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RESUME

Le présent document a pour objet d'examiner le rdle des
politiques gouvernementales destinfes 3 protéger et 3
subventionner les industries du textile, du vétement et de la
chaussure au Canada, et d'évaluer leurs répercussions sur le
processus d'adaptation r&cemment mis en place dans ces industries.
Pour donner une perspective suffisamment vaste 3 cette Etude,
l'auteur a €galement analysé les barriéres commerciales appliquées
dans ce secteur, les investissements de capitaux, l'emploi et ses
caractéristiques, ainsi que la structure des marchés, dans la
mesure od ces &l&ments ont déterminé les instruments d'adaptation
choisis et leurs ré&sultats, L'auteur a donné assez de flexibilité
4 son cadre d'analyse pour pouvoir tenir compte des probldmes que
souléve l'adaptation intra et inter-industrielle de la
main-d'oeuvre et du capital.

Malgré certaines similitudes, les politiques publiques et les
comportements en matidre d'adaptation ont beaucoup varié& d'une
industrie 3 une autre. Le soutien actif des pouvoirs publics aux
industries du textile et du vétement s'inspire de la politique sur
1'industrie textile de 1970, qui est devenue de plus en plus
interventionniste. En fait, elle a dépassé& son objectif initial
qui &tait d'assurer une protection temporaire, pour manifester
plut3t un engagement sans cesse croissant du gouvernement 2
restructurer ces industries au moyen de subventions financiéres
directes, surtout par le biais de 1'Office canadien pour un
renouveau industriel, cr&€& en 1981. Depuis 1970, le gouvernement
semble s'@tre €loigné de la seule protection pour axer ses
politiques sur l'incitation active 3 des modifications
structurelles 3 long terme, en vue d'assurer aux industries une
viabilité constante.

L'apport de nouveaux capitaux et de nouvelles technologies
dans les industries du textile et du vétement et, 3 un moindre




degré&, dans celle de la chaussure, a E&t€ le principal atout des
stratégies de restructuration entreprises par ces industries et
que le gouvernement a acceptées d'embl&e et activement soutenues,
D'ailleurs, ces stratfgies semblent reposer sur 1l'hypothése
implicite que les difficult&s de ces industries, &8 cause de 1la
concurrence, ne sont attribuables qu'3d une productivité
insuffisante, et que les E&carts de salaires internationaux
pouvaient &tre compensés par des am€liorations suffisamment
importantes de la productivité du travail par l'injection de
capitaux. Il n'est pas facile de procéder 3 une Evaluation des
politiques, car les objectifs apparents de l'intervention
publique, soilt le "rajeunissement” et la "revitalisation™ de ces
industries, n'ont pas &t€& d&finis en fonction de critéres
mesurables pouvant permettre d'en Evaluer les r&sultats réels,
Néanmoins, il est Evident que la politique relative 3 1l'industrie
textile n'avait jamais prévu une contraction ou un ajustement 3 la
baisse dans les industries du textile et du vé&tement, Par contre,
le Tribunal canadien des importations avait envisagé un Eché€ancier
précis pour 1'€limination progressive des restrictions
quantitatives et des programmes de subventions dans l'industrie de
la chaussure,

Prds de 60 % de 1l'aide financidre directe aux secteurs du
textile, du v&tement et de la chaussure, de 1975 & 1985, &tait
destin€é aux immobilisations, et une proportion d'environ 25 %
allait 38 1'adaptation de la main-d'oeuvre, exclusivement sous
forme de compensation. Dans l'ensemble, 1l'industrie du textile a
regu - et de loin - la part du lion (57 %), suivie de 1l'industrie
du v8tement (34 7) et de celle de la chaussure, y compris le
tannage (9 %). Mais si 1'on se place maintenant dans une
perspective différente, les subventions et quasi-subventions
gouvernementales ont compté& pour 54 % de 1l'investissement total
dans 1l'industrie du vé@tement, 26 % dans celle de la chaussure et
12 Z dans 1'industrie textile, au cours de la période de 1981 a
1985. Les subventions de 1'Etat ont représenté une plus forte
proportion de la valeur ajout&e par le capital que celle qui 1'a
€té par la main-d'oeuvre.

L'auteur a aussi tenté de mesurer l'adaptation en fonction du
comportement de certaines variables trés importantes - 1'emploi,
l'investissement et la productivité - dans chacune des industries
concernfes, par rapport 3 leurs homologues dans l'ensemble du
secteur manufacturier, L'adaptation qui semble s'@tre produite,
dans ce contexte comparatif, s'est traduite par une baisse de
l'emploi et de 1l'investissement réel, par rapport 3 l'ensemble du
secteur manufacturier. Elle est plus &vidente dans les secteurs

de la bonneterie et de la chaussure, mais moins visible dans celui
du vétement.
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Les effets des barriéres commerciales sur la production des
industries protég€es ont &té atténués par des déplacements du
commerce international attribuables 3 la déviation des E&changes, 3
des modifications de la composition et de la qualité des
importations, ainsi qu'3d des r&ductions de la demande imputables
au prix. NEanmoins, on ne note aucune tendance 3 une diminution
de la production dans les industries du textile et du vétement,
Elles ont toutes deux réussi 3 maintenir leur production réelle
totale depuis 1978, en dépit des variations cycliques prononcées.
C'est seulement dans l'industrie de la chaussure que 1l'on constate
une baisse importante d'activité&, attribuable 3 une ré&duction de
la production et de la diversité des produits.

Par suite d'importants investissements de capitaux entre 1981
et 1984, et de la diversification des fibres et des produits, la
production textile canadienne s'est orientfe vers une plus grande
spécialisation. La création de cat&gories de produits haut de
gamme, nettement différenciées, a permis 3 1l'industrie d'atteindre
un juste degré de viabilité et de conserver de fagon plus ou moins
constante sa part du march& des fibres et tissus synth&tiques. Le
processus d'adaptation a &t€& Egalement facilité& par l'apport
d'importants investissements &trangers et par l'accés, au marché
international, des principales cat&gories de produits qu'elle
fabrique.

Les stratégies de restructuration fond&es sur les
immobilisations ont E&t& particuliérement inefficaces dans
l1'industrie du vétement, 3 cause du coefficient &levé de main-
d'oeuvre de ce type de production, et du fait que les cofits de 1la
main-d'oeuvre sont des déterminants trés importants de la
concurrence internationale., En outre, la stratégie de 1'industrie
du vétement ne semble pas avoir r6ussi 3 créer, par un processus
d'adaptation interne ax€& sur des cat&gories restreintes, de
"créneaux” particuliers sur le marché&, L'insuccés de ces
stratfgies est attribuable autant 3 la fragmentation du marché& de
cette industrie qu'aux rigidités de l'adaptation des entreprises
manufacturi@res elles-mémes. Celle-ci n'a pas encouragé le choix
et la concentration de la production intérieure sur des segments
du marché relativement vigoureux. En outre, l'industrie n'a pas
eu beaucoup recours 3 certalns moyens comp&titifs, comme "les
travailleurs é&trangers”, qul a grandement contribué 3 1'adaptation
de l'industrie du vé&tement dans les pays de 1'0OCDE.

Aucun des programmes d'adaptation de 1'Etat ne semble avoir
accordé suffisamment d'attention 2 1'adaptation de 1la
main-d'oceuvre, méme si on a réguliérement invoqué les intéréts
des travailleurs pour justifier, sur le plan politique, 1l'aide
financié@re publique aux industries., Ni la protection, ni l'octroi
manifeste de subventions n'ont suffi 3 préserver les emplois., En
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fait, les politiques de 1'0Office canadien pour un renouveau
industriel, dans le cadre de son Programme des secteurs visés, ont
peut-8tre aggravé le probléme du ch8mage en influant sur le
comportement des entreprises aidfes par 1'0CRI en matiére de
licenciements, dans leurs efforts pour modifier le niveau des
effectifs des entreprises et leur structure professionnelle.

Le probléme de 1'exc&dent de main-d'oeuvre n'a &té réglé que
par 1'indemnisation des travailleurs mis 3 pied, sans rien faire
pour les garder ou les recycler. Ces programmes fond&s sur
1'é€quité ont probablement contribu€& 3 une certaine forme
d'adaptation dans l'industrie, en réduisant ses colts privés, mais
ont peu fait pour favoriser la mobilité& des travailleurs ou
atténuer la congestion du marché& du travail. L'inaptitude &
régler les problédmes d'adaptation de la main-d'oeuvre - qui n'est
pas sans lien avec le fait que 1l'accent portait tout d'abord sur
les investissements de capitaux -~ doit 8tre considérée comme le
plus grand &chec de toutes les politiques d'adaptation.

L'analyse quantitative présentfe dans ce document indique que
le remplacement du travail par le capital, et l'accroissement de
la productivité du travail qul en est résulté, ont Et& -~ et de
loin - le plus important facteur de la diminution de 1l'emploi dans
les secteurs du textile, du v@tement et de la chaussure, laquelle
a 6té& suivie par une plus grande pé&nétration des importations,
tandis que l'effet des exportations a €té en gén&ral neutre. Les
répercussions négatives de la productivité& de la main-d'oeuvre et
de la pénétration des importations ont annulé 1'influence, en

grande partie positive, de la croissance de la demande int&rieure
sur 1l'emploi.

Somme toute, sauf dans 1'industrie de la chaussure, les
politiques mises en oeuvre n'ont pas permis de créer et
d'appliquer une m&thode efficace d'adaptation de ces industries 2
l1'6volution de la concurrence internationale., Les politiques
gouvernementales ont favorisé le maintien des ressources de
production dans les industries non concurrentielles, au lieu de
faciliter leur transfert aux secteurs en croissance. Ces &checs
tiennent non pas au fait que les politiques formul&es n'ont pas
Et€é assez bien appliquées, mais aux carences des politiques
elles-m@mes. Ces déficiences prennent d'ailleurs diverses
formes : a) des approches sectorielles trop Etroites qui ont eu
tendance 3 faire oublier les mesures qui auraient pu
Eventuellement contribuer 3 l'adaptation; b) l'absence d'une
définition claire des objectifs 3 atteindre, et c¢) l'adoption
d'instruments d'adaptation inappropriés. Notre analyse d&montre
qu'il sera nécessaire, 3 l'avenir, de procéder 3 un examen
indépendant et plus minutieux des problémes qui se posent, comme
celui des répercussions des octrois sur le secteur visé et du
"fardeau” de leurs retomb&es dans le reste de 1'Economie; cet
examen doit @tre fait avant que les politiques ne soient formulées
et doit viser, par la suite, 3 en assurer la transparence,
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ABSTRACT

The purpose of this paper is to examine the role of government
policies of protection and subsidies to textiles, clothing, and footwear
(TCF) industries in Canada, with a view to assess their impact on recent
adjustment within the industries. In order for this to be done in a
sufficiently broad perspective, the study has also analyzed the sector's
trade barriers, capital investments, labor employment and its
characteristics, and market structure, in so far as they have determined
the adjustment options and ocutcomes. The framework of analysis is kept
deliberately flexible to allow for consideration of issues arising from
inter- and intra-industry adjustment of labor and capital.

Despite certain similarities, both the government policies and the
adjustment behavior has varied considerably fram industry to industry.
Active public support of the textiles and clothing industries originated
with the Textile Policy of 1970 which gradually became more
interventionist. The aims of the textiles policy went beyond the provision
of temporary protection and encampassed an increasing involvement of the
govermment in restructuring the industries by means of direct financial
subsidies, most notably through the Canadian Industrial Renewal Board
(CIRB) in 1981. The focus of government policies since 1970 appears to
have shifted from mere protection to active pramwotion of long-term
structural changes to ensure continuing viability.

Infusion of new capital and technology in textiles and clothing, and
to a lesser extent in footwear, industries was the chief ingredient of the
restructuring strategies undertaken by the industries and actively endorsed
and assisted by the govermment. These strategies themselves appear to rest
on the implicit presumption that the competitive difficulties of the
industries are due solely to lagging productivity, and that international
wage differences <could be oompensated for by sufficiently large
improvements in labor productivity through capital investments. An
evaluation of the policies is hampered by the fact that the ostensible
objectives of government intervention, e.g., "rejuvenation" and
"revitalization” of the industries, were not defined in temms of
measureable criteria, against which actual ocutcomes could be assessed. It
is clear, nonetheless, that the textile policy never envisaged a
contraction or “"downside" adjustment in the textile and clothing



industries. By oontrast, the Canadian Import Tribunal had envisaged a
clear time-table for the phasing out of ORs and subsidy regimes in the
footwear industry.

Close to 60 per cent of direct financial assistance to the TCF sectors
during the 1975-85 period was for capital investment, and roughly 25 per
cent for labor adjustment, exclusively in the form of compensation. The
textile industry was, by far, the largest recipient (57 per cent) of total
assistance, followed by clothing (34 per cent), and footwear, including
tanning (9 per cent). Looking at it from a different perspective,
government grants and quasi-grants acoounted for 54 per cent of total
investment in the clothing industry, 26 per cent in footwear, and 12 per
cent in textiles during the 1981-85 period. Goverrment grants represented
a higher proportion of value-added attrihutable to capital than that of
attributable to labor.

This study has attempted to measure adjustment with reference to the
behavior of certain crucial variables, e.g., employment, investment, and
productivity, in individual TCF industries relative to their oounterparts
in the manufacturing sector as a whole. The adjustment that appears to
have taken place in this comparative framework consists of a decline in
employment and real investment, relative to manufacturing as a whole. The
adjustment is farthest along in the knitting and footwear industries, and
is least visible in clothing.

The impact of trade barriers on the output of protected industries was
blunted by inter-country shifts througth trade diversion, ocompositional
changes in imports and in their quality, and by price-induced reductions in
demand., Nevertheless, there is no clear evidence of scaling down in
textiles and clothing industries. Both have been able to maintain total
real outputs since 1978, though with pronounced cyclical variations. Only
the footwear industry exhibits significant scaling down, both through
reduced output and through reduced variety.

Heavy capital investment in the textile industry during the 1981-84
period, combined with fiber and product specialization, has brought
domestic production closer to a more specialized range. The move toward
differentiated, high-value segments has enabled the industry to acquire a
fair measure of viability and to maintain a more or less coonstant market
share in the production of synthetic fibers and fabrics. The adjustment
process was also facilitated by sizable foreign investment and
internationalization of the major segments of its production.

Capital-based restructuring strategies have been singularly
ineffective in the clothing sector, because of the inherent labor-intensity
of apparel production and the fact that labor ocosts are crucial
determinants of international competitiveness. Moreover, the development
of market "niches” through intra-industry adjustment along narrow product
lines does not seem to figure in the clothing industry's strategy. This
lack of success is attributable both to the industry's fragmented market
structure and the rigidities of the MFA itself. The latter did not
encourage the selection and concentration of damestic production on market
segments of relative strength. Furthermore, the industry has not utilized
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to any significant degree such competitive devices as "foreign sourcing”
which has been an important element in the adjustment of clothing
industries in other OECD countries.

None of the government adjustment programs appears to have paid
adequate attention to labor adjustment, despite the fact that the presumed
interests of the workers were routinely invoked to provide political
justification for public financial assistance to the industries, Neither
protection nor overt subsidization were sufficient to protect employment.
Indeed, the policies of the CIRB under its SFP program may have deepened
the problem of unemployment by influencing the layoff behaviour of CIRB-
assisted firms in their efforts to change both the level of firm employment
and its occupational structure.

The problem of worker redundancy was handled exclusively through
compensation of the separated worker, rather than through retention or
retraining. These equity-based programs probably helped in bringing about
same sort of adjustment within the industry by reducing its private costs,
but did 1little to pramote labor mobility or relieve labor market
congestion., The inability to deal with labor adjustment problems, which is
not unconnected with the prime focus on capital investments, must be judged
as the major failure of all adjustment policies.

The quantitative analysis in this paper suggests that substitution of
capital for labor and the consequent rise in labor productivity was, by
far, the largest oontributor to the decline of employment in the TCF
sectors, followed by rising import penetration, while the effect of exports
was generally neutral. The largely positive impact of the growth of
domestic demand on employment was swamped by negative influences of labor
productivity and import penetration.

In an overall sense, the adjustment policies, except in the footwear
industry, have failed to design and implement a workable approach to
adjusting to international competitive shifts. Government policies have
encouraged productive resources to remain in non-competitive industries,
instead of pramoting their transfer to growing sectors. The lapses are due
not to the lack of implementation of the policies that were formulated, but
to the shortcomings of the policies themselves. The latter, in turn, can
be traced to (a) overly narrow and sectoral approaches that have tended to
obscure potentially adaptive adjustment; (b) an absence of clear definition
of goals; and (c) the adoption of inappropriate means of adjustment. Our
analysis underscores the need in future for a closer and independent
scrutiny of issues, e.g., the impact of subsidies on the sector concerned
and their "excess burdens" elsewhere in the econamy, before policies are
formulated, and for their transparency once they are formulated.
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FOREWORD

There is a substantial amount of adaptation continuously taking
place in the Canadian economy as individuals and firms respond to
the pressures for change. 1In a few cases, however, these
pressures are judged to impose an intolerable burden of adjustment
on particular regions, industries and/or groups of workers. In

these cases, governments intervene by adopting and implementing
sector-specific policies.

In the research program for the Council's Manufacturing Firm
Adjustment project a small number of case studies were undertaken
of some of the most important examples of sectoral policies for
trade sensitive industries. This paper examines the textile,
clothing, and footwear experience where a variety of policy
instruments -- subsidies, high tariffs, quantitative restraints on
imports, preretirement benefit programs for older workers =-- have
been applied. 1In one instance quite a novel institutional
arrangement, the Canadian Industrial Renewal Board (1981-86), was
used. The central conclusion of the paper is that these policies
"except in the footwear industry, have failed to design and
implement a workable approach to adjusting to international
competitive shifts.” The paper examines in detail the factors
that may have contributed to the lack of success in adjustment,
and suggests more workable policy directions for future,

Jaleel Ahmad has written widely on trade, finance, and economic

development. He is currently professor in the Department of
Economics at Concordia University in Montreal.

Judith Maxwell
Chairman
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INTRODUCT ION

This paper examines trade-related, sector-specific, industrial
adjustment processes and the role of government in the textiles,
clothing, and footwear industries in Canada. The focus of the study
is on the analysis of government policies of protection, direct finan-
cial subsidies, and other assistance measures directed toward these
sectors, although autonomous adjustment efforts of the industries
themselves are also considered., In particular, we attempt to identify
the various objectives of public policy toward these industries, the
factors that appear to have shaped the policies, and the extent to
which individual objectives are consistent with each other. In doing
so, we undertake an analysis of the major trade policy and government
subsidy regimes, their economic consequences, and their influence on
the ensuing adjustment process in each of the industries in question.
The analysis is undertaken in a framework which identifies a variety
of alternative adjustment paths, their long-run and short-run implica-
tions, and highlights the relationship between a given industry's
market structure and its adjustment options.

Adjustment assistance programs have long been an integral part of
trade and industrial policies in Canada, at least since the implemen-

tation of the Kennedy Round of tariff cuts. The primary purposes of




government intervention in the process of adjustment were initially
(a) to alleviate the private burden of adjustment to trade liberaliza-
tion by providing compensatory payments to displaced or potentially
redundant workers; (b) to dampen the severity of short-run adaptation
shocks to firms by prolonging the process of adjustment - a task which
was facilitated by the gradual year-to-year implementation of the
multi-laterally negotiated tariff reductions; and (c) to promote
enhanced mobility and search for alternative avenues of employment,
Economic justification for adjustment assistance has always been a
tenuous mixture of allocative efficiency and distributional equity,
and frequently seen as a necessary oomplement to macroeconomic
policies., By and large, the guiding principle behind government
intervention was to preserve the necessary degree of flexibility in
allowing the underlying market forces to produce new equilibria. The
assistance mechanism tended to lean toward “"affirmative" adjustment,
seeking to relocate and regroup productive resources through desired
changes in relative prices, costs, and profitability. Adjustment
programs were envisaged as reflecting a commitment to progressively
disengage trom manifestly uncompetitive production activities.

The commitment to goals of positive adjustment, despite econamic
hindrances and predictable political opposition from vested interests,
has in the past resulted in continual and sustained adaptation to
trade-related upheavals.1 Whether the resulting adjustment has been
rapid enough, or whether government intervention was justified in what
are essentially private econamic activities are undoubtedly matters of
disagreement, Nonetheless, continual liberalization of trade in the

wake of the Kennedy and Tokyo Rounds, as well as the Canada-US Auto




Pact of 1965, 1is a testimony to the fact that firms and workers were
able to adjust to changes in international trade, and subsequently
reaped the benefits of specialization and higher incomes.,

In the more recent past, overall liberalization of trade and the
positive adjustment policies associated with it has been accompanied
by "special” and discriminatory protection to a selected number of
beleagured industries. "“Tailor-made" protection for a small number of
producers in the econamy is supplemented by a significant amount of
direct and indirect subsidization fram public budgets. Together, they
have tended not only to polarize govermment interventions in the
trading system, but have also profoundly distorted the adjustment
process. Particularly since the late 1970's, adjustment assistance
measures tied to sector-specific distresses have tended to differ
markedly fram their earlier oounterparts in a number of respects.

First, adjustment assistance and benefit eligibility are no
longer tied to episodes of multilateral trade liberalization.
Instead, they are triggered by arbitrary notions of "high" or
"unacceptable" levels of import penetration in industries where
prolonged and unprecedented levels of trade barriers have failed to
stabilize the level of imports. As a result, adjustment assistance
measures have become tied to a process which effectively moves the
economy fram a relatively free to a less free constellation. Both
efficiency and equity grounds for adjustment assistance are open to
serious question if they spawn regimes of special protection and
result in a situation which is quite opposite to that of gradual
liberalization,

Second, govermment subsidies to factors of production employed in

industries adversely affected by rising imports are no longer in the



nature of a "bribe" (the Hicksian “"equivalent variation") to vacate
the industry in question and, thus, to allow the econamy to nudge
toward less restricted trade. On the contrary, they have tended to
provide additional layers of protection, over and above the subsidy
implicit in trade barriers. The consequent rise in the profitability
of production behind protective barriers and subsidies has not only
prevented the exit of resources from these industries, but has often
prompted the influx of new resources on the margin,

Third, the focus of govermnment adjustment policies, never very
clear to begin with, seems to have perceptibly shifted fram compensa-
ting the workers threatened with unemployment and assisting their
relocation to supporting the firms to continue to produce, often with
a smaller work force, through internal restructuring devices. This is
despite the fact that the presumed interests of the workers are
routinely invoked to provide political justification for public
assistance and other transfers to firms in question. The income-
distributional implications of these transfers turn out to be quite
different fram those that were originally intended.

Finally, the oommitment to disengage fram sectors rendered non-
competitive as a result of non-reversible, long-run shifts in terms~
of-trade seems to have been eroded. Public resources and transfer
payments on an unprecedented scale have been directed toward declininc
industries for the avowed purpose of their "renewal" and “rejuvena-
tion", often to the point of "regaining international competitiveness"
through restructuring strategies. Adjustment assistance has come to
mean not having to move fram the industry in question.

The thrust of these newer dimensions of adjustment policy is




nowhere more evident than in the textiles, clothing, and footwear
(TCF) industries, where a significant part of the adjustment problem,
though by no means all of it, is due to the surge of highly ocom-
petitive imports from a small number of newly industrializing
countries - the "low-cost" ocountries. These sectors represent the
most dramatic example of combining heavy protection, without clear and
oontestable criteria of "import injury", with unprecedented levels of
direct and indirect goverrment subsidies and other support measures.
A distinguishing feature of the adjustment assistance aimed at the
rejuvenation of textile and clothing industries is its emphasis on
investment and capital subsidies for the renewal and modernization of
equipment and production processes. A frequently-stated objective of
government subsidies is to enable the industries in question to
campensate for the international wage differences through sufficiently
large improvements in labor productivity. This sort of defensive
adjustment is widely seen as a more "permanent" solution to the import
penetration problem than the one afforded by trade barriers alone,

The prime objective of restructuring policies is to secure the
continuing profitability of production by the relatively larger firms,
and only secondarily on problems of worker redundancy which has been
handled exclusively through- compensation rather than adjustment.
Inter-sectoral or intra-industry mobility of production factors, of
the kind envisaged in earlier programs, does not seem to figure in any
meaningful way in any of the recent adjustment measures directed
toward the TCF sectors. Consequently, the adjustment assistance poli-
cies seem to bear the strain of numerous ocontradictions and distor-
tions of their own, which are inevitable when market adjustments are

suspended for long periods of time. It has become commonplace to



suggest that protection and overt subsidization in these sectors (and
in possibly others) is the outcome of a political process in which
narrow interest groups appear to play a decisive role. But this
ex_post explanatory role of interest groups, which tends to assign a
purely passive role to government response, fails to explain a process
of decision-making which is more complex than appears at first sight.
Two major difficulties appear to be super-imposed on those that are
inherent in any adjustment process. First, none of the government
programs provides a clear definition of "restructuring" and "rejuvena-
tion" with identifiable indicators against which outcomes of interven-
tion can be assessed. Second, the emphasis on sectoral approaches has
been instrumental not only in fostering powerful coalitions, but have
also masked the overall adjustment possibilities elsewhere in the

economy and, hence, inhibited transition to newer sectors.

Plan of the Study

This study is divided into six chapters. Chapter I lays down the
conceptual framework, highlighting the proper task of adjustment, and
the role of government intervention. Chapter II discusses import
penetration and the evolution of trade barriers in the TCF sectors.
Problems of labor employment, capital investments, and productivity
are discussed in Chapter III. Chapter IV analyzes the role of
government policies in influencing the adjustment by firms and
workers, as well as provides a ocomparative evaluation of government
measures for individual TCF sectors. Chapter V highlights the inter-
action between the individual industry's market structure and its
adjustment performance. A concluding chapter brings together various

elements of adjustment in a scenario of alternative paths.



I. THE TASK OF ADJUSTMENT

Before embarking on a detailed quantitative analysis of adjust-
ment policies in Canada's TCF sectors, it is worthwhile spelling out
the nature of required adjustment in response to import competition.
It is evident that the nature, as well as the direction and the speed,
of adjustment will vary fram industry to industry, depending upon the
nature and durability of the exogenous "shock" that prampts adjust-
ment, and the organization and market structure of the industry in
question, as reflected in industry concentration, the elasticity of
its market -“emand curve, pricing behavior, and other relevant vari-
ables. Government policies can significantly influence the adjustment
outoomes that would emerge fram the interaction of unfettered markets.
Such policies can either reinforce the market processes as they
converge toward the predicted outcome, or moderate the speed of
adjustment by "leaning against”, or distort the direction of
adjustment  itself, or, in extreme cases, prevent adjustment
altogether. A full analysis of adjustment mechanisms in open
econamies and their relationship to government intervention is beyond
the scope of this paper.2 The following paragraphs attempt to throw
light on a few pertinent issues as they relate to the limited concern
of this paper.

Let TT' in Figure 1 represent the long-run transformation surface
between an importable good x (for example, the output of the TCF
sector), and another composite good y which is a surrogate for other
tradable goods in the economy. The tangency of (p /p ) , whose slope
represents the relative price of x and y as determli/neg lin the world

market, with TT' defines the initial equilibrium at point A, At A
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goods and factor markets clear at a given wage-rental ratio, w/r.

A change in terms-of-trade, viz., a fall in the relative price of
X due to increased competition fram imports represented by the slope
of the new price line (p /p ) , requires a shift of the production
equilibrium to B. Provigedxlimp-wm transfers are possible, both
efficiency and welfare would be maximized by producing at B and trad-
ing at the new price ratio, which signifies the "consumption possibil-
ities" set for the open econamy, A market-determined adjustment
consists of an exit of some resources from the production of x whose
output declines and their reemployment in the increased production of
Ye The wage-rental ratio will change, depending on the factor-
intensity of the x-sector; if it is relatively labor-intensive, the
change in terms of trade at B will, in general, lower wages relative
to rentals.

The move fram A to B is, however, unlikely to be either instan-
taneous or smooth if the factors of production employed in x are
"specific" and are, therefore, incapable of alternative employment
without considerable transformation, The difficulties of adjustment
arising fram the specific nature of production factors may be
ocompounded by further difficulties arising from the lack of perception
of the need to adjust, inertia, factor market imperfections, such as
wage stickiness and labor market oongestion, and possibly other
rigidities. The move from A to B is, in reality, an "adjustment
path", rather than a quantum jump, representing a succession of sub-
optimal equilibria. The path itself is characterized by temporary
unemployment of factors, private and social losses of earnings and

output, and possibly cyclical variations in employment and output.



The various impediments to inter-sectoral adjustment may con-
veniently be represented by a short-run transformation curve, such as
SS', which lies uniformly inside the long-run surface TT', except at
point A, If short-run transformation difficulties arise from market
imperfections which are unavoidable, government intervention through a
regime of taxes and subsidies is required for their correction.3 In
the absence of govermment intervention, the economy may fail to adjust
properly, and may remain permanently on a sub~optimal point, such as
C, or, in extreme cases, the output combination may fall to a point
directly below the initial equilibrium at A.

If the cause of transformation difficulties 1lies in the
"specific”" nature of one or more factors of production, the market is,
in principle, capable of yielding a desirable adjustment outcome., If
prices and wages are reasonably flexible, a reduction in both of them
governed by the rate of decline of the import price would eventually
nudge the economy toward the long~run equilibrium at B. The essential
mechanism involved in this transition is the emergence of a
differential between rewards to factors of production in different
sectors. The fall in the price of importable good translates into a
lower reward to factors employed in its production relative to other
sectors in the economy, e.g., production of exports, domestic goods,
and services. The increased relative attractiveness of higher wages
and rentals 1in other sectors is what induces the inter-sectoral
reallocation of factors. The speed of adjustment is governed by the
useful life of the equipment, its rate of depreciation, the attrition
and the rate of turn-over of labor, the cost of retraining and re-
location, as well as the size of factor reward differential.

The problems posed by the “"specific" nature of capital equipment



and labor are quite different fram each other. Capital equipment
built to specification for particular tasks is quite rigid during its
useful life. The only feasible transformation is to allow it to
depreciate and build new equipment suitable for other tasks. However,
in industries where a portion of capital equipment is rented (most
notably in footwear and, to a lesser extent, clothing) or if there is
an international market for the equipment (e.g., textiles machinery),
then the opportunity cost of capital equipment is not zero, and its
specific nature less of a constraint to desirable adjustment. The
specific skills and aptitudes embodied in workers, frequently tied to
particular locations, effectively "depreciate" immediately if not used
in its customary employment., But the cognitive and learning capaci-
ties remain undiminished throughout the working life, and are capable
of being redirected to other occupations through retraining and
recycling. The policies to deal with "specificness" of labor are,
therefore, different from those that are appropriate for capital.

The speed of adjustment may be slower if correct policies to deal
with specific factors are not in place, or if the system is otherwise
not in a state of resilience. Production equilibrium is likely to
move initially from A to C on the adjustment path as a result of the
exogenous "shock". Campetitive forces imbedded in a resilient
economy, reinforced by correct government intervention, will shift SS°
progressively to the right on the path indicated by the dashed line
CB, and adjustment would be complete. The failure to reallocate
resources, and thus to equalize the marginal products of factors in
each of the sectors, 1is expected to lower the national income below

the maximum attainable with a given level of resources. Government
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intervention to facilitate the process of adjustment in the face of
rigidities is justified on both efficiency and equity grounds, as

argued later in this essay.

Industry Adjustment and Market Structure

Adjustment to market forces is, as a rule, undertaken by firms.
The nature of adjustment by firms, in turn, is determined by the
industrial characteristics and market structure within which firms'
production and pricing decisions are made. Adjustment strategies and
responses available to firms in fragmented industries that closely
resemble oconditions of "perfect" competition are not the same as those
in oligopolistic industries with differentiated products, barriers to
entry and, through large sunk costs, to exit as well, market-sharing,
and non-price competition., Firms in competitive industries, such as
the TCF sector, have few non-tangible assets which provide them with
durable competitive edge over their rivals, Product differentiation
and economies of scale, to the extent that they are significant,
accrue only to a few relatively large producers. A competitive firm
is, 1in general, unable to raise domestic price by the full extent of
tariff on competing imports without inducing the entry of new firms in
the market or increased production by existing ones. Attempts to
raise oost-price margins through collusion are unlikely to succeed.
Nonetheless, product differentiation and specialization in narrow
product lines through market "segmentation" can be an effective
adjustment strategy even in fragmented industries, such as the produc-
tion of clothing, as we discuss below.

Import restrictions and direct government subsidies can ease the

constraints to desirable forms of adjustment both for the competitive
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and oligopolistic industries. Although tariffs and non-tariff
barriers are, on balance, complementary, the two forms of protection
differ markedly in their attractiveness to industries with different
market structures. In particular, non-tariff barriers are apt to be
relatively more appealing than tariffs to industries with a fragmented
structure. There 1is some empirical evidence to suggest that the
incidence of protection through quotas and "negotiated" trade barriers
is negatively related to seller concentration, with the converse being
the case for tariff barriers.4 Similarly, capital subsidies, rather
than payroll subsidies may be more attractive to firms in fragmented
industries, because of oonstraints arising fram lower retained earn-
ings and high capital costs of borrowing.

The degree to which domestic firms take advantage of trade
barriers in changing their prices and quantities varies systematically
with the level of seller concentration, and with the degree of elasti-
city of individual sellers' market demand. In industries with high
seller concentration, firms are able to raise prices of domestic
substitutes by a substantial proportion of tariffs due to their
ability to prevent protection-created rents from dissipating. As a
result, protection merely raises prices, with little or no change in
quantity produced. By ocontrast, in industries with low seller concen-
tration, trade barriers induce a shift toward domestic substitutes,
and the main effect is on quantities produced, rather than on price.
Thus, the main effects of protection on domestic quantities and prices
cannot be inferred merely fram the change in trade policy; a knowledge

5
of the industry's market structure is necessary.
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Type of Adjustment:
Inter-Industry or Intra-Industry

The type of adjustment depicted in Figure 1 signifies a movement
of resources from one well-defined industry to another, following the
change in terms~of-trade. This is, indeed, a simplification which
avoids difficult issues involving industry classification, In
practice, an industry consists of a collection of firms producing a
number of different products, either singly or jointly. The products
can be fairly homogeneous, or they can be "similar" but differentiated
by size, quality, ingredients, brand image, and other hedonic attri-
butes. Domestic response to changes in foreign prices takes on an
entirely different character when there are significant possibilities
of intra-industry adjustment relating to movement of resources within
a given industry and often within a given firm, usually across narrow,
specialized product lines. No larger-scale shifts of labor and capi-
tal are involved. Faced with a decline in international competitive-
ness, a firm can attempt to recreate its competitive advantage,
relative to foreign and domestic rivals, by focusing on market
segments with a low price elasticity of demand. It can try to alter
the market parameters by means of strategic shifts from one product to
another, just as crop rotation practised by farmers who produce homo-
geneous goods of different kind. The permutations of adjusting stra-
tegies through product selection may not be as high as those available
to oligopolistic firms, but they are not totally absent.

In Figure 2, x. and x' represent two products which are different
from each other, gut arerart of the same industry, e.g., textile
fabrics produced with cotton or with man-made fibers, or are differen-

tiated products, e.g., wamens' clothing with unique style attributes.
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The transformation curve tt' between the two products within a given
industry, and often within a single firm, is oconvex fram below,
signifying that internal economies of scale and econamies arising fram
plant specialization dominate all other influences on costs of produc-
tion. A fall in the relative world price of one of the goods will
prompt domestic producers to reallocate resources toward the produc-
tion of the other good. However, trade barriers that attempt to
neutralize changes in international terms-of-trade also prevent
correct intra-industry adjustment. For simplicity, we assume that the
initial specialization in the production of X at t' is no longer
available due to irreversible changes in tems-otl?-trade, as indicated
by the truncated lower portion of the tt' curve. Trade barriers on
imports of X will, in general, prevent an intra-industry shift toward

i
a full exploitation of scale econamies in the production of x .

Profit-maximizing production will take place at a point such as gx
Such a situation oould easily arise if, for instance, there are
product-specific quantity restrictions (QRs) on a wide variety of
products within the industry, and no clear-cut pattern of intra-
industry oomparative advantage emerges. If now full optimality is
restored by trade liberalization, domestic producers can specialize in
the production of x att and remain competitive by exploiting scale
economies., Intra-inchustry adjustment of the kind depicted in Figure 2
offers a cooperative solution to the problems posed by import competi-
tion.6 In the real world, where there are more than two products,
possibilities of intra-industry specialization increase dramatically.
The development of market "niches" along narrow product lines

allows the adjustment process to be internalized within the industry

in question, and the role of inter-sectoral transfers is minimal.
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While the problems posed by the specific nature of production factors
do not altogether disappear, they are considerably less than in the
case of inter-industry shifts. The possibilities of specialization
and, therefore, the containment of the adjustment problem within the
industry, can themselves be enhanced by product development. A purely
passive response to terms-of-trade changes is replaced by strategic
behavior which brings into sharper relief a product-specific market
segmentation, which tends to reduce the elasticity of demand faced by
domestic firms. The degrees of freedom in adjusting behavior
contingent on intra-industry adjustment may not be available equally
to all firms in the industry whose exit may mean that some inter-
industry adjustment in response to foreign price change may be
unavoidable.

Most industrial adjustment in OECD countries in the recent past,
both in response to multilateral trade liberalization and to the
formation of free trade blocs, such as the EEC, has in fact been of
the intra=-industry kind.7 As a result, factor movements have been
largely oonfined to their shift from one segment of the industry to
the other, without large scale or prolonged factor migration,
Retraining of workers and retooling of equipment -~ tasks which cannot
be completely avoided in any adjustment - were justified as the price
for “"market-swapping” with trading partners and have clearly
rationalized production. Intra-industry adjustment has also meant
that no single element in the firm's cost function, e.g., wage costs,
is the decisive factor in its competitiveness, and that the reasons
for inter-firm cost differences go beyond international differences in

factor and input prices.
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A possible reason for the severity of adjustment problems in
certain sectors - textiles, clothing, and footwear being prime
examples - is that import competition in these sectors introduced
structural problems of a kind that are different from those in oligo-
polistic manufacturing industries producing differentiated products.
Foreign competition rendered large segments of the industries in
question suddenly non-campetitive, and seemed to require substantial
movements of resources out of them. Since these industries are
invariably labor-intensive, the main brunt of adjustment was perceived
to fall on labor groups. Oligopolistic types of behavior which ocould
permit ocontinued viability without vacating the industry were, in
general, not available. The intensification of import competition in
labor-intensive manufactures represents a structural shift of profound
implications for domestic producers in industrial oountries. The
oollective inability to manage this structural change, rather than
any marked deterioration in the flexibility of labor markets, as
often claimed, is what lies behind the current rigidities in the
adjustment process. Nonetheless, these developments enhance both the
need and the potential for industrial adjustment. These same factors
have doubtlessly involved the public sector ever more intricately in
the adjustment process.

Role of Government
Adjustment Policies

Industrial adjustment in market economies is, as a rule, under-
taken by firms and households who bear the private costs of such
adjustment, and appropriate the eventual gains from it. This
principle is firmly rooted in market-determined econamic systems, and

cannot be altered without redefining the limits of state intervention
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in econamic matters., Therefore, any direct involvement of the govern-
ment in the process of industrial adjustment has to be expressly
defended. A key question is whether there are distortions in product
and factor markets, which prevent the attainment of a socially effi-
cient adjustment outcome. The distortions can arise from a variety of
sources, such as 1nadequate information, absence of risk-bearing
mechanisms, trade-union induced restrictions on wage flexibility,
cultural and language barriers to labor mobility, and congestion in
the process of search for new employment. If such distortions exist,
the correct intervention policy is to "countervail" these distortions
at their source, without direct intervention in the adjustment pro-
cess.8 A principal objective of government policy should be to create
a market-determined environment in which private decisions lead to a
socially optimal outcome by removing general distortions in labor and
capital markets. In temrms of Figure 1, the task of an efficient
adjustment policy is to intervene in product and factor markets in a
way that minimizes the present discounted value of welfare losses
along the adjustment path ACB.9 It is only when oountervailing
measures are either unavailable or give rise to by-product distortions
of their own that a direct intervention in the adjustment process may
be required.

A distinction between private and social costs of adjustment is
crucial, Private decision-making units, whether firms or households,
incur the cost of adjustment in the form of lost earnings as a result
of temporary unemployment and redundancy, as well as the ocost of

retooling, retraining, and readaptation necessary for mobility and

reemployment. The purely monetary costs may be compounded by psychic
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costs of dislocation, particularly when a change in the customary
place of work and residence is involved. Social costs of adjustment
accrue to the economy at large, and can be approximated by the diff-
erence between the potential value of national income at the predicted
long-run equilibrium (such as at B in Figure 1) and the one that
results from temporary unemployment, or employment in low-productivity
occupations, during the process of adjustment. It is clear that
social costs significantly depend on the speed with which adjustment
takes place, and are susceptible to intervention policies themselves,
It should also be noted that private and social costs do not always
oconverge, Private costs do not disappear when social oosts are
eliminated and the long-run equilibrium is attained, and frequently
require Jlump-sum compensatory transfers. By the same token, social
costs may continue to be incurred if private costs are extirpated by
the absence of required adjustment,

Recent experience with adjustment difficulties in the wake of
import competition, particularly in the TCF sectors, has demonstrated
that private costs of market-determined adjustment are often quite
high and fall disproportionately on labor groups which, for a variety
of reasons, are unable to bear the full burden of their own adjust-
ment, The oosts are particularly onerous when the macroeconomic
environment 1is one of recession punctuated with mild recoveries,
misaligned exchange rates, and the absence of adequate non-
inflationary growth. As a result, labor markets have tended to become
inflexible and 1less resilient to structural changes. Nonetheless,
enhanced adjustment difficulties are due less to any marked deteriora-
tion 1in labor market flexibility, as argued in some quarters, but

rather to the change in government intervention policies themselves
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and in the political constraints within which policies are formulated,

as argued later in this paper.

It is now generally recognized that governments everywhere have
the undisputed task of smoothing out the oourse of industrial adjust-
ment. The importance and the urgency of domestic industrial adjust-
ment 1is underscored by recent structural changes in the pattern of
international trade and investment, whose speed itself is quickened.
The question is no longer whether or not to intervene, but relates
rather to the direction, nature, and the means of intervention itself.
Insufficient attention has been paid to the task of formulating a
constellation of intervention policies that are ooherent, efficient,
and adjustment-enhancing in the correct direction. It is clear that
incorrect or slow adjustment can prolong the short-run disequilibria
inherent in the process of adjustment and thereby increase both social

and private costs.

Both efficiency and equity, tempered by political expediency, are

likely to figure among the justifications for direct goverrmment inter-
vention in the adjustment process. The notion of efficiency is
generally unambiguous. A given constellation of resources yields the
highest attainable level of national income if all factors of pro-
duction are employed in the activity of their highest marginal pro-
ducts, which are equalized in all activities. When markets are in-
operative or sluggish, government intervention and adjustment
assistance pramotes efficiency if it nudges factors of production to
where they contribute most to the national income at given factor and

product prices. Correct intervention not only countervails the wedge
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between private and social values, but also reduces the private and
social ocosts of adjustment.

There 1is, nevertheless, the possibility that the econamy will
incur a disproportionately large social cost in undergoing adjustment.
The discounted present value of transition costs can, under certain
oonditions, exceed that of the gains fram adjustment, due to the loss
of potential output fram unemployment and dislocation. There are,
however, not too many empirical results that support such a
possibility.10 Similarly, labor market congestion means that the
ability of the market to reemploy displaced workers is affected by the
size and distribution of unemployment in segmented labor markets. It
is then possible to use protection as a means of slowing the pace of
change. On the other hand, it could be argued that by-product distor-
tions can be avoided if intervention is directed toward removing the
original distortions that give rise to labor market oongest:ion.11

The notion of equity, on the other hand, admits of no simple
interpretation, since it necessarily involves a comparison of inter-
personal states of welfare. The tradeoffs between equity and
efficiency, particularly as balancing acts for political expediency,
lead to further camplications. The most accessible interpretation of
equity is the use of adjustment assistance as a redistributional tool
in compensating factors tied to declining industries., It is in the
nature of a "bribe" to the "losers", in an attempt to overcome the
political opposition to less restricted trade. It presupposes that
the terms-of-trade gain to the economy at large is higher than private
losses incurred by same factors adversely affected by the change.
This aspect of adjustment assistance has been extensively used to

justify benefits to displaced workers in excess of customary unemploy-
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ment and layoff benefits.

The trade-off between efficiency and equity is frequently sought
to be justified, with considerably less flair, in attempts to prevent
adjustment on the ground that private costs would be too high. The
most defensible argument for direct intervention in the adjustment
process, and the one in which private and social purposes coincide, is
for subsidization of the movement of factors out of low productivity
employment in industries that have lost their long-run competitive-
ness. The speed of adjustment itself, which crucially depends on
particular industrial characteristics, can be slowed down to minimize
any residual private costs. There may also be valid arguments for
redistributing income through tariffs, following an adverse terms-of-
trade shock, from individuals with a low marginal utility of income to
those with a higher marginal utility, or if the resulting distribution
of income is unacceptable.12 The overall costs of adjustment depend on
the combination of the means of adjustment assistance, discussed in
the next section, as well as on the sequence and coordination of the
movement of labor and capital. There are no defensible arguments for
preventing adjustment by inducing factors of production to remain in
low-productivity employment.

Other possible interpretations of equity are less straight-
forward. If continuing and escalating trade barriers induce factors
to remain tied to declining industries and welfare losses to consumers
continue to mount, 1is it equitable to extract a penalty from factors
that have become artificially "immobile" as a result of government
policies and compensate the consumers for their losses? And, the

exporting groups that are likely to lose from trade-distorted relative
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prices, exchange rate misalignments, and retaliation? Is it
"equitable" to provide compensation only to certain "special" pro-
ducers and not to all producers across the board? Wwhen the econamy
suffers internal shocks (e.g., changes in technology, demand, and
tastes) as against external ones arising from terms~-of-trade change,
the ooalition of losers 1is generally less powerful to block the
change. Is it then equitable not to compensate them simply because
they lack political power? Arbitrary notions of equity, divorced fram
those of efficiency, are fraught with serious dangers of misuse.

It has now become clear that sluggish adjustment, and often non-
adjustment, on the part of factors currently employed in import-

threatened industries arises in large measure from expectations of

government assistance, and the consequent non-adjusting behavior be-
comes a prima facie ground for actual assistance. These expectations,
whether rationally held or adaptively formed, frequently spawn
lobbying and pressure groups and assorted coalitions of vested
interests, and give rise to social costs (the counterpart of their own
"rents") which are clearly avoidable. The "excess" cost of incorrect
government adjustment policies is not confined to the sectors toward
which such measures are directed, but extend to other sectors through
inter-industry repercussions, just as nominal tariffs on a range of
inputs 1influence the degree of protection afforded to final goods
industries, Moreover, through the expectations mechanism, they set

dangerous political precedents that are difficult to resist.

Adjustment Assistance Measures
The purpose of the adjustment assistance measures undertaken by

the government is to alter the conduct of economic activity with a
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view to achieve an outcome different from the one that would result in
the absence of adjustment. Accordingly, adjustment measures are de-
signed to induce, directly or indirectly, a change in the relative
price of goods or factors of production., Adjustment measures to
assist import-threatened industries have taken a variety of forms.

(1) trade barriers can range from tariffs, including oountervailing

duties, quota restrictions (QRs), and voluntary export restraints

(VERs); (2) direct and indirect financial subsidies to owners of firms

and workers, including investment grants, ooncessional loans, loan
guarantees, retraining and relocation grants, and compensation for

separation; and (3) fiscal measures, such as investment tax credits,

accelerated write-offs and depreciation, and favorable tax treatment.
In addition, regional policies of investment, employment, and growth
in designated areas may often be guided by trade policy. A common
feature of all government adjustment measures is that they invariably
give rise to a transfer payment from the consumers (in the case of
trade barriers) and from taxpayers (in the case of subsidies and
fiscal concessions) to factors of production remaining in or moving
from affected industries. As such, they redistribute income in a
selective and discriminatory manner.

Trade barriers are, by far, the most common form of government
intervention for the support of TCF industries. While all trade
barriers involve an implicit subsidy to the protected industry, they
also give rise to a "by-product" distortion in the form of consumer
losses through higher prices of importables.13 A trade barrier that
wholly or partly negates the fall in world prices prevents the exit of
resources by raising the profitability of domestic production of

importables, and thus hinders long-run adjustment. A frequent justi-

23




fication for trade barriers in declining industries has been that they
provide the necessary "breathing space" for the industry beset by
altered competitive oonditions, and allow time for a gradual and
orderly oontraction. This may indeed be defensible if trade protec-
tion is contingent on a gradual winding down of the industry, and an
eventual removal of trade barriers. In practice, however, trade
barriers in the absence of a clear time-table for their removal have
provided incentives for maintaining production levels unchanged, even
though factor substitution and other technological adaptations have
taken place.14

Recently, trade barriers which themselves have been increasing
over time have been supplemented by direct and indirect financial
subsidies for the imprecisely defined purpose of "restructuring” of
the industries in question. Subsidies can be distinguished from each
other according to where they produce the initial relative price
impact. Subsidies can take the form of a production subsidy or a
factor subsidy either to capital or to labor.15 Two 1initial oon-
siderations need emphasis. First, a flow transfer payment to capital
or labor initially employed in a declining industry and in the process
of exit is very different fram a flow transfer to capital and labor
that remain employed in that industry. The latter type of transfer
contingent on factors remaining in the declining industry seriously
distorts the adjustment process. This is because the 1linking of
transfer payments to the current location of the factor, rather than
its potential relocation, creates an artificial incentive to remain
employed in its initial location. In fact, if the level of subsidy

were set equal to the differential between factor earnings in the
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declining industry and in other sectors of the economy, then all
incentives for movement would be removed and there would be no adjust-
ment. Second, the presumed superiority of direct subsidies over trade
barriers, often invoked in the adjustment literature, rests on the
proposition that subsidies avoid the gratuitous oonsumption losses
associated with trade barriers. Nevertheless, it is important to
recognize that subsidies give rise to efficiency losses of their own
by distorting product and factor prices.16

The arguments for intervention through factor subsidies generally
rest on the existence of some "specific" factor of production. Labor
subsidy on efficiency grounds is justified if there is nominal (or
real) wage rigidity which prevents re-employment, or if the market-
determined rate of unemployment, following the terms-of-~trade change,
is not optimal. Equity considerations, in turn, favor lump-sum trans-
fers to labor if the subsequent redistribution of income within the
economy is unacceptably large. The case for capital subsidies to
owners of firms is considerably weaker. The divergence between
private and social ocosts that could conceivably suggest a presumption
in favor of capital subsidy has not been demonstrated. The capital
markets provide the mechanism of insurance to owners of assets and
stockholders to choose the extent of risk they 1like to assume,
Furthermore, capital is not permanently sector-specific. If it is
slow to respond to the differential between the rental earned in its
customary employment and the one potentially available in an alterna-
tive use, investment tax credits and interest rate subsidies (purely
fiscal measures) may be necessary to move capital out of the low-rent
to relatively higher rent industries. The argument that subsidies to

firms are justified for maintaining employment confounds the issue;
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both capital and labor subsidies to firms in a protected labor-
intensive industry are 1liable to induce substitution of 1labor for
capital.17

The foregoing considerations reinforce the importance of oo~
ordinating the adjustment processes of labor and capital, It may be
necessary to slow the speed of adjustment of one of the factors if it
is not in step with that of the other. Investment plays a pivotal
role in bringing about adjustment in market-oriented economies, and
labor adjustment largely follows the lead of capital. If capital
adjustment is thwarted, it is difficult to visualize smooth adjustment
of labor., In the same vein, it must be recognized that time-
minimizing adjustment policies of the "bang-bang" type which attempt
to secure reallocation in the shortest possible time, without regard
to their coordinated movements, are unlikely to be pract:ical.18

In judging the role of factor subsidies in the process of
industrial adjustment, it is necessary to keep in mind the distinction
between a declining industry and a growing ("infant") industry with
dynamic externalities. Market failures and imperfections and, hence,
the rationale for intervention, in the two cases are quite different
from each other. The infant industry argument rests on dynamic
allocative efficiency, and derives its cogency from the apparent
failure of capital and labor to make socially optimal allocation
decisions. In addition, the infant industry must demonstrate that it
has an attainable potential competitive advantage, i.e., the present
discounted value of benefits is higher than the current costs of the
subsidy., The arguments for intervention in the case of a declining

industry, on the other hand, seem to rest on the irreversibility of
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investment which has created non-transferable, industry-specific
assets., The asymmetry between declining and growing industries would
indicate that the proper role of factor subsidies in the declining
industries is to let them decline gradually and without unacceptably
large private costs. At best, attempts to preserve an industry-
specific factor's incame in the event of a change in terms-of-trade
may lead to an equity-based argument for intervention, in contrast to
the efficiency-based argument for growing industries.19

Another way to pose the problem is to ask the question as to
whether the purpose of government intervention in declining industries
is (a) to assist the industry to overcome a temporary distress; or (b)
to assist it to decline in a gradual and orderly manner, rather than
precipitately; or (c) to enable it to permanently maintain its level
of production., Efficiency arguments for intervention, either through
subsidies or through trade barriers, can be invoked to suppcat
objective (a) if it enables the industry to overcome its temporary
difficulties by means of restructuring of production. Both efficiency
and equity grounds of subsidization coalesce in favor of tax-subsidy
intervention for adjustment of labor, but not necessarily of capital,
if the purpose of the policy coincides with (b). If capital is
specific to the declining industry, it no longer has an opportunity
cost to the economy and, in general, requires no intervention. The
absence of contingency markets for risk-bearing may, in special cases,
lead to a case for compensation on equity grounds. There appears to
be no valid basis, either on efficiency or equity grounds, to support
objective (c), viz., the maintenance of the status quo. The grounds
are quintessentially political.

It should also be noted that the use of subsidies for the attain-
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ment of a legitimate domestic objective rests on the implicit
assumption that non-distortionary means of financing the subsidy are
available. 1In practice, this is seldom the case. Fiscal measures to
finance subsidies give rise to distortions of their own, with adverse
income and price effects. In addition, subsidization frequently
entails “"excess burden" over and above the cost of financing. Excess
burdens signify further losses in efficiency resulting fram sub-
optimal and non-adjusting postures merely to take advantage of the
subsidy. Subsidies lead to what Boulding has termed the "dependency
trap", i.e., subsidies designed to meet a temporary need create such a
successful adaptation to them that the need becomes permanent. The
ocontinuing receipt of subsidies may give rise to, more or less,
permanent losses through inappropriate measures undertaken as part of
the adjustment process, while trade barriers, at least in principle,
are removable. If non-distorting revenue sources are unavailable or
if budget deficits are mounting, the levels of subsidy must be
modified to reduce their by-product distortion.

We have so far discussed the role of government adjustment policy
in cases where the terms-of-trade change is irreversible and reflects
a structural shift in the pattern of trade. By their very nature,
these changes are long-run in character, but pose a problem of identi-
fication, since they seldom occur in sudden and discrete jumps. In
particular, they are 1liable to be confused with other short-run
changes in relative prices. The effect of the latter on terms-of-
trade may be indistinguishable from that of the more permanent shifts
in comparative costs of production, but policy prescriptions are

markedly different,
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Two such short-run influences on terms-of-trade may be noted
here. First, cyclical  wvariations in demand and output of
internationally-traded goods periodically change the terms-of-trade
between groups of products. These changes alternate in unison with
phases of the business cycle, and quickly reverse themselves without
any perceptible long-run trends. If so, no long-run move, such as
from point A to B in Figure 1, is indicated. 1In general, no policy
intervention is called for, except that which is directed toward
smoothing out the business cycle itself by means of macroeconomic
policies, Second, the dumping of foreign-produced goods or their
subsidization by foreign governments may abruptly lower their relative
prices. Again, no long-run adjustment is called for. If dumping is
carried out in a predatory fashion, the correct policy is the use of
countervailing trade barriers, in order to neutralize the effect of
dumping or state subsidization on the cost of imports. 1In either
case, it is important to avoid the ambiguity concerning permanent and

transitory changes in terms-of-trade.

Political Factors in Econamic Adjustments

Political opposition to adjustment necessitated by economic
upheavals is not new. But the organized exercise of political
pressures through durable coalitions of narrow interest groups has
recently emerged as a powerful deterrent to economically desirable
adjustment, Political lobbying for rent-seeking, super-imposed on the
purely technological and economic hindrances to orderly adjustment;
transform essentially routine economic matters into contentious poli-
tical issues. The availability of protection and other means of overt

subsidization bears no necessary relationship to legitimate difficul-
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ties of adjustment. In reality, protection and subsidies are both
determined as the outcome of a complex political process which shapes
the demand for and the supply of uncommon privileges. The motivations
underlying the pressure of interest groups in seeking insulation from
market forces is clear enough. Trade barriers and direct subsidies in
the form of unrequited transfers to the industry mean increases in
producers surplus, and the demand for such rents varies inversely with
its price in terms of resources spent in lobbying. The govermment's
response to, and its ability to cope with, protectionist pressures,
which may loosely be termed the supply of protection, is not quite so
straight forward.

It 1is not simply that the government passively reacts to these
demands in securing its overriding objective of getting re-elected.
Neither do govermments actively choose to dole out protection to
maximize their own self-interest. Several mutually reinforcing
factors tend to complicate the process. First, the government's
response 1is oconditioned by political and ideological traditions which
themselves are shaped by political spectrum of the party in power or
through a bi-partisan consensus. The propensity to cosset particular
industries fram market forces would be less in oountries where
liberalism in economic matters is the prevailing consenus, and a
positive adjustment bias is ingrained in public policy. ©On the other
hand, in countries where providing public support to vocal industry
groups is not considered a political liability, the susceptibility to
pressures for intervention would be correspondingly higher. Where
intervention is invoked, the premise usually is that public interven-
tion can promote adjustment in a less disruptive manner than the one

achieved by market forces. These predilections and partiality toward
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public assistance measures, rooted in the political decision-making
process, more than anything else, have played an important part in
shaping industry-government relations, Consequently, demand for pro-
tection 1is likely to find a sympathetic and ready response in the
supply of protection., Although the determinants of the ability to
adjust are far from clear, there is little doubt that flexibility in
this regard is greatly influenced by overall policy orientation.
Second, when the need for adjustment arises because of an
internal shock, there usually are strong producer and consumer lobbies
within the oountry in favor of the change, and act as decisive
oounter-weights to the ooalition of the losers. When the need to
adjust lies 1in a change in the level of imports, it is usually
possible to shift, at least, a part of the burden of adjustment (and
most of the blame) to the trading partners. It then becomes difficult
to assemble a coalition of interest groups that favor the change and
are willing to lobby for it. Trade barriers impose direct costs on
consumers through higher prices, and indirect costs on export-oriented
industries and regions through over-valued exchange rates, negative
protection through higher input prices, and through other allocative
inefficiencies., It 1is well-known that consumer interests are too
diffuse and fragmented to pose a ocountervailing force to protectionist
elements which, by contrast, are highly organized. Moreover, when
trade-barriers are sector-specific and are not generalized to a
majority of imports, their price effects on a per capita basis may
appear too small, in comparison with the highly localized and ocon-
centrated impact on producer interests in protected industries.

Similarly, a ooalition of exporters against protectionist measures
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that reduce the profitability of exports indirectly is also difficult
to establish, because the adverse impact of sector-specific pro-
tectionist measures on any single export-oriented interest would be
marginal or, at least, would be seen in that light. In countries with
a liberal econamic philosophy, oonsumer and exporting interests have
relied on the government to safeguard their interests vis-a-vis those
of special industries.

The threat of international retaliation and other disruptive
behavior on the part of trading partners, which is by far the most
potent barrier to protectionist pressures of sectional interests, is
generally absent in the case of negotiated trade barriers. Negotiated
export restraints not only reduce international conflict and obviate
the need for compensation under Article 19 of the GATT, but are also a
facilitating device for ocollusion among the exporting and importing
firms. Firms in exporting countries that capture the export licences
are able to expropriate the quota rent to themselves and are able to
adjust by other means, though not costlessly, such as quality changes,
upgrading of the value-added of exports, and sheltering from competi-
tion from new producers. In general, the burden of adjustment tends
to be shared between importing and exporting countries., To that
extent, importing oountry governments are less inhibited in their
grant of protection,

Finally, problems of adjustment are, as a rule, approached exclu-
sively in terms of costs, without any discussion of "willingness" to
adjust., Some oountries (and industries) might make more adjustment by
introducing new products and new methods of production than others
because of a greater willingness to adjust rather than because of

lower costs. A positive approach to adjustment, and to its inherent
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risks, is what determines whether to adjust or not at a given level of
adjustment costs.
1I,TRADE BARRIERS AND ADJUSTMENT

Trade barriers have been, by far, the most important policy
instruments in the textiles, clothing and footwear industries in
Canada, although their particular form and transparency has varied
from sector to sector. While negotiated (voluntary) export restraints
have been the major trade restricting device in the textiles and
clothing industries, global quantity restrictions (QRs) have governed
the imports of footwear. The VERs in the case of textiles and
clothing and QRs in the case of footwear are super-imposed on statu-
tory tariffs which, despite gradual reductions during the Kennedy and
Tokyo Rounds, remain significantly higher than the average for the
manufacturing as a whole. The purpose of this chapter is to analyze
the consequences of trade barriers for adjustment in the three sets of
industries, with particular reference to the differences in their
econamic and market structure.

All trade barriers are designed to reduce the foreign supply of a
product to a particular market. The lower levels of imports raise
domestic prices and, depending on the price elasticity, reduce the
damestic demand. The domestic industry is presumed to benefit both
from the increase in domestic price which raises the profitability of
the firms, as well as a rise in the industry's market share vis-a-vis
imports. The change in market shares, however, cannot be inferred
merely fram the size of trade barriers, and further assumptions about
the industry's market structure have to be made. Protection-augmented

prices enable marginal producers, who were unable to compete at world
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prices, to remain in the industry, while infra-marginal, lower-cost
producers experience a rise in their cost-price margins. Both factors
combine to raise the proportion of domestic demand supplied by
domestic industry. These effects are true, by and large, when trade
barriers take the form of tariffs and QRs. VERs and other organized
marketing arrangements, on the other hand, induce complex shifts in
foreign supply which, at least partially, offset the intended effects
of trade barriers, and influence the ensuing adjustment process in the
domestic industry. The three most important shifts in foreign supply
that are pertinent to this study are (a) the inter-country shift in
the source of imports; (b) the inter-commodity shift in the composi-
tion of imports; and (c) the change in the "quality" or value-added of
imports that are subject to quantity ceiling. All three types of
shifts have been important in the Canadian textiles and clothing
industries where VERs have been extensively used. Global quotas, such
as those on footwear imports, are by and large immune to such shifts,
although changes in the "quality" of imports are presumed to have
occurred.,

Trade barriers in textiles and clothing have three further ocom-
plicating effects, First, trade barriers in textiles induce inter-
fiber substitution between yarns and fabrics made from natural fibers
and those made from synthetic materials. Second, since the textile
and clothing complex includes a chain of different products embodying
different degrees of processing, viz., yarns, fabrics, and clothing,
tariff barriers in one product category are bound to have repercus-
sions for the other., Third, there is a two-way relationship between

individual firms within the group as a source of inputs and as a
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destination for their own outputs. This vertical interdependence of
damestic producers at different stages is important in understanding
the structure of protection and its evolution over time., It is also
important 1in explaining the adjustment behavior of firms since the
existence or otherwise of a domestic source of supply of inputs and
their prices relative to campeting imports are important determinants

of costs and competitiveness.,

Trade Barriers in Textiles and Clothing

Negotiated export restraints have a particularly long history in
textile and clothing industries in Canada.20 Canada was a signatory
to the Short-Term Agreement (STA) negotiated in 1961, and the the
Long-Term Arrangement in Cotton Textiles (LTA) from 1962 until the end
of 1973. The LTA was directed primarily against imports of ootton
textiles fram Japan. While the LTA did have a restraining effect on
imports fram Japan, it did not prevent the continuous growth of total
imports fram all other sources. In addition to the LTA provision for
a modest autamatic annual growth of imports, three other factors had a
major influence on the subsequent evolution of the trade pattern.
First, the decline in imports from Japan was more than compensated for
by the rapid and phenomenal increase in imports from the as yet non-
restrained oountries, chiefly Hong Kong and Taiwan. Second, the
inter-fiber shift from ocotton to synthetics, partly fostered by the
world-wide development of petro-chemical industries, accounted for
most of the growth in imports. Third, exporters barred from the
markets for yarns and fabrics attempted to move increasingly into
exports of clothing, where import regimes were free of quantitative

restrictions. The subsequent evolution of trade barriers in the
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textile and clothing sector is a string of ad hoc measures instituted
to deal with the "loopholes" that were the unanticipated results of
discriminatory trade barriers themselves.

The first comprehensive Multi-Fiber Arrangement (MFA) was
negotiated in January 1974 for an initial period of four vyears,
bringing textiles and clothing made fram wool and synthetic fibers
within the purview of export restraints., Since the MFA-imposed
ceilings on import levels are based on past levels, there was a built-
in incentive to keep current import levels as high as possible., It is
not surprising then that there was a sudden surge of imports of
clothing from the "low wage" countries, while textile imports had a
more stable growth. This sudden surge, which was nonetheless pre-
dictable, prompted Canada to impose a global quota under Article 19 of
the GATT on virtually all clothing imports from all sources. The
global quota remained in place until the end of 1978, with a ceiling
of approximately 90 per cent of actual 1975 import levels.

The 1977 renewal of MFA II brought in more countries and more
products in its purview in order to overcame trade diversion and
inter-commodity substitution which had by now established a recogniz-
able pattern of their own. The extent of trade diversion depends, in
particular, on the ease with which producers can enter or exit the
market in response to cost differentials created by discriminatory
quantitative barriers. In the textile and clothihg sector, where
variable costs dominate total ocosts and sunk costs are not high enocugh
to deter entry, trade diversion encouraged the development of new
sources of supply among the unrestrained countries. This latter is
often claimed as a by-product benefit of the MFA to non-major

supplying oountries, Discriminatory restraints on established
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suppliers were quickly offset by the emergence of new sources of
supply, without a significant change in the domestic industry's market
share, despite the probability of restrictions being extended to new
suppliers as well, In a similar fashion, systematic incentives were
generated for import patterns to shift toward products that were not
restrained or were restrained less severely.

The extent of trade diversion and inter-product shift were sought
to be oountered by extending the country and product coverage through
progressive tightening of the MFA provisions, such as "reasonable
departure” and "anti-surge" clauses. The "reasonable departure"”
clause of MFA 11 meant that if imports were deemed to cause serious
injury or threat to a particularly sensitive domestic sector, the
growth rates and other flexibility provisions (viz., carry-over,
carry-forward, and swing) could fall below those stipulated in the
Protocol or be suspended altogether. The anti-surge clause in MFA III
negotiated in 1981 abolished base-year guarantees of import levels in
"sensitive" products, and permitted only nominal growth in others.
Through successive renewals of the MFA, the generalized system of
discriminatory imports was extended to a majority of all non-OECD
sources and to virtually all product categories. Quite in line with
its increasingly restrictive stance, MFA IV was renegotiated in the
summer of 1986, and has now brought silk and ramie fibers and
clothing under restraints as well.

During the period 1960-1975, the various negotiated export re-
straints oovered mainly yarns and fabrics, but since 1976 they have
covered mainly clothing. 1In 1983, only 7 per cent of Canada's imports

of textiles were covered by bilateral agreements, in contrast to 75
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per cent of clothing. The data on imports are presented in Tables 15
through 19, while Tables 23, 24, and 25 show exports of textiles and
clothing. Unlike the clothing sector, the main thrust of textile
protection is directed against a small number of large-volume
exporters, viz., Hong Kong, South Korea, Taiwan, Poland, and, to a
lesser extent, some of the ASEAN oountries. In 1984, 51 per cent of
total primary textile imports in Canada originated in the United
States, and were subject only to an MFN tariff. Nonetheless, imports
from "low cost" countries have been increasing steadily since 1975,
particularly in ootton and polyster yarns. The bulk of Canada's
imports is in man-made fibers (SIC 183), which accounted for over half
of total imports in 1983. Canada is also a sizable exporter in this
category; man-made fibers acocounted for 56 per cent of textile exports
in 1983.

Several overlapping kinds of evidence confirm the gradually
increasing size and coverage of trade restrictions on imports of
clothing since the beginning of the first MFA in 1973. First, as
shown in Table 57, successive MFA's have brought a larger number of
oountries as well as a larger number of product categories under their
purview, The restrictive drift is most pronounced in clothing,
particularly between MFA I and MFA II, presumably to counteract trade
diversion toward non-restrained countries as the restraint levels for
major suppliers themselves gradually became more binding. However,
these data by themselves do not tell whether bilateral quota levels
and the available degree of flexibility, and not demand and other
influences, were the major factor restricting imports of specific
products.

One way to ascertain this is to compute the extent to which
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restraint 1limits on particular products and the volume of imports of
that product which were not subject to restraint have changed over
time. The premise of this exercise is that if most of those limits
were filled, then imports would have been greater in the absence of
restraints. Extensive simulations of restraint levels on disaggre-
gated product categories reveal that the limits to which individual
quotas of major exporting countries to Canada were filled rose drama-
tically during the life of the second MFA in 1978 to 1981, and have
remained uniformly high since then. The major restraining influence of
quotas is evident in winter outerwear, mens shirts, and mens tailored
suits. This 1is where the major "surge" in imports appears to have
occured. The utilization of restraint levels, i.e., actual exports as
per cent of restraint ceilings, for non-major suppliers were consider-
ably lower. Hence, in principle, exports were free to increase from
these sources and bilateral quotas with the latter do not appear to
restrain imports fram them. Import restraint utilization levels in
textile products during the 1979-83 period (shown in Table 31) present
a mixed picture. In yarns and fabrics, the two major import items,
the utilization levels during the period have actually fallen.
Finally, the ratio of all restrained imports of clothing to total
imports in Canada rose from an average value of 69 per cent during the
1974-77 period to an average of 84 percent during the 1978-81 period.
The growth of the ratio is more moderate from the second to the third
MFA, i.e., from 84 per cent to 86.5 per cent. &

The inter-country substitution of sources of supply inherent in
the MFA did not significantly change the market share of the Canadian

textile industry, although it would be misleading to suggest that
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trade restrictions did not reduce overall imports., The import pene-
tration ratio in the textile sector as a whole rose by 8 per cent
during the 1971-1982 period, while the corresponding change for the
clothing sector during 1975-1984 period was 17 per cent, But nego-
tiated export restraints have had an uneven and haphazard product
incidence. Within the overall protected sector, the degree of re-
strictiveness typically has varied greatly among products. As a
result, the primary impact of protection seems to have been on the
oamposition rather than on the total volume of imports. The change in
import penetration ratios in the disaggregated product categories
shows a large variance from the mean, as the data in Tables 27, 28,
and 29 reveal., In the textile industry during the 1971-82 period, the
change in the import ratio varied fram 468 per cent (SIC 1870, cotton,
jute and canvas bags) to -68 per cent (SIC 1852, pressed felt mills
product). The domestic industry's market share appears to have
increased significantly only in felt mills product (SIC 1852), ootton
yarns and cloth mills (SIC 1810), and in carpet manufactures (SIC
1860). Import restrictions in the clothing industry have not
increased the market share of the domestic producers in any of the
major disaggregated product groups. The change in the import penetra-
tion ratio during the 1975-84 period ranges fram a low of 3 per cent
(pants, shorts, overalls) to a high of 79 per cent in outerwear, as
seen in Table 29.
Protection and Prices

Despite any appreciable change in market share, domestic
producers have benefited from above~normal increases in import prices
over their free-trade values. The progressive narrowing of trade

diversion "loopholes" in successive MFA's has aggravated the upward
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pressure on import prices, because the less restricted sources, in
general, produce at a higher average cost than the restricted ones.
An analysis of wunit import value indices suggests that the wedge
between domestic and world prices in the clothing industry is
explained largely by the differential in the supply price between
relatively more and less restricted sources of imports. The index of
import prices seems to have risen most in products where the utiliza-
tion levels of quotas of low-cost producers have the highest values.22
Shifts in the composition of imports have involved still further
increases in import prices, as a result of relative price changes
within 'the protected group. The inter-commodity shifts imply that
price increases in disaggregated product categories are not
proportional. This is particularly evident in the case of the
clothing industry, where severely restricted countries have moved "up-
market"”, leaving the supply of lower-priced varieties to newer
entrants in the market and to domestic producers, who have higher
costs of production. This shift, together with the effects of reduced
supply, increases the ©price of the lower-quality products
proportionately more than that of the higher-price products. This
relative price shift also means that clothing protection in Canada has
cost lower-income households more than their higher-income counter-
parts.23

The inter-commodity shifts described above, i.e., from the more-
restricted to less-restricted ones, are accompanied by further oom-
positional changes. Since export quotas of foreign producers are
typically quantity-based, there is a systematic tendency to substitute

higher value-added products for lower value-added ones, and products
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with lower demand elasticity for those with higher demand elasticity.
This shift is facilitated by the fact that the ad valorem tariff
equivalent of a VER on a higher-priced item is lower than that of the
lower-priced o(ne.z4 Exporters of higher value-added product cate-
gories also have an incentive to raise prices above competitive
levels, because the firms' elasticity of demand is lower.

In the absence of monopoly in consumption, domestic prices of
imports generally rise by the full amount of tariff or of non-tariff
equivalents. As regards prices of competing domestic output, they may
or may not rise proportionately as large as the rise in import prices,
depending on the degree of substitutability between imports and domes-
tically-produced goods. For a given degree of substitutability, the
rise in prices of domestic goods is ocontingent on the ability of the
damestic industry to raise prices without attracting new producers in
the market. In competitive industries, such as clothing and footwear,
any attempt to raise domestic prices induced by tariff protection may
be short-lived as the entry of new producers in the industry exerts a
downward pressure on prices. As a result, even though prices of
damestic goods are likely to rise in symbiosis with prices of imports,
the rise tends to be moderate.

A detailed analysis of industry selling prices, wholesale
prices, and consumer price indices enables the following broad gener-
alizations. In general, the selling prices of clothing products
during the 1976-79 period, most notably in the mens clothing industry,
increased at a slower rate than average prices for all manufactured
goods.25 The industry selling prices were also lower than the whole-
sale prices of all clothing, which includes imports. A significant

part of the rise in price that did occur appears to be due to higher
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input prices as a result of protection of yarns, fabrics, and other
inputs. The rise in industry selling prices since 1983 has averaged
5.5 per cent per year.26 Finally, the increases in the clothing
camponent of the consumer price indices during the 1980-84 period have
been smaller than those for the overall index, as well as that for
non-durables., There is, of course, no reason why prices of all goods
in an inflationary setting should rise in the same proportion over the
base year prices. 1In fact, a general rise in the price level is
always accompanied by changes in relative prices of pairs of goods, as
sane prices rise at a faster rate than others. It 1is, therefore,
misleading to suggest that a smaller proportionate rise in retail
clothing prices signifies that protection did not matter.

The pricing behavior in the textile industry is markedly differ-
ent. The industry selling prices of all textile products, and parti-
cularly of yarns, during the 1976-79 period rose at approximately the
same rate as that of imports.27 In comparison with the clothing and
footwear industries, domestic textile producers were able to take full
advantage of tariffs and other trade barriers in their pricing
behavior, presumably due to relatively higher level of industry
concentration.

The pricing behavior in the footwear industry is quite similar to
that of the clothing industry. The rise in the industry selling
prices during the 1977-83 period appears to be considerably lower than
that of import prices, as measured by the wholesale price index. 1In
fact, Hazeldine (1981) estimates that domestic output prices during
1976-79 even failed to keep pace with the rise in the price of the

industry's major input, viz., leather., However, during the two years
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1978-1980, industry selling prices rose at a higher rate than import
prices, Fram 1980 to 1984, domestic and import prices appear to have
grown at approximately the same rat:e.28

The rise in footwear import prices is moderated to a certain
extent by a "trading down" effect of lower unit-value imports, as a
result of shifts in the product-mix of imports toward lower-priced
footwear. The price (and capacity) implications of quality changes in

footwear imports are opposite to those in the clothing industry, where

there is widespread evidence of a continual upgrading of imports.

Trade Barriers in the Footwear Industry

The nature of trade barriers, and indeed the pattern of trade
itself, is markedly different in the footwear industry. Non-discrim-
inatory global quotas (QRs) on the majority of footwear imports were
first imposed in 1977, and were designed to limit overall imports to a
maximum of 32.5 million pairs per year. The (Rs were initially non-
transferable between narrowly-defined products. 1In 1981, ORs were
extended for a further period of three years. The 1981 renewal
brought canvas and rubber footwear within the purview of QRs for the
first time, but lifted import restrictions on leather footwear, on the
grounds that domestic manufacturers could easily compete in leather
footwear which were imported primarily from the developed countries.
However, the ocontraction of demand in 1982 prompted the re-imposition
of leather footwear quotas in July 1982, The 1981 extension also
witnessed same relaxation through an increase in the size of the
quota, and the provision of "swing" in product categories. Quotas
were further extended to March 1986, to coincide with the termination

of the Canadian Industrial Renewal Board (CIRB). ORs on men's and
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boys' shoes were lifted in the fall of 1986, while an annual growth
rate of 6 per cent per year was permitted in qguota limits for wamen's
shoes.

Until 1975, Canada imposed both an ad valorem tariff on footwear
and a "valuation uplift" surcharge, which raised the c.i.f. value of
imports for duty purposes. The latter practice was discontinued after
the introduction of the GATT system of valuation based on the "trans-
action" price of the good in question. The bulk of footwear imports
in Canada (approximately 90 per cent by value in 1983) is subject to
MFN tariff of 23.4 per cent, while the rest is subject to a general
tariff rate of 40 per cent. The General Preferential Tariff (GPT) for
developing countries was withdrawn in 1976.

The existing ORs on wamen's shoes include intermediate products,
such as leather and non-leather uppers, beyond a certain stage of
fabrication. The 6 per cent growth in quota limit is allocated
primarily to domestic manufacturers, rather than to importers, who are
now able to import a larger quantity of uppers for final assembly by
attaching soles in domestic plants. Since close to 50 per cent of the
cost of finished footwear is attributed to the cost of the uppers,
this change in the allocation of quota is expected to result in a
substantial cost reduction.29

Import competition appears to be most intense in wamen's foot-
wear, as well as special purpose footwear, such as ski boots, athletic
footwear, and ice and roller skates (Tables 30 and 32). These two
categories represent, by far, the largest share of total imports, both
in volume and value terms. The import wvulnerability in wamen's foot-
wear is reflected in the fact that, of the five broad product categor-

ies, it is the only product whose percentage share in total imports
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increased between 1981 and 1984. Non-leather footwear, particularly
the injected molded plastic footwear "jellies", largely accounted for
this increase. 1In the special footwear category, the strongest import
thrust since 1970 has occurred in athletic shoes, while imports of
skating footwear have experienced a rapid decline since 1980.

In volume terms, Taiwan is Canada's major source of footwear
imports, accounting for 33 per cent of total, followed by South Korea
(21 per cent), and Italy (11 per cent). Data on imports of footwear
are presented in Tables 20, 21, and 22, while Table 26 shows exports
of footwear. The picture changes slightly when one looks at the
distribution of import shares in value terms. Italy contributes the
largest share (26 per cent), followed by Taiwan (23 per cent) and
South Korea (17 per cent). Imports from Taiwan and South Korea consist
primarily of non-leather footwear, while those fram Italy are exclu-
sively leather., Brazil, with 9 per cent of total import value, is the
only developing country which supplies a significant quantity of
leather footwear to the Canadian market. The shares of imports fram
different oountries since the imposition of QRs in 1977 have been
remarkably stable, the only exception being the rise in the relative

share of Taiwan and Korea, largely at the expense of developed country
exporters.30

The QR regime in the footwear sector had a more predictable
effect on the market share of the domestic industry. The import
penetration ratio for total imports, shown in Table 30, remained more
or less stable during 1977-84; it rose by only 3 percentage points.,

The market share of the domestic industry increased by a sizable

percentage (33 per cent change during 1977-84) only in the lower-
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priced category of slippers and house footwear.
Overall Assessment of Trade Barriers

The evolution of trade barriers in textiles and clothing indus-
tries exhibits the classic case in which new and more comprehensive
restrictions are imposed to deal with "by-product" distortions created
by the earlier ones., Despite its increasingly restrictive stance, the
MFA did not permit the domestic industry any significant increase in
its market share. However, significant inter-product substitution
through MFA-induced relative price changes took place in the textile
industry, which have had the effect of bringing the domestic produc-
tion closer to a more specialized range. In the production of man-
made fabrics, which is the largest single component of domestic produ-
ction in Canada, the domestic industry's market share has remained
remarkably stable since 1978. In the clothing industry, despite the
restraining influence of the MFA, the domestic industry has consis-
tently lost ground to imports. This is perhaps the clearest measure
of 1its long-run non-campetitiveness, which not even the most absurd
set of trade restrictions can be expected to reverse, Moreover, the
protective mechanisms embodied in the MFA did not encourage selection
and concentration of domestic production on those market segments
where it had the greatest relative strength.

Protection of the Canadian footwear industry, by oontrast, has
had a less untidy course due to several mutually reinforcing factors.
First, the agencies responsible for regulating footwear imports had
initially a more realistic assessment of the industry's problems and
potentialities. The impact of the (Rs and its costs were looked at in
a wider economic framework, which included the changing pattern of

world trade. The concepts that guided the Canadian Import Tribunal in
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determining the degree and causation of “serious injury" from imports
were less imprecise than those that seem to underly the protective
mechanisms in clothing and textile industries. Second, the nature of
protective measures employed, viz., global quotas, avoided many of the
problems inherent in bilateral export restraints, not the least of
which is that they confer valuable scarcity rents abroad and increase
the over-all cost of protection to the econamy, * Third, special
protective measures were accompanied by a commitment for phasing out
over time in line with GATT provisions of periodic monitoring and the
necessity to pay ocompensation if they were to be  continued
indefinitely. Finally, protection policies allowed domestic producers
oonsiderable scope to adapt to import competition. The protection
policies, along with direct assistance measures discussed in later
chapters, were largely responsible in shaping the adjustment behavior
of damestic producers which underlined concentration on those market

segments in which they had the greatest competitive strength.

Econamic Costs of Trade Barriers

Trade barriers in an industry producing a final consumption good,
e.g., clothing, impose two different sorts of econamic oosts: (a)
"welfare" losses arising from distortions in consumption when domestic
prices are raised above their free trade level; and (b) "efficiency"
losses through distortions in production when competing goods are
produced damestically at a higher resource cost than obtaining them
through imports. These losses are simply the expenditure of additional
damestic resources in producing the protected cutput. The sum of the
two losses 1is estimated by netting out pure transfers, such as

revenues to the govermnment and implicit subsidy to domestic producers,
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from the total loss of consumer surplus caused by the trade barrier.
Hence, the efficiency and welfare losses to the economy are generally
smaller than costs to consumers, since a large part of the latter are
reflected in higher producer incomes. When trade barriers are levied
on intermediate goods as well, such as fiber and textiles, the result-
ing structure of protection becomes more complicated, and requires the
determination of "effective" rates of protection for a more complete
specification of the costs of protection.

In general, both oonsumer welfare losses and depaftures from
production efficiency are higher in the case of non-tariff barriers,
including VERs, than in the case of tariffs. This is because QRs, by
creating an artificial scarcity of the good in question, give rise to
both a price and a quantity effect causing economic costs to increase,
while a tariff has no ceiling on imports and gives rise to only a
price effect. Furthermore, negotiated bilateral restraints, such as
those under the MFA, subject the domestic economy to an additional
loss because the quota rent, i.e., the difference between domestic
and export prices times the quantity imported, nomally accrues to the
exporters. This is equivalent to a terms-of-trade loss for the domes-
tic economy.

The estimation of economic costs of a trade barrier from actual
data is not as straightforward as it may seem. The magnitude of
efficiency and welfare losses depends on the predicted behavior of
prices and domestic outputs which, at best, can be estimated
imprecisely. The extent to which quota rents are lost to the domestic
economy depends on the way restraint agreements are administered and

whether a "market" for trading export licences exists. 1In a deeper
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sense, price and quantity effects of trade barriers significantly
depend on the market structure of the industry in question. The
extent to which purely domestic factors, such as costs, the elasticity
of a fimm's demand curve and the elasticity of substitution between
campeting goods, are explanatory variables for domestic price changes
can be estimated only with a wide margin of error.

Economic costs of protection can also be expressed as the cost of
employment created or "saved". An ostensible reason for Canadian
trade barriers in the TCF sectors is to protect employment., 1If
protected output increases employment (or prevents it from falling),
the real cost of this employment can be ascertained by comparing the
increase in employment with the net (of transfers) econamic costs of
trade barriers. The cost per job “"saved" is simply the ratio of net
economic costs to additional employment ascribable to protection. The
employment effect of a trade barrier is generally calculated on the
assumption that the ratio of labor to output (i.e., the labor coeffi-
cient) remains unchanged after the imposition of trade barriers. This
is a reasonable assumption in the short run. But over the longer run,
if trade barriers induce productivity changes that mean the use of
less labor per unit of output, the employment effects are smaller and
the per job cost correspondingly higher.

Despite considerable conceptual and measurement difficulties, the
estimated costs of protection do provide useful orders of magnitude.
The two comprehensive estimates of the economic costs of protection
relevant to our study are those of Jenkins (1980) and Hazeldine
(1981). Hazeldine's estimates are derived from a comprehensive econo-
metric model with explicit specification of the behavior of prices,

outputs, and capacities in each of the industries. Jenkins' esti-
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mates, by contrast, are based on a detailed micro analysis of import
prices and quota charges of selected Canadian imports fram three major
developing country suppliers.

Hazeldine estimates of the net econamic costs of protection in
textiles, clothing, and footwear industries are summarized in Table
54, The annual economic cost of protection in the clothing industry
(minus SIC 2390, knitting mills, which is really part of the textile
industry) are estimated to be $49 million in 1978 prices. Most of
this is generated by the loss to consumers unable to purchase clothing
at its opportunity cost. With the inclusion of nearly $52 million as
the estimated value of quota rents appropriated by foreign exporters,
the net cost of protection amounts to $101 million. The corresponding
cost for the textile industry (including knitting mills) is $164.8
million, The net cost per job saved in the clothing and textile
industries is estimated to be $45,000 and $14,877, respectively.32

Jenkins' estimates of the economic cost of protection in the
clothing industry are shown in Table 55, Subtracting the accrual of
revenue to federal government ($98.2 million) and the transfer to
damestic producers through higher industry profits ($267.1 millions),
the annual net economic cost of tariffs and quotas on clothing imports
from Hong Kong, South Korea, and Taiwan amount to $107.5 million in
1979 prices. Approximately 38 per cent of this cost is attributable
to quota rents transferred to foreign suppliers. The table also shows
that 57 per cent of the total estimated cost to consumers through
higher prices is a subsidy to clothing producers in Canada ($267.1
million). Jenkins' analysis also highlights the fact that the

bilateral clothing quotas are a remarkably inefficient instrument of
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protection, Compared to the net economic costs of tariffs alone
($20.9 million), the additional ocosts attributable to bilateral quotas
is over four times larger, 1i.e., $86.5 million in 1979 prices. Table
56 shows protection (tariffs plus quota charges) as per cent of both
FOB prices and net landed costs. On an average, protection of cloth-
ing raises net landed costs in Canada by 40 to 50 per cent.

Jenkins' estimate of per-job cost of approximately $35,000 (in
terms of oconsumer costs, not net of transfers, Table 7, p. 39) is
oconsiderably lower than that of Hazeldine. The wide difference in the
two estimates is due wholly to differences in the estimate of jobs
saved as a result of trade barriers - 13,500 by Jenkins wversus 2,300
by Hazeldine. This difference, in turn, is due to differences in the
underlying models; Jenkins assumes an infinite elasticity of substitu-
tion between imports and domestic output, while Hazeldine assumes that
imports and domestic goods are only imperfect substitutes for each
other. As a result, a given change in tariff (or VERs) leads to a
higher domestic production in Jenkins' model than in Hazeldine's.

The net economic cost of protection in the footwear industry
(also shown in Table 54) is $16.3 million, or about 3 per cent of the
industry's 1978 production. This is broken down as loss to consumers
from higher prices ($100.9 million) minus revenues to government
($49.0 million) and higher profits to Canadian manufacturers ($35.6
million). Adding the economic costs of quota allocations, the total
net annual cost of protection of the footwear industry amounts to $46.6
million in 1978 prices. Estimates of the cost of per job saved vary
from $9,400 if quota rents are captured domestically as industry
profits to $26,900 on the assumption that all quota profits are

dissipated in higher domestic costs.
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If the estimates of annual cost of protection were to be added up
for all the years that TCF industries have been protected by trade
barriers, their totals would add up to a staggering cost borne by the
Canadian economy, The costs of per job saved, particularly in the
clothing industry, appear to be considerably higher than normal
industry wages. Despite their high implicit costs, trade barriers
save remarkably few jobs. The Canadian economy could recoup some of
these losses by simply paying a direct subsidy to workers in the
absence of trade barriers. Finally, the estimates show that the
substantial transfer of quota rents to foreign producers in the

clothing industry serves as tacit compensation to foreign producers.

Trade Barriers and Adjustment

Trade Dbarriers in non-competitive industries are primarily
devices for maintaining status quo; any resulting adjustment is
uncertain and dubious. The "breathing space" that they presumably
provide is wusually sufficient to afford a precarious existence.
However, in cases where there is a clear time-table for the gradual
phasing down of trade barriers, protecfed industries can gain some
measure of viability by scaling down the size of the industry through
elimination of non-competitive firms, products, and processes. There
is a wide variety of ways in which fims and industries adjust to
import competition, but they all involve down-sizing, either through
reduced output or through a smaller variety of products, in some
significant ways.33 There is no clear evidence of down-sizing through
reduced output either in textiles or in clothing - both have been able
to maintain real output, at least, since 1976, although with

34
pronounced cyclical variations due to changes in demand. A major
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constraint on the growth of output has been the slow growth of
domestic demand and exports, which itself results fram the high
damestic prices induced by trade barriers.35 Textile producers, while
maintaining the value of output in real terms, have adjusted to a
certain extent by ooncentrating production on a limited range of
products, e.g., man-made fibers and industrial textiles. Only the
footwear industry exhibits significant downsizing, both through
reduced outputs and through reduced variety.

While down-sizing has played little or no role, ocontinuing pro-
tection (and direct government assistance, as discussed in later
chapters) has led to significant changes in capital investments,
chiefly in textile mills, but also in clothing and footwear production
in varying degrees. The direction of adjustment set by the firms has
been to initiate a process of restructuring with emphasis on capital
investment, capital-intensity of production processes, rise in labor
productivity, and increased seller concentration through mergers and
acquisitions. Govermment policies have actively assisted in this
process of restructuring, both by strengthening the protective
measures and by providing direct financial subsidies. It is doubtful
whether such restructuring has resulted in any significant fall in the
average oosts of production, because of the heavy initial costs of
investment. What is clear is that this sort of defensive adjustment
is quite different from the sort that relies on exit of resources from
the industry in question, It is not, therefore, a question of whether
adjustment has been slow, but rather of whether it has been in a
direction which increases the probability of TCF industries being

viable without extensive protection.
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One by-product of protection in the textile group that should be
mentioned is the inter-industry repercussions of trade barriers. The
protection of fibers and textiles materially influences the competi-
tiveness of the clothing industry, which is determined not only by
relative wages but also by costs of its major input. In addition, the
limited range and quality of domestically-produced textiles forces
clothing producers to either rely on a restricted assortment of
domestic fabrics (which are themselves produced with yarns obtained at
protected prices) or to use imported supplies at high protected
prices. As a result, the implicit rate of protection of value-added
in the clothing sector is less by the extent of protection of fabrics
and yarns, and adversely affects its costs of product:ion.36 The
oconsequent decline in the market share of clothing producers reduces
their demand for domestically-produced fabrics, thereby reinforcing
the lack of competitiveness and, hence, the demand for higher protec-
tion in the textile industry. But that simply enhances the collective
non-competitiveness of both,

I1I. PROTECTION, LABOR EMPLOYMENT,

AND ADJUSTMENT

The principal rationale for, and the source of import restric-
tions and direct subsidies in the TCF sectors, and most of its
political support, has been the desire to preserve employment. The
TCF sectors represent a not insignificant part of total manufacturing
employment and real domestic product. As shown in Table 14, they
account for roughly 11 per cent of total employment, of which close to
half 1is in the clothing sector. It is generally believed that labor
adjustment in this sector is difficult and adjustment costs are high.

If protection increases employment in these industries, it is argued,
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it can significantly reduce costs of adjustment by slowing down the
outward flow of displaced workers in oongested labor markets.
However, the links between protection, the level of domestic output,
and labor employment are more complex than appears at first sight.
First, as was argued in the previous chapter, the impact of trade
restrictions on the output of the protected industry can be blunted by
trade diversion, oompositional changes in imports, and by price-
induced reductions in demand., Second, even if domestic production
rises, labor employment does not necessarily rise. This is because
increases in labor productivity as a result of shifts in factor-
intensity and increases in total factor productivity as a result of
autonamous technological changes may either reduce the size of the
increase in employment, or may, in fact, lower the level of employ-
ment. Third, the productivity-enhancing factors may alter the compo-
sition of employment in a manner that the new jobs that are created do
not go to those that are displaced as a result of import pressures.

It 1is, therefore, incorrect to assume that each percentage
increase in domestic output as a result of import restrictions will
lead to an equal increase in employment. In fact, there are
systematic influences on the production process that imply an actual
fall in employment. In the short run, a fuller utilization of
capacity mitigates against employment of additional labor or capital.
Over the longer run, the enhanced profitability of firms and the
accumulated rents fram protected markets may increase the stock of
capital and, hence, potential employment of labor. However, in the
ocontext of slow industry growth, investment will generally go to

replace existing plant capacity, rather than for expansion. The new
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investment, as a rule, is in equipment embodying technological
improvements that permit higher labor productivity. In addition, the
"restructuring” strategies in labor-intensive sectors typically aim at
reducing labor costs. This is due to the fact that, as shown in
Chapter I, at least a part of the industry's rent from protection
accrues to 1its labor force as higher wages, which increases the
relative price of labor, and, hence, the incentive to substitute
capital for labor. Govermment grants for capital investments
accentuate the capital-deepening process by actually encouraging the
scrapping of older labor-intensive plants. Provision of investment
funds at subsidized rates, as well as loan guarantees on funds secured
from private capital markets, effectively decrease the cost of capital
relative to labor in the industry by socializing part of the risk of

investment,

Labor Productivity and BEmployment

Restructuring strategies in the textile industry, and to a lesser
extent in the clothing industry, have resulted in a rapid growth of
labor productivity throughout the entire range of output produced.
Labor productivity, as measured by value-added per production worker,
in the textiles and knitting industries grew on an average by 2.4 and
2.9 per cent per year, respectively, during the 1971-1982 period.37
Highest productivity growth rates appear to have occurred in ootton
and wool cloth mills, hosiery, and carpets. In the clothing industry,
productivity growth averaged only 1.3 per cent per year.38 These
gains are due almost entirely to a shift in the mix of factor inputs

toward capital equipment, accentuated by faster speed of production

and other technological improvements "embodied" in newer vintages of
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machines. Changes in total factor productivity are negligible,
signifying a relatively insignificant contribution of new technology.
Textile and knitting industries had an ambitious program of capital
investment in the modernization of production facilities, which grew
at the rate of 7 and 3.1 per cent per year respectively, during the
1971-1985 period. Capital investment 1in the clothing industry
averaged. 7.1 per cent per year during the same period, as shown in
Table 42, During the more recent years, e.g., 1980-85 capital
investments in the textile industry have grown dramatically, while
they have not grown at all in the clothing industry.

A comparison of the relative rates of decline of domestic output
and of employment suggests that a greater part of the fall in employ-
ment was due to increases in labor productivity, rather than to the
direct effect of changes in import penetration. The attribution of
employment decline to its "components” shown in Tables 51 and 52
reveals that the increase in labor productivity was by far was the
most important contributory cause of unemployment, followed by changes
in import penetration, while the effect of export growth has been
neut:ral.39 Bmployment-dampening effects of productivity growth, even
under constant import penetration, were so large as to swamp the
employment-creating effects of the growth of domestic demand.
Clearly, the pressure of imports provided strong incentives for
textile firms to increase productivity to remain competitive. The
growth of labor productivity was, in no small measure, induced by
innovations in textile machinery industries themselves. But it is
questionable whether capital-deepening at the observed pace and scale
(capital-labor ratios rising from well below the manufacturing average

in the 1960s to close to average now) ocould have been attained in the
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absence of public intervention through trade barriers and overt
subsidies.

Another factor that limits long-term employment gains through
protection is the change in the composition of jobs. A majority of
jobs "saved" by long-term protection do not go to those who face the
greatest adjustment burden., New employment created as a result of the
introduction of improved equipment goes to better-trained workers fram
an entirely different segment of the labor market, rather than to the
manual workers they are replacing.40 In view of the occupational
shift, it 1is difficult to argue that workers who benefitted from
productivity shifts, and hence indirectly from protection, would
otherwise have incurred a disproportionate adjustment burden. Protec-
tion rarely provides a safety net for workers who have the greatest
adjustment difficulties, and, to that extent, is a blunt instrument as
an employment-sustaining policy. It may, under certain circumstances,
slow down the rate of decline of employment, relative to what it
otherwise would have been, but this impact is likely to be small, and
occurs where it is least needed.

Labor Force Characteristics
and Problems of Adjustment

Labor adjustment in the TCF industries is believed to be
difficult, because of low average level of skills, and high regional
ooncentration which limits alternative job opportunities. For the
clothing sector, in particular, workers are aged and married females,
which further reduces flexibility. There are no empirical studies
that throw 1light on the question as to whether labor mobility in

general is positively or negatively oorrelated with skill or regional
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ooncentration. It oould easily be argued that relatively low-wage,
low-skilled labor in the majority of production activities in the TCF
sector is relatively easier to shift than would be the case with high-
wage, specially-trained workers in such sectors as autamobile,
speciality steel, and ship-building.

In order to focus on the problems of adjustment in the TCF indus-
tries, it is necessary to analyze with some precision the salient
characteristics of the labor force currently employed in, or expected
to move fram, these industries. An obvious characteristic of the
labor force in the TCF sectors in Canada is its geographic concentra-
tion in Quebec and Southern Ontario. Most primary textile production
takes place in mid-sized towns, while clothing production tends to
oconcentrate in larger metropolitan areas for the design, grading,
cutting, and shipping. The actual assembly of garments takes place in
satellite plants located in rural areas. As a result, close to 40 per
cent of the labor force in textiles and clothing industries is located
in rural regions, where the rate of turn-over is considerably smaller
than in large cities.

The fact of geographical concentration, however, is not particu-
larly unique to textile and clothing industries. Most manufacturing
industries, unlike services, tend to cluster in spatial "nodes"
because of agglameration economies, as highlighted by economic base
and growth pole theories. In fact, textiles and clothing industries
are not as concentrated as might seem at first sight. Textile and
clothing plants exist in 71 out of 75 federal constituencies in Quebec
and in 86 aut of 95 in Ontario. Moreover, on a national basis,
textile and clothing production takes place in 230 of the 282 federal

41
ridings that elect members of Parliament. Far from being ooncen~
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trated, the dispersion of textile and clothing over a large part of
the manufacturing belt in Canada accounts for their enduring political
support, It 1is difficult to argue that geographical concentration
plays a particular role in adjustment difficulties of the TCF sector,
any more than for other manufacturing industries.

Adjustment difficulties arising fram low educational levels,
traditional skills not readily transformable, and the high proportion
of married wamen and aged individuals are only a problem for sewing
machine operators, where no major technological change, except perhaps
the speed of newer machines, has taken place. On the other hand, con-
siderable upgrading of skills and wages has taken place in the textile
labor force, which is directly attributable to rising capital-labor
and capital-output ratios in the industry. The textile industry has
already shed a large proportion of that part of its work force tradi-
tionally believed to have abnormal difficulties. Similar trends can
be observed in the clothing industry. Few unskilled workers remain in
pattern-making, grading, and cutting of fabrics for final assembly
into garments.

The labor force in the footwear sector with respect to educa-
tional levels and skills is quite similar to that in the clothing
sector. But unlike the textiles and, to a lesser extent, clothing,
there is an extremely high turn-over of footwear workers, which is
estimated to lie between 56 and 230 per cent per annum.42 The high
turn-over rate reflects partly cyclical swings of demand, and partly
the attraction of better-paying employment alternatives, particularly
in large metropolitan centers. In a sample study of worker character-

istics in the footwear industry, dislike of job as the reason for
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leaving is cited with greater frequency than any other single
reason.43

Any adjustment effort in the TCF sector must come to grips with
labor force characteristics and the associated difficulties of adjust-
ment which, though often exaggerated, nonetheless remain non-trivial,
But two observations are in order. First, the adjustment difficulties
persist precisely because neither the industry nor the government has
made any significant effort toward resolving legitimate adjustment
difficulties. The latter has been merely used as a justification for
protection, whose major motivations lie samewhere else, The industry

has never been required to retrain and redeploy, at least, a part of

its potentially redundant labor force, as a quid pro quo for its long

enjoyment of uncammon privileges of trade barriers and direct grants.
The stance of the various labor adjustment policies, as we discuss in
a later chapter, has been overwhelmingly on the side of compensation,
presumably on grounds of equity and political contaimment, and only
marginally on adaptation., Such efforts as are add up to less than the
sum of their parts.,

Second, quite apart fram the fact that protection is a blunt
instrument for creating employment, same segments of the TCF sectors
provide, at best, jobs that are below standard and, therefore, there
are no efficiency grounds for artificially creating oconditions that
keep them in place. The equity case for such policies is not particu-
larly oonvincing, either. The protectionist argument that rests
essentially on the poor gquality of labor in the TCF sector is
particularly weak, and not necessarily in the long-run interest of the
labor force. It is precisely because of the lower quality of employ-

ment in certain segments of TCF industries that better policies toward
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adaptation of labor are required.

New and challenging employment opportunities are created only in
economies that have efficient and well-trained work forces. Recent
structural and technological changes throughout a wide spectrum of
economic activities have rapidly transformed the qualitative demand
for labor., [Low-wage jobs are fast disappearing, as unskilled workers
tend to be replaced by machines and robotics. Occupational adjustment
of the labor force through better industry- and government-sponsored
programs of adaptation and adjustment is more crucial than ill-design-
ed attempts to preserve sub-standard jobs. The only adjustment policy
that has any long~run future (and is not a non-starter) is the one
that confronts the employment rigidities in the TCF sector and devises
ways for dealing with it. None of the current adjustment programs has
faced the basic issue that concerns large segments of the workforce in
the TCF sector, viz., structural unemployment whose causes lie not so
much in changes 1in the trading pattern, but in the redundancy of
previous skills and training.

IV. GOVERNMENT INTERVENTION IN

THE ADJUSTMENT PROCESS

The important role of the Canadian government in assisting the
TCF industries consists of the provision of trade barriers, as well as
associated programs of direct subsidies. Although bilateral
restraints on textiles and clothing imports were utilized throughout
the 1960s, it was not until May 1970 that the first coherent "textile
policy" was fornulated and implemented by the Textile and Clothing
Board (TCR). The implementation of the Policy envisaged elements of

conmercial policy (tariffs, VERs, and anti-dumping and countervail
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legislation), financial support measures for approved restructuring
plans for the industry, and financial assistance to displaced workers.
The task of adjustment, perceived by the TCB and enunciated in the
"textile policy", was to "provide conditions within which the textiles
and clothing industries can plan, invest, and develop with a greater
degree of oconfidence toward viable lines of production on increasingly
ocompetitive basis internationally".44 This policy was the first step
toward institutionalizing "special" protection and related assistance
measures for the textile and clothing industries in Canada. This
perception of the problem of adjustment, which has remained essential-
ly unaltered since then, culminated in three inter-related programs of
action.45

First, the "textile policy" provided legitimacy and coherence to
the hitherto haphazard process of negotiating progressively restric-
tive bilateral restraint agreements within the protocols of the MFA.
In invoking special measures of protection, the TCB relied exclusively
on “"sudden surges of imports" and declining import prices fram the
"low cost” countries in defining "injury" to domestic industry.46 In
recamending protection, the TCB seldom examined the question of
"viability" of domestic production in 1lines where imports were
becaming competitive, in order to assess the industry's ability to
adjust by means of clear measurable criteria, eventually without trace
restrictions., In other words, protection ocould be stretched to suit
the "needs" of all production activities subject to injury, regardless
of their potential survivability.

Second, the aims of the "textile policy" went beyond the pro-

vision of temporary protection, and involved assistance to fimms for

the purposes of "restructuring" through productivity improvements and
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other internal adjustments. This assistance, initially administered
by the General Adjustment Assistance Program (GAAP), provided direct
government loans, g¢overmment insurance of loans from the private
sector, and cash grants to cover a proportion of the cost of con-
sulting services to develop restructuring proposals. These measures
were supplemented by additional funding from the Program to Enhance
Productivity (PEP), and the Department of Regional Economic Expansion
(DREE). The focus of the latter programs was also on improvements in
labor productivity, modernization and expansion of capital equipment.
During the decade of the 1970s, close to $65 million were disbursed
as grants of which the major beneficiary was the textile industry.

Third, the "textile policy" also initiated a program of
assistance to labor, viz., the Adjustment Assistance Program (AAB),
whose sole purpose was to provide ocompensation to workers permanently
laid off as a result of trade dislocation. The adjustment assistance
was in the form of pre-retirement benefits, last-resort income main-
tenance, and supplementary unemployment benefits in excess of normal
UIC payments. Apart from the compensatory nature of benefits, the AAB
had no visible mechanism for encouraging worker mobility and adapta-
tion,

A major new step in the federal govermment's involvement in the
TCF industries came with the establishment of the Canadian Industrial
Renewal Board (CIRB), as a result of the "new" textile and clothing
policy announced in June 1981. All adjustment assistance activities
for the TCF sector, undertaken by a variety of government agencies,
were henceforth to be coordinated by the CIRB, while the TCB continued

to retain the task of detemmining import injury and of recommendations
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with respect to trade barriers. The establishment of the CIRB under-
scored the need for (a) ocoordination of adjustment activities
scattered over a wide spectrum of programs; (b) sharper focus on the
"special" problems of the TCF sector; and (c) additional funding. The
CIRB was established in 1981 with an initial funding of $350 million
for a S5-year period.47

The CIRB's program of assistance consisted of three major oom-
ponents: (1) Sector Firms Program (SFP) for the "revitalization" of
the TCF sector through "restructuring, modernization, and consolida-
tion"; (2) the strengthening and diversification of the econcmic base
of the regions dependent on TCF production, by means of the Business
and Industrial Development Program (BIDP); and (3) the adjustment of
TCF labor force through the Labor Adjustment Program (LAP), which was
to be administered by the Canada Employment and Immigration Commission
(CEIC).

The following paragraphs provide a brief discussion of the three
ocamponents of the CIRB's program, before returning to an evaluation of
their impact on the adjustment process in the later part of this

section.,

1. Sector Firm Program

The major part of the CIRB's total funding was earmarked for
assisting the firms in the TCF sector through capital grants and loans
for modernization of investment.48 The SFP also provided loan insur-
ance for costs associated with mergers and acquisition. The  assist-
ance policies of the CIRB, as reflected in the SFP, had a number of

features which represented a significant departure fram the past.

First, the focus of attention, particularly in the textile sector,
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tended to shift from the "need" for assistance to potential for “"via-
bility" and competitiveness of individual firms, This meant
effectively that the Program focused its attention on "stronger"
firms, selected on the basis of proven performance and financial
resources. By definition, it excluded from the purview of the Program
newer entrants into the industry, regardless of need or potential.
This focus was defended on the ground that government support of
stronger firnms could strengthen the international competitiveness of
the industry as a whole. Second, the government support of the firms
was predicated on their commitment to restructuring, as reflected in
the ability to provide "matching" internal funds. Operationally, this
meant that the assisted firms had to commit at least 75 per cent of
their after-tax profits to the activity in question. This provision
was designed to ensure that the assistance provided by the CIRB was
additional to that internally mobilized by the finns themselves.

Of the total assistance disbursed under the SFP, 92 per cent was
given for capital expenditures, 5 per cent for financing the consul-
ting services, and the rest for consolidation and merger of fipms.
within this allocation, the primary emphasis was clearly on the tex-
tile industry. Primary textiles received 54 per cent of the total
funding, followed by clothing (36 per cent), and footwear (9 per
cent).49 In all sectors, the bias toward investment in machinery and
equipment 1is reflected in the fact that of the total capital expendi-
tures, 89 per cent was spent for the purchase of new equipment, 6 per
cent for buildings, 3.5 per cent for consulting services, and 3.5 per
cent for the support of R&D activities. The reach of the SFP can be
judged by considering the fact that the Program was able to provide

financial assistance to firms whose combined sales accounted for 65
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per cént of total sales in the textiles industry. The ocorresponding
figure for assisted firms in the clothing and footwear sectors was 40

per cent and S0 per cent, respectively.

2, Business and Industrial
Development Program

The purpose of the BIDP was envisaged as the strengthening and
diversification of the econamic base of the communities where TCF
production activity represented at least 20 per cent of the area's
manufacturing activity and 5 per cent of its employment., In 1982,
seven special areas were designated as highly wvulnerable to the
erosion of production activity and were eligible for priority treat-
ment. The program included in its assistance firms and enterprises
engaged in manufacturing or other business activities that are either
already located 1in, or are willing to move to, the special areas.
buring its tenure, the CIRB approved BIDP assistance to 376 projects,
of which 252 were capital investment projects, expected to generate
5,400 new jobs. Most of the assistance went to small and medium
businesses already established in the special areas, while only a

handful were attracted fram ocutside the area.

3. Labor Adjustment Program

The IAP, administered by the CEIC as part of its general labor
adjustment programs, did extend the scope of the earlier labor-related
programs under the TCB in a number of r:espect:s.50 These were the
introduction of “portable" wage subsidies, enriched mobility assist-
ance up to three times the regular CEIC rate, and training allowances.

Nonetheless, only 7 per cent of total CIRB expenditures were desig-

nated for labor adjustment purposes. The largest part of this expen-
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diture ($51.3 million out of a total of $51.6 million) supported the
regular CEIC programming, in particular the early retirement benefits
under the Labor Adjustment Benefits Program (LABP) instituted in 1982,
The "special adjustment measures" available under the CIRB involving
worker training and mobility allowances benefited relatively few
workers. The total cost of these measures is estimated to be just

under $300,000. The LAB programs are discussed later in this chapter.

Assessment of the CIRB

The CIRB represented a major policy initiative in the sphere of
government intervention in the TCF sectors. Its one notable accom—
plishment was to bring diverse adjustment programs under one umbrella
and, thus, to provide same measure of coordination. But, by the same
token, it also became the focal point of interest group lobbying and
vulnerable to industry pressures. Its bias toward capital investment
is reflected most clearly in its mandate fram the Textile Policy of
1981 that the '"rejuvenation" and "restructuring” through capital
support is the most appropriate adjustment strategy available. 1In
fact, neither the TCB nor the CIRB ever provided a clear and measur-
able definition of "rejuvenation" (and "restructuring") against which
the future evolution of the industry could be judged. In practice,
restructuring simply meant a drive to achieve high growth of labor
productivity, without regard to its predicted effects on the average
costs of production. The artificial cheapening of the relative price
of capital through public subsidization had the effect of dramatically
shifting the capital-labor input combination, particularly in the
textile and clothing industries, without any significant reduction in

51
the average costs of production. The emphasis on capital deepening
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would have been defensible if it were accompanied by “"down-sizing" of
the industry. The contrived increase in capital-labor ratios in the
industry, over and above those dictated by normal market considera-
tions, had the effect of increasing the labor market congestion,
which the CIRB's own meager allocation toward labor adjustment was
unable to cope with, To that extent, it may have hastened the rate of
separation of the workers, relative to what it would have been as a
result of rising import penetration alone.

The CIRB's emphasis on “stronger" firms, and possibly a bias
toward larger size, has its partisans and detractors. There are
arguments for and against such an emphasis, and a subsequent appraisal
by Price Waterhouse, Inc., was unable to provide conclusive evidence
for or against.52 This merely underscores the difficulty of a public
agency in picking winners and losers cutside of the normal market
criteria., It is clear, however, that whatever bias there was toward
stronger firms reflected in its financial disbursement may have
ocontributed to the rise in the industry oconcentration and barriers to
entry, in addition to those arising from economies of scale and
capital-intensity.

The CIRB program undoubtedly succeeded in hastening the speed and
timing of capital investment in the industry, mostly in the renewal of
existing capacity. The "incrementality"” of CIRB-sponsored capital
investment appears, however, rather limited. An analysis of the Price
Waterhouse sample of firms suggests that over 62 per cent of invest-
ment by recipient firms would have been eventually undertaken without

the CIRB assistance. Similarly, close to a third of the non-recipient

firms claimed to have realized their investment plans without the CIRB
53

assistance., Nonetheless, the CIRB program had a modest incremental
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multiplier on capital expenditures in both textile and clothing indus-
tries. Its major impact was not so much through funding, but more
crucially through fostering improved planning environment within the
firms,

The labor adjustment program is discussed in the following
section. The BIDP, despite its relatively small scale, must be judged
as a partial success in its own right. Participation level under the
Program was oconsistently high, and led to the establishment of perma-
nent production activities, rather than merely "make-work" gimmicks.
Nonetheless, the BIDP recipients did not in general employ displaced
TCF workers, with the exception of one of the seven designated areas
where 29 per cent of the new jobs created went to former TCF
employees. This underscores not only the inherent unemployéblity of
the TCF workers whose skills are not readily transferable, but also
the fact that the BIDP did not specifically address this problem,
Further, the additionality of BIDP grants in creating new employment
must be questioned. It is not clear as to whether there was any
significant difference in job creation rates of the BIDP recipients
and non-recipients. Nevertheless, the rate of job creation by the
non-recipients may itself have been influenced by that of the reci-

pient firms as a result of the income multiplier effect.

Government Programs for Labor Adjustment

An early attempt to deal with the problem of worker adjustment to
trade-related changes in the TCF sectors began with the Adjustment
Assistance Program (AAB) in 1972, as a direct result of the implemen-
tation of the "textile policy" of 1970, Its objective was to assist

older (54-65 age) workers with industry-specific skills laid off due
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to non-cyclical causes, who had no immediate prospect of employment
with or without further training or relocation assistance. The assis-
tance took the form exclusively of compensatory payments fram the time
the normal UIC payments stopped to when the retirement benefits
commenced.

In 1981-82, the then existing AAB designations were subsumed
under the Labor Adjustment Benefits (IAB) Act, which sought to bring
the adjustment assistance criteria for the TCF workers in line with
those of the other programs, and in the process made them more flex-
ible. In particular, benefit eligibility was extended to relatively
yaunger workers.54 Despite increased flexibility, however, the LAB
programs remained primarily last-resort income maintenance for workers
permanently 1laid off, without re-employment options. To the extent
that it provided security of income maintenance after severance, it
probably diminished resistance to being phased out. In general, the
TCF firms do not offer early retirement benefits (as do firms in many
other industries), and the ready availability of the LAB program may,
in fact, have been an inducement not to offer such benefits, What
seems also plausible is that the IAB's existence may have prompted the

textile fims to lay off a larger number of older workers than they
otherwise would have. The tendency to lay off older workers as part
of the adjustment strategy is believed to have been aggravated by the
CIRB. .

A detailed examination of the IAB involvement in the TCF layoff
profile would require extensive data and would be time-consuming.

However, a few pertinent facts may be briefly noted here. Close to 80

per cent of total layoffs certified by LARB (roughly 50,000 workers)
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during the 1980-85 period were in the TCF (inclusive of tanning)
industries.56 The upsurge in the IAB certification activity in 1982-
83 ooincided with the restructuring programs undertaken by the CIRB.
The proportion of CIRB-related employees among the total laid-off
workers eligible for IAB assistance rose fram 14 per cent in 1982-83
to 42 per cent in 1984-85. According to IARB (Labor Adjustment Review
Board) certifications issued between 1980 and 1984, the layoffs fram
textile and clothing industries accounted for 35 per cent of their
work forces, while the corresponding figure for the footwear indust;ry
is 19 per cent. A large proportion of these layoffs involved older
(54-64 year of age) workers. Another noteworthy feature is that the
bias toward the layoff of older workers is more pronounced in larger
establishments of over 500 employees. The last resort income-
maintenance character of [LAB programs was sought to be preserved
through periodic reviews of each claimant's reemployment prospects.
The available data confirm the absence of any significant re-entry of
IAB recipients into active labor market. The LAB program did not
attempt to influence the direction of adjustment, except as indicated
below; it merely served the need for oompensation after it had
occurred.

Although the LAB program objectives did not include any direct
involvement in the employment policy of individual fimms, the
particular use of its certification program meant effectively that the
private cost of changing the age and skill composition of labor force
in individual fimms and enterprises was shifted to the government.
Given its overall mandate, the ILAB program had a built-in flexibility
in the sense that the characteristics (and not merely the number) of

potential claimants were greatly influenced by the layoff behavior of

73




designated firms and enterprises. By the same token, the layoff
behavior of firms themselves could be, at least partially, attributed
to the existence of the [AB. The layoff behavior can be reconstructed
from the limited, but often quite detailed, claimant profiles in the
IARB certification records. In general, layoffs fram textiles and
clothing establishments represented a larger proportion of older (age
54-64) workers, with pronounced industry-specific skills, and lower
levels of schooling, relative to ILAP (Industrial and Labor Adjustment
Program) aimed at specific industries in designated communities.
Sixty seven per cent of all workers laid off during the 1981-84 period
emanated from textiles and clothing industries. Moreover, there was a
rising trend in the proportion of older workers laid off fram textiles
and clothing, which rose fram 7 per cent in 1980-81 to 26 per cent in
1984-85, The rising trend is particularly pronounced since 1983-84, a
period which coincides with the preponderance of CIRB-assisted firms

in LAB designations,

Worker Experience in Adjustment

Available descriptions of "downside" labor adjustment processes
in the textile and clothing industry provide same insights.57 During
the period 1974-76, available data on worker lay-offs suggest that
yoaunger and relatively junior employees were more likely to be laid
off than senior, experienced workers. Of a sample of 753 laid-off
workers 1in the clothing industry during the two-year period only 78
(roughly 10 per cent) were 55 years of age and older. The proportion
was even smaller in the case of the textile industry where only 250

out of the sample population of 2664 were 55 years and older. As

pointed out in the previous section, the tendency to lay-off older
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workers was, however, accentuated by the introduction of the IAB
which served as a surrogate for the firms' early retirement programs.
The percentage of older workers in total lay-offs in the textile and
clothing industry rose fram 7 per cent in 1980-81 to 26 per cent in
1984-85, while in the footwear sector, it remained stable around 11
per cent.58 Permanently laid-off workers in the footwear sector were
10 years younger than the average worker in the industry. It is
cammon in  the footwear industry for the majority of workers to
experience frequent spells of unemployment alternating with re-—employ-
ment in the industry. After a temporary lay-off, few workers seek re-
employment ocutside of the industry.

Close to a quarter of the laid-off workers in clothing and 17 per
cent in textiles left the labor force altogether. The majority of
these were either females or 55 years of age and older. The propor-
tion of laid-off workers during the 1974-76 period, who had found re-
employment by mid-1977, was 62 per cent in clothing and 67 per cent in
textiles. The majority of those that remained unemployed were 55
years and older individuals and females. Of the older, undiscouraged
workers that remained in the labor force, 56 per cent in clothing and
42 per cent in textiles had found another job by the time the Survey
was undertaken in mid-1977,

The data on duration of unemployment of those that had found
alternative employment outside the textile and clothing sector is

59
summarized below:
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Sector puration of Unemployment
Clothing mean 22 weeks
median 7 weeks
Textiles mean 21 weeks
median 8 weeks
60

Textile and Clothing mean 12.5 months
median 7.3 months

average worker mean 5.4 months

older worker mean 12-13 months

The Tracking Study underlines the fact that unemployment duration
is shorter for workers with higher wage levels. In both textiles and
clothing industries, there is a five-week difference in average
unemployment duration between higher- and lower-paid workers. Of the
workers displaced and subsequently re-employed, 90 per cent found work
cutside of the textile sector, compared to 63 per cent in the clothing
sample. The average unemployment spell was shorter for workers who
found re-employment in the same sector, rather than cutside: 18 weeks
as against 25 in the clothing industry, and 17 weeks versus 21 in the
case of textile workers. The majority of workers who found re-employ~
ment after a period of lay-off recorded a wage increase. Those who
achieved a higher wage rate in reemployment also reported shorter
durations of unemployment of only 2-3 weeks.

Income losses, estimated as the difference between after-tax
incame the worker would have received if employed and after-tax in-
cane, including the UIC benefits, after lay-off, over the three-year
period after the textile plant close-out, are estimated to be $2,100
in 1977 prices.61 A simulation analysis of delaying the lay-off for
5, 10, and 20 years estimated the maximum economic gain per worker in
textiles to be $15,400, $24,970, and $40,630, respectively.

These studies confirm that both the private and social costs of
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the unemployment/reemployment sequence are likely to vary with socio-
econamic characteristics of the work force. Among these, age, sex,
education, and marital status appear to be the important ones, both
with respect to the duration of initial unemployment and the speed of
subsequent re-remployment. What is noteworthy, however, is that,
after allowing for differences in socio-economic characteristics and
the effect they have on the duration of unemployment, there were no
systematic or significant differences according to the industry of
layoff.62 If the results of this study are any guide, the unemploy-
ment difficulties are not unique to TCF sectors and occur in other
sectors that exhibit similar labor force characteristics.,
Govermment Assistance Measures
in the Footwear Industry

The Footwear and Tanning Industries Adjustment Program (FTIAP) is
the centerpiece of the government's assistance to the footwear
industry. Begun in 1974, under the administration of the GAAP Board,
the objective of the program was to provide financial assistance to
fims for productivity improvements and for strengthening the manage-
ment structure. A total of $17.9 million were spent during the life
of the Program (1974-81), of which the bulk ($15 million) was
disbursed as loans for capital renovation. The FTIAP also offered
management development and training programs, particularly for small
firms, which are common in the footwear industry. In addition, the
Enterprise Development Program (EDP) also provided grants and 1loan
assistance, particularly for high-risk projects with emphasis on
product and process innovation.

Assistance under the FTIAP and the EDP was available to firms in
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clear financial distress, without discrimination with respect to size.
Of the 12 fimms that were given loans during the 1974-80 period, 4 had
failed, representing roughly 45 per cent of total loan disbursements.
The fimms that had opted for a professional audit had a better record
of survival; only 7 of the 46 firms that underwent operational audit
had failed. Wwhile the Program contributed significantly to enhanced
labor and management productivity, there was little visible change in
the number of firms, their scale of production, or average employment.
Even though the Program had anticipated a 10-20 per cent reduction in
the number of firms as a result of restructuring, the absence of
barriers to entry and of econamies of scale meant that the floating
population of firms at the end of 1980 was virtually the same as in

63
1974,

The FTIAP was revised in 1981 and was placed under the overall
purview of the CIRB, with an initial capital of $17 million to be
administered along with the CIRB's program for textile and clothing
industries. A total of $22.8 million was spent during the life of the
CIRB (1981-86), with 93 per cent being spent for modernization of
plant and other production facilities. It is estimated that CIRB's
initial grants and loans generated a further matching investment of
$50 million from within the industry. The firmms that received
assistance by the end of March 1986 accounted for 60 per cent of the
total industry sales. The industry did not make any use of the CIRB's
program of assistance for mergers and acquisitions, presumably because
large-scale operations through consolidation were not oconsidered a
viable adjustment option.

A oomparison of the relative performance of the FTIAP and the

CIRB's component for the footwear industry reveals some differences.
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First, the proportion of total CIRB funds earmarked for footwear
industry were insignificant in comparison with those for the textile
industry. Second, the CIRB's sector assistance program supported
firms that were already doing well, a fact which had undermined to a
large extent the additionality of its own assistance in total industry
investments. By contrast, the willingness and comitment to restruc-
ture were the major criteria for assistance under the FTIAP, and the
"strength” of the firm played no decisive role. Finally, the CIRB
placed almost exclusive emphasis on assistance for costly new equip-
ment, while the FTIAP had a more balanced strategy that included
management training and education of junior executives.,
The Extent of Goverrment Aid
to TCF Industries

The extent of government's financial assistance to the TCF
sectors is shown in Tables 47 and 48 , and only the briefest details
can be given here. During the decade of 1974/75-1984/85, the federal
govermment spent close to $500 million at current prices for assisting
the TCF sector.64 The largest part of these expenditures were under-
taken during the 1981-85 period, which coincided with the life of the
CIRB. Out of this total, roughly 60 per cent ($300 million)
represented grants for capital investments to firms, and only 25 per
cent for 1labor adjustment. The textile industry acoounts for the
largest part of capital grants during the 1981-85 period (57 per
cent), followed by the clothing industry (34 per cent), and footwear
and tanning industries (9 per cent). However, looking at it fram a
different perspective, govermment grants amounted to 54 per cent of

total investment in the clothing industry during the 1981-85 period,
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26 per cent in the footwear industry, and only 12 per cent in the
textile industry. Capital grants as a proportion of sector value-
added by capital again puts the textile industry in the leading
position (2.3), followed by footwear industry (2.2), and clothing
(1.6)., It is clear that while the textile industry accounted for the
largest allocation of public funds, it also brought forth the largest
part of total investment ($1.2 billion) fram its internal resources.
Assistance to labor clearly played a secondary role in the
government's financial assistance. As a proportion of value—~added
contributed by labor at 1.4, it was well below the ocorresponding
proportion of 2.1 for capital assistance to firms. Nonetheless, the
average financial assistance per displaced worker in the TCF sector

65
during the 1981-85 period amounts to $13,000 in current prices.

V. GOVERNMENT INTERVENTION, INDUSTRY

STRUCTURE, AND THE ADJUSTMENT

PROCESS

Adjustment to changes in market oonditions, including those
emanating from foreign trade, is undertaken primarily by firms and
workers., Govermment intervention in the form of trade barriers and
direct subsidies can either facilitate or thwart these adjustment
efforts. The nature of adjustment by the firms is, in turn,
influenced by structural characteristics of the industry in question.
It is customary to lump TCF industries together in analyzing their
adjustment behavior because of large similarities in their
characteristics. In comparison with other manufacturing industries,
the TCF sector is relatively labor-intensive, producing fairly uniform

and hamogeneous goods, 1in a market structure where competition among

producers is strictly on the basis of ocosts and prices. Despite these
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similarities, however, there are notable differences in their econamic
and market structure which have profoundly influenced their adjustment
behavior and ultimate cutcame in different ways.

while the TCF sector as a whole is characterized by a cost struc-
ture dominated by wage costs, the relative capital-intensity and the
minimum efficient scale is relatively higher in the production of
primary text:iles.66 The high sunk costs and the associated econamies
of scale imply significant barriers to entry and exit, as well as the
likelihood of above-normal profits. The clothing and footwear
industries, by oontrast, are inherently labor-intensive, and are
likely to remain so at all relevant factor prices. Their market
structure closely corresponds to fully competitive markets with price
competition, weak barriers to entry and exit, fragmentation into a
large number of relatively small firms, high rates of firm turn-over,
limited product differentiability, and, in general, the absence of
oligopolistic behavior.67 The clothing industry has a virtual sub-
industry within - comprising of contractor shops, subsidiary firms and
jobbers that rely on secondary labor markets.

These characteristics, more than the extent of government inter-
vention, have influenced the direction of adjustment in each of the
industries. The rationale for trade barriers in the TCF sector has
been that they would provide the necessary "breathing space" to firms
in pursuing restructuring and adaptation to enhanced foreign competi-
tion. It is clear, however, that the particular type of adaptation
envisaged in the TCF sectors was biased fram the beginning toward
internal strategies for survival, rather than for exit. Import con-

trols were never designed to facilitate a scaling down of the

industry, <oonsistent with a relatively protection-free trading
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envirooment. In fact, import oontrols create rents for domestic
producers, which in a competitive market are dissipated either through
expansion of autput by existing fimms, or by the entry of new fimms,
Individual firms can succeed by sharply improving their competitive=-
ness through oost reductions, selective specialization, product
development, and process innovation. A high degree of industry
ooncentration may enable firms to prevent entry, and keep their own
profitability high., But the less profitable firms, with industry-
specific assets and the lack of transferable physical and financial
resources, may also be able to survive at the margin. It is clear
that protective measures alter the balance between options for

adjustment for firms with varying degrees of profitability.

Restructuring Strategies in the Textile Sector

The strategies followed, and the degree of success, have predict-
ably differed between the textiles, clothing, and the footwear
industries, The basic strategy adopted by the textile industry is an
ambitious program of capital investment for renewal of capacity, which
in same years has been higher than the average for manufacturing

sector as a whole. The emphasis has been on raising capital-intensity

through extensive autamation of production processes, and a pronounced
reduction in labor costs. These strategies have drawn on a wave of
innovations in the textile machines industry, which has significantly
altered the production structure of knitting and weaving operations.68
Technological innovations have been embodied into all newer equipment,
with the use of electronic and computer technology in designing

products and monitoring production., Computerization is also evident

in such support activities as inventory control, delivery systems, and
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general accounting. It is estimated that technological changes have
affected 65 per cent of production processes in the textile
industry.69 The shift in product composition toward high value-added
industrial products in the textile industry, with possibilities of
non-price competition, also appears to have taken place. Many of
these developments would probably have taken place sooner or later,
but their speed has been quickened by abnormally high trade barriers
and overt government subsidies, as shown elsewhere in this paper.

These developments have had a marked influence on the structure
of the industry. The exit of smaller, less efficient producers has
meant a rise in industry concentration. Cotton yarns and cloth mills,
fiber and filaments, thread mills, and automobile fabric production
are highly ooncentrated, with the 4-firm leading enterprise oon-
centration ratios based on value of shipments ranging between 84 and
93 per cent. The concentration ratios markedly increased during the
1970-80 period in woollen yarn and cloth mills, fiber processing
mills, carpet manufacturers, and hosiery.70

The abandonment of unprofitable products has led to an improve-
ment in the ocompetitive position of the industry vis-a-vis imports.
Nonetheless, the textile industry in Quebec remains particularly
entrenched in basically undifferentiated segments of the market,
producing primary textiles for the apparel industry. 1In these
segments of the industry, efforts to improve productivity have not
been particularly successful and capacity remains chronically under-
utilized. The restructuring attempts have over-estimated the extent
to which production costs of standardized products can be reduced

through rising capital-labor ratios.
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Existing technology does not seem to pemmit sufficient reductions
in labor inputs to eliminate wide cost differentials related to lower
wages in non-OECD oountries., The prime reason is the ocompetitive
nature of the textiles machines industry which sells essentially
identical equipment in a worldwide market. Thus, identical technology
for high-speed and high-volume production is freely available to all
countries, including those that continue to retain sizable advantage
of cheaper 1labor. The speed of international diffusion of textile
technology has been unusually rapid. Producers in low-cost countries,
e.g., Taiwan and South Korea, despite sizable differences in factor
endowments, employ essentially the same technology and same factor
proportions in the production of standard products, with the result
that the international competitiveness of the Canadian industry has
not changed materially in segments which produce standard fabrics for
use in the apparel industry.

The textile industry's strategy based on investments in capital-
intensive equipment has had, therefore, a mixed record of success.
Long-run competitiveness has been secured in the differentiated, high-
value segments, producing chiefly industrial textiles and home
furnishings. These segments are relatively more capital-intensive
than the production of standard textiles, involve high labor produc-
tivity, and also high skill-intensity of occupations. It seems clear
that this segment offers the greatest potential for specialization and
growth of the Canadian textile industry without high levels of protec-
tion, It is estimated that the high-value, up- market segments
account for close to a third of total demand and offer the greatest
survival potential for the domestic industry.

Another strategy, with great unutilized potential, is foreign
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investment and internationalization of production. The expansion of
international activity is usually pursued through foreign acquisi-
tions, joint ventures, and cooperative marketing arrangements. In
particular, the possibility of shifting labor-intensive operations to
low-wage locations has created opportunities for a variety of world-
wide sourcing patterns, and should be part of a strategy to maintain
overall profitability, International operations of large Canadian
textile producers ocomprise an increasing geographical and product
base. Initially, the difficulties in the Canadian market led to
investments and acquisitions in the United States, followed by
investments in Europe and in Hong Kong. In 1985-86, Domtex owned 22
plants in Canada, 7 in the United States, 5 in Europe, and one in Hong
Kong. Of its total sales in 1985-86, 62 per cent were in Canada,
followed by 27 per cent in the United States, and 11 per cent in
Europe and Asia. A little over 30 per cent of its labor force is
employed in overseas plants. Investment in overseas facilities at
$24.6 million in 1985-86 was higher than in Canada ($21 million). 1In
that year, overseas activities achieved record sales and revenues,

while north-American facilities were responsible for a net loss of
revenues.71
Adjustment in the Clothing Industry

The adjustment strategies in the clothing industry, by contrast,
have had 1little visible success, due largely to the industry's
fragmented  structure. Not surprisingly, the strategy based
exclusively on increasing labor productivity has also dominated in the
clothing industry. But the opportunities for reducing costs of pro-

duction through increases in capital-intensity are vastly more limited
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in clothing production than in textiles. The major technological
innovations embodied in better machines have centered on the pre-
sewing room operations, viz., design, cutting, and grading, where the
use of sophisticated capital equipment and computer-assisted opera-
tions is now fairly common., Advances in knitting and the introduction
of non-stitching techniques have permitted a notable increase in the
capital-intensity of certain types of garments, such as synthetic
knitted apparel and hosiery. However, apart fram of the autamated
sewing machines in the production of jeans, the large majority of
sewing roam operations remain highly labor-intensive and ocutside the
scope of further autamation and economies of scale.

Despite inherent technological difficulties, the Canadian
industry seems to have relied primarily on cost-cutting through sub-
stitution of capital for labor. As a result, and not unlike textile

producers in the standardized segment, they remain single-minded in

attempting to seek cost competitiveness through capital acquisition in
a highly labor-intensive industry, where wages dominate the cost of
production. This particular channel of adjustment, therefore, offers
little further potential for survival. The ocutlook is unlikely to
change in the near future, unless technological innovations radically
alter the production process in the sewing room and assembly opera-
tions. To the extent that adjustment has occured through this route,
it has merely resulted in a large scale displacement of labor, as
discussed earlier in this paper.

Difficulties of adjustment in the clothing sector are compounded
by the fact that the scope for product differentiation, though not

entirely absent, is limited., Yet, the clothing industry oontains a
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wide variety of market segments, with pronounced non-hamogeniety of
products, and wide variations in demand elasticity. While price
competition does not altogether cease to be critical, its degree
varies fram segment to segment. One clearly distinct segment is the
fashion-oriented and design—-sensitive component of the market, whose
si7e is variously estimated to be between 25 to 33 per cent. Design,
quality, non-imitation, and constant flux are chief attributes of this
market segment. Another is the athletic wear segment which is rapidly
growing, where new product development and image (appropriately
blended with youthfulness, beauty, and sex) is the major competitive
device., Still another is the hame furnishing market, where product
differentiation is a viable market strategy.

The distinguishing feature of the fashion segment is that
capital-intensity and scale econamies offer no decided advantage.
Flexibility in smaller establishments and rapid adaptation to vagaries
of fashion are decisive factors. However, established traditions of
creating new designs and of translating design innovations into
cammercial ventures are necessary for adopting this strategy. It is
arguable whether the Canadian clothing industry can muster the minimum
critical effort needed to make this strategy viable, but it remains a
credible adjustment option. A major factor that has mitigated against
the successful adaptation of this strategy is paradoxically the trade
barriers themselves. The actual operation of the MFA has meant a
continual upgrading of exports into higher-priced, higher—quality, and
higher value-added products. This is essentially because the tariff-

equivalent of MFA-sponsored quotas is lower for higher-priced products
than for lower-priced ones, and provides the exporters an incentive to

move up-market. As a result, the Canadian industry finds itself
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progressively locked up in the lower end of the market, producing low-
priced clothing at high cost behind protective barriers. This "low
quality" trap is unlikely to change without a conversion of VERs into

tariffs.

Another potential strategy is to reduce oosts of production
through foreign processing ("sourcing”) by means of joint production
with foreign producers. These involvements can range fram direct
foreign investments in production and assembly operations to
parcelling of production of either certain products or a part of the
production process of one product to foreign producers. This
adjustment option has been successfully used by clothing industries in
Germany, Japan, and Netherlands, and increasingly in the United States
under item 807 of the U.S. Tariff Schedule. The internationalization
of production imbedded in these approaches leads, not only to an
efficient use of production resources, but also to a cooperative
alliance against proliferating trade barriers.

The involvement of the Canadian clothing industry in foreign
saurcing is almost non-existent. The option of direct foreign
investment is clearly limited by the lack of financial resources at
the disposal of the Canadian clothing industry. Offshore saurcing, on

the other hand, has been hampered by the lack of flexibility in the

tariff system. The more recent enactment of duty remission schemes is
a beginning in that direction, but is limited to men's shirt:s.72
Moreover, it is unlikely to provide much adjustment, because it is
contingent on maintaining an equal and similar domestic production in

Canada. It is possible to devise better duty remission schemes e.g.,

duty remission on fabrics imported by clothing manufactuirers, which
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will allow for greater flexibility and rationalization of production,
and to improve long-run competitiveness, It is possible that more
ocomprehensive arrangements, e.g., those involving export of textiles
linked to imports of clothing, will be opposed by particular 1labor

groups.

Adjustment in the Footwear Industry

The Canadian footwear industry is quite similar to the clothing
industry in its structure: high labor intensity, ease of entry, small
size (20 to 200 workers) of enterprises, short production cycles, and
chronic over-capacity. The 4-firm leading enterprise concentration
ratio based on value of shipments has in fact declined slightly fram
0.25 1in 1970 to 0.21 in 1982, as shown in Table 36. The concept of
capital investment in the industry is itself ambiguous in that the
industry makes extensive use of leased equipment. It is estimated
that 60 to 70 per cent of the dollar value of equipment in the foot-
wear industry is leased, and the proportion has remained stable over
the years.73 The oonventional practice of leasing equipment has
decided advantages in terms of flexibility during cyclical swings of
demand, avoidance of high sunk costs and the fact that even small
producers can take advantage of better equipment. The uniformly small
size of establishment allows the firms in the industry to respond
quickly to changes in fashion and market conditions. It also allows
easier adjustment through down-sizing of the industry, since indivi-
dual firms own relatively smaller stock of industry-specific equip-
ment.

The industry does not appear to have followed any single dominant

strategy. The overall restructuring has been both pragmatic and
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comprehensive, involving all phases of production and management. The
major renewal of capital stock took place between 1974-77, when the
industry unprotected by quotas engaged in a rapid process of moderni-
zation, It is nearly impossible to arrive at oconsistent measures of
the sector's capital intensity, due to the widespread use of leased
equipment, Capital stock measured in constant dollars appears to have
declined in the period after 1977, implying a decline in the
industry's capital intensity, with insignificant change in labor em-
ployment. Yet, value-added per employee shows a gain in all subse-
quent years, as shown in Table 41, If labor productivity is measured
in wvolume (pairage) terms, the index of output per employee declined
from 23.3 in 1974 to 21.2 in 1983, If, however, productivity is
measured in oconstant dollars, the GDP i)er employee rose by 17 per cent
during the same period.-]4 Evidently, the discrepancy in the two
measures is due to a qualitative shift in products.

The evolution of new technology, exclusively the result of
independent R&D activities of international equipment manufacturers,
is oonstrained by the preponderance of traditionally labor-intensive
tasks that cannot be fully mechanized, and considerably reduce the
scope of economies of scale. The introduction of "injection moulding®
is wvirtually the only new process which is highly capital-intensive
and requires large production runs to realize the econamies of scale.
Without the development of sizable export markets, this technology
does not appear feasible for Canadian producers.

The search for identifiable market niches in which to develop
specialization has proved to be difficult for the Canadian footwear
producers. The production of wamen's shoes, centered mostly in

Quebec, has been devastated by particularly fierce competition fram

90




established fashion producers in Italy. A majority of firms that have
vacated the industry since 1979 were producers of wamen's footwear,
It is clear that the manufacture of footwear that requires mature
craftsmanship with high labor-intensity is not a realistic option for
the Canadian industry. A majority of Canadian producers concentrate
on high-value leather footwear for men and low-price basic footwear
for children. This market, however, has witnessed only modest growth
during the 1980-84 period.75 One reason 1is the high cross-
elasticity, and the consequent substitution, with casual-athletic type
of footwear made with canvas and other materials. Large-scale substi-
tution fram leather footwear to canvas took place between 1977-80, due
both to a shift in consumer taste toward casual footwear and a sub-
stantial increase in lower-priced canvas footwear imports which were
initially excluded from the 1977 global ORs. This "loophole" was
closed by imposing ORs on canvas shoes and sandals in 1981, but the
demand for leather footwear has not recovered fram its 1982 level,

By 1985, the industry has shown good overall performance and
flexibility in whatever it produces, and appears to be fairly competi-
tive in the production of basic, good quality, non-fashion footwear.
Lack of fashion changes allows large production runs. The withdrawal
of quotas on men's footwear in 1986 did not lead to any major increase
in the flow of imports. The adaptation to changed market oconditions
is reflected in a decrease in the number of establishments employing
more than 200 workers. The number of establishments declined rapidly
throughout the 1970s, but seems to have stabilized in more recent
years. One reason for the decline in the size of establishments is

that footwear manufacturers rely increasingly on purchasing components
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they used to produce themselves. This has also allowed the component
manufacturers to utilize the econamies of scale resulting fram
specialized production. It is noteworthy that the change in ocutput
patterns and the change in the structure of the industry which have
occured since 1980 have taken place without any overall increase in
the oonstant dollar net capital stock of machinery and equipment

available to the producers.

The general infeasibility of large-scale production means that
oonsolidations or mergers and acquisitions are not oonsidered as
workable adjusting strategies. In fact, the footwear industry did not
make any use of the CIRB's program for assisting consolidation. A few
large footwear manufacturers integrated forward into retailing, or
diversified into textiles and clothing but no backward integration
into tanning operations has occurred. The industry has adjusted
basically by reducing its size through exit, and improvement in
management and information systems. Another innovative departure has
been the garnering of external econamies through cooperative purchase
of inputs. These econamies are estimated to have resulted in a 50 per
cent reduction in the cost of transportation, insurance, and other
services.76

Overall Adjustment

The adjustment patterns of the three industries discussed in the
previous paragraphs can now be interpreted in a broader and
camparative  framework. We look at the behaviour of labor
productivity, employment, and investment in each of the sectors,
relative to their corresponding values for the manufacturing sector as

a whole. This relative picture is shown in Table 53. Labor producti
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vity measured in constant prices has been higher than the average for
the manufacturing sector as a whole in all sectors, with the exception
of clothing where it is quite close to the manufacturing average. The
differential in the growth of labor productivity during the decade of
1971-82 has been the highest in knitting (1.4 per cent), followed by
textile fabrics production (0.9 per cent), footwear (0.5 per cent),
and clothing (-0.2 per cent)., Total factor productivity in the TCF
sectors cannot be compared with that of the total manufacturing sector
for lack of ready availability of data.

The sustained, long-term growth of labor productivity in all
sectors 1is matched by a long-term decline in the level of employment,
relative to the growth of employment in the total manufacturing sec-
tor. The differential in the rate of fall of employment is highest in
knitting and footwear sectors (-2.3 per cent each), followed by tex-
tiles fabrics (-1.8 per cent), and clothing (-1.3 per cent). The
differential between sectoral rates of investment and the manufactur-
ing average is negative in all cases, implying that investment in the
TCF sectors has not kept pace with the manufacturing average. It
should be pointed out that investment in the TCF sectors, though
positive and increasing in current dollars, shows a rapid decline when
expressed in constant prices. In any event, its rate of growth has
been considerably slower than that of investment in the manufacturing
sector as a whole, whether expressed in current or constant prices.

The foregoing comparison of TCF sectors with the manufacturing
averages suggests that their sectoral developments during the decade
of the 1970s are not totally devoid of change. Same minimum

adjustment has indeed taken place, but it is significantly short of
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the one that would be necessary for attaining competitiveness without
continuing high trade barriers. The adjustment that has taken place
oonsists essentially of a movement of labor ocut of the sectors, and a
decline in real terms in the rate of investment in the industry. In
relative terms, the magnitude of adjustment has been higher in knit-
ting textiles, and footwear, while it is much less pronounced in the
clothing sector. Only the footwear industry exhibits significant
inter-industry adjustment through phasing cut. Some intra-industry
adjustment through internal reallocation within the industry and the

firms has also taken place.
VI. CQONCLUSIONS, REAPPRAISALS AND LESSONS

One major difficulty in evaluating the effectiveness of govern-
ment policies is that objectives such as "rejuvenation" and "inter-
national oompetitiveness” were never clearly defined in terms of
measureable criteria, against which future performance oould be
judged. In particular, the link between various restructuring devices
sponsored by government intervention and the preservation of employ-
ment in the TCF sector was not fully understood. In retrospect, to
the ultimate effectiveness of govermment policy in the TCF sectors may
be judged on three counts: (a) the progress on restructuring stra-
tegies whose linch-pin was new capital investment; (b) the oonse~
quences for employment of labor and its adjustment; and (c) the
internal consistency of these objectives themselves. The discussion
in the following pages is designed to throw light on these three
inter-related questions.

The strategies that emphasized new investment in the industry

oonfused the direction of causation. The investment in these
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industries was low or non-existent because of lack of profitability,
rather than, as was assumed, the lack of profitability being due to
lack of investment. Moreover, the objective of regaining inter-
national competitiveness was remarkable for its lack of realism, since
Canadian textiles and clothing industries have seldom been inter-
nationally competitive, and have always been protected by means of
above-average trade barriers. Despite protection, a secular decline
has been occuring for a long time. Their distress became more
pronounced in the 1970s, not because terms of trade shifted abruptly
against them, but because historical levels of protection became
progressively more inadequate with the emergence of new competitive
sources of supply. The situation would have been different if import
competition had threatened to reverse well-established comparative
advantage.

The clarity with respect to means of adjustment was blurred by an
underlying lack of perception as to the causes of the domestic
industry's distress and its lack of competitiveness. This cognitive
failure, rather than any inherent shortcoming of policy implementa-
tion, seems to have led to the adoption of inappropriate means of
intervention which retarded adjustment and may even have altered its
direction. Adjustment should have been a consistent, ooherent and
camprehensive domestic policy designed to facilitate appropriate
structural change in the industries in question. These policies
should be evolved in a framework which acknowledges the global context
of change and transformation under way, and reorients domestic produc-
tion accordingly. Sector-specific approaches, dominant in the TCF

sectors, that do not include oconsideration of their by-product
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distortions in the rest of the economy are unsatisfactory, because the
ocost of such distortions may well swamp the more immediate and, at
best, questionable benefits to the sector concerned. In addition,
they tend to develop a tunnel vision, with exclu<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>