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The California Supreme Court
recently wrote the epilogue of the hit

“Friends” television series. Plaintiff
Amaani Lyle, hired as a writers’ assistant
on the show, alleged that the use of sexu-
al jokes, stories, comments and expres-
sive gestures by the show’s writers
constituted sexual harassment. In a
unanimous decision, the seven justice of
the Supreme Court rejected Lyle's claim
against Warner Bros. Television
Production, and writers and producers
of “Friends,” ruling that because the
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alleged conduct was not directed at or
about the plaintiff, the conduct did not
viclate California law." It is not the use of
sexual speech that is prohibited by state
and federal employment laws, the Court
explained, but speech and conduct that
is directed at an employee or group of
emplovees because of their gender.” With
its ruling, the Supreme Court brought
California law into line with decisions
interpreting Title VII of the Civil Rights
Act of 1964.°
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The outsourcing, or “offshoring,” of
American technology and service jobs has
become a hotly debated topic over the
past five years. California’s large concen-
tration of technology jobs makes the
issue particularly relevant here. Is out-
sourcing good or bad for California?

This article begins by reviewing why
the outsourcing of service jobs has
emerged in recent years. The economic
consequences of outsourcing are then
explained. The final section concludes that
outsourcing is beneficial to our economy,

WHY OUTSOURCING NOW?

Many hail the globalization of the
world economy as the beginning of a new
era. However, the United States was near-
ly as integrated into the world economy
over 100 years ago. Merchandise exports
were eight percent of our economy in the
year 2000, while they were approximately
seven percent of our economy during the
late 19th century.' We are not in a new era
of globalization; what has changed is the
composition of what is traded interna-
tionally. Merchandise imports and
exports still account for most of the
United State’s international trade, but the
service industry trade has increased sub-
stantially. In 1970, service exports
accounted for less than one percent of
our economy; by 2000, they accounted
for over three percent of it.? Even this
number understates our true level of
international trade in services since com-
panies oftentimes make direct invest-
ments abroad (and foreign companies
here) and provide services on sight.
United States’ direct investment abroad
increased from six percent of our econo-
my in 1960 to 20 percent by 1996, while
foreign investment in the U.S. increased
to 16 percent of our economy, up from
one percent.’ Changes in technology, cap-
ital mobility, and the external environ-
ment are the three main factors that
account for the increasing role services
play in international trade.

Many services have traditionally
required face-to-face interaction. Changes
in technology have helped lessen the need
for physical proximity in services trade.
The wide spread use of computers,
increased broadband data capacity, and
lower international calling rates have all
made it easier to perform services from
abroad. It is no longer necessary for the
person who reads and diagnoses your x-ray
to be at the same location. Today, the same
x-ray can be sent to a technician halfway
around the world instantaneously, and a
diagnosis can be returned just as fast.
Technical support for products and other
call-in centers are now operated from
abroad due to low international calling
rates. Computers and high-speed networks
have allowed more marketing, product
design, and software development to be
done abroad and sent back to the U.S.

Technology alone doesn’t account
for the rise of outsourcing. Capital must
be free to move between countries so that
investments can be made to establish sup-
porting infrastructure, such as software
development facilities and call-in centers.
Under the Bretton Woods system of fixed
exchange rates, which emerged shortly
after World War II and lasted until the
early 1970s, many countries put restraints
on capital mobility. Since the end of
Bretton Woods, capital has flowed more
freely, allowing more investments to be
undersaken which support the outsourc-
ing of service and technology jobs.

Finally, improvements in the external
environment have played a major role in
promoting outsourcing from the United
States. Companies generally do not make
the investments that promote outsourc-
ing in countries that lack secure property
rights and the enforcement of contracts,
or in countries with high rates of taxa-
tion, inflation, and excessive business reg-
ulation. All of these conditions generally
can be thought of as decreasing economic
freedom. The Economic Freedom of the
World Annual Report ranks countries

based on how they perform on these
measures. From 1980 through 2003 they
find that the overall level of economic
freedom around the world has increased
by 25 percent.’ This improvement in poli-
cies around the world has increased the
attractiveness of starting business ven-
tures in other countries,

Although manufacturing outsourc-
ing can occur in many countries around
the world where there are low-cost and
low-skilled workers, the outsourcing of
technology and service jobs generally
requires a better educated workforce and
often the ability to speak English. Ireland
and India, two well-educated and English
speaking countries, have been extremely
successful in attracting U.S. outsourcing
of technology and services. It is no coinci-
dence that this pair has also made dra-
matic improvements in their respective
economic policies,

After achieving independence,
India’s economic policies were heavily
influenced by socialist planning ideology.
Some reforms were initiated in the 1980s
but the majority of India’s reforms
stemmed from a financial crisis the coun-
try faced in 1991. Fortunately for India,
its reforms coincided with the rise of
technology that made the outsourcing of
service and technology jobs to India pos-
sible. India increased its economic free-
dom score by over 30 percent between
1990 and 2003. Far from the top of the
list, it currently ranks as the 65th freest
country in the world. However, the free-
dom to trade internationally has been
one of the biggest areas of improvement
in India. Telecommunications have bene-
fited from decreased regulation, while the
software industry emerged after, and
independent of, the industrial licensing
system in India. Thus, the sectors in India
that benefit most from U.S. outsourcing
can be traced to India’s greatest advances
in economic freedom over the last decade
and a half’

continued on page 25
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Ireland was in the economic backwa-
ter of Europe for much of the 20th centu-
ry and, like India, experienced a fiscal
crisis that initiated a wave of economic
reforms. The reforms slashed government
spending, eliminated fiscal deficits, con-
trolled inflation and cut taxes. As a result,
Ireland increased its economic freedom
score by 30 percent from 1985 to 1995
and became the 5th freest economy in the
world. The result was dramatic economic
growth for much of the 1990s and large
scale investment by many U.S, firms who
located financial, technology, and back
office processing jobs in Ireland. By 1994,
America already had $10 billion ($3,000
per Irish citizen) invested in Ireland.®

It is no accident that outsourcing of
U.S. service and technology jobs expand-
ed throughout the 1990s and into this
century. The rise of outsourcing was
caused by improvements in technology,
freer capital mobility, and improvements
in economic policies in other countries.
These forces combined to create the out-
sourcing observable in the Bay Area’s
technology sector. The next section ana-
lyzes outsourcing’s effect on the well-
being of the American population.

ECONOMIC IMPACT OF OUTSOURCING

When jobs that were performed in
the United States move abroad, American
workers get laid off and businesses close.
These easily visible costs of outsourcing
lead many Amerijcans to believe that out-
sourcing is bad for our economy. The
benefits we get from outsourcing are less
direct and often go unseen. While some
individual workers are made worse off
when their jobs are outsourced, once the
benefits are accounted for, the U.S, econ-
omy, on net, gains from the outsourcing
of jobs,

The first crucial point to recognize is
that there is not a fixed number or distri-
bution of jobs in our economy. Jobs are
constantly created and destroyed. When
figures of job creation are released to the
general public, the number of “jobs creat-
ed” is the amount of jobs created on net.
Creating 10,000 new jobs can involve the
generation of 100,000 new positions and

the removal of 90,000 existing positions.
Overall, total civilian employment and
the size of the U.S. labor force have
tracked each other fairly closely over the
last 60 years.” When we have extra work-
ers, we create more jobs to help satisfy
consumers’ demand for goods and servic-
3. The massive entry of women into the
work force in the post-World War IT years
did not create any long-term increases in
unemployment. Instead, mare jobs were
created. The same is true when workers
become available because their jobs were
cutsourced—other jobs are created for
them. Outsourcing does not change the
total quantity of jobs in the U.S. It
changes the composition of those jobs.

Is the change in the mix of jobs desiz-
able? jobs are outsourced when foreign
workers can complete a given job more
cost effectively than U.S. workers. It's
obvious that companies outsource the
jobs to increase their profits. To under-
stand the economic significance of what
it means when a foreign worker can more
cast effectively complete a job, one must
understand how wages are determined,

In a competitive labor market, the
maximum that any worker can earn is the
marginal productivity of their labor. In
other words, the upper limit of a worker’s
wage is the amount they contribute to
their employer’s profits. Employers, of
course, want to pay as little as possible for
labor, The lowest wage a worker will
accept is what he could earn in his next
best alternative employment. Therefore,
the actual wage a worker receives will be
in between these two limits.

Thus, when a service or technology
job is outsourced to a foreign worker for a
lower wage it reflects one of two things, or
both: their marginal productivity of labor
is lower, and thus can not command as
high of a wage, and/or their next best
alternative employment is less appealing
than the alternative to for the U.S, worker.
The gains to society from outsourcing
stem from differences in the next best
alternative employment of workers. The
work that could be done in this alternative
employment is the cost to society of hav-
ing a worker perform a particular job.
Assume that the alternative to working at
a call-in center in India is the relatively
unproductive job of hand weaving; the
alternative to working in a call-in center in
the U.S. is being a receptionist at another

company and that the cost adjusted value
each call center provides are equal. If the
call-in center is located in the U.S.,
Americans get call-in center services and
can trade for a few hand woven garments,
If the call-in center is located in India, U.S,
society gets call-in center services and the
services of the receptionist. Either way, the
call-in center services are provided. The
crucial question—the one of economic
efficiency—is which is more valuable: the
hand woven garments or the services of a
receptionist? The market answers this
question through competitive labor mar-
kets. In this example, since the Indian
worker would not earn much in hand
weaving, the lower bound of their wage
would be much lower than what the U.S.
worker could earn as a receptionist,
Therefore, because the company could get
the call-in center job performed at a lower
wage in India, the firm would be led by
the market’s invisible hand to outsource
the call-in center position to India. Society
would benefit from the creation of a larg-
er total economic pie by having both call-
in center services and a receptionist,
because these services are more valuable
than call-in center services and hand
woven garments,

Though a simple example, it illus-
trates a powerful economic concept—the
law of comparative advantage. When
countries specialize and produce what
they are relatively more efficient at pro-
ducing (i.e., have a comparative advantage
in), both countries gain by having a larger
total amount of goods and services. The
economics of the outsourcing of services
and technology jobs is not different than
the economics of outsourcing manufac-
taring jobs. Since Adam Smith wrote the
Wealth of Nations over 200 years ago, there
has been widespread consensus among
economists that countries are better off by
specializing and freely trading with other
nations. In a recent survey of members of
the American Economics Association,
economists were more strongly opposed
to the imposition of tariffs to protect
American industries than any of the other
17 policy questions surveyed.

Unfortunately, the benefits of foreign
trade are often harder to observe than the
costs of it—namely, the workers who
become temporarily unemployed because
of it. It is hard to identify exactly which
jobs were created because international
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trade freed up U.S. labor and which jobs
were created in our economy for any of a
multitude of other reasons. Sorting out
exactly which jobs stem from our out-
sourcing of other jobs is not possible.
That these jobs are difficult to observe
should not diminish the fact that they are
no less real than any other job created in
our economy.

Although not all domestic jobs creat-
ed by our own outsourcing are identifi-
able, some are. Jobs that are “insourced”
to the United States from foreign coun-
tries and jobs in companies that export
products overseas are a direct result of
our own outsourcing. One of the first les-
sons taught in international economics is
that “exports are the price you pay for
imports.” When we export some jobs
overseas through outsourcing, other jobs
are created in the United States because
foreign workers use their earnings to buy
American-made products and services, or
to make investments back into the U.S.
economy. California, and the San
Francisco Bay Area in particular, benefit
from this process. Bay Area manufactur-
ers derive almost 60 percent of their rev-
enue from foreign sales. Due to the Bay's
Area’s high technology, California leads
the nation in “insourced” jobs—over

State Bar

700,000 employees in the state work for
subsidiaries of foreign corporations.
According to a study by the Bay Area
Economic Forum, the San Francisco Bay
Area has more foreign-owned research
and development facilities than other
region or even State in the U.S. The Bay
Area’s share of employment devoted to
R&D positions, at 6%, is two and a half
times that of the United States as a
whole.” If some of our technical support
services and back office processing jobs
were not outsourced overseas a smaller
share of our labor force would be avail-
able to focus in R&D. Ametica’s outsourc-
ing of jobs and importing of products
enables foreigners to demand our prod-
ucts and make investments within the
United States. Policies attempting to limit
outsourcing would have the detrimental
effect of limiting “insourcing” as well.

CONCLUSION

The outsourcing of U.S, service and
technology jobs is not something to fear.
The economics of outsourcing is not dif-
ferent than the economics of internation-
al trade in traditional manufacturing
sectors, In services and technology, as
well as manufacturing, the U.S, benefits
when it is open to international trade.
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Our total number of jobs is unaffected,
and our mix of jobs changes to better
reflect what we more efficiently produce.
In the process, the standard of living in
the United States improves. =
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