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‘‘Ricardo is right, Ricardo is right …”

In his bestseller account of globalization, The World is Flat, Thomas
Friedman (2005) describes standing in Bangalore one morning in front of the
gates of the Infosys corporation – a major Indian provider of software and office
services to US corporations – as young employees stream in to work. Friedman
describes his thoughts at the scene:

They all looked as if they had scored 1,600 on their SATs, and I felt a real
mind-eye split overtaking me. My mind just kept telling me, “Ricardo is right,
Ricardo is right … But my eye kept looking at all these Indian zippies and
telling me something else: “Oh my God, there are so many of them, and they
all look so serious, so eager for work …. How in the world can it possibly
be good for my daughters and millions of other young Americans that these
Indians can do the same jobs as they can for a fraction of the wages? ….
I struggled over what to make of this scene. I don’t want to see any American
lose his or her job to foreign competition …. No book about the flat world
would be honest it it did not acknowledge such concerns, or acknowledge that
there is some debate among economists about whether Ricardo is still right.
Having listened to the arguments on both sides, though, I come down where
the great majority of economists come down – that Ricardo is still right …
(225–27)

Friedman’s faith in mainstream economic theory should be refreshing to many
academic economists. Free trade is traditionally the key point of contention
between academic and popular views on the economy, and is usually the first
issue cited in discussions of the great divide between economists and others.
If economics is, as some critics argue, apologism for liberal capitalism, then free
trade is its poster boy. If the anti-globalization movement had to pick one event
to protest, it would surely be the annual meeting of the World Trade Organization
(WTO).



Outsourcing economics 57

In this chapter, I review two sets of writing on the effects of US offshoring: one
a debate among academic economists, the other a set of books by popular North
American writers.1 I find that the divergence of views found in popular writing –
expected perhaps because of its lack of adherence to a single methodology –
is paralleled in the debate within the mainstream of the economics profession.
Moreover, there is a clear awareness of academic writing among the popular
writers (note that the quote above is from Thomas, not Milton, Friedman!), and
an equally strong awareness of popular writing among the academics. In fact,
the academic writings on the issue of offshoring are very often motivated by a
stated goal of quelling popular “fear” or dispelling “myth.”2 When even prominent
academics embrace popular norms that deviate from mainstream academic views
on offshoring, the economists have been soundly reprimanded by their fellow
academics for betraying the profession.

Economics in the past ten years has become less driven by abstract theory and
increasingly about sophisticated empirical testing. I find, however, that the criteria
used by experts for resolving debates using empirical evidence (that is debates
that are not resolved on theoretical grounds alone) are vague. At the extreme,
and in the case of the offshoring research, a single empirical finding can lead to
a wide variety of interpretations. I call this absence of conventions and the multiple
interpretations it induces the “Kletzer effect,” named after the economist whose
work is the subject of such varied interpretation.

Given this unusually atheoretical state of economics today, and the lack of
accepted conventions for resolving different interpretations of data, it is no wonder,
then, that on the issue of offshore outsourcing, the public discourse is shaped as
much by popular writers as by the academic experts. Economics, it would appear,
has been outsourced to the non-economists.

Ruccio and Amariglio (2003, 276) argue that academic condescension towards
popular writings in economics reflects an underlying insecurity about the alterna-
tive views of economic life expressed in popular culture, that is, “the differences
in content between academic and everyday economics.” The field of international
economics in the 1990s was a supreme example of this. Economists sought
to ridicule popular calls for trade protection and industrial policy at the same
time that the traditional free trade theories were being overturned by a New
International Economics that found conditions under which state intervention in
international trade and technology development could raise national (and in some
cases global) welfare. Based on an analysis of the US offshoring debate, I would
carry Ruccio and Amariglio’s argument one step further: in the last ten years, in
an era when economic theory has had little internal theoretical impetus, it is the

1 In general I will use the term “offshoring” rather than the more popular phrase “outsourcing.” I define
offshoring as the use of foreign-made inputs in the production of a good or service by a US company.
This input may be produced by a separate company or the affiliate of US transnational corporations.
Outsourcing I define as purchasing an input from a source outside the company itself – whether that
source is domestic or foreign.

2 Examples are Amiti and Wei (2005), Harrison and McMillan (2005), and Blinder (2006).
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popular writings on economic issues that increasingly determine the very questions
that academics address in their research. There is thus today a deeper connection
between academic and popular discourse of economics than had traditionally been
the case.

The offshoring of services by US corporations

International outsourcing has for years been part of US business strategy in
manufacturing, aimed at lowering costs and raising flexibility. Autos, apparel,
computers, and toys are “produced” by American companies, with most com-
ponents in fact produced abroad. The oft-cited description of the production of
that American icon, the Barbie Doll, sold by the Mattel corporation, captures the
phenomenon:

The raw materials for the doll (plastic and hair) are obtained from Taiwan and
Japan. Assembly used to be done in those countries, as well as the Philippines,
but it has now migrated to lower-cost locations in Indonesia, Malaysia, and
China. The molds themselves come from the United States, as do additional
paints used in decorating the dolls. Other than labor, China supplies only the
cotton cloth used for dresses. Of the $2 export value for the dolls when they
leave Hong Kong for the United States, about 35 cents covers Chinese labor,
65 cents covers the cost of materials, and the remainder covers transportation
and overhead, including profits earned in Hong Kong. The dolls sell for about
$10 in the United States, of which Mattel earns at least $1, and the rest covers
transportation, marketing, wholesaling and retailing in the US. The majority
of value-added is therefore from US activity. The dolls sell worldwide at
the rate of two dolls every second, and this product alone accounted for
$1.4 billion in sales for Mattel in 1995. (Feenstra 1998, 7)

The degree of offshoring varies across US manufacturing sectors. In US manu-
facturing, the share of inputs that are imported has risen to over 30 percent in
many industries.3 Those industries relying most heavily on imported inputs were
apparel (38 percent), textiles (29 percent), motor vehicles, metal and electronics
(all around 22 percent). In the services sector, imported input use is generally lower,
led by publishing and software (13 percent), management services (10 percent)
and computer system design (7.5 percent), but are rising at a faster rate than in
manufactures (Sturgeon 2006).

The offshoring of services is a more recent phenomenon, driven in part by the
explosion in information and computer technology, and in part by the entry of
large new pools of labor – skilled and unskilled – into the world’s workforce,
especially from India, China and Eastern Europe. The media began reporting on

3 See Milberg et al. (2007) for a more detailed discussion of US imported input use by sector and
a review of the empirical literature on trade in inputs.
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the phenomenon in 2001. Public concern exploded when the Forrester consulting
firm issued a prediction that 3.3 million US jobs would be lost to services offshoring
over a 15-year period. Since the release of the Forrester study in 2003, the number of
newspaper articles on services outsourcing has skyrocketed, and was particularly
high during the US presidential campaign of 2004. Amiti and Wei (2005, 309)
report 2,634 articles on services offshoring in US newspapers in the first five
months of 2004, about five times the amount of coverage found in a similar
period in 2001.

From the popular perspective, the offshoring of services has added a new
source of public concern about living standards because, for the first time in US
history, it is white-collar jobs that are threatened by foreign competition. The
jobs that are being moved overseas are not just the low-skill jobs based in failing
manufacturing industries. These are service jobs, ranging from low-skill call-center
jobs to high-skill work in software development, semiconductor manufacturing,
financial market analysis and radiology exam reporting. Since white-collar work
was seen as the main area of future job growth (see, for example, Reich 1991), the
upsurge in services offshoring adds an additional dimension to the debate, which
is the question of which sectors in the US are most likely to provide employment
in the future.

The level of services imports is still not very high compared to imports of
manufacturers or in relation to services exports, but services imports are growing
rapidly. The US continues to run a trade surplus in most areas of services,
an indication of continued international competitive strength. However, there
is clearly a strong upward trend in US imports of many business services and
a growing share of these imports take place within transnational corporations
(so-called affiliate or intra-firm trade). Alan Blinder (discussed later in the chapter)
conjectures that the offshoring of services is potentially so widespread in the
future – up to 40 million current US jobs could be offshored – that it will drive
a new industrial revolution and require a major rethinking of the types of jobs
Americans will have and thus the skills they will need.

The academic debate

The stories of services outsourcing have caught the public’s imagination and fear.4

Much academic writing in this area, as I noted above, has sought to quell these
fears. But not all these efforts have been successful. Most famous in this regard
was the case of George W. Bush’s chief economic advisor, the Harvard professor
Gregory Mankiw. At a press conference, Mankiw was asked about the economic

4 In the United States we have all had the experience of calling our cable TV or credit card company
and speaking with someone in India, the Phillipines, or Poland. My own outsourcing surprise had
some added irony because it came as I was editing a book. Having contracted with a well-placed
British publisher, I was surprised to get my galley proofs in the mail one day from an editing company
in Chennai, India. The topic of the book? Outsourcing, of course! See Milberg (2004).
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effects of corporate outsourcing of services. His famous response is excerpted
here:

I think outsourcing is a growing phenomenon for white-collar workers, but
it’s something that we should realize is probably a plus for the economy in the
long run. We’re very used to goods being produced abroad and being shipped
here on ships or planes. What we are not used to is services being produced
abroad and being sent here over the internet or telephone wires. But does it
matter from an economic standpoint whether values of items produced abroad
come on planes and ships or over fiber-optic cables? Well, no, the economics
is basically the same.5

Mankiw’s view outraged the public – leading to considerable effort at pre-election
damage control by the White House – but was widely supported by economists.
Once again, the economics profession found itself stunned by the public’s concern
over the effects of growing international trade.6

The policy of free trade is supported by more economists than any other single
policy in economics. In one survey, Frey et al. (1984) found that 95 percent of
American-based economists and 88 percent of economists across the U.S and
Europe support or support with qualification the view that “tariffs and import
quotas reduce general economic welfare.” In the mainstream economists’ view,
the “fragmentation of production” and the resulting offshoring of intermediate
goods and services production constitutes a furthering of the division of labor that
enhances the gains from trade beyond those achieved when trade is limited to final
goods and services. In the words of two academic economists, Sven Arndt and
Henryk Kierzkowski (2001, 2, 6)

spatial dispersion of production allows the factor intensity of each component,
rather than the average factor intensity of the end product, to determine the
location of its production. The international division of labor now matches
factor intensities of components with factor abundance of locations …
[E]xtending specialization to the level of components is generally welfare-
enhancing.

> Samuelson versus the “mainstream economists
supporting globalization”

But there is dissension in the academic ranks. No less than Paul Samuelson, MIT
professor emeritus, Nobel Prize economist and founder of the modern neoclassical
theory of free trade, came out publicly and forcefully with doubts about the benefits
of services outsourcing for US workers. An academic battle ensued, in the pages

5 Cited in Andrews (2004).
6 For a blow-by-blow account of how Mankiw saw the events, in which he thought his words were

taken out of context and subject to inaccurate press reports, see Mankiw and Swagel (2006).
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of The Journal of Economic Perspectives, a major publication of the American
Economic Association. Samuelson (2004) argued that the traditional case for the
mutual beneficence of free trade was of more limited relevance in a world of
services outsourcing than most economists typically acknowledge. Samuelson
made two basic points. First, while it is a standard result in trade theory that
trade liberalization will bring winners and losers, it has become a commonplace
among academics to assert that the potential for winners to compensate losers
is adequate proof of the gains from trade liberalization, even if no compensation
takes place in practice. Samuelson (2004, 144) writes:

Should noneconomists accept this as cogent rebuttal if there is not evidence
that compensating fiscal transfers have been made or will be made? Marie
Antoinette said, “Let them eat cake.” But history records no transfer of sugar
and flour to her peasant subjects. Even the sage Dr. Greenspan sometimes
sounds Antoinette-ish. The economists’ literature of the 1930s – Hicks, Lerner,
Kaldor, Scitovsky and others, to say nothing of earlier writings by J.S. Mill,
Edgeworth, Pareto and Viner – perpetrates something of a shell game in ethical
debates about the conflict between efficiency and greater inequality.

Samuelson’s second point was that productivity gains by one country which offset
the existing pattern of comparative advantage could reduce or eliminate gains
from trade and actually hurt the other country, by reducing its terms of trade, that
is the average price it gets for its exports relative to the price it must pay for its
imports. Samuelson takes this case to apply directly to that of outsourcing today,
in which a component of the production process previously performed in the US,
say software development, is subsequently outsourced to China or India.

> Bhagwati and “the muddles over outsourcing”

Jagdish Bhagwati, University professor at Columbia University, is a longtime
champion of the cause of free trade. He is today one of the most outspoken
advocates of the positive effects of services offshoring, having written op-ed essays
and a number of popular books expressing his views. In a prominent article in the
Journal of Economic Perspectives, Bhagwati et al. (2004) proposed to clear up
“The Muddles Over Outsourcing.” The authors lamented the clouded thinking over
outsourcing and insist that even Samuelson is misguided. Bhagwati et al. (2004)
did not reject Samuelson’s logic, but claim instead that Samuelson’s proposed
economic model is irrelevant to the contemporary issue of outsourcing which
is about the creation of newly traded services such as call centers and medical
imaging analysis rather than (Samuelson’s focus) international competition in an
already traded sector. When a previously non-traded good or service becomes a
tradable, Bhagwati et al. (2004) argue, the productivity gains in the foreign country
(which Samuelson identified as hurting the home country) lead to gains in the home
country because the home country did not previously trade the good or service that
underwent the productivity gain.



62 William Milberg

Bhagwati et al. (2004) presented three mathematical models of offshoring, each
of which showed that it generally benefits the home country (their focus is explicitly
on the United States). In the first model the benefits of offshoring are distributed
in the form of higher profits and lower wages, but since the benefits exceed the
losses, the workers could in principle be compensated so as not to be worse off
than prior to the outsourcing, still leaving the owners better off than before. In the
second model, which assumes two types of workers (high-skill and low-skill),
overall benefits from offshoring go unequally to high-skill workers while low-skill
workers lose. In the third model, all income groups gain, “at least after workers
make a transition to other industries.” (105)

For all their effort to show the benefits of services offshoring for the US
economy, Bhagwati et al. largely conclude that it as an empirical issue. For one
thing, their mathematical models all allow for the possibility that outsourcing
creates winners and losers in the home country. Overall benefits from oursourcing
require the compensation of the latter by the former – precisely the result that
Samuelson questioned. Gains may also depend on the ability of displaced workers
to find other jobs with the same pay. Bhagwati et al. cite some other empirical
studies that generally support their view, but their selective literature review
certainly does not resolve the outsourcing “muddles.” Below I show how studies of
re-employment after a trade-related job loss have been interpreted very differently
by different analysts.

> Blinder’s “big deal”

The consequences of this theoretical debate among elite academic economists has
been dramatized by a number of academic studies projecting potentially a very
significant expansion of services offshoring. Most prominent among these and
offering the most dramatic of all the predictions, has been Alan Blinder, Princeton
economist and formerly Vice Chairman of the Federal Reserve and Chairman of the
Council of Economic Advisers. Blinder (2007) has done a detailed analysis of the
US labor force, looking especially at services jobs and the extent to which they are
“personally delivered” or “impersonally delivered.” Personally delivered services,
such as child care and garbage collection, cannot be delivered electronically.
Impersonally delivered services are those that can be delivered electronically
without a significant loss of quality. These would include travel reservations and
computer support (Blinder 2007, 4). Blinder estimates that 30 to 40 million jobs
are likely in the future to involve impersonally delivered services and thus be
potentially subject to offshoring. This estimate is equivalent to 22–29 percent of
the current American workforce (Blinder 2007, 18).

Blinder’s breath-taking estimate flies in the face of the claim by Bhagwati et al.
that services offshoring will be easily absorbed by the US economy. Blinder’s view
is not just that the labor market displacement is large, but that because it cuts across
all skill levels of the US labor force, it requires a more creative policy response
than the usual plea by academic economists for more educational attainment and
more training. Without such policies, Blinder asserts, the job displacement and
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income losses in the US could be devastating, even if eventually new jobs are
created in the US to replace those lost. He writes that:

the job losses [from offshoring] experienced to date are probably just the tip
of a much larger iceberg whose contours will only be revealed in time ….
[T]he likely net job loss is zero. But the gross job losses will be huge, leading
to a great deal of churning, much displacement (and re-employment) of labor
and many difficult adjustments – occupational, geographical, and in other
respects (Blinder 2007, 10, 19).

Blinder sees the potential wave of offshoring as driving a new industrial
revolution.

The dissent by Samuelson and Blinder over the importance of offshoring
and its beneficence for US economic welfare was met with outrage from
colleagues who perceived them as traitors against economic faith. Responding
to the many criticisms he received following the publication of this article,
Samuelson (2005, 243) added that “none of my chastening pals expressed
concern about globalization’s effects on greater inequality in a modern age when
transfers from winners to losers do trend politically downward in present-day
democracies.” Blinder also complained about the criticisms he received from
fellow economists. Mankiw criticized two very prominent economists for not
defending him publicly after he was attacked for minimizing the effects of job
losses occuring from offshoring. Mankiw writes that: “Notable in his initial silence
was Paul Krugman …. Notable as well for his silence was then-Harvard President
Larry Summers … Summers declined when journalists asked him for an on-the-
record comment on the outsourcing controversy, even though as Harvard President
he had shown considerably less reluctance to engage in the public debate on other
issues …” (Mankiw and Swagel 2006, 12–13).

The everyday economics of services outsourcing

Given the academic attention to popular fears of outsourcing, one might think
there is a monolithic public opposition. This is not so, however, as a review of
two recent popular books on outsourcing quickly reveals. In its own way, the
popular discourse on outsourcing is a mirror image of the debate going on within
the economics profession. Let’s begin, as I did with the academic discourse, with
the skeptic before turning to the popular free trader.

> Exporting America

Lou Dobbs is the popular business news broadcaster on CNN, whose program
Lou Dobbs Tonight is watched by millions of Americans every weekday night.
In 2004 and 2005 he closed each show with a listing of corporations that have
begun outsourcing operations in foreign countries, presumably an effort to shame
those who have abandoned American workers. Dobbs is a nationalist, whose
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populism leads him also to resist the conflation of the national interest with
the profits and stock price of American corporations (and to strongly oppose
illegal immigration into the US). His definition of national economic interest
would include employment and wages – “the stakeholders not just the stock
holders” – as Dobbs puts it. Dobbs’s 2004 book, Exporting America: Why
Corporate Greed is Shipping American Jobs Overseas, presents a case for why
offshoring (a) is hurting American workers and thus against the American interest;
and (b) is driven by US corporate interests that now have significant control of the
political process.

Dobbs describes himself as a “lifelong Republican” and a “capitalist” (5). But he
is quite skeptical of US trade policy and its rhetoric: “Incredibly, the proponents of
outsourcing and free trade will tell you that it’s all a win-win proposition. It’s been
my experience that you should reach for your wallet when anyone says ‘win-win’.”
(64) For Dobbs, trade policy is being driven by corporate interests, since they have
captured the politicians, the consulting firms and even the academics. Regarding
trade agreements, Dobbs writes that: “Multinationals and their lobbyists have
pushed through trade agreements that have contributed not only to the exporting
of American jobs but also to the tremendous deficits we’ve run up for almost three
decades,” (54). Dismissing the lack of state-level laws banning the international
oursourcing of state government services, Dobbs claims that “lobbbying pressure
has kept other states from passing such laws. [Lobbyists] are not interested in what
voters want, only in what their corporate members want” (128).

Dobbs doesn’t doubt the logic of the principle of comparative advantage, just its
relevance and interpretation. Free trade as envisioned by Adam Smith and David
Ricardo is supposed to bring “balanced benefits to both” trading partners (65).
Since trade liberalization has coincided with a steady deterioration of the US
balance of trade, Dobbs argues, the current situation is not one of free trade, but
of unfair and detrimental trade. He also questions the typical dynamic argument
of many free traders, that US trade liberalization will bring adjustment costs but
ultimately will result in a shift in US specialization from lower-technology to
higher-technology goods involving better jobs. The reality, Dobbs argues, is a
growing trade deficit in high-tech manufacturing and the increasing oursourcing of
higher-skill service jobs including paralegal services, financial analysis, software
programmers and radiology analysts. As for the new jobs being attained by those
who lose jobs to outsourcing, they are “finding new jobs that pay only about
80 percent of their original wages” (104).

Dobbs, unlike Friedman reviewed below, does not defer to the rhetoric of
expertise of the academic economist or the management consultant. Regarding
Mankiw’s statement that services outsourcing could “probably be a plus for the
economy in the long run,” Dobbs retorts:

Probably? It could also be a probable negative. It certainly is if you’re one of
the hundreds of thousands who’ve lost jobs to outsourcing. When [Mankiw]
added a further qualifier to his support by saying “in the long run,” Mankiw
kept his credentials as an economist in good standing. How long is the
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long run? How many jobs do we have to lose to oursourcing to determine
whether it really is a “plus,” or a definite negative. (102, 103)

Regarding consultants – the same ones so often cited by the academics – Dobbs has
even less respect: “To achieve lower labor costs, the US multinationals are using
their corporate consultants, such as Accenture and McKinsey. And the consultants
are being paid handsomely to do so” (113).

Dobbs attacks those who see outsourcing as inevitable and essential to the main-
tenance of competitiveness of US companies. He calls this “the fatalism defense
of outsourcing.” He proposes instead a national strategy to stop outsourcing,
beginning with state government legislation to oppose foreign outsourcing of
state-provided services.

In sum, Dobbs’s rejection of free trade theory is based on his observation of its
negative impact on some workers and their wages and the ethical weight he assigns
on these losses. His skepticism of the free trade economists is thus understandable
in light of Cullenberg’s (2005, 6) hypothesis that in academic studies “a much
greater weight is put on the gains of the corporate sector than on the losses to
labor (especially low-skill labor).” Dobbs is pro-labor union, but more generally
pro-worker, in the sense that he is concerned with job security and wages. His
ethical scale weighs very heavily the job and wage losses that offshoring brings.
He seeks to ally himself with the “average” American and his opponents are the
“greedy” American corporations, the “corrupt” US political system dominated by
corporate lobbyists, and the “unfair” foreign competitors that promote low wages
and environmental standards and tax loopholes.

> The World is Flat

While Dobbs attacks Gregory Mankiw for his comments on the benefits of services
outsourcing, Thomas Friedman, in his 2005 book, The World is Flat: A Brief
History of the Twenty-First Century, mocks those who criticize Mankiw:

Mankiw’s statement triggered a competition for who could say the most
ridiculous thing in response. The winner was Speaker of the House Dennis
Hastert, who said that Mankiw’s “theory fails a basic test of real economics.”
And what test was that, Dennis? Poor Mankiw was barely heard from
again. (199)

Friedman, op-ed columnist for The New York Times and bestselling author, would
be categorized by Dobbs as an outsourcing “fatalist” who not only doesn’t question
the ethics of American corporations, but celebrates their innovative competitive
strategies, including outsourcing. Dobbs’s nationalism is as explicit as Friedman’s
internationalism. Dobbs refers to those who support outsourcing because it aids
economic development elsewhere as “elitist one-worlders.” Friedman, on the other
hand, values and applauds Indian and Chinese efforts to industrialize and is content
to warn Americans about the growing threat to their jobs and well-being.
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For Friedman, the term “flat world” describes an economy where geo-
graphic distance and national borders are much less important than previously
for firm-level decisions related to production and sales, and where compe-
tition occurs in a global marketplace. “Flatness” is the result, according to
Friedman, of a “triple convergence” (Friedman is constantly trying to coin
a phrase) whereby the communications and information technology revolu-
tions were massively adopted by businesses and at the same time the geo-
graphic scope of competitive capitalism expanded to include a few more billion
people in China, India and the former Soviet Empire. The convergence has
“made us all next-door neighbors.” Interestingly, Friedman sees the triple
convergence as the result of the dot.com bust at the end of the century.
As firms collapsed and technology-sector profits fell, firms were under par-
ticular pressure to find new ways to cut costs. Using the new technology,
moving production to low-wage, formerly communist or socialist countries,
accomplished that.

Friedman’s representation lacks Dobbs’s skepticism about the possibility of
attaining the ideal of free trade. And Friedman’s account has none of Dobbs’s
cynicism toward private corporations. Friedman has faith in the ideals of the
free trade model, perhaps even more than the free trade economists he cites. The
academic economists to whom he refers, Robert Lawrence, Paul David, and Paul
Romer, are great proponents of the dynamic potential of market capitalism. For
this group, there may be losses from liberalization and globalization in the short
run, but these will generate productivity gains and innovations over the long term
that will make us all better off.

Friedman and Dobbs clearly have very different views of the benefits from
services outsourcing. Both, however, describe the economy with the use of
anecdotes, including from their own lives. Exporting America includes an appendix
of letters from Dobbs’s television viewers who are suffering the effects of
oursourcing. The most common voices heard in Friedman’s narrative are those
of the executives of US multinational corporations.

Friedman is dazzled by UPS services in coordinating entire supply chains for
other corporations, and by Wal-Mart’s installation of radio frequency identification
chips (RFIDs) on every box in order to better track deliveries and inventories. When
discussing business, the tone is one of amazement – at the speed of change, at the
courage to move abroad, and at the ability to introduce new technologies. Google,
Amazon.com, Yahoo!, Starbucks, E*Trade, and TiVo are lauded for creating a new
type of product, “collaborative systems that enable customers to pull on their own,
and then responding with lightning quickness to what they pull” (Friedman 2005,
156). Dell is a marvel for subcontracting in over ten countries to build a single
laptop computer. Even when Friedman is discussing social activism and parenting,
he interviews corporate executives. His discussion of parenting relies heavily on
the experience of his two friends, described as: “having started several network
companies in Silicon Valley” and as “chief technology officer for Cisco.” So
even in this area, it is the view of corporate America that predominates. Friedman
mentions the Indian and Pakistani working-class children, but rarely mentions
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the equivalent American working-class child, except to warn their parents of the
coming foreign competition for their jobs.

The limits of comparative advantage

When it comes to international trade, the usual alignment of views is academics
in favor of free trade and nonacademics against. I have found in the case of the
international outsourcing of services that there is conflict within both the academic
and popular groups, and a surprising similarity in the argument and the ethics in
each debate. Friedman and Dobbs see the outsourcing phenomenon completely
differently, with Dobbs placing most emphasis on the employment and wage
losses and Friedman marveling at the innovation and corporate strategies that
drive innovation. Samuelson and Bhagwati et al. (2004) both articulate deductively
sound economic models, but they come up with opposite views of the likely welfare
effects of outsourcing on the United States. Samuelson emphasizes the need for
losers to be compensated in order for the classic free trade policy to in fact be
beneficial by traditional economic standards (i.e., Pareto optimality). Blinder is
also insistent on this, writing

The basic gains-from-trade “theorem” is that the gains to winners exceed the
losses to the losers, leaving the nation as a whole ahead. That’s nice to know,
and it is the main reason why almost all economists support free trade. But
trade liberalization is not, repeat not, a Pareto improvement unless the losers
are actually, not theoretically, compensated – which they never are.” (Blinder
2007, 24, emphasis in the original)

Both the academic and the popular writings reviewed here show a keen awareness
of the view of the other. Despite coming down on different sides of the services
offshoring debate, Samuleson and Bhagwati both show a surprising sensitivity to
popular opinion. Samuelson, acknowledging the radical departure from orthodoxy
his views reflected, gave interviews to newspaper reporters before his essay
appeared in the academic journal. Bhagwati has written numerous op-ed articles
and a book to bring his views on offshoring to the public. As I noted above,
much of the academic research on offshoring has had the explicit aim of quelling
the public fears over services outsourcing. While the academics do not often
cite the popular writing, they do refer to the business consulting literature, most
prominently the work of the McKinsey company, which has repeatedly tried to
show the positive effect of outsourcing on firm profits and value added for the
economy.7 There is ample referencing of these private consulting firm studies by
the academics, indicating some blurring of the line between academic and popular
representations. This cross-referencing also indicates the community of ideas

7 See, for example, Agarwal and Farrell (2003), Agarwal, Farrell and Remes (2003) and Farrell
et al. (2005).
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in which the academics feel comfortable, in particular those from the perspective
of management consulting.

If the academic and everyday discussions are both mired in debate, then surely
it is the scientific discourse of the experts that can provide a rigorous resolution.
But mainstream economic theory in the past 25 years has become less and less
capable of resolving such a debate, and the field of international trade has become
particularly prone to deviations from the traditional free-market-is-optimal result.
In the theory of the “New International Economics” which emerged in the 1980s,
trade policy intervention can, in certain instances, raise national welfare. For every
mathematical model showing the optimality of free trade, there was another model
showing how “strategic” intervention by the government could raise productivity,
output, profits and welfare.

My treatment of academic discourse has focused on the conflict of views among
very prominent mainstream economists. It is important to acknowledge that there is
also a long academic tradition questioning the very foundations of the mainstream
trade model. Discussing the view that free trade results in balanced trade, Robinson
(1973) wrote that: “trade theorists assume precisely that which they set out to
prove.” Shaikh (1980) argued that the comparative advantage model is rooted in
a faulty understanding of the financial system. Brewer (1985) showed that if we
relax Ricardo’s assumption of the international immobility of capital and retain
his assumption of fixed real wages, then absolute, not comparative, advantage
determines the direction of trade.8 And Thurow (2004) describes the labor market
assumptions of the comparative advantage model as “counterfactual,” arguing
that if we consider how the US labor market has in fact performed lately, it is
likely that income losses from trade exceed gains. Thurow (2004, 271) continues:
“Why these caveats [the lack of realism of the assumptions of the theory] are
never mentioned when economists jump into public debates about free trade is an
interesting sociological and political question.”

Skepticism about the relevance of the priniciple of comparative advantage has
even begun to creep into a number of mainstream accounts of international trade.
In his prestigious Ohlin Lectures, Ronald Jones of the University of Rochester
writes: “once international mobility in an input is allowed, absolute advantage
becomes a concept that takes its rightful place alongside comparative advantage
in explaining the direction of international commerce” (Jones 2000, 7). The basic
insight here goes back to the original statement of the priniciple of comparative
advantage in chapter 7 of David Ricardo’s 1817 Principles of Political Economy
and Taxation. If capital is mobile internationally, then production will shift to
where costs are lowest in an absolute sense. Jones’s modern restatement of this
issue is particularly relevant given the high degree of international capital mobility
in the economy today. Baumol and Gomory (2000) emphasize how increasing
returns to scale technology (that is, the tendency for unit costs to fall as the scale

8 This is precisely the point that Senators Schumer and Graham made in their op-ed article describing
the justification for one of their initiatives aimed at reducing the US bilateral trade deficit with China.
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of output rises) can lead to an outcome where a small group of countries capture
most of the gains from trade, putting into question the classical result that free
trade brings benefits to both trading partners.

The new empiricism and the Kletzer effect

Without a theoretical foundation to unambiguously support the politics of free
trade, arguments have increasingly turned to statistical analysis of data.9 This
increasing use of empirical testing (as opposed to the logical deduction of rational
choice economic theory) has meant that academic research has relied less on
mathematics and rational choice and more on sophisticated data analysis. But
empirical evidence rarely resolves a debate among academic economists. This is
partly because of the inherent nature of empirical analysis, limited as it is in terms of
sample and reliant on particular variable definitions. The problem is exacerbated in
the era of econometrics in which results are contingent also on model specification
and estimation technique. Mirowski and Sklivas (1991) calculated the variation
across estimates (“birge ratios”) for some of the supposed “constants” in economics
and found very large ranges, especially in comparison with the ranges typically
found in the natural sciences.

The outsourcing debate, however, raises empirical argumentation to a new
height: different sides in the debate give very different interpretations of the same
empirical study. That is, those who support services outsourcing and think its effect
on US labor markets is not important cite Kletzer’s (2001) study to support their
view and those who find the labor market effects of services outsourcing to be
unacceptably high cite the very same study. I call this phenomenon “the Kletzer
effect.”

Kletzer is an economist at the University of California at Santa Cruz and the
study, Job Loss from Imports: Measuring the Costs, was published through the
Institute for International Economics. Of the four texts analyzed above, only
Bhagwati refers to the Kletzer study in any detail. Bhagwati et al. (2004) introduce
the Kletzer study by calling it “one of the most influential studies of the costs of
trade displacement.” They then provide the following summary and interpretation:

Kletzer (2001), divides manufacturing industries into low, medium and high
import competing, based on the change in import share during 1979–1994 …
Across all three groups of industries, about two-thirds of those displaced are

9 Despite both orthodox and heterodox claims of the limitations of the principle of comparative
advantage, the economics profession has largely viewed the outsourcing issue as a continuation
of the ongoing struggle against the special-interest-driven trade protectionism that economists have
fought for decades if not centuries. According to one economist, “free traders are trapped in a public
policy version of [the movie] “Groundhog Day,” forced to refute the same fallacious arguments
over and over again, decade after decade.” Sanchez (2003), cited in Irwin (2005). This amusing
Hollywood reference is perhaps more revealing than the author intended, since the point of the
movie was that the day would repeat itself until the protagonist (played by Bill Murray) gets it right!



70 William Milberg

reemployed within two years, with about half of that group ending up with a job
that paid roughly as much or more than their previous job and the other half
experiencing a wage cut of 15 percent or more. Thus, the rate of reemployment
and wage changes for workers that Kletzer characterizes as trade displaced
are quite similar to those for other workers. In other words, a common
factor, most likely technological change, is behind the displacement in all
categories.

Agrawal and Farrell (2005) also cite the Kletzer report in support of their view
that the labor market effects of services outsourcing will be minimal.

On the other side, David Levy (2005) from University of Massachusetts at
Boston Business School, who is skeptical of the beneficial effects of US services
offshoring, writes:

The notion that trade enables industrialized countries to specialize in highly
skilled well-paying jobs is widespread. The data, however, are mixed at best. In
an extensive study of workers displaced by imports, Kletzer (2001) concluded
that (p. 2) “the earnings losses of job dislocation are large and persistent
over time.” She found that 63.4 percent of workers displaced from 1979–99
were reemployed with an average earnings loss of 13 percent. Workers
displaced from non-manufacturing sectors did a little better: 69 percent
found reemployment, with average earnings losses of only 4 percent, though
55 percent took lower paid jobs, and around 25 percent suffered pay cuts
of 30 percent or more. In other words, 86 percent were worse off after
displacement, 56 percent were greatly so. (Levy 2005, 687)

In Exporting America, Dobbs does not refer to other works, so it is not certain he
is relying on Kletzer when he asserts that workers who lose jobs to outsourcing are
“finding new jobs that pay only about 80 percent of their original wages” (104).
This figure would appear to be an average taken from Kletzer’s study, including
those not reemployed.

Somewhere in between these two views is that of Amiti and Wei (2005), who are
slightly more agnostic on the implications of the Kletzer study for the offshoring
debate. They write that: “The McKinsey report [which relies on Kletzer’s study]
indicated that more than 69 percent of workers who lost jobs due to imports
in the United States between 1979 and 1999 were re-employed …. Of course,
this means that 31 percent were not re-employed, highlighting that there may
be some rigidities in the labor market.” In this view it is labor market rigidities
rather than offshoring per se which are keeping labor markets from clearing more
quickly.

Conclusion

My analysis of academic and everyday writing on US offshoring shows a mirror
image in terms of politics and ethics. These parallel debates do not occur separately
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from each other. Both academic and popular discussion reflects a keen awareness of
the other, with academics claiming to seek to quell public fear. This stated objective
of research veils a deeper connection between the academic and popular discourses.
Prominent mainstream economists who stray from the political position generated
by the old trade model were chided by their fellow academics for betraying the
profession, despite the fact that this trade model had come under intense criticism
from inside and outside the mainstream since the early 1980s.

As economic theory became increasingly unable to provide an unambiguous
theoretical resolution to the debate, economists turned more to empirical testing.
This, however, proved no less decisive. In this particular case, Kletzer’s empirical
findings on the cost of job loss from offshoring were subject to multiple
interpretations.

Given the tentative nature of economic knowledge today, it would appear that
the discourse of everyday economics has increasingly shaped both public opinion
and the scope of academic discourse itself. That is, it is the popular writings
on economic issues that determine the very questions that academics address in
their research. From this perspective, it seems likely that academic economics
will increasingly mimic the discourse and methodology of the best-selling book
Freakonomics, since it brings a freewheeling combination of rational choice
thinking and clever empiricism to bear on a variety of topics (such as abortion,
crime and standardized testing) that are of immediate interest to our everyday
lives.
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