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Preface

his book had it origins in a passage (the “Fiscal and Input Crises” section of Chapter

Eight) of my last book, Studies in Mutualist Political Economy. If you read that passage
(it’s available online at Mutualist.Org), you’ll get an idea of the perspective that led me to
write this book. The radical thoughts on organizational pathologies in that passage, both
my own and those of the writers I quoted, dovetailed with my experiences of bureaucratic
irrationality and Pointy-Haired Bossism in a lifetime as a worker and consumer.

To get the rest of the questions on my perspective out of the way, I should mention
that the wording of the subtitle (“A Libertarian Perspective”) reflects a long process of in-
decision and changes, and is something I still find unsatistactory. I vacillated between the
adjectives “mutualist,” “anarchist,” “individualist anarchist,” and “left-libertarian,” not
really satisfied with any of them because of their likely tendency to pigeonhole my work
or scare away my target audience. [ finally ended up (with some misgivings) with plain old
“Libertarian.” It’s a term of considerable contention between the classical liberal and liber-
tarian socialist camps. I don’t mean the choice of term in a sense that would exclude either
side. In fact, as an individualist in the tradition of Tucker and the rest of the Boston anar-
chists, I embrace both the free market libertarian and libertarian socialist camps. I chose
“libertarian” precisely it was large and contained multitudes: it alone seemed sufficiently
broad to encompass the readership I had in mind.

[ write from the perspective of individualist anarchism, as set forth by William B.
Greene and Benjamin Tucker among others, and as I attempted to update it for the twenty-
first century in my last book. Here’s how I described it in the Preface to that book:

In the mid-nineteenth century, a vibrant native American school of anarchism, known as
individualist anarchism, existed alongside the other varieties. Like most other contempo-
rary socialist thought, it was based on a radical interpretation of Ricardian economics. The
classical individualist anarchism of Josiah Warren, Benjamin Tucker and Lysander Spooner
was both a socialist movement and a subcurrent of classical liberalism. It agreed with the
rest of the socialist movement that labor was the source of exchange-value, and . . . enti-
tled to its full product. Unlike the rest of the socialist movement, the individualist anar-
chists believed that the natural wage of labor in a free market was its product, and that
economic exploitation could only take place when capitalists and landlords harnessed the
power of the state in their interests. Thus, individualist anarchism was an alternative both
to the increasing statism of the mainstream socialist movement, and to a classical liberal
movement that was moving toward a mere apologetic for the power of big business."

I belong to the general current of the Left so beautifully described by the editors of
Radical Technology (“the ‘recessive Left’ of anarchists, utopians and visionaries, which tends
only to manifest itself when dominant genes like Lenin or Harold Wilson are oft doing
something else”). As such, I tend to agree with the Greens and other left-wing decentralists
on the evils to which they object in current society and on their general view of a good

1. Kevin A. Carson, Studies in Mutualist Political Economy. Self-published via Blitzprint (Fay-
etteville, Ark., 2004), p. 9.
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society, while I agree with free market libertarians on their analysis of the cause of such
evils and how to get from here to there. In short: green ends with libertarian means.

My analysis of the large organization is informed by the same principles as my study
of the state capitalist economy, namely: 1) that the exercise of power creates conflict of in-
terest, within the nominally “private” corporation as well as in the larger economys;
2) hierarchy, by separating authority from knowledge, leads to the same informational
problems within an organization that Hayek described at the level of political economys;
and 3) by externalizing effort and reward on different actors, authority creates fundamental
incentive problems. The primary function of authority is to create privilege: the wielder of
power is able to externalize the costs of his decisions on others, while appropriating the
benefits for himself. The result, when the costs and benefits of action are not internalized
by the same actors, is that particular forms of organization are adopted beyond Pareto-
optimal levels, and self-reinforcing distortions in feedback lead to a series of synergetic in-
stabilities and interventions of the sort Mises described at the level of the economy as a
whole. In short: state capitalism, along with the large, pathological organizations it breeds, is
unsustainable.

The central question of Part One is that of Ronald Coase: If markets are more effi-
cient than hierarchy and planning, why are the latter so prevalent? Why do we find the
phenomenon that Coase remarked on—islands of corporate central planning in an econ-
omy supposedly governed by the market? Coase’s answer was that firm boundaries—the
boundaries between market and hierarchy—are set at the point at which the transaction
costs of market contracting surpass than those of administration and planning. The subject
of Part One is the extent to which the state artificially shifts these boundaries upward, so
that the size of the dominant organization is far larger than warranted by genuine consid-
erations of efficiency.

Part Two (consisting of a single chapter, Four) considers the pathological effects of
large size, centralization and hierarchy, on a systemic level, under the hegemony of the cor-
poration and the centralized state. That is, it considers the effect of the predominance of
the large, hierarchical organization, and of the professionalized and bureaucratic culture it
spawns, on the character of society as a whole.

Part Three examines the effects of large size and hierarchy within the large organization.
Chapters Five and Six are brief surveys of the literature on information and incentive prob-
lems within the large organization, both by conventional organization theorists and by radi-
cal thinkers like Robert Anton Wilson and Paul Goodman. Chapter Seven applies the Aus-
trian critique of central planning to the corporation. Chapter Eight is a broad-ranging ex-
amination of the irrationality and authoritarianism of the large organization, and of the
general pathologies of managerialism: in particular, it is a critique of the currently prevailing
MBA model of downsizing human capital, stripping assets, and gutting long-term produc-
tive capabilities in order to game management bonuses and stock options. Chapter Nine is a
study of the internal crisis of governability of the large corporation, and—based on conven-
tional literature on incomplete contracting—applies an asymmetric warfare model to labor
relations within the corporation. And Chapter Ten examines the broad range of manage-
ment theory and reform gimmicks, which I argue either serve as a mere legitimizing ideol-
ogy of lip-service, or amount to an attempt to incorporate libertarian and decentralist ele-
ments into the old framework of corporate hierarchy rather than making them the building
blocks of a fundamentally new form of society.

Finally, Part Four—of which I am especially proud—surveys the range of technical
and organizational alternatives that might prevail in a decentralist, cooperative, genuinely
free market economy. Chapters Eleven and Twelve discuss the twin structural principles of
a genuinely libertarian society: the abolition of privilege and its replacement by a genu-
inely free market governed by the unfettered operation of the cost principle. Chapter Thir-
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teen discusses the most feasible process for dismantling the state and moving toward such a
society, summed up by the Wobbly slogan “Building the structure of the new society
within the shell of the old.” Chapter Fourteen examines the technological building blocks
of a decentralized economy (especially small-scale general-purpose production machinery,
desktop production machinery, and community-supported agriculture) based on small-
scale production for local markets. Chapters Fifteen and Sixteen, finally, examine the orga-
nizational building blocks of production (cooperatives, peer production, and the informal
and household economies) and distribution.

This book, for better or worse, is an example of peer production. The chapters have all
appeared as rough drafts online, and much of the material within them appeared before that
as posts on my blog (Mutualist Blog: Free Market Anti-Capitalism). The final form of this book
reflects the enormous amount of fruitful discussion in the comments at my blog, and the
helpful questions and criticisms raised by my readers, and the insights I have gained from dia-
logue with other organization theory bloggers and writers. I've received invaluable help in
identifying typos and other errors from readers (particularly Matthieu Gues) who have com-
piled painstaking errata lists from reading the online drafts. Both the pdf I submitted to the
publisher and the beautiful cover design are the work of Gary Chartier. So in many ways this
is a collaborative product, and I owe my readers a debt of gratitude.

I welcome questions and criticisms. I can be reached by email at
<free.market.anticapitalist@gmail.com>.






Part One
State Capitalist Intervention
in the Market






A Critical Survey of Orthodox Views on
Economy of Scale

Herbert Simon remarked that, to an observer from Mars, “the dominant feature of the
[economic] landscape” would be, not the market, but large organizations.” Or as
David Friedman put it, “The capitalist system of coordination by trade seems to be largely
populated by indigestible lumps of socialism called corporations.”” The dominance of that
feature, those lumps, is the central theme of Part One: the ways in which the state inter-
venes in the market to promote the predominance of organizations that are excessively
large (i.e., larger than the efficiency considerations of a free market would justify). In the
process, it will be helpful to keep in mind questions raised by R.H. Coase seventy years
ago:in their analysis of American industrial history, have tended to assume the superior effi-
ciency of large-scale organization, and to accept “economies of scale” as a sufficient expla-
nation for the rise of the large corporation from a supposedly “laissez-faire” economy. In
the words of Randall Meyer,

As D. H. Robertson points out, we find “islands of conscious power in this ocean of un-
conscious co-operation like lumps of butter coagulating in a pail of buttermilk.” But in
view of the fact that it is usually argued that co-ordination will be done by the price
mechanism, why is such organization necessary? Why are there these “islands of con-
scious power”’?*

What determines the boundaries between firm and market? Why is there any substi-
tution of hierarchy for independent contracts at all, and, conversely, why is there not one
big firm?

The main reason why it is profitable to establish a firm would seem to be that there
is a cost of using the price mechanism . ... The costs of negotiating and concluding a
separate contract for each exchange transaction which takes place on a market must also
be taken into account . ... It is true that contracts are not eliminated when there is a
firm but they are greatly reduced. A factor of production (or the owner thereof) does not
have to make a series of contracts with the factors with whom he is co-operating within
the firm . . . . For this series of contracts is substituted one . . . .

....A firm becomes larger as additional transactions (which could be exchange
transactions co-ordinated through the price mechanism) are organized by the entrepre-
neur and becomes smaller as he abandons the organization of such transactions. The
question which arises is whether it is possible to study the forces which determine the
size of the firm. Why does the entrepreneur not organize one less transaction or one
more? . . ..

1. Herbert Simon, “Organizations and Markets,” Journal of Economic Perspectives 5 (1991), p. 27.

2. David Friedman, Hidden Order, quoted in Matt Mclntosh, “All In, Comrade,” Distributed
Republic, February 26, 2007 <http://www.distributedrepublic.com/distributedrepublic/comment/
reply/4685>.

3. Ronald H. Coase, “The Nature of the Firm,” Economica (November 1937), p. 388.
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The answer is that the maximum boundary of the firm is determined by the point
“where the costs of organizing an extra transaction within the firm are equal to the costs
involved in carrying out the transaction in the open market . . .”

.. . [Therefore], a firm will tend to expand until the costs of organizing an extra transac-
tion within the firm will become equal to the costs of carrying out the same transaction
by means of an exchange on the open market or the costs of organizing in another
firm."

In this chapter we will survey the conventional view of economy of scale, primarily as
expounded by technocratic liberals like Alfred Chandler and John Kenneth Galbraith. We
will examine its pathological implications for the organization of the political economy as
a whole, along with its unstated assumptions and value judgments and its internal contra-
dictions.

In Chapter Two, we will examine the available evidence on economy of scale, which
shows not only that the dominant firm is many times larger than would be warranted by
efficiency considerations, but that its size results in significant net inefficiency costs com-
pared to the smaller firm. The obvious question arises, in response to this finding: if the
large firm is less efficient, why does it exist?

The answer, found in Chapter Three, is that the state makes it artificially efficient by
subsidizing its inefficiency costs and insulating it from competition, and thereby artificially
shifts the boundary between market and hierarchy.

A. CroSS-IDEOLOGICAL AFFINITY FOR LARGE-SCATE ORGANIZATION

Technocratic liberals, in their analysis of American industrial history, have tended to
assume the superior efficiency of large-scale organization, and to accept “economies of
scale” as a sufficient explanation for the rise of the large corporation from a supposedly
“laissez-faire” economy. In the words of Randall Meyer,

[The] problems of our times will require greater, bigger organizations than we have now,
rather than smaller ones, for their solution . ... [We must therefore] cast aside our out-
moded notions of size and our fear of bigness.”

Of course this assumption is not limited to liberal managerialists. It is shared by both
the vulgar Marxists (who see One Big Trust as the penultimate stage in the progressive de-
velopment toward state socialism), and the vulgar Austrians (who equate capital-
intensiveness or “roundaboutness” as such with superior productivity).

Among the Marxists, it can be found in the work of Marx and Engels themselves. In
The Communist Manifesto, they identified the concentration of capital and the centralization
of production, as such, with the progressive role of the bourgeoisie:

The bourgeoisie keeps more and more doing away with the scattered state of the popu-
lation, of the means of production, and of property. It has agglomerated population, cen-
tralised the means of production, and has concentrated property in a few hands . . . .

The bourgeoisie, during its rule of scarce one hundred years, has created more mas-
sive and more colossal productive forces than have all preceding generations together.
Subjection of Nature’s forces to man, machinery, application of chemistry to industry
and agriculture, steam-navigation, railways, electric telegraphs, clearing of whole conti-
nents for cultivation, canalisation of rivers, whole populations conjured out of the

1. Ibid., p.

2. “The Role of Big Business in Achieving National Goals,” in David Mermelstein, ed., Eco-
nomics: Mainstream Readings and Radical Critiques. 3rd ed. (New York: Random House, 1975).
Quoted in Walter Adams and James W. Brock. The Bigness Complex: Industry, Labor and Government
in the American Economy. 2nd ed. (Stanford, Cal.: Stanford University Press, 2004), p. 64.
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ground—what earlier century had even a presentiment that such productive forces slum-
bered in the lap of social labour?’

For the Marxists, economic centralization is a natural process that proceeds until the in-
creasingly efficient system of large-scale production can no longer be contained by the
“capitalist integument.”

Engels took this tendency of Marxism even further, laying the groundwork for
Lenin’s later embrace of Taylorism™:

If man . . . has subdued the forces of nature, the latter avenge themselves upon him
by subjecting him, in so far as he employs them, to a veritable despotism independent of
all social organisation. Wanting to abolish authority in large-scale industry is tantamount
to wanting to abolish industry itself, to destroy the power loom in order to return to the
spinning wheel . . . .

We have thus seen that, on the one hand, a certain authority, no matter how dele-
gated, and, on the other hand, a certain subordination, are things which, independently
of all social organisation, are imposed upon us together with the material conditions un-
der which we produce and make products circulate.

We have seen, besides, that the material conditions of production and circulation
inevitably develop with large-scale industry and large-scale agriculture, and increasingly
tend to enlarge the scope of this authority.?

Lenin, like Engels, saw “state capitalist monopoly” as a progressive development, with
the final progressive step being the expropriation of the ultra-efficient trusts by the work-
ers’ state: ‘. .. socialism is merely state-capitalist monopoly which is made to serve the in-
terests of the whole people ....”"*

On the right, the identification of large scale with efficiency is shared by some Aus-
trian economists, who seem to think that capital-intensiveness (or “roundabout” produc-
tion methods) involves unlimited, or almost unlimited efficiencies. The distinction origi-
nated with Bohm-Bawerk:

That roundabout methods lead to greater results than direct methods is one of the most
important and fundamental propositions in the whole theory of production. It must be
emphatically stated that the only basis of this proposition is the experience of practical
life. Economic theory does not and cannot show a priori, that it must be so; but the
unanimous experience of all the technique of production says that it is so.’

The same assumption was restated, more forcefully, by Robert Murphy in his lecture
“Capital and Interest”:

*The more roundabout processes are, the more efficient and physically productive they are.

1. Karl Marx and Friedrich Engels, Manifesto of the Communist Party. Marx and Engels, Col-
lected Works, vol. 6 (New York: International Publishers, 1976), pp. 448-449.

2. There is a legitimate question as to whether Taylor himself was a “Taylorist,” in the vulgar
sense. See Chris Nyland, “Taylorism and the Mutual Gains Strategy,” Industrial Relations vol. 37 no.
4 (October 1998), pp. s19-542 (thanks to Eric Husman for the tip). Subsequent references to “Tay-
lorism” in this book will reflect conventional usage, without necessarily implying any aspersion on
the work of Taylor himself.

3. Friedrich Engels, “On Authority.” Marx and Engels, Collected Works, vol. 23 (New York:
International Publishers, 1988), pp. 422-425.

4. V.L. Lenin, The Impending Catastrophe and How to Combat It. V.1. Lenin, Collected Works,
vol. 25 (Moscow: Progress Publishers, 1967), p. 358.

5. Eugen von Bohm-Bawerk, The Positive Theory of Capital. Translated by William Smart
(London: Macmillan and Co., 1891), p. 20.
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*The greater productivity of roundabout methods is why Capital Accumulation generates
great wealth.'

Lew Rockwell charged that “many people today . . .long for a system of economics
that prevailed in the Middle Ages.”

On the Left, we have the neo-Rousseauians who imagine that modern technology has a
hopelessly corrupting effect, while many on the Right dream of a guild-dominated sys-
tem of small craftsmen and home-based production. But these fantasies are not only un-
workable; in reality, they are nothing short of lethal. Most of the world’s population
would die immediately if such a system were imposed.”

This howler indicates that he knows next to nothing about the technical possibilities
of home-based and small shop production using modern power machinery, or about the
greater productivity per acre of intensive small-scale agriculture (about both of which see
the material below on Ralph Borsodi).

At the crudest extreme is George Reisman. A central theme in his work runs some-
thing like this: the way to increase the standard of living is to make the rich even richer, so
they will undertake the capital accumulation that alone increases the productivity of labor,
which will cause wages to rise.’

The irony is that the Austrians, who consider themselves such iconoclasts in savaging
so much of the received wisdom of neoclassical economics and liberal managerialism, also
accept without any critical awareness so many of its implicit assumptions. The Austrians are
remarkably selective, to say the least, in their choices of which “conventional wisdom” to
reject. But then consistency is not exactly the Austrians’ strong suit. Their approach to de-
ciding which parts of present-day reality to blame on the state, and which to credit to the
wonders of the “free market,” is (to say the least) somewhat arbitrary. The denizens of Lew
Rockwell. Com and Mises.Org, when it comes to politics, resemble nothing so much as
American Jacobites in their patronage of lost causes, standing athwart history and yelling
“Stop!” on behalf of such might-have-beens as the Anti-Federalists and the southern seces-
sionists. So it’s somewhat jarring to see them turn on a dime and become ardently trium-
phalist enthusiasts for the sheer Hegelian “is-ness” of things when it comes to Wal-Mart
and sweatshops. It’s a bit odd to be so anti-Hamiltonian, and yet so fond of an economy
founded on Hamiltonianism.

B. CHANDLER, GALBRAITH, AND PUSH DISTRIBUTION

But despite these parallels in other segments of the ideological spectrum, the apolo-
getic for large-scale organization is a defining characteristic, especially, of twentieth century
liberalism. Its roots can be traced back to the Progressive movement of the early twentieth
century, which was the intellectual foundation for big government liberalism as it was
known in the following decades. Progressivism took for granted that the twentieth century
was to be the age of the large organization, and that the dominance of the giant corpora-
tion and the centralized government agency was a fact of nature. The only question was in
whose interests such organizations would be managed. The Progressive movement, along

1. Robert Murphy, “Capital and Interest (Lecture 9 of 32),” posted by David Heinrich at
Mises Economics Blog, June 11, 2004. <http://blog.mises.org/archives/002113.asp>; See also M.
Northrup Buechner. “Roundaboutness and Productivity in Bohm-Bawerk™ Southern Economic_Jour-
nal, Vol. 56, No. 2 (Oct., 1989), pp. 499-510.

2. Lew Rockwell, “Imperialism: Enemy of Freedom,” LewRockwell.Com, October 3o,
2006. <http://www.lewrockwell.com/rockwell/bamboozle-bourgeoisie.html>

3. George Reisman, “For Society to Thrive, the Rich Must be Left Alone,” Mises.Org,
March 2, 2006 <http://mises.org/story/2073>.

”
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with the twentieth century liberalism it sired, was personified by Herbert Croly, with his
goal of achieving “Jeftersonian ends by Hamiltonian means.” (Of course the Jeffersonian-
ism of ends was largely spurious; as Roy Childs put it, liberal intellectuals historically have
been “the ‘running dogs’ of big businessmen . . .”)’

The first great apostle of economy of scale was Joseph Schumpeter, whose charism has
since been passed down through the succession of J.K. Galbraith and Alfred Chandler. Schum-
peter wrote at length on the giant oligopoly corporation as a progressive force for innovation:

....The theory of simple and discriminating monopoly teaches that, excepting a
limiting case, monopoly price is higher and monopoly output smaller than competitive
price and competitive output. This is true provided that the method and organization of
production—and everything else—are exactly the same in both cases. Actually however
there are superior methods available to the monopolist which either are not available at
all to a crowd of competitors or are not available to them so readily: for there are advan-
tages which, though not strictly unattainable on the competitive level of enterprise, are
as a matter of fact secured only on the monopoly level, for instance, because monopoli-
zation may increase the sphere of influence of the better, and decrease the sphere of in-
fluence of the inferior, brains, or because the monopoly enjoys a disproportionately
higher financial standing . . . .

There cannot be any reasonable doubt that under the conditions of our epoch such
superiority is as a matter of fact the outstanding feature of the typical large-scale unit of
control . . . . These units may not only arise in the process of creative destruction ..., but in
many cases of decisive importance they provide the necessary form for the achievement.”

Schumpeter’s most important disciple in these matters, of course, was John Kenneth
Galbraith. Galbraith accepted, as an article of faith, that innovation came about through the
large, capital-intensive organization:

.. .a benign Providence . . . has made the modern industry of a few large firms an excel-
lent instrument for inducing technical change. It is admirably equipped for financing
technical development. Its organization provides strong incentives for undertaking devel-
opment and for putting it into use . . . .

.. . Technical development has long since become the preserve of the scientist and
the engineer. Most of the cheap and simple inventions have . . . been made. Not only is
development now sophisticated and costly but it must be on a sufficient scale so that
successes and failures will in some small measure average out . . . .

Because development is costly, it follows that it can be carried on only by a firm
that has the resources which are associated with considerable size. Moreover, unless a
firm has a substantial share of the market it has no strong incentive to undertake a large
expenditure on development . . . .

... [I]n the modern industry shared by a few large firms size and the rewards accru-
ing to market power combine to insure that resources for research and technical devel-
opment will be available. The power that enables the firm to have some influence on
prices insures that the resulting gains will not be passed on to the public by imitators . . .
before the outlay for development can be recouped . . . .

The net of all this is that there must be some element of monopoly in an industry if
it is to be progressive.’

In The New Industrial State, Galbraith wrote at much greater length about the connec-
tion between capital intensiveness and the “technostructure’s” need for predictability and
control:

1. Roy Childs, “Big Business and the Rise of American Statism” (1971), Reason, February
and March 1971, reproduced at <http://praxeology.net/RC-BRS.htm>.

2. Joseph A. Schumpeter, Capitalism, Socialism, and Democracy (New York and London:
Harper & Brothers Publishers, 1942), pp. 100-101.

3. John Kenneth Galbraith, American Capitalism: The Concept of Countervailing Power (Boston:
Houghton Mifflin, 1962), pp. 86-88
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... [Machines and sophisticated technology] require . . . heavy investment of capital.
They are designed and guided by technically sophisticated men. They involve, also, a
greatly increased lapse of time between any decision to produce and the emergence of a
salable product.

From these changes come the need and the opportunity for the large organization.
It alone can deploy the requisite capital; it alone can mobilize the requisite skills . . . .
The large commitment of capital and organization well in advance of result requires that
there be foresight and also that all feasible steps be taken to insure that what is foreseen
will transpire.”

The need for planning . . . arises from the long period of time that elapses during
the production process, the high investment that is involved and the inflexible commit-
ment of that investment to the particular task.”

Planning exists because [the market] process has ceased to be reliable. Technology,
with its companion commitment of time and capital, means that the needs of the con-
sumer must be anticipated—Dby months or years . . . . [I|n addition to deciding what the
consumer will want and will pay, the firm must make every feasible step to see that what
it decides to produce is wanted by the consumer at a remunerative price . . . . [t must ex-
ercise control over what is sold . . . . It must replace the market with planning.’

... The need to control consumer behavior is a requirement of planning. Planning,
in turn, is made necessary by extensive use of advanced technology and capital and by
the relative scale and complexity of organization. These produce goods efficiently; the re-
sult is a very large volume of production. As a further consequence, goods that are related
only to elementary physical sensation—that merely prevent hunger, protect against cold,
provide shelter, suppress pain—have come to comprise a small and diminishing part of
all production. Most goods serve needs that are discovered to the individual not by the
palpable discomfort that accompanies deprivation, but by some psychic response to their
possession . ...}

For Galbraith, the “accepted sequence” of consumer sovereignty (what Mises called
“dollar democracy”), in which consumer demand determines what is produced, has been
replaced by a “revised sequence” in which oligopoly corporations determine what is pro-
duced and then dispose of it by managing consumer behavior. In contemporary terms, the
demand-pull economy is replaced by a supply-push model. As Michael Piore and Charles
Sabel put it:

Mass production required large investments in highly specialized equipment and nar-
rowly trained workers. In the language of manufacturing, these resources were “dedi-
cated”: suited to the manufacture of a particular product—often, in fact, to just one make
or model. When the market for that particular product declined, the resources had no
place to go. Mass production was therefore profitable only with markets that were large
enough to absorb and enormous output of a single, standardized commodity, and stable
enough to keep the resources involved in the production of that commodity continu-
ously employed. Markets of this kind . .. did not occur naturally. They had to be cre-
ated.’

Alfred Chandler, like Galbraith, was thoroughly sold on the greater efficiencies of the
large corporation. He argued that the modern multi-unit enterprise arose when administra-
tive coordination “permitted” greater efficiencies.’ Its chief efficiency was a reduction in

. John Kenneth Galbraith, The New Industrial State (New York: Signet Books, 1967), p. 16
. Ibid., p. 31.
. Ibid., pp. 34-35.
. Ibid., pp. 210-212.
. Michael J. Piore and Charles F. Sabel, The Second Industrial Divide: Possibilities for Prosperity
(New York: HarperCollins, 1984), p. 49.
6. Alfred D.Chandler, Jr., The Visible Hand: The Managerial Revolution in American Business
(Cambridge and London: The Belknap Press of Harvard University Press, 1977), p. 6.
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transaction costs: “internalizing,” under administrative control, the activities that were pre-
viously conducted by free contract among a number of independent businesses.

Such an internalization gave the enlarged enterprise many advantages. By routinizing the
transactions between units, the costs of these transactions were lowered. By linking the
administration of producing units with buying and distributing units, costs for informa-
tion on markets and sources of supply were reduced. Of much greater significance, the
internalization of many units permitted the flow of goods from one unit to another to
be administratively coordinated. More effective scheduling of flows achieved a more in-
tensive use of facilities and personnel employed in the processes of production and so in-
creased productivity and reduced costs."

In discussing the internal efficiencies achieved through large-scale production and in-
ternal hierarchy, Chandler’s enthusiasm fairly jumps oft the page:

Organizationally, output was expanded through improved design of manufacturing
or processing plants and by innovations in managerial practices and procedures required
to synchronize flaws and supervise the work force. Increases in productivity also depend
on the skills and abilities of the managers and the workers and the continuing improve-
ment of their skills over time. Each of these factors or any combination of them helped
to increase the speed and volume of the flow, or what some processors call the “through-
put,” of materials within a single plant or works . . . .

Where the underlying technology of production permitted, increased throughput
from technological innovation, improved organizational design, and perfected human
skills led to a sharp decrease in the number of workers required to produce a specific
unit of output. The ratio of capital to labor, materials to labor, energy to labor, and man-
agers to labor for each unit of output became higher. Such high-volume industries soon
became capital-intensive, energy-intensive, and manager-intensive.”

They achieved “economies of speed” from “greatly increasing the daily use of equipment
and personnel.”® (Of course, Chandler starts by assuming the need for a capital-intensive
mode of production, which then requires “economies of speed” to reduce unit costs from
the expensive capital assets).

This model of production resulted in the adoption of increasingly specialized, asset-
specific production machinery:

The large industrial enterprise continued to flourish when it used capital-intensive, en-
ergy-consuming, continuous or large-batch production technology to produce for mass
markets.*

Chandler’s account resembled, with his assumption of managerial capitalism as the
only possible response to objective technological necessity, the transposition of the Whig
theory of history to the industrial realm. As Yehouda Shenhav describes it,

. [Clapitalists came to realize that they needed a much more systematic control
mechanism for efficiency purposes . ... The advent of the first integrated enterprises
during the 1880s and 1890s “brought about” new problems, such as an increase in the
volume of output, that “led” to the building of the first administrative systems . . . . To
Chandler, “the appearance of managerial capitalism has been ... an economic phe-
nomenon”, and not a political one . . . . Administrative systems were adopted as rational
responses to problems of economic reality confronting capitalists. In Chandler’s analysis,
the development of systems had no reference to power, politics, and interests. Although
Chandler was vague about agency (“led”, “brought about”), he attributes the rise of

Ibid., pp. 6-7.
Ibid., p. 241.
Ibid., p. 244.
Ibid., p. 347.
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business administration to employers’ and managers’ (alike) attempts to meet the strategic
challenges facing them . . . ."

Chandler’s Achilles Heel was his admission (although he did not recognize it as such)
that achieving productive efficiencies through such “progressive” innovations required the
preexistence of a high-volume, high-speed, high-turnover distribution system on a national
scale.

. [M]odern business enterprise appeared for the first time in history when the
volume of economic activities reached a level that made administrative coordination
more efficient and more profitable than market coordination.”

... [The rise of administrative coordination first] occurred in only a few sectors or
industries where technological innovation and market growth created high-speed and
high-volume throughput.’

William Lazonick, a disciple of Chandler, described the process as obtaining “a large
market share in order to transform the high fixed costs into low unit costs . . . .”*

The railroad and telegraph, “so essential to high-volume production and distribu-
tion,” were in Chandler’s view what made possible this steady flow of goods through the
distribution pipeline.’

The primacy of such state-subsidized infrastructure is indicated by the very structure
of Chandler’s book. He begins with the railroads and telegraph system, themselves the first
modern, multi-unit enterprises.” And in subsequent chapters, he recounts the successive
evolution of a national wholesale network piggybacking on the centralized transportation
system, followed by a national retail system, and only then by large-scale manufacturing for
the national market. A national long-distance transportation system led to mass distribution,
which in turn led to mass production.

The coming of mass distribution and the rise of the modern mass marketers repre-
sented an organizational revolution made possible by the new speed and regularity of
transportation and communication.”

... The new methods of transportation and communication, by permitting a large
and steady flow of raw materials into and finished products out of a factory, made possi-
ble unprecedented levels of production. The realization of this potential required, how-
ever, the invention of new machinery and processes.®

In other words, the so-called “internal economies of scale” in manufacturing could come
about only when the offsetting external diseconomies of long-distance distribution were arti-
ficially nullified by corporate welfare.

From Chandler’s perspective, of course, all the above simply means that the state’s role
in creating centralized infrastructure facilitated the introduction of organizational forms that
were inherently more efficient.

But despite his touching faith, there is in fact no such thing as generic or immaculate
“efficiency.” One method or another is only more efficient given a particular package of
input costs that determine which inputs are to be economized on. Subsidies are subject to
what might be called The Law of Conservation of Costs: costs can be shifted, but they

1. Yehouda Shenhav, Manufacturing Rationality: The Engineering Foundations of the Managerial
Revolution (Oxford and New York: Oxford University Press, 1999), p. 103.

2. Chandler, The Visible Hand, p. 8.

3. Ibid., p. 11.

4. William Lazonick, Business Organization and the Myth of the Market Economy (Cambridge,
1991), pp. 198-226.

5. Chandler, The Visible Hand, p. 79.

6. Ibid., pp. 79, 96-121.

7. Ibid., p. 235.

8. Ibid., p. 240.
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cannot be destroyed. In other words, as the saying goes, There Ain’t No Such Thing As A
Free Lunch. The overall cost of a good from a giant factory two thousand miles away does
not become less than that of a good from a small factory twenty miles away, just because
part of the cost is collected by the IRS instead of by the retailer. If the total cost amounts
to more than the product’s worth, the product doesn’t become a net social good because
some items on the cost side of the ledger don’t show up in retail price.

Chandler’s version of history, turned rightside-up, can be restated thusly: transporta-
tion subsidies and internal improvements were primary in creating the low distribution
costs and resulting artificially large market areas without which large scale production
would have been impossible. Given the artificial inflation of this high-volume distribution
system, and given the resulting artificial profitability of large organizations, hierarchy be-
comes necessary to manage those organizations. And given these artificial conditions, the
pioneers of the multi-unit corporation did indeed come up with some great accomplish-
ments. Their great feats of administrative innovation were a rational way of carrying out an
inherently irrational task.

As Chandler himself admitted, the greater “efficiency” of national wholesale organi-
zations lay in their “even more effective exploitation of the existing railroad and telegraph
systems.”" That is, they were more efficient parasites. But the “efficiencies” of a parasite are
usually of a zero-sum nature.

Chandler also admitted, perhaps inadvertently, that the “more efficient” new produc-
tion methods were adopted almost as an afterthought, given the artificially large market ar-
eas and subsidized distribution:

.. . the nature of the market was more important than the methods of production in de-
termining the size and defining the activities of the modern industrial corporation.”

Despite all this, Chandler—astonishingly—minimized the role of public policy in cre-
ating the system he so admires:

The rise of modern business enterprise in American industry between the 1880s and
World War I was little affected by public policy, capital markets, or entrepreneurial talents
because it was part of a more fundamental economic development. Modern business en-
terprise . . . was the organizational response to fundamental changes in processes of pro-
duction and distribution made possible by the availability of new sources of energy and
by the increasing application of scientific knowledge to industrial technology. The com-
ing of the railroad and telegraph and the perfection of new high-volume processes . . .
made possible a historically unprecedented volume of production.?

Chandler’s statement also reflects an unquestioned assumption that what Lewis Mum-
ford called “paleotechnics” (i.e., the large-scale factory production of the coal and steam
age—about which more in Part Four) were more efficient than the decentralized, small-
scale production methods of Kropotkin and Borsodi. The possibility never occurs to him
that massive state intervention, at the same time as it enabled the revolutions in corporate
size and capital-intensiveness, might also have tipped the balance between alternative forms
of production technology.

Despite all the state intervention up front to make the large corporation possible, state
intervention was required afterward as well as before in order to keep the system running.
These great corporate paragons of efficiency were unable to survive without the govern-
ment guaranteeing an outlet for their overproduction, and protecting them from market
competition.

1. Ibid., p. 215.
2. Ibid., p. 363.
3. Ibid., p. 376.



I2 ORGANIZATION THEORY

The ruling elites of the corporate-state nexus perceived, as early as the depression of
the 1890s, that overbuilt industry could not dispose of its output, operating at full capacity,
without government help. This problem was first addressed through imperial adventure to
secure foreign markets. The system, in Schumpeter’s phrase, was “export-dependent mo-
nopoly capitalism.” It gave rise to what W.A. Williams called “Open Door Empire,” which
was institutionalized in the Bretton Woods agencies of FDR and Truman, and remains the
basis of U.S. foreign policy to the present day.’

Another approach to the problem of overproduction was mass advertising and con-
sumer credit. Although somewhat less state-dependent than imperialism, it had a large state
component. For one thing, the founders of the mass advertising and public relations indus-
tries were, in large part, also the founders of the science of “manufacturing consent” used
to manipulate Anglo-American populations into support for St. Woodrow’s crusade. For
another, the state’s own organs of propaganda (through the USDA, school home econom-
ics classes, etc.) put great emphasis on discrediting “old-fashioned” atavisms like home-
baked bread and home-grown and -canned vegetables, and promoting in their place the
“up-to-date” housewifely practice of heating stuff up out of cans from the market.” Jeffrey
Kaplan described this, in a recent article, as the “gospel of consumption”:

[Industrialists] feared that the frugal habits maintained by most American families
would be difficult to break. Perhaps even more threatening was the fact that the indus-
trial capacity for turning out goods seemed to be increasing at a pace greater than peo-
ple’s sense that they needed them.

It was this latter concern that led Charles Kettering, director of General Motors
Research, to write a 1929 magazine article called “Keep the Consumer Dissatisfied.” . . .
Along with many of his corporate cohorts, he was defining a strategic shift for American
industry—from fulfilling basic human needs to creating new ones.

In a 1927 interview with the magazine Nation’s Business, Secretary of Labor James J.
Davis provided some numbers to illustrate a problem that the New York Times called “need
saturation.” Davis noted that “the textile mills of this country can produce all the cloth
needed in six months’ operation each year” and that 14 percent of the American shoe fac-
tories could produce a year’s supply of footwear. The magazine went on to suggest, “It
may be that the world’s needs ultimately will be produced by three days” work a week.”

Business leaders were less than enthusiastic about the prospect of a society no longer
centered on the production of goods. For them, the new “labor-saving” machinery pre-
sented not a vision of liberation but a threat to their position at the center of power. John E.
Edgerton, president of the National Association of Manufacturers, typified their response
when he declared: “Nothing . . . breeds radicalism more than unhappiness unless it is lei-
sure.”

By the late 1920s, America’s business and political elite had found a way to defuse
the dual threat of stagnating economic growth and a radicalized working class in what
one industrial consultant called “the gospel of consumption”—the notion that people
could be convinced that however much they have, it isn’t enough. President Herbert
Hoover’s 1929 Committee on Recent Economic Changes observed in glowing terms the
results: “By advertising and other promotional devices . . . a measurable pull on produc-
tion has been created which releases capital otherwise tied up.” They celebrated the con-

1. Joseph Stromberg did an excellent job of integrating this thesis, generally identified with
the historical revisionism of the New Left, into the theoretical framework of Mises and Rothbard,
in “The Role of State Monopoly Capitalism in the American Empire” Journal of Libertarian Studies
Volume 15, no. 3 (Summer 2001), pp. $7-93. Available online at <http://www.mises.org/journals/
jls/15_3/15_3_3.pdf>.

2. This is the theme of Stuart Ewen, Captains of Consciousness: Advertising and the Social Roots
of Consumer Culture (New York: McGraw-Hill, 1976).
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ceptual breakthrough: “Economically we have a boundless field before us; that there are
new wants which will make way endlessly for newer wants, as fast as they are satisfied.””"

Chandler’s model of “high-speed, high-throughput, turning high fixed costs into low
unit costs,” and Galbraith’s “technostructure,” absolutely require a “push” model of distri-
bution. Here’s how it was described by Paul Goodman:

.. .1in recent decades . . . the center of economic concern has gradually shifted from ei-
ther providing goods for the consumer or gaining wealth for the enterpriser, to keeping
the capital machines at work and running at full capacity; for the social arrangements
have become so complicated that, unless the machines are running at full capacity, all
wealth and subsistence are jeopardized, investment is withdrawn, men are unemployed.
That is, when the system depends on all the machines running, unless every kind of good
is produced and sold, it is also impossible to produce bread.”

The same imperative was at the root of the hypnopaedic socialization in Huxley’s
Brave New World: “ending is better than mending”; “the more stitches, the less riches.” Or
as GM designer Harley Earl said in the 1950s,

My job is to hasten obsolescence. I've got it down to two years; now when I get it down
to one year, I'll have a perfect score.’

Because of the imperative for overcapitalized industry to operate at full capacity, on
round-the-clock shifts, in order to spread the cost of its expensive machinery over the
greatest possible number of units of output, the imperative of ensuring consumption was
equally great.

Integration of mass production with mass distribution afforded an opportunity for

manufacturers to lower costs and increase productivity through more effective admini-

stration of the processes of production and distribution and coordination of the flow of
goods through them.Yet the first industrialists to integrate the two basic sets of processes

did not do so to exploit such economies. They did so because existing marketers were

unable to sell and distribute products in the volume they were produced.*

The older economy that the “push” distribution system replaced was one in which
most foods and drugs were what we would today call “generic.” Flour, cereal, and similar
products were commonly sold in bulk and weighed and packaged by the grocer (the ratio
had gone from roughly 95% bulk to 75% package goods during the twenty years before
Borsodi wrote in 1927); the producers geared production to the level of demand that was
relayed to them by the retailers’ orders. Drugs, likewise, were typically compounded by the
druggist on-premises to the physician’s specifications, from generic components.’

Under the new “push” system, the producers appealed directly to the consumer
through brand-name advertising, and relied on pressure on the grocer to create demand for
what they chose to produce.

It is possible to roughly classify a manufacturer as belonging either to those who “make”

products to meet requirements of the market, or as belonging to those who “distribute”

brands which they decide to make. The manufacturer in the first class relies upon the
natural demand for his product to absorb his output. He relies upon competition among

1. Jeffrey Kaplan, “The Gospel of Consumption: And the better future we left behind,”
Orion, May/June 2008 <http://www.orionmagazine.org/index.php/articles/article/2962>.

2. Paul and Percival Goodman, Communitas: Means of Livelihood and Ways of Life (New York:
Vintage Books, 1947, 1960), pp. 188-89.

3. Eric Rumble, “Toxic Shocker,” Up! Magazine, January 1, 2007 <http://www.up-
magazine.com/magazine/exclusives/Toxic_Shocker_3.shtml>.

4. Chandler, The Visible Hand, p. 287.

5. Ralph Borsodi, The Distribution Age (New York and London: D. Appleton and Company,

1929), pp. 217, 228.
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wholesalers and retailers in maintaining attractive stocks to absorb his production. The
manufacturer in the second class creates a demand for his brand and forces wholesalers
and retailers to buy and “stock” it. In order to market what he has decided to manufac-
ture, he figuratively has to make water run uphill.”

The problem was that the consumer, under the new regime of Efficiency, paid about
four times as much for trademarked flour, sugar, etc., as he had paid for bulk goods under
the old “inefficient” system.”

The advantage of brand specification, from the perspective of the producer, is that it
“lifts a product out of competition”:* “the prevalence of brand specification has all but de-
stroyed the normal basis upon which true competitive prices can be established.”* As Barry
Stein described it, branding “convert([s] true commodities to apparent tailored goods, so as
to avoid direct price competition in the marketplace.”

The distinctions introduced—elaborate packaging, exhortative advertising and promo-
tion that asserts the presence of unmeasurable values, and irrelevant physical modification
(colored toothpaste)—do not, in fact, render these competing products “different” in any
substantive sense, but to the extent that consumers are convinced by these distinctions
and treat them as if they were different, product loyalty is generated.’

Competition between identifiable producers of bulk goods enabled grocers to select
the highest quality bulk goods, while providing them to customers at the lowest price.
Brand specification, on the other hand, relieves the grocer of the responsibility for standing
behind his merchandise and turns him into a mere stocker of shelves with the most-
demanded brands.

The change, naturally, did not go unremarked by those profiting from it. For example,
here’s a bit of commentary from an advertising trade paper in 1925:

In the statement to its stockholders issued recently by The American Sugar Refin-
ing Company, we find this statement:

“Formerly, as is well known, household sugar was largely of bulk pricing. We have
described the sale of package sugar and table syrup under the trade names of ‘Domino’
and ‘Franklin® with such success that the volume of trade-mark packages now constitutes
roundly one-half of our production that goes into households . . . .”

These facts should be of vital interest to any executive who faces the problem of
marketing a staple product that is hard to control because it is sold in bulk.

Twenty years ago the sale of sugar in cardboard cartons under a brand name would
have been unthinkable. Ten years hence this kind of history will have repeated itself in
connection with many other staple commodities now sold in bulk . . . .°

The process went on, just as the paper predicted, until—decades later—the very idea
of a return to price competition in the production of goods, instead of brand-name
competition for market share, would strike manufacturers with horror. What Borsodi
proposed, making “[c]ompetition . . . descend from the cloudy heights of sales appeals and
braggadocio generally, to just one factor—price.,”” is the worst nightmare of the oligopoly
manufacturer and the advertising industry:

At the annual meeting of the U.S. Association of National Advertisers in 1988, Graham
H. Phillips, the U.S. Chairman of Ogilvy & Mather, berated the assembled executives for

Ibid., p. 110.
Quoted in Ibid., pp. 160-61.
Ibid., p. 162.
Ibid. pp. 216-17.
5. Barry Stein, Size, Efficiency, and Community Enterprise (Cambridge: Center for Community
Economic Development, 1974), p. 79.
6. Advertising and Selling Fortnightly, February 25, 1925, in Borsodi, The Distribution Age, pp. 159-60.
7. Stuart Chase and F. J. Schlink, The New Republic, December 30, 1925, in Ibid., p. 204.
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stooping to participate in a “commodity workplace” rather than an image-based one. “I
doubt that many of you would welcome a commodity marketplace in which one com-
peted solely on price, promotion and trade deals, all of which can be easily duplicated by
competition, leading to ever-decreasing profits, decay, and eventual bankruptcy.” Others
spoke of the importance of maintaining “conceptual value-added,” which in effect
means adding nothing but marketing. Stooping to compete on the basis of real value, the
agencies ominously warned, would speed not just the death of the brand, but corporate
death as well.”

The overall system, in short, was a “solution” in search of a problem. State subsidies
and mercantilism gave rise to centralized, overcapitalized industry, which led to overpro-
duction, which led to the need to find a way of creating demand for lots of crap that no-
body wanted.

Government tried in a third way to solve the problem of overproduction: the increas-
ing practice of directly purchasing the corporate economy’s surplus output, through mas-
sive highway and civil aviation programs, the military-industrial complex, the prison-
industrial complex, foreign aid, and so forth.

Parallel to these trends, the state also played a major role in cartelizing the economy,
to protect the large corporation from the destructive effects of price competition. At first
the effort was mainly private:

American manufacturers began in the 1870s to take the initial step to growth by way of
merger—that is, to set up nationwide associations to control price and production. They
did so primarily as a response to the continuing price decline, which became increasingly
impressive after the panic of 1873 ushered in a prolonged economic depression.”

The process was further accelerated by the Depression of the 1890s, with mergers and
trusts being formed through the beginning of the next century in order to control price
and output:

the motive for merger changed. Many more were created to replace the association of
small manufacturing firms as the instrument to maintain price and production sched-
ules.?

Chandler’s account of the trust movement ignores one central fact: the trusts were less
efficient than their smaller competitors. They immediately began losing market share to less
leveraged firms outside the trusts. The trust movement was an unqualified failure, as big
business quickly recognized. Subsequent attempts to cartelize the economy, therefore, en-
listed the state. As recounted by Gabriel Kolko,* the main force behind the Progressive Era
regulatory agenda was big business itself, the goal being to restrict price and quality com-
petition and to reestablish the trusts under the aegis of government.

As Richard Du Boft and Edward Herman point out,” Chandler’s treatment of the
managerial corporation as a passive response to objective technological necessity leaves out a
good many relevant issues. “Government is treated as an exogenous force, not as part of a
symbiotic relationship with private capital . .. .” Moreover, Chandler “effectively denies us
the means by which we might assess the impact of the corporate system on the population
at large and the social costs produced by the needs of that system.” *“ . .. [T]here is no inti-
mation that technology affords a potentially wide spectrum of choices . . . .”

—
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For example, Chandler notes Carnegie’s concern almost exclusively with labor costs,
but “does not discuss the implications for technological choices or the consequences for
labor (wage rates, output requirements, unemployment).”

In almost every particular, Chandler’s paean to the superior efficiency of the large,
Sloanist corporation is laughably implausible. The managers of the large corporation are
almost as inefficient and out of touch as those at Gosplan, and the large corporation itself
almost as insulated from market pressures as the state-owned economy of the old USSR. It
only survives because it’s competing with two or three other large corporations in the
same industry, all with senior management who are equally clueless products of identical
MBA curricula, and all with the same sick organizational cultures.

Chandler’s book on the tech industry’ is a telling illustration of just what he meant by
his pet notion of “organizational capability.” For Chandler, “organizational capabilities” in
the consumer electronics industry amounted to the artificial property rights by which the
firm is able to exercise ownership rights over technology and over the skill and situational
knowledge of its employees, and to prevent the transfer of technology and skill across cor-
porate boundaries. Thus, his chapter on the history of the consumer electronics industry
through the mid-2oth century consists largely of what patents were held by which compa-
nies, and who subsequently bought them.

Galbraith and Chandler had things exactly backwards. The “technostructure” can sur-
vive because it is enabled to be less responsive to consumer demand. An oligopoly firm in a
cartelized industry, in which massive, inefficient bureaucratic corporations share the same
bureaucratic culture, is protected from competition. The “innovations” Chandler so prizes
are made by a leadership completely out of touch with reality. These “innovations” succeed
because they are determined by the organization for its own purposes, and the organiza-
tion has the power to impose top-down “change” on a cartelized market, with little regard
to consumer preferences, instead of responding flexibly to them. “Innovative strategies” are
based, not on finding out what people want and providing it, but on inventing ever-bigger
hammers and then forcing us to be nails. The large corporate organization is not more effi-
cient at accomplishing goals received from outside; it is more efficient at accomplishing
goals it sets for itself for its own purposes, and then using its power to adapt the rest of so-
ciety to those goals.

The authoritarianism implicit in push distribution is borne out by Lazonick’s circular
understanding of “organizational success,” as he discusses it in his survey of “innovative
organizations” in Part III of his book. The centralized, managerialist technostructure is the
best vehicle for “organizational success’—defined as what best suits the interests of the
centralized, managerialist technostructure. And of course, such “organizational success” has
little or nothing to do with what society outside that organization might decide, on its
own initiative, that it wants. Indeed (as Galbraith argued), “organizational success” requires
institutional mechanisms to prevent outside society from doing what it wants, in order to
provide the levels of stability and predictable demand that the technostructure needs for its
long planning horizons. These theories amount, in practice, to a circular argument that oli-
gopoly capitalism 1s “successful” because it is most efficient at achieving the ends of oli-
gopoly capitalism.

One of Lazonick’s examples of “innovative organizations” is the railroad,” historically
the first multi-unit corporation and the testing ground for administrative techniques which
later became standard throughout the corporate economy. Nowhere in his discussion did he
raise the question of whether a high-capacity national system of trunk lines was actually de-

1. Alfred D. Chandler, Jr., Inventing the Electronic Century (New York: The Free Press, 20071),

pPp- 13-49.
2. Lazonick, Business Organization and the Myth of the Market Economy, pp. 231-37.
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sirable for society as a whole, or whether it increased net economic efficiency. With all costs
internalized in a market price system, and without the distorting eftects of cartelization and
railroad subsidies, it might well have been a greater net efficiency to have Mumford’s econ-
omy of small-scale neotechnic industry, with towns and villages loosely networked into di-
versified local economies by light rail and canals. Rather, Lazonick starts out with the tech-
nocratic assumption that a centralized national economy with a centralized transportation
system is a Good Thing, and defines “efficiency” in terms of the administrative mechanisms
necessary to make it possible without interference from the market. It was, no doubt, an
“organizational success” in the sense of being a success for the organization. Our society, un-
fortunately, has no shortage of such “organizational successes.”

Another example cited was Swift’s engineering of a national mass market for fresh
meat, shipped by refrigerator car. But if the costs of the subsidized railroads had been in-
ternalized in the price of the meat, rather than externalized on the taxpayer, local produc-
tion might have been considerably more competitive.

Lazonick’s reference to “successful capitalist development” raises the question ‘success-
tul’ for whom? His “innovative organization” is no doubt “successful” for the people who
make money off it—but not for those at whose expense they make money. It is only “suc-
cess” if one posits the goals and values of the organization as those of society, and acqui-
esces in whatever organizational supports are necessary to impose those values on the rest
of society.

His use of the expression “value-creating capabilities” seems to have very little to do
with the normal understanding of the word “value” as finding out what people want and
then producing it more efficiently than anyone else. According to his Galbraithian version
of value, rather, the organization decides what it wants to produce based on the values and
interests of its hierarchy, and then uses its organizational power to secure the stability and
control it needs to carry out its self-determined goals without interference from the people
who actually buy the stuft. This parallels Chandler’s view of “organizational capabilities,”
which he seemed to identify with an organization’s power over the external environment.

The beautiful picture Lazonick paints is no doubt gratifying to the shades of Bob
McNamara and Albert Speer. To those already predisposed to such an aesthetic, Lazonick
provides the reassurance that Ford’s in his flivver, and all’s well with the world. Nowhere,
however, does he actually provide evidence to demonstrate that the large organization, using
internal coordination and administrative incentives, is better able to improve product or
process. Lazonick repeatedly asserts his a priori assumption of the superior efficiency of the
large organization, without ever really being able to demonstrate why. He is stuck in an
endless loop of explaining that the large, managerialist bureaucracy is more efficient be-
cause, well, it’s large and managerial—in other words, if just is.

The “innovation” he celebrates means, in practice, 1) developing processes so capital-
intensive and high-tech that, if all costs were fully internalized in the price of the goods
produced, consumers would prefer simpler and cheaper models; or 2) developing products
so complex and prone to breakdown that, if cartelized industry weren’t able to protect its
shared culture from outside competition, the consumer would prefer a more durable and
user-friendly model. Cartelized, over-built industry deals with overproduction through
planned obsolescence, and through engineering a mass-consumer culture, and succeeds be-
cause cartelization restricts the range of consumer choice.

Lazonick has one thing in his favor, in comparison to Chandler. While Chandler’s
body of work is an extended apologetic for Sloanism, Lazonick’s preferred model of cor-
porate managerialism is much closer to the Toyota model. Thus his emphasis on eliminat-
ing bottlenecks and increasing throughput. But his perverse identification of the efficien-
cies of the Toyota production system with large size takes things in precisely the opposite
direction from H.Thomas Johnson, who (as we shall see in Chapter Fourteen) sees local
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economies on the Emilia-Romagna model as the ideal embodiment of Taichi Ohno’s
ideas).

The innovative products that emerge from Chandler’s industrial model, all too often,
are gold-plated turds: horribly designed products with proliferating features piled one atop
another with no regard to the user’s needs, ease of use, dependability or reparability. A
good example is Microsoft Vista.'

Lazonick’s version of “successful development” is a roaring success indeed, if we start
with the assumption that society should be reengineered to desire what the technostruc-
ture wants to produce. Robin Marris described this approach quite well:

The “bureaucratic” environment of the large corporation . . . is likely to divert emphasis
from the character of the goods and services produced to the skill with which these ac-
tivities are organized . . . .The concept of consumer need disappears, and the only ques-
tion of interest ... is whether a sufficient number of consumers, irrespective of their
“real need” can be persuaded to buy [a proposed new product].””

The marketing “innovations” Chandler trumpeted in Scale and Scope—in foods the
techniques for “refining, distilling, milling, and processing”*—were actually expedients for
ameliorating the inefficiencies imposed by large-scale production and long-distance distri-
bution: refined white flour, inferior in taste and nutrition to fresh-milled local flour, but
which would keep for long-term storage; gas-ripened rubber tomatoes and other vegeta-
bles grown for transportability rather than taste; etc. The standard American diet of refined
white flour, hydrogenated oils, and high fructose corn syrup is in large part Chandler’s leg-
acy.

Lest I incur charges of rhetorical excess or facetiousness in referring to the “push”
model as “find[ing] a way to create demand for lots of crap that nobody wanted,” I will
read Jeremy Weiland’s caveat into the record:

In the parts where you address the management of consumer demand according to insti-
tutional interests, you’re not suggesting that consumer demand plays no role in the deci-
sions about what to produce, right? I don’t mean to be so blithe but that seems patently
false . . . the issue is that consumer demand is moderated and channeled into demand for
things that corporations decide they can produce most profitably given a rigid institu-
tional structure. The way you frame the issue seems extreme . . . as if there is no role for
consumer demand, rather than a substantially neutered and manipulated one. Even with
demand management, PR, advertising, etc. it seems obvious to me that there are still in-
stances of new choices introduced by competitors from outside the established oligopoly
responding to demand. It’s simply that these choices would be more plentiful without
statist intervention, right? I'm concerned your argument is too sweeping and ignoring a
much more fine and important point—that consumers aren’t just lacking choices but are
being manipulated subtly.

Precisely. When I say the corporate economy tries to create demand for lots of crap
that nobody wants, it’s just a colorful way of saying that consumer demand (in Weiland’s
well-crafted language) is “substantially neutered and manipulated,” that it’s “moderated
and channeled into demand for things that corporations decide they can produce most
profitably given a rigid institutional structure.”

In the same vein, I'm familiar with defenses of advertising by Rothbard and other
Austrians, and with their general theory of consumer sovereignty. Oddly enough, though,

1. Alan Cooper’s The Inmates are Running the Asylum: Why High-Tech Products Drive Us Crazy
and How to Restore the Sanity (Indianapolis: Sams, 1999) is an excellent survey of the tendency of
American industry to produce gold-plated turds without regard to the user.

2. Quoted in Stein, Size, Efficiency, and Community Enterprise, p. 55.

3. Alfred Chandler, Scale and Scope: The Dynamics of Industrial Capitalism (Cambridge and
London: The Belknap Press of Harvard University Press, 1990), p. 262.
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these same people (quite rightly) make the most strenuous objections to the statist propa-
ganda effects of the government schooling system in promoting a statist understanding of
American history, inculcating support for the state’s expansionist foreign policy, and the
like. Now I would argue that if the human mind is vulnerable to the cumulative eftects of
propaganda in the case of state political propaganda, it’s also vulnerable to similar effects of
consumer propaganda.

No doubt the Austrians will acknowledge, as a general phenomenon, the cumulative
sleeper effects of propaganda. After all, their own polemics at LewR ockwell. Com and simi-
lar venues are full of references to the effect of public school indoctrination on American
political culture over the past century. They will simply argue that the individual is capable,
with an effort, of countering this effect, and that the responsibility lies with the individual
of critically evaluating all communication meant to persuade. Their objection to the gov-
ernment schools’ propaganda, presumably, is that the scales are further tilted in favor of the
statist message, because the schools’ propaganda operation is funded with tax money and
backed with compulsory attendance laws, and therefore has an unfair advantage in crowd-
ing out competing messages with the help of the state.

I fully agree. I simply argue that the state-backed cartelization of industry into oli-
gopoly markets, the creation and centralization of mass broadcast media through state ac-
tion, and the use of the schools and other agencies of government propaganda to engineer
a culture of mass consumption, are a similar (in kind, if not in degree) use of state power to
tilt the playing field in favor of a particular message.

C.WILLIAMSON ON ASSET-SPECIFICITY

Williamson explains the choice of administrative over market coordination, where it
occurs, in terms not of technological determinism but of asset-specificity (“the degree to
which an asset can [or rather cannot| be redeployed to alternative uses and by alternative
users without sacrifice of productive value.”). Asset specificity results in “bilateral depend-
ency” between parties whose assets are adapted to a specific transaction.” Ordinarily, Wil-
liamson argues, the transaction costs of internal administration tend to outweigh those of
market contracting. Internal integration normally carries greater diseconomies, and pro-
vides incentives inferior to the high-powered incentives of the market. Hierarchy, therefore,
is a necessary evil, and replaces the market only in those special circumstances where mar-
ket contracting breaks down. Vertical integration is “rarely due to technological determin-
ism but ... more often explained by the fact that integration is the source of transaction
cost economies.””

He writes elsewhere that vertical and lateral integration “are usefully thought of as
organization forms of last resort, to be employed when all else fails.” Markets, normally, are
“a ‘marvel’ in adaptation . . ..”

Given a disturbance for which prices serve as sufficient statistics, individual buyers
and supplier can reposition autonomously. Appropriating, as they do, individual streams
of net receipts, each party has a strong incentive to reduce costs and adapt efficiently.
What I have referred to as high-powered incentives result when consequences are tightly
linked to actions in this way . . . .

Matters get more complicated when bilaterial dependency intrudes . . . . [Blilateral
dependency introduces an opportunity to realize gains through hierarchy. As compared
with the market, the use of formal organization to orchestrate coordinated adaptation to

1. Oliver Williamson, “Comparative Economic Organization: The Analysis of Discrete
Structural Alternatives,” Journal of Law, Economics, and Organization IV:1 (1988), pp. 70-71.

2. Williamson, The Economic Institutions of Capitalism: Firms, Markets, Relational Contracting
(New York: Free Press; London: Collier Macmillan, 1985), pp. 87-88.
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unanticipated disturbances enjoys adaptive advantages as the condition of bilateral de-
pendency progressively builds up. But these adaptation gains come at a cost. Not only
can related divisions within the firm make plausible claims that they are causally respon-
sible for the gains . .., but divisions that report losses can make plausible claims that oth-
ers are culpable. There are many ways, moreover, in which the headquarters can use the
accounting system to effect strategic redistributions (through transfer pricing changes,
overhead assignments, inventory conventions, etc.), whatever the preferences of the par-
ties. The upshot is that internal organization degrades incentive intensity, and added bu-
reaucratic costs result . . . ."

Internal hierarchy becomes more efficient than market contracting under the special
conditions of asset specificity, or small-numbers bargaining situations:

... the principal factor to which transaction cost economics appeals to explain vertical
integration is asset specificity. Without it, market contracting between successive produc-
tion stages ordinarily has good economizing properties.”

... the governance costs of internal organization exceed those of market organiza-
tion where asset specificity is slight.?

The situation in small-numbers bargaining is that of two scorpions in a bottle:

Although it is always in the collective interest of autonomous parties to fill gaps, correct
errors, and effect efficient realignments, it is also the case that the distribution of the re-
sulting gains is indeterminate. Self-interested bargaining predictably obtains. Such bar-
gaining is itself costly.*

In promoting asset specificity as his Rosetta Stone of hierarchy, Williamson proposes a
third alternative to the neoclassicals’ emphasis on external monopoly power, and the radi-
cals’ emphasis on internal labor discipline. Hierarchy, he argues, is chosen as a way to
economize on transaction costs in cases of asset specificity or small-numbers bargaining. In
promoting this explanation fo the exclusion of external power explanations, however, he
goes too far.

Williamson’s thesis of the superiority of hierarchy over markets “only” in cases of as-
set specificity is in practical terms quite sweeping, since asset specificity must be the rule
rather than the exception if it is to explain the prevalence of hierarchy to the degree that
we observe. And in fact Williamson sticks to his guns, defending the real as the rational, in
arguing that the prevalence of the large corporate form and vertical integration as the re-
sult of superior efficiency at dealing with asset specificity problems.

.. .1t is no accident that hierarchy is ubiquitous within all organizations of any size . . . .
In short, inveighing against hierarchy is rhetoric; both the logic of efficiency and the his-
torical evidence disclose that nonhierarchical modes are mainly of ephemeral duration.’

The problem is that, in his appeal to “efficiency,” Williamson simply removes the
problem of power by a single step, like the Hindu cosmologist adding a bigger turtle on
the bottom. “Efficiency” is determined by the nature of the environment to which the

1. Oliver Williamson, “Comparative Economic Organization: The Analysis of Discrete
Structural Alternatives,” Administrative Science Quarterly 36/2 (June 1991), p. 279.

2. Williamson, The Economic Institutions of Capitalism, p. 9o.

3. Ibid. pp. 131-32.

4. Williamson, “Comparative Economic Organization,” p. 278.

5. Williamson, “The Organization of Work: A Comparative Institutional Assessment,” Journal
of Economic Behavior and Organization, 1(1): 35, quoted in Geoftrey Hodgson, “Organizational Form
and Economic Evolution,” in Ugo Pagano and Robert Rowthorn, eds., Democracy and Efficiency in
the Economic Enterprise, a study proposal for the World Institute for Development of Economic Re-
search (WIDER) of the United Nations University (London and New York: Routledge, 1996).
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firm is adapting; but what role did power play in structuring the environment itself? As
Geoftrey Hodgson points out,

Williamson ignores the important point that the selection of the “fitter” in evolution is
not simply relative to the less successful but is dependent upon the general circumstances
and environment in which selection takes place. The “fitter” are only fit in the context
of a given environment."

The structure of the environment, Hodgson suggests, is determined not only by state
interventions which have made the large hierarchical organization artificially competitive
against small ones, but by path dependency.” As we have seen, the state reduces the com-
petitive costs of bureaucratic inefficiency, thereby shifting the point at which the transac-
tion costs of hierarchy exceed those of contracting, and reducing the level of asset specific-
ity required to invoke the advantages of hierarchy; and it promotes a predominant mode of
production characterized by artificially high asset specificity. Thus, the state “selects” for hi-
erarchy. Only when organization makes it possible to exert external power over the market
and seek rents from the state, do the governance advantages of hierarchy outweigh the bu-
reaucratic inefficiency costs.

Williamson might as well argue for the comparative efficiency of the state-owned and
-managed enterprise, based on its prevalence in the old Soviet economy. And in practical
terms, he makes the moral equivalent of just such an argument in defense of hierarchy:

To be sure, this does not preclude the possibility that power is also operative. For exam-
ple, entrenched interests may sometimes be able to delay organizational transformations.
Power enthusiasts have not, however, demonstrated that significant organizational innova-
tions—those in which large transaction cost savings are in prospect—are regularly de-
teated by established interests. There is abundant evidence to the contrary. Within the
economic arena, therefore, if not more generally, I submit that organizational innovations
for which nontrivial efficiency gains can be projected will find a way to subdue . . . op-
posed interests. Power is relegated to a secondary role in such a scheme of things.’

The main problem with this approach is that Williamson treats the “economic arena”
as a given, as a more or less spontaneously arising environment that can be taken as a rough
approximation of pure market forces. He ignores the extent to which his “efficiency” itself
is a loaded concept, defined in terms of a general environment shaped by power. Specifically,
he ignores the extent to which asset specificity and other agency problems “solved” by or-
ganization are themselves the results of power. The hierarchical firm is the most efficient
“solution” to an artificial problem. Again:

The efficiency hypothesis . . . is that . . . mistaken vertical integration can rarely be sus-
tained, and that more efficient modes will eventually supplant less efficient modes—
though entrenched power interests can sometimes delay the displacement.*

But what is “efficient” and what is “mistaken” is relative to a given environment, and the
environment itself is structured by the exercise of corporate power at the level of the po-
litical regime.

The importance of asset-specificity in promoting internal hierarchy, by the way, is it-
self greatly exaggerated. As we have seen, Williamson argues that in general the high-
powered incentives of the market are so spectacular that only an exceptional situation can

1. Geoffrey Hodgson, “Organizational Form and Economic Evolution,” in Ugo Pagano and
Robert Rowthorn, eds., Democracy and Efficiency in the Economic Enterprise, a study proposal for the
World Institute for Development of Economic Research (WIDER) of the United Nations Univer-
sity (London and New York: Routledge, 1996), p. 100.

2. Ibid., pp. 107-109.

3. Williamson, The Economic Institutions of Capitalism, pp. 124-125.

4. Ibid., p. 236.
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justify replacing them with the administrative incentives of a hierarchy. The agency costs of
asset specificity and small-numbers bargaining must be quite extreme to override the mar-
ket’s presumptive superiority. I believe Williamson underestimates both the extent to
which the state reduces the comparative costs of hierarchy (by subsidizing its costs, and by
cartelizing markets so as to limit the competitive penalty for inefficiency), and the extent
to which it artificially inflates the prevailing level of asset specificity. In so doing, it artifi-
cially shifts the Coasean boundary at which organizing a transaction by hierarchy becomes
more efficient than doing so by market.

Williamson fully recognizes, in principle, that general-purpose production technology
would result in less use of transaction-specific assets, and thus reduce the need for special-
ized governance structures." But despite his many differences with Chandler and Lazonick,
Williamson shares their Schumpeterian assumption that increased productivity and innova-
tion result from asset specificity and capital-intensiveness. For all of them, the association of
asset-specificity with improved technique is a given.

The possibility that such high-fixed cost, asset-specific forms of production are only
more efficient given artificially increased market size and a “push” model for disposing of
the overproduced output of the overbuilt facilities, seems to escape Williamson almost as
totally as it does his adversaries. Without transportation subsidies to reduce distribution
costs, and other state action to artificially increase the size of markets and the degree of di-
vision of labor, the most efficient form of production might be, rather, one resembling the
decentralist vision of Kropotkin, Mumford, and Bookchin: small-scale production for local
markets using far less specialized production technology. The specialization of assets and di-
vision of labor are dependent variables, determined by market size. Likewise, state subsidies
to capital-intensiveness and firm size (depreciation allowances, R&D credits, subsidies to
technical education, the interest deduction for corporate debt, etc.) tend to increase the
specialization of assets. When multiple-purpose machinery predominates, and the opportu-
nity costs of the next-best use are much lower, small numbers bargaining isn’t much of an
issue.

So in a sense, despite Williamson’s denial, his theory of asset-specificity is a techno-
logical theory of firm boundaries: he simply ignores the degree to which asset-specificity
itself reflects a choice between possible technologies.

In short, absent state interference to externalize the inefficiency costs of large scale on
taxpayers, production technology would likely be far less asset-specific. The substitution of
hierarchy for the market is, in large part, a solution to an artificial problem.

There are two separate problems with Williamson’s asset specificity thesis. First, as we
already saw above, the level of asset specificity at which the governance benefits of hierar-
chy exceed its costs is not fixed. It shifts, as the competitive costs of bureaucratic ineffi-
ciency are reduced by the state, so that the number of cases in which asset specificity is
great enough to justify hierarchy is artificially increased. Second, the level of asset specific-
ity itself is not fixed either. It shifts upward as the state promotes artificially large market ar-
eas and artificially high division of labor.

In conclusion: If we strip away all the starting assumptions of the technocratic apolo-
gists for unlimited economy of scale, and counterpose certain working hypotheses of our
own, we come up with this rival model of economic organization: In a decentralized
economy without subsidized transportation infrastructure, it is generally more economical
to make short production runs for local markets, using multiple-purpose machinery. Given
limited demand for any particular product, these short production runs are likely to be
driven by demand-pull, with production being shifted to other goods when the current
demand is met. Absent the push model of creating demand for predetermined outputs,

1. Ibid., pp. 32, 34.
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product design is more likely to be for durability and ease of repair, rather than planned
obsolescence. Demand is likely to be further reduced by greater reliance on community
repair and recycling centers, with even custom machining of replacement parts being more
economical in some cases than the purchase of a new product. Product innovation, in a
demand-pull economy, is also more likely to come about in the small shop or skunk works,
with design organized on a peer-production basis. And process innovation is likely to be
based on a series of incremental improvements, which (as Barry Stein argued in Size, Effi-
ciency, and Community Enterprise) cumulatively often have a greater effect on productive effi-
ciency than major generational leaps in production technology. Such incremental im-
provements are most likely to be generated by direct observation of the production process,
which gives a natural advantage to the producers’ cooperative. Without the subsidized
waste and overhead costs of Rube Goldberg bureaucratic structures, without subsidized
distance and energy consumption, and without state subsidies to parasitic consumption by
rentier classes, such decentralized economies could quite plausibly provide a comparable
standard of living with average work weeks of twenty hours or less.

This is, essentially, the vision of a free market cooperativist economy we intend to
present in Part Four. But we’re getting too far ahead of ourselves. We still have Part One to
get through.
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APPENDIX A
EcoNnomMy OF ScarE IN DEVELOPMENT ECcONOMICS

E. E Schumacher effectively demolished assumptions by technocratic liberals similar
to those above, in the context of Third World development. He cited the argument of the
neo-Keynesian Kaldor and others that

The amount of available capital is given. Now, you may concentrate it on a small number
of highly capitalised workplaces, or you may spread it thinly over a large number of cheap
workplaces. If you do the latter, you obtain less total output than if you do the former.

He went on to quote directly Kaldor’s assertion that “research has shown that the
most modern machinery produces much more output per unit of capital invested than less
sophisticated machinery which employs more people.” And since the amount of capital is
assumed to be fixed, this quantity sets “the limits on wages employment in any country at
any given time.” Kaldor’s argument continues, at length:

If we can employ only a limited number of people in wage labour, then let us employ
them in the most productive way, so that they make the biggest possible contribution to
the national output, because that will also give the quickest rate of economic growth.
You should not go deliberately out of your way to reduce productivity in order to re-
duce the amount of capital per worker. This seems to me nonsense because you may find
that by increasing capital per worker tenfold you increase the output per worker twenty-
told. There is no question from every point of view of the superiority of the latest and
more capitalistic technologies.”

Notice, right off, the implicit assumption that capital is to be invested in “wage la-
rather than (say) making self~employment or small-scale cooperative production

El

bor,’
more efficient. And notice his assumption that “we” are employing “them.” Needless to
say, even the most “liberal” of technocratic liberals views the recent centuries’ history of
primitive accumulation and top-down industrialization from the standpoint of the victor.
The standpoint of “liberal” development economists is essentially that of the old colonial
powers: Third World countries are seen mainly as sources of raw materials and other export
goods, rather than in terms of domestic production for the internal market.”

And Kaldor’s assumptions do, indeed, seem to govern the distribution of capital in-
vestment in the Third World. Colin Ward refers to the rationing of credit for small artisans
who could benefit immensely from small power tools, and the diversion of investment
funds to large-scale industry:

Kenneth King, studying the multitude of small-scale producers in Nairobi, reminds us
that the enterprising artisans do not use the improvised equipment from choice: ‘Many
would be anxious to obtain and use lathes if power were available, but the most popular
brands now cost L3,000-L5,000. Although Western observers may admire the cheapness
and ingenuity of the various Heath Robinson machines, their inventors regard them very
difterently. They know precisely what kind of Czechoslovakian centre-lath they would
buy first, what it would cost, and why they cannot aftord it.” He contrasts the millions of
pounds worth of credit advanced for the high-technology plastics industry with the ex-
traordinary difficulties experienced in raising any kind of credit in the artisan sector. ‘It is
not principally the technical dimension which constitutes the obstacle, but rather the

1. Quoted in E. F. Schumacher, Small is Beautiful: Economics as if People Mattered (New York,
Hagerstown, San Francisco, London: Harper & Row, Publishers, 1973), p. 182.
2. Ibid., p. 216.
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lack of basic credit infrastructure, security of tenure in the urban areas, and a technology
policy that would support the very small-scale entrepreneur.”

Schumacher administered a well-deserved intellectual beating to Kaldor, pointing out
that the quantity of available capital was not in fact static, and that bringing unemployed
labor into productive use, even in labor-intensive forms of production, would increase the
total pool of income from which investment capital might be saved.

The output of an idle man is nil, whereas the output of even a poorly equipped man can be a
positive contribution, and this contribution can be to “capital” as well as to “wages goods.”

And the idle (and starving) man might well welcome the opportunity to support himself
in subsistence production, even if “poorly equipped,” while he’s waiting for a job to open
up in one of those giant whiz-bang factories.

The question is whether investment capital is to be obtained through the traditional
method of “primitive accumulation”—i.e., robbing the laboring classes of their small
property and squeezing them dry—or by enabling labor to keep its full output, and coop-
eratively pool its own surplus income as an investment fund to increase its standard of liv-
ing over time.

Schumacher also argued that the ratio of output to capital investment was irrelevant
in itself, unless one addressed the most effective ratio of capital to labor in the context of
large quantities of unused labor. The ratio of output to labor might be maximized with
production methods that resulted in a less than optimum ratio of output to capital invest-
ment. The goal is not the maximum return on capital investment, but to enable labor to
produce the maximum possible output to support itself. And from the laborer’s stand-
point, the purpose of capital investment is to maximize consumption per unit of effort. On
the other hand, the goal of capital investment, from the employer’s point of view, is not
necessarily to increase the return per unit of capital, but to substitute capital for labor
power even when the total output is not thereby increased. The substitution of capital-
intensive for labor intensive forms of production is often aimed, not at any abstract crite-
rion of “efficiency,” but at reducing the employer’s dependence on wage labor.*

It also matters, I should add, where the “output” goes. It makes little difterence to the
dispossessed peasant how “efficient” industry is, if he is unemployed and therefore unable to
buy its output at any price. On the other hand, if he is employed, even in more labor-
intensive (and thus less “productive” by Kaldor’s standard) industry, he will be able to buy a
larger portion (infinitely larger, compared to zero) of the resulting output. The products of
intermediate technology more than likely are not intended for the export market, but for
local consumption by those who could not afford the output of “modern” industry in any
case. By Kaldor’s standards, Robinson Crusoe should have found it more “efficient” to
starve on his desert island than to support himself by “obsolete” methods.

And even by the standards of Galbraithian technocracy, it turns out that centralized,
capital-intensive industry is by no means as “productive” as the technocrats think. When re-
duced distribution costs are taken into consideration, and transportation subsidies do not arti-
ficially increase the division of labor past the point of diminishing returns, we find that small-
scale production for local markets, using labor-intensive techniques or multi-purpose ma-
chinery, may actually be cheaper per unit of output. Schumacher pointed out that

a considerable number of design studies and costings, made for specific products in spe-
cific districts, have universally demonstrated that the products of an intelligently chosen

Colin Ward, “Anarchism and the informal economy,” The Raven No. 1 (1987), p. 32.
Schumacher, Small is Beautiful, pp. 182-83.

Ibid., pp. 182-84.

Ibid., p. 183.
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intermediate technology could actually be cheaper than those of modern factories in the
nearest big city."

Another, related argument Schumacher demolished is that centralized, large-scale in-
dustry is necessary to make optimal use of a limited supply of entrepreneurial skill—
supposedly quite scarce in the Third World. Like capital, so the argument goes, entrepre-
neurial skill should be concentrated in a few Stalinist blockbuster projects. Schumacher re-
sponded, quite sensibly, that no such thing as generic “entrepreneurial ability” existed out-
side the context of the specific form of technology being used.

Men quite incapable of acting as entrepreneurs on the level of modern technology may
nonetheless be fully capable of making a success of a small-scale enterprise set up on the
basis of intermediate technology . . . .*

According to Schumacher, native development officials in the Third World mirror the
assumptions of Western technocrats. The manager of an African textile mill, for example,
explained that it was highly automated because

African labour, unused to industrial work, would make mistakes, whereas automated ma-
chinery does not make mistakes. The quality standards demanded today . . . are such that
my product must be perfect to be able to find a market.”

Anyone familiar with the rework and recall rates under Sloanism should keep the
laughter to a minimum.

On the other hand, the capital-intensiveness of such production is an effective entry
barrier such that production is dominated by a few blockbuster projects, likely funded with
foreign aid money or World Bank loans. And the relatively small number of workers em-
ployed, concentrated in urban areas, means that the vast majority of the population will
lack the purchasing power needed to buy the factory’s output. Hence the manager’s as-
sumption, which he never stops for a minute to examine, that his “perfect” product is be-
ing produced for the demanding standards of the export market, or for a small urban lux-
ury market of the comprador bourgeoisie. Were intermediate-scale production technology
used, with local labor employed in much larger quantities, the more widely distributed
purchasing power would likely result in a ready local market for goods produced to some-
what less exacting standards.

Elsewhere, Schumacher cited a discussion in a World Bank study of the prospects for
industrial development of small and medium-sized towns. The study made short work of
the issue, dismissing the possibility on the grounds that such localities “lack[ed] the basic
infrastructure of transport and services,” and that “[m]anagement and professional staff
[were| unwilling to move from the major cities.” As Schumacher crowed,

the proposition, evidently, is to transplant into a small place the technology which has
been developed in such a way that it fits only a very large place.*

More recently, the same dumbed-down dogmas of development economics have been
recycled by Michael Strong of FLOW (and quickly circulated to a wider audience by John
Tierney of the New York Times). Strong, commenting on the Nobel prize awarded Grameen
Bank’s Muhammad Yunus, wrote that there was

a thatched-ceiling to poverty alleviation through micro-finance . . . . Poor, rural micro-
entrepreneurs selling eggs to other poor rural peasants simply do not have access to the
vast pipeline of wealth from the developed world.

1. Ibid., pp. 185-86.

2. Ibid., p. 185.

3. Ibid., p. 194.

4. E. F. Schumacher, Good Work (New York, Hagerstown, San Fransisco, London: Harper &
Row, 1979), p. 48.
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The best route out of poverty, rather, was a job in a factory. Hence Wal-Mart, which gets
some 70% of its goods from Chinese sweatshops, is the most effective anti-poverty organi-
zation in the world.’

Of course, Strong’s argument is full of implicit assumptions that don’t bear much
looking into. For example, he falsely equates nominal income to access to use-value: he re-
gurgitates statistics on how high the income of a sweatshop worker is compared to that of
a subsistence farmer, without any indication that he is taking into account the extent of
goods and services obtained by rural people outside the official money economy, through
household and barter and other informal economies, that would require cash expenditures
by urban workers. In a flourishing economy of small-scale farming and artisan production,
with barter and other unmonetized forms of exchange, the vast majority of wealth con-
sumed in the household might never even show up in income statistics.

He also mindlessly repeats a version of the “best available alternative” defense of
sweatshops, arguing that peasants “choose” to go to the city for factory jobs—ignoring the
issue of whether the state (in collusion with sweatshop employers) may be artificially re-
stricting the range of alternatives for those in the rural economy. It’s funny how sweatshop
employers tend to gravitate to countries where peasants’ independent access to the land is
limited by latifundismo and modern-day enclosures, and the bargaining power of wage la-
bor is weakened by the suppression of union organizing. It’s also funny (ho ho ho) how
much more likely workers are to “choose” sweatshop factory employment when their al-
ternatives have been so limited.

Strong asks rhetorically whether the World Bank has helped anywhere near as many
people as Wal-Mart and its sweatshops: a rather disingenuous question, given the impor-
tance of corporate welfare (er, “foreign aid”) in making overseas factories artificially profit-
able (helping Wal-Mart and its sweatshops, in other words). If it weren’t for subsidized
transport for long-distance shipping, subsidized electrical utilities, and the like, we might be
importing a lot less of our stuff from sweatshops in the Third World and producing a lot
more of it in small factories where we live—and so might they.

Strong’s assumptions about the preferability of factory to farm labor are equally un-
founded. In fact, the literature of the Enclosure period in England is full of complaints by
the owning classes as to how hard it was to get enough labor, or to get it on profitable
terms, from people with independent access to the means of subsistence and production. In
East Africa, for example, Britain had to resort to heroic efforts to deprive the native popu-
lation of lands held under traditional tenure: the best fifth of land was expropriated for set-
tlers, and a head tax used to force those remaining on the land into the wage economy to
earn the money for taxes.

As P. M. Lawrence has argued, the just comparison of sweatshop factory employment
1s not to actually existing subsistence farming, but to subsistence farming as it might exist if
the rules were not rigged by the state in the interests of sweatshop employers and landed
oligarchs. Historically, he points out, subsistence farming has involved relatively modest la-
bor time and comfortable levels of food consumption, when it has been able to function
free of tribute to the tax-collector and feudal landlord.

It is not true that wherever and whenever people were given the choice they chose
urban life over agriculture. The Highland Clearances and Irish Evictions forced people
into the cities. One natural experiment—Leverburgh—showed that when crofting re-
mained an alternative, Scottish islanders stayed away from the factory in droves . . . .

1. Michael Strong, “Forget the World Bank, Try Wal-Mart,” Tech Central Station, August 22,
2006.  <http://www.nyu.edu/fas/institute/dri/Easterly/File/ TCS%20Daily%20-%20Forget%2othe%:20
World%20Bank,%20Try%20Wal-Mart.htm>; John Tierney, “Shopping for a Nobel,” New York
Times, October 17, 2006. <http://select.nytimes.com/2006/10/17/0opinion/17tierney.html>.
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Most rural people, if not oppressed by rents and/or taxes, were effectively free peas-
ant proprietors; the comparison should be with those who stayed, not with those like the
ploughboy who left . . . . From what little we can reliably infer, unless someone is carry-
ing an extra burden or being forced onto marginal land that yields with work, subsis-
tence farming is a comfortable 20 hours per week . . . .

Because the countryside had more subsistence activity, wage and price levels were
generally lower there. This misled many people who only saw the size of the wages
without realising the cost of living . . . ."

... .subsistence farming is not harder work than factory work, only full time farm-
ing is; true subsistence farming is just not that intensive except when people are forced
onto really marginal land the way some evicted Irish were. Normally, subsistence farm-
ing involves occasional hard work and a lot of spare time for other activities (like making
cuckoo clocks in Black Forest winters, for cash sale when travel could resume). Working
your own land and then some to pay rent, tithes or taxes, now that does need more work
. ... So the author is mistakenly comparing factory conditions with the artificial alterna-
tives obtaining during industrialisation, instead of with the conditions that would have
obtained if it had not been for industrialisation . . . .*

The superior overall productivity of small-scale machine production, discussed earlier,
applies equally in the Third World. The logical first step toward machine manufacturing,
from the perspective of a local economy, might be along the lines Jane Jacobs described in
the development of the Japanese bicycle industry: the custom manufacture of replacement
parts, in small machine shops, to keep foreign-manufactured machinery in operation (see
Chapter Fourteen). This economy of village recycling/repair/remanufacture shops might
eventually evolve into small-scale manufacture of consumer goods, with general-purpose
machinery, from start to finish.

One practical barrier to dissemination of intermediate technology is that large
corporations cannot sell it at a price that covers their overhead costs from high
capitalization. A good example mentioned by Wakefield and Stafford is John Deere’s refusal
to manufacture small, affordable tractors suitable for a Third World village. But small
manufacturers might find it more affordable.’ In fact, their discussion of this possibility was
quite prescient. What was true of small manufacturers is even more true of peer production
networks, using small-scale production technology and open-source design (see, for exam-
ple, the discussion of the Life-Trac light tractor and power source in Chapter Fifteen).

1. Lawrence’s comment under Jeffrey Tucker, “Down with (parts of) the past!” Mises Blog,
November 11, 2005 <http://blog.mises.org/archives/004328.asp>.

2. Quoted in Kevin Carson, “Glenn Reynolds’ Upside-Down Version of History,” Mutualist
Blog, June 20, 2005 <http://mutualist.blogspot.com/2005/06/glenn-reynolds-upside-down-version-
of.html>.

3. Ibid., p. 75.



A Literature Survey on
Economies of Scale

must begin with a caveat. The data cited below on economies of scale reflects compara-

tive performance in the existing economy, with the given structure of costs and returns.
It ignores the extent to which the existing environment is itself the product of state subsi-
dies and other interventions. The ideal size for efficiency in the existing economy refers to
the size needed for maximizing profit given subsidized inputs, and given protected monop-
oly prices for outputs. The optimally sized firm, in other words, is optimal for maximizing
profits in a distorted environment that rewards inefficiency.

This is indicated, in most cases, by the very methods used to determine the ideal size
for economy of scale. According to EM. Scherer," the methods used to determine mini-
mum efficient scale (MES) are the following:

1) Analyzing profitability as a function of size. This is problematic because it 1s hard to
distinguish profitability resulting from internal efficiency from profitability resulting from
monopoly or monopsony power. For example, a Johnson administration study found the
average rate of profit to be 50% higher in concentrated industries.” Even in recessions,
losses from the late fifties through the early seventies were relatively rare among the largest
corporations. Only one of the top 200 industrials operated at a loss in the recession of
1957; and only seven and 34 of the Fortune soo lost money, respectively, in the recessions of
1964 and 1970.> Oligopoly power permits administered pricing: in the 1960s, for example,
General Motors targeted its prices to provide a 15-20% return after taxes, with costs esti-
mated on the assumption that plants operated at only 60-70% capacity. U.S. Steel set prices
to allow for a profit even when operating only two days a week. Bethlehem Steel’s Chair-
man complained in 1971 that the company had to operate at 70% capacity to make a profit,
compared to only 50% in 1966. (This also complicates the engineering approach described
below, which estimates peak efficiency on the assumption that the different size plants be-
ing compared operate at 100% of capacity. The comparative “efficiency” estimates would
differ somewhat if it were taken into account that the smaller plant can operate at full ca-
pacity, while the larger one cannot.)* An FTC study cited by the Nader Group estimated
that oligopoly markup amounted to 25% of existing prices, where the four largest firms
controlled 40% or more of an industry’s sales.’

1. F.M. Scherer and David Ross, Industrial Market Structure and Economic Performance. 3rd ed
(Boston: Houghton Mifflin Company, 1990) pp. ITI-15.

2. Barry Stein. Size, Efficiency, and Community Enterprise (Cambridge: Center for Community
Economic Development, 1974), p. 54

3. Ibid., p. 55.

4. Ibid., p. 56.

5. Mark J. Green, with Beverly C. Moore, Jr., and Bruce Wasserstein, The Closed Enterprise
System: Ralph Nader’s Study Group Report on Antitrust Enforcement (New York: Grossman Publishers,

1972), p. 14.
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2) Statistical cost analysis, relating costs to volume of output. This method takes into
account such complex variables as capacity utilization, age of capital stock, etc. The sheer
amount of numbers crunching involved makes this approach quite intensive. The results are
also potentially misleading, because detailed cost data are available disproportionately from
regulated monopolies, whose rates are determined by a cost-plus markup.

3) The “survivor test,” associated in particular with George Stigler.
plant sizes that survive and contribute increasing fractions of an industry’s output over time
are assumed to be efficient; those that supply a declining share of output are deemed too
large or too small.” This approach measures “efficiency” in terms of the ability to thrive
under a given set of conditions—the shortcomings of which approach should be obvious.

4) The engineering approach, based on engineers’ technical knowledge of “alternative
equipment and plant designs and the associated investment and operating costs,” relies
heavily on a complicated and labor-intensive series of interviews and questionnaires.

So when empirical studies of economy of scale find that the dominant plant or firm is
far larger than the ideal for maximum efficiency, it is really an a fortiori argument: the
dominant plant or firm size is above the maximum size for ideal efficiency even in an
economy where subsidies make large size artificially profitable, and even where cartelization
enables large firms to escape many of the competitive penalties for their large size. So even
the “ideal” size for plant or firm, as determined by the empirical studies cited below, is it-
self artificially large.

113

. [Flirm or

A. EconomrIgs oF FIRM S1ZE

Assessments of economy of scale must distinguish between economies of plant size
and economies of firm size. Economies of plant size result from purely technical considera-
tions; as Barry Stein put it,

some of the factors required for production are “lumpier” (that is, less divisible) than

others. In principle, capital can be subdivided as finely as desired, but the same cannot be

said for tools or people. In consequence, these resources can only be used efficiently
when the scale of activity is large enough to employ them fully.”

If the smallest available widget machine costs $100,000 and turns out a thousand widgets a
day at full capacity, a small firm cannot spend $10,000 for a machine to produce a hundred
a day. And if it must be used along with other machines of different capacities, to minimize
unit costs it is necessary to purchase the proper ratios of different kinds of machinery, and
to maintain sufficient output that no individual machine has idle capacity.

Economies of plant size are real, at least, however much controversy there may be as
to the precise point at which they level off. On the alleged economy of firm size, there is
less agreement.

It rests upon alleged efficiencies of management rather than technology. Efficiency, it is
said, is enhanced by spreading administrative expertise and expenses over multiplant op-
erations; by eliminating duplication of officials, services, and records systems; by providing
sophisticated statistical, research, and other staff services that smaller firms cannot afford,;
by circumventing “transaction costs” by performing support activities in house rather
than purchasing them from outsiders; by obtaining credit on more advantageous terms;
by attracting more competent executives and mounting more effective marketing cam-
paigns; and so forth.”

1. Stein, Size, Efficiency, and Community Enterprise, p. 1.
2. Walter Adams and James W. Brock. The Bigness Complex: Industry, Labor and Government in
the American Economy. 2nd ed. (Stanford, Cal.: Stanford University Press, 2004)., pp. 30-31.
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The savings from spreading administrative costs over more than one plant are doubt-
less true, ceteris paribus. But as usual, ceferis is not paribus. Whatever savings result from ad-
ministrative rationalization are probably offset by the bureaucratic inefficiencies resulting
from added layers of administration, and from increased Hayekian problems of aggregating
distributed information.

The advantages resulting from superior bargaining power in the credit market, from
the power of a large-scale buyer to negotiate lower prices, and so forth, are also real. But as
Adams and Brock point out, such advantages of superior bargaining power are not real op-
erating efficiencies: unlike internal efficiencies, which result in real cost savings overall, they
are zero-sum transactions that merely shift a portion of costs to those with less bargaining
power." Barry Stein made the same distinction in Size, Efficiency, and Community Enterprise:

It is necessary . .. to distinguish between true social efficiency and simple power.
Efficiency has been defined . . . as a measure of the extent to which social and individual
needs are met for a given set of available resources. But large and well-established firms
also have power, the ability to control the environment toward their own ends.To a con-
siderable degree, organizations with power can be less efficient; at least, they can change
the nature of the contest so that others, even if more truly efficient, are less able to com-
pete. Thus, many of the gross measures of the relative efficiency of firms of different scale
(such as overall profit, sales growth, or survival), may be indicative of the power of size,
rather than the economic effect of scale . . . .

And, in fact, there is evidence that, in concentrated industries, profits are higher
than they would be otherwise.”

Joseph Schumpeter suggested, as we saw in the previous chapter, that large firm size,
by insulating the corporation from risk, put it in a superior position to undertake expen-
sive and long-term innovations. But as we shall see below, in the real world the large firm is
far less innovative.

Economies of firm size are relatively insignificant compared to economies of plant
size. Honda’s main operating plants in Japan are about three times the average plant size for
the American Big Three. But Honda as a firm, with only two major plants in Japan, is far
smaller than either GM (28 plants) or Ford (23 plants). Not only does GM’s larger size fail
to provide any cost efficiencies compared to Honda; it is riddled with inefficiency. GM is
significantly less efficient than either Ford or Chrysler, while all three American producers
are far (24-38%) less efficient than Honda’s North American operations.?

A 1956 study by Joe Bain found that the efficiencies of multiplant firms were “either neg-
ligible or totally absent” in six of twenty industries. In another six, unit cost economies accru-
ing to multiplant firms were small but measurable, ranging from “slight” in cigarettes to 2-5%
in steel. In the remaining eight, no estimates of multiplant firms’ advantages were available.*

B. EconoMmIEs OoF PrANT S1ZE

Cross-industry studies have found little evidence to back up the alleged efficiencies of
large plant size. For example, a study by T.R. Saving covering the 1947-54 period found
that in 64 of 91 manufacturing industries, the minimum efficient plant created 1% or less of
industry value added.’

Ibid., p. 31.
Barry Stein, Size, Efficiency, and Community Enterprise, pp. §2-54.
Adams and Brock, 2nd ed., pp. 31-32.
. Barriers to New Competition: Their Character and Consequences in Manufacturing Industries.
Third printing (Cambridge, MA: Harvard University Press, 1965), pp. 86-87.
5. Scherer and Ross, Industrial Market Structure and Economic Performance, p. 114.
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Bain’s 1956 study found that in eleven of twenty industries, the plants with the lowest
unit production costs operated on average with an output of 2.5% or less of total national
sales (with the individual outputs ranging from 0.02% to 2.5%); in fifteen industries, less
than 7.5%; and in seventeen out of twenty, less than 10%."

A 1975 study of 12 industries in seven industrialized nations, based on the engineering
survey method, found that—with the exception of the refrigerator-freezer industry—the
least-cost plant sizes were “quite small relative to the national market.” The same study
found a remarkably shallow cost curve for plants below optimal size: in half of the indus-
tries surveyed, a plant operating at one-third the optimal output suffered an increase in unit
costs of under $%.”

According to E M. Scherer, the statistical cost analysis method of investigation typi-
cally shows that, “[w]ith few exceptions, the minimum efficient scale revealed in studies of
U.S. manufacturing industries has been small relative to industry size.” The most common
finding has been “distinct economies of scale at relatively small plant sizes, a range of in-
termediate sizes over which unit costs did not differ appreciably, and (in a minority of
cases) diseconomies of scale for very large plants.”

In the steel industry, for example, minimills have been cleaning the clocks of the old
steel giants. According to Adams and Brock, minimills operating at infinitesimal fractions of
the output of U.S. Steel and Bethlehem Steel had by 1998 achieved a 45% share of the U.S.
market. They used electric furnaces to process scrap metal, and oriented their output toward
local markets. Minimills produced wire rod and cold-rolled steel sheets 28% and 29%
cheaper, respectively, than U.S. Steel. A minimill could produce steel bars with only thirty
employees on average, compared to 130 even in a single plant of U.S. Steel.*

C.TaE COMPARATIVE SIGNIFICANCE OF SCALE ECONOMIES AND
ORGANIZATIONAL EFFICIENCY

Barry Stein suggested that whatever the increased costs resulting from below-
optimum-size production facilities, they pale in comparison to the variations in cost result-
ing from greater or lesser efficiencies within facilities of any given size.

The normal neoclassical approach, according to Stein, is to treat the firm’s internal
functioning as a “black box™:

One of the characteristics of classical economists’ view of business organization is a ten-
dency to view firms as entities operating at near-optimal efficiency within whatever
constraints size, industry, and the environment impose. The treatment of economies of
scale and of other questions related to efficiency thus have generally focused on the allo-
cative aspects; that is, the extent to which resources or factors of production have been
optimally distributed to firms and establishments within the economic system. Within
that framework, firms are assumed to operate on the frontier of their specific production
functions.’

As an example, he quoted Robert Dorfman:

businessmen determine the cost of attaining any [desired] output by choosing the
combination of factors [labor, materials, or capital] with which to produce that output
....The production function incorporates all the technical data about production; it
shows the greatest amount of output that can be obtained by the use of every possible

Bain, Barriers to New Competition, pp. 72-73.
. Scherer and Ross, pp. 114-15.
Ibid., pp. 112-13.
4. Adams and Brock, pp. 36-37; see also Murray Bookchin, Post-Scarcity Anarchism (Berleley,
Ca.: The Ramparts Press, 1971), pp. 108-110.
5. Stein, p. 27.
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the greatest amount of output that can be obtained by the use of every possible combi-
nation of input quantities."

Stein continued:

If this describes the actual situation, then questions of allocation become critical.
However, there is very good reason to believe that industrial firms operate not on or
near their production frontier, but well inside it, and, correspondingly, measures assuming
the ideal case are likely to be misleading.

There are two points to be made. The lesser is related to utilization of capacity. It is
clear that what might be theoretically true with regard to the efficiency of a plant that is
operating at design capacity, with all fixed assets properly contributing their share to out-
put, will hardly be true when some fraction of the assets are, in effect,idle . . . .

But excess capacity is the minor point. More important is the fact that while
economists focus on problems of allocation, businessmen have always spent more time
on problems of internal efficiency, in the obvious belief that it can be increased . . . .*

In contrast to the neoclassical assumption that the production elves were magically running
things in an optimal manner inside the black box, Stein appealed to Harvey Leibenstein’s
key concept of “x-efficiency.”

Leibenstein suggested “an approach to the theory of the firm that does not depend
on the assumption of cost-minimization by all firms.”

The level of unit cost depends in some measure on the degree of x-efficiency,
which in turn depends on the degree of competitive pressure, as well as on other moti-
vational factors. The responses to such pressures, whether in the nature of effort, search,
or the utilization of new information, is a significant part of the residual [unexplained
increase] in economic growth.’

... [Flirms and economies do not operate on an outer-bound production possibil-
ity surface consistent with their resources. Rather they actually work on a production
surface that is well within that outer bound. This means that for a variety of reasons peo-
ple and organizations normally work neither as hard nor as effectively as they could.

As Stein commented,

the usual assumptions about the efficient use of resources within a firm are simply not
true. What is more, the extent of those inefficiencies is not small. There is significant op-
portunity for firms to increase their output for any given array of resources or, alterna-
tively, to reduce their use of resources for any given level of output . . . .

It is at least arguable . .. that there can be no perfect utilization of available re-
sources. Theories concerning the firm that assume that any single specific parameter is
responsible for observed behavior are positing an overly simplistic assumption. Corpora-
tions . . . do not act uniquely as entities, but as a composite of human subsystems, each of
which is attempting to satisfy conflicting and complex needs, some personal ... and
some organizational . . . .What is clear . . . is that the larger the firm and the more com-
plex the subsystem of interactions, the more the possibility that alternative solutions exist
and the likelihood that efficiency, however measured, can be improved.

Support for these views of potential loss of efficiency can also be gained from
simple observation of the extent to which companies “discover” during lean times that
they are perfectly capable of operating at the same level with substantially fewer

1. Robert Dorfman, Prices and Markets (Englewood Cliffs, N.J.: Prentice-Hall, 1967), pp. 67-
68, in Stein pp. 27-28; Stein commented, in fn1 p. 98: “Of course, no one assumes that the pro-
duction function is either known with precision or ideally followed, but the assumption is that
businesses, by and large, operate sufficiently close to their production frontier so that attention can
shift to the exogenous variables influencing the firm.”

2. Stein, p. 28.

3. Harvey Leibenstein, “Allocative Efficiency vs. X-Efficiency,” American Economic Review
(June 1966), pp. 412-13.

4. Ibid., p. 413.
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are perfectly capable of operating at the same level with substantially fewer employees or,
in some cases, facilities . . . .

The significance of all this is simply that computations and estimates of economies
of scale . .. can be misleading or downright inaccurate, since they typically assume that
firms and plants operate efficiently within their constraints. This is generally not the case;
what actually is being measured, if anything, is the relative productivity of various enti-
ties, all of which are capable of increasing their efficiency by amounts and in ways that
are uniquely related to that entity. In addition, such savings as might in fact be available
because of the real economies of scale (ranging up to perhaps 20 or 25 percent for a sub-
stantial change in size) are capable of being overwhelmed by the continuing increases
due to improvement in “x-efficiency.”

It may be that these inefficiencies help explain the great lack of consistency in the
many studies of economies of scale . . . ."

D. INCREASED DisTrRIBUTION COSTS

It’s also important to remember that whatever reduction in unit production cost re-
sults from internal economies of large-scale production is to some extent offset by the dis-
economies of large-scale distribution.

.. [U]nit costs of production, which up to some point decrease with scale, must be
compared to unit costs of distribution, which tend to increase (other things being equal)
with the size of the area served.’

As Ralph Borsodi observed years ago, the larger the plant needed to achieve econo-
mies of scale in production, the larger the market area it serves; hence, the longer the dis-
tances over which the product must be distributed. His observation, stated simply as Bor-
sodi’s Law: as production costs fall, distribution costs rise.

In most cases, the increased cost of distribution exceeds the reduced cost of produc-
tion at a level of output far lower than would be ideal for maximizing purely internal
economies of scale. The increase in unit production cost, even for significant reductions in
size below the optimum for productive economy of scale, is quite modest: The 1975 study
referenced earlier by Bain, surveying twelve industries in seven industrialized nations,
found a remarkably shallow cost curve for plants below optimal size: in half the industries
surveyed, a plant with output at a third of the optimal level suftfered unit cost increases of
less than §%.° Compare this to the reductions in distribution cost for a market area reduced
by two-thirds.

Distribution costs are increased still further by the fact that larger-scale production
and greater levels of capital intensiveness increase the unit costs resulting from idle capacity,
and thereby (as we saw in the last chapter) greatly increase the resources devoted to high-
pressure, “push” forms of marketing. Borsodi’s book The Distribution Age was an elabora-
tion of the fact that, as he stated in the Preface, production costs fell by perhaps a fifth be-
tween 1870 and 1920, even as the cost of marketing and distribution nearly tripled.*
“[E]very part of our economic structure,” he wrote, was “being strained by the strenuous
effort to market profitably what modern industry can produce.”’

Kirkpatrick Sale describes the high cost of advertising as an tnery barrier that “tends
to keep smaller and cheaper firms out of a market . . . thus reducing the competition that
might lead to lower consumer prices.”

Stein, pp. 28-30.
Ibid., p. 65.
Bain, pp. 114-15.
4. Ralph Borsodi, The Distribution Age (New York and London: D. Appleton and Company,
1929), p. V.
5. Ibid., p. 4.
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In markets that are saturated, and where Brand A is not especially different from Brand B,
it is necessary to find gimmicks that make a product stand out—Dbigger boxes, added par-
titions, toys, contests—and lead to added costs."

As with “x-inefficiency,” the costs of the “push” distribution made necessary by large
scale probably outweigh any savings in unit cost resulting from economy of scale itself. As we
saw in Chapter One, the shift from bulk commodity sales to pre-packaged brand-named
goods resulted in a price increase of some 300%. Barry Stein noted that the price of Con-
sumer Value Stores’ store brand was generally less than two-thirds that of the nationally
branded version of the same goods—themselves underpriced by CVS, a discount store.

.. .. the CVS products are all attractively packaged and in no obvious way inferior in
appearance or presentation to the national brands (therefore, no great savings are being
made by cheaper packaging) . ... [And] it is likely, from CVS’ own description of its
program, that these products, by and large, are being manufactured on order by relatively
small firms (such as manufacturing chemists). If this is not the case and they are, in fact,
being produced by the same type of large firm as the national products, one can still
clearly conclude that, at least for products of this class, whatever economies of scale exist
in production, they are being dwarfed by diseconomies in advertising, promotion, and
physical distribution.”

In other words, the alleged economies of large-scale production result in such expen-
sive, high-capacity facilities that large corporations are required to take heroic measures—
often more expensive than the supposed unit cost savings from large scale—to move
enough of their product to keep the plants running at full capacity.

Increased unit costs from idle capacity, given the high overhead of large-scale produc-
tion, are the chief motive behind the push distribution model. Even so, the restrained com-
petition of an oligopoly market limits the competitive disadvantage resulting from idle ca-
pacity—so long as the leading firms in an industry are running at roughly comparable per-
centages of capacity, and can pass their overhead costs onto the customer. The oligopoly
mark-up included in consumer price reflects the high costs of excess capacity.

It is difficult to estimate how large a part of the nation’s production facilities are
normally in use. One particularly able observer of economic tendencies, Colonel Leon-
ard P. Ayres, uses the number of blast furnaces in operation as a barometer of business
conditions. When blast furnaces are in 6o per cent. operation, conditions are normal . . . .

It is obvious, if 6o per cent. represents normality, that consumers of such a basic
commodity as pig iron must pay dividends upon an investment capable of producing
two-thirds more pig iron than the country uses in normal times.

Borsodi also found that flour mills, steel plants, shoe factories, copper smelters, lumber
mills, automobiles, and rayon manufacturers were running at similar or lower percentages
of total capacity.’ Either way, it is the consumer who pays for overaccumulation: both for
the high marketing costs of distributing overproduced goods when industry runs at full ca-
pacity, and for the high overhead when the firms in an oligopoly market all run at low ca-
pacity and pass their unit costs on through administered pricing.

Borsodi’s law applies not only to the relative efficiencies of large versus small factories,
but also to the comparative efficiencies of factory versus home production. Borsodi argued
that for most light goods like food, textiles, and furniture, the overall costs were actually
lower to manufacture them in one’s own home. The reason was that the electric motor put
small-scale production machinery in the home on the same footing as large machinery in

1. Kirkpatrick Sale, Human Scale (New York: Coward, McCann, & Geoghegan, 1980), pp.
315-16.

2. Stein, Size, Efficiency, and Community Enterprise, pp. 67-68.

3. Borsodi, The Distribution Age, pp. 42-43.
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the factory. Although economies of large-scale machine production exist, most economies
of machine production are captured with the bare adoption of the machinery itself, even
with household electrical machinery. After that, the production cost curve is very shallow,
while the distribution cost curve is steep.

Borsodi’s study of the economics of home manufacture began with the home-grown
tomatoes his wife canned. Expressing some doubts in response to Mrs. Borsodi’s confi-
dence that it “paid” to do it, he systematically examined all the costs going into the toma-
toes, including the market value of the labor they put into growing them and canning
them, the cost of the household electricity used, etc. Even with all these things factored in,
Bordodi still found the home product cost 20-30% less than the canned tomatoes at the
market. The reason? The home product, produced at the point of consumption, had zero
distribution cost. The modest unit cost savings from large-scale machinery were insufficient
to offset the enormous cost of distribution and marketing.’

Borsodi went on to experiment with home clothing production with loom and sew-
ing machine, and building furniture in the home workshop.

I discovered that more than two-thirds of the things which the average family now buys
could be produced more economically at home than they could be brought factory made;

—that the average man and woman could earn more by producing at home than
by working for money in an office or factory and that, therefore, the less time they spent
working away from home and the more time they spent working at home, the better oft
they would be;

—finally, that the home itself was still capable of being made into a productive and
creative institution and that an investment in a homestead equipped with efficient do-
mestic machinery would yield larger returns per dollar of investment than investments in
insurance, in mortgages, in stocks and bonds . . . .

These discoveries led to our experimenting year after year with domestic appliances
and machines. We began to experiment with the problem of bringing back into the
house, and thus under our own direct control, the various machines which the textile-
mill, the cannery and packing house, the flour-mill, the clothing and garment factory,
had taken over from the home during the past two hundred years . . . .

In the main the economies of factory production, which are so obvious and which
have led economists so far astray, consist of three things: (1) quantity buying of materials
and supplies; (2) the division of labor with each worker in industry confined to the per-
formance of a single operation; and (3) the use of power to eliminate labor and permit
the operation of automatic machinery. Of these, the use of power is unquestionably the
most important. today, however, power is something which the home can use to reduce
costs of production just as well as can the factory. The situation which prevailed in the
days when water power and steam-engines furnished the only forms of power is at an
end. As long as the only available form of power was centralized power, the transter of
machinery and production from the home and the individual, to the factory and the
group, was inevitable. But with the development of the gas-engine and the electric mo-
tor, power became available in decentralized forms. The home, so far as power was con-
cerned, had been put in position to compete with the factory.

With this advantage of the factory nullified, its other advantages are in themselves
insufficient to offset the burden of distribution costs on most products . . . .

The average factory, no doubt, does produce food and clothing cheaper than we
produce them even with our power-driven machinery on the Borsodi homestead. But
factory costs, because of the problem of distribution, are only first costs. They cannot,
therefore, be compared with home costs, which are final costs.”

1. Ralph Borsodi, Flight From the City: An Experiment in Creative Living on the Land (New
York, Evanston, San Francisco, London: Harper & Row, 1933, 1972), pp. 10-15.
2. Ibid., pp. 17-19.
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Even the internal economies of the factory, it should be added, were offset by the overhead
costs of administration, and the dividends and interest on capital.’

Since first reading Borsodi’s account I have encountered arguments that his experi-
ence was misleading or atypical, given that he was a natural polymath and therefore per-
haps a quicker study than most, and therefore failed to include learning time in his esti-
mate of costs. These objections cannot be entirely dismissed. Still, Borsodi’s case studies are
a useful counter to claims that economies of scale are inherent in the greater technical effi-
ciency of large-scale machinery. And the savings in unit cost Borsodi demonstrated, if true,
would be sufficient to compensate a fair amount of learning time. Besides, a relatively
modest degree of division of labor would be sufficient to overcome a great deal of the
learning curve for craft production in the informal and barter economies. Most neighbor-
hoods probably have a skilled home seamstress, a baker famous for his homemade bread,
someone with a well-equipped woodworking shop, or the like. Present-day home hobby-
ists, producing for barter, could make use of their existing skills. What’s more, in so doing
they would optimize efficiency even over Borsodi’s model: they would fully utilize the
spare capacity of household equipment that would have been idle much of the time with
mere hobby production, and spread the costs of such capital equipment over a number of
households (rather than, as in Borsodi’s model, duplicating it in each household).

The internal economies resulting from division of labor, specifically, are also greatly
exaggerated. Stephen Marglin argued that the economies in question resulted, not from di-
vision of labor as such, but from the separation and sequencing of tasks. Nearly the same
economies could be achieved by a single workman or group of workmen in a small shop,
by such separation and sequencing. To illustrate, he took Adam Smith’s famous example of
the pin factory and stood it on its head. An individual cottage workman, instead of pains-
takingly making one pin at a time, might draw out and straighten the wire for an entire
run of production, then cut all the wire, then sharpen it all, etc., dividing the total opera-
tion into the very same subtasks as in Smith’s pin factory.”

One alleged reason for economies of large-scale production is that large scale permits
ever more specialized production machinery. But as Adam Smith pointed out, the profit-
ability of division of labor i1s determined by market size; and when transportation ceases to
be subsidized, so that the savings from maximal automation with highly specialized ma-
chines are offset by the true cost of long-distance distribution, the spurious economies of
excessive division of labor disappear. Without artificially large market areas resulting from
artificially cheap distribution, the demand in the smaller market areas would be insufficient
in most cases to operate expensive specialized machinery at full capacity. It would be more
efficient overall to produce most goods in short production runs, for local markets, on gen-
eral purpose machinery.

And even in the case of the largest existing corporations under state capitalism, with
artificially large market areas resulting from subsidized transportation, their attachment to
the largest-scale machinery is often misguided. While individual machines may be “super-
efficient” from the standpoint of minimizing unit costs of that particular stage of production,
they are often quite disruptive and inefficient from the standpoint of the overall flow of
production. Their adoption is typically associated with the “batch-and-queue” operation of
American Sloanist industry, which (as the authors of Natural Capitalism put it) optimizes
the efficiency of individual steps in the production process by pessimizing the overall flow
of production. Their excessive “efficiency,” from the perspective of the overall production
process, means that they generate excess inventories and buffer stocks that raise costs and

1. Ralph Borsodi, This Ugly Civilization (Philadelphia: Porcupine Press, 1929, 1975), pp. 34, 37.
2. Steven A. Marglin, “What Do Bosses Do? The Origins and Functions of Hierarchy in
Capitalist Production—Part I”” Review of Radical Political Economics (Summer 1974).
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disrupt flow. On the other hand, a smaller and less “efficient” machine that is compatible
with the other stages of production may result in improved flow and greatly reduced over-
all cost, despite the higher unit costs of that particular stage. Consider the case of Pratt &
Whitney:

The world’s largest maker of jet engines for aircraft had paid $8o million for a “monu-
ment’—state-of-the-art German robotic grinders to make turbine blades. The grinders
were wonderfully fast, but their complex computer controls required about as many
technicians as the old manual production system had required machinists. Moreover, the
tast grinders required supporting processes that were costly and polluting. Since the fast
grinders were meant to produce big, uniform batches of product, but Pratt & Whitney
needed agile production of small, diverse batches, the twelve fancy grinders were re-
placed with eight simple ones costing one-fourth as much. Grinding time increased from
3 to 75 minutes, but the throughput time for the entire process decreased from 10 days to
75 minutes because the nasty supporting processes were eliminated. Viewed from the
whole-system perspective of the complete production process, not just the grinding step,
the big machines had been so fast that they slowed down the process too much, and so
automated that they required too many workers. The revised production system, using a
high-wage traditional workforce and simple machines, produced $1 billion of annual
value in a single room easily surveyable from a doorway. It cost half as much, worked 100
times faster, cut changeover time from 8 hours to 100 seconds, and would have repaid its
conversion costs in a year even if the sophisticated grinders were simply scrapped.

When entire processes are taken into account, “excessive scale or speed at any stage of pro-
duction turns the smooth flow of materials into turbulent eddies and undertows that suck
down earnings and submerge entire industries.””

Another example comes from the cola industry, where the most “efficient” large-scale
machine creates enormous batches that are out of scale with the distribution system, and
result in higher unit costs overall than would modest-sized local machines that could
immediately scale production to demand-pull. The reason is the excess inventories that glut
the system, and the “pervasive costs and losses of handling, transport, and storage between
all the elephantine parts of the production process.””

E.THE LINK BETWEEN SIZE AND INNOVATION

The superior innovativeness of the large corporation, baldly asserted by Schumpeter
and Galbraith, is also questionable at best.

T.K. Quinn, a former Vice President of GE (writing in the heyday of managerialist
liberalism), viewed the oligopoly firm’s role in the innovation process as largely parasitic:

I know of no original product invention, not even electric shavers or heating pads, made
by any of the giant laboratories or corporations, with the exception of the household
garbage grinder . ... The record of the giants is one of moving in, buying out, and
absorbing the smaller creators.?

Paul Baran and Paul Sweezy, commenting on Quinn’s observation, added that
“[w]hen a new industry or field of operation is being opened up,

1. Paul Hawken, Amory Lovins, and L. Hunter Lovins. Natural Capitalism: Creating the Next In-
dustrial Revolution (Boston, New York, London: Little, Brown, and Company, 1999), pp. 128-29.

2. Ibid., p. 129.

3. Giant Business: Threat to Democracy: The Autobiography of an Insider (New York, 1953), p.
117, cited in Paul Baran and Paul Sweezy. Monopoly Capitalism: An Essay in the American Economic
and Social Order (New York: Monthly Review Press, 1966), p. 49.
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the big corporation tends to hold back deliberately and to allow individual entrepreneurs
or small businesses to do the vital pioneering work. Many fail and drop out of the picture,
but those which succeed trace out the most promising lines of development for the future.’

John Jewkes, surveying the period from 1900 to 1958, found that comparatively few
major inventions in the 2oth century had come from large organizations. Out of 61 of the
most important inventions, 33 were individual efforts, seven were of mixed or unclear ori-
gins, and only 21 the product of corporate research labs. In even the latter group, five of the
inventions came from smaller corporations. And the inventions coming out of the large
corporations often involved research teams that were quite small,” what today might be
called “skunk works.” To take a more recent example:

At a $s5 billion survey company, three of the last five new-product introductions
have come from a classic skunk works. It consists at any one time of eight to ten people,
and is located in a dingy second-floor loft six miles from the corporate headquarters. The
technical genius is a fellow whose highest degree is a high-school equivalency diploma
.. . (although the company has literally thousands of Ph.D. scientists and engineers on its
payroll) . . ..

The group’s first product, now a $300 million per year sales item, was fully devel-
oped (prototyped) in twenty-eight days. Last year a major corporate product bombed. A
skunk works member asked for and got permission to take two samples home and set
them up in his basement. He used one as a benchmark. He tinkered with the other for
about three weeks and corrected virtually all of its flaws (with nickel and dime items),
actually improving performance over original design specs by a factor of three. The
president visited his basement and approved design changes on the spot. The latest of the
group’s successes was designed in (covert) competition with a corporate engineering
“team” of almost 700 people.’

Arnold Cooper found that the small firm made better use of its R&D dollars, and
that its technical workers were on average more capable.* And Jacob Schmookler, testifying
before Congress in 1965, found an inverse relationship between firm size and productivity
per research dollar:

... [Bleyond a certain not very large size, the bigger the firm, the less efficient its knowl-
edge-producing activities are likely to be. Evidently, as the size of the firm increases, there is
a decrease per dollar of R&D in (a) the number of patented inventions, (b) the percentage
of patented inventions used commercially, and (c) the number of significant inventions.’

A National Science Foundation study of technical innovation between 1953 and 1973
found that the smallest firms produced “about 4 times” as many major innovations per
R&D dollar as did the mid-sized firms, and 24 times as many as the largest firms.’

Adams and Brock contrast the innovativeness of the pre-WWII auto industry, with its
many modest-sized firms, with the stagnation under the Big Three during the first decades
of the postwar era.

.. [W]ith the demise of the independents and the concentration of industry control in
the hands of three giant firms, the pace of product innovation slackened significantly.
Innovations like front-wheel drive, disc brakes, fuel injection, fuel-efficient subcompacts,

1. Ibid., p. 49.

2. John Jewkes, David Sawers, and Richard Stillerman, The Sources of Invention (London:
MacMillan & Co Ltd, 1958), pp. 72-88.

3. Thomas J. Peters and Robert S. Waters, In Search of Excellence: Lessons from America’s Best-
Run Companies (New York: Warner Books, 1982), pp. 211-212.

4. “R&D is More Efficient in Small Companies,” Harvard Business Review (May-June 1964),
in Stein, Size, Efficiency, and Community Enterprise, p. 35.

5. Quoted in Stein, p. 34.

6. Walter Adams and James Brock, The Bigness Complex. First Edition (New York: Pantheon
Books, 1986), p. 52.
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novations like front-wheel drive, disc brakes, fuel injection, fuel-efficient subcompacts,
and utilitarian minivans languished in the hands of the Big Three . ... “The major fea-
tures of today’s automobiles—V-8 engines, automatic transmissions, power steering, and
power brakes—are all prewar innovations. These have been considerably improved and
refined over the past twenty-five years,” [economist Lawrence J. White] concluded in
1971, “but still the industry has been uninterested in pursuing alternatives. The suspen-
sion, ignition, carburetion, and exhaust systems are fundamentally the same.”’

Paul Goodman also viewed the automobile industry as a typical example of this as-
pect of oligopoly behavior: “Three or four manufacturers control the automobile market,
competing with fixed prices and slowly spooned-out improvements.”” As evidence, con-
sider the way the Big Four automakers colluded to suppress antipollution devices. They
agreed that no company would announce or install any innovation in antipollution exhaust
devices without an agreement of the other three. They exchanged patents and agreed on a
formula for sharing the costs of patents acquired from third parties.’

In the computer field, Intel saw the main market for its micro-processors as giant in-
stitutional clients, and IBM dismissed the idea of small computers for the home. The desk-
top computer was created by members of the Homebrew Computer Club who, “playing
with electronic junk ..., combined Intel’s microprocessor with spare parts,” and built the
first cheap computers able to “run on the kitchen table.”* Apple produced its first desktop
computers for the commercial market in Steve Jobs” garage.’

Harvey Leibenstein noted that the adoption of even known technologies and best
practices, even when known to result in astronomical increases in productivity, occurs at a
glacial pace in concentrated industries with little competitive pressure.

... there is a great deal of evidence that the delay time between invention and innova-
tion is often exceedingly long (sometimes more than 50 years), and the lag time between
the use of new methods in the “best practice” firms in an industry and other firms is of-
ten a matter of years. Salter in his study on Productivity and Technical Change . . . points to
the following striking example: “In the United States copper mines, electric locomotives
allow a cost saving of 67 per cent yet although first used in the mid-twenties, by 1940 less
than a third of locomotives in use were electric.”®

The drug industry’s massive R&D spending is almost entirely directed toward gaming
the patent system, rather than genuine innovation. A majority of R&D spending goes to-
ward tweaking existing drugs on the verge of going generic just enough to justify a new
patent for the “me, too” version of the old cash cow, rather than to developing fundamen-
tally new drugs (“new molecular entities”).” Even when fundamentally new drugs are de-
veloped, a majority of the total cost is not for developing the drug itself, but for testing all
the possible variants of the drug in order to secure patent lockdown against competition.
“Quasibill,” a frequent commenter at my blog with a background in engineering, is quite
informative on the subject:

In the rare instances that big pharma produces and markets such medicines [cancer
medications], it has purchased them from small start-ups that themselves are the result
normally of a university laboratory’s work. When big pharma cites to billions of research

1. Adams and Brock, The Bigness Complex, 2nd ed., pp. 48-49.

2. Paul Goodman, People or Personnel, p. s8, in People or Personnel and Like a Conquered Prov-
ince (New York: Vintage Books, 1963, 1965), p. 58.

3. Green, et al., The Closed Enterprise System, pp. 254-256.

4. Johan Soderberg, Hacking Capitalism: The Free and Open Source Software Movement (New
York and London: Routledge, 2008), p. 17.

5. Adams and Brock, 2nd edition, pp. 52-56.

6. Leibenstein, “Allocative Efficiency vs. ‘X-Efficeincy,”” p. 403.

7. Ibid., pp. 57-58.
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costs, what it is talking about is the process whereby they literally test millions of very
closely related compounds to find out if they have a solid therapeutic window. This type
of research is directly related to the patent system, as changing one functional group can
get you around most patents, eventually. So you like to bulk up your catalogue and pat-
ent all closely related compounds . . . .

This work is incredibly data intensive, and requires many Ph.D’s, assistants, and high
powered computers and testing equipment to achieve. But it is hardly necessary in the
absence of a patent regime. In the absence of patents, (and of course the FDA), you could
just focus on finding a sufficient therapeutic window, and cut out the remaining tests. It
would be an issue of marginal costs to determine whether someone would go to the ef-
fort to find a “better” therapeutic window, or related parameter.”

He noted elsewhere that Big Pharma displayed the general cultural atmosphere of
waste that we normally identify with the Land of Cost-Plus Pricing, usually found in mili-
tary contractors and the like.

Have you ever been to a Merck campus (yes, they are campuses, not buildings or sites)? If
you look at the structure of the business, the first thing that strikes you is that it looks
like Detroit, circa 1980. And there’s only one reason for that—government protection of
their profit margin . . . . And yet while Detroit has suffered and is still paying for employ-
ing such a business model, Pharma’s been posting huge profits. Why’s that?’

In addition, a great deal of Big Pharma’s drug R&D is conducted at taxpayer expense,
either through subsidies to the drug giants, or through research actually carried out in uni-
versity and government agency labs.’

The one thing massive organizational size and expenditure aren’t very good for, ac-
cording to Michael Perelman, is innovation. They attempt to compensate for their medio-
cre performance in developing new drugs “by more intensive marketing, taking over
smaller, more innovative companies, and laying off workers.”* He quotes a Wall Street Jour-
nal article:

The rise of generics wouldn’t matter so much if research labs were creating a
stream of new hits. But that isn’t happening. During the five years from 2002 through
20006, the industry brought to market 43% fewer new chemical-based drugs than in the
last five years of the 1990s, despite more than doubling research-and-development spend-
ing ...

The dearth of new products has led the industry to invest heavily in marketing and
legal tactics that squeeze as much revenue as possible out of existing products. Compa-
nies have raised prices; the average price per pill has risen 63% since 2002, according to
Michael Krensavage, Raymond James analyst. Companies raised advertising spending to
$5.3 billion in 2006 from $2.5 billion in 2001 and since 1995 have nearly tripled the
number of industry sales representatives to 100,000 . . . .

The industry spent $155 million on lobbying from January 2005 to June 2006, ac-
cording to the Center for Public Integrity, on “a variety of issues ranging from protect-
ing lucrative drug patents to keeping lower-priced Canadian drugs from being im-
ported.” The industry also successfully lobbied against allowing the federal government
to negotiate Medicare drug prices, the center said. The lobbying has drawn fire from
politicians, doctors and payers, and damaged the industry’s public image.’

1. Comment on Kevin Carson, “Intellectual Property Stifles Innovation,” Mutualist Blog,
May 21, 2006 <http://mutualist.blogspot.com/2006/05/intellectual-property-stifles.html>.

2. Comment on Ronald Bailey, “This Is One Reason People Hate Drug Companies,” Reason
Magazine Hit&Run blog, February 24, 2006 <http://www.reason.com/blog/show/112756.html>.
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4. “Pharmaceutical Crackup?” EconoSpeak, December 8, 2007 <http://econospeak.blogspot.com/
2007/12/pharmaceutical-crackup.html>.

5. Barbara Martinez and Jacob Goldstein, “Big Pharma Faces Grim Prognosis: Industry Fails to
Find New Drugs to Replace Wonders Like Lipitor,” Wall Street Journal, December 6, 2007, in Ibid.
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After a decade or so of relative fluidity caused by the disruptive onset of globalization,
global capital has settled back (with joint ventures and strategic alliances) into the same oli-
gopoly pattern as the old American economy. That’s especially true of the auto industry.
After a brief period of admittedly traumatic shock, when they first encountered vigorous
Japanese and European competition,

the Big Three began to spin a far-reaching web of joint ventures and alliances with their
major foreign competitors. Thus, General Motors ... has joined with Toyota ... to
jointly produce compact cars in California. GM also has acquired sizable ownership in
Japanese carmakers Isuzu and Suzuki, built a jointly owned production plant with Suzuki
in Canada, and acquired half-ownership of Swedish manufacturer SAAB. Ford, for its
part, acquired a 25 percent ownership stake in Mazda (later expanded); joined with
Mazda to acquire an ownership stake in the Korean car firm Kia; joined with Mazda to
build a production facility in Flat Rock, Michigan; combined its Latin American opera-
tions with Volkswagen (subsequently dissolved); and engaged in partnerships with Nissan
to jointly produce vehicles (in addition to more recently acquiring outright control of
Jaguar, Volvo, and rolls Royce). Chrysler joined with Mitsubishi to build the Diamond
Star Motors assembly facility in Bloomington, Illinois, while spawning a variety of part-
nership pacts with other global car firms.

The major American and European auto manufacturers also participate in their re-
spective R&D consortia." So thanks to joint ventures, foreign automakers have reason to
view themselves more as partners than as competitors to the American firms in this coun-
try. Lawrence Wilkinson brilliantly described the way in which corporations regulate inno-
vation, as oligopoly reasserts itself:

We’re headed to a world that’s more oligopolylike, a transition from a period of robust

change to a period of lock in . . . . All over, there’s a settling down, a slowing of the pace

of change. Companies aren’t really killing innovation—they’re rationalizing it to manage

its pace. The definition of oligopolistic economics is three or so players behaving in lock-

step with the marketplace. They don’t necessarily collude, but they develop ways of sig-

naling pricing and containing innovation.”

E EcoNnomY OF SCALE IN AGRICULTURE

If there is one industry in which the triumphalist rhetoric of “superior efficiency” of
large size is unjustified by reality, it is large-scale agribusiness. The reader has surely heard
the rhetoric: claims that without “Green Revolution” techniques “the world would
starve,” ADM’s boasts that “we feed the world,” etc.

But the claimed “superior efficiency” of the large-scale agribusiness operation over
the family farm is illusory. Likewise unfounded is the claimed superiority of mechanized,
chemical agriculture, whether family or corporate, over more labor- and soil-intensive
forms of production. The large agribusiness operation, with mechanized row-cropping and
monocultures, is the most efficient “solution” to an artificial problem. The techniques of
the so-called Green Revolution are only more efficient if one assumes from the outset the
goals of the latifundistas and other state-privileged landed oligarchs in the Third World, and
of the giant agribusiness interests in the West.

According to a 1973 USDA pamphlet (of all things), even mechanized farming
reaches peak efficiency at a fairly small scale. Like all other internal economies of scale,
economy of scale in mechanized farming relies mainly on making full use of equipment:

The fully mechanized one-man farm, producing the maximum acreage of crops of
which the man and his machines are capable, is generally a technically efficient farm.

1. Adams and Brock, 2nd edition, pp. 160-61.
2. Quoted in Harriet Rubin, “Power,” Fast Company No. 65 (November 2002), p. 76.
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From the standpoint of costs per unit of production, this size farm captures most of the
economies associated with size . . .. Beyond that range there may be diseconomies due
to the increasing burden of supervision and communication between supervisor and
workers . ... The incentive for increasing farm size beyond the technically optimum
one-man form is not to reduce costs per unit of production, but to increase the volume
of business, output, and total income.’

More specifically, USDA studies have found that the optimal size farm for raising
vegetables (using conventional mechanized techniques) is around 200 acres, while the op-
timal cereal farm in the Midwest tops out at 800 acres.”

The secret to the success of large-scale agribusiness is not greater internal efficiency,
but its greater efficiency at manipulating the state for benefits. The real difference in profit-
ability comes from the channeling of state-subsidized inputs to large-scale agribusiness. As
California family farmer Berge Bulbulian testified to Congress,

.. . Probably the biggest obstacle we face in our struggle to save the family farm is
the attitude . . . that the family farm is obsolete, it is inefficient, and therefore unable to
compete with the efficient and well-financed conglomerates. Well-financed they are, but
efficient they are not. I challenge any giant agribusiness corporation to match my effi-
ciency. There is no way a large concern with various levels of bureaucracy and managed
by absentee owners can compete in terms of true efficiency with a small, owner-
operated concern . . . .

....No, I can’t sell for a loss and make it up in taxes, nor can I lose on the farming
end of the business and make it up at another level as a vertically integrated operation
can. ...

I have no political clout and lobbying to me means writing a letter to my Con-
gressman or Senator. But that is not what efficiency is all about.

Efficiency has to do with the relation between input and output. No, the big
agribusiness firms are not efficient except in farming the government.’

The family farm 1s more efficient than the large agribusiness operation (what Mason
Gafiney calls “latifundia”) in terms of output per acre. Gaffney found that while big corpo-
rate farms have somewhat higher output per man-hour, their output per acre is actually less
than that of small farms.

One may at least firmly conclude that large farm units are less improved and less peopled
than small and medium-sized farms. There are two possible interpretations. One is that
big farms are more efficient, getting more from less, but that is refuted by their getting
less output per $L. The other is that Veblen was right, many of them are oversized stores
of value, held first to park slack money and only secondly to produce food and fiber, and
complement the owner’s workmanship. The Florida 9 may represent a home grown rural
“third world” of large, underutilized landholdings that preempt the best land and force
median farmers onto small farms on low-grade land.*

According to Frances Moore Lappé, large landowners—both in the U.S. and in the
Third World—are not only least productive in terms of output per acre, but they hold huge
tracts of arable land out of cultivation. In Colombia, for example, a 1960 study found that

1. W.R. Bailey, The One-Man Farm (Washington, D.C.: USDA Agriculture Economic Re-
search Service, 1973), pp. v, 3. Quoted in L.S. Stavrianos, The Promise of the Coming Dark Age (San
Francisco: W.H. Freeman and Company, 1976), p. 38.

2. Kirkpatrick Sale, Human Scale (New York: Coward, McCann, & Geoghegan, 1980), p. 233.

3. Farmworkers in Rural America 1971-1972. Hearings before the Subcommittee on Children
and Youth of the Committee on Labor and Public Welfare, United States Senate, 92nd Congress,
11 January 1972, Part 3A, p. 1156. In Stavrianos, The Promise of the Coming Dark Age, pp. 38-39.

4. Mason Gafhhey, from Chapter 10 of Ownership, Tenure, and Taxation of Agricultural Land, edited by
Gene Wunderlich (Westview Press), excerpted in Dan Sullivan’s seminar on “The Myth of Corporate Ef-
ficiency” at SavingCommunities.Org <http://savingcommunities.org/seminars/corpefficiency html>.
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the largest landowners, who controlled 70% of the land, planted only 6% of it." The best
land, belonging to the large landholders, was often used for grazing cattle instead of grow-
ing staple crops.” In Guatemala, Del Monte planted only 9,000 of its §7,000 acres.” Small
cultivators are consistently found to produce greater outputs per acre. In India, the smallest
farms produce per-acre outputs a third higher than the larger ones. In Thailand, farms of 2-
4 acres produce 60% more rice per acre than farms of over 140 acres. A World Bank study
in Latin America found a three- to fourteen-fold difference in yield per acre between small
and large farms.*

In the modern Green Revolution, Michael Perelman argues, “the really revolutionary
changes in American agriculture have not been directed toward increasing yields . . . . Ac-
tually, the unique achievement of U.S. agriculture is not the production of maximum crop
yields [per acre] but the harnessing of fossil fuel energy to replace human energy in agri-
culture.’

And bear in mind that these comparative figures on optimal economy of scale apply
only when the large- and small-scale operations are both engaged in conventional mecha-
nized row-cropping. The use of intensive raised-bed techniques for vegetables (the bioin-
tensive method of John Jeavons, for example) is far more productive than conventional
commercial agriculture in terms of output per acre. Jeavons, as we shall see in Chapter
Fourteen, has managed to reduce to four or five thousand square feet the space needed to
meet the bare subsistence requirements of the average person.

It’s especially important to remember that there’s no such thing as generic or im-
maculate “technology,” independent of the purposes of those who design it. The decision
to develop one technology, rather than another, is made from the perspective of someone’s
interest. The choice of a particular technology is an answer to a question—so we should
always be aware of who’s asking the question. The avenues of technological development
taken by the Green Revolution reflect a conscious political decision to develop technolo-
gies of use primarily to large-scale agribusiness with access to government-subsidized irri-
gation water and other inputs, rather than technologies that would increase the productiv-
ity of the peasant smallholder without subsidized water.

Large-scale plantation agribusiness, typically, flourishes only when supported by gov-
ernment-subsidized irrigation projects. For example, a large share of American produce
comes from rain-poor areas of the West: vegetables are actually imported by rain-rich re-
gions like New England, because subsidized irrigation water makes the Western operations
artificially competitive. It is far more cost-effective in semi-arid regions, when irrigation is
not subsidized, to use cisterns to save water from the limited rainy seasons for use through
the dry period. For a subsistence farmer making intensive use of small spaces, runoft from
the rainy season may well be sufficient to provide irrigation water during the dry spell. The
main technical problem is providing enough storage tanks. The ITDG was quite successful
in designing cheap water tanks made from local materials.” And biointensive horticulture,

1. Frances Moore Lappé, Food First: Beyond the Myth of Scarcity (New York: Ballantine Books,
1977), p- 14.

2. Ibid., p. 42.

3. Ibid., p. 107.

4. Ibid., pp. 183-84.

5. “Farming for Profit in a Hungry World: The Myth of Agricultural Efficiency.” Louis Junker,
ed., The Political Economy of Food and Energy (Ann Arbor: University of Michigan, 1977), pp. 40-41.

6. George McRobie. Small is Possible: A factual account of who is doing what, where, to put into
practice the ideas expressed in E. F. Schumacher’s SMALL IS BEAUTIFUL (New York: Harper &
Row, 1981)., p. 45.
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which minimizes plant spacings and maximizes soil cover, requires up to 88% less water
than conventional large-scale farming."'

The so-called “Green Revolution” in the Third World, particularly, occurred in the
context of a colonial history where peasant cultivators were pushed off of the best land and
onto marginal land, and the most fertile, level land was used for plantation farming of cash
crops. It is a myth that Third World hunger results mainly from primitive farming tech-
niques, or that the solution is a technocratic fix. Hunger results from the fact that land
once used to grow staple foods for the people working it is now used to grow cash crops
for urban elites or for the export markets, while the former peasant proprietors are without
a livelihood.

Native farming techniques, often derided by colonizers as primitive or backward,
were in fact well-suited to local tradition as the result of generations of experience. Lappé
cites A. J.Voelker, a British agricultural scientist in India during the 1890s:

Nowhere would one find better instances of keeping land scrupulously clean from
weeds, of ingenuity in device of water-raising appliances, of knowledge of soils and their
capabilities, as well as of the exact time to sow and reap, as one would find in Indian
agriculture. It is wonderful, too, how much is known of rotation, the system of “mixed
crops” and of fallowing . . . . I, at least, have never seen a more perfect picture of cultiva-
tion.”

Colonial agricultural policy focused all subsidies to research and innovation on export
crops, leaving subsistence techniques to stagnate. Slaves and hired farm laborers had no
incentive for preserving traditional knowledge, let alone refining technique. To the
contrary, farm laborers had every incentive to do the bare minimum, reduce output, and
even sabotage production. (I believe Adam Smith had similar observations about the
incentive effects of absentee land ownership in England.) The African peasant “went into
colonialism with a hoe and came out with a hoe.” The most important effect of plantation
culture, perhaps, was a “narrowing of the experience of agriculture to plantation work . . .
[which] over generations robbed entire populations of basic peasant farming skills.”* Lappé
cited the observations of Pascal de Pury,a WCC agronomist, that

often [appropriate] technology turns out to be rediscoveries of a people’s traditional
practices that Western arrogance caused them to be ashamed of. Over and over again he
finds peasant cultures that had refined and adopted techniques over centuries to be losing
them in our time. What stands to be irretrievably lost is . . . successful, productive tech-
niques uniquely suited to local conditions . . . .*

It is impossible to understand the so-called Green Revolution as it occurred in the
Third World, unless one first understands the political context in which it took place. The
central facet of that context was the process by which the land of subsistence farmers was
expropriated and turned over to cash crop cultivation, native populations were reduced to
dependency, and formerly independent peasants were often forced to engage in cash crop
production. The best land was often taken over by the colonial powers and handed over to
settlers, and the former subsistence cultivators transformed into farm laborers.

... Throughout the colonies, it became standard practice to declare all “unculti-
vated” land to be the property of the colonial administration. At a stroke, local communi-
ties were denied legal title to lands they had traditionally set aside as fallow and to the for-
ests, grazing lands and streams they relied upon for hunting, gathering, fishing and herd-

ing.

1. Hawken et al., Natural Capitalism, p. 210.
2. Lappé, Food First, pp. 101-02.

3. Ibid., p. 113.

4. Ibid., p. 173.
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Where, as was frequently the case, the colonial authorities found that the lands they
sought to exploit were already “cultivated”, the problem was remedied by restricting the
indigenous population to tracts of low quality land deemed unsuitable for European set-
tlement. In Kenya, such “reserves” were “structured to allow the Europeans, who ac-
counted for less than one per cent of the population, to have full access to the agricul-
turally rich uplands that constituted 20 per cent of the country. In Southern Rhodesia,
white colonists, who constituted just five per cent of the population, became the new
owners of two-thirds of the land . . .. Once secured, the commons appropriated by the
colonial administration were typically leased out to commercial concerns for plantations,
mining and logging, or sold to white settlers."

Sometimes the labor of the dispossessed was secured by slavery and other forms of forced
labor, although the colonial powers usually preferred to use direct taxation on people, land
and houses to compel the native population to enter the wage labor market.

Lappé presents some instances of her own. For example, in 1815, following the British
conquest of the Kandyan Kingdom (present day Sri Lanka), all central parts of the island
were designated as crown land and sold for nominal prices to coffee planters, with gov-
ernment funding of surveying and road-building costs. In Java, the Dutch administration
“authorized” village headmen (usually under the influence of bribes) to lease communal
land to Dutch plantation companies. Often entire villages were thus “sold” to foreign
planters, without the consent of the rightful owners of the land.” Colonial authorities
worldwide similarly abrogated the traditional status of land, when it was the inalienable
property of a village commune or clan, by making it—in violation of native law—usable as
a pledge for debt. Likewise, such communally-owned land was often made seizable for
non-payment of taxes by the individual cultivator.” We see the same phenomenon in our
own day, with the Chinese state expropriating villages’ common land for use as industrial
parks.

In addition, colonial authorities simultaneously granted protectionist privileges to set-
tler plantations and imposed legal disabilities on independent native producers, through the
mercantilist policies of shipping companies and produce marketing boards.*

Given this maldistribution of land through state-abetted land theft (either by colonial
regimes or by landed oligarchies in collusion with Western agribusiness interests), the logi-
cal next step is for the state to divert inputs like subsidized irrigation systems, roads, and so
forth, disproportionately to the large plantations while denying them to subsistence farm-
ers. The state’s direct subsidies and loan programs are set up so that only large holdings,
with access to preferential benefits like state-subsidized irrigation, can qualify. Heavily
state-subsidized agricultural R&D, likewise, is channelled in directions geared to increasing
the profits of cash crop agriculture on the big plantations, rather than to increasing the
productivity of small peasant holdings.

The “high-yielding variety” (HYV) seeds associated with the so-called Green Revolu-
tion are normally productive only under the most favorable conditions, like those prevailing
on the big agribusiness plantations. The Green Revolution was a state-subsidized research pro-
ject to develop plant varieties tailored to the prevailing conditions in the state-subsidized agri-

1. ‘Development as Enclosure: The Establishment of the Global Economy,” The Ecologist
(July/August 1992) 133.

2. Lappé, Food First, pp. 103-06.

3. Ibid., pp. 114-15.

4. Walter Rodney, “Chapter Five. Africa’s Contribution to the Capitalist Development of
Europe: The Colonial Period,” in How Europe Underdeveloped Africa (Dar-Es-Salaam: Bogle-
L’Overture Publications, London and Tanzanian Publishing House, 1973) Transcribed by Joaquin
Arriola <http://www.marxists.org/subject/africa/rodney-walter/how-europe/index.htm>.
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business sector. They are deliberately designed to be productive, in other words, under pre-
cisely the conditions provided by corporate agribusiness operating on stolen land.

... [T]he term “high-yielding varieties” is a misnomer because it implies that the
new seeds are high-yielding in and of themselves. The distinguishing feature of the seeds,
however, is that they are highly responsive to certain key inputs such as irrigation and fer-
tilizer . . . . [W]e have chosen to use the term “high-response varieties” (HRV’s) as much
more revealing of the true character of the seeds . . .. Unless the poor farmers can aftord
to ensure the ideal conditions that will make these new seeds respond . . ., their new seeds
are just not going to grow as well as the ones planted by better-off farmers . . . .

Just as significant for the majority of the world’s farmers is that the new seeds show
a greater yield variability than the seeds they replace. The HRV’s are more sensitive to
drought and flood than their traditional predecessors . . . .

HRV’s are often less resistant to disease and pests. [They supplant] varieties that had
evolved over centuries in response to natural threats in that environment."

They are, in other words, “highly responsive” to plentiful water from subsidized irri-
gation projects, large-scale inputs of chemical fertilizer and pesticides, and monocultural
growing conditions. And they are also most responsive on the kind of especially fertile,
well-watered land that just happened to be stolen by landed elites under the colonial or
post-colonial regimes.

Under the conditions of peasant subsistence farming, the traditional drought- and
pest-resistant varieties are far more productive. Locally adapted varieties tend to be
drought-resistant and hardy, and to produce steady yields under harsh conditions.

Locally adapted varieties are also highly responsive to the kinds of inputs that are
more likely to be within the means of the small subsistence farmer: for example, better
plowing and harrowing techniques and weed elimination, crop rotation, green manuring,
better soil conservation, and better moisture retention in the soil.’

“Green Revolution” seeds are like a genetically engineered superman who will die
outside of his plastic bubble.

In Mexico, 97.7% of land devoted to corn and most land devoted to wheat lacked irri-
gation. The Institute for Agricultural Investigation, a Mexican research organization, set out
to develop varieties of corn and wheat that would produce greater yields on small non-
irrigated farms. But the Rockefeller Foundation concentrated on developing varieties that
produced high yields in response to high levels of irrigation and synthetic fertilizer.

... The resulting new “miracle” strains enabled Mexico to become self-sufficient in
wheat, but the beneficiaries were the wealthy landowners, who could aftord the fertiliz-
ers and irrigation. The mass of the Mexican peasants have experienced increased unem-
ployment or underemployment with the growing mechanization of the large estates.

The same pattern prevailed in India, Pakistan and the Philippines, where research
went to developing seed varieties primarily of benefit to large landowners with access to
subsidized irrigation water and fertilizer, rather than to the 70-90% farming non-irrigated
land. At the same time, the resulting land hunger on the part of the great subsidized farm-
ers has led to pressure to expropriate smallholders by abrogating traditional rights of land
tenure, and to evict tenant farmers paying rent on land that is rightfully theirs. The landless
and the underemployed rural proletariat, in turn, swell the urban slums with people who
once fed themselves.* In addition, as Lappé observed (or perhaps, rather, recycled an obser-
vation at least as old as Henry George), the increased productivity from Green Revolution

Lappé, pp. 130-31.

Ibid. p. 130.

Ibid. pp. 150-51.

Stavrianos, The Promise of the Coming Dark Age, pp. 42-44.
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seeds drives up rents, with crop share rents increasing from the traditional 50% to 70%."
Naturally, this further increases the tendency toward eviction of small holders and the con-
solidation of the large estates.

It is a widespread observation that the large plantations benefiting from Green Revo-
lution techniques are likely to receive highly preferential access to subsidized inputs like ir-
rigation water. According to Michael Perelman,

... It is true that the Green Revolution has increased the amount of wheat and rice pro-
duced in Asia. But it is also true that the adoption of this technology requires heavy gov-
ernment subsidies in the form of cheap credit, favorable foreign exchange rates, and high
government support prices . ... Much of the increase comes from the use of irrigation
for prime agricultural lands. Extending irrigation is expensive and some observers even
question whether it is possible to continue irrigating without depleting the ground wa-
ter.”

As a good example of the big landed interests’ privileged access to subsidized irriga-
tion water, consider the case of Pakistan. The big landowners seek new dams to provide
more subsidized water for their agribusiness plantations—and since they don’t pay for it
themselves, they’re not very careful about how they use it:

We, as a nation, tend to build, neglect and throw away, only to build again. There is
no concept of maintenance. Pakistan has the largest contiguous irrigation system in the
world. It is supposed to be a miracle of engineering that has helped increase our food
production. But we don’t maintain it. Operation, maintenance, and replacement costs a
lot of money . . . .

Some of the data in the recent World Bank report, “Pakistan’s water economy run-
ning dry,” is quite frightening. When comparing Pakistan with Australia, the report
shows that in Australia, the entire cost of efficient operation, maintenance and replace-
ment is paid by the actual users, whereas taxpayers pay the interest on any loans that may
have been accrued in putting that water system into place.

In Pakistan, taxpayers—not users—are paying most of the operation and maintenance costs,
no one is paying for replacement . . . . When we can’t even look after our existing infrastructure, is
there even a case for building new infrastructure? . . . .

Water rights in Pakistan is tied to ownership of land, so in spite of so many reforms, we still
have very big farms owned by very powerful people, (rather than smaller farm owners) and landless
peoples who actually work the land . . . . Where we have bigger landlords with their rent-
seeking behaviour on the land, their payment for water is not a major consideration.
Where sharecropping arrangements have been perpetuated, there isn’t much impetus to
change because the system suits the landowners.

So all we hear about is a demand for more water. The entire world is going on to
use less water and grow more crops but here we are shouting for more water to maintain
some of the lowest productivity not only in the world, but also in the subcontinent.
There are so many cheap technologies available—drip and sprinkler irrigation and there
are already people here producing this equipment.’

The same resources currently put into subsidizing the needs of agribusiness, if put
into research efforts in the interest of small-scale farmers, would have meant a fundamen-
tally different direction of technical development. L.S. Stavrianos wrote:

Large corporations are . . . virtually the sole beneficiaries of agriculture research financed
by the federal, state, and county governments. Research oriented toward benefiting fam-
ily farms would devise cooperative-ownership systems and credit schemes; develop low-
cost simple machinery; provide information on the purchase, operation, and maintenance

1. Lappé, Food First, pp. 136.

2. “Farming for Profit in a Hungry World,” p. 34.

3. “Interview—Simi Kamal” Newsline (Pakistan) February 2006 <http://www.newsline.com.pk/
NewsFeb20o6/interviewteb2006.htm>.
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of machinery; and promote biological control of insect pests. Instead, scientists with re-
search grants develop complicated and tremendously expensive machines. They breed
new food varieties better adapted to mechanical cultivation . . . . Paramount has been the
vision of rural America as a factory producing food, fiber, and profits for vertical mo-
nopolies extending from the fields to the supermarket checkout counter.’

The administration of Lazaro Cardenas in Mexico, during the 1930s, is 2 good exam-
ple of the result when state policy is less one-sided. His agrarian reform, starting in a coun-
try where two percent of the population owned 97% of the land, resulted in 42% of the
agricultural population owning 47% of the land and producing $2% of agricultural output.
Under Cardenas, state loans and technical support were aimed primarily at the needs of
small-scale agriculture. The result was an explosive increase in the rural standard of living.
As for state-funded agricultural R&D,

... The purpose ... was not to “modernize” agriculture in imitation of United
States agriculture but to improve on traditional farming methods. Researchers began to
develop improved varieties of wheat and especially corn, the main staple of the rural
population, always concentrating on what could be utilized by small farmers who had
little money and less than ideal farm conditions.

Social and economic progress was being achieved not through dependence on for-
eign expertise or costly imported agricultural inputs but rather with the abundant, un-
derutilized resources of local peasants . . . . Freed from the fear of landlords, bosses, and
moneylenders, peasants were motivated to produce, knowing that at last they would
benefit from their own labor.”

The groups alienated by Cardenas—the great rural landowners, the urban commercial
elites, and (as you might expect) the U.S. government—reasserted their political control
under Cardenas’ post-1940 successor, Avila Camacho. Rather than small farms and coop-
eratives, development spending was directed, on the American model, toward

electric power, highways, dams, airports, telecommunications, and urban services that
would serve privately owned, commercial agriculture and urban industrialization . . . .}

The Camacho administration, naturally, was heavily involved in the postwar Green
Revolution. The direction of the new big research program was diametrically opposite to
that under Cardenas.

... Policy choices systematically discarded research alternatives oriented toward the
nonirrigated, subsistence sector of Mexican agriculture. Instead, all effort went to the de-
velopment of a capital-intensive technology applicable only to the relatively best-
endowed areas or those that could be created by massive irrigation projects.*

Under Camacho, huge irrigation projects were developed for favorably situated land
owned by big landed elites, and massive state subsidies were provided for the importation
of mechanized equipment.

As Lappé writes, the Camacho approach could not coexist with that of Cardenas. The
Cardenas agenda of increasing the productivity of peasant proprietors would have increased
their standard of living; in so doing, it would have reduced the surplus going to urban and
export markets rather than domestic consumption, and also reduced the flow of landless
refugees to the cities. In other words, the Cardenas policies threatened the supply of cheap
wage labor for industrialization, and the supply of cheap food to feed it.

The point to all this is not that Cardenas’ version of state intervention was desirable,
but 1) that the present system touted by neoliberals as the “free market” involves at least as

Stavrianos, The Promise of the Coming Dark Age, p. 35.
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much state intervention; and 2) that there is no such thing as neutral, politically immacu-
late technology that can be divorced from questions of power relationships. Criteria of
technical “efficiency” depend on the nature of the organizational structures which will be
adopting a technology. And the forms of state R&D subsidy and other development aid
entailed in the Green Revolution artificially promoted capital-intensive plantation agricul-
ture, despite

overwhelming evidence from around the world that small, carefully farmed plots are
more productive per acre than large estates and use fewer costly inputs . . ."

What’s more, the high-response varieties developed by the Green Revolution
crowded out equally viable alternatives that were more appropriate to traditional small-
holder agriculture. Any just assessment of the Green Revolution must take into considera-
tion the path not taken (or Bastiat’s “unseen”). The Green Revolution, coming as it did on
the heels of land expropriation, channelled innovation in the directions most favoring the
land-grabbers. It was a subsidy to the richest growers, artificially increasing their competi-
tiveness against the subsistence sector.

.. . Historically, the Green Revolution represented a choice to breed seed varieties that
produce high yields under optimum conditions. It was a choice not to start by develop-
ing seeds better able to withstand drought or pests. It was a choice not to concentrate
first on improving traditional methods of increasing yields, such as mixed cropping. It
was a choice not to develop technology that was productive, labor-intensive, and inde-
pendent of foreign input supply. It was a choice not to concentrate on reinforcing the
balanced, traditional diets of grains plus legumes.”

HRVs are actually less hardy and durable under the conditions prevailing on subsis-
tence farms—Iless drought-resistant, for example. Locally improved varieties are specifically
adapted to be productive under conditions of low rainfall, and more resistant to insects and
fungi without costly chemical inputs. Local seed varieties, combined with intensive tech-
niques and the creative use of biological processes, result in levels of output comparable in
many cases to that of Green Revolution seed varieties combined with heavy chemical in-
puts and subsidized irrigation. Even setting aside the long-term costs of soil depletion,
good husbandry with local varieties of seed produce almost as much corn and sorghum
output per acre. An experiment in Bangladesh—ceasing pesticide use in order to raise fish
in rice paddies—resulted in a 25% increase in rice production, along with the high quality
protein from the fish. The fish controlled insects more efficiently than chemical pesticides,
and fertilized the rice.’

A rural development agenda geared toward the interests of peasant proprietors would
have emphasized, not increasing the yield of seeds in response to expensive irrigation and
chemical inputs, but improving the soil.

This brings us back to our earlier consideration of the concept of “efficiency.” The
discussion above gives the lie to vulgar Coasean arguments that justice in holdings doesn’t
matter, as long as they wind up in the “most efficient” hands. For one thing, it matters a
great deal to the person who was robbed; it matters a great deal whether you’re producing
enough staple crops on your own land to feed your family, or instead holding a begging
bowl in the streets of Calcutta or living in some tin-roofed shantytown on the outskirts of
Mexico, while your stolen land is being used to grow export crops for those with the pur-
chasing power to buy them. But more importantly, the Green Revolution and the alterna-
tives it crowded out demonstrate—again—that there’s no such thing as generic “efficiency” in the

1. Ibid., p. 127.
2. Ibid., p. 153.
3. Ibid., p. 127.
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use of resources. The “most efficient” use of a piece of land depends mightily on who owns it,
and what their needs are. An “efficient” technique for the land thief is entirely difterent
from what would have been efficient for the land’s rightful owner.

One can afford to be a lot less efficient in the use of inputs that he gets for free. Capi-
tal-intensive techniques that increase output per man-hour, but reduce output per acre, are
suited to the interests of American-style agribusiness. They’re perfect for large landowners
who, as a historical legacy, have preferential access to large tracts of land (to the extent that
they can even afford to hold significant parts of it out of use), but want to reduce the
agency costs of labor by capital substitution. In areas with underutilized land and unem-
ployed population, on the other hand, where millions of unemployed people would rather
be working the land than squatting in the streets of Calcutta or the shantytowns of Mexico
City, it makes a lot more sense to increase output per acre by adding labor inputs. And this
is exactly the pattern that prevails in small-scale agriculture. Lappé found, in a survey of
studies from around the world, that small farms were universally more productive—far
more productive—per acre than large plantations. Depending on the region and the crop,
small farms were from one-third to fourteen times more productive. The efficiency of small
proprietors working their own land, compared to plantation agribusiness using wage or
tenant labor, is analogous to that of the small family plots in the old USSR compared to
the state farms. Plantation agriculture is able to outcompete the peasant proprietor only
through “preferential access to credit and government-subsidized technology . ...”"

Green Revolution techniques are very “efficient” indeed—but only given the artifi-
cial objectives of those who stole the land.

CONCLUSION

Overall, the importance of economy of scale was summed up very well by Barry
Stein, in his concluding remarks on a survey of the empirical literature:

Such uncertainty and variability suggest that technical economies of scale are not the
primary determinant of either competitive ability or true efficiency. Available data indi-
cate first, that in most industries the penalties for operating plants well below the appar-
ent optimal scale are not great; second, the presence of substantial relatively constant costs
(added to those directly associated with production) dilutes even those clear advantages
of greater productive scale; and third, there is no strong case to be made for significant
economies of firm (as against plant) size.”

So why are giant corporations able to survive, despite such manifest violation of all
the laws of efficiency? The reason is twofold.

First, they are protected, by state intervention, from the competitive disadvantages re-
sulting from inefficiency. A state-cartelized oligopoly firm can operate at higher costs and
pass its costs on to the consumer, because it is protected from the full vigor of competition
from smaller and more efficient producers.

Second, as we already mentioned at the outset of this chapter, the figures above for optimal
economy of scale assume the existing input costs, without considering the extent to which the
state subsidizes inputs and externalizes a wide range of operating costs on the taxpayer.

In the next chapter, we will consider the whole range of measures by which the state
restricts competition and subsidizes inefficiency costs.

1. Lappé, Food First, p. 189.
2. Size, Efficiency, and Community Enterprise, pp. 24-25.






State Policies Promoting Centralization and
Large Organizational Size

apitalism, if we take it in R.A. Wilson’s sense of a political and economic system in

which the state is controlled by capitalists and intervenes in the market on their be-
half, has been exploitative since the beginning. It was established at the outset by massive
acts of state robbery and restrictions on liberty: the so-called “primitive accumulation” by
which the peasantry’s property in the land was expropriated, the Laws of Settlement which
acted as an internal passport system restricting movement of the working class, the Combi-
nation Laws which restricted the bargaining power of labor, and the mercantilism and im-
perial aggression by which the so-called world market was created. These matters fall too
far outside of our focus for detailed examination. A summary of all the uses of force in-
volved in the establishment of capitalism can be found in Chapter Four of Studies in Mutu-
alist Political Economy."

Once established on this basis, the system was maintained through various state-
enforced legal privileges. This, also, is too far outside the scope of the present chapter to
examine in depth. The main forms of privilege that existed before the rise of corporate
capitalism in the nineteenth century were the “Four Monopolies” summarized by Benja-
min Tucker in “State Socialism and Anarchism,” and will be considered in greater depth in
our examination of privilege in Chapter Eleven.

Our main concern here is with the state’s later role under monopoly capitalism: in the
creation and development of the corporate economy, the concentration of capital, and the
centralization of production. Specifically: what state policies have promoted the domination
of the economy by corporations grown far beyond the point of maximum efficiency?

[.The Corporate Transformation of Capitalism
in the Nineteenth Century

The regime of legal privilege described by Tucker and the individualist anarchists, re-
ferred to above, predated the corporate transformation of capitalism. It took the form pri-
marily of unequal exchange on the individual level, whether it was the sale of labor-power
on disadvantageous terms in an unequal labor market, or the purchase of goods on unequal
terms because of patents, copyrights and tariffs. The individualists, habituated to view ex-
change in such individualistic terms, neglected the structural changes in the American
economy—the tendency toward the concentration of capital and the centralization of
production—and the ways that the tariff and intellectual property monopolies promoted
these structural changes. In addition, Tucker and the other individualists largely ignored the
organizational ties between the corporation and the state, the state’s increasing assumption

1. Kevin A. Carson, Studies in Mutualist Political Economy. Self-published via Blitzprint
(Fayetteville, Ark., 2004).



5S4 ORGANIZATION THEORY

nizational ties between the corporation and the state, the state’s increasing assumption of the
corporation’s operating expenses through direct subsidies, and the state’s limitation of com-
petition between large corporations through its cartelizing regulations.

Later in life, when Tucker took note of the trusts, he became pessimistic about the
potential for reversing the concentration of economic power by merely eliminating privi-
lege. He feared the great trusts had grown so large, and the concentration of wealth so
great, that they might be self-perpetuating even without further state intervention.

Forty years ago ..., the denial of competition had not yet effected the enormous
concentration of wealth that now so gravely threatens social order. It was not yet too late
to stem the current of accumulation by a reversal of the policy of monopoly. The Anar-
chistic remedy was still applicable.

Today the way is not so clear. The four monopolies, unhindered, have made possible
the modern development of the trust, and the trust is now a monster which I fear, even
the freest banking, could it be instituted, would be unable to destroy . ... Were all re-
strictions upon banking to be removed, concentrated capital could meet successfully the
new situation by setting aside annually for sacrifice a sum that would remove every
competitor from the field.

If this be true, then monopoly, which can be controlled permanently only by eco-
nomic forces, has passed for the moment beyond their reach, and must be grappled with
for a time solely by forces political or revolutionary.”

But even then, he seemingly viewed such concentration of wealth only as the result
of the prior operation of the Four Monopolies, working on an individual level. So his pes-
simism, arguably, reflected a neglect of the extent to which the power of large corporations
depended on ongoing state intervention on a structural level, operating on them as organi-
zations. Perhaps, then, we need not be so pessimistic.

As we shall see later in this chapter, Gabriel Kolko showed that the large trusts at the
turn of the twentieth century were unable to maintain their market share against more ef-
ficient smaller firms. The stabilization of most industries on an oligopoly pattern was possi-
ble, in the end, only with the additional help of the Progressive Era’s anti-competitive
regulations. The fact that the trusts were so unstable, despite the cartelizing effects of tariffs
and patents, speaks volumes about the level of state intervention necessary to maintain mo-
nopoly capitalism. But without the combined influence of tariffs, patents, and railroad sub-
sidies in creating the centralized corporate economy, there would not have been any large
corporations even to attempt trusts in the first place. The corporate transformation of the
economy in the late 19th century—made possible by the government’s role in railroad
subsidies, protectionism, and patents—was a necessary precondition for the full-blown state
capitalism of the 2oth century.

A.THE NINETEENTH CENTURY CORPORATE LEGAL R EVOLUTION

The American legal framework was transformed in the mid-nineteenth century in
ways that made a more hospitable environment for large corporations. Among the changes
were the rise of a general federal commercial law, general incorporation laws, and the status
of the corporation as a person under the Fourteenth Amendment. The cumulative effect of
these changes on a national scale was comparable to the later effect, on a global scale, of the
Bretton Woods agencies and the GATT process: a centralized legal order was created, pre-
requisite for their stable functioning, coextensive with the market areas of large corpora-
tions.

1. “Postscript to State Socialism and Anarchism” (1926), in Individual Liberty: Selections From
the Writings of Benjamin R. Tucker (New York: Vanguard Press, 1926). Reproduced online at
Flag.Blackened.Net <http://flag.blackened.net/daver/anarchism/tucker/tucker.html>.
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The federalization of the legal regime is associated with the recognition of a general
body of federal commercial law in Swiff v. Tyson (1842), and with the application of the
Fourteenth Amendment to corporate persons in Santa Clara County v. Southern Pacific Rail-
road Company (1886).

It was originally held under American constitutional law that there was no general
body of federal commercial law—only case law developed pursuant to the specific and
limited delegated powers of Congress. The diversity of citizenship jurisdiction of the fed-
eral courts—their jurisdiction over disputes between citizens of different states—was not
pursuant to the federal government’s power to regulate commerce, but simply served to
promote comity between the states. Cases in diversity jurisdiction were to be decided, not
on the basis of any general federal commercial law, but on the basis of the law of the state
in which the tort or contract took place. Until Swift v. Tyson, this state law was taken to in-
clude the case law which explicated it. Swift v. Tyson held, instead, that the law of the state
consisted only of statute law; as Justice Story argued,

in the ordinary use of language, it will hardly be contended that the decision of courts
constituted laws. They are, at most, only evidence of what the laws are, and are not, of
themselves law.

The federal judiciary, therefore, was governed in its diversity jurisdiction only by state
statutes, and not state case law. The federal judiciary was free to develop its own body of
judge-made common law—to judge according to “the general principles of commercial
law”—in deciding diversity cases." As Horwitz argued, Story’s opinion was a throwback to
the understanding of the common law as “found, not made,” a general body of principles
accessible to reason, which had almost entirely collapsed by that time in the face of the
modern understanding of positive law.”

The Santa Clara decision® was followed by an era of federal judicial activism, in which
state laws were overturned on the basis of “substantive due process.” The role of the fed-
eral courts in the national economy was similar to the global role of the contemporary
World Trade Organization, with higher tribunals empowered to override the laws of local
jurisdictions which were injurious to corporate interests.

In the federal courts, the “due process” and “equal protection” rights of corporations
as “juristic persons” have been made the basis of protections against legal action aimed at
protecting the older common law rights of flesh and blood persons. For example local or-
dinances to protect groundwater and local populations against toxic pollution and conta-
gion from hog farms, to protect property owners from undermining and land subsidance
caused by coal extraction—surely indistinguishable in practice from the tort liability provi-
sions of any just market anarchy’s libertarian law code—have been overturned as violations
of the “equal protection” rights of hog factory farms and mining companies. Barry Yeo-
man recounts a Pennsylvania community’s passage of an anti-sludge ordinance based on
health and safety concerns,

only to be sued by a sludge hauler called Synagro, which argued that the township had
infringed on its rights under the 14th Amendment, passed after the Civil War to guaran-
tee “equal protection” to all . . . .

After Santa Clara, federal judges began granting more and more rights to nonliving
“persons.” In 1922, the Supreme Court ruled that the Pennsylvania Coal Co. was enti-
tled to “just compensation” under the Fifth Amendment because a state law, designed to

1. In Morton Horwitz, The Transformation of American Law 1780-1860 (Cambridge and Lon-
don: Harvard University Press, 1977), p. 245.

2. Ibid. p. 246.

3. 118 U.S. 394 (1886) <http://caselaw.lp.findlaw.com/scripts/getcase.pl?navby=CASE&
court=US&vol=118&page=394>.
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keep houses from collapsing as mining companies tunneled under them, limited how
much coal it could extract . . . .

Local regulation of toxic sludge prompted lawsuits on the grounds that such restric-
tions violated corporate rights with regard to “equal protection, due process, taking with-
out just compensation, and rights guaranteed under the commerce clause.” Agribusiness
took the fight to the state Legislature, supporting a law under which the state attorney
general could sue any local government for passing an ordinance that “prohibits or limits a
normal agricultural operation.”’

The phrase “normal agricultural operation,” by the way, foreshadows a later theme in
this chapter: the ways in which the federal regulatory state has preempted and overriden
older common law standards of liability, replacing the potentially harsh damages imposed
by local juries with a least common denominator of regulatory standards based on “sound
science” (as determined by industry, of course).

More important than either of the above changes, however, is the general change in
corporate law: a move toward general incorporation laws at the state level, and the rise of
corporate entity status® under both state and federal law.

Robert Hessen has argued that general incorporation statutes provide no benefits that
could not be achieved by simple private contract.” Piet-Hein Van Eeghen, however, raises
the question of whether the entity status of the corporation, distinct from any or all of the
individual stockholders, could be established solely by private contract.

Entity status means that certain legal rights and duties are held by the corporation
as a separate, impersonal legal entity. In the case of the private business corporation, en-
tity status implies that title to the firm’s assets is held by the corporation in its own right,
separate from its shareholders.

Mlustrative of the fact that the corporate form of private enterprise deviates from
traditional forms of private property, entity status renders the legal position of both cor-
porate shareholders and managers (directors) awkward and ambiguous. As for corporate
shareholders, they are commonly regarded as the owners of the corporation, but they are
owners only in a limited sense. Shareholders do not have title to the assets of the corpo-
rate firm, but merely possess the right to appoint management and to receive dividends
as and when these are declared; title to the firm’s assets reverts back to shareholders only
when its corporate status is terminated. The lack of ownership rights over assets is illus-
trated by the fact that, in contrast to partners in an unincorporated partnership, corporate
shareholders cannot lay claim to their share of the assets of the corporate firm nor do
they have the right to force their co-partners to buy them out. Corporate shareholders
can liquidate their investment only by selling their shares to third parties . . . .

As for corporate management, their legal position is equally ambiguous. Managers
are appointed by directors who are the representatives of shareholders . ... This, how-
ever, is only part of the picture. While management is the agent for shareholders in the
sense of being ultimately appointed by and accountable to them, it is also the agent for
the corporation itself. After all, in order to manage the corporation’s assets, management
must legally represent the corporation as the titleholder to these assets. And because the
corporation is an impersonal legal entity, agency for the corporation lends a significant
degree of autonomy to the position of management, which is precisely why it has proved
so difficult to make shareholder control over management more effective . . . .

1. Barry Yeoman, “When Is a Corporation Like a Freed Slave?” Mother Jones, November-
December 2006 <http://www.motherjones.com/news/feature/2006/11/when_is_a_corporation_
like_a_freed_slave.html>.

2. The evolution of legal theory regarding the corporate entity status is discussed at length by
Morton Horwitz in The Transformation of American Law, 1870-1960: The Crisis of Legal Orthodoxy
(New York and Oxford: Oxford University Press, 1992), pp. 65-107.

3. In Defense of the Corporation (Stanford, Calif.: Hoover Institution, 1979).
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Other typical features of the corporation like limited liability and perpetuity are not
independent, original attributes, but are derived from its entity status.

Shareholders possess limited liability because they do not own the corporation’s as-
sets and are, consequently, also not liable for claims against these assets. Responsibility for
corporate debt rests with the corporation in its own right rather than with them . . . .

The corporate feature of perpetuity can also be traced back to the corporation’s
entity status. It is because assets are owned by the corporation in its own right rather
than by shareholders that the death or departure of shareholders does not affect its con-
tinued existence . . . ."

Van Eeghen argues that general incorporation under statute law is a source of special
privilege, insofar as it confers what were previously considered the incidents of statehood,
and is therefore impermissible from a libertarian standpoint:

It has, in fact, always been foreign to common law principles to allow private per-
sons the unrestricted freedom to assign their assets to the ownership of impersonal, and
thus state-like, legal entities . . . .*

Originally only state institutions (central, regional, and local government) possessed
corporate status, which seems entirely natural and appropriate. If we wish to escape
Louis XIV’s infamous dictum “I’état c’est moi” (“I am the state”) ..., the state should
indeed be given a legal entity separate from its officials. Only if such a separation exists
can state power be vested in the office rather than the person; and only when state
power is vested in the office can it be circumscribed by law . . . .

If it is agreed that entity status is indeed a typical attribute of the state, then anar-
chocapitalists who advocate a stateless society have even more reason to oppose private
firms taking on state-like attributes such as happens when they acquire corporate status.’

Further, Van Eeghen argues, corporate entity status and all its incidents have had the
practical effect of enabling all the negative features commonly identified in critiques of
corporate power:

(a) Increased Speculative Instability

Because incorporation separates ownership from control, shares in a modern corpo-
ration can be traded without necessarily affecting the management nor the capital posi-
tion of the firm. As a result, an active market in such shares develops more easily . . ..
Moreover, partners normally have the right to consultation in ownership transfers, which
also reduces the marketability of ownership stakes in unincorporated businesses.

.... Since incorporation significantly increases the marketability of ownership
stakes, it thereby also enhances the opportunities for speculative activity in share markets.
In addition, many of the participants in speculative markets are corporations themselves
and thus enjoy a degree of risk protection in the form of limited liability. Because the
balance between risk and reward is tampered with, speculative activity is artificially
stimulated . . . .

(b) Increased Market Concentration and Concentration of Control

Because the corporate form increases the average firm size, it will also ceteris paribus
increase the degree of concentration in any given market. Furthermore, because incor-
poration enhances the marketability of shares as well as the ease with which capital can

1. Piet-Hein van Eeghen. “The Corporation at Issue, Part I: The Clash of Classical Liberal
Values and the Negative Consequences for Capitalist Practice” Journal of Libertarian Studies Vol. 19
Num. 3 (Fall 2005), pp. 52-54 <http://www.mises.org/journals/jls/19_3/19_3_3.pdf>.

2. Piet-Hein van Eeghen. “The Corporation at Issue, Part II: A Critique of Robert Hesson’s In
Defense of the Corporation and Proposed Conditions for Private Incorporation” Journal of Libertarian
Studies Vol. 19 Num. 4 (Fall 2005), p. 39 <http://www.mises.org/journals/jls/19_4/19_4_3.pdf>.

3. Van Eeghen, “The Corporation at Issue, Part I,” pp. 54, 6.
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be raised, it also creates better opportunities to gain market share by mergers and take-
I
overs.

Although Hessen argued that entity status could be established solely by contract, van
Eeghen takes issue with that claim. Hessen, he argues, “confuse[s] the joint-stock principle
with corporate status.” Entity status does not consist merely of the shareholders acting “as
a unified collective in a court of law”; rather, entity status refers to the corporation as “a
legal entity separate from shareholders.”

If it is agreed that the corporation is a legal entity separate from shareholders, then Hes-
sen’s claim that it can be the product of private contracting is obviously severely weak-
ened if not dismissed. It is clear that private contracting can achieve only joint ownership
of the contractors’ assets (a partnership); it cannot establish a legal entity separate from
the natural persons of the contractors themselves to which they assign their assets . . . .*

I confess the argument that separate entity status could be established by private con-
tract is not entirely implausible. Van Eeghen’s argument from the nonexistence of such pri-
vate contracts is not, in itself, very convincing. One might argue that the general idea of
free contract is quite recent, that it has been given even comparatively free rein only in the
past few centuries, and that, even so, the form it has taken in that time has reflected the
path dependencies created by a far more statist society. A great many contractual arrange-
ments might be conceivable without the state that have never yet come into existence
simply because the state still casts such a huge shadow. Arguably, the very availability of
statutory provisions for general incorporation has had the eftect of crowding out private
contractual arrangements. I can see nothing inherently nonsensical or repugnant in the
idea of a number of private individuals contracting to create a permanent corporate entity
separate from any or all of themselves as individuals, or of local free juries choosing to rec-
ognize the standing of such entities under the body of libertarian law.

Whether the corporation, as distinguished by its entity status from an ordinary part-
nership, could come about through private contracting alone, is in my opinion a question
involving so much counterfactual speculation as to be unanswerable. But even stipulating
that it could won’t get Hessen very far. He misses the point entirely:

The actual procedure for creating a corporation consists of filing a registration document
with a state official ..., and the state’s role is purely formal and automatic. Moreover, to
call incorporation a “privilege” implies that individuals have no right to create a corpo-
ration. But why is governmental permission needed? Who would be wronged if busi-
nesses adopted corporate features by contract? . ... If potential creditors find any of
these features objectionable, they can negotiate to exclude or modify them.?

But they could negotiate to exclude or modify them a lot more effectively in a sys-
tem where corporations had to be established entirely by private contract, than they can
under a system where incorporation is “automatic,” and where the potentially objection-
able features are the default version. The fact that the state makes establishing entity status
and all its accidents so much easier, by providing a ready-made and automatic venue for in-
corporation, surely results in a considerable distortion of the market. General incorporation
legislation creates a standard procedure for setting up a corporation with entity status, with
standard forms to file and automatic recognition to anyone following the prescribed pro-
cedure. Thus, the state intervenes to make the corporation the standard form of business
organization, and essentially removes the transaction costs of organizing it.

1. Ibid., pp. 60-64.

2. “The Corporation at Issue, Part I1,” p. 46.

3. Robert Hessen, “Corporations,” The Concise Encyclopedia of Economics (Library of Econo-
mics and Liberty) <http://www.econlib.org/library/Enc/Corporations.html>.
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Leaving aside the broader question of entity status, both Murray Rothbard and
Stephan Kinsella have argued that the narrower principle of limited liability for debt could
be established by contract, simply by announcing ahead of time that individual sharehold-
ers in a firm would be liable only for the amount of their investment. In that case, it would
be entirely the voluntary decision of creditors whether or not to accept such terms, and if
most creditors found such terms objectionable, the market would punish firms attempting
to limit liability by prior announcement in this way.' But the very fact that limited liability
can be had, not by negotiating it in a private contract on a case by case basis and persuad-
ing each group of creditors separately to accept such terms, but merely by filing some stan-
dard papers under the general terms of the corporate form provided by statute, distorts the
market away from the voluntary nature of limited liability as it would exist under a purely
contractual regime. If, under the auspices of the state’s code of laws, the limited liability
corporation becomes the dominant form of organization, how “voluntary” can the choice
of alternatives be from the standpoint of a creditor? As Gregory White, a commenter on
Kinsella’s article, asked, “if you can get a large immunity from debts just by the relatively
smaller cost of incorporating, why wouldn’t a self-interested investor/owner do so?”

So once every firm of any substantial size is incorporated, what real ‘agreement’
(really choice) is there? . . . .

With limited liability to debts granted by government charter, the “right of a free
individual” to effectively choose the contract is destroyed by implication. In practice they
have little choice but to accept the limited liability condition, since it is a government
granted privilege that any business person would quickly seize on.

... The legislation distorts the market by destroying some measure of bargaining
power on the part of creditors.

In response to Kinsella’s claim that the government merely duplicates the effect of
private contract (“The government only helps hang a bright neon sign recognizing that the
shareholders are broadcasting to all third parties: if you deal with us, you can’t come after
our personal assets”), White responded:

... [The “sign hanging”] guarantees an immunity, destroying possible terms of negotia-
tion. Without government, the corporation can do no more than ask for agreement . . . .
The government distorts the market here . ... And that distortion plays into natural
rights. Some will not be able to recover their own property, where without the distor-
tion, they could have otherwise formed a different contract. It will distort bargaining
power in some circumstances.’

Whether or not it could be established by mere contract in a hypothetical scenario,
the understanding of the corporate entity status that emerged from the late nineteenth
century on was a radical departure from the earlier understanding of the property rights of
individual shareholders in a joint-stock corporation. To that extent, the modern corpora-
tion with separate entity status really is fundamentally different from the earlier joint-stock
corporation. As understood under the earlier doctrine, the property rights of the individual
shareholder really were analogous to those of a partner. The understanding is exemplified
by the majority opinion in the Dartmouth College case, in which any amendment to a
corporate charter, or indeed “any fundamental corporate change,” was considered a breach
of the shareholder’s contract, a “taking” of his property. All such changes had to be con-
sented to unanimously by shareholders, in exactly the same manner as members would
consent to the change in terms of a partnership. Under the modern understanding, on the

1. Stephan Kinsella “In Defense of the Corporation,” Mises Economics Blog, October 27,
2005 <http://blog.mises.org/archives/004269.asp>.
2. Ibid.
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other hand, the corporation is an entity separate entirely from any or all individual share-
holders, and governed by a simple majority vote.’

In addition, many critics of the corporate form argue that the “corporate veil” dilutes
legal responsibility. It is true, as Kinsella argued, that officers and shareholders are techni-
cally liable for criminal acts, and not legally exempt for criminal behavior under the corpo-
rate form.” And as Joshua Holmes pointed out:

Limited Liability is not at all absolute . . . . In cases of fraud, or where the corporate [sic]
does not have sufficient independence from its shareholders, courts will “pierce the veil”.
When courts pierce the veil, plaintiffs against a corporation can indeed hold the share-
holders directly liable. This often happens when the corporation is undercapitalised, that
is, when the corporation obviously doesn’t have enough assets to cover its liabilities. This
happens surprisingly frequently, and more often in torts cases than contracts cases.’

But the legal status of the modern corporation starts from the presumption against le-
gal responsibility, as opposed to the common law presumption in the case of sole
proprietorships and partnerships that the burden of monitoring one’s property and
avoiding the criminal or tortious use of it by one’s hired agents lay with the owner.
Sheldon Richman made a similar observation, raising the issue of

whether one is at all responsible for what happens with one’s property . . . . If one has no
liability, one has no incentive to pay attention to how “one’s property” is being used.*

The corporate veil seems deliberately designed to dilute or obscure personal respon-
sibility. The corporate form provides shareholders with some of the benefits of ownership,
while freeing them from the normal responsibilities associated with property ownership
under the common law. An ordinary property owner is expected to take reasonable care in
overseeing it, and exercise reasonable supervision over his hired overseers, or risk being
charged with negligence if the property is misused to someone else’s harm. The corporate
form not only absolves the “owners” of such responsibility, but makes the exercise of re-
sponsible control impossible. It functions, in effect, as a form of “plausible deniability,” in-
creasing the difficulty of assigning blame for malfeasance.

Corporate officers, under pressure from “the market for corporate control” to in-
crease profit margins (without overmuch scrupulosity on the investors’ part as to what
means management uses to achieve the result), are put in a double bind. As “quasibill,” an
astute commenter on my blog, remarked on my review of van Eeghen’s articles:

The reality is that management does get directives from the shareholders, in the form of a
demand for greater dividends/share prices. Management does respond to this directive,
sometimes at the expense of innocent third parties. And management does present this
situation as a defense—"I would’ve been fired had I paid for a proper truck driver for
that route!” and often juries/factfinders will buy that defense—implicitly finding that it
was the shareholder’s demands that caused the negligence.’

“Who will rid me of this turbulent priest?” If anyone considers the expression “plausible
deniability” overblown, consider this bit of legal advice:

First, the corporate veil is always disregarded by courts for criminal acts of the offi-
cers, shareholders, or directors of a corporation. Further, federal and state tax laws gener-
ally impose personal liability on those individuals responsible for filing sales and income
tax returns for the corporation.

1. Horwitz, Transformation of American Law (1870-1960), pp. 87-89.

2. Ibid.

3. Comment under Kevin Carson, “Corporate Personhood” April 24, 2006
<http://mutualist.blogspot.com/ 2006/04/corporate-personhood.html>.
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4. Ibid.

5. Ibid.



POLICIES PROMOTING CENTRALIZATION AND LARGE ORGANIZATIONAL SIZE 61

For most other matters, the corporate veil is most often pierced by courts in situa-
tions where the shareholders of a corporation disregard the legal separateness of the cor-
poration and the corporation acts as nothing more than an alter ego for the shareholders’
own dealings . . .

It is essential that minutes be maintained of board and shareholder actions. Corpo-
rate minutes are the first line of defense against the IRS, creditors, and other parties mak-
ing claims against the corporation, particularly if a claim is based on a theory that the
corporation should not be taxed as a corporation or afforded limited liability (piercing
the corporate veil) . ... Many closely-held corporations fail to keep even annual min-
utes, which greatly weakens the position of the corporation and its shareholders, direc-
tors, and officers in many circumstances. Regular minutes can also:

* Prevent IRS claims of unreasonable compensation of executives who are share-
holders

* Protect against IRS claims of excess accumulated earnings

* Create defenses against lawsuits attempting to establish personal liability of direc-
tors or officers, by evidencing board business judgment and specific authoriza-
tion

* Protect against spurious lawsuits of minority shareholders

* Establish authority for corporate actions for the benefit of outside parties

Minutes of a meeting should be prepared by the Secretary of the Corporation,
signed, and then approved by the Board or shareholders, as the case may be, at the next
meeting or in the next action. This will minimize any claim that the written minutes do
not accurately reflect the action taken. Minutes should always reflect that proper notice
was given or waived, who was present and who was absent, and that a quorum was pre-
sent. Any abstentions or dissents on a vote should be noted for the protection of the di-
rector abstaining or dissenting. In a closely-held corporation, meetings are often held to
create minutes rather than to make decisions, but holding formal meetings with parlia-
mentary procedures tends to result in more deliberate and organized decision- making
and is recommended if practical.

It is equally important that minutes be limited to material which helps and not
hurts the corporation. Resolutions should be set forth. The fact that a report was given
or a discussion held on a subject should be noted. Statements made by a director or the
actual content of a report or discussion, however, should generally not be included, since
these references tend to be damaging more often than not. Claimants of a corporation
will many times establish their case on the basis of minutes which were too detailed . . . .
Generally, only formal resolutions adopted by the Board should be set forth in minutes.’

In other words, cover your ass with the minimal amount of documentation to pay
homage to the corporate form, but avoid potentially incriminating specific details as much
as possible, so you can distance yourself from the decision-making process after the fact.

Although shareholders and corporate officers are liable in theory for malfeasance, in
practice the standard is applied far differently to the corporation, and the sole proprietor-
ship, respectively. As “quasibill” points out,

agency law is a major source of liability for sole proprietors, but is arbitrarily cut off in
the case of shareholders merely by invoking the statutory grant of incorporation. One
can argue that the corporate veil can be pierced, but the standards are not the same; in
essence, so long as the shareholder is extremely negligent in how the business is run, he’s
insulated from responsibility. In contrast, agency law places a burden on a sole proprietor
to be responsible about his choice of agents.

[The shareholder is protected], so long as [he]| can demonstrate that he “respected
the corporate identity.” So, as long as he didn’t mix and mingle assets, or fail to hold
corporate meetings, he’s protected from liability. In fact, so long as he colludes with his

1. “How to Avoid Piercing of Your Corporate Veil.” Click&Inc. The Internet’s Only Custom-
ized Incorporation Service for Home & Small Business Owners <http://www.clickandinc.com/
corporate_veil.asp>.
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fellow shareholders, he can make it airtight by demonstrating that after all corporate
formalities were followed, they all voted for the same result . . . .

In contrast, a sole proprietor who turned the day to day operation of his business
over to a hired manager would be bound by the acts of his agent that were taken in the
scope of the agency, period. The sole proprietor is responsible for choosing that person
and imbuing him with authority. Especially if he didn’t supervise the manager very well
and the manager uses the business to defraud customers . . . . In contrast, the sharehold-
ers are actually encouraged to take LESS care in how the day to day manager is operat-
ing the business. The less care he takes, the more he can claim he respected the corporate
personality.”

In countering the argument from the shareholders’ moral responsibility, Kinsella is put
in the awkward position of repudiating much of what Mises said about the entrepreneurial
corporation, and thereby conceding ground to Berle and Means on the divorce of owner-
ship from control. As we shall see in Chapter Seven, Mises repudiated the theory of the
managerial corporation, and clearly distinguished the bureaucratic from the entrepreneurial
organization. The entrepreneurial corporation, no matter how large, he said, is simply an
agent of the owner’s will, enforced by the magic of double-entry bookkeeping.

Kinsella, on the other hand, was obliged to attenuate the shareholder’s theoretical
ownership relationship as much as possible:

It is bizarre that there is this notion that owners of property are automatically liable for
crimes done with their property . .. Moreover, property just means the right to control.
This right to control can be divided in varied and complex ways. If you think sharehold-
ers are “owners” of corporate property just like they own their homes or cars—well, just
buy a share of Exxon stock and try to walk into the boardroom without permission . . . .

In correspondence with Sean Gabb, Kinsella “raise[d] doubts about the effective con-
trol that shareholders have over their companies, and wonder[ed] if they should not rather
be placed in the same category as employees or lenders or contractors.” The answer, Gabb
said, is that shareholders are “the natural owners of their companies. They have not lent
money to them.They are not providing paid services. They are the owners.””

In a subsequent article, Kinsella argued that “the default libertarian position is that an
individual is responsible for torts he commits.”

If you want to hold others liable for this too, you need to show some kind of causal con-
nection between something done by the third person, and the tort committed by the di-
rect tortfeasor. You seem to assume that this connection is present in the case of a share-
holder because he is the “true” or “natural” owner of the company’s assets. This I think
is what troubles me the most—it seems too much of an assertion to me.*

Of course this is a complete departure from the traditional distinction between residual
and contractual claimants. The shareholder is the residual claimant, owner and principal; the
management are his agents. The creditor’s entitlement is to a “contractually defined absolute
return”;’ the residual claimant is entitled to the net revenue after contractual claims are paid.
It was of great importance to Mises to demonstrate that the owner’s control of the corpora-
tion was real, and that the management were entirely his agents. Kinsella, on the other hand,
is apparently so dead set on helping the shareholder to evade the responsibilities of owner-

1. Comment under Stephan Kinsella, “Sean Gabb’s Thoughts on Limited Liability,” Mises
Economics Blog, September 26, 2006 <http://blog.mises.org/archives/005679.asp>.

2. Comment under Carson, “Corporate Personhood.”

3. Sean Gabb “Thoughts on Limited Liability” Free Life Commentary, Issue Number 152, 26th
September 2006 <http://www.seangabb.co.uk/flcomm/flct s2.htm>.

4. Stephan Kinsella, “Sean Gabb’s Thoughts on Limited Liability.”

5. Quasibill comment under Ibid.
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ship, as to identify ownership with “control,” and to argue on that basis that the de jure
“ownership” of the shareholders is ambiguous at best.

.. ..You conceive of a shareholder as the “natural” owner of the enterprise. I am skepti-
cal of relying on the conceptual classifications imposed by positive law. To me a share-
holder’s nature or identity depends on what rights it has. What are the basic rights of a
shareholder? What is he “buying” when he buys the “share”? Well, he has the right to
vote—to elect directors, basically. He has the right to attend shareholder meetings. He
has the right to a certain share of the net remaining assets of the company in the event it
winds up or dissolves, after it pays off creditors etc. He has the right to receive a certain
share of dividends paid if the company decides to pay dividends—that is, he has a right
to be treated on some kind of equal footing with other shareholders—he has no absolute
right to get a dividend (even if the company has profits), but only a conditional, relative
one. He has (usually) the right to sell his shares to someone else. Why assume this bundle
of rights is tantamount to “natural ownership”’—of what? Of the company’s assets? But
he has no right to (directly) control the assets . . . . Surely the right to attend meetings is
not all that relevant. Nor the right to receive part of the company’s assets upon winding
up or upon payment of dividends—this could be characterized as the right a type of
lender or creditor has.'

Kinsella has come a long way from his initial argument that the corporation was sim-
ply a contractual device for property owners to pool their property and appoint managers
for it as they saw fit, and there is little left of his trail of breadcrumbs. He winds up, as qua-
sibill comments, “intimat[ing] that there is no real owner of corporate property—that an
abstraction . . . [has] property rights.””

Kinsella does not seem clearly to grasp just how much baby he is throwing out with
the bathwater. He concedes much ground to those who argue that the “private” owner-
ship is a legal fiction, and that the corporation is a quasi-state institution controlled by
managers with only certain contractually defined obligations—mostly usufructory—to
shareholders. Mises’ arguments regarding calculation all assume an “entrepreneurial” cor-
poration that is really an extension of the owner’s will and judgment; he saw the
Berle/Means argument as a challenge to be overcome, and his distinction between the bu-
reaucratic and the entrepreneurial organization was central to his attempt to refute them.
Kinsella is forced to abandon this project.

He makes this retreat explicit, in defending the shareholder from liability based on his
lack of control:

. [A] sole proprietor is liable because he directs the actions of the negligent em-
ployee, and actually runs the company—sets policies, controls it, manages it. In a joint
stock company, the shareholders don’t do any of this. They elect the board, which ap-
points managers. In my view, the managers are more analogous to the sole proprietor
than the shareholders are.

... . Merely being a shareholder is not sufficient. It’s having control. I believe most
of the corporation opponents have some view that inherently connects liability to prop-
erty. I think this is confused and wrong. Liability flows from one’s actions—from con-
trol—from causing the harm to occur . .. .}

In addition, he misses the point: claiming the absence of control is not a defense, be-
cause it begs the question of whether they should have exercised more control. The proper
question is whether property ownership ought to entail some minimal level of oversight
and responsibility, and whether one of the benefits of the corporate form (from the own-
ers’ perspective) is that it enables the evasion of that responsibility. Arguably, doesn’t the

1. Ibid.
2. Comment under Ibid.
3. Comment under Ibid.
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very act of delegating control of property in a way that makes one’s own direct oversight
less feasible, in itself make one liable for any resulting malfeasance by one’s agent? Isn’t the
absentee owner negligent precisely because he put himself in a position in which he exer-
cised little or no control over how his agents used his property? In short: isn’t one of the
virtues of the corporate form, from the shareholders’ perspective, that it creates plausible
deniability?

So there is an irresolvable contradiction in the Hessen-Kinsella understanding of
property rights in the corporation. Such defenders of the corporation start out by defend-
ing it as a normal outgrowth of private property rights and the right, by free contract, to
make arrangements for governing one’s property. But before they’re done, they wind up
minimizing the property relations between individual shareholders and the corporation.
The overall effect is one of deliberate ambiguity, in which the corporation is treated as
property in the ordinary sense, or as an instrument of the shareholders’” exercise of property
rights, only when convenient. There is a contradiction in saying the corporation is merely a
contractual arrangement for arranging property, like a partnership, and then minimizing
the property relationship or responsibility of any particular property holder. Either the
corporation is just another form of partnership, in which case shareholders are the real le-
gal actors, or the corporation is a state-created entity for privatizing profit while attenuat-
ing responsibility. It can’t be both ways.

Interestingly, some defenders of the corporation have been quite aware of the contra-
diction. For example, Dwight Jones wrote:

.. .. The main value of a corporate charter arises from the fact that powers and privileges

are thereby acquired which individuals do not possess. It is this that makes the difference
between a business corporation and a partnership. In the former there is no individual li-

ability . ... There is no death .. .. It is not policy therefore for a corporation to break
down its own independent existence by burying its original character in the common
place privileges of the individual . . . . Any mingling of corporate existence with the ex-

istence of the shareholders will weaken corporate rights.’

Jones defended the attenuation of shareholder liability under the entity form, in terms
quite similar to Kinsella. But he perceived much more acutely than Kinsella that this de-
fense comes at a price: it completely rules out any defense of the corporation in which the
latter is an ordinary contractual expression of the property rights of the shareholders, in the
same sense as a partnership.

Even those defending entity status, like Hessen and Kinsella, as an outgrowth of ordi-
nary private contracting akin to the partnership, faced difficulties. The most notable propo-
nent of the “natural entity” doctrine (favored also by Hessen and Kinsella) was Ernst Fre-
und, author of The Legal Nature of Corporations (1897). Freund attempted to reconcile the
status of the corporation as a representative entity governed by corporate rule, with an indi-
vidualist understanding of it as the sum of its parts in the same sense as a partnership. Never-
theless, he was somewhat put off by the fact that corporate powers were vested directly in
the board of directors. The practical effect, he was forced to admit, was that

corporate capacity [was| thereby shifted from the members at large to the governing
body . ... Such an organization reduces the personal cohesion between the [sharehold-
ers| to a minimum, and allows us to see in a large railroad, banking or insurance corpora-
tion rather an aggregation of capital than an association of persons.”

Henry Williams argued, in an 1899 American Law Register article, that shareholders
“possess|ed] no actual existing legal interest . . . whatever” in the corporation . ... Their

1. Dwight A. Jones, “A Corporation as ‘A Distinct Entity,”” 2 Couns. 78, 81 (1892), in Hor-
witz, The Transformation of American Law !870-1960, p. 9I.
2. Quoted in Horwitz, The Transformation of American Law 1870-1960, pp. 102-103.
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legal rights accrued only at dissolution, and even then their rights were “entirely subsidi-
ary” to those of creditors."

In the same regard, almost directly contrary to Mises’ perception, the market for cor-
porate control, far from an instrument of the absolute property rights of the entrepreneur,
has been associated with the attenuation of shareholder property rights in the corporation.
As we saw above, the modern corporate entity status required a shift to majority share-
holder control of the corporation, and an end to the earlier understanding (reflected in
Dartmouth) of the shareholder as possessing absolute property rights analogous to those in a
partnership. The result, by the early twentieth century, was a common legal understanding
in which “the modern stockholder is a negligible factor in ... management,” and in
which a sharp distinction was made between the status of “investor” and “proprietor.””
The shift was encouraged by the rise of public securities markets. Until the 1890s, public
issues of stock were rare and public trading (outside of railroad stock) almost unheard of. In
an environment in which the issuance of stock was still largely private and associated with
the formation of joint-stock companies, it was more plausible to regard investment in a
corporation as equivalent to buying into a partnership. The creation of public equity mar-
kets, in which shares were commonly acquired by those with no direct role in the forma-
tion or governance of the firm, and bought on an anonymous market rather than issued
directly to the shareholder by the firm, made the cultural holdover far less tenable. It be-
came virtually impossible to maintain with a straight face the earlier “trust fund” doctrine
of Dartmouth and other decisions, in which the shareholder was a partner with absolute
property rights in the governance of the corporation.’ By the turn of the century, the
board of directors was clearly coming to be seen as the agent, not of shareholders, but of
the corporation as a separate entity.*

To sum up, it may be true, as Hessen argued, that something like the corporate
form—with entity status and limited liability—could be established by purely private con-
tract. But it’s also true, as Gregory White said, that the state artificially lowered the transac-
tion costs of the corporate form compared to alternative models of firm organization, by
providing an established and virtually automatic mechanism to facilitate adoption of the
corporate form. What’s more, it has promoted a particular model of the corporation out of
a number of possible alternative corporate models that might have been established by
contract. The standard corporate form, established under general incorporation laws, is
based on an amalgamation of capital which hires workers. The state artificially privileges
this form against, and crowds out, alternative corporate organizational models: for instance,
a model in which associated labor is the residual claimant and pays only fixed contractual
returns on borrowed capital.

As 1 will argue in Chapter Eight, the management of a corporation is a self-
perpetuating oligarchy, in control of a free-floating mass of unowned capital, and its alleged
representation of the shareholders serves merely as a legitimizing ideology to insulate it
from internal stakeholder control.

B. SUBSIDIES TO TRANSPORTATION AND
COMMUNICATION INFRASTRUCTURE

“Internal improvements” were a controversial issue throughout the nineteenth cen-
tury, and were a central part of the mercantilist agenda of the Whigs and the Gilded Age

Ibid. p. 103.
Ibid. p. 93.
Ibid. pp. 96-98.
Ibid. p. 99.
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GOP. But the government’s role in promoting a national railroad system effected a revolu-
tion several orders of magnitude greater than anything that had occurred before.

As we shall see below, the failure of the trust movement at the turn of the 20th cen-
tury reflected the insufficiency of railroad subsidies, tariffs and patents alone to maintain
stable monopoly power. But without the government-subsidized “internal improvements”
of the nineteenth century, it is doubtful that most national-scale industrial firms would
have existed. If the neo-Hamiltonianism of the 19th century was not a sufficient condition
for the state capitalism of the 20th, it was certainly a necessary one.

As Coase pointed out, “[i|nventions which tend to bring factors of production nearer
together, by lessening spatial distribution, tend to increase the size of the firm.”" This ap-
plies as well to inventions that lessen the cost of spatial distribution by making transporta-
tion cheaper over longer distances. The effect of transportation subsidies is to artificially
enlarge market areas, and hence to artificially increase firm size.

Adam Smith argued over two hundred years ago for the fairness of internalizing the
costs of transportation infrastructure through user fees.

It does not seem necessary that the expense of those public works should be de-
frayed from that public revenue, as it is commonly called, of which the collection and ap-
plication is in most countries assigned to the executive power. The greater part of such
public works may easily be so managed as to afford a particular revenue sufficient for de-
fraying their own expense, without bringing any burden upon the general revenue of so-
ciety .. ..

When the carriages which pass over a highway or a bridge, and the lighters which
sail upon a navigable canal, pay toll in proportion to their weight or their tonnage, they
pay for the maintenance of those public works exactly in proportion to the wear and
tear which they occasion of them . . . .

It seems not unreasonable that the extraordinary expense which the protection of
any particular branch of commerce may occasion should be defrayed by a moderate tax
upon that particular branch; by a moderate fine, for example, to be paid by the traders
when they first enter into it, or, what is more equal, by a particular duty of so much per-
cent upon the goods which they either import into, or export out of, the particular
countries with which it is carried on.”

But that’s not the way things work under what the neoliberals like to call “free mar-
ket capitalism.” Spending on transportation and communications networks from general
revenues, rather than from taxes and user fees, allows big business to externalize its costs on
the public, and conceal its true operating expenses. Chomsky described this state capitalist
underwriting of shipping costs quite accurately:

One well-known fact about trade is that it’s highly subsidized with huge market-
distorting factors . . .. The most obvious is that every form of transport is highly subsi-
dized . ... Since trade naturally requires transport, the costs of transport enter into the
calculation of the efficiency of trade. But there are huge subsidies to reduce the costs of
transport, through manipulation of energy costs and all sorts of market-distorting func-
tions.?

Every wave of concentration of capital in the United States has followed a publicly
subsidized infrastructure system of some sort. The national railroad system, built largely on
free or below-cost land donated by the government, was followed by concentration in
heavy industry, petrochemicals, and finance. Albert Nock ridiculed the corporate liberals of

1. “The Nature of the Firm,” Economica, November 1937, p. 397.

2. Wealth of Nations pp. 315, 319.

3. Noam Chomsky, “How Free is the Free Market?” Resugence no. 173 <http://www.oneworld.org/
second_opinion/chomsky.html>.
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his time, who held up the corruption of the railroad companies as examples of the failure
of “rugged individualism” and “laissez-faire.”

The fact is that our railways, with few exceptions, did not grow up in response to any ac-
tual economic demand. They were speculative enterprises enabled by State intervention,
by allotment of the political means in the form of land-grants and subsidies; and of all
the evils alleged against our railway-practice, there is not one but what is directly trace-
able to this primary intervention.'

The federal railroad land grants, as Murray Rothbard described them, included not
only the rights-of-way for the actual railroads, “but fifteen-mile tracts on either side of the
line.” As the lines were completed, this adjoining land became prime real estate and sky-
rocketed in value. As new communities sprang up along the routes, every house and busi-
ness in town was built on land acquired from the railroads. The tracts also frequently in-
cluded valuable timber land.”

And Michael Piore and Charles Sabel consider it quite unlikely the railroads would
have been built as quickly or on as large a scale, absent massive subsidies. The initial capital
outlays (securing rights of way, preparing roadbeds, laying track) were simply too costly.’

As we saw in Chapter One, it was the creation of the national railroad system which
made possible first national wholesale and retail markets, and then large manufacturing
firms serving the national market.

The next major transportation projects were the national highway system and the
civil aviation system. From the earliest days of the automobile-highway complex, when the
Model-T met the “good roads” movement in the state legislatures, a modern highway net-
work was synonymous in the public mind with “progress.”

And the “good roads” movement had had the backing of mercantilist interests from
the turn of the century.

One of the major barriers to the fledgling automobile industry at the turn of the
century was the poor state of the roads. One of the first highway lobbying groups was
the League of American Wheelmen, which founded “good roads” associations around
the country and, in 1891, began lobbying state legislatures . . . .

The Federal Aid Roads Act of 1916 encouraged coast-to-coast construction of
paved roads, usually financed by gasoline taxes (a symbiotic relationship if ever there was
one). By 1930, the annual budget for federal road projects was $750 million. After 1939,
with a push from President Franklin Roosevelt, limited-access interstates began to make
rural areas accessible.*

It was this last, in the 1930s, that signified the most revolutionary change. From its be-
ginning, the movement for a national superhighway network was identified, first of all, with
the fascist industrial policy of Hitler, and second with the American automotive industry.

The “most powerful pressure group in Washington” began in June, 1932, when GM Presi-
dent, Alfred P. Sloan, created the National Highway Users Conference, inviting oil and

1. Albert Jay Nock, Our Enemy, the State (Delavan, Wisc.: Hallberg Publishing Corporation,
1983), p. 102.
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(New York: HarperCollins, 1984), p. 66.

4. Jim Motavalli, “Getting Out of Gridlock: Thanks to the Highway Lobby, Now We’re Stuck
in Traffic. How Do We Escape?” E Magazine, March/April 2002 <http://www.emagazine.com/
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rubber firms to help GM bankroll a propaganda and lobbying effort that continues to this
day.’'

One of the earliest depictions of the modern superhighway in America was the Fu-
turama exhibit at the 1939 World’s Fair in New York, sponsored by (who else?) GM.

The exhibit . . . provided a nation emerging from its darkest decade since the Civil War a
mesmerizing glimpse of the future—a future that involved lots and lots of roads. Big
roads. Fourteen-lane superhighways on which cars would travel at 100 mph. Roads on
which, a recorded narrator promised, Americans would eventually be able to cross the
nation in a day.”

The Interstate’s association with General Motors didn’t end there, of course. Its actual
construction took place under the supervision of DOD Secretary Charles Wilson, formerly
the company’s CEO. During his 1953 confirmation hearings, when asked whether “he
could make a decision in the country’s interest that was contrary to GM’s interest,”

Wilson shot back with his famous comment, “I cannot conceive of one because for years
I thought what was good for our country was good for General Motors, and vice versa.
The difference did not exist. Our company is too big.”

Wilson’s role in the Interstate program was hardly that of a mere disinterested tech-
nocrat. From the time of his appointment to DOD, he “pushed relentlessly” for it. And the
chief administrator of the program was “Francis DuPont, whose family owned the largest
share of GM stock ....”* Corporate propaganda, as so often in the twentieth century,
played an active role in attempts to reshape the popular culture.

Helping to keep the driving spirit alive, Dow Chemical, producer of asphalt, entered the
PR campaign with a film featuring a staged testimonial from a grade school teacher
standing up to her anti-highway neighbors with quiet indignation. “Can’t you see this
highway means a whole new way of life for the children?””

Whatever the political motivation behind it, the economic effect of the Interstate sys-
tem should hardly be controversial. Virtually 100% of the roadbed damage to highways is
caused by heavy trucks. And despite repeated liberalization of maximum weight restric-
tions, far beyond the heaviest conceivable weight the Interstate roadbeds were originally
designed to support,

fuel taxes fail miserably at capturing from big-rig operators the cost of exponential
pavement damage caused by higher axle loads. Only weight-distance user charges are ef-
ficient, but truckers have been successful at scrapping them in all but a few western states
where the push for repeal continues.’

So only about half the revenue of the highway trust fund comes from fees or fuel
taxes on the trucking industry, and the rest is externalized on private automobiles. Even
David S. Lawyer, a skeptic on the general issue of highway subsidies, only questions
whether highways receive a net subsidy from general revenues over and above total user
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fees on both trucks and cars; he effectively concedes the subsidy of heavy trucking by the
gasoline tax.’'

As for the civil aviation system, from the beginning it was a creature of the state. The
whole physical infrastructure was built, in its early decades, with tax money.

Since 1946, the federal government has poured billions of dollars into airport develop-
ment. In 1992, Prof. Stephen Paul Dempsey of the University of Denver estimated that
the current replacement value of the U.S. commercial airport system—virtually all of it
developed with federal grants and tax-free municipal bonds—at $1 trillion.

Not until 1971 did the federal government begin collecting user fees from airline
passengers and freight shippers to recoup this investment. In 1988 the Congressional
Budget Office found that in spite of user fees paid into the Airport and Airways Trust Fund, the
taxpayers still had to transfer $3 billion in subsidies per year to the FAA to maintain its network
of more than 400 control towers, 22 air traffic control centers, 1,000 radar-navigation
aids, 250 long-range and terminal radar systems and its staft of 55,000 traffic controllers,
technicians and bureaucrats.”

(And even aside from the inadequacy of user fees, eminent domain remains central to the
building of new airports and expansion of existing airports.)

Subsidies to the airport and air traffic control infrastructure of the civil aviation sys-
tem are only part of the picture. Equally important, as we shall see below, were the direct
role of the state in creating the heavy aircraft industry, whose heavy cargo and passenger
jets revolutionized civil aviation after WW!II. The civil aviation system is, many times over,
a creature of the state.

The result of the government-sponsored highway and civil aviation systems, taken to-
gether, was massive concentration in retail, agriculture, and food processing. The centralized
corporate economy depends for its existence on a shipping price system which is artifi-
cially distorted by government intervention. To fully grasp how dependent the corporate
economy is on soclalizing transportation costs, imagine what would happen if truck and
aircraft fuel were taxed enough to pay the full cost of maintenance and new building costs
on highways and airports; and if fossil fuels depletion allowances were removed. The result
would be a massive increase in shipping costs. Does anyone seriously believe that Wal-
Mart’s national “warehouses on wheels” distribution system would be feasible, or corpo-
rate agribusiness could outcompete the local farm?

It is fallacious to say that state-subsidized infrastructure “creates efficiencies” by mak-
ing possible large-scale production for a national market. If production on the scale pro-
moted by infrastructure subsidies were actually efficient enough to compensate for real dis-
tribution costs, the manufacturers would have presented enough effective demand for such
long-distance shipping at actual costs to pay for it without government intervention. On
the other hand, an apparent “efficiency” that presents a positive ledger balance only by
shifting and concealing real costs, is really no “efficiency” at all. Costs can be shifted, but
they cannot be destroyed.

Intellectually honest free market advocates freely admit as much. For example, Tibor
Machan wrote in The Freeman that

Some people will say that stringent protection of rights [against eminent domain|
would lead to small airports, at best, and many constraints on construction. Of course—
but what’s so wrong with that?

Perhaps the worst thing about modern industrial life has been the power of political
authorities to grant special privileges to some enterprises to violate the rights of third
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parties whose permission would be too expensive to obtain. The need to obtain that
permission would indeed seriously impede what most environmentalists see as ram-
pant—indeed reckless—industrialization.

The system of private property rights—in which . . .all . . . kinds of . . . human ac-
tivity must be conducted within one’s own realm except where cooperation from others
has been gained voluntarily—is the greatest moderator of human aspirations . ... In
short, people may reach goals they aren’t able to reach with their own resources only by
convincing others, through arguments and fair exchanges, to cooperate.’

The state played a pivotal role in creating the centralized communications infrastruc-
ture of the twentieth century. The modern telecommunications system goes back to the
Bell Patent association, organized in 1875, which controlled a huge arsenal of government-
enforced patents on virtually every aspect of telephony.” Meanwhile, as the Bell patents be-
gan to expire in the 1890s, AT&T turned to the “progressive” expedient of becoming a
regulated utility to protect itself from competition. Here’s Mary Ruwart’s account:

Before 1894, Bell Telephone’s patents protected it from competition by other firms.
Its growth averaged 16% per year; annual profits approached 40% of its capital. Bell ca-
tered primarily to the business sector and the wealthy. When the patents expired, other
companies began providing affordable telephone service to the middle class and rural ar-
eas. The independents charged less since customers could call only those serviced by the
same company. Consumers were evidently pleased to make such a tradeoft; by 1907,
some 20,000 independents controlled half of all the new telephone installations. The
number of phones zoomed from 266,000 in 1893 to 6.1 million in 1907. The independ-
ents matched Bell’s monopoly market share in 14 short years.

Competition from the independents had caused annual Bell profits to plummet
from 40% to 8% as many consumers chose the independents who served them best . . . .

As telephones went from a curiosity to a standard household utility, the independ-
ents began developing a plan for sharing each other’s lines to avoid duplication and to
increase the number of phones each customer could call . . . .

Theodore Vail, Bell’s new chairman, was determined to regain a monopoly market.
He asked Americans to use the aggression of exclusive licensing against the independents
that had served them so well. He claimed that competition caused duplication and pe-
nalized the customer (i.e., telephone service was a “natural” monopoly) . . . .

... [B]y 1910, Americans were persuaded to accept Bell’s proposal. The government
of each local community would allow only one telephone company to operate in that re-
gion . . . . Since Bell was the largest single company, it was in the best position to lobby the

state utility commissions effectively and was almost always chosen over the independents
3

It’s hard to say what form a national telephone network would have taken absent the
AT&T monopoly for most of the twentieth century, but it seems unlikely that the pattern
of local cooperation and bottom-up federation Ruwart describes before 1910 would have
led to a centralized system of high capacity trunk lines on anything like the present scale.
Mumford’s contrast of a loose network of locally oriented light rail systems, as against the
centralized national network created by the federal land grant program, is probably a useful
model for comparison.

On a global scale, the physical backbone of the telecom network until the 1960s was
the transoceanic cable system, largely a creature of the British state. And as Herbert Schiller

1. Tibor S. Machan, “On Airports and Individual Rights,” The Freeman: Ideas on Liberty
(February 1999), p. 11.

2. David F. Noble: Scence, Technology, and the Rise of Corporate Capitalism (New York: Alfred
A. Knopf, 1977), America by Design, pp. 91-2.

3. Mary Ruwart, Healing Our World: The Other Piece of the Puzzle (Kalamazoo,
Michigan: SunStar Press, 1992, 1993). “Chapter 7. Creating Monopolies that Control
Us” <http://www.ruwart.com/Healing/chap7.html>.
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describes it, its successor—the communications satellite network—was an even larger state
capitalist project by the U.S. government:

... the research and development funds that led to the conception and production
of [the communications satellite network] were provided by an American military-
commercial alliance with very clear objectives in mind . . .. Satellite development, from
the beginning, represented the successful drive of private communications corporations in
the United States to dislodge the British from their domination of international com-
munications, exercised through their . . . control of intercontinental submarine cables. In
this effort monopolistic business acted closely with the U.S. Armed Forces, whose inter-
est in instantaneous global communications was extraordinarily high . ... In fact, the
first communications satellite system in operation was a military-controlled operation.

A decade later, in the early 1970s, an international consortium (called INTELSAT)
of ... 9T nations uses the United States-developed satellite system. The system has, from
the start, been controlled by American Big Business . . . working with the U.S. State De-
partment at the intergovernmental level.'

The most recent such project was the infrastructure of the Internet, originally built by
the Pentagon.

The internet owes its very existence to the state and to state funding. The story be-
gins with ARPA, created in 1957 in response to the Soviets’ launch of Sputnik and estab-
lished to research the efficient use of computers for civilian and military applications.

During the 1960s, the RAND Corporation had begun to think about how to de-
sign a military communications network that would be invulnerable to a nuclear attack.
Paul Baran, a RAND researcher whose work was financed by the Air Force, produced a
classified report in 1964 proposing a radical solution to this communication problem. Ba-
ran envisioned a decentralized network of different types of “host” computers, without
any central switchboard, designed to operate even if parts of it were destroyed. The net-
work would consist of several “nodes,” each equal in authority, each capable of sending
and receiving pieces of data.

Each data fragment could thus travel one of several routes to its destination, such
that no one part of the network would be completely dependent on the existence of
another part. An experimental network of this type, funded by ARPA and thus known as
ARPANET, was established at four universities in 1969.

Researchers at any one of the four nodes could share information, and could oper-
ate any one of the other machines remotely, over the new network. (Actually, former
ARPA head Charles Herzfeld says that distributing computing power over a network,
rather than creating a secure military command-and-control system, was the
ARPANET’s original goal, though this is a minority view.)

By 1972, the number of host computers connected to the ARPANET had in-
creased to 37. Because it was so easy to send and retrieve data, within a few years the
ARPANET became less a network for shared computing than a high-speed, federally
subsidized, electronic post office. The main traffic on the ARPANET was not long-
distance computing, but news and personal messages.

As parts of the ARPANET were declassified, commercial networks began to be
connected to it. Any type of computer using a particular communications standard, or
“protocol,” was capable of sending and receiving information across the network. The
design of these protocols was contracted out to private universities such as Stanford and
the University of London, and was financed by a variety of federal agencies. The major
thoroughfares or “trunk lines” continued to be financed by the Department of Defense.

By the early 1980s, private use of the ARPA communications protocol . . . far ex-
ceeded military use. In 1984 the National Science Foundation assumed the responsibility
of building and maintaining the trunk lines or “backbones.” (ARPANET formally ex-

1. Communications and Cultural Domination (White Plains, N.Y.: M.E. Sharpe, Inc., 1976), p.
59. Schiller discusses the history this project at length in Mass Communications and American Empire
(N.Y.: Augustus M. Kelley, 1969), pp. 127-146.
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pired in 1989; by that time hardly anybody noticed). The NSF’s Office of Advanced
Computing financed the internet’s infrastructure from 1984 until 1994, when the back-
bones were privatized.

In short, both the design and implementation of the internet have relied almost
exclusively on government dollars . . . .

We must be very careful not to describe the internet as a “private” technology, a
spontaneous order, or a shining example of capitalistic ingenuity. It is none of these. Of
course, almost all of the internet’s current applications—unforeseen by its original de-
signers—have been developed in the private sector.

(Unfortunately, the original web and the web browser are not among them, having
been designed by the state-funded European Laboratory for Particle Physics (CERN)
and the University of Illinois’s NCSA.)

And today’s internet would be impossible without the heroic efforts at Xerox
PARC and Apple to develop a useable graphical user interface (GUI), a lightweight and
durable mouse, and the Ethernet protocol. Still, none of these would have been viable
without the huge investment of public dollars that brought the network into existence
in the first place . . . .

What kind of global computer network would the market have selected [absent
ARPANET]? We can only guess. Maybe it would be more like the commercial online
networks such as Comcast or MSN, or the private bulletin boards of the 1980s. Most
likely, it would use some kind of pricing schedule, where different charges would be as-
sessed for different types of transmissions."

Johan Soderberg provides some more detail for one of the items Klein mentions, the
Bulletin Board System (BBS):

The Internet was predated by a grassroots network, the Bulletin Board System (BBS).
The software and the hardware devices necessary to hike on to the telephone lines and
to send electronic text and code through it were largely developed by phone phreaks.”

As Klein’s reference to private bulletin boards suggests, it is quite plausible that some
sort of Internet would have come about through voluntary interaction and free contribu-
tions. Universities and private firms might have built a less ambitious system of intercon-
nected servers, and community bulletin boards might have linked together from the bottom
up. It would almost certainly have been more decentralized and lower in capacity than the
Internet we know today. Once again, a suggestive analogy is Lewis Mumford’s speculation on
the local light rail networks that might have developed in a decentralized eotechnic economy,
with the “national” system consisting largely of a loosely networked, low capacity amalgama-
tion of local systems, as opposed to the centralized system of trunk lines actually created by
the state. The Internet might, in that case, be a loose network of community Internets, with
the process of patching through to a distant community bulletin board being comparable to
that of making a long-distance call in the days before direct dialing.

The telecommunications revolution of the past two decades or so permits, for the first
time, direction of global operations in real time from a single corporate headquarters, and is
accelerating the concentration of capital on a global scale.

C. PATENTS AND COPYRIGHTS

Although free market libertarians of all stripes are commonly stereotyped as apologists
for big business, it is hard to imagine a position more at odds with the interests of big busi-
ness than the dominant libertarian view on patents. Certainly that is true of Murray Roth-

1. Peter G. Klein, “Government Did Invent the Internet, But the Market Made It Glorious,”
Mises.Org, June 12, 2006 <http://www.mises.org/story/2211>.

2. Hacking Capitalism: The Free and Open Source Software Movement (New York and London:
Routledge, 2008), p. 96.
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bard, who was not shy about denouncing patents as a fundamental violation of free market
principles:

Patents prevent a man from using his invention even though all the property is his and

he has not stolen the invention, either explicitly or implicitly, from the first inventor. Pat-

ents, therefore, are grants of exclusive monopoly privilege by the State and are invasions
of property rights on the market.

It 1s sometimes argued, in response to attacks on patents as monopolies, that “all prop-
erty is a monopoly.” True, as far as it goes; but tangible property is a monopoly by the na-
ture of the case. A parcel of land can only be occupied and used by one owner at a time,
because it is finite. By nature, two people cannot occupy the same physical space at the
same time. “Intellectual property,” in contrast, is an artificial monopoly where scarcity
would not otherwise exist. And unlike property in tangible goods and land, the defense of
which is a necessary outgrowth of the attempt to maintain possession, enforcement of
“property rights” in ideas requires the invasion of someone else’s space. “Patents . . . invade
rather than defend property rights.””

Patents make an astronomical price difference. Until the early 1970s, for example, Italy
did not recognize drug patents. As a result, Roche Products charged the British national
health a price over 40 times greater for patented components of Librium and Valium than
charged by competitors in Italy.?

Patents suppress innovation as much as they encourage it. Chakravarthi Raghavan
pointed out that patents and industrial security programs prevent sharing of information, and
suppress competition in further improvement of patented inventions.* Rothbard likewise ar-
gued that patents eliminate “the competitive spur for further research” because incremental
innovation based on others’ patents is hindered, and because the holder can “rest on his laurels
for the entire period of the patent,” with no fear of a competitor improving his invention.
And they hamper technical progress because “mechanical inventions are discoveries of natural
law rather than individual creations, and hence similar independent inventions occur all the
time. The simultaneity of inventions is a familiar historical fact.”

Patents are a hindrance to progress because of the “shoulders of giants” effect. Any
new invention presupposes a wide variety of existing technologies that are combined and
reworked into a new configuration. Patents on existing technologies may or may not mar-
ginally increase the incentives to new invention, but they also increase the cost of doing so
by levying a tariff on the aggregation of existing knowledge to serve as building blocks of a
new invention.’ James Watt’s refusal to license his patent on the steam engine, for example,
prevented others from improving the design until the patent expired in 1800. This delayed
the introduction of locomotives and steamboats.”

And patents are not necessary as an incentive to innovate, which means that their
main practical effect is to cause economic inefficiency by levying a monopoly charge on
the use of existing technology without significantly promoting innovation. According to
Rothbard, invention is motivated not only by the quasi-rents accruing to the first firm to
introduce an innovation, but by the threat of being surpassed in product features or pro-
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ductivity by its competitors. He cites Arnold Plant: “In active competition . . . no business
can afford to lag behind its competitors. The reputation of a firm depends upon its ability
to keep ahead, to be the first in the market with new improvements in its products and
new reductions in their prices.”

This is borne out by E M. Scherer’s testimony before the Federal Trade Commission
in 1995.* Scherer spoke of a survey of 91 companies in which only seven “accorded high
significance to patent protection as a factor in their R & D investments.” Most of them
described patents as “the least important of considerations.” Most companies considered
their chief motivation in R & D decisions to be “the necessity of remaining competitive,
the desire for efficient production, and the desire to expand and diversify their sales.” In
another study, Scherer found no negative effect on R & D spending as a result of compul-
sory licensing of patents. A survey of U.S. firms found that 86% of inventions would have
been developed without patents. In the case of automobiles, office equipment, rubber
products, and textiles, the figure was 100%.

The one exception was drugs, of which 60% supposedly would not have been in-
vented. Even this is doubtful, though. For one thing, drug companies get an unusually high
portion of their R & D funding from the government, and many of their most lucrative
products were developed entirely at government expense. And Scherer himself cited evi-
dence to the contrary. The reputation advantage for being the first into a market is consid-
erable. For example in the late 1970s, the structure of the industry and pricing behavior
was found to be very similar between drugs with and those without patents. Being the first
mover with a non-patented drug allowed a company to maintain a 30% market share and
to charge premium prices. We have already seen, in the previous chapter, the extent to
which the direction of innovation of skewed by considerations of gaming the patent sys-
tem and patent trolling the competition. The majority of R & D expenditure is geared to-
ward developing “me, too” drugs: in essence slightly different versions of existing drugs,
tweaked just enough to justify repatenting. And of the enormous R & D expenditures
which patents are allegedly necessary to allow the drug companies to recoup, a majority
goes not to developing the actual drug that goes to market, but to securing patent lock-
down on all the possible major variations of that drug.

The injustice of patent monopolies is exacerbated by government funding of research
and innovation, with private industry reaping monopoly profits from technology it spent
little or nothing to develop. In 1999, extending the research and experimentation tax credit
was, along with extensions of a number of other corporate tax preferences, considered the
most urgent business of the Congressional leadership. Hastert, when asked if any elements
of the tax bill were essential, said: “I think the [tax preference| extenders are something
we’re going to have to work on.” Ways and Means Chair Bill Archer added, “before the
year is out . . . we will do the extenders in a very stripped down bill that doesn’t include
anything else.” A five-year extension of the research and experimentation credit (retroac-
tive to I July 1999) was expected to cost $13.1 billion. (That credit makes the effective tax
rate on R & D spending less than zero).’

The Government Patent Policy Act of 1980, with 1984 and 1986 amendments, al-
lowed private industry to keep patents on products developed with government R & D
money—and then to charge ten, twenty, or forty times the cost of production. For exam-
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ple, AZT was developed with government money and in the public domain since 1964.
The patent was given away to Burroughs Wellcome Corp.’

As if the deck were not sufficiently stacked already, Congress has more than once ex-
tended drug companies’ patents beyond the expiration of their normal term under patent
law; as just one example, the pharmaceutical companies in 1999 lobbied Congress to ex-
tend certain patents by two years by a special act of private law.

So far we have considered patents mainly insofar as they resulted in unequal exchange
and higher prices at the individual level—essentially from Tucker’s standpoint of the nine-
teenth century. We have not yet examined their structural effects on the economy—the
ways in which they promoted the corporate transformation of capitalism.

The patent privilege has been used on a massive scale to promote concentration of
capital, erect entry barriers, and maintain a monopoly of advanced technology in the hands
of western corporations. It is hard even to imagine how much more decentralized the
economy would be without it.

Patents played a large role in the creation of the corporate economy from the late
nineteenth century on. According to David Noble, they were “bought up in large numbers
to suppress competition,” which also resulted in “the suppression of invention itself.”* Ac-
cording to Edwin Prindle, a corporate patent lawyer, “Patents are the best and most effec-
tive means of controlling competition.”*

The exchange or pooling of patents between competitors, historically, has been a key
method for cartelizing industries. This was true especially of the electrical appliance, com-
munications, and chemical industries. G. E. and Westinghouse expanded to dominate the
electrical manufacturing market at the turn of the century largely through patent control.
In 1906 they curtailed the patent litigation between them by pooling their patents. G.E., in
turn, had been formed in 1892 by consolidating the patents of the Edison and Thomson-
Houston interests.” AT&T also expanded “primarily through strategies of patent monop-
oly.” The American chemical industry was marginal until 1917, when Attorney-General
Mitchell Palmer seized German patents and distributed them among the major American
chemical companies. Du Pont got licenses on 300 of the 735 patents.’

As Yale undergrad Benjamin Darrington points out, “intellectual property” promotes
large scale organization in another way. It

promotes time and investment intensive forms of development and research with high
potential payoffs at the expense of the incremental, tinkering sort of innovation that
would prevail in the absence of these “rights,” which tilts the market for the development
of new technology and techniques in favor of centralized institutions and high-tech solu-
tions.”

The rise of the global economy in recent decades has been associated with a severe
upward ratcheting of copyright protections. In the contemporary global economy, “intellec-
tual property” plays the same protectionist role for TNCs that tariffs performed in the old
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national economies. Michael Perelman argues that the upsurge in “intellectual property”
protection since the late 1960s has been an integral part of the neoliberal revolution.

Although many old line industries could no longer compete effectively in world
markets, exports of intellectual property in the form of royalties and copyright fees soared.
I have not seen hard data regarding the effect of intellectual property rights on the
rate of profit, but I am convinced that it is substantial. Just think about Microsoft and the
pharmaceutical industry with their low marginal costs relative to their market prices. For
example, Microsoft reported that it makes 85 percent margin on its Windows system
I

Elsewhere he cites figures showing that revenues on “intellectual property” rose, be-
tween 1947 and the early 1990s, from ten percent to over half of all American exports. In
1999 export revenues from royalties and licensing revenue reached $37 billion, exceeding
the revenue from aircraft export ($29 billion).

As an indication of IP’s central importance to global corporate profits, and its threat
to the owners of proprietary content, consider the discussion in Microsoft’s “Halloween
Memo” of the threat from open-source software.’ Darl McBride, of the software company
SCO, warned Congress in even more dramatic terms that “the unchecked spread of Open
Source software, under the GPL, is a much more serious threat to the spread of our capital-
ist system than U.S. corporations realize.”*

The new digital copyright regime has done away with many traditional limitations on
copyright from the days when it affected mainly the print medium, like the fair use excep-
tion. We can thank the traditional exceptions to copyright, for example, for the public li-
brary and for free access to photocopiers.

Charles Johnson gives, as an example of the fair use exception, the common univer-
sity practice of making course reserves available for photocopying, rather than expecting
every student to buy a scholarly book at the academic publishing houses’ steep rates. (I
myself have numerous photocopies of books ordered through Interlibrary Loan, which
would otherwise have cost me $70 or more, often for slim volumes of under two hundred
pages.) But, he says,

as soon as the University eliminates the paper medium, and facilitates exactly the same

thing through an non-commercial, internal University course pack website—which does

nothing at all more than what the xerox packets did, except that it delivers the informa-

tion to pixels on a monitor instead of toner on a page—the publishers’ racket can run to

court, throw up its arms, and start hollering Computers! Internet!, send their lawyers to

try to shake down have a discussion with the University administration for new tribute

to their monopoly business model, and then, failing that, utterly uncontroversial decades-old

practices of sharing knowledge among colleagues and students suddenly become a legal

case raising core issues like the future of the business model for academic publishers,

while even the most absurd protectionist arguments are dutifully repeated by legal flacks

on behalf of sustaining the racket . . . .°
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D. TARIFES

As with patents, we are interested here in the aspects of tariffs that Tucker neglected:
their effect in promoting the cartelization of industry. In the next chapter, on the rise of
monopoly capitalism, we will see the full-blown effects of what Schumpeter called “ex-
port-dependent monopoly capitalism.” That term refers to an economic system in which
industry cartelizes behind the protection of tarrift barriers; sells its output domestically for
a monopoly price significantly higher than market-clearing level, in order to obtain super-
profits at the consumer’s expense; and disposes of its unsellable product abroad, by dump-
ing it below cost if necessary.

Brandeis referred to the tariff as “the mother of trusts” because of the way it facili-
tated collusion between large domestic producers and the creation of oligopolies. Mises, in
Human Action, described the dependence of cartels on tariff barriers (especially interacting
with other state-enforced monopolies like patents). Of course, in keeping with his usual
“pro-business” emphasis, Mises treated the large industrial firms, at worst, as passive benefi-
ciaries of a state protectionist policy aimed primarily at raising the wages of labor. This par-
allels his view of the early industrial capitalists, and their non-implication in the primitive
accumulation process, in the previous chapter.

[I. Twentieth Century State Capitalism

The state capitalism of the twentieth century differed fundamentally from the mis-
named “laissez-faire” capitalism of the nineteenth century in two regards: 1) the growth of
direct organizational ties between corporations and the state, and the circulation of mana-
gerial personnel between them; and 2) the eclipse of surplus value extraction from the
worker through the production process (as described by classical Marxism), by the extrac-
tion of “super-profits” a) from the consumer through the exchange process and b) from
the taxpayer through the fiscal process.

Although microeconomics texts generally describe the functioning of supply and de-
mand curves as though the nature of market actors were unchanged since Adam Smith’s
day, in fact the rise of the large corporation as the dominant economic actor was a revolu-
tion as profound as any in history. It occurred parallel to the rise of the centralized regula-
tory state in the nineteenth and early twentieth century. And, vitally important to remem-
ber, the two phenomena were mutually reinforcing. The state’s subsidies, privileges and
other interventions in the market were the major force behind the centralization of the
economy and the concentration of productive power. In turn, the corporate economy’s
need for stability and rationality, and for state-guaranteed profits, has been the central force
behind the continuing growth of the leviathan state.

The rise of the centralized state and the centralized corporation has created a system
in which the two are organizationally connected, and run by essentially the same recircu-
lating elites (a study of the careers of David Rockefeller, Averell Harriman, and Robert
McNamara should be instructive on the last point). This phenomenon has been most ably
described by the “power elite” school of sociologists, particularly C. Wright Mills and G.
William Dombhoft.

The identification of state ownership and central planning, as such, with “socialism” is
a twentieth century anarchronism. Even state socialists like Friedrich Engels considered
state ownership of industry only a necessary, not a sufficient, condition of establishing so-
cialism. The central defining characteristic of socialism was the political and economic
power of the working class. Depending on who held the reins of power, state control of
the economy could be a characteristic either of socialism or monopoly capitalism:



7 8 ORGANIZATION THEORY

At a further stage of evolution this form [the joint-stock company] also becomes insuffi-
cient: the official representative of capitalist society—the state—will ultimately have to
undertake the direction of production. This necessity for conversion into state property is
telt first in the great institutions for intercourse and communication—the post office, the
telegraphs, the railways."

The International Socialist Review in 1912 warned workers not to be fooled into identi-
fying social insurance or the nationalization of industry with “socialism.” Such state pro-
grams as workers’ compensation, old age and health insurance, were only measures to
strengthen and stabilize capitalism. And nationalization simply reflected the capitalist’s reali-
zation ‘“‘that he can carry on certain portions of the production process more efficiently
through his government than through private corporations .... Some muddleheads find
that will be Socialism, but the capitalist knows better.”*

It’s interesting in this regard to compare the effect of antitrust legislation in the U.S.
to that of nationalization in European “social democracies.” In most cases, the firms af-
tfected by both policies tend to involve centrally important infrastructures or resources, on
which the corporate economy as a whole depends. Nationalization in the Old World is
used primarily in the case of energy, transportation and communication. In the U.S., the
most famous antitrust cases have been against Standard Oil, AT&T, and Microsoft: all cases
in which excessive prices in one firm were perceived as a threat to the interests of monop-
oly capital as a whole. And recent “deregulation,” as it has been applied to the trucking
and airline industries, has likewise been in the service of those general corporate interests
harmed by monopoly transportation prices. In all these cases, the state has on occasion
acted as an executive committee on behalf of the entire corporate economy, by thwarting
the mendacity of a few powerful corporations.

And the mixed economy that emerged in 20th century America was, indeed, created
to serve the interests of monopoly capital. Rothbard treated the “war collectivism” of
World War I as a prototype for twentieth century state capitalism. He described it as

a new order marked by strong government, and extensive and pervasive government in-
tervention and planning, for the purpose of providing a network of subsidies and mo-
nopolistic privileges to business, and especially to large business, interests. In particular,
the economy could be cartelized under the aegis of government, with prices raised and
production fixed and restricted, in the classic pattern of monopoly; and military and
other government contracts could be channeled into the hands of favored corporate
producers. Labor, which had been becoming increasingly rambunctious, could be tamed
and bridled into the service of this new, state monopoly-capitalist order, through the de-
vice of promoting a suitably cooperative trade unionism, and by bringing the willing un-
ion leaders into the planning system as junior partners.’

Gabriel Kolko used the term “political capitalism” to describe the general objectives
big business pursued through the “Progressive” state:

Political capitalism is the utilization of political outlets to attain conditions of stability, pre-
dictability, and security—to attain rationalization—in the economy. Stability is the elimi-
nation of internecine competition and erratic fluctuations in the economy. Predictability is
the ability, on the basis of politically stabilized and secured means, to plan future eco-
nomic action on the basis of fairly calculable expectations. By security I mean protection

1. Anti-Diihring, vol. 25 of Marx and Engels Collected Works (New York: International Pub-
lishers, 1987) 265.

2. Robert Rives La Monte, “You and Your Vote,” International Socialist Review XIII, No. 2
(August 1912); “Editorial,” International Socialist Review XIII, No. 6 (December 1912).

3. “War Collectivism in World War I,” in Murray Rothbard and Ronald Radosh, eds., A
New History of Leviathan: Essays on the Rise of the American Corporate State (New York: E. P. Dutton
& Co., Inc., 1972), pp. 66-7.
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from the political attacks latent in any formally democratic political structure. I do not
give to rationalization its frequent definition as the improvement of efficiency, output, or
internal organization of a company; I mean by the term, rather, the organization of the
economy and the larger political and social spheres in a manner that will allow corpora-
tions to function in a predictable and secure environment permitting reasonable profits
over the long run.’

A. CARTELIZING R EGULATIONS

From the turn of the twentieth century on, there was a series of attempts by corpo-
rate leaders to create some institutional structure by which price competition could be
regulated and their respective market shares stabilized. “It was then,” Paul Sweezy wrote,

that U.S. businessmen learned the self-defeating nature of price-cutting as a competitive
weapon and started the process of banning it through a complex network of laws (cor-
porate and regulatory), institutions (e.g., trade associations), and conventions (e.g., price
leadership) from normal business practice.”

But merely private attempts at cartelization (i.e., collusive price stabilization) before the
Progressive Era—namely the so-called “trusts”—were miserable failures, according to
Kolko. The dominant trend at the turn of the century—despite the eftects of tariffs, patents,
railroad subsidies, and other existing forms of statism—was competition. The trust move-
ment was an attempt to cartelize the economy through such voluntary and private means as
mergers, acquisitions, and price collusion. But the over-leveraged and over-capitalized trusts
were even less efficient than before, and steadily lost market share to their smaller, more effi-
cient competitors. Standard Oil and U.S. Steel, immediately after their formation, began a
process of eroding market share. In the face of this resounding failure, big business acted
through the state to cartelize itself—hence, the Progressive regulatory agenda. “Ironically,
contrary to the consensus of historians, it was not the existence of monopoly that caused
the federal government to intervene in the economy, but the lack of it.”?

The FTC and Clayton Acts reversed this long trend toward competition and loss of
market share and made stability possible.

The provisions of the new laws attacking unfair competitors and price discrimination
meant that the government would now make it possible for many trade associations to
stabilize, for the first time, prices within their industries, and to make effective oligopoly
a new phase of the economy.*

The Federal Trade Commission created a hospitable atmosphere for trade associations
and their efforts to prevent price cutting.’ Butler Shaffer, in In Restraint of Trade, provides a
detailed account of the functioning of these trade associations, and their attempts to stabilize
prices and restrict “predatory price cutting,” through assorted codes of ethics.’ Specifically,
the trade associations established codes of ethics directly under FTC auspices that had the
force of law: “[A]s early as 1919 the FTC began inviting members of specific industries to
participate in conferences designed to identify trade practices that were felt by “the practi-
cally unanimous opinion” of industry members to be unfair.” The standard procedure,

1. The Triumph of Conservatism: A Reinterpretation of American History 1900-1916 (New York:
The Free Press of Glencoe, 1963) 3.

2. “Competition and Monopoly,” Monthly Review (May 1981), pp. 1-16.

3. Kolko, Triumph of Conservatism, p. s.

4. Ibid., p. 268.

5. Ibid., p. 275s.

6. In Restraint of Trade: The Business Campaign Against Competition, 1918-1938 (Lewisburg:
Bucknell University Press, 1997).
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through the 1920s, was for the FTC to invite members of a particular industry to a confer-
ence, and solicit their opinions on trade practice problems and recommended solutions.

The rules that came out of the conferences and were approved by the FTC fell into
two categories: Group I rules and Group II rules. Group I rules were considered by the
commission as expressions of the prevailing law for the industry developing them, and a
violation of such rules by any member of that industry—whether that member had
agreed to the rules or not—would subject the offender to prosecution under Section §
of the Federal Trade Commission Act as an “unfair method of competition.” . . .

Contained within Group I were rules that dealt with practices considered by most
business organizations to be the more “disruptive” of stable economic conditions. Gener-
ally included were prohibitions against inducing “breach of contract; . . . commercial brib-
ery; . . . price discrimination by secret rebates, excessive adjustments, or unearned discounts;
. . . selling of goods below cost or below published list of prices for purpose of injuring competitor; mis-
representation of goods; ... use of inferior materials or deviation from standards; [and]
falsification of weights, tests, or certificates of manufacture [emphasis added].””

The two pieces of legislation accomplished what the trusts had been unable to: they
enabled a handful of firms in each industry to stabilize their market share and to maintain
an oligopoly structure between them.

It was during the war that effective, working oligopoly and price and market agreements
became operational in the dominant sectors of the American economy. The rapid diftu-
sion of power in the economy and relatively easy entry virtually ceased. Despite the ces-
sation of important new legislative enactments, the unity of business and the federal gov-
ernment continued throughout the 1920s and thereafter, using the foundations laid in
the Progressive Era to stabilize and consolidate conditions within various industries. And,
on the same progressive foundations and exploiting the experience with the war agen-
cies, Herbert Hoover and Franklin Roosevelt later formulated programs for saving
American capitalism. The principle of utilizing the federal government to stabilize the
economy, established in the context of modern industrialism during the Progressive Era,
became the basis of political capitalism in its many later ramifications.”

The various safety and quality regulations introduced during this period also worked
to cartelize the market. They served essentially the same purpose as attempts in the Wilson
war economy to reduce the variety of styles and features available in product lines, in the
name of “efficiency.” Any action by the state to impose a uniform standard of quality (e.g.
safety), across the board, necessarily eliminates that feature as a competitive issue between
firms. As Shaffer put it, the purpose of “wage, working condition, or product standards” is
to “universalize cost factors and thus restrict price competition.”? Thus, the industry is par-
tially cartelized, to the very same extent that would have happened had all the firms in it
adopted a uniform quality standard, and agreed to stop competing in that area. A regula-
tion, in essence, is a state-enforced cartel in which the members agree to cease competing
in a particular area of quality or safety, and instead agree on a uniform standard which they
establish through the state. And unlike private cartels, which are unstable, no member can
seek an advantage by defecting.

Although theoretically the regulations might simply put a floor on quality competi-
tion and leave firms free to compete by exceeding the standard, corporations often take a
harsh view of competitors that exceed regulatory safety or quality requirements:

The Bush administration said Tuesday it will fight to keep meatpackers from testing
all their animals for mad cow disease.

1. Ibid., pp. 82-84.

2. Kolko, Triumph of Conservatism, p. 287.

3. Calculated Chaos: Institutional Threats to Peace and Human Survival (San Francisco: Alchemy
Books, 1985), p. 143.
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The Agriculture Department tests fewer than 1 percent of slaughtered cows for the
disease, which can be fatal to humans who eat tainted beef. A beef producer in the west-
ern state of Kansas, Creekstone Farms Premium Beef, wants to test all of its cows.

Larger meat companies feared that move because, if Creekstone should test its meat and
advertised it as safe, they might have to perform the expensive tests on their larger herds as
well.

The Agriculture Department regulates the test and argued that widespread testing
could lead to a false positive that would harm the meat industry."

Exceeding government safety standards, it seems, unfairly implies that products which
merely meet the ordinary USDA standard are less than adequate. Likewise, government
minimum labeling requirements sometimes become a de facto maximum, with restrictions
on the voluntary provision of additional information not required by law: e.g. Monsanto’s
legal thuggery against competitors that label their products as free from growth hormones,
and similar use of “food libel” laws to constrain commercial free speech:

Federal Agencies Advised of Misleading Milk Labels and Advertising . . . .

ST LOUIS (April 3, 2007)—Monsanto Company announced today that letters
from more than §00 concerned individuals and Monsanto have been submitted to the
U.S. Food and Drug Administration (FDA) and Federal Trade Commission (FTC) re-
questing action to stop deceptive milk labeling and advertising. The two letters outline
how certain milk labels and promotions that differentiate milk based on farmer use of
POSILAC bovine somatotropin (bST) are misleading to consumers and do not meet the
standards set by laws and regulations for either the Federal Trade Commission or the
Food and Drug Administration.

“The people who signed these letters are dairy producers, industry professionals and
consumers from across the country who have expressed concerns about specific labels
they find to be false or misleading,” said Kevin Holloway, president of Monsanto Dairy
Business. “In many cases, they came to Monsanto to find out what could be done about
milk marketing tactics that disparage milk and deny farmers a choice in using approved
technologies. We believe FDA and FTC are the correct agencies to address the matter
with the companies who employ misleading labels or promotions.”

The letter to the FDA highlights deceptive milk labels and calls for clear guidance
and enforcement by FDA to address labeling that disparages milk from cows supple-
mented with POSILAC . . ..

“This is of great concern to dairy producers” said Dennis Areias, a Los Banos,
Calif., dairy producer who signed the letters. “Deceptive labels suggest to consumers that
there is something wrong with the milk they have been drinking for the past 13 years.
Even though the companies that print these labels know this is not true, they choose to
mislead consumers in an effort to charge more money for the same milk . .. .””

So once the FDA approves POSILAC, it is forbidden to advertise any product difter-
entiation based on a more stringent safety standard than that of the FDA. Merely telling
the consumer whether or not you choose to use FDA-approved additives, by implying that
the government-established industry standard is insufficient, amounts to (in Aerias’ words)
“disparaging the image of milk that we have invested heavily in promoting as a safe,
healthy product.”

In one jurisdiction, the issue is no longer in doubt. Pennsylvania, in November 2007,
officially prohibited dairies from labeling their milk growth hormone-free.

1. Associated Press, “U.S. government fights to keep meatpackers from testing all slaughtered
cattle for mad cow,” International Herald-Tribune, May 29, 2007 <http://www.iht.com/articles/ap/
2007/05/29/america/NA-GEN-US-Mad-Cow.php>.

2. “Monsanto Declares War on ‘tTBGH-free’ Dairies,” April 3, 2007 (reprint of Monsanto press
release by Organic Consumers Association) <http://www.organicconsumers.org/articles/article_
4698.cfm>.
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State Agriculture Secretary Dennis C. Wolff said advertising one brand of milk as
free from artificial hormones implies that competitors’ milk is not safe, and it often
comes with what he said is an unjustified higher price.

“It’s kind of like a nuclear arms race,” Wolff said. “One dairy does it and the next
tries to outdo them. It’s absolutely crazy.” . ..

Monsanto spokesman Michael Doane said the hormone-free label “implies to
consumers, who may or may not be informed on these issues, that there’s a health-and-
safety difference between these two milks, that there’s ‘good’ milk and ‘bad’ milk, and
we know that’s not the case.” . ..

Acting on a recommendation of an advisory panel, the Pennsylvania Agriculture
Department has notified 16 dairies in Pennsylvania, New York, New Jersey, Connecticut
and Massachusetts that their labels were false or misleading and had to be changed by the
end of December.’

Every time I think the morally repellant filth at Monsanto have gone as far as humanly
possible in trampling normal standards of decency underfoot, they manage to outdo them-
selves.

Nobody who’s read the material above should be surprised to learn that Monsanto
actually lobbied to preserve the regulatory state. When Congressman James Walsh, a New
York Republican, tried in 1995 to repeal GMO regulations, Monsanto and other leaders in
the industry lobbied against the repeal.”

Similarly, the provision of services by the state (R&D funding, for example) removes
them as components of price in cost competition between firms, and places them in the
realm of guaranteed income to all firms in a market alike. Whether through regulations or
direct state subsidies to various forms of accumulation, the corporations act through the
state to carry out some activities jointly, and to restrict competition to selected areas.

Kolko provided abundant evidence that the main force behind this entire legislative
agenda was big business. The Meat Inspection Act, for instance, was passed primarily at the
behest of the big meat packers. In the 1880s, repeated scandals involving tainted meat had
resulted in U.S. firms being shut out of several European markets. The big packers had
turned to the government to inspect exported meat. By organizing this function jointly,
through the state, they removed quality inspection as a competitive issue between them,
and the government provided a seal of approval in much the same way a trade association
would. The problem with this early inspection regime was that only the largest packers
were involved in the export trade, which gave a competitive advantage to the small firms
that supplied only the domestic market. The main effect of Roosevelt’s Meat Inspection
Act was to bring the small packers into the inspection regime, and thereby end the com-
petitive disability it imposed on large firms. Upton Sinclair simply served as an unwitting
shill for the meat-packing industry.’ This pattern was repeated, in its essential form, in vir-
tually every component of the “Progressive” regulatory agenda.

Within the cartelizing framework of the regulatory state, it’s a stretch to call the rela-
tionship between industries in an oligopoly market “competitive.”

The corporate web of today is a byzantine mix of interlocking board directorships, stra-
tegic alliances, and contracting networks that link virtually every Fortune soo corpora-
tion with every other. John Malone, CEO of TCI, one of the great cable and media gi-

1. “Pa. bars hormone-free milk labels,” USA Today, November 13, 2007 <http://www.
usatoday.com/news/nation/2007-11-13-milk-labels N.htm>.

2. Charlers Derber, Corporation Nation: How Corporations are Taking Over Our Lives and What
We Can Do About It (New York: St. Martin’s Griftin, 1998), p. 150.

3. Kolko, Triumph of Conservatism, pp. 98-108.
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ants, describes his relationship to Rupert Murdoch as that of variously “competitors or
partners or co-schemers.””

B.Tax Poricy

Coase argued that the differential treatment, for sales tax purposes, of transactions or-
ganized through the market and transactions organized internally, gave a competitive ad-
vantage to the firm over the market: “ . . . it is clear that [the sales tax] is a tax on market
transactions and not on the same transactions organized within the firm.” The sales tax,
therefore, would not only “furnish a reason for the emergence of a firm in a specialized
exchange economy,” but “tend to make [firms] larger than they would otherwise be.””

Double taxation of dividends is a powerful force for concentration, arguably, encour-
aging corporations to reinvest earnings rather than issue them as dividends. Martin Hellwig
argues that, far from leading to a rationing of credit, the tendency of large corporations to
fund capital investments primarily from retained earnings leads to overinvestment. Were the
profits issued as dividends, they might be reinvested by shareholders in new enterprises. In-
stead, firms in the monopoly capital sector frequently find that their retained earnings ex-
ceed available opportunities for rational investment, so that reinvestment promotes overac-
cumulation; meanwhile, firms in the competitive sector will be starved for investment
funds.’

Other tax policies also encourage the concentration of capital. Stock transactions in-
volved in mergers and acquisitions are exempted from the capital gains tax, for example
(Henry Manne referred to stock swaps as “one of the most important ‘get-rich-quick’ op-
portunities in our economy today”).* And the interest on corporate debt is a significant
deduction from the corporate income tax. A study of hostile takeovers in the ’8os found
that the tax savings from increased indebtedness was one of the chief benefits.’

Tax credits and deductions for research and development and for capital depreciation,
along with state-subsidized technical education, tend to increase the capital- and technol-
ogy-intensiveness of the predominant firm—thereby increasing the firm size and capitali-
zation necessary to enter the market, and promoting cartelization.

I am familiar, by the way, with Austrian objections to the treatment of differential tax
exemptions as equivalent to subsidies. It is wrong, they say, because letting the taxpayer
keep more of his money is an entirely different thing from subsidizing him out of the pub-
lic treasury. That’s true enough, technically. But the practical effect of a differential tax ex-
emption is exactly the same as a subsidy. For example, offering tax deductions for acceler-
ated depreciation, R&D, interest on corporate debt, etc., has exactly the same competitive
effects, mathematically as if we started with a corporate income tax rate of zero, and then
imposed a punitive tax only on those firms not heavily engaged in capital-intensive pro-
duction, mergers and acquisitions, etc
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Finally, while they don’t technically fall under the heading of tax policy, SEC security
registration restrictions play a significant role in starving small startup firms of capital and
artificially skewing investment toward established firms. Small, “unaccredited” investors
(i.e., everyone outside the top 2% of income) are prohibited from buying stock in small,
local businesses.

C.THE CORPORATE LIBERAL PAcT WITH LABOR

The old Progressive leitmotif of Big Business-Big Government collusion reappeared
in the New Deal, along with another Crolyite theme: coopting labor into the corporatist
system. The core of business support for the New Deal was, in Ronald Radosh’s words,
“leading moderate big businessmen and liberal-minded lawyers from large corporate en-
terprises.”* Thomas Ferguson and Joel Rogers described them more specifically as “a new
power bloc of capital-intensive industries, investment banks, and internationally oriented
commercial banks.”?

Labor was a relatively minor part of the total cost package of such businesses; at the
same time, capital-intensive industry, as Galbraith pointed out in his analysis of the “tech-
nostructure,” depended on long-term stability and predictability for planning. Therefore,
this segment of big business was willing to trade higher wages for social peace in the
workplace.* The roots of this faction can be traced to the relatively “progressive” employers
described by James Weinstein in his account of the National Civic Federation at the turn
of the century, who were willing to engage in collective bargaining over wages and work-
ing conditions in return for uncontested management control of the workplace.’

This attitude was at the root of the Fordist social contract, in which labor agreed to
let management manage, in return for a bigger share of the pie.® Such an understanding
was most emphatically in the interests of large corporations. The sitdown movement in the
auto industry and the organizing strikes among West coast longshoremen were virtual
revolutions among rank and file workers on the shop floor. In many cases, they were turn-
ing into regional general strikes. The Wagner Act domesticated this revolution and brought
it under the control of professional labor bureaucrats.

Industrial unionism, from the employer’s viewpoint, had the advantage over craft un-
ionism of providing a single bargaining agent with which management could deal. One of
the reasons for the popularity of “company unions” among large corporations, besides the
obvious advantages in pliability, was the fact that they were an alternative to the host of
separate craft unions of the AFL. Even in terms of pliability, the industrial unions of the
Thirties had some of the advantages of company unions.

Gerard Swope of GE, in particular, experimented during the heyday of welfare capital-
ism with company unions that offered a grievance procedure, along with a measure of due
process provided by binding arbitration on disciplinary matters. The purpose of such unions
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was to secure workplace peace and stability while reserving questions of work organization
and compensation to management. At one point, in 1926, Swope made an (unsuccessful) se-
cret proposal to William Green of the AFL to bypass the Balkanized craft jurisdictions and
organize GE by “winning control of the works-council system.”" The industrial unions of
the Wagner regime, as it turned out, did not reserve pay and benefits to management pre-
rogative. But they did reserve questions of work organization (“let management manage”)
and secure long-term stability through the enforcement of contracts.

By bringing collective bargaining under the aegis of federal labor law, management
was able to use union leadership to discipline its own rank and file, and to use federal
courts as a mechanism of enforcement.

The New Dealers devised . . . a means to integrate big labor into the corporate state. But
only unions that were industrially organized, and which paralleled in their structure the
organization of industry itself, could play the appropriate role. A successtul corporate
state required a safe industrial-union movement to work. It also required a union leader-
ship that shared the desire to operate the economy from the top in formal conferences
with the leaders of the other functional economic groups, particularly the corporate
leaders. The CIO unions . . . provided such a union leadership.”

Moderate members of the corporate elite were reassured by the earlier British experi-
ence in accepting collective bargaining. Collective bargaining did not affect the distribution
of wealth, because firms in an oligopoly position, with a relatively inelastic demand, were able
to pass increased labor costs on to the consumer at virtually no cost to themselves.?

The Wagner Act served the central purposes of the corporate elite. To some extent it
was a response to mass pressure from below. But the decision on whether and how to re-
spond, the form of the response, and the implementation of the response, were all firmly in
the hands of the corporate elite. According to Dombhoft (writing in The Higher Circles),
“The benefits to capital were several: greater efficiency and productivity from labor, less la-
bor turnover, the disciplining of the labor force by labor unions, the possibility of planning
labor costs over the long run, and the dampening of radical doctrines.”* James O’Connor
described it this way: “From the standpoint of monopoly capital the main function of un-
ions was . .. to inhibit disruptive, spontaneous rank-and-file activity (e.g., wildcat strikes
and slowdowns) and to maintain labor discipline in general. In other words, unions were
.. . the guarantors of ‘managerial prerogatives.””’ The objectives of stability and productiv-
ity were more compatible with such a limited social compact than with a return to the la-
bor violence of the late nineteenth century.

In The Power Elite and the State, Domhoff put forth a slightly more nuanced thesis.” It
was true, he admitted, that a majority of large corporations opposed the Wagner Act in its
final form. But the basic principles of collective bargaining embodied in it had been the
outcome of decades of corporate liberal theory and practice, worked out through policy
networks in which “progressive” large corporations had played a leading role; the National
Civic Federation, as Weinstein described its career, was a typical example of such networks.
The motives of those in the Roosevelt administration who framed the Wagner Act were
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very much in the corporate liberal mainstream. Although they may have been ambivalent
about the specific form of Wagner, Swope and his corporate fellow travelers had played the
major role in formulating the principles behind it. Wagner was drafted by mainstream cor-
porate lawyers who were products of the intellectual climate created by those same business
leaders; and it was drafted with a view to their interests. Although it was not accepted by big
business as a whole, Wagner was crafted by representatives of big business interests whose
understanding of its purpose was largely the same as those outlined in Domhoft’s quote
above from The Higher Circles. At the same time, although it was intended to contain the
threat of working class power, it enjoyed broad working class support as the best deal they
were likely to get. The class nature of the legislation was further complicated by the fact that
the southern segment of the Democratic Party establishment used its veto power to limit
the corporate liberal agenda of the big industrialists: the southern wing was willing to go
along with Wagner because it specifically exempted agricultural laborers.

Another major aspect of American labor policy, which perhaps began with Cleve-
land’s response to the Pullman strike, was continued in the Railway Labor Relations Act
and Taft-Hartley (which, in James O’Connor’s words, “included a ban on secondary boy-
cotts and hence tried to ‘illegalize’ class solidarity . ..”)," and Truman’s and Bush’s threats
to use soldiers as scabs in, respectively, the steelworkers’ and longshoremen’s strikes. Taft-
Hartley’s “cooling oft” and arbitration provisions enable the government to intervene in
any case where transport workers threaten to turn a local dispute into a general strike; they
can be used for similar purposes in other strategic sectors, as demonstrated by Bush’s invo-
cation of it against the longshoremen’s union.

Wagner and Taft-Hartley greatly reduced the eftectiveness of strikes at individual plants
by transforming them into declared wars fought by management rules, and likewise reduced
their effectiveness by prohibiting the coordination of actions across multiple firms or indus-
tries. Taft-Hartley’s cooling off periods, in addition, gave employers time to prepare for such
disruptions and greatly reduced the informational rents embodied in the training of the ex-
isting workforce. Were not such restrictions in place, today’s “just-in-time” economy would
be far more vulnerable to such disruption than that of the 1930s.

The federal labor law regime criminalizes many forms of resistance, like sympathy and
boycott strikes up and down the production chain from raw materials to retail, that made
the mass and general strikes of the early 1930s so formidable.

D.THE SOoCIALIZATION OF CORPORATE COST

The common thread in all these lines of analysis is that an ever-growing portion of
the functions of the capitalist economy have been carried out through the state. According
to James O’Connor, state expenditures under monopoly capitalism can be divided into
“social capital” and “social expenses.”

Social capital is expenditures required for profitable private accumulation; it is indirectly
productive (in Marxist terms, social capital indirectly expands surplus value). There are two
kinds of social capital: social investment and social consumption (in Marxist terms, social
constant capital and social variable capital) . ... Social investment consist of projects and
services that increase the productivity of a given amount of laborpower and, other factors
being equal, increase the rate of profit . . . . Social consumption consists of projects and serv-
ices that lower the reproduction costs of labor and, other factors being equal, increase the
rate of profit. An example of this is social insurance, which expands the productive powers
of the work force while simultaneously lowering labor costs. The second category, social
expenses, consists of projects and services which are required to maintain social harmony—

1. James O’Connor, Accumulation Crisis (Oxford: Basil Blackwell Ltd, 1984) p. 75.
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to fulfill the state’s “legitimization” function . . . .The best example is the welfare system,
which is designed chiefly to keep social peace among unemployed workers."

According to O’Connor, such state expenditures counteract the falling direct rate of
profit that Marx predicted. Monopoly capital is able to externalize many of its operating
expenses on the state; and since the state’s expenditures indirectly increase the productivity
of labor and capital at taxpayer expense, the apparent rate of profit is increased. “In short,
monopoly capital socializes more and more costs of production.”

O’Connor listed several ways in which monopoly capital externalizes its operating
costs on the political system:

Capitalist production has become more interdependent—more dependent on science
and technology, labor functions more specialized, and the division of labor more exten-
sive. Consequently, the monopoly sector (and to a much lesser degree the competitive
sector) requires increasing numbers of technical and administrative workers. It also re-
quires increasing amounts of infrastructure (physical overhead capital)—transportation,
communication, R&D, education, and other facilities. In short, the monopoly sector re-
quires more and more social investment in relation to private capital . ... The costs of
social investment (or social constant capital) are not borne by monopoly capital but
rather are socialized and fall on the state.’

These forms of state expenditure exemplify several of the “counteracting influences”
to the declining rate of profit that Marx described in Volume 3 of Capital. The second such
influence Marx listed, for example, was the “depression of wages below the value of labor
power.” Through welfare, taxpayer-funded education, and other means of subsidizing the
reproduction cost of labor-power, the state reduces the minimum sustainable cost of labor-
power that must be paid by employers. The state educational system, in particular, the Aus-
trian economists Walter Grinder and John Hagel commented,

supplies the economy with a highly skilled and literate labor force inculcated with
“technocratic” values. The evolution of the state-financed educational system has been
profoundly influenced by the changing needs of the corporate economy and this . . . re-
lationship has been a prominent characteristic of state capitalist societies. Compulsory
education also inculcates a value system encouraging subservience and docility among
unskilled labor and the lower strata of society.*

This is true also of Marx’s third influence: the “cheapening of the elements of con-
stant capital.” The state, by subsidizing many of the operating costs of large corporations,
artificially shifts their balance sheet further into the black. The fourth influence listed,
“relative overpopulation,” is promoted by state subsidies to the capital substitution, and to
the education of technically skilled manpower at government expense—with the effect of
artificially increasing the supply of labor relative to demand, and thus reducing its bargain-
ing power in the labor market.’ According to Samuel Bowles and Herbert Gintis, the for-
mal right of the employer to hire and fire

is effective . . . only when the cost to workers is high; that is, when there is a large pool
of labor with the appropriate skills available in the larger society, into which workers are

O’Connor, Fiscal Crisis of the State, pp. 6-7.
Ibid., p. 24.
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5. Karl Marx and Friedrich Engels, Capital vol. 3, vol. 37 of Marx and Engels Collected Works
(New York: International Publishers, 1998), pp. 234-235.
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threatened to be pushed. Indeed, . . . the maintenance of such a “reserve army” of skilled
labor has been a major, and not unintended, effect of U.S. education through the years."

We should briefly recall here our examination above of how such socialization of ex-
penditures serves to cartelize industry. By externalizing such costs on the state, through the
general tax system, monopoly capital removes these expenditures as an issue of cost com-
petition between individual firms. The costs and benefits are applied uniformly to the
entire industry, removing it as a competitive disadvantage for some firms.

Although it flies in the face of “progressive” myth, big business is by no means uni-
formly opposed to national health insurance. Currently, corporations in the monopoly capi-
tal sector are the most likely to provide insurance to their employees; and such insurance is
one of the fastest-rising components of labor costs. Consequently, firms that already provide
this service at their own expense are the logical beneficiaries of a nationalized system. The
effect of national health insurance would be to remove the cost of insurance as a competi-
tive disadvantage for the companies that provided it. Even if the state only requires large
corporations to provide health insurance across the board, it is an improvement of the cur-
rent situation, from capital’s point of view: health insurance ceases to be a component of
price competition among the largest firms. A national health system provides a competitive
advantage to a nation’s firms at the expense of their foreign competitors, who have to fund
their own employee health benefits—hence, American capital’s hostility to the Canadian
system, and its repeated attempts to combat it through the WTO.

Daniel Gross, although erroneously viewing it as a departure from big business’s sup-
posed hostility to the welfare state, has made the same point about corporate support of
government health insurance.” Large American corporations, by shouldering the burden of
health insurance and other employee benefits borne by the state in Europe and Japan, is at a
competitive disadvantage both against companies there and against smaller firms here.

Democratic presidential candidate Dick Gephart, or rather his spokesman Jim English,
admitted to a corporate liberal motivation for state-funded health insurance in his 2003
Labor Day address. Gephart’s proposed mandatory employer coverage, with a 60% tax
credit for the cost, would (he said) eliminate competition from companies that don’t cur-
rently provide health insurance as an employee benefit. It would also reduce competition
from firms in countries with a single-payer system.’

The level of technical training necessary to keep the existing corporate system run-
ning, the current level of capital intensiveness of production, and the current level of R&D
efforts on which it depends, are all heavily subsidized. The state’s education system provides
a technical labor force at public expense, and whenever possible overproduces technical
specialists on the level needed to ensure that technical workers are willing to take work on
the employers’ terms. On this count, O’Connor quoted Veblen: the state answers capital’s
“need of a free supply of trained subordinates at reasonable wages . . . .”* Starting with the
Morrill Act of 1862, which subsidized agricultural and mechanical colleges, the federal
government has underwritten a major part of the reproduction cost of technical labor.’ In
research and development, likewise, federal support goes back at least to the agricultural

1. Schooling in Capitalist America: Educational Reform and the Contradictions of Economic Life
(New York: Basic Books, Inc., Publishers, 1976), p. 55.

2. “Socialism, American Style: Why American CEOs covet a massive European-style social-
welfare state” Slate Aug. 1, 2003 <http://slate.msn.com/id/2086511/>.

3. C-SPAN, September 1, 2003.

4. O’Connor, Fiscal Crisis of the State, p. 111.
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and experiment stations of the late nineteenth century, created under the Hatch Act of
1887."

The state’s socialization of the cost of reproducing a technically sophisticated labor
force, and its subsidies to R&D, make possible a far higher technical level of production
than would support itself in a free market. The G.I. Bill was an integral part of the upward
ratcheting of state capitalism during and after WWII.

Technical-administrative knowledge and skills, unlike other forms of capital over which
private capitalists claim ownership, cannot be monopolized by any one or a few indus-
trial-finance interests . ... In the context of a free market for laborpower ... no one
corporation or industry or industrial-finance interest group can afford to train its own
labor force or channel profits into the requisite amount of R&D . .. .Thus, on-the-job
training (OJT) is little used not because it is technically inefficient . . . but because it does
not pay.

Nor can any one corporation or industrial-finance interest afford to fund its own
R&D. In the last analysis, R&D is coordinated through the state because of the high costs
and uncertainty of getting usable results.”

At best, from the point of view of the employer, state-funded education creates a “re-
serve army’ of scientific and technical labor—as William Appleman Williams put it, it en-
sures that “experts are a glut on the market.”* At worst, when there is a shortage of such
labor-power, the state at least absorbs the cost of reproducing it and removes it as a com-
ponent of private industry’s operating costs. In either case, “the greater the socialization of
the costs of variable capital, the lower will be the level of money wages, and . . . the higher
the rate of profit in the monopoly sector.”* And since the monopoly capital sector is able
to pass its taxes onto the consumer or to the competitive capital sector, the effect is that
“the costs of training technical laborpower are met by taxes paid by competitive sector
capital and labor.””

Even welfare expenses, although O’Connor classed them as completely unproductive,
are really another example of the state underwriting variable capital costs. Some socialists
speculate that, if they could, capitalists would lower the prevailing rate of subsistence pay to
that required to keep workers alive only when they were employed. But since that would
entail starvation during periods of unemployment, the prevailing wage must cover contin-
gencies of unemployment; otherwise, wages would fall below the minimum cost of repro-
ducing labor. Under the welfare state, however, the state itself absorbs the cost of providing
for such contingencies, so that the uncertainty premium is removed as a component of
wages.

And leaving this aside, even as a pure “social expense,” the welfare system acts pri-
marily (in O’Connor’s words) to “control the surplus population politically.”® The state’s
subsidies to the accumulation of constant capital and to the reproduction of scientific-
technical labor provide an incentive for much more capital-intensive forms of production
than would have come about in a free market, and thus contribute to the growth of a
permanent underclass of surplus labor;” the state steps in and undertakes the minimum cost
necessary to prevent large-scale homelessness and starvation, which would destabilize the

1. Ibid., p. 132.
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5. Ibid., p.160.

6. Ibid., p. 69.

7. Ibid., p. 161.
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system, and to maintain close supervision of the underclass through the human services bu-
reaucracy.’

The general effect of the state’s intervention in the economy, then, is to remove ever
increasing spheres of economic activity from the realm of competition in price or quality,
and to organize them collectively through organized capital as a whole.

Through the military-industrial complex, the state has socialized a major share—
probably the majority—of the cost of “private” business’s research and development. If
anything the role of the state as purchaser of surplus economic output is eclipsed by its role
as subsidizer of research cost, as Charles Nathanson pointed out. Research and develop-
ment was heavily militarized by the Cold War “military-R&D complex.” Military R&D
often results in basic, general use technologies with broad civilian applications. Technolo-
gies originally developed for the Pentagon have often become the basis for entire catego-
ries of consumer goods.” The general effect has been to “substantially [eliminate] the major
risk area of capitalism: the development of and experimentation with new processes of
production and new products.”

This is the case in electronics especially, where many products originally developed by
military R&D “have become the new commercial growth areas of the economy.”* Transis-
tors and other miniaturized circuitry were developed primarily with Pentagon research
money. The federal government was the primary market for large mainframe computers in
the early days of the industry; without government contracts, the industry might never
have had sufficient production runs to adopt mass production and reduce unit costs low
enough to enter the private market.

Overall, Nathanson estimated, industry depended on military funding for around 60%
of its research and development spending; but this figure is considerably understated by the
fact that a significant part of nominally civilian R&D spending is aimed at developing ci-
vilian applications for military technology.’ It is also understated by the fact that military
R&D is often used for developing production technologies (like automated control sys-
tems in the machine tool industry) that become the basis for production methods
throughout the civilian sector.

E. STATE ACTION TO ABSORB SURPLUS OUTPUT

The roots of the corporate state in the U.S., more than anything else, lie in the crisis
of overproduction as perceived by corporate and state elites—especially the traumatic De-
pression of the 189os—and the requirement, also as perceived by them, for state interven-
tion to absorb surplus output or otherwise deal with the problems of overproduction, un-
derconsumption, and overaccumulation.

According to William Appleman Williams, “the Crisis of the 1890’s raised in many
sections of American society the specter of chaos and revolution.”® Economic elites saw it
as the result of overproduction and surplus capital, and believed it could be resolved only
through access to a “new frontier.” Without state-guaranteed access to foreign markets,
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output would fall below capacity, unit costs would go up, and unemployment would reach
dangerous levels.

The seriousness of the last threat was underscored by the radicalism of the Nineties.
The Pullman Strike, Homestead, and the formation of the Western Federation of Miners
(in many ways the precursor organization to the IWW) were signs of dangerous levels of
labor unrest and class consciousness. Coxey’s army of the unemployed marched on Wash-
ington. The People’s Party seemed poised to take the White House. At one point Jay
Gould, mouthpiece of the robber barons, threatened a capital strike if the populists came to
power. In 1894 businessman E L. Stetson warned, “We are on the edge of a very dark night,
unless a return of commercial prosperity relieves popular discontent.”" Both business and
government resounded with claims that U.S. productive capacity had outstripped the do-
mestic market’s ability to consume, and that the government had to take active measures to
obtain outlets.

This perception is often ridiculed by Austrians on the grounds that overproduction
and underconsumption simply cannot happen.” They ignore the fact that Say’s law only
applies to a free market. One might just as well airily dismiss Mises’ theories of malinvest-
ment and the crackup boom on the grounds that “such things cannot happen in the free
market.” What we have is not a free market, but a corporatist system in which the state
subsidizes overaccumulation and the cartelization of industry, so that overbuilt industry
cannot dispose of its entire product when operating at full capacity—especially not at car-
tel prices. Neo-Marxist theories of overproduction and imperialism, and New Left revi-
sionist treatments of American foreign policy, both lend themselves quite well to thoughful
free market analysis. Joseph Stromberg’s essay, “The Role of State Monopoly Capitalism in
the American Empire,”” is an excellent example of such an approach.

The abortive NIRA was an attempt to solve the problem of overproduction by gov-
ernment-sponsored industrial cartels: by that means, corporations would be able to set
prices and apportion shares of output among themselves so as to maximize income
through monopoly pricing, thus guaranteeing them a minimum rate of profit even while
operating far below capacity. Besides this unsuccessful attempt, thwarted by the Supreme
Court, FDR also attempted to mobilize idle manpower and spending power through defi-
cit-funded spending programs, with mixed results at best.

The crowning achievement of FDR'’s state capitalism, of course, was the military-
industrial complex which arose from World War II, and has continued ever since. It has
since been described, variously, as “military Keynesianism,” or a “perpetual war economy.”
A first step in realizing the monumental scale of the war economy’s effect is to consider
that the total value of plant and equipment in the United States increased by about two-
thirds (from $40 to $66 billion) between 1939 and 1945, most of it a taxpayer “gift” of
forced investment funds provided to the country’s largest corporations.® Profit was virtually
guaranteed on war production through “cost-plus” contracts.* In addition, some two-
thirds of federal R&D spending was channeled through the 68 largest private laboratories
(40% of it to the ten largest), and the resulting patents given away to the companies that
carried out the research under government contract.’
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World War II went a long way toward postponing America’s crises of overproduction
and overaccumulation for a generation, by blowing up most of the capital in the world out-
side the United States and creating a permanent war economy to absorb surplus output.

Nevertheless, demobilization of the war economy after 1945 very nearly threw the
overbuilt and government-dependent industrial sector into a renewed depression. For ex-
ample, in Harry Truman and the War Scare of 1948, Frank Kofsky described the aircraft indus-
try as spiraling into red ink after the end of the war, and on the verge of bankruptcy when
it was rescued by Truman’s new bout of Cold War spending on heavy bombers."'

The Cold War restored the corporate economy’s heavy reliance on the state as a
source of guaranteed sales. Charles Nathanson argued that “one conclusion is inescapable:
major firms with huge aggregations of corporate capital owe their survival after World War
IT to the Cold War . .. .”” For example, David Noble pointed out that civilian jumbo jets
would never have existed without the government’s heavy bomber contracts. The produc-
tion runs for the civilian market alone were too small to pay for the complex and expen-
sive machinery. The 747 is essentially a spinoff of military production.’

The heavy industrial and high tech sectors were given a virtually guaranteed outlet,
not only by U.S. military procurement, but by grants and loan guarantees for foreign mili-
tary sales under the Military Assistance Program. Although apologists for the military-
industrial complex have tried to stress the relatively small fraction of total production repre-
sented by military goods, it makes more sense to compare the volume of military procure-
ment to the amount of idle capacity. Military production runs amounting to a minor per-
centage of total production might absorb a major part of total excess production capacity,
and have a huge effect on reducing unit costs. Besides, the rate of profit on military con-
tracts tends to be quite a bit higher, given the fact that military goods have no “standard”
market price, and the fact that prices are set by political means (as periodic Pentagon budget
scandals should tell us).* So military contracts, small though they might be as a portion of a
firm’s total output, might well make the difference between profit and loss.

Seymour Melman described the “permanent war economy” as a privately-owned,
centrally-planned economy that included most heavy manufacturing and high tech indus-
try. This “state-controlled economy” was based on the principles of “maximization of costs and

of government subsidies.”’

It can draw on the federal budget for virtually unlimited capital. It operates in an insu-
lated, monopoly market that makes the state-capitalist firms, singly and jointly, impervi-
ous to inflation, to poor productivity performance, to poor product design and poor
production managing. The subsidy pattern has made the state-capitalist firms failure-
proof. That is the state-capitalist replacement for the classic self~correcting mechanisms of
the competitive, cost-minimizing, profit-maximizing firm.’

The chief virtue of the military economy is its utter unproductivity. That is, it does
not compete with private industry to supply any good for which there is consumer de-
mand. But military production is not the only such area of unproductive government
spending. Neo-Marxist Paul Mattick elaborated on the theme in a 1956 article. The over-
built corporate economy, he wrote, ran up against the problem that “[p]rivate capital for-
mation . .. finds its limitation in diminishing market-demand.” The State had to absorb
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part of the surplus output; but it had to do so without competing with corporations in the
private market. Instead, “[glovernment-induced production is channeled into non-market
fields—the production of non-competitive public-works, armaments, superfluities and
waste." As a necessary result of this state of affairs,

so long as the principle of competitive capital production prevails, steadily growing pro-
duction will in increasing measure be a “production for the sake of production,” bene-
fiting neither private capital nor the population at large.

This process is somewhat obscured, it is true, by the apparent profitability of capital
and the lack of large-scale unemployment. Like the state of prosperity, profitability, too, is
now largely government manipulated. Government spending and taxation are managed
so as to strengthen big business at the expense of the economy as a whole . . . .

In order to increase the scale of production and to accummulate [sic| capital, gov-
ernment creates “demand” by ordering the production of non-marketable goods, fi-
nanced by government borrowings. This means that the government avails itself of pro-
ductive resources belonging to private capital which would otherwise be idle.”

Such consumption of output, while not always directly profitable to private industry,
serves a function analogous to foreign “dumping” below cost, in enabling industry to op-
erate at full capacity despite the insufficiency of private demand to absorb the entire prod-
uct at the cost of production.

It’s interesting to consider how many segments of the economy have a guaranteed mar-
ket for their output, or a “conscript clientele” in place of willing consumers. The “military-
industrial complex” 1s well known. But how about the state’s education and penal systems?
How about the automobile-trucking-highway complex, or the civil aviation complex? For-
eign surplus disposal (“export dependant monopoly capitalism”) and domestic surplus dis-
posal (government purchases) are different forms of the same phenomenon.

Finally, as Marx pointed out in Volume Three of Capital, the rise of major new forms of
industry could absorb surplus capital and counteract the falling direct rate of profit.” Baran
and Sweezy, likewise, considered “epoch-making inventions” as partial counterbalances to the
ever-increasing surplus. Their chief example was the rise of the automobile industry in the
1920s, which (along with the highway program) was to define the American economy for
most of the mid-2oth century.’ The high tech boom of the 1990s was a similarly revolutionary
event. It is revealing to consider the extent to which both the automobile and computer in-
dustries, far more than most industries, were direct products of state capitalism.

The destruction of capital postponed the crisis of overaccumulation until around
1970, when the industrial capacity of Europe and Japan had been rebuilt. By the late 1960s,
according to Piore and Sabel, American domestic markets for industrial goods had become
saturated.* According to Walden Bello, the capitalist state attempted to address the resumed
crisis of overproduction with a new series of expedients, including a combination of neo-
liberal restructuring and globalization, and financialization. The former sought new outlets
for surplus capital in havens like China, while the latter used derivatives and debt-based se-
curities to soak up investment capital for which no outlet existed in productive industry.
Unfortunately for the state capitalists, China itself has become saturated with industrial in-
vestment, and we’re currently seeing (as of November 2008) the results of financialization.’
State capitalism seems to be running out of safety valves.
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E NEeoLIBERAL FOREIGN PoLicy

Neoliberal foreign policy, in large measure, is a subset of the broader category of state
action to absorb surplus output and surplus capital.

The central theme of American foreign policy, from the 1890s until today, was what
William Appleman Williams called “Open Door imperialism”;" it consisted of using U.S.
political power to guarantee access to foreign markets and resources on terms favorable to
American corporate interests, without relying on direct political rule. Its central goal was to
obtain for U.S. merchandise, in each national market, treatment equal to that afforded any
other industrial nation. Most importantly, this entailed active engagement by the U.S. gov-
ernment in breaking down the imperial powers’ existing spheres of economic influence or
preference. The result, in most cases, was to treat as hostile to U.S. security interests any
large-scale attempt at autarky, or any other policy whose effect was to withdraw major ar-
eas of the world from the disposal of the U.S. corporate economy. When the power at-
tempting such policies was an equal, like the British Empire, the U.S. reaction was merely
one of measured coolness. When it was perceived as an inferior, like Japan, the U.S. resorted
to more forceful measures, as events of the late 1930s indicate. And whatever the degree of
equality between advanced nations in their access to Third World markets, it was clear that
Third World nations were still to be subordinated to the industrialized West in a collective
sense.

Open Door Empire was the direct ancestor of today’s neoliberal system, which is falsely
called “free trade” in the apologetics of court intellectuals. It depended on active management
of the world economy by dominant states, and continuing intervention to police the interna-
tional economic order and enforce sanctions against states which did not cooperate.

The Bretton Woods System, created on the initiative of FDR and Truman in the latter
part of World War II, was the culmination of the Open Door. FDR saw the guarantee of
American access to foreign markets as vital to ending the Depression and the threat of in-
ternal upheaval that went along with it. His ongoing policy of Open Door Empire, faced
with the withdrawal of major areas from the world market by the autarkic policies of the
Greater East Asia Co-Prosperity Sphere and Fortress Europe, led to American entry into
World War II, and culminated in the postwar establishment of what Samuel Huntington
called a “system of world order” guaranteed both by global institutions of economic gov-
ernance like the IMFE and by a hegemonic political and military superpower.

In the summer of 1940, the CFR and State Department undertook a joint study to
determine the minimum portion of the world the U.S. would have to integrate with its
own economy, in order to provide sufficient resources and markets for economic stability;
it also explored policy options for reconstructing the postwar world. They found that the
U.S. economy could not survive in its existing form without access to the resources and
markets not only of the Western Hemisphere, but of the British Empire and the Far East
(together called the Grand Area). But the western Pacific was rapidly being incorporated
into Japan’s economic sphere of influence. And the fall of France and the Low Countries,
and the ongoing Battle of Britain, raised the possibility that Germany might capture much
of the Royal Navy (and with it some portion of the Empire). FDR resolved to contest
Japanese power in the Far East, and if necessary to initiate war.” In the end, however, he
successfully maneuvered Japan into firing the first shot.
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The American policy that emerged from these struggles was to secure control over
the markets and resources of the global “Grand Area” through institutions of global eco-
nomic governance, as created by the postwar Bretton Woods system.

The problem of access to foreign markets and resources was central to U.S. postwar
planning. Given the structural imperatives of “export dependent monopoly capitalism,””
the possibility of a postwar depression was real. The original drive toward foreign expan-
sion at the end of the nineteenth century reflected the fact that industry, with state capital-
ist encouragement, had expanded far beyond the ability of the domestic market to con-
sume its output. Even before World War II, the state capitalist economy had serious trouble
operating at the level of output needed for full utilization of capacity and cost control.
Military-industrial policy during the war exacerbated the problem of over-accumulation,
greatly increasing the value of plant and equipment at taxpayer expense. The end of the
war, if followed by the traditional pattern of demobilization, would result in a drastic re-
duction in orders to that same overbuilt industry just as over ten million workers were be-
ing dumped back into the civilian labor force.

A central facet of postwar economic policy, as reflected in the Bretton Woods agencies,
was state intervention to guarantee markets for the full output of U.S. industry and profit-
able outlets for surplus capital. The World Bank was designed to subsidize the export of
capital to the Third World, by financing the infrastructure without which Western-owned
production facilities could not be established there. According to Gabriel Kolko’s 1988 esti-
mate, almost two thirds of the World Bank’s loans since its inception had gone to transpor-
tation and power infrastructure.” A laudatory Treasury Department report referred to such
infrastructure projects (comprising some 48% of lending in FY 1980) as “externalities” to
business, and spoke glowingly of the benefits of such projects in promoting the expansion of
business into large market areas and the consolidation and commercialization of agricul-
ture.’ The Volta River power project, for example, was built with American loans (at high
interest) to provide Kaiser aluminum with electricity at very low rates.*

More recently, companies engaged in the supposedly “free market” activity of oft-
shoring work notified host governments of their requirements for corporate welfare:

SUNIL RAMAN, BBC—The Indian city of Bangalore must improve its infrastructure if
it wants to hold on to vital IT business, company executives have warned. The heads of
some of the biggest companies in India’s IT industry have asked the government of the
southern Indian state of Karnataka to improve infrastructure in Bangalore, or they will
move their businesses to other states. The high-profile delegation included bosses of top
Indian IT companies Wipro and Infosys, as well as representatives from Dell, IBM, Intel,
and Texas Instruments among others.’
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2. Gabriel Kolko, Confronting the Third World: United States Foreign Policy 1945-1980 (New
York: Pantheon Books, 1988), p. 120.

3. United States Participation in the Multilateral Development Banks in the 1980s. Department of
the Treasury (Washingon, DC: 1982), p. 9.

4. Stavrianos, Promise of the Coming Dark Age, p. 42.

5. Sunil Rahman, “India’s silicon valley faces IT exodus,” BBC News, August 10, 2004
<http://news.bbc.co.uk/1/low/business/3553156.stm>.
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Besides the benefit of building “an internal infrastructure which is a vital prerequisite
for the development of resources and direct United States private investments,” such banks
(because they must be repaid in U.S. dollars) require the borrowing nations “to export
goods capable of earning them, which is to say, raw materials . . . .”"

The International Monetary Fund was created to facilitate the purchase of American
goods abroad, by preventing temporary lapses in purchasing power as a result of foreign ex-
change shortages. It was “a very large international currency exchange and credit-granting
institution that could be drawn upon relatively easily by any country that was temporarily
short of any given foreign currency due to trade imbalances.””

The Bretton Woods system by itself, however, was insufficient to ensure the levels of
output needed to keep production facilities running at full capacity, or to absorb excess in-
vestment funds. First the Marshall Plan, and then the permanent war economy of the Cold
War, came to the rescue.

The Marshall Plan was devised in reaction to the impending economic slump pre-
dicted by the Council of Economic advisers in early 1947 and the failure of Western
Europe “to recover from the war and take its place in the American scheme of things.”
Undersecretary of State for Economic Affairs Clayton declared that the central problem
confronting the United States was the disposal of its “great surplus.”

The permanent war economy had an advantage over projects like the TVA that pro-
duced use-value for the civilian population: since it did not produce consumer goods, it
didn’t add to the undisposable surplus or compete with the output of private capital in
consumer markets. In the apt words of Emanuel Goldstein: “Even when weapons of war
are not actually destroyed, their manufacture is still a convenient way of expending labor
power without producing anything that can be consumed.” War is a way of “shattering to
pieces, or pouring into the stratosphere, or sinking in the depths of the sea,” excess output
and capital.*

Besides facilitating the export of goods and capital, the Bretton Woods agencies play a
central role in the discipline of recalcitrant regimes. There is a considerable body of radical
literature on the Left on the use of debt as a political weapon to impose pro-corporate
policies (e.g., the infamous “structural adjustment program”) on Third World governments,
analogous to the historic function of debt in keeping miners and sharecroppers in their
place.’ As David Korten argued,

The very process of the borrowing that created the indebtedness that gave the World
Bank and the IMF the power to dictate the policies of borrowing countries represented
an egregious assault on the principles of democratic accountability. Loan agreements,
whether with the World Bank, the IMEF, other official lending institutions, or commercial
banks, are routinely negotiated in secret between banking officials and a handful of gov-
ernment officials—who in many instances are themselves unelected and unaccountable
to the people on whose behalf they are obligating the national treasury to foreign lend-
ers. Even in democracies, the borrowing procedures generally bypass the normal appro-

1. Gabriel Kolko, The Roots of American Foreign Policy: An Analysis of Power and Purpose (Bos-
ton: Beacon Press, 1969), p. 72.

2. G. William Dombhoft, The Power Elite and the State: How Policy is Made in America (New
York: Aldine de Gruyter, 1990), p. 166.

3. Williams, Tragedy of American Diplomacy, p. 271.

4. George Orwell, 1984. Signet Classics reprint (New York: Harcourt Brace Jovanovich,
1949, 1981), p. 157.

5. Cheryl Payer, The Debt Trap: The International Monetary Fund and the Third World (New
York: Monthly Review Press, 1974); Walden Bello, “Structural Adjustment Programs: ‘Success’ for
Whom?” in Jerry Mander and Edward Goldsmith, eds., The Case Against the Global Economy (San
Francisco: Sierra Club Books, 1996); Bruce Franklin. “Debt Peonage: The Highest Form of Impe-
rialism?” Monthly Review 33:10 (March 1982).
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priation processes of democratically elected legislative bodies. Thus, government agencies
are able to increase their own budgets without legislative approval, even though the leg-
islative body will have to come up with the revenues to cover repayment. Foreign loans
also enable governments to increase current expenditures without the need to raise cur-
rent taxes . . . . The system creates a powerful incentive to over-borrow.’

Another way the Bretton Woods agencies punish disobedient regimes is by withhold-
ing aid. This powerful political weapon has been used at times to undermine elective de-
mocracies whose policies fell afoul of corporate interests, and to reward compliant dictator-
ships. For example, the World Bank refused to lend to the Goulart government in Brazil; but
following the installation of a military dictatorship in 1964, the Bank’s lending averaged $73
million a year for the rest of the decade, and reached almost a half-billion by the mid-7os.
Chile, before and after Pinochet’s coup, followed a similar pattern.> As Ambassador Korry
warned, in the latter-day equivalent of a papal interdict, “Not a nut or bolt shall reach Chile
under Allende. Once Allende comes to power we shall do all within our power to condemn
Chile and all Chileans to utmost deprivation and poverty.”

Cheryl Payer’s The Debt Trap is an excellent historical survey of the use of debt crises
to force countries into standby arrangements, precipitate coups, or provoke military crack-
downs. In addition to their use against Goulart and Allende, as mentioned above, she pro-
vides case studies of the Suharto coup in Indonesia and Marcos’ declaration of martial law
in the Philippines.

Among the many features of the so-called structural adjustment program, mentioned
above, the policy of “privatization” (by selling state assets to “latter-day Reconstructionists,” as
Sean Corrigan says below) stands out. Joseph Stromberg described the process, as it has been
used by the Iraq Provisional Authority, as “funny auctions, that amounted to new expropria-
tions by domestic and foreign investors ....” Such auctions of state properties will “likely
lead . . . to a massive alienation of resources into the hands of select foreign interests.”

The promotion of unaccountable, technocratic Third World governments, insulated
from popular pressure and closely tied to international financial elites, has been a central
goal of Bretton Woods agencies since World War II.

From the 19508 onwards, a primary focus of Bank policy was “institution-building”,
most often . . . promoting the creation of autonomous agencies within governments that
would be continual World Bank borrowers. Such agencies were intentionally established
to be independent financially from their host governments, as well as minimally account-
able politically—except, of course, to the Bank.’

The World Bank created the Economic Development Institute in 1956 to enculture
Third World elites into the values of the Bretton Woods system. Its six-month course in
“the theory and practice of development,” by 1971 had produced some 1300 alumni, in-
cluding prime ministers and ministers of planning and finance.’

The creation of such patronage networks has been one of the World Bank’s most impor-
tant strategies for inserting itself in the political economies of Third World countries.
Operating according to their own charters and rules (frequently drafted in response to

1. David Korten, When Corporations Rule the World (West Hartford, Conn.: Kumarian Press,
1995; San Francisco, Calif.: Berrett-Koehler, Publishers, Inc., 1995), p. 166.

2. Bruce Rich, “The Cuckoo in the Nest: Fifty Years of Political Meddling by the World
Bank,” The Ecologist (January/February 1994), p. 10.

3. Holly Sklar, “Overview,” in Holly Sklar, ed., Trilateralism: The Trilateral Commission and
Elite Planning for World Management (Boston: South End Press, 1980), pp. 28-29.

4. “Experimental Economics, Indeed” Ludwig von Mises Institute, January 6, 2004
<http://www.mises.org/fullstory.asp?control=1409>.

5. Rich, “Cuckoo in the Nest,” p. 9.

6. Ibid., pp. 9-10.
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Bank suggestions), and staffed with rising technocrats sympathetic, even beholden, to the
Bank, the agencies it has funded have served to create a steady, reliable source of what the
Bank needs most—bankable loan proposals. They have also provided the Bank with criti-
cal power bases through which it has been able to transform national economies, indeed
whole societies, without the bothersome procedures of democratic review and discussion
of the alternatives."

Despite the vast body of scholarly literature on the issues discussed in this passage,
perhaps the most apt description of it was a pithy comment by a free market libertarian,
Sean Corrigan:

Does he [Treasury Secretary O’Neill] not know that the whole IMF-US Treasury
carpet-bagging strategy of full-spectrum dominance is based on promoting unproductive
government-led indebtedness abroad, at increasingly usurious rates of interest, and
then—either before or, more often these days, after, the point of default—bailing out the
Western banks who have been the agents provocateurs of this financial Operation Over-
lord, with newly-minted dollars, to the detriment of the citizenry at home?

Is he not aware that, subsequent to the collapse, these latter-day Reconstructionists
must be allowed to swoop and to buy controlling ownership stakes in resources and pro-
ductive capital made ludicrously cheap by devaluation, or outright monetary collapse?

Does he not understand that he must simultaneously coerce the target nation into

sweating its people to churn out export goods in order to service the newly refinanced debt
52

What American elites mean by “free markets” and “free trade” was ably stated by
Thomas Friedman in one of his lapses into frankness:

For globalism to work, America can’t be afraid to act like the almighty superpower it is
... .The hidden hand of the market will never work without a hidden fist—McDonald’s
cannot flourish without McDonnell Douglas, the designer of the F-15. And the hidden
fist that keeps the world safe for Silicon Valley’s technologies is called the United States
Army, Air Force, Navy and Marine Corps.’

The “system of world order” enforced by the U.S. since World War II, and so cele-
brated by Friedman, is nearly the reverse of the classical liberal notion of free trade. This
new version of “free trade” is aptly characterized in a passage by Christopher Layne and
Benjamin Schwarz:

The view that economic interdependence compels American global strategic en-
gagement puts an ironic twist on liberal internationalist arguments about the virtues of
free trade, which held that removing the state from international transactions would be
an antidote to war and imperialism . . . .

... . Instead of subscribing to the classical liberal view that free trade leads to peace,
the foreign policy community looks to American military power to impose harmony so
that free trade can take place. Thus, U.S. security commitments are viewed as the indis-
pensable precondition for economic interdependence.*

Oliver MacDonagh pointed out that the modern neoliberal conception, far from
agreeing with Cobden’s view of free trade, resembled the “Palmerstonian system” that the
Cobdenites so despised. Cobden objected, among other things, to the “dispatch of a fleet
‘to protect British interests’ in Portugal,” to the “loan-mongering and debt-collecting op-
erations in which our Government engaged either as principal or agent,” and generally, all

1. Ibid., p. 10.

2. Sean Corrigan, “You Can’t Say That!” August 6, 2002, LewRockwell.Com
<http://www.lewrockwell.com/corrigan/corrigant3.html>.

3. Thomas Friedman, “What the World Needs Now,” New York Times, March 28, 1999.

4. Christopher Layne and Benjamin Shwartz, “American Hegemony Without an Enemy,”
Foreign Policy (Fall 1993), pp. 12-3.
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“intervention on behalf of British creditors overseas.” Cobden favored the “natural”
growth of free trade, as opposed to the forcible opening of markets. Genuine free traders
opposed the confusion of “free trade” with “mere increases of commerce or with the
forcible ‘opening up’ of markets.”"

The neoliberal understanding of “How to Have Free Trade” was lampooned quite ef-
tectively by Joseph Stromberg:

For many in the US political and foreign policy Establishment, the formula for hav-
ing free trade would go something like this: 1) Find yourself a global superpower; 2) have
this superpower knock together the heads of all opponents and skeptics until everyone is
playing by the same rules; 3) refer to this new imperial order as “free trade;” 4) talk quite
a bit about “democracy.” This is the end of the story except for such possible corollaries
as 1) never allow rival claimants to arise which might aspire to co-manage the system of
“free trade”; 2) the global superpower rightfully in charge of world order must also con-
trol the world monetary system . . . .

.. [W]hen, from 1932 on, the Democratic Party— with its traditional rhetoric
about free trade in the older sense—took over the Republicans project of neo-
mercantilism and economic empire, it was natural for them to carry it forward under the
“free trade” slogan. They were not wedded to tariffs, which, in their view, got in the way
of implementing Open Door Empire. Like an 18th-century Spanish Bourbon govern-
ment, they stood for freer trade within an existing or projected mercantilist system. They
would have agreed, as well, with Lord Palmerston, who said in 1841, “It is the business of
Government to open and secure the roads of the merchant.” . . ..

Here, John A. Hobson . . . was directly in the line of real free-trade thought. Hob-
son wrote that businessmen ought to take their own risks in investing overseas. They had
no right to call on their home governments to “open and secure” their markets.”

And by the way, it’s doubtful that superpower competition with the Soviets had much
to do with the role of the U.S. in shaping the postwar “system of world order,” or in act-
ing as “hegemonic power” in maintaining that system of order. Layne and Schwarz cited
NSC-68 to the effect that the policy of “attempting to develop a healthy international
community” was “a policy which we would probably pursue even if there were no Soviet
threat.”

Underpinning U.S. world order strategy is the belief that America must maintain what is
in essence a military protectorate in economically critical regions to ensure that Amer-
ica’s vital trade and financial relations will not be disrupted by political upheaval. This
kind of economically determined strategy articulated by the foreign policy elite ironi-
cally (perhaps unwittingly) embraces a quasi-Marxist or, more correctly, a Leninist inter-
pretation of American foreign relations.’

The planners who designed the Bretton Woods system and the rest of the postwar
framework of world order, apparently, paid little or no mind to the issue of Soviet Russia’s
role in the world. The record that appears, rather, in Shoup and Minter’s heavily docu-
mented account, is full of references to the U.S. as a successor to Great Britain as guarantor
of a global political and economic order, and to U.S. global hegemony as a war aim (even
before the U.S. entered the war). As early as 1942, when Russia’s very survival was doubt-
tul, U.S. policy makers were referring to “domination after the war,” “Pax Americana,”
and “world control.” To quote G.William Dombhoft, “the definition of the national interest
that led to these interventions was conceived in the years 1940-42 by corporate planners in

1. Oliver MacDonough, “The Anti-Imperialism of Free Trade,” The Economic History Review
(Second Series) 14:3 (1962).

2. Joseph R. Stromberg, “Free Trade, Mercantilism and Empire,” February 28, 2000
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3. Layne and Shwartz, “American Hegemony Without an Enemy,” pp. s, 12.
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terms of what they saw as the needs of the American capitalist system, well before commu-
nism was their primary concern.”

The central feature of the post-Axis world, as envisioned by American planners, was the
replacement of a world order under British by one under American hegemony. If anything,
the Cold War with the Soviet Union appears almost as an afterthought to American plan-
ning. Far from being the cause of the U.S. role as guarantor of a system of world order, the
USSR acted as a spoiler to preexisting U.S. plans for acting as sole global superpower.

Historically, any rival power which has refused to be incorporated into the Grand
Area, or which has encouraged other countries (by “defection from within”) to withdraw

from it, has been viewed as an “aggressor.” Quoting Domhoft once again,

....I believe that anticommunism became a key aspect of foreign policy only after the
Soviet Union, China, and their Communist party allies became the challengers to the
Grand Area conception of the national interest. In a certain sense ..., they merely re-
placed the fascists of Germany and Japan as the enemies of the international economic
and political system regarded as essential by American leaders.”

Likewise, as DomhofF’s last sentence in the above quote suggests, any country which has
interfered with U.S. attempts to integrate the markets and resources of any region of the
world into its international economic order has been viewed as a “threat.” The Economic
and Financial Group of the CFR/State Department postwar planning project, produced, on
July 24, 1941, 2 document (E-B34), warning of the need for the United States to “defend the
Grand Area,” not only against external attack by Germany, but against “defection from
within” . .. .* The centrality of this consideration is illustrated by the report of a 1955 study
group of the Woodrow Wilson Center, which pointed to the threat of “a serious reduction in
the potential resource base and market opportunities of the West owing to the subtraction of
the communist areas and their economic transformation in ways that reduce their willingness
and ability to complement the industrial economies of the West.”*

One way of defending against “defection from within” is to ensure that Third World
countries have the right kind of government. That can be done either by supporting
authoritarian regimes, or what neoconservatives call “democracy.” The key quality for na-
tive elites, in either case, is an orientation toward what Thomas Barnett calls “connec-
tivity.” The chief danger presented by “outlaw regimes” lies in their being disconnected
“from the globalizing world, from its rule sets, its norms . . . ."””

The neoconservative version of democracy is more or less what Chomsky means by
“spectator democracy”: a system in which the public engages in periodic legitimation ritu-
als called “elections,” choosing from a narrow range of candidates all representing the same
elite. Having thus done its democratic duty, the public returns to bowling leagues and
church socials, and other praiseworthy manifestations of “civil society,” and leaves the me-
chanics of policy to its technocratic betters—who immediately proceed to take orders
from the World Bank. This form of democracy is equivalent to what neocons call “the
Rule of Law,” which entails a healthy dose of Weberian bureaucratic rationality. The stabil-
ity and predictability associated with such “democracies” is, from the business standpoint,
greatly preferable to the messiness of dictatorship or death squads.

Dombhoft, The Power Elite and the State, p. 113.
Ibid., p. 145.
Ibid., pp. 160-1.
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American “pro-democratic” policy in the Third World, traditionally, has identified
“democracy” with electoralism, and little else. In Central America, for example, a country
is a “democracy” if its government “came to power through free and fair elections.” But
this policy ignores the vital dimension of popular participation, “including the free expres-
sion of opinions, day-to-day interaction between the government and the citizenry, the
mobilization of interest groups,” etc. The “underlying objective” of pro-democracy poli-
cies is “to maintain the basic order of what . . . are quite undemocratic societies.” Democ-
racy is a means of “relieving pressure for more radical change,” but only through “limited,
top-down forms of democratic change that [do] not risk upsetting the traditional struc-
tures of power with which the United States has been allied.”" Democracy policy through
the Duarte regime in El Salvador, more specifically, did not touch the power of the mili-
tary or landed oligarchies.

American elites prefer “democracy” whenever possible, but will resort to dictatorship
in a pinch. The many, many cases in which the U.S. Assistance Program, the School of the
Americas, the CIA, the World Bank and IME and others from the list of usual suspects have
collaborated in just this expedient are recounted, in brutal detail, by William Blum in Kill-
ing Hope.?

Had anti-Sovietism or anti-communism been the U.S. government’s main preoccupa-
tion, its policy would have been much different.

While there were many varieties of capitalism consistent with the anti-Communist
politics the United States . .. sought to advance, what was axiomatic in the American
credo was that the form of capitalism it advocated for the world was to be integrated in
such a way that its businessmen played an essential part in it. Time and again it was ready
to sacrifice the most eftective way of opposing Communism in order to advance its own
national interests . . . .

... [Tt was its clash with nationalist elements, as diverse as they were, that revealed
most about the U.S. global crusade, for had fear of Communism alone been the motivation
of its behavior, the number of obstacles to its goals would have been immeasurably
smaller.

This postwar global system suffered a series of perceived challenges in the 1970s. The
fall of Saigon, the increasing ability of the Soviet Union to act as spoiler against American
intervention, the nonaligned movement, the New International Economic Order, etc.,
were taken as signs that the corporate world order was losing control.

Reagan’s escalating intervention in Central America, the military buildup, and the
partial resumption of Cold War were all responses to this perception. In addition, the col-
lapse of the rival Soviet superpower, the Uruguay Round of GATT, NAFTA, and similar
“free trade” [sic|] agreements (particularly their draconian “intellectual property” provi-
sions, symbiotically related to domestic counterparts like the Digital Millennium Copy-
right Act), together achieved a total end run against the perceived challenges of the 1970s.
The neoliberal revolution of the ’8os and ’9os, coming as it did directly on the heels of di-
minished American power in the ’7os, snatched total victory from the jaws of defeat; it
ended all barriers to TNCs buying up entire economies, locked the west into monopoly
control of modern technology, and created a “de facto world government” on behalf of
global corporations. The ’9os were the era of the G8, Davos, and Tom Friedman.

1. Thomas Carothers, “The Reagan Years: The 1980s,” in Abraham F. Lowenthal, ed.,
Exporting Democracy (Baltimore: Johns Hopkins, 1991), pp. 117-8.
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mon Courage Press, 1995).
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102 ORGANIZATION THEORY

The draconian “intellectual property” lockdown we’ve experienced since the 1980s is
mind-boggling in its extent. Patents are being used on a global scale to lock transnational
corporations into a permanent monopoly of productive technology. The first brick in the
wall was the intellectual property regime under the Uruguay Round of GATT. It extended
protection to trade secrets, thus absolving corporations of the traditional obligation to pub-
lish patented technologies." Naturally, it abandons traditional requirements that required a
holder to work the invention in a country in order to receive patent protection, with
compulsory licensing required if an invention was not being worked, or being worked
tully, and demand was instead being met by importation; or where the export market was
not being supplied because of the patentee’s refusal to grant licenses on reasonable terms.”
But its single most totalitarian provision is probably the Trade-Related aspects of Intellec-
tual Property rights (TRIPS) agreement. It has extended both the scope and duration (fifty
years! of patents far beyond anything ever envisioned in original patent law.® Patents have
also been expanded to biological processes.* The provisions for biotech apply patents to
genetically-modified organisms, effectively pirating the work of generations of Third World
breeders by isolating beneficial genes in traditional varieties and incorporating them in
new GMO:s.

Another key escalation of international “intellectual property” law was the World In-
tellectual Property Organization (WIPO) Copyright Treaty of 1996. The Digital Millen-
nium Copyright Act (DMCA), was passed in 1998 pursuant to the U.S. government’s obli-
gations under that treaty. The DMCA is a fundamental departure from traditional copy-
right doctrines, like fair use and first sale. The legislation does not only punish strictly de-
fined copyright violations after the fact. It prohibits the production of any hardware fea-
tures which can circumvent digital locks, even when the purchaser is simply attempting
what would have been considered fair use under the old regime. Jon Johanssen was pro-
scecuted for distributing DeCSS, which circumvents the content scrambling system on
DVDs.’ The Sonny Bono Copyright Term Extension Act of 1998 extended copyright to
seventy years after the death of the author. Similar legal mandates against DRM circum-
vention were introduced in the EU by the EU Copyright Directive in 2001 and the EU
Directive on the Enforcement of Intellectual Property Rights in 2004.°

Still another radical innovation is the extension of patent law into areas traditionally
covered by copyright. This is especially true of software. Copyright law only protects an ac-
tual work, not the general idea behind it. Patents, on the other hand, cover the idea itself.
In the case of software, this means that rather than simply copyrighting the actual code, a
software proprietor can charge competitors with patent violations for even attempting to
write code to deal with the same problem. Software patents are a powerful weapon against
open-source software, since it is a roadblock to open-source development of software to
perform the same functions as existing proprietary software.”

Another prospective treaty in its planning stages in the WIPO is a Broadcasting Treaty
which will give “cable networks, broadcasters, and, possibly, Internet portals, a fifty year
monopoly over the material which they are transmitting.”

Raghavan, Recolonization, p. 122.
Raghavan, Recolonizatinon, pp. 120, 138
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The developed world has pushed particularly hard to protect industries relying on or
producing “generic technologies,” and to restrict diffusion of “dual use” technologies. The
U. S.-Japanese trade agreement on semi-conductors, for example, 1s a “cartel-like, ‘man-
aged trade’ agreement.”” The central motivation in the GATT intellectual property regime
is to permanently lock in the collective monopoly of advanced technology by TNCs, and
prevent independent competition from ever arising in the Third World. It would, as Martin
Khor Kok Peng writes, “effectively prevent the diffusion of technology to the Third World,
and would tremendously increase monopoly royalties of the TNCs whilst curbing the po-
tential development of Third World technology.” Only one percent of patents worldwide
are owned in the Third World. Of patents granted in the 1970s by Third World countries,
84% were foreign-owned. But fewer than §% of foreign-owned patents were actually used
in production. As we have already seen, the purpose of owning a patent is not necessarily
to use it, but to prevent anyone else from using it.”

The Western consumer corporations that tend to thrive in the global economy, as we
already saw, are those in the sectors most heavily dependent on the international “intellec-
tual property” regime: entertainment, software, and biotech.

Raghavan summed up nicely the effect on the Third World: “Given the vast outlays in
R and D and investments, as well as the short life cycle of some of these products,”

the leading Industrial Nations are trying to prevent emergence of competition by con-
trolling . . . the flows of technology to others. The Uruguay round is being sought to be
used to create export monopolies for the products of Industrial Nations, and block or
slow down the rise of competitive rivals, particularly in the newly industrializing Third
World countries. At the same time the technologies of senescent industries of the north
are sought to be exported to the South under conditions of assured rentier income.’

1. Dieter Ernst, Technology, Economic Security and Latecomer Industrialization, in Raghavan,
Recolonization, pp. 39-40.
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Systemic Effects of State-Induced Economic
Centralization and Large Organizational Size

In Part One, we examined the ways in which the state intervenes to promote economic
centralization and organizational size beyond the levels that would prevail in a free mar-
ket. In Part Two, we will examine the effects, on a systemic level, of such predominantly
large organizational size.

At an individual level, the state’s promotion of hierarchy and centralizing technology
increases the average person’s depencency on credentialed elites for meeting his basic
needs, and transforms him into a client of “professional” bureaucracies. It erects barriers to
comfortable subsistence: i.e., it exacts tolls on all attempts to transform personal labor and
skill into use value.

Organizationally, there are two effects. The first is a simple crowding out: society is
dominated by large organizations, which proliferate at the expense of small ones; thus, the
predominant organizational size is far larger than considerations of efficiency would justify
in a free market.

The second is even more insidious. Quantity, as the Marxists say, is transformed into
quality. The internal culture of the large corporation and the large government agency is
not limited to the actual large organization. It doesn’t just crowd out the small, decentral-
ized alternative, but coopts and contaminates it. It becomes a hegemonic norm, so that its
culture of bureaucracy and hierarchy pervades all organizations within society; the cultural
style of the large organization becomes the standard to be imitated by all other organiza-
tions—including small firms, nonprofits, and cooperatives.

The total effect was summed up quite well by Robert Jackall and Henry Levin. The
“processes of centralization and bureaucratization,” they write,

have transformed our demographic patterns, refashioned our class structure, altered our
communities, and shaped the very tone and tempo of our society. Unlike a century ago,
we are today an urban people, largely propertyless (in the productive sense), and depend-
ent on big organizations—in short, a society of employees coordinated by bureaucratic
elites and experts of every sort. At the ideological level, of course, all of these develop-
ments—and the entire social fabric woven on this warp—come to assume a taken-for-
granted status, an aura of inevitability; it becomes difficult for most people to conceive of
other ways of arranging the world . . . .|

Our analysis relies heavily on Ivan Illich’s concept of counter-productivity (also called
“net social disutility,” the “second threshold,” or “second watershed”). These terms all refer

1. “The Prospects for Worker Cooperatives in the United States” in Robert Jackall and
Henry M. Levin, eds., Worker Cooperatives in America (Berkeley, Los Angeles, London: University of
California Press, 1984), pp. 277-278.
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to the adoption of a technology past the point of negative net returns. Each major sector of
the economy “necessarily effects the opposite of that for which it was structured.””

When an enterprise grows beyond a certain point ..., it frustrates the end for which it
was originally designed, and then rapidly becomes a threat to society itself.”

Beyond a certain point medicine generates disease, transportation spending generates
congestion and stagnation, and “education turns into the major generator of a disabling
division of labor” in which basic subsistence becomes impossible without paying tolls to
the credentialing gatekeepers.’

The first threshold of a technology results in net social benefit. Beyond a certain
point, which Illich calls the second threshold, increasing reliance on technology results in
net social costs and increased dependency and disempowerment to those relying on it. The
technology or tool, rather than being a service to the individual, reduces him to an acces-
sory to a machine or bureaucracy.

There are two ranges in the growth of tools . . .. In the first, man as an individual
can exercise authority on his own behalf and therefore assume responsibility. In the sec-
ond, the machine takes over—first reducing the range of choice and motivation in both
the operator and the client, and second imposing its own logic and demand on both.*

.. .[Thhe progress demonstrated in a previous achievement is used as a rationale for
the exploitation of society as a whole in the service of a value which is determined and
constantly revised by an element of society, by one of its self-certifying professional elites.’

In the case of medicine, the first watershed involved improvements like clean water,
sanitation, rat control, and basic aseptic techniques and antibiotics in medicine—all of
which together dramatically reduced mortality from infectious disease at comparatively low
cost.® At the second watershed,

costly treatment became increasingly the privilege of those individuals who through pre-
vious consumption of medical services had established a claim to more of it. Access to
specialists, prestige hospitals, and life-machines goes preferentially to those people who
live in large cities, where the cost of basic disease prevention . . . is already exceptionally
high . . ..

The second watershed was approached when the marginal utility of further
professionalization declined, at least insofar as it can be expressed in terms of the physical
well-being of the largest numbers of people.”

An infinitesimal fraction of the total patient population, the very richest of them, had ac-
cess to the newest and most advanced procedures, while the costs of basic care were driven
up for everyone else.

Although Illich failed to use it himself, the root concept of Pareto optimality is cen-
tral to properly understanding the cause of counter-productivity:

Given a set of alternative allocations and a set of individuals, a movement from one allo-

cation to another that can make at least one individual better off, without making any
other individual worse off, is called a Pareto improvement or Pareto optimization. An

1. “The Three Dimensions of Public Option,” in The Mirror of the Past: Lectures and Addresses,
1978-1990 (New York and London: Marion Boyars, 1992), p. 84.
2. Mlich, Tools for Conviviality (New York, Evanston, San Francisco, London: Harper & Row,

1973), pp. Xxil-Xxiil.

3. Ilich, Disabling Professions (New York and London: Marion Boyars, 1977), p. 28.
4. Wlich, Tools for Conviviality, pp. 84-85.

5. Ibid., p. 7.

6. Ibid., pp. 1-2.

7. Ibid., pp. 3, 6-7.
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allocation of resources is Pareto efficient or Pareto optimal when no further Pareto
improvements can be made.’

The distinction between Pareto optimal and non-optimal coincides with that Op-
penheimer made between the economic and political means.” The dividing line, in either
case, is privilege. Pareto non-optimal outcomes, or net social disutility, can occur only
when those who personally benefit from the introduction of new technologies beyond the
second threshold, are able to force others to bear the disutilities. Were those who benefited
from a technology forced to internalize all the costs, it would not be introduced beyond
the point where overall disutilities equal overall utilities. Coercion, or use of the “political
means,” is the only way in which one person can impose disutility on another.

A technology will not normally be adopted by an unconstrained individual, of his
own free choice, beyond the point at which the disutilities exceed the utilities. He will
adopt a machine or tool for his own ends, when he fully internalizes the costs and benefits,
only because he judges his individual utility to outweigh the disutility. The second water-
shed is the point beyond which the marginal utility of further adoption is zero when all
costs and benefits are internalized. Without state-enforced privilege to shift the costs of a
technology away from the primary beneficiary, the sum total of such free decisions by indi-
viduals will be net social utility. A technology or form of organization will be adopted be-
yond the point where the negative effects outweigh the positive, only when those making
the decision to adopt it are able to collect the benefits while shifting the costs to others.

[lich mistakenly contrasted counterproductivity with the traditional economic con-
cept of externality, treating them as “negative internalities” entailed within the act of con-
sumption.’ But counter-productivity is very much an externality. The presence of disutility
in consumption is nothing new: all actions, all consumption, normally involve both utilities
and disutilities intrinsic to the act of consumption. When the consumer internalizes all the
costs and benefits, he makes a rational decision to stop consuming at the point where the
disutilities of the marginal unit of consumption exceed its utilities. In the case of counter-
productivity, the net social disutility occurs precisely because the real consumer’s benefit is
not leavened with any of the cost.

[lich’s mistake lies in his confusion over who the actual consumer is. Counterpro-
ductivity is not a “negative internality,” but the negative externality of others’ subsidized
consumption. The real “consumer” is the party who profits from the adoption of a tech-
nology beyond the second watershed—as opposed to the ostensible consumer, who may
have no choice but to make physical use of the technology in his daily life. The real con-
sumer is the party for whose sake the system exists; the ostensible consumer who is forced
to adjust to the technology is simply a means to an end. In the case of all of the “modern
institutions” Illich discusses, the actual consumer is the institutions themselves, not their
conscript clienteles. In the case of the car culture, the primary consumer is the real estate
industry and the big box stores, and the negative externality is suffered by the person
whose feet, bicycle, etc., are rendered useless as a source of access to shopping and work
Rather than saying that “society” sufters a net cost or is enslaved to a new technology, it is
more accurate to say that the non-privileged portion of society becomes enslaved to the
privileged portion and pays increased costs for their benefit.

1. “Pareto efficiency,” Wikipedia, the free encyclopedia (captured June 19, 2007)
<http://en.wikipedia.org/wiki/Pareto_efficiency>.

2. Franz Oppenheimer, The State: Its History and Development Viewed Sociologically. 2nd revised
edition, with Introduction by Paul Gottfried (Edison, N.J.: Transaction Publishers, 1999).

3. Ilich, In the Mirror of the Past: Lectures and Addresses, 1978-1990 (New York: M. Boyars,
1992), p. 84.
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“John Gall,” in his satirical book on organization theory, half-facetiously suggested
the same thing in his discussion of the inversion of inputs:

A giant program to conquer cancer is begun. At the end of five years, cancer has not
been conquered, but one thousand research papers have been published. In addition, one
million copies of a pamphlet entitled “You and the War Against Cancer” have been
distributed. These publications will absolutely be regarded as Output rather than Input.’

Likewise, his distinction between “the stated purpose of the system” and “what the
system really does” (the latter defined by the “blind, instinctive urge to maintain itself’) This
imperative is reflected in the dictum: “What’s good for General Motors is good for the
Country.”* The purpose of the system has nothing to do with serving the needs of its al-
leged clients. The actual things that individual human beings want cannot be delivered by
large, centralized systems.

.« .. most of the things we human beings desire are nonsystems things. We want a fresh apple
picked dead ripe off the tree. But this is precisely what a large system can never supply.
No one is going to set up a large system in order to supply one person with a fresh apple
picked right off the tree. The system has other goals and other people in mind.

Apparent exceptions, in which the system appears to be actually supplying what people
want, turn out on closer examination to be cases in which the system has adjusted people’s
desires to what the system is prepared to supply:

Example . . . . Doesn’t the universal availability of cheap, fresh, enriched white bread
represent a great systems achievement in terms of nourishing the American population?

Answer. The short answer is that it is not bread. The French peasant eats fresher
bread than we do, and it tastes better. The Egyptian fellah, one of the poorest farmers in
the world, eats bread that is still hot from the oven at a price he can easily afford. Most of
the cost of our bread is middleman costs . . . which would not be incurred if it were pro-
duced by local bakers rather than by a giant system.’

In short, the people running the system are the consumers, and it’s working just fine for
them. The objection that it doesn’t work so well for us is as irrelevant as the fact that slav-
ery wasn’t such a hot deal for the people picking the cotton.

By failing to grasp the central role of the state coercion in promoting counter-
productivity, lllich produced an analysis that we must stand on its head. Rather than simply
eliminating the basic engine of counterproductivity—state intervention, which externalizes
the costs of counterproductive technology on parties other than the direct beneficiaries—
he advocated new prohibitions on the adoption of the technology.

I will argue that we can no longer live and work eftectively without public controls over
tools and institutions that curtail and negate any person’s right to the creative use of his or
her energy. For this purpose we need procedures to ensure that controls over the tools of
society are established and governed by political process rather than decisions by experts.

As if that were not sweeping enough, he called for “politically defined limits on all types of
industrial growth ... .”*

At times, Illich seemed on the edge of conceptual clarity. For example, he noted that
“queues will sooner or later stop the operation of any system that produces needs faster

than the corresponding commodity ....”" And elsewhere: “[I|nstitutions create needs

1. John Gall, Systemantics: How Systems Work and Especially How They Fail (New York:
Pocket Books, 1975), p. 74.

2. Ibid., pp. 88-89.

3. Ibid. pp. 62-64.

4. lich, Tools for Conviviality, pp. 12, 17.

5. Illich, Disabling Professions, p. 30.
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faster than they can create satisfaction, and in the process of trying to meet the needs they
generate, they consume the Earth.”" But he failed to take the next step: discerning the rea-
son that needs are generated faster than they can be met. And it’s a glaring omission, be-
cause his language could be a textbook description of the eftects of subsidy: when the state
provides a good at subsidized prices, demand at the artificially low price will grow faster
than the state can meet it. A classic example is subsidized transportation which, as Illich ob-
served, “created more distances than they helped to bridge; more time was used by the en-
tire society for the sake of traffic than was ‘saved.”””

A. Rapicar MoNorory AND ITS EFFECTS ON THE INDIVIDUAL

The counterproductive adoption of technology results in what Illich calls a “radical
monopoly”:

I speak about radical monopoly when one industrial production process exercises
an exclusive control over the satisfaction of a pressing need, and excludes nonindustrial
activities from competition . . . .

Radical monopoly exists where a major tool rules out natural competence. Radical
monopoly imposes compulsory consumption and thereby restricts personal autonomy. It
constitutes a special kind of social control because it is enforced by means of the im-
posed consumption of a standard product that only large institutions can provide.’

Radical monopoly is first established by a rearrangement of society for the benefit
of those who have access to the larger quanta; then it is enforced by compelling all to
consume the minimum quantum in which the output is currently produced . . . .*

This quote from Marilyn Frye, in “Oppression,” is a good statement of how radical
monopoly feels from the inside:

The experience of oppressed people is that the living of one’s life is confined and shaped
by forces and barriers which are not accidental or occasional and hence avoidable, but
are systematically related to each other in such a way as to catch one between and
among them and restrict or penalize motion in any direction.’

In addition, the goods supplied by a radical monopoly can only be obtained at com-
parably high expense, requiring the sale of wage labor to pay for them, rather than direct
use of one’s own labor to supply one’s own needs.

The eftect of radical monopoly is that capital-, credential- and tech-intensive ways of
doing things crowd out cheaper and more user-friendly, more libertarian and decentralist,
technologies. The individual becomes increasingly dependent on credentialed professionals,
and on unnecessarily complex and expensive gadgets, for all the needs of daily life. Closely
related is Leopold Kohr’s concept of “density commodities,” consumption dictated by
“the technological difficulties caused by the scale and density of modern life.”*

1. Mlich, Deschooling Society (1970), Chapter Seven (online edition at Reactor Core courtesy
of Paul Knatz) <http://reactor-core.org/deschooling.html>.

2. Mlich, Tools for Conviviality, pp. 7-8.

3. Ibid, pp. 52-53.

4. ich, Energy and Equity (1973), Chapter Six (online edition courtesy of Ira Woodhead and Frank
Keller) <http://www.cogsci.ed.ac.uk/~ira/illich/texts/energy_and_equity/energy_and_equity.html>.

5. Quoted in Charles Johnson, “Scratching By: How Government Creates Poverty as We Know
It,” The Freeman: Ideas on Liberty s7:10 (December 2007) <http://www.fee.org/publications/the-
freeman/article.asp?aid=8204>.

6. Kohr, The Overdeveloped Nations: The Diseconomies of Scale (New York: Schocken Books,
1978, 1979), p- 39.
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Subsidized fuel, freeways, and automobiles mean that “[a] city built around wheels be-
comes inappropriate for feet.”" A subsidized and state-established educational bureaucracy
leads to “the universal schoolhouse, hospital ward, or prison.””

In car culture-dominated cities like Los Angeles and Houston, to say that the envi-
ronment has become “inappropriate for feet” is a considerable understatement. The mere
fact of traveling on foot stands out as a cause for alarm, and can invite police harrassment.’

In healthcare, subsidies to the most costly and high-tech forms of medicine crowd out
cheaper and decentralized alternatives, so that cheaper forms of treatment—even when
perfectly adequate from the consumer’s standpoint—become less and less available.

There are powerful institutional pressures for ever more radical monopoly. At the
commanding heights of the centralized state and centralized corporate economy—so inter-
locked as to be barely distinguishable—problems are analyzed and solutions prescribed
from the perspective of those who benefit from radical monopoly. So we see elites calling
for “more of the same” as a cure for the existing problems of technology.

It has become fashionable to say that where science and technology have created prob-
lems, it is only more scientific understanding and better technology that can carry us past
them.The cure for bad management is more management.

Ilich described it as an “attempt to solve a crisis by escalation.”* It’s what Einstein referred
to as trying to solve problems “at the same level of thinking we were at when we created
them.” Or as E. E Schumacher says of intellectuals, technocrats “always tend to try and
cure a disease by intensifying its causes.”’ More recently, Butler Shaffer put it this way:

In our carefully nourished innocence, we believe that institutions exist for the purposes
they have taught us, namely, to provide us with goods and services, protection, security,
and order. But in fact, institutions exist for no other purpose than their self-perpetuation,
an objective requiring a continuing demand for their services . . .. If institutions are to
sustain themselves and grow, they require an escalation of the problems that will cause us
to turn to them for solutions.’

A classic local example is the standard approach, among the unholy alliance of traftic
engineers, planners, and real estate developers, to “relieving congestion.” Here in Northwest
Arkansas, the new US 471 (locally called “the bypass”) was built to the west of existing city
limits to “relieve congestion” on the older highway passing through the major towns. But,
as anyone might predict based on the lessons of Micro-Econ 101, when the marginal cost of
a unit of consumption bears no relation to the marginal benefit, consumption increases long
past the point of diminishing social returns. So the bypass, instead of relieving congestion in
the city, quickly filled up with new congestion generated by the subdivisions and strip malls
that mushroomed at every exit. And now the traffic engineers, the chambers of commerce,
and the current highway money pimp representing the Third Congressional District, are all
prescribing yet another new bypass a few miles further to the west, outside the new, expanded
city limits, to “relieve congestion” on the old bypass.

1. lich, Disabling Professions, p. 28.

2. lich, Tools for Conviviality, p. xxiv.

3. Langdon Winner, The Whale and the Reactor: A Search for Limits in an Age of High Technol-
ogy (Chicago and London: University of Chicago Press, 1986), p.9; Jane Jacobs, The Death and Life
of Great American Cities (New York: Vintage Books, 1961, 1992), p. 46.

4. lich, Tools for Conviviality, p. 9.

5. E. F. Schumacher, Small is Beautiful: Economics as if People Mattered (New York,
Hagerstown, San Francisco, London: Harper & Row, Publishers, 1973), p. 38.

6. Butler Shafter, Calculated Chaos: Institutional Threats to Peace and Human Survival (San Fran-
cisco: Alchemy Books, 1985), pp. 46-47.
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Likewise, voters in the city of Fayetteville levied a one cent sales tax on themselves to
pay for a major expansion of sewage processing facilities, in order to deal with the “in-
creasing burden” of recent years. Of course, the “increasing burden” resulted mainly from
the new subdivisions built by the local real estate industry. The “progressive,” “smart
growth” mayor announced that the “only alternatives” were to increase the sales tax, or to
increase sewer rates by 30%. Of course, one “alternative” completely left oft the table was
increasing sewer hookup fees for new subdivisions enough to cover the costs they imposed
on the system. But the mayor pushed it through by appealing to voters’ greed: the 30% rate
increase would apply only to townies, while the sales tax would shake down visitors who
spent money in Fayetteville. So the new subdivisions get subsidized sewer service at the
expense of working people paying increased sales tax on their groceries—but the voters
think they pulled a fast one on those rubes from out of town. As the saying goes, it’s a lot
easier to con a greedy man. But do you really think the burden on Fayetteville’s sewer sys-
tem will decrease now?

It’s not necessary to be overly cynical about the motivations of policymakers. They
have no doubt absorbed the same conventional wisdom as the public, which is rooted in
their institutional mindset. As Paul Goodman wrote,

I have been trying to show that some of these historical conditions are not inevitable at
all but are the working-out of willful policies that aggrandize certain styles and prohibit
others. But of course historically, if almost everybody believes the conditions are inevita-
ble, including the policy-makers who produce them, then they are inevitable. For to
cope with emergencies does not mean, then, to support alternative conditions, but fur-
ther to support and institutionalize the same conditions. Thus, if there are too many cars,
we build new highways; if administration is too cumbersome, we build in new levels of
administration . . . ."

Radical monopoly also tends to perpetuate itself because large organizations select for
new technologies adapted to their own needs and amenable to control by large organiza-
tions. “The left hand of society seems to wither, not because technology is less capable of
increasing the range of human action . . ., but because such use of technology does not in-
crease the power of an elite which administers it.”* As Kirkpatrick Sale put it:

Political and economic systems select out of the range of current technology those arti-
facts that will best satisfy their particular needs, with very little regard to whether those
artifacts are the most efficient or sophisticated in terms of pure technology . . . .The par-
ticular technological variation that becomes developed is always the one that goes to
support the various keepers of power. Hence in an age of high authoritarianism and bu-
reaucratic control in both governmental and corporate realms, the technology tends to
reinforce those characteristics—ours is not an age of the assembly line and the nuclear
plant by accident. Nonetheless, it must be recognized that there are always many other
technological variations of roughly equal sophistication that are created but not devel-
oped, that lie ignored at the patent office or unfinished in the backyard because there are
no special reasons for the dominant system to pick them up . . . .}

The main effect of radical monopoly on the individual is an increased cost of subsis-
tence, owing to the barriers that mandatory credentialing erects against transforming one’s
labor directly into use-value (Illich’s “convivial” production), and the increasing tolls levied
by the licensing cartels and other gatekeeper groups.

People have a native capacity for healing, consoling, moving, learning, building their
houses, and burying their dead. Each of these capacities meets a need. The means for the

1. Paul Goodman. Like a Conquered Province, in People or Personnel and Like a Conquered Prov-
ince (New York: Vintage Books, 1965, 1967, 1968), p. 337.

2. Ivan Illich, Deschooling Society, Chapter Four.

3. Kirkpatrick Sale, Human Scale (New York: Coward, McCann & Geoghegan, 1980), pp. 161-62.
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satisfaction of these needs are abundant so long as they depend on what people can do
for themselves, with only marginal dependence on commodities . . . .

These basic satisfactions become scarce when the social environment is transformed
in such a manner that basic needs can no longer be met by abundant competence. The
establishment of a radical monopoly happens when people give up their native ability to
do what they can do for themselves and each other, in exchange for something “better”
that can be done for them only by a major tool. Radical monopoly reflects the industrial
institutionalization of values . . . . It introduces new classes of scarcity and a new device
to classify people according to the level of their consumption. This redefinition raises the
unit cost of valuable services, differentially rations privileges, restricts access to resources,
and makes people dependent.’

The overall process is characterized by

the replacement of general competence and satistying subsistence activities by the use and
consumption of commodities; the monopoly of wage-labor over all kinds of work; redefi-
nition of needs in terms of goods and services mass-produced according to expert design;
finally, the arrangement of the environment . .. [to] favor production and consumption
while they degrade or paralyze use-value oriented activities that satisfy needs directly.”

Some major causes of these phenomena include state-mandated credentialing to pro-
vide particular services, legally mandated product design standards (ostensibly for “safety”)
which outlaw more user-friendly alternative technologies, and subsidized education which
unnecessarily inflates the minimal levels of education required for a particular job.

A good example is the building trades, where the entry barrier enjoyed by licensed
contractors “reduces and cancels opportunities for the otherwise much more efficient self-
builder.” Construction codes prevent most self-building, and drive the cost of profession-
ally built housing to excessive levels.” So-called “safety” regulations prohibit simpler and
more user-friendly technologies that might be safely managed by an intelligent layman, in-
stead mandating more complex technologies that can only be safely handled by licensed
professionals. The system selects against simple technologies that can be safely controlled,
and in favor of complex technologies that can only be safely wielded by a priesthood. For
example, self-built housing in Massachusetts fell from around a third of all single-family
houses to 11%, between 1945 and 1970. But by 1970 the feasible self-building technologies
could have been far safer and more user-friendly than in 1940, had not the building trades
actively suppressed them.*

[lich elaborated in greater detail on both the potentially feasible convivial building
technologies, and the measures taken to suppress them, in the case of the “vast tracts of
self-built favelas, barriadas, or poblaciones” surrounding major Latin American cities.

Components for new houses and utilities could be made very cheaply and designed for
self~assembly. People could build more durable, more comfortable, and more sanitary
dwellings, as well as learn about new materials and options . . . . [But the government in-
stead] defines the professionally built house as the functional unit, and stamps the self-
built house a shanty. The law establishes this definition by refusing a building permit to
people who cannot submit a plan signed by an architect. People are deprived of the abil-

1. Hlich, Tools for Conviviality, p. 54.

2. Mlich, Vernacular Values (1980), “Part One: The Three Dimensions of Social Choice,” on-
line edition courtesy of The Preservation Institute <http://www.preservenet.com/theory/Illich/
Vernacular.html>.

3. Ilich, Tools for Conviviality, p. 39.

4. lich, Ibid., p. 40.
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ity to invest their own time with the power to produce use-value, and are compelled to
work for wages and to exchange their earnings for industrially defined rented space.’

Colin Ward’s account of the Laindon and Pitsea communities in Essex parallels the
Latin American favelas. Following a depression in agricultural land prices in the 1880s,
some of the farmers in the area sold out to developers, who divided it up into cheap plots
but did little in the way of development. In succeeding decades, many of those plots were
sold (often for as little as 3 per 20-ft. frontage), and used not only for cheap bungalows but
for every imaginable kind of self-built housing (“converted buses or railway coaches, with
a range of army huts, beach huts and every kind of timber-framed shed, shack or shanty”),
as working class people painstakingly hauled odds and ends of building material to the sites
and gradually built up homes. During the WWII bombing of the East End of London,
many working class families were bombed out or fled to plots in Pitsea and Laindon, in-
creasing the area’s population to 25,000 at the end of the war. Two thousand of the 8500
dwellings were conventionally built brick and tile, and another thousand lighter dwellings
which met Housing Act standards. The rest included five thousand “chalets and shacks,”
and soo “derelict” dwellings which were probably occupied. The range of self-built hous-
ing Ward describes is fascinating. For example, one wooden cabin is “a first world war
army hut which grew.” The street on which it sits was paved by the neighborhood, with
residents pooling their own money to buy sand and cement. In general, the sort of people
who resorted to such self-built expedients “would never have qualified as building society
mortgagees,” owing to their low incomes.

What in fact those Pitsea-Laindon dwellers had was the ability to turn their labour
into capital over time, just like the Latin American squatters. The poor in the third-world
cities—with some obvious exceptions—have a freedom that the poor in the rich world
have lost . . . .

You might observe of course that some of the New Town and developing towns
have—more than most local authorities have—provided sites and encouragement to self-
build housing societies. But a self-build housing association has to provide a fully-
finished product right from the start, otherwise no consent under the building regula-
tions, no planning consent, no loan. No-one takes into account the growth and im-
provement and enlargement of the building over time, so that people can invest out of
income and out of their own time, in the structure.’

Another example Ward provides is Walter Southgate, a former street corner agitator
and founding member of the Labour Party. Southgate first built himself a carpenter’s
bench, and then constructed an 8-by-16 ft. two-room hut, finally hiring a Model-T to
move it in sections to the concrete foundation he and his wife had laid on their 2.5 acre
site. They taught themselves brickwork in the process of building the chimney. They
bought the land after the First World War, began construction during the General Strike of
1926, and completed the home in 1928. During the almost thirty years the Southgates lived
in their home, they “produced every kind of fruit and vegetable, kept poultry, rabbits and
geese, grew a variety of trees including a coppice of 650 saplings and in fact made their
holding more productive than any farmer could.”

1. lich, Ibid., pp. 62-63. For a discussion of parallel developments in the UK, a good source
is the article “Shanty Settlements in Britain” in Radical Technology. The self-built houses, not only
far cheaper but often quite beautiful and elegantly designed, all predate the 1947 Planning Acts
“which changed the nature of building permission and made it a much tighter financial game.”
Godfrey Boyle and Peter Harper, eds. Radical Technology. From the editors of Undercurrents (New
York: Pantheon Books, 1976). p. 107.

2. Colin Ward, “The Do It Yourself New Town,” Talking Houses: Ten Lectures by Colin
Ward (London: Freedom Press, 1990), pp. 25-31.
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Ward considered the Southgates typical of dozens of people he investigated who, “with
no capital and no access to mortgage loans, had changed their lives for the better.” For
example Fred Nichols, who bought a 40-by-100 ft. plot of land for ten pounds in 1934,
and—starting from a tent where his family was housed on weekends—"gradually
accumulated tools, timber and glass which he brought to the site strapped to his back as he
cycled down from London.” He sank his own well in the garden. Elizabeth Granger and
her husband, who bought two adjoining 20-by-150 ft. plots for ten pounds (borrowing a
pound to pay the deposit); like Nichols, they stayed in a tent there on days off, gradually
building a bungalow with second-hand bricks. They raised chickens, geese and goats.’

Ward quotes Anthony King, in The Bungalow, on conditions in the first half of the
twentieth century:

A combination of cheap land and transport, pre-fabricated materials, and the owner’s la-
bour and skills had given back to the ordinary people of the land, the opportunity de-
nied to them for over two hundred years, an opportunity which, at the time, was still
available to almost half of the world’s non-industrialized populations: the freedom for a
man to build his own house. It was a freedom that was to be very short-lived.?

This kind of non-standard construction, “that gives the underprivileged a place of
their own,” has been stamped out by urban planners of the very cultural type who profess
the most concern about the needs of the poor.’ Such legislation amounts to “a highly re-
gressive form of indirect taxation.”*

The situation is doubly unfortunate, because urban areas are full of vacant lots which
would be ideal for such self-build projects, but which are seen as uneconomical by conven-
tional developers. Two architects, at a time when the London borough of Newham claimed
to be running out of building sites, surveyed the borough for sites of less than a half-acre,
excluding sites which were claimed for local authority housing proposals, or lay in exclu-
sively industrial areas. They found sufficient land to house three to five thousand people in
single-family dwellings. The council, however, told them that “all these small and scattered
plots were useless . . . . Given the local authority’s procedures, it would be uneconomic to
develop them.”’ They would, however, have been found quite “economic” by Southgate et
al.

Amory Lovins describes one instance of a would-be radical monopoly by the suppli-
ers of conventional energy:

In 1975 ... some U.S. officials were speculating that they might have to seek central
regulation of domestic solar technologies, lest mass defection from utility grids damage
utility cash flow and the state and municipal budgets dependent on utility tax revenues.’

Harry Boyte reports that utilities in Columbia, Missouri managed to secure the imposition
of a monthly penalty on new buildings that used solar power.”

Subsidies to highways and urban sprawl also erect barriers to cheap subsistence. Un-
der the old pattern of mixed-use development, when people lived within easy walking or
bicycle distance of businesses and streetcar systems served compact population centers, the
minimum requirements for locomotion could be met by the working poor at little or no

Ibid, pp. 70-71.
Ward, “The Do It Yourself New Town,” pp. 90-91.
Ibid., p. 30.
Ibid., p. 72.
Ibid., pp. 73-74-
6. Soft Energy Paths: Toward a Durable Peace (New York, Cambridge, Hagerstown, Philadelphia,
San Francisco, London, Mexico City, Sao Paolo, Sydney: Harper & Row, Publishers, 1977), p. 154.
7. The Backyard Revolution: Understanding the New Citizen Movement (Philadelphia: Temple
University Press, 1980), p. 143.
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expense. As subsidies to transportation generate greater distances between the bedroom
community and places of work and shopping, the car becomes an expensive necessity; feet
and bicycle are rendered virtually useless, and the working poor are forced to earn the ad-
ditional wages to own and maintain a car just to be able to work at all.

Approaches that attack the car culture at the level of individual voluntarism and feel-
good activity will be of little benefit, so long as they fail to address the structural incentives
resulting from the radical monopoly of the car culture. With such an approach, car-free liv-
ing is an expensive consumer good that requires people to swim upstream against the in-
centives of the market, for purely psychic rewards.

. [Gliven the spatial arrangements of America created by the predominant use of the
car, the car is the most sensible instrument to use to get around them. Since the car has
created suburbs and scattered-site housing and low-density cities, the car is just about the
only way to travel in and between them.’

State-subsidized (and state-mandated) education also has the effect of inflating the
minimal level of education necessary for any particular job. As Leopold Kohr argued,

And what does the worker gain by the higher education of which we are so proud?
Almost nothing. With so many workers going to school, higher education, already intel-
lectually sterile, seems even materially without added benefit, having become the com-
petitive minimum requirement for almost any job . . . .

As a result, what has actually risen under the impact of the enormously increased
production of our time is not so much the standard of living as the level of subsistence.”

Or as Paul Goodman put it, “decent poverty is almost impossible.” Illich, similarly, observed
that in New York those with less than twelve years’ schooling were “treated like cripples”:

... they tend to be unemployable, and are controlled by social workers who decide for
them how to live. The radical monopoly of overefficient tools exacts from society the in-
creasing and costly conditioning of clients. Ford produces cars that can be repaired only
by trained mechanics. Agriculture departments turn out high-yield crops that can be
used only with the assistance of farm managers who have survived an expensive school
race . ... The real cost of these doubtful benefits is hidden by unloading much of them
on the schools that produce social control.*

Joe Bageant made quick work of the meritocratic ideology, with its treatment of
“more education” as a panacea:

Look at it this way: The empire needs only about 20-25% of its population at the
very most to administrate and perpetuate itself—through lawyers, insurance managers,
financial managers, college teachers, media managers, scientists, bureaucrats, managers of
all types and many other professions and semi-professions.

What happens to the rest? They are the production machinery of the empire and they
are the consumers upon whom the empire depends to turn profits. If every one of them
earned a college degree it would not change their status, but only drive down wages of the
management class, who are essentially caterers to the corporate financial elites who govern
most things simply by controlling the availability of money at all levels, top to bottom . . . .

Clawing down basic things like an education in such a competitive, reptilian
environment makes people hard. And that’s what the empire wants, hardassed people in
the degreed classes managing the dumbed down, over-fed proles whose mental activity
consists of plugging their brains into their television sets so they can absorb the message
to buy more . . . .

1. Sale, Human Scale, p. 255.

2. Kohr, The Overdeveloped Nations, pp. 27-28.

3. Compulsory Miseducation, in Compulsory Miseducation and The Community of Scholars (New
York: Vintage books, 1964, 1966), p. 108.

4. lich, Tools for Conviviality, p. 63.
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... . Right now we are seeing the proletarianization of college graduates, as increas-
ingly more of them are forced to take service and labor jobs. (Remember that it only
takes a limited number to directly or indirectly manage the working masses, which these
days includes workers like hospital technicians, and a thousand other occupations we
have not traditionally thought of as working class.).

The system also creates scarcity by erecting barriers to the transfer of skill, requiring
proper credentials to pass them on.

A demand for scarce skills can be quickly filled even if there are only small numbers
of people to demonstrate them; but such people must be easily available . . . .

Converging self-interests now conspire to stop a man from sharing his skill. The
man who has the skill profits from its scarcity and not from its reproduction . . ..The
public is indoctrinated to believe that skills are valuable and reliable only if they are the
result of formal schooling. The job market depends on making skills scarce and on keep-
ing them scarce, either by prosecuting their unauthorized use and transmission or by
making things which can be operated and repaired only by those who have access to
tools or information which are kept scarce.

Schools thus produce shortages of skilled persons.”

Credentialing, like “intellectual property,” is a toll on the free transfer of information.
For that matter, “intellectual property” can itself be used to make technology less convivial,
as when planned obsolescence is reinforced by the use of patents to restrict or eliminate
the supply of spare parts, or drive up their price (thus increasing the expense of repair
compared to replacement).

The state in some cases taxes scarce resources to fund radical monopoly, and in others
legally restricts the alternatives; the very act of subsidizing the favored version artificially
increases its competitive advantage against alternatives operating on their own dime, so that
they are either marginalized or completely driven out of the market.

These changes are reinforced by a shift in cultural attitudes, by which the individual
comes to see services as naturally the product of institutions:

Many students . . . intuitively know what the schools do for them. They school
them to confuse process and substance. Once these become blurred, a new logic is as-
sumed: the more treatment there is, the better are the results . ... The pupil is thereby
“schooled” to confuse teaching with learning, grade advancement with education, a di-
ploma with competence, and fluency with the ability to say something new. His imagi-
nation is “schooled” to accept service in place of value . . . . Health, learning, dignity, in-
dependence, and creative endeavor are defined as little more than the performance of the
institutions which claim to serve these ends, and their improvement is made to depend
on allocating more resources to the management of hospitals, schools, and other agencies
in question . . . .

[Schools teach the student to] view doctoring oneself as irresponsible, learning on
one’s own as unreliable and community organization, when not paid for by those in
authority, as a form of aggression or subversion . ... [R]eliance on institutional treat-
ment renders independent accomplishment suspect . . . .}

The hidden curriculum teaches all children that economically valuable knowledge is
the result of professional teaching and that social entitlements depend on the rank achieved
in a bureaucratic process.*

1. Joe Bageant, “The masses have become fat, lazy, and stupid,” December 11, 2006
<http://www joebageant.com/joe/2006/12/the_masses_have.html>.

2. Mlich, Deschooling Society, Chapter Six.

3. Ibid., Chapter One.

4. Mlich, “After Deschooling, What?”, in Alan Gartner, Colin Greer, Frank Riessman, eds.,
After Deschooling, What? (N.Y ., Evanston, San Francisco, London: Harper & Row, 1973), p. 9.
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B. SystEmic ErrecTs ON INSTITUTIONAL CULTURE

As radical as these changes are at the individual level, even more significant from the
standpoint of our study is the application of Illich’s concept of radical monopoly in the in-
stitutional realm. In an economy where the size of the dominant institutions is determined
by state intervention, even non-capitalist entities will be infected by the pathological insti-
tutional culture. The effects of radical monopoly on the institutional level were described
in much more detail, albeit in different terminology, by Paul Goodman.

The large corporation and centralized government agency do not exist just as discrete
individual organizations. Beyond a certain level of proliferation, such large organizations
crystalize into an interlocking and mutually supporting system. Even the small and me-
dium-sized firm, the cooperative, the non-profit, must function within an overall structure
defined by large organizations. As Paul Goodman put it,

A system destroys its competitors by pre-empting the means and channels, and then
proves that it is the only conceivable mode of operating.’
.. [Tlhe genius of our centralized bureaucracies has been, as they interlock, to
form a mutually accrediting establishment of decision-makers, with common interests
and a common style that nullify the diversity of pluralism.”

The interlocking network of giant organizations includes not only the oligopoly cor-
poration and government agency, but as Goodman pointed out, the large institutional non-
profit: large universities, think tanks, and charities like the Red Cross and United Way. The
so-called “non-profit” sector underwent a managerial transformation at the same time as
the corporation, remade in the image of the professional New Class around the turn of the
twentieth century. The professionalized charitable foundation largely replaced not only the
individual philanthropy of the rich, but more importantly the vibrant network of self-
organized associations for mutual aid among the working class. In the years before World
War I, as Guy Alchon recounted, the major foundations funded projects to enable social
workers to survey the cities comprehensively and obtain statistics about working condi-
tions, unemployment, and social ills. They funded educational, research, and public health
institutions aimed at attacking the root causes of social problems.

This reorientation encouraged and was in part the product of a general movement
toward the professional administration of philanthropy . . . .

This widely hailed movement toward professional administration was a reflection in
the philanthropic sphere of the tendency of large organizations to come under the direc-
tion of professional managers.’

At any rate Goodman’s typology of organizations clearly “cuts across the usual divi-
sion of profit and non-profit,” as shown by the prevalence in the latter of “status salaries
and expense accounts ..., [and] excessive administration and overhead ....”* Indeed,
Goodman defines the typical culture of the large organization largely in terms of those
qualities, which stem largely from the nature of hierarchy, with work being divorced from
responsibility, power or intrinsic motivation (as suggested by the contrasting spontaneous
and frugal style of bottom-up organizations):

To sum up: what swell the costs in enterprises carried on in the interlocking cen-
tralized systems of society, whether commercial, official, or non-profit institutional, are all
the factors of organization, procedure, and motivation that are not directly determined to

1. Paul Goodman, People or Personnel, p. 70.
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the function and the desire to perform it. Their patents and rents, fixed prices, union
scales, featherbedding, fringe benefits, status salaries, expense accounts, proliferating ad-
ministration, paper work, permanent overhead, public relations and promotions, waste of
time and skill by departmentalizing task-roles, bureaucratic thinking that is penny-wise
pound-foolish, inflexible procedure and tight scheduling that exaggerate congingencies
and overtime.

But when enterprises can be carried on autonomously by professionals, artists, and
workmen intrinsically committed to the job, there are economies all along the line. Peo-
ple make do on means. They spend on value, not convention. They flexibly improvise
procedures as opportunity presents and they step in in emergencies. They do not watch
the clock. The available skills of each person are put to use. They eschew status and in a
pinch accept subsistence wages. Administration and overhead are ad hoc. The task is likely
to be seen in its essence rather than abstractly.”

A good illustration of this latter principle occurred locally a few years ago. Voters in
the neighboring town of Siloam Springs, Arkansas refused to increase the property tax mil-
lage to fund the allegedly urgent needs of the school system. Shortly afterward, the school
administration announced that, instead of purchasing new computers as originally planned,
they would simply upgrade existing computers, which would result in almost the same im-
provement in performance at a fraction of the cost. So it occurred to the school system to
add $100 dollars worth of RAM per computer, as opposed to buying a new PC for close
to $1000, only when the lack of “free” money forced them to think in such terms. As Mil-
ton Friedman said, people tend to be much more careful spending their own money than
other people’s money, and more careful spending money on themselves than on other
people.

In the case of education,

there is an immense increase in the number of administrators themselves. With centraliza-
tion, standardization, and “efficiency,” the ratio of teachers to students may fall. But the ra-
tio of administrators in the population will rise perhaps even more than proportionately . . . .

My guess is that the more “efficiently” the academic machine is run, the more ex-
pensive it is per unit of net value . ...

Goodman, taking the example of Columbia University, estimated the cost per capita if stu-
dents hired instructors directly and paid market rents on the buildings, and found that actual
tuition charges were “four times as much as is needed to directly pay the teachers and the
rent! This seems to be an extraordinary mark-up for administration and overhead.”

At any rate, far from the system of “countervailing power” hypothesized by Galbraith,
the large for-profit corporation, large government agency, and large non-profit in fact clus-
ter together into coalitions: “the industrial-military complex, the alliance of promoters, con-
tractors, and government in Urban Renewal; the alliance of universities, corporations, and
government in research and development. This is the great domain of cost-plus.”*

The inflexibility of bureaucratic rules is not just the result of especially bad misman-
agement within the large organization. It is the inevitable result of large size as such. The
inflexibility itself, far from being an example of irrationality, is the only rational way of
dealing with the agency and information problems inherent in a large organization.

.. . the centralized and bureaucratic style has important moral advantages. We have seen
that pedantic due process and red tape often make for fairness. Workmen who are not

1. Ibid., p. 113.

2. Goodman, The Community of Scholars, in Compulsory Miseducation and The Community of
Scholars, p. 242.

3. Ibid., pp. 241-242.

4. Goodman, People or Personnel, p. 115.
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engaged in their own intrinsic enterprises . . . must protect themselves by union scales
and even featherbedding.’

In other words, the “advantages” of “the central and bureaucratic style” are actually cures
for the disease created by the large organization in the first place.

The great overhead cost of the large hierarchical organization, compared to the small
self-managed organization, also tends to reinforce the earlier-mentioned tendency toward
radical monopoly on an individual level: the increased cost of basic subsistence and the
barriers to decent poverty. The transfer of activities from the informal economy and from
small, self~managed organizations to the control of large bureaucracies is associated with,
probably, an order of magnitude increase in overhead costs.

We seem to put an inordinate expense into maintaining the structure. Everywhere
one turns . . . there seems to be a markup of 300 and 400 per cent, to do anything or
make anything . . ..

Consider it simply this way: One visits a country where the per capita income is
one quarter of the American, but, lo and behold, these unaffluent people do not seem
four times “worse off” than we, or hardly worse off at all.”

It’s important, again, to keep in mind that the importance of large organizations—
corporations, government agencies, universities, think tanks, and charitable foundations—
goes far beyond the total quantitative portion of economic activity they control. Together
they constitute a system greater than the sum of its parts. They interlock organizationally,
with some organizations providing inputs, support, or coordination to others. They also
tend to share a common rotating pool of personnel, as observed by the power elite soci-
ologists C. Wright Mills and G. William Dombhoft, in eftect becoming an interlocking di-
rectorate of large profit and nonprofit, corporate and government organizations.

William Dugger has observed that non-corporate institutions are increasingly “hol-
lowed out,” as they either become adjuncts of the corporate economy or take on a corpo-
rate internal culture.

At the institutional level, the core value of corporate life—corporate success—corrodes
away the values of noncorporate institutions. The main change here is an accelerated
weakening of family and community and a growing distortion of church, state, and
school. These noncorporate institutions used to provide a rough balance of different val-
ues and meanings. But with their corrosion, a social vacuum has opened up. The social
space they once occupied is being filled by the corporation . ... [The corporation] is
becoming a total institution.?

Under the systemic pressures of the larger corporate environment, even institutions
founded on avowedly anti-capitalist or decentralist principles take on the character of the
capitalist corporation. Perhaps the best illustration of this is the general phenomenon of
“demutualization,” as consumer cooperatives on the Rochedale model (and producer co-
operatives as well) are either outright sold to absentee investors, gradually introduce such
absentee ownership on a creeping basis, or simply adopt the same conventional forms of
hierarchy and “professionalism” as the large corporation. As an example of the last, the
natural foods cooperative to which I belong has for the past several years had a mission
statement hanging on the wall: surely a sign that our society is on the path to hell.

Given the starting foundations of expropriation of much of the general population’s
small-scale wealth in early modern times, and the ongoing money monopoly which makes
mobilization of capital artificially difficult even from the property the working classes do
possess, we wind up with a financial system geared to the needs of large-scale absentee in-

1. Goodman, Ibid., p. 124.
2. Goodman, Ibid., p. 120.
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vestors. From the standpoint of this system, the consumer- or worker-owned firm is an
alien body. The pressures of such a financial system are one of the central forces for demu-
tualization.

For cooperative enterprises with low enough levels of capital-intensiveness to be
funded solely from the savings of the membership, this isn’t a problem. The problem starts
at the point at which such internally generated investment becomes insufficient.

Katherine Newman’s study of work collectives found that they often succeeded in
turning the collective into a source of livelihood and thereby reducing their need for out-
side income at a “regular” job.

The only solution to the problem [to the time pressure of outside work] was to find
some source of funding so that collective members could rely upon the collective orga-
nizations themselves for their financial needs . . . .

For two of the collectives concerned this dilemma was easily solved. The members
of the organization were able to invest their own capital in order to provide for operat-
ing expenses and minimally adequate salaries. Both of these were what we have termed
“business collectives.” The fact that they were able to generate enough cash from their
own pockets to stay in business was significant. This was possible mainly because the
business itself, if successful, would eventually pay its own way. The cash intake from either
wholesale or retail trade provided enough to keep these two colletives going once they
had a sufficient amount of start-up capital.

The “bureaucratization” story ends here for these two collectives, for they never did de-
velop any form of organization other than the egalitarian collectivity they began with . . . .

For the other ten collectives, however, the process of bureaucratization began at the
point where they had to solicit outside support . . . .The type of financial aid available to
the collectives varied somewhat . . . . Business collectives could apply to banking institu-
tions for loan funds, while service and information collectives could not . ... Service
and information collectives tended to solicit grants from community agencies . . . .

In all cases, these collectives had to convince outsiders that they warranted financial
assistance . . . . [I|n both situations the collectives were under pressure to persuade stan-
dard, highly bureaucratized institutions of their viability . . . .

....One of the most compelling reasons for their initial failure was the fact that
the organizational format of the collectives was simply unacceptable to the tradition-
bound agencies to which they had applied for help .. .. Banks were unwilling to take
twenty cosigners on a loan form, and county supervisors were not about to turn over
federal grant monies to organizations without formal hierarchies. After all, who was to be
held responsible for the use of funds? In general, these collectives which sought external
assistance discovered that they would have to play by the rules of these large bureaucratic
agencies . . . ."

Leaving aside the pressures toward both bureaucratic decay of mutuals and their demu-
tualization into capitalist enterprises altogether, the system also exerts strong structural pres-
sures against the formation of cooperative enterprise in the first place. PM. Lawrence, a po-
lymath and heterodox economist who comments frequently on my blog, compared systems
of political economy to ecosystems in their tendency to exclude alien elements:

You’d better have a good think about just how ground cover plants work. They co-
operate to make a network externality to dominate a local ecology to exclude other
plants, usually by outshading them but sometimes like Eucalyptus by poisoning the earth
against other root types (e.g. with leaf litter). The thing is, while the analogy applies to
one sort of economy, that doesn’t make the alternative on offer exempt from the same

1. Katherine Newman, “Incipient Bureaucracy: The Development of Hierarchies in Egalitar-
ian Organizations,” in Gerald M. Britan and Ronald Cohen, eds., Hierarchy and Society: Anthropo-
logical Perspectives on Bureaucracy (Philadelphia: Institute for the Study of Human Issues, Inc., 1980),
pp. 148-50.



EFFECTS OF CENTRALIZATION AND LARGE ORGANIZATIONAL SIZE 123

flaws. Almost any approach that worked as a system would inherently tend to exclude
other approaches.’

This is quite relevant in the case of cooperatives, as islands in a corporate capitalist sea.
Winfried Vogt, after discussing the superior internal efficiencies and reduced agency costs
of “liberal firms” (i.e., non-hierarchical and largely self-managed), raised the question of
why their superior efficiency didn’t result in their taking over the economy.

If [liberal firms] were more efficient than capitalist ones, shouldn’t they have invaded
capitalist economies and made their way in history? Apparently, efficient liberal firms
should be able to enter a capitalist economy, receive higher profits than comparable capi-
talist firms and thereby take over the economy and transform it to a liberal one . . . .

However, there is no proof that evolution always leads to optimal solutions . . .. If
there are multiple solutions, like those of a capitalist and a liberal economy, real develop-
ment may be path-dependent, i.e. the pattern which it follows may be determined by
initial conditions and not by overall optimality conditions . . . .

The comparative success rate of cooperatives is distorted by several factors. Histori-
cally, producer cooperatives have tended to be formed by employee buyouts of foundering
enterprises, in order to prevent unemployment. And given the discriminatory nature of
credit markets, cooperatives also tend to be formed in relatively non-capital-intensive fields
with low entry barriers, like restaurants, bookstores, and groceries; and industries with low
entry barriers tend for that reason to have high failure rates.’

It is a commonplace of social analysis that every society promotes, both explicitly and
tacitly, certain forms of productive organization by reinforcing the conditions for growth
and survival of some types of enterprise while ignoring or even opposing other possibili-
ties. Specifically, in the United States, the very forms of legal structure, access to capital,
entrepreneurship, management, the remuneration of workers, and education all favor and
reinforce the establishment and expansion of hierarchical corporate forms of enterprise
and simultaneously create barriers to cooperative ones. Worker cooperatives are anoma-
lies to these mainstream trends.*

One example of such structural forces is the capitalist credit market, which tend to be
hostile because the cooperative form precludes lender representation on the board of di-
rectors, and seriously limits the use of firm equity as collateral. Dealing as equals with man-
agers who can be replaced by their workers also presents cultural difficulties for conven-
tional banks.’

In addition, the hegemony of interlocking large organizations affects civil society in
another way: formerly autonomous institutions like the informal and household econo-
mies, that once defined the overall character of the system, are instead integrated into the
corporate framework, serving its needs.

Large organizations also tend to turn the surrounding communities into sterile
monocultures whose entire economy is geared toward serving them. Consider the growth
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3. Robert Jackall and Henry M. Levin, “Work in America and the Cooperative Movement”
in Jackall and Levin, ed., Worker Cooperatives in America, p. 9.

4. Ibid., p. 10.

5. Ibid., p. 10



124 ORGANIZATION THEORY

of Columbia University, reflected in Jane Jacobs’ quote from a 1964 student newspaper
editorial:

In the original quadrangle of the campus . . . the University constituted a dead center of
academic buildings, separated from the neighborhood and lacking its total life. But this
center was small . . . . As Columbia has expanded, the central area has grown. The policy
has been to build new structures as close to the old ones as possible. The justification has
been the convenience of adjacent classrooms and offices. But with expansion . . . stores
and services have begun to disappear .. ..The disappearance of variety saps the life of
the community.

Jacobs commented:

Just by being present and in the way, other enterprises thus conflict with the efficiency of
the university—not, to be sure, the university as a body of students and faculty, but the
university as an administrative enterprise.”

C.THE LARGE ORGANIZATION AND CONSCRIPT CLIENTELES

We already saw, in Chapter Three, the ways in which the state apparatus is tied orga-
nizationally to the corporate economy, either providing direct inputs (training technical
personnel, funding R&D, and subsidizing other input costs) or acting as an executive
committee for the corporate economy to prevent destructive competition from lowering
the rate of profit.

One way in which they interlock functionally is by the common management of
what Edward Friedenberg called “conscript (or reified) clienteles”:

A large proportion of the gross national product of every industrialized nation con-
sists of activities which provide no satisfaction to, and may be intended to humiliate, co-
erce, or destroy, those who are most affected by them; and of public services in which the
taxpayer pays to have something very expensive done to other persons who have no
opportunity to reject the service. This process is a large-scale economic development
which I call the reification of clienteles . . . .

Although they are called “clients,” members of conscript clienteles are not regarded
as customers by the bureaucracies that service them, since they are not free to withdraw or
withhold their custom or to look elsewhere for service. They are treated as raw material
that the service organization needs to perform its social function and continue in exis-
tence.”

.. . Taken together, a large proportion of the labor force [he estimated about a third]
employed in modern society is engaged in processing people according to other people’s
regulations and instructions. They are not accountable to the people they operate on, and
ignore or overlook any feedback they may receive from them . .. .}

Friedenberg limited his use of the term largely to bureaucracies directly funded with
taxpayer money, and those whose “clients” were literally unable to refuse service. He drasti-
cally underestimated, in my opinion, the numerical significance of the institutions managing
conscript clienteles. He neglected, for one thing, those in the private sector whose clients
are nominally free to refuse their services, but likely won’t because competition is legally
suppressed: the legal and medical licensing cartels, for example. Likewise, firms that sell
mainly to the procurement offices of large corporations, providing poorly-designed institu-
tional goods that are essentially the same in any large institution, and whose quality or user-
friendliness is entirely irrelevant because they’re being produced mainly for corporate pro-
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curement officers who won’t use them, buying them on behalf of clients who have no
choice but to use them (e.g. those awful toilet paper dispensers in the plastic housings,
which seem painstakingly designed to perform their basic function of supplying toilet paper
as poorly as possible, and to break your wrist in the process, while costing about twenty
times as much as a simple spool from Lowe’s). Likewise, again, goods under patent and
copyright monopoly, or in which competition in basic design is limited by a regulatory car-
tel (e.g., the “broadcast flag” restrictions that have essentially frozen the market in DVD
players), or when planned obsolescence is reinforced by intellectual property restrictions on
the manufacture of cheap replacement parts.

One of Friedenberg’s favorite specific cases is the so-called “public” schools, an in-
dustry that costs the taxpayer as much as the Vietnam War at its height:

It does not take many hours of observation—or attendance—in a public school to
learn, from the way the place is actually run, that the pupils are there for the sake of the
school, not the other way round.’

This, too, is money spent providing goods and services to people who have no
voice in determining what those goods and services shall be or how they shall be admin-
istered; and who have no lawful power to withhold their custom by refusing to attend
even if they and their parents feel that what the schools provide is distasteful or injurious.
They are provided with textbooks that, unlike any other work, from the Bible to the
sleaziest pornography, no man would buy for his personal satisfaction. They are, precisely,
not “trade books”; rather, they are adopted for the compulsory use of hundreds of thou-
sands of other people by committees, no member of which would have bought a single
copy for his own library.”

School children certainly fulfill the principal criterion for membership in a reified
clientele: being there by compulsion. It is less immediately obvious that they serve as raw
material to be processed for the purposes of others, since this processing has come to be
defined by the society as preparing the pupil for advancement within it . . . . Whatever
the needs of young people might have been, no public school system developed in re-
sponse to them until an industrial society arose to demand the creation of holding pens
from which a steady and carefully monitored supply of people trained to be punctual,
literate, orderly and compliant and graded according to qualities determining employ-
ability from the employer’s point of view could be released into the economy as
needed.’

This raw material processing function is central from the standpoint of our systemic
focus: “bureaucracies with conscript clienteles become clients of one another, mutually de-
pendent for referral of cases.”* Friedenberg called this an “institutional symbiosis,”

by which institutions with reified clienteles become dependent on one another for refer-
rals, so that a person who has been enrolled as a client of one such institution finds him-
self being batted from one to another like a Ping-pong ball.’

One example of such logrolling between managers of conscript clienteles is the way
the “public” schools supply processed human raw material to corporate departments of
“human resources”:

We do not have an open economy; even when jobs are scarce, the corporations and state
dictate the possibilities of enterprise. General Electric swoops down on the high schools,
or IBM on the colleges, and skims off the youth who have been pre-trained for them at
public or private expense .. ..Even a department store requires a diploma for its sales-

Ibid., p. 2.
Ibid., p. 6.
Ibid., p. 16.
Ibid., p. 2.
Ibid., p. 18.
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people, not so much because of the skills they have learned as that it guarantees the right
character: punctual and with a smooth record.’

The primary function of the schools, even over and above the technical training of
skilled labor-power, is—as William Dugger put it—the installation of buttons and strings:

The artisan . . . is a problem to the organization. She lacks buttons and strings. She must
have them installed before she is fully operational. Installation ... can be time-
consuming and expensive; better that it be done at school and at public expense than at
work and at corporate expense. So the process of contamination usually begins in school
where youthful explorers who learn for the fun of it are turned into obedient students
who learn for the external rewards of grades.”

One of the central lessons of the public school system is that the important tasks are
those assigned by an authority figure behind a desk, and that the way to advance in life is
to find out what that authority figure wants and do it, so as to get a gold star on one’s pa-
per or another line on one’s resume. For the typical college student, Paul Goodman said,
ever since first grade

schooling has been the serious part of his life, and it has consisted of listening to some
grown-up talking and of doing assigned lessons. The young man has almost never seri-
ously assigned himself a task. Sometimes, as a child, he thought he was doing something
earnest on his own, but the adults interrupted him and he became discouraged.?

That’s the corollary of the central lesson: any task chosen for oneself is trivialized as a
“hobby,” to be subordinated to the serious business of carrying out tasks assigned by the
organization.

The mutually supporting relationship between the state schools and corporate per-
sonnel departments is suggested by their common affinity for personality, intelligence, and
aptitude testing. And as with so many other corporate practices—among them deskilling
automated control technologies and quality control—the military arguably played a signifi-
cant role in their early promotion and adoption. For example Binet’s IQ test, originally de-
veloped in France, owed much of its rapid spread in the U.S. to the military’s interest in
the grading and sorting of human resources. As the managerial classes caught on to its “the
potential use of the tests for achieving a more efficient and rationally ordered society,” it
and other classification systems were heavily promoted by the large foundations. After
WWI, the Carnegie Corporation and Ford Foundation threw their weight behind the ad-
aptation of intelligence testing to public education and the tracking of pupils into proper
employment.*

If not for an entire population inculcated, at taxpayer expense, with the character
traits desirable in a waged or salaried employee, the structural nature of employment would
have developed in a far different manner in the first place. The massive subsidy involved in
the public schools’ reproduction of labor-power has influenced the nature of the employ-
ment relation. Without such tax-funded social engineering, corporate America would
likely be confronted with an entire population of job applicants expressing such attitudes as
“Pee in a cup? Screw you, Jack!” or “Carry a pager when I'm off the clock? You know any
other funny jokes like that?” Samuel Bowles and Herbert Gintis remarked on the central
importance of this social engineering function: “Since its inception in the United States,

Goodman, Compulsory Miseducation, pp. 20-21.
Dugger, Corporate Hegemony, p. 41.
Goodman, Compulsory Miseducation, p. 131.
4. Samuel Bowles and Herbert Gintis, Schooling in Capitalist America: Educational Reform and
the Contradictions of Economic Life (New York: Basic Books, Publishers, Inc., 1976), pp. 196-197.
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the public-school system has been seen as a method of disciplining children in the interest
of producing a properly subordinate adult population.””

And much of the mandated credentialling, under meritocracy, is far in excess of the
actual requirements of a particular task.

To get a good job requires more degress [sic|] than we needed. What used to take a high
school degree now takes a college degree. What once took a college degree now requires
an ML.B.A. All these degrees do not really get them ahead; the extra degrees just keep
them up with the competition—which is the essence of the speedup.”

In a society without taxpayer subsidized technical and engineering education, most of the
deskilling and most of the shift of power over production into white collar hierarchies that
occurred in the twentieth century would never have happened.

Ideally, as much of the educational industry’s processed material will pass directly into
corporate human resources departments. For the management of those not suited for cor-
porate employment, however, we have the welfare state and the “helping professions”
(which, Friedenberg suggested, “often have to catch their clients before they can adminis-
ter help to them.”).?

And, to repeat, this interlocking directorate of large organizations determines the ba-
sic character of the overall system in which even small organizations operate, and perme-
ates their internal cultures.

From the perspective of these captive clienteles, to the extent that they are ostensible
consumers of the “services” of large institutions, the large institutions often function as a
package deal in which the “services” of one institution lock the captive client into de-
pendence on the services of other allied institutions.

Auto manufacturers, we have already observed, produce simultaneously both cars and the
demand for cars. They also produce the demand for multilane highways, bridges, and oil-
fields. The private car is the focus of a cluster of right-wing institutions. The high cost of
each element is dictated by elaboration of the basic product, and to sell the basic product
is to hook society on the entire package.

Perhaps a better example is the way in which expensive radical monopolies over a
wide range of consumer goods reinforce the control of the consumer credit industry, and
the two together reinforce the average person’s dependence on wage labor.

D.Tre NEw MIDDLE C1ASS AND THE
PROFESSTONAL-M ANAGERIAL R EVOLUTION

To a large extent the systemic effects of large organizations on society, both on indi-
viduals and on organizational culture, have been mediated by the professional and manage-
rial classes: what C. Wright Mills called the New Middle Class.” Unlike the old middle
class, whose livelihood was based on the ownership of small property and the control of
independent business enterprise, the New Middle Class made its living as the salaried em-
ployees of large organizations.

The organizational reason for the expansion of the white collar occupations is the rise of
big business and big government, and the consequent trend of modern social structure,

1. Ibid., p. 37.

2. Dugger, Corporate Hegemony, p. 70.

3. Friedenberg, p.

4. Mlich, Deschooling Society, Chapter Four.

5. C. Wright Mills, White Collar: The American Middle Classes (New York: Oxford University
Press, 1953), p. 63.
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the steady growth of bureaucracy. In every branch of the economy, as firms merge and
corporations become dominant, free entrepreneurs become employees, and the calcula-
tions of accountant, statistician, bookkeeper, and clerk in these corporations replace the
free “movement of prices as the coordinating agent of the economic system. The rise of
big and little bureaucracies and the elaborate specialization of the system as a whole cre-
ate the need for many men and women to plan, co-ordinate, and administer new rou-
tines for others. In moving from smaller to larger and more elaborate units of economic
activity, increased proportions of employees are drawn into co-ordinating and managing.
Managerial and professional employees and office workers of various sorts ... are
needed; people to whom subordinates report, and who in turn report to superiors, are
links in chains of power and obedience, co-ordinating and supervising other occupa-
tional experiences, functions, and skills."

The coalescence of large organizations into a single interlocking system has been pro-
moted by the development of a common professional culture, which is largely that of the pro-
tessional and managerial classes. The corporate revolution of the post-Civil War period and the
associated rise of the centralized regulatory state, followed by the large charitable and educa-
tional organizations dominating civil society, gave rise before the turn of the twentieth to the
New Middle Class (or New Class) which administered the new large organizations. It has
been described variously as a “managerial transformation” (C. Wright Mills’) and “corporate
reconstruction of capitalism” (Martin Sklar®). The early twentieth century saw not only the
hegemony of the large organization extended into civil society, but the transformation of large
organizations of all kinds by a common managerialist culture.

The process was drastically accelerated and consolidated during what Murray R oth-
bard called the “War Collectivism” of WW1I:

... the war mobilization introduced the technocratic approach and world view to a
broad range of government, labor, and business leaders, thus creating a network of per-
sonal and professional associations that could become a planning constituency.*

As suggested by our discussion of conscript clienteles, the new large organizations
dominating civil society sprang up largely to service the needs of the corporate economy:
public schools and higher vocational-technical education to supply properly processed
“human resources” to corporate employers; and the charitable non-profits and the welfare
state to manage the surplus population not suited to the needs of the corporate economy,
to keep their disorder and squalor from spilling over or reaching politically destabilizing
levels, and to keep their purchasing power from collapsing to catastrophically low levels and
worsening the problems of overproduction and overaccumulation.

The groups making up the managerial-professional New Middle Class that arose in
the new state capitalist economy were the same ones described by Emmanuel Goldstein, in
The Book, as the base of the totalitarian Ingsoc movement in Oceania:

The new aristocracy was made up for the most part of bureaucrats, scientists, technicians,
trade-union organizers, publicity experts, sociologists, teachers, journalists, and profes-
sional politicians. These people, whose origins lay in the salaried middle class and the up-
per grades of the working class, had been shaped and brought together by the barren
world of monopoly industry and centralized government.

Twentieth century politics was dominated by the ideology of the professional and
managerial classes that sprang up to run the new large organizations. “Progressivism,” es-

1. Ibid., pp. 68-69.

2. C. Wright Mills, The Power Elite (Oxford and New York: Oxford University Press, 1956,
2000), p. 147

3. Martin Sklar, The Corporate Reconstruction of American Capitalism, 1890-1916: The Market, the
Law, and Politics (Cambridge, New York and Melbourne: Cambridge University Press, 1988), p. 27

4. Guy Alchon, p. 22.



EFFECTS OF CENTRALIZATION AND LARGE ORGANIZATIONAL SIZE 129

pecially—the direct ancestor of 20th century liberalism (also called corporate liberalism by
New Left critics)—was the ideology of the New Middle Class. As Christopher Lasch put
it, it was the ideology of the “intellectual caste,” in a future which “belonged to the man-
ager, the technician, the bureaucrat, the expert.”’

Especially as exemplified by Ralph Easley’s National Civic Federation,” and by Her-
bert Croly and his associates in the New Republic circle, Progressivism sought to organize
and manage soclety as a whole by the same principles that governed the large organization.
The classic expression of this ideology was Croly’s “New Nationalist” manifesto, The
Promise of American Life. Here’s how Rakesh Khurana describes it:

The disruption of the social order occasioned by the rise of the large corporation in
America and the attempt to construct a new social order for this profoundly altered so-
cial context stand as defining events of the modern era. Industrialization, coupled with
urbanization, increased mobility, and the absorption of local economies into what was
increasingly a single national economy dominated by large corporations, had facilitated
the deinstitutionalization of traditional authority structures. The reconstitution of the in-
stitutions of science, professions, and the university in the course of the late nineteenth
century offered alternative structures and rationales that could serve as the foundation for
a new social order that, its proponents argued, was more suited to changed social condi-
tions . . . . Amid the sometimes violent clashes of interests attending the rise of the new
industrial society, science, the professions, and the university presented themselves as dis-
interested communities possessing both expertise and commitment to the common
good. The combination made these three institutions, built on rational principles and
widely shared, even quasi-sacred values, appear to be ideal instruments to address pressing
social needs. In each case, a vanguard of institutional entrepreneurs led efforts to define
(or redefine) their institutions, frame societal problems, and mobilize constituencies in
ways that won credibility for these institutions in the nascent social order.?

The New Class’s general attitudes, its culture of managerialism, and its predilection
for “professionalizing” all areas of life, were described well by Robert H. Wiebe:

.. .. Most of [the Progressive reformers] lived and worked in the midst of modern soci-
ety and, accepting its major thrust, drew both their inspiration and their programs from
its peculiar traits. Where their predecessors would have destroyed many of urban-
industrial America’s outstanding characteristics, the new reformers wanted to adapt an
existing order to their own ends. They prized their organizations not merely as reflec-
tions of an ideal but as sources of everyday strength, and generally they also accepted the
organizations that were multiplying about them . . . . The heart of progressivism was the
ambition of the new middle class to fulfill its destiny through bureaucratic means.*

The managerial revolution carried out by the New Class, in the large corporation,
was in its essence an attempt to apply the engineer’s approach (standardizing and rational-
izing tools, processes, and systems) to the rationalization of the organization.’ These Webe-
rian/Taylorist ideas of scientific management and bureaucratic rationality, first applied in
the large corporation, quickly spread to all large organizations. And from there, they ex-
tended to attempts at “social engineering” on the level of society as a whole.

1. Christopher Lasch, The New Radicalism in America (1889-1963): The Intellectual as a Social
Type (New York: Vintage Books, 1965), p. 174

2. See James Weinstein, The Corporate Ideal in the Liberal State, 1900-1918 (Boston: Beacon
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4. Robert H. Wiebe, The Search for Order, 1877-1920 (New York: Hill and Wang, 1967), pp. 165-
166, in Khurana, p. 38.

5. Khurana, p. 56.
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The transfer of mechanical and industrial engineers’ understanding of production
processes to the management of organizations, and of the managers’ understanding of or-
ganizations to society as a whole, is the subject of Yehouda Shenhav’s excellent book
Manufacturing Rationality: The Engineering Foundations of the Managerial Revolution."

Since the difference between the physical, social, and human realms was blurred by acts
of translation, society itself was conceptualized and treated as a technical system. As such,
society and organizations could, and should, be engineered as machines that are con-
stantly being perfected. Hence, the management of organizations (and society at large)
was seen to fall within the province of engineers. Social, cultural, and political issues . . .
could be framed and analyzed as “systems” and “subsystems” to be solved by technical
2
means.

It’s no coincidence, as Shenhav points out, that Progressivism was “also known as the
golden age of professionalism . . .

During this period, “only the professional administrator, the doctor, the social worker,
the architect, the economist, could show the way.” In turn, professional control became
more elaborate. It involved measurement and prediction and the development of profes-
sional techniques for guiding events to predictable outcomes. The experts “devised ru-
dimentary government budgets, introduced central, audited purchasing, and rationalized
the structure of offices.” This type of control was not only characteristic of professionals
in large corporate systems. It characterized social movements, the management of
schools, roads, towns, and political systems.*

Progressivism was primarily a movement of “middle-class, well-to-do intellectuals and
professionals,” which “provided legitimization for the roles of professionals in the public
sphere.”

Progressive culture and big systems supported each other, slouching toward an economic
coherence that would replace the ambiguity of the robber barons’ capitalism through bu-
reaucratization and rationalization.’

It’s also probably no coincidence that there is so much overlap between the engi-
neers’ and managers’ choice of value-terms as described by Shenhav, the values of corpo-
rate liberalism described by James Weinstein, and the objectives of Gabriel Kolko’s “politi-
cal capitalism” reflected in the Progressive regulatory agenda. In every case, the same lan-
guage was used: “system,” “standardization,” “rationality,” “efficiency,” “predictability.”
For example, in the field of labor relations:

EEINNT LEINT3 ¢

Labor unrest and other political disagreements of the period were treated by mechanical
engineers as simply a particular case of machine uncertainty to be dealt with in much
the same manner as they had so successfully dealt with technical uncertainty. Whatever
disrupted the smooth running of the organizational machine was viewed and con-
structed as a problem of uncertainty.’

That might be taken as a mission statement of corporate liberalism, and specifically of the Na-
tional Civic Federation which Weinstein treated as the prototype of corporate liberalism.”

1. Yehouda Shenhav, Manufacturing Rationality: The Engineering Foundations of the Managerial
Revolution (Oxford and New York: Oxford University Press, 1999).
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7. The influence of engineering culture on Progressivism and corporate liberalism is also dis-
cussed, quite engagingly, in John M. Jordan, Machine-Age Ideology: Social Engineering and American
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The agenda of the Progressives (and of their British Fabian counterparts) initially had
some anti-capitalist elements, and inclined in some cases toward a paternalistic model of
state socialism. But they quickly became useful idiots for corporate capitalism, and their
“socialism” was relegated to the same support role for the corporate economy that Bis-
marck’s “Junker socialism” played in Germany. The New Class tended to expand its activi-
ties into areas of least resistance, which meant that its “progressive” inclinations were satis-
fied mainly in those areas where they tended to ameliorate the crisis tendencies and insta-
bilities of corporate capitalism, and thereby to serve its long-term interests. And since
genuine working class socialism wasn’t all that friendly to a privileged position for the
New Middle Class, whatever form of “socialism” the latter supported tended toward an
extremely managerialist model that left the old centralized corporate economic structure
in place with “progressive” white collar managers running it “for the workers’ good.”

As guild socialist G.D.H. Cole explained it," genuine socialism (in the sense of direct
worker control of production) wasn’t a very hospitable environment for managerialism. So
the Progressive and Fabian types chose, instead, a model where production continued to be
organized by giant corporate organizations, with a “progressive” New Middle Class run-
ning things and redistributing part of those organizations’ income in lieu of redistributing
property itself.

But the practical limit on redistribution was on what the great capitalists themselves
saw as necessary to overcome the tendencies toward overproduction, underconsumption,
and political instability. So the New Class was able to promote “progressive” ends, for the
most part, only to the extent that they were doing what the plutocracy needed for its own
ends anyway. The New Class satiated its managerial instincts, instead, by regimenting the
workers themselves (to “progressive” ends, of course, and for the workers’ own good).

The distributist Hilaire Belloc believed Fabian collectivism to be less dedicated to
state or workers’ ownership as such than to the idea of control by “efficient” centralized
organizations. It would be politically impossible to expropriate the large capitalists. There-
fore, attempts to regulate industry to make labor more bearable, and to create a minimal
welfare state, would lead instead to a system in which employers would provide a mini-
mum level of comfort and economic security for their employees, in return for guaranteed
profits. The working class would be reduced to a state of near-serfdom, with legally-
defined status replacing the right of free contract, and the state fitting the individual into a
lifetime niche in the industrial machine. Such a society would appeal to the authoritarian
kind of socialist, whose chief values were efficiency and control.

Let laws exist which make the proper housing, feeding, clothing, and recreation of the
proletarian mass be incumbent upon the possessing class, and the observance of such
rules be imposed, by inspection and punishment, upon those whom he pretends to bene-
fit, and all that he really cares for will be achieved.”

Lest this be dismissed as overstatement, consider the actual proposals of the early Fabi-
ans (the British counterpart of America’s Crolyite Progressives), and the extent to which
they were taken up by the Margaret Sanger eugenicist wing of American liberalism. H.G.
Wells favored a minimum safety net of aid to the children of the destitute, in return for
making parents responsible to the state (on pain of rehabilitation in “celibate labor estab-
lishments”). Minimum wages and housing standards would be designed, not to guarantee
subsistence to poor families, but to end the availability of cheap housing and low-paying
jobs on which the destitute subsisted. The goal was to cease perpetuating “the education-
ally and technically unadaptable elements in the population” and to breed “a more effi-

1. G.D. H. Cole, “Socialism and the Welfare State,” Dissent 1:4 (Autumn 1954), pp. 315-331.
2. Hilaire Belloc, The Servile State (Indianapolis: Liberty Classics, 1913, 1977), pp. 146-147.
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cient race by increased state supervision”—in Wells’s words to “convince these people that
to bear children into such an unfavorable atmosphere is an extremely inconvenient and
undesirable thing.”

Sidney and Beatrice Webb wanted relief conditioned on “treatment and disciplinary
supervision,” with local government councils imposing compulsory vaccination and de-
termining who was “mentally defective or an excessive drinker” (these things became a re-
ality in the Swedish “social democracy”). Those too unemployable even for the “compul-
sory labor exchanges” would be required to attend training camps, with “their whole time
mapped out in a continuous and properly varied program of physical and mental work, all
of it being made of the utmost educational value.” Those refusing to cooperate would be
sent to “Reformatory Detention Colonies.”"

To repeat, the central theme for the New Middle Class was managerialism. This
meant, especially, minimizing conflict, and transcending class and ideological divisions
through the application of disinterested expertise.

For the new radicals, conflict itself, rather than injustice or inequality, was the evil to be
eradicated. Accordingly, they proposed to reform society . . . by means of social engineer-
ing on the part of disinterested experts who could see the problem whole and who
could see it essentially as a problem of resources . . . the proper application and conserva-
tion of which were the work of enlightened administration.

In Yehouda Shenhav’s account, this apolitical ethos goes back to engineers’ self-
perception, which subsequently influenced the managerial ideology in the large organiza-
tion and the Progressive movement at the level of society as a whole: “American manage-
ment theory was presented as a scientific technique administered for the good of society as
a whole without relation to politics.””* Taylor saw bureaucracy as “a solution to ideological
cleavages, as an engineering remedy to the war between the classes.”* At the level of state
policy, the Progressives’ professionalized approach to politics was “perceived to be objective
and rational, above the give-and-take of political conflict.” It reflected “a pragmatic culture
in which conflicts were diffused and ideological differences resolved.”’ Both Progressives
and industrial engineers “were horrified at the possibility of ‘class warfare,”” and saw “effi-
ciency” as a means to “social harmony, making each workman’s interest the same as that of
his employers.”

The problem was that this simplistic view of a “common interest” in increased pro-
ductivity ignored the question (as we will see in our discussion of privilege in Chapter
Eleven) of who appropriated the productivity gains, or how they were divided between la-
bor and capital. It begged the question as to whether there was an objective basis in princi-
ple on how the surplus was to be divided. If, in fact, management took advantage of its
power to appropriate the results of increased labor productivity, the “soldiering” that Taylor
complained of was entirely rational.

The tendency in all aspects of life was to treat policy as a matter of expertise rather
than politics: to remove as many questions as possible from the realm of public debate to
the realm of administration by properly qualified authorities.

1. H. G. Wells, Mankind in the Making (New York: Scribner’s Sons, 1909); Sidney and Bea-
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Social problems were thus allowed to enter the organizational realm only after being
dressed in technical terms. Pragmatic solutions were to replace ideological controversies."

As a New Republic editorial put it, “the business of politics has become too complex
to be left to the pretentious misunderstandings of the benevolent amateur.”* JFK, in similar
terms, announced that

most of the problems ... that we now face are technical problems, are administrative
problems. They are very sophisticated judgments, which do not lend themselves to the
great sort of passionate movements which have stirred this country so often in the past.
[They] deal with questions which are now beyond the comprehension of most men . . . .}

The “end of ideology” thesis, obviously, was very much an ideology of the New Middle
Class, as is interest group pluralism.

Central to the Progressive mindset was the concept of “disinterestedness,” by which
the “professional” was a sort of philosopher-king qualified to decide all sorts of conten-
tious issues on the basis of immaculate expertise, without any intrusion of ideology or sor-
did politics.* I quote at length from Christopher Lasch, in The Revolt of the Elites:

The drive to clean up politics gained momentum in the progressive era . ... [T]he
progressives preached “efficiency,” “good government,” [the origin of the term “goo-
goo”’| “bipartisanship,” and the “scientific management” of public affairs and declared
war on “bossism.” They attacked the seniority system in Congress, limited the powers of
the Speaker of the House, replaced mayors with city managers, and delegated important
governmental functions to appointive commissions staffed with trained administrators
... .They took the position that government was a science, not an art. They forged links
between government and the university so as to assure a steady supply of experts and
expert knowledge. But they had little use for public debate. Most political questions
were too complex, in their view, to be submitted to popular judgment . . . .

Professionalism in politics meant professionalism in journalism. The connection be-
tween them was spelled out by Walter Lippmann . . . . [His books] provided a founding
charter for modern journalism, the most elaborate rationale for a journalism guided by
the new ideal of professional objectivity.’

This distrust of controversy and debate—of politics—is exemplified in the Gradgrin-
dian vision of Horace Mann, the founder of education. Mann, as a precursor of the New
Class, contrasted the realm of “fact,” administered by qualified and disinterested experts,
with that of opinion. In practice this meant he distrusted not only controversy and debate,
but “pedagogically unmediated experience.”

Like many other educators, Mann wanted children to receive their impressions of
the world from those who were professionally qualified to decide what was proper for
them to know, instead of picking up impressions haphazardly from narratives (both writ-
ten and oral) not expressly designed for children. Anyone who has spent much time with
children knows that they acquire much of their understanding of the adult world by
listening to what adults do not necessarily want them to hear—by eavesdropping, in
effect, and just by keeping their eyes and ears open. Information acquired in this way . . .
enables children to put themselves imaginatively in the place of adults instead of being
treated simply as objects of adult solicitude and didacticism. It was precisely this imagina-
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tive experience of the adult world, however—this unsupervised play of young imagina-
tions—that Mann hoped to replace with formal instruction . . . .

The great weakness in Mann’s educational philosophy was the assumption that
education takes place only in schools . . . . It simply did not occur to him that activities
like politics, war, and love—the staple themes of the [fiction] books he deplored—were
educative in their own right. He believed that partisan politics, in particular, was the bane
of American life."

... Nothing of educational value ... could issue from the clash of opinion, the
noise and heat of political and religious debate. Education could take place only in insti-
tutions deliberately contrived for that purpose, in which children were exposed exclu-
sively to knowledge professional educators considered appropriate.”

This last belief is a foreshadowing of the general disapproval of politics which became
central to the later political agenda of the New Middle Class:

... Mann wanted to keep politics out of the school ... because he distrusted political
activity as such . . .. It generated controversy— .. .in Mann’s eyes, a waste of time and
energy . ... ... [Political history] could not be ignored entirely; otherwise children

would gain only “such knowledge as they may pick up from angry political discussions,
or from party newspapers.” But instruction in the “nature of a republican government”
was to be conducted so as to emphasize only “those articles in the creed of republican-
ism, which are accepted by all, believed in by all, and which form the common basis of
our political faith.”

The same principle is reflected in the cult of “objectivity” in the Lippmann model of
professional journalism. Lippmann’s view of society and government in general was that
“[s]ubstantive questions could be safely left to experts, whose access to scientific knowl-
edge immunized them against the emotional ‘symbols’ and ‘stereotypes’ that dominated
public debate.” His influence on twentieth century journalism, in particular, was to destroy
the earlier function of newspapers in the nineteenth century as the center of democratic
debate. “Newspapers might have served as extensions of the town meeting. Instead they
embraced a misguided ideal of objectivity and defined their goal as the circulation of reli-
able information . . ..”* This was the basis of the modern model of “journalism as stenog-
raphy,” with reporters simply repeating what “he said” and “she said,” and viewing any di-
rect recourse by the reporter to the realm of fact as a violation of his neutrality (see Ap-
pendix on Journalism as Stenography).

In both journalism and education, this prejudice is fundamentally wrong-headed. As
Lasch so pointedly observed, controversy “is educative in its own right.”

... Since the public no longer participates in debates on national issues, it has no
reason to inform itself about civic affairs. It is the decay of public debate, not the school
system (bad as it is), that makes the public ill informed, notwithstanding the wonders of
the age of information. When debate becomes a lost art, information, even though it
may be readily available, makes no impression.

What democracy requires is vigorous public debate, not information. Of course, it
needs information too, but the kind of information it needs can be generated only by
debate. We do not know what we need to know until we ask the right questions, and we
can identify the right questions only by subjecting our own ideas about the world to the
test of public controversy. Information, usually seen as the precondition of debate, is bet-
ter understood as its byproduct. When we get into arguments that focus and fully engage

Ibid, p. 151.
Ibid., p. 158.
Ibid., p. 153.
Ibid., p. 11.
Ibid., p. 10.

O S R S



EFFECTS OF CENTRALIZATION AND LARGE ORGANIZATIONAL SIZE 135

our attention, we become avid seekers of relevant information. Otherwise we take in
information passively—if we take it in at all.’

....Lippmann had forgotten what he learned (or should have learned) from Wil-
liam James and John Dewey: that our search for reliable information is itself guided by
the questions that arise during arguments about a given course of action. It is only by
subjecting our preferences and projects to the test of debate that we come to understand
what we know and what we still need to learn . . .. It is the act of articulating and de-
fending our views that lifts them out of the category of “opinions” .. .. In short, we
come to know our own minds only by explaining ourselves to others.”

The partisan press of the nineteenth century is the classic example of the emergence
of truth through dialectic, or the adversarial process. “Their [Greeley’s, Godkin’s, etc.] pa-
pers were journals of opinion in which the reader expected to find a definite point of view,
together with unrelenting criticism of opposing points of view.”* Lippmann’s view of the
world, on the other hand, amounted to a “spectator theory of knowledge.”*

The meritocratic ideal described earlier is a vitally important legitimizing ideology
for the New Middle Class. Although meritocracy and “upward mobility” are now com-
monly equated to the American democratic ideology, the meritocratic ideal is in fact a
complete departure from the earlier Jeftersonian democratic ideal. Lasch described very as-
tutely the differences between them. Under the old, populist conception, what mattered
was the class structure at any given time. The ideal was the wide diffusion of property
ownership, with the great majority in the producing classes having a material base for eco-
nomic independence. The advocates of the democratic ideal, as it existed through the first
half of the nineteenth century,

understood that extremes of wealth and poverty would be fatal to the democratic ex-
periment .... Democratic habits, they thought—self-reliance, responsibility, initiative—
were best acquired in the exercise of a trade or the management of a small holding of
property. A “competence,” as they called it, referred both to property itself and to the in-
telligence and enterprise required by its management. It stood to reason, therefore, that
democracy worked best when democracy was distributed as widely as possible among the
citizens.

The point can be stated more broadly: Democracy works best when men and
women do things for themselves, with the help of their friends and neighbors, instead of
depending on the state.’

The average member of the producing classes should rest secure in the knowledge
that he would be able to support himself in the future, without depending on the whims
of an employer. The purpose of education was to produce a well-rounded individual. It
aimed at the wide diffusion of the general competence needed by ordinary people for
managing their own affairs, on the assumption that they retained control over the main
forces affecting their daily lives.

When Lincoln argued that advocates of free labor “insisted on universal education,” he
did not mean that education served as a means of upward mobility. He meant that citizens
of a free country were expected to work with their heads as well as their hand. ... Advo-
cates of free labor took the position . .. that “heads and hands should cooperate as friends;
and that [each] particular head, should direct and control that particular pair of hands.’

Ibid., p. 163.
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The meritocratic philosophy, on the other hand, holds that the functions of “hands”
and “head” should be exercised by distinct classes of people, with the “head” class manag-
ing the “hands” class. “Social mobility” means simply that members of the “hands” class
should have the opportunity to advance into the “head” class if they’re willing to go to
school for twenty years and abase themselves before enough desk jockeys.

The meritocratic philosophy, as Lasch described it, called not for rough equality of
condition, but only for social mobility (defined as the rate of “promotion of non-elites into
the professional-managerial class”).'

The new managerial and professional elites . .. have a heavy investment in the notion of
social mobility—the only kind of equality they understand. They would like to believe
that Americans have always equated opportunity with upward mobility . ... But a careful
look at the historical record shows that the promise of American life came to be identi-
fied as social mobility only when more hopeful interpretations of opportunity had be-
come to fade.”

Through most of the nineteenth century, Americans viewed as abnormal both a large
class of propertyless wage laborers, and the ownership of economic enterprise by an absen-
tee rentier class that lived entirely oft the returns on accumulated wealth. Such things were
associated with the decadence and corruption of the Old World.

Lincoln denounced as the “mud-sill theory” the idea “that nobody labors unless some-
one else, owning capital, somehow, by the use of that capital, induces him to it.” He contrasted
to this the small-r republican ideal, that “a large majority are neither hirers nor hired.”

One of Lasch’s most telling comments on meritocracy was that “[s]ocial mobility
does not undermine the influence of elites; if anything, it helps to solidify their influence
by supporting the illusion that it rests solely on merit.””

Meritocracy also has a powerful legitimizing effect on the concentration of wealth
and power.

High rates of mobility are by no means inconsistent with a system of stratification that
concentrates power and privilege in a ruling elite. Indeed, the circulation of elites
strengthens the principle of hierarchy, furnishing elites with fresh talent and legitimizing
their ascendancy as a function of merit rather than of birth.*

It’s hard to get much closer to a pure meritocracy than the Inner Party of 1984.

We already saw, in the section of this chapter on radical monopoly, how credentialling
and professionalization erect entry barriers or toll gates against comfortable subsistence.
These things, more fundamentally, are the result of the New Middle Class’s hegemony.
Lasch, in his introduction to David Noble’s America by Design, described Taylorism as an
expropriation of the worker’s skill, following directly on the expropriation of his land and
capital in the so-called primitive accumulation process.

The capitalist, having expropriated the worker’s property, gradually expropriated his
technical knowledge as well, asserting his own mastery over production . . . .

The expropriation of the worker’s technical knowledge had as a logical conse-
quence the growth of modern management, in which technical knowledge came to be
concentrated. As the scientific management movement split up production into its com-
ponent procedures, reducing the worker to an appendage of the machine, a great expan-
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sion of technical and supervisory personnel took place in order to oversee the produc-
tive process as a whole.”

The same was true of the “helping professions” that governed so many aspects of the
worker’s life outside of work. If Taylorism expropriated the worker’s skill on the job, then
the “helping professions” alienated him from his own common sense in the realms of con-
sumption and family life.

.. [Clareerism tends to undermine democracy by divorcing knowledge from prac-
tical experience, devaluing the kind of knowledge that is gained from experience, and
generating social conditions in which ordinary people are not expected to know any-
thing at all.”

... The conversion of popular traditions of self-reliance into esoteric knowledge
administered by experts encourages a belief that ordinary competence in almost any
field, even the art of self-government, lies beyond reach of the layman.?

The average person was transformed into a client of professional bureaucracies, as
Barton Bledstein described it in The Culture of Professionalism: The Middle Class and the De-
velopment of Higher Education in America:

The citizen became a client whose obligation was to trust the professional. Legitimate
authority now resided in special places like the courtroom, the classroom, and the hospi-
tal; and it resided in special words shared only by experts.*

Lasch referred to “a consensus among ‘helping professions’ that the family could no
longer provide for its own needs.”

Ellen Richards, founder of the modern profession of social work, argued: “In the social
republic the child as a future citizen is an asset of the state, not the property of its parents.
Hence its welfare is a direct concern of the state.”’

Social workers lamented their inability to “instill . . . principles of mental health” in
parents, and the “inaccessibility” of the home as a barrier to their promoting high levels of
mental health in the new generation of assets of the state. Especially of concern, among all
the recalcitrant attitudes displayed by atavistic parents, was a “warped view of authority”
(for which refusal to cooperate cheerfully with the authorities was, of course, prima facie
evidence).’

One aspect of the therapeutic culture, in particular, is seldom remarked on. Although
the mental health approach to crime is often celebrated as an advance in humanity, it also
erodes all the traditional due process protections of the accused under criminal law. After
all, why would you need protection against someone who’s acting for your own good?
While the convicted felon is absolutely free and beholden to no one when his sentence is
complete, the “patient” isn’t free until his “helpers” decide he’s cured. That’s a theme de-
veloped by C.S. Lewis in both fiction (That Hideous Strength) and non-fiction (The Abolition
of Man) venues, and by Anthony Burgess in A Clockwork Orange.

John McKnight described the ways the “helping professions” infantilize ordinary citi-
zens:

1. Lasch, “Introduction,” David F. Noble. America By Design: Science, Technology, and the Rise
of Corporate Capitalism (New York: Alfred A. Knopf, 1977), pp. xi-xii.

2. Lasch, The Revolt of the Elites, p. 79.

3. Lasch, The Culture of Narcissism, p. 226.

4. Quoted in Harry Boyte, The Backyard Revolution: Understanding the New Citizen Movement
(Philadelphia: Temple University Press, 1980).

5. Lasch, The Culture of Narcissism, pp. 268-269.

6. Ibid., pp. 269-270.
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When the capacity to define the problem becomes a professional prerogative, citizens no
longer exist. The prerogative removes the citizen as problem definer, much less problem
solver. It translates political functions into technical and technological problems.’

This is true not just of the “helping professions,” although Lasch focused mainly on
them. On a more general level, the dominance of so many areas of economic life by pro-
fessional license cartels has had the same effect (as we saw earlier in this chapter—e.g. Ivan
[lich’s discussion of self-built housing) of alienating the individual from his own compe-
tency. To quote Lasch again, there was a general phenomenon of

the erosion of self-reliance and ordinary competence by the growth of giant corpora-

tions and of the bureaucratic state that serves them. The corporations and the state now

control so much of the necessary know-how that Durkheim’s mage of society as the

“nourishing mother” . .. more and more coincides with the citizen’s everyday experi-
2

ence.

The hegemony of the New Class over the large organization was matched by the es-
calating importance of professionalism even in services performed at an individual level.
Through most of the nineteenth century, admissions to the legal and medical professions
were governed by an informal and largely unregulated apprenticeship system. Formal train-
ing at legal or medical schools was not required; and the professions, collegially, had no
formal licensing power.” “By the 1890s,” however (Rakesh Khurana writes), “the tradi-
tional professions were strongly reasserting themselves, while many new ones were arising
to stake their own claims to professional authority and privilege.”*

From 1886 to 1909, the number of legal and medical schools in the United States
mushroomed. After that time their numbers fell significantly; but this reflected the increas-
ing power of the professions, collegially organized, to suppress professional schools that
failed to meet either the professions’ standards of quality or their institutional culture. The
Carnegie Foundation’s 1910 report on medical education, and its 1914 report on legal edu-
cation, were the entering wedge of the licensing cartels’ power to regulate professional
education and to suppress competing models of practice.” From around this time on, for
example, the medical field came to be regulated according to strictures set by formal asso-
ciations of allopathic physicians, and competing medical schools reflecting other models of
practice—chiropractic, osteopathic, naturopathic, etc—were either shut down or severely
restricted.

The phenomenon was manifested, locally, in the movement to “professionalize” mu-
nicipal government. According to Samuel Hays, it was primarily the upper class that fa-
vored “reform” in local government.

The drama of reform lay in the competition for supremacy between two systems of de-
cision-making. One system based on ward representation . . . involved wide latitude for
the expression of grass roots impulses . . . . [In] the other . . . decisions arose from expert
analysis and flowed from fewer and smaller centers outward to the rest of society.®

1. John McKnight “Are the Helping Systems Doing More Harm Than Good?” (Speech to
the 1976 retreat of the Brainerd, Minn. Community Planning Organization), quoted in Boyte pp.
173-174.

2. Lasch, The Culture of Narcissism, p. 386.

3. Khurana, p. 65.

4. Ibid., p. 67.

5. Ibid., p. 67.

6. Samuel P. Hays, “The Politics of Reform in Municipal Government in the Progressive
Era,” Pacific Northwest Quarterly, October 1964, pp. 152, 170. In Samuel Bowles and Herbert Gintis,
Schooling in Capitalist America: Educational Reform and the Contradictions of Economic Life (New York:
Basic Books, Inc., 1976),
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The purpose of school administration “reform,” as of the whole municipal “good
government’ agenda, was

to centralize control of urban education in the hands of experts. They sought to replace
ward elections for school boards by citywide at-large elections, to grant autonomy to the
superintendent, and to develop a more specialized and well-defined hierarchical bureau-
cratic order for the improvement and control of the schools. Schools were to be as far
removed as possible from the sordid world of politics.

.. . Proponents of reform tended to be lawyers, businessmen—particularly the new
and rising corporate elite—upper-class women’s groups, school superintendents, univer-
sity professors, and presidents . . . . Though locally based, these reformers used the Na-
tional Education Association, the Chambers of Commerce, newspapers, professional
journals, and businessmen’s clubs to forge what one of their foremost historians termed a
“nationwide interlocking directorate.””

The “reformers” were quite explicit on what they viewed as overrepresentation of
blue collar workers on school boards, and the need to elevate the quality of their member-
ship. For example, consider the 1911 Statement of the Voters’ League of Pittsburgh:

Employment as ordinary laborer and in the lowest class of mill worker would naturally
lead to the conclusion that such men did not have sufficient education or business training
to act as school directors . . . . Objection might also be made to small shopkeepers, clerks,
workmen at many trades, who by lack of educational advantages and business training,
could not, no matter how honest, be expected to administer properly the affairs of an
educational system, requiring special knowledge, and where millions are spent each year.”

In the twenty-eight largest cities in the U.S. from 1893 to 1913, the average number of
seats on central school boards was cut in half and most ward school boards were eliminated
altogether. In the meantime, business and professional representation drastically increased
on school boards, and clerical and wage workers fell below ten percent of the member-
ship.?

A central preoccupation of the professional and managerial New Middle Class was
social control. As one might guess, they served as shock troops of the revolution in “manu-
facturing consent” or engineering public consciousness: a series of related fields including
state propaganda, psychological warfare, public relations, and mass advertising. St.
Woodrow’s crusade, for which the Creel Commission “manufactured consent,” may or
may not have been a war to make the world “safe for democracy.” But the science of
molding public consciousness, pioneered by the Creel Commission and such figures as
Edward Bernays and Harold Lasswell, most definitely made democracy safe for the giant
corporation and the authoritarian state.

The new industry of advertising . . . appeared to the social engineers of an earlier time as
an exciting exercise in mass education. Even before the First World War showed that it
was possible to mobilize public opinion in overwhelming support of predetermined
policies—showed, in the words of that super-salesman, George Creel, “how we adver-
tised America”—the more advanced planners had glimpsed the implications of advertis-
ing for the science of social control. Ellen H. Richards, in her book Euthenics: The Science
of Controllable Environment, argued that advertising could even take the place of religion as
a stimulus to good behavior.*

As we already saw in Chapter One, mass advertising was developed as a way of inter-
nalizing the kind of mass consumption behavior that was necessary for economic stability
in an economy of mass production and push distribution. More generally, the science of
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“manufacturing consent” came about to serve the need of giant corporate and govern-
ment organizations to shape the kind of public consciousness and behavior suited to their
own needs.

As Noam Chomsky has observed in numerous places, the appearance of majority lit-
eracy, universal suffrage and formal democracy occurred at roughly the same time that so-
ciety was falling under the control of large, centralized organizations that required insula-
tion from instability and outside political interference by the masses. Galbraith’s “technos-
tructure,” with its enormous capital investments, large-scale organization of technical
manpower, and long planning horizons, is a good example: it needed a stable and predict-
able economic environment, and in particular a public conditioned to consume what it
produced. The same is true of the corporate state’s apparatus for global political and eco-
nomic management: as described by Samuel Huntington in The Crisis of Democracy, the
United States was able to function as “the hegemonic power in a system of world order”
only because of a domestic structure of political authority in which the country, for the
first twenty-five blessed years after WWII,

was governed by the president acting with the support and cooperation of key individu-
als and groups in the Executive office, the federal bureaucracy, Congress, and the more
important businesses, banks, law firms, foundations, and media, which constitute the pri-
vate establishment.’

The dominance of such institutions over society can only survive when the public is
conditioned to define political “moderation” and “centrism” in terms of the range of policy
alternatives compatible with the existence of those institutions, and to limit “reform” to
those measures which can be implemented by the elites running those institutions.

It’s interesting to consider, just as a side note, how the New Middle Class has been
treated by different segments of contemporary American politics. It has, to be sure, featured
in the thought of such prominent conservatives as Peggy Noonan and David Brooks. The
odd thing, though, is that their discussion of the “New Class” focuses entirely on the help-
ing professions, journalism, and so forth: in other words, what I call the soft New Class. They
neglect almost entirely the hard New Class of managers and engineers in the corporate
economy. They ignore the obvious parallels between Taylorism and Fordism in industry, and
the dominance of professionals in education and mental health. But as Lasch pointed out, all
are manifestations of exactly the same phenomenom: the rise of monopoly capitalism, with
the attendant bureaucratization of business, government, and society.”

It is true that a professional elite of doctors, psychiatrists, social scientists, techni-
cians, welfare workers, and civil servants now plays a leading part in the administration of
the state and of the “knowledge industry.” But the state and the knowledge industry
overlap at so many points with the business corporation ..., and the new professionals
share so many characteristics of the managers of industry, that the professional elite must
be regarded not as an independent class but as a branch of modern management.?

... Both the growth of management and the proliferation of professions represent
new forms of capitalist control, which first established themselves in the factory and then
spread throughout society. The struggle against bureaucracy therefore requires a struggle
against capitalism itself. Ordinary citizens cannot resist professional dominance without
also asserting control over production and over the technical knowledge on which mod-
ern production rests.*

1. Samuel P. Huntington, Michael J. Crozier, Joji Watanuki. The Crisis of Democracy. Report
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PostscripT: CRISIS TENDENCIES

Through the twentieth century, ever larger portions of the operating costs of big busi-
ness were externalized on the taxpayer. Indeed, it is quite plausible that a positive rate of
profit, under twentieth century state capitalism, was possible only because the state un-
derwrote so much of the cost of reproduction of constant and variable capital, and under-
took “social investment” which increased the efficiency of labor and capital and conse-
quently the rate of profit on capital.

And the demands of monopoly capital on the state, for more and subsidized inputs to
maintain the illusion of profit, only increased through the century. As James O’Connor de-
scribed it in Fiscal Crisis of the State,

... the increases over time and increasingly is needed for profitable accumulation by
monopoly capital. The general reason is that the increase in the social character of pro-
duction (specialization, division of labor, interdependency, the growth of new social
forms of capital such as education, etc.) either prohibits or renders unprofitable the pri-
vate accumulation of constant and variable capital.” socialization of the costs of social in-
vestment and social consumption capital

O’Connor did not adequately deal with a primary reason for the fiscal crisis: the increasing
role of the state in performing functions of capital reproduction removes an ever-growing
segment of the economy from the market price system. But the effect of such economic
irrationality has already been suggested by Ivan Illich:

.. .. queues will sooner or later stop the operation of any system that produces needs
faster than the corresponding commodity . . . .”

.. .institutions create needs faster than they can create satisfaction, and in the proc-
ess of trying to meet the needs they generate, they consume the Earth.’

The distortion of the price system, which in a free market ties quantity demanded to
quantity supplied, leads to ever-increasing demands on state services. Normally price func-
tions as a form of feedback, a homeostatic mechanism much like a thermostat. David
Boyer, an Austrian economist,

All human action has ends and means. All human action also has consequences deter-
mined objectively (and unsubjectively) by reality. The consequences for actions are the
teedback mechanism by which a human being controls his behavior. No matter how
complex the human social institution you end up with individuals acting and controlling
their actions based on the feedback they get from reality based on the consequences of
their actions.

The natural market has the feedback mechanisms built-in . . . .

... .All human action (in order to achieve it’s intended aims) must be accompanied
by objective feedback data . . . .

.. .. [The state] uses it’s “legitimate” monopoly on force to externalize (fancy word
for avoiding consequences, or what I'm calling the feedback loop) the costs of its actions.*

(and those of the privileged ruling class elements that sit at the helm of the state, as well).
Putting a candle under a thermostat will result in an ice-cold house. When the con-
sumption of some factor is subsidized by the state, the consumer is protected from the real
cost of providing it, and unable to make a rational decision about how much to use. So the
state capitalist sector tends to add factor inputs extensively, rather than intensively; that is, it
uses the factors in larger amounts, rather than using existing amounts more efficiently. The
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state capitalist system generates demands for new inputs from the state geometrically, while
the state’s ability to provide new inputs increases only arithmetically. The result is a process
of snowballing irrationality, in which the state’s interventions further destabilize the system,
requiring yet further state intervention, until the system’s requirements for stabilizing in-
puts finally exceed the state’s resources. At that point, the state capitalist system reaches a
breaking point.

As we argued earlier, policymaking elites tend to solve problems of input shortage or
overburdened infrastructure by more of the same—i.e., even more subsidized inputs—thus
pushing the system even more rapidly toward collapse.

The total collapse of the industrial monopoly on production will be the result of synergy
in the failure of multiple systems that fed its expansion. This expansion is maintained by
the illusion that careful systems engineering can stabilize and harmonize present growth,
while in fact it pushes all institutions simultaneously toward their second watershed.’

Two of the early lessons learned by Jay Forrester, the founder of Systems Dynamics,
were that “the actions that people know they are taking, usually in the belief that the ac-
tions are a solution to difficulties, are often the cause of the problems being experienced,”
and “the very nature of the dynamic feed-back structure of a social system tends to mislead
people into taking ineftective and even counterproductive action.””

Probably the best example of this phenomenon is the transportation system. State
subsidies to highways, airports, and railroads, by distorting the cost feedback to users, de-
stroy the link between the amount provided and the amount demanded. The result, among
other things, is an interstate highway system that generates congestion faster than it can
build or expand the system to accommodate congestion. The transportation system con-
tinues to expand out of control, and yet is bottlenecked at any given time.

The cost of repairing the most urgent deteriorating roadbeds and bridges is several
times greater than the amount appropriated for that purpose. The problem is exacerbated by
the fact that the price of asphalt used in road construction and repair is tied pretty closely to
the price of petroleum. So the fiscal crisis of the state is further exacerbated in the face of
subsidized demand. And there’s no easy way out, because—as James Kunstler points out—the
interstate highway system is extremely high-maintenance. A given stretch of highway is ei-
ther well-maintained, or it quickly becomes unusable altogether as the constant pounding
from heavy trucks compounds initial wear and tear, in just a few years reaching a level of
pulverization at which the axles of those heavy trucks are likely to break.

If the “level of service” . . .is not maintained at the highest degree, problems multi-
ply and escalate quickly . . ..The system does not tolerate partial failure. The interstates
are either in excellent condition, or they quickly fall apart . . . .

I believe that the interstate highway system will reach a point of becoming unfix-
able and unmaintainable not far into the twenty-first century. The resources will not be
there to keep up the level of service at the minimum necessary to prevent cascading fail-
ure. I think we will be shocked by how rapidly its deterioration proceeds.’

As the government finds its resources stretched, it will be able to fund smaller and smaller
portions of the most urgent repair work, with highway after highway abandoned as unus-
able and the surviving portion of motor freight on those routes switching to lighter trucks
on older, barely passable two-lane state highways.

1. Hlich, Tools for Conviviality, p. 103.
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Remember the discussion of that proposed “western bypass” the local growth machine
has been pushing for in Northwest Arkansas? Despite the fact that even the new suburban
developments under construction are likely to become unfinished ghost towns, and that gas
prices next summer are likely to be even higher than $4/gallon, despite the fact that the cur-
rent housing market collapse and the recent fuel crisis were the direct result of subsidies to
highways and the car culture, the project is still on their Christmas list. When speculation be-
gan after Obama’s election that a stimulus package might include a large amount of infra-
structure spending, the immediate reaction of the Northwest Arkansas Council and its media
sycophants was “Great! Now we can get our pork after alll” It is impossible, as Einstein said,
to solve a problem with the same level of thinking that caused it.

In civil aviation, at least before the September 11 attacks, the result was planes stacked
up six high over O’Hare airport. There is simply no way to solve these crises by building
more highways or airports. The only solution is to fund transportation with cost-based user
fees, so that the user perceives the true cost of providing the services he consumes. But this
solution would entail the destruction of the existing centralized corporate economy.

The same law of excess consumption and shortages manifests itself in the case of en-
ergy. When the state subsidizes the consumption of resources like fossil fuels, business tends
to add inputs extensively, instead of using existing inputs more intensively. Since the incen-
tives for conservation and economy are artificially distorted, demand outstrips supply. But
the energy problem is further complicated by finite reserves of fossil fuels. “Peak Oil,” for
example, has been a highly visible issue for the past couple of years—i.e., the contention
that oil production has peaked or will do so shortly, and that a dwindling supply of ever
more expensive petroleum will be available for allocation among competing global needs.
It seems likely that such steep increases in fuel prices would lead, through market forces, to
a radical decentralization of the economy and a resurgence of small-scale production for
local markets—as Warren Johnson suggested during the shortages of the 1970s. It’s interest-
ing, by the way, that the only time in the twentieth century that absolute levels of fuel con-
sumption actually declined was during the historic peak in oil prices of the early 1980s,
which were high enough to encourage energy efficiency in earnest. Like every other kind
of state intervention, subsidies to transportation and energy lead to ever greater irrational-
ity, culminating in collapse.

Other centralized offshoots of the state capitalist system produce similar results. Cor-
porate agribusiness, for example, requires several times as much synthetic pesticide applica-
tion per acre to produce the same results as in 1950—partly because of insect resistance,
and partly because pesticides kill not only insect pests but their natural enemies up the
food chain. At the same time, giant monoculture plantations typical of the agribusiness sys-
tem are especially prone to insects and blights which specialize in particular crops. The use
of chemical fertilizers, at least the most common simple N-P-K varieties, strips the soil of
trace elements—a phenomenon noted long ago by Max Gerson. The chemical fillers in
these fertilizers, as they accumulate, alter the osmotic quality of the soil—or even render it
toxic. Reliance on such fertilizers instead of traditional green manures and composts se-
verely degrades the quality of the soil as a living biological system: for example, the deple-
tion of mycorrhizae which function symbiotically with root systems to aid absorption of
nutrients. The cumulative effect of all these practices is to push soil to the point of biologi-
cal collapse. The hardpan clay on many agribusiness plantations is virtually sterile biologi-
cally, often with less than a single earthworm per cubic yard of soil. The result, as with
chemical pesticides, is ever increasing inputs of fertilizer to produce diminishing results: to
put the same thing in two slightly different ways, U.S. fertilizer use increased 900% from
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1940 to 1975 while farm output increased only 90%, and in 1975 it took five times as much
nitrogen fertilizer to produce the same crop as in 1947."

Hazel Henderson, in “The Great Economic Transition,” added another significant
example of diminishing returns: the effect of decreasing supplies and increased extraction
costs of natural resources (of which Peak Oil is only one example).” Henry George ob-
served over a century ago that, as the increased productivity of labor from technological
advancement led to increased social wealth, an ever larger share of the total social product
would be eaten up by the sinkhole of rent to landlords, because increased personal income
would simply increase the amount individuals would be prepared to bid for the virtually
inelastic supply of land. Indeed, the overall measure of social wealth might be inflated by
the rising rent component of GDP. Similarly, an ever-larger overall portion of the GDP to-
day is taken up not only by land-rent, but by the rising costs of progressively depleted re-
sources.

In general, the overall cost of infrastructure, support, and administration rise faster
than the GDP, until further economic growth produces negative returns. According to Il-
lich, * ... beyond a certain level of per capita GNP, the cost of social control must rise
faster than the total output and become the major institutional activity within an econ-
omy.”* Or as Hazel Henderson described her “Entropy State”: *“ . . . the stage when com-
plexity and independence have reached the point where the transaction costs that re gen-
erated equal or exceed the society’s productive capabilities.”*

Because advanced industrial societies develop such unmanageable complexity, they natu-
rally generate a bewildering increase in unanticipated social costs: in human maladjust-
ment, community disruption, and environmental depletion . . . . The cost of cleaning up
the mess and caring for the human casualties . . . mounts ever higher. The proportion of
the GNP that must be spent in mediating conflicts, controlling crime, protecting con-
sumers and the environment, providing ever-more comprehensive bureaucratic coordi-
nation . . . begins to grow exponentially . . . .}

Externalities—costs of production and consumption not factored into prices—also in-
crease, as “individuals, firms and institutions simply attempt to ‘externalize’ costs from their
own balance sheets and push them onto each other or, around the system, onto the envi-

ronment or future generations.”® (and they continue to increase exponentially because they

are not factored into prices).

Leopold Kohr made a similar observation about the tendency of secondary costs to
increase geometrically with increased political and economic scale, as actual consumption
goods increased only arithmetically:

. [W]e must distinguish between two general categories of goods: social and personal
consumer goods. Social consumer goods—goods consumed by society to maintain its
political and economic apparatus ... —may ... be largely discounted ... since they
measure not personal but social standards. In addition, being largely paid for by taxes,

1. Kirkpatrick Sale, Human Scale, p. 229; Barry Commoner, “Energy and Rural People: Ad-
dress before the National Conferance on Rural America, Washington, D.C., April 17, 1975,” in
Center for the Biology of Natural Systems (St. Louis: Washington University, 1975), p. 11, in L.S.
Stavrianos, The Promise of the Coming Dark Age (San Francisco: W.H. Freeman and Company,
1976), p. 40.

2. Henderson, “The Great Economic Transition,” in Creating Alternative Futures: The End of
Economics (New York: G.P. Putnam’s Sons, 1978), pp. 126-27.

3. Ilich, Energy and Equity, p. 3.

4. Hazel Henderson, “The Entropy State,” in Creating Alternative Futures, pp. 83-84.

5. Ibid, pp. 84-85

6. Henderson, “The Great Economic Transition,” pp. 126-127; “Inflation: The Viewpoint
from Beyond Economcs,” in Creating Alternative Futures, p. 138.
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they are so clearly identifiable as not the fruit but the cost of existence that there is no
danger of having their greater availability confused with greater welfare. Nevertheless
they are indirectly of significance since their seemingly geometric rise with every arith-
metic increase in the size of a state is responsible for the declining proportion of increas-
ing output that can be diverted into personal channels . ... Their hallmark is that their
production does not improve the status of the individuals producing them.

One telling example cited by Kohr: of the “much advertised” $25 billion increase in
GNP, $18 billion (or 72%) of it was taken up by such support and administrative costs."
(See also his earlier cited example of the skyscraper, in which the portion of each floor
taken up by ducts and elevator shafts increases with each added story, until increased height
finally results in reduced total floor space).

Another useful idea that parallels Kohr’s analysis is Kenneth Boulding’s “non-
proportional change” principle of structural development:

As any structure grows, the proportions of the parts and of its significant variables cannot
remain constant . ... This is because a uniform increase in the linear dimensions of a
structure will increase all its areas as the square, and its volume as the cube, of the in-
crease in the linear dimension . . . .2

It follows, as a corollary, that

the size of the structure itself is limited by its ultimate inability to compensate for the
non-proportional changes. This is the basic principle which underlies the “law of even-
tually diminishing returns to scale” familiar to economists. Thus as institutions grow they
have to maintain larger and larger specialized administrative structures in order to over-
come the increasing difficulties of communication between the “edges” or outside sur-
faces of the organization . .. and the central executive. Eventually the cost of these ad-
ministrative structures begins to outweigh any of the other possible benefits of large
scale, such as increasing specialization of the more directly productive parts of the orga-
nization, and these structural limitations bring the growth of the organization to an end.
One can visualize, for instance, a university of a hundred thousand students in which the
entire organization is made up of administrators, leaving no room at all for faculty.

.. [TThe critical problem of large-scale organization is that of the communica-
tions system . . . . This being a “linear” function tends to become inadequate relative to
the “surface” functions of interaction as the organization grows.*

In every case, the basic rule is that, whenever the economy deviates from market price
as an allocating principle, it deviates to that extent from rationality. In a long series of indi-
ces, the state capitalist economy uses resources or factors much more intensively than
would be possible if large corporations were paying the cost themselves. The economy is
much more transportation-intensive than a free market could support, as we have seen. It is
likewise more capital-intensive, and more intensively dependent on scientific-technical la-
bor, than would be economical if all costs were borne by the beneficiaries. The economy is
far more centralized, capital intensive, and high-tech than it would otherwise be. Had large
corporate firms paid for these inputs themselves, they would have reached the point of
zero marginal utility from additional inputs much earlier.

At the same time as the demand for state economic inputs increases, state capitalism
also produces all kinds of social pathologies that require “social expenditures” to contain or
correct. By subsidizing the most capital-intensive forms of production, it promotes
unemployment and the growth of an underclass. But just as important, it undermines the
very social structures—family, church, neighborhood, etc.—on which it depends for the
reproduction of a healthy social order.

1. Kohr, The Overdeveloped Nations, pp. 36-37.
2. Kenneth Boulding, Beyond Economics (Ann Arbor: University of Michigan Press, 1968), p. 75.

3. Ibid., pp. 76-77.
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As mentioned above in the main body of the chapter, the corporate economy inte-
grates formerly autonomous spheres of civil society, like the informal and household
economies, into itself. But by atomizing them, it undermines the conditions of its own ex-
istence. Under state capitalism, the state is driven into ever new realms in order to stabilize
the corporate system. State intervention in the process of reproducing human capital (i.e.,
public education and tax-supported vocational-technical education), and state aid to forms
of economic centralization that atomize society, result in the destruction of civil society
and the replacement by direct state intervention of activities previously carried out by
autonomous institutions. The destruction of civil society, in turn, leads to still further state
intervention to deal with the resulting social pathologies.

Lewis Mumford, for example, described the dependence of the “megamachine” on
the socializing functions of precapitalist institutions:

[Aln ... important factor in protecting the power system from internal assault was
the presence of many surviving historic institutions whose customs and folkways and ac-
tive beliefs supplied an essential structure of values . . . .

With the erosion of this traditional heritage, megatechnics lost a social ingredient
essential for its full working efficiency: self-respect, loyalty to a common moral code, a
readiness to sacrifice immediate rewards to a more desirable future. As long as this basic
morality . . . remained “second nature” in the community, the power complex had a sta-
bility and continuity that it no longer possesses. This means . . . that in order to remain in
effective operation, the dominant minority must, as in Soviet Russia and China, resort to
the same system of ruthless coercion their predecessors established back in the Fourth
Millennium B.C. Otherwise, in order to ensure obedience and subdue counter-
aggression, they must use more “scientific” modes of control . . . ."

Some useful commentary on this latter phenomenon includes C.S. Lewis (The Aboli-
tion of Man), and Huxley’s Brave New World. Neoconservatism is an alternative approach to
the same general problem, attempting to put new wine in old bottles by artificially reengi-
neering “traditional social mores” through the state.

Immanuel Wallerstein, likewise, pointed to the role of the non-monetized informal
and household sectors of the economy in reproducing human labor power. If those pre-
capitalist institutions disappeared and their functions could only be procured in the cash
economy, the level of subsistence income would rise considerably. A good example is the
predominance of the nuclear family with two wage-earners, in which the services previ-
ously supplied by a full-time mother, or by a grandmother or aunt, must be hired from a
babysitter or daycare center.

The state capitalist system thus demands ever greater state inputs in the form of subsi-
dies to accumulation, and ever greater intervention to contain the ill social effects of state
capitalism. Coupled with political pressures to restrain the growth of taxation, these de-
mands lead to (as O’Connor’s title indicates) a “fiscal crisis of the state,” or “a tendency for
state expenditures to increase faster than the means of financing them.”” The “‘structural
gap’ ... between state expenditures and state revenue” is met by chronic deficit finance,
with the inevitable inflationary results. Under state capitalism “crisis tendencies shift, of
course, from the economic into the administrative system . ..” This displaced crisis is ex-
pressed through “inflation and a permanent crisis in public finance.”?

The problem is intensified by the disproportionate financing of State expenditures by
taxes on the competitive sector (including the taxes on the monopoly capital sector which

1. Lewis Mumford, The Myth of the Machine: The Pentagon of Power (New York: Harcourt
Brace Jovanovich, Inc., 1964, 1974), pp. 351-352.

2. O’Connor, Fiscal Crisis of the State, p. 9.

3. Jurgen Habermas, Legitimation Crisis. Trans. by Thomas McCarthy (United Kingdom: Pol-
ity Press, 1973, 1976) 61, 68.
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are passed on to the competitive sector), and the promotion of monopoly capital profits at
the expense of the competitive sector. This depression of the competitive sector simultane-
ously reduces its purchasing power and its strength as a tax base, and exacerbates the crises
of both state finance and demand shortfall.

Most importantly, the crises are not isolated; they are systemic and interlocking; they
all result from the same structural problems of state capitalism (i.e., subsidized inputs), and
they develop exponentially, as subsidized inputs generate demand for more inputs faster
than they can be met.

Now it can be fairly objected here that every age has had its crises . . . .

But that lesson from the past disguises one important fact of the present: our crises
proceed, like the very growth of our system, exponentially . . . .

The crises of the present . .. have grown so large, so interlocked, so exponential,
that they threat unlike that ever known. [check original wording] It has come to the
point where we cannot solve one problem, or try to, without causing some other prob-
lem, or a score of problems, usually unanticipated.’

As much as many modern Misesians would disassociate themselves from such an
analysis (a good many, George Reisman chief among them, congregate at Mises.Org), most
of it was implied by Mises himself in Interventionist Government.

The cumulative effect of all these interlocking crises, as already stated, will be that the
system eventually reaches a breaking point, when the chickens of rationality come home to
roost, and the state can no longer subsidize sufficient inputs for the hypertrophied corpo-
rate economy to operate at a profit.

Another emerging fact of complex societies is the newly perceived vulnerability of
their massive, centralized technologies and institutions, whether manifested in the loss of
corporate flexibility, urban decline, power blackouts, skyjacking, or the many frightening
scenarios of sabotage and violence now occurring daily.

Meanwhile expectations are continually inflated by business and government lead-
ers, and it becomes more difficult to satisfy demands of private mass consumption while
trying to meet demands for more and better public consumption, whether for housing,
mass transit, health, education, welfare benefits, parks and beaches, or merely to keep the
water potable and the air breathable.”

1. Sale, Human Scale, pp. 25-26.
2. Henderson, “The Entropy State,” pp. 84-85.
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APPENDIX
JOURNALISM AS STENOGRAPHY

1. Scott Cutlip

According to Scott Cutlip of the University of Georgia, some 40% of the “news” in
newspapers consists of material generated by press agencies and PR departments, copied
almost word for word by “objective” professional journalists.’

2. Justin Lewis

The norms of “objective reporting” thus involve presenting “both sides” of an issue
with very little in the way of independent forms of verification . . . [A] journalist who
systematically attempts to verify facts—to say which set of facts is more accurate—runs
the risk of being accused of abandoning their objectivity by favoring one side over an-
other . ...

. [Jlournalists who try to be faithful to an objective model of reporting are
simultaneously distancing themselves from the notion of independently verifiable truth

The “two sides” model of journalistic objectivity makes news reporting a great deal
easier since it requires no recourse to a factual realm. There are no facts to check, no ar-
chives of unspoken information to sort through . . .. If Tweedledum fails to challenge a
point made by Tweedledee, the point remains unchallenged.”

3. Sam Smith

... I find myself increasingly covering Washington’s most ignored beat: the written
word. The culture of deceit is primarily an oral one. The soundbite, the spin, and the po-
litical product placement depend on no one spending too much time on the matter un-
der consideration.

Over and over again, however, I find that the real story still lies barely hidden and may
be reached by nothing more complicated than turning the page, checking the small type in
the appendix, charging into the typographical jungle beyond the executive summary, doing
a Web search, and, for the bravest, actually looking at the figures on the charts.’

4. Harry Jaffe

In his more than two decades covering the military, Ricks has developed many
sources, from brass to grunts. This, according to the current Pentagon, is a problem.

The Pentagon’s letter of complaint to Post executive editor Leonard Downie had
language charging that Ricks casts his net as widely as possible and e-mails many people.

Details of the complaints were hard to come by. One Pentagon official said in pri-
vate that Ricks did not give enough credence to official, on-the-record comments that
ran counter to the angle of his stories.*

1. Cited by Lasch in The Revolt of the Elites, p. 174.

2. Justin Lewis, “Objectivity and the Limits of Press Freedom,” in Peter Phillips & Project
Censored, Censored 2000: The Year’s Top 25 Censored Stories (New York, London, Sydney, and To-
ronto: Seven Stories Press, 2000), pp. 173-74.

3. Sam Smith, in Censored 2000, p. 6o.

4. Harry Jaffe, “Pentagon to Washington Post Reporter Ricks: Get Lost,” The Washingtonian,
December 29, 2003 <http://washingtonian.com/inwashington/buzz/tomricks.html>.
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5. The Daily Show

STEWART: Here’s what puzzles me most, Rob. John Kerry’s record in Vietnam is
pretty much right there in the official records of the US military, and haven’t been dis-
puted for 35 years?

CORDDRY: That’s right, Jon, and that’s certainly the spin you’ll be hearing com-
ing from the Kerry campaign over the next few days.

STEWART: Th-that’s not a spin thing, that’s a fact. That’s established.

CORDDRY: Exactly, Jon, and that established, incontravertible fact is one side of the story.

STEWART: But that should be—isn’t that the end of the story? I mean, you've
seen the records, haven’t you? What’s your opinion?

CORDDRY: I'm sorry, my opinion? No, I don’t have ‘o-pin-i-ons’. I'm a reporter,
Jon, and my job is to spend half the time repeating what one side says, and half the time
repeating the other. Little thing called ‘objectivity’—might wanna look it up some day.

STEWART: Doesn’t objectivity mean objectively weighing the evidence, and call-
ing out what’s credible and what isn’t?

CORDDRY: Whoa-ho! Well, well, well—sounds like someone wants the media to
act as a filter! [high-pitched, effeminate] ‘Ooh, this allegation is spurious! Upon investi-
gation this claim lacks any basis in reality! Mmm, mmm, mmm.” Listen buddy: not my
job to stand between the people talking to me and the people listening to me."

6. Brent Cunningham

It exacerbates our tendency to rely on official sources, which is the easiest, quickest
way to get both the “he said” and the “she said,” and, thus, “balance.” According to num-
bers from the media analyst Andrew Tyndall, of the 414 stories on Iraq broadcast on NBC,
ABC, and CBS from last September to February, all but thirty-four originated at the White
House, Pentagon, and State Department. So we end up with too much of the “official”
truth.

More important, objectivity makes us wary of seeming to argue with the presi-
dent—or the governor, or the CEO—and risk losing our access . . . .

The Republicans were saying only what was convenient, thus the “he said.” The Democ-
ratic leadership was saying little, so there was no “she said.” “Journalists are never going to fill the
vacuum left by a weak political opposition,” says The New York Times’s Steven R. Weisman.”

7. Avedon Carol

Hm, let’s see . . . I can go to whitehouse.gov and read everything administration of-
ficials have to say on the record, or I can spend money to buy a newspaper and read a
repetition of selected quotes from that said material. What should I do?

If that’s all newspapers are good for, what are newspapers good for?*

1. Eschaton blog, August 22, 2004 <http://atrios.blogspot.com/2004_08_22_atrios_archive.html
#109335851226026749>.

2. Brent Cunningham, “Rethinking Objective Journalism Columbia Journalism Review.”
Alternet, July 9, 2003 <http://www.alternet.org/mediaculture/16348/>.

3. Avedon Carol, “Pilloried Post,” August 12, 2004 <http://slacktivist.typepad.com/slacktivist/
2004/08/pilloried_post.html>.
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Knowledge and Information Problems
in the Large Organization

Ithough the analysis of information problems in large organizations has been refined
in many constructive ways, little special insight is required to recognize their bare ex-
istence. They have been acknowledged even by corporate managers:

One of the executive vice-presidents of the Union Carbide Corporation . . . remarked in
a private conversation that he and his colleagues “had no idea how to manage a large
corporation.” He said they simply did not know enough of the corporate workings, nor
did they know what to do even if a clear problem was identified.”

A.THE VOLUME OF DATA

From the beginning of organization theory as a distinct discipline, numerous writers
have remarked on the central feature of information problems: the sheer volume of data to
be processed within organizations, and their inadequacy for doing so.

Herbert Simon introduced the concept of “bounded rationality.”

The limits of rationality have been seen to derive from the inability of the human mind
to bring to bear upon a single decision all the aspects of value, knowledge, and behavior
that would be relevant.”

The “principle of bounded rationality,” stated in so many words, was that

The capacity of the human mind for formulating and solving complex problems is very
small compared with the size of the problems whose solutions is required for objectively
rational behavior in the real world—or even for a reasonable approximation to such ra-
tionality.?

Friedrich Hayek’s groundbreaking article on distributed knowledge, “The Use of
Knowledge in Society,” was written in the context of the ongoing socialist calculation de-
bate, and directed primarily at the inability of state central planners to replace the price
mechanism as a system for processing information. But it is also highly applicable to similar
attempts by central planners within the corporation to replace the market with hierarchy.

If we possess all the relevant information, if we can start out from a given system of
preferences and if we command complete knowledge of available means, the problem
which remains is purely one of logic. That is, the answer to the question of what is the best
use of the available means is implicit in our assumptions. The conditions which the solu-

1. Barry Stein, Size, Efficiency, and Community Enterprise (Cambridge: Center for Community
Economic Development, 1974), p. 49.

2. Herbert Simon, Administrative Behavior (New York: The Free Press; London: Collier-Mac-
millan Limited, 1945, 1947, 1957), pp. xxili-xxiv, 39, I08.

3. Simon, “Rationality and Administrative Decision-Making,” in Simon, Models of Man:
Social and Rational (New York, London, Sydney: John Wiley & Sons, Inc., 1957) p. 198.
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tion of this optimum problem must satisty have been fully worked out and can be stated
best in mathematical form: put at their briefest, they are that the marginal rates of substitu-
tion between any two commodities or factors must be the same in all their different uses.

This, however, is emphatically not the economic problem which society faces . . . .
The peculiar character of the problem of a rational economic order is determined

precisely by the fact that the knowledge of the circumstances of which we must make
use never exists in concentrated or integrated form, but solely as the dispersed bits of in-
complete and frequently contradictory knowledge which all the separate individuals pos-
sess. The economic problem of society is thus not merely a problem of how to allocate
“given” resources—if “given” is taken to mean given to a single mind which deliber-
ately solves the problem set by these “data.” It is rather a problem of how to secure the
best use of resources known to any of the members of society, for ends whose relative
importance only these individuals know. Or, to put it briefly, it is a problem of the utili-
zation of knowledge not given to anyone in its totality."

Hayek’s list of assumptions in the first paragraph, by the way, sound remarkably like

the neoclassical model of the firm as a simple “production function,’

)

with the most effi-

cient combination of factors determined by technical considerations. His allocation of
“given” resources, likewise, foreshadows the concept of “allocative efficiency,” as opposed
to “x-efficiency,” which we examined in Chapter Two.

He went on to apply his concept of distributed knowledge more specifically to the
production process, coming up something much like Michael Polanyi’s “tacit knowledge.”
Of course, Hayek in turn was anticipated by Chester Barnard, who wrote about the “know-
how” or “behavioral knowledge” which was “necessary to doing things in concrete situa-
tions” but was “not susceptible of verbal statement.”* At any rate, Hayek wrote:

. a little reflection will show that there is beyond question a body of very important

but unorganized knowledge which cannot possibly be called scientific in the sense of
knowledge of general rules: the knowledge of the particular circumstances of time and
place. It is with respect to this that practically every individual has some advantage over
all others in that he possesses unique information of which beneficial use might be made,
but of which use can be made only if the decisions depending on it are left to him or are
made with his active cooperation. We need to remember only how much we have to
learn in any occupation after we have completed our theoretical training, how big a part
of our working life we spend in learning particular jobs, and how valuable an asset in all
walks of life is knowledge of people, of local conditions, and special circumstances . . . .

If we can agree that the economic problem of society is mainly one of rapid adap-

tation to changes in the particular circumstances of time and place, it would seem to fol-
low that the ultimate decisions must be left to the people who are familiar with these
circumstances, who know directly of the relevant changes and of the resources immedi-
ately available to meet them.’

Polanyi described “tacit knowledge” in quite similar terms. The basic rules of an art,
he said, are useful only when integrated into a practical knowledge of the art which is
gained by experience; otherwise, they are mere maxims.* The practical knowledge, in many
cases, cannot be reduced to a verbal formula for transmission.

An art which cannot be specified in detail cannot be transmitted by prescription,

since no prescription for it exists. It can be passed on only by example from master to ap-

I.

Friedrich A. Hayek, “The Use of Knowledge in Society,” The American Economic Review,

Vol. 35, No. 4. (Sept. 1945), pp. 519-20.
2. Chester Barnard, The Functions of the Executive (Cambridge: Harvard University Press,

1938), p. 291.
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Hayek, “The Use of Knowledge in Society,” pp. 521-22, 524.

4. Michael Polanyi, Personal Knowledge: Towards a Post-Critical Philosophy (New York and
Evanston: Harper & Row, Publishers, 1958, 1962), p. so.
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prentice. This restricts the range of diftfusion to that of personal contacts, and we find
accordingly that craftsmanship tends to survive in closely circumscribed local traditions

It follows that an art which has fallen into disuse for the period of a generation is
altogether lost. There are hundreds of examples of this to which the process of mechani-
zation is continuously adding new ones. These losses are usually irretrievable. it is pa-
thetic to watch the endless efforts—equipped with microscopy and chemistry, with
mathematics and electronics—to reproduce a single violin of the kind the half-literate
Stradivarius turned out as a matter of routine more than 200 years ago."

A great deal of technique cannot be reduced to a verbal formula because it is uncon-
scious, based on an acquired feel for the tools in one’s hand, and built into one’s muscular
memory like the technique for riding a bicycle.”

This is of real practical importance for industry. The great technical research laborato-
ries of modern industry, seeking to apply scientific method to the analysis of production
techniques, first faced the daunting task of reducing the knowledge of traditional craft pro-
duction into a form they could understand—i.e., “of discovering what actually was going
on there and how it was that it produced the goods.” In the case of the study of cotton
spinning in the 1920s, “most of the initial decade’s work on the part of the scientist will
have to be spent merely in defining what the spinner knows.”

If it makes sense to keep production decisions as close as possible to direct knowledge
of the production process, then the worker cooperative would seem to be the ideal form of
organization for aggregating knowledge. Top-down systems of authority present inherent
knowledge problems because those with direct experience of the matter under considera-
tion must follow policies made by those without such direct experience; and those making
the policies must base their decisions on information which has been distorted by several
rungs of hierarchy between those with the process-knowledge and those with the power.

Continuing in his last-quoted passage, Hayek elaborated further on the kinds of idio-
syncratic knowledge involved in the production process:

To know of and put to use a machine not fully employed, or somebody’s skill
which could be better utilized, or to be aware of a surplus stock which can be drawn
upon during an interruption of supplies, is socially quite as useful as the knowledge of
better alternative techniques . . . .

....Is it true that, once a plant has been built, the rest is all more or less mechani-
cal, determined by the character of the plant, and leaving little to be changed in adapting
to the ever-changing circumstances of the moment?

....In a competitive industry at any rate—and such an industry alone can serve as a
test—the task of keeping cost from rising requires constant struggle, absorbing a great part
of the energy of the manager. How easy it is for an inefficient manager to dissipate the
differentials on which profitability rests, and that it is possible, with the same technical fa-
cilities, to produce with a great variety of costs, are among the commonplaces of business
experience which do not seem to be equally familiar in the study of the economist.?

This is quite close to what Barry Stein wrote on the importance, cumulatively, of in-
cremental changes in the production process, which might well have a greater effect on
productivity than simply building a new factory with the latest generation of equipment.
And as Stein pointed out, in largely the same terms as Hayek, the workers directly engaged
in the production process are, more than anyone else, possessed of the specialized knowl-
edge of how to tweak the process in order to improve productivity.

Such specialized distributed knowledge is also, in the hands of labor, a source of enor-
mous agency problems. The possession of idiosyncratic knowledge can be parlayed into

1. Ibid., p. 53.
2. Ibid., pp. 61-62.
3. Hayek, “The Use of Knowledge in Society,” p. 522.
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into considerable information rents. As we shall see in Chapter Nine, the special knowl-
edge of workers can be used by workers to slow down work or hamper the profitability of
the enterprise, in ways which it is almost impossible for management to adequately moni-
tor or assign blame. Likewise, such idiosyncratic knowledge drastically degrades (in its lack)
the performance of “replacement workers,” and involves enormous costs of replacing and
training a new labor force in the event of a strike or lockout.

Of course, the fact remains that the individual with idiosyncratic information is him-
self ignorant of much of the larger environment within which he operates. The price sys-
tem, Hayek wrote, is ideally suited to coordinating the information dispersed among many
such individuals.

Fundamentally, in a system where the knowledge of the relevant facts is dispersed among
many people, prices can act to coordinate the separate actions of different people in the
same way as subjective values help the individual to coordinate the parts of his plan.’

If this is a point for the market system against state planning, it is also a point for the
market system against the internal hierarchy of the corporation. Everything Hayek says
about the ability of planners to do an adequate job of aggregating distributed information
in the economy at large applies to the ability of management to aggregate distributed in-
formation within the large corporation. Everything Hayek says about the calculation prob-
lems attending the replacement of the market by administrative decisionmaking in a cen-
trally planned economy applies, equally, to reliance on administrative decisionmaking
within the centrally planned corporation (about which more in Chapter Seven).

Oliver Williamson described the worker’s power over the production process resulting
from distributed knowledge in terms much like Hayek’s and Polanyi’s:

Almost every job involves some specific skills. Even the simplest custodial tasks are facili-
tated by familiarity with the physical environment specific to the workplace in which
they are being performed. The apparently routine operation of standard machines can be
importantly aided by familiarity with the particular piece of operating equipment . . . .
In some cases workers are able to anticipate the trouble and diagnose its source by subtle
changes in the sound or smell of the equipment. Moreover, performance in some pro-
duction or managerial jobs involves a team element, and a critical skill is the ability to
operate effectively with the given members of the team . . . .”

But he used this, believe it or not, as an argument for hierarchy. Idiosyncratic knowl-
edge (or “task idiosyncrasies”), he said, were a kind of asset specificity which led to small
numbers bargaining problems in the market, which in turn could be solved by replacing
the market with hierarchy. That’s rather odd, considering that hierarchy tends to make
idiosyncratic knowledge less usable by reducing the control by any one individual over mat-
ters under his direct observation.

It’s odd, as well, because Williamson admits elsewhere that the very same task idiosyn-
crasies that result in small-numbers exchanges in the market persist as information rents
from impacted knowledge within an organization. For example, the process of on-the-job
training, by which incumbents in possession of idiosyncratic knowledge are expected to
pass it on to new employees. The danger, Williamson says, is that the incumbent employees
“will hoard information to their personal advantage and engage in a series of bilateral mo-
nopolistic exchanges with the management . ...”" And this is not always just the moral
equivalent of price-gouging—it can also be legitimate self-defense, in an environment

1. Ibid., p. 526.

2. Oliver Williamson, Markets and Hierarchies, Analysis and Antitrust Implications: A Study on the
Economics of Internal Organization (New York: Free Press, 1975), pp. 5, 62-63.

3. Ibid., p. 63.
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where the interests of workers and management are often diametrically opposed, and
workers’” knowledge can be used against them. As Dave Pollard points out:

Employees hoard rather than sharing knowledge, including knowledge that could
yield innovation, to protect their position and rank in the company.

Employees rarely volunteer new ideas, fearing ridicule, retribution, being ignored,
or having credit for the idea stolen by their boss if it succeeds.’

Although Williamson doesn’t mention it, the same phenomenon occurs even when a
plant is fully staffed, to the advantages of an incumbent workforce against a management
that might attempt to replace it during a strike. One of the information rents of idiosyn-
cratic knowledge, in the case of collective bargaining, is the costs of training replacement
workers without the cooperation of the striking incumbents, and the long learning curve
during which productivity will be seriously degraded by the lack of the incumbents’ idio-
syncratic knowledge. We will examine this problem at greater length in Chapter Nine.

B. THE DI1STORTION OF INFORMATION FLOW BY POWER

Our consideration of Williamson’s treatment of information rents in a hierarchy, im-
mediately above, suggests another problem with information in the large organization. In
addition to the basic problems caused by the sheer volume of data and the inability of hier-
archical organizations to process it, information problems are complicated by power rela-
tions within the bureaucracy.

As early as 1932, E C. Bartlett published a study of serial reproduction of information
that had a strong bearing on the transmission of information in a hierarchy. The experi-
ment was a fancy version of the child’s game “telephone,” where a bit of information is
repeated around a circle from person to person and comes out unrecognizable at the end.
In this case, a line drawing of an owl was transformed by serial reproduction into “a recog-
nizable cat.” Bartlett drew the conclusion:

It is now perfectly clear that serial reproduction normally brings about startling and radi-
cal alterations in the material dealt with . ... At the same time the subjects may be very
well satisfied with their efforts, believing themselves to have passed on all important fea-
tures with little or no change, and merely, perhaps to have omitted unessential matters.”

Oliver Williamson saw the experiment as a lesson on the distortion of information
within a hierarchy. On that subject, he wrote:

Communications distortions can take either assertive or defensive forms. Defensively,
subordinates may tell their supervisor what he wants to hear; assertively, they will report
those things they want him to know . ... Distortion to please the receiver is especially
likely when the recipient has access to extensive rewards and sanctions in his relations
with the transmitter, as in up-the-line communication in an administrative hierarchy
.. .. The cumulative effects across successive hierarchical levels of . . . adjustments to the
data easily result in gross image distortions . . . and contribute to a limitation of firm size
3

(Or rather, under state capitalism, because of limits to the competitive ill effects of such dis-
tortions, they contribute to the low levels of efficiency typical of the dominant firms.)

1. David Pollard, “A Prescription for Business Innovation: Creating the Technologies that Solve
Basic Human Needs (Part Two)” How to Save the World, April 20, 2004 <http://blogs.salon.com/
0002007/2004/04/20.html>.

2. F.C. Bartlett, Remembering (New York: Cambridge University Press, 1932), quoted in
Oliver Williamson, Economic Organization: Firms, Markets, and Policy Control (New York: NYU
Press, 1986), p. 35.

3. Williamson, Markets and Hierarchies, pp. 122-23.
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Other thinkers have made similar observations, but drawn more radical conclusions
from them. For example, Kenneth Boulding wrote:

Another profitable line of study lies . . . in the analysis of the way in which organizational
structure affects the flow of information, hence affects the information input into the
decision-maker, hence affects his image of the future and his decisions . ... There is a
great deal of evidence that almost all organizational structures tend to produce false
images in the decision-maker, and that the larger and more authoritarian the
organization, the better the chance that its top decision-makers will be operating in
purely imaginary worlds. This is perhaps the most fundamental reason for supposing that
there are ultimately diminishing returns to scale.’

R.A.Wilson also remarked on the informational problems of hierarchies. For Wilson,
the distortions that occur as information is filtered through a hierarchy result not just from
errors of replication, but from systematic distortion in a particular direction. Information is
distorted by power relationships within a hierarchy.

....1n a rigid hierarchy, nobody questions orders that seem to come from above, and
those at the very top are so isolated from the actual work situation that they never see
what is going on below . . . .*

. [A] man with a gun is told only that which people assume will not provoke
him to pull the trigger. Since all authority and government are based on force, the master
class, with its burden of omniscience, faces the servile class, with its burden of nescience,
precisely as a highwayman faces his victim. Communication is possible only between
equals. The master class never abstracts enough information from the servile class to
know what is actually going on in the world where the actual productivity of society
occurs . ... The result can only be progressive disorientation among the rulers.’

A civilization based on authority-and-submission is a civilization without the
means of self-correction. Effective communication flows only one way: from master-
group to servile-group. Any cyberneticist knows that such a one-way communication
channel lacks feedback and cannot behave “intelligently.”

The epitome of authority-and-submission is the Army, and the control-and-
communication network of the Army has every defect a cyberneticist’s nightmare could
conjure. Its typical patterns of behavior are immortalized in folklore as SNAFU (situa-
tion normal—all fucked-up), FUBAR (fucked-up beyond all redemption) and TARFU
(Things are really fucked-up) .. ..

Proudhon was a great communication analyst, born 100 years too soon to be un-
derstood. His system of voluntary association (anarchy) is based on the simple communi-
cation principles that an authoritarian system means one-way communication, or stupid-
ity, and a libertarian system means two-way communication, or rationality.

The essence of authority, as he saw, was Law—that is, fiat—that is, effective com-
munication running one way only. The essence of a libertarian system, as he also saw, was
Contract—that is, mutual agreement—that is, effective communication running both
ways. (“Redundance of control” is the technical cybernetic phrase.)*

You know I think I began to realize the danger of hierarchy and developed the
snafu principal about communication when I was working for the second largest engi-
neering firm in the United States. I listened to the engineers bitching all the time about
how the financial interests wouldn’t let them do any of the work that seemed really im-
portant for them to improve their output. And I was reading William Faulkner’s Go

1. Kenneth Boulding, “The Economics of Knowledge and the Knowledge of Economics,”
American Economic Review $6: 1/2 (March 1966), p. 8

2. Robert Shea and Robert Anton Wilson, The Illuminatus! Trilogy (New York: Dell
Publishing, 1975), p. 388.

3. Ibid., p. 498.

4. Robert Anton Wilson, “Thirteen Choruses For the Divine Marquis,” from Coincidance—
A  Head Test. <http://www.deepleafproductions.com/wilsonlibrary/texts/raw-marquis.html>
Originally published in The Realist.
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Down Moses, which is still one of my favorite novels, and there was a sentence in there
which was like a mini satori for me. And the sentence goes: “To the sheriff, Lucas was
just another nigger and they both knew that; to Lucas the sheriff was an ignorant red-
neck with no cause for pride in his ancestors, nor any hope for it in his prosperity. But
only one of them knew that.” And I suddenly realized, yeah, every power situation
means the people on top are not being told what the people on the bottom are really
noticing. Then I could see how this applied to this engineering firm. And then how it
applied to corporations in general and so on.'

Or as Hazel Henderson quoted Bertram Gross, “organizations are devices for screen-
ing out reality in order to focus attention on their own specific goals.”

.. .. they regularly intercept, distort, impound, or amplify information, structuring it for
their own needs and channeling employees’ efforts toward their own goals . . .
A person with great power gets no valid information at all.?

Hierarchy, by impeding the exchange of information, works against the very purposes
for which cooperative, group production is undertaken in the first place. According to Pe-
ter Blau and Richard Scott, the superiority of group over individual production results
from three factors:

(1) the sifting of suggestions in social interactions serves as an error-correction mecha-
nism;

(2) the social support furnished in interaction facilitates thinking; and

(3) the competition among workers for respect mobilizes their energies for contributing
to the task.’

Hierarchy interferes with these tendencies. It reduces social interaction and support. It
also sets up barriers to mutual respect by reducing the lower-ranked individual’s potential
for acquiring respect, and the higher-ranked individual’s respect for the performance of
those at lower rungs of the hierarchy. The inflated importance of recognition by superiors
also weakens the importance of mutual esteem among peers.* Finally, hierarchy distorts the
error-correcting function of interaction, by increasing the perceived costs of correcting the
errors of a superior.’

These interferences by hierarchy in the information-aggregating process are affirmed
by Melville Dalton’s case studies of corporate management. He cites the social insularity of
engineers and other staft officers, at a factory he studied, and their coolness toward the
foremen and line supervisors. Some foremen, in interviews with the author, stated their
habit of avoiding the management cafeteria, despite an interest in the work problems being
discussed there, because of the aloof attitude of the engineers. Such differences in status,
Dalton observed, “discourage easy informal ties between stafts and many middle and lower
line supervisors,” and “prevent staff people from getting close to situations . . ..”°

Information is also distorted by the fact that the end-user of the information relies on
information sorters so far removed from him as to have little idea of what will be useful
and what will not. Lester Thurow, for example, observed:

1. Lance Bauscher, Utopia USA interview with Robert Anton Wilson. 22 Feb 2001
<http://www.deepleatproductions.com/utopialibrary/text/raw-inter-utopia.html>.

2. Hazel Henderson, “Coping With Organizational Future Shock,” Creating Alternative
Futures: The End of Economics (New York: G.P. Putnam’s Sons, 1978), p. 225.

3. Peter M. Blau and W. Richard Scott. Formal Organizations: A Comparative Approach (San
Francisco: Chandler Publishing Co., 1962), p. 121.

4. Ibid., p. 122.

5. Ibid., p. 123.

6. Melville Dalton, Men Who Manage (New York: John Wiley & Sons, Inc., 1959), p. 94.
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[W]ith the onset of the new information technologies, ordinary bosses could imple-
ment what extraordinary bosses had always preached. Bosses could do a lot more bosing

To do so, however, one had to build up enormous information bureaucracies. In-
formation could be gotten, but only at the cost of adding a lot of white-collar workers
to the system . . . .

To the boss, more information seems like a free good. He orders it from subordi-
nates, and the cost of acquiring it appears on the budgets of his subordinates. Subordi-
nates in turn can neither refuse to provide the requested information nor know if the in-
formation is valuable enough to justify the costs of its acquisition . . . . Essentially, both
bosses and subordinates are imprisoned in standard operating procedures that create an
institutional set of blinders."

Not surprisingly, this leads to a huge glut of useless information, as bureaucracies gen-
erate the maximum level of information input to make themselves appear useful and to in-
sure themselves against blame, with little idea of what is useful and what is not. At the same
time, management makes decisions to suit its own interests, but justifies them by genuflect-
ing toward the information. Thus information becomes a legitimizing ideology.

Martha Feldman and James March found little relationship between the gathering of
information and the policies that were ostensibly based on it. In corporate legitimizing
rhetoric, of course, management decisions are always based on a rational assessment of the
best available information. And in the neoclassical view of the firm as production function,

information is gathered and used because it helps to make a choice. Investments in in-
formation are made up to the point at which marginal expected cost equals marginal
expected return.”

... .This [conventional] perspective on decision making leads to some simple ex-
pectations for information utilization. For example, relevant information gathered for use
in a decision will be examined before more examination is requested or gathered; needs
for information will be determined prior to requesting information; information that is
irrelevant to a decision will not be gathered.

Studies of the uses of information in organizations, however, reveal a somewhat dif-
ferent picture. Organizations seem to deal with information in a different way from that
anticipated from a simple reading of decision theory.?

Feldman and March did case studies of three organizations, and found an almost total
disconnect between policies and the information they were supposedly based on:

The literature reports phenomena that can be summarized by six observations about the
gathering and use of information in organizations . ... : (1) Much of the information
that is gathered and communicated by individuals and organizations has little decision
relevance. (2) Much of the information that is used to justify a decision is collected and
interpreted after the decision has been made, or substantially made. (3) Much of the in-
formation gathered in response to requests for information is not considered in the mak-
ing of decisions for which it was requested. (4) Regardless of the information available at
the time a decision is first considered, more information is requested. (5) Complaints that
an organization does not have enough information to make a decision occur while avail-
able information is ignored. (6) The relevance of the information provided in the deci-
sion-making process to the decision being made is less conspicuous than is the insistence
on information. In short, most organizations and individuals often collect more informa-
tion than they use or can reasonably expect to use in the making of decisions. At the

1. Lester Thurow, Head to Head: The Coming Economic Battle among Japan, Europe, and America
(New York: William Morrow, 1972), pp. 171-72, in David M. Gordon, Fat and Mean: The Myth of
Managerial Downsizing, p. 76.

2. Martha S. Feldman and James G. March, “Information in Organizations as Signal and
Symbol,” Administrative Science Quarterly 26 (April 1981), p. 182

3. Ibid., p. 172
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same time, they appear to be constantly needing or requesting more information, or
complaining about inadequacies in information."

Feldman and March did their best to provide a charitable explanation—an explana-
tion, that is, other than “organizations are systematically stupid.”” “Systematically stupid”
probably comes closest to satisfying Occam’s Razor, and I’d have happily stuck with that
explanation. But Feldman and March struggled to find some adaptive purpose in the ob-
served use of information.

They began by surveying more conventional assessments of organizational ineffi-
ciency as an explanation for the observed pattern. First, organizations are “unable . . . to
process the information they have. They experience an explanation glut as a shortage. In-
deed, it is possible that the overload contributes to the breakdown in processing capabilities
....” Second, “ . .. the information available to organizations is systematically the wrong
kind of information. Limits of analytical skill or coordination lead decision makers to col-
lect information that cannot be used.”?

Then they made three observations of their own on how organizational structure af-
fects the use of information:

First, ordinary organizational procedures provide positive incentives for underesti-
mating the costs of information relative to its benefits. Second, much of the information
in an organization is gathered in a surveillance mode rather than in a decision mode.
Third, much of the information used in organizational life is subject to strategic misrep-

resentations.
Organizations provide incentives for gathering more information than is optimal
from a strict decision perspective . . . . First, the costs and benefits of information are not

all incurred at the same place in the organization. Decisions about information are often
made in parts of the organization that can transfer the costs to other parts of the organi-
zation while retaining the benefits . . . .

Second, post hoc accountability is often required of both individual decision mak-
ers and organizations . . . .

Most information that is generated and processed in an organization is subject to
misrepresentation . . . .

The decision maker, in other words, must gather excess information in anticipated
defense against the possibility that his decision will be second-guessed.* By “surveillance
mode,” the authors mean that the organization seeks out information not for any specific
decision, but rather to monitor the environment for surprises. The lead time for informa-
tion gathering is longer than the lead time for decisions. Information must therefore be
gathered and processed without clear regard to the specific decisions that may be made.’

The incentives Feldman and March discussed so far all seem to result mainly from large
size and hierarchy. The problem of non-internalization of the costs and benefits of informa-
tion-gathering by the same actor, of course, falls into the inefficiency costs of large size. The
problem of post hoc accountability results from hierarchy. At least part of the problem of sur-
veillance mode is another example of poor internalization: the people gathering the informa-
tion are different from the ones using it, and are therefore gathering it with a second-hand
set of goals which does not coincide with their own intrinsic motives.

The strategic distortion of information, as an agency problem, is (again) the result of
hierarchy and the poor internalization of costs and benefits in the same responsible actors.
In other words, the large, hierarchical organization is “systematically stupid.”

Ibid., p. 174.
Ibid., p. 174.
Ibid., p. 175.
Ibid., pp. 175-76.
Ibid., p. 176.
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The authors’ most significant contribution in this article is their fourth observation:
that the gathering of information serves a legitimizing function in the organization.

Bureaucratic organizations are edifices built on ideas of rationality. The cornerstones
of rationality are values regarding decision making . . . .

The gathering of information provides a ritualistic assurance that appropriate atti-
tudes about decision making exist .... The belief that more information characterizes
better decisions engenders a belief that having information, in itself, is good and that a
person or organization with more information is better than a person or organization
with less . . . .

Observable features of information use become particularly important in this sce-
nario. When there is no reliable alternative for asserting a decision maker’s knowledge,
visible aspects of information gathering and storage are used as implicit measures of the
quality and quantity of information possessed and used . . . ."

In other words, when an organization gets too big to have any clear idea how well it
1s performing the function for which it officially exists, it creates a metric for “success” de-
fined in terms of the processing of inputs.

This adoption of extrinsic measures as proxies for real productivity, when the organiza-
tion is incapable of measuring productive work, extends far beyond the specific task of in-
formation-gathering. When (as Paul Goodman put it in a quote below) management is in-
capable of knowing “what a good job of work is,” a proxy measure must be found. One
such false metric is “face time,” as opposed to actual work, as blogger Atrios observed:

During my summers doing temp office work I was always astounded by the culture of
“face time”—the need to be at your desk early and stay late even when there was no
work to be done and doing so in no way furthered any company goals. Doing your
work and doing it adequately was entirely secondary to looking like you were working
hard as demonstrated by your desire to stay at work longer than strictly necessary.”

One of Atrios’ commenters, in considerably more pointed language, elaborated:

If you are a manager who is too stupid to figure out that what you should actually meas-
ure is real output then the next best thing is to measure how much time people spend
pretending to produce that output. Of course you really should know what the output
you should measure really consists of. If you don’t know that then you are sort of forced
into using the time spent measurement.

But in fairness to management, it’s not the stupidity of the individual; it’s the stupidity
of the organization. All large, hierarchical organizations are stupid. (The problem may also re-
sult from management being foo smart. In many cases, management adopts an irrelevant
metric because maximizing it has the incidental effect of promoting their own bureaucratic
interests, whereas maximizing a more relevant measure might require the diversion of re-
sources that management would prefer to devote to empire building and self-dealing.

More importantly, though, the gathering of information provides ritual reassurance
that management decisions are rational and based on the best possible information, and
therefore secures acquiescence to management authority.’

The way that information-gathering, in Feldman and March’s analysis, serves to engi-
neer the acceptance of decisions as “legitimate,” bears a striking resemblance to the ten-
dency in American political culture for citizens to rally around the government even (or
especially) in catastrophic wars, on the assumption that “they have access to information
that we don’t.” I've witnessed it myself in the workplace, unfortunately. A coworker of

1. Ibid., pp. 177-178.

2. “Face Time,” Eschaton blog, July 9, 2005 <http://atrios.blogspot.com/2005_07_03_
atrios_ archive.html#112049256079118503>.

3. Feldman and March, pp. 177-178.
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mine in a VA hospital where I used to work frequently rallied to the defense of the MBA
types’ clueless decisions, on the grounds that “they went to school and took special classes
to make decisions.”

It’s remarkable how often professional decision-making bureaucracies, supposedly
privy to almost unlimited information, are blinded by groupthink and institutional cultures,
while those outside the decision loop with far more modest amounts of information are
able to get a clearer picture of reality simply by subjecting the bureaucracy’s unquestioned
assumptions to the test of common sense. The tendency of insular decision-making circles
toward over-optimism, and refusing to take possible negative or unintended consequences
into consideration, was the subject of Irving Janis’ Group Think.

Robert Jackall, in Moral Mazes, described the legitimization of management decisions
in terms similar to those of Feldman and March, albeit from a much more jaded perspec-
tive. “Vocabularies of rationality are always invoked to cloak decisions, particularly those
that might seem impulsive when judged by other standards.”" Such vocabularies of ration-
ality are invoked, especially, in the face of management policies that an outside observer
might perceive as examples cynical self-dealing:

... just after the CEO of Covenant Corporation announced one of his many purges, le-

gitimated by “a comprehensive assessment of the hard choices facing us” by a major con-
sulting firm, he purchased a new Sabre jet for executives and a new 31-foot company lim-

ousine for his own use . ... He then flew the entire board of directors to Europe on a

Concorde for a regular meeting to review, it was said, his most recent cost-cutting strate-
.2

gies.

The management at the hospital where I work, similarly, announced the cancellation of
PTO (paid time off) hours because of their allegedly dire financial circumstances—and
then announced three months later that they’d leased a corporate suite at the local baseball
stadium.
Feldman and March sum up their attempt to rescue the corporation from charges of
“systematic stupidity”:
It is possible, in considering these phenomena, to conclude that organizations and the
people in them lack intelligence. We prefer to be somewhat more cautious. We have ar-
gued that the information behavior observed in organizations is not, in general, perverse.
We have suggested four broad explanations for the conspicuous over-consumption of in-
formation. First, organizations provide incentives for gathering extra information . . ..
Second, much of the information in organizations is gathered and treated in a surveil-
lance mode rather than a decision mode . . . . Third, much of the information in organi-
zations is subject to strategic misrepresentation . . . . Fourth, information use symbolizes a
commitment to rational choice.’

But in fact, their own argument proves that the organization is systematically stupid, in
terms of its own official rationale for existing in the first place. We have already argued that the first
three explanations all involve excessive size and hierarchy, poor internalization of the posi-
tive and negative results of decisions by decision-makers, and the separation of knowledge
from authority. As for the fourth, organizations elevate the collection of useless information
into a legitimizing ideology, and substitute a symbolic metric for genuine rationality, because
they are systematically stupid. The health of the organizational apparatus (in the same sense
as Bourne’s “war is the health of the state”) supplants the organization’s original purpose
for existing. The consumption of inputs is redefined as an output of the organization.

1. Robert Jackall, Moral Mazes: The World of Corporate Managers (New York: Oxford
University Press, 1988), p. 75.

2. Ibid. p. 144.

3. Feldman and March, p. 182.
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And it is hardly necessary to attribute stupidity to individuals in order to explain the
functional stupidity of the organization. Because of the pathologies of large size and exces-
sive hierarchy, the organization in effect provides a sort of invisible hand mechanism by
which individuals, by maximizing their utility in a rational manner given the environment
of incentives, collectively promote inefticiency and irrationality. That, to my thinking, is the
very definition of “perverse.”

As if to verify this assessment, Feldman and March go on to describe the circum-
stances in which conspicuous over-consumption of information is likely to occur:

The kinds of information behavior noted here should be more common in situations in
which decision criteria are ambiguous than in situations where they are clear, more
common where performance measures are vague than where they are precise, more
common when decision quality requires a long period to establish than when there is
quick feedback, more common where the success of a decision depends on other deci-
sions that cannot be predicted or controlled than where a decision can be evaluated
autonomously."

In other words, it is more common in situations where the organization is so large
that nobody has any clear idea of what’s going on, what other people are doing, or what
the purpose of action even is. It is more common in situations where decisionmaking
authority is removed from those in direct contact with the problem, who are most capable
of directly assessing what needs to be done and monitoring the results of action, and given
to those separated from such knowledge by several rungs of authority. It is more common
in situations where authority flows downward, with each rung of hierarchy interfering
with those below who are better informed, and receiving orders from those above who are
even more clueless, until one reaches Boulding’s “completely imaginary world” at the apex
of the pyramid.

But I repeat, the systematic stupidity of the large, hierarchical organization is perfectly
compatible with the individual competence of those making it up. The inefficiencies of
size and hierarchy are such, as Paul Goodman wrote, that nobody could do an effective job
of running it:

Assume, for the sake of analysis, that the top-direction of a very large centralized
corporation is very wise and devoted to the goal of the organization. Nevertheless, being
one man or a small group, top-management does not have enough mind to do an ade-
quate job . . ..

Top management cannot be departmentalized. A manager cannot restrict himself to
policy, but must be the final judge of application to doubtful and new cases as well. If be-
cause of pressure of time unique cases are treated as routine, a manager’s expert judgment is
useless.

....A policy is decided, and to make sure that it is understood and correctly exe-
cuted, it is simplified and a procedure is standardized. In a large organization such stan-
dardization is essential . . . . But of course the standard misfits every actual instance . . . .
It is almost impossible for the best procedure to be used except clandestinely, or for the
best man to be employed unless he goes through unusual channels . . . .

Subordinates tend to become stupider more rapidly and directly, simply because
they cannot learn anything by exercising initiative and taking responsibility. Stultification
occurs acutely when a man is bright and sees a better way to do something, but must
follow a worse directive.”

1. Ibid., p. 183.
2. Paul Goodman, People or Personnel, in People or Personnel and Like a Conquered Province
(New York: Vintage Books, 1963, 1965), pp. 76-79.
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Although the organization may contain a great deal of expertise and skill, severally, the
individual’s expertise is useless when nobody has authority to apply it directly to a problem
on his own initiative. The whole is less than the sum of'its parts. To quote Goodman again:

When the social means are tied up in such complicated organizations, it becomes
extraordinarily difficult and sometimes impossible to do a simple thing directly, even
though the doing is common sense and would meet with universal approval, as when
neither the child, nor the parent, nor the janitor, nor the principal of the school can re-
move the offending door catch . . . .

. [A]s the feeling of powerlessness spreads, there is a deep conviction that
“Nothing Can Be Done” because of the machinery that has to be set in motion, even
when the problem or the abuse is simple and something can easily be done." (For an ex-
ample of this, see the Appendix to Chapter Six, “Toilet Paper as Paradigm.”)

One reason the individual skills and competencies of the organization’s members are
unusable is that idiosyncratic knowledge is poorly, or not at all, transferable. The production
worker 1is second-guessed by management who are not only less qualified than he to judge
competence in his line of work, but less qualified to make the framework of rules within
which he practices his specialty.

In my opinion, the salient cause of ineptitude in promotion and in all hiring prac-
tices is that, under centralized conditions, fewer and fewer know what is a good job of
work . ... Just as there is reliance on extrinsic motives, there is heavy reliance [in the
large university] on extrinsic earmarks of competence: testing, profiles, publications,
hearsay among wives, flashy curricula vitae. Yet there is no alternative method of selection.
In decentralized conditions, where a man knows what goes on and engages in the whole
enterprise, an applicant can present a masterpiece for examination and he has functional
peers who can decide whether they want him in the guild . . . .

There is no test for performing a highly departmentalized role except evidence of
playing a role and of ability at routine skills. Inevitably, the negative criteria for selection
become preponderant . . . and so the whole enterprise becomes still stupider . . . .

In brief] as those who judge—colleagues, consumers, the electorate—become stu-
pid, management also becomes stupid. So after a while we cannot maintain the assump-
tion that in established firms top-management can be wise and capable.”

As increased division of labor within the organization leads to functions being stove-
piped, it takes a progressively longer time for those in one department to receive the
knowledge they need for their own functioning, and progressively more overhead and time
are consumed in aggregating inputs from the different departments for making an organi-
zation-wide policy. And because the knowledge of one specialty is poorly reducible or
summarizable, the person in one department is a poor judge of exactly what information
or other inputs another department needs, and a generalist senior manager is a poor judge
of the inputs he is aggregating from the departments below.

As we saw in Part One, the large corporation survives, in spite of internal disecono-
mies from information problems, because it is insulated from the competitive ill effects of
inefficiency. Because of the greater inefficiency costs of hierarchy, as R. Preston McAffee
and John McMillan argue, the hierarchical firm can only exist in a monopoly market, and
the length of hierarchies varies inversely with the competitiveness of markets. The firm
must be a net beneficiary of monopoly, so that the inefficiency costs of hierarchy can be
subsidized by rents drawn from the rest of the economy.’

1. Ibid., pp. 88, o1.

2. Goodman, People or Personnel, pp. 83-84.

3. R. Preston McAffee and John McMillan, “Organizational Diseconomies of Scale,” Journal
of Economics & Management Strategy, Vol. 4, No. 3 (Fall 1995): 399-426.
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Private information creates a cost of operating a hierarchy, which becomes larger as
the hierarchical distance between the information source and the decision maker in-
creases. When information about a firm’s capabilities is dispersed among the individuals
in the firm, production is inefficient even though everyone behaves rationally. Because
hierarchies need rents in order to function, a firm with a long hierarchy may not be vi-
able in a competitive industry.”

Rents . . . are the lubricants that make it possible for a hierarchy to function .. ..
[T]f larger firms mean longer hierarchies, then potential rents must be present for a large
firm to be viable. Thus firms are small because the industry is competitive.’

Do monopolies produce above minimum cost, causing a welfare loss beyond the
thoroughly explored allocative inefficiencies? Conversely, does competition force mini-
mum-cost production? Generations of economists have believed that competition pro-
vides the discipline needed to induce managers to make relatively efficient production
decisions. Adam Smith said that monopoly is “a great enemy to good management,
which can never be universally established but in consequence of that free and universal
competition which forces everybody to have recourse to it for the sake of self-defense.”

In an oligopoly market, the typical firm can afford to be inefficient and bureaucratic
because all the firms in the market share the same institutional cultures, the same manage-
ment assumptions, and the same conventional patterns of organization. Indeed, when the
state’s subsidies and protections for large size cause large size to be typical in a given mar-
ket, the typical firm cannot be otherwise than inefficient.

The proliferation of useless information, described by Feldman and March above, has
a synergistic relationship to the expansion of bureaucracy. Lloyd Dumas argues that the
proliferation of paperwork and new forms within a bureaucracy leads to the creation of
new managerial positions to take the burden off of existing managers; but these new man-
agers simply generate even more paperwork. And this paperwork, in turn, is used to justify
the hiring of more administrative personnel—and so on.* This, Dumas says, is the basis of
Parkinson’s Law.’

CONCLUSION AND SEGUE TO CHAPTER S1X

In addition to all this, information problems are a necessary precondition for agency
problems. The information problems of the large organization are such that those lower in
the hierarchy are usually desperate to make those at the top aware of how things really are;
nevertheless, as we have already seen Williamson suggest, the strategic withholding or mo-
nopoly of information by agents is a source of rents against the principal.

As Oliver Williamson showed, neither bounded rationality nor opportunism, taken
alone, would present a significant problem. Each is a problem only in the presence of the
other. In the absence of opportunism, for example, bounded rationality could be solved by a
simple “general clause,” by which the parties to a contract agree in good faith to deal with
problems arising from contractual incompleteness by disclosing all relevant information and
to acting cooperatively to adjust to new information or new circumstances. And without
bounded rationality, opportunism could be overcome by comprehensive contracting.’

Ibid., p. 399.
Ibid., p. 402.
Ibid., pp. 414.

4. Lloyd Dumas, The Overburdened Economy: Uncovering the Causes of Chronic Unemployment,
Inflation, and National Decline. (Berkeley, Los Angeles, London: University of California Press,
1986), pp. 65-66.

5. C.N. Parkinson, Parkinson’s Law, or the Pursuit of Progress (London: John Murray, 1958).

6. Williamson, The Economic Institutions of Capitalism : Firms, Markets, Relational Contracting
(New York: Free Press; London: Collier Macmillan, 1985), p. 48, 50, 67.
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We have already seen this, in the discussion above of the information rents attending
idiosyncratic knowledge. The “assertive distortions” that Williamson referred to fall on the
indistinct boundary line between information and agency problems. Self-dealing from in-
formation rents is a form of opportunism. And more generally, asymmetrical information is
central to most agency problems. As we quoted Williamson in the Introduction to Part III,
opportunism wouldn’t be a problem without bounded rationality; otherwise it would be
possible to rule it out ahead of time with comprehensive contracting covering every possi-
ble contingency.

The basic agency problem as resulting from information asymmetries, as Paul Mil-
grom and John Roberts described:

...some of the information that is important for the organization to make good deci-
sions is not directly available to those charged with making the decisions. Instead, it is
lodged with or producible only by other individuals or groups that are not empowered
to make the decisions but may have a direct interest in the resulting outcome.’

Or to put it the other way around, what Williamson calls “information impactedness” is
more a problem of opportunism than of bounded rationality. It is

mainly attributable to the pairing of uncertainty with opportunism. It exists in circum-
stances in which one of the parties to an exchange is much better informed than is the
other regarding underlying conditions germane to the trade, and the second party can-
not achieve information parity except at great cost—because he cannot rely on the first
party to disclose the information in a fully candid manner.”

The reason why outsiders are not at a parity with insiders is usually because outsid-
ers lack firm-specific, task-specific, or transaction-specific experience.’

This results, as we shall see in our chapter on managerialism, in rents accruing to corporate
management at the expense of outside investors. But the same principle, inside the corpora-
tion, limits the managerial hierarchy’s effective control over the productive labor force.

1. Paul Milgrom and John Roberts, “An Economic Approach to Influence Activities in
Organizations,” American Journal of Sociology, Supplement to vol. 94 (1988), p. S156.

2. Williamson, Markets and Hierarchies, p. 14.

3. Ibid., p. 31.
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APPENDIX
Tae NHS’s [T PROGRAM AS AN EXAMPLE OF SYSTEMATIC STUPIDITY'

[From Alex at Yorkshire Ranter:]

“The inspiration to digitize this far-flung bureaucracy first surfaced in late 2001,
when Microsoft’s Bill Gates paid a visit to British Prime Minister Tony Blair at No. 10
Downing St. The subject of the meeting, as reported by The Guardian, was what could
be done to improve the National Health Service. At the time, much of the service was
paper-based and severely lagging in its use of technology. A long-term review of NHS
funding that was issued just before the Blair-Gates meeting had concluded: “The UK.
health service has a poor record on the use of information and communications tech-
nology—the result of many years of serious under-investment.”

Coming off a landslide victory in the 2001 general election, Blair was eager to
move Britain’s health services out of technology’s dark ages. Gates, who had come to
England to tell the CEOs of the NHS trusts how to develop integrated systems that
could enhance health care, was happy to point the way. “Blair was dazzled by what he
saw as the success of Microsoft,” says Black Sheep Research’s Brampton. Their meeting
gave rise to what would become the NPfIT.”

[Alex helpfully comments, “Couldn’t they have introduced him to Richard Stallman?”
And remaining helpful, he adds boldface to the project’s key failures:|

After a February 2002 meeting at 10 Downing St. chaired by Blair and attended by
U.K. health-care and Treasury officials as well as Microsoft executives, the NP{IT pro-
gram was launched.

In quick order, a unit was established to purchase and deliver I.T. systems centrally.
To run the entire show, NHS tapped Richard Granger, a former Deloitte and Andersen
management consultant. Granger signed on in October 2002 at close to $500,000 a year,
making him the highest-paid civil servant in the U.K., according to The Guardian.

In one of his first acts, Granger commissioned the management consulting company
McKinsey to do a study of the massive health-care system in England. Though the study
was never published, it concluded, according to The Guardian, that no single existing ven-
dor was big enough to act as prime contractor on the countrywide, multibillion-dollar ini-
tiative the NHS was proposing. Still, Granger wanted to attract global players to the project,
which meant he needed to offer up sizable pieces of the overall effort as incentives . . . .

The process for selecting vendors began in the late fall of 2002. It was centralized
and standardized, and was conducted, Brennan and others say, in great secrecy. To avoid
negative publicity, NHS insisted that contractors not reveal any details about contracts, a
May 2005 story in ComputerWeekly noted. As a byproduct of these hush-hush negotia-
tions, front-line clinicians, except at the most senior levels, were largely excluded from
the selection and early planning process, according to Brennan.

[Alex summarizes the failures:|

First of all, letting the producer interest poison the well. Microsoft execs, eh? The
big centralised-bureaucratic proprietary system vendor Microsoft was permitted to influ-
ence the whole process towards a big centralised-bureaucratic proprietary system from
the very beginning. This occurred at a time when Health Secretary Alan Milburn was
constantly railing against “producer interests” blocking his “modernising reforms”. This
was code for the trade unions that represented low-waged nurses and cleaners, and the
British Medical Association that represented doctors. Can anyone spot the difference be-
tween the two groups of producer interests? One of these things is not like the other.

1. Alex Harrowell, “HOW NOT TO Build a Computer System,” Yorkshire Ranter, November 19,
2006 <http://yorkshire-ranter.blogspot.com/2006/11/hownotto-build-computer-system.html>. The quotes
are from “UK Dept of Health: Prescription for Disaster,” Baseline Magazine, November 13, 2006
<http://www.baselinemag.com/c/a/Projects-Management/ UK-Dept-of-Health-Prescription-for-Disaster>.
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The managerialists inevitably called on a management consultant to run the
show—as we all know, we are living in a new world, and the status quo is not an option,
so nobody who actually knew anything about the NHS, hospitals, or for that matter
computers could be considered. (Granger failed his CS degree.) With equal inevitability,
he called on management consultants to tell him what to do.The great global consulting
firm McKinsey duly concluded that only great, global consulting firms could do the job.

Choosing which ones was clearly a job only central authority could undertake, and
the intervention of the press, the unions, competitors or elected representatives would
only get in the way, so the whole thing vanished behind a cloud of secrecy. Secrecy en-
hances power. It does this by exclusion. The groups excluded included the doctors, nurses,
technicians and administrators of the NHS—which means that the canonical mistake,
the original sin of systems design was predetermined before the first requirements
document was drawn up or the first line of code written. Secrecy specifically excluded the
end users_from the design process. There are two kinds of technologies—the ones that benefit
the end-user directly, and the ones that are designed by people who think they know
what they want. They can also be described as the ones that succeed and the ones that
fail. Ignore the users, and you’re heading for Lysenkoism.

Among the “problems” of the NHS system was that most hospitals had their own
computer systems, developed either by small IT firms or in-house. The contracts stated
that each of the five new regional service providers and the “spine” (BT) would have to
replace them, design a single regional system, but also maintain “common standards” na-
tionally. The sharp will spot the contradiction. If you have co