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IMPORT SUBSTITUTION AND ECONOMIC POLICY:
A SECOND REVIEW!

Economic development requires diversification of
production. This should mean both a progressive replacement
of particular imports by domestic production and the addition
of new exports. Protection can help this process, if used care-
fully, or can tie it up in knots if done badly. It is almost
certain to be done badly if import substitution bescomes elevated
to the status of a goal in its own right, as if substitution
itself were the key to development. It is more likely to give
constructive results if it is oriented to stimulate experiment
and to diversify the economy through selection of the particular
new lines of production best suited to the country, at a pace
the country is able to digest,

When the Williams College research studies on import
substitution began, seven years sgo, the majority of the
developing countries using aggressive policles of substitution
were doing so in decidedly non-selective and poorly controlled
ways. In some cases, this may have meant littls more than that

economiz policy was dominated by businessmen eager to get

1. This review rafers chiefly to research on import substituticn
carried out at %illiams College with AID support from July 1969
through June 1972, For a survey of research results in the
praceding four years, see Henry Bruton (1970).



protection from import competition., Bu¢ in many countries it
was also a key part of the understanding of development strategy
by both academic economists and government officlials. Arthur
Lewis (1955) and Ragnar Nurkse (1955) were perhaps the leading
economists who shaped everyone's thinking in the 1950's toward
a focus on diversificution for the home market as a way to get
out of excessive dependerce on production of raw materials for
export. Raul Prebisch and the Economic Commission for Latin
America were highly influential in encouraging many countries
in that region in the same direction (1950, 1959). But there
were few developing countries in any region which did not go
in this direction, and few at that time who did so with any
great evidence of selectivity,

In the course of the 1960's, growing evidence of diffi-
cultlies associated with stress on lmport substitution and real
changes in the opportunities open to countries reaching the
stage of semi-industrialization led to increased concern for
quegtions of costs and alternatives., Such concern for efficiency
should open the way for more successful development policles,
with fewer adverse side effects. But allocative efficiency is
only part of the question. It must be reconciled with, or joined
to, efforts to stimulate experiment and to apply ccntinuous
pressure for improvement of productivity. The present paper
attempts to bring issues of allocative elficlency and of stimulus
fo structural change into clearer relations to sach othker,

Part I of this paper 1s concerned with examination of
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the ways in which lmport substitution may conflict with, or be
zulded by, considerations of international speéialization and
efficiency, Part II reviews issues of employment, wages, pro-
ductivity and capi“al utilization. Part I1X considers questions
of domestlc incom. da.istribution and their relationships to

alternative methods of import substitution.

I, EFFICIENCY AND DIVERSIFICATION

It has always been downright awkward to reconcile the
classic vision of efficiancy through international apecializa-
tion with policlies intended to promote import substitution.

The ideal of specialization seems on the face of it to rule out
the diversification that is an essential characteristic of every
modorn econocmy. It is hardly surprising that many policy makers/
in developing countries simply swent the notion of spegiali:ation
out of the way as a misconception, if not a deliberate fraud
meant to keep the developing countries in a depencent position.,
They were gurely right to reject any passive course of continued
speclalization on primary production; development dces require
diversification. But diversification can be done well or badly.
To shut off imports and start domestic production without good
principles of selection, as so many Latin American countries did
in the 1950°s, leads to tangled-up structures of production and
continued dependencae on external sonditions, o change without

direction (Macario, 1964; Felix, 1968; Baer, 1972).
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In the best of all possible worlds, cohsrent selection
of new lines of production could be left up to choices of
individual producers without any protection at all. If the
domestic price level were in close contact with external prices,
then new opportunities to undersell imports would gradually emerge
as knowledge and capital accumulated., But most developing coun-
tries find it extremely difficult to meintain competitive price
levels or an accurate structure of velative prices. In practice,
if neither protection nor subslidies were offered to new producers,
there would be little diversification forthcoming. The trlck is
to offer protection or subsidies in ways that will stimulate
activity in the particular directions most appropriate for the

country's goals,

A. Efficient diversification

Argunents for diversification through import substitution
got off to a bad start in the postwar years because they leaned
g0 heavily on the belief that export earnings were externally
determined. Nurkse and Prebisch in particular created con=-
vincing projections of a world in which increasing domestic
incomes would have to be based on production for the home market.
Given the assumption of restricted export markets, rising incomes
would require a reduction in the ratio of imports to total supply.
Consistent with this vision, economic planning in the 1950°'s

invariably involved a separation between a passive projection
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of export trends and an active program for expansion of domestic
industries intended to match the pattern of increases in demand,
There was little or no attempt to consider relative costs of
different lines of production because the basic premise was that
it would be necessary to produce practically everything needed
to meet domestic demand,

In a sense, the arguments about static export markets
and deteriorating terms of trade may be seen as an attempt o
get around the principle of comparative advantage and inter-
national speciaiization; the principle was not so much refuted
as declared to te inapplicable becauss of inelastic demand for
primary exports, This is, of course, no anawer at all, If
demand conditions were in fact impossible for the primary exports
of a particular country, then the principle of comparative ad-
vantage would say tc plck out the best non-primary lines of
production appropriate for that country and concentrate on them,
It would still be a criterion of selection, calling for import
substitution, and then exports, of the one or few lines of pro-
duction best suited to the country., But is that the right answer
for development policy? 1Is there anything misleading about the
idea of comparative advantage itself?

Hollis Chenery was one of the first to face directly
the issue of comparative advantage yversus development (1961),
He applied linear programming techniques to bring out the
conclusion that interactions among activities require a joint

solution of the set most efficient for a given country, The
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argument supported a planned approach to developuent rather
than reliance on market forces but it did not in any way contra-
dict the idea of selection. On the contrary, it called for the
use of comparative advantage as a principle of planning: for
concentration on the optimal set of activities and use of impcerts
to supply those goods for which the opportunity cost of domestic
production exceeds that of producing the exports to pay for them,

Chenery's theoretical system seemed to imply the need for
a new programming solution every time that any input coefficients
changed. This would mean shifting the activitles included in
the cptimal group rather than any necessary expansion of the
get itself. But his empirical studies of growth patterns sug-
gested instead that all countries follow norms of diversified
industrialirzation appropriate for their size and natural resource
endowments, without any great differences among them in the
sequence of addition of new activitlies (Ckencvy, 19603 Chenery
and Taylor, 1968). The question of cholce and efficlency dropped
out of sight, What waus missing was any clear concept of how
chanzes in costs over time could be related to current decisions
on when to add ¢z to delay a specific new activity. Henry Bruton
added just this kind of cost criterlon in one of his earlier
williams studies and has gone on to develop 1t further since
(RM-13 and 1967; supplementary note to RM-28),

Bruton's analysis constitutes a dynémic version of
comparative advantage focused on ratea of change in produét-

ivity. The principle of selection is a balance betweon initial
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relative costs and projected rates of productivity improvement,
If an activity has an initial cost disadvantage, this still
means that protestion to support it will reduce current natlional
income. But if the activity has a2 high rate of productivity
growth, it may then raise the economy's overall growth rate
sufficiently to compensate for the initial loss; the growth

rate could become and remain higher than it would have been in
the absence of initial protection,

The original explanation of this princirle used a
relatively simple criterion: choose and protect those activities
for which above-average productivity growth can offset their
initlal cost disadvantage within ten years. This has been
restated (a) to compare domestlc rates of productivity growth
to rates of change of import prices, (b) to take account of time
preference and discount rates instead of an arbitrary ten-year
tradeoff, to bring the ccasideration of both price and pro-
ductivity trends into a more formal framework (Bruton, supple-
mentary note to RM-28). Appiication of comparative advantage
then moves past a comparison of relative prices with a given
production function, to a question of investment allocation
aimed at the series of future production functions which will
maximize growth (Sheahan, RM-33).

This more dynamic formulation of comparative advantage
raises a number of preblems but points in ali the right direc-
tions, It provides, at least in principle, an obdbjective criterion

for rejection of inappropriate activities, 1t directs attention
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to costs of production and thus toward policies which may help

+o reduce them, And it brings the terms of trade into the picture
vbut.it puts them in a context where thay help determine efficlen<
choices rather than obscure the whole question of gelection.

The problems with this principle relate chiefly to
questions of the cﬁuses and the predictability of broductivity
gains. At least three different general sources of productivity
improvement shouldvbe considered:s (1) those arising from general
vackground increases in productive capacities of the whole
economy, through capital tormation and accumulated experiencej
(2) external progress in the countries in which new activities
originate, in the directioh of simplified and stendardized
production procesees; (3) learning processes of domestic pro-
ducers engaged in tae particular activity in question, and thus
dependent on the initial decision to start the speclfic éctivity.
If productivity gains are projected for an industry on the basis
of either source (1) or source (2), but the activity would
initially have excessive cosls requiring protection, then pro-
tection wouid not be an efficient solution. Growth would be
fagter it the activity were delayed until continued progress
through either (1) or (2) made it possible to stari production
on a coupetitive basis,

It ie only source (3), the specific learning process
within the industry, that could readily justify initial pro-
tection. But that implies that the country can not have any

evidence beforehand on what 1lts own producers can do to improve
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productivity. IV can only be a gamble, not a prediction from
evidence. If the evidence in favor of the particular gamble is
very strong (based on experience in other countries or similar
activities), then one might well ask again why the producer
should need protection. If he can forsee early cost reductions
sufficient tu offset the initial loss, why shouldn't he be
expected to take the loss himself instead of imposing it on
buyers who will be required to pay higher prices?

Finally, if comparative productivity gains could be
sccurately predicted, to take them into account would lead bhack
once aga.n to a solution in terms of one or a few preferred
activities, It would again argue for concentration rather than
diversification, though the fields of concentration could now
take future changes irto account. But that stlll does not seem
to be the right solution because the development of a modern
economy inevitably, and rightly, does involve a continuous
wovement into new fields widening the range of activities.,
Where does the principlé g0 wrong?

The %rouble is that the concept of comparative advantage
leaves out the possibility of discovering valuable new lines of
activity by experiment. Development implies a process of search
and learning in a context of continuous change in the structure
of production (Nelson, Schultze, and Slighton, 1970). This
essential process of exploration gives value to extension of
the range of productive activities and thus runs into direct

conflict with the idea of specialization. But successful
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developmént requires that the two opposing prlnciﬁles be kept
in balance with each other: that diveraifiéation procaed‘but
that comparative costs be used to screen out initial mistakes
and that pressures for efficlency bve applied to limit the damage

from those errors that are bound t¢ occur.

P. Learnin d_structuvral change

The fundsmental value of diversification is that it means
an increased range of search and learning. That value simply
gets left out of the principie of comparative advantage. To
leave it out may not be a serious error for an economy which 1s
already endowed with entreprensurs actively exjloring new possi-
bilities in widely diversified directions. To leave it out for
a developing country is a crucial error because development |
requires the country to establish the basic conditions cf
effective search by diversification,

The other side of the issue is that the gains of
diversification do not come free. New activities draw on the
limited resources available for investment, on forelgn exchange
to import equipment and supplies, and on managerial capacities
that could have been used to improve techniques in existing
activities., Comparisons of costs among alternatives remain a
vital part of the process of cholice ae to which and how mary new
activities can be attempted in any given period. The conven-

tional approach to benefit-cost measurement is right on the side
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of costa. What it leaves out is part <1 the benefit. The
benefit is not only the direct product of the activity, as
measured by the change in national income attributable to its
output, The benefit includes a second component: the increase
in capacity to transform resources that becomes possible because
of experiehée that can only be gained by entry into the new
activity.

The proposed approach is similar to that of comparing
future prbductivity gains to present relstive costs, if product-
ivity improvement is understood 1o include increased capacity
to transform resources and explore new cpportunities, It would
call for initiating production ih lines which have a current
comparative disadvantege provided that they offer a combination
of learning and direct income that compares favorably to ex-
pected costs. Genuine learning would be likely to be reflected
in rising productivity in the specific field, so that criterion
of choice would uvsually be appropriate., The difference is that
the search hypothesis suggesfé trying more diversified activities,
adding on an effort to evaluate general contributions to the
learning process, and then taking awaylprotection from those
experiments that prove to be mistakes so0 that resources will be
‘re=directed away from them.

Protection can serve as a balt or reward to induce pre-~
ducers to move in new directions. But if they are simply assured

‘a known market, free of external competition regardless of the

quality and costs of their products, it can also foster a
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deadening dependence. That kind of indefinite protection without
regard to efficiency -- a kind not infrequently observed in
practice -- does not sfimulate imagination and continuing effort.
It is much more likely to reenforce defensive attitudes and
imjitative methods (cf. Hirschman, 1968, and Muns, 1972, esp.
p. 281), Protection without sufficient concern for stimulus
to learning can lead to forms of investment so alien to the
existing structure of the economy that producers simply buy
plans and equipment withcut any real understanding on their
part of the processes and alternatives involved (Bruton, 1970,
pp. 136=37). Lacking any pressure 1o explore alternatives, the
domestic producer may demand inputs inappropriate tc the economy
and refuse to risk the adaptations needed to make better use of
domestic resources. Protection intended to promote structural
change has to be selectively oriented to those fields in which
the technology is a step beyond the familiar, but not so far
beyond it as to discourage the experiment necessary for learning.
Development is a sequence of trial and error, of stimulus
and correction. Producers need to be encouraged but to be denied
secure profits from repetition of the known, They need to be
brought into new activities that are within the limits of com-
plexity they can learn to manage, and then they need to be pushed
1o improve production methods and branch out to new activities,
Incentives to export should be raised in parallel to incentives
for import replacement so that those producers who are successful

~an expand beyond the limits of the domestic market. That would
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involve a kind of import substitution more nearly similar to

that practiced by the more developed economies, where it has
wceased being mainly a mechanism of industrialization, and hecame
in the twentieth century part of a continuing process of growth
and of a changing pettern of industrial specialization" (Baer,
1972, p. 96).

A continuous stimulus might be provided by authorizing
several new lines of import substitution euch year and then
gradually reduclng the degree of effective protection for each
of them, either by reducing nominal protection on the end-
product or by bringing tariffs on inputs up towards the rates
allowed for the finaul product. The latter technique would both
put pressure on producers to search for domesiic inputs and
create new import substitution possibilities for potential
suppliers of the inputs. But increasing protection against
imports should always be accompanied by equivalent increases in
incentives to export, so that Increases in domestic prices will
not destroy'the possibility of developing new exports.

The proper balance between protection to stimulate
initial action and its subsequent reduction to correct errors
and foster continuing effort probably changes systematically
with the country's stage of development. At the beginning of
industrialization, the main need is to get change and diversi-
fication underway. To be tco sticky about the degree of pro-
tection allowed, or to take it away too rapidly, could discourage

experiment completely. But as diversification proceeds and
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requests for protection to enter new lines of production hegin

to mount, higher degrees of protection begin to take on greater
significance as lhigher opportunity costs in terms of alterna-
tives that are blocked by lack of resources, An aggressive

policy of protection for diversification can be overdone anywhere,
anytime, but it makes somewhat more sense in Ethiopia at present
than it does in Nigeria, and none at all in Braril or Mexico.

The initial responsibility of development policy is to encourage
an active process of search and learning: as that responsibility

ig met, the new one is to channel it with increasing efficiency.

1I. EMPLOYMENT, PRODUCTIVITY, AND
UTILIZATION OF CAPITAL

Import substitution and industrialization in general
were expected to, and have, provided employment opportunities
in new industrial activities., But the surprising slide effect
in many developing countries is that unemployment has sonehow
become a more serious difficulty than it was in the first place.
Many current investigations are aimed at explanation and correc-
tion of the unemplioyment problem; it has to be regarded as a set
of issues under inquiry rather than as something which has been
explained, But a number of the Williams research studies have
established results which help clear up some of the major
questions involved, These include: (a) relationships between

preductivity change and employment; (b) effects of wage



_‘gtructures and capital costs; and (¢) effects of trade policy.

A. Productivity change and_employment

Even where rates of investment and growth of industrial
output have been fairly high, the absorption of labor into such
production has been relatively slow, This has been observed in
the great majority of developing countries, though perhaps in
the most striking degree for African countries (Baer and Herve,
1966 Eriksson, RM=361 Frank, 1968)., The low ratios of employ-
ment growth to output growth mean, of course, that output per
man in the industrial sector has risen rapidly. Increasing
productivity has usually been considered to be a positive
schievement, but the achievement sometimes seems to amocunt to
a disaster. Is productivity growth something that a developing
country should encourage or discourage, in what sense, and by
what means?

"In a country like Colnmbia where unemployment is wide-
spread, ivotal output can be increased in two ways; either by
raising productivity (outpat per person employed) or by increas-
ing the number of persons employed. Productivity is thus no
longer the infallible gulde to economic progress, and this for
two reasons. In the first place, it may be economically more
efficient to raise output by increasing employment, with pro-
ductivity constant, than by increasing productivity with

employment constant. 1In the second place, the urgent soclal
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need to increase employmen® leads one to prefer methods which
raise output by expanding employment rather than by methods
which increase productivity" (I.L.O., 1970, pp. 157-58).

tae 1.L.0. position is not so much an argument against
increases in productivity as it ia an argument against dis-
tortion. The distortion is a situation in which output per man
rises rapidly for one group of people, thoge who are employed
in sectors with higher productivity, while other people are
excluded from participation in those sectors. Increasing pro-
ductivity in terms of output of the whole labor force remains
a highly desirable goal. Increasing ﬁroductivity for one group
of workers, with the rest of the labor force excluded, ibplies
a slower rate of growth of output for the country than would
have been possible if more people had been able to enter the
favored sectors.

Eruton's study of employment and productivity (RM=44)
makes the issues clear with respect to the first of the two
considerations argued by the I.L.0O., the relationship of
efficiency to productivity geains. Improvements in productivity
in the manufacturing sector, in the sense of increases in the
marginal product of employed workers, create an incentive for
employers to add new workers, Assuming that the marginal
product of workers outside manufacturing is below that within
the sector, the efficiency and total output of the economy will
rise along with employment in manufacturing. But the increase

in employment will keep the actual, obgerved productivity of
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labor in that sector from rising as rapldly as it would have if
the number of workers hed not increased.

Improvements in methods of production which raise the
marginal product of employed labor can be viewed as increases
in potential productivity. They open up a new opportunity to
choose between addition of employment or an increase of actual
productivity. The desirabillity of the improvement in production
methods that gives rise to the opportunity is not in doubt,
Bruton's argumen* rejoins that of the I.L.0.1 given such an
opportunity, in a context of gserious unemployment, the more
efficient cholce is 1alse employment rather than the output
per man of the original industrial labor force,

The more common course of events when investment and
improved methods of production raise the marginal prodrct of
employed labor is that wages in the manufacturing sector
increase correspondingly. The increase in wages then offsets
the effect of rising marginal products, reducing the incentive
to hire more workers. Actual productivity of the employed
workers will then rise more rapidly, because additional employ-
ment has been blocked. But it is not that the improvemen? of
productivity caused the lack of growth of employment. It is
rathar that the rise of wages took away the incentive to add
workers and caused the new potentlal to be dedicated t¢ pro-
ductivity gains for those originally employed. In Bruton's
formulation, it 1s a race between the rate of growth of marginal

product, which favors more employment, and the rate of growth
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of industriai wages.

Bruton's gstatistical tests are handicapped by the fact
that it is imposgsible to measure the potential rise in product-
ivity which creates the incentive to employ more workers. 7Iests
have to be made on the basis of observed output and observed
employment, His statistical regressions (RM-44 and RM-45), and
those ¢f John Eriksson for lLatin Awerican countries (RM-36), are
consistent in showing negative relationships between the rate
of growth of wages in a given industry and the ratio of its
employment growth to output growth. They leave little doubt
that relatively rising wages in a particular field, or rising
wages in manufacturing relative to wages outside of manufacturing,
react adversely on employment opportunitles.

A successful development ;trategy will lead to rising
incomes for workers, but not those of one group alone at every-~
one else's expense, If the stock of capital'and the techniques
of production used are eventually adjusted to the size of the
labor force, so that there is no persistent structural unemploy-
ment, then rising wages will play an important positive role in
encouraging employers to economize on scarce labor., If the
stock of capital and the techniques in actual use leave per-
sistent structural unemployment, rising wages for that part
of the labor force which does have employment will simllarly
encourage employers to economize on workers, Rising wages for
the employed workers then come at the ccst of slower growth ln

real income per capita and lower employment opportunities for



those left out.

The Williams studies do not examine the second part of
the quoted I.L.0. position, the argument that policies should
be directed to raising employment even when this does not
improve efficiency. Actual policies are usually so far over
on the other side, restricting employment even when increases
would raise efficiency, that it may be considered pointless to
be concerned about going beyond the optimum for income growth.
But that is a judgment which must be up to each country to make
on its own. Development does naf imply a single goal of maximum
output; it certainly includes, or should include, distribution
of rising income through wider employment opportunitlies., 1If a
particular country wants to favor employment even at the expense
of a slower growth of output, the method would be to make labor
less expensive relative to capital and foreign exchange, and at
the same time to continue to press for improvements in methods
of production to raise the marginal product of employed labor.
Gains in potential productivity still provide the main source
of growth. Subsidies for the use of labor would speed its use,
by adding to the incentives created through increased marginal

products for the labor employed at any given point.

B, Wage structures, capital costs, and capital utilization

The degree to which new investment will raise employment

an. output can vary greatly in response to differences in wage
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and price structures. Gene Tidrick {RM=-40 and RM=-47), John Todd
(kM-41), and Gordon Winston (1971 and RM-42), have all shown,

in studies concerned with different countries and diverse channels
of influence, how distortions in wages, or unduly low costs of
capital equipment, can make the employment problem worse than

it would otherwise have been,

Tidrick was concerned particularly with the coexistence
of a high-wage, high-productivity activity (bauxite mining in
Jamaica), with low-wage activities providing the bulk of employ-
ment. In his model, the high-wage activity acts as a magnet for
workers who might have been able to obtain employment in other
fields put prefer to line up for possible jobs in the high-wage
field instead. Workers are envisaged as setting in effect a
reservation wage based on gomething like a rational calculation:
lifetime earnings could be higher through a combination of a
period of waiting plus eventual high-wage jobs than they would
have been with steady employment at lower wages. This version
makes part of the unemployment voluntary, with respect to the
low-wage occupations. At the same time, it is involuntary with
respect to the better paying fields. The analysis suggests that
a lower differential between sectors would cut down the length
of time anyone would remain unemployed in the hope of a job in
the high-wage field. His results provide both corroboration
and elaboration of Michael Todaro's analysis of employrnent and
migration in Africa (1969).

John.Todd's study of employment and output in relation
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Lo the slze of firms in Colombian manufacturing brings out a
complex question of wage and price policy. In general, the
largest firms in each industrial sector (those with over 200
amployees), pay higher wages, get capital more cheaply, and use
more capital intensive methods than the smaller and medium sized
firms. If their wage rates were held down to those paid by
smaller firms, while they continued to have favored access to
capital, this would have two contradictory effects on employment:
(1) it would rﬁiee their own labor-to-capital ratios, but (2) it
would improve their profitability relative to other firms and
thus increase their relative weight within manufacturing. To
reduce their wage rates without correcting distortions on the
gide of capital costs could thus have a perverse effect on employ-
ment. TIf not all artificial prices can be changed, it can be
dangerous to change just one of them,

winston concentrates on the paradox that capital, the
supposedly scarce factor in most developing countries, is very
much underutilized in nearly all of those countries for which
evidence is availsble. Of the many possible explanations that
he examines, the one that seems to have particularly strategic
importance for both employment and efficiency is that producers
plan investments on a single-chift basis partly in response to
subsidized costs of capital equipment. The subsidies arise both
from tax advantages and from permission to import equipment with
low or no duties in countries with overvalued currencles., This

effect is considerably heightened by over-invoicing of equipment
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imports, which gives the importer a chance to acquire foreign
currency cheaply when he buys imﬁorted equipment (RM-38). The
structure of incentlives encourages more jnvestment in capital
equipment, even while the equipment already available'ie used
-at only a fraction of its potential. As Little, Scitovsky, and
Scott put it, the incentives given to business to encourage
investment must be excessive, if companies can afford to, and
want to, buy more of it even though they are scarcely using what
they already possess (1970, pp. 65-66).

winston has generalized the factors bearing on demand
for labor and for capital equipment in terms of four channels
or. dimensions of factor substitution (RM=46). Changes in the
ratios of labor cost to capital cost can lead to changes in the
demand for labor because of substitution among products, because
of alternatives arising for new production methods when new
investment is being planned, because of revisions of methods
in response to changes in relative costs, or becauze of changzes
in the rate at which physical capital is actually used. As he
points out, the literature on possibilities of gubstitution hag
been focused on only one of the four channels, the ability to
change techniques for gpecific products when the capital stock
is given., Even if no gubstitution were possible in that sense
the other three channels would ensure that rising relative
costs of capital would be favorable for employment.

All of these studies support the conclusion that a

useful way to attack unemployment would be to raise the cost
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of capital and reduce the cost of industrial labor. This is
not an argument for a shift of lncome from labor to capital:
what these studles recommend is a higher cost of capital, not
higher profits. The cost of capital is a function of both
original equipment prices and the rate of interest, usually
expressed in annual terms as the sum of depreciation on the
initial cost of equipment plus interest charges on the same
amount. To raise interest rates would imply a shift of income
to lenders. But the cost of the equipment itself could be raised
directly without this implication for the distribution of income.
In particular, most developing countries allow companies to import
equipment with tariff rates that are below the average for all.
other import categorlies (Balassa, 1971), If firms were required
to pay tariffs on imports of equipment equal to those pald on
other imports, they would both shift toward domestic sources of
supply and favor production techniques which use higher ratios
of labor to equipment,

with respect to wages, the problem is centered on the
difference between high-wage sectors, usually manufacturing
but sometimes also a favored mining activity, and the rest of
the ecounomy, The argument is not that the income of the labor
force ig too high. It is that wages in the favored gectors are
too high relative to labor incomes outside those sectors. If
industrial wages were restrained, so that the demand for labor
could be directed more toward increasing employmert, then the

poorest people in the economy -- the labor force outside of the
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tnvored seclors -- would be the ones who would gain most frem
the improvement of efficiency through corroction of relative

prices.

C. Trade policy

Import substitution strategies have frequently led to
neglect of opportunities fer export expangion, Yet export oppor-
tunities can be extremely important to provide channels for |
greater real income growth than are attainable in some high-cost
import substitutes, to ease the dependence on foreign exchange
for imported inputs often associated with building up new indus~
trieg, and to broaden the employment effects of the development
process., Some of the Williams studies have looked at certain
aspects of the expert side of trade policy.

Bruton has outlined a convenient framework for analyzing
a desirable sequence of either new exports or new import substi-
tutes (RM=-32; see also Sheahan and Bruton, RM=28)., If a country
is faced with declining prices for its traditional primary
exports, this adverse trend will slow the growth 6f real income
otherwise attainable, and make establishment of new activities
more desirable. In the new activities, however, domestic factors
will have lower productivity than in the already established
" sectors, factor owners will-bevreluctant to accept money payments
lower than they formerly enjoyed, and hence at the prevailing

exchange rate domestic money costs will be higher than for
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traditional exports. There are three main policy approaches:
(a) devaluation, which will make some new exports competitive
in world markets and some new inpert substitutes cheaper than
imports; (b) reduction of money payments to domestic factors,
or more realistically holding down increases relztive to domestic
prices; (c) increased productivity in the new activities over
time, which will enable some new import substitutes to get along
with less protection than they need inifially. and some new acti-
vities producing initially for domestic markets to break into
export markets, Thls paper also offered further empirical
evidence, supplementing earlier Williams studies (Sheahan, RM-11}
Bruton, RM-22), that developing countries' manufactured exports
typlcally do respond to reductions in their prices relative to
alternative sources of supply. Thus the implibation is that the
sequence of new activities that maximizes tie feasible growth of
real income iz likely to include new exports as well as new
import substitutes,

| Moreover, exports can be expected to be especially favor-
able to expansion of employment. The general presumption of the
theory of international trade is that a country in which labor
is relatively abundant and inexpensive should find its compara-
tive advantéges in labor-intensive lines of production. This
should mean that the gonds which can be exported -- both non-
traditional agricultural exporte and new manufactured exports --
will be those that offer more employment in relation to the

gcarce factors used than is true of the economy as & vhole, If
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a pgiven flow of investment la directed to industries which are
arle to export, it will offer more employment opportunities than
would be provided by the same investment concentrated entirely
on home industries. Domestic demand for less labor-intensive
goods could in principle be met instead by imports of those goods
which do not offer as great employment opportunities, paid for
by exports of those goods which provide more employment,

Thie happy picture of increases in employment made
possible by trade relies on the presumption that, where labor
{s abundant, it will be relatively inexpensive, This is usually
the case for labor outside the indusgtrial sector, but the compe-
titive advantage of low wages is often much less for labor
employed in industry. Consideration of the possibilities of
g2in through increased trade reenforces the arguments in favor
of keeping industrial wages in line with alternative earnings
in the economy, rather than allowing them to rige in splendid
isolation from the rest of the labor force. The possibility of
exporting means that “The elasticity of substitution drastically
understates the impact wage increases will have on employment
growth in some of the mosf labor-intensive industries" (Tidrick,
RM=40, p. 56).

It is certainly conceivable that gsubsidized costs of
industrial equipment, combined with a wage gap including high
rates for industry, could result in either a near-complete block
on industriai exports or a pattern that is not favorable for

emplqyment..'One of the Williams studies applies input-output
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analysis of the factor requiremens of industrial exports and
imports for Mexico, to see if in fact exports provide more
employmen’: than replacement of imports (Sheahan, RM-43), The
data indicate that industrial exports in Mexico's case use
almost exactly as much capital and skilled labor as would be
required for domestic replacement of industrial. impofts. but
that these industrial exports have lower direct and indirect
requirements of imported supplies, and greater requirements of
unskilled labor, A given flow of investment into export indus-
tries, rather than import replacement, even in this relatively
advanced country, thus does provide more employment opportunities
for unskilled labor, as well as a net gain In foreign exchange.
But it is a near thing. More intensive subsidies for capital
equipment, and higher wages for unskilled labor in incdustry,
could tip private calculations adversely, so that the social
gains from greater employment through industrial exports could

be lost.

III. THE DISTRIBUTION OF INCOME

Most of the Williams studies are concerned with questions
of efficiency in resource use, rather than the domestic dis-
tribution of income., Greater efficiency may In some circumstances
favor policies that make the distribution of income more unequal
than it would otherwise have been. But those studies which

bear directly on relationships between import substitution and
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the distribution of income, particularly the papers by Stephen
Lewis, make clear that protection for substitution can make the
distribution of income worse by the same mechanisms that it
weakens efficiency. Corrective policies should then be able

to improve efficlency and distribution at the same time,

Stephen Lewis®' studies of industrialization policies in
Pakistan create a richly detalled picture of how protection acts
to shift incomes from the poor to the rich (1970; RM-30, RM=-34,
R¥=-37). He established a series of measures of the consequences
of protection and overvaluation for the terms of trade between
agriculture and industry, showing a prolonged transfer irom
agriculture to industry. This did not mean a transfer from
rich landowners to poor workers, but from generally poor farmers
who make up the bulk of the population to a small number of
businessmen and to an industrial labor force equal to perhaps
5 percent of the total working population. By his calculations,
profits based on protection and overvaluation accounted for two-
thirds to three-fousrths of gros3 industrial earnings. Those
who lost did include large farmers in West Pakistan, but also
the poorest people in an extremely poor countrys the small
farmers who make up nearly all the population of East Pakistan,
now Bangladesh.

The process by which this perverse transfer took place
concisted of essentially the same techniques used in all coun-
tries attempting to promote import substitution, though these

techniques were pushed to an extreme degree in Paklistan's case.
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Frotection was applied to block out competing importis of indus-
trial products and allow thelr prices to rise far above exiernal
alternatives, This directly reduced the purchasing power of

the agricultural sector and helped maintein an overvalued
exchange rate by the restriction on imports., The overvaluation
in turn meant that the agricultural sector, which provided the
largest share o7 foreign exchange earnings, received less
domestic currency per dollar's worth of exports than they would
have in a less distorted economy.

Within manufacturing, the larger firms proved to be the
main beneficiaries of restrictions., They were able o get pre-
ferred access to imported equipment valued helow its opportunity
cost to the soclety, while smaller producers were forced to do
without., Smaller firms operated with lower capital inputs
relative to output, though not necessarily with optimum factor
combinations. A less protective system would have meant reduced
use of capital by larger firms, and probably increased use by
smaller producers. This would act both to reduce the concentra-
tion of income and to permit greater output per unit of capital
for the economy as a whole.

The pattern for manufacturing in Fkakistan is closely
similar to the results established by John Todd for Colombia
(RM=41), Todd worked out measures for the social efficiency of
capital.under varying ad justments of prices to account for
probable distortions between market prices and opportunity

costs. His data show that maximum rates ef social return on
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capital are associated with size categories of firms below 200
employees. "An average unit of capital in the small and medium
size firms is assoclated with both more employment and more
output than a unit of capital in the larger firms* (RM-41,

p. 51).

Import restriction to promote substitution need not in
principle discriminate against small producers in favor of large
firms, but this certalnly seems to be their general tendency.
Insofar as the large firms nanage to handle their relationshiyps
with the administrative system better than small firms do, this
has the consistent result of making both output and employment
lower than they would be for given rates of investment, and of
directinérprofits to larger firms rather than small and medium
sized businesses,

I general, industrialization based on import substitution
involves a shift of real income from primary producers to indus-
trialists and their workers. In a country in which agricultural
production is dominated by large landholders selling to export
markets, the shift toward import substitution could mean a
change away from prior concentration of income basaed on land-
holding. In a country in which most primary production is
carried out by small farmers, substitution policies mean from
the start a new bias toward inequality. Whichever the startin:z
point, long=-continued policies of protection for substitution
are vound to help most the people who are protected, the indus-

trialists, A country which allows its economic policies to be
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dominated by a coalition of industrialists and their workers,
jointly sharing in the fruits of protection, may succeed in
generating high rates of investment and industrial growth., It
may at the same time simply leave out of the development process
the poor in agriculture and servicee,

Protection for import substitution in the industrial
sector is in effect a tax on everyone outside that sector. It
takes real income away from those groups with the lowest incomes,
those who are outside the favored sector and must pay higher
prices for industrial products. The tax has mixed effects, some
of which may be helpful and some clearly undesirable, It may
simply offsa2t the higher real costs of inefficiency. It nay
permit higher wages for those with jobs in industry, at the
expense of buyers. It may raise profits, and thus favor invest-
ment at the same time as it accentuates inequality. But in some
countries the investment is so ill-directed that it fails to
create significant gains in real incoae, when the product is
measured at the external prices at which it could alternatively
be purchased (Lewis, RM-34 and forthcoming; Little, Scitovsky,
and Scott, 1970). But the owners and workers in the industrial
sector capture higher incomes from the higher prices made possible
by protection, just as 1f they had created higher real income
for the society. This may leave the rest of the population with
no gain at all for very long periods,

Such an inequitable process would be less likely to be

accepted for prolonged periods if the people left out were able
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to realize what was golng on and exert pressure for corrective
action. But governments obsessed with industrialization and
little concerned with current equity may hold down taxation of
the favored sector and then be forced to hold down the extension
of education and diffusion of opportunity which could bring more
people into the decision-making process. Foreign advisers con-
cerned with efficiency above all else may push choices the same
way (Keesing, 1972). Perhaps worst of all, pressure from the
people left out may be vieved as a threat to growth warranting
authoritarian methods to suppress opposition (Cardoso and
Faletto, 1969, pp. 151-53).

If a‘government does its best to broaden the decision-
making process, the people left out of the initial stages of
industrialization might come to constitute a potent force.
Programs of rural development could shift the strategy back
toward expansion of production and incomes by small-scale agri-
cultural cultivators. Programs for extending education could
bring much desired benefits of development to larger numbers of
people. Programs for export expansion could draw in both agri-
cultural producers and labor-intensive manufacturing. Programs
for import substitution, if designed to offer profits based on
performance rather than protection, and %o restrain industrial
wages that limit industrial jobs, could lead to an indusiriali-
zation pattern in which the demand for labor would expand more
rapidly relative to the rate of investment and the gains of

development would be more widely dis%rivbuted. That sounds as
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if it would mean lower profits and lower rates of investment.

But that need not be the case at all. Develcpment is not maxi-
mized by a mechanical transfer of income to the industrial sector.
It is much more likely to be favored by temporary subsidies or
protection to initiate progising new activities, and then gradual
application of competlitive pressures to force producers to con-~
tinue advancing. Profits would then correspond more closely to
the creation of real gains for the society; they would be a

force for selection and action rather than a privilege based

on p;otection and exclusion, That kind of import substitution
and diversification might well be more consistent with a democ-
ratic society able to bring all of its people into the process

of development.
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