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The consequences of an economic defeat are much more difficult to nullify than those of a military defeat.


—Korekiyo Takahashi, Japanese finance minister, 1936










THE BETRAYAL OF AMERICAN PROSPERITY













INTRODUCTION 
Loads of Dung


Rome Lived upon its principal till ruin stared it in the face. Industry is the only true source of wealth, and there was no industry in Rome. By day the Ostia Road was crowded with carts and muleteers, carrying to the great city the silks and spices of the East, the marble of Asia Minor, the timber of the Atlas, the grain of Africa and Egypt—and the carts brought nothing out but loads of dung. That was their return cargo.


—WINWOOD READE, THE MARTYRDOMOFMAN


What, you may ask, does the state of Rome and Roman trade have to do with the condition of the United States today? Anyone who visits Long Beach, California, will quickly understand the answer. The port of Long Beach is where most of the hulking container ships that carry the goods of Asia to the American market are unloaded. To the inexperienced eye, it is a vast expanse of cranes, stacked containers, and parking lots waiting to accommodate the millions of imported cars that roll off specialized Asian auto ships destined for the American consumer.


Long Beach is the Ostia of our day, the gateway to the great American market. Even more striking than the size of the port and the armada of ships is the contrast between the cargo that’s off-loaded and that being loaded for the return trip to Osaka, Busan, Shanghai, Hong Kong, and Singapore. The imports are as numerous as the sands on the nearby beach, including everything from shoes and shirts to computers, autos, advanced telecommunications gear, and photo voltaic panels for generating solar energy. The exports, though, are few, consisting mostly of scrap metal and waste paper—this millennium’s dung, you might say.





In 2008, our scrap metal and waste exports to China alone totaled $7.6 billion, exceeding our exports of each of the next three strongest categories: semiconductors, aircraft and parts, and oilseeds and grains. And even with all of those and our other exports included, the U.S. trade deficit with China runs annually at about $250 billion while our overall trade deficit is about $600 billion, even after declining by $200 billion as a result of the Great Recession of 2008–2009. Particularly disturbing is the fact that the United States has a trade deficit of about $100 billion in high-technology goods, and a substantial part of that is with China as well. In fact, China’s biggest export to the United States in 2008 was computer equipment, at $46 billion.


It is easy to downplay the significance of this trade imbalance, as well as the startling difference in the nature of what we import and what we export, and focus instead on the fact that the United States will continue to be by far the largest economy in the world for decades and remains the world leader in many industries and technologies. But the trend lines are decidedly troubling. Each year the U.S. economy looks just a little bit more like that of ancient Rome, while at the same time the Chinese economy, and those of several other rapidly developing countries, look more like that of a younger, stronger America.


The question of course is, why? The short answer is that for some time now our “best and brightest” have been invoking false doctrines that are systematically undermining American prosperity. Leading among these is the economic orthodoxy of market fundamentalism, simplistic pure free trade, and hands-off government that, like the dogged adherence to the domino theory of the Vietnam era, has paralyzed common sense in dealing with competitive realities.


Reversing America’s traditional national economic-development policies, U.S. leaders after World War II increasingly embraced consumerism and a faith in the efficacy of unfettered markets and trade that evolved over time into a new gospel of laissez-faire globalization—that tying the U.S. market tightly to others was best for both the United States and the whole global economy. Globalization, the argument went, was really Americanization and would lead inexorably to prosperity for all, which in turn would lead to global democratization and peace among nations, with America remaining the world leader. If this sounded too good to be true, it was.





In fact, there are a lot of varieties of globalization with some being advantageous and others disadvantageous. What we have now is a system in which U.S. markets remain relatively open to imports and foreign investment while many major foreign markets, like those of China and Japan, remain relatively restricted and controlled. To paraphrase Abraham Lincoln, the world today is half free trade and half neomercantilist (protectionist), and it is not clear that a world so divided can long stand. The popular orthodox notion that free trade will always be a win-win solution has been destructively simplistic. Win-win doesn’t mean that there are no losers. It only means that the gains of some will outweigh the losses suffered by others, and it assumes (wrongly) that the winners will always compensate the losers. The usual interpretation of this is that the gains to be achieved by importing cheap goods for the great mass of consumers will outweigh the lost wages of the workers—a small group in comparison—who may lose their jobs as a result. The truth is more complicated.


Take the case of Walmart, whose imports from China are currently about $30 billion annually. Of course, Walmart has been expanding and hiring steadily in the United States over the past fifteen years. But the jobs it offers mostly pay close to minimum wage without, in many cases, health care or pension benefits. By contrast, many of the Walmart supplier jobs that left the United States for China paid above minimum wage and often provided both health care and pension benefits as well. So are “everyday low prices” really so good for consumers if the consumers happen also to be workers? Yes, I know that there are probably more consumers shopping at Walmart than Walmart supplier workers who lost their jobs. But keep in mind that the effect of those workers losing their jobs is to make other workers fear losing their jobs and to hold down or even reduce wages for all workers. The Dutch have a saying: Goedkoop is Duurkoop—cheap is expensive. Maybe everyday low prices can actually be quite expensive.


Or consider the popular “cash for clunkers” program that seemed to work so well in 2009. If you turned in a qualified gas guzzler, Uncle Sam gave you taxpayer dollars to go buy a new gas sipper. Of the ten most popular new sippers bought, five were Japanese and one was South Korean, and though the number 1 seller was the Ford Focus, by 2009 only 50 percent of the value of a Focus was produced in the United States. That means that probably over half the cash paid for clunkers created jobs abroad instead of jobs in America. Again, cheap can be expensive.


Or, let’s look at the apparently encouraging case of green energy and wind turbines. The Obama administration has trumpeted the urgency of creating green jobs and appropriated funds to promote wind farms. But in November 2009 when construction of a huge new wind farm in Texas was announced, it turned out that all the turbines—the actual windmills—were being imported from China. Texas would get some temporary construction jobs, but the long-term manufacturing jobs would be created in China, only adding even more to our trade deficit and international debt. More important, because with wind turbine production, as with so many industrial goods, the more you make the lower the cost of each, Chinese producers are likely only to widen their cost advantage over U.S. producers. That will stymie the growth of the U.S. factories and keep jobs from American workers. Again, cheap can be expensive and can undermine American prosperity.


Finally, you cannot talk about the flaws in free-trade and globalization orthodoxy without talking about “companies without countries.” In the 1950s, when General Motors chairman Charles “Engine Charlie” Wilson famously said that “what was good for the U.S. was good for General Motors and vice versa,” he was roundly criticized for seeming to identify a private company with the great United States. But his remark actually made good sense; in those days, American companies actually produced in America when American consumer demand increased, and that production increased the GDP and national income further, which in turn increased domestic demand for all the goods all the companies were producing. It was a virtuous circle in which what was good for the country was indeed good for GM and vice versa.


But over the past several decades, a host of U.S. corporations have gone multinational and can thrive regardless of the performance of the United States. The orthodoxy insists that while corporations compete economically, countries do not, and, indeed, should not, in order to avoid distorting the efficient operation of international markets. Thus trade must be entirely in the hands of global corporations. Moreover, unlike in the past when corporate leaders were also expected to fulfill obligations to the larger society, the loyalty of today’s CEOs is expected not to be to their countries or local communities but only to the corporation’s shareholders, and their sole mission is said to be to increase the value of the company’s shares. While they may feel obligations to community and country as individuals, they do not, by and large, as CEOs. As Intel’s former chairman Craig Barrett has said, “Intel can move wherever it must to thrive, but I sometimes wonder how my grandchildren will earn a living.”


Important also is the fact that as heads of companies with operations in many countries, they must respond to the policies and pressures of those societies as well as to those of the United States. Indeed, one perverse aspect of globalization is that while U.S. CEOs and corporations are influential players in U.S. politics, they have no political clout in authoritarian countries like China, Russia, or Saudi Arabia. To be sure, they have some bargaining power because these countries want the technology and investment the CEOs have to offer. But in societies where discretionary administrative power is great and the rule of law weak, CEOs must maintain good relations with the powers that be. In a word, they must be deferential, and they can sometimes be more responsive to the wishes of the authoritarian countries than to those of the democratic countries.


In a 2009 White House meeting, a group of top American CEOs who have offshored much of their production told President Obama that to prevent retaliation against U.S. exports he must avoid inclusion of any “buy American” provisions in his economic stimulus package even though the measures being considered were all perfectly legal and permissible under the rules of the World Trade Organization (WTO). Moreover, at that very moment, China, Japan, and most of the major European countries that might threaten trade retaliation were already implementing “buy domestic” policies of their own. The CEOs were, in effect, arguing for sending more of our stimulus money to help create jobs overseas, while our trading partners were doing the opposite.


When I heard of this, I couldn’t help thinking of how in the midst of the 1980s’ trade frictions with Japan, then secretary of commerce Malcolm Baldrige had considered initiating antidumping actions against Japanese semiconductor producers illegally selling their computer chips below cost (dumping) in the U.S. market and threatening the future of the whole U.S. industry. Concerned about the impact of possible Japanese retaliation on American multinational companies as well as about the consequences for U.S. semiconductor users, Baldrige sounded out a number of leading executives before deciding to act. IBM Senior Vice President Jack Kuehler’s comments had been particularly important. When asked whether or not some action should be taken, Kuehler had emphasized: “Not only should you act, you must act.” Baldrige did act, and the result was not only a halt of the dumping but a deal that opened the Japanese market as well. This shift in CEO attitudes has come about largely because of where the big, global American companies are producing these days. Increasingly, it is not in America. Hence, we must be alert that when American CEOs advise the president or lobby Congress today, they may unwittingly be acting, in effect, as emissaries of foreign governments. In any case, we cannot be sure that they are speaking on behalf of America’s overall prosperity.


So strong has the hold of this pro-globalization, free-trade orthodoxy become that some of our most respected economists have argued that it doesn’t even matter what we as a nation make as opposed to what we import. As one former chairman of the president’s Council of Economic Advisers told me, “They’ll sell us cars and we’ll sell them poetry.” Indeed, most of our economists argue that we are moving into a postindustrial economy in which we will do high-tech R&D, software, and services such as consulting, travel and tourism, and design. Sophisticated financial services were also included in the list, but in the wake of the subprime debacle, the leadership role the United States will play there is now in question. Making dung might actually be better than that.


Wall Street was long the citadel of the orthodoxy, and its key points were the subject of great interest on December 7, 2007, when, exuding confidence, the vice chairman of Lehman Brothers rose in Washington, D.C., to address the Global Strategy Group, an assembly of about thirty of the world’s leading geopolitical, economic, and social analysts and commentators, who meet regularly to assess global trends. And why should he not have been confident? He was an iconic example of the American Dream, a poor boy who had climbed to the top of one of the top banks in the world, and it was about to pay him a $12 million bonus.


In his remarks, the vice chairman forecast a continuing economic boom based primarily on what he called the uniquely innovative and efficient performance of the U.S. financial industry and its capital markets. One analyst raised questions about the future of the dollar. He noted that the Chinese and Japanese together had already accumulated over $2 trillion of dollar reserves as a result of their trade surpluses with America and so would be vulnerable to severe losses in the event of high U.S. inflation or a drop in the value of the dollar. He wondered if there weren’t some danger of flight from the dollar as America’s trade deficits and global indebtedness continued to grow. Not to worry, responded the vice chairman. The U.S. economy is strong, and U.S. capital markets are so attractive and efficient that foreign investors will indefinitely invest in them.


Another question was raised about the low U.S. savings rate. Won’t that restrict the ability of America to invest in its future? Not at all, was the reply. The widely held perception of a low U.S. savings rate is false, said the vice chairman. In fact, he emphasized, Americans hold trillions of dollars of untapped equity in their homes, a vast store of savings not included in the comparisons.


I then asked a question about risks in the markets for complex financial products like mortgage-backed securities, collateralized debt obligations, and credit default swaps, the volume of which had ballooned in recent years to a total value of about $400 trillion, or nearly ten times the world’s roughly $48 trillion GDP. But I could not shake his confidence. “Clyde,” he said, “don’t worry. We have stress tested our systems and positions in all possible ways, and we are solid. There is really nothing that can go terribly wrong.” Less than a year later, of course, Lehman Brothers no longer existed.


The causes and long-term implications of the Great Recession of 2008–9 will be long debated, but it has already become perfectly clear that our orthodox economic theories are wildly off base. The crisis that brought down Lehman Brothers, most of Wall Street, and much of the global financial system has unmasked the long-running erosion of America’s fundamental economic vitality. It has also signaled a shift away from the United States and toward China, the oil producers, and emerging-market countries such as India and Brazil. Chronic U.S. trade deficits of $600 billion to $800 billion annually over many years have turned America from the world’s leading creditor nation to its largest debtor, thereby dramatically reducing U.S. bargaining leverage with our foreign “lenders.” (Who argues with his banker?)





By normal rules of thumb, these deficits are also costing the U.S. economy somewhere around 10 million jobs, and they are an important reason why American men in their thirties are now earning less than their fathers did at the same age and why median family income is today not appreciably higher in real terms than it was in the 1970s. They also mean that just to keep running smoothly without a sharp rise in interest rates, the U.S. economy must have a gross inflow of foreign capital of about $5 billion per day. This puts its own pressure on the economy by raising the national debt. Present Congressional Budget Office forecasts show the U.S. federal debt rising to nearly 85 percent of GDP by 2019 even under relatively favorable economic conditions. Finally, consider that big dollar holders like China and the OPEC countries have recently been expressing serious concern about the state and future role of the dollar. For a long time, they believed the mythology about Wall Street and about the U.S. economy moving to ever more sophisticated services and high technology. But now they have begun to realize the extent of America’s loss of competitiveness and that it does seem to make a lot of dung. They also fear that the U.S. trade and budget deficits will flood the world with dollars and create inflation that might lead to a dollar collapse.


This brings us to the irony of America’s role as the world’s sole superpower. Beyond our blind adherence to simplistic free-trade orthodoxy and market fundamentalism, America’s prosperity has been undermined in another way in the post–World War II era. We have evolved from a country that wanted no foreign entanglements and saw the business of American government as business, into a country in which the business of government has become trading America’s productive and technological base for geopolitical and military advantage.


To see a stark manifestation of this transformation, you have only to drive down the Pacific Coast from Long Beach to San Diego, where you will find the largest U.S. naval base on the West Coast and the home of the U.S. Pacific Fleet. Comprising 54 ships and 120 supporting commands, the base stretches over 977 acres of land and 326 acres of water and houses 20,000 military personnel along with 6,000 civilians. It is as impressive an example of American military strength as Long Beach is of American economic weakness.


In terms of warplanes, bombs, drones, and other exotic weapons, the United States enjoys unparalleled power and alone among nations can project its influence anywhere in the world—a capability with many benefits for America and the global community. But we Americans have paid a steep price for our military superiority by subordinating our prosperity to the demands of geopolitics. And I am not referring to obvious costs, such as the fact that the $1 million per year required to keep one American soldier in Afghanistan is $1 million per year that we are not spending on, for instance, upgrading our relatively slow 3.9-megabit-per-second (Mbps) internet speeds to the blazing 63.6 Mbps speed of Japan’s internet. I am also not referring to the gallons upon gallons of oil that we must buy from Middle East countries to keep our navy moving, which is its own serious issue.


I am referring to something much more problematic. Take President Barrack Obama’s November 2009 visit to Beijing: there he promised close technical collaboration and support for eventual U.S. safety approval to aid development of China’s ARJ21 commuter jet. Why? Commercial jets are one of America’s few remaining trade surplus products, and it is no secret that China is gunning for Boeing. Perhaps Washington thinks that by helping China make commuter jets, it can facilitate sales to China of bigger planes. But it also very much wants to sell some weapons to Taiwan without too much objection from Beijing, and it wants to obtain Chinese cooperation on a variety of non-economic issues—like North Korea, carbon emissions, and a host of other problems—and hopes that development assistance for the plane will serve these larger purposes.


This is but one form of what are commonly called “offset” arrangements. More typically, countries like South Korea and Poland—for which the United States provides a defense umbrella—stipulate as a condition of buying U.S. aircraft and weapons systems for their own armed forces that not only the production but also the advanced technology of the planes and systems be transferred to their factories. Such offset production in Poland, for example, now totals about $9 billion annually, translating into roughly 150,000 jobs. As a result of similar transfers over the years, Japan has developed a carbon fiber aircraft components industry that has largely displaced its U.S. competitors.


Consider also the flaccid response to China’s currency manipulation. Recently Beijing has been intervening in currency markets, keeping its renminbi (RMB) undervalued to ensure that China’s exports are relatively cheap. While this violates both WTO and International Monetary Fund (IMF) agreements, no one has moved to stop it, and one reason is that Washington has long tolerated similar practices by Japan, South Korea, and other countries from which it wished geopolitical support.


A final and related factor further undermining American prosperity is the U.S. addiction to cheap energy and foreign oil. By eschewing both conservation and development of alternative energy we have become reliant on petroleum imports that now constitute a third of our trade deficit. We define our national security in terms of defending authoritarian regimes that happen to own major oil fields and that use the hundreds of billions of dollars we send them to finance terrorism and other activities that undermine not only our prosperity but also our security.


This brings us back to Barrett’s question: how are our grandchildren going to earn a living in America if things keep on as they are? Implicitly, of course, the question is really about the fate of the American idea, of the American Dream, and of the world without American leadership. This is not an entirely new question, nor is the erosion of U.S. competitiveness a new story. Indeed, Business Week wrote in the early 1990s that “one could feel the erosion of America’s productive capability.” The scene at Long Beach—the exchange of waste for computers—evolved gradually over the past half century, accelerating over the past thirty years. It is a story that I have been trying to tell for much of that time. Nor have I been alone. Over the years, a succession of commissions, presidential advisory bodies, and studies of the National Academy of Sciences have warned of a potentially catastrophic erosion and even evaporation of the U.S. industrial-technological base and of the essential innovation ecosystem.


For many years, I and my colleagues in these and other bodies were criticized as “protectionists,” “corporate statists,” “antiglobalists,” and “declinists,” and our views were dismissed as being needlessly alarmist and outside the mainstream. But now it looks as if we may not have been alarmist enough. Our best and brightest have been betraying our productive base and overcommitting us geopolitically. Now we are at a crossroads where the future of America truly is at stake—not its future as a country, as a place on the map, but its future as a place of unique opportunity and hope and prosperity.


The question now is whether we Americans will have the insight and the determination to throw off the tyranny of orthodoxy. More of the conventional wisdom will not revitalize our economy or sustain U.S. technological leadership. It is a fallacy to believe that America will somehow dominate high-tech industries while the rest of the world concentrates on low- and medium-tech. The dynamics that have moved production of steel, autos, wind turbines, and the reading of brain scans abroad will also move biotech and nanotech and any other tech unless they are changed. We can’t have more real estate and dotcom bubbles. We can’t do a lot more stimulus spending without turning an already difficult financial situation into a disastrous one. We can’t have zero percent interest rates forever. We will have to reverse the long prevailing dynamics and stop the offshoring of the production and provision of every tradable good and service. We will have to commit to making first-rate products and providing the full range of services in America, and to exporting something other than dung.


It has been our dominant way of thinking for so long that we tend to assume that our current economic orthodoxy is the “American Way.” Nothing could be further from the truth. In fact, it is a reversal of the doctrine of national economic development that made us the richest country on earth in the first 160 years of our history. Beginning with Alexander Hamilton’s proposals for the industrial and technological development of the United States through use of subsidies, tariffs, and patents, U.S. leaders pursued the “American System” of government-business partnership for national development of things like the Erie Canal, the telegraph, the transcontinental railroad, the aircraft industry, the RCA company founded by the U.S. Navy, and much more. As the dominant economy in the wake of World War II and facing the need to spur global recovery from the war and to support allies in the new Cold War, we reversed that early approach and rightly adopted trade and economic development programs that opened our markets and assisted our allies not only to recover but to thrive. But what was right and good then became increasingly less appropriate as the global economy and our own situation evolved. And it has now become apparent that we desperately need another change of course.


I have no doubt that we can now make the course correction needed if we put our minds to it. But if we are to do so, we must fully understand our present situation and how we’ve gotten ourselves into it. The Japanese have the concept of tatemae and honne. Tatemae is the way things are supposed to be, the outward presentation of things, the desired ideal. Honne is the way things really are. We Americans are accustomed to thinking of our country as number one in pretty much everything. That is our tatemae. Our present honne is quite different. Let me show you.










1 
The Real State of America


America is in danger of going down the tubes, and the worst part is that nobody knows it. They’re all patting themselves on the back as the Titanic heads for the icebergs full speed ahead.


—ANDY GROVE


The canary in our coal mine is the U.S. dollar. Since the end of World War II, the greenback has been the world’s main currency for carrying out international transactions. Oil and virtually all other commodities and products in international markets are bought and sold in dollars. In addition, like gold in the nineteenth and early twentieth centuries, the dollar is the main currency in which most countries now hold their monetary reserves—an arrangement that greatly favors the United States. For example, in order to buy oil, people in other countries must first produce and export something in order to earn dollars, which can then be used to pay for the oil. Americans, on the other hand, have only to print more greenbacks to get their oil. Nor does America have to worry like other countries about its trade balances. If other countries import more than they export, they must borrow dollars to pay for the excess. But that can get expensive, and sometimes no one will lend to them. So they are forced to get back into balance. In the case of the United States, however, it is only necessary to print more dollars to pay for an excess of imports over exports. As long as the world will accept dollars, there is no need for America to balance its trade. This phenomenon is a crucial support of America’s global military deployments. To pay for war in Iraq or Afghanistan or for fleets to patrol the oceans of the world or for troops in more than seven hundred bases around the world, America has only to print dollars—as long as the world will accept dollars in payment.





Recently and increasingly, however, the world is showing some unwillingness to accept dollars. In May 2007, Kuwait stopped pegging its dinar to the dollar in favor of a basket of currencies. Since then, the members of the Gulf Cooperation Council (Saudi Arabia, Bahrain, Oman, Qatar, and the United Arab Emirates) have been debating whether to link their planned new common currency to something other than the dollar. Indeed, former Federal Reserve chairman Alan Greenspan has noted that the OPEC (Organization of Petroleum Exporting Countries) countries are “already recognizing the value of shifting from petro-dollars to petro-euros.” But it’s not just OPEC. In the past few years, Russia, Thailand, Malaysia, and others have also reduced the dollar ratio of their reserves.


More recently, China, whose RMB is already a de facto currency in parts of Thailand, Russia, and Vietnam, and whose stash of dollar reserves now amounts to well over $2 trillion, has been calling for replacement of the dollar as the world’s reserve currency by the International Monetary Fund’s special drawing rights (SDRs), presently the unique internal currency of the IMF. At the same time, Beijing has been warning the United States against allowing any depreciation of the dollar and pressing Washington for a guarantee that the dollar will not depreciate further. China is also rapidly trying to diversify its holdings by using its reserves to buy oil fields and other commodity production sites around the world, to add to its gold stocks, and to buy companies and other assets.


The dollar was also at the top of the agenda at the October 2009 East Asia Leaders meetings in Thailand. As the dollar fell to new lows against almost all currencies, the new Japanese prime minister called for creation of an Asian currency that would replace the greenback. At the annual meeting of the World Economic Forum in 2010, French President Nicholas Sarkozy urged a new global currency solution.


In tandem with these developments, the September/October 2009 issue of Foreign Affairs featured an article titled “The Dollar Dilemma” in which University of California, Berkeley, professor Barry Eichengreen discussed how, as he put it, the world’s top currency faces competition. He concluded that the role of the dollar will inevitably diminish in the future, but that it will for some time remain first among equals in a system of multiple national reserve currencies. On the other hand, the UN special advisory committee on reserve currencies chaired by Nobel laureate Joseph Stiglitz is calling for creation of a new global reserve currency.


FALL OF AMERICANIN FLUENCE


But it’s not just the dollar that’s falling. American power is falling as well. At the end of World War II, the United States was the dominant force in virtually every industry and technology and by far the richest country in the world. Indeed, it was the richest country the world had ever seen. It was also the strongest military power in the West at the moment of the outbreak of the Cold War. In light of this overwhelming economic superiority and the new geopolitical dangers, the country’s leadership took a dominant role in crafting a set of international agreements to spur the economic recovery of Europe and Japan and also assumed primary responsibility for the military policing of all threats to the free world. The mandates of national and global security took precedence over concerns about industrial competitiveness.


Consequently, the United States fell into the habit—and the addiction continues today—of making economic concessions in order to obtain geopolitical objectives. To obtain rights for military bases overseas or votes in the UN or troop contributions to American-led military expeditions, Washington would grant special tariff exemptions to trading partners or acquiesce in the virtual exclusion of U.S. goods from foreign markets.


Innocuous at first, when America enjoyed overwhelming competitive superiority, this practice became increasingly disadvantageous as other countries caught up. Now that America has fallen behind in many respects, the habit is positively deleterious both for U.S. competitiveness and for U.S. security. Consider the new restraint and even self-censorship with which America now treats China as compared with the past. During a 2009 trip to China, Secretary of State Hillary Clinton never mentioned the words “human rights.” This was in sharp contrast to the statements of such former secretaries of state as James Baker, Madeleine Albright, and Condoleezza Rice. Or take the speech of Treasury Secretary Tim Geithner at Beijing University on June 1, 2009. During the Q-and-A following his remarks, some students voiced concern over the possibility of a dramatic decline in the value of China’s hoard of dollar reserves if prospective U.S. inflation should lead to dollar devaluation. They warned Geithner that America must make every effort to avoid such an eventuality.


Now keep in mind that no one in America ever asked China to pursue the closed-market, export-led growth strategies that have resulted in the accumulation of Beijing’s dollar hoard. No one in America ever asked China to keep its RMB undervalued versus the dollar by intervening constantly in the currency markets to buy dollars. That China feels that it is stuck with too many dollars is at least as much China’s fault as America’s and probably more. But Geithner didn’t even hint at that fact. Rather he somewhat timorously assured the students that the dollar was solid and that the U.S. government would keep it that way. The students laughed—yes, they laughed—in response. Geithner listened politely and made no reply.


Or take the U.S. Treasury’s annual report to the Congress on exchange rate policies. Under IMF and WTO rules, countries are not supposed to keep their currencies undervalued in order to artificially promote exports. The Treasury is required by Congress to report every year on any such activity. It has been obvious to all observers for some time that China (along with others such as Taiwan, Korea, and Singapore) is pursuing such practices. Indeed, one of China’s first actions in response to the outbreak of the recent economic crisis was to take steps to reduce the value of the RMB against the dollar. Yet in its statement to the Congress on April 15, 2009, the Treasury asserted that China was not engaged in any unfair currency manipulation. All informed observers knew this to be untrue. Further, they knew that China’s policies could be damaging to the United States. Yet there was no outcry in the media and no uproar in the Congress. Nor during his November 2009 visit to China did President Obama publicly mention human rights or currency misvaluation. Indeed, he acquiesced to press conferences with no questions and to giving speeches that were not broadcast.


Indeed, rather than lecturing others, Americans are beginning to become accustomed to being lectured to by Chinese and other foreign leaders on the flaws of our form of capitalism. And if we look into the future, it is clear that we should expect much more of the same. China recently announced that it was investigating whether the U.S. bailout of GM and Chrysler constituted an illegal subsidy to U.S. auto exports to China. Now bear in mind that the United States exports virtually no autos to China.





In the geopolitical sphere, the U.S. relationship with Taiwan is of particular interest. For over half a century, a bedrock principle of U.S. foreign policy has been to maintain Taiwan’s independence and to tie its economy tightly to that of the United States. Indeed, without access to Taiwan’s semiconductor foundries and other high-tech centers, many U.S. industries, including defense industries, would be in deep trouble. Yet today Taiwan has become an extension of the Chinese economy. Taiwanese businesses have invested more than $100 billion in the mainland economy and more than a million Taiwanese live in Shanghai alone. Taipei and Beijing are negotiating to make the Taiwan dollar and the RMB mutually convertible, a step that would bind Taiwan closer to China while loosening its ties with America. Although the United States has on several occasions gone to the brink of war with China in order to protect Taiwan, it is today inconceivable that Washington would do so again or that it could be successful if it tried. Now let me emphasize that this is not necessarily a bad development. But it is nevertheless a measure of the shift in the balance of power.


Another indication comes from Japan. The long dominant and U.S.-dominated Liberal Democratic Party (LDP) was finally displaced in October 2009 after nearly sixty years of one-party rule. An immediate priority of the new prime minister, Yukio Hatoyama, has been to reduce the U.S. military presence in Japan, to call for greater development of ties with China and the rest of Asia, and to push for an Asian economic union that would have its own currency and that would not include the United States. Finally, the United States is slowly but steadily losing its freedom of action and even a degree of sovereignty. From the Declaration of Independence in 1776 to our refusal to accommodate the Barbary pirates of the early nineteenth century to our rejection of the legitimacy of the International Criminal Court, America has always insisted on controlling its own destiny. Yet in truth, over the past thirty years, without even a debate in the Congress or a cabinet meeting on the topic, the United States has ceded a significant degree of its sovereignty to China, Japan, the Middle East oil-producing countries, and other major funders of the ever-mounting U.S. debt. The fact is that Americans are not really paying for U.S. military actions in Iraq, Afghanistan, or Pakistan or other U.S. deployments around the globe, or even for tasks like the rebuilding of New Orleans.


While these enterprises are included in the U.S. government budget, the very low rate of U.S. savings and the chronic, large budget and trade deficits mean that they are actually financed by sending U.S-dollar-denominated IOUs to China and the other major international lenders. Thus, if America is pursuing policies that our debt holders find unacceptable, they have the means to put discipline on Washington. Of course, there is truth in the old adage that if you owe the bank $1 million, you may have a problem, but if you owe the bank $1 trillion, the bank may have a problem. Neither the Chinese nor the other major U.S-debt-holding countries can be sure that the United States won’t generate inflation or act in other ways that might destroy a large part of their national wealth. So the nature of the relationship is one of Mutual Assured Destruction. Nevertheless, it signifies a major loss of U.S. freedom of action in both the economic and geopolitical spheres.


EROSION OF THE ECONOMY, IN DUSTRY, AND TECHNOLOGY


Behind this erosion both of the dollar’s position and of U.S. influence is the increasingly rapid erosion in recent years of the economic, industrial, and technological leadership on which U.S. prosperity has long been based. Once upon a time, the United States could mobilize quickly to overwhelm Germany and Japan with planes, tanks, and ships. It could build the world’s most modern and extensive highway system, send a man to the moon, pioneer global aviation, and give birth to the information age. Its families could live a middle-class lifestyle, send the kids to college, and retire comfortably on one income. Now, we have trouble getting house trailers to New Orleans, and anyone who has walked through a foreign airport, made a cell phone call in Beijing, or Cairo, or Seoul, or stayed at a business hotel in any international city outside the United States knows that America is falling behind.


We are accustomed to thinking of the United States as having the world’s biggest economy with the highest per capita income. While it is true that at $14.3 trillion America’s is the largest national economy (more than twice the size of China and nearly three times that of Japan based on purchasing power parity, or ppp), it is also true that the European Union (EU) has the largest single economy with a GDP of nearly $19 trillion. In per capita income, the United States ranks number 8 behind countries like Sweden, the Netherlands, and Australia. If we look only at large countries, the United States at about $47,000 income per capita appears to be way ahead of others such as Germany ($35,000) and Japan ($34,000). But if we take income disparities into account, the picture changes dramatically. In the United States, the top 1 percent of earners account for 15 percent of total income as compared to 4 percent or 5 percent in countries like France and Japan. So if we exclude the top 1 percent of earners in all countries from the comparison, we find that 99 percent of people in countries like Germany, Japan, the UK, and France actually have a higher income than 98 percent to 99 percent of Americans.


This is even truer if you look at hours worked and at vacation time. At 1,804 hours per year, the average American is working about 300 hours more than his counterparts in other developed countries where statutory vacation times range from two to six weeks. Indeed, the number of hours worked per worker in America has steadily risen over the past thirty years while it has steadily declined in other developed countries. Thus, if time is money, the leisure hours of the other major countries more than close any GDP per capita gap with the United States for the overwhelming majority of the population.


The U.S. growth performance has also been somewhat less brilliant than widely imagined. It is, of course, true that the United States’ GDP growth rates over the past twenty-five years have been well above those of the European countries and Japan. But one reason for this has been the fact that Europe and Japan have had stable or even shrinking populations, while immigration and high immigrant birth rates have driven substantial U.S. population growth. A second factor has been rising debt and associated asset bubble wealth effects. Since 1980, the United States has accumulated such large trade deficits that its net international credit position has shifted from that of the world’s biggest creditor, to the tune of about $2 trillion, to that of its biggest debtor, with net debt of $2.5 trillion and borrowing growing at the rate of $400 billion to $800 billion annually. Think of this as resembling the performance of a highly leveraged corporation such as Enron, whose sales climbed rapidly and steadily, but whose financial viability eventually evaporated. Especially for the past ten or fifteen years, the dotcom bubble and then the housing and financial bubbles made everyone feel rich and engendered enormous buildups of debt that masked the true deterioration of the underlying economy. Thus, we really need to discount U.S. GDP by about 20 percent in order to account for the accumulation of debt. That would drop the United States well behind Japan and the major European countries in terms of growth and GDP per capita.


Over the past several decades, there has been much schadenfreude in America over Japan’s so-called Lost Decade of growth during the 1990s. But in that decade, Japan accumulated trade surpluses and international investments that are now helping to fund its rising health care and pension costs. In contrast, the United States accumulated large debts that will make it much more difficult to fund health care and pensions for its now retiring baby boomer population. We might well ask who actually lost the decade.


As for productivity growth, after many years of lagging behind Europe and Japan, the United States surged ahead between 1995 and 2005 with a rate of about 2.5 percent compared to 1.5 percent for Europe and about 2 percent for Japan. This was largely attributed to the cumulative effect of years of investment in and wide adoption of information technology equipment and services. No doubt that played an important part. But it is also true that the United States changed the way it counted productivity to what is called hedonic scoring. For example, let’s say that Dell sold computers last year with 3,000 megahertz of computing power. Now let’s say you buy this year’s model at the same price but with 6,000 megahertz. In theory, at least, you can now work twice as fast or do twice as many things as last year. So did you buy one computer or two? The Europeans and Japanese would say you bought one. But the U.S. statistical authorities would say two, meaning that they statistically increase the actual number of computers produced to account for the greater power of the new machines. Of course, this makes Dell appear to be very productive, and it also makes computer users appear very productive. This is not a case of one side being right and the other wrong. You can argue either way. But what you can’t do is claim that U.S. productivity growth is better than that of Europe or Japan on any meaningful apples-to-apples basis without making the adjustment for the different scoring. In fact, there is not much difference in productivity between the United States and other top countries like France. Furthermore, productivity varies dramatically among industries. For example, Japan’s overall productivity is lower than that of America, but in export industries such as autos, consumer electronics, and machine tools, it is much higher. Thus, in terms of international competitiveness, America may be falling behind despite a possibly higher rate of growth of overall productivity. Where America clearly does rank behind is with regard to income equality.


The Gini index measures the extent of the difference with scores from 0 (everyone has the same income) to 1 (all the money is concentrated at the very top of the society). With a Gini score of 0.37, the United States ranks highest among the OECD countries, which have an average score of 0.29, while Sweden’s is the lowest at 0.23. By way of reference, top-scoring Brazil and Mexico are around 0.45, putting the United States closer to them than to its OECD peers. In short, it seems that more of the money in the United States is held by a smaller group of very rich people than in other major countries. Indeed, the very top 0.1 percent of U.S. earners receives about 8 percent of the country’s total income as compared to about 2 percent in countries like France and Japan. Recall also the much higher costs Americans pay for health care, double or more than in other leading countries, and approximately 15 percent of Americans do not have health care coverage.


The bottom line here is that for all our pride in being the “wealthiest nation on earth,” we Americans do not generally enjoy as high a standard of living as the average citizen of Europe, Japan, and several other Asian countries. We are not nearly as rich as we think.


But the devil is always in the details, and to get a more specific understanding of the U.S. condition, we must look at the details of critical sections of our economy.


Infrastructure


A couple of years ago, I was in Seoul, South Korea, and had to travel on to the city of Busan, at the tip of the Korean peninsula. Having never had the opportunity to see the Korean countryside, I decided to take the train ride along the spine of the country. I was traveling, of course, on a bullet train and it proceeded so smoothly at about 200 miles per hour through the tunnels and around the mountains that nary a ripple disturbed the surface of the water in my glass. Why, I wondered, can’t I have a train like this between Washington and New York? If I could, I would abandon the energy-inefficient air shuttle instantly.


I was tired from jet lag and tried to sleep, but the passenger across the aisle was driving me crazy with his constant cell phone chatter. I had to suppress a strong urge to grab the phone and stuff it down his throat. But then I realized that this was really amazing and interesting and that I should be taking notes instead of becoming irritated and angry. Why? Because we were in the mountains and continuously passing through long tunnels, and the speaker never lost the call. Unbelievable, I thought. When I call my wife while driving from Washington’s Dulles airport, I am sure to lose the call several times. As for calling from the so-called high-speed Acela train (less than 100 mph) from Washington to New York—forgettaboutit. Finally, the guy shut up and I heaved a huge sigh of relief and settled back to try sleeping again. But there was no way. He had switched the phone to video and was watching his favorite soaps at top audio—all the way to Busan.


Tired as I was, I couldn’t help being impressed. You couldn’t do that in America.


In his recent proposals for revitalizing the U.S. economy, President Obama has called for plans to develop high-speed rail lines in dense population corridors of 500 miles or less such as between Washington and New York or Los Angeles and San Francisco. This is part of his effort to create green jobs while also taking steps to abate global warming. High-speed rail is a great idea because everyone knows that such trains are far more energy efficient, sparing of greenhouse gas emissions, comfortable, and speedy than cars or airplanes for those distances. In fact, it is such a good idea that Japan began building its Shinkansen bullet train network in 1964 and now has 1,360 miles of special track carrying 300 million passengers a year at average speeds of 188 mph. France initiated its Train à Grand Vitesse (TGV) in 1981 and now carries 100 million passengers annually over 1,180 miles of track at 199 mph. Germany didn’t get started until 1988 but now carries 67 million riders over 798 miles of rail at 186 mph. Spain also has a similar network, and China, which started in 2007, now operates trains at 186 mph over 588 miles of high-speed track. It is building out its network so rapidly that by 2012 it will have the world’s largest high-speed system. The only American entry to date is almost embarrassing. The Acela (made in Sweden and Canada) operates (when it works) between Washington and New York and Boston at top speeds of 125 mph. But the track is so poor that the speed on many stretches is under 70 mph and sometimes as slow as 20 mph. It carries only 11 million riders. To make things more embarrassing, the South China Morning Post of October 25, 2009, reported that the planned U.S. high-speed line from Los Angeles to Las Vegas would be supplied by the South China Locomotive Corp.


Okay, you say, but trains are so nineteenth century. Our forte is high tech. After all, who invented the internet and email, and Twitter, and Facebook? Us, right? Yes . . . but, in a way that just makes the present situation in the United States look worse. Ten years ago, America’s internet was the world’s most extensive, fastest, least expensive, and most heavily used. Today, the United States stands at number 15 in the international broadband rankings. Its broadband penetration is a little over half that of Korea, well behind the likes of Finland, Australia, and Canada, and just about the same as France, the UK, and Japan. Its average speed of 3.9 Mbps compares embarrassingly to the 63.6 Mbps of Japan, the 49.5 of Korea, the 17.6 of France, and even the 16 of Germany. As for the prices, a month of that blazing Japanese broadband will cost you $.13 per Mbps. In Korea, you’d pay $.37, in France it would be $.33, and in Germany $1.10. All much better deals than the $2.83 you’d have to pay for the snail-like speeds of American broadband.


This would be funny if it weren’t so important. The U.S. lag here literally means that there are whole classes of work and research being done in Korea, Japan, and even France that simply can’t be done in the United States. For example, to do normal telecommuting requires about 2.0 megabits per second. Fine, Americans can do that. But videostreaming and high-definition television over the network require 15 to 20 megabits per second. No sweat in Korea, Japan, and France, but no can do in America. So anybody developing products or services relating to high-definition TV or videostreaming has to go outside the United States to get the work done.


The situation is pretty much the same with regard to cell phones. The United States ranks forty-second in cell phone penetration, but even more significant is the fact that it has fewer than a million 3G (high-speed third-generation) subscribers as compared with more than 40 million in Japan and the 10 million in the EU. This isn’t just a matter of consumer convenience. It means that new kinds of businesses and products, such as banking by phone, can be developed in those countries but not in America. Or it means they can do things faster and more efficiently than the Americans can. The bottom line is that lack of adequate high-tech infrastructure is seriously impairing America’s ability to compete, and especially to compete in the very high-tech sectors upon which most Americans think the future of their children depends.


Nor is the picture much brighter in the realm of traditional infrastructure. The Minneapolis bridge that collapsed in August 2007 was just the tip of the iceberg. The American Society of Civil Engineers estimates that more than one in four of the nation’s bridges are structurally deficient or functionally obsolete. It would take $17 billion annually to bring all the bridges back into safe operating condition, but only $10.5 billion is being budgeted and spent. Interestingly, despite this serious assessment and shortfall, the society gives our bridge infrastructure a passing grade of C. So imagine what the D grade for the aviation infrastructure means. If you wonder why your flights are always late, and delayed, and why U.S. airports always look and feel so awful when you return from the bright, airy halls of Singapore’s Changi Airport or Hong Kong’s Chek Lap Kok or Shanghai’s Pudong International, now you know.


The shortfall in needed upgrade spending on U.S. aviation infrastructure over the next five years is estimated at $40.7 billion. Then there are the dams, or maybe I should say there might be the dams. They get a D, too. The Society puts the number of deficient U.S. dams at 4,000 with 1,819 in the high hazard category. Moreover, this number is rising rapidly as a result of the fact that the average age of the 85,000 dams in the United States is fifty-one years. The drinking water infrastructure is in even worse shape with a D– and an annual investment shortfall of $11 billion just to replace aging facilities that are now leaking 7 billion gallons of drinking water a day, never mind the growth in demand for drinking water over the next twenty years. But it’s the roads that cost the real money. A third of major roads are in poor or mediocre condition, and 36 percent of major highways are badly congested at a traffic cost to the economy of $78.2 billion a year—$710 for every motorist. But the current spending of $70.3 billion annually for capital improvements is far below the $186 billion the Society estimates is needed. So roads earn a D– as well. Add to these a D+ for energy, D– for levees, D for hazardous waste, D– for inland waterways, D for schools, D for mass transit, D– for wastewater, and C+ for solid waste. The total five-year investment shortfall for all of these comes to $1.176 trillion.


Americans’ Health


A key element of any measure of standard of living is health. You cannot enjoy your wealth if you are sick or dead. Here the U.S. performance is woefully inadequate. According to the CIA Fact Book estimates, the United States ranks number 50 among nations in terms of life expectancy at birth. The U.S. figure of 78.11 years puts it just ahead of Albania and Taiwan and far behind the 82.22 years of Japan, the 81.23 of Canada, the 80.98 of France, the 80.20 of Italy, the 79.26 of Germany, and the 78.72 of South Korea. Particularly embarrassing for the United States is the fact that a far lower percentage of its babies survive than in other leading countries. The U.S. infant mortality rate of 6.26 per 1,000 births puts it number 46 in the international rankings, just behind Cuba and Guam and far behind the 2.31 of world leader Singapore, the 2.79 of Japan, the 2.92 of Hong Kong, and the 3.33 of France. Yet even though they are less likely to survive as infants and even though they die earlier, Americans pay twice or more as much as other leading countries for their medical care. Singapore, for example, spends only about 3 percent of GDP on medical care, and France spends about 8 percent, while the United States is now spending about 17 percent. And unlike most other countries, America leaves about 15 percent of its people without medical care, except for what they can get as a last resort in hospital emergency rooms.


What America Does Not Make


As a kid I often traveled by train from Wilmington, Delaware, where I lived, to Philadelphia, where my dad worked. Along the way the trains passed through the then thriving manufacturing town of Chester, which had proudly painted a sign in the railway station proclaiming that “What Chester Makes Makes Chester.” Today, Chester is a sad derelict of a city, sunk in poverty and languishing next to the broken-down shipyards and factories that closed long ago. Today, Chester doesn’t make anything, and there isn’t much left of Chester.


Unfortunately, Chester is a metaphor for the United States and a pointer to many of the reasons for the rotting of the country’s infrastructure and the hollowness of its apparent wealth. Like Chester, America doesn’t make much anymore. Specifically, it doesn’t manufacture the vast range of consumer and industrial goods on which its wealth and power were originally built. Like Great Britain before it, America has turned to nontradable services, home construction, and finance to earn its living as its manufacturing has migrated to other climes.


Keep in mind that manufacturing accounts for about three-fourths of America’s corporate Research and Development (R&D) and pays average wages 20 percent above those in service industries. Manufacturing also has a job multiplier of 4 to 5, meaning that each manufacturing job creates 4 to 5 other jobs in the economy, as compared to a services industry job multiplier of 1 to 1.5. Manufacturing jobs also offer above average health care and pension benefits. And the sector enjoys productivity gains one third above the national average. Even more important, it is the source of most of the economies of scale that are the real drivers of wealth accumulation. It is, thus, a very good thing to have a significant manufacturing sector in your economy if you can. Unfortunately, it increasingly seems that America can’t.


From 24 percent of GDP in 1980, manufacturing has fallen by more than half to less than 12 percent of GDP today. To some extent this is a natural development as all developed countries tend to create larger service sectors as their economies mature. But the relative shrinkage of the U.S. manufacturing sector has been extreme in comparison to countries such as Japan (18.3 percent of GDP), Germany (22 percent), France (15 percent), and even the UK (13 percent). The U.S. decline has been particularly brutal in the past eight years, during which it has lost about a third (from 17 percent to 11.8 percent) of its share of GDP as 40,000 manufacturing plants closed their doors. For instance, the American steel industry that produced 97.4 million tons in 1999 managed to do only 91.5 million tons in 2008 even as Chinese production rose from 124 million to 500 million tons over the same period. Between 2000 and 2008, 270 major U.S. furniture factories closed as the industry lost 60 percent of its production capacity and the market share of imports rose from 38 percent to nearly 70 percent. The U.S. machine tool industry—the backbone of any industrial economy and essential to defense production—produced only $3.6 billion in equipment, less than 5 percent of world production, down 30 percent from 1998, and only about half of U.S. consumption. In contrast, Germany, Japan, and even Italy currently produce more machine tools than the United States. Chemical plants are another essential element of an industrial economy. In 2008, 80 major plants costing in excess of $1 billion were being constructed somewhere in the world. None of them was being constructed in the United States.


There are many reasons for this long-running trend. The one usually mentioned in popular commentary—inexpensive labor—is the least important. Of course, that has played a role, particularly in industries like apparel that are very labor intensive. But machine tools, steel, and chemical plants are not labor intensive, and developed countries like Japan, Germany, and France have managed to hang on to them. These industries are leaving or have left the United States because the dollar is being managed both in Asia and in America to be overvalued versus many pegged or only partially floating currencies like China’s RMB and Taiwan’s dollars. Imports of products from these countries are thus artificially cheaper than they would be under truly open-market conditions.


The second major reason is the tax holidays, capital grants, free infrastructure, labor wage agreements, and regulatory exemptions that many countries use to entice investment by targeted global companies and that the United States does not match. The third reason is political pressure from countries like China who make it clear that if a global company wants to do business there it had best demonstrate that it is a friend of China. The fourth reason is corporate tax rates. U.S. rates are the highest in the world except for Japan’s. The fifth reason is onerous and complex U.S. regulatory procedures. A sixth reason is the difficult labor union–management situation in some U.S. industries. Pure cheap labor is usually (not always) the last reason. Thus, the key to global manufacturing dynamics lies much more in the realm of policy than in the realm of economic fundamentals.


These dynamics have resulted in the dramatic loss of manufacturing jobs and in a depression of manufacturing wages. U.S. manufacturing wages that once were tops in the world are now tenth, and if we compare at nominal exchange rates, U.S. wages rank sixteenth in the world. Worse is the fact that this drop in manufacturing employment and wages also depresses wages economywide.


Those National Institute of Standards and Technology chief economist Greg Tassey has labeled the apostles of denial among orthodox economists and commentators have maintained that this is nothing to get upset about and is just the natural evolution of a postindustrial economy. Analysts like Michael Porter of Harvard Business School and the Council on Competitiveness insist not only that the U.S. economy doesn’t need manufacturing, but, indeed, that its decline is an indicator of success. Thus, in one council report, Porter insisted: “We have to stop this notion of believing that manufacturing is essential. Such thinking is a real problem.” Between 1998 and 2007, that argument seemed plausible. First the dotcom bubble and then the housing bubble masked the deterioration of manufacturing. On top of that, Wall Street’s share of GDP grew to match the lost manufacturing share. America, argued the orthodox apostles, was moving to “higher ground” where its future lay in innovation, high technology, and sophisticated service industries like medical diagnostics and treatment, design, and investment banking. Indeed, in recognition of this expected development, a special category of U.S. trade statistics—Trade in Advanced Technology Products—was designated in 1989 to demonstrate how nicely the United States was shifting to a high-tech economic structure.


For the next twelve years, as expected, Advanced Technology trade statistics showed a respectable (though not huge) surplus even as the deficit in the rest of U.S. manufacturing plunged to new depths. But then, in 2002, Advanced Technology swooned as well, with a deficit of $17 billion. By 2008, that had grown to $61 billion as the dynamics of decline in traditional manufacturing began to repeat themselves in high technology.


High tech imitates low tech


Just as no chemical plants are being built in the United States today, so only 2 percent of all new semiconductor fabrication facilities under construction in the world in 2007 were under construction in the United States. Thirty percent were being built in China, 25 percent in Taiwan, and 22 percent in Korea. Japan, Korea, and Taiwan dominate the development and manufacture of the liquid crystal display (LCD) panels that have become the world’s preferred viewing surface. China’s BOE Technology Group and Korea’s LG Display Co. have both announced they will locate new $3 billion–plus LCD factories in China, and Samsung Electronics said it is considering a similar move. There are no LCD plants in the United States.


America is also losing out in the latest generation (300mm) of the semiconductor wafers that eventually are sliced and diced into the chips that go into your computer. In 1999, 36 percent of global production of such wafers was in the United States. By 2004, that was down to 20 percent and today it is around 15 percent. Recently there has been much talk of “green industries and green jobs” as part of the recovery from the economic crisis. But there is only one American company among the world’s top ten producers of photovoltaic cells. Germany’s Q-Cells is the world’s leading producer, while Japanese and Chinese producers each have about 30 percent of the global market. In the area of solar concentration and collection equipment, the Germans dominate.


Similarly, the only U.S. company among the ten largest in the wind energy industry is GE with a share of only about 16 percent of a world market that is dominated by Danish, Chinese, and German producers. As for batteries, a series of U.S. government grants was announced in August 2009, totaling $2 billion to boost research by several U.S. battery producers. But this looked less than impressive in the face of an announcement by Toyota that it was forming a consortium with Sanyo and Panasonic not only to develop but also to produce advanced batteries.


Even more discouraging for those who have long argued that America’s salvation lies in its unique innovative capacity was a recent report by the Information Technology and Innovation Foundation, which ranked the United States dead last among leading countries in improvement in innovation capacity and only number 4 in absolute overall innovation capability.


A recent headline in Manufacturing & Technology News read “America’s Oldest Printed Circuit Board Company Closes Its Doors.” The story reports that after fifty-seven years, Bartlett Manufacturing Co. can’t make it anymore. Ten years ago, U.S. makers accounted for 30 percent of the global market. Today, that is down to under 8 percent and with the demise of Bartlett it will be substantially less. In 2008, total U.S. PCB industry revenue fell to $4 billion, down from $11 billion in 2000. Over that same period, Asian output has climbed from 33 percent to more than 80 percent of the global total. Says Bartlett chairman Doug Bartlett: “The U.S. industry has been crippled beyond repair. Our kids are going to be fluffing dogs and doing toenails while the Chinese are making leading-edge devices.” In this, Bartlett echoes the concerns we saw expressed earlier by former Intel chairman Craig Barrett.


What bothers Bartlett and Barrett is what triggered the Defense Science Board to report that: “Urgent action is recommended, as the industry (semiconductor) is likely to continue moving in a deleterious direction, resulting in significant exposure if not remedied.” This only echoed the 2003 report of the Pentagon’s Advisory Group on Electron Devices (AGED) that said U.S. technological leadership “is in decline” and warned that the offshore migration of semiconductor chip foundries “must be addressed” because it “will potentially slow the engine for economic growth.” It further emphasized that the Department of Defense “faces shrinking advantages across ALL technology areas” and noted that as U.S. industry shifts its production offshore, it “assigns those nations political and military leverage over the United States.” It urged that the U.S. government needed to counter the “massive financial and tax investments” being made by foreign governments to lure U.S. companies to relocate their production away from the United States. AGED chairman Thomas Hartwick told Congress that “the structure of the U.S. high-tech industry is coming unglued with innovation and design losing their tie to prototype fabrication and manufacturing.” This broken link leaves inventions “on the cutting room floor because they cannot be manufactured.” Hartwick concluded that if dramatic action is not taken the United States faces the “destruction of U.S. innovation centers.”


In 2004, the President’s Council of Advisors on Science and Technology (PCAST) sounded similar warnings, noting that the loss of production capacity will quickly be followed by loss of research, development, engineering, and design capability as well. Said the council: “The continuing shift of manufacturing to lower-cost regions, and especially to China, is beginning to pull high-end design and R&D capabilities out of the United States.” It warned that the “research to manufacturing process is not sequential in a single direction, but results from an R&D-manufacturing ecosystem consisting of basic R&D, precompetitive development, prototyping, product development, and manufacturing” all operating in such a way that the “new ideas can be tested and discussed with those working on the ground. Thus, locations that possess both strong R&D and manufacturing capabilities have a competitive edge.” PCAST warned emphatically that “key elements of the innovation ecosystem” are eroding rapidly and said that only dramatically different U.S. government policies could halt and reverse the erosion.


This warning was echoed again in 2006 by the National Academy of Sciences. Its report—“Rising Above the Gathering Storm”—said the United States can no longer afford research in areas like telecommunications because it has lost its ability to compete in commodity products. A final warning along these lines came in a 2009 analysis of the defense industrial base by University of Texas professor Michael Webber. His conclusion is that among the sixteen fundamental defense foundation industries, the U.S. position is seriously eroded in thirteen, holding steady in one, healthy in only two.


THE SERVICES MYTH


In the face of the decline of U.S. manufacturing and high tech, many economists, business leaders, and policy makers have embraced the notion that America’s future lies in the service industries.


But the numbers just don’t work. While it is true that the United States had a services trade surplus of about $140 billion in 2008, that made only a small dent in the goods deficit of $840 billion. To get anywhere near a trade balance, the services surplus would have to grow by more than five times. But it isn’t growing at anything like that rate, which brings us to the second point. It is not at all clear that services won’t also go the way of manufacturing and high tech. Aside from travel, the big American service industry has been finance. But, as I have said, that industry just blew itself up and is going to have to contract as a percent of GDP. The real trend here is that noted by former Federal Reserve board member and Princeton professor Alan Blinder, who has forecast that as many as 29 percent of all jobs could be offshored over the next few years. On top of that are the numbers we already have in hand for job shifts taking place domestically. Over the past ten years there has been a massive loss of 8 million manufacturing jobs. That has been accompanied by substantial job creation in the services industries, but the bulk of the new jobs are in retailing and food service, which pay far less with far fewer benefits than manufacturing.


The big news in services is India, not America. I recently had a brain scan at Suburban Hospital in Bethesda, Maryland. The radiologist was reading the scan from his offices in Bangalore. The accounting firm that handles my taxes recently moved its whole back office to Bangalore. Reuters news has moved much of its editorial operations to Mumbai. When you make airline reservations, chances are you’re talking to someone in a suburb of New Delhi, and that is definitely true when you call the help line for assistance in fixing your computer. Or let’s look at a comparison of IT services firms. Infosys and Wipro of India both have sales of about $2 billion compared to $25 billion and $15 billion respectively for U.S.-based EDS and Computer Sciences Corp. The Indian companies have profit margins of more than 20 percent while the U.S. companies are in the 3 percent range.


In view of this, whose future do you think more likely lies in services? In June 2006, IBM said India’s. It held a meeting with Wall Street analysts in Bangalore, where it announced adoption of the Indian offshore outsourcing business model, explaining that it believed the talent pool of India and other low-cost countries would continue to deepen. IBM said it would be investing $6 billion to expand its Indian operations. Its head count in India, which was 6,000 in 2003, is projected to hit 110,000 in 2010. This compares to a U.S. head count of 120,000 and falling. In 2007, Accenture outdid IBM by actually increasing its Indian head count beyond that of its U.S. operations.


KNOWLEDGE IS POWER—FOR THOSE WHO HAVE IT


Discussions of U.S. competitiveness always eventually get around to the notion that America has the best universities and the most and best R&D in the world, and that if we just maintain and extend that, everything will be all right. Okay, it’s true that of the world’s top twenty universities, seventeen are generally agreed to be in the United States. That is definitely a huge asset, but not as decisive as you may think. For one thing, it is increasingly the case that at the graduate level these institutions educate as many non-Americans as Americans. The proportion of all U.S. university doctoral degrees awarded to foreign students is now more than 40 percent, up from 35 percent in 1987. In the sciences, math, and engineering, that number is now close to 50 percent for all master’s degrees and more than 50 percent for doctoral degrees. This would not be a matter of much concern if, as in 1987, more than 80 percent of those foreign students remained to work in the United States. But that is no longer the case. Today, more and more return home after receiving their degrees. Now, there is nothing wrong about educating foreign students. Indeed, it has many potential benefits. Nevertheless, the excellence of U.S. higher education is increasingly being used not to underpin the future development of the U.S. economy, but that of other economies.


An important reason for this is that U.S. secondary education is not so great. All the comparative international tests show American students of whatever grade level performing far below the top levels attained typically by such as the Japanese, Koreans, Finns, and French. Particularly disturbing is the fact that U.S. students who score in the respectable 85th percentile in science and in the 55th percentile in math in the fourth grade, have slipped to zero in science and the 10th percentile in math by the time they get to the twelfth grade. Thus, European and Asian students who come to even the best American high schools find themselves from one to two years ahead of their American classmates. But it’s not just that American students are often a bit behind their foreign peers. It is also that they avoid going for degrees in science and math because they know the jobs probably won’t be there. As one Santa Clara University professor told me recently, “Enrollment in engineering is falling by 30 percent a year because the kids have figured out that most of the jobs in those disciplines are going to be in Asia.”
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