indian young people learn to sound like people in Kansas or Ottawa. Thus, if you’re a customer of Dell Computer or United Airlines or some other U.S. company phoning a call center to get tech support or make reservations for a trip, you will think you’re talking to someone across town or in another American city; you won’t realize that India is at the other end of your line. In Hyderabad I met with Raju Ramalinga, the founder of Indian infotech services provider Satyam, and I listened as he explained how in 1972 he had started sending programmers to U.S. clients for limited software writing contracts. Now, at their request, he has taken over complete management of those clients’ back offices all over the world. By doing the work at the Satyam campus outside of town, he cuts client costs by 70 percent. In Bangalore I saw 1800 Indians with Ph.D.s in electrical engineering and computer science designing Intel’s latest chips. Again, the cost savings were huge; more importantly, Intel couldn’t find the same number of equally qualified people in the United States. In Chennai I visited the new biotech industrial park to be directed by Krishna Ella, a University of Michigan Ph.D. who, after several years at the leading edge of biotechnology in the United States, has come home to India, where costs are 20 percent of those in the U.S. market. By the end of my tour, I understood my son’s interest in snow removal. I also understood why the notion of outsourcing was sending shivers down the spines of millions of formerly secure upper-middle-class professionals who were beginning to appreciate how blue-collar workers feel about visiting the unemployment office.

I flew home via Frankfurt and Paris. On the Lufthansa flight from Delhi, I read the cover story in Der Spiegel about whether, in response  to global competition, Europeans could bring themselves to change from their current thirty-five-hour work week to a forty-hour one. After what I had seen over the past three weeks, the question seemed trivial. Can Europe survive? is more appropriate, I thought. But then I remembered that the maglev trains in Shanghai were built in Europe, that Finland has a trade surplus with China, and in Europe my cell phone would work everywhere, instead of only in certain locations, as it does in the United States.

At Charles de Gaulle Airport in Paris, I bought a pile of newspapers and magazines for the flight to Washington Dulles. The Guardian of London had a front-page story about how the deficit-ridden British National Health Service was thinking about air-expressing blood samples to India for analysis to save money. Lab results would be returned via e-mail.

As I arrived in Washington, tax time was fast approaching. So I booked a quick appointment with my tax accountant at a medium-size local firm. As we chatted about my expenses, donations, and deductions, I happened to mention that I was just back from India.

“India!” he exclaimed. “We just did a deal to move our whole data processing operation to Bangalore. Your taxes will actually be calculated there.” He explained that the move was saving the firm 80 percent on its processing costs. (I wondered why my bill was not being reduced, but that’s another book.)

That night I phoned my daughter to let her know I was back and to get caught up on the grandchildren. She lives on the island of Maui and home-schools her two children. Mentioning that I had been in Singapore, I wondered how the kids were doing with the Singapore math curriculum I knew she was using.

“Oh,” she responded, “it’s great. In fact, they have a new twist now. The kids go online with Singapore and have headphones so they can talk to the teacher there while following the lesson on their computers. They think it’s like Star Wars. They love it. And they’re doing very well.”

Incredible, I thought. When I worked for Scott Paper Company back in the 1970s, globalization meant setting up a subsidiary in Brussels. Now it means studying abroad by staying in your own living room.

A few weeks later, back in California to attend a meeting of Intel’s policy advisory board, I found its chairman, Andy Grove, lamenting the decline in both U.S. spending on research and development over the past two decades and the number of Americans obtaining degrees in science and engineering. At the same time, Grove pointed out, critical scientific infrastructure spending is being neglected, and the nation’s premier research universities are falling into decrepitude. He said, “America is in danger of following Europe down the tubes, and the worst part is that nobody knows it. They’re all in denial, patting themselves on the back as the Titanic heads for the icebergs full speed ahead.”

I had come full circle. My son and Grove were pointing from their different perspectives to the same phenomenon, which I had just observed firsthand while circling the world. I realized that the impact of the 3 billion new capitalists on the old globalization structure would generate difficult questions with enormous historic significance. To understand how historic and how difficult, let’s review a bit of the past.




Globalization: The First Wave, 1415–1914 

The present system of Americanized globalization is the crest of a Western swell that began to rise in Portugal nearly six hundred years ago. In 1415 China and the area we now call India produced about 75 percent of the global GDP. America was still undiscovered, and the countries of Europe were insignificant and backward. They were aware of the wealth of the East only because Arabs who controlled the overland trade routes deigned from time to time to let a few scraps fall from the table to the Western “infidel” dogs. In Lisbon, King John I’s third son, Henry, wondered if it might be possible to get around the Arabs and go directly to the source of the wealth by sea. At Sagres (now Cape St. Vincent, the southwestern tip of Europe) he established history’s first national base for exploration and globalization. Think of it as an early version of Florida’s Cape Canaveral and Henry’s project as a kind of Apollo mission. Except that the prince was aiming not for the moon but to get around Africa. To do so, his shipwrights developed  the caravel, a fast, maneuverable ship without which none of the great expeditions, including that of Columbus, would have been possible.3 The caravel was not large because it was meant to carry a compact but highly valuable cargo—information.

The caravels were the information technology of the day, and Henry sent them as probes along Africa’s west coast, charging his captains to “boldly go where no man has gone before.” They did, finding ivory, gold, and slaves from which come the names Ivory Coast, Gold Coast, and Slave Coast for parts of Africa. But the real prize wasn’t the Africa trade, it was the news that Bartholomeu Dias brought back in 1488 after rounding the southern tip of Africa into the Indian Ocean. That information led to two seminal expeditions. Columbus had hoped that Portugal would fund his scheme of getting to the Indies by going west. When he realized the Portuguese could get there on their own by going around Africa, he turned to Spain for help, with historic consequences. Just as historic was the 1498 expedition of Vasco da Gama, who took a Portuguese flotilla to Calicut on India’s west coast.

The sailing, navigational, and naval warfare technology of the Portuguese was superior to anything in Asia. By 1511 Portugal controlled the Straits of Hormuz on the Persian Gulf, had made Goa the capital of its possessions in India, and had taken control of Malacca. It dominated the Indian Ocean and opened sea trade with Siam, the Moluccas or Spice Islands, and China. Spices, drugs, gems, and silks—which for centuries had passed from China and the Indies across the Arabian Sea to the Middle East and then through Venice and Genoa to Europe—were now carried west around Africa on Portuguese ships. The effect was immediate and dramatic. The Egyptian sultans, for example, had kept the price of pepper high by limiting shipments to 210 tons per year.4 With the Portuguese in the game, pepper prices in Lisbon fell to a fifth of those in Venice. Overnight, Egyptian–Venetian trade was destroyed, shifting the power of Venice to Portugal without a shot being fired. That was the first demonstration of the power of globalization.

This demonstration was not lost on the Spanish, Dutch, English, and French, who quickly adopted and adapted the new Portuguese technology for expeditions of their own. Over the next four hundred years, these five countries (later to be joined by the fledgling United  States and Japan) on the periphery of Europe, comprising less than 2 percent of the earth’s surface and less than 20 percent of its population, exploited these advantages to create world-girdling empires that gave the West both economic and geopolitical dominance. The Industrial Revolution cemented this dominance, opening an enormous gap of productivity and wealth between the industrializing countries of the West and the rest. For example, as late as 1830, Latin America, Asia, and Africa accounted for 61 percent of the world’s manufactured goods; by 1913 that share was down to 8 percent.

The industrial revolution also tied the world together tighter than ever before. Capital markets became internationalized as the gold standard established a common international medium of exchange that facilitated enormous capital flows. At its peak, for example, Britain’s net overseas investment was running at 9 percent of GDP.5 This was also a period of great movements of people, with annual immigration into places like the United States and Argentina running at rates up to 26 percent of the existing population. Many contemporary observers felt the world economy was becoming so integrated as to make its fracturing and war impossible. Tragically, however, this view proved wrong; World War I, the Great Depression, and World War II put an end to globalization for nearly forty years.

In 1947, with the consequences of aborted globalization vividly in mind, Western leaders prepared for a second round. But it wasn’t globalization of the whole world, as Asia accounted for only 8 percent of global output, and half the world’s population was in the communist or socialist camp and wasn’t playing.




Globalization: The Second Wave, 1947–2000 

This second wave of globalization was orchestrated by America, and its purposes, philosophy, and actors were very different from those of the previous wave. Instead of expansion, the objective was to rebuild areas devastated by the war and regain living standards and opportunities for a new generation. There was also the need to construct economies and a trading system that would avoid the pitfalls of the  past while providing an attractive alternative to the expanding communist model and defending against the threats of the Cold War. To achieve all this, protectionism and the mercantilist efforts of the past forty years to control critical resources and technologies had to be discarded in favor of open markets and free, nondiscriminatory trade driven by corporations and their key executives.

To put this into practice, the United States—together with its European allies and later with Japan and others—negotiated agreements culminating in the creation of the World Trade Organization, which reduced tariffs, removed barriers, and established nondiscriminatory rules for conducting global trade. As the strongest and richest country and the only one undamaged by war, the United States led the way by reducing its tariffs and opening its markets more than the others.

Gold was the currency of the first wave of globalization; in 1947 the dollar was made the currency of the second. There was some discussion of creating an international currency, but the idea never got off the ground in the face of U.S. opposition. The dollar, however, was linked to gold, so that any country could exchange dollars for U.S. gold reserves at the rate of $35 per ounce. All other currencies (e.g., the British pound, the French franc, and the Japanese yen) were valued at a fixed rate against the U.S. dollar. As part of the war recovery effort, the rates were set to make the dollar strong, thereby making it easier for other countries to export to the United States.

With this free trade, dollar-based system in place, the noncommunist world turned to reconstruction and the transition to peacetime economics. The Marshall Plan in Europe and the Dodge Plan in Japan focused on government programs to set production in motion. In both Europe and Japan, incentives to generate the personal savings necessary for funding investment in new factories were emphasized. Consumer credit was limited, and in Europe retail stores operated on restricted hours and not on weekends. Sales and value-added taxes were levied on consumption, while interest income on savings accounts and stock dividend payments were exempted from taxation. In tandem with this effort to stimulate savings and investment went the provision of various incentives to spur exports. By taking advantage of foreign, principally American demand, exports could justify the large-scale production facilities that would yield the economies of scale necessary to be competitive in world markets. This drive to “catch up” and be competitive was particularly important in Japan. In lieu of the armed forces now banned by the new American written constitution, industrial and technological competitiveness became akin to national security.

In contrast to Europe and Japan, the United States came out of the war as the major producer in almost every industry. It had no concerns about production. But its leaders were haunted by the fear that, absent wartime demand, the economy would lapse back into the depression from which the war had jolted it. America thus adopted a strategy of spurring consumption. Home mortgages were made easier to obtain, with interest being tax deductible. Credit cards were made easily available, and interest on consumer credit purchases was also made tax deductible, while interest and dividends earned on savings accounts and investments were fully taxed. So while Europe and especially Japan focused on saving, investing, producing, and exporting, America’s growth policy was one of borrow, spend, and consume.

Initially the results were just what everyone wanted. The twenty-three years from 1950 to 1973 were the golden age of global growth. The U.S. economy boomed as it never had before. Europe and Asia did likewise. Using the latest technology developed as a result of the war effort and achieving unparalleled economies of scale based on history’s first mass market, U.S. producers were the low-cost producers even as they paid the highest wages. Productivity rose at record rates, and incomes soared, with per capita U.S. wages hitting a peak in 1973 of $30,713 (in 2002 dollars).6 The United States was becoming a true consumer’s paradise, and Europe and Japan were also getting rich by investing and producing to supply American consumers along with their own increasingly eager shoppers. The action was led by so-called multinational companies as more and more producers found opportunities in foreign markets and strove to stay competitive by expanding abroad. The rising costs of investment in large-scale factories and especially in expensive research and development could increasingly be recovered only by operating in large global markets. Expansion was rapid as names like IBM, Coca Cola, Sony, and Unilever became household words around the world.


The End of Gold 

But as early as 1971 a problem emerged that would prove indicative of things to come. All the incentives were working—too well. Americans were consuming like crazy, while the Europeans and especially the Japanese were investing, producing, and exporting like crazy. As a result, U.S. trade and international payment balances began to move into deficit for the first time in nearly a hundred years, and dollars began to pile up in foreign bank coffers. Then, as now, some governments were uneasy about holding all the dollars. Unlike now, however, there was a remedy then, or so the French leader Charles de Gaulle thought. He began exchanging excess dollars for gold bars from the U.S. reserves at Fort Knox. Soon the U.S. reserves were melting like butter in summer. Faced with maintaining the international financial system (which it had largely designed) by adopting austerity measures that would cut consumption in order to balance trade or scrapping the system, Washington unilaterally decided to scrap the system. On March 3, 1971, President Richard Nixon simply halted any further exchange of gold for dollars. Treasury secretary and former Texas governor John Connally commented that “the dollar is our currency, but your [the foreign countries’] problem.”7


Thus was created the dollar-standard system that has prevailed ever since. All other currencies would float or be fixed against the dollar, and their economies would have to adjust according to the vagaries of U.S. economic policy. The United States, on the other hand, could now buy whatever it wanted with its own money without apparent consequences to itself or obligations to others. Even more than before, it could forget about saving and run continuous trade deficits as long as the rest of the world was prepared to accept dollars or had no other alternative. Whereas other countries had to more or less balance their trade over time and only consume roughly as much as they produced, the United States didn’t have to sell anything in order to buy. It could simply print dollars with no link to any value except the “full faith and credit of the United States.” Other currencies would bear all the burden of adjusting global trade balances. What a deal! America could now truly be the world’s consumer of last resort while also controlling  financial markets. In short, it could play the dominant role in globalization regardless of what others desired or did.


Can America Compete 

Or could it? In the fall of 1981 I reported for my first day of work as a newly appointed official in the Commerce Department. My new boss, Secretary Malcolm Baldrige, told me my job was to reduce the trade deficit, especially that with Japan, which had reached $14 billion.8 Without realizing it, I was in on the beginning of the great debate that raged throughout the 1980s over U.S. competitiveness and the viability of the second wave of globalization. Some countries had discovered their central banks could keep the dollar strong and their exports rising by purchasing greenbacks in the foreign exchange markets. Meanwhile, in lieu of any external discipline, Americans continued to consume more than they produced. The resultant soaring trade (technically current account) deficit had to be financed by foreign investors, and some observers feared that the United States was becoming too dependent on a continual inflow of foreign capital.

Meanwhile, U.S. manufacturers were continuing to lose business and jobs. Toyota and Honda were chewing up Detroit. All U.S. television makers went out of business. In a seminal event whose effects (discussed in Chapter 7) are still felt today, Japanese electronics makers took over the video recording business from its inventor, Ampex, and Silicon Valley’s semiconductor producers laid off thousands in the face of Japanese competition. Nor was the impact limited to the United States. European manufacturers also increasingly experienced loss of market share to Japanese and other Asian producers. Even more important than the immediate loss of jobs was the fate of manufacturing, which many saw as the source of most research and development, most productivity gains, and the highest wages. It was also seen as very much affected by linkages, meaning that the loss of one industry like video recording could result in the loss of many of the supplier and follow-on industries as well.

The ensuing discussion about what was wrong and what to do  raised several key issues concerning the whole system: the meaning of free trade, the government’s role in promoting economic development, the trade deficit, the level playing field. At the core of the debate was the fact that, as de Gaulle had perceived, there was no market discipline on the United States. It could ignore saving, budget deficits, and competitiveness issues as long as it could print dollars and have them accepted by the rest of the world.

In the end, the debate petered out inconclusively. The dollar fell a bit in the wake of a 1986 deal between the United States, Europe, and Japan to orchestrate joint intervention in foreign exchange markets; and tax increases coupled with spending curbs cut the U.S. budget deficits a bit. Then the fall of the Berlin Wall and the collapse of the Soviet Union enabled a dramatic cut in U.S. defense spending, and the U.S. trade deficit was actually balanced in 1991, when foreign donations to help pay for the Gulf War against Saddam Hussein outweighed the U.S. deficit. The rise of the PC turned Microsoft and Intel into the world’s leading technology companies, while a semiconductor agreement with Japan guaranteed the U.S. industry about 20 percent of the Japanese market. Americans switched from driving cars to SUVs, vans, and trucks, and thereby bought Detroit a few more years until the Japanese could bring out their own models.

The longest economic expansion in American history began in 1992 and seemed to confirm the view that there was no competitiveness problem. The U.S. economy moved to services and created more jobs than it had in twenty years. Real wages and median family income increased for the first time since 1973. The advent of the Internet and the dot.com mania seemed to confirm the expectation that America and other advanced countries would move on to sophisticated services and innovative high technology as manufacturing moved to developing countries. Then, for the first time in twenty-eight years, the U.S. budget went into surplus.9 Americans still consumed more than they produced and needed capital inflow from abroad, but the foreigners were only too anxious to invest in the NASDAQ and the dot.coms. Globalization was announced as America’s strategy. Through globalization the world would become rich, and thus democratic, and thus stay at peace.

Then the American bubble burst as most of the dot.coms went belly up, the economy went into recession, the budget went back into deficit, and the trade deficit, which had never gone away, exploded. Particularly significant was the fact that the trade deficit exploded even in high-tech goods, while services exports that had been expected to fill the gap failed to do so. Meanwhile, the Japanese and European economies remained stagnant and increasingly dependent for growth on exports to America. All the old questions of the 1980s had come back, but in a new context.




Globalization: The Third Wave 

Today a third wave of globalization is washing over the world. Riding its crest, the two giants of Asia—China and India—are coming back into their own after six hundred years of impoverishment and servitude. The key elements of this new wave are the negation of time and distance and the rapid transfer of technology from advanced to developing countries. The already struggling machinery of the American-led globalization of the Cold War will be battered and strained further, perhaps beyond repair, by the impact of the 3 billion new capitalists. The new wave will dramatically change corporate strategy, the balance of power, and the everyday lives of billions of people, from the elite “masters of the universe” to ordinary citizens in America and abroad. It will empower individuals as never before and bring into action talents and players long ignored. One of its defining characteristics is that it will be less driven by countries or corporations and more driven by real people. It will unleash unprecedented creativity, advancement of knowledge, and economic development. But at the same time, it will tend to undermine safety net systems and penalize the unskilled. Nondiscriminatory and already less American and less first world, it will challenge the livelihoods of heretofore secure professionals in Europe, the United States, and Japan. Indeed, it will challenge all the conventional economic wisdom as it shifts wealth and power to Asia.

For example, take immigration. Historically America has attracted immigrants in search of opportunity and work. More recently this has  also been true of Europe and even, to a lesser extent, of Japan. Now, however, the flow is going the other way. Some of the work is emigrating to seek the workers, and former immigrants are going home where opportunities now seem better. China has become the location of choice for global manufacturing, while India is becoming the destination for software development and services.

These new players are creating new markets and ways of doing business as well as substantial and badly needed centers of demand in the global economy. China has just displaced America as Japan’s biggest trading partner and is supplying the demand for possible Japanese growth. Its enormous appetite for food and primary resources is also spurring development from Indonesia to Brazil. At the same time, the new wave is rapidly raising demand for scarce water, accelerating desertification, and poisoning both the water and the air with pollution. On top of that is the question of energy. The entire world will become more dependent than ever on Persian Gulf oil suppliers, even as the price of oil ratchets ever upward. Both energy and environmental issues will challenge not only the United States but also China and India and the rest of the world (see Chapter 9).

As these developments shift the basic structure of the global economy, they are calling into question assumptions that have long dominated global economic policies. Business executives, economists, and political leaders have resisted rethinking them even when they seemed seriously out of whack with realities. These issues remind me of the flaws in the Titanic, since the global system could founder on them, absent new thinking more compatible with the realities of the new wave of globalization:
• The U.S. trade deficit is now over $600 billion, or about 6 percent of GDP annually. As a result, the United States has swung from being a major creditor nation to having the biggest debt—now nearing $3 trillion. These unprecedented amounts, however, have been dismissed as potential problems. They have even been called signs of strength by some who claim they just mean the U.S. economy is growing faster than others. This growth also supposedly makes it easy to finance them because foreigners will  want to invest in the fast-growing U.S. economy. More recently, however, leaders like Federal Reserve chairman Alan Greenspan and former chairman Paul Volcker have begun to express concern that the deficits may be unsustainable, while the headlines included in the Prologue testify to the concern of foreign leaders. The United States now needs a fix of over $2 billion a day of foreign money coming in. Without new thinking, there may be a day when it doesn’t come.

• Behind the trade deficit lies the zero savings of American households, the federal budget deficit, and the excessive savings rates and mercantilism of a number of other countries. None of these phenomena are sustainable.

• Can, and should, the dollar last as the world’s currency? Heretofore there have been no real alternatives; but with the advent of the euro and discussion of an Asian currency unit, that situation is changing. The special role of the dollar as the world’s money removes all financial discipline from the United States and enables currency manipulation by other countries. This is the key Titanic-like flaw in the current system. It cannot last. But how and when to change are crucial questions not presently being addressed.

• Does manufacturing matter? In the United States, manufacturing has declined from 23 percent of GDP in the 1980s to 12.7 percent today. Europe and Japan have also seen a decline but smaller than in the United States. The conventional wisdom holds that the structure of an economy, what it makes, and the services it provides are not terribly important and should not be the subject of government policy. According to this view, linkages between industries and technologies are unimportant, and technology development is independent of manufacturing and production. This view also seems to be at odds with the realities of the third wave of globalization. Beyond that is the question of balancing the trade deficit, which is mostly in manufactured goods. But the United States does not have enough physical manufacturing capacity to export its way to anything approaching a trade balance even if the dollar goes to zero value. Services exports can surely rise, but it is unlikely they can completely fill in the gap. Without  some development in manufacturing, therefore, the only way out of the trade deficit is a significant cut in consumption. Thus the question, Does manufacturing matter?

• Economists have held it as an article of faith that high-tech manufacturing and services are done in advanced countries, while routine, low-value work is done in developing countries (see Chapter 9). But China has more semiconductor plants under construction or about to go into operation than America has. All mobile phone makers have moved most or much of their R&D to China. Nor does India limit itself to mundane software development; it also works at the cutting edge. As for services work, radiology, heart and joint replacement surgery, and pharmaceutical development are regularly outsourced to India. U.S. and European companies emphasize that they do a lot of high-tech work in China and India because they can’t get it done as well at home.

• It has long been assumed that as manufacturing jobs disappeared, the service industries would provide secure, high-paying jobs to compensate for the loss of manufacturing. That view, however, is pre-Internet and pre–third wave. It may not be sustainable in the world of 3 billion new capitalists all online.

• The view that the uniquely inventive U.S. economy will always maintain economic leadership by doing the next new thing no longer necessarily holds. U.S. spending on research and development has declined in critical areas, and its technology infrastructure is deteriorating. Other countries are graduating more scientists and engineers, while America graduates fewer and fewer. Most important, the leading U.S. venture capitalists and technology firms are taking R&D and new start-up company development to Asia as fast as possible.

• The MBA and the American business model have had great influence on how business is done worldwide. The success of U.S. business has been largely attributed to its management and its focus on shareholders as opposed to stakeholders. Yet much of the U.S. business success has been due to government support and fortunate circumstances. The change in circumstances and the rise of strong non-American companies with different concepts of  their purpose and objectives may require a whole new way of thinking about business.

• Although Western, particularly U.S., business leaders tend to disdain intervention in their affairs by their own governments, they frequently curry favor with authoritarian foreign governments. This practice may make them more subject to the policies of foreign governments than their own. Ironically this situation has been fostered by Western government officials who disdain the whole notion of an economic strategy. None of this thinking may be sustainable in the wake of the third wave of globalization.

• The level playing field concept is much loved by Western political leaders who are quick to call Asian countries trade cheaters while insisting that Western workers can compete with any on “a level playing field.” But the truth is they can’t. Advanced country workers with the same skills as Chinese or Indian workers will not be able to compete unless they are willing to accept Indian or Chinese wages. Moreover, in a peculiar way, the playing field will tilt toward the two new giants of the global economy. The potential size of their markets, their endless supply of low-cost labor, the unique combination of many highly skilled but low-paid professionals, and the investment incentives offered by their governments will constitute an irresistible package that will attract investment away not only from the first world but from other developing countries as well. China, for example, could be a real problem for Mexico. The only sensible response is massive investment in education and up-skilling of the workforce. Only those who have capabilities no one else has or can work better than anyone else will be secure.

• Americans are likely to find themselves increasingly uncompetitive as individuals. They have never understood the extent to which their high standard of living has been the result of good luck rather than personal virtuosity. In the new world of no time and no distance where education will be at a premium, the poor quality of U.S. secondary education will be even more of a disadvantage than it is now. American students now rank near the bottom of all the comparative international tests. To have any chance  of competing on a level playing field, the United States will have to find a way to reverse that situation.

• Unless China and India go totally off the rails, they will become the world’s largest economies in the middle of this century. The European Union is already the world’s largest economic unit and will remain larger than the United States indefinitely. Despite U.S. military might, the balance of international influence and power is already shifting. As the National Intelligence Council says, the international power situation is more fluid now than at any time in the past half century.10 The challenge for the United States will be to play its currently powerful cards to shape a new balance of power favorable to its interests in a future when it will be relatively much weaker. Will its pride allow it to recognize that reality?
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