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U.S.-CHINA ECONOMIC AND SECURITY REVIEW COMMISSION

SEPTEMBER 22, 2005

The Honorable TED STEVENS,

President Pro Tempore of the U.S. Senate, Washington, D.C. 20510
The Honorable J. DENNIS HASTERT,

Speaker of the House of Representatives, Washington, D.C. 20515

DEAR SENATOR STEVENS AND SPEAKER HASTERT:

On behalf of the U.S.-China Economic and Security Review Com-
mission, we are pleased to transmit the record of our hearing in
New York City at the Council on Foreign Relations on May 19 and
20, 2005. The hearing on “China and the Future of Globalization”
gave the Commission insights into China’s role in global economic
developments and how these “globalization” trends affect the Amer-
ican economy. A copy of the hearing record is also available on the
Commission’s website at www.uscc.gov.

U.S.-China economic relations have become central to the devel-
opment of global economic trends. As trade and investment be-
tween the two nations has expanded in importance and scope, the
impact of this relationship on the U.S. economy—and the global
economy—has grown to enormous proportions. In its 2004 Report
to Congress, the Commission noted that “the U.S.-China economic
relationship is of such large dimensions that the future trends of
globalization will be influenced to a substantial degree by how the
United States manages its economic relations with China” and that
“[ilt is reasonable to believe that U.S.-China economic relations will
help shape the rules of the road for broader global trade relations.”

Understanding the assumptions and governing theories and mod-
els underlying globalization is essential because they shape the
way policymakers view the trends and implications of global eco-
nomic developments. These theories and models are deeply rooted
and have driven U.S. economic policies for decades. For this reason
the Commission felt it important to take stock of the underlying
theories and models of globalization and China’s role in these de-
velopments.

The New York hearing featured testimony from prominent econo-
mists, academicians, and business leaders. The topics discussed in-
cluded the economic underpinnings of globalization, the impacts of
globalization on national economies, China’s role in the develop-
ment of globalization, the interrelationship between globalization
and the U.S. trade deficit, corporate globalization strategies, the
rise of mass retailers and their influence on production location de-
?]isions, and the role of tax policy in driving trade and investment

OWSs.

Among the key observations made by participants during this

session were the following:

iii



While many U.S. firms have addressed their global competi-
tiveness challenges through outsourcing and “off-shoring,”?
these individual corporate decisions do not address, and in
some cases may conflict with, efforts to maintain productive ca-
pacities in industries important to U.S. economic leadership
and viability. This distinction between private and national in-
terests is particularly pertinent with regard to the U.S. eco-
nomic relationship with China.

In today’s global economy, factors of production, including cap-
ital and technology, flow freely across national borders, raising
questions about the continuing usefulness of the traditional
theory of comparative advantage, which assumes non-mobile
factors of production, for understanding patterns of trade and
production.

In assessing the relevance of comparative advantage analysis
to U.S.-China economic relations, it is important to recognize
that a significant aspect of China’s competitive advantage
stems from a system where workers are often denied funda-
mental workers rights. Addressing this requires the inclusion
of strong workers rights provisions in trade agreements.

The opening of the Chinese, Indian, and former Soviet bloc
economies has led to more than a doubling of the global work
force and likely will put downward pressure on U.S. wages, at
increasingly higher levels of the wage scale, for decades.

China and other East Asian economies are pursuing export-led,
mercantilist growth strategies that undermine the foundations
of an open and balanced international trading system.

While there is not a complete consensus regarding all the un-
derlying causes of the U.S. trade deficit, the current trends are
unsustainable and demand immediate attention, including ad-
dressing U.S. federal budget deficits and misaligned exchange
rates.

The rise of “big box” mass retailers has led to a shift of market
power from manufacturers to retailers with profound implica-
tions for the organization of production. China has become the
key source from which such retailers obtain manufactured con-
sumer products and this has been a key driver of China’s eco-
nomic growth.

The current structure of the U.S. international tax system is
both inefficiently complex and generally favorable to offshore,
as opposed to domestic, investment.

U.S. Economic Competitiveness

Ambassador Richard Haass, President of the Council on Foreign
Relations, opened the hearing with perceptive observations on U.S.
economic competitiveness. He noted that the arrows are pointing in
the wrong direction with regard to long-term trends in U.S. com-
petitiveness and that competitiveness is not something that can be
established “overnight,” but instead must be developed and nur-
tured over the long-term.

1“Off-shoring” encompasses both the outsourcing of work by a U.S. firm to a foreign firm pro-
ducing abroad and a U.S. firm’s relocation of production to a facility it owns and operates over-
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Dr. Ralph Gomory, President of the Alfred P. Sloan Foundation,
highlighted the differing competitiveness challenges faced by indi-
vidual companies and the nation as a whole. He told the Commis-
sion that “[t]here is and can be fundamental conflict between the
goals of the company and the goals of the country” since U.S. com-
panies are required to make profits rather than consider the na-
tional effect of their decisions about where to produce goods or
services. This distinction between “national” and “private” competi-
tiveness raises profound public policy questions concerning the dis-
tinction between public and private interests. These questions are
especially germane to our economic and security relationship with
China, where the market may promote private actions that are at
odds with the national interest.

Such concerns were also voiced by Mr. Ron Blackwell, Chief
Economist of the AFL-CIO. Mr. Blackwell maintained that our na-
tion faces its most serious competitive challenge in modern history.
Like Ambassador Haass, he noted that the issue is not receiving
adequate public debate and policy attention. With regard to the
conflict between “national” and “private” competitiveness, Mr.
Blackwell noted that many companies have solved or are attempt-
ing to solve their private competitiveness challenges through off-
shoring. But this leaves unresolved the national competitiveness
problem regarding how the United States will pay its way in the
global economy in the future and continue to create a broad base
of well-paying jobs for American workers.

The United States’ lack of attention to strategic competitiveness
concerns was concretely brought home to the Commission by testi-
mony from Mr. William Jones, Chairman of the Cummins-Allison
Corporation. Cummins-Allison is a producer of specialty currency
printing and verification equipment. Whereas other countries view
protection of their currencies as a national and economic security
concern warranting a domestic production champion, the United
States has no such policy. The result has been the creation of an
uneven playing field in which foreign competitors are significantly
advantaged by the support of their governments. This has contrib-
uted to the decimation of the U.S. security printing industry.
Cummins-Allison is the last remaining U.S. firm in this industry,
and it is restricted to competing in niche markets owing to a lack
of government support that would yield the economies of scale
needed to support a full product base.

International Trade and Comparative Advantage

Support for international trade is traditionally justified by the
theory of comparative advantage. That theory was developed by
David Ricardo during the 19th Century based on the assumption
that factors of production, including capital and technology, are im-
mobile. In today’s world, capital and technology flow freely across
borders, raising questions about how useful comparative advantage
theory is for understanding current patterns of trade and produc-
tion.

The Commission heard from Dr. Gomory that, in the modern
world, comparative advantage is not often fixed by nature. Instead,
it can be changed rapidly by private sector actions and government
policy. This directly connects with the issue of economic competi-



tiveness policy. In the 19th Century, when Ricardo developed his
theory, natural and enduring factors meant that it was unlikely
that production of either Portuguese wool or English wine would
suddenly become more efficient. This is no longer the case for mod-
ern industries, and countries can more easily enter new business
areas. According to Dr. Gomory, the important policy implication is
that a country’s gains from trade can be significantly reduced if a
trading partner increases its productivity, a finding that is directly
relevant to U.S.-China relations.

In written testimony submitted to the Commission, Dr. Paul
Craig Roberts of the Institute for Political Economy emphasized
that in a world of mobile factors of production, specialization ac-
cording to comparative advantage no longer will prevail as capital
flows to locations of absolute advantage. A significant implication
is that “international mobility of capital and technology and the ad-
vent of production functions that operate the same regardless of lo-
cation mean first world labor will be displaced in tradable goods
and services until there is a global equalization of wages and living
standards.” This will result in tremendous downward pressure on
the wages of U.S. workers.

Similarly, Dr. William Wolman, former Chief Economist for Busi-
ness Week, told the Commission that mobility of capital and the re-
sulting increase in global competition facing the U.S. workforce is
leading to the “law of one price.” He argues that, adjusting for
transportation costs, products eventually will sell for the same
price whether in Bangalore, India or Bangor, Maine. If costs of pro-
duction are lowered in India, capital will flow there to increase the
rate of return on that capital.

In contrast to the questions raised above about the comparative
advantage model, Dr. Arvind Panagariya of Columbia University
defended the current relevance of the model. While acknowledging
that U.S. income declines may result from Chinese gains in produc-
tivity, he argued that the decline in U.S. incomes would be greater
if the United States were to close its borders completely to trade
and that comparative advantage theory postulates that the United
States is better off trading rather than not trading with China in
the presence as well as the absence of labor mobility.

In assessing the relevance of comparative advantage analysis to
U.S.-China economic relations, it also is important to recognize
that a significant aspect of China’s competitive advantages stem
from a system where workers often are denied basic human and
labor rights. Mr. Blackwell told the Commission that “workers in
China are systematically denied their fundamental human rights—
the right to freedom of opinion and speech, the right of mobility
within the country, freedom of association, but especially the free-
dom to form unions and bargain collectively.” He suggested that
the denial of fundamental worker rights is a key component of the
Chinese government’s competitiveness strategy. Addressing this,
according to Mr. Blackwell, requires the inclusion of strong worker
rights provisions in trade agreements in the same manner as such
aglii}ements include strong protections for intellectual property
rights.

This analysis points to a vital need for U.S. policy to maintain
the nation’s competitiveness through investment in education, in-
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frastructure, training, and knowledge production. It also requires
that protections for fundamental worker rights be a priority in fu-
ture trade agreements. If the United States stays ahead of the com-
petition in these vital respects, it can secure gains from trade; if
it falls behind it will experience reduced gains or potentially losses
from trade.

Doubling of the Global Work Force

Professor Richard Freeman of Harvard University addressed the
implications of the doubling of the global work force that has oc-
curred with the opening of the Chinese, Indian, and former Soviet
bloc economies. The net result has been a massive increase in glob-
al labor supply that he argues, similar to Dr. Roberts, will put
downward pressure on U.S. wages.

Professor Freeman predicted that absorbing this increase in
labor supply could exert downward pressure on wages for the next
thirty to forty years. Wages need not necessarily go down in this
period owing to productivity advances, but if they rise they will not
rise as fast as would have been the case if these developing econo-
mies had not joined the global economy.

Downward wage pressures have been felt at the bottom of the
wage distribution for some time. However, the United States now
should expect those pressures to move up the wage distribution as
skill and educational levels increase in China, India, and the
former Soviet bloc countries. Globalization and the ability to trade
previously un-tradable, knowledge-based services over the Internet
promise to further increase these pressures.

Professor Freeman testified that reducing these adverse pres-
sures calls for major public investments in education, science, and
technology. The United States has a comparative advantage in
knowledge creation, and it is critical that the nation invest wisely
to maintain that comparative advantage. Further, in this new
hyper-competitive environment the United States must remove
self-imposed cost disadvantages such as the way we provide
healthcare. We place a large portion of the expense for health care
for workers and their families on our companies, which is espe-
cially injurious to the global competitiveness of U.S. manufacturing
firms.

Export-Led Growth Strategies

The Commission heard testimony from Professor Robert Blecker
of American University and Mr. Clyde Prestowitz, President of the
Economic Strategy Institute, about China’s economic development
model. Whereas the United States has emphasized an economic
model that gives primacy to consumers, China and other East
Asian economies have adopted a model that emphasizes strategic
accumulation of productive capacity. An important part of this
strategy is “export-led growth” which constitutes a modern form of
mercantilism.

Export-led growth is an economic strategy in which a country
seeks to promote its industrial growth through a variety of policy
devices that promote exports while strategically restricting imports
to items needed for domestic growth and export production (such
as technology and raw materials). These policy devices include
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wage repression, industrial subsidies, government procurement
policies, closed distribution systems, performance requirements on
foreign investors, and an undervalued exchange rate. All these poli-
cies are evident in China, and they also are evident in other East
Asian economies.

It is important for U.S. policy to recognize that such export-led
mercantilist practices are fundamentally contrary to the spirit of
an open and balanced international trading system. Such practices
create imbalanced trade and frustrate the principles upon which
the post-World War II open trading system is based. Longer-term,
export-led mercantilism represents a strategic danger by gener-
ating artificial de-industrialization in those countries that play by
the rules of our trading system.

Professor Oded Shenkar of Ohio State University cautioned the
Commission about assumptions that China intends eventually to
conform to the economic or political model of a democratic liberal
country. Instead, China has a history of playing by its own rules,
and of borrowing ideas and practices from outside and giving them
Chinese characteristics. Export-led mercantilism is fully consistent
with this history, and it is a dubious assumption that China aims
to adopt the fundamentals of the democratic, liberal, multilateral,
international economic order.

The Trade Deficit

The U.S. trade deficit with China has figured prominently in the
elevation of concerns about the U.S.-China economic relationship,
and is a major component of the massive and rapidly expanding
U.S. global trade deficit. The Commission heard varied testimony
on the causes of the deficit. While all witnesses agreed that the def-
icit is a significant problem that needs policy attention, they dis-
agreed on the underlying causes of the deficit.

Dr. Catherine Mann of the Institute for International Economics
echoed earlier comments about China’s export-led growth, and
characterized the U.S.-China trade relationship as one of co-de-
pendence under which the United States gets cheap consumer
goods and China gets jobs. She argued that this pattern is
unsustainable and that both countries stand to be injured, leading
to the need for urgent policy action. With regard to cause, Dr.
Mann characterized the U.S. problem in terms of excessive con-
sumption and inadequate saving, due in part to U.S. federal budget
deficits driven in recent years by personal income tax cuts.

This diagnosis was partially challenged by Dr. Dean Baker of the
Center for Economic Policy and Research, who argued that al-
though the United States had a low savings rate, the real cause of
the trade deficit was the over-valued dollar, which is a particular
problem with regard to the Chinese and other East Asian cur-
rencies. In Dr. Baker’s view, near-term action to correct exchange
rate misalignments is badly needed.

Ambassador Richard McCormack of the Center for Strategic and
International Studies expressed his concerns about the long-term
implications of the U.S. current account and trade deficits. He ex-
plained that “America has an absolute requirement, over time, to
buy less from abroad, sell more overseas, or some combination of
the two. More and more of the fruits of our work and productivity
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will otherwise go to our foreign creditors in interest payments and
other financial transfers. This ultimately could impact living stand-
ards here, depending on the ultimate size of our accumulating ex-
ternal debts.”

Role of “Big Box” Mass Retailers

Professor Gary Hamilton of the University of Washington pro-
vided testimony on the role of mass retailers in globalization and
China’s economic development. Over the last fifty years there has
been a revolution in American retailing, the first stage of which
was a shift from shopping on Main Street to shopping in malls. The
second stage has involved “big box” discount retailers such as Wal-
Mart and Home Depot displacing traditional general merchandise
department stores such as Sears and J.C. Penney. This shift has
had tectonic consequences for the organization of production and
the nature of economic competition.

Professor Hamilton detailed how the emergence of big box dis-
count retailers has led to an enormous increase in concentration in
the retailing sector. With this increase in concentration there has
been a shift of market power away from manufacturers to the re-
tailers. Not only have these retailers acquired increased buying
power relative to manufacturers, they also have driven a reorga-
nization of the structure of manufacturing production. In par-
ticular, these retailers have become global buyers, scouring the
globe for the lowest cost producers. The big box discount retailers
thereby have served as a vehicle for putting countries—and work-
ers in those countries—in competition with each other. In effect,
big box retailers can be viewed as a critical mechanism of global
labor arbitrage, one that may be even more important than the
production decisions of multi-national corporations.

In addition to changing the nature of international competition,
the rise of mass retailers also has enormous implications for the
trade deficit. This is because they provide a ready-made distribu-
tion network for selling imported products on a national basis. In
effect, they are the pipeline via which items move from the fac-
tories of China to the homes of Middle America. Professor Ham-
ilton concludes that “the single most important driver of China’s
growth is that China has become the world’s chief site for sourcing
manufactured consumer products” and that “[t]he most important
firms that source goods from China are the large retailers and
brand-name merchandisers, which are mainly located in the United
States.”

These developments raise significant public policy concerns. Yet,
there has been a general lack of awareness of and attention paid
to the implications of this retail revolution.

International Tax Policies

The Commission heard testimony from prominent tax policy ex-
perts and practitioners concerning how U.S. tax policies, particu-
larly those dealing with taxation of income earned by overseas sub-
sidiaries of U.S. firms, affect trade and investment flows. The pan-
elists discussed the principal elements of current U.S. tax law that
apply to overseas investment by U.S. firms and offered proposals
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for reforming current laws to better encourage domestic investment
and production.

While the panelists offered different ideas for potential reforms,
they were in agreement that the current structure of the U.S.
international tax system is both inefficiently complex and favorable
to offshore, as opposed to domestic, investment. They also empha-
sized that while China is growing in importance as a location for
U.S. investment, it is necessary to look at U.S. tax policy toward
international investment in general, not just its application to
China, and to consider needed reforms on a broader scale rather
than as a bilateral matter.

Deferral. Under current U.S. tax rules, when a U.S. firm con-
ducts its foreign business through a foreign-chartered subsidiary
corporation, the overseas earnings of the subsidiary are not subject
to U.S. tax unless and until this income is repatriated to the U.S.
parent corporation (though the subsidiary remains liable for tax in
the local jurisdiction). There are exceptions for certain types of
“tainted” income, such as passive investment income, which re-
mains subject to U.S. taxation. The deferral rules were designed in
part to keep U.S. firms competitive in their overseas operations
with foreign firms that enjoy preferential tax treatment. Although
the enactment of tainted income exceptions have limited the scope
of deferral somewhat, the experts who testified before the Commis-
sion believe that by providing an exclusion from U.S. taxation the
deferral rules result in more favorable tax treatment for offshore
investment than for domestic investment and encourage U.S. firms
to keep their foreign subsidiaries’ earnings overseas rather than in-
vesting them in the United States.

Professor H. David Rosenbloom of New York University ex-
plained that the current rules fail to take into account the differing
tax systems of countries that are recipients of U.S. investment. He
argued that our tax policies should differentiate between countries
with tax systems similar to that of the United States where invest-
ment is usually aimed at conducting active business operations and
countries that attract investment as tax havens. He suggested that
complete exemption from U.S. taxation could be allowed for the
former, while full taxation might be the general rule for the latter.
Countries such as China, that attract investment for active busi-
ness but that also employ tax holidays and special tax regimes to
attract such investment, could be addressed on an individual basis
through the bilateral tax treaty process. He noted that other coun-
tries make such differentiations in their tax law and therefore it
is feasible.

U.S. Corporate Tax Structure. Dr. Gary Hufbauer of the Institute
for International Economics told the Commission that the U.S. cor-
porate tax structure was more of a hindrance to U.S. domestic in-
vestment than the international tax rules. He explained that over
the past two decades, the United States has become increasingly
less “tax friendly” as other countries have significantly reduced
their effective corporate tax rates. This has included both tradi-
tional low-tax and tax haven countries, and major industrial com-
petitors such as France, the United Kingdom, China, Taiwan, Mex-
ico, and Brazil.



A related concern is the World Trade Organization’s (WTO’s) dis-
parate treatment of direct and indirect taxes. Pursuant to WTO
rules, the United States is not permitted to levy its corporate in-
come tax—a direct tax—on imports nor waive its corporate tax on
exports. At the same time, WTO rules allow countries that have a
value added tax (VAT) system—an indirect tax—to exempt this tax
on exports while imposing it on imports. Dr. Hufbauer argued that
this distinction in treatment between direct and indirect tax is not
justified.

For these reasons, Dr. Hufbauer advocates replacing the current
U.S. corporate income tax with a Corporate Activity Tax (CAT), a
variant of the subtraction-method VAT, levied on the domestic
sales of corporations. He argues that such a system would be more
efficient and broader-based than the current U.S. corporate tax sys-
tem, and as an indirect tax could be imposed on imports and ex-
empted on exports, thereby removing a key disparity favoring off-
shore investment. Notably, EU nations, China, and most other in-
dustrial nations use a VAT system.

Sourcing Rules. One of the fundamental components of U.S.
international tax rules is the determination of whether income is
U.S. or foreign-sourced. Income derived by foreign business entities
is generally taxed only if sourced in the United States, whereas
U.S. firms receive credits for foreign taxes paid only to the extent
of the U.S. tax liability on their foreign-source income. Mr. David
Tillinghast of Baker & McKenzie explained that these rules were
developed at a time when the U.S. economy and the economies of
its major trading partners principally involved tangible property,
and these rules are not readily workable with regard to global busi-
ness operations and intangible property. For example, he noted the
complexities of determining the source of income earned from Ili-
censing software or from services provided over the Internet.

Bilateral Tax Treaties. The United States has entered into bilat-
eral income tax treaties with a number of countries, including
China. One aim of these treaties is to avoid double taxation given
differing national tax laws. In its treaties with developing countries
like China, the United States generally has given these countries
the right to tax royalty income earned by U.S. firms that is exempt
from tax under the terms of its treaties with developed countries.
This has led China and others to take an expansive view of royalty
income, encompassing certain types of income that developed coun-
tries generally classify as “business profits” exempt from source-
based taxation. Mr. Tillinghast argues that the tax treaty with
China, which came into force in 1986, is ripe for renegotiation to
deal with this and other concerns given the significant changes
that have taken place in China over the past twenty years.

Going Forward

The Commission believes that current developments in U.S.-
China trade and investment warrant a revisiting of the assump-
tions and models of globalization in order to more appropriately
fashion economic and trade policies to address U.S. challenges in
the global economy. Moreover, the Commission believes that a re-
view of U.S. international tax policies should be an important com-
ponent of a broader policy review in this area. Going forward, the
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Commission plans to deepen its examination of these matters,
which are central to informing our analysis as we continue to as-
sess specific areas of U.S.-China economic relations and the impli-
cations for the U.S. economy and economic security.

@2% S i O

C. Richard D’Amato Roger W. Robinson, Jr.
Chairman Vice Chairman

Sincerely,
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CHINA AND THE FUTURE OF GLOBALIZATION

THURSDAY, MAY 19, 2005

U.S.-CHINA ECONOMIC AND SECURITY REVIEW COMMISSION,
Washington, D.C.

The Commission met the Council on Foreign Relations, 58 East
68th Street, New York, N.Y. at 8:30 a.m., Chairman C. Richard
D’Amato and Vice Chairman Roger W. Robinson, Jr. (Hearing Co-
chairs), presiding.

OPENING REMARKS OF CHAIRMAN C. RICHARD D’AMATO

Chairman D’AMATO. The Commission will come to order. I am
pleased to open the U.S.-China Economic and Security Review
Commission’s two-day hearing in New York City at the Council on
Foreign Relations on a topic of great scope and importance: China
and the Future of Globalization.

I welcome Richard Haass, President of the Council, and on behalf
of the Commission, let me thank you for your hospitality and allow-
ing us the rooms and courtesies of the Council for this hearing.

Richard Haass has been President of the Council almost two
years now, a former Director of Policy and Planning at the State
Department, and Director of Foreign Policy Studies at the Brook-
ings Institution.

He is the author or editor of ten books on American foreign pol-
icy. His next book is called “The Opportunity.” He may want to do
some revisions to it based on the hearing today. I don’t know.
Maybe it’s too late. It will be available shortly.

Richard Haass was confirmed by the U.S. Senate to hold the
rank of Ambassador and has served as U.S. Coordinator for Policy
Toward the Future of Afghanistan, and was the lead U.S. Govern-
ment official in support of the Northern Ireland peace process. For
his efforts, he received the State Department’s Distinguished
Honor Award.

In his past life, he was on the National Security Council in 1991
and began his political and diplomatic life as a legislative aide in
the United States Senate where I am sure he learned his political
and diplomatic skills. He also is a Rhodes scholar and has degrees
from Oberlin College and Oxford University. We thank you very
much for your hospitality, Mr. Haass.

[The statement follows:]

Prepared Statement of Chairman C. Richard D’Amato

I am pleased to open our two-day hearing in New York City at the Council on
Foreign Relations on a topic of great scope and importance.

It is particularly fitting that we examine the nature and implications of global
economic integration—what has come to be known as “globalization”—at this impor-
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tant institution for American foreign policy, and in this city at the center of Amer-
ica’s global economy. After all, the Commission was established to look at how our
economic and strategic goals intersect in the context of China. We are indebted to
Ambassador Haass and the Council for their hospitality and assistance in convening
this event. I would also like to recognize the exceptional efforts of my colleague,
Commissioner Patrick Mulloy, in helping to develop the agenda for this hearing.

In its 2004 Report to Congress, the Commission set the framework for our hearing
by drawing a link between the development of U.S.-China economic relations and
the development of globalization writ large. The Commission stated in the report:

[T]he U.S.-China economic relationship is of such large dimensions that the
future trends of globalization will be influenced to a substantial degree by
how the United States manages its economic relations with China. It is rea-
sonable to believe that U.S.-China economic relations will help shape the
rules of the road for broader global trade relations. If current failings are
remedied and the relationship is developed so as to provide broad-based ben-
efits for both sides, globalization will likely be affected in a positive manner
on a worldwide scale. If not, the opposite will likely be true.

This Commission has been detailing for the Congress on an ongoing basis the in-
creasing breadth of U.S.-China economic relations. The level of trade and financial
flows between the two countries has reached massive proportions. Two-way trade
exceeded $230 billion in 2004, including a U.S. trade deficit of $162 billion. Yet
China remains a developing, non-market economy. It is a truly unprecedented eco-
nomic relationship between two economies at vastly different ends of the develop-
ment spectrum. The Commission believes that understanding and addressing the
costs and benefits of this relationship are vital to long-term U.S. economic health
and to broader global trade relations.

Globalization is dealt with in formal economics under theories of trade, invest-
ment, and comparative advantage. We intend to explore the theoretical underpin-
nings of globalization with our distinguished panelists and assess how they comport
with today’s economic realities. A key question is whether traditional theories need
to be modified or recast in the face of a dramatically changing world. For example,
do traditional theories of comparative advantage still hold true where the factors of
production—both labor and capital—are highly mobile?

Moreover, we will examine how the U.S. economy is faring in a global environ-
ment. Surely there will be specific winners and losers from globalization in the
American economy, but we hope to understand what structural changes have taken
place that will alter U.S. economic fundamentals in the future. For example, to what
extent are U.S. retailers driving decisionmaking as opposed to U.S. manufacturers?
What are the implications for the arrangements hammered out between labor and
management in this country over decades of negotiations?

We will further examine the causes and consequences of the U.S. trade deficit,
one of the most controversial and significant outgrowths of globalization for the U.S.
economy. Some economists contend that the deficit is driven by global economic
trends, while others view it primarily as the result of U.S. consumption and savings
trends. It is vital to understand the true dynamics at work in order to fashion an
appropriate national policy response.

Lastly, the Commission believes it is essential to understand the role that U.S.
tax policies play in influencing U.S. firms’ global business strategies. U.S. rules for
taxing or exempting from tax the income of U.S. firms’ foreign subsidiaries have
been criticized by many tax analysts and practitioners for providing undue incen-
tives for U.S. firms to relocate abroad. We need to understand whether the current
U.S. tax regime strikes the right balance between maintaining the competitiveness
of U.S. firms doing business abroad and removing unnecessary incentives for U.S.
firms to move capital and production offshore.

In the context of this hearing, it is fair to ask if globalization, per se, is being
used as a convenient marquee to justify corporate or governmental behavior that is
in fact intended as simply self-serving, or to circumvent labor, environmental, or
other standards erected in the most developed economies. If globalization is to be
used as a “one size fits all” justification for such behavior, then it is being stripped
as a concept of any lasting content.

We fully recognize that even a two-day hearing can only begin to scratch the sur-
face of these far-reaching questions. But these are questions that must be examined
and understood with the goal of reaching a national consensus on how best to meet
the challenges and opportunities of globalization.
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INTRODUCTORY REMARKS

STATEMENT OF AMBASSADOR RICHARD N. HAASS
PRESIDENT, COUNCIL ON FOREIGN RELATIONS
NEW YORK, NEW YORK

Ambassador HAASS. Thank you, Mr. Chairman, and let me just
first of all welcome you all to the Council. And thank you for what
you’re doing, not just today, but more generally. I'll be honest, I
didn’t realize just how much of a commitment you’ve all made in
time and effort, and I respect it and I thank you for it.

When I read the law that created you, you've clearly got an im-
portant charge: to assess the national security implications of the
U.S.-China economic relationship and to make policy recommenda-
tions to the Congress. All this is close to what we do here at the
Council; in two ways it resonates.

First of all, it seems to me you have got to come up with a blend
of analysis and prescription. Essentially people are looking for
what you think and what you recommend.

Secondly, you're looking at the relationship between, on the one
hand, the security aspects of economic interactions, and, secondly,
the economic implications of security interactions. And again, this
is something that we are struggling with at the Council. Indeed, we
have an entire center devoted to geo-economics, and what you are
doing fits very squarely in what I think is an often under explored
area of work, in part because so many experts are stovepiped. They
are either area specialists or they’re economists or they’re political
scientists and the sort of work that you're trying to do, this kind
of integrative work, is both as necessary as it is rare.

So again I applaud what you’re up to here. I looked at your
schedule. You've got an extraordinary program for the next day
and a half, an ambitious one. I’d almost call it a Chinese banquet
of talent. It has got that good combination of breadth and depth,
and my only personal regret is I'm hopping on a plane in about an
hour to Los Angeles so I won’t be here. But then since so much of
what you do is publicly available, I will avail myself of it.

Let me just say a few things, since you were generous enough
to offer me the opportunity, about globalization, about U.S.-China
economic ties, and about the relationship more generally.

First, about globalization. It clearly forms part of the context for
U.S.-China ties. It is not the entire context. Clearly, the post-9/11
world also formed part of that context. Everyone has got his or her
own definition of globalization. Since I'm the President of the Coun-
cil on Foreign Relations, and we are meeting here today, you get
to hear mine. Globalization represents the increasing volume, ve-
locity and importance of flows within and across borders of people,
ideas, greenhouse gases, oil and gas, drugs, manufactured goods,
dollars, euros, TV and radio signals, germs, e-mails, weapons and
just about everything else.

And what is interesting to me about globalization is not simply
what it is, but the fact that you can attach either a positive or neg-
ative sign to it. It is both and it is simultaneous. 9/11 in some ways
was a perfect manifestation of it. One of the wonderful parts of
globalization is the ability to travel. One of the awful aspects of
globalization is that people hijacked airplanes and crashed them
into buildings.
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One way to think about the U.S.-China relationship is that we
have the mutual challenge—I would call it a mutual opportunity
given my new book—to help structure and regulate globalization.
To put it more simply, we can try to stop or slow those aspects or
those flows that constitute globalization that are clearly dangerous
and destructive: terrorism, terrorist financing, technology related to
weapons of mass destruction, drugs, greenhouse gases, what have
you. Side-by-side we can promote or support those flows that are
the positive side of globalization, such as goods, services, invest-
ment, energy, students, and tourism.

In order to do this, though, in order to get the United States and
China to cooperate on managing or structuring globalization, there
are many requirements, but let me simply focus on two.

One is that the United States and China and the leadership of
the two countries figure out a way to structure what ought to be
an area of cooperation and of mutual interest, namely their eco-
nomic relationship, so that it is, in fact, judged to be positive by
both sides.

From my point of view, this does not require that there be a bal-
ance of trade. But it does require on China’s part that it abide by
the WTO rules, that it respect copyrights and patents, that it offer
market access, and that it doesn’t maintain its currency at artifi-
cial levels that distort trade.

From the U.S. side, though, we must also act consistent with the
WTO and that means not adopting unilateral or extra-WTO rem-
edies in the trade area.

A second requirement for the United States and China to be able
to cooperate to manage globalization is that the political/military
issues that constitute our agenda not overwhelm the relationship.

Let me just mention two very briefly. One is Taiwan. You've all
spent time working on this issue. If there is any single issue that
has the potential to disrupt the potentially positive trajectory of
U.S.-China relations, it’s Taiwan.

And it’s obviously important that the mainland not in any way
be tempted to use force to unify China. The United States for its
part needs to stand by the one China policy. It needs to stand by
the Three Communiqués, but simultaneously, it needs to stand by
its commitments to Taiwan and observe both the letter and the
spirit of the Taiwan Relations Act. It’s a delicate balancing act, but
that said, it’s a delicate balancing act that has worked for more
than three decades, and there is no reason it can’t work for as long
asdit takes. It is clearly in the interest of the United States that
it does.

As for North Korea, I would suggest that what is needed is a
package that spells out what is required of North Korea in the nu-
clear area, the benefits that would accrue to it if it met those re-
quirements, and the penalties that will flow to it if it fails to meet
those requirements.

If this is to happen, I believe the United States must put forward
more in the way of incentives and these incentives must be pack-
aged in a way that are sequenced in a realistic fashion.

But China also must do more, and in particular China needs to
articulate or demonstrate its willingness to support meaningful
sanctions against North Korea if it fails to live up to specified re-
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quirements in the realm of weapons of mass destruction. I would
simply say that it is hard to exaggerate what is at stake for the
region, because an overtly nuclear North Korea would have all
sorts of consequences for the nuclear programs of others and for
the relationships of major countries in northeast Asia, which as it
happens is a part of the world that is institution poor, unlike Eu-
rope, for example, which you might describe as institution rich.

But also it is hard to exaggerate the stakes for the world because
a North Korea that has all sorts of nuclear material and nuclear
weapons could be tempted to put them on the market, since it has
put so much else on the market. Again, another form of
globalization. It is also hard to exaggerate the consequences be-
cause of the tipping point effect, that an overtly nuclear North
Korea could have consequences for the region, which could, in turn,
could have consequences for other parts of the world.

There are other things that will affect the ability of the U.S. and
China to cooperate in a global world including China’s own political
evolution. I don’t want to take any more of your time, so let me
just say that when I look at this relationship, it is important we
get it right. Let me just end up with what I think that is.

More than any other bilateral relationship in the world, this rela-
tionship is going to determine the character of the 21st century. I
actually believe it will go a long ways toward defining this era of
international relations. It’s interesting; we still call this the post-
Cold War era, and it’s now 15 years since the wall came down. We
call it the post-Cold War era because we haven’t figured out what
to call it, and the reason we haven’t figured out what to call it is
because the character of the age is still unclear.

What I began with is true, you've got positives and negatives si-
multaneously at play, and neither has gained the upper hand.
Again, I believe it is U.S.-Chinese relations that will help deter-
mine what the ultimate balance at this stage is.

Just to give you an idea, this could turn out to be a remarkable
era of U.S.-Chinese cooperation, part of a larger pattern of great
power cooperation, which would set a context for unprecedented
stability and peace and prosperity and even human freedom. This
is one end of the spectrum.

At the other end of the spectrum, you could have a total break-
down in not just U.S.-Chinese relations, but in part because of it,
in relations among other major powers and even medium powers.
This could turn out to be at worst a kind of modern Dark Ages in
which the malign or dark side of globalization becomes the norm,
in which failed states multiply, terrorists run rampant, weapons of
mass destruction proliferate, and in which there is simply very lit-
tle global cooperation out there to deal with things like global cli-
mate change to infectious disease.

So this could turn out to be a truly awful era of history. In be-
tween these two worlds is the possibility that what we are living
in today could one day become known as the inter-Cold War period,
and if U.S.-Chinese relations turn out wrong, I predict that histo-
rians will call this the inter-Cold War period, one existing between
a U.S.-Soviet Cold War and a U.S.-Chinese Cold War.

The danger in that is twofold. It is not simply the risk that a
U.S.-Chinese Cold War would bring inherently. It is also the dis-
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traction of resources. There would be an enormous opportunity cost
if the United States and China were to find themselves in a Cold
War relationship, because by definition they would be focusing on
one another rather than on the challenges of globalization.

What does this mean for us? The goal for U.S. foreign policy
should not be to try to work to prevent China’s rise, as if we could.
Rather, the goal of U.S. foreign policy should be to try to shape
China’s behavior. To put it another way, we shouldn’t regret or fear
China’s strength; rather, we should try to work with it to see that
the strength is used in constructive ways or, to put it bluntly, to
persuade the Chinese that it is in their interests to work with us
to help tame globalization.

And this means integrating China in the world so that it benefits
from economic ties to a degree that it will be reluctant to upset
them, and so that it helps us manage the challenges of a global
world that have the potential to overwhelm us both.

What this suggests to me is that economic ties can be a founda-
tion for the U.S.-Chinese relationship more broadly or economic
ties can be a source of friction that will help frustrate the overall
relationship.

The jury is out, and as a result, the importance of your work is
clear. So again let me thank you for the opportunity to meet with
you today and more broadly thank you again for all the hours
you’re putting into this.

Introductory Remarks: Discussion, Questions and Answers

Chairman D’AMATO. Mr. President, thank you very much for
those observations. I hope you will have a few moments to respond
to some observations or questions from the panel.

Just two comments. The fact of the existence of this Commission
is recognition that Congress understands this bilateral relationship
is without a doubt our most important. This is the only permanent
commission established by the Congress in the current era to look
at a bilateral relationship. That in itself is recognition of the impor-
tance of this relationship.

The second thing is in connecting and creating the Commission,
the Congress did what you mentioned for the first time, which
you're doing here as well, and that’s trying to connect the dots be-
tween economic, military and political realities.

Prior to the creation of this Commission, there was indeed, as
you mentioned, a tendency to stovepipe the relationship. There are
people who were experts on human rights, didn’t know a thing
about politics, economics and military, the same thing. There was
no attempt to look at this in a holistic way to understand what the
long-term trends would be for all of these national security and eco-
nomic issues for us.

Commissioner Dreyer.

Commissioner TEUFEL DREYER. I guess I am one of the stove-
piped people. I concentrate on China and that’s one of the reasons
this Commission has been so valuable to me, since I learn new
things that are outside my specialty. I was interested in your com-
ment that if China and the United States have a hostile relation-
ships and we need to help China see the world the way we do, it
seems to me from reading Chinese publications, that China already
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regards us as the major enemy, and that they have ever since 1989
when the Soviet Union began to disintegrate.

Now, admittedly, I spend a lot of my time reading Chinese mili-
tary publications, but the tenor of these and also other Chinese
newspapers, which are written by Chinese for a Chinese audience,
is that they don’t want democracy; they see us thrusting them for-
ward into a world they are not sure they want to participate in,
and it seems to me that the hostile relationship has been there for
a long time.

I was stupefied when Strobe Talbott said if we treat China like
an enemy, it will surely become one. I wondered if he ever read any
Chinese newspapers. Do you see this from your broader perspective
in a different way?

Ambassador HAaass. I don’t see that China sees us as an enemy
nor do I believe it’s inevitable that we will become enemies, which
is not to say there are not voices in China that clearly see us as
an enemy. There are enough voices there that one can find that as
well as other things, whether it is in the academic writings or in
government writings.

Just as the Chinese can cherrypick our writings and statements
and find, say, expressions of what you might call realism, which
talk about the inevitability of a U.S.-China Cold War, they can find
other statements. I think it is even more mixed on their end.

Second of all, the one thing that does concern me more than any-
thing else on the Chinese side is not so much where they are now,
but where they could be given the rise of nationalism in China. The
one thing that it’s hard to find in China these days is a real Com-
munist. And in this political/intellectual vacuum, I am concerned
about the rise of nationalism.

On the more positive side, I do believe that China’s leaders have
20/20 vision about one thing: they know that China is not yet a
great power. They know that China needs a generation or longer
focus on their economic evolution. If that happens, and I believe it’s
likely to, two things are likely to happen as well.

One is China will find itself ever more integrated in the world
economically, which provides something of a bulwark against what
you might call breakout, what Henry Kissinger wrote about in an-
other setting of Germany becoming a revolutionary country.

Secondly, I believe as China continues to evolve economically, it
will have to address its politics. You can only have so large of a
gap between where a country is economically and where it is politi-
cally. China right now has a gap where it’s far more open economi-
cally, as you know, than it is politically, even though it has politi-
cally evolved over the last, say, 15, 20 years. But I believe as it
continues to become more integrated economically, the nature of
political life in China will have to evolve also, or there will simply
be too big of a gap between the two, and either China would have
to bring up the political side or slow down the economic side. I do
not believe they are prepared to slow down the economic side be-
cause they fear the domestic political consequences of that.

So I believe China will continue to evolve, which is another rea-
son that I do not believe that a U.S.-China Cold War is inevitable.
I’'d go so far to say one of the principal diplomatic or strategic chal-
lenges to the United States is trying to avoid a Cold War, although
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not at any price, because obviously, if China wants one or acts in
ways that it is unavoidable, so be it.

But we should not want one and that means to me trying to
again enlist China in efforts, whether it is to deal with North Ko-
rea’s proliferation or trying to come up with new regional struc-
tures for northeast Asia, that shape Chinese behavior or get them
to live up to WTO rules. In each area of international relations we
should look for ways to integrate China in the emerging arrange-
ments of this era.

If we do that, then I think we have a decent chance of having
China, an ever-stronger China, also emerge as a responsible coun-
try. That at least ought to be the goal of American strategy.

Commissioner TEUFEL DREYER. Thank you.

Chairman D’AmMATO. Thank you. I think Vice Chairman Robinson
has a comment.

Vice Chairman ROBINSON. In that connection, as the Chairman
was describing our mandate from the Congress, we're looking at
the China relationship with an economic emphasis but through a
decidedly security-minded lens. We're not necessarily part of the
cheerleading crowd about all that’s going well with the relation-
ship. There are, of course, a number of positive indicators, but we
are focused on what the downside risks to the relationship may be
and inform the Congress accordingly.

As you may have noted in our 2004 report, which was unanimous
on the part of the Commission, we saw that the preponderance of
trends, both economic and security in the bilateral relationship,
were negative. That is to say we weren’t hopeless at all about
thesituation with China. We simply said urgent course corrections
in a number of areas are going to be required to get to the kind
of positive evolution of the relationship that you're referring to, and
I think that we all want.

At the same time, I think one of many value-added aspects of the
Commission’s work is that of a kind of early warning mechanism.
Now, the Chinese don’t view it that way. We're not the most pop-
ular Commission from their perspective and they’re not embracing
us trying to shape our views.

China is very sensitive about the kind of constructive critique
that we offer. Nevertheless, I think that if wiser heads prevail
there, they would understand that developing this kind of metric
to measure the relationship on an annual basis in a number of dif-
ferent areas, particularly the early warning character of what we'’re
about, is actually a big net positive for the Chinese. I mean we're
actually trying to ensure that these problematic issues don’t con-
tinue to fester and turn into mini or full-blown crises.

I would underscore again the downside risks of Chinese nation-
alism, which I think is moving in a potentially perilous direction
for them and us. Moreover, the way it’s being pursued is counter-
productive of late anyway. Our Japanese friends can attest to this.
But it’s also, of course, the emotion that is associated with Cross-
Strait relations. And the Chinese are going to have difficulty con-
taining themselves despite the fact that there would be debilitating
repercussions of any Cross-Strait conflict.

So I'm basically agreeing with your perspective on this. I just
wanted to offer the view that although we may not be popular in
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China, I think that the Commission is performing a valuable serv-
ice to the bilateral relationship.

Chairman D’AMATO. Thank you, Vice Chairman Robinson. Com-
missioner Mulloy has a question.

Commissioner MULLOY. Mr. Ambassador, thank you for hosting
us today and also for your service to our country in many different
positions through the years.

Ambassador HAaass. Thank you.

Commissioner MULLOY. I agree with your point that economics
can be a positive part of this relationship. I always tell my Chinese
friends, if we don’t get the economics right, we will poison the polit-
ical relationship. I was also pleased in our earlier conversation
tolday that you are talking about competitiveness here at the Coun-
cil.

Earlier I spoke with Dr. Gomory who will testify later today. In
our first report, I put in my additional views that I felt for too long,
the United States has turned over its China policy to the business
community, and that the elected representatives of the people have
to play a larger role in this, or else it won’t be sustained. So my
strong view is there are things that we have to get our Chinese
friends to do right, but there are also things that the United States
has to do. I don’t think we've fully comprehended what it means
to be thrown into a globalized economy.

And this is a very important thing for our country and our polit-
ical leaders to help our people understand. In our last report, we
planted the seed that the United States should be thinking about
a national competitiveness strategy and have an open debate on
this. I welcome that the Council on Foreign Relations is going to
be getting into this area.

Thank you.

Chairman D’AmAaTO. Thank you.

Ambassador HAASS. Well, thank you for that. At the risk of being
shameless, there are two reasons that I think there is a tremen-
dous opportunity for the United States and the world right now.
One is that for the most part, what it is we seek to do in the world
is not against the interest of others.

Our is not a narrowly pro-American agenda when it comes to
what the United States is trying to do in resisting terror and stop-
ping proliferation and trying to stop genocide or promote trade.
These ought to be things that others can sign on to.

But the other reason that I believe there is an opportunity is
that the United States is strong, and that it is not obviously in the
interest of others or in their reach to successfully challenge the
United States. And one of the things that worries me and one of
the reasons that I think this opportunity is not necessarily a per-
manent one are some of the trends with U.S. strength. I worry
about the consequences of a fiscal and a current account deficit of
the scale we have. I worry about our energy dependence and I
worry about our competitive position.

Ambassador Haass. Competitiveness involves any number of
things, from the nature of education to the number of students
we're turning out in certain areas that are central to maintaining
a competitive position in areas of information technology, say, to
homeland security policies which have the unintended consequence
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of reducing the ability of all sorts of talented people to get into the
United States or stay here, to questions of trade where we lose con-
trol of intellectual material.

When it comes to the long-term trend in U.S. competitiveness,
the arrows are pointing in the wrong direction, and sooner or later
that has to have geopolitical consequences.

Commissioner MULLOY. Absolutely.

Ambassador HAASS. You can’t separate it. To come back to stove-
pipes, the idea that all these things happen and it doesn’t manifest
itself geopolitically, shall we say is suspect. History suggests it will
be otherwise, and it is the reason that we are going launch a major
effort here at the Council on Foreign Relations to try to not simply
identify but to be prescriptive about various aspects of a public pol-
icy in the United States that need to be addressed in order to shore
up our competitive position. If we fail in this, I do not believe we
will have in place the prerequisites of American strength that will
discourage others from embarking on potentially adventurous or
destabilizing paths.

So we have got to change some of our policies. At the risk of
playing tennis here and hitting the compliment back in your court,
what you’re doing needs attention. And it’s worrying to me that in
our public debate, questions of relative competitiveness have not
gotten anything like the attention they need. I'm worried about it,
because by the time it becomes obvious it is too late.

There is a major lag. Competitiveness is not something you can
change overnight. It is generational. There is a lag, and right now
by what it is we’re doing or not doing, we are sowing seeds that
I fear will have adverse consequences.

Commissioner MULLOY. Yes, thank you.

Chairman D’AMATO. Mr. President, you're absolutely singing to
the choir on that matter. As I mentioned to you earlier, the Com-
mission was in Silicon Valley, had a hearing at Stanford University
for two days, April 21-22, on the question of high technology, and
of course the question of American competitiveness came up over
and over and over again. We're going to have a report that we’ll
get to you within about two weeks making some recommendations
on t}}:at matter, and we would be very interested in your comments
on that.

Again, thank you very much for your hospitality. Mr. President,
we don’t want to detain you more. I don’t know how fast you can
get to the airport. You're going to LA today.

Ambassador Haass. We're going to find out.

Chairman D’AmMATO. We thank you very much. This completes
our initial session.

Commissioner TEUFEL DREYER. Thank you.

Ambassador HAASs. Thank you.

Chairman D’AmaTo. We'll take a five-minute break.

[Whereupon, a short break was taken.]

Chairman D’AMATO. I'm pleased to open our two-day hearing at
the Council on a topic of great scope and importance.

It is particularly fitting that we examine the nature and implica-
tions of global economic integration—what has become known as
“globalization”—at this important institution for American foreign
policy and in a city at the center of America’s global economy.
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After all, the Commission was established to look at how our eco-
nomic and strategic goals intersect in the context of China. We are
indebted to Ambassador Haass and the Council for its hospitality
and assistance in convening this event. At this point, I'd also like
to recognize the exceptional efforts of my colleague, Commissioner
Patrick Mulloy, to my right who worked very hard at developing
the agenda for this hearing.

In its 2004 Report to the Congress, the Commission set the
framework for our hearing by drawing a link between the develop-
ment of U.S.-China economic relations and the development of
globalization writ large. We stated in our report, quote:

“The U.S.-China economic relationship is of such large dimen-
sions that the future trends of globalization will be influenced to
a substantial degree by how the United States manages its eco-
nomic relations with China. It is reasonable to believe that U.S.-
China economic relations will help shape the rules of the road for
broader global trade relations. If current failings are remedied and
the relationship is developed so as to provide broad-based benefits
for both sides, globalization will likely be affected in a positive
manner on a worldwide basis. If not, the opposite will likely be
true.”

The Commission has been detailing for the Congress on an ongo-
ing basis the increasing breadth of U.S.-China economic relations.
The level of trade and financial flows between the two countries
has reached massive proportions. Two-way trade exceeded $230 bil-
lion in 2004, which included a U.S. deficit of $162 billion.

Yet China remains clearly a developing non-market economy. It
is a truly unprecedented economic relationship between two econo-
mies at vastly different ends of the development spectrum.

The Commission believes that understanding and addressing the
costs and benefits of this relationship are vital to long-term U.S.
economic health and to broader global trade relations.

We will further examine the causes and consequences of the U.S.
trade deficit, one of the most controversial and significant out-
growths of globalization for the U.S. economy. We also intend to ex-
plore the theoretical underpinnings of globalization with our distin-
guished panelists and assess how they comport with today’s eco-
nomic realities in Panel 1.

A key question is whether traditional theories need to be modi-
fied or recast in the face of a dramatically changing world. For ex-
ample, do traditional theories of comparative advantage still hold
true when the factors of production, as has been stated by various
economists—both labor and capital—are highly mobile?

We will further examine how the U.S. economy is faring in a
global environment. Surely, there will be specific winners and los-
ers from globalization of the American economy, but we hope to un-
derstand what structural changes have taken place that will alter
U.S. economic fundamentals in the future. For example, to what
extent are U.S. retailers driving decisionmaking as opposed to U.S.
manufacturers? There has been a sea change in the focus of power
within the economy in the last ten years.

What are the implications for the arrangements hammered out
between labor and management in this country over decades of ne-
gotiations?
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In the context of this hearing, it is fair to ask if, quote,
globalization’ per se has or is being used as a convenient marquee
to justify corporate or government behavior that is, in fact, in-
tended as simply self-serving or to circumvent labor, environmental
and other standards erected in the most developed societies in the
world?”

If globalization is to be used as a, “one size fits all” justification
for anything goes, then it will be stripped as an operational concept
of any lasting content in the long run.

We fully recognize that even a two-day hearing can only begin
to scratch the surface of these far-reaching questions, but these are
questions that must be examined and understood with the goal of
reaching a national consensus in the United States on how the
United States can best approach the challenges and opportunities
of globalization.

Vice Chairman Robinson.

OPENING REMARKS OF VICE CHAIRMAN ROGER W. ROBINSON, JR.

Vice Chairman ROBINSON. Thank you, Mr. Chairman. I'd like to
first join the Chairman in expressing the Commission’s sincere ap-
preciation to Ambassador Haass and the Council on Foreign Rela-
tions for hosting this important event. I'd also like to join the
Chairman in expressing my thanks to Commissioner Patrick
Mulloy who was indispensable in helping pull together this hearing
for the Commission.

When Congress established the Commission, it laid out several
particular areas of investigation for the Commission to undertake
in assessing how U.S.-China economic relations are affecting our
broader economic and national security interests.

Over the years, we’ve held hearings on many dimensions of U.S.-
China economic relations, ranging from China’s adherence to its
World Trade Organization obligations to Chinese firms’ offerings in
the U.S. capital markets to our series of field hearings across the
country, examining how the bilateral relationship is impacting key
U.S. industry sectors.

In many ways, the topic we’ll be exploring here in New York rep-
resents the next step in our analysis of the economic implications
of our relations with China. We’re interested in gaining a more
comprehensive understanding of the role that U.S.-China economic
relations play in the broader context of what is commonly referred
to as globalization.

As the Chairman explained and as stated in our 2004 Report to
Congress, the Commission believes that the U.S.-China economic
relationship is so large in scope and importance that it may well
be setting precedents for the global economic order.

Globalization did not begin with China, but China’s emergence as
an economic power of such rapidly advancing proportions may well
be changing the assumptions and theories that have to date gov-
erned our thinking about globalization. By all accounts, China has
reaped substantial benefits from its rapidly expanding participation
in the global economy.

Few could realistically have predicted two decades ago that Chi-
na’s economic integration into the world trading system would lead
to the scale of developments that we’re witnessing today. It’s there-

(133
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fore useful to ask: Does the China factor change the dynamic of the
global economy? Has China’s emergence changed the paradigm of
globalization compared to the earlier development of, say, Latin
America and other Asian countries, or are the trends with China
of a piece with the same progression?

We’re fortunate to have with us over the next two days a number
of prominent economists, academicians, business leaders, and tax
practitioners to explore these important issues. We’'ll be examining
the economic theories underpinning globalization, the impact of
globalization on the U.S. economy, the interrelationship between
globalization and the U.S. trade deficit and strategies that corpora-
tions employ to compete in the global economy, and finally the role
of tax policy in driving trade and investment flows.

We hope to see this event or use it to stimulate a debate on what
is, in fact, driving global economic flows, the impact of such flows
on the U.S. economy, and the role that the U.S.-China trade and
investment relationship is playing in creating the international
framework for globalization that we’re seeing unfold today. These
proceedings likely will raise more questions than provide answers,
but asking the right questions, as most of us know, is an essential
first step in seeking prescriptions aimed at maintaining our na-
tion’s long-term economic and national security well-being.

With that, I'd like to turn the proceedings back over to our
Chairman Dick D’Amato. Thank you.

[The statement follows:]

Prepared Statement of Vice Chairman Roger W. Robinson, Jr.

I would like to join the Chairman in expressing the Commission’s sincere appre-
ciation to Ambassador Haass and the Council on Foreign Relations for hosting this
important event. I would also like at the outset to express my thanks to Commis-
sioner Patrick Mulloy who was indispensable in helping pull together this important
hearing for the Commission.

When Congress established the Commission, it laid out several particular areas
of investigation for the Commission to undertake in assessing how U.S.-China eco-
nomic relations are affecting our broader economic and national security interests.
Over the years, we have held hearings on many dimensions of U.S.-China economic
relations, ranging from China’s adherence to its World Trade Organization (WTO)
obligations to Chinese firms’ offerings in the U.S. capital markets to our series of
field hearings across the country examining how the bi-lateral relationship is im-
pacting key U.S. industry sectors.

In many ways, the topic we will be exploring here in New York represents the
next step in our analysis of the economic implications of our relations with China.
We are interested in gaining a more comprehensive understanding of the role that
U.S.-China economic relations play in the broader context of what is commonly re-
ferred to as “globalization.” As the Chairman explained, and as stated in our 2004
Report to Congress, the Commission believes that the U.S.-China economic relation-
ship is so large in scope and importance that it may well be setting precedents for
the global economic order. Globalization did not begin with China, but China’s emer-
gence as an economic power of such rapidly advancing proportions may well be
changing the assumptions and theories that have to date governed our thinking
about globalization.

By all accounts, China has reaped substantial benefits from its rapidly expanding
participation in the global economy. Few could realistically have predicted two dec-
ades ago that China’s economic integration into the world trading system would lead
to the scale of developments we are witnessing today. It is therefore useful to ask:
Does the China factor change the dynamic of the global economy? Has China’s emer-
gence changed the paradigm of globalization compared to the earlier development
of Latin America and other Asian countries, or are the trends with China of a piece
with the same progression?

We are fortunate to have with us over the next two days a number of prominent
economists, academicians, business leaders, and tax practitioners to explore these
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important issues. We will be examining the economic theories underlying globaliza-
tion, the impact of globalization on the U.S. economy, the interrelationship between
globalization and the U.S. trade deficit, the strategies that corporations employ to
compete in the global economy, and the role of tax policy in driving trade and in-
vestment flows.

We hope to use this event to stimulate a debate on what is driving global eco-
nomic flows, the impact of such flows on the U.S. economy, and the role of U.S.-
China trade and investment relations in creating the international framework for
globalization. These proceedings likely will raise more questions than provide an-
swers, but asking the right questions is an essential first step in seeking prescrip-
tions aimed at maintaining our nation’s long-term economic well being.

PANEL I: THE ECONOMIC UNDERPINNINGS OF GLOBALIZATION

Chairman D’AMATO. Thank you, Vice Chairman Robinson.

Our first panel will discuss the underlying economic theories and
assumptions of globalization. Chief among these, of course, is the
theory of comparative advantage, which lays out how nations ben-
efit from trade.

Our panelists will discuss whether the increasing mobility of cap-
ital, labor and information in today’s global economy comports with
the traditional theories of trade. It will also consider whether the
rapid integration of China, India, and the former Soviet states and
other developing countries and economies into the global trading
system has changed even temporarily how trade models translate
into real-world economics.

We are pleased to be joined by Dr. Arvind Panagariya, who is
Jagdish Bhagwati Professor of Indian Political Economy at Colum-
bia University School of International and Public Affairs and a spe-
cialist in theory and policy of international trade and economic de-
velopment, just recently from the University of Maryland, I believe.

On his left, Dr. Ralph Gomory, who has been President of the Al-
fred P. Sloan Foundation since 1989 and has also served in many
capacities in academic, industrial, and governmental organizations,
and co-authored the book, “Global Trade and Conflicting National
Interests.”

To his left, Professor Richard Freeman, Herbert Ascherman
Chair in Economics at Harvard University, Director of the Labor
Studies Program at the National Bureau of Economic Research.

We will also include in the record for this panel a statement,
which was distributed to the panel by Dr. Paul Craig Roberts of
the Hoover Institution and the Institute of Political Economy. He
was planning to be on this panel, but for personal reasons had to
withdraw at the last minute, but his testimony was developed.

The way we’ll proceed is if each one of you would provide us with
your oral remarks in seven to ten minutes, and then we will pro-
ceed after the three of you finish. Then we will proceed to questions
and answers and we have a good session until 11:00 o’clock.

Dr. Panagariya.

STATEMENT OF ARVIND PANAGARIYA
PROFESSOR OF ECONOMICS AND
JAGDISH BHAGWATI PROFESSOR OF INDIAN POLITICAL ECONOMY
SCHOOL OF INTERNATIONAL AND PUBLIC AFFAIRS
COLUMBIA UNIVERSITY, NEW YORK, NEW YORK

Dr. PANAGARIYA. Thank you, Mr. Chairman, Vice Chairman and
the Commissioners. I greatly appreciate this opportunity to testify
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before you. It’s terrific for an academic to be able to bring his ideas
to the policy domain.

Since time is limited, I'll talk fast and also get to the point right
away.

Commissioner TEUFEL DREYER. Very New York.

Dr. PANAGARIYA. The principle of comparative advantage as ex-
pounded by Ricardo almost 200 years ago has been under constant
onslaught since it was first enunciated, and it has survived the
test, eﬁld I have no doubt that it will survive the current onslaught
as well.

What I would do is take three or four of the arguments that have
been out there in the policy domain in the recent times, let’s say
about last decade or so, which kind of question the essential idea
that trade is beneficial, and argue that none of these really actually
survive to close examination.

The one that has been at the forefront very recently is the argu-
ment that the conventional case for free trade somehow doesn’t
apply to outsourcing. Now, I personally think that on this Gregory
Mankiw was quite correct in asserting that outsourcing is really
another form of trade. Innovations that lower transport costs turn
some goods that were previously non-traded into traded ones, and
innovations that likewise allow massive data to be transported
internationally at low costs turn some of services that were pre-
viously non-traded at arm’s length into traded ones.

Just as the opening to trade of non-traded goods generates the
gains from trade, opening to trade of non-traded services brings
gains as well. This is formally shown using three different models
in a paper I did very recently in the Journal of Economic Perspec-
tive with Jagdish Bhagwati and T.N. Srinivasan.

In the discussion, we have heard only about outsourcing, but of
course, there is also in-sourcing from the United States, and as
these data begin to be transmitted on a massive scale at near zero
cost, we also actually have in-sourcing happening from the United
States of such services as the medical, legal, architectural, design-
ing and educational services, and precisely in the way that
outsourcing brings gains, because we are able to buy services at
prices lower than our own cost of production. Likewise, in-sourcing
allows us to sell them at prices higher than our production costs.
On both ends, benefits do accrue.

Now, there is a caveat that has been out there, not just here, but
within the context of theory of comparative advantage, and always
stems from the terms of trade shifting. I discuss this at great
length in my written testimony. I'll not discuss that in detail here,
but simply note that this has been known to trade economists for
at least half century, and the bottom line trade economists really
dra(\{v is that this is not a reason to actually move away from free
trade.

That actually gets illustrated in the next kind of argument that
has appeared which I'll dissect right now, which is that the produc-
tivity gains abroad, say in China, in goods and services exported
by us, the United States, undermine the case for free trade.

Now, this is the kind of argument that is attributed, I think, in
a way wrongly to Paul Samuelson. His recent article in the Journal
of Economic Perspectives argues that if our trading partners be-
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come good at producing the goods that we export to them. That is
going to reduce their demand for our goods and therefore lower the
prices of our goods that we export. So there is this decline in our
terms of trade that leads to losses.

Now, theoretically this is a correct argument. It was made by
Harry Johnson actually in the 1950s when Europe and Japan were
rising very rapidly and fears were expressed that their rise was
going to somehow minimize or reduce the real incomes of the
United States.

Now, as Avinash Dixit and Gene Grossman, both from Princeton
University, have argued actually in the context of the Samuelson
article, this really provides no case in terms of policy for turning
away from free trade. It is true that our gains from trade are re-
duced if the Chinese get better at producing the aircraft that we
export to them. It nevertheless leaves gains from trade being posi-
tive, and there is no reason for us to walk away from those gains
just because the gains are now today smaller than they were yes-
terday.

So, again, there is a terms of trade issue. We can bring it in
there, but the broad idea that trade remains beneficial in spite of
the Chinese becoming good at the goods that we export to them or
to the rest of the world remains intact.

The third argument against free trade is the more puzzling one,
which says that the free flow of many factors internationally ren-
ders the principle of comparative advantage and the associated
gains from trade invalid.

Now, this is stated very forcefully in a New York Times op-ed by
Senator Schumer and Paul Craig Roberts, which has circulated
widely. I should quote them to give you a sense of how this argued.

This is a quote from Schumer and Roberts:

“However, when Ricardo said that free trade would produce
shared gains for all nations, he assumed that resources used to
produce goods—what he called the ‘factors of production’—would
not be easily moved over international borders. Comparative ad-
vantage is undermined if the factors of production can relocate to
wherever they are most productive: in today’s case, to a relatively
few countries with abundant cheap labor. In this situation, they
are no longer shared gains—some countries win and others
lose.”

Now, that, of course, if it were true would indeed be a very seri-
ous indictment of Ricardo’s principle. But I must say I find this ar-
gument very puzzling. Factor mobility had been present surely in
the time of David Ricardo, and it became really pervasive during
what I call “first globalization” that extended from 1870s to the
First World War, and again during the current second globalization
that began following the Second World War.

It is implausible to me that Ricardo failed to notice international
factor mobility around him. It is even more implausible that trade
economists since Ricardo have uniformly ignored the implications
of factor mobility and gone about business as usual, teaching the
principle of comparative advantage and the gains from trade, its
contradiction by the fact of widespread international factor mobility
notwithstanding.
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More likely, if Ricardo did not model international factor mobility
in his celebrated England-Portugal example of gains from trade,
the answer is to be found in the presumption that like all great
theorists, he was constructing the simplest example to demonstrate
the gains from specialization under trade to all parties involved
and to demolish the mercantilist case for protection.

In the same way, while trade economists since Ricardo have for-
mally analyzed the implications of factor mobility in a variety of
contexts including the gains from trade, they continue to use the
simple England-Portugal example because it continues to be the
most powerful tool of demolishing the fallacies arising out of the
faulty thinking about international trade.

I address that issue more formally, more explicitly in the appen-
dix to my testimony where I actually go through various examples
demonstrating that no matter where you start, allowing factor mo-
bility is not going to cause the gains from trade to disappear.

Certainly, nobody is going to lose from trade. The worst that can
happen is that even in the presence of factor mobility, one of the
sides has no positive gains, but that’s the borderline case, and it
certainly would not turn into a loss from trade for any of the par-
ties.

Now, quite apart from this theoretical analysis, I think the em-
pirical relevance of the assertion by Schumer and Roberts that all
factors today want to move to the location with cheap labor must
also be questioned.

In fact, my colleagues at Columbia University, Donald Davis and
David Weinstein, have written a paper where they argue exactly
the opposite, and I'll quote them here. They say that “The U.S. is
the destination for a broad range of net factor inflows: unskilled
labor, skilled labor and capital.”

So it is not as though factors are flowing all to China or to India
where labor is cheap. It’s quite the contrary. In fact, that is the evi-
dence that Donald Davis and David Weinstein marshal, that look-
ing on a net basis, if you look at it, skilled labor, unskilled labor,
as well as capital actually is flowing into the United States.

There is also the issue of economies of scale. In the Ricardian
context, that is brought out in Dr. Gomory’s testimony. Let me just
point out that 25 years ago I wrote my Ph.D. thesis precisely on
that subject—economies of scale, and the patterns of specialization
and the gains from trade. So it is not that the trade economists
have not looked at that. In fact, I have here something that I won’t
read, but is something that was written by Bertil Ohlin, who got
the Nobel Prize in trade. In his very early thesis back in 1923 or
1922, he wrote a whole chapter on economies of scale, where he
said that if factors move internationally, factor prices will equalize,
ﬂng? does that mean that there are no gains from trade to be

ad?

And then he said, no, in fact there is another reason why gains
from trade could arise, which is from specialization according to
economies of scale. It will not make sense for everybody to produce
everything. Instead, you want to let countries in that situation spe-
cialize in products by economies or scale, so, you know, some re-
gions would produce one set of products, another region would
produce another set of products, and then they will trade, and
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those gains will arise purely from the economies of scale rather
than differences in factor endowments, which otherwise Bertil
Ohlin had emphasized in the rest of his work.

Finally, if you allow me one more minute, Mr. Chairman, there
is also this argument made that soon all jobs will get outsourced
to China and India. The best example of it is perhaps in a number
of presentations that the Intel Chief Craig Barrett had been giving
where he was talking about 300 million Indians and Chinese com-
ing to take all the jobs at all levels of skills, et cetera.

I think there is a big huge fallacy here if one thinks that all jobs
can get outsourced to outside of the United States. About 70 per-
cent of the jobs, in fact, according to one estimate, simply cannot
move because you require actually the presence of the buyer and
seller in a single place. These are things like retailing, catering,
restaurants and hotels, tourism, personal care, et cetera, and you
can’t really outsource all the jobs in the first place.

Also, the theoretical error is that one is mixing up the absolute
versus the comparative advantage, and that simply is not going to
happen.

Let me just conclude by one example which all of us have heard
about, which has given fuel to this kind of argument, which is the
reading of the X-ray charts in Bangalore, India. This is a report
that floated widely. Now, I must say that here our journalist
friends didn’t do their homework very well.

An MIT professor, Frank Levy, studied this case very carefully.
It turns out that there is one facility in Bangalore where these
charts are read and the doctors who had to read these charts actu-
ally had to be board certified in the United States and they had
to be actually licensed in the state in which these charts origi-
nated.

Frank Levy’s take was that there is really no difference between
those doctors and the doctors here. They were simply living in
slightly nicer places. So to think that the medical high skill jobs
can move out of the United States in that way, I think is not hav-
ing enough confidence in the U.S. economy. I personally think that
as far as the top end is concerned, the U.S. has been the leader
and will remain the leader.

U.S. universities are absolutely well ahead of any universities in
the world and I just don’t see that the universities outside either
in India or China are about to catch up. This is not a reason to
become complacent, but simply to emphasize the fact that leader-
ship we do retain.

I think we can argue about the schooling level and all. I suppose
there are more problems there. We do need reforms. But insofar as
the leadership at the upper skill levels is concerned, I am confident
that the U.S. economy will continue to generate higher level re-
search, will continue to generate high skill jobs, and I see no rea-
son for pessimism.

Thank you very much.

[The statement follows:]
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Prepared Statement of Arvind Panagariya *
Professor of Economics and
Jagdish Bhagwati Professor of Indian Political Economy
School of International and Public Affairs
Columbia University, New York, New York

Defending the Case for Free Trade

Several fallacious arguments against free trade were made in the debate on
outsourcing that raged during the latest Presidential election. In my remarks, I will
consider four of them: (i) the conventional case for free trade does not apply to
outsourcing; (ii) productivity gains abroad in the goods exported by us undermine
the case for free trade; (iii) the free flow of many factors internationally renders the
principle of comparative advantage and the associated gains from trade invalid; and
(iv) soon all jobs will be outsourced to China and India. In my brief remarks, I en-
deavor to demonstrate that these arguments do not stand up to closer scrutiny and
the conventional case for free trade survives them without so much as a scratch.

Fallacy 1: The conventional case for free trade does not apply to outsourcing.

On this, Gregory Mankiw was correct in asserting that outsourcing is another
form of trade. Innovations that lower the transport costs turn some goods that were
previously non-traded into traded ones. Innovations that likewise allow massive
data to be transported internationally at low costs turn some services that were
previously non-traded at arms length into traded ones. Just as the opening to
trade of non-traded goods generates the gains from trade, opening to trade of non-
traded services brings gains. In my joint article with Jagdish Bhagwati and
T.N. Srinivasan (Bhagwati, Panagariya and Srinivasan 2004), I demonstrate this
point formally using three different models commonly used by trade economists.

Note that though only outsourcing has received attention in the press, the innova-
tion that makes outsourcing possible also gives rise to in-sourcing from the United
States. While moving the call centers and back office activities abroad, the tele-
communications revolution has also given rise to the exports of medical, legal, archi-
tectural, designing and educational services by the United States. Like outsourcing,
in-sourcing also generates gains: the former allows us to buy services at prices lower
than our production costs and the latter allows us to sell them at prices higher than
our production costs.

A caveat to this conclusion arises from the possibility of an adverse secondary ef-
fect of outsourcing (or in-sourcing) on the terms of trade in the market for goods
that are already traded. For example, cheaper tech support through outsourcing
may expand the supply of computers by the U.S. firms and, holding the demand for
them constant, lower the prices received abroad for the latter. If the loss due to this
induced decline in the price of the U.S. computers is larger than the initial benefit
from the purchase of cheaper tech support services, a net loss is possible.

Of course, the terms of trade effect can as easily go the other way. The countries
earning export revenues from outsourcing by the United States may increase their
spending on the U.S. goods. For example, they may demand more of the U.S. com-
puters and office furniture. This demand-driven effect would pull the U.S. terms of
trade in the favorable direction.

The terms of trade caveat arises in the case of every innovations or policy change
that alters a country’s demand and supply of traded goods. For example, an innova-
tion by the U.S. firms that lowers their production cost of computers or an efficiency
enhancing policy change by the U.S. Government that lowers its demand for com-
puters would normally result in an increase in the supply of the U.S. computers in
the world markets. Such expansion of exports would lead to a harmful reduction in
the price of the U.S. computers. If this decline in the price is sufficiently large, the
net effect of the innovation or improved government efficiency may be a decline in
the overall U.S. welfare.

While economists have long recognized this possible harmful effect due to the shift
in the terms of trade when any policy change or innovation impacts trade flows, the
appropriate policy response to it is not a withdrawal from trade. For while these
changes may reduce the gains from trade, the latter remain positive. By walking
away from those remaining gains, we would make matters only worse.

*The author is Professor of Economics and Jagdish Bhagwati Professor of Indian Political
Economy at Columbia University. He can be contacted by email at ap2231@Columbia.Edu. This
briefing paper is prepared for the U.S.-China Commission’s hearing on “China and the Future
of Globalization” to be held at the Council on Foreign Affairs offices in New York City,
May 19-20, 2005.
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Fallacy 2: Productivity gains abroad in goods and services exported by us
undermine the case for free trade.

This is the argument (wrongly) attributed to Paul Samuelson (2004) in his recent
article in the Journal of Economic Perspectives. All Samuelson argued was that pro-
ductivity gains abroad in the goods exported by us would lower the prices of our
exports and lower our initial incomes. For example, if the Chinese learn to produce
the aircraft they currently import from us, their demand for our aircraft will decline
and the price we receive for them in the world market would fall. Trade theorists
have, of course, been aware of this possibility since the influential papers by Harry
Johnson (1954, 1955) written at a time when fears were being raised that the
g‘glowth 1and productivity gains in Europe and Japan might impact the United States
adversely.

As Avinash Dixit and Gene Grossman (2004) have pointed out, this possibility
does not offer a reason to deviate from the free-trade policy.! True, the U.S. incomes
decline as a result of the Chinese gain in productivity but its incomes would decline
even more were it to respond by closing its borders to trade. The fundamental mes-
sage of Ricardo’s theory of comparative advantage remains valid: given the new Chi-
nese productivity, the United States is still better off trading than not trading with
China.

Quite apart from the fact that the adverse terms-of-trade effect does not give one
reason to turn to protectionism, the possibility of a loss on this account must itself
be questioned. For example, we must ask if China and India were to turn into an-
other Europe or Japan, will it be bad for the United States? There are at least two
reasons why the answer is not so clear-cut. First, as these countries grow, they will
not just produce more of many goods exported by the United States. They will also
demand more of many goods exported by the United States. Second, as the two
countries become richer, their trade, like the U.S.-Europe and U.S.-Japan trade, will
turn product-differentiation based intra-industry type rather than the factor-endow-
ment-difference based inter-industry type. Such trade is less likely to produce the
terms of trade shift and is more likely to generate benefits resulting from increased
variety.

Fallacy 3: The free flow of many factors internationally renders the principle
of comparative advantage and the associated gains from trade invalid.

Charles Schumer and Paul Craig Roberts (2003) make this argument most force-
fully in an influential op-ed in the New York Times. They argue that in the modern
world with factor mobility, the principle of comparative advantage put forth by
David Ricardo in the early 19th century no longer holds. The resulting trade some-
how turns into a zero-sum activity with some countries gaining at the expense of
the others. To quote them, “However, when Ricardo said that free trade would
produce shared gains for all nations, he assumed that resources used to produce
goods—what he called the ‘factors of production’—would not be easily moved over
international borders. Comparative advantage is undermined if the factors of pro-
duction can relocate to wherever they are most productive: in today’s case, to a rel-
atively few countries with abundant cheap labor. In this situation, there are no
longer shared gains—some countries win and others lose.”

I must say that this is a very puzzling argument. Factor mobility had surely ex-
isted in the time of David Ricardo. And it became pervasive during the First
Globalization extending from 1870 to the First World War and again during the cur-
rent Second Globalization that began following the Second World War. It is implau-
sible that Ricardo failed to notice international factor mobility around him. It is
even more implausible that trade economists since Ricardo have uniformly ignored
the implications of factor mobility and gone about business as usual teaching the
principle of comparative advantage and the gains from trade, its contradiction by
the fact of widespread international factor mobility notwithstanding.

More likely, if Ricardo did not model international factor mobility in his cele-
brated England-Portugal example of gains from trade, the answer is to be found in
the presumption that like all great theorists, he was constructing the simplest ex-
ample to demonstrate the gains from specialization under trade to all parties in-
volved and to demolish the mercantilist case for protection. In the same vein, while
trade economists since Ricardo have formally analyzed the implications of factor mo-
bility in a variety of contexts including the gains from trade, they continue to use
the simple England-Portugal example because it continues to be the most powerful
tool of demolishing the fallacies arising out of faulty thinking about international
trade.

1Also see Panagariya (2004) in this context.
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But to answer the Schumer-Roberts criticism explicitly, in Bhagwati, Panagariya
and Srinivasan (June 30, 2004), we explain systematically how the Ricardian exam-
ple extends to the case when labor is allowed to move internationally. I reproduce
that extension in the appendix to this paper. Here let me just note that the free-
trade equilibrium is always at least as good as the “no-trade” equilibrium for all
parties involved in the presence as well as absence of labor mobility. This conclusion
also remains valid when we allow for more than one factor as, for example, in the
Hecksher-Ohlin model.

Quite apart from this theoretical analysis, the empirical relevance of the assertion
by Schumer and Roberts that all factors today want to move to the location with
cheap labor must itself be questioned. In a recent paper, my colleagues Donald
Davis and David Weinstein (2002) have offered evidence that is just the opposite
of this assertion. According to them, “The U.S. is the destination for a broad range
of net factor inflows: unskilled labor, skilled labor, and capital.” While I disagree
with the manner in which they model migration, they do bring into question the
notion that all factors are flowing towards the country with cheap labor today.
Moreover, the evidence on gross, as opposed to net, investment flows demonstrates
the presence of large volumes of cross investments among the developed countries.
The operations of multinationals are concentrated far more within the developed
rather than between developed and developing countries.

Fallacy 4: Soon all jobs will be outsourced to China and India.

This is not an argument directly about the gains from trade but it relates to the
principle of comparative advantage in a fundamental way. If the contention here is
that all or most service jobs will be outsourced to India and China, the statement
involves both empirical and theoretical errors. The empirical error is that not all
service jobs can be outsourced. About 70 percent of the jobs in the United States
are in service industries such as retailing, catering, restaurants and hotels, tourism
and personal care that require the consumer and producer to be present in the same
place and, therefore, cannot be outsourced (Agrawal and Farrell, 2003). The theo-
retical error is that the possibility that all jobs, in both manufactures and services,
will go to China and India, whether through outsourcing or other trade, because of
low labor costs, comes perilously close to confusing absolute and comparative advan-
tage.

One way to see why all jobs cannot shift abroad even if it were physically possible
is that we cannot get the Chinese and Indians to work for free for the United States.
If we are going to buy their services, we must pay them in some form. The obvious
form of payment would be exports and, in that case, the more we import, the more
we will have to export. The only alternatives to exports would be that China and
India either accept IOUs from the United States in perpetuity or accept IOUs for
now and cash them at some time in the future. In the former case, the United
States cannot possibly lose since it gets to maintain its high living standard in per-
petuity at the expense of China and India. In the latter case, we still continue to
reap the gains from trade with trade having the additional inter-temporal dimen-
sion.
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Appendix: Factor Mobility and Comparative Advantage

It is also readily shown that the gains from trade do not depend on the absence
of factor mobility. We can demonstrate this in the Ricardian model cited by Charles
Schumer and Paul Craig Roberts. Thus, consider Table 1, which offers three pos-
sible examples assuming the familiar Ricardian structure of two goods (X and Y),
two countries (A and B) and one factor of production (labor).

Table 1: Comparative Advantage and Factor Mobility

Output Per Person Year
Country Example 1 Example 2 Example 3
X Y X Y X Y
A 8 4 4 2 4 2
B 2 2 2 4 2 1

In Example 1, A has an absolute advantage in both goods but comparative advan-
tage in X. Denoting by FT and NT the level of welfare under free trade and no trade
(autarky), respectively, we know from the conventional Ricardian theory that FT >
NT for each country with strict inequality applying to at least one country.2 In the
trading equilibrium, real wages are higher in A so that allowing labor to move inter-
nationally results in the workers migrating from B to A. If only a part of B’s labor
force is allowed to migrate, the inequality FT > NT still holds for the nationals of
both countries at the post-migration labor endowments.3 If all labor in B moves to
A, the gains-from-trade issue is of course rendered irrelevant.

In Example 2, A has an absolute advantage in X and B in Y. Consequently, A
also has a comparative advantage in X and B in Y so that FT > NT continues to
apply. In this case, it is possible for trade to equalize real wages, eliminating the
incentive to migrate. If the real wages remain different, however, labor mobility will
still be partial and the gains from trade will characterize the trade equilibrium
under international factor mobility.

In Example 3, A has an absolute advantage in both goods but comparative advan-
tage in none. With the opportunity costs being the same in A and B, there is no
scope for trade so that opening to trade is neither beneficial nor harmful: we then
have FT = NT. The real wages being higher in A than B, however, labor in B has
an incentive to migrate to A. If such migration is permitted, it benefits migrants
without hurting the workers in A. But we continue to have FT = NT at the post-
migration labor endowments.

The outcomes are not dramatically different in the Heckscher-Ohlin model, which
in its conventional version assumes identical technologies across countries and al-
lows for two factors whose relative endowments differ across the two trading na-
tions. As long as the countries do not specialize completely in production, free trade
in commodities (free movement of factors) with no movement of factors (commod-
ities), by equalizing commodity (factor) prices, equalizes factor (commodity) prices,
thus eliminating the incentive, that exist in autarky, for movements of factors (trade
commodities).# By the same token any restrictions on commodity trade (factor move-

2The strict equality holds for one country if it is so large that the relative free-trade price
settles at its autarky price, which equals its opportunity cost ratio. As long as the free-trade
price lies strictly between the opportunity cost ratios of the two countries, we have FT > NT
for each country.

3 A different comparison can be done between the welfare levels enjoyed by a country at the
free-trade equilibriums with and without labor mobility. If the country is small in the goods
market so that the terms of trade effects of labor mobility are ruled out, opening to the latter
cannot harm the national welfare. If the country is large, however, the ranking between free-
trade equilibrium with and without factor mobility compares two sub-optimal equilibriums and
can go either way. Our discussion below sheds more light on this question.

4This is the celebrated Factor Price Equalization theorem of Paul Samuelson.
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ments), by preventing equalization of factor (commodity) prices, could prevent factor
(commodity) price equalization, thus leaving positive incentive for factor (com-
modity) movement as under autarky.

If we allow for complete specialization by one country or for differences in tech-
nologies across countries, free trade fails to equalize factor prices. In this case, fac-
tors do have an incentive to move internationally even under free trade in goods.
But such movement does not eliminate the benefits of trade. With resources having
moved to new locations, the trade equilibrium will still be characterized by a supe-
rior outcome for the nationals of each country than under autarky, so that FT > NT.

Chairman D’AmATO. Thank you, Dr. Panagariya. Let’s go right
on to Dr. Gomory. Go ahead; you may proceed.

STATEMENT OF RALPH E. GOMORY
PRESIDENT, ALFRED P. SLOAN FOUNDATION, NEW YORK, NEW YORK

Dr. GOMORY. I'm very pleased to have the opportunity to testify
to this distinguished group, a group charged to address one of the
most important issues of our time. So I'm very pleased to be here.

So let me start by saying that in the almost two centuries that
have elapsed since David Ricardo developed his influential theories
of international trade, technological progress has transformed that
world of international trade. Technological progress has lowered
and in some cases almost erased the effects of geographic distance,
and this effect was first felt in manufacturing with the arrival of
cheap seaborne goods in container ships, and today the effect of
fiber-optic cables is to make the sending of bits around the world
almost instantaneous and remarkably cheap. As our previous
speaker pointed out, this has opened up totally new possibilities in
competition in a wide range of services of which call centers are
only one example.

Many of the services that now can be provided from overseas
were until very recently regarded as inherently domestic goods.
This new situation contrasts profoundly with the world that Ri-
cardo knew. In Ricardo’s world, production capabilities changed
very slowly and were often determined by natural advantages. In
the classical example still often taught to students, we describe a
world where England is relatively good at wool, Portugal relatively
good at wine, and they enter into a mutually beneficial trade with
each other, with England specializing in wool and Portugal in wine.

In Ricardo’s world, we did not have to consider that England
would successfully enter grape production and then what would
happen to Portugal because that simply was not going to happen.
In the classical model, the economic outcomes for trading countries
tend to be unique free market forces including free international
competition, comparative advantage and the rest determine what
goods are made where, and from this unique outcome also flows a
fixed and theoretically predictable degree of prosperity for each
country.

A country that ends up producing little of value will have little
to consume at home and little to trade abroad and will have a low
standard of living. It is one of the most remarkable results of eco-
nomic theory that this unique outcome tends to be the best for con-
sumer welfare and productive efficiency in each of the countries in-
volved. In particular, it is always better than no trade at all.

But today, industrial advantage is more likely to be acquired
than to be a gift of nature. Semiconductor plants or athletic shoe
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assembly plants or help desks can be located almost anywhere
independent of climate and consequently the outcomes of free trade
are not predetermined. Many free trade outcomes become possible.

We should keep in mind, and in this I completely agree with our
previous speaker, that all of these free trade outcomes are better
than no trade, but they vary significantly from each other in their
effect on the countries involved.

The actual result we experience depends on which of these many
possible capabilities are actually developed. Any plant built abroad
or for that matter more people getting better education in the U.S.
results in a new and different free trade outcome. Therefore, in to-
day’s world, we're faced with a question that was far less signifi-
cant in Ricardo’s day: when are changes in capabilities abroad good
and when are they bad for the home country?

With changes in capability happening all around us and in par-
ticular with the rise of Asia are these changes good or bad for the
United States? What I'm trying to say is all these free trade out-
comes, and as our previous speaker has pointed out, are better
than cutting off all trade. We are in total agreement. That isn’t,
however, the issue that we face.

We're sitting here today and should be asking whether changes
to a free trade outcome are good or bad? We should not be com-
paring it always with no trade. That, in my opinion, is a mis-
leading comparison and that is a comparison that is often made.

What Will Baumol and I have done is to take the ordinary clas-
sical Ricardo model, long used by economists, and using new meth-
ods analyze the question of when is progress abroad good and when
is it bad for the home country? All of this in a free trade environ-
ment. All the outcomes that we consider are free trade outcomes.
All the outcomes that we consider satisfy comparative advantage
because every economic equilibrium does.

Many believe, and this includes many but not all economists,
that improved productivity abroad is automatically beneficial to the
U.S. as a whole, setting aside the local effects of job displacement,
damaged communities and so forth.

In fact, the argument over offshoring often takes the form of dis-
cussing the local pain versus the general gain. However, our work
shows clearly that there are many situations where there is no gen-
eral gain, only further general loss, to add to the local gain. And
again, we are not comparing with no trade. We are comparing
changing free trade outcomes, and it’s possible for productivity
abroad to change the current free trade outcome to a different one,
and that change can be harmful to the country as a whole.

Economists incidentally have known this for a long time, but it
is something to which Will and I have been able to contribute a
great deal of new information.

If we are aware that many free trade outcomes are possible and
some are better than others, and given where a country is at a
given moment, how can we tell whether further productivity im-
provements abroad and further loss of industries is good or bad for
that country, and the general result that we have is along the fol-
lowing lines:

If the wage differential between two trading countries is suffi-
ciently large, the loss of industries to the low-wage underdeveloped
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country may well benefit both countries at the national level.
That’s disregarding all the local problems.

However, as the underdeveloped country develops and starts to
look more like the developed one, the balance turns around, and
further loss of industries—that’s changing again to a new free
trade equilibrium—becomes harmful to the overall welfare of the
more developed nation.

Our best guess is that with China and India, we are approaching
that turning point, and we will be there in a few years if we’re not
there now.

What can be done to strengthen the U.S. in this situation? There
is a long list of possibilities, many that have been used by other
countries and by many U.S. states.

One approach used by foreign countries and U.S. states is to
offer special incentives for firms to locate within their borders.
These can be special tax treatments, access to markets, or a host
of very other special provisions, which perhaps later in the time I
can talk about.

The U.S. Federal Government has a long precedent of spending
to encourage basic research and higher education, and this has
helped our country to be in the start of new industries. It has
helped less to retain them when they are bigger and more mature
and to innovate in mass production and large-scale provision of
services, but that, too, is important. It is important to retain indus-
tries as well as to be in at the start of industries.

It is important to realize that the problem of motivating compa-
nies is today a significant part of the problem. U.S. companies are
required to make profits if they are to survive. That is what they
are in business for. They are not in business to consider which
country they make their goods in or where they make their services
in any way other than its effect on their profitability.

And yet it is what we as a nation make in goods and services
that we have available either to consume or to trade for the goods
we consume.

Companies need profit. If a company will increase profit by mov-
ing part of its operations overseas, they will do it. And in many
cases, they need to do it just to survive. But if we are at a point
where further losses of producing goods and services is harmful to
the country, that is not part of the company’s calculation.

We are, I think, approaching a situation where there can be con-
flict between the fundamental motivation of companies and of their
home countries, and we need to take this problem of motivation
into account.

It is important for the U.S. to realize that increases in produc-
tivity can be harmful, which is not to say it doesn’t still beat no
trade. If we do that, if we come to that realization and are not
lulled by the idea that somehow in some long-range sense produc-
tivity improvements abroad are always for the general good of the
U.S., we will, if we look, find many things to affect the outcome.

It is, however, a vital first step to come to that realization. And
as has been remarked, I think in the earlier discussion, it takes
time to develop the ability to change these outcomes and so if we
are looking to a situation several years ahead, we should start
thinking now.
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Thank you very much.
[The statement follows:]

Prepared Statement of Ralph E. Gomory
President, Alfred P. Sloan Foundation, New York, New York

Introduction

I am pleased to be able to contribute to the Commission’s work as part of the
panel on “The Underpinnings of Globalization.”

Let me start by observing that much of our understanding about trade and its
effects originated in a world very different from today’s world of emerging
globalization. It is remarkable how much of that thinking developed then is still
valid today. However in view of the almost total transformation of the conditions
of international trade, it is reasonable to expect some changes and additions to that
understanding. I will touch on some of those aspects today reflecting the work that
Professor Baumol and I have done in this area.

One of the things I hope to get across is that the effect of things like offshoring,
one of today’s most important topics, are not easily captured in a single phrase. It
is not true for example that all offshoring is bad, nor is it true that all offshoring
is good. Similarly it is not true that improvements in productivity abroad are always
beneficial to this country. Nor is it true that they always are harmful. Reality is
just one step more complex than that. Although this more realistic picture that I
will paint does not make for simple slogans, it represents a reality that we will have
to face sooner or later.

Changes in International Trade Since the Time of Ricardo

International trade has undergone enormous change in the almost 200 years that
have elapsed since the time of the influential trade theorist David Ricardo. In
Ricardo’s time trade is estimated to have constituted about 1 percent of world GDP.
Since then, despite exploding world output, the volume of trade relative to GDP has
risen by more than thirteen fold.!

It is also clear that the nature of the goods entering into international trade has
changed along with the quantities. Advantages based on natural resources still
exist, but more dominant today are advantages that can be acquired. These can be
the advantages conferred through being established in an industry and gaining
thereby either specialized knowledge or economies of scale or scope. There is also
the possibility, in industries, where knowledge is easily transferred, and where
economies of scale are not significant, of dispersing production around the world to
use cheap labor or other special advantages, and then to exploit the cheapness of
modern transportation or wideband communication to deliver these goods or services
to global markets.

One might conclude from all this that the location of economic activity today no
longer matters. After all companies can repatriate their profits from whatever part
of the globe houses their actual economic activities. However, in almost all cases,
most of the economic benefit stays where the value is added. Most of that value
added, wages, etc, remains local. It still matters to a country to be the site of an
economic activity, whoever may own the company.

The Way It Was

In the classical Ricardo model the economic outcomes for trading countries tend
to be unique. Free market forces, including free international competition, deter-
mine what goods are made where. From this unique outcome also flows a fixed and
theoretically predictable degree of prosperity for each country. A country that ends
up producing little of value will have little to consume at home and little to trade
abroad, and will have a low standard of living.

A well-known and appropriately antique example, taught to generations of eco-
nomics students, illustrates the point. If England and Portugal trade wine and cloth,
Portugal, because of its natural advantages, will end up as producer of wine, and
England with its wooly sheep, as producer of textiles. Matters will never go the
other way around.

As this example illustrates, which country makes what product is generally
uniquely determined in the classical economic model of trade.

It is one of the most remarkable results of economic theory that this unique out-
come, tend to be best for consumer welfare and productive efficiency in each of the
countries involved. In particular it is always better than no trade at all.

1“Global Trade and Conflicting National Interests,” Ralph E. Gomory and William J. Baumol.
MIT Press, 2000.
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But today’s world of industry contrasts sharply with the wine-wool example that
is so typical of the past. In the world of the classical trade model, with its emphasis
on natural advantage derived from climate or natural resources, it was difficult, for
example, for England to become a substantial presence in wine production. How-
ever, in the modern world it is possible for many countries to learn the skills in-
volved in making a product, and then to practice those skills until they approach
the capability of the world’s productivity leaders.

Where We Are Today

The modern world is characterized by substantial and rapid technological and in-
dustrial change. Success in industry today is more likely to be acquired than nat-
ural. It is more likely to come from manufacturing skill or service know-how, low
wages, or technical knowledge, or a workable combination of these, than from any
gift of climate or of nature. The ability to produce and market some good or service
depends less on the presence or absence of mineral deposits and more on a superi-
ority of learned abilities or, more accurately, on a level of learned abilities that, cou-
pled with its wage level, makes a country a competitor in a particular industry.
Then cheap goods transport in the form of container ships, or cheap bit transport
in the form of fiber optic cables, makes those goods or services available anywhere
in the world. Indeed the technical improvements in bit transport by themselves have
ushered in the most striking examples of offshoring: those where the service now
being provided from abroad is one that was previously provided only domestically
because of prohibitive transport costs.

While superiority based on natural advantage provides stability in the industries
where such advantages exist, industries whose method of operation can be learned
and that do not require huge entry costs are subject to rapid changes in their com-
petitive positions as new countries acquire the know-how or as technology makes
far off countries near neighbors.

We have seen this in Asia. While there has been success in high-tech industries,
and Japan, in particular, has entered industries such as autos and semiconductors
that are high-tech and have a high cost of entry, much of the Asian success has
been based on much more mundane products. Clothing and athletic shoes are not
hard to make. Television sets and many other electronic consumer products are not
hard to assemble. And knowledge of assembly operations, for example, can be ac-
quired. Call centers in do not call for skills that are hard to acquire provided the
language skills are there. Often, multinationals, seeking low cost production sites,
will create a plant and also train the workers. Once this know-how has been ac-
quired, plants in many Asian countries become competitive because of their gen-
erally low labor costs.

You cannot create natural advantages. Climate will be what it will be. But in
today’s world you can create industrial advantages.

Countries today can change their circumstances and can acquire (or lose) indus-
tries through rapid change of their capabilities in industries or the rapid change in
the capabilities of others, or through the rapid change in technologies that effec-
tively bring countries closer together. Every such change leads to a new outcome
in international trade. The possibility of such changes and such new outcomes
means in a changing world the free trade outcome is constantly changing. It is no
longer either fixed or slow changing as it was in the time of Ricardo. Any plant
abroad, or for that matter more people getting better education in the U.S., or lower
international rates for data transfer, results in a new free trade outcome.

Why Outcomes Matter and the Pattern of Outcomes

Why should we care about the existence of this very large number of possible free
trade outcomes? We care because among these many outcomes, all of which are
better than no trade at all, may have very different effects on the welfare of the
different trading countries. There will be outcomes that are good for one trading
country and bad for the other, and vice versa, some that are good for both, some
that are bad and some indifferent.

In fact, though there is not time to discuss this in any depth today, these numer-
ous possible outcomes are not random. They distribute themselves into a surpris-
ingly simple and orderly pattern that makes visible their advantages and disadvan-
tages to the countries involved. This pattern is spelled out in the book “Global Trade
and Conflicting National Interests” by Professor Baumol and myself.

In its simplest form the pattern we see is this: if the wage differential between
two trading countries is sufficiently large, the loss of industries from the higher
wage developed country to the low wage underdeveloped country may well benefit
both countries at the national level. However as the underdeveloped country devel-
ops and starts to look more like the developed one, we reach a turning point: further
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loss of industries, becoming harmful to the overall welfare of the more developed
nation, although it continues to benefit the developing one.

What We Know and What We Don’t Know

While we can make this qualitative picture quite convincing, the location of that
turning point depends on a host of factors including country size, the nature of the
industries involved, and the fate of the displaced workers in the industries involved.
Both present day theory and the availability of actual information leave us far from
certain of the outcome in actual real world situations.

In the cases of India and China, which are rapidly evolving countries having vast
underdeveloped areas and poorly educated populations as well as significant and
growing sectors that are industrialized and productive, our best guess, based on
very simple models is that they are approaching that turning point.

Multiple Outcomes—Increasing Productivity Abroad

The importance of multiple outcomes becomes most visible when we face changes
at home that are the result of improvements in the productive efficiency and prod-
uct quality of foreign industries. In these situations business and labor often hold
opposing and emotional views as to what if anything should be done, and the views
of the political parties or even successive Administrations often diverge. Often the
discussion becomes far more than an abstract discussion about the effect of in-
creased productivity abroad on the nation as a whole. With jobs and the fate of par-
ticular industries at stake, the concrete instances in which an industry is threat-
ened by increasingly productive foreign competition become the focus of lobbying
and intense political pressure.

Does an increase in the industrial abilities of a trading partner drive down our
wages and impoverish our workers? Is it true that our consumers benefit when
products that were once made at home become available more cheaply or in better
quality from abroad? How do these conflicting consequences balance out? What is
the net effect on our country’s overall prosperity? These are obviously very real and
very important issues. But we need to realize that our real ability to judge these
outcomes is limited and that there is no simple overall rule that says a priori that
these events are either beneficial or harmful when these effects all occur at once.

The Three Aspects of Each Outcome

We should also bear in mind that there are at least three different aspects of any
of these economic outcomes. First there is the local aspect, if jobs in some industry
move overseas what happens to the people who had those jobs? This is the aspect
that is most concentrated, most visible, and most easily understood in human terms.
The second aspect is the effect on the country as a whole. This may be in the form
of cheaper goods, or, as the terms of trade change, more expensive goods. It can be
a large effect, but it is diffuse and tends to be spread across the whole population.
Finally there is the effect not on the national economy, but on the total world econ-
omy. It is here that one would take into account in the case of offshoring, not only
the effect on the U.S. economy but its effect on India or China as well.

Different outcomes can score differently on these different outcomes. You can have
an outcome that is bad locally and good for the nation. You can have outcomes from
productivity improvements abroad that are bad locally and bad for the nation as a
whole. You can have an outcome that is good for one nation and bad for the other
at a national level. And so forth.

Economic models such as the standard Ricardo model tend to shed light on the
national and international effects, but not on the local effect. The local effect, the
effect on jobs, is too detailed and different in different cases to really appear in
these models. This is one reason why the remarks of economists about long range
or national benefits often clash with visible and local realities.

What Countries Do

Countries do act to get what they consider better free trade outcomes whether
this is driven by the desire to protect existing industries or by a notion of general
national development.

While the governments of some nations have successfully organized, cajoled, and
even forced their home enterprises into entering existent high-tech industries, many
such efforts have not succeeded. Those that have achieved their goals are countries
with a strong tradition of powerful government and an unambiguous history of in-
dustrial policy, plus a skilled and prestigious bureaucracy, able to carry out that pol-
icy. This is not an easy path. Another approach used both by foreign countries and
U.S. states is to offer special incentive to firms to locate within their borders. These
can be special tax treatments, access to markets or a host of other special provi-
sions.
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The U.S. tradition runs a different direction: The U.S. has had no conscious indus-
trial policy, and its government bureaucracy has, with some exceptions, never as-
pired to a close, cooperative relationship with industry outside of the arena of na-
tional defense. Even if it were desirable, which is not clear, a path of very active
g}(l)veénénent guidance of and collaboration with industry is probably unworkable for
the U.S.

The U.S. tends to have more of a history of invention, of being in at the start
of things. Its early role in electric power and telephones, automobile mass produc-
tion, and the development of radio enabled the U.S. to be in on the beginning of
these industries and to grow with them as they matured into major industries. That
approach of being there at the beginning continues today in biotechnology, com-
puters, software, and the Internet.

And although the U.S. has avoided any explicit industrial policy, it has neverthe-
less benefited from its support of higher education and its consistent support of
basic research, an ongoing commitment of government resources that has helped the
U.S. launch some major modern industries and emerge with a commanding position
in them. Recent examples are the biotechnology industry and, very recently, the
vast array of electronic communications of the Internet. The U.S. may not have
skilled and experienced government personnel charged to shape up an industry
against an entrenched competitor, but it does have a long precedent of spending to
encourage basic research and higher education, and this has helped the country to
be in on the start of new industries.

These policies help less when the goal is to retain industries when they become
larger, more mature and more important. Helpful as it is to be in at the birth of
an industry and to grow up with it, continuation of that strong position is not auto-
matic. Semiconductors, steel, and automobiles are all examples of industries in
which the U.S. had a major role from their earliest days. Those positions, at later
dates, were subjected to major challenges.

The theory described in our book indicates that government actions, if successful,
and if justified by the position of the country in the pattern of possible trade out-
comes, can do more than serve the interests of the industry in question. Our anal-
ysis suggests there can be circumstances where the development or preservation of
a particular industry can be in the national interest.

In addition to industry-specific approaches, there are actions that improve general
conditions and thereby can help many industries to succeed. Government outlays on
infrastructure, such as roads, or an advanced educational system, are not aimed at
particular industries, but benefit many. Education today can mean not only edu-
cation during the early years of life but also ongoing education of members of the
workforce. This has become possible because high quality on-line learning is now
available and is compatible with continuing to work and earn.

While automation is often confused with offshoring or outsourcing because of
its impact on jobs, it is in fact beneficial to the country as a whole and should be
encouraged. While automation, like offshoring, can displace workers, its overall
economic effect is totally different. Unlike offshoring, which can be either benefi-
cial or harmful on a national scale, automation, or other capital improvements, add
to the national wealth. The U.S. is a high wage country compared to many others
because we dig trenches with backhoes while in many countries that work is done
with shovels.

Country vs. Company

What is the effect of the activities of a multinational corporation on its home
country? Suppose that one of an advanced nation’s leading companies decides to
build manufacturing capacity in a foreign country. It may do this for any of the rea-
sons just mentioned: that country may offer lower wages with fairly high produc-
tivity, newly-built infrastructure, special governmental concessions to the company,
good intellectual property protection, or access to new markets.

If that new capacity takes the form of a production facility, its establishment may
send both knowledge and capital abroad. If the firm has chosen well and can
produce cheaply and effectively abroad, the products made there may even end up
returning as imports to the firm’s own home country. This overseas investment deci-
sion may prove to be very good for that multinational firm. But there remains the
question, is the decision good for its own country? The answer can in fact go either
way depending on circumstances, but it is not always and automatically benign.
There is and can be fundamental conflict between the goals of the company and the
goals of the country.

It is important to realize that the problem of motivating companies is part of the
problem. U.S. companies are required to make profits, that is what they are in busi-
ness for, they are not in business to consider the national effect of their decisions
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about where to make their goods or services. They are obliged to consider the effect
on profitability. Yet it is what the U.S. as a nation makes in goods and services that
we have available either to consume or to trade for the goods we consume. Compa-
nies need to be profitable. If moving part of its operations overseas will help profit-
ability they will do it; in many cases they will need to do it just to survive. If the
country is at a point where further losses in producing goods and services is harmful
to the country, that is not part of the company’s calculation. We need to take this
problem of motivation into account.

Conclusion

There can be inherent conflict in the interests of nations trading in a free trade
regime. What is good for one is not necessarily good for the other. There can also
be conflicts between the interests of corporations and their home countries.

However there can also be benefits from improvements in productivity abroad and
there can also be benefits to the home country from the foreign activities of their
corporations. It is simply not a simple picture.

We need to understand that there is much we do not understand. Deeper and
more detailed knowledge of actual situations will help us to judge when various ac-
tions are beneficial at the national level, and we should make the effort to develop
this if we are to be realistic rather than slogan-bound about international trade.

However it is important for the U.S. to realize that increases in productivity
abroad can be harmful. If we do that and are not lulled by the idea that somehow
in some long range sense this is all for the general good of the U.S. we will find
many things to affect and improve the outcome. It is however a vital first step to
come to that realization.

Chairman D’AMATO. Thank you very much, Dr. Gomory. We'll
move now to Dr. Freeman. Thank you.

STATEMENT OF RICHARD B. FREEMAN
PROFESSOR, HARVARD UNIVERSITY, CAMBRIDGE, MASSACHUSETTS

Dr. FREEMAN. I've presented this as a little PowerPoint. I'm
going to focus not on the effects on the nation, but on the effects
of the people in the nation, namely the workers, and that really
does reflect this recognition that there may be differences between
the companies that are owned by some of us and the vast majority
of working people inside the country.

I think there is one big fact: everyone should understand what
China and India have done and Russia less so. Basically, the global
workforce, meaning the numbers of people involved in the global
economy, has doubled roughly speaking. There are numbers there
and I compare the 2.93 billion people who currently work in the
global workforce versus the 1.46 if we took out China, India and
the ex-Soviet when they were basically living in protected econo-
mies.

China is the biggest of these. I put the numbers at the bottom
of what they’ve added. So the global economy is incredibly different
than it was, let’s say, in the 1980s when the Washington Con-
sensus was being thought about. This is twice as many workers.

The global capital ratio has not gone up. These are estimates
that I made. They’re from the Penn World Tables. The Penn World
Tables keeps telling us that they are going to provide official esti-
mates. They haven’t. There are a lot of assumptions you have to
make, but this is the basic fact is that if you double the workforce
and in this ten-year period that I've looked it, we can carry it to
the present—15 years—capital has not increased as much.

So I think companies in that sense, if we think of the companies
as being capital, they suddenly have more choices, more groups of
workers that they can locate to, and we just want to see the cap-
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ital/labor ratio obviously rise as quickly as we can towards what it
was.

This .56 means that it’s 56 percent global capital/labor ratio.
What we did was we cumulated the capital across all the countries
and what happened—the issue is that China comes in with very lit-
tle capital, India comes in with very little capital, and the Soviets
came in with capital, but it was useless to produce decent goods
and services, and so essentially the bottom of the capital/labor
ﬁatlifo’ the labor part, doubles, and this reduces it more or less by

alf.

And so you need a lot of savings and many years before this ratio
will be back to what it was before these countries joined. I think
there are big winners from this doubling, namely the workers in
these new entrants. Entering the global economy has been wonder-
ful for China, and it’s been wonderful for India. It’s not so wonder-
ful, I think, for the Soviets, but that’s because they’ve got all kinds
of internal economic and other problems.

So we’ve seen the living standards of China and India rise, and
if you take—you sort of stand there above the world—there is over
two billion people in those countries, and if it were to be the case
that some of the advanced countries had some losses in income
standards, that wouldn’t be so bad given that these were very poor
people and they are moving up, and when we calculate global in-
equality in the world, we see that global inequality in the world ac-
tually has declined because these countries have moved up rapidly,
even though there is a lot of inequality in China and India and the
former Soviet Union.

There are great pressures being put on what I call the old
LDCs—which is Brazil, Peru, Latin America, South Africa—simply
because the million or so workers in China and India taken to-
gether are able to produce things and compete very well with the
workers in these other countries, and that necessarily creates prob-
lems for them in terms of trade issues that were raised earlier.

What about us, the U.S.? We were told at one point that we got
all the educated jobs and they, meaning the developing countries,
would get all the less-educated jobs. I say here very sharply “no
way.” I think what we’ve learned over the last ten or 15 years has
been that China and India in particular, in part just because they
have so many people, can produce massive numbers of highly edu-
cated people who are as smart as we are and can do work either
here or in Bangalore as pointed out.

I'll just give some figures here. At one point I think it was histor-
ical sort of happenstance, in the 1950s, the 1960s, the United
States had something like 40 percent of the world’s college stu-
dents, and we’re down now, as we should be going down because
the rest of the world is catching up, to 15 percent. And I said ap-
proximately 12 percent could do your job. That’s probably an exces-
sive number because I've seen some more recent things from
McKinsey that would reduce that, but there are a lot of people who
can do your job.

And the U.S., in the great universities where we have a domi-
nant position, our share of world Ph.D. production has now fallen
very sharply. So our comparative advantage is weakening in things
that we think are quite important.
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The key here is China because India does not produce all that
much in the way of Ph.D.s. There are a lot of engineers from the
IITs. China has gone on a massive program so by 2010, they will
be producing more science and engineering Ph.D.s than the United
States, 26 percent more according to these numbers.

The quality is not going to be at U.S. standards, and of course
I'm counting in the U.S. all the Chinese students and Indian stu-
dents who are here, many of whom will stay here, et cetera. At the
bottom I put the Chinese Diaspora for 2001, which showed that the
Chinese figure in 2001 jumped from 32 percent of the American to
72 percent. If you think that our comparative advantage comes
about because of these great universities and all these Ph.D.s and
these great scientists and engineers doing things, that advantage
is diminishing.

I think it has to diminish because these billions of people have
joined the world and theyre going to do this kind of work. So we
do have, I think, a situation. Here I gave some figures, and unfor-
tunately these are only through 2001, the global high technology.
That’s our production. It shows Japan really has a significant loss
of their shares. Germany’s shares going down. South Korea and
China going up.

In terms of the trade, we have seen a significant shift that our
share of high tech exports has fallen. Now part of this will be dis-
cussed I assume later in these meetings about the value of the dol-
lar and we're running huge trade deficits in everything at this
point.

But we no longer have this thing where high tech, the exports,
greatly exceeded the imports as they did years ago. This is our im-
porting of foreign-born scientists and engineers and the figure that
I find the most interesting is that Ph.D.s less than 45, in the
United States, 52 percent in 2000 were foreign born, and you can
go to every university, and you will see this.

This is a sign that we have that we have a strong comparative
advantage and we are importing people to help us maintain this
advantage, and I think that’s a critical thing that we keep doing
this because there are going to be more and more bright people not
in U.S. universities outside the country, and we want to bring them
if we can, and that’s what we have been doing.

If and when these numbers ever turn around, then I would be
very frightened because that would mean the best, the brightest,
highest educated people, have decided the U.S. is no longer an at-
tractive place to be.

The bachelors are engineers. So 17 percent largely of our engi-
neers now, bachelor degree engineers, are foreign born. So we are
indeed living on this form of trade.

I agree with the statement that offshoring is just trade in an-
other form—absolutely right. But I think it’s very real and very
significant, and I gave a quote—this is from a businessman—“it’s
digital, contestable, and will be offshored if possible because the
wages are lower overseas.”

Estimates, ten to 15 percent of the jobs. I agree. At least 70 per-
cent are going to stay no matter what. But we can have great pro-
fessors doing things through videoconferencing and my job may be
gone.
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And there will be coming out in the next couple of weeks a
McKinsey study on offshoring that will be quite, I think, influential
and important. It basically says, in a lot of areas this is a serious
issue because they can do the work overseas cheaper.

This slide shows numbers of chemical abstracts. Chemical is a
more of a technical area and is technologically closer to business
in many ways, and you see these are English-speaking journals,
and you see are falling. This just has to happen. We have to be los-
ing some of our comparative advantage. This slide shows China ris-
ing up. Georgia Tech has an index of prowess in technology. We see
China coming up here as well. I think it just has to be do as long
as these countries run their show reasonably well. They're going to
be educating people; they’re going to be moving into these sectors;
and that’s the issue.

I quote actually Ralph here: “This can harm advanced countries.”
Now maybe some harm we should take because it’s benefiting bil-
lions of people who have been very poor overseas, but nonetheless
there is some harm to this. And the industries that we have had
that have had the R&D and the new products, they have a certain
monopoly. It’s the newest thing you got, and you’re the seller and
it’s good to be a monopolist.

We may be losing some of that monopoly power. I'll just say what
I think China is possibly doing: it’s the large LDC with lots of peo-
ple and it can leapfrog in some sectors to technical dominance and
that I think would be very harmful to the United States because
we would lose our comparative advantage in the areas that we are
specialized in. Those are high wage and good job areas.

There’s a paper where someone says, well, if we lose everything
to China, all of our things, it’s not so bad because they’ll produce
them so cheaply that we’ll be able to buy them at really low prices.
That is a weird model.

I can vouch for you that such a model doesn’t stand up to real
world analysis because the assumptions are strange. Let me put it
that way.

So I put a great stress on the job structure. When these con-
tested sectors, ones that our acquired comparative advantage can
keep or they can go to another country. If they have a lot of good
jobs, that’s bad for us. My view of the best thing for America, not
the best for China certainly, would be if they use a lot of their
smart people working on a trip to Mars. That will cost us nothing
in jobs, and it’s just ridiculous. I remember when the President an-
nounced that we were going to go to Mars, and I was at an NSF
thing and people were just going, oh, my God, he doesn’t really
mean that because that would be the silliest thing we could do in
terms of using our resources.

And so I think we have to choose sectors wisely. A lot of econo-
mists think the word “industrial policy” is some sort of an insane
word by some mad planner. But our R&D and our education
money, where we put these resources, are a form of policy. They're
going to create the workforce and the ideas for the next generation
of industry. So I think they are very important decisions that have
to be made to maintain our comparative advantage.

As I think everyone else here said, this is a pro-free trade posi-
tion. It’s just we want to position ourselves so we are the guys who
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produce really good things with really good jobs, and we don’t want
to be in some other situation.

And then I conclude with a couple of scenarios. The bad one is
that China and India really take a lot of these very good sectors
because their wages go up very slowly and they always have. Now
that they have the ideas and they have the brainpower and they
also have low wages, they will create trouble for us.

The global capital stock grows slowly. If it grows slowly, we just
can’t raise the position of people/workers that much. I think one of
the worst things I think that could happen if we went into a new
protectionism. Also, if the within country inequality, and here I do
worry mostly about China, if it led to some sort of explosion, inside
that country. These would be terrible things.

My good scenario is if we retain some of the leading sectors. We
take advantage of the fact that there are all these smart people in
China and India doing R&D, and our businesses are tuned up so
we can grab some of those good ideas, produce the products in the
U.S. because we're fast on our feet in innovation. The cost of these
goods will go down and that may dominate the declining terms of
trade. So they are definitely good things.

I strongly believe that the American university system because
so many of the best people overseas are trained here. They are ac-
tually working in part for Americans. Theyre networked into our
companies, to our things, and I think that really does help us. I
also think we need social services and infrastructure to keep busi-
nesses here, to keep—I'm not so much in favor of these cost deals
struck by different states with business things. I would rather have
a great education system, a great university system, save cities,
and then the businesses will come because that’s where people
really will be able to get good workers.

So I actually think we have lots of policy choices to make here
at this time, and we are in a critical period just from the natural
recovery from the disaster of communism in India. The disaster of
government mandating things, a kind of socialism, if I can call it
that. These guys are now in the game as capitalists, and that does
create troubles and problems that we have to deal with. I don’t
think we can hide them.

Panel I: Discussion, Questions and Answers

Chairman D’AMATO. Thank you very much, Dr. Freeman. We’'ll
move to questions. I'd like to start off with Dr. Panagariya about
your calculus and your paper. It may not be your complete think-
ing, but there are two parts to it that I find missing, that I wanted
to ask you about. One has to do about the assumptions about full
employment and the other has to do with the question of manipu-
lating currencies.

The discussion of trade is largely conducted in terms of the the-
ory of comparative advantage. An assumption behind that com-
parative advantage is, I believe, that it assumes full employment,
which is necessary to create the scarcity of resources that then jus-
tifies reorganizing global production along the lines of comparative
advantage.

What happens if countries have persistent what we call Keynes-
ian unemployment so that there is no scarcity of labor? Instead,
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there is a scarcity of demand. Are we at full employment or what
is your assumption in terms of your model on the question of full
employment?

Dr. PANAGARIYA. Virtually all trade models assume full employ-
ment. That’s a good assumption for the long-term analysis that is
addressed by these models. When it comes to unemployment, we
get back to the macro kind of issues, which pertains more to short-
run issues.

Trade models typically are addressing the issue of efficiency, and
you don’t then want the rate of unemployment or rate of employ-
ment changing in the background every time you change some-
thing. If efficiency is what you’re after, then that is right. Having
full employment is the right assumption.

Chairman D’AMATO. Do you think the United States is at full
employment?

Dr. PANAGARIYA. I think if you think in long-term, take a long-
term view, U.S. has been I would say last 25 years on the natural
rate of unemployment, which is equivalent to what I would call in
trade models the full employment models.

Chairman D’AMATO. My second question is your model doesn’t
talk about exchange rates. We have what we believe to be a seri-
ously rigged exchange rate, maybe as much as 40 to 50 percent
some view, on the part of the Chinese.

Now if exchange rates are wrong, can’t this undermine compara-
tive advantage and even drive a country’s industries out of busi-
ness? And how do you view the current exchange rate situation?
How does it fit into your model?

Dr. PANAGARIYA. Now here we get into a lot of macro issues, and
again there is an intertemporal aspect of trade which gets in here
that when we run current account deficits, which is what is hap-
pening with this exchange rate, in effect, that is reflecting the sav-
ings/investment imbalance that is out there within the domestic
economy, that we are not saving as much as we are investing.

The U.S. economy happens to be highly productive so the private
investment demand is much higher than the investible resources
left over, after large deficits have substantially absorbed the do-
mestic saving. So part of this trade gap that we’re seeing is actu-
ally, in fact largely I would say, is reflecting the savings invest-
ment gap. Now, coming to the exchange rate issue, if you are going
to fix both the factor prices and only the exchange rate, then it is
a problem, but as long as the exchange rate is fixed—remember
that from 1945 on till 1971, everybody was on a fixed exchange
rate system, and we didn’t then say that, gee, this fixed exchange
rate system somehow kind of mucks up the comparative advantage.

So fixed exchange rates are completely compatible with compara-
tive advantage. Now, will the fixed Chinese exchange rate be sus-
tained? I don’t think this will be sustained because in the end, no-
body would want to run surpluses in the current account as the
Chinese have done forever because then you are actually giving a
gift to the United States so that the United States can consume
more than what it produces in perpetuity.

If the Chinese want to give us that gift, I think I'll personally
certainly gladly take it. But that’s not going to happen. In the end,
the Chinese will have to pay back, and so as far as the trade side
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is concerned, I don’t see the fixed Chinese exchange rate as the
reason for us to turn protectionist.

Eventually this will not be sustained, and I think it is in the Chi-
nese interest themselves. They are going to let go. The problem I
think the Chinese are facing right now is where to time it in the
way that, because they need to open the capital account. The Chi-
nese capital account is still closed, and there is an issue, whether
you let the exchange rate go now, then open the capital account or
get to the open capital account gradually, and then let the ex-
change rate go. But that is the calculus that’s going on there.

Chairman D’AMATO. Well, I'm not sure I understood all that, but
savings and investment decisions are private decisions, individual
decisions. The exchange rate is a government decision, is a protec-
tionist matter. You talk about protectionist, it seems to me that
setting up an exchange rate which protects 40 percent of the value
of your economy is the ultimate in protectionism.

So responding to that, the question is how you respond to that
and not be protectionist. But the initial problem, it seems to me,
is essentially protectionist. I don’t know how you can get around
that.

Commissioner Wortzel has a question.

Commissioner WORTZEL. We’ve now managed to hear a range of
views on this whole problem of globalization and of shifts in em-
ployment. I want to lay out for you what I think elected officials
and lawmakers face today. Some of you alluded to solutions to this.
I want to pose a couple of dilemmas and see if I can get you to
come up with specific policy recommendations or courses of action.

Now it seems to me that the major concern with trade and jobs
flowing or going is labor dislocation. What is it doing to people?
The pain of retraining, and some people may be incapable of it. The
pain of people relocating or having to relocate their families to new
places, sometimes to service jobs. Seventy percent of the jobs are
service jobs. Service jobs don’t pay an individual what they might
make in manufacturing. So there’s also that impact of what hap-
pens to wages.

Who ought to bear the burden of those shifts? Dr. Freeman
seems to imply that it’s the government. It’s a social responsibility.
We turn into sort of a social welfare state, more like Eastern Eu-
rope than the entrepreneurial spirit we have here in the United
States. And we all give up a little so these poor people overseas can
have a better income.

Dr. Gomory emphasizes entrepreneurship and real policy
changes it seems to me, such as encouraging in-sourcing, changing
tax incentives, more the capitalist spirit, more the American spirit.

And folks are going to lose. So I guess what I'd like to hear, if
I could, if you're facing a worker out in Akron, Ohio, or in the
mountains of North Carolina that’s in the manufacturing, what’s
your policy response? What’s your policy recommendation to a law-
maker either for legislation or for some way to reexamine our trade
agreements?

Dr. PANAGARIYA. Thank you, Commissioner. I would agree—actu-
ally there are two issues I see here in the question. One relates to
the adjustment and the other to the wage loss, that even when you
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move to a second job, it may pay a lot less than what the previous
job was paying, and that’s painful.

So, on both counts, I would certainly go along with Professor
Freeman that we ought to have very strong social safety nets and
adjustment assistance. I think adjustment assistance, as has ex-
isted in the U.S. for several decades now, should be strengthened.
It does not exist for workers in service industries. It is only for
manufacturing, and I would certainly support having that adjust-
ment assistance, trade adjustment assistance, extended also to
services industries. I think there have been proposals made, most
notably by Bob Litan at Brookings Institution, that we might con-
sider possibility of wage compensation, at least for “x” number of
years, maybe three, four, five years.

Some of this was built into the Trade Promotion Authority to the
President, I think up to $5,000 per year, some limit because again,
it’s a matter of balancing out how much taxes you can raise and
how much transfers you can make.

But I certainly would go along with that prescription.

Commissioner WORTZEL. And is it also a corporate responsibility?

Dr. PANAGARIYA. And it’s also corporate responsibility.

Dr. Gomory. Well, I think we have to divide the question that
you're asking I think into two parts. One is when there are changes
people are hurt. What do we do about those people? And I think
we need to devise a mechanism to spread that pain over the entire
nation.

And that means we will have to pay taxes in order to help these
people, whether it is through reeducation, I don’t know. Or it may
be some form of compensation. Because I think a lot of the retrain-
ing programs are somewhat illusory. You just can’t do it.

So I definitely think that the country should try and spread that
pain, but I also think that we should try and not have it happen.
And I don’t think we can do that unless we tackle the incentives
of the corporation. There are some traditional ways, but I think we
ought to wake up and start thinking of non-traditional ways, and
this is a vague notion, but let me explain.

What is it we want companies to do? What is it a company really
does for a country? Let me emphasize one thing. In the modern
world individuals cannot really earn a living. An individual cannot
make a car. An individual cannot make a computer. So individuals,
if they are to earn their bread, have to be part of an organization
that can make a car or make a computer or make steel.

So the existence of corporations quite aside from their individual
goals serves the nation by allowing people to earn a living. In some
sense that’s the social role they play, and our system of raising
money and profitability is a way to incent them to compete and do
this role efficiently.

But if they disappear, you have not got a way to earn a living.
We need the companies. But if we want the companies and we
want them to be there and enable people to create wealth in this
world in which you can’t do it alone anymore, then we should
incent them to do that. I wont even call it a half-baked but a
three-percent-baked idea, which is there is such a thing in Europe
as a value added tax. This shows that you can compute the value
added by a company.
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In other words, how much does Wal-Mart add to the U.S. econ-
omy? You take the value of everything they sell and you subtract
from it the value of everything they import and the rest is the
value they add. Okay. That’s their value added. If you divided that
by the number of people they employ, I think you’ll get a rather
low per capita figure. In other words, their domestic value added
per employee is probably on the low side.

We should consider, and I toss this out not because it’s right or
wrong, but just to stimulate thought, why don’t we consider a tax
or—it would be a positive tax—it would be an incentive—to reward
companies that have a high domestic value added per capita. All
right. So one way they can make a profit is by having high value
added per American.

So we’ll translate that, add that on to the profit motive. I think
we should start thinking in those ways. Thank you.

Commissioner WORTZEL. Thank you.

Chairman D’AmATO. Thank you. Go ahead, Dr. Freeman.

Dr. FREEMAN. I wouldn’t privilege workers who let’s say suffered
from trade. I could lose my job either because it gets offshored or
because they have a new robot and a new computer that does a
better job of doing what I do.

I don’t think the safety net should be only for people whose jobs
certifiably got lost through trade. I think there is one screaming
policy that I think all kinds of economists and analysts would agree
because we are the only advanced country that doesn’t have some
form of universal health care. It’'s an expense put on to our compa-
nies, particularly the manufacturing companies.

In any social safety net, the first thing you would imagine would
be that your health is protected. You then could go down a list of
some other things that we would say these are the things you
should have as a citizen. We guarantee you this. And there could
be some monetary compensation for job losses or so on and so forth.
Some countries do have severance pay that generally the compa-
nies pay the severance pay, but you could have it jointly paid, you
know, in some fashion the state kicks in part of it.

I'm less favorable to that. I think there is a very basic safety net
for everybody, and if you provide that and maybe you would have
some mortgage reinsurance of some form. The United Kingdom
they have that. You will not lose your house or your flat if you lose
you(lir job. You know you won’t be homeless and your health is cov-
ered.

Beyond some things like that, I would not go. I think that’s about
what a safety net means.

Commissioner WORTZEL. Thank you very much.

Chairman D’AMATO. Thank you. Commissioner Mulloy has a
question.

Commissioner MULLOY. I want to ask a couple very quick ques-
tions to Dr. Panagariya and then throw out a larger question for
all three of you. Tom Palley, who is the Chief Economist for the
Commission, is always bringing up a book by John Maynard
Keynes, and he points out that Keynes says that ideas matter. And
so I take these economic ideas very seriously because I teach inter-
national trade law and my students have all been educated in this
system, and they’re always voicing these ideas, very similar to ones
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you put forth, Dr. Panagariya. And that’s why I think it’s impor-
tant that we discuss these ideas.

On page four of your prepared testimony, you take on Senator
Schumer and Dr. Paul Craig Roberts, both of whom have testified
before this Commission in prior hearings. You contend that the
classical theorists must have assumed mobile factors of production.
At least you discredit their argument that the classical theorists
assumed non-mobile factors of production, so I want to ask you a
couple of things. Do you know Professor John Jackson and do you
think he’s reputable?

Dr. PANAGARIYA. Yes.

Commissioner MULLOY. Do you know Dr. Charles Kindleberger
and do you think he’s reputable?

Dr. PANAGARIYA. Yes. I know of them.

Commissioner MULLOY. Let me read you from-

Chairman D’AMATO. That was a set-up.

Commissioner TEUFEL DREYER. Sounds like he’s setting a trap.

Dr. PANAGARIYA. That’s fine.

Commissioner MULLOY. Professor John Jackson’s case book on
international trade law, and he has an article by Dr. Charles
Kindleberger from his international economics textbook, 1973,
quote:

“Classical economists”—of whom I believe Ricardo was one—
“thought that the labor theory of value, valid in trade within a
country, cannot be applied between nations since factors of produc-
tion are immobile internationally.”

So if I read that, I think he’s agreeing that these classical econo-
mists did, as Schumer and Roberts claim, factor in non-mobile fac-
tors of production.

Now, the important thing is if we now have mobile factors of pro-
duction, should that cause us to at least rethink some of these
theories? I think you’re telling us, no, that everything works out
fine, and I just want to ask is that correct? And then I would like
to hear what the others say about that particular point because I
think it’s of enormous importance to this debate.

Dr. PANAGARIYA. Let me first say that actually the 1973 text of
Charles Kindleberger was the first international trade text that I
read as a student in India actually.

Commissioner MULLOY. You should have paid attention to that.

Dr. PANAGARIYA. So I know where this is. Yes. First, I do not say
in my submitted formal write-up that Ricardo did not assume fac-
tor immobility. He did assume factor immobility. What I say is that
it is unlikely that Ricardo was unaware that factors are mobile be-
cause factor mobility existed in his time.

So the reason he made the assumption was simply to make the
point in the simplest possible way, as all of us who do theory do.
Now, the critical question is the last one that you stated, Commis-
sioner, which is does the factor mobility invalidate the gains from
trade? And in particular, in the quote that I gave from Senator
Schumer and Mr. Roberts, that quote answered saying that well
some countries will lose and some countries will gain once you
allow for labor mobility, or factor mobility, whichever you want to
think.
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That is simply not true. The worst that can happen is that one
country will gain and the other will not gain, but it’s not going to
lose.

Commissioner MULLOY. Dr. Gomory? Dr. Freeman?

Dr. GomoRry. Well, I don’t think I can comment on what Ricardo
had in mind. But I do want to make a point that I think is relevant
to this. For example, in the Schumer op-ed article implicit was the
assumption that if you use the classical model, you could not get
these bad results, and I just want to make clear, if I didn’t before,
that’s just not correct. The work that Will and I have done and ear-
lier economists to a lesser extent shows that within the classical
model, unchanged, with comparative advantage, all that stuff, im-
provements abroad can be harmful. They can never—and this is
what Professor Panagariya keeps telling you—they can’t be worse
than no trade, but that comparison is not what you feel.

What you feel is here we are today. There’s a change. Now we're
worse off. It’s very consoling to learn that we would have been even
worse off if we cut off all trade, and it’s good to know that so you
won’t be tempted to do it. But the real issue is, you know, when
we go from one equilibrium to another, are we going up or down?

And both are possible within this absolutely standard model that
has lloeen used. You don’t need to invalidate that model to get that
result.

Chairman D’AmATO. Dr. Freeman.

Dr. FREEMAN. It’s a very interesting issue how trade and capital/
labor mobility work together. And in analyses that say, let’s say,
we have the best technology in the world, we will likely as not
draw in very able immigrants labor mobility coming in, and likely
as not we'll draw in a lot of capital coming into the country—I
guess the point of the Davis and Weinstein arguments.

In that case, we may be getting a lot of capital from other coun-
tries and we're getting their smartest people. Now think of the
other countries. You've just lost some of your capital and some of
your smart people. They’re not going to be better off—the average
people in those countries.

And I think an extremely important point I would stress very
strongly, all trade and factor mobility, some people benefit and
some people lose. So if more professors come pouring into the
United States from different countries, the pay of professors in this
country is going to suffer and we are the losers.

Chairman D’AMATO. Yes.

Dr. FREEMAN. And everyone else in the country will benefit be-
cause you've got now bright professors doing work, et cetera. But
the two of us at least would be losers, you and Ralph. And I think
an important issue is if all the trade things are saying is our whole
economy benefits, but they’re not saying which of us benefit and
which of us may lose, I keep thinking of say we had a trade or
technology/some change that made Bill Gates tomorrow $50 billion
wealthier and made the poorest Americans $40 billion poorer,
that’s a gain of GDP. These models are telling you that’s a good
thing.

I think most of us, including Bill Gates, would sit there and say
no, that’s not a good thing, and that’s because trade and
globalization also bring with them some redistributions from some
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people to other people, and you get at some clues as to those redis-
tributions by actually seeing and what resources are coming to the
country and which are not coming to the country as well.

Commissioner MULLOY. Yes. Dr. Gomory, I'm not trying to dis