Notes and Comments

-

Notes on the Concept of Import Substitution

by
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“I meant by ‘impenetrability’ that we’ve had enough of that subject, and
it would be just as well if youw’d mention what You mean to do next, as I
Suppose you don’t mean to stop here all the rest of your life.”

“That’s a great dea] to make one word mean”, Alice said in a thoughtful
tone.” .

“When I make a word do a lot of work like that™, said Humpty Dumpty,
“I always pay it extra,” [2] : :

sion that have appeared in import substitution studies and policies, distinctions
will be drawn sometimes too sharply where this is useful, even at the risk of over-
simplifying a complicated problem. Finally, it should be clear from the outset that
the paper makes no pretence at major originality.

There is wide agreement that import substitution means “the domestic pro-.
duction of that which would otherwise have been imported” . But agreement here
only pushes dissention back a step since few will agree on what ... would other-
wise have been imported...” As with any game of What Would Have Been, the
outcome is often determined by unspecified assumptions. So this phrase sets the
outline of the ambiguities surrounding import substitution,

A. History or Strategy

i$ to be induced.

This distinction is critica] in part because of the attention received by Che-
nery’s attribution of an important place to import substitution as a cause of econo-
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Yor “‘an increase in...”, but that js not an issue here.
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mic growth [3]2. It has been too easy to suggest from his evidence that a strategy
of import substitution can cause growth. Much of the persuasive appeal of this
suggestion might have been avoided had Chenery spoken of import substitution
as “a concomitant” of economic growth or something else, rather than “a cause”
—the smell of post hoc is awfully strong.

But the issue is more than a logical nicety since the conditions under which
import substitution occurs are very different in the two cases. Chenery’s study
referred to import substitution as a change in the pattern of a country’s imports
brought about by changes in comparative advantage. These, in turn, were the result
of changing relative factor endowments, increasing labour skills and the economies
of scale that result from expanding incomes. Import substitution induced by these
long run structural changes is a far cry from the import substitution that may be
brought about by a policy of closely licensed imports under disequilibrium ex-
changerates and it is highly improbable that a relative increase in domestic produc-
tion under these two very different circumstances would have the same effectona
country’s growth3. In short, import substitution may always accompany econo-
mic growth, yet a policy that tries to force import substitution may have reper-
cussions that stifle growth. Whatever else we can learn from extant long run histo-
rical or cross seotion studies, they are nof going to tell us whether an import subs-
titution strategy will encourage economic development.

B. Growth or Autarky .

Accepting that our primary interest is in import substitution policies, rather
than history, the next question is the purpose of an import substitution policy.
Imports can be reduced relative to domestic production (or relative to What
Would Have Been) in order a) to achieve a higher rate of growth of income ox
b) to achieve a lesser “‘dependence on” or “yulnerability to” the uncontrollable
actions of foreigners.

There is little question that our primary concernris economic growth and that
autarky as a social goal may be antithetical to growth. But though the gospel of
autarky itself may arise from political ideology, its recommendations will often
parallel those of that large body of purely economic pessimists who see developing
countries as facing declining export earnings (and capital flows) hence the
necessity to reduce dependence on foreigners through import substitution. Both

are autarkic since each, for its own reason, ignores export expansion and tries, -

instead, to reduce imports.

An apparently similarifless emotional kind of autarky rests on theidea of the :

“essentiality”” of imports—that dependence on foreign supplies per se may not

2 This is no place to qﬁ«ibbie about the historical applicability of cross section results.
.- - 3Infantindustry arguments blur this useful distinction, To the extent that they are relevant

(and specific baby industries can be identified), and import substitution policy may, itself, induce.

changes in comparative advantage by inducing scale-and time-;qqnomics. But other policies may
-do this more efficiently [11]. T
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be objectionable, but, due to weather, war, shipping strikes or business cycles in
advanced nations, the country’s export earnings will fluctuate uncertainly and—
applying Stigler’s classic point [13] to aggregates4—any policy that reduces a
country’s ability to change its level of imports in this uncertain world carries an
appreciable cost. In simplest terms, this cost is measured by the increase in
required international reserves (in an assumed capital-poor country).

Looking more closely at these apparently similar concerns, an interesting
conflict appears. On the one hand, the traditional view that the exporter of primary
products faces limited world demand for its exports (with or without declining
terms of trade) sees the country as suffering an import (= export) constraint to
its growth. Given inadequate growth of imports then adequate growth of domestic
income obviously requires a reduction in the ratio of imports to domestic income.
So on this basis, the desirable direction of more “independence” from foreign
trade lies in a reduction of import coeffici¢nts.

On the other hand, if a country “replaces imports” by the usual type of im-
port substitution policy—producing finished goods domestically, and using its im-
portsto bring in goods at progressively “‘earlier” stages of production—it increases
the proportion of domestic value added that is supported by its imports and there-
by reduces the flexibility of imports, i.e., it increases the domestic cost, in lost
income, of any given reduction of imports>. It is obviously cheaper for a society
to cut back $100worth of finished rayon shirt imports that support $3 of domestic
income and retail employment than it is to cut back $100 worth of chemical
cellulose that supports a § 500 output of rayon shirts and $ 400 of domestic income
‘and employment. In importing progressively less processed products, imports
will have become more complementary to domestic income and employment,
increasing the social cost of variations. This comes up again laterina critical way.

So the static or smooth equilibrium path argument discourages a country’s
dependence on imports per se, calling for lower import coefficients, while the
emphasis on flexibility stresses a country’s vulnerability to fluctuations in foreign
demand, hence its “independence” from trade is to be found by increasing the
import coefficients so that any necessary change in imports is less magnified in its
impact on domestic income and employment.

Barring evidence to the contrary, however, the contradiction between these
concepts of “independence” would not seem to require too much concern simply

4 Which is, that lowest absolute cost output may be attained with a plant that is incapable
of achieving these low costs over a wide range of operating levels. A-different plant design might
give somewhat higher minimum costs. but maintain these over a usefully wider range of outputs.

*5 Unless substitutability with domestic production is increased concurrently, which seems
mostunhkely.»
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because too many factors are likely to modify the conclusions of this very simplified
sort of model. First, systemati¢ “movement back’ in the level of processing of the
products imported will not effect all industries at the same time—it will proceed
unevenly between industries (as it must in light of the interrelationships on the
supply side). There would, on this count, be a residual of “non-(or less-)essential”’
imports of finished goods which could be varied with little impact on income and

employment6. This consideration would certainly recommend against concen-

trating all imports in intermediate goods, but it wouldn’t recommend against any
or even most imports being made up of intermediate goods.

Second and more realistically, both Chenery’s evidence[3] and Kindleberger’s

theoretical emphasis [7]suggest that by far the most important aspect of “import.
substitution” is the change in the pattern of imports and demand. The pattern of;
imports changes systematically not oply because imports increasingly consist of
goods that are less highly processed, but also because of changesin the pattern of

final use—néw products are imported as the old ones are increasingly domesti-
i cally produced. ’

Both of these considerations reduce the threat of inflexibility
of “movi_ng back” in production stages of imports.
of the composition of imports,

in the proccss;
But they stress the importance

C. Aggregate, Sectoral or Industrial '

All this immediately implies something ébout the need for disaggregatio,n',
Autarky (in its ideological as well as ‘unexpandable-export

-market versions) re-
quires a decline (relative or absolute) in aggregate imports.

Its rationale depends
onaggregates and, asillustrated above, autarky stands up less wellin either version
when disaggregation is accepted. (Note, too, that on the export side, “disaggrega-
tion” leads to less pessimistic views of the possibilities of expanding exports.)

~ Butimport substitution defined with regard to aggregates—say as a declining
share of imports in GNP—runs jnto two troubles. First, a decline in the ratio

M/GNP cannot be identified as “import substitution” any more than as “export

atrophy”, “capital contraction” or “reserve expansion”. In the long run, imports

have to equal exports plus capital inflows—changes in aggregate imports can have
too many causes. Second, there seems to be little correlation between relative

aggregate imports and economic growth. Though he didn’t report it as such, the

results in Chenery’s “Patterns...” [3] show that there is no significant change in
- aggregated M

/GNP despite the very real changes in similar ratios disaggregated

6 Though this is certainly not the sole criterion on which such decision of “essentiality”
would be made.
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for.industries and sectors among the countries studied”. It would be better to
run another study in which the data and concepts were entirely comparable bet-
ween the sectors and aggregates (his are not). But it is probably not worth it
unless we somehow attribute some significance to the aggregate measure of im-
ports and national income. However, if the aggregate ratios of imports to income
appear not to have been related to development, ratios of important subgroups
have. So the focus of attention on industrialization as the sine qua non of develop-
ment shows that both in cross-section [3] and in time series for selected countries
[4), there is a systematic decline in the ratio of imports to tota] supply of specific
industries and industrial sectors as industrialization and development proceed.
In this sense Chenery attributes a large part of “the cause” of industrial develop-
ment to import substitution. But it is important to stress again that decreasing ;
ratios of imports to output for industrial goods along with a constant ratio for
the aggregates implies either increasing relative imports of some other goods or,
more reasonably, the importation of new goods. '

The other dimension of disaggregation is also pertinent to a description of
past or “natural” import substitution as well as to policies of import substitution.
This refers to the differential impact of import substitution among industries when
they.are classified by use into consumption, intermediate, and capital goods
sectors. Again using Chenery’s data, the importance of a declining ratio of
imports to supply in explaining domestic growth is greatest (77 per cent) for
capital goods, somewhat less (66 per cent) for intermediate goods and quite a
bit less for consumption goods (13 per cent). Just what these numbers mean is a
question to which we will return but it would seem that our attention should
be directed toward disaggregated measures of import substitution.

D. Fixed Investment or Increased Investment

A good dea] of Australian energy in the late 1950’s was needlessly expended
for want of explicit recognition that an import substitution policy can have either
of two effects (or both): a) it can influence the allocation of the country’s fixed
quantity of investible resources, favouring investment in those industries that pro-
duce import-competing goods or b) it can change the level of investible resources
available to the country. The difference between these two bases of analysis is the
complexity of the secondary effects of the investment that have to be considered.
If total investment is fixed and its allocation alone is the question (as in the usual

7 His Table 43, p. 634] shows the results of the regression M = To YYIN sto that M/Y*
-, Y(Y —1 )N(Y —al )where Y* is National Income and Y is per capita income. (Y — 1)

is — 013 but Y has a standard error of .069. This is not significantly different from zero hence

it does not mdxcate a systematic change in the proportion of aggregate imports with increasing
income.



112 The Pakistan Development Review

case of a savings constraint on investment), then the income effects of an invest-
mentin an import competing industry can be ignored. The fixed amount of invest-
ment would have increased incomes anywhere and the fact that this investment is
in an import competing industry makes no difference®. But if the investment in
an import competing industry is net new investment that would otherwise not have
taken place, then in addition to the direct effects of that investment (on saving,
consumption, imports, output) it must be credited with the indirect effects that
derive from higher incomes and employment. “Import substitution”—as a reduc-
tion of imports that results from such an investment—may then be negative if the
direct import content of the product of investment plus the income-induced im-
ports are sufficiently large. (Note that this is an absolute increase in M but not an
increase in M/Y. We will return to the touchy proportionality question below.)

The most interesting suggestion of a direct effect whereby import substitu-
tion policies influence the aggregate level of investment is by Harry J ohnson’s [6].
He describes the results of import substitution policies—changing the relative
profitability of importation and domestic manufacture of a product-—as one that
induces the former supplier to set up a branch within the country rather than give
up the market. This, of course, is what has happened—in another context—with
American firms in face of the European Common Market. This investment is a net
addition to capital inflow induced by the policy of import substitution. But if this
is, in fact, a typical result of import substitution policies in developing cour-
tries—that they bring with them foreign ownership and.control—then a number
of additional questions are raised that revolve around the efficiency, motiva-
tion, competitiveness, and appropriateness of techniques of production by these
firms. If import substitution policies lead to the growth of foreign ownership
in the industrial sector this fact might recommend a very different direction of
study.

Another case of feedback from import substitution policy to the level of
investment resources available for growth would be found if aid agencies were to
try crudely to encourage such policies with more or easier capital for those projects
that represented import substitution. Al}hough I know of no such bias in AID,
the World Bank or other lenders, it, like the case above, would complicate the
study of import substitution since it would no longer deal with questions of invest-
ment allocation alone.

Power’s proposal [10] should be mentioned here since it, too, involves feed-
back oninvestment levels. But it differs from the above in two important respects:

8 This is an oversimplification, of course. It can make a difference if 1) capital productivity
is systematically different between import substitution investments and other investments or 2)
if there is something that changes the behaviour of saving out of income arising from these two
classes of investment. My guess would be thatsuch differences are unlikely thatwhere such differ-
ences are found they are more attributable to sectoral or product differences than to import subs-
titution or non-import-substitution investment. I know of no evidence on this, however.
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I) the feedback is dynamic—today’s actions affect future levels of investment
rather than present levels as above—and 2) though they may— even universally
—be incorporated in particular import substitution policies, they are loglcally
separable from import substltutlon as such.

’

Power’s is a Mahalanobis-type model—a development of the fact that a
pattern of future demand may be ordained by the composition of the capital stock.
If there is little substitution in use between capital and consumption goods, the
allocation of current investment will constrain the future division of income
between consumption and saving and therefore, ceteris paribus, the future rate of
investment and growth.

To be pertinent to the study of import substitution, however, it must be shown
that there is something particular in an import substitution policy that increases
the risk of over-absorption of consumption goods (“‘over”, in that it’s inconsistent
with planned consumption and saving). But even if it could be shown that policies
of import substitution magnify these risks of embodying inappropriate future
demand patterns, it would seem preferable to deal with capital embodied demand
as a general aspect of plan consistency, not only as it appears in the restricted
segment of the plan that is import oriented. For this reason—and because it
seemed to be a very fruitful direction for study—1I have dealt with capital embodied
investment patterns in a separate paper [15].

. Finally, recent directions of research have suggested that investment inimport
substitution industries can feed back on future investment in yet another way
[11 12}

In sequence:

a) protection of manufactured goods leads to import substituting investment
in finished goods which then require imported intermediate goods for
- their production so

b) this shift in imports from finished to intermediate goods increases the
“essentiality” of imports by increasing their complementarity with domes-
tic income and employment so that

¢) in response to this increased essentiality the government makes imports
of intermediate goods available to domestic manufacturers at favoured
terms—through differential tariff, easier licensing, or whatever, relative
to the finished goods. This means that

d) import substitution investment in these intermediate goods is systema-
tically discouraged both by a level of protection that is absolutely lower
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“than .that afforded finished goods, and by the additional protection to
consumer—goods implicit in favoured- prices for their inputs;

So the quant1ty of i 1nvestment allocated to “import substitution” 1ndustries may
be initially high but, due to the unfortunate responséto theincreased “essentiality”
of imports after step a), its composition is distorted and import substitution
must stop when opportunities for investment in finished goods are exhausted.

E. What Denominator?

With few exceptions, import substitution is measured in relative terms so it is
important to be in agreement about what it’s relative to. Imports have been com-
pared 1) to total supply, 2) to income, 3) to domestic expenditure on goods but
not on services, 4) to total consumption expenditure, and 5) to domestic value
added. Almost any one of these may be appropriate to a particular question, but
the behaviour of any two may not be similar.

F. What Would Have Been

Once again the distinction between descriptive-historical and policy studies
of import substitution is important. In a historical study like Chenery’s, the defini-
tion of import substitution is pure tautology—since there is no conventional mean-
ing attached to it, whatever he choosés to call by that name is import substitution.
But in a policy study, a good deal more is involved because, in defining something
as import substitution, we imply What Would Have Happened in the absence of
such a strategy. So there is no basis for arguing with the tautology ofa historical
study and its definition of import substitution at the same time that there may be
room for real disagreement on appropriate assumptions of what would have
happened in the absence of any policy of import substitution. (Tinbergen’s “fore-
cast step” in planning [14].)

The simplest assumption that can be made is that without a policy of import
substitution there would have been no change in the absolute quantity of imports
(the level of disaggregation having been previously specified). Then import substi-
tution is measured in absolute terms as a decline in the quantity of imports9.
Only one author I have found has used this definition and, to no one’s surprise,
he found that there has been virtually no import substitution over thc course of
the growth of the Australian economy [5].

Accepting the need for a relative measure of imports in describing import
substitution, the most common of these is that import substitution occurs if there
is a departure from proportionality (vis a vis one of those denominators specified

? The only niggling question that remains (here and clscwheic) is whether ““‘quantity” is in
value or real physical terms. . .
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above). Then import substitution has occurred when there is a decline in the pro-
portion represented by imports—an increase in domestic production. This is the
measure used by Chenery and by Lewis and Soligo [9). It should be stressed that
there can be nofaulting Chenery’s tautology but there may be a basis for disagree-
ment with Lewis and Soligo if proportionality does not appropriately describe
what would have happened in the absence of an import substitution policy.

There are two difficulties with measuring (and defining) import substitution
as a change in the proportion of imports to total supply of a commodity (to specify
a denominator arbitrarily): ‘

1) This definition implies that in the absence of an import substitution policy
there would have been a proportional increase in imports and domestic
supply-—neither more nor less—and this seems quite unreasonable. This
measure will, what’s more, tend to overstate the degree of import substi-
tution in industry achieved by any policy if the forces described by Che-
nery are operative. This objection would be softened if it were likely that
people could simultaneously juggle two separate meanings of “‘import
substitution”—one a tautological measurement and the other a descrip-
tion of the results of a policy. (Perhaps Chenery’s cross section coefficients
would make a better base for determining What Would Have Happened.)

2) This definition takes the study of import substitution out of its context as
an aspect of investment allocation. It is virtually impossible to talk
meaningfully about what the inducement of investment into import
substitution should have been to attain the growth goals. ‘

These correspond to Tinbergen’s [14] simple but helpful distinction in the
planning process between a) a forecast under the assumption of unchanged
policies that is compared to ) desired (planned) goal so that c) the difference
can be reconciled by active policy. I) above is a) while 2) is ¢), the quantities
involved in reaching the plan by this policy—What Should Have Happened. -

To illustrate, consider Chenery’s estimate of the amount of sectoral growth
“caused by” import substitution as a change in the ratio of imports to total supply.
They were 77 per cent for capital goods, 66 per cent for intermediate goods and
13 per cent for consumer goods [3]-

It would be tempting to suggest that this should lead import substitution poli-
cies to stress the more basic—capital and intermediate goods—industries. But
however desirable such a policy may be, Chenery’s evidence says nothing of the
sort since measures depending on proportionality of output donot say anything
about how much relative investment was allocated where. That the typical under-
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developed country has too little capital formation for sustained growth means
that consumption is relatively large; that production methods are unsophisticated
so.that intermediate goods are relatively less important and a very small absolute
change in the size of domestic capital goods and intermediate industries could
easily account for the very large relative changes in the domestic production of
these goods. For consumer goods the opposite is true—a large absolute increase
in domestic production could represent a small relative increase. If growth is the
objective, proportionality would seem to say very little about the effectiveness
of investment allocation.

Proportionality falls short ofadequately measuringimport substitution but it
is impossible to know what to suggest as an alternative. Khan’s use of expenditure
elasticities of demand as the basis for measuring import substitution [8] seems
unsatisfactory for the reasons implied above in discussing a Mahalanobis-type
model—that it then becomes an issue, not of investment in import substitution
per se but of investment import substitution in consumption goods. This goes so
far that there is no simplé way to measure import substitution in intermediate or
capital goods industries using the K‘l'ivan’ definition19, o

Even ignoring this very real problem, because aggregate consumption can be
assumed to be under constraint in a developing country, total (planned) savingis
higher than it would be voluntarily at any given income level. In this disequili-
brium, expenditure elasticities—the pattern of demand that would follow from
increasing incomes under conditions of free choice—are questionably applicable.

1. |
As is so often the case, there is no all-purpose measure of the effects of

import substitution policies and it can only be hoped, since measure we must,
that each alternative is used with recognition of its potential pitfalls.
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