Excerpt from The Working Hypothesis — Draft Manustcr

Oren Cass, Senior Fellow, Manhattan Institute

For most of history, attempts to distinguish tbkes of consumer and producer would have
meant little. While individuals within a family ather close-knit social group have always
specialized in certain functions, as a unit thegeorelied almost exclusively on their collective
output to sustain themselves. Increases in consomgpere increases in production, and vice
versa. But the story of economic growth since asti¢he start of the industrial revolution has
been in large part a story of disaggregating tlaesigities. Increased specialization at every
scale has fueled the productivity gains and inrniowatesponsible for the stunning improvement
of living standards around the world.

Households began to specialize in particular astpad trade within their communities to
meet their needs. Trade between communities stitgether national economies that shared a
common language, currency, legal system, and pdilyisitastructure—Topeka supplied wheat;
Detroit, cars; Louisville, baseball bats. In tha ef globalization, entire nations produce
surpluses of certain goods and services that tAeyhen trade for the surpluses from others.

Meanwhile, financial products allow economic astavhether individuals or nations, to not
only consume different things than they producedt&n to do so at different times. When we
say that someone is saving, we mean that he issctomy current production into future
consumption; a borrower funds consumption now tghoa promise to produce later.
Government goes a step further, using its taxingsgpending powers to translate the production

by some into consumption by others.
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At some point in the 20th century, as the acesinf production and consumption drifted
farther apart and the broader culture embracedichailism and the fulfillment of desires,
Americans began identifying as consumers, consumjeécame the measure of prosperity, and
discussions of policy reoriented accordingly. As/&lulevin observes in The Fractured
Republic, this trend was compounded by other corsdriendly social and economic forces as
well:

As our economy grew less consolidated and moréuirad over
the second half of the twentieth century, workeghaing power
came to be replaced increasingly by consumer bargapower.
Americans came to understand themselves firstcagiduals and
consumers, and employers facing greater compefiion
customers grew more concerned with meeting consimer
demands than those of workeérs.

Writing in The Atlantic back in 1995, Clifford CbbTed Halstead, and Jonathan Rowe
pointed the finger directly at the rising emphasisGDP itself. While GDP and its close cousin
GNP are technically measures of total national petidn, much of the economic theory built
around them prizes consumption, which creates deérdmrproduction, as the central
determinant of growth:

[T]he biggest change was in who “the people” nowev8ecause
the Keynesian approach [to economic policy] sawsaamption as
the drive train of prosperity, Washington colleetiwlooked at the

public in those terms as well. They were no longenarily
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farmers, workers, businesspeople—that is, produ&ather, they
were consumers, whose spending was a solemn nadliatysfor
the purpose of warding off the return of the drebDepression.
Our young men had marched off to war; now Americaes
marching off to the malls that eventually covered fand. In this
atmosphere the GNP, the measure and means of palmyly
became an end of policy in itsélf.

The expansion of the welfare state surely playsmeatoo, particularly as the social safety
net sought to guarantee an individual’s right tastomption independent of what he produced.
Trillions of dollars poured into low-income housé&twto boost their consumption while doing
nothing about (if not actively retarding) their ltlgito become more productive. Today,
programs like the Supplemental Nutrition AssistaRoegram (SNAP, or “food stamps”) get
credit for “lifting people out of poverty” despitioing nothing to help recipients gain a foothold
in the economy and provide for themselves.

Matters have reached the point where consumptfinas success even where it is not
supposed to be the goal; some argue it has becommarican virtue per se‘Healthcare
reform” means neither improving the quality of thealthcare system nor improving people’s
health, only buying more health insurance. “Fradef must be working if prices decline.
Unsustainable student debt produces more callsiittwn subsidies than for college educations
worth their cost. Poverty gets fought by giving {awome households the things they might buy

if they were not poor.
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Superficially, consumption seems a sensible folcugopular culture, consumption is the
end goal and an obvious good. The toil of produtiy contrast, is only a necessary means to
that end—if one manages to consume more while ginduess, all the better. In The

Vanishing American Adult, Senator Ben Sasse wrifBlsere is almost nothing more important

we can do for our young than convince them thatlpection is more satisfying than

consumption.® In her review, The Atlantic’s Emma Green chardzés this as “stoicism” and
“self-denial.®

The mindset in which the consumption tail wagspgheduction dog has perverted our
understanding of prosperity. Only through produttimes the ability to consume exist.
Production without consumption creates optionssoamption without production, dependence
and debt. Further, most of the activities and a@n®ents that give life purpose and meaning
are—whether in the economic sphere or not—fundaatigracts of production. While the
material living standards achieved through consionpepresent one component of prosperity,
both lived experience and social science pointherodimensions that are far more important to
life satisfactior®

Lists vary, but they generally include accompligmts like strong personal relationships,
success at one’s work (whether paid or not), rgisiself-sufficient family that passes
opportunity to its children, and fulfillment of tt@ional obligations. What these things have in
common is their productive nature, not in the sefd®osting GDP but rather as ways that
people invest effort to improve the lives of othdtspular culture notwithstanding, ingrained

social norms still recognize such efforts—the pitke virtues—as the ones that allow society
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to function and people to prosper, and the cultiowe awards respect, dignity, and gratitude to
those who perform them.

Empirical support for the preeminence of prodiitizomes from “happiness” studiégor
instance, Harvard professor Ed Glaeser, citing ecusts Andrew Clark and Andrew Oswald,
notes “the huge drop in happiness associated wgimployment—about ten times larger than
that associated with a reduction in earnings froen®50,000-$75,000 range to the $35,000-
$50,000 bracket®The job, not the consumption enabled by the jpbears to be what matters
most. Clark and other colleagues likewise found Wiale people return to their previously self-
reported level of “subjective well-being” severalys after marrying, divorcing, becoming
widowed, or welcoming a first child into the worltiey never get used to joblessness.

Such studies of life satisfaction typically foaus paid employment, but in Coming Apart,
Charles Murray offers a clever look at whether patatk or a productive vocation is the true
source. The U.S. General Social Survey (GSS), lesnasks the question “On the whole, how
satisfied are you with the work you do?” of allpeadents, not just employed workers. It is
homemakers, not wage earners, for whom high jabfaation translates most directly into a
high level of happines$.

The productive virtues, properly and broadly defincan seem intangible and
unquantifiable. Two things must be said about thisst, it is not true. Measurement would be
challenging, yes, but not any more challenging thstimating every American’s employment
status every month through surveys of more tha@080peoplé’ Not more challenging than
calculating the total economic output of the nagaich quarter with a precision that allows

detection of fractional-point increases, or estintathe economic value of reducing by one
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percent the risk of asthma attacks from air palutiThe measures would not be perfect, but
neither is counting an increase in prison conswacs GDP growth.

Second, choosing where to focus policy based sa eameasurement is absurd. In 1975,
Friedrich Hayek lamented, “To an economist todayyéver, only that is true which can be
proved statistically, and everything that cannotlemonstrated by statistics can be neglected.”
GDP might appear a more straightforward and ohjectieasure, but it is every bit as
incomplete and reliant on value judgments; it measisigns 100 percent of its value to
economic transactions and 0 percent to everythsegy Attachment to the quantifiable provides a
wonderful illustration of the distinction betweerepision and accuracy: a dart-thrower who hits
the exact same spot three times is precise, ldtifspot happens to be halfway across the room
from the bulls-eye then he is also inaccurate. Booo measures may be precise, but we should
care more that our policy choices fly at leasthi@ general direction of the dartboard. As Stiglitz
observed in Davos, “What we measure informs whatlaveAnd if we’re measuring the wrong
thing, we're going to do the wrong thing’”

A helpful feature of defining prosperity more badbais the reminder it provides that no two
people want the same thing. Measures like GDP eteatconvenient illusion of a homogenous
population benefiting or suffering in lockstep. Rida is not so simple. People have different
priorities, excel in different ways, and find meaagin different places. Declaring prosperity
available to everyone so long as they become weiddfouston is not sufficient. Prosperity
also requires pluralism.

A prosperity that extends across society will offamerous paths to its achievement.

Prosperity should be accessible in any part otthetry to people from diverse backgrounds
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choosing from a wide array of vocations. Cities rhaymore economically productive, but not
everyone wants to live in a city. A traditional legle degree may correlate with higher earnings,
but most people will not attain one. Having twoeyds work while the children attend daycare
may be more efficient, but a community consistingrely of such households is one that many
families would rather avoid.

This should not be confused with “having it aEveryone will always face tradeoffs,
whether between location and profession, or lilesiymd income, or family and career. The
promise of pluralism lies in maximizing the setxhbices that lead toward the productive
virtues, so that they are accessible to as manglpes possible. A math whiz may not earn in
his hometown what he could in Silicon Valley, baetshould be able to find vocational success,
raise a self-sufficient family, and so forth. Likis&, someone whose academic talents will not
take him beyond high school should be able to nitakeNew York City if he so chooses,
though he will have to find new community affiliatis in the process. Pluralism may not
maximize short-term GDP as well as an approachctimatnels everyone to wherever their
economic output is greatest, but it will improvegperity if the permutations it leaves available
more closely match people’s abilities and the rawidée choices they wish to make.

Pluralism also should not be confused with uncoonil wish fulfillment. Part-Time
Astronaut cannot be dreamed into viability. Butistcshould recognize the value in preserving
combinations of life choices that have proved thelies compatible with the productive virtues
and we should expect that people pursuing happunedsr conditions of rising prosperity will
open new paths over time. Conversely, we shoukkbptical of efforts to socially engineer new

choices with no historical precedent. Single pdread, to choose an obvious example, generally
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imposes tight constraints around other choices—oag need to live close to a supportive
extended family, possess the skills to find woi ils both highly compensated and flexible, etc.
Cultural and legislative efforts have failed toem new ways for a single adult to build a
healthy and self-sufficient family.

Free-market economic theory celebrates the triuaiptew and more efficient economic
configurations over the traditional or obsolete.itSwturally chafes at the idea that preserving or
creating choices should be an object of publicqyolihe answer to this must be yes, but. Yes,
those dynamics drive GDP higher, reward innovatamg,improve material living standards over
time. But we must acknowledge the costs to genpiiasperity as well. And we should not
expect the benefits to always be larger.

In other contexts, we have no trouble acknowleglgust that. The premise of environmental
regulation, for instance, is that pollution’s inggisle costs to public health sometimes exceed the
value of economic activity. A more direct analogyoning: even the most valid and widely
supported zoning provisions are efforts to preefobs of economic development that would
interfere with people’s enjoyment of their commigst Many wealthy towns, filled with high-
income capitalists, still do everything in theinvger to stop big-box retailers from moving in. If
market interventions to preserve those valueseatxipense of GDP can be prosperity-
enhancing, why not ones that keep struggling conitiegralive or career paths open?

*

Objections to “globalization” tend in practicelie quite narrow. Few people, for instance,

take umbrage at globalization’s original conceptigicDonald’s and Coca-Cola selling their

products worldwide or, for that matter, Pret a Mangpening on every other street corner in
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New York City!* Nor do they mind global entertainment culture’snogenization or the cross-
pollination of tastes in food and fashion. Theyndrsick of the human tourists, feeling overrun
by invasive species, or fearful of some exotic pgén triggering a pandemic. Even trade,
broadly speaking, is not the issue. Exports are Buperlative even. So are imports of novel
goods and services unavailable in the domestic ehark

Rather, by “globalization” the pundits, the palitins, and the pissed-off populous mean two
very specific things: immigrant workers and impdrsabstitutes, especially when produced by
American firms that have moved operations overdeasther words, they are upset about the
warping of the labor market.

The connection between immigration and the labarket is straightforward. People who
move to the United States obviously join its labarket, increasing the supply of whatever
labor they can perform. But goods and servicesiegtéhe United States have a similar effect,
allowing work that otherwise must be done by somedaside the United States to instead be
performed by anyone in the world. When the setan$ @available to Americans goes from those
made domestically to those made anywhere, the gbphbor available to meet U.S. car
demand goes from prospective autoworkers livingpniwithe nation’s borders to all prospective
autoworkers worldwide.

Conversely, both immigration and trade have thtemq@l to boost demand for work.
Immigrants are consumers as well as workers. Time $eade agreements that allow foreign
workers to produce for the domestic market alloigast in theory) domestic workers to
produce for foreign markets. Trade and immigratian also promote economic dynamism and

innovation through greater competition and morarmss creation. Immigration affects the
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communities into which immigrations move, tax colien and welfare spending, and long-term
demographic trends. Trade delivers lower priceottsumers as well as a crucial geopolitical
dimension. And lest anyone forget, millions of igreers’ economic prospects hang in the
balance.

Thus, people’s views about trade and immigratiolicg depend upon the outcomes they
emphasize, the interests they prioritize, the trarees they consider, and the tradeoffs they
accept. This complexity strains the standard malitcoalitions. Republicans have traditionally
been more supportive of open trade while Demod¢rae emphasized open immigration, but
sharp splits have emerged within both parties dh Quoestions. Some adopt absolutist positions
to elide the complexity. They claim that uncondiabfree trade always benefits Americans
regardless of whether other nations reciprocatesist on “open borders” that welcome an
unlimited number of immigrants. But this cannottiuee.

*

Trade delivers its benefits in several ways. Tthadard mechanism, taught in Economics
101, is specialization. Where two parties have b#iias that make them better at different
types of production, they can both be more progtedqi@nd create more output for consumption)
if they specialize where they are relatively bettguipped. This is true of next-door neighbors
where the accountant does both households’ taxetharcarpenter does both households’
repairs, and it is true of the United States andibtewhere one’s climate is ideal for growing
wheat, the other’s for avocados.

A second benefit, which many economists now belisvmore important in the international

context, is scale. Think of the carpenter, who nbusta full set of tools just to maintain his own
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house but would much prefer, via trade, to depisytddents and equipment throughout the
neighborhood. Likewise, Microsoft can expect fazader revenue and invest more in product
development if its software will be bought not justhe United States but around the world.

The third oft-cited benefit is technological dgfan. When producers come in contact, they
can learn from each other and competition can fbotk to become more effective. If the
carpenter can work all around town instead ofijustis neighborhood, he will discover
techniques used by his peers and seek to imprevinine-per-job to match what they offer,
especially if they will be doing business in hisgidorhood as well. While the stiff competition
from international automakers dealt harsh blowBetroit, it introduced products and processes
that led to better domestic cars too.

Through all these channels, workers can become productive while consumers can
benefit from greater choice, lower prices, and miaped innovation. Thanks to these effects, the
elimination of trade barriers and increase in méional trade in the second half of the 20th
century produced gains throughout the world an@&afly in certain developing countries. In
the 1960s, less than one-quarter of global econontjout traveled across international borders.
By 2003 that share had reached half, as of 204t6did at nearly 60 percefit.

Trade is not without drawbacks. The parties trg@ilmost certainly gain—it is, after all,
their choice to make an exchange. If one measuespeprity in terms of consumption, this
might be the end of the story. People and firms whoe could only buy things on the domestic
market now can buy from the international markewvalf. What's not to love? But as Irving

Kristol responded when Irwin Stelzer told him tpadtectionism is bad because it may benefit
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producers but harms consumers, “where is it writiherh the welfare of consumers takes
precedence over that of producer§?”

If the goal is productive pluralism and the foeuitabor-market outcomes, the calculus
changes. In isolation, opening the U.S. marketgtbal supply of labor could be cause for
serious concern. Trade needs to be balanced foretheffect to be positive, with the world
buying as much from the United States as we buw fitte world so that workers face not only
greater competition but also greater opportunity.

That outcome is by no means guaranteed. If tndliof dollars of foreign goods are flowing
into the United States then Americans must senll amething in return. But other countries
might impose obstacles to American producers ggihirtheir markets and instead acquire
American assets like stocks, bonds, and real egtaténstance, what if China sends $50 billion
worth of electronics to the United States and wealsks0 billion worth of U.S. treasury bonds
back to China? In colloquial terms China has samigoods on credit. U.S. production is lower
and U.S. government debt is higher. Such an imbathexchange is far from the model of
prosperity-enhancing “free trade” taught in econmswalasses. It can reduce opportunities for
workers, lower the trajectory of their productivignd weaken the nation’s prosperity.

Just such an imbalance has emerged in recenteted&thal #s TK]For instance, in 2016 the
United States traded $3.6 trillion in goods: $ltdlbon of exports and $2.25 trillion of imports,
which resulted in an $800 billion deficit offsetlpim part by a $250 billion surplus on $1.25
trillion of services trade. Of that $3.6 trillion goods, about 20 percent was in agriculture or
natural resources where differing national endowshemuld make one country or another an

obvious importer or exporter. The largest singledpict in that category was crude oil, which
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accounted for $108 billion of U.S. imports agaiosty $9 billion of exports. But otherwise,
trade of this type was balanced: $308 billion oparts against $324 billion of exports; 55
product categories with net imports and 43 withengdorts.

By contrast, for the 80 percent of trade in maatufieed products, Americans bought nearly
two dollars of imports for every one dollar of ex{zosold overseas—$1.75 trillion in imports
against $1.08 trillion in exports overall; 113 puoticategories with net imports and 46 with net
exports. Of the 23 product categories with a swpludeficit of at least $10 billion, 22 ran
deficits. The only manufactured product of whichk thnited States exports significantly more
than it imports is airplanes.

The U.S. trade deficit in advanced technologyaitipularly stunning. Balanced trade might
include a large deficit in unsophisticated manufang that relies heavily on low-cost, unskilled
labor, offset at least in part by U.S. exports orensophisticated products. Yet the U.S. is a net
importer even of what the U.S. government designase‘advanced technology products,”
importing $429 billion against $346 billion of exp®in 2016’ In addition to airplanes, U.S.
exports do exceed imports in weapons and in flexibhnufacturing tools. But the nation is a net
importer of biotechnology, life sciences, computand electronics, advanced materials
(including semiconductors), and even nuclear teldgyo

This has not happened by accident. CountriesSiketh Korea, Taiwan, and Japan achieved
rapid growth in part through mercantilist polictbait aggressively subsidized and promoted their
strategically important industries on the globalget while preventing foreign (e.g., American)
producers from selling in their markets. Today,r@his the primary practitioner of this

mercantilism and its gargantuan scale is produgshqyecedented distortions. Its approach to the
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international economy differs in both degree amtikrom its predecessors and incorporates
brazen practices like widespread intellectual priyp@P) theft. With its “mercantilist campaign
to dominate advanced industries by flouting thesudf the international trading system,”
explained Rob Atkinson, president of the Informaftieechnology and Innovation Foundation,
“China has been kidney-punching its competitdfs.”

While China’s commitments through the World Tr&iganization limit the official tariffs it
can impose on imports, they do not prevent it frlating importers at other insurmountable
disadvantages when attempting to sell into the €d@mmarket. China designs regulations and
establishes technical standards that its domesitupers can more easily meet, provides direct
subsidies to give those producers a financial atdwegn and slows the approval of foreign
products. It establishes “local content” requiretsehat force foreign firms to set up shop
within the country and enter into joint ventureshaiocal companies, rather than manufacturing
at home and exporting the finished goods to ChAmal it ensures that government procurement
gives preferential treatment to local firms—no dmatter in a state-run economy where the
government is often the primary consumer.

Even when American companies do have the oppayttmenter the Chinese market, they
are rightly reluctant to do so for fear of fallimgrtim to the pervasive intellectual-property theft
that the Chinese government permits and in mamgsdagilitates. It is official Chinese policy to
promote “indigenous innovation” by forcing foreigrms to transfer their technology and trade
secrets to local Chinese companies as a conditidoing business in the country. The U.S.
Chamber of Commerce called the policy “a bluepiontechnology theft on a scale the world

has never seen before.” Meanwhile, the governmm@viges little to no enforcement of
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protection for foreign firms that find their pater&nd trademarks ignored by their Chinese
counterparts.

Nor does staying away from China provide a resgiténa’s market distortions and
intellectual-property abuses come home to rooiterl.S. market as well. A subsidy that
advantages Chinese firms in China gives a simdaaatage to those firms when they export
across the Pacific. And China is actively purswangunprecedented global campaign of
industrial cyber-espionage, targeting thousands.8f companies as diverse as Google, Coca-
Cola, and the New York Times. The issue has risg¢hé top of the U.S.—China economic
dialogue as centrally coordinated Chinese cybachks$thave seized hundreds of billions of
dollars’ worth of intellectual property while givgnChinese firms access to their competitors’
strategies. In testimony before Congress in 20Ene@l Keith Alexander, former head of the
National Security Agency and the U.S. Cyber Commaatled the theft “the greatest transfer of
wealth in history.*®

As Reuters reported early in 2017, the nation’stfd in China 2025” plan “aims to
dramatically increase domestically made productlisectors, from robotics to
biopharmaceuticals” through “subsidies, standdmdancial policy and government-backed
investment funds.” Now, according to Quartz, “8tps and foreign manufacturers are
embracing a new reality—someone in China is goonigpéke a knockoff of your unique
invention, almost immediately.” And rolling off tlessembly line by year’s end: China’s first
attempt to compete with Boeing, built convenienlisough “at least 16 joint ventures for

avionics, flight control, power, fuel and landingay.”
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In June, Tesla announced it would build its seaglrdtric-vehicle plant in Shanghai, not the
United States, supported by a 50% investment flmrChinese government that would include
free land. A research-and-development center ast@nd “gigafactory” for batteries may
follow. Tesla believes China could become its bgignarket; but apparently, a market for U.S.
exports it will not be.

* ok

Why has the United States tolerated this statdfairs? To the untrained observer, it might
seem self-evidently harmful to both send away #bet-intensive industrial employers that
sustain communities and forfeit leadership in tidustries that might play such a role in the
future, especially if the result is to become soovemore indebted in the process. Certainly,
that is what the Working Hypothesis would suggest.

Unfortunately, the standard position on traded Iyl many economists and adopted by
market-oriented policymakers, is that trade is gswvgood and more is always better. This
conclusion stems from the error of evaluating triaglés effects on immediate consumption. In
the short-run, a consumer would obviously prefefifigathe opportunity to purchase something
from abroad over not having that opportunity. Adealeficit created by the United States
importing more from other countries than it expavtsuld be unimportant or even beneficial.

“The idea with international trade is to imporétlargest volume of goods and services for

any level of exports,” writes Simon Constable, lomist for the Wall Street Journal and fellow

at the Johns Hopkins Institute for Applied Econa@ni€The more goodies you get rather than
give, the better off you are.” In this thinking,ather countries are willing to send us more than

they demand we send in return, it is they who laeepiatsies. If rather than purchase American-
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made goods, other countries choose to purchaseigandreasury bonds or companies or
houses, that is the free market at work—a demdiwtraf confidence in the American economy
and the desire of foreign investors to invest here.

Concern for the long-term likewise falls by theysigle, assuming away differences between
industries in employment profiles, growth trajeaesr opportunities for productivity
improvement, and spillovers to broader researckystems and supply chains. Michael Boskin,
chairman of George H. W. Bush’s Council of Econosidtvisors, is reported to have once said,

“computer chips, potato chips, what's the diffePicWriting in the New York Times, Obama

CEA chair Christina Romer observed, “American consts value health care and haircuts as
much as washing machines and hair dryers.”

This is myopic, as a production lens makes cleasggregate at the national level,
imbalanced trade is placing the economy on a ldvagzctory. In the short-run, it reduces
productive capacity. It also allocates both hunaoh ghysical capital away from industries that
hold most potential for the future. And it builalustrial ecosystems and supply chains outside
the United States that will make future effortsegain a competitive foothold more difficult.

“The products a country makes today,” explains Ehenomist, describing work done by

Harvard professor Ricardo Hausmann and MIT profe€gsar Hidalgo, “determines which
products they will be able and likely to make toroar, through the evolution of their
capabilities.?® What begins as distortion becomes genuine advarsgupply chains and
know-how embed in the countries that have seizecthtiThe United States, meanwhile, has

become a prominent exporter of garbage (not badpegc, actual garbage).
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Individuals and their communities feel the labaarket effects directly. Harvard economist

Greg Mankiw assured his New York Times readers that employment is possible with any

pattern of trade. The main issue is not the nurobgbs, but which jobs. Americans should
work in those industries in which we have an adagatcompared with other nations, and we
should import from abroad those goods that carrbéyzed more cheaply there.” But which
jobs do Americans lose and which do they gairaifi¢ris imbalanced and other nations are
dominating the most promising industries? Presuynalbher jobs have not been available to
them all along in which they could have been wagkimore productively. Nor, if trade is
imbalanced, are new opportunities opening in pripoto the ones that are lost. Instead, new
jobs are ones in which workers likely are far lpssductive and which likely provide less
opportunity for productivity growth over time.

Further, where unbalanced trade reduces the Aareaconomy'’s output of the “tradeable”
goods and services that can be produced in one platt sold to another, the suggestion that
workers shift into the services economy is esphcuaihelpful. Notwithstanding the sneers from
economists who regard attachment to manufactusngpatalgic pabulum, a very good reason
exists for the average citizen to place specialevain such activity. Every community, defined
by its local labor market, must produce a suffitigmantity of tradeables to exchange for what it
needs from the outside world. Yet that tradeabdtoses by definition the one exposed to
withering competition.

Economists are gradually acknowledging that tiadet always an unmitigated good. An
influential 2016 paper by MIT professor David Autord colleagues found that the economic

shock of China'’s entry into the global trading systcaused the net loss of more than two
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million American jobs between 1999 and 2011, roudgtdlf in manufacturing and half in other

industries:

Employment has certainly fallen in US industriesrenexposed to
import competition; however, overall employmenthe local
labor markets in which these industries were cotmated has as
well. Offsetting regional employment gains eitheekport-
oriented tradables or in nontradables has beelculiffo detect in

the data.

Affected low-wage workers saw the largest propodiadeclines in earnings and

were most likely to exit the labor force entirély.

Another 2016 paper, by former Harvard Universitggadent and Treasury Secretary Larry

Summers and colleagues observed that under camglibio‘secular stagnation,” characterized by

low interest rates, slow growth, sub-target inflatiand excessive unemployment:

neo-mercantilist policies—policies that attempinprove one
country’s net foreign asset position relative totaer or run
persistent current account surpluses—are beggamndighbor.
Neo-mercantilist policies alleviate the seculagsttion of the
country pursuing them by exporting savings, buhatexpense of

the trading partner.

They conclude, “economists and policymakers negpvi® substantial weight to the possibility

that secular stagnation [and thus the effects ofmercantilism] will be the defining economic

challenge for macroeconomic policy over the nexade.”
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Yet when confronted with this problem, rather tlesther defend or rethink their policies,
many free-traders shrug and say nothing can be. ddm resignation comes in three forms:
First, that even if past policies were misguidesldie has been cast, “the jobs aren’t coming
back,” and the unique “China shock” will never rapgThis argument is particularly befuddling
because the same consumer-focused analysts whissishthe strategic value of retaining
industrial strength now also dismiss the possibditrestoring industrial strength, on the ground
that it is too firmly embedded elsewhere.) Secoinal trade imbalances are merely a symptom
of underlying savings imbalances and trade pokgyawerless to intervene. Third, that any
disruption of the status quo or confrontation vatiuntries whose policies hurt Americans risks a
“trade war,” which would cause an even worse sibmatNone of these makes sense.

Better policy can still have an enormous impaethinological advances will transform ever
more goods and, especially, services into tradeaBlehind the one billion Chinese, another
[TK four] billion citizens of the world are eager produce their way out of poverty and would
happily follow a path steamrolled with impunity Byina. Effective policy would also go
beyond the prevention of future harm and help venrge recent losses. The garment factories of
early-20th-century New England will not roar baolife. But more of the products still
designed in the United States and produced by haSed firms—from aerospace components to
pharmaceuticals and medical devices to, yes, iFheweuld be made here as well. As described
by Vivek Wadhwa, distinguished fellow at Carnegielldn University’s College of Engineering
and Director of Research at Duke University's P&athool of Engineering:

Foreign companies do not trust China and nearlgfahe

intellectual property in Apple’s products originatieom outside it.
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This means that the value chains could be shifted tme. This
begs the question: what it would cost to move mactufing to the
United States? ... India [where Foxconn plans todbai$10
billion iPhone manufacturing facility] does havéahor cost
advantage over the U.S. but robots could elimittage Similar
manufacturing facilities could be set up in thetddiStates,
product by product. Of course, this will not beyeasd there are
many risks. But it certainly is possible for Apptebring
manufacturing back to the United States. If Ap@e do this, so
can most other companies; their value chains &tlass complex
than Apple’s.

The Harvard Business Review recently highlightaed firm’s decision to make stainless-

steel trash cans in the U.S. instead of Asia, withore automated production line that employs
seven to ten workers versus the equivalent eigityseas. The seven to ten new workers don’t
care that somewhere else the total might have éigity; nor do the other employees working
to support the domestic plant, nor their families;, their communities. “Its medium-term goal
— if its first U.S. facility is successful,” reparthe Review, “is to add as many as three more
U.S. manufacturing sites. In the longer term, thimgany might supply global demand from the
United States.”

None of those things will happen overnight. Thessnze advantages of entrenched supply
chains and built expertise, which policymakers igidl ignored and allowed the United States

to give away, now stand as obstacles to U.S. graBuhthe same forces that warped global
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supply chains away from the U.S. worker can stitaighhem again at a similar pace. In many
cases, the choice to move production overseasasraw one and relatively small policy
changes can have large effects in terms of prawgfiirther departures and encouraging returns.
If trade were operating as its proponents prontieelUnited States should even be a place to
which other countries offshore their own productiorsome instances. The domestic
petrochemical industry has experienced just th&lisg natural-gas prices began to shift
businesses cases: in lowa, an Egyptian fertilifmtpin Tennessee, a German polysilicon plant;
in Texas, a Taiwanese ethylene plant and an Auassteel plant that would send half its output
back to Austrig?

Americans should likewise be unsatisfied by claiha the trade deficit is an inevitable side
effect of the nation’s low savings rate. Yes, artopconsuming more than it produces will by
definition run a trade deficit. But that merely Bdbe question: why is it doing this? The

dynamic is not exogenous to the international esoasystem; something is influencing those

saving and investment decisions. Unless one prafblatantly racist analysis that “those
spendthrift Asians will always be savers, whilesb@owboy Americans will never be able to
hold on to a dollar,” policy choices must surelydiaying a role, and could surely play a
different one.

The issue is confused, once again, by the obsessib the American consumer, which
leads to descriptions of the trade deficit as exéewerican consumption. But view it instead as
a problem of insufficient production: why isn’t tAenerican economy producing more? In
exchange for the goods that foreigners send ttJthieed States, why are they taking back

American assets—stocks, bonds, and real estateeathstf American goods? The American
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consumer is only one variable in this equation. polcies of U.S. and foreign governments that
discourage foreigners from buying American prodacesresponsible too, and those policies can
be changed.

Are such fights worth picking? Even after concedimat trade is harming American
workers, that jobs could come back, and that tpadiey matters, skepticism remains that any
policy changes that might strengthen the Ameriaasitpn. Such assertiveness, the thinking
goes, would spark a “trade war” in which other doies respond with further protection for their
own producers, matters escalate, and the intermadticading system ceases to function.

But that trading system is not self-enforcingsla reciprocal construct in which only the
prospect of benefits denied compels each nati@péoate within the rules in a manner that can
make all nations better off. If large economiesesy the possibility of a trade war that they
would rather surrender preemptively—toleratingdbeses of others and forgoing opportunities
to advance their own interests—then more and mauatdes will flout the rules more and more
aggressively, imbalances will persist, and domdaigtration will grow. Appeasement is not
sustainable.

The alternative is for the United States, in panship with other developed nations facing
similar challenges, to make clear that it will moder tolerate the status quo. China today, and
other nations plotting their own strategies, wikkh need to decide whether to settle on a
peaceful equilibrium in which all sides play by tles or to continue down a path that
undermines an international economic system thatdeenefit everyone. Given only those two
options, following the rules would seem the obvlgusore attractive one for all involved. That

is the hope and the goal—not actually to retalmterather to create conditions in which abuses
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are no longer contemplated. But the crucial parhat if some nations in fact prefer an open
trade war to genuine free trade, then the collapseonomic relationships is inevitable.

Accusing those who would defend American econamarests of “starting a trade war”
represents a nonsensical form of economic pacifidma.trade war has already started, but only
one side is fighting. The question for the Unitedt&s is whether to respond or surrender,
bearing in mind that a response has a good chdrdafusing the conflict, whereas a surrender
will only embolden nations with no commitment tedrmarkets, undermine the health of the
trading system as a whole, and leave the comnfittedtraders to fight on far less favorable
ground at some point in the future.

*

None of which is to advocate protectionism oruggest that anyone voicing skepticism
about current conditions must be on the right tr&dk instance, President Donald Trump made
opposition to free trade a centerpiece of his cagmpaddis policy prescriptions, to the extent they
exist, emphasized the renegotiation of trade dwalsimposition of indiscriminate tariffs aimed
at bilateral trade deficits. But like a doctor winegsdiagnosis an illness, his explanation of the
problem was incorrect and his remedies ill-suitetheir task.

No particular bilateral deficit is necessarily plematic—in a well-functioning system of
global trade, countries might run deficits with sopartners and surpluses with others. Further,
within the undifferentiated aggregate of exportd anports, some elements of trade may be
constructive while others are destructive. AndHartstill, free-trade agreements (FTAS) reached
by the United States with other countries haveedrtd improve its terms of trade—since 2001,

for instance the Congressional Research Serviaeteetnat the U.S. trade deficit in goods has
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fallen by a third with its FTA partners while mafrean doubling with other countries. The
Trans-Pacific Partnership (TPP), now shatterededisguarely at promoting a more idealized
model of trade while assembling a coalition of frearket economies to combat the unfair trade
practices of nations like China.

A middle ground exists between the refusal to teusnce affirmative trade policy and the

desire to throw weight around indiscriminately. Kestance, the Wall Street Journal, known for

its aggressive opposition to protectionism and tédrade war, editorialized in 2017 that:
Mr. Trump brandished big sticks in the campaigrplymising to
declare China a currency manipulator and imposdipanariffs.
But this would hurt the U.S. as much as China. Officials now
concede that a better approach is to target areasvChina fails
to grant Americans the market access that Chingsg & the
U.S.
So if China declares internet industries off-lintaforeign
investors, Chinese companies will be blocked frauyitg similar
American firms. If Tesla is hit with high tariffsxats U.S.-made
cars, then Chinese cars will face higher dutigbenU.S. Exports
from firms that receive state assistance undethfasle in China
2025” industrial-policy plan could be blocked obfact to

countervailing dutie$®
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“Such a policy,” they concluded, “would address ithality that after benefitting from access to
Western markets, China in the past decade bedaaréss or close its door to foreign

companies.”

A policy that fully occupies this middle ground wd focus on four objectives: first,
building strong U.S. advantages in the tradealdtosesecond, deterring unfair foreign practices
that undermine free markets; third, addressingifired imbalances that contribute to trade
imbalances; and fourth, supporting the less-skille8. workers who disproportionately bear

trade’s costs.

Building U.S. Advantages

The idea of government offering advantages to segsof the private sector offends many
free-market policymakers. It appears an invitafmmgovernment to “pick winners and losers.”
But that construct is not quite right where inteior@al competition is concerned, because it
envisions policies that intervene on behalf of sdirmes or industries to the detriment of others.
Improving U.S. competitiveness does not do thatldvates the nation’s own firms and
industries at the expense of competitors overseas.

The condemnation of government intervention alespmes a marketplace that would be
free but-for a proposed policy, but the United &atoesn’t decide whether the international
marketplace will be “free” or “distorted”; other th@ns have their own say, and they have stated

loudly their preference for the latter. One caralfeee-trade absolutist or a free-market
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absolutist, but not both. The choice for U.S. pohekers is whether to push American
producers onto an equal footing or leave themaworitier.

As Rob Atkinson and Stephen Ezell detail in Inrt@mraEconomics: The Race for Global

Advantage, efforts at boosting the competitiveregsSmerican producers (and making the
United States an attractive place for foreign fitm$cate production) need not mimic the
government-led mercantilism on display elsewhehe United States can leverage its own
strengths by focusing government support on innomatnfrastructure, and education. If
policymakers acknowledged the enormous social vafluemestic production, they would
direct resources accordingly. As one concrete e¥arppblic funding for research in
manufacturing—advanced materials, robotics, loggstetc.—should be on par with that given to
the National Institutes of Healffi.

Many other policy areas acquire greater urgencyreaw priorities in this context. Reforms
to organized labor and vocational training, disedssarlier, would make critical contributions.
The same goes for regulatory reform, which shoel@xpedited especially for infrastructure
investments like pipeline construction and portraggs that might have the greatest global
effect. The American advantage in cheap and aburestengy that has developed over the past
decade, thanks in particular to new oil and gapksegunlocked by hydraulic fracturing, must

be embraced and extended.

Deterring Unfair Practices

The logic of international trade, built on recipity, leads toward tit-for-tat retaliation as a

means of conflict resolution. But that is rarelystiuctive, and can leave a country taking action
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hurting itself as much as its target. To deter mrdieactices that contribute to unbalanced trade,
the United States should develop asymmetric tdnastiurt trading partners without hurting
itself and can therefore be credibly threatened.

Where other nations deny American producers acogb®ir markets with non-tariff barriers
like discriminatory regulations and local conteejuirements, the U.S. should respond in areas
where its own advantages give it the greatest égeerfor instance, by limiting access to
American student visas, advanced medical technedogind capital markets. Denying any of
these to a foreign country would hit its own rulicigsses hardest while doing little damage to its
lower-income population or to American households.

The goal in developing such tools is not to usedarthem. The United States should not
want to exclude foreigners from its schools, depthem of lifesaving drugs, or quarantine them
from American investors. But developing these ta®Bvery bit as important as developing the
next generation of military technologies, and bgngpared to use them is every bit as important
to keeping the economic peace.

Theft of intellectual property (IP) poses a paittie threat to the United States because so
much of its potential advantage in the internationarket derives from its superiority in IP
development. The United States should designagigioindustries that use stolen IP as persona
non grata and prohibit importation of their produdturther, it should attempt to build a
coalition of developed economies that together ipitshtheir firms from transferring sensitive IP
to any country with a track record of IP theft orded IP transfers—essentially “IP Sanctions™—
just as they do with sensitive military technologyne way to prevent China from inducing

Tesla to set up shop in Shanghai is to flatly gratthe move; if Elon Musk would prefer to
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proceed as a Chinese firm part-owned by the Conshparty without access to the U.S. market
or investment, he is welcome to make that bet.

Short of banning IP transfers, and perhaps mdeetéfe in the absence of international
cooperation, the United States could bar the imjponh China of products that contain IP in its
first five years of protection under a U.S. patdiiite IP could only have gotten into the product
if an American firm transferred it or a Chinesenrfistole it. If neither action is in the American
interest, then neither is the subsequent impoiits approach would be less draconian than IP
Sanctions because American firms could still etiterChinese market and do business there; but
it would still insulate the American market fronveeberations back across the Pacific. This
parallels the U.S. policy of banning drug reimpbota from Canada. American firms can
develop drugs here and then sell them in Canaderenthat nation’s government aggressively
distorts drug prices. But once the drug passesigiiréhat distortion and gets sold at a below-
market price, it cannot be brought back into th§.Uecause doing so would bring the Canadian

policy back with it.

Addressing Financial Imbalances

The truism that a trade deficit reflects a lackafional savings—that is, national
consumption in excess of production—says nothiraptibausality and does not justify a claim
that the former is merely a byproduct of the latfére policies described above, by increasing
the relative attractiveness of consuming-by-immpgrtirom-the-U.S. as compared to saving-by-
acquiring-U.S.-assets can be described as likalgdace both trade and savings imbalances.

However, the truism is helpful in highlighting ahet lever for addressing undesirable
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imbalances in the international economy: not ordgé policy, but also financial policy, can
influence the trade balance. If the purchase of Agar assets becomes less attractive to
foreigners holding U.S. dollars, the purchase @&.Y{produced goods and services will become
relatively more attractive. Any number of policyts could discourage foreign acquisition of
assets, but the most straightforward would be girtgpblock it. As with technology transfers,
the United States already blocks various corpaatgiisitions deemed not in the national
interest. A foreign government boosting its ownremray’s production at the expense of
America’s by sending goods on credit should qualify

In this the United States would find an enthusigsartner in Germany, who saw the value of
Chinese acquisitions increase more than eighti&sitlyear. “It's not on that Germany sacrifices
its companies on the altar of free markets, wHilth@ same time our own companies have huge
problems investing in China,” complained Vice Challor Sigmar Gabriel. According to

Politico Europe, “trade experts warn that a respainding spree by Chinese companies—many

of them supported by the Chinese government—wilirhtlne competitiveness of European
business in the long-term,” but “China has a maphrantage: It has a plan. Germany doesn't.
Neither does the European Union.”

Beyond scrutinizing specific high-profile transaat, the United States could more broadly
reduce the attractiveness of assets to foreignetaxing acquisition of them. Many nations
[insert list TK] assess such taxes, which botheragvenue and have the effect of making their
produced goods relatively more attractive. Whe#lugh a tax would also impose economic drag
depends on whether one believes the free flow pitadaadds significant value to begin with. As

Jagdish Bhagwati observed in “The Capital Mythseminal 1998 essay in Foreign Affairs,
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“even a cursory glance at history suggests thagtigains [from free capital mobility] may be
negligible. ... It is time to shift the burden of pfdrom those who oppose to those who favor

liberated capital.”_The Economist agreed.

Supporting U.S. Workers

The wage subsidy described in Chapter 4 is paatigypotent as a remedy for the challenges
presented by trade. First, the wage subsidy ispipeopriate mechanism for redistributing the
gains of trade from its “winners” to its “losersdt’comes closest to doing this directly, by taking
tax revenue drawn from higher earners and inseittidigectly into the paychecks of lower
earners. As a result, it demands the least of gowent and introduces the fewest opportunities
for inefficiency and distortion. Perhaps most intpatly, it ties the redistribution to productive
employment rather than its absence.

Second, the wage subsidy offsets subsidies gvéoreign producers and moves the wage
demanded by domestic workers closer to parity wigt demanded by foreign workers living in
a sharply different social and economic contexe bhanefit is largest for industries whose work
is most labor intensive and relies on the lowest-tabor, in other words the industries under
greatest pressure and in need of greatest support.

Third, the wage subsidy helps to sustain commesiitiat lose their tradeable sector. A
community lacking the ability to export (even te tlest of the nation) must rely on government
transfer payments to fund the resources it reqfiioes the outside world—the community is
literally exporting need. The existing Americanetgfnet conditions those transfers on very low

incomes—often no work at all—and channels them tdwansumption of health care services.
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With a wage subsidy, work becomes a better methawl tnemployment for attracting
government support and that support flows to adraage of productive activities. In this

model, a services economy can even thrive discaeddmom a tradeable sector—not an ideal

arrangement, but one far better than today’s.



