The Low-Wage
Challenge to
Global Growth

The Labor Cost-Productivity Imbalance
In Newly Industrialized Counties’

Walter Russall Mead ‘

conomic Policy Institute

P L had LA R TS NCIL DA



The Low-Wage
Challenge to
Global Growth

The Labor Cost-Productivity Imbalance
In Newly Industrialized Countries

Walter Russell Mead

Economic Policv Institute

1730 Rhode Island Ave., N.W. Suite 812, Washington, D.C. 20036
ISBN 0-944826-21-0O




Walter Russell Mead is agraduate of Yale University. A former high
school and college teacher, he is the author of Mortal Splendor: The
American Empire in Transition (Houghton Mifflin, 1987), a Senior
Fellow in International Economics of the World Policy Ingtitute, and a
consultant to the Cuomo Commission on Competitiveness and Trade.
He is a Contributing Editor of New Perspectives Quarterly and his
articles on globa economic issues appear frequently in the Los Angeles
Times, the World Policy Journal, and other periodicals in the United
States and Japan.

Acknowledgements

This paper benefitted from the care and thoughtful attention of many
people. Jeff Faux helped get the project off the ground. Larry Mishel,
Ron Blackwell, and Robert Blecker contributed their time and exper-
tise. Anetta Goelet and Sharon Stout were helpful as researchers. Steve
Beckman, Lou Ferleger, Ray Marshall, Allan Mendelowitz, and Lee
Smith reviewed one or more drafts of the manuscript and provided
helpful comments. Christopher Mead generously allowed me to draw
on his newsletters on international trade. While the author is responsi-
ble for any remaining errors of fact or interpretation, the reader can rest
assured that there would be many more without the generous help of
the above-mentioned colleagues.

Partial support for this project was provided by The Kearny
Foundation.

Design and typesetting:
J. Gibson and Company
Wordscape, Inc.

Copyright © 1990
ECONOMIC POLICY INSTITUTE
1730 Rhode Island Avenue, NW

Suite 812
Washington, DC 20036

ISBN 0-944826-21-O



Table of Contents

EXECUTIVE SUMMARY . . . e 1
INTRODUCTION . . . e 3
THE DEVELOPMENT OF DEVELOPMENT .. ... ... ... .. . . . . i .. 5
GLOBAL INTEGRATION: EMERGING PATTERNS OF PRODUCTION . ... .... 7
WAGES AND PRODUCTIVITY . . . e 14
THE GAP IN THE SOCIAL WAGE AND WORKING CONDITIONS . ......... 22
THE PRODUCTIVITY PROBLEM . . ... e 25
WILL WAGE GROWTH SOLVE THE PROBLEM? .. ...... .. ... .. ... .. .. 27
NO LIMITS TO GROWTH . . . . e, 30
CONCLUSION . . 34
ENDNOTES . ............. L h e e e e e e e e 40

BIBLIOGRAPHY . . 45




Executive Summary

The shift of global manufacturing to low-wage economies has been
the topic of increasingly heated debate in the 1980s. As more develop-
ing countries, sometimes after prodding from the United States and the
international financial ingtitutions, shift to strategies of export-led
growth, the issue will become more important for particular American
industries and for the economy as a whole.

Four propositions have dominated the policy discussions of low-
wage manufacturing in devel oping economies:

m that the relatively low manufacturing wages paid in devel oping econ-
omies reflect the lower levels of productivity achieved by workers in
those countries;

m that competition from low-wage countries plays a relatively small
role in the overal U.S. trade picture;

m that increased rates of productivity growth in the United States can
restore the competitiveness of American-made products vis-a-vis the
products of low-wage foreign labor;

m that the limits of competition from low-wage labor are aready being
reached as a variety of factors-including rising wages in the newly
industrializing countries, increased emphasis on advanced technology
in manufacturing and the adoption of “just in time” inventory
methods-are eroding the advantages of low-wage producers.

This study assembles evidence from a variety of sources that casts
doubt on all four propositions. Among the highlights of its findings:

m  Manufacturing wage differentials between advanced and developing
country economies are substantially greater than productivity differen-
tials. Developing countries enjoy significant unit labor cost advantages
in awide variety of industries. Wage differentials are only the tip of the
iceberg; differentials in fringe benefits and in the “social wage” between
advanced and developing countries are even greater than differentials in
productivity

m  Trade with low-wage manufacturing countries plays a large and
growing role in the overal U.S. trade deficit. During much of the last
decade, low-wage manufacturers have accounted for more of the deteri-
oration in the U.S. balance of trade than has Japan.

m  Productivity growth in developing countries is so rapid, and their
labor cost advantage is so great, that any conceivable increases in
American worker productivity will not close the gap in labor costs in
the foreseeable future. If anything, the gap is likely to widen.

m Far from slowing down, the shift of manufacturing to low-wage sites
seems to be accelerating. Investment data, surveys of attitudes among
corporate executives, and international statistics on output and trade all
confirm the increasing importance of low-wage manufacturing in the
world economy-and in the American trade deficit.

The study concludes that the labor cost advantages of low-wage
producers are likely to result in macroeconomic imbalances between
globa incomes and production capacity. Continued economic growth
in a liberal trading order requires increased consumption and higher
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Continued economic
growth in a liberal
trading order requires
increased consumption
and higher real wages
among the newly produc-
tive workers of the
developing world.

real wages among the newly productive workers of the developing
world. That “balanced growth” of this kind would create new export
markets for industries in the advanced countries while expediting
growth in the developing world seems clear. The alternative—
continued reliance on export-led growth in developing countries and
increasing sentiment for protection in the advanced industrial
companies-serves the interests of no one and exposes all countries to
serious risks.



Introduction

Within the United States, the fear of ever increasing competition from
countries with low wage levels has contributed to growing anxieties
among political leaders and the genera public. It has weakened senti-
ment for free trade and raised basic questions about the future course of
an increasingly deregulated and competitive global economy.

By and large, however, these fears get little sympathy from most
American economists, whose theories deny the possibility that living
standards in one country can be undercut by low wages in a trading
partner. Thus, for example, RobertZ. Lawrence and Robert E. Litan argue
that low-wage competition in foreign countries has had no major impact
on the American economy. Low-wage labor not only is no competitive
threat now; it will not be athreat to American industry in the future.

Since wage levels tend to reflect productivity levels, the truth is
that the United States, like other high-wage countries, can compete
with low-wage countries because its superior productivity com-
pensates for higher wage rates. If developing countries had our
skills, technology, and capital levels, their wages wouldn’t be so
low (Lawrence and Litan, 1987, p. 60).

This view misses a historic shift in the global economy. Technological
change increasingly makes it possible to combine advanced techniques
of manufacturing with wage levels characteristic of the developing
world. Capital-and therefore technology-is mobile today on an inter-
national scale, but labor is not. Capital can move into labor markets with
lower wages, but workers cannot move freely across national bound-
aries to seek work where wage levels are higher.

As we will see in the following pages, the combination of low wages
and capital investment in developing countries creates a new Situation
in the world economy, and poses serious questions for policy makersin
advanced and developing countries aike. The major portion of this
paper shows the nature and the scale of the process now under way.
“The Development of Development” reviews the technological
changes which have made the global workplace possible. “ Globd Inte-
gration” documents the increasing flows of foreign investment into
developing countries and the increasing scale of developing country
manufacturing. It traces the development of increasingly sophisticated
and capita intensive forms of manufacture in developing countries and
documents the impact of these countries on the U.S. balance of trade.

A third section, “ Wages and Productivity,” shows that, contrary to the
view expressed by Lawrence and Litan above, the relationship between
wage and productivity levels around the world is a far from simple one.
As detailed studies of particular industries and companies as well as
national statistics show, wage levels vary significantly more than pro-
ductivity levels around the world, with some developing countries
maintaining significant unit labor cost advantages over developed coun-
tries. These costs are important in heavy industry and high-tech as well
as in traditional light industries; furthermore, the low-wage costs in
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and the loss of export
markets due to sup
pressed demand in
developing countries con-
tributes to glutted world
markets and to political
and economit pressures
against open trade.

construction help improve the competitiveness of developing countries
across the board.

“The Gap in the Social Wage and Working Conditions” marshals the
evidence to show that the gap in total worker compensation between
advanced and developing countries is even greater than data on wages
and salaries suggest. Enormous differentials in fringe benefits, overtime,
and the socia wage increase the extent to which worker compensation
varies more than productivity. The section points to widely accepted
evidence of the systematic use of non-market mechanisms including
repression of workers in violation of internationally recognized worker
rights that help maintain current low-wage structures in some countries,

“The Productivity Problem” argues from the data presented in this
paper that increased productivity by U.S. workers at any redistically
attainable levels cannot reduce the unit labor cost advantages of devel-
oping country producers to any significant degree. The differentials are
too large and, in any case, there is little reason to believe that produc-
tivity enhancing technologies or management techniques will be re-
stricted in their application to the United States. The paper reviews
evidence to support the contrary view that productivity in developing
countries will continue to rise faster than in the United States. “ Wage
Growth No Answer” shows that the current trgjectory of wage growth
in developing countries is not sufficient to reduce these differentials. In
some countries, wages are faling relative to U.S. wages; in other coun-
tries, real wages are rising, but productivity is rising faster. In any case,
workers in labor surplus developing countries are more vulnerable to
economic and political pressures than workers in advanced countries
with traditions of democratic representation and where labor rights are
strongly protected in law.

The closing section of the main body of the paper, “ No Limits to
Growth” shows that neither new technologies nor ‘just in time' inven-
tory control methods can be expected to halt the shift toward produc-
tion in developing countries. A variety of studies and polls of industrial
decision makers are cited to show that the shift toward low-wage
manufacturing is likely to continue well into the future.

The conclusion of this paper puts these findings in the context of
international trade theory and of ongoing policy debates. It is more
speculative and general in nature. It argues that the shift to low-wage
manufacturing abroad and the loss of export markets due to suppressed
demand in developing countries contributes to glutted world markets
and to political and economic pressures against open trade. In develop-
ing strategies to avoid the global consequences of large and persistent
wage differentials between developed and developing nations priority
consideration should be given to the adoption and enforcement to two
elements central to any strategy: 1) international labor standards for the
production of internationally traded goods and 2) a set of international
labor rights-including the prohibition of child labor, a minimum wage
appropriate to a nation’s development and the right of workers to
organize and bargain collectively.



The Development of Development

Significant wage disparities between advanced and developing coun-
tries have existed for many years. Until recently, however, geographic,
economic, legal and socia barriers limited the extent to which workers
in these countries could produce manufactured goods for world mar-
kets. Since the 1950s, these barriers have begun to come down; the
result is a new and more integrated world in which low-wage workers
in an expanding number of developing countries are able to participate
as producers in the world economy As these barriers fall, the differ-
ences between the wage levels in advanced and developing countries
have become a more important factor in the evolving global system of
manufacturing and trade.

Since the 1960s when Telstar, the first primitive communications
satellite, was launched, a global communications industry has trans-
formed the way business is done and has reduced, though not
eliminated, the importance of distance in human affairs. In 1960, aone-
minute telephone call from the United States to South America or to
East Asia cost $4.00. The quality of the connection was unreliable and
long waits for lines were common. In terms of labor cost, the cost of
one minute of telephone time fell from 90 minutes of labor time of an
American production worker to six minutes of his or her time in 1983.’
Singapore has reduced telex and telephone rates to the United States by
amost 70 percent since 1979. Currently, Singapore plans to introduce
toll-free international dialing for major corporate customers with over-
seas headquarters.* Thailand has announced a $120 million fiber optics
project to modernize its communication system, with completion ex-
pected in 1992.3

IN1960, international air travel cost 6.35 cents per mile; in 1982, the
cost was 10.09 cents-a fifty percent reduction in real terms.4 Air travel
was faster in the 1980s than it had been in the 1960s, with more direct
and non-stop flights, faster jets, more first class airports in more destina-
tions, and many more flights scheduled between major cities around
the world.

From FAX machines to improvements in air freight and shipping
techniques and to the 24-hour global deregulated financial markets
which facilitate global production, investment and trade, the world of
the late 1980s is not the same as the world over which Telstar first rose.
Technological change created the conditions for globalization of pro-
duction; social and managerial change made it possible to exploit these
conditions.

These changes have transformed modern industrial devel opment.
The process can be illustrated by the decisions in Korea and Taiwan to
follow Japan’s lead and to make exports of light industrial consumer
goods the starting point of the drive toward industrialization. This
strategy capitalized on the strengths of these countries. low-wage labor
could be deployed in labor-intensive industries that did not require an
enormous initial capital investment, and export earnings could buy
new capital goods to increase the scale of industrial production.5 Man-
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In 1953, most of Taiwans
exports were agri-
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manufactured goods were
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agers and operators learned how to run industrial facilities. Many of
these lessons (including work discipline, inventory control, and cash
management) were transferrable from one industry to another. The
result was the gradual development of the “human infrastructure” that
could support increasingly sophisticated forms of production.

In 1953, most of Taiwan’s exports were agricultural. One crop, sugar,
accounted for 67.1 percent of the total value of exports; rice accounted
for another 10.6 percent. By 1987, manufactured goods were 90.3
percent Of exports and labor intensive industries like textiles and foot-
wear increasingly were being replaced by automotive parts, electrical
appliances, electronics and machinery.®

In 1962, when Korea started export-oriented development, the per
capita income level was close to $100 per year.” By 1988, per capita
income had grown to $2,000. In 1988, exports represented 40 percent
of Gross Domestic Product (GDP) and manufactures represented 95
percent of total exports.® Indeed, agricultural commodities and raw
materials are alarger proportion of America's exports to Korea than of
Korea s exports to the U.S.9

When Korea and Taiwan were getting started, the export of technol-
ogy and the establishment of offshore manufacturing facilities were
risky enterprises for all concerned. An infrastructure had to be built, a
labor force trained. Multinational corporations and the governments of
developing countries had to learn to standardize their relationships and
codify them in law. Joint venture agreements, technology transfers,
profit repatriation regulations and other issues had to be handled.

With the spectacular successes of export-led growth strategies, other
countries began the necessary reforms and restructurings. Companies
gained experience and confidence; moving production offshore be-
came routine. Government and industry studied the successes of the
rapidly developing export-led economies, identified specific policies
that contributed to their success, and both imitated and improved upon
existing models.
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Global Integration: Emerging Patterns
of Production

Developments in communications, technology and management
have created the potential for the spread of industrial production be-
yond the confines of the advanced industrial economies; a review of
investment, production and trade data shows that a group of low-wage
developing countries have made maor quantitative and qualitative
strides in the production of goods for export. Evidence from a variety
of sources confirms that developing exporters of manufacturers are
posting growth rates substantially higher than those of the United States
and, in many cases, higher even than those posted by Japan. Develop-
ing exporters of manufacturers have gained a substantially increased
share of world export markets and they are having a significant and
growing impact on the U.S. balance of trade.

Foreign Direct Investment

Foreign direct investment increasingly is flowing to Third World
countries. In 1962, when Korea was just beginning its turn toward
export-oriented development, the book value of foreign capital stock in
the country stood at $600,000. In 1970, direct foreign investment had
reached $81 million. By 1984, the latest year for which figures are
available, the book value of direct foreign investment was at $1.4
billion.! In the Philippines, foreign direct investment rose from $122
million in 1970 to $2 billion in 1983."" Foreign direct investment in
Singapore rose from $1.7 billion in 1970 to roughly $27 billion in
1984.12

Not only the amount of direct foreign investment in developing
countries increased, but their share increased as well. From 1974 to
1978, the Third World received 31 percent as much foreign investment
as the First World; from 1978 to 1983, developing countries received 50
percent as much foreign capital as the advanced countries. From
1974-78 the Third World (Asia/lPacific, Africa, and the Latin America/
Caribbean region) received 56 percent as much foreign investment as
Europe; in the next five years the total direct foreign investment flow-
ing into these countries was equal to 77.7 percent of Europe’s total.’?
The World Bank estimates that between 25 percent and 30 percent of
the world' s total stock of foreign direct investment is found in the Third
World, and 40 percent of thisis believed to be in manufacturing.!4

Foreign investment is moving into new and more sophisticated in-
dustrial sectors. From 1981 to 1984, foreign investment in the Hong
Kong textile industry fell $4 million, while increasing by $96 million in
electrical equipment manufacturing.'s In Korea, foreign investment also
shifted. Between 1973 and 1983, foreign investment in textiles rose five
percent per year, while in the chemical, transport and mechanica
engineering sectors, growth rates of better than 20 percent were post-
ed.'* By 1990, electronics is expected to overtake textiles as Korea's
largest export earner.

Developing exporters

of manufacturers are
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A new phenomenon has
appeared: outsourcing by
companies based in New-

Iy Industrialized Countries.

Aswagesrise in the countries where industrialization has proceeded
farthest, a new phenomenon has appeared: outsourcing by companies
based in Newly Industrialized Countries (NICs). Hong Kong companies
have responded to the labor shortage in that city by developing plants
in mainland China.'” In 1986, Korean investors established 12 factories
in the Caribbean basin to take advantage of low wages and favorable
terms of entry to the U.S. market. Others are expected to follow.!®

Increasingly, companies seeking to relocate in low-wage countries are
moving in groups, opening industrial parks together and negotiating
jointly with the host government. In some cases, these associations of
companies are from First World countries like Japan, and in others, they
are from Third World countries seeking even lower wage rates than
they can get in their domestic markets.19 A group of up to 40 high-tech
manufacturers from Taiwan plans to set up a high-tech assembly plant in
Thailand 2° A group of 35 Hong Kong semiconductor makers has an-
nounced plans to open a*“Silicon Valley” in mainland China.?!

Manufacturing Production and Exports

The shift in investment has been accompanied by a shift in the
patterns of production. The World Bank identifies a group of countries
caled “developing exporters of manufactures.”?? Since 1965 these
countries experienced faster growth than the industrial market econ-
omies and the overall developing world (Table 1). As a group, these
countries grew faster than Japan.

Table |

Growth Rates By Country Group
Average Annual Growth Rates (Percent)

GDP Industry
1965-80 1980-86 1965-80 1980-86

Industrial

Market Economies 3.6 2.5 3.2 25

Japan 6.3 31 85 50

All Developing

Economies 6.1 3.8 7.2 4.6
Low-Income 4.0 15 75 10.6
China and India 5.3 0.6 8.0 11.3
Other Low-Income 3.1 2.9 4.6 4.2
Middle-Income 6.6 2.3 7.0 2.1

Exporters of
Manufacturers 6.6 6.2 8.9 78

Source: World Bank (1988}, pp. 224-225.

The fast growth of industrial production in certain devel oping coun-
tries has resulted in a significant expansion of their share of globa
industrial production and manufacturing exports (Table 2). For instance,
from 1965 to 1973, the “ middle income” developing countries (a group
larger than devel oping exporters of manufacturers and for whom there
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are export share data) saw their share of total world manufactured
exportsincreased from 5 percent to 8.1 percent. By 1985, they reached
15.3 percent-a more than 300 percent increase.?? Middle-income de-
veloping countries’ share of manufactured exports grew faster than
their share of manufacturing production between 1965 and 1985 (which
rose from 7 to 11.2 percent). Their increased industrial production
therefore has been fueled by their ability to export manufactured
goods. By 1986, the total manufactured exports from middle-income
developing countries were larger than manufactured exports from the
United States ($180.6 versus $162.8 billion).

Table 2

Growth of Manufacturing Export Volume, 1965-87
Average Annual Change in Export Volume (Percent)
1965-73 1973-80 1980-84 1985 1986*

industrial Market
Economies 9.4 5.4 2.5 4.2 1.9

AL Developing
Economies 11.6 13.8 9.5 3.3 49

Low-Income 2.4 8.2 9.6 0.7 15.0
Middle-Income 14.9 14.8 9.4 3.6 3.5

Exporters of
Manufactures 11.6 14.0 10.2 2.0 7.8

*Estimated by World Bonk
Source: World Bonk (1988), p. 191,

Much of the growth in developing country manufactured exports can
be attributed to a few countries. For instance, the seven developing
countries listed in Table 3 accounted for 85 percent of the total growth
of manufactured exports among the category “exporters of manufac-
tures’ and 71 percent of the total growth of manufactured exports from
developing countries as a whole. As Table 3 shows, manufactured
exports from Brazil, Korea, and Taiwan grew more than twice as fast as
those originating from the U.S.

Much of the growth in
developing country manu-
factured exports can be
attributed to a few
countries.



One factor in the growth
of manufacturing in de-
veloping countries has
been the decisions of
U.S.-based multinational
corporations to locate
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Table 3

Selected Countries Manufactured Exports and Growth Rates

Manufactured
Exports Export
(bitlions) (Annual Rates)
1986 1965-86

Industrial Market Economies $1,151.1 13.1%
United States 162.8 1.1
Japan 203.9 16.9
All Developing Economies 214.3 16.9
Exporters of
Manufactures 177.5 17.5
Mexico 4.9 1 6 .5
Brazil 9.1 24.0
Hong Kong 32.6 18.0
Korea 31.9 31.6
Singapore 14.7 204
Toiwan 35.9 28.0
China 20.0 15.3

Source: World Bank (1988),pp.248-249

INn 1965, no developing economies were among the world's top 30
exporters. In 1985, four developing economies (Hong Kong, Korea,
Singapore and Brazil) were among the top 20 exporters. Hong Kong and
Korea exported nearly as much as Sweden and Switzerland.?4

One factor in the growth of manufacturing in developing countries
has been the decisions of U.S.-based multinational corporations to
locate manufacturing facilities in developing economies. Offshore as-
sembly operations have grown from four percent of total U.S. imports
in the early 1960s to amost ten percent more recently.?> Offshore
assembly for export to the US. employs two million people, ten percent
of total U.S. manufacturing employment. The annual output of these
operations increased 50 percent in the 1980s2¢ and now amounts to $15
billion.

Effect on U.S. Manufacturing Trade

Table 4 compares the percentage increases in U.S. manufactured
imports from developed and developing countries between 1980 and
1988. Manufactured imports from developing countries grew 240 per-
cent between 1980 and 1988, two-thirds faster than developed country
manufactured imports. Japanese manufactured imports grew faster than
average but still grew only 70 percent as quickly as manufactured
imports from the Asian NICs.
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Table 4

Increase in U.S. Manufactured Imports by Country and
Region of Origin 1980-1988

Percent Increase

Place of Origin 1980-88
Total World 170
Developed World 143
Jopon 184
EEC 134
Developing World 240
herto 296 Increased manufactured
razl . .
Hong Kong 116 |mp0rtS from the Third
K 386
S?r:gegpore 342 World have played a
Taiwan 262 significant role in the
Chi 915 ; ;
i o deterioration of our man-

ufacturing trade balance.

*Hong Kong, Singapore, Toiwon, ond Korea
Source: Mishel ond Stout (1989), Table 3.

Increased manufactured imports from the Third World have played a
significant role in the deterioration of our manufacturing trade balance.
The developing world accounted for 41.6 percent of the deterioration
in the U.S. balance of trade between 1980 and 1988 (Table 5). In the
most recent years for which figures are available (1985-88), trade with
the developing world was responsible for 80.2 percent of the $17.5
billion deterioration in the manufacturing trade balance.27

Table 5

Share of Difference in U.S. Manufactured Trade Balance,*
By Country and Region

1980-88 1980-85 1985-88
Developed World 54.0% 63.7% -8.0%
Japan 33.3 28.9 64.0
EEC 1b.8 24.1 -34.1
Developing World 41.6 36.2 80.2
Mexico 55 4.6 11.8
Brazil 3.2 3.1 1.2
Hong Kong 2.2 3.9 -4.1
Korea 8.2 - 382
Singapore 2.5 8.2 9.0
Taiwan 8.1 0.1 12.7
China 35 . 27.5
Asian NICs 21.6 16.7 56.0
Manufacturing Trade
Balance™ -5141 .0 -$123.6 -517.5

*Difference in monufocturing trode holonce in each country or region divided by the total difference.
Source: Mishel ond Stout {1989), Table 6.
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Developing countries
have done more than
step up total exports;
they have changed the
type of goods exported.

A particular group of countries (listed in Table 5) were primarily
responsible for the growing manufacturing trade imbalance with devel-
oping countries. From 1985 to 1988, Korea and Taiwan, with half Japan’s
population and one-tenth of its GNP, were responsible for aimost as
much of the deterioration of the U.S. trade balance as Japan was. China
alone was responsible for 27.5 percent.

Upscaling Production

Developing countries have done more than step up total exports,
they have changed the type of goods exported. In 1986, the balance
tipped: developing countries earned more from their exports of manu-
factured goods than from their exports of agricultural goods and min-
ing. Moreover, the share of developing world manufactured goods from
the traditional labor-intensive sector fell from 41.2 percent in 1970 to
33.5 percent in 1984 .28

Table 6 illustrates the changing composition of merchandise exports
from selected countries and from developing exporters of manufac-
tures as awhole. Although patterns vary among countries (in Mexico,
for example the development of its oil industries led to a large increase
in the “fuels, metals and minerals’ category), the overal trend remains
clear: a shift away from raw materials and toward relatively sophisti-
cated manufactured exports.

Table 6
Percentage Share of Merchandise Exports by Sector, 1965 and 1985
Machinery
Fuels, Metals, Other Primary & Transport Textiles
and Minerals Commodities Equipment 8 Clothes

1965 1985 1965 1985 1965 1985 1965 1985
Brazil 9 15 63 44 14 ! 3
Malaysia 35 34 59 39 19 3
Mexico 22 64 62 9 Ib 3 1
Korea 15 4 25 5 36 27 23
Hong Kong 2 2 1 6 24 43 32

oOn W — NN

Exporters of
Manufactures 9 13 40 17 11 23 18 17

Source: World Bank(1987), p. 223.

The trend toward new types of exports shows up in many industries
and countries. For example, the East Asian NICs achieved substantial
gains in the U.S. market for color televisions and related products
between 1985 and 1986, while Japan’s share of this important market
was either stable or shrinking: while Japan’s exports of color TVsto the
U.S. fell 4.4 percent, the NICS posted a 49 percent increase. Exports of
television tubes from the NICs to the U.S. rose 62.7 percent, and VCR
exports rose 39 percent.?® In 1987, Korea became the third country
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after the United States and Japan, to produce one megabyte dynamic
random access memory (DRAM) chips.3

Developing countries are beginning to crack the auto industry mar-
ket, by shipping either completed units or parts. A United States Interna-
tional Trade Commission (USITC) study of competitiveness in the auto
parts industry found 200 firms in Brazil that made automobile parts for
export; they increased their exports from $700 million in 1982 to $1.5
billion in 1986.3! In 1982 Korea built 162,000 vehicles and exported 15
percent. In 1986, it built 601,000 vehicles, more than 50 percent were
exported. Korea' s exports of auto parts rose from $68 million in 1982 to
$247 million in 1986.32 Projections for 1990 show an estimated $650
million worth of auto parts exports.33

Mexico has become a maor producer of auto parts for the interna-
tional market, particularly after Mexico's domestic demand for auto-
mobiles declined in the 1980s. Total production of auto parts fell in
Mexico during the 1980s, but exports increased.* In 1984, Mexico
exported 700,000 automobile engines; within three years, it had the
capacity to export 1.6 million.?s General Motors announced plans to
double its work force of 35,000 in Mexico between 1987 and 1992, even
asit continued to lay off US. workers.?¢ Expansion plans by American
Big Three car makerswill increase Mexico's capacity to export cars to
the American market to 350,000 units by the early 1990s.37 Already,
Chryder Mexico with $1.2 billion in annual exports is that country’s
second-largest exporter, trailing only PEMEX, the state owned oil
company

Taiwan's exports of automobile parts rose 145 percent to $710 million
per year from 1983 to 1986. In 1983, exports represented 48 percent of
Taiwan's auto parts production; in 1986 exports accounted for 92 per-
cent of production.3® Mitsubishi is currently exploring ways to produce
cars for the US. market in Thailand. The cars would be assembled in
Thailand from parts made in Malaysia and the Philippines.39

In other high-tech, growing industries, developing countries have
served notice that they intend to participate in a major way Singapore
makes almost 60 percent of the hard disks used in American computers.
Singapore aready produces one megabyte DRAM computer chips, and
will inaugurate production of state-of-the-art four megabyte chips in
1989.4 Korea and Taiwan have laid the foundations for an export-
oriented fiber optics industry. A joint effort involving Japan,
Singapore, Indonesia and other Asian countries will be producing jets
with a capacity of 75 passengers by the mid-1990s.42 Singapore’ s aircraft
systems and equipment sales have already grown from $23.5 million in
1977 to $397.5 million in 1987 and are expected to pass $500 million in
the 1990s.43 A Taiwanese science park in Hsinchu, opened in 1980,
generated $3 million in exports in its first year.% By 1985, it was
responsible for $350 million of exports with $10 billion projected for
1995.45

13

Developing countries are
beginning to crack the
auto industry market.

In other high-tech, grow-
ing industries, developing
countries have served
notice that they intend

to participate in a

major way.



Low wages in themselves
have little effect on world
trade ... however, ...
the union of low wages
and capital investment
can very quickly create
significant unit labor

cost advantages.

The productivity differen-
tials between industrial
market economies and
developing countries are
significantly smaller than
their wage differentials.

Wages and Productivity

Aggregate shifts in manufacturing production of the magnitudes .
ported above (coupled with the available evidence of shifts to mgre
capital-intensive industries and leading edge technologies) present con _
vincing evidence of sophisticated industrial development in some
developing Third World countries. They, in turn, are beginning to move
production “offshore.”

As noted, some observers argue that high-wage countries can com-
pete with low-wage countries because their superior productivity com-
pensates for higher wage rates.*¢ If so, then the low wages earned by
workers in the developing countries do not provide a competitive
advantage.

Lawrence and Litan are correct to argue that low wages in themselves
have little effect on world trade. It isincorrect, however, to ignore the
fact that the union of low wages and capital investment can very
quickly create significant unit labor cost advantages in developing
countries. As the following section shows, while productivity is lower,
in general, in developing countries than in the United States, the pro-
ductivity differentials between industrial market economies and devel-
oping countries are significantly smaller than their wage differentials.
Unit labor costs (defined as wage costs per unit of output) are therefore
lower in many developing economies than in advanced market econ-
omies. Thisistrue not only for “traditional” labor-intensive industries
like textiles and footwear, but for higher value-added industries as well.
In some cases, relative unit labor cost differentials are greater for high-
tech industries and plants than for traditional industrial sectors.

The Wage Gap

There is no doubt that workers in developing countries are paid far
less than U.S. workers. Bureau of Labor Statistics (BLS) data, for in-
stance, show that hourly compensation costs for workers in major
exporting countries are less than one-fifth of U.S. levels (Table 7).
Furthermore, while wage levelsin some countries rose relative to U.S.
levels, in other countries they fell between 1975 and 1988.

Table 7
Hourly Compensation Costs in Manufacturing as a Percentage
of U.S. costs

1975 1930 1988
Brazil 14 14 il
Hong Kong 12 15 17
Koreo 5 10 18
Mexico 3l 30 12
Singapore 13 15 19
Sri Lonka 4 2 2
Taiwan 6 10 19
United States 100 100 100

Source: Bureau of labor Statistics (1989), p. 3.
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The Productivity Gap

These wage differentials, though large, would not raise issues of
competitiveness if they reflected, as Lawrence and Litan assert that they
do, productivity differentials between workers in different countries. In
such a case, unit labor costs would not vary significantly between
countries and would not be a significant source of competitive advan-
tage in manufacturing. Lawrence and Litan do not bring any evidence
forward to support their view. The evidence we have found, which
includes comparisons at the plant to plant, industry to industry and
sector to sector levels, tells a different story. Productivity differentials
do not fully account for wage differentials in many industries and
countries-far from it. Unit labor costs are significantly lower in a broad
range of industries in a broad range of developing countries than in
either the United States or in other advanced industrial economies.

A study of international labor costs in mens shirts by Dr. Imre
Bernolak for the Asian Productivity Organization illustrates the basic
pattern found not only in textiles, but throughout industry Produc-
tivity is higher in the United States, but not at or even near levels that
offset the wage differential.

Table 8
Comparative labor Costs in Shirt Making
Wage Per Person Minutes Wage Cost Per
Hour Required to Make Men’s Shirt
(SU.S.) One Men’s Shirt ($U.S.)
us. 753 14 1.76
Hong Kong 1.40 20 0.46
sut Koreo 153 2 053

Sri Lanka 0.35 24 0.14
Indio 0.40 23 0.15

Bonglodesh 0.25 25 0.10

Source: Bernolak, unpublished.

American shirtmakers are dightly less than twice as productive as
their colleagues in Bangladesh, but their wages are 17 times as high. To
reduce the labor cost per shirt to the level of the lowest-cost producer—
in this case, Bangladesh-wages in the United States textile industry
would have to fall to $0.45 an hour. Alternatively, to raise productivity
levels high enough to match Bangladesh’s unit labor cost of ten cents
per shirt, American shirtmakers would have to post a 900 percent
productivity gain, reducing the time required per shirt to 1.42 minutes.

A series of studies on international competitiveness by the United
States International Trade Commission has made this point with respect
to a number of industries from food processing to auto parts. Their
study of the textile industry confirms Dr. Bernolak’s observation. While
unit labor costs were higher in Italy and Japan than in the United States,
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The higher productivity

of U.S. workers does not
overcome the disadvan-
tage of higher wage costs
[in steel].

they were 42 percent of U.S. costs in Hong Kong and Korea, 51 percent
in Taiwan, and from 13 percent to 20 percent in mainland China.*’

The situation is not limited to light-assembly industries such as tex-
tiles. U.S. steelworkers are the most productive in the world. In 1987 it
took, on average, 3.4 man hours to produce one metric ton of hot
rolled steel in the United States, 4.0 hours in Canada, 5.4 hours in
Korea, and 5.8 hours in Brazil.*8 Y et wage differentials were so much
greater that unit labor costs in other countries were only a fraction of
the cost here (Table 9).

Table 9

level of Compensation, Productivity and Unit labor Costs
IN Iron and Steel Manufacturing
(Al figures os percentage of U.S. levels)

level of Unit
Compensation Productivity labor Cost

us. 100.0 100.0 100.0
Brazil 10.1 58.6 17.2
Koreo 10.3 63.0 16.3
France 56.2 71.4 76.6
West Germany 68.8 89.5 76.9
Canada 69.0 85.0 81.2
Japan 72.2 87.2 82.8

Source: US. Internotionol Trade Commission (1988b),p.12-9.

Table 10 shows the cost structure of cold rolled steel production by
country. Labor cost differentials account for a significant portion of the
total cost of production, and the higher productivity of U.S. workers
does not overcome the disadvantage of higher wage costs. As Table 10
shows, the labor cost of more-productive U.S. workers is approximately
five times greater than the cost of Korean and Brazilian labor per metric
ton of cold rolled coil.



Table 10

Comparative Operating Costs for Cold Rolled Coil Operations
of Certain Integrated Producers (1985)
(SU.S. per metric ton)

United West South

States Germany Japan Korea Brazil
Labor 129 70 63 25 26
Iron Ore 67 47 44 48 24
Scrap 18 11 0 0 0
Coal of Coke 50 48 52 55 58
Other Energy 24 22 15 24 27
Miscellaneous 115 126 112 us 129
Total Cost 403 324 286 270 274

Source: U.S.International Trade Commission (1988b), p. 5-9.

POSCO’s steel plant in Kwangyang, Korea is considered by many to
be the world’s most advanced steel mill. Workers there earn one-third
the income of Japanese steel workers, and they are more productive.
From 1975 t0 1986, raw steel production per employee rose 38 percent
in Japan, 83 percent in the United States, 76 percent in France-and 266
percent in Korea.49

Not surprisingly, from 1975 to 1986 employment in steel making rose
in Brazil (44 percent) and Korea (97 percent), and fell in the United
States (- 62 percent), France (- 53 percent), Germany ( - 36 percent),
Japan (- 23 percent) and Canada ( - 12 percent).s°

There is no inherent reason why workers and managers in newly
industrializing countries cannot reach the same level of productivity
found in the industrial market economies. A study of 30 plants around
the world owned by a single company using essentially the same
equipment to produce the same types of goods found no significant
difference in the levels of productivity reached in Asian, European, or
North American plants (Mefford, 1986, pp. 63-90).5! The most impor-
tant factor was the quality of management in a given plant, not location,
If management scored well on normal management indicators, produc-
tivity was likely to be high.

A recent case study of automobile engine production in the U.S,,
Mexico, and Canada shows that “sophisticated manufacturing can be
readily transferred to a newly industrializing country in a relatively
short period of time.” Thisfinding is significant because of the econom-
ic importance of the automobile industry and because engine produc-
tion is among the most sophisticated manufacturing processes in the
auto industry

An analysis of plant performance (Table 11) in 1985 shows the Mexi-
can plant performing at 80 percent of the efficiency of the U.S. facility
According to Shaiken,3? on the four most important machining lines—
the head, block, camshaft and crankshaft-the Mexican machine yield
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Wage levels, compared
to productivity levels, are
[systematically and
generally] lower in the
developing world than

in advanced countries.

is 85 percent of that obtained by the U.S. plant. In terms of overall labor
productivity, the Mexican plant is 75 percent as productive asthe U.S.
plant. Yet, Mexican hourly labor costs of $1.50/hour are just six percent
of the $25/hour labor costsin the U.S.

Table 11

Comparative Engine Plant Efficiency
1985 Machine Yield
(U.S. Engine 1985 Aveiage on Each line = 100)

u.s. Canada, V-6
Mexico (as of 7/1 (as of 8/31
(as of 9/30 except except as
or 10/31) as noted) noted)

Machining line

Crankshaft 71 100 81
(108 () (0)

Cylinder Block 94 100 105
(29) (0) (0)

Camshaft 61 100¢ 19
(~6) (1 (-3

Cylinder Head 15 100 107
(26) ) (-4)

Intake

Manifold: 80 100¢ 94
(35) (27) NA

Piston 63 100 104
(45) (4) NA

Unweighted

Average 80 100 95
(21) (8) NA

Average

Weighted by

Capital Cast 81 100 92
(18) () NA

¢ The North American version of this part is machined at @ plant other than the one that makes the rest of the engine.

b Numbers in parentheses indicate the percentage improvement over performance in 1984, to the nearest whole percentage point.
¢ The remaining machining lines are not ordered by value added.

4 Year-to-dote average 05 of November 1, 1985.

Source: Compiled from company figures (Shaiken, 1988, Table 2).

United Nations (UN) data on wages and output53 allow us to compare
labor costs as a percentage of output in developing and developed
countries. The results show systematically and generally that wage
levels, compared to productivity levels (even controlling for industry at
the three-digit level of industria classification), are lower in the devel-
oping world than in advanced countries. Table 12 shows the percentage
of total output represented by wages and salaries in seven countries:
Bangladesh, Chile, the Dominican Republic, West Germany, Japan, Ko-
rea, and the United States.



Table 12

Percentage of Wages in Total Output

Fed.

Dominican  Rep. o f
Industry Bangladesh ~ Chile Republic Germany Japan Korea U.S.
Food Products 6.6% 7.0% 12.1% 9.0% 10.6% 6.1% 9.0%
Beveroges 6.7 9.0 5.3 14.2 5.9 72 12
Tobacco 3.1 2.0 49 4.1 3.0 1.4
Textiles 21.7 12.8 12.9 20.1 17.1 125 19.0
Spinning, Weaving, etc. 22.5 12.7 26.5 17.2 120 199
Wearing  Apporel 1.7 12.5 Ib.7 21.5 26.6 178 22.6
Leather and Products 1.9 7.4 7.0 18.0 Ib.2 88 A1
Footwear 6.5 13.6 13.8 20.5 18.1 155 28
Wood Products 17.2 9.9 44 23.5 17.4 16 196
Furniture, Fixtures 1.9 15.0 18.2 19.7 b5 257
Poper and Products 8.4 5.4 10.8 Ib.3 11.7 79 b4
Pulp, Paper, etc. 8.4 5.0 14.1 13.6 9.3 6.6 16.6
Printing, Publishing 18.2 Ih.7 18.2 28.9 22.6 Ib.7 %51
Industrial Chemicals 5.5 8.2 9.4 Ib.1 71.8 40 113
Basic Exdl Fertilizers 18.3 10.6 11.0 67.9 29 18
Synthetic Resins, etc. 7.1 4.9 1.7 76.8 35 16
Other Chemical Products 11.7 13.6 13.3 10.2 8.6 132
Drugs and Medicines 13.2 19.8 14.5 11.0 10.0 150
Petroleum Refineries .5 1.0 9 1.7 1.1 5 18
Petroleum, Coal Products 3 8.6 4.6 4.2 91
Rubber Products 15.1 9.9 14.5 24.2 17.2 159 238
Plastic Products N.E.C. 10.7 10.9 13.8 22.0 13.9 95 201
Pottery, China, etc. 12.4 19.2 32.3 39.6 24.9 259 325
Gloss and Products 9.6 12.2 18.2 25.2 14.5 125 21
Non-metal Products N.E.C. 4.7 9.3 11.0 22.9 15.4 97 192
Iron and Steel 8.5 8.7 7.6 19.7 10.1 53 209
Non-ferrous Metals 2.7 1.5 14.8 9.2 79 155
Metal Products 10.8 12.6 9.5 26.3 18.9 156 230
Machinery N.E.C. 9.9 33.9 9.7 26.2 Ib.7 13.9 23.7
Office, Computing, etc. 29.1 10.7 122 198
Electrical Machinery 7.0 18.9 9.6 25.4 13.2 9.7 252
Radio, Television, etc. 13.2 10.5 20.5 1.9 81 274
Tronsport Equipment 12.3 11.2 21.2 1.1 10.9 18.4
Shipbuilding, Repair 18.3 22.8 24.8 17.1
Motor Vehicles 7.7 6.6 10.1 196 326
Professional Goods 15.6 6.4 29.8 19.1 4.8 239
Other Industries 3.4 18.8 5.9 25.7 Ib.3 18.2 21.9
Manufacturing 10.5 7.0 9.7 19.1 12.9 91 174

Source: Handbook of Industriol Statistics

In general, these data paint a remarkably consistent picture. Germany
spends the highest percentage of total output on wages and salaries-19
percent. It is followed by the United States at 17 percent, Japan at
dightly under 13 percent, while the developing economies come in
anywhere from 10.51 percent in the case of Bangladesh to 7.04 percent
in the case of Chile.

The percentage of output going to labor costs in Bangladesh-and
probably in other developing countries also-is arguably overstated
because output is usually measured in these tables in producer prices.
In the case of Third World based producers who sell their products to
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If output were priced

at developed world
destination prices, the
percentage of labor costs
as a share of output in
developing countries
would be even smaller.

an international marketer or multinational, producer prices are held
disproportionately low. Herman Starobin testified to the Senate Finance
Committee that in Bangladesh a local plant was paid the equivalent of
$2.25 per shirt, but the shirt was packaged with a price tag of $16
reflecting its ultimate market price in the United States.>® Similarly,
subcontractors in developing countries receive low producers’ prices
for goods whose ultimate destination will be the marketplace of the
advanced countries. If output were priced at developed world destina-
tion prices, the percentage of labor costs as a share of output in
developing countries would be even smaller, and the differentials in
such shares between developing and developed countries would be
even greater.

Other researchers have also pointed out a large unit labor cost gap.
Former U.S. Secretary of Labor Ray Marshall found that in 1980 wages
in the developing countries of the Southern Hemisphere were 25 per-
cent of the wages in the advanced North, while southern productivity
was 65 percent of northern levels. The result was that unit labor costs in
the South were only 63 percent of those in the North.>

Table 13

Korean Manufacturing Compensation, Output and Unit Labor Costs
Relative to the U.S.

Compensation Output Unit
Per Hour* Per Hour** Labor Costs

1987 12.6% 21.2% 46.5%
1986 10.5 24.2 43.1
1985 10.1 23.0 44.6
1984 10.2 20.7 49.1
1983 9.9 17.6 56.6
1982 9.7 17.9 54.2
1981 9.8 19.0 51.7
1980 10.3 16.0 63.9
1979 11.8 15.3 75.9
1978 9.7 13.3 73.2
1977 7.8 10.8 73.5
1976 6.4 9.1 68.9
1975 53 12.4 44.1

* = current U.S. dollars
** = 1980 U.S. dollars
Source: Hooper and Larin (1989), pp. 10, 15, 17.
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A recent study by Federal Reserve Board economists Peter Hooper
and Kathryn Larin®*® demonstrates the competitive advantage of Korean
manufacturing in terms of unit labor costs (Table 13). Even though
Korean productivity (output per hour) in 1987 was just 27 percent of
that of the U.S., Korean unit labor costs were less than half that of U.S.
manufacturing because of the enormous gap in compensation levels
between the two countries. Moreover, despite the fact that Korean
compensation has grown more rapidly than US. compensation in the
1980s, the Korean unit labor cost advantage has expanded tremen-

dously because Korea's explosive productivity growth has far outpaced
that of the U.S. The Korean unit labor

cost advantage has ex-
panded tremendously
because Korea’ explosive
productivity growth has
far outpaced that of

the U.S.
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Benefit levels in these
Asian countries are sub-
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The Gap in the Social Wage and Working
Collditions

The statistics on wages, striking as they are, do not fully describe the
differences in compensation between workers in the advanced coun-
tries and those in the developing world. A study for an association of
German employers compared direct and indirect wages in West Ger-
many and eight East Asian producers (Table 14). The non-salary hourly
costs were significantly lower in both real terms and as a percentage of
hourly wages in the devel oping countries.

Table 14
Comparative labor Costs in Nine Countries

Normal Hours Paid Hourly Benefits
Work Week  Worked Days Wage As Y%age

(In Hours) Per Year 0ff {In DM) 0f Hourly Wage
Germany 40 1635 41 15.25 19.0%
Singapore 44 2100 21 371 52.0%
Mdaysa 48 2280 24 2.90 30.0%
Indonesia 40 NA 22 0.55 30.0%
Thailand 48 2290 25 0.95 20.0%
Philippines 40 2360 20 0.97 25.0%
Hong Kong 48 2350 20 2.95 20.0%
South Korea 48 2290 3l 2.81 29.0%
Taiwon 48 2330 21 4,00 18.0%

Source: Salawsky (1986), p. 3.

Even if wage levels were comparable (and they are not), benefit
levels, measured as a percentage of hourly wages in gross terms, in
these Asian countries are substantially lower. The effect is to exacerbate
the difference in unit labor cost.

In addition to direct wages, benefits and direct payroll taxes (such as
Socia Security in the United States), governments supply benefits to
their citizens and finance these benefits through taxes. While it is
difficult to quantify the cost of the “social wage” for individual employ-
ers, the order-of-magnitude differences between the social wage levels
in various countries are strikingly large.

One indication is the large gap in social spending. Clearly, high-
income countries can afford to spend more per citizen than low-income
countries. However, the percentage of GDP spent by government on
social services tends to be lower in developing than in developed
countries. Table 15 compares both per capita spending and the percent-
age of GDP spent by central governments on housing, welfare and
other social spending in eight countries.
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Table 15

Central Government Social Spending

GNP Social Spending As:

Per Copito

(S us) Shore of GNP Per Copito
Indonesia § 530 0.3 § 2
Thoilond 800 46 37
Turkey 1080 36 39
Brazil 1640 6.9 113
Mexico 2080 3.0 62
Koreo 2150 6.7 144
Singapore 7420 6.5 402
West Germony 10,940 15.5 1696
Sweden 11,890 233 2770
United Stotes™ 16,690 1.7 1285

*Spending on Housing, Welfore, ond Social Security in 1985.
Source; World Bonk (1987}, pp.222-223 and 266-267

There are enormous and disproportionate differences between social
services available to citizens of different countries. Comprehensive
studies show large, systematic differentials in such matters as unemploy-
ment compensation, worker’s compensation in the event of injury, and
soon.57 In 1988, for example, Korea enacted its first national pension
plan, a program comparable to U.S. Social Security, though not as
generous. Under the plan, the first workers to be covered are those who
retire in 2008.

Workers in developing countries are denied benefits taken for
granted in the advanced countries. 7he Economist magazine stated
Korea's prosperity “has been built, in away that Victorian England’'s
Mayhew could recognize, on human suffering.” The fatality rate in
industrial accidents is three times the level prevailing in the United
States, and three percent of industrial workers are injured on the job
each year.

The former CEO of RCA, with almost 10,000 manufacturing employ-
ees in Taiwan, has described the system that induced RCA to transfer
increasing amounts of manufacturing to Taiwan:

Y oung girls on the farms and in the barrios are willing, and indeed
anxious, to come to the factories; to live at the factories in dormito-
ries; to spend four, five, six years there at the cash wage of sixty to
seventy cents an hour; to get their food at the factory cafeterias; to
get their entertainment and their education there, such asit is; to go
home very seldom because of the lack of transportation facilities;
to save their money; and then at the end of six years, to go back to
their villages with their dowries. There is no comparable system in
the state of Indiana.58
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Human rights groups,
journalists, and trade
unionists, have docu-
mented widespread,
systematic violations of
internationally recognized
worker rights in develop-
ing countries.

Hours are longer, and holidays fewer in developing countries. In
Korea, some factory workers average two days off per month. In Sri
Lanka, the “normal” work year in the textile industry has 292 working
days (compared to 245 in the United States and 208 in Belgium); the
overtime premium is 5 percent of hourly pay, compared to 50 percent
in the United States. In Taiwan, there are 312 working days in the
working year. The normal work week has 48 hours and overtime
premiums, when paid at al, are 26 percent for week day overtime.59

In Thailand, children from agricultural areas are recruited by employ-
ment agents who make advance payment to their families and these
children end up working in factories and brothels where, according to
many observers, their low pay has little to do with classic market
mechanisms. In Morocco, children as young as seven years old work in
oriental carpet factories where their small fingers are better able to tie
the thousands of knots required for these expensive, highly prized
pieces. Their pay is based on illegal labor contracts which bind them to
an adult supervisor.®

Human rights groups, journalists, and trade unionists, have docu-
mented widespread, systematic violations of internationally recognized
worker rights in developing countries.® The Wall Sreet Journal has
placed the number of trade unionists killed in El Salvador between 1979
and 1981 at 5,000.¢2 It would come as a surprise to many workers in
developing countries that learned American economists attribute their
low wages simply to low skill, technology and capital levels.
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The Productivity Problem

Productivity doesn't compensate for these differentials in wages and
working conditions and increases in labor productivity by themselves
are unlikely to remedy the weakened competitive position of industry
in the United States and other high wage countries in the future.
Developing countries have posted continuously higher productivity
gains than the United States, and they are likely to do so for the
foreseeable future.

The rate of productivity increase in Third World manufacturing
depends largely on the rate of application of known managerial and
industrial techniques. RCA’s former CEO Terry Bradshaw emphasizes
that his company’s expansion to Taiwan has developed through tech-
nology transfer:

We used to think that the nation that had the technology had all
the advantages, but technology is extremely easy to transfer ...
and the proof isthat of RCA’s almost 10,000 employeesin Taiwan,
there are only 17 Americans, and they are liaison. All the rest are
Taiwanese.%

In software development, it is also possible to rely on indigenous
talent. In 1988, Nixdorf Computer of West Germany opened software
development facilities in Malaysia. The plant employs three software
speciaists sent from West Germany and between 50 and 100 locally-
trained engineers. Salary costs for graduate software engineersin Malay-
siaare 20 percent of West German levels, and the Malaysian plant is only
the first in what Nixdorf expects will be a series of Asian software
development facilities?

Advanced industrial economies can make some gains by modernizing
their plants, but because their level of industrial development is higher,
there are not so many gains to be made. Productivity increases in the
advanced countries will be determined by the pace of technological
change, while the developing countries can employ both the changes in
new technologies and the increasing application of existing technolo-
gies to speed their growth.

The United States has had a hard time sustaining rapid productivity
growth in the last generation. From 1960 to 1973, U.S. productivity in
manufacturing rose at an average annual rate of 3.2 percent, far less than
the 10.3 percent achieved by Japan, 5.8 percent in Germany, the 6.4
percent in France and Italy, and the 4.3 percent posted by Britain.
During the 1970s, productivity growth in American manufacturing fell,
asit did in most countries. Still, the manufacturing falloff in the U.S. was
greater, with the U.S. achieving just 0.9 percent growth compared to the
410 6 percent manufacturing productivity of our major competitors
and even less than the 1.2 percent growth in an anemic Britain. U.S.
productivity picked up some in the 1980s but still lagged far behind that
of other industrial nations. The 2.6 percent manufacturing productivity
growth in the U.S. since 1979 matches that of Germany but is far less
than the 4 to 6 percent growth in Italy, France, Britain, and Japan.s
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Industrializing countries
can make swift progress
by applying known tech-

niques to a production
process.

Any significant advances
in productivity that ap
pear in the developed
economies are like to
move rapidly to the de-
veloping ones today.

Industrializing countries can make swift progress by applying known
techniques to a production process. According to a Japanese study, in
1958 the United States was more productive than Japan in each of 60
industrial categories studied. 1n1963 Japan had achieved superiority in
one of the 60; in 1967, in 4, and in 1972, 16.6

In manufacturing generally, productivity increased twice as fast in the
Asian developing countries as in the developed economies through the
1980s.97 In the textile industry, productivity increased roughly twice as
fast in the developing countries as in the advanced market economiesin
the 1980s.% From 1952 to 1985, for example, manufacturing produc-
tivity increased in Taiwan at an annual average rate of seven percent.69
From 1975 to 1985, manufacturing productivity in Taiwan rose 237
percent, with the highest rates of increase in industries like electric and
electronic machinery (316 percent), industrial chemicals (375 percent)
and precision machinery (788 percent).”

From 1975 to 1985, manufacturing productivity rose 216 percent in
Singapore.” From 1963 to 1982, overall productivity in Korea grew at
an average annual rate of 5.3 percent.”? Korean labor productivity in
manufacturing nearly doubled between 1980 and 1986, rising 94 per-
cent and achieving an annual average rate of growth of 11.7 percent.”
There are no reasons to expect Korean productivity growth to slow to
American levels, or American levels to accelerate to Korea' s in the near
future.

If anything, Korean productivity growth is likely to accelerate. Ko-
rean spending on research and development is expected to grow from
today’s two percent of GNP to five percent in 2001. The current figures
for Japan and the United States are three percent. Currently, Korea
graduates 32,000 applied science students each year. To keep Korean
scientists happy and to encourage Koreans with U.S. training to return,
the government has established 16 research institutes where American
level salaries are paid.

Even if productivity growth in the developed economies began to

“outstrip the pace of the developing world, low-wage competition

would remain an important factor. Any significant advances in produc-
tivity that appear in the developed economies are like to move rapidly
to the developing ones today This s particularly true given the global
presence of major manufacturing companies. Such corporations are a
principal source of research and productivity improvements; any com-
pany developing a new, productivity enhancing technology will wish to
use this technology in its own production facilities regardless of their
location.
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Will Wage Growth Solve the Problem?

If productivity growth in the United States cannot close the unit labor
cost gap with developing countries, it remains to ask whether wage
growth in developing countries will equalize unit labor costs. If wages
rise faster than productivity in developing countries, then their unit
labor costs would rise to levels closer to those prevailing in the United
States, and the competitive advantage currently enjoyed by low-wage
producers would disappear.

In Table 7 above, we saw some evidence of increasing wages in
developing countries. While the evidence was mixed, with wages fall-
ing relative to those in the United States in Mexico and Brazil, East Asian
countries including Singapore and Korea showed healthy wage hikes.

World Bank data comparing earnings and output per employeetell a
different, and less hopeful story about East Asian manufacturing (Table
16).7% While the available data over the last 20 years show increased
earnings almost everywhere in East Asia, only in Singapore did employ-
ee earnings rise significantly faster than output per employee. In Malay-
Sia, earnings rose marginally faster than output (by 0.05 percent per
year) and elsewhere, unit labor costs were falling, even where earnings
rose.

Table 16

Real Output and Earnings Growth Per Employee in Manufacturing

Rates of Growth:
Output Per Earnings Per
Country Employee Employee

Bangladesh -0.04% -0.59%
Indonesia 9.20 7.08
Korea 9.11 7.48
Malaysia 2.71 2.75
Philippines 1.25 -1.43
Singapore 2.17 5.18
Thailand 5.77 4.45

Source: World Bonk, World Deta Tubles, 1988-89 Edition

The evidence from Latin America is mixed. In Argentina, output rose
from 2.2 percent per year from 1971 to 1985, while earnings rose only
4.9 percent. asimilar pattern is found in Brazil: earnings there rose 4.2
percent per year from 1967 to 1985 while output per employee only
achieved an annual growth rate of 1.4 percent. In Mexico, however,
output per employee rose 2.2 percent per year from 1967 to 1985, and
earnings fell by .5 percent per year during that period. It is likely that
figures for real earnings per employee for Argentina and Brazil declined
from 1985 to the present, while output continued to rise.

If we look beyond the manufacturing sector, we find an even bleaker
picture in developing countries. According to a study by the ILO, red
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Restraining domestic
consumption supports
growth in exports.

wages were faling in 22 of 37 countries in Asia, Latin America and
Africaduring the 1970s. In the 1980s, real wages were faling in 23 of
the countries.”s

World Bank figures show that from 1965 to 1987, private consump-
tion as a percentage of GDP fell in many developing countries-and it
tended to fal faster in rapidly growing economies.” Thus in the stag-
nant or declining low and middle income countries of Sub-Saharan
Africa, Latin America, and the Caribbean, the share of private consump-
tion held relatively steady This was also true among the highly indebt-
ed economies. The fall in the share of private consumption in GDP was
most marked in the dynamic region of East Asia, where it fell from 63
percent of GDP in 1965 to 53 percent in 1987.

The data show that the fall in the share of domestic consumption is
related to increases in the size of exports of goods and nonfactor
services as a percentage of GDP during the same period.

Table 17

Consumption and Exports as Percentage of GDP
Net Change 1965-1987

Increase Increase
(Decrease) in (Decrease) in
Consumption as Exports as
Percentage Of GDP Percentage Of GDP

Bangladesh 7 (4)
Indonesia (26) pal
Korea (31 36
Malaysia (14) 22
Philippines 6 6
Singapore (32) NA
Thailand (10) 14
Argentina 15 2
Brazil {2) I
Mexico (2) (1)
low and Middle
Income Countries
by Region:

Sub-Sohoran Africa (1) 2

East Asia {10) 23

South Asia {8) 2

Latin America &

Caribbean 0 (1)
17 Highly Indebted 0 !

Source: World Bank (1989}, pp.180-181

Despite a range of variation these figures tend to support the idea
that success in restraining domestic consumption supports growth in
exports and it would seem that developing countries which permit
wages to grow near or above the rate of output growth per employee
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are unlikely to succeed on world markets. They will lose their competi-
tive advantage to other countries which are keeping unit labor costs
under control.

The evidence, then, appears to indicate that unit labor costs in
developing countries have not risen and will not rise sufficiently to
diminish their competitive advantage compared to the advanced indus-
trial economies.

Thereis, however, a certain amount of evidence to support the idea
that wage levels in the advanced countries are moving down to close
the gap. Table 18 shows that earnings per manufacturing employee in a
group of advanced countries has been rising more slowly than output in
the last twenty years.

Table 18

Earnings and Output in Manufacturing Annual Growth Rates77

Rate of Growth:
Output Per Earnings Per
Employee Employee

Canada 4.29% 2.40%
Germany 4.93 3.41
Italy 4.78 3.52
Japan 7.39 3.09
United States 3.85 0.29

Source: World Bonk Dato Tobles 1988-89 Edition

International competitive pressures appear more likely to depress
unit labor costs and therefore incomes in advanced countries rather
than to permit the extremely rapid growth in developing country wages
that could close the cost gap from the other side.
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Surveys of manufacturers
in the United States and
Japan have not shown
much evidence of a

slo wdown in plans to
outsource production.

No Limits to Growth

Complacency over the future of competition from low-wage devel-
oping economies also rests on a belief that there are certain inherent
limits to the effectiveness of low-wage labor and to global assembly
Some point to the wider adoption of Japanese “just in time” inventory
methods which, they believe, will place a premium on keeping sup-
pliers close to the points of final assembly. Others have cited the trend
toward computerized, totally-automated assembly systems and argue
that the unskilled labor that was typically farmed out to developing
countries will be eliminated. Others point to rising unit labor costs in
the “Four Tigers’ and suggest that as these rise, the cost advantage of
overseas production will wither away However, the evidence does not
support these hopeful conjectures.

Surveys of manufacturers in the United States and Japan have not
shown much evidence of a slowdown in plans to outsource produc-
tion. In both countries, manufacturers are less interested in outsourcing
to high-wage countries, and more interested in locating in low-wage
economies.

A 1987 survey of 200 senior U.S. manufacturing executives in 200
large and medium sized manufacturing companies found that 69 per-
cent of the companies had one or more offshore manufacturing sites,
30 percent of the sample had from one to three sites; 39 percent had
more than three.”® From 1980 to 1987, the share of companies outsourc-
ing less than 25 percent of their total manufacturing declined from 65
percent to 56 percent. Fifty-four percent of the executives surveyed
believed that there would be more offshore manufacturing in 1992 than
in 1987, and only 19 percent believed there would be less. One-fourth
of these executives said that moving production offshore was always a
factor in their planning, and 44 percent identified labor cost and avail-
ability as key factorsin closing plant sites? Most existing offshore sites
for these companies were located in the high-wage countries, but low-
wage countries dominate the list of attractive sites for the 1990s. Table
19 shows this shift.
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Greot Britain
W. Germany
Other Western Europe
Canada
Japan
Australia and

New Zealand
Mexico
Other South America
Taiwan
South Korea
Philippines
China
Malaysia/Singapore
Others
Other Asia

Changes in Offshore Site Preference

Table 19

% of Companies

With 1er more

Sites in Country
In 1987~

36
23
41
33
12

[ d
—— N O O OO

Blanks indicate location wos not listed separately in the relevont survey
source: Hort (1987), pp. 4, 5, 19.

% of Companies

Identifying Country
As Desirable Site for

1990s”

7
4
9

I

22
17
13
23

In a 1987 survey of the investment plans of 688 Japanese firms, 297
announced plans to build one or more factories offshore. While both
the United States and the EEC were named as future sites by a large
number of companies, the overwhelming majority of new plants will be

set up in low-wage countries.8

Table 20

Investment Plans of 279 Japanese Firms

Country

Thailand

us.

China

Taiwan
Malaysia, Philippines,
and Indonesia
EEC

South Korea
Hong Kong
Singapore
Latin  America

Number of
Companies
Selecting

97
97
94
72

50
45
44
20
20
16

(Figures include multiple listings by firms planning more thon one offshore site.)

Source: Jopon Chino Association on Economy ond Trade.®!

31

The overwhelming major-
ity of new [offshore]
plants will be set up in
low-wage countries.



The belief that Japanese

methods of inventory
control will slow the off-
shore siting of industrial
facilities is unsupported.

The belief that intensified
automation will bring the
factories back home is
also unfounded.

In the last two years, Japanese companies have built 30 plantsin the
magquiladora zone immediately south of the U.S. border, where they
have achieved higher rates of productivity than American maquiladora
facilities. A Sanyo Vice President commented, “If you read the press
releases of Japanese firms, they now talk about commitments to manu-
facturing in *North America rather than the United States.”**

Figures from Thailand’s Board of Investment, the agency charged
with approving applications from foreigners to invest in Thailand,
illustrate the acceleration of offshore siting and foreign investment
(Table 21). The number of applications rose by 313 percent; the value by
256 percent.

Table 21

Investment Applications to the Thailand Board of Investment
(values of projects include local participation;
numbers in million baht: 1 SU.S. = approximately 25 bhant.)

Country of

Origin 1986 Applications 1987 Applications
Nug;per Volue Number Value

Japan 35 14,729.0 204 47,704.6
Taiwan 2,869.5 178 14,658.1
Europe 42 16,292.0 158 33,131.2
us. 23 14,096.3 47 20,504.0
Hong Kong 7 2,005.9 24 7,043.9
Australia 10 587.4 36 7,387.9
Singapore 399.0 605.7
Malaysia 9 494.2 13 586.0
Totals 204 51.473.0 638 131,621 4

Source: Christopher Mead, Southeast Asia High Jech Review (1988), pp. 5-6

The belief that Japanese methods of inventory control will slow the
offshore siting of industria facilities is unsupported. And even if such a
trend were to develop, it might accelerate the movement of factories to
overseas locations near Southeast Asia. For example, Control Data
assembles hard disk drives in Singapore, and is considering moving its
assembly of thin film heads for hard disks from the United States to
more convenient sitesin Malaysia*3

The belief that intensified automation will bring the factories back
home is a'so unfounded. Susan Walsh Sanderson compared the cost of
using high-tech (including roboticized) assembly in the United States to
the cost of using low-wage labor in Mexico and Singapore.8¢ It was
cheaper to use low-tech assembly in Mexico than high-technology
technigques in the United States. For factories with an annual output of
more than 310,000 units, high-tech U.S. assembly was more economical
than low-tech assembly in Singapore. However, Sanderson notes, there
is nothing to stop the construction of high-technology factories outside
the United States combining the advantages of automated production
and low wages. With the concentration of electronics manufacturing in
East Asia, such a plant would enjoy significant advantages (proximity to
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suppliers and customers) over a high-tech plant located in the United
States.

It is often cheaper to build new high-tech facilities in Third World
countries. Construction workers, engineers and other employees are
paid at lower wage rates than in high-wage countries. The fully comput-
erized POSCO stedl plant at Kwangyang was built at a cost of $360 per
metric ton of capacity; the “ world price’” for each metric ton of new
capacity is estimated at $1,500.85 The Kwangyang plant is not simply an
asset to Korea' s stedl export industry Domestically, Kwangyang delivers
steel at $320 per ton for cold rolled steel-the lowest price anywherein
the world 8¢ All other products and factories made in Korea incorporat-
ing steel have a significant cost advantage. Only 25 percent of POSCO’s
output goes directly for export, but much of the rest supports the
production of other goods for export.
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The shift of production to
low- wage labor markets
is likely to persist into
the foreseeable future.

The traditional theory of
International trade ...
holds that higher produc-
tivity will soon be offset
by higher wages and that
across-the-board differ-
ences in unit labor costs
between countries cannot
persist.

Conclusion

The evidence presented above paints a dramatic picture about recent
developments in world trade. The shift of manufacturing into low-wage
countries does not appear, as many have claimed, to be either atrivial or
a short-term feature of the world economy. We have shown that unit
labor costs in manufacturing are significantly lower in some developing
countries than in advanced ones, that few if any industries appear
exempt from the pull of low-wage production facilities, that low-wage
manufacturing is having a measurable, significant and growing impact
on the U.S. balance of trade and that the shift of production to low-
wage labor marketsis likely to persist into the foreseeable future.

The concluding section of this paper examines what our findings
mean both in the light of the traditional theory of international trade,
which at first sight our data appear to contradict, and in the implications
our findings have for the future of the world economy We also indicate,
a least in general terms, what responses from policy makers make
sense in the light of the data presented above.

We believe that the debate over development and trade policy needs
to be broadened and, while we acknowledge that some of the views
presented below may be speculative and controversial, we put them
forward in the hope of stimulating further investigation of the complex
issues involved.

The remainder of the paper summarizes our conclusions in terms of
four propositions and their meaning.

Unit Labor Costs and The Theory of Trade

m  The persistence of significant across the board unit labor cost differ-
entials between countries is not, as many argue, irreconcilable with the
widely accepted and traditional theory of international trade.

We began our discussion with a citation from Lawrence and Litan
maintaining that persistent unit labor cost differentials of the type we
have found are theoreticaly impossible. When Lawrence and Litan
argue that international wages and productivity must be closely related,
they are on solid ground from the standpoint of the traditional theory
of international trade. This theory holds that higher productivity will
soon be offset by higher wages and that across-the-board differences in
unit labor costs between countries cannot persist.8?

We are not suggesting that the traditional theory of international
trade be scrapped, or that it has no application to present circum-
stances. But the size and persistence of unit labor costs differentials
between the advanced and developing countries require an explana-
tion. In our view thisliesin the relationship of national labor markets to
international trade, and if we are correct, then there is little prospect for
the short-term equalization of unit labor costs around the world as the
result of market forces.

The traditional theory of international trade holds that while across-
the-board unit labor costs cannot persist between countries, different
unit labor costs for particular products can persist and, indeed, these
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differences serve as a basis for the comparative advantages that drive
international trade.

The route by which the traditional theory gets from persistent unit
labor cost differentials in particular products to a persistent unit labor
cost equilibrium between national economies taken as a whole is de-
ceptively smple: it takes the average level of productivity in each
country and argues that this determines the average wage level. If a
nation’s average wage level is too high for its average productivity,
demand for its products-and therefore for its workers-will fall, and
wages will decline towards the equilibrium level. If its average wage
level istoo low, then demand for its products will increase to such an
extent that new employment opportunities will create a demand for
labor sufficient to pull its wage level up to the equilibrium point.

This application of the traditional theory does not take sufficient
account of an important difference between advanced and developing
economies.?® Developing economies are known to be “dua econ-
omies.” That is, a low-productivity “traditional sector” exists side by
side with a higher productivity “ modern sector.”® The low-wage, low
productivity traditional sector is associated with surplus labor, and this
labor surplus holds down wages in the higher productivity modern
sector of developing economies.

A casual reading of traditional trade theory would tell us that the dual
nature of developing countries should not produce persistent unit labor
cost differentials. The equalization of labor costs would take placein all
internationally traded goods regardless of whether those goods were
produced in the modern or the traditional sector. However, thereis an
additional complicating factor. Most traditional sector products—
handicrafts, services, etc.-are domestically consumed and not interna-
tionally traded. That a shoe shine in Rio is cheap by international
standards does not contribute to an increase in international demand
for Brazilian shoe polishers; dull shod U.S. businessmen do not ship
their footgear to Rio. The incomes of Rio’s shoe shine boys remain low
and continue to depress the wages of Brazilian workers who do pro-
duce goods for the international market.

If, as the evidence suggests, developing countries have larger tradi-
tional sectors than developed ones, and if the traditional sectors pro-
duce goods disproportionately for the domestic market, then we have a
theoretical base for the picture that the facts suggest: that there are
enduring across the board unit labor cost differentials between ad-
vanced and developing countries.

Unit Labor Cost Differentials Are Here for the Long Term

m  Market forces, left to themselves, will only eliminate existing dis-
parities in unit labor costs over a period to be measured in decades or
centuries.

Traditional trade theory maintains, and we agree, that in the long run
wage and productivity levels will tend to equalize around the world. At
some point, the traditional sectors of developing economies would be
absorbed into the modern sector-as has aready happened in today’s
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themselves, will only
eliminate existing dis-
parities in unit labor
costs over a period to
be measured in decades
or centuries.

Progress toward stable,
democratic and peaceful
regimes in developing
countries may depend on
the ability of these coun-
tries to move smoothly
and expeditiously from
a low productivity, low-
wage economy to a high
productivity, high- wage
environment.

advanced countries. This is, however, likely to be a very long term
process. Billions of people in Asia, Africa, and Latin America continue
to subsist in the traditional sector. Even on the most optimistic assump-
tions, it will be a matter of decades and possibly centuries before these
people or their grandchildren can be absorbed into the modern sector
of the economy.

In the meantime, we can expect the surplus labor of the traditional
sector to exert a continuing downward pressure on global wages. Such
pressures will be felt not only by high-wage advanced countries, but
also by successful NICs. Countries like South Korea, where substantial
elements of the traditional sector have been absorbed into the modern
sector, and where there are strong pressures on wages to rise to global
levels, face competition from other countries with larger traditional
sectors. This competitive pressure affects Korean wages in two ways:
the lower wages available abroad shift investment away from Korea,
diminishing the demand for Korean labor and therefore weakening the
economic pressures for higher wages in Korea, while policymakers see
aneed to maintain the institutional and informal structures in place that,
in the past, have limited the bargaining ability of Korean labor.

In addition to the economic consequences of this situation, there are
political and socia consequences to be considered. Industrialization in
what are now the advanced countries was originally a time of labor
exploitation and socia conflict. Many observers, including many non-
Marxists, predicted that such conflict would escalate as the process of
industrialization continued. The ability of the economic system to
deliver an improving standard of living to working people meant that
these societies were able to overcome their socia conflicts and achieve
anew balance.

If competition from lower wage, less developed countries should
impair the abilities of countries like South Koreato achieve the social
conditions characteristic of advanced industrial economies, we could
well see their histories take a less fortunate turn. In most Western
countries the achievement of stable democratic regimes was the prod-
uct of long and bitter struggles during which the outcome was by no
means certain. Progress toward stable, democratic and peaceful regimes
in developing countries may depend on the ability of these countries to
move smoothly and expeditiously from a low productivity, low-wage
economy to a high productivity, high-wage environment.

The Economic Consequences of the Disparities

B In the meantime, the economic consequences of unit labor cost
disparities will be serious for both developed and developing econ-
omies without an appropriate response from policymakers.

We believe that the long-term persistence of these unit labor cost
differentials will have a profound and dangerous effect on the world
economy. On the one hand, they will distort investment and trade
flows. Too much manufacturing will move away from high-wage coun-
tries, leading to unacceptable balance of trade problems for countries
that keep their markets open to manufactured products from low unit
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labor cost countries. More ominoudly still, the effect of low-wage
manufacturing on global purchasing power is likely to present serious
obstacles to global economic performance.

International trade theory holds that free trade between countries
will lead to the most efficient utilization of resources and maximize the
incomes of all participantsin the system. If one country suffers from a
chronic balance of payment deficit, its currency or its wage levels will
fall until its goods are once again competitive in world markets, and its
trade accounts are rebalanced. Indeed, something very like this hap-
pened in the 1980s as the dollar fell against European currencies and
our trade with Europe moved toward balance.

But when, as in the case of developing countries, there are long-term
factors militating against trade adjustment, the process of balancing
trade is more complicated. Our trade with developing countriesis likely
to prove resistant to conventional remedies and it is far from clear that
market forces, left to themselves, would bring about an optimal use of
resources as long as developing country wages remain stuck at low
levels.

Persistent differentials in unit labor cost levels, and a continuing drag
on modern sector wages from the traditional sector of the world econ-
omy raise an additional specter: international economic stagnation.

If workers in the engine plant in Mexico studied by Shaiken and
Herzenberg earn only a fraction of the wages of Ford workers in
Detroit, but produce essentially as many engines as the Detroiters, then
potentially we have a problem that Henry Ford would understand: too
many Fords, not enough customers.

Furthermore, to the extent that low wages in developing countries
slow the rise of wages and employment in advanced countries, then the
danger of international economic stagnation grows.

The Need For International Trade and Development Policy
m A coordinated, international effort to overcome the problems associ-
ated with low-wage production is required to defend the system of
open trade which, overall, best serves the interests of both developing
and developed nations.

We have ‘made the broad case for a new international trade and
development policy in other forums.® Essentially, we have argued that
low wages in developing countries contribute to a weakness of global
demand and that this weakness in turn undermines political support for
the multilateral free trade system and creates difficult obstacles for the
GATT process of reducing barriers to trade. The increasing reliance on
export-led growth strategies by developing countries without compen-
sating policies to maintain global demand is in our view generating
pressures that ultimately will close the markets on which export-
oriented economies depend.

Here we would like simply to draw attention to two elementsin this
trade and development approach that have particular bearing on the
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guestion of unit labor cost disparities. the general question of interna-
tional production standards for internationally traded goods and the
specific question of international labor rights in developing economies.

We have argued in the past that the adoption of generally accepted
international standards of production for internationally traded goods
IS a necessary component of realistic strategies to reduce barriers to
trade. As the experience of the European Community attests, greater
economic integration requires increasing regulatory coordination
among the economies involved. Progress along these lines will be an
essential component of further trade liberalization initiatives.

The findings presented above strengthen the case for internationally
agreed upon labor standards in the production of goods for internation-
a trade. While no absolute separation of the traditional and domes-
ticaly oriented sector from the modern, international sector of a
developing economy is either possible or desireable, the extent to
which international production standards can be applied to the produc-
tion of traded goods is the extent to which market mechanisms will be
free to bring about the optimal use of resources.

Regulations on standards for the relation of wages to productivity,
workplace safety, social insurance, and similar concerns will contribute
to trade liberalization and can be linked to the reduction of barriersin
industries critical to the growth of developing economies. The aterna
tive, unfortunately, would almost inevitably be a greater reliance on
protection on the part of advanced economies with correspondingly
fewer opportunities for growth in the developing world.

The question of the defense of international labor rights assumes a
similar importance in the light of our findings. The phrase “internation-
al labor rights” refers to worker rights recognized in international law,
whether in widely ratified conventions of the International Labour
Organization or in such statements as the Universal Declaration of
Human Rights. As was the case until recently for many of the human
rights ostensibly recognized in and protected by international law,
worker rights have been the object of more lip service than of serious
enforcement.

There are signs that this neglect is ending. The United States Congress
has shown new interest in the subject, requiring the State Department
to include worker rights in its surveys of human rights around the
world. The observance of certain key worker rights has been made a
condition for the receipt of certain bilateral trade privileges and foreign
ad.

Beyond the United States, international worker rights have also been
the object of renewed and sympathetic attention. In the European
community, the question of the social component of European integra-
tion has moved to the center stage. In developing countries the eco-
nomic benefits of worker rights are becoming more widely
appreciated. The former finance minister of South Korea, for example,
has written of the importance of higher wages and improved labor-
management relations as not merely a political necessity, but as an
important element in Korea's continued growth.s"
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A greater observance in the modern sector of developing economies
of the principle internationally recognized worker rights-the prohibi-
tion of child labor, the adoption of a minimum wage appropriate to a
nation’s level of development, the right of workers to organize and to
bargain collectively-would help limit the trade-distorting effects of
their traditional sectors. Strong and free trade union movements in
developing countries would serve, in our view, as an important element
of a stable international trading regime.

Overdl, we believe that continued economic growth in a liberal
trading order requires increased consumption and higher real wages
among the newly productive workers of the developing world. That
“balanced growth” of this kind would create new export markets for
industries in the advanced countries while expediting growth in the
developing world seems clear. The alternative-continued reliance on
export-led growth in developing countries and increasing sentiment for
protection in the advanced industrial companies-serves the interests
of no one and exposes all countries to serious risks.
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