TWO VARIETIES OF INDUSTRIAL
POLICY: A CRITIQUE

Don Lavoie

Introduction

Should a special agency be established and invested with the
responsibility of explicitly guiding our nation’s industrial develop-
ment? Clearly the growth rate of our economy is not what it used to
be. Can we afford to let international economic changes continue to
disrupt our economy without entrusting a national agency with the
task of easing whatever transformations seem necessary? Must we
stand idly by and permit the burdens of such changes to be borne
haphazardly and unequally, or should we not consciously decide
such matters? Must we not deliberately take on the task of “reindus-
trializing” the American economy, of getting our economy moving
again?

With such questions, contemporary advocates of “industrial pol-
fey” are raising issues which have a rich tradition of scholarly debate
in the field of comparative economic systems. My aim is not to elab-
orate on those academic debates but to apply what I take to be thefr
chief “lessons” to the proposals of two of the most prominent advo-
cates of industrial policy, Felix G. Rohatyn, Wall Street financier and
head of New York's Municipal Assistance Corporation (“Big MAC”),
and Robert B. Reich of Harvard's John F. Kennedy School of Gov-
ernment. I will try to show that the apparent reasonableness of the
questions posed in the opening paragraph disguises a serious mis-
understanding by industrial policy advocates of the way in which a
modern economy works. In particular, I will contend that both the
differences between these two advocates of industrial policy and
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their underlying similarities reveal basic flaws in the whole idea of
industrial policy.

The classic debates I have in mind were over the political and
economic difficulties of centralized economic planning. Advocates
of industrial policy are quick to point out that their aims are much
less ambitious. To avoid—or atleast delay—offending my opponents,
I will refrain from labeling their policies “national economic plan-
ning,” even though I see little substantive difference between indus-
trial policy and the policies that more forthright advocates like Was-
sily Leontief call planning.

As used today the term “industrial policy” usually implies the idea
of establishing a new Reconstruction Finance Corporation (RFC);
that is, a special agency of the national government with the respon-
sibility for guiding investment in directions different from those they
otherwise would take. This investment-guiding agency might be
modeled on America’s earlier RFC—an idea favored by Rohatyn—
or on Japan’s Ministry of International Trade and Industry (MITI)—
an idea supported by Reich. For theoretical as well as historical
reasons, | will argue that we should adamantly oppose the establish-
ment of any such agency in the American economy. A new RFC,
whether of the Rohatyn or the Reich variety, would be politically
dangerous and economically burdensome for the same reasons cen-
tralized planning was shown to be inefficient during the classic debates
over planning.

There are two difficulties identified by the earlier debates over
central planning which apply to industrial policy. First, there is the
political problem: The danger that this new RFC could become a
powerful dictatorial weapon. Can the proposed agency be expected
even to try to do the bidding of the wisest and most benevolent
advisors? Second, there is the knowledge problem: Those who direct
the new RFC will necessarily lack the knowledge to carry out their
own goal of reindustrializing our economy. The question here is
whether an investment-guiding agency that is (somehow) controlled
even by the most benevolent and wise directors would be wise
enough to be able to acomplish more good for the economy than
damage.?

'The classic statement of the political problem is F. A. Hayek's The Road to Serfdom
(1944).

The knowlodge problem was called the “calculation problem” in the cconomists’
debates of the 1920s and 1930s, and its chief propounders were Ludwig von Mises
{1035) and F, A. Hayek (1048). I have tried to elaborate on the meaning and significance
of this controversy in my forthcoming book (1985). See also Vaughn (1980), Hoff (1981},
and Lavoie (1981).
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Reich and Rohatyn readily admit the potential danger of the polit-
ical problem but offer precisely opposite “solutions,” neither of which
is terribly convincing. The two authors, however, seem unaware of
the knowledge problem, or even the possibility of such a problem,
and therefore offer no clues for its solution.

The knowledge problem alerts us to the fact that the competitive
market process achieves a higher degree of “intelligence” in spon-
taneously directing industrial change than is possible for any single
agency within the economic system. In effect, decentralized com-
petitive processes, although they possess no single “director,” exhibit
a sort of “social intelligence” which exceeds the “individual intel-
ligence” that is attainable by any single agency.

The competitive process is able to achieve this by means of the
price system. Itis the continuously changing configuration of relative
prices that provides signals to the disparate decision makers, who
calculate profit and loss in terms of these prices. Individuals who
discover more efficient ways of using society’s resources are rewarded
with profits. In this manner a high degree of precision is possible
when choosing among an array of complex production plans. The
knowledge generated by the various competitive “tugs” exerted by
market participants on relative prices is revealed only in profit/loss
accounting. Given the manner in which the market uses knowledge,
the best any individual intelligence can ever do to enhance the flow
of new investment is to participate in the social process, to try to tug
prices in the desired directions and see whether profit or loss is
forthcoming.

The term “social intelligence” is of course only a metaphor. All
real intelligence lies within individual human minds, Nevertheless,
the only way human intelligence has ever been exercised is in social
processes of interaction with other minds, whether in the process of
communicating in a language, debating in a scholarly scientific jour-
nal, or competing for profit in an economy. For our purpose the issue
of “social intelligence” involves the extent to which individual
knowledge can be imparted to the price system.

The extent to which any particular market participant can affect
prices derives from his superior knowledge of localized economic
circumstances. He contributes his knowledge to that contained in
the price system as a whole and is rewarded for this contribution by
earning a profit. On the other hand, if his “tug” is misinformed, its
influence will be eroded by incurring a loss. But when the strength
of a market participant’s effect on prices derives merely from the
fact that he receives special attention from an RFC-type agency
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attempting to “make industrial policy,” the whole knowledge dis-
persal process is undermined.

The knowledge problem constitutes a challenge to advocates of
industrial policy which could be put in the form of a question: “If
you are so knowledgeable about investing, why not just go out and
make a profit?” This question may sound rude and irrelevant, but it
strikes at the heart of the difficulty. Both Reich and Rohatyn rest their
case on their own expertise. They are touted by their supporters as
“Anancial wizards” who know how to guide investment. But society
can more readily benefit from the superior knowledge of any indi-
vidual when he uses it in the competitive process. If Reich and
Rohatyn are the financial wizards they claim, then society will benefit
if they gain market power—not by forcibly channeling market forces
in the desired directions, but by profiting from their own superior
investment decisions.

Reich and Rohatyn have very different ideas about which indus-
tries ought to be helped and how; thus they cannot both know the
best way to guide investment. The only proven testing ground for
their competing views of industrial policy is a free and open com-
petition for profit. In short, the competitive market implicitly com-
pels the “smart” investor to put his money where his mouth is, but
Rohatyn and Reich want these battles to be fought explicitly within
the federal government. It is the main conclusion of the knowledge
problem argument, however, that there are no rational grounds upon
which Reich could convince Rohatyn or vice versa. There is no way
an individual can know what specific industrial policy the govern-
ment ought to follow. The task of guiding industrial development in
the modern economy is too complex to be made explicitly; that is,
by individual intelligence. Instead, it must be accomplished tacitly
by the interplay of rivalrous competition in the price system; that is,
by “social intelligence.” As aresult the battles over specific industrial
policies are sure to be fought with weapons other than those of
reasoned debate.

The knowledge problem and the political problem are therefore
intertwined. The knowledge problem says that neither Reich nor
Rohatyn (nor other proponents of industrial policy) can possibly
know which industries will ultimately enhance industrial growth.
The political problem says that with so much power concentrated in
a single agency and since the case for any particular use of this power
lies beyond the capacity of human reason to fully establish, battles
are likely to be won by brute force rather than by careful debate.

The next section of this paper examines Rohatyn’s and Reich’s
proposals for reindustrializing America in light of the knowledge
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problem and the political problem. I then consider their historical
arguments, including Rohatyn’s own success story in New York City
and the one he tells about the old RFC of the 1930s, as well as Reich’s
attribution of Japan’s postwar success to MITI,

Reindustrialization and the “Structure” Metaphor

The word “reindustrialization” has become the political slogan of
the season precisely because it is vague enough toinclude everyone’s
program and innocuocus enough to be negotiable as ideological cur-
rency. Everybody favors revitalizing and modernizing American
industry. Reindustrialization refers to a fairly uncontroversial goal of
national policy, achieving a second industrial revolution, while leav-
ing the more contentious meaens unspecified. As a result confusion
reigns about what reindustrialization implies in terms of any concrete
measures for stimulating the economy. The term spans the spectrum,
from radical leftists to establishment liberals and even populist con-
servatives, In fact one leftist writer (Lens 1980, p. 44} attributes its
origin to right-wing congressman Jack Kemp, and condemns it as
fascism, while others on the extreme left have tried to appropriate
the slogan for themselves (Bluestone and Harrison 1982).*

Despite the wide range of political thinkers associated with rein-
dustrialization, an important subset seems to be emerging, distin-
guishable from both welfare-state liberals and conservatives. The
emerging perspective has been singled out by one enthusiastic writer
as a “new economics” that is “at the frontiers of economic think-
ing” in much the same way Keynes became in the 1930s, It has even
been christened with another, almost equally ambiguous, name:
“structuralism.”

While the common grounds discernable among this diverse group
are much too nebulous to earn it designation as an economic school
of thought, the term “structuralism” captures a key attitude typical

3Lens and Bluestone and Harrison all consider Rohatyn a politically dangerous corpo-
rativist or fascist (understandably in my view) and yet Bluestone and Harrison refer to
their own program as “reindustrialization with a human face,” a throwback to the phrase
popular & decade ago among Eurocommunists and Eastern European dissidents who
hoped to create a “socialism with a human face.” One may legitimately wonder, how-
ever, whether putting a “human face” on what are essentially socialist or fascist policios
can somehow transform them from reactionary into progressive ones or whether it
succeeds only in disguising their true nature,

‘Besides Rohatyn and Reich, Karen W. Arenson (1982, section 3, pp. 1, 24) includes
rather broadly under this term both Paul Samuelson, an old-time establishment Keyne-
sian, and Barry Bluestone and Bennett Harrison (1982) on the radical left. Among the
writers associated with this perspective should be included Bowles, Gordon, and
Waeiaskopf (1083), and Muller (1980).
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of most advocates of reindustrialization. The extended use of a civil
engineering metaphor typifies this view: The economy is like a great
structure, a building in which certain stories (industries or regions)
are the foundations which must remain firm to support the whole
edifice of the relatively superficial upper stories. Industrial policy is
advocated to shore up the weakening beams and supports upon which
the survival of the rest of the structure depends. A new RFC is
promoted as a sort of crack team of specialists, responsible for iden-
tifying any structural weasknesses in the economy and for patching
them up with federally guaranteed loans, grants, and other forms
of aid.

As long as we remain on this vague and metaphorical level, there
is complete agreement between Reich and Rohatyn; but the RFC
agencies envisaged by these two advocates of industrial policy are
starkly different in two respects. Rohatyn prefers an “insulated”
agency funneling aid to sunset industries, while Reich advocates an
“open” agency directing aid to sunrise industries.

Rohatyn proposes protecting government experts from the fray of
political battles by isolating them from democratic pressures. He
complains there are already too many democratic checks on the
discretion of our leaders, and he favors constitutional change “so that
a president with a real vision of the future will be able to put his
program through.” Rohatyn admits this change would be “obviously
a risk for democracy,” but apparently it is one he is willing to take
(1980b, p. 24). His new RFC would be “publicly accountable, but
sheltered from political pressures” (1982b, p. 80), and Rohatyn believes
that in this way “fair” agreements can be negotiated.

In contrast, Reich would pursue consensus by further opening up
the process by establishing a “national bargaining arena” where
proposals can be “debated in full view [of those] groups on whom
their costs would fall” (1983, p. 276). Reich’s argument that Rohatyn’s
closed RFC would represent a dangerous concentration of power is
convincing. But so is Rohatyn’s claim that Reich’s open RFC would
become a politicized chaos of special interest dealings. Neither offers
any compelling reasons why closing or opening the new RFC to
direct political scrutiny would reduce the likelihood of the new
agency'’s exploitation by special interests.

Rohatyn’s emphasis on salvaging the declining older industries is
also in direct contrast to Reich’s emphasis on promoting newer, high
tech, or as he prefers to call them, “flexible-system” enterprises
(1983, pp. 13, 127-39). Rohatyn wants to channel investment funds
toward steel plants, highways, and subway systems, while Reich
wants to promote those industries which are, according to his own
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expectations, destined to be the technologies of the future. As Reich

(1983, p. 13) puts it:
The industries in which the United States can retain a competitive
edge will be based net on huge volume and standardization, but on
producing relatively smaller batches of more specialized, higher-
valued products—goods that are precision-engineered, that are cus-
tom-tailored to serve individual markets, or that embody rapidly
evolving technologies. Such products will be found in high-value
segments of more traditional industries (specialty steel and chemi-
cals, computer-controlled machine tools, advanced automobile
components) as well as in new high-technology industries (semi-
conductors, fiber optics, lasers, biotechnology, and robotics).®

But these proponents of reindustrialization fully concur that the
economy is dangerously “out of control” and therefore in need of
concerted government action. Rohatyn (1980a) begins one of his
articles with these words: “It has been apparent for some time that
our economy was out of control . ..” (p. 13). Reich (1983) begins his
latest book by declaring that “since the late 1960s America’s economy
has been slowly unraveling” (p. 3); he later wams ominously that
“the U.S. economy is grinding to a slow, painful halt” (p. 134). To
meet the challenge of international competitors such as Japan and
West Germany, says Reich, “requires far-reaching economic and
social changes”'; but we are “not organized for changes of this mag-
nitude” (p. 14). Hence an institution for “orchestrating adjustment”
is needed as well as “more strategic policies to shift citizens to higher-
valued production”; that is, we need to gain control over the “unrav-
eling” American economy (p. 267).%

Common to advocates of industrial policy is their use of the struc-
ture metaphor to promote the salvaging of certain industries desig-
nated as basic. Rohatyn remarks that services are a “weak basis for
the economy” and are somehow “debilitating, both in . . . substance
andin. . .symbolism” (in Alpern 1981, p. 29). The kinds of industries
that Rohatyn views as more appropriate to our country’s symbolic
self-image and which constitute the necessary foundation of the
industrial structure are the manufacturing sectors, especially the heavy

"Reich’s numerous discussions of the kinds of industries he soes dominating the future
have the ring of an advertisoment for a Wall Stroet investmont house. We must keop
in mind, however, that his intention is not to persuade people to invest in these
industries.

See also Magaziner and Reich (1983, p. 258), who contend that America’s economic
problems are attributable to “the absence of any single agency or office with overall
responsibility for monitoring changes in world markets or in the competitiveness of
American industry, or for easing the adjustment of the domestic economy to these
Ohanze'n”

463



CATO JOURNAL

industries such as steel and cars. Rohatyn views it as a national crisis
that “McDonald’s hamburger chain employs more people than U. 8.
Steel” and concludes that a massive effort is needed to rescue his
favored industries (Rohatyn 1981a, p. 16).”

Reich (1983) agrees that “the nation cannot rely on services” because
these “depend on the vigor of its future manufacturing base” (p. 132).
The fact that the “nations of Western Euwrope and Japan have been
selling America more manufactured goods than it has been selling
back to them” is taken as evidence of the decline of this country’s
economy. The crisis is the fact that “America’s basic steel, textile,
automobile, consumer electronics, rubber, and petrochemical indus-
tries are becoming uncompetitive in the world” (p. 126).%

Despite frequent insinuations that the proper image of a proud
nation should depend on tough and physical things such as steel
plate and truck chassis rather than soft and gushy things such as
soybeans and hamburgers, there is nothing substantive to suggest
what is so shameful about this state of affairs. For over 200 years
economists have argued that the wisest course for any nation is to
permit free trade. Each country then can produce those goods for
which it has a comparative advantage and exchange them for the
goods that are more efficiently produced by others. Only in this way
can we generate the maximum quantity of all the goods we would
like to consume. While it might damage some people’s sense of
patriotism to face the fact that America exports agricultural products
to Japan in exchange for manufacturing goods, surely this is a devel-
opment with which mature adults can learn to cope. It seems that
our primary concern should be whether we have jobs and what
quality of life these jobs allow us to afford, not whether the goods
we happen to be most efficient at producing promote the symbolic
image we have of ourselves.

TOn Rohatyn’s propensity to see “serious repercussions” and national crises every-

where, see the insightful review of Rohatyn's The Twenty-Year Century (1984) by

Michael Kinsley (1884, p, 27).

%Similar symbolic preferences for certnin “basic” (one could almost say “macho’)

industries are to be found among most other proponents of industrial policy as well,

Bluestone and Harrison (1982, p. 5) find it “shocking” that
in terms of dollar value, the number one Japanese product sold to America was
passenger motor vehicles, followed by iron and steel plates, truck and tractor chassis,
radios, motorbikes, and audio and video tape recorders. In contrast, America’s top
seven exports to Japan, in order of dollar value, were soybeans, corn, firlogs, hemlock
logs, coal, wheat and eotton, The . . . United States has been reduced to an agricultural
nation trying desperately to compete with the manufacturer of the world's most
sophisticated capital and consumer goods.
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Rohatyn and Reich do suggest that there are substantive as well as
symbolic reasons to resist the decline of the basic industries, but
offer only occasional clues as to what these reasons are.® They each
try to argue that we should salvage some industries because they
constitute the main source of demand for other industries.’ Such
connections between sectors can be multiplied at will and both
authors, of course, differ with respect to which industries should be
helped. For example much of the steel the United States does pro-
duce competitively is the type needed for high-tech industries, such
as microprocessors. Hence Reich argues that granting cheap credit
to the latter will help the former, while Rohatyn claims that aiding
the former will help promote the latter. But the relationships between
the health of different sectors in a modern economy are so intricate
and complex that it is highly implausible that any single agency could
take them all into account.

Reich agrees with Rohatyn that the uncontrolled decline of “basic”
industries constitutes the main problem which industrial policy is
supposed to solve, but he disagrees about how to respond to this
decline. While Rohatyn wants to retard structural change, Reich
wants to hasten it, Rohatyn is for shoring up the old structures, Reich
for “restructuring” them to adjust to new realities. Reich believes
the national bargaining arena should “negotiate a package of public
adjustment assistance designed explicitly to buttress their most com-
petitive operations, retrain their work force, and shift other resources
to more profitable uses” (1983, p. 276}, but he is quick to assure us,
“This does not mean that industrialized countries must abandon their
older industries, like steel, chemicals, textiles, and automobiles,”
which are “the gateways through which new products and processes
emerge” {p. 130). Nor, he says, should these industries be supported
as they are now through government subsidies. Rather we should

SRohatyn oceasionally suggests that the real reason for the priority of structural indus-
tries is national defense, but this argument carries little weight. It is not only things
like steel and truck parts that foreign governments could withhold to hurt our military
production. In a world that is increasingly interdepondent it is difficult to think of any
products, other than nonessential consumer items, the withholding of which could not
somehow, directly or indirectly, harm the interests of national security. To dofend itself
from such potential blackmail the United States would have to become virtually autarkic.
But to even approach that condition would reduce our productivity so drastically as to
genuinely endanger our national defonse.

WRohatyn (1882b, p. 80) points out that “the auto industry is one of the largest customenrs
of microprocessors as well as of industrial robots and many other high-technology
products.” Hence he argues that if we are to promote high-tech industries, we must
first save the so-called basic industries. Reich (1983, p, 132) similarly argues that since
so much of the service scctor is “directly linked to the manufacturing base of the
country,” it “surely will diminish as merchandise trade declines.”
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“restructure them toward higher valued and technologically more
sophisticated businesses.”!!

All of this propping up and restructuring, of course, is going to cost
a lot of money. Both Rohatyn and Reich acknowledge this and favor
increased taxes on consumption to defray the costs of reindustrial-
izing. They take pride in the fact that, unlike the welfare-state lib-
eralism of the 1960s which made glowing promises of benefits with-
out regard to costs, in the 1980s they stress the costs. Rohatyn and
Reich remind us, time and time again, that to reawaken our sluggish
industrial system real sacrifices will be necessary. The recognition
of scarcity, of the fact that every course of action entails the foregoing
of other potential courses of action, is, indeed among the most impor-
tant principles of economics. But, after all, welfare liberals used to
talk about sacrifice too. It is hardly a fondamental departure from the
old policies if Reich and Rohatyn merely have projections that are
less optimistic or if their theme tends to be one of equalizing burdens
rather than of spreading unlimited wealth.!2

The structuralists present their program as if it represented a sharp
departure from the kinds of Keynesian/welfare-state policies that
have been practiced over the past few decades. Rohatyn, for example,
declares that what the economy needs is not the “continued appli-
cation of Band-Aids” but rather a dose of “strong medicine.” Reich
agrees with Rohatyn that the traditional tools of Keynesian macro-
economic policy are “too broad and too blunt” and that we are there-
fore “beyond economic ‘fine tuning.” ~®

Upon closer examination, however, the structuralists offer nothing
but old fine-tuning policies after all. Their proposals sound like the
same old band-aids: increased taxes, runaway money supply and
inflation, skyrocketing government expenditure and indebtedness,
and more government domination of the economy.

The proponents of reindustrialization are no more sensitive to the
genuinely democratic tax revolt than were the welfare-state liberals;
they just favor increasing different taxes. Reindustrialization propo-
nents often advocate opening up and creating new tax loopholes and
using tax incentives as one of the main instruments of industrial

UReich (1983, pp. 130, 178-79) seems to believe there is a fundamontal distinetion
between the sort of restructuring he has in mind and the kind of government subsidies
we now have.

BRohatyn wants the new RFC to ensure “evenly distributed burdens” (1980b, p. 24)
while Reich calls for the agency to arrive at “a fair sharing of the burdens and benefits
of industrial change” (1983, p. 256).

YRohatyn (19804, p. 6) and Reich (1983, p. 202). Seo also Mullor (1980, pp. 28-29).
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policy ™ The tax revenues lost to these loopholes are to be more than
made up for by imposing heavy taxes on consumption. Both the
corporate taxes preferred by welfare-state liberals and the consump-
tion taxes to which the structuralists are partial are likely, however,
to be most heavily borne by some of the poorest and most overtaxed
segments of society. Having discovered the damage government has
caused the economy by stifling investment with tazes on capital gains
and profits, most structuralists want to impose excise taxes and stifle
consumption instead.'s

While paying lip service to the need to bring government spending
under control, the structuralists, like their welfare-state precursors,
promise massive spending projects that are guaranteed to increase
total government expenditures dramatically.'® Reich says, “We need
a political revitalization,” and envies West Germany, France, and
Japan, where “traditions of legitimate government involvement in
orchestrating economic change were firmly established”” and where
there are “more government-sponsored training and retraining, more
generous unemployment assistance, and health benefits that are dis-
tributed more widely.” Rohatyn talks casually about spending a tril-
lion dollars on rejuvenating the country’s physical plant.'” And despite
their “age of limits” rhetoric, both are as prone to ambitious, visionary
government-spending agendas as the welfare-state liberals, as is
revealed in the grandiose titles of their latest books: The Twenty-
Year Century: Essays on Economics and Public Policy and The Next
American Frontier,

Yamitai Etzioni (1983, pp. 317-41) relies primarily on tax incentives as the mechanism
for his “somi-targoted” planning. Rohatyn {18814, p. 14) is partioularly [ond of federal
“programs for incontives for local tax reductions as a way to give stimulus to arcas
suffering the greatest economic hardship.” While I agree with the general policy
direction of reducing taxes, the basic knowledgo problem arguments apply just as much
to governmental attempts to stecr the economy through differential taxation as they do
to the use of other policy tools.

BSee Etzioni (1983, p. 317), Reich (1983, p. 242), and Rohatyn (1882h, p. 74).
YRohatyn (1982b, p. 80), for cxample, admits that “slowdowns in the growth of Social
Security and healtheave costs are absolutely essential” if they are not to end up com-
pletely bankrupting the federal govemment. He criticizes Reagan's modest attempts
to cut back on welfare programs not because he finds their operation actually to be fair,
bat on the grounds that “a democracy, to survive, must at the very least appear to be
fair” and that “this is no longer the case in America” (1982h, p. 90), Prosumably were
Rohatyn in charge he would keep up appearances of this kind.

"Reich (1083, p. 275; pp. 14-15), Rohatyn (1982b, p. 72). Under the Carter administra-
tion Rohatyn (1980b, p. 23) was saying that part of his gas tax “should finance tax cuts
that will lead to increased investment and an incroase in military spending.” Now that
Reagan has promised us this program Rohatyn is saying things like “our defense
program cannot be immune from . . , retrenchment” (1982b, p. 74).
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Rohatyn likes to joke that Reaganomics is “Keynes in drag,” a
program dressed up as fiscally responsible but underneath a preserip-
tion for deficits caused by tax cuts instead of by spending.!® But in
Rohatyn’s own policies it is hard to see how Keynesianism has been
transcended. Unwilling to challenge either defense or nondefense
spending in any fundamental way, and prepared to add the immense
cost of a new RFC to the already bloated budget, the structuralists
cannot be expected to do much to reduce the federal deficit (Reich
1983, p. 120).!° Rohatyn’s solution to budgets that do not balance is
to move expenses off budget; that is, pretend the deficit is not there,
and then get somebody else to pick up the tab.

In addition Reich seems to believe that merely adding the adjec-
tive “explicit” to the intellectual arsenal of establishment liberalism
is enough to turn old, unworkable policies into promising new ones:
“An explicit regulatory policy would let Americans deal sensibly
with the hard choices about the social costs of a given path of eco-
nomic development—the concrete sacrifices of health, safety, and
the environment that it would entail and upon whom the burdens
would fall.” Similarly Reich expects an “explicit training and retrain-
ing policy” to work where implicit training programs have failed.
His repeated calls for replacing the implicit decision making of the
market with explicit political decision making ignore the possibility
of a limitation on the capacity of the individual human mind to

¥Rohatyn frequently mistakes Reaganomics the rhetoric for Reaganomics the actual
policies of the current administration when he describes the latter as “massive tax cuts
and hugh increases in defense spending combined with tight money™ or as “a huge
budget cut coupled with a huge tax cut and vestrictive monotary policy” (18814, p. 14).
In fact, federal spending is setting a 10-year record undor Reagan, increasing in real
terms by 8.7 porcent from October 1981 to May 1982, while revenues from taxation
rose in roal terms in 1982 by 6.2 percent, the fastest inorease since 1977, The “tight”
money supply (M2) grew at an annual rate of 9.7 percent during the third quanter of
1982. The doficit under Reagan will be Jarge indeed, but its canse is not tax cuts but
the more familiar problem of ranaway spending. What we have here is not “Keynos in
drag” at all. We still have Keynes.

“The Business Week (1980, p. 27) issue on reindustrialization suggests that the federal
budget be divided into two parts, a curront accounts budget, which “should show a
substantial surplus,” and a reindustrialization budget, which “would havo to run a large
deficit for some time.” Thus other governmental projects will have to tighten their
belts, while the part that is needed “to help rebuild the eroded capital base” should
not be “distorted by efforts to create the illusion that income will match outgo imme-
diately.” Rohatyn (1981b) insists that running his new RFC with “londing capacity of
$25 billion to $30 billion, mostly provided by government-guaranteed bonds™ would
have only “limited impact on the federal budget,” but if its operation is anything like
that of its namesake we can expect this to directly cost something on the order of $10
billion for every $30 billion it lends out, not counting its crowding-out effects on the
capital markets.
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articulate all the information that is used by the competitive discov-
ery process. Reich simply assumes that anything the market does
implicitly can be done as well by explicit government policy. Yet the
central argument of the knowledge problem is precisely that the
market system’s ability to generate as much wealth as it does is
primarily due to the fact that it can make use of tacit knowledge in a
way that Reich’s explicit politics cannot. Reich asserts that questions
such as where the burdens of any given regulation will fall are unknown
only because Americans are too secretive or are unwilling to face up
to the “hard choices” we confront. That such issues might have to
be decided implicitly-~because the remote effects of policies are not
ascertainable in advance—is a possibility he does not seem to have
entertained.

In short, the advocates of reindustrialization seem to be as certain
to increase the burdens of deficits and inflation as were the welfare-
state liberals. Reich’s only contribution to the failed incomes policies
of the past is that he would make them “explicit” so that the govern-
ment can make “‘aboveboard choices about how the burden of fight-
ing inflation should be allocated” (Reich 1983, p, 274).% And Rohatyn
repeatedly calls for a renewed bout of credit expansion by the Fed
to reduce unemployment (at least temporarily) and to rejuvenate the
housing and construction industries with lower interest rates.?! Like

YApparently it has not occurred to Reich that the way inflation works makes its redis-
tributionsry effects far too complicated to be sorted out. Those who get the newly
created money relatively sooner benefit at the expense of those who face higher costs
before they reccive inflated incomes, The only way to allocate these burdens fairly
would be to trace the detniled flow of money expenditures throughout the whole
economy. But if that were possible we could dispense with the market altogethor and
adopt comprehensive central planning.

“Rohatyn (1982, p. 7) advocates the creation of “sizable new credits [rom the banking
system” in addition to debt extensions and moratoriums in order to shore up our
weakening financial structures. He says that “we can have no real growth uatil our
interest rate structure is lowered™ (1980b, p. 23} and thus considers it “our most urgent
national objective” to achieve “the reduction of unemployment through high economic
growth rates and low interest rates.” This, he realizos, requires “a commitment on the
part of the Federal Roserve to accelerato its downward pressure on interest rates”
(1982b, p. 74), or in other words vigorous monctary expansion to artifically lower the
price of credit.

It has boen preciscly this policy of crodit expansion which Hayek's work in monetary
theory (for example, 1931; 1633; 1938) has shown leads to both inflation and unem-
ployment. Although the immediate effect of loworing interest rates is stimulative, the
extra investments this policy encourages are not coordinated with genuine consumer
demand, but rather are dependent on further injections of money. When the credit
expansion is reduced in order to fight the inflation this policy created in the first place,
the investments that had been artifically stimulated are suddenly revealed to be unprof-
itable and a recession results.
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proponents of the welfave state, Rohatym (1882b, p. 90) admits his
ambitious spending programs run the risk of inflation, and so half-
heartedly suggests that (discredited) wage and price controls could
be resorted to as an inflation-fighting policy.

The advocates of reindustrialization still suffer from the crucial
economic error of welfare-state liberalism. They both incorrectly
presume the institution of government can possess the intellectual
resources necessary to effectively redirect investment decisions away
from the direction indicated by spontaneous market forces. That is,
their attempts to “guide” production toward some industries (whether
sunrise or sunset) and away from others (specified or not) will result
not in a simple transfer of socially valuable resources but in a sub-
stantial reduction of them.

In a competitive capital market, entrepreneurs have to compete
with one another to discover profitable projects in order to secure
future command over more funds. To the extent that government
agencies disperse favors in the form of cheap credits, the competitive
discovery process is subverted and politically favored projects suc-
ceed at the expense of others which may be more economically
efficient. The microprocessor and steel industries, as well as the
economy as a whole, would be far healthier if we permitted them to
compete fairly for investible funds rather than “rig the game” of the
competitive process by providing cheap credit to some competitors
at the (hidden) expense of others.

The only way we can know on which lines of production to con-
centrate and to what extent is by observing the outcome of market
rivalry. Whether we are squandering resources by over- or under-
investing in microprocessors or steel can be revealed only by the
message contained in the relative profitability of rival firms in these
industries. But this is precisely the information we garble when we
channel money toward one or ancther of the contenders. Deprived
of its elimination process, the market could no longer serve as a
method for discovering better and eliminating worse production
techniques, Without the necessity of responding to consumers’ wants
or needs, businesses would not withdraw from unprofitable avenues
of production. One need not be a crude Social Darwinist to under-
stand that we could no more expect the market process to function
as the economy’s coordination mechanism while simultaneously
bailing out unresponsive firms than we could expect biological evo-
lution to function without any species becoming extinct.

The only support industrial policy advocates offer for the claim
that the particular industries called “basic” are necessary for the
survival of other industries seems to be an excessively literal
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interpretation of their own metaphors. The term “industrial base”
connotes some sort of foundation supporting the economy’s structure
(appropriately made of solid things like steel) without which the
whole building will collapse. Thus we are told that we need to shore
up our industrial base before we find it “coming apart at the seams,”
leading to a collapse of the whole structure ®

But articulating an analogy between an economy and a building
does not constitute an explanation. There is no reason why the steel
industry constitutes a more crucial linchpin of our economic structure
than any other industry, whether its product is as tough as nails or as
soft as software. There is no reason a country cannot find itself most
prosperous by specializing in selling intangible services to other
nations, in which case its industrial base would be invisible. To
sustain an argument that an expensive rescue operation is needed to
salvage certain selected industries, it is necessary to go beyond archi-
tectural analogies and specify why the overall economy can expect
to benefit from such an operation.

The older structural industries are not all that Rohatyn wants to
shore up through federal assistance. He also urges that large doses
of money be offered to America’s “older cities.” Once again he uses
a structure metaphor to carry most of the weight of his argument, but
this time it is in terms of the so-called infrastructure which includes
the nation’s cities, harbors, and transportation systems. Rohatyn claims
that we cannot afford to allow our cities to deteriorate; but he never
explains why the rest of the country would benefit from accepting
the burdens of the bad management of various mayors, just as he
never explains why taxpayers should bear the losses that have resulted
from the incorrect decisions of the managers of steel plants (Rohatyn
1980b, p. 23; 1982b, p. 80). If New York City’s government cannot
pay its bills, why should Idaho taxpayers be compelled to come to
the rescue? As in the case of bailing out basic industries, would this
not amount to a program for rewarding bankruptey? Would this not
be a policy virtually guaranteed to call forth a rash of defaults in order
to win federal loans? If, as Rohatyn admits, the precarious financial
situation of so many major metropolitan governments is a directresult

“Pluestone and Harrison (1982, p. 16) use the latter phrase. The phrase “shoring up
the system”” recurs throughout this literature. David L. Barnett (1980, p, 60) cloges his
article on the reindustrialization debate with the prediction that out of it “will come
action that will shore up America’s economic might.” Etzioni {1983, pp, 190 and 313}
talks about “steps needed to shore up the economy” and asseris that “all agree that the
foundations of the American economy have weakened and need shoring up.” Rohatyn
(1982a, p. 3) refers to “a coordinated process that would shore up the systom and avoid
a crisis.”
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of their irresponsibility, how can government-sponsored salvage
operations be expected to make the recipients more responsible?

Rohatyn’s response to such charges of rewarding failure is that his
RFC would impose onerous austerity conditions on anyone who
receives federal assistance, whether in city government or in basic
industries (1982b, p. 82). Nobody will see these bailouts as coveted
prizes because the conditions on the loans will be stringent enough
to discourage further fiscal irresponsibility. This response requires
the rather strong assumption that the financial experts within the
RFC would be considerably more clever than those whom they are
bailing out. We would have to assume that these experts could devise
schemes which the managers of the recipient institutions could not
devise, so cities or businesses could be saved without providing
rewards which would attract others into the now lucrative business
of going broke,

But perhaps the real reason Rohatyn wants to bail out older indus-
tries and cities is much more straightforward. He openly admits, “1
like big cities. ... Civilization grows there. Religion develops in
open air, I suspect, But civilization—that is in the cities.” Such an
argument takes us out of the realm of social science, however, and
into the streets of political struggle. How would Rohatyn respond to
a religious rural dweller who cares little about the so-called civili-
zation of big cities and wants an RFC to bail out small farmers and
bankrupt churches at the expense of steel companies and city dwell-
ers? As long as we can find no plausible case for the special status of
the older industries and cities—a case which can show thatthe health
of other sectors and regions would unambiguously benefit from
financing a massively expensive rescue operation—there is no reason
why those who do not share Rohatyn’s tastes should be expected to
endorse his policy prescriptions.

There is no better illustration of the political problem—of the
warfare that industrial policy will invariably ignite—than the diver-
gence between its two leading proponents about which sectors ought
to be supported. Although we have little assurance that there is any
expenditure of which either Reich or Rohatyn would disapprove,
it is evident that Reich cares little for Rohatyn’s older cities,
and that Rohatyn is relatively unimpressed by Reich’s new-fangled
technologies.

While Reich and others who clamor for reindustrialization largely
agree with Rohatyn that basic manufacturing industries are among
the structural supports of the economy, fewer would concur about

fQuoted by Alpem (1981, p. 26).
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the older cities. Rohatyn’s third major category of potential recipients
of RFC funding, the banks, is still less popular. But Rohatyn’s logic
in this case is no different than in the other two. Banks are described
as “weakening financial structures” and pictured in the by-now-
familiar metaphor as necessary supports for the rest of the economy.
Needless to say, Rohatyn concludes that we must take “steps that
would shore up the domestic banking system” because “the private
banks, alone, cannot carry the burden.” He proposes that “both the
taxpayers and the bank’s stockholders will have to assume a part” of
the burden resulting from overextended credits to Third World
countries “if the banking system is to be protected.” Rohatyn pro-
poses a sort of bankers’ welfare system which would involve supply-
ing “a safety net for our American banks” and “doubling the IMF’s
capacity to lend money” to help support “our” banks’ shaky invest-
ments overseas. And, like his argument for saving the cities, Rohatyn
apparently seeks to reward the banks for their financial irresponsi-
bility simply because he likes them: “Our banking system is one of
the most precious assets of our economy and of the free society
itself.”24

The real issue in all of these crises of weakening “structures” is
the same. Whatever the underlying causes of the deterioration of
basic industries, older cities, or overextended banks, their long-term
salvation does not lie in propping them up with federal monies. Bail-
outs can only reward and perpetuate inefficient uses of scarce resources
at the expense of more efficient ones. They can only obstruct the
competitive discovery process on which the genuine health of our
economy ultimately rests.

The idea of an economy’s capital as a structure—in the sense of an
interconnected, interdependent network of relationships among sec-
tors—is an invaluable metaphor for understanding how productive
processes are coordinated with one another. But unlike a physical
structure such as a building, the economy’s capital structure is con-
tinually changing. Its parts are forever readjusting on the basis of the
profit signals without which producers of capital goods would be

Rohatyn {1982b, p. 72; 1882a, pp. 7, 6, and 8). I am not minimizing the dangors
involved in the U.S. banking system’s shaky international commitments, The defaunlt
of a couple of Third World countries could bring down several major banks and cause
immense financial difficulties in this country if significant veforms to the banking system
are not undortaken frst. Tho issue {s not how bad these hanking problems are, but
whether propping up the very institutions which brought about the problems and
rewarding the very docision makers who got us into this danger is the host way to
resolve them, The banking system is the oldest carte] in the United States and the most
in need of fundamental reform in the direction of more competition, not, as Rohatyn
would like, more government involvement. See Webor (1983),
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unable to guide their use in such a way as to best contribute to the
future production of consumption goods. Thus a call for governmen-
tal restructuring or shoring up of this self-ordering system amounts
to interference with the very mechanism that tends to keep the
sectors of the capital structure integrated with one another.

The fact that Reich wants to accelerate many of the very changes
that Rohatyn wants to slow down does not make his policies any
more compatible with the market mechanism. To favor “flexible-
system production” is to desire an cutcome, not to specify any means
for its attainment. To propose that the new RFC guide market forces
(whether this guidance is called accelerating or decelerating) is to
presume that this agency can anticipate future developments better
than the market can; it is to assume that the agency’s individual
intelligence exceeds the social intelligence of the competitive pro-
cess. How will the agency know exactly which up-and-coming firms
to direct funding toward? Whether resisting or promoting the mar-
ket's structural changes, the advocates of reindustrialization must
assume that the directors of the new RFC know enough to intelli-
gently intervene in the market process.

The structuralists often seem unaware that progress requires aban-
doning less-effective modes of production precisely to release
resources for more-effective ones. Rejuvenating the American econ-
omy cannot be accomplished without relying on the knowledge,
supplied by competition, about which lines of production to discard
as well as which to pursue. By taking their own metaphor too seri-
ously, the structuralists presume that shoring up the economy is a
task like that undertaken by a civil engineer who repairs the structural
supports of a building; they treat a dynamic spontaneous order, which
is sustained by the social intelligence generated by competitive pro-
cesses, as if it were a single static project under the supervision of
an individual intelligence.

[n their book on The Deindustrialization of America (1982, p. 208), Bluestone and
Harrison reveal the essence of the structuralist position by obligingly taking it to its
ridiculous extreme. They identify as one of the main causes of our economic malaise
“the increase in the velocity of capital mobility.” The problem, then, is alleged to he
the mobility of invostment per se, not just its withdrawal from basic industries or
beloved cities and banks. Since capitalists arc compelled by the profit motive to con-
stantly look for ways to cut costs, they invariably can be found pulling out of less cost
cffective investments. They are therefore deindustrializing older facilities. The pro-
poscd solution to this “problem” is to pass plant-closing legislation to make it difficult
for capital to move, This, of course, will mean that less and less of our nation’s productive
plant will operate cost effectively as time goes on and as economic efrcumstances
continue to change. Taken to its logical conclusion, reindustrialization is a pathologi-
cally reactionary call for economic rigidity, for proventing rational adjustments to
changing circumstancoes.
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The Expert Coordinators: Some Historical Lessons

The articles and books by Reich and Rohatyn would serve well as
formal job applications for the position as head of a new RFC, Their
works are filled with general statements about the need for “expert
and courageous leaders,” but it is not difficult to read “like me”
between the lines. While the call for strong leadership plays a crucial
role in their arguments for industrial policy, this emphasis contrib-
utes nothing to answering the knowledge problem and does little to
dispel fears about the political problem. The responsibility of the
“strong leader” will be to coordinate the actions of the rest of us.
Significantly, while Reich and Rohatyn repeatedly use the verb
“coordinate,” it is always in its transitive form, Coordination, in their
view, cannot occur spontaneously among interacting individuals but
must be imposed by a coordinator on the coordinated.

Of course both these writers would deny they could become eco-
nomic dictators. The new RFC would have a decision-making board
which will “hammer out” compromises. Rohatyn wants closed hard-
headed “bargaining” sessions to be staged among representatives of
business, labor, and government and describes himself as an active
negotiator by temperament. Reich points out that “‘much will depend
on the quality of America’s future political leadership” and that “we
will need leaders who are not afraid to recognize frankly the political
choices that are entailed in major economic change and who are
willing to choreograph openly the bargaining about them.” Despite
Reich’s democratic-sounding discussions of open arenas for bargain-
ing and debate or Rohatyn’s promises of fair negotiations, it is a
peculiar bargain indeed that has to be choreographed by a courageous
leader. And given the nature of the participants in these bargaining
sessions (political representatives of special interests) and the sorts
of issues being debated (who gets special benefits and who gets
penalized), it is inevitable that any consensus reached must either
stack the forces on one side among the contenders or leave the real
victims out of the “arena” altogether.?®

“Rohatyn (1982b, p. 82, p. 74), Reich (1983, pp. 14, 273, 275 and 276). It is worth noting
that the original, idealistic aspirations for fascism in Italy were to st up the very same
kind of bargaining arena for settling conflicts that Rohatyn and Reich now promote,
and that there too we were promised a kind of chorcographed bargaining provess. See
for example Lauigi Vilkui's “The Economics of Fascism™ (1932, pp. 98-8): “The National
Council was created to coordinate all the productive forces of the nation. ... The
Council is furthor entrusted with the duty of coordinating the interests of the various
branches of trade; this is a particularly important provision, and impiics the settling of
such conflicts as may arise, as for instance between agriculture and industry, or between
two or more rival industrics.”
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Rohatyn places much of the burden of his argument for industrial
policy on the issue of courageous leadership; for it was his own
trumpeted “success” as chairman of the Municipal Assistance Cor-
poration (MAC) in salvaging New York City that convinced him to
attempt to “go national” and set up a bigger MAC for the whole
country.®” Rohatyn continuously reminds us how New York was saved
through his expert guidance and that, since the nation’s problems
are similar, the answer must lie in putting a financial expert (like
him) in charge of the nation’s finances. Each of his several popular
articles makes at least passing reference to his extensive financial
experience both in business and in rescuing New York.2 Hence it
seems fair to ask just what did happen in New York. Do Rohatyn’s
efforts there inspire any confidence in his financial expertise and in
the kinds of policies he wants to extrapolate for the nation?

The bankruptey of the New York City government was preceded
by a 10-year increase in borrowing for current expenses: from $26
million in 1965 to $724 million in 1975. During the same period the
overall short-term debt rose from $250 million to over $4.5 billion.
One of the biggest factors in this debt debacle was the mushrooming
of off-budget enterprises (OBEs), quasi-private agencies whose bor-
rowing could escape the constitutional limits placed on official gov-
emmment borrowing. The “courageous” (Rohatyn’s word) solution
that Governor Hugh Carey devised to solve this problem was the
creation of even more OBEs, In particular, a state-level Municipal
Assistance Corporation (led by Rohatyn) was authorized to issue an
additional $10 billion in new bonds. These bonds, however, were
sold only when the federal government agreed to offer over a billion
dollars in loan guarantees and other forms of support. Rohatyn admits
that “there is a real question whether the market can absorb the
billions in New York-related securities,” but says that this makes the
argument for a new RFC more compelling. But he cannot have his
cake and eat it too. Rohatyn canmot plead that the dire financial
circumstances of New York City make an RFC necessary and then

FRohatyn describes New York City's salvation as having “required the courageous
political leadorship of the governor” (1880b, p. 20), while the nation’s problems will
also “vequire inspired political leadership™ {(1580b, p. 22).

#5ec for example Rohatyn (1980b, p. 20), where the austerity measures he imposed on
New York are declared to be “what saved the city,” or Rohatyn (1081a, p. 16), where
“cooperation among business, labor, and government coupled with & wage freeze, cost
control, and sales tax revenues driven up by inflation,” most of which were engineered
by MAC, are credited with having “saved New York City,”
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rest his case for the prospects of a successful RFC on the shining
example of his rescue of New York City from its threat of bankruptcy.®

In other words Rohatyn was able to save New York City by spread-
ing its burdens to state and national taxpayers. He advocates similar
bailouts for other localities that try to live beyond their means. It was
not some mysterious financial wizardry that worked its magic on New
York City, or the much-vaunted austerity Rohatyn repeatedly insists
he imposed on the unions, banks, and political institutions there.*
It was, on the contrary, the rather pedestrian idea of letting someone
else pay the bills. But there are no higher levels of government to
pick up the tab for our national problems, though Rohatyn, if given
the chance, would love to “go international” and ply his trade at the
IMF.

If Rohatyn’s success in New York City is less than ingpiring as an
example for the new RFC, what of the original RFC itself? The
Reconstruction Finance Corporation is discussed in a favorable light
by Rohatyn almost as often as his New York City story. The agency
was established by Herbert Hoover in 1932, and over a period of 13
years it dispersed more than $35 billion.3! As Rohatyn says, the RFC
thereby “saved thousands of banks, railroads and businesses, financed
public works and ultimately defense plants in World War I1.” Indeed,
Rohatyn declares that, on top of bestowing these blessings on the
economy, the original RFC even “returned a profit of $500 million
to the taxpayers.”®

This profit figure, however, was determined through an imagina-
tive arithmetic manipulation (performed by none other than the head

%See Rohatyn (1981h). This account is taken from a more extensive examination of
OBEs by Bennett and DiLorenzo (1982), especially chapter 5.

*McClelland and Magdovitz (1981) report that a privatc auditing firm found a deficit
of over $700 million in 1978, two years after MAC’s suppasedly tough austerity moa-
sures were firmly in place, In spite of Rohatyn’s frequent appeals to the need for honest
accounting procedures, the city reported a surplue of $32 million in that year.

%This is the total amount Jesse H. Jones (1951, p. 3) says the RFC “loaned and spent,
invested and gave away.”

¥Rohatyn (1982b, p. 80} must have gotten this bogus profit figure by reading Jones’s
book (1951, p. 4) in which the statement that all of the $10.5 billion used “in the struggle
against the depression” (which was less than & third of the total money dispersed) was
“yoturned to the Federal Treasury with approximately $500,000,000 profits, after paying
the Corporation’s operating cxpenses and a fair rate of interest on the money which it
borrowed to finance this phase of its operations.” On the same page, however, Jones
refers to cancelled dobis that turn this half a billion dollar profit into an $11.5 billion
loss, Randall Rothenberg (1983, p. 44} makes a different but equally misloading state-
ment in his article on reindustrialization when he remarks that the old RFC paid for
itself becanse “when Congress closed its doors, the RFC roturned $6 billion to the
Treaswy.”
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of the RFC in his self-aggrandizing book about it} which manages to
omit some $12 billion of RFC notes that Congress generously can-
celled. If any private credit agency were to take this kind of beating
on its loans, it would become the laughing stock of the financial
world. The RFC, of course, was established to make what other credit
institutions would consider high-risk investments; that is, to aid busi-
nesses that might well fail without its subsidized aid. The idea that
it could turn a profit by adhering to a loan policy of propping up firms
unable to get loans from the private credit market is simply ludicrous.
The new RFC would necessitate, as the old one did, considerably
increased taxes and a hefty dose of government borrowing to foot
the bill.

If the consequences of paying these hidden costs are acknowl-
edged, it is hard to credit the old RFC with having saved any busi-
nesses on net. How many firms were taxed out of operation or squeezed
out of credit markets because of the generous loans of this agency?
Investment funds simply cannot be created by government fiat; they
can only be rearranged. Since the proposed RFC, like any single
organization, is necessarily limited by the capacity of an individual
intelligence and has no crystal ball to reveal where the best future
investment possibilities lie, its activities are likely to divert capital
from the politically inept but economically efficient (to whom the
social intelligence of market processes would have channeled funds)
to the politically adept and economically inefficient.

Thus the knowledge problem indicates that the task Rohatyn would
like a new RFC to take on—rejuvenating America’s industry as a
whole—is beyond the powers of any such agency, and indeed that it
would almost certainly reduce the nation’s real wealth. The political
problem, meanwhile, suggests that the RFC, in practice, is likely to
permit the securing of special privileges by the politically powerful
at the expense of society as a whole. Whereas the old RFC was a
dismal failure at rejuvenating American industry, it was a stunning
success as a dispenser of privileges to those with high political con-
nections at the expense of those without. Houston millionaire Jesse
Jones boasts that during his tenure at the RFC ““there was nota single
instance of fraud in the entire organization,” but his book is one long
list of favors, many of them, coincidentally, to friends and relatives
of the heads of the RFC.® In other words the RFC’s only success

BJones (1951, p. 11). On the early history of the RFC see Rothbard (1975, pp. 261-65)
and Zaid (1973}, See also Grinder and Fairgate (1975).
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was in its role as what humorist Will Rogers called “the caviar of big
business” (see Jones 1951, p. 5).

Reich’s favorite model for emulation is Japan’s MITI rather than
America’s earlier RFC, but he recognizes the close family resem-
blance among all such institutions and sees the RFC as an important
experience. Through this experience, he says, government, business,
and labor “learned to communicate and bargain smoothly, orches-
trating decisions through their hierarchical control over vast reser-
voirs of complementary resources (Reich 1983, pp. 52-53). Reich’s
“national bargaining arena” would differ from Rohatyn’s RFC only
on the particular industries he would like to support and the openness
with which the agency would undertake its decisions. But Reich
offers no more justification than Rohatyn for the belief that this invest-
ment-guiding agency will know how to repair the weakening indus-
trial structures of our economy.

The Japanese miracle of rapid economic growth since World War
I is attributed by Reich to the farsighted industrial policy of MITL
Unlike the story of the “rescue” of New York, there is no question
that Japan’s success is genuine. The nation’s real GNP has grown
from 21 trillion yen in FY 1951 to 191 trillion yen in FY 1980.% The
only question concerns the extent to which we are justified in attrib-
uting this success to the positive actions of MITL.®

Reich paints MITI as an elite of experts who have consistently
supported Japan’s most successful industries. There have been so
many winners like Sony and Honda, we are told, because MITI had
the foresight to pick them. Having spent a lifetime studying the
Japanese economy, however, G. C. Allen points out that MITI’s
record in selecting *“sunrise” industries has been anything but awe
inspiring. MITI bureaucrats were so unimpressed with the techno-
logical possibilities of the transistor in the 1950s that they tried for -
two years to prevent Sony from buying manufacturing rights from
Western Electric. They tried to dissuade Japan’s auto manufacturers
from getting into the export market, then tried to force Japan’s 10
auto firms to merge into two, Nissan and Toyota. Fortunately for the

HReich (1083, p. 98) explicitly credits Hoover with having anticipated “the kind of
wvcm]x:nt role in industrial development that Japan's MITI would undertake forty
years later.”

. ®Those figures were computed in terms of market prices in calondar year 1975, as
reported in the Comptroller General’s report to the Joint Economic Committee of the
U.S. Congress (1082, p. 2).

®Chalmets Johnson (1982) supplies an oxcollent historical survey of MITI and its
antecedent institutions but he mercly assumes that the Japanese miracle of the past
three decades is due primarily to MITI’s policies.
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Japanese economy all of this advice was ultimately ignored.”” If MITI
has made fewer of these sorts of errors than most other bureaucracies,
it is only because they exert less power.

Thus if Japanese industrial policy is to be credited with an eco-
nomic miracle, it would have to be on the grounds of how little it
interfered with entrepreneurs’ decisions relative to other industrial-
ized countries. Reich credits the remarkable success of Japan’s semi-
conductor industry to its government’s industrial policy, but, in fact,
the United States government has been spending 10 times as much
as Japan on semiconductor research and development. The Japanese
economy employs more people in R&D than Britain, France, and
West Germany combined.® Government channeling of investment
funds, the central policy goal of the reindustrializers, involves a
relatively small proportion of Japan’s capital formation.®

When the old bureaucratic class, the zaibatsu, was removed from
power after the war, the productive forces of entrepreneurial com-
petition were unleashed. Japanese government expenditure is still
anly ahout 25 percent of the GNP, compared to 35 percent in the
United States and 44.5 percent in Britain (see Macrae 1980, p. 7).
From 1951 to 1970 Japan's taxes fell slightly but steadily from over
22 percent of national income to under 19 percent, while taxes in
most industrialized nations were rising.

Probably the single most significant factor in Japan’s economic
success has been its consistently high rate of savings. In 1980, for
example, savings were over 19 percent of personal income. Here
again it is the lack of government involvement which appears to be
largely responsible. Depending on the kind of savings program, the
first $13,600 or $22,600 of an individual’s savings are tax exempt
{(Henderson 1983, p. 114). As a result, the reserves of capital available
to Japanese entrepreneurs are estimated to be at least twice that
available to American businesses (Gilder 1982, p. 15).

In short, while Reich is right that we can learn an important lesson
from Japan, he has learned the wrong lesson. As Richard Casement
(1982, p. 21) points out, by and large, “the market is king in Japan
and companies respond rapidly to its changing fashions.” What is

NSee Allen (1981), Henderson (1983, p. 113), Gilder (1882, pp. 12-13), and Sunwall
{1984).

#%ec Beckner (1983, p. 51) and Casement (1982, pp. 5 and 14).

®David Henderson (1983, p. 114) cites a study by Philip Trezise at The Brookings
Institution which shows that the Japan Development Bank provides only about 1
percent of private, nonhousing capital formation.
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admirable about MITI is not what it has done or can do, but what it
has not and cannot do.*

There is no substantive argument for industrial policy among the
structuralists other than their belief in the expertise of people, pre-
sumably like Reich or Rohatyn. But their arguments and history, in
fact, provide little to support a claim that the new RFC would be
able to “orchestrate” clever solutions to the financial difficulties we
face on the national level. Instead, we should expect solutions which
offer generous rewards to those who run their businesses or govern-
ments into debt—policies which, in themselves, would require the
federal government to increase taxes, inflation, or jts own debt. Reich’s
policy of rewarding winners does not stem from any better conceptual
foundation than does Rohatyn’s of rewarding losers, and it is as sure
to encourage a gross waste of scarce resources and to make a bad
economic situation worse,

Notwithstanding the insistence by industrial policy advocates that
one of the main purposes in establishing a new RFC is to explicitly
resolve conflicts among special interests, they are actually holding
out a new and very tempting prize over which divergent interests
can struggle. The political problem indicates that the worst will likely
arrive on top in these struggles. Reich and Rohatyn at least try to
address this problem, however unsatisfactory their solutions may be.
But they have nothing at all to say about the knowledge problem.
Nowhere are we shown why we should expect any single agency’s
individual intelligence to exceed the social intelligence that results
from the rivalrous nonpolitical competition among capitalists, entre-
prenewrs, and workers that takes place in the market. Yet without
such a demonstration, the call for industrial policy amounts to nothing
more than a plea for more of the same kinds of blind government
intervention in the market that has brought us our current difficulties.

Conclusion

The noble-sounding aspiration of reindustrialization, implicit in
the rhetorical questions of my opening paragraph, is to achieve con-
trol over the process of investment through a government agency
rather than alowing the shape of capital investment to be determined
by the turbulent, undesigned, and anonymous forces of supply and
demand in competitive capital markets. The likely result of the plea
for a new RFC is that the turbulence will remain—as indeed the
current battles between various factions of industrial policy

“For an interesting discussion of the Japanese exporience with “industrial policy” and
the role of MITI, see Sakoh (1984).
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advocates already show—but that the rivalry will be fought with
political weapons in addition to financial ones. The upshot will not
be more control over investment by society at all. Indeed, the wastes
involved in these political battles for government privilege will ensure
that society as a whole will suffer. The only way for socfety as a whole
to be served by the investment process is to relinquish all ambitions
for “industrial policy™; that is, to abandon all current efforts to control
these decisions by governmental agencies, and not to enhance and
concentrate such efforts into one immensely powerful bureau.
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