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INDIA – BRAINS AND FIBER OPTIC CABLES
I’ve recently returned from a visit to Mumbai which included attending a day long investor conference held by Tata Consulting Services, India’s largest information technology (IT) firm.  I am firmly convinced that India should be on every investor’s radar even if near term the outlook for Indian stocks—like lot’s of other stocks in other countries -- is not so promising. I am also firmly convinced that India is good for the world economy. I think that Fed Chairman Bernanke should get on the next plane to India and take a good look at a type of deflation he thinks is very rare.
First a few comments for those readers less familiar with India. Mumbai is the country’s sophisticated financial capital and home to Bollywood. Plenty of money and glamour there if you like money and glamour. I like money and glamour.  Nevertheless, the Western visitor to Mumbai has to do some adjusting. The traffic, the ubiquitous shanties, the occasional wandering cow, the absence of Starbucks and the presence of legions of stomach microbes that specialize in preying on Westerners all have to be confronted. Luckily regarding this last point there is nothing to worry about. All good hotels have a doctor on 24 hour call who knows just what to do for visiting Western weaklings. But there are other cultural challenges. For example there was the disco at my hotel that played only American hip hop and Jamaican reggae and no desi. Why fly 7807 miles from New York to hear Bob Marley? One good thing.  I didn’t find out until after I left that there were approximately 60,000 squatters living on the grounds of the airport. It seems the squatters attract birds which in turn have a habit of flying into jet engines. Not to worry. They’re building a new airport and planning to pay the squatters to leave the old one. Of course in China things would be simpler…
Mumbai used to be called Bombay but the name was changed in 1997. Mumbai is derived from the name of a Hindu goddess. Bombay is a corruption of the Portuguese Bom Bahia or “Good Bay.”  Once upon a time, the islands and the bay that were later to become Bombay were a Portuguese possession. In 1661 a Portuguese princess named Catherine of Braganza married the British king Charles II and brought Bom Bahia as a dowry. No doubt with the aid of some good (Bombay?) gin, the British slurred Bom Bahia into Bombay. Frankly, I like the name Mumbai better – I’d vote for a goddess every time and Mumbai rhymes with Dubai and Shanghai, two really cool places. But a lot of other colonial names have been changed in Mumbai as well, some perhaps more of a challenge for the unenlightened tongue. For example the very beautiful and definitely-worth-seeing Prince of Whales Museum, opened in 1922 and an example of Indo-Saracenic architecture, has been renamed Chhatrapati Shivaji Maharaj Vastu Sangrahalaya. 
SUPPLY SIDE DEFLATION AT WORK

Helicopter Ben Bernanke in his now infamous speech to the National Economists Club in 2002 declared that “Deflation is in almost all cases a side effect of a collapse of aggregate demand--a drop in spending so severe that producers must cut prices on an ongoing basis in order to find buyers.” That’s just not right all the time. Bernanke is a student of the Great Depression. A collapse in aggregate demand did characterize the deflation of that period. The reconstituted gold standard of the 1920s and early thirties had a deflationary bias and induced political leaders everywhere to take deflationary measures when the opposite was needed. And the Fed stood by and let the banking system collapse. (Anyone interested in just how deflationary the revived gold standard was in the post WWI era should read Barry Eichengreen’s  Golden Fetters, The Gold Standard and the Great Depression 1919-1939 ) As I wrote in the last letter, unfortunately the international monetary system in 2008 has an inflationary bias. Bernanke is fighting the last war. 
And there is such a thing as supply side deflation. There’s nothing rare about it. As economist Gary Shilling has frequently pointed out, supply side deflation is good deflation. From 1871-1914 countless new inventions – the telegraph, the steamship, the railroad, refrigeration—all lowered global costs, increased economic efficiency and raised standards of living across the world. Today the newly unleashed talented workforces of China and India are producing the same supply side lowering of costs. It’s a good thing too because the monetary system is biased towards excess demand.
Tata Consulting Services now has roughly 108,000 employees, the majority Indian. Attending the TCS conference and listening to one speaker after another in impeccable English talk about the company’s global delivery model left a deep impression on me. In William Gibson’s Neuromancer the hero Case “jacks in” his brain to cyberspace, “soaring through tactile lattices of data and logic, rustling encoded secrets for anyone with the money to buy his skills.”  I had this Gibson vision of millions of Indians with fiber optic cables attached to their brains “jacking in” to global cyberspace, lowering costs, increasing efficiency and bringing about good supply side deflation. And by the way these millions of Indians have become global consumers. According to Radha Chadha and Paul Husband in their new book The Cult of the Luxury Brand, Inside Asia’s Love Affair with Luxury, “money is the new religion” for the 19-29 year olds that form the core of employees in India’s burgeoning IT industry. The IT workers aren’t burying their money under a mattress and creating a deficiency of aggregate demand. They are spenders. Unlike China, India is running a balance of trade deficit. Relax Chairman Ben.
In terms of the Indian IT industry, all of this raises questions about the inexhaustibility of India’s pool of talented engineers. TCS brags that its annual turnover rate for employees is currently running at “only” 12.2% which is a low for the industry. The Indian newspapers are full of reports about rising salaries in the IT sector and substantial job turnover. The casual reader could get the impression that every engineering and science graduate in India who can speak English and count to ten without using his or her fingers has at least one job offer.

Like everything else in India, the Indian educational system is a mixture of the extremely good, the bad and the very ugly. Different numbers get tossed around but currently India probably graduates about 500,000 engineers a year. Quality however varies considerably and you read things like only 50% of these are employable. But added to this must be the many Indians who return from studying abroad. It’s harder to get into the seven elite Indian Institutes of Technology (IITs)—originally set up by India’s first Prime Minister Jawaharlal Nehru—than it is to get into MIT. Nehru was obsessed with scientific and technical education and India has a fifty year tradition in this. Actually India has a tradition of excellence in mathematics that goes back about two thousand years. But that’s another story. More IITs are on the planning board. There are also some good state schools right below the IITs. But these schools and IIT’s will never supply enough graduates to give India a comparative advantage in IT. Fortunately, the private market has come to the rescue. One source I encountered said that 4 out of 5 Indian engineering students are at private universities. The number of private engineering schools has exploded. Plus the major IT companies are investing heavily in their own training programs and are working closely with universities. For an unabashed market-wallah like me, the rapid response of the private sector is no surprise. 
 The very ugly part of Indian education is at the primary school level. Here again the private sector is filling a need. I asked my drivers, who presumably were not on Forbes list of Indian billionaires, where their kids went to school. Several replied that they sent them to English medium private schools as did the majority of the parents in Mumbai. The public schools were terrible they said. The teachers often didn’t show up, the students learned nothing and the mediums of instruction were Hindi and Marathi (the local Mumbai language).  
Still it is interesting that TCS and the other big Indian IT firms are now looking to alternative sources for new hires. TCS is recruiting science students as well as engineers. And it is looking to hire engineering talent in other emerging markets like Vietnam or even Uruguay. That suggests that India might be temporarily tapped out as far as top quality engineering talent goes.  
Still the Indian engineering tradition is a major factor and may not be equaled anywhere else in the world even China. For example, TCS’s Latin American representative at the conference stated that Latin American educational systems produce far more shrinks than engineers. Who knows? Maybe the Latin American shrinks could offer counseling services to overworked Indian techies.
INVESTING IN INDIAN STOCKS
Investing in Indian stocks is a frustrating experience for non-institutional US and other non-Indian investors and it may be a problem as well for most institutions. The simple fact is that a non-Indian retail investor can’t buy directly on Indian stock exchanges. Rather the retail investor must buy stocks with a depository receipt which trade for the most part in New York and London. Moreover, because of restrictions on foreign ownership, the usual arbitrage mechanisms don’t always function for these depository receipts so that they can trade at significant discounts or premiums to their underlying securities which trade in the Indian markets. Right now there are exactly 15 ADRs and two closed end funds which trade in New York. There are also a few open end mutual funds which focus on India and several companies which could be considered Indian although they are headquartered in the US and legally are US companies. 

Despite various restrictions which partly “rope off “ the Indian market from the rest of the world, in fact the Indian stock market has declined this year with other stock markets. Some of the same macro problems are affecting India. Rising rates of inflation, a rising rupee against the dollar and a slowdown in the US economy are three major factors. And by any measure the Indian markets at the beginning of the year weren’t cheap. Near term my advice would be to wait on Indian stocks. Longer term you need to be there.
Longer term if India can continue to grow its GDP at 8-9% rates it has to be an attractive place to invest. Unfortunately the most interesting companies may be ones involved in domestic consumption, telecommunications, real estate, water and infrastructure. Companies in these industries by and large do not have depository receipts trading in New York. A number of the IT companies do have depository receipts although not yet TCS. The IT companies by and large are great companies that have chalked up impressive growth rates in the last five years but they are hardly the whole Indian story. Short term they are affected by the global slowdown or at least investors worry they are. And they do not have a monopoly on the Indian brain pool. IBM for example now reportedly has one fifth of its work force in India. Other American companies are making similar commitments. The most rewarding long term investments are in companies that have a terrific product and some kind of monopoly or unique brand, e.g., Microsoft, Intel, Coca Cola, the British East India Company.
