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INDUSTRIAL POLICY

TUESDAY, MAY 18, 1982

CONGRESS OF THE UNITED STATES,
JOINT EcoNoMIlc COMMITTEE,

Wa8hington, D.C.
The committee met, pursuant to notice, at 10 a.m., in room 2247,

Rayburn House Office Building, Hon. Henry S. Reins (chairman of
the committee) presiding.

Present: Representatives Reuss, Long, and Richmond.
Also present: James K. Galbraith, executive director; Louis C.

Krauthoff II, assistant director; and Mary E. Eccles, Chuck Lud-
lam, and Richard Vedder, professional staff members.

OPENING STATEMENT OF REPRESENTATIVE REuss, CHAIRMAN

Representative REuSs. Good morning. The Joint Economic Com-
mittee will be in order for further hearings on new directions in indus-
trial policy.

The debate over that has come a long way. In place of the sterile
arguments over picking winners or backing losers, there is a growing
recognition that Government-even without a stated industrial pol-
icy-does favor the growth of some industries over others.

Whether by chance or by design, the combination of tax, trade,
monetary, spending, and regulatory policies produces an implicit in-
dustrial policy with highly uneven results. In the United States, trade
policies tend to benefit older industrial sectors like steel, autos, and
textiles, at the expense of newer, high-technology products. Provisions
like the investment tax credit and accelerated depreciation favor
capital-intensive industries over labor-intensive ones; federal procure-
ment and research and development expenditures give a big boost to
aircraft and other defense-related industries. And even the Reagan
administration-despite its disinterest in the idea of industrial pol-
icy-has produced a program that is anything hut neutral in its im-
pact: high interest rates and recession have badly hurt housing con-
struction, autos, and other basic industries-some of the same sectors
other Government polices are aiming to help.

The tough question isn't whether, but how we improve upon
this disjointed, often ad hoc series of actions that currently shapes our
country's industrial development? One starting place, we modestly
assert, could be the approach outlined by the Joint Economic Com-
mittee Democrats in the 1982 annual report which included, among
others: coupling Government assistance to basic industries with plans
for promoting modernization, reorganization, and adjustment; co-
ordinating policies to encourage adjustment of firms with retraining
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and other forms of assistance to displaced workers and their home-
towns; encouragement of "catalytic industries"-and here we've iden-
tified such things as semiconductors, coal, and high-speed passenger
rail service-which could play a pivotal role in generating new jobs
and increasing competitiveness on a much wider basis. To help poten-
tial catalysts, the Government should seek to improve access to credit,
upgrade physical infrastructure, encourage training and R. & D., and
forge new partnerships with the private sector.

Today's witnesses offer major new insights on the utility of indus-
trial policy here and abroad. Our first witness will be one of our most
thoughtful and respected colleagues, Rev. Stanley Lundine-Repre-
sentative Stanley Lundine of New York. If I had to make a mistake,
that was a good one. He will discuss the need for a cooperative ap-
proach involving business, labor, government, and other representa-
tives of the public interest in the shaping of an industrial policy. He
will be followed by five experts on various aspects of industrial policy:
F. Gerard Adams of the Wharton School; Barry Bluestone of Boston
Oollege; Ira Magaziner, Telesis, Inc., Providence, R.I.; Alan Mc-
Adams of Cornell; and John Zysman of the University of California
at Berkeley.

Representative Lundine, we are honored to have you here and your
prepared statement, like that of the others, is received in full into the
record without objection and would you now proceed in whatever way
suits you.

STATEMENT OF HON. STANLEY N. LUNDINE, A U.S. REPRESENTA-
TIVE IN CONGRESS FROM THE 39TH CONGRESSIONAL DISTRICT
OF THE STATE OF NEW YORK

Representative LuNDINE. Thank you. Being that my entire prepared
statement and the appendage thereto will be a part of the printed
record, I will try to summarize and be brief.

It is perhaps accurate that we need divine guidance in developing
an industrial policy, but I do not profess to have any of that kind of
expertise.

I am before you today because I believe that American industry is in
deep trouble and because I think that the United States must develop
a coherent strategy for economic development.

Let me describe briefly what I mean by such a strategy and an ini-
tial step that I have recommended. I have proposed a quadripartite
National Industrial Development Board that would bring together in
equal numbers chief executives of major businesses, the presidents of
major unions, national political leaders both from the administration
and the Congress, and representatives of the public interest, particu-
larly those groups which are challenging the economic status quo such
as environmentalists, consumer minorities, educators, and innovative
entrepreneurs.

I think that while this Board would be strictly advisory it could
have stature and a serious purpose. The responsibilities would be, first,
to recommend industrial development priorities for this country; sec-
ond, to recommend solutions to particular problems of industrial policy
which are referred to the Board by congressional committees or execu-



3

tive agencies; and third, to provide credible information on domestic
and global economic situations.

First of all, the Board would report on the international competitive-
ness of individual sectors, their importance to the American economy,
and whatever restructuring of those industries seems advisable.

The Board's second function would be to recommend solutions to
particular problems and policy questions referred to it.

Mr. Chairman, you are well aware of-indeed you will recall inti-
mately-the problem we faced in the Banking Committee when the
matter of the proposed Chrysler loan guarantees was brought to us. At
that time I was struck particularly by our lack of reliable information
to base a judgment on. I was struck by the fact that there were no com-
promises offered to us that had been worked out between the interest
groups, the unions, the lenders, the suppliers and dealers and other
stake holders in Chrysler. Rather, our "solution" had to be fashioned
in a more or less political atmosphere.

Now, being a politician, I have nothing against that atmosphere. It's
just that I don't think it was necessarily calculated to come to the most
farsighted result. It happens that thus far Chrysler has a happy result,
but it seems to me that on these kinds of specific policy questions the
Congress and the administration could get a great deal out of a
quayripartite body that was charged with developing consensus
recommendations.

The third function of the Board would be to serve as a reliable source
of information, entailing a so-called early warning function. I think
there's been too little of this in the United States and we are reaping
the whirlwind as a result of that.

Having described briefly the responsibilities, let me underscore what
I believe are some of the most important characteristics of the Board.

First of all is the structure. I think that all four parties are neces-
sary-business, labor, government, and the consuming public. While
it could be argued that only three parties are necessary, I suspect that
if big labor, big business, and big government get together there's going
to be a great suspicion that there weren't forces at the table who were
sufficiently attuned to specific public interests; small business; environ-
mental; minority; and others. So I'm recommending that there be four
parties to this Board and that, in addition, the governmental sector
include both executive and legislative branches in recognition that each
plays a role in developing industrial policy.

The second crucial feature of the Board is that its findings should
be grounded in consensus. The adversarial mode of problem solving
which has prevailed in America, particularly between labor and man-
agement, for most of this century has served us reasonably well, but I
think it's a luxury Americans can no longer afford.

As you know, I've actively promoted labor-management collabora-
tion at the workplace and the community level. I believe it's now time
to move that kind of cooperation and collaboration to the national level
and, indeed, if it was never clear before, it should be clear by now that
labor and business have some common objectives just as they have con-
tradictory objectives. So I think that I would stress that this is a pro-
posal designed to develop collaboration instead of conflict.

I don't want to conclude today by suggesting in any way that an
Industrial Board legislation is a panacea for our economic or indus-
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trial difficulties. In my judgment, it is merely a first step. I believe that
there will be implementing steps to carry out an industrial development
strategy which will be needed. I commend you for the witnesses you
have later today who I think are particularly insightful as to what
some of these implementing tools for industrial development strategy
in America might be.

I don't think, though, that anyone can reasonably argue that the
adversarial tugs of war still serve the national interest. The time has
come when we must put aside our partisan differences, put aside some
outdated philosophic hangups and get on with the business of devel-
oping an industrial strategy for this country.

Let me say in that regard that I think this can be done without
any question within the context of the great American free enterprise
system. I am not proposing any kind of planning in the sense pur-
sued by the collectivist societies and I think that American business
and American labor can be freer than ever before to exercise their own
prerogatives within the context of an expanding economy if we give
some thoughtfulness to how that economy can indeed expand. It's
particularly important, however, that we do give some thought to that
because we are marching to a beat of a different drummer than any
other developed country in the world. And when the various nations'
industrial policies or lack of industrial policy collide-principally in
the international trade area-it becomes painfully evident that the
United States can no longer afford to ignore the need for an indus-
trial strategy while others are addressing it.

This afternoon I'm departing for a conference in Sweden on indus-
trial policy which will bring together many business, labor, and gov-
ernment representatives from the leading industrial countries. I hope
that as a result of participating in these meetings I can even get a
clearer insight in this area. I don't expect to conclude that the United
States should try to transplant any foreign economic planning mecha-
nisms to this country. What we should do is develop our own within
our own context. But I think we can learn from this kind of an ex-
change. I only regret that I'll be the only American Government of-
ficial attending this conference and that there isn't a greater degree
of discussion on this topic here at home.

Mr. Chairman and members of this distinguished committee, a
dozen years or so ago I found myself in a community in upstate New
York that seemed to have no hope for the future. And we decided
that business and labor and government and the public had to coop-
erate and collaborate in developing a local industrial strategy. That
strategy has paid off in new jobs, and higher productivity and in-
creased competitiveness for a small region.

I think the same kind of strategy can work at the national level
if we emphasize collaboration rather than conflict, and I commend you
for the interest that you personally and this committee generally have
directed toward the need for a national industrial strategy.

[The prepared.statement of Representative Lundine, together with
the attachment referred to, follows:]
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PREPARED STATEMENT OF HON. STANLEY N. LuN-DINw

America is beset by an industrial decline which threatens our economic future,

our national security and the well-being'of millions of Americans. The auto,

steel and construction industries provide the most immediate evidence of

distress. But there are similar signs of trouble -- ranging from the merely

ominous to the outright alarming -- in the machine tool, rubber, textile, glass,

chemical, consumer electronics, semiconductor and other sectors. I am gratified,

lit. Chairman, that you and the other members of this Committee are resolved to

examine this serious problem, and I am pleased to participate in your inquiry

this morning.

Recently, I delivered a detailed speech on the House floor outlining my thoughts

on America's industrial troubles. I would ask that this statement be included

in this morning's record, and I will just spend a few minutes highlighting the

points in that statement which I feel are most important.

My chief conviction is that America must not drift further into the 1980's without

a clear strategy for industrial development. One can argue for such a strategy

in several ways, using data, or theories, or simply by looking at what will happen

if we continue to do nothing.

1 will not bore you this morning with grim statistics, although they do confirm

the severity of America's distress. Your Committee is as familiar as any with

the plight of our basic industries: the declining market shares both at home and

abroad, the persistent unemployment, the reduced output and diminished productivity.

Nor do I want to present a theoretical view of our predicament. One can analyze
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why the world's developed nations need industrial strategies in the final

decades of the 20th century. But, given the seriousness of America's economic

difficulties, such abstractions seem beside the point.

The case for a national industrial strategy is best put, I think, bluntly

and pragmatically. First, most other western countries are pursuing explicit

industrial policies; we are not. This is contributing to the loss of our

competitive edge. While other countries develop a coherent picture of their

economic strengths and weaknesses and the coordinated policies to deal with

both, America still practices an unfruitful strategy of "crisis response" in

which each new economic or social change seems to catch us by surprise.

The second point is that no country with a mature economy can avoid having

an "industrial policy" of some sort. The question, rather, is whether it

will be explicit, consistent, and helpful, or ad hoc, reactive and sometimes

counterproductive. I am afraid America is following the second course by default.

Last month, I introduced legislation designed to steer us away from this

unrewarding path and toward a more coherent strategy for economic development.

Let me describe briefly what I mean by such a strategy and how HR .6099 would

achieve that result.

The bill establishes a quadripartite National Industrial Development Board. This

Board would bring together, in equal numbers, chief executives of major businesses,

presidents of major unions, national political leaders (both Cabinet Secretaries

and Members of Congress), and major representatives of the public interest --
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particularly those groups which are challenging the economic status quo in

America such as environmentalists, consumerists, minorities, educators, and

innovative entrepreneurs. The Board will be strictly advisory, but it will

be given a full staff of 200 and annual funding of $8 million to assure its

stature and serious purpose. That purpose will be to develop responses --

based upon consensus among these four crucial sectors -- to key problems of

industrial revitalization.

Specifically, the Board's responsibilities will include these three: First,

recommending industrial development priorities for the United States; second,

recommending solutions to particular problems of industrial policy which are

referred to the Board by congressional committees or executive agencies; and,

third, providing credible information on the domestic and global economic

situation.

In pursuingits first task, the Board will report on the international competitive-

ness of individual sectors, their importance to the American economy, whatever

restructuring of those industries -- as well as adjustment policies for affected

workers and regions -- seem advisable, and public and private sector initiatives

which can achieve these goals. In conducting these assessments, the Board will

address three related categories of businesses: sectors which are experiencing

structural decline, sectors which can anticipate difficulties in the coming years,

and those high-technology industries'which have strong potential growth in the

years ahead.

The second function of the Board will be to recommend solutions to particular

policy questions referred to it. The Chrysler loan guarantee, approved by Congress
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is an example of this kind of issue. Although, Mr. Chairman, you did a

masterful job of guiding the House Banking Committee through that difficult

episode, I think you would agree with me that the process we followed is

not suitable for resolving major industrial problems. With no advance warning

and little expertise in assessing the economics of the automotive sector,

our Committee was forced to make a rapid decision with enormous ramifications.

I am convinced Congress' deliberations in that instance would have benefited

from the dispassionate analysis and consensual recommendations of an Industrial

Development Board. I think it is fair to assume that the Chrysler loan

only foreshadows the kind of industrial policy questions which will confront

us with increasing frequency in the years ahead.

The third major function of the Board would be to serve as a reliable source

of information on the domestic and international economy. A crucial part of

this duty is what might be called the "early warning function" - providing

advance notice of shifts in international markets and threats to the competitiveness

of domestic industries. Extending the time horizon of industrial policy is

especially crucial, given the many biases toward a "short-term" view in our

economic system. A corporate manager -- who is answerable to stockholders

for the current value of their holdings and whose own bonus is often pegged to

annual profits -- is discouraged from taking the long-range view. Similarly,

Congress can rarely look beyond its biannual elections. Union officials often

work within the framework of a 2- or 3-year labor contract. We need an Industrial

Board which can afford to take the longer view of industrial policy.

Having described this triad of responsibilities, let me underscore what I believe

are the three most important characteristics of the Board.
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The first is the Board's quadripartite structure. The Board will represent

a balance among the four major sectors in our economic system: business, labor,

government and the consuming public. I am convinced that no industrial strategy

can succeed unless it has the participation and support of these four groups.

The importance of union and management involvement is self-evident. Some may

question the need for government participation, yet it should be clear that

through its tax and regulatory policies as well as budgetary priorities, the

federal government has a pervasive influence on our economy. And, I would

stress that this Board will include leaders of both the Executive and Legislative

branches in recognition that each plays a determining role in federal policy.

Finally, the participation of important public groups will be crucial if the public

Interest ibto be preserved. Without the involvement of small businessmen or

environmentalists, or educators or consumers, Americans might well conclude that

this Industrial Board was merely a mechanism whereby big business and big labor

can protect their own interests.

The second crucial feature of the Board is that its findings will be grounded

in consensus. The adversarial mode of problem-solving which has prevailed in

America (particularly between labor and management) for most of this century has

served us reasonably well. But in today's era of marginal growth and precarious

stability, it is a luxury which America can no longer afford. As you know, I

have actively promoted labor-management cooperation in the workplace and at the

community level, and I have witnessed its dramatic success in promoting economic

growth. I believe this principle can be successfully expanded to a quadripartite

format and applied at the national level.
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The last aspect of this Industrial Board which I want to stress is that it

is not intended to simply prop up "distressed" industries. The Board will

operate on the premise that decline in some sectors is inevitable and that

high-technology, high-growth businesses -- if properly nurtured -- can offset

much of this dislocation.

Certainly, I do not regard this Industrial Board legislation as a panacea

for our economic difficulties. It is really just a first step towards recovery.

Once such a Board develops an industrial strategy, Congress and the Executive

Branch will have to give special attention to how that strategy can be implemented.

While I intend to devote significant energy in the coming months to advancing

this concept of a quadripartite Industrial Board here in Congress, I will

also be exploring some of the policy tools which the Board would need to

implement its strategy. I expect that this might well include some mechanism

for development finance.

In closing, let me return to a point which I made at the outset of my remarks:

we must rid ourselvesof the fiction that America can prevail without any industrial

policy. The true question is not whether we will have such a strategy, but what

that policy will be like: deliberate and well-reasoned, or ad hoc and distorted

by adversarial tug-o'-wars. The current Administration seems unwilling to accept

this reality. The President insists that we can avoid an industrial strategy

altogether, that the unfettered forces of a free market economy will restore our

industrial vigor. The response of private investors thus far suggests the error

of this view. As the vice-President of one of America's major corporations declared

last week, "the only result of Mr. Reagan's attempt to reinstate the theories
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of Adam Smith may be to reduce America's GC'P to that of eighteenth century

Britain."

I am especially mindful this morning of how far out of step America seems

to be with the rest of the world on the issue of industrial policy. We

appear indeed to be marching to the beat of a different drummer -- with no

apparent advantage. This afternoon, I am departing for a conference on

industrial policy in Tallberg, Sweden where union, business, government

and academic leaders from 11 western countries will be exchanging ideas

on the new challenges of the post-industrial era and the need to sustain

economic growth. I do not advocate that we imitate European structures,

or that we transplant economic planning. I do not propose a detailed

economic timetable for the United States. But I do suggest that we emulate the

principle of cooperative problem-solving among major sectors of our society,

and the notion of an explicit strategy for industrial growth.

I regret that I am the only American government official who will be

attending the Tallberg conference. That seems to me symptomatic of our

neglect in this area. I hope that I may have some further ideas on this

subject when I return from this conference, and if that is indeed the case

I would be pleased to share them with the Committee. In the meantime,

1 want to express my appreciation for the opportunity to participate in

this morning's hcaring on this vital subject.
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House of Representatives
CREATING A NATIONAL
INDUSTRIAL STRATEGY

Mr. LUNDINE. Mr. Speaker. Amer-
ica is beset by an Industrial decline
which threatens our economic future.
our national security, and the well-
being of millions of Americans. The
causes of this decline are varied and
the solution must be no less compre-
hensive. Today, I am introducing legis-
lation which will lead us toward that
comprehensive response. I am pleased
that my colleagues. Los H-asT~voN and
DAve BoNzoR. are Joining me as ordii-
nae cosponsors of the National Indus-
trial Development Act.

What are the multiple sources of de-
cline to which this bill responds? Pro-
ductivity and product quality have di-
minished. Imports have invaded do-
mestic markets while American goods
have failed to compete abroad. Invest.
ment has lagged in many sectors as
has the commercial application of ad.
vances In technology. Soaring energy
prices have rendered plants and equip-
ment prematurely obsolete. Business
strategies have often been shortsight-
ed. We have not supplied the number
of engineers and other skilled workers
which a more complex economy de-
mands. Nor have American managers
moved to restructure their work orga-
nizatlons In ways that will maximice
the contributions of increasingly so-
phistIcated employees. Government.
too, has failed to sustain ito support.
even in those areas such as transporta-
tion and other Infrastructure, or re-
search, which lie traditionally within
its domain.

The untimely convergence of these
and other factors has produced star-
Uing deterioration. The auto. steel,
and construction industries provide
the most Imsmedlate evidence of dis-
tress. But there are similar signs of
trouble-renging from the merely omi-
nous to the outright alarming-in the
machine tool, textile. glass, rubber.
chemical, consumer electronics, and
even semiconductor sectors.

According to the latest figures from
the Federal Reserve Board, total in-
dustrial production is the same today
as It was in 1977. For durable consum-
er goods, output is sIgnificantly lower
than in 1977 and for business equip-

ment it is roughly the same as 3 years
ago.

Surveying Industry Outlooks for
1982, Business Week recently ob-
served, 'In Its basic manufacturing
sector, especially, the U.S has wrench-
lng readjustments to make. The arti-
cle noted that in the last 3 years alone,
sales of Japanese cars have jumped
from 12 to 22 percent of the US.
market. Moreover. imports account for
a quarter of the domestic machine

tool market, and "a fifth of all steel
consumed annually in America." By
the end of 1981. Amserican steel mills
were operating at 60 percent of capac-
ity.

Even in energy and natural re-
source industries, there are difficul-
ties,' the Business Week survey con-
tinued. 'Oil and nonferrous metals
have been seriously affected by the
near collapse of the U.S. auto Indus-
try. And coal and forest products need
ble infusions of money to compensate
for decades of underinvestLent and
bad development decisions.

The Department of Commerce's
recent U.S. Industrial Outlook notes
that in the decade from 1998 to 19789
private nonfarm productivity grew an-
nually by only 1.4 percent, and has
actually declined since, annual growth
in output was only 2.1 percent, and
import penetration jumped from 4 to
7.5 percent In manufacturing goods.

In constant dollars, shipments were
lower in 1978 than In 1972 for a
number of major industries including
cotton, wool, and circular knit mills:
mobile homes: sawmills amid planing
mills men's and boy's apparel: con-
crete products: fabricated structural
metal; tires and inner tubes: brick and
structural clay tile: footwear: and tea-
tile, woodworking, rolling mill. and
special industry machinery.

According to a recent issue of the
Monthly Labor Review, between 1969
and 1979, employment fell by 25 per-
cent in the radio and television manu-
facturing sector. Employment also de-
clined in household appliances, metal
stampings, fabric and thread mills, flat
glass, and railroads, among other sec-
tors. Such declines stand out In sharp
contrast to the extraordinary Increase
In the labor force which occurred in
this period.

Even those sectors which were
looked upon as key sources of future
growth seem less robust today. In ex-
plaining Its negative forecast for
chemical companies, Business Week
notes that U.S. demand for petro-
chemicals will probably never again
reach the levels of the 1970'x" Siml-
larly, last week's London Economist
repeated warnings about the fate of
semiconductors. American microchip
companies are beginning to recover
pride in their leadership of innovation,
after a long bout of shocks from the
Japanese This revival of confidence
may be premature."

These dispiriting statistics and fore-
casts should not obscure the fact that
American companies stil hold solid
leads In many markets, and that
American productivity levels are still
the highest in the industrialized
world. Yet, there has been alarning
slippage in our competitive position.

The seriouness of the situation sug-
gests that America must not drift fur-
ther Into the 1980's without a national
industrial strategy. The extraordinary
range of factors Involved suggests that
an Industrial strategy will only suc-
ceed If It is built upon consensus and
cooperation among all of the parties
affected: Business labor, government,
and the consuming public. And the
catalog of troubled businesses also
suggests that an industrial strategy
must address three concerns: Those
businesses experiencing structural de-
cine, these sectors which anticipate
competitive difficulties in the years
ahead, and those high-technology
businesses with strong growth poten-
tial. This last group, if properly nur-
tured can offset the dislocation in
more mature industries.

Despite the industrial reality con-
fronting us, there are those who still
resist an explicit response. Some con-
tend that revitalization of our indus-
trial base is unnecessary. America,
they argue, is undergolsg a normal
transition to a service economy Such
arguments are dangerously shortsight-
ed. They ignore the fact that manu-
facturing of marketable goods is still
the engine that drives our economy.
They fad to recognize that basic indus-
tries are precisely what the 'service
sectors-advertising. financial, mar-
keting, consulting, legal, accounting-
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oten serve. In short. such arguments
mistake a postindustrial society for a

monsndustrial one. Felix Rohatyn de-
livers perhaps the best rebuttal to
these arguments when he asks, 'Is it
rational to let all of our basie Indus-
trim go down, one after another. in
favor of some mythical service society
concept in which everyone will be serv-
ins everyone else, but no one will be
making anything?'

Others who reject the need for an
industrial strategy suggest that indus-
trial revitalization will occur as part of
a more general program of economic
recovery. Thus, proposals for an indus-
trial plicy have become entangled it
disputes over the likely success or fall-
ure of President Reagan's economic
program. This is unfortunate. Surely.
industrial development is influenced
by business cycles and the macroeco-
nomic environment, but it is also a dis-
tinct concern. The argument for a na-
tional industrial policy does not rest
on economists gloomy forecasts about
the administration's plan.

The fact is that, even if we accept
Mr. Reagon's optimistic projections,
there is no guarantee that increased
investment, prompted by last year's
tax cot, will necessarily occur in dis-
tressed industries. Even If we accept
that Government regulation is re-
sponsblle for undermining key Indus-
tries, there is no assurance that dereg-
ulation alone will revive those mori-
bund sectors today, Even if millions of
new Jobs are created in a less restrict-
ed economy, it is far from certain that
this same marketplace will provide the
trained manpower with the appropri-
ate skills to fill them, In short, regard-
less of the macroeconomic policy
which the Congress and the President
may pursue. America must give special
attentiom to the problems of key in-
dustrial sectors.

The intensifying debate over Rea-
ganomics must be born In mind, how-
ever. in fashioning an industrial
policy. Industrial development Is
fraught with major controversies. No
poicy can hope to surmount them if it
is beset by the kinds of factional dis-
putes which already confront the
President's program. What is needed.
then, is some mechanism for forging a
consensus among potential adversar.
im-a consensus strong enough to
bridge the points of controversy.

What are those sources of controver-
oy? To begin with, there Is serious dis-
agreement about basic information.
Today's debates over industrial devel-
opment rarely move beyond the first
stage in which each special interest
group uses selective data to reinforre
its own analysis of the problem and to
refute all others. Bad management.
unfair foreign "dumping,' regulatory
burdens, a declining work ethic-each
culprit has, in turn, been convicted by
whichever side marshaled the right
statistics.

Even In those instances where agree.
ment is reached on a set of facts or aln
interpretation of circumstances, coo-
troversy does not subside. Rather,.
each party to the problem soon real.
ises that every solution requires sub-

stantiai sacrifice from someon' A-
with any 'ero-sucs" situation, a batth-

is waged over who will make that su.
rifice. The probirmsolving process is
soon subverted by power politics.

Finally, on those occaslons whrn a
solution is decided upon and Imple-
mented, controversy may still persist.
Those who are not parties to the final
agreement or who feel they are
making disproportionate sacrifices
may well resist or counterattack.

The adversarial mode of problem
solving which underlies these contro-
versies has served America reasonably
well for most of this century. It en-
couraged each side to com-it 101 per-
cent of its energies to "winning" and
that motivation was often what pro-
pelled our economy forward. Some-
times we were led down blind alleys

when the "wrong" side won, but such
mistakes seemed a small price to pay

In an era of continuous growth. While
the problems were never as black and
white as adversaries might paint them,
neither were they so complex as to
defy dialectics.

Now, those conditions have changed.
The adversarial mode of problem solv-
ing is a luxury which America can no
longer afford In an era of marginal
growth and precarious stability. More-
over, the problems have become much
more complicated and the numerous
parties to each of those problems have
acquired sufficient power, if not to win
the disputes, at least to stall their res-
olution.

A new mechanism for problem solv-
tng must embody these principles:
First. all principal parties to a problem
must participate in its resolution;
second, that resolution must be
grounded in data and Information
which is credible: third, the resolution
must be based on a consensus: and
fourth, there must be accountability
among those who have agreed to the
solution. No institution in America
today fulfills these requirements.

Certainly, Congress does not answer
this need, While it may represent
labor, business, environmental. and
other groups, it cannot really negoti-
ate an agreement among those inter-
ests. Similarly, Congress does not
really produce conseouso. It is often
said that Congress practices the art of
compromise, but coch compromises
may as often be unworkable hybrids of
Opposing positons ss solutions born of
true consensus.

Finally, Congressmen, by them-
selves, are ill equipped to make com-
plex economic judgments about indi-
vidual sectors,

The Chrysler loan guarantee, ap-
proved by Congress tn 1979. foreshad-
ows the kind of Industrial Policy ques-
tions which will confront America
with increasing frequency in the years
ahead. Without passing judgment on
Congress' ultimate decision in the
Chrysler case. it is clear that the proc-
ess by which that decision was reached
is unsuitable. With no advance wam-
ing, and with little expertise In assess.
Ing the economics of the automotive
sector, the House and Senate Banking
Committees were forced to make a

rapid decision with enormous ramifica-
tions. No consensus was reached on
the origins of the sector's crisis, and
sober analysis of Chrysler's or the
entire sector's prospects for the future
was often clouded by political rhetoric
from both sides.

Executive agencies have some advan-
tages over Congress as problem solv-
ers. It Is easier for a department to
play the neutral facilitator, bringing
together outside groups. The Tripar-
tite Steel Committee, for example, has
forged a consensus among business.
labor, and government officials on
such issues as trigger price mecha-
nisms and environmental controls. For
a brief period, the Commerce Depart-
ment's shoe industry program sucdeed-
ed, through similar collaboration, In
reviving a very troubled sector.

But a single agency is too narrow to
look at the full industrial picture. And.
these experiments in cooperative
policy formulation are subject to the
political changes which govern al
agencies, The shoe program faltered
with the departure of an Under Secre-
tary; the Tripartite Steel Committee
was dissolved by the current adminis-
tration. Most significantly, agencies-
unlike Congress-have no electoral
constituency. Thus, the public may
well feel that its interests will not be
protected, that the crucial boundary
between collaboration and collusion
will be transgressed.

America needs a new institutional
mechanism for industrial problem
solving. Today, I am proposing forma-
tion of a quadripartite National Indus-
trial Development Board. Such a
Board would bring together, in equal
numbers, chief executives of major
businesses. presidents of major unions.
national political leaders-Cabinet
Secretaries and Members of Congress.
and major representatives of the
public interest-particuiarly those
groups who are challenging the eco-
nomic status quo in America, such as
environmentalists, consumerists. md-
noritles, educators, and innovative en-
trepreneurs.

Board members will be appointed by
the President-but only from nomi-
nees forwarded to him by the Speaker
of the House, the majority leader of
the Senate, and the minority leaders
of both Chambers. Members' terms
will be for 6 years. The Board will
meet at least once every 2 months and
members, or their one designated al-
ternate, must attend these meetings.
The stipulation that Board members
must be major leaders tn their respec-
tive sector-bustness. labor, govern-
ment. and publc-and the critical
nature of their reponsibilties. insumre
that this will not become another
"blue ribbon panel" whose recommen-
dations are routinely shelved and for-
gotten. The Board will be given a full
staff, expected to be around 200 tn
number, and $8 million tn annual
funding to fulfill Its duties. The Board
will be strictly advisory. But its lack of
decisionma king authority will aug-
ment the likelihood of consensus. The
Board will be less subject to the corro-
sive effects of special-interest lobby-
ing.

98-105 0 - 82 - 2
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The Board's purpose will be to devel-
op a consensual response to key prob-
lems of Industrial revitalization. Its
specific responsibilities will include
these three: First, recommanending in-
dustrIal development prioritIes for the
United States: second, recommending
solutions to particular problems of in-
dustrial policy which are referred to
the Board by congressional commit-
tees or executive agencies; and third,
providing credible, consensus-backed
lnformatlon on the domestic and

global economic situation.
On a more general level, we can

expect the Board to exert a stabilizing
economic influence. Ronald Muller,
whose insightful book. "Revitalizing
Amnerica', sets forth a compelling case
for an Industrial Development Board,
speculates on this broader effect. As
the Board begins to achieve consensus
on various aspects of an Industrial
strategy, Muller points out. "the confi-
dence necessary to lure savings out of
their present havens and overcome
shortfalls in capital formation" should
emerge. "Now, for example, big money
is in hiding partly becamse of uncer-
tainty over questions of energy and,
regulation (and inflation) but also be-
cause investors do not know from one
day to the next (what policies to
expect from Washington)."

How will the Board fuifill Its three
specific responsIbUlties? In pursuing
Its first task, the Board will report on
the international competitiveness of
individual sectors, their Importance to
the Nation's economy, whatever re-
structuring of those industries-as
well as adjustment policies for affect-
ed workers and regions-seem advis-
able, and initiatives In both the public
and private sectors which can achieve
these goals. In conducting these as-
sessments, the Board will address the
three categories of businesses to which
I alluded earlier: Sectors which are ex-
periencing structural decline, sectors
which can anticipate difficulties In
coming years. and those high-technol-
ogy Industries which have strong po-
tential growth in the years ahead.

The Board is expressly directed to
proceed on the premise that "most
sectors of the economy are necessary
and can survive If they adapt sensibly
to new markets, technologies. organi-
zational designs and relationships be-
tween labor and management." In
other words, the Board will avoid des-
ignation of "winners" and "losers" in
American industry.

On the other hand, the Board is ex-
pected to highlight necessary transi-
tions. Decline in some industries is in-
evitable and requires structural adjust-
ment. The United States will always
need automobile production, but both
Detroit and Washington must recog-
nize that Americans from now on are
unlikely to replace their cam every 4
years. A healthy steel industry is es-
sential not only to our national secu-
rity but to hundreds of domestic man-
ufacturers. Yet, we must confront the
global reality of overcapacity In steel.
By formulating consensus adjustment
policies, the Board can ease these dif-
ficult transitions.

A brief annual report to the Presi-
dent and Congress is required in this
legislation. The relevant 'Houe and
Senate committees will consult with
the Board on Its findings and forward
to each Chamber their evaluation of
the report. in this, as in all other re-
Ports which the Board may hosue, the
Board is expected to achieve the maxi-
mum degree of consensus among the
tour sectors it represents. I believe
such reports can have a highly benefi-
ciI effect in creating a workable in-
dustrial strategy for the United States.

The second function of the Board
will be to recommend solutions to par-
ticulr Policy questions which are re-
ferred to It by a congressional commit-
tee or executive agency. I have already
mentioned the Chrysler loan guaran-
tee as an example of this kind of issue.
Congress' deliberations In that in-
stance would have benefited from the
dispassionate analysis and consensual
recommendations of an Industrial De-
velopment Board.

Now, a similar issue has arisen which
provides a perfect example of the po-
tential value of the Board. Within the
last few weeks, intense lobbying has
encouraged a substantial portion of
the Honse to cosponsor "local con-
tent" legislation for the automobile in-
dustry. This legislation has enormous
ramifications, particularly in the area
of trade: quite probably, Its effects are
broader than those of the Chrysler
loan guarantee.

I share my colleagues' concern about
the rapid erosion of America's auto
sector, and I sympathize with the
plight of the thousands of workers
who have lost their Jobs as a result of
that decline. But, I fear we are again
rushing toward a simple solution with-
out adequate analysis of the full In-
dustrial picture.

For a moment, let us contemplate
how a more effective response to
America's auto woes might emerge If
an Industrial Development Board were
in place. Instead of locking ourselves
permanently Into a protectionist
"ocal content" measure, Washington
could impose a temporary import
quota while domestic auto manufac-
turers adjust to the new structures of
the market. Yet, we cannot blithely
assume U.S. firms will readjust simply
because a quota is Imposed. As Robert
Reich and Ira Magaziner remind us, in
their excellent new book 'Minding
America's Business," in the 6 years fol-
lowing implementation of steel Import
quotas in 1968, capital expenditures of
domestic steel producers actually de'
citned.

What is needed. then, is a negotiated
solution to the auto crisis. That is
where the National industrial Devel-
opment Board can play its role. The
Board calls before it executives from
the automobile manufacturers. The
candid challenge is posed: "If the Fed-
eral Goveroment imposes temporary
import quotas, what can you give in
return? What comparable commit-
ments will you make to insure read-
Justment of the auto sector?" Next,
the relevant unions are summoned by
the Board and the same questions are

put. Solutions begin to emerge; fac-
tions grope toward consensu. To be
sure, some will probably plead for reg-
uiatory relief as the lone solution. But,
the Boards consumer, environmental,
and government representatives would
scarcely acquiesce in such a one-sided
response. In short. the Board can ne-
gotiate a harmonious package of read-
justment policies-to be undertaken
concurrently by labor, management,
and government-and present that
package to the Congress

The third major function of the
Board would be to serve as a reliable
source of information on the domestic
and international economy. A crucial
part of this duty is what might be
called the early warning function-
providing advance notice of shifts in
international markets and threats to
the competitiveness of domestic indus-
tries.

Economic policymaking over the last
several years has been dominated by
sudden and unexpected blows to
American industry. We seem to act
only when a crisis is upon us. Some
people imagine that this permits
America to avoid having an industrial
policy. It is a pleasant fiction. In fact,
practicing crisis response" only con-
demns our industrial policy to being
ad hoc and reactive when it should be
anticipatory and consistent.

I am often told that the business
community will oppose an Industrial
Development Board as an inte-ven-
tionist" proposal. But the fact is that
the last 20 years of 'crisis response'-
whether the crisis has been environ-
mental pollution or a bankrupt tock-
heed-has Itself yielded Government
Intervention. Frankly, I thisk the
business community is beginning to re-
alize this-and to realize, as well, that
the accumulation of unanticipated
crises begins to undermine business
confidence and economic stability. Ac-
cordingly, I believe that the 'learly
warning function" of an industrial De-
velopment Board should be welcomed,
even in the business community.

Extending the time horizon of Indus-
trial policy is especially crucial, given
all the biases toward a "short-term
view" in the business and Government
sectors. Henry Kaufman, the
wizard of Wall Street, once noted that
In the financial world, "the short-term
view is tomorrow, the mid-range view
is next week, and the long-term view is
the end of the quarter." It is undeni-
able that a corporate manager-who
Is answerable to stockholders for the
current value of their holdings and
whose own bonus is often pegged to
annual profits-is discouraged from
taking the long-range view. Shmiiarly,
Congress can rarely look beyond its bl-
annual elections. Union officials often
work within the framework of a 2- or
3-year labor contract. We need an in-
dustrial board which can afford to
take the longer view of industrial
policy.

The formation of another Federal
entity may well be viewed with skepti-
cism and even hostility in today's envi-
romment of public sector retrench-
ment. But there is a difference be-
tween streamlining government and
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straitJacketing it. In our commendable
pursuit of Federal austerity. we must
not lock the public policy process Into
outmoded structures. A National In-
dustrial Development Board should
not be viewed as a new appendage to
the Washington bureaucracy. It repre-
sents. instead an adaption to a chang-
ing society-one in which cooperative
development must supplant the adver-
sarial conventions which today threat-
en the survival of American industry.

One of the reasons that American
industry is threatened is precisely that
other Western countries have adapted
to the new era of cooperation and con-
sepsus much footer than we have. As
Messrs. Reich and Magaziner point
out:

Mechooni-c were developed an these
countries for conses.suafomig mang the
major evom-ie itueoctesasges
owners af industrial enterprises tarde
.nious. baoks, and govenrnent. The orench
plo-io sYstes .the JaPanese MdITI WdAt-
wry eouncit. sod the regular Genran
rousdtobles. all Provide forums in which
various ksdotristl onetit.eeIs could meet.

This collaborative spirit is emerging
in the United States. Today, there are
hundreds of iabor-management com-

mittees in individual workplaces
throughout the country. In addition.
there are more than 21 municipal com-
mittees in which local labor, business.
and. usually. Government represent.-
tives have joined together to address a
community's economic problems. Fi-
nally in a few cases, tripartite commit-
tees have been formed at the national
level to examine the problems facing
certain business sectors. I have already
mentioned the Tripartite Steel Com-
mittee which the Reagan administra-
tion regrettably has abolished.

SimUar national committees have
operated in the retail food and con-
struction industries. Yet, these have
been largely ad hoc, with no statutory
basis and therefore subject to changes
in leadership and personal commit-
ment. The time has come to take a
further step-to formally incorporate
a mechanism for cooperative problem
solving tn our industrial policymaking
process.

We do not need an ironclad national
Plan; we do not want a detailed timeta-
ble. We are not searching for a step-
by-step economic prescriptIon But, If

we look to the succesoful economic de-
velopment activities of communities
and States in America. we will observe
that they have succeeded by 'lookisg
ahead' by laying the groundwork. by
building a consensus around a growth
strategy. My home city of Jamestown.
N.Y., has returned from the brink of
economic calamity by pulling business
and labor and government together
in support of a concerted economic de-
velopment program. a strategy for the
future. Today, we often see articles
about surprising 'busineso growth in
unexpected places like North Carolina.
But that State's highly touted Re-
search Triangle did not just appear
overnight. It is the product of concert-
ed effort: I can remember that plans
were being laid for such development
when I was a college undergraduate in
North Carolina many years ago. It is
time that the Federal Government
took Its cue from these successes, tome
that we rid ourselves of the "crisis re-
sponse" mentality, time that we
brought leaders of the major sectors
in our society together to develop a
consensual strategy that will guaran-
tee America's industrial vitality in the
years ahead.
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Representative REUSS. Thank you very much, Representative Lun-
dine.

Congressman Long.
Representative LONG. Thank you, Mr. Chairman.
Stanley, I could not agree more with two basic points of your pres-

entation. One, somehow we must avoid the adversarial relationship
that exists between the Government on the one hand, industry on the
other, and labor on the third. This situation has the weakness of a
three-legged stool. The real adversarial relationship is between, as you
pointed out, labor and business. You said that in your opinion this ad-
versarial relationship has served us well in these last few years. I'm
not sure it has. I think there is serious question as to whether or not
it has served us well. I think perhaps this conflict could be the root
cause of the inflation that has occurred in the country. This is some-
thing that has disturbed me for a long period of time and I encourage
you to keep working on this question. I think that we've reduced this
conflict somewhat but we need to get both the labor leaders and the in-
dustrial leaders of America to realize how important it is to reduce
the conflict. I'm not sure they do. I'm not sure that they realize that
this adversarial relationship has got to change. I hope that both sides
have the political courage that is necessary to be able to change it.

I'm like you. I plod along with it a little bit at a time just trying
to improve the situation with a stroke here and a stroke there.

The second point I agree with is the need for an industrial strategy
or what might be better described as long-range planning. An inter-
esting thing happened to me a few years ago. I was giving a talk on
general financial affairs and fiscal affairs to some of the top fiscal
officers of three or four countries of the world. In one of the countries
I went to, I talked at some length to the finance director from Norway,
a country which keeps individual freedoms. Norway does not equate
industrial planning with the government trying to run everybody's
life on an everyday basis. We tend to equate the two and we become
convinced that freedom and planning cannot be consistent. The Minis-
ter from Norway told me an interesting story. I asked him how Norway
had gotten into long-range planning. And he said, "Well, what hap-
pened, I was a junior career finance department member of the gov-
ernment at the time following the end of World War II"-and our
country was trying to set up the Marshall plan-"and the United
States required that for Norway to participate in the Marshall plan,
it must set up long-range goals." In America, however, we never really
have set any goals.

What disturbs me about the Board that you would establish is
whether it is too timid. I was relieved to hear you say that it would
be only a first step, that perhaps you could move into something a
little stronger. Perhaps you're right-maybe we do have to take it one
step at a time, but aren't you a little afraid that what will happen with
your Board is the same thing that happens to the recommendations
made by the Joint Economic Committee and the recommendations
made by the other agencies outside the Government with respect to
long-range policy? On the energy question, people had been saying for
20 years that it was just a matter of time before we had a shortage.
Finally we developed national policy with respect to energy but not
until the two-by-four hit us across the head in order to get our atten-
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tion. Do you think the Board would be effective with the powers you
have outlined?

Representative LuNDINE. Yes. Let me comment on two aspects of
what you were talking about.

First of all, what I meant to express is that the adversarial system
between business and labor had served us well for most of the century
in the sense that the collective bargaining system has been a reasonable
way of allocating the fruits of increased productivity. But I agree
with you that as productivity has stood still for the last decade or so,
we've come to realize that collective bargaining and the adversarial
relationship are not so well equipped to deal with these new problems
of how are we going to get ourselves out of this stagnant condition as
opposed to how are we going to divide the fruits of our success. So I
agree with your observation in that regard.

Second, with regard to whether a board itself is too timid, that
argument has been made to me by others, some of whom you'll hear
from later today. The argument is that you should put the implement-
ing capability or action oriented tools into the same bill in which you
create a board.

Well, as soon as you start to get into what you're going to do, par-
ticularly in the area of development financing-and on that the chair-
man is as good an expert as anyone I know in the Congress-you get
into some very controversial areas. And my answer would be it is worth
trying to develop consensus on the first step even without the teeth;
and, second, it's my observation that amazing things can happen when
business, labor and the general public speak with a common mind. So
I think if we start with the Board, success may breed success.

Let me give you an example. Let's take the steel tripartite commit-
tee-it was a very, very low-key effort, it was not given a great deal
of publicity, it existed for a limited period of time. But when the
business and the labor people from the steel industry and the Govern-
ment got together and decided they had some environmental problems,
they brought some environmentalists in and they sort of prenegotiated
that out. It's my recollection that when those environmental changes
on which they all agreed were brought to the Congress they passed
the House with only 12 dissenting votes. Now, how many environ-
mental changes have you seen come through our body with only 12
dissenting votes?

The second example I would give you of this kind of collaboration
with a legislative result would be in the area of international trade,
the multilateral trade negotiations. Now I accept that Mr. Strauss
who conducted them is an unusually skillful politician without any
question. and I think that might be conceded on both sides of the
aisle, yet the fact of the matter is that business and labor were brought
to the table. I know for a fact that they were, and that some of those
negotiations-even some of them involving the "downside" of the
agreements, the dairy people from my area, for example-were there
when some of the uncomfortable negotiations were taken up in Ge-
neva. When the trade agreement came back before the House, that
controversial bill went through, I believe with eight dissenting votes.

Now what I'm suggesting to you is that there can really be con-
sensus. I don't doubt that if another Chrysler came along there would
be some people who for absolutely philosophic reasons could never
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support a loan guarantee program. There would be others who would
want to give away the store, from my point of view, as somebody
in the middle. But I think you can develop consensus even without
some of the financing and adjustment tools that others would suggest
should ba given to the Board in this initial bill and which I would
think would be more appropriate as a second phase of an industrial
development program for the Nation.

Representative LONG. One other short question, just to fill this
out. When you have another situation similar to the Chrysler situation,
how can we assure that the Board is sufficiently insulated from the
special interest pressures that are sure to arise and look at the situ-
tion in an objective and dispassionate manner?

Representative LUNDINE. Well, we can never delegate to a board
the ultimate authority to pass judgment on a question of major
public policy. In taking up our industrial financing needs, the Govern-
ment in the United States has tended to consider these matters on an
ad hoc basis-I think that's probably appropriate-so I think ultimate-
ly the Congress would have to make the final judgment. But I think that
by having practical, action-oriented people, business people, labor,
government, and representatives of the academic community, small
business, consumers, appointed to an industrial board in the fashion
that I have suggested in the bill on a bipartisan basis, would almost
insure that their recommendations would be taken seriously and insure
that they would view as their charge putting together some difficult
compromises. In other words, they weren't going to just take an in-
dustry's ultimate request or a banker's request for a bailout because
they were on the hook. I think it almost insures if you're asking that
they develop a consensus that they will have to make some of those
compromises and I frankly think that they may make some innova-
tive recomendations which might have escaped our attention because
we had to take it up in such a highly charged political atmosphere.
I mean this as no criticism of the Carter administration, for example,
but how is the President of the United States facing an election in a
year or a year and a half going to be objective on a matter such as
Chrysler when a union of a million members comes in and says,
"You've got to give us some relief here." I think actually the Carter
administration did a reasonable job of negotiating that matter out,
but the fact of the matter is that if you had a board like this they would
be less subject to the very influences you're concerned about than we
would or the administration would.

Representative LONG. Well, I share your objectives and encourage
you to continue your leadership on this important issue.

Representative LUNDINE. Thank you.
Representative RETTSS. Thank you, Congressman Long.
A couple of questions, Mr. Lundine. How many people are on this

National Industrial Development Board?
Representative LUNDINE. There are 32, 8 from each sector.
Representative REuss. I like very much your delineation of the three

things this Board would do-identify priorities, recommend solutions,
and provide information. My only problem really-because I agree
that this is a function that needs to be done-is whether this 32-person
new entity with the suggested 200 experts on the payroll and so on
is the only way to do it.
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Let me throw an idea at you and see what you think. This weekend
the Federal Reserve Board was so indiscreet as to invite me to address
their Chairman at their annual meeting and at that meeting I'm
going to point out, in addition to the fact that I love the Fed, that its
function is kind of being leeched out. Monetary policy in the future
just can't be as portentious a thing as it has been in the past.

Second, one of these days the Fed is going to find that Congress
is going to bring together the various bank regulatory agencies and
it may not be in the Federal Reserve.

And, finally, their enormous check clearing function is now in the
process of being privatized, as perhaps it should be, so you may end
up where the Fed is one of these days going to be left with 12 marble
palaces, 25 beautiful branches, 36 Federal Reserve Centers, 80 jet
planes, the greatest stock of computers in the Nation, 500 economists,
thousands of skilled administrators, marvelous hybrid boards. From
time to time it's said-and incidentally I agree-that the Fed should
be broadened by bringing in labor, and public and the consumers.

But if you did that, viewing the Fed's regionalization a-ld the fact
that it is there, couldn't we make a National Industrial Development
Board out of the Fed and save a bundle for the taxpayer, sort of an
adaptive use of a historic landmark that might be losing its function?

Representative LUNDINE. Well, I'm not going to take all of that
bait, Mr. Chairman, but it seems to me that you are a visionary and
that maybe a board like I'm suggesting would eventually go together
with a modernized Federal Reserve Board. I don't think, though, that
that's the way to begin. I think you have to begin by convincing peo-
ple here in the Congress and in the public that in fact such a function
can be done consistent with our democratic traditions and if you
endowed it with all of those computers and jet planes and so forth
that are associated with the Federal Reserve, then I think that it
would be more suspect to begin with than if an Industrial Board were
to start small and with enough staff so they could do a job but a rela-
tively lean, trim operation.

I gave serious thought to the question of the Federal Reserve in
regard to industrial policy and I'm particularly interested in the re-
gional expertise that they have. It is attractive. There's no doubt about
that because we are an enormous and diverse nation and there would
need eventually to be some regional aspect to this industrial policy I'm
proposing.

I guess that I would suggest-if your vision is ever to be achieved-
that it grow together over time rather than be a bold proposal at the
outset because I'm afraid it would never have a chance to get off the
ground, that people would be more suspicious of an Industrial Board
if it were merged with the Fed. As I said in my prepared statement, I
think you have to guard against the thought that big government,
big business, and big labor are going to get together and cut big deals
and to question whether that's in the interest of the public. I think
today much of the public, probablv nrimarilv because of monetary
policies, has that view of the Federal Reserve, -that they can't get at it,
that it isn't sensitive to their needs.

Representative REUSS. I said, of course, that the Fed should in
any event be broadened to include labor, consumer, and the other
public interests that you described.
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Representative LuNDINm. Well, that's general reaction to your
visionary proposal.

Representative REUSS. Well, in our Father's house are many man-
sions, and we'll wish each other luck. Thank you very much. Have a
great trip to Sweden and come back and tell us all about it.

Representative LUNTDINE. Thank you.
Representative REUSS. All right. We'll ask the panel of Mr. Adams,

Mr. McAdams, Mr. Magaziner, Mr. Bluestone, and Mr. Zysman to
come forward. I want to thank you all for the marvelous and com-
prehensive prepared statements you have given us, all of which have
been received into the record along with several additional papers
from those who couldn't be witnesses this morning.

Would you proceed to summarize your views now? Let's start
with Mr. Adams.

STATEMENT OF F. GERARD ADAMS, PROFESSOR OF ECONOMICS,
UNIVERSITY OF PENNSYLVANIA

Mr. ADAMs. Mr. Chairman, I'd like to thank you and the members
of the committee for an opportunity to talk on the subject of indus-
trial policy. I have submitted a prepared statement and I will simply
try to summarize the most important points of that fairly briefly.

As we know, in the past decade the performance of the American
economy has fallen far short of our hopes and expectations and there
is clearly a widespread consensus that American industry faces serious
structural readjustment problems, but paradoxically, there's little
agreement on what, if anything. should be done about them.

I would view the proposals for developing an American indus-
trial policy as a comprehensive and coherent attack on the prob-
lems of industrial maturity. These proposals stand at risk in the cur-
rent political controversies about the role of the Government and
about the size of the Government.

Now over the course of the past couple of years, Lawrence Klein and
I and our colleagues at the University of Pennsylvania have been
carrying out a series of studies of industrial policy. This work has
had three dimensions: One, a broad overview of theory, philosophy,
and experience worldwide with regard to industrial policies; two, a set
of simulations with our large-scale macromodels to look at various pol-
icy alternatives; and three, a series of detailed industry studies.

We are now at the point where it's possible to draw some prelim-
inary conclusions and that's what I tried to do in this brief document.
A critical question, I believe, is, precisely what is industrial policy?
I think this is a critical question in part because of the tendency to ap-
ply political preconceptions to the topic of what is or what might be
industrial policy. A narrow definition of industrial policy would call
only for those policies relating directly to the management of indus-
trial structure or even to specific industries. But it is our feeling that
such a definition would narrow the scope of the measures considered
to exclude precisely many of the rolicy instruments which are most
feasible in the United States. And for that reason we have found it
useful to take a broad view of industrial policy, including in this con-
cept any measures which are intended to produce industrial struc-
ture or to aid in its adjustment to provide incentives for investment
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in new industrial capacity, stimulate decision development to build
new industries, and to ease the transition from old sectors.

Our overview of industrial policy shows that the philosophy of in-
dustrial policy and the strategy varies greatly among countries and to
a large extent the approaches one finds reflect the relationship between
business and government and the political economic philosophy that
prevails. This means that conclusions which apply in one setting may
not be transferable to another. In other words, simply because in-
dustrial policies have worked well in Japan does not mean that these
precise policies will be effective in the United States.

But there are a few general conclusions that one can reach and it is
certainly true that industrial policies aimed at economic targets have
played an important role in the industrial development of many coun-
tries. While in many cases, industrial policies have been ad hoc and
reactive-and I might add I think this is a very serious problem in
the United States as it is elsewhere in the world-the policies re-
act to particular circumstances with a heavy dose of political input-
but there are instances and important ones where policy has been for-
wardlooking in the context of a coherent scheme for advancing the
economy.

I might add in that connection, I note particularly that many, many
countries which compete with American industries in world markets
provide extensive support for research and development in priority
industries which, we find in our analysis of economic theory, provides
a significant backing for public policies aimed to supplement the
operation of the free market in providing support for additional
research and development activities.

With respect to the mechanisms of policies, it's apparent that public
enterprises or firms operating under an umbrella of protectionism rep-
resent a significant risk of failure or inefficiency as compared to busi-
ness forced to operate in the framework of the competitive private
enterprise.

Reliance on decisionmaking by private competitive enterprise as-
sisted as appropriate by industrial incentives appears to us to offer the
best prospects for building and maintaining a productive industrial
structure.

Now let me comment briefly on the macroeconomic studies, the model
simulations which we've done. One set made use of some of our large
models for the U.S. economy and was specifically oriented toward the
notion of whether general policies-how did general incentive policies
compare to targeted or specific incentive policies?

We used the model to evaluate a variety of alternatives and out of
this come two principal conclusions: One, that in all cases, industrial
investment incentives proved to be helpful in our simulations in in-
creasing investment in capital stock and in advancing productivity;
and two, that general policies, available on a nondiscriminatory
basis to all industries, nevertheless had industry specific impact. As our
chairman pointed out this morning, even if the policy is not intended
to focus narrowly, inevitably there is an implicit industrial policy in
the sense that the impacts would fall on some industries rather than
others.

Our analysis of what we call sector specific policies, which would be
available on a preferential basis to some priority sectors, suggested
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that these policies have more bang for the buck, specifically if they're
oriented toward high technology, metal-using industries, and focused
policies are more effective in advancing national productivity than
nonspecific policies.

The second form of studies looked at international issues. I think I
can summarize very briefly by saying that we used the LINK model as
a mechanism for simulations and we found that a coordinated inter-
national policy in which we work with our trade partners in advancing
industry was more effective than a policy where our country would
operate alone.

Let me try to summarize what our work suggests with regard to
policy for the United States. First of all, let me say that industrial
policy should avoid mechanisms which require centralized decision-
making. It should maximize the use of the private sector. Industry
policy measures should be formulated to provide incentives to private
business rather than to intervene directly in business decisions.

While general-that is, nonspecific policies are less likely to interfere
with private resource allocation, in some cases industrial policy may
be designed specifically to alter the priorities established in private
markets.

The evidence suggests, moreover, that target policies are likely to be
more efficient than nonspecific policies, and this suggests possibilities
for some useful compromises. Many of the advantages of private deci-
sionmaking can be preserved by targeting funds to broad sectors rather
than directing activities toward narrowly specific industries or firms
or picking the winners kind of a notion in the narrow sense; rather
than doing that, the eligibility for public industrial incentives should
be targeted broadly to groups of industries that deserve priority assist-
ance.

Now in concrete terms, we have the following suggestions. One, that
we have a comprehensive study of the prospects and needs of U.S.
industrial structure. This study should attempt to visualize what kind
of an economy the United States aim for in the 1980's and 1990's. It
should try to evaluate where the comparative advantage of American
industry lies in a long-term perspective. Should we develop a service
economy? Should we make use of our comparative advantage in agri-
culture or should we aim for an economy focused on high technology
and manufacturing?

Such a long-run perspective on American industry should be car-
ried on in a joint private-public framework. It should be undated reg-
ularly serving as a guide to public policy and to business investment.
The subject of the word planning has been raised. I'm not sure whether
simply looking ahead and asking where should this country be going is
planning in a conventional sense, but clearly it is very important that
we do look ahead.

Second, it's clear that we need a legislative and institutional frame-
work for industrial policy. Obviously if our policy is to be forward
looking and if our policy is not simply to be reactive, the framework
must be set up in advance. Again, there is a serious question in my
mind whether that implies setting up an industrial development board
or whether that implies another, perhaps less concentrated, set of in-
stitutions utilizing some of the existing organizations.



Third, we need to expand and improve present incentives for re-
search and development for new investment and for industrial transi-
tions. Obviously, a legislative program in this direction must be based
on the perspective, the study that I have referred to above. A strong
case can be made for further augmenting the support for research and
development. Moreover, the various investment expenditures, high
rates of interest, low rates of return, and large risks stand in the way of
rebuilding American industry and we must consider whether the
incentives now on the books are sufficient to meet our needs.

And finally, obviously anything that we do in the area of industrial
policy must not be a "go-it-alone" policy, but must be a policy which
seeks to work with our trade partners in a setting of international
economic cooperation. Thank you.

[The prepared statement of Mr. Adams follows:]
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PREPARED STATEMENT oF F. GERARD ADAMS

In the past decade the performance of the AmerinCn ecory has fallen

far short of our hopes and expectations. Some of the major US industries-steel,

automobiles, rubber, etc. -are in serious difficulty. United States manufactures

have lost market share in world markets and imports threaten to dominate many

traditionally American product lines. The consequences in terms of lagging

employment opportunities, unemployment, and unequal regional develoarent do not

need elaboration. There is widespread consensus that the American economy

faces serious structural adjustment problems, but paradoxically there is little

agreement on what, if anything, should be done about them. me proposals for

developing an American industrial policy, a comprehensive and coherent attack on

the problems of industrial maturity, stand at risk in the political controvercy

about the role of government and about the size of the budget.

During the past two years at the Department of Econamics, at the

University of Pennsylvania, we have been carrying out a broad series of studies

of industrial policies. This Fork included a broad overview of theory, philosophy,

and exeriencec-wrldwide-with regard to industrial policies. It has also

included a number of ernometric simulations of policy alternatives, as well as a

series of detailed industry studies. We are now at the point where it is possible

to draw same preliminary conclusions. That is the purpose of this paper.
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The Concept of Industrial Policy

Our survey of the worldwide experience with industrial policy (Adams and

Klein, 1981), shows a remarkably diverse range of policies aimed at a variety

of objectives. A critical question then is: what precisely is industrial policy?

We have found it useful to take a very broad view of industrial policy, including

in this concept any measures intended to improve industrial structure or to aid

in its adjustment, to provide incentives for investment in new industrial capacity,

to stimulate research and development, to build "new" industries and to ease

transition from 'old" sectors. In short, we see industrial policies as impacting

on the econery's supply side. We include all policies intended to improve

productivity andcmpetitiveness and to adapt the productive potential of American

industry to the needs of the 1980's. Sane of these policies focus narrowly on

specific industries, but others have broad impacts on many sectors. A more narrow

definition of industrial policy might call only for policies relating directly

to the management of industrial structure or even to specific industries. But

such a definition woald narrow the scope of the measures considered to exclude

many of the policy instruments which are most feasible in the United States.

Industrial policies can be looked at from the perspective of their

purpose, their specificity, and their mechanisms. 'he purpose of industrial policy

fall into three categories: policies intended to advance the "winners", policies

to help the "losers", and finally, policies to aid in transition.

Advancing the winners-The objective of advancing the potential winner industries

has an uindeniable attraction. Many countries, among then, particularly Japan and

France, have directed their policies toward this goal to find the industries in

the forefront of technology and to aid them in establishing a leading position

in the world econcmy. Such policies can be mare or less specific and more or

less interventionist. On one extreme they represent simply the effort to identify
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the types of industrial sectors which offer long run comparative advantage-for

example, high technology, agriculture, etc. -and to offer them maximnm incentives.

On the other extreme are the specific "picking the winner" policies which may

involve active intervention by government authorities in the development and

management of business enterprises.

Aiding the losers policies-Providing 'bailouts" for industries Ln crapetitive

difficulty has been a major reason for industrial policies Ln the United States

and abroad. It is inescapable that assistance from the public sector will he sought

when major industries run into trouble. The regional concentration of certain

industries with resulting high incidence of unemployment in certain areas

increases the pressures to support declining industries. It is important in this

connection to make a realistic calculation of the long run prospect for the

sector and the firm. Can it be salvaged into an economic, ormpetitive enterprise?

Do the ultimate gains fran maintaining or supporting the "sunset" industry justify

the costs incurred?

Smoothing transitions-The above leads naturally to the next category of policy,

that intended to smooth transitions. Even if ultimately the elimination of certain

industries and their replacement by other activities is justified, the social and

economic costs of the transition are often very high. This means that there is

justification for policies intended to ease transitions, to retrain or move unemployed

workers, to find alternate uses of the plant facilities, to make effective use

of the managerial s~taff which is being displaced, etc.

Specificity-With regard to specificity, we have already noted that policies can

be specific to particular industries or even to particular firms or projects.

On the other hand, industrial policies can also be quite general, being directed to
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all industries or to eligible industries in a particular sector. For example,

general policies intended to encourage investment may be an important part of

an industrial policy which seeks to advance capital intensive industries or sectors

which need to renew their stock of machinery and equipment. In other words,

industrial policies as we have defined then, may, but need not, have specific focus

on narrowly defined industries or enterprise, though adnittedly, in many instances,

industrial policy has been directed at developrent of particular industries or

projects.

Mechanisms-Again the range of policy mechanisms is wide: from direct public inter-

vention to policy measures which simply alter the priorities of the private sector

and provide incentives: leaving private enterprise in cnspetitive markets as the

ultimate arbiter of business decisions. The advantages of the private sector

oriented approach-in terms of assuring rational economic decisions; in terms of

enterpreneurial innovation, and in terns of the "test of the market"-are considerable

as compared to the risks associated with public sector capitalion.

The Lessons of Experience

Our survey of industrial policy shows that the philosophy of industrial

policies and the strategies vary greatly between countries. To a very large extent,

the approaches reflect the relationship between business and government and the

political-economic philosophy. This makes it difficult to generalize, and particularly,

it means that conclusions which apply in one setting may not be transferable to

another. Simply because industrial policies have worked in Japan does not mean that

they will be effective in the United States:
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It is possible, however, to draw some lessons fron the experience

in industrial policy:

1. The diversity of industrial policy reflects the political and economic setting

in the countries in which it is applied. Political influences, with respect to

national aspirations, to regional and industrial inAquities, or social goals, have

greatly influenced such policies. But industrial policies aimed at econamic targets

have played an important role in industrial development of many countries.

2. In many instances, industrial policies have been ad hoc or reactive, seeking to

redress the problems of particular industries or regions. But in sane isportant

cases, policy has been forward-looking in the context of a coherent scheme for

advancing the ecornmy.

3. Whether an industrial policy has been successful is often difficult to determine.

The success of industrial policy is, frequently not just a matter of

whether a particular industry has become cometitive, though that is an important

consideration. In many cases, it involves the question of whether the nation's

industrial structure has been advanced in the ways desired and whether the other

objectives, which have often been a part of industrial policies, have been achieved.

Experience in many countries suggests that the success or failure of "outward

oriented" industrial policies aimed toward establishing industries carpetitive

in the world market is more easy to establish than in the case of "inward oriented"

or protectionist policies. That is not to advance a mercantilistic policy. Rather,

it is to say that international competition imposes discipline and establishes a

market test against which industries can be compared.

4. Many countries, which cswpete with American industries in world markets, do

provide extensive support for research and development in priority industries.
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As we have noted above, econanic theory provides significant backing for public

policies aimed to supplenent the operation of the free market in providing support

for research and development activities.

S. With respect to nechanigns of policy, it is apparent that public enterprises

or firms operating under an umbrella of protectionisn represent significant risks

of failure or inefficiency as carared to business forced to operate in the

ccmoetitive envirorment of private enterprise. Reliance on decision making by

private competitive enterprise, assisted as appropriate by industrial policy

incentivesapcears to offer the test prospects for building and maintaining a

productive industrial structure.

The Macroeconomic Studies

The large scale macroeconomic models which we use to analyze the

econssy at Wharton are ideally suited to study the impact of investment incentive

policies on the total economy. They contain a broad picture of the eonanmy's

structure on the demand side and on the supply side and they combine a substantial

degree of industrial disaggregation in an input/output framework. Our objective

in this work (Adams and Duggal (1982)) was twofold:

1. To show the differential effects of general investment incentives, and,

2. To compare their effectiveness with sector-specific policies, i.e., incentives

which are targeted on broad, though specific, sectors of the economy.

,macramudel simulations were carried out introducing into the model

a variety of investment incentive policies. In some alternatives the investment

incentives were nmae available to all industries, in others they were limited to

high technology, basic, or metal using industries. The objective was to evaluate

the effectiveness of the alternative in terms of their impacton productivity

and growth.

98-105 0 - 82 - 3
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The following are the principal conclusions which ray be drawn from

the analysis:

1. In all cases, industrial investment incentive proved helpful in increasing

investment and capital stock and in advancing productivity. In our calculations,

the investment tax credit schemes proved to be smewhat rare effective per dollar

of expenditure than alternative molicies such as increased depreciation allowances

or general corporate tax cuts.

2. General policies, available on a non discriminatory basis to all industries, ware

nevertheless more utilized by sane industries than others. Investment incentives

tend to favor capital investment in capital-intensive industries and in those

with high opportunities for capital/labor substitution.

3. Sector-specific policies, available on a preferential basis to some sectors,

have mare "bang for the buck", specifically if they are oriented toward high

technology and metal using industry sectors, and are more effective in advancing

national productivity than non-specific policies.

A conpanion study (Klein, Bollino and Fardoust, (1982)), looked at the

issue of investment incentives from an international perspective. The objective

of these studies was to see whether an internationally coordinated policy of invest-

ment incentives nould be rore effective than separate policies by the blocks

of countries making up the international economy. Using the LINK international

model framework, investment incentives were introduced into the United States

economy. Then similar incentives were introduced into the economies of the other

industrial countries. The computations suggest that coordinated international

policy has considerably greater payoff than policies of individual countries operating

alone.
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It should, however, be noted that in both studies, we were dealing with

broad incentives for investment. These analyses do not reach conclusions on

the more industry- or project-specific ventures which have sometimes been proposed

under the "picking the winners" concept. Nor do they propose or evaluate active

public sector interventions in private business.

What Does Cur Whrk Suggest With Regard To Policy For The United States?

It is certain that there is no easy transfer for policies applied

elsewhere to the United States scene. In the first place, such policies have rot

always been successful. In the second place, they are highly specific to the

political and eornomic environment in which they have been applied. Because they

may work elsewhere is rot assurance that they will work successfully in the type

of relationships between business and governrent which are typical of the United

States.

But there can be scane useful suggestions nevertheless:

1. Industrial policy should be anticipatory rather than reactive. We should be

looking ahead. We should not simply be reacting to current oanditions. This

applies both with respect to policies for aiding the potential winners as well as

to assisting the losers.

2. Industrial policies should avoid political basis. Political pressures have

played a role in determining industrial policies in many countries particularly

since many such policies have been specific with regard to their industrial or

regional impact. In many instances, the political motivation of the policies have

distorted underlying echoic considerations leading to misallocation of resources

and in many cases to spectacular failures.

3. Industrial policies should avoid mechanisms which require centralized decision

making. They should maximize the use of the private sector. Industry policy

measures should be forsulated to provide incentives to private business rather
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than to intervene directly in business decisions. While it is realistic to

recognize that allocations of public funds mist entail a degree of public

supervisions to see that funds are used as intended and to monitor the progress

being made, the interventions should be minimized.

4. Mile general, i.e., non industry-specific, policies are less likely to

interfere with private resource allocation, in sone cases industrial policy may

be designed to alter priorities established in private markets. Moreover, the

evidence suggests that targeted policies are likely to be more efficient, to

provide more "bang for the buck", than non specific policies. This suggests

the possibilities for same useful ccomanises. Many of the advantages of private

decision making can be preserved by targeting funds to broad sectors.

Rather than directing activities toward narrowly specific industries, firms, or

even projects, the eligibilities for public industrial incentives could be targeted

broadly to groups of industries that deserve priority assistance. If more narrowly

industry or project specific initiatives are called for, it is advisable to seek

private sector assistance in running imultiple projects along parallel lines in

order to explore various alternatives and in order to establish competitive

standards of operation.

In concrete terms, policies aimed at rebuilding the productivity and

competitiveness of Anrprican industry should include:

1. A casprehensive study of the prospects and needs of United States industrial

structure. Saewhat like the "visions" of MITI in Japan, this study should

visualize what kind of an ecomrny the United Statesashould aim for in the 1980's,

and 90's. It should try to evaluate where the carparative advantage of the United

States economy lies in a forwerd looking dynamic sense. Should we develop as a
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service economy? Should we make use of our comparative advantage in agriculture?

Or, should we aim for an economy focused on high technology manufacturing? Such

a long run "Perspective on American Industry" should be carried on in a joint

private-public framework. It should be updated regularly serving as a guide to

public policy and to business investment.

2. The legislative and institutional framework for industrial policies. The

legislation and the institutions to implement industrial policies should be

established before they are needed. The problems of the "rescue" operations for

Chrysler and Lockheed illustrate the difficulties of establishing such measures

on an emergency basis. To effectively implerent various types of industrial

policy-that which coild set up incentives as well as that which could be used

to aid declining industries and to extend transitional assistance-requires an

organizational framework.

3. To extend and improve present incentives for research and develo~ment and for

new investment and industrial transitions. Obviously, a legislative program must

be based on the "Perspective" proposed above. But a prima facie case can be made

for further augmenting the support for research and development, in public

institutions, in education, and in the private sector. The barriers to investment

expenditures-high interest rates, low rates of return, large risks-stand in

the way of a rebuilding of American industry. We mast consider whether the

incentives now on the books are sufficient. New initiatives, including targeted

investment incentive policies would support the industrial development needed

to improve the productivity and cmmpetitiveness of the American economy.

4. Consultations with our trade partners. American industrial policy must be

managed in harmony with that of other countries in an increasingly international

world economy. There are serious risks in a "go it alone" policy as there are

significant advantages in international econsnic cooperation.
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Representative REUSS. Thank you, Mr. Adams. Mr. McAdams.

STATEMENT OF ALAN K. McADAMS, PROFESSOR, GRADUATE SCHOOL
OF BUSINESS AND PUBLIC ADMINISTRATION, CORNELL UNIVER-
SITY

Mr. McADAMS. Thank you very much. I'm very pleased to be here
today. It appears from what we've heard so far this morning that we
are developing a consensus on having a consensus on industrial policy
and maybe we're merely speaking to the convinced, but I hope the con-
sensus is broader than that.

I became interested in industrial policy from a number of experi-
ences, first with my service as a senior staff economist for the Council
of Economic Advisers. I then continued with the task force on rail-
road productivity that looked to restructuring the northeast rail-
roads. And I would say parenthetically that our recommendations were
honored exactly in the contrary. Everything we recommended they did
exactly the opposite, and I think we've seen the results of that.

I've worked also on the OTA study on steel, electronics, and auto-
mobiles and I found that to be a very useful and edifying experience.
I think that we have some of the information gathering capability in
government but we do need to expand it. And then, I also was associ-
ated with the U.S. Government's suit against IBM from 1971 to 1982;
one of my major objectives there was to design a proper relief to
restructure the industry in the event that the Government won the
case. We know what happened to the case. Nonetheless, that led to a
lot of work on my part and one of my observations was that therm was
no place I could go in government to talk to anyone who had an over-
all perspective on a major industry such as computers in order to get
anyone to focus on whether our existing structure was appropriate for
the needs of the country, whether it was the right one to have for the
long term.

These various experiences have convinced me that we will even-
tually get to an industrial structure which is more explicit and with
an industrial policy at the Federal level. I have studied other eco-
nomies and from that I agree with other speakers today that we do
need much greater cooperation, much less of an adversarial position
among business, government, and labor. I think we need three major
things. First, we need a formal policy at the Federal level; second, we
need to catalyze productivity, to the extent that government is capable
of doing it, through new relationships among businessmen and work-
ers; and third, we need rational macroeconomic policies.

In my prepared statement at the end I try to point out how macro
policies are determining our industrial performance today to a level
that's extreme in our history.

In reaching my conclusions I've applied some principles. My prin-
ciples are stated in a facetious way but I think they are appropriate
and I think they are necessary if we're going to stay away from non-
productive arguments.

My first principle is that an important result of change is that things
are usually different afterward. Now I think we tend to ignore that.
The U.S. position in the world has changed dramatically. The U.S.
interrelationships in international trade have changed dramatically.
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We've had a threefold increase in the portion of goods GNP that is
exported in this country. These facts are facts. Our economy is now
much more interrelated with the world economy than at. any time in
the past and yet we have not made adaptations to this either in policy-
making or in our institutional structure.

My second principle is that which has just occurred is not impossi-
ble. Now this is not a very profound statement but it is important to
focus on. We say that our unruly democracy cannot ever hope to come
to a consensus position on an industrial policy toward any sector es-
pecially for a particular sector in the U.S. economy. In accordance with
my second principle, I think we have to rethink that. We have such a
policy. However it's come about, it happens to exist in agriculture. 11re
have a rational policy toward agriculture. I think most of it is the re-
sult of happenstance, but nonetheless, we have it, and that which has
just occurred is not impossible. If we can do it once. we can do it again.

And then the final principle is a familiar one to the Joint Economic
Committee and that is, in economics there's no such thing as a free
lunch. Now I have a corollary and that is that there's an occasional
snack now and then and I think we are able to build on some of these
snacks. For example, we should recognize that we can build a rational
industrial policy by starting from those areas where we have existing
consensus on what the role of government is and we have mechanisms
in place to deliver on those such as new incentives to investment and
R. & D. and so forth. These are areas where everybody of all philoso-
phies agrees that there is a role for government and we can start from
there and build on it.

I'd like to comment briefly during this summary of my statement-
I go through a great deal in the prepared statement-on some myths.
One myth is that MITI in Japan, the Ministry of International Trade
and Industry, controls and directs that economy very tightly. Two
facts tend to belie that. One is that the size of the Government, in
proportion to the Japanese GNP, is the smallest of any major indus-
trial nation. Second, MITI's budget is 1 percent of the Government
budget and approximately half of that is available for subsidies. You
cannot derive fiscal miracles out of those kinds of numbers. That does
suggest, though, that the Japanese are getting an occasional snack
here with a small commitment of their government to get the kinds of
results that we see in Japanese policy.

A second myth is that MITI is omniscient; it controls everything,
runs everything, and has never made a mistake. Now there are two
problems with that. One is that, first, it isn't true. For example, they
did resist Sonv when Sony immediately following World War 11
wanted to be the importer of electronic technology-they said that
Sony didn't have the capability to follow through. I think that that
has been proven to the contrary.

They have also tried to resist Honda's entry into the automobile
manufacturing activity. Honda nonetheless persisted and we see that
Honda has (lone ouite well. And the result of these two movements
against MITI shows that MITI is not omnipotent and the fact that
the movements have been in the right direction shows that they're not
omniscient.

We also know that MITI has attempted to catalyze a number of
industrial developments which have not come about. For example,
on coimnercial aircraft. I would add, yet on that one, because I think
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that we're gradually giving that one away. But nonetheless, this tends
to explode a myth.

But the second side of that is that people then turn in the opposite
direction and say that MITI made a lot of mistakes, so the things
they did right must have been just happenstance. Well, I don't think
we need to either assume one or the other. I think we have to recog-
nize, however, that there's an amazing batting average there that very
few of us would not be willing to trade as decisionmakers and policy-
makers. They have done awfully well.

Another myth that I try to follow through in my prepared state-
ment is that Oermany does not have an industrial policy. In my state-
ment I trace through developments in Germany and Japan and tried
to contrast those with what's happened in this country.

Germany does have a national industrial policy. It happens to 'be
implemented in the private sector through the banking sector and
when I run through the three major criteria or elements that are nec-
essary, as demonstrated by experience in other countries, for an effec-
tive industrial policy, we'll see that the German banking sector has
been able to fulfill this for Germany quite well. It has generally
been the acquiescence of the German Government allowing the bank-
ing sector effectively to have a veto power over their macro policies
as well as their other policies and it has done something which a num-
ber of the politicians in Germany have appreciated. It's been able to
say, "Well, that wasn't our idea; the bankers told us to do it." So you
have a scapegoat automatically built in-if anything happens to go
wrong-when you have an industrial policy implemented the way
Germany has done it.

Well, let's take a quick look at how Germany has done it. I want
to identify the major elements that I think are required for a national
industrial policy.

We're all in agreement. There hasn't been a speaker yet today who
has not identified indepth information as one of the key elements re-
quired for a proper industrial policy and, I would add, the ability
to analyze it. One of the things I've observed about the Federal Gov-
ernment is we seem to be consistently denuding ourselves in govern-
ment of analytic capability through budget reasons and other excuses
for reasons.

The second element is the consensus recognizing mechanism with
legitimacy for identifying that consensus. I've chosen mv words care-
fully. I think that consensus tends to exist to a higher degree than we
ourselves recognize, but if we had an agency such as one of those which
has been proposed by other speakers today we would find that they're
able to recognize a preexisting consensus and all we would be doing
is providing legitimacy for them to do that. I think, at the level at
which we need consensus for a proper industrial policy to be effective,
the consensus is pretty much in place.

Here's a place where I think eventually we need an element that was
discussed by other speakers and with the committee. We need institu-
tional arrangements which make structural change that has been recog-
nized and agreed upon possible to be brought about. There's got to
be a forcing function.

I'm sure the first two elements would move us a long way and the
range of alternatives available to decisionmakers would be consider-
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ably reduced and we would be moving toward mv major objective, an
industrial policy. My major objective, and I think the objective of the
country, is to achieve economic rationality in government decisions in
relation to industry.

Now in accord with my first principle, we all recognize that that
would constitute considerable change from the past and we would
then thus have to see a number of things that are different.

One of the things that has to be there, in my view, that is different is
a forcing function which will make it possible for the Government to
have the leverage of last resort to get something done if industry has
not followed through in response merely to the suggestions that have
been made.

Now to the German industrial policy. German banking provides 45
percent of the boards of directors of German companies. German
banks own 25 percent of the stock of German industry. This gives the
bankers access to the information they need. The banks do, by defini-
tion, have the analytic capability. They're operating on an interna-
tional basis. They are familiar with the trade partners and the Ger-
mans are therefore able to implement all three of the requirements that
I've outlined for an effective U.S. policy. It's very clear that there's
a tight interrelationship between the resource providing capability of
German banks and the industry to implement those decisions that are
essentially reached. The banking sector is an informal recognizer and
creator of consensus in the German economy and we've already talked
about how they interrelated with the German Government. So all
three pieces are present.

Let's take a look at U.S. agriculture. We have exactly what is re-
qiuired in agriculture. Through the Department of Agriculture,
t rough the land grant college system that goes right down through
the extension system and into the decisionmaking of the private sec-
tors in agriculture to the county agents, we have the ability to develop
information, to analyze that information, and we have also the mecha-
nism to provide new research, and innovation into the sector.

We all know that we also have in place a number of financial insti-
tutions that permit the development of changes that are required. Now
as I've shown my prepared statement to people in the School of Agri-
culture at Cornell, the main thing they agree with most strongly is
the qualification when I say that this industrial policy has come about
by whatever means. They say, "Yes, we don't think it was explicit, but
nonetheless we've gotten there."

I'd like to trace through one of the dynamics that seems to work
very well. We force farmers to be more productive whether they want
to or not. We take advantage of the fact that farmers are in an atom-
istically structured industry, that they have R. & D. provided by the
Government. By the way, you couldn't ask for a more socialized sys-
tem than this; I always say this to my friends in the school of agricul-
ture since the school of agriculture is a State supported activity and so
the Government provides not only money for research but also the
means of doing the research and the means of delivering the research.
So we have a lot of things in place.

Once the Government sets a price support they do so in relation to
the average cost of production. The farmer who finds himself with
costs lower than the average has an incentive to improve his perform-
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ance further to improve his profits. The farmer who finds himself with
costs higher than the average must improve his performance or he will
continue to lose money or go out of business, and the average farmer
has to progress at least as fast as the average is improved by this com-
bination of incentives that drive costs down, innovation up, and pro-
ductivity up. If we have a problem, it is one of excessive productivity
in farming.

So we have all three of the elements. We have a consensus policy
which is that we want to have low-cost food available to our economy.
We have all the elements there and I think we're all familiar with the
fact that if we were to trace this through in Japan we would find the
most explicit form of developing each of the three elements I've iden-
tified. I think the United States no longer can try to fight world class
competition with a pickup team. It's like taking on the San Francisco
49'ers with a group you pick up on a sandlot and say every man for
himself but we'll come together and take on this outfit that has a real
policy of dealing with its industry.

My thoughts are elaborated in my prepared statement. Thank you
very much.

[The prepared statement of Mr. McAdams follows:]
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PREPARED STATEMENT OF ALAN K. MCADAMS

AN INDUSTRIAL POLICY FOR THE U.S.

At the outset, it is important to establish some principles which

have guided the author in preparing this statement. These principles

are:

1. An important result of change is that things are usually

different afterwards.

2. That which has just occurred is not impossible.

3. In economics, there is no such thing as a "free lunch",

(although there maj be some "snacks" available now and then).

The significance of these principles to this paper is developed in

context below.

Introduction

A great deal of change has occurred since the end of World War II.

First, the world economy has changed very significantly. Second, the

relative U.S. position in the world economy has changed even more

dramatically during that period.

Today the U.S. economy is much more tightly tied in to the world

economic system than it was at any prior time. This is illustrated by a

few familiar statistics as shown in the table immediately below.

TABLE 1

U.S. EXPORTS AS A % OF

GNP GOODS GNP

1955 3.6% 6.7%

1970 4.3% 9.3Z

1979 7.7% 17.7%

1980 12.9% 20.0%
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Two columns are presented. The first shows U.S. exports as a.percentage

of gross national product (GNP). The second shows U.S. exports as a

percent of what is known as "goods" GNP. "Goods" GNP differs from total

GNP by the elimination of services. It represents only the physical

goods produced in the domestic economy. We note that in 1955, a decade

after the end of World War II, U.S. exports represented only 3.6% of

gross national product. They represented a larger portion of goods

GNP (by definition), approximately 6.7% of goods GNP. We note further that

the exports share of goods GNP tripled over the next quarter century.

These data suggest that in accord with principle 1, we should

expect that a number of things in the U.S. economy are now different.

And, indeed, we all perceive that this is true. Among the things that

we perceive is that U.S. products appear to be substantially less

"competitive" along a number of dimensions than they did in any prior

period. We also perceive that trade matters matter now. This committee

is intimately aware of many such facts. (In the final section of this

paper, we return to an unusual and disturbing aspect of the growing

integration of the U.S. economy into the world economy.)

It is important to focus on one of the factors about which the

committee is also aware, but which can stand substantial elaboration.

A number of our major trading partners have employed explicit national

industrial policies which have had the result of improving the

competitiveness of their overall economies to the detriment of our own.

It is the thesis of this paper that the U.S. in this changed world

must also begin to do things differently. Policies which were

acceptable in a prior age are no longer capable of providing the

results to which the people of this nation aspire.
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To improve the international competitiveness of the U.S. economy,

two major elements are essential.

1. A national industrial policy.

2. A quality/productivity orientation on the part of both business

and labor in the production of goods and services.

The United States is already moving toward these objectives, but the

pace of movement is entirely too slow. Sometime in the immediate future

a comprehensive program must be enacted and vigorously pursued. (Recent

and pending bankruptcies lend a special urgency to this observation.)

We are all aware that a frequent response to any call for a U.S.

national industrial policy is, "It can't happen here!" There then

generally ensues a host of totally convincing reasons why our unruly

democracy cannot achieve what a number of other unruly democracies have

just achieved. But before we fully accept defeat and trail off into

more lively discussions of the San Francisco 49ers or today's surprising

Red Sox, we must note an additional matter: The U.S. has, and has had,

a national industrial policy of long standing in relation to one major

industry--Agriculture. Now it is necessary to invoke principle 2, at

least long enough to be heard. It may not be impossible to establish

a national industrial policy even in the U.S.

In explaining what is implied by a comprehensive national industrial

policy, examples from the experience of Japan and of Germany are used.

These two countries have followed quite different approaches to the

development of their economies, but have achieved quite similar results.

As is well known to members of this committee, the Japanese approach to

industrial policy issues has been quite explicit, and in some ways more

effective than those of Germany. The comparisons and contrasts among the
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policies that have been followed in Germany, Japan, and the U.S. are

instructive.

Before going forward, however, it is important to set some myths to

rest. First, in Japan the percentage of gross national product attribut-

able to government is the smallest of any major industrial nation.

Further, the budget of MITI, the Ministry of International Trade and

Industry, represents only 1% of the governmental budget. These figures

belie the fiscal wonders often attributed to MITI. On the other hand,

these facts imply that it is possible to achieve highly desirable

results from an industrial policy without the direct commitment of

enormous resources by the government itself. (This might qualify as at

least a "snack" in accord with principle 3.) Second, the Japanese

government has not proven itself to be omnipresent, nor omnipotent, or

omniscient. It has made mistakes and suffered failures. In the early

days following World War II it rejected the request of Sony to be a

developer of electronic technology. Later it discouraged the entry of

Honda into automobile manufacturing. It has as yet been unsuccessful

in establishing Japan as a major commercial airplane manufacturer. None-

theless, we recognize that the system followed in Japan has been quite

effective; the batting average of decision makers has been quite high.

There are few policy makers who would not be willing to trade their

records with those of Japanese policy makers. Third, .ontrary to many

perceptions and the protestations of the Germans themselves, Germany

does have a national industrial policy.

It is also important to recognize, however, that the economies

of the two countries that we are using for illustrations have been growing

from their World War II base. This permitted (required) a very rapid rate
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of growth and development. In the presence of such rapid growth, the

processes of change and adaptation take on a legitimacy of their own.

When the economy is growing, when productivity is increasing, when the

standard of living is improving, workers find it in their interest to

"go along" with the implicit and explicit policies which bring about

such desirable outcomes. Some observers see the current period of economic

slowdown as a time of testing for the German economy-and of the

German democracy.

Elements necessary to achieve an effective industrial policy have

been identified from a series of studies of industrial policies in

ther nations. These elements are presented and analyzed in part I of

.his statement. In part II, the quality-productivity orientation on

le part of both business and labor is dealt with, largely through a

Discussion of protectionism as it has been practiced in the United States

as compared and contrasted to Japan. The Japanese automobile industry

and the U.S. steel industry will be the main focus of the discussion.

In part III of this statement, U.S. policy toward its agricultural

sector is examined in some detail. This is an industry in which the

United States--whether consciously or otherwise--has achieved a rational,

effective industrial policy. This is a high technology, high productivity

industry in which the U.S. is a world leader. It is a competitive

industry in which the U.S. Government has taken a proper, active role.

Finally, in part IV there is an analysis of the unusual influence

of net exports in the current economic recession. This is a situation

in which the national government cannot "leave it to the private sector."

The problems involved are matters over which the private sector has no

effective control. To deal with the situation, the government must play
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its proper and key role for the economy as a whole. Sound macro economic

policies are a necessary element of an effective industrial policy.

Part I. Lessons From Industrial Policies in Other Nations

Studies of industrial policy in other countries identify several

items as present in one form or another in each of the instances in

which a national industrial policy has proven to be effective. From

that experience we conclude that to improve the international competitiveness

of the U.S. economy, a national industrial policy which includes the

following three major items is necessary:

1. Information in depth, and the ability to analyze it.

2. A consensus recognizing mechanism with legitimacy for identifying

that consensus.

3. Institutional arrangements which make structural change--which

has been recognized and agreed as needed--possible to be

brought about.

These requirements are the minimum necessary to permit the exercise of

"economic common sense" in governmental interaction with business and

labor in this country.

In accord with principle (1) stated at the outset, since for our

national government to exercise economic common sense would imply substantial

and fundamental change from the past, a number of things would indeed

have to be different. Some of these are catalogued below.

Information and Analytic Capability

A great deal of information is gathered by various agencies of the

U.S. Government. Having said that, we have identified an element of the

problem for the U.S. Various agencies develop particular elements of

important economic information. Each agency develops the information on

98-105 0 - 82 - 4
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its own basis and for its own purposes; there is little coordination and

no effective integration of the information that is gathered. Further,

decision makers frequently find that no useful information is available

to them from government sources on matters of urgent national concern.

In such instances they often must rely on data supplied to them from

the very parties who are the object of the policies and/or programs

that must be implemented.

The U.S. Government lacks information about its own economy. It -

lacks a comprehensive means of developing information on fundamental

matters about which it must make national policy decisions. It is even

less well equipped to understand world economic facts, trends, and

conditions.

What is required is timely, accurate, useful information about the

economy and all major segments thereof. This information must be

available not only about the domestic economy, but also about the

international economy with emphasis on our major trading partners. The

urgency of the need can be illustrated by contrasting how this function

is carried out in other economies.

In Japan, the Economic Planning Agency (EPA) is the agency which

develops information in depth about the Japanese economy to incredible

levels of detail. This is the main function of EPA. It is essentially

an information-gathering agency. It is the fount of information

dissemination. It supplies information both to government policy makers

and to policy makers throughout industry in Japan. Thus it is the main

source of information and statistics for MITI, the Ministry of Inter-

national Trade and Industry. MITI is the Japanese ministry with analytic

capability for digesting information about industry, productivity and
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other trends. It identifies the significance of trends and recognizes

their relevance to require changes in the Japanese economy.

It is useful to look next at the key information sources in the

German economy. Here the situation is, at least superficially, more

complex. As stated above, many Germans within and outside the government

will tell you that Germany does not have a national industrial policy.

Technically speaking, this is perhaps correct. However, de facto they

do have such a policy. It is technically an informal and unoffical

policy, but one which nonetheless functions quite effectively.

German national policy is formulated and implemented largely through

the banking sector with the three largest banks, the Deutsche Bank, The

Dresdner Bank, and the Commerz Bank playing a major role. German banks

place approximately 45% of the directors on the boards of 500 largest

German business firms. German banks control approximately 25% of the

common stock of these firms. Through the combination of stock ownership

and membership of boards of directors, the German banking sector is

possessed of a wealth of information about German industry in depth and

in detail. German banking also operates on a broad international basis

and therefore has become quite knowledgeable about trade and economic

trends, especially those relating to its major trading partners in the

world. Through this combination of circumstances, the German banking

sector has been able to fulfill the detailed information gathering and

disseminating functions for the German economy.*

An effective national industrial policy requires a high level of

analytic capability within the national government. This is another

area in which elements exist in various pockets throughout the U.S.

*Fiscal and monetary policies are not explicitly included in this discussion.
The Bu desbank9'in its control of monetary policy and influential in Fiscal
policysu ce
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Government.. But there is no overall analytic capability-perhaps with

the exception of the Central Intelligence Agency. What is required for

industrial policy is an institution through which information and

analyses could be made available in useful form both to all segments

of government and to business and industry as well. This is a mission

quite different from that of the Central Intelligence Agency.

It is essential for government to be able to identify trends in

international trade and in the development of particular products and

industries. It is equally essential for government to be able to recognize

the significance of those developments and trends for the U.S. economy.

As stated above, in Japan this capability is found in MITI. MITI

is organized so as to permit a continual monitoring of particular

segments of the economy--those which are deemed by policy makers to

be most significant to the future of the Japanese economy. This

Japanese model is one which closely parallels that used by U.S. invest-

ment firms. That is, a small group of approximately four persons devotes

full time to interaction with, and analysis of, a particular industrial

sector. A four person group would consist generally of two bureaucrats,

one technician and one financial analyst. This four person group

monitors trade and industry publications and maintains liason and

personal contact with the chief decision makers in the industry over

which it has cognizance. Along with EPA, MITI monitors worldwide

technology developments, domestic and international trends in product

usage, industry productivity, the rate at which trade in particular

products expands with growing world and (various) national incomes. The

trends in Japan are constantly monitored in relation to the best of the

rest of the world. A number of esoteric ratios are monitored and
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evaluated to track areas of progress and decline, both absolute and

relative.

In the German economy the main source of information is the banking

sector, a sector also possessed of skilled analysts. Thus simultaneously

there exists the analytic capability required to digest and interpret

that information.

Legitimate Consensus Recognizing Mechanisms

In Germany, it is the banking sector which also tends informally

to identify consensus on the future directions for the economy. At one

level, ever since the end of World War II there has been a general

consensus in Germany among government, business, and labor for an economy

which adapts itself to world conditions. At a second level, there was

an initial, preexisting consensus on the necessary industrial structure.

Germany found itself fortuitously situated at the end of World War II.

The economies of most of the industrial nations of the world were

devastated. Capital goods of all kinds were required, but especially

those industrial goods which had been the traditional output of German

industry. Germany had the know how to provide them. Once their economy

was rebuilt with the assistance of the Marshall Plan, the German economic

miracle began. Through the good offices of the banking sector, the product mix

has beengradually adapted to meet changes in world needs.

There has been consensus also on the direction of the development of

the economy. As with Japan, the German "economic miracle" was an export

driven miracle. As with Japan, it was fueled by a currency undervalued

for over two decades. Free access to world markets was essential to

rapid export growth. "Free trade" was the watch word of German economic

policy (while it relied on the EEC to develop and provide protectionist
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policies for key industries of Europe as a whole).

The German economy was required to remain open to its Common Market

partners. Thus there was a need for constant adaptation of the economy

to changing conditions in the EEC and also in some degree to the world

economy. The focus on exports forced attention to quality and price.

Exports have to be competitive or buyers won't buy. Given the success

of the German experience, labor has found it in its interest to cooperate

in maintaining relatively low costs for German export products in

exchange for full employment. The result has been rapidly improving

technology and productivity in the German economy and a rapidly rising

standard of living. Growth provided the lubricant which made it

possible for workers to forego excessive wage demands.

In the Japanese system, the overall consensus was that Japan should

strive rapidly to catch up to the standard of living of the western

economies. In Japan this was a more difficult and ambitious undertaking

than in Germany. Its prewar product mix was not adequate to the task.

Japan had no natural resources. It had to create comparative advantage

where none had existed. What it created had to be based on imported

raw materials as well as technology.

Based on the continuing monitoring of information and productivity

trends by EPA, the Japanese were able to achieve rapid improvement

and transitions in their industrial structure. The improvements

in the structure of the Japanese industry required in the short

run a number of protective measures for those infant industries

upon which the Japanese were betting their future. It also required

the putting in place of transition mechanisms to move resources

from those less productive areas of the economy into the more productive

areas which required resources to support rapid growth. Japan
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organized its industry to achieve a number of self reinforcing adaptive

mechanisms. More will be said about these in Part II.

The Institutions for Structural Change

The final major requirement for an effective national industrial

policy is the presence of institutional arrangements through which

structural change can be brought about in accord with the consensus

objectives of the society. To illustrate what is required, we compare

the institutions which permitted this in Germany with those which permitted

it in Japan. From this we then are able to identify the minimal require-

ments for such institutional support in the U.S. economy.

In Germany the major credit allocators are the parties who

develop information, analyze it, and determine its relevance to the

consensus goals that they have identified for Germany. They are ideally

situated to follow through on the results of the information, analytic,

and priority setting steps. The very tight interrelationships among

the governmental, banking, business, and labor sectors of the German

economy make it only the next logical step for decisions once made to

be implemented.

The German banking sector has often demonstrated its willingness

to "act in the national interest". One example involved a consortium

of German banks which concluded that it was not in the interests of

Germany to have the Shah of Iran purchase the stock of the Daimler

automobile company. To block the purchase they bought the stock them-

selves. Numerous similar examples could be cited.

In Japan, the entire financial and industrial complex is ideally

suited to support economic structural change to achieve agreed upon goals.
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This is a happenstance of the development of the Japanese economy in

the post war period. It is not essential for an effective implementation

of structural change as we saw from our brief review of the situation in

Germany.

These caveats are important. The integrated nature of the Japanese

industrial-financial system often leads American observers to throw up

their hands in despair suggesting that the U.S. neither could nor should

replicate the Japanese system. It is important to recognize that merely

by identifying what the Japanese system is, does not imply advocacy for

transforming the U.S. system to match that of Japan. Nonetheless, it is

important to understand the advantages and disadvantages of the Japanese

system. You must know and understand your competitor. The advantages

will remain with the system over the long term. There are efficiencies

in the Japanese system which will be difficult if not impossible to

match. It is likely that United States business firms will remain at an

efficiency disadvantage to the Japanese because of differences in our

capital creation systems. This disadvantage will have to be overcome

through ingenuity in other sectors.

In Japan the bank of Japan is a crucial agent. It is a government

agency which provides liquidity of last resort to the major banking

center banks of Japan known as city banks. In turn, the city banks are

affiliated with loose industry conglomerates, the successors to the

Zaibatsu's of the prewar period in Japan. The fact that a very large

portion of long term capital is supplied to Japanese industry by the

banking sector on short term, renewable, ninety day notes provides great

leverage to the banking sector to influence the operating policies of
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businesses in Japan.* The fact that the city banks are affiliated with

a "family" of industrial firms makes it possible for the conglomerate to

respond to the guidance of the banking system by shifting resources among

the corporations affiliated with that family.

Let's explore a hypothetical example. Within the Japanese system

EPA provides the basic information as to trends in domestic and inter-

national economies. Assume that a particular sector of the Japanese

economy is recognized as declining in productivity relative to the rest

of the world or in relation to the needs of the Japanese economy, given

its objective of matching the standard of living of western nations.

Through its analytic capabilities, MITI would identify changes which

would make possible continuing growth in productivity and standard of

living. This information would be supplied to the banking system through

what is known as "administrative guidance". In turn, the bank of Japan

would pass the information on to city banks, with "family" companies

operating in that sector. They pass the information to the family

companies. Financing is likely to be readily available for projects

which accord with directions contained in administrative guidance; less

so for other projects.

Once the direction of future development within Japan has been set

through administrative guidance, then it is in the interest of all

parties to facilitate movement in this direction. For their part, the

private business firms have the assurance that new starts in these

directions have the backing of the banking system and, in turn, of the

This situation is changing. Many major Japanese firms have been
sufficiently profitable over an extended period to free themselves of
short term debt. As this trend grows "administrative guidance" will
be increasingly difficult to implement.
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government of Japan. With such knowledge and backing it is possible for

the business firms to undertake ventures which without such backing

might be too risky. In effect, for the firm the risk of financial

ruin has been removed since the national government stands behind such

new ventures.

A fundamental principle of economics is that there is a relationship

between the risk of a project and the financial return required by

investors from that project. As a general rule this relationship is

stated in terms of the risk/return ratio. That is, there is an assumed

direct proportionality between risk and the return that must be earned

on a given project. Given that the Japanese system lowers the risk for

projects which fall within "administrative guidance," the return required

for such projects is effectively reduced. Thus the Japanese are able

to use their capital resources more efficiently than would otherwise be

the case. This is an element that leads to the rapid economic growth

in Japan. One might argue that risk has merely been transferred to

government. But even if so, in light of their "batting average", that

risk must be perceived as low. In addition, decisions are made only in

the presence of general consensus and in the presence of an enormous

amount of heavily analyzed information--two risk reducing, average

raising factors.

A second element leading to lower capital costs in Japan is the

heavy savings rate which is characteristic of the Japanese consumer.

The Japanese saving rate is two to three times that of the U.S. Through

normal supply and demand relationships the relatively large supply of

capital available through savings in the Japanese economy also suggests

a lower cost of capital to firms able to access the Japanese savings.
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Conclusion

Germany and Japan offer sharp contrasts in approach, yet great

similarities in outcomes as well as in the elements through which the

outcomes are reached. In Japan each element in its industrial policy is

explicit. Government's role is the leadership role. Consensus is

codified. Decisions are explicit. Legitimacy is formally bestowed and

recognized. In Germany many elements are de facto rather than formal

and explicit. Many are historical happenstance. Banks play quasi-

governmental roles. Consensus has been present, but it has been

informally arrived at. Legitimacy comes from acquiescence--especially

on the part of government--and lack of challenge, rather than through

formal recognition or bestowal. This implies that a wide range of

mechanisms are possible through which to achieve given objectives.

Given our starting point in the U.S., it appears that a "fresh start" is

necessary if the required changes in attitudes and ways of doing things

are to be brought about. The process can be implemented in stages

beginning with the information gathering and evaluation stages. In

microcosm this has already begun. Your OTA is a step in the right

direction, although as with most things in this countryit operates

ad hoc and intermittently.

Consensus on a gross level will not be that difficult to achieve:

--An improved standard of living.

-Increased productivity and worker job satisfaction.

--Improved competitiveness of U.S. goods and services.

--Fair access by trading partners to each other's markets.

Even such platitudinous goals have powerful implications for a government

which pursues economic rationality in its policies. In the presence of
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timely, useful information in depth such goals can represent truly

effective constraints on decision makers to act responsibly. It is the

absence of goals, and an absence of mechanisms to provide visibility and

documentation for violations of "economic rationality" which permit

special interests to work their will.

The U.S. must provide a leverage mechanism for its industrial

policy makers. Neither those which catalyze structural change in

Germany nor those which do so in Japan is right for the U.S. We must

design our own. But it must be one which can mobilize financial and

economic resources to assure that those things which must be done

do get done. Though the analogy is far from perfect and the past

implies some baggage, it can be characterized as a "modern day RFC."

As a minimum its existence would provide the "credible threat" that if

some other actor, whether public or private, does not do the essential--

nonetheless it will get done through the leverage mechanism.

Part II. The Japanese Automobile Industry

In the early 1960s the Japanese automobile industry had achieved

the first stage of its development in accord with the standard plan

followed by major Japanese industries after World War II. By this stage

the Japanese through scouring the world for the latest state-of-the-art

technology in automobile design and manufacturing, had achieved

technological parity with the rest of the world. However, the Japanese

government and the industry realized that the industry was both new and

relatively small in scale as compared to the industries in the established

industrial countries. As a result, despite the technological parity,

Japanese costs remained substantially higher than those of its trading
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partners.

At this stage, approximately 102 of the Japanese families had

achieved automobile ownership. MITI and the Japanese industry concluded

that until approximately 40% of Japanese families could become automobile

owners, the industry would be operating at a scale insufficient to match

the costs of manufacturers in other parts of the world. To move from

102 of families to 40% of families achieving automobile ownership was

an enormous change for Japan with implications not only for manufacturing

and supplier industries, but also for the infrastructure of highways,

service stations, repair networks, dealer networks and the like.

Nonetheless, the Japanese moved quickly to achieve this goal. In the

meantime, during the period of the 1960s, MITI protected the industry

very aggressively. Import duties on automobiles were set and maintained

at a high level. Furthermore, there were extremely onerous "safety"

inspection requirements for imported automobiles. The inspection

procedures called for virtual disassembly and reassembly of the imported

automobile. The effect of these barriers was effectively to foreclose

imports of automobiles into Japan.

In accordance with principle 3 above which cautions that "in

economics there is no such thing as a free lunch," it must be noted that

by its import restriction policy, Japan saddled its domestic economy

with relatively high cost automobiles for two decades. Consumers' needs

could have been met at a much lower cost (and thus price) through imports.

But MITI was looking to the long term and to automobiles as an an

eventual export product. MITI concluded that it was necessary to

achieve scale economies and the economies from learning by doing (learning

curves) in automobiles. To facilitate reaching world-scale it tried to



58

bring about mergers among the major Japanese manufacturers. -It also

discouraged the entry of new firms such as the motorcylce manufacturer,

Honda, into the automobile manufacturing arena. Despite the activities

of the Japanese Government, however, several manufacturers persevered,

and the Japanese domestic market has become very competitive. Toyota,

Datsun and Mazda became the big three. But in addition, Honda was able

to enter automobile manufacturing through reliance on its own financial

resources, despite discouragement from Japanese officials. Mitsubishi

also persevered, establishing a linkage with the technology of the U.S.

Chrysler Corporation. Isuzu became affiliated with General Motors and

is "a comer" in the market today.

When the Japanese domestic output reached the level which permitted

economies of scale in automobile production, the Japanese then began

their export drive. Having reached technological parity many years

before, they reached parity in costs and in quality in the intermediate

period and then set out to match the marketing acumen of their larger U.S.

and European competitors.

The U.S. market was the main focus of the Japanese export effort.

They concentrated initially on the West Coast. As early as 1970 they

achieved market penetration of approximately 15% in California. Gradually

they were able to achieve a similar penetration nationwide in the United

States. In the last decade the Japanese imports have surpassed

Volkswagen and other European imports as the main foreign competitors

in the U.S. By 1980 the Japanese had virtually doubled their prior

penetration of the U.S. market.

The Japanese explicitly protected their infant automobile industry.

This protection persisted past the time at which technological parity
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had been achieved by the Japanese manufacturers. It continued throughout

the period that Japan was using its rapidly expanding domestic market

as the base for achieving scale economies and low costs as the basis

for export penetration of the U.S. and European markets. During this

period U.S. manufacturers were at least cost competitive with Japan for

similar models. However, the Japanese had selected for export the smaller

models which avoided direct confrontation and head-to-head competition

with the U.S. manufacturers.

Let us recognize what the Japanese Government was doing. It

intervened in the auto industry and provided protection to that industry

in order to facilitate its becoming competitive, productive, and finally

the low cost producer of the world. Many of its efforts to achieve

a greater level of concentration in production--a result which could

have speeded the achievement of scale economies--were rejected and/or

thwarted by the private sector. But the overall goal has more than

been achieved. And the Japanese industry is highly competitive at home

as well as in foreign markets.

For a number of years now, the Japanese tariff on imported automobiles

has been set at zero. Nonetheless, the other non-tariff barriers have

foreclosed the Japanese market to imports.

The general consensus of analysts within and without the automobile

industry today is that the Japanese have achieved a cost advantage of

approximately $1500 per car landed in the United States. That is, they

can deliver an automobile of quality equivalent to that of an American

car at a price $1500 lower, or they can provide a car with $1500 greater

value at the same price as a given American car. This suggests that

taking shipping costs into account, a U.S. manufacturer would find his
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automobiles landed in Japan from the U.S. at at least a $2000 disadvantage.

Given these agreed-upon facts, Japanese policy toward liberalization of

automobile imports is moot today. There will be no exports of auto-

mobiles from the U.S. to Japan. If this country were to "win" a

concession for the removal of all non-tariff barriers which foreclose

American automobiles from Japan, this would be a meaningless concession

by Japan; it would be no more than cosmetic. This type of analysis can

be made for a number of other products.

And now to some myths. Japanese automobiles are not "high

technology" entries; they are state-of-the-art equivalents of other

manufacturer's products. Japanese automobile production facilities are

not more highly automated than are those in the U.S. Thereis rough

equivalence even down to the number of robots used in the most modern

facilities of the various manufacturers.

Japanese advantages lie in the motivation of the workforce plus

the innovative management and cost cutting techniques which they have

implemented. These are elements which a national government can not

directly influence or require, but they are elements which clearly

differentiate Japanese industry from that in the United States.

American industry must learn to tap the natural desire of working

people to do a good job. The Japanese have been successful in tapping

the native, inherent good sense and perception of the worker in

contributing to efficiency, productivity, and product quality. This

is paradoxical, given that the Japanese society is a thoroughly

hierarchical society in which everyone is a member of various hierarchical

groups. One cannot even speak to someone in Japanese unless one knows

whether that person is superior to him in the hierarchy, equal, or
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inferior, because the choice of words and the demeanor must change

with relative status. Yet, in the workplace the Japanese have been

able to treat the lowest worker as a source of wisdom, to give him

respect, to reinforce his feeling of self worth. That is an enormous

achievement, and it is a recent achievement (of only the last two

decades or so). We in the U.S. are supposed to be an egalitarian

society and economy, but we have not yet learned to treat our blue-

collar workers in a way which permits them to do the best job they

can and feel good about it. The Japanese have learned the requirements

for improved productivity by studying theories and experiments on

productivity throughout the world, a large portion of which comes

from the U.S. The difference is that the Japanese have implemented

what they have learned and made them work in the Japanese society.

We have not done so. We have continued with our prior ways. We are

now beginning to learn from the Japanese who learned from us. It's

going to be difficult-perhaps impossible during periods of depression

level unemployment or during periods when large groups in our society

have the perception that they are not being fairly treated. High

productivity takes place in an atmosphere of mutual respect, where

individuals feel that they have something to contribute, and that when

they do contribute, their contribution is recognized and rewarded.

The Japanese system has permitted this. Given their explicit and

well publicized national industrial policy, Japanese workers know

when they are contributing, not just to their own well-being, but also

to the greater good of their country.

Japanese workers have achieved other strong loyalties as well.

They look upon their firm in the way a number of our more rabid rooters

98-105 0 - 82 - 5
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look upon the football team or baseball team or basketball team in

their home city. They rabidly root for their company in competition

with other companies to improve productivity, market share, and profits.

And they are constantly provided with data and information that lets

them know how they are doing. Nonetheless, they recognize that they

and their firm are going to be successful only if the objectives of their

company are consistent with the objectives of Japan as a nation.

Workers in this country seldom have such feelings--that what they're

doing contributes not only to themselves but also to their organization

and to their country. But we're beginning to see that without the

product quality and high productivity that such awareness brings, we're

being badly beaten in world markets. And since the largest market in

the world is right here where we can see it, and where we can feel it,

the .perception of being outdone is becoming widespread around us.

American business is beginning to move, but it has a long way to go.

The required change in attitudes and personal relationships in our work-

places is something that can be assisted by good leadership from govern-

ment (in part by making national objectives explicit and known), but

in the end, it has to be implemented by industry and workers coming to

the recognition that that's how you get improved productivity and

product quality. A national industrial policy such as that discussed

in part I will make an enormous contribution, but it can not be truly

successful unless it is matched by the second element of improved

product quality and productivity at the workplace. Government can only

nurture an environment within which that comes about.

In moving to reestablish the international competitiveness of our

society--not just our economy-we must recognize that we are starting
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from where we are, not from where we would like to be. We may have to

endure short-term inefficiencies in order to achieve long-term goals.

But again, we must recognize that that is a price we may have to pay-

recognizing, of course, that there is no free lunch. For their part,

the Japanese have had to endure long.periods of severe inefficiency in

anticipation of the long-term payoffs of having their companies become

world-class competitors. We've seen it happen in automobiles, we've

seen it in computers, we've seen it in semiconductors. In two of the

three areas, the Japanese have emerged as world leaders. An economy

can't accept long-term inefficiency, but short-term inefficiency which

contributes toward long-term goals may be an essential price that has

to be paid.

U.S. Experience: The Steel Industry

The U.S. has provided protection to the U.S. steel industry over

a long period. This has not prevented continued relative decline in the

industry. There have been no quidspro quo in exchange for "temporary"

protection provided by government. (There has been no analytic

capability even to determine what these might have been. There has

been even less interest in conceiving of such conditions.)

The OTA study of the relative competitiveness of steel, electronics,

and automobiles makes a number of very important observations about the

steel industry. Both the steel industry and the Steelworkers' Union

participated in the OTA study. The study demonstrates that a major

problem of the U.S. industry has been that wage rates have gotten way

out of line with productivity increases. Unit labor costs for steel

in the U.S. are thus out of line with those elsewhere in the world,
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increasingly so in recent years. This has been a result of the inter-

action between the industry and the Steelworkers' Union. For its part

the industry has continued its policy of high dividend pay-out while

at the same time failing to redress the technology and productivity

imbalances discernable in trends of long standing.

Had there been such a thing, the government, acting in accord with

a national industrial policy consensus, would have insisted, in exchange

for temporary, effective protection of the industry-a practice which

forces inefficiency and high prices on the U.S. economy--that those who

benefit accept a social compact to modernize their productive facilities,

jointly humanize their in-plant relationships, jointly achieve improved

productivity. Where even this would not suffice to bring profitability

in the absence of protection, it would jointly have to have been

recognized that it was time to move on to new things.

The OTA study establishes that continued long term U.S. domestic

production of steel is both desirable and necessary. In particular

types of steelmaking, U.S. firms retain a technology and/or cost

advantage. In some inland areas of the country, domestic production of

steel remains attractive given the high transportation costs of steel.

But the OTA study also shows that steel is unlikely ever again to regain

its prominence in the U.S. economy. Improved productivity implies that

fewer workers will be employed per ton of steel produced. Fewer, not

more tons will be produced. Steel will not be a significant export

product for the U.S. in the future. These facts from the OTA study

represent consensus. Their implications are clear.

The U.S. economy has changed. The world economy has changed. The

role of the steel industry in the U.S. economy will be forever different

(principle 1). Nostalgia is no substitute for economic common sense.
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Fundamental adjustment to reality must occur. Government's proper role

is to facilitate the adjustment to reality and minimize the disruptions

it implies.

Our existing approaches to adjustment assistance and to protection

have proven themselves to be failures. Yet we continue to re-implement

similar policies over and over again. We make no assessment of why they

failed-nor do we even recognize that they failed. These are important

differences in the way we treat our declining industries as compared to

the way in which other countries, such as Japan, treat their declining

industries. I

This does not mean that government is or should be "picking winners

and losers". It does mean facing the facts when a game is essentially

over. The market has determined who has won or lost. Government can not

reverse the reality supplied by the market-and it should not try.

The phrase "picking winners and losers" is probably the most

destructive slogan inhibiting a move toward economic rationality in U.S.

governmental decision making. Government can not, and should not "pick

losers" (or winners). But it has a duty to provide hospice care to

those industries in which markets have demonstrated conclusively and

irrevocably that the illness is terminal. Economic rationality suggests

that heroic interventions to perpetuate the vital signs of an industry

only prolong the agony and magnify the costs, both for the participants

and for the society.

Simple criteria can be used for initial screening for governmental

support:

1. Does this activity offer the possibility of improving the

standard of living in-the U.S.?
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2. Can employment in this sector achieve productivity sufficient

to meet the opportunity costs of labor used elsewhere in the

economy?

3. Can government contribute something not otherwise available?

In the absence of positive responses intervention, other than hospice

care, should be avoided.

The United States has also engaged in "protectionism" for its

automobile industry during its current depression period. The auto-

mobile depression has been brought about by economic policies of the

U.S. government aimed at stopping inflation. That is the conclusion

reached by our own International Trade Commission. Tight money and high

interest rates have been among the means employed for achieving this.

The differential impact of such inflation-fighting measures on interest-

rate-sensitive industries such as automobiles, housing, other consumer

durables and business investment goods are well known to this Committee.

The government-induced recession has coincided with the need for the

American industry to transform itself to deal with the cartel induced,

order of magnitude jump in the costs of energy world-wide. The change-

over in its product mix requires enormous investments for American

firms. General Motors alone anticipates that its expenditures will

exceed $40 billion. The changeover is taking place in the presence of

huge losses experienced by domestic manufacturers.
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U.S. Government policies have reduced the U.S. auto industry to

infant-level vulnerability. Its output is restricted; its costs are high;

simultaneously it is struggling mightily to adapt its product line to

petroleum prices free of domestic price controls, but escalated tenfold

over a decade (while OPEC continues to do its best to maintain its

cartel control of world oil prices).

This implies that U.S. and Japanese firms have essentially reversed

the roles each had in the early 1960s. Because of the depression in the

U.S. automobile industry, U.S. manufacturers are not operating at an

efficient scale. Their fixed costs per unit are excessive and will

remain excessive until they are able to return to full scale operations.

Under prior conditions with reversed roles, one could understand both

the benefits and the costs to Japan of its protection of its infant

automobile industry. There are similar implications of benefits and

costs of protection for the U.S. industry today.

Thus it appears to represent economic rationality to protect

temporarily the U.S. auto industry. But only if the result could be

the transformation of the U.S. industry to make it a world class

competitor once the protection was removed. That is what Japan "bought"

with its protectionist policy of earlier years.

There is no mechanism in the U.S. Government which could extract a

quid pro quo for temporary government protection of the auto industry.

,There is no agency through which the U.S. Government could follow-up

to determine if the quid pro quo were being delivered even if one were

agreed to. The U.S. has no infrastructure to implement a national

industrial policy. The U.S. has no rational, national industrial policy

(though it has such a policy for one sector as we explore below).
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We appear to be relying as in the case of steel on the "good sense"

of the industry to do what is required. (Recall the recent actions of

General Motors of devising and announcing new incentive bonuses for its

management immediately after extracting substantial concessions from

the UAW.)

If the automobile industry depression can be brought to an end and

large scale production resumed, if the U.S. industry can effectively and

efficiently succeed in refocusing its product line on fuel efficient

vehicles of modern design and world class quality, if the U.S. management

can improve its manufacturing efficiency to match that in Japan, if U.S.

management and workers can jointly cooperate to bring unit labor costs

in the U.S. down to a reasonable relationship to that in Japan, then

the U.S. industry will be able to serve a reasonable share of the U.S.

market for autos when protection is removed.

The U.S. market is a replacement market. Its growth prospects

are dim. Its export prospects are essentially nil. Increased productivity

and continued automation both imply fewer workers required per car

produced. The employment outlook is negative. These are consensus

facts. They come from your own OTA study. World and national markets

have established these facts. Government is not "picking winners or

losers" by recognizing them in its decision making. U.S. automobile

production will not be the engine of future U.S. economic growth (no

pun intended). But in the absence of a national industrial policy

based on economic rationality, the automobile industry could become a

domestic basket case draining the economic vitality of the country. We

could achieve results even less rational than in steel.

In electronics, the OTA study has demonstrated that the "protection"
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measures in the face of blatant dumping by our trade partners as

established through our clumsy monitoring mechanisms have not been

enforced. The study also established that the vaunted Trigger price

mechanism for steel has been conceived in such a way as to serve as

a magnet for the dumping of European steel into the U.S. market. (The

Trigger price which keys a policy response is based on the costs of

production of the low-cost producer, Japan. European steel can thus

be priced below its costs-which are generally higher than our own--

without triggering the trigger.) The OTA study demonstrates that our

"protections" don't protect. Our "adjustment" mechanisms result in no

adjustments.

It is time for a change.
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Part III. U.S. National Industrial Policy for Agriculture

In agriculture the U.S. has achieved through one means or another

a national industrial policy. It could become a model for the rest of

the economy.

The structure of the agricultural economy is one of highly competitive

atomistic units of production. Economic theory instructs that a major

disadvantage of industries so structured is that they are generally

unable to support a proper level of research and development. It

instructs further that if research and development would be socially

desirable, it is the proper role of government to see that it is

accomplished. This is precisely what government has done. It has provided

heavy research support to agriculture. Through the land grant college

system and the extension programs of land grant colleges along with the

county agent system for delivery of research output, new technology

is constantly flowing into the U.S. agricultural sector. Not only is

basic research supported, but applied research is also. Market research

and product development are conducted. Technical and managerial know how

are delivered through a delivery system which reaches down to the level

of the individual farm. The result is a very high technology, high

productivity, world leading agricultural industry.

In the agricultural sector there is a consensus on national policy

goals. The objective is to have abundant food available to the U.S.

populous at low real cost through high productivity of operation. However

this consensus was achieved, it has been operational for several decades

with obvious results.

If there is a problem in U.S. agriculture, it is one of "excessive"

productivity, especially during a period in which the exchange rate 
for



71

the U.S. dollar is "abnormally high" (see Part IV for detailed analysis

of these relationships). This leads to a "farm" problem as opposed to

a "food" problem.

The U.S. Department of Agriculture develops a great deal of highly

useful information about the agricultural sector as well as about world

wide agriculture. Analyses of this information are made available to

policy makers on a regular basis. No other sector of the U.S. economy

is studied in such detail or with such breadth, or in such depth,

extending from the most basic biotechnology research efforts, to support

for improved marketing of hot dogs made from turkey meat.

Analytic capability of a high order exists both in the Department

of Agriculture and in the land grant college system. Consensus has been

reached and continues to remain robust despite a number of competing

pressures.

There is a very active financial sector which ties in very closely

with the production sector in agriculture. The Commodity Credit Corporation

the Farmers Home Administration, a host of similar governmental and

cooperative organizations make possible the financing of farms,

technology, equipment and crops for the agricultural industry.

The price support system has worked to force improved technology and

innovation into the farming sector of our economy as attested to in

recent weeks in a number of articles on the "agricultural technology

treadmill". The mechanism works as follows: substantial downside risk

is removed from farming through the establishment of price supports for

major agricultural commodities. Farmers are given loans which are secured

by their crops valued at the support price. If market prices fall below

the support price, the farmer can still satisfy his loan obligation by
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forfeiting his crop. In effect he sells his crop at the support price

no matter how low the market price. The support prices are set in

relation to the average costs of production of farmers in a given region.

Thus the more efficient farmers find themselves more profitable than the

average. They see immediate incentive to improve their profitability

further by improving their technology base and productivity. Similar

pressures apply to less efficient farmers. With costs at the average or

higher they find their profits at the average or lower. They are literally

forced to move to newer, more efficient methods of farming in order to

increase their productivity. The incentive system places all farmers

on the "treadmill" since the actions of the others lead to an annual

lowering of the average costs of production through innovation and

productivity improving methods. The average farmer must invest in new

technology merely to "remain average". Any farmer must improve at more

than the average rate in order to make headway against the treadmill.

Whether designed with these results in mind or not, the results

nonetheless have been achieved. Productivity increases in farming in

the United States have proceeded at at least twice the rate of the

nonfarm economy. In recent years when nonfarm productivity has actually

been falling, the performance of the agricultural sector has been

even more impressive.

If the objectives of a national industrial policy are to achieve

world leadership in a given industrial sector, to implement high

technology approaches which lead to lower unit costs of production through

innovation and productivity increases, then the agricultural sector in

the U.S. economy is a glowing example of the success of a national

industrial policy.
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A number of onlookers and even participants fail to note the

pervasive role of government in the U.S. agricultural sector. Farmers

are identified in our folklore as fiercely independent and conservative

in their economic and social outlook. Yet, they operate in a sector

in which government involvement at the federal, state and local levels

is greater than in any other sector of the U.S. economy.

In agriculture the government is performing its proper role.

It is supporting research and development at all levels. It has provided

a technology and innovation delivery network which is pervasive,

effective and accepted right down to the level of the individual producer.

It has properly "overtaken the private sector" in this sector of the

U.S. economy.

Conclusion

All the elements of an effective industrial policy are present in

the U.S. Agricultural sector.

1. Information in depth, and the ability to analyze it.

2. A consensus recognizing mechanism with legitimacy for identifying

that consensus.

3. Institutional arrangements which make structural change--which

have been recognized and agreed as needed--possible to be

brought about.

This sector could serve as a model for the development of policies for

other sectors of the U.S. economy such that the government can exercise

"economic common sense" in its interactions with business and labor in

this country. Indeed, that which has just occurred is not impossible.

A Digression on Japanese Agriculture

There remains at least one success story in the U.S. economy,
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agriculture. How have the Japanese progressed in this sector? If one

were to seek a "disaster area", this would be a good place to look.

Domestically produced rice in Japan costs 3 to 5 times the world price.

Government price support payments exceed the budget for the Japanese

military.

Japan is the leading customer for U.S. agricultural products,

despite the fact that it has been the victim of a number of embargoes

on the export of farm commodities (intended to help hold U.S. food

prices down at particular points in our recent history.)

Many Americans feel that the Japanese should admit greater

quantities of U.S. agricultural products into their economy. They fail

to recognize that for Japan, agricultural production serves a national

defense function. The Japanese objective is to remain as self-sufficient

in agriculture as possible in anticipation of a national emergency.

They cannot do this-given their relative endowment of arable land,

without providing substantial subsidies to their farmers plus substantial

protection to those farmers against the much more productive U.S.

agriculture. In addition to the national defense objectives, Japanese

agricultural policies also "buy" domestic, political stability and

rough equality between agricultural and urban living standards. In

terms of basic economic rationality alone, the policies appear to be

difficult to support. But the decisions of Japanese policy makers in

relation to agriculture are highly rational in the context of the

complex objective function which they are attempting to achieve. In

accord with principle 3, however--in economics there is no such thing

as a "free lunch"- the result is that the subsidized price is out of sight.

And Japanese food prices generally are extremely high.
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Part IV

With the greater integration of the U.S. economy into the world

economy a new phenomenon has developed in the current recession. Some

analysts identify the net foreign investment element (exports minus

imports) as the major determinant of the depth and severity of today's

recession.

In recent years a number of analysts have noted that the U.S.

economy was functioning in a manner different from the prior two decades.

This is consistent with principle 1 above and with the changes which

we have identified throughout this statement. The U.S. economy, by

being more tightly tied in with the world economy, has found itself

subjected to significant pressures which previously could be ignored

as negligible. Now these pressures can no longer be ignored. For

example, analysts have begun to realize that the international sector

had a substantial role in the rise of inflation through 1981, as well

as in the recent rapid decline in the inflation rate. This latter

phenomenon has indeed been a mixed blessing as we show below. We trace

through the dynamics which interrelate:

1. -the anticipated huge deficits for fiscal 1982-83-84 and beyond,

2. high interest rates in the domestic U.S. economy,

3.. an abnormally high exchange rate for the dollar,

4. a substantial decline in net exports,

5. an increased severity of recession, and

6. a decrease in the U.S. inflation rate.

The key .to the interrelations among these items is a dynamic which has

come to be known as "financial gridlock".

Highway traffic experts have coined the phrase "gridlock" to
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characterise the situation in which it is impossible for traffic to

move in any direction in a metropolitan area due to the congestion of

traffic throughout the entire grid. That colorful phrase has recently

been applied to the financial sector of the U.S. economy: the economy

is stymied; all financial avenues are blocked.

These are the dynamics. As a result of the recession, corporations

find themselves with declining profits and cash flows from operations

and thus in need of liquidity. They look to the financial markets to

alleviate their needs for cash. Given the extremely large anticipated

federal deficits, long term interest rates have remained extremely high.

Businessmen have been reluctant to commit themselves to such high rates

for long periods through long term debt or equity issues. Instead,

they have fallen back on short term sources. But the magnitude of the

demand in relation to the supply of capital has caused very high short

term interest rates. These rates are high not only in nominal terms,

but also in real terms (the stated rate less the inflation rate). Today's

rates are the highest real interest rates in recent memory. The prime

rate remains in the 16-17% range, while the current inflation rate is

in the range of five to seven percent. This implies real interest rates

in the range of 10% or more. The normal range for real interest rates

is three to four percent.

Real interest rates of this unusual magnitude serve as a magnet

for world short term liquid assets. The result has been an influx of

short term funds to the United States from all around the globe. In

turn, this influx has led to a rise in the exchange rate for the dollar.

That is, the heavy demand for dollars has raised the exchange rate

substantially, leading to a disparity in relation to the fundamental
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economics of the U.S. vs.. the Japanese vs. the German economies. For

example, analysts have concluded that the dollar is overvalued in

relation to the Japanese yen by approximately 30%. It is similarly

overvalued in relation to the Deutschmark.

The overvaluation of the dollar then has a substantial depressing

effect on sales of U.S. export goods. The strong dollar leads to high

prices for U.S. products in world markets which leads to a smaller

quantity of those goods demanded. Similarly it leads to substantially

lower domestic prices for imports. In turn this leads to a greater

quantity of imports demanded. Together these result -in lower net

exports.

The effect the abnormally high exchange rate for the dollar has

had on the net export component of gross national product has been a

major explanatory variable for the current recession. Private economic

analysts conclude that up to 80% of the decline in GNP during the current

recession is directly attributable to the drop in net exports.

This is an extremely unusual development for the U.S. Net exports

have generally been a factor leading the economy.out of recession. The

normal dynamics are clear to see: when the U.S. economy moves into

recession, demand for imports ordinarly falls and the domestic price for

export goods tends to stabilize or even decline. The usual result then

is an increased quantity of the then more attractive U.S. goods demanded

and decreased demand for imports. The combination implies an increase

in net exports, a factor leading to an increase in GNP. Thus the

economy begins to overcome the recession pressures. Precisely the

opposite has occurred during the recession of 1981-82 as we saw above.

98-105 0 - 82 - 6
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It is possible to see how this situation could be reversed, but

it is unlikely. The element necessary for a reversal is a drop in

interest rates, -but we have traced through how financial gridlock blocks

that avenue.

Of course, if the anticipated huge deficits in fiscal years 1983

and 1984 could be overcome, then long term interest rates could fall;

businesses could find it attractive to engage in long term debt and

equity financing, and thus the pressures on the short term financial

markets could be relaxed. If this chain of events were to eventuate,

the result would be a decline in short term interest rates which in turn

would make the U.S. less attractive as a haven for the short term

liquid assets of the world. The artificially high exchange rate would

begin to fall toward a more "normal" level and we would begin to see

the normal contribution of net exports in overcoming the recession.

Note that in this scenario, both short and long term interest rates

move in the same direction, downward, which would then also make capital

investment much more attractive. This would spur the domestic economy.

It is abundantly clear that problems of this magnitude are not

overcome by "leaving them to the private sector". These problems have

been created in the public sector, largely through the fiscal policies

which have resulted in the huge projected deficits. The private sector

is powerless to reverse what the public sector has wrought. Only

through policies which put our fiscal house in order, can we break

loose from the financial gridlock which stymies the economy as a whole.

The Reagan Administration has taken credit for the recent declines

in the inflation rate. The above analysis demonstrates that a significant

portion of the decline in the inflation rate is directly attributable
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to the abnormally high exchange rate. We just traced through how when

the exchange rate rises, the prices of import goods automatically fall

in relation to domestic prices. Similarly, with a higher exchange rate,

the quantity of export goods demanded falls, and thus the domestic price

of export goods in the U.S. economy falls. This double barreled effect

is estimated to have contributed between two and three percentage points

of the decline in the inflation rate over the last several months.

There is a further dimension in which the Administration's policies

have assisted in the decline in overall U.S. and world inflation rates.

High interest rates in the United States have required European and

the Japanese policymakers to respond with rates higher than would other-

wise be the case in their own economies. The result has been to dampen

economic activity worldwide leading to the recession in Europe and the

economic slowdown in Japan. The combinations of U.S., European, and

Japanese economic slowdowns leads to a decline in demand for, and thus

lower prices of raw materials, the most significant of which has been

petroleum. Worldwide recession (plus conservation) have caused a drop

in worldwide demand for petroleum products. This has contributed to

the oil glut and in turn the fall in energy prices.

Energy prices and food prices are the major additional explanatory

variables for the decline in the U.S. inflation rate. The abnormally

high exchange for the U.S. dollar has hurt agricultural exports which

are very price sensitive. Demand has shifted from the U.S. to other

suppliers of agricultural products. In turn this has led to a decline

in the domestic price for agricultural products, a subset of the

phenomenon discussed above for exports in general. It has also led to

economic disaster for many farmers (and farm communities).
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The above paragraphs reinforce principle 3. In economics there

is no such thing as a "free lunch". For the Reagan Administration to

take credit for the decline in inflation rates, they must simultaneously

take responsibility for the combination of domestic and worldwide

recession, financial gridlock, and the miseries which all of these

imply for the U.S. and for its world trading partners.

Conclusion

In this section we emphasize the fact that an effective U.S.

industrial policy can be implemented only in the context of sound

macroeconomic policies. The abnormally high exchange rate for the

dollar in relation to the Japanese yen, in the range of thirty percent,

represents a greater hurdle than can easily be overcome by the most

ardent practicers of productivity improvement and quality assurance.

At the macroeconomic level, the federal goverment has been able to

obviate whatever improvements managers of business firms and labor

in cooperation with workers could possibly hope to achieve. This is

illustrated by the situation in the automobile industry. The frequently

quoted Japanese cost advantage falls in the range of $1500 per car. But

note that for a $6000 car, a thirty percent overstatemet of the

exchange rate for the dollar implies an $1800 abnormal decrease in

the price tag for Japanese cars. Thus, we see that macroeconomic

policies have an enormous effect in this currently highly competitive

sector of the U.S. economy.

Once again we are left with an important observation. The private

sector cannot bring about change of sufficient magnitude to overcome

that which the public sector has wrought. It is high time that the

public and private sectors began to work in concert and not as

adversaries. This requires a new focus from each. It requires a

commitment to cooperate through a comprehensive national industrial

policy.
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Representative REUISS. Thank you, Mr. McAdams.
Mr. Magaziner.

STATEMENT OF IRA C. 1KAGAZINER, PRESIDENT, TELESIS, INC.,
PROVIDENCE, R.I.

Mr. MAGAZINER. Thank you for inviting me to speak today. My
background over the past 9 to 10 years now has been as a business
strategy consultant, primarily trying to advise companies on how to
compete more effectively both in this country and elsewhere in the
world. For a number of years now we've formed a company to try to
use those concepts of business strategy to advise government on indus-
trial policy and industrial policymaking. The company of which I'm
now president is involved in advising a number of European govern-
ments and governments elsewhere on the conduct of their industrial
policy. I suppose you could say, to the extent we're successful, we're
part of the problem vis-a-vis the United States rather than part of the
solution.

But I think what is important from our experience over the past few
years, especially in working in a lot of countries, including the United
States, for corporate clients and also for the government clients, and
what strikes me, as an American, to be most important is the extent to
which American companies are being out-competed and out-invested
in a lot of industries which still form the core of our positive trade bal-
ance. What it has said to me and what I'm most concerned about is that
I think in the next 5 to 10 years the kind of industrial decline we might
face in a number of key industries is going to be much greater than
what we've seen over the past decade and is really going to take away
a lot of the foundation of what constitutes our current high levels of
standard of living.

Having said that, I'd like to discuss briefly today's economic poli-
cies and what I think is wrong with them. If I think back to the his-
tory of the implementation of the kind of economic policy we have
today, it was justified on the basis of trying to get American industry
reinvigorated. There's been a lot of testimony in this committee and
also in public about the short-term consequences of this policy which
have been very contradictory on their face-and that is, the high
interest rates and the recession and the budget deficits and so on,
and the fact that the programs that are now in place are inequitable.

But I'd like to also emphasize today, more importantly I think, the
long-term implications of these kinds of policies and that is that they
presume that if you can somehow increase the flow of investment funds
to industry or to private investors, who are wealthy enough so that
they don't have to consume their extra tax breaks, that extra flow of
funds in itself, combined with a reduction in government interference
and government regulation, will necessarily result in a more competi-
tive and a more productive economy in the long term. I think there are
a couple of problems with that approach.

One is, as this committee is well aware, most of the tax cuts will in
fact go to fund consumption rather than savings and investment.
Second, much of what is invested will in fact be speculatively in-
vested in a way that doesn't really help long-term competitiveness or
flow to productive industry.
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I think what perhaps has been less brought out in the public arena
is that even those funds which do go to productive industry I think
in many cases are not going to get invested in the best interest of the
long-term productivity of the American economy. Insufficient infra-
structure investment will occur. There will be a lot of maintenance
investments rather than ones that have a long-term productivity pay-
back that fundamentally alter the product and process of industries.
There will be a lot of investments in distribution and financing and
resource industries rather than in productive industries. There'll be a
lot of investments in kind of chasing cheap labor rather than im-
proving productivity.

Now from the point of view of companies making these invest-
ments-many of our strongest manufacturing companies-these are
probably reasonable short-term strategies. If I were a business con-
sultant called in to evaluate the investment in the finance company or
distribution company to distribute Japanese consumer electronic
products in the United States or whatever, I would say, yes, from a
short-term point of view that looks pretty good for you and given the
uncertain times you might as well go ahead and do that. But for the
economy as a whole that's not going to produce the kind of results we
need to improve our standard of living.

And the reason why the proper pattern of investment or the proper
investments are not going to take place isn't because our business peo-
ple are doing this because they don't understand strategy and so on.
I think one can fault our business system for many things-and I know
you've had some people testify before your committee who've talked
about some of the strategic weaknesses of the American businessmen
and I would agree with those-but even if American businessmen were
behaving in the most rational way possible from a long-term strategic
point of view, there would still be reasons, given the way in which
our market economy is set up today, why the proper allocation and
proper pattern in investment would not take place. I'd like to mention
just briefly a couple of those.

One is that in many cases the public and the private return on in-
vestment are going to differ for a lot of projects. I think the committee
is very familiar with the arguments about research and development
and the fact that the public return on research is often much greater
than any specific private sector will get as a return. Also, the public
return on investment in manufacturing and traded businesses is much
more than the private calculation that would take place investing in
distribution or finance or local communications businesses. A number
of our clients of major U.S. manufacturing companies are major
leaders in manufacturing and whco you look at the pattern of their
investment they're investing in the likes of finance, distribution, local
communication; this is where they see their growth coming from.

Third, within the industries, I think if anyone had looked at the
Japanese steel industry in the 1950's, vou would have said. I don't
want to put my money there; if I'm goiing to invest in steel, I'd put it
in the U.S. industrv; the U.S. industry has 70 percent of the world
market and is the technology leader, and as a private investor, that
would have been the right thing to do. On the other hand, like the
Japanese Government, you really couldn't sit back and say, well, let
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the private market forces work when you wouldn't get enough invest-
ment in your economy.

We have a similar situation in a lot of products today where
American companies have been slow off the blocks technologically and
are in a follower position. If you wanted to invest in a video cassette
recorder business today or a number of other businesses you wouldn't
look to an American company naturally as a private investor. But as a
public body concerned with the public aura, you'd have to consider a
different set of returns.

Also, you've talked about catalytic industries. We talked about
linkage industries. It's really the same thing. There are a lot of indus-
tries whose linkages in the economy cause a different public versus
private aura in considering the investment. If I'm a shareholder of an
automobile company I consider only what's good for that specific
automobile company and my decisions about investment or liquidation
would relate only to what I saw happening with that company.

If I'm the public body concerned with the public aura, I'd better
take into consideration that 30 or 40 percent of our machine tool
capacity goes into the automobile industry, a large portion of our
steel capacity and so on, and that if I let my automobile industry go
down the tubes, then I'm going to have trouble with a lot of those
industries which feed into it. Therefore, the effects across the economy
are linked and much greater than a private investor would consider.

Finally, many private companies find it much easier, when thinking
about how to reduce their costs, to become more competitive, to try to
seek lower wages and try to drive down wages in negotiating agree-
ments. I think that's an appropriate function for them to perform
but not when it's performed to the exclusion of also trying to invest in
productivity improvements. From the public point of view, constantly
hammering down wages and trying to seek lower wages doesn't increase
the standard of living of the country and, rather, there's got to be much
more of an emphasis on trying to develop new products and new
processes.

So the public and private can be different. Second, market mech-
anisms will work in allocating capital, but sometimes they work too
slowly and as you know competitive processes are really like a leading
position in a race. When you gain competitive advantage in an indus-
try, you have to keep investing to keep that competitive advantage
and the company that has a leadership position can maintain that
leadership position if it is aggressive. What happens I think very often
now is that American companies are too slow in moving particular
market mechanisms that would allocate capital.

There's been a lot of talk about the short-term orientation and risk
aversion to investment in companies. I think that's true in large com-
panies and also in small companies that our venture capital markets
tend to work very slowly. We'll get companies started up but the ven-
ture capital people want returns very fast and very often success can
kill you. When a small venture starts to grow, it needs more capital
than it did in the beginning and you have to keep putting that capital
in and that's where a lot of our venture capital goes awry. We have a
lot of success in small company creation but unless there's substantial
DOD contracts a lot of those companies lose out and go bankrupt after
a couple of years of success and have to sell out.
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A third reason why market mechanisms move too slow is that the
pacing scale of technology is increasing in a lot of industries. The
amount that you have to invest to get into a new product generation
is increased astronomically in most industries and yet the payback
time that you have-because technology is changing so fast-is much
shorter.

What that means is in relation to the resources of your parent
operations you've got to put a lot more money in compared to your
current asset base and your current base of sales than you would have
had to 10 or 15 years ago. It is the same thing to build a new scale
plant. The scale of optimum plants is increasing in many industries
and therefore you've got to make a much bigger commitment relative to
your current assets and that tends to slow people down.

Finally, skilled training is something I know you've talked a lot
about. It is something which will happen but very often it happens
too slowly when market forces are involved. We have massive unem-
ployment but, at the same time, we have severe shortages of certain
kinds of skills.

The final reason why the market forces can't be expected to allocate
on their own, besides the public versus private and the slow market
mechanism questions, is the question of social dislocations. There's
been a lot of analysis of what happens, through no fault of their own,
to workers in certain geographical localities through the natural func-
tioning of the economy. It's natural in a healthy market economy for
certain types of industries or certain types of activities to phase out
and other types to come in to replace them; people get displaced in
that process. And if you let the marketplace work that out, it often
can do it but will have very serious social costs which I think, as a civ-
ilized society, we don't want to accept anymore.

So what tends to happen when you don't have explicit policies to
deal with this is that you move either toward protection or you move
toward severely harsh social realities for a large number of people.

Now these are kind of theoretical bases which say, yes, the market
is a good thing and, yes, we want to have a market economy, but there
are certain places where the market economy is not going to function
adequately in today's complex world.

There's a fourth reason why I think we need more than just the
simple throw a-lot-of-money-at-the-problem supply-side approach.
That is, as we do our work in other countries and also for U.S. cor-
porations, we're very much struck by the efforts that are taking place
in those countries for government support of industry. We are involved
in that process trying to help those governments do that allocation
more efficiently, both representing companies and representing govern-
ments. One can point to some of the mistakes of the past and talk
about British socialism or talk about the Concorde and see those mis-
takes, but I think that would be making a big mistake and be very
naive.

A lot of the countries that are engaged in active industrial policies
have learned a lot from their mistakes and have 10 or 15 years of ex-
perience of trying to improve upon industrial policies and I think the
success ratio, not just in Japan but in Europe, has been increasing
dramatically in terms of industrial policies that are taking place there.
Just in the industries that we've worked in as a company over the
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past couple of years I'm very disturbed by what I see as lack of invest-
ment on the part of the American companies and a more aggressive in-
vestment posture on the part of the European and Japanese com-
panies. These are industries in which the United States is currently
strong.

So in addition to these theoretical reasons, there's a very pragmatic
reason I think why we've got to get moving beyond this so-called
supply-side macro approach.

Not to overstay my time, let me just say a couple of things that I
think should be said on the shape of an industrial policy that we
undertake.

I think what I'm describing is not so much that Government sits
there and says, I like semiconductors this week and why don't we
put money there? What I would advocate would be something more
along the lines of what are called horizontal policies in other countries.
That is, Government funding is involved to encourage certain types of
investments that the market is not going to have made enough of on
its own. So, you can speak about encouraging investment in traded
manufacturing versus nontraded industries in research and develop-
ment in higher risk projects, in skilled training, in application and
diffusion of new technologies, in overseas market development for
small- and medium-sized companies, for application and use of new
capital goods technology and so on.

You have certain purposes which are related to the kinds of invest-
ments that the market is not sufficiently providing. In any company
that you work for, you see a whole series of different investments that
bubble up to the investment committees and tend to get accepted in
too many American companies are the ones that are the safest invest-
ments and the ones that have the short-term payback. What you really
ought to do is try to change that return on investment criteria by offer-
ing incentives to some of the good projects that now are deemed to be
too risky or deemed not to have enough of a return for that particular
company but which are in the public interest-you should set up the
mechanism to provide incentives for Particular kinds of investments.

Second, you want to set up the kinds of incentives that can be very
finely honed to particular economics of a particular business. My col-
leagues here talked about the small amount of funds in MITI. I think
that's a bit overplayed because they can trigger a lot of funds from a
lot of other agencies and a lot of other groups within the Japanese
economy.

The reason why the Japanese system and also the German VEFT
and some of the more successful mechanisms in France have been effec-
tive is because they don't simply say we've got to give more capital
investment incentives and more R. & D. investment incentives because
for about 50 or 60 percent of the industries there providing growth
in the United States now, capital investment is a very small part of
their total investment needs.

When they're formulating an investment, it's directed, to a greater
extent, toward engineering or market developments or applied research
and development or some other aspect of their cost structure where the
upfront money has to be put to develop a new business; if you simply
have a capital incentive, you're going to miss what they need.
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If you look at electronic instruments or machine tools or robotics
or a lot of these new areas, the specific capital investment is only about
15 or 20 percent of the total investment need. So you need to have
mechanisms that are flexible enough that are geared to the specific
economics of a given business. That's been something that allows you
to really target very precisely and spend less money and get a lot more
out of it.

Third. I think you do want to try to avoid bureaucracy. I agree with
one of the earlier speakers about not having the kind of large. central-
ized function which can get a little bit too big for its britches in terms
of the economy. You want to get as close to the market as possible and
let people in companies initiate investment choices. I think it would be
not infeasible but 1 think it would be somewhat dangerous to try to set
up a kind of national investment committee that was going to decide
investment decisions. The real expertise for that is within the company.
The problem is that a lot of things that come forth within the compa-
nies are not being invested right now, a lot of things that need to be
done.

So what I would prefer to see is a number of bodies which have
small, permanent staffs but utilize a lot of outside expertise to help re-
spond to company investment initiatives. I think the companies ought
to be required, as the German VEFT does, to be putting up at least
50 percent of the funds and the Government would play a responsive
role in kind of matching funds and so on.

The final point I would make is that I realize that there are risks to
this kind of policy-whenever there are funds that are centralized in
Government vou can have the risk of people mismanaging those funds,
of political favoritism, of lack of expertise, and so forth-I think a lot
of people in the business community with whom I talk are always
worried about giving more authority to Government in that respect.

I acknowledge these risks and I think I'm a believer in Government
and what Government can do. I've seen governments in other countries
overcome those risks although albeit not 100 percent of the time, but
overcome them and become more efficient in administering these kinds
of policies. I think we in America have a certain pragmatism which
went along with how to conduct these affairs and I believe Government
can be successful in this kind of effort and that we can develop the right
kind of mechanisms over time. I think the risks of not going toward
this kind of policy are much greater than the risks associated with
going to it. Thank you.

[The prepared statement of Mr. Magaziner follows:]



87

PREPARED STATEMENT OF IRA C. MAGAZINER

PERSONAL BACKGROUND

I have worked as a business strategy consultant at
Telesis and The Boston Consulting Group for nine years, ad-
vising corporations on how to utilize their resources to be-
come more competitive and to grow. During this time, I have
advised companies in a wide variety of industries based in the
U.S., Japan, Germany, France, Great Britain, Sweden, Australia,
Canada and Mexico.

For the past six years, I have also consulted for
governments and coalitions of industry associations, unions
and financial institutions on questions of National Economic
Development and Industrial Policy. Telesis, with offices in
Providence, Paris and Melbourne, was founded three years ago
in large part to develop new conceptual approaches for such
policymaking, trying to build on concepts about business
strategy and international competition to create useful econo-
mic policies for governments. We have conducted studies on
industrial policy in Sweden, France, Great Britain, the Repu-
blic of Ireland, Belgium and Japan.

I have coauthored two books, one on Japanese Indus-
trial Policy and a recent one on the need for new directions
in U.S. economic policy. Studies that Telesis has performed
in Sweden, France and Ireland have also been published in book
form in those countries.

BACKGROUND TO TODAY'S ECONOMIC DEBATE

Six years ago, when we first started assisting govern-
ments to develop long term economic policies, the term indus-
trial policy was not often heard in America. The activities
of governments in Japan, Germany, France and Great Britain
to support industrial development were little understood. They
were generally viewed in this country as dubious subsidies, or
even unfair trade practices, with little redeeming economic
value. We in the United States applied individual protection-
ist measures for clothing, textiles, shoes, steel, televisions,
ships and many other products, but regarded these as unrelated
pragmatic solutions to particular circumstances of international
trade. Our Defense Department, National Aeronautics and Space
Administration, and Energy Departments provided huge grants to
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industry, but these were viewed as basic defense or energy
policies. Finally, a wide variety of government agencies in
response to special pleadings provided a bewildering array of
price supports, tax reductions, export subsidies, loan and
loan guarantees and targeted grants, but these were done on an
ad hoc basis and never considered as part of our economic
policy.

We acknowledged as legitimate economic policy, tradi-
tional demand management (fiscal and monetary tools) to moder-
ate the ebbs and flows of the business cycle and regulatory
policies to prevent anticompetitive corporate behavior.

Then, rude events in 1979 pushed our economic debate
in new directions. OPEC redoubled the price of oil, triggering
a world recession and causing a shakeout of competitively weak
companies in many industries. Our automobile industry was
badly exposed, and Chrysler went to the edge. Automobiles
became an overnight symbol of America's competitive decline.
The country realized that the problems previously experienced
by U.S. producers in steel, consumer electronics and other in-
dustries might have more fundamental causes than unfair prac-
tices by trading partners.

The response to the realization that U.S. competitive
industrial decline might be a major cause of our economic
problems was to emphasize and to take a keener interest in the
policies utilized by other governments to stimulate industrial
investment and industrial restructuring.

Until recently, the U.S. debate on industrial policy
was reminiscent of how some European countries, particularly
Great Britain, have approached the debate for over a decade.
The debate has been highly ideological and allows for a heady
dose of posturing on the virtues of "the market system" by
all sides while pointing to the incompetence of government
and the greediness and shortsightedness of industry on oppos-
ing sides.

The debate has presented two polar options for econo-
mic development policy: (1) having the government select
areas for investment and engage in comprehensive national
planning or, (2) getting the government to reduce further its
role in the economy through less regulations, lower taxes and
less government spending so that the private sector can get on
with the job of revitalizing the economy. These roles are
often characterized as "picking winners" versus "laissez-
faire" or "selective" versus "general" government role. This
framing of the alternatives jeopardizes the debate from the
start. Useful pragmatic policies will not emerge from this
type of discussion.
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I would like to take the opportunity today to phrase
the issues in a different way and to suggest some directions
for future U.S. economic development policies.

THE ECONOMIC FUNDAMENTALS

Our economic discussions over the past few decades have
focussed on the problems associated with macroeconomic business
cycle management, since inflation and unemployment caused by
investment cycles were perceived as our major problems.

However, our problems run deeper today. Our basic
ability to create wealth is in question and it is therefore
necessary to take a more fundamental look at the process of
wealth creation and examine where we are failing.

Wealth is created by productivity improvements and the
ability to fully employ human resources. Together these lead
to a growth in goods produced in the society. The driving
forces behind productivity improvements are the development of
more efficient production processes, investment of sufficient
resources to implement them, and an effective organization of
the workplace to optimize the teamwork of the workforce.

The driving forces behind full employment of human
resources in today's world economy are the development of new
products which cause people to spend to replace or augment
their stock of goods and the development of new markets for
existing products by encouraging the economic development of
poorer nations so that their people may enter the world econo-
my as producers and consumers. In this way, certain goods
requiring less industrial skill and less complex organization
are produced in these countries and traded to more indus-
rially developed countries for capital goods and more complex
consumer goods.

Long term, the living standard of an industrially
developed nations' people is determined by the following
factors:

The extent to which it develops and implements new
processes and ways of working to improve productivity
absolutely and relative to others engaging in the
same industrial activities.

The extent to which it fully utilizes its human
resources to maximize production of goods and
services and to provide sufficient aggregate demand
in the economy.

The extent to which it develops and commercializes
new products and services to meet market needs.
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The extent to which it increases the value added
per hour of work of its people by continually restruc-
turing it's economy to phase out activities increas-
ingly performed in low wage countries and to phase
into new product areas.

An economy consists of hundreds of thousands of businesses.
The effectiveness of a country's government, business managers
and workers in accomplishing the above goals in these busi-
nesses is the main determinant of its international competi-
tive position and its ability to create wealth absolutely and
relative to others.

While the U.S. economy remains strong in many ways,
over the last decade we have not succeeded in
pursuing these goals of wealth creation. Our rate of produc-
tivity improvement has been among the lowest among industrial-
ized countries, our unemployment rate has been among the high-
est, our trade balance has remained significantly negative
and our ability to pay for increased oil imports by increased
manufactured goods exports has lagged that of other industrial-
ized countries.

THE INADEQUACY OF CURRENT SOLUTIONS

Traditional demand management policy has assumed that
new process and product development will take place, new mar-
kets will be opened up, necessary capital and labor adjustments
will occur as industries restructure and there will be a com-
petitive supply of U.S. goods if only aggregate monetary and
fiscal demand management policies are implemented efficiently
across the business cycle. -

Current economic policies reflect a critique of these
assumptions. These "supply side" notions have questioned
whether demand management is sufficient to ensure long term
increases in wealth. I agree with the question, but disagree
with the remedies that have been put forward.

The assumptions- inherent in current economic policies
are that private industrial investment can be boosted by re-
ducing government's role in the economy and that this increased
investment will cause America to become more productive and
competitive. These assumptions led to policies which have
cut taxes primarily for wealthy individuals and companies in
order to increase funds available to industry; have reduced
enforcement of environmental, worker safety and trade regu-
lations to allow industry a freer hand with its funds; have
maintained high interest rates to dampen demand in order to
reduce inflation and raise business confidence; and have re-
duced government social spending in the hope that this would
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increase work incentives and minimize budget deficits despite
increased defense spending.

This program has proved contradictory on its face.
Tax cuts combined with increased defense spending have in-
creased the budget deficits despite cuts in social programs.
High interest rates have prolonged and deepened the recession,
making businesses unwilling to increase investment. The re-
cession has increased unemployment which has augmented social
spending requirements even as further attempts to reduce social
programs are being proposed. The tax cuts primarily benefit-
ting wealthy individuals who have a higher propensity to save
have not yet resulted in greater savings and are likely to
increase consumption more than investment.

Critics of the administration's economic policies have
understandably focused today's economic debate on these con-
tradictions. But the problems with current economic policies
go far deeper, into the very assumptions about wealth creation
embodied in these programs.

The U.S. already has a smaller government sector and
lower public levels of social expenditure than almost all
other industrialized countries. Government regulation of
labor markets is greater in other countries and worker safety
and pollution requirements are as great as in ours. Govern-
ment can surely be made more efficient, but government social
programs and regulations are not the cause of our declining
productive growth and competitiveness.

Nor will simply placing more funds into private hands
necessarily result in an acceleration of product and process
development or greater competitiveness. Most of these funds
will not be invested at all. Estimates are that less than
30% of the personal tax cuts will actually be saved and in-
vested. Of the additional funds which are invested by indi-
viduals and companies, a large proportion will go into non-
productive uses - speculation in land, art, gold or asset
rearrangement, and to the legal, accounting and financial
professions who earn handsome incomes from engineering these
investments.

If recent history is any example, even a large propor-
tion of those funds which do flow to productive industry will
not be used in ways which ensure long term competitiveness.
Insufficient funds will go into long term R & I, into projects
which fundamentally improve production or product technology,
into overseas market development, or into high risk longer
payback projects. Little will go to retrain our workforce
for higher skilled jobs required by many growing industries
or to ease the hardship of regions and workers dislocated by
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necessary industrial restructuring. Insufficient funds will
go to develop export markets for our small and medium sized
firms.

Because of the kind of incentives provided by our pre-
sent business system and the depressed environment created by
current economic policies, many U.S. manufacturers will find
it more attractive to invest their additional funds in ware-
houses and distribution systems for importing Japanese or
European goods rather than investing in manufacturing facili-
ties to compete against these goods. Others will find it
useful to make incremental maintenance investments to improve
costs marginally instead of taking more fundamental steps.
Many will find it attractive to chase cheap labor and use tax
refunds indirectly to set up plants abroad rather than to put
modern facilities in the U.S. Still others will become cash
managers using cash to earn returns on trading and money lend-
ing rather than on manufacturing investments.

While these uses of tax-cut dollars may maximize the
short term cash flow of the investing companies, they do little
to enhance the long term growth, productivity and competitive-
ness of the American economy.

The fact that our pattern of investment has not been
and is not likely to be maximally productive does not mean
that government direction should replace market forces in the
allocation of capital in this country. Nor does it mean that
managers are banal or incompetent. In the book I coauthored,
"Minding America's Business," a number of chapters are de-
voted to strategic errors often made by American managers.
But even if these were not made, the problem of our suboptimal
pattern of investment would remain. Strategic errors by busi-
nessmen are a partial cause of our problems. But, the cause
also lies in certain market imperfections brought about by the
complexity of today's international competitive marketplace and
by the need to maintain certain basic standards of social
decency in the organization of our society. Because of the
first, public and private investment returns can differ for
many projects and market mechanisms may react too slowly to
changing events, and because of the second, the needed struc-
tural adjustments in labor markets may not occur due to the
human cost associated with them. It is for these reasons that
a more active government role is required to assure economic
development.

The basic inadequacy of today's "supply side" solutions
is that they do not in fact enhance the productivity and growth
of the U.S. economy. The short term recessionary effects slow
investment. The assumptions about how to revitalize American
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industry rest on improper diagnoses of the problems. oppres-

sive government regulation can be an annoyance to business,

but is not a fundamental cause of our problems. Reducing this

regulation will have little effect on our competitiveness.

Increasing levels of investment can be helpful, but only if

the pattern of use of that investment is appropriate. Current

policies'throw"a huge amount of money in the direction of

wealthy individuals and companies, but do nothing to ensure

that its use will improve U.S. productivity. In fact very

little will be used in this way.

While the aggregate shortcomings of today's economic

policies can be solved through traditional means, the pro-

blems caused by an inappropriate patterning of investment

require a new set of policy tools. Since this shortcoming rests on

the existence of market imperfections, it is useful to identify

more specifically the nature of these imperfections.

Public vs. Private ROT

The sum total of private return on investment de-

cisions may not result in the optimal public return on invest-

ment if market forces alone dictate investment choices.

Research and Development often yields benefits beyond

those which can accrue to the individual investor and innova-

tor. The public returns to such activities can therefore be

greater than those realizable by the investor. Insufficient

investment of this type may therefore be undertaken by private

investors.

Given today's difficult international competitive

environment, it may make good business sense for American

manufacturers to concentrate investments in nontraded businesses

or resource businesses where they do not have to meet tough

Japanese and German competitors. Rather than competing in

internationally traded manufacturing businesses many U.S.

manufacturers have been earning high returns from investments

in finance and credit operations, distribution companies, local

communications ventures, and nontraded manufacturing ventures.

This may make sense for these companies, but can lead to an

underdevelopment of the manufacturing base of the United

States.

In many infant industries where U.S. companies are

followers, it may well be that private investors are better

off investing in the foreign leaders who are competing with

U.S. producers, rather than investing in fledgling U.S. com-

panies. Similarly, if one had looked to invest in steel in

98-105 0 - 82 - 7
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the early 1950's, the strong U.S. competitors with 70% of the
world market would have looked like a much surer bet than the
fledgling Japanese industry. But governments cannot view this
investment decision in the same light. They must take a longer
time horizon. Thus, the Japanese government had to take the
view that developing that infant industry in Japan would yield a
good future ROI even though prudent private investors would
not make the same calculation. A similar view may need to
be taken in cases where U.S. industry has fallen behind in new
product technologies such as VCR's and shows no sign of aggres-
sive investments to catch up.

Certain industries have linkages which mean that their
success has enormous significance for the success of many other
industries inthe country. For example, the U.S. automobile and
aircraft assembly and engine industries use a significant
portion of the output of the U.S. steel, rubber, aluminum,
plastic, machine tool, metalworking and other industries. An
individual investor in a given automobile company need not
consider this in making his decision about expansion or con-
traction or liquidation. Those calculating a national ROI must
include these considerations. Key feeder industries such as
steel or electronic components and mini computers also exhibit
these crucial linkages. This is the phenomenon well described
in the February 1982 report of this Committee as catalyst in-
dustries.

A final area where public and private ROIs might differ
is in decisions about how to achieve cost cuts in production.
For a private investor, reducing wages by locating in a low
wage country may be an easier way to cut costs than investing
in new product design or new processes to improve productivity.
In many cases, the public ROI might dictate the opposite
choice.

Slow Market Mechanisms

In cases just described, the public and private ROIs
might differ meaning that market mechanisms alone are not
sufficient to ensure an optimum pattern of investment from a
national point of view. In other cases, markets will adjust
but will do so slowly and competitive advantage can be lost in
the process. Competitive advantage in a business is almost
always a leading position in a race. A company which aggres-
sively commits resources to build market share by pushing
product and process innovations, establishing strong distri-
bution networks or pricing aggressively may be able to esta-
blish significant leadership positions which can become
unassailable. The private marketplace in the U.S. will most
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often adjust to make appropriate decisions on new investments

but sometimes not fast enough. This may put U.S. companies

at a competitive disadvantage when compared to foreign rivals

whose governments and banking systems are geared to assist
more aggressive behavior.

Many managers in large established companies are re-

luctant to take too high a risk profile in their investments.

Gradual changes in technology or capital stock are usually

safer. Yet, in many cases, it requires innovative approaches

and significant risk taking to gain long term competitive
advantage in new business areas - to pioneer approaches which

radically rethink the way in which a business is conducted.

Medium and small sized firms which can sometimes be

more flexible and take these risks,often find it difficult to

acquire the capital required to make these moves fast enough.

Venture capital exists, but it often does not come quickly

enough and often is not of sufficient quantity for the long

period of investment and negative cash flow required to

pioneer and bring a new product to successful maturity. Ven-

ture capitalists in this country often require too quick a

payback and in many cases do not have the resources to con-

tinue to fund true successes as they grow. We have many suc-

cessful small new technology company startups but only a

small number of long term success stories - and many of these

are significantly aided by DOD or NASA purchases and R & D
funds.

The development of appropriate skills in the labor

force also often occurs too slowly for market opportunities

to be realized. We often find ourselves in the position of

having significant unemployment and yet shortages of necessary

skilled workers in certain industries. As the February report

of this Committee points out,often small and medium sized

companies, in particular, lack the resources to conduct such

training.

A final reason why market mechanisms often move too

slowly is because the pace of technology and the scale of

optimum investment have increased dramatically in many indus-

tries. Companies have found in many industries that new

technology generations are more expensive to enter and have

a shorter half life during which the investment must be re-

couped, than has been the case in the past. Also, the size

of plant required to achieve optimum costs has also increased

rapidly, making new capital investments large when compared tc

existing assets and current market shares. This increases

risk absolutely and also relative to current company resourceE

and has slowed the investment process in many industries.
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Problems of Structural Adjustment

Besides these market imperfections, there also exist
social problems which must be addressed as economic progress
is pursued. Industrial restructuring is a natural part of a
healthy economy. New products are discovered and others become
outmoded; productivity improvements reduce employment in some
factories and increase employment in others; some industries
migrate to low wage countries while technological breakthroughs
create new industries in high wage countries; some skills be-
come obsolete and new ones are needed.

Many of the competitive declines we have suffered in
industries such as automobiles and steel which have led to
serious social dislocations can and should be remedied by
aggressive investments. However, in these and other indus-
tries, some adjustments by workers and regions will be neces-
sary, simply as a natural result of the progress of the
economy.

Though current events may suggest otherwise, we have
in this country said that we will not tolerate the human de-
gradation associated with massive unemployment in depressions
nor the spectre of malnutrition and illiteracy associated with
generations of inherited poverty.

Similarly, we have found it unacceptable to allow
workers and regions, who through no fault of their own, are
forced to shoulder a disproportionate share of the burden of
industrial restructuring to go unaided. Unfortunately, while
we have had some small regional assistance and worker retrain-
ing programs to alleviate this social cost, these have been
paltry. Our major means of easing this burden has been to resort
to protectionist measures which prevent industrial restructur-
ing and retard our economic progress. The cruel hoax associated
with such measures is that often they not only retard econo-
mic progress, but in the long run they do not prevent the
loss of jobs and the decline of regions -- they merely pro-
long the process.

Allowing the marketplace to simply wipe out peoples'
jobs and bankrupt regions is not appropriate in a civilized
society. Costly protectionist measures are not economically
healthy either. For these reasons, a more active government
role to ease these social dislocations while promoting economic
progress is essential to increasing our living standards long term.

THE NEED FOR NEW POLICIES

These market imperfections and the social costs
inherent in industrial restructuring create the need for new
policies which leave intact our market economy, but
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superimpose a set of government and industry actions to ad-
dress these imperfections and social problems. These policies
must address the pattern of our industrial investment as well
as more efficiently addressing the level of productive in-
vestment. Such policies will be both more efficient in using
resources and more effective in gaining results than current
"supply side" oolicies

our more successful trading partners in Japan, Germany
and France are engaged in a series of joint industry-govern-
ment projects to overcome these market imperfections. Targeted
programs to ensure sufficient funds for industry-initiated
research and development, high risk large scale projects,
and major process innovations are underway. These countries
are also committed to joint management-government-union indus-
trial policies to ease necessary industrial dislocations through
active labor retraining programs and through regional policies
which provide substantial incentives for industry to assist
workers and communities.

These nations have all created specific bodies whose
aim is to spur industrial development. They have created tax
incentives for savings and investment which combine with
banking relationships which ensure the productive industrial
use of those funds. They have realized that such positive
industrial policies are a far less wasteful and surer means
of stimulating long term productive growth than macroeconomic
"trickle down" approaches. The lesson they have learned is
similar to one we should have learned from our social and
military ventures of the late 1960's -- desired goals cannot
be reached simply by indiscriminately increasing the funds
available.

Our corporate and government consulting assignments
during the past few years have deeply immersed us in the in-
ternational competitive development of a number of important
industries including parts of the machine tool, consumer
electronics, automotive, specialty chemical, electronic com-
ponent and mechanical component industries.

The concern I have for the U.S. economy comes from
seeing the concurrent conservative investment strategies of
the U.S. companies in these industries and the aggressive
positions of key European and Japanese competitors. My con-
cern is heightened by the role being taken by foreign govern-
ments to assist their companies versus the benign U.S. govern- -

ment role and the negative effects of current recessionary
policies on the U.S. competitors. The particular industries
in which we have worked may not be representative, but with
only one exception, they paint a picture which does not
augur well for future U.S. industrial development.
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Foreign industrial policies have not always been suc-
cessful, but to point to British "lemon socialism" or the
French Concorde or "Plan Calcul" and use these failures to
discount foreign experiences is naive and dangerous. Foreign
companies and governments have learned from their mistakes
and have become more sophisticated in the conduct of their
industrial policies. They will undoubtedly continue to make
some mistakes, but will also have many successes.

If market imperfections and social dislocations provide
the theoretical justifications for industrial development
policies, the aggressive actions of our major competitors
create the pragmatic imperative to move ahead forthrightly.

THE ALTERNATIVE TO CURRENT ECONOMIC POLICIES

Before describing the substance and the form that new
policies could take, it is necessary to make a number of state-
ments about what such policies should not be:

The U.S. should not set up economic policies where-
by politicians or a bureaucratic elite will sit in
Washington and pick winning industrial sectors to
support with federal funds.

Public money should not be used to bail out dying
companies nor even to assist companies near bank-
ruptcy unless specific circumstances dictate that
this is in the national interest and specific steps
are undertaken to make such government participation
shortlived.

The U.S. should not engage in comprehensive econo-
mic planning such as that which characterizes the
centrally planned~economies nor even the thorough-
going indicative planning tried in earlier periods
in some western countries.

The U.S. economy should not be seen as a U.S. Inc.
nor should an investment committee be set up which
acts like the finance committee of a major corpora-
tion at the national level. Markets should dictate
investment initiatives not the government.

The role of government should not be to select specific
industrial sectors for investment, but rather to take the pub-
lic point of view in assuring that incentives are given to
certain general categories of investment, such as those in:

traded manufacturing industries
basic and applied R & D
high risk projects
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. skill development

. application and diffusion of new technologies

. new capital goods technology
* maintaining competitiveness in key linkage industries
. overseas market development
. necessary infrastructure for human capital development,

i.e. training and education
. maintenance of physical infrastructure, i.e., ports,
rail, water and sewage systems, etc.

The government should also play a role to assure that social
dislocations are minimized as a result of industrial restruc-
turing through programs to provide meaningful incentives for
companies to:

locate in regions hard hit by unemployment
engage in active worker retraining programs
provide greater employment security in trade
for more flexible work rules.

The following represent only an outline of the types
of policies which could be part of such a program:

1. The establishment of a grant fund for enhanced
applied research and development. The fund would
call upon experts from industry and academia to
assist specific projects devised by companies for
research and development ventures with commercial
potential. Ideas for projects would come from
industry, and companies would be expected to put
up at least 50% of the funding. After a certain
lead time, results would be made public to other
U.S. manufacturers: joint projects among companies,
universities, and research institutes would be en-
couraged.

Other countries, (Germany, Japan, France) are moving
ahead of the U.S. in commercial research and develop-
ment. U.S. projects are heavily weighted to'defense
applications. These projects have some spillover
to commercial markets, but they are often too
specialized.

2. The establishment of a conditionally reimbursable
loan fund to support high risk investment projects.
These projects would be those whose payback is be-
yond three to five years and whose character is such
as to alter the fundamental product or process tech-
nology in a business. To ensure an appropriate
allocation of risk, the fund would make loans equal
to or less than company equity participation in the
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venture. These loans would be repayable according
to a schedule based on the commercial success of
the project. If the project fails, the loan is
not repaid; if the project succeeds, then repayment
would be made at market interest rates or with an
equity rate of return.

One fundamental problem with U.S. industry is a
fear of making investments with long time horizons.
This type of fund has performed well in France and
Sweden to encourage investments with longer time
horizons.

3. The establishment of a board for small and medium-
sized manufacturing industries which will assist
them to expand their domestic production and dis-
tribution systems and to explore international
markets for their products. This board would
administer regional offices to assist small and
medium sized firms through education, assistance
with making contacts, consulting, and financing
(low interest loans or loan guarantees) for pro-
jects.

Too few small and medium sized U.S. manufacturing
firms have or can attract the financial resources
which are necessary to expand both domestically
and abroad. A number of other countries, such as
Germany and France, have programs to provide such
assistance. The Small Business Administration
does not have the competence nor the focus to ful-
fill these needs adequately. Most of its activi-
ties involve distribution companies, or nontraded
manufacturing operations, rather than engineering
or manufacturing firms in traded businesses.

4. Establishment of an overseas marketing board to
assist U.S. companies to establish distribution
abroad by issuance of insurance and loan guarantees
at. reasonable rates. This board would replace
DISC and other export subsidy measures. Germany,
France, United Kingdom, and Japan already have
similar organizations to coordinate export policy.
Such a board could be particularly useful in deve-
loping countries.

5. A low interest financing program to encourage
companies to buy new capital goods prototypes
from U.S. producers. This mechanism would encourage
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U.S. industry to modernize while at the same time
assisting U.S. capital goods companies by provid-
ing initial markets for newly developed products.
The Japanese:have successfully used these types
of measures. Such measures would be particularly
important since so much of our remaining competi-
tive strength is in electrical, electronic and
mechanical capital goods areas and it is precisely
these areas which will be under most severe inter-
national competitive pressure in the coming years.

6. The establishment of an advisory board on indus-
trial policy to consider from the point of view
of the public R.O.I. the competitive evolution
of the U.S. industrial base. This board could
perform functions such as the following:

To monitor the international development of in-
dustries with extensive linkages in the economy
and to provide external commentary for Congress
and the executive branch on problems and oppor-
tunities in these industries. Almost all other
governments are monitoring industries such as
steel, automobiles, computers, semi-conductors
and telecommunications and it would be wise for
us to do so as well. We now do it on an ad hoc
basis through reports done by various government
agencies. The existence of this monitoring
would not imply active interventions, only
healthy dialogue with the industries.

To monitor developments in the international
economy which might lead to future competitive
difficulty for sections of industry. Such efforts
at anticipating long term industrial evolution
do not necessarily provide accurate predictions
but rather force government and industry to think
long term and strategically about their own de-
velopment within the international economy. The
Japanese long term vision and the French plan
serve this goal well. This activity could also
help anticipate future industrial trouble spots
by monitoring industrial developments in low wage
countries.

. To identify and analyze the effects of the current
multitude of programs now existing within the
government to protect, subsidize or in some way
selectively assist industry - from defense programs
to selective tax expenditures in agriculture,
housing and industry.



102

7. A depressed regions investment board to offer capital
grants and training grants for companies to locate
in areas which have unemployment levels greater than
some percentage over the national average. Every
other industrialized country has such a program
of comprehensive regional development. Simple tax
incentives, as proposed by the current administration
will not be sufficient to do the job.

8. A comprehensive federal plan to assist workers who
face losing their jobs due to necessary industrial
restructuring. This labor market policy could
include some of the following features:

. Financial compensation to affected employees
funded by contributions from both companies and
government for a set period of time.

. A legal requirement for notice (at least 3 to 6
months) before plant closures can occur.

. Specific retraining programs or voucher programs
to encourage firms to train people laid off due
to plant closures.

Tax incentives for companies to remain in existing
communities.

The legal right of workers to be paid when com-
panies go bankrupt.

Provision for federal unemployment payments to
be made through companies so that individuals
may remain at work or in training courses in
cases of economic downturns.

All other industrialized countries have measures
such as these to varying degrees. Even in Great
Britain, displaced workers are often given "golden
hand shakes" of one or in some cases two years full
pay by the company when laid off permanently.

In addition to these recommendations, I would like to
endorse in concept the recommendations made by the Democratic
members of this Committee in the February 1982 Report, - Number
6 on credit conservation, Number 7 on interest rates, Number 18
on basic industries, Number 19 on catalysts, Number 20 on infra-
structure, Number 21 on housing, Number 22 on science and tech-
nology, Number 23 on labor and Number 24 on skilled labor.
Though I would differ in some specific ways from some of the
proposals, I believe that they point in the right direction and
are necessary steps toward the creation of an industrial devel-
opment policy in the U.S.
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THE CHARACTERISTICS OF THIS EFFORT

At first glance, it appears that such efforts will
establish at great expense to the public, a bureaucratic maze
of boards, agencies and banks which will wreak havoc on the
economy by doling out billions of dollars of federal funds.
In fact, such an approach would be more cost effective than
current policies. Indiscriminate tax expenditures which
total over $400 billion over the coming years could be replaced
by more targeted expenditures. This would most certainly result
in better results for a far smaller federal expenditure. In
addition, if the following principles are followed, the spawn-
ing of a new large bureaucracy can be avoided.

Decentralization

One of the appropriate allegations often leveled against
advocates of industrial policy is that they envision a centra-
lized elite doling out investment funds. Creating one central
board or bank to preside over industrial redevelopment runs
this risk. Maintaining a few distinct agencies will allow a
series of actors to be responsive to requests from industries
for assistance.

Few Permanent Staff

The most effective industrial policy agencies around
the world are those with small permanent staffs, using experts
from industry, universities, business professions, unions and
the financial community on boards to evaluate projects and
allocate resources.

Investment Initiatives Must be From Industry

Initiatives for investment projects and the great ma-
jority of investment funds for a project must come from indus-
tries themselves. Government agencies do not and should not
have the expertise in a country where private companies are as
strong as ours to be initiating investment ideas. The govern-
ment role should be responsive as to the substance of an in-
vestment but proactive as to the character of the investment.
Government agencies can play a formative role in the- substance
of an investment in cases where the government is the
prime purchaser such as in infrastructure development.

Incentives Must be Flexibly Tailored to a Specific Businesses

The competitiveness of different businesses depends
on different elements in their cost structures. While manu-
facturing is the key for some businesses, in others it may be
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applications engineering or marketing and distribution. In-
dustrial policies that are designed to encourage businesses
to become strong international competitors should target key
areas of cost leverage precisely.

For example, in businesses for which applications en-
gineering is critical, tax benefits for capital investment or
grants for R & D assistance are likely to be irrelevant. Po-

licies to assist in the bidding process for particular orders,
or in preintroduction marketing and software development would
be far more useful. Similarly, 'in businesses for which large
distribution scale on a country-by-country basis is critical,
export financing, R & D assistance, or capital investment
incentives are only marginally useful. Selectively targeted
measures to assist overseas distribution investments would be
more important.

Blanket assertions - that the U.S. government should
provide more funding for R & D or better incentives for capital
investment or more export financing - miss the crucial point:
key competitive levers differ from business to business. To
be efficient, policy mechanisms must be carefully tailored
to the particular needs of each type of business. Only in this
way can federal assistance be used in a highly leveraged way.

This means that agencies must have a range of flexible tools
at their disposal to use as incentives.

THE INTERNATIONAL RAMIFICATIONS

Critics of industrial development policies often point
to the presumed threat that these policies pose to interna-
tional economic cooperation. What will happen if every nation
is selectively assisting its companies to compete interna-
tionally?

To address this question, it is necessary to return
to the fundamental goals of economic development stated
earlier. If government policies (whether macroeconomic or
targeted) boost investment for product and process innovation,
assist the industrial development of developing countries, or
increase productivity, they are in the interest of world
economic development.

If policies,whether macroeconomic (currency devalua-
tions or artificially high interest rates),or targeted (export
subsidies, quotas and voluntary restraint agreements or opera-
ting subsidies for uncompetitive products),are simply allow-
ing uncompetitive products to-be sold because of protection
or subsidy, then they do no one any good in the long run.

Currently, both sorts of measures exist in all countries,
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the U.S. included, and the international economic order is

threatened by massive unemployment and declining real in-

comes.

International conventions which can agree to allow

the first type of policy, whether macroeconomic or targeted,

and disallow the second, would be as easy to accommodate as

the current situation, and would be more in the interest of

world economic prosperity.

The real danger to international economic coopera-

tion will occur if current restrictive economic policies

continue to increase world unemployment and previous inter-

national trade conventions which do not fit today's reality
continue and are continually violated as is now the case.

THE RISKS ASSOCIATED WITH INDUSTRIAL POLICY

It would be naive to think that enacting the kinds of

policies I am suggesting does not create risks.

Whenever government funds are to be handed out,

corruption or political favoritism can occur.

Some funds will be wasted and misused due to lack

of ability of appointed officials.

Political pressure groups may force funds to be

directed to "lemon socialism" type projects
or to serve their own special interests.

While these risks are real, I believe that policies and proces-

ses can be progressively refined to minimize them.

THE RISKS ASSOCIATED WITH NOT CONDUCTING AN INDUSTRIAL POLICY

Far more serious are the risks of not instituting

these development policies. The buoyant U.S. economy of the

1950's and 1960's was founded in a benign international com-

petitive environment. While the U.S. was pioneering new in-

dustries - plastics and fibers, semi-conductors and computers,

electronic instruments, jet aircraft and industrial machinery-

other industrialized countries were recovering from the

devastation of war and rebuilding their basic industries and

infrastructures. Thus the U.S. had the benefit of a relatively

non-competitive international market place. A large home

market stimulated the growth of autos and the construction

businesses and capital goods industries that serve them.

Further, many UIS. industries in their early stages received

a significant boost through national defense programs.
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The international industrial arena of the 1980's and
1990's will be very different from that of the 1950's and
1960's. The U.S. will be confronted with a highly competitive
international environment that will threaten many existing
businesses and make it far more difficult to develop success-
ful new ones.

An increasing number of businesses that comprised our
traditional U.S. industrial base, such as steel, fibers, shoes,
clothing, metal parts, ships, and small appliances, will be
subject to low-wage competition. Korea, Brazil, Singapore, and
other rapidly developing countries will increase the sophis-
tication of their production. Other developing countries
with lower wages - such as the Philippines, Malaysia; and Sri
Lanka - will move into industries in which these more developed
low-wage economies are now dominant.

Meanwhile, in certain high-growth industries where the
U.S. currently has a leading position - such as computers,
semi-conductors, aircraft, industrial machinery, pharmaceu-
ticals, scientific instruments, and offshore technology -
foreign companies, assisted by their governments, are ac-
tively seeking to close the gap and move ahead. While the
strongest U.S. companies in these industries appear unassailable,
one must remember how impregnable General Motors and U.S. Steel
seemed 10 or 15 years ago.

The past examples of the U.S. decline in steel and tele-
visions are being replicated in other industries today. In
1976, the U.S. had a positive trade balance of $200 million in
machine tools, long a leading American industry. By 1979,
the U.S. was importing $400 million more in machine tools than
it exported. Perhaps even more ominous for the future, the
U.S. position in high-technology numerically controlled ma-
chine tools has deteriorated substantially. For example,
between 1976 and 1980, Japanese production of numerically con-
trolled lathes increased'by 350 -percent and German production
increased by 310 percent. French production meanwhile in-
creased by 340 percent and British production increased by
300 percent. U.S. production increased by only 160 percent.
In 1980, Japanese producers captured 53 percent of the U.S.
market in numerically controlled lathes, up from less than
10 percent only five years ago. As in consumer electronics,
the Japanese are using product and process technology at
both the component and final product levels to achieve cost
and quality advantages vis-a-vis U.S. producers.

The industrialized trading partners of the U.S. also
are seeking to attain competitive leadership in other future
growth industries. Foreign companies and their governments
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are undertaking programs to encourage new development in

lasers, biotechnology, composite materials, robotics, flexi-

ble machinery and various microelectronic applications areas.

Today's U.S. civilian trade balance in manufactured goods is

based on industrial machinery, aircraft, computers and peri-

pherals, electronic instruments and speciality chemicals.

In all of these industries, foreign companies are making

significant advances through aggressive investments.

No set of macroeconomic policies will reverse this

trend. Industrial policies will be difficult to implement

and will embody many problems and risks, but the risk of not

instituting such policies, those of continued economic

stagnation and decline, are even greater.
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Representative REUSS. Thank you, Mr. Magaziner.
Mr. Bluestone, I thank you for getting your prepared statement

in on time. That gave me a chance to go over it. Since obviously you
can't fully present a 58-page statement in the summary time, if it's
possible I would appreciate your giving us a summary of what your
MRPIS model shows on the actual economic program of this country
which is the Reagan program as adopted in its nonmilitary spending,
its military spending, and its tax changes. Tell us who wins and who
loses both industrially and regionally. Construction, health and edu-
cation, and agricultural products, whatever they are, lose, and the
military wins, but it's a little more complex than that. It would be
enormously helpful if you could perhaps give us a tour of the horizon.

STATEMENT OF BARRY BLUESTONE, PROFESSOR OF ECONOMICS
AND DIRECTOR, SOCIAL WELFARE RESEARCH INSTITUTE, BOS-
TON COLLEGE

Mr. BLUESTONE. I'll try and do that, Mr. Chairman.
In the past 4 or 5 years I've been involved in doing a number of

industry case studies because I felt, like you have, that it's necessary
for us to understand the dynamics of individual industries if we're to
develop an industrial policy and an economic policy which will be
fruitful for this country. I've also been involved, very much like the
studies that Mr. Magaziner has done, in studying the deindustrializa-
tion of America. In a book that will be coming out this fall my col-
league, Bennett Harris at MIT, and I have tried to look at what
has gone wrong with the American economy in the last decade and we
come to many of the same conclusions that other people on this panel
have.

What I'd like to talk about today, though, is the development that
our institute, the Social Welfare Research Institute, over the past year
and 'a half, in the development of a brand new model of the economy,
called the multiregional policy impact simulation model.

Its intent when first developed by the Assistant Secretary for Plan-
ning and Evaluation at the Department of Health and Human Serv-
ices was to develop a comprehensive model of the economy which could
look at both private sector policy and public sector policy and see how
they are related to each other and which could give us a comprehensive
analysis of social well-being based on the tax transfer and expenditure.
policies of the Federal Government.

One of the things, however, that I find so fascinating about this, and
it's been alluded to by other members of this panel, is the lack of in-
formation we have about the billions and billions of dollars that we
spend in terms of how it affects individual industries, how it affects
individual regions, and how it affects individual demographic groups.

If you look at the 1972 input-output model of the IUnited States
prepared by the Bureau of Economic Analysis, you will find, for in-
stance, that out of 79 industries or 77 key private sectors, 3 of them
receive 43 percent of the total amount of military procurement by the
Department of Defense-the aircraft industry, the radio, TV and
communications equipment industry, and the ordnance and acces-
sories industry; 64 percent of the output of the ordnance industry, of
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course, is procured through the DOD, 45 percent of the aircraft in-
dustry's output, 25 percent of the radio and communications sector.

In contrast, 52 of the 77 non-Government sectors in the 1972 input-
output model received no more than 1 percent of their total output
purchased by the DOD. Of course, what that means is that when you
twist the economy toward increases in defense spending you're going
to have major impacts throughout the economy, region by region,
congressional district by congressional district, demographic group
by demographic group.

What I find most interesting is that last week when I checked on
who studies these things I located a Director for Long-Run Plan-
ning in the Department of Defense and when we contacted the De-
partment of Defense we found out that that agency, out of a defense
budget of something like $215 billion, has a grand total of $300,000 to
spend on analyzing the impact of the DOD procurement on the econ-
omy and on specific industries like titanium and skill shortages, and so
forth. That amounts to, by the way, fourteen-one hundredths of 1 per-
cent of the defense budget.

The question is, can't we do a better job of studying both the direct
impact as well as the indirect impacts of our present government
policy as well as future government and industrial policy on individ-
ual industries and individual regions and individual demographic
groups?

The MRPIS model brings together in one comprehensive computer
based model four sectors of the economy: The household sector, which
is modeled as a large micro simulation effort; a consumption sector;
what different people in the economy and different families in the
economy consume; a business sector, which is made up of a very large-
scale, multiregional, input-output model with at present 79 industries
across all 51 regions-the 50 States and the District of Columbia-and
finally, and most unique of all, a labor market which is capable of
allocating changes in output to actual individual groups within the
economy.

So when we expand defense spending, who gets the jobs? When we
cut back on medical spending, who loses them and how does it affect
their lives?

In order to try and use the model in its present prototypical form,
our very first analysis done, with the assistance of the Assistant Sec-
retary for Planning and Evaluation, was to analyze the impact of the
1982 budget on the income distribution as well as the regional indus-
trial distribution of the whole economy. What we did in effect was to
look at changes in the 1982 budget with regard to the levels in 1981.
More specifically, we looked at a 35-percent increase in military pro-
curement, a 10-percent decrease in AFDC. a 12-percent cut in the food
stamp program, and then so that we would have an ex-anti-balanced
budget-we're not changing the total number of dollars in the econ-
omy provided by the Government; we're just changing its allocation
as an industrial policy would-we cut other nonmilitary procurement
by $3.9 billion. This is all in 1975 dollars so as to give us no change
in the overall initial impact of Federal Government spending.

In a second simulation we took the same change in the budget and
added to it the tax cut which we will see in July, a 10-percent personal

98-105 0 - 82 - 8
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tax cut with a cap of 50 percent in marginal tax rates and we studied
both of those.

Let me briefly give you an idea of what the results look like. First of
all, if we were just to look at that budget shift, just shifting dollars
out of one set of sectors into another set of sectors of the economy,
you could ask how does this effect the social well-being of families
which are headed by white males-

Representative REuss. Mr. Bluestone, if you put all these bricks in
place, I'm really afraid, to do it justice, it will take a long time. Could
you put it all together, the military, the nonmilitary and the tax
changes-the Reagan program-and tell us what you get altogether?
I have trouble, you see, following the bricklaying.

Mr. BLUJESTONE. Yes. Well, if we just look at the budget shift, we'd
see, for instance, after all of that goes on, families headed by white
males are unaffected. There is a one-half of 1-percent cut in the dis-
posable incomes of families headed by white women and a 3-per-
cent cut in the disposable incomes of families headed by black women.
Not only do they have cuts in their AFDC and food stamps, it turns
out the shift in budget authority removes jobs from those sectors
where black women often find jobs and increases in jobs in other
sectors.

To give you an example, in the medical and education sector, we
will lose an equivalent of about 24,000 full-time jobs, which is in
1975. In agricultural products, almost 11,000 jobs; in wholesale-retail
trade, another 11,000 jobs; in maintenance and repair construction,
7,000 jobs.

On the other hand, there are several industries that will gain. Air-
craft, of course, will be the largest gainer with almost 38,000 new jobs
created, which suggests, by the way, that we may run into some sig-
nificant bottlenecks which other economists have suggested and we
need to worry about that. In my work in the aircraft industry, we
know that even in the depressed aircraft industry of today right now
with layoffs both in Washington, California, and in Connecticut, we
have a skill shortage among blue-collar machinists. And other indus-
tries, like ordnance electronics are large gainers. We have large gains
of craftsmen and operatives, 30,000 jobs there, but we have losses
when it comes to sales, services, and clerical workers. We have losses
when it comes to laborers and household workers.

Regionally we have the same problem. The east coast and the west
coast do very well under this program because of their heavy defense
work.

When we look at the entire Reagan program and we add in the tax
cut on top of the budget shift, we find first of all that the program is
no doubt highly expansionary. A large tax cut like this is going to
increase the total amount of disposable income in the private sector.
We're talking about in 1975 dollars $16.5 billion worth of additional
disposable income according to our model.

Whats' interesting, however, is the distribution again. Who gets the
jobs according to our model; how does that final distribution of income
get distributed?

It turns out that when we divide the economy into seven income
groups, in 1975 dollars with the largest being $15,000 and above, the
group with $15,000 and above represents about 36 percent of all house-
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holds in the country. In terms of the total Reagan program, they get
82 percent of the change in disposable income.

On the other hand, if we look at families who in 1975 would have had
$6,250 or less in their initial disposable income, they represent 27 per-
cent of the population and on average all of them actually have losses
after that program is put in place.

What does that mean, on average, per family? The program in its
entirety, on average, will increase the disposable income of families of
$15,000 or more by almost $500. Our estimate is about $492 in 1975 dol-
lars. However, for all of those 27 percent or on average the groups in
the lowest 27 percent of the population, they're going to lose $37, $45,
$50 per family on average. Of course, even within that group-our
model shows the distribution is highly unequal: some families are
facing long-term unemployment and experiencing much greater losses.

The result of the entire program is that, looking at disposable in-
come -and at the de facto industrial policy implicit in the budget,
when it all comes down to the final bottom line as they say, families
headed by white men, on average, gain about 2.1 percent in terms of
disposable income; families headed by black women lose about 1.8
percent of disposable income.

One would hope that if we were to move toward an industrial pol-
icy we would develop one which not only took a look at individual
industries and individual regions, but in the final analysis would
be concerned about the social well-being of individuals in every part
of the country in the various occupations in the various industries that
make up our broad economy.

My overriding hope would be that instead of spending fourteen-one
hundredths of 1 percent on analyzing the impact of a $215 billion de-
fense budget, we would see fit in this country to spend more money
and more effort on getting the information and analysis that would
make the de facto industrial policy more transparent. Then we could
study it and decide whether this is really what Congress wants to
do, and when we move toward an industrial policy and an explicit
one which tries to maximize social well-being in our society, we
have the analytic capability, we have the information to make sound
decisions.

Unfortunately, I think we're going in the opposite direction. Thank
you very much.

[The prepared statement of Mr. Bluestone follows:]
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PREPARED STATEMENT OF BARRY BLuEsTONE

I appreciate the opportunity during these hearings on industrial

policy to present to the committee the first preliminary statistical

results from the large-scale Multi-Regional Policy Impact Simulation

(MRPIS) model developed at the Social Welfare Research Institute at

Boston College. The MRPIS model, initially funded by a grant from the

Assistant Secretary for Planning and Evaluation of the U.S. Department

of Health and Human Services, is designed to enable policy-makers to

simulate the economic impact of a wide range of existing and proposed

tax, transfer, and expenditure programs. As such, the MRPIS model --

when more fully developed - can be used as a strategic tool in the

analysis of industrial policy. Because of its rich industrial,

occupational, and regional detail, the model has the capability of

demonstrating how particular industries and regions are affected by

public policy. In so doing, the model provides information on

potential sources of structural unemployment and inflation. By

directly incorporating a labor market component in the overall model,

the MRPIS system can also be used to estimate how tax, transfer, and

expenditure policies affect the employment and earnings of individual
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demographic groups in society.

America's Implicit Industrial Policy

In contemplating the need for a national industrial policy, it is

important to recognize that in a very real sense we already have one.

The problem is that we do not recognize it as such. Industrial policy

implies a set of government programs that have economic and social

consequences that vary substantially among sectors (or regions) of the

economy. Specific tariffs that apply to a single commodity or

industry are clear-cut examples of industrial policy. Presumably no

one would deny this. What is overlooked, however, is that merely

through its procurement, tax, transfer, and regulatory functions, the

federal government is intimately involved in industrial policy on an

ongoing basis. Unfortunately, no one at this juncture in history

knows the boundaries of existing policy, either in terms of the

cumulative impact of existing practices, or in terms of how that array

of economic policies actually affect the distribution of income or the

future growth, structure, and competitiveness of each industrial

sector. As a result, our 'de facto" industrial policy is often

confused, uncoordinated, and its components frequently work at cross

purposes. At best, we have only an imperfect knowledge of the direct

impact of government policy, and we have almost no knowledge at all of

the indirect impacts as a policy ripples through the economy. That we

are frequently alarmed by the unforeseen consequences of particular

government programs should indeed come as no surprise at all.
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Examples of 'de facto' industrial policy can be found in

virtually every major sphere of government activity. Aggregate

monetary policy is a case in point. The Federal Reserve's tight money

policy may have contributed to the recent dramatic reduction in the

inflation rate, but the "victory' here has clearly come at the expense

of two key sectors of the economy: construction and automobile

manufacture. No other major sector of the economy has been as

devastated by this "general" policy as these two.

Defense procurement provides another clear case of 'de facto"

industrial policy. According to the Input-Output Table of the

U.S. economy for 1972, three industries (aircraft; radio, TV, and

communication equipment; and ordnance and accessories) received 43

percent of the total value of military procurement from the private

sector. The Department of Defense purchased 64 percent of the output

of the ordnance industry, 45 percent of the final output of the

aircraft industry, and more than 25 percent of that supplied by the

radio and communications sector.. In contrast, 52 of the 77

non-government sectors in the Input-Output model had no more than one

percent of their total output purchased by the DOD.[11

The proposed DOD budget for 1981 through 1985 shows just how

important this industrial policy via procurement can be. In testimony

prepared for this committee, former chairman of the Council of

Economic Advisers, Charles L. Schultze, admits to having come to 'the

rather startling conclusion that some 30 percent of the increase in

the 'goods-producing' GNP over the next four years will go to the

military.l[21 He concludes that the proposed 80 percent increase in
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the real volume of military procurement and R&D in such a short period

of time will give rise to shortages of skilled labor and specialized

components within the defense industries themselves.[3J One could

easily conclude that this is industrial policy with a vengeance.

By their very nature, federal regulations, designed to safeguard

the public interest, comprise a major component of the government's

'de facto' industrial policy. Clean air and clean water policies,

although designed to be even-handed across industries, have in

actuality quite different impacts across industries. During the late

1970s, it was not uncommon for industries such as steel, paper,

chemicals, and electric utilities to spend 15 to 20 percent of new

investment outlays on pollution abatement equipment. In contrast, the

clean" manufacturing industries such as nonelectrical machinery often

spent less than 2 percent of their capital outlays on such devices,

permitting them to allocate more investment for outputs that are

directly valued in the market. Obviously auto safety regulations,

food and drug laws, and the myriad array of rules pertaining to

virtually every industry from agriculture to banking are part and

parcel of an industrial policy in that they are geared to specific

sectors.

But "general" tax laws are not that different from "general" EPA

regulations. Specific IRS privileges in the form of resource

depletion allowances, "All-Savers" certificates, or - for that matter

-- child care and mortgage deductions aid particular industries and

have virtually no impact on others. Yet this is also true of major

portions of the supposedly neutral federal tax code. The recently
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enacted Accelerated Cost Recovery System (ACRS) and the safe-harbor

leasing provision are two excellent examples. ACRS was passed

presumably to spur investment in all industries. But the 15-10-5-3

provisions are so skewed toward industries that invest in short-lived

equipment, that the new law actually provides tax subsidies to some

industries while providing much less new 'incentive' to others. The

results of a recent Department of Treasury study, reported in Fortune

magazine, show the uneven treatment of industries under the new law.

Effective Rates on New Depreciable Assets

New Law vs. Old Law

Services and Trade 37.1% 53.2%
Utilities 30.6 43.2
Food 20.8 44.1
Machinery 18.6 38.2
Agriculture 16.6 32.7
Communications 14.1 39.8
Chemicals 8.6 28.8
Primary Metals 7.5 34.0
Oil Refining 1.1 35.0
Pulp and Paper .9 28.5
Transportation -2.9 31.0
Mining -3.4 28.4
Motor Vehicles -11.3 25.8

Source: 'The Battle over Taxes," Fortune, April 19,
1982, p. 61.

Likewise, the safe-harbor leasing provision is almost a

life-and-death issue for some particular firms, let alone individual

industries. Eastern Airlines, for example, stands to lose $273

million in leasing benefits and Bethlehem Steel $250 million if the

leasing privilege is rescinded.[41 Boeing Aircraft's loss in aircraft

sales could reach into the billions if the safe-harbor law is changed.
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Without further belaboring the matter, it should be abundantly

clear that any substantial change in tax, transfer, expenditure, or

regulatory law affects some industries much more than others. Hence,

inherent in any fiscal or monetary policy is a partially hidden, but

nonetheless real, 'de facto' industrial policy. One would suspect

that as a very first step in developing a set of explicit industrial

policies for the nation, simply evaluating current policy is a

sensible approach. An analysis of this type would be useful in

demonstrating the social consequences of government activity. It

would indicate the impact of industrial policy on the distribution of

employment and disposable income - and in so doing permit an

evaluation of how policy affects social well-being as well as the

functioning of the marketplace.

Estimating the Impact of 'De Facto" Industrial Policy

Measuring the overall effect of government policy requires a

model of the economy that incorporates household and business sector

behavior and contains elements of both a product (commodities) market

and a labor market. Moreover, these components must be-linked in such

a way as to provide a measure of the indirect (or multiplier) effects

of a tax, transfer, or expenditure policy as well as the immediate

direct effect. Obviously, in an economy with an income multiplier of

something like 2.0, the direct effects of policy are responsible for

only about 'half the action.'

Taking advantage of large scale household micro data sets, a

highly disaggregated multiregional input-output model, and a
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substantial amount of relatively inexpensive computer capacity, the

MRPIS model was proposed and then developed expressly to serve this

purpose. At this point, a working prototype of a MRPIS system (the

Level I model) is available primarily to demonstrate the usefulness of

this method of policy analysis. To put it through its paces, we chose

-- in consultation with the model's funding agency - to simulate the

key changes in the 1982 federal budget and the personal income tax cut

scheduled for implementation in July of this year. The model was used

to estimate the changes in:

- output by industry
- employment demand by industry
- employment demand by broad occupation group
- employment by state and region
- labor earnings by income class
- AFDC payments by income class
- Food Stamp bonus value by income class
- Unemployment benefits by income class
- federal income tax revenue by income class
- FICA tax revenue by income class
- state income tax revenue by income class
- family disposable income by income class,

race, age, and sex of head, industry, occupation,
and region

The Level 1 model contains nearly all of the components

envisioned for the more advanced (Level 2) version. It includes a

household sector capable of simulating the impact of a range of

alternative tax and transfer programs on the distribution of family

disposable income; a product market that translates changes in

consumer or government demand into changes in industry-specific final

demand; a business sector based on a highly disaggregated

multiregional input-output model that translates changes in final

demand into changes in industry- and region-specific output and labor
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demand; and a labor market that translates changes in labor demand

into hours of work which are then assigned to individuals in the

household sector. It is therefore possible to iterate through the

entire model so as to generate estimates of both the direct and

indirect effects of a broad range of public policy alternatives.

One must be cautious, however, in interpreting the results from

the level I model because of the nature of the prototype. First, the

data for key subroutines are presently out-of-date and therefore not

necessarily representative of current economic conditions. (More

up-to-date input-output data will be available in September 1982.)

Second, the algorithms in a number of subroutines are quite

rudimentary and require substantial improvement if they are to be

accurate emulators of existing or proposed program rules and

schedules. Further development of the model will be needed to produce

"official" estimates for policy direction. Despite this strong

caveat, we believe that even the MRPIS Level 1 model provides some

important and fascinating insights into the -de facto' industrial

policy consequences of the current federal budget.
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A MRPIS Level 1 Simulation of the 1982 Federal Budget

The 1982 federal budget, the first one of the Reagan

Administration's own making, marked a historic turning point in almost

a half-century of unparalleled and unprecedented expansion in

government-sponsored non-military procurement and transfer programs.

Total non-defense outlays bad risen from $76.8 billion in 1960 to more

than $215 billion in 1980 (in constant 1972 dollars.) Over the same

period, real dollar transfer payments had expanded at a much faster

pace, quadrupling from $33 to almost $140 billion.[5]

Changes in the 1981 budget inherited from the previous

administration were made to slow this expansion, but it was only with

the first full-fledged Reagan budget that a serious in-road could be

made in this trend. The impact of this budget on the actual

performance of the economy - on GNP, employment, inflation, and on

government revenues and transfer payments - and its effect on the

various regions of the country will take some time to decipher. In

the meantime, however, it is possible to indicate in advance through

simulation techniques what some of these impacts may be, and in

particular how the shift In budget priorities may affect the low

income population and the government programs designed to assist this

group. The policy impact study presented here is based on research

using the Multi-Regional Policy Impact Simulation (MRPIS) model (Level

1) developed under the auspices of the Office of the Assistant

Secretary for Planning and Evaluation of the U.S. Department of Health
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and Human Services.

The simulations presented in this brief report attempt to examine

some of the potential effects of (1) shifting budget priorities from

non-military to military procurement (2) reducing the level of federal

funding for the Aid to Families with Dependent Children (AFDC) and

Food Stamp programs, and (3) cutting federal personal income tax rates

in line with the Economic Recovery Act of 1981. These changes in

policy represent three of the key initiatives of the new

administration. The potential impact of changes in corporate income

tax policy and industry deregulation have not been analyzed in these

simulations.

A comparison of the 1981 and 1982 appropriations shows relatively

little change in overall spending authority, but the end result of the

budget process was to alter federal priorities substantially. A

comparison of the 11 major appropriations bills for these two years

shows that S25.4 billion in budget authority was cut from

discretionary non-military domestic spending while military

appropriations in the aggregate went up by $30.3 billion. Among the

many budget items that were changed significantly, the AFDC

appropriation was cut by 12 percent while the Food Stamp budget was

reduced by 10 percent. On the expansion side, more than half of the

increase in defense appropriations was earmarked for military

procurement. This item went up by $16.8 billion or 35 percent.[6]

Such a dramatic shift in budget authority can ripple through the

economy affecting employment, output, public revenues, and ultimately

the costs to government of an entire range of transfer programs. A
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dollar spent on military procurement, for example, need not generate

the same employment as a dollar spent on AFDC or the purchase of

medical services through the Public Health Service. As a result, the

total level of earnings can change and with this the amount of taxes

paid and public assistance required. To the extent that employment

opportunity determines the degree of family economic self-sufficiency,

what happens to government transfer programs depends on how changes in

budget authority affect the labor market.

Analyzing the overall impact of government spending priorities

(and tax policy) requires an investigation of both direct and indirect

economic effects. An expansion in military procurement, for instance,

will almost immediately boost the demand for skilled Class A aircraft

machinists. The direct effect will show up as an increase in

employment and earnings for this group of workers. If some of the

added employment goes to workers previously unemployed, there is

likely to be a reduction in unemployment benefits and perhaps food

stamp expenditures. Moreover, once these aircraft machinists spend

some of their additional earnings, new jobs are created throughout the

economy. This serves to put other people to work in totally unrelated

industries. Eventually, as this income circulates, tax revenues will

rise and the demand for transfer payments can decline. Of course,

offsetting direct and indirect effects can prevail when government

purchases are reduced in another sector of the economy. But a dollar

shifted from one sector to another need not (and usually will not)

have the same set of direct and indirect employment and earnings

effects. Therefore the impact on transfer programs is difficult to
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ascertain. The purpose of the MRPIS model is to measure a wide range

of these impacts.

Hypotheses about the Impact of Government Spending Policy

There is a long-standing debate over the influence of military

spending on employment and job creation. A standard argument in the

economics literature suggests that defense appropriations have

historically played a critical role in stimulating aggregate demand

and therefore are anti-recessionary. However, a number of critics

have suggested that a dollar spent on the military does not generate

as many jobs as the same dollar spent in the civilian sector. Because

of the alleged capital-intensity of military hardware, the high

salaries paid In the defense industries, and perhaps because more of

the value-added in these industries Is retained in the form of

undistributed profits, defense spending has often been presented as an

'inefficient' method of job creation (regardless of what it may

contribute to national security). For example, one estimate suggests

that an additional Si billion spent in the civilian sector in the

mid-1970a would have created some 75,000 jobs as compared with only

55,000 jobs if the same amount had been spent by the Department of

Defense for military procurement.[7] As a result, every billion

dollars shifted from the civilian to the military sector 'costs' the

U.S. economy about 20,000 jobs. If this were true, policy-makers

would have cause for concern over the potential unemployment created

by a shift toward defense spending, and would have to take this factor
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into consideration when budgeting for such transfer programs as

unemployment insurance, food stamps, and perhaps even AFDC and SSI.

Other analysts have disputed this contention on a number of

grounds. One is that military spending, contrary to its appearance,

Is actually labor-intensive since much of the hardware produced is for

all practical purposes designed by legions of scientists, engineers,

and draftsmen and assembled by hand. The paper industry, for example,

invests about $46,000 in capital per employee, while the

transportation industry that manufactures tanks, jet aircraft, and

naval vessels invests on average only about $27,000. [8] Hence a

dollar spent on school textbooks very likely creates fewer jobs in the

private sector than a dollar spent on an F-16 Air Force jet.

Similarly, if a civilian dollar goes to a high salaried hospital

surgeon rather than to a lower wage semiconductor assembler, the

initial spending creates fewer jobs (per wage dollar) to begin with

and given the higher savings propensities of high income individuals,

creates fewer jobs (per dollar) when earnings are translated into

consumer demand. For these reasons, Princeton University's noted

labor economist Alan Blinder has suggested that military spending is

actually a highly productive way for the government to increase

employment. According to Blinder, economic studies have shown that

the GNP multiplier for defense and other kinds of direct government

purchases is higher than for transfer payments or tax cuts. Since the

expenditure cuts in the 1982 budget are concentrated in transfer

payments, Blinder believes 'defense purchases have a stronger

multiplier. [9]
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At one extreme then, the shift toward DOD spending and avay from

civilian programs may reduce the aggregate number of jobs in the

economy creating a need for increased income and in-kind transfers.

At the other, the emphasis on military procurement may reduce the

demand for various forms of public assistance by creating more jobs in

the private sector. Complicating the entire analysis is the fact that

military spending creates different jobs than civilian procurement and

generates them in different areas of the nation. Therefore aggregate

employment can go up and yet certain segments of the workforce (e.g.

those with low skills) my still suffer temporary joblessness and

require public assistance either in the form of income maintenance or

retraining.

Indeed in any complex economy, the final net effect of a change

in budget priorities depends on much more than simply which sectors of

the economy receive government purchase orders and which do not.

Family consumption patterns, the supply links between industries, and

the hiring priorities of employers ultimately work together to

determine the eventual impact of any change in budget priorities on

employment, earnings, government revenue, and transfer payments. For

example, according to an analysis of the 1972-73 Consumer Expenditure

Survey used in the MRPIS model, a low-income family (Disposable income

< $2,500 in 1975) will spend 20 cents out of an additional dollar of

income on food. A family with an income greater than $15,000 will

spend only 12.4 cents on this commodity. On the other hand, the

typical higher income family will spend a greater share of an extra

income dollar on apparel, household furniture, financial services, and

98-105 0 - 82 - 9
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entertainment.l10] Hence, who is affected by the indirect effects of a

shift in budget priorities depends on which income groups benefit from

the direct effect. Reductions in low-income family transfer programs

will lead to disproportionate reductions in food demand which, in

turn, reduce employment and earnings in the food processing industry.

Alternatively, a policy that redistributes income from high income

families to lower income families increases employment and earnings in

the food industry, but reduces them in the apparel and household

furniture sectors. The magnitude of these indirect impacts depends on

the size of the income shift and on the distribution of marginal

budget shares across family income categories.

Similarly, the aggregate impact of changing budget priorities on

employment depends on the input-output linkages between industries.

The sectors that supply the aircraft industry with components are

clearly different from the industries that supply, say, the

agricultural sector. As a result, increased demand for aircraft and

reduced demand for food will alter employment opportunity in the

supplier or 'Intermediate' industries as well as those with actual

federal procurement contracts. Hence there may be a boost in

employment in the electronics industry and a decline in labor demand

in the fertilizer market.

Finally, the employment effect of federal budget priorities

depends on the labor market behavior in those industries most directly

affected by procurement. Who finds employment in the expanding

sectors, and who faces potential cutbacks in other industries is

determined by the particular labor supply and demand characteristics
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of each sector.

Because of this wide array of interactions in the economy, there

is no simple way to estimate a priori the overall impact of a

substantial reordering of budget authority. The MRPIS model wes

designed to incorporate a large number of these interactions.by

linking in one model a household microsimulator, a multiregional

input-output model, a product market, and finally a labor market to

allocate jobs (hours of work) generated in the business sector to

individuals in the household sector. Appendix I presents the basic

assumptions of the MRPIS Level 1.0 simulator.

The MRPIS Simulations

To demonstrate the possible economic effects of a shift in

priorities paralleling those incorporated in the 1982 federal budget,

two MRPIS model simulations were generated. The first involves an

increase in military procurement offset by reductions in the AFDC and

Food Stamp programs and in non-defense procurement so as to leave the

budget in ex ante balance. The second simulation analyzes the same

change in budget priorities, but also includes a reduction in marginal

income tax rates that makes the overall Administration effort

expansionary.

Both simulations compare FY1982 budget authority with FY1981.

But because the current version of the HRPIS simulator uses the 1976

Survey of Income and Education (SIE) as a data base and aging routines

have yet to be constructed to project this data base into future
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years, the simulations refer to the population as it existed in

calender 1975. The proportional changes in the 1982 budget have

therefore been projected back to the earlier year.

Simulation U 1

The changes in budget priorities for simulation # 1 are as

follows:

Military Procurement + S5.6 billion

AFDC Transfer Payments - $1.1 billion

Food Stamp Bonus Value - $0.6 billion

Civilian Procurement - $3.9 billion

Net Ex Ante Budget Change $0.0 billion

The $5.6 billion increase in military procurement represents a 35

percent increase in procurement over the 1975 appropriation level.

This is proportionally equivalent to the $16.8 billion increase found

in the FY1982 budget. The $5.6 billion 1975 increase is apportioned

over the 79 industries in the 1963 Multiregional Input-Output (MRIO)

model incorporated in the MRPIS model. The aircraft industry receives

nearly 22 percent of the new procurement orders, followed by radio,

TV, radar and sonar (13.9x), ordnance (13.2x), new construction

(10.71), and other transportation equipment (including shipbuilding)

(3.2x). Other industries receiving two percent or more of the total

final demand are: maintenance and repair construction, chemicals,



129

petroleum, wholesale trade, business services, and medical and

education services. The distribution for this simulation is based on

the actual procurement pattern that existed at the time of the

original MRIO data assembly and therefore may not represent 1982 DOD

demand patterns. (Given sufficient data, the current procurement

pattern - or any other one - could easily be substituted for that

used here.)

A variant of the TRIM Model (Version 1.4) is used in HRPIS to

simulate changes in tax and transfer programs. For the current

simulation, parameters in the TRIM module PBLAST (which includes AFDC,

SSI, and General Assistance) were set so as to generate an approximate

12 percent reduction in benefit payments in line with the FY1982

budget. In 1975 this would have amounted to a $1.1 billion

expenditure cut. Since in the present version of TRIM it is not

possible to replicate many of the precise AFDC program changes found

in the Omnibus Budget Reconciliation Act of 1981, it was necessary to

proxy these changes by altering the parameters for maximum payment

standards, the guaranteed standard of need, the minimum payment, and

the asset limit. By experimentation it was found that reducing the

payment and guaranteed standards by 12 percent, setting a $10 ($6 in

1975) minimum payment and limiting allowable assets to $1000 (deflated

to $589 for 1975), an ex ante reduction of $1.1 billion could be

generated. We fully recognize that these changes may not produce an

AFDC distribution identical to the distribution generated by the

actual 1981 legislation.
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To proxy the 10 percent reduction in the Food Stamp program, two

major changes were made in the TRIM parameters. The purchase

requirement was increased by 7 percentage points (from 301 to 371) so

as to reduce the average bonus value from $70 to $63 per $100 of Food

Stamps. In addition automatic food stamp eligibility for AFDC

recipients was removed and medical deductions were limited to those

recipients age 60 or older. Together these changes generated

aggregate simulated savings of approximately $600 million (in 1975).

The same caveat regarding AFDC applies here.

The aggregate change in federal civilian procurement was set at

$3.9 billion so as to yield an ex ante balanced budget. This decline

In final demand was prorated across the 79 MRI0 industries on the

basis of the original non-defense final demand vector in the 1963 MRI0

accounts.[11] The key sectors directly affected by the budget

reductions are: new construction (16.1X), medical and education

services (13.11), agricultural products (12.51), maintenance and

repair construction (10.91), and prepared food products (8.41). (The

percentages refer to the proportion of the $3.9 billion reduction in

the identified sector.)

Simulation # 2

The second simulation is identical to the first with the

exception that a reduction in personal income tax rates is

incorporated as well. Essentially each marginal tax rate ia cut by 10

percent and the entire set of rates is capped at 50 percent. No other
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tax changes such as those affecting long-term capital gains are

simulated.

The Results: Simulation I I

To facilitate the presentation of the simulation results, we

shall first report the aggregate nationwide impact of the budget shift

on final demand, employment, tax revenues, and transfers. Following

this, we shall present information on the effect of the program on

disposable income and earnings by income class, race, and sex;

changes in the demand for labor by occupation and industry; and

finally, changes in employment, earnings, transfers, and final

disposable income by region. The reader should keep in mind that this

one simulation creates a veritable mountain of data, only a small

fraction of which is presented in this report. More detailed

information cross-tabulated by any of the nearly 600 variables on the

basic household file can be easily accessed for analysis.

Nationwide Aggregate Impact

The very first finding emanating from the model is that the shift

of budget authority from the civilian to the defense sector turns out

to be expansionary, in accord with the statements attributed to

Professor Blinder. The ex ante balanced budget produces a $1.13

billion decline in consumer demand (mostly as a result of the cuts in

transfer payments), but overall generates a $575 million increase in
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aggregate final demand when the net impact of federal procurement is

included. Altogether over $1.0 billion in gross output is generated

which is sufficient to create, on balance, nearly 19,500 new full-time

equivalent jobs.

Table 1

Aggregate Impact of the
Civilian-Military Budget Shift

(No Tax Cut)

dFinal Demand S0.575 billion

AGovernment Procurement 1.685 billion

AConsumption Demand -1.130 billion

dGross Output 1.044 billion

AEmployment (FTEs) 19,487

In the aggregate, then, the shift to defense spending does not

seem to warrant much concern on the grounds that it reduces employment

opportunity and therefore could cause an increase in the need for

public transfer progrsms.

While the level of employment increases, total family disposable

income and consumption decline, primarily as a consequence of the

sharp reductions in the AFDC and Food Stamp programs. The final

direct and indirect effects in Simulation 91 are sufficient to reduce

AFDC payments by $1.1 billion and the Food Stamp bonus value by $612

million. Thus, if there were no other indirect impacts, disposable

income would decline by over $1.7 billion.

But a net boost in earnings plus an increase in unemployment
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insurance benefits for those who lose their jobs as a result of the

civilian procurement cutbacks offset nearly $570 million of this fall

in family incomes. Total labor earnings rise by $365 million;

non-labor earnings in the form of additional interest, dividends, and

rent increase by another $63 million, and UI benefits to the

unemployed amount to $139 million. After an increase in total taxes

(federal personal income tax, state income tax, and FICA) of $23

million as a result of increased earnings, total family disposable

income falls by only $1.17 billion compared with the original transfer

payment cut of $1.7 billion. After all of the direct and indirect

effects are taken into account, the ex ante balanced budget actually

leaves the federal treasury with a small surplus, $26 million. The

state treasuries suffer, however, because of the boost in unemployment

benefits that far exceed the increased local income tax revenue. The

overall shift in disposable income is displayed in Table 2 and Figure 1.

Overall, the balanced budget shift reduces disposable income by

.14 percent, or about $15 per family unit in 1975. The cut in transfer

payments alone reduces disposable income by .20 percent, while the

shift in procurement priorities recaptures .06 percent of this amount.

The Impact by Income Class

The MRPIS model divides all family units into 7 income classes:

$0-2500
$2501-3750
$3751-5000
$5001-6250
$6251-7500

$7501-15000
$15000+
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Table 2

Change in Family Disposable Income

($billion)
ALabor Earnings $0.365

MNon-Labor Earnings 0.063

ATotal Earnings $0.428

LAFDC Payments -1.102

AFood Stamp Bonus Value -0.612

AUnemployment Benefits 0.139

ATotal Transfers -$1.577

AFederal Income Tax -0.001

AFICA Tax 0.019

AState Income Tax 0.005

ATotal Taxes $0.023

UFamily Disposable Income -$1.170



Figure 1

Change in Family Disposable Income by Component (No Tax Cut)
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Each of the disposable income components can be estimated for each of

these groups. The results are shown in Tables 3 and 4.

The overall effect of the program, because of the large transfer

payment cuts, is to reduce the disposable income of all but the very

lowest and very highest itcome groups. Those families with initial

incomes of S2501-6250 are hit the hardest, with families in the

$3751-5000 range experiencing a loss of nearly 1.5 percent of their

disposable income, primarily because of the cuts in Food Stamps and

AFDC. The top income group actually gains approximately $320 million

because their labor and non-labor earnings improvements strongly

outweigh the small transfer payment reductions they suffer. On

average, these 27.7 million family units end up with nearly 512 more

per family, while the 5.2 million families in the $5001-6250 category

lose an average of $75 per year each. The very poorest families

suffer a small earnings loss (for reasons we will see later), but this

is made up for by increases in UIB and additional AFDC. (According to

the TRIM simulator, participation in AFDC rises for this group when

AFDC participation falls for those with more income.) While preserving

the -social safety nets for the poorest of the poor, the change in

budget priorities is clearly redistributive toward middle and upper

middle income families.

The Demographics of the Change in Disposable Income

There are distinct 'winners' and 'losers' as a result of this

change in budget authority. Young individuals and family heads suffer



Table 3

ZIPZU1I8rUN ANALISIS - 8ALAW cn UoDtET (Ml TAX CUT)

C.r.o.t. of chm.. to Nally Ototap-blo foen.- - Total Offot (1000)

U.S. Totol.
1975

00-2500 02501-3750 S3751-5no $1003-6250 $6251-7500 7501-15000 $15000. ot.l la

Tot.1 F~eaiy Witt.
(toitl. ...elated todi.tdoale) 4,774.813 5.0S1n072 S.119.18 5,184.864 4.839.414 23.527.220 27.662.556 76.339,126

AdJ.tod Dslopoable $856 -$I6 .816 -S336.946 -0385.328 -5241.681 -363,774 0322.022 -S1.169.371 -0.142
IKO_

W.$" 6 Salarie.

elaIsbor C mlg.V

-1.433

167

2.318 -3.887

523 1.009

9.689 68.07 ? 13.S18 172. 07 365.162 0.04

1.525 2.461 23,750 33.833 63.270

Fed.a) bteoo Tex -31 301 248 231 13.207 28,461 -43.988 -13,76

State Ir Tax -33 10 -8 151 300 3.017 1,433 4.73 0.02

FICA taxes -125 lie -411 S38 3.937 5.139 10.263 13.438 0.04

(Totel TaSeX) (-191) (432) (-251) (923) (17,534) (36.617) (-2.28) (22.776) 0.01

rood sta -33.636 -33,400 -106.693 -161.961 -121.486 -150.920 n 4.091 -612.207 -15.20

A600 33.048 -134.530 -230.704 -2)4.429 -138.628 -344.332 -33,865 -I1.02.141 -14.30

Ul0 3,736 717 6.299 1.30 -17.297 24.957 12135.8 139.622 1.20

(Tot.l T.o. f..) (2,037) (-167.254) (-332.306) (-395,661) (-297.473) (-470.438) (83.602) (-1.577.445) -5.70
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tXEIODITUIRE ANALTSIS - 6ALMICOD BUDGCT (NO TAX COfT

PenrctaP dCss. Io Copoo-ot. of Patly tlopoablo Inoo.

0.S. Totlg

1975

60-2500 52301-3750 53751-5000 $5001-6250 S6251-7500 S7501-15000 015000+ Total
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4.7746013 5,057,072 5,319,188 5,158,864 4.6839414 21,527.220 27.662,556 76,339,126

0.162 -1.062 -1.582 -1.422 -0.902 -0.212 -0.012 -0.202

0.01 -2.06 -1.49 -1.39 -0.78 -0.16 40.06 -0.14
0-

00

$2.30 -132.67 -$67.19 -$76.69 -$57.66 -$20.36 -$1.42 -$22.33

$0.20 -$32.19 -563.34 -$74.69 -$49.95 -$15.46 $11.64 -$15.32
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r IAFDC

2Itood Stao_

2Au02

4.2ot 0.072 -o.0n 0.072 o.37 0.062 0.0o2 0.042

0.11 -5.77 -8.25 -10.57 -9.04 -6.53 21.73 -5.66

21.79 -12.42 -12.85 -15.82 -16.31 -17.95 -9.56 -14.21

-5.74 -5.53 -14.12 -24.92 -19.71 -19.06 -7.33 -15.20

0.78 0.26 0.95 0.12 -1.31 0.64 2.79 1.17
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the largest losses in disposable income. While the average loss

across all family units was -.14 percent as noted above, those under

the age of 25 had an average decline of more than four times this

amount (-.622). (See Table 5) In fact, the decline in disposable

income falls with age right through those aged 55 and above,.

suggesting that the elderly are least affected by the program.

Presumably, this is consistent with the Administration's attempt to

insulate the very poorest families and the elderly from cuts in the

social safety net.

Table 5

iEXENDITURE ANALYSIS - BALANCD BUDGET (NO TAX CUT)

Percent Change In Family Disposable Income

by Age of Family Read and Region

aS as-* Ast $I ALL an OSILP

INGL 60610G -a4.9 -a.4. -. 64 0.10
33004.1 FzCU4IIC^ d5*4 -5.51 -5.33 0.01 -0.1
"SIT 5151" 1561*14. 5. - s.me _.5.1 '0.05 -0.12
SO1TH CASTIC -3.41 -e0.3 -e0.0 -c. 1 ..3
CSI S WA C LtS -0 20 - 4._4 -. 1

MlIAMIh -0.36 -. 35 -..1 I 0.as -0.18
PACIFIC -5.i6 so -. -0. .0_

U.S. TOTAL -6.60 -0.39 -0.11 -04.0 -4.34

Race/ethnicity and sex matter as well. Families headed by white

males are left, on average, unaffected by the budget shift. Gainers

equal winners. On the other hand, families headed by non-whites and

women all suffer at least a small drop in disposable income, with

non-white female headed families and unrelated individuals suffering

nearly a 3 percent decline. This is the largest loss recorded
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anywhere in the analysis and can be directly attributed to the cuts in

AFDX and Food Stamps. In fact families headed by a young (age < 35)

mon-white female lose 4 to 4.5 percent of their previous disposable

Income because of the program. (See Table 6)

table 6

XPENDITUlE ANALYSIS - BALANED bUDGET (NO TAX CUT)

ercet Change In Pandly Dispoeable Inom

by Age md l ace/tbne Group

lOz1 MLE IIU"LI *1MI8

_s -s. a e" -s689 -a *e .aal-H 0.53 5.31 -.. ' -4.10
3-4 _.0 . is -. 3 -. * .I3
54. -. 0 -0.33 -6.13 -0.0 -6.00

Mi,5 481 GROUPS O.0 -6.40 -$.S -1.03 -. 4

The Demographics of the Change in Earnings

As we noted above, the budget shift generates over S365 million

In net wages and salaries. Because of the labor market embodied in

the MRPIS model, it is possible to ascertain vhich demographic groups

were successful in obtaining a share of the earnings increment and, of

course, which groups may have suffered because of the reduction in

civilian procurement and the myriad of interaction effects in the

business sector.

The simulation suggests that prime age workers, and particularly

those between the ages of 25 and 34, do best in terms of annual

earnings. (See Table 7) Those who are craftsmen and operatives have
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the largest gains (+.21 percent) while laborers (mostly in

agriculture) suffer the worst losses (-.27 percent).(See Table 
8)

This could explain the loss in wages and salaries in the lowest income

category shown in Table 3. In terms of industry sectors, the gainers

include those in construction, durable manufacturing, and

transportation (+.49 percent) while those in agriculture and mining

experience a .31 percent drop in annual earnings. (See Table 9)

Finally, there seems to be a slight edge in earnings for whites.

White men and women earn .06 and .05 percent more respectively, 
while

non-white men and women suffer slight wage losses (-.02 and 
-. 01

percent). (See Table 10) This is a particularly interesting finding

since the MRPIS Level 1.0 model labor market does not use race, 
ethnic

group, or sex in assigning change in labor demand to individuals 
in

the household sector. The results therefore suggest that the change

in budget priorities (and the subsequent interaction effects) favor

industries and occupations where whites now predominate and 
reduces

demand in those industries where a larger proportion of minorities 
are

concentrated.

Table 7

EXDIDITURE ANALYSIS - BALNCED BUDGET (NO TAX CUT)

Percent
Ohange In ldividual ZEarnnsp

by Age of Worker ad R.g

(* *6-3 364 58. *88&&8L

608* H AIL ANIIC -0.05 0. .0 .18 0.0 8si cae, CEO&L 04 0 -0. -. 1 0.0

%1$? OLOIP CIIIl 083 -50 -0 1.61 -0.* -. 0

NA676Is -0.08 0.01 -0.01 -0. -
Sa01ZC 0.0s 0.43 0.81 0.10 0.53

U.S. P0*8 0.65 0.80 0.64 0.03 6.08

98-105 0 - 82 - 10
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EXPENDITURE ANALYSIS - BALANCED BUDGET (NO TAX CUT)

Percent Change in Individual Earnings

by Occupation snd Region

) SI's wLutes ALu sCt.1

all l~gihl 5**5 5.34 e.ea 5.~s e.la 0.1am IafARTmlC So .3 -sa sa -9 .eg
EASa M11t.Z CElXl 0.00 -5.01 -0.04 *.ll -s.a 0.0*
ua liag{at 6.0 .11 -0.0 -0.03 -0. M

ga~t cla c^t emal 5.00 -gsa -l@.,* -0.et -5.1 -0.0
ESt SOaiN Cletlt . s e a . Oamglal 5.0 -5. -0. Ole -0.11 ..5Ptp1wit 5.00 5.1 eat *.,e -4.41.

V.a. tItA S. " -1.41 6.21 -g.j, 6.01

Table 9

EXPENDITURE ANALYSIS - BALANCED BUDGET (NO TAX CUT)

Percent Change in Individual Earning
by Industry and Region

ice 111 8lI'lA" l 1101 ((9.

NEl ING" lD eg.s 5.,, g.ei -e.ss -Os, S." 0.1
WEST NoaRI cease., g.gg .s 5. -. 11 -5.13 gg.g g.galst shbill Llati ggg -gig g.44 -1.10 -0.11 g.m -g.mSUtv *1tt~ett ggg@ -O.~s oas -gag -g.m. a.gg _.g|l
vast SOUtH clats., g -0.10 gl..@ sle . Oealit SO 1Cmite Sma, eg Oaa aN -00N01 ~ ~aatgls"e of -a.a 0.0 -0.1 .l sa -s.aaUMIP -0.1 1.1O 0.T00 a 0.1
U.S.TOTALt 0.00 -0.11 0.49 -.0.0 -0.13 O." gsa9
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Table 10

EXPEDIURE AMALTSIS - BALANCED BUDGET (1S0 TAX CUT)

Percent Change in Individual Eatnings

by lace/Ethnic Group end legonn

PALO1 PALE PESA" "'PA

a.aao, e a .. l, I aIcall, 0iscast, AL RCPS

Ob IkOLMD 0.15 0.10 0.2' 0.24 0.21
4OODLE AILOIc 0.11 0.01 0.00 0.01 0.06

scINma r11:TROL -0.60 5.25 0.01 0.06 0.01
001? "h ClIt -e0.2 0.11 0.02 0.05 -0.00
SOLIN AILAMtIiC -0.1 -0 I ll -0.100
0115 &QUI CII"IAL -e0.u -0.03 -.0.0 -0.01 -e.01
AS,"l MIAl&iL 0.01 -0.04 0.02 -0.01 0.00

M.CFlC 0.25 -0.20 l.a' 0.01 0.21

U.S. TOTAL 0.00 -0.02 0.03 -.0.00 0.0

Employment Cains and Losses by Industry

In accord with this conjecture, we find that the shift from

non-defense to defense spending has a significant impact on which

industries expand and which contract. We have translated the changes

in hours of industry demand (generated by the MRPIS model) into

full-time equivalents (2,080 hours per year) in order to show which

industries are affected the most. Since there are relatively large

cuts in disposable income (especially among lower income families),

changes in household consumption as well as changes in federal

procurement are going to affect employment levels by industry.

The 'winners' in the budget shift are not auprisingly all

directly related to military spending.

Gainers (+5,000 FTEs) FTEs

Aircraft, parts 37,566

Radio, TV, radar, sonar 17,952

Ordnance, accessories 14,329

Electronic components 6,587
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The 'losers' are found in those sectors where the federal government

spends the largest share of civilian dollars and where lower income

consumers spend a large proportion of their income.

Losers (+5,000 FTEs) FTEs

Medical, education -23,762

Other agricultural products -11,705

Wholesale, retail trade -11,183

Maintenance, repair construction - 7,299

Employment Gains and Losses by Occupation

The shift in budget priorities also induces a rather dramatic

change in the demand for labor by occupation. In particular, there is

a structural switch from generally lower-skilled jobs to those

requiring more education and skills. The demand for sales, service,

and clerical workers, along with laborers and household workers

declines by over 20,000 jobs nationwide, while the number of full-time

equivalent positions for professionals and managers, along with

craftsmen and operatives, increases by over double this amount.

Occupational Shift (in FTEs)

Professionals managers + 3,256

Craftsmen operatives +37,087

Sales, service, and clerical - 8,916

Laborers household workers -11,940
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Craftsmen and operatives are obviously the big winners in this

scenario. This is due to the increased demand for such workers in the

key defense industries: aircraft, ordnance, radio, TV, radar, sonar,

and electronics. Combined, these industries demand more than 46,000

additional full-tine blue-collar workers with these skills. More than

20,000 professionals and managers are also demanded by these

industries.

The losers are made up of workers at both ends of the

occupational spectrum. More than 13,500 professional and managerial

FTEs are lost in the medical and education sector as a result of the

$3.9 billion cutback in federal civilian procurement and the $1.1

billion reduction in induced household consumption. Farm laborers and

blue-collar workers in the food processing industries are significant

losers as well. Almost 11,000 fewer farm laborers are demanded under

this simulation and over 3,000 workers in the food and kindred

products industry are no longer needed. These workers required more

UIB and Food Stamps and some of them AFDC. We shall-return to this

issue later in this report.

The Impact of the Budget Shift on the Regions

Because of the regional detail in the MRPIS model (50 states plus

the District of Columbia), it is possible to analyze the overall

effect of the budget shift on individual states and, through
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Table 11

EXPENDITURE ANALtSIS - 8ALANCED NUDWRT (NO TAX CUT)

Nepional Analyst of the Bodiet Pritort Shift
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Sonth Atlantic
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Vest South Central

Nountain

Peat fi
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-o.0on 0.272 $138,710 -634,368 2.83t 5.632 50.3

-0.11 0.08 122.564 -178.132 14.68 17.26 85.1

-0.15 0.02 37.787 -250,910 20.68 18.63 111.0

-0.12 0.0 -2,081 -74.576 6.15 7.85 78.3

-0.22 -0.10 -129,592 -276,736 22.81 15.90 143.5

-0.24 -0.07 -33,165 -108.081 8.91 6.08 146.5

-0.17 0.0 519 -134,666 11.10 9.75 113.8
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-0.08 0.23 309,988 -106.321 8.76 14.28 61.3

-0.142 0.052 6436.094 -$1.213.058 100.0? 100.0? 100.0
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aggregation, on census regions. (See Figure 2) Differences in the

industrial structure of each state and region, and variation in the

extent to which they currently offer transfer programs such as AFDC,

almost assure that any major change in budget priority will have some

regional effects. The simulation suggests that these are not

inconsequential.

Table 11 presents the final percentage change in family

disposable income for each of the nine census divisions. The South

(and particularly the states in the East South Central and the South

Atlantic regions) fare the poorest. Mississippi, Alabama, Tennessee,

and Kentucky as a region suffer a .24 percent reduction in disposable

income while the states in the South Atlantic region from Delaware to

Florida lose .22 percent. Part of this is due to the heavy reliance

on AFDC and Food Stamps in these states, but pert of it is also due to

the fact that this area has an industrial structure that is not

favored by the shift in the federal procurement pattern. On the other

hand, the New England and Pacific regions experience the smallest

declines in family disposable income largely because of the

concentration of aircraft plants on both coasts. They suffer a .07

and .08 percent decline in income respectively.

To accurately reflect the disparity between regions, it is

helpful to analyze the change in aggregate family income relative to

the number of family units in each region. For example, New England

contains 5.6 percent of the nation's family units, but accounted for

only 2.8 percent of the total country's loss in disposable income.

The region's loss was therefore only half as great as it would have
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been if all regions shared equally in the change in disposable income.

In contrast, the East South Central region suffered a loss nearly 1.5

times the national average.

These differences are reflected in the changes in net earnings in

each area of the country. New England and the Pacific regions had

hefty increases in earnings (.272 and .23% respectively), while the

two key southern regions both suffered absolute earnings losses. The

Middle Atlantic states and the industrialized East North Central

region both had alight earnings gains while the farm belt and the

mountain states basically broke even on wages and salaries.

What's behind these regional disparities? A look at the

industrial structure of each region reveals why some areas of the

country do better than others under this budget program. New England

and the West Coast do well because they are specialized in the durable

manufacturing industries that supply the defense department. The

southern states do badly because their economies are still

agriculturally-based and the farm sector is hit by the cuts in the

Food Stamp program and the loss in income among low-income families in

general.

An analysis of individual states shows where the employment and

earnings gains are the largest. (See Table 12) Connecticut, the

world's leading producer of jet engines and a major shipbuilding area,

ends up with a net increase of over 6,200 FTE jobs as a result of the

shift in budget priorities. Two-thirds of these are in the aircraft

industry with another 1,200 in ordnance and shipbuilding.

Massachusetts gains nearly 3,400 PTEs because of its high technology



150

Table 12

~hni,~e4, K yInnt (7Tn.l by Srate md ta,darry
n . conspeueoee of tre s/dKet St4at (so Te Ct

Major Induatrieultey State.

State

Maasachusetts

(over 500 jobs)
Total FTEa Ley Caining lods. Key Losing Inds.

3,386 Radio 1,420 Medical -735
kEducational

Connecticut 6,263 Aircraft 3,926
Ordnance 788
Shipbuilding 442

Nev York 2,174 Radio 2,942 Medical -2,574
&Educational

Aircraft 2,642 Maintenance -924
Repair Const.

Ordnance 620
Electronica 736

Nev Jersey 3,033 Radio 1,951 Medical -517
Educational

Electronics 585
Aircraft 972

Pennsylvania 1,450 Aircraft 1.354 Medical -1,239
&Educational

Electronics 685
Radio 504

Ohio 3.172 Aircraft 3,039 Medical 957
&Educational

Radio 614
Ordnance 572

Indiana 2,424 Aircraft 1,176
Radio 974

Missouri 1,274 Aircraft 2,373 Medical 719
4Educational

Ordnance 644

Kansas 1,082 Aircraft 1,638

Washington, D.C. -3,715 Medical -663
4Educational
Business -502
Services
Trade -623
Other Agri. -410
Products
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Table 12 (cont.)

(ower 500 jobs)State Total PTE* Key Gaining Ind. Key Losins Ind.

Virginia -923 Medical -470
&Educational
Trade -474

North Carolina -1,985 Trade -492
Other Agri. -256
Products
Medical -285
Educational

Florida -3207 Aircraft 457 Other Agr.-1,881
Producta

Ordnance 447 Trade -792
Medical -933
Educational

Tennesee -1,189 Medical -541
&Educational

Arkansas -1,320 Medical -342
&Educational
Other Agr. -306
Products

Washington 3.051 Aircraft 3,223
California 14,468 Aircraft 7,953 Other Agr.-3,430

Products
Ordnance 6.570 Medical -1,957

bEducational
Radio 3,581
Electronica 1,140

U.S. 19,487 Aircraft 37,566 Med.& -23,762
Educational

Ordnance 14,329 Other -11,708
Agr. Products

Radio 17,952 Trade -11.183
Hotels, -4,123
Per. Sera
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industry (mainly radio. TV, radar, and electronics) and its own jet

engine production facilities. Other gainers because of these

industries are: New York, New Jersey, Ohio, Missouri, Kansas,

Washington, and California. Virtually every state with a major

aircraft facility (Boeing, McDonnell-Douglas, Lockheed, Pratt &

Whitney, General Electric, and North-American Rockwell) fares well

under the budget shift, as do states with high tech industries. Those

states that suffer a sore than average loss in income are those with

large agricultural sectors (such as North Carolina and Florida) with

no offsetting defense industry.

The transfer program losses are distributed even more unequally

than employment because of the wide variation in program utilization.

Over two-thirds of the total reduction in AFDC payments takes place in

just three regions: Middle Atlantic, East North Central, and Pacific.

Included in these regions are the states with the largest caseloads

and the highest benefits, states like New York, California, and

Michigan. In contrast, nearly two-thirds of the reduction in Food

Stsmp benefits occurs in the three southern regions: South Atlantic,

East South Central, and West South Central. Included in these regions

are the states with the lowest AFDC benefits and the greatest amount

of poverty. As a consequence, they are the most reliant on the Food

Stamp program.

There is one interesting anomaly in the results that points up

the interdependence between transfer programs. The Middle Atlantic

region, including New York, New Jersey, and Pennsylvania suffers a

loss of nearly $300 million in AFDC benefits. This is 27 percent of
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the U.S. total. The cuts in APDC are so extensive that the families

who experience them are apparently eligible for enough added Food

Stamp benefits that overall the region's Food Stamp bill goes up,

rather than down.

Finally, the analysis also provides some information on the

transition from welfare dependency to independence, and through the

labor market in the model, on the transition from welfare to work.

For example, the initial Food Stamp caseload in the simulations

includes 5,351,000 families (and unrelated individuals) or 7 percent

of all family units. The immediate change in the Food Stamp

eligibility criteria (in connection with the changes in the AFDC

program) results in eliminating on net 71,500 cases. However, because

of changes in labor demand generated by the budget shift, some 25,000

new families are enrolled in the program (as a consequence of earnings

losses) while nearly 41,000 find jobs (or work more) so that they no

longer require or are eligible for benefits. Thus the overall result

is a reduction of more than 87,000 Food Stamp cases.1121 The net

impact of employment creation on the AFDC caseload is, as expected,

much weaker. Still over 2,100 families leave the APDC rolls because

of increased employment opportunity.

The Results: Simulation # 2

The second simulation represents an economic policy that is

clearly expansionary. In addition to the same shift in budget

priorities studied in the first simulation, this analysis includes
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cuts in federal personal income tax rates that initially reduce income

tax revenue by $13.75 billion. This produces a large boost in family

disposable income and consequently large increases in consumption,

final demand, gross output, and employment. In turn, this expansion

of the economy is responsible for a significant (additional) reduction

in the Food Stamp and AFDC programs as welfare recipients find jobs or

otherwise increase their employment.

Nationwide Aggregate Impact

As Table 13 indicates, the shift in budget priorities, in

conjunction with the sizable cuts in personal income taxes, produces

over $13.5 billion in additional final demand and $11.8 billion in

induced household consumption. This, in turn, is responsible for

generating employment demand for nearly 584,000 additional full-time

equivalent jobs in the private sector. According to the analysis, one

FTE was generated for every $23,000 of final demand. Annual earnings

averaged $10,650 per FTE created.

Table 13

AgRreRate Impact of the Budget Shift and Tax Cut

AFinal Demand $13. 554 billion

AGovernment Procurement 1.685 billion

hConsumption Demand 11.849 billion

AGross Output 23. 893 billion

AEmployment (FTEs) 583,647
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Nationwide, total family disposable income rises by S16.6 billion

or practically 2 percent after taking into account the tax cut and the

sore than $6.2 billion In new wages and salaries induced by the

Increase in household consumption demand. Dividends, interest, and

rent payments rise by another $1.5 billion making for an increase in

new family total earnings of over $7.7 billion. (See Table 14)

Table 14

Change in Family Disposable Income
(Mbillion)

bLabor Earnings $6.216

ANon-Labor Earnings 1.490

ATotal Earnings _._57. 706

LAFDC Payments -1.117

tFood Stamp Bonus Value -0.654

AUnemployment Benefits -0.839

ATotal Transfers -$2.643

AFederal Income Tax -12.138

AFICA Tax 0.279

AState Income Tax 0.351

ATotal Taxes -$11.508

AFamily Disposable Income $16.574

Increased earnings, in turn, produce new federal and state

government revenue flows at the same time that they reduce the demand
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for transfer payments. Families pay $1.6 billion in federal personal

income taxes and $280 million in additional FICA taxes On the extra

$7.7 billion of total earnings. State governments also benefit

gaining $350 million in additional state income taxes.

On the transfer side, the tax cut generates additional savings in

both the AFDC and Food Stamp programs and (relative to Simulation # 1)

leaves unemployment benefit programs nationwide almost $1 billion

healthier. A comparison with the results from the simple budget shift

simulations (recall Table 2) shows that tax-cut induced job 
creation

saves the AFDC program an additional $15 million and the Food 
Stamp

program $42 million more. One should note that these reductions are

the direct result of current recipients finding jobs or increasing

their employment in response to the increase in aggregate demand.

The Impact of the Budget Shift/Tax Cut Package on the Net Fiscal

Position of Federal and State Government

The initial cost to the federal government of the entire budget

reallocation and tax cut package was $13.75 billion - the value of

the original reduction in tax rates. In the course of the simulation,

the federal government recoups personal income and FICA tax revenue

and saves on AFDC and Food Stamp spending. The state governments gain

additional income tax revenue and save on both AFDC and UIB 
costs.

Overall, as Table 15 indicates, the federal and state treasuries

recoup $5.0 billion leaving a net deficit position after all 
induced

effects are taken into account only $8.8 billion. Assuming that the



157

states recoup half of AFDC savings, all of the induced UIE savings,

and receive additional state income tax revenue out of new private

sector earnings, the states become the real winners'. Our analysis

suggests that they end up with nearly $1.9 billion in net revenues,

almost half of which is in the form of UIB savings. The federal

governament recoups $3.1 billion, a little more than half from the

personal income tax and the rest from increased FICA and transfer

savings.

Table 15

Net Fiscal Position of Federal and State Governments
as a Result of the Budget Shift/Tax Cut Package

(in billions)

Federal State
Government Governments

Federal Income Tax Cut -$13.750

Federal Income Tax 1.612

Initial I

Induced I

Induced State Income Tax

Induced FICA Tax

Direct Cut in Food Stamps

Induced Cut in Food Stamps*

Direct Cut in AFDC

Induced Cut in AFDC*

Induced Cut in UIB*

Net Change in Fiscal Position

0.350

0.279

0.612

0.042

0.551

0.007

Total

-13. 750

1.612

0. 350

0.279

0.612

0.042

1. 102

0.015

0.978

-$8. 760

0.551

0.007

0.978

$1. 886-$l0.656

*Tax-cut induced Savings

98-105 0 - 82 - 11
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The Impact by Income Class

As one night expect. the income tax cut combined with the

reductions in transfer payments tends to skew the distribution of

disposable income toward the upper income groups. Most of this is due

to the fact that, according to our analysis, five-sixths of the

reduction in personal tax liability goes to the 36 percent of the

population with (1975) incomes in excess of $15,000. Even without the

502 tax cap on marginal rates, a strictly proportional 10 percent

reduction in tax rates would have yielded nearly the same result. The

upper income groups are simply responsible for enough of pre-tax

income that any tax cut will disproportionately benefit them. (See

Table 16)

One should note that the tax cut (along with induced earnings

growth) is substantial enough to benefit each of the income categories

beginning with the $6251-7500 group. As in simulation # 1, the lowest

income group also benefits from the total fiscal package, being the

beneficiary of both additional AFDC payments and additional earnings.

Overall, the average family in the nation gains $217 in added annual

disposable income. The range across income categories is from -$38 in

the $3751-S5000 group to +$492 in the highest income category. The

tax cut benefits (including induced earnings) do not outweigh the

transfer cuts for the lowest income categories (excluding category 1).

(See Table 17)

While disposable income is skewed toward the more well-to-do, the

lower income groups gain proportionately more from the induced
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earnings generated by the tax cut. For example, those in the poorest

income category gain enough additional employment to boost their

earnings by over 6.6 percent. At the other extreme, the highest

income category enjoys a proportional earnings gain only one-tenth as

large. For one group in the middle of the income distribution, the

additional earnings from employment is sufficient to turn a $30 per

year loss in disposable income around to a $25 average annual gain.

The Demographics of the Change in Disposable Income

The "winners" and 'losers" under the combined budget shift/tax

cut policy differ somewhat from the list presented for the budget

shift alone. First off, all age groups benefit from the program. But

the greatest gains are found among prime age families (those in the

age groups 25-34 and 35-54). The very young and very old benefit less

because the savings from the tax cut go mainly to those who are in

their peak earning years. [13] (See Table 18) Those families headed

by an individual under the age of 25 gain only half as much

proportionally, while the older group within the two prime age

categories enjoys a 2.05 percent boost in disposable income.

Table 18

EXPENDITURE ANALYSIS - BALANED BUDGtT (WITH TAX CUT)

Percent atonge In Pemdly Disposable Incom
by Age of Head and legion

as a>>L 04111

Sic I0L3 Ile 1.1 LS 353 .9
aIIL AILS' a.5 .s .3 .0 a s3s

east MAINaln EISL S.5I 3.50 R.53 3.91 1.90
CifI NiL LIESO .0 0. .9 .2.
0u?!., ATLANTIC "0.. 3.1 0.

last SOINl C! blISI 86.5 0.39 A0.0o S." .
WEST SALIN C ISIIA 0.55 .1.5 1.36 1.30 0.39

PACIFIC 1.05 0.15 I-* 3-' .1) 3.6

U.S. TOTAL. Me1 0.13 3.55 0.39 1
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Again race/ethnicity and sex matter. Families headed by a white

male gain some 2.11 percent in disposable income, while at the other

extreme, those headed by female minorities lose on average 1.78

percent of their initial disposable income. (See Table 19) That

families headed by minority sales also gain appreciably from the

overall program suggests that the AFDC cuts may be dominating all

other factors in explaining the changes in disposable income among

female-headed families, and especially those headed by a member of a

minority group.

Table 19

EXPENDITURE BANLYSIS - BALANCD 5UDGKT (1ITH TAX CT)

Percent Change in ?adly Dimpseable Incom
by lace/Ethnie Group end Region

P~Djta il~l e1411 SAJISII eamoalTi LL inw

ehi~l tACL441 2.39 ".1 0.41 2 -1.49 1.44

S0il 5,1L £15511 1.4 1.21 6.12 -1. e.00
etUX S) t 50812hCIL 1. 1 1.21 0. 0 .. 1 1.42
SWITH AILAOItl a 1. 20 so e3 A iI
I&Si SCLe tISIAL 1.19 0.1S 0.84 -1.11 1.24
N.) ICLS1 £IIIIAL 1.S2 1.41 5.12 -1.02 1.44

4&IAI2~~ ~ 4.1 0.6 0.41 1.IA 1.40PACIFIC 1.11 1.20 4.04 -3.68 1.69

u.s. TOTAL 1.91 1.1 6.11t -1.16 1.83

The Demographics of the Change in Earnings

The addition of the sizable tax cut to the budget shift does not

change our original finding concerning the distribution of earnings

gains. The lowest income groups gain proportionately the most; the

highest income groups the least. This suggests, as before, that a

significant number of the jobs created by the tax cut (and the shift

in budget priorities) do go to lower wage workers.
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What is perhaps most interesting, however, is that the tax cut

induced job creation boosts the earnings of women slightly sore than

men (outside of the South.) Moreover, the largest proportional gains

In individual earnings go to young non-white men, and young women

(both white and non-white). (See Table 20) This suggests the

expansionary fiscal policy will benefit those groups presently with

the very highest unemployment rates. Apparently the types of jobs

generated by the particular pattern of consumption induced by the tax

cut Include a significant number that are open to these obviously

disadvantaged groups. One Irony in our economy is that higher income

families tend to spend a larger portion of any marginal dollar of

disposable income on goods and services provided by less-skilled and

less-experienced workers. This is one instance where 'trickle-down'

seems to work.

Table 20

CSPERDITURE ANALYSIS - BALANCD BUDGET (WITH TAX CUT)

Percent 0hge In Individual Earuings
bY RAce/Etbic Group ad Age

BALI AILt BEPAL .I FES
muhl ITTa .Joaui , isNNI1, AL ROUwS

(21 0.14 2.53 . 3.5* 1.13

1-14 0.13 .34 6.8 .14 6.1
E- 8.81 3.81 0.4 6.41 e

U.11. TOTAL 8.81 *.Ts .W 8.83 8.
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Employment Gains by Industry and Occupation

The shift in budget priorities from non-defense to defense

spending saw large employment gains in the traditional

military-oriented industries. Once the tax cut induced consumption

pattern is added to the shift in public sector final demand, the range

of industries expanding employment broadens considerably. Given the

fact that higher income groups benefit disproportionately from the

rise in disposable income, one might expect the new employment pattern

to reflect their consumption choices. Indeed, this seems to be the

case. The industries experiencing an expansion of 10,000 or more FTEs

are:

Industry FTEs

Wholesale/Retail trade 136,291
Finance, insurance services 50,255
Medical, education services 39,233
Aircraft, parts 37,721
Transportation, warehousing 25,654

Personal services, hotels 24,981
Apparel 20,702
Radio, TV, radar, sonar 19,339
Household furniture 17,788
Business services 16,403
Motor vehicles, parts 14,888
Ordnance, accessories 14,464
Amusements 12,946

The employment gains for younger workers can be traced to the

increased demand for workers in retail trade, personal services, and

amusements.
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Still, the largest mTE gains are found among craftsmen and

operatives, those vho work in the traditional durable and non-durable

manufacturing industries. As Table 21 shows, this occupation group

gained over 267,000 PTE slots. The large dollar earnings gains to

prime age workers can be traced to expansion in this sector.

Table 21

Change in mTE and AmrSegte Earning, bY Occupation

Annual
ATEs arnings Earninas/.FE

Professionals, Managers 149,887 52.070 b. $13,807

Sales, Clerical, and Service Workers 150,885 1. 271 b. 8,.428

Craftsman nd Operatives 267.103 2.927 b. 10,959

Laborers and Eousehold Workers 15,772 0.116 b. 7.073

Total 583.647 $6.384 b. $10,650

The Regional Impact of the Budget Shift/Tax Cut Program

The budget shift alone created significant regional disparities

in disposable income, particularly because of the location of key

defense industries and the differential use of transfer programs among

regions. Once the tax cut is added to the budget shift, much of the

regional disparity disappears. The South Atlantic states gain the

least from the total fiscal package, but they nevertheless end up with

an increase of 1.54 percent in disposable income. The Pacific region

gains the most, 2.09 percent.

A comparison of the coefficients of variation in disposable

income across regions indicates clearly the reduced interregional
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disparity in disposable income. In simulation # 1, this statistic of

relative variance has the value of .407. In simulation # 2, the

coefficient of variation is only .117, suggesting a uuch tighter

distribution. The budget shift taken by itself is not

distributionally neutral across regions. When the shift in spending

priorities is tied to a large general tax cut, however, one can argue

that the entire package tends to be relatively neutral with regard to

the regional distribution of disposable income. Essentially, the

non-neutral impact of defense spending is largely offset by the

relatively neutral tax cut. Notwithstanding, the total package does

provide some additional benefit to the East and West Coast states

relative to the South and the Prairie states. As expected, individual

earnings growth is more unequally distributed across regions than

disposable income. (Coefficient of variation - .304). States with

defense industries still tend to benefit more than others.

Some Implications based on the Simulation Results

Many of the statistics generated by these simulations speak for

themselves. However, it seems useful to mention some of the major

implications the Policy Impact Study staff draws from these results.

These are offered in the expectation that a useful dialogue about

specific public policies can be undertaken on the basis of the MRPIS

model. No attempt is made here to play out in detail any particular

set of policy implications. The reader should recall that all

statistics reported in this document refer to calender 1975 and

therefore cannot be compared directly to present aggregate income levels.
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[1] An Expansionary Program - Contrary to widespread popular belief,
a general shift in budget priorities from civilian sector
procurement and transfer programs to heavier military spending
does not appear to have an adverse effect on aggregate final
demand nor the overall level of employment. Spending on the
military produces approximately the same number of full-time
equivalent jobs as does spending on civilian programs.

Once the tax cut is added to the budget shift, the overall
fiscal program proves to be highly expansionary. Overall, some
584,000 m. are generated in a broad array of industries. This
implies that once the Administration's tax program is phased in,
one might expect a rather strong economic recovery that will not
be damped by the shift away from transfer programs or toward
military spending. Obviously, other factors such as interest
rates and expected future sales will play an important role in
determining how strong the recovery will be. But the budget
shift itself will not be a fetter on expansion or require large
outlays of additional transfer payments for those displaced from
industries that are closely tied to federal government civilian
procurement.

121 Income Distribution by Income Class - The concern that some
groups have about the distribution consequences of the
Administration's budget are not without some substance. The
shift in budget does benefit upper income family units while
penalizing lower income groups that currently depend on various
forms of transfers for a share of their income. However, the
lowest income category appears to be insulated from the transfer
cuts so that the 'social safety net' remaips in place for this
group. Once the tax cut is added to the policy package, the
distributional effects are amplified.

Disposable income for the top income category ($15,000+)
increases by 2.6 percent due to the direct impact of the tax cut
(+2.112) plus induced earnings gains (+0.47%). For the lower
income categories, the transfer cuts generally outweigh the
induced earnings gains leaving a reduction in disposable income
in the -.31 to -.89 percent range. On the other hand, the lowest
income groups clearly receive the largest proportional increases
in earnings, suggesting that induced employment demand is
beneficial to those at the lower end of the income distribution.
Although the term may be discredited, these results imply some
degree of 'trickle down' from tax cuts that favor the more
well-to-do to earnings gains among others.

131 Impact on the Public Treasury - The shift in budget priorities
(without the tax cut) tends to be slightly expansionary leaving
the federal treasury with a small budget surplus. Increased FICA
revenue and induced reductions in Food Stamp payments more than
offset small declines in personal tax revenues (as a result of
some earnings losses among families in the highest tax brackets)
and some induced increases in AFDC benefits.
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Once the tax cut is added, it is impossible to avoid a
federal deficit despite induced increases in personal tax and
FICA revenues and some added reductions in the Food Stamp and
AFDC programs. Our analysis suggests that approximately $3
billion is returned to the federal treasury so that the net
(short-term) cost of the $13.5 billion tax cut figures out to be
about $10.7 billion. This deficit may be further reduced if the
tax cut induces greater work effort and therefore sore tax
revenue, but the Level 1 MRPIS model is not equipped to measure
this 'supply-side' effect.

While the federal government experiences a deficit, the
state governments are likely to be the real "winners" as a result
of the expansionary policy. Increased earnings generate higher
state income tax revenues and lover unemployment insurance costs.
Together these produce a $1.3 billion "surplus" in state
treasuries. In addition, if the AFDC reductions at the federal
level are carried through at the state level, there can be added
savings here.

[4] Impact on Public Assistance - While the tax cut generates a
substantial amount of additional employment and earnings, our
analysis suggests that increased aggregate demand induces only
small reductions in Food Stamp and AFDC costs. Altogether, the
tax cut induces a $42 million savings in the food stamp program
and generates only $15 million from AFDC. This implies that if
the transition from welfare to work is to be enhanced, it is
necessary to develop 'targetted" employment programs for welfare
recipients. Wage subsidy programs or other forms of special
employment assistance will be necessary to move large numbers of
families from welfare dependency to self-sufficiency.

[5] Regional Disparities - Our analysis implies that the budget shift
taken by itself is not neutral among regions. In particular, the
heavy concentration of defense production in a small number of
states tends to dominate the change in the interregional
distribution of income.

However, once the tax cut is added to the shift in budget
priorities, the overall impact of the combined policy appears to
be relatively neutral. Defense-impacted states continue to do
somewhat better than others, but the variance between states is
substantially reduced.

161 Structural Unemployment and Inflation - While this analysis
cannot provide any definitive information on "bottlenecks" in the
economy, the changes in employment demand by industry,
occupation, and region can be used to point out potential trouble
spots in the labor market. For example, the budget shift
(without the tax cut) generates demand for nearly 31,000 more
workers in the aircraft industry. At the present time there is
already a shortage of well-qualified machinists in this industry.
The added demand could lead to wage inflation and might produce
delays in the delivery of aircraft orders.
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On the other hand, the budget shift scenario (without the

tax cut) suggests a reduction in demand for relatively

lover-skilled workers, particularly in saleework end farm labor.

This could exacerbate the employment problems with limited
skills. Whenever there is a major change in spending patterns,

there will likely be some short-run adjustment period necessary

to train workers for expanding industries and occupations and

allow for the smooth transition from declining sectors to other

areas of the economy. The model helps to pinpoint these trouble

spots.

Conclusion

As we noted earlier in this report, all of the statistics

presented here are for demonstration purposes only. The rudimentary

nature of portions of the present MRPIS model plus the vintage of some

of its data sources caution us against using these results for actual

policy analysis. Nevertheless, we believe that the simulations

presented here are broadly suggestive of what possible effects changes

in budget priorities can have on the economy. Improvements in the

present model should make the MRPIS system substantially more useful

as an evaluation and planning tool.
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[1] Calculated from Philip H. Rita, Eugene P. Roberts, and Paula C. Young,
'Dollar-Value Tables for the 1972 Input-Output Study," Survey of
Current Business, Vol. 59, No. 4, April 1979, P. 67.

12] Charles L. Schultze, "Economic Effects of the Defense Budget," The
Brookings Bulletin, Vol. 18, No. 2, Fall 1981, p. 4.

[31 Ibid.

[4] A.F. Ehrbar, 'The Battle over Taxes," Fortune, April 19, 1982, p. 63.

[5] U.S. Bureau of the Census, Statistical Abstract of the United States
1980, Table 432, p. 259.

161 David Rogers and Thomas Oliphant, "The Reagan Shift: Arms First",
Boston Globe Special Report, January 18, 1982.

[7] Marion Anderson, "The Empty Pork Barrel", Public Research Interest
Group, Lansing, Michigan, June 1974, p. 13.

[81 Statistical Abstract of the United States op. cit., Table 939, p. 561.

[91 'How Stimulative is Fiscal Policy?" Business Week, January 25, 1982,
p. 85.

[101 These consumption patterns are based on an analysis of 56 commodity
categories generated from the 1972-73 Consumer Expenditure Survey.
The original work on this analysis was performed by Kevin Hollenbeck
as part of the development of the RESIND model developed by Robert
Haveman and Fredrick Golladay at the Institute for Research on Poverty
at the University of Wisconsin. For a discussion of the estimation
process used to generate marginal budget shares, see Fredrick L.
Golladay and Robert H. Haveman, The Economic Impacts of Tax-Transfer
Policy (New York: Academic Press, 1977), Appendix D, pp. 141-146. The
original set of marginal budget shares was adjusted by the SWRI
research staff to smooth major discontinuities between income classes
and then renormalized.

[11] The "non-defense" federal government final demand vector in both the
MRIO model and the BEA U.S. Input-Output Accounts includes spending
for military foreign aid, for this is governed by the State Department
rather than the DOD. For this reason the largest components of
non-defense spending appear to be ordnance and aircraft. To rectify
this condition so that the simulation reflects "civilian" rather than
non-defense cuts, the final demands for these two industries were left
unchanged. In addition, the reduction in the radio and TV industry
(which includes radar, sonar, etc.) was reduced by half from 6X of the
change in final demand to 3Z.
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[121 In fact, the changes in the AFDC and Food Stamp programs in
conjunction with the shift in federal procurement activity leads to a
high degree of turnover in the caseload. According to simulation #1,
the transfer program changes alone resulted in 722,900 case closings,
but 651,300 new openings.

[131 In the present MRPIS Level 1 model, non-labor earnings are assigned to
aggregate income groups by a fixed formula. These are not assigned to
individuals on the household records and therefore we cannot estimate
the demographic distribution of these earnings. Hence in these
tables, family disposable income excludes non-labor earnings.
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APPENDIX I

Assumptions in the MRPIS Level I Model

As with any model, there are many assumptions built into the

structure of the MRPIS simulator. These can be addressed in terms of

the four main components of the model.

The household sector keeps track of the demographic and economic

characteristics of the households in the micro data base (20% of the

SIE) and processes each household through a series of tax and transfer

subroutines. The subroutines for federal and state income taxes,

FICA, AFDC, GA, SSI, and Food Stamps are derived from the ASPE

versions of the TRIM and MATH models. An additional subroutine for

unemployment insurance benefits was developed for use in the MRPIS

system. At this point in model development, this routine is based on

a simple 'earnings replacement' algorithm which assumes that UDI

benefits equal, on average, 40 percent of lost wages [*1 For those

who already received For those who already receive some UIB transfers

during the survey year, additional hours of unemployment result in

adding UIB equal to .40 times the straight-time hourly wage rate.

Workers who are assigned more hours of work in the course of a

simulation have their MIB benefits reduced at this rate, if they were

1*1 For estimates of the 'replacement ratio', see Wayne Vroman, 'State
Unemployment Insurance Replacement Rates in 1980," The Urban
Institute, Working Paper No. 1280-5, August, 1980.
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receiving any UIB in the initial round. Any worker who was not

initially receiving benefits sust be unemployed in the model for 40

hours or more before they begin receiving insurance transfers. These

assumptions very likely distort the actual distribution of UIB, for

there is no cap on the total amount of benefits allowed to a worker

and no variance in benefits among states. The first problem is

relatively minor because in no simulation under contemplation here

would a worker be made unemployed for more than 26 weeks and thus

exhaust benefits. The second problem is much more severe because of

the large differences in state programs. A substantially improved UIB

simulator will be incorporated in future versions of the MRPIS model.

The product market in the model is used to translate changes in

family disposable income into changes in consumption demand for 56

commodities. The present MRPIS model implicitly assumes the same

consumption pattern for all households in the same income category.

There is no variance with regard to family composition, the age of

family members, or region. Moreover, in-kind transfers in the form of

Medicaid, Medicare, Food Stamps, and subsidized housing are not

included in the Consumer Expenditure Survey that provide the raw data

for the calculation of commodity-specific budget shares. Hence the

model implicitly assumes that two families with the same nominal

income, but different access to Medicare, for example, spend the same

amount on health care out of an additional dollar of disposable

income. This assumption is obviously wrong, and we have no estimate

of how much this might affect final results. Note also that the

marginal budget shares used in these simulations refer to 1972-1973
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expenditure patterns before the period of energy price inflation.

The business sector in the model is represented by the 1963

Hultiregional Input-Output (MRIO) model which includes information on

79 industries in each of 51 regions (the 50 states plus the District

of Columbia). The KRIO appears to provide reasonably accurate results,

despite its underlying assumption of strict 'linearity' in terms of

inputs and outputs. Linearity means that no matter how large or small

the change in final demand, it will always be satisfied with the same

proportion of inputs. Hence, to produce $1 million worth of

additional automobiles requires the hiring of more auto designers,

even if in reality all that is done is to add a few more assembly-line

workers to the production process. This assumption of strict

linearity may very well bias in unknown ways the employment demand

relation in the model. The vintage of the MRIO obviously biases the

results, but again we have little information on how or how badly. At

present a 1977 set of MRIO accounts are being developed.

The labor market in MRPIS was developed from the ground up by the

KRPIS research staff. It assumes a job competition model with fixed

wages. All adjustments in the labor market are therefore carried out

in terms of quantity rather than price (wage) adjustments. In the

Level 1 model, there are four aggregated industry groups; four

aggregated occupation groups, 51 regions, and 17 employment status

groups. Each worker is assigned to one of these IORS categories based

on his or her employment in 1975. In assigning added or reduced hours

to individuals, we assume no mobility between IORS categories. This

is equivalent to assuming no interstate migration and no mobility
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between broad industry and occupation categories. Hence if the model

simulates an increase in the demand for operatives in a durable

manufacturing Industry in Ohio, only operatives from durable

manufacturing industries located in that state will be eligible for

additional hours of work. This is obviously a (very) short-run

assumption. However, because of the level of industry and occupation

aggregation in the model, this assumption of iimobility is not

particularly restrictive. A Michigan autoworker, for example, can be

given additional hours of work in the state's steel industry.

The employment status groups refer to whether a worker was

working full-time or part-time, full-year or part-year, and whether

any unemployment was voluntary or involuntary in the base year.

Additional hours of work (or reductions in hours) are assigned to

individual workers in the MRPIS model based on their employment status

group. In the present version of the simulator, additional hours are

first assigned to workers who experienced involuntary unemployment in

1975. If there are sufficient hours to be distributed, overtime hours

are eventually assigned. The hierarchy implicit in the hours

assignments is identical in each IOR group and is based on a priori

theory, not empirical analysis. In future versions of the MRPIS

model. additional flexibility will be incorporated into the labor

market structure. For the time being, it is sufficient to note that

the assignment hierarchy does not distinguish workers by reason of

age, race, sex, or educational attainment. This assumption can be

easily relaxed in future modeling.
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Representative REUSS. Thank you very much, Mr. Bluestone.
Mr. Zysman.

STATEMENT OF JOHN ZYSMAN, PROFESSOR, UNIVERSITY OF CALI-
FORNIA, BERKELEY

Mr. ZYSMAN. One of the fates of having a name that begins with
"Z" is you end up last in many of these situations and therefore learn
quickly how to be brief.

Representative REUSS. Well, you've been very patient as we went
from A to Z, and take as much time as you want.

Mr. ZYSMAN. It's a great privilege to appear before you. Like the
other people here, I've been working over the last years on issues sur-
rounding foreign and American industrial development. The most
recent of those pieces is in fact a document that was brought out by
the Joint Economic Committee, as you probably know, on United
States-Japanese competition in the semiconductor industry.

We can talk about a number of those industrial sectors in the conver-
sation that I hope will follow. Let me very rapidly present to you an
outline of my prepared statement. In fact, to try and help you
through this, I've in fact passed out an outline of the remarks here that
I want to make.

Let me say first of all that it's clear, not only from before but from
this conversation as well, that industrial policy emerges in a real sense
from a commitment to promote consciouslv the development of Amer-
ican industry and its position in international markets.

We need a recognition that proper aggregate policies, though a pre-
requisite for economic revitalization, do not in themselves ultimately
provide the basis for a sound expansion of the American economy.
And all of us here today seem to be suggesting recognition that proper
policies for industries of all sorts must ultimately rest on an analytic
understanding of the conditions that assure competitive advantage for
American firms in international markets.

Now all of our remarks implicitly assume the present policies have
very serious shortcomings. Let me simply articulate what I think
those are.

First of all, it strikes me that existing policies are fundamentally
protectionist and defensive in character. When American industries
find themselves in difficulty from foreign competition, the standard
response in almost every instance is one form or another of protection.
When in fact we have industries with large employment with large
strategic interests we respond to the difficulties they get themselves
into. We have a series of industrial policies, but they are in fact based
not really on an analytic understanding of what we need to do -but on
the political pressures of the day. When the political pressures of the
day are felt without government having its own conception of where
it might want to take industrial development, without that basic kind
of understanding, the result clearly is protection.

The second major shortcoming is that we do not have any means
of assuring over the long run the infrastructure that firms, both in

mature sectors and most importantly in growth sectors will require to
expand and grow over the years.
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Now we've had the luxury over the last decades to build that infra-
structure on a piecemeal basis. Because of the pressure of foreign com-
petition, that luxury of choosing our own pace of firm and national
investment in these growth sectors is no longer available and we
really need, in research and development, in manpower and capital pro-
vision, to be able to plan that over the future.

The last major weakness is there really is no easy way currently of
reconciling the public interest in competitive firms with the other kind
of competitive public purposes that government must and will pursue.
In the absence of industrial policy, we often end up with what strikes
me as a hopeless argument between public purposes-social purposes if
you will, defined as the overriding public goals such as environment-
and supposedly private interests of corporate competitiveness and
profit. And it strikes me that in the long run we don't really want
to be in a situation of choosing between those two. We need to be able
to do both as public purposes and industrial policy strikes me as a
means of reconciling those.

It strikes me these weaknesses are particularly significant because
developments in the world economy at the moment really press
and require new innovative policies. First of all, the United States is
being pressured in many sectors by the developmental policies of other
governments. By developmental policies, I mean policies that are in-
tended in the short run to promote the competitive development of spe-
cific sectors with the long run intent of providing and assuring the
industrial base required for the expansion of the whole economy.

Now I think that one of the outcomes of the last year's experience
from looking around the world is that unlike our previous assump-
tion, that when governments intervene in markets they fundamentally
and inevitably distorted them, we're starting to see the fact that gov-
ernments can, in alliance with industry, create comparative and com-
petitive advantage for the firms.

Whether the story be the one we told in the report to your commit-
tee on electronics, or whether it be the story of aircraft or the story of
automobiles, it's clear that the patterns of comparative advantage are
created by coordinated policies of private and public investment.

Second, we're being pressured by labor intensive production from
newly industrialized countries.

Third, slow growth in general makes the political problems of
achieving the small micro adjustments that underlie aggregate growth
all the more difficult. Dislocations result from economic change. That's
not new. Nor is it new that the political resistance to those changes
will in time find support in governmental policy. That's not new.

The fact is that during a period of slow growth, we can all the
less tolerate that because we have a great need to assure a flexible fac-
tory and a mobility of resources. That's also true.

That problem is that people really are hurt during these periods
and, therefore, the question becomes, how do we adopt policies that, on
the one hand, in a real sense, assure the flexibility and mobility we
need in the economy while, in some sense, providing for the people
who are being damaged by the very changes we are trying to provoke?

It strikes me that industrial policy in many countries is a way of at-
tempting to reconcile these economic and social objectives. The
technical mechanisms of carrying out many of these policies I might
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add strike me in most cases around the world to have followed rather
directly from the basic political commitment. It strikes me that the
basic political commitment is the most important thing. The tech-
niques for carrying out these policies are something we can all find
ways of doing.

Fourth, I believe the economy in all the advanced countries is really
being reorganized around new advanced sectors such as electronics, in
the future, biotechnology, if you like, but right now, let's focus on the
electronics case.

Those countries that successfully and quickly and innovatively take
advantage of the new possibilities for products and production tech-
nologies that these sectors imply are likely to enter a new stage of in-
dustrial development. The rest risk being left behind. I think that's
very clear in a detailed look at something like the automobile sector.
You look at what's going on in the automobile sector very closely and
you'll discover that it's not simply that the Japanese firms produce
more cheaply; it's not simply that their cars in some sense have
achieved a reputation of being of better quality; it is more basic. It is
that fundamentally different production and marketing strategies have
been adopted by Japanese companies that rest on different strategies
on the organization of production.

Why that's the case, I think we could explain. There really isn't time
to attempt that now.

The point is that studies that we've done in the automobile industry,
other studies that Mr. Magaziner has done in fact in other cases, really
emphasize this reorganization of production as the advantage of the
Japanese in many sectors.

Let me simply' conclude by saying that industrial policy really is
distinguished by the Government's capacity to evaluate the competi-
tive problems of industrial sectors, not by the kinds of policies intro-
duced to solve them.

It strikes me first that Government must provide for the growth
sectors the proper infrastructure for companies to expand. The high
technology sectors, being from California and not far from Silicon
Valley, are something that I pay some considerable attention to. That
means that one really needs to assure the adequate resources of re-
search and development and the adequate resources in such things as
financing of high technology, expanding high technology companies.

What strikes me as clear is that in the current period, policy has not
really attended to the needs to either the mature sectors, such as auto-
mobiles, in their efforts to make a transition to a more competitive
status, or to the needs of sectors such as the semiconductor or elec-
tronics sectors on which the new jobs will have to be based in the
future.

Let me simply point to two examples of that. We've all been party to
and have been following the decision to break up A.T. & T. I think it's
little noted that one of the fundamental outcomes of that breakup
will be a basic change in the role of Bell Laboratories. Bell Labora-
tories has functioned over the last years as essentially a public labora-
tory providing massive resources of research and development. If
A.T. & T. is broken up, Bell Labs must inevitably become a private
research laboratory of Western Electric.
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The question then becomes, if we want to permit that breakup and
that change in role, what public policies do we then adopt to substitute
for that?

We can't afford to wait 3 or 4 years and make those choices because
in the meantime, aggressive development policies, particularly in
Japan, will have made the price of delay extremely high.

Similarly, in electronics, we're now discovering that firms that
were successfully started, as Mr. Magaziner has suggested, with ven-
ture capital are running into serious problems as they become billion-
dollar companies. It is the problems of continuing to expand and
intense foreign competition to which no public policies are at this point
adequately addressed.

Let me simply say that as we look at the menu of policies that this
analysis suggests, it suggests infrastructure, obviously proper aggre-
gate policies, obviously some policies derived toward the particular
need of sectors under immediate pressure, but above all, policies aimed
at making markets for finance, labor, and research and development
work better. In this particular case, we don't really need to solve the
problems of the semiconductor industry; we need to solve the prob-
lems of expanding industries that are taking enormous risks, and we
need to address that. A variety of piecemeal efforts have begun-the
research and development tax shelters that we've all come to be fami-
liar with is a first step but it's a faltering first step and serious prob-
lems remain.

It strikes me that an industrial policy ultimately-my final re-
mark-really has to be a way of reconciling the needs of the advanced
sectors in the area where I now live, in a certain sense to have the re-
sources they need, with the needs of changing sectors and adjusting
sectors in the area where I used to live, around Boston, in which very
real changes and adjustments have taken place. We can't have a set
of social policies or adjustment policies that lock us into the industries
of the past and we can't simply go forward without attention to what
we're dragging behind.

The political problem that I really think has to be solved before
the technical solutions become evident is what kind of balance and
what kind of regional and social deal, if you will, is actually going to
be worked out. Thank you.

[The prepared statement of Mr. Zysman follows:]
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PREPARED STATEMENT OF JOHN ZYSXAN

Until the late 1960's the economic debate in the West

emphasized the possibility that government could maintain

economic stability. The task, it was thought, was to find

the right apparatus and techniques to balance aggregate

demand against the economy's capacity to supply goods and

services. Keynsianism, an effort by government to manage

fiscal and monetary aggregates for stability at arm's length

in pursuit of macro-economic stability and to avoid more de-

tailed public intervention in the affairs of specific sectors

and individual firms, was triumphant.

During the 1970's however the tone of the economic

debate became increasingly pessimistic and acerbic. At first

fears sprang from specific events: The Vietnam inflation,

the Russian grain purchase which pushed up food prices, and

the oil crisis which signalled clearly that the age of cheap

energy which had lubricated the long expansion was over. It

was thought, and still is by some, that the troubles of the

advanced countries were the product of this unfortunate con-

juncture of seemingly unrelated difficulties. The political

debate about the economy changed so dramatically because the

late 1960's came to be seen as a watershed, a time when long

established growth trends began to change. Attention was

suddenly focused on the problem of accomplishing the multitude
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of individual changes in production that underlie the aggre-

gate growth figures. Growth, it was observed, involved a

continuous evolution in who produced what, how, and for

which markets. Firms makes those adjustments, whether they

respond autonomously to price signals or are directed to do

so by bureacratic instruction. In either case, the continu-

ing adaption to new market conditions requires a flexibility

in the factory and the mobility of resources toward new uses.

As it became increasingly accepted that the inability of

industry to adapt to altered market conditions had contributed

to the coincidence of higher inflation and slowed growth, the

debate about industrial adjustment was begun. In the United

States a call for industrial policy emerged from the growing

belief that aggregate policies could not of themselves assure

that the adjustment required for growth would continue.

The remarks that follow are drawn from an essay written

with a colleague, Professor Laura Tyson of the Economics

Department at Berkeley. They grew out of our analysis of a

set of industrial sectors ranging from shoes to semiconductors.

Our conviction is that while industrial policy is not a

panacea, it is certainly necessary as part of the economic

policy menu from which this country should draw.

Industrial policies are not a substitute for proper

aggregate policies, nor do they offer an easy way to avoid the

pains of the industrial adjustment required if producers are

to make goods that consumers and other producers wish to buy.

Nor can the scope of such policies be extensive. Since a

national administrative cannot grasp all the complexities of
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the market (nor should it want to) as a practical matter,

any industrial policy will focus on broad trends or on the

particular difficulties of only a few industries. Moreover,

the evident complexities of any single industry should re-

strain any extensive interventionist ambitions.

There are economic and political circumstances, as we

have argued before, that can make an industrial policy a

useful part of the government repertoire. There are three

broad economic justifications for an active industry and trade

policy: (1) responding to foreign industrial policies toward

critical national sectors; (2) facilitating adjustment pro-

cesses for both efficiency and equity reasons; and (3) repair-

ing market imperfections or offsetting market features that

are producing specific harmful effects in specific sectors.

There are two political justifications for such policies:

(1) shaping existing policies to promote competitive adjust-

ment; and (2) developing policies to reduce political opposi-

tion to industrial adjustment by offering alternatives to

outright subsidy or protection.

It is essential for any government under the current

circumstances to have the capacity to analyze the competitive

dynamics of industry. As argued above, there is a disjuncture

between the way we think about industry politically and how

we must think about it for purposes of making industrial

trade policy that makes sense in business terms. And trade

and industry policy must reconcile these competing perspec-

tives. Although policy will always be made for political

reasons of one sort or another, it must be made to work in
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the marketplace. The central question which trade and

industry policy must continuously confront is this: on what

terms do firms in specific business segments fight for

markets, and why are some more successful than others? The

capacity to answer this question analytically is essential,

whatever the particular policies selected.

Without an independent ability to examine industrial

dynamics, government is entirely dependent upon the view of

firms and sectors that seek assistance. It will be forced to

deal with any industrial crisis on an ad hoc basis, in a

panic, without the proper resources to make informed judge-

ments. Such independent analytic capacity is needed not only

to diagnose industry difficulties without bias, but also to

give legitimacy to policies that may be proposed.

The capacity to analyze the competitive problems of

individual industries does not imply that the solution will

be sector-specific policies. Sector problems can be clues

to flaws in our aggregate policies, and may suggest that we

might use policy to improve the functioning of our markets

for capital and labor. When we confront either a sector

problem or a seeming shift in international trade flows that

are of a broad national concern, there should be a clear order

for policy preferences: aggregate policies first, policies

to improve the workings of markets second, and finally - and

only as a last resort - industry-specific policies.

At the very least, this ordering is a practical necessity.

There are in fact thousands of different business segments,

each with its own complexities. We cannot have industry
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policies for all of them. Consequently, every problem that

can be resolved at a general level will leave us freer to

apply limited resources to the problems that seem to require

sector-specific solutions. There is also the real danger that

sector-specific policies will highlight the problems of a few

sectors to the disadvantage of many others. Thus practical

necessity pushes us in the same direction as economic theory -

to rely on market outcomes at a macro-economic or sectoral

level whenever possible.

The choice of any sector-specific policies depend, then,

on the cost of not acting and on the feasibility of assisting

firms to respond competitively. In growth-linked sectors,

the issue is how broadly a particular sector affects the

future of the economy as a whole. Some sectors have extensive

linkages to the rest of the economy which are usually very

evident. These linkages are often inputs (such as semiconductors)

that one sector provides for many other industries, or transporta-

tion and communication products (such as trucks and cargo contain-

ers) that affect the size of markets. When the pace of growth

in such a linked sector can affect the competitiveness or rate

of productivity increase in many economic activities, a policy

of market promotion may be justified. The aggregate benefits

of more rapid growth may be greater than the benefits that

could be captured by individual private producers. Since the

terms of competition are in flux in such growing industries,

policies should be targeted at lifting constraints on growth

and expanding markets. In sectors that are in transition,

the problem is to assess the likelihood of maintaining

national production and employment during periods of dramatic
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change and to assure that these changes result in productivity

increases. Here externalities -- the costs of an action that

are not borne directly by the actor -- are often expressed

politically by the resistance of workers and communities to

plant closing. It is important to remember that a competitive

failure can erode the infrastructure on which a national

competitive advantage rests, and that a competitive victory

can establish national advantage. In some industries, the

total costs to government of helping to reestablish a

competitive position and maintaining a comparative advantage

may represent a lower total than the cost of assisting the

movement of resources to new uses and supporting individuals

and communities while the shift occurs. Industrial infra-

structure, both physical and social, is often the base on which

a competitive position is built. A collapse in a rajor firm

may undermine its whole network of suppliers, as ii Britain

where the decline of the automobile assemblers has damaged

the auto components industries. In these cases, the loss of

a potentially competitive firm may result in a change in

national comparative advantage. It is important to remember

that there are no simple rules for determining beforehand

whether to respond to demands for assistance, or whether the

policies should be aggregate, market-promotion or sector-

specific - though we have contended that the presumption

should be against sector-specific policies.

When government decides to respond to business demands

for assistance, one objective of its policy must be to

respond to political pressires for subsidy or protection with
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programs aimed at helping firms move into more competitive

positions and then to stand strong against those who cannot.

The choice, we repeat, ought not simply to be between a

hands-off policy or intervention. Yet without a high-level

bureaucratic and political commitment to international ad-

justment and competitiveness, government policies will be

formulated by those agencies closest to the industry and

most receptive to special pleading. Our existing system is

well designed to support the losers, and to assist with the

policies that losers prefer. We must establish bulwarks

against foolish antimarket policies and a means of wresting

policy definition away from losing firms in declining sectors.

If sector-specific policies are adopted in some in-

stances -- and we have argued that they should be seen as

instruments of last resort -- there are three basic premises

on which policy must be built into them.

1. Policies of protection should be self-liquidating. If

there is any justification for protection, it is that some

sudden change by international competitors has left potenti-

ally competitive U.S. firms without the time or the resources

to respond. Protection, of course, reduces the incentive to

adjust, but it does provide the time. Self-liquidating protec-

tion is perhaps the only means of maintaining the incentive.

Adjustment or orderly exit should be the choices that firms

are left with. An alternative, though a politically difficult

one, would be product-specific taxes in lieu of protection.
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The revenues from such taxes could be distributed among U.S.

producers as a tax rebate, providing them with the funds

needed to adjust but not distorting their real competitive

position. The cost of protection would of course then be

extremely visible.

2. Any sector-specific programs that provide specific

gains to firms in the name of facilitating adjustment should

be linked to obligations to spend those funds on adjustment

activities. Sector-specific policies are a statement that

under present market conditions firms have failed, either

because of mistakes made by the firms, or because of rapid

changes in market signals. Therefore, policies must be

designed to accomplish very specific objectives. For example,

if the externalisties of R and D keep private expenditures too

low, then raising firm profits may not increase th.e overall

level of research. Policies must be made conditional upon

certain well-defined business responses, such as explicit or

extraordinary tax breaks for reinvestment of R and D in a

specific sector. The government need not become involved in

the details of investment or research choices; it need only

frame its policy to assure that the funds are directed toward

solving the supposed problem. The public policy justification

of a subsidy or protection is lost if the funds are used for

some other purpose. If firms find the conditions placed upon

such support unappetizing, it may discourage special pleadings.
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3. Technical advisory boards or oversight boards for sec-

tor-specific policies should be drawn from a wide community.

One reason for this is that cooperation between labor unions

and the community will be required for successful adjustment,

and these groups will need to be included at the outset. An-

other and equally important reason is that in the case of

intermediate goods such as steel or textiles, the self-

interest of producers can be balanced against the expertise

of users.

In conclusion, the central economic challenge of the

1980's is the stimulation of supply rather than the manage-

ment of demand. At the macro level, the goal is to promote

production by allocating resources to their most productive

uses. At the micro level, the goal is to enhance the competi-

tiveness of business and ensure high wages and safe jobs for

labor. Liberals and neo-conservatives share these goals and

even agree on some of the general policies required to achieve

them. Taxes should be adjusted to encourage savings. Without

sacrificing the public interest, regulation should be mini-

mized to reduce production costs. Energy-saving production

processes should be encouraged by financial incentives.

Some analysts not only limit their focus to the supply

side of the economic equation, but also insist that if

government were to stop tinkering with demand and regulation,

the market alone would solve supply problems. They see

government as the villain behind today's economic difficulties.

Such a simple diagnosis is attractive, but reality unfortunately

98-105 0 - 82 - 13
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is rarely very simply, During the past decade, supply

problems have indeed intensified throughout the industrialized

world. The cause, however, is not an increase in governmental

villainy or stupidity, but rather genuine changes in real

economic conditions, including higher energy prices and

changing patterns of comparative advantage. Neo-conservatives

underemphasize the significance of these real economic

changes, and argue that an unfettered market system can solve

our economic problems. Neither economic performance in the

United States prior to the New Deal nor contemporary economic

performance in the most successful industrial economies, such

as Japan, Sweden, or Germany, supports this view. Markets

failed to guarantee growth and resource utilization during

the Great Depression; and strategic government intervention

and comprehensive social welfare programs, rather than free

markets, have been the engines of economic success throughout

the advanced industrial world.

Government can employ a variety of tools to stimulate

productivity, innovation, and efficient use of resources.

These tools include aggregate policies to increase savings

and investment; market-promotion policies, such as sponsorship

of industrial research and development and the retraining and

relocation of workers in "sunset" industries; and in some

cases, sector-specific policies such as the selective use of

procurement. Such approaches can involve the financial and

administrative participation of business and labor, but there

is economic justification for the participation of government

as well. For example, because the social gains from research
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and development frequently exceed the private ones, govern-

ment funding is both necessary and socially desirable. Simi-

larly, government retraining and relocation programs can

facilitate the movement of workers from low-productivity to

high-productivity industries, thereby limiting the structural

unemployment that would normally ensue. Finally, government

programs can improve our international competitiveness,

which has suffered from the industrial and trade-promotion

policies of foreign governments. The adverse impact of such

policies on U.S. competitiveness is painfully evident in

industries such as steel and consumer electronics.

Perhaps the most compelling reason for adopting supply

management policies rooted in an understanding of the dynamics

of competition is this: in their absence, political coalitions

will thwart the transfer of resources made necessary by

changing economic conditions. Change in the distribution of

resources among firms and industries will always invite

political pressure. No company or industry will calmly

accept its own demise as a sacrifice to be made in the national

interest. When it sees itself threatened it will agitate for

government programs on its own behalf, and such programs will

tend to be protectionist - they will tend to retard socially

desirable decline, to increase costs and prices, and to be

damaging to international competitiveness.

Political coalitions to promote structural change in

industry are required to avert protectionist policies and

alliances. Such coalitions should guarantee collaboration

between government and business and at the same time serve

the interests of a population much broader than businessmen

and bureaucrats. A national industrial policy can be just

such an involvement.
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Representative REUss. Thank you, Mr. Zysman.
As was said, there is an emerging consensus that there ought to be a

consensus and I think inherent in the testimony of all the witnesses
today is the idea that there ought to be some entity charged with riding
herd on the industrial policies of this country.

Some talk about a revived RFC. Some talk about an Industrial
Development Board or an Advisory Board or a born-again Federal
Reserve. whatever. Suppose there were such an organization and sup-
pose-and this wouldn't be a bad idea at all-you five gentlemen were
members of that five-person Board. Let's just give you a couple of lines
of Mr. Adams' testimony and ask for your views on it.

Mr. Adams says in his prepared statement that we need a perspective
on American industry. He say it should try to evaluate where the com-
parative advantages of the U.S. economy lie-should we develop as a
service economy, should we make use of our comparative advantage in
agriculture, or should we aim for an economy focused on high technol-
ogy and manufacturing?

All right. The Board will come to order and emit its first policy pre-
scription. What should we do? Who wants to start? Chairman Pro Tem
McAdams.

Mr. McADAMS. My answer is that definitely we stick with the one
sector of our economy which has a national policy that is functioning-
agriculture. We should not move back from it. The world needs food
and we're the best producer. By all means, we should stick with it and
maybe we should stop paving our farmland and we should also find
ways of avoiding the loss of top soil and things of that kind which are
hurting us in the long run.

There's no question in my mind but that we need to move into the
high technology areas and that we do have a comparative advantage
there. We have been the creator of most of the major new industries
that people are talking about and we hopefully will continue to be the
creator of new industries. But we do need to have the azbilitv to follow
through in those industries where we have once created something to
see that we don't lose it. We're certainly in tough shape in semicon-
ductors today with the Japanese providing between 70 and 80 percent
of the 64-K chips for memories; that is a disaster for the current
and future positions of the American semiconductor firms.

I don't think that we have any way to avoid continuing with a very
large service sector, but I think that that service sector can and will
develop as a high technology service sector and an information base,
computerized service sector.

So my view is that we really have no choice but to do all three of
those and there's no way that we can do any of them well without an
industrial policy. In one we've got it. In the other two we don't. And we
certainly need it.

Mr. BLUESTONE. I think the major thing that I'd like to see such a
Board do is basically to rationalize what we have already and see what
can be done. For instance, in the deliberations over the accelerated cost
recovery system, new so-called depreciation guidelines, I am sure that
while some thought went into designing that ACRS system it was not
part of an overall industrial policy. The result is that it's not clear
whether the goals of industrial poliev, if we were to see certain indus-
tries in trouble or certain industries that should be given greater incen-
tive, are actually aided by this.
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A recent study by the Treasury Department which was reported
quite beautifully in Fortune magazine points out the differences
between the new law and the old law in terms of effective rates of
taxation on new depreciable assets. It turns out that services and trades
which tend to use long-term capital do not gain very much from this
bill. The machinery industry is not a major gainer, and yet one would
think that machinery is something that we need more of and more
advanced types of. The agricultural sector actually is not a major
gainer.

On the other hand, mining is; transportation is. In fact, both of those
industries end up paying negative effective rates on their depreciable
assets.

The point I guess that I would want to raise as a member of such
a Board would be, whenever we're contemplating such legislation-
tax legislation, regulatory legislation-what we do with the Export-
Import Bank has more to do with the survival of the aircraft industry
than perhaps anything else we could think of today.

We would want to do economic impact analyses of each one of those
policies and see whether it isn't possible to integrate our thinking on
those things. On the basis of such analysis and information, I think
we could then develop better industrial policy in terms of tax law,
regulatory law, transfer policies, subsidies, banking policy, and so
forth. But that's the first step and we're not even there yet.

Representative REuss. Any other comments, Mr. Adams?
Mr. ADAMS. Well, first of all, I would like to say that I like the way

in which you pose the question because it does seem to me-and I'll
exempt myself from this comment and look only at my colleagues-
that this is a question that should be addressed by a board of wise men,
that we really do need an institution in this country which is not within
the executive office of the President and which is not necessarily simply
a tripartite or quadripartite group with large numbers of re resenta-
tives but, rather, a group of people who are engineers, scholars, and
wise men who can look ahead and can tell us a little something about
what the perspective of our development ought to be.

Now I'm very much inclined to agree, on the one hand, with Mr.
McAdams that we are going to answer all those three questions I posed
with the notion that yes, indeed, we want to have an economy that
takes advantage of agriculture, that has a great deal of service, and
that has high technology; but I think we need to ask in a long-term
view, 20 years from now, if we do everything right, what is the one
factor that we have in this society which is in some sense unique or
which will allow us to be unique. I suspect that is the high level of
engineering, technology, education, and something along those lines.

And I suspect that will mean that we will want to develop indus-
tries, whether they are formally manufacturing industries or whether
they're services I don't worry too much, that will take special advan-
tage of the high educational and technology aspects of our society.
And I might add, in that connection, I'm somewhat less concerned
than Mr. McAdams about the 64-K chips because I think that is a
sign of the fact not that the high technology industry has moved else-
where in the sense that I'm driving at. but rather that mass produc-
tion industry has moved elsewhere and that certain products that were
once highly specialized have increasingly become the products of mass
production and that may not be in the perspective of the American
economy as we move along.
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Mr. ZY$MAN. I should say I grew up, in addition to living in Boston,
in Nebraska, so the issue of support of agriculture is something I grew
up with, but I do think in fact in industrial policy the problem in some
ways is starker and simpler. On the one hand, we're really not going
to be engaged in general indicative planning. I think we're going to
have some very basic choices and I think they're going to break really
into two parts.

One set of choices is going to be around what we do about the grow-
ing industrial sector, expanding sectors, which some label the engines
of growth that a couple of generations ago were calling growth links
and link sectors here.

The issue in that case really becomes the fact that we risk being
engaged in unilateral economic disarmament in a sense of not provid-
ing the resources we need for those sectors. I think there the kind of
policy that we need really is focused on identifying very specifically
the infrastructure and the kind of techniques that make markets pro-
vide for the companies what's necessary. I don't think in fact we're
going to have to go in and try to figure out whether National Semi-
conductor or Intel Corp. is going to be more or less successful. I think,
on the other hand, we really will have to make a decision as to whether
or not we think that mass production of commodity chips of memory
devices is essential. I really take the floor here to underline that in fact
I think one cannot survive in the components industry without a posi-
tion in mass production of commodity random access memory devices
and if one does not sustain successful commodity production of semi-
conductors one in fact endangers that whole long line of industrial
development.

But whether we agree or disagree, I think we would in fact agree
that those are the kind of choices that we need to make about the
growth sectors.

In the case of transition sectors-automobiles, textiles, and so
forth-that are in decline worldwide, the problem is very different.
The problem is how do you get the firm back on its feet or how do you
in fact phase out people who are on their way out.

In that particular case, I think one of the choices the Germans have
made might very well be attractive to us. The Germans put the de-
velopment of their growth sectors in the hands of the Ministry of
Technology. This is assuming that what in fact companies are asking
for is really going to be a fair indication of what the public is going
to need and ought to be provided. In the case of declining sectors or
sectors in difficulty, to the extent that the public sector is involved,
they really place the situation in the hands of the Ministry of Finance
which is ardently opposed to intervention. Therefore, in fact, when for
social reasons one is obliged to intervene, the issue of the use of the
Fed, which is one of the dangers of the use of the Fed, is it's institu-
tionally committed to arm's length policy. The question is, can you in
a real sense reform that institution sufficiently to make it into an
instrument of industrial policy?

On the other hand, in the case of declining sectors or sectors of
transition where your real intent is not to subsidize these sectors
forever, it seems to me that's a place where administration of policies,
anathema to the people conducting them, can in a very funny way lead
to an interesting balance. So I think we don't need to solve the general
problems of the economy. We do have to face the problem of what do
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we need to provide the growth sectors. We need to find ways of making
rational choices about the problems that we face in sectors that can
be reconstituted on a competitive basis and the social problems that
result from those that can't.

Representative REUSS. Mr. Magaziner, I want to recognize Con-
gressman Richmond, but if you later want to assume the pulpit, you're
welcome.

Representative RICHMOND. Thank you, Mr. Chairman. I certainly
want to congratulate you for having the perspicacity to organize this
hearing.

You're one of the few people who really recognizes the need for
facing the incredible mess we're in today and I want to congratulate
you for inviting these fine groups for panelists.

Professor McAdams, just to correct a misconception you have,
MITI, as you obviously know, is just the tip of the iceberg. MITI is
wired into the Ministry of Finance, the banks, the insurance com-
panies, which are wired into industry. So while MITI has only a very
small budget, MITI is the absolute autocrat of Japanese industry
inasmuch as MITI can tell the Fuji Bank to either loan money to one
of Fuji's companies or not loan money to one of Fuji's compames. And
if we had the situation in this country where you had unlimited funds
at 5.25 percent I think perhaps you'd see a little different attitude by
American businessmen about reinvestment.

One of the saddest things I've seen is the fact that we have finally
modernized the American tax code, which we should have done 20
years ago, and much to my amazement, instead of the American
businessman using that modernization of the Code by improving his
assets, he's down considerably. I think the machine tool orders were
off 50 percent and it's frightening.

So let's understand that the Japanese have a totally controlled
industrial policy just like we have a totally controlled agricultural
policy, and I certainly applaud your intelligence and your under-
standing of our agricultural sector because that's the one sector in this
country that's efficient.

Now Mr. Bluestone, what you say about the Pentagon is very
interesting, the fact that we're only paying 16/1000th of a quarter of
1 percent on examining the Pentagon. You have to realize that the
Pentagon literally answers to no one. So if we spent a billion dollars
giving good, sound advice on how to clean up the Pentagon, what's
the point of it? They want a continuation of the money as they have
in the past and we'll continue being under pressure to rubberstamp
everything they do. So we have to face the fact that the American
people have just got to get up and push for some major changes in this
country.

Obviously what we need is an RFC. If somebody in this administra-
tion would just read a little Roosevelt history, they'd see how to fix
up this country. We need an RFC desperately, along with a WPA and
a CCC.

If we had a rational industrial policy in the United States, if we had
told United States Steel you cannot buy Marathon Oil with $6 billion,
and instead said, if you take that $6 billion and you put it into your
antiquated old factories which are so far behind the times, then we'll
give you $3 billion for 20 years at 9 percent, that might have been a
constructive way to finally begin modernizing the steel industry.
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We need an RFC and a system of challenge grants. Giant corpora-
tions like Kennecott and Anaconda don't have enough money to
build a modern copper smelter in the United States. They have to
ship their copper ore to Japan to be refined and then the ingots come
back to the United States. What an economic insult that is to the
American people, to think that we in "Japan's colony" mine copper up
in Montana and yet we have to ship our copper all the way over there
for smelting and return.

Now, if we had an RFC we could say to Kennecott and Anaconda,
open up a cooperative smelter and we'll provide you with an addi-
tional dollar for every $3 you put up. This is what we need so badly in
the United States, but what we first have to do in the United States
is to increase the awareness of the American public.

Here our President is trying to spend $1.5 trillion on defense in the
next 5 years. Now what good is $1.5 trillion on defense when we have
antiquated steel mills, antiquated shipbuilding facilities, antiquated
electronic facilities, when we have to import our ball bearings from
Sweden? What incentive do we have in the United States? We are
going to take $1.5 trillion of your money and mine and throw it into
the Defense Department where much of it will be wasted, when in
case of war-and obviously that's why you put up the $1.5 trillion-
we would be hard pressed to fight a war because our total industrial
base has become so eroded.

Now has anybody got an answer to my various unpleasantries?
You've got to make it brief because I know the chairman would like
some time.

Mr. BLUESTONE. I guess I'd just make two very short points. One,
the copper smelter question in Montana is an interesting one. As you
may know, the major copper smelter in Montana was bought out by
Arco. Arco then closed it down and the whole town on Anaconda,
Mont., and now that smelting is done in Japan.

We have to have an industrial policy that looks into those things
before they occur.

Representative RICHMOND. An RFC could say no you can't and, if
you don't, we'll loan you x dollars to modernize that smelter and we'll
give you some special legislation to facilitate cooperative ventures
and we can make that smelter into an efficient cooper smelter.

Mr. BLUESTONE. We certainly have to take a look and see what could
have been done in Montana.

The second point has to do with the RFC. We certainly need an
industrial policy. Whether it should be patterned after the 1930's
RFC I think is a very serious question. The person who wrote best
on this turns out to be Will Rogers, our great American humorist.
He looked into the RFC in the 1930's and said, it's too bad that money
isn't like water. He said, "Water runs downhill and water is everything.
Unfortunately, money is like gold. It runs uphill and ends up with
Papa J. P. Morgan." When you look into what the RFC first financed
in the 1930's it turns out that the very first grant given to any orgam-
zation was a grant given to the Bank of America, now the largest
bank in the country. The second went to the Von Swearingen Brothers
who were the owners of the largest railroad in the country.

But the real question is, can we develop an RFC which in fact has a
democratic decisionmaking process so that we get money to act like
water rather than acting like gold?
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Representative RICHMOND. Or like molasses, so it will spread
around. Any other comments? Do you agree with my dire predictions?

Mr. MAGAZINER. I think one thing that I have seen in the last couple
of years more than before from a lot of American companies is this
whole question of looking to the source rather than replacing the manu-
facturing facility or modernizing it. In the whole range of industries
that we've worked in that are final product industries, it's becoming
much easier and much more attractive in the short term to say this
plant is outmoded rather than put in the $40 to $50 million to retool
the components in this plant. Why don't we just look and see where
else we can get this, and set up a purchasing thing and we get a very
good payback on that and let's do it. That's been a very startling
trend and I think it's important to what you're saying. That's the kind
of thing that we've got to arrest because that in the long term really
runs down the whole manufacturing.

Representative RICHMOND. Aren't you all frightened by the fact
that we're spending $1.5 trillion on defense and nothing on rebuilding
our industrial base?

Mr. MAGAZINER. Yes, I'm frightened by that.
Representative RICHMOND. And we can't build a ship in the United

States and we can't produce steel efficiently. I mean, the two most
basic things that you need in defense, shipbuilding and steelmaking.
We can't do either one any more, efficiently.

Mr. ZYSMAN. That's why I referred to it as unilateral economic dis-
armament. I think that we are rearming in one sense and disarming
very quickly in another.

Representative RICHMOND. Again I commend our chairman for
leading the way-he's always well ahead of everybody anyway-as
hearings like this help lead the wvay toward getting this country to
recognize the serious condition we're in. I am convinced that the
United States is, in fact, a Japanese colony. We are in truth a colony
and I just hate to see it. I hate to see us think of ourselves as a super-
power when every year we become less of a superpower. I'm sure you
all agree with me, too, unfortunately. Does anybody disagree?

Mr. Chairman, thank you very much.
Representative REUSS. Thank you, Congressman Richmond.
Back to Mr. Bluestone, going over your very interesting material,

I want to see whether I've got you right.
It seems to be a fact-correct me if I'm wrong-that the administra-

tion's economic program in its totality has two States who are partic-
ular darlings; namely, California, which grows hugely, and Connecti-
cut. Those are the two favorites of the Gods, is that not so?

Mr. BLUESTONE. Absolutely. If you decide to build an economy
on the aircraft industry

Representative REUSS. Those are the States of Ronald Reagan
and George Bush.

Mr. BLUESTONE. If you decide to build an economy on the aircraft
industry, given that many of our industries-like aircraft, like auto,
like electronics-are regionally specific industries, you're going to
find massive aid in those industries.

What's interesting, though, in California is that the gains in Cali-
fornia are not equal. You do very well in the Long Beach area but if
you were to look inside the State of California, the change in spending
is such that it hurts the agricultural sector. So migrant farmers may
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chinists working at McDonnell Douglas and Lockheed in the Long
Beach area working 70 hours a week. There's something crazy about
that and yet we've never looked at it very carefully.

In our study on the aircraft industry that we did a couple years ago
as part of a project on New England economic development funded by
the Economic Development Administration, we found, first of all, that
throughout all of New England the aircraft industry is the No. 1
employer and part of the reason why we expect to see a continued
renaissance in New England, at least in some of the social indicators,
is because of the tremendous amount of money going into United Tech-
nologies Corp., in particular, which is the parent to Sikorsky Heli-
copter and Pratt & Whitney, the jet engine manufacturer-premier jet
engine manufacturer in the world. That will help the economy of
Connecticut and to some extent Massachusetts. It certainly is not
going to help my hometown of Detroit, Mich., where they happen to
produce cars rather than jet engines.

Representative REUSS. Sweeping generalizations are always some-
thing to avoid. It would be true, would it not, that under the present
program, if you want to be happy, live in Connecticut or California,
except for the central valley?

Mr. BLUESTONE. That's approximately correct. You also have to
have the right set of skills for those industries. One of the problems
we have in Connecticut-in a study we're just finishing this summer
on Hartford-is at the same time we have a terrible skill shortage
among blue-collar machinists. After all, they were trained as part of
our industrial policy in World War II and we trained a very large
number of machinists so there was no need really to train any more
during the 1950's and 1960's. Unfortunately, like the one-horse shay,
they all retired sometime at the end of the 1960's and the 1970's and
we now have a terrible shortage of them.

At the same time, in Hartford, Conn., across the river from the
largest jet engine manufacturing facility in the world, the unemploy-
ment rate among black teenagers is reputed to be in excess of 70
percent.

Representative REUSS. I look now at your table of losers and ask
you what are other agricultural products, other than what?

Mr. BLUESTONE. Other agricultural products in this case refer to
things like meat products, the cattle farms and so forth. The main
agricultural products are things like wheat, corn, and so forth. In this
model this refers to some types of fruits and vegetables and I believe
some form of livestock production.

Representative REUSS. Well, why should they experience a decline,
meats and vegetables? Won't the happy defense workers of Connecti-
cut and California, and so forth, gobble up their share?

Mr. BLUESTONE. I presume that they will gobble up more beef and
more pork. Unfortunately, because of some of the other cuts here,
particularly in the food stamp program and in AFDC, those families
in this country who are forced to spend the largest proportion of their
income on food have such large cuts in their budgets that they have
significant reductions particularly in those commodities.

Representative REUSS. Now trying to distill the bad news here in
terms of particular cities, medical and education takes it on the chin.
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news for Columbus, bad news for Madison.

Mr. BLUESTONE. It certainly is. In fact, we did a separate analysis-
I don't know if I have it with me here-of a bill called H.R. 850, which
was a bill proposed to try and deal with the inflation in health care
costs. The idea behind one part of the bill-it has many parts-was
to make taxable to the worker part of the contribution by the employer
for health insurance. In this case, in 1984 I think all contributions by
the employer in excess of $154 per month per family would be taxable
to the consumer, thus providing supposedly a large incentive to buy
less health insurance. According to the Congressional Budget Office,
such a program in the long run would have a 9-percent cut in the medi-
cal care sector.

For the Assistant Secretary for Planning and Evaluation we studied
the long-run impact of this particular industrial policy.

It turns out-and the numbers are quite startling, but it only
suggests how large the medical sector is now-that overall such a 9-
percent cut, including all the indirect effects, would eventually lead
to a decline of almost 470,000 jobs in the medical sector. The States
that would be most affected in this country turn out to be, as you might
imagine, New York, which would lose a net of 36,000 jobs-

Representative REuss. Did you say States or cities?
Mr. BLUESTONE. Well, these are States. The one city I have here is

your Washington, D.C., which would lose about 8,000. California,
which also has large medical complexes, would lose about 25,000 jobs.
And, of course, Massachusetts, which has a very large medical complex,
would lose about 17,000 jobs by this program.

So that when you design a particular industrial policy for one sector
like this, you're going to have a massive effect. On the other hand, if
you spend that money, instead of on medical care, in the form of gen-
eralized tax cuts, as one version of the bill would suggest, it turns out
that it helps the Southern economy-North Carolina, South Carolina.
Georgia, and Mississippi-because they tend to produce more con
sumption goods not of the high technology medical care variety.

So every policy we have-as you pointed out over and over again in
your introductory statement-has a defective industrial policy within
t and some of those policies are extremely powerful.

Representative REUSS. To make a couple more specific references,
you indicate that wholesale and retail trade suffers and maintenance
and repair construction suffers. Those would tend, would they not, not
to have a differential regional impact which is simply to say that misery
is shared and it doesn't make existing inequalities worse or better?

Mr. BLUESTONE. That's correct. As you might expect, services and
retail trade are industries which are spread much more evenly across
the country. It is our core manufacturing sector which is regionally
specific. Charles Schultz, former Council of Economic Advisers Chair-
man, testified I believe before this committee sometime ago about the
impact of military procurement on the goods producing part of gross
national product, and he comes to the remarkable conclusion that if
you take that part of gross national product which is in goods pro-
ducmig in manufacturing, you're talking about, between 1981 and
1985-and this is certainly to Mr. Richmond's point-allocating some-
thing like 30 percent of all new additional goods production to the
Department of Defense.
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Given that, according to our analysis of the aircraft industry, that's
going to be focused in Connecticut, to some extent Massachusetts,
certainly in California, the State of Washington, you're going to see
cities like East Hartford, Long Beach, Calif., and Seattle doing very
well. To the extent that that means there will be cuts in retail trade
because the consumer sector is squeezed, that's going to be spread
more evenly across the economy.

Representative REUSS. As you say, the one city which you identified
in table 12 is Washington, D.C. Am I right in thinking that your
computer has a sad story to tell Washington? It's all bad news. Medical
goes down. Educational goes down. Business services go down. Trade
goes down. All bad and nothing good.

Mr. BLUESTONE. The one thing that might be helped is the big five-
sided building in Virginia.

Representative REUSS. Did you do other cities?
Mr. BLUESTONE. At this point, in terms of our analysis, since this is

a prototype of a model, we have not had the ability to generate the
analysis at let's say the standard metropolitan statistical area level.
The basis for this model in terms of the household sector is currently
the survey of income and education done by the Department of
Commerce in 1975. It has 151,000 random households in it across the
country by State. We have for the largest SMSA's substantial data
which would allow us to do this.

Unfortunately, we're running into the problem that funding for this
project will end prematurely at the end of this summer and so it
doesn't appear at this point that we're going to be able to go ahead
to get to that level of analysis.

Representative REuss. I would not advise you to apply to the
Pentagon for a supplementary grant, unfortunately; but it's an ab-
solutely fascinating study and I'm glad you've gone as far as you have.
We've had first-rate testimony, gentlemen. We're most grateful to you.
Do any of you have any postscript which you would wish to add? If
any occurs to you the record will remain open. We are most grateful.

The committee will now stand in adjournment.
[Whereupon, at 12:30 p.m., the committee adjourned, subject to the

call of the Chair.]
[Mr. Amitai Etzioni, professor, George Washington University,

was invited to participate in the hearing, but was unable to do so. He
subsequently supplied the following paper for the record:]
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REAGANOmiCS, REINDusTRILIZATION, AND INDUSTRTAL POIMCY

(By Amitai Etzioni, University Professor, George Washington
University)

Underlying the daily debates on the future of American

economic policy are competing conceptions of both what ails the

economy and what prescriptions are called for. The advocates

of all the varying positions despair, albeit to differing degrees,

of the conventional econometric models, Keynesian theories, and

policies based on them. All agree that something more is amiss

in the American economy than unduly high readings on some indica-

tors (e.g., inflation, unemployment), poor productivity growth,

and low savings -- that the problem is more severe than just one

more downturn of the age-old business cycle, soon to swing up

again. All concur that the recent inflation is not merely or

even mainly demand-driven (or OPEC-caused). All agree that the

foundations of the American economy have weakened and need

shoring up.

I. THREE POSITIONS ON GOVERNMENT/ECONOMIC RELATIONS

The differences are best viewed as divergent conceptions

of the proper relationship between the polity and the economy,

and where the levers for correctives are. The positions taken

do not directly parallel those taken by political parties, or

the conservative-liberal dichotomy. They may be arranged, for

convenience of presentation, on a continuum from laissez-faire

conservative to moderate-centrist to left liberal.

A. Non-targeted: Supply-side Economics

At the laissez-faire conservative end is the well-known

position that what ails the economy is mainly an excessive level
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of politicization, reflected not merely in an unduly high propor-

tion of the GNP being used and allocated by the polity and ex-

cessive regulation of private decisions, but also in the revolu-

tion of entitlements, of attempts to deal with all social and

many personal needs via the polity rather than the market.

Daniel Bell and Irving Kristol have articulated this position,

as has Milton Friedman.

The remedy which follows is to reduce the scope and in-

tensity of the polity as much as possible, by releasing resources

to the private sector, deregulating, and letting the market do

its wondrous things. The most radical of the lot, such as

Professor Arthur Laffer, Congressman Jack Kemp, and Senator

William Roth, hold that the revenue lost via monumental tax-cuts

will be restored by the higher tax yield of a more productive

economy. Other laissez-faire conservatives, say Milton Friedman,

are satisfied to cut back government expenditures and taxation

drastically, without assuming a proportionate gain in the economy

and tax revenues.

In terms of the second defining issue, where the levers

for change are, this approach is wholly non-targeted. It sees

no need to direct, aim, or guide the public resources released

to the private sector in any particular way. Indeed, freeing them

to qo wherever the market will take them is the kernel of the

approach. This non-targeted approach, supply-side economics,

lets private demand work its way, and the private economy re-

spond to it by increasing its capacity to supply what the demand

seeks.
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B. Targeted: Industrial Policy

At the other end of the spectrum of positions is the no-

tion that, far from being reduced, the polity's role should be

intensified. Here the diagnosis is that, compared to other high-

ly successful economies, especially West Germany and above all

Japan, American institutions provide insufficient guidance and

support for the private economy. The market, it is implied or

openly stated, has shown its inability to invest enough in new

olant and equipment, in innovative and competitive capacity.

Executives have grown risk-shy and dividend-happy. Steel mills,

auto plants, the textile and rubber industries are crumbling.

Computers will soon face a government-orchestrated attack from

Japan, while our industries' response is anemic and divided

against itself.

According to this view, correctives are to be found in

emulation of "Japan, Inc.," and above all its MITI (Ministry of

International Trade and Industry).. In other words, the solution

lies in government-quided collaborative efforts, in which busi-

ness and labor pull together, with government bureaucrats and

technologists serving as the sources of analysis, tax incentives,

capital, and informal if not outright control. Attempts by the

Carter Administration, on its last legs, to turn around the U.S.

auto and steel industries, following the suggestion of tripartite

committees, were viewed as American early-bird industrial policy.

Beyond this, the advocates of this highly targeted approach

see the Department of Commerce transformed into a Department of

Trade and Development (or some new agency, the Americanization
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of MITI) with a desk and a committee for each industry, from

ball bearings to industrial diamonds. The trade desk would Ana-

lvze the industry assigned to it, say, shoes; determine whether

it is a winner or a loser, whether it has a promising future,

in terms of productivity, export-ability, technology/innovations,

labor intensiveness, and other good things in life.

The designated "winners" would be showered with government-

provided subsidies, loans, loan guarantees, tax incentives, a

measure of protection (as in a trigger price or import quotas),

R & D write-offs, and what not. The "losers" would be "sunset."

The government might provide the workers with "trade adjustment

assistance" to help them move from parts of the country where the

losers congregate (Detroit, Pittsburgh) to where the winners roam

(the Sunbelt, coal states).

This policy might be called "national planning," but as

the term tends to raise fears of creepina socialism, most of its

advocates avoid the label, at least as long as their defenses are

up. Instead, the term "industrial policy" is in favor. It is

quite appropriate, because the assumption is that the unit at

which the levers of policy are to take hold is not "the economy,'

or a major sector, but the specific industry. Also, "industri-

al policy" is the label used for such detailed government plan-

ning and direction of corporate efforts in other countries.

Critics raise three major questions: (1) Do we have the

analytic capacity to determine correctly who will be a winner,

who a loser? Does not our record suggest that we will misiden-

tify industries and sink vast amounts of public resources in
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tomorrow's Edsels? (2) Will our polity, in which the government

tends to be weak compared to business, labor, and local communi-

ties, especially when these work together for their Chrysler, be

able to channel resources to those who merit them by some rational

analysis, rather than to those who have political clout? (3) Is

the country -- both voters and leaders -- willing to accept more

politicization, less reliance on the marketplace?

C. Semi-targeted: Reindustrialization

At the center of the continuum, between supply-side eco-

nomics on the right and industrial policy on the left, is the con-

ception that what ails the country is over-consumption, public

and private, and under-investment, resulting in a weakened produc-

tive capacity. Signs of deferred maintenance and lack of adapta-

tion to the new environment of expensive energy can be seen in

most of the elements which make up the infrastructure and in the

capital goods sector.

The suggested cure is semi-targeted: release resources to

the private sector, but channel them to the infrastructure and the

capital goods sector, away from either public or private con-

sumption. For example, if we cut government expenditures by $50

billion through across-the-board tax cuts, the funds released

might well be used mainly to spur private demand for consumer

goods and services; little rejuvenation of productive capacity

would occur. On the other hand, if the resources released are

guided to the productive sectors of the economy -- not to speci-

fic industries -- reindustrialization may take place. Thus, if

tax revenues are "lost" not just through tax cuts for individuals
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but in part by allowing accelerated depreciation for companies

which replace obsolete equipment, or which replace oil-based or

energy-inefficient equipment with equipment which is energy-

efficient or uses alternative energy resources, the released

resources will revitalize, without determining which will bene-

fit: steel or textiles, rubber or rails. The polity will set

the context; the market will target.

Similarly, providing tax incentives for greater R & D ex-

penditures spurs on all such efforts; it does not require any

government trade desk or tripartite committee to decide which R & D

project is desirable. And if workers are provided with productiv-

ity-based incentives, so they can share directly in renewed eco-

nomicgrowth, Washington need not be involved in determining which

group of workers is eligible; this is best done by the management

and the workers within each corporation.

Critics suggest that such reindustrialization will return

the country to the nineteenth century and focus on "basic" or

"smoke-stack" industries rather than on post-industrial high-

technology industries. The prefix "re-" does point to a return,

but it should not be taken literally. A return to a strong

infrastructure and capital goods sector does not require a

return to the same mix of specific industries. Thus, communi-

cation satellites and data-phones could do the job of the Pony

Express and the Morse telegraph, and slurry pipelines instead

of barges might carry coal. The return implied is to higher in-

vestment and innovation in the productive sectors, not to

anachronistic details.
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On a second count, though, reindustrialization must plead

guilty as charged: it does favor mitigating the criteria of

'comparative advantage" with considerations of developmental

economics, social responsiveness, and national security.

Studies of developmental economics show that a measure of govern-

ment-provided incentives and support, even short-term import

limitations, is often essential for developing a new industrial

base; the same might hold for renewing one. Social considerations

provide many reasons why we should not export all blue-collar

work to Third World countries; to start with -- we have plenty

of unskilled labor of our own. National security requires us

not to grow so dependent on imported coal, steel, and ship-

building that we are unable to withstand boycotts or other

supply-interruptions.

Reindustrialization thus stands between supply-side eco-

nomics and industrial policy; it is semi-targeted, and the context

it seeks to advance is a stronger productive capacity.

II. TWO ECONOMIC-POLICY PACKAGES

Two main policy positions which competed with each other

during the 1980 election provide concrete illustrations of the

underlying options. Neither position was cut from one cloth; each

mixed elements of the various policy positions.

A. Alternate Public Policy: Carter's Revitalization

Carter's revitalization (named, in part, to avoid iden-

tification with any professor's term; "reindustrialization" was

the preferred label in early White House memos) mixes much

reindustrialization with some industrial policy. Thus, Carter
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favored reducing labor costs (by offsetting part of business'

contributions to Social Security) and helping replace obsolescent

plants and equipment (by faster tax write-offs), two reindustri-

alization ideas. Programs to retrain workers and thus reduce

the resistance to technological innovation were also in accord

with reindustrialization. The same might be said about the

American Revitalization Board, which aimed to increase general

collaboration among business, labor, and the government. Touches

of industrial policy were to be found in the suggestion to grant

investment tax credits to unprofitable firms, specially tailored

to help auto and steel manufacturers, and in industry-specific

tripartite committees.

Altogether Carter's revitalization plan hardly left an

indelible mark on American political-economic thinking, partly

because it was pieced together and released very late in his

administration, as other matters overshadowed his policy posi-

tions -- especially the situa ion of the hostages in Iran and

Senator Kennedy's challenge. Also, Carter firmly believed that

balancing the budget was both the best cure for America's econo-

mic malaise and the soundest political posture for himself.

Since a full-blown revitalization drive would delay that goal

by increasing government outlays and by reducing tax revenue, he

preferred an anemic revitalization plan, which had neither eco-

nomic scope nor great appeal, over a more imaginative, more en-

compassing, but much more costly program.
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B. Reagan's 1981 American Economic Recovery Act

Reaganomics is more ambitious than reindustrialization.

It seeks not merely to restore the productive capacity of the

U.S. but also to reduce inflation, balance the budget, substan-

tially increase military spending, and change the social profile

of the government by doing less for groups which traditionally

were Democratic constituencies (such as the poor, minorities,

and labor) and more for groups closer to the Republicans (big

and small business, and the farmers).

In the following discussions I focus on the steps taken

that are relevant to reindustrialization (of which there are

quite a few) and their expected consequences for this goal.

(i) New Tax Incentives for Saving and Investment

The best way to encourage a substantial increase in

saving and investment, essential if the capital needed for shoring

up the infrastructure and the capital goods sector is to be

available without savaging other sectors (military, consumption),

is to reduce inflation. The way a successful fight against

inflation would affect investment is highlighted if one considers

for a moment the effects of a few years of declining prices

combined with the expectation that they would continue to decrease.

With the expectation that one can both collect some interest

(probably not more than 2-3 percent per annum, under these cir-

cumstances) and buy things more cheaply later, the incentive to

save and to invest is obviously very considerable. From this

view all the components of Reagan's American Economic Recovery
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program are relevant, including deregulation, the cut in

government expenditures, the supply-side cut in personal in-

come tax, and efforts to reduce the size of the budget deficit.

To the extent that this combination is successful in substan-

tially reducing inflation, it would provide the soundest base

for capital formation.

However, from the beginning, the Reagan Administration

itself found it unwise, or at least insufficient, to rely only

on these across-the-board, generic measures. It topped them

with a large set of additional specific measures to encourage

saving and investment, which might add to capital formation if

the general program works, and might spur saving and investment

even if the general, non-targeted measures fall short of their

goals.

Reduction in Captial Gains Tax. The first step here

was actually taken by the Carter Administration. In 1978 it

reduced federal taxation of capital gains realized from assets

held for more than 12 months. Before then, 50 percent of such

"long-term" gains was subject to ordinary-income tax rates that

could run as high as 70 percent; as a result, top-bracket in-

vestors might have had to pay as much as 35 percent tax on any

net long-term gains realized during a given tax year. In 1978,

a change in the law required only 40 percent of such gains to be

taxed at ordinary-income rates. That amounted to a 20 percent

tax cut for profits on assets held for at least a year.

The 1978 tax cut is believed to have played a significant

role in sparking greater demand for equities, one main way capital
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flows from savings into investment. The 1981 tax law promises

to provide a similar spur to investment. To begin with, for

investors in the upper brackets, it further cuts taxes on net

realized long-term capital gains by slashing the peak rate

applicable to "unearned' income from 70 percent to 50 percent.

Result: the maximum tax on long-term gains after June 9, 1981,

drops from 28 percent to 20 percent -- a reduction of 28.6 per-

cent, coming on top of the 20 percent tax cut implemented three

years earlier.

The volume of added demand for stocks generated by the

lower tax rate cannot be quantified to any precise degree, but

it could be considerable. Next year, according to some estimates

based on Congressional and Treasury projections, the reduction

in the marginal federal tax rate on unearned income from 70 per-

cent to 50 percent could save over $4 billion for an estimated

5 to 10 million taxpayers. If only one million investors each

bought, on average, $5,000 worth of equities more than they would

have in the absence of the new tax law, that alone would mean

$5 billion of new money in the stock market.

IRAs and Keoqhs. Another boost to investment springs

from the new tax law's liberalized provisions for Individual

Retirement Accounts (IRAs) and Keogh plans, which permit people

to invest more tax dollars for their own benefit. Barron's

estimated that nearly $26 billion will pour into IRAs in 1982,

compared with S18 billion "sheltered" under the old law.* No-

* "Up the IRA," Barron's, September 14, 1981.
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body has yet come up with statistics for Keogh plans. But the

annual maximum amount that a self-employed person can shelter

from ordinary income tax by channeling it into this type of

account has been doubled, to $15,000.

From a narrower reindustrialization viewpoint, the Keogh-

IRA legislation has a particularly welcome feature that excludes

investment in "collectibles," a major and unproductive kind of

investment that in recent years has competed fiercely with invest-

ment in productive capacity. Attempts being made to remove this

stricture should be resisted.

"All Savers" Certificates. An administration-supported

initiative by Congress created a tax-exempt savings certificate

that can be offered by savings associations, banks, credit unions

and mutual savings banks between September 30, 1981, and January 1,

1983. As everybody has been told in thousands of ads, the one-

year certificates carry interest rates equal to 70 percent of

the rate on a one-year Treasury bill. Single taxpayers can ex-

clude from taxes $1,000 in interest income from these certificates,

and couples can exclude twice that much.

Institutions offering the certificates are required to in-

vest three-fourths of them in home or farm loans. (Because the

All Savers certificates have been enacted so far for two years

only, most of the funds are. not suitable for long-term invest-

ments and are expected to go mainly to the short end of the mar-

ket, such as second mortgages and other shorter-term instruments).



213

From a caoital formation viewpoint the All Savers certi-

ficates are likely to generate little new saving and might well

cause considerable net loss. The reason is that despite the

certificates' title, they are advantageous only to persons in

relatively high tax brackets, roughly 32 percent or higher. As

a rule people in higher tax brackets already have substantial

savings, and will tend to shift their funds from other savings

accounts to tnese certificates. For instance, the special dif-

ficulties the tax exempt bond sector encountered in September

1981, as people set aside funds for these certificates (within

the context of a generally poor bond market), reflected in part

the switch to All Savers certificates At the same time, the

costs to the Treasury are quite hefty, running at an estimated

$5.2 billion of lost revenue over three fiscal years, requiring

it to borrow more in the credit markets.

From a narrower, reindustrialization viewpoint, All Savers

certificates are even less desirable. The reason is that the

thesis of reindustrialization is that we not only need more

capital but we need to channel it toward certain broad uses,

semi-target it -- specifically, to the infrastructure and the

capital goods sector. The number one competitor to this invest-

ment in recent decades has been investments in residential housing.

While the U.S. invested roughly $1 of every $100 in residential

housing in the 1870s, at the height of the first industrialization

of America, it invested $32 of each $100 over the past few decades.

This was not because "natural" market forces played up this high-

cost consumer item, but because various tax benefits, not available
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to other investments, made housing the preferred tax shelter.

Indeed, according to one report, 22 percent of the houses bought

in the seventies were purchased by single persons primarily as

a tax shelter. Of course, tax considerations also played a role

in the considerations of other home buyers, especially those

deciding to buy second houses or larger ones than they would have

bought otherwise.

A decade of reindustrialization would need to channel funds

away from housing (even if, for social reasons, one would increase

funds available for low income housing) because houses do not add

to productive capacity; rather, they compete with investment in it.

All-Savers certificates were not initiated by an economist's

concept of how to redevelop America or set it on the road, to eco-

nomic recovery, but by a lobby anxious to bail out the sayings

and loan associations, which had invested heavily in housing and

were stuck with long-term, low-return mortgages. However, there

were many much less costly ways to bail out these associations,-

if that was desired. And, bailing industries out is contrary to

economic recovery, which depends in part on allowing inefficient

corporations to fail -- whatever the reason for their difficulties,

even is such failure is caused by prior government regulations.

The Reagan Administration, lacking a clear conception of rein-

dustrialization, and faced with a lobbying blitz in Congress for

the All Savers Act, did not resist but acquiesced. This could

be corrected by not extending the life of the All Savers Act

when the legislation comes up for renewal. At a minimum, restric-

tions on the investment of the funds generated should be removed.
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"Leasing." Rules were liberalized to allow many more

transactions to be characterized as 'leasing.' Under the new

rules, a company showing little or no profit, and thus unable

to use its full depreciation allowances and tax credits, can

in effect sell those tax benefits to another company. To do

this, it arranges to "sell" some of its equipment (or other

assets) to another company, and then to lease it back; it re-

tains title to the equipment, but the buyer, now the "lessor,"

is treated by both companies as if it were the owner. The lessee

gains an immediate infusion of cash; the lessor acquires the tax

benefits.

From a reindustrialization viewpoint this is a highly

undesirable measure. The main beneficiaries of the changed

leasing rules are weak corporations, corporations that have had

little or no profit -- or even losses -- for several years in

a row; otherwise they could have used the tax benefits themselves.

A corporation may be weak for many reasons, including some that

are its own fault (e.g., management misjudgment of the direction

of the market, and thus continued production of fair-quality big

cars when the market demanded high-quality small cars) and some

that result from external factors over which it has no control

(e.g., the 1973 oil crisis). But, if the economy is to adjust

to changes in technology and the world markets, indeed to the

cumulative effect of all changes, corporations that do not adapt

(for whatever reason) must be allowed to reduce their size, even

to go out of business (with some exceptions for genuine national
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security reasons or in the case of temporary setbacks due to

such things as dumping). Humanitarian and social considerations

may suggest that workers laid off be helped to find new jobs,

and that investors be compensated if the loss was due not to

their judgment but, say, to a change in government policy, but

to shore up failing corporations just delays the adaptation of

the economy, reduces its ability to innovate and to change.

Among the prime beneficiaries of the new leasing rules

are two failing industries, autos and steel. Both industries

might well have to reduce capacity. U.S. needs for domestic

auto and steel production seem to have declined permanently, and

national security needs, it is believed, could be met as long

as the production of certain specialty steels is not endangered

and as long as 40 to 60 percent of capacity for all-purpose

steel is maintained. A bailout of these industries, appearing

to be semi-targeted (to all weak industries), but especially

beneficial to these two major losers, is a good illustration of

the follies of industrial policy.

(ii) Accelerated Deoreciation

Conceived as a massive stimulus to new investment, the

overhaul of existing depreciation regulations represents the

largest business tax cut since the end of World War II. It

scraps previous rules, which allowed companies to write off an

investment over the "useful life" of the asset, a period that

could be 20 years or more. Instead, investments in 1981 or
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later can be written off over one of four periods, depending on

the kind of aspect involved:

* Three Years: cars, light trucks, equipment for research

and development, and equipment that has a useful life of four

years or less. Equipment in the three-year category qualifies

for a 6 percent investment tax credit. (Under previous law, the

credit was 3h percent for equipment with a useful life of three

to five years, nothing if useful life was shorter.

* Five Years: virtually all other industrial equipment.

This represents a dramatic shortening of write-off periods for

much heavy equipment. For example, previously the normal write-

off period was 13 years for oil refineries, 10 years for pulp and

paper manufacturing plants, 12 years for steel mills. Computers

(formerly eight years) and aerospace equipment (also eight years)

benefit less. Investments in this category continue to receive

a 10 Percent investment tax credit.

* Ten Years: all public utility property with previous

write-off periods between 18 and 25 years -- for example, a coal-

fired electric power plant with a normal write-off period of 22.5

years -- and a few special categories of real estate such as

amusement parks and large mobile homes. With the exception on

real estate, which does not qualify for the investment tax credit,

this category also receives the 10 percent credit.

* Fifteen years: all other real estate, plus any public

utility property with a previous write-off period of more than

25 years. Low-income housing is slightly favored by a variety of
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technicalities that allow it to enjoy a disproportionate share

of tax benefits in the early years of the project.

Loss of revenues to the U.S. Treasury -- and gains to the

corporations, under this Act alone -- are projected to rise rapidly

from $9.6 billion in 1982 to $58.2 billion in 1986.

The idea, initiated through a bipartisan effort directed

by Senator Lloyd Bentsen (D-Texas) during his tenure as chairman

of the Joint Economic Committee, and embraced by both the Carter

and the Reagan Administrations, constitutes an excellent example

of a semi-targeted, reindustrialization approach. It does not

seek to continue differentiating among some three hundred different

kinds of machinery and equipment, each -- in the Dast -- cal-

culated to have a different "useful life," but deals with four

broad categories. Furthermore, it encourages replacing obso-

lescent or energy-inefficient machinery and equipment. When I

discuss this bill with various groups across the country, I am

often asked by the more liberal-minded members of the audience

why machinery which makes, say, cosmetics, should be grouped to-

gether with oil drills, or autos with main frame computers? My

response is that to screen more closely, an approach compatible

with industrial policy, would create a bureaucratic and regula-

tory nightmare and would be deeply wasteful in other ways, since

those in charge would frequently err in what they encouraged or

discouraged. Thus they might frown on the production of equip-

ment for electronic amusement arcades, where all too many young

Americans spend all too much of their time and money, but these

are the same machines that adapt basic computer chips to various



219

productive uses, and the computer industry is one of the most

rapidly innovating, growing and competitive in the nation. It

seems best to set wide supportive contexts, as the bill does,

and let the market do the rest.

(iii) Research and Development

In the 1981 tax bill, to spur growth in innovation, cor-

porations are given a 25 percent tax credit for research and

experimentation costs to the extent that current or future expen-

ditures exceed previous investments in the field. The base for

calculating this amount is the average expenditure over the three

previous years. In addition, corporations giving new scientific

equipment to colleges and universities can claim a charitable

deduction equal to the taxpayer's basis plus 50 percent of the

appreciation.

My study of the first industrialization of America, to be

published early next year, shows the cardinal role played by

innovations, developed on the basis of strong domestic R & D, as

well as the imported fruits of R & D in other countries. During

the era of under-development in the U.S., especially in the 1970s,

R & D was shown by several indicators to have weakened both in

scope and in application. The new tax credit is a way to provide

incentives for the private sector to increase its R & D expenditures.

It is semi-targeted in that it rewards those who increase

R & D expenditures but does not prefer one line of research over

another. It contrasts sharply, for instance, with the decision
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to commit twenty billion of federal funds to fusion research,

which is based on a 1980 congressional decision thatt is specific

research project deserves funds over numerous others, and that

the government should supervise such projects, at least from an

accounting viewpoint. Indeed, in the past, most public funds

for R & D were allocated on the basis of project-by-project

reviews. The Reagan approach in this instance favors a more

semi-targeted and private sector approach, compatible with rein-

dustrialization.

(iv) Human Capital

While the Reagan Administration did go a long way in pro-

viding semi-targeted incentives for capital formation, most of

them quite suitable to reindustrialization (especially those with

the big bucks), it did much less for R & D, and it did even less,

systematically, for other elements of reindustrialization.

Regarding human capital, no schemes were advanced or even developed

to allow workers to participate in productivity gains. This is

an essential element if workers are to become more motivated to

contribute to economic progress, and if the American industrial

system is gradually to shift from reliance on COLA to a producti-

vity-based reward system, more compatible with reindustrialization.

Administration representatives may say that they did take

a giant step in motivating people of all backgrounds -- investors

and executives, workers and entrepreneurs -- when the administration

engineered as its lead item (in terms of public attention-getting)
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the personal income tax cut of 25 percent over three years.

However, because of rising social security taxes, and the move-

ment of people into higher brackets during these same years

because of anticipated inflation, the personal income tax is

expected to decline by a net of only 3 percent, which for most

people will amount to a rather small dollar amount.

Moreover, from a reindustrialization viewpoint, the fact

that the personal income tax is non-targeted means that much of

the tax saved might go to consumption rather than to savings and

investment. Supply-side economists suggest, and have some data

to show, that concentrating the tax cut dollar at higher income

leyels concentrates it where people save and invest most. It

remains to be seen whether, even in these brackets, individuals

will save and invest much of the tax revenues released to them

in a relatively high-inflation environment.

* * *

In short, the basic policy direction of the U.S. is to

restore economic growth as a high priority item, at least for

a decade. This does not mean disregarding all other needs, from

social to environmental, but it does mean not granting them the

same high and rising status they commanded in the sixties (as

far as social goals were concerned) and in the early seventies

(as far as environmental goals go). Much more contested are

the specifics of the approach. One approach calls for increased

government guidance of the economy, via a procedure used in

Japan, referred to as industrial policy, which tries to direct
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resources and other modes of public support to industries considered

likely "winners" in the future, while deliberately neglecting

"losers." The opposite approach calls for the government to

remove itself as much as possible from private decision 
making,

by deregulation and by reduction of taxes and government expen-

ditures. In between highly-targeted industrial policy and the

non-targeted, unleash-the-market approach, is the semi-targeted

approach of reindustrialization, which suggests that the govern-

ment set up a context supportive of investment in 
the infrastructure

and the capital goods sector, using broad-stroke incentives, and

let the market work within that context. Reagan's policy includes

a hefty mixture of semi-targeted and non-targeted measures.
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