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TAKING THE LONG-TERM VIEW

“No matter how refined and how elaborate the analysis, if it rests solely on
the short view it will still be...a structure built on shifting sands.”

— Jacob Viner!

by Kevin L. Kliesen

ne economic devel-

opment we’ve heard

plenty about lately

is restructuring. In

fact, restructuring—

literally, a structural
change in the economy—has
become a catch-all term to explain
the relatively weak pace of eco-
nomic growth and job creation
during the current expansion. In
economic terms, however, restruc-
turing is more like the process of
natural selection. As the economist
Joseph Schumpeter has noted, in
a dynamic economy, the forces of
“creative destruction” ensure that
evolution in products and produc-
tion processes occur on a continu-
ing basis. That the U.S. economy
no longer relies on stagecoaches,
blacksmiths, or other goods and
services from a bygone era is a tes-
tament to this evolution, brought
about by the powerful forces of
innovation and entrepreneurship.

Unfortunately, in talking about

restructuring, analysts tend to
overemphasize month-to-month
or quarter-to-quarter movements
in important economic statistics
like payroll employment or gross
domestic product (GDP). As a
result, economists who form their
opinions about economic prospects
on the basis of a singular report
frequently miss the mark. Recog-
nizing the weakness of this analysis,
the late economist Jacob Viner
urged his colleagues to look
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carefully at the underlying long-
run trends inherent in the data.

Unfortunately, Viner’s warning

is too often ignored.

An Old Saw Or a New
Cudgel?

When discussing the effects of
economic restructuring, one must
distinguish between changes in
economic activity that are transi-
tory in nature and those that are
permanent. For instance, during
the course of the business cycle,
short-term economic disturbances
typically arise from financial mar-
ket stress. More often than not,
these disturbances adversely affect
such interest-sensitive sectors as
manufacturing or construction,
causing the demand for certain
goods and services in these sectors
to wane. Firms, facing a reduction
in sales, attempt to reduce costs by
temporarily curtailing production
and reducing employment.

Structural adjustments, on the
other hand, tend to accumulate
over horizons measured in years—
not months or quarters. This is
so because most structural adjust-
ments are driven by technological
innovations—such as new produc-
tion processes or advances in
knowledge and materials—and
may accordingly take a long time
to develop. Structural changes
may also manifest themselves in

the form of changes in the labor
force or certain government-man-
dated institutional changes that
permanently distort the allocation
of labor and capital.

A good example of a structural
change is the evolution of the
United States from an inherently
agricultural-based economy to its
current service-based structure.
Until the mid-1800s, the United
States was primarily an agrarian
society composed of small farmers
and shopkeepers. With the advent
of the Industrial Revolution just
after the Civil War, the country
began to evolve into a manufac-
turing-based economy. Innovations
like the camera, typewriter and
sewing machine came about in
the 1880s, as did a proliferation of
branded and packaged consumer
products. These innovations—as
well those that followed—neces-
sarily entailed adjustments in
production processes and raw
materials acquisition. As new
products evolved and the relative
demand for many goods and
services changed, certain types
of jobs were created while others
were eliminated. Despite the
transition costs of increased unem-
ployment and declining wages in
those industries that fall by the
wayside, this process is both neces-
sary and desirable. In other words,
reorganizations of economic activ-
ity provide the foundation for
economic growth in the long run.
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The pies above show how the com-
position of U.S. nonagricultural pay-
roll employment has changed. Two
characteristics are worth noting.
First, before World War II, about two
of every four nonagricultural jobs
nationally were in goods-producing
industries; today it is only half that.
Second, employment in services-
producing industries has increased
from about 60 percent of nonfarm
employment in 1939 to its current
79 percent, although this trend actu-
ally began much earlier. Indeed, in
1870 services-producing employment
constituted only 24 percent of civil-
ian employment, goods-producing
employment was another 25 percent,
and the remaining 50 percent was
ensconced in agriculture.* Although
District employment data begins only
in 1972, the trends are similar.

* See Ott (1987).

One economic fallacy that seems
to flourish is that the U.S. manufac-
turing sector—America’s sinew and
muscle, so to speak—is withering
away. As with any economic fallacy,
a grain of truth masks the reality.

In this case, the grain of truth is
that the United States has indeed
become a nation of service-sector
employees. The reality, however,
is that manufacturing employ-
ment has been declining as a share
of total employment for decades
(see pie charts).

The real fallacy of the view that
the U.S. manufacturing sector
is in a free-fall, however, can be
revealed by looking at the output
of the manufacturing sector as
a share of aggregate U.S. output
(GDP) over time. Although highly
cyclical, real manufacturing output
for the U.S. has stayed relatively
constant as a percent of total out-
put in the post-World War II period,
usually fluctuating between 20 and
23 percent. Despite recent data
revisions which show manufac-
turing output at roughly 19 percent
of total output, there is scant
evidence to support the assertion
that manufacturing output as a
share of total output is in a long-
run decline.

How did manufacturing out-
put stay relatively constant as
a share of total output over time
with a declining share of labor?
Continual increases in worker
productivity. Productivity gains
in the manufacturing sector even-
tually led not only to a higher
standard of living for those workers,
but also to a shift of resources
from manufacturing into services.
This movement directly parallels
the movement of resources out
of the agricultural sector that took
place years earlier.

These trends in employment and
output demonstrate that restructuring
involves a reallocation of economic
resources over time. If an economy
did not continually restructure, eco-
nomic sclerosis would eventually
set in, stifling economic growth and
reducing living standards.

Past and Present
Restructuring Efforts

Economic growth and job creation
during the current expansion has been
weak relative to previous expansions.
What is less clear, however, is the
cause or causes of this development
and whether it reflects any long-run
trend. Nevertheless, restructuring
seems to be a popular explanation.

Structural adjustments tend
to accumulate over horizons
measured in years—not

months or quarters.

There are several derivatives of this
hypothesis. Some allude to the accu-
mulation of private and public debt
in the 1980s and its alleged deleteri-
ous effects on current consumption
and investment; others point to

the overbuilding in the commercial
real estate sector from the early to
mid-1980s and its subsequent rever-
sal. Most, however, focus on two
specific “events”: the downsizing

in the defense sector in response to
the Soviet Union’s demise and the
downsizing in corporate America.
Although this article will primarily
focus on those two explanations, it
will also examine two additional fac-
tors that many have overlooked.

Downsizing in Defense: Have We
Marched Down this Road Before?

As the Cold War ended, many pol-
icymakers envisioned an opportunity
to shift resources away from national
defense to other domestic purposes.
What few acknowledged, however,
was that defense spending as a share
of national income was already at
relatively low levels to begin with, as
real defense purchases have trended
downward as a share of GDP since
the Korean War ended in the early
1950s (see table).

During the Korean War, real
defense spending rose at a 64.3 per-
cent annual rate from II/1950 to
IV/1952, or from just over 4.5 per-
cent of GDP to 13.5 percent. After
the war’s end, real defense spending
declined precipitously, falling at a
9.4 percent rate over the 12 quarters
ending in IV/1955. A second major
decline in defense spending occurred
after the Vietnam War buildup. During
this buildup, real defense purchases
rose at a 13.3 percent rate, climbing
from 7.2 percent of GDP in early 1965
to 9.1 percent of GDP by mid-1968.
But as U.S. involvement in Vietnam
ebbed, so did defense spending.
Eventually, defense spending fell
to 4.8 percent of GDP in late 1978,
its lowest level in 30 years.

A third major decline in post-
World War II defense spending is
going on today. What distinguishes
this episode from the previous two is
the duration and relative moderation



of the preceding buildup: Real defense
spending rose from 4.8 percent of

real GDP in IV/1978 to 6.4 percent of
GDP in IV/1982, eventually peaking
at 6.7 percent of GDP in I1I/1986—a
14-year high.

The largest declines in defense
spending during the current build-
down have taken place since the end
of the recession in 1/1991, with real
defense purchases having fallen at a
6.8 percent annual rate. This decline
cannot compare with the downsizing
in the aftermath of the Korean or
Vietnam Wars, however, when defense
was a much larger component of the
economy at the height of the conflict
and decreases in defense spending
occurred at much faster rates. More-
over, the previous two episodes had
much larger effects on output and
employment. The table provides some
evidence to support this assertion.

One might also expect further
reductions in military spending in the
future. Preliminary budget estimates
out to 1997 show projected defense
spending falling to near or below
historical levels. Because of this, as a
recent Bureau of Labor Statistics study
predicts, defense-related employment
will fall by an additional 1.9 million
from 1992 to 1997, with roughly one-
third of the losses occurring in the
manufacturing/transportation sector
and another third coming primarily
from the armed services.? In sum,
defense-related employment is expected
to decline by nearly 2.8 million from
1987 to 1997. Although this is com-
parable to earlier episodes numerically,
the percentage of workers affected
is smaller.

Corporate Downsizings: No
Pain, No Gain

Another facet of restructuring
today is reflected in corporate down-
sizing (see bar chart on next page).

The thrust of most downsizing
efforts is to reduce the workforce and,
thereby, costs. Firms engage in these
activities for many reasons: to boost
productivity, relocate a plant or trans-
fer production, automate (replacing
labor with machines), merge with
or acquire another firm, or close an
obsolete plant. Even such stalwart
companies like IBM, General Motors,
and Sears have had to restructure
their operations recently—trimming
their payrolls by thousands and closing
factories and stores—in an effort to
reduce costs and boost competitive-
ness. Although the AMA study found
that they did not always accomplish
their stated goals, sometimes instead
ending up with reduced productivity,
lower profits and damaged worker

morale, firms across the spectrum are

still trying to do more with less.
Corporate downsizing used to

hit production workers the hardest;

recently, service-sector workers

have also become vulnerable. Some
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Output and Employment
During the Three Post-World
War Il Defense Build-downs

those in

attribute this to a nascent trend called
“re-engineering” or “lean production.”?
Essentially, this process is an effort

to consolidate the responsibilities of
several workers into a single worker
or team of workers, pushing decision-
making as far downstream as possible.
The end result is that certain middle
managers become redundant.

Lean production hinges on a firm’s
ability to synthesize information-based
technology (for example, computers
and software). For example, innova-
tions in software applications enable
one individual to design, coordinate
and produce a document that addi-
tionally required both a secretary
and a graphic artist previously. The
rise of just-in-time inventory manage-
ment is another application of this
technology. The effects of these trends
can be seen clearly in the tremendous
rise of business investment in personal
computers, word processors and other
office equipment, which has risen
from 0.7 percent of GDP in 1968 to
3.6 percent of GDP today.

Unlike the consolidation in defense,
which affects a relatively small per-
centage of the economy, the applica-
tion of lean production could affect a
much larger segment of the economy.
Some analysts predict this process will
displace nearly 25 million workers—
almost 25 percent of total nonagricul-
tural employment—and boost the

In 1953, defense-related employment
represented almost 18 percent of
total nonagricultural employment,
and real defense spending was just
over 13 percent of real GDP. By
contrast, defense-related employ-
ment as a percent of total nonfarm
employment was substantially less

in 1968 (Vietnam) and in 1987; the
same can be said for real defense
spending as a share of real GDP. The
table also shows that the percentage
decline in real defense spending
since 1987 is significantly smaller
than after Korea or Vietnam.




Corporate Downsizing:
The Five-Year Trend

unemployment rate to as high as

10 percent by the end of the decade.*
Economists would probably challenge
such an assertion. For example, just
as few had the foresight to predict
the Industrial Revolution and the trans-
formation of the American economy
more than 100 years ago, so too did
few anticipate 15 to 20 years ago the
ramifications of today’s personal
computer in the information age.
Similarly, if allowed to function
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According to the American Manage-
ment Association (AMA), the latest
round of downsizing began about
six years ago and reached its peak
in the 1990-91 period, when over
half of all companies surveyed
reported some form of corporate
restructuring.” Given that the rela-
tively large percentage during this
survey period corresponded with
the last recession, an upward bias
was probably imparted in the num-
ber. The average yearly employee
reduction by each surveyed firm
from mid-1986 to mid-1992 was
approximately 10 percent. With
the end of the recession and a
resumption of economic growth,
however, this percentage has
declined somewhat, falling to

9.3 percent for the year ending in
June 1992. Nevertheless, many
firms continue to trim their payrolls.

* See Management Association (1992)

properly, the market of tomorrow
will unleash forces that few will have
predicted today.

Whatever the innovation, down-
sizing efforts are part and parcel of
an ongoing trend in industrial econ-
omies. Although we could mention
several candidates over the past 20
years or so, the steel and auto indus-
tries come readily to mind. These
earlier efforts entailed significant
employee dislocations and transition
costs. Nonetheless, they produced
desirable outcomes for the principals
involved—as well as for the economy
as a whole.

Case Study: Previous
Restructurings

Recall that during the late 1970s,
auto analysts were referred to the
Big Three auto makers as the “Big
Two and a Half.” Chrysler appeared
on the ropes—some even predicted
its demise—and Ford was showing
signs of strain. High and rising infla-
tion, rising energy prices, increased
environmental regulations and strong
import competition portended rough
times ahead. By December 1979 a
total of 100,000 auto workers were
on “indefinite” layoff and another
40,000 were on “temporary” layoff.
Against this panoply of problems,
Chrysler and Ford aggressively down-
sized their operations to compete
with GM and foreign automakers.
Eventually, employment by the Big
Three automakers would drop by

33 percent—or 385,000 workers—
from 1980 to 1991.°

If the domestic auto industry
appeared to be on its knees by the
early 1980s, the domestic steel industry
was down for the count. Much of
the industry employed technology
that had changed little from the early
1900s.° In a highly competitive world
market that saw foreign producers
continually employing the latest
technology, domestic steel producers
found themselves waging a battle
they were ill-equipped to fight. For
instance, from 1973 to 1980, employ-
ment in the domestic steel industry
declined from 509,000 to 399,000.
By December 1979 U.S. Steel had
announced it would close nearly all
16 of its operations. Many in the
domestic steel industry thus believed
themselves on the road to extinction
and petitioned the U.S. government
for protection from foreign steel
producers. The resulting outcry
produced the “Voluntary Restraint
Agreements” and the “Trigger Price
Mechanism.” In the end, however,
the domestic steel industry began
to re-energize itself through “de-inte-
gration”—a movement away from
its traditional vertically integrated
structure.

With the benefit of hindsight
we can see that these restructuring
efforts—while painful at the time—
produced positive effects in the long
run. Ford and Chrysler are strong
competitors both domestically and
internationally. General Motors,
while lagging the field somewhat,
has also recognized the benefits of
restructuring. Despite the inevitable
costs involved, its decision to close
approximately 28 plants and lay off
at least 75,000 workers by 1995 is a
testament to the discipline market
forces can have on an inefficient
competitor. Similarly, the domestic
steel industry has also benefited.
Although the largest and best-known
steel producers continue to consoli-
date operations, several new firms
with advanced technologies have
appeared in their stead. Those that
have flourished are the so-called
mini-steel mills. These mills, which
turn scrap iron into finished steel
and steel products, have become
important players, garnering nearly
235 percent of the domestic market
share. Among these producers is
Nucor, which has invested heavily
in the northwestern part of Arkansas
and has been described as one of the
lowest-cost producers in the world.

In the final analysis, companies
must restructure when the competi-
tion begins to get the best of them.
If there are underlying long-term
forces at work in the economy that



tend to reduce the demand for certain
products or services, attempts to cir-
cumvent these forces will be misguided.
For example, most economists would
argue that interventionist policies
that shield domestic producers from
foreign competition actually harm
those they are intended to help. By
delaying innovation and masking
inefficiencies, these government
actions provide the wrong incentives,
distort necessary resource realloca-
tions and postpone the inevitable.

Neglected Structural
Adjustments?

As we have seen, restructuring can
involve technological or managerial
changes that permanently alter the
manner in which production takes
place, or it might involve large-scale
sectoral shifts in economic resources.
Restructuring may also take other less
apparent forms. Two trends that have
received substantially less attention
than defense cuts and corporate
downsizing is the slowing in labor
force growth over the past 15 years
and the apparent reversal of the trend
toward deregulation that occurred
from 1977 to 1988.

Slowing Labor Force Growth

As we have discussed, many ob-
servers pointed a finger at the slow
employment growth during the cur-
rent expansion as an indication of
structural weakness in the economy.
The U.S. economy has experienced
these types of changes before, however,
with no permanent debilitating effects.
While not in the classic mold of our
previous examples, labor force growth
nevertheless affects the economy’s
long-term potential because the num-
ber of people entering the workforce

Downsizing is part
and parcel of an
ongoing trend in

any industrial economy.

ultimately determines the level of
demand for goods and services.

Compared with previous post-World
War Il recoveries and expansions, the
growth of the civilian labor force in
recent years has been weak. From
1979 to 1992, the labor force has

expanded at a 1.6 percent annual rate,
substantially less than the 2.4 percent
rate that prevailed from 1963 to 1978.
Although it rebounded somewhat
from 1983 to 1989, rising at a 1.8 per-
cent rate, labor force growth has once
again slowed considerably, rising at
only at a 0.7 percent rate since IV/1989.
While weak labor force growth can
soften the blows of other restructuring
efforts, it may also exert a broad, long-
term negative influence on the housing
sector or certain other producers.

Increasing Regulatory Burdens

Excessive regulatory burdens may
also be hampering economic growth.
From the late 1970s to the late 1980s,
the federal government made a con-
certed effort to unwind some of the
regulatory excesses that had built up
over time. It was generally recognized
that deregulation would promote
increased economic efficiency by
freeing up resources that might other-
wise be used elsewhere. Since 1988,
however, a sea change in the regulatory
environment seems to have occurred.
From 1977 to 1988—the peak deregu-
lation period—regulatory costs were
estimated to have declined by more
than 1 percent a year. From 1988 to
1992, however, this trend was reversed,
as costs have risen at an estimated
2.3 percent to 2.7 percent per year. In
1992, total regulatory costs were esti-
mated to be between $413 billion and
$533 billion (1988 dollars).” Although
we can never know the exact cost to
society in lost output, most economists
concede that excessive regulatory
burdens produce inefficiencies, thereby
affecting the long-run growth poten-
tial of the economy.

Conclusion

The unusually weak economic
expansion following the recent
recession has provoked considerable
discussion about its causes and conse-
quences. Many of the discussants
lay the blame at the feet of economic
restructuring. What they generally
do not acknowledge, however, is that
restructuring is an ongoing and in
many ways unanticipated process,
generating changes that affect employ-
ment and economic growth in posi-
tive ways over the long haul. While
substantial transitional costs are
inevitable, historical precedent sug-
gests that restructuring more often
than not leaves the economy better
off than it was before. Accordingly,
policies designed to counter or reverse
these trends may be misguided if not
conceived within a long-run frame-
work that acknowledges the dynamic
qualities of the U.S. economy.

= Regional Economist
July 1993

Kevin L. Kliesen is an economist
at the Federal Reserve Bank of

St. Louis. James P. Kelley provided
research assistance.

ENDNOTES

1 See Baumol, Batey and Wolff
(1991), p. 9.

2 See Saunders (1993).

See Womack, Jones and Roos

(1991).

See Ehrbar (1993) and Zachary and

Ortega (1993).

See Ballew and Schnorbus (1993).

See Burnham (1993). Much of the

following discussion is derived

from there.

7 These numbers are estimated by
Hopkins (1991) and exclude the
1990 Clean Air Act Amendments
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