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Myths and Realities of U.S. Competitiveness

PauL A. KRugMAN

Most discussion of U.S. competitiveness misstates the
problem, focusing on the trade deficit and on fears that an
economy whose productivity lags that of its rivals will face
economic disaster. In fact, strong automatic forces ensure
that the U.S. economy will remain in business and indeed
roughly balance its trade even if its productivity perfor-
mance is dismal. The real issue is the effect of internation-
al competition on the mix of goods that the U.S. economy
produces. In some industries high productivity is an effect
as well as a cause of international competitiveness. There
is an intellectually respectable but politically problematic
case for government action to create or preserve advan-
tage in such industries.

ignored by the U.S. public. Today, however, concern about

international competitiveness pops up in virtually every
policy discussion—whether the subject is education, the budget
deficit, or pollution control. Unpopular measures are defended on
the grounds that they will make our economy more competitive, and
popular initiatives are opposed because they are alleged to threaten
our competitive position.

The roots of public concern over the competitive position of the
United States are obvious. International trade has become increas-
ingly important to the U.S. economy: imports are three times as
high a share of national income as they were a generation ago. At the
same time, U.S. economic pre-eminence in the world has visibly
declined: U.S. national income, once larger than that of the rest of
the world’s market economies combined, is now less than 30% of
the total; U.S. leadership in advanced technology, once nearly total,
has been challenged in a variety of areas; what was once an
overwhelming U.S. productivity advantage over other industrial
countries has given way to a rough parity, at least in manufacturing,
with clear U.S. inferiority in some sectors.

In spite of nearly universal concern over competitiveness, howev-
er, there is surprisingly little coherent discussion of what “compet-
itiveness” means. It is probably fair to say that most people who use
the term think of a country as being like a business and of
international trade as being like business competition writ large. In
the business world, of course, competitiveness has a clear meaning:
a firm that is uncompetitive—that is, which fails to offer a product
as good as its rivals, or to keep its cost low enough—will lose market
share and eventually go out of business. In fact, however, a country
is not much like a business. Indeed, trade between countries is so
much unlike competition between businesses that many economists
regard the word “competitiveness,” when applied to countries, as so
misleading as to be essentially meaningless.

g GENERATION AGO, INTERNATIONAL TRADE WAS LARGELY
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Yet people who worry about U.S. competitiveness are not
inventing their concerns out of thin air. They are responding to a
perception that the United States has actually been losing something
important in the process of international competition. And while the
crude view that sees a country as being just like a business is wrong,
the view that failure to cope with international competition can
sometimes be injurious to a country’s economic health is right.

My purpose in this article, is to offer a clarification of the issue of
international competitiveness. First, I attempt to dispel some
“myths” about competitiveness—that is, some widely held ideas that
grow out of the false analogy between a country and a business.
Then, I turn to the “realities” of competitiveness—the sources of
valid concern.

Myths of Competitiveness

The issue of competitiveness is often presented in apocalyptic
terms: If America does not shape up to cope with international
competition, it will face some kind of economic catastrophe. This
extreme view grows out of a false analogy between nations and
businesses. A useful way to point up what is wrong with this
analogy is by a simple thought experiment.

Imagine first a world in which labor productivity around the
world grows at an annual rate of 1%, both in the United States and
abroad. It would seem reasonable to suppose in that case that living
standards, real wages, and so on would rise by about 1% per year
everywhere.

Now suppose that U.S. productivity were to continue its 1%
growth rate, but that productivity growth in other countries were to
accelerate, say to 4% annually. What would happen to the welfare of
U.S. residents as a result?

To many people it would seem obvious that the United States
would be in serious trouble. After all, a firm whose productivity lags
behind its rivals will find itself losing markets, forced to lay off
workers, and eventually driven out of business. Won’t the same
happen to a nation?

The answer is “No.” International competition does not put
countries out of business. There are strong equilibrating forces that
normally ensure that any country remains able to sell a range of
goods in world markets, and to balance its trade on average over the
long run, even if its productivity, technology, and product-quality
are inferior to those of other nations. And even countries that are
clearly inferior in productivity to their trading partners are normally
made better, not worse, off by international trade.

The classic analysis of the equilibrating forces in international
trade is more than two centuries old. David Hume (1), living in a
world in which precious metals were still the principal medium of
exchange, pointed out that a country that had for some reason
become uncompetitive, and as a result was importing more than it
exported, would suffer a steady drain of gold and silver coins. This
fall in the money supply, however, would lead to a fall in the level of
prices and wages in that country; eventually goods and labor would
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become sufficiently cheap in the deficit nation that its goods would
again become attractive to buyers, and the trade deficit would be
corrected.

In the modern world the adjustment process is more complex and
less automatic. In a world of national currencies no longer backed by
gold, deficit countries usually adjust by depreciating their currencies
rather than by letting wages and prices fall. Also, international
capital movements have as their counterpart trade imbalances: A
country that is able to attract an inflow of foreign capital will (as a
matter of sheer accounting identity) also run a trade deficit, whereas
a country that is exporting capital will run a surplus. Nonetheless,
over the long term, major industrial countries show a strong
tendency toward equality of imports and exports, regardless of their
productivity and technological performance. Table 1 shows the
balance on current account (a broad definition of trade in goods and
services) of the three major industrial countries as a percentage of
their national incomes for selected time periods. The average
imbalances over the long term are quite small. During the mid-
1980s large imbalances emerged, attributed by many economists to
the unprecedented U.S. budget deficit and other special factors. By
early 1991 about half of this divergence had again been eliminated
(due in large part to a sharp rise of the dollar value of the yen and
the mark), and the United States in particular was experiencing a
broad-based export recovery.

Suppose that a country lags behind other nations in productivity.
The equilibrating forces first noticed by Hume ensure that it will
nonetheless be able to find a range of goods and services to export.
But what will it export? The answer, pointed out by David Ricardo
(2) in 1817, is that a country whose productivity lags that of its
trading partners in all or almost all industries will export those goods
in which its productivity disadvantage is smallest. In the standard
terminology of international economics, a country will always find a
range of goods in which it has a “comparative advantage” even if
there are no goods in which it has an “absolute advantage.”

The classic empirical example of the principle of comparative
advantage at work comes from the early post-war comparison of
Britain and the United States (3). At that time, British productivity
was far less than that of the United States—Ilabor productivity in
manufacturing was below U.S. levels in all major industries, and on
average was less than half of the United States. The British economy,
however, was much more dependent on foreign trade, and therefore
was obliged to generate approximately the same dollar value of
export earnings. If one looks at the comparative pattern of exports,
one sees a clear picture of comparative advantage at work. Figure 1,
plotted from data for a set of 22 industries, shows that there is a
clear-cut association between relative productivity and relative ex-
ports. U.S. productivity was higher in all cases; but only in
industries in which U.S. productivity was more than about 2.5 times
U.K. productivity did the United States have larger exports. That is,
Britain did not have an absolute advantage in anything, but it had a
comparative advantage in those goods in which its productivity
exceeded 40% of the U.S. level.

Britain’s ability to outsell the United States in industries in which

Table 1. Long-run self-correction of payments imbalances (10). Figures
for 1991 are estimated.

Current account balances (% of GNP)

Country
1960-88 1987 1991
United States -0.2 -3.6 -17
Japan 1.0 3.6 1.8
Germany 1.1 4.1 2.3
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Fig. 1 Relations be-
tween U.S. and U.K.
productivity and ex- B
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its productivity was inferior depended, of course, on the fact that
British workers were paid less than U.S. workers—a pay differential
that was greatly widened by the 1949 devaluation of the pound
from $4.80 to $2.80. A common reaction to this observation, and to
such events as the recovery of U.S. exports that followed the decline
in the dollar between 1985 and 1988, is that coping with interna-
tional competition by lowering relative wages must lower a coun-
try’s living standards. Ricardo’s 1817 discussion of comparative
advantage showed, however, that trade between two nations ordi-
narily raises the standard of living of both, even if one must compete
on the basis of low wages.

We may see this point with a hypothetical example, similar to one
introduced by Ricardo. Imagine a world in which the United States
and Britain are the only trading countries and that there are only two
goods, wool and aircraft. Suppose also that labor is the only input into
production, and that U.S. labor is more productive than British in
both. The U.S. advantage is, however, much more pronounced in
aircraft. Table 2 illustrates a hypothetical set of productivity numbers.

Clearly, if these two countries are going to be able to sell goods to
each other, the U.S. wage rate must be at least 1.5 times that of
Britain—otherwise both goods would be cheaper to produce in
America—but no more than 6 times as high. The actual wage rate
would depend on demand conditions and the relative size of the
economies, but let us simply suppose that the relative wage rate is 3.
At that wage rate, wool would be cheaper to produce in Britain,
which would therefore export it, whereas aircraft would be cheaper
to produce in the United States. If prices are proportional to labor
cost, one unit of wool, which requires one-half unit of British labor,
would trade for one unit of aircraft, which requires one-sixth unit of
the more expensive U.S. labor.

Now we ask, “Is Britain better or worse off trading with the United
States, on the basis of a wage rate only one-thirdas high, than it would
be in the absence of trade?” The answer is that it is better off. In the
absence of trade, it would take one unit of British labor to produce one
unit of aircraft. By trading with America, Britain can acquire an
aircraft by trading a unit of wool for it, which requires the use of only
one-half unit of labor. That is, the opportunity to trade with America
raises the purchasing power of British labor (4).

This is a grossly simplified example, but it makes a crucial point.
A country that is less productive than its trading partners across the
board will be forced to compete on the basis of low wages rather
than superior productivity. But it will not suffer catastrophe, and
indeed will normally still benefit from international trade. The point
is that international trade, unlike competition among businesses for
a limited market, is not a zero-sum game in which one nation’s gain
is another’s loss. It is a positive-sum game, which is why the word
“competitiveness” can be dangerously misleading when applied to
international trade.
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