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Support for Infant Industries: An East Asian Perspective
The infant industry argument for protection is based on the centuries-old idea (it goes back at least to Alexander Hamilton, the first U.S. Treasury Secretary) that new industries may initially find it difficult to compete globally, and thus should initially be sheltered from competition by the government.  This argument has often been implicit in decisions by Indonesian government officials, for example, to impose restraints on exports of raw materials such as logs, rattan, leather, and crude palm oil, as well as restraints on imports of finished products, as a means to promote the development of “value-added processing” within the country.

The economist would say, “If development of that new industry is such a good idea, businesses should seize the opportunity on their own, and it should not be necessary for bureaucrats to promote the industry.”  Business persons are generally better judges of the profitability of alternative activities than are bureaucrats.  Someone who has already been exporting raw rattan and has some familiarity with the world market, for example, would be a logical person to assess whether extending his business to process the rattan or make furniture with it within Indonesia would be profitable.

Figure 1 illustrates this logic.  On the horizontal axis is time, and on the vertical axis is the anticipated profit from the development of the new industry.
  In the short run, firms in the industry may take losses, because their costs are high.  Over the longer run, however, firms in the industry may be able to earn positive profits.  These accumulated profits can eventually exceed the accumulated losses, as shown by the shaded areas above and below the time axis.
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Figure 1.  Profitability of an Infant Industry over Time


Thus, if certain lobbyists or officials are calling for an industry to be protected, it is the duty of the policy analyst to ask the following question: why has this industry not already been developed independently by the private sector?  One example is the cocoa industry of Indonesia.  Some have called for the development of a cocoa processing industry to be supported by government intervention that would limit competition by limiting exports of unprocessed cocoa.  A number of questions could be asked, however, including:

· If international buyers of cocoa have concerns about quality control in processing within producer countries like Indonesia, what is the basis for those concerns?

· Is it more costly to ship the processed product long distances than it would be to ship the unprocessed product?
· Are there significant economies of scale in processing, which would favor doing it at just a few locations?
· Is it difficult to obtain milk or other inputs of sufficient quality in sufficient quantity to develop a chocolate candy industry?

For government intervention in support of an infant industry to be rational in economic terms, the situation must meet two tests.   In both of these cases, the burden of proof must be fully on the advocates of intervention in support of the industry:

(1) The industry must be able to survive on its own after some period of time.

In other words, the governmental support for the industry must be temporary.  Weaker industries in which the country does not have a comparative advantage should be able to survive in the local market, protected only by transportation costs from other countries.  Stronger industries in which the country does have a comparative advantage may even be able to thrive in export markets in addition to the local market.  Otherwise, if the industry requires indefinite protection from foreign competition, then protection of the industry in its current form is inefficient and a detriment to the national economy.

One often hears the argument, for an industry that already has been sheltered from competition for many years: “The industry needs more time to get its costs down.”  One should be suspicious that it may be precisely the protection from competition that is preventing the industry from getting down its costs!

(2) Some market failure must be hindering the development of the industry.

There are two plausible candidates for such market failures, both of which should be considered in some detail:

Capital market imperfections.  Businesses that wish to invest in the new industry may find it difficult to do so because they are unable to borrow at commercial rates due to informational problems in the capital market.  One reason is that banks and other creditors may decide to ration credit—not offer credit demanded by some legitimate borrowers at current interest rates.

The negative consequences of capital market failures can be understood easily via Figure 1.  In order to be able to incur losses in the short run, firms must be able to borrow at reasonable interest rates against their future profits.  If they are unable to do this, then they will be unable to enter the industry, even if it would be profitable over the long run to do so.

The first-best policy in this case would be to make the capital market work better, ideally through enhancing the flow of information (establishment of credit bureaus may be one way to do this). There are complexities and dangers in more decisive capital-market interventions:

· If the government wishes to provide loan guarantees to companies interested in entering a new sector of the economy, whose loans should be guaranteed and whose should not?  The credit allocation process must be very transparent and open, or it will be subject to abuse.

· The objective should be to provide credit at commercial rates, not at subsidized rates.  Subsidized credit will induce a variety of kinds of rent seeking, and may result in less credit being available to the parties who merit it the most on economic grounds.  Local administrators of a subsidized rural credit program may skim most of the gains for themselves, for example, by imposing various fees or restrictions on borrowers.
Positive externalities.  The other fundamental rationale for support of an infant industry is that the social benefits of development of the industry could exceed the private benefits to the firms in the industry.  This requires that some sort of positive externalities be present, so that the initial entrants into a market incur effectively higher costs than firms that follow later.

· If one needs to enter the export market directly, the initial entrant could incur the costs of developing overseas marketing channels.  The initial entrant will in the process generate information about foreign marketing opportunities, and will earn a reputation overseas for quality products and service.  These valuable informational and reputational advantages may be available to subsequent entrants at much lower costs.

· An initial entrant may generate technological externalities, for example by investing in the training of workers in the application of new technologies, only to find some workers lured away by subsequent entrants into the market who can take advantage of their knowledge and skills.  Among the social benefits generated by the initial entrants, then, could be knowledge and skills that accrue to the workers or other firms and that are not fully capturable by the initial entrants into the market.

The consequences of positive externalities are illustrated in Figure 2.  The problem in this case is that, although the accumulated social profits in the long run are positive, the accumulated private profits are not.  Thus, unless there is some way to allow the firms that wish to invest in the industry to capture some of the positive externalities, the firms will not enter.
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Figure 2.  Private versus Social Profitability of an Infant Industry


The Case for No Intervention

Even if either or both of these market failures exist, it is not clear that government intervention is the best approach to remedy the problem: private institutions may also exist that can overcome such problems.  In Indonesia, large conglomerate corporate organizations have often been viewed in a negative light, especially because they have been dominated by the ethnic Chinese.  However, such conglomerates may have lower costs than other companies, for a variety of reasons. This is an important reason for their prevalence of similar conglomerates in many countries, including the keiretsu corporate groups of Japan (such as Mitsubishi or Mitsui) and the chaebol of Korea (such as Daewoo, Samsung, or Hyundai).
· Such corporate organizations have a reputation from their other lines of business, as well as collateral in the form of various capital assets, both of which can facilitate their efforts to obtain low-cost credit in the domestic or overseas capital markets.

· Such organizations may have access to stock markets and bond markets in addition to bank credit, which may lower their costs of capital in many cases.

· Such corporate organizations may already have marketing channels in the domestic economy or overseas that can facilitate delivery of their new products to these markets at relatively low costs.

· Such corporate organizations may be able to better utilize the talents of their top management if the corporations are diversified across an array of activities.  This diversification also shelters such corporations from risk to some extent, which can be particularly important if the costs of bankruptcy procedures are high.

Other policies in force could be preventing the most effective competitors from entering these new markets.

· Foreign multinational corporations might not be able to participate in the development of a particular sector because it is closed to foreign investment, at least on terms that the foreign corporations would find advantageous.

· Conglomerates might not be able to participate in such a sector if the sector is reserved for small businesses.  Remnants of this approach are in effect in Indonesia, partly in an effort to promote ethnic Indonesian businesses.
A strong efficiency case could be made for deregulation of these sectors in the form of relaxation of investment restrictions or other policies that specify who may participate.  Deregulation of this sort would also enhance the prospects for improved governance.

Alternative Forms of Intervention

Even if both of the basic tests for infant industry protection are met by an industry, and even if independent development of the industry by the private sector is not feasible, protection of the industry from foreign competition generally is not the first-best policy:

· The example of crude palm oil export restraints shows that protection in the form of restraints on the exports of crucial raw materials entails deadweight costs to the economy.  In more practical terms, it will punish the raw materials sectors, and could even may undermine their supply to processing industries.  In addition, protection of this sort will lower the incomes of the suppliers of the raw material, which may include impoverished smallholder farmers.

· The example of sugar import tariffs shows that protection in the form of restraints on imports also entails deadweight costs, and can punish downstream users of the product.  Processed-food industries are among the most dynamic sectors of the Indonesian economy, but experience higher costs than their rivals in countries like Thailand due to protection of the Indonesian sugar industry.

Based on economic principles, if the goal is to expand output of the industry, the first-best policy would be direct subsidization of the output of the industry.  Such an approach would avoid creating additional distortions of the sort that an import or export restraint would create.  The problem with subsidization is that it may be more costly to administer, and present even more of a threat to improved governance, than would foreign trade restraints.  For example, the production levels of firms in the sector would have to be monitored constantly, which would invite collusion between regulators and companies.
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� To be strictly correct, future profits should be discounted to reflect the time value of money.  One million rupiah received in one year would be worth less than one million rupiah received right now.  The reason is that one could put less than one million rupiah in the bank right now, and within one year have one million rupiah due to the accumulation of interest on the deposit.


� The alternative would be to raise interest rates to ration the credit.  Holding down interest rates may be rational, given the possibility of adverse selection in lending: the higher the interest rate charged to borrowers, the more likely that the only borrowers willing to participate will be those with excessively risky projects.  See Joseph E. Stiglitz and Andrew Weiss, “Credit Rationing in Markets with Imperfect Information,” American Economic Review 71 (June 1981), 393-410.


� Some Asian conglomerate organizations may even have their own banks.  Such banks have been among the most heavily abused financial institutions in Indonesia and other East Asian countries in recent years, however.  Because governments have provided implicit or explicit insurance for bank deposits, banks are tempted to engage in excessively risky or even illegal lending.  This is especially true of lending by banks to other units within a corporate group.  Bank regulation and accounting standards clearly need to be strengthened, and it may prove necessary to keep the conglomerates out of banking in the future.
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