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The truth about free trade.

BY JOHN CASSIDY

Gregory Mankiw, the chairman of
. the White House Council of Eco-
nomic Advisers, is a tall, mild-mannered
Harvard scholar, widely admired within
his profession for his sharp mind and
clear exposition, He joined the Bush Ad-
ministration last year, replacing Glenn
Hubbard, who returned to Columbia
University, and during his first nine
months in Washington he attracted little
attention, which suited him fine, How-
ever, in February, Mankiw found himself
in the headlines after he described out-
sourcing—the shifting abroad of previ-
ously secure jobs, such as accounting and
computer programming—as “the latest
manifestation of the gains from trade
that economists have talked about at
least since Adam Smith.” As Mankiw
put it, “Outsourcing is just a new way of
doing international trade. . . . More
things are tradable than were tradable in
the past and that’s a good thing.”

The response to these statements was
immediate and bipartisan. Senator John
Kerry, the Presidential candidate-elect,
accused the White House of wishing
“to export more of our jobs overseas.”
Tom Daschie, the Senate Democratic
leader, claimed that President Bush
and his advisers subscribed to “Alice-in-
Wonderland economics.” On the Repub-
lican side, Dennis Hastert, the Speaker
of the House of Representatives, said
Mankiw’s “theory fails a basic test of eco~
nomics,” and Donald Manzullo, a con-
gressman from Ilfinois, called for his res-
ignation. Even the President seemed to
disown Mankiw's words. “There are peo-
ple locking for work because jobs have
gone overseas,” he said. “We need to act to
make sure there are more jobs at home.”

Shortly after receiving this public up-
braiding, a chastened Mankiw spoke ata
conference of economists, in Washing-
ton. He said that he had learned a valuable
lesson: “Economists and non-economists
speak very different languages. The two
languages share many words in com-

mon, but they are often interpreted in
different ways.” Mankiw had a point.
Put two economists in a room together
and plain English is usually the first ca-
sualty. And yet the outcry his statements
provoked cannot be dismissed as a lin-
guistic misunderstanding, Although the
number of people employed has picked
up in recent months, the economy is still
creating far fewer jobs than it did during
previous cyclical upswings. According
to the Bureau of Labor Statistics, non-
farm employment peaked in March,
2001, at 132.5 million. In June, 2004, al-
most three years into an “economic re-
covery,” total non-farm employment was
131.1 milkion, Tt is also an undisputed
fact that many American businesses are
choosing to relocate production to places
like China and India, where there is
ample cheap labor. LB.M., for one, has
confirmed that it is considering moving
tens of thousands of jobs overseas to
save money. In the past, manufacturing
bore the brunt of this global labor arbi-
trage. Today, largely thanks to digitiza-
tion and the Internet, the service sector,
which employs fully four-fifths of the
Iabor force, is increasingly affected. Many
white-collar industries that once pro-
vided safe, well-paid employment, such
as telecommunications, insurance, and
stockbroking, are no longer immune
from the temptation fo outsource.
Well-educated American workers see
software programmers in Bangalore
earning six dollars an hour, when simi-
larly trained domestic programmers are
paid fifty or sixty dollars an hour, and, not
surprisingly, they worty about their own
fivelihoods. Politicians are paid to reflect
these concerns. As a senator, Kerry sup-
orted a host of free-trade initiatives, in-
cluding the North American Free Trade
Agreement and the extension of Most
Favored Nation status to China. But
once he embarked on a Presidential cam-
paign he railed against “Benedict Arnold
C.E.O.s” who transfer jobs overseas, and







he proposed policies designed to limit
outsourcing. Senator John Edwards,
Kerry’s running mate, has taken an even
harder line. The Bush Administration,
despite its ostensible support for trade
liberalization, didn't hesitate to impose
tarifts on foreign steel to protect domestic
producers in swing states such as Ohio
and West Virginia, The steel tarifls were
eventually removed, after the European
Union threatened a trade war, but the
United States continues to provide hefty
subsidies to dairy farmers, tobacco grow-
ers, and other agricultural producers.

Given these political realities, it s left
to economiists to defend free trade, which
they tend to do without reservation, re-
gardless of political affiiation. For ex-
ample, one of Mankiw’s predecessors,
Martin N. Baily, who served in the Clin-
ton Administration, has just co-authored
a paper entitled “Exploding the Myths
of Offshoring,” which echoes Mankiw’s
arguments almost word for word. De-
spite Kerry’s tough public stance, many
of his economic advisers endorse views
simifar to Mankiw’s and Baily’s, as do
the vast majority of economic commen-
tators. During recent months, the Wal/
- Street Journal, the Financial Times, Bust-
ness Week, Fortune, and The Economist
have each published articles pointing out
the benefits of outsourcing, Only a few
journalists have dared to challenge the
received wisdom, most notably CNN’s
Lou Dobbs, who has been conducting a
virulent populist attack on businesses
that shift jobs overseas. Surely Dobbs,
who left CNN for a while to work at
Space.com, hasn't spotted something
that the fuminaries of the economics
profession have missed?

Surprisingly enough, he might well
have. While outsourcing isnit the only rea-
son that businesses are so reluctant to hire
American workers—rising productivity
and a lack of faith in the recovery are
others—it is certainly playing some role,
a fact that corporate executives are much
more willing to admit than economists
are, Moreover, economists tend to over-
state the theoretical case for outsourcing,
arguing that trade liberalization is always

and everywhere beneficial, which simply -

§ isn't true. In today’s world, where multi-

of a switch, there is no econornic theory
which guarantees that new types of trade,
such as outsourcing, automaticalty bene-
fit the United States. Some Americans
gain: consumers, who enjoy lower pr prlces‘
stockholders, who see profits rising at
companies that employ cheap foreign
labor. Some Americans lose: workers
whose jobs are displaced; the owners of]
firms whose contracts are transferred to
foreign suppliers, But the economists’ ar-
gument that the country as a whole inev-
itably benefits is questionable.

s Mankiw indicated, it was Adam
Smith who developed the argu-
ment that the unfettered exchange of
goods and services allows individuals to
specialize in what they do best, thereby
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lies at the heart of outsourcing and oft-
shoring. (The two phrases once had dis-
tinct meanings, but now they are used
interchangeably.)

Smith took the logie of specialization .
and applied it to the international mar-
ket, arguing that no country should pro-
duce anything it EQE@ import more
cheaply from abroad, “What is prudence
in the conduct of every private family
can scarcely be folly in that of a great
kingdom,” he wrote. This analysis im-
plied that countries should concentrate
on industries iny \vlliclm:l“ are the low-
cost producer, or, in the language of
todays economists, industries in which
they have an “absolute advantage” over
foreign competitors.

A classic example involved Lancashire

Quisourcing is't the only reason that Americans are losing jobs, but itk playing a role.
g Ly 8] ying

raising over-all income and prosperity.
“The taylor does not attempt to make
his own shoes, but buys them of the
shoemaker,” Smith wrote in “The Wealth
of Nations,” which was published in
1776."The shoemaker does not attempt
to make his own clothes but employs a
taylor,” It may seem remarkable that
economists still refer to the work of a
Scottish radical who didn’t even call
himself an economist—his title at Glas-

textile mills, which exploited the damp
climate of northern England, and Portu-
guese vineyards, which prospered in the
southern sun. In the presence of prohib-
itive tariffs on imports and exports, which
were widespread at the time Smith was
writing, England would have been forced
to make its own wine (or go without}, and
Portugal would have had to manufactare
cloth, which would have wasted valuable
resources. But if free trade was introduced

2 national corporations can produce many
= goods and services practically anywhere,
"é and where investment capital can move
2 from one continent to another at the flick

each country could concentrate on its
stlengtﬁ, with Ehghnd exchangmg its
stitplus cloth for Portugal's surplus wine,

gow University was professor of moral
philosophy—but the division of labor,
which is what Smith was talking about,
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All true, but their kind did invent the can opener.”

to the benefit of consumers in both places.

The principle of absolute advantage
is relatively easy to understand, and
economists cite it all the time in an at-
tempt to alleviate concerns about out-
sourcing. “The benefits from new forms
of trade, such as in services, are no dif-
ferent from the benefits from traditional
trade in goods,” the Council of Eco-
nomic Advisers said in its testimony to
Congress earlier this year. “When a good
or service is produced at lower cost in an-
other country, it makes sense to import it
rather than produce it domestically. This
allows the United States to devote its re-
sources to more productive purposes.”

However, some types of offshoring
are not so easy to rationalize. American
insurance firms are hiring workers in
countries like India to process customer
claims. Yet many of the Americans who
are being displaced are well-educated and
productive employees who could proba-
bly do the job better than their Indian
counterparts. Why, then, does this sort of
trade benefit the United States? David
Ricardo, another ancient British econo-
mist, answered this question in “Princi-
ples of Political Economy and Taxation,”
which was published in 1817, and it is his
defense of fiee trade that Mankiw and
his colleagues rely on to this day, Where
Smith argued that nations gain by ex-
porting goods which they can make more
cheaply than other countries, Ricardo
said that trade between countries makes
sense cvcn If one of the counties is the

7 Suppose, fe said, that}m Portugal it
takes ninety workers to make cloth and
eighty workers to make wine, whereas
in England cloth production requires a
hundred workers and wine production
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requires a hundred and twenty. Then, as-
suming wages are the same in both coun-
tries, Portugai has an “absolute advan-
tage” in wine and cloth Should it still
frade with Englandp Yes, said Ricardo.
Compared with each other, he pointed
out, Portu_gjls vineyards are still more ef-
ﬁc1enfpr 1an its textile imlls Therefore, it
l}:nalzes sense for the country to §pecxalize
ction, export what it doesn't
need, and import British cloth. Portu-
gal’s “comparative advantage lies in wine.
Ricardo’s argument is subtle—Paul
Samuelson, the great M.I'T. economist,
once said that comparative advantage
is the most difficult economic theory
to grasp——but it is also extremely power-
ful. It implies that the United States
shouldn't try to keep hold of low-value
businesses, such as insurance processing
and telephone-call centers, even if its
workers could operate them more effi-
ciently than their counterparts in devel-
oping countries, Instead, it should con-
centrate on building up businesses fike
publishing and entertainment, where the
displaced workers can be employed more
productively, According to some esti-
mates, the copyright business, which in-
cludes film, music, books, and software,
accounts for about five per cent of the
Gross Domestic Product, which means
it is the biggest sector in the economy,
bigger even than the auto industry. If
the economists are to be believed, this is
just as things should be: one industry
that the United States used to dommate
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declines; anothél rises t(; take its place.
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An}f sensible discussion of trade has
to acknowledge the power of com-
parative advantage. Capitalism has suc-
ceeded where other systems have failed

e Y

in large part because it allows countries
to develop according to its dictates. Poor
places, like Mauritius and Indonesia,
start out by producing labor-intensive
goods, such as toys and clothing, Middle-
income countries, such as South Korea
and Taiwan, enter more advanced bust-
nesses, such as the manufacture of auto-
mobifes and consumer electronics. And
developed nations, such as Japan and the
United States, operate at the frontier of
technology, creating industries fike wire-
less communications and biotechnology.
This hierarchy of production helps lift
poor nations out of poverty. According to
the World Bank, between 1981 and 2001
in East Asia the number of people living
on less than a doliar a day, which is the
bank’s threshold for acute poverty, fell
from about eight hundred million to less
than three hundred milkion. This dramatic
reduction would not have taken place if
Thailand, Malaysia, and other Asian
countries had been unable to export their
products to the developed world,

But how does the rise of potential
economic superpowers like China and
India benefit the United States? Here,
Ricardo’s theory needs applying carefully.
Ina heretical but fascinating book, “Global
Trade and Conflicting National Inter-
ests,” which appeared in 2000, Ralph E.
Gomory, the president of the Alfred P,
Sloan Foundation, and William ], Bau-
mol, an economist at N.Y.U., examined
what happens when a low-wage econ—’)
omy begins competing with a high-wage
economy. Unlike many economists, who
tend to rely on make-believe models,”
Gomoryand Baumol tried to be realistic.
They assumed that export industries op-
erate most efficiently on a large scale,
which means that thcy tend to be con-
centrated in one region, and that coun-
tries can learn things from each other,
such as hiow to assemble televisions and
write software. The results of this analy-
sis were startling, “If the wage differential
between two trading countries is suffi-
ciently large, the loss of industries to the
low-wage, underdeveloped country may
well benefit both countries at the national
level,” Gomory testified to Congress ear-
lier this year. “However, as the under-
developed country develops and starts to
look more like the developed one, the
balance turns around and further loss of
industries becomes harmful to the overall
welfare of the more developed nation.”

”
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This conclusion directly challenges
Mankiw'’s claim that free trade must, asa
matter of economic logic, benefit the

United States. It supports the common-
sense notion that what helps one nation
can hurt another, and that countries
adversely affected by foreign competition
can fose out permanently. Although the

work of Gomory and Baumol hasn't

received much attention from other econ-
omists, and it certainly isnt the final word

on the subject, it implics, at the very

least, that the potential gains and losses
from outsourcing need to be weighed.
Anprinciple, it ought to be possible for

the winnets fiom free trade—consumers ™ 3
and stockholders, say—to compensate the

7 losers with monetary bénefits, In practice,
such transfers rarely occur. Research by
the Princeton economist Henry Farber,

among others, shows that workers dis-

placed by foreign competition are usually

forced to take a pay cut, that is if they are
fortunate enough to find new jobs. (The
average cut js thirteen per cent.,) Cities hit
by plant closings take years to recover,
and some—such as Gary, Indiana; Flint,
Michigan; and Syracuse—never do.
"The nearest thing to a compensation
scheme is the federal Trade Adjustment

Assistance program, which has recently

been expanded. In 2003, this scheme
provided income support and retraining
grants to more than two hundred thou-

sand displaced workers. However, a

2001 report by the General Accounting
Office has shown that it is often ineffec-
tive, especially for older, less educated
workers. Othcr ideas have been proposed,
suchas “wage insurance” for workers
threatened by foreign competition, and

tax credits for firms that invest in worker

retraining, but with the budget deficit al-
ready approaching five hundred billion
dollars their cost is prohibitive.
Although the Bush Administration
beefed up the Trade Adjustment Assis-

tance program, some of its members

_fuestion the very idea of compensating
/the losers from trade. Ina capitalist sys-

tem, they point out, jobs are eliminated
all the time, as a result of technical prog-
ress and shifting consumer tastes. Why,
they ask, should the victims of trade get
Ve better deal than the victims of a robot?

Ben S. Bernanke, a Princeton economist

and a member of the Federal Reserve
i Boatd, recently estimated that the Amer-

ican economy eliminates roughly fifteen

million jobs a year—about one in seven
of the total—as it redirects workers and
resources to growing industries, By com-
parison, Ravi Aron, an economist at the
Wharton School of Business, put the
number of white-collar jobs lost to out-
sourcing between the start of 2000 and
February of 2004 at about a hundred
thousand a year. Other estimates, which
include manufacturing, suggest that
trade will eliminate perhaps three hun-
dred and fifty thousand jobs this year. As
Bernanke points out, even if this higher
figure is correct, it implies that foreign
__competition accounts for onlyabout one
in fifty of all job losses.

“““That is’t the final analysis, however,
Outsourcing service-sector jobs is a
relatively new phenomenon, and it is
growing fast. A widely cited example
features Indian radioclogists who exam-
ine X-rays from places like Miami and
Chicago, and transmit their diagnoses
via the Internet. It isn’t hard to imagine
other jobs that might be affected: reser-

.vation agents, telephone solicitors, com-

puter programimers, accountants, data-
base managers, financial analysts, and
anybody else who performs easily replic-
able tasks with the aid of a computer.
The jobs that are likely to remain safe are
those which require physical proximity
and intellectual flexibility, such as nurs-
ing, plumbing, social work, and teaching,

One report, from Forrester Rescarch,
a technology consulting firm in Cam-
bridge, Massachusetts, suggested that
between now and 2015 about 3.3 million
white-collar positions will shift abroad,
Outsourcing of manufacturing jobs is
also on the rise. According to Econ-
omy.com, a research firm based
in West Chester, Pennsylvania,
taking service industries and
manufacturing together, the
number of jobs moving over-
seas will reach six hundred
thousand a year by 2010, Pre-
dictions of this nature should
be regarded as educated guesswork,
but they illustrate that concern about
outsourcing isn't a passing fad—a sit-
uation that at least some mainstream

‘econormists are willing to acknowledge.

“A huge, new swatch of our jobs will
become vulnerable to foreign competi-
tion over the next few years,” Berkeley's

J. Bradford DeLong and Stephen S.
Cohen wrote in an article that DeLong

recently posted on his Web site, “This
new set of potentially tradeable jobs are
in many cases held by people who are not
accustomed to layoffs, Often, they are
high-paying, clean, good jobs, Some are
the best jobs. The people who hold them
are quite convinced that they are on
top—that they have these jobs and that
these jobs are well-paying—because they
are the best people who deserve to have
them; they are smart and industrious.”

S ome economists privately acknowl-
edge that the arguments about out-
sourcing are nuanced, but they fear
that any weakening of support for free
trade could do untold damage to the
economy, During the Great Deptession,
Congress introduced the infamous
Smoot-Hawley Tariff Act, which raised
duties on a range of foreign goods.
Other countries retaliated, and the sub-
sequent downturn in international trade

intensified the slump. The economiists |

are right when they say protectionism

st the answer to outsou?EfﬁgT Butihey
“need to get beyond paf slogans about

free trade.

John Kerry has at least tried to address
the issue. His outsourcing plan, which
was largely drawn up by Jason Furman, a
young economist who was formerly one
of Mankiw's students at Harvard, would
revoke tax breaks for companies that
shift production overseas and redistrib-
ute some of the extra revenue in the
form of subsidies to firms that expand
hiring in the United States. Politically,
this proposal is an astute response to
popular concern about outsourcing,
Practically, it is unlikely to have much

reductions that firms enjoy by
moving jobs abroad ate so large
that hitting them with a tax in-
crease wouldn't make much
difference to their calculations.
And employment subsidies
often end up benefitting work-
ers who would have been hired anyway.

There is another ssue, which hasn’t
been addressed. At the moment, the out-

sourcing debate is focussed on jobs and

employment security, Soon, it will re-
volve around wages and Benefits as well
“Uliimately, it is the level of demand in
the economy, not trade policy, that dic-
tates the pace of job creation. As long as
the Federal Reserve and Congress utilize
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impact. All too often, the cost ‘
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monetary and fiscal policies effectively to
keep up spending, the economy should
eventually create enough jobs of some
sort to occupy most people who want to

| work. But what sort of pay will they

command? A long-established theorem
of international economics—the “factor-

price equalization theorem™—states that
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when two countries start out with simi-
lar technology and skills but different
wage rates, trade between them will re-
duce wages in the high-paying country
and increase wages in the low-paying
country until, eventually, workers in both

places end up earning the same amount,

Until now, most American work-
ers have been able to escape this pincer
movement, but as countries fike China
and India fulfill their potential this may
change. More and more American work-
erswill be forced to compete with poorly
paid labor in the developing world, and
the downward pressure on American
wages could become irresistible, In the
nineteen-seventies, when Asian manu-
facturers targeted their American rivals,
Japanese wages were about half of Amer-
ican wages, and the resultant competition
was one reason that workers” earnings
stagnated for a gencration. Today, workers
in India carn between a fifth and a tenth
as much as their American counterparts.
“On the one hand, economists will say
that the gains from trade will thereby be
that much greater for the economy as a
whole,” DeLong and Cohen write. “On
the other hand, the potential downward
pressure on loser workers in rich coun-
tries will be that much greater as well.”

Some industries that compete inter-
nationally, such as pharmaceuticals and
avionics, have succeeded despite paying
their workers high wages, because the
United States has maintained an edge
in science and technology. But the on-
going transfer of knowledge and ex-
pertise to developing countries, as well
as changing attitudes toward business
and entrepreneurship in those societies,
means American leadership can no
longer be taken for granted.

"The essential point is that comparative
advantage is no longer endowed by na-
ture: through hard work and enlightened
administration, countries can wrest it
from each other’s grasp. Ricardo was writ-
ing about economies dominated by agri-
culture and rudimentary manufacturing,
where a favorable climate and the ready
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availability of raw materials were vital,
"These days, the keys to cconomic success
are a well-educated workforce, technical
know-how, high levels of capital invest-
ment, and entrepreneurial zeal—all of
which countries can acquire with the
help of supportive governments, multina-
tional firms, and international investors,

A couple of months ago, the Tinmes
reported that the United States is losing
its dominance in basic scientific research,
reflected in the fact that the proportion of
American articles in a number of top
physics journals fell from sixty-one per
cent in 1983 to twenty-nine per cent in
2003. This decline reflects disturbing
trends throughout the education system.
Indian colleges, with their strong pro-
grams in science and math, are producing
more than forty thousand graduates in
computer science a year, with enroliment
increasing all the time. In the United
States, meanwhile, many colleges are
struggling to fill their science programs,
and high-school dropout rates are higher
than they were thirty-five years ago. In
1969, 77.1 per cent of seventeen-year-
olds graduated; in 2002, the most recent
year for which statistics are available, the
figure was 72.5 per cent. As Pedro Car-
aciro, a lecturer at University College,
London, and James J. Heckman, a pro-
fessor at the University of Chicago,
pointed out in a recent paper, “By many
measures, since 1980, the quality of the
U.S. workforce has stagnated, or its
growth has slowed down dramatically”

If the United States is to meet the
challenge posed by a truly global econ-
omy, it will have to insure that its scientists
are the most creative, its business leaders
the most innovative, and its workers the
most highly skilled—not easy when other
nations are seeking the same goals. A
truly enlightened trade policy would in-
volve increasing federal support for sci-
ence at all levels of the education systemy
creating financial incentives for firms to
pursue technological innovation; build-
ing up pre-school and mentoring initia-
tives that reduce dropout rates; expanding
scholarships and visas to attract able for-
eign students and entrepreneurs to these
shores; and encouraging the development
of the arts, In short, insuring our prospes-
ity involves investing in our human, so-
cial, and cultural capital. But don’t expect
to see that slogan on a campaign bumper
sticker anytime soon. ¢




