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Chagter I

THE ORIGINS OF THE BORDER INDUSTRIES IDEA,

Folitical, sociological and economic objectives inevitably
impinge upon one another, so that economic proposals cannot be made
without taking into account their non-economic implications. It is,
therefore, an untenable claim for the economist that once 'he has shov

that a particular course of action is to be recommended, for economic
1

reasons, he has done his job. " Hutchison makes a point which, as

he remarks, is perhape rather platitudinous, but nevertheless, is ofte
neglected: 'Only advice and pnlicy which is based on an estimate of the
political, sociological and econornic effects together of a policy or
measure can be sensibly acted on’.

Governments, naturally, pursue social and political as well
as economic objectives. The degree to which economic and non-econo
objectives harmonise with one another without government interferenc
however, obviously varies a good deal according to time and place. F
instance in the nineteenth century, the priorities of Britiskh governmen
made possible a high degree of individual freedom in the economic
sphere, This cenfury, however, as Robbins suggests, has seen a
great extension of state activity in the economic sphere, 3 for both eco:
and non-economic reasons. This tendency, then, is not peculiar to
South Africa, but the border industries policy, largely because of its
ideological associations and the degree of intervention which it seems

imply, is a particularly controversial example.

1, J.R, Hicks, Esgays in World Economics, 1952, p.x. Hicks, in fa

goes on to say "that if he limits his function in that manner, he does

not vise to his responsibilities. "

2. T. W. Hutchison, The fignificonce and Basic Tostulates of Economic

theory, 1232, p. 1665,

3. Lionel Nobbins, The Economist in the Twentieth Century, A acmillan,

London, (1956), p. 4.









emphasised ‘the desirability and necessity in the interest of the country,
European and Native alike, of placing a well planned scherme of improve-
nment and developrrent (of the Reserves) in the forefront of the national
objectives. 1 This Commisgsion saw the 'outstanding feature of the
Native Reserves, common to all of them in varying degrees' as lying

in 'overstocking’; and, in so far as it can be said to have laid down a
programme of development, this consisted chiefly in stressing the need
for 'education, in the broadest sense of the word', apparently with a view
to combatting the 'overstocking evil'. 2 They believed that the probliem of
relieving the poverty of Natives in urban as well as the rural areas rust
be tackled in the Reserves. 3 MNo mention was made of any need for
industrialisation, but this is hardly surpriging considering the early stage
of industrial development of the country as a whole at the time.

The Mine Wages Commission of 1944 also drew attention to the
'overstocked and overpopulated’ condition of the Native Reserves and
emphasised the social and economic evils of the migratory labour system
under which 'a considerable percentage of the Eeserve Natives have to
work for hire almost continuously, with relatively short breaks, to carn
a living'. 4 Another official report published in 1946 points out the inter-
relations between the migratory labour systemn and low agricultural yields
in the Reserves: 'No plan for the rehabilitation of the Reserves can fail
to take into account the fact that a considerable proportion of the adult
male working force is absent at any one tine. Few Native ouseholds

in the Reserves depend solely on agriculture for their means of livelihood.

1. Report of the Native Economic Commission 1930-32, U.G. 22 of 1932,

The Government Printer, Pretoria, pp. 47-48.

2. ibid., p. 48.

3. For an excellent commmentary on this Commission's proposal that 'a wise
courageous, forward policy of development of the Reserves' be adopted
see N. N. Franklin, Economic Welfare and the Development of the Native
Reserves, S5, A.J. E., Vol. 10, No. 1, March 1942,

4, U.G. 21 of 1944, para. 207,
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There is, for instance, a motor assembly plant in the area, but it is
too small to have exercised any significant pull on suppliers of coms-
ponent parts, with the result that the latter have concentrated in Mort
Elizabeth.

Since the area seemed unlikely to attract any large establish-
ments oriented to materials or market it was apparently becoming
necessary to look mainly to labour oriented activities. The only
industry which seemed capable of providing the necessary stimulus
to development in Last London was textiles, and 2 sufficient concen-
tration of textiles firms in the area could lead to suppliers of textile
chemicals, synthetic fibres etc., being established, as well as textiles
users such as knitting mills, clothing manufacturers etec.

Furthermore, the fewer the inter-industry linkages in an area,
the weaker is the hold of the area on any particular manufacturing
activity, since pecuniary economies ! are weak. Iven without strong
inter-industry ties, however, a firm may find it uneconomic to change
its location if conditions become unfzvourable, since heavy past invest-
ment takes a considerable time to wear out ar become obsolete, and
in any case a firin cannot allow its plant and equipment to run down
while it is still in opevation. The “art ¥lizabeth motor industry is a
case in point because, as a result of the markedly changed distributicon
of population and purchasing power since the major motor asnmemblers
were establiched there, and the increased use of South "frican com-
ponents in locally assembled vehicles, the Viitwatersrand would clearly
be the area chosen if it were possible to disregard parct investment.
The existence of pecuniary external economies, however, makes re-
location even more difficult. The relocation of “oly-Resin after the
firm plant was destroyed by fire was made easie> by the unimportance

of paints and other chemicals producers in Zast London. Theé apparent

1. Zee T, Scitovsky, "Two Concepts of External Tconomies!, The
¥ D 5 28

Journal of “oliticnl Economy, April 1954,




























involoved in the acquisition of market information, the a:

also implies that the firm bas neglected to gather additic

mation when it might profitably have done so, and that th

is aware of this. It is not enough to say merely that the

is better informed, since it is alvwvays possible for the go

increase its knowledge, but the latter is seldom costless. If the argu-
ment is to be economically based, therefore, the additional benefits

of the government 's superior knowledge must not exceed the costs

it has had to incur to obtain it.

Even when these conditions for economically efficient govern-~
ment action are satisfied, however, it appears that the government
really need do no more than disseminate the knowledge to businessmen.
In fact, one of the duties with which the Permanent Committee was
charged, was "'to keep manufacturers who intend to establish factories
fully informed of the conditions of pro&uction in the various regions
of the Union™. ! There seems to be no need for the state itself to make
the locational decision, to induce or direct firms to the optimal locatio
unless a further factor is introduced, namely that the firm in selecting
it: .ocation uses criteria which are unacceptable to the government.

It seems to be sufficient, too, for the state to confine itself
to a similar educative role in those cases where it is suspected that
entrepreneurs choose a sub-optimal because their comparative cost
calculations are haphazard and incorrect. If the government, indeed,
has sufficient information to know that a wrong decision is about to be
made because of haphazard calculations, it could presumably point this
out to the firm and generally supervise the latter's comparative cost
studies.

Whether the scope for government intervention on these grounds

1. IPrime Minieterfs statement on the Establishment of Industries in
the Border Areas, 2 June 1960.



is quantitatively significant i another matter. Lionel Needieman
seems to suggest that careless locational decisions are commopr i~
Britain: ''Location decisions within British manufacturing indut .. ; appear
often to be unsystematic, if not casual. In their search for sites, firms
seldom attempt to obtain any technical advice. In general, firms do
not seem to be looking for the best site but for a site that is satisfac~
tory. OCnce they have found two or three that meet their requirements,
they stop looking for further sites, and choose from among the short
list they have collected. Decisions to locate in one place rather than
anothef geemn rarely to be based on detailed calculations of the costs
of operating at the different sites involved'. Unfortunately, however,
this view is not supported by convincing detailed evidence.

Evidence for South Africa on this question is totally lacking,
and there is no way of telling whether a significant number of plants
are wrongly located for the reasons mentioned, or whether incorrect

calculations have tended systematically to favour expansion in the metro-

politan areas, 2 V'hatever the facts may be, it is by no means obvious,
especially in view of the fog of uncertainty and risk in which business
decisions are taken, 3 that the government is in a position to detect
and hence prevent such errors. In any case, as we have suggested,
the avoidance of haphazard decisions doeg not seem to require direct
rovernmental intervention.

The position is rather different where the government regards

the criteria used by firms in their locational decisions as unsatisfactory.

1. 'What Are We to Do About the Kegional Problem', Lloyds Bank

Review, January 1965, p. 50.

2. Cur discussion of Fast London firm's in chapter 4 suggests that
inat centre may have benefitted from ill-considered locational
decisions.

3. See Meedleman, op. cit., pp. 50-51.












bound as Britian in the field of business, they may, if an
he even more strongly motivated by the desire for profit
by psychological and sociclogical factors. While the latt
be decisive in some particular instances, then, there is:
known to the writer, to believe that thece cases are signi
number, or that they tend systematically to reinforce reg
centration of industries. Provided the government can i
cases, a by no means easy task, profits and the value of
services produced may be increased by ntervention. W
politan and border areas giteg are equally »rofitable, but
favour the former, diversion of the plant will not give an
benefit, but if it is desired for non-economic reasons, it
do no harm.

Finally, in this connection, it iz worth noting that in terms
of the liberal tradition in economics, the consideration of non-profit
factors does not really represent a market imperfection. Ever in
the analysis of perfect competition the fact that decision makers,
consumers, workers and entrepreneurs alike, consider both monetary
and non-monetary factors, is readily acknowledged. ""The excellenc:
of a moderate income cbhtained by moderate work' is noted by hiarshall
Basic to this tradition is the belief that it is a good thing for an individi
to be in a chosen position, and that non-monetary factors are part of
the opportunity costs which enter in this choice. Increasea output,
obtained by forcing workers to work longer hours, and entreprenecurs
to choose the profit-maximising location against their will, even thougt
increased net incomes resulted in both cases would not be regarded

2 .
as an economiic improvement by liberal economists. The view that

1.
2'






A G ]Z“‘igou:1

""Iiere the essence of the matter is that one person A, in the
course of rendering some service, for which payment is made, to
a second person B, incidentallyfalso renders services or disservice
to other persons {not producers of like services) of such a sort that
payment cannot be exacted from the benefitted parties or compensation
enforced on behali of the injured parties. "

The principal elements of thias definition are that there is a
direct interdependence between individuals whether producers or
consumers, in the sense that the individual A's activities affect B's
utility, and that A is unable to exact payment from B for benefits con-
ferred, or B to cbtain compensation from A for harm done by the latter.
As we shall see below it will be necessary to broaden this definition
to take into account ''costs consequent on private production which are
voluntarily taken over by third parties ¢.g. the government’. 2 The
benefits conferred, for which payment is not exacted, known as external
economies, mean that the social value of a good exceeds its private

value, whereas the reverse is true in the case of external disecconomiel

which involve uncompensated damapge inflicted on others. External
diseconomies may conceivably be so great that the social value of an
additional unit of a good is negative even though its private value is
positive.

Pigcu, it should be noted, formulated the concepts in marginal

terms. 3 It is the difference between rmarginal social benefits and

—

1. The Cconomics of Welfare, Fourth Edition {Macmilian 1932), p. |

2. lHarald Jiirgensen, "Private and Social Costs,” The German Econon
Review, Vol 2, No. 4, 1964, p. 275.

3. The need for this formulation is clearly demonstrated by W. J.

Baumol, Welfare Economica and the Theory of the State, Second
Edition, {l.ondon, 1965), p. 26.







external economies, or smallexr diseconomies than does expansion on
the Witwatersrand, it may be possible for government intervention
to improve economic efficiency by adopting a policy of industrial
decentralisation.

In short, it is possible that though the Witwatersrand is a
more profitable location for a particular firm than is the most profit-
able site in the border areas, the inclusion of external effects in the
calculation may reverse the order.

This possibility that due to external diseconomies private costs
do not provide an adequate deterrent to industrial expansion in the
metropolitan areas wasreferred to in the statement announcing the
establishment of the Mermanent Committee: 'In addition it may be
expected, the decisions of the entrepreneur as to the location of his
plant are not influenced by the cost which the community as a whole is
called upon to bear', 1 It is one thing, however, to state the possibility of
an economic case on these grounds, but quite another to pinpoint particular
casee of external effects, znd to find satisfactory methods of correcting
for them. We shall now consider several arguments which seem to
depend on the phenomenon of external effects, and attempt to suqgest
what form of government intervention, if any, is desirable. In parti-alar,
we shall ask whether the measures at present being used are capable
of remedying any misallocation of resources which may arise from the
specific devergencies between social and private costs and benefits

discussed.

(ii) Pigh cost of land, labour and transport

The Viljoen Commission argued as follows: !The economic
costs of concentration are reflected in the subsidation of housing,
transport and other public services, in traffic congestion, high urban
land values, high local rates, and will in future create increasing

difficulties in regard to the availability of labour and the disposal of

1. Frime Minister's ctatement, 2






expansion, while it imposes higher wage and land costs on other firms,
"has also conferred a benefit on the suppliers of the input and since the
benefits and costs which fell on A himself were necessarily equal in
magnitude (what purchasers paid the suppliers received) the indirect
welfare effects may be taken to cancel out. A has not paid for the
indirect consequences of his act, but on balance these conseguences
were nil''. !

Variations in rents, wage rates and other factor prices, there-
fore, are an essential part of the mechanism by which the market per-
forms its functions of allocating resources between industries and
regiona. Rising factor prices provide an autornatic deterrent to the
establishment of firms in the metropolitan areas and to location in
border areas, and government intervention on these grounds is, there-
fore, unnecessary. The fact that the '"congested' areas continue to
grow despite these higher coste, suggests that the economic value of
being locate areas is great enough to make the payment of
high rates a worthwhile. To say that activity in an area
should be discouraged because wa~= rates are high is like saying that
o > output in all indus :8 which are able to pay high wages.
e below, however, difficulties may arise if factor prices

so that they do not respond properly to changes in the
nand, and the price of a factor in one centre relative to

» centre thus becomes distorted.

>st of Social (verheads.

iljoen Commission, as we noted, also mentioned “high
s one of the economic costs of concentration, and another

1 argument for decentralisation is that the costs of public

p. cit., p. 25.













































on others altogether. Likewiae the loss of productive efficiency
involved in diverting the plant to some cther location may exceed

the social costs imposed on other economic units in the area. In
these circumstances, the best seolution, in principle, at least, secems
to be the introduction of compensation, in terms of which the oiffending
factories are taxed and the proceeds used to compensate the injured
parties. Where the number of injured parties is large, however, the
coBts involved in determining the loss to each and administering the
compensation scheme may render such a scheme uneconomic. Also,
as Baumol points out, in view of the fact that the amount of damage
inflicted depends very largely on the number of people in the vicinity
of the factory "'a rule which states that the factory owner should be taxed
by an amount equal to the cost of the disadvantages his activity im-~
poses is likely to be neither unambiguous or obviously just. i In
other words, a reduction in the number of people in the vicinity of the
factory presents itself as another possible measurc.

If the real national product is to be maximisged, it is necessary
to select the beat of all practicable alternatives; the ideal solution can
seldom be achieved. Lwven though, in a situation in which the exter-
nal costs imposed are smaller than avoidance cests or the fall in ef-
ficiency resulting from the relocation or diversion of a firm, a tax-
subsidy scheme may be the best in principle, the latter may not be
practicable. Cther alternatives must, therefore, be considered. Cne
of these is a tax on firms emitting smoke, based on the marginal
social cost of the damage arising from this source, without an accom-
panying compensation scheme. Thus firms would take the full social
costs of their production into account, and people living in the vicinity
would be free to choose whether the disadvantages of the smoke nui-

sance were greater or smaller than the advantages of remaining where

1. op. cit., p. 31.












Lipsey-Lancaster theory of the second best that "piecemeal application
of single welfare conditions in a situvation where not all such conditions
can be satisfied may, at least in sore cases, serve only to decrease
welfare'. L At the same time, however, the theory of the second
best can also be used to call in guestion partial arguments against
government intervention just as effectively as it weakens the case for
government activity.

There is the danger, however, that by taking such consideratior
too seriously we shall be led to caomplete inaction, since in reality it
is impossible to meect all the optimum welfare conditions simultaneousl:
and improvements are and must be brought about piecemeal. VWhile
this is true, we must be equally wary of the view that additional social
costs in a particular sphere of the economy always automatically justify
government intervention or that any measure which eliminates these
costs will serve as well as any other. A carefulcomparison, in terms
of their total effects, of the present situation with the proposed new

arrangement of resources is necessary.

(v} Traffic Congestion.

Traffic congestion is probably the most frequently cited ar-
gument for industrial decentralisation. Larlier we mentioned the
contribution of central and provincial governments to the costs of
urban road comnstruction, which may possibly inveolve an external dis-

economy of the sort arising when public authorities voluntarily take

1. W.J, Baumol, Welfare Economics and the Theory of the State, p. 19.

See also E.J. Mishan, The Costs of Economic Growth, p. 55.

Z. DBaumol, op. cit., p. 30. This point Baumol attributes to Professor
Glson. An example is ''critisism of federal farm programmes in

an economy in which monopoly power is widespread'.
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account only of its relatively negligible share of the additional
inconvenience it inflicts on everybody’'.
The problem arises essentially from the fact that road users
do not bear the full burden of the additional costs which their use of
roads entails. Indeed, the contribution made by road users to the
costs of road building bear little relation to the extent to which they
use the roads. There is little incentive to conserve road space and
as a result the demand for it tends continually to outstrip WW
The basic contribution to road construction costs in urban
areas is obtained through the annual license fee and property rates.
These are lump sum charges and are quite unrelated to the actual
use made of roads by individual motorisis. They provide a deter-
rent to road usage only in so far as they have an income effect, and,
once they are paid, the costs of road travel consisat solely of petrol,
wear and tear, and the drivers time. The price of petrol includes
tax which is also used to finance road construction, and the users
contribution to this tax revenue will vary roughly in proportion to the
mileage covered, though it also depends partly on whether he uses busy
or deserted roads. Since a large part of the capital costs of con-
struction are covered by the annual license charge, however, the
users contribution to petrol tax revenue is only a very small part of
the road construction and rmaintenance costs which each additiona’
mile of his journey makes necessary. The use of roads, thus, tends
to exceed the optimum level for this reason apart from others. Further-
more, the difference in the users contribution to the petrol tax per
mile between busy and deserted roads is a poor reflection of the
difference in construction and maintenance costs which his usage
imposes. Thus the incentive to conserve road space in general, and
in particular to conserve space on congested roads, is inadequate.
When the costs of petrol usage, wear and tear, the drivers

time, and other costs of delay are taken into account the position is



still more unsatisfactory. For in this case as we have already
noted the individual user feels the additional costs of road usage
only in so far as they affect himself, whereas these are only a small
part of the costs which his journey imposesa. When this consideration
is added to the divergence between marginal social and private costs,
discussed in the preceding paragraph, it appears that significant
external diseconomies are involved.

In principle, the problem could be solved by an appropriate
system of priciang for road usage. As F.1H. Knight poinied out
many vears ago in dealing with another but closely related problem:
... under private appropriation and scli-seceking exploitation...
the course of events is very different'. : Techniques have beoen
developed in recent years for measuring certain of the marginal
congestion coste, and the use of these as an aid to the implementation
of a road pricing system which would produce the ‘optimal® traffic
flow has been strongly advocated in Britian. Such a system of
pricing would of course not remove congestion altogether, but it
would reduce it to the optirmal level by discouraging all users for
whom the value of road travel was less than its social cost. E.G.
. est2 summarises the views of the Smeed .iecport 3 on road pricing,
published in 1964, as follows: ''that when practicable there showld be
a charge for travel in congested areas, so that those who do inflict
loss on others are not arbitrarily kept out but are invited to contribute
to them. The degree of actual congestion will then depend on how

far particular users show themselves willing to pay the charges.

1. Some Fallacies in the Interpretation of Jocial Cost, The Uuarter-

ly Journal of Economics, Vol. XXXVIII {1924), reprintcd in the

American Economic Association’s lieadings in Price Theory, p. 162.

2. E.G. West, kli;egianal Planning: Fact and Fallacy, Lloyds Bark
Review, April 19566, p. 39.

3. QRoad Pricing: The Economic and Technical Possibilities, Ministry
of Transport, London, IIMSC, 1964.




































































































Chapter 6

ECCMNOGMIC CCSTS AND NOII-ECONCMIC BENEFITS:

A CONCEPTUAL FRAMIEWOGRK,

We now turn to the second type of objection to the mark
mechanisrm, namely, that even if it performs its functions pror
the results achieved by the functioning of the market are undes
in themselves. This allegation stems from the indisputable fa
the objective of economic efficiency and rapid growth may conf]
with other objectives of a political or sociological nature, and i
the market mechanism will not necessarily produce the best ba
between them. As we observed at the beginning of this study,
seldom possible to obtain more of ocne objective without evien p:
giving up another: if it is possible, no policy issue arises. E
efficiency and rapid growth while they increase material wealtt
impair the quality of life, 1 disrupt established social relations!
and even cause serious political problems. It is therefore a p
fectly legitimate function, indeed a duty, of Government to ens
that the non-economic costs of economic growth do not become
cessive,

Thus we find the Barlow Commission z writing as foliows
on the problem of industrial concentration:

. ... when the problerm becomes social in texture rather
than economic, then mgoucrn civilisation may well require a regulating

activity of some kind to step in and take reasonable measures for the

1. See E.J. Mishan, The Costs of Economic Growth, for a strong

attack on "growthmania' in the advanced countries.
Z. op. cit., p. 194. It may be noted that the first paragrapho " s
quotation implies that ''a regulating activity of some kind' may not

be necessary if the problem does not becormne "social in texture''.
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