








others who could not gain a satisfactory subsistence from the land in
meek desperation sought employment under very hard terms in the nascent
textile industry, There is considerable doubt whether these politically
inspired rebels would find the prospects of long hours of closely super-
vised toil in an industrial plant for little if any greater return than
could be gained from the land very attractive, Reliance on such an
expectation would not provide the best basis for building a reliable
industrial labor force,

However, the existence of rhese discontented souls provides
a2 stronger incentive and also justification for governmental action to
stimulate economic changes, If the government is not one disposed to
the use of the stick to effect these changes, it may rely upon the more
politically palatable technique of the carrot, Through subsidies of
various kinds and protective measures that permit domestic industries
to charge higher prices for goods sold in the domestic market it is
Possible to enable selected industries to offer higher compenszation to
labor :than might otherwise be poesible, This may make industry rela-
tively attractive to labor, especially since the burden of paying for
the carrot is likely to fall most heavily upon the peasant, The de-
sired shift in labor may be effected voluntarily, and where the peas-
antry lacks leadars of sophistication it may even be possible to win
their support for the measures which are really designed to squeeze
them,

Protection and Subsidies as Instruments of Change

This constitutes an economic justification for subsidies or
protective tariffs for infant industries, It does not, of course,
justify these devices from an ethical standpoint, but it would probably
be agreed that if the only alternative is the stick, as exemplified by
communist techniques, these measures are much to ba preferred, It is
very iwportant to bear in mind, however, that the economic justifica-
tion is based cn the condition that the changes effected significantly
increase productivity, If tuey fail to do so, the scciety will either
not improve or will suffer a decline in its material standard of living,
The new industriss will become a burden rather than a boon, In this
case the burden cn the agricultural sector is Likely to create grave
discontent which may not only pose a seriocus pclitical problem but which
may also affect agricultural productivity, if a country has foreign ex-
change recerve: that can be drawn down or access to foreign financial
assistance it may be possible to delay the impact of the failure of the
program, When these resources are exhausted the government will have to
face the problem of dezling with an increasingly discontented peasantry
and pessibly s discontented industriai Labor force as well, To satisfy
the demands of the peasantry it will very iikely be necessary to reduce
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the incomes of the industrial workers, either by cutting wages or by
creating unemployment, Neither alternative is likely to be palatable,
and the solution may be to abandon the carrot and to resort to the
stick, which means to abandon democratic processes,

It is therefore very important from the point of view of the
material welfare of the people as well as the preservation of political
liberty that governments do not make the mistake of subsidizing or
protecting economic projects which will reduce productivity, especially
if the projects are large ones which make significant demands on the
country's resources, From an economic point of view it is desirable
that resources be utilized for projects that will contribute the most
to increased production, but in this imperfect world it would be ex-
pecting too much to hope that a government could with any precision
discover in advance what those uses would be. In fact, there is a
serious question as to whether government officials can very success-
fully determine in advance whether a particular industry will increase
productivity over and above the amount required to pay the capital costs,
This requires good advance estimation of production costs, but it is sur-
prising how little attention is paid to this in industries in many de-
veloping countries, Managements, to say nothing of governments, very
often have only vague ideas of what their costs are even after the
plants are built and operating, Seldom, if ever, is any effort made
to compute costs in economic terms, estimating what the cost would be
if production were in no way subsidized or protected,

It is clearly unwise for a government of a poor country to
artificially stimulate the development of new industries on a large
scale without reasonably good evidence that the investment will con-
tribute at least as much to the satisfaction of consumer demand as
alternative uses for the capital., This is the error that has been
largely responsible for the economic malaise that has afflicted
Argentina ever since the Peron era, Argentina has not yet been able
to undo all the damage caused by Peron's policy of developing ineffi-
cient industries at the cost of more productive agricultural develop-
ment,

Similarly, India is now beginning to pay a fearsome price in
the form of famine for her investment policies in the second and third
five-yezr plans, Cld-fashioned economists who insisted that the law
of compcrative advantage had not become obsolete, foresaw this outcome
at the time these plans were adopted, For example, D, K, Ragnekar,
writing in 1957, made this observation:

At a time when conditions seemed most favourable for an
all-out attack on the agricultural problem, Indian planning
has been oriented towards spectacular industrialization




leaving agriculture far behind, Developments in other sectors
of the economy, too--power, transport, commercial activities,
and training facilities--are out of step with the present
industrial plans, Furthermore, in contrast to the enormous
investment in heavy industry (and other development expendi-
tures), the targets for consumer-goods industry are markedly
low, Such unbalanced growth of the industrial sector, un-
accompanied by complementary changes in the other sectors--
the agricultural sector in particular--may give rise to
hazards and phenomena which, in the long run, are likely to
retard India's economic growth-=-chronic inflation, balance-
of-payments difficulties, social distortions, and so on.3/

Mr. Ragnekar noted that the government was embarking on a program of
importing surplus food from America to make up for domestic shortages,
He warned,

These are costly expedients: they do not solve the

bzsic problem of agricultural productivity on which de-
pends India's steady, integrated economic development,4/

Does Uneconomic Industry Save Foreign Exchange?

The most frequent justification advanced for investment in
industries that require a high degree of protection is that they will
save foreign exchange, The saving is usually computed by estimating
the direct foreign exchange costs involved in the manufacture of a
particular item and deducting this from the c.i.f., cost of the same
item when imported from abroad. The difference is supposed to repre-
sent the advantage to the economy of producing the item at home rather
than importing it,

This type of computation could easily be used to justify the
growing of grapes in Scotland or the cultivation of silk worms in New
York City, The direct foreign exchange costs in either case would be
small in comparison with the cost of the imported grapes and silk,
This would obviously be a nonsensical basis on which to decide whether
or not grapes should be produced in Scotland or silk in New York, It
casts nc light whatsoever on the essential question of whether or not
the proposed project will increase the efficiency of labor and capital
in satisfying consumer wants,

g/ D, K, Ragnekar, Poverty and Capital Development in India,
Oxford, 1958, p. 272.
4/ loc, cit,
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A country that relied solely on this criterion to determine
whether investments should or should not be made would be very fortunatc
if it did not find itself in serious difficulties before too long, Only
luck and the laws of chance would stand in the way of its investing in
projects that did little or nothing to increase productivity., In the
end, a country that tries to save foreign exchange by building industries
that do not appreciably raise productivity will find itself losing far
more foreign exchange than it saves, India, for example, has had to
look abroad for the huge supplies of food needed to keep its population
fed. The industries that used the capital that ought to have gone into
raising agricultural productivity have neither saved nor earned enough
foreign exchange to pay for the required food imports,

In view of the obvicus logical fallacy in the foreign-exchange-
saving argument and the even more impressive empirical evidence that the
results are usually bad for the balance of payments, it is surprising
that this reasoning continues to be used not only in developing coun-
tries but even by U,S. lending agencies as a justification for financing
of enterprises which could not survive without the protection of high
tariffs or direct restrictions on competing imports,

Some Protectionist Arguments Analyzed

It may be desirable to employ protectionist policies to
encourage the shift of resources into economic activities which will
clearly result in an improvement in the efficiency of labor and capital.
This may be justified by the impediments that ignorance and tradition
put in the way of factor mobility, However, the premium paid to secure
greater mobility should probably be quite small, since it represents a
deduction from the incomes of all who are not engaged in the favored
industry, The greater the gains in productivity, the less need there
should be for any subsidized premium to either labor or capital, The
best interests of the community as a whole will be served if efforts are
concentrated on promoting increased investment and employment in activi-
ties which can operate profitably without subsidies,

It may be argued that this is too shortsighted and that pro-
tection and subsidies for industries that might not otherwise survive
in their early years will often pay off handsomely in the end when
these iadustries "mature.” This is the traditional "infant industries"
argument, which has long had considerable appeal.

The world has seen many cases of industries that were started
under protected conditions that eventually became competitive, It has
seen many that did not, There have also been innumerable cases of
industries that succeeded without protection and in the face of strong
competition,



There are two risks that must be weighed against each other,
One is that the protected infant industry may never grow up and will re-
main a perpetual burden on the economy, The other is that without pro-
tection, opportunities for new investment will not be exploited. The
tendency in the less developed countries for the past two decades has
been to consider the latter risk more sericus than the former, The
result has been that many countries have found themselves burdened with
a large number of aging but still dependent infant industries, They can
neither be weaned nor killed off, As a result, appreciation of the
seriousress of the first risk has heightened, At the same time, the
example of Hong Kong has provided an impressive demonstration of the
possibilities of vigorous industrial development without protection,

Lf an industry is completely protected, the only pressure for
increased efficiency will come from internal competition, If the pro-
tection is in the form of import duties, the tendency will be for the
industry tc over-expand in the early stages when profits are high, If
there is unlimited entry, the competition may eventually become keen
and cause a fall in profits, This could cause the failure of the less
efficient firms, The end result may be that the industry will become
competitive with other countries and may even become an exporter, This
is what has happened in Taiwan with the textile industry., However, this
would appear to be an unnecessarily costly method of achieving this re-
sult, If the competitive potential is there, it ought to be possible
to bring it out without overbuilding the industry and over-rewarding
both capital and labor during the period of "infancy,"

If the industry is not ome in which factor costs can be
lowered sufficiently to make it competitive, either because the re-
sources can be used more efficiently in other fields or because
workers do not find the type of employment coffered attractive, the
theoretical gains in efficiency will never be realized as long as
protection exists, In either case, if the protectiocn is applied in
the form of import quectas and if new entries into the business are
limited 5y licensing or rvestrictions on imports of raw materials and
equipment, the desired improvements in efficiency are unlikely to be
forthcoming, since even the pressure of internal competition will be
lacking,

In the establishment of any new industry, there is bound to
be a period in which efficiency will be less than optimal because of
the need to truio new workers, and perhaps management as weli, There
is a question whether the cost of training should be borne by the gen-
eral public, by the investors or by the beneficiaries of the training
themselves, Protectionists, in effect, maintain that the public should
bear the burden, This may be justified if the public is fairly quickly
enabled to share in the benefits of the improved productivity, but it
18 unjust if the benefits are not passed on to the public, A more
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logical approach is to treat the cost of training as one of costs of the
investment, The management may, in some cases, be able to transfer part
of the cost to the labor force, paying lower wages during the period when
the labor is relatively inerperienced,

1f the labor supply is not abundant or easily attracted into
the type of work offered, it may be necessary for the investors to
accept little or no return on their investment until such time as the
workers can be trained up to a satisfactory level of efficiency, If
this risk is too great for the entrepreneurs who will reap the profits,
or for the workers who stand to earn higher wages eventually, it is
probably too great for the general public,

It is difficult to prove that a country loses in the long run
by not subsidizing unprofitable operations for long periods of "infancy,"
The fact that such operations may eventually become competitive and
profitable proves very little, Changes in relative wage levels, tech-
nology or market conditions may have far more to do with the improved
competitive position than any improvement in managerial or labor effi-
ciency traceable to the experience gained in the operation over a long
period of time., For example, the U.S. became a great steel producer
not because the inefficient charcoal-based steel production was pro-
tected for many years, but because improved technology made it possible
to use raw materials that were abundantly available in this country, 1In
the cotton textile industry there is said to be little improvement in a
mill operative's skill after one year, and Hong Kong mill owners con-
sider six months to be an adequate training period for the average opera-
tive. In such an industry, there is obviously little benefit to be gained
by the public from the subsidization of training periods lasting 10 or
20 years,

Immediate Gains vs, Speculative Hopes

Policy makers must bear in mind that substantial losses can
be incurred by diverting labor and capital from employment that is
immediately productive and profitable to uses which offer only hopes
of greater productivity in the future, Governments should certainly
not discourage the farsighted entrepreneur or investor who sees oppor-
tunities for growth and expansion in new fields of endeavor, but public
policy should not weight the scales unduly on the side of speculative
ventures that may or may not pay off and thereby divert resources from
more mundane operations whose yield is more immediate and more certain,





