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Politics this week



The first of three presidential “debates” took place in Denver. Most pundits declared it a victory for the Republican challenger, Mitt Romney. Although neither he nor the president landed any knockout blows, Mr Romney appeared both more relaxed and more focused; the president seemed listless, rambled in his answers and seemed unable to make the case for his own re-election. One usually well-disposed analyst wondered whether a stunt double had been sent in his place. Mr Romney needed a victory: polls have shown him slipping in all the crucial swing states that will determine the outcome on November 6th. See article

A state judge blocked an attempt by the Republican-led legislature in Pennsylvania to introduce a strict ID requirement for voting in next month’s elections. The judge ruled that time was too short for voters to acquire the necessary documents.

Ross Perot, the last man to launch a significant third-party bid for the presidency, in 1992 and 1996, emerged from public silence to warn that America, which this year is running a deficit of more than $1 trillion for the fourth year in a row, is heading for “disaster”.

Barack Obama came under criticism for his administration’s failure to prevent the death of Christopher Stevens, America’s ambassador to Libya, in Benghazi in September. It is becoming increasingly clear that American diplomats had known of a threat to diplomatic staff from jihadists.

They can come true

An unexpected result in  Georgia’s parliamentary elections saw Bidzina Ivanishvili’s Georgian Dream coalition beat President Mikheil Saakashvili and his United National Movement. Mr Saakashvili was praised for graciously accepting defeat. It will be the first peaceful transition of power in Georgia’s history. See article

Officials from the “troika”—the European Commission, the IMF and the European Central Bank—arrived in Athens to press for more public-expenditure cuts before they can approve the next tranche of Greece’s bail-out. Yannis Stournaras, Greece’s finance minister, is under pressure to find an extra €2 billion ($2.6 billion) of savings to satisfy the inspectors. See article

François Hollande’s Socialist government faced a new tax revolt from a group of French entrepreneurs furious about a jump in capital-gains taxes proposed in the 2013 budget. Calling themselves “Les Pigeons”, French slang for “the fall guys”, they used social-media sites to rail against the measure. See article

Good odds

Colombia’s president, Juan Manuel Santos, underwent surgery after saying that he had been diagnosed with prostate cancer. He said he has a 97% chance of recovery. The start of his government’s peace talks with the FARC guerrillas were delayed by a week. A number of Latin American leaders, such as Brazil’s Luiz Inácio Lula da Silva and Dilma Rousseff, Venezuela’s Hugo Chávez and Paraguay’s Fernando Lugo have suffered the disease in recent years. All have survived.

The Mexican government announced that it had captured Iván Velázquez Caballero, a leader of the violent Zetas mob and one of Mexico’s most wanted criminals. Previous arrests of high-ranking gangsters have not caused drug trafficking or the murder rate to decline.

The government of Ghana detained an Argentine military vessel, the Libertad, at the request of NML Capital, an investment company that holds bonds on which the Argentine government defaulted in 2001. Holders of 93% of that debt have taken part in a voluntary restructuring, and Argentina vows it will not pay those who stayed out.

Pressing dislike

In the Philippines popular anger grew over a new internet law. The Cybercrime Prevention Act deals with crimes including identity theft, online fraud and child pornography. But critics say that provisions relating to libel could mean prosecution for postings on social networks such as Facebook or Twitter. Protesters hacked the websites of the president and both houses of Congress.

At least 38 people were killed in Hong Kong when a pleasure cruiser collided with a ferry. Seven crew members from the two vessels were arrested. The crash was Hong Kong’s worst maritime accident in more than 40 years.



America sent the first batch of Osprey tilt-rotor aircraft scheduled to replace ageing helicopters at the marine base at Futenma in the Okinawa island chain in southern Japan. Okinawans resent the huge American military presence and say that the Ospreys, involved in accidents which have killed 36, bring a fresh danger to local residents. But some officials hope they will send a strong message to China, which is acting aggressively around nearby islands controlled by Japan but claimed by China.

Crossing the line

Tension between Turkey and Syria rose sharply after five people in the Turkish border town of Akcakale were killed by Syrian shelling. Turkish artillery retaliated, reportedly killing several Syrian soldiers near the town of Tel Abyad. See article



At least 40 people were killed in explosions in a government-controlled district of Syria’s second city, Aleppo, as fighting raged between President Bashar Assad’s forces and rebels.

Iraqi officials said September had been the country’s deadliest month for two years, with at least 365 people dying in attacks, many of them multiple bombings, carried out mainly by Sunni extremists against Shias, who dominate Nuri al-Maliki’s government.

Iran’s currency, the rial, lost more than 25% of its value against the dollar on October 1st and 2nd. The government blamed the fall on Western sanctions imposed on Iran because of its nuclear plans, but the government’s own economic and financial mismanagement is to blame. See article

At least 26 people were killed in a college in the town of Mubi, in north-eastern Nigeria, apparently after a student election stirred ethnic and religious strife. The town had already been under a curfew because of an insurgency in the north by Boko Haram, an Islamist group. See article

The Shabab, a militant movement linked to al-Qaeda, abandoned Somalia’s port city of Kismayo, its last urban stronghold, as Kenyan troops backing the country’s new government took over. See article
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Business this week



The yuan strengthened to 6.285 against the dollar, the near-highest since China introduced its modern currency regime in 1994. A strong yuan hurts Chinese exports and may spur the authorities in Beijing, faced with a slowing economy, to intervene.

Global manufacturing remained subdued in September, with purchasing-managers’ indices weak in many countries. China saw its PMI nudge up to 47.9, from 47.6 a month earlier. (Anything below 50 implies a contraction.) The euro zone’s index has now been languishing for 14 months in a row. In France it plummeted from 46.0 to 42.7, one of the sharpest monthly drops since the survey began in 1998.

Things looked cheerier in American factories, where the ISM index of manufacturing activity beat expectations and crept up to 51.5, ending three consecutive months of contraction.

New car sales in America rose by 12.8% in September compared with a year earlier, to an annualised 14.9m vehicles, the zippiest rate since March 2008. Toyota and Honda led the way: their American sales soared by 42% and 31% respectively. Chrysler’s sales rose by 12%.

Tesco reported a 11.6% drop in pre-tax profits in the first six months of the year, to £1.7 billion ($2.6 billion). The fall, the first for the British supermarket chain in 18 years, came after weak sales in Europe and Asia and heavy investment at home.

Bank of America agreed to pay $2.43 billion to investors who claimed that it had misled them about the acquisition of Merrill Lynch, a troubled bank, in 2008. See article

Authorities in New York sued JPMorgan Chase for an alleged fraud by Bear Stearns, an investment bank it bought during the financial crisis. Investors lost more than $20 billion on mortgage-backed securities issued by Bear Stearns. JPMorgan Chase said it would contest the claims. See article

No trouble brewing

Shareholders in Fraser and Neave, a Singapore-based conglomerate, voted to relinquish control of its beer business to Heineken. The Dutch brewer will pay S$5.6 billion ($4.6 billion) for a 40% stake in Asia Pacific Breweries, which makes the popular Tiger brand, to add to the 56% it already owns, bolstering its position in Asia, the world’s fastest-growing beer market.

Nasdaq had to cancel some trades in the shares of Kraft Foods, which had recently switched its listing from the New York Stock Exchange, after a glitch caused their price to jump by 29%. The incident came a day after American regulators met to discuss concerns about the impact of technology on market stability.

What’s mine is yours

The board of Xstrata recommended its shareholders to back the merger with Glencore after the Swiss commodities trader revised its offer from 2.8 to 3.05 Glencore shares for each Xstrata share. The Anglo-Swiss miner’s owners will decide on the deal in November.

News Corporation hired a senior official from America’s Securities and Exchange Commission and a former federal prosecutor to head new compliance units at its television, film and publishing arms, tarnished by the phone-hacking scandal. John McCoy and Brian Michael will work under Gerson Zweifach, the media giant’s general counsel and its new chief compliance officer.

Google unexpectedly dropped its complaint, filed with the International Trade Commission, alleging that Apple had infringed patents owned by Motorola Mobility, which the search giant bought in May for $12.5 billion. Speculation swirled as to whether Google was planning to resubmit the suit in a federal court.

Hewlett-Packard’s shares hit a nine-year low after Meg Whitman, the tech firm’s boss, warned that earnings may slide steeply in 2013 in every business except software.

Lost in the woods

Nokia is looking to sell and lease back its headquarters outside Helsinki. The move could raise €200m-300m ($260m-390m) for the cash-strapped phonemaker.

Meanwhile, a group of former Nokia employees raised €200m ($259m) for a mobile operating platform based on MeeGo, a technology the Finnish firm ditched for Microsoft’s Windows. Their start-up, Jolla, plans to unveil a new phone later this year.

Marjorie Scardino will step down as chief executive of Pearson (part-owner of The Economist) in January. Dame Marjorie took the helm 16 years ago, becoming the first female boss of a FTSE 100 company and turning a broad conglomerate into an education and publishing group. She will hand over to John Fallon, head of Pearson’s international-education division.
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KAL's cartoon



More KAL's cartoons
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America's election

Everything to play for

The race for the White House has got even closer. Now the candidates must face up to the real issues



WHAT was starting to seem like a boringly foregone conclusion came alive on the night of October 3rd. In the first of America’s three presidential debates, an affable and unruffled Mitt Romney outclassed Barack Obama. The president looked and sounded tired, and failed to mount anything remotely resembling a clear defence of his four years in office, let alone an inspiring vision for the four to come.

For Mr Romney, the debate came as a relief after a difficult month. Since the Republican and Democratic conventions there has been a sizeable poll bounce for Mr Obama, but nothing of the sort for Mr Romney. Two PR disasters took their toll in September. In one, the Republican contrived to sound petty and unstatesmanlike just as news was breaking that the American ambassador to Libya had been murdered by extremists; in another, the rich businessman appeared to have written off 47% of the country as useless parasites who would vote for his opponent because they did not pay income tax.

As a result, although Mr Obama went into the first debate with a lead of just three points in the national polls, he was ahead in nine of the ten “swing states” that will determine the outcome, while Mr Romney led by only a fraction of a point in the tenth, North Carolina (see article). In Ohio, long considered the most reliable bellwether in the union, Mr Obama had a lead of more than 5%. Even on the issue that should be Mr Romney’s trump card, voters’ perceptions of who would do best on the economy, the Republican had fallen behind.

Mr Romney has not so much a mountain to climb as a whole series of steep hills, and not very much time to do so (the election is on November 6th). In this week’s debate he clambered up the first of those slopes. In the past an assured performance like the one Mr Romney gave in Denver has had an effect. Ronald Reagan, famously, was on track to lose to the incumbent Jimmy Carter in 1980 until his showing in the debate helped to upend the contest. In 2004 John Kerry closed a big gap with George W. Bush with his own performance, though not by enough to win. Mr Obama still has to survive two more presidential debates (and a vice-presidential one pitting Paul Ryan against Joe Biden), several possibly gloomy economic reports and the possibility of an October surprise, either at home or abroad.

Time to choose carefully

All this points to a race in which the outcome will be uncertain to the very end. Nobody knows whose voters are more likely to turn out to vote, and how much difference might be made by a last-minute TV-advertising blitz, for which the Republicans have more cash available than the Democrats. Remember, too, that individual state polls are notoriously unreliable.

The hope is that, in the final month, voters may turn to considering the issues in a bit more depth (in our American and digital edition we this week publish a 20-page briefing on them, also available online). Even by the low standards of recent times, both candidates have run negative, small-minded campaigns. Mr Obama’s descent into the gutter has been especially tawdry. Rather than defend his own record or lay out what he wants to do about the deficit, the erstwhile candidate of hope has set his attack dogs on such weighty issues as how much tax Mr Romney paid or how many jobs were lost at Bain Capital, a company that Mr Romney for the most part ran rather well. The best Democratic speech of the season was actually made by Bill Clinton. Those failures caught up with Mr Obama in Denver this week. He can do a lot better than that.

Mr Romney’s small-mindedness is of two sorts. First, he has absurdly tried to blame Mr Obama for the full horrors of a recession the president inherited from Mr Bush and which economists give him credit for coping with (see our poll in this article). Second, Mr Romney has repeatedly run away from saying in detail what he would do. That may be because he wants to avoid restating the impractical and extreme positions he embraced to win his party’s nomination (everything from banning civil unions to refusing to raise any new taxes to deal with the deficit). But Mr Romney’s case for election, given his long record as a flipflopper, is hard to pin down.

A divided nation, a vital decision

Whatever happens on November 6th, America will emerge from this election an extremely divided country. At present nearly two in three whites will vote for Mr Romney: and four out of five non-whites will vote for Mr Obama. The ideological divide is wider than in any recent election. Mr Obama is still moaning that the rich should pay more taxes. Mr Romney still tends to blame big government for everything. A Romney victory would see a very sharp change of direction, with deep cuts in both taxes and spending and the repeal of Mr Obama’s cumbersome health-care and financial-services reforms. However, given that neither man is being very precise, whichever side loses will be able to claim in January that the new president has no real mandate for the changes he seeks.

 Explore our interactive guide to the 2012
presidential election

The pettiness of the campaign seems especially striking given the challenges the next president will face. Consider the deficit. America’s gross debt stock now exceeds 100% of GDP—and three waves of fiscal crisis are approaching. The immediate one is the 5% hit to GDP that will occur after January 1st as the Bush tax cuts expire and deep Congress-mandated cuts to government spending are triggered. In the medium term, there is the need to close a deficit that is running at above $1 trillion this year for the fourth year in a row. And then there is the tsunami of “entitlements” that America’s elderly expect to get, but which the country cannot afford. Hope flickered when Mr Romney picked Mr Ryan as his running mate: the conservative congressman is one of the few politicians to have looked at this problem seriously, and to have produced a plan, one that makes uncomfortable but necessary reading. Instead Mr Ryan appears to have been silenced, transmogrified into a check-shirted all-American Dad whose principal interest is hunting.

Every election tends to get billed as the most important for decades: but this one really is. It is time the candidates and the public started treating it that way.



This article was downloaded by calibre from http://www.economist.com/node/21564234/print

 
 

 | Section Menu | Main Menu | 







| Next | Section Menu | Main Menu | Previous | 



Georgia

Over to you, Bidzina

A peaceful transfer of power could be a triumph—but only if the winners behave as well as the losers



ACROSS most of the old Soviet Union, rulers keep voters at bay. But in parliamentary elections on October 1st Georgians had a real choice, and took it. They dumped the United National Movement of the president, Mikheil “Misha” Saakashvili, and gave victory to Georgian Dream, a coalition backed by an enigmatic billionaire, Bidzina Ivanishvili (pictured).

That the choice existed at all was admirable (in an election in Belarus last month the opposition did not win a single seat). Mr Ivanishvili deserves credit for opening a political system that Mr Saakashvili’s forceful young technocrats have dominated since they swept to power in the Rose revolution of 2003. Though the opposition clamoured that it was fighting a criminal dictatorship, the authorities let it (mostly) campaign freely—and (the real test) win. Mr Saakashvili has gracefully conceded defeat (see article). Under a revised constitution, Georgia will become a parliamentary rather than presidential republic. So Mr Ivanishvili will become prime minister now and gain more powers later; after a year of cohabitation, Mr Saakashvili will give way to a successor with less clout.

Peaceful political and constitutional change is routine in much of Europe. But it is rare (the Baltic states aside) in the old Soviet Union. By conceding, Mr Saakashvili has admirably secured his reformist legacy, demolishing claims that his rule was Putinesque in its heavy-handedness. Westerners who trusted him can feel vindicated. For his part Mr Ivanishvili stoked suspicions about his own judgment when he demanded that Mr Saakashvili step down immediately (he quickly backtracked). The constitutional position is clear: Mr Saakashvili has another year to go. He is ready to work with his victorious opponent, despite the deepest of disagreements. Mr Ivanishvili should reciprocate.

Consolidating Georgia’s democracy would be good; keeping reform going would be even better. It is easy to be gloomy. Mr Ivanishvili’s ragtag coalition is united mainly by his own largesse. Its ranks include xenophobes, chauvinists and those nostalgic for the old days, partly constrained by some distinguished pro-Western liberals who fell out with Mr Saakashvili. During the campaign Georgian Dream found it easy to lob insults at the government but did not come under much scrutiny itself. Now it will. Its policy platform—better relations with Russia and a fairer society—is troublingly vague. Georgia may stagnate or, worse, follow other ex-Soviet states into autocratic crony capitalism under the Kremlin’s shadow.

Love me or leave me

Mr Saakashvili’s lot lacked a solid opposition to hold them to account. Mr Ivanishvili’s new government will have one. The United National Movement will be alert for attempts to seize the spoils of power, rig the political system or launch witch-hunts. Having demanded that Georgia’s rulers accept a loyal opposition, Mr Ivanishvili must demonstrate that in power he can do the same. He should also show that he can improve ties with Russia without falling victim to its mischief-making and bullying. Poland has done that. Georgia could, too.

The big task for both sides is to repair the split the election has opened up in Georgian society between winners and losers of the past eight years. Modernisation benefited some people hugely, but unemployment and poverty remain shocking among the old, less educated and rural Georgians. Each side has demonised the other, far beyond the healthy rhetoric of a campaign for office. Accusations of tyranny, treachery and bigotry abound. Mr Saakashvili’s statesmanlike approach has belied his reputation for arrogant, erratic and vindictive behaviour. It has also set the standard for Mr Ivanishvili to beat.
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French reform

Wishful thinking

François Hollande has unveiled a tough budget. But he has failed to prepare the French for what lies ahead



NEXT to the turmoil and rage on the streets of Athens and Madrid, the anti-austerity manifs this weekend in Paris were pretty tame. In the first demonstrations against the Socialist president, François Hollande, a few tens of thousands marched peacefully. No barricades were erected, no cobblestones hurled. France, the euro zone’s second-biggest economy after Germany, has so far been spared the social upheaval—as well as the austerity—that has marred the battered periphery. Yet France has grave economic woes of its own. Unless Mr Hollande takes courageous steps this autumn to resolve them, he risks undermining the currency area’s very core.

France is a large, rich country and the world’s fifth-biggest economy. Although one credit-rating agency has stripped it of its triple-A status, its borrowing costs have fallen to historic lows. Household debt is modest. Per hour worked, French employees are productive. A high birth rate gives France a long-run advantage: in the next 25 years its population could even overtake Germany’s.

Yet two underlying weaknesses hold France back. One is a chronic inability, in good times as well as bad, under left as well as right, to bring down public spending. This now accounts for 57% of GDP, more even than in Sweden. France has not balanced a budget since 1974, and its debt, which finances all those splendid public services and an army of staff to provide them, has now reached 91% of GDP. The other weakness is a competitiveness gap that has opened up over the past decade with Germany. This is chiefly linked to rigid labour-market rules and payroll charges on employers, which between them keep labour costs high and deter job creation.

The upshot is that France has not generated enough wealth to pay for its lavish public spending. The French economy has stalled. Unemployment has passed 3m, or over 10%. And businesses are wary. PSA Peugeot has announced the first closure of a French car factory for 20 years.

The good news is that Mr Hollande and Pierre Moscovici, his finance minister, have at last woken up to the need to act. They understand that France’s credibility is at stake, and on September 28th unveiled a tough budget for 2013 that sticks to their commitment to reduce the deficit to 3% next year—and this despite discontent on the left over the budgetary constraints entrenched by Europe’s new fiscal treaty (see article).

The bad news is that more is needed. The government’s sums add up thanks only to over-optimistic growth forecasts, implying that the 3% deficit target may well be missed after all. And two-thirds of the €30 billion ($39 billion) of savings come from tax increases, including a new 75% top income-tax rate. Far better to insist on spending cuts, which do less harm to growth. France is already heavily taxed, and risks deterring its entrepreneurs with an increase in the charge on capital gains. More should be done to squeeze public spending; efficiencies could be found without salary or benefit cuts à la grecque.

More important, France requires a competitiveness shock to relaunch investment and growth. It should lighten payroll taxes (VAT or green taxes would do less harm) and loosen labour-market rules to give employers more flexibility over hours and wages in a downturn. The crisis has at least put such questions, once taboo, on the table: the government has given unions and bosses three months to discuss a deal. Mr Hollande argues that he does not want to ram change through. But he now must make the case for reform—in so far as he believes it—to confused voters, especially because his presidential campaign did not remotely prepare them for the effort.

The shock is yet to come

This is a critical moment for France, and also for the euro zone. Unless France restores its economic strength, it will be an enfeebled partner for Germany at a time when the two countries should urgently seek to work through their (many) disagreements. If France and Germany can settle on a deal for the euro, it will do much to bring stability to the currency area.

Mr Hollande has no excuses. The Socialists hold power at all levels, from the Senate and the National Assembly down to local government. He has little to lose, as he is already unpopular. And he is at the start of a five-year term, leaving time for his efforts to earn him an electoral payback. If Mr Hollande does not do the right thing now, he probably never will.
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The world economy

Investors, beware

As long as politicians in the world’s big three economies continue to dither, another global recession is possible



FOR investors around the world, the recovery seems assured. The MSCI global share index has risen almost 10% since July. The credit for this largely goes to central bankers. In July Mario Draghi, president of the European Central Bank (ECB), said he would do whatever it takes to hold the euro together. In early September the ECB pledged to be a lender of last resort to governments, albeit under certain conditions. Soon afterwards the Federal Reserve launched a new round of quantitative easing (printing money to buy bonds) and promised to keep buying assets until American unemployment was “substantially” less awful. Other central banks followed with loosening of their own, in part to stop their currencies from rising (see article). All this activism boosted share prices.

But is it justified? The surge in shares certainly looks odd in light of the recent economic statistics. Over the past few months global growth has slowed to its weakest pace since the 2009 recession, as the world’s big economies have lost steam simultaneously. American output is growing at less than 2%. Growth in China, which until recently was in double digits, appears to have slowed to around 7%. Japan’s economy almost certainly shrank in the third quarter. And the euro zone’s recession shows no sign of easing.

Financial markets, of course, are forward-looking. Investors are betting that sustained monetary loosening will perk up the world economy. Mr Draghi and his peers are certainly doing their bit. However, investors’ optimism ignores the fact that many politicians are being shockingly irresponsible. In different ways, politicians’ actions (or inaction) are the biggest short-term danger facing the American, European and Chinese economies. Judging by politicians’ current behaviour, the world economy could slow a lot further. It could even tip into recession in 2013.

Dithering, bickering and backtracking

The danger is most imminent, and obvious, in America, thanks to the so-called “fiscal cliff”. Under current law, America is set for a fiscal squeeze worth roughly 5% of GDP as the Bush tax cuts and a host of more recent temporary tax reductions expire at the end of this year, and deep cuts to defence and other types of federal spending kick in. If politicians do nothing, that fiscal squeeze would eventually send the weak economy back into recession.

That prospect is so horrible that most people assume the politicians will act, either just before the end of this year or early next. But no one knows what exactly they will do, or when. Nothing will happen until after the election on November 6th. And Congress is barely in session between then and the end of the year. The atmosphere of economic uncertainty is paralysing American business (see article). Investors are more relaxed, but their nonchalance may prove misplaced. Any plausible solution requires compromise between Republicans and Democrats in Washington, DC. Neither tribe seems in the mood for it. Ironically, the Fed’s boldness may have left lawmakers less worried about acting responsibly themselves.

Something similar is happening in Europe, where politicians seem to have interpreted the ECB’s actions as a licence to twiddle their thumbs. Spain is dithering about applying for a rescue package. Germany and other creditor countries are going back on their promises to use joint rescue funds to recapitalise banks. The Germans are obstructing the move towards common bank supervision. If this backtracking continues, the relief in the peripheries’ bond yields could prove short-lived, and the euro zone’s recession will deepen.

In China economic reform has stalled. To be fair, China’s politicians were wise to eschew a 2008-style credit binge to arrest this year’s slowdown. They have little appetite for another investment splurge. But they have failed to do enough to accelerate the shift from an export-led economy to one that relies on domestic consumption. They should be breaking up domestic monopolies and radically reforming the tax code (see article). Instead, the ruling Communist Party is utterly consumed with internal matters, such as who gets which job when its new leaders take over. As a result, China’s slowdown could be longer and more painful than necessary.

Not all politicians are behaving irresponsibly. Mexico seems close to a big labour-market overhaul. Brazil has combined a vigorous stimulus with steps towards trimming its growth-throttling payroll taxes. India’s government is, at last, stirring itself to action. But in the world’s big three economies, politicians are either dithering or doing damage. Central bankers alone cannot save the world economy. It is time for politicians to pitch in.

Correction: An earlier version of this article stated that the MSCI global share index has risen around 6% since July. The correct figure is about 10%. Sorry.
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China’s state capitalism

Not just tilting at windmills

China’s state-owned enterprises are increasingly getting it into trouble—abroad and at home



THIS week Barack Obama decided to block a private Chinese company from buying a wind farm near an American military installation in Oregon. Regardless of the rights and wrongs of the president’s decision—and it does come suspiciously close to the American election—it fits into a pattern that should worry China’s businesspeople and rulers. In the West many of China’s best companies are treated with suspicion: Huawei, a telecoms giant, has been blocked from some markets in America, and a bid by CNOOC, a state oil firm, to buy Canada’s Nexen has raised a storm. And it is not just the West. The leaders of Myanmar, hardly democratic capitalists, have also turned against some Chinese firms (see article).

Behind this suspicion lies the perception—strengthened by the re-emergence of the country’s vast state-owned enterprises (SOEs)—that China’s businesses are too close to the Communist Party. Many in the regime believe the SOEs’ growth has helped China’s rise. The reverse is true: the SOEs have cashed in on China’s progress. Far more importantly, they now look sure to hinder it in the future.

Retreat of the state

In the 1990s, there was a logic behind promoting the SOEs. Having seen post-Soviet state assets fall into the hands of oligarchs, China built up a select group of SOEs with cheap loans, land and energy, so that the wealth would remain with the party. The best of them are world-class. The combined profits of Sinopec and China Mobile in 2009 were greater than the profits of China’s 500 largest private firms together. Long-term and ambitious, the SOEs increasingly attract the country’s best graduates. They contributed heavily to the investment splurge that rescued China’s economy from the global financial crisis, contributing to a process critics call guojin mintui; “the state advances, the private sector retreats”. The party has encouraged the consolidation of SOEs in important industries, and protected them from foreign competition (see article).

In many ways the state suffers as a result. An independent Chinese study has found that if all the government’s grants and hidden subsidies were taken away, the SOEs would lose money. They pay hardly any dividends back to the government. Instead much of the wealth has ended up enriching SOEs’ chiefs and political patrons, frequently sons and daughters of Communist Party leaders, who are so powerful that they often outrank the heads of bodies supposed to regulate them. Money that could be much more efficiently allocated is instead reinvested into SOEs, reinforcing their strength, and their bosses’ fortunes. These vested interests are in turn some of the most strident opponents of political and economic reform, since they are the ones with the most to lose.

The SOEs’ power harms foreign firms in China, which are increasingly frozen out by regulatory or market-access barriers. Abroad, the SOEs also cause problems—and not just suspicions in America. Myanmar’s leaders have tired of the plundering of their country by unaccountable Chinese SOEs—one reason for their recent decision to open to the West. Most important of all, SOEs damage small and medium-sized Chinese enterprises, which are starved of money. This deprives China of the bamboo capitalists whose drive and innovation is needed more than ever now that economic growth is slowing.

The road China has taken from a centrally planned economy has been brave. The former prime minister, Zhu Rongji, in the late 1990s, took a sledgehammer to the weakest SOEs. But, more than a decade later, it is worrying to see those that survived tightening their grip. The party needs to take on the vested interests, start to privatise SOEs, open their sectors to competition and allow the private sector once again to help pull China forward. Some reformers in China know this must happen. In April the prime minister, Wen Jiabao, gave a speech attacking the monopoly power of big state banks. But he is stepping down, and it is not clear who might champion the cause in the new leadership that takes office in November. Hardliners fear that the survival of the Communist Party is at stake. But so is the economic miracle of the past 30 years.
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Letters

On the Doha round, Japan and South Korea, American society, Arab politics, the future of cars 

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

Doha talks 



SIR – Your leader on global trade talks rightly acknowledged the laudable aims of the Doha round, which “deliberately put poor countries first”, only to suggest that a new effort, a so-called Global Recovery Round, must leave agriculture aside (“Goodbye Doha, hello Bali”, September 8th). In your view, this next round should focus on industrial goods and services, as agriculture—which “makes up only 7% of world trade” (actually 9.2% according to WTO’s database)—should not “hold everything else hostage”. “Holding hostage” is simply asking WTO members to live up to the commitments they undertook when launching the Doha round. You imply that poorer countries must abandon their agenda because richer economies are not willing to make the very same tough political decisions they ask of the developing world.

The agricultural sector’s modest share of world trade is a consequence of protectionist practices in developed countries. But agricultural goods account for more than 60% of exports in some developing countries and are, according to the World Bank, the main source of income and employment for 70% of the world’s rural poor. Accepting a new round without agriculture would condemn a huge portion of the world’s population to poverty. For these nations, agriculture cannot be treated as a mere inconvenience for the rich world.

Alberto D'Alotto (Argentina)
Roberto Carvalho de Azevedo (Brazil)
Yi Xiaozhun (China)
Jayant Dasgupta (India)
Yonov Frederick Agah (Nigeria)
Faizel Ismail (South Africa)
Ambassadors to the WTO

Territorial disputes



* SIR – While I commend your article (“Ripping yarns”, August 18th) as giving a good general overview of the dispute over Takeshima, let me make a couple of points regarding your statement “Japan has often displayed a tin ear to South Korean sensitivities over the island, which it calls Takeshima, having acquired it in the process of annexing Korea”.

Multiple historical documents confirm that Japan had established sovereignty over Takeshima at least by the mid-17th century. Japan’s ownership of Takeshima has nothing to do with the annexation of Korea in 1910. After the second world war, in the process of drafting the San Francisco peace treaty, the Republic of Korea requested that Takeshima be included among the territories Japan should renounce, but this was rejected by the United States, and the treaty was signed in 1951. Notwithstanding all these developments, the Republic of Korea unilaterally declared the “Syngman Rhee Line” in 1952, an artificial boundary encompassing Takeshima in contravention of international law, and has been occupying Takeshima illegally ever since.

This dispute should be settled in a calm, fair and peaceful way based on international law. On August 21st, Japan officially presented the Republic of Korea with a diplomatic proposal to institute proceedings before the International Court of Justice concerning the dispute over the sovereignty of Takeshima. The Republic of Korea is an important member of the international community, and supports the rule of law in the global community through its activities in the United Nations and other international organisations. The Republic of Korea has also been promoting itself under the catchphrase “Global Korea”. Thus, Japan hopes the Republic of Korea accepts Japan’s proposal if it truly believes in its claim over Takeshima.

In light of the historical facts and based upon international law, Takeshima is an integral and inherent part of Japanese territory. It follows that the sole notation of Takeshima, not “Dokdo”, should be used.

Please keep in mind these points in your future reporting concerning Takeshima.

Hiroshi Suzuki
Minister
Embassy of Japan
London

* SIR – In reference to your article (“Barren rocks, barren nationalism”, August 25th), the Senkaku islands are an inherent territory of Japan in light of historical facts and based upon international law. Japan has valid control over them, and there exists no issue of sovereignty to be resolved.

From 1885 onwards, the Japanese government conducted on-site surveys of the Senkaku islands time and again, which thoroughly confirmed that they were uninhabited and showed no trace of having been under the control of any state, including China. Thus, it made a cabinet decision in January 1895 to formally incorporate them into Japanese territory. Japan acquired sovereignty over the Senkaku islands in accordance with the ways of duly acquiring territorial sovereignty under international law (in particular the occupation of terra nullius), and they have constituted an inherent part of Japan’s territory ever since. Your statement that “the Chinese emperor objected to Japanese attempts to incorporate the Senkakus into Okinawa” is simply not true.

After the second world war, Japan renounced Taiwan and the Pescadores islands in accordance with Article 2 of the San Francisco peace treaty of 1951, but this did not include the Senkaku Islands. They were placed under American administration in accordance with Article 3 of the same treaty, along with Okinawa. The administration rights over the Senkaku islands were reverted to Japan in 1972 in accordance with the agreement to return Okinawa. Japan has always retained sovereignty over the Senkaku islands even when they were placed under American administration. Therefore, your statement that “in the 1951 peace treaty between Japan and the United States, as well as in the agreement to return Okinawa in 1972, the Senkakus’ sovereignty was left vague” is contrary to the facts.

China did not raise any objection when the San Francisco peace treaty was signed and the Senkaku Islands were placed under American administration. In 1953 the People’s Daily carried an article which showed that China recognised the Senkaku islands as being part of Japan. In 1960 China published a world atlas which treated the Senkaku islands as belonging to Japan. In fact, it was not until the latter half of 1970, only after the potential development of petroleum resources on the continental shelf of the East China Sea came to the surface, that China began to make claims to the Senkaku islands.

Japan and China are important partners, and the government of Japan wishes to further deepen the existing mutually beneficial relationship based on common strategic interests with China. In doing so, it is essential to have an objective understanding of the Senkaku islands based on historical facts and international law. I would appreciate your bearing these points in mind in any future reporting of relations between Japan and China, including the issues concerning the Senkaku islands.

Hiroshi Suzuki
Minister
Embassy of Japan
London





* SIR – It is worrisome that your article (“Lame ducks and flying feathers”, September 8th) might misguide the reader. Its flawed focus on the domestic politics fails to shed light on the broader historical context between Korea and Japan, which is the key to understanding relations between the two countries. The Japanese government unlawfully incorporated Dokdo as its territory in 1905 during the Russo-Japanese war. Obviously, Dokdo was the first Korean territory to fall victim to Japanese colonisation of the entire Korean peninsula in the year of 1910. However, Korea’s sovereignty over Dokdo has a very long history and is well documented. Even the Japanese government recognised the islands as part of Korean territory as early as January 1696. Besides, in March 1877, Japan’s highest decision-making body issued a directive stating that Japan has nothing to do with Ulleungdo and Dokdo. As such, Dokdo is historically, geographically and under the international law an integral part of the Republic of Korea. Therefore, President Lee Myung-bak’s domestic tour to Dokdo cannot be construed as a political move. Your argument painting President Lee’s visit to the island as political is not correct.

Moreover, your article wrongly argued that the Korean government intended to link a separate issue of sexual-slavery victims by the Japanese imperial army with Dokdo. This is far from the truth. The issue of sexual-slavery victims constitutes grave human rights violations that Japan committed during its imperialistic aggression. 61 sexual-slavery victims still wait for the Japanese government to genuinely admit its official responsibility for the atrocity. Without addressing the root cause of the friction which dates back to the Japanese colonial era, it would be almost impossible to understand the current situation. The government of Korea urges Japan to put an end to its unjust territorial claims that stem from its distorted view of history and to heal the wounds of those who were victimised during its imperialistic aggression. In this way, Japan will be able to forge genuine friendship with its neighbours and real peace will come to this region.

Yoonseog Song
Press attaché
Embassy of the Republic of Korea
London

Love thy neighbour 



SIR – Lexington is right to worry about the end of American civility and trust (September 22nd). In fact, America’s ample social capital is an important factor in keeping our already-violent society from getting worse. In an index produced by the Institute for Economics and Peace, the most peaceful states in America also had the highest rates of social capital.

In the more violent states there were lower levels of trust in the community, fewer hours volunteered, lower membership rates in local organisations and less participation in neighbourhood events. What Lexington identifies in his fond memories of neighbourly pot-roasts and the like in Washington, DC, must not be eroded by long-term social-demographic sorting trends or political party vitriol.

Maybe we need to unsort ourselves, to move into neighbourhoods where our preconceptions are challenged, and simply to hang out more often with our neighbours. I moved to Anacostia in south-east DC in search of more amiable neighbourly behaviour. Every day is a front-stoop parade, every night a recap of the day’s goings-ons, and every month a block or dinner party. Anacostia’s occasional violence seems less threatening as a result.

Michael Shank
School for Conflict Analysis and Resolution
George Mason University
Arlington, Virginia

After the awakening 

SIR – Jack Slibar (Letters, September 22nd) said that “Radical and extremist Islam, which is the true offspring of the Arab awakening, is not ethically or morally equal to Western liberal-democratic societies.” It should be remembered that, at the height of the cold war in the 1970s, it was certain governments of those “liberal-democratic societies” that backed violently illiberal “Islamist” political movements to curb the influence of the Soviets in the Middle East. The smashing of secular political movements in the Arab world at the time suited the interests of Western liberal powers. Today, four decades later, we all pay the price.

Extremist Islam is not the true offspring of the awakening but rather the only organised “show” in town. Thanks to the myopic policies of the 1970s, it is trying to hijack the Arab spring. Western policy planners, who may have jumped into bed with Islamist movements in order to be on the right side of history, should remember that, though sharing the same bed, these movements may have different dreams. Islam on tap was tried first in the middle of the cold war, second in Afghanistan during the Soviet invasion, and now in the Arab awakening. The long-term outcome of the first two episodes went against Western interests. Is it wise now to expect third time lucky? Whose lives are at risk?

Ahmad Mango
Amman, Jordan

Journeys of the future 



SIR – The key issue when considering the future of cars (“Seeing the back of the car”, September 22nd) is not so much about driving per se, but about moving.

No matter how clean, cheap and technologically advanced cars become, they will never be able to cater for the world’s population in an efficient and sustainable way. Traffic congestion was a scourge of the 20th century. In the future, cities won’t want to be blighted by traffic gridlock, “green” though it may be.

As you stated, public-transport use is rising in OECD countries and there is growing awareness that public transport has to be the cornerstone of any city’s mobility system in the future. Public policy, investment schemes and research efforts need to reflect this sea change.

Social media is opening up the world for many young people, as cars did for their parents. Sharing has become a fundamental part of the younger generation’s attitude to life, and indeed “shared mobility” solutions are part of this trend.

Many OECD countries are already using cars less. However, gains achieved in some parts of the world look set to be cancelled out by rising car use elsewhere. Rapidly developing cities have a golden opportunity to plan their growth around an efficient public transport system, with places like Seoul and Bogota already choosing to grow with public transport and embrace a sustainable future.

Giving back the city streets to the people should be the guiding vision of the future.

Alain Flausch
Secretary general
International Association of Public Transport
Brussels

* SIR – The jury is still out on whether the link between income growth and car use really is really breaking down in developed economies. A potential factor not highlighted in your analysis is rising income inequality. Economic growth has lead to higher disposable incomes at the upper end but less so at the lower. Perhaps the well-off do not drive much more when getting richer, but instead use high-speed trains and planes more often. The less affluent have less money to spend and so drive less. Hence, “peak car” does not mean “peak travel”.

Another factor is policy. Some cities, such as Paris and Copenhagen, have discouraged car-use by providing less space for driving and parking. Other cities, for instance London and Stockholm, use congestion charges. These policies may or may not reduce social benefits from mobility, but they certainly reduce car usage.
Attitudes have shifted away from using cars; how strong that shift is or whether it will be permanent we just don’t know yet.

José Viegas
Secretary general
International Transport Forum
OECD



SIR – Your briefing on driving overlooked the significance of intra-suburban travel. This has become the most important and fast-growing trip in most Western cities in the past decade or so. Residents take shorter trips to work, to community facilities or to visit family; business connections often span just a part of the metropolitan area. It is an important reason for the fall in vehicle-kilometres travelled that you reported. As more areas become polycentric these locally focused trips will probably continue to grow and are likely to ensure the car—though smaller and maybe electric—will be prominent in our future cities.

Kevin O’Connor
Professorial fellow in urban planning
University of Melbourne
Melbourne

* SIR – The homogenisation of culture in developed countries is an additional reason for the decline of car travel. There is no longer any point in going for the proverbial “road trip” or even a daily outing. As a youngster living in Los Angeles my family would typically go for a drive on the weekend. Going from the San Fernando Valley to Torrance or Santa Monica was a genuine change of scenery and culture. Now I don’t need to drive for an hour to two for a Coffee Bean or Foot Locker. They are right around the corner.

Lewis Soloff
Santa Monica, California

SIR – You began with a quote from “American Graffiti”: “I’ll love and protect this car until death do us part.” You could have quoted Basil Fawlty, who, in an episode of “Fawlty Towers”, threatens to give his car “a damn good thrashing” when it doesn’t start.

Perhaps one day, with cars getting ever smarter, I will be able to silence in a similar way the synthetic voice that tells me my door is ajar.

George James
Port Hope, Ontario

* Letter appears online only
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Currencies

The weak shall inherit the earth

New government priorities and an enthusiasm for unconventional monetary policy are changing the way the currency markets work



OVER most of history, most countries have wanted a strong currency—or at least a stable one. In the days of the gold standard and the Bretton Woods system, governments made great efforts to maintain exchange-rate pegs, even if the interest rates needed to do so prompted economic downturns. Only in exceptional economic circumstances, such as those of the 1930s and the 1970s, were those efforts deemed too painful and the pegs abandoned.

In the wake of the global financial crisis, though, strong and stable are out of fashion. Many countries seem content for their currencies to depreciate. It helps their exporters gain market share and loosens monetary conditions. Rather than taking pleasure from a rise in their currency as a sign of market confidence in their economic policies, countries now react with alarm. A strong currency can not only drive exporters bankrupt—a bourn from which the subsequent lowering of rates can offer no return—it can also, by forcing down import prices, create deflation at home. Falling incomes are bad news in a debt crisis.

Thus when traders piled into the Swiss franc in the early years of the financial crisis, seeing it as a sound alternative to the euro’s travails and America’s money-printing, the Swiss got worried. In the late 1970s a similar episode prompted the Swiss to adopt negative interest rates, charging a fee to those who wanted to open a bank account. This time, the Swiss National Bank has gone even further. It has pledged to cap the value of the currency at SFr1.20 to the euro by creating new francs as and when necessary. Shackling a currency this way is a different sort of endeavour from supporting one. Propping a currency up requires a central bank to use up finite foreign exchange reserves; keeping one down just requires the willingness to issue more of it.

When one country cuts off the scope for currency appreciation, traders inevitably look for a new target. Thus policies in one country create ripples that in turn affect other countries and their policies.

The Bank of Japan’s latest programme of quantitative easing (QE) has, like most of the unconventional monetary policy being tried around the world, a number of different objectives. But one is to counteract an unwelcome new appetite for the yen among traders responding to policies which have made other currencies less appealing. Other things being equal, the increase in money supply that a bout of quantitative easing brings should make that currency worth less to other people, and thus lower the exchange rate.

Ripple gets a raspberry

Other things, though, are not always or even often equal, as the history of currencies and unconventional monetary policy over the past few years makes clear. In Japan’s case, a drop in the value of the yen in response to the new round of QE would be against the run of play. Japan has conducted QE programmes at various times since 2001 and the yen is much stronger now than when it started.

Nor has QE’s effect on other currencies been what traders might at first have expected. The first American round was in late 2008; at the time the dollar was rising sharply (see chart). The dollar is regarded as the “safe haven” currency; investors flock to it when they are worried about the outlook for the global economy. Fears were at their greatest in late 2008 and early 2009 after the collapse of Lehman Brothers, an investment bank, in September 2008. The dollar then fell again once the worst of the crisis had passed.



The second round of QE had more straightforward effects. It was launched in November 2010 and the dollar had fallen by the time the programme finished in June 2011. But this fall might have been down to investor confidence that the central bank’s actions would revive the economy and that it was safe to buy riskier assets; over the same period, the Dow Jones Industrial Average rose while Treasury bond prices fell.

After all this, though, the dollar remains higher against both the euro and the pound than it was when Lehman collapsed. This does not mean that the QE was pointless; it achieved the goal of loosening monetary conditions at a time when rate cuts were no longer possible. The fact that it didn’t also lower exchange rates simply shows that no policies act in a vacuum. Any exchange rate is a relative valuation of two currencies. Traders had their doubts about the dollar, but the euro was affected by the fiscal crisis and by doubts over the currency’s very survival. Meanwhile, Britain had also been pursuing QE and was slipping back into recession. David Bloom, a currency strategist at HSBC, a bank, draws a clear lesson from all this. “The implications of QE on currency are not uniform and are based on market perceptions rather than some mechanistic link.”

In part because of the advent of all this unconventional monetary policy, foreign-exchange markets have been changing the way they think and operate. In economic textbooks currency movements counter the differences in nominal interest rates between countries so that investors get the same returns on similarly safe assets whatever the currency. But experience over the past 30 years has shown that this is not reliably the case. Instead short-term nominal interest-rate differentials have persistently reinforced currency movements; traders would borrow money in a currency with low interest rates, and invest the proceeds in a currency with high rates, earning a spread (the carry) in the process. Between 1979 and 2009 this “carry trade” delivered a positive return in every year bar three.

Now that nominal interest rates in most developed markets are close to zero, there is less scope for the carry trade. Even the Australian dollar, one of the more reliable sources of higher income, is losing its appeal. The Reserve Bank of Australia cut rates to 3.25% on October 2nd, in response to weaker growth, and the Aussie dollar’s strength is now subsiding.

So instead of looking at short-term interest rates that are almost identical, investors are paying more attention to yield differentials in the bond markets. David Woo, a currency strategist at Bank of America Merrill Lynch, says that markets are now moving on real (after inflation) interest rate differentials rather than the nominal gaps they used to heed. While real rates in America and Britain are negative, deflation in Japan and Switzerland means their real rates are positive—hence the recurring enthusiasm for their currencies.

The existence of the euro has also made a difference to the way markets operate. Europe was dogged by currency instability from the introduction of floating rates in the early 1970s to the creation of the euro in 1999. Various attempts to fix one European currency against each other, such as the Exchange Rate Mechanism, crumbled in the face of divergent economic performances in the countries concerned.

European leaders thought they had outsmarted the markets by creating the single currency. But the divergent economic performances continued, and were eventually made manifest in the bond markets. At the moment, if you want to predict future movements in the euro/dollar rate, the level of Spanish and Italian bond yields is a pretty good indicator; rising yields tend to lead to a falling euro.

The reverse is also true. Unconventional interventions by the European Central Bank (ECB) over the past few years might have been expected to weaken the currency, because the bank was seen as departing from its customary hardline stance. They haven’t because they have normally occurred when the markets were most worried about a break-up of the currency, and thus when the euro was already at its weakest. The launch of the Securities Market Programme in May 2010 (when the ECB started to buy Spanish and Italian bonds), and Mario Draghi’s pledge to “do whatever it takes”, including unlimited bond purchases, in July 2012 were followed by periods of euro strength because they reduced fears that the currency was about to collapse.

Currency war, what is it good for?

Currency trading is, by its nature, a zero-sum game. For some to fall, others must rise. The various unorthodox policies of developed nations have not caused their currencies to fall relative to one another in the way people might have expected. This could be because all rich-country governments have adopted such policies, at least to some extent. But it would not be surprising if rich-world currencies were to fall against those of developing countries.

In September 2010 Guido Mantega, the Brazilian finance minister, claimed that this was not just happening, but that it was deliberate and unwelcome: a currency war had begun between the North and the South. The implication was that the use of QE was a form of protectionism, aimed at stealing market share from the developing world. The Brazilians followed up his statement with taxes on currency inflows (see Free Exchange).

But the evidence for Mr Mantega’s case is pretty shaky. The Brazilian real is lower than it was when he made his remarks (see chart). The Chinese yuan has been gaining value against the dollar since 2010 while the Korean won rallied once risk appetites recovered in early 2009. But on a trade-weighted basis (which includes many developing currencies in the calculation), the dollar is almost exactly where it was when Lehman Brothers collapsed.



Many developing countries have export-based economic policies. So that their currencies do not rise too quickly against the dollar, thus pricing their exports out of the market, these countries manage their dollar exchange rates, formally or informally. The result is that loose monetary policy in America ends up being transmitted to the developing world, often in the form of lower interest rates. By boosting demand, the effect shows up in higher commodity prices. Gold has more than doubled in price since Lehman collapsed and has recently reached a record high against the euro. Some investors fear that QE is part of a general tendency towards the debasement of rich-world currencies that will eventually stoke inflation.

The odd thing, however, is that the old rule that high inflation leads to weak exchange rates is much less reliable than it used to be. It holds true in extreme cases, such as Zimbabwe during its hyperinflationary period. But a general assumption that countries with high inflation need a lower exchange rate to keep their exports competitive is not well supported by the evidence—indeed the reverse appears to be the case. Elsa Lignos of RBC Capital Markets has found that, over the past 20 years, investing in high-inflation currencies and shorting low-inflation currencies has been a consistently profitable strategy.

The main reason seems to be a version of the carry trade. Countries with higher-than-average inflation rates tend to have higher-than-average nominal interest rates. Another factor is that trade imbalances do not seem to be the influence that once they were. America’s persistent deficit does not seem to have had much of an impact on exchange rates in recent years: nor does Japan’s steadily shrinking surplus, or the euro zone’s generally positive aggregate trade position.



In short, foreign-exchange markets no longer punish things that used to be regarded as bad economic behaviour, like high inflation and poor trade performance. That may help explain why governments are now focusing on other priorities than pleasing the currency markets, such as stabilising their financial sectors and reducing unemployment. Currencies only matter if they get in the way of those goals.
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Business education

No longer the place to be

Data from The Economist’s latest ranking of MBA programmes show Europe’s charms waning. A poor economy and Britain’s ill-advised visa policy are to blame



NOT so long ago business students flocked to Europe. Compared with their American counterparts, European schools were cheaper and their student bodies more diverse, both attractive features—and the salaries of European MBA graduates were often higher, too. Some of these attractions remain undimmed. But they are no longer enough to bring in the punters. Data from The Economist’s latest ranking of full-time MBA programmes (see article) suggest the appeal of an Old World business education has gone into a rapid decline.

The intakes of many of Europe’s flagship full-time MBA programmes have plummeted (see chart). Enrolment on Aston Business School’s MBA, for example, more than halved in the past academic year, falling from 129 students to 59. By far the biggest drop was among Asian students. HEC School of Management in Paris enrolled 181 full-time MBAs in the past academic year compared with 233 the previous one. It is a similar story across Europe. Some smaller schools have been desperately scrabbling around to find the 30 students that some MBA rankings see as the minimum for a course in good standing.



One obvious reason why students might stay away is the dire economy. MBAs can look like a good way to sit out a short downturn. In a longer one they lose their charm. With no job-producing European recovery in sight, going there for an MBA seems not so much cleverly counter-cyclical as stubbornly contrarian.

Europe’s slide also reflects a problem specific to its most important MBA market. The average class size of the British MBA programmes ranked by The Economist has decreased by 11% over the past year. Schools blame Britain’s newly toughened visa requirements for non-EU students. Graduates used to have an automatic right to stay and work for two years. Now, they must find a sponsoring company and land a job which pays at least £20,000 ($32,000) a year. The number of visas available to students wanting to start their own business is piddling.

There’s always Canada

Would-be students are well aware of this. David Simmons, the director of the full-time MBA programme at Cranfield School of Management, says comments telling prospective students to forget about coming to Britain are rife on Indian MBA blogs. The recent debacle at London Metropolitan University (LMU) has fortified this impression. The government decided that LMU, which has a business school, was not stringent enough in tracking non-EU students once they were enrolled and in September stopped automatically granting visas to its students. 2,600 students who had already begun classes, including some on the MBA course, were told that they would have to apply again to an alternative university.

Many business-school administrators think some universities have indeed been lax in their admissions procedures. But, they argue, this is not a reason to crack down on business schools. The new regime is enforced without regard to a university’s reputation, the subject being studied, or whether the course is an under-or postgraduate one. AMBA, a British-based accreditation agency for business schools, says its members are being badly hurt.

AMBA is lobbying the British government to take a less bludgeon-wielding approach. Students on the MBA programmes it accredits must have clocked up at least three years’ work experience since gaining an undergraduate degree. These, it thinks, are exactly the bright sparks the country should be wooing. “These are not people coming here just to find work in McDonalds,” says Carol Turner, AMBA’s communications director.

The fact that European schools are struggling is particularly galling because America has also made it more difficult for foreign students to work in the country after graduation, providing what should be an extra opportunity for the Europeans. American MBA programmes are typically twice the length of those in Europe, making both the cost and the opportunity cost of studying there higher. The salaries earned by American MBA graduates have been stagnant for over a decade. All this should have spurred students from poorer countries to apply to European schools.

Instead, the countries doing well out of America’s closing doors and high costs are Canada and Australia. Australia recently ditched its own strict policy on student visas in favour of a more welcoming approach. And Canada has perhaps gone further than any country in wooing overseas students. As of 2008, all students who have completed a two-year master’s degree automatically have the right to stay in the country and work for three years. They do not need to have a job lined up and are not restricted to working in a field linked to their studies, as they would be in America.

This is one reason why, over the past two years, Canada has seen a bigger increase in applications for full-time MBA places than any other region. Charmaine Courtis, executive director of student services at York University’s Schulich School of Business in Toronto, says that around 80% of foreign MBAs at the school now choose to stay and work in Canada immediately after graduation. After that, she adds, most tend to return home, taking their newly honed skills with them.

It helps that both countries have economies considerably more vibrant than most of Europe’s. It also helps that high-paying mining and energy firms have begun to recruit managers straight from their MBA programmes, rather than rely on promoting engineers from within. This has helped make Australia’s MBAs the highest-paid in the world. Recent graduates at Curtin Business School, in Western Australia, earned an average of $150,000 in their first job out of business school, easily outstripping peers from Harvard, London or Chicago. With the banks, brokers and investment houses which used to recruit a lot of Europe’s MBAs still pulling their horns in, it will be a while before European schools can top that. Some Canadian schools are also taking advantage of the mining boom; Schulich now has a mining MBA.

European schools must now compete for brains not only with other rich countries but also with emerging markets. As the quality of Asian universities improves, many Asian students will prefer to stay at home. While countries such as India and China once boasted only a few internationally recognised schools, this is changing fast. AMBA, which ten years ago had not accredited a single school in China, now accredits 20; it gave its seal of approval to five of those in the past six months. Accredited Chinese schools enrolled, on average, 40% more students in 2011 than in 2010. If rich countries do not lay out welcome mats soon, they may find the queues outside their doors have disappeared.
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Our “Which MBA?” rankings

Losing the blues

DESPITE its reputation as a finance powerhouse, and a churner-out of super-quants, the return of Chicago’s Booth School of Business to the top of The Economist’s full-time MBA rankings is proof that it is a well-rounded school. Our ranking measures the things that MBA students themselves say are important. Not surprisingly, for a degree that can cost more than $100,000, the extent to which a programme opens new career opportunities comes highest on their list. In this regard, Chicago has few peers. Its graduates find employment in the widest range of industries; its students gushed about its careers service.  Chicago has topped the ranking for two of the past three years, briefly losing its crown to Dartmouth’s Tuck school last year. North America and Europe account for all the schools in the top 25. The highest-placed school from outside those regions is the University of Queensland, at 27th. The highest-placed Asian school is the University of Hong Kong, which ranks 41st. The Economist ranks schools on four measures: their ability to open new career opportunities; personal development and educational experience; the salary increase graduates can expect; and the potential to network. Data are collected from schools and from a student questionnaire. The full ranking and methodology can be found here.
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The Senate

Not so flippable

The Republicans were once confident of victory; now every seat counts

 Akin the Senate-loser?

ON THE television screen above George Allen’s head, Vietnamese farmers are harvesting mangosteen, longans and rose apples. It later transpires that Mr Allen, a former Republican senator from Virginia, does not know what any of these fruits are. Many of the people he speaks to during his visit to a Vietnamese shopping centre in suburban northern Virginia do not appear to speak English. But none of this prevents him from explaining with gusto to the dozen or so elderly immigrants gathered in Viet Taste restaurant why he should get his old job back. In a race that all agree is too close to call, every vote is worth chasing.

The fierce contest between Mr Allen and Tim Kaine, his Democratic rival, could determine which party ends up controlling the Senate as a whole. The outcome of almost half of the 33 races is in doubt—an unusually high number. It seems quite possible that the chamber may end up evenly split, with 50 members from each party. That would leave the newly elected vice-president to cast the deciding vote and give the party in control of the Senate the power to advance or strangle the president’s agenda, whomever is elected.



Should the Democrats retain a majority (they now have an edge of 53 to 47), they would be able to stymie almost anything a President Mitt Romney proposed. If Republicans win the chamber and the White House, they would be able to adopt some of their most controversial policies—reforming entitlements and slashing spending and tax rates—using a procedure known as reconciliation. And if Barack Obama prevails but the Democrats lose the Senate, most of his proposals will not even come to a vote. He will find himself in the awkward position of vetoing an endless succession of Republican bills.

The fact that the majority remains up for grabs constitutes a reversal for Republicans, who until recently were confident of seizing the chamber. Senators serve for six years, and 2006 was a bumper year for Democrats. That has left them with 23 seats to defend to the Republicans’ ten. Since, at 53, the Democrats’ majority is so narrow, the Republicans need pick up only four seats (or three plus the presidency) to take charge. Yet a series of gaffes and surprises on the Republican side, coupled with unexpectedly strong campaigns from their opponents, has diminished their chances.

The best pick-up opportunities for the Republicans should be in right-leaning states with open seats. In Nebraska, for example, Deb Fischer, a local politician and rancher, looks poised to claim the seat of retiring Democrat Ben Nelson, even though the Democrats managed to recruit their ideal candidate, Bob Kerrey, a former governor and senator. Mr Kerrey, who has spent the past decade running a “progressive” university in Greenwich Village, trails badly in the polls.

Where the plan starts to go wrong

In North Dakota, however, the race to replace another retiring Democrat, Kent Conrad, is unexpectedly close. The Democrats are fielding Heidi Heitkamp, a cheery former state attorney-general who now helps run a low-emission coal-fired power plant. Her rival, Rick Berg, is a property mogul who recently became the state’s lone congressman. His new job has left him with a legislative record that is providing plenty of fodder for attack ads.

Then there are right-leaning states with embattled Democratic incumbents. In Montana the challenger, Denny Rehberg, is slightly ahead of Jon Tester, who squeaked into office in the Democratic wave of 2006 by 3,562 votes. But in Missouri, Republican hopes of unseating Claire McCaskill atrophied when her rival, Todd Akin, claimed that in cases of “legitimate rape” women could somehow avoid becoming pregnant. Many Republican grandees urged Mr Akin to withdraw; he declined.

Missouri is only one of several states where primary voters saddled Republican with weak candidates. In Indiana, the Republican faithful contrived to put a safe seat at risk by tossing out the incumbent of 36 years, Dick Lugar, in favour of Richard Mourdock, a tea-party hero. That has given an opening to Joe Donnelly, a Democratic congressman with a centrist bent.

Republicans, however, have a shot at picking up a seat in Wisconsin, where a popular ex-governor, Tommy Thompson, is taking on Tammy Baldwin, a gay congresswoman from liberal Madison, the state capital. In Connecticut, normally a reliably liberal state, a Democratic congressman, Chris Murphy, is making heavy weather of his campaign against Linda McMahon, a wrestling tycoon. Close races in Florida and Ohio also offer chances.

Mr Obama’s recent polling advantage in all these places, if it endures, is likely to boost Democratic candidates further down the ticket. It is hard to imagine him carrying Florida or Ohio without the local Democratic candidate for Senate also prevailing. (Were Mitt Romney to take the lead, though, the Republicans’ prospects in the Senate would blossom.) Mr Obama’s coat-tails may help lift Wall-Street-basher Elizabeth Warren past pickup-driving Everyman and one-time nude pin-up Scott Brown in Massachusetts, despite Ms Warren’s inability to substantiate her claim that she has native American forebears.

Republican-held seats are also under threat, not just in Massachusetts and Nevada, as expected, but also in Arizona and Maine, which had been considered unassailable. In Arizona the Democrats are fielding a strong candidate in Richard Carmona, a decorated veteran, Latino and former surgeon-general under George W. Bush. His opponent is Jeff Flake, a deficit hawk who has cast votes against lots of popular programmes. In Maine the retirement of Olympia Snowe, after 18 years, has left Republicans floundering in a left-leaning state. Angus King, an independent former governor, looks likely to win the seat, and refuses to say which party he will caucus with. That makes him yet another joker in a contest in which Republicans once thought they held all the cards.
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The first presidential debate

Back in the centre, back in the game

Mitt Romney turns his fortunes around



	
At the first presidential debate Barack Obama and Mitt Romney struck a moderate tone, with none of the personal attacks that have marked the rest of the campaign

Source: Getty Images


	
Mr Romney, needing a good performance to halt his slide in the polls, seemed unfazed by the pressure

Source: AP


	
Michelle Obama appeared comfortable, if not pleased, with having to spend her wedding anniversary at the debate

Source: Ap


	
During the debate, Mr Romney was conversational and engaging. He did himself many more favours than the president, but at times failed to provide clear answers and made false claims

Source: AFP


	
Mr Obama was professorial and ponderous, and at times seemed to be wishing himself far away from the debate hall at the University of Denver

Source: Getty Images


	
Mr Obama’s problems were partly structural. An incumbent must defend the realities of government, while a challenger is freer to promise the earth, details to follow

Source: getty images


	
An instant poll of registered voters by CNN found that 67% thought Mr Romney had won, against 25% for Mr Obama

Source: AP


	
Many in the media agreed with that verdict, declaring Mr Romney the winner

Source: Getty Images


	
Political history is strewn with debate triumphs or gaffes said to have altered the course of presidential races. But unscrambling the effects is always hard

Source: GETTY IMAGES


	
Mr Romney’s combative showing has put him back in the game. Two more presidential debates are still to come, as well as a vice-presidential debate on October 11th

Source: REUTERS




AFTER months of firing up core supporters in swing states with partisan attack lines and blood-chilling predictions about the other side’s plans, Barack Obama and Mitt Romney found themselves in their first televised debate on October 3rd, obliged to pitch for undecided voters and independents nationwide.

Both Mr Obama and Mr Romney duly struck a moderate tone, with none of the personal attacks that have marked the rest of the campaign. (Mr Obama even declined to shoot at a goal left open when Mr Romney joked about tax breaks for firms that moved jobs overseas, saying that since he knew nothing about them, “I maybe need to get a new accountant.”)

In one sense the first debate achieved the worst of all worlds: it managed to be technical, even dull, without being substantive or especially honest. But Mr Romney—who was conversational, engaged and engaging—did himself many more favours than the president, who was professorial and ponderous, and at times seemed to be wishing himself far away from the debate hall at the University of Denver. An instant poll of registered voters by CNN, a television channel, found that 67% thought Mr Romney had won, against 25% for Mr Obama.

Mr Obama’s problems were partly structural. An incumbent must defend the realities and compromises of government, while a challenger is freer to promise the earth, details to follow. Mr Obama’s odd solution was to play both incumbent and challenger, jumping from a defence of his record to indignation at such ills as over-crowded classrooms and tax breaks for big oil companies. At times, he sounded as if it were 2008 as he denounced the legacy of the Bush administration. Mr Romney, understandably, sounded disbelieving as he reminded his opponent of broken promises to halve the deficit and noted: “You’ve been president four years!”

Mr Romney came close to performing the tack to the centre that many had expected after he won the brutal Republican primary. He talked up his record as governor of Massachusetts, when he worked very successfully with a Democratic state legislature. He acknowledged the need for effective regulation of Wall Street and other markets, for public investment in education and vowed that he would not support any tax cut that increased deficits. Rather than vowing to shrink government for the sake of it, he offered a test: to ask if a programme was so critical, “it’s worth borrowing money from China to pay for it.”

Yet on the hardest question—explaining how he would keep his pledge to lower tax rates across the board while avoiding adding to the deficit and at the same time avoiding regressive changes to the tax code that would hit the middle classes more than the wealthy—Mr Romney again failed to provide clear answers. He also repeated false claims about Mr Obama cutting hundreds of billions from Medicare programmes for the elderly.

Political history is strewn with debate triumphs or gaffes said to have altered the course of several presidential races, though unscrambling the effects is always hard. Ronald Reagan’s amiable “There you go again” riposte in his 1980 debate with Jimmy Carter is credited with reassuring voters that he was not the fierce ideologue some feared. Yet the debate period was also filled with bad news for Mr Carter, involving the economy and American hostages in Iran. In 2004 television viewers told pollsters that John Kerry won each of his three debates with George Bush. That did not stop the Democrat from losing the election.

 Explore our interactive guide to the 2012
presidential election

Two close elections were clearly determined by debates. In 2000 Al Gore threw away a comfortable lead in opinion polls with woeful performances. Most decisively, Richard Nixon’s pale, haggard appearance in a 1960 clash with a tanned, relaxed John F. Kennedy was understood that same night as a disaster for the Republican. But even that debate has been misremembered, with much talk of Lazy-Shave instant make-up applied to conceal Nixon’s five o’clock shadow. Nixon’s bigger problem was a fever and pain from an injured knee. In any case, Nixon drew his own conclusions, refusing to debate in later presidential contests.

Mr Obama has no such luxury open to him. Two more presidential debates are to come, as well as a vice-presidential debate on October 11th. Mr Romney’s combative showing puts him back in the game, after trailing for weeks in key states. Mr Obama’s listless first performance will remind voters of a question as yet unanswered: what, exactly, would this president do with four more years in office?
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The swing states: North Carolina

New South, blue South?

Barack Obama won North Carolina four years ago. To do so again will be a tall order



ROUTE 74 traverses southern North Carolina. It begins just over the state’s western border, entering from Tennessee through the rugged Blue Ridge Mountains, and ends at Lumina Avenue in Wrightsville Beach, one block from the Atlantic Ocean. It passes through Charlotte, North Carolina’s biggest city and home to more banking than any American city except New York, and as it heads east into Union County it trails with it little bits of urbanity: fast-food restaurants, pawn shops, cut-rate grocery stores and, of course, traffic.

This does not sit well with some residents of Union County, nor with Richard Hudson, who wants to represent North Carolina’s eighth congressional district, into which part of Union County falls. The eighth remains largely rural, but skirts the edges of Charlotte and the Research Triangle area around the cities of Raleigh and Durham.



North Carolina neither gained nor lost seats in redistricting, but its cities grew dramatically over the past decade; many of the state’s more rural counties either lost population or lagged behind the state’s 18.5% growth rate. “Charlotte continues to encroach into Union County,” Mr Hudson complained during his debate with Larry Kissell, a two-term Democratic incumbent who is struggling to keep his seat in a district turned more heavily Republican by redistricting.

And indeed, between 2000 and 2010 Union County grew by 63%. Parts of it remain pleasantly rural: low, undulating and verdant, as North Carolina rolls down from the mountains to the sea. How long it can stay that way, however, is unclear. North Carolina is changing, and the changes have been fast and not entirely painless. It remains the biggest tobacco-producing state in the country, but the amount of tobacco harvested, the number of tobacco farms and the number of people employed in tobacco manufacturing have all declined markedly. The state’s sizeable textile sector has fallen on similarly hard times: between 2000 and 2006 textile jobs in North Carolina declined by 70%. So has its furniture industry; in 2009 it employed barely half as many people as it had just two decades earlier.

In 1977 those three industries—tobacco, textiles and furniture—produced around 22% of the state’s GDP; in 2005 their share was just 7%. Higher-tech manufacturing sectors such as computer-hardware manufacturing and biotech have emerged in the past couple of decades, but these industries tend to need more skilled workers—and fewer of them—than the traditional manufacturing sectors they are replacing. And indeed the state’s unemployment rate remains stubbornly high: in August 2012 it was 9.7%, well above the national average of 8.1%.

To Republicans, that unemployment rate—America’s fifth-highest—creates a compelling case against Barack Obama’s economic policies. They will also point to the Democratic primary, in which almost 21% of the state’s Democrats voted “No Preference” rather than for Mr Obama. North Carolina has the advantage of being almost surrounded by safe Republican states, meaning that local party officials can bring in successful visitors such as Nikki Haley, South Carolina’s Republican governor, and Saxby Chambliss, a Georgia senator who used to chair the Senate’s agriculture committee.



Republicans can also take heart from their recent track record. In 2010 both chambers of the state legislature boasted Republican majorities for the first time since 1870. In May North Carolina voters approved a constitutional amendment defining marriage as being exclusively between a man and a woman. Republicans are also likely to regain the governor’s mansion: Pat McCrory, the Republican ex-mayor of Charlotte, holds a sizeable lead over Walter Dalton, a Democrat and the present lieutenant-governor. And they hope to pick up as many as four congressional seats at the same time.

Then there is the top of the ticket. Mr Obama won North Carolina in 2008—something no Democrat had done since Jimmy Carter, a Southerner, in 1976. It was his narrowest state victory anywhere, just 14,177 of the 4,310,789 votes cast, and it resulted largely from new voters. Between 2004 and 2008 the biggest jumps in turnout among the states were all in Southern states with large black populations: Mississippi, Georgia and, in third place, North Carolina, which is 22% black, and where turnout went from 61% in 2004 to 68% four years later. North Carolina, unlike Mississippi, offered Mr Obama other key elements of a successful coalition: a critical mass of young voters, educated professionals in the Research Triangle and Latinos. In the two decades to 2010 North Carolina’s Latino population grew by 943%, from 1.2% of the state’s population to 8.4%, while the white population share fell from 75.5% to 68.5%.

 Explore our interactive guide to the 2012
presidential election

The Obama campaign boasts that its machine, which organised this coalition so effectively in 2008, has remained in place and functioning ever since. But if so, the recent string of Republican victories ought to alarm the campaign all the more. Still, the polls have recently been moving in Mr Obama’s favour in North Carolina, as in all the other swing states: the two candidates are now locked in a virtual dead heat. The nearly five-point lead Mr Romney enjoyed less than a month ago has vanished. That represents a measure of progress for the Democrats that was unthinkable in 2004, when George W. Bush took the state by 12.4%. Such heavy margins are unlikely to return. North Carolina will probably be neither blue nor red, but purple, for cycles to come.
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The Supreme Court

Law’s long arm

A review of extreme extraterritoriality

 Whom to blame?

SHOULD foreign nationals be allowed to sue multinationals in American courts for human-rights violations committed abroad, even when the victims, the alleged perpetrators and the acts themselves have no connection with the United States? That was the question put before the Supreme Court in oral arguments on October 1st in the biggest challenge yet to America’s Alien Tort Statute of 1789.

Dormant for almost two centuries, the law was resuscitated in 1979 when a federal court of appeals ruled that it formed a valid basis for a Paraguayan citizen, then living in America, to sue a Paraguayan policeman for torture in Paraguay. A decade and a half later its reach was extended to include corporations in a case brought by a group of Burmese nationals against a California-based oil company, Unocal (later bought by Chevron), accused of complicity in forced labour, rape, torture and extrajudicial killings by the Burmese army during the construction of a pipeline in Myanmar. That case was settled out of court in 2004.

Over the past two decades more than 150 lawsuits have been brought against American and foreign corporations accused of violating international law, including human-rights abuses, in more than 60 foreign countries. Most of them have been dismissed or settled out of court. Of the four that have gone to trial, only one resulted in victory for the victims. Yet multinationals increasingly live in fear of alien tort suits, as much because of the negative publicity as because of the high costs involved.

The present case, Kiobel v Royal Dutch Petroleum (Shell), was brought against the Anglo-Dutch oil giant by 12 Nigerians, who accuse it of complicity in crimes against humanity, including extrajudicial killings and torture, carried out by the Nigerian dictatorship of General Sani Abacha in the country’s oil-rich Niger Delta in the 1990s. In 2009 Shell agreed to pay $15.5m to the families, now living in America, of nine Nigerian activists, including Ken Saro-Wiwa, an author and playwright, who were executed by the government in 1995 after violent protests over the construction of a pipeline in the Ogoni region.

Shell, which denies any wrongdoing, now argues that the Alien Tort Act should not apply to corporations, even American ones, and furthermore should not cover violations committed outside American jurisdiction. In 2010 a sharply divided 2nd Circuit Court of Appeals dismissed Kiobel, agreeing that the law did not apply to companies. The issue of extraterritoriality was not raised until the first hearings, on appeal, before the Supreme Court in February this year. Then, as now, several justices sounded sceptical about the law’s purported universal reach.

The importance of the case is underlined by the number of amicus briefs—nearly 100 in all—filed by those with an interest in the action. The British and Dutch governments have joined many multinationals in supporting Shell, while the European Commission has come out in support of the plaintiffs. Under EU law, a European firm can already be sued at home for complicity in human-rights violations committed anywhere in the world. A decision by the Supreme Court is not expected before next spring.
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Quotes from the campaign

Heard on the trail

 

Our new heart-throb (1)

“Take just one look at Paul Ryan holding a bow at full draw, and you know he’s the real deal, a hard-core bow hunter.” Jay McAninch of the Archery Trade Association, a friend of the Republican vice-presidential candidate. 
Wall Street Journal
, September 27th

 

 Our new heart-throb (2)

“I told him he was so handsome, so good-looking that I was not going to let go of him, and he is better looking off-camera than he is on.” Older female voters have a crush on Joe Biden. Politico.com, October 2nd

 

 Look after the pennies…

“Mitt is a cheapskate. He watches every penny. This is in his DNA.” A friend of Mitt Romney’s touts the frugality of the Republican candidate, despite his estimated worth of $250m. 
Washington Post
, September 29th

 

 How low can you go? (1)

“Governor Romney, he’s a good debater. I’m just OK.” Barack Obama tries to lower expectations while campaigning in Las Vegas. September 30th

 

 How low can you go? (2)

“President Obama is a very gifted speaker. The man’s been on the national stage for many years. He’s an experienced debater, he’s done these kinds of debates before. This is Mitt’s first time on this kind of a stage.” Paul Ryan on Mitt Romney’s debate chances. Fox News, September 30th

 

 Ignorance is strength

“I believe if the election were held today, Romney would win by four or five points…People need to understand that the polling this year is the worst it has ever been.” Dick Morris, former Clinton adviser turned Republican pundit, claims the polls have it all wrong. Fox News, September 25th
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The economy

Asking the experts

Our admittedly unscientific poll offers cheer to both candidates

BARACK OBAMA and Mitt Romney have spent many months and hundreds of millions of dollars trying to convince the public that electing the other man would lead to economic catastrophe. They have fought to a draw: voters today are almost evenly split over which man would do a better job on the economy.

But whom would the experts pick? To find out, The Economist polled hundreds of professional academic and business economists. Our main finding should hearten Mr Obama. By a large margin they rate his overall economic plan more highly than Mr Romney’s, credit him with a better grasp of economics, and think him more likely to appoint a good economic team (see chart). They do not hold the perpetually disappointing recovery against him; half of respondents graded his record as good or very good, compared with just 5% who said that about George Bush in our poll four years ago. “It all depends on the counterfactual,” said Justin Wolfers, an economist at the University of Pennsylvania’s Wharton School, referring to how bad things might have been without the president’s emergency measures.

But Mr Romney can take heart from a deeper dive into the numbers. The Economist polled two groups: research associates of the National Bureau of Economic Research, the country’s leading organisation of academic economists; and the outlook panel of the National Association for Business Economics. The academics gave Mr Obama much higher marks than Mr Romney, which may in part reflect partisan preference: fully 45% of them identified themselves as Democrats, and just 7% as Republicans.

By contrast, the forecasters, a much less partisan crowd, consistently assigned Mr Romney higher scores. Democrats and Republicans were equally represented in this group, at 22% each. Roughly half of both groups were either independent or declined to state an affiliation. Among these independents, and these are probably the most compelling numbers, Mr Obama’s platform still got a higher grade than Mr Romney’s, but by a much smaller margin than in the group as a whole. The independents, by a slim margin, thought Mr Obama would name a better economic team, but also believed that Mr Romney has the better grasp of economics.

While we cannot claim that this is a scientific sampling of economists’ opinions, our sample is reasonably large: 312 of the 902 NBER research associates responded, as did 51, around half, of the NABE forecast panel’s members.

Devilish details

Interestingly, opinions of Mr Obama became less favourable as questions turned from the general to the specific. On tax reform, entitlements (Social Security, Medicaid and Medicare) and the deficit, respondents gave the two men roughly equal grades. The independents, by a clear margin, preferred Mr Romney’s approach to all these issues. So although the public on balance dislikes the proposal of Mr Romney and Paul Ryan, his running-mate, to convert Medicare to vouchers, our economists were much better disposed to it, especially in comparison with Mr Obama, who has offered no overall solution to the programme’s insolvency other than to to cut fees to providers and experiment with new ways to deliver care. “Medicare plan? Keep everything as is and wait for Santa Claus?” snorted one independent.

Poll of economists



	Economic planning
	Candidate preference
	Rating Obama
	Economic recovery
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Of Mr Romney’s promise to cut income-tax rates by 20% and pay for it by closing loopholes, John McLaren, a Democratic economist from the University of Virginia, said: “The only plausible result is a tax cut for high-income taxpayers, a tax increase for middle-income earners, and a huge increase in the deficit.” But Mr Obama’s alternative, a patchwork of tax hikes on corporations and the rich, did not garner much enthusiasm either. His “support for tax reform is positive but of questionable sincerity given his ‘commitment’ to impose higher marginal rates on higher incomes,” one Republican noted.

On two specific issues, economists—both the full sample and the independents—clearly preferred Mr Obama: by 58% to 10% they thought he would handle China better than Mr Romney, and by 63% to 15% they thought he would make wiser appointments to the Federal Reserve. Like many past candidates, Mr Romney has been confrontational towards China on the campaign trail, promising to label it a currency manipulator on his first day in office, which went over badly with perhaps the only segment of the electorate that is solidly pro-free trade. “We have to assume Romney is lying about most of his plans,” one Republican academic observed.

 Explore our interactive guide to the 2012
presidential election

Many who dislike Mr Obama’s policies disagree on their flaws. Several people who gave low marks to the 2009 stimulus bill accused it of being too small; others, like Dartmouth’s Eric Zitzewitz, thought that “the lack of attention to efficiency undermined both the first stimulus’s effectiveness, and the political will for a second stimulus.” Many critics of the president’s health reforms would have preferred a single-payer system. One Democratic academic said a “complete overhaul [was] needed, not a Band-aid.”

The president’s least popular policy was his financial-reform package—though critics again disagreed on why. Laurence Ball of Johns Hopkins blamed Mr Obama for failing to “put up much of a fight against Wall Street lobbyists,” while an independent NABE economist remarked that “2,300 pages is evidence of very bad drafting”. The biggest complaint was that the reform did not address the vulnerabilities that existed in the financial system before the crisis, in particular the “too big to fail” problem. One independent NABE economist concluded: “It would have been more effective to put a couple of the miscreants behind the financial crisis in jail.”
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Lexington

The politics of very big trucks

Our correspondent leaves the campaign trail for a couple of days in search of a metaphor



FOR two days last week, Lexington became a member of the motoring press corps of Texas, test-driving full-sized (ie, huge) pickup trucks around the plains near Dallas. Though these bull-nosed monsters, some boasting the horsepower of three London buses, were a blast, a longer-term career change does not beckon.

The Texas press busily debated cylinders, torque and towing weights. For a non-specialist, the challenge is conveying how extraordinary these vast cars are. Bowling along country roads with a Ford chief engineer—a high-flier who has, in her day, handled such tasks as tuning Mustang exhausts to make them growl right—Lexington mumbled non-committally: very impressive. In truth, he was thinking: this truck feels at once unstoppably powerful yet absurdly easy to drive. It is like a sort of remorseless sofa.

Thankfully, it was the politics of the pickup truck that had brought Lexington to Dallas, and the launch of 2013’s models at the annual State Fair of Texas. For these trucks matter. The market leaders, F-series pickups from Ford, are not just best-selling trucks. They have been America’s best-selling vehicles for the past 30 years. Politicians flaunt pickups as proof that they are regular folk. In a brutal Senate race in Massachusetts, Scott Brown, the Republican, has made an icon of his General Motors truck with 200,000 miles on the clock. Any product that popular deserves study as much as squabbling politicians on the trail.

What’s more, the pickups’ success points to shared American values that Barack Obama and Mitt Romney might ponder, as their campaigns stress national divisions and disputes. These include exceptionalism, egalitarianism and pragmatism.

Start with exceptionalism. Full-sized pickups are barely sold outside North America and Mexico (a handful go to South America and Gulf Arab states). Even in America there are eccentric spots such as Washington, DC, where big pickups are rare, beyond a few used by builders or jobbing gardeners. Yet at the peak of sales in their home market, during the presidency of George W. Bush (a truck fan), nearly a million F-series pickups were sold each year, many to suburban wannabes the industry calls “never-nevers”, meaning they never take trucks off-road or use them for towing. As Mr Obama took office, pickup sales were in free fall. High fuel prices had driven the poseurs from the sector, while traditional buyers were crushed by the credit crunch and the implosion of the building industry. Now the sector is recovering, with F-series sales rising 11.4% in the year to date. The focus is on the biggest models with the fanciest fittings, from saddle-leather seats to computers that spot a tornado or hailstorm five miles away. Luxury trucks costing $40,000 or more account for almost a third of sales of the F-150, the most common F-series variant.

The stakes are high. A discreet complex in a Dallas suburb houses the office of Sam Pack, owner of four Ford dealerships. F-series trucks are the bedrock of sales, says Mr Pack, soft-spoken and dapper in a monogrammed shirt, silk tie and crocodile-skin shoes. Examining a computer printout, he puts that in real money: he sold $213m-worth of big pickups last year, out of total revenues of $587m. Mr Pack is not the largest Ford dealer in Texas.

The sector is egalitarian. Mr Pack’s most recent 100 sales were to company owners, doctors and lawyers but also to a postman, builders and a nurse. Many of the priciest were bought by self-employed contractors, precisely because they all but live in their trucks. By week, their luxury trucks haul heavy machinery. At the weekend, buyers want a pickup that makes them proud as they take their spouse to a restaurant or tow a boat to the lake. In Europe, notes a Detroit executive, their equivalent might drive a Transit van, but would not use that to take a partner to dinner.

Today’s pickups demonstrate pragmatism. That may seem counter-intuitive: with their big engines and Tonka-toy looks, trucks suggest a refusal to compromise with fuel prices or fears of global warming. But industry buzz is around the success of a turbocharged, six-cylinder Ford engine that uses a fifth less fuel than older, larger V8 engines of similar power. The new V6 will help Ford meet tougher federal fuel-efficiency standards, but is not being marketed that way. It is sold as a money-saver. Over 200,000 have been sold so far, though not long ago a truck engine without eight cylinders was doomed in any barstool bragging contest.

One nation, united behind the wheel

This is the patriotic end of the domestic car market: the only one still dominated by big American firms. Texan buyers “frequently” tell Mr Pack’s salesmen that they are buying Ford because, unlike others, the firm did not take a government bail-out. These are vehicles bought by hard-working “makers”, not the welfare-dependent “takers” the Romney camp conflates with the Democratic base. Yet pickups are not only for conservatives. Texas is the home of big trucks, but the 30 biggest metropolitan markets divide evenly between red and blue states. Pickups are wildly popular with Hispanics as well as whites. There are makers on both sides of the partisan divide.

What is more, Republicans run a risk if they bet this election on economic pessimism. Big pickups are seen in the car industry as a leading indicator: rising sales point to Americans starting to build kitchens, fix roofs and hire contractors. Finally, the right should beware scorning environmental concerns as nothing but a Malthusian conspiracy. At Ford, greenery spurred innovation.

If the newest pickups suggest different lessons for Republicans, they arguably offer one big one to Mr Obama. Pickup buyers dislike overt government nagging. They do not feel guilty about driving exceptionally large vehicles. They revere hard work, starting with their own. But offer a nifty technological fix, packaged right, and they will embrace goals such as saving the planet. Pragmatism is profitable, and profit is a powerful force.

Economist.com/blogs/lexington
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Canada’s economy

Hey, small spender

With the government and consumers exhausted, officials are begging firms to pick up the slack



CANADA’S ruling Conservatives like to boast that their country weathered the world recession better than any other G7 member. Though they tend to attribute this success to their own policies, one of the main causes was Canada’s conservative corporate culture. Its banks had barely dabbled in subprime mortgages when America’s housing market imploded.

That caution, widely seen as a virtue during the financial crisis, now looks problematic in a recovery that is at risk of choking. In 2010 and 2011 Canada’s GDP grew by an average of 2.8% a year, more than America’s and than the economies of other rich commodity-dependent countries like Australia, New Zealand and Norway. The OECD now predicts it will grow by 1.9% in 2012, the same as New Zealand and less than the other three countries.

This slowdown is partly owing to lower prices for Canada’s resource exports, weak demand for its goods from Europe and a strong currency. But home-grown factors have also played a part.

First, the government launched a stimulus programme in 2009 to prop up the economy. In 2010-12 its deficit averaged 5.1% of GDP. It is now retrenching. Stephen Harper, the prime minister, has promised to close the gap by 2015 via spending cuts alone. Total public expenditure in 2012 is forecast to be 5% below its 2009 peak.

Meanwhile, consumer spending has been spurred by a housing boom that is often compared to America’s pre-crisis bubble. The central bank has kept its benchmark interest rate at 1% for two years, encouraging Canadians to pile up debt, particularly in mortgages. In Toronto house prices have risen by 8.3% in the past year. Mark Carney, the bank’s governor, has issued repeated warnings about these growing liabilities. Consumers’ ability to borrow and spend may be nearing its limit.

That leaves businesses as the last potential source of continued growth. Unfortunately, their penchant for accumulating rainy-day funds was only reinforced by the tumult of the recession. Their cash hoards now amount to 30% of GDP, three times the historical average. They have not stopped investing altogether—private-sector non-residential investment has almost recovered after falling by 21% in 2009—but they are not spending nearly enough to compensate for declining consumption and government outlays.

Moreover, Canadian private investment is divided evenly between machinery and equipment, which boost productivity sharply, and structures that store and transport goods, which have less of an impact. In the United States structures account for a far smaller share. This discrepancy may simply be a result of Canada’s dependence on natural resources such as oil, which requires pipelines. But it means that the country’s investments yield fewer gains in productivity than those south of the border do.

The government is doing its best to talk firms into investing. Mr Carney has demanded they start spending their “dead money”, which earns little interest thanks to his low rates. “Their job is to put money to work,” he said recently, “and if they can’t think of what to do with it they should give it back to their shareholders.” Jim Flaherty, the finance minister, sounded almost plaintive when he reminded a group of executives last month that the government had reduced tax rates, cut red tape and increased tax incentives to encourage them to invest. “Ultimately, it is up to you in the private sector to take advantage of all of these strengths and to invest, to create jobs and to grow our economy,” he said. For now, however, their entreaties seem to be falling on deaf ears. Michael Holden, an economist at the Canada West Foundation, a think-tank, says that urging firms to move faster was like “people who honk at the car in front of them in a traffic jam”.

The government is not relying on moral suasion alone. It has redoubled efforts to sign trade and investment deals to diversify Canadian exports away from slow-growth markets, where 85% of them are now directed, and towards racy Asian economies. Last month Canada and China signed an investment-protection pact.

Officials could also push education reform to encourage schools to train bolder executives, though that has not been a priority so far. Bill Currie of Deloitte, a consultancy, says Canada could produce managers more comfortable with risk by making university courses for businesses and engineers broader and more creative, and by teaching more economics in secondary school. But Mr Carney and Mr Flaherty will be long gone by the time such projects bear fruit. Just now the bully pulpit is all they have got.
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Paraguay post-impeachment

A Liberal spring

The interim president enacts reforms

WHEN Federico Franco took over as Paraguay’s president in June, it seemed he would have to spend most of his time dealing with the repercussions of the controversial way he came to office. The elected president, Fernando Lugo, a leftwing former bishop, was booted out in a summary impeachment, which Santiago Cantón, then the executive secretary of the Inter-American Commission on Human Rights, called a “parody of justice”. The governments of Argentina and Brazil said it was a coup. Together with Uruguay, they suspended Paraguay’s participation in meetings of the Mercosur trade block.

However, that was not how most Paraguayans saw it. In polls around 60% supported the removal of Mr Lugo, whom many saw as ineffectual. He vowed to contest his ejection on the streets. But the protests, never big, soon fizzled. Mr Lugo now says he will battle on through the courts. In Asunción, the dusty riverside capital, graffiti denouncing the impeachment are far outnumbered by signs and bumper stickers proclaiming the country’s sovereignty in the face of its overbearing neighbours.

This has given Mr Franco, who as the vice-president was once an ally of Mr Lugo, a chance to remedy what he says were the flaws of his predecessor’s rule. He talks like a conservative reformer, aspiring to a “state under liposuction”, stripped of unproductive workers. But he has so far made his mark by implementing progressive policies that Mr Lugo, who faced a hostile Congress, failed to enact.

Rather than breaking up big farms, he has speeded up the granting of land titles to rural squatters and bought up private holdings to sell on easy terms to those who lack plots. Víctor Rivarola, the social-action minister, says he hopes to double the number of households receiving conditional cash transfers within a year. A law passed in September will dedicate around $40m a year of revenues from the Itaipú dam, which Paraguay shares with Brazil, to promoting information technology in schools. The government is working on a plan to extend nationwide a One Laptop Per Child scheme now run in the town of Caacupé by Paraguay Educates, an NGO.

To finance these projects, Mr Franco won passage of a bill that will institute Paraguay’s first-ever personal income tax, long overdue in a country where government revenues are among the world’s lowest as a share of GDP. He is also organising the country’s first bond issue in international markets. Nonetheless he admits he cannot tackle big problems, like a bloated state payroll and woeful schools. “We don’t have time to do great things,” he says. “We’re going to sow the seeds. You can’t harvest if you don’t sow.”

Those tasks thus await his successor, who will be elected in April. Mr Franco’s Liberal party has nominated Efraín Alegre, a senator. The constitution blocks Mr Lugo from running for president again, but he says he is likely to try for the Senate.

The Liberals’ main rivals, the Colorados, ruled Paraguay for 35 years under the dictatorship of General Alfredo Stroessner, and then for nearly two decades in democracy until Mr Lugo prised them from power in 2008. Horacio Cartes, a businessman who is blanketing the country with self-financed ads, is the front-runner in the Colorados’ primary. Since neither party has a clear ideology, Paraguayan elections hinge on partisan enthusiasm and get-out-the-vote efforts. This gives the Colorados a structural advantage: a quarter of the population are party members. Mr Franco’s seeds will have to sprout quickly for Paraguay’s Liberal spring to last.
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Spain and the Americas

¡Ya me voy!

Latinos and locals alike are leaving for the new continent



IN THE decade to 2007 around 1.5m Latin Americans moved to Spain in search of a better life—over 300,000 of them in 2007 itself. Now, with Spain in trouble and many Latin American economies growing fast, the tide has turned (see chart). Spanish local records show that around 20,000 Colombians and 40,000 Ecuadoreans left the country in 2011, many to seek their fortunes at home.

Typical of the trend is Gerardo Navarro. He moved to Spain in 2007 hoping to find work in its building trade, which had been booming. But when the property bubble burst, Mr Navarro found himself without a job. Rather than compete for the limited scraps of work in Spain, Mr Navarro returned to Colombia, where a surge in construction in Bogotá has opened up opportunities.

Highly educated Latin Americans are in the same boat. After going to university in Barcelona, Luis Saucedo from Tamaulipas, Mexico, thought it would be easy to find a job. But with Spain’s banks shrinking, Mr Saucedo moved to London and worked as a waiter. Now he plans to return home, where a growing financial industry is keen to recruit new staff. He has applied for a job at the Mexican subsidiary of Spain’s Banco Santander.

Returning Latin Americans are being joined by Spaniards. Nearly 20,000 of them moved to Latin America last year, up from just 3,700 in 2005. The Spaniards who are leaving the country tend to be both young and educated. Although around 40% of Spaniards end up with a university degree, many struggle to find employment at home. But their skills are in demand in Latin America, where a degree from a European university is seen as prestigious (although Spanish universities fare poorly in international rankings).

Spain has long sought to curb immigration from its former colonies. Now that the reverse is beginning to happen, perceptions are switching too. Latin Americans no longer see Spain as the place of opportunity it once was. Increasingly, they see opportunities at home.
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Correction: Banco Rural

In our story last week about Brazil’s mensalão trial (“Corruption in Brazil: Worth the wait”), we wrongly stated that Banco Rural was state-controlled. In fact it is privately owned. Sorry.
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Nationalism in Japan

Beware the populists

Aided by a pandering press, a handful of nationalists can have a dangerous impact beyond Japan’s shores



SINCE the defeat that ended the second world war, Japan has been a powerful force for peace and prosperity in Asia. Among other things, it has been easily the most generous aid giver, helping lift poor neighbours out of poverty. You would not know it from the volleys of neighbourly abuse Japan gets, and not just for its aggression up to 1945, when tens of millions of Asians died. Detractors also claim that Japanese imperialism has never been extinguished but merely concealed in dastardly fashion, biding its time. The claim is nonsense. Though loud, the rightwing thugs cruising Tokyo in black “sound trucks” blaring out militarist songs are few. Still, now and then a nationalist politician can casually upend years of efforts to soothe troubled relations with neighbours.

Most recently, that person has been Shintaro Ishihara, the governor of Tokyo and an old rogue of the Japanese right. His attempt on behalf of the metropolitan government to buy the tiny islands known as the Senkakus in Japan and the Diaoyus in China sparked a row between the world’s second-and third-largest economies that could damage their bilateral trade, worth $350 billion—and even tip Japan back into recession. Last month Yoshihiko Noda, the prime minister, nationalised three of the islands, apparently to stop the incendiary Mr Ishihara getting them first. Yet that nuance was lost on China, which also claims the islands. Anti-Japanese protests there flared, and the government threw bilateral relations into the freezer.

Extreme rightwing views might now move into Japan’s mainstream national politics with the election of Shinzo Abe, the grandson of a wartime cabinet member, as head of the opposition Liberal Democratic Party (LDP). He was briefly prime minister in 2006-07 and may well defeat Mr Noda in the next election. In 2006 Mr Abe pushed to improve rocky relations with China and South Korea after his predecessor, Junichiro Koizumi, had poisoned them with visits to Tokyo’s Yasukuni shrine, where Japan’s war dead, among them “Class A” war criminals, are revered. Mr Abe’s recent comments playing down Japan’s war crimes are far less conciliatory, and he talks of resuming visits to Yasukuni.

Yasushi Kudo, head of Genron, an NGO seeking to improve Sino-Japanese relations, sees a growing danger in Japan of populists milking the China issue for political ends. Rising anti-China sentiment provides fertile ground. On top of concerns about anti-Japanese demonstrations, Mr Kudo says people are increasingly worried about China’s economic and military might. According to a Genron poll released in June a record 84.3% of Japanese viewed China unfavourably. And that was before the latest Senkaku spat.

Even some staunch conservatives worry about Ishihara-style populism. The Nippon Foundation is a think-tank supporting Japan’s maritime claims. Its late founder, a Mussolini fan, was accused but never charged as a war criminal. Yet Takeju Ogata, the current president, says the Tokyo governor is “the cause of all these problems”, because he should never have stirred up a slumbering territorial issue.

Like Mr Abe, Mr Ogata supports a move to amend the pacifist constitution drafted by America in 1947, to give Japan the right to “collective self-defence”. Changing the constitution would require two-thirds support in the upper and lower houses of parliament, as well as a referendum, so he does not expect it to happen soon. Mr Ishihara’s provocation will have made that quest harder still.

The rise of popular nationalism in Japan is ably abetted by the media. Similar pandering is no surprise in China, yet Japan supposedly has a free and inquiring press. With the Senkakus, says Jeff Kingston of Temple University in Tokyo, the media have been cheerleaders: “They see the voice of reason as the voice of treason.”

Likewise, the LDP, hoping to regain power in the next election, has failed to rein in Mr Ishihara. Indeed, some members are keen to jump on his nationalist bandwagon. The party has supported him as Tokyo governor since 1999.

Yet for all the populism, a one-sided press and craven politics, so far there have been almost none of the public outbursts in Japan that were seen in China. Genron’s latest poll of influential Japanese, issued on October 3rd, says most oppose nationalising the Senkakus, do not think it will lead to military conflict, and hope the issue will be shelved. Mr Kingston says Japanese nationalism has “all the power of one-hand clapping”. Abroad, though, the clapping is amplified as loudly as those blaring black trucks in Tokyo.
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Malaysian politics

No time like tomorrow

Another budget, more cash handouts and more dithering over an election date

 Najib, coiled for action

THE prime minister, Najib Razak, fancies himself as the Tony Blair of Malaysian politics. Like the former British prime minister, Mr Najib purports to be a progressive reformer, on a mission to “modernise” his country. The British-educated Mr Najib also likes to pay as much attention to the spin on his policies as to their substance. He even hires former Blair advisers to make sure he gets it right.

For all that, Mr Najib increasingly resembles the hapless Gordon Brown, Mr Blair’s nemesis and successor. For years Mr Brown agitated to push his rival aside. When at last he succeeded, Mr Brown blew it by missing the chance to call an early election while he was still relatively popular. Rather than winning his own mandate, Mr Brown, unelected and indecisive, watched his authority drain away until he was boxed into calling an election right at the end of his term—which he then lost.

Similarly, Mr Najib took over after an internal party coup in April 2009 against the then prime minister, Abdullah Badawi. Talk of an early election for Mr Najib to secure his own mandate first surfaced towards the end of 2010. He himself began to talk up his chances the following June. Then an election was expected towards the middle of this year. All along, Malaysia has been on an election footing, with the cautious Mr Najib ponderously cultivating the voters.

He has crafted new policies for Malaysia’s younger, unaligned citizens while giving away plenty of money to retain his party’s traditional supporters, especially among the ethnic-Malay (and Muslim) majority. In the budget in late September more cash handouts went to poorer households and a one-month salary bonus to all government workers. They usually vote for Mr Najib’s United Malays National Organisation (UMNO).

Would that there were more to show for all the shadow electioneering. Opinion polls conducted by the respected Merdeka Centre (the latest were for June) gave the prime minister an approval rating of 64%, down from the high point of his popularity in the middle of 2010. Still not bad, you might think, but the popularity of the ruling coalition, the Barisan Nasional (BN), is much lower than the prime minister’s own. So now Mr Najib’s options are diminishing fast. He is required to call an election by April at the latest. In the process he has acquired a reputation for dithering, and now has the regrettable distinction of being Malaysia’s second-longest-serving unelected prime minister, just behind his own father, the country’s second prime minister.

Given UMNO’s deep pockets and its practice of gerrymandering constituency boundaries, winning a simple majority has always looked relatively easy for Mr Najib. After all, the ruling coalition, made up of UMNO and several smaller parties, has achieved that in every election since independence in 1957. Yet Mr Najib’s real aim is to win back the two-thirds majority that the BN lost for the first time at the last election, in 2008. In so doing the BN lost its power, among other things, to tinker with the constitution. That failure led directly to the coup against Mr Badawi and the elevation of Mr Najib. The prime minister knows that if he fails to reverse the humiliation of 2008, a genuinely hard task, then he could go the same way as his predecessor. (His chief protection is that personally he remains more popular than the BN.)

Mr Najib has also been spooked by a series of political setbacks. His government mishandled a couple of huge rallies by a coalition of NGOs called Bersih (meaning “clean” in Malay) campaigning for fair elections. And poring perhaps too closely over the minutiae of local-election results, the BN has fretted over a fall in support among Chinese voters. They form the largest minority in the country’s complex ethnic mosaic.

The problem for Malaysia is that the rival parties have been at such a high pitch of combat-readiness for such a long time that the resulting partisanship is poisoning national politics. Pretty murky at the best of times, politics is becoming dirtier by the day. UMNO and its friends in the press and television have been relentless in their assaults on any organisation, such as Bersih, that is deemed to be sympathetic to the opposition. Another target has been an excellent independent website called Malaysiakini. All the old canards about these sorts of groups being in the pay of Zionists, America or George Soros, a foreign financier, have been trotted out. It is not clear whether such slanders still impress Malaysia’s voters, especially its Muslims. They are certainly a sign of desperation.
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The Maldives

Sunset cruise

The political mood darkens in the tiny island state

 Nasheed off on a voyage

AT THE quayside thousands of yellow flags of the Maldivian Democratic Party (MDP) fluttered as supplies were loaded onto five boats and party activists read an interminable register over a thundering loudspeaker. Through a cheering crowd the familiar, diminutive figure of Mohamed Nasheed, wearing sunglasses, pushed his way, shaking hands and smiling. The man who until February served as the Maldives’ first democratically elected president was off on a two-week voyage around the scattered island nation to meet the party faithful. He was, he said, ignoring the “politically motivated” trial against him due to begin that very hour. He rejected the authority of the “fabricated court” and warned that the country was moving towards “dictatorship with more radical religious ideas”. He then sailed off into the sunset, arms raised in a victory gesture.

Once a human-rights activist and political prisoner, Mr Nasheed is back in campaign mode, having left office against his will on February 7th. He calls it a coup, saying threats of violence from rebellious police and soldiers forced him out. The successor administration, headed by his former deputy, Mohamed Waheed, sacked Mr Nasheed’s party ministers but denies it was a coup. Its account was backed by an internal inquiry report in August, rubber-stamped by the Commonwealth.

Public opinion is worryingly polarised in this Muslim archipelago country of 330,000. And in the lanes between whitewashed houses in the tiny capital, Male, grim things have been taking place. The night after Mr Nasheed sailed, a member of parliament, Afrasheen Ali, was murdered in a frenzied stabbing attack. He was from the party of Mr Nasheed’s autocratic predecessor as president but was noted as an Islamic scholar of moderate views. Four people, including a young female MDP activist, were arrested as suspects. Mr Nasheed says his party is being framed and describes the victim as a close childhood friend. Liberal activists blame Islamic radicals.

The Maldives’ political chasm concerns democracy and governance as well as religion. Mr Nasheed’s fall was triggered by demonstrations after he arrested the chief justice, Abdulla Mohamed—the act for which he now faces trial. He had accused the judge of failing to act impartially against dangerous criminals. Aishath Velezinee, who describes herself as an activist, agrees. Although she used to sit on a judicial watchdog body, she denounced it for ignoring a constitutional requirement that all judges be subjected to reassessment in 2010. Now, she contends, “all the judiciary are impostors”, pointing out that Abdulla Mohamed himself has a criminal conviction. Last year would-be killers stabbed her three times but she survived.

Hassan Saeed, attorney-general during the pre-Nasheed era and now special adviser to the president, sees things differently. He drew up a report in 2007 which said the controversial judge had asked a child victim of sex abuse to re-enact the conduct of the aggressor. “The incident clearly shows he’s a person with some problems, and there may have been other incidents,” Mr Saeed admits. But in those days there were no laws to govern judges’ conduct whereas now such laws exist. Mr Nasheed should have used them rather than detain the judge.

The coastguard has been dispatched and police ordered to bring Mr Nasheed to court on October 7th. Whether or not it succeeds, the government faces a mass of problems including the economy. The budget deficit has climbed to around 30% of GDP. Spending on the armed forces and the police has risen sharply. And the authorities have done little to reassure an Indian infrastructure company, GMR, which has a 25-year contract to develop and manage the main airport. The rhetoric is now about renationalisation, which the president’s media secretary, Masood Imad, says is “the aspiration of the people”. They would, he says, like to see the airport back in Maldivian hands.
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New executioners for Sri Lanka

Hanging about

Wanted: two government idlers, little pay, fewer prospects

WHEN the prisons department recently advertised for hangmen, several shortlisted hopefuls asked an unexpected question of its board of interviewers: What, pray, would they be expected to do? Currently, 369 convicts are on death row, and a further 471 have appealed against their sentences. Yet though capital punishment remains on the statute books, it has long been suspended. Sri Lanka has not hanged a man in over three decades.

The prisons department was not rushing to find replacements when, a year ago, one hangman retired and another was promoted. Since then, however, a wave of serious crime, including the rape and murder of a young girl, has reopened the debate on capital punishment. To divert attention from the inefficiency of its (politicised) police force, the government wants to be seen heeding the populist call for executions to resume. In July a spokesman claimed that “the public, cabinet and members of parliament” have “reached a common belief” that the death penalty should be implemented for child molesters and drug lords. Prison officials hurried to advertise for hangmen. They had, the commissioner-general of prisons said, to be ready, even though the president, Mahinda Rajapaksa, has yet to authorise an execution.

The job advertisement, published only in the state-owned Sinhala-language newspaper, drew 178 responses. Applicants included a man with one eye, autorickshaw drivers, retired military men, labourers and a university student whose many attempts at securing other employment had failed. Ten aspirants were rejected, mostly because they were too old or too young. One woman was turned down on the ground that her gender would make her too emotional. No other qualifications were required, beyond a basic school education. Officials worried that a more erudite class of executioner might be tempted to chuck in this job for another.

Two (anonymous) candidates have been chosen to fill the vacancies. But since neither of the two previous executioners hanged anybody during their tenure, and one has since died, training the new recruits poses a challenge.

The question remains whether the hangmen will ever have to use their skills, however they may be acquired. Every few years since suspension in 1977, successive governments have resolved to revive the death penalty. The reasons are the same as those Mr Rajapaksa’s regime is now noticing. Yet presidents have steadfastly declined to sign death warrants.

Nothing suggests Mr Rajapaksa will buck the trend. The mere promise of an execution or two has already tempered public outcry, as in the past. Familiar arguments raised against judicial executions are also getting wide publicity. Critics urge the government to strengthen law enforcement before it turns to the gallows for help. And how, they ask, can you hang anybody when the criminal-justice system is so riddled with deficiencies?

Ministers are keeping quiet on the matter. It would not look right to be pushing for the death penalty just weeks before coming up for peer review at the UN Human Rights Council in November, with the ugly end to a civil war in 2009, among other things, to defend. And besides everything else, the more you proclaim the need to start executions, the more you defeat your own argument, made by the president’s brother no less, that under the family’s benign rule “there is no crime wave” to speak of anyway.
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Cleaning up Mumbai and Maharashtra

The degeneration game

Can India’s economic powerhouse ever be cleansed of its venomous politics?



IN 1951 Jawaharlal Nehru, India’s first prime minister, addressed a vast crowd on Mumbai’s Chowpatty beach. “If at all I am a beggar, I am begging for your love,” he said. Politics has sunk rather low since then. On August 21st Raj Thackeray, the city’s latest political star, walked past a heavily policed crowd at Chowpatty sporting the kind of sunglasses Tom Cruise wore in “Top Gun”. The nephew of a Hitler-admiring ex-cartoonist, whose movement he has split from, Mr Thackeray dislikes migrants and the government. Following outbreaks of violence in the city, the march was a show of muscle. For local youngsters without jobs, he is, his party manager says, “a messiah”.



It is emblematic of the decay of politics in Mumbai and in Maharashtra, the state in which it sits. The decay is no mere curiosity. Despite slums and poor roads, Mumbai has clung to its role as India’s New York—the commercial, financial and creative capital. Maharashtra remains by far the biggest cog in India’s economy (see chart).

The state’s lead is not a given. Another 20 years of misrule—venal coalition politics, delayed airports and roads, slums and rural poverty—would be ruinous. And the collision that Maharashtra has experienced for two decades, of money, migration and hereditary political power, is one that much of India now faces. It is a test case: can broken governance be fixed?

The answer lies with Prithviraj Chavan, chief minister since late 2010 for the Congress party, which heads the national ruling coalition but runs few big states. A technocrat, he was parachuted in from Delhi after his predecessor was named in a huge scam. Mr Chavan says: “I don’t have a magic wand to do things overnight. But I can at least stop things going badly wrong.” His priorities are to attack graft and boost infrastructure, health care and schools. Almost everyone agrees that he is clever, able, clean and sane—and worries that these are the wrong qualities for Maharashtra.

Politics there is brutal. Grubbier Congress types dislike Mr Chavan and want to build a war chest for state and national elections due by 2014. He must also deal with a shifty coalition partner in the state assembly, the NCP, run by the Pawar family. Since 1999 the two parties have run the state together. Their squabbles over patronage and more have delayed projects and gummed up decisions.

A finely balanced assembly means individual legislators and the NCP can “cause havoc”, an official says, by threatening to defect. On September 25th the NCP’s Ajit Pawar, the deputy chief minister, resigned after corruption allegations. Although the coalition is intact, he may try to realign the NCP with other parties. The opposition includes the BJP, a national party, and two outfits run by the Thackeray clan, Shiv Sena and Raj Thackeray’s MNS. Both champion Maharashtrians, the state’s indigenes, and their language, Marathi.

Mr Chavan says the fractured polity carries huge costs. The problems run deep. First there is graft. It exploded along with Mumbai’s property prices in the 1990s. Illegal gains from using bribes to bend planning rules in the city run at perhaps $5 billion a year, or 3% of state GDP. Now a new alleged scam involves theft from irrigation projects under NCP control. If true, this would be especially odious, since the victims would be the rural poor. Mr Pawar, the deputy who resigned, denies all accusations. A businessman involved says simply: “They are raping Maharashtra.”

A second problem is a fissure between the big cities and the countryside. Since the 1960s Mumbai’s Marathi-speakers, who now comprise only a third of its residents, have felt squeezed as outsiders, many from Uttar Pradesh and Bihar, have piled in and English-speakers have got plum jobs. That fuelled the rise of Shiv Sena, which, with the MNS, wins the urban Marathi-speaking vote. Shiv Sena has a thuggish past. Now it welcomes anyone who opposes new migrants, says its general secretary, Anil Desai. Given Shiv Sena’s urban clout (it runs Mumbai’s local council), the other big parties look to the countryside for support, where 55% of the state’s people live. The NCP’s heartland is a rural belt in the south and west. The result, says Kumar Ketkar, editor of Dainik Divya Marathi, a newspaper, is that most parties do not care enough about the swelling cities.

Dynastic struggles add to the woes. The founders of the NCP and Shiv Sena are old. Ajit Pawar resigned partly to show independence from his uncle, the ageing NCP strongman, Sharad Pawar. Raj Thackeray split from Shiv Sena, now run by his cousin, to further his own ambitions.

All this drags down a vital state. What Mr Chavan can do about it is another matter. He is reluctant to confront his alliance partners, despite their corruption and dynastic rivalries. A believer in due process, he is accused of indecision. But he has pushed a few changes through. He has cleaned up the planning rules and kick-started infrastructure projects, such as a bridge from Mumbai to the mainland. His fans in business and the bureaucracy want him to push harder.

Yet in the long run that would not solve much. By 2014 fresh state elections will be held. The omens from local council polls in February were poor for Mr Chavan—he made little impact. If Congress loses to a new grouping, or scrapes back in and fires its too-clean chief minister, business will soon return to normal and Maharashtra will resume its decline. The hope is that this technocrat can unleash his inner rabble-rouser and appeal directly to the public. Folk in Maharashtra are looking for a messiah, and Mr Chavan is the only sensible candidate around.
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Banyan

Now for the soft part

The heyday of “factory Asia” may be ending sooner than anyone thought



PARK JAE-SANG has shown the way forward. The South Korean rapper, known as PSY, this week topped the pop charts in Britain and lay second in America. His gloriously inane video, “Gangnam Style” (with some 350m online viewings so far), has proved that Asia’s economic powerhouses can lead the world in exporting intangible goodies as well as things you can drop on your foot. Facing an alarming economic slowdown, much of Asia needs to learn the lesson: service industries are the future.

That is a crude summary of the latest “Outlook” for the region published this week by the Asian Development Bank (ADB). For almost the entire region, it is far gloomier than the ADB’s previous forecast in April—if still startlingly perky by Western benchmarks. In Asia as a whole, excluding Japan, economic growth this year is expected to slow to 6.1%, from 7.2% in 2011.

Much of this can be blamed on the feeble state of the rich-world economy. Since April, fears that the euro zone is on the brink of a cataclysmic meltdown have eased somewhat. Yet they are not about to go away altogether, and optimism over the prospects for the biggest market for much of Asia’s exports is still remote. Add in an anaemic recovery, at best, in America, and the worry that its economy might tumble off a fiscal cliff in December, and the outlook for external demand is bleak. In China exports to Europe fell by about 5% in the first eight months of this year, compared with a year earlier.

Indeed, it is China that accounts for much of the regional slowdown, with the ADB’s forecast for GDP growth in 2012 cut to 7.7%, from 8.5% just in April. Year-on-year growth in the third quarter is expected to have been not much more than 7%, the seventh successive quarterly slowdown. Investment in both Chinese infrastructure and manufacturing has grown less frenetically. Economic uncertainty has acted as a drag on consumption. Yet, by the ADB’s reckoning, “external factors” account for about two-thirds of China’s slowdown.

“Internal factors are dominant”, however, in India, which has not followed the East Asian pattern of labour-intensive manufacturing and export-led growth. There the ADB has made an even sharper cut in its forecast for 2012 growth, from 7% to 5.6%. A late monsoon, continued inflationary pressures and a government that has only just started trying to escape from policy paralysis have all dented investor and consumer confidence.

Slower growth in China and India has a knock-on effect in the rest of Asia, for which China in particular is an ever more important market. Yet South-East Asia is proving rather resilient, even if the new kid on the regional block, reforming Myanmar, has too small an economy yet to have much of an impact. In Indonesia growth is driven largely by domestic demand and is still on course to reach around 6% this year. The Philippines, a new favourite among some foreign investors, may fall not far short of that. Thailand, meanwhile, has recovered rapidly from calamitous flooding in 2011.

However, developing Asia faces a challenge more fundamental than riding out another cyclical downturn in the West. The ADB has warned before of the dangers of growth fuelled by natural bounty and cheap labour. As wages rise, manufacturers find themselves unable to compete either with lower-cost producers elsewhere or, in higher-value-added products, with more advanced economies. They get stuck in a “middle-income trap”.

Now the ADB is arguing that, with demand from the advanced economies for its manufactures unlikely to pick up strongly soon, Asia needs to shift to a model based more on rising domestic demand and relying more on its service industries. As farmers’ children across Asia have left the land to work in factories, farming’s share of output has dropped, so industry’s share is now far higher than in the OECD countries. But before developing Asia’s industrialisation has run its course, the region needs to replicate the success in services, which now account for just 48.5% of its GDP, compared with 75% in advanced economies.

Asia has some extraordinary success stories in high-end services: not just the “Korean wave” washing through the world’s pop cultures, or the Bollywood movies watched from Kandahar to Kansas, but some of the world’s best airports, airlines and hotels. Then there is India’s world-beating information-technology services and outsourcing industry. Last year this produced $76.4 billion in revenues and employed 2.5m people.

That is a drop in the ocean, however, in India’s half-a-billion-strong labour force, even counting the four additional jobs elsewhere that each IT job is claimed to create. Most of those working in what count as service jobs across Asia lead less modern and productive lives: shopkeepers, rickshaw-pullers, foot-masseuses, security guards, barbers, road-sweepers, dhobi-wallahs, lift attendants, rubbish-pickers and so on. What is needed, the ADB argues, is a boost for “high-value modern services”, such as IT and finance. This would create jobs (especially for women), meet the growing need of an urbanising population for more sophisticated services, and open up new export markets.

Blocked service roads

The obstacles to this are huge, including the shortcomings of education systems, telecommunications and other infrastructure and, in the ADB’s words, “above all, burdensome regulations which protect incumbent firms”. Powerful vested interests, like some of China’s state enterprises (see article), stand in the way.

A strong service sector does not ensure an escape from the middle-income trap, or lessen the importance of industry. The two places where services have leapfrogged manufacturing, India and the Philippines, are a long way from rich-country status. But without more developed services, Asia will struggle to generate the decent jobs its people will need as it gets used to what the ADB calls a “new era of moderate growth”.

Economist.com/blogs/banyan



This article was downloaded by calibre from http://www.economist.com/node/21564226/print

 
 

 | Section Menu | Main Menu | 







China
	State-owned enterprises: The state advances
	Party congress: Happening
	Relations with Myanmar: Less thunder out of China












| Next | Section Menu | Main Menu | 



State-owned enterprises

The state advances

The state’s grip on the economy has been tightening. Could foreign pressure persuade the new leadership to reverse course?



DURING one recent weekend in Shanghai, an enthusiastic crowd of several hundred entrepreneurs gathered in a trendy loft space near the city’s Fudan University. The music was blaring, the lampposts were festooned and a giant banner declared cryptically, in English: “Right here, right now!” It was the launch party for an offshoot of Innovation Works, a Beijing-based incubator and venture-capital outfit that has already helped several dozen firms take off. Start-ups work together at the firm’s hip, open-plan offices. “It’s just like Silicon Valley, except they’re all Chinese,” gushes one investor.

Such heady scenes may suggest the private sector is alive and well in China. Look closer, though, and the crowd is still more full of hope than success; entrepreneurs all desperate to pitch business plans to investors. Mendy Pang, a Shanghai native in his mid-20s, is struggling to win backing for his firm, a business-to-consumer insurance start-up. “The big banks won’t see me,” he sighs. So he went to a small bank and they just laughed at him. “Banks here give money only to big companies.”

The dark truth is that bamboo capitalists like Mr Pang are increasingly getting squeezed by the state. Experts disagree on whether the state now makes up half or a third of economic output, but agree the share is lower than it was two decades ago. For years from the late 1990s state-owned enterprises (SOEs) appeared to be in retreat. Their numbers declined (to around 114,000 in 2010, some 100 of them centrally controlled national champions), and their share of employment dropped. But now, even while the number of private companies has grown, the retreat of the state has slowed and, in some industries, reversed.

Moreover, the statistics obscure the state’s growing power, says James McGregor, an influential analyst with APCO, a political consultancy, in a new book on China’s “authoritarian capitalism.”* Foreign investors add that the playing field, never level for private firms, is tilting further in favour of domestic champions. The American and European Chambers of Commerce have each just published scathing reports arguing for a resumption of SOE reform and market opening.



Though fewer in number, today’s SOEs are more powerful than ever. One reason is that they can be vast (see chart) and so their market power is often greater in a given industry. Their shrinking number is the result of a concerted effort to consolidate disparate SOEs into national champions in a range of “strategic industries”, which range from telecoms to shipbuilding.

Liberal reforms got a boost with China’s WTO entry in 2001—but slowed after 2006, and then, argue critics, went into reverse as the stimulus spending of the past few years flowed to SOE coffers. GK Dragonomics, a consultancy, estimates that the SOE share of investment, which had been in decline, has risen in property, communications and finance. In 2004 the average industrial output of SOEs was six times that of the average private firm; by 2010 it had shot up to 11 times as much.

In addition to sheer size (and a nod and a wink from the antitrust authorities), SOEs enjoy a range of unfair advantages. In return for guaranteed profits and state backing, official banks lend to SOEs at a third of the cost of credit available to private companies (those that can get official loans at all). The government showers a range of tax breaks and subsidies on state firms, and favours them in procurement contracts. Unirule, a Chinese think-tank, reckons not having to pay for the land SOEs sit on was a subsidy worth some 4 trillion yuan ($640 billion) in 2001-09.

Even seemingly promising reforms often mask the influence of authoritarian capitalism. Officials recently announced that long-suffering foreign courier firms can offer certain domestic services. That sounds like progress, but one such firm claims the government has installed video cameras in its warehouses. The move is supposedly on security grounds, but for couriers, details about logistics and scheduling are vital trade secrets. The market for vehicle insurance has also just opened up a little, but foreign insurers (unlike local rivals) must still negotiate expansion province by province.

Although some domestic private firms have fed at the trough of the state sector, foreign firms have been hit hard by what the EU Chamber of Commerce calls “a massive asymmetry in market access”. Half its member firms in China claim to have lost out unfairly because of regulatory or market-access barriers. American firms grouse that in markets such as electric cars, foreigners are strong-armed verbally by officials into conceding intellectual property to joint-venture partners. The OECD considers China’s foreign-investment laws the most restrictive in the G20.

Standard practice

A new law introduced last year imposes fresh national-security reviews on all foreign investment. That in itself is not unusual, as many countries have such reviews. America even has a murky security-review process which has been used to chase away Chinese energy and telecoms investors. What is different, the American report points out, is that the new Chinese regulation adds economic security and social stability to the list of “security” concerns—easy cover for protectionism.

Another wheeze is the setting of industry standards. Elsewhere standards are usually drafted by industry bodies after wide consultation, and not tied to the right to sell products. In China the opposite often happens. Whether in data protocols for mobile telephony or the technical specifications for electric-vehicle recharging, China has chosen to go its own way in a manner that confers advantage to domestic firms. Foreign firms are typically not consulted, whereas local companies help write the rules. The EU’s experts calculate that only 40% of China’s standards are in line with international norms.

Mr McGregor points to the egregious example of UnionPay, “the champ of all national champions”, which is a domestic payment system that has a virtual monopoly on yuan credit cards. China seems to have ignored a pledge under its WTO commitments that it would open its payments market by 2006.

One of the biggest complaints lodged by the multinationals is that they are largely frozen out of government procurement—a market estimated to be $1.3 trillion in size. China promises to join WTO accession protocols that would bring its rules in this area in line with global norms, but has been dragging its feet for years. Strikingly, the EU Chamber has issued a thinly veiled threat on reciprocity: if China does not open up soon, the relatively free access its firms enjoy to the EU’s market may become “untenable”.

The American Chamber of Commerce is more diplomatic, but its political system is not. A congressional committee is investigating Huawei and ZTE, two Chinese telecoms firms, for alleged links to the Chinese army (its conclusion is due on October 8th), and President Obama has just upheld a ban on a Chinese firm owning wind farms in America on security grounds.

It is revealing that the heavyweights of global business have chosen this moment to speak out on reform. One reason, to be sure, is to play to domestic audiences: China-bashing is always popular during American elections, and the euro crisis has turned Europeans sour on China too. But China also gets new leaders soon, and making noise is sure to get their attention.

Does liberal reform have a chance? Perhaps, if only because it can kick-start the flagging economy in a way that shovelling cash at inefficient SOEs cannot. A working paper by the IMF calculates that ending those monopolies could boost income per person tenfold in the long run. Even then, foreigners may find little joy. In May Chinese officials suggested the role of private capital in railways, energy and other industries might be expanded. Hopeful European officials rang the commerce ministry, but were refused a meeting: pronouncements to encourage private capital, they were told, are “completely unconnected” with foreign investment.

*“No Ancient Wisdom, No Followers: The Challenges of Chinese Authoritarian Capitalism”, published by Prospecta Press
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Party congress

Happening

Party leaders eject one of their own, and prepare for their big knees-up

 Are you going to Tiananmen Square?

HAVING taken nearly a year to make up its mind, China’s Communist Party has at last fixed a date for its most important gathering in a decade. Just two days after Americans elect their president on November 6th, the party will begin the ritual of unveiling its own line-up of leaders to rule the country for the next ten years. Its task will be to inspire its citizens to care.

Even the party’s 80m members have had little say in choosing the 2,270 delegates to the congress. Around 70% of them are party officials. The rest are ordinary members who are considered likely to toe the line. They include soldiers, model workers, an Olympic gold-medallist and a handful of rich businessmen (the party is still wary of showing off how wealthy some of its members have become). Their job will be to rubber-stamp decisions made in secret by the party, including membership of a new Central Committee that will in turn name a new Politburo of around 25 members.

Most of the discussions take place behind closed doors in the Great Hall of the People next to Tiananmen Square. The congress, with its security and endless convoys of delegates, brings normal life in the heart of the capital to a standstill. This makes uncertainty about the date a headache for planners of other events that might be affected. For example, Beijing’s annual marathon, originally scheduled for mid-October, has been put off indefinitely.

Officials around the country have long been gearing up. Banners hailing the congress have been put up in streets and commemorative postage stamps have been printed. Preparations include preventing aggrieved citizens from other provinces making their way to the capital, where they might protest. Tibet’s restless monasteries have been instructed to ensure that what officials call the “three not-happens” don’t happen: nothing big, nothing medium-sized and nothing minor.

The party has more reason to be worried than usual. In the build-up to the congress a scandal surrounding a Politburo member, Bo Xilai, has fuelled disputes within the party and cynicism among the public. At the same time as it announced the start date of the congress, the Politburo said it was expelling Mr Bo from the party for offences ranging from serial adultery to corruption to unspecified “major responsibility” in a murder case involving his wife. He has been handed over to prosecutors. The floral displays welcoming the congress may not convince citizens that everything smells sweet at the top.
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Relations with Myanmar

Less thunder out of China

China has been stung by a sudden reversal of fortune in its own back yard

VISITORS to the showroom of the “Everything is Good” jade company in the Chinese border town of Ruili are swiftly steered towards one particular lump of black rock among many thousands on display. It looks innocuous enough, but a small slash on one side, revealing a translucent green and purple interior, betrays its true worth: this is the highest-quality jade from Myanmar, and to discerning Chinese customers that means the best in the world. The price tag is $1.2m.



There are hundreds of such shops in Ruili, many of them turning the jade into ordinary bracelets and pendants, valued as lucky charms by Chinese shoppers. For the Chinese, it is just good business; selling the stones, fossils and wood of Myanmar. To many Burmese, however, it represents nothing less than the plunder of their country. Since Myanmar was subjected to Western economic sanctions in the mid-1990s, China has had virtually a free rein. The booming economy of Ruili is testimony to that. But the Burmese grumble that whereas the Chinese businessmen of Yunnan have made fortunes marking up their imports, often in collusion with corrupt Burmese officials, most Burmese have benefited little from the cross-border trade.

None of this used to matter much until the stirrings of political reform in Myanmar. Together with trade, the other traditional Chinese interest along their border has been stability. The Chinese authorities have long sought to contain spillover from battles between the armed militias of the Kachin and Karen ethnic groups and the Myanmar government; they have also tried to stop the flow of drugs from neighbouring Shan state into China. The recent high-profile trial of a Shan drug lord, Naw Kham, in Kunming, the capital of Yunnan province, demonstrates how seriously the Chinese authorities take this threat, and how influential they have become in the region. But in focusing on these issues, the Chinese missed the bigger picture of how resentments were building towards their presence in, and economic exploitation of, Myanmar. The result is that what the Chinese took to be a solid, mutually beneficial relationship with the Burmese has exploded in their faces—with long-term consequences for Myanmar, the balance of power in South-East Asia and the whole way that China does business with poorer countries.

Zhu Feng, a professor of international relations at Peking University, says that the “alarm bells started ringing” for the Chinese over Myanmar with the abrupt suspension of the Myitsone dam project just over a year ago. Costing $3.6 billion, this was the largest of several dams that Chinese state-owned enterprises (SOEs) were building on the Irrawaddy river in Kachin state. The Chinese had assumed that such development work would be welcomed by the Burmese. To many Burmese, however, Myitsone came to represent everything that they hate about the unequal terms of trade between resource-rich Myanmar and its resource-hungry neighbour. Villages were to be displaced and land flooded to make way for the dam, yet most of the electricity was earmarked to go to China, leaving the local Kachin people little better off than before.

Thus when the new Burmese president, Thein Sein, suspended construction of the dam, at one stroke he asserted his credentials in Myanmar as a man prepared to listen to his own people and stand up to the exploitative Chinese. It was an astute domestic political move and a milestone in the country’s unfolding reform programme. Scholars and officials in China, however, still talk of their “shock” and “surprise” at a decision for which they were utterly unprepared and which they are still trying to digest.

In retrospect, explains Mr Zhu, the Chinese mistake in Myanmar was to focus only on building relationships with government officials, without paying any attention to “domestic political nuances”. Thus China missed the vital shifts in policies, words and political thinking that they might have picked up had they listened to voices other than the government’s and engaged the country at a local level. This was stupid, says Mr Zhu: “It’s a big lesson, and we have to learn from it.”

This lack of political antennae on the ground is, perhaps, inevitable given the standard Chinese policy of “non-interference” in other countries’ internal affairs. Too often, it seems, this merely encourages wilful ignorance—which is, indeed, much in evidence in Ruili. The local Chinese know almost nothing about Myanmar, other than the fact that it is poor and, they believe, dangerous.

Be nicer

As one Chinese expert on the country’s aid policy, Zhang Xiaomin of Beijing Foreign Studies University, points out, China has already run into some of these issues in Africa. But their experience in Myanmar has really crystallised the problem, he says. As a result, the Chinese government is now telling businesses—especially SOEs—operating overseas to be more respectful of local customs and people, and to invest more in what Westerners would call corporate social responsibility. Thus, for instance, the China National Petroleum Corporation, which is building a controversial oil pipeline across Myanmar from the west coast to the border at Ruili (and then on into China), is now building lots of schools in villages near the pipeline.

The Chinese are largely right in this analysis of what went wrong in Myanmar, but it is not the whole story. The Burmese also complained that for all the roads and bridges constructed, the Chinese were unable, or unwilling, to provide other, more sophisticated, services such as banking or advice on issues such as government administration, the sort of soft-power issues at which Western countries excel.

Indeed, for many Chinese foreign-policy experts the other worrying aspect of China’s stumble in Myanmar is that Beijing’s loss has been Washington’s gain. In an era of renewed tension between America and China in the region, Myanmar’s recent opening up is thus usually interpreted by these experts as a tilt towards the West, all part of America’s “pivot” towards Asia. Indeed, the more conspiratorial-minded Chinese ascribe the changes in Myanmar entirely to the machinations of a resurgent America determined to contain the rise of China. A further concern, as another Chinese expert puts it, is that a democratic movement in Myanmar would, in some way, “influence the situation in China”.

All in all, the democratic transformation of Myanmar has been a searing experience for the Chinese government. At least, however, they look set to draw some lessons from it all.
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Iran’s nuclear programme

A red line and a reeling rial

Sanctions may be taking their toll as Israel’s prime minister tries to set a new red line to block Iran’s nuclear plans



SIX YEARS ago, when America and Europe were putting in place the first raft of measures to press Iran to come clean over its nuclear ambitions, the talk was of “smart” sanctions. The West, it was stressed, had no quarrel with the Iranian people—only with a regime that seemed bent on getting a nuclear bomb, or at least the capacity for making one. Yet, as sanctions have become increasingly punitive in the face of Iran’s intransigence, it is ordinary Iranians who are paying the price.

On October 1st and 2nd Iran’s rial lost more than 25% of its value against the dollar. Since the end of last year it has depreciated by over 80%, most of that in just the past month. Despite subsidies intended to help the poor, prices for staples, such as milk, bread, rice, yogurt and vegetables, have at least doubled since the beginning of the year. Chicken has become so scarce that when scant supplies become available they prompt riots. On October 3rd police in Tehran fired tear-gas at people demonstrating over the rial’s collapse. The city’s main bazaar closed because of the impossibility of quoting accurate prices.

Last month a petition with 10,000 names on it was presented to the country’s labour minister by trade unionists. It was a cry of pain. One passage read: “A staggering increase in prices has been biting in the past year, as worker’s wages in the same period have gone up by only 13%.” Unemployment is thought to be around three times higher than the official rate of 12%, and millions of unskilled factory workers are on wages well below the official poverty line of 10m rials (about $300) a month.

Though the economic and financial mismanagement of Mahmoud Ahmadinejad’s government and chronic infighting within the regime have contributed to the economic chaos, the speed of the recent deterioration is also due to the ratcheting up of sanctions on Iran’s vital energy sector, which provides about 80% of export revenues. An oil embargo imposed by the European Union in July and other measures that have included cutting Iran off from international financial-settlement mechanisms and maritime insurance are hurting hard.

Even before the rial’s latest dive, Israel’s finance minister, Yuval Steinitz, said on September 30th that Iran’s government would lose $45 billion to $50 billion in oil revenues by the end of the year because of the sanctions. Iran’s economy, Mr Steinitz surmised, was “on the verge of collapse”.

Still, it may be too soon to say whether the sanctions will persuade Iran to curb its nuclear programme or allow outside monitors to verify that it is for peaceful purposes only, as it has always contended. The Iranian regime may not even yet know how it will react. Talks earlier this year between Iran and the UN Security Council’s five permanent members and Germany, the P5+1, quickly got bogged down.

At times, Mr Ahmadinejad has sounded as if he would quite like a deal that would alleviate Iran’s economic misery. But he is on his way out; after two terms, he cannot stand in next year’s presidential election; besides, many of his friends may be squeezed out at the same time. The supreme leader, Ali Khamenei, who calls the final shots on such big issues as the nuclear one, still talks blithely of a “resistance economy” that has lessened its dependence on oil.

Chief among the sanctions sceptics is Israel’s prime minister, Binyamin Netanyahu. He says that, whatever the economic cost, Iran will not be deflected from its ambition to get a nuclear weapon and is likely to be stopped only by military action. In a bravura performance at the UN’s General Assembly on September 27th, aimed at winning international support for an attack on Iran’s nuclear facilities, he pulled out a picture of a cartoonish bomb intended to show how close the Islamic Republic is to being able to build the real thing.

With a further flourish, he took out a red pen and drew a line near the bomb’s neck. That, Mr Netanyahu said, represented the point when Iran would have sufficient 20%-enriched uranium to produce enough of the weapons-grade variety needed for a nuclear warhead. Sanctions, he pointed out, had done nothing to slow the pace of Iran’s enrichment programme. On the basis of inspectors’ reports by the UN’s own nuclear watchdog, the International Atomic Energy Agency (IAEA), he forecast that Iran would get there by the spring or early summer of next year. When it did, it should be held to have crossed a red line that would trigger a military response, not just on Israel’s part, but, by implication, on America’s too.

But for all the speech’s almost Messianic tone it was greeted with a degree of relief by officials in Barack Obama’s administration. For some time there have been worries that Mr Netanyahu might exploit the circumstances afforded by the final stages of the presidential election campaign to launch an attack in the hope of forcing America’s hand. With the prospects of Mitt Romney (an old chum of Mr Netanyahu who seems joined at the hip with him over Iran) apparently fading, those concerns had increased to the extent that the Israeli prime minister had been warned repeatedly that if he did issue an order to attack, he would be on his own. The disagreement was less over allowing Iran to get a bomb—Mr Obama says he will do whatever is necessary to stop it—and more over where that red line should be drawn.

Mr Netanyahu, with the support of Mr Romney and many Republicans, insists that the issue is one of capability, narrowly defined by Iran’s stock of 20%-enriched uranium. Mr Obama, by contrast, puts greater stress on Iran taking the final, essentially political, step to acquiring a device by bringing together all its technological components. That means sufficient highly enriched uranium; the machining of it into metal to form a warhead small enough to fit into a missile nose cone; a trigger mechanism to initiate the atomic explosion at the precise moment of missile re-entry; and a reliable ballistic missile system to carry the warhead to its target.

Would one bomb be enough?

The Americans also doubt whether Iran would attempt to dash for a bomb with enough uranium for just one device rather than at least three or four, which would require at least another year to produce beyond Mr Netanyahu’s time frame.

Consequently, the Americans are looking at a range of possible signals to gauge whether Iran has decided to cross the red line that matters most. Mark Fitzpatrick, an expert on weapons proliferation at the International Institute for Strategic Studies in London, says there are at least three which should be seen as game-changers. The first would be if Iran expelled the IAEA’s inspectors and left the Nuclear Non-Proliferation Treaty.

A second would be if those inspectors found that Iran was enriching beyond the 20% level; it might say that it needed to do so to manufacture medical isotopes or to fuel submarines, but those claims would be met with intense suspicion.

A third would be if Western intelligence services uncovered evidence that Iran had resumed the structural work on weaponisation that it suspended in 2003. After the Iraq WMD fiasco, it might be difficult to proclaim absolute certainty over such reports, but Iran has been the intelligence agencies’ top priority for many years and there is a high degree of confidence, albeit not shared by Mr Netanyahu, that they would provide enough warning to take action before it was too late.

Whether there is room for compromise between Mr Obama’s and Mr Netanyahu’s red lines is questionable. There is now a good six to nine months in which the two men—if Mr Obama is reelected—can edge closer. That also means another six to nine months for sanctions to do their work. It is just possible that the Iranian regime has some red lines of its own when it comes to the amount of misery it risks its people enduring before looking for a diplomatic way out.
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Saudi oil

Down (just a bit) with the price

The Saudis are worried that high prices are hurting the world’s economy



CRANES loom over the landscape in Dammam, a sprawling port city on Saudi Arabia’s Gulf coast. Shiny shopping malls are rising. Flashy cars stream across the causeway towards Bahrain and its nightlife. Young Saudis are making the most of their kingdom’s latest oil boom.

In a compound up the road in Dhahran sits Saudi Aramco, the world’s largest exporter of crude oil and the source of the country’s flourishing finances. Oil prices have averaged about $110 a barrel this year and for months Aramco has been pumping around 10m barrels a day (b/d), one of its highest rates. The Energy Information Administration, the American energy department’s statistical arm, says Saudi Arabia’s net oil income in 2011 was $311 billion. Prices were lower then; this year the country will earn even more.

Yet the people who run the kingdom want to curb the bonanza. In March King Abdullah and his council of ministers began a strategy to soften oil markets, fearing that lofty prices were bruising the world’s economy and would hurt demand for oil in the long run. Since then, the long-serving Saudi oil minister, Ali Naimi, has repeatedly sought to talk down the market, insisting that global supply and demand do not justify current prices. New gas production has helped to free up for export crude that is burned in local power stations. “Oil above $100 a barrel is bad for business,” says a source close to the minister. Mr Naimi says cheaper oil could be a “stimulus” for the world economy.

The kingdom is also defending its market share. High prices are encouraging the production of unconventional or tricky-to-extract oil elsewhere. Rising output in North America threatens to offset imports to the United States, the world’s greediest oil consumer and still Saudi Arabia’s most reliable customer. The kingdom has responded by sending more cargoes to American refiners. Though Asians are still good clients, slower economic growth in China, which bought about 1m b/d of oil from the kingdom last year, could slow growth in demand for crude. The IMF says Saudi Arabia’s sensitivity to an economic shock in China is “substantial”.

Geopolitics plays a part, too. Western politicians want the Saudis to produce still more oil to plug gaps left by the embargo on Iran. Before Western governments imposed ever-tighter sanctions against Iran earlier this year, they sought Saudi assurances. Saudi Arabia denies it took an active part in inflicting suffering on a fellow member of OPEC, the international oil-exporters’ club. “But if it makes them weaker and less likely to attack us, then that’s good,” says a Saudi oil official. Some say that Sunni Saudi Arabia wishes to punish Shia Iran and Shia-led Iraq, two rivals of the Saudis that both depend on triple-digit oil prices to keep their economies afloat.

However, Saudi efforts to bring prices down have yet to work. Another Saudi supply pledge in mid-September took a few dollars off the price, but the kingdom’s sway over oil markets is not what it was. It rarely sells in the spot market, preferring long-term customers; it offers discounts even less often.

Moreover, Saudi Arabia itself cannot afford to prompt a full-blown meltdown of the oil price. The king’s spending on social projects has soared since uprisings began across the Arab world. Years of high oil prices have left the Saudi budget in better shape than others. But Deutsche Bank says it still needs to sell oil for more than $78 a barrel to break even. If oil prices were to slide steeply in the coming months, the kingdom’s campaign to bring them down would end very sharply indeed.
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Egypt’s constitution

An endless debate over religion’s role

In Egypt and elsewhere the drafters of constitutions wrangle and tangle



THE Islamist-dominated panel charged with devising Egypt’s new constitution recently watched a puzzling spectacle, as dissident Christians pleaded for wording that would fully subject not only the Muslim majority but also non-Muslim minorities to Islamic law. To those who equate sharia with the chopping of hands and heads this must seem a peculiar demand. But accommodating religious rules is a tricky matter. Drafters of Muslim constitutions have found this in the past, and are finding so again not only in Egypt, but also Tunisia, Sudan and soon, no doubt, Libya.

Mainstream Egyptian Christians decried the petitioners as renegades, so keen to get around the conservative Coptic Church’s ban on divorce as to accept sharia simply to enjoy its divorce-friendly rules. Most Egyptian Christians prefer to keep phrasing from Egypt’s former constitution, which placed the “principles” of sharia as the main source of legislation, with the proviso that non-Muslims be bound in family matters by their own traditions. Hardline Islamists, for their part, want the new constitution to declare either “the rules of sharia”, or simply sharia, as the main source of legislation. In their view, the whole point of Egypt’s revolution is to usher in the Utopia that the full application of sharia would ostensibly bring.

Yet the demand to leave that wording unchanged has found what may seem an unlikely champion in a country where Islamists have scored resounding electoral success. Al-Azhar University, a revered 1,000-year-old seat of Sunni Muslim teaching in Cairo, has come out strongly against any change. “The ‘principles’ of Islamic sharia is an inclusive term that reflects the consensus of Muslim clerics,” says one of the university’s scholars on the constitution-drafting body. “Scholars differ over the text for ‘rules of Islamic sharia’ because these change all the time, while the constitution should express fixed principles.”

Al-Azhar (pictured above) has even blocked a push by Salafists, a puritan strand of Islam that won a quarter of votes in last year’s parliamentary elections, to enshrine al-Azhar itself as the sole authority for interpreting sharia. Secular critics fear that al-Azhar’s current, relatively liberal tendency could change, and see this push as a dangerous step towards creating an Iranian-style theocracy. Many of the university’s own clerics agree, noting that Sunni Islam accepts four rival traditions of law, so denying the notion of a single reference. Legal decisions should be left not to religious scholars but to the courts, says another of al-Azhar’s constitution drafters.

Salafists grumble that al-Azhar’s stand simply shows that its leaders are remnants of the pre-revolutionary era. But the more mainstream Muslim Brotherhood, now Egypt’s dominant party, leans towards compromise. Some Brothers counsel patience, arguing that conditions may not be ripe for imposing rigid religious rules. Others admit that since sharia is more of a tradition and form of practice than a code, trying to define it makes little practical sense. Historians, meanwhile, note that in past ages, as well as in countries such as Saudi Arabia today, the relatively thin body of accepted sharia laws has in practice needed bolstering by secular rules.

It is not only in Egypt that clashes between narrow and open-minded versions of the faith have ended in constitutional wrangling. Salafists in Sudan have threatened to declare jihad against President Omar al-Bashir, whose government proclaims Islamist credentials and has occasionally applied harsh rulings ostensibly derived from sharia, if the new constitution it is now drafting proves insufficiently Islamist. Jihadist rebels who have seized control of northern Mali now say they will not even open talks with the government in Bamako, the capital, unless it imposes sharia across the whole country.

In Tunisia, by contrast, the ruling Nahda Party, a mainstream Islamist group similar to Egypt’s Muslim Brotherhood, has bowed to intense pressure from secularist parties, agreeing to drop any constitutional reference to sharia. In compensation the party has inserted other “Islamic” elements. These too have proved controversial. One clause criminalises “attacks” against “the sacred” without defining either word. The draft constitution enshrines freedom of religious practice but not freedom of conscience, suggesting that atheism might be deemed illegal.

Such, apparently, is already the case in Egypt, where police in Cairo are holding Albert Saber, a human-rights worker, on charges of posting irreligious messages on Facebook. More recently in Sohag, further up the Nile, a Coptic teacher, Bishoy Kamel, was sentenced to six years in prison for posting cartoons deemed defamatory to Islam and for insulting President Muhammad Morsi. On October 2nd two Coptic boys, aged nine and ten, were arrested in Beni-Suef, south of Cairo, having been accused of tearing up pages of the Koran.

Cops v Copts

Such actions against Christians predate the revolution and the Muslim Brotherhood’s rise to power, but draft constitutional articles against blasphemy and one which would limit religious freedom to the practice of monotheistic faiths suggest that more may be in store.

That is, if Egypt’s constituent assembly survives to complete its work. The body was appointed by a parliament that was elected last winter but then declared illegal and disbanded in June. Charges that the constitution-drafting body fails to represent a broader diversity of Egyptian society have been underlined by serial resignations of its members, and a court ruling due soon may end its tenure. For Islamists in Egypt, the struggle is far from over.
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A Sudanese accord

Better than nothing

A deal between the two Sudans is a first step. But a lot could still go wrong



IN THE next few days chemicals will be pumped at high pressure along the two oil pipelines that run northwards from landlocked, independent South Sudan across its contested border with plain Sudan (which encompassed both countries until a year ago) to Port Sudan on the Red Sea (see map). Known as “warming the pipes”, this step should begin to restore life to the two Sudans’ clogged economic arteries. Whether it will lead to real peace and harmony is another question.

Nine months ago South Sudan shut down oil production in a dispute over the fees that the north charged the south to use its export route. The two countries nearly went to war. That threat has receded since the two presidents signed a deal in neighbouring Ethiopia on September 27th to get the oil flowing again. But various other differences, especially over where to draw the border between the two countries, still dog relations. The leaders agreed to just enough to fend off the prospect of international sanctions that the UN Security Council had threatened to impose on whichever side was deemed to be dragging its feet. Diplomats called it a “minimalist deal”.

The two sides did, however, agree to be separated by a demilitarised buffer zone. It was also agreed that southerners living in the north and vice versa will have the right to reside, work and own property on either side of the border. As trade resumes, the rate of inflation that had begun to gallop in both countries may now slow down.

Executives from Dar Petroleum, a Chinese-Malaysian company that is the biggest operator in the south, where two-thirds of the Sudans’ oil reserves lie, say that production will get back to 180,000 barrels per day (b/d) “before the end of the year”. That may be optimistic. Several oilfields were damaged by fighting that peaked between the two sides in April. Some of the pipes may have suffered during the time they stood idle. Officials in Juba, the south’s capital, say it may take another year to restore production to its pre-crisis level of 350,000 b/d.

A permanent border between the Sudans has yet to be drawn. Nor could the leaders agree on the final status of Abyei, the chunk of land that straddles an oil-rich bit of the border; the north rejected a compromise proposed by mediators under the aegis of the African Union. The leaders also failed to find a way of ending armed rebellions in both countries that each side blames the other for instigating.

Optimists think the document signed in Addis Ababa, Ethiopia’s capital, has created enough momentum to push the two countries towards a full-scale agreement in the next few months. Pessimists think that, after a breathing space of three to six months, the crisis will resume as viciously as ever. The precedents are worrying. Talks have dragged on for ten years, invariably punctuated by rows, accusations of betrayal, fighting, and then more talks.

Abyei alone could cause a resumption of hostilities. It is the homeland of the Dinka Ngok tribe which has links to the south. But the area is visited for several months every year by semi-nomadic Misseriya herders from farther north. Mediators want Abyei’s residents to vote on which country they would sooner join but the north is loth to accept this, especially if the Misseriya herders are denied a say in the matter. In the meantime Abyei is overseen by 4,000-plus Ethiopian peacekeepers, paid for by the UN. Ethiopia’s government is keen to get them home.

South Sudan’s president, Salva Kiir, and his northern counterpart, Omar al-Bashir, have taken to calling each other “brother”, but there is little trust between them. The north is still thought to be arming rebel militias operating in the south’s vast and volatile Jonglei state. The UN confirmed that a white Antonov transport aircraft with false markings to make it look like a UN plane had been seen dropping supplies in an area where a rebel commander, David Yau Yau, has been operating. Western human-rights organisations say that both northern and southern soldiers have committed atrocities against civilians.

On the northern side of the border, rebellions in South Kordofan and Blue Nile states are worsening. Mr Bashir blames South Sudan for helping old allies from the decades-long civil war that eventually led to southern independence. The government in Juba insists that the rebellions, in particular by Sudan People’s Liberation Army-North (SPLA-N) in South Kordofan, are beyond its control. Since the newly agreed buffer zone may make it harder for the south to send arms and supplies across the border, hawks in the north may believe they have a chance to crush the rebellions. But if the military tide were to turn against the SPLA-N there would be fierce popular pressure on the southern government to help it wholeheartedly. Nearly 200,000 refugees have streamed into the south. Despite the peace deal in Ethiopia, they will not be packing to go home just yet.
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Mali’s heritage

Scrolls under threat

Islamist zealots are endangering Mali’s most treasured manuscripts

 Keep restoring Timbuktu’s scrolls

IT MAY seem odd that Timbuktu, the Malian city on the south-west fringe of the Sahara desert, is twinned with Hay-on-Wye, a placid little town on the Welsh side of the border with England. The reason for this partnership is books. Hay is famous for its bookshops and an annual literary festival. Timbuktu has a huge stock of Arabic manuscripts, some of them going back to the 12th century, with topics ranging from Islam and philosophy to mathematics and astronomy.

But whereas Hay is as gentle as ever, Timbuktu for the past few months has been run by fiercely aggressive Islamists who control the northern two-thirds of Mali. Ansar Dine, the group in charge of the city, espouses an austere Salafist version of Islam. It has proved itself no friend of the city’s cultural heritage.

Earlier this year it began smashing ancient tombs in Timbuktu on the ground that they were idolatrous. Nine were destroyed, seven in a part of the town designated as a World Heritage Site. “The mission is not complete,” said an Ansar Dine spokesman. But the destruction of monuments may, for the moment, be over. Apart from international outrage at the vandalism, it went down badly with the town’s citizens.

The safety of Timbuktu’s manuscripts is less assured. As the rebels descended on Timbuktu, Mali’s cultural authorities told the owners of private libraries in the city to hide their wares. But not all of them are safe. A big collection at the Ahmed Baba Institute of Higher Learning and Islamic Research, which has 30,000 manuscripts, is under threat. Ansar Dine has occupied it.

On local radio the group said it would not harm the manuscripts. But many local scholars are worried. During their tomb-smashing period the rebels paused to apologise to Timbuktu’s people—then started smashing things again. The scrolls are not yet safe.

The manuscripts offend the Salafists less than the tombs or graven images do, though some address the Sufi school of Islam, which they scorn. Timbuktu’s mayor, Hallé Ousmane, worries that Ansar Dine may start selling manuscripts to bring in much-needed cash. Others say the group sees the institute as a handy piece of property. Samuel Sidibe, the director of Mali’s national museum, has asked Ansar Dine via the Red Cross if the manuscripts could be evacuated from Timbuktu. It said no.
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Somalia and the Shabab

It’s not over yet

Running liberated Kismayo will be tricky for Somalia’s new government



IN ITS final broadcast from Somalia’s port city of Kismayo, Radio Andalus, the mouthpiece of the jihadist group known as the Shabab, told listeners that its fighters were withdrawing from the city to launch a guerrilla war. With the city already surrounded by Kenyan troops and with other militias backing Somalia’s government, an amphibious assault persuaded the Shabab to leave its last urban bastion.

After a year-long retreat, the Shabab has now abandoned nearly all the towns it once held. Kismayo’s loss denies the Shabab much of its last big source of revenue and its main port of supply. Its fighters are now either hiding in cities controlled by forces of the African Union (AU) or are scattered across the countryside.



But the Shabab has been here before. Six years ago an invading Ethiopian army swept it out of Somalia’s cities. But after two years of occupation the Ethiopians, harassed and bruised, felt obliged to leave. The last time foreign forces landed on Somalia’s beach was in 1992, when American Marines charged in. That intervention ended in a bloody fiasco and a hasty withdrawal just over a year later. The Shabab, who have dispersed their communications equipment, men and weapons, can again be expected to play a waiting game.

Taking the port city after a slow, cautious advance along heavily mined roads may have been the easy part. Much will now depend on how the Kenyan forces, under the AU’s banner, handle Kismayo.

Kenya’s first foreign war has been led by a clutch of ethnic-Somali military men, most of whom have close ties to a single sub-clan from Somalia’s complex patchwork. Kenya’s defence minister, Mohamed Yusuf Haji, and Sheikh Ahmed Madobe, the leader of the Ras Kamboni militias, which fought alongside the Kenyans, hail from the same clan, the Ogadeni.

When Kenya’s government sent forces into Somalia late last year, one of its aims was to set up a buffer statelet, roughly akin to the Jubaland of old, to seal off Kenya from kidnap gangs and Islamist terrorists. Should it put its Somali clan allies in charge of a puppet administration of Kismayo, an ugly local backlash could ensue.

Kismayo is a mixed city. Its port and its proximity to forests, rivers and good pastures mean that Somalia’s many clans are strongly represented. So Kismayo is both cosmopolitan and hard to govern. Some of its residents, however much they may have disliked the Shabab, are already calling the Kenyans “foreign invaders”. Rival clan militias are primed for a fight. “People are waiting to see what kind of administration is formed next,” says a local.

Somalia’s new president, Hassan Sheikh Mohamud, has asked the Kenyans not to treat Kismayo as their fief. If his request is heeded and an administration that includes people from a range of clans is set up, the Shabab really might fizzle out. If not, clan warlords, the bane of Somalia for decades, may again come to the fore, with support trickling back to the Shabab.
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Greek politics

Immigrants as scapegoats

As Greece is forced to make more budget cuts, rightwing extremism is on the rise



PROTESTERS in wheelchairs jeered and whistled as officials from the “troika”—the European Commission, the IMF and the European Central Bank—arrived at the labour ministry on October 2nd to press for yet more public-expenditure cuts. Beleaguered Greeks are set to endure a sixth year of recession in 2013. Greek budget planners forecast a 3.8-4% contraction, the IMF a more pessimistic 5%.

Yannis Stournaras, the finance minister, is under huge pressure to find an extra €2 billion ($2.6 billion) of last-minute savings to appease the troika. Antonis Samaras, the centre-right prime minister, has an even harder task: persuading the coalition government’s leftwing partners to accept tighter austerity. Both still sound confident a deal will be reached, though the timetable is likely to slip by a couple of weeks.

Delays are not helpful for Mr Samaras. He has struggled during his first 100 days in office to keep his fragile coalition together while Mr Stournaras put together a €13.5 billion austerity package in return for Greece’s second €130 billion bail-out. At the European summit on October 18th, the premier promised that he would seek a two-year extension until 2016 for implementing the new measures, thereby softening their impact. But European leaders will not grant Greece’s request until the package has been agreed to with the troika and approved by the parliament in Athens. As a result Greece’s next €31.2 billion loan tranche, needed to recapitalise Greek banks so that they can start lending again, may not arrive until mid-November.

The draft budget for 2013 already includes almost €5 billion of cuts in pensions and public-sector salaries. Mr Stournaras hopes they are deep enough to achieve a primary budget surplus (before making debt repayments) of 1.4% of GDP. The troika chiefs are concerned tax revenues will be lower than forecast, and that the budget still leaves space for spending overruns by the defence and health ministries and in local government.

Once again the government has shied away from sacking civil servants, despite a commitment to cut the bloated public-sector payroll by 150,000 over the next three years. Instead a total of 15,000 civil servants are to be eased out of their jobs, taking early retirement after a year on 75% of their previous salary. It is an unsatisfactory solution reached to accommodate Mr Samaras’s coalition partners.

Greece’s official unemployment rate hit 24.4% in June, the EU’s second-highest after Spain. The jobless rate among young Greeks rose to 55.4%, overtaking Spain’s for the first time. Many private-sector workers, among them teachers and nurses, complain of not being paid regularly. “In our profession, you can’t not turn up for your shift,” said Yolanda, an intensive-care nurse taking part in a protest outside the health ministry, which owes more than €1 billion to private clinics for looking after state health-service patients.

Public-sector trade unions are planning rolling strikes to protest against the latest wage cuts. Extremists are stirring up trouble. Opinion polls show that Golden Dawn, the far-right, anti-immigrant party that won seats in parliament for the first time at the June general election, has overtaken the socialists to occupy third place behind Mr Samaras’s New Democracy and Syriza, the main opposition party.

Golden Dawn is opening more offices in provincial towns to increase support among the unemployed young. Recognisable by their black T-shirts with a swastika-like emblem, its members are growing bolder in their harassment of immigrants. One group recently attacked several stallholders at an open-air market in Rafina, a port near Athens, after posing as plain-clothes police checking their permits. The police were not much help: as often happens with Golden Dawn’s transgressions, sympathetic police officers looked the other way.

Golden Dawn is not only stepping up its vigilantism and attacks against immigrants. Nikos Michaloliakos, the party leader, encourages displays designed to show Golden Dawn’s social conscience, through public distributions of food parcels to the needy. But beneficiaries must first register with the party and prove they are Greek, by showing their identity cards.

Nikos Dendias, the citizens’ protection minister, says that Golden Dawn’s storm-troopers will not be tolerated. Shopkeepers around Plateia Amerikis, where some immigrants run small businesses, are not convinced. “Racist violence is on the rise, and many people are in need of protection,” says Javed Aslam, a Pakistani community leader. Few immigrants trust the police any more.
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Turkey and Syria

Bad blood bubbles

Relations between the two neighbours are getting worse than ever

 A dangerous spat

AFTER a series of mortar bombs fired from Syria landed in the south-eastern Turkish town of Akcakale, killing five people on October 3rd, Turkey’s government ordered its forces to fire on Syrian military targets. The Turkish shelling, which continued into Thursday, reportedly killed several Syrian soldiers, raising the spectre of a tit-for-tat that could get out of hand. Turkey has repeatedly called on the UN to impose a buffer zone in Syria to protect civilians and, by implication, to give rebels trying to overthrow the Syrian regime of Bashar Assad a haven. This latest escalation of hostilities between the two neighbours makes the prospect of a wider intervention a notch likelier. But as The Economist went to press, both sides seemed loth to let the spat slide into a bigger punch-up straight away.

After the Syrian attack, Turkey’s mildly Islamist prime minister, Recep Tayyip Erdogan, convened his top generals for emergency talks, while Ahmet Davutoglu, his foreign minister, called on the heads of NATO and the UN, among others, to back Turkey’s appeals for a buffer zone in Syria. In Akcakale residents chanting slogans took to the streets to protest. The town has been prey to stray bullets from Syria in the past fortnight, as clashes intensified between rebels and troops loyal to Mr Assad.

Despite Turkey’s retaliatory strikes, which many Turks hope are a face-saving ploy rather than a prelude to war, it remained unclear whether the Syrian shells had been fired deliberately. Some Turks even speculated that the rebels’ Free Syrian Army, which Turkey has been helping by providing it with bases and probably arms and training, may have orchestrated the attack in a bid to lure Turkey into the conflict.

A military confrontation between Turkey and Syria has been mooted ever since Syria downed a Turkish air force reconnaissance jet on June 22nd near the Syrian port city of Latakia. Turkey growled about possible retaliation, massing its troops along the border and declaring that it had revised its rules of engagement with Syria.

Syria is now Mr Erdogan’s biggest headache, with opinion polls suggesting that most Turks are unhappy with his government’s so far fruitless attempts to change the regime in Damascus. The slaughter of Syrian civilians continues unabated. About 80,000 of them, at last count, had sought refuge in Turkey.

Mr Erdogan’s support for Syria’s rebels has complicated and soured Turkey’s other relations in the region, particularly with Iran, Syria’s main local ally. Iraq’s prime minister, Nuri al-Maliki, a Shia, has also turned against Mr Erdogan for coddling his Sunni rivals. Meanwhile, Mr Assad has resumed the backing his father Hafez, who was president before him, used to give to the Kurdistan Workers’ Party (PKK) in Turkey, ceding control of a string of towns along the Turkish border to the PKK’s allies in the Democratic Union Party, a group of Syrian Kurds better known as the PYD. Turkey’s enthusiasm for a buffer zone may well be boosted as much by its fear of these newly emboldened Kurds as by its concern for Syria’s beleaguered people.
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French politics

A policy “reorientation”

France’s parliament votes on the European fiscal pact

FRANÇOIS HOLLANDE campaigned on a promise to “renegotiate” the European fiscal pact signed by his predecessor, Nicolas Sarkozy, and Germany’s chancellor, Angela Merkel. Now the French president is trying to persuade his Socialist deputies to vote in favour of the very same pact, in treaty form. In a parliamentary debate on October 2nd his prime minister, Jean-Marc Ayrault, argued that a rejection of the treaty, which enshrines budgetary discipline and goes to a vote on October 9th, would provoke “a political crisis and the collapse of monetary union”. But the irony of this turnaround has not been lost.

Mr Hollande faces a rebellion on the left of his party, with about 20 deputies threatening to vote against, and from the Greens, who have formally decided to oppose the treaty. This is particularly odd for the two Green ministers, Cécile Duflot and Pascal Canfin, who have ruled out resigning from government despite their party’s opposition. On September 30th tens of thousands of demonstrators took to the streets in protest at the treaty and at austerity, urging Mr Hollande to “listen to the people not the financiers”. A group of Eurosceptics on the right have declared that, if the treaty is approved, the loss of sovereignty will turn French deputies into mere “museum guards”.

In all likelihood, the treaty will nonetheless be approved. Mr Hollande can rely on the votes of most deputies on the right, who are relishing the sight of the Socialist Party, which kicked up such a fuss against the original pact, now championing the text. Bernard Cazeneuve, the Europe minister, who has been pleading the cause in endless meetings with deputies, still holds out hope that dissident Socialists might be won round. He argues that the treaty needs to be seen in the context of a policy “reorientation” in the euro zone since Mr Hollande took over. Leaders have agreed to a parallel growth pact, albeit modest, and to work on other measures, such as common banking supervision.

Achieving parliamentary approval, however, will not bury Mr Hollande’s Europe problem. A one-time protégé of Jacques Delors, father of European integration, Mr Hollande is, at heart, a Euro-enthusiast. Yet his party, like his country, remains divided. Mr Hollande was particularly scarred by a rebellion within his own ranks, at a time when he was party leader, against the draft European constitution in 2005, which the French as a whole rejected in a referendum. He dithered for months before sanctioning Laurent Fabius, who led the dissidents and is now foreign minister. The underlying party split still lingers.

The debate about “political union” in the euro zone is almost entirely absent in France. Writing in Le Monde, a daily, Françoise Fressoz, an editorialist, called this a “strategy of silence”, designed not to stir up divisions. In his speech, Mr Ayrault declared that France was ready to make proposals, but on condition that the objective was “intégration solidaire”, or integration with solidarity. But what exactly he and Mr Hollande mean by this, besides the mutualisation of debt, is unclear.

Perhaps silence is indeed what best suits Mr Hollande, who is not a grand visionary but prefers to wind his way forward carefully. He may not know himself what it is he wants. Above all, he will resist a rush into any proposed treaty changes that would then have to go to a referendum in France. A recent poll suggested that, if the referendum were re-run today, 64% of the French would reject the Maastricht treaty, which the country approved in 1992 only by a whisker.



This article was downloaded by calibre from http://www.economist.com/node/21564281/print

 
 

 | Section Menu | Main Menu | 







| Next | Section Menu | Main Menu | Previous | 



Germany’s parliamentary election

Charging at Merkel

The Social Democrats pick their candidate to challenge Angela Merkel

PEER STEINBRÜCK is a rare German politician in that his sense of irony, delivered in the staccato Hanseatic dialect of his native Hamburg, is sharp, even hilarious. His favourite animal is the rhinoceros, and rhetorically he charges ahead in much the same way. His main hobby is chess, at which he seems to excel. In sheer intellect, he can match Angela Merkel, Germany’s chancellor, whom Mr Steinbrück will challenge in next year’s parliamentary election. “It won’t be a boring campaign,” Mr Steinbrück promised wryly on October 1st, after the leaders of the Social Democratic Party (SPD) nominated him.

That nomination did not go quite as planned. The election is still a year away and the SPD wanted to spare its candidate a prolonged grilling. So its chairman, Sigmar Gabriel, had designed an elaborate theatre to keep the candidacy open until January. He himself was one option, Mr Steinbrück the second, and Frank-Walter Steinmeier, the SPD’s parliamentary leader, the third. Privately, Messrs Gabriel and Steinmeier admitted they did not want the job. When this leaked out, Mr Steinbrück had to be crowned in a hurry.

The reluctance of the other two is understandable. Germans think Mrs Merkel has had a good euro crisis—according to polls, voters view her as dependable—and she remains hugely favoured to win re-election. Mr Gabriel, the youngest of the SPD’s triumvirate, at 53, may have concluded that he should wait for better odds another day. Mr Steinmeier, who already challenged Mrs Merkel in 2009 and lost, is seen as a softy and did not want to go through the circus again.

Mr Steinbrück was in his late 50s by the time he led his party in a big election for the first time, in North-Rhine Westphalia, where he was premier. He lost that election. He then ended up in Mrs Merkel’s own government, as her finance minister, in 2005-09, during the grand coalition between Mrs Merkel’s Christian Democrats (CDU) and the SPD.

They made a good pair. One memorable moment was October 5th 2008, in the first throes of the financial crisis. A bank run seemed imminent, and Mrs Merkel and Mr Steinbrück appeared together to assure savers that their money was safe. They genuinely respect each other.

Now, of course, they will fight a battle of wits, which Mrs Merkel also has in abundance, but displays less readily in public. Philosophically, their differences are smaller than they might admit. Mrs Merkel poaches issues from the centre-left parties where she can. Mr Steinbrück is on the right of his erstwhile Socialist party.

Wooing its left wing is Mr Steinbrück’s first task. He is hoping that railing against banks will suffice. This week he begged the lefties for “leg room” (which he specified at 180cm, bringing the house down). Publicly, he insists that he wants to form a government only in coalition with the Greens, but he knows that the most likely result (arithmetically) is another grand coalition with the CDU. If that happens, he may bow out of politics, for he has ruled out serving under Mrs Merkel again.
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Russian pensions

An unaffordable system

Russia’s prime minister signs a disastrous pension reform

 Drink-as-you-go funding

 

VLADIMIR PUTIN is facing a dilemma: how can Russia’s president fulfil his campaign promises to increase social spending, especially when they were directed toward his political base, while also ensuring that the country’s deficit does not become unsustainable? He is keen to prolong the past decade’s economic stability, which was his biggest electoral asset.

 

If the direction of the country’s pension system is any indication, Mr Putin and his advisers are choosing short-term social and political stability at the expense of long-term growth and investment. On October 1st Dmitry Medvedev, the prime minister and former president, signed a long-expected strategy for reforming the pension system that would, among other things, nearly eliminate the funded component, in which workers pay into a personal investment account they claim upon retirement. The money freed up from this plan is supposed to plug the $50 billion hole in the pay-as-you-go system.

 

The strategy signed by Mr Medvedev calls for the funded component to decrease from 6% to 2% of the overall pension system. (The plan is still preliminary.) At the moment, those funds are just 1.8 trillion roubles ($5.8 billion), but they act as a catalyst for domestic investment and support a growing industry of fund managers. The funded pillar could also go a long way towards filling the gap in the Russian market for long-term financing, which is necessary for infrastructure development. With those funds gone, any notion of turning Moscow into a global financial centre—a favourite talking point of Mr Medvedev’s presidency—would probably be finished.

 

Virtually all Russia’s best economists, as well as the technocrats inside the finance ministry, have warned against cutting the funded pillar. Alexei Kudrin, a former finance minister, has waged a campaign in the pages of Vedomosti, a newspaper, against the idea. Vladimir Nazarov of the Gaidar Institute calls it a “real disaster” that will only finance the pension fund’s current deficit for six years, after which the deficit will begin to grow again—and this time without the money in the funded portion as a stopgap.

 

The only way forward, argue nearly all experts, is to raise Russia’s low pension age of 55 for women and 60 for men. Both the IMF and the members of Strategy 2020, an expert group formed by the Russian government, call for a gradual increase of the pension age to 63.

 

The move is thought to be politically dangerous, if not impossible. Mr Putin has increasingly relied on the support of the rural population and industrial workers, as well as the 40% or so of the electorate who are elderly. One of Mr Putin’s many pre-election promises, now turned into official directives, was to keep the pension age intact. That order left the government with few options.

 

Mr Medvedev and his team were thus handed an unenviable task. No one disputes that today’s pension system, created in 2002, needs some kind of reform. Part of the problem is demography. Declining birth rates in the 1980s and 1990s have left Russia with too few workers to support those in retirement; birth rates have stabilised in recent years but too late to affect the looming pension crisis. Today there are 100 workers for every 87 pensioners, says Evsey Gurvich of the Economic Expert Group, who led the Strategy 2020 pension task-force; by 2020, that figure will be 100 workers for 100 pensioners.

 

Mr Gurvich warns of a creeping “gerontocracy”. He predicts a deepening of “paternalistic thinking”, in which citizens regard the state, and not themselves, as the source of their pensions. Perhaps that’s exactly what the Kremlin has in mind.

 



This article was downloaded by calibre from http://www.economist.com/node/21564257/print

 
 

 | Section Menu | Main Menu | 







| Next | Section Menu | Main Menu | Previous | 



Georgian politics

A stunning victory

A billionaire has unexpectedly won Georgia’s elections

 Ivanishvili surprised even himself

BIDZINA IVANISHVILI made a bold promise a year ago. Georgia’s richest man promised to assemble a coalition to win the parliamentary elections in 2012 and unseat the “dictatorship” of President Mikheil Saakashvili. On October 1st Mr Ivanishvili’s Georgian Dream coalition won 55% of the vote. Mr Saakashvili gracefully conceded that his United National Movement (UNM) had lost, and welcomed Mr Ivanishvili into power.

But not just yet. Georgia remains a presidential republic for another year, when constitutional amendments take effect. Until then Mr Ivanishvili’s scope will be limited. He called for the president to resign at once, then rescinded. Mr Saakashvili is not budging. The coming months may be bumpy.

Despite the bickering, the election is a landmark. Never in Georgian history has a government changed so peacefully and lawfully. That crowns other achievements of the past eight years. Modern Georgia is a far cry from the ill-run backwater that Mr Saakashvili took over in 2003. Transport systems and other public buildings have been transformed. Petty corruption has vanished. The economy is growing fast. But unemployment and poverty are high and life for many is hard.

How Mr Ivanishvili’s disparate coalition will deal with this legacy is unclear. He has no political record and was all but unknown until a year ago. His main policy is better relations with Russia. It defeated Georgia in a short war in 2008 and occupies a fifth of its territory: the self-proclaimed states of Abkhazia and South Ossetia. A change of personality at the top should make a thaw easier. Vladimir Putin, the Russian president, once said he wanted to hang Mr Saakashvili “by the balls”.

The cause of the row was Georgia’s pro-Western orientation: its bid to join NATO was anathema to Russia and regarded with deep scepticism in much of the alliance. Mr Ivanishvili says he too wants to support membership of the alliance. His first trip abroad may be to America. But the new premier’s real priority will be to revive trade with Russia. Kremlin sanctions have strangled Georgian exports such as wine, fruit and mineral water.

On other issues Mr Ivanishvili has been full of spleen about misrule, but hazy about what he would do differently. He has promised that he will be prime minister for no more than two years. Some doubt his coalition, of liberals, nationalists and eccentrics, will stay together once the euphoria of victory has passed. David Usupashvili, head of the Republican Party, says that Mr Ivanishvili’s business success shows he has the “ability necessary for a leader”. Such wealth “cannot be assembled by an unwise person”.

Mr Saakashvili has some thinking to do, too. Nobody from his camp, or among election-watchers in Tbilisi, foresaw this outcome. Their big worry was how to keep Georgian Dream loyalists, perhaps backed by Russia, from avenging defeat with violence. The surprise highlights the complacency that is the ruling elite’s big weakness. Many in Mr Saakashvili’s party came to believe that they were destined to rule and that criticism was treachery. Now it has to play a new role of a strong loyal opposition. That may test its unity.

The decisive factor in the election may have been videos of abuse in prison, including a man apparently being raped with a broom. Though their provenance was unclear, for many the footage crystallised resentment against the arrogance and impunity of Mr Saakashvili’s rule.

Neither side will find the post-election period easy. Giga Bokeria, Mr Saakashvili’s influential National Security Adviser, has said that Mr Ivanishvili has introduced “poison” into the political system.

For his part, Mr Ivanishvili said during the campaign that Mr Saakashvili and his officials would face unspecified “justice” once Georgian Dream came to power. Among other wild talk, he suggested that any supporter of Mr Saakashvili’s was an “accomplice in the cruellest crime”. Even the election result is open to challenge. Mr Saakashvili’s UNM claim that Georgian Dream activists are pressing local election commissions to change results in their favour. The NATO observation mission in Georgia has expressed “serious concern” about that.

It is all still fragile. But by admitting defeat, Mr Saakashvili handed his country a victory and wrong-footed Mr Ivanishvili, who had said that he would never be allowed to win elections. Now that he has, he has a great responsibility to the system that has vaulted him to power.
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Charlemagne

Mysterious Mariano

Spain’s prime minister battles against the break-up of the euro and his country



A GALICIAN, the Spanish like to quip, is the sort of person you meet on the stairs and you don’t know whether he is going up or coming down. Such ambiguity, or retranca, can make for entertaining and ironic speech, and an attitude of caution, even suspicion. For Mariano Rajoy, the Galician-born Spanish prime minister, playing to this archetype is a way to survive and manage conflicting demands. Whether it is the character trait Spain needs to overcome its agony is open to doubt.

Mr Rajoy frustrates many with his prevarication over a fresh euro-zone bail-out, which now comes with a conditional promise from the European Central Bank (ECB) to help bring down Spain’s stifling borrowing costs. France wants him to take the money; Germany tells him not to. Before walking through the door Mr Rajoy wants to know that Germany won’t shut it on his fingers, and to be sure about what lies beyond. What will the ECB do, and what conditions will be imposed on Spain? Asked this week about a leaked report that a bail-out request could be imminent, Mr Rajoy responded with Galician retranca. There are two options, he said: either the news agency is right, and it has better sources than the prime minister, or it is wrong. “I will tell you ‘No’. But you can still think what you deem best, because you may guess right.” So did he really say no, or was it a yes?

Many wonder whether Mr Rajoy has any strategy to restore confidence in markets and among Spaniards. With a deficit of about 9% of GDP last year, an unemployment rate surpassing 25% and a protest movement that is showing flashes of violence, some worry that Spain is being sucked into a Greek-style death spiral. Others are convinced that the Spanish public sector still has much fat, that unemployment statistics are inflated and that the shock-absorber of Spanish society, the family, remains strong. Still, Mr Rajoy’s problems are getting worse, not better.

On top of the economic crisis, he must now confront an unexpected constitutional one. Mr Rajoy’s attempt to rein in spending in Spain’s highly autonomous regions, which provide big-ticket services like health and education, has rekindled nationalism in Catalonia, one of Spain’s most indebted regions, and one of the biggest net contributors. A surprisingly large pro-independence rally in Barcelona last month saw banners proclaiming Catalonia as the next member of the EU. The region’s president, Artur Mas, thwarted in his demand for a better fiscal deal, raised the stakes by calling early elections on November 25th and threatening a ballot on the right to self-determination. This weekend’s “El Clásico”, the football derby between the old rivals FC Barcelona and Real Madrid, will be more emotionally charged than ever. Nobody quite knows where the nationalist surge will lead; Mr Mas himself is vague about his ultimate objective.

So the mysterious Mr Rajoy must seek to avert twin tail-risks: the break-up of the euro zone on the rocks of Spain, and the break-up of Spain itself. A former land registrar and ex-minister, Mr Rajoy was defeated in 2004 and 2008 by the Socialist leader, José Luis Rodríguez Zapatero, but came to power with a thumping majority for his conservative People’s Party in last November’s election. Mr Zapatero had long lived in denial about the bursting of Spain’s vast property bubble. But Mr Rajoy hardly hurried to repair the damage. He waited for the end of the month-long transition to name a cabinet, with a messy two-headed economic team. He irritated leaders at his first European summit in March by unexpectedly announcing he would miss his deficit targets (though these were later relaxed). And he dragged his feet until April before producing his first budget.

One reason for the poor start is that Mr Rajoy delayed bad news in the hope of delivering the estocada, the matador’s final sword thrust, to the Socialists in regional elections in their heartland of Andalusia. In the event they kept Andalusia, while Mr Rajoy skewered his own credibility. Last month was, at last, supposed to be his moment of clarity: with the help of external consultants Spain announced its banks needed about €40 billion ($51 billion) of public money (well below the €100 billion already offered by the euro zone), produced a plan to clean up the sector, drew up a budget to bring the deficit down to 4.5% of GDP next year and launched a new round of structural reforms. Yet some analysts still question whether the banks’ stress-tests were stressful enough. And there was disbelief about the government’s budget based on a contraction of just 0.5% next year; most independent analysts forecast a drop two or three times larger.

Is Mr Rajoy again playing local politics ahead of this month’s elections in his native Galicia, or of the inevitable bail-out? Perish the thought, say senior Spanish officials: there are no more secrets in the banks, and the optimistic outlook rests on the predicted success of recent reforms (eg, to make the labour market more flexible) and scores of new ones to be adopted in the coming year.

The chain of fiscal command

Fetters of budgetary control now run from Brussels to Madrid and on to Barcelona, but they have not so far unleashed resentment of the European idea. For Spain, European integration has been an intrinsic part of democratic transition after the dictatorship of General Francisco Franco. For Catalan nationalists, Europe offers the hope of a painless separation from Spain. Mr Mas has told followers to vote without fear. No one could “use weapons” to stop them.

Lore has it that Spain’s most notorious Galician, the Generalísimo Franco, saw only two kinds of problems: those that time would fix and those that not even time could solve. Mr Rajoy should shun this mindset. His quiet manner will help Spain if it cools passions, but not if it serves to put off choices that are only becoming harder.

Economist.com/blogs/charlemagne
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Investment banking

Too small for their boots

British investment banks have lost their swagger. That is bad news for the country



NOT so long ago New Yorkers were fretful about London’s sudden rise as an international financial centre. Michael Bloomberg, the city’s mayor, released a hand-wringing study in 2007 which argued that Europe’s capital markets were overtaking America’s. Three of the five biggest investment banks were American, with foreigners growing fast. These days panic has given way to pity. “I used to have two serious competitors in Europe: Deutsche Bank and Barclays,” says a senior executive of a large American firm. “Now I have one and a half.”

The British investment banks causing so much consternation in the mid-2000s barely existed at the start of that decade. The deregulation of Britain’s financial markets in the mid-1980s was followed by the disappearance of many small investment banks—or merchant banks as they were then known in Britain. Such boutique operations lacked the scale to compete with American firms, which could tap a much larger home market. High street banks such as Barclays and NatWest had tested the market, but failed. In 1998 Barclays sold most of its investment-banking business after it suffered big losses. NatWest did similarly.

Within a few years, however, three of Britain’s biggest banks had staged a remarkable comeback. Barclays’ bond business, run by Bob Diamond, grew at a rapid clip. Barclays Capital was soon one of the world’s biggest investment banks, particularly when it came to the issuing of debt. RBS, which had bought NatWest and most of ABN AMRO, was the world’s sixth-largest in 2007, according to Thomson Reuters. Even HSBC, a staid commercial bank that for years had professed its disdain of investment banks and those employed by them, had begun hiring flashy dealmakers.

The short rebound

That revival has been brutally cut short. In 2007 Barclays, HSBC, RBS and the firms they subsequently acquired had 20% of the market for debt issuance. They now have just 14% in a smaller market. RBS has fared worst, incurring huge losses and falling into the arms of the state. Its investment-banking business is a sliver of what it once was. Sales of new shares and bonds for clients have slumped by two-thirds. The bank now ranks 12th in the world and is unlikely to maintain that position. Parts of the business are being sold. Staff are being let go almost by the month.

Barclays had a better financial crisis. It deftly avoided a direct government bail-out (though it benefited from measures taken in Britain and America to keep money flowing to the banking system). It also saw opportunity in crisis when it bought for a song the American businesses of Lehman Brothers, a failed American bank. That allowed it to mirror Wall Street’s giants in scope and scale.

Yet the political fallout from the financial crisis and ensuing scandals has shocked the bank into an apparent retreat. In July Mr Diamond, the architect of Barclays’ investment bank, was forced to resign as chief executive amid revelations that some employees had submitted false estimates of the LIBOR interest rate. His successor hints that the firm will focus more on retail banking. Outsiders are bewildered. “Barclays Capital used to be a genuine world-class competitor,” says the boss of a big European rival. “But they seem to have torn up the business model.”

Current and former executives of Barclays argue that its investment bank has the scale to compete with Wall Street firms. Yet it faces stringent regulations, including new capital standards and a “ring-fence” of its retail bank, which will make it more expensive to fund the investment bank. Ed Miliband, who leads a Labour Party that is comfortably ahead in opinion polls, this week promised to wrench banks’ high-street operations from their investment arms. “We can do this the easy way or the hard way,” he explained.

Does it matter if Britain has no world-class investment banks of its own? Some regulators think not, arguing that the City can be a sort of financial Wimbledon in which Britain provides the venue and referees but most of the players are foreign. Britain would get the benefit of employment and tax, without being on the hook to bail out failures. Yet many senior bankers, British and foreign, are less sanguine. In times of crisis banks usually retreat to their home markets, they point out. That could deprive London of capital and liquidity. The City may end this year employing 100,000 fewer people than its pre-crisis peak of 354,000.

Incentives around regulation could gradually change too: future supervisors might be inclined to slip back to a “light touch” approach to attract foreigners. That in turn could encourage risk-taking by British firms.

Past predictions of the demise of British investment banking have turned out to be premature. The firms are staffed by bright people well schooled in spotting opportunity. Some are already reinventing themselves, in two ways. The first is an expansion by banks in areas such as trading currencies and financing trade. These “markets” businesses are not pure investment banking, but they straddle the line dividing it from traditional commercial banking. Britain has some natural strengths here: empire endowed it with large banks such as HSBC and Standard Chartered, which have deep roots in emerging economies and relationships with firms that wish to trade with them.

A second area in which Britain is showing signs of new life is in a revival of the old partnership model of corporate broking and advisory banking. New firms such as Ondra Partners have recently popped up to advise companies, mainly on takeovers. Their selling point is that they are free from the conflicts of interest that often bedevil bigger firms that may be offering guidance to companies while also hoping to win lucrative mandates to sell shares or bonds for them. These boutiques may play to a particular British strength: the City’s long history of offering bespoke banking advice. But they are small in contrast to the shrinking giants of investment banking. New York is unlikely to tremble soon.
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Opting out of the EU

The guns of war

Plans to opt out of EU criminal-justice measures will prompt a fight over Britain’s role in Europe

 Jeremy Forrest, Europhile

THE juxtaposition was curious. On the afternoon of September 28th Jeremy Forrest, a maths teacher who dominated news bulletins for a week after running away with a 15-year-old pupil, was apprehended in France, thanks to a European Arrest Warrant (EAW) issued in Britain. That same day the prime minister, David Cameron, told reporters his country would be exercising its right to opt out of a mass of European policing and crime measures, including the EAW. The casually dropped bombshell (Mr Cameron is expected to make a formal statement this month or next) marks the start of a bitter battle over Britain’s role in Europe.

At issue are about 130 criminal-justice arrangements, including the EAW, access to police databases, membership of Europol and Eurojust (which co-ordinate cross-border policing and prosecution) and prisoner transfers. The Lisbon treaty, which came into effect in 2009, converts them from non-binding agreements into mainstream laws enforceable by the European Court of Justice (ECJ) after November 2014. Most of the measures were loosely worded, and it was assumed they would be redrafted and adopted one by one before the ECJ was put in charge. Britain and Ireland, common-law countries in a sea of civil law, got the right to opt out en bloc from whatever pre-2009 measures remained untouched—in the event most of them. The choice must be made by June 2014.

If Britain were to opt in, the decision would be irrevocable, though it could fight to improve the flawed laws. If it decides not to, the country which has led Europe in designing and implementing criminal-justice policies risks losing not only rapid co-operation and information but also influence over a fast-growing body of EU law. It is, says Stephen Booth of Open Europe, a think-tank that favours opting out, “a clear choice between more or less EU control over the British justice system”.

Many in Europe find the government’s reluctance to sign on the dotted line incomprehensible. But there is widespread unease in Britain over how some arrangements are working, especially the EAW. Local courts have little discretion in executing other countries’ arrest warrants, even when varying standards of procedural fairness and respect for human rights make nonsense of the mutual recognition that underpins the system. The sheer volume of EAW requests is also an issue: Britain receives the biggest share. And there is growing annoyance at what many see as the subcontracting of British justice to European courts.

But the decision to opt in or out of such arrangements is less stark than it seems. The Lisbon treaty gives Britain the right to say it wants to opt back into some things, and directs the Eurocrats to be as accommodating as possible. So Britain may be able to pick the measures it thinks important, and perhaps to get their worst features fixed. This might include inserting a proportionality test for EAWs to weed out trivial cases and giving judges more discretion to refuse extradition when grave human-rights concerns arise, as urged by Fair Trials International, which campaigns for extradition reform. Civil servants and diplomats are already scurrying around taking soundings and trying to line up allies.

“Goodwill towards the UK is rapidly running out in Europe,” says Lady (Sarah) Ludford, a Liberal Democrat MEP, and many will be irritated that Britain expects to cherrypick the laws it subscribes to. Hugo Brady of the Centre for European Reform, a think-tank, believes Mr Cameron underestimates the risk to national security and influence. But Britain has recognised expertise in criminal justice; it is full of people from other EU countries; and it has an enormous DNA database, as well as the best links with America. Europeans are likely to want Britain in the system, though they will probably exact a price.

What of the domestic audience? Tory Eurosceptics are pressing for an in-out referendum on EU membership. To Mr Cameron, who does not want one, tossing them the opt-out may appeal as a placatory gesture. Britain is signed up to other EU justice policies, and various arrangements could fill the gap, however clunkily, until opt-back-ins are secured.

But opting out would enrage the Tories’ Lib Dem coalition partners, who fought the 2010 election on a pledge to keep Britain “fully engaged” in EU crime policies and are sick of reneging on their promises. Parliament is guaranteed a vote and should get it about a year before the next election. By then the coalition partners could well be at daggers drawn, and the Lib Dems join Labour against an opt-out, in a sign of allegiances to come.
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Pensions

Nudge nudge

A new scheme has potential drawbacks

A REVOLUTION in private pension provision began on October 1st. From that date workers will be automatically enrolled into their employers’ pension schemes unless they opt out. The idea is culled from the “nudge” school of thinking, which suggests that government is better off coaxing rather than forcing people to behave better. If employees have to opt into a pension scheme, many will never get around to it. If they are automatically enrolled inertia will discourage them from opting out.

The scheme starts off with large businesses that employ more than 120,000 workers. The government expects 600,000 people to be enrolled by Christmas. By June next year business with fewer than 5,000 workers will be included. The smallest businesses, with fewer than 30 staff, will not get involved until June 2015. By 2018 11m may be enrolled. A not-for-profit scheme called NEST (National Employment Savings Trust) has been set up to invest the proceeds at a low cost.

Although the idea has been broadly well received, dangers lurk. Pensions are inflexible products which cannot be touched for decades. But many young people might have other priorities, such as paying off credit-card debts or saving for a house deposit. They cannot know what the investment return of a pension will be, or the final income, or the effect of inflation. “If a private company sells consumers a financial product, it has to warn them”, says Ros Altmann, a campaigner for pensioners’ rights. The risk is of another mis-selling scandal.

Another problem is that employees may assume that their retirement needs will be satisfied by the scheme. Yet the contributions will be tiny. Someone on an average salary of £20,000 ($32,000) a year will make payments of just £2.37 a week, which will be matched by a combination of employer payments and tax relief. This is intended to ease the cost burden on employers and to avoid putting off employees by cutting their wages too sharply.

Even when full contributions begin in 2018, they will be just 8% of salary (and then only on a limited portion of earnings); in contrast, total contributions to traditional final salary-schemes are 21%. What you get out of a pension depends on how much you put in.

Finally, Ms Altmann points out, pension benefits are currently means-tested. “People could retire and find that their pension gives them little or no extra money compared with their neighbour who saved nothing at all,” she says. The government has a plan for a universal pension which will deal with this problem. But it has yet to introduce or pay for it.

Even the better-off may be caught out. In 2006 rules were introduced to restrict tax relief for those with pension pots of more than £1.5m. Employees could protect their pots against the taxman on condition that they contributed no further money to their pensions. But they too will be auto-enrolled. Those who fail to opt out of the scheme within a month may be landed with a big tax bill. Sometimes a nudge can land people in the soup.
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Labour and the trade unions

O brother, where art thou?

Labour and the unions need each other more than ever

 Len McCluskey, Labour pain

TWO years after trade unions pushed Ed Miliband over the finish line in the Labour leadership race, the party’s relationship with organised labour is proving more complex than many expected. Mr Miliband has not turned out to be a stooge, despite £17m ($27m) in donations from “the brothers” since 2010. Lately he has angered them by supporting the government’s public-sector pay freeze. Len McCluskey, the leader of Unite, Britain’s largest union, toured fringe meetings at Labour’s conference making thinly veiled threats to withdraw financial support. But neither is Mr Miliband at all keen to loosen his party’s union links.

Attitudes to the unions within Labour fall into four broad categories. Sentimentalists are nostalgic about the party’s roots in the labour movement. Critics want to cut the union link. Ignorers accept it but see the unions as an interest group to be managed. Corporatists want the unions to play a more mature, constructive role in the economy, like their counterparts in Germany and Scandinavia.

Mr Miliband and his team are in the latter camp. Chuka Umunna, the shadow business secretary, talks of the unions as “wealth creators”. He points to the General Motors plant at Ellesmere Port, where trade unions worked with management to negotiate a pay deal that would keep the factory open. The party “must not ignore and humiliate the unions but engage them in how to reverse their decline”, adds Lord Glasman, a Labour thinker. He notes that crucial elements of the party’s economic agenda—workplace democracy, vocational training and state-backed lending to businesses—make a good relationship with organised labour essential.

The party’s leaders spy a potential army of vote-wranglers, too. Labour’s membership is under half what it was in 1997, when the party last returned to power from opposition. It badly needs canvassers and letterbox-stuffers for the 2015 election. The grassroots, and Mr Miliband, want affiliated unions to share their membership lists with local Labour Party branches.

The party will continue to distance itself from the more belligerent union leaders, and hope that the awkward squad pipes down. It might work. Over the past four years union membership has fallen by 400,000, to its lowest level since the 1940s. Union bosses are competing for a shrinking pool of workers willing to pay subscription fees. In these conditions, protest and bluster function as marketing tools. Assuming that the party holds its poll lead, the prospect of invitations to 10 Downing Street for beer and sandwiches could have a calming effect. And as the next general election nears, new sources of funding ought to dilute the unions’ financial sway over Labour.

That is the optimists’ view. Others note that union leaders were more constructive a decade ago, when Tony Blair, one of the “ignorers”, was in charge. Now the party leadership wants to play nicely, but the bosses are more hostile. And Labour’s union connections will be probed and tested over the next few months. The deputy prime minister, Nick Clegg, wants to put party funding back on the political agenda, which will remind voters of where Labour gets its cash. The Conservatives are redoubling attacks on the party’s union dependence. Bombastic—if outlandish—talk of a general strike does little to help Mr Miliband. He will have to hope for the best. The union link, and his political prospects, go hand-in-hand.
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Mobile broadband

Not so fast

High-speed mobile broadband is on the way, shamefully late

THE whizziest new feature of Apple’s iPhone 5, which went on sale on September 21st, is a fourth-generation (4G) data connection that speedily downloads movies, music and web pages. So far that has been little use in Britain, where legal battles have long delayed the auction of 4G frequencies. But on October 3rd Everything Everywhere—the painfully named parent company of Orange and T-Mobile—said it will launch Britain’s first “superfast” mobile service in ten cities by the end of the month.

Ofcom, the media and telecoms regulator, said in August that the company could use spectrum it already owned to build a data network five times nippier than existing services (which it has branded EE). The decision gave the firm a year’s head start over its main competitors, O2 and Vodafone, who cannot run 4G networks without buying new bandwidth in Ofcom’s auction, scheduled for early 2013. Legal action from either threatened to halt EE’s launch. But Ofcom has now promised to help both companies get to market sooner by more swiftly relocating television and military communications which are currently camped on the frequencies earmarked for 4G. That compromise will make competing services possible by May next year, cutting EE’s advantage in half. O2 and Vodafone seem content.

Efforts to upgrade Britain’s mobile infrastructure have been repeatedly delayed. Ofcom first planned to auction 4G bandwidth in 2008, but litigation and threats from operators—who quibbled with complex rules intended to ensure each firm had an equal chance of securing valuable parts of the spectrum—have held up the sale ever since. A change of government slowed the process, as did the merger between Orange and T-Mobile.

As a result, Britain has fallen behind its neighbours. It was one of the first places to auction frequencies for third-generation mobile services, in 2000. But more than 40 countries moved faster in preparing for 4G, says Matthew Howett of Ovum, a research firm—among them Angola, Azerbaijan and Uzbekistan. German operators started offering 4G modems for laptops in early 2011; American ones in 2010.

Ofcom’s speedy new schedule will help Britain claw back lost ground. That is good news for the coalition government, which in 2010 promised snappier mobiles as part of its commitment to make Britain Europe’s best-connected country. MPs hope 4G will help deliver better web connections to far-flung communities. (Some high-speed traffic will be carried in low-frequency spectrum which reaches farther into the countryside than existing mobile signals.) They are already quarrelling over how to spend spoils from the 4G spectrum auction, expected to raise between £2 billion ($3.2 billion) and £4 billion.

Olaf Swantee, Everything Everywhere’s boss, says demand for mobile data in Britain is multiplying several times each year. He may have exaggerated when he quipped that comparing 4G connections with 3G ones is like comparing “jet engines with steam”. But it is about time Britain’s superfast mobile networks took off.
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Train franchises

Wrong track

Another humiliation for the government



WHEN Virgin Rail lost its West Coast Main Line franchise in August, Sir Richard Branson, the firm’s boss, criticised FirstGroup’s winning bid as “insane” and filed a legal challenge. It seemed like sour grapes, but he can now feel vindicated. On October 3rd Patrick McLoughlin, the new transport secretary, announced that his department had made a mistake. It seems the numbers did not add up.

The fault, says Mr McLoughlin, lies “wholly and squarely” with the civil servants of the Department for Transport, who failed to take into account inflation and rises in passenger numbers. The bids themselves may have been fine, but the government’s evaluation of them was flawed. Until the department understands what went wrong, all other outstanding franchise competitions are on hold. A review explaining the mistake should be completed by the end of the month. A more ambitious report from Richard Brown, chairman of Eurostar, will examine how all franchise bids are appraised.

The Department for Transport plans to reimburse the bidders for the 15-month tender process, at a cost to taxpayers of at least £40m ($64m). The fiasco could also lead other companies to question past franchise awards. “It’s going to cost us a lot of money,” Mr McLoughlin concedes. It also puts FirstGroup in a tight spot—shares swiftly plummeted by 20%. Virgin may be asked to maintain its west-coast service, at least for the time being.

Ed Miliband, Labour’s leader, was quick to call this “another hopeless shambolic piece of incompetence” from the government. He says the civil service has been made a scapegoat—three officials have been suspended. That may not be fair: if civil servants did simply botch the calculations, ministers can hardly be blamed. Mr Miliband’s apparent solution, to renationalise the railways, is not realistic. But the government will suffer nonetheless. When an official lost the personal details of millions of child-benefit claimants in 2007, Gordon Brown, the then prime minister, apologised to Parliament.

And any fundamental problem with the franchise competitions cannot be blamed on officials. The system has been changed in a way that seems to encourage bold bids while providing few penalties for failure. FirstGroup pledged to pay the government £13.3 billion over 15 years. Abandoning the franchise—as two companies did on the east-coast line—would have resulted in costs of just £265m.

Competitions require bidders to predict revenue growth over 15 years. This is nearly impossible given the variability of demand (at the mercy of fuel prices and the economy) and the limited control train operators have over costs, which continue to rise steadily. Because the government mandates everything from train times to many ticket prices, operators of railway lines have few levers to pull in response to market fluctuations. With more room for manoeuvre, predictions of both revenue and risk might become more rational.
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Drinking habits

Sobering

The British love affair with the bottle appears to be ending



EARLIER this year David Cameron announced a crackdown on binge drinking. Using a five-year-old survey to illustrate the dissolute state of Britain’s youth, the prime minister suggested that boozing was a perennial problem. But following a peak around the millennium (when drinking hit levels not reached since before the first world war) sobriety has set in. Since 2004 alcohol consumption has dropped by one-eighth, to 8.3 litres per person per year, according to an official survey. Tax receipts tell a similar story.

The young are leading. In 2003 70% of 16-to 24-year-olds told interviewers they had had a drink in the previous week; by 2010 just 48% had. The proportion of 11-to 15-year-olds who had drunk in the previous week halved over the same period. Heavy drinking sessions are down too. (By contrast, drinking among older age groups has remained steady since the late 1990s.) The fate of “alcopops” is indicative. Luridly coloured and aimed at young women, they invited tabloid disdain. But today’s teenagers are unimpressed (see article).

No one explanation for this trend is entirely satisfactory. The decline in youthful drinking began before the financial crisis. Immigration has added to the number of religious teetotallers, but the effect is small. The last Labour government’s attempt to introduce a continental-style café culture with 24-hour licensing probably helped to make drinking more suburban and less hedonistic: if pubs in the sticks stay open an hour later, punters are less likely to get the bus into town. But most pubs did not extend opening hours by much. More broadly, drinkers have retreated into their homes: “on-trade” sales, in pubs and clubs, have fallen by a third over the past decade.

Cultural shifts have played a part, too. Fiona Measham, a Lancaster University criminologist, says patterns of drink and drug use tend to go in 10-to 15-year cycles as generations react against those preceding them. Binge-drinking has lost its glamour, she suggests. Others argue that drinking habits have become polarised, with the moderate majority increasingly distanced from a crapulous minority. The young now have Facebook and other forms of entertainment. Calculations by Enders Analysis show a rise in primetime Friday and Saturday night TV watching. Recession has entrenched this behaviour by eroding disposable income.

Pubs and clubs are perturbed, but the drinks industry is less worried. Alcohol companies are increasingly minded to boost margins rather than sales—what the drinks analysis team at UBS calls the “premiumisation” of the market.

The result is less public mayhem. Drink-driving convictions dropped by a third between 2007 and 2010 despite a rise in breathalyser tests. Drunkenness convictions have halved since 2000. But there is a lingering worry. Last year three-quarters of admissions to hospital where alcohol was the main cause were the result of chronic problems rather than one-off binges. Stephen Dorrell, who heads Parliament’s health select committee, suggests the government’s alcohol strategy should now place more emphasis on public health. The party was fun. The hangover will be long, and painful.
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Cider’s rise

Truly scrumpy?

Cider has boomed, but its success may be too sweet to sustain



IN LEAN times for alcohol, one drink has flourished. Consumption of alcoholic cider increased by 46% between 2002 and 2011 (see chart). The tipple is in a demographic sweet spot. A decade ago 35-to 44-year-olds were the biggest cider consumers; now 18-to 24-year-olds are. A generation reared on alcopops has taken easily to fermented apple juice.

One brand has driven much of the growth. Magners, owned by the C&C Group, has gained the second largest market share (7.5%) from virtually nothing in 2005. The sweltering summer of 2006, a savvy advertising campaign and the dubious innovation of cider on ice tipped drinkers’ elbows. Kopparberg, a Swedish brand, has popularised summer fruit varieties. This has unsettled traditionalists like Gillian Williams of the Campaign for Real Ale, who thinks such quaffable inventions are degrading a venerable drink. Real cider is made with apples, she says, while “pear cider” is not that at all: perry is its proper name. She is fighting a rising tide.

Companies have followed drinkers in moving from beer to cider. Stella Artois’s “Cidre” has grabbed 3.2% of the market since its launch in 2011; Carlsberg introduced its own cider to Britain this year. British producers are eyeing up foreign shores too. Aspall’s, a Suffolk-based cider, has boosted its exports by half over the past year, with particular success in Japan. Paul Bartlett, head of the National Association of Cider Makers, points to the huge potential of the American market, where just 0.2% of beer swillers currently drink cider. Off-trade sales grew by 50% last year and C&C recently bought Hornsby’s, America’s second-biggest “hard cider” brand.

There is a limit to cider’s effervescence. Orchards and drinkers are both affected by bad weather: 2012’s late frost and heavy rain have been damaging. The government’s proposals for minimum unit pricing for alcohol would affect cider disproportionately because of its low excise duty—just half that of beer. It is likely that only premium brands will benefit from the export boom.

And the domestic market may be close to saturation. Just as many people will drink cider as will drink beer, but they are less likely to stick with it all night. This is, ironically, a result of the sweetness of the popular ciders. By 10pm on a Friday night, the atmosphere in the Cider Tap, a dedicated bar outside Euston station in London that had been full earlier in the evening, is moribund. Across the road, its beer-pumping sister, the Euston Tap, is packed.
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Bagehot

One nation under Ed

Channelling Benjamin Disraeli, Labour’s leader has delivered a bravura, evasive performance



IT WAS a rather thin crowd at this year’s Labour Party conference—a far cry from the glory days when Tony Blair and Gordon Brown lured businessmen, media magnates and pop stars. Delegates skirting Manchester’s autumn downpours did not mind. A speech securely delivered without notes by a confident young leader has perked up the spirits of the faithful.

Ed Miliband came to the conference anxious to erase the “Red Ed” of caricature and move towards that most sought-after location: the political centre. His address on October 2nd was a fluent and often funny affair, which owed much to the free-range speaking style of both Barack Obama and Michael Sandel, a silky Harvard philosopher who set the philosophical tone of the conference by telling it that there are values beyond the market and money. This is not a hard case to make to a centre-left party, and Mr Miliband (also a Harvard veteran) nodded agreement. Yet both he and Ed Balls, his shadow chancellor, also used the occasion to move Labour’s economic rhetoric away from complaints about the speed of public-spending cuts under the coalition government. The two men stressed that Britain’s finances are unlikely to improve soon and that they, too, would have to accept austerity: a shrewd repositioning which might counter the party’s reputation as a spendthrift outfit.

In the run-up to the conference Mr Miliband’s aides had anguished about how to enhance voters’ affinity with their man. Labour has been around ten points ahead of the Conservatives following a particularly trying period for the Tory-led coalition. Still, the leader’s personality has failed to impress: a poll for the Sun newspaper before Mr Miliband’s main speech showed that only 19% thought he looked fit for the job of prime minister.

His performance will have improved matters. A seductive and effective hit-man, he sniped at his opponents’ shortcomings in a manner more witty than nasty. He also made a bold rhetorical move by citing (no fewer than 46 times) the “One Nation” ideals of Benjamin Disraeli, a 19th-century Tory leader who worried about the gap between rich and poor. The One Nation mantle is frequently donned by British politicians, but it has an appealing chutzpah when worn by a Labour man accused of harbouring leftwing instincts.

In truth, Mr Miliband’s One Nation rhetoric involves some clever prestidigitation. While recalling compassionate Conservatism, it also echoes the populism of the early American Progressives, who pledged to use government to improve the fortunes of the poor. The model that came to Bagehot’s mind was not Disraeli but Theodore Roosevelt’s “new nationalism” speech of 1910, in which the recently retired president demanded a fairer division of spoils “between the men who possess more than they have earned and the men who have earned more than they possess.” Not coincidentally, Mr Obama reprised that peroration last year. Mr Miliband is making a similar bid to get economically insecure voters on his side.

And the Labour leader’s sleight of hand conceals both caution and vagueness. So far the party’s pitch for power has involved attacking people and institutions its rank and file already dislikes. Bankers, hedge-funders and asset-strippers were told to behave less rapaciously or face sanctions. More curiously, Mr Miliband proposed upending basic tenets of Anglo-Saxon shareholder capitalism, including getting rid of quarterly earnings reports and pledging that a Labour government would intervene to punish companies that did not hire apprentices, with further retribution lurking for those who poached their rivals’ trained staff. Either this is a charter for broad state interference in how businesses are run or just a bit of fiddling at the margins of industrial policy to encourage better employee training. Deciphering what a sometimes evasive politician really intends on subjects like this (as well as things like taxation and immigration controls) is not easy.

Still seeing red

Halfway through a five-year British electoral cycle, policy commitments are inevitably scarce. Still, Mr Miliband’s performance was markedly thin on hints about how he would run the public services. From the podium, he praised the “magic of the NHS” and cited the folly of messing with it. Alas, costly health care is not sustained in Britain or anywhere else by Harry Potter’s wand. The NHS is a strained system, struggling to keep its costs in check and producing patchy and sometimes dreadful outcomes for patients in places where management falls short. The failure to acknowledge that any substantial changes are required only deepens suspicions that Mr Miliband is in hock to entrenched professional groups and the unions.

Similarly, an attack on coalition education policy which focused on vocational training left voters none the wiser about which bits of the government’s ambitious plans to encourage better academic performance in schools he would keep and which ones he would heave. Short-term comfort on these issues is achieved at the price of longer-term credibility.

A determined Labour leader still has time to address such gaps, but only if his One Nation pitch includes a readiness to address the challenges of government which are not merely about redistributing opportunity or demanding more from the wealthy. Mr Miliband’s assets of flair, charm and a growing ease with himself have been well displayed in Manchester. That has won over sceptical hearts in his own party and ensured that Disraeli’s modern Tory heirs will take him a lot more seriously. Expectations of Mr Miliband were low and he has boldly exceeded them. But scattergun ideas and what one internal critic calls a “Harvard seminar, capitalism-lite” agenda deserve more testing scrutiny. Mr Miliband still has a lot of explaining to do.

Economist.com/blogs/bagehot
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Internet freedom

Free to choose

Governments and internet firms are wrestling with the rules for free speech online



THE arrest of a senior executive rarely brings helpful headlines. But when Brazilian authorities briefly detained Google’s country boss on September 26th—for refusing to remove videos from its YouTube subsidiary that appeared to breach electoral laws—they helped the firm repair its image as a defender of free speech.

Two weeks earlier those credentials looked tarnished. Google blocked net users in eight countries from viewing a film trailer that had incensed Muslims. In six states, including India and Saudi Arabia, local courts banned the footage. In Egypt and Libya, where protesters attacked American embassies and killed several people, Google took the video down of its own accord.

The row sparked concern about how internet firms manage public debate and how companies based in countries that cherish free speech should respond to states that want to constrain it. (Freedom House, a campaigning think-tank, reckons that restrictions on the internet are increasing in 20 of the 47 states it surveys.)

In June Google revealed that 45 countries had asked it to block content in the last six months of 2011, up from only four in 2002. Some requests were easily rejected. Officials in the Canadian passport office asked it to block a video advocating independence for Quebec, in which a citizen urinated on his passport and flushed it down the toilet.

Most firms do accept that they must follow the laws of countries in which they operate (Nazi content is banned in Germany, for example). Big internet firms can prevent users accessing content their governments consider illegal, while leaving it available to visitors from countries where no prohibition applies. Some pledge to be transparent about their actions—Twitter, like Google, releases six-monthly reports of government requests to block information. It also alerts citizens when it has censored content in their country.

Tell us what you did

Legislators in America want more firms to follow suit. In March a congressional subcommittee approved the latest revision of the Global Online Freedom Act, first drafted in 2004. This would require technology firms operating in a designated group of restrictive countries to publish annual reports showing how they deal with human-rights issues. It would waive this for firms that sign up to non-governmental associations that provide similar oversight, such as the Global Network Initiative. Founded in 2008 by Google, Microsoft, Yahoo! and a coalition of human-rights groups, it has since stalled. Facebook joined in May but only as an observer. Twitter is absent, too.

Managing free speech in home markets is hard too. American websites enjoy broad freedom but most users support policies that forbid hate speech or obscenity, even when these are not illegal. Well-drafted community guidelines give platforms personality (and reassure nervous parents). But overzealous moderation can have “absurd and censorious” results, says Kevin Bankston at the Centre for Democracy and Technology, a think-tank. Citing rules that prohibit sexually loaded content, Facebook last month removed a New Yorker cartoon that depicted a bare-chested Eve in the Garden of Eden. It also routinely removes its users’ photos of breast-feeding if they show the mother’s nipples, however unsalacious the picture may be.

Commercial concerns can trump consistency. In July Twitter briefly suspended the account of a journalist who had published the e-mail address of a manager at NBC while criticising it for lacklustre coverage of the London Olympics. Twitter admitted it had monitored tweets that criticised the firm (a business partner) and vowed not to do so again. Automated systems can also be too zealous. Citing a copyright violation, YouTube’s robots briefly blocked a video of Michelle Obama speaking at the Democratic Party convention on September 4th (perhaps because of background music). In August official footage of NASA’s Mars landing suffered the same fate. Jillian York at the Electronic Frontier Foundation, a free-speech group, thinks some services refuse to host any images of nudes, however innocent or artistic, because they can trigger anti-porn software.

Aware of the problem, web firms are trying to improve their systems. Facebook’s reporting tool now helps users resolve simple grievances among themselves. Tim Wu at Columbia Law School speculates that video-hosting services may one day ask committees of users to decide whether to allow sensitive footage to be shown in their countries. Europeans unvexed by nudity might then escape American advertisers’ prudish standards. But it would be hard to enforce on social networks that prize their cross-border ties.

Simpler remedies might make users happier. Rebecca MacKinnon, an expert on internet freedom, says web firms act as “legislature, police, judge, jury and executioner” in enforcing moderation policies and should offer their members more opportunity to appeal. Marietje Schaake, a Dutch politician helping to formulate European digital policy, thinks web users wanting to challenge egregious judgments need more help from the law.

Changing the law in some countries could help platforms avoid bad decisions. Some governments menace web firms with antiquated media laws that consider them publishers, not just hosts, of their users’ content. In 2010 an Italian court handed down suspended jail sentences to three Google executives after a video showing the bullying of a disabled boy appeared on YouTube—even though the firm removed it when notified. Sites in countries with fierce or costly libel laws often censor content the moment they receive a complaint, regardless of its merit. England (Scotland’s legal system is different) is changing the law to grant greater immunity to internet platforms that give complainants easy access to content originators.

Some users value avoiding offence more highly than the risk of censorship. The majority see things the other way round. So internet firms will never please everyone. But good laws at least point them in the right direction.
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Charter cities

Unchartered territory

A charter city in Honduras loses its mastermind’s backing

FANS of charter cities—the idea of planting internationally run exclaves in poor countries—are downcast. The leading intellectual backer of their most promising venture has pulled out amid a row about transparency. On September 4th Michael Strong, an American activist and entrepreneur, signed a preliminary deal for a small project in Honduras. That outmanoeuvred Paul Romer, an economics professor at New York University, who had backed a bigger one.

Mr Romer’s plan featured a transparency commission: a quasi-judicial check on the city’s administrators. Charter cities aim to replicate the success of places like colonial-era Hong Kong, offering a business-friendly regime but without direct democratic oversight.

The Honduras government agreed in December to set up the transparency commission; it included George Akerlof, an economist, and Ong Boon Hwee, a former senior executive at Singapore Power. But it has yet to publish a decree to give the body legal clout. Mr Romer deplores what he calls “an overt act of deception”. In the meantime Mr Strong has struck his own deal, for a “less far-fetched” project that aims to create jobs and cheap housing.

Mr Romer’s enthusiasm is undimmed. He says it will take several tries before a project succeeds. But the sort of places that most need charter cities may also be where founding them is trickiest.
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Law and psychology

A judgment call

Judges’ sentencing is erratic. Safety in numbers?

 They will be kinder when they wake

THE best time to come before a judge is never. But courtroom lore suggests that after lunch is better than before it. A study of Israeli parole hearings shows that just before a meal the chances of success are slim. But other biases abound too. A study of 181 American trial judges this summer in Science, a journal, showed that explaining the biology of psychopathy brought lighter sentences, by an average of one year. When the defence simply told the judges that the convict was a psychopath, the average sentence was 14 years.

Judges—flawed decision makers, like all humans—find sentencing the hardest bit of their job. Paul Chernoff, a retired American judge, says determining guilt or innocence is easier. Biases are visible across countries and cultures: for the same offence, male culprits get harsher sentences than women. Black criminals serve longer sentences than white ones. Attractive women and baby-faced men get shorter sentences.

Seemingly peripheral factors can skew decisions, too. In a 2006 German study judges were asked to roll (rigged) dice between reading the documents in a (hypothetical) case and making their judgment. Those who rolled a one gave lower sentences than those who rolled a six. A response to such studies has been the introduction of mandatory guidelines for judges in America. They recommend what sentence to give for which crime, based on previous cases. Judges dislike having their hands tied down in such a way. This week a freedom-of-information request showed 22 judges in Ohio are trying to have such rules relaxed.

Other, perhaps better, remedies are on offer too. One is training. Birte Englich, a psychologist at the University of Cologne, suggests exposing judges to the occurrence of biases and playing games that make them less susceptible. Another would be to use several judges in criminal cases. For instance, in Germany three judges decide on crimes carrying a maximum sentence of less than three years; for more serious crimes, five judges are required.

Some believe that juries would do better. In New South Wales, Australia, the Law Reform Commission wants to increase public involvement in sentencing. Judges say that laymen cannot grasp the complexities of the law. But nobody has studied what lunch does to laymen’s mood.
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Business and America’s fiscal cliff

Give us a brake

When fiscal policy is in chaos, companies cannot plan for the future



SOME perils are easier to dodge than others. A helicopter equipped with Honeywell’s latest safety system can spot danger through dense cloud. It can even spot hazards that don’t yet exist. If the pilot flies towards the top storeys of New York’s Freedom Tower—which have not yet been built—the control panel flashes red and warns him to change course.

America’s fiscal peril is easy to see, but the pilots are squabbling over the controls while the economy hurtles towards disaster. At the beginning of next year federal tax increases and spending cuts equivalent to about 5% of GDP will automatically come into force. America will go over this “fiscal cliff” unless Democrats and Republicans in Congress agree on a deal to avoid it. So far, they show little sign of agreeing on anything except that the other side is to blame for their failure to compromise.

For corporate America, this is terrifying. Going over the fiscal cliff could knock enough points off the growth rate to drive America into a recession, predicts the Congressional Budget Office, a non-partisan body that analyses the economic effects of federal laws. “Everybody’s nervous,” says David Cote, Honeywell’s boss. “It could cause a global recession,” frets Klaus Kleinfeld, the chief executive of Alcoa, an aluminium firm—though he doubts it will actually happen.

The cliff exists because several temporary measures are set to expire at the same time. George W. Bush’s tax cuts, which were extended for two years under Barack Obama, are due to run out at the end of 2012. So are Mr Obama’s temporary jobs measures, such as a payroll-tax holiday and extended unemployment benefits. The Alternative Minimum Tax, a levy originally aimed at the rich, is set to hit 30m middle-class Americans. Medicare, the federal health programme for the elderly, will slash payments to doctors by nearly 30%. And thanks to the failure of a congressional “budget supercommittee” to agree on a debt-reduction deal last year, automatic cuts in federal spending are due to start on January 15th.

All told, America faces a fiscal squeeze equivalent to more than $600 billion in a single calendar year and $6.1 trillion over ten years. Nothing will change before the election, and there is probably not enough time after it and before the end of the year for lawmakers to thrash out a proper budget deal. So a temporary fix is likely. Some tightening will probably occur regardless of any deal, but no one knows how much.

How are companies responding? “We’re not hiring,” says Mr Cote. He is far from alone. J.P. Morgan, an investment bank, reports that 61% of its American clients say the fiscal cliff is affecting their hiring plans. That is one reason why unemployment is so high. Durable-goods orders plunged 13.2% in August, partly because companies are too scared to invest their cash mountains to expand production.

They don’t know what tax rates will be next year. They don’t know whether their customers will suddenly start shopping around for cheaper groceries—the Tax Policy Center, a think-tank, predicts that the expiry of all Mr Bush’s tax cuts would raise taxes by $3,500 per household. Businesses also don’t know whether the government will rein in spending that affects them.

Military contractors face a walloping, since half the spending cuts will come from the Pentagon’s budget. “We’re worried,” admits a defence-firm director. Hospitals are worried, too. So are companies that sell to consumers, or to other companies that sell to consumers.

Uncertainty makes planning hard. That has consequences. “If you can’t plan, you don’t invest. If you can’t invest, you won’t hire,” says Bruce Josten of the US Chamber of Commerce, a business lobby. Uncertainty about future economic conditions has added at least a percentage point to the unemployment rate, according to Sylvain Leduc and Zheng Liu of the Federal Reserve Bank of San Francisco.



A survey by the National Federation of Independent Business, a small-business lobby, supports this theory. The top ten problems cited by the NFIB’s members include “uncertainty over economic conditions”, “uncertainty over government actions” and “frequent changes in federal tax laws and rules” (see table).

Business-backed groups such as the Campaign to Fix the Debt argue that, in the medium term, Congress needs to bring America’s swelling debts under control. All plausible deals to do this involve both tax hikes (which Republicans oppose) and cuts to entitlements (which Democrats hate). The choice, says Mr Cote, is between fixing the budget “thoughtfully and proactively”, or waiting “until the bond market forces us to do it, like Greece did”.

Some say the best tactic would be to walk one pace over the cliff and then turn back. Many Republicans have sworn never to raise taxes, which means they cannot agree to let any of Mr Bush’s tax cuts expire. But if no deal is reached and they expire automatically, restoring them for households that earn less than $250,000 a year (which the Democrats want) would count as a tax cut, so Republicans could agree to it without breaking their pledge. This sleight of hand was devised by William Gale of the Brookings Institution, a think-tank, and Peter Orszag, a former budget director for Mr Obama. Will it fool anyone? Perhaps.

Benjamin Franklin once said: “Nothing is certain but death and taxes.” These days, taxes are far from certain. And if that doesn’t change, American businesses could be dicing with death.



This article was downloaded by calibre from http://www.economist.com/node/21564241/print

 
 

 | Section Menu | Main Menu | 







| Next | Section Menu | Main Menu | Previous | 



Companies and the euro crisis

Iron enters the soul

Businesses in Europe are bracing themselves for more pain

 At Florange, it’s the end of the line

ANXIETY about Europe’s continuing sovereign-debt and banking crises is almost as intense in boardrooms as it is in chancelleries and on trading floors. Until the spring the mood among business people was that somehow the euro area’s politicians would muddle through and that the single currency would survive. August—the fifth anniversary of the first signs of a credit crunch—even brought rays of hope for an orderly settlement. But public finances are still in shreds and bank lending is still feeble. Demand is weak and the effects on revenues and profits are clear. Companies are now being forced into decisions that many of them had put off while they prayed for an improvement.



On October 1st ArcelorMittal announced the permanent closure of its blast furnaces at Florange, in eastern France. This symbol of French heavy industry, home to iron and steel for centuries, had been mothballed for months: in the summer Lakshmi Mittal, boss of the world’s biggest steelmaker, said his strategy was to focus on his most productive sites, on the coast. “This is the most serious situation since the onset of the financial crisis,” said Mr Mittal in July. In the first half of the year ArcelorMittal reported an operating loss at its main European mills, which dragged overall profits down from $2.2 billion to $1.8 billion. Steel’s problems reflect those of its customers: three carmakers, PSA Peugeot-Citroën, Fiat and Opel, are planning to close factories and industrial output has sagged again (see chart 1).

The damage had begun to show up late last year. “Our southern Europe revenues are down, that’s just the reality of how the market is,” said Paul Walsh, the chief executive of Diageo, a drinks group, last December. In the summer several European companies blamed the euro crisis for poor half-year profits: Telefónica, a Spanish telecoms company, GlaxoSmithKline (GSK), a British drugs group, and Saab, a Swedish truckmaker, were notable victims. American companies, such as Ford and Apple, made similar complaints. Quarterly results in the coming weeks are expected to show the misery continuing.

Time to prepare

Few business chiefs like to talk about how badly their companies could be affected by a break-up of the euro zone. A survey of Fortune 500 firms by KPMG, a consultancy, found that half had done nothing to prepare for this. One or two bosses are making their worries public. Diageo has created a nimbler corporate structure that allows decisions about products, strategy and innovation to be taken at a European level while customer relations are handled nationally. Diageo’s emphasis, according to Mr Walsh, is on protecting profit margins, which are still around 30%. Investment plans can now be shifted swiftly from weaker markets, such as Portugal, to stronger ones, such as Belgium.



Colin Mayer, of the Saïd Business School at Oxford University, sees a grim picture emerging across Europe. “Companies are becoming risk-averse. Access to bank lending is drying up, and companies are looking to use their own retained earnings.” Companies’ holdings of cash have soared (see chart 2). They are having to put reconstruction and repositioning on hold. They realise that what they are living through in Europe is no longer a sudden isolated shock. “It has now derailed the European economy,” he says.

Companies are rarely forthcoming about their plans for dealing with such risks, but some examples have surfaced. Siemens, a German engineering giant, has opened an account with the European Central Bank as a safe haven for a big chunk of its €12 billion cash pile. Car firms in Germany, such as BMW, are applying for banking licences so that they can follow Siemens’s example—and perhaps also widen their customer-financing activities.

Every euro counts

John Thanassoulis, another Oxford economist, who is leading a study of European corporate finance during the crisis, sees signs of companies positioning themselves for a break-up of the euro. He notes that Crédit Agricole, a French bank, empties the tills of Emporiki, its Greek subsidiary, every evening, ships the balances electronically to Paris and returns them in the morning. This week Crédit Agricole said it was in talks to sell Emporiki to a Greek bank for one symbolic euro. Mr Thanassoulis also points to the sale by Carrefour, a big French retailer, of stores in Greece—also for a single euro—to cut itself free of the country’s mess.

Mr Thanassoulis says that because banks are short of capital and their ability to lend is impaired, companies are holding prices up, to preserve profits for use as collateral for future borrowing. Another, less obvious, side-effect he observes is that firms are seeking to shed full-time staff and turn to outsourced contractors. “They are desperate to transform labour from a fixed to a variable cost,” he says. British companies, he adds, have not reduced prices to pursue sales growth with the devaluation of sterling, but have sought (like Diageo) to hold prices and boost margins.

In Spain, Mr Thanassoulis notes, foreign companies are furiously scrambling to match their assets and liabilities so as not to be caught short; they keep just enough cash in the country, and repatriate any spare. There are similar signs elsewhere. Visa Europe holds weekly meetings to discuss scenarios in the event of a collapse of the euro zone. PepsiCo, an American drinks firm, is reported to be sweeping cash daily out of euro-area countries.

So is GSK. Drug companies are in a particular bind: they face, on the one hand, the risk that governments will not pay their bills and, on the other, public opprobrium if they refuse to supply medicines. Merck, an American drugmaker, has warned that its prices may have to be trimmed. AstraZeneca says that last year Greece, Italy, Portugal and Spain accounted for $650m, or 10%, of its payments due—and that half the sum was overdue when it closed its books. In Greece the company has had to take payment in government bonds, on which it has lost $6m. AstraZeneca has now set up a special euro-zone credit committee to review the implications of a fracturing of the currency zone.

AkzoNobel, a European chemicals firm, says it is conducting “extraordinarily heightened” monitoring of cash balances in some euro-zone countries, checking them nightly and drawing on its experience in emerging markets. AkzoNobel’s main worry is that the economic uncertainty caused by the crisis is affecting sales. But it has no plans to quit southern Europe: on the contrary, it believes it can strengthen its position there. Companies with strong balance-sheets, such as AkzoNobel, may be able to pick up assets from ailing rivals. One steel boss even envisages exporting steel to America from Europe if the euro were replaced by weak national currencies in, for instance, Spain and Italy.

“The collateral effect of the euro crisis can be global,” says the finance director of a British company with a huge business in continental Europe. “But we are used to managing such risks.” To be sure, he says, companies need to be careful of liquidity, foreign-exchange exposure and effects on suppliers. He is also less pessimistic than he was a year ago: “Our general feeling is that it will now be an orderly process, so the banks and the financial infrastructure will be better able to handle it, whatever the outcome is.”

There are gleams of light in the gloom: although bank lending has dried up, low interest rates have revived corporate bonds as an alternative. Still, there is a growing view among company bosses that they would like a resolution, one way or another, rather than remain stuck in a slough of austerity.
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Carmaking alliances

All for one, and one for all

Despite the troubles in past alliances, carmakers are embracing their rivals



“MISERY acquaints a man with strange bedfellows,” as Shakespeare observed. The misery wrought by the tempest in Europe’s motor industry is indeed forcing carmakers to set aside rivalries and huddle together. GM’s chronically loss-making European division, Opel-Vauxhall, is struggling towards a cost-sharing alliance with the equally troubled PSA Peugeot Citroën of France. And, as has become clearer at this year’s Paris motor show, Daimler—of late the least successful of Germany’s premium carmakers—is increasingly becoming the third member of a long-running partnership between Renault of France and Nissan of Japan.

Daimler announced some modest co-operation with Renault and Nissan in 2010. Now the alliance is growing more intimate. At the Paris show Daimler’s boss, Dieter Zetsche (pictured, left), appeared with Carlos Ghosn (right), who runs both Renault and Nissan, to announce that they would work together on a new range of compact engines, while also sharing transmissions on some models. Mr Zetsche also hinted that his firm’s Mercedes-Benz cars may be assembled at a huge complex Nissan is building in Mexico. “Over time, we have built up so much trust we are working like hand and glove,” he beamed.

The first hefty pay-off from the partnership is just rolling out in the form of the Mercedes Citan van, made by Renault and based on its own Kangoo. Soon Daimler’s ailing Smart microcar brand will get new underpinnings, to be shared with Renault’s Twingo; Nissan’s factory in Tennessee is to supply engines to Mercedes’s assembly line in Alabama; and the compact-luxury platform for the new Mercedes A-and B-Class cars will be shared with Nissan’s luxury brand, Infiniti.

The three carmakers say all this will save them billions of euros, a necessary economy given the dire state of the European market and the pressure from regulators in Europe and America to invest heavily in new, fuel-efficient powertrains. Likewise GM and Peugeot hope to save about $1 billion a year each within five years. Little detail has emerged since they announced their partnership in February. The most logical way they (and other troubled carmakers) might cut costs is to combine their production in Europe and shut underused plants. But given the backlash that closures cause there, their first factory-sharing may come elsewhere: just before the Paris show a French union official let slip that the two firms were looking at building cars together in Brazil.

Partnerships between old foes are springing up everywhere. GM is also working with Ford to develop fuel-saving 9-and 10-speed gearboxes. Ford is working on hybrid vehicles with Toyota, once a lone wolf but now a keen co-operator. Toyota is teaming up with BMW on diesel engines and electric batteries.

Carmakers’ alliances have often caused more misery than they have relieved, but the Renault-Nissan partnership has been relatively successful. It was an infusion of cash from the French maker that helped stave off Nissan’s collapse in the late 1990s. Now the Japanese firm is propping up Renault as sales in its main European markets slump, just as Chrysler is keeping afloat its main shareholder, Fiat, amid collapsing sales in its home market, Italy.

However, Daimler’s “merger of equals” with Chrysler, made in 1998 and undone nine years later, was a disaster—that is why Mr Zetsche has sworn off marriage and now prefers looser partnerships. In 2005 GM had to pay Fiat nearly $2 billion to break up an unhappy alliance and, more recently, Volkswagen’s partnership with Suzuki, a smaller Japanese maker, has ended in recriminations and a legal case.

Even so, there is now quite a passion for partnership. Mr Ghosn says it is best to strike deals with firms which are not direct competitors, and for each side’s bosses to be clear on what they want from the alliance before signing up. Most important is gaining support at all levels of each company for working together. That is not easy when jobs are at risk, though Mr Zetsche and Mr Ghosn insist they have achieved this in their triple alliance. If so, the “Carlos and Dieter show” may become a regular feature on the motor-show circuit.
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Business computing

The cloud crowd

Forget Facebook. Business software start-ups are sexy again

IT WAS disgustingly hot in San Francisco as October began. The sun blazed and the thick fog that often sweeps into the city in the evening was nowhere to be seen. The only clouds that mattered were digital. Larry Ellison, the boss of Oracle, boasted about some new cloud-based initiatives at OpenWorld, the software company’s annual jamboree for customers and partners. And on October 1st Workday, a young Californian firm selling cloud-based software that helps large companies manage back-office functions such as finance and payroll, revealed that it was aiming for a valuation of up to $3.8 billion in a forthcoming initial public offering (IPO) on the New York Stock Exchange.

If it achieves it, Workday will become the latest example of a trend that is transforming corporate computing. Pioneered by Salesforce.com, a 13-year-old San Francisco company, this is the delivery of software on demand via the internet rather than as a prepackaged offering hosted on a firm’s own computers. Over the past few years, cloud companies such as Workday have been overshadowed by Facebook, Zynga and other consumer-focused web start-ups. But as these firms and their share prices have fallen like Icarus in a hoodie, business-software companies have been enjoying plenty of attention.

In July Yammer, which makes social-networking software for companies, was snapped up by Microsoft for $1.2 billion. The same month Box, an online-content sharing and storage service, raised $125m of venture capital at a Yammer-size valuation. And Palo Alto Networks, which makes network-security software, floated on the stockmarket and has since seen its share price rise from $42 to over $65, giving it a market capitalisation of $4.4 billion.

Workday has set investors’ pulses racing, too, not least because of its co-founders’ pedigree. Dave Duffield is a serial entrepreneur and the creator of PeopleSoft, a successful business-software firm swallowed by Oracle in 2004 after a hostile bid. His fellow founder, Aneel Bhusri, is a former PeopleSoft executive. Workday, which was set up in 2005, now has over 325 customers, including Lenovo, a Chinese computer-maker, and Four Seasons, a hotel group. Its revenues almost doubled to $134m in its latest fiscal year, which ended on January 31st.

Such growth is impressive, though Workday’s IPO filing makes clear it is still losing plenty of money ($47m in the six months to July, on revenues of $120m) and is unlikely to be profitable “for the foreseeable future”. That will not deter investors who believe cloud start-ups have several big advantages over rivals. For one thing, they typically charge a simple subscription fee per user, making the cost of information technology easier to see and manage. For another, cloud offerings are easily upgraded and are tailor-made for a mobile workforce. “The vast majority of legacy services don’t support this new way of working,” explains Aaron Levie, the affable boss of Box.

For a long time, Oracle’s Mr Ellison pooh-poohed the notion that the cloud would transform the industry dominated by his firm and SAP of Germany. But this week coaches plastered with ads promoting “The Oracle Cloud” could be seen weaving through San Francisco’s streets. The company has developed numerous applications that can be delivered over the web and has splashed out on firms such as Taleo, a competitor of Workday’s, which it bought in February for $1.9 billion.

In his speeches this week, Mr Ellison revealed that Oracle was reinforcing its cloud portfolio by, for instance, offering computing capacity that firms can rent for their own needs and by creating “private clouds” that sit behind a company’s firewall but whose hardware and software are managed by Oracle. These could appeal to banks and others that need tight safeguards on data for regulatory reasons.

Some are impressed by Oracle’s moves. “The turnaround the firm has made in terms of the cloud in the past couple of years is remarkable,” says Paul Hamerman of Forrester, a research firm. But Mr Duffield will be keen to show that Oracle is not invincible. He is said still to be miffed that Mr Ellison snatched PeopleSoft away from him and promptly fired thousands of its workers as part of an integration plan. Prepare for a dogfight in the cloud.
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American telecoms

Taking MetroPCS

Deutsche Telekom makes an important call

STAY or go? That question has dogged Deutsche Telekom ever since regulators blocked the German company’s sale of T-Mobile USA, its American wireless business, to AT&T on competition grounds last year. Now the Germans have given an answer: on October 3rd Deutsche Telekom and MetroPCS announced that T-Mobile USA would merge with its smaller American rival.



Regulators are unlikely to stand in the way of the deal, which the two firms hope to complete by mid-2013. Together they have almost 43m subscribers, but their combined share of the wireless market will still be less than that of Sprint Nextel, America’s third-largest player (see chart). “This deal does not appear to trigger any regulatory tripwires,” says Paul Gallant of Guggenheim Partners, an investment firm.

But it should trigger plenty of benefits by creating a stronger competitor for AT&T and Verizon Wireless, which dominate the industry. The new firm, to be called T-Mobile, will have access to more precious wireless spectrum and can streamline investment in a superfast 4G network. It will also have the financial clout to promote the low-cost, no-contract call plans that have boosted MetroPCS. Sanford C. Bernstein, an investment bank, estimates that the firm will have almost 30% of this part of the market.

The proposal also gives Deutsche Telekom a way to reduce its exposure to America, though it claims it is committed to the country. The new firm, of which the Germans will get 74% and MetroPCS’s shareholders will get the rest (plus $1.5 billion in cash), will use MetroPCS’s stockmarket listing. This set-up will eventually allow Deutsche Telekom to sell shares without losing control.

The big loser from all this is likely to be Sprint, sandwiched between AT&T and Verizon, which rule the high end of the market, and the new T-Mobile below. Sprint could still offer to buy T-Mobile USA for a fat premium, but the Germans seem keen on the fit with MetroPCS. It could make a hostile bid for MetroPCS, but such a battle would be hard to win. Or it could try to buy the merged firm later, but regulators might object to this. Sprint may have nowhere to run.
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Small companies in poor countries

Looking for a Google

Can the spirit of enterprise be taught?

 Management material

WORLD-BEATING companies that began in garages—think of Amazon, Apple or Google—are revered in the West. Developing countries can boast one or two examples of their own: India’s Tata and South Korea’s Samsung began life as small trading companies; Thailand’s Charoen Pokphand Group, an agri-business firm, started as a seed shop. But these are exceptions. Of the millions of small enterprises in poor countries, hardly any grow big and strong. The World Bank’s new World Development Report* looks at what can be done to help start-ups in poor countries become the next Google.

Muhammad Yunus, the founder of Bangladesh’s Grameen Bank, a microlender, describes the poor as “natural entrepreneurs”. If so, it is not clear what happens to them. In America, if a company lasts 35 years, it becomes on average ten times as productive and employs ten times as many people. If an Indian one lasts that long, its productivity merely doubles and its headcount actually falls (see chart). The bank’s survey of 54,000 firms in 102 developing countries finds that large firms (those with over 100 workers) have higher productivity and higher wages, are more likely to export and are more innovative than small firms (those with fewer than 20 employees). Big firms are more likely to add a new product, incorporate new technology or upgrade a product line. Small firms tend to stay small.



The result has been growing pessimism about what Abhijit Banerjee and Esther Duflo of the Massachusetts Institute of Technology call “reluctant entrepreneurs”—poor people who run their own businesses only because they cannot find a job. “We are kidding ourselves if we think they can pave the way for a mass exit from poverty,” they wrote last year in a book called “Poor Economics”.

The bank tries to reinstate some of Mr Yunus’s sunnier outlook. It shows that, in seven African countries, the return on capital for tiny enterprises is ten times that for the largest 20% of firms. Some small firms, at least, are doing well, not just surviving. The bank also scored the business expertise of owners and managers of other small African enterprises. The results, plotted as a graph, are a standard bell-shape: a few poor results at one end, a few excellent ones at the other and a bulge of average scores in the middle. This is not a picture of failure across the board.

The question is what can be done to improve matters. Obviously, good infrastructure and a welcoming investment climate matter. Governments have tried providing cheap loans or grants to pay the wages of an extra employee. This had no effect. Nor did giving special grants to female business owners, as happened in Ghana. But free management training did help. The trouble is that most enterprises see no point in it: asked whether lack of management expertise was a problem, only 3% of Brazilian small firms said yes.

Learning from abroad, though, makes a big difference. In 1979 Desh, a Bangladeshi garments firm, sent 130 of its staff for an eight-month course at a South Korean textile plant. At the time, Bangladesh had no textile exports and no modern industry. When the trainees got back, almost all of them set up their own firms. Today Bangladesh has 3.6m textile workers, 80% of them women, generating $13 billion of exports a year. Mr Yunus should be proud.

* World Development Report 2013. Available here
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Schumpeter

Call in the B Team

Richard Branson’s big idea for building a better version of capitalism



SLOWING down seems to be the last thing on Sir Richard Branson’s mind. Since turning 62 in July, the bearded British entrepreneur has as usual been making headlines around the world. On October 3rd he celebrated victory in a campaign to overturn the British government’s decision to strip Virgin Trains, of which his Virgin Group owns 51%, of the West Coast main-line rail franchise. The government now admits it got its sums wrong, as Sir Richard had claimed, and the bidding process will be rerun (see article). Recently Sir Richard has also been in the news for (among other things) urging Barack Obama and Mitt Romney to end America’s war on drugs; declaring his intention to visit Mars; and parking a mock-up of the new Upper Class bar from his transatlantic aircraft outside the New York Stock Exchange. From there he promoted his latest book (“Like A Virgin: Secrets They Won’t Teach You at Business School”) and led a discussion with his Twitter followers. The subject under discussion was: “How can business change the world for the better?”

This last topic has become increasingly central to Brand Branson in the past few years—although social activism has been part of Sir Richard’s repertoire since he opened advice centres for students in the 1960s. Under Virgin Unite, its charitable arm, his corporate empire has become a leader in the booming business of “cause marketing” (aligning brands with charities). Sir Richard has even updated his old creed of “have fun and the money will come” to “do good, have fun and the money will come.” He has also launched a couple of much bigger ideas. One, the result of conversations he had with Nelson Mandela and Peter Gabriel, is the Elders, a group of veteran statesmen (including Jimmy Carter, Desmond Tutu and Mary Robinson) who work together to provide advice to today’s politicians. The second is the Carbon War Room, an attempt to bring business leaders together to find profitable ways to reduce fossil-fuel use in the most carbon-intensive industries, including Sir Richard’s beloved airline business. On October 3rd, a few hours after his win against the British government, Sir Richard began to roll out a third initiative, which he has christened the B Team.

Experienced watchers of Sir Richard may suspect that the B is for Branson, but Schumpeter is informed that it refers both to business and to the need for a “Plan B” for capitalism. The idea is to form a small group of business leaders who will campaign for reforms to make capitalism more oriented to the long term and socially more responsible. Needless to say, they will bear no resemblance to the A-Team, whom fans of 1980s television will recall as a bunch of mercenaries who everyone assumed were in it for themselves but in fact wanted to save the world.

If you have a problem, if no one else can help…

The B Team will have two co-chairmen: Sir Richard and Jochen Zeitz, who as boss of Puma, a German sporting-goods firm, introduced a celebrated ethical programme based on being “fair, honest, positive and creative”. Other members are being recruited, from both rich and developing countries, before a formal launch early next year. The idea is that each member will champion a particular reform and work with the others to get all the reforms adopted. A consultation exercise is already under way to find which reforms are ripe to be pushed through. Proper accounting for environmental impact, an end to quarterly reporting of results and the phasing-out of fossil-fuel subsidies are likely to be near the top of the list.

Though popular for a businessman, Sir Richard also has plenty of critics, especially at home in Britain, where relentless self-promotion is still frowned on. They will no doubt regard this new campaign as the latest example of his hubris. Despite the beard and his fondness for woolly jumpers, he is no cuddly capitalist. Nor is he yet a great philanthropist: his pledge to leave 10% of his estate to charity pales beside the promise to give away most of their wealth made by signatories of the Giving Pledge for American billionaires launched by Bill Gates and Warren Buffett. Yet you do not have to be a saint to be an effective reformer, and a striking thing about Sir Richard’s recent do-gooding initiatives is that they have been grounded in an acute understanding of the practicalities of how to make change happen.

After a slow start, the Elders have started to show that with the right back-office support, a group of political big beasts can work effectively together, whether behind the scenes (peacemaking in Cyprus, Kenya and Sudan, for instance) or publicly, with their campaign against child marriage. The B Team will likewise have independent financing and a strong support staff, although it will not be quite the direct replica, the Business Elders, that Sir Richard envisaged at first. There were too few candidates from the business world of sufficiently unimpeachable character, it seems, and, more positively, some members of the B Team are likely to be relatively young. Instead, the plan is for the B Team to consist of people who have done business in a way that fits the guiding principles, such as Mr Zeitz, perhaps Ben Cohen (of Ben & Jerry’s ice cream) or Paul Polman, who is trying to double Unilever’s revenues while halving its environmental footprint.

The B Team will also share the Carbon War Room’s focus on promoting only those changes that have both a big potential impact and a good chance of being achieved. The War Room, for instance, quickly identified $50 billion in potential savings in the shipping industry from better energy use: those savings are now being sought by leading firms. One reason to be optimistic is that many of these reforms have strong support from the generation of leaders now rising to the top of the corporate world, who are often deeply unhappy with the practices and norms bequeathed by their elders—other than Sir Richard, of course.

Economist.com/blogs/schumpeter
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Overview

The choice

All elections get called the most important for decades. This one really is: two very different paths for the future are on offer



“HOW’S that hopey-changey stuff working out for you?” Sarah Palin, the Republican vice-presidential candidate at the last election, memorably asked in 2010, mocking Barack Obama’s airy campaign slogans of two years before. On November 6th many voters will be asking themselves more or less the same question, when they decide whether or not to award Mr Obama a second term. The slogans have become no weightier over the past four years—Mr Obama now wants to go “Forward”; his rival, Mitt Romney, prefers to “Believe in America”—but the stakes are, if anything, higher. The gulf that separates the policies of the two candidates and their parties seems wider than in any election in living memory.

Mr Romney wants a much smaller government (except when it comes to throwing America’s weight around overseas, where he wants to boost defence spending from 3.4% of GDP to a target of 4%). To that end, he proposes to lower taxes, dramatically cut spending on everything other than the armed forces, adopt a balanced-budget amendment, repeal Mr Obama’s health-care reforms and overhaul big “entitlement” programmes such as Medicare, Medicaid and Social Security—the government schemes for, respectively, health-care for the elderly and the poor, and pensions. Even food stamps, the last refuge of America’s poorest, would be on the chopping block. Mr Obama, who recently said that “the country doesn’t need radical changes,” opposes all those things. He, too, promises to reduce the deficit—but without reaching for a cleaver. By keeping tax rates stable for most and raising them for the rich, he says he can reduce the public debt while spending more on infrastructure and education, among other things.

In addition to this basic dispute about the size of the state, the pair disagree on just about everything else. There are the typical fissures on “values”: Mr Romney wants to ban gay marriage and, in almost all cases, abortion, although neither step is in the president’s power. Mr Obama is resolutely pro-choice and, after much dithering, now says he supports gay marriage. Immigration is another fault-line. Mr Obama has issued a reprieve for certain illegal immigrants living in fear of deportation, and says he would like to do more, if only Congress would go along. Mr Romney wants to make life so miserable for all those in the country without permission that they will “self-deport”, although he also pledges to expand legal immigration.

Mr Romney is also a foreign-policy hawk. He complains that Mr Obama spends too much time apologising for his country. He promises to cow countries that have crossed America, including China, Iran, Russia and Venezuela, and to bolster its allies, chief among them Israel. Mr Obama dismisses his rival as inexperienced in such matters, and his talk as “blustering and blundering”. Recent gaffes by the Republican candidate have tended to reinforce the president’s argument.

Yet another stark difference concerns global warming. Mr Obama tried to get Congress to curb greenhouse-gas emissions through a cap-and-trade scheme. When that failed, his administration continued to pursue regulation to the same end under the Clean Air Act. Mr Romney wants to amend the act to make that impossible, and says the causes and effects of global warming are too uncertain to justify expensive remedies.

It’s still the economy

There is plenty for voters to mull on, in other words. They seem to have been finding the decision wrenching. Most polls have shown the two candidates within a whisker of one another for months, although Mr Obama has recently showed signs of pulling away. Americans do not often turf out sitting presidents: over the past 70 years, only three—Gerald Ford, Jimmy Carter and George Bush senior—have been shown the door after one term.

Conversely, a weak economy is normally thought to be the biggest threat to an incumbent, and it has been over 70 years since unemployment was so high at the time of an election. Mr Obama himself said in 2009 that if he failed to sort out the economic mess he had inherited, his presidency would be a one-term proposition.

That has given Mr Romney hope, and a strategy. He has relentlessly criticised Mr Obama for his poor stewardship of the economy. The president’s stimulus, he says, has yielded lots of debt but no growth; median incomes are down (by 4.6% since mid-2009); his health-care reforms are burdening small businesses; environmental regulations are strangling America’s energy output. Mr Romney has seized on a remark the president made, “You didn’t build that!”—making the point that even the most successful of entrepreneurs relied in some measure on government services to build their businesses—to suggest that Mr Obama is hostile to entrepreneurship itself. The president may have inherited a grim outlook in 2008, the argument runs, but his policies have made it worse.

This attack resonates. Big majorities of Americans tell pollsters that the country is heading in the wrong direction. One of the few realms of policy on which voters have tended to rate Mr Romney more highly than Mr Obama is the economy, though recently that has shifted slightly. Crucially for Mr Romney, that economic discontent is shared by Americans of all stripes: young and old, rich and poor, male and female, white and minority.

Mr Obama has tried to counter this by highlighting policies he has championed to help each of those slices of the population. Women, he says, are better off thanks to an act he signed making it easier for them to sue for equal pay, and thanks to clauses in his health-care reforms obliging insurers to offer at no extra cost preventive measures such as breast-cancer screenings and, controversially, birth control. Hispanics are reminded of the president’s reprieve for “dreamers”—illegal immigrants brought to America as children. To young people Mr Obama emphasises his expansion of grants and low-interest loans for students. To the old he harps on about his commitment to preserving Medicare in its present form, rather than adopting the sort of voucher scheme Mr Romney proposes. To blue-collar workers, he is the saviour of the car industry. To one and all he bangs on about ordering the raid in which Osama bin Laden was killed.

But the president’s main strategy has been to demonise his opponent. Mr Obama and his backers have painted Mr Romney, a former boss of Bain Capital, as a corporate parasite who sucked big profits out of businesses even as workers were sacked and balance-sheets buckled. They have questioned his failure to release more than two years of tax returns. They suggest that Mr Romney as president would do much more for the rich and undeserving than for the middle-class and struggling.

 The president’s main strategy has been to demonise his opponent

This, too, is an attack which resonates with voters. Mr Romney, with a personal fortune of some $250m (and at least one confidant says much more), is the wealthiest presidential candidate in generations. He is prone to glib remarks that accentuate the gulf between him and most Americans: how he knows several owners of car-racing teams, or how his wife drives “a couple of Cadillacs”. He is often wooden and unconvincing on the campaign trail, with an unfortunate habit of reciting the lyrics of patriotic songs in a sombre monotone. In polls most respondents assume that Mr Obama has a better grasp of the sort of problems they face. A majority usually express an unfavourable opinion of Mr Romney—an unprecedented deficit of goodwill for a challenger this close to election day.

The election, in other words, is a race between limping candidates. Both men have many admirable qualities, to be sure. Mr Obama still gives a mean speech, and his story remains inspirational. But his knack for conjuring a vision of a better America rings a little hollow after four years of lacklustre growth and ever shriller partisan rhetoric. His goals this time round, such as halving the rate of inflation of university tuition fees and paving the way for the creation of 600,000 new jobs in the natural-gas industry, seem relatively inconsequential. Perhaps that is because so many of his original promises (to halve the deficit, to close the prison camp at Guantánamo Bay, to start to halt the rise of the oceans) have fallen by the wayside.

Mr Romney, meanwhile, is an extremely capable businessman. As well as creating a fabulously successful private-equity company, he turned around the failing Salt Lake City winter Olympics of 2002. During his time as governor of Massachusetts he ran the state in a pragmatic manner, co-operating with the Democratic legislature to close a big budget shortfall, in part by raising revenue, and to pass the health-care reforms on which Mr Obama’s were based.

But to win the Republican primaries Mr Romney tacked far to the right, forswearing absolutely all revenue-raising measures, even in pursuit of much bigger spending cuts, embracing socially conservative views on abortion, gay marriage and the like, promising to crack down on illegal immigration and disavowing his own health reforms. He boasted of being a “severely conservative” governor, abruptly conceived a plan to slash income taxes by 20% across the board and derided “the 47%” of Americans who were bound to support Mr Obama because they pay no income tax.

Not only has this put off many swing voters, it has also cemented the impression that Mr Romney is a slippery flipflopper. He compounded matters by choosing as his running-mate Paul Ryan, a congressman known for his determination to curb the unsustainable expansion in the cost of Medicare, before promptly declaring that he would rescind the cuts to Medicare that Mr Ryan had envisaged. Where Mr Romney’s positions are not confusing or inconsistent, they are often woolly.

The usual torrent of abusive ads helps stoke public misgivings about the candidates. More money will be spent on this election than on any previous one—and that is not counting the flood of “independent expenditures” not formally linked to either party or candidate, but nonetheless intended to influence the race. Almost all this advertising, needless to say, is negative.

Where previously there was hope and change, in short, there is now fear and loathing. The distortion and name-calling will intensify over the next month. Meanwhile, only the three debates hold out any prospect of changing the course of the race. The victor will have much to overcome—including the depressing process of his selection.



This article was downloaded by calibre from http://www.economist.com/node/21563950/print

 
 

 | Section Menu | Main Menu | 







| Next | Section Menu | Main Menu | Previous | 



Congress

Gridlock central

To put almost any policy into practice, a president must win over Congress. In the unstintingly partisan atmosphere of Washington, that will be a tall order for either candidate



ONE of the most appealing things about Barack Obama’s previous campaign was its promise of bipartisanship. On the night he was elected, he insisted: “We have never been a collection of red states and blue states.” In his inaugural address, he declared “an end to the petty grievances and false promises, the recriminations and worn-out dogmas that for far too long have strangled our politics”.

Alas, this heartening proclamation turned out to be a false promise itself—and there is no shortage of recrimination in Washington about who is responsible. Mr Obama failed to win any Republican votes at all for the legislative centrepiece of his first term, health-care reform, and only a handful for his stimulus bill and the Dodd-Frank overhaul of the financial sector. Since the Republicans gained control of the House of Representatives at the mid-term elections in 2010, near-total gridlock has ensued. Repeated attempts to reach a “grand bargain” to reduce the deficit have come to naught.

Naturally, the two sides blame one another for the impasse. Republicans note the confrontational way in which Democrats secured passage of the health-care bill, via a devious parliamentary manoeuvre. Democrats point out that Mitch McConnell, the leader of the Republican minority in the Senate, declared in 2010 that denying Mr Obama a second term was “the single most important thing we want to achieve”.

This feud will continue to fester under the next president, whoever that may be. Although the Democrats are likely to pick up a few seats in the House, they are unlikely to regain a majority. If Mr Obama wins, in other words, he is almost certain to face the same foes as before. He may also lose control of the Senate, which now has a narrow Democratic majority. If Mitt Romney prevails, Republicans will probably win both chambers. But both seem certain to be narrowly divided. Command of the Senate may even hinge on the tiebreaking vote of the vice-president. At any rate, neither party will get anywhere near the 60 seats needed to put most legislation to a vote.

That is particularly worrying, since the next Congress is likely to be even more ideologically riven than the present one. As it is, the most conservative Democrat votes to the left of the most liberal Republican, according to CQ Roll Call, part of The Economist Group. Many of the few remaining moderates, such as Ben Nelson, a Democratic senator from Nebraska, are retiring this year. Others, such as Dick Lugar, a Republican senator from Indiana, have been forcibly retired by doctrinaire primary challengers. Still more will find themselves out of work on election night, as the recent round of redistricting threatens several middle-of-the-road representatives in Illinois, North Carolina and elsewhere.

Neither candidate has provided much help to congressional aspirants from his party, so neither will have many personal favours to call in. In an era of austerity, the normal procedure for winning over sceptical congressmen—showering money on their pet projects—can be used only sparingly. Both candidates are running on fairly woolly platforms, so neither will plausibly be able to claim an electoral mandate for nitty-gritty policies. That will not stop them: with the Democrats likely to make gains in the House and Republicans in the Senate, both sides may well feel justified in claiming the voters’ blessing for conflicting policies.

The Republicans in the Senate have already proved themselves willing to stymie most legislation. It is hard to imagine that the Democrats, if they find themselves in the minority, will behave very differently. Yet Republican strategists say they can overcome determined Democratic obstruction in the Senate to their most treasured goal—an overhaul of taxes, spending and entitlements—by resorting to the same sneaky procedure the Democrats used to enact health-care reform, “reconciliation”. Although that is possible, it cannot be used to advance bills that do not reduce the deficit, and would further inflame partisan tensions.

Mr Obama, meanwhile, has expressed hope that Republican resistance to his proposals will be slightly less reflexive if he is reelected, on the ground that he cannot run for president again, and so presents a less tempting target. He will have an eye on his legacy, and so may be more willing to compromise. There is also lofty talk about the good of the country—as if there is any consensus about what that involves.

In the end, there is only one good reason to imagine that the next Congress will get much done: because it has to. On January 1st 2013 taxes are due to rise dramatically, and spending is due to be slashed in ways neither party likes. The lame-duck session of the outgoing Congress, which will take place after the election, may find a way to delay this reckoning briefly. But the incoming Congress and the new president must strike a budget deal of some kind, or they will have an economically and politically damaging one thrust upon them.
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Taxes, spending and the deficit

Trillion-dollar questions

With the deficit at over $1 trillion for a fourth year running, taxes and government spending are critical to the campaign



BARACK OBAMA won in 2008 largely because of the economy. He may lose this year for the same reason. The economy now surpasses all other issues in voters’ minds. Close behind are health care, taxes and the deficit. These issues are all intertwined. The candidates’ competing proposals on taxes and spending are central to how they plan to revive economic growth.

Both have laid out ambitious markers for the next four years. Mr Obama promises to create 1m more manufacturing jobs. Mr Romney counters with predictions of 12m new jobs in total. Neither figure is out of line when the economy has as much ground to make up as it has now. Over the coming decade, Mr Obama has projected average annual growth of 3.2%; private economists think growth of just under 3% is more likely. A team of Mr Romney’s advisers think his plan will spur the economy to grow by 3.5-4% a year.

Such forecasts are best ignored. The influence of presidents over economic growth is slight compared with the natural recuperative powers of the economy, the international climate and the unpredictable pace of innovation. That said, there are times when the top man can have noticeable short-term influence, and this is one of them. At the end of this year George W. Bush’s tax cuts expire, and an automatic “sequester” that slashes spending takes effect. Together with several other measures, these events could drain spending power equivalent to as much as 5% of GDP out of the economy, tipping it back into recession. Both candidates have tax and spending plans that would avoid this “fiscal cliff”. But even if all Mr Bush’s tax cuts are extended and the sequester is delayed, there is still fiscal tightening equivalent to 1.5% of GDP in the pipeline.

Last year Mr Obama proposed $447 billion in short-term stimulus: he wanted to extend the payroll-tax cut for employees (due to expire at the end of the year), chop the payroll tax for businesses, and allocate more money for hiring teachers, refurbishing schools and doing up roads, airports and railways. Republicans, who are likely to retain control of at least one chamber of Congress, might pass parts of the package if Mr Obama is reelected, but only as part of a larger deal on taxes and entitlements.

Mr Romney has disparaged such a stimulus, arguing that the confidence-boosting impact of his plans will be quite stimulative enough. That said, once in office he is likely to rediscover his inner Keynesian and seek some sort of boost, perhaps by front-loading tax cuts.

Wrestling with the red ink

Franklin Roosevelt, John Kennedy, Jimmy Carter, Ronald Reagan and George Bush senior all promised to balance the budget. None did. Perhaps mindful of this record, Mr Obama promised only to cut the deficit in half in his first term. Even that proved elusive, as a weak economy and further stimulus pushed deficit reduction down his list; he inherited a deficit of over 10% of GDP, and it still stands at 7.8%.



Mr Obama did appoint a debt commission, which proposed a package of spending cuts and tax increases that would have wrestled the deficit below 2% of GDP by 2020 and put the debt on a solid downward path relative to GDP. He declined to endorse it. But in his acceptance speech at the Democratic National Convention he said he wanted a deal “based on the principles” of the commission. He has also proposed a trigger to keep deficits averaging under 2.8% of GDP by the second half of the decade; but it would exclude the biggest entitlements and such triggers, in any case, have a poor record.

Mr Romney has said he would work to pass a balanced-budget amendment to the constitution and balance the budget in eight to ten years, but has not provided any details. He has promised not to raise taxes; during the primaries he raised his hand along with his rivals when asked if he would reject a deal that cut $10 in spending for each dollar in tax increases.



The CBO reckons that if Mr Bush’s tax cuts are extended and the sequester rescinded, and if various other policies continue as widely expected, federal spending will reach 24% of GDP by 2022. Mr Obama’s budget suggests a figure of 22-23%. Mr Romney says he would shrink it to 20% by 2017, but has not said how. The arithmetic suggests it may be impossible. Mr Romney and his running-mate, Paul Ryan, have indicated that they would not change Social Security or Medicare (pensions and health care for the elderly) for the currently, or soon to be, retired.

Mr Romney would also raise defence spending to 4% of GDP from 3%, where it is now heading. After deducting interest on the national debt and saving money by repealing Obamacare, Mr Romney would have to cut all other spending, a category that includes Medicaid, food stamps, welfare, ex-servicemen’s benefits, civilian and military retirement benefits, farm subsidies, research, policing and parks, to 3% of GDP by 2022, half the figure it is now heading for. Even if Mr Romney wanted to, Congress is unlikely to impose such draconian cuts on states and lower-income families.

Controlling federal spending depends primarily, in the long run, on taming entitlements—Medicaid, Medicare and Social Security—which are being driven by an ageing population and inflation in the cost of health care. Mr Obama has not proposed any big changes to Social Security. Mr Romney, by contrast, has advocated raising the retirement age and indexing benefits for richer recipients, using a less generous formula than at present.

It is on health that the two candidates offer the sharpest contrasts. Mr Obama’s reforms aim to greatly expand Medicaid (federal and state-funded health insurance for the poorest), and to provide subsidies for those who cannot afford private insurance. He has also enacted a limited mechanism that could bring down the cost of Medicare (see health article). Mr Romney would sweep all that away, cut Medicaid sharply and turn Medicare into a voucher-based scheme.

On one issue Mr Obama and Mr Romney agree: America’s corporate 
tax rate needs to come down. At present, when state taxes are included, it is the OECD’s highest. Mr Obama would cut the federal rate from 35% to 28% and pay for it by limiting various deductions, such as those for depreciation and interest. Mr Romney would lower it to 25%, but has not specified which deductions and loopholes he would eliminate. Mr Obama would continue to tax corporations’ overseas profits; Mr Romney would end the practice, moving America to a territorial system, the international norm. The practical difference is small, since companies already shield most of their foreign profits from American taxes.

The differences are much starker on individual taxes, which make up the bulk of federal revenue. Mr Obama has proposed permanently extending all Mr Bush’s tax cuts, except for the wealthy. He would let the two top brackets, now 33% and 35%, revert to 36% and 39.6%, which is where they were until 2001, limiting the value of deductions available to top earners. His “Buffett Rule” would apply a minimum effective tax rate of 30% to millionaires.

Mr Romney, by contrast, would cut all income-tax rates by a fifth, so that the top rate would drop to 28% from 35%; repeal the alternative minimum tax; maintain the 15% rate on capital gains and dividends; and eliminate such taxes altogether for the middle class. He has promised that his plan would be revenue-neutral, by reducing tax breaks and boosting economic growth. He also promised that it would be neutral in terms of distribution: the relative positions of the rich, poor and middle class would not change.

 Evaluating the feasibility of Mr Romney’s plan is difficult

Since Mr Romney has not specified which loopholes he would close or how he defines “middle class”, evaluating the feasibility of his plan is difficult. The Tax Policy Centre, a research group, reckons that his tax-rate cuts would cost $320 billion in 2015. There are roughly $1 trillion worth of credits, deductions and exemptions that could be eliminated to pay for those cuts. But roughly a third are for investment and retirement income, which Mr Romney proposes to spare, and another 17% are hard-to-eliminate preferences, such as the tax-free benefit of renting your own home to yourself. Those are also the most valuable tax breaks for the wealthiest 1% of households, which are also getting the largest income-tax rate cut. That wealthy slice is virtually guaranteed a windfall from Mr Romney’s plan. Who would pay for it? Mr Romney could protect the tax breaks of the lower 60% of households, but may not be able to do so for the upper-middle class, meaning his plan would distribute income to the very rich from those just below.

Mr Romney’s plan would almost certainly be better for growth than Mr Obama’s, because lower marginal rates encourage work, lower capital rates boost investment, and closing loopholes reduces wasteful distortions. Mr Obama has said he, too, would like to lower rates and simplify the tax code, though he has not presented a plan. That said, the benefits of tax reform are often exaggerated. The CBO’s estimates of the economy’s potential growth in the years after Ronald Reagan cut taxes in 1981 and after the Tax Reform Act of 1986 are not much different from its growth estimates after Bill Clinton raised taxes in 1993. Potential growth was much lower after George W. Bush’s 2001 tax cuts. This does not mean that tax reform is useless; only that the magical properties Mr Romney ascribes to it should be treated with a dose of scepticism.
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Regulation, trade and job creation

Defining the state

The role of government intervention in the economy is perhaps the starkest difference between the candidates



THIS year’s election carries big implications for economic policy well beyond the budget and taxes. Barack Obama and Mitt Romney have very different ideas about regulation, monetary policy, international trade and labour markets, although their rhetoric sometimes exaggerates the distance between their positions.

In his first term Mr Obama presided over a big increase in the number of major new regulations (as measured by their economic impact), from air-cargo screening to fuel efficiency in trucks. On top of those come thousands of pages of new rules implementing his financial-regulation and health-care reforms (see article). The White House claims that the benefits of the new regulations easily exceed the costs, although some economists contest the way the benefits are measured.

Mr Obama has become a little more sensitive to business since then. He has delayed a number of the most contentious rules, such as one on a new ozone standard, and is approving new rules more slowly. In 2011 he enacted a “lookback” policy that requires agencies to re-examine existing rules and recommend repeal of those whose benefits no longer justify their costs. Few have been repealed yet, but the initiative could be significant if pursued more vigorously. Business leaders worry, though, that regulatory activity may surge anew if Mr Obama is reelected.



Mr Romney has promised a much less interventionist hand. On his first day in office he would direct all agencies to eliminate burdensome Obama-era regulations and cap the increase in regulatory costs each year at zero: meaning that if a new rule created $1m in new costs, existing rules imposing $1m in costs would be repealed. That sounds appealing, but would be a strange way to conduct regulatory policy: repealing a rule’s $1m in costs might lose the $100m it brings in benefits. Mr Romney would presumably also appoint business-friendly individuals to run the Environmental Protection Agency and other key regulatory agencies.

One of Mr Obama’s achievements is the 2,300 page Dodd-Frank act. It created a new regime whereby financial companies other than banks could be taken over and wound down by the government without resort to bail-outs or bankruptcy; it set up a new consumer-protection bureau to write and enforce rules on financial products from credit cards to mortgages; it required many derivatives to move from dealing rooms to exchanges; and it altered the way banks and other financial companies run their business to reduce risky activity.

The financial industry has railed both against the law’s hideous complexity and its individual bits, in particular its “Volcker Rule” prohibiting proprietary trading by banks, which has made banking more complicated but arguably no safer. As with health care, Mr Romney has promised to repeal and replace Dodd-Frank, but has not said with what. He and his running-mate, Paul Ryan, object most strenuously to the powers given to the Federal Reserve to designate some firms as “systemically important”, which they consider tantamount to “too big to fail”. They also object to the resolution regime replacing bankruptcy. But if those provisions were repealed, systemically important firms would no longer be subject to the law’s enhanced scrutiny and capital requirements. Without the resolution regime, regulators might face the same unappetising choices they had in 2008: allow the firm to go bankrupt (like Lehman Brothers) or bail it out (like AIG). Mr Romney has backed higher capital requirements, so banks would get little relief from one of their main complaints.

In previous decades, presidents largely left monetary policy to the Federal 
Reserve. No longer. The Fed’s efforts to save the financial system by injecting loans into it, and to boost the economy through quantitative easing (QE: buying bonds with newly created money) have drawn it into political territory, triggering a Republican backlash. Ben Bernanke’s term as chairman ends in January 2014. Whoever is president will have to decide whether he stays or who succeeds him—thus shaping not just fiscal, but monetary, policy.

Mr Obama reappointed Mr Bernanke, a Republican, in 2010, and his other Fed appointees have backed Mr Bernanke’s policies. If he chooses to replace him, the likely candidates—Janet Yellen, the current vice-chairman, Christina Romer, former chairman of the Council of Economic Advisers, and Larry Summers, who headed Mr Obama’s National Economic Council—would probably pursue a similar policy to his. Mr Romney, by contrast, has vigorously attacked QE and pledged to replace Mr Bernanke. Possible candidates include his close advisers Glenn Hubbard and Greg Mankiw, and John Taylor, a Stanford University economist who has fiercely criticised both monetary and fiscal stimulus.

The housing market has begun a long, slow process of recovery, but it remains hobbled by the many people who owe more than their homes are worth, by toughened underwriting standards, and by a reluctance among private lenders to extend credit without a federal guarantee. Fannie Mae and Freddie Mac (formerly privately owned, but now controlled by their regulator) and the Federal Housing Administration now back some 90% of new mortgages. To reduce foreclosures, Mr Obama’s administration has subsidised modifications of troubled mortgages by private lenders. In the long run Mr Obama would wind Fannie and Freddie down, and has suggested replacements including a federal guarantee to be activated during crises or federal reinsurance sold as a backstop to private insurers. He has not endorsed any of them yet. Mr Romney has criticised Mr Obama’s efforts to “hold off the foreclosure process”, but has offered nothing specific in its place.

Trading places

The traditional division of labour under which Republicans espouse free trade and Democrats seek protection from it has been scrambled a bit this year. Mr Obama has not exactly embraced free trade, but he has shed much of his scepticism, signing bilateral trade agreements with Korea, Colombia and Panama that George Bush negotiated (after some revision) and agreeing to Russia’s accession to the World Trade Organisation. While the Doha round of international trade talks has languished, Mr Obama’s administration has shifted its focus to the Trans-Pacific Partnership, which would bring down trade and investment barriers between nine Pacific Rim economies (11 once Mexico and Canada join).

Presidents often talk tough on China as candidates but relent once in office. Mr Obama has brought various trade complaints against China, including charges of subsidising tyres, solar panels and, in September, car parts, but has declined to take the provocative step of designating China a currency manipulator for holding down the value of the yuan.

Mr Romney has promised to pursue new trade agreements and talks of “Reagan Economic Zones”, in effect free-trade areas run according to American rules. But he has been unusually truculent towards China, even for a presidential candidate. He vows to label it a currency manipulator on his first day in office and to impose compensating tariffs. Although Mr Romney sees this as a negotiating tactic to wring concessions from China, it could easily backfire. Stephen Roach, a former chairman of Morgan Stanley Asia, imagines Mr Romney’s action triggering tit-for-tat tariffs and eventually all-out economic war.

Cynical observers (including the Chinese) expect Mr Romney will wriggle out of his commitment, perhaps by seeking some sort of concession, however vague, from China between the election and his inauguration. But that would be a breathtaking about-face, and the world would be wise not to bet on it.



Meanwhile, unemployment is above 8%, and 40% of the jobless have been unemployed for at least six months. Worse, a growing number of workers, in particular working-age men, have left the workforce. The main problem is a lack of demand for workers. But as the skills and habits of the unemployed atrophy, they may become unemployable, and America could end up with structural unemployment similar to Europe’s in the 1980s and 1990s. America is poorly equipped to respond; it spends far less than other countries on active measures to help the unemployed retrain and find new work.

Mr Obama has allowed states to use unemployment-insurance money to subsidise employment and training, and has offered them waivers on welfare rules if they can improve the odds of beneficiaries finding work. He has also proposed a “Universal Displaced Worker Programme” to streamline training and employment services and offer stipends to workers changing careers, looking for jobs, or taking pay cuts, though he seldom mentions it.

Mr Romney would consolidate the many federal training and employment-assistance programmes and hand responsibility for most to the states. He would also encourage states to create personal re-employment accounts for the unemployed, analogous to his proposed private Social Security accounts or Medicare vouchers, which would allow them to spend money on retraining or education as they see fit. He has criticised Mr Obama for creating an “entitlement society” that punishes work and initiative, and mischaracterised his welfare waivers as loosening the requirement that recipients must find work. All in all, Mr Romney’s plans in these policy areas imply a very different, if not yet fully defined, prescription.

Democracy in America - Thoughts and opinions on America’s politics and policy
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Health care

Election fever

Health care defined Barack Obama’s first term. It may determine whether he wins a second



THE economy is the election’s main issue, but health care is its most incendiary. According to Democrats, Mitt Romney and Paul Ryan, his running-mate, want to disembowel Medicare, the elderly’s sacred public health programme, and slash Medicaid, its programme for the poor. According to Republicans, Mr Obama’s reforms of 2010 trample on states’ rights, steals billions from Medicare and will shove America off a fiscal cliff.

Despite the hyperbole, the fight over health care is vital. Nearly 18% of America’s GDP is spent on health. Millions of baby-boomers are retiring; the young are developing chronic disease as never before. It is unclear that America can care for them without going bankrupt. The future health of America’s economy and citizens depends on reforms made now.

The two candidates offer two very different choices. If Mr Obama is reelected, he will implement his vast law in full, moving America significantly further towards universal health coverage. Mr Romney would transform Medicare and throw “Obamacare” in the bin. The fight over health helped oust Democrats from the House of Representatives in 2010. It may determine the presidential election, too.

Mr Obama’s law covers everything from menus to electronic health records, though its most prominent reforms will not come into effect until 2014. Controversy has centred on the law’s “individual mandate”, the requirement to buy health insurance or pay a fine. The mandate tries to end the free-riding that occurs when the uninsured receive free care at hospitals, which pass the costs to everyone else in the form of higher fees. It is also a tool to offset the cost of insuring the very ill. Mr Obama’s law requires insurers to cover those with pre-existing conditions from 2014, without unduly raising their rates. If cheap, healthy young people must have insurance, their premiums will help pay for the cost of insuring the ill.

Mr Obama also sought a big extension of Medicaid. Previously, states were required to cover only specific groups of the poor, such as pregnant women. Mr Obama’s law extended Medicaid to all those with incomes of up to 138% of the federal poverty level—$23,050 for a family of four. Washington would pay for all of the expansion in 2014, falling to 90% by 2020. Those who do not qualify for Medicaid but who cannot afford insurance—those with incomes between 100% and 400% of the federal poverty level—will get tapering subsidies to buy insurance on new health exchanges. Run by states, these markets will let individuals compare and buy insurance products. In all, the law was meant to expand coverage to 32m Americans who lacked it.

States challenged the reform within minutes of it being signed into law. They argued that Congress could not force Americans to buy insurance. But in June the Supreme Court upheld the law. The decision was not a complete victory for the Democrats. The court held that Congress must make the Medicaid expansion optional. Telling states to expand the programme or forgo all aid amounted to unconstitutional coercion.

The ruling was a huge relief for the White House, but it did not solve Mr Obama’s problems. Most important for his political survival, the law is still divisive. According to a Kaiser Family Foundation poll in late September, 45% of voters approved of the reform and 40% opposed it.

Then there is the thorny task of implementation. The Supreme Court’s decision on Medicaid is a headache. The very poor are particularly vulnerable—if states choose not to expand Medicaid, more than 11m uninsured would qualify for neither Medicaid nor the subsidies on the new health exchanges. The exchanges themselves are uncertain. Only 19 states and Washington, DC, have taken steps toward creating them. By far the biggest threat to the reforms, however, comes from the fact that Americans may choose to elect a president who wants to throw them out.

Mr Romney makes a very odd crusader against Obamacare. The reform is modelled after the one that he passed in Massachusetts. Nevertheless, he has vowed to “repeal and replace” the law. Whether he could actually do so is debatable. He would probably offer states waivers from the law (some would not accept), then try to repeal the law in its entirety. If he wins the presidency, there is a good chance that the Republicans will also take the Senate. It is highly unlikely, however, that they will win 60 seats or more, so Democrats would surely filibuster attempts at repeal. Mr Romney may try to scuttle parts of the law through “reconciliation”, a process usually reserved for budget measures, which requires a simple majority vote.



Even if Mr Romney were to repeal the law, it is unclear what he would replace it with—or if Congress would have the appetite to replace it at all. Mr Romney’s governing philosophy is that Washington’s role should shrink, with states and the private sector leading reform instead. He offers a few further sketches. Like congressional Republicans, he favours letting insurers sell products across state lines. He wants tax breaks for individuals who buy insurance on their own.

Turning his back on everything he did in Massachusetts, Mr Romney has few plans to expand coverage. He would gut Mr Obama’s Medicaid provisions, the state exchanges and their accompanying subsidies. Mr Romney would instead give states a set amount of money for their Medicaid patients, to contain spending. Confusingly, in September he said he would keep parts of Mr Obama’s law, such as guaranteed coverage for the sick. He did not explain that the guarantee would be only for those previously insured. Mr Romney’s plans are thus pretty muddy. More clear is his vision for one of America’s most popular programmes: Medicare.

Silver power

Medicare is beloved by America’s most powerful voting bloc. The elderly turn out in higher numbers than any other group. In Florida, the most important swing state, those 65 and older comprised 22% of voters in 2008. There is the pesky fact, however, that Medicare is blatantly unaffordable. America spent $549 billion on it in 2011. The cost of services continues to rise, and baby-boomers are now entering the programme en masse. The question is how to lower spending without committing political suicide. Messrs Obama and Romney offer two very different answers.

Mr Obama’s health law cuts Medicare costs in two main ways. First, it reduces federal payments to hospitals, doctors and insurers. Second, it creates an Independent Payment Advisory Board. The controversial, appointed board must suggest cuts to keep Medicare growth below that of nominal GDP plus one percent. These cuts would automatically become law unless Congress makes equal ones through another mechanism.

In addition to these two rather blunt tools, Mr Obama is using Medicare to test better ways to deliver and pay for care. To date, America has rewarded doctors for the quantity, rather than quality of their services. Companies are slowly trying new schemes; Mr Obama’s law accelerates this. New “accountable care organisations”, for example, reward those that provide good care to Medicare patients while keeping costs down.

 Democrats declare that Republicans would “end Medicare as we know it”

Mr Romney presents a radically different vision. Mr Obama makes top-down cuts, while encouraging experimentation. Mr Romney says he trusts market competition to transform Medicare, praising the plan of his running-mate. Mr Ryan wants to give the elderly vouchers to spend on insurance. He initially suggested scrapping Medicare entirely. In a plan presented in December with Ron Wyden, a Democratic senator, he proposed letting the elderly put their subsidy toward either a private plan or traditional Medicare.

Beginning in 2022, beneficiaries could buy insurance on a new “Medicare Exchange”. They would keep the savings if a plan cost less than their voucher and pay the extra if a plan cost more. Competition would supposedly contain costs. If it did not, the Ryan-Wyden plan would cap growth at the rate of nominal GDP plus 1% (Mr Romney has yet to endorse this cap).

Ironically, Mr Ryan and Mr Obama each favour health exchanges, but Mr Obama hates the idea for the elderly and Mr Ryan would scrap the idea for the rest. Nevertheless, the candidates’ plans for health reveal a clear ideological gap. Mr Romney would shrink Washington’s role in health care, capping costs while leaving innovation to the states and the private sector. Mr Obama believes that a big package of reforms—expanding insurance, improving preventive care, testing new ways to deliver services and squeezing payments to hospitals—will improve America’s fiscal and physical health.

The debate is simplified on the trail. Republicans have attacked Mr Obama’s health policies for years. On Medicare, Democrats can now thrash Mr Romney and Mr Ryan with equal gusto. Republicans say that they will save Medicare and accuse Mr Obama of stealing $716 billion from the programme. Democrats declare that Republicans would “end Medicare as we know it”, forcing beneficiaries to pay for more health costs themselves. What is more, the $716 billion-worth of cuts is mostly for hospitals and insurers; the savings will extend Medicare’s solvency.

Interestingly, attacks on Obamacare seem to be increasingly ineffective. Polls in September showed voters still closely divided over the new health law, but they think Mr Obama is better equipped to improve American health care. On Medicare, in particular, voters favour the president. The issue that doomed Democrats in 2010 might even help them in 2012 after all.
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Education

Class warfare

How will the candidates tackle schools and colleges?



EARLIER this year a Gallup poll found that confidence in America’s public schools was at an all-time low. Its data go back to 1973. Few politicians who speak about education these days forget to lament the country’s poor rankings in international league tables, or the urgent need to produce more college graduates. Poor schools, increased student debt, higher tuition fees and lower pay for the middle classes are causing, if this is possible, more angst than ever about education. Barack Obama and Mitt Romney are doing their best to tap into this vein of concern.

Both candidates begin at roughly similar places in the debate—recognising the problem and proposing some of the same remedies, such as more charter schools, teacher evaluations and pay related to merit. Both also have to bear in mind that education is an area presidents cannot do much to change. But a second-term Mr Obama is likely to have education reform higher on his agenda than a first-term Mr Romney. Mr Obama’s priorities on entering office in 2009—the economy and health care—were just what Mr Romney’s will be if he arrives in 2013.

One of the biggest differences between the candidates is over vouchers. Mr Romney and his party like them, arguing that they offer parents a choice of schools and so improve standards. Mr Obama and his party do not, arguing that they suck money out of the public-school system and leave sink schools behind. The biggest reason, though, is that they are hated by their allies, the teachers’ unions.

Mr Romney would take the $25 billion of federal money that is spent every year on special education and poor pupils and give it directly to parents as vouchers. The value of a federal voucher would probably be too small to pay for anything much except a bit of tutoring, online courses and after-school programmes. But they would be particularly useful to parents who live in states that already offer vouchers, such as Indiana, Wisconsin and Louisiana. And the scheme would also encourage states to try to expand voucher schemes.

Adding to the theme of choice, Mr Romney places more emphasis on handing authority for school quality back to the states, demanding greater “transparency and responsibility”. He wants states to make more public data available to parents about their children’s failing schools. But he does not propose that the federal government should intervene to correct those failures—another striking policy difference between the two candidates.

Mr Obama has been able to spend a lot of money on education through the stimulus bill of February 2009. He used it to create a $4.4 billion programme of competitive grants to reward those states that created the best conditions for education innovation and reform, called Race to the Top. Strings were attached to the money: states had to adopt certain standards and find innovative ways of improving recruitment, rewarding teachers, promoting charters and turning round the lowest-performing schools.

Although there are niggles about implementation, Race to the Top has undoubtedly encouraged states to bring in education reform. Arne Duncan, Mr Obama’s admired education secretary, says there has been more change in state education in the past few years than in the previous decade. But he also says he has seen as much, if not more, change in states “that did not receive a nickel” as in those that received “hundreds of millions of dollars”.



On that question of money, Mr Romney is pretty convinced that much of the spending on education has been wasted. More money, he thinks, will not cure the system’s ills. Moreover, he does not believe that class sizes have a bearing on pupil achievement. Some of this may be true, but it is not popular with parents. He also supports a House Republican budget that would impose very deep cuts in domestic spending, including education.

On higher education, Mr Romney seems unlikely to follow through on his costly promise to roll back a decision to eliminate a federal loan subsidy to private banks for student loans. This cost $68 billion over ten years, and Mr Obama, Robin Hood-style, used the money to finance a popular grant scheme for poor students.

Although Mr Obama has increased federal spending on higher education by about $8.3 billion a year, he has not made much of a dent in the problem of rising tuition fees. Indeed, some argue that more government funding simply fuels inflation in those fees. Mr Romney’s solution is more transparency and choice, which should unleash market-driven improvements, and encouraging parents to save more for their children’s higher education.

In a second term Mr Obama’s administration is likely to press ahead with its struggle to hold for-profit colleges more accountable for their results: something the industry is fighting tooth and claw. Mr Romney would be unlikely to do so, and is effusive in his praise of such colleges.

In all this, both candidates make much of new educational technology: they hope it can improve both productivity and learning. Mr Romney, the more austere of the candidates, may hurry this along in the hope of saving money. But in and of itself, like every other education reform of the past 25 years, it is no silver bullet. Everyone should know by now that such a thing does not exist.
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Immigration

In or out?

Both candidates have disappointed America’s fastest-growing community



THE 2000 presidential campaign featured two candidates with the same beliefs. Both approved of bilingual education, wanted to make it easier for spouses and children of permanent residents to come to America, and hoped America’s immigration services could be more immigrant-friendly. Four years later, the winning candidate faced an opponent who proposed speeding up the citizenship process for immigrants serving in the armed forces and granting citizenship to illegal immigrants who had been in America for “five or six years, who [have] paid their taxes and who have stayed out of trouble”.

Times have changed. This year’s election pits a sitting president, whose administration has deported more than 1m illegal immigrants, against a challenger who was happy to campaign with Kris Kobach, the author of harsh anti-immigrant laws enacted in Arizona and Alabama, and who at one point said he advocates making life so intolerable for America’s 11m illegal immigrants that they will “self-deport”.

Yet both Barack Obama and Mitt Romney have softer sides as well. Mr Obama entered office, as George W. Bush did in 2001, promising comprehensive immigration reform. Like the previous Democratic candidate, John Kerry, Mr Obama advocated creating a path to citizenship for illegal immigrants already in America. As in many cases, Mr Obama has tended to be long on rhetoric and short on details; and nothing has happened.



As for Mr Romney, when he was governor of Massachusetts, he advocated increased funding for English-education programmes and enacted a law requiring judges to warn immigrants that their guilty pleas could lead to deportation. During the Republican primaries, however, Mr Romney staked out the farthest-right ground on immigration. It was a shrewd short-term move. Newt Gingrich and Rick Perry both had moderate records on the issue; Mr Romney’s rightward lurch solidified his conservative credentials with the party base.

For the longer term, though, this move looks a lot less intelligent. Mr Obama’s tough record on deportation might in other circumstances have given Republicans a chance to cut into the 42-point lead that Democrats currently enjoy among Latino voters. Mr Romney’s lurch has made that difficult. Since he won the nomination, he has half-heartedly tried to shift back to the centre, promising comprehensive-immigration reform to an audience of Latino elected officials and supporting uncontroversial measures such as increased legal immigration and a streamlined guest-worker programme. The only mention of illegal immigration in his campaign is tepid support for permanent residency for illegal immigrants brought to America as children who serve in the armed forces. He opposes citizenship for others.

A lot of talk, but little action

As for Mr Obama’s immigration policy, his only achievement has been a crafty run around Congress. In 2010 55 members of the Senate voted to pass the Development, Relief and Education for Alien Minors (DREAM) Act, which would have provided those same illegal immigrants brought to America as children—when they were in no position to choose whether or not to cross a border—with a path to citizenship, provided they were under 30, had no criminal record and had graduated or were enrolled in university, or served in the armed forces. Yet Senate Republicans blocked it. So last June Mr Obama’s homeland security secretary, in what she termed “an exercise of prosecutorial discretion”, declared in effect that immigrants who meet the DREAM Act’s criteria will not be deported. The administration will direct its resources against illegal immigrants who pose a criminal or security threat.

This action, which caused much Republican rage, highlighted the main obstacle facing whoever wins in November: a recalcitrant legislature. On this issue, the Republicans are especially unyielding. They took control of the House in the tea-party wave of 2010, backed by activists who hate illegal immigration almost as much as big government.

Consider the DREAM Act’s history. Orrin Hatch, a Republican senator from Utah, first introduced the measure in 2001 with six Republican co-sponsors. It died in committee. Five years later it was passed by the Senate as part of the Comprehensive Immigration Reform Act—a far more expansive bill which, among other things, would have increased border security and granted permanent-resident status to all law-abiding, taxpaying illegal immigrants who had been in America for at least five years, provided they paid a $2,000 fine, regardless of their age or when they came to America. But the bill, which also had a Republican sponsor and five Republican co-sponsors, died in conference.

In 2010 the DREAM Act did not even make it that far. Senate Republicans filibustered it (five Democrats also voted against the measure; their support would have broken the filibuster). Mr Hatch declined to vote for the measure he had once sponsored. Two of his original co-sponsors voted against it, as did three of the 2006 bill’s co-sponsors and seven other Republicans who had previously supported it. Without a sea-change in either the composition of Congress or Republican attitudes, the determining factor in the next president’s immigration policy will be restricted to his willingness to skirt the legislature.
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Energy and the environment

Boom times, not green

Both candidates are revelling in America’s abundant hydrocarbons. The planet, they feel, can wait



AMERICA’S energy landscape is dotted with new landmarks. Drilling rigs have sprouted in North Dakota, Pennsylvania, Arkansas, Texas and many other places where oil and gas lurks in shale beds. “Fracking” has made gas dirt-cheap; oil output has climbed by 15% over the past five years. Optimists reckon it is only a matter of time before America produces all the energy it consumes. But the credit goes not to energy policy; technology and the market are responsible for this incredible shift. This thought is not lost on the candidates.

Barack Obama and Mitt Romney both espouse similar policies, which boil down to keeping out of the way to ensure that the boom continues. But Mr Obama has the trickier electoral calculus: keeping the oil and gas flowing, with all its benefits for jobs and the economy, while trying to maintain the Democrats’ greener image. The environmentally minded are unlikely to vote Republican but may just stay at home, spelling problems for the president in a tight race.

Mr Obama has shifted with the tide. He happily takes the credit for boosting domestic oil output and encouraging natural-gas production, having called the fuels “yesterday’s energy” a couple of years ago while swooning over renewables. Mr Romney says that the president doesn’t “understand energy” and that his policies are “old and outdated”.

It is certainly true that the oil and gas boom is hardly Mr Obama’s doing. The slow pace of shale-gas exploration outside America shows why. Property rights, which guarantee landowners a share in the booty; a thriving oil-services industry; a pipeline system that gives small producers access; and a deep market for both gas and the capital needed to get at it: all these are the result of history, happenstance and American entrepreneurial zip.

At least Mr Obama seems to have concluded that environmentalists are wrong to demand tighter regulation of fracking; the evidence that it pollutes groundwater, one of the main claims against it, is not convincing. Efforts to force drillers on federal land to disclose the chemical composition of fracking fluid actually chimed with the sort of transparency the big oil companies reckoned would help their efforts to win public support.

Mr Obama did, however, court green-tinged voters by kicking into the long grass of a second term the decision over Keystone XL, a planned oil pipeline to link Canada to the Gulf of Mexico. Greens fretted that it threatened a pristine wilderness. Mr Romney says he will give Keystone the go-ahead as soon as he is in office. Mr Obama, just as keen to get oil from friendly Canadians rather than the fractious Persian Gulf, is likely to do so too if he gets the chance—once the election is safely over.

 Mr Romney has something bolder in mind—energy independence

Mr Romney has something bolder in mind: energy independence. Oil and gas imports from outside North America will not be needed after 2020. His plan is to open up as much of the country to drill-bits as possible. He has said that producing more energy at home means “millions of new jobs”, and that greater domestic supply will inevitably bring down prices. Mr Obama has also promised to curb imports by encouraging domestic production, but he has hesitated to go as far as his opponent. Mr Romney wants to expand offshore drilling dramatically and encourage onshore oil by allowing states a free hand to decide about permits to drill on federal land. Shale means that states’ coffers are increasingly benefiting from oil and gas revenues: Ohio, a crucial swing state, is a good case in point. Allowing states to retain even more looks like a sure-fire way of boosting production.

Although not as keen to open every byway of America to the oil companies, Mr Obama has issued 400 or so new leases to oil and gas—after the rules were tightened in the aftermath of the Deepwater Horizon disaster. He has also allowed Shell to start prospecting in the icy waters off the north coast of Alaska. Critics point out that leases do not mean production, only the chance of it, and that obtaining federal permits is a painfully slow process, which the Romney plan will seek to circumvent. And although oil and gas leases and permits on state and private land are going through the roof, on federal land they are stalling.

But no matter how much oil America produces, prices will always be set in global markets. Mr Obama has blamed Iranian sabre-rattling and long-term demand growth in China and India for the ballooning cost of filling up petrol tanks, noting that prices have risen even as America drills more. Yet he had no qualms about tapping America’s emergency stockpile, the strategic petroleum reserve, in an effort to combat high fuel prices after the Libyan civil war, an ineffective attempt to wield a puny weapon for short-term political gain. He could do so again if he wanted to nudge down petrol prices for the election.



The candidates do differ in how friendly they will be to Big Oil. Mr Obama wants to end tax breaks for oil companies, a measure that Senate Republicans blocked in March. Mr Romney dismisses the idea as a “gimmick” and feels that Big Oil, like everyone else, should not feel the burden of extra taxes no matter how full its coffers. Mr Obama’s attitude on this issue looks like something of a blip in an increasingly warm relationship with oil and gas companies, a friendship that is blossoming not because he likes them any better but because he is running behind public opinion, which sees exploiting the new sources of oil and gas and energy independence as something worth pursuing.

Mr Obama’s energy policy goes beyond a new-found enthusiasm for oil and gas. He has even borrowed a phrase from the McCain-Palin campaign—“All of the above” (rather than “Drill, baby, drill”). “Most of the above” is more accurate. And it may hurt him. Clean Air Act rules administered by the Environmental Protection Agency (EPA) are accelerating the retirement of coal-fired power stations while cheap gas eats away at coal’s share of electricity generation. This is the main reason that Kentucky and West Virginia, once states where the Democrats were competitive, have swung firmly to the Republicans. Mr Romney is far friendlier to coal mining, an industry he praises for employing 200,000 people. He wants to develop coal aggressively and roll back the environmental regulations that have battered it.

Both candidates want to beef up nuclear energy. Mr Romney has vague plans to speed licensing and certification for new reactors. Their approaches to other cleaner forms of energy diverge. Under Mr Obama the contribution of wind and solar power has doubled, encouraged by tax incentives, loan guarantees and other subsidies. Mr Romney promises to do away with government support for these “sharply uncompetitive” power sources, compared with “real energy” (coal, oil and gas). He recently said he would allow tax credits, which are the main incentive for wind power, to lapse. Both Republicans and Democrats in windy states are horrified.

Picking winners

Mr Romney has laid into Mr Obama for favouring pet firms and technologies. To make his point that government has no business trying to pick winners, he has repeatedly brought up the case of Solyndra, a solar-panel maker which received $535m in federal loan guarantees from stimulus funds before folding in 2011. But he, like Mr Obama, has moved with the times. As governor of Massachusetts he was an ardent advocate of renewable energy as an “economic engine”, likening it to biotechnology, and handed out cash from his state’s green-energy fund to firms including Konarka, a solar-panel maker that also went bust. This has not stopped him from launching mocking attacks on Mr Obama’s obsession with “green jobs” as evidence of excessive government tampering with the market.

Both agree that the government might back basic energy research. Mr Obama still seems more inclined to support home-grown business rather than “cede the wind or solar or battery industry to China or Germany because we refuse to make the same commitment here”. Mr Romney sounds less convinced. “You can’t drive a car with a windmill on it,” he says.

 Mr Obama is championing ambitious fuel-economy standards

Mr Obama is championing ambitious fuel-economy standards for vehicles that would result in cars doubling their average fuel efficiency by 2025. Mr Romney insists this is “disadvantageous” for America’s domestic industry. He is unlikely to continue with federal loans for firms developing more efficient cars, and insists that the electric-powered Chevrolet Volt is “an idea whose time has not come”. Neither candidate is right. Fuel efficiency is mainly driven by changing behaviour because of high oil prices, and by new technology that makes vehicles more efficient. In all likelihood cars would do that sort of mileage by 2025 regardless of Mr Obama’s push or Mr Romney’s application of the brakes.

Broader measures to tackle climate change have slipped off the radar, even though America is the world’s second-biggest emitter of carbon dioxide. Mr Obama’s cap-and-trade scheme to cut carbon emissions failed in Congress in 2009. Mr Romney has no time for any concerted effort to stem emissions and wants to repeal the government’s power to regulate greenhouse gases under the Clean Air Act, but has no alternative system in mind. He may not go quite as far as Newt Gingrich in wanting to kill off the EPA, but says that it should use its power for good (by doing very little), not evil (attempting to regulate carbon emissions).

Finding vast new reserves of oil and gas in your own back yard must count as good fortune in a land as hungry for energy as America. Mr Obama these days seems far less inclined to meddle in the details than he did before the last election. Mr Romney is just as intent on the boom continuing. And both appear to favour letting the oil companies get on with it. At the last election Mr Obama and John McCain also laid out bold plans for the environment that included cutting carbon emissions. But since the financial crisis environmental policy seems ever more a burden on struggling economies—not only in America, but the world over.

Both candidates seem to have one simple environmental policy: keep out of the way. That is doubtless good for business and the trade balance, but not very good for the battle against global warming.

Economist Debates: This house believes Barack Obama deserves to be reelected
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Foreign policy

A world of troubles

The economy has dominated the campaign, but there are serious foreign-policy issues to grapple with



THE trouble with foreign policy, a sage diplomat once observed, is that it involves foreigners—and they don’t always do what they are told. In the last weeks before an election dominated by economics, in which geopolitics has often seemed an afterthought, the world seems full of foreigners refusing to bow to American advice and imprecations.

Mitt Romney has a simple explanation: allies have lost faith in America and opponents have been emboldened by Barack Obama’s inconstancy and lack of resolve. The president, Mr Romney charges, is ambivalent about American might, and embarrassed to assert America’s unique destiny as leader of the free world. A Romney presidency, he vows, would follow Reagan’s dictum of “peace through strength”, whether economic, military or moral, unapologetically championing such American values as free trade and democracy.

The Obama camp offers a more nuanced explanation. America remains the “indispensable nation”, but is not omnipotent. The world can be “confounding”, as Hillary Clinton, the secretary of state, sadly noted in the wake of the murder in September of her ambassador to Libya in Benghazi, a city saved from destruction by American air power.

Senior officials argue that Mr Obama inherited two costly, divisive wars that had diminished America’s standing. Ending them was a prerequisite for a new era of engagement based on mutual respect.

 The world demands American attention, but resents American meddling

A big disappointment of his first term, Mr Obama has told aides, was the intractability of the conflict between Israel and the Palestinians. He had hoped to unblock this by reaching out to the Muslim world, starting with his speech in June 2009 in Cairo. If he could lessen Muslim antagonism towards the West and Israel, that would make Israel safer and so more willing to consider concessions for Middle East peace. That plan failed, as Arab opinion chided Mr Obama for remaining essentially pro-Israel, and his critics in Israel fretted about American abandonment.

Some of the purported gulf between the two men is more rhetorical than real. Yet in important areas they see the world differently. Start with the most worrying crisis: Iran’s pursuit of nuclear weapons. American officials point to toughened sanctions imposed on Iran after much cajoling of allies. They note Mr Obama’s vow that Iran cannot be allowed to threaten the world with nuclear weapons. In practice, the administration seems almost as worried by the prospect of a unilateral Israeli strike, especially one that only “grazes” Iran in the absence of American help, eg, with specialist bunker-busting munitions. The chairman of the joint chiefs of staff, General Martin Dempsey, has publicly suggested that a lone Israeli attack would probably not destroy Iran’s nuclear programme and has called for sanctions to be given a chance to succeed.



The Romney camp promises still tougher sanctions, if need be without UN Security Council backing. In private, Romney advisers also endorse calls from Binyamin Netanyahu, Israel’s prime minister, for nuclear “red lines” to be defined which Iran would not be allowed to cross—calls resisted to date by the Obama administration. Though Mr Romney’s team of foreign-policy advisers is diverse—ranging from such hawks as John Bolton to more cautious figures like Robert Zoellick—one adviser reports “a lot of support” among them for the idea that it would be safer for America to join an Israeli strike, rather than see Israel go it alone.

On September 20th, asked about “red lines” for action on Iran, Mr Romney called it unacceptable for Iran to possess not just a nuclear weapon but the capability” of building one, which he defined as having “not only fissile material, but bomb-making capability and rocketry”. Separately a private speech to donors was leaked, months after its secret recording in May, in which Mr Romney said that Palestinians “have no interest whatsoever in establishing peace.” In contrast, Mr Obama described Israel as merely “one of our closest allies in the region” in a television interview aired on September 23rd, and seemed to dismiss lobbying from Mr Netanyahu over Iran as “noise”.

On Syria, Mr Obama has set a public red line: the use or movement of chemical weapons from the regime’s stockpiles. America has called for regime change and supplied non-lethal equipment, such as radios, to the rebels. But officials caution against drawing parallels with Libya, where the rebels were aided by American-led NATO air power. Syria, they say, has one of the most sophisticated, Russian-made air-defence systems in the world.

Mr Romney supports the arming of anti-Assad insurgents, in collaboration with Turkey and Saudi Arabia. His campaign has criticised Mr Obama for seeking UN Security Council backing for his Syria policies, thereby giving Russia and China a veto as permanent council members. But Mr Romney, to date, rules out American military action in Syria.

In the broader Middle East, Mr Romney has called the Arab Spring a misnomer, claiming that a lack of attention to promoting democracy risks turning the uprisings into an “Arab Winter”. Mr Romney has accused Mr Obama of throwing Israel “under the bus”—whether by criticising it in public at the UN, or by demanding Israeli concessions as a precondition for new peace talks. His White House would “forcefully” warn Turkey and Egypt against adopting anti-Israel policies and would reduce assistance to the Palestinians if they continued to seek UN recognition or formed a unity government including Hamas, the Islamist movement.

The Romney plan for Afghanistan is less detailed. Republicans condemn Mr Obama for naming 2014 as a final date for the withdrawal of American combat forces, accusing him of allowing the Taliban to wait patiently for the West to leave. Mr Romney says he would ask commanders on the ground about troop withdrawals on taking office. Privately, advisers admit that war-weary voters will not tolerate a “re-escalation” in Afghanistan.

Earlier this year Mr Romney called Russia America’s “number one geopolitical foe”, prompting Mr Obama to say that his opponent was stuck in a “cold-war time warp”. Mr Romney says that he was talking about Russia’s role as a big nuclear power willing to vote against America and other Western allies in the Security Council. Mr Romney calls President Vladimir Putin “a man who believes the Soviet Union was great, not evil” and criticises Mr Obama’s “reset” of relations with Russia, saying the president secured very little in return for some big concessions. He says “gifts” handed to Russia included an offer to reduce the number of American-deployed nuclear warheads and an apparent willingness to delay an anti-ballistic-missile defence system planned for deployment in eastern Europe, which Russia portrays as a threat to its interests. Yet Mr Romney’s actual prescriptions for Russia policy are less dramatic than his diagnosis. They include reviewing Mr Obama’s decisions about arms reductions, and a second look at how to build an effective defence system against the threat of ballistic-missile attacks from rogue states such as Iran.

A Republican adviser to the Romney campaign asserts that, behind closed doors, the geopolitical rival that provokes a “visceral” reaction from the candidate is China. Mr Romney thinks that the Chinese authorities are “bullies”, says the adviser. Certainly, Mr Romney is fond of calling the Chinese “cheaters” who abuse the rules of free trade, notably when addressing blue-collar voters. He vows that on his first day in the White House he would declare China a currency manipulator, and accuses Mr Obama of doing nothing to stop China from keeping the value of its currency artificially low.

Such talk alarms some business leaders, who fear that a high-profile currency clash would trigger a nationalist backlash within China. Privately, Mr Romney’s inner circle plays down the significance of calling China a currency cheat, arguing that it merely triggers a Treasury probe. They prefer to talk about Chinese theft of intellectual property, suggesting that on that front a President Romney would work with allies to pressure Beijing.

In his campaign manifesto, Mr Romney says America should expand its naval presence in the western Pacific, and that China should be shown that seeking regional “hegemony” would be costlier than becoming a responsible partner in the international system. The manifesto grumbles that North Korea’s despotic regime has been given endless inducements to give up its nuclear programme, only to expand its arsenal. Yet, as in other areas, Mr Romney gives himself lots of wriggle room. His manifesto does not vow to sell advanced weapons to American allies in Asia, but only to “reconsider” that ticklish question. America’s objective, it says soothingly, is not an “anti-China coalition”.

 Explore our interactive guide to the 2012
presidential election

In part, this is a recognition of global power shifts, for all that Mr Romney talks of making this a second American century. But it may also reflect the businessman beneath his political exterior. Asked what fascinates Mr Romney in foreign policy, an adviser unhesitatingly answers: “economic growth”. A free-marketeer by instinct, Mr Romney pledged during the Republican primaries to resist calls to bail out euro-zone banks or governments with American money. Europe can look after itself, he said.

Whoever occupies the White House will find a world that still craves American recognition, demands American attention, but resents American meddling. Mr Obama learned this the hard way in his first years in office, taking too long to realise that his cool, reticent persona was doing real harm to relations with long-standing allies. Mr Obama has learned to show a bit more warmth, or at least to feign it. Mr Romney—who managed to insult the (ever-touchy) British during a supposedly easy foreign jaunt to the London Olympics—is also a chilly sort. If elected, he too will have to learn the art of making foreigners feel loved, without receiving much love in return. Nobody said being the indispensable nation was easy.
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Defence

Arms and the men

There is a clear distinction between the candidates on military spending: more versus less



THIS is not an election in which national security and defence have dominated the debate—save that many strategists, including some holding senior military rank, see the ballooning deficit and the stumbling economy as the biggest threats to America’s security.

That is partly because voters are weary of costly wars with messy and uncertain outcomes. It is also because jihadist terrorism is no longer seen, as it was immediately after the terrorist attacks of September 2001, as an existential threat, but as something nasty and persistent that can be contained and thwarted without sending hundreds of thousands of troops abroad. Nor are most Americans ready to believe that China is on the brink of becoming a fully-fledged military competitor, despite the attempt by some hawks to portray it as a new evil empire bent on future confrontation.

From a purely political perspective, neither candidate has so far cared to make much noise about national security. For Barack Obama, it is a potentially weak flank that he has been able to protect by taking credit for the raid that killed Osama bin Laden and by his willingness to conduct a remarkably ruthless assassination-by-drone campaign against al-Qaeda fighters in Pakistan, Yemen and Somalia. For Mitt Romney, too much time spent attacking Mr Obama for being weak on defence means less time spent hammering home his much more central message that he would be a far more competent manager of the economy. Nor can Mr Romney, unlike his predecessor as Republican nominee, John McCain, claim any connection with the armed forces—although eligible for the draft, Mr Romney never served.



The one area where there is a clear division between the candidates is over future defence spending. Under the terms of the Budget Control Act (BCA) passed last year, the administration has agreed to reduce the Pentagon’s planned expenditure by $487 billion over the next decade. The cuts will be painful, but after the huge rises in spending of the Bush years and against the urgent need to take action on the deficit, many experts and military brass regard the slowdown as justifiable and manageable.

Mr Romney thinks otherwise. He not only wants to reverse the cuts but to put a floor under the Pentagon’s base budget of 4% of GDP. Todd Harrison of the Centre for Strategic and Budgetary Assessments, a non-partisan think-tank in Washington, estimates that from 2013 to 2022 Mr Romney’s commitment would add up to $2.3 trillion of additional expenditure. If the increases were made gradually during Mr Romney’s first term, as Romney officials suggest, the figure would come down to $2 trillion. Mr Harrison points out that the base defence budget has not been 4% of GDP since 1992, in the aftermath of the cold war. Even during the administration of George W. Bush, defence spending “only” went from 2.9% of GDP in 2001 to 3.7% in 2009. Over the past 20 years the base defence budget has averaged 3.3% of GDP. Mr Harrison says: “What you spend on defence really should be a function of your security needs, what you think the threat environment is and what you think you need to protect the country. It shouldn’t be a formula based on the size of your economy.”

Mr Romney has given only a partial indication of what all those extra dollars would be spent on. Some of them would go on stepping up the navy’s shipbuilding rate from nine a year to 15, and another 100,000 people would be added to the armed forces. He has been even less clear about how the money might be found.

Guns without butter?

The suspicion that Mr Romney’s 4% plan is more rhetoric than substance is increased by his repeated and spurious claim that Mr Obama really wants to cut military spending by a further $500 billion, which even Mr Obama’s defence secretary, Leon Panetta, agrees would be disastrous. In fact, the additional $500 billion that Mr Romney refers to is simply the half of the “sequestration” cut that falls on defence spending, as mandated by the BCA and overwhelmingly voted for by House Republicans. It was designed to be a pistol to the head of Congress to find a compromise on cutting the deficit, not as something that anyone wanted to see happen. Indeed, the Pentagon still claims (not entirely plausibly) that it is not planning for the possibility of such deep cuts. On September 20th, its comptroller, Robert Hale, told the House Armed Services Committee: “We don’t want to sequester ourselves. We’re not going to start cutting back right now in anticipation of sequestration.” The Republican negotiating position, which Mr Romney seems to support, is to exclude the defence budget from all cuts, allow non-defence discretionary spending to take the full $1 trillion hit and resist any revenue increases.

Mr Romney’s problem is that if what he says on national security is to be believed, he is offering Americans guns without butter—never a recipe for electoral success in peacetime. It is also questionable whether many Americans yearn for a return to the belligerence of the early Bush years, even if some think Mr Obama insufficiently assertive in his use of American power.
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Criminal justice

Intelligent sentences

Mitt Romney has shown few cards on this issue, but it is an area where Republicans are being more tolerant



ON APRIL 3rd 1987 a convicted murderer called Willie Horton beat and repeatedly slashed a man, then stole his car and raped his girlfriend. At the time Mr Horton was serving a life sentence without the chance of parole for stabbing a petrol-station attendant 19 times; he was free on a “weekend furlough” as part of a well-intended but ill-advised programme Massachusetts program. When its then governor, Michael Dukakis, won the Democratic nomination for president the campaign of his Republican opponent, George Bush senior, made Mr Horton’s rampage the subject of a coldly effective attack ad portraying Mr Dukakis as soft on crime.

Crime has not played as salient a role in any presidential campaign since then, for two main reasons. First, America’s crime rate has steadily and dramatically declined since the 1990s. And second, Democrats have learned their lesson, joining Republicans in making all the right “tough on crime” noises. That may have eliminated a political issue, but not without some adverse consequences.

Both political parties have driven America’s criminal-justice policy in one regrettable direction: towards locking up more people for more crimes for more time. A combination of over-criminalisation, mandatory-minimum sentences, tough drug laws and excessive prosecutorial power have stuffed America’s prisons to bursting. As of 2010 roughly 2.3m Americans were imprisoned, and 7.1m were under some form of correctional control (prison, probation or parole). In 1980 220 out of every 100,000 Americans were incarcerated. By 2010 that rate had risen nearly three-and-a-half times. It dwarfs the rates not only in the rest of the rich world, but also in such human-rights-free zones as Iran, China, Cuba and Russia. Drug-related arrests account for much of that increase, and minorities for a disproportionate number of those arrests.

Yet there are signs of change. In 2010—the most recent year for which reliable statistics exist—the number of people under correctional control declined for the third year running. States seem to have realised at last that incarceration is expensive. Some have begun experimenting with alternatives such as drug courts and day-reporting centres, which keep people out of prison and in treatment programmes, and with increased funding for job training and education behind bars in order to decrease reoffending. And though left-leaning advocates had called for such changes for years, many have in fact been implemented by Republican governors—among them Rick Perry in Texas, Chris Christie in New Jersey and Nathan Deal in Georgia.



Against this backdrop, Barack Obama’s criminal-justice and drugs record seems tepidly sensible; a decade or two ago he might have been felled by the soft-on-crime charge. His drug-control strategies, released annually, have emphasised treatment and prevention as much as jail. His most recent drugs budget spends more on the former than the latter. His health reforms will require health insurers to provide addiction and mental-health services. And his top drugs official has relegated the phrase “war on drugs” to the dustbin, and has warned that Americans “cannot arrest our way out of this problem”.

Crack v coke

Mr Obama also corrected a long-standing injustice in federal policy when, in 2010, he signed the Fair Sentencing Act. That reduced the disparity of punishment for possession of crack versus powder cocaine from 100:1 (a five-year term was mandated for first-time possession of five grams of crack, while it took 500 grams of powder to trigger the same sentence) to 18:1.

On other issues, however, Mr Obama remains a committed drug warrior. Although the Fair Sentencing Act reduced penalties for crack-cocaine possession, it increased them for drug trafficking. During his 2008 campaign, Mr Obama vowed not to use federal law-enforcement to go after people acting within state medical-marijuana laws (medical marijuana is legal in 17 states and in Washington, DC). As president, however, his Justice Department has vigorously pursued medical-marijuana growers and dispensaries, raiding about 200 since 2009. Mr Obama insists that his campaign promise referred to individual users, and Eric Holder, his attorney-general, told Congress that the raided growers and dispensaries were “going beyond that which the states have authorised”. That is a very fine distinction, and it will receive a greater test in November, when voters in Washington state, Oregon and Colorado decide whether—in direct contravention of federal law—to legalise marijuana for recreational use.

Mitt Romney’s criminal-justice record is thinner but clearer: he seems to be a standard law-and-order candidate, though his campaign has been cagey about answering detailed questions in this area. He was the first governor in modern Massachusetts to deny every request for pardon or commutation. He increased the size of the state’s police-force and its crime lab. He opposes drug legalisation and, hauling out a hoary old drug-war chestnut, has called marijuana “a gateway drug”. He also opposes the use of medical marijuana, but has called it a “state issue”, leaving open the possibility that his policy towards states that legalise it might be one of benign neglect. On that particular matter, the choice is stern-faced or two-faced.
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Social values

Culture wars, again

But this time it is the Democrats who are making hay with their opponents’ excesses



LATE in the primary season Mitt Romney recorded an interview with a television station in Colorado. The reporter, having asked a series of questions about gay marriage, began to quiz the candidate on the pros and cons of legalising marijuana for medical purposes. Mr Romney, increasingly exasperated, finally interjected, “Aren’t there issues of significance that you’d like to talk about? The economy, the economy, the economy? The growth of jobs? The need to put people back to work?”

This year’s election has turned a standard assumption about American electoral politics on its head. Normally it is the Democrats who want to talk about jobs and other pocketbook issues, and the Republicans who drone on about values. Indeed, Republican strategists typically view “social issues”—or talk of guns, gays and God, to use another shorthand—as a useful means to mobilise the base of the party. Democratic candidates, in turn, live in fear of ballot initiatives on gay marriage or abortion, which they assume will draw lots of rightwing voters to the polls.

Yet Mr Romney would be a lot happier if the electoral debate never strayed from the economy. At the Republican convention this year in Tampa, speaker after speaker strode to the podium to denounce Barack Obama for pinioning small businesses and strangling the recovery. At the Democrats’ hoedown in Charlotte, by contrast, there was endless talk of contraception, abortion and gay rights. Women, in particular, were repeatedly warned that the Republicans hoped to take away their freedom to make basic decisions about their health care. Right-wingers, some Democrats maintained, were trying to turn the clock back to the last century—or the one before that.

In practice, the policies peddled by the two men in this area are fairly typical of their parties. Mr Obama broadly supports gay rights, access to abortion and related causes; Mr Romney does not. But Republican orthodoxy on these subjects has become ever more extreme, leaving it out of kilter with public opinion. That makes them awkward issues for Mr Romney, and more comfortable ones for Mr Obama.



Take abortion, typically the main flashpoint in the culture wars. When running for office in Massachusetts in 2002, Mr Romney said he personally opposed the practice, but would not seek to restrict it. But before beginning his first campaign for the presidency he had a change of heart. Abortion should be illegal, he said, except in cases of rape or incest, or to preserve the life of the mother. As president, he pledged, he would appoint to the Supreme Court only judges of like mind.

Such a conversion is the price of admission to the Republican primaries these days. Yet even after the scales had fallen from Mr Romney’s eyes, he still struggled to win the votes of suspicious evangelical Christians. Much of his party, after all, goes further. The Republican platform adopted at Tampa called for a constitutional amendment to ban abortion, without any exceptions at all. Paul Ryan, Mr Romney’s running-mate, has co-sponsored several crusading anti-abortion bills, including one that would have required women to have a mandatory ultrasound before terminating a pregnancy in an attempt to change their minds.

The Republican state legislature in Virginia went as far as to mandate that women seeking an abortion should have the sort of ultrasound that would provide the best image of the fetus—in effect imposing on most of them an unwanted vaginal probe. Another popular ruse on the right is to attempt to amend state constitutions to define “personhood” as beginning at conception, thereby making abortion, as well as some types of contraception, tantamount to murder.

The Democrats, cobbling such episodes together, claim the Republican party has declared a “war on women”. The most hard-fought skirmishes in that war concern not abortion, but contraception. Mr Obama’s health-care reforms require insurers to offer preventive measures such as breast-cancer screenings and birth control without any extra payments. Earlier this year the administration declared that although religious institutions themselves would be exempt from the “contraception mandate”, the schools and hospitals they run would not.

Republicans pounced, insisting that Mr Obama was infringing religious freedom and forcing Catholics in particular to contravene a basic tenet of their faith. But Mr Obama seems to have embraced the charge, arguing that Republicans want to take away a woman’s say over a basic element of her health care. He also likes to point out that the first law he signed was the Lilly Ledbetter Act, which makes it easier for women to sue for wage discrimination. Mr Ryan, Democrats note, voted against it. And by repealing Obamacare, the charge sheet continues, Republicans will do away with other measures favourable to women, including a ban on insurers charging higher premiums to women than men for the same policies.

 Democrats say the Republicans have declared a “war on women”

Revealingly, the Romney campaign’s retort is that the biggest assault on women these days comes from the weak economy. It points out that most people who have lost their jobs during Mr Obama’s tenure are women. The implication is that abortion and contraception are distractions—as Democrats themselves used to argue when the topic seemed to play in the Republicans’ favour.

Much the same dynamic applies to gay rights. In 2010, after much hemming and hawing, Mr Obama ended the long-standing ban on homosexuals serving openly in the armed forces. Earlier this year–again, after long vacillation—he declared himself a supporter of gay marriage. The Justice Department is no longer fighting legal challenges to the Defence of Marriage Act, which bars the federal government from recognising gay marriages performed in the handful of states that allow them.

Mr Romney opposes not only gay marriage, but also civil unions designed to approximate it. When the Massachusetts Supreme Court ruled in 2004 that the state could not deny marriage to gay couples, he helped as governor to lead the movement to overturn the ruling. He says that, as president, he would start defending DOMA again, and would back a constitutional amendment to define marriage to the exclusion of gay couples—taking the whole issue out of the courts’ hands.

Yet as Mr Romney suggested in Colorado, he would really rather not dwell on the subject. Although the religious right applauds his stances, a slender majority of the electorate as a whole approves of gay marriage, according to pollsters. Perhaps more important, shrill denunciations of gays, abortion and the like tend to put off all-important swing voters.

What is more, Mr Romney makes an unconvincing cultural warrior. He has come to his conservative opinions on social issues late in life. As governor of Massachusetts he signed a ban on assault weapons in 2004, before taking out a lifetime membership of the National Rifle Association two years later, at the age of 59. The following year he gamely claimed to be an occasional hunter of “varmints”. He now says (as does Mr Obama) that no new gun-control laws are needed.

Two Harvard lawyers

Mr Romney’s wealth and privileged upbringing as the son of a governor and cabinet secretary do not help to convince “values voters” that he is one of them. He is also a Mormon, a group viewed as heretical by many on the Christian right. And the Obama campaign’s remorseless exhumation of every lay-off, factory closure or cut in benefits that occurred at the firms that Bain Capital invested in when Mr Romney was in charge of the private-equity firm have left many working-class voters who feel strongly about social issues mistrustful of him for different reasons.

Mr Obama has his vulnerabilities in this area, too. While running for president last time, he complained about the price of arugula (rocket) at Whole Foods, a fancy supermarket chain. More damagingly, he was caught describing small-town voters in Pennsylvania as clinging bitterly “to guns or religion or antipathy to people who aren’t like them”. He and Mr Romney both attended Harvard Law School.

What is more, Mr Obama’s exotic background (an African father, an Indonesian half-sister, a Muslim middle name, a childhood in Hawaii) render him an alien figure to many Americans. A good proportion say they believe he is Muslim; others question his citizenship, despite the release of his birth certificate. But Mr Obama and his family encapsulate America’s changing demography. The country is growing steadily browner and more urban. Last year minorities accounted for more than half of all babies born in the country.

Mr Obama has made a point of appointing minorities to important posts: the first Hispanic Supreme Court justice, for example, and the first black attorney-general. By dint of his own skin colour, he appeals to those who welcome a more multicultural America.

Mr Romney, to be fair, is no slouch when it comes to diversity. In business and in government, he seems to have hired plenty of women and minorities and even the odd homosexual, though he failed to prevent one gay staffer being hounded out of his job by right-wingers. His campaign filled the roster of speakers at the convention with prominent black and Hispanic Republicans, many of them women. But Mr Romney’s nativist tone on immigration puts off many Hispanic voters. Others detect a coded racism in his complaints about the undeserving beneficiaries of government handouts, although his campaign rejects any such inference.

Whether either party intends it or not, there is a growing racial divide in the electorate. Minorities, whose numbers are growing, favour the Democrats, and working-class whites prefer Republicans. If he is to win, Mr Romney will need a bigger share of the white vote than Ronald Reagan or the Bushes ever won. The focus on the economy during the campaign has tended to obscure this rift—but it is one that will surely present problems for the next president, whoever wins.
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Conclusion

Four more weeks

Mr Romney’s plans are vaguer than those of Mr Obama, and he now has little time to change that



THIS is an election campaign Mitt Romney should have had no trouble dominating. With unemployment stuck at over 8%, growth trapped at around 2%, a 4.6% fall in median incomes since mid-2009, a 13-figure deficit for the fourth year running, a war being lost in Afghanistan and an unpopular health-care overhaul all weighing him down, Barack Obama’s chances on paper ought to be dismal. His opponent would dearly like to cast the election as a simple referendum on the past four years, and if Mr Romney succeeded in that he would probably win.

But an election is not a referendum: it is a choice. America’s voters are not inclined to boot Mr Obama out simply because they are unhappy about their country’s direction, which is why far more of them want to vote for him than think America is “on the right track”. They recognise that, to put it mildly, not everything is Mr Obama’s fault. He inherited a dreadful situation from George W. Bush, and the crisis in the euro zone—as well as Asia’s slowdown—has not helped. Before booting him out in disappointed rage, they will want to see good evidence that a better alternative is on offer.

And this is where, as this election briefing has found, Mr Romney still faces an uphill climb. Mr Obama’s policies are fairly well understood by now, and the realities of divided government mean that in the next four years, if he wins, all that one can reasonably expect is a continuation of policy as it is now set. There will not be another round of stimulus, or a big push on education spending, or significant immigration reform. Further health-care reform must wait, as must significant action on climate change.

Many of Mr Romney’s plans, on the other hand, need more fleshing out, and he has only four weeks to do it. He has laid out a plan for deep tax cuts, but not explained how he plans to square that task with his other big fiscal objective, grappling with the deficit. He has talked of closing loopholes, but not said which ones. He wants to scrap Mr Obama’s health reforms and his financial regulations, but has not explained in enough detail what he will put in their place. These are all issues on which a vote for Mr Romney is more of a shot in the dark than a vote to reelect the president.

That said, the direction of change, if Mr Romney were to win, is clear. Taxes would certainly be lower (what that does to the deficit is another matter), and spending on everything except the armed forces would be significantly lower too. The same tide that would take Mr Romney into the White House would, one should assume, probably win the Republicans the Senate and continue their hold on the House. That would be enough to let the Republicans force through some weighty changes on taxes and spending, since budget measures are harder to block in the Senate than other legislation.

Under a President Romney there would be much less, and possibly no, new government regulation. Mr Obama’s health reforms would be reversed, at least in part. Mr Romney would take a more hawkish line abroad, with more criticism of enemies and more buttering-up of old allies, though a war-weary America would be no more likely to get involved in new conflicts. On social issues the choice is starkest: though the president has little authority over abortion, contraception, gun law or gay rights (these issues are reserved to the states), the number of ageing justices on the Supreme Court means that a Republican president, especially if reelected in 2016, could turn the court conservative for a generation.

The 50-50 nation

The outcome remains uncertain. Even though the polls were drifting Mr Obama’s way at the end of September, that could change, as a result of the three presidential debates or some economic or foreign-policy shock. America’s tragedy, over the past couple of decades, is that it has become a 50-50 nation, with half its people thinking that government should do more, and half thinking that it already takes and spends and does too much. That is why, over and over again in recent presidential elections, only a few percentage points have separated the winner from the loser.

But even as the two sides have found themselves so finely balanced, the distance between them has widened. Bipartisan compromise used to be possible to find; an Edward Kennedy could find common cause with a John McCain, or a Bill Clinton with a Newt Gingrich. Since the Republicans took back the House in November 2010, government has been almost totally deadlocked. With a fiscal cliff looming at the end of this year, and a fiscal crisis threatened in the medium term as the population ages and the deficit soars, this deadlock poses a critical threat to America.

So the election boils down to this: four years of probable gridlock, but continuity, under Mr Obama, or the possibility of some radical changes under Mr Romney. The precise nature of those changes is unclear, but they will undoubtedly involve deep and perhaps clumsy cuts to cherished benefits and popular government programmes, as well as the hope (and it is only that) of an improvement in America’s precarious fiscal position. No wonder opinion has been so evenly divided.
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Buttonwood

Voting with the wallet

Democrats have been better for equities, Republicans for bonds



WALL STREET is popularly assumed to love the Republican Party. It is a fair bet that most bankers and investors will be rooting for Mitt Romney to move into the White House next year.

But in an industry devoted to number-crunching, is that bias borne out by the data? Since 1929 Republican presidents have had ten full terms in office. The average annual real price change in American equities over this period is slightly less than zero, according to Barclays Capital’s “Equity Gilt Study” (see chart). The average real price gain in years of Democratic presidencies has been 7%. In nominal terms, the Democrats have walloped the Republicans by 10.8% to 2.7%.

The data are skewed a bit by the start date, the year of the Wall Street crash. But even if Herbert Hoover’s presidency is excluded, the Democrats remain well ahead. Republicans also presided over the calamitous stockmarket declines of 1973-1974 and 2008.

Investors own government bonds as well as equities, of course, and here the Republicans are ahead. The average annual nominal gain in the Barclays US bond index has been 1.9% under Republican presidents; under Democrats, there has been an average loss of just under 1%.

Perhaps the difference between equity and bond performances under the two parties is down to their economic records? The Democrats are generally perceived to have an inflationary/Keynesian bias (Lyndon Johnson springs to mind); the Republicans a penchant for sound money and a balanced budget (Dwight Eisenhower would be the model).

The average inflation rate under Democrats has indeed been a bit higher—3.5%, compared with 3% under Republicans. But this does not seem enough to explain the difference in bond performance between the two parties. And in this case, the inclusion of Hoover’s presidency flatters the Republicans, substantially lowering the average inflation rate.

It may be that Wall Street prefers the Republicans because the party favours the better-off. Here the answer is nuanced. In his book “Unequal Democracy: The Political Economy of the New Gilded Age”, Larry Bartels calculates that between 1952 and 2004 the average annual real post-tax income gain for the rich (defined as those in the 80th percentile of income) was 1.37% when Democrats were in the White House and just 0.92% when Republicans were.

Interestingly, when Mr Bartels looks at the real post-tax income growth of the poor (defined as those at the 20th percentile of earnings), the picture looks rather different. Their income increased by 1.56% a year under Democrats and declined by 0.32% a year under Republicans. In other words, the gap between the rich and the rest grew substantially wider under Republican administrations.

All these data are subject to caveats. First, there are only 14 presidents in the sample. Second, the president shares power with an often recalcitrant Congress. For 30 out of their 40 years in office since 1929, Republican presidents have not had control of both houses of Congress; Democratic presidents have shared power in only ten out of their 44 years in charge. Yet if you look at the ten years where Republicans had complete control, the average real equity return is still negative.

The third caveat is that economic policy is also set by the Federal Reserve. If there have been two moments in the past century when Fed policy has been most awry, it was probably in the early 1930s (when policy was too tight) and the mid-1970s (when it was too loose). Both periods coincided, initially at least, with Republicans in the White House.

The fourth health warning is that presidents of both parties can be blown off course by shocks elsewhere in the global economy, such as the quadrupling of oil prices in 1973-74. So a coincidence of good and bad returns with presidencies of both parties is not proof of causation.

Looking ahead to the next four years, are there sound reasons for investors to favour Republicans? Mr Romney, a former private-equity executive, is unsurprisingly less keen on red tape and soaking the rich than Mr Obama, which may explain a lot of his support on Wall Street.

But if, as still seems unlikely, Republicans were to win the presidency and both arms of Congress this year, they would probably try to trim the deficit more quickly than the Democrats, albeit via spending cuts rather than tax hikes. They have vehemently opposed the use of quantitative easing (QE) by the Federal Reserve. Perhaps they would change their minds if they were in power. But a combination of tighter fiscal and monetary policy would provide a tough environment for equity markets in 2013 and 2014. The suits on the Street should be careful what they wish for.

Economist.com/blogs/buttonwood
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Japan and the IMF

Poor host

Japan gives a lesson in how not to handle economic diplomacy

 Jojima, in through the revolving door

YOSHIHIKO NODA, Japan’s prime minister, still chafes at a cover story in The Economist last year called “Turning Japanese”, which argued that the West was suffering from a Japan-style lack of leadership. He has sought to change that image by pushing through a controversial bill to raise the consumption tax. But on October 1st he gave a lesson in how petty political expediency still trumps most things.

Just a week before hosting the annual IMF/World Bank meetings, Mr Noda replaced his finance minister with Koriki Jojima (pictured), a 65-year-old former union leader and parliamentary dealmaker who has neither ministerial nor financial experience. He is Japan’s third finance minister in just over a year.

Analysts say Mr Jojima’s appointment reflected little more than a “Buggins’s turn” reshuffle, producing the third cabinet of Mr Noda’s 13 months as prime minister. With support for his party weak ahead of an election he has promised to call soon, Mr Noda had to offer some party stalwarts cabinet posts to maintain unity. Mr Jojima’s apparent bargaining skills may also have helped: Mr Noda needs opposition support for a bill to issue bonds to finance this year’s budget in order to avoid Japan’s own “fiscal cliff” in the coming months.

The reshuffle was a self-inflicted diplomatic black eye, nonetheless. Takehiko Nakao, a vice-minister of finance, said after briefing his new boss (“‘explain’ is not really a good word”) that there would be consistency at the upcoming multilateral meetings. But many will regret the departure of Jun Azumi, the previous finance minister, who led efforts this year to boost the IMF’s reserves by $450 billion to help prevent the euro crisis from spreading. Although Mr Azumi was another financial novice, his bold leadership had boosted Japan’s credibility.

With an unknown as finance minister, economic policymakers arriving in Tokyo will be pleased to find at least one familiar face in Masaaki Shirakawa, who has led the Bank of Japan (BoJ) since 2008. But adding to the sense of drift at the top of the world’s third-largest economy, it is becoming increasingly clear that politicians are unlikely to reappoint Mr Shirakawa when his term ends next April.

Shinzo Abe, who was elected on September 26th as head of the opposition Liberal Democratic Party, has said he will increase pressure on the BoJ to become more active in ending deflation. So will Mr Noda’s Democratic Party of Japan. (They may not agree on who should replace Mr Shirakawa, though.)

Mr Shirakawa argues that the BoJ is providing its “utmost support”. It has set an inflation goal of 1%. To get there, it buys not only government paper but also riskier assets such as exchange-traded funds. To bolster growth, it provides cheap funding to banks to lend to businesses. He says these measures have begun to stir bank lending.

But his message is ignored by politicians, possibly because he also asks them to deregulate the economy (anathema to their big-business donors) and encourage more women and older people into the workforce. Instead of finding scapegoats and bringing in Buggins, that is indeed what they should be focused on.
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The Liikanen review

Into the ring

A European report recommends yet another way to ring-fence banks

AT LEAST the lawyers will be happy. Banks are already straining to come to terms with two reforms designed to reduce the risks that investment banks pose to other bits of the banking industry: America’s Volcker rule, which aims to ban proprietary trading (trading for their own profit) by banks; and the Vickers “ring-fence”, which proposes to force British banks to isolate their retail activities from trouble in their wholesale arms. Now European banks must gen up on a third proposal.

This one was presented on October 2nd to the European Commission by a group of experts led by Erkki Liikanen, the governor of the Bank of Finland. The group had been asked to report on whether Europe ought to split up its banks to reduce the risks to taxpayers of having to bail them out. Mr Liikanen’s experts concluded that there should be a strict separation between investment banking and retail banking. They also proposed forcing banks to hold more capital against some of their risky businesses, and to have debt that could be “bailed-in”, or turned into equity, to recapitalise an ailing bank.

Such proposed reforms resemble those working their way towards law in Britain. Yet the differences are profound. Whereas Britain’s independent commission on banking suggested fencing off and holding more capital in the part of banking that would have to be rescued in a crisis (ie, the retail bank), the Liikanen group thinks that banks should instead fence off banks’ dangerous bits. These risky activities include the proprietary trading targeted by the Volcker rule, as well as derivatives businesses that are above a certain size.

The report includes several useful recommendations, not least one that a portion of bankers’ pay come in the form of “bail-in” debt issued by their employers. And Mr Liikanen’s ideas would probably make banks simpler to break up if they did get into trouble. Yet the report errs in seeking to identify the riskiest parts of banks, forgetting perhaps that supposedly safe retail banks fail all the time, rather than concentrating on identifying the parts of banks that would have to be rescued in a crisis in order to avoid economic disaster.

Another problem is the report’s assumption that proprietary trading can be crisply defined. American efforts to draw clear boundaries between prop trading and buying securities to sell to clients are proving fiendishly difficult. In Britain the Vickers proposals neatly sidestepped this question by avoiding a ban on banks’ prop trading and by giving them some flexibility as to whether they could put certain risky activities inside the retail fence or not.

To avoid endless debate between regulators and banks, the Vickers commission recommended higher capital standards in retail banks to encourage banks to leave most of their activities outside the ring-fence. Mr Liikanen’s proposal, on the other hand, seems to skew the incentive the other way, and may encourage banks to lobby to keep some risky businesses on the retail side of the fence where they could be funded more cheaply by deposits.

Mr Liikanen’s ideas appear to have received a cool reception from the European Commission, which says it wants to reflect on how they fit with its other regulatory proposals. Given more urgent priorities in Europe—writing new capital standards, for example, and hammering out a banking union—that seems sensible.
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JPMorgan Chase v New York

In search of a villain

A special committee to prosecute mortgage fraud files its first case



THE procedure is well-honed by now. In an effort to hold a bank accountable for what happened in the run-up to the financial crisis, a prosecutor or a regulator files a suit with hard-hitting allegations. A wave of laudatory headlines follows. The bank in question offers some sort of denial, a bit of contrition, then settles. End of story.

Or so it has gone in the past. The first case from a mortgage-fraud unit created with great fanfare by Barack Obama in January suggests the plot-line may be shifting. This time the government is facing criticism for filing an incomplete complaint targeting a bank that no longer exists.

On October 1st Eric Schneiderman, co-chair of the mortgage unit and the New York attorney-general, charged JPMorgan Chase (JPM) with multiple fraudulent and deceptive acts tied to the sale of mortgage-backed securities. The case was filed under the Martin Act, a New York state law that is particularly favourable to prosecutors because it allows a financial institution to be convicted of fraud even without evidence of intent—normally a defining feature of the crime.

The 31-page complaint includes incendiary allegations about dodgy sales and underwriting practices. Employees engaged in vetting the underlying mortgages were said to be too overwhelmed with work to make informed decisions. Defective loans were routinely overlooked. Reimbursements made by originators of bad loans were retained by the bank rather than going to investors, who ended up with losses of $22.5 billion.

So far, so consistent with other well-publicised cases. But the lawsuit had barely been launched before criticism of it began, starting with the selection of JPM as a target. All of the alleged crimes were committed by Bear Stearns, an investment bank that JPM acquired, at the government’s behest, over a chaotic weekend during 2008 when regulators feared the collapse of America’s financial system. Whatever Bear’s failings might be, they were not JPM’s (even if Bear’s legal liabilities came in tandem with the acquisition).

The filing is sloppy, too. In its first demand, the complaint asks that JPM be restrained from activity similar to what is alleged, but there are no allegations that JPM ever engaged in similar behaviour. The lawsuit then asks for documents tied to Bear’s alleged activities, but there is no evidence that JPM has resisted any request for information from prosecutors under the normal discovery process. The third demand is for a blanket disgorgement of money due to investors, but the complaint makes no effort to distinguish losses due to wrongful activity from losses caused by a decline in the market value of mortgage-backed securities.

The press was unimpressed. “Is this the best that Eric Schneiderman has got?” was a fairly typical response from one Bloomberg columnist. JPM itself says the New York attorney-general did not offer the bank an opportunity to rebut the allegations in the complaint and vowed to contest the charges.

There is little it can do right now. In demanding further information, the complaint suggests the attorney-general’s office has yet to build its case. Inevitably, that has raised suspicions about why the indictment was filed now; just as inevitably, the motivation is widely believed to be political. A weak economic recovery has sharpened the hunger for villains; Mr Obama has an affinity for bashing bankers; the filing came just before the first debate between the president and Mitt Romney, his Republican opponent.

Mr Schneiderman himself appeared to be taken aback by the chilly reception. “There will be other cases against other firms,” he promised on October 2nd, in response to criticisms that JPM was the wrong bank to go after. “Multiple investigations” are in the works.

No one questions that there were severe problems in America’s pre-crisis mortgage market. Banks face extraordinary legal, political and public-relations problems as a result. What the most recent complaint establishes is that prosecutors can face them as well.
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Index-tracking funds

Index fingered

The battle to cut costs causes a rift between Vanguard and MSCI

VANGUARD is the investing world’s answer to Walmart. Founded in 1975 in response to research showing that few mutual funds performed well enough to justify their fees, it was the first company to sell index funds, which seek to match rather than exceed the market’s return, to ordinary retail investors. To ensure that its managers charge the lowest expenses possible, it is owned by the shareholders in its funds. By competing relentlessly on price, it has driven down fees across the industry.



Investors have not been the only ones to benefit from the growth of passively managed funds. The firms that develop and license indices have done very nicely, too. Standard & Poor’s (S&P) earns a crust from licensing its index of America’s 500 most valuable public companies. For shares listed outside America, the market leader is MSCI, which offers 120,000 indices customised by region, market capitalisation and stock type.

Index-fund providers must fight on price to attract investors. They have cut overhead and trading costs to remain profitable. That has left licences as their biggest expense: a third of revenues at one S&P 500 exchange-traded fund (ETF) goes to S&P. Cutting those fees has been difficult, since many investors are loth to part with familiar, time-tested benchmarks.

The only way to break the leading indexers’ hold is for a fund with an even stronger brand to jettison them. That moment may have come. This week Vanguard announced it would stop using MSCI for 22 funds. For foreign stocks it will now use FTSE, a British rival. For American shares it has hired the University of Chicago’s Centre for Research in Security Prices (CRSP), a non-profit outfit that Vanguard began paying to develop new indices in 2009.

Investors interpreted Vanguard’s decision as a death knell for MSCI: the firm’s shares fell 30% on the news. That is premature. According to Gus Sauter, Vanguard’s chief investment officer, the switch will enable the company to cut expenses on its funds by around one hundredth of a percentage point. That is a sizeable chunk of Vanguard’s costs: its ETF tracking MSCI’s index of stocks in developed markets outside the United States charges just 0.12% a year. But it is probably not enough to make investors in rival funds switch. Some hope the decision may have the opposite effect. Daniel Gamba of iShares, an ETF provider that is MSCI’s biggest indexing client, reckons that investors looking for an index provider with a proven track record and methodology will probably flock to iShares.

Perhaps. There is an art to indexing, as firms weigh up which baskets of securities will deliver the best returns and the lowest trading costs. But in the long run, if CRSP and FTSE prove they are up to snuff, the sheen will come off index development. “A lot of the best practices in indexing are not secret,” says Dan Culloton, an analyst at Morningstar, an investment-research firm, “and any improvements are incremental. It’s not necessarily an exclusive priesthood any more.”
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Inside Germany’s central bank

Europe’s monetary opposition

Tensions between the Bundesbank and the ECB are rooted in concerns about central-bank independence

 Danger: ECB construction

THE Bundesbank’s headquarters in Frankfurt offer a spectacular panorama of the city’s high-rise financial district. The view from Germany’s central bank includes a new skyscraper by the river Main, which will become the permanent home of the European Central Bank (ECB) in 2014. The two buildings—the Bundesbank’s drably orthodox, the ECB’s swanky and daring—mirror some of the tensions between these two institutions.

You might have expected those tensions to surface earlier. Before the euro arrived, the Bundesbank held sway not just in West and then united Germany, but across Europe. In 1992, for example, it was the Bundesbank’s unrelenting stance on keeping German interest rates high that pushed Britain out of the European exchange-rate mechanism. But since 1999 that clout has passed to the ECB, which sets monetary policy for the 17-member euro area. When its 23-strong governing council meets each month to determine monetary policy—no change was expected at its October 4th meeting, which took place after The Economist went to press—the Bundesbank president has just one vote, the same as his counterpart from tiny Malta.

Such a loss of power might lead any institution to sulk, let alone one with the self-regard of the Bundesbank, which had come to believe much of the mythology surrounding it as the bastion of Germany’s post-war economic miracle. But Jens Weidmann, its 44-year-old president (pictured with Angela Merkel, the German chancellor), belongs to a new generation of German central bankers. He is not crossing swords with Mario Draghi, the ECB’s boss, because he wants to bring back a world where the Bundesbank ruled supreme. The Bundesbank is not pining for the Deutsche Mark. The conflict between the two men, which flared up this summer over Mr Draghi’s new bond-buying strategy and has even prompted Mr Weidmann to invoke Goethe’s “Faust” as a warning against succumbing to the temptation of money-printing, is rooted in concerns about the ECB’s independence.

It is difficult to overstate the importance that the Bundesbank and its officials attach to central-bank autonomy. It is their version of the categorical imperative that the 18th-century German philosopher Immanuel Kant identified in morality. The Bundesbank was born independent, in 1957, making it the trailblazer for modern central banks. That freedom from government interference is not for its own sake but for a higher purpose of keeping prices stable, which in turn underpins economic and social stability. Although it is now the ECB that rules Europe, German central bankers took consolation from the fact that it was created in the Bundesbank’s stern image, with both its independence and a primary goal of price stability written expressly into the 1992 Maastricht treaty.

A determination to keep the Bundesbank independent affects everything that it does, which remains a lot. The central bank’s payroll has nearly halved since the early 1990s, owing to rationalisation of regional branches and efficiencies in distributing cash to banks. But it still employs over 9,500 people, many more than the 1,600 who work for the ECB.

What do all these people do? The Bundesbank is responsible for implementing the policies of the ECB in Germany, easily the biggest economy in the euro area. When the ECB council makes its regular monetary-policy decision at the start of each month, this affects the rate or terms at which it lends to banks. But the ECB does not itself carry out these refinancing operations; that is the job of the 17 national central banks, which together with the ECB make up the “Eurosystem”.

From the start of next year the Bundesbank will also play a leading role in an influential new financial-stability committee that will monitor the German financial system as a whole and, if necessary, take “macroprudential” steps, such as raising capital requirements, to prick a bubble. A new annexe has been added to the Frankfurt site to house the 100 or so staff who are already working in this area.

Another 1,000 Bundesbankers work in banking supervision. Germany’s central bank does most of the legwork in overseeing banks, using staff based in its regional branch network, but the ultimate say lies with BaFin, an agency of the finance ministry. This convoluted arrangement takes advantage of the Bundesbank’s expertise and manpower but keeps it independent. Under the German constitution, any agency that takes decisions affecting specific individuals or companies, as supervisors must do, is subject to the control of ministers who are in turn responsible for their actions to parliament. Such accountability would compromise the Bundesbank’s independence, points out Sabine Lautenschläger, the bank’s deputy president. Hence the dual arrangement.

False alarms and flashpoints

Plans are now afoot to put the ECB in overall charge of bank supervision in the euro area. The Bundesbank politely welcomes a more harmonised approach but is anxious about both the speed of the reform (at least as envisaged by the European Commission) and the details of such a big move. And it has deeper concerns. Putting the ECB in charge of banks might compromise its focus on price stability; and bank supervision may lead to euro-wide bank-deposit insurance, which would transfer risks from weak countries to strong ones in an opaque manner.



A fear of hidden transfers of risk explains widespread alarm in Germany caused by the size of the Bundesbank’s “Target2” claims. Target2 accounts are used to settle payments between the national central banks in the Eurosystem. As private capital has left the troubled economies of southern Europe and Ireland, peripheral central banks have, in effect, had to borrow more from those in the core. The Bundesbank’s claims have now reached €750 billion ($970 billion; see chart), easily the biggest item on its balance-sheet, which has soared over €1 trillion for the first time.

The German central bank has sought to allay worries about the Target2 balances, focusing instead on the credit risk of lending so much to troubled banks against weak collateral. As long as the euro area remains intact, Target2 claims are mere book-keeping entries (although if it were to disintegrate, the Bundesbank would take a hit, in principle limited to 27% of all such claims, reflecting its capital share in the ECB). The Bundesbank interprets them as a symptom of the wider crisis, in which the Eurosystem has been taking on more and more credit risk, rather than as a separate source of trouble in themselves, says Andreas Dombret, the board member responsible for financial stability.

The real flashpoint between the two institutions is bond-buying. The ECB does make some small bond purchases of its own, but the vast bulk is still done by the national central banks, with the Bundesbank buying around 25% of whatever the Eurosystem as a whole snaps up. This exposes the Bundesbank directly to the risk of losses, whereas its exposure through the payments-system balances is indirect, points out Joachim Nagel, the board member responsible for markets.

It was the ECB’s first foray into this territory in May 2010, when it decided to buy Greek government bonds through its Securities Markets Programme (SMP), that led Axel Weber, Mr Weidmann’s predecessor, to resign from the Bundesbank in early 2011. Mr Draghi said last month that the SMP was being closed down but announced a new programme called Outright Monetary Transactions (OMT), which envisages potentially unlimited purchases of short-term bonds.

The new strategy will enforce his shoot-from-the-hip pledge in late July to do “whatever it takes” to save the euro and was welcomed by Mrs Merkel. But Mr Weidmann balked. Although any ECB bond-buying would be conditional on a government signing up for an austerity-and-reform programme, he still opposed it, saying that it was close to monetary financing—direct borrowing by governments from their central banks—which is banned by the Maastricht treaty.

 Danger: ECB construction

In fact, that treaty does permit the ECB to buy public debt in the secondary market. And the Bundesbank’s visceral disapproval of bond purchases is not shared by other central banks in rich economies, such as America’s Federal Reserve, which has made them on a grand scale as part of its quantitative-easing policy. But Mr Dombret says that the American analogy is misplaced: the Fed has been purchasing high-quality Treasuries rather than state debt, whereas the ECB will be buying low-graded peripheral-government bonds, redistributing risks across Europe.

The Bundesbank has two fundamental worries about the ECB buying government bonds. First, it exposes taxpayers in northern countries to risks that belong to those in southern states, but does so opaquely within the Eurosystem rather than openly. Second, it takes monetary policy too close to the realm of fiscal policy and thus compromises the ECB’s independence. Even the conditionality of the OMTs can be seen as subjugating monetary to fiscal policy. Mr Weidmann is essentially calling on the German and other European governments to come clean about the fiscal consequences of a monetary union rather than disguising them within the Eurosystem. The politicians have to take responsibility for keeping the euro area together; it has to be their job, says Mr Nagel.

When it emerged that Mr Weidmann had been the sole governing-council member to vote against the OMT programme, much was made of his isolation. But if he is in a minority of one at the ECB, he is not in Germany, where a recent poll showed a big majority supporting his stand against bond-buying. Thomas Mayer, an adviser to Deutsche Bank, thinks that Mr Weidmann’s strategy of open opposition is enabling him to exert restraint on the ECB council—for example, in limiting the bonds that will be bought under the OMT programme to ones with a residual maturity of up to three years.

Principles or pragmatism

And although Mr Weidmann is at odds with Mr Draghi, in reality he is confronting Mrs Merkel. His defiant opposition chimes with the line that the Bundesbank has long taken: that European leaders are doing too little; that a monetary union requires a fiscal and a political union; and that without this further integration the ECB will not be a genuinely independent central bank. The trouble with this unbending stance is rather like the objection to Kant’s philosophy. It is too uncompromising to deal with the messy choices that the ECB has to make in the meantime to keep the single-currency show on the road.
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Free exchange

Tide barriers

Capital controls would work better if there were some international norms

MAINSTREAM economists have had to rethink a lot as a result of the financial crisis. The cross-border flow of capital is one such area. Gyrations in money movements over the past five years (see left-hand chart) have reinforced fears that sloshing tides of capital can destabilise economies. No less an authority than the International Monetary Fund (IMF), once an ardent foe of capital controls, is now exploring when and how limits on cross-border investment might be justified.



The case for the free movement of capital is similar to that for free trade, an area where economists’ long-held convictions remain firm. Voluntary exchange across borders should make everyone better off. Borrowers receive better access to credit at lower cost; lenders can earn higher returns on a diverse array of investments. Yet large, temporary inflows of money have been known to pave the way for big economic trouble.

One danger is that incoming capital inflates bubbles. In a recent paper* Anton Korinek of the University of Maryland distils the lessons of research spurred by recent emerging-market crises to explain how cross-border investment can lead to financial instability. Investment in a market can boost its growth outlook, making additional investments more attractive and prompting an upward spiral in capital flows. When the cycle reverses, however, the opposite dynamic develops. The euro zone provides a rich-world example. Pre-crisis inflows set off property and wage booms, leaving behind uncompetitive economies when they receded. Mr Korinek thinks that bubbliness could justify a tax on capital inflows that rises in line with countries’ indebtedness and should be higher for foreign-currency-denominated debt.

It is the impact of inflows on currencies that most vexes governments. Jonathan Ostry, an economist at the IMF, reckons there is a theoretical case for limiting capital inflows to prevent a surge in currencies above fair value. Where production in export industries depends on “learning by doing”, or the steady accumulation of expertise over time, even a temporary hit to exports from a currency appreciation could prove deadly. Yet Mr Ostry rightly emphasises that the bar for intervention should be high.

One risk from imposing capital controls is that they can be hard to roll back because they suit vested interests. The political influence of powerful manufacturers now looks like an obstacle to freeing up the Chinese capital account, for example, which in turn hampers the rebalancing of China’s economy towards domestic consumption. Spillover effects are another risk. A single country responding to destabilising inflows with capital controls may simply deflect money elsewhere.

Research by Kristin Forbes of the Massachusetts Institute of Technology and Marcel Fratzscher, Thomas Kostka and Roland Straub of the European Central Bank has assessed the impact of Brazilian taxes on foreign purchases of fixed-income assets between 2006 and 2011. Controls worked, the authors find; without hikes in the tax in 2008, 2009 and 2010 investors might have accumulated $30 billion more in Brazilian debt and equity, equivalent to roughly 5% of total foreign portfolio investment in the country. But controls are also a blunt instrument. Investors cut their exposure to Brazilian equities even though the tax was assessed on debt, the authors write, suggesting that the government’s signal that it was willing to intervene was more important than the direct effect of the tax. Investors also reduced their exposure to other economies deemed likely to follow the Brazilian example, but increased their allocation of money to other markets that, like Brazil, are closely linked to Chinese growth.

Such deflections are not necessarily bad, according to a new IMF discussion paper by Mr Ostry, Atish Ghosh and Mr Korinek. If an economy has good reason to limit flows—for example, to prevent a dangerous domestic bubble—then the world is better off for the redirection of money. But bad outcomes could easily result. Countries that take only their own interests into account (such places do exist, alas) may impose controls that are too strict, diverting cascades of hot money elsewhere. The countries that receive it may intervene in turn, with a net effect of much less international capital movement than all countries would prefer.

Controlling controls

A more co-ordinated approach might mitigate the risks of the nastier spillover effects. When there are surges of capital towards multiple destinations, for example, lots of countries may intervene simultaneously to mute inflows. That intensifies the risk of an escalating capital-control war as each country tries to ward off flows that have been deflected by others. In these circumstances, the authors suggest, there is a case for a multilateral framework to ensure that countries act with the effect on others in mind.

The authors also suggest that co-ordination should extend to the countries that are exporting capital as well the countries receiving it. Capital flows driven by interest-rate differentials between rich and emerging economies (see right-hand chart) dwarf those caused by capital controls in other emerging markets, after all. This suggestion is political dynamite: source countries would bristle at any attempt to control their monetary policy. But “prudential” measures that limit the exposure of domestic financial institutions to high-risk foreign investments would be a more politically acceptable way of selling co-ordination.

American commercial-bank investments fuelled financial instability in Latin America in the 1980s, for example, and also left American money-centre banks on the brink of insolvency. The authors suggest that the mandate of home-country regulators of cross-border banks could be extended to cover activities of these institutions that cause instability in other countries. There may be room for capital-constraining policies that make life easier for lenders and borrowers alike.

Sources

"The new economics of capital controls: A research agenda", Anton Korinek, IMF Economic Review, August 2011.

"Bubble thy neighbour: Direct and spillover effects of capital controls", Kristin Forbes, Marcel Fratzscher, Thomas Kostka and Roland Straub, NBER Working Paper No. 18052, May 2012.

"Multilateral aspects of managing the capital account", Jonathan Ostry, Atish Ghosh and Anton Korinek, IMF Staff Discussion Note, September 2012.
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The genetics of politics

Body politic

Slowly, and in some quarters grudgingly, the influence of genes in shaping political outlook and behaviour is being recognised



IN 1882 W.S. Gilbert wrote, to a tune by Sir Arthur Sullivan, a ditty that went “I often think it’s comical how Nature always does contrive/that every boy and every gal that’s born into the world alive/is either a little Liberal or else a little Conservative.”

In the 19th century, that view, though humorously intended, would not have been out of place among respectable thinkers. The detail of a man’s opinion might be changed by circumstances. But the idea that much of his character was ingrained at birth held no terrors. It is not, however, a view that cut much ice in 20th-century social-scientific thinking, particularly after the second world war. Those who allowed that it might have some value were generally shouted down and sometimes abused, along with all others vehemently suspected of the heresy of believing that genetic differences between individuals could have a role in shaping their behavioural differences.

Such thinking, a product compounded of Marxism (if character really is ingrained at birth, then man might not be perfectible) and a principled rejection of the eugenics that had led, via America’s sterilisation programmes for the “feeble minded”, to the Nazi extermination camps, made life hard for those who wished to ask whether genes really do affect behaviour. Now, however, the pendulum is swinging back. In the matter of both political outlook and political participation it is coming to be seen that genes matter quite a lot. They are not the be-all and end-all. But, as a review of the field published in September in Trends in Genetics, by Peter Hatemi of Pennsylvania State University and Rose McDermott of Brown University, shows, they affect a person’s views of the world almost as much as his circumstances do, and far more than many social scientists have been willing, until recently, to admit.

Family values

The evidence for this claim comes from two types of source, one relatively old and one spanking new. The old is studies of twins, comparing identical and non-identical pairs. The new is a direct examination of people’s DNA, searching for genes whose variation correlates with observable behavioural differences.

Twins studies, which seek to control for the effects of upbringing by comparing identical twins (who share all their DNA) with fraternal ones (who share, on average, half), have been going on since the 1950s. In that time, quite a number, in many countries, have looked in part at political questions. Dr Hatemi and Dr McDermott pored over 89 peer-reviewed papers on the effects of genes and environment (both family upbringing and wider circumstances) on political matters. These included twins’ political knowledge, their attitudes to racial, sexual and religious questions, their views on defence and foreign policy, and their identification with particular political parties.



On all counts, identical twins were found to be more alike than fraternal twins. That knowledge, refracted through the prism of statistical theory, allows calculations of the proportionate influences of genes, family environment and general environment on particular traits to be made (see chart). Some show strong genetic influence. Some show little. Intriguingly, political knowledge and party identification are at opposite ends of the spectrum. As the chart shows knowledge (or rather, presumably, an innate predisposition to acquire such knowledge) is highly genetically determined. Identification with a particular political party, by contrast, is largely a question of family upbringing—much more so than are opinions about the sorts of policy that it might be thought would determine voting patterns.

But even family ties weaken when people leave home—and they do so in a way that helps disentangle genetic influence. Dr Hatemi showed this in 2009 when, along with a group of colleagues, he looked at twins aged between 11 and 75. His results demonstrated that until their late teens both kinds of twins had equally similar political views. Soon after they flew the nest, though, as might be expected, their views began to diverge. And, just as would be expected if genes have political influence, the views of fraternal twins diverged more than did those of identical ones. Between the ages of 18 and 20 identical and fraternal twins both shared nearly 70% of their political ideology. Between the ages of 21 and 25, that had shrunk to 60% for identical twins and 40% for fraternal twins. Clearly, then, genes matter.

Nor do they merely affect a person’s opinions. They also affect his level of political engagement. This was shown in a study published in 2008 by James Fowler of the University of California, San Diego. Dr Fowler and his team analysed the voter-registration records of identical and fraternal twins from Los Angeles, and also from a more nationally representative database. They found that identical twins are 53% more likely either both to register or both not to register than are fraternal twins.

Political signals

Twins studies like these unequivocally demonstrate the heritability of politically related behaviour. What they do not do, though, is explain the underlying biology. That is an area which is only now starting to be explored.

In 2010 a study published by Dr Fowler and his colleagues implicated a gene known as DRD4 in the development of political affiliation. DRD4 encodes a receptor molecule for a neurotransmitter called dopamine. (Neurotransmitters are chemicals that carry signals from one nerve cell to another.) Those with a variant of DRD4 called 7R, and also a large network of friends acquired during their adolescence, tended to be (in the American sense of the word) liberals—ie, left wing.

One interesting point about this observation is that it requires both a genetic input (the 7R variant) and an environmental one (the network of friends) to take effect. DRD4-7R has previously been associated with novelty-seeking behaviour. The authors of the paper speculate that the interaction of that tendency with possible exposure to lots of different ideas held by lots of different people might push an individual in a leftwardly direction.

Following up on Dr Fowler’s work, research published earlier this year by a team led by Dr Hatemi found a further 11 genes, different varieties of which might be responsible for inclining people towards liberalism or conservatism in the way that Gilbert described. These included genes involved in the regulation of three neurotransmitters—dopamine, glutamate and serotonin—and also G-protein-coupled receptors, which react to a wide variety of stimulants. Most astonishingly, the researchers found that olfactory receptors are also implicated, giving a whole, new twist to the idea that someone’s political platform “smells” wrong.

The word “inclining” is important. No one is suggesting that there are particular genes, or versions of genes “for” liberalism or conservatism. But inclinations there do seem to be. Moreover, direct studies of genes also support what the twins studies suggest about political engagement, independent of opinion. In particular, work by Dr Fowler implicates another dopamine receptor, DRD2, and also 5HTT, which regulates serotonin levels, in influencing voter turnout. People with versions of these genes that increase the effect of the neurotransmitter are more likely to vote than those with low-activity versions.

The will and the way

The third part of the question, though, is how this all links up with the fundamental driver of biology, evolution. The suggestion of Dr Hatemi and Dr McDermott is that political action is the collective expression of some pretty primal biological motives: those of survival and procreation. Deciding whether or not to be part of a particular group, whom else to admit to your group, how to keep or share resources, and how much sexual freedom to afford oneself, one’s neighbours and one’s children are all, and always have been, lively matters of political debate. But they are also all matters that have an impact on the crucial Darwinian business of getting genes into the next generation.

Dr Hatemi and Dr McDermott are not suggesting genetic factors directly create ideologies that relate to these matters. They are suggesting, though, that genes assist in deciding which opinions an individual will find it most attractive to cleave to.

Unlike the social determinists of old, however, who frequently refused to concede even the possibility of genetic influence on behaviour, the new generation of genetic political scientists are perfectly happy to acknowledge nurture along with nature. Dr Hatemi’s own work, for instance, has shown that external shocks, such as unemployment and divorce, effectively abolish the genetic influences he has detected on many ideological questions as other responses, more appropriate to survival in the changed circumstances, kick in. These responses too, of course, are probably under evolutionary—and hence genetic—control. But they are different from the ones being looked for at present.

That sort of granularity, and the need to accept partial rather than universal explanations for biological phenomena, led the two researchers to one other thought. This is that part of the problem social science has had in the past in accepting biological explanations is that its practitioners do not understand the nature of the claims being made. There are, to repeat, no genes for socialism or conservatism, or for prejudice or tolerance, any more than there are genes for Christianity or Islam. But a person’s genes can sometimes propel him more easily in one direction than another. His free will is, if you like, a little freer to turn right than left, or vice versa. Gilbert was therefore not quite right. But he was not exactly wrong, either.
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An ancient Martian stream bed

Rocks on Mars



This picture, taken by NASA’s new Mars rover Curiosity and released on September 27th, shows a conglomerate—a rock formed from water-borne debris. NASA’s scientists thus reckon that this corner of Mars was, billions of years ago, the bed of an ankle-deep stream. That is good news for those who hope the planet might once have supported life.
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Medical technology

Skin deep

A better way to diagnose skin cancers

DERMATOLOGISTS are good at spotting unusual bits of skin that might or might not be cancers. Testing whether they actually are, though, is quite literally a bloody pain. For a piece of skin to be identified as malignant or benign it must be cut out and sent to a laboratory for examination under a microscope. But a team of researchers led by Rainer Leitgeb, a physicist at the Medical University of Vienna, hope to change that. As they describe in Biomedical Optics Express, Dr Leitgeb and his colleagues are exploring a technique called optical coherence tomography (OCT), which they think will allow skin cancer to be diagnosed in situ.

OCT is a form of optical echolocation. It works by sending infra-red light into tissues and analysing what bounces back. The behaviour of the reflected rays yields information on the structures that they collided with. That, Dr Leitgeb hoped, could be used to generate a map of features just beneath the surface of the skin. Similar technology has been employed for nearly two decades by eye doctors and Dr Leitgeb felt that, with a bit of tinkering, it should work for skin as well.

The OCT systems operated by ophthalmologists use low-power lasers which produce light with a wavelength of 850 nanometres. That is just beyond the range detectable by the rods and cones of the eye, and is thus ideal for probing that organ without discomforting the patient. Skin, however, is insufficiently transparent at this wavelength, so one thing Dr Leitgeb had to do was change it.

Another thing which had to change was the speed at which the laser operates. In the ophthalmological system, images are built up from a series of pulses. The more of these the laser sends in, the more light returns to the device and the higher the resolution of the resulting image. However, that image must be built up quickly, otherwise movement of the tissue being illuminated will blur it. For eyes, between 20,000 and 60,000 bursts a second is enough. But to photograph blood vessels inside skin Dr Leitgeb knew more would be needed. In the end, he commissioned a group of researchers at Ludwig-Maximilians University in Germany to design an instrument which produces light with a wavelength of 1,300 nanometres and has the ability to fire 440,000 pulses a second.

With their new laser in hand, Dr Leitgeb and his colleagues set up an experiment that let them test the system on a range of skin conditions, including a healthy human palm, allergy-induced eczema on the forearm, inflammation of the forehead, and two previously diagnosed cases of basal-cell carcinoma. They expected to see normal blood vessels in the healthy palm, increased perfusion caused by dilated and altered vessels in the eczema and the inflammation, and a chaotic jumble of vessels feeding the cancers.

And that is exactly what they did see. Moreover, the images of the vessels supplying blood to the tumours were good enough to allow them to calculate blood-flow rates. That, Dr Leitgeb suggests, could also help treatment by allowing doctors to identify the times during their development when tumours are most vulnerable to starvation by having their blood supply cut off.
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The Great Barrier Reef

Dr De’ath v the killer starfish

A new study puts numbers to the Great Barrier Reef’s decline

 Reef, not

ON SEPTEMBER 26th Google, an internet-search firm, announced that users of its Google Maps software would be able to take virtual dives on the Great Barrier Reef, the largest coral formation in the world, located off the north-eastern coast of Australia.

But although the Great Barrier Reef is one of the most legally protected on Earth, it is, like other reefs, suffering from the effects of predators, pollution and climate change. A paper just published in the Proceedings of the National Academy of Sciences attempts to put some numbers to the decline.

The researchers, led by Glenn De’ath of the Australian Institute of Marine Science, examined data from more than 2,200 reef surveys dating back to 1985. Although some parts of the reef had grown, the overall trend was sharply downwards. Dr De’ath and his colleagues found that average coral cover—in other words, the proportion of the reef that hosts live coral polyps, as opposed to their unoccupied exoskeletons—has dropped by around half, from 28% in 1985 to 13.8% today. That is a decline of 0.5 percentage points a year. The decrease was not uniform. The relatively isolated northern parts have done best, while cover on parts of the southern end has fallen as low as 8.2%.

The researchers also tried to estimate what was responsible for the decline. Damage from tropical storms, they reckon, accounted for about half of coral deaths. Bleaching—in which symbiotic algae that live within many corals, and which photosynthesise on their behalf, are expelled, often with fatal results—explained another 10%. Bleaching is triggered by high temperatures and its frequency has increased, probably in response to global warming. The remaining two-fifths, they say, was predation by the crown-of-thorns starfish.

Although it is a natural inhabitant of the Great Barrier Reef, the crown-of-thorns has, in recent years, undergone several population explosions. The reason is uncertain, but the most likely explanation is that more of its larvae than normal are reaching adulthood. These larvae feed on planktonic algae. Agricultural fertilisers washed off the land by rain can cause algal population booms, making more food available to the larvae.

The good news is that what people give, people can, in theory, take away. In the absence of the crown-of-thorns, Dr De’ath reckons the coral coverage would grow by 0.89% a year, despite pressures imposed by bleaching and cyclones. Efforts to cull the starfish have had some success, but a better approach would be to reduce agricultural run-off and thus cut the banquet enjoyed by the larvae.
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Correction: BAE Systems

In “Rockets galore” (September 29th) we said that the Advanced Precision Kill Weapons System was made by BAE Systems and Northrop Grumman, and cost $18,000 a missile. In fact, it is a purely BAE product and costs $28,000.
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Britain’s first modern philosopher

The significations of his words

After more than 350 years, the first critical edition of Hobbes’s “Leviathan”



Thomas Hobbes: Leviathan. Edited by Noel Malcolm. Oxford University Press; 2,355 pages; $375 and £195. Buy from Amazon.com, Amazon.co.uk

WHEN Thomas Hobbes was maths tutor to the future English king, Charles II, in Paris in 1646, his young charge reportedly found Britain’s first great modern philosopher to be “the oddest fellow he ever met with”. That was one of the nicer things said about the “Monster of Malmesbury”, as one pamphleteer called him. Hobbes was the most vilified thinker in British history, and he had almost no defenders in his own country for about a century after his death in 1679 at the then-remarkable age of 91.

Hobbes’s early reputation fared better on the continent. But at home some people said that the Great Fire of London in 1666, and an outbreak of bubonic plague a year earlier—Daniel Defoe’s “Plague Year”—was God’s way of punishing England for tolerating such an impious wretch. A few weeks after the fire a parliamentary committee started to look into “such books as tend to Atheism”, particularly Hobbes’s best-known treatise, “Leviathan”. He was told that some bishops wanted him dead. Understandably, he destroyed many of his private papers, which is one reason why the life and work of Hobbes has long been such a tricky subject for scholars.

But things are looking up for the Monster, thanks to the labours of Noel Malcolm, a polymath at All Souls College, Oxford, and a former journalist and commentator. In the 1990s Dr Malcolm transformed the study of Hobbes by assembling and annotating his surviving correspondence. Dr Malcolm seems to have read, and judiciously assessed, everything that may be relevant to everything that may be relevant (this includes graveyard inscriptions, so it can fairly be said that he leaves no stone unturned). He has now published the first fully critical edition of “Leviathan”, including the different, and shorter, Latin version, which Hobbes published some 17 years after the English text that anglophone students of politics study to this day. Anyone who wonders why Hobbes used the name of a biblical sea-beast that was traditionally identified with the devil to refer to the state, or commonwealth, “to which…we owe our peace and defence”, will find the obscure but likeliest solution to this puzzle, and others, uncovered here.

How did Hobbes make so many enemies? Even aside from his politics, of which more later, there was plenty of provocation in his writings. There were tirades against Aristotle and scholasticism, aimed at the universities. There were attacks on theologians, who, Hobbes maintained, claimed to know more about God than mortal minds could discover. There was an account of psychology that was taken to show man as irredeemably selfish. Hobbes also lobbied for a reduction in the power of the churches. He held that religious disputes should be adjudicated by the sovereign of each country, which is one reason why he excoriated Catholicism, a transnational religion. (Hobbes’s own father was a cleric, as it happens: a semi-literate drunk, who was obliged to disappear when Hobbes was a boy, after beating up another clergyman in a churchyard.)

Above all, though, it was Hobbes’s scientific materialism that rendered him an anathema. Like Descartes, and other devotees of the “new philosophy” pioneered by Galileo, Hobbes regarded nature as a machine. But he took this idea further than anyone else and maintained that absolutely everything is physical. There are no immaterial spirits: man’s immortality begins with the resurrection of his body. And God himself is a physical being. This is what made Hobbes an “atheist” to practically everyone except himself. For most of history an “atheist” was a man who worshipped the wrong God, not no God at all; a physical God, as imagined by Hobbes, was not really God.

Hobbes’s idea is one of the rarest heresies in the history of Christianity. Some have claimed that Tertullian, one of the Latin Fathers of the Church, believed it. But the idea was abhorrent to all denominations until the 19th century, when the new American religion of Mormonism adopted it. Like Hobbes, Mormons maintain that the Bible means what it says in the passages that describe man as made in God’s image. If Mitt Romney, the Republican candidate in next month’s American presidential election, believes the scriptures of his own religion, he accepts that God the Father “has a body of flesh and bones as tangible as man’s”—the very belief which caused Hobbes to be vilified for centuries. (This may turn out to be the least of Mr Romney’s problems.)

A modern materialism, as opposed to the ancient materialism of Democritus, was one of Hobbes’s two main philosophical innovations. The other was a novel way to see government: Hobbes’s method in political philosophy was the opposite of Utopianism. Instead of describing an ideal society, as Plato does in “The Republic”, Hobbes starts by imagining the horrors of a lawless world, where everyone is left to fend for themselves. The result, as he famously wrote, would be “continual fear, and danger of violent death; and the life of man, solitary, poor, nasty, brutish and short.” To avoid this result, man must cede his natural right of self-defence, and much else, to a sovereign authority with very broad powers, preferably an absolute monarch. Anything less leads to hellish consequences.

Hobbes lived through England’s civil wars, and several wars of religion on the continent. Did these terrifying times prompt him to offer a cure that was worse than the disease? That is the gist of some virtuoso invective by Hugh Trevor-Roper, a British historian who died in 2003. Trevor-Roper, later Lord Dacre, summed up “Leviathan” curtly: “The axiom, fear; the method, logic; the conclusion, despotism.”

Hobbes would probably have acknowledged the first part: he admitted to being a fearful type. His mother was frightened into labour by the rumoured approach of the Spanish Armada, leading Hobbes to quip that she “Did bring forth Twins at once, both Me, and Fear.” Logic? He is guilty as charged. His provocative reasoning on a host of topics kick-started modern British philosophy. As for despotism, that is a hard question. Dr Malcolm’s edition of “Leviathan” may help readers to decide if that is a fair description of what the Monster had in mind.
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Documentary film: “The House I Live In”

World without end

Eugene Jarecki’s new film dissects America’s failed and cruel drug war

BACK in the early 1990s, Mike Godwin, a lawyer and frequent participant in online discussion groups, made an observation that came to be known as Godwin’s Law. It states: “As an online discussion grows longer, the probability of a comparison to Hitler or Nazis approaches one.” The often unstated corollary to Godwin’s Law is that the one who makes the comparison has, by virtue of doing something so incendiary and unimaginative, lost the argument.

Eugene Jarecki’s new documentary, “The House I Live In”, opens and closes by invoking Nazi Germany. Mr Jarecki mentions it first in reference to his family, who emigrated to escape the Nazis, and again in reference to America’s drug laws, the subject of his film. Richard Lawrence Miller, a historian, argues that America’s drug laws dole out to drug abusers what fascist regimes have done to undesirables the world over: ostracism, loss of liberty and eventually incarceration.

Mr Miller does not make the comparison directly—indeed, he explicitly warns against a direct comparison—but as he speaks Mr Jarecki flashes images on screen: of Nazi Germany, of what one assumes is Rwanda and the former Yugoslavia. It is a regrettable aesthetic decision and turns Mr Miller’s rather subtle and persuasive argument into something akin to propaganda.

Such propaganda is not only distasteful, it is also unnecessary. As this harrowing, discursive film makes clear, the failure of America’s drug war is obvious. Since President Richard Nixon declared drug abuse “public enemy number one” in 1971, the penalties associated with drug use have grown more severe and the number of people incarcerated for drugs has soared. Drugs, meanwhile, are readily available, and drug abuse remains common. When coupled with the loss of decent, low-skilled jobs in America’s inner cities, Mr Jarecki argues, this trend has turned into a war on America’s poor, especially its poor minorities.

His argument is not new, and the film itself does not really break fresh ground. What it does do is humanise the polemic at its centre. What one remembers at the end of the film are not the statistics or the policy arguments, but the people: Nanny Jenner, a black woman from Virginia who worked for Mr Jarecki’s family and whose son was an intravenous drug-user who died of AIDS; Shanequa Benitez, a shaven-headed petty drug dealer from New York with glittering eyes and a winning Artful Dodger appeal; and Kevin Ott, an inmate in Oklahoma serving life without parole for three ounces of meth—an amount that could fit in a small envelope. They are the casualties of this long and pointless war.
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The art of prediction

Looking ahead

How to look ahead—and get it right



The Signal and the Noise: Why So Many Predictions Fail—But Some Don’t. By Nate Silver. Penguin Press; 534 pages; $27.95. Allen Lane; £25. Buy from Amazon.com, Amazon.co.uk

NATE SILVER serves as a sort of Zen master to American election-watchers. While pundits rake over opinion polls, economic data and the other daily flotsam of election campaigns, only to ditch yesterday’s analysis when tomorrow’s froth turns up, Mr Silver’s blog, “FiveThirtyEight”, radiates a serene calm, adjusting its forecasts only when the data allow. This year that has not happened often: the predictions provided by Mr Silver’s model, expressed as probabilities, have barely shifted during much of the presidential campaign, despite events seen by some analysts as potential game-changers, such as the Supreme Court’s backing for Barack Obama’s health-care plan or Mitt Romney’s decision to appoint Paul Ryan as his running-mate. Only recently, after the party conventions, has the model begun to show Mr Obama opening up a wider lead.

“The Signal and the Noise” is a book about prediction, not politics. In the spirit of Nassim Nicholas Taleb’s widely read “The Black Swan”, Mr Silver asserts that humans are overconfident in their predictive abilities, that they struggle to think in probabilistic terms and build models that do not allow for uncertainty. He ranges over a number of themes, from seismology to chess-playing, but exhibit A is the American housing crash of 2007-08 that triggered the financial crisis. Hauled before Congress to explain why their assessments of mortgage-backed securities had proved so off the mark, the ratings agencies pleaded ignorance: no one had seen the crash coming.

As Mr Silver points out, this is untrue. Plenty of observers, including this newspaper, identified the housing bubble before it burst. More to the point, the wildly inaccurate performance of the ratings agencies (Standard & Poor’s and Moody’s were out by a factor of over 200 in their assessments of the default risk of credit-default options) merely illustrates the power of the forces that drive people to make dubious predictions.

Another target of Mr Silver’s ire is the idea that in a world with a surfeit of data there is no need for interpretation: that the numbers simply tell their own story. Far from it. The more data you have, the harder it is to distinguish the useful sort (“the signal” of the book’s title) from the misleading or confusing (“the noise”). A chapter on climate change points out that without a strong theory of the mechanism of global warming via the greenhouse effect, it would be harder to pick out the signal (the long-term warming) in the notoriously noisy temperature record.

Yet this book is not a counsel of despair. Drawing on the work of Philip Tetlock, a psychologist whose findings on the predictions of political pundits (they’re mostly bunk) deserved to kill off that industry, Mr Silver finds reason to elevate one species of forecaster, the fox, over another, the hedgehog. The fox keeps an open mind, adjusts theory to evidence and is wary of ideology. Hedgehogs do the opposite. Foxes, needless to say, produce more accurate predictions.

A guiding light for Mr Silver is Thomas Bayes, an 18th-century English churchman and pioneer of probability theory. Uncertainty and subjectivity are inevitable, says Mr Silver. People should not get hung up on this, and instead think about the future the way gamblers do: “as speckles of probability”. In one surprising chapter, poker, a game from which Mr Silver once earned a living, emerges as a powerful teacher of the virtues of humility and patience.

For the most part those virtues are on keen display in this book, which in fox-like fashion does not attempt to construct a grand account of human prediction but simply to identify some of the common ways in which people make mistakes and some of the methods by which they could improve. Mr Silver has certainly earned the right to an audience. In the 2008 election cycle his model nailed the winner in 49 out of 50 states in the presidential race (Indiana was the exception), and correctly predicted the winner of all 35 Senate elections. As November approaches, many will be watching him anew.
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David Foster Wallace

Infinite struggle

The fevered imaginings of a dazzling American writer



Every Love Story is a Ghost Story: A Life of David Foster Wallace. By D.T. Max. Viking; 352 pages; $27.95. Granta; £20. Buy from Amazon.com, Amazon.co.uk

FEW literary authors achieve the cult celebrity of rock stars. But there was something about David Foster Wallace that seemed bigger than his books. In distressed clothing and workman’s boots, his scraggly hair often tied up in a bandanna, he looked every bit the grubby savant. An arsenal of Wittgenstein, hipster slang and literary experimentation helped him pick apart the existentially terrifying contradictions of American life at the turn of the 21st century. This earned him the label of genius, and the regard of the young, affluent and similarly confused. His death by suicide in 2008, aged 46, has lent him the grim patina of a martyr, preserving the vitality of his voice from the erosion of time.

All of which makes Wallace a seductive subject for a biography, but also a tricky one. Given his complexities and his unwieldy fiction, a lesser writer might have turned in an overwrought tome to rival “Infinite Jest”, Wallace’s biggest and best-known novel. Yet D.T. Max of the New Yorker has managed an elegant tribute. Restrained and incisive, his book is respectful without succumbing to hagiography.

An awkward youth, skinny and pimply, Wallace earned a reputation at university for being a stellar student with a unique mind—racing, recursive, “beset by anxiety and whipped by consciousness”. Marijuana soothed his nerves and television afforded countless hours of near-catatonic pleasure. He took to studying philosophy, and particularly enjoyed logic problems for the way they turned messy questions of free will into technical, solvable puzzles. But early exposure to Donald Barthelme and Thomas Pynchon, opened his eyes to the power of fiction to address what was so confusing in life.

Wallace wrote his first novel, “The Broom of the System”, as his senior thesis. The words just poured out of him, an easy stream that made him feel less an author than a transcriber, he told a friend. The smart and entertaining result, published in 1987 when Wallace was 24, is covered in the fingerprints of his literary heroes, particularly Mr Pynchon but also Don DeLillo (with whom he went on to enjoy an epistolary friendship). Wallace would later dismiss the book as written by “a very smart 14-year-old”. But after several bouts of serious depression, requiring hospitalisation and lifelong medication, his debut taught him that writing fiction “took him out of time and released him from some of the pain of being himself,” writes Mr Max.

The aim of Wallace’s work was to “distil the experience of being human in a human community,” he explained to his first editor. What this meant on the page changed over time, in stories and essays that ranged from playful postmodernism to sardonic surrealism, in language that dazzled with a semantic mix of high and low. But he always took fiction very seriously, ultimately believing its purpose was to alleviate loneliness and give comfort. He wrote by hand, because this forced his brain to wait, and he strove for a style that preserved an “oralish, out-loud feel” (a detail Mr Max tucks away in the endnotes, which read like entertaining out-takes from a fine film).

Wallace was preoccupied with the manipulative desire-mill of a media-saturated society. He believed Americans were obsessed with being entertained, which resulted in senseless addictions and deadened affects. This social verdict was an extension of Wallace’s personal demons, which included bingeing on television, struggles with intimacy, alcoholism and substance-abuse, which kept him in rehab for most of his life, writes Mr Max. Yet Wallace’s effort to comment on this condition and map a way out of it led to his most important literary breakthrough.

Weighing in at nearly 1,100 pages, “Infinite Jest” was informed by Wallace’s need for a new sincerity, a literary alternative to the popular, defeatist culture of irony. Set in America in the not-too-distant future, the novel braided countless characters and ideas into a deliriously strange and self-consciously literary plot, involving a tennis academy, a recovery facility, a dysfunctional family and a debilitatingly gripping film. Though some found the book “tedious and effulgent”, such as Jay McInerney, writing in the New York Times, many embraced it as a weirdly compassionate new “Catcher in the Rye” for the newly lonesome and misunderstood. Wallace’s style inspired a host of self-consciously anti-ironic followers.

Success and ambition made writing more fraught with time. Wallace grew to worry that he was merely a “high-level entertainer”, and he became suspicious of the many accolades tossed in his direction, including a MacArthur “genius” grant in 1997. He spent years trying to get some traction on a new novel, which considered the value of boredom, specifically among IRS accountants (released post-mortem as “The Pale King” in 2011). But “work”, Wallace wrote to his friend and fellow novelist, Jonathan Franzen, in 2006, “is like shitting sharp stones, still”. To help jog his creativity, Wallace tried to wean himself off antidepressants. But this precipitated the despair that led him to end his life.

It remains unclear whether Wallace’s work truly criticised America’s self-absorbed, obsessive culture or was merely a uniquely clever product of it. Still, Mr Max’s biography reminds readers of what has been lost in the untimely death of this rare and serious writer, who spoke for those who remain vexed by what it means to live a meaningful life amid so much plenty and noise.
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Making music

Same as it ever was

Rediscovering music with Talking Heads’ front man

 Making more sense than ever

How Music Works. By David Byrne. McSweeney’s; 345 pages; $32. Canongate; £22. Buy from Amazon.com, Amazon.co.uk

DAVID BYRNE is the rock star who vanished. The mesmerising front man of Talking Heads, a cult American band of the 1970s and 1980s, he disappeared into the jungles and deserts of world music after the band dissolved acrimoniously in 1991. But Mr Byrne, a Scottish-born New Yorker, never stopped making music, or sense. His new magnum opus, “How Music Works”, makes this clear. Fans of the band’s hypnotic sound are not the only ones who will gain by hearing what this restless musical innovator has to say.

Mr Byrne’s baggy treatise on the history, meaning and technology of music is no memoir. “The ‘ageing rocker bio’ is a crowded shelf,” he sardonically observes. Instead the songwriter and singer, now 60, sets out to distil all he has learned in a lifetime of musical collaboration. The result is a carpet-bag of a book, part investigation, part primer, part manifesto. What is it about music that matters so deeply? And how are changes in technology returning it to its vibrant communal roots?

Far from being a Romantic expression of the individual, music, Mr Byrne believes, is a social, even biological, phenomenon. All forms are responses to the situations and places in which they arise, whether opera houses or campfires. Yet the invention of technology to capture this evanescent experience has radically changed this essential mode of communication. Mr Byrne traces how, from wax discs to MP3 files, recordings have changed music from “something we participated in to something we consumed”.

Mr Byrne’s survey of recording technology leans heavily on contemporary scholars. By adding his personal experience, however, the author deepens the subject considerably. It has been said of him that he “would collaborate with anyone for a bag of Doritos” (a kind of crisp). He concedes this, and goes on to argue that collaborations with African, Cuban, Brazilian and other artists have shown him that music is an innate human faculty that “tells us how other people view the world”. To understand how music works is to grasp fundamental truths about how humans communicate creatively. His descriptions of the process used to make Talking Heads’ iconic albums, “Remain in Light” and “Speaking in Tongues”, for example, illuminate how gospel and African music served as sonic guides to creating the band’s ecstatic, communal sound.

Music moves from innovation to homogenisation—until the next new thing arrives. Inevitably, he writes, it “eats its young and gives birth to a new hybrid creature”. The digital revolution follows this pattern. Music composed using software has led to homogenous corporate pop, which Mr Byrne sees as now in its final throes. Meanwhile, plummeting costs for production and distribution have left recordings virtually valueless. Unless new profit-sharing models evolve, musicians can no longer make a living from recording. Something will have to give, he says: “I smell another revolution in the works.”

The flip side of the record—and the good news—is that digital technology has also freed music-making from its corporate straitjacket and returned it to the place it started: in bedrooms, on laptops, a free-for-all of experimentation in which authorship is less important than collaboration and performance.

The book is a sprawl. Many readers will skip a chapter replete with pie charts that advises up-and-coming artists on how to survive in this new landscape. A chapter on how to engineer a music “scene”, though of documentary interest (it details the history of the downtown Manhattan club CBGB, where Talking Heads and the Ramones got their start), feels superfluous. Still, creators of all stripes will find much to inspire them in Mr Byrne’s erudite musings on the biological and mathematical underpinnings of sound, from Plato to Copernicus and from John Cage to Tantric Buddhists. His observations on the nature of pattern and repetition, and on people’s neurological response to aesthetic experience, apply to all creative fields. “How Music Works” should be required reading for all writers and publishers: this song is coming soon to an e-reader near you.
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Eric Hobsbawm

Eric Hobsbawm, historian, died on October 1st, aged 95



HIS boyhood enthusiasm for the countryside, especially for its birds, never left him. His heart soared at the sight of a red kite or a hen harrier. He mourned how rarely he heard the song of the yellowhammer, “a-little-bit-of-bread-and-no-cheese”, on his hikes through the hills of mid-Wales to which he had retreated, close to the River Wye.

Eric Hobsbawm was a rare bird himself: “the last living Communist”, as he was teased at his 90th birthday party, and one of the last committed Marxist historians. He had become a Communist at secondary school in Berlin in 1932, and joined the party when he went up to his beloved King’s, Cambridge in 1936, because politics was his passion and it was either Hitler or the other side. But he remained for 50 years until Communism foundered, collapsing “so completely”, he wrote, “that it must now be obvious that failure was built into this enterprise from the start.” Why, then, had he stayed? Because he was of the generation that believed the October Revolution of 1917 was the great hope of the world; and he could not bear to betray either the revolution itself, or those who had fought for it.

There were testing moments, for sure. In 1956, after Soviet tanks crushed the Hungarian uprising and Khrushchev exposed the crimes of the Soviet past, Mr Hobsbawm’s embrace of Stalinism was revealed for the folly it was. Most of his intellectual friends left the party. He stayed, gradually regretting that he had remained an apologist for “Uncle Joe” for so long. But just as he kept his kneejerk political obsessions—supporting, for example, any team that played football against a country, like Croatia, that had a fascist fellow-travelling past—so he remembered the Soviet Union, horrors and all, with an indulgence he could not feel for China.

Alongside his Communism, he insisted on remaining a Marxist historian. Again, he was asked why. It put him in a ghetto, when he had rather cleverly—with his blue eyes, fair hair and English father—got through a childhood in interwar Vienna as der Engländer, rather than being labelled as the Jew he also was. That Marxist tag threatened to tarnish his reputation, when his lucid and scholarly books on what he called the long 19th century, from 1789 to 1914 (“The Age of Revolution”, “The Age of Capital”, “The Age of Empire”), on nationalism and on labour movements deserved, and won, an audience well beyond leftist circles and academe.

Defiant, Mr Hobsbawm championed Marx to the last. For his intellectual force; for his grasp of the world as a whole, at once political, economic, scientific and philosophical; and not least for his conviction, as relevant in 2008 as in 1848, that the capitalist system, with its yawning inequalities and naked greed, would inevitably—irresistibly—necessarily—be destroyed by its own internal tensions, and would be superseded by something better.

The joy of mass protest

As well as naive idealism, nostalgia tinged his writings. He wrote his history of the short 20th century (1914-1991), “The Age of Extremes”, as a “participant observer”, marvelling that he could have come through the most absurd and monstrous century in human history feeling, for the most part, happy. He might leave no mark behind, as “common men” tended not to, but he had lent his boyish effort to wider collective ends: tall, ugly, gangly and mostly solitary, marching in the Berlin snow, stuffing leaflets into letterboxes, against a background of looming cataclysm.

Above and beneath all, he was a romantic. He enjoyed the writings of Joseph Roth, especially “The Radetzky March”, with its image of a world where people of many languages and religions could somehow rub along together (needing only liberty and equality to achieve the Communist internationalist paradise). And he revelled in that most demotic and subversive music, jazz. He was almost as proud of being an amateur jazz critic (writing for years, under a pseudonym, for the New Statesman) as he was of being a professional historian. There too, ideology crept in. He lamented that jazz since 1960 had fossilised, losing that dynamic of change from below; and when Billie Holliday died, he wrote that it was impossible to listen to her thin, gritty voice without hating the world which had made her what she was.

By the end of the 20th century he no longer expected revolution in the West (nor in Latin America, though he was feted there, especially in Brazil and Paraguay). Shocking inequalities did not seem to urge people on to the streets. In Britain in the 1980s it was clear, even to him, that handing the Labour Party to the hard left would not stop the working man voting for Margaret Thatcher. The most famous modern manifestation of leftish fury, in Paris in May 1968, seemed to him a Club Med affair of spoiled middle-class kids.

Yet part of him had longed to be there. Next to sex, he claimed, there was nothing so physically intense as “participation in a mass demonstration at a time of great public exaltation”. Which perhaps explains why this lifelong Marxist revolutionary struggled on his Zimmer frame to get to a neighbour’s house in Wales to watch the Thames Jubilee pageant this summer—and to enthuse about how he had just seen a buzzard circling overhead.
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