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"I meant by 'impenetrability® that we've had enough
of that subject, and it would be just as well if you'd menticn
what you mecn o do next, as | suppose you don't mean to stop
here all the rest of your life !

"Thai's a great deal to make one word mean, Alice
said in a thoughiful tona "

"When | make a word do a lot of work like that,*
said Humpty Duivpty, "l always pay it extra,” /2/

By these rules, "Import subsi'ifution;'. should be paid exira since it has been used to
mean many different things; This paper is intended, therefore, fo cla_rify or at leost
specify some of the issues and ambiguities surrounding the discussions of import substitution
in the hope that future efforts can thereby be more efficiently directed, It makes no
pretense at originality, |

fhere is wide agreerﬁenf that import substitution means "the domestic production of
that which would otherwise have been impon‘ed."l But agreement here only pushes
dissention back a step since few will agree on what ", .would otherwise have been
ir;rportcd. ««" As with any game of What Would Have Been, the outcome is often
determired by unspecified assumptions, So this phrose sets the outline of the ambiguitics

surrounding import substitution,

or "an increase in,.,", but that is not an issue here,



A, HISTORY OR POLICY
The most important variable in studies of import substifution is their focus == whether

they describe a long run historical pettern of import substitution (coincidentol with time,

growth, increasing autarky or something) or whether they deal with @ policy by which import
substitution is to be induced,

This distinction is critical in part because of the attention received by Chenery's
attribution of an important place fo import substitution as a cause of economic growth /3/.
It has been too easy to suggest from his evidence that a volicy of import substitution can
couse growth, Much of the persuasive appeal of fhis suggestion could have been avoided

had Chenary spoken of import substitution os "a concomittont" of economic growth or

something else, rather than "a cause” == the srmell of post hoc is awfully strong.

But the issue is more than a logical nicety since the conditions under which imgort
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, he saw as the result of chonging relative factor

endowments, increasing labor skills and the economies of scale that result from expanding
incomes, Import substitution induced by these long run structural changes is o far cry from
the import substitution that may be brought about by a policy of closely licensed imp.orts
under disequilibrium exchenge rates and it is highly improbable that a relative increase in
domestic production under these two very different circumstances would have the same

effect on a country's growth, In short, import subsiitution may always accompany economic

“This is no place to quibble about the historical ‘applicability of cross section results,



- growth, yet o policy that induces import substitution moy have repercussions that stifle
growth, Whatever clse we can learn from extant long run historical or cross section studies,
they ere not going to tell us whether an import substitution policy will encourage economic

"developraent,

B. GROWTH OR AUTARKY

Acceptiﬁg our primary interest in import substitution policies, 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 or (b) to achieve a lesser "dependence on" or "vulnerability to" the
actions of foreigners,

There is liitle question that the primary concern of our study is growth and that
autarky as a social goal may be antithetical to grovﬁh. But though the gospel of autarky
may arise from ideology, its recomrendations will often parallel those of that lorgé body
of pessfmist.s. who see developing countries as facing declining exports (and capital flows)
hence the necessity to reduce dependence on foreigners through import substitution. Both
are autarkic since each, for iis own reason, ignores export expansion and fries, instead,
to reduce M (=X),

An apparently similar if less emotional point rests on the idea of the “essentiality"
of imports ~= that dependence on foreign supplies per se may not be objectionabie, but,
due to weather, war, shipbing sirikes or cycles in advanced nations, the country's export
earnings will fluctuate and == applying Stigler's classic point /11/ to aggregates =~ any

policy that reduces @ country's cbility to change its level of imports in this uncertain



world carries ¢a appreciable cost, In stmplest terms, this cost is measured by the increase
in required international reserves (in an assumed capital-poor country). Note that a policy
of minimizing the essentiality of imports deals with import composition, rather than

level -- a distinction to which we will return, Still it concentrates on dependence and
vulnerability.

Looking more .c!osely at these apparently similer concerns, on interesting conflict
appears. On the one hand, the traditional view that the exporter of prim.ary products foé:es
limited world demand for its exports (with or without declining terms of trade) sces the
country as suffering an import (= export) constraint to its growth, Given fixed imports, then,
growth of domestic income obviously requires 6 reduction in the ratio of imports to domestic
income. So on this basis, more "independence" from forcign trade woﬁld be found through
a reduction of import coefficients,

On the other hand, if a country "replaces
imports" by an import substitution policy == producing finished goods domestically, and
using its imports for goods at progressively "earlier" stages of production == it increases
the proportion of domestic value added that is supported by its imports and thereby reduces
the floxibilﬁy of imports -~ increases the domestic cost, in lost income, of any given
change in imports.3 It is obviously cheaper for a society to cut back $100 worth of
finished rayon shirt imports that support $3 of domestic income and employment than it is
to cut back $100 worth of chemical cellulose that supports a $500 output of rayon shirts and
$400 of domestic incomes and employment, In importing progressively less processed

products, imports will have become more complementary to domestic incore and employment,

SUnless substitutability with domestic production is increased concurrently,
which secrs unlikely,



increasing the social cost of variations, This comes up again loter in a 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 frade is fo be found by increasing the import coefficients so that any
r;ecesscry 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 our aitention simply because too
meny factors are likely to modify the conclusions of this very simplified sort of model, Fist,
s.ysi’emmoﬁc "movement back" in the level of processing of the products imported will not
ncustries ot the same time == it will proceed unevenly beiween indt::siries (os
it must in light of the interrelationships on the supply side), There would, on this count,
be a residual of "non=(or less-)essential® imporis which could be .vcried with little impact
on income and employment.4 This consideration would certainly recommend against
concentrating 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
emphosis /7/ suggest that far the most important aspect of "import substitution" is the

change in the pattern of imaorts and demand. The pattern of imports changes

not :
systemmatically only because imgorts increasingly consist of goods that are less highly

processed, but also because of changes in the pattern of final use == new

4'l'hough this is certainly not the solo criterion on which such decision of
"essentiality" would be made,



products are imported as the old ones are increcsingly domestically produced,
Both of these considerations reduce the threat of inflexibility in the process of
“moving back" in production stages of imporis, But they stress the imoortance of the

composition of imports,

C. AGGREGATE, SECTORAL CR INDUSTRIAL

All this immediately implies somei‘hing about the need for disaggregation,

Autarky (in its ideological as well as unexpandcble~export~market versions) requires a
decline (relative or absolute) in aggregate imports,  lis rationale depends on aggregates
and, as illustrated cbove, autarky stands-up less well in either version when disaggregation
is accepted, (Note, too, that on the export ﬁide, "disaggregation” leads 1o less pessimistic
views of fh::z possibilities of expending cxporis),

But import substitution defined with regard to aggregates == say as ¢ declining share
of import§ in GNP =~ runs info two troubles, First, a decline in the ratio M/GNP cannot
be identified as '.‘imporf substitution" any more than as "export atrophy, * "capital con-
traction™ or "“reserve expansion," In the long run, imports have to equal exports plus
copital 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 "Paiterns, ,." /3/ show that

there is no significant change in aggregated M/GNP despite the very real changes in

similar ratios disaggregated for industries and sectors among the countries studied, |t

Y. ¥
5. His Table & /3, p.634/ shous tho results of tho rogression M = Yo X Iy e
so that ji/Y = Y, Y(Yl - 1)NY:Z. (Yl-l) is -.(13, but Yy has a standard error
of ,059. This is not significantly diffoerant from zero honce it doos not indicate

a systommatic changc in tho proportion of aggregate imports with inecrcasing
income.



in which the data and concepts were ,
would be better to run another study /  entirely comparable between

‘the sectors and aggregatesthis are not), But it is probably not worth it unless we somehow
attribute some significance to the aggregote measure, |

The aggregote ratio of imports to income has not been related to development \ but
ratios of important subgroups have, So the focus of attention on industrialization as the
@E non of development shows that both in cross-section /3/ and in time serics
for selected countries /4/, there is a systemmatic decline in the ratio of imporis to total
supply of specific industries and industrial sectors as industrialization and development
proceed. It is in this sense that Chenery attributes a large part of “the cause" of indusiricl

development to import substitution, But it is important to stress again that increasing ratios

of imports to output for indusirial goods along with a constant ratio for the aggregates

.
-

.

.

tplies vither increasing relaiive imports of some other goods or, more reasonabiy, 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 between industries when they are classified into
consumption, intermediate, and copital goods sectors, Again using Chenery's data, the
importance of a declining ratio of imports to s;Jpply in explaining domestic growth i.s
greatest (77%) for capital goods, somewhat less (66%) for intermediate goods and quite o
bit less for consumption goods (13%), Just what these numbers mean is a question to which

we will return but it would seem that our attention, initially at least, should be directed

toward these lost two measures,



D, FIXED INVESTMENT OR INCREASED INVESTMENT

A good deal of Australian energy was needlessly expended for want of explicit
recognition of this dimension of import substltution, An import substitution policy can
have either of tvo effects (or both): (a) it cen influence the allocation of the country's
fixed quantity of investible resources, favoring investment in those industiies that produce
irmport-competing goods or (b) it can ;hcnge the level of investible resources available
to the country, The difference between these is the complexity of the secondary effects
of the investment that have to be considered, If total investment is fixed and ifs allocation
alone is the question, then income effocts of an investment in an import competing industry
can be ignored, The fixed amount of investment would have increased incomes anywhere
and the fccf'fhair this investment is in an import-compating 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, consu;npﬁon , imports, output) it must be credited with the indirect effects
that derive from higher incomes and employment, "lmport substitution” == as a reduction
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 imports ore sufficiently
large. (Nofte that this is an absolute increase in M but not an ;ncrecse in MY, We!'ll

return to the touchy proportionality question below,)

6This is an oversimplification, of course, It can make a difference if (1) capilcl
productivity is systemmatically diiferent between import substitution investments and other
investments or (2) if there is somerhing ihat changes ihe behavior of saving ouf of income
arising from these two classes of investment, My guess would be that such differences are
unlikely == that where such differences are found they are more attributelbe to sectoral
or product difivsences than to import substitution or non~impori=substitution invesiment.,
| know of no evidence on this, however,


http:return.to

The only suggestion of a direct effect I've found in the literature whereby import
substitution policies influence the level of investment is that proposed by Harry Johnson /6/,
He describes the results of import substitution policies ~= changing the relctive‘ profitability
of importation and domestic manufacture of a product == as one that induces the former |
supplier to set up a branch within the couniry rather than give up the market, This, of
course, is what has happend == in another context == with American firms in face of the
common market, The investment is a net addition to capifal inflow induced by the policy
of import substifutfon. But if this is, in fact, a typical result of import substitution
policies =~ that they bring with them foreign ownership and control =~ then a number of
additional questions are raised that revo!ve. around the cificiency, motivation, competiveness
and approprictencss of techniques of production by these firms, If import substitution policies
lead to the growth of foreign ownership in the indusirial 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 copital for those projects that represented import
substitution, Although | know of no such bios in AID, the World Bank or whatever, it,
like the case abovq , would complicate the study of import sixbsﬁtution since it would no
longer be an issue of investment allocation alone,

The proposals by Power /10/ and Bruton /1/ should be mentioned here since
both of them, too, involve a fecedback on investment levels, But ihey dificr from the
above in two important respects: (1) the feedback is dynamic ~= today's actions cff;ct

future levels of investment rather thon present levels as above ~- and (2) though they may --
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even universally == be encorporated in particular import substitution policies, they are
logically separable from import substitution as such,

Power's is a model of "capital cmbodied demand" == a development of the fact
that a pattern of future demand may be ordained by the composition of the capital stock,
If there is lit.Hc substitution in uze beiween capital and consumption goods, the allocation
of current investment will constrain the future division of income between consumption
and saving and therefore, ceterls 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 -;.acrﬁcu!ar in an import substifution policy that
increases the risk of embodying the wrong future pattern of demand ("wrong" in thet it's
iiiconsistent with pianned consumption and saving). But even if it could be shown that
policies of import substitution magnify these risks of embodying in‘oppropriafe future demand
paiterns, it would scem preferable o deal with capital embodied demand as a generol
aspect of plan consistency, not only as it appears in the restricted segment of the plan.
thot is import oriented, For this reason =~ and because it seems to be a very fruitful
direction for study ~- | will deal with capital embodied investment paiterns in a separate
poper,

Bruton's suggestion /1/ starts from a very different base, but evolves in similar
ways, The altocuﬁon of investment may ignore the import content of the products that
that investment is to prodz;ce. Then the possibility arises of a marginal import content of
the product of investment that s greater than the marginal increase in available imports

(net increase in exports, aid ct al plus inport substitution), The result is unemployment
ports, ) P P pioy
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of capital because of the import constraint, Then the lower income results in lower saving
on the income:side while the unavailability of imported intermediate goods lowers the
profitability of investment on the expenditures side,
Again, it might be that this tendency to overcommit the increment in imports -
necessary to utilize new investment is somehow Jinheront in~° new investments are .in
evident,
import substitution industries, though it's not seif=/  If not, this possibility is not, per
se, pertinent fo import substitution, but it is possible onr the w'may be found in an
import substitution policy == in investment in those products which, th_ough they may have
high import content themselves, reduce the demand.for import by other industries more than
they directly increase the demand for imports == the net effect being a reduction in
required imports, This investment criterion might well be developed further as a guide
io planning,
Finally, the proposed William; study has suggested that investment iﬁ import
substitution industries can feed back on future investment in yet another way,
In sequence: | |
(a) protection of maﬁufactured goods leads to import substituting investment
in finished goods which then require imported interinediaté goods for
their production so |
(b) this shift in imports from finished to intermediate goods increases the
“essentiality" of imports by increasing their con;plementcrity with domestic
income and employment so that
(¢) in response to this increased essentiaiity the government makes imports

of intermediate goods available to domestic manufacturers at favored
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terms == through differential tariff, casier licensing, or whatever,
relative to the finished goods. This means that |
(d) import substitution investment in these intermediate goods is systemmuhcclly
discouraged both by a level of pro"ecnon that is absolutely lower than that
afforded finished geods, and by the additional protection to consumer goods
implicit in favored prices for their inputs, |
So the quantity of investment allocated to "import substitution® industries may be initially
high but, due fo the unfortunate response to the increcsc;.d “essentiality" of imports after
step (a), its compostition is distorted and iraport 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 fo. Imports have been compared
(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 oppropriate to a p;:rticular question, but the behavior of any two may not |

be similar,

F. WHAT WOULD HAVE BEEN

Once cgain the distinction between descriptive-historical and policy studies of
import substitution is in‘.po‘rtonl-. In a historical study like Chenery's, the definition of import
substitution is pure tautology -- since there is no conventional meaning attached to it,

whatever he chooses to call by that name is import substilution, But in a policy study, a
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good deal more is involved because, in defining something as import substitution, we imply
What Would Have Happened in the absence of such a policy. So tnere is no basis for
arguing with the tautology of a historical study and its de'ﬁnition of import substitution

at the same time that there may be room for rec;ll disagreement on appropriate assumptions
of what would have happened in the cbsence of any policy of impert substitution,
(Tinbergen's “forecast step” in planning /12/).

The simplest assumption that can be made is that without a policy of import
substitution there would have been no change in the cbsolute quantity of imports (the level
of disaggre, tion having been previously specified), Then import substitution is measured
in absolute terms as a decline in the quantity of imporis. The only niggling question thet
remains (here ond elsewhere) is whef.her "quantity" is in value or real physical terms,
Only one author I've found has used this definition and, to no one's surprise, he found
that there has been virtually no import substitution over thé 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 & vis one of those denominators specified above), Then
import substitution has occurred when there is a decline in the proportion represente;i 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 no faulting Chenery,'_sl
tautology but there may be a basis for disagreement with Lewis ond éoligo if propoﬁior;ﬁlffy
does not oppropriately describe what would have happened in the obsense of an import

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

(1) this definition implies that in the.cbsence of an Import substitution policy
there would have been. a proporiional increase in imports and domestic
supply == neither more nor less == and this seems quite unreasonable, This
measure will, what's more, tend o overstate the degree of import substitution
in industry achieved by any policy if the f'orces described by Chenery are
operative, This Qbiection would be softened if it were likely that people
could simultancously iuggl; two separate meanings of "import substitution" ==
one a taufc;!ogical measurement and the other a description of the results
of a policy, (Perhops Chenery's cross section coefficients would make a
better base for determining What Would Have Hoppened),

(2) this definition takes the study of import substitution out of its context as an
aspect of investment allocation, i is virtually impossible to talk meaningfully

about what the inducement of investment into import substitution should

have been to cttain the growth goals,
These correspond to Tinbergen®s /12/ simple but hclpﬁlll distinction between (a) the forecast
under the assumption of unchanged policics that is compared to (b) desired (planned) goal
so that (c) the difference can be reconciled by active policy, (1) above is (a) while
(2) is (c), the quantities i;mvolved in reaching the plcm by this policy =~ What Should

Have Happened,
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To illusirate, consider C'hen.er);'s estimcte of the amount of sectoral growth "coused
by" import substitution as a change in the ratio of imports to total supply, They were 77%
for capital goods, 66% for intermediate goods and 13% for consumer goods /3/.

It would be tempting to suggest that this should lead import substitution pohcaes to
stress the more basic == capital and intermediafe goods -- industries, But however |
desirable such @ policy may be, Chenery's evidence says nothing of the sort since measures
depending on proportionality of cutput don't say cny‘rhmg about how much relative investment
" was allocated where, That the typical underdeveloped country has too little capital formation
for sustained growth means that consumption is relctiv‘ely large; that production methods are
unsophisticated so that intermediaie goods”cre 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 oé these goods.,
For consumer goods the opposite is true == a large obsolute increase in domestic production
could represent a small relative increase, |If growth is the objective, proportionality would
seem fo say very little about the effectiveness of investment allocation,

Proportionality falls short of adequately measuring import substitution but | don't
know what to suggest as an alternetive. Khan's use of e#penditure elasticities of demand
as the basis for measuring import substitution /8/ seems unsatisfactory for the reasons implied
above in discussing the whole business of capital embodied demand -~ 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 way to measure import substitution

in intcrmediate or capital goods industries using the Khan definition.7

7
This is not entirely cceurate since capital coefficients would provicde
an unalogous technique for these industries.



16

Even ignoring this very real problem, because aggregate consumption con be
assuraed to be under constraint =~ total (planned) saving is higher than it would be voluntarily
at cny‘given income level, Under this disequilibrium, expenditure elasticities == the pattern
of demand thot would follow from increasing inc;-omes under conditions of free choice == are
- Questionably applicable,

There will undoubtedly be no perfect measure of import substitution for all purposes,
but it should be an aini of this study to scttle on a measure that avoids the worst failings
of the traditional measures, For the time being, | would suggest that we consider both
changing proportions of goods imported (by industry ¢nd by level of production) and
investment in import competing capacity rélative to total invesiment in order to keep the
study and cnalysis in the context of the basic invesiment allocation question,

These fssues Jf pedanity have to be agreed upen in @ bioad sense o sct the limits
to the study, Right answers are not going to emerge but we can (1) establish a mutually

consistent vocabulary and (2) be aware of dimensions that can be varied in the context

of different questions,
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