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PROTRCTION AlMD ECONOMIC DEVELOPMENT

by
*®
YAED NAWAB HAIDER MAQVI

It is proposed in this paner to investigave, at a
theoretical level, the nature of the relationship besween
comuercial policy and the allocation of domes.dic resources,
and evaluzaze he relative effectiveness of -he former in
influencing vhe latt¢er, as compared with the o=her policy

ins ruments available to the government,

Tariffs, quotas and other import resiric ions have
been suggestsd in some wrizings on development policy and
have zctually been used by governments as ~he primsry policy
instruments to initis~e -nd accelerste economic development.
One of -he mos* comnon economic argument for pro-ection, at
the <theoretical level, h's bren thr%t, if %h= allocs™ion of
investment resources emong altern=%tive opportunities is not
parefo-optimal bsc=use of a divergence befween private and
soci=l costs ~nd benefits, free trade will lowe? ~h= country's
welfare by compzrison with an ideal resource-allocation policy.
Such a divergence may be csused by external econoamies (or
diseconomies) in consuaption or production or by the presence
of mohopoly elements in dpmestic production or it may be due
to a wage-differential between zagriculture znd industry, or

"dlsguised" unemployment in the rural sedtor (The argument, will

* The suthor is a Research hconomist @t the Peskistan Inscituse
of Development Economics. This paper is a revised version of
Allogation_ (in Pakistan). Princefon Universify, 1968). I amn
mainly indebted to Professors Fritz Machlup and H.G. Georgiadis,
my dispertation advisors, who helped me in writing the original
versiopn of fhis paper. I must also acknowledge my indebtedness t
Profegsor Harry Johpson who read through the originel version

of this paper =nd commented extensively on i%t, Professors Jan
Tinhergen 2n? Lloyd G. Reynolds 2l1lso took the trouble of read-
ing through the paper snd comunenting on i%, However, none of the
economists, referred %o ebove, is responsible for this revised
versjon, which 1s substentially the s2mne es the originsl version
Fog, in the last reckoning, =nd in keeping with the brave and
timeghallowe-tradition, the author alone is vesponsible for =ny
erroy that may stil.




the
referred %o hercinaftcor as / welfare-economnic cnse for

protection}), The o*h#: basic economnic =rgumen% for
protection is =<h-%, beceause of 2 wife differential
between the private rate of “iscount =nd the vocial
rafe of Aiscount, free-trade policy may lead %o =2 sub-
optim=l allocation of domes*ic resources, (This will be
referred to hereinafter as the "growth!" case fo: pro-
1/
tection).

e The main contention of this psper is that when
"dissortions'",. due to whavever reason, occur in domescic
production, protecsion will fail to remove *thems; insiead
2 policy of taxes an? subsidies on selected lines of
procducsion will do the gob?/ The mein source of error in
the protectionist arguasnts is thst, when considering :
the problem of choosing the best policy instrument to
achleve the desired investment pattern, the-range of
policy alternctives h~s been limited to policies influenc-
ing foreign trade only-that is, to 2 posi%ive tariff, or
a nega*“ive %tariff (subsidy) or a zero tariff (free

trade), This limitation on t~he range of alternatives hes

or

obscured the point *h»t. in a given situstion, *the besst
policy instrument msy fz2ll outside this range, The Trange
of alternatives has to be eipanded to include the whole

spectrum of policy inscruments avzilable %o policy-makers,

1/ For a convenient summary of voth thz "welfare" and the
-M"growth" -2rguments for protectiion see, My int 31 7.
However, my main sources of inspiration are Meade g 23_/,
Bhagwati =nd Rama Swami i/5/ .and Harry Johnson /
Johnson's recent contribution / became available

" to me after I had wristen the originsl vecsion. However,
it helped me considerably in clarifying some important
points,

2/ This statement is subject to one important qualificstion:
it is possible to zet the effect of a tax on industry A,
by subsidizing industries B



In general, when considesring *the problems of the optimization
of “vrade =nd the moximizs*ion of domestic production, it nmus%
be borne in minAd ths=%t, =lfthough in = general-eguilibrium frame-
work each policy instrum=nt hrs some influence on every
possible "target!", yet fo each "target!" *“her» corresponis a
"specific policy instrument (or a2 combinstion of policy in-
struments) that is optimal?/ Such an approachto economic
policy-making may no%t be applicable in very undecdevelop=d
countries, where fiscal and othsr policy instruments are too
"weak", In that event pro:iec:ion may be the only feasible znd
effective policy alternative open to the government, However,
in countries like Pakistan znd India, wheré several policy
instruments sre zvailable, the government must decide not
only on the optimsl use %that can be m~de of a given policy
instrument in different situations, It mus® a2lso decide on
the optimality of thst policy instrument in a given situ-
etion, This letter decision forms the crux of economic
policy-making.

The discussion in this paper will be divided into
three sections, The first sec*ion will outline =nd evslu=te
the welfare-economic case for protection, The "growth!" c=se
will be examined in the second section, while the third

section will conclude this discussion.

For the purposes of this discussion, protection is

defined to cover all policies that rzise Copmestic prices

3/ See Jan Tinbergen / 38_/ . An extensive application
- of this approzch to internstional-trade policy is
+ contained in James &, Meade / 27_/3 see also Chenery

L1107/,
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Departures from the Pareto Optimum

However, 1t has been noted in fthe literzture on
welfare economics th-t external economies (snd diseconomies)
in domestic production, rmonopoly in She product market or
in foreign trade, faCtor-price rigidities, increasing returns
to scale and inter-sedtoral wage-price differentisl will
prevent free trade from achieving the social optimum. Hence,
state interyention will be required to maximize social
welfare,

To see *his clearly, let us note ftwo basir things
about the nature of i5he ideal free-trade solution under the
firstwbest agsumption referred to above, First, the classicel
theorem ‘that fres trade maxioizesthe worlé velfare should ot
be tazken to mean that it will maximize ezch country's wel-
fare also, In terms of Zhe Bdgewosrth box dlagram, what free
trade does 1is to enable both pzrties to trade to 1-nd on =
contract curve, which is a locus of an infinite nuaber of
pointswhere world welfesre is maximizead, such that a movement
away from it involves & deterioration in sach party's
welfare, Howeveri, free tiade does not heip in picking out
the optimum point., In other words, wh-t the classical
theorem proves is that with free trade each country will

be better off in eguilibrium than in the absence of irade.

It do~s not prove th-t each country's g=in will be a
meximum under free *trade, Seconily, and this follows from
the first, considering from one country's point of view,
it is »lways profitable to move along the contract curve
to the opposite end of the box, However, this necessarily
involves an improvement in one country's welfare at the
expenae of the other country, In other words, it is not
t rade R

true that free/agximiz-s the welfare of each country

engaged 1n igmernat§onalltrade-in the sepise thatiit fore-
: . i R i -

closes theapéssibility of anyﬁmovement‘éi;ng tﬁé contract
) & e el =

o e S
curve, As a Mailer g fact, the maximum gain for one country



will be =schiesved when the o*her*country's gain is zero
(However, the other couniry's gain canrot become negative
‘since it is not possible to go out ‘de the "box", In pleain
languege, 1f the oiher party's geln were to be gec tive, it
would not enter into in%ternstionsl:crade at allIO/

The theory of optimum.t«riffs specified the precise
conditionSthq; set llmrts oh the ex enc %o which one country
can profitably move along the contract curve to :he other
end of the box - that is, the sxtent zo which one country can
g=2in =t the expense of the other country by inposing o ¥tariff
on %trade, 1% 1s a well-known proposition in trade theory thrt
so long =s the foreigner's offer curve is hot%t a straigh% line
from the origin- that ig, so long s the foreign=r's. reciprocal
demand for a country's exports is not infinitely elastic - it
is possible for one country to increase its welfare by
"twisting" its offer curve, that .is . by -imposing a tariff
on 1-s exports and imports,., The tariff will be optimum when
the "twisted" offer curve intersects with the other country's
offer curve at a pol. tﬁére.xhe indifference curve of the
country 1m9051ng the, tar,ff lb tdn en* to the other counzry's
: 11/
offer curve , It follows that freo 1rade is not . .the best
policy when a country has monopoly. ol monopsSony powar in
foreign trade.

Similarly, external economies (and diseconomies) in
domestic production make it impossible for privete economic
units to appropriate, through ordinary pricing, %he full
benefits 2mznating from their activities, Private profit-
ability will %then differ from socicl profitability. Free
market forces will ~ .fail to azchieve the socisl optimum
in domestic production. This clravage betweepn priva-e and

soclizl-profitability strikes et the very roots of the

10/ The.discussion is.based on Samuelson [857.uSee also
Graff / 12_/.

11/ Sge T. de 801tovszky é 36 /,,It should, Wowever, be nozed
that exporters must have e.collectlve monopcly power but
compete on foreign mackets , If they carteijfize the domesti
market, only that mskes tle situation worge.






transformation and substitution and the foreign marginal rate of
14/

transformation will be disrupted. This inequality,
reférfeé 76 hereinaf-er as "foreign-trade distortion",
implies thet & free-trade policy will cause the comaunity's
total welfare %o decresse by making the country pay more, in
terms of exporis, for given amounts of impor-s then it would

have, had it exploited its monopoly position.

The Welf>re-%conomic Case for Pro~ection: An Eveluction

As shown above, both domestic and foreigh-trade
"distortions" render free trade an inappropriste policy
for maximizing social welfare, According %to *he conventional

tection 'is “the MoptimalM

M

welfare-cconomic argument,

pro
CTILL i 16/

policy in both these casses, It will be shown that this
argument is fallaclous. The mere fact that in a cert=in
situation free trade cannot guarantse the optimum solution

does not entitle us -0 coanclude thaot protecvion can. All

14/ It should be noted that this resul®t will hold only :i..
if exporisrs do not exploit the potential ‘monopoly
in foreign trade.

15/ The reason why free-trade policy-may lead to a sub-
optiusgl solution is easily explained. It was shown
above that free-trade policy will le-d to on optimal
solution (i.e., the three basic equalities referred to above
be satlsfied) only when domestic exporters trke the
foreign price ratio as fixad. When foreign prices vary
increased exports will normelly lead to a fall in expor:
prices; also increased imports will *tend to raise the .
foreign prices of imports. Hence, free-trade policy will
lower socisl marginel revenue from exports ~nd incresse
social marginal costs of imports, It follows th~t =2
tax onh exports znd on imports set at the right rate,
will increase © social revenue and low~r social costs,
Thus =2 tax on foreignh tr=de is *he optimal policy in
order %o res*ore the optimum-securing string of equalifies
among the domestic merginsl socisl rate of substitution,
the domestic and foreing soci=1l merginal rates of tr=ns-
formation,when foreign prices are no longer fixed
beczuse exporters (importers) enjoy a monopoly (monopsony)
poweY in the foreign merket, This is %the rationale of %the
optimun-tariff argument for protection, referred to above,

16/ For instance, see Haberler [/ 13_/,
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that we czn validly conclude is ch-t government inuervension
is called for in such cases., However, the decision on the
particular feris th-t this intervencion should take will
depend on = consideration of.the relative effecf%venqss of
211 the policy instruments svailable to government, It will
be showh *th=%t whereas protection is the op*imol policy when
distortion occurs in foreign nrede, = subsidy (o tax) on
domestic production is re~commnended instead in *he case of
domestic distortion. Bach of *hease cases is separately
examined below.
The Op:imality Criterion

The critesion for testing the optimality of any policy
instrument is its ability to remove the distortion in
gquestion without introducting any other distortion. This
is fundamental- for if = policy removes one distortion at
the expense of introducing another, then there 'is no a
priori way to Sest its optimality., This follows from the
Negative Corollary of the General Theorem of the Second
Best, which informs us th2t "there is ho a priori way to
judge among verious situations in which some:of ~he
Paretian conditions are fulfilled whole oth~rs are not

R "12/’_ | L . |

We will now separately consider the case for
‘pro*ection. for each type of distortipn in “he light

of %his criterion.

17/ See, Lipsey and Lancaster, , wa_y
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The Case for Protection: "Domestic Distortiong"

Let us assuize that, Pecause of any of the causes
noted above, say externsl economies in production, the
domestic social. marginal rate of substitution (which
under perfect comper. 1 1s equal to t-e douestic
commodity osrice ratio) is unequal to the domestic gocial
marginal rate of transformation. Let us also assume that
t e domestic social marginal rate of substitution is equal
to t-e foreign social marginal rate of transformation., The
foreign price ratio isralso assu 2d to be fixed for the
domestic exporters and importers.

A free-tralc -olicy will fail to remove this "dis-
tortion":in domestic production. This is easily seen. Free
trade, assuming zzrc transport costs, tends to equalize
the domnestic price ratio with the fol gn price ratio,.

By assumption, the domestic commodity »rice ratio is
unequal to domnsstic marginal social rate of transformation.
Alco;by assumption, the forsigh-price ratio %; equal to
tre foreign marginal rate of t¥ansformation. /It follows
that after the opening up of trade the domestic social
marginal rate of trensformation will beco:ne unegual to

the foreign social merginal rate of transioymation.
Moreover, as before, the domestic social parginal rate

of substitution will continue to be egual to the

foreign social usarginal rate of transfermatiosn and

to daviate fro.. the cdomestic cocial narginal ipate of

't

)

18/ hen tre foreign price ratio is -assumed fixed for
comestic e iporters 'and importers (either be couse it is
in fact fi<ed or t-e country in question is too small
in relatien to the foreign country) it will be equal
to the foireign marginal rate of transformati on.

D
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transformation. Thus free-trade policy will fail to
restore the optimum-securing equality. Hence, Ifree trade
is a non-optimal policv when the distortion i< douestic,
according t- the agreed optimality criterion.

If an import tariff is imposed to remove the domes-
-tic "distortion', and is set at exactly_the rignt_rate,
domnestic production will increase t~ the point shere the
domestic social marginal rate of transformation becomes
equal to the foreign social marginal rate of transformation
(which is equal to the foreign price ration). However,
since by assumption the domestic marginal rate of substi-
tution was equal to the foreign marginal rate of trans-
formation before »rotection, the imposition of the import
tariff will now make them unegual. Again, as protection
removes one "distortion'" at the expense of introducing
another, protection is also a non-optimal policy,according
to the agreed optimality criterion., Furthermore, »¢ both
free trade and protection are non-optimal policies, there
is nO a perjori way of prefering one to the other,

However, a subsid-’ (tax) on domestic production
for comestjic consumption only, gset_at_sxactly the right
rate will increase (decrease) it to t e point where the
domestic £b0cial mnarginal rate of trancformatfoqn becomes
equal to the domestic social marginal rate of substitution.

Also sinee the subgidy (or tax), unlike import tar ffs,

v g e e (o g Y T e 7 e e . Y Y e B i e it

B/ This is becauge, unlike the free-trade case censidered
above, tariffe will nake the forefgn price ratio un-
equal to (aigher than) t e domestic price +atio. Since
tae domestic marginal sqocial rate of substitution is
asgumed equal te the domestic price ratio, it wiil
beeome unequal to the foreign marginal rate transfor-
mation (which {s assimed equal to foreign price ratio)
after a protective tariff is impo:sed.

W P e M b S i W e T . T i



does nothing to distu the pre-existing equality
between domestic social marginal rate of substitution
and twe foreign marginal rate of transforaation, the
pareto-opntimal string of equality is restored, < gni-
fying the maximizationof total domestic welfare. It
follows that tnae policy of subsidizing (taxing) domestic
sroduction, when domestic distortion exists, is the
optimal policy, (However, note that t-is result depends
on tre assumption regarding the '"nsutrality™ of the

taxes imposed to finance the subsidy in question.The signi-

ficance of tais nssurpbicn ie discusscd in the ~oncluding
section),
This result is intuitively obvious; wiereas protec-

tion encourages domestic production, it also restricts
domestic consumption b7 raising the domestic prices of
imported goocds., In other words, protection imposes a
"consuamption cost® on the economy. On tie otaer hend, a
subsidy on domestic production encourages domestic produc-
tioh, but imposes no such "consumption cost', ence,ggge

latter policy is to bepreferred to the former policy.

(2) The Case_for_ Protection; The "Forgign-Trace
Distortion!

Mow, suppose that there is no "domestic distortion"
that is, the domestic social marginal rete of substitutinn
is..equal to the domestic social marginal rate of transfor-
mation. Also, supiose thrat, unlike the case considered
asove, the foreign »rices of exports and im-orts, or of bot",
are no longer fixed for the country in question but vary.
This may be because the country enjoys a monopoly power
in the export market and a monopsony power in respect of
ite imports,or bot '« In suc* circumstances, as pointed out

? - . P - e

20/ Thiss ic so bedause a tariff is siimltaneously a »ro-
cuction subsidy and a consumptioin tax. 3ee Johnson
on thls point.
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above, the marginal social revenue from add¢itionsl sxports
will normally be lesc t an the orice and the uwargiaal
cocial cost of additional imports will sormally excecd
the price. -ence donestic social narginal rates of
subnstitution and transforanation {(assuuned equel to sach
otaer) will differ fron t:e foreign socisl marzinal
rate of transformation.

If a free-trade policy ic¢ pursued - that is, if
exporters and im-orters are not allowed to exploit their
monopoly and monopsony osower respectively-cou-cry's total
welfare will not be maximized even though world's -slfare
is maxiwized. Thus under free trade the domectic sociel
marginal rates of transformation and substitutisn (equal
to each other) will continue to differ frou the foreign
social merginal rate of transf-rmation. The free-trace
solution will, therefore, be non-optimal.

Unlike the previous case where "distortion® was
domestic, 1f distortion occurs in foreign trade a subsidy
on domestic procduction (for domestic consvmption only) will
ecdualize the domestic so-ial marginal~rate of substitutio-
anc the foreign social marginal rate of transforaation but
w11l disrupt the pre-existing eguality b“etween domestic
social wmarginal rate of substitution and the ¢omestic

21/
social marginal rate of transformation., Hence, according to
the optimality criterion noted above, both tiese policies
are noneoptimal, o< they remnove one. "distortion" at the
expense of introducing anotier. Also, there is no a priori
way of choosing between them; for 3t is liie chooging
"Ybetveen the devil and the deep blue sea. ™
F1/ The reasonfor this Inequality 1s Bhzt a subsIidy on
comestic productinsn will raise domestic pricess to
domestic producers only. This igher price, waile
ecval to the “omestic aarginal gocial rate of %“ransfor-
mation, will not be egual to the dounestic margina
of substitution. I“e %wvo rates will, thsreforz, n

siqual to the coamon pgice ratioce and hence unegua
(eacn otier.
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A tariff on exports and on imports or on both,
set _at _the_right rate in order to expliot tne petential
monopoly and monopsony -~ower, or both, that the country
may enjoy over t'e other country will do the trick here.
While it will do nothing to disturb t-e pre-existing
equality betwveen the douestic social marginal rates of
substitution ané transformation, it will restore the
equalit between donecstic socizal iarginal rate of transfor-
mation ancd the foreign social marginal rate of transfor-
mation. (Recall that t-e latter rate is no longer equal
to the foreign price ratio since the international
prices ars assumed tc var+)., This an optimum tariff on
exports or imports, depending on whether tihe couniry enjoys
monopoly power in t1ie export market or monopsony power with
respect to its imports, will maximize country's welfare,The
optimum-securing string of equalities will be restored and
the coamunity's welfare will be naximlzed.

T e nolicy implication of the above discussion can
now be csummarized in tne form of the following propositiocn:

Pronogition 1:; 4 subsids (or tax) on domestic
production is the o:timal policy when the "distortion' is
donestic; when, on the oter hand, the "distortion" occurs

22/

in foreign trade, protection is the optimal policv, (This

23/
proposition is extended below).

22/ 1t may be objected that it is perhaps illegitimate to
use the term "foreign-trade distortion" for the "non-
exploitatioysf a potential monopoly position'. For by
the same argument an incustry consisting of 100 firsas,
not combined in a cartel, could be considered as suf-
fering from a "distortion" in selling, <ince its terms
of trade could be improved if it were to combine and
conspire in restraint of trade. Jowever, evern in this
case, the use of the term iz quite legitimate if we
identify the welfare concept with the owners of 100

Tirms,
23/ For a similar conclusion See vleade/” 287, Bhagwati and
Krishna Swami / 5_/, . _Johnson has

stated this result more generally / 18~/.



Thie snould be intuitively obwvious. ALl this
proposition says is-that tre chvoice of the optimal »nolicy
must ve dictated by the tyze 2f t e scitvation faced. It
chould als~ be noted tnhat this pronrcsition does not ascert,
for instance, that tariffs cannot be used to encourage
downestic production. ALl it says is that a subsidr on
domestic productinn can achieve this objective more
directly and efficiently.

e_for Protection. v in Factor_Use,

. ——

We now turn to an examination of arguments for
arotection that were consicdered by their authors asdrnamic
in contrast to tne "static!" - welfare arguments for protec-
tion considered above. It will be shown that these apparsin-
tly (vnaanic arguments are essentially "static® and merely
constitute special cases of the more general argument for
protection evaluated in the last section. According to the
static-welfare argument considered above, protsction isg
tie optimal policy to remove "dictortion™ caused by a
divergence betwesn nrivate and social costs and benefite.
The ~rguments for protection considered in this section
differ fron those examined in th  previous section only
in that these are based on the presenceof a snecial type

of done-tic distortion - thes distortion in factor use.

The main difference between these two setes of
arguments lies in t e importanre thateschattaches to the
divergence between private and so.ial coste and benefits.
‘Inereas ths static-welfare arpument of the >reviouc section

- .

regards these divergences as temporary deviations froa the

Contdeeseeecs
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optimal si‘uation and, aence, market prices reflect,
24/

as a rule, opportunity costs; the argrments reviewed

in this section regard t-ese deviations to ke the rule,

the optimal situation being ar unattainable El Dorado.
25/

Hence, market prices do not reflect opportunity costs,

It is, however, obvious t at w-isther t is phenomenon 1is

temporary or permanent is a factual Jjudgment and does not

affect the corclusions that fellow from the presence of

tnis phenomenon.

There are two closely related but distinct argte
ments, put forward by Lewis /~21_7, and Hagen /714 7, that
reconmended protection as the dptimal policy in order to
correct the domestic distortion caused by t e alleged
divergence between the a2rginal social rate of transforming
agriculture into manufacturing and the market orice ratio.
Accorcing to Art-ur Lewls /721 7, in u-der developed
countries in w-ich the sup ly of labor is unlimited in
the rural sector tre "shacdow" wage of labour is zero

because of the alleged zero narginal productivitr of

labour but t+e market Wage igs positive. Ir other

words, labour ie actually paicd a wage equal to its

average product, which 1s greatcr than its marginal

product. Lewlis argues that if t e cowmparative-cost

ratios are expressed 1n marginal terms, instead of in

26/

terns of average costs, an underdeveloped agricultural

24/Meeeesces . rOUZly and as a rule, the ratios of private
money costs do reflect the true soclal real cost ratio
veseeose there are exceptions to the rule, but... the
burden of proof is -n those who maintain that the
oxaeesptions are persistent, large, and last but not
least, practically recognizeable and calculable",
Haberier. [/ 13_7; P2.237-38.

2 See Chenery, / 8.7 pp. 18-53.

26/Comparative-cost ratios in traditional theory are
expressed in teras »f average cost because, under tae
assumption of constant costs, marginal cos%s equal
average costs. Yiowever, it has long been recognized
that, when increasing or diminishing costs prevail,

the cowmvparative-cost ratios must be expressed in
terms of marginal costs,
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country ought-to specialize in manufacturing rather
than in agriculture. But since in actual practice wagcs
are paid according to average productivity, an under-
develoned countr ought to »nrotect ite manufacturing
industri?/ But this arguvaent iec fallacious Dbecause it nay
be that even after the necescsary correction.recoanended
by Lewis tre countr: nay still have a comparative
advantage in agriculture. This canrot therefore be a
general conclusion.

Moreover, strictl: speaking, the sort of
"distortdon" referrsd to in the previous paragraph
does not necescarily justify protection. 4 more cdirect
approach in such a situvation will be t» reduce thre rvral
money wage or subsidize the urban money wage. Here free

v

trade continues to Le the Lest policy. It 1s true that
practical expecdienc; rules out the optimal solution, but
it 1s important to recognize trat tie policy of protsction

i

n

dictated by practical exigencies rather than by the

"failure" of the o tiusal solution.

27/ "Wie assune toat two. countries can produce the same
things =2nc¢ trade wit each otier. A is th:z country vhere
labor is scarce, B the country where unlimited supply
of labor is available in the subsistence (food)sector.
Usipg the classical framgwork for comparative costs,
we write that one dajy's labor.

in 4, groduces 3 food or 3 cotton manufacturcs;
in B, produccs 2 food or 1 cotton manufactures.

This, of course, gives the wrong answer to the guestion,

"who snoulc¢ specialize in which  since we have written

he average instead of warginal product.. We can assuac
that these coincide in A and alco in cotton manufacture
in B. Then we sghorld write in marginal gterms that one
day's labour,
in ¥, 2roduces 3 food or 3 cotton aanufactures;
in B, produces O food or 1 cotton manufactures.

B should specialize in cotton nanufacture and im»sort

foods In practice, rowever, wages will he 2 food in B

and between 3 food and 6 food in 4, at which lesvel it

vill t= "cheaper" for B to export food and import

cotton,. Lewls argue that to correct.this divergcnce

between private money cost and true social cost (the

"shadow" wage), B should -rotect its textile incdustry.

Lewis /~21_7, p.185.
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Furthermore, be-ause »f thic distortion in & ricul-
ture,land gets less than its marginal produ_tivity, while
labour gets more thar its marginal productivity. Tence,
it mig-t Le desiratle to svubsidize land (if we can tak
"land" to inclucde capital in agriculture).

Taere is yet another point about the Lewis argumcnt
that chould e noted.The alleged distortion implies that
the social return on capital ianvestced in agriculture
gzxceeds the private returns: Hence, as Johnson /718_7
points ovt, t . distortion in the labour market may ¢
offset by an opposite distortion in ths capital market,

The optimal polic- will,then, be 2 subsidy on capital
invested in agriculture rather than a subsidy on labour
in incustry.

Recently, Hagen has advanced: the thesis that the

Q)

observed wage - differential %etween agriculture and
industry causes a domestic "distortion" - that ig,
the private profitability of trancforming agriculture
into manufacturing is lower than its social profitability.
He attributes thig differential (urban wage higher than
the agricultural wage) to the '"dvnamic! nced of the
economy of transferring labour frcm agriculture to
industr .This divergence, a¢ argues, needsitn corrected
28/

throvg the nrotection of manufactvring.

Hager's apalysis is faulty. First, contrary to

what Tagen claims, his analysis is esseprtially a special

case of the welfare - static argunent recviewed in the last

sections the wage differertial nrevents market forces

froa attaining the Pareto-Optiaum in procduction.

" is a result af wage disparity, the manufacturing
incduetry will bz undersold by imports when the
foreign exchangzs< are in equilibrium. Protection
which peruits sueh industry to exist will increase
real income in the eaonoumy.....,,'Everctt Hage
L7147 o 4 similap point of view has besn preseanted
by R.B. Baldwin f17 .
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Second, Hagen's argument tnat protection is the optimal
policy to realize the parcto-optimum in produztion is
incorrect. By a reascring similar to that underlying
pronosition 1, it can be shown that the alleged
divergence in the ratcs of ftransforming agriculture
into 2an industry and thec market price ratio can be
more directly and effectively rectificd by subsidizing,
rather t -an protecting(-~s Hagen argucs) manufacturing
activity.

Furthermore, it chould be noted that, irn the
case analyssd by Hagen, the "distertican" is caused by
an inter-sectoral wage- differential. In other words,
the rate at which labour and any other fector can be
substituted for each other in cdifferent lines of
procduction at the w2rgin ic not the same. Hence, a gsubsidy
should be given on factor-use in manufacturing rat-er
than on total production.

Thie lzsult suggests a modification of our
propositisn 1 as follows:-

Proposition.2: 1 tax (or subsidy) on factor-
use ies the optinel polic  whren "domestic distortion!

29/
is causcdé by inter-sectoral wage-differential,

1

The rationale of t:ls proposition should be

intditively obvious. The wége-differential between
agriculture ang manufacturing, referred to by Hagen,
introcuces two kinds of inefficiencies in tne economy,
First, it adversely affccte pfoduction poecgibilities

ir %ae cconoui - i.c., the donesstic production=possi bility
curve gets "eontracted". 3econd, as pointsd out above, it
causzs Thne social marginal rate of transforming agriculture

into industr.:to,differ froa the market price ratio, Now,
. ’ i .

4

29/ Jolnson /718_7-ang Bhagwati and Krishnaswami /"5_7
arrive ac thegamg conclusions



protection cannot rem-dv either of these ineffeciency,
A subsidy on menufacturing will rectify the second
but will fail %o roctify the first inefficiency
inefficiency/. On the other hand, a subsidy on factor-use
will rectif - botn t-e inefficiencies - that i, will
‘help t e economy to attain the optimum optimorun and is,
“therefore, the optimal policy ~hen distortion occurs 1n
factor-use.
The Growth__lrgument
Thne previous discussin- was conducted on "stasic"
assumptions. This, however, does not invalidate the

L o _ _ 30/
conclusions we reacied there in the growth context. The

upsinct of the previous argument, to put it rather
simply, is that a "direct" remed snould be preferred
to an "indirect" one, since the latter may =lso have unde-
cirable "side-effects". Subsidy (»r tax) is to be preferred
to protection in cases where the problem is to remedy
an inefficient allocation of domesiic resources,that is,
wher: t ere is distortion in domectic productionsprimarily
because protection is not only an utncertain remedy in
this case, but it also imposes additional "consumption cost"
on ths economy that can be avoided it a direct subsidy
is given on domestic production.

Howeveryeven a subsidy on doamestic production may be

{ . -~

inefficient if t-e dis:ortion occurs in factor-use, In this
- — i

case the sudsidy Hhas ‘to be confined to the factor in the

use of wilch the "disto:»5ion" occurs. It will be shown in

this section that these conclusions a:e valid even when

we are considering the '"dinamic" arguirsnts for protection.

As appcinted out in “1e introd-ictory nart of this

paper, a genuine growth argum=nt for protection should

30/ On-this point:see, Fritz M.chlup/fl3/, where he argues
that the value of a theor; (lependy on l;aw realistic are’
the co~clusions that it poin“s to, a-d not on the
assumptions on which it is ba sed. JAssumptions being
simplifications of reality are inevitab ly unrealistic.,
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case for the domestic production of imported goods. It may well
be that the courtry may have a long-run comparative disadvantage
in producing that good domestically,

Nurkse, Lewis, I'leming, have further elaborated on this
theme., One of the important obstacles bedeviling the home-procuc -
tion of import-substitutes is the limited size of the dwuestic
‘market. “s a spur for the expansion of the domestic market,
these authhors hangsuggested the simultaneous setting up of
related industries;/which should provide effective demand for
each other's products. It fdlows from this that protection must
be given to a laxrge nuibsr of related industries simulteneously.

The hidden preaise on waich this argument is based should,
however, be noted, It is that capital is available in unlimited
supply. This is elearlyca!Pchly unrsalistic premise, for the
shortage of capital is clearly one of the central problems fac-
ing underdeveloped countries ind the acceleration of the rate of
capital fornation is the cent:il objective of development
policy in thzse countries. |

Two more important vari:tions on-this theme should be
mentioned., It has been argued rat heavier protection saould be
given to cepital-goods industr .25 to maximize saving and invest-
ment as well as to reduce depe~de.ace on imports., In Ind a this
view was dut forward by Mahalundski e /25/. The reason vhy the
development of heavy capital-g:cds industries increases savings
is that, cinee these goods ciyi0ot be directly consumed, the
consurer 1s forced to save--< varinont of the "forced-saving!
argumgnt. Furthermore, this <rgumint postulates that the ratio
of investment is an increasiqg fuaction of the level of domestic
produ¢tion of ‘capital goods. "hwii, protection accorded capital-

goodg industries will promotle savirg and investment.

34/."1ile Nurkse and Lewis aivor.ate the setting up of
Jtorizontally-related induist ries,Hirschman and Fleming
ssimphasize wirtically —rel=ted industries. Thelir respective
approaches co the process «f ecanomic growth are referred
to as the "Balanced Growtt  and "'Unbalanced Growth" doctrin-
-€s, a poiatless distincti: n that has led to much useless
dzbate, reminiscent of the wasteful contmvery on the
@ raality <f szving and inve stmen% in the late 307%s,
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Galenson and Leibenstein/117 have also advocated protec~
tion to increase savings. Assuming that the capitalict class does
almost all the saving, a larger part of the national income shiculd
accrue to this class to maximize saving and investuwed(capitalists
are also assumed to reinvest tae major vart of their income).
Protection is recoamended to achieve tais objective. Forjsaccord-
ing to & standard theorem in international-trade theory,protec-
tion will tend to increase the relati ve and absolute shares of
the gains from trade accruing to capital in a capital source

country even if protection lowers national income by making
.35/
resource allocation less efficient.

The first point to note about these arguments is that of
"misplaced orientation". The burden of these arguments is the
augmentation of savings, but t-.ey focus on production allocation

instedd. In other words, the error is to try te:get growth by
cnoice of what to produce instead of operating on savings. This

is the Mahalanobis error and springs from using a Marxian growth

model. Secondly, this argument admits the possibility that tari ffs

may promote inefficiency in resource allocation., It is obviously
nardly worthwhile to try to increase savings at the expense o
efficiency in resourc¢e-use.

Further-more, %1e whole approach that reliese on investment
in heavy capital-goods industries to increase saving and invest-
ment is of doubtful validity because it i¢ based on the un-
realistic assumptian that fiscal policy is totally ineffective
in extracting savings or taxes from waggg. Now, quite a few of
the underdeveloped couatries, 1i e Pskisten and India, have a
fairly effective fiscal machineries. The problem of promoting saving
and investment ic, therefore, best taken care of by means of
subsidies on domastic income and output. It will be a wasteful

de force to achieve this result by setting up inefficient
industries tarough protection - like swinging a sledge—hammer in

the hope that tiae nut will insert itself under“ytﬁ

35/1t will be recogniser that this is a direct application of the-
Stolper-Sameulson Ttreorem:Tariffs tend to-increase both the
relative and the ab;iolute reward of the country's scarce factor
See Stolper-Samuelston / _37_7.

'36/Galenson and Leiben'stein explicitly make this assumption.

*T SH 4Q%/
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Infant - Industry Arsument for Protection

The infant-industry case has generally been accepted as
providing a valid (growth) argument for protection. Essentially
the argument is that these industries, because of initial high
costs of production, cannot withstand foreign competition.
Protection is advocated because future benefits from the
establishment of such industries are assumed to be substantial,

There is a strong case for state intervention since the
private investors tend to discount future benefits at a higher
cost than the society. 4s a result present losses weigh more
heavily in their investment decisions, The private and social
rates of transformation will then be differen%%/ The net effect
of the differential in the private and social rates of transfor-
metion is that private investors may find these industries
unprofitable., However, on the other hand, because of the
external economies that these industries generate,the establish-
ment of such industries becomes socially desirable.

The general principles regarding optimal government
intervention when the distortion is domestic are applicable
here also - that is, a subsidy on domestic production is the

optimal policy in order to remove the distortion caused by a

differential in the private and social rates of transformation,

37/ However, Johnson./ 16, 18_/ and Bhagwati and Krishnaswami
5_/ have challenged this argument. The discussion on this
section is based on the writings of these authors.

38/ The private and social ratesof transformation may also
differ because the setting up of infant industries may
generate external economies that cannot be appropriated
by the private investors but are socially desirable. The
supply of skilled labor, for instance, may eventually
increase because of the establishment of. such infant

.;industries., The. infant-industry argument has sometimes
been confused with the external-economies argument. However,
as Johnson has pointed out / 18_/ the two arguments are
logically distinct. ‘hereas the external-economies argument
involves a "permédnent' distortion and hence permanent state
intervention, the "distortion® in the infant-industry case
is temporary and hence state intervention is also temporary.

21 Moreover, the infant-industry argument is "dynamic" whereas
the external-economies argument is static.



- 20 -

Let us consider the nature of this distortion in domestic
production. The initial hirh domestic cost of préduction will
cause t domestic marginal rate of transformation to differ

marginal
from the foreign/rate of transformation. Howewver, the domestic
rate of substitution in consumption, unegual to domestic rate
of transformation, will be equal to the foreign rate of
transformation in production.

“Now a tariff on imports may ecualize the domestic and
foreisn rates of transformations but will disrupt the pre-
existing equality between the domestic marginal rate of
substitution and the foreign marginal rate of transformation.
Hence protection is a sub-optimal policy. On the other hand,
subsidy on domestic production, set at the riszht rate, will
remove the inequality between the domestiéﬁ%%reign social
garginal rates of transformation, without disturbin% the

ubstitution and the foreign marginal rate of transformation
pre-existing equality between the domestic marginal rate of/

Thus subsidy and not protection is the optimal policy
to help set up the socially desirable infant industries.
However, this subsidy may not be 7iven on domestic production.
If the private rate of transformation differs from the social
rate of transformation because these industries require heavy
investment in on-the-job traini§§21abog?/the subsidy should
take the form of setting up of labor-training centers.

There is an important case for protection which should
be now note%?/ It is that protection may lead the foreign
supplier of the imported ;oods,who has been deniedaccess to
the domestic market, to set up manufacturin~ units within the
country in collaboration with doriestic investors. This may also
provided that this inflow of foreign capital

lead to additional inflow of foreign capital/rings net gains to

the country, protection may serve a useful purpose.

12/'Since the setting up of initially hisch-cost industries in the,
hopa of future benefits is essentially a kind of investment,
resource allocation will be socially suboptimal - i.e,, a
"distortion" will occur in domestic investment if these
industries are not set up. See Johnson / 18/.

L0/ See Bhagwati / 7_7/.
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Summary,Qualificationsand Conclusion

The preceding discussion shows that arguments for using
protection as a primary instrument to remove domestic distortion,
arising either from external economies, monopoly elements in
production or a rural-urban wage differential, or from a
differential in the social and private rates of discount, are
in effect arguments for providing subsidies (or taxes) on
domestic production. Ye have also seen that protection is a
wasteful policy in order to promote saving and investment., It
is pure commonsense that, instead of promoting savinz by setting
up possibly inefficient industries, it is far better to achieve
this objective more directly by using appropriate fiscal
policies, Furthermore, in developing countries, which operate
large investment programs, protection is not required to exert
"pressures' on private investors to invest. Also, foreign
competition is, after all, only one factor influencing investment
decisions; availability of investible funds, skill and entre-
preneurial talents are perhaps more important. Moreover, when
domestic production cannot expand readily in response to price
incentives, protection may become a bottleneck both on the demand
side as well as on the supply side. On the one hand, by raising
the domestic prices of inputs used in domestic industries,
protection will raise domestic cost of production. Ho.ever
under certain conditions protection, by attracting foreign
investors to set up joint projects in the country, may prove
beneficial,

This is not to condemn protection per se. For this
is not a case for free trade either. It has been shown that,
when domestic "distortion" exists, free trade is not the
optimal policy. 'hat in effect has been argued is that,
althousgh the "failure'™ of the free-trade solution because of
constifute a case for state intervention, it does
domestic distortion does/not follow that this should mecessarily
take the form of protection. The form that this intervention
takes should rather be decided by a :ompurison of all the

alternative policy instruments avail able to the government.



It is just 4 guestion of the relativity of the various availabl
policy instruments with respect to the social policy goals.,

The reason why protection turned out to be an inferior
policy instrument in our discussion is that i1t was considered
in relation to problems thai could be best taken care of by
other policy instruments., Of course, our conclusions would
have been of a completely "acacdenic!" interest if a country
were so underdeveloned that it had no other policy instrument,
except protection, Tstrong" enouph to do the job. Moreover,
in such a case protection as a policy instrument may not have
so many defects - that is, it may be egual to a "general' tax,
It appears that it is some such economy (most African countries
will fall in this sgroup; that economists, who advocate
protection, may have conjured up when writins about these
problems. Our discussion is not a criticism of their judgement
but it only warns the reader that these arguments should not be
accepted uncritically in the context of countries like Pakistan
and India, where other equally strong policy instruments are
also available to the government. In these countries suitable
tax-cum-sabsidy policies {(or investment policies) influence
domestic production morc directly. This, however, does not
preclude the imposition of import taxes s a part of the tax
program nstituted to finance subsidies.

There are two very important issu2s that we have not
discussed so far,

The first ques*icn relates to the cost of financinm the
suosidy. In arguing that optimal government intervention to
raiove domestic distortion should tike the fcrm of subsidies
(or taxes) on production or on factcir-use, we made the implicit
assumption that subsidies do not imjose a cost nn the economy.
Jubsidies may huve to be financed through additional taxation.
Ho doubt protection also involves & cost, but :h:se costs are
riot visible. Thus, if only for polLitical reasor.s, governments
lnay use protection instead of sivin: subsidies, However, this

Urzgument is fallacious because th: cffect of a subsidy to a
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particular industry céan also be secured by taxing other
industries more heavily; or alternatively by exempting fron
tax the industry in question, while retainin- taxes on other
industries.

The cost of financing the subsidy, however, raises
deeper issues regarding the validity of our argument. This is
the question of the 'neutrality™ of taxes and subsidies with
respect to its effects on the allocation of domestic resources.
Suppose a "purtial® excise tax is lev%id. It is well known that

J
such a tax imposes an ‘excess burdeﬁﬁm on the economy because it
enters as a wedge between the price paid and the price received,
thereby destroying the egquality either. between cost of pro-
duction and the gross pricc raid by the consumer in the product
market, or the eruvality between cost of factor purchase and the
proceeds from factor sales in the factor market. The resulting
chanzes in prices may lead to substitutions in the purchase
(or sale) of products and factors., 4s . result, the cost of
public services to the public may be groeater then it would have
been 1f taxes were raise’l.in 4 manner nct causinz the two sorts
of interferences in the allocation mecharism referred to above.
Thus . purtial excise taxes, impcsed to finance the subs:dy,
may thoamselves introduce -distortions in the form of an PYexcess
burden™ (defined in the previous sentence). If it were not
poseinle to levy taxes to firance product:.on subsidies without
imposiny an "excess burden' cn the economy thensaccording to
th: eneral Theorem of the Second Best, th:z-e would have been
no 2 priori reason to prefer a subsidy over protection, for
both remove a set of “disto.-tions®™ at the «:ipgnse of introducing
another.,

However, this objection applics only ;o a "partial®™

exclise tax. A truly Ygenecal” tax is free frcri this objection.

1./ For u discussion of the ?:xcess burden® imrosed by excise
taxes see Musgreve / 29 7.

L2/ The Ygenerality' of & Lsx hus becn defined 15 follows:
M tux is mdde more gerceial if its coveras: 1s extended over
a wide ranse of cconoir.c choices of the sane: type, of choilces
that may be stbstitubt :d more or less readils: such as alter-
n:tive opportinitics or &lternative invest) ent outlets.’
Musgrave and Pagzy P chmen / 30/,



- 30

Such a tax will cover all commodities that can be readily
substituted for one another. Now, since imports are the most
direct substitutes for domestically-produced goods, a tax on
imports may be a part of the taxes imposed to finance a subsidy.

In this way taxes on imports, having incidental protection

effects, may form an integral part of the policy of tex-cum-
subsidy on production.

It is, hoever, important to differentiate the present
case where & tax on imports is a part of the tax policy to
finance a subsidy to domestic production from the case (envisaged
by protectionists) when import taxes (tariffs) are considered
to be-a primary instrument for encouragins the home production
of import substitutes.

There is yet another related issue that we have not
touched upon so far, UYe have advocated using several policy
instruments to achieve various policy targets. This raises the
question of the possibility of some conflict in the use of
various policy instruments. For instance, import restrictions
fall most heavily on "non-essential® consumer goods. This
happens primarily becuuse, faced with the problem of allocating
limited foreign exchange amonz various uses, "non-essential®
imports are the obvious victims. However this policy, by raising
the domestic prices of these goods (assuming thut the elasticity
ol supply of domestic import-substitutes is zreater than unity),
may- induce greater private investment in the horie-production of
these goods, Yet an increased production and consuvmption of
these goods may conflict with the plan objective of discouraging
the consumption of such zoods. On the other hand, iiberal
imports of capital roods may repel domestie investment from these
areas (az2in assumingz that home production of these moods is
possible). This may conflict with the Government's policy of
encouwrazing investment in such lines., hat, then,caix be done
to remove this "inconsistency™ in the use of policy inétruments?

The usual answer has been that heavier protection should

be accorded the home production of capital zoods. But such 2
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policy can be very harmful, if the domestic production of such
gzoods cannot be readily expanded. What should, then, be done?

— My-ariew  is €hat-in -such -& situation various policy

instruments have to be used in an offsetting fashi?n, to some
extent, For instance, the incentive to invest in the production

~"non-essentiaill-xeods,caused by the restriction of their
domestic production should be offset by increased taxes on their
domestic production. And, if the government fails to do this,
then "fault".is-that-eof fiscal policy.

It follows that a consistent use of the various policy
instruments does not mean that all policy instruments point in
the same direction; what it should mean is that, on balance, the
policy instruments should be used in such a fashion as to promote

the socially opntimal pattern of investment.
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