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LETTER OF TRANSMITTAL

JUNE 1, 1984,
To the Members of the Joint Economic Committee:

I am pleased to transmit a staff study entitled “Industrial Policy
Movement in the United States: Is It the Answer?” The study was
prepared by Dr. Robert Premus, Economist, and Dr. Charles H.
Bradford, Senior Economist and Assistant Director of the Joint -
Eccnomic Committee staff.

Over the past three years, there has arisen in the United States
an’ extensive and somewhat emotional debate on the issue of “In-
dustrial Policy,” a term with a variety of definitions.

Proponents argue that there has been a serious erosion in the
vigor and competitive ability of U.S. industry. The government
must undertake some form of centralized planning and resource
reallocation to promote industrial development. Opponents argue
that U.S. industrial performance is not as bad as proponents be-
lieve. What problems do exist can best be handled through macro-
economic policies to encourage capital formation, technological
progress, and human resource development, and by promoting com-
petitive markets at home and abroad. '

This study draws upon testimony provided by experts who ap-
peared before the Joint Economic Committee at six hearings on in-
dustrial policy held in the summer and fall of 1983. It also draws
upon the testimony of experts in other Congressional hearings, as
well as on voluminous professional literature on the subject.

Congressman Daniel E. Lungren and his Assistant Mark Kro-
toski reviewed the entire study and made extensive and valuable
contributions. Alexis Stungevicius, Greg Ankenman, and Karl snow
provided assistance in preparing some of the initial manuscript. The
authors were aided by Carole Geagley and Jennifer Kusel who typed
the manuscript. The views expressed herein are those of the authors,
and do not necessarily represent the views of the Joint Economic
Committee or its Members.

Sincerely,
RoGEr W. JEPSEN,
Chairman, Joint Economic Committee.
I



FOREWORD

By Representative Daniel E. Lungren

Advocates of industrial policy claim that the American economy
is in deep trouble because it suffers from major structural deficien-
cies. The emergence of big government, big unions, and big busi-
ness has allegedly created institutional rigidities that keep re-
sources from flowing to their most productive uses. This is the ex-
planation given by industrial policy advocates for low U.S. produc-
tivity growth and what they perceive to be a loss in long-term U.S.
competitiveness.

The only way out of the current presumed economic malaise is to
extend the level and scope of government into the private sector,
according to industrial policy advocates who envision a new role
for government in the American economy. Under most industrial
policy plans, the power and scope of government would be extended
to deal with industry problems. In particular, government loans,
loan guarantees, quotas, tariffs, regulatory practices, tax policy,
and other legislative actions would be made available to govern-
ment planners as bargaining chips in restructuring negotiations
with industry and unions.

Thus the industrial policy solution is to overcome the perceived
institutional gridlock by extending to government the resources
and power to package deals with industry and labor. Industry
would be given government aid in exchange for promises to under-
take structural changes. Labor would be given education, training,
and salary guarantees to gain their support for industry plans. Un-
fortunately, the result would be more government money for big
business and big labor and less money for the taxpayers and small
entrepreneurs of America. Nevertheless, the industrial policy advo-
cates are confident that a government directed industrial policy
would result in a more efficient national industrial structure and
higher long-term economic growth.

The overriding conclusion to come out of the several hearings
which the Joint Economic Committee held last year, and upon
which many of the findings and recommendations in this report
are based, was the absence of strong support for any such industri-
al policy.

Advocates of industrial policy like to talk about achieving con-
sensus. If there was major consensus reached by the panel of econo-
mists, academicians and public policy analysts testifying before the
Joint Economic Committee—witnesses who spanned the political
spectrum—it was, first, against the creation of an industrial bank
and, second, opposed to the formulation of some industrial policy
council. Because of the scant demonstration of analytic support, it
appears that the rationalé for an industrial policy is primarily
political, rather than economic.

W)



VI

This Report finds that the industrial policy approach suffers
from several major contradictions and incurable deficiencies. Al-
though its advocates deny that they wish to impose central plan-
ning on the American economy, without central planning industri-
al policy would be impossible. Industrial policy would vest in a
small group of elite decisionmakers the authority to intervene in
market allocation decisions. Without a central plan, this group
would lack the necessary criteria for making nonmarket decisions.

While the industrial policy advocates claim that a new panel is
needed to coordinate government policy, they have never been able
to demonstrate—and I doubt that it can be shown—that ‘“the best
and the brightest”” are in Washington and that they can do a better
job of making the economic decisions affecting our lives. Such a
presumption on the ability of a select panel also implies that agree-
ment can be reached on policies which would make the major
structural changes occurring in the economy less disruptive. Sena-
tor William Proxmire, a former chairman and current member of
the Joint Economic Committee, was prescient about the results of
proposals which take decisions away - from the marketplace. He
noted in the Congressional Clearinghouse on the Future, “Reindus-
trialization of America: Choosing an Industrial Strategy for the
80s,” October 1, 1980, “Money will go where the political power is;
it will go where unions are mobilized, where mayors and governors,
representatives and senators have the power to push it. Anybody
who thinks that the government resources will be allocated on the
basis of merit hasn’t been in Washington very long.” !

Also, the claim of industrial policy advocates that under their
scheme the need to “pick winners and losers” would not exist is
misleading. The fact that some industries would receive more fa-
vorable treatment than others is de facto industrial targeting. The
problem with industrial targeting is that it presumes that public
officials are capable of making better investment decisions than
private entrepreneurs and industrialists.

One of the main problems in creating a highly visible industrial
policy board is that it would divert the attention of the business
community away from market signals. An institutionalization of
the government assistance process would result as businesses
would first look to Washington for a solution to their competitive
problems. A valuable lesson should be learned from the many enti-
tlement programs enacted by Congress. There is little doubt that
the objectives of the legislation creating many of these programs
are worthy. However, in trying to address the deficit situation, the
Congress has seen again that once the government giveth, it is
more difficult to take any of it back. A major point which the advo-
cates of industrial policy fail to address is the issue of how to with-
draw public support once it is no longer needed or desired. By insti-
tutionalizing the process of government assistance, long-term in-

! From the transcript of a seminar held by the Congressional Clearinghouse on the Future,
Washington, D.C., October 1, 1980.
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vestment decisions would become increasingly responsive to politi-
cal conditions. Moreover, the concentration of political and econom-
ic power would inevitably lead to waste, corruption, and abuses.
The experience of the Reconstruction Finance Corporation offers
ample evidence to suggest that corruption and waste would occur
under a new industrial policy.

Many industrial policy advocates are opposed to the creation of
an industrial development bank. They feel that by opposing the in-
dustrial development bank they can overcome most of the political
objections to industrial policy. This is an exercise in self delusion
and it may actually make matters worse. Without a government
approved industrial development bank, the industrial policy board
would focus its efforts on the use of its other powers. Tariff protec-
tion and the use of quotas to shield American industries from for-
eign competition would intensify. Also, domestic pressure to make
specific tax concessions to the targeted industries would mount.
Regulatory relief and government spending on programs to benefit
specific industries would also probably increase. The main point is
that an innocuous industrial policy cannot be had merely by delet-
ing the proposed industrial development bank.

Perhaps the most serious flaw of industrial policy is its failure to
understand the source of U.S. industrial problems. Industrial policy
advocates attribute the comparatively low U.S. productivity and
economic growth in the post-World War II period to structural defi-
ciencies in the U.S. economy. Yet, an examination of changes in
the Nation’s industrial structure, trade flows, and labor market dy-
namics over this period demonstrates that resource immobility is
not the problem. In fact, because it enjoys a comparatively high
degree of resource mobility, the U.S. economy is more flexible and
more adaptable than the economies of its major industrial competi-
tors. :

In Joint Economic Committee hearings, testimony before the
House Banking Subcommittee on Economic Stabilization, and in
debates with Congressional advocates of industrial policy, 1 have
repeatedly issued challenges that they bear the heavy burden of
proof. The responsibility rests on their shoulders to show that the
indust}fial policy they advocate will put us on the path of economic
growth.

After a review of the several hearings on industrial policy held
by the Joint Economic Committee and the House Banking Subcom-
mittee on Economic Stabilization, it becomes clear that the burden
of proof has yet to be substantiated. Literally hundreds of witnesses
have appeared before congressional panels in the last year, yet it
seems ironic that there is more doubt about industrial policy now
than when the hearings commenced.

Indicative of the failure to meet the burden of proof are some of
the following important yet unanswered questions: Why would the
job situation in the United States improve under an industrial
policy when in every major industrialized nation which has an in-
dustrial policy the record shows that jobs have not fared as well as
they have in this country without an industrial policy? Are the
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“best and the brightest” in our Nation’s capital? How will the deci-
sionmaking process in Washington be improved with the creation
of a new bureaucratic board or agency? Will an industrial policy
council be truly representative of all major economic actors in our
economy? Will that segment of our economy where the greatest job
growth occurred during the last fifteen years—small and medium
size businesses—be accorded appropriate influence in the decisions
made by the decisionmaking elites? Will a Bank for Industrial
Competitiveness be able to overcome the waste and abuse which
led to the termination of the Reconstruction Finance Corporation?
How can a Bank for Industrial Competitiveness generate economic
growth when it does not provide new capital but only takes from
one sector to give to another sector? It seems obvious to me that
with these and other questions unanswered—with a failure to sus-
tain the burden of proof for change—that the United States should
not adopt a new, radical economic course.

One of the important contributions of the Report is the finding
that the main source of the comparatively poor long-run U.S.
growth performance can be found in a low rate of investment and
capital formation. The Report concludes that an industrial policy is
not needed to redistribute the existing level of investment re-
sources. What is needed is an industrial strategy that expands the
pool of investment resources! Only if a larger percentage share of
the Nation’s GNP is devoted to growth-enhancing activities (capital
formation, investment in human capital, and technological innova-
tion) can the Nation realistically be expected to achieve a higher
growth trajectory in the years ahead. In particular, the Report
finds that U.S. growth performance can best be improved by rais-
ing overall saving and investment rates for the economy, and by
relying on competitive markets to allocate investment resources
among competing industries.

Since numerous factors affect saving and investment behavior, a
successful industrial development strategy must influence as many
of these factors as possible. For example, investment tax credits
may not stimulate new investment if corporate tax rates are pro-
hibitively high. Moreover, the regulatory burden can reduce invest-
ment by lengthening the investment period, and by creating uncer-
tainty, even though interest rates and taxes may be favorable. On
the saving side, it is unlikely that IRA accounts alone will have
much influence on aggregate saving; but, in conjunction with other
policies, they can have a large impact. The rate of interest on de-
posit accounts at financial institutions, the after-tax rate of return
on investment projects, and inflationary expectations are other im-
portant factors that influence saving behavior.

In general, raising the Nation’s long-term growth rate can be
achieved only by pursuing a set of coordinated macroeconomic’ poli-
cies aimed at the various aspects of the saving and investment
process. This Report offers the following advice to policymakers on
developing a pro-growth, competitive strategy, as an alternative to
the strategy offered by industrial policy advocates:
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Emphasize policies aimed at providing a stable, non-infla-
tionary macroeconomic environment. This will require aban-
doning short-run monetary and fiscal policy targets such as in-
terest rates and the unemployment rate in favor of long-run
targets such as GNP growth, inflation, job creation, and capital
formation.

Provide an open, competitive economy by aggressively pursu-
ing trade liberalization at home and abroad. In those indus-
tries whose markets are global, free trade policies are an im-
portant aspect of the competitive structure of domestic indus-
tries. Tariffs, quotas, and other restrictive trade devices lead to
domestic monopolies and high prices and wages in the protect-
ed industries. These trade distorting effects are reflected in a
loss of jobs and competitiveness in nonprotected industries.

Pursue domestic competition through deregulation and by
removing the anticompetitive effects of antitrust laws. Mergers
should be allowed to occur in those industries where economies
of scale are necessary for long-run international competitive-
ness.

Provide strong support for basic research and improve the
quality of education, including training for displaced and other
unemployed workers.

Pursue tax and regulatory policies aimed at increasing
saving and investment. The Reagan Administration initiated a
bold program of tax cuts, tax reform, and regulatory relief
aimed at stimulating saving and investment. This emphasis on
revamping our tax code and regulatory institutions to meet
revenue needs and social objectives of government without cre-
ating unnecessary disincentives to save and invest should con-
tinue to receive high priority.

Adopt policies that would reduce Federal spending. Clearly it
is uncontrolled increases in Federal expenditures that are the
cause of our deficit problems, not tax cuts. Receipts as a per-
cent of GNP are at their historic average of 19 percent and
have remained at about that level for two decades now. Out-
lays, on the other hand, are well above their historic average,
having risen from 18.0 percent of GNP in 1965 to 24 percent in
1984. As an overall benchmark, I believe that spending re-
straints should be sought to hold the growth rate of Federal
outlays below the growth rate of GNP. In the long run, this
will eliminate the structural imbalance between Federal reve-
nues and outlays, and will allow reduction in the size of the
Federal Government relative to the private sector and, thus,
stimulate private economic growth.

The above-mentioned initiatives are necessary to improve the
overall economic climate for capital formation and economic
growth, but other initiatives are needed to “target the process of
innovation.” In this regard, the Report endorses the Agenda for
U.S. Technological Leadership and Industrial Competitiveness, pre-
pared by the House Republican Steering Committee of the Task
Force on High Technology Initiatives. The proposals of the Task
Force are discussed in Chapter VII and are given in detail in the
Appendix.
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In summary, the industrial policy movement is a misguided
effort by proponents to shed an antigrowth, antibusiness image
without appearing to endorse supply-side economic policies. Unfor-
tunately, the industrial policy movement is based on false and mis-
leading assumptions about the American economy and its prob-
lems. In spite of these deficiencies, the industrial policy debate has
renewed the important issue of the need to pursue coherent eco-
nomic policies aimed at achieving a higher rate of economic
growth.

From the hearings which the Joint Economic Committee held on
industrial policy, the conclusion is clear. Promoting economic
growth is best achieved by fostering a competitive environment,
not by an industrial policy board or bank. The United States
should focus on the fundamental economic objectives by removing
the barriers to economic growth. In such a pro-growth environ-
ment, the consumer and producer will be given the competitive cli-
mate where economic growth can best be fostered. This will do
more to increase jobs and sustain economic growth than the cre-
ation of an elite bureaucratic board or of a new bank which concen-
trates on redistribution rather than pro-growth policies.
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INDUSTRIAL POLICY MOVEMENT IN THE UNITED STATES:
IS IT THE ANSWER?

By Robert Premus and Charles H. Bradford*

I. INTRODUCTION

Concern that the U.S. economy is losing its ability to generate
Jobs and compete in world markets has prompted an emotional
debate on the need for a national industrial policy to encourage
economic growth. Like most public debates the issues tend to be
cast in polar opposite stereotypes. The industrial policy debate is
viewed as “backdoor socialism” by many of its opponents and as an
alternative to the imaginary world of pure competition by its pro-
ponents. These stereotypes help people to line up for or against in-
corporating government planning into the economy but they add
little to the public’s understanding of the problems, challenges, and
opportunities confronting our economic system and way of life.

The industrial policy movement is firmly founded on the belief
that U.S. industries are performing badly because of structural de-
ficiencies in the American economy. Warnings of secular stagna-
tion, increasingly destabilizing inflationary-recessionary cycles,
mounting long-term structural unemployment, and continued dete-
rioration of U.S. competitiveness inundate the voluminous industri-
al policy literature. The American people are asked to believe that
the private sector of the economy is no longer capable of respond-
ing efficiently to technological change, foreign competition, and
changing consumer preferences without government help. The
public is told this help can only come from a national industrial
policy since conventional fiscal, monetary and regulatory policies of
the Federal Government are incapable of dealing with structural
problems. Unquestionably, the central focus of the industrial policy
debate is on whether or not the government can do a better job
than the market in allocating scarce resources such a labor, cap-
ital, entrepreneurship, land and technology among competing in-
dustries.

On the other side of the debate are the free-marketeers, who see
in industrial policy an acceleration of the trend toward socialism.
Moreover, they are adament in their belief that government plan-
ners cannot outguess the market. They see the establishment of an
industrial policy lodged in the high echelons of government as com-
plicating economic decisionmaking by making it easier for individ-
uals, groups, and industries adversely affected by economic change
to resort to the political process for aid. Rather than facilitating

* The authors are staff members of the Joint Economic Committee. Dr. Premus serves as
Economist and Dr. Bradford serves as Senior Economist and Assistant Director.
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economic change, an industrial policy, in their view, would politi-
cize investment decisions and lead to institutional sclerosis, often
referred to as the “British disease.” The result would be an enor-
mous squandering of national economic resources, slower economic
growth, higher taxes, and Big Government to deal with the enor-
mous social costs of economic stagnation. Consistent with their
market mentality, they see more government, not less government,
as the road to economic prosperity.

The purpose of this study is to provide a critique of the industrial
policy literature, including 1983 Joint Economic Committee hear-
ings, and the important issues that the literature raises regarding
industrial performance and government policy. The conclusions
reached in the study reflect the views of the authors, and not nec-
essarily the complete views of the political parties, particular presi-
dential candidates, or Members of Congress; nor do they necessarily
reflect the collective judgment of the members of the Joint Eco-
nomic Committee.

The basic conclusion of the Report is that industrial policy advo-
cates grossly underestimate the long-run resiliency of the American
economy. This finding in itself neither bolsters nor detracts from
the case for an industrial policy, but the Report also concludes that
industrial policy advocates grossly overestimate the ability of gov-
ernment to stimulate economic growth by controlling the flow of
resources in the Nation's capital and investment markets. More-
over, the Report finds that industrial policy as a theory of econom-
ic growth is trivial and misleading because it confuses allocation
decisions with long-run macroeconomic policies that provide a cli-
mate for innovation, technological change, and economic growth.

Finally, the Report concludes that the U.S. economic perform-
ance relative to the rest of the free world economies is not nearly
as bad as industrial policy advocates would have us believe. To be
sure, the U.S. economy is under encrmous competitive pressures,
but it is adjusting rapidly to changing world trade patterns. To
have the government intervene in these adjustments would run the
risk of slowing the market process and leading to a loss of U.S.
competitiveness.

The Report draws upon testimony provided by experts who ap-
peared before the Joint Economic Committee at hearings on U.S.
industrial policy held from June 1983 through October 1983. It also
draws upon the testimony of experts in other congressional hear-
ings on the industrial policy issue, as well as the voluminous pro-
fessional economic literature on the subject.

The Report is organized as follows: Chapter II attempts to define
and evaluate the theoretical and philosophical underpinnings of
the industrial policy issue. Chapter III examines a number of ex-
plicit industrial policy proposals that have been put forth as a solu-
tion to the Nation’s industrial problems. Chapter IV examines the
issue of U.S. competitiveness and domestic economic growth. That
chapter concludes that economic change is part and parcel of the
economic growth process and should not be considered as bolstering
the case for an industrial policy. Chapter V examines the Japanese
record on industrial policy and concludes that there is little in the
record to suggest that an industrial policy would be appropriate for
the United States. Chapter VI examines the industrial develop-
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ment practices of State and local governments within the United
States in search of clues about the desirability of industrial policy
at the national level. Chapter VII presents alternative policies to
bolster U.S. competitiveness without resorting to industrial policy
interventions. A pro-growth, competitive strategy is advocated that
would rely upon government to provide the incentives to expand
the Nation’s factors of production—capital, labor, technology, and
industrial infrastructure—and upon competitive markets to allo-
cate these resources among the competing industries. The final
chapter concludes with a summary of the Report’s major findings
and recommendations. :



II. INDUSTRIAL POLICY, KEYNESIANISM, AND THE
WELFARE STATE

This chapter examines industrial policy from a philosophical per-
spective. The purpose is to draw attention to the political and theo-
retical underpinnings of the industrial policy movement and to the
policy issues that it raises. An examination of the numerous indus-
trial policy plans, the economic assumptions that underlie the in-
dustrial policy movement, recent legislative actions, and the experi-
ence of Japan and State and local governments with industrial
policy are left to subsequent chapters.

S’I’RUQTURAL ADJUSTMENTS AND GOVERNMENT SPENDING

Industrial policy advocates hold a disturbingly pessimistic out-
look for the U.S. economy. Their pessimism probably reflects the
depth of the 1974-1975 and 1981-1982 recessions which gave birth
to the industrial policy movement, but one would think that the
“dark cloud” would disappear when, week after week, the actual
facts about the American economy are painting a different picture.
In just a few years, a deeply troubled U.S. economy has been trans-
formed into one that is now expanding quite rapidly. Most analysts
agree that progress against inflation, high interest rates, and high
unemployment has laid a firm foundation for a long period of sus-
tained economic growth.

If economic conditions gave birth to the industrial policy move-
ment, political factors undoubtedly account for its continued mo-
mentum. The industrial policy movement has won the approval of
the liberal wing of the national political spectrum, which is in des-
perate need of an innovative, new concept to replace outmoded
Keynesian liberalism. Industrial policy is well suited for this pur-
pose because it provides an ideological basis for more government
spending, higher taxes, and more government regulation of the
economy. We are told that if the United States wants to survive in
the new world economy, we must accept increased government con-
trols over the domestic flow of capital, vastly increased government
spending for social and welfare programs, vastly improved educa-.
tion, increased expenditures for science and technology, and a
multi-trillion dollar program to rebuild our cities and provide a
modern industrial infrastructure. Large amounts of money for ad-
justment assistance such as retraining, relocation allowances, and
incoxge support are also given high priority in the liberal spending
agenda.

Lester Thurow, one of the intellectual progenitors of industrial
policy, explained the relationship between industrial policy and
growth in government spending this way:

. When one reviews what must be done—massive public
Investment, budget surpluses to generate more savings,

4)
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large compensation systems, increases in income transfer
payments, and tax cuts for the lower middle class—it is
clear that one of the basic ingredients of future progress is
a tax system that can rzice substantial amounts of reve-
nue fairly.1

Thurow adds:

The individual-safety net approach also needs to be used.
Transitional aid of training, relocating, and getting
through a period of unemployment should, if anything, be
overly generous. The goal was not to spend the least possi-
ble, but to promote a rapid rate of economic change.?

Robert Reich of Harvard and Dean of the industrial policy theo-
rists, explains the connection between the welfare state and indus-
trial policy in this manner:

America’s economic future now depends in large part on
the speed and efficiency with which the labor force can be
shifted into flexible production. Social programs that pre-
pare Americans to meet the challenges and accept the in- -
security of adaptation are central to this transformation.
Generous unemployment compensation, well endowed edu-
cation and training programs, an adequate supply of hous-
ing, and comprehensive health care—if administered in
ways that mesh with the opportunities in emerging flexi-
ble-system enterprises—should promote adjustment within
the labor force. They would give the labor force the will
and ability to learn new skills, to discover new job oppor-
tunities, and to relocate. They would support the economic
change.?

KEYNESIAN AND INDUSTRIAL PoLicy THEORIES

In the post-World War II period, Keynesian economics provided
the rationale to justify additional government spending to offset
the social costs of long-term economic stagnation. The liberal estab-
lishment was quite smug in its belief that the welfare state was
necessary to prop up a faltering, sputtering private sector economy.
History will probably record the demise of this Keynesian ideology
with the birth of “supply—side economics,” but the liberal “spend-
your-way-to-prosperity’” philosophy lives on in the name of indus-
trial policy.

There is a remarkable resemblance between Keynesian and in-
dustrial policy ideologies. The goals are the same: a continued in-
crease in government power and a further extension of the welfare
state. The policy tools are the same: government spending, taxes,
and regulatory practices. Even the outlook for the national econo-
my unites the two ideologies: both are based upon “doom and
gloom” forecasts of future economic performance in the absence of
more government intervention. Finally, liberal Keynesian industri-
al policy advocates share a deep abiding faith in the ability of gov-

; Ilﬁter Tshsumw, The Zero-Sum Society. (New York: Penguin Books, 1980), p. 15,
., P. -

*Robert Rei.ch. The Next American Frontier. (New York: Times Books, 1983), p- 219.
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ernment to improve the economic welfare of the Nation. Perhaps
the fear of returning to the depressed economic conditions from
which these two philosophies emerged—the Great Depression of
the 1930’s gave birth to Keynesianism—explains why their advo-
cates hold government in such high esteem.

What differentiates the ideologies is their underlying theoretical
interpretation of the perceived private sector stagnation. Keynes-
ians argue for more government intervention to counteract what
they perceive to be the inherent tendency for capitalism to reach
an equilibrium far below full employment. The view that long-term
secular stagnation is a permanent feature of capitalism arises from
the belief that the Nation’s saving rate tends to be too high to sus-
tain consumption demand at or near full employment. With
demand depressed, investment opportunities would be insufficient
to sustain full recovery. The Keynesian solution is for the govern-
mentdto engage in deficit spending until full employment is re-
stored.

Those who support industrial policy, likewise, foresee long-term
secular stagnation and high unemployment, but for entirely differ-
ent reasons. Particularly, industrial policy theorists look to defi-
ciencies in the Nation’s industrial structure (or mix of industries),
not deficiencies in aggregate demand a la Keynes, as the primary
problem. In general, they feel that institutional rigidities keep re-
sources from flowing to their most productive uses. The result is
low productivity growth, high unemployment, and declining U.S.
competitiveness. The solution is to have the government enter the
private domain of business and labor to restructure industries and
free up resources so that they can find their way to the more pro-
ductive sectors. But, in the world of big unions, big business, and
organized special interest groups, the losers in the restructuring
agreements will not ‘agree to the necessary change unless they are
guaranteed job security, related job search and health benefits, and
welfare benefits. For this reason, an extension of the welfare state
is viewed as a precondition for the economic revitalization, accord-
ing to most versions of industrial policy.

ACCELERATIONIST THEORIES

The agreement of industrial policy theorists that economic
growth can be stimulated by accelerating the natural transitions of
the economy to a more efficient industrial structure is hardly con-
vincing. The high mobility of capital and labor market resources in
the United States is well recognized by most public policy experts
and investment analysts. Money and other resources flow quickly
to new, profitable investment opportunities and away from old, un-
profitable investments. In fact, many people argue that they flow
too quickly, causing the Nation to have unwarranted adjustment
problems. There is simply no logical or empirical basis for suggest-
ing that the market systematically underinvests in the wrong set
g(f)'o ir;dustries, and that the pace of industrial change is too slow or

ast.

Moreover, the accelerationist theory gives the misguided impres-
sion that consumers, businesses, and labor can look forward to re-
newed economic prosperity at no real cost to society. Economic
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growth theory teaches otherwise by emphasizing that a reduction
in current consumption is necessary in order to free up resources
for capital formation, human resource development, and technolog-
ical innovation. To be sure, industrial policy theorists are aware
that society’s total commitment to economic development is impor-
tant to the growth process, but they also know that their case for
industrial policy rests solely on their belief that the government
can allocate the Nation’s investment resources more optimally
than the private sector.

Another version of the accelerationist argument is that the pri-
vate sector dwells excessively on short-term investments and ig-
nores long-term investments. Because of the ‘“knowledge gap”
about long-run opportunities, the government is needed to shift re-
sources from short-run to long-run investments. There are several
problems with this weaker version of the accelerationist argument.
First, it makes the questionable assumption that the long-run plan-
ning horizon of politicians is longer than the planning horizon of
corporate executives. Second, it presumes that industry executives
will be willing to participate in the deliberations of the industrial
policy board and share sensitive information about potentially lu-
crative investment opportunities with each other. There is consid-
erable reason to doubt that executives would be willing to divulge
sufficient information about their operations and plans. A more
likely reason for Board participation would be to inquire about how
their rivals perceive long-run opportunities, creating a game-like
atmosphere. Finally, few reasonable people would accept the basic
premise that the “knowledge gap,” if it exists, can be overcome by
government planners. Moreover, even if it were true that govern-
ment planners would offer new insights into long-run investment
opportunities, the free dissemination of this information would be
preferable to sharing it with only a few selected firms.

Another version of the accelerationist argument to justify great-
er government involvement in the Nation’s capital markets is the
“capital gap” problem. According to this version, capital markets
ration funds efficiently among “first tier’’ investments, but “second
tier” investments are underfunded. This solution is to use govern-
ment to increase the flow of capital market resources to “second
tier” investments. What the industrial policy advocates fail to real-
ize is that their strategy would reduce the flow of funds to “first
tier” investments. The result would be less, not more, economic
growth from a given level of capital market resources.

Only if the Nation’s overall supply of capital market resources is
increased—as a result of a higher national saving rate—would it be
possible to fund ‘‘second tier” investments without reducing “first
tier” investments. But, if this is the case, a government program to
reallocate funds among private sector investments would be
unwise, unless it could be shown that a national industrial policy
board could “pick winners’ better than the market.

STrRONG INDUSTRIAL PoLicY AND INDUSTRIAL TARGETING ISSUES

Any salesman knows that he can increase market acceptance of
his product by emphasizing its good qualities and glossing over its
limitations. Perhaps this is why most industrial policy advocates
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deny any wish or desire to introduce industrial targeting into pol-
icymaking at the national level. In fact, they are fond of denounc-
ing central planning schemes and other interventionist techniques
in favor of industrial councils and other consensus building
schemes. Yet, the industrial policy advocates lose credibility when
they advocate the establishment of a new Federal Government
agency to set industrial priorities and bring the full weight of the
Federal Government to bear on policies to achieve these objectives.
There is no denying that industrial targeting carries with it the ne-
cessity of “picking winners” and “picking losers.” If the Federal
Government rushes aid to the beleaguered steel industry, that is
industrial targeting. If it aids the high-tech industries, they are the
chosen ones.

Charles Schultze of the Brookings Institution, and former Chair-
man of the Council of Economic Advisers under President Carter,
explained the industrial policy targeting issue this way:

The various proponents of industrial policy offer a wide
range of suggestions to deal with the structural problems
they identify. Many of their proposals involve new or
modified federal initiatives in traditional areas: expanded
support for technical education, research and development,
and programs to retrain workers. Whatever the merit of
these ideas, they do not constitute a major new thrust in
economic policy. What is new, however, is the proposal
that government deliberately set out to plan and create an
industrial structure, and a pattern of output and invest-
ment significantly different from what the market would
have produced . . . industrial policy thus aims to channel
the flow of private investment towards some firms and in-
dustries—and necessarily, therefore, away from others.
The government develops, at least in broad outline, an ex-
plicit conception of the direction in which industrial policy
should be evolving and then adopts a set of tax, loan,
trade, regulatory and other policies to lead economic activ-
ity along the desired path.*

The concept of scarcity is crucial to understanding the targeting
issue. For a given amount of government aid (subsidies, tax conces-
sions, and regulatory relief), the more industry A gets, the less in-
dustry B gets. Only if the total pool of Federal aid is expanded is it
possible, technically, at least, to give all industries a pro rata share
of Federal aid and, thus, avoid industrial targeting, but, even in
this case, any planned tax favoritism would mean that the govern-
ment is in the business of “picking winners” and “picking losers.”
The plain fact is that industrial targeting is central to industrial
policy and without it there can be no true industrial policy.

In its strong form, an industrial policy would bestow on a new
government institution certain super agency powers to coordinate
the many government activities, programs, and policies that affect
industry. Industrial policy advocates make the case that the United
States already has an industrial policy, but it is of the worst sort:
ad hoc and uncoordinated. In concept, the new government institu-

* Charles L. Schultze, “Industrial Policy: A Dissent,” Brookings Review, Fall 1983, p. 4.
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tion, generically named National Industrial Policy Board in this
section, would be given authority to make industrial loans, change
regulations, forgive taxes, grant subsidies, and devise import and
export strategies for specific industries and firms. The Board would
use its board authority to implement a “vision of the future” about
the desirable industrial structure in an attempt to ensure that that
industrial structure emerges in the marketplace. The “vision of the
future” would be arrived at by extensive discussions and consulta-
tions with non-Board representatives from industry, labor, special
interest groups, and government officials. The execution of the in-
dustrial policy plan would be the responsibility of the Board and its
technical staff.

There are several practical difficulties inherent in strong indus-
trial policy. First, to what extent is it realistic to assume that dis-
cussions with a broad range of individuals can overcome the techni-
cal limitations of forecasting long-term industrial trends? Few indi-
viduals would buy the argument that a public opinion poll, which
is about what the consensus building industrial policy process is all
about, is a credible device for forecasting economic trends. Certain-
ly, all economists and forecasters would agree that the public’s per-
ception of future trends is important to their consumption, invest-
ment, and work/leisure decisions. But to claim that these percep-
tions would somehow be more accurately reflected through the in-
dustrial policy process more than is made available to decisionmak-
ing through the current economic information process is highly
questionable.

Second, many individuals feel that the creation of a National In-
dustrial Policy Board would make it much easier for declining in-
dustries, unions, and any groups adversely affected by industrial
change to gain access to government resources to solve their prob-
lems. One result would be the inherent inefficiencies that would
result from a shift, in the eyes of corporate investors, away from
market signals toward Washington.

Third, the argument that industrial policy decisions would large-
ly be political decisions is greatly bolstered by the lack of objective
economic criteria for determining which of the many thousands of
industries and firms need or deserve government assistance. Paul
Krugman, in a paper prepared for Industrial Change and Public
Policy, a symposium sponsored by the Federal Reserve Board of
Kansas, called attention to the problem of the lack of objective in-
vestment criteria.5 If depressed industries (e.g., steel) are chosen,
the social rate of return on government aid would be quite low be-
cause it would add to existing excess capacity. If high value-added
industries are chosen, unemployment may increase by drawing re-
sources away from labor intensive industries. Finally, if high-tech
industries are chosen, an industrial policy may slow the natural
flow of resources to the less technologically oriented industries and
reduce competitiveness. Herein lies the great dilemma of industrial
policy: lacking credible objective criteria for selecting investments,
industrial aid would be dispersed haphazardly or on the basis of po-
litical criteria. In any case, as Congressman Lungren emphasized

5 Paul R. Krugman, “Targeted Industrial Policies: Theory and Evidence,” Federal Reserve
Bank of Kansas City Symposium on Industrial Change and Public Policy, August 25-26, 1983.
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throughout the Joint Economic Committee industrial policy hear-
ings, the burden of proof is on those who advocate strong industrial
policy to show that the “best and brightest are in Washington.”

Finally, the current ad hoc industrial policy, which industrial
policy advocates choose to call the hodgepodge of existing govern-
ment policies that affect industry, may be a better feasible alterna-
tive than attempting to rationalize or coordinate these programs.

Dr. Charles Schultze, in a Fall 1983 Brookings Review article on
industrial policy, said this on the issue:

In fact, the ad hoc approach is precisely the right ap-
proach. To every rule there are exceptions. It may very oc-
casionally be in the public interest to supersede the mar- .
ket's judgment and to prevent the bankruptcy of some
major firm. But it is a virtue that a special law is now
needed for each case. It is a virtue that each case is, in
fact, treated as an exception. Only very exceptional cases
are likely to muster the support needed to enact a special
law and the government’s bargaining power, to impose
needed and painful reforms on management and labor, is
consequently enhanced. Should this process of decision by
exception be supplanted by an ongoing authority to initi-
ate bailouts, the result would almost surely be a politically
vulnerable fund, available to help avoid or delay politically
sensitive plant closings.®

WEeAK INDUSTRIAL PoLiCcY AND INFORMATION

Many advocates of industrial policy want only to create a new
government agency to collect and distribute information on indus-
try trends and make recommendations to the President and the
Congress on how to deal with industrial problems. They want no
part of an industrial development bank or Economic Cooperation
Councils. The objective is to ensure that the President and Con-
gress do not ignore important microeconomic level concerns when
they make macroeconomic policy decisions.

This version of a weak industrial policy stems from a perceived
weakness or deficiency in the Nation’s economic information
system. Its advocates feel that inadequate information is made
available to the public and its elected representatives on the Na-
tion’s evolving industrial structure.

It cannot be denied that better information will lead to better
policy decisions, but, in fact, the paucity of data to analyze the
trends and projections at the industry level is not a weakness of
economic public policy analysis within the current system. Econo-
mists have devoted considerable effort to construct large-scale econ-
ometric models of the Nation’s economy since the post-World War
II period. These models contain an appropriate data base and, in
many cases, thousands of equations that describe in great detail
sectoral components of the Nation’s economy. Many of the models
are specifically designed to capture structural changes in the
American economy with a system of interdependent equations.
These models, and the data base that supports them, provide an

¢ Charles L. Schultze, op. cit, p. 11.
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enormous volume of economic information about the economy at
the micro and macro levels. The models provide private and public
sector decisionmakers with data on historical trends and projec-
tions to help them make subjective judgments about industry
trends, future events, and public policy alternatives.

Another important use of the data and economic models is to
answer “what if’ questions. The measurement of the impact of
changes in taxes, government expenditures, or foreign exchange
rates are only a few examples of how these models are used to im-
prove economic decisions.

Apparently, the advocates of a weak industrial policy are dissat-
isfied with the quality of these models and/or the information that
they provide. It would be helpful if they would be more specific
about what they see as the major deficiency in the current econom-
ic information generating process. Do they want more equations
added to the models because important sectors, or industries, are
omitted, or are they asking for more accurate forecasts? In any
case, they ought to explain how setting up a new government
agency will improve data collection, economic forecasting, and eco-
nomic analysis.

A second part of their concern seems to be that the available
micro level information about the Nation’s industrial structure is
not considered in economic decisionmaking at the national level.
The implicit assumption is that the White House, Treasury Depart-
ment, Office of Management and Budget, Congressional Budget
Office, congressional committees, Department of Commerce, and
the Federal Reserve System deal only with macro data in their de-
cisions. A cursory review of the activities and publications of these
agencies and organizations would readily convince any objective ob-
server that this is not the case. As Charles Schultze told the Joint
Economic Committee:

Just as a final footnote, it is probably true that the
Chairman of the Council of Economic Advisers, Republican
or Democrat, in terms of time and staff, spends 75 percent
on micromatters and 25 percent on macromatters. You do
not have major fiscal policy decisions every day.”

The upshot of this discussion is not to suggest that major im-
provements in economic data collection, modeling, and industry
studies are not called for. To the contrary, improvements are desir-
able, but deficiencies in the current economic information system
do not bolster the case for an industrial policy. To do so, the indus-
trial policy advocates would have to demonstrate that a new gov-
ernment agency would provide superior information. Economic
data collection and analysis is a multi-billion dollar business.
Dozens of private sector firms, universities, and government agen-
cies are involved in this process. Industrial policy advocates should
ask themselves how a new Federal agency would bring about dra-
matig improvements in economic information about industry
trends.

7 U.S. Congress, Joint Economic Committee, Industrial Policy, Economic Growth and the Com-
titiveress of U.S. Industry. Hearings before the Joint Economic Committee, 98th Cong., First
ion, Part 3, October 31, 1983, p. 110.
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The delivery of information is another concern of industrial
policy advocates, but, as usual, they misrepresent their case. Per-
haps a new Federal agency could be established to “package eco-
nomic information” differently than is currently the case. For ex-
ample, the new government agency might serve as a clearinghouse
for ongoing public and private sector industries and firms and sec-
tors of the economy. It could maintain a large data file on industry
data and make that information and supplementary analysis avail-
able to the public and to “key” economic decisionmakers.

The policy to create a new Federal agency to “funnel” informa-
tion to key decisionmakers has a number of limitations. First, it
could be argued that government policymakers, including the De-
partment of Treasury, Office of Management and Budget, and the
Federal Reserve System are unaware of or ignore micro level data
in their decisionmaking process. But as we have seen, this is not
11:he case. In fact, “information overload” may be more of a prob-
em.

Another possibility is that the Congress is not well served by its
information fact gathering agencies, such as the Congressional
Budget Office, Office of Technology Assessment, General Account-
ing Office, and the Congressional Research Service. Yet, each of
these agencies has a well-qualified staff to provide information to
the Members of Congress and to the committees they serve. In ad-
dition, each of the numerous committees of Congress is served by a
staff of highly qualified experts and professionals. Moreover, lobby-
ists and special congressional organizations, such as the Congres-
sional Clearinghouse for the Future and the Northeast-Midwest In-
stitute, provide information and advice on long-term economic
trends and conditions. Anyone familiar with Capitol Hill ought to
be impressed with the huge volume of information that inundates
the decisionmakers on a daily basis. Washington may not be the
“intellectual capital of the world”’ as some may think, but it has a
legitimate claim to be dubbed the “information capital of the
world.” Do industrial policy advocates simply want to increase the
flow of information?

A more realistic view is that the industrial policy advocates want
to screen information or, at least, control its flow, so that they can
exercise some control over economic decisionmaking. Information
is power. Having access to information that can be selectively
channeled to the news media, lobbyists, and interested groups
throughout society is a potentially powerful mechanism whereby
an industrial policy bureaucracy could exercise considerable con-
trol over economic decisionmaking in a democratic society.

When all is said and done, it would appear that the industrial
policy advocates are primarily dissatisfied with the economic deci-
sions that are made in Washington rather than with the process by
which these decisions are made. Consensus building in Washington
is a highly complex, dynamic process over which no one has com-
plete control. Of course, the President and key Members of Con-
gress have much more influence than others. A Democratic politi-
cal system with checks and balances, such as ours, requires consid-
erable collaboration and sharing of ‘information and power. If in-
dustrial policy advocates are dissatisfied with the role of Congress
in this process, perhaps an industrial policy strategy should investi-
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gate ways to reorganize Congress so that it will better reflect the
“visions” of the futufe of its constituents, rather than attempting
to short-circuit the process.

SuMMARY OF FINDINGS AND CONCLUSIONS

In this chapter, the philosophical and theoretical origins of the
industrial policy movement were examined and evaluated. Indus-
trial policy was seen to be a substitute for outmoded Keynesian
theories to justify increased government spending and a new wave
of government interventions into the economy. The difference is.
that instead of more government to restore full employment, indus-
trial policy theorists call for more government to stimulate eco-
nomic growth by speeding the transition to what they envision is a
more efficient industrial structure.

Unfortunately, industrial policy does not offer a credible theory
of economic -growth because it is based upon the mistaken belief
that the slowdown in the Nation’s industrial growth rate can be re-
versed without making the necessary sacrifices in consumption or
government spending to increase capital formation, human re-
source development and technological innovation. In the short run,
resources to invest in growth-enhancing activities can only come
from the economy’s current level of output. As economic output ex-
pands, consumption and government services will rise, reflecting a
high level of affluence.

While there are strong and weak forms of industrial policy, it is
argued here that industrial targeting is part-and-parcel of industri-
al policy and without it there can be no true industrial policy. The
rationale for an industrial policy that would simply have govern-
ment ‘“‘package’”’ information about industries different than is cur-
rently the case does not accomplish much. To make decisionmakers
more aware of available information and to improve the role of
Congress in the national debate over economic policy issues are cer-
tainly laudable goals, but this chapter concludes that a new gov-
ernment agency is hardly the best mechanism to improve the qual-
ity of policy decisions in Washington.



III. INDUSTRIAL POLICY PLANS TO RESHAPE AMERICA

Industrial policy as an intellectual movement gave birth in
recent months to a number of explicit plans to reshape the Na-
tion’s industrial landscape. These industrial policy plans—the topic
of this chapter-—come in many sizes, shapes, and forms, but they
all have one thing in common: an extension of government involve-
ment in the Nation’s industrial decisions. As stated previously, pro-
ponents of industrial policy claim that, since traditional measures
are insufficient to combat our current economic malaise, the gov-
ernment must create new institutions and programs in order to
promote economic development and growth.

Unfortunately, the debate surrounding these proposals is plagued
by a surprising amount of confusion since each plan is based on a
different concept of industrial policy. The wide variety of industrial
policy plans that has surfaced reflects the fact that many of these
proposals are based on different assumptions about industrial per-
formance, conflicting goals, and ill-defined terms. Trying to com-
pare the plans is like comparing apples and oranges. Perhaps this
is what prompted Professor Paul Samuelson, Nobel laureate in eco-
nomics, in testimony before the Joint Economic Committee, to label
industrial policy “a solution in search of a problem.”

PLans To RevitaLize Basic INDUSTRIES

Many proponents of industrial policy, including those associated
with manufacturing and organized labor, believe that a national in-
dustrial strategy should focus on the task of revitalizing and re-
shaping America’s basic industries. Rep. Stan Lundine (D-N.Y)),
author of the National Industrial Strategy Act, recently stated
that, “If this {industrial decline) continues to happen here, it is ut-
terly predictable that not only will our industries be threatened,
but our entire economy will drift into long-term decay.” ' He con-
tends that without a strong industrial sector, the economy will not
be able to support or maintain a strong service sector.2?

Rudy Oswald, Director of the Department of Economics of the
AFL-CIO, agrees with Rep. Lundine’s observation: ‘“The industrial
base of the American economy is eroding and there is no coherent
national policy to reverse the trend.” 3 Mr. Oswald, as well as
other labor and industry leaders, argue that the government needs
to develop a national industrial policy which would target indus-
tries and regions that have been hit particularly hard. This, they

! Stan N. Lundine, “Now Is The Time For A National Industrial Strategy,” Challange, July-
August, 1983, p. 17.

2 Ibid., p. 17.

3 U.S. Congress, Joint Economic Committee, Industrial Policy, Economic Growth and the Com.
petitiveness of the U.S. Industry, Hearings before the Joint Economic Committee, 98th Congress
1st session, Part 1, 1983, p. 52.
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contend, would help basic industries meet intense foreign competi-
tion and create employment growth.

The AFL-CIO version of industrial policy would create a tripar-
tite board in which government, business, and labor could work to-
gether to form a consensus on an industrial strategy, rationalize
current micro-policies, and foster more cooperation among the
three groups.4

In addition to the council, the AFL-CIO plan would establish two -
banks—one patterned after the Reconstruction Finance Corpora-
tion (RFC) and another which would be known as the National De-
velopment Bank (NDB). The RFC-type bank would handle loans
and subsidies to private businesses for revitalization purposes, and
the NDB would provide grants and loans to State and local govern-
ment for infrastructure development. The AFL-CIO maintains that
these banks, coupled with the tripartite board, are necessary if in-
dustry is to be restored to a competitive position.

Also, championing the cause of business and unions in the basic
goods industries are Felix Royhtan and Irving Shapiro, who, along
with Lane Kirkland of the AFL-CIO, joined forces to propose the
creation of an Industrial Finance Administration (IFA).5 Unsatis-
fied with the weaker industrial policy proposals emerging on Cap-
itol Hill, in a series of news releases, this group revealed its plan to
provide loans and “other assistance” to companies and industries
plagued by stiff foreign competition and unable to obtain the funds
they desire through commercial banks.

The objective of the IFA would be to prevent the economic
changes that are occurring in the United States and world markets
from harming business and union interests and to serve as a shield
against foreign competition. The IFA would be regulated by a new
executive agency, headed by an industrial development board, with
three leaders selected from government, business, and labor. The
IFA would initially be funded by the Federal Government at about
$5 billion, with an additional $25 billion to be made available from
pension funds, banks, and other lending sources.

Apparently, spokesmen for the steel and auto manufacturers and
their unions are insistent that the Federal Government become in-
volved in the investment banking business. Through centralized
banking, these large concerns would undoubtedly have tremendous
lobbying power to gain access to substantial financial resources
available through the IFA or a similar organization. With control
of this mechanism, big business and unions would also be able to
sway other government agencies to allocate time and money to
projects intended to spur growth in the IFA’s selected industries.

The IFA plan calls for three or four selected industries to be ana-
lyzed and recommendations to be made regarding corporate strate-
gies, wage rates, and Federal regulations that hamper an indus-
try’s ability to compete. Felix Royhtan adamantly denies that the
IFA would “pick winners and losers” under this program.

Royhtan’s claim that the IFA would not target funds towards
some industries to the disadvantage of others is logically impossi-

4 Ibid., pp. 64-67.
® Center for National Policy, Restoring American Competitiveness: Proposals for an Industrial
Policy, (Washington, D.C.: Center for National Policy, 1984), pp. 7-8.
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ble. Stated previously, the scarcity of resources makes it impossible
for the IFA to provide enough capital to all business sectors with-
out picking winners and losers. Without an infinite amount of in-
vestment funds available, the IFA will inevitably only be able to
help selected firms. Of course, firms not selected in the first or
second round of financing would have a strong incentive to lobby
Congress to increase the IFA budget so they also qualify the next
time around. Also, Royhtan and backers of Oswald’s AFL-CIO plan
do not adequately address the question of how to keep the develop-
ment bank free of politics and corruption, which led to the down-
fall of its predecessor of the New Deal fame, the Reconstruction Fi-
nance Corporation. The questions concerning lack of objective in-
vestment criteria discussed earlier were likewise not addressed by
Royhtan and other supporting groups.

HicH-TECH STRATEGIES

Although there is widespread Democratic support for an industri-
al policy of some sort, Democratic positions on the issue appear to
be split into different factions. Differing from those who desire to
revitalize mainly basic industry, there are many Democrats who
favor a major emphasis on the development of the high-tech indus-
trial sector. The group, known as the “Atari Democrats,” advocates
an industrial policy which would allow resources in the declining
segments of the economy to shift into emerging growth. industries.
“The challenge of the 1980’s,” suggests Senator Gary Hart, who
epitomizes this group, “is to capitalize on America’s technological
revolution, not resist it.” ©

Supporters of this type of policy generally favor such measures
as:

Creating more cooperation among government, business, and
labor in order to develop a “National industrial strategy”’ and
build a consensus behind it (although there is disagreement
over how this cooperation can best be achieved).

Creating seed money for innovation in industrial reasearch and
development.

Increasing the funding of education.

Expanding and improving programs to train and relocate work-
ers who become structurally displaced or dislocated.

Revising antitrust laws in order to allow and encourage joint re-
search and development projects.

Shying away from previous interventionist policies, most Ataris
reject the idea of an RFC-type lending institution. “It would be pre-
mature to start with a bank,” states Rep. Tim Wirth of Colorado,
“when nobody is sure of what is needed and where we are going.” ’

PLANS OF PRESIDENTIAL CANDIDATES

The great diversity of theories and concepts relating to industrial
policy are embodied in the views of the original eight Democratic
presidential candidates. Even though the field has now been nar-

¢ “Here Come the Atari Democrats,” Dun’s Business Month, January, 1983, p. 33.
7 Monroe W. Karmin, “Industrial Policy: What Is It? Do We Need One?,” U.S. News and
World Report, October 3, 1983, p. 46.
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rowed, three, the views of all eight past and current candidates il-
lustrate the diversity of views within the Democratic Party. Every
candidate, with the exception of former Governor Reubin Askew of
Florida (who supports many of the concepts of industrial policy),
formally endorsed some form of an industrial policy. All the candi-
dates feel that more government involvement is needed in order to
overcome structural barriers and to bring increased economic
growth and development, but there is great diversity and division
among the candidates as to how far we should go with our “indus-
trial policy.”

The candidates’ proposals are wide and varied. Senator John
Glenn, for example, supports the concept of a tripartite commission
on economic revitalization. He does not favor the creation of an
RFC-type bank. Former Vice President Walter Mondale calls for
more cooperation among government, management, and labor,
with government providing ‘“‘direct grants, loans at both competi-
tive and subsidized rates, loan guarantees and tax, regulatory,
export and import relief.” 8 However, Mondale has not clarified his
views on the establishment of an RFC-+type lending institution
per se.

Senator Hart also wants to promote more cooperation in econom-
ic policymaking. He wants government, business, labor, and capital
markets to “work together” to modernize basic industries. He sug-
gests that the Federal Government could provide startup matching
funds for State efforts to help companies in emerging industries.
But Hart rejects the idea of an industrial lending bank or a Feder-
al coordinating board.®

Even though Senator Ernest Hollings originally introduced a bill
in Congress that would have created an RFC-type bank, he has now
backed away from the idea. Also he does not favor a formal eco-
nomic coordinating board, but he urges more business-labor-govern-
ment cooperation to find ways to restore U.S. competitiveness.1°

Senator Alan Cranston supports an intensive and tight-knit in-
dustrial policy similar to the proposal of Felix Rohatyn, which
would create an economic development board and a national devel-
opment bank. The board would recommend financial assistance to
specific industries—both declining and emerging industries.!!

Reverend Jesse Jackson calls for economic planning, but he gives
no details on how to implement it. He does not propose any specific
policies nor does he propose any new institutional edifices, al-
though he says consideration should be given to merging the Office
of Management and Budget and the Council of Economic Advisers
into a new “Planning Department.” He says a similar linking of
the Joint Economic Committee and the Budget Committees might
be appropriate within the Congress. The goal of national planning
would be a rational allocation of national resources, although the
main function of the planning board would be information gather-
ing. He points out that some of the necessary economic analyses

8 Ibid., pp. 45-47.
o Ibid.

10 Aghley O. Thrift, legislative director to Senator Ernest F. Hollings, phone conversation
with Dr. Charles H. Bradford, JEC staff, June 7, 1984.

11 Monroe W. Karmin, “Industrial Policy: What Is It? Do We Need One?” U.S. News and
World Report, October 3, 1983, p. 46.
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are already being done by the Council of Economic Advisers and
the Office of Management and Budget.'2

Former Senator George McGovern says the United States has
always had an industrial policy. It just hasn’t done the job. He feels
we need a Council representing all the important interests to make
the necessary decisions for assisting needy industries. He also calls
for something along the lines of the Reconstruction Finance Corpo-
ration to assist industries—both old and new—in need of capital in-
vestment. The Council would direct the use of such resources.
McGovern would also make a heavy commitment to worker re-
training and to rebuilding the Nation’s public infrastructure.?3

CURRENT LEGISLATIVE INITIATIVES

The debate over industrial policy has led to a number of legisla-
tive proposals designed to restore basic industry, spur high-tech de-
velopment, cr a combination of both. Although the various legisla-
tive initiatives are based on a differing mix of theories and assump-
tions, each exemplifies the premise that, since government is al-
ready deeply involved in the economy, there is a need to make that
intervention more strategic.

National Industrial Strategy Act.—This Act proposed by Rep.
Stan Lundine (D-N.Y.) and Rep. David Bonior (D-Mich.) would
create an Economic Cooperation Council (ECC) to assist in develop-
ing economic policy.'* The ECC would formulate a national indus-
trial strategy and bring business, government, labor, and the public
together to work out the compromises necessary to make the strat-
egy work. The Council, consisting of 20 members recommended by
Congress and appointed by the President, would be strictly advis-
ory and have no regulatory authority.

In addition to developing and carrying out an industrial strategy,
the ECC would provide information on the domestic and interna-
tional economic situation, prepare and publish reports containing
recommendations about industrial development priorities, and
foster development of sector-by-sector committees to deal with the
specific problems of regional industries. The recommendations and
decisions of the ECC would not be binding upon affected industries.
In fact, industries would have the option of choosing to participate
in the federally sponsored revitalization projects of their choice.

The second thrust of the Act would be to create an industrial
lending bank whose financial decisions would be guided by the in-
dustrial strategy of the ECC. This institution would serve as a last
resort source of financing for the various troubled areas of Ameri-
ca’s older linkage industries and new, emerging growth industries.
The bank would be as non-activist as possible, providing only par-
tial funding of the financial needs of an industry, and only if no
other sources of financing were available. In these cases, the bank
would attempt to secure alternative sources of financing.

Proposal of Subcommittee on Economic Stabilization.—Congress-
man John LaFalce (D-N.Y.) has introduced “The Industrial Com-

'2 Jesse Jackson for President Committee, Position Paper—Economic Policy, “A National
Planning Exercise,” Part IV, ‘?0 8.

13 McGovern for President Committee, Position Paper, “Industrial Policy,” p. 1.

14 Lundine, op. cit., p. 17.
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petitiveness Act,” H.R. 4360, and “The Advanced Technology Act,”
H.R. 4361, based on"Hearings held and work done in the Subcom-
mittee on Economic Stabilization. Today, these bills stand as the
forerunner in the legislative process of those circulating on Capitol
Hill. Congressman LaFalce chaired a series of hearings with ap-
proximately 150 witnesses and produced six volumes of written and
oral testimony on industrial policy.

The LaFalce legislation, H.R. 4360,!5 was reported by the House
Subcommittee on Economic Stabilization on February 8, 1984. It
calls for the creation of a Council on Industrial Competitiveness
and Cooperation (CICC)—a body similar to the ECC in the National
Industrial Strategy Act. The CICC, like the ECC, would have no
direct authority or program responsibility and would do the follow-
ing:

Create a base of information from which the economy and its
current evolution could be analayzed.

Review existing micro-polices and recommend ways to inte-
grate and rationalize them into a coherent, competitive indus-
trial strategy.

Build a consensus behind an industrial strategy.

Make recommendations to Congress and the President con-
cerning appropriate policy actions.

Claiming that financial markets often fail to provide adequate
capital to old, declining industries or emerging growth industries,
the Subcommittee proposal also advocated the establishment of a
Bank for Industrial Competitiveness (BIC). The purpose of the BIC
would be to cooperate with private banks to overcome structural
gaps in capital markets. The BIC would be authorized to issue $8.5
billion in capital stock at a maximum rate of $2 billion a year to
the U.S. Treasury and would operate as a money market lender,
although concessionary financing would not be completely ruled
out. The BIC would make loan guarantees up to $17 billion. It
would also create a secondary market for industrial mortgages and
financial institutions on the State and community level to provide
patient capital to thousands of small firms.

The third major aspect of this plan is the formation of an Ad-
vanced Technology Foundation (ATF). The ATF’s primary purposes
would be to accelerate the pace of applied research and encourage
the technological modernization of American industry. The Foun-
dation would attempt to accomplish these goals by:

Focusing primarily on research which is in its early stages
or industrial innovations that are likely to benefit a large
number of industries.
~ Encouraging and supporting joint venture R&D projects.

Assisting in the development of new technologies and diffus-
ing them more quickly than our competitors.

Providing money (through grant funding) and technical as-
sistance for the development of new technologies.

Also, the Subcommittee plan calls for improvements and addi-
tional programs in the area of community adjustment assistance

t8U.S. Congress, House, A Bill To Improve the Industrial Competitiveness of the United
States, H.R. 4360, 98th Congress, 1st session, 1983.
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and for the establishment of a Credit Budget to improve the budg-
eting process for existing credit programs and activities.

Not surprisingly, critics object to the creation of a centralized
bank for reasons discussed earlier, but the critics also object to the
broad powers that would be given to the Council on Industrial
Competitiveness (CIC). One particularly objectionable feature of the
LaFalce legislation was removed, fortunately, by the Subcommittee
before reporting the bill. This is the proposal for subpoena power,
giving the CIC the authority to access any information it desires in
their investigation of a firm or industry. Clearly, this would have
raised the possibility of firms being required to reveal proprietary
information. Beyond the problem of immediate abuse, this type of
power would have the possibility of retired board members becom-
ing employed as consultants in the private sector and utilizing firm
information to the disadvantage of businesses that were required
by law to testify before the Board.

Some other objectionable legislative features of the LaFalce bill
were also deleted before the legislation was reported. One of these
would have permitted the Council on Industrial Competitiveness to
intervene or participate in rulemaking, ratemaking, licensing, and
gther proceedings before any department or agency of the United

tates.

But there are other objectionable features of the LaFalce bill,
apart from the overall philosophical thrust of the whole idea, that
still remain. For example, under Section 103(n), the Council can re-
quest any other Federal agency to detail personnel to the Council.
Under Section 107(c)2), the Council can require committees of Con-
gress to submit to the House or Senate a report setting forth the
views and recommendations of such committees with respect to the
Council’s Annual Report. Indeed these are broad grants of power to
the Council on Industrial Competitiveness that would make it a
“super agency” in the government.

High Production Strategies To Rebuild America.—Headed by
Representative Richard Ottinger (D-N.Y.), a group of 148 Demo-
cratic Members of Congress fashioned an aggressive industrial
policy plan to “restore America’s international competitiveness
through a commitment to high levels of domestic production.” 18
Among’'its many proposals, the group calls for:

A national ‘“capital budget” aimed at the construction of
housing, highways, railroads, water supplies, waste treatment
and disposal, and a myriad of other industrial infrastructure
projects.

A national investment facility ‘“to meet the essential invest-
ment needs of industry and the economic development needs of
our communities.”

A loose monetary policy to lower interest rates and capital
market credit controls to discourage credit for unproductive
purposes, but encourge credit for projects to improve productiv-
ity.

18 J.S. Congress, House, A High Production Stra To Rebuild America, an unpublished
report by a group headed by Richard C. Ottinger, “148 House Democrats Offer Alternative High
Production Economic Plan,” May 24, 1983.
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The reestablishment of “emergency measures to cope with
future destabilizing jolts or destabilizing price changes.”

A “‘crash program to encourage energy efficiency.”

An “incomes policy” to control food prices, housing inflation,
health care costs and better balance among wages, productivi-
ty, and prices.

Aware that the aggressive industrial policy that they propose
would cost money, the backers of Ottinger’'s Plan would repeal
automatic tax indexing, rescind the Reagan tax cuts already in
place, and hold “Pentagon spending to no more than a three per-
" cent real increase in Fiscal Year 1984.” Interestingly, they see mili-
tary spending reductions as a way to “increase our national securi-
ty and influence the world.”

Although the Ottinger Plan failed to win the endorsement of the
Speaker of the House, Thomas P. O’Neill, Jr., its backers intend to
follow up their joint statement with specific legislative proposals.

Proposal of the Senate Democratic Caucus.—Charging that the
current method of formulating policy is shortsighted, adversarial,
uninformed, and incoherent, a Special Task Force for the Senate
Democratic Caucus, chaired by Senator Edward Kennedy (D-Mass.),
calls for the creation of a Council on Economic Competitiveness
and Cooperation (CECC).17 Similar to the ECC, the CECC would be
composed of 20 representatives from government, business, labor,
and the public sector and would be established as an independent
agency in the Executive Branch. The role of the CECC would be
purely advisory and would have no mandated authority.

The CECC would be responsible for discussing and formulating a
national industrial strategy and establishing advisory groups which
would study and make recommendations concerning problems that
affect individual industries in regional areas. The Council would
recommend to the President and Congress steps and measures that
should be taken to overcome and abate various economic problems
(national and regional) only with the understanding that the affect-
ed parties would uphold their commitment and concessions to im-
prove productivity, investment, etc.

In order to ease changes in the economy and ensure future eco-
nomic growth, the Senate Democratic Caucus plan also outlines
specific recommendations in the areas of innovation, education, ad-
justment, financing, and trade. Most of these recommendations
consist of adjusting current Federal policy and programs, coupled
with the addition of a few new programs. The recommendations in
each of these five areas are outlined as follows:

1. Innovation Programs

Clarify antitrust laws to encourage joint venture R&D
projects. :

Establish permanent R&D tax credits.

Continually assess strategic technologies.

Disseminate innovations through newly created Technology
Extension Centers.

Establish a new Federal program to stimulate technological
innovation.

17 Report of a Special Task Force for the Senate Democratic Caucus, Edward M. Kennedy,
Chairman (Washington, D.C.: Government Printing Press, November 16, 1983).
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2. Education and Human Resources

Extend compensatory education programs.

Redirect vocational education programs.

Upgrade science, math, and foreign language instruction at
all levels. .

Aid gifted students.

3. Adjustment :

Modify the unemployment insurance program.

Improve the training and retraining systems.

Create community service employment. N

Establish adjustment assistance for firms and communities.

4. Financing

Create federal support for state development finance agen-
cies.

Study and coordinate the impact of the Federal Government
on financial markets.

Conduct a study of capital markets.

9. Trade

Tie import relief to a privately developed adjustment plan.

Speed up the compensation funding for unfair trade prac-
tices.

Broaden the GATT framework to improve and standardize
procedures under which a country may apply for import relief,
etc.

Promote exports.

One of the unique aspects of the Senate Democratic Caucus Plan
is that it does not advocate the creation of a national bank to pro-
mote industrial development. The Report of the Special Task Force
states that, although there is merit in the concept of an industrial
development bank, further studies are needed. The Report con-
cludes that the CECC would be in a better position to evaluate the
desirability of an RFC-type lending institution after it had a few
years of operating experience.

THE CONTROVERSIAL BANK ISSUE

The debate among industrial policy advocates over whether or
not to create an RFC-type industrial development bank, in addition
to some sort of national cooperation council, illustrates an interest-
ing problem in the issue of industrial policy. Many proponents of
industrial policy strongly oppose the idea of a bank, while others
believe that the bank is a critical and essential part of any indus-
trial strategy.

Frank Weil, a former Commerce Department official and a
strong supporter of industrial policy, stated in a hearing before the
Joint Economic Committee that he opposed the RFC-type bank
since “we (the Federal Government) tend to overkill when we go at
things. The banks would be big. (They) would spend a lot of money.
... I'think a bank would tend to overdo it.” According to Mr. Weil,
sufficient signals can be sent to industry without creating a nation-
al industrial bank.1® ‘

*U.S. Congress, Joint Economic Committee, Industrial Policy, Economic Growth and the
Competitiveness of U.S. Industry, Hearings before the Joint Economic Committee, 98th Congress,
Ist session, Part 3, 1983, p. 108. .
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Mr. Weil is not alone in his opposition. Several leading industrial
policy proponents, such as Df, Robert Reich of Harvard University,
also reject the bank concept.!® There is general agreement among
these experts that the Federal Governimeént should not become ac-
tively involved in the financial markets. A .

Although many proponents behind the industrial policy con¢ept
oppose the creation of a bank; those who are attempting to put the
concept into legislation claim that without a bank, any sort of “co-
operation council” would be reduced to another blue-ribbon com-
mission. “Without a financing mechanism, it is unlikely that an in-
dustrial strategy will produce results,” argued Rep. Stan Lundine
in a Joint Economic Committee hearing: “We’ll end up with plenty
of good suggestions for revitalizing our industries and no way of
implementing them.” 2° The Report issued by the House Subcom-
mittee on Economic Stabilization concurs with this view: “Our con-
temporary problems require a Bank whose principal role is as a
catalyst for private action.”

The issue of whether or not the creation of an industrial develop-
ment bank would have a positive or negative influence on the Na-
tion’s industrial climate can be settled by considering the economic
consequences of the available options for financing the bank’s ac-
tivities. The government could borrow funds in the Nation’s capital
markets by selling bonds and use the proceeds of the bond sales to
make loans to the targeted industries. The effects of this policy are
quite easy to predict using standard economic analysis. Interest
rates in the bond market would rise as a resuit of the additional
government borrowing. Nontargeted industries would pay a premi-
um for funds so that the targeted firms and industries could re-
ceive additional loans. This policy would be tantamount to a tax on
nontargeted firms and a subsidy to the targeted firms. The most
likely result would be jobs lost in the nontargeted industries and
jobs gained in the targeted industries.

The other financing options include higher taxes or reduced ex-
penditures on Federal programs. In either case, the side conse-
quences, in terms of negative economic impacts on labor markets
and other sectors of the economy (in order to subsidize marginal
producers), must be considered.

In general, even if the technical limitations of industrial target-
ing could somehow be overcome, it would appear that the weight of
economic thinking and experience would still be on the side of
those who oppose an RFC-type industrial development bank, since
the net result would be to simply create jobs in some sectors and
destroy jobs in others. Also, all of the problems encountered in
“picking winners,” discussed in the preceding chapter, would
plague bank officials. Dr. Schultze argues that there is absolutely
no- substantive criteria by which potential competitive industries,

19 Robert B..Reich, “Why the U.S. Needs an Industrial Policy,” Harvard Business Review,
January-February, 1982, p. 79. Also see “The Next American Frontier,” The Atlantic Monthly,
March, 1983, p. 43.

U.S. Congress, Joint Economic Committee, Industrial Policy, Economic Growth and the
Competitiveness of U.S. Industry, Hearings before the Joint Economic Committee, 98th Congress,
1st session, Part 1, 1983, p. 268.

%1 Forging An Industrial Comﬁetitiveness Strategy, a report with legislative recommendations
from Democratic Members of the Subcommittee on Economic Stabilization, John J. LaFalce,
Chairman, November 8, 1983, pp. 37-38.
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or “‘sound deals”, can be identified. 2* In fact, economists point to
England and France as examples of how industrial policy, instead
of selecting growth firms, only served to prop up declining indus-
tries and hide unemployment.

Finally, the industrial policy plans fail to address the issue of
how to keep an industrial development bank from becoming a
“pork barrel” program. Almost every proposal would bring mem-
bers of government, business, and labor together to work out con-
cessions in order to promote increased growth and development.
However, there are serious doubts as to whether this would actual-
ly occur. Dr. Schultze testified that he could not envision an agency
actually carrying out such tradeoffs. Instead, he believes that back-
scratching would occur—in other words, declining industries would
support measures for high-growth industries in return for protec-
tion, and vice versa. 23

SuMMARY AND CONCLUSIONS

The many plans that have surfaced in recent months reflect the
emotional and political fervor of the industrial policy movement.
This chapter presented a number of these proposals and some of
the controversial issues that surround them. Of these issues, none
divide the proponents more than the industrial development bank.
Those who favor a weak industrial policy see the bank as unneces-
sary and counterproductive, but advocates of a strong industrial
policy view the bank as the “centerpiece” of their strategy.

Regardless of the form of industrial policy, its advocates fre-
quently lump government support for education, research and de-
velopment, and industrial infrastructure (e.g., harbors, roads, and
airports) under the industrial policy label. While it may help to bol-
ster the case for industrial policy to the unwary eye, the tactic is
unfortunate because it confuses the industrial policy issues. Con-
servatives and liberals alike agree that government has an impor-
tant role to play in the economy in these and other areas, but the
question is whether they need to be performed under an industrial
policy umbrella, or whether they can continue to be performed just
as well under our current institutional arrangements. Proponents
disagree on whether or not the government should “target” select-
ed industries for special tax, research and development, education,
and regulatory support. The differential treatment of industries ac-
cording to some predetermined industrial policy plan is the issue.

#2U.8. Congress, Joint Economic Committee, Industrial Policy, Economic Growth and the
Competitiveness of U.S. Industry, Hearings before the Joint Economic Committee, 98th Con-
gress, st session, Part 3, 1983, p. 7.

2 [bid.



IV. ECONOMIC ASSUMPTIONS OF INDUSTRIAL POLICY

The industrial policy movement is based on several key assump-
tions about the American economy. The most prominent of these
assumptions are the following:

The U.S. economy is less dynamic than in the past. Low eco-
nomic growth, a decline in capital formation, and sagging pro-
ductivity growth are cited as evidence of a loss of economic dy-
namism.

The U.S. economy has become too inflexible to adjust to
changing economic circumstances. Deep seated structural prob-
lems are allegedly keeping resources from flowing to their
most productive uses.

The competitiveness of the U.S. economy in world markets is
on the wane. Large balance of trade deficits, a decline in_the
U.S. share of world output, and a decline in the share of U.S.
world trade are often cited as evidence of declining U.S. com-
petitiveness.

Mounting long-term or structural unemployment is a par-
ticularly acute problem in the United States. Workers are al-
legedly being thrown out of work by foreign competition and
swelling the ranks of the long-term structurally unemployed.

These are the major economics; assumptions that have prompted
industrial policy advocates to declare that America is deindustri-
alizing. The deindustrialization theorists insist that the economy is
suspended in a quagmire of structural deficiencies, institutional ri-
gidities, and irreconcilable conflicts. They want the United States
to follow the lead of Germany and France and extend the influence
of government over the domestic economy and the international
sectors.

This chapter examines the economic assumptions of the industri-
al policy advocates. Long-run trends in U.S. economic growth, pro-
ductivity growth, trade performance, manufacturing output, and
job creation are examined in search of evidence of structural rigidi-
ties, declining competitiveness, and deindustrialization. The pri-
mary conclusion of the chapter is that the industrial policy advo-
cates must be looking at the economy through a very faulty set of
eye glasses. The Nation is experiencing an economic transforma-
tion from which is emerging an industrial structure that is more
_ flexible and competitive than the one that it replaced. America is
not deindustrializing and it is not losing its industrial competitive-
ness.

Moreover, the pace of industrial change—being driven by market
forces—is neither too fast nor too slow. The economic transforma-
tion can best be described as an evolutionary and continuous proc-
ess. There is no evidence that the pace of economic change is lead-
ing to massive lohg-term unemployment. The evidence indicates
that the economy which is emerging from the economic transfor-

(25)
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mation Is more competitive, more energy efficient, and more tech-
nologically advanced than the economy that is being replaced. For
example, the economy of 1970 could not compete in many of today’s
world markets, but the economy of 1984 can, and is, competing. In
general, today’s economy is meeting the competitive challenge, but
the pace of change is sufficiently gradual to minimize disruptions
and provide time and opportunity for most Americans to adjust
without triggering a need for massive increases in government
spending. :

GNP anD Probucrivity TRENDS

Much of the concern that the United States is losing its competi-
tiveness stems from the fact that long-term growth in U.S. output
and productivity has been sluggish. As Table I indicates, real GNP
increased at a 4.7 percent average annual rate from 1961 to 1965.
The rate of real GNP growth declined to 3.2 percent over the
period 1966 to 1970 and to 2.6 percent over the period 1971 to 1975,
rising again during the 1976-1980 period. Productivity growth re-
mained fairly robust throughout the post-World War II period, but
it declined sharply after 1973 and it remained roughly at the 1973
level until the middle of 1982, when it turned upward. The indus-
trial policy advocates rightfully observe these trends with concern.
Finding ways to accelerate U.S. economic growth ought to be the
focus of the public policy debate. What is at issue, however, is the
belief of industrial policy advocates that the government policies of
the other industrialized nations account for the relatively poor U.S.
industrial performance. The danger of this belief is that its promise
of a quick, painless solution to U.S. industrial problems may lead
to ill-advised policies that hamper structural change and reduce in-
dustrial expansion.

TABLE 1.—GROWTH RATES IN REAL GROSS NATIONAL PRODUCT, 1960 TO 1983

{Percent change)
Annual average
1981 1982 1983
1961-65  1986-70  1971-75  1976-80
United States 47 32 2.6 37 2.6 -19 34
Canada 5.7 48 5.0 31 38 -5.0 3.8
Japan 100 11.2 46 5.0 3.2 2.5 20
France 58 54 40 33 2 15 5
West Germany 5.0 42 2.2 3.5 2 -1.2 12
Italy 5.2 6.2 24 38 -1 -3 -15
United Kingdom 31 2.5 2.1 1.6 -20 5 2.5

Source: Department of Commerce, IMF, OECD, and CEA.

There are several reasons why the sluggish U.S. output and pro-
ductivity growth should not be attributed to the industrial policies
of other nations. First, as Table I indicates, all of the industrialized
nations experienced a similar slowdown in GNP and productivity
growth in the 1970’s. This finding suggests that fundamental eco-
nomic forces far more powerful than the government actions of
U.S. competitors are reshaping the world’s industrial landscape.
Second, when changes in employee compensation are compared to
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changes in labor productivity among the industrialized nations, it
becomes apparent that U.S. competitiveness has not declined.

In general, from 1970 to 1980, the United States experienced a
larger decline in productivity growth than most of the other indus-
trialized nations, but employee compensation in the United States
increased at a much slower pace.! The net result was a decline in
relative unit labor costs in U.S. manufacturing relative to most of
the other industrialized countries (See Table II). Japan and Germa-
ny also experienced a relative decline in unit labor costs (measured
in terms of local currencies) but, when changes in foreign exchange
rates are considered, the data indicate the United States experi-
enced a significantly larger reduction in relative unit labor costs.

TABLE 1l.—RELATIVE INDEX OF UNIT LABOR COSTS IN MANUFACTURING, 11 COUNTRIES, 1970-81
[Unit labor costs in U.S. doflars]

Year ‘S,tn;g Canada  Japan  France  Germany  ltaly K{ljﬂm Beigium  Denmark m Sweden

1000 1000 1000 1000 1000 1000 1000 1000 1000 1000 1000
911 1013 1052 966 1043 1037 1042 1000 1000 1011 995
815 1026 1161 1003 1064 1046 10012 1020 977 1044 1026
711 999 1290 1060 1192 1003 889 1014 1070 1099 10LI
709 1021 1366 999 1186 938 938 1049 1098 1112 934
649 1033 1288 1102 1091 1085 1008 1075 1050 1164 1103
681 1135 1274 1076 1110 959 935 1091 1092 1139 1264
664 1052 1335 1022 1169 961 915 1122 1086 1161 1250
617 935 1482 1010 1227 942 984 11l 1030 1137 1124
618 902 1236 1051 1243 955 1154 1072 1088 1132 106l

‘624 915 1057 1103 1202 941 1432 1028 992 1067 1059
708 954 1187 1066 1078 911 1460 925 876 956 1068

Note: The refative index is calculated moﬁvid'mg the ratio of the index of output per hour by the index of hourly compensation for each country
by the trade weighted average index for the 10 countries.

Source: Monthly Labor Review, December 1982, p. 10.

Third, industrial policy advocates appear to be oblivious to the
real economic challenges confronting the Nation. As Table III indi-
cates, for many decades, the United States has systematically in-
vested a much smaller proportion of its resources into growth en-
hancing activities, such as capital formation. In particular, U.S.
gross saving and investment as a proportion of GNP has been con-
sistently lower than in Japan, Germany, and most of the other in-
dustrialized nations. As a consequence, the United States has expe-
rienced a slower GNP growth and a decline in its share of world
output and trade.

TABLE Il —GROSS FIXED CAPITAL FORMATION AND SAVING AS A PERCENTAGE OF GROSS DOMESTIC

PRODUCT FOR SELECTED YEARS
1962 1970 918 1982
Gross investment as a-percent of gross domestic product:

’ United States 17.6 17.6 19.5 16.6
Japan 329 355 308 29.6
Germany 251 255 208 20.5
France 214 234 214 0.5

1 Patricia Capdevielle, Donald Alvarez, and Brian Cooper, “International Trends in Productiv-
ity and Labor *" Monthly Labor Review, December 1982, pp. 1-18.
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TABLE 11l.—GROSS FIXED CAPITAL FORMATION AND SAVING AS A PERCENTAGE OF GROSS DOMESTIC
PRODUCT FOR SELECTED YEARS—Continued

1962 1970 1978 1982

United Kingdom 16.8 18.5 18.0 15.4
italy 2317 214 187 19.0

Canada 20.5 208 222 211
Gross savings as percentage of gross domestic product:
United States 189 18.1 203 159
Japan 348 40.2 323 316
Germany 213 281 228 215
France 246 26.2 226 18.5
United Kingdom 16.9 215 194 169
laly 26.0 242 224 188

Canada 208 212 20.1 19.0

Source: OECD Economic Outlook.

The fundamental deficiency in the American economy is its re-
luctance to invest in economic growth. This is primarily the result
of an inadequate economic growth policy. For example, one of the
reasons that the United States invests less in capital formation is a
tax system that encourages consumption and discourages invest-
ment. The deductability of interest on consumer durables, such as
housing, provides a bias against saving. In addition, the U.S. Tax
Code results in a double taxation of saving. Saving is taxed first as
income, and later income from investment of savings is taxed. Also,
the Tax Code discourages saving by reducing the after-tax rate of
return on investment. Corporate earnings are taxed first as profits
and then later as dividends when after-tax corporate profits are
distributed. Inflation compounds the problem by forcing individuals
into higher tax brackets and by inflating corporate profits. The net
effect of the tax system is to lower the rate of return on saving and
investment. In the 1970’s, inflation interacting with the Tax Code
played a major role in discouraging long-term U.S. capital forma-
tion and economic growth.?

An analysis of the factors behind the slowdown in productivity
growth is necessary to put into perspective the required policy pre-
scriptions. In its 1984 Annual Report, the Republican Members of
the Joint Economic Committee identified the following factors as
accounting for much of the productivity slowdown:

Growth in capital per worker declined sharply in the 1970’s.
This occurred in spite of a slight increase in the rate of capital
formation because of the rapid growth in the labor force. The
“baby boom” of the post-World War II period resulted in a
“labor force boom.” The problem resulted not so much because
gz_ip}iltal formation was low, but because labor force growth was

igh.

The escalation of tax rates and government spending as a
percentage of GNP created a disincentive to invest in long-
term productivity-enhancing projects.

The proportion of youth, women, and minorities in the labor
force increased substantially during the 1970’s. The labor force

2U.S. Congress, Joint Economic Committee, The 1981 Midyear Report: Productivity, Report of
the Joint Economic Committee (Washington, D.C.: Government Printing Office, 1981), pp. 1-25.



mix exerted downward pressure on productivity growth be-
cause workers 1n these groups had less experience.

Government regulations probably added to the slowdown in
productivity growth as investment resources were devoted to
meeting environmental, product safety, and occupation health
standards.

The “energy crisis” probably also affected productivity
growth because a portion of the Nation’s capital resources and
technology were made obsolete by the new energy require-
ment.

A decline in labor and capital mobility, associated with high
unemployment and excess capacity, probably likewise contrib-
uted to the slowdown in productivity growth. A high employ-
ment economy encourages labor and capital mobility and pro-
vides the business community an opportunity to increase pro-
ductivity by employing labor and capital more efficiently.?

The Joint Economic Committee Republican Members concluded
that the outlook for productivity growth may not be as bad as in-
dustrial policy advocates would have us believe. In 1983, U.S. pro-
ductivity in the nonfarm business sector advanced at a 3.2 percent
annual rate. This upward trend is likely to continue because many
of the factors that contributed negatively to productivity growth in
the past decade are now likely to exert a positive influence. The
Joint Economic Committee’s 1984 Annual Report explained the out-
look for productivity growth this way:

First, growth in the Nation’s labor force will decelerate since
the baby boom has run its course. Second, lower tax rates, re-
duced government spending, and the vigorous recovery that is
now underway will result in an increase in the rate of capital
formation. As a result of these two factors, capital per worker
should reverse its downward trend and turn sharply upward.
The natural maturing of the labor force is another demograph-
ic trend favoring a resumption of productivity growth.

Also, the explosive growth of venture capital and high-tech-
nology activities, including an expansion of commercial R&D,
suggests that improvements in the quality of capital will be
substantial. American business is taking a long view and in-
vesting in new processes and new opportunities. The result is
that technical progress should resume its long-term historical
r(;lle 35 a major contributor to productivity growth in the years
ahead.

Moreover, the policy environment has been stabilized in
recent years with much greater emphasis on promoting compe-
tition through deregulation and international trade. Joint ven-
tures in R&D and in production are being encouraged in those
cases where scale economies are necessary for competition.
Also, much of the hard work of bringing down inflation to
permit more orderly economic growth is behind us. The Repub-
lican Members believe that a policy environment that relies on
competitive markets is essential to spur technological innova-
tion, long-term capital formation, and productivity growth.

3U.S. Congress, Joint Economic Committee, The 1984 Joint Economic Report, Report of the
Joint Economic Committee (Washington, D.C.: Government Printing Office, 1984), pp. 52-53.



30

Other factors, like environmental regulations and high
energy costs, are still with us, but, they are not likely to be a
major burden on productivity growth in the near future. Also,
much of the new capital requirement to meet energy and envi-
ronmental objectives is already in place. More capital market
resources are now free to flow into productivity-enhancing in-
vestments than in the past.

Other qualitative factors are important in suggesting an
abrupt turnabout in long-term U.S. productivity growth. Amer-
ican management has done much to shift emphasis to product
quality, cost cutting, and ways to develop incentives to encour-
age worker productivity. Also, labor has made painful conces-
sions at the bargaining table that should encourage productivi-
ty growth.

Another positive factor is the recent attention given to the
quality of education in America. The outcome of this public
awareness of the need to improve educational quality and over-
come major deficiencies in math and science training will
likely be a better educated and more productive labor force in
the 1980’s.

Finally, the economic development activities of State and
local governments are likely to improve productivity growth.
State and local governments are placing much more emphasis
in recent years on the role of technological progress in the de-
velopment of their regions. This effort is being translated into
more support for R&D and more efficient land-use regulations.
The central thrust of these actions is to remove technological
and labor market barriers for economic development and allow
the market to exploit these State and local government ac-
tions. These are only a few of the many positive factors point-
ing to a resumption of productivity growth in the United
States.*

In conclusion, industrial policy arguments for microeconomic
fine tuning, based upon the belief that the interventionist policies
of foreign governments are the cause of U.S. economic problems,
must be rejected because they are based upon a misrepresentation
of the facts about long-term U.S. industrial performance. The path
to a higher rate of economic growth and a higher level of produc-
tivity can only come through macroeconomic policies that encour-
age capital formation, technological progress, and human resource
development. More direct government intervention into the Na-
tion’s capital markets—in the name of economic cooperation coun-
cils or industrial development banks—is no substitute for policies
that promote economic growth by increasing saving and invest-
ment.

StrucTURAL CHANGE

The shift in U.S trade patterns mirrors important changes in the
structure of the domestic economy. Resources have been flowing to
the R&D intensive and high-tech oriented sectors and away from
basic goods manufacturing (e.g., steel). Overall, the manufacturing

4 Ibid.. pp. 53-54.
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sector performed quite well. Value added in manufacturing has re-
mained at about 24 percent of GNP since 1950. Moreover, employ-
ment in manufacturing increased each decade since 1950. When
compared with the long-run, or secular decline in manufacturing
jobs in many European countries, the U.S. experience in manufac-
turing is even more impressive (See Table IV). Thus, while service
jobs have increased much faster than manufacturing jobs, manu-
facturing remains a dynamic source of employment opportunities
for America’s workers (See Table V).

TABLE IV.—TOTAL AND MANUFACTURING JOB GROWTH IN THE UNITED STATES, JAPAN, AND OTHER
INDUSTRIALIZED NATIONS

[1260 to 1982)

1960 to 1980 1370 10 1980 19801982

Percent change in totai employment:

United States 19.5 249 0.3
Canada 327 345 -8
Australia N/A 16.0 2.2
Japan 148 87 18
France 9.4 39 -9
Germany 1.6 —14 24
Great Britain 2.7 13 —63
Italy —49 10 0
Netherlands 12.4 19 =31
Sweden 1.i 98 -3
Percent change in manufacturing employment:

United States 20.1 c8 —15
Canada 20.2 191 -85
Australia N/A -13 -23
Japan 45.8 -9 8
France 18 -38 N/A

Germany 9.3 -95 N/A

Great Britain ~46 —181 —16.0
HAIY ceeeecrccmncscnnee s s s ssssssmsssss s sssness e st e 10.0 36 —38
Netherlands 4.0 —197 N/A

Sweden -50 =31 =11

Source: Bureau of Labor Statistics, Statistical Supplement to International Comparison of Unemployment Bulletin, September 1983.
N/A: Not available.

- TABLE V.—EMPLOYEES ON NON-AGRICULTURAL PAYROLLS BY INDUSTRY DIVISION, 1930-1980

[ANl figures in thousands]

1930 1940 1950 1960 1970 1980
Number Percent Number Percent Number Percent Number Percent Number Percent Number Percent

Total......ocoeicririrnns 29,403 1000 32,361 1000 45197 1000 54,183 1000 70,880 1000 90,564 100.0

Goods-producing 11958 407 13,221 409 18506 410 20434 377 23578 333 25718 284
Mining .. 1009 34 925 28 %01 20 712 13 623 09 1020 11
Construction ........ 1,387 47 1311 41 2364 52 2926 54 3588 51 4399 49
Manufacturing ....... 9,562 325 10985 339 15241 337 16796 31.0 19367 273 20300 224

Service-producing ... 17451 593 19,140 592 26691 59.1 33755 623 47302 667 64847 7i6

Source: Department of Labor, Bureau of Labor Statistics, Employment and Earnings, July, 1981.

Within manufacturing, some industries have been expanding and
others have been contracting. From Table VI, it is clear that U.S.
manufacturing is becoming more technologically sophisticated and
skill-intensive. The high-tech sectors increased their share of total
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manufacturing value added from 27 percent in 1960 to 33 percent
in 1980. The heavy goods industries,-which tend to be capital, labor
and/or resource-intensive, have declined in their relative contribu-
tion to value added in manufacturing.

TABLE VI.—SHARES IN U.S. MANUFACTURING VALUE-ADDED AND EMPLOYMENT

Vatue-added * Employment 2
1960 1970 1972 1973 1980 1872 1973 1980

Process:

High technoIOgY ..........ocooererreece s rerronneee 27 31 31 32 38 28 29 33

Capital iIMenSIVe.........co.cvovecovrrirres o .32 .30 31 32 2 .30 30 28

Labor intensive A3 13 14 13 12 21 21 19

Resource iNtenSive .............oo.ooooveocoovecerrrce .28 25 28 23 23 21 20 .20
End use:

Consumer nondurables ..................ccoomevevecreeee .20 A7 17 15 15 Bt} 19 17

Consumer QUrables............vvvvvevsveroceccoene 03 .04 .04 04 05 05 05 05

Automobiles, 07 .06 .07 .08 05 .05 05 04

Equipment 19 22 21 21 24 .20 20 .23

Intermediate Products ..............ooveoeoeeoeerrrernns 51 51 51 51 .50 51 51 52

" 'l\ga;gei%id%dbfompuled the 85-industry-level 10 divisions by multiplying gross output in constant doflars by the ratio of value-added to output in
e able.

# Empioyment numbers derived from the Bureau of Labor series on employment and earnings aggregated to the two-digit -0 divisions and then
to the process and end-use categories.

About one-half of manufacturing output is in the form of inter-
mediate products to be used in other industries and sectors. Inter-
mediate products maintained a constant share of manufacturing
value added over the years. In the final use categories, equipment
and consumer durables have been expanding more rapidly. Con-
sumer non-durables and automobiles have declined in the relative
output mix of the manufacturing sector.

The high-tech sectors have also increased their significance as a
source of jobs in manufacturing. The high-tech sectors increased
their relative contribution to manufacturing jobs from 28 percent
in 1972 to 33 percent in 1980. In general, the high-tech sectors are
identified as being more dependent on R&D inputs and highly
skilled labor (scientists, engineers, and technicians).

A major complaint of industrial policy advocates is that the U.S.
economy is suffering from major structural rigidities. Although
they fail to explain what the structural problems are, industrial
policy proponents are united in their belief that the American
economy can no longer adapt to changing international, technologi-
cal, and market forces. Fortunately, the record of U.S. structural
change has proven that the U.S. economy is not inflexible and
rigid. Tables V and VI reveal the following characteristics of indus-
trial change in the United States:

Industrial change is not a recent phenomenon. The U.S.
economy has been in transition for decades. Some industries
expand while others contract. This is a normal process in a dy-
namic, growing economy and it is a sign of a healthy, not a dis-
eased, economy. .

Historically, industrial changes proceeded at a snail’s pace.
It is best described as a continuous, adaptive process. The
adaptive nature of structural change is important because it



33

allows resources to flow among the sectors without causing
major aggregate disruptions in labor markets.

The pace of industrial change has neither significantly
speeded up nor slowed down in recent years. The long-term
secular trends reveal a remarkably stable process of continu-
ous structural adjustment. Manufacturing and other goods pro-
ducing sectors have been declining steadily as a source of jobs;
whereas, the service producing sectors, such as finance, insur-
ance, services and real estate, have been expanding as a source
of jobs. Jobs in the manufacturing sector have not declined;
they have been growing at a slower pace than in the service
sectors. (Table V)

From a national perspective, these industry transformations add
up to a more efficient industrial structure for the United States.
Fortunately, the American economy is blessed with a high degree
of capital and labor mobility that allows its. industrial structure to
evolve into a more efficient pattern—as dictated by competitive
markets—without causing severe structural adjustment problems.

One of the major problems with industrial policy is determining
the desired rate of industrial change. Some advocates want to
speed-up structural change and others want to slow it down. It
would seem that the best structural adjustment policy is one that
allows competitive markets to dictate the pace of industrial change.
A competitively determined industrial structure has the advantage
of promoting an efficient allocation of resources among competing
industries. Improved allocative efficiency, in turn, contributes to
economic growth and U.S. competitiveness by improving productiv-
ity and by matching society’s output mix with consumer prefer-
ences.

U.S. TraDE Frows

Over the period since World War II, the U.S. economy has
become increasingly integrated into the world economy. U.S. ex-
ports and imports rose from about 5 percent of GNP in 1950 to
about 12 percent in 1983. The volume of world trade grew even
faster. The result was a fall in the U.S. share of world trade from
about 25 percent in 1950 to about 12 percent in 1983. While the
U.S. economy is more “open” than it was in the past, its direct de-
pendence on-international markets remains much less than for
most other industrialized nations.

The growing dependence of the world’s economies on internation-
al trade reflects the increasing degree of specialization among the
_ nations. Each of the nations is engaged in a competitive struggle
that demands changes in their domestic economies and in their
export and import sectors. How an economy responds to the inter-
national challenge is quite telling of its ability to be flexible and
adjust to changing economic circumstances.

Table VII shows that the U.S. economy has been quite flexible in
adapting to a changing international economic climate. In the pre-

sFor a more complete discussion of long-term trends in U.S. trade performance, see William
H. Branson, “The Myth of Deindustrialization,” Regulation (AEIl Journal on Government and
Regulation), September/October 1973, pp. 24-54, and Robert Z. Lawrence, “Is Trade Deindustri- ,

(Continued)
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World War II period, the United States had a comparative advan-
tage in the new emerging industries of that day—automobiles, cap-
ital equipment, and military goods. The older consumer goods in-
dustries at that time were dominated by the other nations because
of their advantage in unskilled, labor intensive manufacturing. The
pre-World War II trade pattern also clearly reveals that the United
States as a nation had a comparative advantage in agriculture and
in the high-technology end of manufacturing. The basis of U.S.
comparative advantage could be found in the relative abundance of
productive land, technology, and skilled labor.

TABLE VIL.—TRENDS IN THE U.S. TRADE BALANCE, 1930-81

ftn millions of doflars) S

Year Agrgiggldtgral lFuuberliscaanr;g Chemicals  Other %o[gégl Cognos:dns\er Ag}gg:fct"‘s'e 'gm'sy Tota *
15 433 3 Byt 518 -9 282 7 782
—459 395 22 —184 486 —38 353 22 265

1.604 1013 553 830 3144 958 1,147 174 9,530
857 -139 1128 —1226 4949 —505 633 804 5528
358 -1.384 2216 3163 10557 4834 2242 1,230 3,303

8023 —6,369 3137 5854 13928 8481 4543 1385 1,863

24308 —71333 11995 13325 45680 22864 —11,750 3,608 —27.566

dTotal figures wefize: two categories that are not included in the table and that showed a surpius of $6.2 biiion in 1981
Source: Department of Commerce, “Highlights of U.S. Export and Import Trade,” FT-990.

World War II disrupted the pattern of international specializa-
tion and trade in manufactured products. The United States
became a net exporter of all the major categories of tradeable prod-
ucts. Clearly, in 1947, the United States enjoyed an economic posi-
tion in world markets unparalleled in its history.

U.S. economic hegemony following World War II was based upon
the ravage of Europe and Japan and not upon the long-term com-
parative advantage of the United States. As Europe and Japan re-
built, they regained many of their old markets and established a
niche in some of the new emerging markets. For the United States,
this ultimately meant a resumption of trade deficits in consumer
goods and other industrial supplies. (See Table VII.)

Trade deficits in automobiles also began to emerge in the 1970’s
as technology in that industry became highly standardized and
widely diffused among the nations. Trade deficits also emerged in
fuels and lubricants, reflecting America’s growing dependence on
foreign oil. Nevertheless, in 1970, the United States continued to
enjoy a balance of trade surplus in goods with other nations. By
1970, the pre-World War II trade pattern had been reestablished
with the United States once again maintaining a comparative ad-
vantage in agricultural products and high-tech manufacturing, par-
ticularly in chemicals, capital goods, and military goods. Overall,
U.S. competitiveness in international trade in 1970 was as strong
as ever.

The dynamism and competitiveness of the U.S. economy became
even more apparent in the 1970’s. The impact of the oil embargo

(Continued)

alizir})g9 America? A Medium-Term Perspective,” Brookings Papers on Economic Activity, 1:1983,
pp. 129-171.
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resulted in an increase in the cost of fuel and lubricants by nearly
$65 billion from 1973 to 1981. This enormous growth in fuel costs
had to be paid for by vigorous expansion in exports in those sectors
in which the United States had a worldwide advantage. The re-
sponse of the American economy was remarkable. Trade surpluses
in agricultural products increased by $16.3 billion. Trade surpluses
in chemicals were up $8.8 billion. Trade surpluses were up over
$31.8 billion for the capital goods industries, and military trade
surpluses expanded by approximately $2.2 billion. The net result
was not a balance of trade deficit of approximately $65 billion, but
a trade deficit of only $27.5 billion by 1981. Thus, while U.S. im-
ports of automotive parts, consumer goods, and other industrial
supplies and materials increased sharply, U.S. exports of agricul-
tural goods and high-tech manufactured products increased at an
even faster pace. Fortunately for the United States, trade surpluses
in services also expanded rapidly after 1973. ‘As a result of these
factors, the United States enjoyed a balance of trade surplus in
goods and services of $11.5 billion in 1981.

The analysis of U.S. export and import flows reveals that the
economy 1is flexible and quite capable of adapting to changing na-
tional and international conditions. The industrial policy vision of
the U.S. economy losing its competitiveness because of structural
deficiencies is not supported by data on long-term U.S. trade per-
formance.

JoB CREATION

The most dramatic evidence that the U.S. economy is adaptable
and competitive is found in the data on job creation. According to
Table IV, presented earlier, total employment in the United States
increased by 20 percent from 1960 to 1970 and by 25 percent from
1970 to 1980. Thirty-three million more workers were employed in
1980 than in 1960. The U.S. economy generated more jobs in the
last 20 years than all of the other industrialized nations combined.
Of the other industrialized nations listed in Table IV, only Canada
had a brisker rate of total job growth. Japan, Germany, and
France, among others, experienced total job growth at a consider-
ably slower pace.

The 1982 recession resulted in a reduction in U.S. employment,
but four million workers found jobs in 1983. The continued expan-
sion of the U.S. labor markets provides strong evidence of contin-
ued U.S. competitiveness and vigor.

Data on U.S. unemployment contradicts the assumption that the
United States is suffering from massive long-term structural unem-
ployment. ‘The unemployment rate in the United States has edged
upward in the last decade. The upward secular trend was accompa-
nied by an increasingly wide cyclical pattern in U.S. unemploy-
ment. This disturbing trend is often cited as evidence that the pace
of U.S. industrial change is outstripping the ability of workers to
adjust.

While the facts about U.S. unemployment rates edging upward
since the 1960’s are undeniable, it would be a mistake to attribute
this trend to structural deficiencies in the economy. Over the
period, all of the industrialized nations experienced a secular rise
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in their unemployment rates. Second, over the last several decades,
woman and youth entered the labor-market in unprecedented num-
bers. These groups initially can be expected to experience higher
unemployment rates. Third, the rapid pace of job creation in the
United States has provided new opportunities for upward mobility
for a larger portion of the work force. The prospects of finding a
better or more suitable job entices many workers to quit and
search for new opportunities. The propensity of American workers
to change jobs is an important factor in explaining the compara-
tively high U.S. unemployment rate. Finally, the structural transi-
tion of the U.S. economy has given a large number of individuals
no choice but to draw unemployment checks while they look for a
new job. All of these factors combine to create upward pressure on
the Nation’s unemployment rate. :

Institutional factors have also contributed to the upward trend in
the unemployment rate. Minimum wage laws unquestionably raise
youth unemployment and keep many older and less skilled workers
from finding reemployment very quickly. Also, the unemployment
compensation system, including generous supplementary benefits,
provides a powerful incentive for workers who become unemployed
to take their time in finding a new job. Because of the cushion, em-
ployers are encouraged to ‘stockpile” workers through layoffs
hoping that the companies’ condition of depressed demand will be
temporary.

Perhaps more important to the industrial policy debate is the
comparatively large differential between short-term and long-term
unemployment rates. In Europe and other industrialized countries,
the mean duration of unemployment is more than twice the mean
duration in the United States. According to a recent study by Janet
Norwood, Commissioner of Labor Statistics, the average American
worker is out of work 22 weeks, but in Europe the average is 39
weeks.® The percent of people in Europe who are unemployed for
more than a year is five times the U.S. experience. Thus, while the
United States has a higher overall unemployment rate, a much
higher proportion of the unemployed find reemployment in a rela-
tively short period of time. The long-term unemployment rate in
the United States is much lower than it is in the other industrial-
ized nations. It also consists of a disproportionately large number
of youths and minorities.

In general, U.S. labor markets are very dynamic, flexible, and ca-
pable of absorbing unemployed and displaced workers within a rel-
atively short period of time. Long-term structural unemployment,
although a large problem, is much less of a problem in the United
States than it is in Europe and other industrialized nations.

This general overview of U.S. labor market dynamism clearly in-
dicates that structural change is not leading to a massive increase
in structural unemployment in the United States. In fact, labor
market mobility is an important factor in the ability of the Ameri-
can economy to adapt to changing economic conditions. It allows
resources to move more quickly to the sectors in which the United
States is experiencing a comparative advantage. These necessary

¢Janet L. Norwood, “Labor Market Contrasts: United States and Europe,” Monthly Labor
Review, August 1983, p. 6.
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structural changes are occurring without imposing unduly high ad-
Jjustment costs on American labor in the form of high long-term
structural unemployment.

Knowing that the economy can adjust to a new environment
without major disruptions is no consolation to those workers and
their families who are suffering from economic change. Many
workers become displaced by economic change and are unable to
find their way back into the mainstream of economic life. These
workers are in need of government assistance in the form of train-
ing and labor market information. Current labor market policy rec-
ognizes the needs of the displaced worker and is attempting to
meet these needs through the Job Training Partnership Act. A
series of Joint Economic Committee hearings focused on how the
States, working with the business community, are shouldering
their new responsibilities.” The testimony from the witnesses was
very encouraging although all of the witnesses agreed that close
monitoring of progress under the Job Training Partnership Act is
necessary before firm conclusions can be made.

SuMMARY AND CONCLUSIONS

In summary, the American economy has exhibited remarkable
resiliency and dynamism over the decades since World War II. Con-
trary to the claims of industrial policy advocates, the American
economy is not inflexible and incapable of responding to changing
economic conditions. America is not deindustrializing and it is not
losing its competitiveness in world markets.

The U.S. trade performance since World War II amply demon-
strates the flexibility and competitiveness of the American econo-
my. The U.S. balance of trade in goods and services became nega-
tive in 1982, and the negative gap widened in 1983. The recent set-
backs in the balance of trade are associated with the brisk recov-
ery, high interest rates, and a strong dollar. They are not a reflec-
tion of a long-term decline in U.S. competitiveness.

In the 1970’s while the United States was supposed to be suffer-
ing a loss of competitiveness, U.S. exports of high-tech manufac-
tured products, such as chemicals and capital goods, soared. U.S.
imports of low technology manufactured products, such as autos
and steel, increased at a slower pace. The result was a growth of
large surpluses in net exports of manufactured products. The sur-
plus was not sufficient to offset all of the $65 billion increase in
fuel imports since 1973, but it held the balance of trade deficit in
goods in 1981 to under $29 billion. Fortunately, over the 1973 to
1981 period, U.S. trade surpluses in service products expanded rap-
idly, too. As a result, in 1981 the United States experienced a trade
surplus in goods and services.

The American economy displayed its resiliency and adaptability
in other important ways. Growth in exports and imports as a per-
centage of GNP meant that American industry would have to spe-
cialize according to comparative advantage. Industries did just
that. The American manufacturing sector has been shifting to the

7 U.S. Congress, Joint Economic Committee, Industrial Policy: The Retraining Needs of the Na-
tion’s Long-Term Structurally Unemployed Workers, Hearings, 98th Congress, ist session, Sep-
tember 16, 23, 26, and October 26, 1984. .
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advanced end of the technology spectrum, or to the early stage in
the product development cycle, for decades. The result has been
growth in high-tech manufacturing and gains in foreign markets
for American firms.

In the 1960’s and 1970’s, the United States experienced a labor
force boom of unprecedented scale. The baby boom of the post-
World War II period was maturing and providing large numbers of
young, inexperienced workers in the labor force. The participation
rates of women and blacks increased substantially adding to the ex-
pected bulge in labor force growth.

In the early 1960’s, experts anticipated major structural adjust-
ment problems. A clash between technological change and labor
force growth in the decades ahead was predicted by many experts.
The primary concern was that technological change would destroy
jobs at a time when labor force growth was expanding rapidly. The
expectation was that massive long-term structural unemployment
lay ahead. Fortunately, the American economy confounded the ex-
perts. It became the most prolific generator of jobs of any industri-
alized economy in history. Over 33 million more workers were em-
ployed in 1980 than in 1960. The 1982 recession reduced employ-
ment growth, but in 1983 it snapped back sharply. About 4 million
workers found jobs in 1983 as a result of the brisk recovery. Jobs in
the service sector grew faster than in the manufacturing sector,
but manufacturing employment increased each decade.

Several important lessons can be gleaned from the U.S. experi-
ence with growth and change since 1950. First, the facts on the
transformation of the American economy do not square with any of
the major assumptions of industrial policy. Second, structural ad-
justments are a natural outcome of dynamic, competitive market
forces resulting from changes in consumer preferences, technology,
and international competition. In a competitive economy, resources
flow to their “best and highest” use. Thus, the economy that
emerges from structural adjustments is always more capable of re-
sponding to the new competitive forces than the economic struc-
ture that it replaces. '

Third, technological change is necessary for job growth in a
healthy, dynamic economy. Technological change increases com-
petitiveness by stimulating productivity growth and improving
product quality.

Fourth, there is no evidence that the United States is deindus-
trializing. The manufacturing sector remains a dynamic source of
output growth and net job creation for the United States. The fact
that employment growth in manufacturing lagged behind growth
in industrial production over the years reflects gains in productivi-
ty in the manufacturing sector and not a loss of competitiveness.
As we have seen, productivity growth is a central factor in improv-
ing the competitiveness of the overall economy, and it is not indica-
tive of deindustrialization.

Finally, the industrial policy advocates are correct in pointing
out that overall U.S. economic growth performance has not been
what Americans expect. They are wrong, however, in suggesting
microeconomic fine-tuning as the solution. Macroeconomic policies
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to encourage economic growth are necessary. If the industrial
policy debate does nothing more than reaffirm the importance of
capital formation, technological change, and human resource devel-
opment to economic growth, it will be worthwhile.



V. JAPANESE INDUSTRIAL POLICY

Japan has experienced phenomenal economic growth since World
War II. Many attribute this growth to an “industrial policy” pur-
sued by the Japanese Government, and in the face of the economic
problems in the United States during the 1970’s and early 1980’s,
some experts are recommending that the United States employ an
industrial policy, following the successful Japanese example.

However, contrary to popular opinion, Japan does not have an
effective, coherent industrial policy. It may have had one at one
time, but not in the last 10 to 15 years. It seems that the greatest
success of the Japanese Government has been to create a healthy
macroeconomic environment that has been conducive to economic
lgrowth. Perhaps this is the greatest lesson the United States can

earn.

The objective of this chapter is to review the role of monetary,
fiscal, and industrial policy in post-World War Il Japan. First,
Japan’s early experience with industrial policy is reviewed. Evi-
dence is presented to show that Japan's dramatic economic growth
‘was primarily the product of coordinated monetary and fiscal
policy in tandem with a group of risk-taking entrepreneurs, and
not the product of industrial policy per se. Second, the discussion
focuses on the changes in Japan’s economic policy as the Japanese
economy matured and was integrated into the global economy. The
next section discusses selected issues in Japanese industrial policy.
Specifically, does Japan have a coherent industrial policy? How do
“plans” and ‘“visions” enter into Japanese industrial policy? Final-
lSy, wi‘l)l the Japanese brand of industrial policy fit the United

tates?

EARLY JAPANESE INDUSTRIAL PoLicYy EXPERIENCE

It is important to recognize the origins of industrial policy in
Japan. In 1945, Japan was on its knees militarily, socially, and eco-
nomically. It's key industries were destroyed, food and energy
sources were scarce, inflation was rampant, and national pride was
at a low ebb. To combat these problems, Japan pursued an indus-
trial policy with the blessing of, and in cooperation with, the Su-
preme Commander for the Allied Powers (SCAP). As an underpin-
ning to that industrial policy, monetary and fiscal policy were ag-
gressively pursued to encourage business investment, achieve price
stability, and improve Japan’s balance of payments. During this re-
construction period, industrial planning was introduced, industrial
reorganization was undertaken, and the government took control of
capital markets.

In these early postwar years, Japanese industrial policy was a
very tight-knit institutional and policy arrangement—inspired in
part by U.S. occupation policies—designed to lift Japan from the

40
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rubble of World War II. It concentrated on allocating resources to
businesses, although agriculture also received some special help.

We must keep in mind the sharp differences between the U.S.
economy and the Japanese and German economies at the end of
World War II. Japan was devastated, and reconstruction of its in-
dustrial base had to have priority; housing and other blessings of a
thriving economy would have to come later.

The Japanese economic policy mix included import quotas and
tariff protection for manufactured products, and differential specif-
ic aid to targeted industries. MITI aimed mostly at future “win-
ners,” although to some extent, it also helped “losers.” Two of the
losers in the 1950’s and 1960’s were cotton textiles and coal mining.

A priority targeted production system, “keisha seisan hoshiki,”
was developed by an informal advisory group and adopted by both
the government and SCAP in 1948.! The rationale behind the prior-
ity targeted production system was the following:

Our idea is to concentrate our efforts on increasing the
production of coal, which is one of the most important
basic materials, and which is present in Japan. We insist
that all economic policies should be geared to this purpose.
This has the highest priority among policies. This high pri-
ority may not be long assigned to this particular policy,
and possibly it will not be necessary for a long period.
However, when we cannot expect an all-around increase in
production because of numerous constraints and difficul-
ties, there is no alternative but to concentrate on a few
basic commodities and through the increased production of
these items, we may create the possibility of gradual recov-
ery of over-all production activities.?2

The targeted production program, assigning top priority to coal
production, resulted in output exceeding by 3 million tons the then
virtually impossible target of 27 million tons. Increased coal sup-
plies, in turn, accelerated the recovery in basic goods production,
including fertilizers and cement, helped in rehabilitating the rail-
way system and in general was a boon to the whole economy.

Japan’s early postwar industrial policy was a practical response
to an overwhelming need for cost-efficient management of re-
sources to speed economic recovery. By the late 1940’s, the objec-
tive of the Occupation was already shifting from a demilitarization
objective to speeding economic recovery because of the onset of the
Cold War and the change in U.S. military and foreign policy objec-
tives in East Asia, vis-a-vis the Soviet Union.

During the 1950’s and 1960’s, Japan’s national policy emphasis
shifted from economic recovery to economic growth. Accordingly,
the nature of Japanese industrial policy went through a metamor-
phis.

'U.S. Congress, Joint Economic Committee, Industrial Policy, Economic Growth and the Com-
titiveness of U.S. Industry, Hearings before the Joint Economic Committee, 98th Cong., First
ion, Part 2, July 13, 1983, p. 53.
* Arisawa, Professor Hiromi, “Measures to Prevent Economic Collapse,” Hydron, January
1947. This was quoted by H. William Tanaka in his testimony before the Committee, Hearings,
Part 2, page 53.
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Monetary policy played a key role in rebuilding Japan’s economy
at the end of World War II. By keeping interest rates artificially
low, the government encouraged business investment and expan-
sion of certain sectors of the economy. To achieve growth in select-
ed industries, the government targeted funds through credit ration-
ing. At that time, businesses were in their early growing stages
and were heavily reliant on government loans to finance their in-
vestment in the absence of other domestic markets or access to
international funds.

Monetary policy was tightly controlled. Fiscal measures were
adopted to coincide with long-run monetary policy. Japan’s guiding
principle was to discourage consumption and encourage invest-
ment. The government reached these goals by creating a support-
ive tax system. Fiscal success was ensured by reducing double tax-
ation on corporate income through special treatment of dividends,
a low tax burden to encourage a high saving rate, and encouraging
capital gains instead of interest income. Through these measures,
the government produced a growing pool of savings and an envi-
ronment conducive to business expansion.

CHANGES IN JAPANESE INDUSTRIAL PoLicy

Indeed, Japan had a strong centrally-directed industrial policy
for a decade or so following World War 1, and it served that nation
well in the early Postwar II reconstruction period. But its industri-
al policy has changed significantly from those early postwar years.
Today, the goals of Japanese industrial policy are more diffused
and less well defined than they were in the 1950’s. Today, there is
preferential treatment for selected key industries, there is a coordi-
nated package of policy instruments, and there are recession car-
tels to let failing firms down easily. But in terms of breadth and
depth, Japanese industrial policy is not today what it was in the
early postwar years. As the economy grew and stabilized, the heavy
hand of government was gradually lifted and private enterprise
was given more head to move forward, with nudgings and “visions”
of the future set forth by government. Professor Hugh Patrick of
Yale University outlined some of these changes in his testimony

- before the Joint Economic Committee, and the following points are
taken from his July 13, 1983 testimony.?

The goals of Japanese economic policy have widened in recent
years, with greater emphasis on small business, environmental con-
trol, and social welfare. Government attention is focused on macro
problems associated with huge budget deficits and on “administra-
tive reform.”

MITI tries to identify and support the industries of the future,
especially high-tech industries. But governmental resources in fact
now go more to the losers, those in difficulty, than to the potential
winners. Aid is dispensed primarily to the structurally depressed
industries hit by high energy costs (aluminum, petrochemicals,
etd.), low world demand (shipbuilding), or high labor costs (textiles

3U.8. Congress, Joint Economic Committee, Industrial Policy, Economic Growth and the Com-
titiveness of U.S. Industry, Hearings before the Joint Economic Committee, 98th Cong., First
ion, Part 2, July 13, 1983, pp. 12-43.
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and simple assembly operations). And almost all government subsi-
dy payments go to agriculture.

Direct subsidy payments have never been very important in Jap-
anese industrial policy, and given the budgetary crisis, they are un-
likely to be important in the future. Special tax benefits are in-
creasingly resisted by the Ministry of Finance, who is currently ob-
sessed by large budget deficits. The differential between commer-
cial banks and government lending interest rates has become so
narrow for large firms that government loans have far less benefit
than earlier.

Nonetheless, MITI continues to have important policy instru-
ments at its disposal, particularly its ability to subsidize and en-
courage commercially-oriented R&D in high tech industries. And in
a recently enacted law for structurally depressed industries, MITI
obtained powers to encourage mergers and help a few major select-
ed industries in ongoing trouble because of loss of international
competitiveness.

The policy environment for industrial policy has changed a great
deal from the earlier, high-growth era. There is no longer the over-
whelming focus on rapid growth; other objectives have become
more important. Business is now perceived as able to grow on its
own. Unlike earlier, savings are now in ample supply; the problem
is to encourage businessmen to invest rather than to ration credit
to them. Big business now is strong and independent; it does not
want to be beholden to or dependent upon MITI or other govern-
ment officials.

One of the most important changes in the policy environment is
that Japan is no longer insulated from the rest of the world. For-
eign governmental pressures—especially American—have intruded
upon the cozy domestic arrangements that have been so much a
part of Japanese industrial policy. Japan is now a major world
economy and world trader rivaling the American and European
economies in steel and cars and increasingly in semiconductors,
computers, telecommunications, and other high-tech areas. Its ac-
tions, policy and otherwise, inevitably invite scrutiny and, at times,
reactions from the United States and others. Japan has truly
become an interdependent member of an interdependent world. As
one of the three pillars of the international economic order—to-
gether with the United States and the Western European industri-
al democracies—Japan is finding that it can no longer use trade
policy as an instrument of industrial policy; it must reduce trade
barriers, not raise them.

The Japanese automobile industry illustrates one of the major
problems of a strong industrial policy—the inability of government
bureaucrats to outguess the market in picking winners and losers.

MITI planners rebuffed early efforts by Japanese auto makers to
begin exporting their cars on grounds that there wasn’t likely to be
much of a world-wide market for them. Also, starting in 1962, MITI
“targeted” the automobile industry as a winner, but erred in a
structural reorganization by pressing manufacturers to merge—a
policy that failed in the face of industry resistance. Only three
small mergers occurred during the 1960’s. New firms, such as
Honda (motorcycles) and Toyo Kogyo (machine tools), entered the
automobile business against strong resistance by MITI. Then, in
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1969, the straw that broke the camel’s back was Mitsubishi’s joint
venture contract with Chrysler to produce the Dodge Colt. This and
the Honda and Toyo Kogyo entries into the automobile business
are what finally caused MITI to abandon its automobile industry
consolidation policies.

After 1969, with MITI no longer meddling, the Japanese automo-
bile industry began the technical innovation and aggressive mar-
keting which eventually made the Japanese auto industry a world
class performer.

SeLECTED ISSUES IN JAPANESE INDUSTRIAL PoLicy

Discussions of Japanese industrial policy invariably turn to ques-
tions of coherence, the importance of “visions” and the possibility
of transferring Japanese-style industrial policy to the U.S. A dis-
cussion of these questions follows.

JAPAN Does Not Have A CoHERENT INDUSTRIAL PoLicy

Dr. Philip Trezise of Brookings Institution, who testified before
the Joint Economic Committee on July 13, 1983, examined the use
of policy instruments in Japan and found that Japan does not now
{}aveda coherent, coordinated, long-run strategy, as is often be-
ieved.

Subsidies would be at the heart of any industrial policy, but Tre-
zise shows subsidies going to the following sectors in the following
order: agriculture, energy, small business, and national railways.
Trezise argues that the rationale for these subsidies cannot be eco-
nomic efficiency. He indicates, “. . . rice is produced for three to
four times the price prevailing in world markets.” Energy subsidi-
zation stems from Japanese politicians’ sensitiveness to their de-
pendence on foreign fuel sources. Trezise says it would exist “even
if the term industrial policy had never been invented.” He feels the
rationale for small business subsidies is largely political. And Tre-
zise doubts that heavy subsidies to the Nation’s railways can be
part of ‘. . . a carefully designed industrial policy.”

On publicly funded research and development, Trezise noted that
Japan is last among major industrial countries in publicly financed
research and development in relation to GNP, and that Japan’s
public R&D, even after adjusting for the disparity in military R&D,
is less than half that of the United States in relative terms. On the
other hand, private R&D in Japan has surpassed the United States
in relative terms.

Trezise further argues that Japan’s Public R&D is not “. . . me-
ticulously aimed at commercial goals.” The Ministry of Education
disburses roughly half of Japan’s public R&D spending, mostly in
the form of general grants to universities for administration, li-
braries and salaries. About a quarter of the R&D budget goes to
the Science and Technology agency, in charge of space and oceanic
R&D and large amounts to energy R&D. Trezise indicates that
during the current fiscal year, the Ministry of Agriculture is sched-
uled to receive 4 percent of all public R&D money, twice the share
requested for agriculture in the U.S. budget.

Trezise further points out that MITI, which is supposed to be the
architect of industrial policy, had control over only 12 percent of



public R&D in fiscal 1983. Of that amount, over half was spent on
energy projects. According to Trezise, ‘. . . that leaves maybe $350
million or so for all the multifarious things that MITI is popularly
supposed to do in the way of providing R&D in support of manufac-
turing industry.” Trezise finds it hard to believe that these “. . .
relatively modest sums have had great influence on Japan’s suc-
cessful manufacturing industry.”

Trezise also concludes that no highly articulated and coherent
approach is found in Japan’s tax policy. The tax benefits have been
selective, he argues, but they have not been targeted uniformly at
future industries, as is commonly believed. Japan’s tax code pro-
vides for a wide range of tax benefits: tax exemptions, tax credits,
accelerated depreciation, depletion allowances, and tax free re-
serves. But, in addition to logically cited sectors such as steel,
chemicals and machinery, tax benefits have been given to several
industries that can hardly be said to be industries of the future.
The list includes agriculture, merchant shipping, restaurants, tex-
tiles, and forestry. In fact, tax credits for investment in Japan are
limited to industries designated as ‘“‘permanently depressed,’ to
certain small and medium businesses, or to special depreciation al-
lowances for certain kinds of energy or oil conserving equipment.

The key to Japan’s industrial policy and its economic success is
sometimes said to be concessional or preferential lending by the
Japanese Development Bank (JDB). Trezise argues that the oper-
ations of the JDB cannot be viewed as *. . . a highly focussed form
of industrial policy.” He points out that 88 percent of the JDB's
$5.1 billion of loans for 1981 went for what he calls, . . . public
infrastructure projects,” i.e., urban and regional renewal and devel-
opment, energy, and quality of life projects. The remaining 12 per-
cent, roughly $600 million in 1981, was devoted to high tech and
related activities, which might be considered the key objectives of a
selective industrial policy. But when related to total private plant
and equipment investment spending, which was about $180 billion
in 1981, Trezise concludes that the $600 million in loans do not
?ppear to be “. . . a decisive amount for shaping Japan’s industrial
uture.”

On import protection, Trezise argues that during the 1950’s and
1960’s, Japan was protective of both infant and established indus-
tries. Since the liberalization of the 1970’s, however, Japan is a
country of relatively low tariffs and few official barriers to imports,
except agriculture, processed foods, and certain semi-conductor
manufacturers. Regarding targeted protectionism, Trezise says:

The assertion that Japan protects only the growth indus-
tries and willingly allows the weak sisters to be discarded,
to be killed off, is simply fiction.*

Trezise concludes that it cannot be said that formal, official pro-
tection is a signifidant feature of Japan’s industrial policy.
Regarding competition policy, Trezise states:

4 Ibid., page 13.
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. . . the general thrust of official thought in Japan has
been toward worry about ‘‘excessive competition” and
toward a possibly exaggerated faith in economies of scale.®

Thus, government policy has emphasized ways to limit competi-
tion and foster bigness. However, he points out that in spite of the
official drive to restrict competition, sectors such as textiles and
small firms are still as numerous as ever. For example, in the
clothing industry, which has been the target of government pres-
sure for greater consolidation for decades, there are more small
firms today, both in relative and absolute terms, than there were
30 years ago.

Competition policy is also used to help smooth the decline of
sunset industries. At the present time, the Japanese government is
trying to direct an orderly reduction in capacity in industries like
aluminum, petrochemicals, and chemical fertilizers, through
shared plans of scrapping protective facilities. Trezise feels that it
is unclear whether such policies make more economic sense than
leaving the decline of industries to market forces.

PLANS AND VISIONS

Finally, an industrial policy would seem to call for a plan or
blueprint to guide industry day-to-day or month-to-month. However
such guidance in Japan is, at best, nebulous. Every now and then,
usually after a new Prime Minister takes office, the Economic
Planning Agency prepares a multi-year Economic and Social Plan.
Trezise says, however, that the term ‘“plan” is a misnomer. These
documents discuss trends and problems, economy-wide and in some
cases sectoral, and suggest broad courses of action, often heavily
qualified (because a number of ministries have a hand in the prep-
aration). It is hard to draw a focussed industrial plan out of this.

On an occasional basis, MITI issues “visions” of the future for
the industrial part of the economy. But, according to Trezise, they
are “committee documents,” with all that implies, that roam loose-
ly over the economic and political horizon and are not much more
than collections of platitudes.

Professor F. Gerard Adams, of the University of Pennsylvania,
on the other hand, feels that the visions of MITI have been some-
what helpful to the Japanese economy. In fact, he states that one
of the major lessons the United States can learn from Japan’s ex-
perience with industrial policy can be derived from these visions.
When Japan opted to nurture an integrated industrial structure to
gain world competitiveness and exploit productivity gains of
modern high technology, Adams states, “. . . such a view was built
into the ‘vision’ of MITI” which he defines as “. . . a broad over-
view of the goals and needs of the Japanese economy.” MITT’s
vision thus became the basis for Japanese industrial policy. These
visions have changed with the economy to meet its needs and to
anticipate future trends. Adams states, “. . . the visions of the MITI
have been useful to show the direction in which the economy
should aim.”

& Ibid., page 84.
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Nonetheless, Trezise does not feel that MITI's visions have had a
large impact on the Japanese economy. As he told the Committee:

In any case, it's very hard for me to believe that firms
like Nippon Electric or Matsushita or Komatsu or others
among Japan’s industrial giants, really are willing to risk
large sums of their funds on investments solely because
some Government bureaucrats have had a vision.®

Then Trezise concludes with these comments:

So I come out with the view that while Japan’s industri-
al policy is an interesting subject, one that has preoccupied
a number of American observers and many Japanese as
well, there isn’t much that our Government is going to
learn from it. We do many of the things that the Japanese
do. We do them probably as badly as the Japanese. And
it’s not clear to me that they make any more sense here
than they do in Japan.”

Dr. Trezise has raised another important point, which deserves
some attention. Even if Japanese industrial policy can be tabbed a
smashing success, the question is, does the Japanese experience
have relevance for a U.S. industrial policy? The answer of the wit-
nesses who appeared before the Joint Economic Committee is a re-
sounding “No.”

JAPANESE INDUsTRIAL PoLicy WouLp Not Fit N THE U.S.

Professor Patrick made perhaps the best case on this, citing a
number of reasons for not applying “Japanese lessons” to the
United States.8

First, if industry-specific industrial policy has not made a major
policy contribution in Japan’s tightly controlled society, and the
above analysis indicates it has not, we cannot expect any better in
the more loose-knit U.S. society. U.S. ideology, institutional ar-
rangements, and governmental administrative structure are not
conducive to a tight-knit industrial policy.

Second, much of the historic reasoning for Japanese industrial
policy has been the shortage of capital and an inadequate financial
institution framework for allocating capital in the best manner.
The United States has well developed financial markets, so has less
need of industrial policy for this purpose.

Third, it is easier for a nation to pick potential future winner in-
dustries when it is in a “follower” or “catch up” position. It can
analyze the industrial structure of more advanced nations to learn
its potential for future competitiveness. The United States is on the
technological frontier. No other country is ahead of us to emulate,
not even Japan. The marketplace can judge what the industries of
the future should be better than can the bureaucrats.

Finally, as Japanese industries have become stronger, there is
less need for government protection, guidance, and aid. For a
nation in the industrial and technological forefront, protectionist

8 Ibid., pp. 73-74.
7 Ibid., page 74.
8 Ibid.. pp. 38-43.
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policies are not appropriate and, in fact, may be self-defeating.
Thus, Japan has been moving away, albeit slowly, from the very
restrictive import policies of the 1950’s and 1960’s. Certainly, the
United States does not want to move in that direction when Japan
is moving away from it.

LessoNs To BE LEARNED FrRoM JAPANESE INDUSTRIAL Poricy

There are some important lessons that we can learn from the
Japanese experiment with industrial policy, as follows:

1. Enhanced incentives for saving and investment are more
important to the overall health of the Nation than any form of
specific industry aid or incentives, and they have certainly
been more important to Japan’s economic success than Japan's
so-called “industrial policy.” Japan saves nearly twice as much
of its gross income and three times its personal disposable
income as the United States, and, understandably, its long-run
productivity growth has been well above ours since the 1960’s.
Japan has also been very supportive of policies that enhance
commercial research and development and technological inno-
vation. The United States would be well advised to emulate
these aspects of Japanese policy if it wishes to achieve a higher
growth for the future than in the past decades.

2. Investment in human capital is as important as invest-
ment in physical capital. Our elementary and secondary educa-
tional system must be improved to provide better trained and
better qualified individuals for the demands of a modern, high-
tech society. The education gap with Japan must be closed.

3. The United States should concentrate on the fundamen-
tals. Effective execution of the fundamentals is just as impor-
tant as the “game plan” in succeeding in international compe-
tition. Foster institutions and policies within which entrepre-
neurs can operate efficiently, investors can invest freely, and,
in general, the economy can grow.

4. It is important to think through long-run strategies of how
a society and economy should develop. Business should under-
take a long-run perspective in its management decisions. More-
over, product quality should be just as important as quantity
in achieving long run business success.

5. One other useful proposal came out of the Committee
hearing on Japanese industrial policy. The United States and
Japan can advance both economies better by cooperative ar-
rangements and partnerships than by destructive protectionist
battles. Japan has more to fear from the competition of
Taiwan, Korea and other Southeast Asia developing nations
than they do from the United States. H. William Tanaka told
the Committee that technological and commercial linkages be-
tween U.S. and Japanese companies can increase technology
transfer inflows into the United States and can help upgrade
U.S. productive facilities.

CONCLUSION

In conclusion, the predominant source of success of the Japanese
economy in the late postwar years and up to the present time is
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the entrepreneurial vigor of private enterprises that invest a great
deal of money and take enormous risks. The main role of govern-
ment has been to provide an accommodating and supportive envi-
ronment for the market, rather than providing leadership or direc-
tion. Government planning has been important to a few industrial
sectors, but not to most sectors, which have flourished on their
own.

The name of the game for vigorous economic development is
sound monetary and fiscal policy and other macro policies to in-
crease the quantity and especially the quality of the factors of pro-
duction—Ilabor, capital, and natural resources. Thus, while the typ-
ical perception of industrial policy rests on micro policies, for the
United States it is macro policy that is the key to our future eco-
nomic success.



VI. STATE AND LOCAL INDUSTRIAL DEVELOPMENT
PRACTICES

In the preceding chapter, the Japanese experience with industri-
al policy was discussed. This chapter. continues the review of indus-
trial policy strategies by examining the economic development
practices of State and local governments. State and local govern-
ments in the United States have a long history of attempting to
use loan guarantees, interest subsidies, locational grants, tax con-
cessions, regulatory policies, and other industrial policy instru-
ments to encourage industrial growth in their regions. The diversi-
ty and variety of State and local development practices provides a
rich, fertile ground for evaluating the effectiveness of the various
proposed national industrial policy approaches and instruments.

The assessment of industrial policy programs and applications at
the State and local level was the subject of a Joint Economic Com-
mittee hearing on July 14, 1983.! Specifically, the Committee was
interested in determining to what extent (1) State and local govern-
ments have been successful in using their industrial policy instru-
ments to leverage industrial development and (2) what the State
and local experience implies about the desirability and feasibility
of a tightknit, or coordinated, industrial policy at the national
level. The pros and cons of a federalist industrial policy that would
rely on State and local governments to implement national indus-
trial policy objectives was also considered.

The analysis of this chapter draws upon the experience of State
and local governments and upon the general economic literature
on State and local development practices. One of the major find-
ings of this investigation was that State and local governments are
currently in the process of shifting emphasis away from targeted
industrial policies to a more general policy of supporting industrial
innovation within their political jurisdictions. They are doing this
by putting more emphasis on the fundamentals of economic
growth: improved education and training programs geared to local
labor markets, support for basic and applied research, support for
recreational and cultural activities, improved local transportation,
streamlined planning and development regulations, and improved
university-business community linkages. By and large, today there
is less emphasis on pirating industrial jobs from other States and
regions, and much more emphasis on State and local policies to im-
prove the overall economic climate.

Also, many States and their local jurisdictions began experiment-
ing with new strategies to encourage growth through technological
innovation. While the jury is yet out on how successful their strate-

! U.S. Congress, Joint Economic Committee, Industrial Policy, Economic Growth and the Com-
titiveness of U.S. Indust& Hearings before the Joint Economic Committee, 98th Cong., First
ion, Part 2, July 14, 1984, pp. 103-150.
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gies will be, it does seem clear that the industrial policy practices
of State and local governments offer little positive encouragement
to those who advocate industrial policy at the national level. Iron-
ically, like the Japanese, State and local governments are moving
away from industrial policy at a time when the backers of industri-
al policy in the United States are encouraging “full steam ahead”
at the national level.

This chapter -begins by examining the types of State and local in-
dustrial development practices and the types of policy instruments
that are available. It then examines evidence which suggests that
these targeted State and local strategies have been unsuccessful in
stimulating State and local development. It also examines the expe-
rience of regional policy at the national level in the United States.
After this discussion, the chapter concludes by examining the feasi-
bility of a federalist industrial policy in lieu of a centralized nation-
al industrial policy.

One of the major conclusions of the chapter is that the rich, di-
verse experience of State and local industrial policy practices offers
little support for the desirability and feasibility of a national indus-
trial policy. The track record of targeted industrial policy practices
at the subnational government level leaves little for the Federal
Government to emulate. The chapter also concludes that while
State and local governments have an important role in industrial
development, any Federal Government attempt to direct these in-
dustrial activities in the name of a federalist industrial policy, or
whatever, will be costly to implement and largely ineffective.

STATE AND LocaL DEVELOPMENT PRACTICES

State and local governments offer a wide variety of development
tools aimed at increasing industrial development. Robert M. Ady,
Vice President of the Fantus Company, a Chicago-based plant loca-
tion consulting firm, classifies the development tools into four cate-
gories: tax incentives, financing programs, training assistance, and
special assistance programs.?

Tax incentives include full or partial exemption from taxes on
inventories, raw materials, new equipment, and the corporate
income tax. At the local level, a similar array of tax concessions,
including property tax abatement, is often available.

Financing programs include the use of industrial revenue bonds,
general obligation bonds, and loan guarantees for buildings, ma-
chinery, equipment, and plant expansions. These financial pro-
grams often represent a net interest savings to the expanding busi-
nesses. The Urban Institute estimated that State development
agencies have authorized about $19.3 billion in industrial develop-
ment bonds (IDB’s) in 1981. For State development agencies, the
IDB program represents the major bulk of their development ef-
forts.3

Training assistance refers to the overall availability of State and
local training facilities and programs to serve the needs of local
labor markets and expanding businesses. Virtually all States have

2 Ibid., pp. 131-132,
3 Ibid., pp. 111-115.
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followed the pioneering efforts of South Carolina in providing “cus-
tomized training” for industrial development. A unique feature of
these programs is their cost effectiveness since trainees are unpaid
and prospective employers have a major say in designing the train-
ing programs that they look to for new employees.

Special programs include government efforts to provided low-cost
industrial sites, research parks, streamlined development regula-
tions to cut redtape, and an industrial infrastructure such as roads,
bridges, university programs, etc.

The purpose of this discussion is to point out that State and local
governments have been extremely creative and prolific in develop-
ing and refining many of the industrial policy instruments that in-
dustrial policy advocates want the Federal Government to apply on
a selective basis at the national level. The State experience with
industrial planning and development, using these tools, should pro-
vide a fair test of their likely effectiveness at the national level.

In the early 1950’s and 1960’s, many States in the lagging South-
east and Southwest regions adopted aggressive industrial develop-
ment strategies. As the “Sunbelt” region gained in relative pros-
perity, States and communities in the “Frostbelt” region and in the
West began to emulate the development practices of the South. As
a result, by 1970 virtually all States, and many of their communi-
ties, had adopted an aggressive industrial policy with the twin aims
of (1) pirating jobs from other States and regions and (2) protecting
in-State jobs from being lured to other States and regions. A media
blitz at the national level and the targeting of industrial firms in
other States and regions was a common practice of regional cham-
bers of commerce and State and local development agencies.

The rise of the Sunbelt economy resulted in a convergence of eco-
nomic prosperity among the regions. Regional economic conver-
gence has been a gradual process that began many decades ago,
and is still occurring. Few regional economists and analysts would
claim that State and local industrial policies have had much to do
with the regional convergence in income and jobs. Most profession-
al economists and analysts attribute the post-World War II pattern
of regional growth and change in the United States to fundamental
market forces, including low transportation costs, technological in-
novation, and a shift in the U.S. comparative advantage to high
valued manufacturing (primarily in capital goods, chemicals, agri-
cultural products, and military goods). In the wake of stiff foreign
competition, many U.S. manufacturers were forced to expand their
production facilities overseas or in the Southeast and Southwest to
take advantage of low labor costs.

The view that fundamental economic forces, and not State incen-
tives, are the driving force behind the emerging regional growth
patterns in the United States is supported by experience and the
numerous studies of plant locational determinants. For traditional
manufacturing plants, the important locational factors continue to
be access to markets, access to raw matterials (including the avail-
ability of fuel and electricity), transportation, and the availability
of a large pool of low cost labor.* Thus, according to this view,

4 Michael Kieschnick, Taxes and Growth (Washington, D.C.: Studies in Development Policy,
Council of State Planning Agencies, 1981), pp. 35-63.
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growing markets, the cost of labor, and technological innovation
are behind the emergence of the Sunbelt economy.

For high-tech companies, market forces are also the primary de-
terminant of regional growth. But, in the case of high-tech compa-
nies, the cost and availability of skilled labor and the overall tax
climate take on added significance. Other locational requirements
of high-tech companies include such regional and community char-
acteristics as local transportation, good schools, a quality university
environment, recreational and cultural opportunities, and ample
space for expansion.’

In general, there is no empirical evidence that States (or commu-
nities) can pirate manufacturing and high-tech jobs from other re-
gions by simply offering generous financial inducements.

Robert Ady explained the lack of correlation between State fi-
nancial and other industrial development incentives and plant lo- .
cation decisions this way:

Quite bluntly, the typical plant location scenario sug-
gests that existing State, local, and indeed federal pro-
grams do not stimulate facility location. The market place
and product demand continue to be, as they always have
been, the driving force. Companies do not expand to take
advantage of State or local economic development pro-
grams but rather to meet present or projected future
demand. Once the need has been identified, however, such
?rogragns may have some influence on where a facility will
ocate.

One of the major reasons for the ineffectiveness of targeted State
and local industrial policies is that they are offered, in one form or
another, by practically all of the States so that their effects are
nullified. In the early 1960’s and late 1970’s, States began to realize

. . that interjurisdictional competition had created for them a com:
. \petitive zero-sum sociéty. In response, they began to reorient their
‘development -strategies inward. Probably the barrage of university .

studies extolling the virtues of State internal development strate-
- gies helped to reorient thinking about the inappropriateness of pi-

rating and targeting strategies. Also, the pioneering work of David

‘Birch of MIT on the job generating process revealed that most job

expansion comes from start-ups and from small companies already
- within the State and not from relocating companies.”’

All of these factors combine to contribute to the painful reap-
praisal of State and local development practices from which
emerged a new emphasis on State and local government policies to
encourage entrepreneurship, technological innovation, and the ex-
pansion of existing businesses. The overall economic climate of the
State or region became the central focus of State and local develop-

5 U.S. Congress, Joint Economic Committee, Location of High Techn.ology Firms and Regional
Economic Development, a Joint Economic Committee Print, A Staff Study prepared by Robert
Premus for the use of the Subcommittee on Monetary and Fiscal Policy (Washington, D.C.: Gov-
ernment Printing Office, June 1, 1982).

¢U.S. Congress, Joint Economic Committee, Industrial Policy, Economic Growth and the Com-
petitiveness of U.S. Industry, Hearings before the Joint Economic Committee, 98th Cong., First
Session, Part 2, July 14, 1983, p. 134.

7David L. Birch, “Generating New Jobs: Are Government Incentives Effective?”’ Commentary,
July 1979, pp. 3-6.
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ment programs, although interjurisdictional competition to offset
the pirating practices that are latent in any decentralized political
structure is still keen.

Carol Steinback entitled attention to the shift in the focus of
State development policies in a 1979 article entitled “Economic De-
velopment of the States: There’s a New Look Coming.” The follow-
ing excerpts taken from the article are germane to the argument
that State and local policies aimed at specific firms and industries
are giving way to a more general approach aimed at improving the
overall economic climate: '

Fresh thinking and practice are challenging the tradi-
tional view of economic development as “smokestack chas-
ing” and dining with foreign entrepreneurs. The emerging
focus may be on other, once-neglected areas—promoting
small business, nurturing new enterprises, and supporting
existing State industries. Behind the shift is an important
premise: economic development is for everyone, not for in-
dustry alone.

No one can deny that there are benefits for a State in
capturing industries that operate elsewhere or might open
branch plants in a new area. . . . A strong argument has
been made, however, that this approach involves excessive
costs, leads to abuses, generates fierce and counterproduc-
tive rivalries among States and regions—and, most serious
of all, simply misses the mark of where the greatest poten-
tial lies for increased employment and economic growth in
the United States today.8

In discussing what a successful State development strategy ought
to look like, Roger J. Vaughan had this to say:

An economic development strategy must focus on the
overall economic climate, and not waste resources on spe-
cial incentives for new favored firms. It must encompass
a broad range of policies including training programs, in-
frastructure development, and capital mobility as well as a
balanced tax structure.

Continuing, Vaughan explains the logic of targeting the overall
economic environment at the local level this way:

A major advantage of developing local infrastructure
rather than offering specific tax incentives, is that many
firms can benefit from better roads, sewers, water supply,
and fire and police protection. These benefits need not be
limited to a few large firms. The State, with its superior
resources, can step in and help local communities with
their development problems.?

#Carol Steinback, “Economic Development in the States. There’s a New Look Coming.” State
Legislatures, National.Conference of State Legislatures, March 1979, pp. 6-7.

*Roger J. Vaughan, State Taxation and Economic Development (Washington, D.C.: Council of
State Planning Agencies, 1979), p. 109.
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U.S. ExPERIENCE WrTH REGIONAL PoLicy

We now turn our attention to the U.S. experience with regional
policies aimed at reviving distressed regions and communities. An
examination of past experiences with Federal Government at-
tempts to alter the course of regional growth and development is
particularly pertinent to the industrial policy debate. Most of the
Democratic industrial policy plans, as discussed in Chapter IIl, in-
clude Federal aid to distressed communities and regions as part of
their grand targeting schemes, but these regional programs have
received little attention in the industrial policy debate.

In a market economy, competitive markets allocate resources ef-
ficiently among competing investments. The spatial analogue of
this efficient capital market theory is that, since investments must
occur in place, the market process also allocates investments effi-
ciently among the regions and States. The major challenge con-
fronting industrial policy advocates is to demonstrate that the Fed-
eral Government can outperform the market in picking winners
and losers among industries and among the Nation’s regions and
communities. The experience of the Federal Government in guid-
ing regional development and aiding distressed regions and com-
munities should provide a useful background in discussing the fea-
sibility of the proposed industrial policy initiatives.

Four Federal Government programs to intervene in regional eco-
nomic development are discussed in this section. While not all in-
clusive, these programs represent the major problems with Federal
regional policy as it has been practiced in the United States since
the 1950’s. A common feature of the program is that they represent
Federal aid to communities and regions in an atterapt to (1) ailevi-
ate community and regional distress and (2) alter emerging region-
al growth patterns in a predetermined way.

FHA and VA Mortgage Loan Guarantee Programs.—The FHA
and VA Mortgage Loan Guarantee Programs were aimed at bring-
ing subsidized housing to the poor in the Nation’s central cities.
The programs resulted, instead, in providing subsidized housing for
the more affluent in the suburbs of the Nation’s cities. Rather than
improve the quality of the city life, which was their primary tar-
geting focus, they hastened the flow of the relatively more affluent
citizens to the suburbs.

Representative James H. Scheuer (D-N.Y)), in a question and
answer session during the Joint Economic Committee hearing, ex-
plained his disillusionment with the ability of government, at any
level, to revive declining urban neighborhoods, by recalling his ex-

- perience with FHA programs:

I had some experience with the FHA programs before 1
came to Congress; specifically, the section 220 FHA pro-
grams that were designed to clear slums and were the
riskier programs for private enterprise because they were
building new capital, new housing, in the rundown parts of
town, crime-ridden parts of town, where it was sometimes
tough to get people to move into, no matter how attractive
the housing was.
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Now Congress recognized that this was a risky business
and they mandated that the FHA had to give 90 percent
loans based on replacement cost, not on value.

My big problem with them (FHA) was that by the time I
finally got them to issue a mortgage, 18 months or two
years had passed. By that time, construction costs had
gone up by 1 percent a month and so now they were 18, 20,
24, or 25 percent greater, and I had to start the whole
process over again.

In other words, there was a great disinclination for this
agency, and I'm not leaving the finger of blame on it—I'm
just trying to say that government bureaucrats, by nature,
are government bureaucrats and they are not being paid
to take risks, and if a guy’s within a year or two of retire-
ment, what he wants to do is stay out of trouble and not
sign anything that could embarrass him, and they don’t
take risks. The simply do not take risks.

This was true even in a program passed by Congress
that mandated them to have the FHA take the risk and
gave them a very clear and simple standard of what they
should deliver the loan based on—construction costs. They
still found ways to evade it, and evade it, and evade it for
months, and years on end.!° '

Public Works and Economic Development Act of 1965.—Since its
inception in 1965, the Economic Development Administration pro-
vides another example of failed Federal regional policies. The EDA
was originally established to target Federal aid to the Nation’s
deeply distressed and lagging regions. The popularity of the EDA
public works programs spread rapidly. By 1973, over 1,729 incorpo-
rated regions qualified as distressed regions. By the late 1970’s, ap-
proximately 80 percent of the Nation was classified as distressed
according to EDA criteria. Rather than a targeted strategy, the
EI?A program rapidly evolved into a shotgun approach to regional
policy.*?

New Towns Policy.—The Department of Housing and Urban De-
velopment’s “new towns policy” is another example of failed tar-
geted Federal regional policy. The aim of this policy was to build
“new towns” in rural regions in order to stem the migration of the
rural population to the Nation’s major urban centers. The new
towns were viewed as “way stations” that would provide an alter-
native location to rural migrants who would otherwise head toward
the urban centers. Not only did this policy fail to stem the growth
of large urban centers, the new towns policy was adjusted to flow
with the tide. New towns “intown” and new towns in suburban
areas of large metropolitan regions became in vogue. Whether or
not they served as magnets to keep people away from urban cen-
ters, new towns ultimately become a part of the urban magnet that
drew people to these centers.

10 U.S. Congress, Joint Economic Committee, Industrial Policy, Growth and the Competitive-
ness of U.S. Industry, Hearings before the Joint Economic Committee, 98th Cong., First Session,
Part 2, July 14, 198’1{ p. 142,

-t1Edgar' M. Hoover, An Introduction to Regional Economics (New York, N.Y.. Alfred A.
Knopf, 1975), pp. 286-292.
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Not related to the problem of spatial policy, but nonetheless
equally important, the social goals of the new towns policy also
ended upon the wayside. Federal subsidies to the development of
new towns became primarily a Federal subsidy to middle and
upper income classes denying the Nation’s planners and heteroge-
neous communities with diverse income and racial groups that
they so desired.’?

Urban Renewal. —Urban renewal, a Federal program aimed at
stemming the decline of our cities, is another case-in-point of the
Federal Government’s inability to reverse long-term structural
changes within the Nation’s economy. Originally designed to im-
prove housing of the poor in inner city neighborhoods, the program
was quickly broadened to include economic revitalization, slum
clearance, and other objectives. Before the program was abandoned
in the 1970’s as the major thrust of national urban policy, urban
renewal destroyed 200,000 more houses than it created, while cen-
tral city neighborhoods continued to decline.’3

In general, the failure of these four Federal programs to revive
distressed communities and provide housing and jobs for the poor
can be attributed to a number of factors, including deficiencies in
the design and dilution of the objectives of the programs. Regard-
less of the cause, the lesson for a national industrial policy with a
regional dimension is quite clear: Federal interventions are likely
to do little to offset, or reverse, shifts in economic activities among
regions. Nor are they likely to be successful in alleviating the dis-
tress that accompanies such change. If the past history of Federal
regional interventions is to serve as a guide, a national industrial
policy targeted to distresssed communities and regions is likely to
beccme diffused over time, and ‘“drag out” the necessary adjust-
ments to economic change without any meaningful benefits accru-
ing to the intended beneficiaries.

ADJUSTMENT ASSISTANCE

This does not say that -States and communities, together with ex-
isting Federal resources, cannot do much to facilitate the adjust-
ment process. At issue over the Federal role in the adjustment
process is whether communities, their governments, or organized
interest groups ought to be the focus of adjustment assistance, or
whether the focus ought to be on those individuals adversely affect-
ed by economic change and who are unable to cope on their own
resources. Also, at issue is which level of government can best
handle programs to facilitate the regional adjustment process.

The industrial policy plans discussed in Chapter II1 place consid-
erable emphasis on Federal aid to distressed communities, political
jurisdictions and organized interest groups as part of their grand
targeting scheme. The major problem with this approach is with
the inefficiencies and inequities that it would create. Presumably,
Federal aid would flow to local governments or organized groups to
be used to aid individuals who are in distress. Unfortunately, the
administrative overhead would effectively reduce the flow of re-

12 Harry W. Richardson, Urban Economics (The Dryden Press, 1978), pp. 105-114.
13 Ibid., pp. 114-127.
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sources to individuals in distress. Moreover, the inequity of Federal
aid designed to provide “place utility,” in the name of aiding dis-
tressed individuals, is that high income individuals and groups
would gain from Federal programs to enhance local economic
growth in the name of helping the poor.

An important inefficiency is that Federal programs attempting
to reverse or forestall the natural decline of a region that loses its
major economic purpose will keep that region’s economic resources
from flowing to higher productivity uses. The geographic mobility
of capital and labor resources has always been a major engine for
economic growth and prosperity in America. Continued unfettered
free mobility of these resources should continue to be a prime
factor in the adjustment and adaptation of the American economy
to new world economic trends. Maintaining freedom to adapt and
adjust internally at the regional level is an important component
of the ongoing revitalization of the American economy. Federal aid
to distressed communities to halt this process in the name of a na-
tional industrial policy would only divert resources from their most
productive and efficent use.

Consistent with the New Federalism philosophy that has
emerged in recent years, State and local governments ought to
have an important role to play in carrying out Federal aid to indi-
viduals. For example, under the Job Training Partnership Act,
States and communities have a major responsibility for identifying
individuals in need of training and in designing training programs
to help those individuals acquire the skills they need. The impor-
tant point is that most of the Federal aid under the Job Training
Partnership Act is targeted to individuals. States, and their local
and regional organizations, are the media for carrying out Federal
policy. Under an ideal program, Federal funds would flow in larger
quantities to those regions that are experiencing severe labor
market problems, not because they are targeted, but because a
greater proportion of individuals within these regions qualify for
the Federal assistance that is available.

The current Federal Supplemental Compensation Program illus-
trates the difficult political reality of trying to aid needy individ-
uals by extending Federal aid to the State. As originally designed,
the Federal supplemental unemployment insurance program was
designed to extend benefits to unemployed workers in those States
with high unemployment rates. However, over time, the eligibility
rules were changed so that, today, all States qualify for supplemen-
tal benefits regardless of their unemployment rate.!* A program of
supplemental aid to qualified, unemployed individuals regardless of
their geographic location could be a de facto method of aiding dis-
tressed areas and communities. )

FepERrALIST INDUSTRIAL POLICY

The sharing of responsibility among levels of government in our
Federal system raises the possibility that State and local govern-
ments can serve as instruments of the Federal Government in im-

14 Council of Economic Advisers, Economic Report of the President (Washington, D.C.: Govern-
ment Printing Office, 1984), pp. 92-94.
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plementing broader national- industrial policy objectives. There
would be several advantages to this decentralized approach. First,
the approach would be flexible and allow each State to adopt an
industrial strategy consistent with its needs. Second, States already
have economic development programs in place so administrative
duplication and overlap would be lessened. Finally, a national in-
dustrial policy implemented at the State and local level could be
integrated into on-going State and local programs.

The difficulty with this approach is how to get a coordinated,
consistent strategy among the States to meet national objectives. A
program to promote the computer and electronics industries and to
phase out steel and autos, for example, would certainly affect the
regions differently. In general, any national program to phase in
some industries and phase out others is bound to have differential
regional impacts. The major question is how trade-offs are going to
be reconciled so that all of the States and regions cooperate in a
consistent and coordinated manner.

A second difficulty concerns the ability of States to effectively
carry out a comprehensive industrial strategy handed down to
them by the Federal Government. According to Robert Ady:

If the Federal Government institutes an industrial
policy, it would be exceedingly difficult to integrate it into
existing State development programs. First, with few ex-
ceptions, States lack any cohesive game plan or long-term
economic growth strategy. Most programs are reactive
rather than proactive. Many programs are added to nullify
programs instituted by other States. Other programs are
added to meet a specific company or industry need.

Next, States do not have the infrastructure and re-
sources in place to implement an industrial policy. Con-
gress would have to build an organization and provide the
necessary funding from scratch in each of the fifty States.
Further a unified policy would be most difficult to admin-

~. ister and implement in_concert with State governments in
a timely fashion.?® '

Finally, a national industrial policy carried out at the State level
is inconsistent with the goals of a Federal system. A Federal
system is based upon respect for differences in opinions among
States, regions and groups. A national industrial policy handed
down to the State and local governments would necessarily sup-
press individual and regional differences. If these differences are
not real and important, there would be no real basis for having a
Federal structure in the first place.

One of the proponents of a Federalist industrial policy is the
Urban Institute.’® Their brand of a Federalist industrial policy
would focus on methods to overcome what they perceive to be a
major deficiency in the capital markets: a lack of sufficient funds
for small, risky investments. The current Federal industrial devel-
opment bond (IDB) program is one way the States attempt, in prin-

15 J.S. Congress, Joint Economic Committee, Industrial Policy, Economic Growth and the
Competitiveness of U.S. Industry, Hearings before the Joint Econcmic Commitiee, 98th Cong.,
First Session, Part 2, July 14, 1984, p. 135.

16 Ibid., pp. 121-125.
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ciple, to overcome the “capital gap” problem. But, in their review
of State-administered IDB programs, Larry C. Ledebur of the
Urban Institute and Professor David W. Rasmussen, of the Univer-
sity of Florida, have concluded that States do not target these
funds and that IDB’s are an inefficient Federal subsidy because lost
Federal revenue exceeds the size of the actual subsidy to firms
using IDB’s.

To overcome both problems, Ledebur and Rasmussen would
eliminate the Federal IDB program and substitute in its place Fed-
eral financial support to capitalize State “revolving” loan funds
and loan guarantee programs. As a condition for accepting Federal
support, States would have to agree not to practice job pirating and
to restrict their industrial loans and loan guarantees to small inno-
vative companies in manufacturing. Firms in the services, finance,
regelarch, agriculture, and other sectors would be excluded from eli-
gibility.

While the Ledebur-Rasmussen version of a Federalist industrial
policy is consistent with the New Federalism goal of strengthening
the role of State government within the Federal system, it raises a
number of important questions. First, while certain aspects of the
Ledebur-Rasmussen plan are laudable, their case for direct Federal
involvement in the State loan and loan guarantees programs is not
clear. Federal programs to improve the overall availability of loan-
able funds to the economy (through increased savings) would be a
far more efficient approach to reducing any capital market gap
that may exist. As Stated in Chapter I, if the Federal Government
reallocates funds in the capital market, the result will probably be
lower productivity and less economic growth.

Second, if Federal involvement is desirable, a preferable mecha-
nism may be through State and local block grant programs. The
States and communities could determine what portion of these
funds they wish to devote to economic development. They would
also be able to choose their investment strategy without Federal
Government interference.

Third, a new Federal agency to police State lending practices and
other development activities would be necessary. This policing task
may not be as easy as it may seem at first glance. States have a
myriad of ways of diverting funds through revolving loan accounts.
The direct inflow of Federal funds to support direct loan and loan
guarantee programs may simply result in a diversion of State
funds from those programs to other development activities the Fed-
eral Government may or may not approve. In any case, trying to
differentiate between business expansions that would occur without
a subsidy and those that occurred because of the subsidy may be an
insurmountable task.

Finally, Ledebur and Rasmussen may overState their case for
Federal involvement in the financing of State economic develop-
ment programs. Ledebur and Rasmussen believe that State and
local governments systematically underinvest in growth enhancing
activities because the benefits of these activities partly subsidize
the Federal treasury and residents in other States and regions.
This is a classical externalities argument, and in that sense it is
valid, but what Ledebur and Rasmussen fail to realize is that
States and communities are engaged in intense competition and



61

that these competitive pressures place upward pressure on State
and local spending on growth-enhancing activities. The central
point of this discussion is that the issue of whether State and local
governments underspend or overspend on economic development
cannot be resolved by appealing to economy theory.

However, the empirical evidence that Ledebur and Rasmussen
present to bolster their case for a Federalist industrial policy is not
convincing either. Specifically, they point to differentially higher
average rates of return in the venture capital industry as evidence
that the capital markets systematically underinvest in small, inno-
vative companies. It is this perceived “capital gap” problem that
they see a Federalist industrial policy as correcting. However, the
existence of a “capital gap” cannot be proven by observing differen-
tials in average rates of return among different classes of invest-
ment, as Ledebur and Rasmussen seem to think. Efficient capital
markets equalize ex ante marginal rates of return among invest-
ments (adjusted for risk), not ex post average rates of return. With-
out the appropriate data on marginal rates of return among invest-
ment categories, Ledebur and Ramussen are misrepresenting their
case for a Federalist industrial policy, no matter how desirable it
may be for other reasons.

SuMMARY AND CONCLUSION

Many empirical studies have confirmed that financial subsidies
and selective tax concessions have very little, if any, influence on
the location and expansion decisions of most companies. Moreover,
the regional strategies of the Federal Government provide little .
evidence of having any significant, long-lasting influence on alter-
ing the emerging regional development patterns.

These empirical findings are important to the national industrial
policy debate because industrial policy advocates are  considering
the use of similar development approaches at the national level to
influence national industrial patterns. From the evidence cited in
this chapter, however, there is no basis for believing that these fi-
nancial inducements and special favors will amount to any more
than an inequitable industry subsidy with little or no change in in-
dustrial behavior. The primary factors that will drive industrial
growth in the future are market and cost considerations, such as
growth in domestic GNP, foreign markets, labor costs, general tax
policy, and technological innovation. The, plain fact is that the
State and local government experience with industrial targeting
and the Federal regional policy experience.in the United States
offer little encouragement to industrial development planners at
the national level. .

In conclusion, rather than Federal aid to distressed communities
and regions in the name of industrial policy, Federal assistance to
individuals unable to cope with economic change would be more de-
sirable. The assistance could be funneled through special State pro-
grams under the Job Training Partnership Act and through feder-
ally funded State and community block grant programs. To be
most effective, these programs ought to emphasize worker training
and retraining, job search skills, counseling, and labor market ex-
changes. Medical and other services may also be desirable. In any
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case, targeting individuals adversely affected by economic change,
not firms, industries, and communities, should be given much
higher priority in these times of rapid economic change.




VIL. POLICY ALTERNATIVES

Clearly, a centralized, tight-knit industrial policy is not for the
United States. This is the conclusion of this Report after examining
the testimony of witnesses before the Joint Economic Committee
and the voluminous literature on the industrial policy issue.

. The major findings of this review of industrial policy are as fol-
ows:

The United States does not need an industrial policy since
U.S. firms are quite competitive in world markets.

Industrial policy will not work in America because of our po-
litical and cultural environment. In fact, it would be counter-
productive in our society.

The key to economic revitalization in America rests with
sound macroeconomic policies aimed at promoting saving, in-
vestment, and technological change.

The best strategy is one that targets the “entrepreneurial
process,” rather than one that attempts to move resources
away from industries or regions according to some predeter-
mined government plan. The market remains the best mecha-
nism for “picking winners and losers” in our society.

Our economy is not doing a bad job in advancing the cause
of industrial development and raising U.S. living standards.
All it needs is a little bolstering and augmenting here and
there. It does not need central government planning.

Since industrial policy shows no promise for answering the chal-
lenges of today’s world economy, attention must be turned to an
appropriate policy package to promote U.S. competitiveness abroad
and rising living standards here at home. First, we need policies to
promote general economic health. In particular, we must constant-
ly focus on the goals of economic growth, rising employment, and
low inflation. As the economic pie grows, so do the various seg-
ments of that pie. Only sound macroeconomic policy can provide
the necessary environment for a pro-growth, competitive society.
An appropriate policy to achieve long-term economic growth would
shun short-term fine-tuning and emphasize stable monetary and
fiscal management. We believe that steady monetary and fiscal
management is the best way to achieve a stable economic environ-
ment conducive to long-term investment and saving decisions.

Second, facing up to international competition must be another
important component of any program to enhance U.S. competitive-
ness. The American economy can only be strong if American busi-
nesses use state of the art technology and offer quality products
and services. The discipline of international competition is neces-
sary to see that this happens and that resources are allocated to
these “best and highest uses.”

Third, we need improved productivity performance. This calls for
targeting the ‘entrepreneurial process,” as Congressman

(63)



64

Zschau calls it. We need a consensus on proposals that will pro-
mote productivity growth, for it is the foundation for a more com-
petitive society. Along with labor force growth, productivity—
output per worker per hour—is what gives rise to economic growth.
Productivity growth can also help.reduce inflation by reducing rel-
ative unit labor costs and by putting more goods on the shelves.
Also, productivity growth can increase real wages. Finally, produc-
tivity growth is fundamental to economic growth and long-run U.S.
industrial competitiveness.

What specific policies do we need to pursue in order to improve
performance? Of course, sound macroeconomic policy is essential to
increasing productivity or any other economic measure. Assuming
macro policies are in good order, what are the factors that enter
into productivity performance? The following are basic:

Increased and improved capital equipment available to each
worker (including adequate public infrastructure—roads, water
systems, etc.).

Improved incentives to encourage saving.

Increased research and development spending and technolog-
ical progress.

Reduced government regulation.

Improved labor quality and increased education and skill of
the workforce.

Improved entrepreneurial and management skills.

Labor-management cooperation.

Improved product quality.

Enhanced labor market and capital market mobility.

Access to quality land and abundant natural resources.

Undoubtedly there are other factors, but the foregoing are con-
sidered to be important in most studies of productivity growth.
Conspicuously absent from the list is industrial policy. No serious
studies of economic growth list the Nation’s industrial mix as an
impediment to productivity growth.

Any of the above determinants of productivity growth could be
the subject of an extensive study, and most of them have been stud-
ied extensively. Only the first five are selected for detailed discus-
sion in this Report. In our view, these five are the most important
factors. Equally important, they are the factors over which the
Federal Government can have some control.

THE ROLE oF CAPITAL FORMATION

If human capital is the driver, investment in physical capital is
the vehicle leading to productivity growth. The logic of this propo-
sition is impeccable. If there are two equally skilled workers, and
one is equipped with a hand saw and the other with a power saw,
who is going to produce the most lumber? Whose productivity will
be the highest?

Capital formaticn and labor productivity fit together like hand
and glove. In the 1950’s and 1960’s, the U.S. capital-labor ratio
grew at an annual rate of about 3 percent. In the 1970’s, it grew
about 1% percent a year, actually declining in the latter part of
the decade. (If capital required to meet government-imposed pollu-
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jon abatement regulations is deducted, the capital-labor ratio
srowth is even less.)

And what happened to productivity growth during this same
period? Output per worker per hour in the private sector grew 3
percent in the 1950’s and 1960’s and at half that rate—1.5 per-
({318112:——in the 1970’s, actually declining in 1979, and also in 1980 and

The slow growth of the capital-labor ratio in the 1970’s is at the
root of our recent reduced rates of productivity performance.

What can the Federal Government do about it? It can pursue tax
and regulatory policies that encourage investment and promote
personal and business saving to finance such investment. Only if
the Nation is willing to incur current “sacrifices” in consumption
and government services can the necessary resources be found to
increase the rate of capital formation.

Regarding public infrastructure, Federal, State, and local govern-
ments have a direct responsibility to upgrade the country’s rapidly
deteriorating bridges, highways, parks, sewers, railroads, water sys-
tems, ports, and public buildings. This is important to long-lasting
economic development as businesses take advantage of improved
facilities.

These public assets, just like consumer or producer durable
goods, wear out and break down if not cared for. While we must
stimulate investment in the private sector to strengthen the econo-
my, we must also make a commitment to rebuild and repair that
public infrastructure which supports private sector economic
growth. There are several budget restraints, but careful preplan-
ning and study can result in efficient investment in these public
facilities. Economic efficiencies, not politics or make-work pro-
grams, should be given primary consideration.

THE IMPORTANCE OF SAVING

The seed capital for new investment spending is the rate of
saving. Unfortunately, in our consumption-oriented society, the
pool of savings has almost dried up. The average ratio of personal
saving to personal disposable income in the United States was only
7 percent in the 1970’s, and 6 percent thus far in the 1980’s.

A look at history and what our industrial competitors are doing
should convince us once and for all that those countries which
have the highest saving rates also have the highest investment
rates, the highest productivity growth, and the highest economic
growth rates.

The U.S.-Japan comparison is the most striking. Over the 10-year
period 1973 to 1982, U.S. personal savings as a percent of personal
disposable income averaged 6.9 percent per year and gross saving
(consumers, business, and government) as a percent of gross domes-
tic product, averaged 18.9 percent. On the other hand, -in Japan
these ratios were 21.0 percent and 33.2 percent, respectively.

Fixed capital investment (excluding housing) averaged 13.6 per-
cent of gross domestic product in the United States but nearly
double that amount, 25.6 percent, in Japan over the decade 1973 to
1982. The low U.S. saving and investment rates, compared to
Japan, have resulted in a productivity rate of 0.2 percent in the -
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United States over the decade 1973 to 1982, measured by gross do-
mestic product per employed person. This same productivity meas-
ure in Japan over the same 10-year period was 3.0 percent, the
highest of the major industrial nations. In manufacturing, the pro-
ductivity growth rates in both countries are much higher, but
Japan still maintains its preeminence. Obviously, if these trends
continue, it won’t be too long before Japan will exceed the U.S. in
total productivity and total per capita real income. The public
policy implications are unmistakeably clear; we must go back to
fundamentals and aggressively increase U.S. levels of saving and
investment if we hope to increase productivity and U.S. living
standards.

The economic program of the Reagan Administration has al-
ready gone a long way toward providing the needed economic
policy base for meeting these goals. Regarding savings, the new in-
vestment retirement accounts, the reduction in tax rates on capital
gains, a liberalization of depreciation allowances, a reduction in
eState and inheritance taxes, and an across-the-board reduction in
personal income taxes are important revisions of the tax system
that should encourage saving and investment.

As the economic recovery progresses and as capacity utilization
rates continue to rise from their depressed recession levels, the in-
centives to save and invest in new plant and equipment will
become even stronger. While relatively high interest rates are a
problem, profits are good and business cash flows are enabling
business to do a great deal of expansion by internal financing.

RESEARCH AND DEVELOPMENT

If investment in physical capital is the vehicle, research and de-
velopment is the engine of technological progress and productivity.
A recent study by the National Bureau of Economic Research
shows a positive connection between the rate of R&D expenditures
and the rate of productivity increase in various industries. In addi-
tion, there are important “spillover” effects because one industry’s
R&D frequently results in improved inputs in other industries.

Data on the long-run trend of U.S. R&D outlays are not good.
Total R&D spending reached a peak of 3 percent of GNP in 1965
and has trended irregularly down to 2.4 percent today. The Federal
Government should concentrate its efforts on basic research, leav-
ing applied research and development to industry. But the alarm-
ing trend from the standpoint of Federal policy is that in the mid-
sixties, the Federal Government supported half of the Nation’s
R&D effort; whereas, today it supports only one-third. Moreover, in
recent years, the mix has changed in favor of national defense
R&D, as opposed to industry-oriented R&D. Of course, there are
spinoff benefits from military research and development, but the
underemphasis on commercial R&D needs to be redressed. For ex-
ample, increased funding for scientific and sophisticated technical
instrumentation should be made available for badly needed renova-
tion of university research facilities.

Regarding Federal tax policy affecting research and develop-
ment, the tax incentives in the 1981 Economic Recovery Tax Act
were helpful. They provided for a 25 percent tax credit on increases
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n research and development expenditures, including both inhouse
&D and 65 percent of all payments to universities and other re-
earch institutions to perform qualified basic research. There needs
o be further improvement in these provisions. For one thing, the
ncremental R&D tax credit, which is due to expire in 1986, needs
0 be made permanent. There is a proposal to do so in the tax sec-
ion of the 1984 Senate deficit reduction legislation. A temporary
ax credit cannot provide the kind of incentive needed for long-
erm projects. In addition, Senator Bentsen and Senator Danforth
wave introduced legislation to make other improvements in the
&D provisions:

1. Eliminate the rolling base restriction and base the meas-
urement of R&D increases eligible for the credit on the 1981 to
1983 average expenditures.

2. Permit tax deductions for contributions of equipment for
teaching science in universities, colleges, and vocational insti-
tutions. (There is already a provision for equipment donated
for scientific research.)

3. Permit tax credits for corporate financing of vocational
education science teachers. .

These three provisions are in the tax section of the 1984 Senate
Jeficit reduction legislation.

Senator Bentsen's and Senator Danforth’s proposals are deserv-
ing of serious consideration because of their potential to strengthen
investments and the R&D business community. -

Antitrust Laws and R&D.—There is an aspect of research and
development that has particular relevance to the international
competitiveness of U.S. firms. Antitrust policy can increase the
risk and cost of R&D to such an extent that U.S. companies are
placed at a competitive disadvantage with foreign firms. This is be-
cause if companies that are otherwise competitors cooperate in the
f{&D area, they can be challenged under the Federal Antitrust
aws.

There is no question that joint ventures can minimize costs, dif-
fuse technological innovations, and achieve economies of scale in
research. The main concern here is with R&D on the technological
frontiers. The further we push the limits of our technological
knowledge, and our technologies, the costlier and riskier those
R&D efforts become.

In the ailing smokestack industries, too, the application of new
technology and new approaches can rejuvenate these firms. But
they may not be able to do it acting alone. There is a strong need
to pool resources in R&D joint ventures. Combining the comple-
mentary strengths of different firms to bear on R&D objectives will
reduce risks and avoid costly duplication. :

Moreover, with a growing scarcity of trained people in the
United States we need to avoid duplication of effort and get the
most out of our available technical talent.

Clearly, R&D joint ventures are going to be needed. The trouble
is, U.S. companies are reluctant to pursue them. The exact State of
the antitrust law regarding such entities is unclear, and the risks
of possible antitrust suits are too great.

‘Currently, the formation of R&D joint ventures is not treated as
per se violations of the antitrust laws, ‘even if some lessening of



68

competition in research occurs. But any time businesses join to-
gether in this way, collateral agreements might be made that could
be per se violations of the law.

Apart from these per se violations, the rule of reason is applied.
Unfortunately, the legal and economic criteria necessary for evalu-
ating the practice of joint R&D ventures in light of the rule of
reason appears to be lacking. Proposed legislation would clarify the
criteria to be applied by the courts.

This uncertain legal climate was one factor that prompted the
Department of Justice to issue, in November 1980, its “Antitrust
Guide Concerning Research Joint Ventures.” This guide, although
helpful, does not resolve all the ambiguities in the law. Excessive
uncertainty still has a chilling effect on the formation of some joint
ventures, especially when ventures involve large firms. In conduct-
ing applied research, the legal threat becomes potentially serious
and the possibility of treble damages compounds this threat. There
are just too many gray areas in the law.

By perpetuating this uncertainty, the antitrust laws may hinder
the ability of U.S. firms to compete in the world markets on the
same footing as their foreign rivals, where research consortiums
are not only permitted, they are encouraged. U.S. companies have
enough problems coping with the practices of foreign governments
without having to worry about our own governmer:t.

Accordingly, we believe amending our antitrust laws to encour-
age R&D joint ventures would be an important step in assuring
U S. technological leadership in the world.

REDUCED GOVERNMENT REGULATION

Government regulation, though desirable and beneficial in many
cases, imposes heavy costs on society.

In the past two decades, there has been an explosion of regula-
tions, particularly social regulations. The Federal Register, where
all new regulations are printed, provides the evidence. In the mid-
1950’s, some 10,000 pages were published in the Federal Register
each year. By 1970, 15 years later, that number had doubled. By
1980, the number of pages added was 74,000. Today, the Federal
Register is growing more slowly now that curbs have been put on
the regulatory process by the Reagan Administration. The pages
added in 1983 were 53,000.

Many government regulations, particularly those affecting
health, safety and the environment, have contributed significantly
to the over-all well-being of American consumers and workers. We
would not turn back the clock, because many regulations have pro-
duced substantial benefits.

However, the heavy costs and burdens on business (and ultimate-
ly on the consumer) have been almost ignored in setting regulatory
policy. Regulation appears to have been pursued with “tunnel
vision,” looking only at the benefits without concern for costs. It is
time we took a hard look at-the cost side of the equation; both the
dollar costs and the time and burden costs.

The direct compliance costs of regulation have been estimated by
Dr. Murray Weidenbaum at about $100 billion in a study prepared
for the Joint Economic Committee. Regulation aggravates our in-
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flation problem by putting pressure on prices throughout the whole
economy. The $100 billion in compliance costs is passed on to con-
sumers just as surely as business taxes are passed on to consumers.

In addition, there are significant indirect or secondary costs, such
as uncertainties in the investment decision process, which discour-
age capital investment and retard economic growth.

Regulation causes losses in productivity, which Edward Denison
of Brookings Institution estimates at about one-fourth of the poten-
tial annual increase in productivity.

The recent proliferation of regulations and the lack of coordina-
tion among regulatory agencies have often resulted in regulations
which are duplicative, conflicting, excessive, or poorly conceived or
executed. Witnesses appearing before the Joint Economic Commit-
tee have provided examples where compliance with one regulation
requires violation of another. This not only puts business in unnec-
essary legal and financial jeopardy, it also reduces respect for the
law and the Federal Government. Small businessmen often are hit
hardest by the morass of conflicting and duplicative regulation be-
cause they cannot afford the necessary legal advice, and indeed ex-
cessive regulation has caused the demise of many small businesses.
q ’;‘lruly, the regulatory morass is a problem with which we must

eal.

The Reagan Administration has devoted considerable attention
to this problem, building on some work initiated by the Carter Ad-
ministration. One of President Reagan’s early actions was to estab-
lish a Task Force on Regulatory Reform, headed by Vice President
Bush. At the same time, he issued Executive Order 12291, estab-
lishing the first systematic process for managing federal regula-
tion.

Under Executive Order 12291, Executive agencies are required to
assess the likely economic effects of all proposed and final regula-
tions, and all regulations must be reviewed by the Office of Man-
agement and Budget before they are issued. Major rules—those
~ with a likely economic impact of $100 million or more—must be
supported by formal Regulatory Impact Analyses. These procedures
have helped to consolidate the previously fragmented process of
regulatory policy-making—in which major health, safety, and eco-
nomic policies were developed through thousands of decisions and
compromises, often with little coordination among agencies or inte-
gration with economic policies of the Administration.

Besides improving the coordination of regulatory decisions, Exec-
utive Order 12291 established a firm and coherent set of regulatory
policies. The Order directed that regulatory action is not to be un-
dertaken unless the potential benefits to society outweigh the po-
tential costs to society. Agencies are to set regulatory priorities
with the aim of maximizing the aggregate net benefits to society.
In pursuing regulatory alternatives, the alternative involving the
least net cost to society is to be chosen.

The problems differ with regard to economic regulation and
social regulation. Until the mid-1960’s government regulation was
aimed primarily at achieving strictly economic objectives, such as
control over monopoly or stabilization of an industry, and did so
through intervention in. the .marketplace -in the-form of controls
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over prices, entry requirements, or other aspects of economic activi-
ty.-
Over the past five years, Congress has passed bipartisan legisla-
tion to deregulate air and surface transportation, energy, financial
services, and telecommunications. These industries are still in tran-
sition; consequently, the ultimate effects of this wave of economic
deregulation is unclear. The proper course right now is for govern-
ment to step back and review and evaluate what has ocurred to
date before making major moves at further economic deregulation.
With regard to social regulation, we must continue to improve
cost-benefit analyses and monitor techniques of the regulatory
agencies. Contradictory, duplicative, and unsuccessful regulations
must be eliminated. Regulatory policy must achieve the desired
benefits at minimal cost to society. This is the course that will help
to increase productivity and foster economic growth, while achiev-
ing the desirable aims of regulation.

EDpucCATION AND TRAINING

The human element in productivity growth is obviously impor-
tant, and part and parcel of the human element is the education
and training of the workforce. It is a matter of fact and logic that
an educated and trained workforce is more productive than a work-
force that is ill-educated and ill-trained.

General Education.—There is a growing sense of crisis about edu-
cation in the United States. In 1983, at least 15 major education
studies concluded that America is a “nation at risk.” There has
been a rising tide of mediocrity in the last two decades with regard
to educational attainment.

Based on 1980 Census data, the number of functionally illiterate
Americans is estimated at about 30 million.? For many of those
who have an education, basic skills and competence in science and
mathematics required for developing lifelong employability and
trainability are lacking. This is .in contrast to rising workforce
skills among our major world compétitors.

There has been an erosion of standards in our schools. Curricula
have been softened, testing and academic requirements have been
reduced, vocational programs have slighted basic skills, and teach-
ers have encountered declining real pay, reduced parental and
community support and a deteriorating working environment. As a
result, there is a critical, growing shortage of qualified teachers,
particuarly in mathematics and science.

Most businesses, until recently, have shunned support of public
education. Historically they have relied upon others for curriculum
development and upon other organizations to guide education. Yet
businesses have complained about the declining quality of new em-
ployees. But that is all changing now. The National Commission on
Excellence in Education created in 1981 by T.H. Bell, Secretary of
Education, has awakened us all—individuals, businesses, and gov-
ernment leaders alike—to the crisis in U.S. education. The Nation-
al Commission’s report was issued in April 1983, and in its wake,

1 Functionally illiterate is defined as the inability to read, comprehend, write and compute so
as to be able to function in society. The number of Americans that cannot read even a sentence
is probably in the range of 2 million to 3 million.
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pproximately 15 other significant reports have been issued by a
ariety of concerned educational groups, including a report by the
Jusiness Higher Education Forum, entitled “America’s Competi-
ive Challenge.”

All agree that educational reform is now a national priority.
'here have been two decades of steady decline in U.S. student
chievement, affecting first the primary and secondary schools,
hen the colleges and universities, and finally the workplace, where
nanpower development costs have risen while productivity has de-
lined. Thus, what began as an educational problem has become a
erious economic and social issue.

In “A Nation at Risk: The Imperative for Education Reform,”
he National Commission on Excellence in Education issued 38 rec-
mmendations to upgrade U.S. education. Several of the other stud-
es elaborated or expanded on the National Commission recommen-
ations. The major recommendations of the Commission centered
n five key areas—curriculum, standards, time in schools, teaching,
nd educational leadership.

With regard to the curriculum, the Commission recommends
hat high school diplomas be granted only to those students who
ake, at a minimum, four years of English, three years of math,
hree years of science, three years of social studies, and a half year
f computer science. Two years of foreign language study is also
ecommended for those students intending to go to college. The
Jommission recommends that four-year colleges raise their admis-
ion standards and notify all prospective applicants of that fact.

Time in school should be spent more effectively, as well as in-
reased, by lengthening the school day and the school year. Japa-
1ese students attend school six days a week for eight hours a day,
20 days a year. This compares with six hours a day, five days. a
veek, 180 days a year for U.S. students. The Commission recom-
nends that the U.S. school day be increased to 7 hours a day dnd
he school year be increased from 180 to 200-220 days a year. The
“ommission recommends that more homework be assigned, rules of
onduct be more rigorously enforced, and academic progress, not
ige, be the basis of placement, grouping, promotion, and gradua-
ion.

The widespread agreement about the urgent need to reform our
Nation’s schools should make the Congress and Federal Govern-
nent officials most receptive to the work and many of the recom-
nendations of the National Commission and the 15 or so other
-ecent study groups. -We urge immediate consideration of the rec-
ymmendations.

Worker Training and Retraining.—There is another education
sroblem that needs attention, and that is worker training and re-
raining. As the economy undergoes major changes in technology
ind foreign competition, structural unemployment arises in certain
ndustries and geographical regions and that gives rise to special
raining and retraining needs.

The Joint Economic Committee held four days of hearings in the
Fall of 1983 which produced a substantial amount of information
ind a number of key recommendations on this issue. The purpose
»f the hearings was to determine the magnitude of the retraining
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problem and to examine various policies .to encourage and promote
it.

Special attention was paid to the Job Training Partnership Act
(JTPA) of 1982. That Act is distinguished from other employment
acts (CETA, etc.) by the high degree of private sector and State and
local government involvement it mandates. For example, the
Chairman and 51 percent of the members of the Private Industry
Councils it will create will come from the private sector. The JTPA
requires that 70 percent of its funds must be used for job training,
rather than income support payments, and also requires that re-
sources be used efficiently. In order to receive Federal funds, local
Private Industry Councils must meet certain earning gains and
welfare reduction criteria. The JTPA also emphasizes training for
useful private sector jobs, not dead-end public service jobs.

A major conclusion of the JEC hearings was that future training
programs should build on the Job Training Partnership Act with-
out changing its basic approach. Congress is prone to change such
laws from year to year. The recommendation of witnesses at the
JEC hearings was to leave JTPA alone. Give the law a chance to
work before trying some new scheme.

We also need to significantly improve labor market information
on jobs and available manpower needs in each locality. The inter-
state job information system, under the employment service, needs
to be completed and made operational.

Finally, we recommend that rather than targeting industries or
technologies, we should target the “process of innovation.” This is
spelled out by a Steering Committee of The Task Force on High
Technology Initiatives of the House Research Committee. In its
May 1984 report, entitled, “Targeting the Process of Innovation,”
the Task Force illustrated the importance of technological innova-
tion. But it said that Congress should not get involved in choosing
between which industries are worthy of government assistance and
which are not. Rather, targeting the process of innovation would
create an environment which fosters new ideas, new companies,
the modernization of mature companies, and achieve the objectives
of economic growth and expanding job opportunities.

This can be done through a strong commitment to basic research
through Federal funding of university and laboratory research. The
Task Force calls for modifying the antitrust laws to permit R&D
joint ventures that do not have anticompetitive effects. The Task
Force has been encouraged by the lowering of the capital gains
rate. Risktaking can be further encouraged by removing restric-
tions on the R&D tax credit, and strengthening the patent and .
copyright laws so that innovators can receive rewards for their in-
genuity. The Federal Government can also help increase the supply
of technically-trained personnel by providing tax incentives for cor-
porate contributions of state-of-the-art equipment for educational
purposes and by permitting technically trained foreign nationals
who were trained here to remain here.

Finally, market opportunities can be expanded if the United
States would work towards removing trade barriers, expanding
GATT to cover services and investment, replacing the Domestic
International Sales Corporation with new tax incentives for ex-
ports, streamlining export controls on high technology products,
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d reducing budget deficits (thus decreasing economic uncertainty
d distortions in international exchange rates). :

These actions would foster technological innovation, industrial
mpetitiveness and thus increase job opportunities.

The Task Force Report is included in full in the Appendix at the
\d of this Report.



VIII. CONCLUSIONS AND RECOMMENDATIONS

In the right atmosphere, the United States can adjust to econom-
ic changes, continue to maintain its position as world economic
leader, and bring rising living standards to all Americans. As we
have seen since World War II, the U.S. economy has adjusted.
Now, if we don’t put the country into a government-directed strait-
jacket, it will continue to adjust. The claim of industrial policy ad-
vocates that the U.S. economy is bogged down because of inflexibil-
ity and structural rigidities is not supported by the facts of U.S. in-
dustrial performance.

The American economy is undergoing dramatic changes right
now, but this is not a new phenomenon. We have seen our society
change from an agricultural economy in its first century to a heavy
industry-utility-dominated economy in the second century, and now
we are witnessing a shift to a service-oriented, high-tech informa-
tion society.

One consequence of an information-intensive economy is that
manufacturing jobs, while continuing to grow in numbers, will
shrink as a percent of total employment while service and high-
tech jobs will expand in their share of total jobs. This has impor-
tant social and public policy implications requiring an intelligent
understanding of the phenomenon of structural unemployment.

The widspread use of information-age technologies holds the key
to restoring the competitiveness of U.S. industries. In the process,
old concepts about productivity, eccnomic growth, and public policy
must be re-examined. Understanding the nature of the information
economy, technical progress and demographic changes are impor-
tant because they exert a powerful and significant influence on the
behavior of the economy.

In making our shifts, however, we must not just concentrate on
the high-tech industries and let the old, mature industries die.
High-tech alone cannot generate enough jobs to make up for the
jobs that would be lost if we write off our more mature industries.
Rather, we should apply high-tech and appropriate technology to
the older smokestack industries as well. The shift of the service in-
dustries to more technologically intense production and delivery
systems is instrumental to the long-run health of the American
economy. :

Structural shifts in the U.S. economy are not necessarily bad.
They would be bad only if we failed to accurately perceive them
and properly adjust to them. Accordingly, government policies and
business practices must be accommodative, not roadblocks, if we
are to achieve the rising living standards. ,

Let us briefly summarize the specific agenda recommended in
this Report as an alternative to industrial policy. In our opinion,
the government ought to target the entrepreneurial process so as

(14)
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to promote productivity, economic growth, and rising living stand-
ards. Specifically, government needs to:

Provide sound macroeconomic policy—both fiscal policy and
monetary policy.

Vigorously pursue trade liberalization policies at home and
abroad. A

Promote savings and investment by continuing the tax cuts
and revisions put in place in the Economic Recovery Tax Act
of 1981 and in earlier capital gains and depreciation treatment.

Assess and provide an adequate public infrastructure.

Hold the growth rate of Federal outlays below the growth
rate of GNP, thus reducing the size of the Federal government
relative to the private sector.

Increase Federal spending for basic research. This is one of
the few areas of the Federal budget that should be increased,
rather than decreased.

Establish permanent R&D tax credits; and

(a) Replace the rolling base restriction with a base using
1981-1983 average R&D expenditures.

(b) Permit tax deductions for contributions of equipment
for teaching science.

(c) Permit tax credits for corporate financing of vocation-
al education science teachers.

Amend the antitrust laws to remove ambiguities as to the le-
gality of joint venture research and development projects.

Reduce regulation, eliminate contradictory and duplicative
regulations, and be as concerned about costs of compliance as
about benefits when issuing regulations.

Support the work of the National Commission on Excellence
in Education to upgrade U.S. educational attainment.

Provide an effective worker training program. Give the 1981
Job Partnership Training Act a chance to operate.

Improve U.S. employment service functions to provide
quicker and better job availability information to improve
labor mobility.

Beyond these basic fundamentals, the role of government should
be quite limited. We certainly do not need the government to plan
the Nation’s industrial structure and determine which regions and
States should grow and prosper.

When government intervenes in the economic process, contrary
to what industrial policy advocates say, it destroys the vigor of free
market decisions, introduces rigidities and distortions and inhibits
growth. Government can be a lender to a private borrower, but as
such it is an undesirable creditor because it lacks the expertise to
{)naice business investment decisions and it is generally rigidly fixed

y law.

The most important contributor to economic growth, although
difficult to measure, is the human factor. To economic growth, the
individual brings imagination, creative effort, ingenuity, and re-
sourcefulness. In an atmosphere of freedom, individuals express
these qualities in an infinite variety of products and services. Free-
dom to choose is a unique characteristic of the American govern-
ment which needs to be protected and expanded. The entrepre-
neurial explosion that we are now experiencing is direct testimony
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of the relationship between economic freedom and economic
growth. : : . )

When the balsnce shifts and the power of the government rises
at the expense of the freedom of the individual, private growth—
healthy growth—is retarded. When government tries to substitute
a centrally planned course of action for free markets, as industrial
policy advocates want, it tends to produce dull mediocrity and per-
petuates underproduction and overproduction of certain goods and
services with rigid resistance to change. Economic growth requires
a flexible environment and the willingness of businesses and indi-
viduals to change.

The industrial policy advocates are hell-bent to use more govern-
ment to correct what they perceive to be the so-called structural
ills of the economy. But the best thing the government can do is to
pursue stable monetary and fiscal policies and the nontargeted sec-
toral policies discussed above. The private sector will do the rest.
Our public policy program is quite simple when compared to the
complex industrial policy plans discussed in Chapter III, but is
more workable and more powerful.

As Congressman Daniel E. Lungren told the House Banking Sub-
committee on Economic Stabilization during hearings on industrial
policy, “It is the advocates of industrial policy that have the high
burden of proof. It is their responsibility to show that such a dras-
tic change in course is needed from current economic and govern-
ment policy.”

It became obvious in the Joint Economic Committee hearings on
industrial policy that the “burden of proof’ Mr. Lungren spoke of
has been significantly lacking.
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Executive Summary

America’s challenge today and for the future is to create enough
new and satisfying jobs to employ our growing work force and to
increase the standard of living for all Americans. The key to
meeting this challenge is industrial competitiveness—developing
and producing products and services whose quality and prices
make them attractive to consumers abroad and those here at
home.

Under President Reagan'’s leadership, the United States today is
experiencing strong, broad-based economic growth. Nevertheless,
some American industries have lost their competitive edge. U.S.
firms have been beaten out in foreign markets, and they have lost
market share here at home. This has cost American jobs. '

Some suggest that this is a permanent condition. They say that
America should “write off” industries that have lost ground and
concentrate solely on new “sunrise” industries.

We disagree. We believe America can improve its com-
petitiveness in those traditional industries that still have growth
potential worldwide. However, to do so American industries will
have to exploit change rather than fight it. U.S. firms will have to
operate in new and better ways. They will have to offer improved
products and services. They will have to find techniques to in-
crease worker productivity and product quality. In short,
American industries must apply far more technology and innova-
tion, and they must improve the utilization of manpower.

U.S. leadership in technology and its applications has been a
primary source of increased competitiveness and new jobs iri the
past. We must preserve our leadership. But the creation of new
technologies and innovation can't be forced. Creative ideas, im-
proved products, new companies, and revitalized factories don't
spring from government “targeting” of technologies or industries.
Rather, they are the product of individuals with vision, genius, and
the courage to take risks. As such, innovation can only be fostered
by an economic environment that encourages individuals and
growth.

We believe that the proper role of government in promoting
U.S. technological leadership and industrial competitiveness is to
“target” the process by which new ideas and products are
developed—the process of innovation. That is, our government
<hould focus on creating an environment in this country in which
innovation, new ideas, and new companies are likely to flourish
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and in which firms in mature industries can' modernize. Making
sure that such an environment exists is the best way government
can help America maintain its technological leadership and in-
dustrial competitiveness.

There are four conditions needed for an environment that pro-
motes innovation:

o A strong commiitment to basic research, deepening and broaden-
ing our understanding of fundamental processes that will form
the basis for industries, processes, and products in the future;

o [ncentives for investors, entrepreneurs, and innovators to pro-
vide the capital and take the personal risks associated with mak-
ing technological advances, developing new products,
establishing new companies, and rejuvenating mature industries;

e A strong educational capability, particularly in the sciences, that
assures an ample quantity of trained technical and managerial
personnel and a broad base of educated and well-trained citizens
who can meet the challenges of a rapidly changing world;

e Expanding market opportunities, domestic as well as foreign,
which require a healthy domestic economic environment and ag-
gressive trade policies.

Proper government policy for industrial competitiveness is one
that focuses on these prerequisites for innovation. It consists of
specific legislative and regulatory initiatives that foster these condi-
tions and avoids government actions that would weaken them.
The specific initiatives needed will vary as actions are taken and
events unfold, but there are specific actions that can and should be
taken right now.

This Agenda for U.S. Technological Leadership and Industrial
Competitiveness contains 14 legislative initiatives that we believe
the 98th Congress should take in 1984 to strengthen the elements
that are fundamental to the process of innovation. We have limited
this first edition of the Agenda to specific proposals that can and
should be implemented in 1984. All of the initiatives recommended
in this Agenda are designed to improve the climate for innovation.
We believe each is important and would make a meaningful dif-
ference. However, we believe one recommendation—reducing the
enormous projected federal budget deficits—stands out above the
others in its impact. The other proposals will only be fully effective
in a healthy domestic economy which cannot survive continued
.deficit spending of the magnitude now projected.
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BASIG-RESEARCH
RECOMMENDATIONS FOR 1984

¢ Increase emphasis on civilian basic research as recommended in
the President’s FY85 budget;

e Offer a 25% tax credit for corporate funding of research in col-
leges and universities;

® Modify antitrust laws to require that R&D joint ventures be
judged by their competitive effects only and reduce the potential
liability for damages from treble to actual damages.

INCENTIVES FOR RISK TAKING
RECOMMENDATIONS FOR 1984

* Make permanent the R&D tax credit and make it applicable to
software and start-up companies;

® Make permanent the moratorium on Treasury Regulation Sec-
tion 861.8;

¢ Modify antitrust and intellectual property laws to require that
the courts consider the effects of competition when judging alleg-
ed patent misuse by a patent holder and alleged antitrust viola-
tions in the licensing of intellectual property;

* Permit enforcement of a domestic process patent against a pro-
duct made without proper authority in a foreign country by the
patented process;

e Extend intellectual property law to include semiconductor
designs and masks.

PROVIDING TRAINED PERSONNEL
RECOMMENDATIONS FOR 1984

e Offer tax credits and enhanced deductions to corporations con-
tributing state-of-the-art scientific equipment and related support
services to colleges and universities for educational purposes;

e Permit foreign nationals who possess critical skills which are in
short supply in the U.S. to remain and work here.
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EXPANDING MARKET OPPORTUNITIES
RECOMMENDATIONS FOR 1984

* Create a new export incentive to replace the Domestic Interna-
tional Sales Corporation (DISC) that the U.S. has agreed to
discontinue;

e Instruct our trade negotiators to seek elimination of trade bar-
riers and extension of the GATT to cover investments and ser-
vices;

e Focus and streamline export controls so they are more effective
in preventing the trade-related transfer of militarily critical
technologies to our adversaries while avoiding unnecessary
obstacles to exports;

o Take actions to reduce substantially the projected budget deficits
for FY1985 and beyond.
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- Enhancing U.S. Technological Leadership
and
Industrial Competitiveness

America’s Challenge: Jobs and Prosperity

America’s challenge today and for the future is to create enough
new and satisfying jobs to employ our growing work force and to
increase the standard of living for all Americans. The key to
meeting this challenge is industrial competitiveness—developing
and producing products and services whose quality and prices
made them attractive to consumers abroad and those here at
home.

Under President Reagan'’s leadership, the United States today is
experiencing strong, broad-based economic growth. Nevertheless,
some American industries have lost their competitive edge. U.S.
firms have been beaten out in foreign markets, and they have lost
market share here at home. This has cost American jobs.

Some suggest that this is a permanent condition. They say that
America should “write off” industries that have lost ground and
concentrate solely on new “sunrise” industries.

We disagree. We believe America can improve its com-
petitiveness in those traditional industries that still have growth
potential worldwide. However, to do so American industries will
have to exploit change rather than fight it. U.S. firms will have to
operate in new and better ways. They will have to offer improved
products and services. They will have to find techniques to in-
crease worker productivity and product quality. In short,
American industries must apply far more technology and innova-
tion, and they must improve the utilization of manpower.
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U.S. Technological Leadership Has Helped Create Jobs

Over the past several years, a variety of studies have
documented the importance of technological innovation to our
economic growth, productivity, job opportunities, and trade com-
petitiveness. A study by the Massachusetts Institute of Technology
estimated that 80 percent of the growth in the gross national prod-
uct of the United States between 1909 and 1949 was due to
technological change(1). Further, a recent Commerce Department
study found that during the 1970s, the productivity growth rate in
high technology industries was more than six times the average of
U.S. business. During the same period, employment in high
technology and support industries grew more than 50% faster than
the growth in total U.S. employment(2).

In recent years, while the overall export performance of the
United States has not been good, exports of technology-intensive
products have shown excellent growth. From 1970 to 1980, these
industries increased their export surplus from $10.4 billion to $42.4
billion per year. During the same period, the trade balance of in-
dustries without technological bases declined from near zero to a
negative $21.5 billion per year(3). Since each $1 billion of exports
results in about 25,000 jobs for Americans, it is clear that
American technological leadership in the past has enabled the
United States to create many new jobs(4).

U.S. Technological Leadership is Being Challenged From
Abroad

On January 25, 1983, President Reagan in his State of the Union
message announced that “This Administration is committed to
keeping America the technological leader of the world now and in-
to the 21st century.” This commitment by the President to spur
technology may have come just in the nick of time. U.S.
technological leadership has lost momentum in recent years. It
hasn't been squandered like some other resources through overuse
and waste. It's been frittered away through neglect.

During the 1970's, research and development (R&D) expen-
ditures as a percent of gross national product (GNP) declined
about 10% in the United States, reaching a low in 1977-78 of
2.23%. At the same time, our two most aggressive trading part-
ners—Japan and West Germany—increased their R&D expen-
ditures as a fraction of GNP by 20% and 21% respectively. For-
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tunately, the U.S. trend has reversed since 1978, and in 1983, R&D
as a fraction of GNP is estimated at 2.65% —about equal to Japan
and West Germany. However, since the U.S. conducts much more
“defense-related R&D than the other two nations, figures for
civilian R&D are presently about 30% higher for Japan and West
Germany(5).

The lower intensity of our research efforts in the 1970's appears
to have contributed to a decline in our leadership in contributions
to engineering and scientific advances. Domestic patenting by U.S.
inventors declined by 24 percent during the period 1972-81, while
U.S. patents to foreign inventors increased(6). U.S. market share
of technology-intensive products also fell, from 23.1% in 1970 to
19.9% in 1980(7).

Central Planning Isn't the Answer

Due to the outstanding performance of the U.S. high technology
industries plus the growing recognition that U.S. leadership in
technology and its applications are being threatened from abroad,
high technology and industrial competitiveness issues have been
receiving considerable attention in Congress recently.

This is good, but in its enthusiasm to help, Congress must avoid
the temptation of promoting direct government involvement of
targeting “winners” and “losers” in American industry. The dismal
results of the British experiment in central planning and the recent
U.S. experience in government “assistance” to synthetic fuels, for
example, should illustrate the fallacy of that approach. Still, the
House Banking Committee recently passed a bill which proposes
forming a Council for Industrial Competitiveness and an
associated Bank for Industrial Competitiveness. These new agen-
cies would be charged with formulating a “broad industrial
strategy” by providing billions of dollars in federal funds to
targeted companies(8).

We believe such a scheme would be doomed to failure.
Bureaucrats in Washington, D.C. should not be given the job of
picking between opportunities and dead ends. Making such deci-
sions is hard enough for investors or managers in the private sector
who are on the firing line and have much to gain or lose personally
from the results. Besides, politics would undoubtedly play a major
role in the decisions of the Bank and Council. The history of
federal handouts indicates that the money is often given to the in-
dustries and regions who are best represented in Washington rather
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than on the basis of merit. A similar conclusion was reached by the
Joint Economi¢ Committee after extensive hearings were held on
industrial policy last year.(9)

A recent Price-Waterhouse survey of over 400 com-
panies—mostly small and mid-sized firms—showed that business
people understand the folly of such government intervention. Less
than five percent of those surveyed supported the approach of
government finance banks or industrial targeting(10).

Government Should Target the Process of Innovation

The federal government can play a role in promoting U.S.
technological leadership and industrial competitiveness, but we
believe it should be a “targeting” of a different kind. Rather than
targeting specific technologies or industries, the proper role of
government is to target the process by which the new ideas and
products are developed—the process of innovation. That is, our
government should focus on creating an environment in this coun-
try in which innovation, new ideas, and new companies are likely
to flourish and in which firms in mature industries can modernize.
Fostering such an environment is the best way government can
help America maintain its technological leadership and industrial
competitiveness.

There are four conditions needed for an environment that pro-
motes innovation:

e A strong commitment to busic research, deepening and broaden-
ing our understanding of fundamental processes that will form
the basis for industries, processes, and products in the future;

¢ [ncentives for investors, entreprerieurs, and innovators to pro-
vide the capital and take the personal risks associated with mak-
ing technological advances, developing new products,
establishing new companies, and rejuvenating mature industries;

e A strong educational capability, particularly in the sciences, that
assures an ample quantity of trained technical and managerial
personne| and a broad base of educated and well-trained citizens
who can meet the challenges of a rapidly changing world;

e Expanding market opportunities, domestic as well as foreign,
which require a healthy domestic economic environment and ag-
gressive trade policies.
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Proper government poliey for industrial competitiveness is one
that focuses on these prerequisites for innovation. It consists-of
specific legislative and regulatory initiatives that foster these condi-
tions and avoids government actions that would weaken them.
The specific initiatives needed will vary as actions are taken and
events unfold, but there are specific actions that can and should be
taken right now.
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An Agenda for 1984

The following Agenda. for U.S. Technological Leadership and
Industrial Competitiveness contains 14 legislative initiatives that
we believe the 98th Congress should take in 1984 to strengthen the
elements that are fundamental to the process of innovation. We
have limited this first edition of the Agenda to specific proposals
that we think can be implemented in 1984. As such, it does not ad-

- dress many other important factors affecting innovation including

K-12 education, worker training, employee incentives, cost of
capital, and technology commercialization. Recommendations on
these and other factors will be offered in future editions of this

Agenda.
A STRONG COMMITMENT TO BASIC RESEARCH

America must renew its commitment to basic research. The
federal government must continue to increase its funding of
research carried out in universities and research laboratories. The
truly basic research—such as the study of DNA that eventually
resulted in gene splicing technology which spawned the genetic
engineering industry —will normally not be pursued by the private
sector because it is not related closely enough to specific products.
Funding such research is a proper role of government. Federally
funded basic research performed in America’s colleges and univer-
sities also helps to train the scientists and engineers needed for
teaching and future research.

We support the Administration’s increased emphasis on civilian
basic research in the FY85 research and development budget recom-
mendations, and the stepped-up commitment to integrating the
resulting new knowledge into the private sector.

‘We also believe that closer relationships between research
universities and American industry should be encouraged. Closer
ties would better expose researchers to the problems and oppor-
tunities that American firms face and might result in speedier ap-
plication of research results to practical situations.

One way to foster better university relationships is to encourage
greater corporate financial support of university research. Legisla-
tion offering a new 25% tax credit for corporate funding of
research in universities and other non-profit institutions would do
that. It would also reduce the enormous dependency that univer-

~ sities hgye today on federal funding of basic research.




In addition to funding basic research, Congress should clarify
U.S. antitrust laws so they provide appropriate ground rules for
the U.S. economy in the international marketplace now and in the
future.

In the United States today, there are companies that want to
engage in joint research and development ventures. Such ventures
would enable the companies to pool their scarce research resources
to pursue very risky or expensive projects and share in the results
that are produced.

Currently, any such joint venture could be ruled a per se viola-
tion of antitrust law and would be subject to treble damages. The
risk of antitrust suits—even when the R&D joint venture would in-
crease U.S. competitiveness—prevents companies in the United
States from pursuing important R&D projects.

Antitrust laws should be modified so that R&D joint ventures
would be judged by their effects on competition as defined by case
law or by legislative guidelines. Also, the potential liability for
damages in such cases should be reduced from treble to single (ac-
tual) damages.

Taking unnecessary legal risks out of the formation of R&D
joint ventures would permit U.S. high technology companies to
undertake R&D projects that would be too risky or too expensive
for a single company to pursue alone. It would also enable com-
panies to compete more effectively against the consortiums that
have long been encouraged in other countries. In addition, lessen-
ing the antitrust risk would enable the ailing companies in the so-
called “smokestack” industries to work together to solve their com-
mon problems and become more competitive in world markets.

BASIC RESEARCH
RECOMMENDATIONS FOR 1984

e Increase emphasis on civilian basic research as recommended in
the President’s FY85 budget;

e Offer a 25% tax credit for corporate funding of research in col-
leges and universities;

» Modify antitrust laws to require R&D joint ventures be judged
by their competitive effects only and reduce the potential liability
for damages from treble to actual damages.
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INCENTIVES FOR THE RISK TAKERS

In addition to basic research, the U.S. needs more incentives for

" the risk takers—the investors, entrepreneurs, investors, and enter-

prises who must take the risks of pursuing new ideas. Here, tax
policy and regulatory policy play a significant role.

- Tax Policy

The reduction of the capital gains tax rate, passed by Congress
in 1978, illustrates the enormous impact that tax policy can have
on the availability of risk capital for the financing of new ventures.
In 1978, the maximum tax rate on capital gains was reduced from
nearly 50 percent to 28 percent. During the eight years prior to
1978, less than $50 million in new capital was made available each
year to venture capital funds investing in small companies.
However, within eighteen months after the.capital gains tax was
reduced, $1 billion in new capital was made available to such
funds. The maximum capital gains rate was lowered again in 1981
to 20 percent, and in 1983, $4.1 billion of new venture capital was
made available from investors(11).

In addition to incentives for investors, the U.S. needs improved
incentives for corporate risk taking. The Economic Recovery Tax
Act of 1981 contained such an incentive—a 25 percent tax credit
on increases in research and development expenditures.

This tax credit was an excellent idea. It appears already to have
had a positive effect on research and development expenditures.
Although the R&D credit was only partially phased-in during 1981
and 1982, a recent McGraw-Hill survey showed that despite the
severe recession during that period, there was a significant increase
in R&D spending during those years, making it the first post-war
recession in which the pace of research spending did not
decline(12).

The R&D tax credit can be an important incentive for innova-
tion in all industries, but the restrictions that were placed on the
credit by Congress and the Treasury Department have hampered
its effectiveness. They have limited the credit's applicability for
start-up companies and computer software, and, most important-
ly, the tax credit is only temporary. It expires on December 31,
1985. However, since most R&D projects are long-term in nature,
a temporary R&D tax credit may not provide an adequate incen-

tive for such projects. Congress should pass legislation this year to
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refine the applicability of the R&D credit and make it permanent
so that companies can be assured of the credit’s scope and
availability when planning long-range projects.

Also, Congress should make permanent the current moratorium
on the research and development portions of Section 861 of the tax
code. Section 861.8 requires U.S. firms with overseas operations to
allocate a percentage of their U.S. R&D expenditures against their
foreign source income. This allocation, which denies U.S. firms the
full tax benefits of conducting R&D in the United States, has caus-
ed U.S. multinational firms to perform more R&D abroad. Mak-
ing the moratorium on Section 861.8 permanent would keep more
R&D jobs here in the U.S. }

Improved mechanisms are needed to attract capital to com-
panies that have not been profitable in recent years but which
could regain their competitivenéss through retooling and moder-
nization. The investment tax credit was enacted more than twenty
years ago as an incentive to invest in new capital equipment.
Unifortunately, it has not been effective for some of the companies
that need it most. Although some companies have made large in-
vestments in capital equipment, they often have not earned suffi-
cient profits to use all their tax credits against their liability. This
increases their after-tax cost of capital and places them at a com-
petitive disadvantage, particularly against competitors in countries
where the cost of capital is lower. The Task Force will hold hear-
ings on the capital formation problems of the ailing industries with
the intent of proposing specific actions later this year to address the
problems.

Patents and Copyrights

In addition to tax incentives, patent and copyright laws need to
be strengthened to insure that innovators—both private and cor-
porate—can receive fair rewards for their ingenuity. Often, the
most efficient way to bring a new technology to market is by licen-
sing that technology to others. Licensing can enable intellectual
property owners to employ the capability of established enterprises
to market a technology quickly and at lower cost. This can be par- -
ticularly important for some small businesses that do not have the
ability to develop all possible applications of new technologies by
themselves.

Unfortunately, the courts have not always been sympathetic to
the pro-competitive benefits of licensing. They have ruled against
patent holders based on the form of their license agreements rather
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than their effects on competition. We believéinnovation can be en-
couraged by modifying the antitrust and intellectual property laws
to require that the effects on competition be considered by courts
in cases involving the alleged misuse of a patent or copyright or in-
volving antitrust charges stemming from intellectual property
licensing.

We also recommend strengthening the protection of U.S. pro-
cess patent holders by authorizing enforcement of a U.S. process
patent against a product made without proper authority in a
foreign country by the patented process. This is necessary because
today foreign companies can use U.S. process patents abroad
without authorization and then sell the resultmg products in the
United States with impunity.

Semiconductor circuit designs need protection from “pirate”
firms—mostly overseas—which copy “chips” designed by U.S.
firms. These chips have become pervasive in a wide variety of pro-
ducts such as automobiles, home appliances, and toys. “Pirate”
firms, which don't spend money on R&D, can sell their copied
products for much less than the companies that designed the pro-
ducts. This practice reduces the incentive for innovative companies
to risk the millions of R&D dollars required for new semiconductor
circuit designs. Protecting semiconductor circuit designs under in-
tellectual property law would help innovative firms receive a fair
return on their investments.

Federal Regulations

A significant portion of capital expenditures by the private sec-
tor is diverted from productive investment by regulations and
government-induced delays. While many of these regulations are
beneficial and necessary, they can be improved to accomplish their
objectives without stifling innovation and productive investment.
We support the increased use of cost-benefit analysis, risk analysis,
incentive-based regulation, scientific data, and performance stan-
dards in regulatory policy and practice. In the future, we plan to
offer specific proposals on reducing the regulatory drag on
technological advances and industrial competitiveness.
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INCENTIVES FOR RISK TAKING
RECOMMENDATIONS FOR 1984

* Make permanent the R&D tax credit and make it applicable to
software and start-up companies;

® Make permanent the moratorium on Treasury Regulation Sec-
tion 861.8;

¢ Modify antitrust and intellectual property laws to require that
the courts consider the effects of competition when judging alleg-
ed patent misuses by a patent holder and alleged antitrust viola-
tions in the licensing of intellectual property;

® Permit enforcement of a domestic process patent against a pro-
duct made without proper authority in a foreign country by the
patented process;

e Extend intellectual property law to include semiconductor
designs and masks.

AN ADEQUATE SUPPLY OF TRAINED PERSONNEL

The American educational systems should provide an adequate
supply of trained people—particularly technically trained person-
nel. However, the future demand for engineers, scientists, and
technicians is predicted to outstrip the supply. This could put the
U.S. at a severe competitive disadvantage in world markets.
Japan, for example, with half the population of the U.S., is training
about the same number of bachelor-level engineers per year as the
United States. An American Electronics Association (AEA) survey
predicts that there may be a shortage of about 16,000 new elec-
trical engineers and computer scientists per year for the next few
years(13), .

Although there are improvements needed at all leM our
educational system—pre-college, college, vocatio?l; continuing,
and worker retraining—we believe the most efitical education
roadblock to innovation today stems from a lack of capacity in
our university science and engineering departments. This is due to
the high cost of educating technical people. Universities struggle to
attract enough qualified professors because industrial salaries are
so attractive. As a result, there are currently some 1400 unfilled
faculty openings in U.S. engineering schools(14). Sadly, 67 percent
of the engineering student applicants are turned away(15). Also,
most schools can't afford to buy all the up-to-date equipment need-
ed to train engineers and scientists.

Private industry has an important role to, play in funding- .-

technical education programs. The AEA and the Massachusetts
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High Technology Council, for example, have already established
‘industrial giving programs to collect money from corporations for
faculty salaries and equipment.

The federal government has a role to play, too. Tax credits and
enhanced deductions for corporate contributions of state-of-the-art
equipment and support services for educational purposes should
be offered. Such incentives would encourage more private sector
support for increasing the capacity of our technical education
facilities without requiring a new federal bureaucracy to carry it
out. :

U.S. immigration policy should also recognize the need for
trained technical people. In particular, a high percentage—30% to
50% —of graduate engineering students are foreign nationals.
Students who develop technical skills that are in short supply in
this country should be permitted to remain here. Immigration
reform legislation should continue to permit technically trained
foreign nationals to remain in this country to contribute to U.S.
technology rather than requiring such students to return to their
home countries after receiving their education in the U.S.

We recognize and are concerned about the plight of workers
who are unprepared for the changes and new jobs that will be
created by advances in technology. The Job Training Partnership
Act, which went fully into effect on October 1, 1983, was designed
to address this problem. We will be evaluating its effectiveness and
will report on its performance as well as suggesting improvements
and other job training initiatives in future editions of this Agenda.

PROVIDING TRAINED PERSONNEL
RECOMMENDATIONS FOR 1984

e Offer tax credits and enhanced deductions to corporations con-
tributing state-of-the-art scientific equipment and related support
services to colleges and universities for educational purposes;

e Permit foreign nationals who possess critical skills which are in
short supply in the U.S. to remain and work here.

EXPANDING MARKET OPPORTUNITIES

Even if the United States has a strong research base, incentives
for risk-taking, and well-trained people, innovation and the crea-
tion of new jobs will be stiflea unless there are attractive business
opportunities at home and abroad. That means America must
have a strong domestic economy, and U.S. businesses must have



101

access to foreign markets. Government can play an important role
in fostering both.

The United States should vigorously pursue a trade policy aimed
at achieving free and fair trade. The U.S. should negotiate in a
tough-minded fashion to break down the trade barriers erected by
our trading partners so that American companies can compete on
a level, two-way street.

In working to remove trade barriers, we should strive to
strengthen the General Agreement on Tariffs and Trade (GATT),
the multilateral organization which has done so much in the past to
liberalize trade among the nations of the world. In addition, the
role of the GATT should be expanded to cover services and in-
vestments—two areas of growing importance in today’s world.
Negotiating with our trading partners to modify the GATT to pro-
vide coverage of services and investments would help to improve
our balance of payments and protect U.S. investors from damag-
ing interference by foreign governments.

In addition to negotiating for a fair trading environment,
government policy should encourage exports by U.S. firms, par-
ticularly small businesses. Tax incentives(likethe Domestic Interna-
tional Sales Corporation which permit the deferral of taxes on
profits from export sales) should be provided to encourage and help
finance experts.

Export controls on high technology products should be focused
and streamlined to prevent the trade-related transfer of militarily
critical technologies to our adversaries while, at the same time,
making exporting easier for U.S. companies. Likewise, restrictions
on exports to achieve foreign policy goals should be implemented
only after carefully considering existing contracts and determining
whether they can be effective in light of the availability of the pro-
ducts from foreign sources.

Most importantly, U.S. businesses can achieve their full poten-
tial to create jobs if they operate within a healthy domestic
economic climate. People are less willing to invest, make long-term
business commitments, and borrow the funds needed for expan-
sion when there is uncertainty about the direction of interest rates
and inflation.

Congress and the Administration should act with a sense of
urgency to reduce significantly the enormous projected budget
deficits which are a source of economic uncertainty and distort in-
rernational exchange rates in a way that damages U.S. export op-
portunities. We believe reducing the deficits requires a monetary
policy that accommodates economic growth, a tax policy that
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growth of spending. Only then can innovation flourish, mature in-
dustries be rejuvenated, and prosperity be sustained.

EXPANDING MARKET OPPORTUNITIES
RECOMMENDATIONS FOR 1984

e Instruct our trade negotiators to seek elimination of trade bar-
riers and extension of the GATT to cover investments and ser-
vices;

¢ Create a new export incentive to replace the Domestic Interna-
tional Sales Corporation (DISC), which the U.S. has agreed to
discontinue;

e Focus and streamline export controls so they are effective in
preventing the trade-related transfer of militarily critical
technologies to our adversaries while eliminating unnecessary
obstacles to exports;

e Take actions to reduce substantially the projected budget deficits
for FY 1985 and beyond.



103

Conclusion

We have necessarily focused this Agenda on conditions we
believe will foster innovation and maintain the U.S. leadership role
in technology and industrial competitiveness. This will increase job
opportunities and the standard of living for Americans. In addi-
tion, it must be emphasized that with a strong, vibrant industrial
base, America can lead the quest of peoples throughout the world
for increased standards ‘of living, better education, improved
health, and more productive jobs.

Technology and innovation are perhaps our nation’s greatest
strengths. They must be preserved. However, innovation cannot
be forced. It can only be fostered. It is fostered by creating an en-
vironment that emphasizes freedom of scientific and industrial ac-
tivities and that offers incentives to the innovators, entrepreneurs,
and investors who have the talent and resources to advance and
apply technology. It is fostered by a thorough understanding of
fundamiental scientific processes and by a populatlon that is well-
educated in science and its application. It is fostered in a healthy
‘economic environment and by trade policies that provide expan-
dinig market opportunities for our technology and basic manufac-
turing companies. Promoting such an environment should be a
primary policy objéctive of the United States. .

It is to that goal that this Agenda for U.S. Technologlcal Leader-
ship and Industrial Competitiveriess is dedicated.

More information abouit the Repubhcan Task Force
on High Techniology Initiatives may be obtamed from:

Hon Ed Zschati |

429 Cannon House Offlce Buildirig
Washington, D.C. 20515

Attn: Jim LeMunyon

(202) 225-5411
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