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the transformation as the
inevitable and benign result of
economic maturity and global economic developments.
Others argue that manufacturing is the engine of eco-
nomic growth and that the decline in living standards in
the U.5. since the late 1960s can be atiributed to a decline
in manufactures resulting from inadequate investment in
plant, equipment, R&D and human skills. Who is right?
Fast Food and High Wages

Before venturing an answer to that question, it is
important first to define the terms, for even these are
cause for dispute. The debate over the economic need for
a strong manufacturing base is contentious, not least
because there is no agreement as to what constitutes a
“service economy.” Services include everything from
haircuts to brain surgery, from fast food sales to super-
computer operating system

LAST ONE OUT, TURN
OFF THE LIGHTS

ly produce is best determined by
the forces of free international
trade. This view dates back to the early 19th century writ-
ings of British economist David Ricardo and the principle
of comparative advantage,
The Greatest Edge

According to Ricardo, under conditions of free trade it
will be in a country’s interest to produce and export only
those goods for which it has the greatest relative produc-
tivity edge over rival countries. Other products are best
produced abroad and imported. Assume, for example,
the LIS, and Mexico each produce com and computers
and that the 11.5. has unit costs one-fourth of Mexico's in
computer production and one-half those of Mexico in the
corn sector. Since the U.S. is relatively more efficient in
the production of compuiers, each country will gain if the

design and repair. Some of these
- require advanced skills and
much equipment, and pay high
wages. Others use ondy low-skill,
minimum-wage labor. The
notion of the service economy is
further complicated by consider-
ing the relation between services
and manufacturing. Many ser-
vices, especially those paying
higher wages, simply would not
exist in the absence of manufac-
turing. Often the service industry
1 linked to a particutar manufac-
turing activity and the move-
ment of manufacturing to an
offshore location will result also
in the departure of those services that serve the manufac-
turing sector. An enormous number of service industries
— insurance, financial, legal, consulting, machinery
repair and maintenance, and information processing —
are in large part based on serving a manu facturing sector.
In their book Manufacturing Matters, Stephen Cohen
and John Zysman argue that a significant portion of ser-
vices output — and especially of high-skilled services —
is dependent on these “tight linkages.” The point is that
because services are often complements, not substitutes,
to manufacturing, a country cannot become competitive
in service unless it also has a vigorous manufacturing sec-
tor. Moreover, the notion that an economy could be pri-
marily reliant on services for its employment and growth
— the idea of the “post-industrial economy” -— is a myth.
In spite of the linkages argument, economists have for
centuries argued that there is no inherently desirable pro-
duction pattern, and that what a country should optimal-
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US. specializes in and exports computers while Mexico
specializes in and exports cormn. Ricardo showed that
such a production and trade pattern would benefit each
country and raise world output. Moreover, it will lead to
balanced trade in all countries.

In this view, the problem of “competitiveness” disap-
pears. No nation can be “uncompetitive” since even the
most backward nation, by definition, will have a compar-
ative advantage in something and will automatically
achieve an equality of imports and exports, that is, bal-
anced trade. Thus Paul Krugman, a professor of eco-
nomics at M.LT,, claims that: “International competition
does not put countries out of business, There are strong
equilibriating forces that normally ensure that any courn-
try remains able to sell a range of goods in world mar-
kets.” The acceptance of the doctrine of comparative
advantage and the optimality of free trade brings with it
an endorsement of the resulting patiern of resource allo-
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cation and production. Since comparative
advantage determines the optimal specializa-
tion pattern, no sector can be deemed better
than another for a nation’s well-being.
In a Perfect World

The problem with Ricardo’s theory is that it
assumes full employment and perfect competition.
Rationalization of one sector necessarily brings expan-
sion in another. But deindustrialization has brought a
rise in the level of structural unemployment, and a
lowering of real wages. The persistence of wage differ-
entials across industries indicates that it is possible and
desirable to focus production in high-wage sectors.
Service sector jobs — the myth of post-industrialism
notwithstanding — have been low-wage jobs com-
pared to those in manufacturing.

Services are often
complements, not
substitutes, to
manufacturing. A country
cannot become competitive
in service unless it also

has a vigorous
manufacturing sector.

A strong case could be made that the U.S, needs a
competitive manufacturing base to sustain its standard
of living. Services simply do not have sufficient export
potential to allow the U.S. to import the goods and ser-
vices crucial to its production and consumption needs.
In 1991, exports of services were only 27 percent of U.S.
exports, with merchandise exports accounting for the
other 73 percent. In 1990, only 19 percent of world trade
was in services. As the U.S. share of world manufac-
tures exports has fallen, U.S. import demand has not.
The result has been trade deficits of a magnitude and
persistence unprecedented in U.S. history.

But perhaps the strongest argument for maintaining
a healthy manufacturing base is the technological
dynamism of manufacturing compared to services pro-
duction. While the post-industrial economy may be a
myth, the high-technology economy certainly is not.
High technology, like almost all manufacturing produc-

tion, exhibits large economies of scale. That
is, enormous productivity gains can be cap-

: tured by producing at high levels of out-
put. Services simply do not offer the possibility of such
productivity gains. Health, education and cultural ser-
vices are all examples of sectors in which productivity
gains are difficult to attain beyond a certain point.
Economist William Baumo] calls this the “cost disease”
of services production, an extreme example being the
impossibility of raising the labor productivity in the
“production” of a Mozart string quartet!

The difficulty of maintaining competitiveness in
high-tech sectors is evidenced by the enormous effort
required to be able to keep up with the state of the art,
Rapid developments in transportation and communica-
tions and the globalization of production have short-
ened the diffusion lag for even highly-sophisticated
technologies. But the payoff is there. In addition to the
scale economies and resulting productivity gains, new
technologies have traditionally had enormous spinoffs
for product innovation in other sectors. To lose out on a
basic technological innovation in microelectronics,
telecommunications or biotechnology is to lose an
opportunity to develop an entire flock of downstream
products. Development of the first computer by the U.S.
Defense Department can be attributed with a siew of
downstream developments in semiconductors, personal
computers, laptops and supercomputers.

Avoiding the Tough Decisions

The challenges to American manufacturing are
many, including rapid technolegical change, intense
international competition, both from low-wage, newly-
industrialized countries and high-wage, innovative
advanced countries. The myth of the service economy
has allowed American business, labor and policy-mak-
ers to avoid these difficult and long-term challenges.
But economic transitions alse create opportunity. The
new economy that is rapidly evolving will not be one
where wealthy countries specialize in services, but
where manufacturing competitiveness requires high-
level skills and an environment conducive to rapid
product and process innovation. Reversing the down-
ward trend in the American standard of living will
require an enhanced ability to capture the scale
economies, positive spinoffs and productivity increases
that are likely to be a by-product of manufacturing com-
petitiveness in the 21st century. The question should
move from whether we need a manufacturing base to
how to retain a dynamic one.

Witliam Milberg is assistant professor of economics at the
New School for Social Research in New York.

(CE& /International Strategies

LR

17





