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INTRODUCTION



CHAPTER I

INTRODUCTION

Self-sufficiency is the crux of any developmental policy. The
planners and policy makers in the courtry look for various
economic strategies in order to satisfy the materiallmell—
heing of the citizens. The domirant role played by
industrialisation in activating the de =«lopmental process in
the economy has been well discussed in the economic
literature. But the debate as t. vhetl or the inward lo-<ing
(import substituting) strategy or theoutward looking (export-
oriented) strategyof industrialisationbringsbetter economic
performance is not yet over. The widespread kelief among the
large section of economists is that tre selection of one of
these strategies is mainly based on the economic
characteristics of a country. For example, it will be very
much easy for a country which has larje industrial base at
hand to export the qualtity products and hence {. j=ncrata more
and more industrial activities, paving the uay for export led
growth. In contrast, a less dev: aped rountiry which imports
huge quan.ities of inputs and other final products gives much
importance to import substitution as an industrialisastion
strategy, the absence of which leads the country to the
deteriorating trade crisis. With all the strength the country
utilizes the available resources to build up the industrial

capacity for satisfying the domestic demand. After having



been established the industrial capacity it will be possible
for such a couuntry to expart and earn foreign exchange for
avoiding the balance of payment difficulties. However, this
clear cut compartmentalisation between import substitution

and export orientation is not often seen. Because a country
going through import substitution process may at the very same
time wundertake initiatives to export and earn foreign
exchange. It all depends on the balance of payment position

and the availability of resources in the country.

THE CONCEPT OF IMFPORT SUBSTITUTION

In spite of the definitional ambiquities as to what the term
import substitution (IS) strictly means, simply it implies the
production of goods at home which were earlier being imported.
In other words, the domestic demand can be satisfied either
with imports or with domestic production. If the economy is
able to utilize all the available rnrsources for meeting the
domestic demand without depending on other countries, such an
economy can be termed as a self sufficient economy. The ather
alternative source of supply for the satisfaction of the
domestic demand 1s imports., It these imports are replaced and
then the country starts producing the same commodities of its
own , this specific process can be called as import
substitution. According to Bruton H.J., "import substitution

refers to a policy that reduces or eliminates entirely the

8]



importation of the commodity arZ hence lcaves the domestic

market exclusively for domestic producers"k

The noteworthy point here is that it does not necessarily lead
to the complete avoidance of imports. In the due course of
the developmental process a country may have to resort to
imports, depending on the nature and the level of growth the
country has attained. For instance if the country is passing
through the stage of IS in capital intensive sector it
requires advanced technology and other sophisticated
machinery, the availability of which are constrained by
infrastructural bottlenecks. Edward K.Y. Chenzperceives this
as the second-stage and the difficult stage of IS. This stage
cf IS becomes difficult because of rapidly increasing costs
brought about by limited economies of scale, dependence on
foreign resogurces, and expertise and develcpment of
monopalistic controls. The first stage of IS is easy since
the larger proportion of the commaodities produced during this
period 1s the consumer non—durable and the comparative

advantage 1s the guiding principle in the production process.

. Bruton, H.J., "The Import Substitution GStrateqy of
Economic Development: A Survey", in Ian Living Sten (ed),
Development Economics and Policy: Readings, George Allen
and Unwin, London, 1981, pp 1&7-172.

. Chen, K.Y. Edward, "National Economic Policies for
Industri al development: Cumplementarity and
Incompatibility among countries in the Asian Pacific
Region", Paper presented in seventh Biennial General
Meeting on commonalities and complimentarities in the
Asia and the Pacific Region, November 2-5, Vigyan Bhavan,
New Delhi, 1987, P2,

Cd



The IS may be either due to the deliberate economic policies
or due to the inducement of the struc tural factors such as
advancement of human skills, exportation of natural resources
etc. that stimulate the economic activities in the country
which in turn reduces the imports. But this type of IS is the
product of long run economic phenomenon and hence difficult to
measure its magnitude. However more often IS is associated
with the deliberate economic policy in order to bridge the
gaps in the foreign trade. Here the aliocative efficiency of
imports is based on the needs and necessities of the economy
and the policies of the import controcls such as over valued
exchange rates, multiple exchange rat~w system, high tariffs,

and other quantitative restrictions on imports.

On the basis of the unit of measurement IS can be
distinguished in to two: aggregate IS5 and sectoral ar
industrial IS. When the canvass of the study aggregates the
supply sources and the substituvional process in the entire
economy or in a group of industries, IS5 becomes an aggregate
measure. Whereas sectoral IS is the case of study of IS
defined with regard to aggregates say as a declining share of
imports in GNP - does not reflect tne real picture of the
production trends and growth process in the economy. What all
can be inferred is that the economy has saved the foreign
exchange '‘equal to the amount of imports which the country has
earlier paid. Moreover, IS is not the only reason for the
reduction of imports, there are lot of structural factors as
well, such as a decline in population growth, depletion of

resources, low savings and invectments rates, etc which are at



work in reducing the volume of imports. Further, in Winston

C. Cardon’s3 opinion there seems to be little correlation
between relative aggregate imparts and :conomic growth. The

$ also strengthens this

widely quoted study by Chenery
argument, The results of his study saow that there is no
significant change irn aggregated M.5NP dJespite the very real
changes in similar ratios disaggregated for industries and
sectors among the countries studied. The table 4 in his paper
(p 634) shows the results of the regression M = r0O yrl nre S0
that Msv* = rOo YUFD 2D hare v# is national income and Y
1s per capita income., (ri-1) is —-0.013, but r1 has a standard
error of .06%9. This is not significantly different from zero,

hence it does not indicate a systematic change in the

proportion of aggregate imports with increasing income.

MEASUREMENT OF IMPORT_SUBSTITUTION

ODwing to the difference in the definition of the concept,
there is no single measure of import substitution. Chenery
was first to introduce the measure of IS which has since

become most widely used{

3 Cordon, C. Winston, "Notes on the concept of import
substitution®” in Nurul Islam (ed}), Studies on Commercial
policy and Economic growth, The Pakistan Institute of
Development Econamics, Karachi, 1970, pp 109-19%9.

+ Chenery, B. Hollis, "Patterns ot lndustrial Growth"”, The
American Economic Review, Vol. L, Mo 4, September, 19460,
pp 624-654.

3 Among those studies which have empluyed the Chenery
measure are:

1. Ltewis Jr., S5.R. and R. Scligo, "Growth and Structural

changes in Pakistan’'s Manufacturing Industry, 1954 to
1964" in Murul Islam (ed.}), Op.cit.

3



To Chenery, IS measures the difference between growth in

output with no change in the im- rt rtio and the actual

growth. Mathematically the mag _tude of (S bLetween two

periods O and 1 is defincu as:

1s = (' M) z

The

M =

7 =

notations used in the study are
Domestic gross output
Imports

Total supply (=demand)

and }k is defined as

o= X[z
and I&P = far the base yeur
! =P for the final year
Therefore, we can find and accounting id{entity Y
Z = X + M
Supposing @ X denotes the change in Jomestic cuiput, then
|
- \ 0
ax = (1—%) (AW +QD+AE)+ (P2

ii Steuer, M.D and C.Voivdos, "Impirt substitution and
Chenery’'s patterns of Industris:l Growth: A Further
study", Economia Internazionale, V..1.28, Feb 19465, pp 47—
77.

111. Ahmed, J., "Import substilui .3y as Structuaral change in
Indian manufacturing Indust. y*, .iwurnal oi Development
Studies, Vol.5, Spring, 1965, pp I50-79.

iv. Huddle, o.L, "Post-war Brazili.- Indusev. ialization:

Growth patterns, Inflation, and S irces of stagnation",
in £E.N Baklan—-off, (ed}), The shap‘ng of Modern Brazil,
Baton Rouge, 19469, pp B&46—-108.

Eysenbach, M.L, "A note on Growth and Structural change
in Pakistan Manufacturing Industry 1954-1964", Pakistan
Development Review, Vol—-%2, Spring, 19692, pp 58-45.

&



This implies that IS = [( ﬁJ-ﬁﬁ) 2' 1 is une of the many
factors causing the growth of - mesti- au’nut (Qxl Thr other
factors are growth of domestic .emand @D}, final demand QW)
and export demand (2E). On the bagziz of data on industrial
growth in Japan, for example, Chenery shows that IS accounted
for nearly 40 percent of the growth of industry between 1214
and 1954%, Lewis and St:)ligt)7 have used a somewhat similar
identity to compute the sources of grawth of output in twenty
~ six industries comprising all marufacturing industry in
Pakistan for the sub-periods 1954/5 to 195%2/60 and to 19463/64
and for the whole period 1954/5 to 12.,3/64. According ta tihoos
study, roughly one fifth of the tot:l increase in industrial
output between the whole peciad 1234/3 to 196374 is
attributable to IS. Moreover, on line with Chenury’'s measure
Jaleel Ahmed® also analysed the saurces of growth 1n 33
manufacturing .ndustries in India during the period 1950 -
1966. His study shows that over the entire period 1%50/51 -
1964765 IS contributed 23 per cent oy the total output growth
of all industries. In both of these studies by Soligo and
Lewis and Ahmed the IS is computed both at particular industry
level and at the group of industries level. The group measure
of IS is nothing but the simple maithematical aggregation of

'

the individual measures of IS. Suprosing Xij represents‘the

6 Chenery, B. Hollis, 5. Shishid> and 7. Wattanabe, "The
Pattern of Japanese Growth, 914 - 1954", Stanford
Project for Quantitative fiesearch in Economic
Development, August, 19260.

7 Lewis Jr., S.R. and R. Scolign, op.cit

8 Ahmed, Jaleel, Op.cit.



gross ouéput of industry 1 1n group ,, the gcaup neasure is
given ast

\ o |

— - Sy

éCP'U_ ':.)"U

i

Where

and
.'Z.:'J = XU+M3J

Here Zij denotes total supply of industry i in group j and Mij
represents imports of industry i in group j.

To Padma Desaiq, the obvious way aof measuring IS in terms of
comparisons of actual situations is o take the difference
between the directly observed import avaitability ratios in
the two periods. Here import availability ratio is given as
M/S or the ratio of imports to total supply. One can take
either the absolute change (Variant for the percentage

change (Variant 1 ) of the ratios.

Variant 1A: If M and S are the imports and total supplies

(imports + domestic production) during the period 1 and M and
are the imports and total supplies during period 2 ther, M2/52-

M1/51 gives the actual measure of import substitution.

Yariant 1B 1 M2/S2-M1/S1 gives ‘.2 pe.centag2 change of the

M. /S5,
ratio. For the aggregate measure of import substitution Desai

has applied Chenery and lLlewis and Soligo method. That is, she

Desai, P, Import substitution i _the Indian Economy:
1751-63. Hindustan publishing Corparation, Delhi, 1972.

8



firstly aggregated the total supplies and domestic production

across the industries and then 1ipplied the following equationt

; - ; ""l : HS.I .
Qz /2,530 — (£, @ /g5 £ S4
.l=l
a Q,
£4Q
She calls this measure as variant 2<¢A). Moreover she also

(£

b=

gives another Lewis and Sol:30 m:asure. This consists in
first decomposing output growth, for each industry, into that
Tattributable” to IS, aggregating there IS effects into the IS
effect; and then dividing the total group effect by the growth
of output for the group. These successive operations give the

measure of IS for the group as a whole symbolically.
v Je :
cLfQ)/8 —ql /5 8.55]
£ &

Desai’'s study of the IS faken place in Indian econocmy during

1931-63 shows that the ranking of the IS5 for various industry
groups can be reversed by alternaively using one of these
measures. For example, for the period 1951-41, consumption
industry was ranked second in terms of IS using variant 2(AQ)
me thod. But when she applied variwnt 2(B) method tﬁe second
position was occupied by intermediate industry for the same
period. Her study also reveals some inconsistencies with
regard to the group measure. For instance the positive IS
recorded in 3 industry groups — consumption, intermediate and
investment goods was true in the case of both the measures.
But when all the industries were taken together she got
positive IS using 2(B) method and riegative IS measure using

2(A) method.

In all the studies mentioned so far, Lhe expansion of domestic

intermediate demand for the output of an industry is



visuwalised as a source of grosth of gross output of that

10 adogt a different

industry. However, Morely and 3Smith
procedure. They assume that the economy can t.o described by
a Leontief open input-output model. Let A denote a matrix
whose typical element is aij, ie the input of i per unit of
gross output of j. Also iet rij, be the typical element of
the Leontief inverse matrix (1-A) . Any given vector of

final demands (F1, F2.....Fn) requir:s a total gross output

(domestic and foreign) gross industry i defined bys

* .
z" = £ F)

i

The domestic gross output is j3iven by Xi, therefore the
fareign gross output of industry i whizh is implicitly denoted

to supplying the needs of the domestic economy is given by:

¢ ® X = Z oI ™M
. = e [ : J
M. = =, - Y

1

Where M = Impoit
X = Domestic output
I = Total supply

Morely and Smith define Ui+ as
»
U'. = X;/..Z]

Then

e
d % = u'd 32?1- 2 d J,

10 Morely, A. Samuel and GCordernr W. Smith, "On the

Measurement of Import substitution", The American

Econamic Review, Vol IX, No. 60, 1970, pp 728-735.

And also see Morely and Smith, "Import substitution and
Foreign investment in Brazil", Oxford Economic Papers,
Vol. 23 No. 1, March, 1971.

10



They use the second term in this identify to measure import
substitution. And the first comporent shows the effect of

other factors such as final demand aid intermediate demand on

output growth.

The IS measure one suggested by George Fane11 considers not
only the IS within the industry in group jj but also the extra
contribution of growth in this industry to IS in group j and
also the industry i°s contribution te all industries IS beyond

the group J.

The total contribution of growth in industry, i to IS far all
industries is mathematically shown as

d sijt = dSij + d S8ij* + d si'j

Where d Si)

i

IS withir. 1n irndustry 1 in group j

d Si) = The extru contribution of growth in this
industry to IS in qroup
d s i*jt = The extra contribution of growth in this

industry to IS in all industries beyond
1ts contributic. to JS in all industries

beyond its contribution ta IS in group j

Furthermore, Fane gives the formula for computing the total

contribution by group | to IS for 31) industries.

e d5"asdsy

i Fane, George, "Consistent Measures of Import

substitution”, 0Oxford Economic Papers, Vol.25, Na. 2
1972, pp 251-261.

11



These measures of IS allow one to obtain the analysis of
groups and sub-groups of industries in situations involving
several time periods. Moreover, fFane argques that these
measures will be useful for analysing and describing

structural changes in the economy.

2 has made a valuaole addition to the

Professor Guillamount1
literature on import substitution. ‘{e has shown, for a
multisector economy with intermediate inouts, how to calculate
the change in imports, following an initial change 1in the
substitutability of imports for domestically produced goods
while final demand is held constant, cater Rober W. Bacon13
extended OGuillamounts argument sayi1r;, that since initial
changes 1n the substitutability of imports for domestic
products will lead to changes in final demands and hence in
imports. Theretore, only autonc.ous Yinal demand should be
held constant. Guillamount’'s argument is that if input-output
table, data on autonomous demands and the propensities to
demand are available it 15 possible tou study the effects of

import substitution on the level of inports and on national

1in-ome.

Guillamount defines the level of iwmpori penetration in Sector

1 (mi) asy

i o= ML /R ™MD y
2 Guillamount, Patrick, "More on tonsistent Measures of
Import substitution", Oxford Econcmic Papers, Vol 31, No.
2, 1979, pp 3I25-329.
13

Bacon, W. Robert, "An extended measure of Import
substitution", Oxford Economic Papers, voel. 31, No. 2,
19792, pp Z31-3I33.




Where M = Vector of imports

QA = Vector of gross domestinc outpct

For each unit increases in total supply importers supply mi if

there is no change in import -._ostitution. Hence

=1

™M = FL C L1+ ;L"lq-j U

”~

Where W is a diagonal matrix with diagonal element M, and
M =, (=" }.1 is the unit matrix and U is the vector of final

demands.

For a given level aof final demand th.s equation can be used to
find the total response of impurts to an initial change in the
mi. Moreover this equation allows 3 change in the mi to lead
to a8 change 1n Qi and hence in the dumand for indirect inputs
and hence in 1nduced import. But Bucon’'s point of criticism
is that is does not allow for any ervrfects on induced changes
in daomestic incomes to lead to changed final demands and hence

further induced imports.

ARGUMENTS FOR AND AGAINST IM-URT _SUBSTITUTIGN

The econcmic arguments for IS ind p-~otection have a long and
distinguished history. In the early LDC literature, IS was
seen as a prerequisite for enabling the periphery to builq.up

its own industrial structure and far freeing the periphery

13



§
from ¢the exploitation of cen:t ". Give.. the division of

labaour between central and peripteral economies the
distribution of gains from international traae and
technological progress were said ‘o be uneven. Rapid

industrialization under at least temporary protection was seen
as the way out. Another body of eco~omic arguments centered
more on internal dynamic factors such as learning by doing and
externalities. This thinking has onc¢ again become prevalent
in recent analysis which emphasise that IS must include a
certain degree of local capital goods productionli To
Friedrich List16 developing productive forces meant building
up domestic coherent economic circuits, Lo achieve this the
infant economy had to be protected from the world economys a
strong nation state was thought necessary to achieve temporary

seclusion. The political argument ‘or IS summed up in the

desire for greater self-sufficiency wind independence.

Yet it seems that much of the initial I8, particularly in
Latin American, was not fuelled by *the economic ar political
rationale. The common stance in the literature is that early

IS did not result from consciously .dopted policies but was

1 Prebisch, R, "Commercial Policy 1in Under developed

countries", The American Ecgnumic Review, papers and
proceedings, Vol. 49. May, 12357.

13 Stewart, F, "Capital goods in Dereloping countries"” in A.
Cairncross and M.Puri (eds., Employment, Income
Distribution and Development GCtr~ategy: Problemws of the
Developing countries: Essays 1 Honeourr of Hans Singer,
Mac Millan, London, 197646.

i6 List, F, The National System_ of Political Economy,
Longmans, Green and Co., lLondonr, 1885.
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e<ternally enforced”. International circumstances prevailed

1n the period 1914-15 are the most frequently cited
explanation for the emergence of IS in two world wars and an
interim depression made continued importation of industrial
goods difficult, or even 1iu«,.0ssible because earning from
exporting primary comwmodities fell, and because the nations at
war were unable to export industrial goods. That this sparked
off a major wave of industrializatiuon is indeed plausible and
cf course compatible with dependency theory most notablyIB
but alsn those analyses and such su.seys which are not in the
dependency tradition underwrite this positionw.
Unfortunately this assertion 1s poorly documented and raretly
given more than one or twao paragraph-. Even more sobering 1i1s

the fact that economic historians find it difficult to support

this view of externally enforced IS, in fact some cast doubts

~

on 1ts empairical validity™ . These .riters maintain that 1S
17 Hirschman, A.O. "The Politizcal Economy of Laport
substituting Industrializatior 1N Latin wnherica’

Quarterly Journal of Economice, Vol .B2Z2, Na.l, Febh, 1968.

18 Frank A.G., Capitalism and lhiderdevelopment in Latin
America, Handsworth, Penguine, 1977,

19 For Example, Little, I.M.D, T. Scitovsky and M.Scott,
Industry and Trade in_some developing countries — A
comparative study. Oxford Urniiversity Press, London,
1970,

X The most 1mportant amang them are:

1. Den, W, The Industrialization of Sau Faulo 1880-1945,

University of Texas, Austin, 196%.

1i. WVillela, A.V and W. Suzizan, "Govt. Policy and Econaomic
Growth of Brazil, 1889-1,-5", IPEA, Brazilian Economic

studies, No.3 Rio de Jan._ri, 1977.

11:1. Ingham, B and C. Simmons, “The Two world Wars and
Econaomic Development: Editors introduction®™, special
1ssue, Waorld Development, Vol.?7, Nao.8, 1981.
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achieved from the 1950 onwards was more a result of deliberate
economic poalicies. The main device used was the restriction
of 1imparts of manufactured goods in the form of tariffs,
quotas and multiple exchange rates. Their use however was not
always aimed at industrializatior., as such but as often a

response to balance of payment difficultioes.

The overwhelming conclusion, however was 3ne of disenchantment
even in the structuralist quarters of ECLA, which has hitherto
been among the main advocates of ISm. “he critique emerged
from many country and sector studies, the main results of
which were drawn together 1in surveys by the authors given

2

below®™,

iv., Miller, R. "Latin American manufacturing and the First
Warld War: An exploratory Essay", World Develgpment,
Vol.9, No. B, 1981.

V. Albert, B and P. Henderson, “latin America and the Great
War: A preliminary survey of Duvelopments in Chile, Peru,
Argentina and Brazil", World Develoupment, Vol.?, No.8,
August 1981.
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See Prebisch, R. "Tawards a New trade policy for
Development” in proceedings of UNCTAD, Vol.11, United
Nations New York, 1264. And also v.e: Tavares, M.C "The
Growth and Decline of Import substitution in Brazil",
ECLA, Economic Bulletin for Latin America, Vol.IX, No.l,
United Nations, New York, March, 1%&4.
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