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this is the case, the potential impacts on
international competitiveness can be in-
ferred—e.g., by examining the effects of the
prospective technologies on production costs
in various parts of the world.

6, Product technologies.—In industries such as
electronics. comparative costs may be only
part of a more complex competitive situation.
Unique product technologies and technology
gaps have been important to the past
strength of U.S. industries such as elec-
tronics and aircraft: informed technical
judgments are needed to evaluate their sig-
nificance.

There are other possible measures of competi-
tiveness. Some are specific to particular in-
dustries, others more general: but competitive-
ness can be fully understood only on a sectoral
basis. Government policies and regulations affect
some industries more than others. Furthermore,
international competitiveness cannot be analyzed
in isolation from the corporate strategies of in-
dividual firms.

Economists have offered a variety of explana-
tions for shifts over time in comparative advan-
tage or in competitive advantage—none very sat-
isfactory, Models based on factor proportions, the
product life cycle, or demand similarity help to
understand some cases but not others. Moreover,
none of the models includes the effects of con-
scious intervention in economic processes by ex-
ogenous agents such as governments.

Still, if policies specific to particular sectors of
the economy, as well as macroeconomic and other
aggregate policies are to be improved, some idea
of their potential effects is required. Assessing
these effects, particularly across industries, re-
quires the use of a comparative advantage frame-
work. In many respects, a dynamic comparative
advantage analysis would be idea 1. Japan long-
term economic policies are examples of attempts
to develop strategies within a context of dynamic
comparative advantage, strategies that are an-
ticipatory rather than reactive.



APPENDIX B

The Economics of Industrial Policy

A basic principle underlying public policy in a
market economy is that of market failure, or gov-
ernment by exception; the market mechanism is
preferred to government policy except when it
can be shown to fail. Generally speaking, this
principle is independent of the nature of the mar-
ket, and holds for concentrated, oligopolistic mar-
kets as well as for those which are more competi-
tive. The tests for market failure, and the reme-
dies, will in fact depend on just such character-
istics.

Thus, one way to begin a study of industria
policy is by examining the circumstances under
which markets fail, However, market failure is a
necessary but not sufficient condition for public
policy, Whether government responses are war-
ranted depends on severa factors, the most im-
portant of which are the social costs of the
failure.

The following sections discuss several catego-
ries of market failure, particularly those that
could serve as possible rationales for industrial
policy. The aim is to identify and clarify various
categories of justification for government inter-
vention in industry and to distinguish economic
from political justifications,

Externalities and Market Failure

The benefits or costs to society as a whole asso-
ciated with private economic activity generally
differ from private benefits or costs. Therefore,
market decisions based on private calculations do
not necessarily yield outcomes that are socially
most desirable. Such externalities often motivate
public policy measures having significant effects
on industry, Regulations aimed at the control of
pollution or at public heath and safety are exam-
ples. Such measures are discriminatory in the
sense that some industries are affected more than
others. Externalities have also been a rationale
for government funding of R&D because socia re-
turns to R&D may exceed private returns.

Analyses based on externalities often point to
the use of nonselective market promotion policies,
such as fiscal incentives, to encourage socially
desirable R&D or to discourage undesirable activ-
ities such as environmental pollution. Such meas-
ures have aggregate objectives, cutting across in-
dustrial sectors rather than being sector-specific.
For example, a fisca program to stimulate R&D in
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the aggregate might include tax credits for R&D
facilities, or accelerated depreciation of capital
investment for facilities and equipment used for
R&D. Similarly, a fiscal program to encourage en-
vironmental improvement might include acceler-
ated depreciation for pollution control equipment,
investment tax credits for such equipment, or the
use of a government bond or loan guarantee pro-
gram to finance a portion of the investment, Mar-
ket promotion policies of these types would have
industry-specific effects, since some industries
are more highly dependent on R&D or pollute
more than others, but the measures would ad-
dress themselves to aggregate rather than sector-
specific objectives,

In practice, government policies in response to
externalities have often been sector-specific by
design—in the United States as well as in foreign
countries, Direct government funding of R&D, or
indirect support through procurement programs,
as in the U.S. semiconductor and computer indus-
tries (ch, 6) are cases in point. Another is
emissions standards for automobiles. Whether or
not the industry-specific effects of government
programs in response to externalities are con-
sciously intended, policy makers should consider
these effects and their implications. Failure to do
so has been one of the weaknesses of Government
policies toward industry in the United States. The
side-effects of policies directed at externalities
have sometimes conflicted with other policy ob-
jectives, For instance, in industries such as steel
or automobiles, regulatory policies have required
substantial capital investments. To some extent,
these have drained funds from alternative invest-
ments that might have done more to enhance pro-
ductivity and competitiveness, Indeed, side-
effects of such types have often served to rally
political support for counteracting industry-spe-
cific programs intended to compensate firms or
industries *‘injured” by Government policies.

Public Goods and National Security

Market failure also occurs in the case of “pub-
lic goods. " These are goods that private firms do
not produce, or do not produce in adequate quan-
tities, usually because: 1) such goods are “non-
rival” so that one person’s use of them does not
diminish someone else’s enjoyment; or 2) they are
‘‘nonexclusive’ so that those who choose not to
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pay cannot be barred from their use. National
security and defense are the categories of public
goods most important to industrial policy. For ex-
ample, some observers argue that aid to the
American steel industry is necessary because
steel is vital to national security. This kind of
argument, applied in other countries, is one rea
son for the fact that 45 percent of world steel
capacity (more than 50 percent in Europe) is gov-
ernment-owned. 'Similar arguments are frequent-
ly made for public policies to promote semicon-
ductor industries, on the grounds that semicon-
ductors have critica military applications.

That the output of a particular industrial sector
is vital to national security implies that socia
benefits exceed private benefits, and that govern-
ment intervention may be needed to maintain so-
cialy desirable levels of production. Nonetheless,
there are at least two steps that are necessary be-
fore concluding that government action is neces-
sary. First, it must be demonstrated that in the
absence of government action, domestic produc-
tion might be inadequate to meet national security
requirements. Studies of steel and semiconductor
industries have been inconclusive on this point. It
also must be demonstrated that in the absence of
sufficient domestic production, secure sources of
imports would not be available. For example,
could the United States rely, if necessary, on im-
ports of steel or semiconductor devices—either
from allies or from neutral nations—at fair
prices? The OTA steel study raises the possibility
that if the domestic industry is allowed to decline,
the United States may someday face unfair prices
for steel imports, perhaps because of foreign
cartels. Even if a steel cartel were judged unlikely
because of the large number of foreign producers,
foreign governments might halt exports to the
United States to safeguard their own supplies
during periods of military emergency and/or tight
supplies. Given the vagaries of international eco-
nomic and political conditions, and the impor-
tance of products such as steel for national de-
fense, a risk-averse strategy might require gov-
ernment policies guaranteeing supplies. Such pol-
icies could include stockpiling as well as support
for the domestic industry.

Product Market Imperfections

A third category of market-failure arguments
for government policies is based on imperfections
in markets for the products of industry. Such im-

"Technology and Steel Industry Competitiveness (Washington, D.C
Office of Technology Assessment, U.S. Congress, June 1980], p. 102.

perfections may take several forms—e.g., barri-
ers to entry resulting from scale economies, prod-
uct differentiation, or advertising. When imper-
fections of these types exist, markets may not
function in socialy optimal fashion. Thus, such
imperfections can become an important rationale
for public policies. They underlie, for example,
antitrust laws in the United States.

Issues such as antitrust arise in debates about
industrial policy because some people argue that
aggressive pursuit of antitrust measures has put
the United States at a disadvantage in interna
tional competition. According to this view, anti-
trust enforcement by the Department of Justice
and the Federal Trade Commission has focused
too narrowly on domestic markets and failed to
acknowledge foreign competition. As a result, it is
claimed, mergers that might enhance U.S. com-
petitiveness have been restricted, innovation
stifled, “and suits brought seeking to break up the
very firms that are mainstays of U.S. competitive-
ness (the ongoing Government antitrust proceed-
ings against IBM and Western Electric are fre-
guently brought forward as examples). Concern-
ing mergers, chapter 5 points out that vertically
integrated Japanese electronics firms, making
semiconductors for their own use, may be a
source of competitive advantage for that country.
As the capital and R&D costs of semiconductor
production increase, economies of scale are likely
to grow, making vertical integration more desir-
able. However, in the United States, antitrust
policies could be perceived as blocks to such
strategies,

Capital Market Imperfections

Imperfections in capital markets provide anoth-
er possible reason for public policy. Such imper-
fections can take several forms, and often resem-
ble the externality or public goods rationales
discussed above. For example, capital markets
may not supply funds for investments if the ex-
pected returns are too far in the future, or if
social returns greatly exceed private returns.

One type of possible capital market imperfec-
tion depends simply on the size and apparent sta-
bility of the firm seeking funds. Private capita
markets often appear to discriminate between
large and small companies. Investors or lenders
face risk and uncertain returns. Lending to large
firms with established reputations and significant

‘Possible effects of antitrust enforcement on industrial innovation are
summarized in Antitrust, Uncertainty, and Technological Innovation
(Washington, 1).CC.: National Academy of Sciences. 1980).
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sources of internal funds gives some assurance of
repayment, even though the project for which the
loan was intended may fail. In contrast, lending to
small firms may carry larger perceived risks of
default—although this may be simply a result of
poor market information about small firms, and
lenders could spread their risks by lending to or
investing in a number of small firms. Capital
market imperfections can aso stem from a prefer-
ence by businesses for reinvestment of internally
generated funds even given outside investment
opportunities offering higher rates of return.

Alleged imperfections in capital markets re-
sulting from better access of larger firms and es-
tablished industries to external capital, or from
their preferences for the reinvestment of internal
funds, have sometimes led to proposals that gov-
ernment act as an an alternative source of financ-
ing, For example, the government might guide
funds from declining industries to higher produc-
tivity sectors whose growth appeared to be lim-
ited by access to capital or by high risks, perhaps
associated with new technologies,

The issue of risk introduces another type of
possible capital market imperfection—failure to
finance projects judged excessively risky by pri-
vate lenders. All investments are inherently
uncertain; the greater the uncertainty, the
greater the risk and hence the higher the returns
required by investors. For projects with potential-
ly high but very uncertain returns, the cost of ob-
taining capital from the private capital market
may be prohibitive.

Discussions of industrial policy sometimes turn
to the possible need for government policies to
guarantee capital availability for high-risk proj-
ects in high-technology or new-technology indus-
tries, such as semiconductors or alternative
energy conversion systems. Such policies might
include cofinancing or loan guarantees. Alter-
natively, the government could raise the potential
rewards to investors by lowering the capital gains
tax. Government subsidization of risk might be de-
fended on at least two grounds: 1) that govern-
ment has a greater ability to bear risk than pri-
vate investors, and 2 ) that private decisionmakers
may be more averse to risky investments than gov-
ernment decisionmakers.

A final capital market argument for public pol-
icy is based on time horizons of private investors.
The OTA steel study, for example, found that new
equity investments have tended to favor quick
payoffs rather than the long-term investments
needed to renew the technological foundation of
the industry, During the past 10 years, the debt-

equity ratio for the entire steel industry rose from
36 to 42 percent. ' However, the U.S. industry till
has a debt-equity ratio only half that of the Japa
nese industry; this is a specific example of the
general argument that low debt-equity ratios in
U.S. industries mean that investments are eval-
uated primarily according to short-term profit-
ability (debt carries fixed rate-of-return obliga-
tions while equity brings with it pressures to com-
pete with the returns available from alternative
investments), Long-term profitability is, however,
more important for continuing international com-
petitiveness. While it is difficult to generalize
about the extent of any short-term bias by man-
agements of American firms—whether because
of stockholder demands or other reasons—there
is a good bit of anecdotal evidence for such behav-
ior, 7 Again, the policy prescription might be Gov-
ernment programs such as loan guarantees, sup-
port for R&D, and selective tax credits that pro-
mote long-term projects judged to be socially
desirable.

This argument for government intervention is
really just the externality or public goods argu-
ment in another guise, The underlying rationae is
that private estimates of returns fail to include
socially desirable returns that occur at some fu-
ture time. For example, socialy optima time hori-
zons may be longer than privately optima hori-
zons for infrastructure or R&D projects with long
and uncertain gestation periods.

Labor Market Imperfections
and Adjustment Assistance

Imperfections in the functioning of the labor
market frequently serve as the justification for
offsetting government policies. Such imperfec-
tions may take several forms, but the result is
aways the same. Wages do not adjust to equalize
supply and demand for different types of labor—
perhaps because of labor unions, minimum wage
legislation, barriers to worker relocation created
by skill requirements or geography, and rigid
wage differentials between industries or between
workers with different skills. Lack of portable
pensions is aso a bar to mobility. In the presence
of such imperfections, changes in demand for the
products of an industry may lead to production
cutbacks, layoffs, and unemployment, rather than
to an adjustment in wage differentids between in-
dustries that would help maintain full employ-

‘Technology and Steel Industry Competitiveness, op. cit., p. 120

‘R. H. Hayes and W. ]. Abernathy. "Managing Our Way to Economic
Decline,”” Harvard Business Review, July-August 1980, p. 67.
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ment and reallocate labor among different indus-
tries. Productivity improvements resulting in de-
creased employment opportunities can have simi-
lar effects, as can international capital flows—
associated, for instance, with the establishment
of overseas assembly plants.

In many countries labor market imperfections
are central to pressures for government interven-
tion in industries affected by import competition,
as well as by technological unemployment or
flights of capital. The latter two have generaly
been more important as causes of employment
dislocations in the United States—whether pro-
ductivity growth, movement of electronics assem-
bly operations to Mexico or the Far East, or of tex-
tile plants from New England to the South. In this
country, however, the Government has normally
provided adjustment assistance only when unem-
ployment is associated with import competition,

As an example of the rationale for such assist-
ance, suppose that demand for the output of a do-
mestic industry such as steel declines as a conse-
guence of competition from lower priced imports.
According to economic theory, if wages were free
to fall, they would do so relative to wages in other
industries where demand has not declined, The
relative wage decrease in the import-affected sec-
tor should encourage workers to leave that sector
for aternative jobs at higher relative wages else-
where in the economy. In reality, such behavior
seldom occurs. For example, in the American
steel industry (chs. 4 and 5) wages have not de-
clined despite import competition and falling prof-
its. A strong union has kept wages high; incen-
tives for workers to move to other industries have
been few. Unemployment compensation and other
guaranteed payments also discourage mohility,

In the absence of labor market imperfections,
changes in wage differentials between industries,
and in the aggregate rate of growth of wages, will
guide the movement of workers from declining
sectors to those that are more competitive. Al-
though the distribution of labor would change, full
employment would in principle be maintained.
However, if wages do not adjust, the result will be
aggregate losses in output, aggregate unemploy-
ment, and a slowdown in the movement of |abor
away from the import-affected industry, There-
fore public policies to speed the process of adjust-
ment may be desirable, Such policies might in-
clude relocation subsidies to workers and tax
incentives for firms in other industries that hire
the displaced workers.

The argument for government intervention be-
cause of labor market imperfections is based on
economic efficiency and is distinct from that for
intervention on equity grounds. Socially optimal
alocation of resources under changing national
and international market conditions may call for
movement of both capital and labor from in-
dustries in relative decline to those which are
more profitable. Labor market imperfections may
interfere with this adjustment by distorting the
price, wage, and profitability signals that guide
decisions. Under these circumstances, an effi-
ciency argument can be made for offsetting
government policies. But even in the absence of
such imperfections, public policies may be needed
so that the costs of adjustment do not fall
disproportionately on some individuals while
others reap the benefits.

Again, the example of an import-affected indus-
try such as steel or automobiles can illustrate.
Shifts in international competitiveness may re-
quire the movement of labor from such an indus-
try on efficiency grounds, Although this move-
ment yields social benefits, it also has costs.
These costs include the income lost by workers
during the transition to new jobs, and any retrain-
ing and relocation costs. In the absence of public
policies, the full adjustment costs are borne by
the displaced workers. This is not necessarily
equitable. Why should employees of firms af-
fected by imports (or technological change or
flights of capital) bear the brunt of the costs,
while others—such as the consumers of cheaper
foreign imports—reap the benefits? The govern-
ment may well decide that a different distribution
of social costs and benefits is desirable. This was
one motivation for the expanded trade adjustment
assistance program (see ch. 8) created by the
Trade Act of 1974. In many countries income sup-
plements, retraining and relocation grants, and
aid programs for communities are used to reduce
the costs paid by workers and localities when in-
dustries decline or employment opportunities are
lost—whether caused by shifts in internationa
competitiveness, technological change, or other
factors. Such policies may be particularly impor-
tant for industries where workers are older, un-
skti)lled, or otherwise have difficulty finding new
jobs.

Efficiency and equity rationales for trade ad-
justment assistance are specific applications of
the genera principle that the costs of moving
labor and capital so as to produce a net socia
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gain should not fall disproportionately on partic-
ular groups. Whether the factors behind resource
relocation are the result of changes in consumer
demand, changes in technology, or changes in
government policy—such as the scaling down of
military installations or the imposition of stand-
ards for environmental control or occupational
health and safety—government programs may be
desirable to protect those whose jobs are af-
fected. In the United States, however, such poli-
cies have in the past been limited to trade-
affected sectors or to a limited number of pro-
grams dealing with regional adjustment—such as
the programs of the Economic Development Ad-
ministration or the Department of Housing and
Urban Development (ch. 8.)

Equity and efficiency rationales for govern-
ment intervention are distinct, and may be in con-
flict. For example, adjustment programs have
sometimes acted to reduce incentives for finding
new jobs and themselves slowed the adjustment
process. Indeed, some observers contend that the
sluggish movement of labor in the United States is
precisely the result of such programs—which is
not an argument against adjustment policies in
principle, but against those that are poorly con-
cieved or otherwise do not function as intended.
To counteract such flaws, adjustment assistance
programs could be designed to increase incen-
tives for adjustment by tying payments to socially
desirable objectives such as retraining or reloca-
tion. Finally, one of the most persuasive argu-
ments for adjustment assistance is that, in the
absence o f such programs, individuals who bear
the costs of a socially desirable movement of
resources are likely to use their political and in-
stitutional power to impede adjustment, In other
words, i f the equity issue is not confronted by
government policy, the result may be development
of imperfections in capital, labor, and product
markets that hinder rather than facilitate the
movement of resources in response to shifts in
corn pet i t iveness,

Market Imperfections Resulting
From Government Actions

While many failures or imperfections are in-
herent to markets, another category consists of
those that are themselves consequences of
government policies, be these domestic or foreign
governments, Intervention by the U.S. Govern-
ment to promote or support industries such as
steel or semiconductors is sometimes urged as a

counter to “unfair” competition resulting from
foreign government policies.

Measures to protect U.S. markets from “un-
fair” foreign competition have included voluntary
restraint agreements (VRAS) or orderly marketing
agreements (OMAYS), trigger pricing, antidumping
surcharges, and other remedies implicit in sec-
tions 301 and 337 of the Trade Act of 1974. These
measures have not always been effective (see ch.
6). As one result—here and elsewhere—pres-
sures can mount for alternative policy re-
sponses —eo0g., subsidization of industry by tax
cuts or R&D support to countervails similar pro-
grams in other countries. Imperfections created
by foreign industrial policies are becoming a
force for similar policies in the United States. In-
deed, this is the point of departure for many dis-
cussions of industrial policy. The net result could
be offsetting neomercantilist policies leaving each
country worse off than it would have been if none
had introduced such policies.

It is not obvious that the United States should
respond to market imperfections resulting from
subsidies to industries that compete with Amer-
ican firms, Indeed, some people argue that if
foreign governments are subsidizing exports to
the United States, then they are effectively sub-
sidizing U.S. consumers. According to this view,
the United States benefits from “unfair” competi-
tion, and no policy response—protectionist or
otherwise—is needed. Of course the gains to the
United States are not without costs and may be
short-lived. As discussed in the preceding section,
adjustment costs are one consequence. These
costs—for moving capital and labor out of firms,
regions, and industries that cannot compete
against subsidized foreign producers—are often
substantial. This is particularly true if capital and
labor are relatively immobile. Costs of adjustment
must be weighed against the benefits of subsi-
dized imports,

Even if the net benefits outweigh the costs, a
government policy response might still be war-
ranted. At the very least, equity concerns could
justify adjustment assistance. Why should some
domestic interests benefit from the policies of
foreign governments while others suffer? Dis-
tribution of costs and benefits should be the out-
come of domestic policies rather than actions
taken b~ foreign governments.

Beyond considerations of equity, there may
also be long-run efficiency rationales. Suppose
that in the absence of offsetting domestic policies,
foreign subsidies lead to the decline of domestic
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firms, In the long run, foreign governments might
use the resulting market power to cartelize or mo-
nopolize the world market, forcing up the prices
of imports, Such a strategy could only be success-
ful in industries where economies of scale or
other barriers to entry prevented the reappear-
ance of competition. For these and other reasons,
predatory pricing strategies would probably not
succeed. More convincing reasons for domestic
policy responses to foreign subsidies focus on the
loss of initiative that would result if domestic in-
dustries were allowed to passively restructure
according to market signals distorted by the
governments of other countries.

In addition to the distorting effects of foreign
government policies, domestic government ac-
tions may create a need for compensatory poli-
cies. As noted elsewhere, policies aimed at ag-
gregate objectives (for instance, environmental
quality) often work to the disadvantage of par-
ticular industries such as steel. Evolving legal
standards for product safety and reliability have
likewise increased risks in some industries—e.g.,
chemicals. Differences in the tax treatment of
various types of capital work to the advantage of
some industries but not others. Interest deduc-
tions for mortgage payments in the United States
favor investments in real estate over manufactur-
ing.

Moreover, tax effects combined with rapid in-
flation have adversely affected investment in in-
dustry. Because the capital gains tax falls on
nominal capital gains rather than real gains, in-
vestors may face taxes if they sell assets whose
real value has not increased. This tends to en-
courage the owners of such assets simply to hold
them—the lock-in effect—and works against mo-
bility of capital. Inflation also increases the effec-
tive corporate tax rate by reducing the value of
depreciation deductions based on historical costs,
When public policies can be shown to distort
market signals, responses ranging from their
elimination to the introduction of compensating
measures may be justified,

Macroeconomic Rationales for Policy

The final rationale for government intervention
differs from those preceding because it is based
on macroeconomic performance—measured by
parameters such as price stability, aggregate
levels of output and employment, or balance of
payments— rather than conditions in particular
industries or markets. As the market system does
not always realize macroeconomic objectives on

its own, government action may be required to
maintain full employment or counter inflation.
Such reasoning usually points to aggregate rather
than industry-specific or market-specific policies,
although such policies may have sector-specific
effects. For example, government policies dealing
with balance of payments should not be required
if exchange rates can adjust freely to changing
market conditions, However, foreign government
interventions or lags in adjustment may call for
government responses, at least temporarily. Al-
though not industry-specific in intent, such re-
sponses would typically be industry-specific in
their results—because industries that export,
those that compete with imports, and those that
produce goods which are not traded at all will be
affected differently.

Costs and Benefits of
Alternative Policies

Public policies affecting industry often carry
the potential for high net costs to society, For in-
stance, using sector-specific policies to attack ag-
gregate problems can be inefficient—as when a
declining industry is subsidized to maintain
employment. Before adopting industrial policy
measures, costs should be estimated both inside
and outside the sectors of immediate interest,
Whether choosing sector-specific policies aimed
at sector-specific problems, market promotion
policies, or other measures with aggregate objec-
tives—costs and benefits of alternatives are im-
portant considerations. Even when precise
evaluation is impossible, enumerating the classes
of benefits and costs—which may be widely
spread through society—can help to frame
judgments.

To illustrate, consider the case of government
intervention in manufacturing industries such as
steel or automobiles. On the benefit side of the
argument, major outputs can be identified that
could decline or be otherwise adversely affected
in the absence of government policy. The list
might include:

1. The benefits of preventing decreases in
domestic output and employment as a conse-
guence of a decline in the particular indus-
try. These losses impose only short-run costs
provided alternative employment can be
found for the factors of production (labor,
capital) released; in other words, such costs
are adjustment costs. If, however, there are
regional or other barriers to factor mobility,
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then these costs may become permanent,
Both short- and long-run costs can in princi-
ple be weighted to reflect distributional con-
sequences, such as the social impact of in-
come losses on depressed regions.

2. Prevention of losses in socially desirable
R&D as a consequence of decline.

3. Prevention of declines in domestic output
necessary for national defense.

4. Prevention of loss of competition within do-
mestic markets, including losses associated
with distorted market indicators and ineffi-
cient allocation of resources,

5. Avoiding lost tax revenues, increases in
unemployment compensation, and similar
costs.

On the cost side of the ledger, one would have
to identify the various losses that would occur as
a result of government policy. This list might in-
clude:

1. Long-run efficiency losses due to misalloca-
tion of resources caused by government pol-
icy. These losses could include decreased
outputs in other industries—e.g,, if the sec-
tor favored by the policy bid resources away
from other industries.

2. Direct costs of the policy, including costs of
institutional machinery for implementing it.
The calculation should consider possible
cuts in other Federal programs, including
distributional consequences,

3. The costs of any behavioral inefficiencies re-
sulting from the policy. For example, govern-
ment intervention to support a particular in-
dustry might create pressures for matching
aid to other industries.

In principle, each of these benefits and costs
should be evaluated based on alternative assump-
tions for future market trends, with and without
the policy, and with alternative time horizons.
Cdculations should be made for a range of policy
alternatives to determine which, if any, might be
preferred,

Although this framework may seem abstract, it
demonstrates that there is no prima facie case for
industrial policy, especially for sector-specific
policies favoring or promoting certain industries.
A judicious evaluation of the many competing ob-
jectives and the many competing policy responses
is needed.

The Economics of Protectionism

As discussed in chapter 6, policies intended to
shield domestic industries from foreign competi-

tion have seldom been effective in promoting in-
dustrial adjustment; even when effective, protec-
tionist measures are usually rather inefficient.
This section briefly reviews the effects of pro-
tection-whether by tariff or nontariff barriers.
The most important nontariff barriers are quan-
titative restrictions on imports such as VRAs or
OMAs.

In the absence of market imperfections, tariffs
generally reduce aggregate economic welfare.
Labor and capital employed in an industry given
tariff protection will gain; but losses to consumers
of the protected commodity will typically be
greater, ' Furthermore, even when a policy re-
sponse is necessary, tariffs frequently prove a
second-best measure. Alternative measures can
usually achieve the desired objectives at less cost
to society, particularly objectives involving en-
couragement of domestic production in a given in-
dustry, The reason is straightforward, Tariffs
change prices, and prices affect both production
and consumption. A policy that works directly on
production and leaves consumption unchanged—
such as a tax, subsidy, or credit policy-is more
efficient than a tariff because the tariff also dis-
torts consumption.

Quotas also tend to be second-best policies, and
for the same reason—they affect both production
and consumption, But quotas are often less effec-
tive than tariffs, Selective quotas—applying to
certain commodities and/or certain foreign sup-
pliers—are not always successful. If imports of
one kind are restricted by quota, foreign pro-
ducers may switch to a substitute. If quotas are
applied to imports from one country, other coun-
tries may move in. The OMA on imports of color
televisions from Japan encouraged an increase in
imports from Taiwan and Korea, while also en-
couraging Japanese production in the United
States.

Tariffs are also superior to quotas from a dis-
tributional standpoint. Tariffs, like taxes, gener-
ate revenue. The funds become available for fi-
nancing other government policy measures or for
offsetting other taxes.

Protection against imports by means of quotas
or tariffs has been used with some frequency in
recent years. In the case of U.S. industries such
as apparel and footwear—where domestic pro-
ducers face a cost disadvantage and market im-

‘For a recent example estimating the effects of taniffs or quotas on
automobile imports, see M. P. Lynch, et al.. Comments of the Staff of the
Federal Trade Commission Before the United States International Trade
Commussion, Certain Motor Vehicles and Certain Chassis and Bodies
Therefor. Oct. 6, 1980. especially app. B.
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perfections can be ruled out—protection has
been justified as a short-term measure to slow the
pace of decline and hence reduce adjustment
costs. However, temporary protection intended to
ease adjustment may become permanent. Fur-
thermore, protection is a second-best policy com-
pared to adjustment assistance and retraining or
relocation subsidies, which do not unnecessarily
raise prices to consumers,

Another rationale for temporary protection of
mature or declining industries has recently been
developed—an analog to the well-known infant-
industry argument, This is the “senescent” in-
dustry argument, which holds that domestic pro-
ducers with old, outmoded product or process
technology should be protected from competition
with foreign producers having more modern tech-
nology. Temporary protection, it is argued, will
allow domestic firms to generate profits for mod-
ernizing their own processes and/or products.
This rationale is quite different from that used to
justify temporary protection because of rapid and
unexpected change within the economy, The lat-
ter case—covered in trade law by “escape
clause” proceedings—is clearly different from
that of industries in slow decline because of long-
term shifts in comparative advantage.

There are several possible pitfalls in the senes-
cent industry argument. First, if domestic pro-

ducers have been unwilling or unable to modern-
ize or keep up with the technology employed by
foreign firms, this suggests that it has been un-
profitable for them to do so—e.g,, in the in-
tegrated portions of the American steel industry.
Second, though a case might be made that market
failure has caused the decline of domestic firms,
this does not necessarily mean that protection is
an appropriate policy response. Policy should be
guided by benefits and costs expected in the
future, not by the historical causes of decline.
Finaly, if a policy to help a senescent industry
does seem warranted, protection would probably
not be the best remedy. Once again, protection is
likely to be second-best, more costly, and less effi-
cient than alternatives such as loan guarantees,
or tax incentives for stimulating new investment.
Furthermore, protection may not in fact promote
modernization. Protection is only indirectly linked
to capital investment, process or product innova-
tion, and other possible strategies for increasing
productivity and restoring competitiveness. While
protection might raise profit levels, the profits
will not necessarily be reinvested in the senescent
industry, There is little evidence that trade pro-
tection in the steel or consumer electronics in-
dustries (or apparel or textiles) has worked to
restore domestic competitiveness (see ch. 6),



APPENDIX C

The Legal Environment for

Industrial Policy

Legal constraints could preclude or limit the
application of some kinds of policy measures di-
rected at industrial competitiveness and econom-
ic efficiency in the United States, The possible
constraints reflect not only constitutional prin-
ciples, but aso the traditional separation of Gov-
ernment and business enterprise in this country
(ch. 8), The separation—more nearly an adver-
sarial than a collaborative relationship—is deep-
ly rooted in basic political attitudes, and has nor-
mally been perceived as healthy and desirable: it
finds expression in the U.S. lega system.

The legal environment in the United States thus
seeks, in many instances, to insulate Government
from the private sector, both directly—as through
Federal conflict of interest laws and numerous
disclosure statutes, and indirectly—in antitrust
and trade laws that embody fundamental pre-
sumptions against mercantilism and in favor of
vigorous competition, Policy proposals of some
types could raise legal issues because they would
mandate precisely the behavior that the legal sys-
tem presently attempts to limit or prevent,

Within the framework of the legal system, Gov-
ernment has, nevertheless, been granted increas-
ing leeway to involve itself in the affairs of busi-
ness and industry. The rapid growth of Federal
regulation in the environmental, safety, health,
and energy areas over the past 15 years is evi-
dence of this trend. Government can certainly in-
tercede in private trade and commerce-and in a
substantial way. The basic question is. Would pol-
icy innovations be possible that could function ef-
fectively within the context of traditional Govern-
ment-industry relations in the United States—as
embodied in basic aspects of public law? Or,
would industrial policy require new modes of in-
teraction between the public and private sectors,
and hence changes, perhaps fundamental, in that
law?

A number of aspects of the legal environment
for industrial policy are discussed in a general
way below. The intent is to suggest topics of prob-
able importance, the scope of industrial policy ini-
tiatives that have been suggested being too broad
for examination in detail. Among these sugges-
tions have been: tax incentives, including liber-
alization of business tax deductions and substan-

tial tax cuts for individuas, creation of new Fed-
eral agencies. expansion of mechanisms for par-
ticipation by business and labor in the activities
of Government, including committees and commis-
sions; development of programs for training, re-
training, and assisting the mobility of labor; in-
centives for export-related manufacturing; import
restraints such as surcharges and quotas: and
formalized “economic planning”’ [as in the
Balanced Growth and Economic Planning Act of
1975).

Constitutional Issues

The U.S. Congtitution imposes a variety of dis
tinct restrictions on Government actions affecting
private trade and commerce. Policies toward in-
dustry must conform with these—generally asso-
ciated with the “Commerce Clause,’” delegations
of congressional authority, State sovereignty, and
equa opportunity.

Article I, section 8 of the Constitution—which
contains the Commerce Clause—forms the basis
for the Federal Government’s broad powers to
regulate private trade and commerce. The Consti-
tution also ensures that Federal laws will have
precedence over any inconsistent State and local
laws. Over the years, the Supreme Court has con-
tinuously expanded the concept of interstate com-
merce: well-established guidelines now exist. The
most fundamental of these alows Congress to ex-
ercise jurisdiction under the Commerce Clause
whenever a commercial activity has a * ‘substan-
tial economic effect” on interstate commerce.
Under this interpretation, even an activity taking
place wholly inside one State may be within the
scope of the Clause, so long as its effects extend to
other States. For example, the Supreme Court has
found the Commerce Clause broad enough to in-
clude the extension of Federa wage and hour pro-
tection to al workers in firms producing goods for
interstate commerce. ~

To the extent that industrial policies would ap-
ply to major economic sectors —those that pro-
duce goods or provide services that are integrally

‘See, e Heart of Atlanta Motel Inc.v. United States, 379 118, 241,
258-59 [ 1964).
Maryland v, Wirtz, 392 11LS, 183 (1968]
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part of the flow of interstate and foreign com-
merce—such policies should not be materialy in-
hibited by the Commerce Clause, Suppliers and
subcontractors to these industries would also be
subject to Federal regulation to the extent that
they form a significant part of chains of produc-
tion and distribution of products or services that
are part of interstate commerce.

Article | of the Constitution also contains
language that has been interpreted as permitting
Congress to delegate legislative authority—for
example, the day-to-day work of implementing
congressional law, But the permitted delegations
of authority are limited, especially to private par-
ties rather than to Government agencies, Such
restrictions would apply to committees or commis-
sions involved with industrial policy that included
private citizens within their membership, Those
whose business interests could be affected would
find their participation especially circumscribed,

The 10th amendment to the Constitution con-
tains the State sovereignty provisions, which limit
the extent to which the Federal Government can
infringe on activities integral to the sovereignty of
the States—e.g., those essential to State and local
government. To the extent that a court sees indus-
trial policy as a response to a national emergency,
it would be more likely to uphold actions that
might otherwise be seen as infringements on State
autonomy. The courts will typically employ a bal-
ancing test: the gravity of national problems
found to exist by Congress will be taken into ac-
count as a factor to be weighed, along with the
nature of the State interest at stake, the extent of
the interference with that interest, and the dura-
tion of the restraint.

Incorporated into the 5th amendment due proc-
ess guarantee is the 14th amendment equal pro-
tection provision. The protections extend to busi-
nesses as well as individuals, and could bar pro-
grams that favor one segment of industry over
another without legitimate economic or social
purpose, But before a court overturned Federal
economic legislation on equal protection grounds,
it would have to be persuaded that the legislation
was clearly without justification.

Antitrust Laws

U.S. antitrust laws seek to preserve competitive
markets by broadly proscribing many forms of co-
ordinated or collaborative activities among busi-
ness enterprises. As such, they embody a funda-
mental public policy against the rationalization of
trade, as through private “orderly marketing

agreements” or similar arrangements that would
tend to reduce the independent character of deci-
sionmaking by competing firms. Given the sub-
stantial and costly risks of antitrust liability (e.g.,
private treble damage actions) it seems clear that
the antitrust laws could represent a substantial
obstacle to at least some forms of possible policy
initiatives seeking increased industry wide col-
laboration on commercial and trade matters.

In view of the basic free enterprise policies em-
bodied in the antitrust laws, the courts have nar-
rowly construed explicit congressional exemp-
tions from their application, and have sharply
limited the circumstances justifying implied ex-
emptions, Further, even where Government reg-
ulation displaces the antitrust laws, the courts
have indicated that agencies can abuse their dis-
cretion in failing to consider the impact of regula-
tory policies on competition.

From the standpoint of industrial policy, the
most important antitrust provision is section 1 of
the Sherman Act, prohibiting any agreement that
is “in restraint of trade among the several States
or with foreign nations,”] This section has been
interpreted to prohibit al manner of agreements
among competitors which fix or stabilize prices,
alocate territories or customers, limit market en-
try, regulate production, use group boycotts, or
similarly restrict competition among firms at the
same level of trade. Programs involving joint ven-
tures among competing firms, including joint R&D
programs, pooling of technical or marketing infor-
mation, or standard setting, would thus be subject
to antitrust scrutiny.

The question of antitrust restriction on R&D
has recently arisen in discussions of cooperative
R&D on generic technologies in various indus-
tries, including semiconductors. In the 1960's, the
Department of Justice brought a suit under the
Sherman Act alleging unlawful restraint of com-
petition in technological R&D in the automobile in-
dustry,‘The automakers were accused of conspir-
ing to slow the pace of technological devel-
opments aimed at meeting Federal exhaust emis-
sions standards, Thus, joint venture and coop-
erative R&D programs, as well as pooling of tech-

‘15 US.C.sec. 1 ( 1976), Also relevant ure the Sherman Actprovi-
stons, 15 U.S.C.sec. 2 [ 1976), which prohi hi | the monopoliza t ionof, or
4t tempts Or conspiracies tomonopolize, ‘ ‘any partof thet rade ur com-
merce U mung the several States, or with foreignnations,, andsec.7
of the Clay tun Act. 15 ~’. §.C.sec.18 ( 1976], which prohibits corporate
acquis tions of the stock or assets uf ot her covered corporations ' where
in anv line of commercemnany section of the ((inn t rv. the effect uf such
acquisi t 10n may be substa n tially to lessen a n\ competi tionor tend to
create Umaonopoly.”

‘IIni ted Sta tes v. Motor Vehicles Manufac turers Associa ton of the
7S, Inc., 1969‘1'rude cCases 91, par. 72,907 {C D. Cal.1969).
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nical and marketing information, may continue to
be challenged under antitrust provisions—by the
Government or by private parties, The guidelines
for joint R&D recently issued by the Department
of Justice, discussed below, seem unlikely to have
a dramatic effect on perceptions in this area,

The potential relevance of antitrust considera-
tions for industrial policy was illustrated during
1980 in the context of Government plans to assist
the domestic automobile industry, Secretary of
Transportation Goldschmidt’s task force consid-
ered a variety of steps that the Government might
take—including trade, tax, credit, and unemploy-
ment assistance policies, One trade policy option
would have been for the administration to urge
voluntary restraints on automobile imports from
Japan. However, this option was judged to run the
risk of antitrust litigation as an informal trade re-
straint agreement. ’

Antitrust statutes are among the more ambigu-
ous in the United States. The Sherman Act is writ-
ten in particularly general terms, and must fre-
guently be interpreted by resort to the courts. Liti-
gation is often prolonged and expensive; penalties
can be high, including large sums in civil damages
from private actions. Imprisonment may result
from criminal antitrust actions. Some observers
believe that uncertainties concerning antitrust
enforcement, combined with such large risks, has
a substantial inhibiting effect on the activities of
business and industry. Others believe the activ-
i ties inhibited to be primarily those that are clear-
ly collusive and anticompetitive, and that present
antitrust enforcement practices are necessary
and effective.

Concerns of this type—related particularly to
topics such as joint R&D or joint ventures for for-
eign trade—have recently received a good dea of
attention. For example, in a message to Congress
on October 31, 1979, President Carter empha-
sized the importance of stimulating industrial in-
novation, and acknowledged that antitrust laws
have often been assumed to prohibit all coopera-
tive R&D. He directed the Justice Department to
issue a set of guidelines concerning antitrust im-
plications of cooperative research; these guide-
lines were published late in 1980, and seem a
useful though limited step in removing ambiguity
from this area of antitrust enforcement. -

" Move Would Give ( arterbree gand.” A utomotive News Aug 11,

1980, p 4

“ Industria 1 inn ovationInitatives Rema rks Announang a Progr am
toknc 111 ragelnnant ¢ oom d nd -« Industrial Innoy d Hon Initiatives
Message 1() the Congressiransmit tingProposedimtiat lves, Weekly
Compilationof Presidential DocumentsOcl 31,1 979. pp 2070-2071

An titon P Guide Coneerming Researe n Joint Ven tures (Washington,
D). (AntitrustDivision, Department of Justice, November 1980)

In fact, much of the lore of antitrust is unpub-
lished—although often enunciated in speeches by
Government officials, copies of which are avail-
able from the Justice Department on request.®
Under such conditions, the private sector is likely
to be wary of any participation in industrial pol-
icy initiatives which may seem to carry risk of
antitrust actions.

Antitrust enforcement also extends to inter-
national trade. For example, the voluntary re-
straint agreements (VRAs) on imports of steel—
discussed in chapter 6—were challenged under
the Sherman Act by Consumers Union,"As a re-
sult of the VRAS, nine Japanese steel companies,
plus British Steel Corp., and a number of Western
European steel firms belonging to the European
Coa and Steel Community, jointly agreed to re-
duce the amounts of steel they would export to the
United States. Consumers Union charged that the
President and Secretary of State lacked the au-
thority to negotiate these agreements, and also
claimed that, even assuming such authority ex-
isted, VRAs were unlawful under section 1 of the
Sherman Act.

As the case progressed in the district court,
Consumers Union withdrew its Sherman Act
claim, leaving a state of uncertainty that still ex-
ists surrounding such voluntary private agree-
ments. Basically, the question concerns whether
or not private agreements, negotiated or induced
by the Government but falling short of outright
governmental compulsion, enjoy some degree of
protection from antitrust attack because of the
Government’s involvement. Also note that, al-
though Consumers Union brought suit against the
Government (specifically, the Secretary of State),
private suits might have been filed in addition.
Parties directly affected by the agreements—for
example, purchasers of steel claiming that VRAs
raised steel prices to artificially high levels—
could have brought actions under U.S. antitrust
laws against the foreign steel producers that
were parties to VRAs (although this might have
posed jurisdictional problems).

Trade Law

The executive branch has considerable discre-
tion in negotiating trade agreements. Nonethe-
less, this discretion is limited in various ways—

“For example, |. Davidow, “Unfair Competition in the U.S." (Brussels,
Belgium: International Institute for the Studv of Commercial Gompeli-
tion, May 5, 1980},

‘Consumers Union of 1.8, Inc. v. Rogers. 352 F. Supp. 1319 (D.D.C.
1973]); Consumers Union of LS., Inc. v, Kissinger, 506 F.2d 136 (1.C.. Cir
1974).
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for example, by antitrust laws as indicated in the
previous section. Other restrictions stem from in-
ternational obligations the United States has
assumed—e.g., under the General Agreement on
Tariffs and Trade (GATT).

U.S. trade law includes a large body of treaties
and executive agreements of both a bilateral and
multilateral nature. Prior to 1947, American
trade agreements were bilateral, However, since
the appearance of GATT in 1947, most trade
agreements entered into by the United States
have been multilateral.’”

The basic purpose of GATT was to create a
freer environment for trade among the member
nations and to discourage attempts by countries
to promote their own industries or to create
relative disadvantages for other nations in-
dustries. GATT attempted to meet these objec-
tives by developing a framework for eliminating
tariff discrimination among member nations, by
reducing barriers to free trade other than tariffs,
and by moderating tariff levels, GATT provisions
represent important limitations on the kinds of
policies the United States as a member nation may
adopt—whether to promote domestic industries
in foreign trade or to protect domestic industries
against foreign competition.

However, the legal status of GATT in the United
States has been unclear since its signing. GATT
has never been submitted to the Senate for its
“advice and consent” pursuant to article 1l of the
Constitution. Therefore it has never been ratified
as a treaty. Indeed, language in trade legislation
enacted by Congress in the decade following the
signing of GATT expressly withheld congressional
approval or disapproval. "

In April of 1979, the President’s Special Trade
Representative initialed the Multilateral Trade
Agreements (MTASs) resulting from the Tokyo
Round negotiations held under GATT. Several
months later, Congress passed the 1979 Trade
Act and officially approved and implemented the
Agreements. Thus, the binding effect on the
United States of at least the MTASs is clear—in the
absence of judicial challenges to the unusual pro-
cedure of adopting separate implementing legisla-
tion to effectuate trade agreements entered into
by the executive.

Major U.S. trading partners are parties to
GATT and the MTAs. Accordingly, actions by the

"General Agreement on Tariffs and Trade, 55 UNCT.S, 194, T.LAS.
No. 1700 (1947). There have been seven rounds of trade negotiations
under the auspices of GATT since 1947, the most recent of which was
the Tokyo Round (1975-79).

"See, e.g., 19 US.C.osec. 1351{a) 1 A)[1976).

United States to assist domestic industries that
are inconsistent with obligations under the
Agreements—or are perceived by other signa-
tories to be inconsistent—may be subject to
diplomatic challenge under GATT. *Moreover,
since the trading partners of the United States
have generally similar trade laws, violation of
MTA or GATT provisions by the United States
could provoke retaliation by these countries, in-
cluding the implementation of both tariff and non-
tariff measures to restrict U.S. exports.

While the MTAs limit the policies of member
governments that could act as export subsidies,
they do provide leeway in such policies, Govern-
ments may promote the health and vigor of their
industries in a general manner, even though such
policies have an indirect impact on foreign trade.
Thus, GATT does not prohibit policies aimed pri-
marily at domestic operations, and should not
pose an obstacle to industrial policies with domes-
tic goals. © Nonetheless, the issue of when
domestic subsidies begin to interfere with inter-
national trade flows has often been a matter of
contention within GATT, Considerable effort
went into negotiating the subsidy code in the new
Agreements to try to arrive at more workable pro-
cedures,

Freedom of Information Act;
Government in the Sunshine Act;
Federal Advisory Committee Act

The Freedom of Information Act (FOIA) lays
down comprehensive requirements for the disclo-
sure of records kept by Government agencies. ™It
makes disclosure of such information the rule,
and provides the public with powerful procedural
tools for enforcement. Although the FOIA em-
bodies a basic public policy favoring open Govern-
ment and public disclosure, the Act itself recog-
nizes through a series of exemptions that not al of
the Government business can be conducted in a
fish bowl, Exceptions include national security
matters, law enforcement investigations, and con-
fidential business information, including trade
secrets.

The breadth of FOIA’S applicability suggests
that it could well apply to special Government

()' course, cnnr<iay 1 sapplicabletorheUmied St tes arealso) oap
plicabletot headivat i\ of Us tradingpartnershos 11 nonsbyothe r
signatoriestot 11, NTTA swhichviolate heir(11)1 igationsunderthe
Agreementsmaybe chal lenged byt he United Stiytes

Int he (soldschmidtautomobile optionsandi nsisreterredioabove 1
number ol mternal  subsidies W ere considered bor Che domes t o
autpmobileindustry

SUIS (0 seedD2(19Y76)



Appendix C— The Legal Environment for Industrial Policy.187

boards or corporations established for purposes
of industrial policy. Thus, the scope and legal ef-
fect of the so-called “trade secrets’ exception to
FOIA are matters of potential importance. For ex-
ample, some policy measures might call for sig-
nificant submissions or exchanges of sensitive
t ethnological, commercial, or financial data—
e.g., costs of production—the public disclosure of
which could prejudice not only the firms involved,
but also the achievement of the policy goals.
[Financial harm is a basic test applied to FOIA ex-
emptions. ) The key question would appear to be
whether the exceptions, as presently embodied in
the Act, would he viewed by the private sector as
adequate protect ion against the disclosure of con-
fidential information. If not, private firms would
be unlikely to cooperate in the policy.

What FOIA did for agency records, the Govern-
ment in the Sunshine Act does for agency
meetings. Enacted in 1976, the statute requires
that “. ., every portion of every meeting of an
agency shall be open to public observa t ion. ™) The
Chrysler Corporation Loan Guarantee Board,
among o the r Gove rnment bod i es, has comp 1i ed
wit h the Sunshine Law’. " The Sunshine Act does
adlow an agency to close its meetings under some
circumstances, including a 11 of the situations
covered by FOIA exempt ions—e. g., discussions of
financial data, internal personnel rules, private
personal records, and information on financia in-
st itut ions.

The Federal Advisory Committee Act applies
FOIA and Sunshine Act principles to advisory
commit tees. | t requires that ‘‘each advisory com-
mit tee meet ing shall be open to the public. Il t
also requires that: 1 ) notice of meetings be pub-
lished in the Federal Register; 2) interested per-
sons be permitted to ‘‘a t tend, appear before, or
file statements subject to reasonable regula-
tions;”" 3) minutes and other records be kept and
be made available to the public.

The Sunshine Act and the Federal Advisory
Committee Act raise issues similar to those of
FOIA—i.e.. the willingness of individuals and
firms in the private sector to participate in policy
initiatives that might involve disclosures of con-
fidentia in format ion.

5 LS. sec, 552h (19761
‘Seec e 45 Fed Reg 47565 (1480)
SU.S.Coapp. 1 sec 10[af1]{1976).

Conflict of Interest and
Financial Disclosure

Federal conflict of interest laws and regula-
tions, as well as financial disclosure laws, could
affect the formulation and/or implementationof
policies that depend on recruitment of private
citizens to work for the Government. Theselaws
and regulations extend to part-time aswell as full-
time employment, and also to unpaid consultants.
With some exceptions, they prohibit Government
employees from having financial interests in
Government activities: restrict the professional
ac tivi ties of former Government employees in
terms of whothey mav represent before the
Government as ‘‘agen t orattorney’; prohibit
Government employees [romreceiving compensa-
tion from nongovernmental sources. and prohibit
Government employees from representing a client
in a proceeding t o which the Uni ted Stalesisa
party or has a direct or substantial interest.

The basic conflict of interest rule prohibits ex-
ecut ive branch employeesfromparticipatingin
proceedings in whichthey have a financial inter-
est. * The prohibition includes consulta tionand
advising, as well as decisionmaK ing.Financia 1 in-
terest is broadly construed to referto interests of
family and associates.

A detailed Executive order has been issued im-
plementing the conflict of interest statutes, and
two Government agencies-the Office of Person-
nel Management and the Office of Governmen t
Ethics—oversee the operation of the statutes. In
addi t ion to these laws and regula t ions, under the
Ethics in Government Act of 1978 many calego-
ries of Government employees must disclose de-
tailed personal financial in forma tion.

These laws could pose obstacles to the imple-
menta t ion of some kinds of policies because indi-
viduals in the private sector wi th special exper-
tise might either be disqualified outright or might
find the prohibitions and rest rictions onerous and
disruptive of their careers outside Government.
There are aso potential conflicts of interest when
Government officials with regulatory responsi-
bilities over industry become members of special
boards, committees, or task forces relating to that
same industry.

18 1USCsec 208
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Government Ownership of Patents
and Technology

If an industrial policy initiative were to involve
Government stimulation or funding of R&D and in-
novation, questions could arise about the interest
of the Government as opposed to the private sec-
tor in any resulting inventions or other propri-
etary technology. Furthermore, legal restrictions
on the utilization of Government-owned technol-
ogy by private firms might impede the commercial
development of that technology.

A number of complex and conflicting policy
considerations exist in this area. First, when
public funds are used to generate new technology,
it seems clear that such technology should be
utilized for the benefit of the public. Moreover,
where the technology represents a significant ad-
vance in the state of the art, and has competitive
significance, it is also clear that affording ex-
clusive use of the technology to one firm might
detract from competition in the industry. This
consideration is particularly important where the
technological development supported by Govern-
ment would not have been commercially feasible
for any one firm acting alone. On the other hand,
in the absence of exclusive licensing rights, pri-
vate firms might not commercialize the new
technology.

Current rules governing the licensing of tech-
nology generated either by Government employ-
ees or through Government funding reflect—but
do not resolve—these competing policy considera-
tions. Thus, there is a strong general presumption
favoring nonexclusive licensing. And, while provi-
sion is ostensibly made for exclusive licensing
where necessary to ensure commercial develop-
ment, the Government in many cases still retains
the right to require sublicensing and otherwise to
assure broad dissemination of the technology in a
manner potentially inconsistent with a grant of
exclusive rights.

At present, different Government agencies—
the Department of Energy, the National Aeronau-
tics and Space Administration, the Department of
Defense, the Environmental Protection Agency—
have different rules governing the ownership and
licensing of rights to inventions or discoveries
they have supported financially. Sometimes these
rules are developed by the agency itself, other
times they are statutory. Thus, the rights of the
Government and of private firms are not set out in
a unified body of law. Each agency operates
under its own distinctions, its own rules or stat-

utes, and its own procedures. This lack of con-
sistency has been widely perceived as unde-
sirable—and a potential inhibition to innovation
and the commercialization of new technologies.
Several bills recently introduced before Congress
have sought to remedy this situation.

Legal Challenges and Judicial Review

New policy initiatives toward industry might in-
volve new statutes, amendment or repeal of ex-
isting statutes, promulgation or amendment of ex-
ecutive orders or agency regulations, or combina-
tions of these. Moreover, depending on their sub-
stance and reach, implementation might be
assigned to the executive branch, existing ex-
ecutive or independent agencies, Government cor-
porations, new regulatory bodies, or combina-
tions of such entities. In turn, actions taken might
include informal policy statements or guidelines,
rules of general and binding applicability to in-
dividuals or businesses, or specific enforcement
actions to restrain conduct inconsistent with
rules and statutes. At amost any step, affected or
aggrieved parties might challenge such policy in-
itiatives in the courts. Measures intended as com-
ponents of industrial policy could be subject to
delaying actions as well as the threat of being
struck down.

Historically, when Congress has enacted reg-
ulations significantly affecting private economic
interests, it has generally provided avenues for
aggrieved persons to seek judicia review. If prec-
edent is a guide, therefore, significant aspects of
new policies would likewise be subjected to
judicial scrutiny. Moreover, even where Congress
does not expressly provide for judicial review of
an agency’s action—and assuming that it does not
by statute expressly preclude judicial review—
such review will generally be available under the
Administrative Procedure Act, 'g which embodies
a strong presumption in favor of judicia review of
agency conduct.

Permeating the body of statutory and deci-
sional law governing the activities of administra-
tive agencies—as well as court review of these
activities—are the often conflicting goals of: 1) ef-
ficient and effective administration and imple-
mentation by Government officials of congression-
al objectives; and 2) the protection of private
property rights from unjust or excessive govern-
mental interference—e. g., ensuring adherence by

"5 U.8.C. sec. 500 et seq.. sec. 701 et seq. (1976)
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the Government to constitutional and statutory
guidelines.

Reflecting the great increase in Government
regulation over the past 15 years, the entire area
of administrative law is currently in a state of
flux. Thus, while judicial challenges to new
policies affecting industry might be frequent, it is
difficult to do more than speculate on outcomes.
However, under ordinary circumstances, the
courts would probably not interfere at the pre-
liminary stages of policy formulation. Once imple-
mentation commenced, depending on the interests
affected by the policies in question, judicial

challenges, including preenforcement challenges,
could be expected. Whether preenforcement
challenges would be entertained, and precisely at
what point the courts would find that an agency’s
actions were “ripe” for judicia review, would de-
pend on the availability of other means of judicia
review, and the hardship of pursuing such means.
In any event, it appears likely that at least some
industrial policy initiatives representing substan-
tial change from past practices would be chal-
lenged in the courts. At the least, such challenges
might delay the implementation of new policy ini-
tiatives.



APPENDIX D

Foreign Industrial Policies

Japan, France, and West Germany have
evolved different approaches to industrial policy
over the postwar period, As with well-developed
industrial policies elsewhere, all three use a mix
of policy instruments—both sectoral policies and
those with aggregate objectives. The French have
relied most heavily on sector-specific measures,
while West Germany has stressed macroeconom-
ic and other broad policies,

In France and Japan, which have stronger cen-
tralized bureaucracies, the direct promotion of
particular industries has often been a national
priority. French industrial policy has lately
turned toward greater reliance on market mecha-
nisms, an approach that West Germany has fol-
lowed for many years. In Germany, the role of
government intervention in the affairs of specific
firms and sectors has been limited compared to
both France and Japan, It is perhaps no coinci-
dence that West Germany, with its federal gov-
ernment system and less centralized policymak-
ing apparatus—in both respects the most like the
United States—has emphasized sectoral mea-
sures less than Japan and France.

Any review of foreign industrial policies must
keep in perspective the backdrop of rapid eco-
nomic growth throughout the industrialized world
that persisted from 1947 to roughly 1970. All
three of these countries benefited from conditions
uniquely conducive to economic expansion; under
such circumstances, it is easy but potentially
misleading to give too much credit to industrial
policy. The critical tests for each—as for the
United States—began in the 1970's. These tests
will continue in the decade ahead, as the world
economy grows only slowly and competition in
many industrial sectors intensifies (ch. 7). Even
for countries that have in the past successfully
promoted industrial development, stronger com-
petition, from more sources, presents difficult
policy problems, In each of these three countries,
industrial policy is being reexamined, and new
approaches are under debate,

The Industrial Policy of Japan
The Role of Government

Few observers would dispute that the Japanese
have successfully promoted the development of
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key industries during the postwar period. How-
ever, disagreement persists concerning the most
critical factors in shaping industrial policy in Ja-
pan—in particular, the importance of the govern-
ment role, '

Observers in countries such as the United
States, where Government efforts to directly pro-
mote the development of specific industries are
more the exception than the rule, have at times
assumed that the Japanese Government directly
controls and systematically coordinates industri-
a policy.

While the support and guidance of the Japa-
nese Government have clearly been important for
the formulation and implementation of industrial
policy, other factors have also contributed to the
development of consistent and vigorous policies,
Among these are the dynamism and leadership of
the business community, an educated labor force
incorporated into the industrial system through
enterprise unions, a competent, elite bureau-
cratic corps, and the unusually long reign of the
governing conservative Liberal Democratic Party.
Furthermore, the political stability and world-
wide economic expansion of the postwar period—
lasting until the oil and trade crises of the
1970's—offered a climate that contributed im-
portantly to Japan’s economic development,

While much has been made of consensus and
cooperation in Japan, there has been a great deal
more conflict of interest and bargaining among
public and private officials than may appear on
the surface. Industrial policymaking in Japan, as
elsewhere, is a process of conflict accommoda-
tion. What is striking about the process in Japan is
the effort exerted behind the scenes by business
and government leaders to informally gather in-
formation, develop a common perspective, and
thus lay the groundwork for policy before final
decisions are reached. Cooperation and consen-
sus are in no sense automatic, but are carefully
nurtured.

Government Guidance

While Japan’s Government has traditionally
played an important role in stimulating and pro-
moting industrial development, indirect and in-

See I 1. Pempel [ ed ), Policvmaking in Contemporary 1(11)211 /1 thaca,
NY (ornell [ Tniversiry Press, 1177 ), for anoverview of deba tes on Jap-

a11(, sepDhicvmakng
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forma methods of guidance have generally been
preferred to direct Government ownership, sub-
sidies, or regulation. The part played by govern-
ment differs from that in other countries less in
the extent of intervention than in the methods
used to guide and support industry. The Ministry
of International Trade and Industry (MITI), which
is directly responsible for industrial policy in
Japan, uses different types of policies for dif-
ferent industries, and at various stages of de-
velopment. These sector-specific measures are
supplemented by macroeconomic policy and plan-
ning carried out by a number of other government
agencies, including the Ministry of Finance, the
Bank of Japan, the Economic Planning Agency.
and the Science and Technology Agency. °

In the early postwar period, five Japanese in-
dustries, including steel, were targeted as essen-
tial to a modern industrial economy. Later, atten-
tion shifted to the auto and computer industries—
signaled by the development of a plan for controll-
ing foreign investment in the motor vehicle indus-
try in 1952, and the passage of the Electronics In-
dustry Act in 1957. Industrial development plans
and forecasts such as these are periodically re-
viewed and revised. The foundation of the govern-
ment official position toward the electronics in-
dustry now consists of three major pieces of legis-
lation—the 1957 Act, plus additional laws passed
in 1971 and in 1978.

During the early stages of industrial policy for-
mation, advisory panels—such as MITI's Elec-
tronics Industry Deliberation Council—collect in-
formation and build consensus among public and
private officials. In addition to these official ad-
visory groups, business committees and ad hoc po-
litical party conferences have often been formed.
Keidanren, the Federation of Economic Organiza-
tions, has, for example, been instrumental in de-
veloping industrial policy initiatives for the elec-
tronics industry through its Committee on Data
Processing. Sanken, the Industrial Problems
Study Committee, was directly involved in advo-
cating increased concentration in the steel indus-
try. The Auto Industry Policy Conference was es
tablished by the Libera Democratic Party in 1966
to dea with the imminent liberaization of trade,

J. Hirschmeier and T. Yui, The Development of Japanese Business
L600-197 34 [Cambridee. Masso Harvard University Press. 197500 pp.
B86 HGoes Allens Clapin Government Intervention an the Developed
Feonamy (London: Croom Helm, 1979), p. 18.

For a eeneral outline of the economic and 1echnology policymaking
systems in Japan, see Ko Hatam, The Japanese Economic System (Lex-
mgton, Mass: D, G Heath, 1976), and Policies for the Stimulation of In
dustrial Innovation. vol. I1-1 (Paris: Organization for Economic Coopera-

tion and Development, 1978), ch. 5.
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In implementing industrial development plans,
MITI officials have generaly relied on “admin-
istrative guidance—which often has no specific
statutory basis—to informally direct industries
and firms. ‘Bank of Japan executives similarly ap-
ply “window guidance” to the volume and direc-
tion of loans made to customers of the city banks. ’
Such guidance has been used to provide incen-
tives for industrial development. to ration credit
to industries and firms judged capable of rapid
growth, to oversee industrial production and ca-
pacity expansion, and to encourage mergers.

To cite a few specific examples of incentives
used to stimulate industrial development, the Jap-
anese Government provided the steel industry
with a set of tax and duty exemption measures
during 1951 and 1952. Accelerated depreciation
allowances and tax breaks have been used to pro-
mote the development of new technology in the
electronics industry. MITI has also encouraged
mergers:. the 1957 Electronics Industry Act au-
thorized the Ministry to guide the formation of
cartels for standardizing design and rationalizing
production in the computer peripherals sector;
loans and tax concessions were used to encour-
age mergers in steel; a special tax deduction
helped to promote mergers in the auto parts in-
dustry.” In addition, R&D is stimulated through
subsidies and financial incentives. MITI Agency
for Industrial Science and Technology has initi-
ated a number of long-term research projects to
develop technologies such as battery-powered
autos, very large-scale integrated circuits, and
computer software (ch. 5). Government support is
often channeled through institutions such as the
Japan Electronic Computer Corp. or the Informa-
tion Technology]’ Promotion Agency, which receive
funding from the private sector as well as loan
guarantees from the government or the Japan De-
velopment Bank,

uUntil the early 1970's, Japan’s trade policies
actively promoted exports, while limiting imports
of manufactures and inflows of foreign exchange.
Quotas, tariffs, and commodity taxes were used to
protect domestic industry. To increase exports,
the Bank of Japan discounted short-term export
bills at less than the market interest rate, and the
Japan Development Bank and the Long-Term

‘Ko Yamanoucht, “Admimistrative Guidance and the Rule of Law,
Law in Japan, vol. 7. 1974, p. 22,

Y. Suzuki. Money and Bankine in Contemporary Japan INew Haven,
Conn.: Yale University Press, 19800 pp. 160 {f

‘B L Kaplan, Japan: The Government Busmess Relationship 1Wash

mgton, DO Department of Commerce. February 19721 p 46
Computer White Paper (Tokve: Tapan Information Processing Devel-
opment Center, 19761, p. 31
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Credit Bank provided inexpensive long-term cred-
it for export-oriented businesses,”Based on its
authority under the old Foreign Investment Con-
trol Law, the Japanese Government restricted the
entry of foreign firms. Though the circumstances
differed, both IBM and Texas Instruments, among
U.S. companies, were permitted to establish
manufacturing operations in Japan only after
agreeing to license patents to Japanese manufac-
turers.

Such blatantly protectionist policies, though
formerly the norm, were substantially relaxed
during the 1970's. Tariffs have been reduced to
levels comparable to other industrialized nations,
broad export incentives have been erased, and
import quotas remain on only 27 product aress.
With most trade barriers essentialy dismantled,
the primary obstacles remaining to hinder foreign
investment and exports to Japan are less forma—
restrictive interpretation of customs and product
approval procedures, a complex distribution sys-
tem, and government and business propensity to

“buy Japan. """

Effectiveness of Japanese Industrial Policy

While Japan’s Government has employed a
variety of methods (many of them informal and
few of them unique) to promote industrial develop-
ment, it would be a mistake to assume that such
efforts have always succeeded or that they have
been consistently well received by business and
industry. In a number of cases, Japanese firms
have resisted MITI actions aimed at restricting
corporate autonomy: auto parts makers opposed
MITI’s attempts to foster consolidation; during
the mid-1960's, Sumitomo Steel refused to follow
MITI guidance and limit capacity expansion;
more recently, mainframe computer manufac-
turers have not cooperated in mergers. There
have also been conflicts with other government
agencies: the Ministry of Finance successfully op-
posed MITI efforts to establish the Japan Elec-
tronic Computer Corp. as partialy government-
owned; the Fair Trade Commission was success-
ful in resisting MITI’s push to enact a “special in-
dustry development law” in the mid-1960’s, but
failed to block the merger that created New Japan
Steel. ’[) The politically powerful but uncompetitive

*[. C. Magaziner and I' M Hout. Jupanese Industrial Policy {London
Policy Studies institute, 1980). pp 42 and 78.

‘F A. Weiland N G Glick, "Japan—Is the Market Open? A View of
the? Japanese MarketDrawn From U.S. Corporate Experience.’ Law

and Policyin In ternational Business. volt 1, 1979, p 856.
"Ka plan, op. {it., includes considerable discussion of fa | lures in
government- business cooperation: see pp 48-67.

agricultural sector has received extensive gov-
ernment protection and subsidy at a high cost in
economic efficiency. These examples show that
cooperation between government and the private
sector in Japan is not automatic. When it occurs,
cooperation is best viewed as less the product of
direct government control than the outcome of ex-
tensive but informal negotiations which result in
policy that industry perceives as beneficial.

The effectiveness of Japanese industrial policy
has not depended on government alone. When
government actions have produced positive re-
sults, they have supported and stimulated the in-
dependent dynamism of business and industry, In-
creasing productive efficiency, and intense com-
petition among firms in the domestic market, indi-
cate the vigor and strength of Japanese industry,
which is primarily privately owned and operated.

It is easy but misleading to overemphasize the
contribution of the sector-specific components of
Japan’s industrial policy to her economic success.
Broad-level indicative planning and macroeco-
nomic policy have helped foster a stable economic
climate, one conducive to industrial development.
During the 1970’'s, for example, officials in the
Ministry of Finance and the Bank of Japan con-
tributed to industrial growth by placing high
priorities on anti-inflation and exchange rate
policies.

And, while Japan's past record of industria de-
velopment is impressive, a crucial question now is
whether policy makers will be successful in adapt-
ing to new international and domestic conditions.
MITI's current policy planning aims at adjusting
to a period of lower economic growth and con-
straints on resources. The MITI “vision for the
1980's” calls for ambitious efforts to revamp
Japanese industry and society toward a knowl-
edge-intensive,  high-technology, resource-ef-
ficient structure. Technology as the key to eco-
nomic security is at the center of the MITI strat-
egy, " In this sense, Japan's emphasis on the elec-
tronics and information industries is based on an
economic perspective more comprehensive than a
simple sectoral policy.

Such a comprehensive plan will not be easy to
implement. Recent experience in Japan shows
that when the economy dlows, conflicts of interest
grow among firms and industries, particularly
those in actual or potential decline—such as
steel, aluminum, and shipbuilding—which com-
pete for specia assistance. In 1978, the Japanese

‘Hachijunendai no Tsusho Sangyo Seisuku (The Trade and Industry

Policy in the 1980's), Sangyo Kozo Shingikai (Industrial Structure Coun-
cil). Mar. 17, 1980, p. 9.
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Diet passed a law to assist such “structurally
depressed” industries; but some observers have
guestioned the effectiveness of such aid, arguing
that the plan has not succeeded in moving re-
sources out of declining industries.

Another factor creating new difficulties for in-
dustrial policy is the internationalization of the
Japanese economy. Industrial promotion policies
cannot be pursued to such extremes that they
jeopardize national security by provoking Japan’s
alies. Moreover, as the number of agencies and
organizations directly concerned with industrial
policy has grown, the process of policy formation
has become more complicated, These factors sug-
gest that real change will be required of public
and private policy makers if Japan is to implement
industrial policy appropriate to a new domestic
and international climate. If the past provides an
indication of the future, the Japanese Government
can be expected to play a significant role in pro-
moting the continued competitiveness of Japanese
industry—but the governmental role will not be
the sole determining factor.

The Industrial Policy of France
The Role of Government

The French have long perceived the interplay
of market forces in the economy to be chaotic and
wasteful if left unregulated by government. Thus
intervention has not been unique to the postwar
period, but accepted as a more-or-less permanent
feature of the French economy. And, to a greater
extent than in many other countries, the French
have used industrial policy to attempt to reach
goals beyond economic development. For exam-
ple, the policy of “national ‘;hampion” industries
followed during the 1960's valued nationa securi-
ty and prestige above economic efficiency.

Public policies in France have for many years
included both protection and promotion of key
industrial sectors through a wide variety of mech-
anisms. These mechanisms have embraced finan-
cia subsidies of many types, price controls, en-
couragement of mergers to increase the size and
market power of French-owned corporations, ex-
port promotion, and facilitation of inward flows of
technology in industries such as computers, semi-
conductors, and aerospace.

As is common elsewhere in Europe, there is
considerable government ownership in the
French economy. In fact, the sharp distinction
between public and private sectors characteristic
of countries such as the United States has never

existed in France. Many French banks are public-
ly owned, and government has a strong voice in
the operations of the nationalized railroads, in
Air France, and in the two major oil companies
—as well as exercising effective control over the
two largest steel producers, (Roughly 70 percent
of steel capacity is essentially nationalized.”)
Other publicly owned firms, such as Renault and
the aircraft manufacturer Aerospatiale, carry on
their activities with little direct government in-
volvement.

The French State is highly centralized, with an
elite bureaucracy that has considerable auton-
omy in shaping industrial policy. * As in Japan,
most of the decisionmakers in both government
and industry are graduates of a few prestigious
schools. However, the extensive process of dis-
cussion and consensus building that precedes de-
cisions on industrial policy in Japan is largely
missing in France. Although a variety of gov-
ernment agencies influence policymaking, au-
thority is remarkably concentrated, much of the
actual power residing in government and semi-
public financial institutions. Unlike the routine
participation afforded interested parties outside
the bureaucracy in Japan or West Germany,
neither industry nor labor has a visible role in for-
mulating or legitimating French industrial pol-
icy—although they can be heard through informal
channels,

Evolution of Industrial Policymaking
in France

Industrial policy in France since 1945 has
passed through a number of stages. The exigen-
cies of postwar redevelopment led at first to re-
liance on relatively formalized economic plan-
ning. But the very speed and success of redevelop-
ment exposed shortcomings in the planning proc-
ess, which since the early 1960’'s has been largely
superseded by a more ad hoc approach,

The Gaullist period of the 1960’s featured a
strategy of national champions—targeted sectors
intended to bring prestige as well as trade com-
petitiveness to French industry. Largely failures
—e.g., the Plan Calcul, the Concorde—the French
have now turned away from highly visible na-
tional champions while remaining committed to
sectoral intervention on a case-by-case basis.

“Technology and Steel Industry Competitiveness (Washington, D.C..
Office of Technology Assessment, U.S. Congress, June 1980), p. 125.

"], Zysman, Political Strategies for Industrial Order: State, Market,
and Industry in France. (Berkeley, Calif. : University of California Press.
1977), pp. 59-60.
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Since 1978, government pronouncements have
placed more emphasis on market forces rather
than planning and intervention. There has been a
shift away from price controls, as well as at-
tempts to create more competition within the
French economy.

During the 1970’s, export promotion took on a
greater role in industrial policy, largely because
of the need to pay for high-priced imported oil."
France’s lack of energy resources also led to a
strong emphasis on nuclear power generation—a
technology where French industry is now among
the world’s leaders.

The net effects of economic planning and in-
dustrial policy in postwar France are difficult to
evaluate. The government role became more sys-
temized and more openly acknowledged concur-
rent with a period of rapid and steady economic
expansion lasting until 1974, Much of this growth
would have occurred irrespective of government
actions, making it difficult to identify either
positive or negative effects of industrial policy,
While the French Government has failed to re-
store a high rate of rea growth since the 1975 re-
cession, this is a problem shared by most of the
rest of the industrialized world. Despite such con-
spicuous failures as the Concorde—and the dif-
ficulties France has recently faced in restructur-
ing her steel industry—many features of postwar
French industrial policy have been emulated in
other European countries and in the Third World.

Economic Planning

Following World War I, France adopted a sys
tem of economic planning based on 5-year projec-
tions intended to guide industrial development on
a sectoral basis, This system of indicative plan-
ning—which entailed a careful laying out of pub-
lic investment decisions, along with suggested
directions for complementary private investments
—was at first oriented toward the needs of post-
war reconstruction. By 1960, indicative planning
as originally conceived had been largely
abandoned—in part a victim of the increasing
complexity of the expanding French economy. The
plan still remains—indeed the VIII plan began in
1981—hut is now largely a vehicle for discussion
and information exchange within the bureau-
cracy and among political interests, a means of
broadening perceptions and suggesting desirable
policy directions. The VII plan (1976-80), for in-

" L. G. Franko and S. Stephenson, French Export Behavior in Third
World Markets (Washington, D.C.: Georgetown University Cenler for
Strategic and International Studies, 1980}, p. 17,

stance, included a detailed outline for strengthen-
ing French science and technology. It rec-
ommended an increase in employment in the sci-
ences, also proposals for the organization of re-
search, as well as desirable fields of R&D (e. g., in-
formation industries, electronic components,
scientific instrumentation).

Despite the comprehensive nature of these 5-
year plans, even during the early postwar period
the power vested in the Planning Commission—a
small bureau attached to the office of the Prime
Minister—was modest. As French industry rede-
veloped, government influence over the private
sector increasingly gravitated to financial in-
stitutions—particularly the Ministry of Economy
and Finance (since 1978 reorganized into two
separate agencies), but also a variety of semi-
public lenders such as the Credit National, plus
the banks, both public and private. ”

During the Gaullist period of targeted support
to national champion industries such as com-
puters, these financial institutions played a major
role. Agencies such as the Ministry of Industry
also participate in developing strategies for in-
dustrial policy, but the importance of lending in-
stitutions in shaping industrial policy is a notable
similarity among Japan, France, and West Ger-
many, In the French case, the government in-
fluence over banks and other lenders appears to
be considerably stronger than in West Germany,
and at least comparable to that in Japan,

Banking in France is highly concentrated, fa-
cilitating government involvement in credit deci-
sions; three large nationalized banks control
roughly half of all funds on deposit. The Plan
Calcul, for example, intended to build an interna-
tionally competitive computer firm, received more
than a billion francs (roughly $200 million) in
equity investments, loans, and research
subsidies—in part directly from the government,
in part indirectly through government-influenced
credit decisions, The Plan Calcul also illustrates
the targeted approach to industrial polic,
adopted in France during the 1960's. Rather than
systematic economic planning, this approach
relied on sectoral programs that were themselves
comprehensive but not necessarily closely tied to
the remainder of the economy, The Plan Calcul in-
volved the coordination of a variety of govern-

Programme #25_, Le VII Plun de Developmen  Economique et Soc ial
1976-1980 (Paris, 1976), pp.294-30 1.

"] Zyvsman, The State as Economic Plaver (Berkeley, Calif Universi-
ty of California Press, forthcoming).

J. Melitz, *“I’he FrenchFinancial System: Mecha nisms and Proposi-
hons of Reform. ” ConferenceonPoli tical Economy of France. American

Enterprise Institute. Washington, 1), ¢..May29-3 1, 1980.
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ment policies, including financia tools, to support
an industry judged important to national in-
terests. Recently, as mentioned above, the French
have attempted to be more flexible and more mar-
ket-oriented in their sectoral programs.

The Plan Calcul

The Plan Calcul began in 1967 as the result of
an agreement between the French Government
and the Companie Internationale pour I'Informati-
qgue (CIl). The massive and coordinated effort of
the Plan Calcul was in large measure a reaction to
a pair of events which reinforced the widespread
perception of U.S. dominance of European com-
puter industries.” The two events were the ac-
quisition of the French computer firm Machines
Bull by General Electric in 1964, and the denia by
the U.S. Government of an export license for the
sale of a Control Data computer to the French
Atomic Energy Commission in 1966. These devel-
opments catalyzed the French effort to build a
strong, independent capability in computers,

Cll was established by merging the two French
firms with computer hardware capability that re-
mained after the Machines Bull purchase. Imple-
mentation of the Plan Calcul depended on broad
participation and cooperation within the French
Government, involving institutions ranging from
the Ministry of Industrial and Scientific Devel-
opment to the Ministry of Defense. Coordination
of their activities was the responsibility of an ad
hoc body within the office of the Prime Minister,
the Delegation for Information Science.

In 1975, the Plan Calcul was in essence ter-
minated: it had been no more than marginally
successful in its attempt to build a viable com-
puter sector, although maintaining a French pres-
ence in the industry. Many reasons have been
suggested for the Plan’s shortcomings, including a
lack of coordination with overall macroeconomic
policy and an overly ambitious strategy of attemp-
ting to quickly reach technological parity with the
U.S. computer industry over a broad front, rather
than concentrating on more limited segments of
the market, But its comprehensive outlook was
nonetheless an important development in French
sectoral planning. The Plan Calcul went beyond
the earlier Concorde program-which had been
oriented towards a single development project—
to an industrywide approach, A variety of policy
instruments—including fiscal incentives, man-

National Support for Scie ne e | nd rechnologmAn 1(1111(2 tion of
ForeronFeperence Voill{Ca m bridge, Mass  Muassachusetis Institute
HfTechnology (Center for Policy Al ternatives 1 975 pp 7F R68ff

power training, and market forces—were coordi-
nated in order to support ClIl and the French com-
puter industry.

In 1976, Cll merged with Honeywell-Bull—the
firm that resulted when General Electric, the pur-
chaser of Machines Bull, sold its computer busi-
ness to Honeywell. This merger—again nurtured
by the government—marked the end of a purely
French mainframe computer firm, but not the end
of sectoral involvement by the government in the
industry; CH/Honeywell-Bull has continued to
benefit from substantial government aid, and the
French bureaucracy retains considerable in-
fluence over the firm's activities.

Policy Instruments

As the Plan Calcul illustrates, the French
Government has used a complex and continually
evolving set of economic incentives to influence
and guide industry. These tools include tax ben-
efits, outright grants, allocation of loans and
credit on preferred terms, government purchases,
and pricing policies, Incentives have been used
selectively to encourage the private sector to
undertake projects and investments that the State
judges desirable.

Although the tools of French economic and in-
dustrial policy are similar to those existing in
other market economies—including the United
States—the French system exhibits several note-
worthy features. First, while demand targets have
often been formulated, in practice government in-
centives operate exclusively on the supply side;
manipulation of taxes to influence demand has
been rare. Second, incentives are positive; they
do not constrain firms in the private sector but at-
tempt to guide and encourage them by making cer-
tain activities profitable or otherwise attractive.
Finally, despite the deep government involvement
in many industrial sectors, short-term macro-
economic policy has not been well-coordinated
with industrial policy, This appears to have been
a major weakness of the French approach to
policymaking, with its emphasis on sectoral
measures,

Although finance has recently been the central
instrument of French industrial policy, many
other tools have been employed. In the early post-
war period, extensive trade barriers protected
French industry and allowed it to redevelop with-
out foreign competition. This had also been a

'S, Cohen, Modern Capitalist Planning: The French Model (Berkeley,

Calif.: University of California Press, 1977), p. 8.
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prominent feature of French policies before the
war. Tariff walls moved outward following the es-
tablishment of the Common Market, but France
continues to restrict imports through nontariff
barriers— imports of Japanese automobiles are a
current example.

Support for R&D has aso had a prominent
place in French industrial policy, and remains an
important feature of the planning process. Nu-
clear power generation and integrated circuits
are among the currently favored targets.” The
VIl economic plan—beginning in 1981—puts
great emphasis on government support of R&D in
six key sectors. electronics, energy, aerospace,
marine technology, machine tools and manufac-
turing equipment, and biotechnology, The French
propose to spend $25 billion on the development
O}‘ thgse industries over the 5-year course of the
plan.”

Recent Developments

Several of the more recent shifts in French in-
dustrial policy are illustrated by government aid
directed at the semiconductor industry. Rather
than supporting a single national champion, Le
Plan Circuits Integres is promoting severa inde-
pendent efforts—typically involving joint ven-
tures with U.S. firms and aimed at transferring in-
tegrated circuit technology to the French part-
ners.’ *This splitting of the effort among several
nominally competing ventures can be taken to il-
lustrate the greater reliance on market mecha-
nisms to which the French have turned. At the
same time, given the long tradition of government
intervention, and the continued existence of the
apparatus and mechanisms used in the past, the
move toward a market-oriented industrial policy
may prove slow,

Beyond protection and promotion of high-tech-
nology growth industries such as semiconductors,
the French Government has continued to inter-
vene in sectors perceived as mature or declining,
As in Japan, shipbuilding and textiles have been
important to the French economy, And again as in
Japan, these sectors have received aid aimed at
managing decline and ameliorating some of its
consequences.

Their steel industries are also important to the
economies of both France and Japan, Steelmaker

I Aims of Na tional Research Program for 1980-1990 Outlined. ™
WestEur ope Repaort Saence « 1111 1 e (hneloey Joint raanaae 111011s Re-
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in both countries have faced substantial over-
capacity, athough the Japanese industry is much
more efficient. A task for industrial policy in
France since 1978 has been to encourage and di-
rect contraction in the steel sector. Financial aid
has been provided to ease the burden of indebted-
ness on the three mgor steel groups, and policies
have been designed to harmonize and rationalize
production—e.g., by closing down unprofitable
mills. The government intends to phase out more
than 30,000 jobs by 1983, The problems in the
French steel industry have required continuing
State involvement, in part because of the delicate
social and regional problems created by the
restructuring effort—the turn toward market
mechanisms has clearly not precluded govern-
ment actions in distressed industries.

Effectiveness of French Industrial Policy

A balanced view of French industrial policy
should recognize its positive contributions to na-
tional economic development, but that it also has
major weaknesses—and has failed in several am-
bitious attempts to guide the economy along par-
ticular paths. Positive incentives aimed at direct-
ing growth on a sectoral basis have often succeed-
ed. But the isolation from market forces created
by government intervention has also, in a number
of instances, resulted in misalocation of capital
and other resources.

Since the mid-1970’s, there has been a marked
shift in rhetoric concerning industrial policy in
France, with government statements now empha-
sizing a renewed reliance on market forces. None-
theless, as shown by the strong and continuing
role of the bureaucracy in electronics and steel—
and aso in the automobile industry, where the
government engineered a recent merger between
two private firms, Peugeot and Citroen—France
remains a highly interventionist State, one where
industrial policy is centralized to an extent unusu-
a in anominaly free market economy.

Industrial Policy in the
Federal Republic of Germany

Economic and industrial policymaking in West
Germany is less centralized and less coordinated
than in Japan or France. No single agency or in-
gtitution such as MIT1 exists to develop and imple-
ment industrial policy. Industrial policy in West
Germany is more like that in the United States
than that in France, with sectoral intervention
less prevalent.
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The West German economy has performed well
in the postwar period, the Federal Republic being
noted for consistent reliance on macroeconomic
policy emphasizing price stability and export-led
growth. A central theme has been the “social
market economy "’'—a preference for relatively
unhindered price adjustments combined with
social programs aimed a t moderating the more
undesirable impacts of the free market. The role
of the government has been comparatively limited
—a major contribution has been to provide a
stable and consistent policy environment, and an
undervalued deutsche mark.'Business-labor con-
sensus and a liberal foreign economic policy
helped to create a climate in which West German
industry prospered. In recent years there has
been increasing debate about the need for sector-
specific measures to promote industrial develop-
ment and adaptation, but West Germany has thus
far avoided a strongly sectoral approach to in-
dustrial policy.

Participation in Policymaking

The West German governing system is com-
paratively de-centralized. The Laender (State)
governments play important roles in the Federal
structure. Business and labor are relatively well-
organized, and structurally integrated into the
policymaking apparatus. ”

Industry is represented by umbrella organiza-
tions such as the Federation of German Industry
(BDI), which plays a significant role in formal and
informal policy discussions with government of-
ficials. Trade associations which participate in
the BDI—such as the Association of Electrical
and Electronic Industries—work to promote con-
sensus on industry-specific programs. Labor
unions are likewise involved through industry-
wide and regional collective bargaining. Systems
of codetermination and plant-level councils give
workers a direct voice in the operations of fac-
tories. Labor unions are informally consulted
about measures to promote industry. They also
participate through organizations such as the
Federal Institute of Labor, which develops pro-
grams to ease adjustment to change. At one time
the “concerted action” system was aso an impor-
tant vehicle for labor participation—a mecha-
nism that could be revived in the future.

2] Pinder, T, Hosomi, and W, Diebold, Industrial Policy and the Inter-
national Economy (New York: Trilateral Commission, 1979). p. 30,

“P. Katzenstein, Between Power and Plenty: Foreign Economie Pol-
icies of Advanced Industrial States {Madison, Wis.: University of Wis-
consin Press, 1478), p. 320.

Interest groups-from both business and la-
bor—are systematically represented in policy-
making, but government institutions are also im-
portant. Specialized agencies such as the cartel
office (which has pursued a comparatively moder-
ate antimonopoly policy) and the Deutsche Bun-
desbank (the central bank in West Germany,
which operates with considerable autonomy) pro-
vide continuity in economic policy. Although Ger-
many’s social welfare programs are the most ex-
tensive of the nations discussed in this appendix,
the West German approach to industrial policy
exhibits little direct government intervention com-
pared to France or Japan.

Approaches to Industrial Promotion

Price stability, high employment, and economic
growth are fundamental goas of West German in-
dustrial policy. The 1967 Growth and Stability
Law provides for the coordination of public and
private decisions through a system of consulta-
tions between government, management, and la-
bor, ' Finance plans are prepared on a 5-year
basis: the Deutsche Bundesbank has a wide array
of instruments to implement monetary policy.
Though the Bundesbank is theoretically independ-
ent, it is bound to support the overall economic
policy of the government, and in practice normal-
ly acts in close consultation with public officias.

A number of institutions-the Council of Eco-
nomic Advisors, the Ministries of Finance and
Economics, the Bundesbank—develop macroeco-
nomic policies affect ing all industries; but the
banks deserve special emphasis. During the high
growth period through the 1960’s, the Bundes-
bank maintained exchange rates at a level that
undervalued the deutsche mark and promoted ex-
ports. More recently, the bank has emphasized
stabilization.

West German banks play an additional role in
industrial policy because they are alowed to hold
stock in corporations, as well as making loans to
them. Because bank loans are important sources
of capita for West German firms, lending policies
can influence business strategies. So while it
would be an exaggeration to suggest that the Bun-
desbank or the banking community orchestrates
economic and industrial policy in any centralized
fashion, financial institutions do have an im-
portant part in West German industrial policy, as
in France and Japan.

[ he Aims and Ins trumen ts of Indus trial Policv {Pa ris Orga mza hion
for Economic(ooperation and Developm ent. 1 975, p 30
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Subsidization of industry in West Germany is
both direct and indirect, but isnot used as widely
or heavily as in many other industrialized nations.
The shipbuilding industry has been given export
financing assistance and tax benefits; incentives
are offered to purchasers of domestically built
ships. Germany’s cod industry receives substan-
tial subsidies and tax benefits, and mergers have
aso been encouraged.” Generally speaking, how-
ever, manufacturing industries in West Germany
have not depended on government subsidies,
which have been relatively modest in size.

The West German Government also influences
industry through public ownership. The govern-
ment owns more than 3,000 firms, accounting
for 10 percent of national income,” The Federal
and Laender governments together hold 40 per-
cent of the stock of Volkswagen. While Volks-
wagen has been quite successful, Salzgitter—a
steel company wholly owned by the government—
has suffered the largest losses of any national-
ized firm. Generally speaking, publicly owned
firms function much like privately owned com-
panies. There is little direct government in-
volvement in management, nor much special
assistance.

While distressed sectors such as shipbuilding,
coal, and textiles have received considerable gov-
ernment attention, West German industrial poli-
cies have also attempted to target growth indus-
tries, '8 In recent years, the promotion of techno-
logical innovation, particularly in new and devel-
oping industries, has become an important ele-
ment in industrial policy. Set up in 1972, the Min-
istry for Research and Technology (BMFT) has de-
veloped a wide variety of programs to assist both
large and small firms.

Electronics companies receive R&D assistance
from both the BMFT and the Ministry of Eco-
nomics. The government has helped large com-
panies such as Siemens develop advanced com-
puter technology, and has begun an R&D support
program for very large-scale integrated circuits.”)

l(, de Carmoy. “Subsidy Policies in Britamn. France. and West Ger-
many: An Overview," International Trade and Industrial Policies. S. |
Warnecke, ed (New York Holmes and Meier.1978), p. 50. In 1 974 sub-

sidies to t he coalind ust rytotaled DM 1,721 mullion, more tha n $600
millon.

- A Wilson, ““Nlal(jr StructuralDifferences of the Economies of the
U.S, Germany and Japan An Overview < Congressional Research Serv-
1111, Librarvof (longress.Oct31.1979, p 47.

A Steinherr, “Clerman Indust rial and Labor Policy and the Euro-
pean Community,” West Germany A European and Global Power, W. L
Kohland G. B{ asevi. eds (Lexington, Mass D. C Heath, 1980). p. 125.

‘Between 1976 and 1 979the governmentreportedly allocated $625
million rn mat chingR&D gran tstocompames producing small computer
svstems and peripheral equipment. The VLSIprogram launched in 1980
willbe funded by $,300 m illionin matchinggovernment grants See Mi
croelectronics In tothe 80 s (Luton, Englandi: Ma ckin tosh Publica tions.
Ltd, September 197)), pp. 51-2.

While the bulk of the government’s assistance
has gone to large companies,’” in recent years
there has been a growing effort to assist smaller
firms, of which there are more than 1,000 in elec-
tronics alone. A variety of methods are being
used; for example, the government helps to sup-
port the Venture Financing Co., a corporation es-
tablished in 1975 to emulate some of the features
of U.S. venture capital markets.

BMFT has aso setup a number of pilot projects
to help smaller firms. The VDI Technology Center,
for example, was established in 1976 to help
small companies develop and apply microproces-
sor technology. The Center now has more than a
hundred projects.

BMFT activities are extensive and diverse, In
addition to its direct sponsorship of programs
such as the VDI Technology Center, BMFT works
indirectly through trade associations. It also pro-
vides some of the funding for the Fraunhofer Ges-
ellschaft, a nonprofit society that conducts ap-
plied research useful to industry, generally on a
contract basis. Substantial government funding is
channeled to the Gesellschaft, the BMFT provid-
ing a core of basic support, as well as contracting
or sharing costs with industry for most projects.
A primary aim is to facilitate the rapid transfer of
new technology to industry, There are 28 individ-
ual research institutes in the Fraunhofer Gesell-
schaft, each with its own facilities and a good
deal of autonomy. The institutes are organized on
a disciplinary basis—e. ., there are separate fa-
cilities for solid state electronics and semicon-
ductor processing technology. Each institute has a
board of directors with strong industry represen-
tation.

In addition, the West German Ministry of
Economics supports 80 industrial research asso-
ciations, Emphasizing R&D assistance to small-
and medium-sized firms, these are organized
across disciplines to cover the range of technol-
ogies important to a particular industry.

Other distinctive features of West German in-
dustrial policy have been the use of regional de-
velopment plans, and a strong focus on labor
issues. A Federal-La ender committee plans re-

“In 1980, the BMFT planned to spend 7.5 percent of its 6.17 billion

IJM'luhqu $3  billion) budget on  assistance  to smaller
businesses —Financial Times, Ot 17, 1980,

“General Scheme of the Federal Government's Research and Tech-
nology Policy for Small and Medium-Sized Firms' (1979 update), Minis-
try for Research and Technology (BMFT).

“Sixth Report of the Federal Government on Research, Ministry for
Research and Technology (BMFT), 1980,

SJahreshericht 1974 Fraunhofer-Gesellschaft, Munich, 1980, pp.
53-55.
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gional economic development. Sixty percent of the
land area of the country is now covered by the
program, which has channeled assistance to in-
dustries near the East German border and in the
Saarland coal mining region, Businesses in devel-
opment regions receive incentives such as tax-
free grants covering 10 to 25 percent of invest-
ment costs, loans on preferred terms, and ac-
celera ted depreciation allowances. Land acquisi-
tion assistance is also provided to firms locating
or expanding facilities in designated areas, West
Germany has thus developed a rather systematic
approach to regional development.

The emphasis on labor concerns in West Ger-
many is in marked contrast to countries such as
Japan where enterprise unions are common. In
1974, BLIFT and the Labor and Social Affairs
Ministry set up a joint program of research on
workplace humanization, Stimulated by the
Works Councils Act of 1972, the program reflects
concern about the effects of industrial change on
both skilled and unskilled workers; it aims not
only to protect the health and safety of the labor
force, but also to encourage organizational
changes which workers themselves help to iden-
tify and implement. Oriented toward field ex-
periments, a number of projects have focused on
effects of automation and applications of com-
puter technology.

The labor movement is strong in West Germany
compared to Japan or France. Union representa-
tion on the supervisory hoards of corporations is
required by law, Whether despite or because of
the participation of labor in business decision-
making as well as public policy, labor unrest in
West Germany has been remarkably low, Over
the most recent 5-year period for which data is
avail able ( 1974-78), work stoppages in the Fed-
era Republic cost, on the average, 6 working days
per 100 employees per year. ” The corresponding
figures for other countries are: Japan, 13 days:
France, 21 days; and the United States, 48 days.

A final important element of postwar West Ger-
man industrial policy has been its international
orientation. West Germany has had consistent
trade surpluses, more than half of its exports
going to other nations within the European Com-
munity (EC). The Federa Republic also carries on
extensive trade with Eastern European nations.
West Germany has clearly benefited from trade

Heseor 1 choan the HuomanizotionofMor b Action Prog ramme of the
Federa I Mims imvior LabourandSoaa LA Dirsand theFedera | Mims
| ryfor H(+1, Jireh, mdiedinologyidodNn2181 74e

Ketsiy oRodoloke oUsefulvaborStatistics 1 Ok o NihonSeisansei
Honbu(JapanProductiviey Center) 1 980 1p 169

with its neighbors, and has favored EC policies
aimed at reducing obstacles to free trade within
the community. Less progress has been made in
common EC industrial policies. An EC steel policy
has been developed and superimposed on the na-
tional policies of the members of the Community,
but the national policies are not always consistent
with those of the EC Steel Directorate. In elec-
tronics, there has been no real Community policy.
Some leaders of the West German electronics in-
dustry believe that here too a common ap-
proach—at least to problems of sudden surges in
imports from abroad—may be necessary in the
years ahead,

New Directions in West German
Industrial Policy

A distinguishing feature of postwar German in-
dustrial policy has been its “free market” orienta-
tion. combined with extensive social programs
aimed a t easing the impacts of structural change
on various groups, particularly labor, But while
the West German Government has consistently
tried to avoid strong intervention in particular in-
dustrial sectors—such as the French or Japanese
emphasis on targeted industries—over the years
sectoral intervention has nonetheless increased.
Since the late 1960's, a number of sector-specific
programs have evolved, particularly for high-
technology industries. Such policies represent a
conscious attempt to meet foreign competition
through expanded public support for growth in-
dustries and new technologies. Thev have been in-
tended largely as supplements to macroeconomic
policy.

The BNfFT programs discussed in the previous
section, in particular, have been based on the
proposition that government policies can and
should promote positive structural adjustment. In
some contrast to the industry orientation of the
Ministry of Economics and its associated indus-
trial research associations, BMFT projects em-
phasize development of new and key technologies
such as semiconductor electronics important
across industries,

Sectoral programs have been the subject of
continuing controversy in the Federal Republic.
Advocates of vigorous structural policy (Struktur-
politik) contend that government Support for
highly competitive industries and technologies is
essential if West German industry is to remain
internationally strong and if structural change is

Iechnoloey and S teel Indus 1y Competitiveness op Ot pp 60-65
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to be smoothly accommodated domestically.
While they do not call for the introduction of an
elaborate economic planning system on the
French model, advocates of Strukturpolitik be-
lieve that government actions are justified to
relieve bottlenecks and distortions in the market.
Opponents worry that government support for
targeted industries and technologies will lead to
controls on investment and ultimately to cartels.”

* ppr adiscussionof the Strukturpolitik debates, see M, Kreile, “West
Germany ” The Dynamics of Expansion. ' Between Power and Plen ty
Foreign Economic Polic 1es of Advanced Indus trial Sta tes. P. Katzen-
stein. ed. ( Madison. Wis. Univers i ty of Wisconsin Press, 1 978), pp.
220-22,

This dispute has been colored by partisan and bu-
reaucratic politics and is likely to persist in the
years ahead. Fundamentally, the controversy con-
cerns the appropriate role of the West German
Government in industry and the economy—
whether the free market tradition needs modifica-
tion in a period when technological development
seems essential for maintaining competitiveness.
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