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1.  
Structural adjustment policies in agriculture – concepts and concerns 
Paper presented by:

Mr. David Harris
Economic Consultant
D. N. Harris & Associates, Australia

Introduction

Adjustment is a term that describes the process of economic change. In the agricultural sector it is often used to reflect farmer decisions to alter their input use and farm output. The term is used in both a short and long term context.

Over time agricultural adjustment can be observed as the macroeconomic changes that occur in the movements of resources between different sectors of the economy.  An obvious reflection of this concept is the replacement of farm labour with capital. This trend is related to the migration of labour from rural areas to the cities. In occurs in both developed and developing economies as people seek alternative employment opportunities in other sectors of the economy.

The concept of adjustment also applies to changes in the longer term structural characteristics of agricultural industries. In this case the term is describing changes in resource use and industry output as individual farmers adapt to the economic events that determine industry returns. Most agricultural industries are in a continual state of change – either contracting or expanding as resources move in and out of the industry.

Adjustment is equally applicable in describing the short term management decisions made by farmers as the respond to changing market conditions in different industries. In general farmers are highly resilient and adaptable to changes in the physical and financial conditions that affect their income situation. The responsiveness of farmers is what drives the longer term changes in the structural characteristics of individual industries.

Policy advisers and decision makers (ie politicians) are often asked to do something about the pressure for economic change that drives industry adjustment. It is an area of concern for political representatives that continually arises as the economy develops. It raises a number of highly relevant questions:

· should we be concerned? 

· should the Government intervene to try and stop the process of change?  

· is it a good or bad thing for the economy? 

· should something be done to ease the costs of transition?

Requests for advice can arise in the general context of adjusting to economic change caused by market related developments. But it also arises in the context of changes in Government policy. The industry adjustment pressures that flow from policy reform often lead to calls for assistance from those who are adversely affected.

The question of what to do about the pressures for change from policy reform is especially relevant in context of international trade negotiations. Resistance to embracing trade liberalisation and reductions in agricultural support is fundamentally linked to this question. But the question arise equally in situations where unilateral reforms in introduced for domestic policy measures.

Concerns about the effects of policy reform or market driven changes in industry returns reflect judgments about the capacity of farmers to adjust to economic change. These concerns often lead to requests for adjustment assistance or in the case of policy reform a modification of the decision. Policy advisers have to evaluate these concerns and consider the case for providing assistance.

Responding to economic change in agriculture

When considering need for structural adjustment policies it is important to remember that economic change in rural industries is a continuous, longer term process that reflects individual responses to changes in market conditions. Farmers enter an industry after considering the potential risks and returns. The adjustment process involves farmers leaving or entering the industry. It also involves farmers expanding or reducing their involvement in the industry.

The shift of resources between industries and between different sectors of the economy is often described as autonomous adjustment. Experiences with autonomous adjustment in Australia and in other countries indicate that farmers have shown considerable resilience and a great capacity to adapt to changing market conditions. 

Declining returns affect farm incomes and the long term viability of individual farm operations. Farmers react to these developments by making changes to maintain the profitability and net income position. The key point is that farmers are highly responsive to changes in their income situation. Evidence in Australia and elsewhere shows farmers can and will successfully adjust without government assistance.

From an economic welfare perspective the best response to the adjustment pressures is often to do nothing. Farmers will respond to the market prices and resource movements will occur in two ways. Some farmers will elect to leave the industry or diversify into other products. Others will remain in the industry and make changes to improve their financial position.

However, there can be a social dimension to the industry adjustment response which will generate political pressures for assistance. This is often the case for major policy reforms where the change in industry returns is seen to be ‘self-induced’. Industry representations and media reporting can exaggerate the social dimensions of economic change. It can create an overly pessimistic view among politicians and the general community.

For various economic, social and political reasons the Government may decide that some form intervention is warranted. There is generally a choice in the way the Government could intervene. They could provide some form of longer term assistance to compensate the ‘losers’ of policy reform or the ‘victims’ of structural change. The alternative is short term transitional assistance. 

As policy advisers are dealing with a second best solution in these situations it is important to consider the consequences of any interventions. The fundamental principle in developing structural adjustment policies is they should be designed to encourage change and the transition of resources – it should not try to stop the adjustment process. This suggests short term transitional assistance would be the appropriate response.
Policy advisers have to design assistance measures that address a particular set of circumstances. The Government could intervene in a number of ways. So it is useful to have a framework and a set of principles to guide the development of policies that will facilitate the adjustment. Some key issues that need to be considered in designing transitional assistance measures are:

· the availability and adequacy of ‘safety net’ assistance;

· the targets for adjustment assistance and eligibility conditions; and
· the extent of the distortion effect on decision making.
Should we be concerned about agricultural adjustment?

This seminar is focused on experiences with structural adjustment pressures and the policy responses that have been implemented. The pressures for change can arise from policy reforms or a substantial change in market conditions. Either way it may have a significant effect on market returns and the profitability of farm enterprises. Industry participants have to adjust their business situation in order to accommodate the effects of the change on their income position:

· it raises the question of what to do about requests for adjustment assistance;

· governments may choose to intervene with good intentions but it can have a distortion effect on decision making and the process of economic change.

Structural adjustment in agricultural industries is often portrayed as a process of decline where farmers are forced to leave the land by the impact of external factors. It is a perception that is linked to the pressures to improve farm performance in order to achieve a satisfactory income. 

This is a rather limited perspective of a process that has more to do with self-improvement and industry development. In reality the process of structural change is an inevitable outcome of economic development. All sectors of the economy are subject to pressures for change and agriculture is no different.

In simple terms agriculture adjustment refers to changes in the resources used by an industry in response to economic events. It is a continuous process affecting all agricultural industries. Over time resources will move in and out of industries according to changes in market conditions. A number of terms are used to describe this process. Two terms are commonly used:

· industry adjustment is often used to describe the way industry participants are reacting to economic events and changes in market returns; and

· structural change is generally used to describe how the collective adjustment response of individual entities is altering the size and structural characteristics of the industry. 

Over time the multitude of micro-level adjustment decisions made by industry participants is what drives structural change. In general agricultural industries are in a continual state of change. They are either expanding or contracting because of adjustment decisions in response to changes in market conditions.

Market forces are a major source of economic change in an industry. But adjustment pressures are also caused by changes in Government policies. For example, obligations from international trade agreements can be a significant source of adjustment pressures for import competing industries. In recent times concerns about adjustment pressures have been a major point of resistance to WTO discussions on reductions in agricultural support and import protection:

· as policy changes are ultimately determined by political representatives, the resulting adjustment pressures are seen to be self-inflicted and able to be controlled or modified by other government decisions;

· adjustment pressures from changing market conditions are not created by Government decisions but are often subject to similar political pressures for actions to somehow control or modify the change in economic conditions.
Individuals and firms in all sectors of an economy are confronted with pressures for change from time to time. Agriculture is no different. Possibly the only point of difference that arises is that trade related policy changes have been a major source of structural adjustment pressures in many countries. In certain circumstances the pressures for change may lead to adverse economic and social consequences:

· this creates political pressures for governments to intervene with assistance measures aimed at affecting the adjustment process;

· though well intentioned the interventions often have distortion effects on individual decision making which can have implications for long term industry development.

The ability of farmers to cope with the effects of economic change is the key factor in developing a policy response to the pressures for adjustment and structural change. Long term growth and development depends on the capacity of individuals to embrace the forces of change and improve the performance of their farm business. Policies that try to limit or stop the process of change will distort decision making and impose costs on the economy. 

Evidence in developed economies indicates these types of policies will ultimately be unsuccessful. An alternative approach is to allow the change to occur without any assistance. This would be consistent with the economic principles that tell us the movement of resources between different industries and sectors of the economy is the best way to maximise long term wealth creation:

· this is often described as the ‘first best solution’ from an economic perspective.

However, there may be circumstances where distortions outside the industry or a severe social impact warrant some form of government intervention from a social welfare or equity perspective. Political economy considerations could also influence the final policy decision. In these situations policy advisers have to make judgements in developing an appropriate response:

· from an economic perspective this could be described as dealing with second or third best solutions.

Adapting to changing economic conditions is not a costless exercise for individuals. Some developed countries provide short term assistance with a limited distortion effect on decision making. To help people cope with change they have ‘safety net’ programs such as:

· unemployment benefits and/or welfare support;

· labour retraining assistance; and

· education allowances.
Apart from safety net measures there are other structural adjustment policies that are specifically designed for agriculture. These include sector wide measures that are generally available such as exit assistance or measures to improve skills. The design and objectives of these sorts of policies vary in different countries. 

Agricultural structural adjustment policies also include industry specific measures that may be introduced to address particular circumstances. There will be further discussion of these and the sector wide measures in other sessions of the seminar.

Safety net assistance

For political decision makers the issue of interest is the effect of economic change on people and job opportunities. The process of changing jobs is not necessarily a painless experience – there are adjustment costs borne by individuals. Some countries have permanent ‘safety net’ programs to help people adjust to changes in their economic circumstances. But in other countries safety net programs are non-existent or have a limited capacity to assist in the job transition process.
Safety net assistance involves generally available programs that are not necessarily dependant on a particular event. The programs are primarily focused on income and welfare support. They are put in place because the community expects the Government to provide transitional support for those in highly disadvantaged situations.
The provision of safety net measures is based on notions of equity and fairness. Some types of safety net assistance are relevant to the issue of agricultural structural adjustment. For example, unemployment benefits and retraining allowances help people make the transition to alternative employment outside of agriculture. But sometimes these programs are not designed to cope with income losses by asset rich farmers:
· for example, eligibility conditions based on asset wealth may limit access to the programs and their effectiveness in coping with the effects of structural change.
If there are programs available it is important to assess the access conditions. Obviously the case for providing industry specific assistance is stronger if there are no ‘safety net’ programs in place.

The capacity for farmers to change vocations may be constrained by different factors. Labour is not homogenous and jobs do not have homogenous skill requirements. The location of alternative employment may limit the options for transition. Other issues that can arise include: 

· some people may not have the ability to undergo retraining; 

· regional availability of alternative job opportunities may be limited; and 
· the mobility of farm labour may be constrained by family and community links.

Targeting structural adjustment policies

Individuals’ acting in their own self interest in response to undistorted price signals is the best way for adjustment to occur. A government intervention through transitional assistance will affect the adjustment response. If assistance is to be provided it raises the question of the objective of the assistance and what form it should take. 

The availability of general assistance measures that address welfare issues may be sufficient to facilitate the adjustment process. In other circumstances the government may decide that a specially tailored industry assistance package is necessary. Short term adjustment assistance can be provided in a number of ways:

· it could involve an explicit or implicit financial transfer to producers;

· explicit assistance could involve some form of direct payment to producers or alternatively some form of indirect assistance. 

The case for providing explicit adjustment assistance depends on two considerations – economic efficiency and equity or ‘fairness’. The economic efficiency perspective is based on assessments about the severity, duration and scope of the adjustment costs. The equity perspective is based on judgements about what is ‘fair’ treatment of those who bear the costs of the reform:

· it raises the issue of targeting assistance measures through eligibility conditions.
The aim of providing adjustment assistance is not necessarily to ‘compensate’ all those affected by a policy reform or market driven changes in returns. There is always a spread of farmers in an industry in terms of efficiency, performance and profitability. Most farmers are capable of self-managing their adjustment decisions. 

In general it seems reasonable that adjustment assistance should be directed at those who are severely affected by the change in market conditions. The scale of the adjustment pressures needs to be assessed against the changes typically experienced by the industry from market driven events. It is difficult to justify the provision of assistance in situations where:

· the scale of the impact is relatively small;

· improved market returns – higher world prices – off-sets the impact of a reform; 
· existing assistance programs can adequately address the adjustment issues; and

· the industry has shown a capacity to adjust to other events with a similar impact.

Providing adjustment assistance is not necessarily a matter of ‘compensating’ all industry participants. The issue of precedents can be especially relevant in this situation. If assistance is provided as ‘compensation’ it can encourage requests for assistance for any type of policy change (eg higher income taxes) or market driven structural adjustment pressures.

The notion of compensatory adjustment assistance implies that it is provided at a level that off-sets the costs of the reform or the change in market conditions. Were this to occur it would greatly reduce the incentive for producers to change their behaviour. Producers will be less responsive to the change in returns and the subsequent improvement in industry performance would be much weaker.

An important consideration in targeting assistance is the scale and distribution of the adjustment pressures. From a wider community perspective it raises an important question: 

· why should tax-payers and/or consumers fund adjustment assistance for the highly profitable members of an industry?

For this reason adjustment assistance programs often include access and eligibility conditions. This can be achieved through a ‘cap’ of the amount of assistance. It can also be achieved through the inclusion of a ‘means test’. This is usually a test of economic (asset) wealth which reduces the amount of assistance for increasing levels of wealth. At a certain point the applicant may be excluded from receiving any assistance.

It is often advisable to incorporate access and eligibility conditions in adjustment assistance programs. This is because of the potential political reactions by the general community and the issue of precedents. It also helps to manage the budgetary costs of the programs. 

A final consideration in targeting adjustment assistance is the timing and availability period of the policy measures. In situations of policy reform the assistance measures are normally provided after the reform is implemented. But it is important that assistance programs are only available for a limited period. A cut-off date on applications creates an incentive for those affected to consider their situation and make a decision on how they will adjust.

The delivery of assistance should be managed through eligibility and verification conditions. Eligibility should be restricted to those who were involved in the industry during at the time of the reform or the change in market conditions. To prevent rent seeking behaviour, new entrants should not be eligible for assistance. They did not experience a loss of economic welfare and were aware of the industry conditions when they made their decision:
The distortion effect of structural adjustment policies

Policy measures for the effects of economic change can affect the way farmers adjust. So it is important to consider the potential distortion affects of structural adjustment policies. In general there are policy measures that help resources to leave the industry and measures that encourage a change in industry performance. 
Exit assistance is often designed to reflect key features of the general safety net programs. It can be means tested to limit access to those in financial difficulties. Examples of exit assistance include:
· education and retraining for retiring farmers;

· job search and counselling services; and
· assistance to help people physically re-establish themselves in a new vocation.
Assistance measures to encourage a change in industry performance are concerned with the farm level adjustment decisions by those that remain in the industry. It can involve direct or indirect assistance for producers. As a general principle these sorts of programs should allow undistorted market signals to drive individual adjustment decisions. 

Market prices are the most efficient mechanism for achieving a change in resource allocations:

· it is preferable to a ‘picking winners’ approach where change is driven by program conditions or advice determined by bureaucrats and committees.
The provision of adjustment assistance will affect decision making process of individuals. It can lead to distortions in input and output decisions. The least distorting forms of assistance are general measures that help to improve the competitive position of the industry. These programs do not provide direct financial assistance to producers. They provide indirect benefits for all industry participants. Examples include: 

· promotion of domestic output;

· infrastructure development;

· project funding for public research to identify export market opportunities and industry developments (eg new products, new technologies);

· export market development and promotion;

· industry support services (eg product inspection, market information).
There may be circumstances that warrant some form of direct assistance to farmers. The potential distortion effects of these forms of assistance can vary. In general programs involving non-prescriptive, one-off grants are preferable to tied grants that dictate the way the assistance is used. The best outcomes are achieved when individuals are able to use the assistance in ways that best suit their particular circumstances.
The most important consideration in using direct assistance measures is the incentive structure. The objective of the assistance is to facilitate adjustment but it can have unintended consequences. For example, some forms of assistance create financial incentives that encourage industry participation and the adoption of a particular adjustment strategy. This can create a production distortion because output will be higher than would be the case if no assistance was provided.

The best way to facilitate adjustment is to ensure the policy programs allow farmers to get undistorted price signals. It creates a strong incentive for farmers to assess their future prospects and consider their options for change. 
















































PAGE  
19

