APPENDIX B

The Economics of Industrial Policy

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

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

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

Externalities and Market Failure

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

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

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

Public Goods and National Security

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

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

Product Market Imperfections

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

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

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

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

Capital Market Imperfections

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

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

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

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

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

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

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

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

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

Labor Market Imperfections
and Adjustment Assistance

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

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

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

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

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

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

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

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

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

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

Market Imperfections Resulting
From Government Actions

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

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

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

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

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

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

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

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

Macroeconomic Rationales for Policy

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

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

Costs and Benefits of
Alternative Policies

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

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

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

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

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

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

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

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

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

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

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

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

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

The Economics of Protectionism

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

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

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

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

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

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

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

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

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

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



