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FOREWORD 

When the members of the Rowell-Sirois Commission began their collec-
tive task in 1937, very little was known about the evolution of the 
Canadian economy. What was known, moreover, had not been exten-
sively analyzed by the slender cadre of social scientists of the day. 

When we set out upon our task nearly 50 years later, we enjoyed a 
substantial advantage over our predecessors; we had a wealth of infor-
mation. We inherited the work of scholars at universities across Canada 
and we had the benefit of the work of experts from private research 
institutes and publicly sponsored organizations such as the Ontario 
Economic Council and the Economic Council of Canada. Although 
there were still important gaps, our problem was not a shortage of 
information; it was to interrelate and integrate — to synthesize — the 
results of much of the information we already had. 

The mandate of this Commission is unusually broad. It encompasses 
many of the fundamental policy issues expected to confront the people 
of Canada and their governments for the next several decades. The 
nature of the mandate also identified, in advance, the subject matter for 
much of the research and suggested the scope of enquiry and the need for 
vigorous efforts to interrelate and integrate the research disciplines. The 
resulting research program, therefore, is particularly noteworthy in 
three respects: along with original research studies, it includes survey 
papers which synthesize work already done in specialized fields; it 
avoids duplication of work which, in the judgment of the Canadian 
research community, has already been well done; and, considered as a 
whole, it is the most thorough examination of the Canadian economic, 
political and legal systems ever undertaken by an independent agency. 

The Commission's research program was carried out under the joint 
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direction of three prominent and highly respected Canadian scholars: 
Dr. Ivan Bernier (Law and Constitutional Issues), Dr. Alan Cairns (Pol-
itics and Institutions of Government) and Dr. David C. Smith (Economics). 

Dr. Ivan Bernier is Dean of the Faculty of Law at Laval University. 
Dr. Alan Cairns is former Head of the Department of Political Science at 
the University of British Columbia and, prior to joining the Commission, 
was William Lyon Mackenzie King Visiting Professor of Canadian Stud-
ies at Harvard University. Dr. David C. Smith, former Head of the 
Department of Economics at Queen's University in Kingston, is now 
Principal of that University. When Dr. Smith assumed his new respon-
sibilities at Queen's in September 1984, he was succeeded by 
Dr. Kenneth Norrie of the University of Alberta and John Sargent of the 
federal Department of Finance, who together acted as Co-directors of 
Research for the concluding phase of the Economics research program. 

1 am confident that the efforts of the Research Directors, research 
coordinators and authors whose work appears in this and other volumes, 
have provided the community of Canadian scholars and policy makers 
with a series of publications that will continue to be of value for many 
years to come. And I hope that the value of the research program to 
Canadian scholarship will be enhanced by the fact that Commission 
research is being made available to interested readers in both English 
and French. 

I extend my personal thanks, and that of my fellow Commissioners, to 
the Research Directors and those immediately associated with them in 
the Commission's research program. I also want to thank the members of 
the many research advisory groups whose counsel contributed so sub-
stantially to this undertaking. 

DONALD S. MACDONALD 
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INTRODUCTION 

	 , 

At its most general level, the Royal Commission's research program has 
examined how the Canadian political economy can better adapt to 
change. As a basis of enquiry, this question reflects our belief that the 
future will always take us partly by surprise. Our political, legal and 
economic institutions should therefore be flexible enough to accommo-
date surprises and yet solid enough to ensure that they help us meet our 
future goals. This theme of an adaptive political economy led us to 
explore the interdependencies between political, legal and economic 
systems and drew our research efforts in an interdisciplinary direction. 

The sheer magnitude of the research output (more than 280 separate 
studies in 70 + volumes) as well as its disciplinary and ideological 
diversity have, however, made complete integration impossible and, we 
have concluded, undesirable. The research output as a whole brings 
varying perspectives and methodologies to the study of common prob-
lems and we therefore urge readers to look beyond their particular field 
of interest and to explore topics across disciplines. 

The three research areas, — Law and Constitutional Issues, under 
Ivan Bernier; Politics and Institutions of Government, under Alan Cairns; 
and Economics, under David C. Smith (co-directed with Kenneth Norrie 
and John Sargent for the concluding phase of the research program) —
were further divided into 19 sections headed by research coordinators. 

The area Law and Constitutional Issues has been organized into five 
major sections headed by the research coordinators identified below. 

Law, Society and the Economy — Ivan Bernier and Andree Lajoie 
The International Legal Environment — John J. Quinn 
The Canadian Economic Union — Mark Krasnick 
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Harmonization of Laws in Canada — Ronald C.C. Cuming 
Institutional and Constitutional Arrangements — Clare F. Beckton 
and A. Wayne MacKay 

Since law in its numerous manifestations is the most fundamental means 
of implementing state policy, it was necessary to investigate how and 
when law could be mobilized most effectively to address the problems 
raised by the Commission's mandate. Adopting a broad perspective, 
researchers examined Canada's legal system from the standpoint of how 
law evolves as a result of social, economic and political changes and 
how, in turn, law brings about changes in our social, economic and 
political conduct. 

Within Politics and Institutions of Government, research has been 
organized into seven major sections. 

Canada and the International Political Economy — Denis Stairs and 
Gilbert Winham 
State and Society in the Modern Era — Keith Banting 
Constitutionalism, Citizenship and Society — Alan Cairns and 
Cynthia Williams 
The Politics of Canadian Federalism — Richard Simeon 
Representative Institutions — Peter Aucoin 
The Politics of Economic Policy — G. Bruce Doern 
Industrial Policy — Andre Blais 

This area examines a number of developments which have led Canadians 
to question their ability to govern themselves wisely and effectively. 
Many of these developments are not unique to Canada and a number of 
comparative studies canvass and assess how others have coped with 
similar problems. Within the context of the Canadian heritage of parlia-
mentary government, federalism, a mixed economy, and a bilingual and 
multicultural society, the research also explores ways of rearranging the 
relationships of power and influence among institutions to restore and 
enhance the fundamental democratic principles of representativeness, 
responsiveness and accountability. 

Economics research was organized into seven major sections. 

Macroeconomics — John Sargent 
Federalism and the Economic Union — Kenneth Norrie 
Industrial Structure — Donald G. McFetridge 
International Trade — John Whalley 
Income Distribution and Economic Security — Francois Vaillancourt 
Labour Markets and Labour Relations — Craig Riddell 
Economic Ideas and Social Issues — David Laidler 

Economics research examines the allocation of Canada's human and 
other resources, the ways in which institutions and policies affect this 



allocation, and the distribution of the gains from their use. It also 
considers the nature of economic development, the forces that shape our 
regional and industrial structure, and our economic interdependence 
with other countries. The thrust of the research in economics is to 
increase our comprehension of what determines our economic potential 
and how instruments of economic policy may move us closer to our 
future goals. 

One section from each of the three research areas — The Canadian 
Economic Union, The Politics of Canadian Federalism, and Federalism 
and the Economic Union — have been blended into one unified research 
effort. Consequently, the volumes on Federalism and the Economic 
Union as well as the volume on The North are the results of an inter-
disciplinary research effort. 

We owe a special debt to the research coordinators. Not only did they 
organize, assemble and analyze the many research studies and combine 
their major findings in overviews, but they also made substantial contri-
butions to the Final Report. We wish to thank them for their perfor-
mance, often under heavy pressure. 

Unfortunately, space does not permit us to thank all members of the 
Commission staff individually. However, we are particularly grateful to 
the Chairman, The Hon. Donald S. Macdonald; the Commission's Exec-
utive Director, J. Gerald Godsoe; and the Director of Policy, Alan 
Nymark, all of whom were closely involved with the Research Program 
and played key roles in the contribution of Research to the Final Report. 
We wish to express our appreciation to the Commission's Administrative 
Advisor, Harry Stewart, for his guidance and advice, and to the Director 
of Publishing, Ed Matheson, who managed the research publication 
process. A special thanks to Jamie Benidickson, Policy Coordinator and 
Special Assistant to the Chairman, who played a valuable liaison role 
between Research and the Chairman and Commissioners. We are also 
grateful to our office administrator, Donna Stebbing, and to our sec-
retarial staff, Monique Carpentier, Barbara Cowtan, Tina DeLuca, 
Frangoise Guilbault and Marilyn Sheldon. 

Finally, a well deserved thank you to our closest assistants: Jacques 
J.M. Shore, Law and Constitutional Issues; Cynthia Williams and her 
successor Karen Jackson, Politics and Institutions of Government; and 
I. Lilla Connidis, Economics. We appreciate not only their individual 
contribution to each research area, but also their cooperative contribu-
tion to the research program and the Commission. 

IVAN BERNIER 
ALAN CAIRNS 
DAVID C. SMITH 
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PREFACE 

The papers in this volume are concerned with industrial strategy —
what it is and which strategy, if any, Canada should adopt. Each paper 
approaches the issues in a different way, and yet there is a common 
thread to their conclusions. 

Donald Lecraw surveys the burgeoning literature on industrial strat-
egy and policies or lack thereof in the United States. The burden of this 
literature is that the economy of the United States has performed poorly 
in recent years and that this poor performance is attributable, at least in 
part, to an industrial strategy that is driven by the political requirement 
to insulate various interest groups from the adverse effects of market 
forces, and that is consequently incoherent in design and contradictory 
in application. 

Lecraw evaluates this literature in three ways. He asks first whether 
the U.S. economy has indeed performed poorly. He concludes that the 
various indicators are ambiguous and that problems such as inadequate 
capital formation and the highly publicized misfortunes of a number of 
American industries are due to the failure of macroeconomic rather than 
industrial policies. 

Second, Lecraw asks whether some specific industrial strategies such 
as the targetting of assistance on "winners" have been successful in the 
countries that have attempted them. He finds considerable evidence of 
failure and much less of success. 

Third, he asks whether the industrial strategies proposed in the liter-
ature would be feasible within the context of the U.S. political system. 
Many of the studies he surveys call for the creation of a government 
super-agency, isolated from politics, to direct industrial reorganization. 
Lecraw spells out the difficulties this type of agency would encounter. 



More generally, the isolation of government from politics seems to be 
a contradiction in terms. The problem lies in the susceptibility of both 
government agencies and the political system to interest group politics. 
Tracts on industrial policy are usually silent on how to control this 
feature of Western democracy. Marsha Chandler and Michael Tre- 
bilcock do suggest in their paper, however, that central agencies may be 
less susceptible to pressure from interest groups than diffuse industrial 
policy bureaus. Whether the difference is significant is an open question. 

Reuven Brenner and Leon Courville survey the industrial strategies 
advocated by economists such as Lester Thurow and organizations such 
as the Economic Council of Canada and the Science Council of Canada 
and find that these strategies have the common theme of promoting 
entrepreneurship. To Brenner and Courville, the essence of entre- 
preneurship is the promotion of both scientific and social innovation. In 
their view, the mainspring of economic progress is the willingness of 
individuals to innovate, to bet on new ideas, and to try to implement 
them. 

Innovation disrupts the status quo and can result in a less stable and 
perhaps even a less productive society. Thus, there can be too much 
innovation as well as too little. Society must walk the fine line between 
too much and too little change, sometimes suppressing entre-
preneurship, sometimes encouraging it. To Brenner and Courville, the 
essence of a successful industrial strategy is knowing when and where to 
encourage or discourage innovation and being able to do so. The deci-
sion whether more or less innovation is required depends, in their view, 
on the specific circumstances in which a country finds itself. 

The question is then whether, given its specific circumstances, 
Canada should be opting for more or less entrepreneurship. After exam- 
ining tariff, regulatory and subsidy policies and government enterprise, 
Brenner and Courville conclude that these instruments have been 
employed in a way that suppresses entrepreneurship, and that this ten-
dency has proceeded beyond the point at which the social stability 
gained is worth the innovation sacrificed. 

The implication is that, in general terms, the Canadian economy could 
benefit from less protection, regulation and support for industry. 
Whether actively pro-innovative policies could and should be instituted 
is a question that is not addressed. The fundamental challenge is to 
develop policies that ensure social stability in a way that is less destruc-
tive of entrepreneurship. 

Marsha Chandler and Michael Trebilcock compare the industrial and 
related policies of seven nations: the United States, the United King-
dom, West Germany, France, Sweden, Japan and Australia. The classes 
of policies compared include those that deal with labour markets, trade, 
competition, regional development, and research and development. 
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The central purpose of the study is to search for a link between 
national economic and political characteristics and the mix of industrial 
policies or strategy the country has adopted, and between the industrial 
strategy adopted and national economic performance. The link between 
national characteristics and aggregate economic policies (the size of 
government and transfer payments) and national economic growth is 
also explored by John McCallum and Andre Blais in volume 27 of the 
research series published by the Royal Commission. 

International comparisons of this sort are extremely difficult to make, 
and Chandler and Trebilcock are unable to infer much about the rela-
tionship between national economic characteristics and the policy mix 
adopted. It is evident, however, that the mix of policies or strategy 
adopted varies markedly from country to country. 

Chandler and Trebilcock find some systematic tendencies in the rela-
tionship between the strategy adopted and economic performance. The 
nations with superior growth records appear to have responded most 
quickly to market signals by facilitating the transfer of resources from 
declining to growing sectors. They have oriented their policies more to 
the development of export markets than to the protection of domestic 
markets. They have focused adjustment assistance on workers and 
made this assistance conditional on leaving declining occupations, sec-
tors or regions. Finally, they have been characterized by passive as 
opposed to restrictive competition policies. 

Both the Chandler and Trebilcock paper in this volume and the mono-
graph by Trebilcock, published as volume 8 of the Royal Commission's 
research series answer the question raised by Brenner and Courville, of 
how to purchase social stability at the lowest cost in terms of entre-
preneurship forgone: their answer is to accommodate rather than sup-
press the market, to give assistance to people facing adjustment prob-
lems, and to make it conditional upon their making acceptable 
adjustments. 

There is some irony in this. The historic goal of social scientists in 
general and public policy analysts in particular has been to improve 
market outcomes. National economic success appears, however, to 
have been associated with a recognition of the information contained in 
market signals and the timely response to them. The useful work of 
Richard Harris (in volume 13 of the Royal Commission' research series) 
notwithstanding, the central problem of industrial policy is not how to 
manipulate the market but how to reduce the pressures on governments 
to suppress market forces. 

Chandler and Trebilcock are two of the few writers on industrial policy 
who have anything to suggest in this regard. They argue that centralizing 
the responsibility for industrial policy in one bureau at one level of 
government may make it less vulnerable to interest group pressures. 
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They also note that there may be benefits to continuing the consultation 
and exchange of information between the national government and 
national (peak) interest groups. More work is required here. The struc-
ture of the decision-making system itself is at least as important for 
future research as the question of which policies or strategies should be 
adopted. 

D.G. MCFETRIDGE 
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1 

Industrial Policy in the United States: 
A Survey 

DONALD J. LECRAW 

Structural change, de-industrialization, industrial policy, and business 
performance and strategy have been the hot topics of economics and 
business in the United States during the first half of the 1980s. They have 
figured prominently in the business press, in government publications 
and among businessmen and academics, as the extensive bibliography at 
the end of this paper attests. 

What can be learned from this outpouring of fact, analysis, theory, 
opinion, hope and fear? This paper critically analyzes and summarizes 
this vast literature, in order to draw its implications for industrial policy 
in Canada. Canada is no stranger to the debate over the theory and 
implementation of industrial policies. In fact, in many respects the 
debate over industrial policy is far more sophisticated and advanced in 
Canada than in the United States, and proposals for industrial policies in 
Canada are leavened by past experience in formulating and implement-
ing various forms of industrial policy. (See the paper in this volume by 
Brenner and Courville.) Yet the debate over industrial policy in the 
United States has implications for public policy in Canada, if for no other 
reason than the drift of ideas from south to north or the threat that 
Canada might be stampeded into following suit, either in imitation or in 
reaction, if the United States were to implement some form of industrial 
policy. 

By necessity, because of time and resource constraints, this survey 
cannot do full justice to the literature on industrial policy in the United 
States. The bibliography can guide readers desiring a deeper knowledge 
of the subject. But in the text, whole books must be summarized in 
paragraphs at best, sometimes mentioned only in passing, or left out 
entirely. Moreover, publishers' advance notices are replete with forth- 
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coming books on these subjects. The market seems to have identified a 
need for more information about industrial policy for the United States 
in the rapidly changing world economy of the 1980s, and academics, 
businessmen, the popular press and politicians have rushed to fill 
this need. 

Why has the topic of industrial policy loomed so large in the literature 
and attracted such general interest in the United States? Three major 
causes can be identified. First, the economy of the United States during 
the 1970s and early 1980s did not live up to the expectations engendered 
by its postwar performance through the late 1960s. Second, the U.S. 
economy is perceived to have performed poorly relative to some other 
high-income countries, notably France, Germany and Japan, in several 
important economic areas. Third, the issues have been highly publicized 
and politicized by the media and politicians in the United States. There 
is a widespread perception that the U.S. economy is in severe trouble 
and "something" — often some form of industrial policy — is needed. 
This concern has subsided somewhat with the improvement of the 
economy over 1983-84 but is likely to revive if the current high budget 
deficits, widening trade deficits and high real interest rates bring about 
another downturn. 

President Reagan successfully ran for office on a platform advocating 
one type of industrial policy — supply-side economics — which he 
promised would solve America's problems and put it back on the road to 
sustained growth. One of the planks in the Democratic platform of 
Walter Mondale, in the 1984 election, was the adoption of an explicit (if 
undefined) industrial policy for the United States.' Although President 
Reagan was reelected, he will be under constant pressure from some 
segments of labour, business and both Democratic and Republican pol-
iticians to implement at least some components of an industrial policy. In 
the fall of 1983, more than 30 bills before the U.S. Congress advocated 
some type of industrial policy, and there is every prospect that these bills 
and others like them will be reintroduced during the 1984-85 session. 
The form this industrial policy will take, and the potential impact on the 
U.S. and world economy, is unclear. In fact, one characteristic of the 
proposed industrial policies for the United States is their vagueness with 
respect to institutional mechanisms and impact. 

The advocates of an industrial policy for the United States implicitly 
or explicitly base their conclusions on the following propositions. 

Despite the performance of the U.S. economy in the postwar period 
and its potential from 1970 to the early 1980s, it has not been perform-
ing well; in particular, industrial output has declined. 
The economies of a number of other high-income countries have 
performed better over this period. 
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These countries followed some form of industrial policy which con-
tributed to their better performance, possibly to the detriment of U.S. 
economic welfare. 
If the United States were to follow some form of industrial policy in 
imitation or response to these policies, its economic performance 
would improve. 

Therefore, these advocates concluded, the United States should follow 
some form of industrial policy. The basis for this conclusion becomes 
questionable unless all of these propositions are correct. The analysis in 
the following sections is devoted to an examination of these four proposi-
tions. This analysis focuses on the U.S. manufacturing sector, since 
most industrial policy proposals are directed toward this sector. The final 
section of the paper outlines the implications for Canadian industrial 
policy of the debate over industrial policy in the United States. Before 
turning to this analysis, however, more precise definitions of industrial 
policy are needed. 

Definitions of Industrial Policy 

The one generalization to be made about industrial policy is that this 
term means different things to different people. Adams and Klein (1983a, 
p. 3) work with a very broad definition: 

We intend to use the term industrial policy without preconceptions or 
biases. We are concerned with all measures that will improve the economy's 
supply potential: anything that will improve growth, productivity, and com-
petitiveness. 

Even this broad definition excludes many proposals for a U.S. industrial 
policy, which include policies aimed at stimulating demand in specific 
sectors (Bhide, 1983), strategic marketing (Neilson, 1983), income 
redistribution (Thurow, 1980; Bowles, Gordon, and Weisskopf, 1983; 
Piel, 1983; Simon, 1983; and Bluestone and Harrison, 1982), and regional 
impact and labour relocation (Bell and Lande, 1984). Moreover, some of 
the industrial policies that have been advocated fall outside the defini-
tion because they decrease the supply potential of the U.S. economy by 
reducing productivity and investment (Wescott, 1983). 

To try to inject some order into this "babel of voices," Adams and 
Bollino (1983) identify several types of industrial policy. 

General industrial policies, also called horizontal industry policies, are 
intended to be available to all industries on equal terms. Examples are 
policies to encourage productivity increases, trade, labour force train-
ing or mobility and technological change. 
Activity-specific industrial policies, also called input policies, are gen- 
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eral industrial policies concerned with particular activities of the 
production process, such as investment, labour skills and research 
and development. 
Region-specific policies are directed toward broad sectors of the econ-
omy such as agriculture, manufacturing or finance. 
Industry-specific policies are sector-specific policies which are directed 
at more narrowly defined industries within a broad sector, such as the 
dairy industry, steel, textiles or computers. 
Firm-specific or project-specific policies cover a broad range of policies 
which benefit only one firm, ranging from infrastructure development 
to bailouts or incentives, creation of public corporations and develop-
ment of specific products. 
Socio-economic policies might usefully be included in this list. They 
are general industrial policies, directed at socio-economic goals such 
as income redistribution, worker participation, environmental con-
trol, education, health and so on. 

Any industrial policy will usually have an impact on several of those 
aspects of the economy. A general industrial policy or an activity-
specific policy designed to raise the savings rate or to promote trade will 
inevitably have implications for a specific activity, region, industry, firm 
or socio-economic program. Nonetheless, these distinctions are useful 
ones for this analysis. One final distinction and definition is necessary. 
Some authors use the terms "industrial policy" and "industrial strat-
egy" or "economic policy" and "economic strategy" interchangeably. 
Scott (1984a) differentiates between "policy" and "strategy." An indus-
trial policy is defined as industry-specific, while an industrial or national 
economic strategy is a set of activity-specific or industry-specific pol-
icies used to 

manage development of a nation's resource — plans to promote savings and 
investment, programs to develop education and infrastructure. (p. 89) 

This distinction between policy and strategy is crucial for Scott since he 
concludes: "The problem lies with adding industrial policy to an anti-
industrial strategy without other, more fundamental changes" (p. 90). 

With these definitions of industrial policy in hand, we can look in 
greater detail at the four propositions which form the basis for adopting 
some type of industrial policy. 

U.S. Economic Performance 

Those who advocate industrial policy conclude that the U.S. economy is 
not working well either in an absolute sense or when compared with its 
past achievements and with its potential. The dimensions on which the 
economy is said to have failed to perform well vary among authors. In 
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TABLE 1-1 U.S. Economy, 1960-73 and 1973-80 

Compound Growth 

1960-73 	1973-80 

(percentage) 

GNP per capita 3.0 1.2 

Real wages per capita 4.0 0.5 

Personal disposable income per capita 3.3 1.2 

Productivity = economy 2.9 0.7 

manufacturing sector 3.4 1.3 
Source: Robert Z. Lawrence, "Is Trade Deindustrializing America? A Medium Term 

Perspective," Brookings Papers on Economic Activity 1 (1983). 

general, they cite low and falling growth rates in productivity and invest-
ment, stagnating capital-labour ratios and the aging of the U.S. indus-
trial plant, the increasing trade deficit (and more recently, an increasing 
deficit on current account) and the falling U.S. share of world trade 
(especially trade in manufactured products), high unemployment and 
inflation, and a decline in the profits and competitive position of U.S. 
industry at home and abroad. These trends have been reflected in low 
and falling growth rates in gross national product (GNP) and in per capita 
and real wages, but somewhat higher growth in family income (because 
of higher labour force participation rates among married women) and in 
personal disposal income (largely because of the decline in defence 
spending and in investment as a share of GNP). 

There is no dispute that, by many of these measures, the U.S. econ-
omy performed poorly during the 1970s and early 1980s, compared with 
the postwar period until 1970 (Table 1-1). These trends were exacerbated 
during the severe recession of 1980-82, when President Reagan's "pain 
index" rose to heights not seen in half a century. These are interesting 
facts, and they have a direct impact on the economic welfare of the U.S. 
populace, but the relevant question for the topic at hand is (to put it 
bluntly), so what? If this performance was the best that could have been 
done, what role is there for industrial policy? 

In the analysis of the woes of the U.S. economy, particular emphasis 
has been placed on the relative decline of the manufacturing sector 
because advocates of industrial policies for the United States tend to 
focus their analysis and policy prescriptions on this sector. Once, the 
coming of the "post-industrial society" was heralded as the next stage in 
the inevitable progress of the U.S. economy (Bell, 1973), much as the 
shift from agriculture to manufacturing transformed the U.S. economy 
over the past century and a half. More recently, however, the declining 
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share of the gross domestic product (GDP) at current market prices 
contributed by the manufacturing sector has been labelled "de-indus-
trialization," a loss of the industrial heart of the nation. The severe 
problems of some basic, heavy, "smokestack" industries such as steel, 
rubber and automobiles support this view. Hayes and Wheelwright 
(1984), for example, conclude that only economies with a manufacturing 
base will continue to show increased productivity and innovating tech-
nology in the future. 

Lawrence (1984a) defines "de-industrialization" as "absolute de-
industrialization," that is, the absolute decline in the volume of output 
from (or inputs to) manufacturing. He chooses this definition because 

Industrial policy is generally concerned with easing adjustment . . . [and] 
an absolute decline in industrial employment means much greater problems 
of adjustment [than a relative decline]. (p. 12) 

Using this definition of de-industrialization, Lawrence shows that in 
terms of employment, capital, and output in the manufacturing sector, 
absolute de-industrialization did not occur between 1950 and 1980 or 
during the 1973-80 subperiod. As can be seen in Table 1-2, employment 
in the manufacturing sector rose from 15.24 million in 1950 to 20.1 mil-
lion in 1973 and to 20.3 million in 1980. The real capital stock in manufac-
turing increased by 3.3 percent annually during 1960-73 and by 4.5 per-
cent annually during 1973-80. Real manufacturing output increased by 
3.9 percent annually during 1960-73 and 1.1 percent annually during 
1973-80. 

Alternatively, de-industrialization could be measured by trends in the 
GDP share of manufacturing. It is important to note, however, that 
constant-dollar GDP shares should be used in this comparison, not GDP 
shares at current market prices, as is often the practice of those who 
conclude that the United States is de-industrializing. Trends in GDP 
shares at current market prices are based on factor costs. Sectors which 
grow as fast as the average in terms of real output, but faster than average 
in terms of productivity growth, will have declining GDP shares at 
current market prices and current factor costs. Hence GDP shares at 
constant prices must be used. As measured in constant 1972 dollars, the 
GDP shares of industrial output and manufacturing output were approxi-
mately constant from 1960 (45.6 percent and 23.3 percent) to 1973 
(45.6 percent and 24.0 percent) and to 1980 (45.3 percent and 23.7 per-
cent). Over the 1950-80 period, however, the shares of manufacturing 
employment and current-dollar expenditure, capital stock and research 
and development all fell significantly. These trends toward a declining 
current-dollar share for manufacturing stemmed from productivity 
increases in manufacturing that outpaced those in other sectors of the 
economy, from falling relative prices for manufactured products, from a 
shift in the demand pattern as a result of higher family incomes, from 
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slow economic growth for the economy as a whole and from changes in 
the exchange rate. 

Based on his analysis of the impact of these five factors on the U.S. 
manufacturing sector during 1973-80, Lawrence (1983b) concludes (as 
does Schultze, 1983, 1984, using data from 1970-80), ". . . in the most 
relevant sense, the United States has not been undergoing de-indus-
trialization" (p. 14). 

Using regression analysis, Lawrence (1983a, 1983b) concludes that 
manufacturing output during 1973-80 was "almost exactly" what would 
have been expected, given the performance of the overall economy. In 
fact, the regression equations underestimate the actual growth rate of 
manufacturing; that is, it was "too high," given past relationships 
between manufacturing output and GNP growth. Even for the period 
1979-82, when industrial output and employment fell absolutely, the fall 
was less than that forecast by the model. In other words, there was no 
structural shift away from manufacturing over the 1973-82 period 
beyond what would be expected from historical relationships between 
manufacturing output and GNP. This analysis does not lend support to 
those advocating sector-specific or industry-specific policies directed 
toward manufacturing industries or to those who base their arguments 
on the poor performance of the U.S. manufacturing sector. 

Despite this conclusion, growth in GDP, GDP per capita, manufactur-
ing output, employment and productivity declined during the 1973-80 
period from the rates achieved in previous decades. This raises the 
question of whether the U.S. economy could have performed better and, 
particularly, if it could have performed better by following some form of 
industrial policy. Addressing this question requires a comparison of U.S. 
economic performance with those in other high-income countries. 

Comparison of Performances 

How have the U.S. economy and its manufacturing sector fared in com-
parison with those in other high-income countries? Unlike the United 
States, the industrialized European countries (with the exception of 
Italy) have witnessed a period of de-industrialization as employment in 
manufacturing fell by an average of 1.3 percent annually during 1973-80. 
In Japan, manufacturing employment declined as well. Aggregate hours 
fell even faster, by 1.7 percent annually, because of a reduction in aver-
age hours worked. Moreover, for the 1973-80 period, Lawrence's regres-
sion model relating growth of manufacturing output to the growth of 
overall GNP substantially overpredicted the level of manufacturing out-
put for the European countries; that is, there was a structural shift from 
factors outside their domestic markets. Among member countries of the 
Organization for Economic Co-operation and Development (oEcD), the 
U.S. share of manufacturing employment increased during 1973-82 from 
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25.6 to 28.2 percent, and its share of manufacturing output remained 
about constant at 36 percent. On an economy-wide basis, total employ-
ment in the United States increased by 2.4 percent annually between 
1970-80, compared with an increase of 0.9 percent annually in Japan and 
a decline of 0.4 percent annually in Germany. From 1970 to 1980, the 
U.S. economy achieved a remarkable performance by being able to 
accommodate a huge increase in the labour force as people born during 
the postwar baby boom entered the job market. 

The United States experienced a fall in the rate of growth of real output 
in manufacturing during 1973-80, but so did the other industrialized 
countries of Europe and Japan (Table 1-3). Real output growth in U.S. 
manufacturing fell from 5.4 percent annually during 1960-73 to 1.8 per-
cent annually during 1973-80, but this should be compared with a fall 
from 6 percent to 1.7 percent annually among all OECD countries. The 
U.S. growth in manufacturing output was marginally higher than the 
OECD average during 1973-80 and, in particular, exceeded that in Ger-
many, France and Britain, although it was below that in Japan, Italy and 
Canada. 

When a comparison is made between the growth rates of labour 
productivity (output per worker), however, U.S. performance during 
1973-80 fares badly both in comparison with its own performance during 
1960-73 and with the productivity performance of other OECD 
countries. Darby (1984), however, in a startling and controversial depar-
ture from this conclusion concerning the slowdown of U.S. labour 
productivity growth finds that, when changes in the composition of the 
U.S. labour force (by age, sex, education, and immigration status) are 
taken into account, there was no drop in the growth of labour productiv-
ity during 1970-79 from its past trend line. Darby concludes: 

There has been no substantial variations in trend growth rates of private 
labor productivity since 1900 if reasonable adjustments are made for the 
effects of demographic trends on the average quality of labor. . . . Taken as 
a whole, the evidence does not support the view that there has been a 
substantial, inexplicable decline in total factor productivity growth since 
1965 and especially since 1973. (pp. 315-16) 

Even if Darby's adjustments in labour force quality in the United States 
are not made, the decline in labour productivity growth in the United 
States remains less than that of many other industrialized nations, 
although the absolute value of labour productivity growth was relatively 
low. These trends support a conclusion that the rates of productivity 
growth in other industrialized countries are converging with that in the 
United States. Ray (1982) estimates that the United States in 1980 
continued to have the world's highest average labour productivity in 
manufacturing: 16 percent higher than Japan's, 21.7 percent higher than 
Germany's, and 31.3 percent higher than France's. In key industries, 

Lecraw 9 



.0 
N 000N00O\ eV '.0 N 

4 4v0 	c...; 

.o 
kr) o 	tr) 
tr; '.0 6 -4 4 

.0 
VD 00 CV 00 tN 
6 	ONOO - 

I 	I I 

.o l tri ri co in Cr• 
C; 	re; C; 	••••1 

00 	en ON CV VI (^I 

c'. 
w)• V1 In N M'.0 00 VD 

tv) en 00 00 C\ •—• N kfl 
(N el ("V C.1 0 en eV 

co ten vo 	.4-1 
vt WI CD% en W1 kn 

co) 

ro 

(,) 
-0 cc: o 	cti 	rz) 

E 	c11 c's > U 
E 

00 
00 

U 

U 

O 
O U 

0 
O 

0  

0 O 
O 

C.) 
V 

a▪  . 

5 

o N 

CO 

E 

0 
N 

C 
co) CO ▪  "0 

0 
0 CO 0

U  
-o A 

no c 
CO 

a; 0. 

a.) • C 

0 
c 

4.)
• „,  

Ct, 
.0 c) 
0 .c 

arc 
ch [2 
. . vl .o T

A
B
L

E
 1-

3 
G

ro
w

th
 in

  O
ut

pu
t,

  E
m

pl
oy

m
en

t  a
nd

 P
ro

du
ct

iv
it

y  
in

  M
an

uf
ac

tu
ri

ng
  S

ec
to

r  
S

el
ec

te
d

  C
ou

n
tr

ie
s,

  

 

U0  

  

    

   

V 
01) 

U 
V 
00 

V 

V 
0. 
0;1 

cd 

   

   

    

    

  

O 
O 
0 

 

     

10 Lecraw 



however, U.S. productivity has been found to be relatively low com-
pared with that in Japan: steel (108 percent above the U.S. level), general 
machinery (11 percent higher), electrical machinery (19 percent higher), 
transportation equipment (24 percent higher) and precision machinery 
(34 percent higher).2  

The causes of the low level of productivity in U.S. manufacturing and 
the drop in its growth rate have proven difficult to identify, at least at the 
aggregate level.3  The real growth in the net capital stock accelerated 
during 1973-80, and the ratio of net capital stock to the number of full-
time employees (or equivalent) in manufacturing grew by 3.8 percent 
annually during 1973-80, compared with an annual growth of 2.03 per-
cent annually between 1950 and 1973. The reverse was true in most OECD 

countries (including Japan), where there were declines in the growth 
rates of capital stock and capital stock per employee.4  

Similarly, the growth rates in expenditures and hiring of scientists for 
research and development (R&D) in the private sector in U.S. manufac-
turing increased during 1973-80 over the levels in the 1960-72 period. 
Total R&D as a percentage of GNP declined during the 1970s, but this 
decline was due largely to a sharp decline in military R&D; the ratio of 
civilian R&D to GNP did not decline. Since 1973, the United States has 
maintained its share of R&D funding among OECD countries, reversing a 
relative decline during the late 1960s and early 1970s. Total R&D spending 
in U.S. manufacturing was more than 50 percent higher than in Ger-
many, Japan and Britain. In 1979, the United States spent roughly 1.5 
times as much on R&D as Japan, France, Germany and Britain com-
bined, based on equivalent purchasing powers, and employed 1.3 times 
as many scientists and engineers (Lawrence, 1983a). 

Given these figures on investment and R&D, the low level and declining 
rate of growth for U.S. labour productivity (if Darby's results are not 
accepted) relative to past performance and to other industrialized coun-
tries, is puzzling. Much literature on this subject has emerged (Denison, 
1979), but there is no consensus as to the causes of the decline in U.S. 
productivity growth.5  Yet productivity growth is crucial to economic 
growth. If output per worker stagnates while capital per worker 
increases as it has, then increased family disposable income can only 
come from some combination of reduced return to capital, reduced 
government expenditures on defence and social services, or increased 
labour force participation rates. These are not particularly attractive 
alternatives. If Darby's (1984, p. 317) conclusions about the effect of 
changing quality in the U.S. labour force are correct, then there is room 
for optimism that productivity growth rates will increase, since the age 
composition of the labour force is reversing, labour force participation 
rates for young women are approaching the level of men, and women are 
investing more in their human capital. 

According to some productivity experts, productivity surged in 1983, 
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and a growth rate in labour productivity of 3 percent annually should 
continue for the rest of the decade. Fewer entrants in the labour force, 
stable oil prices, increased investment incentives, reduced expenditures 
on non-productive investment for environmental protection and worker 
safety, lower inflation rates, robotics, the microchip revolution and 
accelerating R&D expenditures are cited as the major factors in this 
projected return to sustained productivity growth.6  Baily (1984) adds: 

There are signs from the past two or three years that productivity growth in 
the 1980s will be much better than it was in the 1970s. This is only specula-
tion at present, but if it is correct, then the temporary shocks view of the 
slowdown gains credibility relative to explanations that suggest a longer-
term reduction in productivity growth. (p. 235) 

If these projections are correct, U.S. productivity growth will exceed 
that in Europe, U.S. economic growth will accelerate, and perhaps the 
debate over industrial policy will subside.? 

These data on economic performance in the United States and Europe 
cast doubt on reports of relative U.S. economic and industrial decline or 
its rapid "de-industrialization" relative to other high-income countries 
between 1970 and 1980. Even during the 1981-83 period, when the United 
States experienced a traumatic increase in unemployment and a drop in 
manufacturing output, its economic performance was above the OECD 
average. In 1983, the first year of the economic recovery in the United 
States, the inflation rate was lower and growth in GNP and employment 
far exceeded the rates in Europe, where inflation was double that in the 
United States and unemployment continued to increase. These data do 
not support a conclusion that the United States has suffered a relative 
economic, industrial or manufacturing decline since the early 1970s. 
Quite the contrary, they show a picture of relative, if slow advance, in 
contradiction to the arguments of the proponents of a U.S. industrial 
policy. 

But what about Japan, the new economic superpower and the home of 
industrial policy? The facts of Japanese economic performance are clear 
to all: high growth in GNP and labour productivity and dynamic exports. 
Over the past decade, however, manufacturing employment in Japan 
declined as Japan scrapped capacity in such basic industries as textiles, 
shipbuilding, steel and non-ferrous metals, while expanding capacity in 
its service sector. Interestingly, this de-industrialization in Japan is seen 
by critics of U.S. industrial policy such as Reich and Thurow (quoted in 
Kantrow, 1983) as a strength of the Japanese economy and a success for 
its industrial policies. They cite Japan's de-industrialization as evidence 
that its industrial policies have allowed it to adjust in order to realize its 
dynamic comparative advantage in line with the changing realities of the 
international division of labour and production. 

The economic record of Japan raises three questions for this discus- 
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sion. What were the causes of the high growth rate of the Japanese 
economy? What role did industrial policy play in its performance? If 
industrial policy (of some sort) did play a role, would a similar industrial 
policy in the United States be possible and have a similar impact? In this 
section, the first question is addressed in part. A more detailed analysis 
of Japanese industrial policy is presented in a subsequent section. 

A recent article by Norsworthy and Malmquist (1983) has a direct 
bearing on these issues. The authors use an input-output framework to 
analyze the causes of the differential productivity growth rates in Japan 
and the United States. They break productivity growth into multifactor 
productivity, capital productivity, labour productivity, energy produc-
tivity and materials productivity. The authors reach several interesting 
conclusions: 

Comparisons of measures of productivity growth for multiple and single 
factors for the United States and Japan suggest that the remarkable record of 
labour productivity growth in Japan is attributed in large part to the growth 
in the capital stock. . . . The productivity "miracle" in Japan is not so 
miraculous after all. (pp. 956, 958) 

Of course, the conclusion that Japan's high saving and investment rates 
had a positive effect on the growth rate of labour productivity is not new. 
This is in accord with even the simplest production and economic growth 
models, and is similar to the findings of Jorgenson and Nishimizu (1978) 
for the 1952-74 period. Although most studies (incorrectly) focus on 
labour productivity, the more important measure is growth in total factor 
productivity. Norsworthy and Malmquist find that total factor productiv-
ity growth in Japan was higher than in the United States, especially 
during the 1973-78 period. Norsworthy and Malmquist (1983) conclude, 
however, that this was largely due to the higher growth rates in capital 
and materials per worker: 

The rapid growth in the capital stock — which can be viewed as raising 
workers' capacity to process a greater volume of materials — is a major 
source of Japanese growth. . . . The overall efficiency of Japanese man-
ufacturing . . . has not shown particularly remarkable growth relative to 
that in the United States. (p. 956) 

Norsworthy and Malmquist go on to show that, if Japanese wages were 
at the same level as those in the United States: 

. . . every hour of Japanese labour would be supplemented by an equal 
expenditure on capital services, while in the United States, every hour of 
labor services is supplemented by capital services worth only a third as 
much. (p. 597) 

Thurow, one of the leading advocates of an industrial policy for the 
United States, has repeatedly stated that if U.S. investment and savings 
rates were pushed up to those in Japan, U.S. labour productivity growth 
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would accelerate (quoted in Kantrow, 1983, and in Ladd and Keene, 
1983). Thurow goes on to state, however, that Japan's high investment 
rates are only a part of the story and that Japan's industrial policies have 
also played a role in its rapid growth. Norsworthy and Malmquist's 
conclusion that capital formation plays a major role in labour productiv-
ity growth in Japan casts doubt on Thurow's view. Most proposals for a 
U.S. industrial policy, however, concentrate on reallocating savings and 
investment rather than on increasing their level (Scott, 1984a; 1984b). 

During the 1973-80 period, there were shifts in output, investment and 
employment within the industries composing the U.S. manufacturing 
sector. Again U.S. performance was good relative to that in other high-
income countries. No three-digit manufacturing industry in the United 
States experienced a fall in unemployment as fast as that among counter-
parts in Japan. Although the U.S. manufacturing sector as a whole did 
not contract, some industries expanded and others declined. Studies of 
the rate of intra-sectoral shifts within manufacturing during the 1970s, 
however, show no increase in the rate of these shifts since the previous 
decade. (See the study by Charette, Kaufman and Henry in volume 2 of 
the Commission research studies.) Yet despite this lack of structural 
change in employment within the manufacturing sector during the 
1973-79 period, relative to that experienced in Japan, thete was a much 
greater reallocation of employment in the United States than in Ger-
many or Japan, as workers shifted from "low-growth" industries inten-
sive in labour and capital to "high-growth" industries intensive in tech-
nology (Lawrence, 1983a, 1983b, 1984). Thus, although the United States 
had a lower level of intersectoral structural change in output and employ-
ment than Europe and Japan (and the rate of change did not accelerate 
during the 1970s), it reallocated resources to high tech, high-growth 
industries to a greater extent than Germany and Japan. This conclusion 
contradicts both the critics who advocate,  an industrial policy for the 
United States to fight the erosion of its manufacturing base and those 
who advocate an industrial policy to ease the structural rigidity of its 
economy. 

It may be a mistake to blame the lack of U.S. sectoral industrial 
policies or a coherent trade strategy, or the strategic failure of firms for 
the loss of competitive edge in international trade among U.S. manufac-
turers.8  The rapid rise of the U.S. dollar during 1979-83 due to increased 
net in-flows of foreign capital attracted by high real interest rates in the 
United States was largely responsible for the concomitant deterioration 
in the U.S. trade and current accounts, reduced GNP growth and high 
unemployment in the manufacturing sector (Feldstein, 1983; Bergston, 
1983; Feldman, 1981). U.S. manufacturers between 1979 and 1983 were 
faced with effective price increases for exports to Europe ranging from 
30 percent to 60 percent in just three years. Bergston (1983) shows that 
the inflation-adjusted exchange rate between the U.S. dollar and the 
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Japanese yen increased by 50 percent between 1978 and 1982 and, if 
anything, the United States—Japanese trade deficit should have been 
higher in 1982, given these effective exchange rate movements .9  Cal-
culating the effects of exchange rate movements depends on which end 
points are chosen. The U.S. exchange rate might have been below its 
equilibrium level in 1978, so that its subsequent rise may have been, at 
least in part, a return to this level. Data Resources of Lexington, Mas-
sachusetts, using its model of the world economy, however, calculate 
that the U.S. exchange rate in 1984 was 30 percent above its long-run 
equilibrium level. No amount of investment or employment and no R&D 

strategy or industrial policy could possibly compensate for these relative 
movements in exchange rates and prices. Conversely, the rapid improve-
ment of the trade accounts of European countries like France and 
Germany can be attributed to the devaluation of their currencies relative 
to the U.S. dollar. 

Abstracting from short-run exchange rate movements about their 
equilibrium position, Krugman (1984b, Table 2) finds no trend in the U.S. 
trade balance in manufactured products relative to total U.S. production 
over the 1970-82 period. Among high tech industries, Krugman (1984b, 
p. 107) finds also a slight increase in their share of total manufactured 
exports for the United States (28.3 percent to 28.9 percent), a falling 
share for Japan (15.9 percent to 13.5 percent), and increasing shares for 
France (13.2 percent to 14.5 percent), Germany (13.2 percent to 13.8 
percent) and Britain (19.1 percent to 22.7 percent). The share of high tech 
exports among total manufactured exports for the U.S. relative to the 
OECD average did decline slightly between 1970 and 1980, but it was still 
more than twice the average of Japan, France and Germany. These 
statistics led Krugman to conclude: 

Although patterns of trade in research intensive products have become a 
major preoccupation of government agencies both in the United States and 
Europe, the statistics show little evidence of any major shifts in the U.S. 
position 1970 to 1980. (p. 117) 

Ironically, Britain's high tech export fared the best over the period; yet it 
is not often held up as either a sterling economic performer or as a model 
for industrial policy. Other studies by Lawrence (1983c) and McKenzie 
(1983) support the conclusion that the United States has maintained its 
comparative advantage in high tech manufactured products, despite the 
appreciation of the U.S. exchange rate .'° 

Summary 

The studies cited in this section lead to several strong conclusions. 
The United States did not "de-industrialize" during the 1970s. Output, 

value-added, employment, investment and private R&D in manufactur- 
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ing all grew in real terms, and the manufacturing sector performed as 
well as could be expected given overall economic performance. 

When compared with performances in other OECD countries, the 
U.S. manufacturing sector improved its relative position between 1973 
and 1980. This conclusion holds for output, employment, investment and 
R&D, but is less true for labour productivity. 

The spectacular growth in labour productivity in the manufacturing 
sector in Japan during the 1960s and 1970s can be largely attributed to its 
high rate of capital formation. Japan's sector-specific industrial policies, its 
mercantilist trade and exchange rate policies, the formation of a "Japan 
Inc." through business-government-labour cooperation, and the "Con-
fucian" management of Japanese firms (factors often cited as causes of 
Japan's superior economic performance) would seem to have played a 
relatively minor role except — and this may be an important exception —
as they contributed to Japan's high rate of capital formation. 

If the United States were to pursue some form of industrial policy, the 
effect would be very small at best. Moreover, if industrial policy were 
seen as a cure-all, it might divert attention from other, more fundamental 
macroeconomic problems. 

The Effects of Industrial Policies Abroad 
Essentially the theoretical support for government intervention in the 
microeconomy revolves around the theory of institutional failure: mar-
ket failure and the failure of institutions outside the market. If there is 
some form of institutional failure, then there may be at least a theoretical 
possibility that government intervention in some form might lead to 
improvement in economic performance. Industrial policy is one of the 
many forms of government intervention that might be used if there were 
some form of institutional failure. 

There is a vast literature on institutional failure generally and in 
relation to industrial policy; see in particular Watson (1983), Krugman 
(1984a) and Urban (1983). It is beyond the scope and length of this paper 
to review this literature in detail. Several very general conclusions with 
relevance to industrial policy can be drawn, however. 

There can be institutional failure for a wide variety of market and 
institutional reasons. On theoretical grounds, when there is institutional 
failure, a general case cannot be made that some form of government 
intervention would improve economic performance. Instead, each situa-
tion must be evaluated on a case-by-case basis to determine if, in fact, 
there has been a failure, the extent of the consequences of the failure, 
and which, if any, of the policy instruments available to government 
could correct that failure as well as improve economic performance. 
Even if, on theoretical grounds, government intervention in some form 
would be beneficial, it must be determined whether intervention is 
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feasible and beneficial in practice. Hence, in the analysis of the effects of 
industrial policy, it is useful to review its record in other countries and to 
examine the history of government intervention in the United States. 

Although there may be theoretical justifications for government inter-
vention in the economy in specific cases of institutional failure, possibly 
through some form of industrial policy, the question still remains 
whether an industrial policy in these cases could yield net benefits. The 
industrial policies of Japan (and sometimes those of France and Ger-
many) are often held up as successful role models for the United States. 
This reasoning raises two questions. What has been the nature and 
extent of these industrial policies in other countries? Have they been 
successful? Strangely, advocates of a Japanese-style (or European-style) 
industrial policy for the United States either ignore these questions or 
assume the answers to be obvious. Japanese growth rates have been 
high, and Japan is seen to have had an industrial policy, but these two 
facts should not automatically lead to the conclusion either that Japan's 
industrial policies caused the high growth rates there or that the United 
States could similarly achieve positive results. 

Japan's Industrial Policies 

During the 1970s, Japan had a high rate of physical and human capital 
formation, and its labour force grew slowly. Japan's education system 
produced a higher level of basic literacy and mathematical skills and 
more engineers (and fewer lawyers) than in the United States. There 
were better management-labour relations, and the workforce was highly 
motivated and disciplined. And many Japanese industries were still able 
to borrow technology from abroad. These characteristics also influenced 
the growth rate of the Japanese economy. For this reason, the two 
questions raised above do need to be analyzed before we attribute 
Japan's success to its industrial policies and recommend that the United 
States follow a Japanese-style industrial policy. 

What are the nature and extent of Japanese industrial policies? The 
usual view of those policies is that they are designed to support "sun-
rise" industries and to foster restructuring and decline of "sunset" 
industries. In general, this picture is correct. With the opening of Japan 
to trade during the Meiji era, the government acted to increase the 
efficiency of the agricultural sector through land redistribution and 
peasant ownership. The agricultural surplus generated by this reform 
was allocated to the infant manufacturing sector. Japan subsequently 
moved from labour-intensive, low-quality, simple manufactures to pro-
duction of high-quality, light industrial products, to capital-intensive 
industries, and more recently to high tech and knowledge-intensive 
industries. 

The extent of the government's role in this gradual transformation, 

Lecraw 17 



however, is impossible to quantify in the aggregate or for specific sec-
tors. The monetary value of direct grants, interest subsidization, govern-
ment purchases, tariff and non-tariff protection, export subsidies, 
exchange rate policy and government services to industry is not known, 
nor can the effects of these policies be calculated. In one study, Sax-
onhouse (1983) concludes that Japanese subsidies to manufacturing 
(excluding food processing) averaged less than 0.1 percent of value-
added, hardly a significant amount. 

The success of Japan's industrial policies depends upon the definitions 
selected and used in the evaluation process. Economists would define 
"success" as the net discounted contribution to economic welfare, 
where the discount rate is the social cost of capital, and net benefits are 
the difference between the social benefits of the output and the social 
costs of the resources employed. However, this criterion of success is 
not the one used by most advocates of industrial policy when they 
acclaim the success of Japan's industrial policies. The usual criterion 
(often not explicitly stated) is the "competitiveness" of Japanese prod-
ucts on world markets. Here again, there is a problem with the definition 
of "competitiveness." Does this include implicit or explicit subsidies or 
not? British steel and European agricultural products are sold at "com-
petitive" prices around the world, but no one would hold them up as 
"competitive" products or as examples of the results of a successful 
industrial policy. Relative efficiency or relative cost might also be used 
as a criterion, but again implicit or explicit subsidies (below market 
interest rates, or undervalued exchange rates, for example) should be 
removed before the calculation is made. For a threatened U.S. industry 
and its workers, however, these theoretical problems of defining success 
bear little weight. A reduction in sales of U.S. products and a rise in sales 
of competitive Japanese imports in the United States is a concrete 
example of the "success" of Japanese industry and its industrial policy. 

Krugman (1984a) analyzes the success of Japanese industrial policy 
toward the steel and the semiconductor industries. His conclusions are 
important because these industries are often used as examples of the 
success of Japanese industry-specific policies and because U.S. adop-
tion of some type of formal industrial policy would put steel and semi-
conductors high on the list of targets for assistance as the archetypical 
sunset (smokestack) and sunrise (high tech) industries. 

For the steel industry, Krugman reaches several important con-
clusions. The broad picture in U.S.—Japanese steel competition is not 
too different from what it would have been without Japanese targeting 
(p. 29). During 1950-70, when the Japanese steel industry received loans 
at below-market interest rates and enjoyed tax breaks, subsidies, and 
government protection (which reduced its risk and allowed it to use 
heavy debt financing), "the rate of return [in the steel industry] was well 
below the average for Japanese manufacturing" (p. 36). Subsequent to 
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1973, the low operating costs and high capacity utilization rates in 
Japan's steel industry were not enough to offset low world prices so that 
"profits have been low — certainly not high enough to have made invest-
ing in steel profitable" (p. 36). "On the test of market return, the target-
ing of steel does not look like a good idea" (p. 39). No rents have been 
captured from foreign competitors through the strategic advantage cre-
ated by Japan's targeting. Steel did not generate "useful technological 
externalities" for integrated industries. 

Krugman therefore concludes: "Heresy though it may seem, it is hard 
to avoid the conclusion that the most famous industrial policy success 
was no success at all" (p. 38). 

As to whether the United States should have targeted the steel indus-
try in response to Japanese targeting (despite its failure in Japan), Krug-
man concludes that the only market imperfection in the United States 
that might be used to justify an industrial policy was the market power of 
the steelworkers. Hence, any past (or future) targeting should be accom-
panied by severe restrictions on the wages of steelworkers. This is not 
likely to be acceptable to the U.S. steelworkers, who are one of the 
major groups lobbying for an industry-specific policy directed toward 
the steel industry. 

Krugman's analysis of the semiconductor industry is more complex 
and his conclusions more equivocal: 

The basic criteria for success would be either (1) capture of substantial rents 
from U.S. firms, or (2) external economies benefiting other industries. In 
both cases the returns are not yet in. The rents from semiconductors 
targeting, if there will be any, lie in the future. . . . Japan's export of 64K 
RAMS has not yet earned returns sufficient to justify the invest-
ment. . . (pp. 46-47) 

The experiences of the steel and semiconductor industries are cited as 
success stories by advocates of a Japanese-style industrial policy for the 
United States. Other industries in Japan have been successful without 
explicit targeting (automobiles), unsuccessful with it (agriculture and 
aluminum), and have had questionable success with targeting (other 
non-ferrous metals and shipbuilding). Conclusions based on these exam-
ples would seem to lend as much support to the proposition that Japan's 
economy has been successful despite its targeted industry-specific pol-
icies as to the proposition that its success was due to this targeting, when 
"success" is defined as net addition to national economic welfare. 
Japan's industrial policies may have fostered the transformation and 
development of the economy, but the extent, impact and success of this 
aid cannot be known with any accuracy. Trezise (1983) concludes that 
Japan's industrial policies were not the major reason for its success. The 
study by Norsworthy and Malmquist (1983) cited earlier concludes that 
the growth of labour productivity in Japan was the result of its high level 
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of capital formation, not its industry-specific policies. Even Thurow, 
when pressed, states that only 5 to 10 percent (a small, but not negligible 
amount) of Japan's superior performance can be attributed to its indus-
trial policies. 

Industrial Policies in Europe 

The success of industrial policies in Europe is even more difficult to find. 
Thurow (1980) and as quoted in Ladd and Keene (1983) often cites the 
success of industrial policy in France and sometimes in Germany. Stein, 
as quoted in Ladd and Keene (1983), however, counters that, on several 
trips to France to study its industrial policy, he has been unable to find 
any. The Commission of the European Communities (1981) finds that 
central government subsidies in 1978 amounted to 0.4 percent of GDP in 
Germany, 0.8 percent in France, and 0.9 percent in Britain. 

DeWitt (1983) concludes, concerning industrial policy in France: 

Business has never given great consideration to [industry-specific policies] 
because experience has led to the belief that they are mainly based on 
particular circumstances: (1) salvaging a declining region or industry; (2) 
building up France's industrial prestige; (3) or even merely reassuring busi-
nesspeople. . . . In fact, historical trends clearly show that, unlike Japan, 
France has set few priorities and when plans have been initiated, they have 
been rapidly dropped. . . (p. 242) 

DeWitt cites a long list of failures for industry-specific policies in 
France: steel, machine tools, computers and data processing, shipbuild-
ing, paper and pulp, food industries, trucks and matches (p. 232). He also 
lists successes in oil, aircraft and possibly space industries, nuclear 
energy and telecommunications. Even the success of targeting aircraft is 
questionable: the Concorde was not a success, and the Airbus operated 
at 25 percent of capacity in early 1984, despite government subsidies of 
over $5.7 billion between 1968 and 1982 (cited in Krugman, 1984b, p. 83). 

French general industrial policies have failed as well. Incentives for 
employment creation during the 1960s and 1970s led to low unemploy-
ment but had an adverse impact on industrial efficiency. DeWitt (1983) 
concludes that activity-specific industrial policies directed at exports 

. . . helped French companies underbid competitors . . . although their 
manufacturing costs should have priced them out of the mar-
ket. . . . Experience has also shown that, once a new outlet is secured, 
exporters do not strive to improve on productivity . . . but continue to rely 
on government support. (p. 238) 

It would be deceptively simple to conclude that, because the French 
economy performed well and France had an industrial policy, therefore 
the French industrial policy was successful, and therefore the United 
States should have an industrial policy. The contrary argument that the 
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Italian economy performed better than the French economy, but Italy 
had no industrial policy, therefore the United States . . . etc., would 
serve as well (Bollino, 1983). 

Selected industrial policies in Germany have also been held up as a 
model for U.S. industrial policy. The relatively lacklustre performance 
of the German economy since 1970, however, has taken much of the 
force out of these arguments. Thurow, as cited in Ladd and Keene (1983), 
advocates U.S. adoption of the German lead in allowing financial institu-
tions to act as merchant banks and to take substantial equity positions in 
industrial firms. Thurow believes that this expansion of the role of banks 
in capital formation and allocation would increase the efficiency with 
which capital is allocated from sunset to sunrise industries. Ironically, 
there has been a growing outcry in Germany against its financial and 
industrial structure for impeding the transition of industry from old-line 
metallurgical, mechanical and chemical industries toward electronics, 
computers and biotechnology, and the U.S. financial system, par-
ticularly the availability of venture capital, has been held up as a role 
model for Germany to follow. Despite this reevaluation of industrial 
policy in Germany, Wagenhals (1983) concludes: 

[Industrial policy] in the Federal Republic helps to improve productivity and 
modernization in high-tech industries; sometimes increases international 
competitiveness; and supports adjustment to changing world markets. 
(p. 255) 

Despite the use of various industrial policies, the countries of Europe 
have, if anything, underperformed relative to the U.S. economy. As 
Scott (1984b) concludes: 

The U.S. does not appear to have a serious competitive problem with its 
traditional European rivals. To the contrary, the EEC [European Economic 
Community] countries' performance in recent years suggests that their 
problems are if anything more severe and more deep-seated than those in 
the U.S. (p. 38) 

These conclusions have been reinforced by the economic performance 
of most European countries during 1980-84. Total employment in west-
ern Europe did not increase during 1973-80, fell drastically during 
1980-82, and did not recover during 1982-84. Manufacturing employ-
ment fared even worse. Moreover, during 1984, projections by the OECD 
indicated that European output, employment and productivity growth 
would be below that in the United States for the rest of the decade. 

Summary 

This brief review of industrial policy in Japan, France and Germany does 
not give much support to the conclusion that industry-specific policies in 
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other countries have been particularly successful or have made signifi-
cant contributions to their economic welfare. In some cases, industrial 
policies have improved the competitive position of a firm, an industry or 
a sector in national and international markets but, in general, the cost of 
these policies would seem to have been high in terms of reduced national 
economic welfare. Although there may be a theoretical possibility for 
industrial policies to improve national welfare, in practice these benefits 
would seem at best to have been difficult to attain. 

Just as the conclusion that "industrial policies have worked abroad; 
therefore they should be used in the United States," is erroneous in fact 
and in logic, so is the converse that "industrial policies haven't worked 
abroad, . . etc." Yet, using the record of the performance of industrial 
policies abroad to bolster the argument for industrial policies in the 
United States would seem to be a weak argument at best. 

Proposals for a U.S. Industrial Policy 

The previous sections concerning the performance of the U.S. economy, 
the theoretical justifications for industrial policies and the evidence on 
industrial policies in Europe and Japan can serve as a background for the 
motivation of the proposals for industrial policy for the United States 
and as a means of evaluating their strengths and weaknesses. For con-
venience and to provide some organizing logic, the proposals as pre-
sented here range from conservative to radical (socialist). Lest the naive 
and extreme nature of some of these proposals cause the more sophisti-
cated analyst to dismiss them as unimportant, it should be remembered, 
on the one hand, that Gilder (1980) is bedside reading for President 
Reagan and that Gilder's policy prescriptions are implicitly at the base of 
much of Reagan's legislation, and, on the other hand, that the less radical 
of the policy prescriptions of Bluestone and Harrison (1983) and Bowles, 
Gordon, and Weisskopf (1983) have been incorporated as part of the 
platform of the Democratic party. More middle-of-the-road advocates of 
industrial policy in the United States have made frequent trips to Canada 
to speak to seemingly receptive government officials and the public at 
large regarding the benefits of industrial policy." 

Ringer (1979), Gilder (1980), Etzione (1983a) and Novak (1982) have all 
made proposals for industrial policies for the United States which essen-
tially combine moral rearmament with a "freeing of the free enterprise 
system."12  Gilder (1980) concludes: 

Equality, bureaucratic rationality, predictability, sexual liberation, political 
populism, and the pursuit of pleasure — are quite simply inconsistent with 
the discipline of investments of economic and technical advance. The result 
is that all modern governments pretend to promote economic growth but in 
practice doggedly obstruct it. (p. 259) 
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Etzione (1983a) describes a wide range of ills affecting the "me first" and 
"me too" generation and the causes (largely ascribed to Big Govern-
ment) which fostered them: 

In the economic area itself, possibly the single most important step, is to tie 
reward more closely to effort. The best way to secure sufficient effort, 
foresight, saving, and toil is for people to see fewer instances of people who 
act "irrationally," who do not provide for their future or their loved ones, 
but who nevertheless obtain quite similar rewards as those who labor long 
and hard. (p. 369) 

Without critical self-examination, renewal, and commitment by individuals, 
there is little hope for psychic rebuilding, for institutional reconstruction, 
for finding the energy to counter interest groups and to provide for the 
commonwealth and for the future. (p. 371) 

These secular theologians, supported by more orthodox economists 
such as Friedman and Friedman (1979), advocate an industrial policy for 
the United States which would mandate substantial reduction in the size 
of government and of its regulation of the economy. Their policy pre-
scriptions rest on several questionable assumptions and conclusions, 
based on their reading of the data on economic and social performance. 
First, based on economic performance among countries or over time, 
there seems to be no statistical relationship between economic growth 
rates and the level of government involvement in the economy, either 
through regulation of industry or through taxation and income transfer 
programs. Also, there is no reason why a totally free-enterprise, market-
based economy will be the most economically efficient one, but there are 
many reasons why it may not be. Cross-country data also do not yield 
clear support for the proposition that income transfer and a secure 
"social safety net" lead to reduced work effort and reduced worker 
mobility. The Japanese corporate welfare system of lifetime employment 
has often been cited as one of Japan's competitive strengths that pro-
motes worker mobility between jobs, increased investment and tech-
nological change. Conversely, there is considerable evidence that a 
reduction in the social safety net and the consequent rise in insecurity 
does not lead to more work effort, but rather brings forth sheltering 
activities by workers and firms which act to freeze the status quo 
(Thurow, 1980; Lindblom, 1977). 

Gilder and authors with similar views call for a substantial reduction in 
the evil of government involvement in the economy, both through regula-
tion and through taxation and expenditure. They would reduce the 
burden of regulations and paperwork on firms, thereby reducing legal 
costs and rent seeking through business lobbying, and refocusing man-
agement's attention on productive operations. Steps in this direction 
have already begun with the Reagan administration's less activist stance 
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on environmental, health and safety issues, and its relaxed supervision 
of discrimination in hiring and promotion, anti-trust regulations and 
labour relations legislation. 

Supply-side policies, as advocated by Laffer (see Wanniski, 1979), are 
a close relative of the proposals advanced by Gilder and those like him. 
Through the "Laffer Curve," supply-side economics posits that a cut in 
corporate and personal taxes will lead to increased work effort and 
investment, which will expand GNP and tax revenues by an amount 
equal to the cut. This interesting proposition is based on shaky evidence 
at best, and it was given a trial run by the first Reagan administration (see 
United States, Executive Office of the President, 1981). The initial results 
of this bold experiment have led Martin Feldstein, the former chairman 
of Reagan's Council of Economic Advisors (CEA), to label supply-side 
economics a failure, much to the displeasure of the president. Since 
Professor Feldstein's departure from the CEA, several academic and 
government studies have reached conclusions that would tend both to 
support and to refute supply-side policies. The general consensus seems 
to be that the deadweight loss of income taxes is high (20 to 25 percent at 
the margin, Stuart, 1984); that the deadweight loss on labour income is 
higher (28.7 percent for men and 58 percent for working wives); but that 
a 10 percent decrease in the marginal rate would decrease the tax take by 
3.4 percent (Hausman and Rund, 1984); that private savings are not 
sensitive to real rates of return after tax and, hence, tax cuts, which 
reduce public saving, will not be offset by private savings (Summers, 
1984); and that private investment is responsive to after-tax real rates of 
return and, hence, tax cuts on capital will stimulate investment (Hutten, 
1984). A study done by the CEA concludes that the high real interest rates 
of the 1981-84 period were not caused by the budget deficits, but rather 
by the higher real rates of return made available in the market as a result 
of the various tax cuts and the general economic recovery. 13  

In the liberal, Democratic mainstream, Reich and Thurow advocate 
that the United States adopt an industrial policy in order to move the 
economy forward. In several respects, their proposals are based on 
similar reasoning and lead to similar conclusions for industrial policies. 
Both see the need for a fundamental restructuring of the U.S. economy 
in order to increase its mobility and productivity and to enhance its 
competitive ability. Their proposed industrial policy would be directed 
toward increasing capital and labour mobility through government inter-
vention in the capital markets and tax incentives; promoting job retrain-
ing and the relocation of labour to where the jobs are and the relocation 
of industry to regions of high unemployment; and strengthening incen-
tives for firms to undertake R&D. On several crucial points of analysis 
and recommendations, however, Reich and Thurow differ significantly. 

Reich sees the required restructuring of industry as one from large-
scale, capital-intensive, inflexible production systems managed by hier- 
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archical organizations to flexible, small-scale, human-capital-intensive 
production units organized around small, cohesive, organizationally 
"flat" groups. He foresees major changes in the method of production, 
in organization, and in the increased specialization and range of prod-
ucts produced. Much of this restructuring would be within the same 
broad industry, for example, from primary steel to specialty steels. 
Under this scenario, adjustment costs would be relatively low. Robotics 
is prominent in this transformation of production, while computers, 
microelectronics, and information technology would drive the change in 
organizational structure and in the range of products. In Reich's view 
this restructuring would lead to a quantum leap in productivity and 
worker satisfaction, bring about a flatter income distribution, blur the 
distinctions between workers, managers and owners, and give a sense of 
group involvement and cohesion (see also Kantor, 1984). Reich (1983b) 
concludes: 

America confronts a choice. We can continue to endure a painful slow 
economic transition . . . [which] can lead only to a lower standard of living 
for many Americans. The alternative is a dynamic economy in which capital 
and labor adapt to engage the new realities of international competition. 
Rapid adjustment offers Americans a rising standard of living. (p. 225) 

To attain a dynamic economy, however, the United States must change 
profoundly in its political system and social values: 

Any society that hopes to escape this grim logic . . . must equip itself with 
ideals and institutions that inspire citizens to work together . . . [with] a 
potent concern with civic virtue. (p. 280) 

Magaziner and Reich (1982, p. 343) advocate four general goals toward 
which industrial policy should be directed: assisting workers and 
regions faced with industrial displacement; correcting market imperfec-
tions; allocating capital to "productive" investment in high-risk, large-
scale, long-payback projects; and coordinating government policies. 
Magaziner and Reich (chap. 28) go on to make specific recommenda-
tions for such things as transitional vouchers for laid-off workers, 
advance notification of plant shutdowns, regional assistance programs 
or R&D programs, strategies for "key linkage industries," high-risk 
lending, stimulation of export markets, funding for small- and medium-
sized businesses, and government coordination for R&D spending and 
procurement and for management of capital markets and trade regula-
tions, as well as renewed regulations concerning environmental issues, 
consumer protection and worker safety. 

The essential characteristics of Reich's proposed industrial policy are 
its broad and comprehensive range, its central coordination, and the 
participation through consensus of all interest groups in a mission of 
"civic virtue" and "community spirit." It addresses almost all the 
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concerns which have been raised about the performance of the U.S. 
economy and includes almost all the prescriptions for an industrial 
policy advocated by others." Notice, however, that it does not address 
the matters identified in the previous sections of the paper as determin-
ing influences on U.S. economic performance: the rate of capital forma-
tion; broad issues of the level, incidence, and effects of taxation and 
fiscal spending; and the budget deficit, monetary policy, and interest and 
exchange rates. With such an industrial policy, Reich foretells an expan-
sive future for the U.S. economy and society as a whole. This proposal is 
attractive to the Democrats, since it appeals to both wings of the party: 
those who advocate growth and expansion and those who are more 
concerned with distributional and social issues (Schambra, 1983). 

Thurow's view of the fundamental forces in the world economy that 
are influencing U.S. industry differs from that of Reich. He concludes 
that significant segments of the present U.S. industrial base, particularly 
basic manufacturing industry, will decline and will move abroad to 
countries having lower labour costs. In Thurow's view, the U.S. man-
ufacturing sector can only survive if it can become more efficient 
through increased automation, which would often be accompanied by an 
increase in size. This restructuring must be accomplished through 
merger and expanded output by the stronger survivors, as the weaker, 
less efficient firms leave their industries and as their capital and labour 
resources are redeployed to other sectors of the economy. Despite the 
restructuring, workers in the surviving firms in many manufacturing 
industries will have to experience a decline in real wages and a reduction 
in jobs in order to compete with workers abroad. This is de-industrializa-
tion. Thurow concludes that structural adjustment is necessary and 
inevitable for the U.S. economy if it is to maintain or increase the level of 
economic welfare in the United States. For Thurow (1983), the objective 
of industrial policy is to facilitate this restructuring by redistributing the 
costs and benefits of change more evenly across the various 
stakeholders in the economy. 

Thurow (1983) also identifies low U.S. savings rates as a major con-
tributor to low investment rates, stagnant capital/labour ratios, and low 
productivity growth. Feldstein (1983) supports his conclusion that the 
major culprit is U.S. tax laws and other laws which encourage consumer 
borrowing (low down payments, long repayment periods and tax deduct-
ibility of interest on consumer debt and mortgages), rather than overtax-
ation of corporate income and interest or capital gain income. Also 
identified by Thurow as causes of declining productivity are falling 
scholastic achievement, low levels of worker training, inadequate R&D 
and an increase in the number of security guards. 15  

To correct these failures in the American economy and in society gener-
ally, Thurow proposes the formation of three agencies: one to allocate 
capital to productive investment (Rohatyn, 1974, 1981), one to promote R&D 
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and one to promote worker training, retraining and job mobility. Thurow's 
position on tax reform to increase saving and the stock of investment is less 
clear. He does not approve of the big budget deficits brought about by 
"supply-side" tax cuts and increased government spending, but whether he 
advocates a revision of the tax laws to foster private saving seems to vary 
among his writings and pronouncements. 

Unlike Reich, Thurow (1980) concludes that there will be a substantial 
"zero sum" in the necessary industrial restructuring, with many losers 
among groups of workers and firms. Although there will be winners, he 
predicts that, even if the Ufiited States institutes an industrial policy 
along the lines he advocates, the total economic pie will not expand at its 
former pace; hence, it will be more difficult for the winners to compen-
sate the losers. The losers will have every incentive to "shelter" them-
selves by lobbying government for trade protection and other subsidies. 
The aim of Thurow's proposals is to attempt to reallocate resources 
toward more productive uses, to increase the equity in sharing the pain of 
adjustment, and to decrease the incentives for adversely affected inter-
est groups to engage in "sheltering activities" which ultimately increase 
the rigidity of the economy and reduce the overall economic pie. 

There have been two major proposals for an industrial policy for the 
United States that are further to the left on the political-economic 
spectrum. Bluestone and Harrison (1982) and Bowles, Gordon, and 
Weisskopf (1983) take a more radical, "new-left" perspective. Bluestone 
and Harrison (1982) conclude: 

Underlying the high rates of unemployment, sluggish growth in the domes-
tic economy, and failure to successfully compete in the international market 
is the deindustrialization of America. By deindustrialization is meant a 
widespread, systematic disinvestment in the nation's basic productive 
capacity. . . . [Investment] has been diverted . . . into unproductive spec-
ulation, mergers and acquisitions, and foreign investment. . . . This does 
not mean that corporate managers are refusing to invest, but only that they 
are refusing to invest in the basic industries of the country. . . . 

These things never happen automatically nor are they simply a passive 
response to mysterious market forces. . . . Deindustrialization is the out-
come of a worldwide crisis in the economic system. (p. 6) 

Bluestone and Harrison identify several trends in the world and U.S. 
economies and in technology which they say have led to de-indus-
trialization. Economic growth in Europe, Japan and some middle-
income countries has broken the U.S. hegemony over the world econ-
omy, increased the competition for U.S. firms in their domestic and 
overseas markets, and put pressure on prices and profits.16  The power of 
workers and the increase in social legislation in the United States have 
decreased the options for U.S. firms to respond to this challenge. 
Advances in technological hardware (e.g., telecommunications, compu- 
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ters, and transportation) and in management software (management 
reporting and evaluation and control systems) have enabled U.S. firms 
to decentralize both nationally and internationally. Pressure on prices 
and profits have pushed U.S. firms toward change, and because of 
worker rights and wage rigidity that pressure has been channelled toward 
the only variable over which management still has control — industrial 
location. Technology hardware and management software have made 
capital mobility and decentralization feasible both nationally and inter-
nationally.17  These trends have led to plant closings, the abandonment of 
communities and the dismantling of basic industry. 

Bluestone and Harrison propose "truly democratic economic plan-
ning" (as opposed to the "corporatist models" of Rohatyn, Reich and 
Thurow) which would encompass: fundamental changes in the tax sys-
tem to redistribute income and to eliminate tax incentives to relocate and 
invest abroad; restoration of the social safety net (since productivity as a 
social relation requires more, not less, social security),18  and legislation 
to reduce the latitude of firms to close plants and lay off workers (prior 
notification, income maintenance, and job replacement). Even more 
fundamentally: 

It will be necessary to radically transform the nature of active participation 
in the day-to-day running of the basic institutions of the economy and the 
society. (p. 245) 

Key elements [in socialist reindustrialization] are: an alternative set of 
planning objectives to the narrow pursuit of private profit; recognition of the 
need for particular strategies to deal with the development or restructuring 
of sunrise industries, sunset industries, public goods, and corporate 
bailouts; a new, more democratic, participatory approach to the manage-
ment of productive enterprise. . . (p. 262) 

But to the question where we start this process of economic and political 
transformation, the authors reply that there are no answers. Although 
the fundamental restructuring of production relationships foretold and 
recommended by these radical political economists is unlikely to happen 
in the United States in a major way, the first three recommendations 
mentioned above could very well be implemented in some form over the 
coming years. 

Finally, somewhat outside the mainstream of the industrial policy 
proposals for the United States, Scott (1984a, 1984b) calls for the United 
States to follow a pro-industry national economic strategy designed to 
increase the rate of economic expansion. Although industry-specific 
policies are included in this strategy, it is directed more fundamentally 
toward, on the one hand, increasing the levels of savings and investment 
by decreasing biases toward current consumption and, on the other, 
toward removing government interference in industry regulations con-
cerning health, safety, worker compensation, unemployment insurance, 
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environmental control and competition. Scott concludes that the United 
States should follow Japan and the "New Japans" of the Asia-Pacific 
Region to formulate this national strategy. According to Scott, without a 
pro-industry strategy, any industrial policy will fail. 

Summary 

The policies outlined above are representative of the major proposals for 
industrial policy in the United States, based on an exhaustive (and 
exhausting) review of the literature. The interested reader is invited, 
somewhat maliciously, to delve further into the books and articles listed 
at the end of this paper. These proposals have the following charac-
teristics. 

They are wide-ranging in scope and coverage and in their perception 
of the problems which face the U.S. economy and the course it should 
take toward salvation through industrial policy. 

The proposals on the conservative right and radical left call for a social 
and economic transformation either toward individualization and ram-
pant free enterprise, on the one hand, or communitarianism and collec-
tive ownership, on the other. 

The industrial policy proposals from the moderate middle have a 
somewhat firmer theoretical base and are aimed at correcting what they 
see as a wide variety of market failures through government direction. 

The proposals for industrial policy generally concentrate on the real-
location or redirection of scarce resources. They do not place much, if 
any, emphasis on creating additional resources or on influencing the 
macroeconomic variables in the economy. 

We can now turn to the final proposition of the advocates of an 
industrial policy for the United States, which states that the United 
States should follow an industrial policy. The analysis of this proposition 
focusses on the problems of implementing an industrial policy of what-
ever form in the United States. 

Implementing Industrial Policy in the United States 

All the advocates of a U.S. industrial policy decry the ad hoc, chaotic, 
and counterproductive economic policies which the U.S. government 
explicitly or implicitly has followed. One of the cornerstones of their 
proposals to improve the performance of the economy is the design and 
implementation of a rational, clear, coherent and all-encompassing 
industrial policy. 

Reich and Thurow see the current chaos in U.S. industrial policies as 
the result of sheltering activities by individuals, firms, workers, manage-
ment, groups and regions that have been adversely affected by economic 
change. They fear that pressure by these interest groups will freeze the 
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status quo and retard the change necessary for the improvement of the 
economy as a whole. This important point is made with considerably 
more depth and rigour by Tyson and Zysman (1983), Zysman (1983), and 
Zysman and Tyson (1983). According to Zysman, there is a mismatch 
between the skills demanded by growing industries and those possessed 
by workers in declining ones. In addition, retraining costs have risen so 
that not only has workers' human capital been rendered obsolete, but 
also the need to develop new human capital is more urgent, more 
expensive and more time-consuming than in previous periods of change. 
During the late 1960s, many oligopolistic industries in the United States 
did not have significant import penetration, and wages rose relative to 
the average U.S. industrial wage. During the 1970s, real wage growth 
continued to be above average, but import penetration increased as the 
cost structures of firms in these industries made them increasingly non-
competitive. Wages in these industries were often far above the supply 
price of labour and even further above the wages in jobs available to laid-
off workers in other industries where jobs were available. Moreover, 
structural adjustment in the 1980s is taking place during a period of slow 
economic growth. Zysman sees a fundamental difference between 
"adjustment for reward" (as during past expansions) and "adjustment to 
avoid penalty" (in a low-growth or no-growth situation). Even though the 
overall structural adjustment may be small and slow (as concluded 
above), the costs of adjustment are often high. These factors have led 
those affected by change to exert pressure on the U.S. government to 
intervene in the national and international market to block or reduce the 
pressures for and effects of change. 

Zysman (1983) and Tyson and Zysman (1983) conclude that both the 
political and economic philosophy and political and economic institu-
tions in the United States are ill-equipped to respond in a coherent, 
rational, planned way to these pressures for direct government interven-
tion. 19  Government power is highly fragmented and decentralized in the 
United States (a crucial point which forms the centrepiece of Bower's 
(1983) analysis of industrial policy), and the markets for goods and factor 
inputs also are decentralized. This decentralization has led the govern-
ment largely to confine its economic policies to the macroeconomy and 
to influence the institutional framework of the macroeconomy and inter-
national trade to enhance efficiency (and for equity, environmental, 
social and political reasons) by reducing market imperfections. The 
pressure on government in the 1980s, however, is to influence market 
outcomes, not just market forces. Zysman concludes that the U.S. 
government is ill-equipped to set market outcomes and inexperienced at 
doing so, compared with more centralized, interventionist governments 
such as those in France, Germany and Japan. (See Chandler and Tre-
bilcock's paper in this volume.) Zysman is not surprised that U.S. 
government intervention has been chaotic, often counterproductive, 
irrational and discriminatory. 
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Zysman (1983) concludes that the government's overall policy of not 
intervening to dictate market outcomes, on the one hand, and of aiding 
those adversely affected by those outcomes, on the other, has increased 
the number of interest groups seeking shelter and the immediacy of their 
demands, and so has become more vulnerable to single-issue lobby 
groups. He further concludes that, if the government actively intervenes 
to manage market outcomes through an industrial policy, both the 
number of those seeking shelter and the urgency of their demands will be 
reduced and the government will be better able to handle their demands 
within a rational, coherent framework. 

Zysman and others who advocate an explicit coherent industrial 
policy for the United States based on this argument make a possibly 
serious error in logic. People will either insure themselves against 
adverse conditions or move to oppose those conditions. Zysman pro-
poses using government industrial policy as insurance against privately 
felt adverse conditions in order to reduce sheltering activities. As with 
any insurance scheme, this raises the problem of "moral hazard." If 
people or firms are insured against the adverse consequences of change, 
they have less incentive to avoid actions, such as wage increases, high 
dividend payouts, or overspecialization, which would make them vul-
nerable to change. It would be difficult for government to distinguish 
between failures due to exogenous change and failures due to incorrect 
decisions. If the government were to insure against change, it would also 
have to be allowed to direct, monitor and redirect the activities of 
workers and firms. If the workers and firms are to be insured against 
change through an industrial policy, then they would also have to be 
willing to accept an enormous increase in government involvement and 
control. 

Zysman and Tyson (1983) recognize that it will be difficult for the U.S. 
government to reorient its entire philosophy of intervention. The U.S. 
economy, society and political and governmental bureaucratic structure 
are built around individual welfare maximization moderated by compet-
ing economic, political and bureaucratic forces. Lodge (1983) has identi-
fied the shift from "individualism" to "communitarian" ideology as the 
prime imperative for the United States if it is to prosper in the future. 
Tyson and Zysman (1983) are not sanguine about the prospects for the 
U.S. government (and the U.S. populace as a whole) to make this shift in 
ideology and institutional procedures. While urging the U.S. govern-
ment to institute an industrial policy, they are much less confident that 
an overall industrial policy or industry-specific policies designed to yield 
the substantial net benefits envisioned by Reich, Thurow and others can 
be formulated and, more importantly, carried out in the United States. 

With varying degrees of confidence and enthusiasm, Reich, Thurow 
and Zysman all call for the U.S. government to adopt an explicit indus-
trial policy. Not surprisingly, the institutional arrangements by which 
such a policy would be formulated and through which it would be carried 
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out differ. These, and other, proponents of industrial policy, including 
Muller (1980) and Lekachman (1978), all advocate an agency in the U.S. 
government charged with gathering and collating data on the U.S. and 
world economies; the data would form the basis of government ini-
tiatives toward specific industries. This agency would be set apart from 
specific constituencies and pressing daily demands in order to 
depoliticize it and remove interest group pressure as much as possible. 
Ideally, it would be staffed by permanent, career bureaucrats drawn 
from the "best and the brightest," who would be paid accordingly. 
(Eads, 1983, however, concludes that information and analysis are not 
enough; the steel industry has been studied to death, with no visible 
effect on U.S. government policy toward steel.) 

Beyond the need for more information and analysis (the typical plea 
from rationalist academics), the consensus breaks down. Although 
Reich does not advocate the creation of a super agency for industrial 
policy, the vast scope of the activities included in his industrial policy 
prescriptions and his requirement for rational, coherent policies would 
necessitate just such an agency with control over the major economic 
levers available to government. Thurow sees this agency as more 
decentralized, with a reconstruction finance corporation (to provide 
funds for investment), a centralized agency to fund research and devel-
opment, and an agency to promote labour retraining and mobility and to 
assure income security. Tyson and Zysman (1983) are even less specific. 
They advocate the creation of "technical advisory boards or oversight 
boards for sector-specific policies [which] should be drawn from a wide 
community" (p. 46). The function and power of these boards is not clear. 

All three authors envision the primary task of these agencies to be the 
promotion of adjustment within "transition" industries and from 
"declining" industries to "growth" industries (to use Zysman's termi-
nology). Government assistance in the form of loans, grants, R&D fund-
ing, trade protection and so on would be made on the condition that 
firms, industries, regions and workers undergo restructuring and retrain-
ing in order to become more competitive in the evolving world environ-
ment. All three authors agree that the government's industrial subsidy 
programs in the past have been ad hoc, simply giving away money 
without any quid pro quo from the firms, workers or regions receiving 
assistance. On the face of it, these programs sound very good. In 
practice, however, a number of critics conclude that the problems of 
implementation would be grave, if not fatal. 

In order for an agency (or group of agencies) charged with formulating 
and administering industrial policy to fulfil the role envisioned by Reich, 
Thurow and Zysman, it would have to have five features: expertise and 
impartiality; legitimacy in the eyes of all interested parties; indepen-
dence from political or interest-group pressure; authority to intervene to 
control a wide range of economic factors in order to make and impose 
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decisions and force trade-offs; and access to funding both for its own 
operations and for funds to distribute to "deserving" applicants. With-
out all five characteristics, it would ultimately fail to achieve the desired 
results and instead, would become just another of the many agencies 
through which interest groups try to obtain government support. 

The proposals for a U.S. industrial policy or for an agency to carry it 
out have not explicitly called for such a super agency. But when the 
mission and responsibilities of the proposed agencies are examined, they 
could only be carried out by such a super agency or closely integrated set 
of agencies. It is difficult to imagine, however, how any of these five 
conditions, let alone all five at once, could be met in any government 
agency responsible for industrial policy, given the current institutional 
and political realities in the United States (Zysman, 1983; Scott, 1978; 
Badaracco and Yoffie, 1983a; and Bower, 1983). Nor is there much 
prospect for significant change in the future, barring a fundamental 
change in public values and attitudes and in political and bureaucratic 
institutions. 

Even if all these five conditions could somehow be met, however, there 
is considerable doubt whether one government agency (or a group of 
agencies) for industrial policy would operate in the manner envisioned 
by Reich, Thurow and others. The "new economics" of public choice 
concludes that government bureaucrats in reality do not function as 
benign representatives of the public good (however defined), but rather 
serve their own interests or the interests of their closest and most 
politically powerful constituents (lbllock, 1983; Niskanen, 1973, 1978; 
Seldon, 1983; and Buchanan, Tollison and Tulloch, 1981). This view of 
government directly contradicts that of the proponents of a government-
administered industrial policy. On this controversy, the reasoning of 
Reich, Thurow, Zysman and others is rather curious. They criticize the 
U.S. government for following ad hoc industrial policies which are 
unduly influenced by interest groups. Their proposed administrative 
agency would centralize and rationalize these decisions in order to take 
them away from the bureaucrats, who are susceptible to and at the 
mercy of pressure groups and internal politics. Yet supposedly, this new 
agency would not fall into the same trap, despite all the evidence that no 
bureaucracy has ever been immune to those pressures. Even the Federal 
Reserve Bank — that paragon of government bureaucracies — which is 
noted for being independent, expert, transparent and accountable — has 
been charged with following the incorrect policy of discretionary adjust-
ment of the money supply in order to justify its power and the size of its 
staff. 

Reich invokes "civic virtue" as the means by which his proposed 
agency will transcend past practices, despite his own analysis that this 
valuable quality has been notably absent in government and in the 
interest groups which lobby government to regulate the economy on 
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their behalf. Thurow, as quoted in Ladd and Keene (1983), thinks it very 
unlikely that the United States could follow a successful industrial 
policy along the lines he advocates unless there is a complete and radical 
transformation of society's values, the political process and government 
bureaucratic structure in the United States. Scott (1984a; 1984b) also 
concludes that such a reorientation in values by workers, business and 
government is necessary in order for his proposed national economic 
strategy to be successful. 

These practical problems with the implementation of an industrial 
policy have led most economists to recommend against an industrial 
policy for the United States. Even economists at the Brookings Institu-
tion, that bastion of liberal, interventionist government economic pol-
icies and the home of many past (and future?) members of the Council of 
Economic Advisors of Democratic presidents, have recommended 
against an industrial policy for the United States (see Schultze, 1983, 
1984, and Lawrence, 1983a; 1983b; 1984a; 1984b). Not surprisingly, more 
conservative economists such as Stein, as quoted in Ladd and Keene 
(1983) and Weidenbaum (1983) conclude that the United States should 
not adopt explicit industry-specific industrial policies, as much for politi-
cal-bureaucratic reasons as for economic ones. 

Summary 

The critical review of the literature in this paper on the five propositions 
of advocates of an industrial policy for the United States leads to the 
following conclusions. 

Although the performance of the U.S. economy was poor and 
declined during 1970-80, the U.S. economy and its manufacturing sec-
tor performed as well as could be expected of a high-income country in a 
period of slow world growth. The U.S. did not de-industrialize in any 
meaningful sense: manufacturing investment, employment, and output 
increased and the output share of the manufacturing sector in GNP 
remained constant in real terms. 

The growth rate of other high-income countries converged toward that 
in the United States over the 1970-83 period. In fact, from 1960-70 to 
1970-83, the performance of the U.S. economy improved relative to the 
OECD average. 

If the "success" of industrial policies is defined as "net discounted 
contribution to national economic welfare," then the success of indus-
trial policies abroad, even in Japan, is questionable at best. The growth 
of the Japanese economy, particularly its increase in labour productivity, 
can be largely attributed to its high rate of capital formation, not to its 
industrial policy. 

Social, political and bureaucratic-institutional conditions in the 
United States would make it impossible to formulate and administer any 
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coherent, rational industrial policy. Although theoretical justifications 
for the United States to follow an industry-specific industrial policy can 
be constructed, in practice this pursuit would be ineffective at best and 
counterproductive at worst. This problem is reflected in the vagueness of 
the institutional mechanisms and value reorientation in society that the 
proponents of industrial policy from right to left hope to see: moral 
rearmament (Gilder, Ringer and Etzione), civic virtue (Reich), commu-
nitarianism (Lodge), stewardship (Scott), and participation (Bluestone 
and Harrison). How this reorientation of values and institutions is sup-
posed to happen is not clear. Yet without it, as the proponents of 
industrial policies from right to left admit, a coherent, rational, inte-
grated industrial policy could not be formulated or implemented. 

The slow growth in manufacturing output, productivity and employ-
ment in the United States can be attributed to such domestic factors as 
slow growth in overall GNP, low investment and a distorted exchange 
rate, not to external factors or any lack of an industrial policy. The 
deterioration of the U.S. trade account between 1980 and 1984 can be 
attributed to the rapid rise of the exchange rate, which was caused by 
high real interest rates following hard on a domestic savings-investment 
gap, which was caused by large and rising federal budget deficits, high 
demand for investment, and low domestic saving. 

Even if these refutations of the need for the United States to follow an 
industrial policy and its ability to implement one are not accepted, there 
is a final argument against industrial policy for the United States. Reich, 
Thurow and Zysman see industrial policy as an aid to the U.S. economy 
in adjusting to the changing conditions of world trade and competition 
and hence in reducing protectionist pressures. But many other academ-
ics and labour and business leaders advocate a U.S. industrial policy in 
order to protect declining industries from imports and to counteract the 
effects of industrial policies abroad, which are claimed to increase the 
competitiveness of their firms on export markets to the detriment of 
those in U.S. industry (see Lodge, 1983; Schlossenstein, 1984; Scott, 
1984a; 1984b; Reich, 1982b; Neilson, 1983; Kuttner, 1983; Kirkland, 1981; 
and Bradshaw, 1977). If an industrial policy were adopted in the United 
States, there would be a high risk that it would be used to restrict imports 
and dump exports. This would lead to a deterioration of the world 
economy and indirectly of the U.S. economy as well (Pinder, Hosomi, 
and Diebold, 1981; Krugman, 1984b; and Schlossenstein, 1984). 

To repeat, this use of industrial policy as a protectionist device is not 
the one advocated by Reich, Thurow, Zysman and others; on the con-
trary, they foresee that industrial policy would act in the opposite 
direction. But, given the social, political and institutional conditions in 
the United States, the risk of misuse is high. For this reason alone, 
industrial policy might well be rejected as too dangerous a weapon to be 
placed in the hands of an unpredictable and quixotic bureaucratic and 
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political system which is prone to act in response to short-term pressures 
and rewards rather than in the broader, long-run national interest. If 
foreign industrial policies are damaging the U.S. economy, a better 
solution is to act directly to persuade foreign governments to moderate 
and change their policies (see Lawrence, 1984, for a similar conclusion). 

One final argument against an industrial policy for the United States 
should be discussed. There is a widespread belief that the industrial 
policies followed by other countries — most notably Japan, but also the 
European countries — have hurt the United States in general and spe-
cific industries in particular. Krugman (1984b) and Lawrence (1983a), 
however, conclude that the adverse effects of foreign industrial policies 
on the U.S. economy were small at most and that U.S. actions to 
counter them through an industrial policy would be counterproductive. 
Lawrence (1983a) concludes: 

If changes in industrial policy are adopted, they should be made on the 
grounds that they improve productivity and stimulate growth. They should 
not be undertaken because of fears, based largely on confusion about the 
sources of economic change, that policies that appear inadvisable on 
domestic grounds are required in order to compete internationally. 

Similarly, Krugman (1984b) concludes: 

The industrial policies of foreign governments have not been a serious 
problem for the United States. [This view has unfortunately been reached 
because] . . . it is simply easier to blame foreigners for poor performance 
than ourselves. (p. 115) 

Lawrence, in commenting on Krugman's paper, suggests that the 
adverse affects of foreign targeting should be countered, not by U.S. 
industrial targeting, but by mechanisms already in place under the 
General Agreement on Tariffs and Trade (GArr) and by U.S. govern-
ment initiatives to open foreign markets to U.S. exporters and to U.S. 
direct investors abroad. 

Implications for Canada 

At this point, the natural question is: What does all this mean for 
industrial policy in Canada? It would be incorrect to conclude that, since 
industrial policy would probably not be useful in the United States, it 
similarly would not be useful in Canada. Social, economic and political 
conditions differ significantly between Canada and the United States. 
Given these differences, what then is the relevance, if any, of this paper's 
conclusions to industrial policy in Canada? 

The debate over industrial policy has been going on in Canada for a 
long time; in fact, it predates the debate in the United States by several 
decades. At the level of analysis, Canadian economists and political 
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scientists are clearly ahead of those in the United States. Canada has 
also designed and implemented a variety of industrial policies. More- 
over, government involvement in the microeconomy and mac-
roeconomy is more pervasive and varied in Canada than in the United 
States. It is not the purpose of this section to review the debate over 
industrial policy in Canada: this has been done in other papers for this 
Royal Commission and in other publications, including Watson (1983). 
Rather its purpose is to draw the implications of the conclusions regard-
ing the industrial policy debate in the United States for industrial policy 
in Canada. 

This is important for two reasons. First, ideas, fads and fallacies can 
drift from south to north on the North American continent. Authors 
such as Reich, Thurow, Gilder and Scott (among others) have made 
frequent trips to Canada to speak on the benefits of industrial policy. Just 
as the argument that "industrial policy is the wrong medicine for the 
United States, therefore it is wrong for Canada" is incorrect, so also is its 
reverse that "industrial policy is right for the United States, therefore it 
is right for Canada." Second, Canada has sometimes adopted policies 
after they have been introduced in the United States either to imitate 
these policies or to counteract them. In the case of industrial policy, 
however, Canada has preceded the United States. The specific proposals 
for industrial policy presented by Thurow, Reich, Zysman and others 
bear a striking resemblance to government programs which already exist 
in Canada, such as those that deal with regional development, R&D 
incentives, declining and sunrise industries, worker retraining, industry 
rationalization, energy self-sufficiency, reductions in foreign direct 
investment, and government loans for small business. In large measure, 
Canada has tried industrial policies already, and the success and failure 
of these programs can be evaluated, not as hypothetical proposals, but 
as actual instruments of public policy. It is incumbent on Canadian 
policy makers to examine the effects of past industrial policy in Canada 
rather than simply to respond to proposals made in the United States. 

In several respects, the performance of the Canadian economy over 
the 1970-80 period was similar to that in the United States. In general, 
economic performance in Canada during 1973-83 was lower than in the 
1960-73 period. Canada also did not de-industrialize, nor was there an 
increase in the speed of reallocation of resources between broad sectors 
or among industries within the manufacturing sector. The performance 
of the economy was above the OECD average in growth of GDP, man-
ufacturing output and manufacturing employment, and the economy's 
relative position improved from 1960-73 to 1973-80. In growth of output 
per worker (labour productivity), Canada, like the United States, was 
below the OECD average, but, unlike the United States, its relative 
ranking fell (Denny, 1984, and Economic Council of Canada, 1983). 

Canada's political system and bureaucratic institutions might have the 

Lecraw 37 



potential to make it easier and more effective to formulate and imple-
ment industrial policies in Canada than in the United States. The parlia-
mentary system on the one hand and the greater competence and 
prestige of the federal bureaucracy on the other lead to an increased 
ability of government in Canada to formulate and implement industrial 
policy. In general, interest groups are less willing and able to lobby 
government in Canada than in the United States. For these reasons, the 
conclusions regarding the ability of the U.S. government to formulate 
and operationalize an industrial policy may not apply to Canada. 

However, a parliamentary system and a relatively high-quality govern-
ment bureaucracy together do not solve all the problems of formulating 
and implementing a rational, coherent, successful industrial policy. 
Britain, for example, has a parliamentary system and a relatively high-
quality government bureaucracy, and it has followed an unending and 
almost unbroken string of unsuccessful industrial policies. Nor is 
Canada's record unblemished: witness the policies to bail out declining 
industries (agriculture and textiles) and failing firms (Sidbec, Massey 
Ferguson and Dome), to spur regional development (in forestry products 
and Atlantic fisheries), and to promote high tech, sunrise industries (De 
Havilland, Canadair and Consolidated Computer). As Crookell shows in 
his Commission study in volume 4, government industrial policy ini-
tiatives in Canada can work at cross purposes, be inconsistent over time, 
and have perverse and unintended consequences. These examples of 
industrial policy "failures" do not necessarily imply criticism of such 
policies in Canada. Rather they are meant to illustrate the difficulties and 
perils of government industrial policy in a world of conflicting pressures, 
bounded rationality, imperfect information of the consequences of any 
act, and an inability to foresee the future. This observation speaks 
directly to the plausibility of what many proponents of industrial policy 
see as their clinching argument, namely, the belief that we can surely 
develop a coherent, rational, comprehensive industrial policy which 
would be more effective than the current chaos of government programs. 
Yet past experience with industrial policies in Canada would seem to 
detract from the force of this statement. 

Another theme in the literature on industrial policy in the United 
States is the need for more information about and analysis of the prob-
lems of industrial policy and closer cooperation between labour, busi-
ness, government and regions. Canada has tried this approach, at least in 
part, through Statistics Canada, the Economic Council of Canada, the 
Science Council of Canada, the Institute for Research on Public Policy, 
the C.D. Howe Institute, royal commissions, and industry task forces, 
with mixed results. The generation of information and analyses may be 
beneficial, but its incorporation into the formulation of industrial policy 
has proved to be problematic at best. The 24 industry sector studies 
undertaken during the late 1970s called, almost without exception, for 
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increased protection and government incentives. More recently, the task 
force on the automobile industry called for extremely protectionist 
measures which would help automobile workers and management and 
the (foreign) stockholders of automobile firms (and arguably the govern-
ment bureaucrats working with the industry), but which would impose 
substantial costs on consumers and the economy as a whole. 

The automotive task force also illustrates another link between indus-
trial policies in the United States and Canada. The United States 
imposed quotas on imports of Japanese automobiles, and then a task 
force was formed. Canada faces considerable danger if it adopts a policy 
either in imitation of a U.S. policy (it's good for them, therefore it's good 
for us) or in retaliation against it (their policy hurts us, so we must hurt 
them back). It may be possible to make a case for industrial policy in 
Canada, but it must rest on its own merits, not on some follow-the-leader 
or respond-to-the-leader reaction to industrial policy in the. United 
States. Krugman (1984b) and Lawrence (1983a, 1983b) conclude that 
industrial policies should be used, if at all, to correct problems in the 
domestic economy, not in response to industrial policies abroad. This 
conclusion also holds for Canada. Canada does have problems in the 
plant scale economies, with product line diversity, and ultimately with 
unit costs. These problems, however, are not caused by foreign industrial 
policies. If an industrial policy were to be designed and implemented to 
address this problem, the conclusions of Tyson and Zysman (1983) for 
industrial policy in the United States might be useful: "Aggregate pol-
icies first; policies to improve the workings of the market second; and 
finally — and only as a last resort — industry specific policies" (p. 49). 

To conclude where we began, the American and Canadian economies 
did not perform well by past standards over the 1973-80 period, and their 
performance deteriorated further during 1980-82. Proposals for an 
industrial policy in the United States proliferated and gained momentum 
during this period. The economic recovery of 1982-84 in the United 
States and the waxing political fortunes of President Reagan have, at 
least temporarily, taken much of the force out of these proposals. Just as 
they were spawned largely by a cyclical trough, exchange rate apprecia-
tion and the inevitable accumulation of capital and technology outside 
North America, they may wither under conditions of economic expan-
sion. Canada has had long experience with industrial policies in theory 
and practice on which it can draw if future events warrant. In this area, it 
is ahead, not behind, the United States, and it would not benefit from 
jumping on a U.S. bandwagon which, as we have seen, is faulty in 
motivation and conception and is rapidly running out of gas. 
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Notes 

This study was completed in October 1984. 
See Walter F. Mondale, Speech before the Industrial Union Department Legislative 
Conference, Washington, May 4, 1983. See also Gary Hart, "Restoring Economic 
Growth," policy statement, Washington, June 1982. 
See Japan, Ministry of International Trade and Industry (1981): notice that these key 
industries are the ones which have been under the greatest pressure from Japan and 
other foreign producers. 
See Denison (1979), Gordon (1981), Norsworthy, Harper, and Kunze (1979), and 
Norsworthy and Malmquist (1983). 
See Griliches and Mairesse (1983) for a study of productivity growth rates in France 
and the United States. 
Griliches and Mairesse (1983) conclude: "Three explanations [investment, R&D, and 
rising energy prices] of the slowdown were examined and were found not to bear on the 
differences in productivity growth across the two countries [the United States and 
France]. . . It is obvious that we have still many unsolved problems and 
puzzles. . ." (p. 110). 
See "The Revival of Productivity," Business Week, February 13, 1984. However, an 
impressionistic review of intermediate macroeconomics textbooks shows that the 
topic of the long-term determinants of growth is not featured prominently and that 
coverage has declined. 
Ibid.; the article reports that Denison has updated his previous work, but finds that 
even when 17 commonly cited factors in productivity are included in the equations, a 
substantial unexplained residual remains. See also Olson (1982) and Kahn (1982) for 
differing conclusions. 
See Lodge and Glass (1983), Reich (1983a), and Kuttner (1983) for a contrary con-
clusion. 
Bergston (1983) estimates these effects at 2 percent of GNP and two million jobs in 
1982. 
But see Scott (1984a) for a different conclusion. Scott cites the decline in the U.S. 
share of world exports of selected high-tech products as evidence of a decline in U.S. 
comparative advantage in high tech. This is incorrect. The more relevant measure is 
the relative increase of high tech products in U.S. exports. 
See TVO, May 23, 1984. 
Novak (1982) goes even further by directly linking democratic capitalism and religious 
and personal freedom. 
See Business Week, August 28, 1984, p. 24, 51. 
See Bhide (1983) on government procurement; Bluestone and Harrison (1982) and 
Bowles, Gordon, and Weisskopf (1983) on worker displacement and regional decline; 
Lodge and Glass (1983) on export strategies; Olson (1982)'on social rigidity; and Piel 
(1983) and Simon (1983) on worker participation and income redistribution. 
Reasons for the productivity decline are elaborated on in Lester Thurow "The Ele-
phant and the Maharajah," New York Review of Books, December 22, 1983. 
See Feldstein and Summers (1977) for studies on the profitability of U.S. industry. 
See McKenzie (1979) on restraints on business mobility and Norton and Rees (1979) on 
the spatial decentralization of U.S. industry. 
Bluestone and Harrison (1982), p. 232. This point is emphasized also by Bowles, 
Gordon, and Weisskopf (1983) and by Bowles (1983). 
Magaziner and Reich (1982, p. 378) accept the conclusion that "the United States is not 
a nation for planners." 
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2 

Industrial Strategy: 
Inferring What It Really Is 

REUVEN BRENNER 
LEON COURVILLE 

"Industrial strategy," though widely advocated both in Canada and 
elsewhere, has no widely accepted definition. The purpose of this study 
is to survey the opinions of some prominent advocates of such strategies 
and find a common thread among what seem at first sight to be conflict-
ing views. This approach leads us to propose a simple, yet practical, 
definition. In our view, the goal of industrial strategy is to promote 
innovation and entrepreneurship. As becomes evident below, this end is 
what advocates of industrial strategies who represent all ranges of 
opinion seem to have in mind. 

Yet if the issue is so simple, why is it made to look so complicated? 
The reason, we believe, is that a serious gap exists between identifying 
the goal of an industrial strategy and proposing the policies to achieve it. 
This gap seems to occur because various authors emphasize the impor-
tance of machines, capital and techniques. They forget both the human 
being who is making the innovation and taking the risk, and the environ-
ment which affects the innovative, risk-taking process. Once it is agreed 
that the decision maker is at the centre of the concept termed "industrial 
strategy," our definition of the term becomes easy to understand. 

The shift in emphasis from technical matters to the person who makes 
decisions and calculates risks carries the plain implication that the 
economics of industrial strategy cannot be separated from the politics 
which surrounds the choice of the strategy. How is this link made? 
Innovations have costs as well as benefits, since change disrupts and 
destroys; in technical language, human and physical capital become 
obsolete. While modern societies welcome innovations (in word, if not 
always in fact), a demand exists for insurance against misfortune, par-
ticularly job loss and thus for the maintenance of social and political 
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stability. Although maintaining such stability requires various 
redistributive policies which may hinder entrepreneurship and innova-
tion, some degree of stability is required to enable entrepreneurs to make 
some calculation of risk. 

This view suggests why our study does not and cannot recommend 
any easy straightforward policy: the policy depends on the policy 
makers' perception of the problem at any particular time. In principle, 
the following recommendations can be made: 

If the perception of the majority of citizens is that the government has 
gone too far in the direction of protection, and that too few entrepre-
neurial acts are being undertaken, then taxes, subsidies or tariffs 
should be reduced. However, the government should not be directly 
involved in the innovative process since in our view,' it has only a 
small role to play in this process. 
If the general perception is that too few entrepreneurial acts are 
undertaken because social and political stability are lacking, and if 
uncertainty exists about the allocation of property rights — uncer-
tainty which is implicitly linked to the issue of wealth distribution 
among the provinces, for instance — the government's primary role is 
to promote this stability. 

While these two measures may seem straightforward, it should be clear 
that to implement one may have a negative effect on the other. Policies 
devised to promote innovation also carry protective elements. For exam-
ple, tariffs may induce the development of a given industry and may even 
be used for stabilization purposes (such as "nation building"), but they 
may also become a shield that protects inefficiency. 

Industrial Strategy: Promoting Innovation 
and Entrepreneurship 

A brief survey of the proposals in the second section of this paper will 
make two points clear: first, the goal of those who advocate industrial 
strategy is to promote innovation and entrepreneurship, either implicitly 
or explicitly and second, there is confusion about the policies that this 
goal implies. Many proponents of industrial strategy believe that innova-
tion can be achieved through government intervention of various kinds 
from subsidies to control planning. While we do not deny that govern-
ment interventions affect industry, we argue that the goal of promoting 
innovation and entrepreneurship cannot be reduced to such rather 
mechanical exercises. 

Entrepreneurship and Society 

There is ample evidence that innovative ideas, including those that give 
birth to business ventures, do not arise independently by a totally 
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random process; rather, they represent one type of response to a change 
in the environment.2  Once innovation is viewed in this light, it becomes 
obvious that circumstances giving rise to innovations in technology and 
business may also give rise to innovations in politics and the organiza-
tion of institutions. The following example is typical of the process that 
takes place. Danish farmers in the nineteenth century responded to the 
flood of cheap American grain with agricultural innovations in dairy and 
pig farming, feeding cheap imported grain to cows and pigs and then 
selling the animals. In contrast, German landowners responded to the 
same change by a political innovation which took the form of tariff walls 
that preserved their social organization. The large-scale farming that 
underlay German political and social authority seemed incompatible 
with the Danish innovations. In Germany innovation that was perceived 
to lead to social changes was suppressed politically (see Zysman, 1977). 

These two typical responses show that the strategy of encouraging 
innovations and promoting entrepreneurship creates both benefits and 
costs. Entrepreneurship implies innovation, which reduces the costs of 
production and thus eliminates competitors; in the process, it creates 
temporary unemployment. Thus, successful entrepreneurship disturbs 
the status quo. This disturbance imposes a cost on society by decreasing 
its social stability. Some individuals, expecting such disturbance, are 
motivated to organize into pressure groups, and to use political power to 
try to maintain a stable society. In other words, if innovations represent 
one type of response to more difficult circumstances, an alternative is 
political innovation with the aim of preserving the social order.3  

In what circumstances, then, should industrial strategies, that is, 
policies promoting entrepreneurship, be advocated? The easy answer is, 
of course, when the perceived benefits exceed the perceived costs. This 
answer is misleading because there are no objective methods of evalua-
ting these benefits and costs. Their evaluation depends on the various 
fashionable ideologies of the moment, and decisions are made by the 
exercise of political power. Neither today, nor at any time in history have 
there been any objective principles that could be used to establish what 
insecurities governments can or should help to allay. The historical 
evidence suggests, however, that when a nation's performance worsens 
relative either to its typical achievements or its aspirations, groups 
emerge who advocate policies that promote entrepreneurship. The adop-
tion of these policies, however, seems to be random, depending on 
whether the "right" person is there at the "right" time. Industrial 
strategies are not a matter of efficiency; they represent a broader politi-
cal question: what goal is to be pursued? Should it be to maintain 
stability or to promote entrepreneurship and the implementation of 
innovations? If the latter, it must be understood that innovation and 
entrepreneurship present opportunities to some and costs and con-
straints to others. Thus its implementation leads to political debates on 
the current distribution of costs and the future distribution of rewards, 
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suggesting that the problem with innovation and entrepreneurship is not 
economic, but political. 

Thus, the answer to the question why the promotion of entre-
preneurship was not and is not one of the goals of governments is simple: 
entrepreneurship requires making innovations in the organization of 
enterprises and markets, particularly those dealing with technology and 
science. Such innovations, if they are successful, threaten the existing 
order, eliminate competitors and, while creating some jobs, may also 
make many people jobless. Moreover, as skills become obsolete, people 
lose their value as "human capital" and the physical capital they own 
may become worthless. What can these people do? They can try to 
retrain, which is not easy for older workers; they can take a gamble on 
new ideas, particularly aggressive ones; or they can become frustrated 
and give up.4  However, if the group adversely affected by the innovations 
is relatively large, it may try to use its political power to attain one of two 
goals: either to redistribute the promise of wealth in its favour or to 
obtain a social agreement that it will accept change in return for a share 
in the future distribution of benefits. Such demands impose constraints 
on the government's policies of promoting entrepreneurship and show 
that entrepreneurship and innovations cannot be considered apart from 
their implications for current and expected social stability, and the roles 
that governments play to maintain it. Thus, implicit in any arguments 
about industrial strategy is a view on government intervention which 
should be made explicit. 

There are two possible explanations for government interventions 
such as the introduction of regulations, tariffs, licences and subsidies, 
and the nationalization of companies. Either the interventions are 
obtained by special interests, or they serve the public at large, and thus 
the public interest.5  The first view suggests that these interventions are 
the result of two factors: the relatively greater political power of some 
groups to organize and appeal to politicians who want future votes, and 
the relative reluctance of the rest of the population to organize to prevent 
government intervention. This reluctance is assumed to derive from the 
fact that if, for example, the effect of the intervention is to redistribute 
$100 million dollars in one group's favour, that sum, when distributed 
among the rest of the public, constitutes, on average, a five-dollar 
implicit tax. This sum does not provide sufficient incentive for those 
opposed to organize and block the redistribution. If this is the only 
explanation for intervention by politicians and government, it is evident 
that the intervention may have a harmful effect on entrepreneurship, for 
in the absence of this policy, some members of the interest group whose 
position is made worse by innovation will make greater efforts to 
become more innovative and may achieve some "lucky hits." The 
redistribution diminishes their incentives to pursue such a strategy. 
Thus, the arguments so far presented lead to the conclusion that the 
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interests of some groups may be advanced only if some entrepreneurial 
ventures are forgone. 

There is, however, an alternative interpretation of the same events. 
Suppose that the position of some groups is worsened by innovation: 
their wages are significantly lowered, they lose their jobs, or they per-
ceive themselves to be discriminated against. In view of these negative 
developments, the rest of the population may be ready to transfer some 
of its wealth in order to avoid or prevent social discontent from boiling 
over into civil strife, revolution or, in the Canadian case, separation. The 
five dollars used as an example above, which there represents a tax, can 
be viewed here as a voluntary insurance payment. According to this 
view, the transfer benefits the public at large; politicians play a positive, 
entrepreneurial role rather than a harmful one, as in the previous inter-
pretation; the state, instead of being seen as a predator, is viewed as an 
insurer. (What other institution can provide insurance against civil 
strife?) This interpretation of some interventions can often be found in 
the social science literature.6  

The two interpretations have different implications for entre-
preneurship and thus for industrial strategy. According to the first 
one, as we have already pointed out, the intervention has a harmful 
effect, since it diminishes entrepreneurship. According to the second 
interpretation, however, entrepreneurship may be promoted when the 
new insurance scheme is introduced, for expectations of social discon-
tent and civil strife are not favourable for entrepreneurial ventures. The 
scheme diminishes the probability of their occurrence, and it may pro-
mote such ventures by facilitating decision making and the calculation of 
risks.? 

Which viewpoint is accurate? Probably both since one mechanism 
may be at work in some circumstances and not in others. Only the 
examination of the specific historical circumstances that give rise to one 
form or another of intervention can shed light on the subject, and a priori 
theorizing can shed no further light on the subject. 

What Does Promoting Entrepreneurship Mean? 

Since the term "entrepreneurship" is the focus of the arguments which 
we have been reviewing, let us clarify it. The clarification is based on 
Brenner (1983b; 1985); in his works, the term "entrepreneurship" is 
rigorously defined; its relationship to risk taking is pointed out, and the 
views presented are verified in a historical perspective. 

According to the arguments presented there, the term 
"entrepreneurship" is related to the following questions: 

In what circumstances are people more likely to deviate from the 
status quo and try new ideas? 
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Why do they bet on new ideas of a technological or managerial nature 
and implement them? 
Why do they change their minds, particularly concerning political 
strategies? 

Bets on new ideas are triggered when customary ways of behaving fail 
significantly to produce the expected results; this failure leads to a sense 
of decline of relative standing in society. These sentiments may lead 
those members of society who are adversely affected to adopt the 
following types of behaviour. 

They may commit a crime or an act that deviates from existing 
customs. 
They may gamble on new (that is, non-customary) ideas in business, 
science, technology, the arts and politics. The attraction of gambling 
on political ideas is greater when the standing of an entire group in a 
society or that of one nation in a society of nations has significantly 
declined. 

Contrary reactions occur when aspirations are more than fulfilled and 
people suddenly outdo their fellows. Under these circumstances: 

They tend to take out insurance, an act they previously shunned; 
They may avoid committing a crime that they had previously con-
templated; and 
They may avoid betting on new ideas. 

These predictions are based on the assumption that individuals make 
their best efforts when facing uncertain prospects and that the wealth 
distribution is pyramidal; that is, there is a small upper class, a larger 
upper-middle class, a still larger lower-middle class, and so on. 
Implicitly, however, additional assumptions are made: 

The incentive to gamble on new ideas appears when an individual's 
position in the wealth-distribution continuum suddenly becomes (or is 
expected to become) significantly worse. 
The incentives disappear if either customs or redistributive taxes exist 
which lead individuals to expect compensation for their losses. In these 
circumstances, the existing order or status quo will be maintained. 

There are some good reasons for such customs or such a system of 
taxation and redistribution to evolve (eventually) if these views of 
human behaviour are accurate, for they predict that, when a person's 
situation becomes relatively worse, he or she may gamble, not only on 
undertaking an entrepreneurial act, but also on undertaking a criminal 
one, which is costly for society. Moreover, if a whole group's position in 
the wealth-distribution continuum becomes significantly lower (when a 
product becomes obsolete, for example), the probability increases that 
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the persons affected will gamble on political, even revolutionary, ideas 
advocating redistribution of wealth in their own favour. Since such 
gambles are costly for society as well as for the adversely affected 
individuals, redistributive policies or customs requiring redistribution of 
wealth may provide remedies which maintain the stability of society, 
while simultaneously reducing its creativity. Nevertheless, if the stan-
dard of living of persons in such a society happens to fluctuate (in spite of 
all insurance), and these persons become more creative, they may be 
perceived in a negative light and may be discouraged from implementing 
their ideas. For their rise in the wealth-distribution continuum is 
expected to encourage those who fall behind to gamble both on addi-
tional entrepreneurial acts and on criminal ones. Both types of action are 
viewed as costly, since they are expected to lead to further fluctuations 
in people's positions in the wealth-distribution continuum. 

Before considering the role of the state, statesmen and politicians 
within this model, we should precisely define the terms "entrepreneurs" 
and "productivity" as they are used within the model, in order to avoid 
misunderstanding. An entrepreneur, as the term is used here, is an 
individual who bets on a new idea and implements it. The entrepreneurs 
who are remembered are those who made lucky hits. This view of 
entrepreneurship connotes a strikingly different meaning from the view 
that some individuals are risk lovers and so take risks, and it does much 
to promote an understanding of how firms operate. "Risk lovers" are 
defined in the traditional economic approach as individuals who are 
willing to participate in unfair gambles, and love of risk is a trait 
attributed to abstract conditions on the shape of the utility function. In 
contrast, in this model, the willingness to take risks is related to a 
perception of a significantly worse position in the distribution of wealth. 
This view demonstrates that profits are the result of the creation of new 
wealth when entrepreneurs make lucky hits. They either practice 
entrepreneurship by themselves or, if they understand the human 
attitudes outlined here (even if they lack the skill to articulate them), 
they give proper incentives to employees to bet more frequently on new 
ideas, encouraging them to become more productive. (Such 
entrepreneurs may be defined as possessing managerial skills.) By con-
trast, in the traditional theory of the firm, production functions and 
relative prices are all given, and the only response that profit maximizers 
are assumed to make is to adapt to changes in relative prices, but never 
to change them by themselves. Briefly, within this model, firms can be 
characterized not by the goal of making profits, but by individuals who 
make decisions and calculate risks. The surviving entrepreneurs, man- 
agers and firms are those who either have been lucky or have made fewer 
mistakes, given similar circumstances, especially the absence of politi-
cal intervention. 

There is a simple reason for our emphasis on this point of view rather 
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than on the one found in the traditional economic literature on innova-
tions such as expenditures on R&D. In addition to the lack of clear-cut 
evidence on a positive correlation between R&D expenditures and inno- 
vations (see Scherer, 1980), there is a dearth of commonly accepted 
theoretical models reflecting human creativity. Of course, it is likely that 
innovations would be directed to those areas where a demand is per-
ceived for them, (that is, the directions in which more R&D money is 
being spent); when this occurs, however, fewer new ideas may be imple-
mented in other fields. Thus the total number of novel ideas may not 
increase. 

This study suggests that industrial strategies are expected to promote 
innovations and entrepreneurship and thus to restore a nation's competi- 
tive edge. Yet if this is so, the basic question remains: What makes 
people innovative and entrepreneurial, and increases their willingness to 
take risks? After all, this question must be answered before a way can be 
found to restore a nation's competitive edge. The answer that there is a 
need for innovations and technical progress is gratuitous. What are 
innovations and technical progress if not new ideas and their implemen-
tation? 

What, then, is the role of the government within this model? Leapfrog-
ging among groups (i.e., the process whereby some groups are outdone 
by comparable groups and attempt to outdo them in turn) increases the 
probability that those who fall behind will perform non-customary acts, 
whether criminal, revolutionary or entrepreneurial. By promising to 
implement immediate and future redistributive policies, statesmen and 
politicians try to restore stability, but in so doing walk a tightrope: while 
expectations of such redistributions increase social and political sta- 
bility, the higher expected tax rates and lower aspirations may simul-
taneously reduce the incentives to engage in entrepreneurial acts in 
general. Yet, some degree of stability is necessary to enable 
entrepreneurs to make any calculations of risks.8  

With appropriate changes in terminology, the arguments concerning 
leapfrogging, extended from domestic to international relationships, 
result in similar predictions. Of course, the role of statesmen and politi-
cians now becomes more complex. What will they advocate if they 
perceive that a neighbouring nation is suddenly outdoing them? Again, 
the model and the evidence suggest that nations and their leaders walk a 
tightrope: such a leapfrogging process has a destabilizing effect, leading 
sometimes to wars and at other times to an entrepreneurial outburst in 
the nation that has fallen behind, an outburst initiated by statespersons' 
ideas and through policies initiated by them. 

Suppose, for the sake of argument, that industrial strategy indeed 
makes people smarter or more industrious, or that it promotes 
entrepreneurship. By definition, the introduction of tariffs, customs, or 
legislation that protects customary skills will not achieve this goal, since 
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all these devices protect the status quo and diminish the incentives to 
deviate from it. When such measures are implemented, industrial strat-
egy, in our sense of the term, is subordinated to the goal of maintaining 
stability. Toynbee (1966, p. 24) remarked: 

It is said to have been reported to one of the Roman emperors, as a piece of 
good news, that one of his subjects had invented a process for manufactur-
ing unbreakable glass. The emperor gave orders that the inventor should be 
put to death and that the records of his invention should be destroyed. If the 
invention had been put on the market, the manufacturers of ordinary glass 
would have been put out of business; there would have been unemployment 
that would have caused political unrest, and perhaps revolution; and then 
the world might have been thrown back into the turmoil from which the 
Roman world-state had salvaged it. 

This anecdote illustrates our view: innovations and new ideas have costs 
as well as benefits. Innovations, if they are worthy of the name, essen-
tially mean the practical expression of new ideas, and new ideas are 
threatening to many professions, especially to those requiring custom-
ary skills. They threaten accumulated knowledge (call it "human cap-
ital"); they may bankrupt firms, cause unemployment and reduce wages 
in some sectors. All these consequences lead to diminished social and 
political stability. Thus promoting innovations and maintaining social 
stability are two goals that may be perceived, at times, as incompatible. 
Yet, when for reasons not under the control of governments the eco-
nomic situation within a country is suddenly worsened, people will 
advocate various new ideas for industrial strategy and policies for pro-
moting entrepreneurship in particular. 

Industrial Strategy: The Canadian Studies 

There are numerous studies and references pertaining to industrial strat-
egy in Canada.9  A fairly complete bibliography accompanies this paper. 
In this section we comment briefly on apparently polar cases: the 
conceptual framework that Albert Breton draws from welfare econom-
ics, the pro-interventionist stance of the Science Council of Canada, and 
the laissez-faire attitude of the Economic Council of Canada. 

A General Framework: Is There One? 

Albert Breton (1974) has suggested one approach to the issue of indus-
trial strategy. He defined the term in the following way: 

[By assuming] that some socially optimal level of [total output] — and of its 
various component classes — can be defined . . . a definition of industrial 
strategy [can be] an attempt to reduce the gap assumed to exist between the 
actual output . . . and the socially optimal level. (p. 3) 
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The goal of industrial strategy in this case is the socially optimal level of 
output, and the strategy is suggested by those who perceive that the 
economy, for some reason, is not there. In order to make such a defini-
tion operational, the term "socially optimal level of output" must be 
defined, but Breton does not define it. '° His view implies that the 
economy is not functioning properly, since not enough output is gener-
ated either because of some problems in some sectors or because of 
improper distribution of national output. Various factors can help to 
explain this, though many of them have little to do with the general 
concept of industrial strategy. Among these, the risk factor has a closer 
relation. Breton continues: 

The main reason why the presence of excess uninsurable risk would lead to 
a gap between actual and optimal . . . output is that, in the absence of 
insurance, risk-averse entrepreneurs would have to carry risk which, if they 
could do otherwise, they would sell to an insurer to whom they would pay a 
premium. Decisions about the flow of output would therefore be adversely 
affected by considerations of risk and uncertainty. (pp. 8-9) 

At issue here is the fact that actual output is lower than potential output 
because of problems that the laissez-faire policies bring about in society. 
The presence of risk inhibits entrepreneurial activity and leads to lower 
industry output. Accordingly, economic activities that have a risk com-
ponent may be carried out less frequently than they should be; so, at 
least, it is claimed." Innovation and entrepreneurship may be classified 
as risky endeavours and, according to Breton's framework, would jus-
tify an industrial strategy. 

Breton tries to rationalize government intervention in the economy 
within a normative framework. He takes for granted the political institu-
tions of a nation and assumes that industrial policies are concerned 
exclusively with the public interest. Moreover, he says little or nothing 
about how to identify the sectors where the interventions are needed or 
what kind of intervention might be undertaken. Such a framework 
cannot provide concrete proposals. Let us turn to the examination of 
frameworks that offer such proposals. 

Two Viewpoints on Industrial Strategy 

During the 1970s, the Science Council of Canada and the Economic 
Council of Canada each proposed a distinctive major industrial strategy 
for Canada.12  We shall first examine the strategy advocated by the 
Science Council, which has been clearly set out in a study by Britton and 
Gilmour (1978). 

The viewpoint of these analysts is based on the principle of tech-
nological sovereignty defined as "the ability to develop and control the 
technological capability necessary to ensure . . . economic and 
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hence . . . political, self-determination" (p. 14). Fortunately, both Brit-
ton and Gilmour and the Science Council make concrete statements 
about their perception of the source of the crisis in the structure of 
Canadian industry and the goals they wish to achieve. In order to 
overcome what they perceive as technological underdevelopment of 
firms, they suggest that the economic policies should be oriented toward 
the following goals: 

Increasing the demand for indigenous Canadian technology. 
Expanding the country's potential to produce technology. 
Strengthening the capacity of Canadian firms to absorb technology. 
Increasing the ability of Canadian firms to import technology under 
conditions favourable to Canadian industrial development (Britton 
and Gilmour, 1978, p. 48). 

These four goals can be reduced to just one, which can be expressed in 
a simple sentence: make Canadians smarter. 

The first objective is to increase the demand for indigenous Canadian 
technology. But what is an indigenous Canadian technology if not some 
Canadians' bright, new, original ideas? The important stage in this 
process is realized when Canadians conceive new ideas and find 
entrepreneurs to implement them. The second objective is to expand 
Canada's potential to produce technology. What does producing tech-
nology mean? First, people must have the motivation to acquire some 
skills; secondly, entrepreneurs and good managers, using these skills, 
must be willing to take risks and to bet on new ventures. The third and 
fourth objectives can also be pinpointed in similar ways. In sum, the 
Science Council's view is that the problem of the Canadian economy is 
the lack of innovative drive. 

Forging the Links (Science Council, 1979a) is not the first Science 
Council report to emphasize innovations. An earlier study titled Innova-
tion in a Cold Climate (Science Council, 1975) summarized the reasons 
for the council's advocacy of a national industrial strategy. The study by 
Britton and Gilmour (1978) and the reports of the Science Council (1975, 
1979a) attribute the structural problems to one factor: foreign ownership. 

According to these papers, high levels of foreign ownership lead to the 
phenomenon of "truncation": that is to say that subsidiaries do not carry 
out all their parent firms' functions, from original research to marketing, 
many of which are discharged by the foreign parent firms. The term also 
describes a more general tendency in the business behaviour of foreign 
firms to allocate to their subsidiaries roles determined by the worldwide 
strategic interests of the parent firm. Consequently, Canadian subsidi-
aries are often restricted simply to supplying the domestic market, or if 
they are given an export role, it is often restricted to supplying an 
assigned market. According to these papers, the consequences of the 
truncation are to deprive the subsidiaries of any motivation to innovate, 
to initiate new products, to develop new markets or to invest in R&D. But 
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one must ask: what prevents Canadians,from coming up with their own 
ideas rather than working in American subsidiaries? Why not start a new 
enterprise? 

According to our analysis, the Science Council has struck the right 
note. It has placed the emphasis on the performance of the economy and 
has related that performance to a crucial factor: innovation. The coun-
cil's proposals are summarized in four recommendations: 

Conduct, in cooperation with industry, an internal review of suppliers 
to pinpoint firms with a high innovative capacity so that policies can 
be targeted to specific firms or industries. 
Actively solicit from such firms industrial proposals with a high 
degree of innovative content and be ready to provide special support 
for such innovation. 
Develop specific programs that help the innovative Canadian supplier 
expand the department's or government's own base requirements to 
the larger similar needs of wider markets. 
Train government officials to recognize innovative capacity and pro-
vide them with incentives to develop flexible procedures to facilitate 
positive interaction with the private sector (p. 49). 

The reader who is familiar with some of the literature on industrial 
strategy will recognize the vagueness of the proposals as well as the 
familiar "pick the winners" strategy. '3  The recommendation assumes 
that there is a theory or set of rules by which observers can recognize 
innovative capacity. (According to the council, not only must innova-
tions be identified, but so also must the capacity for making them!) It 
also presumes that government officials can undertake the task. If such a 
set of rules exists, it is a well-kept secret, since to our knowledge, it is not 
a part of the curriculum of any university. We ask, therefore, who can 
teach government officials to pick winners. 

These four recommendations display two common characteristics. 
First, they all emphasize innovation, and secondly, they view it as the 
critical factor in restoring an economy's health. On the other hand, they 
all avoid treating the central question: since innovations represent the 
ideas of some individuals, what is the characteristic that makes some 
people bet on new ideas and become more innovative? Neither Britton 
and Gilmour not the Science Council addresses this question, although 
the words "innovative" and "entrepreneurial" appear often in their 
works in the context of science and technology. But the problems that 
Canada faces may be managerial rather than technological, a point 
briefly noted, but otherwise neglected, in Britton and Gilmour's analy-
sis. Daly (1979) emphasizes this point and suggests different analyses 
and recommendations from the ones found in the papers by Britton and 
Gilmour or the Science Council. 

Moreover, in spite of repeated statements about high technology, not 
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once do the authors define the term. What, after all, is high tech? To 
illustrate the vagueness of the Science Council's recommendations, it is 
useful to mention a recent study by the U.S. Bureau of Labor Statistics 
which drew up three definitions and identified three categories of indus-
tries based on them.14  The smallest category consisted of those indus-
tries most heavily involved in research: computers and office machines, 
drugs, communications equipment, electronic components, aircraft and 
guided missiles, and space vehicles. The next group was characterized 
by a ratio of research spending to net sales that was twice the U.S. 
average. It comprised 28 industries: the six from the first group, plus 
chemicals, photo equipment, research and development laboratories 
and 19 others. The broadest high tech group listed comprised 48 indus-
tries, in which the number of engineers, scientists and technology-
oriented workers was at least one-and-a-half times the U.S. industrial 
average. This group included: automobiles, tires, paints and household 
appliances: hardly industries with a high tech image! Which industries, 
then, has the Science Council in mind? 

It is generally understood that the Science Council and the Economic 
Council were proposing mutually exclusive policies and, indeed, that 
they represented mutually exclusive viewpoints. To some policy 
makers, to reject the viewpoint of one council was to adopt the view-
point of the other. In retrospect, it is difficult to understand this reason-
ing, since the councils were talking at cross purposes as far as industrial 
strategy is concerned. Although, admittedly, the Science Council's posi-
tion called for more government intervention and protection and empha-
sized innovations in technology whereas the Economic Council argued 
for less protection and covered implicitly all entrepreneurial acts (tech-
nological as well as managerial), this is the point at which the disagree-
ment really ends. When the Economic Council of Canada proposed free 
trade, its implicit intention was to advocate innovations. Let us explain 
this point. 

The free-trade viewpoint is well known, and many assume it to be 
derived from the classic theory of comparative advantage. According to 
this viewpoint, local tariff protection and the limitation of export oppor-
tunities by foreign tariffs are responsible for the weakness of the Cana-
dian manufacturing sector. On the one hand, Canadian tariffs endorse 
productive inefficiency while, on the other hand, foreign tariffs restrict 
Canadian production runs from exploiting economies of scale. The 
solution, according to advocates of this view, is the reduction or the 
elimination of protections. Either end could be achieved first, by moving 
to bilateral free trade with the United States, and, eventually, to multi-
lateral free trade. This solution is clearly suggested in the report of the 
Economic Council of Canada (1975). 

But the Economic Council proposal has a strong technical bias and it 
adheres to what has been often called "the conventional wisdom." The 
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Economic Council goes slightly beyond the technical aspect, in assert-
ing that a decrease in tariffs promotes competition. Even there, however, 
it says little about the process by which more competition will improve 
the economy's performance. Daly (1972, 1979) and Safarian (1979) make 
the point more clearly by summarizing the literature on the negative 
effects of tariffs on productivity and innovations. 

Thus, implicitly, the Economic Council of Canada can be viewed as an 
advocate of a strategy which promotes innovations, either technological 
or managerial, if the competitive process is linked with increasing pro-
ductivity and if the increase is generated by such innovations. On this 
relationship, there are two lines of thought. The first deals with the 
productivity of existing firms and sectors; this is also the relationship 
stressed by the Economic Council. The second implies the emergence of 
new firms or sectors, but as the facts summarized earlier suggest, 
innovation and entrepreneurship play a crucial role in restoring an 
economy's health, more so than mere reallocation of existing resources. 
In this sense, the goal of the Economic Council can be contrasted to that 
of the Science Council only in terms of means and not of ends. 

Too often economists use a jargon that misleads them and their 
readers. For instance, an increase in production runs means expanding 
output along the existing costs curve; this does not imply changing 
technology. For the manager and for business people, however, a move-
ment along the cost curve is not an easy walk. Decisions have to be made 
on plant expansion, timing, investment and, most likely, technology. 
The same observation could apply to the specialization effect under free 
trade. Under protection, plants are suboptimal and the output mix is too 
wide. If tariffs are abolished, some products may not be produced any 
more. There will be a rationalization based on unit costs. But the 
adaptation to abolished tariffs will be a result of substantial entrepre-
neurial decisions. 

Industrial Strategy Revisited 

As shown above, proponents of an industrial strategy deal with many 
issues, often in contradictory ways. One way of making sense of the 
various proposals is to call the actual set of government interventions 
"industrial strategy." Such an approach does not lead us anywhere 
because interventions are not conceived from a uniform point of view; 
they are carried out at different times by people pursuing different 
objectives. Moreover, there is no choice of ends and means in the actual 
set of interventions. Governments are asked to solve a particular prob-
lem in a given area, and the set of interventions is the result of all those 
particularities. 

Another approach is to make sense of all the government interven-
tions by giving them a coherence that seems to be lacking at present. 
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This requires identifying a set of objectives and appropriate means for 
achieving them, and making sure that all policies do not cancel one 
another or work in different directions. This point brings us to the basic 
query: is there a common element that could unite a set of objectives? If 
not, we might as well forget about industrial strategy. 

It appears to us that the common element is the view that the goal of 
industrial strategy should be the promotion of entrepreneurship and 
innovations. Certainly, this is the major theme of the Science Council; it 
is also the implicit objective pursued by the Economic Council. It can 
also be discerned in the international literature. 

Work Smarter 

Lester Thurow, one of the principal advocates of an industrial strategy in 
the United States, defines the goal of that strategy as "the need to work 
smarter."15  He claims, "Standards of living rise not because people 
work harder, but because they work smarter. . . . Economic progress is 
the replacement of physical exertion with brain power."16  In other 
words, Thurow perceives the gap between warranted and actual perfor-
mance as deriving from the fact that people are not innovative enough: 
either they do not produce "smart ideas," or they do not implement 
them. 

No one would disagree with Thurow's statements. The question is 
whether anyone knows how to make people smarter and thus formulate 
appropriate strategies to achieve this goal. Thurow suggests that the 
government, by subsidizing research and development, can achieve this 
end: 

From the point of view of the economy, cooperative, partially government-
funded research projects are highly desirable. Partial government funding 
allows private firms to engage in projects with longer time horizons and 
more uncertainty than would normally be possible. Partial private funding 
ensures that the projects focus on potentially marketable products or useful 
new production processes. Being cooperative, money isn't wasted invent-
ing the same wheel six times. And if the wheel is invented national produc-
tivity is enhanced by the fact that many firms get to use the new technology 
simultaneously. 17  

Some of the statements and judgments made in this quotation pose 
problems, for Thurow has reverted to the idea of picking winners. His 
statement that "money isn't wasted inventing the same wheel six times" 
seems to assume that governments can pick winners. The fact is, how-
ever, that nobody knows either who may make an invention or how long 
it will take. Many firms may expend resources in trying to develop new 
products oriented toward the same use, but only one, rather than all six, 
may make the lucky hit. Is there any guarantee that the person working 
in the subsidized firm will make the discovery? 
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Charles Schultze, one of former U.S. president Jimmy Carter's eco-
nomic advisors, criticized industrial strategies on similar grounds: 

It is presumptuous to assume that successful identification of winning and 
losing industrial sectors is possible. . . . Attempts to pick winners to rein-
vigorate declining industries introduce considerations into strategic indus-
trial decisions that, while not now absent, are certainly less directly 
felt. . . . Government involvement in the detailed workings of the economy 
has already increased the political aspect of economic decision-making and 
led to constant pressure for the federal government to aid firms, regions and 
industries. Establishment of an explicit industrial policy, together with the 
authorities for implementing it, would intensify these trends. is 

Alfred Kahn, another Carter advisor, has said, "Cast a skeptical eye on glib 
references to the alleged success of government interventions in other 
countries in picking and supporting industrial winners." The successes of 
such interventions in other countries, he declared, "have been greatly 
exaggerated."19  Paul Samuelson offered testimony against industrial policy 
before a committee of Congress, warning, "It's not good macroeconomics. 
And I don't think it's defensible social philosophy. "20  

Last, but not least, at the root of Thurow's guesses, there is the idea 
that people who are subsidized are more likely to "work smarter" and to 
make more inventions than others who are not subsidized. As shown and 
summarized in the next sections, the facts do not give any support for 
this view. On the contrary, people seem to spend other people's money 
more easily (and more foolishly) than money they have earned them-
selves. Meanwhile, entrepreneurs in business ventures who have imple-
mented innovations but have not been subsidized suddenly found them-
selves in a significantly worse position (although there is no doubt that 
subsidies can reorient the allocation of existing resources).21  

Nevertheless, while Thurow's prescriptions may backfire, if our view 
of human behaviour is accurate, the only meaningful way to define the 
goal of industrial strategy is to equate it with the notion of working 
"smarter." This is certainly an objective in accord with the implications 
of traditional economics: the competitive process eliminates the weak 
and the inefficient. To aim at making industry more innovative is to adopt 
the same goal. Let us then define the goal of industrial strategy as simply 
to promote entrepreneurship. That is to say, the goal of industrial strat-
egy is the promotion and implementation of new ideas.22  

The Pattern of Interest in Industrial Strategies 

In spite of radically different interpretations of the facts, there is a 
common pattern to the development of various viewpoints and recom-
mendations relating to industrial strategies. They all emerge and receive 
attention in Canada as elsewhere, when economies suddenly perform 
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less well than expected. Herbert Stein (1983), the former chairman of the 
Council of Economic Advisors in the United States, makes the following 
observation: 

When the American economy seemed to be lagging in May 1962, the trustees 
of the Committee for Economic Development — a generally distinguished 
group of businessmen — met with President Kennedy. . . . The President 
urged us to investigate the possibility of improving the performance of the 
American economy by emulating French planning. Many people were 
infatuated with French planning at the time. The combination of intellectual 
rigor, as suggested by the word "planning," and romance, as suggested by 
the word "French," was extremely tempting. 

So a group of us went to Paris. We met with officials of the Commissariat 
du Plan, with French businessmen, and with economists. By the time we 
returned I had concluded .....Le Plan Francais, it n'existe pas." The 
French government had forecasts about the economy, it made certain inter-
ventions in the economy — but it had no plan. . . . 

In 1975 the American economy again seemed to be in bad shape, and some 
congressional leaders caused to be established a thing with the formidable 
title of Advisory Committee on National Growth Policy Processes. More 
plainly, the committee was to study ways to plan the American economy. I 
was a member of that committee . . . [and] I still have the blue binders that 
once contained working papers and reports of the committee. The empty 
binders are more valuable than the contents. 

The idea of national economic planning is now on stage again, this time as 
one element in "industrial policy." The yearlong debate about industrial 
policy shows no signs of going away — also no signs of getting clarified. 
(pp. 64-65) 

A process similar to the one described by Stein, is evident in Canada, 
too. French (1980) writes: 

Before 1972, there was little explicit discussion of "industrial strategy." An 
examination of the pressures on Canada's implicit industrial strategy of 
previous decades, accumulating during the late sixties and seventies, pro-
vides a sense of the context within which the notion of industrial strategy 
emerged. (p. 87) 

Briefly, innovations within firms, like new ideas in general and industrial 
strategy in particular, emerge when a situation has worsened and when 
people, including social scientists, re-examine their views. Have 
erroneous decisions been made? Did a misfortune simply occur? People 
frame answers, some accurate (although they may stem from inaccurate 
models), some inaccurate. If they are fortunate, decision makers in the 
government adopt appropriate measures based on accurate answers. If 
they are less fortunate, they may follow false prophets for a while. Since 
inappropriate policies make a situation worse, they may eventually be 
revised through the process described here, since people will become 
increasingly likely to change their minds. 
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Thus it is not surprising that when a mixture of these goals is pursued 
and industrial strategies (that is, various forms of government interven-
tion) are subordinated to them, the outcome seems confused. Indeed, as 
the Science Council (1970) has pointed out: 

Canada has had an industrial policy if one accepts the definition of such a 
policy as simply a collection of measures directed at industry; however, if 
the more rigorous definition of industrial policy as an integrated set of 
contemporary measures embodying both strategic economic and industrial 
objectives is taken, then clearly Canada has not had a coherent industrial 
strategy. (p. 19) 

The issue is, of course, more profound. There cannot be a consistent 
strategy without a consistent goal. As suggested above, however, chang-
ing circumstances require changing goals. Promoting entrepreneurship 
may be perceived as appropriate at times, while promoting stability may 
be more suitable at other times. This leads to inconsistent strategies 
whose effects survive long after the circumstances which produce them 
have changed. 

Challenging the Diagnosis 

As we have seen, various proposals have been put forward to promote an 
active role on the part of government. A diagnosis has been presented to 
support such proposals. Our view of entrepreneurship allows us to 
reinterpret some facts that have been the basis of discussions about 
industrial strategy, thus modifying the diagnosis. 

A central theme of the Science Council's view is that Canada is not 
exporting new technologies, but importing them from the United States. 
This phenomenon is not peculiar to Canada. In fact, some thirty years 
ago economists had already tried to explain what they viewed as para-
doxes in the U.S. economic performance: the "growth" paradox and the 
"trade" paradox. In terms of the neoclassical approach, growth depends 
on savings and capital accumulation. Analysts found, however, that 
economic growth in the United States was mainly the result of the 
generation of new ideas (call them "technological innovations"). These 
findings were pointed out by Abramovitz (1956), who showed that during 
the 1900-50 period increases in capital and labour inputs played only 
minor roles in U.S. growth. Solow (1957) whose recalculations for the 
same period suggested that only one-eighth of the per capita GNP growth 
of the United States could be attributed to a per capita increase in the 
capital stock and about seven-eighths to "pure" productivity increase. If 
this is so, growth can only be explained by explaining why productivity 
increases and why people sometimes become more innovative and 
entrepreneurial. 

The trade paradox is linked to the growth paradox. According to 
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classical trade theory, the United States should have been exporting 
capital-intensive products and importing labour-intensive products. The 
facts are, however, that the United States exported both types as tradi-
tionally measured. The distinguishing feature of U.S. foreign trade was 
the exchange of newly invented and implemented technologies for 
already existing, perfected products. Leontief (1956) pointed out the 
inconsistency between the predictions of the neoclassical model and the 
facts, and Vernon (1966) made the same observation about the existing 
pattern of trade. In another study, Gruber, Vernon and Mehta (1967) re-
emphasized these views: 

From capital and labor cost considerations, therefore, attention has turned 
to questions of innovation, of scale, of leads and lags. Approaches of this 
sort have tended to stress the possibility that the United States may base its 
strength in the export of manufactured goods upon monopoly advantages, 
stemming in the first instance out of a strong propensity to develop new 
products or new cost-saving processes. . . . [Another line of argument] 
takes off from the observation that entrepreneurs in the United States are 
surrounded by a structure of domestic demand for producer and consumer 
goods that is in some respects a forerunner of what will later be found in 
other countries. (p. 17) 

Notice that the explanations relied on the concepts of 
"entrepreneurship," of being "forerunners," and of producing some-
thing "new." Vernon, Gruber and Mehta (1967) concluded: 

In sum one derives a picture of high research effort being correlated with 
industries that experience substantial trade surpluses. These research-
intensive industries, although large and concentrated, are not systemati-
cally capital intensive. It is in these industries that the U.S. trade advantage 
lies. (p. 28) 

Gruber and Vernon (1968) made the same point when they declared that 
the United States had been trading "brain for brawn" (p. 266). 

The Science Council of Canada does not limit itself to aggregate data 
when referring to innovations and productivity, but mentions also a case 
study relating to Northern Telecom. This company's experience is 
widely cited to illustrate the dangers of dependence on foreign tech-
nology and the advantages of doing without, or at least with much less of 
such imports. Northern Telecom is a Canadian-owned firm whose tech-
nical ties with an American firm were significantly affected by a U.S. 
anti-trust decree. Today this company is considered one of the most 
aggressive and innovative: 

Once the sleepy manufacturing acme of Canada's largest telephone utility, 
Northern has become a major force in North America's telecommunica-
tions market by combining solid research and product development with a 
marketing flair uncommon in the utility business.23  
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On the occasion of the recent break-up of the American Telephone and 
Telegraph Co. (AT&T), Edmund Fitzgerald, the president of Northern 
Telecom, noted, "Western [Electric] is in the early stages of going 
through what Northern already has gone through."24  This statement 
should cause some discomfort among the advocates of the Science 
Council approach: after all, if there is a common element in the two 
experiences, it is certainly not a change from foreign to domestic 
ownership. 

The common element in the experiences of these two firms is the 
sudden increase of uncertainty that decision makers within the two 
companies had to face. Northern's expectations of a promised market 
were suddenly altered by the decision in the anti-trust case, and its 
prospects worsened. What could Northern's managers do? They were 
forced to take risks and to gamble on new ventures. They did so, and 
they succeeded. This pattern in the reaction of managers of firms is well 
known, widely documented and unrelated to foreign ownership; rather, 
it conforms to the proverb that necessity is the mother of invention. If the 
Science Council or Britton and Gilmour had gone to the root of the 
problem they were examining, they could have read numerous studies 
presenting the relationship between innovative acts and suddenly wors- 
ened circumstances. Mensch (1979) examines the timing of the 
appearance of basic innovations. His first finding is that such innova-
tions do not appear in a steady stream. There have been definite periods 
of clustering, especially in the mid-1820s, the mid-1880s and the 
mid-1930s, which correspond with the deepening depressions of the 
periods 1814-24, 1870-86 and 1925-39. Mensch concludes that "surges 
in basic innovations will come during the periods when stagnation is 
most pressing, that is, in times of depression" (p. 131). Similar con-
clusions were reached earlier by both Brown (1957) and Mack (1941). In a 
study of the machine-tool industry, Brown found that at any given time, 
each firm had a "shelf of design ideas . . . which was made up of 
anything from completed plans for a new machine to ideas which have 
not yet entered the formative stage" (p. 409); these ideas, however, were 
further developed and implemented only when the demand for machine 
tools fell. Mack concluded, "It seems generally true that, particularly 
after a long depression, technological change will have taken a jump 
[because] when business slows down, the engineering staff attempts to 
justify its employment by developing designs that look promising" 
(p. 292). 

Additional evidence comes from detailed case studies carried out for 
different periods and for different industries. Chapman and Marquis 
(1912) studied entrepreneurship in the Lancaster cotton industry. They 
showed that the trait emerged among those who found themselves in 
worsened situations. In a study of 23 entrepreneurs, Joshua Ronen 
(1982) has found that one of the main factors that pushed people to 
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become entrepreneurs was not only "a relative unattractiveness of 
known alternative employment opportunities" (p. 139) but: 

In some cases, the prime push was a dark fear (experience of the depres-
sion!) of having to go on living without money. Or else, the urgent need for 
financial independence. . . . Some said that the original entrepreneurial 
decision was taken out of sheer brutal need, in the midst of relative wealth. 
(pp. 39-40, italic added) 

This quotation suggests, if indeed people's words can be trusted, that 
part of the reason for the entrepreneurial gamble was to raise the 
entrepreneur's relative wealth. Similar conclusions were reached by 
Collins, Moore and Unwalla (1964) in their book The Enterprising Man, a 
study of 150 Michigan entrepreneurs. They found that a "remarkably 
large number" of them became entrepreneurs because of poverty. Even 
those who came from fairly affluent families indicated that the family was 
experiencing relatively hard times when they became entrepreneurs. An 
additional characteristic of some of the Michigan entrepreneurs was that 
as children they had experienced either the loss of a parent by death or 
divorce, or the estrangement from a parent. 

Hannah (1984) found similar evidence: "Among a group of 189 inno-
vative American entrepreneurs at the turn of the century . . . more than 
a quarter had had highly unsatisfactory relationships with absent or 
bullying fathers (Sarachek, 1978). These entrepreneurs were, moreover, 
the most socially mobile, the most "self-made" in the whole group, 
implying that drive is related to such experience of adversity . . ." 
(p. 226). Silver (1983) too concludes that frequently the "future 
entrepreneur's father either died early or was absent from family life 
often" (p. 31) and that in general "those who don't suffer . . . are not 
likely to become entrepreneurs" (p. 37). 

To prevent anybody from jumping to conclusions and policy implica-
tions and becoming indifferent (or even happy) when they see someone's 
wealth or family life being destroyed, it should be immediately noted that 
another group of researchers have found that suddenly diminished 
wealth and "broken homes" (due for example to separation, divorce, or 
the prolonged absence of a parent) were also found to be correlated with 
increased criminal acts among these who suffered, in particular, the 
offspring, as one would expect. (See Carr-Hill and Stern, 1979.) Their 
conclusion was that these and other forms of "maladjustment" provoke 
criminal acts (Walker, 1965) — but according to Collins et al. in the 
earlier mentioned The Enterprising Man, viewed as the seminal study of 
psychiatric characteristics of entrepreneurs, these same type of malad-
justments seemed to be the key to success too. In a study of entrepre-
neurial activity in Swedish industry between 1919 and 1939, Dahmen 
(1970) collected data on the social origins of entrepreneurs and found 
that two-thirds of the known founders of new firms in the engineering 
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industry came from a blue collar background (p. 237) and that the years 
of depression, 1922 and 1932, showed an increase in the number of new 
firms. He attributes the phenomenon to the large number of newly 
unemployed who were pressed to take the entrepreneurial gamble, a 
gamble that they previously shunned (pp. 249-50, 273). 

In a 1975 study, Albert Shapero, a psychologist, concluded that the 
specific conditions for venturing into entrepreneurial acts can be spelled 
out: 

The simplest route is falling on hard times. Most entrepreneurs are . . . dis-
placed persons who have been dislodged from some nice, familiar niche, and 
tilted off course. Sometimes they are [displaced persons] in the most literal 
sense; political refugees often produce a surge of company formations in their 
adopted country. The French refugees who left North Africa for France, the 
East Germans who escaped to West Germany and the Cubans who fled to 
Miami are all known for their entrepreneurial energy. (p. 75) 

Hannah (1984) emphasized similar findings in Britain, noting that "what 
is less well-known is how historically deep rooted the dependence on 
immigrant entrepreneurs has been in the strategically important growth 
sectors from Lord Hirst (born Hirsch, a Jewish refugee from Prussian 
militarism, who came to Britain at the age of 17 in 1880) in the electrical 
industry, to the modern chemical sector" (see Reader, 1970, 1975). In a 
recently published book, Andrew Malcolm (1985) attributes Canada's 
increased vitality to its modern wave of immigration. While at first 
immigration was carefully restricted to persons from the British Isles 
and northern Europe, under a liberalized law in the 1960s the constraints 
were relaxed and a broad mix of immigrants from the Commonwealth 
were admitted. According to Malcolm, the immigrants and the Cana-
dians' reaction to their presence, provide the energies that started to 
"fuel Canada's imagination." 

Cyert and March (1955) found this evidence: firms with a suddenly 
declining share of markets strove more vigorously to increase their sales 
than firms whose shares of the market were steady or increasing. An 
examination over a ten-year period in five large firms reveals that resis-
tance to a general upward trend in research and development expen-
ditures operates only in years following decreases in both dollar sales 
and net profits. Why? Cyert's and March's (1956) answer is similar to the 
one given previously: people do not seem to bet on new directions "until 
some form of shock (such as failing to meet its goals) forces a kind of 
search behaviour on the organization" (p. 54). 

More recently, Klein (1977), in case studies of the commercial aircraft 
and aircraft engines industries, notes that the top managers gambled on 
innovations reluctantly and introduced them only after a series of misfor-
tunes that plagued the company: first a test plane crashed, killing foreign 
dignitaries; then there was the commercial failure of the Boeing Strato 
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Cruise in 1949, which resulted in a $50 million loss. Thus Klein con-
cludes that "Boeing's success . . . resulted . . . from the necessity to 
survive in a highly uncertain environment and from the ability to turn 
misfortune into opportunities" (p. 129). 

The Set of Policies Initiated by 
Governments in Canada 
The purpose of this section is to assess the extent to which industrial 
policies in Canada have helped to promote innovation and 
entrepreneurship. As mentioned in the preceding section, the notion of 
strategy implies consistency, although we cannot expect perfect consis-
tency among the various industrial policies for reasons we have stated 
above. We survey for instruments and their effect on entrepreneurship. 

Consistency and Effectiveness of Industrial Policies 
The analysis that follows is based on what we believe to be general 
agreement about government intervention. The first element of this 
agreement is that there is no consistent pattern among the various 
industrial policies in Canada. (Those who advocate an industrial strat-
egy seem to agree with this; those who oppose that policy, to our 
knowledge, do not maintain that it has been pursued.) 

There seem to be two main reasons for that lack of consistency. First, 
the federal government has pursued a wide variety of objectives and, 
accordingly, has initiated policies that persist long after the circum-
stances that led to their introduction have changed. Milne (1983) identi-
fies the following rationales for the federal government's role in indus-
trial policy: 

to spur regional economic development; 
to operate where private enterprise is unable or unwilling to do so; 
to measure and promote economic performance in the private sector; 
and 
to function as part of a national economic policy. 

While this identification is debatable to a certain extent, it may be an 
accurate description of the actual policy objectives pursued by the 
federal government for the last 20 years. Most programs can be put into 
one or more of the four categories identified by Milne, especially if the 
fourth one includes economic nationalism. For instance, the Canadian 
Development Corporation probably fits within the last three categories, 
while the massive programs undertaken by the federal Department of 
Regional Economic Expansion (DREE) fit within the first one only. 
Government support for R&D, the Enterprise Development Program or 
the Export Development Corporation most likely fits the third objective. 
(We shall add to these observations when we consider the third objec- 
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tive, which is the one most closely related to what we understand as the 
basis for an industrial strategy.) 

The second reason why consistency has not been a mark of Canada's 
industrial policy has to do with structure of government in Canada. The 
federal government is not the only actor, for provincial governments 
have relatively strong powers to initiate policies of their own; these 
policies, to some extent, conflict not only with one another, but also with 
those of the federal government. Evenson and Simeon (1979) have aptly 
described these conflicting views as a choice between province building 
and country building. Maxwell and Pestieau (1980) document these 
conflicts at length. Among the prizes for which provincial governments 
compete is the location of industry; the provinces establish policies that 
favour firms within their own borders; marketing boards limit the flow of 
trade among provinces; and professional licensing restricts labour mobi-
lity. Many of these conflicts arise because the provinces have established 
their own industrial policies with objectives similar to those pursued by 
the federal government for its own constituents: public orientation of the 
objectives differed. 

In addition to the general agreement on the lack of consistency among 
various industrial policies in Canada, there seems to be agreement about 
their general effectiveness (or, rather, ineffectiveness). Although agree-
ment is less general on this matter, people who hold opposing views 
seem to agree that interventions do not always make society better off. 
The Economic Council of Canada (1979) makes this observation in its 
study on regulation in Canada. Thurow (1980) describes government 
intervention in terms of a zero-sum game, though a reader might be 
tempted to call it a negative-sum game. Both the Economic Council of 
Canada and the Science Council of Canada have been critical of the 
federal government's interventions even when they supported the objec-
tives. The various forms of protection given to certain industries do not 
appear to be sufficient safeguards for the ones that are directly protected 
and seem to hamper the others. 

How are we to explain these tendencies of government intervention? 
We shall take this up in the next section. 

Industrial Strategy and Industrial Policies 

As we claimed above, it is tempting to classify the various forms of 
government intervention in industry. To do so leads to the perception 
that an order can be imposed on industrial policies that makes sense of 
them. However attractive such an undertaking might be, it is scarcely 
necessary to engage in it to arrive at the basic premise that a central set of 
objectives and means has preoccupied policy makers over time. This 
premise also implies that new policies are evaluated in light of older 
policies, and that with the adoption of new policies, a reordering of 
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priorities actually takes place. Its basis is an assumption that there is an 
overall agreement on the ends and the choice of instruments, and the 
choice is made in accordance with cost-benefit calculations. As there is 
agreement about the ends, some are selected and others are discarded; 
policies are re-evaluated according to their effect on the selected ends. 
Measuring the effects of various instruments becomes an empirical 
issue. Certainly, some policies might counteract others, but the net 
effect is what counts. This view assumes a non-existent sophistication 
and knowledge on the part of social scientists. What comparison is there 
between protection of the textile industry or the one-way tunnel of the 
Canada—U.S. Automotive Products Agreement and some general incen-
tives or subsidy programs undertaken as part of stabilization policy? 
And what is the net effect, on the agricultural sector alone, of policies 
designed to promote efficiency and greater productivity compared with 
those selected to cushion, stabilize or increase the income of producers? 
We simply do not know. Moreover, we do not think that there are 
objective ways to measure the effect of such policies: what, for instance, 
is peace of mind worth in terms of tariffs, customs and other protection 
measures? No numerical value can be assigned. (See Bliss, 1982.) 

Even if we assume that we have sufficient information to allow for 
such complex calculations, the central problem remains: should Canada 
promote economic stability or entrepreneurship? As argued, this ques-
tion represents more than a complex domestic economic problem. Tre-
bilcock et al. (1982) argue that policy instruments are chosen in the 
context of a cost-benefit calculation of a political nature, and they note, 
as Lindblom (1959) too suggested, that the adequacy of means and ends 
is blurred when political decision-making processes are introduced. 
Efficiency loses its meaning in that context as means and ends are 
confused. Indeed, the natural dichotomy that a rational decision maker 
can establish does not carry over in the complex decision-making pro-
cess where agents have preferences over means as well as ends. Simon 
(1976), too, makes this same observation of organizations, and Breton 
(1974b) recognizes the confusion of ends with means in the context of 
representative governments. 

Whereas the coherence of the set of industrial policies is a test of 
whether or not there exists an industrial strategy, inconsistencies among 
various government policies cannot be expected to disappear. In a 
decentralized democracy, there is no single consistent and homoge-
neous constituency, and politicians are elected by a diverse public. 
Moreover, even if broad agreement appeared at some point and policies 
were initiated along the lines of that agreement, past interventions would 
not all be screened in accordance with this agreement. 

Therefore a set of industrial policies can be viewed as a pragmatic 
substitute for an ideal industrial strategy. As with all such substitutes, 
implementation is a matter of degree. In order to assess the extent to which 
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industrial policies approximate an industrial strategy, the various policies 
and the instruments chosen to implement them must be examined. 

Various policy instruments have been chosen to pursue the objectives 
of industrial policies. They are numerous, and they do not perform 
neutrally with respect to one another. All, presumably, have been 
selected with the well-being of Canadians in mind. Whether they are 
chosen in reaction to a market failure or whether they are active devices 
for developing a Canadian nation, the instruments always have a rather 
simplistic objective: the betterment of Canadian industry in the hope of 
increasing the relative standard of living in Canada. 

We shall not review all the instruments chosen and the rationales 
behind them. However, in examining four instruments, we shall argue 
that their basic effect has been to foster protection and diminish flex-
ibility. If these case studies are representative, then, to use our own 
vocabulary, the industrial policies were not compatible with the goal of 
promoting entrepreneurship. 

The Canadian tariff structure is the subject of numerous studies and 
points of view. Various authors analyze the effects of tariffs on the 
Canadian industry, and the free trade debate centres on the interpreta-
tions given to those effects. To a subset of these authors, however, the 
tariff is a shelter whose motivation is primarily political. The benefits 
and costs of political organization is the main theme of the Caves (1976) 
study. His study supports the view that the interest group model explains 
the Canadian tariff: 

The interest group model concentrates on the factors determining the bene-
fits and costs for various industries of organizing to secure tariff protection 
and makes heavy use of the assumption that the political balancing of 
equities is weighted toward assuaging disappointed expectations. . . . It 
affirms that the political process has entailed bargaining over effective and 
not normal rates of protection — long before trade theorists became con-
scious of them. (p. 296) 

Echoing the Caves study, Helleiner (1977) finds that "unskilled-labour 
intensity is now far and away the most significant explanatory variable in 
the Canadian tariff structure" (p. 325). 

It would be a coincidence if the interest groups that fostered and 
altered Canadian tariffs were representing precisely those industries 
with higher potential for success under protection or whose contribution 
to the welfare of the Canadian was highest. Which industry should be 
selected to achieve the beneficial effects of tariffs is a contentious issue. 
(See Harris, 1985.) 

The Canadian tariff has afforded protection and created rents that 
were dissipated to factors of production. It has discouraged innovation 
and adaptation to the international environment. It has induced ineffi-
ciencies that are recognized and admitted by both sides of the free-trade 
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discussions. In some industries, the tariff wall began to crumble from the 
outside, and this development required more protection in the form of 
subsidies and non-tariff barriers. The wage rigidity observed in these 
industries is not independent of the amount of protection given to them, 
and this situation makes future adjustments even more painful. 

If the Canadian tariff structure has caused inefficiencies by forcing 
Canadians to divert resources from more aggressive sectors and by 
failing to provide incentives to firms to become more efficient, regulation 
may have induced similar effects. The Economic Council of Canada 
(1979, 1981) has amply studied the effect of regulation on the Canadian 
economy. While it notes the general dissatisfaction with regulation in 
Canada, which it had hoped to cure through better regulation (see also 
Courville, 1980), its analysis of some industries provides evidence con-
cerning the benefits of some deregulation and, in particular, commercial 
aviation and food-marketing boards. Regulation, like tariffs, creates 
rents which increase rigidities; attempts to curtail or reorient regulation 
are difficult, since some of the rents have been capitalized. These 
attempts involve political decisions. (See 'hillock, 1975.) The recent 
debate over the Crow's Nest Pass rates exemplifies this syndrome. 
Again, like the Canadian tariff, economics and politics are engaged in an 
unhappy marriage. (See Migue, 1979.) Regulation becomes a form of 
protection. It is a preferred instrument in the political calculus. (See the 
detailed discussion in Trebilcock et al., 1982.) 

Our contention is that all forms of protection insulate people within 
the protected industries from competition and diminish their incentives 
to innovate and implement new ideas. However, while tariff rigidities 
and inefficiencies are relatively well documented (Eastman and Stykolt, 
1967; Harris, 1985), the case against regulation may not be as clear cut. 
Empirical studies are rare; while some suggest that the telephone system 
in Canada may have benefited from regulation with respect to innova-
tion, others suggest that the industry was damaged. The basic idea is 
that, if protection is sought, and if efforts and money are expended to 
obtain protection, basic forces behind technological innovations are not 
working. Protection eliminates competition, provides security and pro-
motes rigidities. 

The efforts of some governments to by-pass federal or provincial 
constraints or to counteract market forces by altering the market struc-
ture of some industries gave rise to the creation of Crown corporations. 
Various arguments have been proposed to explain the existence of 
Crown corporations; they are well surveyed by Trebilcock and Pritchard 
(1983), Borcherding (1983) and Vining and Botterell (1983). De Alessi 
(1980) provides a good survey of the Alchian school of thought, which 
holds that public firms have less inducement than private firms to 
undertake risks, and that public managers are less committed to act as 
wealth maximizers. However, one study important for Canada, by Caves 

Brenner & Courville 73 



and Christensen (1980), finds no difference between Canadian National 
Railways and Canadian Pacific Limited, though it must be taken into 
account that both companies are under heavy regulation by the Cana-
dian Transport Commission. Other studies have led observers to con-
tend that public corporations are wasteful. To refute this argument, 
Borcherding (1983) writes: 

All of these scholars, and I am tempted to lump them into something called 
the Canadian School, have shown in their studies of Canadian institutions 
that waste is an ill-considered term. . . . Their position is that much of these 
excess costs are, in fact, transfers taken in the form of higher wages, 
reduced intensity of effort, corruption, bribery, boondoggling and deliber-
ate means of realizing some other redistribution. (p. 147) 

Borcherding goes on to elaborate the political cost-benefit calculations 
that explain the emergence of Crown corporations. Continuing in this 
vein is a quotation from Wood, which is typical of these viewpoints: "It 
is not so much inefficiency of bureaucracy we complain about as its 
efficiency for purposes other than those we feel appropriate" (see 
Borcherding, 1983). These other purposes include various levels of pro-
moting nationalistic or redistributive goals. 

Another instrument for promoting industrial policy is the subsidy. 
Usher (1983) studies a set of federal programs which illustrate both the 
general effect of subsidies and the issue of picking winners or targeting 
government intervention. Usher concludes that: 

The alleged benefits of firm-specific investment grants have been a) to increase 
the quantity of investment, creating extra jobs and sales and b) to improve the 
quality of investment by encouraging projects for the development of new 
goods and processes and by stimulating investment in regions where the rate of 
unemployment is high. We have shown the first of these alleged benefits to be 
largely illusory and the second, though potentially real enough, to be difficult 
to attain in practice, and possibly illusory as well. (p. 96) 

Usher explains these negative results by pointing out the interactions 
among programs, showing that the negative effect of some cancel the 
benefits of others, and that their implementation may develop into 
industrial patronage. 

Briefly, industrial policies have been used to redistribute wealth. 
Firms and individuals have sought to protect their incomes or to increase 
them. We do not claim that the net effect of government programs has 
been to increase protection at the expense of risk taking and innovation. 
We doubt whether such an overall judgment can be made in the absence 
of an in-depth historical analysis. We do point out, however, that certain 
instruments of industrial policies sometimes lead to such a result. 

As already noted, various reasons and arguments have been put 
forward to explain this phenomenon. Courchene (1980) sees it as a 
general tendency attributable to the politicization of economic life. He 
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builds on the scenario developed by Gordon (1977) to show that security 
motives fed by concepts of justice and equity are of central importance. 
Courchene (1980) writes: 

A protected society is one in which many or most groups (from special-
interest associations to entire provinces) have turned towards government 
not only to help them achieve a relative income position within society 
which they perceive might be unattainable without such regulation, but also 
to render them immune to the vicissitudes and discipline of the market 
economy. (p. 559) 

Conclusions 

The previous sections suggest that the discussion on the instruments of 
strategy — namely, tariffs, regulation, subsidies and the establishment 
of state-owned corporations — cannot be separated from discussion of 
political and social matters. Indeed, it has never been so separated. Not 
even Adam Smith, who is viewed today as the source of inspiration for 
advocates of laissez-faire, made the separation. 

While, in general, Smith argued for the international division of 
labour, saying that, "If a foreign country can supply a commodity 
cheaper than we ourselves can make it, better buy it from them with 
some part of the produce of our own industry employed in a way in which 
we have some advantages," he also approved of government interven- 
tion in the shipping industry. (Recall that the Navigation Acts required 
shipment to and from England to be made in British vessels.) He 
attributed the highly discriminatory and protectionist policy to the 
requirements of defence. 

If the regulation of this industry is viewed as an exception based on the 
circumstances of Smith's times, other exceptions can follow: today, the 
aircraft, the nuclear and the energy-related industries can be (and have 
been) linked to the issue of defence and the unreliability of turbulent 
international political life. Moreover, if the issue of defence impinges on 
industrial strategy, are there other nationalistic (or ethnic) goals, or 
specific social requirements that put constraints on industrial strategy? 
Many social scientists argue that some government policies in Canada 
can be viewed as attempts to build up a nation. Nobody knows either 
exactly how such a process can be carried out or how to estimate the 
benefits of adopting such a goal. Suppose, indeed, that the tariff system 
had been introduced in order to encourage East-West trade and thus 
provide stronger links among the various provinces, and that New-
foundland became a province at a time when promises were made to 
implement various ways of redistributing wealth among all provinces. 
While the costs of such policies can be roughly estimated, the benefits 
cannot. The benefit seems to be a unified, stable Canada. Has this goal a 
precise price tag? 
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In essence, the basic problem seems to be that there are risks, associ-
ated with domestic and international turmoil, that a government, by 
definition, is supposed to reduce. Industrial policies are one of the means 
by which such disturbances can be mitigated. In order to diminish these 
risks, people may be willing to pay, directly or indirectly, the costs of 
insurance, by subsidizing some provinces, regions or industries. There 
is no reason to assume that direct taxes are always the cheapest way to 
pay for such insurance, since passing legislation and collecting taxes 
cost money in the form of transaction costs. The questions to be asked 
are: What type of risks can the government insure against, at what costs 
and by what method? Should it "take out" this insurance? The nor-
mative question is difficult to answer without an elaborate analysis of 
ideologies and of history; its examination is thus beyond the scope of this 
study.25  

The first question is somewhat easier to deal with. An economy's 
performance will always be judged relative to the expectations of the 
people and relative to performances of other economies. If, as many 
social scientists believe, Canada is perceived as falling behind, the 
government cannot compensate everybody for the perceived loss. (Nei-
ther can governments provide full insurance against such risks.) What 
can governments do? 

The Science Council recommends spending vast sums of money to 
create advanced technology. Yet it does not describe how a government 
can instill in such industries a sense of entrepreneurial insight or man-
agerial skill. Nobody, we repeat, can solve this problem. The conclusion 
leads to our viewpoint that in such circumstances, the only possible means 
of restoring the economy's health is by promoting entrepreneurship; this 
is the only practical meaning of the notion of industrial strategy. 

There remains the question of implementing such a strategy. Our point 
has been that the various instruments may have acted more to protect 
than to foster innovation and that, in breeding more protection, they may 
have replaced competition for new ideas with competition for protec-
tion. We can go further and suggest that more intervention by govern-
ments, however well guided and directed at innovation, may result in 
less innovation. In other words, even if governments were to pick some 
real winners, they would also pick losers and protect them; the losers 
would create political constituencies, some of which would become 
successful in the political arena. Moreover, policy instruments, while 
they may assist innovation, also provide protection; accordingly, it may 
not be possible to provide incentives to innovation without providing 
protection even for targeted groups. 

Therefore, the implementation of an industrial strategy, as we per-
ceive it, needs strong leadership of a specific nature: the decision makers 
in governments must withstand the numerous pressures imposed on 
them to redistribute wealth and to protect people against misfortunes. In 
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other words, the policies should be directed, not toward the innovative 
process itself, but toward reducing the incentive and power to oppose 
innovations. In this sense, we view the problem of industrial strategy as 
political rather than economic, and as one which must be examined 
within a well-defined historical context. Indirectly, our study also 
implies that the traditional policies of lowering taxes, tariffs and sub-
sidies may have the desired effects of promoting entrepreneurship since, 
in some circumstances, such reductions lead to less protection of some 
sectors of the economy. Under such threats, people are likely to become 
more innovative. 

If leadership of this sort is lacking and if, instead, governments 
redistribute wealth, they may simply lower people's aspirations rather 
than promote entrepreneurship. In this sense, individuals whose ideas 
people decide to follow play a central role in the choice of strategy. Since 
the emergence of such individuals is, in part, a matter of chance, we 
cannot predict that in the above circumstances the strategy of promoting 
entrepreneurship will necessarily be pursued. Instead, the economy 
may settle at a lower level of activity. In other circumstances, however, 
when the economy is already booming (because people are engaged in 
entrepreneurial ventures), governments may pursue redistributive pol-
icies and, in order to maintain social and political stability, may compen-
sate those who happen to fall behind, although if such a policy is carried 
to extremes, it may eventually slow down entrepreneurial ventures. 

These arguments illustrate not only our contention that industrial 
strategy cannot be discussed separately from political strategy but also 
the reason that the implementation of industrial strategy (in our sense of 
the terms) may encounter particular difficulties in Canada. For, as we 
have pointed out, in order for this policy to be successful, decision 
makers within governments have an obvious role, namely, to withstand 
pressures imposed on them to redistribute wealth. Whereas in the 
United States, for example, such pressures may come from some orga-
nized labour and ethnic groups, in Canada pressures are imposed by the 
provinces as well as by these groups. Moreover, in Canada, substantial 
uncertainty still exists about the allocation of property rights (which 
define the distribution of wealth); the recent battle over rights to the 
Newfoundland oil fields is a case in point which illustrates a further 
aspect of such pressures. Thus, in part, the problem with the implemen-
tation of an effective industrial strategy in Canada is the fact that, by 
definition, such strategy is an expression of nationalism, although this 
word does not yet have a precise Canadian application. In this sense, the 
incoherent policies affecting the performance of Canadian industries 
may represent a political rather than an economic problem. 
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Notes 
This study was completed in December 1984. 

We argue below that the optimal attitude from the government's point of view is an 
indirect approach. Some confusion may occur if one equates R&D with innovation, 
which we do not. 
See Brenner (19836; 1985), Ronen (1983) and sources referenced there. 
See Olson (1982), Brenner (1983b; 1985) and Zysman (1977). 
See Simon (1976). 
For discussions on this point, see Stigler (1975), Posner (1974) and Buchanan and 
Wagner (1970). 
See Clark (1946), Rimlinger (1971; 1982) or McNeill (1982). 
This point has been made with respect to democracy by Usher (1981). 
Obviously, this is the heart of the matter and more work should be done on this specific 
issue. It is sufficient for our purpose to raise the question of the optimal amount of 
stability. 
See discussions and summary in Green (1984), Lecraw (1985), LeGoff (1983) or Watson 
(1983), for example. 
This is, of course, not only Breton's approach but also the approach of welfare 
economics. The term "socially optimal" is defined only when it is already assumed 
that society's goals have been precisely defined. 
The above quotation mentions risk-averse entrepreneurs. It is not at all clear what a 
risk-averse entrepreneur is. 
They have both been extensively discussed: see Daly (1979), Safarian (1979) and 
French (1980), among others. These studies have opposed the Science and the Eco-
nomic Councils' views. Our contention is that there is a basic similarity. 
On the idea of picking winners and criticism of it, see Watson (1983). 
See Carlson (1984). 
See Thurow (1983). 
Ibid. 
Ibid. 
Cited by Stein (1983, p. 80). 
Ibid., p. 86. 
Ibid. 
See note 1 above. 
Whether or not we advocate entrepreneurship is not the issue; what is important is to 
understand what the choices are. There is no morality in either the viewpoint of 
promoting entrepreneurship, or that of maintaining stability that has somehow been 
achieved. The perception that in Canada the goal of stability is being pursued in many 
spheres of life is expressed not only in the extensive academic literature, but in other 
spheres of life as well; see Saul Bellow's opinion in recent interviews, or those 
expressed in Proulx (1984). 
Cited in Berkowitz (1983). 
This and other evidence in this section draws on Brenner and Brenner (1983). 
See Aron (1967) and Zysman (1971). 
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Comparing Industrial Policies 

By the 1970s, the postwar pattern of widespread economic growth 
throughout the western developed world was severely disrupted. The 
changing character of world trade put new competitive pressures on all 
of the integrated economies of the advanced industrialized states. Fast-
moving technological changes presented even greater adjustment chal-
lenges than trade (Warnecke, 1978), and the oil shocks of 1973 and 1979 
made the economic performance of each of these nations even more 
problematic. As inflation and unemployment have continued to dog the 
advanced economies, a primary concern for each is how to ensure that 
its economy is able to adapt to international market pressures. 

Industrial policy is the label generally attached to government efforts 
to promote growth, productivity and competitiveness in its industries. 
Obviously, these efforts may be viewed as part of a larger economic 
policy in which the government makes decisions concerning exchange 
rates, money supply, interest rates, and so on. However, it was in part 
disenchantment with Keynesian and monetarist policies that led to an 
interest in more focussed industrial policies. This interest also can be 
traced to the alleged successes of industry-specific interventions in 
Japan and France. Industrial policy is also related to social welfare 
policy. The safety net created by the welfare state also bears on the 
adaptive capability of each nation. Some argue that existing welfare 
programs have limited the ability of the industrial system to adjust 
(Scott, 1984a; Courchene, 1984). Others contend that workers' insec-
urity leads to demands for growth-retarding protection (Thurow, 1980; 
Zysman and Tyson, 1983, chap. 1). Certainly, there is no doubt that the 
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kinds of protection offered by the welfare system or indeed by the 
corporate system, as in the case of Japan, determine in part the adjust-
ment costs borne by individual workers. 

Although the line between industrial and other policies is often diffi-
cult to draw, this review focusses on those policies directed toward the 
pace and direction of industrial development. While much of what is 
called industrial policy may entail macroeconomic measures that are not 
specific to any one sector, the fundamental aspect of industrial policy is 
that it is intended to encourage some sectors and to discourage others. 

Prescriptions for national industrial policies fall into three broad cate-
gories. In the first category, the answer to the search for effective 
response to international market trends is to do nothing, or to have a 
policy of government hands-off in which the market is left to work 
(Watson, 1983; Etzioni, 1983). Even here the policy is not absolute. The 
necessity of buying off the vetoes of some losers in order to maintain the 
general policy direction is recognized (Watson, 1983, p. 94; also 
Trebilcock and Quinn, 1982). 

The second category also looks to the market as the crucial allocative 
mechanism, but argues that market imperfections may prevent capital 
and labour markets from functioning smoothly. The appropriate role of 
government policy, according to the macroeconomic advocates, is indi-
rect — no bureaucrat determines winners and losers. Industrial policy is 
meant to facilitate, not to replace the market. The policy measures are 
broadly directed rather than targetted to any particular firm, sector or 
industry. For example, relocation benefits and retraining programs can 
enhance labour market mobility, and tax provisions and banking regula-
tions can increase the amount of research and development and the rate 
of investment. 

The third category is the microeconomic approach to industrial policy, 
which does not reject macro instruments but instead builds on them. The 
argument underlying the micro approach is the necessity for the state to 
recognize and act upon the differences among sectors. Declining sectors 
should be encouraged to restructure, modernize and contract, while 
other sectors with competitive potential should be encouraged to 
expand (Reich, 1983a). 

Although the three approaches can be distinguished analytically, there 
is in fact much overlapping. Those who propose a macro approach agree 
with the market emphasis of the laissez-faire school but contend that the 
market sometimes does not work perfectly and that government may 
help to correct these imperfections. Those who propose the micro 
approach often look first to macro measures to create an environment 
conducive to growth and competitiveness, although arguing that the 
macro policies may not be enough. It is only then that sector-specific 
actions are called for. 

The first objective of this paper is to compare systematically the 
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industrial policies of the United States, Britain, Australia, Japan, 
France, Germany and Sweden. In examining the industrial policies of 
these advanced economies, it becomes clear that although adjustment is 
a general problem, each nation has its own set of political priorities and 
uses its own mix of instruments to fashion its response. 

These seven countries present a wide array of economic, social and 
political issues, political institutions and policy experiences. The range 
is sufficiently broad to make possible our second objective, which is to 
draw some generalizations about the determinants of policy. The paper 
explores in each national setting the economic and political factors 
depicted in the literature as the crucial determinants of industrial policy. 
The analysis of the determinants of industrial policy is guided by three 
related questions. 

What characteristics of the economy define the nature of the adjust-
ment problems that each nation faces? 
What factors determine the political demands induced by the adjust-
ment process? 
What factors determine the response of the state to these demands? 

Finally, the conclusions of the comparative analysis are used to consider 
Canadian industrial policy. By laying out the routes taken by other 
nations and specifying the economic and political factors that shaped 
those policies, it is then possible to assess their utility for Canada. 

The paper is organized by country rather than by industrial sector or 
policy instrument because we want to develop an overview of the 
approach of each nation. Our purpose is not to portray industrial life 
within each nation in overwhelming detail, but rather to construct a 
general picture of the dominant strategies employed by each of the seven 
to facilitate the growth, productivity and competitiveness of its indus-
tries. At the same time, it is important not to obscure the complexity of 
each nation's approach in the name of comparative simplicity. The 
differences among national approaches to industrial adjustment cannot 
be arrayed in a single dimension. The typical synoptic indicator of public 
policy — expenditures — cannot be used to compare approaches. 
Many of the key instruments of adjustment — including loan guaran-
tees, public ownership, regulation, credit manipulation and "jawbon-
ing" — are not reflected adequately in expenditure measures. Industrial 
policies must be compared from several perspectives. Even when 
nations share a particular macro or micro emphasis, they may vary in 
their attitude to unemployment, regional development, foreign 
ownership and other goals. Moreover, the mix of instruments varies 
markedly in each nation. National policies also differ as to whether the 
individual, firm, sector or region is the main agent of adjustment. 

Regardless of its overall approach to adjustment, each nation has at 
times acted to protect an uncompetitive sector or to rescue failing firms. 
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Sometimes for example, despite a commitment to wealth maximization 
through growth. a nation may choose to slow the adjustment process and 
to protect a particular set of interests or sector. It is therefore necessary 
for the description (and later the explanations) to focus on more than the 
major substance of policy. It is equally important to lay out the institu-
tional setting and policy process, in order to understand the circum-
stances in which adjustment has been delayed. 

The cross-national analysis of industrial adjustment begins here with a 
comparison of the performance of each nation's economy. We are pri-
marily interested in the pattern of growth and productivity that has 
emerged in light of the changing international economy. 

All tables referred to in this section appear in the Appendix. Table 3A-1 
shows the principal economic indicators of growth and productivity for 
each of the seven nations and for Canada. These indicators serve as 
proxies for the competitive strength of each economy. Assessing perfor-
mance, however, must go beyond these measures. It is also necessary to 
evaluate national adjustment from the perspective of employment 
growth and investment rates (Tables 3A-2 and 3A-3). Taken together, the 
indicators in the three tables provide a comparative sketch of varying 
national performance over the last 25 years. The implications for each 
country are discussed in the chapters that follow. 

In addition to using these measures to determine which economies 
have performed better than others, it is also crucial to recognize that the 
overall strength of an economy must be singled out as we try to account 
for policy differences. Stated simply, the soundness and competitive 
strength of the overall economic system makes it easier for an economy 
to absorb (and redirect) those resources that should exit from declining 
sectors (Dyson and Wilks, 1983, chap. 1). In light of the availability of 
other options in a strong economy, it is therefore less likely that redun-
dant workers will look to government for shelter, and it is easier for 
governments to refuse to shield individuals from market changes. Thus, 
for example, West Germany has generally been able to follow a policy of 
refusing to rescue failing firms, while labour redundancies have pre-
sented much more of a problem in the weaker, troubled British economy 
(Dyson, 1982a). 

The particular adjustment problems faced by any nation are shaped in 
part by the structure of its economy (Boltho, 1982). Structural charac-
teristics not only determine the kinds of adjustment problems to be faced 
by the economy, but also constrain policy choice. For example, Sweden, 
Japan and Germany have a strong export orientation to open markets, 
and so they have no real option except to adjust if they intend to continue 
to sell their products. Nations such as the United States can rely on their 
domestic market; and Australia, France and the United Kingdom in the 
past have been able to export to protected markets, where there is less 
compulsion to adjust to foreign pressures and firms can continue to sell 
their uncompetitive products (Zysman and Pontesson, 1980). 
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Although industrial adjustment is a general problem, it is evident that 
the nature of the problem varies significantly across national economies. 
Understanding the ways in which economic characteristics may shape 
both the problems and subsequent national strategies of adjustment is 
critical to considering the transferability of other national strategies to 
Canada. 

Our analysis isolates several structural characteristics of the economy 
that have been logically and empirically related to differences in an 
economy's capacity to adjust. In Table 3A-4, each nation's economy is 
described in terms of the share of GDP and employment in each major 
sector of the economy. It is immediately apparent that the seven nations 
differ not only in the health of their economies but also in the sectoral 
composition of their economic systems. In addition to the differences in 
the sectoral components of the private sector, there are also dramatic 
variations across nations in the claims of the public sector on GDP and 
employment (Table 3A-5). 

Those characteristics of an economy that reflect its relation with the 
external or international environment also may determine the nature of 
adjustment problems. The openness of an economy, its share of world 
trade,and its national tariff rates are three indicators that help situate 
each nation in the international arena. These are shown in Tables 3A-6, 
3A-7 and 3A-8. 

A number of internal factors must also be considered. They include: 

the extent and distribution of foreign investment (Tables 3A-9 to 
3A-13); 
the degree of industrial concentration (Tables 3A-14 and 3A-15); 
the scope of public ownership (Figure 3A-1); 
public and private sector levels of research and development (Table 
3A-16); and 
regional economic disparities (Table 3A-17). 

These characteristics constitute domestic parameters of the economy. 
As discussed in the following chapters, these factors not only shape the 
nature of national adjustment problems, but also may be linked to 
variations in the policies that constitute adjustment strategies (Shepherd 
et al, 1983; Mahon and Mytelka, 1983). 

Each of the following chapters reviews the economic characteristics 
of one of the seven nations and then presents an overview of industrial 
policy in that nation. Labour market, trade, competition, and research 
and development policies are among the instruments and objectives 
surveyed. For each nation, the components of national industrial strat-
egy are spelled out. 

Although the economic characteristics may define the kinds of prob-
lems faced by advanced industrialized nations, and indeed appear to 
constrain economic policy choice, the structure of the economy is not a 
sufficient condition for explaining policy (see, for example, Hirsch and 
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Goldthorpe, 1979; Cameron, 1979). These economic factors may well 
determine the need for change, but the political responses to those needs 
cannot be understood without considering the private and public institu-
tions that aggregate and articulate interests, as well as the state institu-
tions that must deal with these demands. The shifting and redistribution 
of resources that is the essence of economic growth is also a dislocating 
process. It is to be expected that reactions to the redistributions and 
dislocations will find their way into the political process (Courchene, 
1980; Hirsch and Goldthorpe, 1979; Warnecke, 1978). 

The analysis of determinants thus shifts to a consideration of the 
political factors that shape the demand and supply of industrial policy. 
The structure of business and labour organizations and their relationship 
to each other and the state are often held to be significant factors because 
they determine private responses to pressures for adjustment as well as 
the nature of the demands that are placed upon the state (Coates, 1982; 
Lange et al., 1982; Gourevitch et al., 1984). Although some authors 
contend that the demands of business and labour organization may vary 
in such terms as their ideologies and their commitment to the status quo, 
it is the degree of centralization or encompassing membership that is 
most often associated with variations in industrial politics and policies 
(Campbell, 1984; Katzenstein, 1978). Others compare the degree to 
which political systems exhibit corporatist arrangements in which cen-
tralized labour and business organizations share power with government 
(Schmitter and Lembruch, 1979). Such authors argue that more corpo-
ratist structures will result in an internationalization of adjustment exter-
nalities and thus will lead to less protectionalist policies. 

The recent work of Olson (1982) is premised on the effects of group 
organization on policy. Olson argues that more encompassing groups are 
less likely to seek growth-retarding policies that produce narrow benefits 
for the group at the expense of the rest of society. He contends that older 
regimes are more encumbered by a cumulative series of relationships 
with narrow groups. Although in a certain capacity the state plays a 
central role, Olson's view of the state is essentially passive; it adopts 
policies at the behest of special interests. Old states are virtually crip-
pled by self-seeking groups and new regimes will become so in a matter 
of time. The important exceptions, according to Olson, are systems in 
which encompassing groups do not make narrow demands. 

Much of the literature on industrial policy does not support Olson's 
view of a passive state. Characteristics of the state have been interpreted 
as key factors in explaining why some nations are able to facilitate 
adjustment and growth while others appear to follow a less productive 
course. Our analysis of state characteristics examines those institutional 
factors related to the way in which government responds to private 
demands, as well as those factors that appear to shape the government's 
own perspective on adjustment (see also Dyson and Wilks. 1983; 
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Zysman, 1983; Thurow, 1980). In addition to the structure of organized 
labour and business interests, the political determinants to be consi-
dered include the following factors: 

structure and organization of bureaucratic and related agencies of 
government concerned with the formulation and administration of 
industrial policies; 
federal vs. unitary jurisdictions; and 
ideological pressures. 

Our survey of determinants includes one other factor that is both politi-
cal and economic and that appears to shape both the demand and supply 
of industrial policy. The structure and function of the financial system in 
each nation is the final point of comparison. In all of the advanced 
industrialized nations, the banks stand as institutions with ties to indus-
try and linkages to government. There is no doubt that the nature of 
those ties and linkages varies. The question is how those variations 
affect industrial policy (Zysman, 1983). 

In this comparative review of industrial policies and their determi-
nants in seven advanced economies, it is important to be aware of the 
difficulties in ensuring that cause and effect relationships are properly 
described. Some of the economic factors may be the result of, rather 
than a reason for, the choice of industrial policies. For example, a strong 
economy may not only permit growth-enhancing policies — it may also 
be the consequence of past growth-enhancing policies. Similarly, politi-
cal institutions may constrain policy choice, but arguably these institu-
tions also may be viewed as the outcomes of policy. For example, a 
centralized bureaucratic apparatus may be the result of public policy —
it may also be a necessary condition for certain interventionist policies. 
Because of the possible analytical problems of distinguishing cause and 
effect, it is obviously important to proceed carefully in drawing con-
clusions for Canadian policy. At the same time, it is also important to be 
able to learn from the experiences (successful and otherwise) of other 
nations. It is only through these efforts at comparison that such lessons 
may be drawn. 

United States Industrial Policy 

Economic Characteristics 

General Performance 	General economic performance in the United 
States during the past 20 years has seen the real GNP growth rate lagging 
behind that of most nations surveyed (Table 3A-1). However, the recent 
GDP growth rate of the United States compares more favourably with 
growth rates of other nations. 

Since the 1960s, employment growth in the United States has been 
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relatively high (Table 3A-2). The unemployment rate has also been high 
(Table 3A-1), but it is no longer as high relative to these nations surveyed, 
because they experienced greater increases in their unemployment rates 
in this decade. 

Since the 1960s, consumer price increases in the United States have 
been lower than those of most nations surveyed. The United States 
followed the trend to higher increases in the 1970s, then to lower 
increases during recent years. 

From 1960 to 1981, the United States experienced relatively low 
growth in productivity; during 1978-80, it actually experienced produc-
tivity losses. However, the rate of growth of manufacturing productivity 
has still outpaced that in other sectors (Magaziner and Reich, 1983). As 
manufacturing employment declined in some areas, there has been a 
greater reallocation of labour to high-growth industries than that occur-
ring in Japan or West Germany (Lawrence, 1983). Therefore, the U.S. 
manufacturing sector may be experiencing a shift in output rather than a 
decline. 

Gross fixed capital formation as a percentage of GDP has been consis-
tently low in the United States relative to most nations surveyed 
(Table 3A-3). 

Composition of GDP/GNP 	The U.S. manufacturing sector constitutes 
about the same percentage of GDP as in most nations surveyed; only the 
manufacturing sectors in Japan and West Germany are significantly 
larger percentages of GDP (Table 3A-4). The U.S. manufacturing sector, 
as a percentage of GDP, grew slightly between 1960 and 1981. Manufac-
turing as percentage of GDP grew slightly in Canada and West Germany 
as well, while the percentage increase in Japan was much greater. From 
1956 to 1981, the manufacturing sector as a percentage of employment 
dropped greatly in the United States, as it did in Canada, Britain, and 
Sweden, while it increased in Japan. 

In the United States, as in most nations surveyed, the primary, min-
eral, and construction sectors decreased as percentages of GDP while 
the utilities and services sectors increased. The services sector as a 
percentage of employment increased greatly from 1956 to 1981, as it did in 
other nations surveyed. 

U.S. government expenditures as a percentage of GNP in 1960 were of 
average size measured against the other nations surveyed (Table 3A-5). 
Between 1960 and 1979, U.S. government expenditures as a percentage 
of GNP grew at a relatively low rate and were somewhat below average 
by 1979. The ratio of social security payments to government consump-
tion expenditures increased greatly from 1960 to 1979. This ratio was the 
lowest of the nations surveyed in 1960 and was still relatively low in 1979. 

Openness 	U.S. exports and imports as percentages of GDP in 1972 
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were the lowest of the nations surveyed (Table 3A-6). Although these 
percentages increased, they were still the lowest in 1982. 

From 1972 to 1982, U.S. exports increased from 5.3 to 7 percent of 
GDP, while imports increased from 6.3 to 8 percent. The United States 
has maintained a trade deficit, as has Britain and Sweden, while France 
and Australia moved to trade deficit positions by 1982. The U.S. trade 
deficit as a percentage of GDP is about the same as that of Sweden, 
slightly greater than that of Britain, and less than that of Australia and 
France. 

Import penetration has increased dramatically in a number of sectors. 
For instance, the United States in 1979 imported 21 percent of its cars, 
14 percent of its steel, and 50 percent of its televisions and radios, 
whereas imports in 1960 accounted for less than 10 percent of the market 
in each of these product categories (Magaziner and Reich, 1983). 

U.S. exports of manufactured goods as a share of manufactured goods 
exported from all developed market economies declined from 1960 to 
1970 and remained fairly constant from 1970 to 1981 (Table 3A-7). Rela-
tive to other nations surveyed, the U.S. share of exports of manufac-
tured goods moved from first place in 1960 to second place (behind West 
Germany) in the 1970s and recently to third place, behind West Germany 
and Japan. 

Tariff Rates 	The average tariff on dutiable industrial products in the 
United States is comparable to that of Sweden, lower than that of 
Australia, Canada, and the EEC, and higher than that of Japan (Table 
3A-8). 

Foreign Investment 	The United States imports a relatively high per- 
centage of all capital imported by developed market economies 
(Table 3A-9). This percentage increased slightly from 1967 to 1978. The 
United States exports by far the largest percentage of export capital of 
developed market economies. This percentage decreased slightly from 
1967 to 1978. The United States has remained a net exporter of capital. 
The ratio of exported to imported capital was very high in both 1967 and 
1978, although it decreased over those years. 

The flow of foreign investment into the United States, as a percentage 
of gross fixed capital formation, increased between 1960 and 1979 
(Table 3A-10). This percentage remained relatively low, however. Most 
foreign investment has flowed into the manufacturing sector 
(Table 3A-11). As in most nations surveyed, the proportion of foreign 
investment in the manufacturing sector has decreased while the percen-
tage of foreign investment in the services sector has increased. Foreign 
investment in the services sector increased substantially between 1971 
and 1978. As for most nations, foreign investment in the extractive sector 
has decreased. 
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Virtually none of the sectors surveyed are closed to foreign investment 
in the United States because of public monopolies (Table 3A-13). 

Concentration 	Average industrial concentration in the United States 
is higher than that in France or West Germany, lower than in Japan or 
Britain, and significantly lower than in Canada or Sweden (Table 3A-14). 
U.S. concentration levels are relatively low in the industries examined, 
especially in the petroleum refining, cement, steel anti-friction bearings, 
and storage batteries industries (Table 3A-15). 

Public Ownership 	Public ownership in the major industries surveyed 
is far lower in the United States than in the other nations surveyed 
(Figure 3A-1). It is non-existent in most industries. Only the postal 
service is wholly publicly owned, and there is limited public involvement 
in electrical utilities and railways. 

Research and Development 	U.S. expenditures on R&D as a percen- 
tage of GDP in 1977 were the highest of the nations surveyed 
(Table 3A-16), although this proportion fell from 1971 to 1977, while that 
of other nations increased (Science Statistics Centre, 1983). Recently, 
however, U.S. expenditures on R&D as a percentage of GDP have 
increased. 

Government funding of R&D is relatively high and reflects the high 
proportion of total research devoted to defence and space programs. The 
prominence of government spending offers an explanation for the rela-
tive decline in R&D spending in the 1970s as the government reduced the 
magnitude of its defence and space programs. Although government 
funding is high, most R&D is performed by business. 

Regional Disparities 	The poorest U.S. state is Mississippi, while the 
richest states are Alaska and Connecticut (Table 3A-17). Considering the 
United States as nine regions, the Gini coefficient shows relatively small 
interregional inequality. However, considering the U.S. as 50 states, 
(plus Washington, D.C.), the Gini coefficient indicates more substantial 
interregional inequality, similar to that in Canada and France. 

Instruments and Objectives of Industrial Policy 

Competition Policy 
Antimonopoly law "lies at the heart of the American socio-political 
philosophy which believes in the decentralization of power, and . . . the 
economic freedom and opportunity for new men, new ideas and new 
organizations to spearhead the forces of progress" (Edmunds, 1983, p. 
465). Unlike Japan, France and West Germany, the United States does 
not permit the use of cartels to avert crisis or restructure an industry. 
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Antitrust legislation, as embodied in the 1890 Sherman Act and the 
1914 Clayton Act, relies on legal process and judicial remedy rather than 
administrative regulation. The legislation is enforced jointly by the 
Department of Justice and the independent Federal Trade Commission, 
which has the right to conduct investigations of all U.S. companies and 
corporations when they are thought to be conducting their operations 
unfairly, deceptively or unlawfully (Leibhafsky, 1977). American anti-
trust legislation prohibits the existence, not just the abuse, .monopoly 
power (Neale and Goyden, 1980). The courts have a limited capacity to 
assess abuse, and therefore per se rules against restrictive agreements 
and monopolizing which confine the evidence to the facts and exclude 
consideration of economic consequences have been favoured (Neale 
and Goyden, 1980). 

Critics of American antitrust legislation have noted that although 
competition generally encourages innovation and may reduce the need 
for regulation or planning, antitrust policy increases fragmentation and 
transaction costs and may increase the need for an industrial strategy. A 
commentator has noted that "striking out against the 'robber barons' is 
the tradition of American antitrust policy. But in a globally interdepen-
dent post-market economy dominated by the combination of con-
glomerates, state-owned enterprises and government, new guidelines 
for antitrust reform need to be developed" (McKay, 1983, p. 33). In order 
to face international competition, certain industries must become less 
fragmented, and antitrust legislation must be modified to permit the 
positive restructuring of the economy (Gail et al., 1980). Antimonopoly 
cases often can be costly and protracted, as in the case of AT&T, which 
lasted over 20 years and cost over $100 million in legal costs without 
answering the basic question of what was to be achieved by breaking up 
the world's most efficient telephone system. 

Employment and Training Policy 
Of all the nations surveyed, the United States has the least elaborate 
programs to assist workers displaced by industrial restructuring. Trade 
adjustment assistance is provided under the 1974 Trade Act. However, 
the most significant effect of the program has been the provision of 
income maintenance, and not the enhancement of labour mobility. 
Workers are eligible for assistance under the program if a significant 
number or proportion of workers in a firm or one of its subdivisions (50 
employees or 5 percent of the workforce) are unemployed or threatened 
by unemployment, and if increased imports similar to, or directly com-
petitive with, articles produced by the worker's firm or subdivision 
contributed "importantly" to this situation (Rosenblatt, 1977). Demon-
stration of a causal link between an absolute increase in the level of 
imports and previous U.S. trade concessions is not required. Benefits 
under the program include income support, relocation allowance, job 
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search allowances, and training. The compensation provisions have 
been more successful than the economic adjustment provisions of the 
program. The trade adjustment assistance program has been used defen-
sively, primarily as an instrument of symptomatic relief for injured 
workers. Of the 494,000 employees assisted under the program between 
April 1975 and September 1979, 75 percent returned to their former 
employers, 4 percent were placed in new jobs, only 3.5 percent entered 
training, and less than 1 percent received job search and relocation 
benefits (Trebilcock and Quinn, 1982). 

Programs under the 1973 Comprehensive Employment and Training 
Act focus on increasing the skill levels and working abilities of low-
income and disadvantaged workers and on facilitating the match of 
worker to job. Programs under the Act are administered by the Employ-
ment and Training Administration of the U.S. Department of Labor 
through state and local sponsors who are elected officials at the state, 
county and city government levels. Funds are allocated annually, by 
formula, to state governments and large cities and counties (population 
over 100,000). The federal government provides general policy guide-
lines, program review, and monitoring and technical assistance. Public 
service employment accounts for the greatest share of expenditures. 
Under the program temporary public employment, accompanied by 
some training, is provided for economically disadvantaged long-term 
unemployed persons. 

Despite these programs, American labour bears a large part of the 
costs of economic adjustment. U.S. workers stand a greater chance of 
being unemployed without adequate insurance than do workers in west-
ern Europe and Japan. Only 58 percent of the unemployed in 1978 were 
beneficiaries of unemployment insurance, compared with 81 percent in 
Japan, 75 percent in West Germany, 76 percent in the United Kingdom 
and 66 percent in France (Magaziner and Reich, 1983). Unemployment 
insurance benefits in the United States are also a smaller proportion of 
average earnings than in Europe and Japan. In the United States, unlike 
western Europe or Japan, most workers can be dismissed without 
notice, without allowing them a period in which to find new employment 
or to enter a training program. 

Trade Policy 
As U.S. industries have come under increasing competition from both other 
advanced industrialized states and less developed, low-wage nations, there 
has been much domestic pressure to stop the flow of imports through 
protection for U.S. products. The 1962 Trade Expansion Act liberalized 
trade policy and set the stage for the Kennedy Round by empowering the 
President to make substantial tariff cuts, introducing adjustment assistance 
to ease the transition costs of groups adversely affected by tariff cuts, and 
tightening the conditions under which escape clauses could be invoked. It 
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was counteracted by the long-term Cotton Textiles Agreement of 1962, 
which limited import increases to 6 percent per year. In the mid-1960s, the 
Tariff Commission relaxed the definition of "import injury," with the result 
that "anti-dumping" findings increased from three during 1965-66 to twelve 
during 1968-70. In 1969, "voluntary" steel export agreements with Japan 
and the EEC limited the increase in sales to the United States to 5 percent a 
year over levels reported during 1969-71. "Voluntary" export agreements 
are voluntary only in that foreign companies and nations accede to the U.S. 
government's request to limit their exports under the possible threat of a 
unilateral tariff or other measures. These agreements are politically conve-
nient, since they permit U.S. policy to remain ostensibly consistent with 
long-term free trade while permitting short-term aid to industry. 

During the 1970s, American trade policy was not successful in main-
taining a liberal international economic order (Keohane, 1984; Krasner 
1978). Labour became increasingly protectionist, and protectionist legis-
lation was introduced in Congress (such as the Burke-Hartke bill). 
Industries which had surpluses, such as agriculture and aircraft, advo-
cated unrestricted trade, while industries with both trade-impacted and 
successful companies, such as automobiles, were divided (the competi-
tive strength of General Motors vis-à-vis the Japanese competitors 
contrasted to the desire of other automakers to limit Japanese import 
penetration). The Trade Act of 1974, which was originally intended to 
"buy off" protectionists so that the United States could endorse tariff 
reductions under the GATT, reflected the perceived vulnerability of U.S. 
industry. Eligibility requirements for relief were eased; increased 
imports now had to be only a "substantial," not a "major," cause of 
injury, and the increase in imports no longer had to be due to U.S. trade 
concessions. However, the Trade Act also authorized the President to 
reduce tariffs up to 60 percent for rates above 5 percent. 

Zysman and Tyson (1983) give a blunt assessment of American trade 
policy. "In response to actual or imagined competitive difficulties of 
individual sectors in international trade, the United States government 
appears to have only one policy option: the introduction of some kind of 
protectionist measures" (p. 8). The result is a muting of market signals 
and the retardation of adjustment. Voluntary export agreements, in 
effect quotas, have continued to proliferate and now extend to cars and 
footwear. 

Regional Development Policy 
Whereas industrial policy, in theory, is aimed at managing the pace and 
direction of economic change through the efficient allocation of 
resources, regional policy is based on an equity rationale. There is a 
perceived need for government intervention to reduce disparities of 
income and employment among regions. However, the United States is 
the only major industrialized country with no programs to assist regions 
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disproportionately affected by industrial decline. The regional schemes 
of Europe, which offer tax incentives, loan guarantees and other instru-
ments of assistance to investors in proportion to the degree of regional 
depression, do not exist in the United States. The states are aggressive in 
the pursuit of investment, thereby increasing the difficulty of integrating 
state priorities with a national regional policy. Individual states are likely 
to oppose federal aid targetted at a distressed area in another state. State 
development agencies and industrial parks encourage the states to bid 
against one another to attract new industry, instead of developing a 
coordinated strategy for regional economic growth. 

Federal programs with a regional orientation include the Public Works 
Economic Development Act (PWEDA) of 1965, those under the Eco-
nomic Development Administration of the Department of Commerce, 
and the community adjustment assistance provisions of the 1974 Trade 
Act. Under PWEDA, assistance is geared to distressed areas of "sub-
stantial and persistent" unemployment. However, most programs actu-
ally apply to the entire country. Since it is seldom tied to private sector 
investment or geared to the requirements of particular industries, this 
assistance is not very effective. Similar limitations apply to the programs 
of the Economic Development Administration. Eligibility standards are 
broad enough that 80 percent of communities may receive aid, while the 
amount of aid is so minimal as to be ineffective. In 1970, fifteen import-
affected communities received grants, totalling only $6.3 million (Maga-
ziner and Reich, 1983). Under the Trade Act of 1974, communities are 
eligible for adjustment assistance if: 

there is significant unemployment or threatened unemployment; 
sales and/or production of firms in the community have declined; and 
increased imports or the transfer of firms from the community to 
foreign countries contributed importantly to the first two criteria. 

A certified community must establish a Trade Impacted Area Council 
composed of industry, labour and government representatives to 
develop an adjustment plan. The community is then eligible for various 
support programs. As of 1977, no community had yet been certified. 

Research and Development 
As discussed earlier, the U.S. government funds a relatively high per-
centage of research and development. Most government funding is 
provided directly to directly to companies on a project basis, although 
the government also maintains large research centres. 

The U.S. tax system allows the deduction of current R&D expenses. 
The taxpayer has a choice between deducting R&D expenses in the year 
in which they are incurred or capitalizing these expenses and deducting 
them pro rata over a minimum of five years. Expenditure on R&D 
equipment and structures must be written off over a minimum of three 

98 Chandler & Trebilcock 



and fifteen years respectively (McFetridge and Warda, 1983). Some 
capital expenditures on R&D are eligible for a 10 percent tax credit, 
which does not reduce the amount of the deduction otherwise available; 
eligible expenditures include those on R&D equipment and research 
facilities. Recently, tax credits equal to 25 percent of incremental R&D 

expenditures made from mid-1981 to the end of 1985 have been intro-
duced. Incremental expenditures are the excess of qualified R&D expen-
ditures for the tax year over the average of the three preceding years. 
Qualified R&D expenditures include certain in-house and contract 
research expenses. 

Government Procurement 
The federal government is the largest single consumer of goods and 
services in the United States. Federal agencies in 1979 awarded $94 mil-
lion in contracts, of which 75 percent was spent by the Department of 
Defense, 4 percent by the National Aeronautics and Space Administra-
tion, and 6 percent by the Department of Energy (Magaziner and Reich, 
1983). As is clear from this breakdown, government purchases have been 
used to subsidize and shape the development of emerging products and 
markets by providing the stimulus of large demand in early stages of 
products. The impact has been pronounced in the electronics and aero-
space sectors. Government purchases in 1977 accounted for 56 percent 
of total aircraft shipments, and 57 percent of radio and television com-
munications equipment. 

Government Subsidies for Export Promotion 
Among the federal subsidy programs designed to promote exports are 
the Export-Import Bank, the Overseas Private Investment Corporation 
and the Domestic International Sales Corporation (DISC). Most 
assistance is in the form of subsidized loans, loan guarantees or insur-
ance, and tax reductions, rather than direct subsidies. The programs 
have had minimal effect on the long-term competitiveness of U.S. indus-
try. They have made U.S. exports marginally more attractive and have 
aided U.S. manufacturers in conducting business abroad, but they have 
not been integrated into a coherent export strategy, nor have they been 
carefully targetted to assist business for which such funding would be 
critical. 

The Export-Import Bank was established in 1934 to assist foreign 
buyers to purchase U.S. exports. Recently, the Bank has focussed on 
aircraft sales, although in the past agricultural products, communica-
tions equipment, electric power plants, and mining and manufacturing 
equipment have received assistance. The Overseas Private Investment 
Corporation, established in 1969 as an independent agency under the 
Foreign Assistance Act to expand direct investment in developing coun-
tries, encourages exports by insuring U.S. investors in foreign countries 
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against political risks such as expropriation. DISC provisions of the 
Internal Revenue Code provide that certain domestic corporations sell-
ing products in foreign markets are treated as foreign corporations for 
tax purposes. The effect is to allow deferral of federal income tax on the 
corporation's current income. There is little evidence to suggest that the 
program has served to increase exports, since in many cases firms have 
found it advantageous to retain the funds provided by DISC rather than 
to expand exports (Magaziner and Reich, 1983). 

Political and Institutional Determinants of 
Industrial Policy 

Contemporary literature on American industrial development focusses 
as much on whether there is a problem of economic performance as on 
the desirability of public sector intervention to facilitate adjustment and 
growth (Scott, 1984a; Lawrence, 1983; Reich, 1982b; Thurow, 1980; 
Zysman and Tyson, 1983). Even among those in favour of an activist 
industrial strategy, there is considerable disagreement as to the makeup 
of such a policy (Scott, 1984; Adams and Klein, 1983; Reich, 1982b). 

The various instruments and programs that constitute U.S. industrial 
policy reflect American ideology and political institutions. There is little 
question that Americans share a liberal ideology which serves to limit 
the actions of government (Edmunds, 1983; King, 1973; Dunn, 1972). The 
strong liberal inheritance of the United States "emphasized the con-
tinuation of liberal political forms and an anti-government philosophy 
which inhibited the transformation of political institutions while per-
petuating an individualist economic and political culture" (Campbell, 
1984, p. 1). This does not mean that there is no state involvement in 
industry, but rather that state involvement is likely to consist of ad hoc 
reactions to crises, rather than a planned or anticipatory program. 
Critics refer to present American policy as "irrational and uncoordi-
nated" (Magaziner and Reich, 1983, p. 225), the outgrowth of "a certain 
riotous pluralism" (Edmunds, 1983), "hastily formulated in response to 
political pressures of the moment" (Zysman and Tyson, 1983, p. 23). 

The character of the institutions that form the U.S. political system 
helps to explain why the United States has been able to maintain its 
ideological preferences in the face of fierce foreign competition and to 
rely primarily on market-led adjustment. The nature of the political 
system also helps to explain why the government has at times made 
exceptions and intervened. The disparate protectionist measures and 
crisis interventions are in part an echo of the decentralized and frag-
mented nature of the political system. 

On the supply side, three factors which contribute to fragmentation of 
industrial policy are: the separation of legislative, executive and judicial 
powers at the national level; competition among executive agencies; and 
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the division of power among the federal, state and local governments. 
There is little impetus to give up any element of this authority to a central 
industrial policy agency, such as Japan's Ministry of International Trade 
and Industry. The existence of administrative agencies, committees and 
subcommittees within Congress creates numerous independent and 
competing power bases. In addition, American bureaucracy is charac-
terized by rapid turnover, uneven quality, and dispersion of responsibil-
ity. For instance, programs to promote or regulate international trade are 
implemented through the Commerce Department, the Office of the 
Special Trade Representative, and the Export-Import Bank, as well as 
other departments and agencies. Competitiveness and adjustment are 
not regarded as basic goals. Instead, each part of the bureaucracy tends 
to view its own mandate as paramount. 

Demands for policy in the United States are also fragmented. As 
Zysman and Tyson (1983) point out, "we have no apparatus for develop-
ing and no coalition for supporting, policies that actively promote Amer-
ican international competitiveness" (p. 17). Perhaps the defining charac-
teristic of the American political system is its accessibility (Salamon and 
Siegfried, 1977). The openness of the U.S. system is due to several 
factors. First of all, it consists of a federal system which divides power 
between the federal and state governments. Moreover, the system of 
representation at the national level provides an important forum for 
regional interests (Lowi, 1979). The U.S. legislative system, with its lack 
of party discipline and decentralization of power into congressional 
committees, stands in marked contrast to the cohesion and centraliza-
tion of a parliamentary system. The nature of the bureaucracy in the 
United States also adds to the system's accessibility and openness. The 
fragmented bureaus within government are often tied to clientele groups 
in the private sector (Lowi, 1979). This is in sharp contrast to the more 
centralized, professional, bureaucratic corps that exist in France, Ger-
many and Japan (Armstrong, 1973; Johnson, 1982). 

Business interests have strong incentives and resources to participate 
in policy making. These interests exert political influence through the 
subsystems of government such as congressional committees. Larger 
firms show more initiative in influencing the political process. These 
firms have the resources to maintain lobbying staffs or to mount specific 
campaigns. Thus, the impetus for assistance to industry tends to come 
from industry, not from the state, and economic policies tend to be ad 
hoc responses to particular political pressures (Zysman and Tyson, 
1983). These circumstances not only encourage narrow demands for 
assistance, but they also pose a barrier to the development of broad, 
integrative strategies. Unlike several of the nations surveyed here, the 
United States has no "peak" or encompassing business federation that 
enjoys legitimacy and can mould a business consensus. American busi-
ness has led industrial development and has acquired an anti-statist 
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orientation, in contrast to western Europe and Japan where there is less 
opposition to strong government (Vogel, 1978). 

American decision making does not involve formalized consultation 
between business and government. The lack of integrating mechanisms 
within the private sector matches weak institutional links in the govern-
ment (Scott, 1984a). Relations between business and government also 
are characterized by competition and conflict. The Commerce Depart-
ment, as the nominal spokesman for business, is organized as a service 
bureau, rather than as a coordinating body that tries to develop an 
overarching strategy, as in the case of Japan or France. 

Labour also lacks a strong peak organization that can mould con-
sensus. Moreover, labour is relatively weak in the United States, since 
union members constitutes a much smaller percentage of the total labour 
force than in western Europe or Japan. In extracting assistance from the 
government, labour organizations have often allied their interests with 
those of business — for example, in the textile and steel industries. 

The role of banks in the United States is quite distinct from that of in 
the other nations surveyed. The U.S. banking system is far less concen-
trated. Moreover, unlike banks in Japan, France and Germany, for 
example, U.S. banks do not have relationships with government or 
industry that permit them to play a mediating role between the public 
and private sectors (Zysman, 1983; Cohen, Galbraith and Zysman, 1982). 

British Industrial Policy 

Economic Characteristics 

General Performance 	GDP growth of the United Kingdom from 1960 
to 1981 was the lowest of the nations surveyed (Table 3A-1). Britain 
followed the general world trend of slower GDP growth in the early to 
mid-1970s. Recently, however, its GDP growth has improved. 

Employment growth in the United Kingdom has declined for the past 
20 years and is very low relative to most nations surveyed (Table 3A-2). 
Indeed, total employment has declined over the past few years and the 
United Kingdom has had one of the highest rates of unemployment of 
the nations studied (Table 3A-1). The unemployment rate increased 
dramatically in this decade, as it did for most other nations. 

Over the past 20 years, British consumer price increases have been 
greater than those in most other nations studied. Britain followed the 
general trend to higher prices during the 1970s; indeed, between 1975 and 
1977 the annual consumer price change was a record 18.8 percent. In 
1983, however, the consumer price change fell substantially to 4.6 per-
cent, which compares favourably with the experiences of most other 
nations surveyed. 

The United Kingdom has experienced little growth in productivity 
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since the 1970s. Between 1960 and 1980, its productivity rate compared 
unfavourably with those of most other nations surveyed, but an upswing 
in productivity in 1981 placed it ahead of these nations. 

Gross fixed capital formation as a percentage of GDP has been consis-
tently low compared with all the nations surveyed, except the United 
States (Table 3A-3). 

Composition of GDP/GNP 	The manufacturing sector represents about 
the same percentage of GDP for Britain as for most other OECD nations 
surveyed (Table 3A-4). The percentage is considerably higher for Japan 
and Germany. From 1960 to 1981, the British manufacturing sector as a 
percentage of GDP dropped slightly. In the same years, the manufactur-
ing sector as a percentage of employment dropped 11 percent, a very 
significant decrease compared with other nations. 

As in most other nations surveyed, the construction sector as a 
percentage of GDP decreased in importance and the utilities and service 
sectors increased in importance. Unlike most other nations, however, 
the primary and mineral sectors as percentages of GDP increased in 
importance for the United Kingdom. 

Government expenditures as a percentage of GNP were relatively 
large in 1960, but this percentage increased relatively slowly between 
1960 and 1979, so that by 1979 government expenditures as a percentage 
of GNP were of average size relative to the other nations surveyed (Table 
3A-5). The ratio of social security payments to consumption expen-
ditures was relatively low in both 1960 and 1979. 

Openness 	U.K. exports and imports in 1972 as percentages of GDP 
were high compared with those of most other countries surveyed 
(Table 3A-6). In 1982, these percentages were roughly the same but were 
no longer as high relative to other nations surveyed — the German and 
Swedish economies had become more open than the U.K. economy. 

From 1972 to 1982, exports from the United Kingdom dropped from 
21.6 to 20.6 percent of GDP, while imports decreased slightly from 21.8 
to 21.2 percent of GDP. Britain maintained a trade deficit over this 
period, as did the United States and Sweden, while France and Australia 
moved to trade deficit positions by 1982. In 1982 the British trade deficit, 
as a percentage of GDP, was the lowest of the five surveyed countries that 
had deficits. 

The United Kingdom's share of exports of manufactured goods from 
developed market economies declined from 14.6 percent in 1960, a rela-
tively high percentage, to 7.2 percent in 1980, a relatively low percentage 
(Table 3A-7). The historic position of British manufacturers in the world 
market has been eroded. 

Tariff Rates 	The average industrial tariff on dutiable products in 
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Britain (which is the EEC rate) is comparable with that in Canada and 
higher than rates for the United States, Japan, and Sweden (Table 3A-8). 

Foreign Investment 	The United Kingdom imported a relatively high 
percentage of all capital imported by developed market economies by 
1967 , and this increased slightly by 1978 (Table 3A-9). In both these 
years, the United Kingdom also exported a relatively high percentage of 
all capital exported by developed market economies. In both 1967 and 
1978, the United Kingdom was a net exporter of capital, although the 
ratio of exported to imported capital decreased by 1978. 

The flow of foreign investment as a percentage of gross fixed capital 
formation has remained fairly constant in the United Kingdom since 
1960, and has been high relative to most nations surveyed (Table 3A-10). 

Most foreign investment in Britain finds its way into the manufacturing 
sector (Table 3A-11). As in the other nations surveyed, the proportion of 
foreign investment in the manufacturing sector decreased between 1971 
and 1978, while the percentage of foreign investment in the service 
sector increased. The United Kingdom was the only nation, however, in 
which the percentage of foreign investment in the extractive sector 
increased. 

The percentages of production and employment accounted for in the 
United Kingdom by enterprises that are more than 50 percent foreign-
owned increased from 14.2 and 10.3 percent respectively in 1971, to 21.2 
and 13.9 percent respectively in 1977 (Table 3A-12). In 1977, these per-
centages were high relative to Sweden but low relative to Australia and, 
especially, Canada. 

Many of the sectors surveyed are closed to foreign investment in 
Britain because of public or private monopolies (Table 3A-13). These 
sectors include telephone and/or telegraph, the postal service, interna-
tional communications, rail transport, water distribution, and gas and/or 
electricity. The number of such sectors closed to foreign investment is 
higher than in the United States, West Germany and Japan, but lower 
than in France and Australia. 

Concentration 	Average industrial concentration levels are slightly 
higher in Britain than in the United States (Table 3A-14), and are growing 
faster than in most other countries. For instance, between 1951 and 1973, 
average concentration increased by 13 percent in Britain while in a 
roughly similar period it increased by only 2 percent in the United 
States. Although much of this growth in concentration is attributable to 
internal growth, between one-third and one-half of the rise was fuelled 
by mergers and absorptions between firms (Pollard, 1983). 

Concentration levels are higher in Britain than in most other nations in 
the cigarette, paint, petroleum refining and cement industries, and are 
lower in the refrigerator industry (Table 3A-15). 
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Public Ownership 	Public ownership of the major industries is greater 
than in other OECD nations surveyed (Figure 3A-1). Every industry 
surveyed shows public involvement, and only in oil production is public 
ownership less than 50 percent. In Britain, unlike most nations sur-
veyed, there is public ownership in the shipbuilding, steel and motor 
industries. 

Research and Development 	Gross expenditures on R&D as a percen- 
tage of GNP in the United Kingdom amounted to 2.1 percent in 1978 
(Table 3A-16). Expenditures on R&D declined during the 1970s, as they 
did for the United States (Magaziner and Reich, 1983). Government 
funding of R&D in 1975 was relatively high at 51.7 percent of total R&D 
expenditures. 

Regional Disparities 	Northern Ireland is the poorest region of the 
United Kingdom, while southeast England is the wealthiest (Table 
3A-17). Interregional inequality as measured by the Gini coefficient is 
relatively small. 

Instruments and Objectives of Industrial Policy 

Selective Assistance 
The keystone of industrial policy in Britain is selective assistance to 
ailing industries. Such aid absorbs the lion's share of the British indus-
trial assistance budget. The legislation governing selective assistance is 
found in the Industry Acts of 1972 and 1975. The 1972 Act was promul-
gated in mid-term by the Heath Conservatives. Its passage marked an 
abrupt departure from the Conservatives' commitment to non-interven-
tionism. Ostensible adherence to non-interventionism had only a mar-
ginal effect in dissuading ailing firms from approaching the government 
for aid. Indeed, by resisting the implementation of a structured and 
comprehensive framework for evaluating the needs of industry, the 
Conservative government in its first years extended assistance on an ad 
hoc and uncoordinated basis. 

The 1972 Act constituted the "most comprehensive armory of govern-
ment control that had ever been assembled for use over private indus-
try" (Fleming, 1980, p. 144). The most important provisions of the Indus-
try Act were in sections 7 and 8. Section 7 made "discretionary 
government assistance [available] to projects that created or safe-
guarded employment in assisted areas or regions" (Grant, 1982, p. 63). 
Section 8 allowed the government to extend discretionary assistance to 
areas or industries irrespective of their regional development status. 
Eligibility for section 8 assistance was based on the benefits accruing to 
the economy and the national interest, subject only to the proviso that 
private sector investment for the project must not be "crowded out." 
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Sections 7 and 8 have undergone considerable evolution under suc-
cessive governments. The private sector support proviso in section 8 
was dropped by the Labour government in 1975, but was reintroduced by 
the Thatcher Conservatives in 1979. The Thatcher government also 
tightened the eligibility criterion for assistance under section 7; a private 
sector support proviso identical to the one contained in section 8 was 
introduced, as well as a provision stipulating that the assistance have the 
effect of both strengthening the regional or national economy and gener-
ating more productive and secure jobs. Despite frequent modifications 
to the legislation, its central goal has remained unchanged — to acceler-
ate the rationalization of British industry and promote new investment. 
This objective has been pursued on a firm, industry and general basis. 

Firm-specific measures have been undertaken on an ad hoc basis and 
involve the bailout of severely debt-ridden companies. Assistance to 
ailing firms has been offered by both Conservative and Labour govern-
ments. For instance, the putative "non-interventionist" Heath govern-
ment moved to rescue Rolls Royce, Upper Clyde Shipbuilders and the 
Concorde Consortium, among others, from financial ruin. Similarly, the 
Wilson government bailed out British Leyland, Chrysler U.K., British 
Steel Corporation and Govan Shipbuilders. 

Government assistance to floundering firms was motivated primarily 
by employment considerations but was also triggered by the effects of 
firm closures on trade, defence, technology and regional objectives. 
Although the aid extended to firms was purportedly tied to restructuring 
and rationalization, it was in fact virtually unconditional. 

Without a commitment to adjustment on the part of management and 
labour, the infusion of massive amounts of government aid could do little 
to enhance a firm's competitiveness. Indeed, by the close of the 1970s, 
government-led rescues in the motor vehicle and shipbuilding industries 
had failed completely to stem the tide of competing imports. At best, 
bailouts merely forestalled inevitable plant closures and labour redun-
dancies. 

Sectoral schemes were only superficially tied to restructuring and 
rationalization. As with firm-specific assistance schemes, aid to declin-
ing sectors was motivated main by concern about the effects of economic 
decline on employment in politically sensitive regions. The 1967 
nationalization of the British steel industry is an example of a sectoral 
assistance scheme. By 1982, the government had poured over £2.5 billion 
into the industry under various programs (Grant, 1982). Even with this 
aid, the position of the industry by the end of the decade was extremely 
precarious; between 1970 and 1980, output had fallen by 16.5 million 
tonnes, while steel imports had climbed by 16 percent (Pollard, 1982; 
Cottrell, 1981). Again, the lack of a steadfast commitment to rationaliza-
tion explains much of the industry's decline. 
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National Economic Development Council 
The National Economic Development Council (NEDC) was instrumental 
in defining the type of assistance package that would be offered to ailing 
industries or firms. The council is a tripartite body which is charged with 
the responsibility of advising government on issues relating to industry. 
It was established in 1962 but did not achieve national prominence until 
the Labour government cast it as a central component of its industrial 
policy. Labour's enthusiastic embrace of the NEDC was motivated in 
part by the apparent success of dirigiste approaches to industrial prob-
lems in other western European nations. Under the Labour government, 
the NEDC was to serve as the focal point for consultation between 
management, labour and government interests. 

The NEDC's contribution to the formulation of assistance programs 
for firms and industries was facilitated by the activities of mini-tripartite 
bodies (little "Neddys"), which were known formally as sectoral work-
ing parties (swPs). The SWPs were created by the NEDC and were 
charged with investigating the needs and prospects of industry sectors, 
and incorporating the results of their investigations into an industrial 
review. Over the past decade, 39 swPs have been established, covering 
40 percent of the output of the manufacturing sector (Grant, 1982). 

The ability of SWPs to fashion solutions to industrial decline that 
promote innovation and boldness is problematic. As one commentator 
has noted: 

The danger [with] such institutionalized attempts at problem solving [is 
that] the representatives of existing interests become too preoccupied with 
existing organizations and patterns of production and devote too little or no 
attention to the dynamic springs of progress. (Fleming, 1980, p. 151) 

Moreover, the contribution of SWPs to the improvement of industrial 
performance is limited by the voluntary nature of participation in sec-
toral schemes. Without the statutory authority to mandate compliance 
with the measures recommended by swPs, those interests bearing the 
brunt of cutbacks in industry employment or production have moved to 
oppose any structural change to the industry. Even government agencies 
have refused participation in SWP sectoral programs. 

The impact of SWP sector programs on the sectors subject to review 
seems to have been marginal. Wyn Grant has observed: 

Of the sectors covered by the working parties, twenty-three experienced a 
rise in import penetration up to the beginning of 1979 and more than half 
witnessed a continued decline in employment. There was no sign of any 
significant improvement in Britain's poor industrial performance which led 
to the strategy in the first place. (Grant, 1982, p. 67) 
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General Assistance Measures 
These measures had as their objective the promotion of new industrial 
investment. The Accelerated Prospects Scheme (APS), introduced by 
the Labour government in 1975, was intended to exert counter-cyclical 
effect on the economy in a recessionary period by encouraging new 
investment. During its short existence, the scheme assisted 111 projects 
with a total expenditure of £72 million (Grant, 1982). The successor to the 
APS, the Selective Investment Scheme, focussed on aid to major proj-
ects (costing more than £500,000) that would be abandoned, built 
abroad, or executed on a smaller scale if no assistance was provided. By 
the time the program was terminated by the Thatcher government, over 
£106 million in aid had been extended to 166 projects involving total 
capital outlays of £1.6 billion. 

The Industrial Reorganization Corporation (mc), established by the 
Wilson Labour government and subsequently dismantled by the Heath 
Conservatives in 1971, had as its objective the encouragement of mergers 
in the private sector "which were thought to be justified on the grounds 
of economies of scale, better management, or improved competitive 
strength" (Fleming, 1980, p. 143). The rationale for the establishment of a 
government agency charged with such responsibility was twofold. 

A government agency would be more responsive to the positive eco-
nomic benefits which would accrue from mergers than private capital 
markets. 
A government agency would best be equipped to work in cooperation 
with other regulatory agencies in discouraging unwarranted mergers 
while encouraging desirable ones (Zysman, 1983). 

The IBC's board was composed of the "highest powered group of indus-
trialists and financiers ever to sit around one table as co-directors" 
(Zysman, 1983, p. 218). During its short lifetime, the IRC promoted 
mergers in a variety of industries by providing funds in the form of equity 
and loans. Although its activities were focussed on enhancing 
rationalization and modernization in British industry, it acquired a sub-
stantial share of "lame ducks." However, the mc's involvement in such 
firms was limited by virtue of the extension of loans or guarantees of 
short duration. 

The National Enterprise Board (NEB), established in 1975, is the 
successor to the disbanded IRC. One commentator has suggested that 
the creation of the NEB reflected Labour's disillusionment with what 
could be achieved through nationalization. Under the 1975 Industry Act, 
the NEB was instructed to acquire a share in the profitable end of British 
industry. The board was thought to be ideally suited to its task because it 
could "combine the advantages of public sector financial resources 
[with] the private sector's entrepreneurial approach to decision-making" 
(Grant, 1982, p. 104). 
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However, the success of the board in fulfilling its mandate was 
impaired by the contradictory terms contained in its enabling legislation. 
While, on the one hand, its activities were intended to "facilitate the 
promotion of industrial efficiency and international competitiveness, on 
the other, the Board was to ensure the provision, maintenance or safe-
guarding of employment" (Curzon-Price, 1981, p. 58). Perhaps the latter 
goal might be realized after the former, but it was unlikely that the two 
objectives could be met simultaneously. 

Faced with a decision over which objective was to receive primary 
attention, the board favoured employment goals. In fact, excessive 
attention to employment considerations, combined with statutory 
authority contained in section 3 of the Industry Act (enabling the NEB to 
provide assistance to industries not offering a normal rate of return), 
caused the board to assemble a portfolio dominated by ailing industries, 
such as British Leyland, Rolls Royce, Alfred Herbert and Cambridge 
Instruments. 

Indeed, the burden of the lame ducks under the purview of the NEB 
guaranteed that the board would play only a peripheral role in British 
industrial policy. By March 1979, over 85 percent of funds allocated to 
the NEB were absorbed by British Leyland and Rolls Royce (Grant, 
1982). To rectify this situation, the Thatcher Conservatives have moved 
to wean the dependence of ailing firms away from the NEB. Currently, 
responsibility for both Rolls Royce and British Leyland is vested with 
the Department of Industry. The Thatcher government also has 
redefined the mandate of the NEB to enable it to play a pivotal role in the 
promotion of high technology industry. 

Research and Development 
Traditionally, Labour governments have been more enthusiastic than 
their Conservative counterparts about government support for indus-
trial research and development (Fleming, 1980). However, this pattern 
has been reversed under the Thatcher Conservatives. By 1981-82, the 
Thatcher government had increased government R&D spending by 
89 percent over the Labour government's R&D spending during 1978-79, 
its last full year in office (Grant, 1982). 

Assistance tied to industrial research and development has been 
offered mainly through two schemes set up by the Wilson Labour 
government — the Product and Process Development Scheme (PPDs) in 
1977, and the Microprocessor Application Project (MAP) in 1978. PPOS 
was designed to assist firms in defraying the cost of product and process 
development. It was introduced in order to bridge the gap between basic 
and commercial research. MAP had as its objective the expansion of 
microelectronic applications in industry. 

When the Thatcher government came to power, PPDS was not merely 
retained, but expanded. Under the scheme, the government provides 

109 



grants to industry amounting to 25 percent of product and process 
development costs, and grants of up to 50 percent of costs in exceptional 
circumstances. Applications for PPDS assistance are judged against four 
criteria: 

the company's ability to carry out successful research; 
the potential impact of successful development on firm performance; 
the likelihood that the project would proceed "with a reasonable time 
scale" without government aid; and 
the cost of the project, which must be not less than £23,000 or more 
than £2 million (Grant, 1982). 

By the end of 1980, over 1,073 applications had been received under the 
program and 531 had been approved; the approved projects cost the 
government £64 million on total projects of £205 million (Grant, 1982). 

Under the Thatcher government, microelectronic development has 
been accorded a premier position on the British industrial policy agenda; 
between 1978-79 and 1979-80, government expenditures on micro-
electronics doubled (Grant, 1982). Much of this increase was accounted 
for by the expansion of the MAP scheme. Of the £28 million expended on 
MAP by February 1981, the largest proportion went to project support; 
405 new development projects were sponsored under the scheme, of 
which half were undertaken by small business (Grant, 1982). The 
remainder of MAP funds were allocated to programs which are designed 
to enhance awareness of microelectronic applications in industry. 

R&D spending in the United Kingdom has been criticized because of 
the propensity to support high technology projects at the expense of 
more basic R&D undertakings. This spending pattern has manifested 
itself in the "complete mismatch [over the past 25 years] between the 
pattern of . . . government and industrial R&D expenditures and the 
pattern of manufacturing exports" (Grant and Wilks, 1983, p. 201). 

The British tax system offers no tax credits for R&D spending. How-
ever, expenditures on scientific R&D are deductible from taxable income 
in the year they are incurred, and unused deductions can be carried 
forward for five years (McFetridge and Warda, 1983). 

Regional Policy 
British regional policy has been aimed at increasing industrial activity 
and reducing unemployment in depressed areas of the country. Regional 
policy has historically been intimately tied to industrial policy. In fact, 
one commentator has gone as far as to suggest that industrial policy 
objectives have been defined mainly through the prism of solutions to 
regional problems (Curzon-Price, 1981). 

Current regional policy is rooted in the policies formulated during the 
1920s to retard the decline of the textile, shipbuilding and coal mining 
industries in northeast England and in Scotland. Since that time, aid to 
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depressed regions has been formalized in legislation which has created a 
hierarchy of assisted regions. 

Total direct expenditure on regional aid during 1976-78 approached 
£1.5 billion (Grant, 1982), but began to taper off in the latter part of the 
period. Aid peaked at £903 million in 1975-76, but stood at £530 million 
in 1977-78. The decline is accounted for by the preference developed by 
the Labour government for selective assistance measures. Selective 
assistance constitutes a more direct and perhaps conspicuous way of 
alleviating unemployment. 

The principal tool for regional assistance in Britain is the non-discre-
tionary regional development grant, which is given automatically to any 
firm in possession of an Industrial Development Certification. The level 
of the grant is based on a proportion of qualifying assets which varies 
with the location of the firm. The regions receiving the greatest 
assistance are called Special Development Areas (SDAs), while Devel-
opment Areas (DAs) and Intermediate Areas (iAs) receive lower levels of 
assistance. Under the Thatcher Conservatives, assistance to firms in the 
SDAs and DAs was left at 22 percent and 15 percent respectively (Grant, 
1982), but aid to firms in the lowest assistance area, the iAs, was reduced 
dramatically. 

This change was accompanied by a reduction in the ambit of the 
program. From 1974 to 1979, under the Labour government, 40 percent 
of the employed population was subsidized indirectly by regional devel-
opment aid; by 1982, this figure stood at 27 percent (Grant and Wilks, 
1983). Most of the cutbacks in assistance were borne by firms and 
workers in lAS (OECD, 1982b). 

While the scope of the regional development grant has been narrowed, 
the Thatcher government has increased its expenditures on programs 
designed to increase economic activity in inner cities. An increase in 
allocations for these programs "reflects the changing patterns of regional 
aids and a recognition that urban problems constitute an increasingly 
important feature of overall regional problems" (OECD, 1983b, p. 18). 
One of the policy innovations introduced by the Thatcher government 
was the establishment of eleven enterprise zones, in which taxes and red 
tape were minimized in order to promote industrial investment (Grant, 
1982). This scheme obviated the need for local authorities to direct 
industrial development. This was desirable as it was feared that 
unsophisticated management and inter-city competition for industry 
would result from the involvement of local authorities. 

How successful has regional assistance been in the United Kingdom? 
According to Grant (1982), the program has served to narrow the dis-
parity between depressed and viable economic areas. In Scotland, Wales 
and Northern Ireland, intervention has had positive effects. But the 
problems posed by regional disparities have not been eradicated; at best, 
they have only been ameliorated. Some assessments have been more 
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negative; Curzon-Price (1981) suggests that "an a priori case could be 
made attributing part of the reason for Britain's industrial decline to the 
systemic redeployment of new investment to peripheral regions" (p. 56). 

Competition Policy 
Competition policy in the United Kingdom consists mainly of legislation 
and regulations concerning restrictive trade practices, mergers and mar-
ket dominance. Each of these corresponds to a given area of anti-
competitive conduct. Although anti-competitive policy has undergone 
frequent revision by both Conservative and Labour governments, it has 
remained substantially unchanged over the last decade. 

Restrictive Trade Practices 	Perhaps the greatest impact of anti-com- 
petitive policy has been felt in the area of restrictive trade practices. The 
prohibitions against such practices are contained in three principal 
pieces of legislation: the Restrictive Trade Practices Act (1956), the 
Resale Price Act (1964) and the Fair Trading Act (1973). Under the 
legislation, firms are required to submit potentially anti-competitive 
agreements to the Director General of Fair Trading for scrutiny. Restric-
tive trade agreements and resale price maintenance schemes are pre-
sumed to be contrary to the public interest and are therefore illegal. 
Provision has been made for firms to be exempted from the legislation on 
narrowly defined grounds. 

Mergers 	British policy on mergers is shrouded in a high degree of 
obscurity, largely because of the ambivalence of the government 
between its desire to increase competition and its desire to encourage 
the rationalization of industry. With policy determined by these contra-
dictory impulses, it is not surprising that industry is confused by the 
government's approach to mergers. 

The agency charged with determining whether a proposed merger is 
likely to operate against the public interest is the Monopolies Commis-
sion (Mc). The mc only examines those mergers that have been referred 
to it by a mergers panel, which bases its decision on a brief and informal 
screening process. From 1965 to 1978, only 3 percent of the 1,791 large 
mergers in the United Kingdom were referred to the mc (Fleming, 1980). 
This statistic underscores the benign view taken by successive govern-
ments respecting the anti-competitive effects of mergers. One commen-
tator has claimed: "The most that can be said for merger policy as it has 
operated during the 1970s . . . [is] that some detrimental mergers may 
have been prevented" (Fleming, 1980, p. 155). 

Market Dominance 	The MC is also vested with the ability to under- 
take investigations of monopolies — that is, situations where at least 
one-third of the supply or processing of goods is in the hands of one firm 
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or group of firms. The purpose of the investigation is to determine 
whether or not the firm's behaviour is detrimental to the public interest 
(Fleming, 1980). 

Political and Institutional Determinants 
of Industrial Policy 

The Unitary Structure of Government 
Ashford (1981) discusses the inability of Westminster to assess accu-
rately the ramifications of a contemplated initiative, owing to the unitary 
structure of government. He contends that Westminster can ignore the 
policy role of local government with virtual impunity. This enables the 
national government to impose its will on a vast subnational structure 
without the slightest consultation. Thus, neither "political nor adminis-
trative links enable localities to have a consistent or influential role in 
deciding more general policies" (p. 168). 

It is important not to overstate the importance of this factor in the 
context of industrial policy formulation. Even though local government 
leaders might lack access to national policy makers, it is clear that local 
industrial and labour leaders who enjoy access can partially compensate 
for this handicap. 

Interest Groups 
The role of interest groups in Britain is also important in determining the 
complexion of industrial policy. Labour interests are represented 
nationally in the Trades Union Congress (Tuc), which is the umbrella 
organization for half of all organized labour. The TUC, which enjoys "the 
highest level of union membership when compared to all modern democ-
racies," has been unable to galvanize its membership into a single, 
cohesive bloc (Ashford, 1981, p. 141). The fractious nature of the Con-
gress is mainly attributable to the existence of powerful independent 
unions. These unions readily reject the views advanced by the TUC 
when they are at odds with their own interests. Insofar as industrial 
policy is concerned, the loose organization of British labour ensures that 
the union movement has been prevented from taking advantage of 
opportunities to influence industrial policy (Grant, 1982). 

Management is represented by the Confederation of British Industry 
(cBI). In the past, the Confederation was characterized by fragmenta-
tion and discord; recently, it has become more organized and con-
sequently more effective. The organization enjoys close contact with 
government on industrial policy matters and is considered the "most 
important interest group in the industrial policy area" (Grant, 1982, 
p. 40). However, industry groups organized by product and sector are 
also active in industrial policy formulation, sometimes even supplanting 
the CBI. 
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The organization of these two groups suggests that the evolution of 
truly national policies can be undercut by the efforts of individual unions 
and industries. These groups are able to mobilize their substantial 
resources to defeat industrial policy initiatives involving reductions in 
industrial employment or output. 

The Existence of Strong Ideological Differences 
Between the Two Major Parties 
The ideological differences between the two major political parties are 
extreme and the divergence is even greater when fundamental distribu-
tional issues are involved, as in the case of industrial policy (Grant and 
Wilks, 1983). Predictably, British Labour governments "are disposed to 
dirigiste policies [which are characterized] by a greater degree of eco-
nomic planning and state control, while Conservative governments are 
much less predisposed to adopting active intervention policies" (Fleming, 
1980, p. 141). The extreme polarization of the parties' positions has 
nurtured particularly intense debate, which may have detracted from the 
formulation of durable policy options. Rhetoric aside, there is much 
evidence that Conservative and Labour governments have responded to 
political and economic pressures in similar fashion, albeit from different 
starting points (Coates 1982; Grant 1982). Both parties have found them-
selves accommodating political pressures by moving toward more mod-
erate policies than their ideological postures would imply. 

The Structure of Government Industrial Policy Agencies 
The government apparatus that has evolved to deal with industrial policy 
is characterized by fragmentation. Authority for making industrial pol-
icy is dispersed through a range of government departments and agen-
cies. While the premier agency on industrial policy is the Department of 
Industry, the Treasury, Department of Trade, the Scottish and Welsh 
offices, various central ministries through the principle of sponsorship, 
and the prime minister and cabinet all play an active role in policy. The 
structure of policy making has promoted rivalry among the various 
agencies involved in industrial policy. 

The underdevelopment of the government machinery that deals with 
industrial policy is raised by Wilks (1983). According to this view, the 
"rapidity of changes in the relevant institutes [involved in industrial 
policy] has accentuated [the] immaturity" (pp. 134-35). Wilks observes 
that the more closely an institution is involved in industrial policy, "the 
more vulnerable it has become to destabilizing change or even the threat 
of abolition" (p. 135). 

Conclusions 

British industrial policy is characterized by the heavy reliance of deci-
sion makers on the deployment of largely ad hoc, reactive policy mea- 
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sures. In place of a coherent and rational framework for industrial 
assistance, governments under both Conservative and Labour parties 
have gravitated to the use of short-term bailouts of individual firms and 
sectors. The propensity of both major parties to rely on such measures 
reflects their inability to insulate the process of industrial policy formula-
tion from the demands of politically salient groups. Undoubtedly, this 
failure of policy has contributed to the poor performance of the British 
economy. 

Australian Industrial Policy 

Economic Characteristics 

General Performance 	Australia's GDP growth rate increased slightly 
between 1960 and 1971, then declined from 1971 to 1981 (Table 3A-1). This 
compares favourably with the performance of other nations surveyed. 
Australia has followed the trend of slower GDP growth since the early 
1970s. 

The rate of growth in employment in Australia has declined since the 
1960s. However, relative to that in most nations surveyed, employment 
growth in Australia has been high (Table 3A-2). Australia's unemploy-
ment rate has increased from the 1970s onward (Table 3A-1). Other 
nations surveyed, with the exception of Japan and Sweden, experienced 
similar patterns of growth in unemployment but have somewhat higher 
rates of unemployment. 

Australia followed the general trend to higher consumer prices in the 
1970s. However, while consumer price increases in most nations 
dropped recently, Australia's consumer price increases remain high. 

Australia has experience little growth in productivity since the 1960s. 
As in most nations, productivity declined during the 1970s. Relative to 
performance in other nations surveyed, Australia's productivity rate was 
low during the the 1960s. Recently, contrary to the general trend, Austra-
lia experienced an upswing in its productivity rate. Although gross fixed 
capital formation as a percentage of GDP has declined slightly in Austra-
lia since the 1960s, this percentage has remained higher than that for 
most nations surveyed (Table 3A-3). 

Composition of GDP/GNP 	Australia's government expenditures as a 
percentage of GNP were second lowest among the countries surveyed in 
1960 and in 1979 (Table 3A-5), but came closer to that of other OECD 

countries by 1979 because the rate of growth of government expenditures 
as a percentage of GNP was relatively high over the period. The ratio of 
social security payments to government consumption expenditures 
decreased from 1960 to 1979. Relative to that of other nations surveyed, 
this ratio was average in 1960 but low in 1979. 
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Openness 	Exports and imports as percentages of GDP in 1972 were 
higher for Australia than for Japan and the United States, about the same 
as for France and Sweden, and lower than for Britain and West Germany 
(Table 3A-6). In 1982, exports and imports as percentages of GDP were 
higher for Australia than for the United States, about the same as for 
Japan, and lower than for Britain, France, West Germany and Sweden. 

From 1972 and 1982, Australian exports dropped from 16 to 14 percent 
of GDP, while imports increased from 13.2 to 15.3 percent of GDP. 
Australia moved from a trade surplus to a trade deficit position, as did 
France, while the United States, Britain and Sweden showed trade 
deficits in both 1972 and 1982, and Japan and West Germany showed 
trade surpluses in both those years. Australia's 1982 negative trade 
balance, as a percentage of GNP, surpassed that of the United States, 
Britain and Sweden, but was behind that of France. 

Tariff Rates 	Traditionally, manufacturing in Australia has received 
strong tariff protection (Table 3A-8). Australia's industrial tariff rate is 
by far the highest of the nations surveyed. 

Foreign Investment 	Australia accounted for a fairly high percentage 
of all capital imported by developed market economies in 1967 
(Table 3A-9). This percentage dropped by 1978, while it increased for 
most other nations surveyed. In 1967 and 1978, Australia exported the 
lowest percentage of capital of any developed market economy. Austra-
lia has remained a net importer of capital, as the ratio of imported to 
exported capital has increased. 

The flow of foreign investment into Australia, as a percentage of gross 
fixed capital formation, has remained the highest of the nations sur-
veyed, although it has decreased substantially since the 1960s (Table 
3A-10). 

Data on inward direct investment flows indicate that Australia is 
following the trend to higher investment in the service sector and lower 
investment in the primary products sector (Mytelka, 1985b). However, 
investment is increasing in the manufacturing sector, a sector with 
significant foreign ownership (OECD, 1973b). 

The percentages of production and employment in Australia 
accounted for by enterprises that are more than 50 percent foreign-
owned were 28.7 and 23.6 percent, respectively, in 1972-73 (Table 
3A-12). These percentages are high relative to Britain and especially 
Sweden, but low relative to those for Canada. 

Many of the sectors surveyed are closed to foreign investment 
because of public or private monopolies (Table 3A-13). These sectors 
include telephone and/or telegraph, the postal service, international 
communications, air transport, rail transport, water distribution, and 
gas and/or electricity. The number of such sectors closed to foreign 
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investment is high relative to the United States, West Germany and 
Japan and comparable with that in Britain, Sweden and France. 

Concentration 	Australian manufacturing is highly concentrated 
(Tables 3A-14 and 3A-15). In 1973-74, 20 percent of manufacturing firms 
had five-firm ratios greater than 80 percent, and 40 percent of the indus-
tries had five-firm ratios greater than 60 percent (Round, 1982). 

Research and Development 	Australia's gross expenditure on 
research and development as a percentage of GDP is relatively low 
(Table 3A-16). Government involvement in both the funding and perfor-
mance of R&D is relatively high. The percentage of R&D performed by 
business is the lowest among the countries surveyed. 

Public Ownership 	Public ownership of the major industries listed is 
greater in Australia than in the United States and Japan, but less than in 
Europe (Figure 3A-1). It is concentrated in utilities, communications and 
transportation. 

Regional Disparities 	Tasmania is the poorest region of Australia, 
while New South Wales is highly industrialized and the richest region 
(Table 3A-17). However, interregional inequality as measured by the Gini 
coefficient is relatively small. Indeed, Australia has the lowest level of 
regional disparity of the OECD countries. 

Instruments and Objectives of Industrial Policy 

Tariff Assistance 
The tariff has been and continues to be the major form of assistance 
offered to manufacturing industries in Australia. In 1974, $2,250 million 
out of $2,500 million in industrial assistance was in the form of tariff 
protection (Bulbeck, 1983). Tariff protection was originally introduced to 
provide a source of revenue for the national government. Later, it was 
used to foster the development of an import-substituting manufacturing 
sector (oEcD, 1973b). Currently, tariff protection insulates the manufac-
turing sector from international market pressures, sustaining the sec-
tor's artificially high levels of employment and output. 

Despite the tariff's contribution to the development and maintenance 
of the manufacturing sector during the past decade, there has been a 
growing recognition of the tariff's harmful effects on the structure and 
performance of the manufacturing sector. A 1977 government white 
paper on the manufacturing industry asserted the need to depart from 
the policies of the past and "encourage future development in [manufac-
turing] activities that have the best prospect for expansion without the 

Chandler & Trebilcock 117 



need for excessive support from consumers or taxpayers" (Urban, 1983, 
p. 190). The 1979 Crawford Study Group on Structural Adjustment con- 
tended that a prerequisite for the development of efficient industry was 
the "long-term rationalization of the Australian tariff and quota struc-
ture" (p. 193). 

Spearheading the reform of the tariff structure has been the Industry 
Assistance Commission (iAc), which is charged with investigating the 
needs of industry and recommending the appropriate level of govern-
ment assistance. The agency's predilection for orthodox economic anal-
ysis has made it a strong counterforce to the ad hoc and uncoordinated 
assistance structure that has evolved in Australia. 

While technically an independent statutory agency, the iikc's rela-
tionship to the government is in reality one of mutual dependence. 
Except in a small number of cases, the IAC cannot initiate its own review 
of an industry and the government cannot revise the tariff struture until 
the IAC has completed a review. The 1AC's reports, which are the product 
of in-house research coupled with public hearings, are not binding on the 
government but are highly persuasive. Like a conciliator's report in 
labour relations, the report of an agency with considerable expertise and 
objectivity cannot help but shape the policy process. Moreover, the 
independence of the IAC often permits it to make recommendations 
which politically accountable departments would not be able to make. In 
this way, the IAC serves to attenuate the influence that industry interest 
groups wield in the policy-making process. 

By 1978, the IAC had reviewed those industries contributing 20 per-
cent of total manufacturing value-added (Australia, Bureau of Industry 
Economics, 1981). Its recommendations were of central importance in 
achieving the reduction of protection assistance across all manufactur-
ing industries from 36 percent in 1968-69 to 26 percent in 1977-78 
(Bulbeck, 1983). However, despite the best efforts of the IAC, it was 
unable to stem the flow of government assistance to the most chronically 
depressed industries. In fact, the subsidy equivalent of trade protection 
rose by close to $1 billion between 1974-75 and 1977-78. The main 
beneficiaries of the increased assistance were the textile, clothing, foot-
wear and motor vehicle industries. 

How effective has the tariff been in achieving some of the broad 
economic and social goals espoused by the government? Simply put, the 
tariff is a particularly blunt instrument for increasing or sustaining 
employment, promoting growth in certain regions, or stimulating invest-
ment. It was of some value in securing some of these goals, but at the 
expense of other aspects of economic performance. Manufacturing 
employment fell by 14.3 percent between August 1973 and August 1978. 
In August 1980 employment was 11 percent below the August 1978 level. 
Factory production increased by 79 percent from 1963-64 but dropped 
sharply thereafter; at the end of 1980, it remained below its 1974 peak 
(DECD, 1981a). 
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However, the tariff also succeeded in undermining the incentive for 
the manufacturing sector to undertake vigorous rationalization. For 
example, in the heavily protected clothing, textile and footwear indus-
tries, rationalization has proceeded at a snail's pace, productivity growth 
has been negligible, and the level of investment low. 

Government Purchasing Policies 
Australian trade protection policy is complemented by government 
procurement and export assistance policies. Both the national and state 
governments incorporate preference schemes into their purchasing pol-
icies for locally produced goods. Although import duties are not paid on 
goods purchased by the national government, procurement decisions 
take them into account in deciding between domestic and imported 
goods. Even if the domestic good is not price-competitive after the 
customs duties are considered, it might still be purchased if its procure-
ment would "contribute materially to a particular and significant aspect 
of national development" (OECD, 1973b). 

Export Assistance 
Although Australian export promotion policies were introduced pri-
marily to improve the balance of payments, they also serve to increase 
levels of manufacturing output and employment. In 1956 the government 
established the Export Payment Insurance Corporation to enhance 
export sales primarily by insuring domestic exporters who gave credit to 
overseas customers against a variety of risks and by offering guarantees 
to Australian lending institutions for loans to foreign purchasers of 
domestic goods (Loveday, 1982). In 1974, the corporation's mandate was 
expanded to include the ability to act as an export bank, and the name 
was changed to the Export Finance and Insurance Corporation (EFic) to 
reflect the more extensive mandate. 

EFIC was empowered to act as an export bank of last resort. It was 
precluded from competing in any activities carried out by trading banks. 
The act establishing EFIC was vague enough to allow it great flexibility in 
decision making (Loveday, 1982). Certain proposals that the corporation 
takes under consideration are subject to ministerial direction if they are 
believed to be in the national interest, but no definition of the "national 
interest" is contained in the act. 

In addition to EFIC, the government also has made provision for direct 
grants to domestic exporters to encourage export development. The 
Export Development Grants Board comprises five members drawn from 
the private sector. From 1974-75 to 1977-78, the board paid out a total of 
$109 million in market development grants (Loveday, 1982). 

Competition Policy 
Competition policy in Australia is the product of two irreconcilable 
impulses. On the one hand, the government has sought to emulate the 
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U.S. approach to competition policy by adapting its antitrust legislation 
to an Australian context. American antitrust legislation is guided by the 
notion that growth and efficiency can be enhanced by securing greater 
competition. On the other hand, the Australian government is anxious to 
rationalize and restructure the manufacturing industry, even though this 
will entail an increase in ownership concentration. This ambivalence has 
created a competition policy which, although extensive on its face, is 
applied only half-heartedly. 

The Trade Practices Act (1974) and its amendments (1977) embody the 
government's directives to industry respecting competition policy. The 
legislation prohibits "all contracts, arrangements, understandings 
which: 1. are in the nature of exclusive dealings; or 2. substantially 
lessen or are likely to lessen competition" (Conlon, 1982). Although the 
legislation contains a provision which enables prohibited practices to be 
authorized if a "public benefit results from the practice, and such benefit 
outweighs the detriment," certain practices such as resale price mainte-
nance, monopoly ("substantial damage to a competitor and intent to 
monopolize"), and price discrimination ("substantial lessening of com-
petition") cannot be authorized (p. 72). 

Two general comments are relevant to the scope of the legislation. 
First, legislation does not prohibit the possession of monopoly power, 
but rather the use of monopoly power to harm a competitor. This is a 
recognition of the need to allow concentration in certain industry sectors 
so that more efficient levels of production may be realized. Second, the 
inclusion of an authorization provision in the Trade Practices Act stands 
in contrast to the U.S. legislation. The clause gives significant flexibility 
to the disposition of cases brought under the Act, and allows cases to be 
decided on an ad hoc basis (Urban, 1983, pp. 198-99). 

Foreign Ownership and Control 
Because of concerns expressed by various groups in the early 1970s 
respecting the growing level of foreign control in key industrial sectors, 
the Australian government has promulgated legislation to regulate the 
pace and extent of foreign investment in the economy. The principal 
restrictions on foreign investment and control are embodied in the 
Foreign Takeovers Act (1975), which empowers the government to pro-
hibit any foreign takeover of Australian businesses if it is contrary to the 
"national interest." The meaning of "national interest" is contained in a 
broad set of guidelines prepared by the Department of the Treasury. 

The Foreign Investment Review Board (FIRB) was established by 
administrative decree in 1976 to advise government on the desirability of 
foreign investment ventures in Australia. The board also ensures that 
"domestic investors [will] have an opportunity to participate along with 
foreign investors in ownership and control of natural resources and 
industries" (Loveday, 1982, p. 107). The activities of the board include: 
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(a) inhibiting foreign investment in real estate and property except for 
immediate residential purposes; (b) screening all foreign investment in 
non-bank financial intermediaries and insurance companies with a 
growth rate of assets over 15 percent per annum; (c) examining all new 
business proposals with foreign investment greater than $1 million 
(amended to $5 million in 1978); and (d) requiring minimum Australian 
participation levels in mining ventures within Australia (Urban, 1983). 

This mandate translates into a prodigious workload for the board. In 
the first two years of its operation, the board examined 2,717 applica-
tions for approval of investment, over half of them under the Takeovers 
Act. Of these, 480 did not require approval, 1,459 were approved without 
conditions, 761 were amended and approved or approved subject to 
conditions, and 16 were rejected. Another 87 proposals were withdrawn 
before assessment by the board was complete (Loveday, 1982). 

The operation of the FIRB has been the subject of harsh criticism. Its 
detractors argue that the board behaves in a covert manner, that its 
decisions respecting foreign investment proposals are not reasoned, and 
that the guidelines against which these decisions are made are not clearly 
defined (Loveday, 1982). Those characteristics all contribute to the 
board's ability to decide cases on an ad hoc basis (DECD, 1973a) and 
enables it to effect shifts in the direction and emphasis of foreign invest-
ment policy without having to secure changes to the Foreign Takeovers 
Act. 

Research and Development 
Research and development in Australia is characterized by four main 
features: 

low levels of overall spending by international standards; 
the prominent role played by the public sector as both a source of 
funds and a performer of research; 
the high proportion of basic rather than applied research and experi-
mental development; and 
low levels of spending on industrial R&D (Gannicott, 1982). 

The prominent part played by the government in support of R&D is 
explained by the last two factors. In the view of the Commonwealth 
government, the low rate of private spending on industrial R&D and the 
focus on basic research result from market failures which are best 
corrected by government intervention. The emphasis of the govern-
ment's program is on changing the breadth, pace and complexion of 
private R&D efforts. To accomplish this goal, the government has relied 
primarily on two public agencies — the Australian Industrial Research 
and Development Incentive Board (AIRDIB) and the Commonwealth 
Scientific and Industrial Research Organization. 

The AIRDIB is constituted under the Industrial Research and Develop- 
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ment Incentives Act (1976). The Board administers incentives under one 
of three heads: commencement grants, project grants, and public inter-
est projects. 

Commencement grants support the development of new research 
capabilities in small firms. The government's objective in offering this 
type of assistance is to avoid subsidizing research that would have 
occurred even without the absence of government aid. However, the 
effect of the program is to funnel more funds into research than into 
development activities, exacerbating the pre-existing bias of the econ-
omy toward basic research directed to developing a new idea or model 
rather than implementing the idea in a commercial context. The desir-
ability of increased research expenditures is questionable because of the 
ambiguity of the causal relationship between successful research and 
profitable commercial innovation. As Gannicott (1982) notes: "With 
[increased research expenditure], skilled manpower is drawn away from 
vital production, design and management activities into an ineffectual 
research role, thus marginally reducing the rate of technical change" 
(pp. 224-25). In 1979-80, about $4.4 million was expended in com-
mencement grants (Stubbs, 1982). 

Project grants are extended on the basis of their expected results and 
contribution to the national interest (Stubbs, 1982). Essentially, the 
government intervenes when the market fails to provide capital for an 
R&D scheme, on the assumption that the existence of market failures has 
dissuaded firms from pursuing R&D as vigorously as they should. In 
1979-80, about $22.95 million was extended in project grants. 

Finally, under the IRDIA the Department of Productivity is 
empowered to contract out to industry R&D programs of public interest. 
In 1979-80, less than $5 million was directed to public interest programs. 

The usefulness of R&D incentive grants has been questioned mainly 
because of uncertainty surrounding the legitimacy of the rationale 
offered for government intervention. In the absence of any conclusive 
data, it is not clear that the low levels of private R&D in Australia are the 
function of a market failure involving a disparity between the social and 
private returns on research. They may be the outcome of an efficient 
market mechanism. Moreover, even if the market has failed, the use of 
subsidies rather than loans to correct these deficiencies is problematic. 
Subsidies "relieve firms of penalties for inefficiency and diminish the 
incentive for success of the venture" (Gannicott, 1982, p. 229). Finally, 
the incentives program has been questioned because of the concentra-
tion of the recipients of grants in the oligopolistic and monopolistic 
segments of manufacturing: "assistance went to those firms with mas-
sive financial resources of their own and not because firms were unable 
to bear the risks of domestic research on their own" (ibid). 

The role of the Commonwealth Scientific and Industrial Research 
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Organization (csiFto) is to assist industries by carrying out its own 
research in collaboration with primary and secondary industries. To 
promote greater collaboration between CSIRO and the manufacturing 
sector, the government set up an Institute of Industrial Technology 
under csmo's enabling act (Stubbs, 1982). The institute was instructed 
to undertake research pertaining exclusively to manufacturing industry. 
As well, an internal committee was set up to serve as a conduit of csmo's 
research results to industry. Despite these efforts, csmo's success in 
providing useful research to industry has been limited, largely because 
the private sector has had only minimal influence in setting the agenda of 
priorities for CSIRO. Equally important is the fact that "manufacturing 
industry cannot avoid the central responsibility for conducting its own 
research; conditions of commercial secrecy, closeness to the problem 
and the need for close feedback necessitate in-house work, and the 
CSIRO link . . . will remain a second string" (Stubbs, 1982, p. 206). 

Finally, the government has set up productivity improvement pro-
grams. These programs are designed to encourage efficiency in the 
manufacturing sector by transmitting new technology breakthroughs 
and practices to industry. However, while some centres have been 
established for improving productivity, the scope of the program is 
constrained by its minimal budget, which was $1.15 million in 1979-80 
(Stubbs, 1982). 

The Australian tax system does not offer tax credits for R&D spending. 
However, expenditures on R&D are deductible from taxable income in 
the year in which these expenses are incurred, losses may be carried 
forward for seven years, and capital expenditures on R&D may be 
depreciated over three years (McFetridge and Warda, 1983). 

Regional Policies 
Historically, national and state governments have shared responsibility 
for regional development policy. Before 1981, the national government 
tackled the broad issues of national development and economic manage-
ment, while the states allocated resources to regions within their bound-
aries (DECD, 1981). In 1981, the national government decided that the 
states should assume all responsibility for regional development policy. 
This move reflected the declining importance of regional development 
on the political agenda. Since then, the national government's role has 
been to transfer funds to the states for them to spend on regional 
development as they see fit (OECD, 1983). 

Currently, all state governments operate programs aimed at increasing 
the level of industrial development in their jurisdictions, as well as 
programs to encourage industrial growth outside state capitals (OECD, 
1983b). In addition, the states can intervene with industrial assistance 
policies aimed at reducing the cyclical effects of an economic downturn 
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on employment. For instance, New South Wales and Victoria have both 
earmarked funds for job training and infrastructure development in the 
regions suffering most from unemployment. 

Political and Institutional Determinants 
of Industrial Policy 

The Federal Structure of Government in Australia 
The federal division of powers in Australia has resulted in dispersion of 
authority for making industrial policy through the two levels of govern-
ment. The distribution of authority in this manner is mandated by the 
Australian constitution. While the national government has exclusive 
jurisdiction in some areas, the great majority of its powers are concurrent 
with state powers in the same field (Sawer, 1980). Whether policy making 
is lodged exclusively in one level of government or shared equally 
between the national and state governments, the formulation of indus-
trial policy has been marked by conflict and competition. 

An example of the conflicts and competition is found in the setting of 
Australian tariff rates. In accordance with the division of powers pro-
vided for by the constitution, the authority for tariff administration is 
vested with the national government. However, since any change in the 
tariff structure for manufacturing industry can profoundly affect the 
ability of state governments to ensure stable employment and output, 
there are strong pressures for state intervention in the tariff-setting 
process. The pressure for intervention is underlined by the highly con-
centrated structure of certain industries in individual states. 

To safeguard the interests of local industry, state governments assume 
an active role in the setting of tariffs, both formally and informally. 
Formal opportunities for exchange between the national and state gov-
ernments are presented in Industrial Assistance Commission hearings 
and conferences between national, state and industry officials and 
between ministers and industry leaders. States have used these forums 
to argue strenuously for the status quo. For example, the South Austra-
lian Department of Industrial Affairs undertook "major efforts to put the 
South Australian case before the IAC in hearings on the tariff for motor 
vehicles and other industries" (Loveday, 1982, p. 182). Informal oppor-
tunities for exchange arise when state representatives lobby national 
officials at ministerial and administrative levels. Usually, this lobbying 
occurs on a case-by-case basis. For example, in August 1977, after 
repeated urgings from industry representatives, the state governments 
strongly condemned the mc's pro-reform report on the textile, clothing, 
and footwear industry (Warhurst, 1982). 

The contribution of state governments to the tariff-setting process at 
both formal and informal levels has been limited in several ways. First, 
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interaction between the national government and the states on tariff 
policy has been characterized by a lack of established channels of 
communication between the two levels of government. As Warhurst 
notes: "There is no standing machinery for coordinating Common-
wealth and state policies relevant to adjustment problems at the level of 
states, cities, or regions" (1982, p. 66). Second, "there was a general lack 
of interest demonstrated by the Commonwealth government in the 
regional variation in the impact of its policies" (p. 166). And last, the 
state governments have relied on a particularly broad instrument (the 
tariff) to secure enhanced regional assistance. This policy runs contrary 
to sound economic principles and has inevitably provoked the hostility 
of efficiency-oriented officials such as those in the IAC whom the states 
were seeking to influence. 

However, in spite of the obstacles the state governments confronted in 
participating in the tariff-setting process, they are able to imbue the 
process with greater sensitivity to the effects of tariff changes on 
employment and output levels in particular regions. In fact, this regional 
perspective is a view uniquely tied to the state governments; the per-
spective offered by individual firms tend to be myopic, while national 
labour and industry representatives are often unable to agree on a 
common position (Warhurst, 1982). 

Although the tariff case suggests that tension between governmental 
leaders is confined to rivalry between state and national governments, an 
examination of foreign investment policy provides an illustration of the 
clash that occurs when their interests are in tension both "vertically" 
and "horizontally." Essentially, the source of tension is the same at both 
levels: how much foreign investment should be permitted in Australia, 
and which states should be the beneficiaries of such investment? In 
deciding these issues, the states have engaged in particularly fierce 
competition to attract prospective investors to their own regions. At the 
same time, the national government, motivated by nationalistic consid-
erations, has at times moved to restrict the flow of foreign investment 
into Australia. 

A 1972 Senate select committee observed that the competition among 
governments in Australia has rendered concerted action and policy in 
the field of foreign investment impossible. A similar sentiment was 
echoed in 1978 by the Prime Minister, when he requested that the state 
premiers develop a "closer working relationship" with the FIRB 

(Loveday, 1982, p. 112). 
The federal structure of government in Australia has influenced indus-

trial policy formulation by promoting intergovernmental competition. In 
some cases, this competition has worked to make government leaders 
more sensitive to the goals of the other governments. In other cases, 
however, intergovernmental competition has effectively paralyzed gov-
ernment's ability to make strong, coordinated policies. 
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Ideological Differences Between the Major Political Parties 
The influence of the three major political parties on the formulation of 
industrial policy is not as important as that of the bureaucratic and adminis-
trative agencies and interest groups (Loveday, 1982). In part, this is because 
the parties are in fundamental agreement about the role of government in the 
process. It also reflects the inability of the parties to overcome internal 
divisions and develop highly partisan positions on industrial policy. How-
ever, while the parties generally agree on the nature of government interven-
tion, there has been significant disagreement surrounding the questions of 
"who is to benefit from governmental intervention, and by how much, and 
about how to intervene" (Loveday, 1982, p. 21). Historically, the Australian 
Labour Party (ALP) is strongly committed to protection for manufacturing 
because of its links with the trade union movement; 60 percent of Austra-
lian unions are affiliated with the ALP (Matthews, 1980). Until the 1960s, the 
National Country Party stood for assistance to primary industry and 
reduced assistance to secondary industry. Recently, the party shifted its 
position and began to forge ties with the manufacturing industry. The 
Liberal Party has been "overwhelmingly in favour of protection [to man-
ufacturing industry] even if some members were not enthusiastic about it" 
(Warhurst, 1982, p. 30). 

Interest Groups 
The success of interest groups in influencing government policy depends 
on the financial resources and organization that they can draw on. 
Evaluated against this benchmark, representatives of the manufacturing 
industry have historically stood out as the most powerful private inter-
ests in the Australian political process. Labour, primary industry and 
mining interests are somewhat less influential. 

Industry 	The federal structure of government in Australia has 
required industry to establish representative organizations at both the 
federal and state levels. The Confederation of Australian Industry WO 
is the main spokesman for industry at the national level. It functions 
alongside another national association, the Australian Chamber of Com-
merce. At the state level, Chambers of Commerce have been constituted 
to represent state industry. 

These peak or encompassing organizations of nationwide and state-
wide scope exert their influence in the policy-making process both 
directly and indirectly. The direct approach involves lobbying govern-
ment officials on behalf of the industries within the peak organization. 
The indirect approach occurs when the peak organization make its 
expertise available to an industry association during negotiations with 
the government over a proposed policy. 

As a consequence of the many widely disparate industrial interests 
represented in the peak organizations, "diversity and disunion" often 
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characterize their activities (Matthews, 1980). On occasion, certain 
industry groups have broken with the policies enunciated by the 
umbrella organizations, particularly in the case of protection for specific 
industries (Warhurst, 1982). In addition to the cleavages within the peak 
associations, competition and discord similar to that of national and 
state governments have characterized the relationship between national 
and state associations. 

These features suggest that the perspective offered by industry associ-
ations on industrial policy is not monolithic. Industry associations at 
both the federal and state levels may have quite different views of the 
desirability of a given policy. Moreover, if the costs or benefits of a 
government measure are concentrated in a particular industry, the 
industry itself might decide to supplant the peak associations and make 
its own representations to government. 

Labour 	Australia is highly unionized. Some 58 percent of the work- 
force is associated with a union (Matthews, 1981). As with industry 
associations, peak organizations representing labour interests have been 
established at the national and state levels. The largest is the Australian 
Council of Trade Unions, which has 128 affiliates and accounts for 70 
percent of total trade union membership (Matthews, 1980). As with the 
industry associations, certain policies have caused the labour unions 
most directly affected to break ranks with the peak association. These 
incidents have occurred most frequently around the issue of lowered 
protection for manufacturing industry. The most vulnerable industrial 
unions had hoped for more vigorous opposition by the peak associations 
to those policies involving structural change. 

Consumer Associations 	Consumer groups in Australia, like those in 
other countries, have had difficulty in becoming effective political orga-
nizations. Although the consumer lobby was encouraged in 1974 with the 
establishment of the Australian Federation of Consumer Organizations, 
its organization and resources are not equal to those of the industry 
representatives. It is not surprising that the federation has been consis-
tently opposed to high levels of protection to manufacturing industry 
(Warhurst, 1982). 

Administrative Organization 
The principal national government departments charged with admin-
istering policy toward industry are Business and Consumer Affairs 
(BACA), Finance, Industry and Commerce, and Urban and Regional 
Development. BACA is responsible for relations between the govern-
ment and the Industrial Assistance Commission, and also for admin-
istering and interpreting tariff legislation. This authority has enabled 
BACA to have a significant influence on the formulation of industrial 
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policy. BACA is considered "neutral" — that is, equally sensitive to 
consumer and business interests. The place of the Department of 
Finance in assistance policy is based on its ability to provide expertise 
respecting industry-assistance schemes that involve government expen-
ditures. Unlike BACA, the Department of Industry and Commerce is a 
client department which is tied closely to manufacturing interests. This 
department administers a number of non-tariff assistance meas-
ures, such as quotas and local content plans. The responsibilities vested 
with the department allow it to serve as a primary conduit for communi-
cation between government and business. Finally, the task of the Urban 
and Regional Development Department is to imbue the government's 
industrial policy with a regional point of view. Coordination is under-
taken by the Prime Minister in cabinet and in the Standing Committee on 
Industrial Assistance. 

The lack of coordination among government departments has under-
mined the efficacy of certain industrial policies. For example, at the 
same time that the Industrial Assistance Commission was working to 
develop an industrial policy that would accelerate the rationalization of 
manufacturing industries and consequently increase concentration in 
certain sectors, the Trade Practices Commission was proposing policies 
that would limit industrial concentration in the manufacturing sector. 

Japanese Industrial Policy 

Economic Characteristics 

General Performance 	Japan's real GDP growth rate has been by far 
the highest of the nations surveyed (Table 3A-l). Since the 1970s, how-
ever, its growth rate has slowed down, a trend common to those nations 
surveyed. 

Japan has experienced an average rate of employment growth over the 
past 20 years (Table 3A-2). Recently, however, Japan's growth in employ- 
ment has improved relative to that of most nations surveyed. Japan has 
maintained one of the lowest unemployment rates among the nations 
surveyed, and its unemployment rate has increased at a relatively slow 
pace. 

Increases in consumer prices in Japan from 1960 to 1974 were the 
highest among the nations studied (Table 3A-3). From 1975 to 1982, 
increases in consumer prices fell to the point where, in 1982, Japan had 
the lowest increase in consumer prices. 

From 1960 to 1982, Japan experienced the greatest growth in produc-
tivity among the nations surveyed. However, the productivity growth 
rate has declined since 1968 and was not nearly as high relative to other 
nations surveyed in 1981. 

Gross fixed capital formation as a percentage of GDP has been far 
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higher in Japan than in all other nations surveyed. This percentage 
decreased slightly by 1982, as it did for most nations surveyed. 

Composition of GDP/GNP 	Japan's primary sector as a percentage of 
GDP was relatively large 20 years ago, while the manufacturing sector as 
a percentage of GDP was below average relative to other nations sur-
veyed (Table 3A-4). By 1981, the manufacturing sector constituted a 
higher percentage of GDP than in most nations surveyed, and the pri-
mary sector contributed an average percentage of GDP. Japan was the 
only country among those surveyed in which the manufacturing sector 
increased significantly as a percentage of GDP between 1964 and 1981. 
Also unique to Japan was the increase in employment in its manufactur-
ing sector as a percentage of total employment during the period. 

As for most nations surveyed, Japan's primary, mineral and con-
struction sectors decreased as percentages of GDP. But unlike these 
nations, Japan's utility sector did not increase as a percentage of GDP 

and the services sector decreased as a percentage of GDP. The services 
sector as a percentage of employment increased greatly from 1956 to 
1981, as it did in other nations surveyed. 

The rate of growth of government expenditures as a percentage of GDP 

was relatively low in Japan between 1960 and 1979 (Table 3A-5). Japanese 
government expenditures as a percentage of GDP were the lowest among 
the nations surveyed in 1960 and were still lowest in 1979. The ratio of 
social security payments to government consumption expenditures 
increased greatly from 1960 to 1979; in 1960 this ratio was below average, 
but in 1979 it was well above average for the nations surveyed. 

Openness 	Japan's exports and imports as percentages of GDP were 
low in 1972 compared to most of the nations surveyed (Table 3A-6). 
Although these percentages increased, they were still relatively low in 
1982. The contribution of exports to GDP has been low because of the 
large and increasing size of the domestic market. Nevertheless, while 
exports form a small percentage of GDP, they have contributed greatly to 
national growth. Japan has developed industries in the home market and 
encouraged exports of their products to pay for imports. It is the world's 
largest importer of non-manufactured goods, and is dependent on 
imports for raw materials, energy, food and technology. 

From 1972 to 1982, Japan's exports increased from 10.8 to 13 percent of 
GDP, while imports increased significantly from 8.5 to 12.4 percent of 
GDP. Japan's trade surplus as a percentage of GDP has lessened over the 
past decade, but it compares favourably with the majority of nations 
surveyed, which experienced trade deficits in 1982. 

Japan's share of exports of manufactured goods of developed market 
economies increased steadily from 1960 to 1981 (Table 3A-7). It is also 
evident that Japan has had a relatively high share of exports of manufac- 
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tured goods since 1970. The nature of these exports has changed with 
time, however, as indicated in Figure 3-1 below. They were largely 
labour-intensive during the 1950s, became more capital-intensive in the 
1960s, and by the mid-1970s were highly knowledge-intensive, especially 
such products as high-technology machinery and electronics. 

Tariff Rates 	Tariffs on most manufactured products were higher in 
Japan than in most other industrialized countries during the 1950s and 
1960s. Japan's average tariff rates after the Tokyo Round were compara-
ble to most of the other advanced industrialized nations (Table 3A-8). 
However, these figures may give the impression that the level of protec-
tion is lower than it really is (Olson, 1982). Hills (1983) suggests that 
Japanese industries actually grew behind a tariff wall of 12.5 percent on 
manufactured goods in 1975, compared to tariff levels of about 8 percent 
in the EEC and the United States, but that Japan's tariff barriers today 
are at EEC and U.S. levels. Japanese protectionism is further maintained 
by a wide range of non-tariff barriers. Government regulations which 
operate to improve the position of indigenous industries include tech-
nical barriers, unique standards and rejection of foreign test data, as well 
as import quotas (Pempel, 1982). 
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Foreign Investment 	A very low percentage of all capital imported by 
developed market economies has been imported by Japan (Table 3A-9). 
Only Sweden is lower. This percentage remained low from 1967 to 1977. 
While Japan exported a relatively low share of the total capital exported 
by the developed market economies in 1967, the percentage had 
increased significantly by 1978. Japan and Germany export about the 
same percentage of capital, Britain exports a somewhat greater percen-
tage, while the United States exports by far the greatest. Japan has 
remained a net exporter of capita. The ratio of exported to imported 
capital increased significantly between 1967 and 1978. 

The flow of foreign investment into Japan, as a percentage of gross 
fixed capital formation, remained negligible from 1967 to 1978 
(Table 3A-10). Most of the relatively small amount of foreign investment 
in Japan has flowed into the manufacturing sector (Table 3A-11). The 
percentage of foreign investment in this sector dropped from 1971 to 1977 
but remained high relative to the percentage of foreign investment in 
other sectors of the Japanese economy. 

Enterprises that are more than 20 percent foreign-owned accounted 
for 3.8 percent of production and 1.9 percent of employment in 1972 and 
4.2 and 1.8 percent, respectively, in 1978 (Table 3A-12). These percen-
tages were extremely low relative to those recorded in nations surveyed. 

Few of the sectors examined are closed to foreign investment because 
of public or private monopolies (Table 3A-13). Only telephone and/or 
telegraph, the postal service and international communications (and 
salt, as the note indicates) are closed to foreign investment because of 
monopolies. The number of sectors closed to foreign investment is low 
relative to other nations surveyed except for the United States and West 
Germany. 

Concentration 	Average concentration of ownership in Japan is 
slightly higher than in the United States, about the same as in Britain, 
and lower than in Canada or Sweden (Tables 3A-14 and 3A-15). 

Public Ownership 	Public ownership of the major industries is low in 
Japan relative to most nations surveyed (Figure 3A-1). Only the United 
States has a lower level of public ownership. In Japan, unlike most 
nations surveyed, the electricity and gas industries are wholly privately 
owned. Public ownership in Japan is concentrated in the postal service, 
telecommunications and the railways. 

Research and Development 	Japan spent 1.9 percent of GDP on 
research and development in 1977, about the same as France and Swe-
den but lower than the United States, Britain and West Germany 
(Table 3A-16). This is related in part to Japan's limited defence needs. 
The proportion of R&D spending on defence is approximately 2 percent 

Chandler & Trebilcock 131 



of total R&D expenditures, compared to 45 percent in the United States 
and Britain (Allen, 1981a). The percentage of R&D funded by the govern-
ment is by far the lowest among the nations surveyed. Not surprisingly, 
business performs most research and development in Japan. 

Instruments and Objectives of Industrial Policy 

Trade Policy 
Japan's economy is dependent on trade because Japan cannot develop 
without imports of raw materials and energy and must export manufac-
tured goods to pay the bill. Throughout the postwar period and during 
the early 1970s, Japan stimulated exports, restricted manufactured 
imports, and assisted large-scale imports of raw materials. Tax incen-
tives and accelerated depreciation effectively shielded significant por-
tions of export revenue from taxation. Cheap long-term credit for 
export-related investment was available from the Japan Development 
Bank and from the Export-Import Bank. High duties and quotas blocked 
imported manufactured goods in areas in which Japan considered itself 
to be non-competitive. 

Today, Japanese policy makers are liberalizing trade and opening up 
the economy, in part as a result of international pressures. Broad export 
incentives have been curtailed, and the only tax incentives are for 
exports by small business (as part of a general effort to encourage the 
development of small business) and for overseas investment. Export-
related accelerated depreciation, which was worth 55 billion yen to the 
manufacturing sector in 1970, was eliminated in 1972. The Ministry of 
International Trade and Industry (miTi) no longer directly assists 
exports. However, certain government policies and practices aid knowl-
edge-intensive industries. For example, Japan's Export-Import Bank 
aggressively finances and insures exports of plant systems, a rapidly 
growing part of trade (Magaziner and Hout, 1981). 

The domestic market for manufactures is now essentially open except 
in government-operated monopolies such as telecommunications, rail-
ways and cigarettes, in which closed procurement is the policy tool 
(Magaziner and Hout, 1981). Foreign producers have been unable to 
penetrate the market in those areas. Imports are also kept to a minimum 
in heavy industry, although there is international pressure to liberalize 
trade. Japan's increasingly liberal trade policy has flowed from the 
recogition of its new internationally competitive position and its world 
dominance in a number of industrial sectors such as steel and semi-
conductors. 

Competition Policy 
Before the Antimonopoly Act was passed in 1947, Japanese industry was 
concentrated in the hands of the Zaibatsu combines. These 15 holding 
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companies built their monopoly power by combining sizable portions of 
major industries. The Antimonopoly Act was designed to dissolve the 
strong interlocking relationship among the Zaibatsu. Japanese legisla-
tion, patterned on the provisions of U.S. antitrust legislation as embod-
ied in the Sherman Act, Clayton Act and Federal Trade Commission 
Act, adopted a stringent definition of monopoly power. The Fair Trade 
Commission was established as a a quasi-judicial body to investigate, 
recommend corrective action, issue formal complaints, hear cases, and 
make formal decisions in cases of monopolistic practices. 

Successive amendments "eroded antimonopoly policy in Japan" 
(Studies of Foreign Competition Policy and Practice, 1976, p. 264). In 1953, 
Japan followed the German lead and amended the Act to permit depres-
sion cartels, rationalization cartels, and export cartels. Japan was less 
interested in a restrictive definition of mergers and a focus on the 
domestic market structure than in international competitiveness and the 
exploitation of scale economies. Despite recent tightening of legislation, 
this attitude persists. For example, in the semiconductor industry, ver-
tical integration between the producers and users in consumer elec-
tronics and computers is a source of competitive advantage, and the 
economies of scale from this type of integration are large (Zysman and 
Tyson, 1983). 

In 1977, following a period of low growth in which the rate of industrial 
concentration accelerated, the increasing influence of anti-inflationary 
monetarist policy at the Bank of Japan and the Ministry of Finance 
became evident with the passage of a strengthened Antimonopoly Act. 
The Act now provided for the partial break-up of companies command-
ing monopolistic or oligopolistic market shares (defined as a 50 percent 
market share by one company or a 75 percent share by three companies), 
and for strict limits on shareholdings in other firms — that is, on holding 
companies. Mergers remain prohibited when the effect will be to restrain 
competition substantially (defined as one company holding a 30 percent 
market share) or when unfair business practices are employed in the 
course of a merger. Prior notification is required, and the FTC has 30 days 
to make a decision. In Japan, unlike the United States, measures are not 
directed against the existence of monopoly power, but against specific 
acts by the monopolist — that is, against restraint of competition, such 
as price discrimination or dumping. The FTC has the power to roll prices 
back to the pre-cartel level, and surcharges may be made on illegally 
obtained profits. 

However restrictive Japanese antitrust legislation is, "cartels are an 
extension of Japan's group system of mutual support and thus an 
endemic feature of business practice" (Hills, 1983, p. 74). MITI has 
continued to circumvent the Antimonopoly Act by pushing legislation 
through the Diet (Parliament) to permit cartels in industries affected by 
recession and by providing incentives for rationalization. In 1962, ship- 
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builders became eligible for assistance, such as the deferral of interest 
payments on loans, if they reorganized into larger units. The Struc-
turally Depressed Industries Law enacted in 1978 permits MITI to car-
telize an industry in order to coordinate cuts in capacity. 

Foreign Investment Regulations 
Japan is the only advanced industrial country to have maintained strin-
gent restrictions on direct foreign investment during much of the postwar 
period. These regulations were not liberalized until the 1970s. Foreign 
investment has been particularly restricted in areas targetted for growth, 
which now include telecommunications and computers. The importing 
of technology is discussed below in the context of research and develop-
ment policy. 

Restraints on foreign investment include the designation of the per-
centage of foreign ownership permitted for any given firm in each indus-
try and a required validation of each investment proposal. Validation 
was given after certain criteria were met, such as limitations on the scale 
of output and provisions for the appointment of Japanese directors in 
joint ventures. The liberalization of these restrictions was a response to 
international pressure, which included restrictions on Japanese invest-
ment overseas. By 1976, foreign ownership could be 100 percent in most 
industries, but was limited to 50 percent in mining and was limited 
severely in agriculture, forestry, fisheries and petroleum. Validation is 
required for foreign investment but is usually automatic. With the relaxa-
tion of restrictions, the foreign presence in the economy is increasing. 

Regional Development Policy 
Regional development programs are in place in Japan for the purpose of 
narrowing the economic difference between workers in the major Jap-
anese centres of Tokyo, Osaka, Nagoya and elsewhere, and reducing the 
pressure on available land and industrial resources in major metro-
politan centres. Under the Fiscal Investment and Loan Program of the 
Ministry of Finance, government funds are provided to the Regional 
Industrial Promotion Corporation, a government-affiliated organization 
established to provide low-interest loans to firms relocating to desig-
nated areas. MITI has designated approximately 3,000 locations as eligi-
ble sites. Assistance is graded according to the degree of industrial 
concentration in the region and the rate of its population growth. Eligible 
activities are manufacturing, oil storage facilities and infrastructure 
development, and aid to a maximum of 50 percent of total costs may be 
granted for the acquisition or leasing of land, buildings, new or used 
machinery or equipment, and for relocation costs, retirement allow-
ances and manpower training. 

The Regional Corporation may provide the bridging funds needed 
before a company in the process of relocation receives money from the 
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sale of vacated land, and this financing is up to a maximum of 80 percent 
of the value of the land to be sold. When a firm is unable to sell the land, 
the corporation may purchase it at the vendor's request and resell it for 
public uses. This program has become less important. In 1975, there 
were 25 cases of financing and purchasing of land for relocation, totalling 
26.1 billion yen. By 1979, there were 26 cases worth 18.8 billion yen 
(OECD, 1983a). Subsidies may be provided to local villages and towns as 
incentives to accept new industries in their locale. These funds may be 
used to provide facilities for public use, such as gymnasiums or town 
halls. The program is intended to compensate for noise, pollution and 
other industrial problems. Relocating firms are exempt from the fixed-
asset tax imposed by local governments, which are reimbursed by the 
Japanese government for revenues lost. The program cost approxi-
mately 10 billion yen per year during the 1970s (U.S. General Account-
ing Office, 1979). Local governments do not provide tax incentives to 
attract industries, as do those in the United States. 

Research and Development Policy 
Structural adaptability was recognized early as a condition for continu-
ous growth in GNP, and the Japanese have been remarkably successful in 
adapting to change. This success is due in part to Japan's ability to 
exploit the basic research of American and European government and 
university labs and in part to the fact that large, national applied research 
projects are supported by the government but carried out in the private 
sector, which is quick to develop commercial applications. 

Support for innovation is linked to MITI'S nurturing of high-growth 
technological industries. In the postwar period, technology was 
imported under the strict control of MITI and the Ministry of Finance. 
Japan was unable to afford heavy R&D spending, and concentrated 
instead on importing and assimilating Western technology. From 1947 to 
1973, imported technology is estimated to have contributed 46 percent 
of Japan's growth in GNP (Hills, 1983). These imports cost Japan 
us$3 billion between 1956 and 1972, while exports over the same period 
were worth us$310 million. Since 1973, however, Japan has exported 
more technology than it has imported. The number of licence agree-
ments to import foreign technology in 1981 was 2,076, which is approxi-
mately equal to the 1971 level of 2,007 agreements (Lynn, 1983). Thus, 
Japan's dependence on imported technology is not decreasing. Although 
in 1977 Japan supplied one-eighth of the world's technology-intensive 
exports, these were based largely on technologies originating in other 
countries. 

Japanese R&D is coordinated through the Research Development Cor-
poration of Japan, which was established in 1961 to develop high-risk 
technologies. Although the majority of R&D spending is undertaken by 
private industry, the government has played an important role in provid- 
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ing assistance through grants, loans and tax concessions. R&D programs 
are directed at promoting research systematically through national proj-
ects which identify research priorities. MITI's Agency of Industrial 
Technology has 16 associated research institutes that organize and man-
age long-term, large-scale projects to develop system technologies for 
commercial use, such as high-performance jets and water desalination. 
The projects run for five to eight years, may cost hundreds of millions of 
dollars, and are usually performed and co-funded by ad hoc associations 
of several large corporate and university laboratories. 

For industry in general, the government uses a variety of incentives to 
support research and development. The Japanese tax system allows the 
deduction of current R&D expenses from taxable income in the year in 
which these expenses are incurred. If R&D expenses exceed taxable 
income, they can be amortized over the useful life of the research 
(McFetridge and Warda, 1983). 

Capital expenditures on R&D are depreciated over their useful lives. 
Such expenditures also may be eligible for special, additional deprecia-
tion from taxable income the year the assets are acquired (McFetridge 
and Warda, 1983). 

A tax credit for R&D expenditures has been offered since 1966. This 
credit is equal to 20 percent of the excess of current expenditures over 
the largest amount of such expenditures in tax years since 1966. The 
maximum credit is 10 percent of corporate income tax payable. This 
credit does not reduce deductions for R&D expenses otherwise available 
(McFetridge and Warda, 1983). 

The Japanese government also funds R&D directly with grants such as 
the matching grant, under which associations or groups of small com-
panies that cannot finance new technologies themselves have their 
expenditures equalled by government. For example, textile firms may 
use the grant to develop a continuous textile operation to replace a 
vertically fragmented one. In October 1981, MITI announced a project to 
develop "fifth generation" artificial intelligence computer technology at 
a cost of us$1 billion over ten years. The increase in government 
assistance for R&D is consistent with the policy of industrial restructur-
ing toward knowledge-intensive industries. Much of the research is 
directed to environmental pollution, atomic energy, data processing and 
space research. 

Adjustment Policy 
Government agencies in Japan, such as MITI, have significantly influ-
enced the development of the domestic economy. Government policy 
has provided cheap capital for investment, tax breaks to sustain liqui-
dity, assistance for R&D, and measures to promote exports. Immediately 
after World War (I, the government created a closed domestic market 
and controlled its links to the international economy. The proponents of 

136 Chandler & Trebilcock 



development policy argued that government policy could turn a tempo-
rary competitive disadvantage into an enduring comparative advantage 
by its effect on the accumulation of physical and human capital that 
underlies production technologies (Zysman and Cohen, 1983). Thus, the 
objective of government policy has been to raise real income by assisting 
shifts of resources to their most productive applications. Programs for 
cushioning the transition costs of structural adjustment faced by declin-
ing industries have been implemented within this context. The major 
MITI goal is industry consolidation — to increase competitiveness with 
the shakeout of marginal producers, while discouraging investment in 
and the protection of "sunset" industries. Strategy has shifted from 
protectionism to a regulated free market. 

Structurally Depressed Industries Law 	The Structurally Depressed 
Industries Law was passed in May 1978 to enable MITI to respond to a 
situation of declining competitiveness in industries such as aluminum 
and shipbuilding, and to a crisis in the banking system which developed 
with an overflow of funds for investment and a lack of companies willing 
to take on increased debt (Hills, 1983). Industries are eligible for the MITI 
program to reduce excess capacity by scrapping or temporarily retiring 
existing facilities if two-thirds of the producers petition MITI and if the 
agency decides to designate the industry as structurally depressed. The 
law permits MITI to cartelize an industry in order to coordinate cuts in 
capacity and provide funds to ease the financial burden of discarding the 
facilities. For each industry designated as structurally depressed, the 
law requires the ministry overseeing it (usually MITI, but the Ministry of 
Transport in the case of shipbuilding) to consult with industry trade 
associations, major creditors such as the Industrial Bank of Japan, and 
unions, and then to publish a stabilization plan specifying the degree to 
which capacity will be reduced and the means by which this will be done. 
The law's intent is that MITI should rely on the industry's own initiative 
to enforce the stabilization plan, but government-instituted cartels are a 
measure which may be used. Where scrapping capacity causes severe 
financial stress, the law establishes a fund under the supervision of MITI 
and the Ministry of Finance to guarantee loans from private banks to the 
troubled industry. This is an attempt to cushion the costs for those firms 
least able to afford the transition, while recognizing the necessity of 
continued industrial adjustment. The objective of the law is to encourage 
the least competitive firms to withdraw from declining industries. The 
rationalization program is in line with the main goal of Japanese indus-
trial policies, which is to ensure that firms remain competitive during the 
process of transition and transformation in an industry while easing the 
exit of resources from the industry. 

The law has met with opposition from the Fair Trade Commission, 
consumers, legal scholars, and successful firms in designated depressed 
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industries. It was considered by critics to be a way for the government to 
preserve the business of obsolete firms. However, the implementation of 
the law is in the Japanese tradition of consultation among economic 
actors and is not compulsory. To address industry fears of mrn's con-
trol, the law may be applied in an industry only if two-thirds of the firms 
agree. 

In addition to making credit more available, the government employs 
tax incentives to assist industry. The Program on Investment Tax 
Credit,established in April 1979 (for two years), applied to those desig-
nated industries which suffered from structural changes or faced a need 
for urgent rationalization. A tax reduction was granted equivalent to 
10 percent of the purchase price of machinery and equipment. Tax 
expenditures on this program were expected to total 83 billion yen by the 
end of fiscal 1980 (OECD, 1979d). 

Assistance to Small and Medium-Sized Enterprises 	Small businesses 
tend to be economically dependent on the large corporations which run 
the trading companies that market and sell Japanese exports. The Law 
for Provisional Measures for Small and Medium Enterprises was passed 
in August 1971 to assist firms affected by Japan's application of tariff 
preferences to imports from the less-developed countries. Smaller-scale 
firms are entitled to have their adjustment programs financed by the 
Small Business Finance Corporation, the People's Finance Corporation, 
or the Small Business Promotion Corporation, on condition that their 
adjustment plan is approved. MITI also assists small enterprises shifting 
their resources to a new industry if their business has been injured by 
trade changes, technological innovations, shortages of raw materials, or 
compliance with environmental and safety regulations. Long-term, low-
interest and interest-free loans are granted by the above government-
affiliated financial institutions, as are government-guaranteed loans and 
tax incentives. The criteria for assistance under the programs of the 1971 
law were expanded in 1973. Enterprises now are required to provide the 
production of knowledge-intensive goods. 

The System for Subsidizing Small and Medium Enterprises for Stable 
Management was introduced in October 1978. Companies are provided 
with long-term loans through private financial institutions where the 
government-affiliated Credit Guarantee Corporation deposits the funds 
of central and local governments. The policy instrument most favoured 
by the government is the provision of credit to troubled firms in 
depressed industries. Firms are intended to use the loans to move out of 
declining sectors. To assure that they do so, they must obtain govern-
ment approval of an adjustment plan before credit is extended. 

Manpower Policy 
Workers in industries under transformation are designated for special 
assistance benefits under industry-wide programs which rely on the 
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unemployment insurance system. In December 1974, the Employment 
Insurance Law was expanded to include a temporary program (made 
permanent in May 1977) which includes provisions for retraining, wage 
subsidies and other benefits. 

A government program designed to retain workers on payroll desig-
nates workers in 33 structurally depressed industries as eligible for 
partial wage compensation if their firm retains its current level of 
employment. Japanese firms usually seek to retain their permanent 
employees and retrain them for new positions when adjustment is occur-
ring. By subsidizing designated firms that retain workers, the Employ-
ment Insurance Law encourages this tendency through indirect 
assistance. Its impact is greatest for large firms, since small firms lack 
the capacity to retain workers within the company. 

Government benefits to firms are funded totally through payroll con-
tributions by employers with five or more workers. Employers pay a 
percentage of their gross wages to the government. From April 1, 1975 to 
March 31, 1976, 2.85 million workers in 5,848 companies in 152 indus-
tries received these employment adjustment allowances. It is estimated 
that the program saved up to 300,000 jobs in 1975 (U.S. General 
Accounting Office, 1979). Although this program tends to retard adjust-
ment by retaining human capital where it is not most productive, other 
programs have been devised to encourage the reallocation of labour to 
growth industries. 

Under the Employment Countermeasures Law of 1977, supplemen-
tary payments are granted to unemployed workers in designated trou-
bled industries. Regular unemployment benefits are calculated at 60 
percent of average earnings, including bonuses and overtime. Duration 
is governed by age category such that workers under age 30 receive 
benefits for up to 90 days, and those aged 55 and over are compensated 
for up to 300 days. The government-funded Employment Shift 
Allowance System grants up to 15 months of additional benefits at 
reduced levels after regular benefits expire. The emphasis is on training 
and placement, and not on income maintenance. Benefits are normally 
contingent on a worker's willingness to participate in the government's 
training and placement programs. Through the Employment Stabiliza-
tion Fund System established in October 1977, the government subsidizes a 
portion of the wages for workers who attend vocational training. 

The Employment Insurance Law also provides relocation benefits to 
eligible unemployed workers who accept jobs in other locations. To 
qualify, a worker must report to the Public Employment Security Office, 
which certifies unemployed status. The agency then attempts to find the 
worker a job in another part of Japan. Workers who refuse government-
assigned jobs jeopardize their right to benefits. 

Other programs include subsidies to employers who hire older, laid-off 
workers and who try to maintain their workforce when the business is 
shifting to another line of production. A portion of wages plus retraining 
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expenses are granted to the firm during periods of retooling and retrain-
ing. The funds are from employer contributions. 

The basic unemployment insurance system as supplemented by these 
programs is directed at the advancement, rather than the retardation, of 
structural adjustment. Program benefits are tied to the worker's par-
ticipation in retraining programs; this acts as a positive incentive to shift 
human resources into dynamic sectors. By developing placement and 
training facilities, the government may relocate workers from obsolete 
to growth-oriented industries on a nationwide scale. Since this is incor-
porated into the basic unemployment insurance scheme, the govern-
ment can train and place workers displaced by national and international 
changes in economic structure (Ramseyer, 1981). 

Political and Institutional Determinants 
of Industrial Policy 

Japan's economy has evolved from a state of acute underdevelopment in 
the immediate postwar period to a position of world leadership in 
technologically advanced products. This success is due in part to the 
conscious development of an advanced economy through the use of 
industrial policy. A tradition of collective decision making and open 
communication minimizes conflict in the implementation (not neces-
sarily in the formulation) of policy. Japanese political and economic 
philosophy and institutions are well equipped to deal coherently with 
industrial development. Pempel (1982, p. 139) describes policy making in 
Japan as the confluence of industry, the financial system, and the state 
bureaucracy. Policy reflects the interest of that conservative coalition. 

Policy makers have a well developed set of shared objectives which 
emerge from the "consensus-building" process. Industrial policy has 
focussed on growth through a rapid adaptation to technological change, 
rationalization and sectoral transformation (Campbell, 1984). Concerns 
about inflation and social welfare have taken second place. Japan's social 
security system is relatively unsophisticated, since firms have tradi-
tionally provided fringe benefits to fill the social welfare gap and dissi-
pate social protest during the process of industrial adjustment. Benefits 
provided by firms include housing, medical insurance, and transporta-
tion benefits on top of regular salary. Pragmatism and a sense of interna-
tional vulnerability have been the motivating forces behind Japanese 
efforts to "catch up." Industry has been nurtured behind traditionally 
high tariff barriers, weak antitrust legislation which permits concentra-
tion to capture economies of scale, and restrictive regulations on foreign 
investment. Once the domestic market reached saturation, exports were 
aggressively encouraged. Japanese policy in this manner operated under 
the principle of dynamic comparative advantage such that "infant" 
industries, which had initially been of average capital-labour intensity, 
became knowledge-intensive industries. 
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Although government expenditures constitute a small percentage of 
GNP relative to most nations surveyed, the influence of Japan's govern-
ment on the economy is significant. Japanese policy making is marked 
by a traditional acceptance of government intervention in the economy, 
with the active participation of other economic and political actors. Both 
government and business participate in the process of identifying areas 
of exceptional growth opportunity, attracting resources into these areas, 
and operating adjustment programs to care for dislocations (Ramseyer, 
1981). The government (with business) has formulated its own view of the 
critical structural objectives of national economic policy rather than 
leaving this definition to the politically strongest segments of industry, as 
has occurred in more pluralist systems. A corporatist rather than a 
pluralist tradition has resulted in "consensus-building" policy making 
for which international comparative advantage is the guiding principle. 

Japan is not immune from employing ad hoc, politically expedient 
measures, particularly when dealing with agriculture or textiles, which 
are important constituencies of the Liberal Democratic Party (LDP), the 
dominant postwar political party in Japan. However, Japanese industrial 
policy has generally taken a pragmatic approach to the promotion, 
rather than the prevention, of adjustment. To this effect, Japanese policy 
is addressed to the investment rate and structure of producers, to 
technological development, and to export-import measures (Magaziner 
and Hout, 1981). Business organizations, labour organizations (to a 
certain extent), the banking system, and the bureaucracy play important 
roles in the formulation of policy. 

The Role of Labour Organizations 
Labour organizations lack effective access to government and are 
severely disadvantaged because their political connections are 
exclusively with the parties that are out of power (Stockwin, 1975). The 
conservative Liberal Democratic Party is aligned with big business and 
agricultural interests, and is less inclined to address labour issues. 
Labour's influence is limited by its links with the Japan Socialist Party 
and the Democratic Socialist Party. Although 35 percent of the work-
force is unionized, unions are organized on an enterprise basis and often 
incorporate both management and workers. Wages are settled annually 
in the "Spring Offensive." Strikes are uncommon, because workers 
identify with their firm and because bonus payments are tied to profits, 
which can be endangered by labour militancy. Loyalty to the firm is 
reinforced by Nenko, the lifetime employment system. Although the 
system applies to less than half the workforce (women and most workers 
in small business are excluded), it is an important job security measure. 
In periods of recession, part-time workers are laid off first. Businesses 
try to avoid dismissing permanent employees, who may be transferred 
within a firm rather than be made redundant. This system may impose a 
costly obligation on large corporations to keep surplus labour, but it 
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enhances labour mobility within enterprises and increases the flexibility 
of the labour system. 

The Role of Business Organizations 
Four main business federations represent business in its dealings with 
government ministries. Together, they incorporate one-half to one-third 
of all industries and thus can internalize the welfare losses of adjustment 
policies. Their influence stems from their comprehensive membership, 
skilled permanent staff, and connections with politicians. Industry asso-
ciations are concerned with policy toward individual sectors and usually 
implement policy (Ouchi, 1984). Officials of these associations sit on 
advisory committees of the Ministry of International Trade and Industry. 
Small business has traditionally been at a political disadvantage in that 
Keidonren, the major business organization, represents big business, 
and virtually all the industry associations are controlled by a small 
number of large corporations. However, as big business becomes less 
cohesive with the entry of foreign capital and the divergence of interests 
between declining and dynamic sectors, small business has moved to fill 
the gap. The Liberal Democratic Party acts increasingly to broaden its 
constituency and seeks the support of small business with such meas-
ures as the 1978 System for Subsidizing Small and Medium Enterprises 
for Stable Management. 

The Role of the Banks 
Japanese industry is financed primarily by bank loans. Only 20 percent 
of total investment is held in equity or common shares (Zysman, 1983). 
Large firms are organized within a banking group around the trust and 
city banks — the 13 large commercial banks, which extend one-quarter 
of all loans made by financial institutions in Japan. Each banking group 
has a trading company which acts as a go-between in buying goods and 
services abroad and selling in Japan and vice versa. Credit is extended 
more easily to the banking group's affiliates. The "main bank" will help 
reorganize a troubled firm through its ability to control the debtor's 
management and to impose compromises on other creditors within the 
group. Ties between banks and their corporate customers are increased 
by the bank's ability to invest in shares in non-financial companies, by 
cross directorships, and by the temporary assignment of bank 
employees to customers' businesses. 

Banks are linked with the government through the Bank of Japan, 
within a system which provides the government with a certain control 
over credit as a policy tool. The Bank of Japan, supervised by the 
Ministry of Finance, lends money to the city banks, which lend to 
industry. On occasion, the Ministry of Finance may exert leverage over 
the banks by suggesting which projects to support, a suggestion which 
the banks rarely resist. Banks need the cooperation of government when 
they become over-extended and will accept political guidance. The 
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system thus rests on common interests between banks and the govern-
ment, with the banks playing an important role as intermediaries 
between the state and industry. 

Japan's Bureaucracy 
The Japanese bureaucracy is characterized by competition and conflict. 
MITI and the Ministry of Finance, the two most important ministries 
with regard to industrial policy, often have conflicting goals. However, 
the relationship between the bureaucracy and the cabinet, which is 
dominated by bureaucrats, has contributed to the ability of Japanese 
policy to take a long-term, strategic approach. 

The most important institution in the policy-making process is MITI. It 
is responsible for shaping the structure of industry, adjusting disloca-
tions that arise in transition, managing foreign trade, ensuring raw 
material and energy flows to industry, and managing particular areas 
such as small business (Johnson, 1982). The broad range of policy tools at 
its disposal include tax incentives, antitrust laws, and special lending 
provisions. However, its structural initiatives, which have focussed on 
the rationalization and concentration of industries, may be limited by 
the Fair Trade Commission, which administers the Antimonopoly Act. 
Also, mm's budgets must be passed by the Ministry of Finance. 

MITI's influence over industry emanates from the system of "adminis-
trative guidance." Ministry officials communicate with business within 
ministerial advisory committees which incorporate representatives from 
the business and academic communities. Policy shifts are discussed in a 
network of conferences that ensure a formal information exchange and 
allow responsive and incremental policy making on the part of both the 
bureaucracy and business. Business regards administrative guidance, 
which is a fundamental part of the government-business relationship, as 
justifiable and in its long-term interests. 

The Ministry of Finance sets monetary and fiscal policies and controls 
government budgeting and tax collecting operations. Since the principal 
instruments of industrial policy are direct budget and revenue items, any 
policy requires Ministry of Finance approval. The Financial Bureau of 
the Ministry of Finance manages the Fiscal Investment and Loan Plan, 
which channels government funds into industrial sectors through public 
corporations, such as the Japan Development Bank, which offer loans 
and grants. This is a major government lever on the cash flow in the 
economy. 

French Industrial Policy 

Economic Characteristics 

General Performance 	France's GDP growth rate since 1960 has 
remained strong relative to that of most nations surveyed (Table 3A-1). 

Chandler & Trebilcock 143 



Growth in GDP slowed significantly during the 1970s, as did growth in 
GDP in other nations surveyed. 

Growth in employment over the past twenty years has remained 
relatively low (Table 3A-2). Since 1960 the unemployment rate in France 
has been average relative to that of most nations surveyed (Table 3A-1). 

Consumer price increases were average relative to those in other 
nations surveyed from 1960 to 1977, but were relatively high from 1978. In 
France, as in other nations surveyed, consumer price increases acceler-
ated in the early 1970s. Unlike other nations surveyed, however, France 
did not experience significant slowing in the rate of consumer price 
increases in recent years. Although the rate of productivity growth in 
France declined from 1960 to 1961, it remained one of the highest of the 
nations surveyed until 1980. 

France's gross fixed capital formation as a percentage of GDP 
increased slightly from 1960 to 1976 and thereafter decreased slightly 
(Table 3A-3). Gross fixed capital formation as a percentage of GDP was 
average relative to that in other nations surveyed. 

Composition of GDP/GNP 	The manufacturing and agricultural sec- 
tors as percentages of GDP in 1980 were similar to those of most nations 
surveyed (Table 3A-4). Manufacturing constituted 25 percent of GDP 
(George, 1983), while agriculture constituted 4 percent (U.N. Statistical 
Office, 1981). France's manufacturing and agricultural sectors as percen-
tages of employment were high relative to other nations. Employment in 
manufacturing was 30 percent of the total labour force (oEcD, 1982a), 
while agricultural employment was 8 percent (International Labour 
Organization, 1983). 

The percentage of GNP composed of government expenditures in 1960 
was the largest among the nations surveyed (Table 3A-5). In 1980, this 
percentage was still relatively large. The ratio of social security pay-
ments to government consumption expenditures increased from 1960 to 
1979 and in those years was the highest of those nations surveyed. 

Openness 	France's exports and imports in 1972 as percentages of 
GDP were greater than those of most nations surveyed (Table 3A-6). In 
1982, exports as a percentage of GDP were lower relative to most nations, 
while imports remained higher. 

From 1972 to 1982, France's exports decreased very slightly, from 17.2 
to 17.1 percent of GDP, while imports increased from 16.4 to 21.4 percent 
of GDP. France moved from a trade surplus to a trade deficit position, as 
did Australia, while the United States, Britain and Sweden showed trade 
deficits in both 1972 and 1982. France's 1982 trade deficit, as a percentage 
of GDP, was the largest of these nations. 

From 1960 to 1981, France's share of exports of manufactured goods of 
developed market economies remained constant and average relative to 
most nations surveyed (Table 3A-7). 
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Tariff Rates 	The average industrial tariff rate on dutiable products is 
the EEC rate and is comparable to that in Canada but higher than rates 
for the United States, Japan and Sweden (Table 3A-8). 

Foreign Investment 	France has imported a relatively low percentage 
of all capital imported by developed market economies (Table 3A-9). 
This percentage increased from 1967 to 1978 but remained low relative to 
other nations surveyed. France's exported capital as a percentage of all 
capital exported by developed market economies decreased from 1967 to 
1978. France was a net exporter of capital in 1967, but in 1978 it exported 
the same amount of capital as it imported. 

The flow of foreign investment into France as a percentage of gross 
fixed capital formation increased between 1961 and 1979, but remained 
average relative to other nations surveyed (Table 3A-10). Data on inward 
direct investment flows suggest that France is following the trend to 
lower foreign investment in the manufacturing sector and higher invest-
ment in the services sector (Mytelka, 1985). 

Enterprises in France that are more than 20 percent foreign-owned 
accounted for 27.8 percent of production and 19 percent of employment 
in 1975 (Table 3A-12). These percentages are high relative to Japan and 
comparable with West Germany. 

Many of the sectors surveyed are closed to foreign investment 
because of public or private monopolies (Table 3A-13). These sectors 
include telephone and/or telegraph, the postal service, international 
communications, rail transport, radio and/or television broadcasting, 
tobacco, gas and/or electricity, atomic energy and (as the note to Table 
3A-13 indicates) explosives, matches, and various public services. The 
number of such sectors closed to foreign investment is high relative to 
the numbers in most nations surveyed, especially the United States, 
West Germany and Japan. 

Concentration 	Average concentration in France is somewhat lower 
than in the United States and is comparable with average concentration 
in West Germany (Table 3A-14). Concentration levels are higher in 
France than in most nations in the cigarette, glass bottle, cement, steel, 
refrigerator and storage batteries industries, and are average or lower in 
other industries examined (Table 3A-15). 

Public Ownership 	Public ownership of the major industries sampled 
is high in France relative to most nations surveyed. Only Britain has a 
higher percentage of public ownership of the industries examined (Fig-
ure 3A-1). Every industry except shipbuilding shows public involve-
ment. While the motor and steel industries are wholly privately owned in 
most nations surveyed, in France public ownership of these industries 
amounts to 50 and 75 percent, respectively. 
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Research and Development 	France's gross expenditure on R&D in 
1977 was 1.8 percent of GDP, a similar percentage to Sweden and Japan, 
less than the United States, Britain or West Germany, and greater than 
Canada or Australia (Table 3A-16). Expenditure on R&D as a percentage 
of GDP increased slightly between 1973 and 1979 (Science Statistics 
Centre, 1983). Government funding of R&D as a percentage of total 
expenditures on R&D in France is somewhat lower than in most nations 
surveyed. Government involvement in performing R&D is higher than in 
the United States, Japan or West Germany but lower than that in Canada 
or Australia. Business performs a relatively high percentage of R&D. 

Regional Disparities 	Bretagne and Midi-Pyrenees are the poorest 
regions of France, and the wealthiest area is Paris (Table 3A-17). Inter-
regional inequalities as measured by the Gini coefficient are greater in 
France than in most nations surveyed; only in Canada are they higher. 
The Gini coefficient indicates, however, that these inequalities are not 
substantial. 

Instruments and Objectives of Industrial Policy 

Export Assistance 
French export assistance policies are an effort to increase the competi-
tiveness of French exports indirectly, in lieu of traditional instruments 
such as the tariff. From 1975 to 1977, the French government directly 
financed overseas trade (through long-term credits and general interest 
subsidies) by FrIO billion, almost 2 percent of the value of total exports 
in 1977 (Green, 1981a). Indirect export subsidies are channelled through 
the banking system (mainly through the Credit national) and through 
credit agencies such as the Compagnie frangaise d'assurance pour le 
commerce exterieur (COFACE). Government assistance through 
COFACE may cover up to 70 percent of the cost of additional productive 
capacity for enterprises that undertake to increase foreign sales by a 
specified amount. In 1977, COFACE provided Fr3 billion in subsidized 
lines of credit. A similar role is assigned to the Banque frangaise du 
commerce exterieur, which advanced medium- and long-term credits 
that increased from Fr11.7 billion in 1970 to Fr57 .1 billion in 1977 (Green, 
1981a). The French government also provides "mixed credits," which 
are commercial credits lumped with development aid for developing 
nations. There is also a practice of exporting complete plants to develop-
ing countries. In 1977, sales of these plants, worth Fr26 billion, 
amounted to one-third of French capital goods exports. The plants 
usually are sold on favourable terms and may lead to re-exports in 
sectors such as steel. 

French export assistance is oriented strongly toward eastern Europe 
and the developing nations. In 1978, 24 percent of COFACE credits were 
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assigned to eastern Europe and 29 percent to the developing nations. 
Similarly, in 1977, 74 percent of sales of plants went to the developing 
nations (Green, 1981a). 

Competition Policy 
Competition policy in France reflects a somewhat inconsistent focus. 
While the French government has sought to control monopoly power 
through a strong competition act introduced in 1977, it also continues to 
encourage concentration through special tax treatment, in recognition of 
the need for restructuring in French industry. No antitrust tradition 
exists in France. Indeed, the state believes it encourages efficiency in 
following a policy aimed at encouraging the development of large indus-
trial conglomerates (Suleiman, 1975). The government emphasizes the 
positive value of large firms which enhance efficiency and tends to 
discount the ability of these firms to limit competition through monopoly 
power. Price controls which prohibited French firms from amassing high 
profits were an attempt to reconcile competition and oligopoly. However, 
these were dismantled in 1978 and 1979. 

French industrial policy has tended to distinguish between interna-
tional and domestic competition when setting goals for French industry, 
and has placed greater emphasis on the former. The policy of "national 
champions," the desire for international prestige and national indepen-
dence evident in French foreign economic policy, and the industrial 
policy-making process of l' economie concertee, which favours represen-
tatives from big business, all indicate a preoccupation with large indus-
trial enterprises (Suleiman, 1975). 

The competition act of July 1977 introduced new efforts to strengthen 
the market mechanism. It deals with the control of economic concentra-
tion, the prevention of unlawful cartels, and the abuse of dominant 
market positions through a system of optional notification of concentra-
tion agreements or operations. Where no notification is given, the Chair-
man of the Competition Commission or the Minister of Economic and 
Financial Affairs may order an investigation. Where notification is 
given, an investigation takes place automatically. Quantitative criteria 
have been adopted for considering mergers likely to be anticompetitive, 
and for defining market-dominating enterprises qualifying for control. 
Mergers and acquisitions are controlled "where the total business turn-
over of the enterprises concerned in the domestic market during the 
calendar year preceding the transaction exceeded 40 percent of domes-
tic consumption in the case of similar or substitutable goods or services 
or 25 percent of domestic consumption in the case of different or non-
substitutable goods" (OECD, 1979b). 

Public Enterprise 
Nationalization in France is the logical outcome of a highly interven- 
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tionist tradition. The oldest French nationalization, that of the tobacco 
industry, dates from Louis xiv. Many key industries such as the mines, 
railways and banks, that were not nationalized until after World War II, 
were built up with public capital. Former French President Charles de 
Gaulle nationalized the Renault car firm, Air France, the coal mines, 
electricity and gas, the large insurance companies and clearing banks. 
President Francois Mitterrand's government has embarked on another 
series of nationalizations, with the rationale that public sector invest-
ment is the driving force behind the achievement of full employment and 
that the extension of public ownership will enable policy makers to 
depend upon the support of an enlarged public sector in the implementa-
tion of the government's economic policy. State holdings in manufactur-
ing industry have risen from 15 percent (by turnover) in 1981 to 32 percent 
in 1982 (Ardagh, 1982). 

State motivation to nationalize may be described as pragmatic rather 
than primarily ideological. Mitterrand has nationalized military aircraft 
firms, electronic enterprises, and the merchant and deposit banks, 
which de Gaulle had left to the private sector. The steel firms, Usinor 
and Sacilar, were nationalized to prevent their certain bankruptcy. With 
these nationalizations, France has aimed to defend its sovereignty in 
what it perceives as key sectors (Hayward, 1982). 

Research and Development 
Historically, France has a strong record of innovation but a poor record 
of application. The "pure scientists" in the universities and the Centre 
national pour la recherche scientifique disdain commercial applications 
of their work. R&D policy is characterized by the predominant role 
played by the public sector, the selection of "winners" in strategic 
industries to receive special aid, and the institutionalization of a frag-
mented and functional conception of product development (Zysman, 
1977). 

The government's working notion of the role of R&D in the economy is 
that it acts to speed the flow of ideas from research toward an actual 
project. Funding is structured around the steps of a "line model of 
innovation" which suggests that innovation proceeds in sharp jumps 
that begin with basic research, proceed through development, then 
blossom into production. Therefore, a firm must organize itself on this 
fragmented and functional basis in order to negotiate with the state for 
assistance. Strategic planning is therefore political planning. The firm is 
necessarily less concerned with organizational efficiency in product 
development than with coordinating its structure to that of the cen-
tralized and functionally specialized state. The requirements of indus-
trial efficiency conflict with the problems of negotiating with the French 
government for funding. Thus, firms are weakened in the marketplace 
because they are oriented to the state. 
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The goals of the state in the area of R&D are not only technical but 
evidently political. Aid for industrial R&D from the Delegation a la 
recherche scientifique et technique (DGRST), which is attached to the 
Ministry of Industry, is granted within programs which represent a 
conscious effort by the government to intervene in the industrial R&D 
process (Zysman, 1977). DGRST aid is not extensive; a total of Fr950 mil-
lion has been granted to all industry since 1966. As discussed previously, 
in 1977 government funding of R&D as a percentage of total expenditures 
on R&D was somewhat lower in France than in most nations surveyed. 
Since 1980, however, the state budget for R&D aid has increased and is 
coordinated by the new Ministry of Research and Development. Mitter-
rand's nationalization increased the proportion of research done by or 
for public sector companies from 26 to 53 percent of French industrial 
R&D (Ardagh, 1982). Thus, the state's role as both a provider of funds and 
an initiator of research is expanding. 

The mechanisms by which firms may receive aid link assistance 
procedures to the implementation of industrial policy. The development 
departments of firms are required to give a confidential indication of their 
program of research to the Ministry of Industrial and Scientific Develop-
ment, the Ministry of Economic and Financial Affairs and the Secretary 
of State for Economy and Finance. (This procedure may change under 
Mitterrand's new Ministry of Research and Development.) The funding 
decisions are not based simply on technical considerations, but are 
coordinated with industrial policy goals. 

R&D assistance is concentrated in the dynamic sectors of the econ-
omy. Dominant firms in these sectors tend to receive a disproportionate 
amount of aid because high-ranking officials, such as the president or 
director of research, represent these firms on the committees which 
allocate aid under DGRST programs. Ninety percent of the funds of the 
Concerted Action program in electronics go to the laboratories of the 
organizations that are represented on the committees (Zysman, 1977). 
R&D in France thus has an ingrained political character. 

The Agence national pour la valorisation de la recherche (AN VAR) is 
the other public agency which implements state innovation policy. 
ANVAR had a budget of Fr400 million in 1979 to be distributed to firms 
for specific projects. An innovation grant of 25 percent of the firm's 
external R&D expenditures, to a ceiling of Fr one million per year, is 
available to any firm with less than 200 employees. A refundable loan 
capacity of up to 50 percent of the cost of introducing new products or 
processes is available to firms at any stage of the innovation process. It 
must be repaid only if the innovation is successful. The loan is arranged 
through bank channels out of a special fund, the Caisse nationale des 
marches d'etat. ANVAR is run on a regional basis. Innovation grants of 
less than Fr500,000 may be authorized by one of ANVAR's regional 
delegations, which correspond roughly to France's 30 economic zones. 
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France's active promotion of technological development in "key" 
industries is a major part of its industrial policy. Although programs such 
as the "strategic reinforcement" strategy initiated in 1980 go beyond the 
provision of R&D assistance, it is a central feature. France has estab-
lished six strategic industrial areas in which it is believed that the failure 
to develop a French presence would have serious future consequences. 
They are underwater exploration (for oil and minerals), automation of 
office procedures, consumer electronics, robotics, bio-industry and 
energy-saving equipment. (The Interministerial Committee for the 
Development of Strategic Industries, described later in this chapter, is 
concerned with the same industries.) Aid into these industries includes 
R&D to develop French products. In February 1981, Fr10 billion in R&D 
assistance was allocated to the bio-industries to enable firms in this area 
to expand over the next five years. Intervention is to support entrepre-
neurial initiative in industries selected as "winners." 

French tax law allows the deduction of current R&D expenses from 
taxable income in the year in which they are incurred. Operating losses 
may be carried forward for five years. If R&D expenses are treated as 
"formation expenses" they can be deducted when incurred or carried 
forward without time limitations (McFetridge and Warda, 1983). 

Capital expenditures on R&D are depreciated over their economic life. 
Fifty percent of the cost of certain capital assets may be deducted in the 
year in which the assets are acquired, with the balance of the cost 
depreciated normally; this measure is limited to smaller firms which are 
not controlled by firms listed with the stock exchange. 

Firms engaged in R&D are entitled to a deduction equal to 10 percent of 
the cost of qualifying investments, including scientific and research 
equipment, provided it has a useful life of three years. This deduction 
does not reduce the amount of other deductions available. 

Regional Development 
Regional development policy is implemented within centralized admin-
istrative departments, although a greater role is gradually being given to 
regional bodies in the preparation and implementation of policy meas-
ures. DATAR (la Delegation de l'amenagement territoire) has representa-
tives in the 30 economic regions. French regional development programs 
aim to restore the economic balance between the area east of Paris and 
the west, southwest, the Massif Central and Corsica, which are areas of 
limited industrialization. A more general aim is to restore the balance 
between the old single-industry regions such as Lorraine, where the 
steel industry is centred, and the more diversified areas. To accomplish 
this, the state relies mainly on DATAR, which prepares and implements a 
system of aid for the decentralization, conversion and development of 
industrial and tertiary activities throughout France. DATAR programs 
give emphasis to projects which create jobs, echoing the industrial 
policy goal of full employment. 
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DATAR receives funds from the Ministry of Economic and Financial 
Affairs to administer its programs, such as the prime developpement 
regional or regional development grant. The grant operates on a tiered 
system defined by region and number of jobs created. Firms in the 
Massif Central, some areas of the West, Alsace and Lorraine may 
receive Fr25 ,000 per new job created in an industry, subject to a ceiling 
of 25 percent of the amount invested, excluding tax. Expansion must 
result in an increase in employment of 30 percent or 100 persons, with the 
project to be completed within three years. In the west and southwest, a 
subsidy of Fr20,000 per job to a maximum of 17 percent of total invest-
ment is available, while in the north, east, and southeast, Fr15,000 per 
job to a ceiling of 12 percent of total investment may be allocated. Each 
case is investigated individually, with a detailed assessment of other 
industrial and financial aspects of the program. The process is thus very 
slow, which may deter potential applicants. 

The creation in September 1978 of the Special Fund for Industrial 
Adaptation (FSAI), to assist the conversion of regions dominated by 
declining industries which had been severely affected by the recession, 
permitted the state to assist depressed regions while asserting control 
through the new mechanism of the prets participatifs. Subsidies are 
awarded to companies which set up new plant capacity in distressed 
areas such as Lorraine and in the shipbuilding centres of Dunkirk, 
Marseilles and Nantes. FSAI was administered by a committee modelled 
on the Interministerial Committee for the Adaptation of Industrial Struc-
tures (CIASI). Its administration was a turning point in policy making in 
that subsidies granted under the program were not to be tied to job-
creation targets, which had always been a central feature of regional 
development policy. Capital investment in the region was to be financed 
by loans and grants of up to 50 percent of total cost. 

FSAI introduced the prets participatifs, a long-term (17 to 20 years) loan at 
a subsidized rate of interest, which is repayable only if the firm attains a 
specified level of profitability. One of the problems with the subsidy has 
been that firms have overestimated this level to delay repayment. The loan 
becomes a part of the company's capital for its duration, and thus provides 
the state with non-voting holdings in private companies. The prets par-
ticipatifs became an important policy tool, adopted by the CIASI and other 
committees for use in crisis management. 

Other regional development incentives include the decentralization 
allowance, under which 60 percent of the costs of dismantling, transit 
and assembly are reimbursed to a firm which relocates outside the Paris 
region. Under PLAT (la prime de localisation d'activites tertiaires) and 
PLAR (la prime de localisation de recherche), grants are awarded in 
proportion to the number of service or research jobs created outside the 
Paris region. In particularly depressed areas, the Aide speciale rurale 
program will finance the creation of the first 30 jobs in enterprises in 
sectors such as tourism, located in areas of falling population density of 
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less than 20 inhabitants per square kilometre and considered to be less 
favoured zones as defined by the EEC. 

Grants under the above programs are highly selective and most firms 
do not benefit from all of their provisions. A major barrier to aid is the 
condition of job creation, which effectively reduces the level of 
assistance to capital-intensive firms. Policy makers have favoured the 
provision of grants over tax expenditures, on the assumption that firms 
need immediate assistance when setting up, since their cash flow is likely 
to be low. At this point, grants may have a maximum effect in influencing 
a firm's decision on location. 

French regional development policy also includes the use of disincen-
tives. Firms locating in Paris must pay a penalty of an annual tax of Fr400 
per square metre for office space and Fr200 per square metre for factory 
space. On average, this represents a 10 percent increase in investment 
costs for firms setting up in the Paris region. 

France's regional development programs have had a positive impact in 
moving investment away from the Paris region. Whereas 15 percent of 
industrial investment in 1960 was in the west, the proportion had 
increased to 40 percent by 1973 (OECD, 1973a). Industrial employment 
also increased in the west by 25 percent between 1961 and 1971 (oEcD, 
1976b). One-third of all jobs created in industry between 1954 and 1962 
were in the Paris region, but the number declined by 5 percent since 
1962. Movement of employment out of the Paris region might have 
occurred even without policy initiative, since wage costs are lower in the 
disadvantaged regions. 

Manpower Policy 
France has attempted to increase labour mobility as a preventive policy 
so that labour may respond to changing industrial conditions. Legisla-
tion was passed in 1971 which established vocational training as part of 
recurrent education. All enterprises which have signed a training agree-
ment are obliged to grant training leave to all workers who request it, 
provided that hours of leave do not exceed 2 percent of the hours worked 
in a year. Government financial assistance to attend training courses is 
granted to workers over 18 years of age who have been dismissed or 
whose jobs are threatened, and to those who wish to enhance their 
access to new jobs in growing sectors. Participants receive no unemploy-
ment benefits when training but are paid up to 120 percent of the 
minimum wage. The program is administered by the Ministry of Labour 
through the Association pour la formation professionnelle des adultes, in 
whose management government, employees and employers are repre-
sented equally. Employers contribute over 1 percent of total annual 
payroll costs to training, a figure which is increasing. 

The main objective of French manpower policy is to promote full 
employment. This policy has sometimes conflicted with the economic 
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efficiency objective of shedding redundant labour. Representatives of 
the steel industry have charged that the perpetuation of the industry's 
difficulties is due in part to government employment policy which pre-
vented adequate rationalization. Following the labour protests of May 
1978, legislation was passed which made it difficult to fire workers. 
French firms may not discharge workers without prior notice, the period 
of which depends on the number of workers to be laid off. They must 
consult their "committee of enterprise," composed of union and worker 
representatives, to discuss the need for and terms of redundancy, and 
must receive permission from the Ministry of Labour to lay off workers. 
France's partial unemployment program is an alternative to redundan-
cies. The idea is for all workers to share the cost of redundancy rather 
than for a certain number to bear the full cost. Workers receive 50 
percent of their regular wages for the total number of hours lost below 40 
hours per week, but no employee may be paid for more than 400 hours in 
total within the program period. The government will pay 90 percent of 
the cost of this program if the employer agrees that there will not be 
layoffs for a further six months. The Minister of Labour must determine 
whether the need is genuine. 

Unemployment benefits are available to maintain the incomes of 
redundant workers. Benefits may reach 60 to 75 percent of previous 
earnings for a period of 52 weeks if the worker has been employed for six 
months. Workers on the low end of the earnings scale may receive up to 
90 percent of the minimum wage. If the worker has worked less than six 
months, benefits are 40 percent of previous wages. Unemployment 
benefits are universally applicable and do not depend on previous contri-
butions. Before changes in the system in July 1979, benefits could be 
received only if adequate contributions were made to the fund. To 
encourage early retirement, with the objective of creating jobs, workers 
at age 60 may receive unemployment benefits supplemented to provide 
80 percent of the net previous wages until age 65, when regular retire-
ment benefits come into effect. 

Foreign Investment Regulation 
French policy toward foreign investment combines encouragement and 
restraint. All foreign direct investment is subject to review, although that 
from EEC countries requires only prior notification to the Minister of 
Economic and Financial Affairs and may be blocked only for balance-of-
payments reasons. Investment originating from non-EEC countries 
requires the prior authorization of the Minister of Economic and Finan-
cial Affairs whether the investment is made by French companies under 
foreign control or by non-residents. Investment is evaluated according 
to its contribution to increased output, employment, exports, and 
improved technology. Approval is often a sensitive issue involving inter-
bureaucratic conflict. The Ministry is generally favourable to foreign 
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investment because it helps the balance of payments. DATAR, the 
regional planning agency, also favours investment to create jobs in 
distressed areas. However, the ministries of Industrial Development and 
of Defence favour "national solutions" and argue against inward invest-
ment. In this battle, the Direction du Tresor, or Treasury, generally has 
the last word if the conflict does not escalate to the executive level. 
Foreign direct investment is prohibited if "in view of the amount 
involved, or of other factors, a specific transaction or transfer would 
have an exceptionally detrimental effect on the interest of France" 
(Christelow, 1979). 

Inward investment is generally welcomed in depressed areas and in 
growth industries, but foreign dominance is resisted. The French gov-
ernment has occasionally subsidized joint foreign-domestic ventures, 
such as the computer firm Cu, to restrict or reduce the role of wholly 
foreign-owned firms. (CII Honeywell Bull is a computer firm formed by 
the merger of the U.S.—controlled Compagnie Honeywell Bull and the 
French-owned Compagnie internationale pour l'informatique.) Thus, 
France's policy toward foreign investment is highly pragmatic and 
restricted only by concerns for national independence, a concern which 
is common to all of French industrial policy. 

Political and Institutional Determinants 
of Industrial Policy 

French industrial policy is the outcome of "political conflict over which 
opportunities will be taken and who will bear the costs" (Zysman, 1977; 
p. vii). State intervention in the economy is motivated not only by 
economic reasoning, but also by visions of prestige and national inde-
pendence. A highly interventionist industrial policy which seeks to 
employ instruments capable of directly influencing industrial decision 
making at the investment level is the logical outcome of France's politi-
cal tradition. L'Etat is the symbol of authority, and an authority consid-
ered adequately neutral to act for the general interest. In a nation in 
which the roots of industrialism were directly political, and in which 
industrialization took an antimarket direction, keeping in place many of 
the institutions and social groups of the traditional economy, industrial 
policy has been formulated to insulate industry from the market and to 
minimize competitive risk. 

Recently, France has taken steps to strengthen the market mecha-
nism — for example by removing price controls — and policy makers 
aim to facilitate industrial growth through a combination of state inter-
vention and reliance on the market. However, progress toward building 
an efficient and competitive economy is likely to remain compromised as 
industries, including the most dynamic, continue to look to the state to 
protect established market positions. Powerful instruments are available 
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to the state, not least of which is its control over the financial system and 
near-monopoly of credit. 

Business and Labour Organizations and French Planning 
Through the planning exercise, state and big business entered a part-
nership, l' economie concertee, which involved a formal process of nego-
tiation and consultation. Acceptance of the paternalistic role of the state 
transcends ideological considerations (since France was governed by a 
centre-right coalition from 1958-81) and is the starting point for l' econo-
mie concertee, the partnership of state and business interests from which 
labour interests are excluded. Business, which does not have an all-
encompassing organization other than the loosely structured Conseil 
national du patronat frangais (CNPF), was represented by the trade 
associations or large firms themselves. Labour representatives were 
excluded from the process. The exercise was an efficient information-
gathering mechanism for the state and it prepared policy makers better 
to cope with adjustment. Collaboration with the private sector also gave 
the process legitimacy, although the exclusion of the unions has resulted 
in conflict. The unions asserted that the CNPF National Plan was direc-
ted excessively at industrial development, to the exclusion of social 
concerns. A tradition of weak relations between the state and the unions 
and the fragmentation of the unions have not encouraged socialization of 
the costs of adjustment. French labour unions are weak and divided, and 
are often unable to resist business interests. Only 23 percent of the 
French workforce is unionized, compared with an EEC average of 43 
percent. Industrial policy is the outcome of negotiation within the part-
nership of bureaucratic, political and business elites who are linked 
through common educational backgrounds and who share the goal of an 
advanced but orderly French economy. Whereas the National Plan, the 
inheritance of a tradition of centralized and powerful administration, 
was once the by-product of this process and an attempt at medium-term 
strategic decision making, it is now more important itself as a process 
than as a policy framework. 

"Deplanification" — the dismantling of planning institutions, reduc-
tions in the scope of the National Plan, and a return to economic 
liberalism — occurred under Prime Minister Raymond Barre, following 
the defeat of the French Left in the election of March 1978. Price controls 
were abolished in September 1978, and a reform of the tax law encour-
aged investment on the stock market. The government was more inter-
ested in emphasizing the role of market signals than in intervening 
directly. The Planning Commission, which had played a central role in 
policy making, was replaced by the Conseil general de planification (CGP), 
which virtually abandoned the "concertation" process. The CGP is a 
highly political body composed of the President, the Prime Minister, the 
Minister of Economic and Financial Affairs, the Minister of Labour and 
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Employment, and the Planning Commissioner. Previously, planners 
were autonomous from the government, at least in principle. Planners 
are no longer a part of the inner core of French public administration. 
The French government is taking a more flexible approach to the econ-
omy, coordinating policies through bureaucratic agencies rather than 
attempting to develop a coherent national strategy. 

The Banking System 
The decline of the Plan went hand in hand with a shift in economic policy 
away from general industrial development and toward more selective 
assistance to industry under the sector-plan concept. The French state 
has powerful instruments to direct selective assistance, which include 
control over the banking sector. The state's influence in the financial 
system is derived from the direct ownership of financial institutions, 
insurance companies, and the savings caisses, and from the weakness of 
the financial markets. There is an enduring tradition of private bank 
involvement in the initiation and management of business, and the 
banques d'affaires are experienced at industrial reorganizations. The 
banks play a vital role as intermediaries in industrial reorganization. 
They are often "locked in" to shareholdings in firms, from which it is 
difficult to disengage during crisis. The state does not encourage disen-
gagement, since it favours bank involvement in crisis management 
(Dyson and Wilks, 1983). Specialized intermediaries under the Treasury, 
such as the Credit National, the Economic and Social Development 
Fund, and the French Bank for Foreign Trade have become the major 
actors in organizing the funds of new firms and in rescuing and restruc-
turing ailing ones (Cohen et al., 1982). State control over the allocation of 
capital may influence private investment decisions, since French indus-
try derives 80 percent of its capital from state-owned financial institu-
tions (Zysman, 1977). The Direction du Tresor within the Ministry of 
Economic and Financial Affairs is the department responsible for imple-
menting interventionist financial instruments such as regional develop-
ment grants. 

The Administration of Policy 
France's tradition of centralized and authoritative administration ori-
ented the economy toward Paris. The political character of industrial 
decision making forced firms to be as concerned with state policy as with 
market efficiency. The weakness of labour, which is alienated from the 
policy process, enabled the state-business elite to dominate the choice 
of industrial policies. 

The Interministerial Committee for the Development of Strategic 
Industries (corms) was established in 1979 with the aim of steering the 
development plans of six strategic industries. International competi-
tiveness in high-technology sectors is the rationale for intervention, and 
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industries are to be developed with an export orientation. Firms are 
expected to increase their share of world as well as domestic markets. 

CODIS groups together the ministers of the Budget, Economy, and 
Industry and Trade and is chaired by the Prime Minister. CODIS has no 
separate budget but may mobilize interventionist techniques to which 
the economic ministers have access. It operates through "development 
contracts" between the state and individual firms which specify perfor-
mance targets, such as export targets, to be achieved over the contract 
period (usually three to four years). In return, the state provides 
assistance such as export subsidies, government orders and import 
controls. Through CODIS the state may guide industrial development 
through direct intervention in the investment decisions of firms. By 
January 1981, ten projects had been selected for aid at a cost of about 
Fr1.5 million (Green, 1983). CODIS is consistent with France's tradi-
tional policy of "picking winners" to further industrial development. 

West German Industrial Policy 

Economic Characteristics 

General Performance 	West Germany's GDP growth rate has declined 
since the early 1970s, as have GDP growth rates of the other nations 
surveyed (Table 3A-1). The rate has generally been somewhat lower than 
that for most nations surveyed. It has been higher than most only 
between 1960 and 1962 and between 1978 and 1980. 

Employment growth in West Germany between 1960 and 1982 was the 
lowest of all nations surveyed (Table 3A-2). In fact, West Germany 
experienced negative employment growth on average. However, West 
Germany's unemployment rate was one of the lowest from 1964 to 1982 
(Table 3A-1). The unemployment rate did not increase as dramatically 
during the 1980s as it did in most nations surveyed. 

Consumer price increases in West Germany between 1960 and 1983 
were low relative to those in other nations surveyed. West Germany 
followed the trend to higher consumer price increases during the 1970s 
and to lower consumer price increases in recent years. 

West Germany's productivity growth rate has declined since 1960 but 
has remained strong relative to most nations surveyed. Only in 1981 was 
growth in productivity relatively weak. 

West Germany's gross fixed capital formation as a percentage of GDP 
declined somewhat from 1960 to 1982 but remained average relative to 
that in other nations surveyed (Table 3A-3). 

Composition of GDP/GNP 	In 1960 the manufacturing sector was a 
significantly larger percentage of GDP in West Germany than in the other 
nations surveyed (Table 3A-4). In 1981 it was still significantly larger; 
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only Japan's manufacturing sector constituted the same proportion of 
GDP. From 1960 to 1981, Germany's manufacturing sector grew slightly 
as a percentage of GDP, as did manufacturing sectors in Canada and the 
United States, while Japan's manufacturing sector increased greatly as a 
percentage of GDP. The share of total employment accounted for by the 
manufacturing sector decreased slightly between 1956 and 1981, but 
other nations surveyed experienced more significant declines. Japan was 
the only nation in which the share of employment accounted for by the 
manufacturing sector actually increased. 

As for most nations surveyed, Germany's primary, mineral and con-
struction sectors decreased as percentages of GDP, while the utilities 
and services sectors increased as percentages of GDP. 

Government expenditures as a percentage of GNP were relatively high 
in 1960 and 1979 (Table 3A-5). The ratio of social security payments to 
government consumption expenditures decreased slightly from 1960 to 
1979 but remained high relative to most nations surveyed. 

Openness 	West Germany's exports and imports as percentages of 
GDP increased from 1972 to 1982 and were high relative to most nations in 
both these years (Table 3A-6). 

From 1972 to 1982, West German exports increased from 21.6 to 26.6 
percent of GDP, while imports increased from 19.9 to 23.4 percent of GDP. 
West Germany, like Japan, has maintained a trade surplus. This surplus 
as a percentage of GDP has increased over the past decade and was 
higher than Japan's in 1982. 

From 1960 to 1981, West Germany's share of exports of manufactured 
goods by developed market economies decreased slightly but remained 
the highest among all nations surveyed (Table 3A-7). 

Tariff Rates 	West Germany's average industrial tariff on dutiable 
products, which is the EEC rate, is comparable with that in Canada and 
higher than rates for the United States, Japan and Sweden (Table 3A-8). 

Foreign Investment 	West Germany imported a relatively low percen- 
tage of all capital imported by developed market economies during the 
1960s (Table 3A-9). It had imported a relatively low percentage by 1967 
but a relatively higher percentage by 1978. The percentage increase in 
imported capital between 1967 and 1978 was the highest of all nations 
surveyed. Of all capital exported by developed market economies, West 
Germany had exported a relatively low percentage by 1967 and a rela-
tively higher percentage by 1978. The percentage increase in exported 
capital between 1967 and 1978 was one of the highest of all nations 
surveyed. West Germany was a net importer of capital in 1967 but a net 
exporter of capital by 1978. In 1978, the ratio of exported to imported 
capital was relatively low. 

The flow of foreign investment into West Germany as a percentage of 
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gross fixed capital formation was relatively low in 1960 and in 1979 
(Table 3A-10). In 1979, this percentage was one of the lowest among the 
nations surveyed. 

Most of the foreign investment in West Germany is to be found in the 
manufacturing sector (Table 3A-11). The percentage of foreign invest-
ment in this sector decreased from 1972 to 1978 but remained high 
relative to the percentage of foreign investment in manufacturing in 
other nations and the percentage of foreign investment in other sectors 
of the West German economy. As for most nations surveyed, the percen-
tage of foreign investment in the manufacturing and extractive sectors 
decreased, while the percentage of foreign investment in the services 
sector increased. 

The percentages of production and employment in West Germany 
accounted for by enterprises that are more than 20 percent foreign-
owned decreased from 25.1 and 22.4 percent respectively in 1976 to 21.7 
and 16.8 percent respectively in 1978 (Table 3A-12). The 1978 shares are 
higher relative to Japan and somewhat lower relative to France. 

Few of the sectors surveyed are closed to foreign investment because 
of public or private monopolies; only the telephone and/or telegraph and 
radio and/or television broadcasting sectors are affected (Table 3A-13). 
The number of such sectors closed to foreign investment is low relative 
to other nations surveyed except for the United States and Japan. 

Concentration 	Average concentration of ownership in West Ger- 
many is somewhat lower than in the United States and comparable to 
average concentration in France (Table 3A-14). The average concentra-
tion in the industries sampled is low in West Germany relative to most 
nations surveyed (Table 3A-15). Concentration is relatively lower in the 
brewing, fabric weaving, petroleum refining and cement industries, but 
relatively higher in the glass bottle and anti-friction bearings industries. 

Public Ownership 	Public ownership of the industries sampled is 
lower in West Germany than in other European nations but higher than 
in the United States, Japan, Canada and Australia (Figure 3A-1). Every 
industry except the steel industry shows public involvement. While the 
electricity and gas industries are wholly publicly owned in most nations 
surveyed, public ownership of these industries in West Germany is only 
75 and 50 percent, respectively. Also, while the oil, motor, and shipbuild-
ing industries are wholly privately owned in most nations surveyed, 
public ownership in each of these industries amounts to 25 percent in 
West Germany. Moreover, while the airline industry is only partly pub-
licly owned in most nations surveyed, the West German airline is entirely 
publicly owned. 

Research and Development 	Gross expenditures on R&D as a percen- 
tage of GDP in West Germany are high relative to most nations surveyed 

Chandler & Trebilcock 159 



(Table 3A-16). Spending on R&D as a percentage of GDP increased from 
1971 to 1979 (Science Statistics Centre, 1983). Government funding of 
R&D is somewhat lower than in all other nations surveyed except France 
and Japan. The percentage of R&D performed by the government is very 
low, similar to the percentage performed by the U.S. government. The 
percentage of R&D performed by business is very high and comparable to 
that performed by business in the United States. 

Regional Disparities 	The poorest regions of West Germany are 
Schleswig-Holstein and the Saar while the wealthiest regions are Ham-
burg, Bremen, Nordrhein-Westfalen and Baden-Wurttemberg 
(Table 3A-17). Interregional inequality as measured by the Gini coeffi-
cient is relatively small, however. 

Instruments and Objectives of Industrial Policy 

Regional Development Policy 
Forty-nine percent of the aid granted to industries in West Germany is 
channelled through regional development programs, which are funded 
equally by the federal and state governments (Glissman and Weiss, 
1980). The emphasis of these programs has shifted from assistance for 
the maintenance of enterprises to measures specifically designed to 
promote productivity and investment. All programs are open to both 
foreign and domestic enterprises. Over the past decade, the average 
annual budget for regional programs has been $4 billion (1980 U.S. 
dollars), or 15 percent of total West German industrial investment 
(Magaziner and Reich, 1983). Assistance is distributed to regions and not 
to specific industries, with special emphasis on the Ruhr, the eastern 
border zone and West Berlin. Of DM4.6 billion budgeted in 1984 for aid 
to regions, West Berlin alone will receive DM3.6 billion (Economist, 
February 4, 1984, pp. 1-30). 

The Program for the Improvement of Regional Economic Structure 
(established in October 1969) identifies less developed regions according 
to the shortage of employment opportunities, income per capita, and the 
level of regional infrastructure. The 1977-80 plan (the sixth under the 
program) made provision for an investment allowance to be adminis-
tered by the tax authorities. The allowance is tax-free and is granted to all 
applicants meeting the statutory requirements. It may cover up to 10 
percent of eligible expenditures in the eastern border zone, and 8.75 
percent of expenditures elsewhere. More than 50 percent of the goods 
and services of the enterprise concerned must be supplied regularly to 
parties outside the region. 

Accelerated depreciation allowances of up to 40 to 50 percent of the 
value of assets are available to operations in the eastern border zone and 
West Berlin. They are limited to new depreciable investment and cost 
the government Dm 885 million in foregone tax revenues in 1978. 
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A discretionary investment grant may be provided in addition to the 
investment allowance. Support ceilings for the discretionary investment 
grant are 15 percent on investment in normal growth areas, 20 percent in 
areas fairly close to the eastern border, and 25 percent in the border zone 
(OECD, 1981b). These ceilings apply to industrial investment for the 
establishment and extension of facilities. The ceiling is 10 percent for 
reorganization or basic rationalization. The conditions for assistance are 
that each project must create 50 new jobs or provide a 15 percent 
increase in the employment level of a firm. Goods produced must be 
marketed on an interregional scale. 

Applications from industry associations for aid must be approved by a 
bank, which must commit a substantial proportion of the funds required. 
This condition ensures an important role for private sector institutions in 
the provision of regional aid. If the proposal is approved by the Ministry 
of Economics, government assistance is structured in the form of a loan 
by the firm's bank, guaranteed by the government, with the private 
sector lender assuming the responsibility for administering the invest-
ment (Yuill and Allen, 1982). 

Competition Policy 
Until the amendments of 1973, 1976 and 1980, West German antitrust law 
as embodied in the 1958 Act Against Restraints of Competition was 
weak. Market power was not regarded as negative per se, only the abuse 
of that power. Therefore, the law contained provisions only against 
abuses by market-dominating enterprises, such as hindering com-
petitors (i.e. price discrimination) or exploiting market power. The 1973 
amendment radically altered German antitrust law; West Germany 
adopted the broad American interpretation of monopoly power and 
prohibited not only the abuse but the existence of market dominance. 
West German antitrust legislation is now considered the most stringent 
in Europe. 

Two principles underlie West German competition policy (Hirsch, 
1982). Regulation is directed against market domination rather than 
against the size of the enterprise. Therefore the Federal Cartel Office, 
which administers the law, can block a merger only if it would result in 
new or strengthened market domination. The difficulty of proving mar-
ket domination may be the reason why only two of the 773 mergers 
between 1970 and 1977 were prohibited (Dyson, 1982a). The second 
principle is that mergers, by definition, require at least two enterprises. 
Internal growth is not regulated, even if it results in monopolization of 
the market. Enterprises desiring to merge are required to give pre-
merger notification to the Federal Cartel Office if either company has at 
least 20 percent of the market share before or after the merger, if the 
firms have a combined sales volume of DM500 million, or if their com-
bined employment is at least 10,000. The Federal Cartel Office has three 
months to investigate and determine the legality of the merger. In all 
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other cases, post-merger notification is required and the Cartel Office 
has one year to examine the merger. Prohibition of a merger may be 
enforced by heavy fines, the freezing of shares, or the appointment of a 
trustee. However, there is no structural remedy to restore competition 
through divestiture if market position is abused (Schmidt, 1983). An 
escape clause has been provided should the Federal Cartel Office pro-
hibit a merger, in that all prohibitions must be approved by the federal 
minister of Economics, who may decide that a merger is in the public 
interest. 

Labour Market Policy 
Assistance to labour emphasizes income maintenance under the unem-
ployment insurance scheme, geographical mobility through relocation 
subsidies, and the enhancement of occupational mobility through voca-
tional training and retraining programs. 

The unemployment benefit program is funded by legislated contribu-
tions from employers and employees. It is administered by the Federal 
Employment Institute, which was established in 1952 as a central agency 
for labour programs. The institute is financed by a deduction of 1.5 per-
cent from the salaries of all workers, plus voluntary contributions from 
employers and employees. The institute is subject to supervision by the 
Ministry of Labour but is self-governing, with representatives from trade 
unions, employer associations and public organizations. 

Unemployment benefits are 68 percent of net pay earned during the 
last 20 days before unemployment. (This criterion may dissuade 
employees from taking wage cuts when a firm is in trouble, since it would 
result in reduced benefits.) Workers are entitled to between 78 and 312 
workdays of benefits, depending on the duration of employment experi-
enced over the last three years. A recipient may be disqualified for 
refusing to relocate or participate in a retraining program. Once unem-
ployment benefits expire, workers are assisted under the unemployment 
assistance program, which grants benefits for an unlimited time. It is 
funded by the federal government but administered by the Federal 
Employment Institute. Benefits are 58 percent of the recipient's earning 
level in the last place of employment. 

West German manpower policy places emphasis on vocational train-
ing and incentives to geographical and occupational mobility. There is an 
attempt to match training and placement with the specific sectors of the 
West German economy that offer expanding job opportunities. The 
Federal Employment Institute is required by law to conduct a compre-
hensive labour market and occupational research program. The results 
are used to develop training programs and apprenticeships, assist in the 
placement of unemployed workers, and analyze the needs of the labour 
market. Under the Employment Act of 1971, both individuals and train-
ing institutes are eligible for assistance with training. Maintenance 
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grants, amounting to 80 percent of previous wages to cover all or part of 
the costs of tuition, educational supplies, travel, accident and sickness 
benefits and lodging (if trainees are away from home), are paid to 
unemployed individuals seeking retraining under the programs of the 
Employment Institute. Institutions receive grants or loans to establish 
training and retraining centres. If necessary, the institute may establish 
its own centres. Institute statistics indicate that between two-thirds and 
three-quarters of those who received training from 1970 to 1975 obtained 
better jobs or were using their new skills (U.S. General Accounting 
Office, 1979). In 1975, some 270,853 employees were participating in 
state-supported training programs (OECD, 1978). 

A job creation program was established in 1975 to provide wage 
subsidies to firms as an incentive to create new jobs which would not 
normally be available. The Federal Employment Institute provides a 
subsidy based on the hourly wage paid to an employee who is assigned 
by the employment office to a position for which he or she is eligible. The 
institute may provide subsidies for up to 120 percent of the wage, 
depending on the skills required. Subsidies are higher if the job created 
requires skills that are in excess supply in the labour market. 

The short-time allowance program was created to reduce the number 
of workers laid off for short periods due to temporary business down-
turns. Applicants must have had their weekly hours of work reduced by 
at least 10 percent for four consecutive weeks, and at least one-third of a 
firm's employees must be affected. The Federal Employment Institute 
subsidizes the pay reduction with short-time allowances, which are 
granted for a specific period not to exceed six months. Both the 
employer and the employee must apply. The amount to be paid is 
determined by the employer, who is then reimbursed by the institute. 
The employee is guaranteed 68 percent of net pay. In 1975, some 750,000 
workers received short-time allowances, at a cost of slightly more than 
DM3000 per recipient. Institute statistics indicate that the program 
prevented unemployment for 170,000 workers (U.S. General Account-
ing Office, 1979). 

As part of the short-time allowance program, the institute operates a 
transitional voucher program (Magaziner and Reich, 1983). The program 
provides a subsidy to workers who are unemployed because of a plant 
shutdown. Workers negotiate with their new employers for a wage 
package approximately equal to their earnings at their last place of 
employment. The employer receives a subsidy for the difference 
between the audited cost of hiring and retraining the workers and the 
audited contribution of the workers to profits. The Works Council has 
authority to ensure that subsidized workers are not dismissed once the 
subsidy program ends. 

In December 1974, the Program to Promote Employment and Growth 
in Conditions of Stability provided for a non-recurring mobility grant to 
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be paid to workers who had been unemployed for an extended period of 
time, to make it easier for them to accept employment elsewhere. It 
provides incentive of DM1000 in cash, plus reimbursement for costs up to 
DM4000 (plus DM800 for dependants). Workers are eligible if they 
change residence for new employment and if their new jobs are at least 
30 kilometres from the previous workplace. Under some circumstances, 
the costs of applying for a job and travelling to an interview are reim-
bursed. Subsidies and loans cover the cost of tools and transitional 
allowances for living expenses until the first wages are paid. From 
November 1976 to May 1977, some 23,000 workers were paid DM23 
million for relocation premiums (U.S. General Accounting Office, 1979). 

Foreign Investment Regulations 
West Germany and the United States are the only large industrial nations 
that have not subjected incoming investment to a formal review at any 
time in the postwar period. In line with West Germany's market philoso-
phy, it is committed to a policy of non-intervention regarding foreign 
direct investment. However, in response to several large foreign direct 
investments from OPEC countries in the mid-1970s, the authorities 
established an informal notification system whereby banks and major 
companies report large impending foreign acquisitions to the govern-
ment. In a few instances, the government has quietly encouraged a 
purchase by West German investors to prevent foreign acquisitions. 
Banks also have increased their industrial shareholdings for the same 
purpose. 

In 1974, Kuwait acquired 14 percent of Daimler-Benz, 30 percent of 
the steel firm Willy Korf (in a deal not reported to the Federal Cartel 
Office until 1978), and 10 percent of the shares of Metallgesellschaft 
(Dyson, 1982a). Iran took over 25 percent of Krupp in 1977. 

Industrially developed nations, however, are the main source of for-
eign direct investment in West Germany. Industrial nations other than 
the United States accounted for 13.4 percent of a total of us$34.5 billion 
of incoming investment in 1976, while the United States was the source 
of 41.1 percent of investment (Christelow, 1979). Inducements to foreign 
investors to enter areas where investment is desired, particularly in 
depressed areas or new industries where domestic investment lags, are 
offered by the federal and state governments. 

Research and Development Policy 
During the 1950s state policy regarding R&D was limited to the promotion 
of basic research, since private industry funded its own R&D. Debates 
over the "technological gap" in the 1960s concluded that it was not 
enough for West Germany simply to adopt technologies developed 
abroad. Indirect measures such as special depreciation allowances and 
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investment grants were then implemented to close the perceived gap. In 
1972, the federal Ministry of Research and Technology was established 
to adMitiister R&D programs. The West German state had become pre-
pared to take a stronger role in guiding R&D in the economy. 

Expenditure on R&D is motivated by three rationales: the necessity for 
the state to take risks to develop unknown technologies, so that not only 
risk-takers but also other agents in the economy will benefit; the infant- 
industry argument applied to advanced technology industries; and non-
economic motives such as national pride — for instance, in the develop- 
ment of an indigenous computer industry. Funds are allocated by the 
ministry through an advisory committee composed of government 
officials, industry and labour representatives. This process was for-
malized when the ministry established a technology policy "dialogue" 
in 1979 (Esser et al., 1983). Twenty representatives of employers, trade 
unions and scientists were to consider the application of micro- 
electronics and the associated social problems. The focus was West 
Germany's perceived need to "keep up" with Japan and the United 
States in the application of new technology, and the social problem of 
lost jobs resulting from the adoption of microelectronic technology. 

In industries where a corresponding "dialogue" does not exist, the 
advisory committee of the Ministry of Research and Technology screens 
R&D projects proposed by specific firms. The criteria for selecting firms 
or industries to receive assistance are not precisely defined, other than 
that "target industries are key sectors of economic growth (that is, 
energy research and technology, electronics, space research, data pro- 
cessing) with insufficient means due to disproportionate risks in relation 
to short-run sales and very high R&D expenditures" (Wagenhals, 1983). 
When the ministry decides to back a project, as recommended by the 
advisory committee, at least half the funds must be obtained from 
private investors. Once the project is initiated, links with the govern- 
ment are maintained by a government-employed network of experts 
from business and academia. Over 50 percent of total R&D expenditure is 
allotted to the funding program of the ministry. 

German tax law allows the deduction of current R&D expenses from 
taxable income in the year in which they are incurred. Minor capital 
expenditures on R&D may also be deducted in the year in which they are 
incurred. Operating losses may be carried forward up to five years and, 
up to a certain maximum amount, may be carried back one year 
(McFetridge and Warda, 1983). 

Capital expenditures on R&D are depreciated over their useful life. 
Capital expenditures on R&D made in Berlin and in areas bordering the 
German Democratic Republic are eligible for special accelerated 
depreciation. A tax credit is available for capital expenditures on R&D so 
long as the assets acquired are used for R&D for three years. This tax 
credit does not reduce ,the amount of other deductions available. 
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Political and Institutional Determinants 
of Industrial Policy 

Postwar West German industrial policy has been built on a seemingly 
widely shared consensus about the role of the state. Industrial policy has 
emphasized efficient structural adjustment, with reliance on market 
forces to allocate productive resources most efficiently. At the core of 
this consensus is a belief in the importance of positive adjustment; 
government assistance is given to support economic actors in the pro-
cess of change, not to protect them from change. West Germany's 
postwar economic strength has helped ease the social costs of industrial 
policies whose objectives have been stability and growth. The state's 
role in West Germany's "social market economy" has traditionally been 
secondary — to maintain stability as the precondition of the effective 
functioning of the market. This role has been consistent during periods 
of coalition government led by both the Social Democrats and the 
Christian Democrats. The important roles granted economic actors in an 
open and formalized policy-making process encourages consensual pol-
itics and shields the government from sectional interests: "Economic 
problem-solving [has taken] a technically-rational character. It [has 
been] pervaded by a functional rather than an ideological spirit that [has] 
subordinated specific goals to the larger requirement of an effective 
functioning of the whole economy" (Dyson, 1981, p. 53). 

West Germany's political and institutional arrangements contribute to 
consensus. There is a tradition of cooperation and participation in the 
system, with labour, business and independent economic research insti-
tutes playing important roles. Its policy process is highly de-politicized 
and often results in slow and complex negotiations over the pace and 
direction of industrial change. However, the resulting policies are 
accepted as legitimate and they enable West Germany to avoid short-run 
protectionist policies at the expense of structural change. 

To understand the workings of a system which can maintain a strong 
commitment to a market approach and at the same time intervene to 
foster growth without being forced into selective protection, it is neces-
sary to single out several elements of West Germany's political economy. 
These include the role of labour and business, the financial system and 
the bureaucracy. 

The Role of Labour and Business Organizations 
There are two key organizational aspects of West German labour unions. 
Unlike British unions, but like Japanese labour organizations, West 
German unions are organized on a company basis. However, unlike 
Japanese labour organizations, they are represented in national negotia-
tions over wages and policy. 
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West German trade unions have supported a policy of positive adjust-
ment despite heavy social costs. One reason is the sensitivity of unions 
to the country's vulnerability within the international economic order. 
Another reason unions have supported labour adjustment is that their 
formal role in management decision making ensures that the social costs 
of change are well buffered. Corporatist democracy exists at the firm, 
sectoral and national levels. Co-determination operates under a two-tier 
system whereby employees are represented at the plant level on works 
councils and at the company level (depending on the size of the com-
pany) on supervisory boards. Employees also are represented on com-
pany management boards. 

Labour is organized along industry lines into 16 large unions. All are 
affiliated to the central body, the Deutscher Gewerkschaftsbund (DGB), 
which is governed by leaders of the member unions. The DGB faces 
incentives to internalize the costs and benefits of industrial policies and 
to promote consensus among the unions. While the DGB negotiates with 
management at the national level, the works councils negotiate plant-
level agreements. West German law requires detailed "social plans" 
which cover all issues that must be negotiated between management and 
works councils in advance of permanent staff reductions or shutdowns. 
The law also obliges the employer "to make every reasonable effort to 
avoid dismissal, perhaps by redistribution of work or by transferring the 
employee to another job . . ." (Seyfarth et al., 1969, p. 463). The result of 
the consultative process has been that rationalizations, mergers, and 
shutdowns have taken place despite social costs (Gourevitch et al., 
1984). Workers do not block adjustment as they expect to be compen-
sated for transition costs through severance payments, retraining and 
relocation programs. 

At the national level, the DGB, which represents labour in economic 
policy making, has had strong links with the Social Democratic Party 
and important, though less visible, links with the Christian Democratic 
Party. SPD leaders have commonly been recruited from officers of the 
DGB's 16 federations. In 1972, 10 of former chancellor Willy Brandt's 15 
SPD leaders had been so recruited (Joseph, 1979). The DGB also has close 
ties with industry and has developed a businesslike management style. 
The DGB owns the Bank fur Gemeinwirtschaft, the fourth largest bank in 
Germany, housing units, cooperative retail stores, and a shipping fleet 
(Goldman, 1974). Earnings from these interests help support lobbying 
efforts and a staff of specialists. 

Business is also represented in the political process by strong organi-
zations at the national level which exert important influence over eco-
nomic policy. The Deutscher Industrie and Handelstag (Dun) is the 
federation of trade and employers' associations. Eighty percent of pri-
vate companies and 90 percent of employers are represented by the 
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DIHT. In what has been described as a secret and exclusive process 
(Curzon-Price, 1981), representatives from the DIHT, the DGB, the 
Council of Economic Advisors, executives of banks, and cabinet minis-
ters meet regularly to discuss major economic issues. It is generally held 
that West Germany has been relatively successful in managing industrial 
change in part because of the strength of the economy and the conscious 
efforts of economic actors to work for the long-term interest of the 
economy. It remains to be seen whether the consensus-building institu-
tions can continue to respond effectively to increasing strains on the 
West German economy. 

The Universal Banking System 
West German banks play a major role in assisting industrial adaptation. 
Banks approve government assistance to industry and usually commit 
their own funds to assistance projects (Zysman, 1983). The interdepen-
dent relationship between the banks and industry is enhanced by the 
presence of bank representatives on the boards of corporations and by 
extensive bank holdings of shares in business. Moreover, almost 85 
percent of shareholders in West Germany deposit their shares with the 
"big three" banks — Deutsche, Dresdner, or Commerzbank — under 
trust agreements which provide the banks with broad discretion to vote 
by proxy. As of 1980, the banks voted 70 percent of the shares of the 425 
largest firms in West Germany (Hall, 1982). This voting power gives the 
banks a strong role in crisis management. The banks have served as 
"early warning" systems which have identified weaknesses in industry 
and acted pre-emptively to resolve problems. The banks' role in assisting 
the restructuring of failing industries or firms is eased since banks do not 
face the same pressures as the government to protect employment or to 
satisfy interest groups. 

Government Organization and Bureaucracy 
Unlike the U.S. federal structure, which provides for more points of 
entry for interest groups to the policy-making process, West Germany's 
federal structure results in weaker, more dispersed pressure on the 
Bundestag. Lander (state) campaigns are often waged on national issues, 
since the voice of the state government at the federal level is the Bun-
desrat, the upper chamber of the Bundestag, which approves all federal 
legislation that directly affects the states. Thus, state governments are 
encouraged to take positions on many national issues, which reduces the 
provincialism that might otherwise characterize state politics (Goldman, 
1974). Regional priorities are not major considerations in the formulation 
of federal policy. However, the state administrations are important in the 
implementation of programs, and it is at the state level that the larger 
part of the country's bureaucracy is to be found. 

Although there is no specific industrial ministry like Japan's MITI or 
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coordinating interministerial committee like France's CODIS, the West 
German policy process is not highly fragmented. The harmony and 
stability that have characterized the process come in part from an 
emphasis on technical expertise (Dyson, 1982). The emphasis has tended 
to be on better management within a market framework rather than on 
the imposition of a politically determined set of values on the market. 

Swedish Industrial Policy 

Economic Characteristics 

General Performance 	Sweden's real GDP growth rate from 1960 to 
1981 has been modest relative to other nations surveyed (Table 3A-l). 
Sweden followed the general trend of slower GDP growth from the 
early- to mid-1970s. 

The rate of growth in employment in Sweden has been relatively low 
since the 1960s (Table 3A-2). Sweden has had one of the lowest rates of 
unemployment, however (Table 3A-1), and unemployment has not 
increased dramatically in this decade as it has for most nations surveyed. 

Consumer price changes in Sweden have been fairly high compared 
with those in most nations surveyed. Sweden followed the trend to 
higher consumer price changes in the 1970s. However, while such 
changes have decreased substantially in recent years in most nations 
surveyed, Sweden's consumer price increases remain high. 

Sweden's productivity rate has declined since 1970, with the sharpest 
decline occurring in the mid-1970s; in 1975-77 and in 1981, Sweden 
actually experienced productivity losses. Since 1975, Sweden has shown 
the lowest growth in productivity among the nations surveyed. 

For the past 20 years, Sweden's gross fixed capital formation as a 
percentage of GDP has been constant and average in size relative to that 
in most nations surveyed (Table 3A-3). 

Compositon of GDP/GNP 	The size of Sweden's manufacturing sector 
as a percentage of GDP is similar to most nations surveyed (Table 3A-2). 
From 1964 to 1981, Sweden and Britain were the only surveyed nations in 
which the manufacturing sector decreased as a percentage of GDP. As in 
most nations surveyed, Sweden's primary, mineral and construction 
sectors decreased as percentages of GDP while the utilities and services 
sectors increased. Also like most nations, the manufacturing sector 
decreased as a percentage of employment from 1964 to 1981 while the 
services sector increased. 

Government expenditures as a percentage of GDP in 1960 were aver-
age for the nations surveyed (Table 3A-5). However, the rate of growth of 
government expenditures as a percentage of GDP was extremely high 
between 1960 and 1979. In 1979, Sweden's government expenditures as a 
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percentage of GDP were by far the highest of the nations surveyed. The 
ratio of social security payments to government consumption expen-
ditures increased from 1960 and 1979, but was relatively low in both 
years. 

Openness 	Sweden's 1972 exports and imports, as percentages of GDP, 
were less than those of Canada, West Germany, Britain or France 
(Table 3A-6). However, by 1982 exports and imports as percentages of 
GDP were higher for Sweden than for any other country surveyed. From 
1972 to 1982, Sweden's exports increased from 16 to 27.3 percent of GDP, 
while imports increased from 16.2 percent to 28.2 percent. No other 
country surveyed experienced such sharp increases. Sweden has main-
tained a trade deficit, like Britain and the United States, while France 
and Australia moved to trade deficit positions by 1982. Sweden's 1982 
trade deficit, as a percentage of GDP, was about the same as that of the 
United States and the United Kingdom and less than that of Australia 
and France. 

Sweden's share of exports of manufactured goods of developed mar-
ket economies has declined steadily from 1960 to 1981 (Table 3A-7). 
Sweden also had a relatively low share of exports of manufactured goods 
over these years. 

Tariff Rates 	Sweden's economy is very open (Table 3A-8). After the 
1976 GATT round, Sweden's average tariff rate on dutiable industrial 
products was one of the lowest among the OECD nations surveyed. 

Foreign Investments 	Sweden has imported a very low percentage of 
all capital imported by developed market economies, and the percentage 
has remained negligible from 1967 to 1978 (Table 3A-9). Sweden also has 
exported a low percentage of all capital exported by developed market 
economies, and has remained a net exporter of capital. The ratio of 
exported to imported capital was high in 1967 and 1978 and increased 
over those years. 

The flow of foreign investment into Sweden, as a percentage of gross 
fixed capital formation, increased from 1960 to 1970 but has decreased 
substantially since then (Table 3A-10). Foreign investment in Sweden, as 
a percentage of gross fixed capital formation, is now the lowest of the 
countries surveyed. 

Enterprises that are more than 50 percent foreign-owned accounted 
for 7.3 percent of production and 5.7 percent of employment in Sweden 
in 1976 (Table 3A-12). These percentages are very low relative to the 
United Kingdom, Australia and Canada. 

Many of the sectors surveyed are closed to foreign investment in 
Sweden because of public or private monopolies (Table 3A-13). These 
sectors include telephone and/or telegraph, the postal service, rail trans- 
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port, radio and/or television broadcasting, lotteries, alcohol and (as the 
note to Table 3A-13 indicates) pharmaceutical sales and employment 
services. The number of such sectors closed to foreign investment is 
high relative to Japan and especially to that in the United States and West 
Germany. 

Concentration 	Average industrial concentration in Sweden is much 
higher than in the United States (Table 3A-14). In 1979, Sweden's 200 
largest firms made sales of us$120,000 million, a total that exceeded 
Sweden's GDP. The top 20 firms accounted for over half of these sales 
(see Economist, November 15, 1980, p. 3). Privately held wealth is highly 
concentrated in Sweden; in 1981, 15 families together with two corpora-
tions held majority control of 200 large industrial concerns employing 
almost 50 percent of all employees in private industry (Stephens, 1981). 

Sweden's concentration levels are the highest for most industries 
surveyed (Table 3A-15). Relative to other nations surveyed, concentra-
tion levels are particularly high in the paint, petroleum refining, shoe, 
glass bottle, and cement industries. 

Public Ownership 	The percentage of listed industries publicly owned 
in Sweden is comparable with that in other European nations, although 
the percentage is high compared to North America, Japan and Australia 
(Figure 3A-1). In Sweden, unlike most other nations surveyed, there is 
public ownership of the shipbuilding and steel industries. 

Research and Development 	Sweden's gross expenditure on R&D was 
1.87 percent of GDP in 1977, a percentage similar to France and Japan, 
less than the United States, Britain or West Germany, and more than 
Canada and Australia (Table 3A-16). Sweden's expenditure on R&D, as a 
percentage of GDP, increased greatly between 1971 and 1977 relative to 
that in other nations surveyed (Science Statistics Centre, 1983). Govern-
ment funding of R&D constitutes about 44 percent of total R&D expen-
diture (Hallvarsson, 1981). 

Regional Disparities 	The depressed regions of Sweden include the 
north, the southern boundary just north of the Gottenburg-to-
Stockholm line, and the east side of Stockholm (Table 3A-17). In these 
regions, workers have been displaced by the modernization of mining, 
farming and forestry operations. 

Instruments and Objectives of Industrial Policy 

Competition Policy 
In Sweden, there is some concern about the sheer bigness of certain 
firms, even where they are operating in competitive export markets. This 
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was the reason for the public controversy over the Electrolux-Granges 
merger and the potential Volvo-Saab-Scania merger (which fell through) 
in the late 1970s. Compared with many countries, Sweden's antitrust 
legislation is very weak. But a number of laws exist which govern 
practices for conducting "fair" business. Moreover, consumer and anti-
trust Ombudsmen were appointed in the early 1970s. 

The function of the National Price and Cartel Office is to monitor 
competitive conditions in Sweden. This area is regulated largely by two 
laws, the Restrictive Trade Practices Act and a law requiring the filing of 
information on pricing and competitive conditions. Both of these laws 
are based on the view that free competition is useful and that companies. 
should not avoid competition with each other by means of restrictive 
practices that harm the interests of the consumer. But the legislation 
recognizes that some limitations on competition may be unavoidable or 
even desirable from the standpoint of the nation and the consumer (Von 
Otter, 1980). 

The Restrictive Trade Practices Act specifically forbids two practices. 
A supplier may not determine a retailer's price for products, and all types 
of contract-bidding cartels are outlawed. Waivers are granted only if 
they result in significant advantages to the consumer. An Antitrust 
Ombudsman is entrusted with examining the cases of alleged restrictive 
practices, either on his or her own initiative or upon receipt of com-
plaints. Companies can be required to submit all data necessary to reach 
a judgment. Upon finding that competition has been curtailed, the 
ombudsman first negotiates with the concerned parties to effect change 
and if that fails, can bring the matter before the Market Court, a special 
tribunal for cases involving alleged restrictive trade practices and mar-
keting disputes. The ombudsman handles about 400 new cases a year 
(Hallvarsson, 1981). 

Public Sector 
As discussed earlier, Sweden's government expenditures as a percentage 
of GDP are the largest of any western nation. Consequently, it is now the 
rule, rather than the exception, for the average Swede to pay almost 50 
percent of income in direct and indirect taxes (Von Otter, 1980). Corpora-
tions pay the state a proportional (flat-rate) tax on their net profits 
amounting to 40 percent for joint stock companies and 32 percent for 
economic associations. There is little evidence of demands to reduce the 
role of government. All the political parties support its present role; even 
the Conservative Party, in a centre-rightist coalition after 1976, was 
reluctant to propose drastic cutbacks in social programs. 

Sweden has some state monopolies (for example, in telecommunica-
tions, postal services, liquor distribution, radio and television broad-
casting), but competes with private capital in the areas of industrial 
infrastructure (for example, in electricity and nuclear energy). The state 
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railway is also the sole supplier of this form of transportation, despite the 
fact that it is not protected from competition by law. Nationalized 
corporations constitute a small segment of industry; during the Social 
Democratic era (1932-76), the number of nationalized corporations 
increased slightly to about 5 percent of the total industrial sector. The 
Social Democrats appeared content to run the railways, harness hydro 
power, make steel from some of its mined ore, and otherwise collect 
revenue through taxation rather than through ownership. 

Sweden's first non-socialist government in 44 years came to power in 
1976. The Social Democrats had been suspected of aiming to expand 
state-owned industry in 1970 when they created Statsforetag, a holding 
company for over 20 firms that were already wholly or partly state-
owned. But these fears faded when Statsforestag concentrated on mak-
ing its charges profitable. Only a foundering big shipyard was taken over 
and an expansion of the state-owned steelworks was planned (Econo-
mist, November 15, 1980, p. 3). 

With the non-socialist successors, however, subsidies and mergers 
were forgone in favour of what has been called "Tory takeovers." 
Although shipyard production had reached a production peak of 2.9 mil-
lion gross tons in 1976 (with three-quarters of sales going to foreign 
shipowners), tonnage in 1978 was down to 1.4 million by 1978 and was 
halved again by 1979. Since 1977, all the big shipyards have been 
absorbed into the state-owned company and state funds of SKr18,000 
million were granted in the 1977-80 period (Economist, November 15, 
1980, p. 3). As recently as 1982, the state was threatening to cut ship-
building subsidies, which resulted in the closing of two Johansson 
shipyards. Swedeyards, the state company, which lost about us$260 
million in 1981 on sales of us$1.2 billion, has increased its productivity 
and has cut its capacity. It still faces the challenge of cutting employment 
and meeting interest payments and capital requirements if it is to survive 
without further state subsidies. The Swedish steel, pulp and paper, and 
textile industries have also been the subject of state intervention in 
recent years. With respect to commercial and special steels, for exam-
ple, the three non-socialist governments since 1976 had spent SKr10 bil-
lion by 1981 in loans and subsidies through the Swedish steel corporation 
to sustain the steel industry (Waingelin, 1981). 

State Subsidies 
Figure 3-2 shows the changing structure and magnitude of the Swedish 
industrial subsidy program throughout the 1970s. Industrial subsidies 
rose from a modest 1.3 percent of GDP (or 4.9 percent of value-added in 
mining and manufacturing) in 1970 to more than 3 percent in 1978 
(production valued at market prices), declining somewhat in 1979. The 
increase can be attributed mostly to an increase in firm-specific sub-
sidies — which are a very selective kind of direct measure to save ailing 

Chandler & Trebilcock 173 



73 76 77 1970 71 	72 74 	75 78 	79 

4 

Total industrial 
subsidies as % 
of GDP 

a. 3 

C) 
2 

Total subsidies 
0 

17 

16 

) Employmentsubsidies   

1

, Regional 
subsidies 

} Small firm 
subsidies 

1 

 Sectoral 
subsidies 

iR&D subsidies 

1 

 Export 
subsidies 

15 

14 

13 

12 

11 

10 

9 tri 

is  
8 

Firm specific 
subsidies 

7 

6 

5 

4 

3 

2 

0- 
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(Paid-out amounts in current prices) 

Swedish Industrial Subsidies 1970-79 
(Paid-out amounts in current prices) 

Source: B. Carlsson, "Industrial Subsidies in Sweden," The Journal of Industrial 
Economics, XXXII (September, 1983), p. 4. 

firms — which grew from practically zero to a peak of 2 percent of GDP 
in 1978. About 58 percent of the Swedish industrial subsidies during the 
1970s were given in the form of loans; the remainder were grants. The 
total amount of industrial subsidies rose from SKr2.3 billion (equivalent 
to us$440 million) in 1970 to SKr15.4 billion (or us$3.71 billion) in 1979, 
for a total of SKr75 billion over the decade (Carlsson, 1983). 
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The Swedish Investment Funds System 
The Swedish investment funds system, legislated in 1955, was designed 
as a countercyclical stabilization policy aimed at reducing fluctuations in 
non-residential investment. The investment funds system would 
"release funds" to firms for investment purposes during recessions. 
Such releases took place during the recessions of 1958, 1962 and 1967 
(Taylor, 1982). The system began to lose its countercyclical charac-
teristics in 1971, however, as the recession in that year saw funds released 
only on a limited basis in certain geographical regions. By 1975, the 
investment funds system had become an essentially permanent invest-
ment stimulus, with release of funds regularly extended each year (not 
only in recession years), particularly in regions covered by the govern-
ment's location policy. 

Under this system, Swedish industry continues to finance investment 
itself, since the funds enable companies to set aside 40 percent of pre-tax 
profit tax-free for future investment in plant, equipment and stock build-
ing (46 percent of this money must be deposited in a non-interest-bearing 
account at the Central Bank) (Jones, 1977). The Labour Market Board 
must approve the investment and consequently has control over both the 
location and the time of expansion. This system has the virtue of keeping 
capital in the profitable sector of the economy, as does the arrangement 
under which a company is permitted to borrow back 50 percent of its 
contributions to the National Pension Funds. 

Investment Bank 
The state-owned Investment Bank acts as a "topping up" agent to 
ensure that a project does not suffer from under-financing; a company 
must secure most of its capital from other sources before the Investment 
Bank decides whether or not a loan will be granted. In reaching a 
decision, the Investment Bank considers the project itself, the record of 
the company applying, and the quality of management (Jones, 1977). In 
the past, the Investment Bank has not hesitated to step in if its capital is 
at risk; it will either cure the ills through management changes or 
terminate the project. The Investment Bank succeeded in making a 
profit in 1974 and 1975 (1.5 percent of assets in 1974 and 1 percent in 
1975). Established by the government in 1967 with the SKr100 million 
credit, it has grown steadily and by 1976 had SKr600 billion in outstand-
ing loans, of which SKr236 million were net commitments in 1975 (Von 
Otter, 1980). 

Labour Market Policy 
The labour market policy that evolved in the 1960s is a key aspect of 
Swedish industrial policies. This policy was designed to solve three 
different problems. First, unemployment and jobs were to be matched 
by encouragement of regional and sectoral mobility. Next, the policy 
was to serve an overall anti-inflationary objective by reducing wage 
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pressures in expanding sectors and regions through the mobilization of a 
plentiful supply of skilled labour. Finally, the policy was a political 
precondition for a unified wage policy that was intended to gradually 
close down inefficient and obsolete firms and industries. Workers were 
to be eased out of sectors with low profits and correspondingly 
depressed wage levels, and encouraged to enter growth sectors by such 
measures as retraining, financial incentives, and new housing. 

The unified wage policy was the cornerstone of Swedish trade union 
ideology and was aimed at equalization. Its main objective was to ensure 
workers a fair share of the gross national income and to reduce wage 
differentials among different groups within the labour market. This wage 
policy implied a uniform increase of wage rates regardless of economic 
conditions in different sectors in the economy, and it thereby tended to 
squeeze out marginally competitive companies with low profits. In 
theory, expanding firms would absorb displaced workers of declining 
firms, with the training and mobility assistance of the National Labour 
Market Board. This policy had both costs and benefits. On the one hand, 
it tended to aggravate the regional disparities between northern and 
southern Sweden, as well as the southern urban areas, especially Stock-
holm, although the use of the Investment Funds system for location 
policy in the depressed regions since the late 1970s tended to offset this 
labour mobility. On the other hand, the policy fostered a low level of 
unemployment throughout the postwar period, a more equitable dis-
tribution of income than in many other countries, and a decline in wage 
differentials (Johannesson, 1980). 

The labour market policy has been an integral instrument of Sweden's 
economic policy since the early 1960s. The selective policies under this 
program are administered largely by the National Labour Market Board, 
a state agency providing free employment services and operating as a 
link between job seekers and employers. Perhaps the most important 
instrument with regard to this latter function is the board's 
large-scale training program. Under this training program, courses are 
supplied free of charge and participating workers receive living allow-
ances of up to 80 percent of normal pay. As of 1981, the retraining 
programs could retrain almost 3 percent of Sweden's total labour force 
per year and an unemployed individual could be trained in a new occupa-
tion by attending courses for four to five months, although some courses 
lasted up to two years (Hallvarsson, 1981). The retraining of workers has 
as its aim to teach skills that will secure new employment for workers 
either in upgraded occupations or in new geographic areas. To partici-
pate in job retraining, applicants must be at least 21 years old and be 
unemployed or in danger of losing their jobs (Schnitzer, 1970). 

Vocational training also plays a central role in Sweden's labour market 
policies. Training courses are scheduled by the Labour Market Board 
and administered by the Central Board for Vocational Training. Some 
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courses are given by employers through agreements with the local 
employment exchanges. Among the training courses offered are begin-
ning courses for those entering the labour force for the first time, 
advanced training for those who are already employed, and job retrain-
ing for those who are unemployed and have no likelihood of being re-
employed in their former occupation. 

Relocation assistance is used in Sweden both to combat regional 
unemployment and to encourage mobility between industries, as dic-
tated by the solidaristic wage policy. Relocation assistance involves 
providing financial assistance to workers to help them move to areas 
where employment is available. This assistance covers transportation 
costs to the new area of employment, the cost of moving household 
goods, and a starting allowance to support workers until they receive 
their first paycheque. In some cases, homeowners who are induced to 
move are also compensated for any losses on the sale of their homes. In 
addition, unemployed workers are paid for their transportation costs in 
seeking employment, and workers relocating from northern Sweden 
(where employment opportunities are limited) to other areas of Sweden 
receive a special settlement allowance (Schnitzer, 1970). 

The government in Sweden also finances relief jobs, which often 
involve early starts on previously planned infrastructural projects such 
as roads but also cover a broad range of blue-collar and white-collar 
occupations. These temporary jobs are used to smooth out business 
cycles and seasonal fluctuations in particularly vulnerable regions, such 
as the forested region in the north, or to help hard-hit groups such as 
first-time job seekers or older employees. 

From 1956 to 1971, the Labour Market Board's budget rose from 
SKr125 million to about SKr2,000 million in current prices, or from 
about 0.2 percent of GNP to more than 1 percent of GNP (Lindbeck, 
1975). About one-half of this amount in 1971 was spent on direct job-
creating activities (45 percent), of which 15 percent was spent on tradi-
tional public works and 30 percent on special projects designed for 
people facing difficulties in obtaining jobs in the open labour market. 
The other half of the expenditures went toward adjustment activities 
such as mobility-increasing policies and retraining and toward adminis-
trative costs. The 1971 employment figures for public works, protected 
works, and retraining were 4,743, 38,969, and 39,425, respectively. 

The number of persons covered by these labour market measures more 
than doubled during the 1970s to 150,000. In four of the ten years, the 
number increased at the same time as open unemployment fell and in only 
two of the ten years did the extent of these measures contract. As a share of 
the labour force, the rate rose from about 1.8 percent to about 3.6 percent 
(Ministry of Economic Affairs, 1981). A synoptic view relating Swedish 
labour market policies to broad economic categories such as GNP and total 
active labour force was taken by Johannesson (1980) in an article on Swedish 
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Expenditures for selective 
manpower programs 

Occupational and 
geographical mobility 
In-plant training 
Employment creation 
Hard-to-place labour 
and rehabilitation 

Total expenditures 

0.34 0.41 0.45 0.38 
0.00 0.00 

0.63 0.43 0.75 0.46 

0.10 0.20 0.24 0.29 
1.07 1.04 1.44 1.13 

(percent of GNP) 

0.45 0.66 0.86 0.92 
0.01 0.03 0.14 0.07 
0.55 1.01 1.07 1.03 

0.34 0.40 0.39 0.39 
1.35 2.10 2.46 2.41 

TABLE 3-1 Synoptic View, Sweden: Expenditure for Selective 
Manpower Policies and Persons Affected 
by Selective Measures 

1968 1970 1973 1974 1975 1976 1977 1978 

Persons affected 
	

(percent of total labour force) 
by selective measures 

Persons in training 
(excl. in-plant) 
	

0.68 0.74 0.88 0.76 0.65 0.68 1.00 1.11 

Persons in in-plant 
training (est. average) 	0.10 0.13 0.26 0.24 0.19 0.19 0.52 0.32 

Persons in job 
creation programs 
	0.53 0.37 0.84 0.58 0.40 0.63 0.70 1.09 

Persons in sheltered 
places 	 0.39 0.58 0.84 0.95 1.01 1.06 1.10 1.13 

Total 	 1.70 1.82 2.82 2.53 2.25 2.56 3.32 3.65 

Unemployment rate 	1.9 	1.5 
	

2.5 	2.0 	1.6 	1.6 	1.7 	2.2 

Source: J. Johannesson, "The Development of Labour Market Policy in Sweden," Euro-
pean Journal of Political Research 8 (1980). 

and West German labour market policies, which showed that labour market 
policies increased in both their share of GNP and in their employment 
percentage of the total labour force (see Table 3-1). 

Johannesson also showed that the 1970s had seen increased emphasis 
on firm-oriented measures such as stockpiling support, orders to indus-
try, inplant training to avoid layoffs, and temporary employment 
assistance for older workers in textiles, clothing and other local indus-
tries (Table 3-2). 

Regional Development Policy 
Starting in the 1963-65 period, the Swedish government embarked upon 
a location policy designed to stimulate industrial development in the 
northern parts of Sweden. This policy involved government loans on 
favourable terms and direct subsidization of up to 30 percent of invest-
ment in the northern region (Lindbeck, 1975). 

The location policy is designed to stem the outflows of labour from the 
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TABLE 3-2 Expenditure on Labour Market Measures Directed to 
Firms, Individuals and Labour Market Information 
in Sweden 

1970-71 1972-73 1974-75 1975-76 1976-77 1977-78 

Expenditures 
(SKr million) 2,112.9 3,802.3 3,831.3 4,736.3 7,316.7 9,824.1 

Percent directed 
to firms 15 % 12 17 18 24 21 

Percent directed 
to individuals 76 % 82 74 72 69 72 

Percent to labour 
market information 9% 6 9 10 7 7 

Other expenditures 
(SKr million) 316.0 480.3 513.1 420.0 610.8 922.7 

Total (SKr million) 2,428.9 4,282.6 4,344.2 5,156.3 7,927.5 10,746.8 

Percent of total 
government 
expenditure 5.8% 7.9 5.9 5.9 7.7 8.5 

Source: J. Johannesson, "The Development of Labour Market Policy in Sweden," Euro-
pean Journal of Political Research 8 (1980). 

northern regions resulting from the modernization and rationalization of 
forestry and farming. In addition, the location policy is designed to offset 
the structural unemployment resulting from the "solidaristic wage pol-
icy" which facilitates labour mobility from the northern regions. Work-
ers in these areas are eligible for both the general programs under the 
labour market policy (retraining, mobility allowances, and so on), and 
the special settlement allowance. 

Sweden's regional development policy is further supported by the 
country's investment funds policy. Under this policy, funds are released 
not only to encourage employment generally in times of high unemploy-
ment, but also to encourage investment in Sweden's northern regions. In 
fact, some companies have been granted funds during boom periods, 
provided that they invest some of the funds in northern parts of Sweden. 
From 1963 to 1971, such released investment funds constituted 5 percent 
of all investment in northern manufacturing (Lindbeck, 1975). 

Research and Development 
Sweden invests substantial resources in research and development. The 
four main sources of R&D financing are the government's support for 
higher education (22 percent of the total), national and local government 
expenditures on research in health, environment, education and defence 
(19 percent), the business sector (55 percent), and private non-profit 
foundations and foreign sources (4 percent) (Hallvarsson, 1981). 

Sweden's tax system allows the deduction of current R&D expen- 
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ditures from taxable income in the year when they are incurred. Operat-
ing losses may be carried forward for ten years. Capital outlays on R&D 

may be depreciated on a straight line basis over their economic life 
(McFetridge and Warda, 1983). 

For the past ten years, Sweden has offered a special R&D allowance. 
The value of this allowance depends on both the level of wages and the 
annual increase in wages paid to R&D personnel (McFetridge and Warda, 
1983). 

Political and Institutional Determinants 
of Industrial Policy 

The Political System 
Sweden is a parliamentary democracy. Unlike most other parliamentary 
democracies, however, it provides for representation of civil and corpo-
rate interests in public administration. This representation allows 
different interests to be articulated within the political process, and 
integrates corporate organizations and mass movements within this 
process. 

The Riksdag (parliament) consists of one chamber with 349 members 
who are elected every three years. The party currently in power is the 
Social Democratic Party, which has ruled for the entire postwar period 
except for the 1976-82 period, when the majority of seats were held by a 
centre-right coalition. The Riksdag determines the level of state taxes 
and national budget. The regional and local councils can levy taxes only 
pursuant to voluntary agreements with the government. Because the 
government relies on public agencies or authorities for much of its 
administration, rather than on ministries, the ministries have less than 
2,000 employees while the public authorities have 250,000 employees 
(Von Otter, 1980). The seven large state business agencies, such as the 
Post Office and State Railway, and the 24 regional authorities are other 
appendages of the administration, each of which also emphasizes the 
importance of consensus. Although the authorities are regulated by laws 
passed by the Riksdag, their independence is reinforced by boards of 
directors with "corporatist" compositions and minority representation 
for employees. The government also organizes a large number of com-
missions on an ad hoc basis to investigate various problems and draft 
proposals for new legislation and reforms. These commissions serve as 
channels through which different interest groups can influence govern-
ment and through which reconciliation and consensus around specific 
issues can be achieved. Often, there are as many 300 of these commis-
sions at work (Von Otter, 1980). 

Industrial Relations 
The system of industrial relations in Sweden is based on the Salts-
jobaden Agreement of 1938 and places much emphasis on the indepen- 
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dence from the state of trade unions and the employers' confederation. 
The system is also highly centralized, largely because the implementa-
tion of the unified wage policy across sectors calls for a centralized trade 
union movement. The trade union federation (Lo) controls the wage 
bargaining process and attempts to ensure restrictive use of selective 
strikes as a bargaining weapon. The past 50 years have seen much reform 
in the Swedish labour markets, resulting in step-by-step improvements 
in the position of the employee. These improvements have been 
achieved largely by the labour and management organizations with little 
intervention from the government, at least until the 1970s. The ability of 
these organizations to achieve these improvements is due largely to the 
high level of support each receives from its respective target groups. For 
example, the two largest employee confederations — the blue collar LO 
and the white collar TCO — organize 90 and 80 percent of their potential 
members, respectively. Various industrial groups are represented 
together by the Swedish Employers' Confederation (sAF). 

The LO member unions, organized by industry rather than by skill, 
negotiate collective bargaining agreements with the corresponding 
employers' associations, and their boards decide whether or not to take 
strike action. The TCO is not as centralized as the LO, and hence its 
unions hold talks with private, local government and state civil service 
employers through special negotiating federations for each of these 
respective sectors. The TCO, as such, does not negotiate contracts or 
call or prevent strikes for affiliated unions (Hallvarsson, 1981). 

By contrast, the SAF is strongly centralized. There are nearly 36,000 
sAF-affiliated companies, employing more than 1.3 million people, two-
thirds of them LO union members. The SAF general council must 
approve every collective bargaining pact concluded by member-
employer associations and can order or prevent lockouts. Also, the SAF 
can fine its member associations and affiliated companies if they do not 
follow SAF decisions on industrial action. Outside the SAF there are 
employer organizations in the banking, shipping, publishing and cooper-
ative fields. The largest body for the state as employer is the National 
Agency for Government Employees. 

These highly centralized bargaining processes reflect the fact that the 
organization of work has been largely the responsibility of employers. 
Unions have cooperated with employers — for example, over the issues 
of technical innovation and increased mechanization — because they 
realize that, given Sweden's open economy, they benefit from the com-
petitiveness, and hence profitability, of their employers. Unions cooper-
ate with employers also because the Swedish government gives employ-
ment a high priority and maintains a supportive labour market 
adjustment policy. 

The unions accepted the principle of employer responsibility until the 
1960s. Thereafter, they sought new or revised legislation concerning 
industrial democracy, work safety, and job security. Union concerns 
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were partially addressed with the passage of the Co-determination Act in 
1977. This legislation deprived employers of their former prerogative of 
organizing work without consultation with workers, but it did not give 
workers any new substantive rights to negotiate and acquire informa-
tion. The Safety at Work Act gave workers more specific rights concern-
ing work safety. The Employment Protection Act gave workers the right 
to a job after six months of employment as long as there was work to be 
done (Von Otter, 1980). This latter legislation reflects the priority given 
employment by the government, but it tends to diminish labour mobility. 

Sweden's public sector plays a major role in implementing welfare and 
stabilization policies. The public sector played a greater role under the 
centre-right coalition from the late 1970s to 1982 when, increasingly, 
industries were rescued by means of firm-specific grants. Now that the 
Social Democrats have regained power, it is likely that there will be more 
reliance on market forces. Historically, the Social Democrats have 
considered market forces too important to ignore, given Sweden's open 
economy. Indeed, Sweden's past success as one of the richest industrial 
nations stemmed from its ability to coordinate the interests of labour, 
capital and the state through policies which took account of market 
forces in their goal of continued employment, competitiveness and 
profitability. The challenge facing Swedish policy makers is to continue 
this trend successfully, given Sweden's current disadvantages in both 
labour costs and productivity. 

Conclusions 

Comparative Economic Performance 

In undertaking an exercise in comparative industrial policy analysis 
such as this study entails, it might be thought that the easiest task would 
be to identify major differences in economic performance. While reason-
ably precise statistical data on various performance indicators are avail-
able (see the Appendix tables), interpreting these data and assigning 
weight to these indicators make firm judgments hazardous. If economic 
growth is taken as the litmus test, because it implies real increases in a 
population's standard of living, then the most critical indicators of 
economic performance may be rates of growth of real GDP over time and 
rates of growth in productivity (real GDP per person employed) viewed in 
the context of the percentage of the workforce employed. Table 3-3 
reports average GDP growth, productivity growth, and unemployment 
rates for the seven countries under review, along with Canada, for each 
of the last two decades. 

On all three measures, Japan performed substantially better than any 
other country. Britain probably performed least well, especially in the 
last decade. It can be argued that West Germany and France ranked 
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after Japan in both decades, followed by Australia, Sweden, then 
Canada and the United States. However, not all three indicators in all 
cases imply this ranking and, other than the strikingly superior perfor-
mance of Japan, they present a picture of few sharp divergences in 
overall economic performance among the other seven countries. In the 
case of Canada and the United States, relatively low productivity growth 
and relatively high levels of unemployment in the last decade have been 
particular sources of concern, although in the case of the United States, 
data for 1983-84 (not reported here) suggest marked improvement in all 
three indicators reported in Table 3-3. 

Isolating Policy Variables with Significant 
Growth Implications 

The absence of sharp or enduring divergences in performance, other 
than in the case of Japan, renders the next task of comparative analysis 
considerably more difficult than it already inherently is — namely, iden-
tifying the factors that explain such performance differentials as do 
exist. It is tempting, of course, to correlate any significant differences 
between countries in policies or institutions with differences in eco-
nomic performance. As Olson (1982) cautions, this entails the danger of 
generalizing policy implications from a sample of one. In particular, it is 
not clear what weight to assign to these policy or institutional differences 
in explaining a particular economic performance, nor is it often clear 
whether a given level of economic performance makes certain policies 
attractive or whether the choice of these policies explains the economic 
performance. For example, the "virtuous cycle of economic success" 
(Dyson and Wilks, 1983) in West Germany may have made it easier to 
facilitate the withdrawal of resources from declining sectors and their 
redeployment in growing sectors, thus reinforcing patterns of growth, 
while the "vicious cycle of economic decline" in Britain appears to have 
made it more difficult to avoid attempts to sustain declining sectors. 
Have policies on declining sectors in these two countries been a cause or 
a result of the differences in economic strength? Or is a mutually rein-
forcing but more complex causal relationship.  at work? 

An analysis of the various dimensions of industrial policy that have 
been the focus of the country profiles in this study underscores the need 
for caution in drawing conclusions for future industrial policy making in 
Canada. Table 3-4 reflects our best judgment as to the relative emphasis 
that has been assigned to various industrial policy instruments by the 
countries under review. 

In the case of trade policy, Australia, France (until joining the EEC), 
and Japan until quite recently have employed relatively protectionist 
strategies. Australia has had a rather weak economic record over the last 

184 Chandler & Trebilcock 



X X 

X x 

T
A

B
L
E

 3-
4
 R

el
ia

n
ce

  o
n

  P
o

li
cy

  I
n

s t
ru

m
en

ts
  t

o
  R

es
p

on
d

 t
o
  R

eg
io

n
  

4.) 

Gi 

ti 

a. 

*4 

X X 

T T 

X X 

X X 

X X 	X 	X X X X X 

X X X 	 X X X 

X X X 

X X X 	X X X X X 

-c:i c.) •.U.  ▪  . 
0 	q 	*7 = 	75 . t 

.1.21' "2 0 	ta 1 wE c9 , .,)01  : 4  al 	-5 	.,..' .g = z 0  > .,... 0v) 	c-> cc) 	*C 

	

0 = 	a) cg a) 0  	> ...F a—,  7:$ „ a C •,—. 
4 at —• 
	e., 0.0 U  0 ..... = ...,  0  0 . 0 0. 0 .0,u .• .... 	0 0 .c.„.:1,0 

E ..o "t; To > 0, :TS 	1,1 -a 5 E ct ,.I a) 0 x 	 0 0 
C.) i— E-4 tX 0 a) g IL.—  ci) 	ci) 4.. 

()) ri) 
0 
0 

   
CID 	 0 	 .1. 
0 U  or 	 .1.,  

.1.. 	:5 ... c..) 	ta. 	 .... .... IS 
5 	 w) 1:1 	

2 
ti) c)2 

CL4 	4'4' 	 .. a) a.) 

	

s... 	a.) 1.. 

Chandler & Trebilcock 185 



decade or so (as has New Zealand, which has employed similar policies), 
while Japan and France have performed relatively strongly. In the case 
of Japan in particular, some commentators assign significant weight to 
these policies in protecting infant industries from competition in the 
domestic market during their developmental phase preparatory to enter-
ing into international competition. Britain, on the other hand, has gener-
ally maintained a free trade stance and has had an extremely weak 
economic record in recent years, as measured by both import penetra-
tion and loss of share of world export markets for manufactured goods. 
West Germany, however, with similar trade policies, has performed 
relatively well. 

With respect to foreign investment, Japan has until recently main-
tained highly restrictive policies toward foreign investment, although it 
has sustained very high levels of domestic savings and capital invest-
ment, while all other countries surveyed have been much more per-
missive, with some performing well and others badly. 

With respect to policies of selective support for firms or industries, as 
opposed to general or across-the-board policies of support to industry, 
Japan has been fairly successful in invoking selective strategies for promot-
ing high-growth firms, while the record in France is very mixed, with major 
failures in computers, electronics and aircraft manufacturing. 

In West Germany, industrial policy has generally avoided selective 
support to firms or industries, but rather has concentrated on promoting 
conditions conducive to market-led adjustment. In Britain, selective 
support for firms or industries has tended to degenerate into bailouts of 
lame ducks or losers, often entailing nationalization. In some cases, the 
losers have been basic industries like steel, coalmining, autos, or ship-
building; in other cases losers are high-tech "industries of the future" 
like aerospace (as in the case of Rolls-Royce or the Concorde). The 
Canadian experience with selective intervention has not been dis-
similar — bailouts of failing firms in established sectors (such as 
Chrysler and Massey-Ferguson) and unsuccessful attempts to promote 
high-tech ventures (Deuterium — heavy water; Canadair, 
DeHavilland — aircraft manufacturing; Consolidated Computers —
computer manufacturing; Atomic Energy of Canada Limited —nuclear 
reactors, a technical success but an international commercial failure). 

Commentators critical of selective intervention or "targetting" argue 
that the favourable Japanese experience for the most part involved 
catching up in established industries (for example, autos, consumer 
electronics and steel) and not promoting new high-technology products 
(with the major exception of semiconductors). Moreover, even in these 
cases, critics argue that the Japanese record is mixed, pointing to over-
expansion in steel, contrasted perhaps to a more favourable experience 
with semiconductors (Krugman, 1984). Arguments popularly advanced 
for targetting are viewed as counterproductive in their own terms, and 
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while in theory more rigorous explanations of market failure can be 
identified that might justify targetted intervention, these are considered 
extremely difficult to put into practice. Commentators who support 
selective intervention believe that the Japanese experience has been 
replicated successfully in the "new Japans" like Taiwan, South Korea, 
Singapore and Hong Kong, at least in established industries, and can be 
extrapolated generally to high-tech industries (Scott, 1984b). 

The importance of expenditures on R&D to economic growth is of 
course hotly debated, and appropriate public policies are even more 
vigorously debated for a small country like Canada that cannot engage in 
large-scale technology races with larger economies. Comparative expe-
rience offers little clear guidance in resolving this issue. Japan has one of 
the lowest levels of government expenditures on R&D among the major 
OECD countries and has spent significantly less in total on R&D as a 
proportion of GDP than the United Kingdom. Technological diffusion 
and free-riding on the innovation investments of others clearly have 
some advantages over making the investments oneself. 

Competition policy is another ambiguous policy variable. The United 
States traditionally has maintained a vigorous antitrust policy to foster 
domestic competition, while European countries and Japan have a very 
weak antitrust tradition and indeed have adopted policies that encourage 
mergers, consolidations and concentration in many sectors, France's 
"national champions" being perhaps the extreme example. 

Social security policies are another area of contention. While some 
analysts find that levels of social security expenditures are positively 
correlated with economic growth, allegedly buttressing a social con-
sensus around the need for economic adjustment by socializing its costs 
(Blais and McCallum, 1985), others argue that such policies discourage 
participation in the labour force and leave developed industrial econo-
mies having such policies particularly vulnerable to competitive inroads 
from the newly industrializing countries, which emphasize such policies 
much less (Scott, 1984b). 

To add to this bewildering conjuncture of industrial and social policies 
and national economic performance, some commentators argue that the 
postwar economic records of Japan, France and other European coun-
tries such as Sweden are largely historical artifacts, a function of late 
industrialization where large gains can be realized from reallocating 
resources from primary to manufacturing sectors — gains which have 
been realized in other economies at an earlier stage. This one-time catch-
up, which admittedly has sometimes been successfully fostered by 
governments to promote the amassing of the financial and human capital 
required for rapid and successful entry into basic mass production 
industries, offers few lessons for other industrialized nations or even for 
the late-industrializing nations themselves in trailblazing into new sec-
tors (Zysman, 1983). 
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A significant convergence is emerging in the economic prospects for 
most industrialized economies: 

increased competition among themselves for shares of basic industrial 
activities; 
increased competition from newly industrializing economies in many 
of the same industries, where rapid technological diffusion and lower 
labour costs render established industrialized economies vulnerable; 
a technology race in productive processes to render basic industries 
internationally competitive, essentially by substituting capital for 
labour; and 
a technology race among industrialized economies to produce new 
products that are intensive in physical and financial capital and spe-
cialized human capital, rather than in unskilled labour. 

The Relevance of Institutional Variables 
to Economic Growth 

How will these economic challenges be met by the various countries 
under review in this study? This raises a series of institutional and 
political issues that are in many respects as problematic as questions of 
the impact of various industrial policy instruments on economic perfor-
mance. Even if there were a consensus on which policies affect eco-
nomic performance favourably, questions would arise as to which set of 
institutional and political structures are most conducive to their formula-
tion and implementation. Table 3-5 presents our qualitative assessments 
of salient institutional features of the countries under review. 

In a recent provocative and controversial analysis of the institutional 
and political determinants of economic growth, Olson (1982) argues that 
long periods of political stability breed economic stagnation as narrow 
special interest groups succeed over time in winning special favours 
from the state and that they gradually suffocate the dynamic impulses of 
an economy. Olson explains the success of the strong economies of the 
postwar period, especially those of Japan and West Germany, as largely 
a result of the disruption wrought by the war in established distributional 
coalitions. He argues that recent political instability followed by a fore-
seeable period of stability unleashes these dynamic impulses and fosters 
economic growth, but that if stability persists for too long, these 
impulses will gradually be dulled and economic sclerosis will set in. 

A flippant reaction to the Olson thesis might be that every country 
periodically requires a devastating war (which moreover it must lose if 
the British postwar economic experience is to be avoided) or some 
similar convulsion. This, of course, is not a very helpful prescription. 
Other strands of Olson's thesis, however, have more obvious policy 
salience. He argues that if one cannot have the best possible world, i.e., 
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one in which there are no special interest groups — which is itself a 
debatable normative proposition (Reich, 1983) — the best condition for 
strong economic performance would be the existence of peak or encom-
passing interest groups, especially business and labour, which are more 
likely to internalize costs of favoured policies than more narrowly 
focussed interest groups. Thus, the existence of strong national labour 
and business interest groups in West Germany, Sweden and other Scan-
dinavian countries and strong national business groups in Japan 
(although labour is notably excluded from national policy-making pro-
cesses in Japan) are viewed as conducive to longer-term, more broadly 
conceived perspectives on economic policy making. As an adjunct 
argument, Olson suggests that one of the political advantages of free 
trade is its tendency to subvert entrenched domestic special-interest 
groups. Thus, free trade and institutional structures that promote peak 
or encompassing interest groups emerge as important policy implica-
tions of the Olson thesis. Recent statistical testing of the Olson thesis 
across a broad sample of countries seems to provide significant support 
for it (McCallum and Blais, 1985). 

Leaving aside the political implications of free trade (to which Japan 
has been a notable exception until recently), other commentators have 
developed similar lines of analysis with respect to public sector institu-
tions. Thus, it is argued that a strong central government, an expert and 
semi-autonomous (non-political) bureaucracy with sharply focussed 
responsibilities for formulating and implementing policy, and a cen-
tralized financial system are — like encompassing interest groups in the 
private sector — more conducive to broader, longer-term views of 
appropriate national economic strategies. 

This institutional view of the determinants of economic growth, while 
perhaps initially attractive, seems less compelling on closer analysis. 
First, despite the "riotous pluralism" which the United States is com-
monly seen as exemplifying, it can be argued that the fragmentation of 
power structures in both the public and private sectors has led to 
government structures in which inter- and intra-jurisdictional competi-
tion yields high levels of innovation and experimentation in policy (West 
and Winer, 1980), as well as reducing the possibility of large errors in 
policy that more monolithic government structures make possible. Sim-
ilarly, more fragmented power structures in the private sector dis-
courage the evolution of monolithic views of future industry welfare and 
encourage diversity, competition and innovation in business strategies. 
While U.S. policy making may be characterized by riotous pluralism and 
may be vulnerable to demands of special interest groups with many 
avenues for influencing policy, it must be remembered that this politico-
economic system historically has produced an extraordinarily pros-
perous economy (unless one views its success as bearing the seeds of its 
own decay, in Olson's terms). 
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Moreover, to push the encompassing interest group thesis to its limits 
raises the spectre of the Nazi and Communist parties or one-party 
systems in Africa which presumably aspired or aspire to full internaliza-
tion of all the costs and benefits of a country's policies. Yet the economic 
results are dubious, although the political results, i.e., the loss of demo-
cratic values, are clear enough. 

Another limitation of the Olson thesis is its failure to explain why large 
private-sector peak interest groups are better able to internalize the 
economic costs and benefits of alternative policies than are political 
parties (themselves peak organizations), in the absence of these private-
sector, encompassing interest groups. One reason may be that in large, 
centralized and closely integrated labour organizations where those who 
participate in formulating policy preferences serve for a longer time and 
enjoy more regular interactions than is possible in political organiza-
tions, there is a greater tendency to work out cooperative solutions to 
policy issues. But Olson does not address this issue. 

While Japan and France may seem to provide support for the eco-
nomic virtues of institutional centralization, West Germany does so only 
with qualification — as a relatively non-interventionist central govern-
ment located within a federal structure, albeit with strong peak labour 
and business interest groups with which it interacts. Britain has a unitary 
government, a non-politicized career bureaucracy, and a highly union-
ized labour movement that is ostensibly represented in a central organi-
zation; yet its economy is weak. The analysis can, of course, be refined 
to make these apparent anomalies fit the thesis by stressing, for exam-
ple, the diffusion of power within the British government structure, the 
polarized party ideologies, or the lack of cohesiveness of the British 
trade union movement. Whatever the soundness of these refinements, 
they suggest some measure of caution in reading from the comparative 
experience clear and strong policy lessons for Canada involving cata-
clysmic changes in the substance of policy or the structures of policy 
making. 

In obtaining a perspective on these issues, Zysman's (1983) typology 
and balanced evaluation of alternative adjustment strategies are useful. 
He distinguishes between state-led adjustment, company- or market-led 
adjustment, and negotiated adjustment. Japan and France exemplify the 
first, the United States the second, and West Germany, Sweden and 
other smaller European economies the third. Britain and probably 
Canada are ambiguous cases. State-led adjustment recognizes that 
institutional structures not only respond to political demands but also 
shape and channel them by defining routes of access and forms of 
interaction. Indispensable to this form of adjustment strategy, in 
Zysman's view, is a strong state influence in the financial system through 
administered prices and credit allocation. This strategy has the advan-
tage that it can more readily mobilize resources around a coherent set of 
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policy goals. It also carries the risk of major policy error and, because 
industrial outcomes are visibly a product of state policy, it invites a 
political challenge. Whether, as with the advent of the Mitterrand 
Socialist government in France, coherent and consistent state-led 
adjustment policies can survive such a challenge is an open question. 
Company- or market-led adjustment policies can best accommodate 
marginal adjustments. More major and painful adjustments raise the 
danger, which Olson alludes to, of pluralistic demands on the political 
system being met with ad hoc and incoherent responses. Negotiated 
adjustment strategies (social contracts between business, labour and 
state) possess the virtue of explicitly and coherently addressing distribu-
tional issues involving the sharing of the gains and pains of adjustment. 
But again, when the adjustment is non-marginal and the parameters and 
implications of change uncertain, it may become more difficult to negoti-
ate revisions to the social contract, as recent experience in Sweden and 
West Germany seems to suggest. Thus, it is not clear that any one of 
these strategies for adjustment exhibits a clear net advantage over the 
other two, given the added uncertainty associated with transplanting 
foreign institutional structures, with their long political and cultural 
histories, to a different political and cultural environment with its own 
traditions. 

Some Modest Lessons from Comparative Experience 

All of this may seem to imply that examining comparative experience for 
assistance in shaping future Canadian economic policy making is a 
fruitless exercise. While the foregoing considerations suggest extreme 
caution, and while prophecies of impending disaster for the North 
American economy in the absence of cataclysmic changes in policies 
and policy-making institutions often seem wildly and irresponsibly over-
drawn, some commonalities from successful growth experiences in 
other countries seem identifiable. 

First, those countries (West Germany and Japan) whose economies 
have adjusted most quickly to market signals by withdrawing resources 
from declining sectors and moving them into growth sectors seem to 
have established stronger economic performances. Adaptability and 
flexibility appear to be key ingredients in economic growth; attenuating 
or retarding adjustment forces (as Britain and Australia have done) 
inhibits growth, as economic theory would predict. While it may be true 
that comparative advantage, viewed in a dynamic perspective, can in 
part be engineered, following market signals quickly (like Japan) rather 
than attempting to dictate to the market (like France) or to defy the 
market (like Britain) seems to be the essence of successful adjustment. 

Second, those countries that have adjusted most quickly have empha-
sized the development of their export markets, rather than becoming 
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preoccupied with protecting their domestic markets against imports 
(West Germany, France, Sweden and Japan, with qualifications in the 
last case with respect to import protection). Countries whose growth 
prospects depend largely upon the development of export markets 
appear to be more sensitive to the need to become and remain interna-
tionally competitive, especially with respect to manufactured products 
(as opposed to natural resources), and they recognize that the dynamics 
of international trade relations are such that an aggressive export strat-
egy ultimately also demands a permissive import policy (as Japan has 
now been compelled to recognize). 

In Canada's case, as a small open economy, major growth prospects 
would seem to revolve around an expansion of export markets. Here, the 
most obvious accessible large market is the United States. This would 
seem to suggest that the negotiation of some form of bilateral free trade 
arrangement with the United States is indispensable to Canada's pros-
pects for export growth. Correspondingly, a balkanization of the domes-
tic market by various internal barriers to trade reflects a misguided 
inward-looking perspective at a regional rather than national level, 
which is or may become economically expensive. Regions also need to 
concentrate on expanding their export markets, whether within Canada 
or outside it, rather than defending smaller regional markets. 

Third, countries which appear to have been most successful in adjust-
ing to changing economic opportunities have focussed a substantial part 
of their adjustment policies on easing the adjustment costs of labour 
rather than capital, through generous and widely available institutional 
and on-the-job retraining schemes, relocation allowances, early retire-
ment schemes, sophisticated labour market analysis and forecasting 
techniques to yield more useful information on present and future labour 
market opportunities, and have frequently conditioned receipt of unem-
ployment benefits on participation in these schemes. The closer integra-
tion of social and economic policies in facilitating more rapid economic 
adjustment would seem an important priority in Canada. 

Assistance provided to firms or industries in difficulty is often directed 
toward facilitating an orderly contraction, through recession cartels 
conditioned on reduction of capacity, subsidies for scrapping physical 
capacity, or mergers designed to restructure rather than sustain existing 
industrial structure and capacity. Britain exemplifies the worst of the 
opposing strategy. A large part of its industrial assistance subsidies is 
directed to attracting or retaining labour-intensive industries in 
depressed regions of the country, and bailing them out when they 
subsequently encounter financial difficulties. These industries, almost 
by definition, are very vulnerable to international competition, yet the 
political costs of terminating support, given their location, are extremely 
high. Combined with Britain's public housing policies, which drastically 
reduce labour mobility, these policies have locked the country into a 
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number of internationally uncompetitive industries. The lessons here for 
Canada are clear. Excessive emphasis on equalizing production across 
regions and bailing out or supporting losers because of regional consid-
erations is a recipe that enjoys considerable currency in Canada. But as 
in the case of Britain, it is the antithesis of a dynamic adjustment 
strategy. While regional development policies have played some role in 
the economic strategies of most countries reviewed, countries such as 
Japan and West Germany have assigned relatively more weight to facili-
tating mobility than to underwriting existing regional distributions of 
economic activities. 

Fourth, competition or antitrust policy has been accorded minor 
weight in Japan and the economically successful European economies. 
Fostering firms that can compete effectively in large export markets, and 
fostering adjustment in industries in decline or transition through 
mergers, consolidations, specialization agreements, and the like, may 
be important to effective adjustment. Small open economies in par-
ticular incur costs from unduly restrictive competition laws or similar 
policies that inhibit industry rationalizations, such as foreign investment 
restrictions, tax laws, securities and corporate laws. In an open econ-
omy with vigorous import competition and vigorous competition in 
export markets, domestic industrial concentration levels are, for the 
most part, unimportant. 

Fifth, while important institutional structures that seem to exhibit 
desirable economic properties in their own countries may have unpre-
dictable effects in the recipient country — and, in any event, would 
probably face strong political resistance from the incumbents in existing 
structures threatened with displacement or depreciation — some simple 
lessons might be gleaned that are relevant to the economic policy-
making process in Canada in better coordinating industrial policies. 

The diffusion of responsibility for policy making and implementation 
among numerous federal departments and agencies with different roles 
in the industrial policy field is at variance with the much more coordi-
nated decision-making structures evident in Japan, West Germany and 
France. It is unclear whether centralization within a more tightly defined 
departmental structure (as in Japan) or stronger central direction and 
coordination through interministerial committees (as in France) would 
be more responsive to this deficiency. Responsibility in the industrial 
policy field also is diffused between the federal and provincial govern-
ments (which often diffuse responsibility further within their own struc-
tures). Government policy making therefore becomes, almost of neces-
sity, ad hoc, reactive and inconsistent, allowing special interest groups 
to find numerous ways of influencing governments and enlisting "clien-
tele" institutions of government at either level in their support. 

With respect to federal-provincial relations, the more tightly inte-
grated and coordinated structures that exist in West Germany appear to 
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have produced more consistent industrial policies than those that have 
emerged from Canada's federal structures. This might suggest ambitious 
agendas for constitutional reform, such as restructuring the Senate in 
order to integrate regional perspectives more directly into federal policy 
making, or constitutional amendments such as an amended section 121 
of the British North America Act, which would prohibit non-tariff as 
well as tariff barriers to interprovincial trade and which would extend to 
capital and services as well as to goods. Such proposals raise extremely 
complex political and economic issues (Trebilcock et al., 1983), and their 
resolution seems unlikely to be an immediate prospect. At a more 
immediate level, some modest lessons may be suggested by the West 
German experience and by elementary precepts of game theory 
(Axelrod, 1984). 

In seeking cooperative accords between federal and provincial gov-
ernments on industrial policy, institutional arrangements are most likely 
to be successful if they (a) have a small number of agenda issues; (b) have 
a small number of players; and (c) consist of repeat players with long-
term involvement in the issues. That is, the federal-provincial structures 
that hold out promise for more coherent development of economic 
policy in a federal-provincial framework might (a) focus on reaching 
accords on, for example, certain classes of interprovincial barriers to 
trade; (b) involve senior appointees of government with some perma-
nence of tenure and with professional or technocratic expertise in the 
subject area, who would temper transitory considerations of political 
expediency with greater continuity in decision making; and (c) meet 
regularly and privately (Trebilcock, 1984; Thorburn, 1984; Jenkin, 1983). 
In the same vein, bilateral agreements between federal and provincial 
governments — for example, General Adjustment Agreements that 
might coordinate adjustment policies for a given sector — may reduce 
the bargaining costs entailed in multilateral relations. 

While federal-provincial relations have come to dominate so much of 
policy making in Canada — which is no doubt largely unavoidable, 
given our constitutional structural and regional diversity — this has 
undoubtedly come at a cost. These relations emphasize what Simeon 
(1980) calls vertical or geographic allocation of resources. In several 
other countries surveyed in this study — e.g., West Germany and Sweden 
— much more attention is devoted to reconciling horizontal divisions, 
particularly among producer interests, especially labour and capital. 
While corporatism or tripartitism in the mould of the West German or 
Swedish models may not be readily reproduced in Canada, some much 
more systematic form of interaction between the national government 
and labour and business interests in the economic policy-making field, 
beyond the present process of ad hoc and separate consultation, seems 
highly desirable. Producers both of capital and labour are of course 
keenly interested in how the gains and pains of adjustment are to be 
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shared, but they also share a common interest in increasing the net 
wealth to be shared. 

Following closely the simple game theory precepts noted above 
(i.e., short agendas, limited number of players, repeat players), there 
may be a case for some institutional structure where representatives of 
the national government can meet regularly with national represen-
tatives of labour and business to share information about the state of the 
economy, forecasts of future trends, difficulties being encountered in 
particular sectors, and implications of alternative policies. This is likely 
to provide the federal government with perspectives on policy making in 
the industrial policy field that are unlikely to be revealed in federal-
provincial government relations with their much more diffuse foci, and 
would also help the government to identify and perhaps shape some 
guidelines for policy development that address not only the sharing of 
existing economic wealth but also the enhancement of our future eco-
nomic well-being. 

Final Comment 

Macroeconomic theories of stable economic growth (both Keynesian 
and monetarist) are meeting more and more serious challenges for their 
acceptance of different forms of unacceptable trade-offs. Micro-
economic theories of instantaneous market-clearing adjustments in 
response to changes in relative prices are also under attack (Thurow, 
1984). Neoclassical international trade theory, with its emphasis on 
static conceptions of comparative advantage determined largely by 
natural endowments, are similarly criticized. Therefore, given this state 
of theoretical turbulence, governments might be tempted simply to 
identify strong national economies and to try to emulate the policies or 
institutional structures that might plausibly be credited with making that 
performance possible. As this study has attempted to show, such an 
approach would be highly speculative and not one on which sweeping or 
robust policy prescriptions for Canada could responsibly be based. 
Moreover, even if casual linkages between policies or institutional struc-
tures and economic performance could be confidently identified, the 
effect of transplanting institutional arrangements from one country and 
implanting them in another raises a further set of uncertainties. 

These cautions are reinforced by a balanced assessment of the perfor-
mance of the North American economy over the past decade. While 
performance has been weak in some dimensions, neither the United 
States nor Canada has in fact yet experienced the massive de-
industrialization that doomsayers have observed or forecast (Lawrence, 
1983). Employment in manufacturing in aggregate continued to grow 
throughout the 1970s, with a slight downturn in the last two years of the 
decade. Thus, in economies that historically have yielded extremely 

196 Chandler & Trebilcock 



high levels of prosperity, it is not clear that radical shifts in policy are 
dictated or, even if they are, what they should be. 

While significant structural adjustment has occurred in Canada within 
and between many sectors over the postwar period, and while further 
adjustments, perhaps more painful, will have to be confronted in the 
future, the evidence does not disclose competitive collapse either in our 
export markets or in most of our domestic, import-sensitive markets. 
This is not to ignore evidence of declining world market shares of the 
North American economy in most major sectors of industrial activity 
(Scott, 1984). However, the appreciation of the U.S. dollar and reces-
sionary contraction of demand (which, it is to be hoped, are transitory 
phenomena) must be carefully distinguished from long-term structural 
problems before prescribing for the current ailments. In fact, there is 
evidence that substantial adjustments are already occurring within the 
North American economy, with cost-reducing automation and con-
traction in mass production industries, reallocation of industrial invest-
ments to high-technology products, increased expenditures on R&D, and 
continuing growth of the service sector (Lawrence, 1984). A strong and 
conscious government bias toward one particular adjustment policy 
would seem extremely dangerous. For example, with respect to high-
technology products, apart from the difficulties of picking potential 
winners, high-tech products for the most part are not highly labour-
intensive, and excessive emphasis on their production may exacerbate 
rather than ameliorate unemployment (Bird, 1984). In fact, interests that 
support industrial targetting are often in serious disagreement as to 
whether the objective is to encourage reallocation of resources to more 
competitive activities or to preserve employment in existing industries 
(Lazarus and Litan, 1984). It is therefore far from clear that a selective 
government industrial policy is likely to achieve more judicious eco-
nomic adjustments than those arising over time from the operation of 
market forces. 

In short, a case for a radical redefinition of the role of government in 
the North American economy at the microeconomic or industrial policy 
level does not seem stronly supported by the evidence reviewed in this 
study. 
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Appendix 

Selected Tables. 

FIGURE 3A-1 Extent of Public Enterprise in Eighteen Countries 

WHOOWNS 
HOW MUCH? 

Privately owned 0 all or nearly all 

Publicly owned (!) 25% 	50% •75% all or nearly all 

Australia • • • 00•000 
• • 

na 
• 
Australia 

Austria • • • • • • • • • • na Austria 
Belgium • • 3 (!) na 0 • • 0 4 0 Belgium 

Brazil 41 II II 41 II 41 41 C5 0 0 0 Brazil 
Britain 41 II II 

• 

41 

0 

(5 

na 

II 

5 

41 

• 
(•00000000Canada 

0 

• 

41 

all 

0 

• 

ID 

0 

Britain 

France 

Canada 0 
France • • 

Gm= 41 I/ 0 (0 C5 CO 41 II (5 0 C5 
West 
Germany 

Holland • • • a na na 0 • al 3 0 Holland 

India • • • • • • • • 0 0 • India 
Italy 41 41 0 41 na na ID 41 (5 0 0 Italy 

janan••00 na 00(,000 Japan 
Mexico • • 0 0 0 0 • ao c5 a 0 Mexico 

South Korea • • • 0 na 
005 00.0 South Korea 

Spain • 1 O a na 4 • • 0 4 0 Spain 
Sweden • • ao • na na • all (.2)  • a Sweden 

Switzerland • • • • na na ,C5 0 0 na Switzerland 

usntaiiteeds•0000000000 usntailteeds 
na-not applicable or negligible production 

*including Conrail 

Source: J.R.S. Prichard, ed., Crown Corporations in Canada (Toronto: Butterworths, 1983), 
p. 106, reprinted from The Economist (Dec. 30, 1978), p. 39 

* Nations surveyed in this comparative study 
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TABLE 3A-6 Exports and Imports as a Percentage of GDP 

1972 1977 1982 

Canada 
Exports 22.4 21.1 23.5 
Imports 21.8 20.1 18.8 

United States 
Exports 5.3 6.4 7.0 
Imports 6.3 7.8 8.0 

United Kingdom 
Exports 21.6 23.5 20.6 
Imports 21.8 26.1 21.2 

Australia 
Exports 16.0 13.9 14.0 
Imports 13.2 12.8 15.3 

Japan 
Exports 10.8 11.7 13.0 
Imports 8.5 10.3 12.4 

France 
Exports 17.2 16.7 17.1 
Imports 16.4 18.5 21.4 

West Germany 
Exports 21.6 22.9 26.6 
Imports 19.9. 19.6 23.4 

Sweden 
Exports 16.1 24.3 27.3 
Imports 16.2 25.7 28.2 

Source: Organisation for Economic Co-operation and Development, Economic Surveys: 
Canada (Paris: OECD, 1976, 1979, 1984). 

TABLE 3A-7 Percentage of the Total Exports of Manufactured Goods 
of Developed Market Economiesa 

1960 1970 1975 1978 1980 1981 

Canada 3.3 4.4 3.8 4.3 4.1 4.2 
United States 20.1 14.9 16.4 14.6 15.9 14.6 
United Kingdom 14.6 9.1 8.4 7.9 7.2 - 
Japan 5.3 10.3 12.3 13.4 14.0 14.8 
France 9.1 8.4 9.2 9.2 9.0 8.9 
West Germany 19.0 20.4 18.4 17.9 18.1 18.5 
Sweden 3.4 3.5 3.2 2.8 2.6 - 
Otherb 25.2 29.0 28.7 29.9 29.1 

Source: Economic Council of Canada, The Bottom Line (Ottawa: Minister of Supply and 
Services, 1983), p. 90. 

Based on data expressed in constant 1975 U.S. dollars. 
"Other" includes Belgium, Luxembourg, Denmark, Italy, Netherlands, Norway, 
Switzerland. 
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TABLE 3A-8 Average Industrial Tariff Rates 

World Weightse 

No 'II-We 
Weightings 

Simple Average 

Own Country 
Import 

Weightingb 

Import 
Weights 
on BTN 

Aggregatesd 

Import 
Weights 

on each BTN 
Commoditye 

1976 
Ave. 

FinnIf 
Ave. 

1976 
Ave. 

Final 
Ave. 

1976 
Ave. 

Final 
Ave. 

1976 
Ave. 

Final 
Ave. 

Canada 
Dutiableg 13.7 7.8 13.1 8.9 12.0 7.3 12.9 8.3 
Total" 12.0 6.8 10.1 6.8 8.9 5.5 9.4 6.1 

United States 
Dutiable 15.6 9.2 8.3 5.7 9.2 5.5 7.6 4.8 
Total 14.8 8.8 6.2 4.3 7.1 4.1 5.6 3.5 

EEC 
Dutiable 8.8 6.0 9.8 7.2 9.5 7.0 9.6 7.1 
Total 8.0 5.5 6.3 4.6 7.0 5.2 6.9 5.1 

Australia 
Dutiable 28.8 28.0 29.1 28.1 27.8 26.7 26.4 25.2 
Total 16.9 16.5 15.4 15.1 13.3 12.8 13.0 12.6 

Japan' 
Dutiable 8.1 6.2 6.9 4.9 8.0 5.7 7.9 5.5 
Total 7.3 5.6 3.2 2.3 6.1 4.4 5.8 4.1 

Sweden 
Dutiable 7.8 6.1 7.7 5.9 7.4 5.3 7.1 5.2 
Total 6.2 4.9 6.3 4.8 4.6 3.3 4.5 3.3 

Source: M. Olson, The Rise and Decline of Nations (New Haven: Yale University Press, 
1982), p. 134. 

An average of tariff levels on the assumption that all commodities are of equal signifi-
cance. 
The relative weight attributed to each tariff is given by the imports of that commodity by 
that country. 
The significance of each tariff determined by world imports of the commodity, or 
aggregate of commodities, to which the tariff applies. World imports are the imports of 
the countries listed plus New Zealand, Austria, Finland, Norway and Switzerland. 
BTN means Brussels Tariff Nomenclature. The weight attributed to each tariff is given 
by the world imports of the BTN class of commodities in which it falls. 
Each tariff is weighted by world imports of that particular commodity - the maximum 
attainable disaggregation 
"Final" means after the Tokyo Round of tariff reductions. 
Average tariff rates considering only those commodities on which tariffs are levied. 
Average tariff levels of duty-free commodities as well as those to which duties apply. 
Some anecdotal evidence, as well as casual impressions of the relatively high costs that 
Japanese consumers must pay for many imported goods, and the fact that agriculture 
tariffs are not included raise the question whether these figures may give the impression 
that the level of protection is lower than it actually is. This is a matter in need of further 
research. 
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TABLE 3A-11 Distribution of Foreign Direct Investment by Sectors 

1971 Percentage of Total 
Foreign Direct Investment 

1978 Percentage of Total 
Foreign Direct Investment 

Canada 
Extractiveb 38 34 
Manufacturing 40 41 
Services 22 25 

United States 
Extractivec 23 19 
Manufacturing 48 40 
Services 29 41 

United Kingdom 
Extractivec 29 31 
Manufacturing 59 49 
Services 12 20 

Japand 
Extractive — 
Manufacturing 89 80 
Services 11 

West Germany 
Extractivee 18 13 
Manufacturing 63 59 
Services 18 28 

Source: United Nations, Centre on Transnational Corporations, Salient Features and 
Trends in Foreign Direct Investment (New York: United Nations, 1983), p. 48. 

Years for Canada are 1971 and 1976; for the United States 1971 and 1978; for the United 
Kingdom, 1971 and 1974, for Japan 1971 and 1977; and for West Germany, 1972 and 1978. 
Petroleum and mining only. 
Petroleum only; mining and agriculture, if any, are included under services. 
End of March of the year following the one indicated. 
Agriculture and petroleum, mining and quarrying are classified under manufacturing. 
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TABLE 3A-13 Sectors Closed to Foreign Investment Because of Public 
or Privately Operated or Mixed Monopolies 

United United 	 West 
States Kingdom Australia Japan France Germany Sweden 

Telephone and/or 
telegraph 	 x 	x 	x 	x 	x 	x 

Postal service 	 x 	x 	x 	x 	 x 
International 

communications 	x 	x 	x 	x 
Air transport 	 x 
Rail transport 	 x 	x 	 x 	 x 
Radio and/or 

television 
broadcasting 	 x 	x 	x 

Tobacco 	 x 	x 

Lotteries 	 x 	 x 
Alcohol 	 x 
Water distribution 	x 	x 
Gas and/or 

electricity 	 x 	x 	 x 
Atomic energy 	 x 

Source: A .E. Safarian, Governments and Multinationals: Policies in the Developed 
Countries (Washington, D.C.: British—North America Committee, 1983), p. 57. 

Note: This chart should be read in conjunction with the sections of this survey examining 
the foreign investment policies of each nation. Some countries do not have public or 
private monopoly in a sector but restrict foreign investment in it. U.S. atomic 
energy is an example. 

In addition to the above, monopolies exist in the United States (Communications 
Satellite Corporation); the United Kingdom (some restrictions on private coal 
mines); Australia (distribution of some primary goods); Japan (salt); France 
(explosives, matches, various public services); West Germany (some communica-
tions and some insurance); and Sweden (pharmaceutical sales, and employment 
services). 

TABLE 3A-14 Weighted Four-Firm, Four-Digit Aggregate Average 
Concentration Ratios as a Ratio of Weighted 
Concentration Ratios in the United States 

Employment 
Country 	 Date 	 Ratio 

United States 	 1963 	 1.00 
Canada 	 1948 	 1.38 
United Kingdom 	 1951 	 1.20 
Japan 	 1962 	 1.14 
France 	 1963 	 .93 
West Germany 	 1963 	 .94 
Sweden 	 1965 	 1.54 

Source: Adapted from F.L. Pryor, "An International Comparison of Concentration 
Ratios," Review of Economics and Statistics 54 (May 1972): 133. 
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Note 
This paper was completed in December 1984. 
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