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Summary

Foreign outsourcing--theimporting of someintermediate product (i.e., aportion
of afinal product or some good or service needed to produceafina product) that was
once produced domestically--is not a new phenomenon, nor is it one that is
economically distinct from other types of imports in terms of its basic economic
consequences. A steadily rising level of trade in intermediate productsis one of the
salient characteristics of U.S. trade and world trade for the last 30 years. It hasbeen
estimated that as much as athird of the growth of world trade since 1970 has been
the result of such outsourcing worldwide. While foreign outsourcing may seem
different from traditional notionsof tradeinthat it invol vesexchange of aproductive
resource (capital or labor) rather than an exchange of afinal good and service, the
ultimate economic outcomeisexactly thesame: anet increasein economic efficiency
through the elimination of economic inefficiencies that occur when countries use
only the productive resources found within their borders. Thisgainisnot likely to
be achieved, however, without causing costly disruptions for the particular workers
and sectors tied to the now-imported good.

Foreign outsourcing, trade in general, and trade deficits tend to change the
composition of total output and the composition of total employment, but it is
unlikely that economy-wide they lead to any change in the overall level of either.
In some areas of the economy output falls and jobs are destroyed, but in other areas
output isincreased and jobs are created. There are two complementary reasons for
this. First, the Federal Reserve using monetary policy can set the overall level of
spending in the economy to alevel consistent with full employment. With aggregate
spending at theright level, full employment is possible with or without outsourcing,
trade deficits, or trade in general. Second, according to basic economic principles
any increasein the demand for an import will also lead to adjustmentsin the foreign
exchange market that will induce an equal increase in the demand for the country’s
exports of goods or assets. The positive stimulus to employment of the increased
export of goods is direct, that of the increased export of assets isindirect, but both
tend to create jobs in other parts of the economy. Indirect evidence of thisinherent
“two-way” nature of trade and that increased outsourcing over the last 30 years has
not likely led to asignificant net diversion of employment or output abroad isfound
in the relatively stable patterns of employment and output between the domestic
parent and foreign affiliates of U.S. multinational corporations. In addition, thereis
evidence of sizable foreign outsourcing to and job creation in the United States.

The destructive aspects of foreign outsourcing are costly and distressing to
those whose jobs are lost to increased imports. Therefore, matters of efficiency and
equity are intertwined and one of the principal challenges for policymakers in the
face of foreign outsourcing (and trade in general) is to find ways to ameliorate the
associated harm, without sacrificing the economy-wide gains that such trade
generates. Compensationfor lossand adjustment assi stanceisthought by economists
to offer the best chance for securing higher economic efficiency along with
distributional equity. Thisreport will be updated as events warrant.
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Foreign Outsourcing: Economic Implications
and Policy Responses

Introduction

Foreign outsourcing--theimporting of someintermediate product (i.e., aportion
of afinal product or some good or service heeded to produce afinal product) that was
once produced domestically--is not a new phenomenon, nor is it one that is
economically distinct from other types of imports in terms of its basic economic
impact. A steadily rising level of trade in intermediate productsis one of the salient
characteristics of U.S. trade and world trade for the last 30 years. Lower
transportation costs, improved international communication, and the reduction of
government barriers to trade have helped propel the transformation to an ever more
internationally fragmented production process in many industries. An obvious
example of thisisthe automobile: no matter what the nameplate, the raw materials
are produced in many different places, and parts are manufactured all over theworld
for final assembly often, but not always, in the destination country. It has been
estimated that as much as athird of the growth of world trade since 1970 has been
the result of such outsourcing worldwide.* Inthe United States, large shares of both
exports and imports are intermediate products. In the recent years, just the capital
goods category by itself has accounted for about 50% of nonagricultural goods
exports and around 30% of nonpetroleum goods imports. And the greatest change,
for the United States has occurred on the import side. Using capital goods as an
exampleagain, in 1970 such exports were about 40% of total exports, whileimports
had a share of only 11%.?

Outsourcing may seem different from traditional notions of trade in that it
involvesexchange of aproductiveresource (capital or labor) rather than an exchange
of afina good and service, but it can be analyzed within the same framework as
increased importing of a final product or increased trade in general. The central
economic question to be answered is whether increased foreign outsourcing
increases or decreases overall economic well-being. To answer that question will
certainly require an accounting of the deleterious effects of foreign outsourcing on
domestic workersand industrieswho once produced the now outsourced product, but
it will also require an accounting of the gains to domestic consumers of the now
imported product aswell as any induced benefitsto exporting industries. If benefits
exceed costs, then measures to constrain outsourcing will tend to reduce overall

! David Hummels, Jun Ishii, and Kei Mu Yi, “The Nature and Growth of Vertical
Specidization in World Trade,” Journal of International Economics, vol. 54 (June 2001),
pp. 75-96.

2 Presidents Council of Economic Advisors, Economic Report of The President (Feb. 2004),
p. 404.
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economicwell-being. But evenifitisclearly a“net gain” foreign outsourcing brings
into conflict thegoal sof increasing economic efficiency and maintaining an equitable
distribution of those gains. This intertwining of economic efficiency and
distributional equity will mean that policymakers may find it difficult to take
advantage of the increase in economic efficiency that foreign outsourcing affords
without also establishing policiesto assure equitable treatment of those whose jobs
are lost and whose lives are disrupted by this market churning force.

What economic analysis also highlights is the inherent “two-way” nature of
trade, including foreign outsourcing. Somethingisgiven up and somethingisgained.
More imports tend to beget more exports. If there are economic reasons for U.S.
firms to outsource abroad, there are likely similar reasons for foreign firms to
outsource to the United States. Jobs are created and destroyed. What is produced
and what is traded for will not be determined just by relative wages, but rather the
relativeefficiency in the production of traded products. Low wageswill likely attract
certain types of production. However, because of differences among countries in
their capacity for innovation, in their technical prowess, and in their workers' skills
and productivity, there will be many things that can be produced more efficiently in
high-wage economies such as the United States. Over time an economy’s relative
advantages may change but there need be no general deterioration in what it gains
from trade.

Perhaps foreign outsourcing is now more noticed because it is occurring with
rising frequency in the service sector and adversely effecting a strata of the labor
force that heretofore was more insulated than goods producing industries from the
pressures of international competition. But the nature of the process is the same
whether it istrade between individuals, regions, or countries; or trade of final goods
or services, or trade of intermediate goods and services: increased economic well-
being results from producing what one does best and trading for the rest. In this
economic framework it follows that, for the nation, trade is ultimately not about
competition, rather it is a process of mutually beneficial exchange.

As noted above and developed more fully below, the overall macroeconomic
impact of foreign outsourcing will be a net effect, involving negative and positive
impulses that create and destroy jobs. Unfortunately, there are no public data series
that allows aready tallying of the netimpact of foreign oursourcing on the economy.
Therefore, beyond the predictions of economic theory, analysis of this phenomenon
must use indirect evidence. Since foreign outsourcing has already occurred on a
relatively large scale in the goods-producing sector of the U.S. economy, this report
takes the approach that this experience will be the best predictor of the economic

% Beginning in 2004 the Bureau of Labor Statistics has collected data on job loss do to
transfer of work outside of the United States. These data are ameasure of grossjob lossand
have shown that through early 2005 such lay-offs have occurred on a very minor scale of
3000 to 5000 workers per quarter. That represents about 2.0% of the total layoffsin each
guarter and an extremely small share of the U.S. total labor force of over 140 million
workers. For these data, see United States Department of Labor, Bureau of Labor Statistics,
Extended Mass Layoffs, various issues. For further discussion of layoffs, see CRS Report
RL 30799, Unemployment Through Layoffs: What Are the Underlying Reasons? by Linda
Levine.
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effects of outsourcing’s spread to the service sector. Further, it is assumed that the
tools of economic analysis used to isolate and eval uate these past economic effects
are appropriate for judging the probable economic effects of current and future
outsourcing, wherever in the economy they might occur.

Lost Jobs?

Foreign outsourcing destroys jobs in those parts of the economy that once
produced the now imported product, but economic analysis tells us that due to off-
setting employment effects in other parts of the economy, foreign outsourcing (or
importsin general) is unlikely to cause a net loss of jobs economy-wide. A steady
churning of labor marketsis anormal characteristic of a dynamic market economy
like the United States. Foreign outsourcing and increased imports can contribute to
that “ churning,” and in doing that can be expected to change the composition of total
output and the composition of total employment, but they areunlikely to permanently
changethe level of either.

There are two complementary reasons for the relative steadiness of total
employment and output in the face of foreign outsourcing and other disruptive
market forces. First, the Federal Reserve, using monetary policy, can set the overall
level of spending in the economy to alevel consistent with full employment.* While
deviations from full employment can occur, a well run monetary policy will
minimize the incidence and duration of such episodes and help keep the total level
of employment highinmost yearswith or without outsourcing, trade deficits, or trade
in general. To give some perspective on the relation between “job loss’and total
employment, as well as the potential significance of foreign outsourcing in this
dynamic process, consider that in any quarter of 2000, at the peak of the last
economic expansion, with total employment at about 111 million, gross job losses
tallied between 8.5 and 9.0 million. Nevertheless, the economy at that time was
operating at the lowest rate of unemployment in 40 years. Over the whole course of
that expansion gross job loss actually rose as the unemployment rate steadily fell.
But with adequate economy-wide spending, it was possible to create job gains that
morethan offset job losses. Inthefar weaker labor market of 2004, grossjob losses
per quarter measured 7.4 million. While gross job gainsin 2004 were at about 7.8
million per quarter, leading to arisein total employment over theyear. Ineither time

4 Economies always have some amount of unemployment. Each economy will tend to have
anatural rate of unemployment around which the actual unemployment ratefluctuates. This
natural rate will also represent the rate at which the economy is effectively at full
employment because a lower rate of unemployment would not be sustainable due to the
inducement of higher arate of inflation. The natural rate is not zero because at any pointin
time there will be some peoplewho are changing jobs and other people who normal market
forces have temporarily displaced. More fluid the economy’s labor markets the lower its
natural rate of unemploymentislikely tobe. For most of thelast 30 years, the United States
economy’ snatural rate wasjudged to beinthe 5.5%t0 6.0% range. Sincethe mid-1990sthe
natural rate haslikely fallen to the 4.5% to 5.0% range. Most often an appropriate level of
aggregate spending is that consistent with employment at the natural rate.
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period grossjob losses occurred on a scale well beyond what is currently attributed
to foreign outsourcing.®

Second, against the economic backdrop of adequate aggregate spending, any
increaseinthe purchaseof importswill tend to generate an equal increaseinthesale
of the country’s exports of goods or assets. This outcome follows from the
fundamental economic requirement that imports must be paid for and exportsarethe
only meansfor making that payment. The export sold does not haveto beacurrently
produced good or service, it can aso be the sale of an asset such asadeposits ina
bank account, shares of stock, bonds, or real property, but in the end when tallied
across transactions in goods and assets, a hation’ s trade is always in balance in the
sense that any imbalance in goods trade must be offset by acompensating imbal ance
in asset trade. Both types of export sales will have a positive effect on domestic
output and employment, countering across the whole economy the negative effect of
increased imports. In short, the U.S. deficit in trade is offset by the surplusin capital
flows.

Consider, for example, a situation where a service once provided domestically
isnow imported from acountry such as India. Sinceforeign suppliersdo not spend
dollars, the U.S. importer will have to buy the foreign currency needed from its
foreign exchange market or pay in dollars and let the foreign supplier buy local
currency from its foreign exchange market. Either way, to generate the foreign
exchange the United States must export something. It can sell U.S. goods or
services, or it can sell U.S. assets (i.e., bank deposits, stocks, bonds, real property,
etc.). The positive stimulus of the increased export of goods is direct. When
foreigners purchase U.S. goods, U.S. output and employment rise to offset the loss
of servicejobsto India. If exportsincreaselessthan theamount needed to offset jobs
lost, the United States then must, in effect, borrow the money needed to pay for the
increased importsthrough the sale of an asset. The stimulusfrom anincreased export
of assetsisindirect. Because the sale of an asset is equivalent to an increasein the
flow of saving availableto the U.S,, it exertsadownward push on domestic interest
rates, stimulatinginterest-sensitive activities such as spending on consumer durables
and residential construction, and raising output and employment in these sectors.®
Therefore, whatever negative effects increased imports have on output’ and

® U.S. Department of Labor, Bureau of Labor Statistics, Business Employment Dynamics,
various issues.

¢ Of course, asset sales represent borrowing to sustain current domestic spending by
transferring to foreigners a claim on some amount of the future output of the United States.
The repayment of the loan will manifest as afuture trade surplus and a net outflow of U.S.
exports of goods and services and, thereby, lead to reduction of future domestic spending
below what it otherwise would be.

" The focus of this discussion is the circumstance when an import is a direct substitute for
domestic output. Imports, however, are not always substitutes for domestic output. An
import can be seen by consumers as a distinct product and primarily generate an increase
in total demand rather than a substitute for some domestic product. An imported good can
be an essential component necessary for the expansion of domestic output. Animport can
satisfy a domestic demand that can not be readily supplied by domestic producers due to

(continued...)
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employment are offset by the positive economic effects of increased exports of goods
or assets.®? The composition of output and employment will change in response to
these changed demands, but so long as the Federal Reserve can maintain aggregate
spending at the an appropriate level, total output and employment will not change.
(As already highlighted above, the ultimate steadiness of total employment in the
face of increased imports does not mean that there are not likely to be important
short-run disruptions as displaced workers adjust to the new market conditions; and
the manner of that adjustment islikely to bean areaof pivotal importanceto workers
and policymakers.)

Given thetypical high incidence of intermediate products in export and import
flows, wewill probably find that outsourcing into and out of the United States both
rise astradeincreases. But thisisnot anecessary condition becausewhileall foreign
outsourcing areimportsnot al importsareforeign outsourcing. Wemight import an
intermediate product and pay for it by exporting afinal product. The general impact
on employment and output are the same in either case, however.

Evidence from U.S. Multinational Companies

Multinational companies (MNCs) account for a very large share of the U.S.
economy. 1n 2001, the MNC’ sdomestic parents produced about 25% of U.S. gross
domestic product (GDP) and employed over 23 million workers or about 20% of the
nonbank work force. MNCs are even more important in U.S. international trade,
being involved in nearly 60% of total goods exports and about 40% of total goods
imports. Because of their central economic role, if arising level of international
trade and foreign outsourcing were diverting a large number of domestic jobs
overseas, it would be evident in the pattern of employment between the MNC's
domestic parents and foreign affiliates. No large scale diversion of employment has
occurred, however.®

For the period that stretches from 1977 through 1993, MNC employment
declined in both parents and foreign affiliates and the rate of declinewasfaster inthe
latter. From 1994 to 2001, MNC employment rose in both the parents and the
foreign affiliates. Thistime employmentintheaffiliatesgrew slightly faster, but not
so much faster as to indicate any mgjor shift. Be mindful that a foreign affiliate’s
employment share can increase for reasons unrelated to outsourcing and may not

" (...continued)
capacity constraints. And importsfromone country can beasubstitutefor importsformerly
obtained from another country.

8 Export related jobs generally pay on average 7% to 13% higher wages than jobsin input-
competing industries. So, most often, better jobs are being created than those that are being
destroyed. However, the new jobs are not necessarily going to befilled by those whose jobs
were destroyed. See Andrew B. Bernard and J. Bradford Jensen, “Exporters, Jobs, and
Wagesin U.S. Manufacturing,” Brookings Papers on Economic Activity: Microeconomics
no. 47 (1995), pp. 67-112.

® Raymond J. Mataloni Jr., “A Note on Patterns of Production and Employment by U.S
Multinational Companies,” Survey of Current Business, vol. 84, no. 3 (Mar. 2004), pp. 52-
56.
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reduce U.S. employment. Reasonsfor thiswouldincludeexpanding foreign markets
not easily serviced by exports, faster economic growth abroad, or lower productivity
intheforeign affiliate. That the parentsin thistime period werea so increasing their
output share suggeststhat the differencesin the rates of employment growth largely
reflected slower productivity growth in the affiliates.’

The natura “two-way” nature of trade suggests that for a complete view of
trade’ s employment effects we also consider the behavior of foreign MNCs in the
United States. A U.S. company can destroy jobs by diverting production abroad, but
a foreign company can create jobs by diverting production to the United States.
Economic reasoning tells us that if it is more efficient to produce some products
abroad, it is also likely that it is more efficient to produce other products in the
United States. Therefore, we might expect there to be outsourcing into and out of the
U.S. economy. What we observeisthat over the 1977-2001 period, employment in
the U.S. by foreign MNCs grew by 4.7 million, exceeding the 2.8 million increase
in employment in the foreign affiliates of U.S. MNCs.** Again, employment shifts
can occur for reasons other than outsourcing, but if outsourcing is a phenomenon of
somesignificancefor foreign and domestic companies, then thesedatacouldindicate
that the United States was more likely to be the destination than the departure point
for foreign outsourcing.

Evidence from International Investment Flows

The flow of investment spending on plant and equipment between the United
States and other economies could also be an indirect indicator of a pattern of
diversion of capacity and jobsto foreign locations. If, because of lower labor costs
or other factors, foreign locations are increasingly the preferred site for the
production of many goods and services, then we might expect that there would also
be a pronounced tendency for American companies to expand productive capacity
abroad so as to take advantage of these situations. For reasons similar to those
outlined above, foreigninvestment does not haveto lead to adiversion of domestic
employment, but if foreign outsourcing by U.S. companies was occurring on alarge
scaletheremight al so beaskewing of foreigninvestment flowsin thesamedirection.
The evidence in this regard points to a pattern of balance, not a net diversion to
foreign locations.

While the image of the American company destroying jobs by closing its
domestic operations in favor of some offshore location comes quickly to mind for
many people, it is an incomplete image of what has been occurring in the U.S.
economy for many years now. A more accurate image and one wholly consistent
withthetypical “two-way” nature of international economic exchangeisonethat aso
includes large inflows of foreign investment into the United States.

10 See Robert Lawrence, Globalization and Trilateral Labor Markets (New York: The
Trilateral Commission, 1996); and“ Summary Estimatesfor M ultinational Companies,” BEA
News, Apr. 2004.

1 See Mataloni op. cit. For acloser look at the nature and extent of outsourcing, see CRS
Report RL 32292, Offshoring (a.k.a. Offshore Outsourcing) and Job Insecurity Among U.S.
Workers, by Linda Levine.
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These types of investment flows are termed “ direct investment” and their level
and direction are tallied by the U.S. Commerce Department each year.”> The data
reveal that over the course of the 1992-2000 economic expansion, the United States
increased itsdirect investment inthe rest of theworld by $885 hillion, whileforeign
investors increased their direct investment into this country by $926 billion. The
similar size of these flows suggests that in this time period to the extent that such
flows correlate with foreign outsourcing into and out of the United States, this
country has been as likely to be the destination of foreign outsourcing as it is the
departure point. In addition, data for capital expenditures by U.S. multinational
companies show that the shares of such spending between the parent and the foreign
affiliateshave beenrelatively steady suggesting no increasein preferencefor foreign
over domestic locations for expansion of production capacity.™

Evidence from Employment Trends in the IT Sector

A widely cited study by Forrester Resourcesprojectsthat 3.3 million U.S. sector
jobs will have moved offshore by 2015. Y et, Jacob Kirkegaard of the Institute for
International Economics (I1E) has done a close examination of the employment
trends since 1999 in those occupations deemed at risk of moving offshore in the
Forester study. Some of the findings of the IIE study are as follows:

e Thevast maority of thejobslost from 2000 to 2002 in the “at risk”
occupational categorieswerein the manufacturing sector and losses
were, therefore, more likely the consequence of recession and
productivity advance than foreign outsourcing.

e The magjority of those occupations affected by foreign outsourcing
pay less than the average U.S. wage and are as likely to face
elimination through technological advance as outsourcing.

e ThelT occupationsthat have seen declines are concentrated in low-
skill occupations.

e High paying IT occupations have generally expanded since 1999.

e More than 70,000 computer programers have lost their jobs since
1999, but more than 115,000 higher paid software engineers have
gotten jobs since 1999.

These findings again suggest that to the extent that foreign outsourcing has
affected these “at risk” occupations, it is part of a*“two-way” process involving job

2 For a more extensive examination of these patterns, see CRS Report RL 32461,
Outsourcing and Insourcing of Jobsin the U. S Economy: Evidence Based on Foreign
Investment Data, by James Jackson; and CRS Report RS21857, Foreign Direct Investment
in the United Sates: An Economic Analysis, by James Jackson.

3 Direct investment is part of the net international invest position of the United States and
the data are available from U.S. Department of Commerce, Bureau of Economic Analysis,
Survey of Current Business (July 2003).
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destruction and job creation and that the jobs created may be better jobs than those
destroyed. Therefore, while some are hurt, it isnot clear that the overall impact isa
negative one.**

Trade, Outsourcing, and Wages

Another common concern with a rising level of trade and the foreign
outsourcing that accompaniesit, isthe belief that it must put downward pressure on
the wages of domestic workers. Outsourcing is commonly seen as a process driven
by the search by companies for low-wage environments, that ultimately places
American workers in effective competition with a vast pool of lower-wage foreign
labor, and exerts downward pressure on worker wages. This competition, it is
argued, will resultinthe so-called “ raceto the bottom” between domestic and foreign
workers.

For many, the reality of the deleterious effect of trade on wages was given
credence by the observed slowdown in the growth of real wages and the widening
wageinequality between skilled and less-skilled workers that occurred concurrently
with the growth of trade over thelast 25 years. Further, there are credible economic
reasons that increased trade and foreign outsourcing could have an adverse effect on
the distribution of income. The adverse distributional effect could manifest itself as
adeterioration of the position of labor relative to capital and afalling average wage,
or as a deterioration of the position of one class of labor (less skilled) relative to
another (more skilled) and increased inequality of wages.

The effect of trade on wages in the U.S. economy has been the focus of
numerous studies over thelast 10 years, and the conclusionsthat may be drawn from
these efforts are as follows:

e As regards the slow growth of the average rea wage from the
mid1970s to the late 1990s, increased trade is not seen as being the
cause of that sluggish performance, rather the identified reason was
slow productivity growth. Labor’ sshare of the economic piewas not
getting smaller; the economic pie just was not growing as fast.’®
That thelevel of wagesismost often reflective of thelevel of worker
productivity also explains why higher wage American workers are
not necessarily at a disadvantage to lower wage foreign workers.
The critical comparison is of unit labor costs, not of the level of
wages. The high productivity that is the basis of a high wage means
that unit labor costs can be lower in the high-wage economy than in
thelow-wage economy because productivity inlow-wageeconomies
is commensurately low as well.

14 John F. Kirkegaard, “ Outsourcing— Stainson the White Collar” photocopy, Institute for
International Economics, 2003.

> This conclusion is also confirmed by the absence of any deterioration in labor’ s share of
national income, which has remained at about 70% throughout the post-World War 11 era.
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e As regards trade and increased wage inequality, the research
indicates that trade was a contributing factor, but a minor one,
accountingfor perhaps 10% to 20% of the observedincreasein wage
inequality. It would seem then that from the standpoint of the
economy as a whole, trade with low-wage economies has not
triggered a “race to the bottom.”

A likely important reason for the small effect of trade on wages for the U.S.
economy wasthat tradewith |ow-wage countrieswasstill relatively small, amounting
to lessthan 2% of GDPin 2000. Infact, anong U.S. trade partnersthe average wage
level in manufacturing relativeto the U.S. manufacturing wagelevel grew from 60%
in 1975 to 76% of the U.S. level in 2000*. This has occurred because many trading
partners who were once low-wage economies have, with open trade and steady
economic growth, become high-wage economies. Asthe once poor have moved up
the income ladder, they have a so withdrawn from the production of goods that use
low-skill and low-wage labor intensively and these products are then imported from
the newer emerging economies. China has picked up thistask, as other East Asian
economies have withdrawn, and, in turn, as these economies did when Japan shifted
away from this type of production. So U.S. trade with low-wage economies is not
rising to a significant degree; rather, it is shifting location.

Economies of scale are also afactor that likely helps hold up industrial wages
in the face of low-wage foreign competition. Scale effects are thought to be a
significant forcein many industriesand, when present, would tend to increaseworker
productivity and decrease unit labor costs. It is also possible that the increase of
competitionitself spurscompaniesto higher levelsof efficiency that alsolowersunit
labor costs and helps preserve a higher wage level.

Another reason for the small impact of trade on wages in the United States is
that asthe oncelow-wage economiestransform to high-wage economies, two events
occur: one, they tend to produce less of the goods typically produced by low-wage
workers; and two, they tend to increase there demand for the products produced by
low-wage workers. The two effects exert upward pressure on the wages of these
workers, including any producing similar products in the United States. This
outcome is consistent with the evidence that for the United States the relative price
of unskilled, labor-intensive, import competing goodsroseinthe 1980sand 1990s.

Of course, it cannot be ruled out that if trade with relatively low-wage
economies does grow in importance, the negative effects on U.S. worker wages of
such trade would grow in significance. Y et, thereis probably an upper bound to this
effect, for it is possible that in the future with only relatively moderate differences
between home and foreign production costs, complete specialization would occur.

16U.S. Department of L abor, Bureau of Labor Statistics, “A Perspectiveon U.S. and Foreign
Compensation Costsin Manufacturing,” Monthly Labor Review, val. 125, no. 6 (June2002),
pp. 36-49.

17 Jagdish Bhagwati and Vivek Dehgjia, “ Freer Trade and Wages— IsMarx Striking
Again,” in Jagdish Bhagwati and Marvin K osters, eds., Trade and Wages: Leveling Wages
Down? (Washington: AEI Press, 1995), pp. 36-75.
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That is, the United States would no longer produce much of what isimported from
low-wage foreign economies. Since the United States would then no longer have
industriesthat uselow-wagelabor intensively, therewould beno downward pressure
on domestic wages caused by such trade. To the extent that this pattern of trade
allows for a fuller realization of economies of scale and lowers product prices,
domesticworkers' real wagescould beincreased. Thechangeinthelocation of U.S.
imports from low-wage economies noted above suggests that a sizable amount of
such specialization may have already occurred. Reviewing the period 1994 through
2003, the Council of Economic Advisors concludes that for United States the
increasein shareof total U.S. imports accounted for by imports of goodsfrom China
hasbeen largely offset by adecreasein the share of goods importsfrom other Pacific
Rim countries. The value of imports from both sources has increased considerably.
Still, many of the export jobs in non-China Asia are migrating to China, so the
distributional effects of this change fell on workers in China and the Pacific Rim
economies rather than workers in the United States.™®

Also weknow that industriesthat export pay wagesthat are, on average, higher
wagesthan industriesthat competewithimports. Therefore, asarising level of trade
and outsourcing creates jobs in exporting industries, and destroys jobs in import-
competing industriesthere isatendency for the average industrial wagetorise. Itis
also useful to keep in mind that the U.S. economy is still largely domestic in
orientation, with perhaps as much as two-thirds of the labor force working and
having wages determined in activities largely unaffected by trade.

A Rising Level of Trade and
Economic Well-Being

For the economist, the central economic question to be answered in regard to
foreign outsourcing, or increased international trade in general, is not its particular
impacts on employment or wages. Those effects are not to be ignored, but they are
symptoms of alarger process. The answer economic analysis attemptsto provideis
whether that larger process ultimately makes the United Statesricher or poorer. As
economic growth abroad expands the number of competitive sources of production,
will substituting foreign for domestic output generate gains from trade and raise
overall economic well-being? Whether such foreign outsourcing isoccurring in the
service producing sector or the goods producing sector, there will be the same array
of possible positive and negative effects on the economy. Because importing must
be accompanied by exporting, the possible effects on the economy can be grouped
into two general categories. economic effects related to exporting and economic
effects related to importing.

18 This al so suggests any restriction placed on China's imports to the United States would
not increase domestic output, rather it would increase the output of the Pacific Rim
economieswhose exportsto the United Stateswoul d increase asthey become areplacement
for restricted Chinese goods. For adiscussion of thisand other aspects of trade with China,
see The Economic Report of the President (Washington: GPO, 2004), pp. 65-68, and CRS
Report RL 32165, China’ sExchange Rate Peg : Economiclssuesand Optionsfor U.S Trade
Policy, by Wayne M. Morrison and Marc Labonte.
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Effects on the Export Side

e If increased foreign production is of goods that the United States
al so exportsthen domestic exporterswill face more competition and
their product prices will fall. A fal of export prices raises the
effective cost of imports and decreases our gains fromtrade.

e Rising foreign production also raises income of foreign producers
and workers. Higher incomeincreases the demand for U.S. exports
(goods or assets) and pushes up their price. A rise of export prices
lowers the effective cost of U.S. imports and increases our gains
fromtrade.

Effects on the Import Side

e Domestic households get foreign goods at a lower price. Lower
prices also raise the real income of households allowing them to
purchase more of all goods. Lower import pricesincrease the gains
fromtrade.

e Domestic businesses get foreign-produced inputs at a lower price,
reducing production costs and increasing profitability. If the good
the domestic firm producesisan intermediate good itself, this effect
will reverberate to other domestic companiesthat useit asan input.
Thereal income of stock-holdersincreasesandisagainfromtrade.
Increased capital inflows from increased export of assets allows
companies to undertake higher levels of investment raising output,
employment and wages. Thisisalso a gain fromtrade.

e Domestic import-competing products will face more competition
and their product pricewill fall. Output and employment alongwith
wages and profitsin the affected industry will likely fall. Thisisa
cost of increased trade (and what popular concern about foreign
outsourcing most often focuses on).

The net effect of these several impacts of increased trade or outsourcing can, in
theory, be positive or negative. In most circumstances, however, the strong
expectation of economists is that gains outweigh losses and that trade’s disruptive
reshuffling of the economy’s productive resources does ultimately result in an
increase in overal economic well-being.”® That increased trade, whether for
intermediate or final products, will likely raise economic well-beingisconfirmed by
the preponderance of evidence.”

¥ The gains from trade can emerge from comparative advantage, economies of scale, and
inducements to innovation and the generation of faster economic growth. See for example,
Max W. Corden, “The Normative Theory of International Trade,” in The Handbook of
International Economics, vol.1 (Amsterdam: North Holland, 1984).

% See, for example, Edward E. Leamer and James L evinsohn,” International Trade Theory:
(continued...)
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The gainsfrom trade are, however, most often anet gain, because some will be
hurt by this process. Trade, like other market forces, generates increased wealth
through a process of “creative-destruction” which entails what is most often a
disruptivere-shuffling of workersand capital. New opportunitiesfor enrichment are
created and resources are drawn towards them. But other activities that are less
efficient are destroyed and resources are pulled away from them. Becausethere are
net gains, it isaso in principle possible for the losers to be compensated and till
leave the winners better off than they were prior to the increased trade. In practice,
however, there may be reason to question how equitable the compensation
forthcomingis. Itislikely that ageneral acceptability of increased trade will hinge
on this equity issue.

In most instances the crux of debates about trade are not about the value of
trade to the overal economy, but over who will receive the benefits and who will
bear the costs of trade. If aU.S. worker, without his employer’s knowledge, were
able to sub-contract (out-source) his work to a foreign worker for afraction of his
own wage he would likely do so. While still earning his full wage, the use of his
freed time in other endeavors would make him better off. His employer and the
ultimate consumers of thefinal product bear the cost in theform of lower profitsand
higher product prices than would be the case if the most efficient way of production
was used directly. Of course, if his employer learned of the relative efficiency
advantage of the foreign worker, she would most likely contract directly with that
foreign worker (outsource) and lay off the domestic employee. The gains and costs
of trade are till the same as in the first circumstance, but now they have been
redistributed to the benefit of the domestic employer and her customers and to the
detriment of the displaced employee. Economics cannot tell uswhich distributional
outcome is preferred, but it does tell us that outsourcing the task increases overall
economic well-being.

Equity concerns notwithstanding, the expectation of enrichment though trade
has propelled successive rounds of trade liberalization in the post-war era, aprocess
the United States has consistently played aleadership role in sustaining. Trade has
expanded rapidly as has economic well-being of most trading nations, and the
increaseinwell-beingisfound toincrease with acountry’ sdegree of openness— the
more opento trade, the greater the gain.** The gainsfrom tradearemutual, occurring
even if the trading partners have an absolute advantage or disadvantage in the
production of all traded goods and services. As such, a country does not compete
with its trading partners, it engages in mutually beneficial exchange with them.
Increased forei gn outsourcingisasymptom of these expanded opportunitiesfor trade
and mutual enrichment. AstheUnited Stateshasbenefitted fromincreased trade and
outsourcing associated with the post-war industrial resurgence of Europe and Japan,

2 (,..continued)

The Evidence,” in The Handbook of International Economics, vol. 3 (Amsterdam: North
Holland, 1995); and Jeffery Frankel and David Romer, Does Trade Cause Growth?,
National Bureau of Economic Research, Working Paper no. 5476, June 1999.

2 Seefor example, Charles|. Jones, I ntroduction to Economic Growth (New Y ork: Norton,
1998), pp.134-138.



CRS-13

so would it likely benefit through increased trade associated with the ongoing
economic development of China, India and other emerging economies.

Gains from Trade Over Time

Thegainsfrom trade are not a static phenomenon, however. While at any point
in time an increase in trade (outsourcing) increases economic well-being, over time
the size of the gain could rise or fal as the relative economic circumstances of
trading partners change. Therefore, it can be telling of the economy’ s international
trade performance and its view of how it is faring from increased trade to consider
whether there has been any long-term trend in the nation’s share of the gains from
trade. More specificaly, this is a question about whether, over time, the U.S.
economy’ sterms of trade hastended to rise or fall as economic growth has occurred
in the rest of the world, and foreign outsourcing has grown in significance.

Thetermsof tradeisaratio of average export priceto average import priceand
as such isameasure of the export cost of acquiring imports. Anincreasein thisratio
— animproving terms of trade— meansthat any given volume of export sales will
now exchangefor alarger volume of imports, indicating anincreaseinthegainsfrom
trade. A rising trend would indicate that a country’s trade performance has
improved relativeto other trading countries, reaping an increasing share of thegains
from trade, and real income benefits for the economy. Similarly, a decrease in the
ratio of export prices to import prices — deteriorating terms of trade — raises the
export cost of acquiring imports and reduces the gains from trade. A falling trend
would beindicative of deteriorating trade performance, decreasing share of thegains
from trade, and decrements to real income.”

Over timeit is likely that economic growth, at home and abroad, will tend to
show either a bias towards the production of goods a country exports or a bias
towards production of the goods a country imports. If export biased, thereisamore
then a proportionate increase in the worldwide supply of goods that compete with
U.S. exports, inducing a deterioration of the U.S. terms of trade over time, to the
benefit of our trading partners. In contrast, if growth intherest of theworldisimport
biased, there is a more than proportionate increase in the worldwide supply of the

2 A deteriorating terms of trade does not mean that trade, overall, is harmful and that we
would be better off without trade. It has merely become less beneficial. In most
circumstances therewill be no absolute declinein real income, rather the rate of growth
of incomewill be slower than it otherwise would have been. Also, the terms of trade
will not fully reflect the gains from trade that come from the realization of economies of
scale. Thisis of some significance for trade between mature economies that have similar
factor proportions (i.e., the United States, Europe, Japan, and Canada) and has most likely
steadily risen in importance for such economies. This can be taken as, at least, a partia
offset to any lossin the gainsfrom tradeindicated by afalling terms of trade. Nevertheless,
movement in the terms of trade would still beindicative of changesin the gains from trade
coming from rising trade with low wage economies that would still have very different
resource endowments (i.e., relatively large supplies of low-skill labor and relatively small
supplies of capital and high skill Iabor). Nor will the terms of trade fully reflect the benefit
to consumers that come from access to, not just more goods, but awider variety of goods.
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goods the U.S. imports, inducing an improvement in the U.S. terms of trade over
time, to the detriment of our trading partners.

Increased foreign outsourcing is clearly amanifestation of economic growthin
therest of theworld and in recent yearsthis hasincluded the expanded participation
of lower income devel oping economiesintheinternationally fragmented production
processes that now propel alarge and growing share of international trade. As was
discussed in the “Introduction” section of this report, foreign outsourcing is not a
new phenomenon, but onethat is occurring with asteadily rising incidence in goods
producing industriesfor thelast threedecades. At the peak of thelast businesscycle
in 2000, itislikely that avery large share of total U.S. non-agricultural merchandise
trade, exports plusimports, is of some form of intermediate product and represents
some form of foreign outsourcing.?®

Has thisincrease in foreign outsourcing affected the U.S. economy’ s terms of
trade? Hasthere been any tendency for the U.S. share of the gains from trade rise or
fall as aresult of outsourcing? Relative to its peak in the mid-1960s, the terms of
trade declined at about 1.0% per year through 1980. But while significant, thisfall
was moderatein scale. Thisdeterioration most likely reflectstherecovery and return
to competitive posture of the many high-income economies from the devastation of
World War Il. These are largely economies that have resource endowments similar
to that of the United States and who with economic recovery from the war could be
expectedtoincreasingly competeagainst U.S. exportsinworld markets. Thisgrowth
was certainly export biased and accordingly has pushed down the average price of
U.S. exports.

Since the 1980s the U.S. terms of trade has fluctuated, but, overal, has not
shown atrend, up or down: up in the early 1980s, down in the late 1980s and early
1990s, and then up again through the late 1990s to the present. Itis, of course, in
this more recent trendless period that the use of foreign outsourcing was steadily
climbing and the period when trade with low-income, low-wage economieswas a so
on the rise. Yet, the trendless path of the U.S. terms of trade over this period
suggests that these events were not inducing any significant persistent effect on the
economy’ sgainsfromtrade. Growthintherest of theworld and the outsourcing that
went with it in this period was, on balance, without a bias towards the goods the
United States exports or imports. At this point there does not seem to be a strong
reason to expect the spread of outsourcing to the service sector to change this
outcome.

% Due to alack of a comprehensive data series, the size of trade in intermediate goods is
judged from data on merchandise trade by end-use category which does identify trade in
capital goods and industrial supplies. Because other types of intermediate products, such
as automotive parts and components, are not picked up in these two categories, it is most
likely that such an estimate will understate the scale of trade in intermediate products. See
table B-104 in Economic Report of the President, February 2004.
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The Gains from Trade, Outsourcing, and the “Product Cycle”

The idea of the product cycle provides a useful way of understanding how an
economy’ sgainsfromtrade over timeemergesfrom acontinually changing industrial
landscape and how foreign outsourcing may influencethat outcome. It hasbeenlong
observed by economists that the production of many tradable products will move
from country to country over thelifeof theproduct.®* Innovationshavetheir greatest
value and are morelikely to occur in high-wage economies, for the reason that labor
in these countriesis relatively scarce and costly and innovations most often offer a
means to economize on this expensive resource. In the early life of a product,
production occurson asmall scaleusingrelatively high skill workers. Therelatively
high price of the new product will also offer relatively high returnsto the specialized
capital stock needed to produce the new product. At this stage the factor
endowments of high-income countries such asthe United Stateswill make them the
most efficient location for production. As the product matures, with expanding
foreign and domestic sales, a settled technology, the capability for standardized
production, and afalling market price, it will become possible and more efficient to
produce the product or significant portions of the product on a mass scale using
relatively low wage labor. At this stage in the product’s life it is likely that
production will be pulled toward economies that have resource endowments
relatively rich in low-wage labor, such as China

Foreign outsourcing, therefore, can be seen asa manifestation of this process
of technological diffusion to other economies. This processis not only relevant to
the production of goods. Asaportion or all of the production of aservicelendsitself
to standardization and international exchange, the incentives to capture efficiency
gains by moving the site of production towardslower wage economieswill increase.

In the framework of the “product cycle,” the United Statesis most likely to be
operating at the innovation stage of this cycle. Therefore, to a significant degreeits
gainsfrom trade will be determined by the dynamic balance between the economy’ s
rate of innovation and the rate of technological diffusion. While not a necessary
outcome, therate of innovation will likely be correl ated with the growth of new ideas
for products and processes in the United States, and the rate of technical diffusion
correlated with the growth of cost reducing incentives afforded by foreign
outsourcing. Unless the economy can generate a pace of innovation to match the
pace of diffusion, itstermsof tradewill fall, and its share of the gainsfrom trade will
decline. (Such adecline would not be an argument for not engaging in trade as that
would reduce the gainsfrom trade altogether, but it would be an erosion of economic
well-being and explain a perception by some that the economy is getting less out of
trade then it once did. As observed above, there has been no trend decline in the
terms of trade over the last twenty years.)

It can be argued that the advance of globalization has accelerated the rate of
diffusion, the seeming rise in foreign outsourcing is asymptom of that acceleration,
and the spread of outsourcing to services is the most recent manifestation of this

2 Raymond Vernon, “International Investment and International Trade in the Product
Cycle,” Quarterly Journal of Economics, vol. 80 (1966), pp. 190-207.
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process. What this suggests is that preserving or increasing the economy’s gains
from trade in the face of globalization will require an acceleration of the pace of
innovation in goods and service producing activities. While market forces may
respond positively to theincentivesfor innovation offered by expanding trade, acase
can be made that thisis an area subject to substantial market failure, and because of
that the optimal amount of innovation will not be forthcoming.

The creation of innovations islargely a process of generating new ideas. To
the extent that new ideas|ead to profitable outcomes and those profits can be secured
by a private enterprise, the market economy will generate new ideas and foster
technological change. Aninherent attribute of ideas, however, isthat they are non-
rival, asin, my using theideadoes not preclude someone elsefromusing it. Further,
ideaswill often havethe attribute of limited excludability, meaning the owner of the
ideawill find it difficult or impossible to charge afee for itsuse. These attributes
will likely cause a divergence of private benefit and social benefit in the idea
production process. (What the creator of theidea can expect to gain will be lessthan
what the overall economy can expect togain.) Inthissituation, lessthan thesocially
desirable level of idea generation will occur. In thiscircumstance public policy can
improve on the free market outcome if it can foster more idea production.

Are Services Different?

Tradein servicesis nothing new to the U.S. economy. In 2003, $300 billionin
serviceswereexported, adoubling of salessince 1990. Service exports now account
for about 30% of the value of all U.S. exports. And the United States has
consistently run atrade surplus in services.® That surplus stood at $60 billion in
2003, about where it was at this stage of the last economic expansion, but it can be
expected to grow in response to faster economic growth abroad and a significantly
more favorable exchange rate than has prevailed in recent years. For example,
Global Insight projects a U.S. services trade surplus of over $120 billion by 2008,
occurring along with asteady risein the level (exports and imports) of U.S. tradein
services.®

In the business, professional, and technical services sub-component of U.S.
services trade, an area where outsourcing could be expected to be most likely, the
U.S. had exports of nearly $31 billion against imports of about $12 billion, yielding
a surplus in 2003 of about $19 billion, up from about $16 billion in 2000. This
pattern of trade makes clear the “two-way” nature of services trade and that if the
incidence of foreign outsourcing, in both directions, is proportional to the size of
export and import flows, then the U.S. is likely to have more often been the
destination rather than the departure point for the foreign outsourcing of services.
This would also suggest that the United States has a large economic stake in the
rising level of servicestrade.

% Servicestrade datacan befoundin U.S. Department of Commerce, The Survey of Current
Business, various i Ssues.

% .S Economic Outlook, Global Insight (Lexington: April 2004), pp. 60-66.
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Employment data for the service sector also suggest significant economic
viability. Unlikethe hard hit goods producing sector where recession and alaggard
recovery have since 2000 caused substantial employment losses, employment in
service producing industries held up far better. In that sector employment fell only
about 1.0% in the 2001 recession and in contrast to the goods producing sector, has
increased employment since then so that by early 2005 the level exceeded the
previous peak.?’

Itisalso clear, however, that until recently services had not faced the degree of
international competition that has prevailed in the goods-producing sectors. The
need for more person-to-person interaction and the relatively high cost of
international communication made many services difficult to trade. Now, however,
because of the increasing ease, quality, and ever lower cost of internationa
communi cation afforded by information technol ogy advances, the possibilitiesfor the
trade of services have greatly expanded, and in response the level of international
competition in servicesisrising fast.

In this expanding arena for trade, it is likely that the United States, being the
world’s largest producer of services, will have a comparative advantage in many
areas of service production, but not all areas, and not in all aspects of the production
of any given service. Therefore, more foreign competition is likely to change the
structure of many servicesindustries. We can expect to see a substantial increasein
the share of what was once donein-house being outsourced (and becoming aservice
import), as firms exploit more and more the efficiency advantages afforded by
foreign production of many standardized tasks. Likely many other tasks will be
outsourced tothe United States. Again, tradeand foreign outsourcingin serviceswill,
asit seemsto have been in the wider economy, likely be a*“two-way” process.

What the service sector can expect from increased foreign outsourcing has
already been experienced by the manufacturing sector over the last 30 years. That
sector has certainly been greatly transformed, nevertheless manufacturing has
maintained a healthy presence in the U.S. economy. Despite increased foreign
outsourcing, through the last business cycle peak in 2000, the manufacturing sector
had

increased real output 144% since 1970.

e maintained arelatively steady share (17%) of real final demand since
the 1980s.

e Degspite a declining share of the civilian workforce, maintained a
relatively steady level of employment (17 million) since the 1980s.

e Received large net inflows of foreign investment.

e Increased export sales $400 hillion (about 125%) between 1990 and
2000, despite an unfavorable exchange rate.

%' See Bureau of Labor Statistics, monthly national employment survey.
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Most of the negative effects the U.S. manufacturing sector has endured,
particularly since 2000, are seen by economists to be the consequence of economic
forces other than foreign outsourcing and a rising level of trade. Of greatest
significance are changes in consumer expenditure patterns that place a rising
importance on the consumption of services relative to goods (a change common to
most industrial economies), rapidly rising productivity (something unambiguously
good for the overall economy), and the burden of trade deficits on goods producing
industries (distinct from the rising level of trade).®

Implications for Economic Policy

The substantive economic conclusion of thisreport isthat foreign outsourcing
is international trade in a somewhat different guise. Like other market forces, it
causes disruptions that are costly to some, but its ultimate effect on the economy is
thesameasany type of trade— anincreasein overall economic well-being. Because
foreign outsourcing has already occurred on a large scale in the goods producing
sectors of the economy over thelast 30 years, itsimpacts are reasonably evident and
seem to confirm thisjudgement. What often seemsto be missing in popular concern
over foreign outsourcing isan appreciation for themutua or “two-way” natureof the
process. The U.S. economy outsourcesto foreign economiesand foreign economies
outsourcetotheU.S. economy, jobsare created and destroyed, and overall economic
welfare increases through this exchange.

If foreign outsourcing on balance raises economic well-being, policiesaimed
at arresting that activity would have anet economic cost. There are, however, other
avenuesfor policy responsethat most economiststhink could begenerally beneficial.
One avenue is to work to expand overseas markets through further removal of
foreign trade barriers against American exports. A second avenue would be to use
policy to boost the benefits of trade by correcting deficiencies in the economy’s
ability to create new products and processes that could become attractive exports.
A third avenueisto use economic policy to remove any unwarranted biasagainst the
economy’s tradable goods sector caused by an elevation of the incentives toward
foreign outsourcing that arise from the economic forces generating the trade deficit.
A fourth avenue would be to use policy to address the hardships and inequities
arising from trade and foreign outsourcing by extending compensation and more
effective tools for adjustment to those who are hurt by the disruptive effects of
foreign outsourcing and other market forces.

Is Protection Appropriate?

If international trade, including outsourcing, is economically enriching, using
policy to arrest the phenomenon by imposing barriersto such exchangeswill prevent
the nation from fully realizing the economic gains from trade and, therefore, must
reduce economic welfare. Economics has long taught that protection of import-

% See CRS Report RL 32350, Deindustrialization of the U.S. Economy: The Rolesof Trade,
Productivity, and Recession, by Craig K. Elwell and CRS Report RL32179, Manufacturing
Output, Productivity and Employment: Implications for U.S. Policy, by Stephen Cooney.
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competing industries with tariffs, subsidies, or other devices to shelter a domestic
activity from international competition leads to an over-allocation of the nation’s
scarce resources in the protected sectors and an under-allocation of resourcesin the
unprotected tradable goods industries. Standard economic theory indicates that
reducing the flow of imports will also reduce the flow of exports because fewer
exports are needed to pay for fewer imports. Clearly, the exporting sector must lose
as the protected import-competing (outsource-competing) activities gain.

But more important, the overall economy that consumed the imported goods
would suffer because the more efficient production process — available through
international trade— would not be used to the optimal degree. Thiswould increase
the price and reduce the array of goods available to the consumer from what they
would otherwisebe. Therefore, economic analysisindicatesthat the ultimate cost of
the trade barrier is not atransfer of well-being between sectors, but a permanent net
loss to the whole economy arising from the barrier’s distortion toward the less
efficient use of the economy’ s scarce resources. These costs would be magnified if
the trading partners disadvantaged by these actions retaliated against U.S. exports.
There is ample evidence that the economic cost of protection is high. The U.S.
International Trade Commission has estimated the economy-wide cost of existing
U.S. trade barriers to be about $12.4 billion. And this is probably a conservative
estimate, because it is difficult to fully account for the costs associated with lost
product variety and productivity. Thereforethe full cost of protection isthought by
economiststo likely besignificantly higher than that estimate.®® A study by Hufbauer
and Eliott found that across 21 industries the economic cost per protected job ranged
from $100,000 to morethan $1million and averaged about $170,000. In each casethe
cost of protection wasfar higher than the protected workers average annual earnings
and far higher than what any likely worker adjustment program would cost.*

A 2004 study of eight industrial nations, including the United States, provides
estimates of the economic cost of existing trade barriers.® 1t was found that despite
considerable lowering of trade barriers during the period after World War 11, sizable
barriers still existed (in 1999). It was also found that removal of the remaining trade
barriersamong these eight countrieswouldlead to anincreasein global GDP of more
than $500 billion (in 1997 dollars), or 2.1% of global GDP. The gain to the United
States a one was estimated to be about $77 billion (in 1997 dollars), or about 1% of
GDP. Highlighting the greater gain associated with amultilateral lowering of trade
barriers, this study also estimated the gains to each of the eight countries if each
removed their trade barriersunilaterally. In this circumstance, the GDP increasefor
the United States is pared to $30 billion, or 0.4% of GDP. In general, the welfare
gainsto the United States are smaller then those of the other eight countries. Thisis
thought to occur for threereasons: 1: U. S. trade barriers were already lower than
those in the other countries; 2: trade represents a comparatively smaller share of

% See U.S. Internationa Trade Commission, The Effects of Sgnificant U.S. Import
Restraints, Publication 3201(Washington: 1999).

% See Gary Clyde Hufbauer and Kimberly Ann Eliott, Measuring the Costs of Protection
in the United States (Washington: Institute for International Economics, 1997).

31 Scott Bradford and Robert Z. Lawrence, Has Globalization Gone Far Enough? The Cost
of Fragmented Markets. (Washington: Institute for International Economics, 2004).
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economic activity in the U.S. economy; and 3: because of the very large size of the
U.S. market there are increases in import prices, causing some deterioration of the
terms of trade and an associated decrement to economic welfare.

The argument may be made that some form of protection is needed to counter
the unfair trade practices of some trading partners. Such practices do occur, and in
those i nstances some form of retaliatory policy may be appropriate.® But it isvery
unlikely that such unfair trade practices are the principal force driving the ongoing
expansion of world trade and the associated growth of foreign outsourcing. If most
unfair trade practicesweregonetomorrow, itislikely that tradewould still berapidly
rising and that most of its associated pressures and problems would still be with us.

A more credible explanation is that the expansion of world trade is propelled
by the prospect of economic enrichment and enabled by an increasingly open world
trading system that allows each nation to use its resource endowments in more
efficient ways. It is differences in those endowments and how they are used that
makes trade mutually beneficial. Yet, it is often those differences that give rise to
perceptions of unfairness. What isan acceptable or unacceptable practice will not be
considered here. But is probably unreasonable to expect our trading partners to be
identical to the United States in their economic and social practices. From an
economic perspective it makes sense that the level of labor and environmental
standardswould be correlated with a nation’ slevel of income. At their current stage
of development, many poor countries, with very low levels of productivity, simply
can not afford the economic and social practices and ingtitutions of arich economy
likethe United States. With economic growth, which trade hel ps achieve, they may
be ableto. Thisis certainly the path that today’ s rich nations followed.®

The clear direction of U.S. trade policy in the post-World War |l era has been
to reducetrade barriers, not erect them. Anditiswidely recognized that this process
has been beneficial to the U.S. and the world economy.

With that gain will likely also come more foreign outsourcing, but we can
reasonably expect that outsourcing to the United States would also rise as exporting
opportunities improve along with importing opportunities. Given that existing
foreign barriers are most often higher than existing U.S. barriers, removing those
barriersislikely to have arelatively stronger beneficial effect on the United States,
particularly since many of theremaining barriersare against tradein services, anarea
where the United Statesis likely to be very competitive.

% For adiscussion of the options available, see CRS Report RL32371, Trade Remedies: A
Primer, by Vivian C. Jones.

% Someindustries, or at least components of someindustries, are vital to national security
and possibly may need to be insulated from the vicissitudes of international market forces.
This determination is best made on a case-by-case basis since the claim is made by many
who do not meet national security criteria. Such criteriamay also vary from case to case.
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The Sectoral Burden of the Trade Deficit

Analysis indicates that trade deficits do not cause a net loss of output or
employment for the overall economy, but they do shift the composition of output and
employment and that shift in composition will have an adverse effect on some
domestic industriesthat produce tradable goods or services. Thishiascould tend to
raise the incidence of foreign outsourcing.

Trade deficits are a macroeconomic phenomenon that reflects a short-fall of
domestic saving relative to the domestic investment that needs to be financed. (This
is precisely the same thing as the economy spending beyond current output.) This
imbalance can be reconciled by a net inflow of foreign capital that acts to augment
theflow of saving available and allowsthe higher level of investment to occur. The
capital inflow pushes up the exchange rate which induces a like sized net inflow of
goods and services— atrade deficit. Therising exchange rate has induced this net
inflow of goods by making imports more attractive to domestic buyers and the
economy’ sexportslessattractiveto foreign buyers. Domestic exporting and import
competing industries will find themselves somewhat worse off as a result. In the
current context, job-creating export industries will do less of that, and arising tide
of importswill mean more outsourcing isoccurring.® Thisisadistributional effect,
however, for as some sectors lose others gain. The capital inflow that is the
necessary counterpart of atrade deficit servestoincreasetheflow of saving available
to the economy and has favorable effects on output and employment in activities
typically financed by saving flows such as business investment and residential
construction.

Therefore, removing this bias against the tradable goods sectors should be
judged against the benefit to the overall economy of the capital inflow that animates
this process. Most recently, the trade deficits of the 1993 — 2000 period allowed
the U.S. economy to undertake rates of investment that otherwise could not have
occurred. The payoff isfaster economic growth. Inthe 1980s, however, large U.S.
trade deficits were used to support public and private consumption and arosein part
from public policies that increased the federal budget deficit. In this case thereisno
payoff from faster growth. It also raises the issue of whether the public policies
involved were on balance good or bad. At present, an expanding economy aong
with largefederal budget deficits may be arecipefor perpetuating largetrade deficits
more along the lines of the 1980s experience then that of the 1990s.

If asmaller trade deficit isjudged the appropriate goal, economic policy can be
used to reach it. If it is also judged prudent not to achieve this reduction at the
expense of domestic investment, then the economy’ s rate of saving will have to be
raised. (Thisis the same thing as saying the economy’s rate of consumption will
have to be reduced.) Economic policy’s ability to affect the private saving rate is
problematic, but macroeconomic policy can certainly change the public saving rate.

% The exchange rate induced biasislikely to be particularly relevant when the decision to
produce at home or abroad isnot constrained by the need for large scal e capital investments
that are lesslikely to be influenced by the more near-term effects of the exchange rate, and
hinges largely on relative labor costs.
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Government budget deficits are a subtraction from the nation’s saving and budget
surpluses are an addition to the nation’s saving. Therefore policies that move the
budget away from deficit and toward surplus, other things unchanged, will tend to
reduce the trade deficit. Thiswill occur, of course, as a depreciating exchange rate
works to change the composition of domestic output, stimulates export sales, and
dampens import spending, and in the process likely boosts the output and
employment of the U.S. tradable goods sectors.® Thiswill not stop therisein the
level of trade, nor eliminate outsourcing, but it can remove some of the bite of that
process on the tradable goods industries.

Under-Investment in the Economy’s Creative Powers

The presence of a market failure in idea production can be corrected by an
appropriate amount of public support for the idea creation process. Such support
could include public funding of research and development (R&D), both basic
scientific research (where the prospect of market failure is the greatest) and
enterprise-specific research; public funding for investment in human capital,*
particularly education in the sciences and engineering; and public support for
mechanisms to establish and enforce property rights, such as patent and copyright
administration. The intent would be that these actions would boost the economy’s
ability to create new products and better jobs and produce a more appealing
counterweight to the destructive effects of technological diffusion and increased
importsand foreign outsourcing. Asjobsaredestroyed by foreign outsourcinginone
part of the economy, it is hoped that the boost to the idea production process would
improve the attractiveness of U.S. exports on the world market, leading to an
acceleration of the flow of exports and foreign outsourcing into the United States,
and boosting the rate of creation of better jobs in other parts of the economy.

Of course, these are activitiesthat the U.S. government supportsnow.*” But the
open gquestion iswhether such support iswell targeted and undertaken at an adequate
scale. Thisis not an easy question to answer. As regards spending on R&D by
private firms, there is a considerable amount of economic evidence that the social

% Thetradedeficit would be reduced if foreign lenders curtailed their accumulation of U.S.
assets. In this case, however, there would be no increase in U.S. saving. So in this
circumstance the adjustment must occur through higher domestic interest rates and lower
domestic investment. The favorable effect of the smaller trade deficit on trade sensitive
sectors would be counterbalanced by the adverse effect on domestic interest sensitive
sectors. Thedollar depreciation seen since early 2002 ismost likely being driven by a shift
away from dollar denominated assets by foreign investors. Because the economy is now
operating with considerable slack, the adverse effects of this capital outflow have been
negligible. For a fuller discussion, see CRS Report RL31032, The U.S. Trade Deficit:
Causes, Consequences, and Cures, by Craig K. Elwell.

% Raising the skill level of workers would aso improve the flexibility of the labor force.
Carrying with them more than just job specific skills would facilitate a quicker adjustment
of workers to economic change.

" For adiscussion of current federal programs, see CRS Issue Brief 1B10088, Federal
Research and Development: Budgeting and Priority-Setting Issues, 108" Congress, by
Genevieve Knezo.
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rate of return to R&D for a variety of research projects often greatly exceeds the
private rate of return, suggesting that too little research is being undertaken. (At
optimal scal eresearch projectswould be undertakento the point wherethe social rate
of return has been pushed down to the level of private return.) By some estimates,
the level of investment undertaken by firms could be as little as 25% of the level
what is economically optimal.*

Can economic policy entice firmsto increase their R& D spending? The patent
systemis one manifestation of government’s attempt encourage inventive behavior
by providing “property rights’ over new ideas. Thisisawell developed set of laws
in the United States and it is questionable whether initiatives on this front will
encourage much more R&D. There is the prospect that improvement in the
establishment and enforcement of property rights internationally could have a
positive effect on domestic R&D activity. The functioning of the patent system,
however, likely involves an economic trade-off. There is an economic gain from
inducing more R& D by companies, but the knowledge that is produced will not be
widely disseminated for the term of the patent. Given the cumulative nature of
knowledge production, thisrestriction on theflow of knowledgewill tendto slow the
rate of production of knowledge generally. Another policy device that attempts to
coax more R&D out of business firmsisthe R&D tax credit.* While the evidence
indicates that the research tax credit does raise R&D spending by firms, many
economists have significant doubts about how well the tax credit does at targeting
and inducing R& D projectswith large social benefits. Why not use direct grants by
government to firms to undertake R&D projects that offer large social benefits
relativeto privatereturn? Theinformation requirementsfor operation of an efficient
grant program are likely well beyond what government could hope to muster. The
economic risk is that a program of direct grants would, by distorting the patten of
investment and by encouraging rent-seeking behavior, generate more inefficiency
than efficiency.

The dollar spending levels by industry and government have increased, but as
apercent of GDP, industry's share has risen and that of government hasfallen since
the 1980s. It isgovernment spending on R& D that largely provides support to basic
research; thisis an areain which the incidence of market failure in idea production
is probably the greatest.

Basic researchis currently supported through the budgets of many government
agencies, including the National Science Foundation, National Institutes of Health,
NASA, the Department of Energy’s Office of Science, and the Department of

% Seezvi Griliches, “ The Searchfor R& D Spillovers,” Scandinavian Journal of Economics,
(1991), pp. 29-47; Bruce Smith and Claude Barfield, Technology, R&D , and the Economy
(Washington: Brookings Institution, 1996); and Charles I. Jones and John C. Williams.
“Measuring the Social Returnto R&D,” The Quarterly Journal of Economics, vol. 63, no.4
(Nov. 1998), pp. 1119-1136.

% See CRS Report RL31181, Research Tax Credit: Current Status, Legislative Proposals,
and Policy Issues, by Gary Guenther.
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Defense. Much of the actual research is done at maor universities across the
country.*

One policy issue for basic research is determining the appropriate level of
government funding. The rate of accumulation of technical knowledgeislikely to
rise with the level of resources devoted to it, but the speculative nature of basic
research makesit al but impossible to judge what the economically optimal size of
government spending on such research would be. The absolute level of inflation-
adjusted government spending on basic research has increased from about $1.4
billion in 1953 to about $21.6 billion in 2002. The intensity of government-funded
basic research, however, has fallen, decreasing from about 0.7% of GDP in 1953 to
about 0.2% of GDPin 2002. International evidence has shown that thereisapositive
correlation of the intensity of government-funded basic research and economic
growth. Nevertheless, the understanding of linkage between basic research and
economic growth is not well specified, making it difficult to predict the precise pay-
off in economic growth from a given increase in spending on basic research. This,
in turn, makes it difficult to say what the optimal level of such spending should be.

A second policy issue with government-funded basi ¢ research isthe mix of that
funding acrossareasof scientificinquiry. Theshare of government research spending
in health-related areas has risen steadily for the last 30 years and has increased
dramatically over thelast 10 years. Funding for life-sciences now accounts for 60%
of the government’s basic research expenditures. In contrast, inflation-adjusted
funding for basic research inthe physical scienceshasnot risen over thelast 30 years
and accounts for only 10% of the government’s budget for basic research. Some
argue that this disparity in funding is inconsistent with the often interdisciplinary
nature of major innovations and is a movement away from the balanced basic
research portfolio that is most likely to yield the maximum long-run return. This
argument isnot that research funds should be reall ocated away from health areas, but
rather that there should beamore balanced increase acrossall areas of basic research.

Ameliorating Outsourcing’s Costs

Labor market disruptions are not new problems, and most advanced industrial
economies have developed policies to provide some degree of support for those
displaced by recession or the ever present churning of market forcesincluding trade.
Because equity goals are as likely to be of as much concern to citizens and
policymakers as are efficiency goals, an economic response of foreign outsourcing
can not be easily separated from consideration how those hurt in this processwill be
treated. To the economist, the policy chalenge is to craft initiatives that equitably
compensate and assist those who are displaced, while also securing the efficiency
gainsfromincreased trade. Atthemost genera level, the economist would arguefor
a transfer of some of the gains from trade from the “winners’ to the “losers.”
Because increased trade generates benefitsin excess of costs such atransfer can, in
principle, compensate those hurt by trade and still |eave the wider economy better off

“0 For an overview of current federal programs supporting R&D, see CRS Issue Brief
IB10088, Federal Research and Development: Budgeting and Priority-Setting Issues, by
Genevieve Knezo.
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then it would be without trade and outsourcing. Finding and implementing policies
to effect such atransfer remains an area of controversy.

It can be argued that in the United States and other industrial economies, the
post-World War 1l economic order was built upon an explicit or implicit “social
bargain.” Workerswould accept the periodic disruptions associated with the market
economy’s cyclical and destructive traits that are inherent to its rapid creation of
wealth and rising economic well-being, if those disruptions were cushioned by
government provision of various types of economic support to see them through
these rough spots. Public support rather than workers themselves buying insurance
against the risk of job loss is thought the preferred method because the “market
failure” caused by the problem of “adverse selection” will prevent the private market
from providing an adequate level of coverage.** Whilethe social policies may have
changed in form and extent over the years, these worker support policies remain an
integral piece of the modern industrial economy.*

Thelevel of economic support an unemployed or displaced worker receivescan
be seen asaform of social insurance against the “risk” of job loss and its associated
coststhat afluctuating and ever churning market economy exposesworkersto.* The
argument can be made that if the velocity of market “churning” has increased in
recent years due to the combined or individual effects of arapidly rising level of
international trade, accelerating productivity advance, or more quickly shifting
consumer demand, then the volatility of the labor market and the risk of
unemployment that each worker faces have also increased.

Some argue that higher level of risk would warrant a higher level of economic
support. This does seem to be the case among Organization for Economic
Cooperation and Development (OECD) countries for exposureto therisk associated
with international trade, where there is a fairly strong correlation between market
openness and levels of government support expenditures.* In addition to the level
of support, consideration of the form of that support, particularly the incentives for
guick re-employment, may beimportant. Inthisregard, policy areasthat might merit
closer examination include wage-insurance, portability of health and retirement
benefits, and incentives for ongoing enhancement of worker skills that could have
value to awider spectrum of employers.

“! For further discussion of the issue of public versus private provision of unemployment
insurance, see CRS Report RL32194, Job Loss: Causes and Policy Implications, by Marc
Labonte.

“2 For current legidative issues about unemployment insurance, see CRS Report 95-742,
Unemployment Benefits: Legislative Issuesin the 108" Congress, by Celinda Franco. For
more information on adjustment assistance and retraining programs, see CRS Report
RL 31250, The Worker Adjustment and Retraining Notification Act (WARN), by Linda
Levine; and CRS Report 97-536, Job Training Under the Workfor ce Investment Act (W A):
An Overview, by Ann Lordeman.

3 This concept of risk encompasses both the likely incidence job loss, the duration of
unemployment, and the level of possible adjustment costs.

“ See Dani Rodrik, Has Globalization Gone Too Far? (Washington: Institute for
International Economics, 1998), pp. 49-66.



