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Made on Earth
How Global Economic Integration
Renders Trade Policy Obsolete
by Daniel Ikenson
Executive Summary

During the past few decades, a truly transnational production and supply chains,
global division of labor has emerged, pre- “we” and “they” often collaborate in the
senting opportunities for specialization, col-  same endeavor. In the 21st century, compe-
laboration, and exchange on scales once un-  tition is more likely to occur between enti-
imaginable. The confluence of falling trade ties that defy national identification because
and investment barriers, revolutions in com-  they are truly international in their opera-
munications and transportation, the open-  tions, creating products and services from
ing of China to the West, the collapse of  value-added activities in multiple countries.
communism, and the disintegration of Cold ~ There is competition dezween supply chains,
War political barriers has spawned a highly  but only after there is cooperation and col-
integrated global economy with vast poten-  laboration wizhin supply chains.
tial to produce greater wealth and higher liv- But trade and investment policy has not
ing standards. kept pace with these remarkable changes in

The factory floor is no longer contained ~ commercial reality. Our globally integrated
within four walls and one roof. Instead, it  economy requires policies that are welcoming
spans the globe through a continuum of  of imports and foreign investment and that
production and supply chains, allowing lead ~ minimize regulations or administrative fric-
firms to optimize investment and output tions based on misconceptions about some
decisions by matching production, assem-  vague or ill-defined “national interest.” To
bly, and other functions to the locations best  nurture the promise of our highly integrated
suited for those activities. Because of foreign  global economy, governments should commit
direct investment, joint ventures, and other  to policies that reduce frictions throughout
equity-sharing arrangements, quite often the supply chain—from product conception
“we” are “they” and “they” are “we.” And be-  to consumption—as well as in the flow of ser-
cause of the proliferation of disaggregated,  vices, investment, and human capital.
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In the 21st century,
it is inaccurate
to characterize

international trade
as a competition
between “us”

and “them.”

Introduction

As policymakers respond to the global reces-
sion, they should remember that the unprece-
dented global economic growth experienced in
recent decades owes much to the removal of
political and economic barriers to trade and
investment. During that time, a division of labor
on a truly global scale has emerged, presenting
opportunities for specialization, collaboration,
and exchange that affirm—and might even
astonish—the great Adam Smith. Falling trade
and investment barriers, revolutions in commu-
nications and transportation, the opening of
China to the West, the collapse of communism,
and the disintegration of Cold War political bar-
riers have spawned a highly integrated global
economy with vast potential to produce greater
wealth and higher living standards.

The dramatic reduction in transportation
and communication costs combined with wide-
spread liberalization of trade, finance, and polit-
ical barriers are all accomplices in what has been
called “the death of distance.”* Under the new
paradigm, the factory floor is no longer con-
tained within four walls and one roof. Instead,
the factory floor spans the globe through a con-
tinuum of production and supply chains, allow-
ing lead firms to optimize investment and out-
put decisions by matching production, assembly,
and other functions to the locations best suited
for those activities.

These changes warrant a fresh approach to
trade policy. In the 21st century, it is inaccurate
to characterize international trade as a competi-
tion between “us” and “them.” Because of for-
eign direct investment, joint ventures, and other
equity-sharing arrangements, quite often “we”
are “they” and “they” are “we.” And as a result of
the proliferation of disaggregated, transnational
production and supply chains, “we” and “they”
often collaborate in the same endeavor. Under
the new paradigm, workers in developed and
emerging countries are more likely to be
coworkers than competitors.

Today’s global economic competition is less
likely to feature “our” producers against “their”
producers and more likely to feature entities

that defy national identification because they
are truly international in their operations, cre-
ating products and services from value-added
activities in multiple countries. There is com-
petition between supply chains, but success first
demands cooperation and collaboration wizthin
supply chains (i.e., cooperation and collabora-
tion between some of “us” and some of “them”).
This new commercial reality demands policies
that are welcoming of imports and foreign
investment, and that minimize regulations or
administrative frictions that are based on mis-
conceptions about some vague or ill-defined
“national interest.”

The driving force behind innovation and
opportunity in this new era is the reduction and
elimination of artificial barriers, both political
and economic. As those barriers have dimin-
ished, opportunities for new combinations of
labor, investment, and human capital have
emerged in defiance of what were once formida-
ble obstacles to wealth creation.

There have been signs in recent years that
policymakers are beginning to grasp the new
reality. “Autonomous” or “unilateral” liberaliza-
tion of trade barriers has accounted for most of
the trade liberalization in developing countries
over the past two decades and, on average,
applied tariff rates globally are well below their
maximum allowable rates or “bound” rates
under World Trade Organization agreements.
However, the financial crisis and subsequent
global recession have tested the depth of that
understanding and brought out the worst polit-
ical instincts of some policymakers who think
only about short-term political benefits and dis-
regard longer-term costs.

In some cases, governments have raised trade
barriers, subsidized domestic champions, or
imposed local lending or hiring requirements, all
in the name of creating or protecting local jobs
and supporting the local economy. Perhaps the
most notorious protectionism during the current
global recession has taken the form of restric-
tions on competition In government procure-
ment markets. Apparently, policymakers around
the world still accept the pre-enlightened belief
that proper stewardship of taxpayer resources
and the optimal path to stimulating economies



require limiting fiscal spending to products and
services produced locally. It started with Buy
American provisions in the United States, and
like swine flu has jumped borders to Canada,
China, the Philippines, and Australia. Require-
ments to lend and hire locally have also been
imposed in some places. By indulging these
reflexive, populist, once-considered-vanquished
ideas, politicians have made matters worse,
while reinforcing antiquated assumptions about
how the global economy actually works.

Global economic integration has enabled
enterprises to flourish on scales unimaginable
just a generation ago. Not only should the
reimposition of barriers under current econom-
ic conditions be eschewed, but a firm commit-
ment to bring trade and investment policy up
to speed with 21st century commercial reality
would be a wise investment in the future.

To nurture the promise of our highly inte-
grated global economy, governments should
stop conflating the interests of certain produc-
ers with the national interest and commit to
policies that reduce frictions throughout the
supply chain—from product conception to
consumption—as well as in the flow of ser-
vices, investment, and human capital.

Stop Thinking “Us” vs. “Them”

The woes of two iconic American automak-
ers, Chrysler and GM, and the U.S. govern-
ment’s assumption of responsibility for their
rehabilitation occasioned a direct appeal from
President Obama to American economic “patri-
otism.” He exclaimed, “If you are considering
buying a car, I hope it will be an American car.”
Ignoring, for the moment, the impropriety of the
U.S. president attempting to influence commer-
cial outcomes by endorsing particular products,
even if one were inclined to buy an American car,
the tricky question remains: What constitutes an
“American” car? Economist Matthew Slaughter,
in a recent Wall Street Journal op-ed, attempted to
elucidate:

What exactly makes a car “American’
Does it mean a car made by a U.S.-

headquartered company? If so, then it
is important to understand that any
future success of the Big Three will
depend a lot on their ability to make—
and sell—cars outside the United
States, not in it. A big reason Chrysler
has fallen bankrupt is its narrow U.S.
focus. It has not boosted revenues by
penetrating fast-growing markets such
as China, India and Eastern Europe.
Nor has it lowered costs by restructur-
ing to access talent and production

beyond North America.”

However, the angry reactions from Ameri-
can labor unions, their patrons in Congress, and
rabble-rousing television and radio personalities
to GM’s proposal to reduce costs by shifting
more production to Mexico and China suggest
that the above definition of an American car is
not universally embraced.” For those who
objected to GM's plans, it is not the company’s
bottom line that matters, but rather the compa-
ny’s capacity to create U.S. jobs and stimulate
U.S. economic activity. That GM might need to
have a viable plan to become profitable so as to
create and support U.S. jobs and stimulate U.S.
economic activity somehow doesnt factor into
the equation for these detractors. Instead, in
zero-sum fashion, they see investment in foreign
operations as antithetical to domestic job cre-
ation and economic growth.”

Perhaps, then, they would find Slaughter’s
alternative definition of an American car more
acceptable:

Or is an “American” car one made with-
in U.S. borders? If so, then it is impor-
tant to understand that America today
has a robust automobile industry thanks
to insourcing. In 2006, foreign-head-
quartered multinationals engaged in
making and wholesaling motor vehicles
and parts employed 402,800 Ameri-
cans—at an average annual compensa-
tion of $63,538—20% above the na-
tional average. Amid the Big Three
struggles of the past generation, in-
sourcing companies like Toyota, Honda

Governments
should stop
conflating the
interests of certain
producers with the
national interest
and commit to
policies that reduce
frictions through-
out the supply

chain.



The automobile
industry is one

of many that
transcend national
boundaries and is
only one example of
why international
competition can no
longer be described
as a contest
between “our”
producers and
“their” producers.

and Mercedes have greatly expanded
automobile operations in the U.S. In fis-
cal year 2008, Toyota assembled 1.66
million motor vehicles in North
America with production in seven U.S.
states supported by research and devel-
opment in three more.

But many Americans—including many of
those who reject Slaughter’s first definition—
have rejected this definition of an American car
as well. Ironically, the people who are most
inclined to oppose outsourcing and define it as
“shipping jobs overseas” tend to be the same
people who criticize “insourcing” for shipping
profits or control of U.S.-based assets overseas.
Even though the top-10-selling models of cars
and trucks in the United States in 2008 were
all produced in the United States, by both
Detroit-based and foreign nameplate produc-
ers, and even though foreign nameplate pro-
ducers employ hundreds of thousands of
American workers, pay local and national
taxes, support local economies, reinvest part of
their earnings in their U.S. operations, and
invest in other local businesses, the fact that
corporate headquarters are located in Tokyo or
Stuttgart or Seoul seems to hold sway. Yet, as
put in another recent Wall Street Journal article:

Once you put down the flags and shut
off all the television ads with their
Heartland, apple-pie America imagery,
the truth of the car business is that it
transcends national boundaries. A car
or truck sold by a “Detroit” auto maker
such as GM, Ford or Chrysler could be
less American—as defined by the gov-
ernment’s standards for “domestic con-
tent’—than a car sold by Toyota,
Honda or Nissan—all of which have
substantial assembly and components
operations in the U.S.°

At best, there is grudging acceptance of the
possibility that these insourcing companies are
part of the American manufacturing landscape.
But it is impossible to imagine that the U.S. gov-
ernment would have ever rescued Toyota or

Honda if they had presented with financial con-
ditions as dire as Chrysler’s and GMs.

The automobile industry is one of many that
transcend national boundaries and is only one
example of why international competition can
no longer be described as a contest between
“our” producers and “their” producers. The same
holds for most industries throughout the manu-
facturing sector.

Even the genetics of the U.S. steel industry,
which has been one of the manufacturing sec-
tor’s most vocal proponents of trade barriers over
the years, are difficult to decipher nowadays.
The largest U.S. producer of steel is the majori-
ty Indian-owned company Arcelor-Mittal,
which has corporate headquarters in Luxem-
bourg and Hong Kong. The largest “German”
producer, Thyssen-Krupp, is in the process of
completing a $3.7 billion green-field investment
in a carbon and stainless steel production facili-
ty in Alabama, which will create an estimated
2,700 permanent jobs there. And American
icon U.S. Steel Corporation generates roughly
25 percent of its total revenue selling steel pro-
duced at its mills in Slovakia and Serbia.”

Despite the constant drone of voices be-
moaning the imaginary decline of U.S. manu-
facturing, the reality is that foreigners have been
quite bullish on the sector’s future. Between
2004 and 2008, the stock of foreign direct
investment in U.S. manufacturing increased by
48 percent to nearly $800 billion—a statistic
that should send “race-to-the-bottom” adher-
ents into retirement.” According to the Or-
ganization for International Investment, there
were 875 new “Greenfield” projects underway or
expanding in 2008.”

Although foreign direct investment (FDI) in
the U.S. automotive and steel sectors, at $52 bil-
lion and $17 billion, respectively, is significant, it
is dwarfed by FDI in other sectors. The new
Honda plant in Indiana and the Thyssen-Krupp
facility in Alabama make the headlines, but for-
eign investment in U.S. chemical manufacturing
at $218 billion is more than five times larger than
FDI in the automotive sector and nearly 14
times the investment in steel production. Foreign
investment in other U.S. manufacturing sec-
tors—such as machinery, computers and elec-



tronics, beverages, and cement and concrete—is
also more substantial than FDI in the U.S. auto-
motive sector. In 2006, foreign majority-owned
companies employed more than 5 million people
in the United States, and accounted for $195 bil-
lion or 13 percent of U.S. exports and $482 bil-
lion or 22 percent of U.S. imports of goods and
services.'’

Meanwhile, statistics on U.S. direct invest-
ment abroad further support the notion that
industries transcend national borders. Between
2004 and 2008, the total stock of direct U.S.
investment abroad in all economic sectors in-
creased 45 percent, from $2.2 trillion to $3.2
trillion. The stock of direct U.S. investment in
foreign manufacturing increased by 23 percent
from $417 billion in 2004 to $512 billion in
2008."

The “us” versus “them” characterization of
the global economy has never been quite right,
but with today’s levels of cross-border invest-
ment and economic collaboration, such think-
ing is dangerously anachronistic.

The Proliferation of
Global Production and
Supply Chains

Dell is a well-known American brand and
Nokia a popular Finnish brand, but neither
makes most of its components or assembles its
products in the United States or Finland,
respectively. Some components of products
bearing the logos of these internationally recog-
nized brands might be produced in the “home
country” But with much greater frequency
nowadays, component production and assembly
operations are performed in different locations
across the global factory floor.

Consider the Chinese-born computer com-
pany, Lenovo. Its executive headquarters are
located in Beijing, Singapore, and North
Carolina. It operates research centers in China,
Japan, and the United States. And its produc-
tion and assembly operations occur in China,
India, Mexico, and Poland.

To call Lenovo “Chinese” or Nokia “Finnish”
or Dell “American” misses the broader point that

these companies are truly global entities with
facilities, employees, and stakes in dozens of
countries. Whereas a generation ago a product
bearing the logo of an American or Japanese or
German company may have been comprised
exclusively of domestic labor, materials, and
overhead, today that is much less likely to be the
case. Today, that product is more likely to reflect
foreign value-added, regardless of location of the
company’s headquarters or the country affiliated
most closely with the brand. The distinction
between what is and what isnt American or
Finnish or Chinese has been blurred by foreign
direct investment, cross-ownership, equity tie-
ins, and transnational supply chains. As Samuel
Palmisano, IBM’s chief executive officer, put it,
“State borders define less and less the bound-
aries of corporate thinking or practice.”"?

A 2008 World Trade Organization report
explains the pattern this way:

Recent theories of fragmentation pre-
dict that a reduction in trade costs
leads to greater fragmentation of pro-
duction, with firms geographically
spreading the different stages of their
production process. When trade costs
of intermediate inputs fall, different
stages of the production process can
take place in different places."

Trade in intermediate goods related to
“fragmentation of production” or “vertical spe-
cialization” or “production sharing”—terms
given to the inexorable expansion of the facto-
ry floor across borders and oceans in response
to falling costs—has grown faster than trade in
final goods during the past two decades." The
same is true for services.

Economists generally rely on trade data,
input-output tables, and firm-level surveys to
study trends in these multinational production-
sharing operations. Though the literature
describes different measurement approaches—
each with its own strengths and weaknesses—
the consensus conclusion, regardless of measure-
ment approach, is that the trend toward vertical
specialization continues to grow among coun-
tries large and small and across the globe.

The distinction
between what is
and what isn’t
American or
Finnish or Chinese
has been blurred by
foreign direct
investment,
cross-ownership,
equity tie-ins,

and transnational

supply chains.



The process
between the design
and final sale of an
iPod involves
collaboration and
cooperation within
a production supply
chain that spans
several countries,
supporting jobs and
economic activity
in each.

The Organization for Economic Cooper-
ation and Development maintains an input-
output database to study the importance of
intra-industry linkages and inter-country de-
pendencies in the production of manufactured
goods. Out of 31 countries for which compar-
isons could be made between the mid-1990s
and 2000, 29 demonstrated an increased reliance
on imported intermediate inputs (measured as
the ratio of imported intermediate inputs over
total consumption of intermediate inputs).ls
The median ratio increased from 17.9 percent to
22.5 percent between the two periods.'®

Under the metric just described, smaller
economies—which tend to produce a more nar-
row range of products and rely more on import-
ed materials and components—show a higher
level of integration than larger economies, which
produce a wider array of intermediate products
domestically and find it easier to exploit
economies of scale. Accordingly, the top five
integrated countries by this metric are all rela-
tively small: Ireland (70.6%), Hungary (63.2%),
Belgium (57.0%), Slovakia (54.4%), and Austria
(52.7%)."” And the bottom five are large: Japan
(7.2%), Brazil (10.5%), China (12.6%), India
(12.7%), and the United States (17.8%)."

An alternative formulation, which considers
the use of imported inputs used in domestic
production that is exported, may be a more use-
ful measure of the degree of integration. A high
value of imported inputs to total inputs suggests
that a country is dependent on imports for pro-
duction but does not give much indication about
where the supply chain goes after that. A high
value of imported inputs contained in exports,
however, would suggest that producers in that
country rely on foreigners for inputs, whose out-
put is, in turn, relied on by producers or con-
sumers abroad.

Under this alternative formulation (import-
ed inputs over domestically produced exports),
the degree of vertical specialization is higher
than under the first formulation (imported
inputs over total inputs). The median increased
from 26.3 percent in 1995 to 29.9 percent in
2000."” The top five integrated countries are
still relatively small countries under this metric,
but some of the larger countries escape the

lowest five: the United States increased from
12.3 percent in 1995 to 15.1 percent in 2000;
China increased during the period from 16.6
percent to 21.0 percent.”’ One other highlight
from this dataset is that the ratio of exports to
output increased an average of 7.3 percentage
points between 1995 and 2000, and more than
half of that increase (53.1%) was attributable to
vertical specialization.”® In other words, the
growth in trade during this period was mostly
of intermediate goods sold across borders but
within production supply chains.

David Hummels, who has been studying the
topic since the 1990s, estimates that vertical spe-
cialization grew by as much as 40 percent in the
last quarter of the 20th century.”” He explains
the reason for that growth this way:

Rather than concentrate productionina
single country, the modern multination-
al firm uses production plants—operat-
ed either as subsidiaries or through arm’s
length relationships—in several coun-
tries. By doing so, firms can exploit
powerful locational advantages, such as
proximity to markets and access to rela-
tively inexpensive labor.”

Perhaps the most compelling example of
Hummels’ observation is the production process
for the Apple iPod. A popular device with which
consumers around the world are familiar, the
iPod—according to the inscription on the back
of every model—is “Designed by Apple in
California; Assembled in China.” The iPod pro-
vides the quintessential model of transnational
production in the 21st century. The process
between the design and final sale of an iPod
involves collaboration and cooperation within a
production supply chain that spans several
countries, supporting jobs and economic activi-
ty in each.

A 2007 study published by the University of
California—Irvine sought to determine “who
captures value in a global innovation system” by
disaggregating the components contained in
an Apple iPod and determining the companies
and countries involved in manufacturing a unit
in China. The authors found that the compo-



nents were produced in the United States,
Japan, Singapore, Taiwan, Korea, and China by
companies headquartered in the United States,
Japan, Taiwan, and Korea. The total cost of
producing the iPod (components plus labor)
was estimated to be about $144.

Most of the profits on the constituent com-
ponents accrue to Japanese companies, who pro-
duce the most important and most expensive
parts. Two U.S. components producers and a
few from other countries capture small shares of
the value. But the lion’s share of value accrues to
Apple since iPods retail for $299 and the cost of
production is $144 (at the time the study was
conducted). Some of the $155 per-unit mark-up
goes toward compensating U.S. distributors,
retailers, and marketers, while the rest is distrib-
uted to Apple shareholders or devoted to re-
search and development, which supports engi-
neering and design jobs higher up the value
chain.”*

The capture of value in the iPod production
chain is fairly typical for western brands. James
Fallows characterizes this process of outsourcing
as following the shape of a “Smiley Curve” that
is plotted on a chart where the production pro-
cess from start to finish is measured along the
horizontal axis and the value of each stage of pro-
duction is measured on the vertical axis. About
this production process, Fallows concludes:

The significance is that China’s activity
is in the middle stages—manufactur-
ing, plus some component supply and
engineering design—but America’s is
at the two ends, and those are where
the money is. The smiley curve, which
shows the profitability or value added at
each stage, starts high for branding and
product concept, swoops down for
manufacturing, and rises again in the
retail and servicing stages. The simple
way to put this—that the real money is
in brand name, plus retail—may sound
obvious, but its implications are illumi-
nating.”?

Rather than appreciate how this comple-
mentary process harnesses the benefits of our

globalized division of labor, some begrudge
iPods sales in the United States for adding to the
bilateral trade deficit. But as the iPod study
authors caution, “For every $300 iPod sold in the
U.S.,, the politically volatile U.S. trade deficit
with China increased by about $150 (the facto-
ry cost). Yet, the value added to the product
through assembly in China is probably a few
dollars at most.” Should we really lament a trade
deficit in iPods or any other products assembled
abroad, particularly when those products com-
prise U.S. value-added and support high-paying
U.S. jobs?

One implication is that Chinese and Ameri-
can labor is complementary in this process.
Without the division of labor, ideas hatched in
American laboratories by high-skilled, high-
wage American engineers would be less likely to
materialize into ubiquitous consumer products
because they would be too expensive to make
and sell for mass consumption. Without the
division of labor, fewer ideas would go far beyond
conception. As a consequence, higher paying
jobs at both ends of the smiley curve would be
more difficult to support, as would the lower
value-added manufacturing and assembly jobs in
China.

The U.S. economy may reap the most ab-
solute value out of this arrangement, but from
China’s perspective there are considerable bene-
fits as well. U.S. technology and investment pro-
vide jobs that would not exist in China if this
vertical specialization were not possible. The
arrangement also provides a conduit for technol-
ogy transfer and skills acquisition that helps
raise Chinese productivity levels and standards
of living. China is in no way consigned indefi-
nitely to performing low-wage, low-skill func-
tions in the global supply chain. In fact, Chinese
workers have been moving up the skills and
value chain to perform more sophisticated tasks
in globally integrated production networks,
yielding lower-skilled functions to workers in
Vietnam and other poorer countries.

The dismantling of global barriers, both polit-
ical and economic, is a hallmark of the progress
achieved in the second half of the 20th century.
The economic growth it unleashed is indis-

putable. Today, increasing numbers of people in a
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In light of the
proliferation of
cross-border
investment and
transnational
supply chains, on
whose behalf are
national trade

policies crafted
anyway?

diversity of countries depend on this openness.
Their livelihoods demand access to imported
materials, components, equipment, and foreign
investment.

Coming to Terms with

Global Economic Reality

The proliferation of transnational supply
chains renders trade statistics—import value,
export value, the trade balance—rather mislead-
ing, if not meaningless. What significance
should be attached to the fact that the United
States runs a trade deficit with China when
Chinese value-added accounts for only about 50
percent of the value of U.S. imports from
China?® The other half is value-added from
other countries. As concluded in a recent

OECD study:

Exports of final goods are no longer an
appropriate indicator of the (interna-
tional) competitiveness of countries, as
following the emergence of global
value chains, final goods increasingly
include a large proportion of interme-
diate goods that have been imported
into the country.”’

The new interdependence and the global
division of labor are described in a recent report
from the U.S. Congressional Research Service:

Trade policy aimed at curbing imports
from China, for example, would likely
affect Chinese exporters and ancillary
sectors, but it also may hit subsidiaries
of U.S. companies and manufacturers
whose supply chains stretch there. It is
not surprising, therefore, that some of
the strongest voices both for and
against trade protectionism come from
American-based manufacturers and
service providers.”®

There are signs that U.S. policymakers are
beginning to grasp the concept that the old
assumptions are no longer valid. Recognition of

that interdependence probably helped ward offa
proposed 27.5 percent tariff on all Chinese
imports—the so-called Schumer-Graham bill
—that had been under consideration in Con-
gress for a several years.

And just as policy intended to benefit one
constituency can inflict costs on others, some-
times policy misses its target altogether or has
unintended beneficiaries. For example, better
access to the Brazilian market for U.S.-based
exporters benefits U.S.-headquartered compa-
nies but also Stuttgart- or Tokyo-headquartered
companies producing and exporting from the
United States. Thus, U.S. trade negotiators do
the bidding of companies that might not fit
every American’s definition of an American
company. Better access to the U.S. market ben-
efits foreign-based producers as well as U.S. and
foreign producers operating in the United
States, who rely on access to imported raw
materials, components, and capital equipment.
Thus, foreign trade negotiators likewise do the
bidding of American-based producers by facili-
tating their access to cheaper inputs.

In light of the proliferation of cross-border
investment and transnational supply chains, on
whose behalf are national trade policies crafted
anyway? That is one of the central questions
posed in the aforementioned CRS study:

A large proportion of international
trade is conducted within production
networks and chains that cross inter-
national borders. How does this affect
traditional trade and investment poli-
cy that is based on national govern-
ments, national economies, and coun-
try-to-country relations?”’

It is encouraging to see these questions raised
by a research group that informs U.S. congres-
sional thinking. If the public and the U.S. presi-
dent are confused about what constitutes a
domestic automobile, then surely other policy-
makers might be confused, too. They might
consider reexamining their own prejudices
before reflexively supporting status quo policies.

In many ways it is evident that policymakers
around the world already understand this. Why



else would average applied tariff rates among
World Trade Organization members be so much
lower than their bound—or maximum allow-
able—rates>” How else could the last couple of
decades have witnessed so much unilateral trade
liberalization—trade and other domestic eco-
nomic reforms without reciprocity from other
countries? Australia, New Zealand, China, India,
Mexico, Chile, and many other countries under-
took significant reforms because the govern-
ments reckoned it was in their interest to do so,
regardless of what other countries did. Between
1983 and 2003, developing countries slashed
their tariffs by two-thirds (from 29.9 percent to
9.3 percent on average) and unilateral reforms
accounted for fully two-thirds of those cuts.”

During the 10 years ending in 2006, nearly
every country reduced its tariff barriers, and only
3 out of 136 countries experienced an increase in
overall “trade restrictiveness.”* Likewise, coun-
tries both rich and poor have been rapidly
implementing what are known as trade facilita-
tion reforms—measures aimed at reforming and
overhauling the administrative and physical pro-
cedures associated with the transport of goods
and services across borders.”

The Southeast Asian nations of Thailand,
Laos, and Vietnam recently made good on a 10-
year-old effort to better integrate their trans-
portation systems. In the first phase of an agree-
ment that officials hope will help create a “New
Asia Silk Road,” traffic rights have been extend-
ed among the three countries that allow trucks
to transit without having to unload cargo at bor-
der crossings. The deal is expected to reduce the
cost and time of cross-border trade, leading ulti-
mately to more trade and the development of
new industries throughout what is still hard-to-
access portions of Indochina. Ultimately, the
agreement is to include Burma and will establish
the only direct land route between the Indian
Ocean and the South China Sea.

The fact that governments throughout the
developing world are seriously engaged in efforts
to reform their customs procedures and upgrade
or overhaul their physical trade infrastructure is a
rather firm endorsement of the proposition that
policymakers know that openness to trade—in
both directions—is an economic imperative.

The continued tariff slashing is testament
to the imperative of openness, too. In an effort
to “reduce business operating costs, attract and
retain foreign investment, raise business pro-
ductivity, and provide consumers a greater vari-
ety and better quality of goods and services at
competitive prices,” the Mexican government
initiated a plan in January to unilaterally reduce
tariffs on 70 percent of the items on its tariff
schedule. Those 8,000 items, comprising 20
different industrial sectors, accounted for about
half of all Mexican import value in 2007.
When the final phase of the plan is imple-
mented on January 1, 2013, the average indus-
trial tariff rate in Mexico will have fallen from
10.4 percent to 4.3 percent.**

Mexico is not alone in the push to continue to
liberalize trade. For reasons similar to Mexico’s,
the Canadian government announced plans to
scrap all remaining tariffs on imports of machin-
ery and equipment to help reduce costs at
Canadian factories.”” And since February, the
Brazilian government has been suspending or
eliminating tariffs on a variety of products in an
effort to reduce costs for Brazilian companies
relying on imported inputs. Other countries have
taken similar actions, but the bulk of media at-
tention has focused on policies reflecting human
tallibility and the instinct to overreact in crises.

Old Assumptions Die Hard

Despite the dramatic changes in commer-
cial reality, governments often maintain trade
and economic policies that are stubbornly
incongruous with these facts of globalization.
Policy still tends to reflect an old ideal of the
national economic interest. And that ideal—
that standard—is still too often conflated with
domestic producer interests.

Policymakers too often succumb to the
anachronistic, mercantilist view of trade as a
zero-sum contest between “our” producers and
“their” producers. The belief that we are “win-
ning at trade” when our producers sell more stuff
than their producers has never been correct but
is particularly ill-informed given the evolution
of global business and trade patterns.
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Though domestic producer interests have
never been an adequate representation of the
broader national economic interest, they are
even less representative today, with transnation-
al production and supply chains, foreign direct
investment, and the multitude of new economic
relationships that play such important roles in
international trade. However, trade policy tends
to be ignorant of these changes and, in most
countries, still maintains a bias toward domestic
producers. For evidence of that bias, one needs
to look no further than the fact that govern-
ments continue to engage in trade negotiations
on behalf of producers, where the strategy is to
concede as little access to their own markets as
possible while gaining the most access possible
to other markets.

As the interests of domestic producers are
often mistaken for the national interest, so is the
number of jobs in the manufacturing sector mis-
perceived as a barometer of the well-being of
producers. But employment is a weak and mis-
leading measure of the health of producers. It is
the value of output that matters to the producer.
It is the value of output that determines the size
of the economy. It is not how many workers a
producer employs that matters, but really how
tew, or put differently, how productive each is. If
10 workers are required to produce $1,000
worth of output, then each worker (all things
equal) accounts for an average $100 of output
and, assuming a simple example, an average
$100 of income. But if, through improved tech-
niques that increase labor productivity, five
workers can produce that same $1,000 worth of
output, not only do incomes rise to $200 for
those workers, but there are now five additional
workers who are free to add value in some other
endeavor. It is the freed-up capacity of those five
workers—when applied elsewhere in the econo-
my—that fuels economic growth.

Mandating jobs through fiat is not a difficult
task. But creating value is the real goal. What
matters is performance—the ability to provide
value at a profit. Government policies that
undermine performance, which include policies
that are concerned first with job creation, do not
help economies grow. The most efficient way to
build a dam involves the optimal mix of labor
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and capital, maybe a few dozen workers and a
couple dozen bulldozers. But if the objective is
to “create jobs,” then a few hundred workers
with a few hundred shovels might be preferable.
The point is that more jobs do not necessarily
mean more economic growth, as inefficient
approaches detract from the national welfare by
diverting resources from areas that could pro-
duce the most value to those where resources
cannot be deployed efficiently. And, inefficiency
undermines the ability of producers to compete
internationally.

Mercantilist negotiating strategies or trade
barriers may temporarily benefit some producers,
but they invariably hurt consumers, wholesalers,
retailers, importers, truck drivers, warehouse op-
erators, designers, engineers, accountants, mar-
keters, financiers, and globally integrated pro-
ducers who rely on imports and who have great
stakes in an open world economy. Policies that
benefit one group very often harm another. The
past few years are littered with such examples.

U.S. antidumping duties on hot-rolled steel
from China have contributed to the fall in U.S.
supply and a rise of U.S. prices, which (among
other effects) caused U.S. structural pipe pro-
ducers to be less competitive internationally
because hot-rolled steel is the primary material
input for U.S. pipe production. Meanwhile, the
U.S. restrictions caused the global supply of hot-
rolled steel to increase and its price to decline,
benefiting pipe producers operating in other
countries. Facing these competitive disadvan-
tages, U.S. pipe producers themselves subse-
quently petitioned for antidumping duties on
imports from their competitors. As David
Phelps, president of the American Institute for
International Steel, describes it:

WEe see the pipe case as another exam-
ple of trade protection against one prod-
uct negatively affecting another. In the
pipe case, the large number of hot rolled
sheet cases, including against China,
have severely limited US pipe produc-
ers’ access to competitive internationally
priced raw materials. In the last year the
price differential between Chinese and
US hot rolled sheet approached $300



per metric ton, putting US producers at
a serious competitive disadvantage.
AITIS does not believe that more protec-
tionism solves the problems caused by
protectionism. In fact, we believe that
protectionism for steel mill products has
and continues to threaten the health
and international competitiveness of
steel consumers, who themselves are
seeing increased competition from
China and other countries who have
access to internationally competitively
priced steel.*®

Under the U.S. sugar program, producers of
cane and beet sugar are guaranteed by the gov-
ernment a certain price for their commodity.
Central to the scheme is a series of tariff rate
quotas, which ensure that imports are insufficient
to exert any significant downward pressure on
prices. As a result of the program, sugar prices in
the United States have averaged around twice
the world market price for sugar over the last
decade. And this “benefit” for a few uncompeti-
tive producers in a few states has sent many com-
panies in the food processing and confectionary
industries to Mexico and Canada, where they
have access—like their international competi-
tors—to a crucial input at world market prices.

In 2005, millions of women’s brassieres, lin-
gerie, and other garments from China sat in
confinement in European ports for weeks, pit-
ting Europe’s retailers, shippers, and logistics
industries against the continent’s textile indus-
try. The so-called “bra wars” were the result of
the EU government’s impositions of restrictions
against imported apparel on behalf of Europe’s
less competitive producers—restrictions that
ensnared millions of euros worth of clothing
that had already been paid for. The bra wars left
retail shelves sparse or empty for weeks and cost
retailers a considerable amount of business and
consumers fewer choices and higher prices.

These problems are all products of trade
policies that consider the interests of domestic
producers to be tantamount to the national
interest. In a recent trade policy position paper,
the U.S. National Retail Federation explained
the dangers of conducting trade policy without
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considering the interests of all links in the sup-

ply chain:

Retailing is also an extremely trade
reliant industry that is directly impact-
ed by, and has a considerable stake in
the direction and operation of U.S.
trade policy. Like other U.S. industries,
including manufacturing and agricul-
ture, every retailer, from the largest
national chains to the smallest neigh-
borhood shop, depends on a global
supply chain to procure the products
that American consumers need and
want . . . when USTR and other trade
agencies have addressed textile and
apparel issues, they have focused main-
ly on accommodating the objectives of
U.S. textile manufacturers, while often
ignoring the equally important—if not
more significant in terms of job
impacts—interests of other U.S. indus-
try stakeholders, such as apparel manu-
facturers, retailer, and importers.37

There is an economic interdependence
between different interests in different coun-
tries that has only been growing over the past
tew decades. Invariably, restrictions intended to
benefit one domestic constituency cause ad-
verse effects elsewhere in the supply chain,
often hurting other domestic constituencies.

Barrier Erosion,
Not Imposition,
Begat Integration and Growth

The second half of the 20th century, and
most profoundly the last fifth, is succinctly char-
acterized as a period of barrier erosion. Reduc-
tion in trade and investment barriers beginning
right after World War 11, followed by expansion
of those more liberal trading rules to other coun-
tries, followed by China’s opening to the West,
the collapse of the Berlin wall (and, with it, any
remaining credibility to communism), and the
subsequent outward reorientation of India and
other developing countries amounted to an
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unprecedented enlargement of the world. And
that enlargement was made more apparent by
revolutionary changes in communications and
transportation. Larger markets meant more cus-
tomers and greater opportunities for economies
of scale. Having more potential customers over
whom to spread start-up and then operating
costs opened up greater possibilities. And con-
sideration of those potential customers as poten-
tial employees or collaborators unleashed mas-
sive changes in how and where production and
other value-added activities take place.

The elimination of barriers (physical, tech-
nological, political, administrative, and psycho-
logical) has expanded the pie and delivered
tremendous wealth and opportunity over the
past several decades, lifting hundreds of millions
of people out of abject poverty, while reinforcing
the preference for cooperation over conflict. It
has been a story about the virtues of barrier ero-
sion and integration. Yet, a popular, almost
reflexive response among policymakers to the
global recession is to embrace barriers and seg-
mentation. But policies that are good for the
economy under normal circumstances—policies
that paved the way for unprecedented econom-
ic growth—must not be eschewed during tough
economic times.

Unfortunately, a sort of tribal instinct has
played a large role in shaping policy responses to
the global recession. One of the more prevalent
forms of trade tribalism on display has been pro-
tectionism in government procurement markets.
Tempted by the ghost of Keynes, many govern-
ments embarked on wildly extravagant fiscal
expansions in efforts to “stimulate” their econ-
omies and “put people back to work.” But, in
some countries, supposedly to prevent “leakage”
of taxpayer funds outside of the domestic econ-
omy, legislators imposed buy-local, hire-local,
and lend-local rules on the disposition of the
funds.

Only a rudimentary understanding of supply
and demand is required to see that limiting gov-
ernment procurement to fewer bidders only
ensures that taxpayers get less bang for their
buck. If there is less competition for every pro-
curement dollar, projects will cost more and suf-

fer from delays and lower quality. Meanwhile,
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there will be fewer resources to devote more effi-
ciently elsewhere in the economy. If companies
that receive funding from the government are
precluded from hiring foreign workers—as
recipients of TARP money in the United States
are restricted from doing—then they are more
likely to spend too much on labor and less like-
ly to attain the services of the most qualified
candidates. If the government limits certain
financial institutions to making loans domesti-
cally, as is the case in the United Kingdom, then
they will be less capable of spreading risk pru-
dently and accessing potentially lucrative foreign
markets, threatening their very viability.

In a “chickens coming home to roost” exam-
ple of the absurdity of imposing buy-local rules
in a globalized economy, consider the following.
In the United States, foreign and domestic
value-added is so entangled in so many difterent
products that even the Buy American provisions
in the recently enacted American Recovery and
Reinvestment Act of 2009, struggle to define an
American product without conceding the inani-

ty of the objective.

The Buy American Act restricts the
purchase of supplies that are not
domestic end products. For manufac-
tured end products, the Buy American
Act uses a two-part test to define a
domestic end product.

(1) The article must be manufactured
in the United States; and

(2) The cost of domestic components
must exceed 50 percent of the cost of
all the components.”

The definition itself makes allowance for the
fact that a purebred American product is often a
mutt. Most of the carbon steel shipped from U.S.
rolling mill operations—as finished hot-rolled or
cold-rolled steel—is first produced in slab form
in places such as Brazil and Russia, and as such is
ironically disqualified from use in U.S. govern-
ment procurement projects for failure to meet
the statutory definition of American-made steel.
Duferco Farrell, a Pennsylvania company that
rolls imported steel slabs into hot-rolled coils for
consumption by downstream producers, lost its



most important customer, Wheatland Tube, a
steel pipe and tube supplier located just next door
to Dufercos plant, because Duferco’s supply
chain includes a foreign producer of steel slab.>

It is tough to muster much sympathy for
these particular victims, given the steel indus-
try’s longstanding role in the trade restrictions
racket. But in this case, as in all other cases of
protectionism, unwitting groups are being
forced to subsidize the existence of businesses
against their will.

The removal of barriers and the subsequent
integration of markets were catalysts for the
unprecedented global economic expansion of the
past several decades. According to what logic,
then, do new barriers and segmentation repre-
sent the road to recovery?

Optimal Government Policies

The global economy can no longer be char-
acterized as a competition between “us” and
“them.” Dramatic increases in cross-border
investment and the proliferation of transnation-
al production and supply chains have blurred
any meaningful distinctions between our pro-
ducers and their producers. Very often, they are
we and we are they, working collaboratively
toward the same objectives.

What does this say about the propriety of
current trade policies, which are predicated on
maximizing benefits for domestic producers? It
affirms that policy reform is in order.

"Trade policies predicated on the conflation of
producer interests and “the national interest”
produce frictions throughout supply chains—
from product conception to consumption.
Policies that do not try to channel incentives for
the benefit of specific groups or specific objec-
tives but instead provide the greatest opportuni-
ties for citizens to partake of the opportunities
afforded by our increasingly integrated global
economy are the ones that will maximize eco-
nomic growth and national welfare.

Producers operating in the United States,
whether they are domestic, foreign, or some
combination of the two, compete with other
producers for U.S. and foreign market share. So
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do their upstream suppliers and downstream
customers. In this competition, policy should
be neutral.

The CRS report cited earlier suggests that
the old mercantilist approach will no longer do:

A crucial issue for U.S. policymakers is
how to create conditions that make
the U.S. economy more attractive as a
location for both U.S. parented supply
chains and for segments of supply
chains of foreign companies.

Rather than predetermine winners and
losers, trade policy should aim exclusively to
attract human capital and financial investment
to the highest value-added activities possible. Of
course that implies a considerably diminished
role for trade policy, which should be focused
exclusively on ensuring openness and pre-
dictability with respect to import rules and cus-
toms procedures. The rest depends on transpar-
ent financial regulations, liberal immigration
policies, limited frictions in labor, financial, and
goods markets, and respect for and adherence to
the rule of law.

Although trade’s critics speak of a “race to
the bottom,” where governments compete for
investment by lowering the standards—a con-
cern unsupported by trade and investment
flows—it is really more appropriate to speak of
a race to the top. Governments are competing
for investment and talent, which both tend to
flow to jurisdictions where the rule of law is
clear and abided; where there is greater certain-
ty to the business and political climate; where
the specter of asset expropriation is negligible;
where physical and administrative infrastruc-
ture is in good shape; where the local work
force is productive; where there are limited
physical, political, and administrative frictions;
and so on. Thus, there is a race to the top, as
governments compete to secure for their peo-
ple the highest value-added rungs possible on
the global supply chain.

Opver the past couple of centuries, economists
have spoken of comparative advantage in the
context of industries. In David Ricardo’s telling,
Portugal had a comparative advantage in wine-
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making and England had a comparative advan-
tage in cloth-making. So each country would
focus its productive efforts where they were
most efficient, and exchange surpluses, to attain
the highest level of output and consumption.

Today comparative advantage can apply to
functions in the supply chain. China may have a
comparative advantage in electronic assembly
operations vis-a-vis the United States today, the
United States may have a comparative advantage
in product design vis-a-vis Japan, and Japan may
have a comparative advantage in component
production. Instead of trading wine for cloth, the
modern set-up implies a collaboration between
U.S. engineers, Japanese manufacturers, and
Chinese assemblers—that is, collaboration in the
production of Apple iPods and similar products.
But as a country’s skill sets change—partly as a
function of its policies—the people will become
relatively more efficient in some endeavors and
relatively less efficient in others.

That countries are not destined to remain in
their current supply chain rungs, but can
ascend or descend the value-chain, as the case
may be, should be motivation enough for gov-
ernments, both rich and poor, and at all stages
of development, to adopt the policies that are
most likely to provide the greatest and highest
valued-added opportunities for their people.

Conclusion

International trade today is no longer a com-
petition between our producers and their pro-
ducers. It is more appropriately characterized as
a competition between entities that increasingly
defy national identification. Dramatic increases
in cross-border investment and the proliferation
of transnational production and supply chains
have blurred any meaningful distinctions be-
tween our producers and their producers. Very
often, they are we and we are they, working col-
laboratively toward the same objectives.

Understanding this new reality and the
process that spawned it must become second
nature to policymakers and the public if we are
to vanquish, once and for all, the outdated,
zero-sum-game characterization upon which
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rests the argument for protection and insulari-
ty. Trade policies predicated on antiquated
assumptions—policies designed to serve pri-
marily the aims of certain domestic producers
whose interests are too often conflated with the
national interest—should yield to policies that
reduce frictions throughout supply chains—
from product conception to consumption.

Today, the factory floor crosses borders and
spans oceans, from the idea mills in Silicon
Valley to the components producers in Singapore
to the assembly operations in Shenzhen to the
distribution centers in St. Louis to the shoppers
in suburbia. Under this arrangement, trade barri-
ers are akin to malfunctioning equipment on the
assembly line. They raise costs and reduce effi-
ciency in a way that hurts everyone touched by
the production and supply chains, including,
most profoundly, people in the country imposing
barriers.

Despite these lessons, the global recession
has caused some governments to indulge in
retrograde policies and others to be tempted by
them. Policymakers have implemented or flirt-
ed with ideas that presume the world is still
characterized as “us” versus “them.” Their ideas
would reintroduce barriers and discount the
role that the integration of markets—that sup-
ply chains, foreign direct investment, and the
collaborations across political boundaries and
across skill sets—has played in drastically
reducing poverty in poorer countries, creating
growth, generating wealth, and boosting living
standards across the globe. History reveals that
our economic growth is a product of enlarging
the pie, but policymakers are still tempted to
carve it up.

Policies that do not try to channel incentives
for the benefit of specific groups but rather pro-
vide the greatest opportunities for citizens to par-
ticipate most effectively in our increasingly inte-
grated global economy are the ones that will
maximize economic growth and national wel-
fare. People in other countries should be thought
of more as customers, suppliers, and potential
collaborators instead of competitive threats.
Policies that attract investment and human cap-
ital—rather than seek to advance the interests of
import-competing industries exclusively—are



more likely to enable collaboration with comple-
mentary work forces through integrated supply
chains or foreign direct investment.

Global economic integration has enabled
enterprises to flourish on scales unimaginable
just a generation ago. Not only should the re-
imposition of barriers under current economic
conditions be eschewed, but a firm commitment
to bring trade and investment policy up to speed
with 21st century commercial reality would be a
wise investment in the future.
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