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During the 1970s, especially after the oil shock, economic policy in
industrial countries became preoccupied and their mutual relations
disturbed, by the emerging ‘problem’ of adjustment to imports. In

the face of rising protectionist sentiment, governments were encouraged

to implement special ‘adjustment policies’. With few exceptions, these

measures have done little to promote adjustment; and protectionism

has become even more entrenched.

According to the authors of this Thames Essay, the idea that new
forms of government intervention were needed to ‘improve’ the
adjustment process was fundamentally misconceived. They argue that
the real adjustment problem — which goes beyond the imports issue
— has more to do with political than economic market failure. It is

a legacy of accumulated policies designed to redistribute income within
society in ways which are best described as surreptitious. These
redistributional measures have not only stalled adjustment in the crisis
industries. They have also badly damaged the information-processing

function of the price system on which the timely adjustment of all

enterprises depends. New layers of intervention, even those called

‘adjustment assistance’, can be of little help. What is needed is some

basic restructuring of the policy-making process itself.
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The cartoon on the front cover, reproduced from Punch, London, 24
March 1926, depicts Stanley Baldwin, then Prime Minister of the
United Kingdom, and his Cabinet colleagues grappling with ‘the coal
problem’ by trying to find a way of playing down or concealing the
extent of subsidies to the industry. In this Thames Essay the authors
argue that the ‘problem of adjustment’ today is a legacy of accumulated
government policies designed to assist discreetly various producer
groups.
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Preface

THE PURPOSE of this Thames Essay is to clarify thinking
on the adjustment process of the market and the role of
economic policy. Governments have been making heavy
weather of the ‘adjustment problem’. They usually see it in
terms of the inherent economic difficulties posed by changes
in international trade, necessitating special forms of
government intervention. It is shown here though that the
adjustment difficulties of contemporary economies are largely.
a consequence of economic policy decisions of the past. The
authors argue that the real adjustment problem is a political
one, calling for a restructuring of the policy-making process,
which they discuss in their concluding chapter.

Gary Banks and Jan Tumlir began work on the careful
presentation of the ideas in this essay when both were on the
staff of the Secretariat, in Geneva, of the General Agreement
on Tariffs and Trade (GATT), but much of it was written
when the latter was on sabbatical leave at the University of
California at Los Angeles in 1983-84 and when, soon after,
the former returned to Australia. The essay was nearly finished
when Tumlir, having retired early from the GATT Secretariat .
to return to the United States to teach and write, died suddenly
at his home in Versoix on 22 June 1985. Mr Banks put the
finishing touches to the essay before he joined the Industries
Assistance Commission in Canberra later in the year.

Tumlir was only 58 years old when he died. Although a
prolific writer, whose articles, lectures and papers for
conferences had made him an influential figure in policy
debates on the state of the international system of trade and
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payments, Tumlir had hardly begun to write what he had to
offer. Some inkling of what was in store can be got from this
essay.

The authors acknowledge that successive drafts of, and
exerpts from, the essay have benefited from discussions with
a wide range of people, including academics and officials in
‘governments and international organizations. Among the latter,
Richard Blackhurst, of the GATT Secretariat, deserves special
mention.

It has to be stressed, however, that the views expressed in
the essay are the personal responsibility of the authors; and
they do not necessarily represent the views of members of the
Council or those of the staff and associates of the Trade Policy
Research Centre which, having general terms of reference,
does not represent a consensus of opinion on any particular
issue. The purpose of the Centre is to promote independent
analysis and public discussion of international economic policy
issues.

‘HUGH CORBET
Director
Trade Policy Research Centre
London
February 1986

Chapter 1

The ‘Adjustment Problem’ in
Public Discussion

‘Aging economies have no choice but to carry on, without contemplation
of any terminal stage’

— Charles P. Kindleberger, ‘The
Aging Economy’, Weltwirtschaftliches Archiv, Kiel (1978)

FOR A decade and a half, the governments of industrial
countries have been grappling with a new policy problem, the
‘problem of adjustment’. In public discussion, the problem-
has generally been identified with import competition,
especially that from developing countries. Much has been
written on the subject, numerous conferences have been held,
many committees have been established and diverse policy
measures have been implemented to deal with the problem,
but no government could be said to have found a solution.
On the contrary, the present crisis in international trade
relations suggests that things have been getting worse.
That the focus of economic policy has been on adjustment
to imports would seem at first sight to be misplaced. Imports
represent only a small part of the general change that must
be allowed to proceed if an economy is to grow.’ In the
normal course of economic development, import flows change
slowly enough for adjustment to take place; not always
smoothly perhaps, but seldom in the form of ‘crises’. To
appreciate why adjustment to imports has nevertheless become
a major preoccupation of policy-makers, it is necessary to begin
by considering the nature of the adjustment process itself.
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Much of the discussion about government’s role in
‘structural’ adjustment or the ‘restructuring’ of industry has
fostered a misleading view of the adjustment process and
structural change, as if they were able to be purposefully
managed.? The reality is that structural adjustment is a
diffuse process that begins within individual enterprises. Whole
industries or sectors do not ‘adjust’. It is the normal business
of managers to devise strategies for dealing with changes in
the market place; in fact, it is what they are paid to do.
Sometimes this will involve new investment, sometimes
disinvestment — the abandonment of once profitable activities
— and sometimes a mixture of the two. It is the sum total
of these numerous individual reactions that is perceived ex post
as changes in the statistical aggregates used to measure
structural change.

Seen in this way, structural change proceeds continuously,
in response to other changes which can be most conveniently
classified under the headings of supply and demand. Those
on the supply side include technological innovation, both at
home and abroad, and the emergence of new suppliers to the
world market, together with the consequent changes in trade
patterns.

Changes in the pattern of demand may either occur
spontaneously (for example, as a result of changes in income
which affect the demand for products in different ways) or
in response to relative price changes. These antecedent changes
cause structural change; alternatively, it may be said that
structural change represents an adjustment to them. As a term
of economic analysis, therefore, the word adjustment has a very
broad meaning. It could stand, as a generic term, for all the
particular changes and processes, the totality of which
constitutes economic growth.

Then what is the problem? In most cases, firms should have
been capable of adjusting to change, whether originating in
trade or in the domestic economy — and economies should
have been capable of absorbing their adjustments — without
the need for government intervention. Nevertheless, in the

The ‘Adjustment Problem’ in Public Debate 3

‘crisis’ industries (including agriculture), the main difficulty
has arisen precisely from the failure of the normal, cumulative
process of individual adjustments to take place. How did this
come about? No individual firm or group of firms has the
power to resist change. Failure to adjust, or responding in
the wrong way, would normally result in the eventual takeover
or liquidation of the enterprises concerned. But this, too, is
merely another form of adjustment. It is obvious that a backlog
of adjustment could not have occurred without government
assistance.

The truth is that most governments have only been paying
lip-service to the need to maintain adaptable economies. In
practice, they have acted as if adjustment were a burden,
something to be deferred until better economic (and, it is
assumed, political) times. Internationally, tensions have
increased and time for reform has been wasted by the three
major trading powers — the United States, Japan and the
European Community — accusing each other, and the
developing countries accusing all three, of trying to shift the
‘burden of adjustment’ on to others. It is sad to contemplate
the period since the early 1970s and to recognize that the
burden of adjustment which nobody wanted to bear was the
economic growth that everybody wanted.

ALTERNATIVES TO ADJUSTMENT

The overriding objective of government policy in economic
affairs is to maintain stable progress over the long run. Another
way of expressing this, and one more closely connected with
the current discussion of trade policy, is to say that the
overriding objective of all governments should be to maintain
and improve the economic order.

The very notion of order — a stal?le fran.lework <?f
cooperation among free men and sovereign nations — 18
predicated on unobstructed adjustment to changmg economic
circumstances. Individuals and societies seek to improve their
position by reacting — more Or less alertly, more or less
creatively — to their perceived opportunities. From this effort,
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novelty is continuously generated. The laws which protect
individual freedom and national sovereignty ensure that this
continuous and ubiquitous effort combines to produce a
massive global flow of innovation in economic activity which
no government or group of governments can control.

If the global flow of change cannot be arrested, societies
must adapt to it; there is no other way to maintain order.
What can a refusal to adapt mean? Two different cases should
be distinguished. Imagine a world in which only one country
— a Himalayan kingdom or a small and quaint Old World
country — refuses to accept the economic and social change
proceeding abroad.

First, either its citizens must be unanimous in refusing
the change, or the refusal must be enforced on an
unwilling minority.

Second, the refusal implies a growing discrepancy
between the country’s actual and potential income as more
efficient methods of production are foregone and an
increasing part of the country’s foreign trade is subjected
to controls.

This is bound to increase the proportion of population which
resents the growing social cost and is prepared to adjust to
change. Thus persistence in the refusal to adjust necessitates
an increase in coercion. And it is not difficult to imagine a
degree of pressure or tension which the social fabric can
eventually no longer bear.

This was the relatively favourable case. Imagine, instead,
that a number of large industrial countries find it difficult,
for political reasons, to adjust to economic change generated
abroad. Since in each, the attained level of prosperity and,
to an even greater extent, future growth depend significantly
on foreign trade, there would immediately arise two kinds of
friction or tension, internal and external, each exacerbating
the other.

Internally, there would be distributional problems as
economic growth at the rate to which these societies have
grown accustomed slowed down. (It would have to be
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decided politically, in other words, who could benefit from
foreign trade and who could not.)

Externally, the countries might agree that sorr{evs_/hat
more organized trade would be a good idea; flectlons
would be bound to arise, however, on the questions of
who should do the organizing and which products would
be organized.

These glustrations announce two themes which will. be
important in subsequent analysis. One concerns the optimal
rate of adjustment; the other, the secondary effects of

adjustment assistance policies.

RATE OF ADJUSTMENT . .

It is widely assumed in economic pohcy‘ n}akm’g tha.tt
prolonging the process of adjustment reduce§ its ‘cost’. This
assumption is seldom examined in any detail. Loglcally,i ‘for
example, it would lead to the economically a'bsurd co.nclusmn
that an infinitely prolonged adjustment, that is, no adjustment
at all, should be optimal and indeed costless.

One may surmise that one of the reasons for the prevale.nce
of this assumption is the standard procedure of t%lCOI‘Cthal
economic analysis itself. To understand any economic process
it must first be studied in isolation. Thus an equilibrium is
assumed, a particular disturbance posited and the process of
adjustment to it traced, step by step. I.n such thfaoretlcal
analysis of an isolated case, a prolonged ?dj.us.tment might well
appear preferable to a rapid one. Bu't if it is to be relevant
for policy purposes, economic analysis must not stop at the
isolated case. In the real world, disturbances follow on each
other’s heels and the policy measures adopted to coTxtrol the
present one influence the form in which the following ones

appear.
wq'}“hf pnotion of a continuous change, of a flow of
disturbances, thus shows the ‘problem"of an optimal rate of
adjustment to be an artificial one. Ad‘]ustrflent must simply
match the rate of change; if it falls below.lt, maladJustmf:nt
will begin to cumulate, whereas a rate of adjustment exceeding
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the rate of change is a contradiction in terms. In short, it is
as illusory to think that a relatively affluent society has a choice
between more efficiency and growth, on the one hand, and
greater stability and comfort from dampening down change,
on the other, as it was to think of choosing between more
inflation and somewhat less unemployment. In both cases the
choice is solely between less discomfort now and much more
of it later.

As mentioned, the measures chosen to deal with a particular
disturbance influence the form of future disturbances. They
do so mainly by modifying economic incentives, not only of
the groups at which the policy is aimed but also those of other
groups which learn from the precedent established by the policy
in question. Sooner or later even these secondary effects will
be felt in foreign trade and other governments may be forced
to react to them. To ascertain the effects of a particular policy
has been, for these reasons, perhaps the most difficult task
of applied economic analysis and also the least successful.

HisToricAL PRECEDENTS

Much of the discussion about the ‘adjustment problem’ has
assumed or implied that the adjustment pressures since the
early 1970s have been of an exceptional nature. The market,
according to this view, has been overloaded by these
developments, unable to ‘cope’.® But history is full of
examples of the market absorbing major structural changes
without government intervention. In The Wealth of Nations,
Adam Smith gave us the following, rather picturesque,
example:

‘By the reduction of the army and navy at the end of
the late war, more than a hundred thousand soldiers and
seamen, a number equal to what is employed in the
greatest manufactures, were all at once thrown out ‘of their
ordinary employment; but, though they no doubt suffered
some inconvenience, they were not thereby deprived of
all employment and subsistence. The greater part of the
seamen, it is probable, gradually betook themselves to the
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merchant-service as they could find occasion, and in the
meantime both they and the soldiers were absorbed in
the great mass of the people, and employed in a great
variety of occupations. Not only no great convulsion, but
no sensible disorder arose from so great a change in the
situation of more than a hundred thousand men, all
accustomed to the use of arms, and many of them to
rapine and plunder. The number of vagrants was scarce
anywhere sensibly increased by it, even the wages of
labour were not reduced by it in any occupation, so far
as I have been able to learn, except in that of seamen
in the merchant-service.’*

It is not necessary to go back this far in history to find
examples of relatively rapid and smooth adjustment to major
changes. Consider the adjustment facing the economy of the
United States at the end of World War II. The following two
passages show the concern of economic experts at th‘e time:

‘Provision will have to be made for a minimum of 5
million soldiers returning from war; and the figure is likely
to be considerably larger. A fair estimate would probably
be in the vicinity of 9 million. Of these the youngest age
groups will be persons who never held jobs before their
entry into the army. In addition, under present forecz?sts,
perhaps 25 million workers will have been absorbed into
war industry. These will have to be replaced in peacetime

industry. Included in this figure will be not less than 5

million individuals not heretofore engaged in regular

labor... In the aggregate, therefore, immediate post-war
readjustment will have to take care of the enormous total
of perhaps 34 million individuals.”

The second passage follows:

“The bill of goods our people would like to buy in peace

... differs greatly in make-up from what we are producing

for war. In some lines, ships and aircraft notably,

production would have to be much smaller. In metal
fabricating as a whole, we would need only about one-
third as much as we were producing in the middle of
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1944. In consumer goods like clothing, textiles, lumber,
paper, printing, and miscellaneous small industries,
expansions in output of one-fourth or one-third over peak
war production might be needed. In construction, trade,
and service industries, the expansion above wartime levels
would be still larger...That involves something more than
a process of factory conversion.’®

By the close of hostilities, the war was estimated to be
consuming some 50 per cent of the gross national product
(GNP) of the United States.” The change was sudden.
Between 1945 and 1946, Federal purchases as a proportion
of GNP dropped from 42 to 12 per cent; and in 1947 they
were down to 8 per cent, a level maintained in subsequent
years.® In spite of this decline in public spending, and
contrary to the pessimistic forecasts of many eminent
economists, the post-war growth in GNP suffered only a
temporary setback. Real GNP fell by 15 per cent in 1946,
stabilized in 1947 and in 1948 grew by 4 per cent. (The initial
drop in GNP undoubtedly coincided with a rise in living
standards, as more production became available for domestic
consumption.) Given the large stock of household savings
which had been accumulated during the war, coupled with
the removal of price controls, inflation was relatively high
throughout this period: 9 per cent in 1946, 14 per cent in
1947 and 8 per cent in 1948; in 1949, however, consumer
prices fell by 1 per cent and in 1950 there was only a 1 per
cent increase.

The demobilization of labour was even greater than
predicted. The armed forces declined from 11 million in 1945
to 1 million in 1947. But, in spite of this large and sudden
increase in the labour force, and the need for a still larger
number of workers in defence industries to switch to civilian
production, the level of unemployment rose from 1 million
in 1945 to only 2.3 million in 1947 and 1948 (less than 5 per
cent of the total labour force and roughly one quarter of what
it had been in 1939). The average duration of unemployment
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in this period was eight weeks. In the recession of 1949-50
unemployment rose to 3 million.

Compared with this immediate post-war structural
adjustment, the adjustment demands placed on contemporary
economies pale to insignificance. The conditions in which this
massive structural adjustment took place are worth recounting.
The government’s role was, if anything, a passive one. Assets
were sold to private industry on attractive terms. Price controls
were removed; subsidies for food production reduced. And,
as already mentioned, public expenditure was cut together with
the tax burden. These changes enabled the high, post-war
consumer demand to be rapidly reflected in supply. Industrial
production recovered from a 14 per cent drop in 1946 to grow
at an annual average rate of more than 6 cent over the next
four years. Real gross private investment expenditure in 1947
was more than twice, and in 1950 nearly three times, its level
in 1945.

The rapid reconversion of the American economy to
peacetime production points to the two necessary conditions
which must be satisfied if adjustment is to proceed rapidly and
relatively smoothly. :

First, the macro-economic framework must be right.

This condition comprises not only adequate consumption

demand but also, even more importantly, sufficiently

strong investment incentives. It therefore points to the
crucial policy task of maintaining economic confidence.

Second, the price system must be allowed to perform
its allocative functions properly. This second condition is
even more fundamental, for without it, macro-economic
policy cannot function effectively.
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Chapter 2

History of Adjustment
Assistance Policy

‘The bounty to the white-herring fishery is a tonnage bounty; and is
v . - .
proportioned to the burden of the ship, not to her diligence or success in

the fishery; and it has, I am afraid, been too common for vessels to fit
out for the sole purpose of catching, not the fish, but the bounty’

— Adam Smith, The Wealth of Nations (1776)

‘ADJUSTMENT POLICY’, as a major government activity,
is a creation of the 1970s. Its roots can be found, however,
in a number of ‘adjustment assistance’ schemes devised in the
two preceding decades.! The first of these arose as part of
the Treaty of Paris, establishing in 1951 the European Coal
and Steel Community, to facilitate the integration of coal and
steel production in what was to become the European
Community. This was followed by the establishment in 1957,
under the Treaty of Rome, of the European Social Fund which
provided assistance to workers (re-training, income maintenance,
re-settlement subsidies) for the purpose of adjustment.”
Then, in the 1960s, there were two major adjustment
assistance programmes established to compensate domestic
interests injured by import growth resulting from the Kennedy
Round of multilateral trade negotiations under the auspices
of the General Agreement on Tariffs and Trade (GATT), one

"in the United States, which has continued in one form or

another to the present time, the other in Canada.’ In the
United States the Trade Adjustment Assistance (TAA)
programme began under President Kennedy’s Trade
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Expa.mﬁion Act of 1962. It provided benefits to workers
conSIS.tmg of a supplementary unemployment allowance
vocational training and a grant to cover household removai
expenses. Assistance to firms, following the approval of an
adjustment plan, consisted of loans and loan guarantees
technical assistance, consultancy grants and special taxatior;
provisions. In Canada, the General Adjustment Assistance
Programme (GAAP), which began in 1968, was modelled on
the American one. It applied to firms only, workers being
covered by other more general measures.

The 1960s also saw some adjustment assistance schemes
which were specific to particular sectors. The United
Kingdom’s Cotton Industry Scheme is one example. Its main
objective was to restore the industry’s competitiveness through
a programme of modernization. To this end, it provided
capital-scrapping compensation and investment subsidies.*
Japan also gave similar assistance to her textiles industry under
the Textile Structural Adjustment Law.’ And, in Canada,
adjustment assistance was provided to firms and workers who
could demonstrate injury resulting from the liberalization
conducted under the Canadian-American Automotive
Agreement of 1965.°

RISE OF ADJUSTMENT ASSISTANCE

But the main thrust of activity occurred in the early 1970s.
There were two main forces responsible. On the international
plane, the North-South issue began in earnest in 1970 when
the idea of a ‘new international economic order’ (NIEO) was
formally adopted by the United Nations. A central concern
of the NIEO proposals was the planned displacement of labour-
intensive manufacturing production in industrial countries by
imports from developing countries. Adjustment policy was
seized upon as a means to that end.

‘Developed countries, having in mind the importance
of facilitating the expansion of their imports from
developing countries, will consider adopting measures and
where possible evolving a programme early in the decade
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for assisting the adaptation and adjustment of industries
and workers in situations where they are adversely affected
or may be threatened to be adversely affected by increased
imports of manufactures and semi-manufactures from
developing countries.’’

This theme was echoed repeatedly in different fora of the
United Nations throughout the ‘Development Decade’,
especially in the United Nations Conference on Trade and
Development (UNCTAD) and in the United Nations
Industrial Development Organization (UNIDO).® It was also
taken up by the Development Centre of the Organization for
Economic Cooperation and Development (OECD) in a widely-
cited collection of essays on the subject,® by the International
Labour Organization (ILO) which, at its Tripartite World
Conference in 1976 passed a Declaration of Principles and
Programme of Action, by the GATT, in the work of the
Committee on Trade and Development and as part of the
Multi-fibre Arrangement (MFA) and by the International
Chamber of Commerce.*

A second reason for the increased focus on the adjustment
issue was the recession, which exposed the weakened state of
certain industries in developed countries that were already
receiving considerable support and led to new claims for
assistance. The phenomenon of absolute shrinkages in
particular industries was an unaccustomed one in the post-
war period and was felt to be overloading the ability of the
market to cope. The quadrupling of oil prices in 1974 created
a major additional need for adjustment, rendering uneconomic,’
in a single blow, a significant proportion of each country’s
capital stock. The pressure on governments to ‘do something’
intensified.

The natural resistance of those under pressure to adjust was
manifested in a more widespread protectionist sentiment than
had hitherto existed. This not only alarmed the North-South
interest groups and lent additional urgency to their demands
for improved market access for developing countries, it also
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alarmed others in developed countries who had fought for
liberal trade on its own merits and were anxious to avert a
retrogression. Adjustment assistance became the cause celébre
of the liberal trade movement in the early 1970s.

The following quotes capture some of the spirit of the
literature at this time:

“The first step in a logical attack on non-tariff barriers,
therefore, would be the adoption of an international
Adjustment Assistance Code which would [inter alia]
commit countries to setting up domestic adjustment
assistance programmes.’!!

‘Adjustment assistance programmes should include an
appropriate mechanism for anticipatory resource
displacement in particularly vulnerable industries ... The
criteria governing eligibility for adjustment assistance
should be explicit and liberal...’!?

‘It is a preferable method than protection, since it
protects, or at least supplements, real incomes without
embalming or protecting patterns of production.’*®

‘Any form of adjustment assistance helps the private
sector to adapt to changes, whether in government policy,
the pattern of demand or the advance of technology...
Adjustment assistance on a multilateral basis ... offers a
rational alternative to higher trade barriers or to an
excessively energetic safeguards mechanism.’**

“Though adjustment assistance could in principle be
dealt with on a national ... basis, this could with great
advantage be underpinned by an OECD approach.’?
Throughout the 1970s, the ‘adjustment problem’, spawned

countless international and national conferences, study groups,
committees and burgeoning quantities of literature, the central
theme of which was the need for governments to devise special
policy measures to facilitate the adjustment process.'* Three
theoretical rationales were commonly cited to justify
government intervention: efficiency (reducing the ‘social’ cost
of adjustment), equity (compensating the ‘losers’) and expediency
(countering political resistance). In most of the literature, the
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term ‘adjustment’ was normally understood to mean
adjustment to imports (especially those from developing
countries).

ADMINISTRATIVE EXPLOSION

As might have been expected, governments of industrial
countries proved only too willing to expand their
administrations further in order to stake out a new economic
responsibility for themselves.

In the United States, the Trade Act of 1974 revamped the
existing TAA programme by making it easier for claimants
to qualify for assistance: increasing the benefits available to
workers and firms and extending benefits to ‘trade-impacted
communities’ which were eligible for grants for infrastructure
projects as well as financial assistance to private investors in
the area.” A year earlier, the Comprehensive Employment
and Training Act had been passed, to coordinate the different
existing manpower projects and expand employment
opportunities through job-creation projects and training
programmes.

In Canada, eligibility requirements under the GAAP were made
less stringent, in amendments made in 1971 and 1973, and the
focus of adjustment assistance schemes was shifted from firms
to whole sectors. The Textile and Clothing Board Act of 1971
established the first such sectoral adjustment scheme whereby
an approved restructuring plan could be supported by
government financial assistance and temporary protection.’®

In Australia, the Structural Adjustment Assistance
Programme (SAA) was introduced in 1974 to provide
assistance to workers (income maintenance, re-location grants)
and firms (closure compensation, consultancy grants, loan
guarantees) adversely affected by trade liberalization and other
government policies.”® Also in 1974, the Australian
Government instituted the National Employment and Training
Scheme, which subsidized (re-)training, and in 1976 the Re-
location Assistance Scheme was created to promote the regional
mobility of labour.
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In the European Community, the Social Fund was upgraded
in 1971 in an attempt to make it a more effective instrument
for dealing with the problems of labour adjustment through
the increased provision of subsidies for the retraining and
regional relocation of displaced workers.?? In addition, the
countries in the Community introduced separate measures to
try to deal with their own particular problems.

In the United Kingdom, the Industry Acts of 1972 and
1975 increased the power of the government to assist
uncompetitive sectors and regions. The Wool Textile
Industry Scheme of 1973 was the first specially designed
industry-wide scheme introduced under the 1972 Act. Its
objective was ‘to improve the industry’s competitive
position by providing it with assistance to (a) modernize
production facilities, (b) improve industrial structure and
(c) eliminate uneconomic excess capacity’.? In 1975, a
Job Creation Programme was introduced in the United
Kingdom, under which the Manpower Services
Commission was to finance labour- intensive projects.

The Netherlands established a restructuring programme
in 1974 which was designed to foster the ‘anticipatory’
adjustment of domestic industries to imports from
developing countries.? To be eligible for assistance,
firms were required to have devised a restructuring plan,
entailing the abandonment of production directly
competing with exports from developing countries and its
replacement by some alternative activity.

In France, the Seventh Plan for the five-year period
beginning in 1976 stressed the objective of ‘adjustment
of our industry to increasing international com-
petition’.? An Inter-ministerial Structural Adjustment
Committee was created in 1974 (including both the
President and the Prime Minister) to coordinate public
intervention in firms experiencing adjustment difficulty.
In September 1978, the Special Fund for the Adaptation
of Industry was created to provide subsidies and loans
to new projects in structurally-depressed regions.
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West Germany, Italy and Belgium, and Sweden,
outside the Community, instituted broad adjustment-
assistance measures and manpower programmes, although
most were not related specifically to trade.

In Japan, adjustment-assistance schemes had already been
devised for particular industries, such as coal and textiles, in
the 1960s. In 1978, an act was passed (Special Measures for
the Stabilization of Specific Depressed Industries) which
formalized the procedure for government intervention in
problem industries, the stated objective of which was to reduce
their production capacity.?® Some fourteen industries,
including steel, shipbuilding and textiles, were selected for re-
structuring. In addition, a number of manpower policy
measures were implemented in the 1970s, including the New.
Vocational Training Plan, which provided for training in basic
skills at government institutions, and the Employment
Stabilization Fund, to assist labour mobility.

This enthusiastic response of governments to the ‘adjustment
problem’ received a mixed reception. At first there was a
period of almost general if muted approval. This is well
illustrated by the relatively conciliatory tone of a report
prepared by the UNCTAD Secretariat for the annual meeting
of the Trade and Development Board in mid-1977.%
Although stressing that, in most of the countries reviewed,
more could be done to facilitate adjustment to imports from
developing countries, the report was confident that existing
programmes could be adapted for that purpose. The
Netherlands programme, with its developing-country focus,
was singled out as a model for other governments.?”

FaLL FrRoM GRACE

The initial approval of the efforts of governments gradually
gave way, however, to increasingly widespread concern about
the nature of some of the intervention taking place in the name
of adjustment assistance.?® It appeared that, far from
facilitating the shrinkage of uncompetitive sectors, adjustment
subsidies were frequently being used to prop them up. This
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was especially true of the assistance schemes for what were
becoming known as the ‘crisis’ industries: shipbuilding, steel,
textiles, clothing and footwear. '

Much of the assistance provided to firms in these industries
was based on the premise that a programme of ‘modernization’
could restore their competitiveness. For example, a central
element in the United Kingdom’s Wool Textile Scheme of
1973 was the provision of investment subsidies to firms on
condition that their old machines were physically destroyed.”
W.M. Corden, the Australian economist, dismissed this
approach as ‘straightforward protection’.’® In fact,
adjustment-assistance schemes for particular sectors frequently
included trade restrictions, in order to give the industry a
‘breathing space’ to carry out its re-structuring programme.’!
Other measures designed for the same purpose included
production subsidies, tax write-offs, ‘temporary’ employment
subsidies et cetera.

A number of re-structuring programmes, motivated by the
perceived need to reduce the capacity of problem industries
as well as to modernize them, encouraged mergers and cartel
arrangements. Among the best-known examples have been the
Davignon Steel Plan for the European Community — which
specified production quotas for member countries and
minimum prices (supported by export restraints on external
suppliers to the Community) — and the sectoral re-structuring
plans in Japan, especially under the Depressed Industries Act
of 1978, referred to previously.®

EnTER ‘PosiTive’ ApjustMENT PoLicy

These developments were widely criticized and, in the late
1970s, a quest for greater purity in adjustment policy began.
A number of papers appeared at this time which analysed the
measures in place and suggested preferred forms of adjustment
assistance.® At the international level, the OECD organized
an intensive five-year programme of work under the pleonastic
banner of ‘positive adjustment policy’. A communiqué of the
OECD Council issued in June 1978 proclaimed that:
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‘A progressive shift to more positive adjustment policies -
must ... be an integral part of the programme of better
balanced growth in the world economy.’3*

At about the same time, however, evidence was
accumulating that many measures of intervention which were
designed to play a ‘more positive’ role in the adjustment
process were proving either ineffective or unworkable.

One example is the Trade Adjustment Assistance
programme in the United States, mentioned previously, which
was transformed in 1974, following widespread criticism of its
operation in the preceding twelve years.* Provisions for
adjustment assistance to workers and firms were expanded and
made more generous; assistance was extended to whole
communities experiencing adjustment difficulties and the
criteria for granting assistance were considerably relaxed. These
changes, together with greater efforts to promote the
programme by its new administration, the Department of
Labor, provoked a sharp rise in disbursements, which soon
reached unsustainable levels. Payments to workers alone
increased from $79 million in 1975-76 to about $1 billion in
both 1980 and 1981.% Moreover, contrary to expectations,
the vast expansion in spending on the TAA had no noticeable
effect in improving the efficiency of the adjustment process
or reducing political pressures for protection.” As a result,
the government was obliged to undertake a new ‘reform’ of
the TAA under the Omnibus Budget Reconciliation Act of
1981, tightening the eligibility criteria once more and reducing
benefits.3®

The selective measures of intervention, in which public
assistance was provided to crisis industries for ‘restructuring
proposals’, were frequently marked by failure. This applied
not just to the modernization or ‘rehabilitation’ schemes,
referred to above,® but also to the ‘anticipatory’ schemes
designed to guide the transfer of resources to more promising
alternative activities. The Dutch Government, reviewing its
experience with the programme that had found such favour
with UNCTAD, was forced to conclude that ‘the idea that
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an innovative, forward-looking restructuring programme could

be carried out has proved to be largely illusory’.®
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Chapter 3

Is There a Case for Adjustment
Assistance?

THE FAILURE of adjustment-assistance programmes has
tended to be blamed on the particularities of their design and
implementation, the alleged shortcomings of the administrators
of the programmes and inadequate funding.! Rarely hgs the
intellectual case for adjustment assistance itself been questioned.
This attitude is typified by one proponent’s concl‘usion thgt
‘even though the adjustment assistance concept is sound in
theory, it has been a disaster in practice’.? Just how ‘sound in
theory’ is adjustment assistance? The case rests on tl}ree
arguments, each of which warrants a more critical examination.

‘Costs’ OF ADJUSTMENT

cither via transfer of goods or the

e is suffering a real loss of wealth, but
and in fact from

‘The person who loses wealth

reduction of their exchange valu 3 iffer 2 rea
not a cost. That loss is different in principle, in kind

a cost’
— Armen A. Alchian, ‘Cost’,

International Encyclopedia of Social Sciences (1968)

It is alleged that changes in comparative advantage, while

. . A .
on the whole beneficial, occasion ‘adjustments costs’, which
may be reduced or eliminated by appropriate government

intervention. The popular expression of this idea can be found

in the notion of the ‘social cost’ of adjustment, which seems

to suggest that adjustment is a costly activity for society as

a whole.
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There has been considerable confusion surrounding the
whole discussion of adjustment costs, most of which can be
traced to careless usage of the terms ‘cost’ and ‘social cost’,
especially in non-professional parlance. In economics, cost can
only arise from a decision; namely, a person’s (or a
government’s) deliberate decision to sacrifice specific
alternatives in the pursuit of a given course of action. The
cost of the chosen activity, then, is the highest-valued
alternative foregone. The total costs of producing something
can be separated into the ‘private’ contractual outlays of a
producer and ‘external’ costs, not reflected in the accounts
of the producing unit, which the production activity imposes
on bystanders. These ‘externalities’ are costs every bit as much
as the monetary outlays on inputs, for they use up valued
resources, even if the producer is not obliged to pay for them.
(The classic example of a production externality involves a
polluting factory and the implicit input ‘clean air’.%)

It was perhaps unfortunate, in view of the subsequent
misunderstandings, that in 1920 Arthur C. Pigou christened
the total internal and external costs arising from individual
choice, the ‘social cost of producing X’.* Here the anthropo-
morphic conception of society is implicated, as if it were
‘society’ that was producing X. It would have helped clarity
of interpretation if the expression ‘social cost’ had been
reserved just for the external costs borne by those who did
not participate in the production decision.

Nevertheless, in the context of production, these concepts
of costs, irrespective of their labels, have meaning. But what
could be the costs, properly defined, of adjustment or change?
These have been characterized in the literature as: (i) declines
in wealth that certain individuals may suffer in a changing
economic environment and (ii) output foregone through
transitional unemployment of displaced labour and capital.

Declines in Wealth
An example of the first usage can be found in the following
passage from a recent OECD publication:
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‘If demand and supply factors cause an industry to
decline, and in particular if it happens at an excessive
rate, this creates considerable costs: workers may have to
accept lower wage increases or may lose their jobs... In
addition, capital may have to be written off before the
technical end of the capital good’s life span.”

It suggests that adjustment costs comprise the decline in the
values of private assets or of particular property rights,
including the value of labour engaged in those occupations
against which comparative advantage is shifting.

It is better, however, to speak of changes in relative asset
values, to call attention to the fact that this decline in wealth
is compensated by, and indeed makes possible, increases in
assets and asset values elsewhere in the economy. Such declines
in particular asset values in consequence of new activities
developing within an economy are called ‘pecuniary externalities’
and this may explain why they are sometimes confused with
social costs. Indeed, the label and the whole concept are
fundamentally misleading in that true external costs always
involve a misallocation of resources, reducing the total wealth
of the society below what it could be. Pecuniary externalities
have no adverse effects on total wealth; they can be considered
pure — costless — transfers. It promotes a fuller understanding
to consider such changes as the vehicle of growth — the
particular value losses being a necessary condition of the gains
realized elsewhere. This is no less true when the activity
reducing the value of particular assets in the economy is located
abroad. The loss of comparative advantage in a particular line
of production automatically entails a corresponding gain in
others.

Thus the losses in asset values resulting from changes in
comparative advantage are clearly not external costs, but they
are not private costs either. They do not result from any
conscious decision by the injured parties. It is the mere
existence of a more efficient method, the potential availability

of cheaper supplies, that reduces the value of these assets.
Where there is no alternative foregone, the economist cannot
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speak of ‘cost’. This also applies to the extreme cases in which
the original loss in capital values stemming from changes in
the external economic environment represents a net loss to
the. economy at large. One example is the demise of the
C%ulean nitrates industry, a quantitatively important resource
with no alternative uses. The point is that the Chilean
.Government was powerless to prevent or reverse the loss to
its economy.

.Ar.l investment decision is about converting generalized
(liquid) purchasing power irrevocably into real assets, the value
of which will be determined throughout their li\;es by the
essentially uncertain prospect of their future earnings. These
assets may be valued in three different ways:

(a) by their book values, reflecting the (non-economic)
conventions of cost accounting and tax system;

(b) by their market values, reflecting their discounted
earnings in the market as it is actually constituted; and

(c) by their social values, which are determined by the
rate of return that each capital good can earn when the
output for which it has been shaped is obtained in the
most efficient manner known.

Now it is true that, although nothing can be done about
a decline in the social value of capital, governments can
attempt to maintain its market value by subsidizing the return
on it with an income transfer from the society at large. This
policy reaction, however, creates social cost instead of reducing
or removing it.°® Consumers suffer and other industries
suffer; and resources remain tied in low-productivity
occupations, while economic development in conditions of
unobstructed trade would push them towards higher
productivity uses. A final irony is that only a small proportion
of the owners of assets in the protected industry can be helped
by policies of this kind. Those (for example, pension funds)
who hold the equity of the protected industry in diversified
portfolios will lose on balance, relative to the development

which would have taken place if the progress of the industry
had remained unobstructed. This is because the adverse effect
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of protection on the rest of the economy — hence on the
valuation of the rest of the portfolio — must more than offset
whatever favourable effect there may be on the equity of the

protected firms.

Transitional Unemployment '
The second alleged source of ‘adjustment costs’ is the

transitional unemployment that is associated with the
displacement and reallocation of labour and capital. The costs
are commonly measured by an imputed value-in-employment
for the idle factors and sometimes by the charge that the
support of the unemployed implies for public budgets.’

If output were foregone unnecessarily during the adjustment
process — that is, if something could be done about it, v.vithout
losing more output in the process — then this would indeed
be a social cost, although it does not necessarily follow that
it would represent a cost of adjustment. To determine the true
pature and origin of such cost, the analysis must be developed
more systematically. In the perfect competition mo‘del, which
postulates an ideal apolitical world of perfect foresight where
all resource flows are frictionless and instantaneous (displaced
workers immediately re-employed), it is clear that adjustment
to a change in demand or supply (for example, increased
imports) cannot result in any Jost output and there could be
no social cost.

At a lower level of abstraction, an ‘imperfect’, yet efficient,
economy can be imagined in which .

(a) the micro-economic role of government {s.conﬁned
to protecting property rights, making competition work
and supplying pure public goods and .

(b) economic agents make decisions in an environment
where there is risk, uncertainty and positive transaction
costs. _

In such a world, there would be adjustment frictions:
workers displaced by imports would not enter new jol?s
immediately; they would have to search for them, perhaps §hlft
localities, and in the meantime they would not be ‘producing’
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anything. But this minimum search time does not represent
a cost to society because it reflects a necessity which cannot
be changed by human will. In fact, the minimum search time
between jobs in such an economy is itself socially valuable (and
should lengthen with higher average income levels).? It gives
individuals the opportunity to correct past errors, to find jobs
that are more satisfying to them and to contribute more to
GNP. (Labour will on average always be moving from lower-
valued to higher-valued uses in this setting.) In any case, in
the world posited here, frictions of this kind would be short
in duration, relatively insignificant in extent, and social
provision for reducing the hardship they cause could be easily
made from the increment to national income which adjustment
makes possible.?

Finally, we descend to our contemporary ‘mixed-up’ economies,
made rigid and inefficient by an accumulation of policy
measures and other organizational impediments to the proper
operation of the market. (These are examined in some detail
in Chapter 5.) Even in this situation, most of the capital and
labour released from uncompetitive firms will eventually find
new employment. Nevertheless, serious imperfections in the
legal-institutional framework in which the market operates can
cause the transitional unemployment of labour and capital to
be both extensive and prolonged. Where these imperfections
are correctible, the loss of output is in principle avoidable and
thus strictly unnecessary — a social cost, strictly speaking. But
that also means that it cannot be attributed to the (need for)
adjustment. It may well be that the stress of change in periods
of cyclical downturn calls attention to the costs of market
impediments, while in the preceding period their existence was
either unnoticed or considered acceptable. In that case, the
correction of these costly imperfections would be an additional
benefit, rather than a cost of adjustment.

It should be further borne in mind that these costly market
impediments reduce the efficiency of adjustment to all changes,
not merely that of adjustment to imports. In the total of social
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costs so occasioned, those associated with imports usually
represent a small fraction; more often than not, it is the market
impediments themselves which make the import-competing
industry vulnerable to import competition in the first place.*

It emerges that what is commonly described as the cost of
adjustment is caused not by the necessary adjustment as such,
but by correctible pre-existing market imperfections. Where these
imperfections cannot be corrected, or only by incurring greater
cost in the process (for example, because they are institutions
forming part of the constitutionally-legitimate social fabric of
an economy), it is impossible to speak of social cost at all.
An institutional setting that embodies the value judgments of
society is a parameter of the market and should not be measured
against an apolitical ideal, such as the perfect competition

model. !

The Second Best :

This is relevant to those attempts to justify adjustment
assistance on second-best grounds. The presumption is that
there are certain market distortions impeding the re-allocation
of displaced factors which, for (usually unspecified) political
reasons, cannot be tackled directly.”? Instead, economists
have set about devising ingenious schemes of ‘countervailing’
action involving lump-sum subsidies and taxes.’ The
intuitive appeal of this approach is shattered, however, by the
realization that the initial, untouchable distortions are either
implicitly or explicitly the outcome of government policies in
the past. The second-best approach fails to explain how a
government which at one time implemented certain measures
(or allowed certain private organizational devices to develop)
and is now politically stuck with them, could be politically capable
of offsetting these measures by indirect means. Moreover, as
was noted in an article in Economic Inquiry:

‘In its broadest form the distortion-creating constraint
represents an economic advantage to a particular sector
of the economy. The advantage is politically conferred
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and the persistence of the distortion is determined by the
structure of the political process (e.g., majority rule or
unanimity, freedom of entry, etc.). Once the political
choice has been effected within a generally accepted
democratic framework, to describe it as being ‘politically
infeasible to remove’ is to present, not a constraint on
policy, but an instance of its achievement and
endorsement.’*

In addition to these internal contradictions, the second-best
approach presumes (i) that government has the technical ability
to identify and implement second-best solutions (solutions
which are especially complex in the case of adjustment
assistance, requiring variable ‘dynamic subsidies’ and the
like)”® and (ii) that the additional interventions will
themselves give rise to no social cost. The appropriateness of
these presumptions is considered in subsequent chapters. It
might just be noted here that, in practice, the bulk of
adjustment policy measures — crisis cartels, modernization
schemes, supplementary unemployment benefits et cetera — bear
no resemblance to the ingenious solutions proposed by second-
best theorists.!

Egquity CONSIDERATIONS

‘When cqnsiderations of national policy make it desirable to avoid
higher tariffs, those injured by that competition should not be required
to bear the full brunt of the impact’

— John F. Kennedy, Message to the United States
Congress on the Reciprocal Trade Agreements Program (1962)

The argument for adjustment assistance on equity grounds
is often associated with, but conceptually distinct from, the
argument based on the presence of adjustment costs. It
suggests that, since the benefits of trade are widely spread,
whereas the (lesser) losses to which it may give rise are
concentrated on relatively small groups, equity demands that
the latter should be compensated by transferring to them a
part of the benefits.!
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It is essential to distinguish two situations in which this argument
is employed. It has some validity in the context of trade
liberalization. Here the equity issue relates to property values
enhanced by the government act which instituted protection
in the first place; these values could be reduced by the
subsequent government decision to reduce or dismantle that
protection. As the earlier discussion shows, the level of
protection is an important determinant of asset values (that
is, private or market, not social asset values) in the protected
industry. Those individuals who obtained a capital gain when
protection was instituted might have already realized it; and
the subsequent owners who acquired these assets at their new
prices suffer a loss when protection is reduced.’ (The same
reasoning holds, it should be added, for the specific property
rights — such as seniority, peasion rights and the human
capital accumulated through training and experience —
acquired by the workers employed in the protected industry.)
As has been pointed out in an important essay, the transition
from the actual state to the preferred one is not without private
losses; and the normative significance of these transitional losses
‘which arise because pre-existing rules and institutions have
legitimized claims and expectations’ has not been sufficiently
emphasized.”

In principle, the losses imposed by policy reversals can be
minimized by the change being announced sufficiently in
advance. In the case of changes in trade policy, the institutional
framework in which they occur ensures that these conditions
are satisfied.

The negotiations for trade liberalization take a number
of years and industries which will suffer major reductions
in protective barriers receive an early warning.

The agreed liberalization is normally then implemented
in pre-announced stages, again giving the affected
industries time to adjust.

Finally, there are escape clauses in these agreements
to help industries which seem to be overwhelmed by
imports, in spite of the anticipatory adjustment period.
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It was on the basis of this last consideration, that the escape
clauses provided for in commercial treaties and national
statutes traditionally stipulated that emergency protection would
be available to domestic producers suffering injury through
an increase in imports in consequence of the tariff concessions
specified in the treaty. For example, the Trade Expansion Act
of 1962 in the United States authorized adjustment assistance
in cases where the ‘major cause’ of injury was an absolute
increase in imports resulting ‘in major part’ from past trade
concessions.?? These criteria, although much criticized
subsequently for being too harsh, were in fact perfectly
appropriate to the declared equity objectives of the TAA
programme. (The fact that actual disbursements were relatively
small is irrelevant, except as an indication of the unimportance
of injury through trade liberalization at that time.)

It is a very different situation when adjustment assistance
is advocated as an alternative to increased protection. In the
former case, the equity claim arises from the fact that the
values of private property rights have been changed by a
government action. In the situation now discussed, government
is called upon to mitigate the adverse consequences of
economic competition (a normal state of economic life which
benefits society at large) for a particular group. Indeed, the
government is held to ransom, the powerful pressure groups
demanding more protection or else an acceptable alternative.

In a situation of this kind it is impossible to justify
adjustment assistance on equity grounds. Equity, or justice,
is nothing if not a general principle; and the feature of
‘widespread benefits and concentrated costs’ is present in all
instances of economic innovation, whether originating at home
or abroad. Societies do not systematically compensate for the
adverse effects of innovation on individuals, for several good
reasons. One is, properly, equity: individuals should be
supported by society for a general reason, such as poverty.
If the adverse effects of a particular event, such as innovation,
were selected for compensation, many of those qualifying might
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not be poor at all. The main reason, however, is that the
effects of such a policy are bound to be far-reaching and
unforeseeable. A government’s obligation to compensate all
the adverse effects which economic progress has on the welfare
of particular groups would amount to socializing all the major
economic risks. It is impossible to form a reliable ex ante
judgment as to all those side-effects of such a policy which
can be subsumed under the label of ‘moral hazard’, or to
estimate the policy’s effects on the incentive to innovate; all
that can be said is that the whole social order would be
profoundly changed. (These issues are considered in the next
chapter.) It should be noted, though, that the balance of
interests and political forces in society is strongly tilted against
such a sweeping change. In all cases of domestic innovation,
there is a well-defined group of producers benefiting from it,
balancing out the adversely affected group of producers who
have to adjust. In that political situation, the claim for special
compensation is not likely to be raised.

One may ask whether it would it be a sufficiently general
principle if the government decided to compensate domestic
producers for all adverse effects of changes in comparative
advantage. On any theory of justice, this, too, would represent
an arbitrary designation of particular change as a cause for
compensation. There is no reason to suppose that international
shifts in comparative advantage are more frequent, drastic or
harmful to particular groups than economic change of domestic
origin. In effect, changes in international comparative
advantage originate from changes within national economies.
As it would be more general, however, a policy seeking an
equal treatment of export and import-competing industries
would represent an improvement on a policy compensating
damages caused by imports only. Unfortunately there is a
prohibitive political consideration. Export industries may be
as often affected by adverse shifts in comparative advantage
as import-competing ones. But they could not benefit to the
same extent from a re-structuring financially assisted by the
government. Their sales in foreign markets would soon run
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up against internationally sanctioned measures prohibiting
subsidies and unfair competition.

PoriticaL EXPEDIENCY

‘The role of the economist in discussion of public policy seems to me
to prescribe what should be done, politics aside, and not to predict
what is politically feasible and then to recommend it’

— Milton Friedman, ‘Comment on
Monetary Policy’, Essaps in Positive Economics (1953)

As described, the equity argument for adjustment assistance
has some limited justification in the context of adjustment to
reductions in existing trade barriers. In situations in which
the equity argument does not hold — namely when increased
protection is being demanded — adjustment assistance has still
been advocated on political grounds.?’ The ‘expediency’
argument presupposes that government cannot afford to
withdraw or refuse a request for protection unless some
alternative form of assistance (a bribe, in effect) is
provided.?

This line of argument is one which commonly confronts
those who propose policies on the basis of general criteria, such
as economic efficiency. Unless such advice is tempered by the
probability of it being accepted, the adviser is charged with
being ‘unrealistic’ or naive. ‘That’s alright in theory, but it
won’t work in practice’ is a comment of such universal
application that Immanuel Kant was provoked to write a book
under that title.? A fundamental issue, however, is whether
‘political feasibility’ is ever a sufficiently determinate concept
for it to provide a useful criterion for economic policy
decisions. Who can know in advance whether a given line of

‘action is politically feasible or not?

Economists tend to abandon the scientific method of their
profession when it comes to politics. Their record in political
second-guessing, though, is not a flattering one. Even as astute
a member of the profession as Lord Keynes was open to
criticism on that score. One example is his advocacy of a tariff
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for Britain in 1931. As has been observed: ‘Keynes as
professional economist thought devaluation was appropriate at
that time, but Keynes as amateur political scientist thought
that politically infeasible, so he recommended a tariff. Six months
later, Britain devalued, but the tariffs introduced in that year
are still in place.’*

The assignment of ‘political feasibility quotients’ requires
knowledge of existing attitudes, as well as the strength with
which they are held and how they will be reflected in action.
It is also necessary to know how attitudes will be affected by
the force of ideas and events and, in particular, by the policy
proposals being contemplated and the political skill with which
they are presented and defended.? Perhaps the most
remarkable instance of the force of ideas upon attitudes is
Adam Smith’s The Wealth of Nations, a book devoted to the
promotion of free trade, which was published in 1776 when
its antithesis, mercantilism, was orthodoxy. It took a mere 70
years for his truly radical ideas to become the new orthodoxy
(an event, moreover, which Smith himself considered not to
be politically feasible®).

It may be worth examining the foundations of the ‘realistic’
argument that the refusal of protectionist demands requires
bribery. Vested interests, pressure groups, are minorities by
definition. Their function is to re-distribute income from
society at large to their own members. If government believes
this to be against the interests of society, then on ethical
grounds it has no business in trying to bribe such pressure
groups. Practical politics may require, however, that ethics
give ground occasionally to electoral considerations. But since
these pressure groups are minorities after all — and anti-social
minorities at that — the electoral consequences of offending
them should not be grave in most cases, provided that the
electorate at large has a proper understanding of what'is at
stake.

Perhaps import-competing groups are felt to be special
minorities in this respect, because they are able to appeal to
the xenophobia latent in every society, whereas the conflicts
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engendered by other minority groups are internalized.. Or
perhaps society gives these groups its support because it does
not understand the costs and distributional consequences which
are entailed in that support. In these circumstances, however,
the proper function of democratic government is not to ignore,
let alone help promote, the misconceptions and ignorance on
which pressure groups depend, but to bring about a proper
understanding in the community at large of the consequences
of different policies. (As has been argued, ‘no policy which
is for the advantage of the people is incapable of being
effectively explained to them’.?”) The alternative is to try to
bribe (and stay friends with) producer groups, and while this
is undoubtedly more congenial to politicians, it represents an
escape from their main constitutional responsibility. This has
far-reaching consequences which, as later chapters will attempt
to show, are at the heart of the ‘adjustment problem’ itself.

Those proposing compensation as the ‘price to pay’ for
liberal trade — with the implication being that it will be a
small price relative to the benefits — must explicitly address
two important questions:

(a) What sort of bribe (and how much) will be needed
in each instance? ’
(b) What will be its ‘general equilibrium’ effects?

Consideration of the first question reveals that the problem
with a bribe is that, unlike compensation to redress an injury,
there is no theoretical basis for determining ex ante the sum
to be provided. This will evolve through a bargaining process
between the representatives of government, industry and
labour. There are a number of reasons for believing that the
smallest amount needed to bribe these groups successfully will
normally be very large. The very fact that the government
could have been put in this position at all would indicate that
the industry has considerable bargaining strength. For their
part, the vested interests will attempt to extract as much as
they can from the government. The minimum compensation
acceptable to them would be equal to the expected net returns
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from staying in an adequately protected industry less the
expected net returns from alternative employment.

A number of studies have shown that many workers in
declining industries are less adaptable and employable than
the average.? For such people, job security (the status quo)
understandably takes precedence over the alternatives. (In
effect, their wages contain a rent component.) Clair Wilcox,
one of the first economists to write on the subject of adjustment
assistance, described the problem confronting government as
follows:

‘It is scarcely possible to make friends or influence
people by telling them that you intend to take action that
may put them out of business, destroy their jobs or reduce
their incomes, even though you promise to take care of
them by providing some sort of public assistance while
they go through the agonies of adjustment... Business and
labor do not want it. They would prefer to stay where
they are, doing what they are doing and receiving the
incomes they now enjoy.’®

Indeed, the possibility cannot be ignored that an announced
policy of compensation for liberal trade would intensify the
opposition to it by focussing public attention on the costs to
the few, rather than the benefits to the many, of freer trade.

Such considerations suggest that the subsidy-equivalent of
the bribe needed for a particular industry could be so large
as to preclude it, for budgetary reasons, from being offered
in the ‘clean’ lump-sum form assumed by many economists.
(Note the collapse of the TAA programme in the United States
once it lost its strict ‘equity’ rationale, described in Chapter
2.) The negotiated compensation is more likely to involve a

package of measures, some of which will be chosen primarily.

for their budgetary convenience — like ‘temporary’ import
restrictions, for instance. This, too, is confirmed by the actual
experience with industry-specific adjustment schemes (textiles
under the MFA).

The discussion so far has only taken into account the
politically expedient approach within the confines of a single
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industry, at a given moment in time. But the compensation
of one vested interest group in such a fashion must be expected
to provoke demands for similar treatment from many other
groups — both within the traded goods sector and outside: it.
Given an unprincipled expediency approach to government
policy, it is worth everyone’s while to flex their political
muscles. In effect, the government is rewarding anti-social
behaviour. Apart from the waste of productive resources to
which this gives rise, the pressure upon governments would
soon become unbearable because, under the assumptions on
which the whole approach is based, they could not afford to
resist.
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Chapter 4

Public Assistance and Private

Incentives

“The most disquieting effect of the tariff has been the stimulus it has given
to demands for government assistance of all kinds, with the consequent
demoralizing effect on self-reliant efficiency throughout all forms of

production’ ,
— J.B. Brigden et al., The Australian
Tariff: an Economic Enguiry, Brigden Report (1929)

FISCAL THEORY and policy devote considerable effort to
analysing the impact on economic behaviour of the
announcement, or even the expectation, of a new tax. Such
a tax represents an important new datum which forces a re-
arrangement of the existing plans of all economic agents
affected. The policy-maker needs to know whether this re-
arrangement will on balance foster or hinder the kinds of
economic activity which in his view promote social welfare.
This consideration has an equally important place in the
discussion of adjustment assistance and industrial policy in
general. If they are to be efficient, they must take into account
the changes in the behaviour of firms, industry associations
and labour unions which will result from the knowledge that
government intends to intervene.

Public subsidy programmes for producer groups have effects
on production incentives which may cost a country far more
than the administrative costs of the programmes. Yet an
awareness of these costs is typically absent from the literature
recommending government action to ‘improve’ the adjustment
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process or ‘promote’ industrial development. Instead, it is
normally assumed that subsidy payments of this kind ‘represent
a transfer and therefore are not a social cost’.! This chapter
considers two ways in which such transfers can give rise to
social costs.

MoraL HazaArp

First, there is the issue which insurance theory labels ‘moral
hazard’. The fact of being insured against a particular kind
of accident may so alter the behaviour of the insured person
as actually to increase the probability of that accident
happening. (For example, someone insured against theft may
become less careful in locking the apartment.) The intangible,
loss-producing propensities of individuals and enterprises are
triggered off by insurance against loss. Since all the industry-
oriented forms of adjustment policy entail insurance against
the rigours of the market, the problem of ‘moral hazard’
assumes some importance.

An industry experiencing pressure from imports can, if left
to its own devices, adjust only by innovating. It will abandon
certain lines of production and concentrate on improving others,
trying to offer some additional quality or service to distinguish
its own product from the imported one. In this effort it can
be aided by its own labour force, which will adapt its wage-
bargaining strategy to the perceived danger of the industry’s
market, and a fortior: its employment, shrinking in consequence
of comparative advantage shifting against it. Indeed, the rate
of change in comparative advantage can be to a considerable
extent controlled by the import-competing industry, since its
competitive position vis-d-vis foreign suppliers is largely
determined by the relation between the growth of the money
wages it pays and of the labour productivity it generates.

If public subsidies are used to promote the withdrawal of
productive factors from the industry under import pressure,
it is likely that some of the innovations which otherwise would
have been made will not occur.Two reasons are that subsidies
for the scrapping of capital installations will reduce the pressure
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on enterprise and management, and that the availability of
additional benefits to workers made redundant by imports will
influence the bargaining strategy of unions in the import-
competing industries. At the limit, if the government
guaranteed domestic industry a fixed share of the domestic
market, there would be no way to control the industry’s wages
— and thus the wage level in general, since industries pay
active attention to their wage relativities.

A special problem arises in those situations where the
government provides finance at less-than-market rates for
specific projects. In principle, the best test of the commercial
viability of such projects is the terms on which the necessary
finance can be obtained from the capital market. Commercial
finance is almost always obtainable, but on conditions of varying
severity. Even the most radical solutions that the institutions
of the capital market devise in cases of industrial failure —
solutions such as takeover, reorganization or even receivership
and liquidation — are instruments of adjustment. They are
essentially accounting operations involving a correction of book
values; their purpose is to secure better management for socially-
valuable real assets.? They all begin to operate on the
perception of a discrepancy between the book value, or actual
market value, and the potential market value of the enterprise
in difficulty. Takeover incentive is provided by the realization
that the present management is not getting out of the existing
assets all that they are capable of yielding. There is a continuum
between less-than-maximum profits and actual losses. When
there are large losses and debts there is no longer an incentive
for a takeover. The alert entrepeneur, perceiving the higher
earnings potential of the assets in question, may discuss a
‘consolidation’ with the main parties involved, this being a form
of privately-agreed bankruptcy. Otherwise, he will wait until
after bankruptcy proceedings, assuming control of the assets
only after they have been purged of debt.

Government-sponsored financial salvage schemes to avert
bankruptcy (provision of capital, credit guarantees) have two
effects, both undesirable.
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First, they generally serve to - sustain the existing
management under whose stewardship the crisis occurred.
Government finance will always be preferred by the
management to the otherwise available private finance,
because the conditions and supervision entailed in the
latter would be more stringent.
Second, the injections of general taxpayers money serve
to reduce the losses of those private investors who hold
the equity of the enterprise. By contrast, when a salvage
plan is devised by the financial institutions of the market,
the risks are, properly, borne by the holders of equity.
Another important difference between the ‘salvage plans’
of government and the market is that the latter will always
be self-terminating. Financial institutions know the point at
which they must cut their losses, and stop throwing good
money after bad, whereas the government will generally
continue to do so far beyond this point. Being aware that it
embodies social authority, government finds it difficult to admit
mistakes. It may need an acute political crisis to be able to
cut off its support to lame ducks. .

Finally, assistance to the ‘growth sectors’ or ‘sunrise
industries’ could be the most counter-productive of all. The
firms through which industrial progress is unfolding do not
need public assistance. They can obtain from private sources
all the capital they can handle. Offering them more capital
at subsidized rates of interest is not only unnecessary, it could
actually be harmful. This is an area of enterprise where the
failure rate is inevitably (and necessarily) very high. Public
assistance to such firms — socialization of risk — would give
them an incentive to take risks that would otherwise not be
taken. Premature expansion of such firms would entail a
dilution of their main asset, management capacity.

RENT SEEKING

A second important way in which transfers create cost is
through the diversion of resources (especially managerial
expertise) from productive activities to lobbying government.
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This activity is perfectly rational for profit-seeking enterprises
operating in an institutional environment which includes the
possibility of government assistance. The ‘investment’ in
lobbying will continue to the point where its expected returns
have declined to the level derivable from alternative activities.
From a firm’s point of view, it makes no difference from which
source its profits flow, as long as they are maximized in
aggregate. From society’s viewpoint, however, it matters a
great deal, for lobbying activity, by contrast to the alternative
uses to which the firm’s resources may be put, generates no
social product. It has to do with the distribution of national
income, not with its creation. To distinguish it from other,
productive, forms of profit-making activity, lobbying has been
called rent seeking, which has been described as ‘behaviour in
institutional settings where individual efforts to maximize value
generate social waste rather than social surplus’.’

The rising importance of rent-seeking activity to the private
sector is demonstrated by the shift in the composition of
managerial staff of even relatively small corporations from
people with technical skills relevant to the industry in question
in favour of lawyers.* It is also apparent in the many
industry associations and in the growth of small consultancy
businesses, the activities of which are entirely concerned with
lobbying (preparation of submissions for their clients as well
as more discreet ways of influencing the political decision-
making process).

The cost to a society of rent-seeking depends on how easy
it is to obtain government assistance. At one extreme, one
can imagine a country with a constitutional prohibition on
selective public assistance to industry interests. In such a
country there would be no resources wasted in lobbying
government. The return on any such use of resources would
be known to be zero. Once there is the possibility of
government intervention, however, the amount of rent-seeking
will be determined by expectations, which will in turn be
largely based on the actual policy experience. For example,
in another country, assistance may have been given only in
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p.recisely-speciﬁed situations, following an exhaustive legislative
discussion and majority agreement about its objects and means.
In these circumstances, too, there would probably not be much
rent-seeking, for special-interest groups would soon learn that
proposals to reassign income to them at the cost of other
groups would meet opposition within the legislature. The
expectation of obtaining rents would be relatively low.

A third situation, corresponding more nearly to present
reality, is that of a ‘flexible’ government approach towards
selective public assistance. At certain times, the emphasis may
have favoured different categories of claimant and the
legislative history may have been a varied one, with . a
considerable degree of discretionary power being exercised by
the executive. It should be clear that in this situation the
probability of successful lobbying will be relatively high and
many groups will have an incentive to participate. Lobbying
activity will be devoted (i) to increasing the benefits to existing
recipients and (ii) to extending assistance to other groups (or
opposing such an extension). It will be directed both at the
political process and at the administration.

The magnitude of the cost of rent-seeking will now depend
on the magnitude of the expected transfers. It will also depend
on how selective are those transfers. For example, a large-
scale re-distribution of income effected through income tax may
be very great in the aggregate, but not give rise to much
lobbying activity because the groups involved are too large
to form an effective coalition.> When the size of the group,
though, is such that the expected cost or benefit per member
of the group becomes quite large, members will be more likely
to form a coalition for lobbying purposes or even to lobby
individually.

It could be argued that the very inactivity of the large,
unorganized groups of taxpayers and consumers bearing the
burden of industrial support would reduce the need for much
lobbying effort by the industry concerned. But the competition
is generally not between those who pay for, and those who
receive, the transfers; it is mostly among those on the ‘demand’



