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I. IXTRGDUCTION

The authorities and people of the underdeveloped
areas of the world have been, for a number of years,
becoming more and more concerned about and aware of their
economic situation. This concern and avareness have been
expressed in the form of social unrest and political
instability at times and with uneasy internal tension all
the time. This situation has not pasrsed unnoticed, however,
by the outside world. The developed countries of the world
have shown their willingrness to assist. The agsistance
of the developed countries has taken various forms, and
it has ranged from economic and technical assistance to
educational and health help. Good as it may be, this
assistance of the developed countries, it would have been
in vain if the underdeveloped countries had not responded
positively. At times, they have tried to expand thelir
exports of primary-products. This effort of expanding
exports, tremendous as it may have been, falled to
radically change the economic position of the underdeveloped
oountrdes of the world. As a matter of fact, and for various
reasons beyond the underdeveloped countries' control,
spscializgation in primary=-products has worked against the
interest of the underdeveloped countries. For example, the
deterioration of the terms of trade has been beyond the
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control of primary-products producers. The replacessnt of
primary-products by eynthetics and the interruption of
international trede for political reasons which are bdoth
uncontrollable and, to a large extent, unpredictadble to
undexdeveloped countries.

The above-nentioned causes have motivated the under-
developed countries, governpent and dusinessmen, to look
inwvard to establish local industries. This step has marked
the birth of importe-substitution. |

Ristorioally, however, and as quoted by Professor
Albsrt O. Hirsahman in his artiole, "The Political Econony
of Inport-substituting Industrialization in Latin America,"
the external causes in the late nineteenth century pleyed
a major role in nmotivating industrialization by means of
qubstitutinz imports in Argentina: *“There 1s no 1ll wind
that doss not blow scae good,..the orisis the country is
going through is tremandous -—-and yst this is a perfect
wind for national irdustry. Fany of our industries have
had a more or less vigorocus proteotian through oustom
duties. But all of this would not have desen encugh had 3t
not been for the orisia of 1875 which gave the impulse to
industry and for that of 1890 which strengthened it..,"!

lAlbert O. Hirschman, '"The Political Econony of Importe
Substituting Industrialization in latin aAnerica,"

» iZoblOpd 1D EEOnApiQ j opument, ed. by Charles T.
Kigbet (New York: The Free rress, . P. 240,
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Import-gsubstitutions have met obstacles and bottle-
necks, and taken different forms in the experience of
various countriea. The theme of this study is concerned
with evaluating the role ef the import-substitution policy
in underdeveloped countries.

The first part will define import-substitution ard
how it has been developed and the charaoteristics of this
policy in general,

The next section focuses on the essential conditions
for successful import~substitution concentrating on the
political and social, andl on protection and world
cooperation as prerequisites for substitutions.

The third part is an attempt to expound on the causes
and drives for import-substitution in underdeveloped
countries.

The fourth section 1s devoted to case studies of
Brazil, Nigeria, and India, and a discussion of their
exporience in impleaenting the import-substitution policy.

The conclusion 1s a brief summary of with a brief
Aiscussion concerning the importance of industrialization

by meang of import-substitution.



II. DEFINITIOK AND CHARACTZRISTICS OF
IMPCRT-8UBSTITULION

Import-=subgtitution 1s merely the act of a govern-
ment or individual businessamen in a given country to
produce for the home market those manufactured goods which
are at pregent being imported from foreign countries and
have a ready national nmarket., Theoretically speaking,
this act could be either comprehensive to include all the
gsubstitution of all imported manufaotured goods, Or &
country mey apply & partial substitution policy. The
latter policy, however, has been the policy adopted in
most underdeveloped countries and this study 1s wholly
devoted to its dlascussion.

Import-substitutiona have special characteristics
which accompanied their creation., f(a) They are kxnown as
light industries which are produced for the home market
consunption., The market 1s oftesn small and cannot allow
full ecoroxny of scale, (b) The national wnarkets have been
previously supplied with imported manufactured goods from
foreizn markets. (c) 3ome of these import-substitution
volicles take the form Of processing prinary-products
avallable or engaged in locally agsembled cozmodities of
conponents imported, as in the case of Zmzil and Chile in
their automobile industries. (d) Hoat of these

TN
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gubstitutions require highly protective policy from
foreigr. conpeting goods., (e) Industrialization through
inport-substitution has bHeen the outcome of external

pressure, such as the Great Depression and Vorld kear II.2

ZMOg ppo 21"2'2“’3»



III. ESSENTIAL CONDITIONS TOR SUCCESSFUL
IMPORT~SUBSTITUTION PQLICY

This section of the paper 18 devoted to the discussion
of some conditions which are essential to a given under-
developed country in order to facllitate the implementation
of an import~substitution policy. The conditions to be
explored are not all economic conditions., However, they
have interrelated economic impacts and implications that
should be given some attention. These conditions are:

(a) the political and social atmosphere in a given under-

developed country; (b) protectionism and its implications

on the import-substitution policy; and (c) the effects of

world co-operation and assistance on the advancement of

industrialization and hence import-gubstitution.

A. The Importance of a Suitable Political and Socilal
Atnosphere in a Given Underdeveloped Country

A certaln political, soclal and economic climate
should exist before an import-substitution or any other
economic development can be succesgsfully employed in an
undeideveloped country. It 1s extremely difficult, however,
to set up a comnmon formula of thke desired climate which
fits all underdeveloped countries. Nevertheless, most
development economists stress the importance of changes

in the existing political and socilal inatitutions of

b=
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underdeveloped countries of today to achieve econonic
development and herce imdort-subastitution pelicles,

To securc the success of an inport-subgtitution
policy, the political authoritieg shculd be in a suf-
ficlently strong position to carry ocut the propesed economic
progYa=. The political suthority should be honest and have
the support of the psople;: and also should have knowledge
of the country'’s ability to core with the suggested
ecanomic policies. These authorities should also de careful
not to dburden the country with unreascnable and impossible
economic targets. It 18 not enough for a country to have
en inpressive econonic rrogram. The iamportant point 1is
that the political organization should have the power ard
the ability to translate the figures and the written
content of the economic policlee into functioning econonic
projects. ‘herefors, the existence of a political
authority which has the desired qualification is of utmost
rnecegsity to make it possidble for an econouic develormsnt
policy to survive and bear useful results,

Unfortunately, the crucial problem is that nost
political authorities in underdeveloped areas of the world
suffer from political instabllity ani social and econanic
backwardness. Aotually, some of themse authorities are
serious odatacles for any kind of economic development, as
in some countries of latin Anerica, Africa, and Asia. Under

these circumstances, the need for political change is a
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preregquisite for a successful importe-substitution
policy.

In the procesas of thls discucsion, a questiorn arieses
&8 to the intersity cof the politicael charge. 3hould it de
an abrupt change or a gradual change? JSoeciologists,
economists and anthropologists axe 4divided in choosirg
betwesonr the two extromes.3 They all agree, however, that
enough change should occur in the political and social
institutions sf the underdeveloped countries to enadle
thoge countries to march on a paved road to economic
development. As mentioned above, there could be no comnon
formula for &ll underdeveloped cocuntrieas to adopt because
different countries have thelr own political and soclal
circunatances which are different from the othera. Any
change must regsult fron taking these cilrcumstances into
account and tailoring economi~ prograng accordingly. For
irstance, cone of thease countxies suffer from asmi~feudal
political situations as in same rarts of the Mlddle Zast
and Africa, where people live i sordid poverty, lacking
educatior, food, and shelfer. Other countries are under-
going dictatorship where politicel freedox ia suppresssd
as in scme countries of latin Americes., There 1s little

chance for any economic progran to flourlish under

such conditions.

Cole 3alsier {(ed), W
ﬁ%ﬁ%gﬁ' (Pittshurgh: University 1ttsbur mPr%EE
»

pPp. 49«53,
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The political change argument is meanirngleas if one
does not elaborate on the social conditions. It is curious
how one can hardly discuss political realms without probing
into the soclial problems. A glarnce at the underdeveloped
countries of today gives an idea concerning how much social
change 138 needed. The countries of Asla, especially Indla,
suffer from rigid caste systems. Some of the l}iddle Eastern
countries follow tribal customs. The Latin American
countries are struggling through chronic socoial unrest, and
all underdeveloped countries of the world lack political
stabllity. It is evident from the course of events in
underdeveloped countries that soclal change does not match
the political change. An example is Indis which hasg, to
some extent, a sophisticated political system while their
soclal caste system 13 a serious hindrance tc economic
development.

It 1s clear that, urless there 18 a soclial change
acconpanied with persistent political effort, it 1s unlikely
to achlieve important economic development within the
country. Taking into consideration the cilrcumstances of the
underdeveloped countries, rapld social change 1is

badly needed.u

B, frotectionisn

Protectionism has caused continuous controversy. It

uﬁargarat lead, "From the 3tone Age To the Twentieth

contprys , SHIelomens god fenlel Gpmnge, o1; by, Daris, gyee

PP.
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has been applied throughout hiastory to achieve different
soononic purposes in most countries whioch are now highly
industrialized countries. Nevertheless, protectionisa is
recommended in the early stages of economic development in
order to give an opportunity to the various infant
industrlies in the countries to flourish. This i2 needed
because these industries are noet in a position to compete
with the production of foreign goods. Protectionism aay
bid the local prices up and give a chance for the local
businessmen to gain wind~-fall profits. But the governmment
which 18 ready to apply restrictions on iamport should be
ready to control prices internally. One might clain,
however, that protectionism diacourages effioiency, dboth
quantitatively and Qualitatively. This oclaim nay be
theoretically scund, thut practically it 4ces not have

any credibility. Competition should be among equals to
be fair. The countries of the world are toco unequal in
zany respects to have fair oonpstition among them. Under
the circumstances, competition tends to favor the atrong
countries (i.e., the industrialized countries of the world
and hurt the underdevelopsd countries). Therefors,
protectionisnm 13 a necessary method to secure the usually
small markets of the underdeveloped countries of the world
for their local manufactured goods.5

5 nyins, s Develouips Countries.
{New York: Frederic > aﬁ8§§. s PP. 150«104,
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There are two ways to achieve the protectionist
policy. The first is through imposing tariffa on foreign
competing goods by the government concerned. By applying
this method, foreign goods will be 80ld in local markets
at very high prices. The natives will not be able to
arford those prioes, so they will dbe, in a way, forced to
consume the locally made products. This will encourage the
domestic industry which presumably will increase employaent
of both physical resources and manpower. The other msthod
is subsidizing the local industries without imposing
tariffs on foreign made gooda.6 The aim of the subsidy 1is
to snable the local industry's goods to be sold at low
pPrices so they can compete with foreign goods. The tariff
method 18 more widely accepted by the natians of the world
than the subsidy method.

Generally, protection in any reasonable form will
stimulate new investments in a oountry. The investors will
feel that they are secure in their investaents and that they
will not become victims of oompetitive foreign goods.

C. ¥World Cooperation and Import-Substitution
An added condition for a climate suitable for import-
substitution 1s the existence of sincere intention on the

part of the developed ccountries to help the poor nations to

6c. A. Cooper and F, B, lMagsell, "“Towards a General
Theory of Customs Uniona for Developing Countries,”

ﬁ%c arl S?zagﬁk 1n. (Rew or§£ Hﬁ2125§1&5§g§$a§9gé). PP. 2?6-2?9.
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industrialize, Of course, the principal responsibllity of
industrialization in the underdeveloped countries is from
the people of those countriegs. But without outside
cooperation, industrialization through import-substitution
ocould be an elusive dream, For example, a 19351 report of
the United Nations claimed that 19 billion dollars must be
invested annually in the underdeveloped countries if per
capita income is to rsige by a mere two per cent annually.7
This amount of investment i1s beyond the means of poor
countries; reliance upon international cooperation 1is,
therefore, necessary.

There are two basic reasens for the necesassity of
world cooperation. First, as implied above, the inadequate
anount of savings generated in underdeveloped nations
results in the inability to provide internally the capital
and the foreign exchange which are need for economic
development. Becauge of the near-subsistence levels of
income, saving can hardly come from reduced consumption
and, although some new saving can be derived from
increases in GNP, this amount i3 seldom adequato.a
As Professor Higgins states, "The most obvious thing that
foreign ald does i1s to fill the gap between capital

7United Nations, agu Lox Egggg?;c Qg;gloggeg;
Under-Developed Couptries, (New York, » Pe 70, %

(New Yorki HoGraw Bill, 19630, poe 3Tegob o eants



requirements for take-off into sustained growth and
domestic capacity for savings and 1nvestmant.“9 wWithout
the help of foreign capital it would be very difficult for
many underdeveloped countries to import the capital goods
necegsary for import-stbstitution.

Second, many countries lack the ability to profitably
use capital even if it could be provided in adequate
quantities. The ability of a country to use a given amount
of capital 1s termed the "absgortive capaolty.“lo

Caplital absortive capacity is limited by the degree
a country is able to organize, manage, implement and use
caplital productively in economic projects. Foreign
technical aasiatance may enhance such limit, especially
in those projects which are technologically complicated.

It 1s hazardous, however, to try to estimate the technical
absortive capacity since different countries have different
states of economic dovolopment.ll

International help can take two forms: private or

governmental. Private foreign inveatment can be encouraged

by the richer nations through such msethods as direct

9Benjam1n Higglins, fégg?g;g Qggglggg%gg. (New York:
W. W. Norton and Company, » PP. G .
1%rvia., pp. 57 -580.

llyax F. M11l1ikan and W. W. Bostow, A Froposal: Key
§%5%% §I£§%§$!2 Foreizn Polioy, (New York: Harpsr & Brother,
L ] p. o’ L]
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subsgidies, guarantees, and tax credits for types of foreign
investment which contribute to the development of poor
nations., If firms could have tax exemptions on income left
in underdeveloped countrieg, private foreign investment
would increase; this type of scheme might be usgeful in
encouraging private investment in import-substitution
industries. The i1dea of foreign investment, however, is
suspect in many underdeveloped nations because a large
portion of such capital has been in export-oriented
extractive industries rather than in projects which make a

greater contribution to development.12

wWorld cooperation
by means of governments has been used extensively in the
reriod following World War II. This method may take the
form of financial or technical aid or dboth. Underdeveloped
countries ocould borrow from other countries, especially
from the advanced countries of the world which have a
capital surplus. These loans could be in the form of

either financial or technical aid or both.

12

walter Krause, Lgf%igﬁglggg% %ggggg;cg. (Geneva:
Houghton Mifflin Company, s P. 470,



IV. RRBASONS FOR IM¥PORT=SUBSTITUTION
IN UNDERDEVZLOPED COUNTRIES

There are many reasons to Justify the movement of
underdeveloped countries toward an import-subsgtitution
policy. Three main reasons, however, will be discussed
below: (a) the advancement of technology in the advanced
countries and its impact on the economic policies in the
underdeveloped countries; (b) the deterioration of the
terms of trade of primary products; (c) the law of
conparative advantage of primary-products producing countries.
A, The Advanceament of Technology in Advanced Countries

and Its Impact on the Economic Policles in
Underdeveloped Countries

Technology has widely spread and has been fully
utilized in all aspects of economic life in the advanced
nations of the world, Ironically enough, the spread of
technology has left aany nations in the underdeveloped areas
with a wider economic gap than ever before. It has played a
ma jJor role in deteriorating the terms of trade for primary-
products. Rence, the spread of teohnology has had the
effect of hurting those countries instead of helping them.
Due to advancement of technology, synthetics have been
subsgtituted for primary-products, which meens less usage

«15-
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of primary=-products in the world market. As a result of
this situation, exports of primary-products have been
retarded. The adverse effects of such advancement have
been so alarming that this subject was one of the major
topics discussed at the United Nations conference on trade
and development which was held in Geneva in 196’4.13
Regarding the outcome of the United Katlons
Conference on Trade and Developzent, there was disagreement
on many subjects, Concerning the problems of primary-
products, the soclution to the problem of 1 w prices ranged
betwean improving market access and market stabllization
by meansg of international agreement, The 'amarket acceass!
proposal had been advanced by the United 3tates of
America and Britian. The ‘market organization' scheme had
been supported by France and the Europsan Common rarket
gstates, No conclusive policy proposals resulted; the cholce
of methods was left to the cholce of individual nations.lb
There were also different varioua views about the way the
underdeveloped countries should industrialize, ‘'While the
Conference was in general agreement as to the role of
induatrial development as a means for accelerating eccnomic

growth, there were however expressed very divergent

13Raul Prebisch, T s A Nex Trade P or
Development, (New York "%%gfgi Natlons, I§‘E§. pp.irf-lz.

ll*ﬂm'ry G. Johnson, Economic Policles Toward Less
Dezg%gggd Count s+ (Washington, D.C.: The Brookings
Inst tution. 9 ? [ po 350
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views...as to which inrdustries constitute the nucleus of
industrialization end which 1ndustries should first be
developed.”15

True, that the industrialized countries of the
world, which are simultaneously primary-products producing
countries, have also been affected by the world-wide spread
of technology. But the blow has been the hardest for the
countries whose economy depends on producing one or two
primary-products, such as Venezuela, where ninety per oent
of its annual exports is of petroleum.16

However, emphasis 1s made that technology rer se 1is
not harmful. It is the inequality of its international
usege wnich is destructive for underdeveloped countries.
Even in the event of introducing tecnnology, the country
1s expected to go through a period of read jusatment in the
structure of the aconomy. The process could be tedious,
gevare, and lengtay in nature.

The discussion of the advancement of technology
leads ua to the discussion of another important aspect of
economic complication from which the nderdeveloped scountries

suffer, nanely, the deterioration of their terms of trade.

15United Nations, Proceedings of United Nations

Conference on Trade and Development, Trade in gfacguigs
(E/CONP. 46/141, Vol. IV, 1964) (New York: « P. 137,

10Ben jamin Biggins, 9p. clt., pp. 284-286.
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B. The Deterioration of the Terms of Trade

The subject of the advancenment of technology and the
terms of trade are so interrelated that they could be
discussed togetlhier. The terms of trade are the ratis of
sxport prices to import prices.

The serious problem is that the terms of trade for
primary~products tends to deteriorate proportionately to
manufactured goods. The cause of this deterioration, in
additlon to that of the advancement of technolegy which
has been discussed above and which reduced the demand for
primary-products in the world merket, is twofold. A first
case 1s the inelasticity of international denard for
primary-products, This means that the quantity demanded
for primary-products is insensitive tc the fluctuation nf
the prices. Secondly, the quality of primary-products
does not usually inprove nuch over tiue, while the
production of manufactured goods improves tremendously.

For example, two units of manufactured gcods could have
been traded for one unit of primary-products ten years ago.
Currently, the trader of the uanufactured goods would ask
for three units of primary-products for each unit of his
ranuractured goods, Yet this may not be a deterioration
of the terms of trade because the primary-~producer 1s
paying for a better manufactured good,

Nevertheless, the problems of the terms of trade have

preoccupied many economists. Professor Nichelas Kaldor
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of Kingt's College, Cambridge, in his article, "Stablilizing

The Terms of Trade in Underdeveloped Countries,” has stated
some startling figures about the alarming situation of the

terms of trade in those countries:

While the quantum of exports of under-
developed countries increased by some thirty
per cent, from 1955 to 1961 the value of
their exports has risen by ly sixteen per
cent, and much of this reflects the rise of
pestroleum exports which only benerited
Venezuela and a limiyad group of countries
in the Middle East.

Elaborating on the same point, another economist, Raul
Freblsch, referring to Latin America, has dramatically des-
cribed the situation of the terms of trade as follows:

If the average terms of trade for the period

1950-1954 are selected as a yardstick, the

effect of the deterioration in 1955-1960 can

be estimated at 7,400 million dollars. In

other words, more than 60 par cent of the

annual increment iiaexports was wiped out by

the deterioration.

Regarding the same problem of deterioration of the
texrms of trade, a group of "distinct economists,” as quoted
by Professor Morgan, warns that a slight cut in the prices

of primary-products would have the effect of "a cut of

17
Nicholas Kaldor, Eﬁgngg;c i L%t;g
ﬁgg;fgg. (United Nations: ew York, *9%%5. sgf. ) R

+ March, 196).

18gaul Prebisch
Ig?g;gg ngsn;g QzI°%¥EEQEE
Policy For Latin Amoriéa. New !ggk: nited Nations,

1963)0 po 78.
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billions of dollars in ald to undexrdeveloped countries"19
because of the loss of income,

The above quotations lndicate that deterloration
in the terms of trade have had an adverse effect or the
economy of the underdeveloped countries of the world. The
prices of prirary-products have not been rising as fast as
the prices of the manufactured goods. These countrles are
giving up more units of exports of primary-products in
order to have a unlt of lmport in manufactured goods.

It 13 important to notice that the prices of primary-
products do not fall per se, but thonse prices do riot
rise as quicXly as the prices of manufactured goods. in
other words, the demand [or those products does not rise
&3 quickly as the demand of manufactured goods in the
world narket, which wakes 1t extremely dirfficult for
uncerdeveloped cowtrles to flunance thelr econonic
cdevelopment projects by means of ilnternational trade,

Trhe informatlor. in Table (1) 1llustrates the
deterioretion in the terms of trade of primary-products.
Eeadirg the Table indicates that by using the period of
1E76-1880 as a base, equal to one hundred per cent, the
terns of trade tend to decline for raw materiais in relation

to manufactured goods. In the period 1946-1947 the raw

l9Theodor Morgan, "Trends of Trade and Thelir

Repercussions on Frimary Producers,"” ;gggggggﬁgggg_ggggg
Iheory in & Developing World, ed. by Roy Harrod and Douglas

Hague (New York: 3t. Martin Preas, Inc., 1963), pp. 54<55,



materials lost about one thirxd, percentage-wise, of thelr

original prices.

TABLE 1: RATIO OF PRICES OF RAW MATERIALS TO THOSE O
MANUFACTURED GOOD3® (BASE: 1876-80 = 100)4°

AMOUNT OF MANUFACTURED GOODS
OBTAINABLE FOR A GIVEN QUANTITY

PERIOD OF RAW MATERIALS

1876-1880 100.00

1881-1885 102 .4

1886-1890 96.3

1891-1895 90.1

18961900 87.1

1901-1905 8.6

1906-1910 85.8

1911-1913 85.8

® & &6 & 00 0 o ....‘

19261930 73 .3

1931-1935 62.0

1936=1938 64,1

eeo00 o0 b e cl..”

aAverugo import and export prices, according to
Board of Treade data.

*The missing years are wWar years,

Source:

Lake Suoeosn. n » The gggagg;g

%%%%lg¥§§§2'§£ ng%g,gggz;gg. Lake Success,

UN, Pogt ga;;é.& ations in Irads Bstween

20ya1ter Krause, Bpongmic ngz§%§§§ga§. (San Prancisco:
wadsworth Publishing Company, Inc., » P. 39.
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C. The lawxw of Comparative Advantage and Underdeveloped
Countries

The concept of comparative advantage, or as some
economists may call it, "international specialization of
production," rests on the classical assumption which says
that, "A country will gain economically if it concentrates
its productive effort along those lines in which it has the
greatest comparative advantage or the least comparative
disadvantage and, then trades with other countries. "2l

This concept has been adhered to in the case of
underdeveloped countries of the world. The supporters of
this principle advocate that it 18 in the best interest of
the countries concerned to speclalize in the products
which yleld the most galns for them. This concept has
been continuously criticized in recent years and the
criticism 18 s8till growing.

The rest of thls section 1s devoted to the views of
the group of economists who advocate that international
épocializatlon has historically worked against the interests
of the underdeveloped countries, and that leaving the
situation as 1t 1s will worsen their lot and weaken their
economies rather than improve then.

Although these economists reallize that loglcally
the law of comparative advantage allows for the

developmnent of new enterprises, they believe that in

2lyalter Krause, op. cit., pp. l1-12.
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reality specialization 1s equivalent to keeping countries
as they are (i.e., primary-product producers with a
majority of the population living off agrioculture). If
specialization 1s left to the world market, primary producers
will have a very difficult time developing any type of
manufacturing industry. According to wWalter Krause, given
the present pattern of trade between the developed and
underdeveloped countries, "The raw materials producers are
handicapped in any attempt to make or acquire new
1ndultry...“22 Many economists believe that the continued
reliance upon primary-products has been the cause of a
widening gap between underdeveloped nations and the
advanced, industrial nations of the world. This gap
causes "discrepancies between their respective abllities
to accumulate capital...Thus there exists an obvious
disequilibrium of the Internal Division of Labor. *¢3

Spscialization theoretiocally suggests, "that trade
starts a movement toward income equalization." Yet, in a
dynamic world situation, "a quite normal result of
unhampered trade between the two countries, of which one
18 industrial and the other underdeveloped, 1s the

initiation of a cumulative process toward the izpoverishnent

2271p14., PP. 132-133.

23
Gunnar Myrdal ch ng%f and Poor, (New York:
Harper and Brothers, 155? v PDe -53. 35. 101,
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and stagnation of the lnttor."zu The causes of the economic
disadvantage of reliance upon primary-products have been
diecussed in depth in the gection on declining terme of
trade in this pajper,

Proponents of the theory of comparative advantage
often argue that it ehould bve interpreted in such a way as
to include development of industries in which an under-
developad country will have a future comparative advantage.
However, this defense of the comparative advantage theory
is weal because the knowledge required to project a future
comparative advantage 1s too difficult to gather,
especlally when one considersgs that there are often a lack
of well organized narkets and other economic statiastics
which are necessary when making projections.

The theorists who favor development by comperative
advantage generally assume free international trade. But,
in reality, the primary producers face tariffs, par-
tiocularly on ;grioultural produsts. Thus, in many cases
primary-producers cannot take full advantage of those
goods which they »roduce comparatively cheaper. Likewise,
the theory of comparative advantage fails to consider
non-market faoctors such as national pride which comes to
underdeveloped sountries upon the building of factories.

Another contributing factor which discredits the

ZQWaltor Krause, op. cit., p. 311.
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thieory of comparative advantage is that this law assumas
full employment, when ln fact, most underdevelopred countries
suffer either from underemployment of their resources or
mass unemployment of their labor force. Thus, the social
opportunity coat of any rumber of new enterprrises will be
near zero, even though the cost to an iadividual
entrepreneur may be comparatively high,

Zconomists who take a historical approach to
development have a further criticism of development by
comparative advantage: the present developed countries
3di1d not rely heavily on comparative advantage to develop.
The United 3States, for example, relied on protective
tariffs in its early stages of development. Why then,
should not underdeveloped countrles follow the historically
successful strategy of development via protection?

The impact of technology, the long-run decline in
the terms of trade for primary-products, and the short-
comings in the law of comparative advantage could be
presented, independently, as reasons for the desirability
of an import-substitution policy. The combination of these
three arguments builds a strong case for import-
substitution policies which could change the present
gstructure of international trade between the rich lands

and the poor.



V. PROBLEMS AND CASE STUDIES Or IMPORT-SUBSTITUTION
IN UNDERDEVELOPED COUNTRIES

An import-substitution policy, as any other
industrialization program in an underdeveloped country,
helps to remove some of the "disgulsed unemployment" from
agriculture to the import-substitution producing sectors
of the economy. This tends to increase productivity of
the economy as a whole.

There are several shortcomings, however, which
undermine the policy of import-substitution. 3ome of these
shortcomings are discussed below.as
(a) One of the difficulties i1s that industrialization
through import-substituion has its own limita, because
the import-substitution sector 1s a light industry sector
in nature. Ir other words, this method of industrialization
has a point of saturation beyond which it cannot go any
further; if heavy industry 1s deemed desirable, more
capital and more technology will be required for the next
stage. Furthermore, the more a country expands its
industrialization through substitution, the more its

imports will be of either raw materials or intermediate

257ames D. Theberge, Economicg of Irade and
ngg%gfgg%g. (New York: John wiiey & Sons, Inc., 1968),
PPD. -5 and Marila Conceicao Tavares, '"The Growth and
Decline of Import Substitution Brazil," E%QEQELQ etin for
Latin America, Vol. IX, No. 1, March, 1964, pp. 6=«7.
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goods or both. This, by itself, 18 an economic

burden.

{b) Industrialization through import-substitution has
been a result of outside pressures which are beyond the
control of the country, as well as the result of import
restrictions or ban of imports. The policy of import-
gsubstituticn has been the outcome of major historical events,
such ag& the Great Depression of the ninetsen thirties or
the Second World war. These and similar events have
interrupted the importation of goods to underdeveloped
countries and have given the opportunity for spontaneous
import~-gubgtitution policy to develop. Thus, some import-
substitution units have been producing goods that are not
essential for the country's ecoricmy, regardless of the
cost. To 1llustrate this last point consider the following
hypothetical case. Assume that Country A has been
importing cosmetics from Country B for a number of years;
suddenly a major historical event has occurred that
interrupted international trade and, hence, the import of
cosmetics to Country A. In Country A a case for importe
substitution has developsd; cosmetics can be produced
internally with a ready market to absorbd the production.
This 1llustrates what economists James D. Theberge and

Maria Conceicao Tavares claim of non-essential goods.26

261b1d., Theberge, pp. 511-512 and Conceicao
Tavares, pp. 6=7.



{c) Though protectionism is a necessary toel for the
implementation of a successful import-substitution policy,
excessive protectionism may prove harmful. ZExcessive
protectionism will sdversely affect competition and
efficiency. In the particular absence of governnental
pPrice wage control, harmful inflation occurs.
(d) The sige of the market is a very decisive element.
Most often, underdeveloped countries are producing on a
large scale, while they have small markets to absorb the
production which the import-substitution seotor may
produce. In other words, the situation of most markets
in underdeveloped countries does not allow the economiles
of scale to function properly. Also, these countries are
pPrimarily producing for a domestic narket and they cannot
depsnd on international markets. These circumstances may
favor single-product markets where one firm dcminates.
Since the whole i1dea behind the import-substitution policy
18 to give the underdeveloped countries some independence
from the international market, this independence fails to
improve because those countries are becoming more and more
dependent on the advanced countrles for capital goods. A
vicious circle exists.

Infrastructure also 1s a cruclal element which
severely 1limits the markets of underdeveloped countries.
For example, 1t 1s typically in underdeveloped countries

that the citizens of major cities in those countries enjoy
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conguner goods which are uninown to the reople of the
reaote aress of those sountries, An important reason
for this is the lack of adequats transportation,

(a) Most of the import-sudgtitution sector is financed
by foreign capital. Investors who are sccougtozed to the
uze of nodern teshnology which sulits moat coumnunities in
advanced foreign countries 4o not take into account the
sooial and economio circumstances which prevail in the
underdeveloped countries,

(f) Anrother dafect which 18 related to the last ohe 1isa
the problems of & lack of sKilled labor and scarce capital
faced by technologicsl application, This prodblem is a
tremndous one becruse of the time required te dsvelop an
arzy of skilled laborsrs to neet the demnmnd the importe
gubstitution sector requires.

The scarcity of capital 12 an unsolved problem in
underdeveloped countries. 3ome economigts suggest that
undsrdeveloped countries should iaplement the lador
intengive method whersver labor 1s abundant, However, the
argument about which aethod to be used 1s beyond the sscope
of the pregent study. J3uffice it to point out that the
problen of the soercity of capital is orucial. This will
bo briefly discuseed later.

For sPeoifio examples, three case~studies for three
different countries are desorided bslow., These countries

axve Brazil, India, and kKigseria. The cholce of these
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particular countries 1s only due to the availability

of sources,

A. BRAZIL:
The cause for the flourishing import-subsgstitution
gector in Brazil has been due to the decline in export

earnlngs;27

and is also due to external crises, such ag
war, which nad the effect of limiting imports from
industrialized countries. Moreover, the government of
5razil has played a major role in sacouraging tre import-
substituvtion sector,

Irn 1955, the Erazilian government established some
rules to allow forelgr investors in Brazll to import
capital goods Af the investment proved to be of vital
interest to the economy of Brazil. Hence, investment 1n
some baglc industries took place as in the case of the
steel and the automobile industries which grew par-
ticularly after world war II, Furthermore, the Brazilian
government protected local 1lndustries by the means of a
tariff and extended this protection to newly manufactured

goods produced in Brazil, regardless of whether or not

these manufactured goods were financed by foreign or

274erner Baer and Isaac Kerstentetzky, "Import
Substitution and Industrialization in B8razil," American

Economic Review, May, 1964, Vol. LIV, pp. 411-438, and

werner Baer, Igggggr;allzggégg and Eggngg%c ngﬁéggﬁggg
in Brazjl, (Homewood: Rich D. Irwin, Inc., é

pp. 138=44,
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natioral capital, This procedure was callel the '"Law of
2imilars,” and hed bdesn used as a criterion ia protecting
Brazllian produced goods {ronr foreizn competing goods.

In summary, the Brazillan government has been
offering protection for any needed industry in Brazil by
closing the d9oor on imports from forelgn competing goods.

The effest of industrialization through import-
substitution on ecomomic 1life in Brazil was spectacular.
Economic growth has been achleving a very impressive rate
which could be legitimately attributed to industrialization
through import-substitution. The information in Table (2)
indicates an 1dea about the situation of economic growth
of Brazil.

The rate of real growth irn Brazil during the period
1962-1966 fluctuates. The rates of real growth for the
period were five and one-tenth percent in 1962, two percent
in 1963, three percent in 1964, three and eight-tenths
percent in 1965, and four and six~tenths percent in 1966,
No reason has been given for these fluctuations., However,
they could bde attridbuted to the fact that in the early
stages of economic development, countries achieve a higher
rate of growth than in later stages, as happened in the
USSR after the 1917 revolution, and ir West Germany after

world Yar 11.28

287ne rates of growth for the periods 1963-1966 were

calculated from the 1965 United Nations Statistical Yearbook,
P. 550.



«J2=

LABLE 2: INDICATORS OF BRasIl'S GROWIH AND r GREIGN FOSITIszg

FIXED RATE OF THERMS H<XPORT BALANCE  FOREIGY
INVESIMENDS REAL OF QUANTU#X OF PaX- DIRECT
GNF (FER=- GROWTH TRADE (1953= MENTS : INVESD =
CENTAGES) (1953= 100) CURKENT  MEMT

100) ACCOUNT (MIZLLIONS

BALANCE OF U.S.
(MILLIONS DOLLAAS)

OF U.S.
DOLLARS )
YD a0s 17 1.6 4s 127 n.a, n.a.
1948 ... 16 9.5 Ll 131 n.a, n.a.
1949 ,.. 15 5.6 53 117 n.a, n.a.
1950 ... 13 5.0 93 102 +104 28
1952 ... 16 5.6 90 90 -709 118
1953 ... 13 3.2 100 100 + 17 106
1954 ... 17 7.7 134 86 =235 75
1955 ... 14 6.8 118 100 - 3% 106
1956 ... 13 1.9 113 108 + 7 248
1958 ... 14 6.6 119 96 =266 230
1959 ... 16 7.3 109 117 =311 214
1960 ... 15 6.3 1M 11¢ =509 137
1961 ... n.a. 7.7 97 128 -241 169
s>ources: Fundacao Getulio, Vargas, Conjuntura oon m ca ard

HReviste Braglleira gde Wo &, /larco,
AUNMOC, Boletin, iralo, -

One problem of industrialization, however, is that it
18 capital intensive and not labor intensive. However,
this 18 not an immediate danger becaugse industrailiecation
in underdeveloped countries will eliminate "disguiued

unerployment" and increase the general productivity of the

zgwerner Baer and Isaac Kerstenetzky, "Import

Substitution 1n Brazil," American Zconomic Review, LIV
(t-ﬂy. 196“). P. 015.
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courtry as a whole. Ffor example, the Volkswaxonr auto
factory has increased 1ts labor forces thirty-two times in
the last thirteen years. 1In 1957, Volkswagon was employing
seven hundred and fifty-six and now twenty=three thousand
employees in 19?0.30 Industrialization would be expected
to attract workers from the agriculture sector.

The purchasing power in the Rrazilian market 1is
expanding. ©One may argue, however, that there are too many
automobile firms, taking into accourt the size of the
market, to secure profitable business for all of them.
Furthermore, an element which could be alarming for the
Brazlilian economy, is the fact that a large share of private
forelgn investment 13 financing the import-substitution
sector. This sgituation will increase the dependence of
Brazil's industry on foreign investment instead of building
its own capital. However, srazll's economic problems have
not completely been solved "since lags occurred in such
sectors as agriculture, infrastructure facilities, and

there still exists little effort to diversity exports."31

30rhe Christian Science Monitor, July 23, 1970,
Boston, p. 10,

31derner Baer and Isaac Kerstenetzky, op. cit.,
p. 424,
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B. FIGERIA:

The Nigerian experience is different from that of
Brazil. Nigeria's industrialization efforts are highly
connected with the country's primary products. Nigeria
concentrates in the field of processing, but the motives
behind the development of the import-substitution are
similar to those of Brazil's. Nigeria has a good systen
of transportation which ties the country together. ihis
system has helped in expanding industrialization through
import-substitution. AaAlsc, protection for local products
is high in the form of tariffs on imported goods. I'hese
tariffs are as high as fifty-five per cent of import

competing goods.32

Nevertheless, the slze of market is
decisive in higeria because of 1ts relative smallness.
rPrivate foreign investment in Nigerias 1s at the
gsame level as in 5razil, if not higher, but in iNigeria
"“foreign managers and technicalities account for thirty per
cent of the tgtal labor cost."33 The experience of import-
substitution in xigeiris 1s remarkably different than that
of Brazil. Nigeria 1s more engaged in light industries.

£xamples are the cigzarette and the beer industrles.Bu

32Ipsd., p. zE.

3peter x1lby, Industrialization In An QOpen iZconomy:
Nigeria, 1965-1966, (Cambridge: The University esg, T9£9},
p. 29.

3%1b14., pp. &2-100.



=35~

In the case of cigarette production, the data in Tabdble (3)
indiocates the tremendous growth in the industry for the
period 1939-1965. In 1939, 1t was 173 million cigarettes,
while in 1965 it was 4,783 million. This was at the
expense of a severe decline in imported cigarettes.
Imported oigarettes were about 285 million in 1939 and
declined to 54 million oclgarettes in 1965.

TABLE 3: THE GROS?H OF DOMESTIC CIGARETTE PRODUCTIO IN
NIGERIA

(M1llions of Cigarettes)
2e3egtic Froduction® igporte

1939 1?73 285
1%0 do0 1“5
1941 271 224
1942 03 219
1943 11 172
1944 659 160
1945 522 178
1946 559 282
1947 697 430
1948 729 263
1949 739 5

1950 901 uzu
1951 1.397 207
1952 1,932 75
185 2,126 92
195 2,250 &4
1955 2,506 79
1956 2,650 by,
1957 2,188 64
1958 2,953 78
1959 2,749 61
1960 2,871 104
1961 3,353 1068
1962 3,588 ?73

*Excludes home-made and snuggled clzarettes.

351p3d.. p. €2.
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TABLE 3J~<-Continued

(¥illlons of Cigearettes)
Rempetln Froduction® dmperte

If

196 4,040 104
196 4,126 7
1965 6,783 sb

*Excludes home-made and smuggled cigarettes.

Sources: Unitad Hations, » Various
years; and Fede Office of etice Trade
Report, various years.

However, tazxation on imported cigarettes 1s
extremely high. It 1s eighty per cent of the value of
imported eig.reteoa.36

The development of the ocigarette industry, however,
1s flourishing by the imposition of protestive tariffas.

One point against this situation 1s that., althocugh the
tobaceco industry helve the countyry Hy eaving foreign
exchange and possidly helping to 4ecrease unemployaent on
a szmall scale, the faot remains that the oigarette industry
in Nigeria 1is legitimately considered a consumption good.
The capital could have dean invested on industry of a aoTe
basic nature. This Gquestien, moreover, ocould lead to
fruitless debates adbout the availadbility of such

361v44., p. 26.



possibilities and capabllity of buillding more basic
industries in Nigeria.

The situation in the beer industry almost is the sane
as that in the cigarette industry, except that the beer
indqustry has lower tariffs imposed on it. The brewing
industry, however, 1s financed by foreign capital with
little effect on unemploymesnt, since the industry is ‘'of
highly automated, ocapital-intensive tochnology.”37

The Nigerian case can be summarized by noting that
the large part of the import-substitution industrialization
sector wag initiated by individual firms which already hed
comzercial interest in the Nigerian Market. 3Shielded by
protection, these firms have had the market ready for
them to start substituting and producing local products.
The import-substitution procedure in Nigeria 18 engaged
mainly in the consumer-~goods industry, rather than durable
goods induatry, as in the case of Brazil and India.
Nevertheless, aocording to Professor Gerald K. Helleiner
some heavy industries, such as iron and steel factories,
are being considerea.®

Nigeria has experienced corncentration on light

industries which may adversely affect the economy in

B?M't p. 97.

38cerald K. Helleiner, Pea gizig%ﬁggxg.
ST, 0 agums, i St TRahe

v Pe 3
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the long run. In spite of this, ililgeria has increased 1its
economic status and successfully attracted a host of

foreign investors.

C. 1IXDIA:

Though the situation of import-substitutior of India
is basically similar to that of Brazil and :igeria, the
experience of 1ts import-substitution policy 1s unique.

In both XNigerla and Brazil, governments have interfered
only to protect private enterprise from foreign goods,
while in India the situation i1s described best as India’'s
industrialization 1s neilther planned nor left completely to
free enterprise, 1in the sense that there are some major
econouic proJjects which are adopted by the government and
others by private firms. \everthealess, the dlleuna in
India 18 that it 18 extremely difficult to create some sort
of coordination betweer the government sector and the
orivate sector which makes 1t hard to substantially carry
out the economic programs.

The Indian authorities, realizing the desperate
economic situation of thelr country, have tried to
introduce industrialization to India. The Indian govern-
mant stresses that industrialization shcould %e rapid in
order to create more Jobs and eliminate poverty. [o
achieve this, India emphasizes the importance of bullding
hesevy industry:

Rapid industrialization 1s the core of
development. 2ut if industrialization



12 to be rapid enciizh, the country =ust

2} 1 develonring industries which meake the
nachinee needed for the larger numdber of
irdustries in the fleld of consumer zZoods
and intermediate products. This 1s possidle
orily 1f substantial expansion is undertaken
in iron and sgteel, ron-ferrous metals,

coal, cement, heavy cnemicals agg other
industries of basioc importance,

But, industrializastion takeaes more than impressive
and enthusiastic statements to Ve realized. The problens
of the India import-subgtitution differ completely from the
other two case-sztudies, 1lndia's problem 1s not the sige of
the xzarket per se. <In one hand India has a physically
large market since 1ts poputlation ranks second only to
China, B5ut this huge porulation is poverty-stricken and
the purchasing power 1is deploradly ineffective, which limits
the size of the market.

“any of these industries are surprisingly tiny.

rhere are four wwits that produce passenger

cars, but the total annual production is

not over Z2¢5,C00. I onestis refriceaeratorsg,

wagshing machines, dryersg, vacuum cleaners,

ceneras, watches, clocks, motorcyeles,

etc...are produced a few thousarnd srti&bos

annually anrd by nurerous anall rlants.”

In the c¢zge in which the ndiar sovernment has

atteipted to rlan subsgtituvtion through dlannirz, 1t has

beer. hindereld by nany obatacles., “or exanple, iata fovr

395. chandrasekhar Angrican Ald Ingif'g ?agngggc
levelopuent., (Frederick a: Praeger, Publ%ggers. £)s PP. 104,

4oy, 3, Varticar, Commercial FPolicy and Hconomic

QEVELQEESHE ' (Lew York: irederick a, iratger,
fublishers, *%69;, i 110,
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adequate planning have not been svallable for prediction

of the economlc situation, "ihus, imports cduring 1956-1961
totaled more than eleven blllion dollars, scme twerty per
b1

cent above the plan projection.' this situation has

been due to an underestimation of imports of both capiltal
and consumer goods.42

Another problem facing the development of the
planned import-substitution policy 1s the high cost of
the substitutes, *...tilres made by a foreilgn company which
always lmported rayon fibres have now substituted domestic
fibres. :'or comparable quantitles, rayon ccsts have
increased by thirty-flve to fifty per cent."“3 digh cost
nroducts will deiay the time when India could comspete 1o
the irnternational market. However, ihe hilgh «:08t protlem
1s a characteristic which accompanies the develorazent of
1aport-substitation producte in most underdevaloped
countries,

T"rangportetion is anrother factor which limits the
slze of the marxet. 1Indila nas & good system of rallroads
and some mainrn highways. .Aside from this, Indlia's regions

are i1solate<s,

“*wzlfred Malenvaum, "Comparatlve Cost and Zconornlc
Development: The :xperience of India," Aamerican :Zconomic

Review, May, 1964, vol. LIV, p. 395.

“21pi1d., p. 395.
531b1d., p. 396.
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lronically enough, India's natural resources are
abundant, but India does not have the capital, the know-
how, or the entrepreneurship to extract and develop then.
This 1s the reason the iIndlan government does not act like
a "supervisor" as in Brazll and Nigeria but as an actual
partner or as a sole owner of economic projects, to help
in financing major industries.

studying the three cases, one can notice that there
are gome similarities and differences. Trhe simllarities
are in the procedure used to protect the import-substitution
sector from forelgn competing zoods in each couniry.
Busirnessmen, as well as sovernments, seem to be fully aware
of the fact that unless a certaln protectisnist policy
takes place, the import-substitutior. products are not
going to survive., In all three cases the market factor
15 a deternmining element ir declding whether to establish
an industry. In Indla, however, the market ir terms of
slze ard population is not small. But, the poverty
stricken Indlan population, large as it 1s, has too limited
of a purchasing power to spend on anything other than the
necessitlies of life.

Indla differs somewhat from Brazll and Kigerila.
I'ne market 1s physically limited in the latter two
countries due to thelr smaller populations. However the
per capita income in Brazil and Nigerla is higher than in

Indila., The differences among these case studles are in
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the declisionemaking of the 1ndividuals cor the gcvernment
agencles. Brazil has made its way to vertical industrialil-
zation and achleved a high economic growth rate, Nigeria

has invested in light industry »ullt on its prisary-

products. India has tried to diversify its industrialization.
All three countries have achleved varying degrees of

success through the application of import-substitution

policy.



Ve CONCLUSICN AND OBSERVATIONS

The results of this paper indicate that the under-
developed countries are desperately fighting their way
for a better life and a higher standard of living. Ffor
different reasons, 1ndustriallzation by means of import-
gsubgstitution has been heavily émphasizéd. By applying
this method, dlfferent'conﬁtrios have gone through
different experiences, depending on the availability of
capital, natural and human resgsources, entrepreneurship,
technological know-how, and the political and social
environment of the countries concerned. The theory of
comparative advantage has been working in favor of under-
developed countries, especlally in those countries which
are primary-product rroducers. rrotectionism 1s an
effective tool to protect the import-substitution sector
of the economy. It has helped in enlarging the foreign
exchange savings which can be ugsed now in durchasing
capital goods and machinery needed for advancing the
import-substitution sector. Protectionism can be a
gsuccessful instyrument, 1f applied correctly, to protect
the import-substitutior sector from foreign competing
goods and to give a chance for national industries to

grow without outside disturbhances, such as harmful

-43-
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conpetition from foreign coupeting goods. However, excessive
protectionisn i3 harmfnl; Lt ievites Loflstion snd encoursges
inefficiency. But, suthoritiss i{n underdeveloped coumtries can
slvays reosort to woge and Jrice contrel and sat 2 quality stean~
datd for products.

It has teen pointed out too that the stse of the market
ts 2n important facter (n deecfding whet to produce. wWe Basve scen
thet in the cnse of Indla, the eutomohtile industry is unecononizel,
not bocause of the porulation sise of the market, but “ecause of
other factors thich Liwit market size, such o8 low per capits (n-
core of the %eonle and sn (neffective transrortation systew in the
country., For saslicr merkets, as thoze io Wigeric end Bresil, the
worket has gen helied boccuse of the affactive surchnaing power of
the people. Bowewez, {n the loag run the gmdll size of the serket
{n both Brazil and Wi erfes will e a3 hindronce for the impartesud-
stitutton sector. The iudustries {a luese two coustries ewuld
1ook for &n outside cerket t3 survivo.

Alhwough the cvidepce from thz cise studies varies in its
degree of success in verioue countriss, icport-subgtitution can ha
an offective toal for (ndustrializetion in uoderdevaloped countrics.
The auccess of an impost-gudatitution ;olley depands on the condi-
tions uader which the {mport-sudstizution operstes. As the condi-
t{ons discusscd {n section II arve spprveched, tha probadbilicty of a
sucoesaful impert-subatitution pelicy {8 enhienced. Rawever, the
procoes of develomant is sarduous and the soeial, politiesl and
ecoudmic conditions differ fvom one countyy to another. Im coa-

clusion, say ettept to develnp ¢ universal formle for the laport-
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substitution policy will de d{fficulc.
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