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Market Competition and the Failure 
of Competitiveness Enhancement 

Policies in the United States 

William Milberg 

U.S. efforts to enhance the international competitiveness of its 
industries have largely been a failure. U.S. export market shares 
in most manufacturing industries have fallen steadily over the 
past 20 years as have the average earnings of U.S. workers. Com- 
petitive-enhancement policies have failed because of a narrow 
view of market competition on the part of policymakers. This has 
been particularly evident in the area of international trade policy, 
where protection and subsidies are provided to the private sector 
with no guarantee of effort to strengthen competitiveness. In this 
paper I present a two-pronged strategy for using trade policy to 
enhance international competitiveness. First, commercial policy 
should include a quid pro quo in which continued protection is 
contingent on the implementation of an adjustment plan aimed at 
meeting competitiveness targets and workplace reorganization 
goals. Second, fundamental issues affecting the cost of production, 
such as workers' rights, environmental standards, and human 
rights, should be removed from the process of international com- 
petition through negotiation. 

The author is Research Scholar, Jerome Levy Economics Institute, and Assistant 
Professor, Department of Economics, New School for Social Research. The author 
wishes to thank William S. Brown for comments on a previous draft. This paper was 
presented at the annual meeting of the Association for Evolutionary Economics, 
Boston, Massachusetts, January 3-5, 1994. 
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Why Competitiveness Matters 

According to the prevailing paradigm for explaining the deter- 
mination of the commodity composition and direction of interna- 
tional trade-the principle of comparative advantage-every country 
that enters international trade will not only be certain to have a 
market for its output, but will also enjoy a zero balance on its 
trade account. In the world of comparative advantage, entry into 
international trade does not disrupt the full-employment situation 
assumed to hold in each country but simply leads to a more effi- 
cient allocation of resources and thus a rise in total world output. 

Two key assumptions of this model-full employment and zero 
international capital mobility-are completely at odds with current 
reality. As a result, the model's depiction of the positive and nor- 
mative implications of international trade is also in marked con- 
trast with the observed dynamics of global trade. Trade 
imbalances are not only common, but persistent. Not only has the 
United States run a significant current account deficit for ten con- 
secutive years, but Canada has run a deficit for seven straight 
years, the United Kingdom for six and France and Italy for five. 
On the other side of the ledger, Japan, Taiwan, and the Nether- 
lands have run surpluses for ten consecutive years, and Germany 
for nine [Gray 1993]. So much for the "strong equilibrating forces" 
assumed in mainstream theory. 

Unemployment rates in OECD countries have remained at 
levels that, 20 years ago, might have led to predictions of mass so- 
cial revolt. This is hardly a picture approximating full employ- 
ment. And the unemployment situation has, of course, been even 
worse in non-OECD countries. 

The data on international capital flows are well known, but it is 
worth considering the magnitude of change that has taken place in 
the postwar period. U.S. direct investment abroad rose from $2.9 
billion in 1960 to $27.1 billion in 1990. Foreign investment in the 
United States grew at an even more rapid pace, from $364 million 
in 1960 to $48 billion in 1990 [Department of Commerce 1993, 70- 
71]. The figures on portfolio investment growth are equally impres- 
sive. While there may not be a single widely accepted model of 
exchange rate determination, it would be hard to argue that capi- 
tal flows do not play an important role, independent of any trade 
balance equilibration mechanism. 

Since the theory of comparative advantage assumes away is- 
sues of excess capacity, international capital mobility, slow adjust- 
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ment, technological innovation, and persistent trade deficits, it is 
an inadequate representation of global production and exchange. 
Our doubts about the general validity of the notion of comparative 
advantage raise the obvious question: what does determine the 
direction and commodity composition of international trade? 

In the observed world of international trade, as opposed to its 
textbook representation, companies compete domestically and 
globally for market share. Competition is based on both price and 
non-price factors. Some of these factors are in the control of the 
firms themselves. Other factors are a function of macroeconomic 
policies and national and international macroeconomic develop- 
ments. Firms, moreover, are not tied to a single country, but 
operate simultaneously in a number of countries. In such a world, 
absolute advantage in product cost, quality, marketing, and ser- 
vice determines trade flows.1 Competitiveness is no longer 
guaranteed, as in the comparative advantage model, but now 
must be created both at the firm and the national levels.2 

The Failure of U.S. Competitiveness Policies 

Once trade competitiveness is removed from the realm of 
"natural endowment," then policies that enhance competitiveness 
become a possibility and, in some circumstances, a necessity. In 
the United States, competitiveness-enhancement policy (herein 
c-e policy) has been a combination of market failure and market 
development approaches.3 Antitrust policy has been used both to 
reduce market power and, more recently, to increase market 
power internationally (e.g., encouraging the formation of 
Sematech). Tax credits and accelerated depreciation have been 
widely used, the logic being that if international competitiveness 
depends on the cost of production, then a reduction in the tax rate 
is a direct cost reduction. Infant industry protection and new tech- 
nology development have generally been promoted through 
procurement by the Department of Defense and NASA. 

Trade policy sits somewhat uneasily in the category of c-e 
policy. The traditional focus of economists has been the reduction 
of foreign trade barriers. Trade protection is supported only to 
counter "unfair" practice by foreign producers (e.g., subsidization 
or dumping). Such action is generally not intended to boost ex- 
ports (except in the case of infant-industry protection strategy), 
but to reduce import penetrations. It may in fact reduce exports if 
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foreign countries retaliate. Much of U.S. commercial policy is in- 
formed by this view, including, of course, trade liberalization under 
the GATT and bilateral free trade agreements with Canada, 
Mexico, and Israel, and anti-dumping, countervailing duty, Section 
301 and "super 301" policies to counteract unfair trade and com- 
mercial practices by foreigners. 

But while trade theorists have denied the need for policies to 
enhance a nation's industrial competitiveness,4 policymakers have 
not been deterred. Their efforts include export promotion under 
PL480 (food aid), the use of subsidized loans for foreign imports 
from the United States (Export-Import Bank), and the provision of 
tariff or quota protection under the escape clause, Section 201 of 
U.S. trade law. It is escape clause relief that will be our focus 
below. 

In spite of the wide array of c-e policies used by the United 
States, both domestic and international, there has been a steady 
decline in United States' international competitiveness. That is, in 
spite of the corporate tax reductions, credits and subsidies, the 
wage dampening encouraged by anti-union policies, the trade 
liberalization, export subsidies, and managed international trad- 
ing arrangements, the United States competitive position has 
declined by most measures over the past 20 years. The trade 
deficit has reached historic highs, even after the unprecedentedly 
large dollar depreciation in the late 1980s. The deficit in manufac- 
tured goods trade exploded, and even in high-tech sectors, the U.S. 
share of world exports fell 8.9 percent between 1970 and 1989 
[Tyson 1992, Table 2.3]. Moreover, real spendable hourly earnings 
fell by almost 6 percent between 1979 and 1988 [Bowles et al. 
1990, Table 9.1]. According to Karier [1994, 1], "Several major im- 
provements in business conditions which, in theory, should have 
elevated the potential competitiveness of U.S. corporations have, 
in fact, failed to produce tangible results." 

Why have U.S. c-e policies been such a failure? Neoclassical 
economists would argue that these policies are ineffective to the 
extent that they meddle with otherwise well-functioning markets.5 
Such a view is correct-but precisely for the wrong reason. It 
focuses entirely on the allocative role of markets and ignores two 
other key functions of markets: the promotion of productivity 
growth and technological innovation and the generation of growth 
in income and demand.6 The problem is not that c-e policies have 
ignored market competition; it is that they have failed to mold the 

http://www.jstor.org/page/info/about/policies/terms.jsp


Market Competition and the Failure of Competitiveness 591 

market in a way that would encourage these other types of ef- 
ficiency. That is, they fail to consider the full environment in 
which competition takes place and the integral role of the state in 
shaping this environment. 

According to Best [1990], the current competitive environment 
is quite different from that of the era of "big business," charac- 
terized by mass production in which the enterprise was a hierar- 
chical and static form of organizing production. The enterprise in 
"the new competition" is "organized from top to bottom to pursue 
continuous improvements in methods, products and processes" 
[Best 1990, 2]. 

Porter [1990] focuses on the "industry cluster," in which the de- 
gree of cooperation among firms (without being collusive) is key to 
international competitiveness. There is a need for just the right 
amount of domestic demand and rivalry as well as competitive up 
and downstream product markets. Lazonick [1991; 1992] argues 
that investment in organization and technology is crucial to global 
competitiveness. He shows that this requires a commitment to the 
community over a lengthy period of time. 

This new competitive environment also requires a new role for 
the state, in which regulatory institutions can create the ap- 
propriate degree of competition and cooperation among firms in a 
given industry. Such "market-shaping activities" (as opposed to 
"market-reacting activities") are essential for industrial success 
mithin the context of the "new competition."7 

U.S. policies have tended to seek simply to reduce corporate 
operating costs as a means to enhance international competitive- 
ness. But cost reduction alone is insufficient, since it ignores the 
new competitive environment described above. While cost reduc- 
tion allows (ceteris paribus) increased price competitiveness or in- 
creased funds for reinvestment, it does not guarantee either of 
these outcomes. U.S. corporations are notorious for passing these 
gains on to shareholders instead of applying them to productivity 
enhancement, workplace reorganization, or product improvement 
or development.8 A good recent example is the auto industry's 
response to the dollar depreciation in the late 1980s. A sudden 
relative cost gain vis-A-vis Japanese rivals was wasted with large 
pay raises for top-level management and increased distributed 
profits, instead of with a push for greater market share. 

For Best [1990], the problem is that in the United States (and 
the United Kingdom), both enterprise and the state have been 
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slow to move from a "big business" mentality to a grasp of the "new 
competition." 

Appelbaum and Batt [1993] summarize a study of hundreds of 
cases of successful workplace transformations by U.S. firms and 
find two basic types: "lean production" and "team production," both 
of which are anathema to traditional mass production organiza- 
tion.9 They point out that U.S. regulations "neither require nor 
support change" toward a high-performance work system. 
Moreover, because of low-wage competition abroad, there are dis- 
incentives to undertaking the kind of investments and adjust- 
ments needed to be competitive. 

A further weakness of existing c-e policies is that they have not 
been able to keep corporations from moving abroad. To a great ex- 
tent, U.S. corporations have remained competitive by leaving the 
United States. Lipsey and Kravis [1987] have shown that the 
decline in U.S. export market share between the mid-1960s and 
the mid-1980s was offset almost entirely by exports of majority- 
owned foreign affiliates of U.S. corporations. That is, the U.S. 
corporations' share of world exports was relatively steady over the 
period. But U.S. competitiveness is measured in terms of the 
standard of living of Americans. The problem is, of course, that 
capital is mobile internationally, and, to a significant extent, labor 
is not. For this reason, Reich [1990; 1991] has proposed a c-e policy 
of skills development for American workers. Reich's proposal is 
reasonable but incomplete. Like many existing U.S. c-e policies, 
Reich's proposal ignores the fact that competitiveness is not solely 
a function of skills attainment, but also of work organization, the 
competitive (and cooperative) environment, and organizational 
commitment. Of all the recent studies cited above of the conditions 
that lead to successful market competition, all put cost reduction 
per se far down the list. 

A Two-Pronged Approach to International C-E Policy 

Performance standards would require firms that receive protec- 
tion or subsidy to meet certain established requirements in terms 
of output or exports in order to qualify for continued assistance. 
Such performance standards have been used effectively in the case 
of South Korea and Japan [Amsden 1989; 1991]. In the U.S. case, 
performance standards could simply be added to assistance 
provided under anti-dumping and countervailing duty cases, but 
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especially under Sections 201 and 301 of existing trade law. The 
eternal debates in Washington over the meaning of "adjustment" 
in the Section 201 regulation should be clarified so that assistance 
is offered only when concrete commitments are made to reinvest, 
retool, and remain committed to the given sector and the 
employees in it. This should include a revitalization plan to go 
along with the performance targets. U.S. industry must be en- 
couraged to adapt to the "new competition" and explicitly dis- 
couraged from investing in other sectors or in other countries. 
Future relief should be contingent on the industry meeting these 
requirements. 

But especially under such a regulatory environment, firms will 
be attracted by low-wage production facilities abroad. To reduce 
this incentive, the performance requirement regulations must be 
combined with an international reciprocity plan. Reciprocity 
would require any country with which the United States trades to 
abide by comparable labor and safety standards as those imposed 
on U.S. firms. This approach was adopted (albeit inadequately) in 
the labor organizing principle of the Caribbean Basin Initiative 
and, more recently, in the side agreements of the North American 
F'ree Trade Agreement. Such a policy would also serve to "level 
the playing field" in ways other than protectionism, e.g., by 
promoting environmental, health, and minimum wage standards 
in foreign countries. 10 This would have the dual effect of reducing 
downward pressure on U.S. wages and of generating demand in 
those countries for U.S. products. A more limited approach to the 
reciprocity proposal would come from imposition of standards on 
U.S. firms operating abroad. An example of this is the Sullivan 
principles for firms operating in South Africa. Such a policy has 
rarely been used in other contexts, however, and may be promis- 
ing as a first step in encouraging changes in the foreign environ- 
ment without imposing them directly. 

With this dual-pronged strategy, trade policy could begin the 
task of motivating domestic firms to raise their productivity and 
commitment to domestic labor and to encourage foreign firms to 
adopt minimum standards of labor and environmental conditions. 

Conclusion 

To date, U.S. trade policy has focused strictly on production 
costs and unfair foreign competition. In its current form, U.S. 
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commercial policy is a one-way street aimed at subsidizing or 
protecting U.S. corporations. And the trade policy debate in 
Washington continues to move in this direction. But competitive- 
ness-enhancement is not synonymous with lower production costs 
and higher profit rates. It requires a recognition of the dynamic 
aspects of market competition and of the role of workplace reor- 
ganization. A two-pronged approach to competitiveness-enhance- 
ment would combine a quid pro quo in the granting of trade 
protection with the establishment of global production and human 
rights standards. 

Notes 

1. Of course, when the relation of absolute advantages 
and disadvantages across countries happens to cor- 
respond to comparative advantages, the two will be in- 
distinguishable. See Dosi et al. [1990, chap. 7]. 

2. The intuitively appealing dynamic of absolute ad- 
vantage has considerable theoretical support. See Mil- 
berg [forthcoming]. 

3. Sawyer [1992] places all industrial policy into one of 
these two categories. 

4. Of course, the New International Economists have 
shown that subsidy and protection can, in the pre- 
sence of market power, increasing returns, and 
strategic behavior, raise national welfare. But when it 
comes to concrete policy advice, these economists 
usually revert to the dogma of free trade. See Milberg 
[1994] for an analysis of this slippage between the 
theoretical "cup" and the policy relevant "lip." 

5. For the classic statement, see Schultze [1983]. 
6. Kuttner [1993] describes these alternative market 

functions as Walrasian, Schumpeterian, and 
Keynesian. Efficiency in only one of the three aspects 
is generally not an adequate policy objective. 

7. Amsden [1989] draws a similar distinction between 
"market-augmenting" and "market-conforming" ac- 
tivities. 

8. For some recent evidence, see Hall and Hall [1993]. 
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9. Examples of corporations that have adopted the 
"team production systemt" are Xerox, Saturn, Corn- 
ing, Levi Strauss, NUMMI, and AT&T. 

10. See DeMartino and Cullenberg [1993] for a com- 
prehensive review of existing proposals and a creative 
alternative. 
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