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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.

2

1. Hirschman. A.0. 1968. Op.cit.

2. Bruton H.J. "Import substitution strategy of Economic
Development: A Survey", Pakistan evelopment Review,
Val.10, No.2. 1270.

3. Baer, W, "Import substitution and Industrialization",
Latin American Research Review, 19Y2, Spring.

4. Succliffe, R.B., Indusiry and Underdevelopment,
Addison Wesley, London, 1971.

9. Diaz, Alejandro. C, "Trade policies and Economic
Development™” in Peter Kenen (ed), International Trade and
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The most influential attack on IS came from a comparative
study by Little, Scitovsky and Sccttn, the gist of which 1s
worth recalling. The main argumeni is that protection was
overdone and led to an inefficient allocation of resources due
to distartions in factor and product markets. More
specifically their critique was directed against the

following.

1. Intrinsic Problems of Govt. Interference:

Excessive administrative reguiations gave rise to
bureaucratisation, corruption, uncertainty and delays and thus
discouraged productive private in).iative.

-

Z. Bias against Exports:f

The exi1stence of import restrictions led to a higher exchange
rate than would have prevailed under a free trade regime,

reducing the relative gains, ubtaiired trom exporting.

Finance: Frontiers for Research, Cambridge University
Press, Cambridge, 1975.

6. Donges, J.B., A Comparative survey of
Industrialization policies i~ Fifteen Semi—Indust: {al
countries, "Weltwirts chaftliches Archiv, Band 112,

Haft4, 1976.

7. Nixon, F. "Import substituting Industrialization" in
M. Fransman (ed), Industry aid Accumulation in Africa,
Heimann, London, 1982.

a Little, Scitovsky and Scott, i970, op-cit.
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IZ. Bias against Aqriculture:

The protection of local industry raised the process of
manufactured goods relative to agricultural products in the
home market and the overvalued exchange rate reduced the

domestic currency receipts of agricultural exports.

4. Underutilisation of Install . cap:icity:

Since import controls did not equally apply to capital goods
and since credit for 1installing mechinery was relatively
cheap, factories were over—equipped. Moreover production in
product markets made it possible to earn good profits even at

low capacity utilization.

5. Underutilisation of tabour:

Capital goods could be obtained relatively cheaply due to the
combined effect of overvalueu exchange rates, low import
restrictions for such goods and subsidised financing

conditions, resulting in bias against employment of labour.

&, Import intensity of IS:s

While the importation of consumer goods was reduced
substantially, this was achieved at the expense of increased
imports of equipment and materials, resulting — contrary to
expectations 1n an even more rigid dependence on foreign

supplies and renewed foreign exchange crisis.
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7. The slowing down aof IS

Although initially industry can grow faster than domestic
demand faor manufacturers, LDCs 500N run out of IS
possibilities. After that growth rates cam only be maintained
by a grdwth in domestic demand or in exports; but by then the
structure and inefficiency of industry stand in the way of

conguering export markets.

EXPORT PROMOTION AS AN INDUSTR.ALIZATION STRATEGY

In the case of export—oriented strat:gy, trade 1= presumed to
act as a catalyst of growth. Under this strategy, growth 1in
exports leads to an increased in the incomes of factors of
praoduction and enhances %he demand for inputs for further
expansion in production. The resultant pressure on domestic
capacity may stimulate technological change and investment
opportunities. Also increasing demand due teo raising incgmes
of the factors of production on account of exports may spill
over into other sectors of the sgconomy. A part of such
growths could also be diffused «broad through technical
assistance and aid. Further Emeryg'empirically proved that

higher rates of economic growth leads to higher export growth.

The verdict of the failure of the I5 gained force when an

alternative emerged which had swit:-hed emphasis during the

A Emery, R.F "The relation of Expo.-ts und Economic Growth",

Kyklos, pp 470-85.
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1960s to export oriented industrialisation. The countries
which bhad achieved the most remirkable rstes of economic
growth soon became called the newly industrislised countries
(NICs) and their record became the main theme of the
industrialisation debate of 1970s and early 1980s. The
literature does not always apply the term NICs to the same
countries. Most lists include South Korea, Taiwan, Hongkong,

Singapore, Brazil, Mexico, etc.

The performances of these NICs is impressive by any standards.
The question is what factors account for this success. The
dominant explanation (emerging from mainstream economics) is
that these countries adopted the right policies, by
liberalising imports, adopting realistic exchange rates and
providing incentives; above all they managed to get factor
prices right so that their economies could expand in line with
their comparative advantage; reliance on wmarket forces and
integration into the world economy yields superior results.

3 attritutes Brazil’'s boom to a general

For instances Tyler
tendency to rationalise ie liberalise, economic palicy around
the price system. Nestphal26 concludes that “Korea provides

an almost classical example of an eceocnomy following its

comparative advantage and reaping the gains predicted by

Tyler, W.G., Manufacturad Expart Expansiaons and
Industrialisation in Brazil, Tubingen, J.C.B. Mohr, 1976,
P278.

24

Westphal, L, "“The Republic of Korea‘s Experience with
Export—led Industrial Develcpment, World development,
Vol.6, No.3, March 1978, p 37S.
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conventional economic theary". IMD Little27 in an assessment
of Asian NICs and of the possibilities of emulation concludes
“"The major lesscn 1is that labour intensive export oriented
policies, which amounted to almost free trade concu: tions for
exporters were the prime cause aof an extremely rapid and

labour intensive industrialisaticn".

This interpretation of the rise cf the NICs has come under
attack. Thus H.A.Bienfeld28 argues strongly against
charanterising the NICs as the embodiment of the neo—classical
parable and puts forward an alternative view. The emergence
of NICs is seen as a response to a set of internatiounal
circumstances which at one and the same time produced
relatively favourable access to international finance and
increasing relocation of production of transitional
corporations (TNCs) to the periphery. The view is that this
was partly determined by lovation and geo—political
signitficance, partly by the exlstence of a strong
internationally reliable regime; and partly by the existence
of a technological infrastructure resulting from earlier IS
policies. Finally, state caontrol over industrial development
is held to be extensive and decisive in bringing about the

dynamic growth,

a Little, I.M.D, "The Experiz2nce and Causes of Rapid
labour—intensive Development' in Lee,E, Expart-led
Industrialisation and Develogment, I.L.0 Geneva, 1981, p
42.

B Bienefeld, M.A. “The International Context for National

Development Strategies: Constraints and Opportunities in
a Changing World", in M.A.Bierefeld and M.Godfrey (eds),
The Struggle for Developmenl!: National Strateqies in_ an
International Context, John Wiley, Chichester, 1982.
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Let us continue with the internal factors which contributed to
the growth perfarmance of the NICs. An analysis of the
Brazilian case would point to important internal cyclical
features. In the years immediately pricr to explosive growth
of GNP and exports, industrial capacity in Brazil was heavily

B «The

under utilised. According to P Malan and R. Bonelli
existence of idle productive capacity in the manufacturing
sector was not the reason why output gygrowth took place, but
was the single most important condition triat permitted the
boom™ . Until the early 1970s output was able to grow at a
faster rate than did the stock of capital, and only then did
the stock of capital, and only then did manufacturing
investment accelerate significantly in response to continuing
internal and external demand presiing upon productive
capacity. However, 1f idle capacity was such a recurring
feature under IS as generally arqued the availability of this
capacity, according to Hubert Schmitzm, must have helped

those economies which then tried tc speed up their grouwth

under the export banner.

This takes ws to a more genercl qguestion, namely to what
extent was [S . precondition for successful expart—-led growth
ai d how much sense does 1t therefore make to juxtapose the two

as alternatives. To the extent that the increase in exports

o Malan, P and R. Bonelli, "The Brazilian Economy in the

Seventies: 0ld and New Developments", World Pevelopment,
Vol S, Nos. 1/2 1977, p.22. .

0, Schmitz, Hubert, "Industrialisation Strategies in Less
Developed Countriess: Some Les sons of His%airical
Experience", The Journal of Develcpment Studies, Val 21,
No.1 October, 1984, p 13.

o
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1s achieved by outward praocessing orevious IS5 is probably of
little importance, as can be jucged by the case with which
production facilities were relocated aiound the globe in the
1960s and 1%70s. But as observed above, duly part of the
expansion :of exports took this form and the following
reflections are about export manufacturing which is more

indigenised.

The problem is that it is inherently difficult to produce
evidence which shows that protection under IS generated
externalities and learning which would have been lost without
1t. But it is a truism that some of the successful exporters
were caountries in which IS was relatively successful in
building up industrial structure which was not merely limited
to local production of consumer goods. The most notable case
is Brazil which also had 'its fair share of inefficient
producers, but the degree of vertical integration achieved

3t concluded, "“The picture which

under IS was such that W.Baer
emerges from the simultaneous growth 0? indusiries which to a
large extent are each other’'s customers is that of a

remarkably balanced growth... many conplementary industries

grew up simultaneously and acted as self-reinforcing factors".

The 1mportarnce of significant industrialisation prior to the

export expansion phase has alsoc been utressed in the case of

9]

Baer, W., Industrialisation and Economic Development in
Brazil, Richard Irwin, Homewood III, 1965, P 142,
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South Korea. According to M K Datta Chaudarin“ an
impressive structure of manufacturing industries, supported by
an adequate infrastructure of transpo-t and communication was
inherited from the Japanese". Even though the Korean war led
to considerable destruction, it did not destroy the
accumulated industrial experience, technical skills and
entrepreneurship which developed between the 1920s and 1940s.
A modified version of this argument could be extended ¢to
Taiwan and Hongkong. Although there was not the same degree
of prior industrialisation as in South Korea, there was a
considerable influx of people with technical and

entrepreneurial abilities from mainland China.

These observations relating to the South Asian countries
underline the importance of accumulating industrial experience
for success in export manufacturing but are not sufficient to
make the case of IS as a precondition for export oriented
industrialisation. Indeed obone has to recognise that (by the
time export boom began) IS in the East Asian countries was not
as “deeb" as in the case of theii Latin American counterparts.
The latter had already moved mach further into the production
of consumer durables, intermediate and capital goods yet the

former were even more successful in their export expansionm.

32 Datta Chaudari, M.K, "Indus!rialisation and Foreign
Trade: The development Experiences cf South Korea and the
Philippines", in E.Lee {(ed}), 1281, op.cit p 52.

Ranis, G., "Challenges and Uppartunities posed by Asia’'s
Super Exparters: Implications for Manufactured Exports
from Latin America" in W.Ba2r and MHM.Bill’'s, Exporg
Diversification and the New Protectionism - The
Experience of Latin America, NBER, Unive:sity of
Illinois, 198%9.
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Clearly there is no easy answer to our question. It is even
more complicated because some of the NICs pursued a combined
strategy of export promotion in some sectors and IS in others,
Both Korea and Brazil, for example, made remarkable progress
during the 19708 in building up their capital goods industries
through protective measures. This gives rise to doubts about
how much sense it makes to present EP and IS as practical

H “One must certainly wonder how

alternatives. To Krueger
meaningful it is to use the NICs experience to proclaim that
EP out performs IS. The NICs have been turned into model

economies where rational economic policies other LDCs are

advised to follow"™.

THE MODEL

The available literature on import-substitution as an
industrialisation strateqy centres around the argument of its
essentiality to free the home country from the external yoke.
The present exercise is intended to explain the factors which
inhibit the leading role of IS policy and to explore the
theoretical possibility of the second-stage of IS where by
exported growth and growth - led export reinfarce together
through the linkage effects, with the result that the economy
marches towards prosperity without much dependence. In so
doing, we will eéxamine a simple diagrammatic model and then
apply it statistically to India’'s hitherto experience with

import—substitution.

y- Kruegar, A.0., Fagreign Trade Reqimes and Economic

Development: Liberalisation Attempts and Consequences,
Ballinger Press, Cambridge, 1978.
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Let us suppose that IS is essential to the growth performance
1n the entire economy, its imp. . tance is diagrammatically
shown as above. The horizontal axis represents time. In the
vertical axis which 1s on a logarithmic scale the index
members are plotted. Faor the sake of simplicity only the
index numbers of 100 and above are taken and the diagram can
be extended in the case of index numbers of 100 and below as
well. It can be inferred from the diagram that there exists
a linear relationships between most of the importables (line
F) and the industrial activity (line D). In other words, as
1ndustrial production i1index 1ncreases all other commodities
1mported alsao register growth. But the growth rate of export
15 not as fast as that of imports, especially in the initial
stages. Many reasons can be attributed to this, for example
poor quality, protectionist policy resorted to by Dther
developed countries, etc. The specific point to be noted here
is that the country’'s ability to import or export does not act
as a major 1mpediment in the import growth. The existing wide
gulf between exports and imports retards the very balance of
payment position in the economy, which in turn compels the
planning authority to resort to import—-substitution for the
future self-sufficiency. The various incentives and subsidies
provided by the government help tie import-competing sector to
emerge as a leading economic institution. This IS strategy
1nvolves a variety of inter—sectorial and inter—industrial
relationships within the internal system so that the
industridal base of the economy gets strengthened. Despite the
fact that the low saving rate and the high cost structure

persisting 1n the economy along with tremendous inflationary
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pressure, the IS gets stuck when the domestic market
constrains are 1in operation. In our diagram the line c
represents index of i1mport-substitution which is defined as
a ratio of industrial production index to the import quantum
index. At the point W the slopes of line C and the line which
represents domestic market constraint or the domestic
absorptive capacity (Line A) are the same. The domestic
absorptive capacity is defined in terms of the size of the
population or the i1index of per capita net national product.
This can praovide the ideal of growth rate of importable
demand. The compariscn between the Line € and A can tell us
at what rate IS output will continue to increase once all

si1milar imports are replaced.

Apart from this domestic market constraint, another factor
which severely retards the growth process of IS is the
technological and natural resources constraint. The
practising of traditional methods in the production process
not only decreases output growth rate but also it results in
higher cost structure. The non—-availability of strateqic raw
material also exerts influence on the 15 process.
consequently, there is a possibility of the line C to come
down further even before the point W, When we reach the point
W the IS becomes a very difficult task, hence the further
growth of IS depends o©on slowing down of domestic market

constraint line A.

The “"sz2cond stage” of the economy is represented to the right

of point W. The earlier tremendous graowth rate in IS may have
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boosted up the output in export sector. The transforming of
IS output to the export sector is mainly based on the
structure of international demand and the export incentives
received from the government. This increase in the export
demand in the international market senerates more and more
industrial activity in the economy, hence the index of
industrial production increases, As the country is able to
attain the export—-led growth, further i1mprovement in the
quality and competitiveness of the industry reduces the
dependence on 1mparts as evidenced from the above diagram. In
due course of ¢time, a "third-stage" of IS can also be
perceived whereby the size of the market and the resource base

—f the economy gets broadened and the large economies of scale

are generated, the advanced research and development
activities bring about the better quality products. Thus
there is a taste of overall econowic prosperity. Further

more, the intra—-trade and the inter—-trade advances on line

with comparative advantage,

INDIAN EXPERIENCE

With the dawn of independence, Indian planners initiated
measures to construct a healthy industrial structure based on
the import substitution model developed by Mahalanobis. The
emphasis was on developing capital goods sector especially the
core 1ron and steel i1industries. A huge protective wall was
erected to protect the domestic i1ndustries from foreign

competition by way of tariff and other government incentives
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like subsidies, import entitlement schemes, etc. The
establishment of heavy industries in the public sector
combined with policies favouring import substitution which
contributed towards widening t . industrial base of the
economy . But as some economists pointed out the 2zeal and
enthusiasm with which import substitution programme were
initiated lasted anly up middle of 60's. Because after this
period there was a tremendous growth in the import oY heavy
capital goods. These imparts are viewed as essential for the
development of the domestic industry. From early BO's onwards
government has declared the liberalisation of imports to allow
the domestic industries to get the benefits from modernisation
and 1nternational competition and thus to integrate the
domestic economy to the global economy. This growth of
imports has severely constrained the balance of payment
posi1tion in the country. Table 1.1 shows that while exports
has grown by 542X over the period 19270-84 import has grown by
773% aover the same period. Another feature is that imparts
growth rate 1s in tune with industrial activity or the
linearity between the value of imports and the value added by

nanufaciture 1s obvious.

For testing India’'s exact position in the model we have
develaped, we postulated the hypothesis that if India’'s import
substitution would be more influenced by international factors
defined as the price relationship between exports and imports
than by the domestic market constraintua, the country’s
specific position 1n the diagram will be to the right of point

W, That is, significant amount of output will be able to mave
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into exports when domestic absorptive capacity or the domestic
market constraints has a insignificant partial correlation

coefficient with IS indices.

We fit a3 multiple log linear model for five commodity groups
with three indices for testing the above stated hypothesis.

The conputed i1indices are:

1. Import substitution indices for each commodity group,
o Each sector’'s net barter terms of trade (indicator of
international influences) and

A country wide index of per capita net national praoduct

@

{indicator of domestic absaorptive capacity).

Tanple 1.1

Value of Trade and the Growth of Industry 1970 — 84

Year Exports Annual Imports Growth Value added Annual
in Rs. Growth in Rs. Rate by sanufac—-  Brawth
Millions Rate (%) Millions (%) ture (in Rate
Million Rs) (%
1970-71 15351.6 100.0 16342.1 100.0 31235 100.0
1971-72 16370.0 106.6 16762.0 102.6 NA NA
1972-73 19708.0 128.4 184674.4 114.3 NA NA
1973-74 25234.0 164.5 29553.7 180.8 43682 139.8
1974-75 32288.3 210.3 45187.8 276.5 54920 175.8
1975-76 40362.46 262.9 592647.8 J22.2 57694 184.7
1976-77 49810.1 324.5 50151.5 J06.9 65964 21t .1
1977-78  34078.7 352.3 £0202.3 I68.4 71991 230.5
1978-79  57244.3 372.9 678864, 4 415.4 85285 273.0
1979-80  55549.0 361.9 104576.0 639.9 75670 306.3
1080-B1 64986.0 42%3.3 113396.0 693.9 105110 336.5
1981-82 732546.0 477.2 118955.0 727.9 130430 418.0
1982-83 75638.0 492.7 127894.0 782.6 156740 534.0
1983-84 ?8369.0 642.1 143110.0 875.7 NA NA
Source: Various issues of Statistical Abstract of India and

Note: * Figures are

Rupee from 1970-71 onwards.

Annual Survey of Industries.

in terms of the post-devaluation reports



Of the three indices, the second and third are independent
variable while the first is what we are trying to explain

(dependent) variable. The result of the model are shown in

Table 2.

Table 1.2

Multiple Log Linear Model for Five Commadity Groups
in India (1970-84)

Re

I. Food Products
Log ¥ = -23.86524 - 0.41&681 x| +6.62158 x,
t-statistic = (-1.92870) (-0.47735) (2.92290)
Significant level = 95% &0% PP%R
Partial correlation
coefficient “ -.136 .63

0.471153

II. Beverage % Tobacco:

Log Y = —=23.41992 -0.41681 X, + 6.62158 Ko

(-1.88088) (-0.75061) (3.47336) 0.523922

t—-statistics
Significant level = 5% 70% %

Partial correlation -.21 . 706

III. Chemicals

Log Y = 5.94297 - 0.21161 Xy + 0.00830 Xn 0.0462783
t-statistics= (1.67735) (—0.87028) (0.01142)
Significant level 90% 7O0% NS

Partial correlation -.24646 0.000028




IV. Machinery & Transport Eguipment

Log Y =

t—-statistics=

Significant
level

Partial
Correlation

8.80078 - 0.97375 Ao 0.08838 Xy 0.805817
(3.66386) (-5,88303) (0.21714)
FO% IR NS
-0.87 -.067

V. Manufactured

Log Y =
t—-statistics

Significant
level

23.88433 -—-0.58B960 xy — 3.68943 ) 0.474727

(2.26132) (-0.73817) (-3.27480)

Earg 70% A4

Partial Correlation

Coefficient

-.214 —-.698

Source: Computed from various issu¢s of Statistical
Abstract of India and the Monthly Abstracts of

Statistics

Note: ia

ii.

1i1.

NS

F statistic with d.f (2,12) is significant at
5%  levels in all the equations except
equation No. 3.

Durbin—-Watson gstatistic showed no auto
correlation at 99%¥ in all the above cases.

a. Variable ¥ = Industrial production index of
i / i1mport quantum index of 1i.

b. Variable Xy = Price of Exports (total)/price
of imports.

Here unit value index numbers are taken to
represent price.

c. WVariable Xp = Per capita Net National
Product index.

Not significant

(4
{



All the equations except third appear to explain a great deal
of the variation of import—-substitution that took place from
19270 to 1984. Except in the case of Equation (I) the Rz
values rangé from .47 to .81 and these are significant at the
25 percent level. In these three out of the five, the
domestic market indicator had not only the best partial
correlation coefficient but the beta coefficient are
siynificant at the 99 per cent level. Therefore, it is
obvious from the above model that India is definitely not to
the right of the point W but rather it is very close to point

W where the domestic market constraint plays a major role in

obstructing India’s further IS process.

Out of five, three commodity groups - Food products, Beverages
and Tobacco and Machinery and Transport equipment registered
comparatively higher IS as is clear from the table. The
comparison of these IS indices with the ratio aof quantum index
2f exports (Qe) to quantum index of imports (Jm) gives the
" idea of how much IS coutput was maoved into exports. The reason
being that the industrial production is the sum total of
domestic consumption, production and export. Thus each
sectoral IS indices can be written in the form of:

Industrial production/Gm = Domestic production/Gm + Qe/Qm

Therefore, the slower growth rate of Qe/Qm means that the
process of transforming IS output to export was very difficult
and it went to domestic consumpiiun. However, the picture
will not be complete in the case of the rapid increases in

Qe/Qm in relation to IS indices unless we know the proportion



of industrial output being exported. In other words, it will
not be correct to explain that a particular percentage
increase occurred in IS was due to : somewhat same percentage
increases in GQe/Qm. But rather it will be possible to say
that increasing tendencies 1in IS indices may have a positive
reflection on the export performance. From the above table it
is clear that no single sector could convert its IS output to
the export sector in a substantial level, even though
conmodity group I and IV show positive tendencies in improved
export performance. Therefore, the results we obtained from
the Multiple Long Linear Model is not in contradiction with
what we obtained from Table 3.
Table 1.3

Zomparison between IS indices and the RQe/Qm ratio in
all the Five Commodity Groups

(Baset 19469-70 = 100)

Year Food Products Beverages & Cheaicals Machinery Manufa-
Tobacco & Transport ctured
Cquipment goods .

IFI Qe/Qm ISI Qe/Ga ISI @e/Qa ISI Re.'Qa ISI Qe/Qa

1969-70 100 100 100 100 100 100 100 100 100 100
1970~71 113 137 395 332 110 122 95 112 73 &9
1971-72 156 185 504 462 101 90 78 79 82 47
1972-73 240 334 581 796 87 93 95 92 sg 54
1973-74 103 134 537 611 84 114 87 95 63 59
1974-75 87 120 265 308 87 112 110 252 b4 53
1975-76 68 107 375 293 129 127 123 214 81 105
1976-77 494 496 448 300 107 131 106 202 57 80
1977-78 530 704 848 571 B7 132 126 288 30 S0
1978-79 576 1070 967 714 87 158 146 303 36 74
1979-80 375 591 1386 790 99 233 137 263 36 74
1981-82 407 598 2292 912 129 284 115 192 33 b4
1982-83 227 309 651 184 93 147 84 113 34 &7
1983-84 426 537 1929 518 77 145 144 210 A1 83

L — ket e St —— — . "

Source: Computed from various issues of Statistical Abstract
of India and the Monthly Statistical Abstract.

MNotes: Wherever necessary different bases have been
adj)usted to the same 1969-70 base.
'.c'\rﬁr-r.q‘

RN T ' Al 'J“
/i\'\—u ‘\.0 ul-- --nﬁ%ua-.lz-muu--_l
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The major conclusion to be drawn from the above model are: (1)
the IS can ;merge as the leading sector in promating overall
development, but the prevelance of domestic market constraints
and the adoption of traditional know-how limit its further
advancement, {(2) the empirical test on India’s iS experience
reveals that the country has reached the point where such
constraints are 1in operation. Therefore, the domestic
absorptive capacity is to be stepped for the future progress
of IS which in turn may take the IS5 to the "second—stage"®
where there generates a stimulative linkage between exports

and industrial activity.

OBJECTIVES OF THE STUbY

Import substitution and export promotion are not competitive

aut conplementary in nature, one supplementing and

‘ strengthening the other. The two policies, thus, farm part of
the overall policy of economic development. However, this
does not mean that every import substitution activity should
Ee justified nor does it also mean that every export promotion
activity needs to be subsidised, Impaort substitution and
expart promotion activities have to be selective in nature,
since they involve the allocation of the scarce resources of
the economy. Thus the choice 1is nat between import
substitution and export promoting activities, The
contribution of import substitution and export promation
processes is studied at the micro level for a strategic
industry 1n the Indian Economy 1i.e., Indian Engineering

Industry. In contrast to a broader aggregate analyses this



micro level study helps to specify the thrust areas of
importance in the import substitution and export promotion

processes. So the broad objectives of this study are:

1. To study in detail the degree and magnitude of import
substitution that has taken place in the Indian
Engineering Industry. And also to study the contribution
of import substitution to the growth performances of the
engineering industry. For the purpose of indepth
analyses the study is carried out both at 3 — digit level
RITC (Revised Indian Trade Classification) as well as at
7 digit level RITC classification of engineering

industry.

2. To identify the factors which prevent the further
advanceament of import substitution in the engineering
industry. Also to study the extent to which imsport

substituted products were moved in to export sector.

3. To analyse the trends in the composition and dirvection of
India’s exports of engineering goods. Far the purpase of
simplicity this is attempted in the case of the
dominantly exporting engineering industry, namely

machinery industry.

q. To identify the determinants of machinery exports at the
aggregate level across regions and divisions (based on

Revised Indian Trade Classification) and at the



disaggregated level for the exports of selected products

and product markets.

LAN OF THE STUDY

The study is divided 1into seven chapters. A review of
literature on India’s import substitution and expoart promotion
activities in general and on engineering industry in
particular and other related studies constitute the subjects

of the second chapter.

Chapter III contains an analysis of the degree and magnitude
of impart substitution that has taken place in the engineering
industry. " Also, the contribution of IS to the growth
performance of the engineering industry is analysed in this
chapter. These are attempted both at the 33— digit level and
at the 7 digit level RITC classification of engineering

Industry.

In Chapter IV the constraints of IS in the engineering
Industry are analysed at the 7 digit level RITC classification
of industry, Alsa, this chapter studies to what extent the
1mport substituted products were moved to the export front.
This 1s studied both at 3 digit level and at 7 digit level

RITC classification of engineering industry.

Chapter V contains an analysis of treads in the compoasition
and geographical distribution, country -wise, of machinery

exports, from Indiagy
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In Chapter VI the determinants of machinery exports are
analysed at aggregate and disag gate level using the model
given in Chapter II. At the aggregate level, the determinants
are estimated for Non-electrical machinery and Electrical
machinery. At the disaggregated level, determinants are
danalysed for six products, viz., agricultural machinery
implements, typewriters, sewing machines, power transformers,
electrical fans and motor starters. Further, determinants are

estimated at product market level for selected products.

The last chapter contains a summary of conclusions and policy
implications of the study. The inefficiency of an
indiscriminate trade policy of the Govt. of India irrespective
of specific problems that each product may face is examined.
The impartance of further research with regard to Indian trade
strategy system is brought out in the light of the findings qf

the present study.

I



CHAPTER 11

[MPORT SUBSTITUTION AND EXPORT PROMOTION:
A CRITICAL REVIEW OF LITERATURE



CHAPTER I1I

IMPORT SUBSTITUTION ANL EXPORT PROMOTION:

A CRITICAL REVIEW OF LITERATURE

The last four decades have witnessed some economic progress in
the developing countries which has been achieved largely
through the implementation of developmental programmes.
Industrialization 1s the main such developmental praogramme in
these developing countries. Development strategies for
industrialisation can be broadly divided into two: Import
substitution and Export promotion. We 1in this chapter make an
attempt to critically review the available literature on the
related issues of the complimentary and competitiveness of
these two strategies of ipdustrialisation, namely, import
substitution (IS) and Export pruwnation (EP).

According to Mithral, IS and EP are not necessarily fully
competitive but complementary. He argues that the developing
coun“ries should now aim at obtaining an optimum mix between
exporta and IS activities, His argument runs like this. A
country can devote a certain amount of resonrces on production
of exportables which would enable the country to import a
certain anount of goods from abroad that cannot be produced at
home. On the other hand, some amount of resources could be
devoted to the production aof goods at home which, or close

substitutes of them, would have been imported from abroad. In

1 Mithra, P.K, "Import substitution and Export promotion as
means to Industrialization, "Economia Internazionale,
Vol. XXVII, No.3-4, August - November, 1974, pp 324-537.
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both the cases Mithra finds that exports and I8 activities are
looked upon as inputs being transformed in to output. To what
extent the country should emphasize upon one in preference to
another will however, depend on a number of factors includinq,
the size of the domestic market, the availability of natural
resources, the domestic supply of skilled factor inputs, the
state of technology existing within the country, ¢the
composition of exports, the price and income elasticities of
demand for exports, etc. In general, Mitra argues that the
less developed countries do offer some scope for promotion of
both exports and import substitution activities.

Hubert Schmitz’ s? arqument is that IS has indeed led to
substantial (static) inefficiency and foreign exchange
problems, but that from a dynamic perspective the analyses are
still most unsatisfactory for both conceptual and empirical
Teasonc. Second, Hubert Schmitz suggest that the alleged
superiority of EP is not so much due ta the adoption of more
rational market oriented policies, but due to a combination of
cyclical and historical factors and to substantial

discriminatory state intervention.

Schmitz, Hubert, "Industrialisation strategies in LlLess
Developed Countries: Some Lessons of Historical
Experience. The Journal of Development Studies, Vol. 21,
No.1, Octoter 1984, pp 1-14.
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Schydlowsky M.Daniel® suggests a policy for orderly transition
from IS to EP. He offers a diagnosis of the export promotion
problem in terms of a conventional trade model with two
countries and three commodities. He relies on the general
proposition that a country’'s comparative advantage lies in
those that 1t produce with the lowest degree of protection.
He picks a marginal product to be export promoted and then
applies the compensated devaluation policy on the basis of the

1

nominal tariff rate of this marginal prcduct. v

To Edward Chen‘

both IS and EP strategies are not mutually
exclusive. He perceives two stages of [S and two stages of
EP. In the first stage of "“easy" 15 non—durable consumer
goods are produced and in the second stage of "difficult* IS
intermediate goods and capitgl goods are praoduced. The first
stage of IS is easy because production is roughly in line with
the prevailing comparative advantage. The second stage of IS
becomes difficult because of rapidly increasing costs brought
about by limited economies of scale, dependence on foreign
resources and expertise and monopolistic controls. Export
orientation, according to Chen, can also be divided into first

stage of exporting manufactures that are more labour intensive

and secaond stage of exporting products more capital and

3 Daniel, M.Schydlowsky, "From Import Substitution to
Export Promotion for Semi-Grown-up Industries: A policy
propogal”, The Journal of Development Studies, Vol.3, Na.
4, July, 1967, pp 405 - 413.

N Chen, K.Y. Edward, “National Economic Policies for
Industrial Development - Complementarity and
Incompatibility among countries in Asian Pacific Region®,
Seventh Biennial General Meeting on Coamonalities and
Complementarities in the Asia and the Pacific Region,
November 2 - 5, 1987, Vigyan Bhavan, New Delhi, pp 2-7.
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technology intensive. Thus, for industrialisation in
developing countries, four possible stage of development
exi15ts ISP ISZ‘ EDI' EPT Chen further explains that the
order here listed Latin American countries went from ISi, to
182, for some time before switching to EDl, during which high
growth rates were experienced. But it seems that they qot
into trouble. The Asian Newly Industrialised Countries did
not go even pass through 182. Haong Kong did not even pass
through ISI’ and in Singapore, the IS1 stage was very short.
Both South Korea and Taiwan maved into EU1 when the stage of
easy IS was over. As early as the beqginning of the 1970s,
both South Korea in Taiwan began to diversify into capital and
technology intensive industries and therefore in some uiys'
went into the stage of EOT They have been more cautious than
the Latin American countries. Thus, despite some set-backs in
some of their heavier industries, particularly the enerqy
intensive ones, they have managed to succeed in establishing
some capital and technology intensive industries and in

upgrading many of their existing light industries. Hong Kong

and Singapore began to move inito ED2 after the late 1970s.

In Chen’'s opinion the common problems facing all Asian NICs
under consideration are related to the industrial
transformation from EO;, tc EOQO,, and it seems that the

transformation is more intriguing than that fros IS, to IS,.
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Brutan H.J5 believes that IS was mainly aimed to change the
structure of dependence as the existing structure makes the
economy ungesirably dependent ¢.: matters outside its own
control. The extent of the success of such an objective is
not easy at all, and certainly not by means of changes over
time in the import—-GNP ratio. Even though IS appears to be a
simple process of activating the domestic production in the
place of imports, it encompasses the entire economy via
investment, employment and domestic demand. This dominant
roie of IS 1n affecting the entire economy is structural in
character, The initiation of IS in the earlier stages drives
the economy 1n prosperity especiially under the protective
walls erected upon imports. The agents of production start
exploiting the available resources and market facilities to a
posslible level. The technolaogical and other structural
constraints limit the quality of the product, the sale of
which is not difficult since there is no competitive imports
and the firms are strictly protected from the stiff
competition from the foreign company. The further advancement
of IS necessitates the imports of machinery and equipment, as
the ecanomy shifts the production from consumption goods into
intermediate and capital goods, the production of intermediate
and capital goods necessitates skilled huaan and physical
capital, large size of the markst, increased the douestic
demand, etc., which are lacking in these economies. At this

difficult stage of IS many of the economist opine that the

3 Bruton, H.J, "The Impaort-substitution strateqy of
Econamic Development: A Survey", in Ian Livingsten (ed),
Development Fconomics and Policy Readings, George Allen
and Unwin, London, 1981, pp 167-172.
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country cannot bear the heavy burden of imports without taking
positive steps in improving the export potentialitiesb. The
higher cost of praoduction and the low quality of domestic
goods however, puts strong barriers in the transportation of
goods abroad. Therefore the developing economies have to
overcome seaveral hardship for attaining export performance.
In this context Bruton’ suggest that since the second stage
of IS is difficult the first stage should be extended to a
maximum extent by the way of providing protection on a wide
range of consumer goods as possible. David Felix8 calls this
ds "premature widening af the protective structure", ie, an
expansion inteo a large number of relative small scale
activities rather than a concentration on a few. In
comparison with the consumer goods industry the production of
intermediate and capital goods involves higher costs and under
the strong protective wall the former sector flourishes well.
9

But, according to Winston’, the impressive performance of

consumer goods sector leaves much negative impact on the

P
P

(4]

Far example Daniel M. Schydlowsky presents & brief
theoretical analysis of the orderly transition from
import substitution to export promotion. Further, he
offers a diagnosis of the export promotion problea in
terms of a2 conventional trade model with two countries
and three commodities. His point of view is that a
country’'s comparative advantaqe lies in those goods that
it produces with the lowest degree of protection.
{Daniel, M. Schydlowsky, op-cit., p 403.)

7 Burton, H.J, Op.cit., p 1&9.

. Felix, David, "Monestarists, Structuralists, and Import
Substituting Industrialization: ACritical Appraisal*, in
W.Baer and I.Kerstenetzky (eds), Inflation and Growth in
Latin America, Homewood, Illinois, 1964.

Winston, G.C., "Consumer Goods and Capital Goods Supply
Consistency in Developmen?® Planning", Pakistan
Development Review, Autumn, 1967.
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saving capacity in the economy. This occurs because the large
quantities of commodities in supply arrests the price rise
which in turn results 1n low . >fit rate. Apart from this
supply side effect, the revenue of the Gavt. through customs
duty alsc do not register growth. Added to these reasons is
the possibility that this allocation imposed on the economy by
the IS policies will reduce the total output below the level
which would have reached in the absence of such policies and
hence total saving would tend to fall and hence there is a

growth dampening effect.

In recent times, much analytical effort has gone into devising
measures to evaluate the economic efficiency in the allocation
of resources under the IS policies. Two prominent concepts -
Effective Rates of Protectign (ERP) and Domestic Resource Cost
(DRC) have played a key role in such effortsl?, Empirical
estimates by Balassa and Guisingar suggests an excessively
high rate of effective protection to IS industries and
consequent movement of resources away from agriculture and
other primary sectors. However, controversy has surrounded
the question of sensitivity of ERP to the variability of the
1nput co-efficients - the so-called substitution problem.

This controversy, alonrg with the many other conceptual and

statistical problewms, rises serious doubts about the validity

Johnson, 6. Harry "The Cost of Protection and the
Scientific Tariff", The Journal of Paolitical Economy,
Vol.LXVIII, No. 4, August 1960, pp 3I27-332.
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and reliability of effective protection as indicator of the

A

movement of resources“.

The wmain use of ERP has been in measuring the real
contribution of an activity to national product by comparing
the discrepancy between value aZded at doamestic prices and
world prices, when there are tariffs on final goods and
intermediate goods. Soligo and Stern, for instance estimates
that 1in twenty three out of forty eight manufacturing
industries in Pakistan the value added at world prices is

negativeu. King provides further examples of negative value

added 1in Maxico automobile industryu. However, King also
points out that negative value added does not necessarily mean
that the country wastes resources or is worse off. Citing the
example of Mexican motor _assembly, King underlines the
generally favourable external economies generated as a result.
There 1s also the question of the treatment of the sunk cost.
Quisinger estimates that the elimination of the sunk cost from
the "real" resources costs in Ethiopian industries would

render all but two socially profitable“.

R Johnson, G. Harry, "“Tariffs and Economic Development:

Some Theoretical issues", The Journal of_ Development
Studies, Vol.1, No.l, October, 1964, PP 1-31.

12 Soligo, R. and Joseph J. Stern, "Tariff protection,
Import Substitution and Investment Efficiency™ in Nurul
Islam (ed), Studies on Commercial Palicy and Economic
Growth, The Pakistan Institute of Development Economics,
Karachi, 1970, pp 243-247.

13 King,T. Mexico Industrialization and Trade Policies since
1940. Oxford University Press, London, 1970.

14

Buisinger, S., Op.cit.
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The major value of domestic esource cost lies in its
purported ability to rank, in terms of relative desirability,
all activities that either save fore‘gn exchange (import
substitution), or earn foreign exchange (export promotion).

According to Brunom, difference in DRC among different

activities represent non—-optional allocation of resources.
Real output of the economy as a whole can be increased, in
such a situation, by transferring resources from high cost
activities to low cost activities, Bhagwati and Kr‘ueger16
believes that allowing a higher marginal of saving than of
earning foreign exchange 1is not justifiable. They add,
however, that not all IS industries are i1nefficient, some
appear ta have very low costs, while other acquire a large
multiple of domestic resource in order to save a given amount
of foreign exchange. Leela's! estimates of DRC for the
Indian Nitrogenous fertiliser industry indicate that feed
stocks is relatively efficient. However, the use of naphtha,
fuel oil, and coal as feed stock in the production of Urea is

found to represent a less inefficient use of the domsestic

resources.

13 Bruno, M., op.cit

i Bhagwati, J. and A.0.Krueger, "Exchange Control,
Liberalization and Economic Developament". American
Economic Review-Papers and Proceedings. Vol.63, No.2, May
1973, p 420.

17 Leela, Pillalamarri, Import Substitution and_ Economic

Efficiency, Himalaya Publishing House, Bombay, 1984.
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THE DIFFICULTIES OF IMPORT SUBSTITUTION

Paradoxically enough, the growth of IS has been paralleled by
doubts over 1ts continuing viability to support econoaic
growth in countries which have already attained a high degree
industrialization.!® Further growth of IS requires extension
of the process into more difficult areas of intermediate and
capital goods. IS in consumer goods alone in the absence of
significant growth, could not continue to lower the economy’'s
average i1mport coefficient. A few countries, notably Brazil
and India, Qere able to grow faster than the capacity to
1import by haltingly extending IS to intermediate and capital

19

goods, but these are largely exception. Most countries

18 In the case of Brazil: Humprey's detailed empirical
investigation showed that the domestic atsorptive
capacity defined in terms of Real per capita National
income 1ndex compared to the indices cof international
influences puts severe blocks in the attainment of higher
stages of inport substitution (David, B. Humphrey, "Note
on Import Subscitution: The Case of Brazil", The Journal
of Development Studies, vol.3, No.l, October, 196&6, pp
76-86). The other studies which depict the dilemma faced
by 1individual countries with the import substitution
palicy are.

1. Felix, D. "The dilemma of Import Substitution -
Argentina*, In 6.F. Papanek, Development Policy — Theory
and Practice, Harward University Press, Massachusettes,
Cambridge 1968B.

ii. Baer, W., and A, Maneschi, "Import Substitution,
Stagnation and Structural Change: An Interpretation of
the Brazilian case"”, Journal of Developing Areas, Val.5,
No.2, January 1971.

iii. Tavares, M.C " The growth and decline of impart
substitution of Brazil"“, ECLA, Economic Bulletin for
Latin America, Vol. IX, No.1 United Nations, New York
March, 1964,

19 Commenting on the little success of Brazil, Baer and

Isaac says that , "We do not believe that the positive
elements of Brazil’'s experience are necessarily worth
copying by all under developed countries. Much of this
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encounter serious difficulties in getting psst the consumer

goods stage, while the smaller ones get "stuck" thereml

Felix also draws attention to a .irsistent .mport bias in the
change in final demand which tends to diminish the
effectiveness of IS. He estimates that in the case of
Argentina that, despite considerable IS during the intervening
years, a given quantity of final demand with 196C composition
required B.5 per cent more intermediate imports using the 1953
tnput-output coefficient (and 16 per cent more using the 19460
coefficients) than the 1953 final demand mix?. This is
clearly a reflection of the unbalanced expansion of import
substitution in consumer goods, resulting in the production

structure of the economy being increasingly dependent on

impaorts. In this connection, Diaz-Alezandro has argued that

success was due to the country’'s size and variety of
resource availability. The Brazilian case is relevant
either for countries of similar size or for a number of
countries which have formed an economically integrated
area."” (Baer Werner and Isacc Kerstenetzky, "Import
Substitution and Industrialization in Brazil®" American
Economic_ Review, Vol LIV, No.X, May, 19264, p 424).
India’'s experience aof IS during the period 1950-1946 is
well analysed in Ahamed, Jaleel, Import substitution.
Trade and Development. Johnson Associate Press,
Connecticut, 1978.

To Werner, Baer “Third World Industrialisation involved
an inefficient allocation of resources. For many years
there grew industrial structures whose cause of
production were far above those found in advanced
1industrial countries” (Baer, Werner, “Semi-
Industrialization and Semi-development: The Legacy of
Import Substitution on Development problems and on
Development Economics*, Oxford Economic_ Paper, p 151-
162.)

Also see Macario, S. “"Protectionism and Industrialization
in Latin America”™ in Economic Bulletin for Latin America,
United Nations, Vol.%?, March, 1964,

2 Felix, D, op.cit., P 71, Table 3.1
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the continued frustration of foreign exchange saving aof the
kind noted by Felix requires soaome very drastic assumptions
about rising capital-output ratios and import—-intensity of
production processes, for which there is little
Justiflcationn. Diaz-Alejandruo’'s analysis is undoubtedly
directed to a long-run viability of IS, where savings in
1mports from completed import—-substituting products offset the

JA

rise in capital—-intensity of future i1nvestments®™,.

Power has noted that the wunbalanced growth of import
substituting consumer goods i1ndustries may also have diverted
resources away from 1nvestment2t The bias toward domegtic
production of consumer goods 1s likely to be reflgcted in a
rise 1n their consumptiona. Now, i1if imports of consumer
goods fail to fall, absolute saving will remain constant, but

the proportion of national income devoted to saving will

gradually fall, and with i1t the rates of investments. Power

z, Diaz—-Alejyandro, C.F., "“On the Import Intensity of the
Impo-t Substitution™ Kyklos, Vol.18., No.3, 19&5.

“ Griffin, KkK.B. and J.L. Enos, Planning Development,
Addison—-Wesley Publishing Co., London, 1970.

26 Power, J.G., "lmport Substitution as an Industrialization

Strategy, Philippine Economic Journal, Vol.4, No.l,
spring, 1971.

5 The working of the demonstration effect, the increased
need of these goods, as all likely to accelerate these
production and consumptiaon. The experience of some other
countries show the tendency of such goods ta “"out—grow*
the growth of many other commodities. In Pakistan the
"domestic absorption of these commodities increased at
a rate sao far 1n excess of the rate of increases of
aggregate consumption that no conceivable set of
expenditure elasticities could explain the divergence",
(Khan, A.R., "Import Substitution, Export Expansion and
Consumption Liberalisation: A preliminary Report, in
Nurul Islam (ed), op-cit, pp 121-13%.)
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alsc notes that the extension of IS to investment goods
industries is frequently opposed by owners of import—-intensive
consumer goods industries bhecause of a powerful vested
interest in pre-empting available foreign exchange. Once
settled on the rail, the wheels u¥ IS run of its own. The
reasoning stems from the fact that the broad inter—industry
connections created through IS prompt industrialization on a
wider canvass. In such cases, as sketched by Felix,u future
rndustrial growth can proceed through the growth of domestic

demand and of exports.

But 1t i1s not always necessary that these linkage effects will
bring about growth rates i1in the related sectors. The

a projects this as one of the

discussion by Albert Hirschman
major weaknesses of [IS. Sketchirg a naive and a seminaive
exhaustion model, Hirschman contends that the first step of IS
opens up new opportunities for the establishment of domestic
manufactures through both income and backward linkage effects.
He cogently refutes the argument that after a certain period
during which the easy IS oppartunities are taken up, IS gets
stuck as the process faces "exhaustion". Because when
backward linkage effects are taken into account, stimulative
productive activities are generated and the economy progresses

further as more and more employment and income are created.

The Latin American experience has, however, showed that the

2 Felix, O, op.cit.
27 Hirschman, Albert., "The Political Economy of Import

Substituting Industrialization in Latin America",
Quarterly Journal of Economics, VYol.B82, No.l, February,
1968, pp 1-32.




backward and forward linkages fro. initial IS have been rather
weak . The lack of trigger mechanism has been particularly
noticeable in assembly or "finishing touch" type of IS where
imports of components for domestic assembly are substituted
for 1mports of finished goods. In such a cases, the
industrial sector is particularly prone to the phenomenon of
negative value added at world prices, as indeed shown by the

limited evidence from Pakistan by Lewis and Guisingerm.

On the negative side, these same pressures may lead ¢to
building of capacity haphazardly, fregquently without regard to
social opportunity cost of resources, as well as create
domestic monopoly positions. Bhaqwati and Krueger are of the
view that such sheltered monopoly positions in imsport
substituting industries are the prime cases oOf low
productivitym. Praoliferation of firms may also have been
inimical to the exploitation of potential economies of scale.
The classical example of this proliferation and a consequent
disregard to econaomies of scale is documented by Johnson for
the automobile industry in ChileX. Further, a comparison of
Argentina to U.S. prices presented by Felix suggests a

"heedless fragmentation of firms within industries where

demand would be inadequate at most barely adequate to support

2 Lewis, S.R., and Guisinger S.E “Measuring Protection in
a Developing Country: The case of Pakistan, Journal of
Political Ecanomy, Vol.76, No.&, December, 1968.

s Bhagwati, J., and Krueger, A., op.cit.
% Johnson, L.L., "Praoblem of Import substitution: The

Chilean Automobile Industry®*, Economic Development and
Cultural Change, Vol.15, Na.2, Part 1, January, 1967.
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one of two large firms at minimum efficient scalen. On the

other hand, Reppy in an extensive empirical investigation of
the Columbian experience concludes that "for a wide range of
manufactured products diseconomies of scale are the
significant in the range of output represented by the

Columbian markets,

The study of tariffs and protection led Harry G. ohnson to
believe that the economic policy of import substitution almost
inevitably creates the political problem of foreign “Control"”
of the ecoramy. In his own waords, "the use of protection to
pramote substitution of local for foreign production does
nothing to reduce the comparative disadvantage of local as
contrasted with foreign entrepreneurship, and its main effect
15 therefore likely to be to induce the foreign firms to set
up local production facilitates to satisfy the demand
previously satisfied by exparts from their home country“gs
The rationale of this argument is that the carefully designed
precision methods and the high quality at cheap cost available
in the advanced countries can be easily and inexpensively

transplanted and assembled 1n the low i1income countries,

whereas it will be highly expensive to produce the materials

3 Felix, D., ap.cit., p 56.

32 Reppy, J.V., "Small Market Constraints on _Import
Substituting Industrialisation", (Ph.D Thesis, Cornell
University 1272, p 11%9).

S

Johnson, G. Harry, 19464, op.cit., p 26.
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and components of the machinery themselves in such less

)

developed ecornomies

#nother criticism levelled against IS is that it has not
proved 1tself capable of generating substantial increases in
manufacturing employment. The study by Maria de Conceicao
Tavares establishes this fact that between the Census years of
1749 and 1939 manufacturing employment as a percentage of
total employment actually witnessed a decline falling from 9.4
percent to 8.1 per cent®. This failure of IS sufficiently
to absorb labour 1n industrial employment has been attributed
into a3 host of factors. According to Werner Baer,“
"Something of a controversy has been developing between the
"structural" critics and the "market" critics of IS.
Stressi1ng the capital intensive character of IS, the
“structural" critics argues that labour absorption has been
low because of limited possibilities for factor substitution,
the 1mportance of foreign firms and their tendency to utilize
production techniques exiting in the home country &Rd the
inclination of domestic producers also to copy techniques

e:x1sting in the developed countries. The capital-biased (i.p.

A On the basis of case study of Puerto Rico Benard Wasow
finds that, "only if the rate of saving is increased
markedly, and if this saving is productively invested,
can Puerto Rico hope to diminishing external dependence",
(Wasow Bernard," Dependent growth in a Capital -
Importing economy: The Case of Puerto Rico, 0Oxford
Economic Papers, Vol.30, No.l1l, March, 1978.)

5 Tavares, Maria deconceicao, "“The Growth and Decline of
Import Substitution in Brazil", Economic Papers, Vol.30,
No.1l, March 1978.

Baer, Werner, “Import Substitution and
Industrialization", Latin American Research Review, Vol,
vii, No.1. Spring, 1972, pp ?5-122.
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labour saving) nature of technaological change,and the absence
of technology appropriate for the factor endowments of the
developed countries also limit opportunities for labour
absorptxong. The market critics school, on the other hand,
stresses the importance of relative factor prices in
determining the amounts of different factors employed. In the
labour market, government measures (like minimum wage laws,
liberal vacation, etc..) have served to increase the price of
labour to a price greater than its social opportunity cost.
Another major lacuna of IS policies, according to Bhagwati and
‘Krueger,m has been their indiscriminate nature in
influencing the growth of firms. If the regimes could somehow

differentially encourage the low cost industries and

discourage the high cost ones the excess domestic resource

cost of the total QR regimes could be significantly lower.
Even though the authors emphasize the need for encouraging the
efficient firms, they do not put forward practical ways to

curb the proliferation of the high cost firms.

In addition to these criticisms levelled against IS there
persist serious doubts among those who worked on the area of
research as to the gradual extension of IS process to

intermediate and capital goods sectors. One prominent reason

37 Baer, Werner and Michael Herve, “Employment and
Industrialisation in Developing countries”. Quarterly
Journal of Economics Vol.IXXX, No.1, February, 19266, pp
BB-107. See Table 1P(96) in Tylor,G.William. “"Labour
Absorption with Import Substituting Industrialization: An
Examination of Elasticities of Substitution in the
Brazilian Manufacturing Sector", Oxford Economic Papers,
Vol.24, Na.l, March, 1974, pp 23-103.

58 Bhagwati, J., and A.Krueger, 1973. ogp-cit
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for the inability of IS to reach more complex form of
manufactures is the current structure of protection itself.
The very low or zero tariffs on intermediate and capital goods
imports, undoubtedly with a view to encourage capital

formation, hinder this transitionw.

The main remedy to escape from the shortcomings of IS was
suggersted by the "outward looking"” strategies to whom export
will bring economic prosperity to the nation through the
foreign trade multiplierw. But there is no gainsaying the
fact that the specialisation of less developed countries in

the export of primary commodities n longer bridges the ever

widening gaps in the trade account of such countries. As

T
o

Bhagwati, J., and T.N. Srinivasan, 1984, gp-—cit, P 241.

The complementary and conflicting nature of both IS and
export promotion policies are discussed in a good number
of literature, In an article economist Jaleel Ahmed
argues that there is some evidence that the rate of
growth of IS in a manufacturing sector is positively
correlated with the growth of exports. In the supply-
oriented view of the matter, IS and export expansion, far
from being antaguistic, are perfectly compatible and
symbiotic. The symbiosis arises in the following sannert
while IS favourably affects the growth of exports through
an "accelator" type af effect, export expansion
reinforces IS through economies of scale and growth of
productivity resulting from enlargement by markets.
(Ahmed, Jaleel *“Import Substitution and Growth of
Exports. An Econometric Test". Revue Econamique. Vol.27,
No.2, March, 19746). Alsoc see Ahmed’'s "Domestic Demand
and Ability to Export in Developing Economies: Some
Preliminary Results", World Development, Vol.4, No.B,
August, 1976. While Mitra look upon exports and IS as
inputs being transformed into output. In his paper he
shows that both the policies are not necessarily fully
competitive but complementary. (Mitra P.K., "“Import
substitution and Export promotion as Means to
industrialization", Economia Internazionale, Vol.XXVII,
No.3-4, August—November, 1974, pp 524-3537).
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, M
showed by Findlay,  less than unitary elasticities of demand

for primary exports meant that growth rates could actually be
reduced even with the increased saving. Moreover, instability
in export prices of these primary commodities also further

deteriorates the plight of such economies.

STUDIES RELATED TO INDIA 'S IMPORT SUBSTITUTION

While reading the literature on IS in India what the
impression one gets 1s that our country obviously lacks a
coherent policy of IS. What all the little achievement we
have attained in replacing the :Imports and activating the
productive elements at home, it is not often a result of
carefully planned programme based on consideration of
priorities, scale economies, comparative advantage, balance of
mnayment strategies, etc, but merely a hurried response to the
quick profit making opportunities presented in a protected
market by the policy of import restriction or IS. This is
probably aided by official willingness to "accommodate™ and
official anxiety to show rapid rise in production. Below we
present the review of the works at hand on the process and

progress af IS policy followed in India.

" Findlay, R., "International Trade and Development Theory,
Columbia University, New York, 1973,
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. 42
Weisskoff™ presents a detailed empirical application of an

1nter—industry programming model to the Indian economy ,
designed primarily to analyse thoe structure of inports and the
scope for IS in Indian Indusi.y. The programming model 1s
based on 3 highly disaqgregative model. The results of the
multi-sectoral model involving a wide range of substitution
possibilities between domestic production and imparts show a
relatively smooth approach to the foreign exchange bottle
neck. The author doubts that there is still to be sure, a
cut-off line beyond which no further possibilities of
substitution axis. However, this cut-off line is reached only
after all possibilities for IS have been exhausted. In the
process, overall import-output ratio in the econoay gets
depressed to a minimum level well below its base year value,
and the over—all capital—-output ratio rises above what it

would have heen with less I5.

The inter—linked aspects of IS in the framework of input-
cutput model has also been well discussed by Panchamukhi“.
By presenting an B8xB matrix of import coefficients and the
corresponding domestic coefficients for India, for the period
1962, he analyses the effect any 15 has an output structure
and import structure on the economy. According to him, the

reduction in the import levels of the diffe~ent commodities,

like the growth effect, depencs on the s.ructural parameters

42 Weiskoff E. Thomas, "A Programming todel for Import
Substitution in India", Sankhya, Series B, Vo0l.29, Parts
I and 4, December, 1967, pp 237-306.

4 Panchamukhi, V.R., "“Planning for Import{ Substitution:

Some Methodalogical and Empirical Results”®, Artha
Vi jnana, Vol.%9, No.l, March, 1267, pp 4656-501.
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and the pattern of reallocation of imports over the import-

consuming sectors,

In another paper Panchamukhi" examines the relationship
between 1import dependence and production efficiency index on
the basis of cross section data for the three import-using
sectors, namely paper and paper products sector, the non-
ferrous metals and alloys sector, and the machinery
manufacturing sector for the period 1957-43. His case study
of non-ferrous metals and allows reveals the fact that the
firms which had larger efficiency, are not necessarily those
which receilive larger 1import content. in the contrast, the
firms which have received larger import content, do not

necessarily have better efficiency in the following period.

It 15 generally believed that when a country has not the
sufficient foreign resources at disposal to finance and
1mparts it usually resorts to deficit financing. In economic
theory, deficit financing has been defended un many grounds
such as: 1t ensures a fuller utilization of resources and the
inflationary effect it carries with it is temporary and lasts
only until it induces a redistribution of income in favour of
those social groups with a higher propensity to save.
However, Ramana's“ study throws some light on the evil

effects of deficit fimancing on the Indian Economy during

“ Panchamukhi, V.R., “Import Dependence and Export
Production Efficiency"”, EPW, Annual Number, 1967, pp 77—
78.

o Ramana, D.V., "“Deficit Financing and_ Import Substitution

in India. 1951-1965", Institute for Economic Development
and Planning, Monograph No.8, Dangkak, Thailand, 19&8.
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1931-1963. But, Ramana’'s argument that balance of payment on

current account (net) certainly turned adverse by a
substantial margin in 1954 and continued adverse through 1985,
due to the 1mport of heavy industry, the lion shdare of the
financing of which came from deficit financing, seems to be
only partly true. The reason being that the declining
1industrial growth rate due to draught, war, low public
investment etc. during the m:d sixties¥® in India had
significantly contributed towards the increasing impart bill
and huge trade gap. However, one of the hypothesis put
forward by Isher J. Ahluwalia, ie., the slow down of IS as the
cause of 1ndustrial stagnation since mid sixties, further
strengthens Ramana’'s arquments of high import intensity and
deficit finmancing.

Bhagwati1 and Srinivasan®¥

largely examine India‘s foreign
trade regime 1n its interaction with domestic policies and
objectiver so as to assess its efficiency and growth. The
main purpose of that study 1s to examine the efficiency and
outcome of the liberalisation efforts represented by the June
1966 devaluation and the accompanying policy measure. While
e~amining the economic effects of imports controls they find
that regional constraints in India make it impossible to leave

allocation of scarce resources of impor%s to the market. From

the analysis they conclude that India’'s foreign trade regime,

% Isher Judge Ahluwaliya, Industrial Stagnation Since Mid-
Sixties, Oxford University Press, Delhi, 1984.

4 Bhagwati,J.N and T-N Srinivasan, Foreign Trade Regimes
and Economic Development: India, Columbia University

Press, New York and London, 1975.
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in conjunction with domestic licensing policies in the
industrial sector, led to economic inefficiencies. They
maintained that a policy change is necessary to stimulate

increased efficiency and faster growth of the Indian economy.

The study by Vidhya Pitre' attempts to assess the extent of
import substitution that has taken place in the machinery and
transport equipment sector during the period 19&60-70. The
result of the study showing IS in machinery and transport
equipment are not consistent for all the three time periods
L.e., 19260-65, 19&65-70 and 1260-70. Because while 1t was a
decline 1n the proportion of imports in the total suoply which
caused IS during the whole period 1960-70, the reason for
lowering the 1mport dependence was the fall in the total
supply for the period between 19465-70.

V.V. Desal'sw

cogent argument that India lacks a clear focus
on IS policy was based on his finding that the neglect of
comparative advantage paves way for high cost structure in the

industry and also for the misallocation of resources between

various firms 1nvolved in the industry.

“ Pitre, Vidya, "Import Substitution in Machinery and
Transport Equipment Sector, 1960-70", Econoaic and
Political Weekly, July, 21, 1972, pp 1212-1216.

9 Desai, V.V. "IS and Growth of Consumer Industries", EPW,

March,15, 1969, pp 499-504.
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The criticism of the inefficiency in the IS process in India
has been received much attention in Nambiar‘gwstudy. While
computing D.R.C. for various industrial sectors since 1955 he
admits the fact that IS strategy appears to have attained
little success in its important objective of remodelling the

industrial shape towards High-tech industries.

The failure story of Indias IS strategy has been further
established in a micro level study of automobile and ancillary
industry by Anne Kruegerﬂ. All the evidence in the study
suggests that the wide variations found in domestic resources
costs result from differences in efficiency among firms.
Moreover there was slight, insignificant correlation between
the profit rate and the 1inefficiency of the firm. Thus
according to the author, the Indian market did not reward
efficient firms and penalize i1inefficient ones, i.e., a
cri1tical link between profitability and economic performance

has been severed.

From the above discussion 1t appears that India‘s experience
1n relation ta IS has not been one of encouraging. The
prevalence of high cost structure and the structural
bottlenecks operating in the econoamy discourage smooth
transi1tion of IS process from the initial phases to other

advanced stages of economic performance as visualised in

% Nambiar, R.G., "1S, Domestic Resource Cost and Key
cectors in the Indian Economy", Economic and Political
Weekly, June t1, 1977, pp ?P54-P46L2.

A Krueger, A.0., The Benefits and Cast of Import

Subctitution in India: A Micro-Economic Study, University
of Minnesota Press, 1975.
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various analytical and empirical works. Difference of opinion
may arise even about the efficient production base of the
consumer goods sector since it involves wastage and luxury.
Moreover, the tremendous succe-= attained in some of the
particular capital-intensive firms in the economy has not
solved vital issues of self-sufficiency and a faster growth
rates for the entire economy. The availability of advanced
human skills and the large resources in the country compels us
to think about alternative strategies of industrialisation so

as to satisfy the developmental needs of the country.

EXPORT PROMOTION AND INDUSTRIAL DEVELOPMENT

The proponents of exports as a catalyst of economic growth
base their argument on the creation of a favourable industrial
clinate originating from the increased foreign demand. As
fureign demand for industrial products increases the incomes
of the factors of production register an upwards trend, which
1n turn create further demand in the economy. When this seed
of progress 15 sowed further rteaping of the rewards
necessltates advanced technological know how. The development
1n some particular sectors as a result of exports may in due

course of time spi1ll over into other sectors of the economy.

The existing literature on the role of exports in

1ndustrialization of developing countries is predominantly

based on national macro aggregates. For example, Raymond
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Lubitz52 examines two hypothoeses 1n this connection.
Firstly, export growth is said to stimulate industries with
important economies of scale, that 19 manufacturing
industries. A wvirtuous circle of higher productivity and
lower costs, ensuring competitive export growth and gains in
productiQity. Secondly, export growth, by creating a strong
balance of payments is said to encourage investment, and
thereby raises the rate of technical progress and productivity
growth, setting up a second virtuous circle. These hypotheges
were tested in a cross-section regression analysis for the

leading manufacturing exporting countries over the period

1934-69.

3 of the role of oil

The study by Metawally and Tamaschke
exports in stimulating industrial activity in the Middle East,
suggests that gross fixed capital formation is extremely
sensitive to growth 1n 0il exports in all countries considered
with the exception of Kuwait and Libya. But the result of
author’'s sectoral analysis that the exransion in o1l exports
was not fully exploited in stimulating the manufacturing
sectors seems to be true since most of these countries utilize
the revenue obtained from the expinsion in expoarts, to import

goods and services and also to investment overseas. Moreaver,

investment is carried out in infrastructural and other

32 Lubitz, Raymond, "Export—-led Growth i1in Industrial
Economies"”, Kykols, Vol, XXVl, 1973, pp 307-321,
55 Metawally M.M. and H.U. Thamaschke, "0il Export and

Economic Growth in the Middle East", Kyklos, Vol.33,
Fasc.3, 1980, pp 499-522.
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industries whose output does not depend much on growth in

exports.

Based on the sample of 73 developing countries Rostam M.
}:avoussi“ argues that important cause of the association
between export and better economic performance is the
favourable i1mpact of exports on total factor productivity.
This hypothesis was tested from the linear function which is

of the form

RY = a + bRK + cRL + dRX

Where RY = The growth rate of GNP
RK = The growth rate of capital stock
RL = The growth rate of labour farce
RX = The growth rate of exports.

In the estimation of this equation Rostam has used annual
growth rate of G.N.P, investment, labour force, and exports
between 1960 and 1978. For the entire sample, the addition of
RX in the regression equation increases the coefficient of
determination from 0.49 to 0.57. The coefficient of RX is,
positive and highly significant, indicating that export
enhance the growth of total factor productivity. The higher
coefficient of RX 1in his study at disaggregation level

indicates that the impact of manufactured exports on factor

productivity is greater thanm that of primary exports. This,

o Kavoussi, M. Rostam, "Export Expansion and Economic
Growth: Further Empirical Evidence", Journal of
Development Economics, Vol. 14, Nos 1-2, Jan—-Feb, 1984, pp
241-250.
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according to him, has been true . the case of more advanced
countries. But his finding that e«port expansion enhances the
growth of total factor productivity regardless of composition
of exports in the less income countries contradict with the
earlier vesult since the effect of export performance an the
factor productivity in the primary sector should have been
less due to low proportion aof manufactured exports in LDCs.
Moreover, Rostam’'s assumption that rate of technical change is

a linear function of the growth rate of exports is only partly

true.

The factor intensities do not explain much of the variance of
the net expart ratios but do explain a substantial part of the
varirance aof the home market. This 1s the result of the
regression analysis carried out by (Lennart Ohlsson™ in his
study of engineering trade specialization in Sweden. Even
though the net export ratio was not correlated with the
capital and technical personnel intensities in 1970 in Sweden,
1t was positively correlated with the skilled manual
intensity. With the net export ratio as the main independent
variable Lennart concludes that the generalization of the

factor proportions there in does not receive much support.

Reviewingy the evolution of Brazilian cotton manufacturing

before 1914, Flavio Rableo Versiani® suggests that while
5 Ohlsson, A. Lennart, Engineering Trade Specialization of

Sweden and other Industrial countries, North Holland
Publishing Company, New York, 1980.

3% Versiani, Flavio Rabelo, "Industrial Investment in an
Export Economy: The Brazilian experience before 1914",
Journal of Development Economics,Vol.7, No.3, September,

1980, pp 307-329.
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export-led income growth provide~ an expanding market for the
new activity, after the turn of 19th Century, the stimulus of
domestic production originated from a) exchange rate
instability which compelled the cloth merchants to turn their
attention to the production side of the business, this can be
seen as a risk averting diversification of investment, b) =&
high protective tariff system, which enabled the manufactures
to strive even under adverse exchange rate conditions. The
study suggests that the analysis of exchange rate policies may
be relevant to the understanding of industrialization process

1n export economies.

The tremendous growth success attained by NICs during the
1970's, and 1980°'s also further strengthen the export-oriented
industrialization strateqy. The first five NICs such as Sauth
Korea, Taiwan, Hong Kong, Singapore and Brazil achieved annugl
growth rates of GDP (at constant prices) of between eight and
eleven per cent over the period 1965-78, and their yearly
increases in manufactured exports lay between 20 and 40 per
centw. Manufacturing employment in that period increased by
between 4% and 8% yearly, leading in some regions of those
countries (and in some years) to labour shortage and real wage

1ncreasesw. The dominant explanation faor this econamic

rationale in these econaomies 1s that these countries adopted

el UNCTAD Hand Book of International Trade and Development
Statistics, 1981, Supplementary, TD/S5TAT/10, Geneva,
1982.
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Kaplinsky, Rephal. (ed), Third World Industrialization in
the 1980s: 0Open Economies in a Closing World, Frank
Class and Co. Ltd., 1984, p ?.
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the policies, such as liberalization of imports, incentives
for wxports, etc. Above aull they managed to get factor prices
r1ght so that their economies could expand in line with their

camparative advantage. Balassa59

explains that reliance on
market forces and integration int. the world economy yielded

results superior to protection and dissociation from the world

ecanomy .

STUDIES OF EXPORT FUNCTION

The various studieraé'0

attempting to explain the export
.

performance of individual caountries take quantifiable factors

on both supply and demand sides. The variables taken differ

across studies. Pomfret estimated export functions for Israel

which 1s the form
Xt = f(Rt, Ut, Pt, Wt)

where Rt is effective exchange rate, Ut is capacity

utilization in terms of deviations from the exponential growth

39 Balassa, B, The Newly Industrializing countries in_ the
World Econony, Pergamon Press, Oxfaord, 1981.

&0 Some of the studies of the export function are:

i. Pomfret, R.W.T, "Manufactured Export Expansion in a Seesi

Developed Economy: The Israeli case", Economia
Interzionale, August—November, 1975, pp 464-477.

iit. Tyler. W.B. "Manufactured Export Promotion in a Semi-—
Industrialised Economy: The Brazilian Case", The Journal
of Development Studies, October, 1273, pp 3-195.

11i. Henry.G.6., "Domestic Demand Pressure and Short-Run
Export Fluctuations”, Yale Econamic Essays, Spring, 1970,
pp 43-Bl1.

&9

i



rate. Pt is industrial production and Wt is world trade in
manufactured goods. A trend term is also included which
raised the statistics into the zone where it no longer
indicates significant serial correlation. Tyler's study for

Brazil takes the following factors into export function:

Xt = f(Rt, Tt, Bt, Pt, E, Wt)

where Rt is real exchange rate, Pt is tax incentives given to
exporters Bt is recession-boom effect, Pt is indusatrial
production, E is effect of Latin American Free Trade Area and
Wt 1s world trade. Time trend is also included to take care

of "strong growth trend in industrial exports".

All the coefficients are significant 5% level in Pomfret’'s
study. P assigns the negative coefficient for world trade
variable to the problem of multi—-caollinearity. The notewarthy
point 1n Ponfret’'s export function is that since the very base
of the variable Ut is the industrial production and industrial
production 1s also represented in another variable Pt, the
export performance is mainly depended on industrialization.
Whereas Tylor's study shows that only the variables Rt and Ut
are significant, which means a 1lcow representation of
industrialization of exports. However, the low value of DW
statistic suggests that, its results are subsumed with the
problem of autocorrelation, and this may explain insignificant

nature of some of the coefficients. In another paper, Sajid
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61

Anwar”™ has well analysed the export performancof Pakistan by

considering both supply and demand sides. The estimated two-
equation models which is estimated for primsary and
manufactured goods exports for the period, 1960-80. Using two
stage least square method provide consistent estimates of the
exports elasticities. Pakistan being a small open economy,
the author arques that the responses are not significant while
warld income and domestic praduction of exportables
significantly explains the demand and supply sides of exports
regpectively. Even though, the author claims that his study
is superior to other studies, the study suffers from certain
limitations. Firstly, the assumptiocn of income elastic demand
for primairy goods in international markets is not wmuch
convincing since a downward shift in the demand for Pakistan's
primary goods exports contradicts with the tremendous increase
1in the 1ncome of the advanced countries to which exports are
transported. Secondly, the serious estimation problem of
multicollinearity is not at all discussed in this paper. For
example, the association between the export rate (PX/PB) and
the domestic production of exportables in the supply side

equation cannot be averlooked.

STUDIES ON INDIA'S EXPORT PROMOTION

There have been various studies dealing with Indi‘as exports
promotion and the enormous demand and supply bottlenecks

operating upon its smooth functioning. The statistical

ol ANwar, Sajid, "Export Functions for Pakistan: A

Simul taneous Approach", Pakistan Journal of Applied
Economics, Vol.IV, No.1, Summer, 1985, pp 29-34.
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estimation of the contribution of exports to the growth of GNP
by TPipathy62 shows that one crore of export is capable of
generating additional income worth of Rs. 14 crores. Fg Value
V.96 in the regression model i- found to be statistically
signhnificant. Judging by the criteria of incremental export-
output ratioco (IEOR) Banerji63 finds that many of India’'s
manufacturing industries, especially consumer and investment
goods industries, have exhibited a growing degree of openness
over time. His general conclusion of the study demands a well
co-ordinated approach involving agriculture, industry and
trade sectors of the economy for the sucéess aof an export

& study

oriented industrialisation strategy. While Tiwari's
highlights that the increasing pressures of internal demand,
lack of comparative advantage and price responsiveness hamper
the export performance. He suggests that products with export
potential should be identified on a continuous basis so that
suitable incentives could be offered for enhanced production
and trade. However, these studies face one or another serious
limitations. Firstly, most of these studies having largely
carried out at an aggregated level. A meaningful and deep
insight into the problems calls for the exaamination of

industries and markets at a more disaggregate level.

Secondly, the difference in the determinants of expart

b Tripathy, B.N., Export and Economic Browth, Mittal
Publications, Delhi, 1985.

& Banerji, Ranadev, Exports of Manufactures from India: An
Appraisal of Emerqging Pattern. J.C.B. Mohr (Paul
Siebeck), Tubingen, 1975.

e Tiwari, R.S., India‘'s Export Performance: Factors

influencing export and policy directions, Deep and Deep
Publications, New Delhi, 1986.
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performance across various studies led to conflict results of
the contribution and importance of each variable. For
example, while in some studies it is the world demand which
alone significantly explained India‘s export it is the
relative prices, ie., ratio of India‘s erport price to other
competitor’'s export price which explains variation in the
export performance. Thirdly, most of these studies are’

partial 'in nature.

A significant feature of India‘s expaorts has been their
declining share in world exports. In the planning era export
trends could be broadly divided into two phases: a) Period of
stagnation (1950-60) and b)) Period opf expansion (1960

onwards).

The stagnation in India’s exports during 1950°s is factual but
the identification of causative factors is controversial among
econaomists. Some economists attributed stagnation to external
factors while others assigned the responsibility to internal
factors. In other words, the controversy pertains as to
whether world demand facing Indian exports or supply of within

the Indian economy caused stagnation.

Patel65 made a pioneering attempt to analyse the long—term
trends in India’'s exports. He concludes that an almost
stagnant warld demand caused stagnation in India’s exports.

During this period world demand for Indian export side did not

6 Patel, S5.J., "Export Prospects and Economic Growth:
India", The Economic Jogurnal, Septembe:, 1959, pp 490-
S506.
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show perceptible increases. Under the assumption that world
demand would continue to maintain similar trend in future, he
favoured a change in the composition as well as direction of
exports. But to Krueger, stagnation in the Indian export
behaviour "can be more than adequately explained by policies
lcf the Governament of India and the Planning Coamission
combined with internal demand and supply factors in India““.
Patelgn however, refuses this in view of the increasing
share of tea and cotton textile from India in world exports of
the same commodities and the monopoly power India has been
en)oying with respect to Jute exports. These three
commodities formed a proportion of India’'s exports during this
period. However, both the studies lack conclusive evidence.

68 lends further support to

A4 detairiled examination by Cohen
b rueger. He estimates export function of the form (Q1/@2) =
f (P1/P2), i.e., India’'s share as a function of relative
prices. He finds that the relationship is inverse and cast
“an upward shift overtime 1n the supply curve of Indian
e«xports”. This 1is identified as the reason for the falling

share of Indian exports affecting supply, according to him,

were responsible for this and hence for stagnation in exports.

b Krueger, A.0., "Export Prospuects and Economic Growth:
India a Comment", Economic Journal, June, 12461, p 439.

This is further supported by Cohen B.l1., "A Comaent on
S.J Patel ‘s Analysis of Indian Exports”™, Indian Economic

Journal, July-September, 19463, pp 37-46.

&7 Patel S.J., "Rejoinder to comments on Export Prospects
and Economic Growth; India", Economic Journal, June,
1961, pp 446—469.

Cohen, B.I., “The Stagnation of the Indian Exparts, 1951
-61", The Quarterly Journal of Economics, November, 1964,
pp 604-20
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89 .
Halder " 'extending the analysis up to 19446 ocbserves that the
decline 1n the share of India for her important traditional

goods occured when world exports of these commodities has not

Shown declining trend in absolute terms.

The study of Singh70 is an attempt to separate the relative
influence of the external factors (those emanating from
abroad? and internal factors (those operating within India)
i.e., demand and supply factors. He maintains that both
factors have to be considered as each cosaodity faces
different conditions of demand in the world market and supply
in the domestic market. He classifies India’'s export into
three broad groups: 1) commodities for which India is major
e«xporter in the world market. India has to compete with other
e«xporters., This may be represented as an oligopoly markets.
Z) Commodities in which India enjoys an almost monopoly
position in world trade and 3I) Commodities for which India is
only a marginal exporter in the world market. According to
him world demand is relevant only in the case of first two
groups of commodities. It is not relevant for the last group
because for such commodities it is supply rather than demand
that determines exportation. India failed to maintain her
share in almost sluqqish world exports with respect to the
first two groups of commodities. Singh attributes this to
domestic policies like export control, export duties and

inflationary pressures. In the case of jute manufactures he

63 Halder, A., India’'s Expart Pattern Analysis on Patential

Diversification, Minerva Associates, Calcutta, 1976.

70 Singh, Manmahan, India’'s Export Trends and the Prospects

for Self-sustained Growth, Clarendon Press, Oxford, 1944,
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too believes that world demand is a major constraint.

n

Bhagwati and Desai also attribute stacnation in India’s

exports to domestic policies. .i{owever, these studies failed
to notice the probability that an oligopoly market may
sametimes involved “reduction in the market share of the
leading producers" in the face of new marginal entrants.
Moreover, trend analysis can only be suggestive and cannot be
constructed as establishing cauue-effect relationship. The
study of Da Costa’? making use of regression wmethod
demonstrates that world demand severely constrained Indian
exports. He obtains average elasticities of —-0.43 and 0.21
for price and income respectively during the period 1953-62.
Singh further mentions that even now wmanufactures like
engineering were 1nhibited by domestic paolicies like the
pressure of domestic demand and inflation which curtail the
avallable supply for expartation. But he failed to give

ccocnclusive evidence in support of his inference.

The stagnation was followed by moderate expansion during
12640°s albiet a temporary decline during 1965-&6&7 and buoyant

growth in the seventies.

Bhagwati and Desai attribute this improvement in India’'s
exparts in early 1960°'s to a) a majior increase 1in export to

Sovist-block countries, b) export subsidization and c) the

n Bhagwati, J.N. and Desai. P. India—-Planning for
Industrialisation and Trade Policies since 1951, OECD,
Paris, 1970.

I Da Costa, G.C., "Elasticities of Demand for Indian
Exports - An Empirical Investigation”, The Indian
Economic Journal, July — September, 1963, pp 41-54.
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inclusion of Goa‘s foreign trade and increase in the overland
exports to Nepal and parcel post exports. Further, expoHE
subsidies prior to 1946 according to them, “"ultimately became
one of indiscriminate export promotion, with even a perversed
bias towards fixing the subsidy inversely to the competitive
strength of the exportable commodi ty". This wmeans expaort
growth could be achieved only at a relatively higher
opportunity cost. This inference is supported by Btaelinn.
He estimates Domestic Resource Costs (the cost per unit of
foreign exchange earned) for Indian exports and finds that ex-—
post export growth involved high domestic resource cost. He
advocates for a change in the composition of eyvports i.e.,
export basket should consist of commodities with low domestic
readource cost.

™ hold that India‘s falling share in the

Felkar and Sharma
world market could be due to declining share of exports in
domestic production in India. Exportable surplus forams an
effective constraint on export growth. According to theam the
rapid export growth is due to changing structure of Indian
exports evident from the increasing share of non—traditional
items like engineering goods, chemicals and marine products
and the falling share of major traditional items like Jute

manufactures, Tea and cotton textiles in tha total exports.

They suggest that commodities with elastic production and

i Staelin, C.P., "“Indian Export Incentives - A Critical
Review", Indian Economic Journal, October -~ December,
1973, pp 107-123.

7 Kelkar V.L., and Sharma 0.P "Trends and Determinants of

India's Export Performance™ 1961-74, Foreign_ Trade
Review, October — December, 1976, pp 283-311.
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supply not only depends on price but also on the resource
endowment af the country. For Ragnekar‘75 the decline in the
share of traditional exports is due to the absorption of a
rising proportion of output in the domestic economy, and they
seem to have best lost their comparative advantage. On theﬁ
other hand, the increases in the share of non-traditional
goods reflects a growing pace of industrialization and a
positive advantage in the comparative cosi: for these new items
subject to export subsidization. He fails to establish the
basis for saying that comparative advantage is declining for

traditional goods and increasing for non--traditional goods.

The above review of studies in regard to Indian export
promotion since 1950 broadly suggests that in the presence of
stagnant or slowly growing world demand for India’s exports of
traditional goods compiled with the supply bottlenecks
achi1evement of export growth targeted in Indian plans would
depend mostly on non—traditional exports, particularly

engineering exports.

REVIEW OF STUDIES PERTAINING TO INDIA'S ENGINEERING EXPORTS

mn m

The studies of Singhn, Singh and Nanda are mainly

e Ragnekar, S.B., "Is the Indian Export Structure Change®,
in J.C Sandesara (Ed)., Problems of Indian Economic
Development, Bombay University, Bombay, 1970.

74 Singh, R.K., Changing Horizon - A Study of Ffuture
Prospects for Engineering Goods exports, Sindhu
Publications, Bombay, 1970.

Singh, Raunak, “Engineering Exports: a Look Ahead",
Foreign Trade Review, January — March, 1973, pp 359-36&3.
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degscriptive. Singh maintains that Indian engineering expdft
growth could be attributed to the changing composition and
direction of these goods which .35 in tune with the trends in
world engineering exports. In other words, world demand could
be held responsible for the growth of India‘s engineering
exparts. The availability of indigenous raw materials,
creation of capacity for export, quality improvement, etc.,
are identified by him as constraints in realising higher
growth. The study 1s mainly descriptive aimed at identifying
the problems being faced by exporters rather than an indepth
analysis of trade, The study of Singh alsao belongs to the
same category. He also attributes commodity compositiaon,
following world engineering export trends, commodity wise, as
responsible for India’'s export performance. For him India’s
comparative advantage lies 1n labour intensive products. He
does not however, establish this. He specifies raw material
shgrtagemn, technolagy gap and inadequate infrastructure
inhibi1ting engineering expaort growth. Nanda while agreeing
wlith the above two studies on the domestic problems arques
that export incentives need to be given on the basis of
"comparative position of the industry in fareign markets as
also tne cost structure of the exported products". This seems
to suggest that all engineering exports have to be given
incentives as any goods wauld tend to fall in either of the

above criteria.

7 Nanda, H.P., "Engineering Exports - Progress and

Prospects", Foreign Trade Review, January - March, 1973,
pp 364-373.
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Wadhva and Sharma” divide engineering exports into
traditional and non traditional groups based on the time of
their appearance in the export list. The growth in the non
traditional groups has been considerable. This is made
possible, according to them, by the policies of the Government
of India towards industrialisation within the framework of
import substitution and export promation. They find that
industrial recession of 19267, devaluation and later
reintroduction of export incentives on the supply side,
international 1nflation increasing the realised unit value and
the closer of the Suez Canal on the demand side are
responsible for the aobserved growth in engineering exports.
The degree of concentration both commodity and country
declined only marginally. This may cause instability. To
avold i1nstability they suggest that product with high income
and price elasticities should be allowed ta be expaorted and
the 1nelastic goods need to be phased out of exportation. The
study, however, fails to identify such kind of goods.
Moreover, the determinants are only suggestive as their
relative influence has not bceen estimated. They da not
statistically prove the existence of instability. Further,

theoretically, manufactured goods may not exhibit instability.

Wadhva, C.D. and Sharma, 0.P., "Growth Concentration and
Diversification and India‘s Exparts of Engineering goods:
1956-71", Economic and Political Weekly, April 5, 1975,
pp S591-597.
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Nayyarm in his study compares India‘s performance vis—a-—-vis
other developing countries, and finds that India fared better.
He maintains that commodity composition of engineering exports
is diversified with declining importance of simple
manufactures. He identifies bilateral trading agreements,
domestic recession, expart promotion policies of the
Government of India and the closure of the Suez canal in 19467
as causative factors in the growth of these exports. Further,
he finds that the impact of devale " ior is almost negligible.
In the 1970°'s the demand boom in West Asia particularly OPEC
countries, increased supplies of export due to slack doamestic
demand 1n the Indian economy and marked depreciation aof the
Indian rupee Vis-a-Vis the currencies of major importing
countries coupled with continued subsidization contributed
towards achieving higher rate of export growth. PatilBl
agrees with Nayyar that devaluation is not an important factor
for rapid growth in engineering exports. The causative
factors for him are underutilisation of capacity due to
recessionary trends in domestic demand which rather forced the
producers of engineering goods tuv curn towards export sector
to minimize costs, and the closure of the Suez Canal which
reduced freight charges for India to the countries of asia and
some of the african countries. He cautions at the possible
cshortage of raw materials that obstruct exportable surplus,

and advocates for the creation of production capacity ahead of

80 Nayyar, Deepak, India‘s Exports and Export Policies io
the 1960 s, Cambridge University Press, London, 1976. pp
183-192.

1 Patil, R.H., "Exports of Engineering: Praoblems and

Prospects”, RBI Bulletin, October, 1970, pp 1709-1724,
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total demand (domestic plus expart}, such advocacy may be
harmful to the economy in view of scare resources,
particularly foreign exchange. Trehan's study82 is also in
tune with Patil’s to the extent of identifying domestic
recession 1in 1967 and the clasure of Suez canal as helping
factors. For him, the devaluation of Indian rupee in 1966
also contributed to achieve higher expoart growth. This type
of controversy regarding the effect of to estimate its effect.
Even the affect of other factors has not been properly
estimated. Hence, their conclusion may be taken tao be
suggestive.

The study by Frankena83

is path-breaking in the analysis of
engineering export performance in India. He observes that the
growth 1in Indian engineering export ™“can be explained
primarily by changes that occurred in the Indian Economy,
.especially relaxation of material supply constraints on
production, the 1ndustrial recession and changes in export
subsidy schemes and devaluation". From interviews and study
of industry annual report he confirms that the scarcity of
imported inputs and other raw materials hindered production
and expartation till 19265-466. After devaluation the
liberalization of the licensing policy for maintenance isports

helped in relaxing material supply of constraints of

production. But devaluation as it is, according to hia, has

B2 Trehan, Dinesh., "Exports of Engineering 6Boods, Recent
Boam and its Causes”™, Economic and Political Weekly, July
4, 1970, pp 1046-52.

0

Frankena, M. "Marketing Characteristic and Prices of
Exports of Engineering Goods from India“ Oxford Economic
Papers, March 1973, pp 127-132.

82



not made significant impact on exports. This study is an
agreement with other studies that excess capacity due to
1ndustrial recession during 1965-468 helped exports. This
study exclusively concentrates on supply conditions without

considering "changes in export deanand".

Without examining world demand, it is probably to attribute

all export growth to supply factors.

The study by Harinaryanam is important in the estimation of
export determinants of engineering goods from India during
19260-76. Bhagquwati and Srinivasanm in the earlier study have
taken domestic output reflecting the availability of imported
1nputs into production, domestic gross real investment as
proxy for domestic demand and dummy variable for devaluation.

Their estimated equation:

Et = 47.0718 + 0.3619 Q1t + 1.0399Q2t — 0.0707 It
(2.79) (X.48) (4.80) (~4.10)}
+ 26.3309Dt
(2.62)
R? = 0.83 CDw = 1.41 period 1951-52 to 1969-70
Ql1t 1s base 1951-52 and Q2% is base 19460-61
All the coefficients are statistically significant and exhibit
e«xpected signs. When the period is extended upto 1970-71, the

following results emerge:

B Marinarayana, D., India‘s Engineering Exports, Himalaya
Publishing House, New Delhi, 1784,
& Bhagwati, J.N and Srinivasan, T.N., Foreign Trade Regimes

and Economic Development — India, NBER, New York, 1975.
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Et = 45.2690 + 0.34600 Q1t + 1.0.74 Q2¢t — 00,0631 It
(1.37) (2.07) (2.77) (-2.19)
+ 20.0628 Dt
(0.96)

RZ = 0.7076 Dw = 0.8

(]

Dummy variable is not significant same is the case of gross
fixed real investment is used as a proxy for domestic demand.
They establish that the effect of devaluation is weak though
1t may have favourably affected engineering exports. The

drawbacks of this study are:

1) World demand 1s included in the model and hence its

effect on export is not known?!

< the proxy variable used for domestic demand is not
reliable, for devaluation "may have had a favourable
impact on investment". Moreover, variations in domestic
demand may affect investment with a time lag particularly

50 1n the case aof gross fixed investment: and,

3) Low value of DW statistics in the second equation
indicates the presence of serial correlation giving rise

to inconsistent estimates.

From the foregoing review of earlier studies, it may be
inferred that most ot the studies are mainly descriptive and
aggregative, mostly based on trend analysis. Such an analysis

is weak asw 1t is not possible to isolate the relative
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