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3. The USA in the world trading system

Sven Arndt

The USA has been an important player on the post-war world economic
stage, but for much of that period what happened in the world economy was
not of much consequence to the majority of the country’s citizens. Trade was,
and in many ways still is, a small part of overall economic activity. To assess
the importance of trade one has to go to sector- and industry-specific levels,
where shifts in world demand and supply can affect wages, profits, employ-
ment and output. The public at large has a general sense that the US economy
is becoming more ‘globalized’ and that this process could have important
implications, but most would be hard-pressed to come up with hard evidence
from personal experience.

The term ‘globalization’ is used here in the broadest sense to refer to the
totality of ways in which an economy becomes more integrated into the
world trading system. In the realm of goods and services, this usually means
that exports and imports come to make up a growing share of GNP.! In the
realm of factors of production, it means that cross-border flows of capital and
labour play a rising role in domestic economic activity. In the process, do-
mestic markets become more sensitive to developments in the world economy.
In the realm of economic policy, it means that the conduct and efficacy of
domestic economic policies are increasingly influenced by developments in
other countries and in the world economy generally.

Although changes in all three dimensions are taking place in the current
phase of globalization, none is entirely new as a phenomenon.? Trade liber-
alization at home and abroad, as well as the gradual removal of capital
controls and of constraints on the movement of persons, is playing a signifi-
cant role in facilitating the integration of the US economy into the global
system. While the dismantling everywhere of protectionist policies has been
a key element in this process, technological advances in transportation and
communication have contributed by greatly reducing the cost of cross-border
transactions.

Although the current phase of globalization has features that have been
seen before, their relative importance has changed. More important now than
before, is the globalization of production and the consequent rise of trade in
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64 Globalizing America

parts and components. While outsourcing of components has always been an
important part of production, it was long confined mainly to the domestic
economy. This meant that the international division of labour could not be
pushed much beyond the level of products. This limitation is reflected in
traditional trade theory and its strong focus on trade in finished products.

This chapter begins with a review of the domestic sources of US trade
policy and the external influences on that policy. It then examines changes in
the external orientation of US manufacturing, focusing in particular on the
rapidly spreading phenomenon of offshore production of parts and compo-
nents. Although the latter has been criticized as inimical to the interests of
American workers, it is, on the contrary, capable of improving the lot of
workers and strengthening the competitive position of US manufacturers. It
generates positive overall welfare effects by making resource utilization more
efficient. The chapter moves next to consideration of competition policies
and their role in affecting trade patterns and the distribution of the gains from
trade. Next on the agenda is a discussion of the political economy of globali-
zation and its implications for the future of economic policy. A brief summary
section wraps up the discussion.

DOMESTIC SOURCES OF US TRADE POLICY

Traditionally, the dominant influence on US trade policy has come from
import-competing industries.? Pressures for protection have traditionally come
from producers rather than consumers and from producers of import-competing
products rather than exports. Agriculture, industries associated with the first
industrial revolution, especially coal and steel, and industries producing stand-
ardized mass-consumption goods such as automobiles, textiles, apparel and
household appliances have been the primary sources of policy activism over
the years and for much of the post-war period.

Among main trade policy instruments, tariffs and quotas played major
roles in earlier years, and quotas continue to be important in the Multifibre
Arrangement covering trade in textiles and apparel. As multilateral trade
negotiations gradually reduced tariffs and limited the use of quotas, Ameri-
can policy-makers tumned increasingly to other instruments such as voluntary
export restraints (VERs) and anti-dumping procedures, and to contingent
protection generally. American trade policy gradually moved away from mul-
tilateral, non-discriminatory approaches to more selective, more discriminatory
and more bilateral or unilateral initiatives.

In the more recent past, however, the focus of trade policy has shifted from
protecting the home market to opening foreign markets. Pressures on trade
policy have increasingly come from export industries. US makers of commu-
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nications equipment, computers, construction machinery and various other
capital- and human capital-intensive products have looked to trade policy for
opening foreign markets. In this effort, goods producers have increasingly
been joined by service providers from industries such as banking and finance,
entertainment and telecommunications. The objective has been to open for-
eign markets to US goods and services and to prevent foreign producers from
infringing on US patents and copyrights. As a result, the tool kit of trade
policy has been expanded to include market-opening initiatives, enforcement
of intellectual property rights and Section 301 proceedings.

The stress on opening foreign markets naturally forces trade negotiators to
think in product- or sector-specific terms. In the USA, thinking along these
lines has developed to the point where policy-makers view such approaches
as the most promising for achieving current objectives. Sector-specific ap-
proaches simplify the bargaining process by reducing the number and
complexity of issues that need to be dealt with simultaneously, but they often
leave little to *bargain’ over in the sense of reciprocity. When everything is on
the bargaining table, there is no need to search for reciprocity within a sector.
When the USA wants a developing country to open its telecommunications
market, for example, it has little to offer in that sector which would be of
much interest and value to such a country. But a concession offering greater
access to the US apparel market would be of interest.

Overall, therefore, the shift in the sources of trade policy has been from
parties suffering from comparative disadvantage and bent on preventing im-
ported préducts from cutting into their share of the home market, that is, bent
on keeping the US economy closed, to parties with strong comparative ad-
vantage intent on using policy to increase their share of foreign markets.
Although all this has brought major changes to US trade and trade policy,
international trade is even today relatively unimportant in relation to overall
US GNP.

EXTERNAL INFLUENCES ON US TRADE POLICY

In the early decades after World War II, political and strategic considerations
often dominated US foreign economic relations. For example, US support for
waivers under GATT rules to permit discriminatory trade policies in the
European Economic Community (EEC) and European Free Trade Associa-
tion (EFTA) was motivated by Cold War strategic rather than national economic
considerations. For an extended period of post-war history, US trade policy
adopted a relatively permissive attitude toward what were often hostile exter-
nal events and policy moves by trading partners. This relaxed attitude was
facilitated by the dominant competitive position of US producers in the world
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economy and by the relatively small role international trade played in the
economy.

In recent years, however, as foreign competitive presence has risen in
industries once dominated by US firms and as the end of the Cold War has
dissolved strategic arguments, economic considerations have reasserted them-
selves. A major contributing factor, as Destler (1995), Krueger (1995) and
others have noted, has been the sharp deterioration of the US current account.
Although this erosion has been the result mainly of macroeconomic condi-
tions within the United States, represented in particular by the budget deficit
and a large shortfall of private saving relative to investment, the enormous
size of the current account deficit has made it an easy political target and
opponents of a more open economy have been quick to place the blame on
‘unfair’ foreign trade practices.

As noted, in the first few decades after World War II, multilateral ap-
proaches played a dominant role in US trade policy. The motivation was
provided in part by the US objective of developing and sustaining coherent
and coordinated policies among its allies in the context of the Cold War.
More recently, as the US position in mulitilateral organizations has become
weaker, Washington has looked more toward regional approaches and has
become a primary practitioner of unilateral trade policy. In the process, as
Krueger (1995) has observed, protection in the USA has taken on an ‘admin-
istered’ look, with trade policy relying more and more on bilateral bargaining
— over dumping, subsidies, escape-clause issues and other unfair-trade provi-
sions of US law.

This approach has been criticized by the country’s trading partners, but the
USA has rejected such complaints and has rebuffed calls to subject these
policies to multilateral surveillance and regulation. This stance has served
protectionist interests and has given the executive branch a way of dealing
with interventionist sentiments in the Congress, but as other countries have
become frustrated with what they perceived as US abuses in this policy area,
they have started to employ similar practices. As a result, US exporters are
now increasingly harassed by contingent protectionism abroad. In the future,
US trade negotiators will have to devote a rising share of their time to
bilateral bargaining over ‘administered protection.” When this burden be-
comes sufficiently onerous, the USA will bring the issue to the global
negotiating table for resolution. Until that happens, however, conflicts over
administered protection will become an increasingly cosily and potentially
disruptive element in the country’s trade relations.*

In addition to systemic external influences on US trade policy, relations with
Japan have been a major source of challenges and frictions for policy-makers.
In their efforts to open up the Japanese economy, US policy-makers have
employed the gamut of approaches from sector-specific, market-opening nego-
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tiations to initiatives aimed at changing the structure of the Japanese economy
and society. Whatever may be said about the intrinsic value of such efforts, they
were often justified politically by reference to Japan’s large and sustained trade
surplus with the world generally and with the USA in particular.

Bilateral disputes of a similar nature, but less severe and sustained, have
arisen in US relations with China. Here, the United States has pursued its
efforts to pry open China’s market and to press China to adopt certain prac-
tices and policies by linking them to negotiations over Chinese membership
in the World Trade Organization (WTO). These bilateral engagements are
likely to continue, even after China gains admission.

From time to time, the European Union (EU) has caused problems for US
trade policy, less on overall grounds and more with respect to specific issues,
including the EU’s Common Agricultural Policy (CAP). US policy objectives
have been more focused on resolving specific issues rather than restructuring
a trading partner’s internal economy. Bilateral frictions between the two
partners will continue and possibly intensify as the introduction of monetary
union in Europe (EMU) comes to challenge US hegemony in world financial
markets.’

EXTERNAL ORIENTATION OF US MANUFACTURING

In much of the post-war period, the dominant orientation of US manufactur-
ers has been to serve the domestic market. Unlike producers in countries with
small domestic markets, US manufacturers can focus on developing products
for the internal market. That market is large enough to support exploitation of
scale and scope economies, while leaving plenty of room for the benefits that
flow from product variety.

When US manufacturers turned to offshore production in the post-war
period, it was the first-generation multinationals who led the way. Makers of
automobiles and computers, among others, set up production operations in a
foreign country to serve the local market. Often, an important motivation was
to jump tariff barriers, especially the discriminatory kind of barriers levied by
preference areas like the EEC and EFTA. In the early years, goods produced
abroad were very similar to those made for the US market, but model types
and other details were increasingly tailored to respond to local tastes, prac-
tices and regulatory requirements.

Local production typically required some direct investment outlays and so
capital flows were closely linked to the global production decisions of multi-
national firms. This created pressures on US trade policy to push for the
elimination of barriers on capital flows and the opening of foreign capital
markets and financial sectors.
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The current phase of globalization also contains an element of offshore
production and, once again, multinational firms are playing an important role.
But this time it is not necessarily production of entire products but rather of
parts and components that is moved offshore. Production is becoming in-
creasingly decentralized and globally ‘fragmented’® as the various phases of
the manufacture of a product or the provision of a service are spread across
national borders. Components made abroad may or may not be produced by
affiliates of a US company. Offshore sourcing of components is playing a
growing role in industries whose final products are exportables as well as
industries who compete with imports in final product markets.”

In some cases, US firms export components for assembly abroad and then
import the final product. Well-known examples of this type of arrangement
are US~Canada linkages in the auto industry and the maquiladora operations
in Mexico. In other cases, US manufacturers, including aircraft and computer
makers, import components for domestic assembly and then export the final
product. In this way, a significant portion of the value-added of US imports of
final products may be represented by US-made components, while the
value-added of US exports of final products may include component imports
from abroad. As production becomes increasingly decentralized and scattered
across borders, products take on an increasingly multinational character.

This new form of specialization pushes the global division of labour be-
yond products into the realm of parts and components. For the world as a
whole, the chemicals and machinery and equipment industries have led the
rush to ‘vertical specialization,” according to Hummels et al. (1998). Overall,
‘increases in vertical-specialization-based trade ... account for more than 25
per cent of the increase in total trade in a group of ten OECD countries’
(p. 81). In particular regions and settings, offshore production has been im-
portant in the automobile industry and in textiles and apparel. But even
aircraft producers like Boeing and Airbus routinely use offshore production
and procurement in order to stay competitive.

The Costs and Benefits of Offshore Sourcing by US Industries

Offshore sourcing by US firms has raised concerns among some observers.
During the NAFTA debate, for example, Ross Perot wamed that it would
contribute to the ‘great sucking sound’ of jobs lost by US workers. Patrick
Buchanan wants to levy special tariffs on component imports. Boeing work-
ers have protested against offshore activities by their company. In Europe,
critics see offshore procurement as a source of their continent’s high unem-
ployment.

What makes this issue a particularly volatile topic is that offshore sourcing
often involves low-wage countries. The perception is widespread that trade
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with such countries destroys jobs in high-wage economies and depresses
wages there. It turns out, however, that at least some of these fears are
misplaced, because offshore procurement of labour-intensive parts and com-
ponents often raises employment, output and wages in industries which
undertake it. This section lays out the basic intuition in support of this
conclusion, while the appendix provides a more formal and rigorous develop-
ment of the argument.

If specialization according to comparative advantage is beneficial at the
level of finished products, why would it not bring further benefits if it were
applied to trade in components? Such specialization obviously works within
nations, where it has been practised for years. Until recently, however,
outsourcing across national borders has been limited by a variety of barriers,
including high transport and coordination costs.

If the various components of a product are subject to different resource- or
factor-intensities, then comparative advantage in component production wilt
be systematically related to resource or factor endowments. Then, if each
country produces and exports those components which use its plentiful re-
sources, while importing components using scarce resources, all will gain.

The ‘resources’ in which we have a special interest are labour and capital.
In the making of the typical product, some components will use more capital
relative to labour than others at any given ratio of labour to capital costs. We
may thus rank components in terms of their capital/labour ratios. At one end
of the spectrum will be components with relatively high ratios of capital to
labour, the so-called capital-intensive components, while the other end will
track components with relatively low capital-labour ratios. Those will be the
labour-intensive elements of a production process.

All other things being equal, the relative price of labour should be lower in
labour-rich countries and the relative price of capital should be lower in
capital-rich countries. For any common technology, then, labour-intensive
components should be relatively cheaper to produce in labour-rich countries,
while capital-rich countries should have a cost advantage in producing
capital-intensive components. Hence, capital-rich countries should export
capital-intensive components and import labour-intensive components and
vice versa for labour-rich countries. A capital-rich country can reduce the
cost of producing a final product by importing labour-intensive components
from labour-rich countries. As production costs fall relative to prices, profit-
ability rises, allowing the industry to expand.

This principle applies to product assembly as well. When assembly is
relatively labour-intensive, it will be cheaper in labour-rich countries, while
capital-intensive assembly will be cheaper in capital-rich countries. We see
this principle in action in the maquiladora system in Mexico, where
capital-intensive components of consumer electronics products are imported
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from the United States to be combined with labour-intensive components
made in Mexico and assembled in labour-intensive assembly operations into
final products, which are then shipped to the United States. At the other end,
we see the Boeing Company importing less capital- and skill-intensive com-
ponents, which are combined with relatively more capital- and skill-intensive
US-made components in a US-based, relatively capital- and skill-intensive
assembly process.

Component Specialization in the Import-Competing Industry

Given the logic of component specialization, how does its implementation
affect employment, output and wages? Specifically, what are the consequences
of its implementation in an industry which competes with imports in the
markets for its final product? In advanced, capital-rich, high-wage countries,
this type of industry tends to be the relatively labour-intensive industry which
thus has most to fear from foreign competition.

The effect on employment and output depends on the movement of costs
relative to prices. If offshore procurement of a component reduces costs
relative to product price, then output expands as firms pursue the new profit
opportunities. They will either sell more of the product at given world prices
or sell more by undercutting the competition with lower prices.

Whether employment increases with output depends on whether the jobs
created by the rise in total output are greater in number than the jobs lost
when production of the labour-intensive component is shifted abroad. The
appendix develops the precise conditions under which employment of both
labour and capital in the industry will rise along with output.

The effect on wages, on the other hand, is determined by the growth in
demand for both labour and capital as the industry expands and by the
conditions under which resources are shifted from the rest of the economy
into the expanding industry. When, as in the present case, it is the labour-
intensive industry that expands, wages rise relative to capital rentals as well
as absolutely.

These results are clearly at odds with the predictions of some opponents of
component specialization. While these findings need to be empirically tested,
they are compatible with studies of the effects of protection (Corden, 1972),
where tariffs on imports of intermediate goods were shown to reduce the
effective rate of protection provided by tariffs on imports of final goods by
reducing domestic value added. In the present case, the cost reduction gener-
ated by component imports increases domestic value added at given world
prices.
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Component Specialization in the Export Sector

As noted earlier, export industries, which tend in advanced countries to be
capital- and skill-intensive, are also making use of offshore component
sourcing. As before, the object is to reduce costs by obtaining relatively
labour-intensive components from their cheapest source. Cost reduction makes
firms more competitive and thus increases their share of world markets. As
sales rise, output and employment rise.

The effect on wages depends on the interaction of several influences. If the
domestic industry is small relative to world markets, output can expand
without depressing world prices. If it is large, additional output can only be
sold at lower prices. Price cuts offset the effect on profit opportunities opened
up by cost reductions. Output expands, however, as long as the price effect is
smaller and when the capital-intensive industry expands in an economy, the
wage-rental ratio must fall.

THE GLOBALIZATION OF FINANCE

While the globalization literature has tended to focus on integration of goods
markets, financial turmoil in Asia, Latin America and elsewhere has drawn
attention to financial markets generally and those in emerging market econo-
mies in particular. Liberalization of exchange and capital controls and of
domestic financial markets around the globe has enabled capital to fiow ever
more freely across national frontiers. An important benefit has been the
enhanced ability of countries with low saving rates to mobilize external
resources. A disadvantage has been the disruption caused by large and rapid
reversals of capital flows.

A very important lesson to be learned from recent financial upheavals is
the danger of viewing exchange rates too much in terms of the trade balance
or the current account. While such a view was appropriate in an earlier age of
capital controls, in today’s environment exchange rate determination and
macroeconomic stability are crucially linked to capital movements. The ease
with which capital crosses borders changes the character of exchange rate
regimes and of macroeconomic adjustment in open economies. While goods
market responses still play an important role, far more attention will have to
be paid in the future to capital flows, asset market adjustment and associated
wealth effects.

To a significant extent, the internationalization of production discussed in
earlier sections depends on foreign investment. NAFTA was a pact to liberal-
ize foreign investment as much as trade, as the growing flow of US and
foreign capital into the maquiladora sector illustrates. But although capital
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moves more easily across national boundaries today, its flow is still hampered
by considerable obstacles, particularly in areas such as right of establishment,
national treatment of foreign investment, discriminatory performance require-
ments, restrictions on income remittance, interventions via incentives and
disincentives, as well as threats of expropriation.

US policy continues to pursue greater openness with respect to capital
flows. While this objective still enjoys broad and bipartisan political support,
it is not universally accepted. There are some who believe that capital out-
flows, particularly of the direct investment type, are detrimental to US
well-being. It is a view, expressed by candidate Ross Perot during the NAFTA
debate, for example, which treats foreign direct investment as a zero—sum
game, so that an outflow of investment capital from the US to Mexico neces-
sarily implies a reduction in US domestic investment.

The role of foreign investment in promoting the globalization of produc-
tion and the impact of financial capital flows on exchange rates and macro
stability raise important questions about their supervision and regulation.
National governments have an important responsibility in this area, but poli-
cies run at national levels are likely to raise disputes over differences in
standards and treatment. Thus, mechanisms will be needed for harmonization
and coordination of policies and for dispute settlement. This raises important
questions about the level — bilateral, regional, multilateral — at which to
pursue this objective. The international institutions also have responsibilities
here, although it is unclear whether their current structures are adequate for
the purpose. Development and implementation of the future ‘architecture’ of
the global economy will place heavy demands on US policy-makers.

DEEPER INTEGRATION: COMPETITION POLICY

While there remains considerable unfinished business in the area of trade
liberalization, including agriculture and services, there is a growing consen-
sus that future negotiations at multilateral and subsidiary levels will have to
pay more attention to barriers other than those that occur at national borders.?
While negotiations under the General Agreement on Tariffs and Trade (GATT)
toock up the anticompetitive features of subsidies, procurement and standards,
more needs to be done in those areas, as well as in the regulation of antitrust
policies, the treatment of cross-border mergers and acquisitions, and with
respect to other aspects of economic relations that go beyond the mere
movement of products.’®

In their study of competition policy, Graham and Richardson (1997, p. 3)
distinguish between border barriers, which have been the main focus of trade
negotiations in the past, and entry barriers, such as monopoly and national
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competition policies, which limit the ability of foreign firms to gain entry
into a country’s markets. As the importance of trade barriers has been re-
duced by successive rounds of trade negotiations, the protectionist implications
of these barriers to market entry have become more urgent. The economic
benefits to be obtained from the reduction of these entry barriers are likely to
be larger, perhaps much larger, than the gains associated with further reduc-
tions in traditional constraints on trade.

The task is to make markets more contestable. The question is how?
Ensuring market access is not always enough to enable foreign suppliers to
contest a market.!° While trade liberalization continues to be an important
means of raising market contestability, it may need to be supported with other
policies, in areas like government procurement, contingent protection,
antidumping intervention, regulation of standards and antitrust policy.

At the multilateral level, the World Trade Organization (WTO) has estab-
lished a Working Group on the Interaction between Trade and Competition
Policy. Among the specific sectors or industries in which competition policy
has been an issue of contention between countries are airlines, telecommuni-
cations, insurance and financial services. The USA has strong policy interests
in each of them. Differences in regulatory practices, entrenched state or
private monopolies and variations in cultural attitudes toward markets and
competition, present major challenges to those wishing to lower barriers to
entry and to facilitate the harmonization of policy approaches.

As Graham and Richardson note (1997, p. 5), competition policy deter-
mines the institutional- mix of competition and cooperation that gives rise to
a market system. But the regulations encompassed by competition policy
differ widely and those differences can become the cause of frictions when
globalization brings countries closer together. When confronted with such
differences, it is easy for policy-makers to take the attitude that theirs is the
better and fairer system and that it is up to other countries to conform. US
policy-makers have been far from immune to the siren call of such
self-serving ‘solutions’ of disputes. They have been aggressive not only in
pushing the US view but in the extraterritorial extension of US laws to
other nations.

In their dealings with Japan, US policy-makers have talked openly about
remaking Japanese society. That experience makes an eloquent case for shift-
ing some of these disputes to the multilateral level. It suggests that global
standards of competition policy cannot be developed solely through bilateral
bargaining. This does not mean, however, that all competition policy issues
must be addressed at the multilateral level. Mutual recognition of national
standards, for example, offers a broadly applicable approach for dealing with
a variety of competition policy issues at sub-global levels. This applies espe-
cially to the multitude of cases where disputes over competition policy and
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market access involve particular activities. Mergers and acquisitions are a
case in point.

THE POLITICAL ECONOMY OF GLOBALIZATION

It is clear that globalization creates winners and losers. As economies be-
come more open and domestic goods, factor and capital markets are drawn
more completely into the world system and as production itself becomes
more globalized, larger numbers of a country’s citizens are directly exposed
to external shocks, but their control and regulation seem to lie beyond the
reach of national policy-makers. Unfairness is not only perceived, but is
perceived to be irremediable as far as the purview of national policy is
concerned. Accountability appears to have been eroded. As this perception
spreads, it leads many observers to join Rodrik (1997) in asking whether
globalization may have gone too far.

While economists can show how globalization may increase overall wel-
fare, they cannot guarantee that the costs and benefits will be distributed
‘fairly’. They typically assume that the political process will take care of the
distributional issues. Global economic integration will lose political support
if it moves too far ahead of the ability of political processes and social
structures to deal with its consequences.

The increasing role of low-wage countries in international trade has added
a new dimension and urgency to these considerations. While economists are
still arguing over the relative roles of trade and technological change in
explaining rising income inequality in the United States and high unemploy-
ment in Europe, the public debate is already altering the political economy of
trade policy.!! In the United States, trade with low-wage countries is per-
ceived by many to have contributed to rising income inequality and
wage-disparity among workers. In Burope, it shares the blame for high and
persistent unemployment.

The case against trade has been made with reasoning that draws from the
standard Heckscher-Ohlin, Stolper—Samuelson (HOSS) model and its pre-
diction that trade with low-wage countries has a dampening effect on wages.
While the HOSS model develops the argument in terms of trade in final
products, opponents of global integration have extrapolated its conclusions to
trade in components. Thus, the prediction that trade liberalization on the part
of high-wage countries will cause the import-competing industry to shrink
and wages to fall has been used to conclude that competition from imported
components will have identical effects on the industry. As the preceding
analysis makes clear, however, the two forms of competition should have
exactly opposite effects on the competitiveness of the domestic import-
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competing industry. The inflow of cheaper imports of final goods hurts the
domestic industry, while the inflow of cheaper components strengthens it.

Apart from these issues, trade policy in the USA will continue to be haunted
by the huge current account deficit. Liberal trade policies and the openness of
the US economy will be blamed for the deficit and trade intervention will be
advocated as a way of solving it. Such efforts will, of course, fail to eliminate
the problem, because it is essentially a macroeconomic phenomenon. But
protectionists will not fail to see the deficit as a useful policy wedge.

The political economy of trade policy will be further influenced by efforts
to ‘capture’ trade policy as an instrument for the achievement of other objec-
tives and purposes, including the imposition of tougher environmental
protection and labour standards and improved human rights in other coun-
tries. If these efforts succeed in influencing US trade policy, the result is
likely to be protectionist and welfare-reducing.

The Future of Sovereignty

The onrush of globalization has led some observers to conclude that this
latest industrial revolution will make the nation state obsolete, in the sense
that significant powers now residing with the nation state will pass to multi-
lateral institutions or into the hands of regional entities like the European
Union.!? Others are more agnostic about the net effect of globalization on the
role of the state. They suggest that globalization’s tendency to touch the lives
of more and more citizens will rouse political demands for governmental
protection through improvements in safety nets and the like. Such develop-
ments would strengthen rather than weaken the nation state.!

CONCLUSION

The US economy is passing through another phase of globalization. On all
fronts — goods and services, factors and finrance — domestic markets are
becoming more integrated into the world economy. While there is some
debate over whether the economy is more open and global today than it ever
was, it clearly is more so now than at the end of World War I1.

The process of globalization brings challenges and opportunities for mar-
ket participants and policy-makers alike. The opportunities flow importantly
from the more efficient use of productive resources and the welfare gains
implied by it. The challenge is to ensure rough balance between the distribu-
tion of welfare gains and the incidence of adjustment costs. Some critics of
globalization believe that this challenge is not being met. Others worry that
globalization is eroding national sovereignty, diminishing not only the effec-
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tiveness of domestic economic policies but reducing the relevance of national
governments and institutions, very much like the rise of national govern-
ments eroded the sovereignty of states and provinces in an earlier age. The
issues are joined, but the answers are far from clear.

With the passage of time, the sources of US trade policy have changed.
Whereas import-competing industries dominated the formation of trade policy
earlier in the modern period, exporters and their need for open foreign econo-
mies have become a more organized and forceful influence in the recent past.

The instruments of US trade policy have also changed with time and with
the changing nature of the global trading system. Once a staunch exponent of
multilateral approaches to trade liberalization, the United States has gradu-
ally become frustrated and disenchanted. It has sought refuge in a variety of
alternative approaches, including preferential trade liberalization and ‘ag-
gressive unilateralism’.

While the present phase of globalization shares many features with past
episodes, it also differs in important respects. One of these is the increasing
role of offshore sourcing of parts and components. Innovations in communi-
cations and transportation technologies have drastically reduced the cost of
cross-border coordination and have thereby enabled production to be glo-
balized. Thus, the integration of economies into the global market is being
accomplished by the disintegration and cross-border fragmentation of pro-
duction as the international division of labour spreads beyond products into
the realm of parts and components.

When integrated production is replaced with processes that are dispersed
across borders, prices, employment and output are affected — sometimes in
ways that are at odds with the predictions of globalization’s critics. This is
true for component trade with low-wage countries which has the capacity to
raise rather than reduce wages in high-wage countries, to raise rather than
lower employment there and to boost output and welfare: No ‘sucking sound’
of jobs lost or convergence of wages to the ‘Jowest common denominator’.

APPENDIX

Offshore Component Sourcing by the Import-Competing Industry

Consider the simplest of trade models, the 2x2x2 Heckscher—Ohlin model,
and assume that the country in question is small and thus does not affect
world prices.' In Figure 3.1, X, and Y, are the unit-value isoquants, respec-
tively, for final goods X and Y, while (w/r) represents the isocost line, This is
the standard set-up for the analysis of trade in final goods under conditions of
integrated production.
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Figure 3.1 Offshore component production in the labour-intensive import-
competing industry

In order to examine the implications of component specialization, assume
that commodity X is made up of components x; and x,, with the former more
capital intensive than the commodity overall and the latter less capital inten-
sive. These conditions are reflected by the expansion paths for x; and x, in the
figure. Thus, the amounts of the two factors used in producing X, units of X
are obtained by vector addition of the amounts given for the two components
along their respective expansion paths. We assume, further, that these compo-
nents are dedicated components of product X and cannot be used elsewhere.
There are thus no stand-alone markets for them. '

Starting with full home production of good X, suppose that there exists a
second country, which is capable of producing component x, at lower cost and
that reductions in cross-border coordination costs allow the industry to manu-
facture component x, abroad. Assume that the industry pays for imports of x,
with exports of x,. Then, the cost of producing a unit of X will be smaller if the
factor cost of x;-exports is lower than the factor cost of producing x, directly.
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With x, made abroad and X-assembly assumed to be part of x;-production,
x; isoquants now fully reflect input-output relationships in the X-industry.
Suppose that at the initial factor-price ratio (w/r), isoquant X;; now repre-
sents the factor cost of producing X, units of X. In other words, the factor
inputs given by isoquant X, produce the same value of X-output as the factor
inputs given by isoquant X,. The difference in costs results from the resource
savings inherent in offshore sourcing of component x,.

With prices of final goods given in world markets, X-production now
generates excess profits. Resources will be drawn into the industry and output
and employment will expand until the excess profits are driven to zero. In the
process, the factor-price ratio will rotate in a clockwise direction until it is
tangent to the new X-isoquant and the original Y-isoquant. That new factor—
price ratio is given by (w/rY. It is clear that, in this instance, extending the
international division of labour into the realm of parts and components raises
wages and increases employment and output in the industry. Output and
employment decrease in the Y-industry. The effect on trade is to reduce both
imports and exports of final products.'® National welfare increases unam-
biguously, as shown by Arndt (1998b).

This result suggests that import-competing, final-goods producers in
high-wage, labour-poor countries can strengthen their international competi-
tive positions by sloughing off production of the labour-intensive components
of those products.!’

Offshore Component Sourcing by Exportables Industries

In the US context, the foregoing would apply to a variety of products in the
textiles and apparel, furniture, automobile, consumer appliances and elec-
tronics industries. Offshore sourcing, however, takes place among exportables
producers as well. An obvious example is the Boeing company and various
computer producers. In this section, we examine the implications of offshore
procurement in the export industry. '8

In Figure 3.2, it is now the Y-industry which is assumed to be capable of
fragmented production. When the industry drops domestic production of the
labour-intensive component y, in favour of cheaper imports, the relevant
isoquant Y, reflects the new unit value of Y-production. Again, that cost will
be lower than before, provided that the amount of labour and capital embod-
ied in the quantity of y; which is exported to pay for imports of y, is less than
the resource cost of producing y, at home.

As before, with commodity prices given in world markets, factor prices
must adjust to eliminate the profit opportunities created by the decline in
production costs. The new factor—price ratio is assumed to be given by (w/r)’.
In this instance, wages have fallen as a result of the intensification of
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Figure 3.2 Offshore component production in the capital-intensive industry

international specialization. X-production has become more labour intensive,
while the outcome is ambiguous for the Y-industry. In the case shown in
Figure 3.2, Y-production is more capital intensive than before, but less capi-
tal intensive than production of component y,. In general, output and
employment in the Y-industry may rise or fall as a result of intra-product
specialization.!?

Terms-of-Trade Effects

When the countries in question are large, the shift to intra-product specializa-
tion will change the terms of trade. In the first case examined above,
intra-product specialization in the import-competing industry (X) increases
output in that sector while reducing output in the Y-sector. In general, these
volume changes should reduce the price of X and raise the price of Y in
world markets. This improvement in the terms of trade is welfare enhancing.
In Figure 3.1, these price changes will shift the X-isoquants out and the
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Y-isoquants in, thereby tending to offset the effects on wages, output and
employment brought about by intra-product specialization.?

NOTES

1. See Feenstra (1998) and Hummels et al. (1998) for some recent ratios. Both Irwin (1996)
and Krugman (1995) have argued that integration of the USA into the world economy is
probably no greater today than it was at the end of the 19th century.

2. For a discussion of this well-known point, see for example, Rodrik (1997). See also Arndt
(1997b) for a collection of views on globalization and its implications.

3. For a broad overview of US policy history, see Committee for Economic Development
(1991). For an analysis of global trade policy issues, see Hoekman and Kostecki (1995).

4. On antidumping policies, see Hindley and Messerlin (1996). See also Mastel (1998).

5. For a general examination of trans-Atlantic economic relations, see Eichengreen (1998).

6. Application of the term ‘fragmentation’ in this context is due to Jones and Kierzkowski
(1990).

7. See Campa and Goldberg (1997) for some recent evidence.

8. See, for example, Feketekuty and Rogowsky (1996), Graham and Richardson (1997) and
the symposium on competition policy in The World Economy (1998).

9. Inclusion of competition policy in future trade rounds should not be seen as a casual or
trivial expansion of the agenda of trade negotiations. It raises a host of issues associated
with ‘deeper integration” of national economies into the global system. For an analysis,
see Lawrence et al. (1996). ;

10. See Lloyd (1998) for a detailed discussion.

11. For a recent review of the evidence regarding the respective shares of trade and technol-
ogy in income disparities, see Sachs and Shatz (1996). See also Feenstra and Hanson
(1996), Jones and Engerman (1996) and Leamer (1997).

12.  See, for example, Feketekuty in Arndt (1997b).

13.  See, for example, Ethier and Jones in Arndt (1997b).

14. This section draws on Arndt (1997a, 1998a,b). See also Deardorff (1998) and Jones and
Kierzkowski (1999).

15. Deardorff (1998) and Jones and Kierzkowski (1999), on the other hand, assume that
components have free-standing markets.

16. This form of specialization, which has also been called intra-product specialization (Arndt,
1997a) and super-specialization (Arndt, 1998b), thus increases intra-industry trade while
reducing inter-industry trade.

17. It can be shown that analogous gains accrue to the low-wage, capital-poor country if it
sloughs off production of the capital-intensive component of product X (Arndt, 1997a).
Thus, if both countries continue to assemble the final product, but each specializes in the
component in which it has a comparative advantage, wages will rise in both countries,
output and employment will increase in both industries, and national welfare will rise in
both countries. Price effect!

18. This section draws on Arndt (1998a).

19. These ambiguities are analogous to those found in the context of technological change.
Indeed, although technological change has not taken place in the industry, the results of
intra-product specialization have much in common with those long familiar from the
literature on technological change. See, for example, Johnson (1971).

20. See Arndt (1998b).
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