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Main Findings

This study examines in detail the process immediately
following a change in trade policy and analyzes what this process
entails for the economy as a whole and for individual workers and
companies. The study aims to assist policy makers in pinpointing
those aspects of an economy that hamper adjustment. It seeks to
identify tools at the disposal of governments to smooth
adjustment, to minimize an economy’s adjustment costs and to
alleviate the burden of those who suffer most. Some of the salient
conclusions from the study are summarized below.



opposition to trade reform. Gradual liberalization can also smooth
the adjustment process when the effects of trade liberalization
are highly concentrated in certain regions or have strong
repercussions in the country as a whole. On the other hand, if
reforms are carried out too slowly or are not sufficiently well
defined in advance, gradualism could undermine the integrity of
intended reforms.

• In many cases effective adjustment to trade liberali-
zation will require the expansion of a country’s export
sector and this may be an argument for pro-export
policies.

If effective adjustment is aided by growth in export markets
and export expansion occurs too slowly or fails to materialize,
the process of change may be seriously hampered. The study
argues that exporters in developing countries may face particular
problems. To the extent that these problems hinder the
adjustment process, the use of export promotion schemes can be
defended on economic efficiency grounds.

• WTO agreements seek to provide space for governments
to tackle adjustment problems.

In practice, multilateral trade liberalization is by its very nature
a gradual process that takes into account difficulties related to
adjustment. Multilaterally agreed trade rules and disciplines also
offer countries several safety valves that can be used to address
adjustment problems.

Most WTO Agreements contain more or less explicit
provisions aimed at facilitating their adoption. In particular, they
often specify phased-in implementation periods. Implementation
periods tend to differ among agreements and groups of countries,
with developing and least-developed countries usually being
granted longer implementation periods.

“Safeguard” provisions in WTO agreements offer Members
the possibility to react ex post to problems caused by unforeseen
import surges. This study argues that the drafters of WTO
agreements tended to focus on restructuring industries hurt by
import competition, rather than on the reallocation of resources

released by the contraction of import competing sectors. The
study also argues there has been a tendency for firms to resort to
anti-dumping remedies rather than safeguard remedies when
seeking temporary relief for adjustment purposes.

Organization of the Study

Section II of the study presents empirical evidence on the
pace and pattern of economic change in past decades. It also
discusses evidence on the impact of trade liberalization. Section
III briefly considers what economic theory has to say about the
likely relationship between the long-term gains from trade and
adjustment costs. It then presents a survey of empirical estimates
of adjustment costs and examines evidence concerning the effects
of trade liberalization on the level of unemployment, one of the
indicators for adjustment problems. Section IV analyzes the
adjustment process at a more detailed level by looking at how
trade liberalization affects individual workers and companies. This
section emphasizes the difference between adjustment effects
and other income effects of trade reform. It also discusses how
adjustment problems may lead to resistance against trade libera-
lization.

Section V considers those characteristics of an economy that
actually affect the size of the adjustment costs individuals and the
economy face after trade liberalization. This section identifies
potential instruments at the disposal of governments to facilitate
adjustment. It also addresses the question of how the design of
trade policy affects adjustment costs. Throughout Section V
particular attention is paid to the functioning of markets and
institutions affecting adjustment in developing countries. For
instance, it addresses the question whether adjustment costs may
be relatively high in developing countries because of the quality
and availability of infrastructure and public services. Taking into
account that developing countries have often embarked on trade
reform in the wake of economic crises, Section V also examines
the interaction between domestic macroeconomic policy and
trade policy. Finally, Section VI discusses WTO provisions in terms
of their effect the ability of governments to intervene in the
adjustment process.
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imports showed a decline from 53 to 43 per cent. Changes in
Japan’s trade pattern thus show certain similarities with changes
in the composition of production across branches within manufac-
turing.

The same cannot be said for the US, where the share of
textiles and clothing in total manufacturing exports decreased
from 4 to 3 per cent, while the share of machinery and transport
equipment rose from 58 to 63 per cent. In general the
composition of manufacturing exports remained fairly stable in
the US over this period. Major shifts took place, however, in US
manufacturing imports, with the share in imports of machinery

and transport increasing from 27 to 59 per cent and those of
textile and clothing and of semi-manufactured goods (includes
leather and wood) decreasing from 15 to 9 per cent and 27 to 9
per cent, respectively.

Of the two countries, only in Japan do changes in the
composition of manufacturing output show some parallels with
changes in the country’s trade flows. But Graph II.2 shows that
in both countries the weight of each manufacturing branch in the
country’s total GDP has declined. In other words, the increased
importance of certain branches within manufacturing merely
reflects the fact that they declined less (in absolute terms) than
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other branches. In other words, the expanding service sector
attracted production factors from all branches in the manufac-
turing sector.

Trade may have played a role by slowing down the relative
decline of the export-oriented industries while accelerating the
decline of import-competing industries. Granted these conclusions
are based on just two examples, but they are consistent with
conclusions from the debate about the causes of increased



first column on the left shows the importance for each country
of changes in relative shares among the three main sectors
(agriculture, industry and services). The second column indicates
the extent (if any) of the increase in structural change we obtain
by allowing for the changes taking place within “industry”, when
“industry” is divided into construction, mining, utilities (electricity,
gas and water) and manufacturing. The third column allows for
additional structural change within the manufacturing sector and
the fourth column allows for additional structural change within
the service sector.

We see that over the whole observation period, by far the
largest structural changes in the US economy are due to changes
in the relative weights of agriculture, industry and services. Shifts
between construction, mining, utilities and manufacturing added
some variation to the economy in the first two periods, but the

additional effect of allowing for shifts within manufacturing was
insignificant over the whole observation period. In Japan, changes
in the relative sizes of different industries within manufacturing
did play an important role in the economy’s overall level of
structural change in the first two sub-periods. Last but not least,
Graph II.4 shows the importance of structural changes within the
service sector in determining the overall level of structural change
for both economies, in particular in the periods of 1974-1985 and
1986-1997. It should however be pointed out that the level of
aggregation in the data we used may not appropriately reflect all
the changes going on in the economy. Recent studies have shown
that the bulk of resource reallocations across firms remains
internal to a specific industry.15 More detailed data analysis would
be necessary in order to capture the impact of such intra-industry
adjustment on the overall level of an economy’s structural change.

12

15 See Melitz (2002).
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Trade liberalization, however, will lead at the same time to
two basic types of gains for the economy. Consumers gain from
the lower prices (and increased quality and variety) that come
with trade liberalization. In addition, the adjustment process
described above will bring efficiency gains, as increased interna-
tional specialization allows factors of production to shift into
activities in which the country is relatively more productive (that
is, in line with its comparative advantage). Trade liberalization
brings even more gains when companies can exploit economies
of scale and when trade boosts the country’s growth rate (for
example, by increasing the inflow of new technologies).

Although the economy may be worse off in the short run, the gains
from trade will outweigh short-run adjustment costs in the medium
to long term

Even though trade liberalization brings net gains to the
economy, this does not imply that the economy is immediately
better off. It may well be that for a period of time following the
liberalization, the economy is worse off than without liberali-
zation. In this case the adjustment costs are an investment the
country makes in order to reap future “profits” in the form of
higher incomes.







• Political economy considerations play a role, in particular the
well known fact that while the gains from trade liberalization
often are spread thinly across the economy, the adjustment
costs tend to be focused on particular groups of workers,
entrepreneurs and owners. In other words, adjustment costs
that are very small for the economy as a whole can be very
large for particular groups, giving those groups a strong
incentive to organize, lobby and otherwise apply political
pressure to maintain protection. A related problem is that
political leaders know that the workers who would lose their

jobs as a result of trade liberalization are aware of this (and
thus are unlikely to vote for them in the next election), while
the workers who get the new jobs in the expanding export
sector are unlikely to link the existence of those jobs to trade
liberalization (and thus are unlikely to reward the political
leaders by voting for them). This raises the question whether
governments should assist affected persons and whether they
should do this in order to facilitate adjustment, for distributive
reasons or for political reasons. Sections IV and V take up
these questions.
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IV. Why it is important to distinguish between adjustment
effects and other income effects of trade reform

reduce production and production factors must be relocated,
and when companies try to enhance their competitiveness.
Adjustment plans presented in the context of safeguard measures
under WTO agreements for instance in many cases refer to
companies’ efforts to improve competitiveness.30 Domestic
adjustment assistance often tends to have both components,
assistance to displaced workers and assistance to companies.31

Both components have therefore been included in the
discussions presented in this Section. While Section A presents the
case of workers moving from a shrinking industry to an expanding
one, Section B will discuss the issue of companies adjusting in
order to “survive” foreign competition or to expand exports.32 A
third section notes that because workers and firms facing
adjustment costs often resist trade liberalization, policy makers
may wish to take this into account when designing domestic
policies.33

It has been pointed out above that adjustment to trade reform
can take two forms. First, companies are forced to reduce
production and some or all of their workers and capital become
temporarily unemployed. Second, companies—either export-
oriented or import-competing facing new competition—try to
enhance their competitiveness in the face of new competitive
pressure. Economists typically only refer to the first situation when
speaking about adjustment to trade liberalization. The investment
decisions of exporting firms that wish to expand production or
import competing firms trying to regain competitiveness tend
not to be treated as an “adjustment” problem. Indeed,
government interventions aimed at influencing investment
decisions of firms tend to be treated as issues of industrial policy
rather than adjustment to trade.29

However, policy makers use policy instruments meant to
facilitate “adjustment” in both situations: when companies

Box IV.1: US Trade Adjustment Assistance Program

The US Trade Adjustment Assistance Program is the only adjustment program which is specifically targeted at trade-induced
adjustment problems and which is not limited to particular sectors or regions. It is subdivided into two elements: “Trade Adjustment
Assistance to displaced workers” and “Trade Adjustment Assistance to firms and industries”.

The objective of the worker assistance program is to reduce temporary adjustment costs, not to compensate for permanent
income losses. The TAA Program provides aid to workers who lose their jobs or whose hours of work and wages are reduced as
a result of increased imports. It offers a variety of benefits and reemployment services to assist unemployed workers prepare for
and obtain suitable employment.

The objective of the TAA firm assistance program is to help manufacturers and producers injured by increased imports prepare and
implement strategies to guide their economic recovery. It does this by providing technical assistance to trade-impacted firms.

The worker assistance program is by far more important than the firms assistance program. In 1997, the former expended US$
280 million for assistance to workers while expenditures on the firms program amounted to US$ 8.5 million.34 Corresponding figures
for 1991 were US$ 115.7 million for workers and around US$ 10 million for firms. NAFTA-Related Assistance to workers in 1997
amounted to US$ 49 million.

It has recently been suggested that assistance to trade-impacted workers should include compensation for permanent income losses.
A wage insurance scheme has therefore been proposed as an alternative to TAA for displaced workers.35 This wage insurance scheme
would entitle eligible workers to receive some fraction of their wage loss for a limited number of years following the initial date
of job loss.

29 Industrial policy is an attempt by a government to shift the allocation of resources to promote economic growth (Krugman and Obstfeld (1991)), whereas this chapter
focuses on government attempts to assist companies in an adjustment process. The aims of government policy is thus rather different in the two cases, but we will see
that the tools available to governments are very similar in both cases.
30 See the cases for the Brazilian toy industry and US lamb.
31 See, for instance, Boxes IV.1 and IV.2.
32 For presentational reasons we chose to consider capital as being a production factor belonging to the firm. Issues related to adjustment of capital will thus be treated
in Section B, where we discuss the challenges firms face when trying to adjust.
33



A. Workers and adjustment

Much of what has been said and written about the effects of
trade and trade liberalization on wages focuses on the long-term
effects on wages, and not on the short-term effects of the
adjustment costs associated with trade reform. For the
policymaker, it is important to distinguish between the two, as
they raise different issues for government intervention. The size
of the transitional adjustment costs is related to the speed and
efficiency of the adjustment process, and can influence the level
of political resistance to trade policy reform.39 Government
intervention designed to reduce adjustment costs would thus
take place primarily for efficiency or political reasons. In contrast,
the long-term effects of trade liberalization may lead to changes
in the distribution of income among different groups of workers.
If there is a risk of a relatively permanent increase in inequality
within the country, policy makers may consider intervening for
equity reasons. As we will see below, the nature of the needed
government intervention is very different in these two cases.

1. How are workers affected by adjustment costs

Adjustment costs can appear in many different forms to a
worker who leaves a shrinking industry to find a new job in
another, growing industry:

• costs related to finding and taking up a new job (travel costs,
moving costs);

• loss of income during the transition from the old job to the
new one (unemployment benefits and/or temporary
employment obviously help, but seldom replace 100% of the
former wage); and

• costs related to obtaining the skills needed for the new job.40

A variety of factors can influence the size of these costs. For
example, if the economy is booming and the unemployment rate
is low, finding and getting started at a new job can occur fairly
quickly, and vice versa if the economy is stagnant or in recession
and the unemployment rate high. If the declining industry was a
major employer in the area and the displaced workers have to
move to another region in order to find work, the costs of finding
and taking up a new job are bound to be higher than if a new
job can be found in the same area. For workers who already have
considerabd in pT of





Long-term wage losses do not fall under the concept of
adjustment costs as it is used in this Special Study.50 Indeed,
workers would suffer these losses even if changing jobs were
instantaneous and frictionless. Affected workers, though, will
not bother much about this distinction. Wage losses and
adjustment costs will both represent reasons for them to oppose
trade liberalization. For policy makers, on the other hand, it may
be important to have a notion of the size of permanent wage
losses compared to adjustment costs. In particular, government
programs aimed at reducing adjustment costs for displaced
workers, may not be successful in reducing the opposition to
trade reform, especially if concerned workers also suffer significant
long term wage losses not taken into account in the adjustment
program.51

Displaced workers are likely to go through significant spells
of unemployment

The duration of unemployment and the expenses for training
are important determinants of the adjustment costs incurred
when changing jobs. The studies discussed in Section III made
assumptions with regards to the first variable in order to calculate
the costs of adjustment for the economy as a whole. Magee
(1972) assumed that the duration of unemployment for workers
released from the import-competing sector would be higher than
the roughly 10 weeks known to be the average duration of
unemployment in the US at the time. He therefore used a duration
of unemployment of 16 weeks for his calculations.

This is significantly lower than the average duration of
unemployment Bale (1976) found when interviewing US workers
displaced as a result of trade liberalization in 1969-1970. On

average, import-impacted workers who were actively in the labor
force at the time of the interview (1972) had been unemployed
for 31 weeks.52 Richardson (1982), analyzing a 1979 survey of
workers who were recipients of US Trade Adjustment Assistance
in 1976, found 42 weeks as the mean duration of the first
unemployment spell suffered by permanently displaced workers
in this sample.
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in autarky. If in addition the government intervened in the
functioning of the market, for instance through regulation, it
may have been virtually impossible for companies to employ the
most efficient technologies.62

Firms that were not functioning in a competitive environment
under autarky may find it profitable to invest in new technologies
when trade is liberalized

In many countries, sectors like telecommunications, public
transport and banking have traditionally been run by monopolies
and/or under heavy regulation by the government. While in some
countries, these sectors have progressively been submitted to
increased competition, in others the situation has not changed.
In the banking sector, for instance, regulation may take the form
of government fixed interest rates, fees and commissions,
restrictions on the entry and exit of banks and restrictions related
to the activities carried out by existing banks. Banks operating in
such an environment are not accustomed to choosing activities

in order to maximize profits and are not used to dealing with
variable prices (i.e. interest rates, fees, commissions). If confronted
with foreign banks that are used to act in a competitive
environment, they would probably have difficulties to survive
unless they adjust. Introduction of new technologies and
appropriate training, for instance, would bring them a long way
to be able to survive in a competitive environment, in which
foreign companies are also operating. Yet this would require
investment and probably time. In other words, companies would
need to go through an adjustment process. See Box IV.4 for an
example of a sector that is considered to have gone very
successfully through such an adjustment process.

If the technology used by foreign competitors becomes available
only after trade liberalization, firms may find it profitable to invest
in new technologies when trade is liberalized

Another reason why domestic companies are not operating
as efficiently as they might could be that they simply do not have

Box IV.4: Successful adjustment in the Spanish Banking Sector

Although the Spanish Banking System can be considered a competitive sector today, the situation was completely different twenty
years ago when it was subject to strict regulations, which affected interest rates, fees, commissions and branching and involved
limits on the range and type of activities that financial institutions could perform and on the entry of new competitors. The result
of this regulatory framework was a lack of competitive pressure which led to a lack of innovative processes being pushed forward
by private initiative.

This panorama has changed substantially over the past decades due to the opening to European competition and the impact brought
about by European Directives and the Single Market Program (SMP). The Single Market Program increased the scope for foreign
competition within the EU as it removed important barriers to trade in financial services. Major steps occurred in 1993 with the
introduction of the “single passport” for financial institutions and the removal of exchange controls. The “single passport” meant
that any credit institution authorised to conduct financial activities in its home country was allowed to conduct the same activities
in any other member state. The directive thus allowed free foreign competition within the EU. The removal of exchange controls
meant funds could be moved, or borrowed abroad to take advantage of banking services provided. Given the internal domestic
distortions in countries like Spain, intense foreign competition could have strained their domestic banking sectors, possibly even
leading to bank failures and macroeconomic instability.

Aided by a favorable macroeconomic environment, Spain embarked on a major deregulation process before the introduction of
the “single passport” in order to prepare domestic companies for foreign competition by increasing their own competitiveness.
Among the most important reforms in the late eighties were the elimination of most legal differences between commercial and
savings banks; the deregulation of interest rates; and the harmonization of prudential regulation with those in the EU, which took
place in 1989. These reforms implied that banks had to function in a more competitive environment with flexible prices and the
possibility of exit of existing banks and the entry of new domestic banks. Besides, banks were aware that the introduction of the
“single passport” in 1993 would make it possible for foreign companies to enter the market. By that time, however, the Spanish
banking sector had already adjusted to the new situation and it is generally accepted that it had done so in a very successful way.

The increase in competition led to major efforts by banks to reduce operational costs. At the same time, there was an attempt to
increase the switching costs for consumers, which lead to an expansion in the number of branches and an increase in the quality
of services. Interest margins decreased significantly, showing that consumers have largely benefited from the changes. Though foreign
banks did enter the market as a consequence of the SMP, entry was not massive and it was more important in numbers than in
size. Foreign banks also tended to focus on particular market segments where they often did not compete with domestic firms.
Employment in the Spanish banking sector actually expanded and the Spanish banking system is today considered to be very healthy
in terms of capitalization, profitability, quality of service, stability and competitiveness. Besides, Spanish banks expanded their activities
to foreign markets, in particular in Latin America. Without the deepening of the liberalisation process, the international expansion
of Spanish banks would probably not have happened.
Based on Pastor et al. (2000) and Vives (2000).

62 Placing ourselves in a Heckscher-Ohlin framework, we are assuming that an investment would allow the import competing sector . TD-0.02�r .alityc6hN 100.375 n 76.52hpanish sols



access to the newest technologies. In the late seventies, for
instance, Japanese companies very successfully entered several
American product markets because they supplied comparable
goods at lower prices than their American competitors. In some
cases they were able to do so because of significantly lower
production costs, thanks to the introduction of “just in time
delivery.”63 In reaction to this, many American suppliers decided
to adapt their production process and to make the investments
necessary to apply just-in-time delivery themselves.





When import surges are only temporary it may be optimal for domestic
competitors to “do business as normal” making low profits
or even incurring losses

So far we have been looking at the effect of permanent trade
liberalization on the economies involved. Such changes would
have a permanent effect on the relative supply and demand of the
relevant goods in trading economies. But it also happens that
the supply or demand of a good changes only temporarily.70

Imagine a country hit by a natural catastrophe. It will take the
country some time to recover from this catastrophe and during
this time significantly less money will be spent on luxury goods,
like new cars. If cars are imported, a foreign producer of cars will
see his demand decline in the country hit by the catastrophe, but
he knows that this is likely to be only a temporary phenomenon.
He decides not to reduce production and rather to ship cars to a
third country to which he usually does not export, and where he
offers the cars at a reduced price. The third country has a domestic
car industry that suffers from this sudden and probably temporary
surge of imports. Profits of domestic companies go down, they
may even face losses, but losses that are presumably temporary.71

If producers know that the surge in imports is temporary, they
may well decide to keep on producing like before and run losses
during some periods rather than reduce production or close down
completely. In other words, they may want to try and avoid
“adjustment”, but the question is whether they can afford to do so.

A recent example of temporary changes in the trading
environment are US retaliatory tariffs on EU luxury goods in
reaction to the EU’s policy on banana imports. The list of goods
on which tariffs apply changed every six months. As a
consequence, European exporters and US companies depending
on their products knew that they would be only temporarily
affected. In many cases they therefore decided to do business “as
usual”, but Box IV.7 shows that not all of them could cope.

C. Adjustment costs and resistance against
trade liberalization

Policy reforms tend to create both winners and losers within an
economy. Not surprisingly, those who lose will tend to be against
the relevant reform and, depending on the size of the losses
involved, they may try to put pressure on the government to impede

or reverse the policy reform. Trade reform is no exception to this.72

It has been pointed out before that consumers are the main benefi-
ciaries of trade liberalization. The benefits of trade liberalization
are thus spread over the general population, which makes it difficult
to rally the beneficiaries as a lobby group in favor of trade liberali-
zation. When it comes to the losers, it is necessary to distinguish
between short-run losses (adjustment costs) and long-run losses.
Some people will suffer adjustment costs that are typically
temporary and some will suffer losses in the long-run due to the
distributional effects of trade reform. These two groups will typically
overlap but not be identical. What does this imply for the resistance
against trade reform and its chances of success?

Policy makers may want to intervene in the adjustment process
in order to mitigate resistance against trade reform

By definition, adjustment costs associated with trade libera-
lization will tend to be concentrated in those sectors of the
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V. Governments can facilitate the adjustment process

finance for new investments” was the most severe constraint
small firms in Ghana faced after trade reforms in 1983. Also
Bigsten et al. (1999), in a study on Cameroon, Ghana, Kenya,
Zambia and Zimbabwe, find that small firms tend to face greater
credit constraints than large firms.

Jaramillo and Schiantarelli (1996) carried out an econometric
analysis on the determinants of access to long term debt in
Ecuador. They found that the main determinant of the probability
of obtaining long term credit is firm size, with the probability
decreasing the smaller the firm. They suggest several reasons for
this. The most straight-forward one is simply that the availability
of collateral is a prerequisite to obtain long-term credit. Moreover,
larger firms tend to be more profitable in Ecuador, and it should
be expected that “better” companies more easily obtain long-
term credits. The authors also suggest that larger firms are likely
to have better bargaining power and greater political influence in
obtaining long-term financial resources.

Credit assistance can be very costly for an economy if directed
to companies that cannot be competitive in the long-run

Distortions in credit markets give scope for government
intervention, for instance in the form of credit assistance. This,
however, involves difficulties when it comes to selecting credit-
worthy adjustment projects. It is not in the government’s
interest—or within its power—to assist every company encoun-
tering difficulties in the face of foreign competition (lack of
competitiveness may be the result of bad management, for
example). An investment plan should therefore be required in
order to choose creditworthy projects. Firms may require
assistance for making such an adjustment plan, in particular small
or medium firms, and firms’ participation in the costs of the
investment project increases the incentives for firms to carry out
the project properly.

Another option that might be helpful in certain situations
would be to announce trade liberalization in advance, giving
firms an opportunity to fund adjustment-related investments out
of profits before increased import competition begins to put
pressure on profit margins. The credibility of pre-announced trade
reforms would be crucial since firms will not begin to adjust unless
they are confident the government will not back down on the
promised reforms.

Social safety nets can help workers cover adjustment costs

Also workers may require funding during the adjustment
process, in particular if they lose their jobs and are temporarily
unemployed. An unemployed person who cannot rely on his or
her own savings may have to borrow money in order to cover
ongoing expenses for food, clothing, housing, etc. Yet, it will be
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A. Domestic institutions and policies

This Section will show that domestic institutions and policies,
and therefore policy makers, have an important impact on the size
of adjustment costs workers and firms face as a consequence of
trade liberalization. We will discuss the main markets and
mechanisms influencing the size of adjustment costs and/or the
efficiency of the adjustment process. We will also discuss how
domestic policies can be employed to facilitate adjustment by
lowering adjustment costs or improving the functioning of
relevant markets.

1. Credit markets and social safety nets

The insufficient functioning of credit markets can severely hamper
adjustment

Because credit markets do not always function efficiently,
individuals and companies may face credit constraints and not be
able to obtain the funding necessary for adjustment-related
investments, even though they would be able to pay the loans
back. Clearly in such a situation, the adjustment process can be
severely hampered. Moreover, as capital markets tend to be less
sophisticated in developing countries than in industrialized
countries, adjustment problems due to credit constraints are more
likely to occur in the developing world.

Administrative controls of interest rates, barriers to entry in the
banking sector, the existence of directed credit programs and
the public ownership of banks are among the most frequent
factors that obstruct the smooth functioning of financial markets
in developing countries.76 Administrative controls often lead to
interest rates being artificially low. Instead, barriers to entry limit
competition in the financial sector, which tends to result in high
interest rate spreads harming both lenders and borrowers.77 In this
situation, interest rates are not market determined and therefore
do not reflect equilibrium rates. Funds will tend to be allocated
inefficiently and may serve to finance unprofitable projects, while
profitable ones do not find funding. Directed credit programs
and publicly owned banks often serve more explicitly the purpose
of funding government selected investment projects that are not
necessarily the most profitable ones in the economy.78

Small companies are more likely to suffer from credit constraints
than big ones

When it comes to companies requiring investment loans, it
seems that small companies will suffer from credit constraints
more often than larger firms. This seems to be the case in both
industrialized and developing countries. The US Trade Adjustment
Assistance focuses in particular on small and medium sized
companies. The World Bank (1997) notes that “lack of access to

76 See for instance Laeven (2000).
77 See for instance Barajas et al. (2000) for the case of Colombia, where interest rate spreads surpassed those in developed countries by more than 500 basis points
and those of neighbouring economies by more than 100 basis points before financial sector liberalisation.
78 This is for instance reflected in high default rates on loans. Collier and Gunning (1999) mention default rates in the 40-95 per cent rates for publicly owned banks
in Africa.



difficult for an unemployed individual to obtain loans, the more
so in the absence of collateral. Many industrialized countries have,
therefore, installed social safety nets, for instance in the form of
unemployment benefits, to help out in these kind of situations.
They enable workers to overcome credit constraints and get
through the costly adjustment period necessary to switch jobs. In
this sense, unemployment benefits can actually enhance
adjustment. Note that this is the case for any type of adjustment,
not only adjustment to trade liberalization.

Workers may also face credit constraints when looking for
funds to invest in training. To obtain funding from private credit
institutions for such “investments in human capital” is notoriously
difficult. In many industrial countries governments provide
publicly-funded retraining programmes to the unemployed.

In developing countries characterized by badly functioning credit
markets and a lack of social safety nets, adjustment may cause
severe hardship to the poor

Recent macroeconomic crises in Latin America and East Asia
have shown that existing safety net mechanisms are too often
inadequate in developing countries.79 Their coverage is limited
and leakage is high, or the assistance available is far below
demand during a crisis or adjustment period. Adjustment
processes can thus have very harsh consequences in those
countries, particularly for the poorest. To them, as Winters (2000)
puts it, “even switching from one unskilled informal sector job to
another could cause severe hardship”. Note that, contrary to the
case of firms, the pre-announcement of trade reform is unlikely
to facilitate adjustment for workers in developing countries. If
they could not build up savings in the past, they will be unlikely
to have the means to do so during the implementation period of
the trade reform.

2. Labor markets

While credit markets primarily determine whether individuals
can finance the necessary adjustment costs, domestic labor
market characteristics actually affect the size of adjustment costs
workers face. In particular, they can affect workers’ decisions
with regard to adjustment in two ways: they can affect their costs
of leaving the current employer and their costs of searching a
new job. Labor market characteristics can also affect companies’
incentives to create jobs, which will in turn affect the length of
time in unemployment and the costs of searching for a job.

Labor market characteristics affect workers’ adjustment costs
and thus an economy’s propensity to adjust

• Fringe benefits for workers

Workers may find it costly to leave a job if this implies the loss
of fringe benefits like claims to a company pension. Workers may
also prefer to wait until they are laid off rather than leaving delibe-
rately, if the former gives them the right to claim severance
payments and the latter does not. A country’s institutional
arrangements with regards to these aspects of the employer-
worker relationship thus affect the potential for adjustment.
Industrial countries differ significantly in their labor market charac-

teristics. In Germany, company pension schemes play a
predominant role, while they are virtually non existent in other
European countries. This makes the German labor market
relatively less flexible. According to Maloney (1997), Mexican
workers lose generous severance pay and may lose their pensions
if they quit. At the same time, in Mexico, roughly 40% of the
urban labor force was working in the informal sector in the 1990s
and thus in a highly flexible environment. Matusz and Tarr (1999)
argue that many developing countries are characterized by this
type of dual labor market, with a relatively inflexible formal
segment but a highly flexible informal segment. This makes it
difficult to evaluate the overall capacity of developing countries
to adjust when it comes to trade liberalization.

• Employment protection versus start-up costs

Adjustment in an industry may involve starting up new firms.
Employment protection policies, like large severance payments,
may discourage entrepreneurs from hiring workers needed for
starting up a new company, since it would be costly to let them
go in case the business is less profitable than expected. With
regard to this and other start-up costs, it can be argued that
developing countries provide a more flexible environment for the
creation of new companies than do the industrialized countries,
especially when it comes to micro and small-scale enterprises



numbers of workers may be the consequence. Though this does
not represent a problem for the economy if these workers easily
find new jobs, it may lead to serious problems if bottlenecks
occur in the job-search or retraining process.

Minimum wages differ significantly across and within regions.
When looking at regional averages, Forteza and Rama (2001)
find that the ratio of minimum wages to average labour costs in
large manufacturing firms corresponds to 33 per cent in
industrialised countries, compared to 30 per cent in Latin
American and Caribbean countries and 18 per cent in Sub-
Saharan Africa. The corresponding values for Eastern
Europe/Central Asia and South Asia are 32 per cent and 44 per
cent respectively. Yet significant differences have been observed
across countries within one region. A study comparing the
minimum wage standardised by the countries’ mean wage in
Latin American and OECD countries finds that minimum wages
in Uruguay, Bolivia, Brazil, Argentina, Chile and Mexico are lower
than in any OECD country. Venezuela, El Salvador, Paraguay and
Honduras, instead, score among the highest.81

• “One company towns”

Adjustment to trade liberalization may also be more drastic



Rama (2001)).85 The percentage is on average 37 per cent in
industrialised countries, significantly higher than in Latin America
and the Caribbean (19 per cent), the Middle East and North Africa
(17 per cent), Sub-Saharan Africa (10 per cent) and South Asia (9
per cent). Whether and to what extent a high level of unioni-
sation leads to political resistance, for instance in the form of
strikes, depends on many other factors, such as the relationship
between unions and the political leadership. France was, for
instance, one of the European countries with the highest number
of strikes and lockouts in 1990 (1529), although it has a relatively
low level of unionisation (14.5 per cent in 1985 and 9.1 per cent
in 1995). Compare this to Austria, a country with a significantly
higher level of unionisation (51 per cent in 1985 and 41.2 per cent
in 1995) and a very low number of strikes and lockouts (9 in
1990).86

Empirical analysis suggests that labor market characteristics
have negative effects on adjustment if they enable organized labor
to delay or water down planned reforms

To our knowledge Forteza and Rama (2001) is the only study
comparing the impact of different labour market characteristics
on an economy’s propensity to adjust.87 They include in their
analysis, in addition to minimum wages and non-wage costs, the
level of unionization and the size of government employment in
their measures of labor market rigidity (these two indicators are
assumed to capture the ability of potential losers from reform to
express their grievances). Their empirical analysis shows that
countries where organized labour is influential experience
recessions right before adjustment, and slower recovery
afterwards, whereas growth performance is not affected by the
level of minimum wages and non-wage costs. These results
suggest that labour market characteristics affect adjustment
through political mechanisms rather than economic ones.

3. Education and training

In some industrialized countries, it is compulsory to participate
in certain training courses in order to receive unemployment
benefits. Such courses often aim at assisting workers in the search
process directly, for instance by teaching them how to apply for
a vacancy and how to conduct a job interview. Training may also
aim at providing unemployed workers with skills that are in high
demand. In the context of the privatisation of Brazil’s Federal
Railway, for instance, an attempt was made to adapt training
courses to the particular needs of laid-off workers.88 For this
purpose, regional labour markets were studied in detail by labour
market specialists in order to determine the nature and
composition of the market relative to supply and demand. In the
case of trade liberalization, specially designed training courses
could target the skills demanded in export industries which are
expanding as a result of the reform. Trade reform may justify the
temporary creation of such training centers, in particular in those
countries that do not normally provide these types of services to
their unemployed.



prices ranked as the fourth and fifth problems for manufacturing
firms in a survey of firms in seven African countries, after lack of
credit, lack of demand, and high taxes.

5. Information and expectations

In the absence of reliable information about prices and market
opportunities workers and firms may not switch towards new activities
after trade liberalization

In order for companies (and workers) to even consider
adapting to a new trade policy, they must have information about
the new policy. The policy must seem credible to them and they
must be able to judge the new opportunities created by this new
policy. It is questionable to what extent reliable sources of
information about prices and market opportunities are available
in developing countries.





national private sector activity in general.97 Those repercussions
represent externalities which, if not taken into account, may result
in excessive layoffs. Gradual trade liberalization may in these cases
manage to soften the adjustment process. This argument may in
particular apply to developing countries, in particular small ones,
as the composition of their exports is often characterized by a lack
of diversification.98

Gradual trade liberalization has also been discussed in the
context of government credibility. Depending on a country’s



governments consider joining free trade areas or multilateral
agreements like the WTO.

The European Union has often been put forward as an
example of the importance of international agreements for
enhancing the credibility of trade reforms. It has for instance
been argued that European Union membership was a crucial
factor in determining the credibility of financial sector reform in
countries like Spain and Portugal. It played a large role in
convincing financial institutions that the move towards interna-
tionalization of financial services within the European Union was
irreversible and that a timely adjustment was necessary in order
to survive (Vives (2000) and Gardener et al. (2000), see also
Box IV.4).

4. Export promotion and the expansion of exporting
sectors

The adjustment process following trade liberalization typically
involves labour and capital moving from shrinking import-
competing industries into expanding export industries. The
expansion of exporting industries is thus important in order for the
adjustment process to be smooth. If inefficient credit markets
hinder the expansion of potential exporters, adjustment may be
hampered and government intervention in favor of exporters may
be warranted.

Export expansion may be more difficult when it implies
moving into completely new export activities. It has been argued
in Section IV.B that starting up new export activities tends to be
more complex and costly for companies than expanding existing
ones. Many developing countries, in particular small ones, are
characterized by a highly concentrated export structure.103 In

these countries expanding exports most likely implies that the
private sector has to move into new activities. Given the costs and
risks involved in such a move, companies are more likely to
encounter credit constraints than if they were simply expanding
existing activities.

It has also been argued that positive spillovers exist from
breaking into new export markets.104 This would imply that
benefits for the country as a whole are larger than those accruing
to the company deciding to expand exports to new markets. If this
is correct, there is a case to be made for government support for
export promotion independent of whether the credit market is
functioning efficiently.

Aitken, Hanson and Harrison (1997) cite the example of
garment exports in Bangladesh as a case that suggests that this
type of spillover may be important. The entry of one Korean
garment exporter in Bangladesh led to the establishment
of hundreds of exporting enterprises, all owned by local
entrepreneurs. Garment exporters, which accounted for a
negligible percentage of total export earnings, became the single
largest source of foreign exchange earnings after the entry of
one multinational firm.

Active export promotion by the government can be defended
on economic efficiency grounds if exporting involves positive
externalities

Spillovers may take a variety of forms. Exports may require
specialized transportation infrastructure, such as storage facilities
or rail tracks. Once it is built any additional exporter can take
advantage of its existence. The presence of other exporters may
also improve access to information about foreign demand.
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Box V.3: The importance of credibility: why farmers did not plant new cashew trees in Mozambique

In the early 1990s the World Bank prevailed on Mozambique’s government to liberalize the cashew sector and to remove restrictions
on exports of raw cashews. Export liberalization was expected to lead to an increase in farm gate prices that would benefit poor
farmers directly. It was also hoped that this would in the medium- and long-run reinvigorate the rural sector by reversing the dramatic
collapse in cashew tree planting.

Although raw cashew prices did indeed increase after export liberalization, farmers refused to plant new trees. McMillan et al. (2002)
argue that this lack of adjustment was to a large extent due to the fact that the government’s change in policy and the resulting
price changes were not considered to be credible and that a policy reversal was expected.

Farmers spend typically around 50% of their time caring for existing cashew trees prior to harvest. Cashew trees take from 3-5
years to bear any fruit at all and take longer to bear enough fruit to make the investment worth while. In order for farmers to plant
new trees it is therefore important for them to believe that future cashew prices will be high enough to allow them to recover their
investment. Simple promises by the government for prices to increase may in such a situation not be credible enough in the
absence of a commitment mechanism. In the case of Mozambique credibility of the trade reform may have been particularly low
because it had not been undertaken of the government’s own volition.

McMillan et al. (2002) argue that credibility could have been increased by the removal of structural constraints like poor roads,
lack of access to credit, or monopsony power on the part of domestic traders. Such non-price reforms are harder to reverse than
trade policy reforms and may therefore be more effective in increasing the expected profitability of investment from the farmers’
point of view, thus eliciting stronger supply responses.
Based on McMillan et al. (2002)

103 See footnote 98.
104 Robert and Tybout (1997) test for a second type of externality, i.e. the one that exporting increases the productivity of companies (learning from exporting). They
however find little evidence for the existence of this effect.
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GATS states that schedules shall specify the date of entry into
force of commitments but it also offers Members the possibility
to specify “where appropriate, the time-frame for implemen-
tation of commitments”. In most cases however Members have
not used the possibility to schedule transition periods.
Commitments entered into force in 1995.110

In the schedules annexed to the fourth and, to a lesser extent,
to the fifth protocol to the GATS Agreement, some governments
have chosen to delay the entry into force of specific liberalization
measures. In their schedule of concessions, Antigua and Barbuda
for example have entered several measures limiting access to
voice telephone services that will apply until 2012 but be
eliminated thereafter. In the Schedule of specific commitments of
the European Communities and its Members, delayed dates for
the liberalization of telecommunications are indicated for Ireland,
Spain, Portugal and Greece.111 The Schedule of Commitments of
Panama also provides for the progressive opening of the domestic
telecommunications market over a period of 5 years starting on
the date of accession. The presence of delays may be related to
the fact that the sectoral nature of the negotiations on these
topics did not allow the same flexibility in terms of coverage than
a broader negotiation.

(c) Rules and obligations

The implementation of rules and obligations can involve
adjustment effects like those induced by reductions in tariffs and
quotas. They can also affect two other adjustments: changes in
national legislation, and government investment—in particular
in developing countries—in building up institutions and staff
training. This was certainly the case with the TRIPS Agreement,
but also with rules on customs valuation and rules on sanitary and
phytosanitary measures.

Because adjustment to the new rules and obligations imposed
by these Agreements was not expected to involve significant
adjustment in the developed countries, there is no general
implementation period available to all Members under the SPS or
the Customs Valuation Agreements. The TRIPS Agreement
provides for a one year implementation period following the entry
into force of the WTO Agreement. As discussed below however,
developing countries negotiated special implementation periods
for each of the three agreements.

2. Additional flexibility for developing and least-
developed countries
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Developed countries Developing countries Least developed countries

Reduction of tariffs on industrial gradual over 4 years with flexibility
products

Reduction of tariffs gradual over 6 years gradual over 10 years no reduction commitments
on agricultural goods

Elimination of tariffs on information gradual over 4 years but, in principle, possibility to opt out
technology products under the ITA

Reduction of agricultural export gradual over 6 years gradual over 10 years no reduction commitments
subsidies

Reduction of agricultural domestic gradual over 6 years gradual over 10 years no reduction commitments
support

Elimination of quotas on textiles gradual over 10 years

Implementation of obligations time limited exceptions can be granted upon request
under the TBT Agreement

Implementation of obligations time limited exceptions can time limited exceptions can
under the SPS Agreement be granted on request; be granted on request;

may delay implementation may delay implementation
up to 2 years up to 5 years

Obligations under the Agreement 5 year delay on implementation plus additional delay
on customs valuation117 for application of specific provisions

Implementation of obligations 2 year delay
under the Agreement on Import
Licensing Procedures

Implementation of obligations prohibition of subsidies prohibition of subsidies
under the SCM Agreement contingent upon export contingent upon export 

performance applies only performance dopli nnr15p0rtrt 
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Extending the transition periods

The drafters of the WTO Agreements were wary of extending
transition periods. Footnote 4 in Article XI of the Marrakesh
Agreement states: “A decision to grant a waiver in respect of
any obligation subject to a transition period or a period for staged
implementation that the requesting Member has not performed
by the end of the relevant period shall be taken only by
consensus.” Nevertheless, several Uruguay Round Agreements
offer developing countries the possibility to request extensions of
transition periods as part of special and differential provisions.
Agreements which offer this possibility include: the TRIMs
Agreement, the Agreement on Subsidies and Countervailing
Measures, and the Agreement on Implementation of Article VII
(customs valuation).

The extension of transitional time periods for developing
countries has recently been discussed in the WTO. During the
preparatory process for the Third WTO Ministerial Conference in
Seattle, a number of developing countries put forward a wide
range of proposals dealing with their perceived problems in the
implementation of WTO Agreements. Among those, many called
for an extension of the transition periods to comply with some
agreements. The expiry of several transition periods at the end of
1999 gave additional impetus to the debate on the implemen-
tation of Uruguay Round Agreements and in particular the
extension of transition periods. In at least two cases, the TRIMs
and the Customs Valuation Agreements, requests for extensions
were submitted before 1 January 2000 which had to be approved
by other WTO Members.

In the case of the Customs Valuation Agreement, Annex III of
the Agreement on the implementation of Article VII of GATT
1994 stipulates that if the five-year delay in the application of the



Committee is reviewing those requests, and provided that the
programmes notified pursuant to the procedures in G/SCM/39
meet the eligibility criteria and transparency requirements set
forth therein, Members of the SCM Committee shall grant
extensions on a year by year basis, subject to annual review, until
the end of 2007 with then a final two-year phase-out (i.e.,
through the end of 2009), unless a further extension on the basis
of Article 27.4 alone is requested and approved. In addition to the
fast-track requests, the Committee has received and is considering
five other requests, based on Article 27.4.125

The length of transition periods is only one of the elements
addressed in the implementation debate but it is the one that is
most closely related to adjustment problems. In many cases,
proposals go beyond genuine implementation problems in the
sense of difficulties experienced with the compliance of existing
agreements. Some of the concerns expressed in the proposals
relate to what a number of developing countries see as
inadequate implementation by developed countries of provisions
requiring them to undertake positive actions in favour of
developing countries. Others relate to the best endeavours or
non-operational nature of many special and differential treatment
provisions in WTO Agreements. A third group of concerns relates
to alleged abuses of certain provisions of the Agreements, and to
the lack of expected market opening in areas of export interest
to developing countries. Finally, many proposals aim at modifying
provisions in the existing agreements to rebalance the obligations.
Many proposals do not really reflect problems that proponent
countries may have with adjustment but rather their perception
that the agreements are inequitable in the sense that they do
not reflect adequately the concerns of developing countries.

B. Safeguard measures

The discussion thus far has focused on provisions—in
particular transition periods for reducing import barriers, revising
domestic legislation and setting up new institutions—which offer
Members some flexibility to cope with anticipated adjustment
problems. Obtaining an ex post extension of the transition period
would be an option for dealing with unanticipated adjustment
difficulties, except that, as noted above, for developed countries
the possibility of obtaining extensions is strictly regulated by
footnote 4 to the Marrakesh Agreement, while only a few
agreements explicitly offer developing countries the possibility of
requesting ex post an extension of a transition period.

The focus of this section, therefore, is on measures which offer
Members the possibility to react ex post to problems caused by
unforeseen import surges.126 Such measures are traditionally

termed “safeguards”, and include temporary tariff increases or
quantitative restrictions. The general view is that without the safety-
valve provided by safeguards, governments might be reluctant to
liberalize in sectors where there is uncertainty concerning the
adjustment process that will follow the liberalization.

Various WTO provisions correspond to this broad definition
of safeguards. First, the GATT/WTO framework permits
emergency actions under Article XIX and the Agreement on
Safeguards, and in addition provides specific safeguard clauses for
agriculture and textiles and clothing.127 Second, it offers the
possibility to impose restrictions to safeguard the balance-of-
payments under Articles XII (developed countries) and XVIII.B
(developing countries).128 Third, there is the possibility to
renegotiate tariffs under Article XXVIII.129

Among the three provisions, the one most clearly targeted at
adjustment problems is safeguard measures under the Agreement
on Safeguards and Article XIX. The balance-of-payments
provisions can only be used in reaction to an unsustainable
deterioration in a country’s external financial position, and not in
reaction to sector-specific adjustment problems. Renegotiation
generally is not the most appropriate response to a transitional
adjustment problem—which is by nature temporary—since
renegotiation is a permanent and not a temporary measure. Two
other contingent protection instruments, namely anti-dumping
measures and countervailing duties are available to WTO
Members. Those two provisions, are in principle responses to
“unfair” trade practices and thus do not have the same objective
as safeguards. However, firms facing adjustment difficulties might
prefer to use the anti-dumping procedure rather than a safeguard.

1. Article XIX and the Agreement on Safeguards

The Uruguay Round Agreement on Safeguards, which applies
cumulatively with Article XIX of GATT 1994, elaborates on and
tightens the Article XIX rules on the use of safeguard measures,
re-establishes multilateral control over safeguards and eliminates
measures that escape such control. It also explicitly refers to
structural adjustment in its Preamble and creates certain
mechanisms to address that goal. Article 5 states that safeguard
measures shall be applied only to the extent necessary to prevent
or remedy injury and to facilitate adjustment. Also, evidence of
adjustment is necessary to justify extending a measure (Article 7.2)
and progressive liberalization is intended to facilitate adjustment
in cases of measures originally imposed for longer than one year
(Article 7.4).

There are five elements in the Agreement on Safeguards. The
first sets out the requirements that must be fulfilled before a
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125 Those requests were made by Colombia (in part invoking the language in paragraph 10.6 of the Ministerial Decision on Implementation-Related Issues and Concerns
(WT/MIN(01)/17) to seek treatment equivalent to that under the fast-track procedures for its programmes of the same type as those covered by the fast-track procedures,
and in part on the basis of Article 27.4 alone), El Salvador and Panama, (in respect of their programmes other than those of the type eligible for the fast-track
procedures), Thailand, and Uruguay (for the same programme as covered by its fast-track request).
126 The discussion here is limited to surges in merchandise imports. Concerning services, see WTO (2000) Post Uruguay Round Market Access, which gives an overview
of the current negotiations on the question of emergency safeguard measures.
127 GATS Article X mandates Members to undertake multilateral negotiations on the question of emergency safeguard, measures based on the principle of non-discri-
mination. Negotiations are underway.
128 GATT Article XVIII.C also makes provision for “infant industry” protection for developing countries. This provision has been little used and is not analyzed further
in this text. Current discussions on special and differential treatment, however, suggest that this provision may be subject to closer attention and greater use in the future.
129 Modification of GATS schedules is possible in accordance with the provisions of Article XXI.
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safeguard measure can be applied. The second sets out the rules
that govern the application of safeguard measures. The third
concerns the compensation action to which such measures may
give rise. The fourth provides for the elimination of pre-existing
grey-area measures and the ban on their future use. The fifth
element finally provides the necessary machinery to ensure that
the Agreement functions effectively.

Under the Agreement on Safeguards, a Member must
determine that increased quantities of imports are causing or
threatening to cause serious injury to the domestic industry
producing like or directly competitive products. There is no
requirement on who may seek relief, or on the initiation of investi-
gations. The determination must result from a proper investi-
gation by the authorities based on published procedures. Unlike
Article XIX, the Agreement on Safeguards does not explicitly
require that the increase of imports be the result of unforeseen
developments or the effect of obligations under the GATT.130

Because Article XIX and the Safeguards Agreement apply cumula-
tively, however, unforeseen developments still exist as a necessary
“circumstance” to be fulfilled if a safeguard is to be allowed.131

Serious injury is defined to mean “significant overall impairment”
of the domestic industry’s position and a “domestic industry” is
defined as “the producers as a whole of the like or directly
competitive products operating within the territory of a Member,
or those whose collective output of the like or directly competitive
products constitutes a major proportion of the total domestic
production of those products.”

Article 4.2 (a) specifies that “in the investigation to determine
whether increased imports have caused or are threatening to
cause serious injury to a domestic industry, [...] the competent
authorities shall evaluate all relevant factors of an objective and
quantifiable nature having a bearing on the situation of that
industry, in particular, the rate and amount of the increase in
imports of the product concerned in absolute and relative terms,
the share of the domestic market taken by increased imports,
changes in the level of sales, production, productivity, capacity
utilization, profits and losses, and employment.”

The use of remedies is governed by the principle that they
should be applied to a product being imported irrespective of its
source, except products from developing countries that are below
certain levels of import share (Article 9.1), and only to the extent
necessary to prevent or remedy serious injury and to facilitate
adjustment. The Agreement defines some limits regarding the
allocation of quotas among suppliers, but allows limited departure

from MFN in the form of quota modulation (Article 5.2 (b)). It also
establishes a limit on the duration of safeguard measures. The
standard limit on duration is four years, which may be extended
to a maximum of eight years if it has been determined under the
Agreement’s procedures that continuation is necessary and that
the industry is adjusting. Moreover, if the measure is applied for
more than one year, it must be progressively liberalized
throughout the period of application, and if its duration is more
than three years there must be a mid-term review which shall, if
appropriate, lead to its withdrawal or more rapid liberalization.

Developing countries are given more flexibility in two ways:
the maximum duration of a safeguard measure, including
extension, is two years longer than for developed countries (that
is four plus six at a maximum) and they are allowed to re-impose
a safeguard after a period of non application that is shorter than
for developed countries.

The rules concerning compensation have also been changed
from those in Article XIX. The Member imposing the safeguard
measure consults with those Members which have a principal
supplier interest. Failing agreement the affected exporter can
retaliate but its right to do so is not unlimited. No compensation
however can be required during the first three years in cases where
a safeguard is imposed following an absolute increase in imports.

Table VI.2 below presents information on notifications of
initiations of safeguard investigations. Note that 33 of the 94
investigations listed in Table VI.2 are ongoing and that 29
“definitive”, as opposed to provisional, safeguard measures were
in place in July 2002.132

Bearing in mind that safeguard measures may be broader in
scope than anti-dumping measures, and that when considering
anti-dumping actions, each product/country combination is
counted as an investigation, while a single safeguard investi-
gation covers imports from all sources, it is interesting to note that
the figure of approximately 73 safeguard investigations initiated
over the period 1995 to 2001 compares to a total of 1845 anti-
dumping investigations launched during the same period.133

The figures in Table VI.2 show that only about 18 per cent of
the Members have notified actions under the Safeguards
Agreement, and that each of the Members who have notified
actions have only notified a relatively small number of investi-
gations. Developing countries as well as transition and developed
countries have made use of the Agreement. The two main users
so far have been India and the United States.

130 From a theoretical point of view, the fact that changes are “unforeseen” is crucial for justifying ex-post increases in protection. This raises the issue of what
“unforeseen” exactly means. In its Korea - Dairy Report, the Appelate Body draws a distinction between foreseen and foreseeable, and concludes that “foreseen-ness”
is what is at issue. This approach seems to be more factual. Trying to determine what is foreseeable would seem to be more theoretical and speculative.
131 See Appelate Body Reports on Argentina - Footwear (WT/DS121/AB/R) and Korea - Dairy (WT/DS/98/AB/R).
132 In 14 cases, the decision on applying a definitive measures was negative. Five definitive measures have been terminated before cut-off date. Information is not available
on the status of 13 initiated investigations.
133 One explanations for the relatively limited use of safeguards is based on the idea that governments did not use safeguards because using safeguards is costly and
there are other instruments which achieve a better result or a similar result at lower cost. In other words, governments prefer to use other measures to react to import
surges. Where bound rates are much higher than applied tariff rates, governments could for instance raise applied tariffs without violating their commitments.
Supporters of this explanations see a link between on the one hand the prohibition of “grey-area measures”, and the discipline imposed on the use of safeguards, and
on the other hand, the surge in the use of anti-dumping measures. They claim that safeguards are not used because governments prefer to use anti-dumping measures
to react to import surges, mainly because, as discussed below, anti-dumping is a targeted remedy which imposes no compensation or adjustment constraints while
safeguards are by nature a multilateral instrument which restricts imports from all origins and which imposes compensation (even if it is only after three years) and
adjustment.



Table VI.3 below lists the products for which Members have
notified initiations of investigations. It shows first that safeguards
have been used both for agriculture and industry. It also shows
that safeguards have been used in various types of industries.
Among the main users, India and Venezuela have used safeguards
only for industrial products while the United States, Chile, Jordan,
and the Czech Republic, have used safeguards for both industrial
and agricultural products.

With regard to the adjustment facilitation role of the
Safeguards Agreement, it seems evident that the kind of
adjustment the drafters of the Agreement wished to facilitate is
the restructuring of industries hurt by import competition, rather
than the reallocation of resources released by the contraction of

the import competing sectors. If a government prevents or
remedies an impairment in the position of import competing
industries, factors of production have no incentive to move and
thus there is no reallocation of resources from less efficient to
more efficient activities.134

An examination of the use of safeguards notified to the WTO
confirms the idea that governments use safeguards as a means
to offer breathing space to an industry facing import competition,
rather than as a means to slow down liberalization to facilitate the
exit of workers from that industry. First, some notifications
explicitly refer to adjustment in the sense of improving competi-
tiveness.135 Also countries’ safeguard legislation often requires
domestic industries petitioning for an investigation to provide an
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1995 1996 1997 1998 1999 2000 2001 2002* Total

India 1 5 3 2 1 12
United States 1 2 1 1 2 2 1 1 9 9 7



51

Table VI.3: Initiations of investigations under the Agreement on Safeguards by country and product
– 1995-2002

Industrial products Agricultural products

Argentina - Footwear - Peaches
- Toys
- Motorcycles

Australia - Swine meat

Brazil - Toys - Coconuts

Bulgaria - Non aqueous ammonium nitrate
- Corks
- Ammonium nitrate

Chile - Tyres - Wheat, wheat flour, cane/beet sugar,
- Socks (synthetic and cotton) vegetable oils
- Steel - Liquid and powdered milk
- Lighters - Mixed oils

- Glucose

Colombia - Taxis

Costa Rica - Rice

Czech Republic - Footwear - Cane/beet sugar
- Citric acid - Isoglucose
- Wires, ropes and cables - Cocoa powder
- Tubes and pipes

Ecuador - Sandals
- Matches

Egypt - Safety matches - Powdered milk
- Common fluorescent lamps

El Salvador - Fertilizers - Pork
- Rice

- Peaches



adjustment plan.136 Compared to Article XIX of GATT 1947 and
the pre-Uruguay Round situation, the current provisions under
Article XIX and the WTO Agreement on Safeguards are more
explicitly designed to facilitate adjustment. They impose tighter
disciplines in this area but simultaneously reduce obstacles to the
use of safeguards for adjustment facilitation purposes. Article
XIX, despite the fact that it does not refer to adjustment, offered
governments the possibility to facilitate adjustment in liberalized
industries and in particular their restructuring. The new regime
leaves less scope for reactions to import surges that escape
multilateral control. The Agreement on Safeguards for instance
explicitly prohibits the use of VERs in reaction to increased imports.
The new regime also tends to discourage the use of safeguards
for purposes different than adjustment facilitation by streng-
thening certain disciplines. The Agreement for example imposes
restrictions on the duration of safeguards, and submits extensions
of the duration to the requirement to show that adjustment is
taking place. It also contains provisions concerning the progressive
liberalization and limits on the remedies. Under the previous
regime, if the prerequisites were established, governments were
allowed to go beyond simply slowing down the liberalization
process or just reverting to the pre-liberalization situation. Also,
there were no time limits, and in practice safeguard measures
tended to become permanent which is certainly not required for
adjustment purposes. In a sense, governments were allowed to
“prevent” injury to the domestic industry competing with imports,
that is they were allowed to durably prevent the reallocation of
resources. Finally, as a compensation for the tightening, the new

regime offers an incentive to the use of safeguards in the form
of three years for free, that is three years without any obligation
to compensate. In a sense, the Agreement on Safeguards reduces
the size of the loophole to allow only for measures that are really
designed to facilitate adjustment.

2. Other specific safeguards

There is a special safeguard provision in the Uruguay Round
Agreement on Agriculture which is available to countries which
have reserved the right to invoke this clause by designating
products in their Schedules. Article 5 states that for products
whose non-tariff restrictions have been converted to tariffs,
governments can impose additional duties if either the volume of
imports of that product increases above a certain threshold, or the
price of imports of that product falls below a trigger price. The
level at which the thresholds can be set is explicitly mentioned in
Article 5, along with limits on both the level of the additional
duty that can be imposed and the period during which it can be
maintained.137

The main differences from the mechanism set out in the
Agreement on Safeguards are the following. First, the special
agricultural safeguard provision can remain in place only for the
duration of the reform process (its purpose is to offer a guarantee
to Members that the tariffication process will not result in an import
surge). Second, the special agricultural safeguard does not require
the complainant to show that imports caused injury. Third, unlike
the “general” safeguard which is largely an ex post emergency
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Industrial products Agricultural products

Morocco - Rubber plates and sheets - Bananas

Philippines - Grey Portland cement - Tomato paste
- Ceramic floor tiles

Poland - Potassium nitrate
- Calcium carbide
- Steel

Slovak Republic - Swine meat
- Sugar

Slovenia - Swine meat

United States - Brooms - Tomatoes
- Steel wire rod - Tomatoes and peppers
- Line pipe - Wheat gluten
- Crab meat - Lamb meat
- Extruded rubber thread
- Certain steel products

Venezuela - Cold rolled steel
- Hot rolled steel
- Tyres
- Paper
- Iron/steel U sections

Cut-off date for the information on safeguards: 30 July 2002.
Source: WTO secretariat, Rules Division, Summary of notifications of initiations and outcomes of safeguard investigations and of applications of safeguard measures
since 1 January 1995.

136 See for example Thaïland’s legislation (G/SG/N/1/THA/2).
137 In the case of the volume trigger, the higher duties only apply until the end of the year in question. In the case of the price trigger, any additional duty can only be
imposed on the shipment concerned. The additional duties cannot be applied to imports taking place within tariff quotas.
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measure, the special agricultural safeguard requires governments
to decide ex-ante where they are likely to encounter adjustment
difficulties. Thirty-eight countries, including developing and
transition countries as well as developed countries, have reserved
the right to apply the special safeguard. Fourth, whereas safeguards
applied under the Safeguards Agreement must be applied to
imports irrespective of their source, additional duties under the
special safeguard mechanism can be applied to specific shipments.

Like safeguards imposed under the Agreement on
Safeguards, the special safeguard essentially offers breathing
space to producers. It may be used to delay liberalization, but it
is not specifically designed to facilitate the reallocation of
resources that may become unemployed as a result of increased
import competition.

The actual use of the special safeguard has been limited to
date. As can be seen in Table VI.4, it was used by just nine

Table VI.4: Use of the Special Agricultural Safeguard mechanism
A. Price-based special agricultural safeguard. Action by Member and product category, 1995-2001 (Number of tariff items)

CE OI SG DA ME EG BV FV TO FI CO OA ALL

1995

EC 10 1 1 12
Japan 1 2 3
Korea 1 2 3
United States 1 1 2 13 1 6 24
Total 3 3 12 15 1 1 1 6 42

1996

EC 10 4 14
Japan 1 1
Korea 3 2 5
Poland 2 2
United States 4 7 24 2 1 11 49
Total 7 2 17 24 4 3 1 11 2 71

1997

EC 10 4 14
Korea 1 2 2 5
Poland 1 2 3
United States 3 1 11 34 2 23 74
Total 4 3 12 44 4 4 23 2 96

1998

EC 9 3 12
Japan 1 1 2
Korea 2 1 2 5
Poland 1 4 5
United States 5 11 35 1 2 20 74
Total 9 1 20 35 3 1 4 21 4 98

1999

Costa Rica 3 1 4
EC 9 4 13
Hungary 7 7
Japan 4 1 2 1 8
Poland 4 2 96 4 106
Switzerland 7

United Ssgl(7)Tj-54.002 -1.s46.701 0 TD(74)Tjn.s43220 7451CTotal4 352 21

124Japan 31
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B. Volume-based special agricultural safeguard. Actions by Member and product category, 1995-2001 (Number of tariff items)

CE OI SG DA ME EG BV FV TO FI CO OA ALL

1995

Japan 5 5
Total 5 5

1996

EC 47 47
Japan 1 14 41 5 61
Total 1 14 41 47 5 108

1997

EC 46 46
Japan 1 4 5
Korea 2 2
Poland 1 1
Slovak Republic 1 1
Total 3 4 47 1 55

1998

EC 27 27
Japan 1 2 2
Korea 1 1 2
Poland 1 1
United States 6 6
Total 2 2 6 27 1 38

1999

EC 27 27
Japan 1 2 3
Poland 1 1
Total 1 2 27 1 31

2000

Japan 1 3 4
Poland 1 2 3
Total 1 4 2 7

2001

Czech Republic 4 1 5
Japan 2 3 5
Poland 1 1
Total 3 3 4 1 11

Cut-off date: 11 February 2002.
Source: WTO Secretariat (G/AG/NG/S/9/Rev.1).

Code Product category Code Product category

CE Cereals FV Fruit and vegetables

OI Oil seeds, fats and oils and products TO Tobacco

SG Sugar and confectionery FI Agricultural fibres

DA Dairy products CO Coffee, tea, mate, cocoa and preparations

ME Animals and products thereof Spices and other food preparations

EG Eggs OA Other agricultural products

BV Beverages and spirit





that the rules leave Members a certain margin of manoeuvre with
regard to the determination of the existence of dumping. So, if
the presence of dumping can be shown, the conditions regarding
the injury are less stringent than in the safeguard case.140 Based
on the requirement concerning the level of injury, it might be
tempting to conclude that the prerequisites and the procedural
requirements are much more stringent in the safeguards case.
This difference however should not be overstated as some
requirements are more stringent in the anti-dumping case than
in the safeguards case. For example, the Anti-Dumping
Agreement limits the right to apply for measures to the industry
as a whole or to a group of producers whose collective output
constitutes a major proportion of the relevant industry’s total
output (Article 4), and requires the presentation of evidence by
the domestic industry to begin the process (Article 5), while the
Safeguards Agreement does not include such requirements. Also,
the scope of the domestic industry is narrower in the anti-
dumping case where the domestic industry is defined as including
only the producers of the like product, while in the safeguards
case producers of directly competitive products are also included.

From an adjustment perspective, the main observation here
is that anti-dumping has become the favoured route of domestic
firms that wish to benefit from protection when foreign
competition becomes more threatening.141 Table VI.6 shows the
evolution of the number of initiations of investigations over the
period 1995-1999 as well as their distribution by reporting
Member. It is likely that the anti-dumping procedure is sometimes
used by firms seeking temporary relief for adjustment purposes.
In other words, this would mean that provisions that are not
designed specifically to facilitate adjustment are used instead of
those designed for this purpose. This may be a problem if, as
could be expected, disciplines imposed on anti-dumping measures
are different from those imposed on safeguards and in particular
if they are less adapted. For instance, the drafters of the
Safeguards Agreement made the extension in time of safeguard
measures conditional upon showing that adjustment is indeed
taking place while anti-dumping duties can be maintained without
firms having to show that they are adjusting. As a matter of fact,
anti-dumping duties can be maintained as long as it can be shown
that the expiry of the duty would be likely to lead to the
continuation or recurrence of dumping and injury.

Under Article VI of GATT 1994 and the Subsidies and
Countervailing Measures (SCM) Agreement, Members have the
possibility to react to an injury or a threat of injury caused by
subsidized imports to the domestic industry. If a Member
determines the existence and the amount of the subsidy and
proves that through the effects of the subsidy, the subsidized
imports are causing injury, it may impose a countervailing duty
that offsets the effect of the subsidy and removes the injury to the
domestic industry.

Domestic firms, if they feel injured or threatened to be injured
by imports can apply for the initiation of an anti-dumping, or a
countervailing duty investigation, or they can apply for the
initiation of a safeguards investigation. The decision to go one or
the other route in principle depends on whether they estimate
that the imports at stake are dumped, or subsidized, or simply
increasing. In practice, domestic producers sometimes apply for
both countervailing duties and anti-dumping measures.

The prerequisites and most of the elements of analysis and
procedure are the same for countervailing duties as for anti-
dumping measures. The provisions concerning the duration of
countervailing duties are also the same as those that apply to
anti-dumping.

There is an important difference however in the frequency
with which the two instruments have been used. As the figures
in Table VI.7 show, the countervailing duty procedure has been
much less used than the anti-dumping procedure. Therefore the
problems that could possibly arise because one instrument is used
instead of another are much less important in the countervailing
duty case than in the anti-dumping case.

4. Balance-of-payment provisions

WTO rules also include provisions—GATT Articles XII and
XVIII.B—that allow countries to safeguard their balance-of-
payments in the face of a deterioration of their external financial
position. Article XII allows additional (new) import restrictions to
the extent necessary either to forestall an imminent threat of, or
to stop, a serious decline in reserves or to rebuild reserves that are
very low. Article XVIII.B allows developing countries to use import
restrictions for the same purpose but under less stringent
conditions. In particular, Article XVIII.B does not require the threat
to be imminent nor the reserves to be very low but only
inadequate. Both Articles provide that in these circumstances the
general level of imports may be controlled through restrictions on
either the quantity or value of imports.

The Understanding on the Balance-of-Payments Provisions
of the GATT 1994 strengthened and clarified the balance-of-
payments provisions. The objective was to avoid that restrictive
measures be kept in place indefinitely. The Understanding for
instance mandates the submission of a timetable for the phasing-
out of import restrictions, subject to improvement in the balance-
of-payments position. It also stipulates that a developing country,
except for the least developed, may not consult under “simplified”
procedures, as opposed to “full” (regular) consultations more
than twice in succession.142 The Understanding strongly encour-
ages the use of price-based instruments instead of quantitative
restrictions and it requires countries applying quantitative restric-
tions to justify why they are not using price-based measures. The
Understanding also confirms that restrictive import measures
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140 As far as the requirement of causality between imports and injury is concerned, it is unclear whether it is more stringent in the safeguards or the anti-dumping case.
141 The literature suggests that the institutional bias in the national procedures toward imposing anti-dumping tariffs has played a role. See for instance Markusen et
al. (1995).
142 Simplified procedures introduced in the 1970s to relieve the burden on developing countries, in fact reduced the surveillance process by the Committee on Balance-
of-Payments Restrictions to a routine; the IMF does not make a statement if there is a call for discussion or additional information, the next consultation needs to be
“full” or regular procedures.
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Table VI.6: Initiations of anti-dumping investigations by reporting Member, 1995-2001

Reporting country 1995 1996 1997 1998 1999 2000 2001 Total
1995-2001

United States 14 22 15 36 47 47 74 255
India 6 21







Prohibited subsidies

This category includes two types of subsidies: (1) export
subsidies, and (2) local content subsidies. Export subsidies are
those that are contingent, in law or in fact, whether wholly or as
one of several conditions on export performance. A detailed
illustrative list of export subsidies is annexed to the Agreement.
Local content subsidies are those which are contingent, whether
solely or as one of several other conditions, upon the use of
domestic over imported goods. The two types of subsidies are
prohibited because WTO Members have accepted that they are
specifically designed to distort international trade.

These prohibitions are not new. Developed countries had
already accepted the prohibition on export subsidies in the 1960s
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sector B. If the economy would only exist for one additional
period, like in Section A, and adjustment costs F would be
required in order for adjustment to take place, the new
equilibrium would be given by:153

• f’(LA – T2) = g’(L – LA + T2



IX. Annex Section II

67



68

So
ur

ce
s 

: I
nd

us
tr

ia
l S

ta
tis

tic
s 

da
ta

ba
se

, 3
-d

ig
it 

le
ve

l o
f 

IS
IC

 C
od

e 
19

63
-1

99
8,

   
   

   
   

   
U

ni
te

d 
N

at
io

ns
 In

du
st

ria
l D

ev
el

op
m

en
t 

O
rg

an
iz

at
io

n 
20

00
.

G
ra

ph
 II

.2
. A

pp
en

di
x:

 E
vo

lu
tio

n 
of

 in
du

st
ry

 b
ra

nc
he

s 
w

ith
in

 m
an

uf
ac

tu
rin

g,
 1

96
8-

19
97

Eu
ro

pe
A

si
a

So
ut

h 
A

m
er

ic
a

A
fr

ic
a

Po
rt

ug
al

Sp
ai

n

Sw
ed

en

U
ni

te
d 

K
in

gd
om

K
or

ea
, R

ep
.

M
al

ay
si

a

Ph
ili

pp
in

es

C
hi

le
C

ol
um

bi
a

Ec
ua

do
r

Ve
ne

zu
el

a

an
n

n

U
ni

te
d 

K
in

gd
om

z 
ili

eT
D

(u
)T

j0
.5

56
 0

 T
D

(a
)T

j0
.5

 0
 T

D
ia

na

a

a

a

a

a

a

a

aa

a

a

a

a

a

a

a

aa

a

a

a

a

a

a

a

a
a

a

a

a

a

a

a

a

aa
mm

m
m

am
a

a

m

m

m

m
a

m
aa

m

m

m

m
a

m
aa

m

m

m

m
a

m
a

a
K

iK
ng 

og
o 

g
a

n
na

nl
 
g

ia
a

ln

ng

g
nn

a
aa

n
n

 

n
a

nm
 
li

nl
-2

0.
48

8 
a

a
K

iK
ng 

o

g 
 

 

g
 

 
a

 
lg

a
go

K

i
K

a
a

K
iK

ng 
oa

a
nm

 
aa

nma
 

lg
a

a
 a

a
laa

-2
9.

25
5z

a
a

K
iK

ng a
nl

 
a

n

a
ni

ng
g
gm

aa
nm

 
al

a
 

l-
37

.0
66

za
a

K
iK

ng 
i

n
n

a
 

lg
n

na
i
a

 
lg

 o
a

ni

ni
 

a
 

l
i

n

 l
il

-1
0.

11
3z

a
a

K
iK

ng g
a

i
n

 i
n

a
 

lg
a

n
 g

n 
a

ni
n

a
 

a
nm

K
iK

 
 l

i












