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INTRODUCTION

It is well known that development is a multi-pronged process in the sense that
crucial economic variables are inter-related. What is not so clear quite often is how
a particular policy designed to affect one variable might affect other important
variables in the economy. But it is precisely this kind of information which is
essential for development planning. Before designing economic policies, it is
imperative that the simultaneity that exists between crucial economic variables
influencing macro -economic magnitudes is explicitly recognized. A neglect of such
analysis may lead to choosing of policies that dre self-defeating when their side-
effects are taken into account. The import-substitution policies followed in Pakistan
during the 1950s are a good example of a 'myopic' approach to economic policy.

Looking back at the 1950s, it seems that import substitution was first adopted
not as a well-thought out strategy for development, but as a spontaneous, even
emotional, reaction to the balance -of-payments problem that the country faced in
the wake of the Korean recession. And then there was a rising sentiment for import
substitution in developing countries. The intellectual support for this sentiment
came from famous economists like Allyn Young, Raul Prebisch and Gunnar Myrdal
who propounded such arguments as infant industry argument, existence of external
economies and infant economy argument, etc., in favour of protection. But perhaps
more important was the pressing need to solve the serious balance-of-payments
problems that most of the less-developed countries were facing. Besides, import-
substitution policy has some features that are attractive at early stages of
development. By shutting off imports, it secures an already-established market,
whose 'dimensions' are already known, instead of opting for the uncertainties of new
export markets, the dimensions of which are unknown. Import restrictions directly
raise the marginal propensity to invest in the protected industries. An additional
attraction of such a policy is that it helps the government in mobilizing domestic
resources through customs duties.



2 :These considerations must have been sufficient to convince the governments of
most of the underdeveloped countries to go for import-substitution policies.
;- ‘Pakistan followed suit because in its case both of the ‘basic’ justifications for
protection — viz. the desire {or should we say in this case, a need) to industrialize
and the balance-of-payments difficulties — were present. At the time of the
partition of the sub-continent, it had no industrial sector worth the name. Even
the basic consumer goods had to be imported but the country did not have enough
foreign exchange resources to meet its import requirements. Except during the
short respite provided by the Korean War boom, the country suffered from balance-
of -payments deficits from its inception. In the absence of sufficient foreign
exchange reseives, the collapse of export earnings after the Korean War made the
situation worse. To avoid disaster in the balance of payments, imports were
restricted.

In the 1950s, when the architects of Pakistan’s economy were preparing a
blueprint for planned growth in the country, they had two over-riding consider-
ations in mind: (i) they wanted io achieve a high rate of growth through industrial-
ization, and (ii) at the ‘same time, they wanted to steer the country out of the
balance -of -payments problems. The import.substituting policy presented itself as
the natural cure-all in keeping with the intellectual ethos in vogue at that time in
the area of development economics. The market for manufactured goods was
protected through tariffs, conirols and multiple-exchange rates. For some time the
strategy paid dividends — at leasi that is what appeared to most students of
Pakistan’s economy.

There were dissenting voices, however, — most audible among them having
been those of John Power, Syed Nawab Haider Naqvi and A. R. Khan All of them
reminded the planners of the all-too-well-known but often-neglected fact that
a country’s commitment to achieving an increased rate of growth had implications
for 2 number of things and that the feedback effects of such policies had o be taken
into consideration to make an informed judgment about the wisdom or otherwise of-
such a policy.

Power! pointed out that the import-control system which was being developed
in Pakistan was not derived from a careful analysis of the relative merits of various
import-competing and export industries based on comparative advantage, economies
of scale, external economies, marginal saving rates, etc. He maintained that since the
import-licensing system provided greater protection to finished consumption goods,
it generated allocative inefficiencies, which, by cutting into investable resources, was

‘John H. Power. “Industrialization in Pakistan: A Case of Frustrated Take-Off?”
Pakistan Deyelopment Review, Summer 1963. See also Syed Nawab Haider Naqvi’s introduction
--to the reprint of this article in the Pakistan Institute of Development Economics’s Reprint No. 1
in the Reprint Series in Pakistan Economics (Trade & Industry: Policies during the *50s and *60s).

“ Islamabad. December 1980,
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sure to frustrate the economy's possibility of a 'take-off. In a similar vein, Naqvi’
argued that the import-licensing system would not only slacken the pace of growth
but would also defeat the very purpose for which it was being designed, viz. to solve
the balance-of-payments problem. He argued that an optimum pattern of trade was
determined simultaneously with an optimum allocation of domestic resources.
Therefore, no lasting solution of the balance-of-payments problem could be found
without inducing an outflow of domestic resources from the import-substituting
industries to the export industries which reflected the country's comparative
advantage. The commercial policy in Pakistan had exactly the opposite effect:
that of making the import-substituting industries the net recipient of domestic
resources. No wonder, then, that the balance-of-payments problem defied the
'good' intentions of the policy makers.

A. R. Khan's article, "Import Substitution, Export Expansion and Con-
sumption Liberalization" deepened the understanding of the factors that make
a failure of every single-minded attempt to promote growth through import
substitution. He highlighted one of the key elements in the 'failure story' of the
import -substitution  strategy: the apparently paradoxical phenomenon of
"consumption liberalization". He explained the paradox — more apparent than real
— by pointing out that "once the production of a commodity that was formerly
imported is undertaken at home, its domestic absorption frequently exceeds what
would have been absorbed or demanded if the commodity had continued to be
imported. If the commodity is a consumption good, the effect of this is to liberalize
consumption, and the contribution to aggregate national saving and the development
effort is consequently diminished". From these insights it was only a short step
to conclude that since the process of industrialization in Psikistsn stsirtcd with
import substitution in consumer goods industries, it involved consumption liberal-
ization and hence a decrease in the marginal savings rate. A. R. Khan estimated a
normal rate of domestic absorption, consistent with the planned growth rate, by
using the target rate of marginal savings proposed by the First Five Year Plan. He
measured the level to which aggregate consumption had to be constrained to meet
that target. An expenditure elasticity of demand was used to meL.ure the level to
which the consumption of a particular commodity was to be restricted. By compar-
ing the actual consumption of some important consumer items with the "normal"
rate so estimated, he found that substantial consumption liberalization had taken
place over the period of his study (1955-56 - 1959-60).

The consumption -liberalization phenomenon in the export industry would
imply that the export surplus would be less than it would otherwise have been. Not
only that: the high degree of protection also means that the import-competing

Syed Nawab Haider NaqvL "The Balance-of-Payments Problem and Resource Allocation
in Pakistan - A Linear Programming Approach". Pakistan Development Review. Autumn 1963.
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activities will become more profitable and thus will attract resources from other
activities including those which involve potential exports.  Moreover, some
manufacturing industries which can produce for both the domestic market and
exports will put more effort into producing for the more profitable domestic market.
Also, once the excess productive capacity is created in the import-completing
industries, there is a tendency to utilize that capacity by increasing domestic
consumption through sales promotion. Thus the net result of protecting
manufacturing by tariffs is to introduce a home-market bias into manufacturing.

One can argue that what Khan considered to be "normal" domestic absorption
may not in fact have been so. As a matter of fact, Lewis and Soligo® criticized his
approach on the grounds that it was quite likely for the consumption levels of the
goods in question to be lower than they had been under conditions of relatively
free trade in undivided India. If this is correct, a part of what Khan called
"consumption liberalization" was simply returning to previous levels of
consumption. On the contrary, one can argue with greater force that since the
Partition was a once-over change, the levels of consumption in the pre - partition days
could not be considered normal for Pakistan in the post-Korean boom period. The
country had to find its own norms, given its resources, ideals and priorities. I think
Khan's approach was very much along these lines. He did not take the physical
consumption in the base period (1951-52—1954-55) to be normal as Lewis and
Soligo alleged him to have done. Rather, he defined it in relation to the target
marginal rate of savings postulated in the First Five Year Plan. If we assume that the
Plan reflected national priorities, then Khan's analysis was quite defensible. Of
course, this is not to say that the target marginal rate of savings as envisaged in the
First Plan was "optimal". Perhaps Khan should have made an effort to do his own
estimates of the optimal rate of domestic savings instead of proceeding with the
plan target rate which aimed at maximizing the rate of growth of GNP only, perhaps,
because one cannot be expected to do everything in one paper. However, it should
be remembered that Khan was writing at a time when maximization of the rate of
growth was almost universally accepted as a policy goal and increasing the rate of
savings was considered to be a prerequisite for triggering a "take-off, to use
Rostow's terminology. Later developments have cast serious doubts on the
desirability of both of these presumptions. Economists have come to realize that
economic prosperity does not necessarily follow from a high rate of savings or a high
rate of growth. Chasing these objectives to the neglect of other characteristics of the
growth process, especially income distribution and fulfilment of "basic needs",
may prove to be a wild-goose chase. From this point of view, his focus on increas-
ing the marginal savings rate was rather misplaced, although for non-essential

*S. R. Lewis and R. Soligo. "Growth and Structural Change in Pakistan's Manufacturing
Industry, 1954 to 1964". Pakistan Development Review. Spiing 1965. pp. 94-139.
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consumer items his analysis will still hold; and I think that a good part of the increase
in consumption belonged to that category.

For a model of pure import-substitution, his analysis was very relevant. The
case of Pakistan for the period 1955-56—1959-60, with which Khan’s study was
concerned, fitted quite nicely into that framework as import substitution and
domestic absorption were the predominant sources of growth in the manufacturing
output. However, later experience showed that shortly thereafter Pakistan went
through a transition from “inward-looking” policies to “outward-looking” policies.
In 1959-60 the Export Bonus Scheme was introduced, and even by the time Khan
wrote his article, it was showing its positive effects on export expansion. At the
same time, thanks to increased inflow of foreign capital, import controls were
liberalized. Many essential inputs which were previously in short supply became
increasingly available through higher imports. These developments, on the one hand,
made it possible to take the process .of import substitution from consumer-goods
industries to intermediate -goods industries and, on the other hand, made the foreign
sales in many manufacturing industries as attractive as the domestic sales.?

It is perhaps the neglect of these. developments that made Khan’s story less
applicable to later periods, but the story told was undoubtedly true, within the limits
of knowledge and experience obtaining in the 1960s. This is particularly true in the
case of non-essential consumer goods, in respect of which consumption liberalization
was most relevant. Khan made no pretensions at being prophetic or exhaustive, but
he still made a significant contribution. His study was a pioneering work in the area
of analysing the characteristic features of industrial growth in Pakistan. More
significantly, the paper had important policy implications. The moral of his story is
that import substitution may have been one of the roads leading to the goal of
industrialization, but it may not have been the best one.

(Dr.) Munawar Igbal
Research Economist
Pakistan Institute of

Development Economics
Islamabad

February 1981

4See Lewis and Soligo, op. cit,, and S. E. Guisinger’s “Patterns of Industrial Growth in
Pakistan”, Pakistan Development Review, Spring 1976,
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In recent literature attempts have been made, notably by Hollis B. Chenery,'
to analyse the factors responsible for industrialization. Based on an interindustry
input-output table, this type of analysis relates the growth of industrial output
to factors such as import substitution, domestic and foreign final demand expansion,
and the expansion of intermediate demand.

A similar analytical framework applied to the case of Pakistan would be
extremely useful in determining the pattern and characteristic features of our
industrial expansion. Attempts to prepare a workable input-output table are,
however, thwarted by the absence of necessary quantitative information.”> One,
therefore, has to settle for a much more modest analytical framework in order to
pursue a not very different objective.

THE PURPOSE OF THE STUDY

Consumer-goods industries, such as cotton textiles, started growing in Pakistan
with the policy of replacing imports by domestic production. It is widely believed
that in an import-competing industry any increase in domestic output represents
import substitution since in its absence imports would have been necessary to
maintain the same availabilities. The proposition however is incorrect. Once the
production of a commodity that was formerly imported is undertaken at home,
its domestic absorption frequently exceeds what would have been absorbed or
demanded if the commodity had continued to be imported. If the commodity is a

*The author, a Staff Economist at the [Pakistan] Institute of Development Economics,
Karachi, is indebted to Dr. John H. Power, Research Adviser at the Institute for his suggestions
about the approach followed in this paper. Theoretical and empirical work on the problem is
being continued at the Institute and results will be reported in due course of time.

'H. B. Chenery, "Patterns of Industrial Growth". American Economic Review, 1960.
pp. 624-654.
2

The results of a preliminary attempt undertaken at the [Pakistan] Institute of Develop-
ment Economics are reported in: John C. H. Fei et al. "A Preliminary Input-Output Table for
Large-Scale Industries in Pakistan". Pakistan Development Review. Spring 1962.
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consumption good, the effect of this is to liberalize consumption, and the
contribution to aggregate national saving and the development effort is consequently
diminished. ‘ -

To look at the same problem from another side, one can proceed as follows:
A country’s commitment to achieve an increased rate of growth has implications for
a number of things. An increased marginal saving rate has to be achieved. This
means that the growth of aggregate consumption has to be limited which in turn
means that the domestic consumption of individual commodities must be limited to
some “normal” level, This normal level of consumption (absorption) for a
commodity can be calculated on the basis of the permissible increase of aggregate
consumption expenditure together with the “normal” expenditure elasticity of
demand for that commodity. If in the process of import substitution, the output
of a consumption commodity becomes so great that™iormal domestic absorption is
exceeded, we shall say that domestic absorption of this commodity is being
liberalized. '

A similar result may occur in an export industry, Output may increase much
more rapidly than exports with the result that normal domestic absorption is
exceeded, This again would mean, for a consumption good, liberalization of
domestic consmmp’:ion.3 :

Let us put this more precisely by using an accounting relationship: change in
production (X) plus change in import (M) of any commodity always equals change in
domestic absorption (A) plus change in exports (E)

XAMaA+E (1)

Change in domestic absorption is the sum of the changes in normal absorption
(A,) and liberalized absorption (AD)

Substituting (2) into (1) and making some rearrangements, we get
X=(AA—M)+A1+E ................................ 3)

The first term of the right-hand side of Equation (3) shows the amount of import
substitution, the second shows liberalization of domestic absorption and the third
shows export expansion. Thus defined, a change in the output of an import-
competing industry will mean import substitution as long as it does not exceed the

: 3For a consumption good, the terms consumption liberalization and absorption
liberalization can be used interchangeably.
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change in normal domestic absorption less the change in import. Any increase in
output leading to a level of absorption in excess of normal means liberalization of
domestic absorption. The last statement holds also for an export industry.

The purpose of this study is to measure the amounts of import substitution,
consumption liberalization and export expansion for a number of important
consumption-goods industries and to see what this suggests about the impact of the
pattern of industrial growth on aggregate savings and the development effort.

THE MEASUREMENT OF NORMAL ABSORPTION

As stated above normal absorption has to be defined in relation to the growth
target or, to be more precise, to the target marginal rate of saving. In this study the
four immediate pre-plan years (1951-52 to 1954-55) are taken as the base, Mormal
absorption for a commodity for each year of the First-Five-Year-Plan period is then
measured as follows:

Using the target rate of marginal saving proposed by the First Plan, we measure
for each year the level to which aggregate consumption has to be consirained. Then,
an expenditure elasticity of demand (based usually on Pakistan and Indian estimates
obtained fromn cross-section data) is used to measure the level to which the
consumption of a particular commodity has to be constrained.

It is possible to measure normal absorption in a number of other ways. For
example, a second measure of normal absorption may be obtained on the assumption
of a more heroic growth target., One can contemplate as a “practical maximum” a
growth path that requires per-capita aggregate consumption to remain unchanged.
This would in turn raean thal per-capita consumption of individual commodities
should remain unchanged,*

According to this measure, per-capita absorption of each commodity in each of
the first-plan years would be the same as in the base period. It is obvious that normal
absorption measured in this way wouild differ significantly from that measured in the
former way only if per-capita national income changes are significant. Since per-
capita income changed very little over the relevant period, it does not seem useful
to obtain a second measure of normal absorption on the assumption of such a
“practical maximum” growth target,

We are now in a position to define the rates of import substitution,
consumption liberalization and export expansion on the basis of accounting identity
(3) above. By dividing (3) by X, we have

(A, - M) E
® Tx X

]
—
N

N
S~

4This ignores the effects of autonomous supply changes,
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The first term of the left-hand side of Equation (4) is the rate of import substitution.
This is the ratio of the change in normal absorption less the change in imports to
the change in production, The second term (the ratio of the change in liberalized
absorption to the change in production) is the rate of consumption liberalization.
The third term (the ratio of the change in exports to the change in production) is
the rate of export expansion,

The fact that the sum of the three rates equals one shows that together they
account for the entire chénge in production,

Statistical Methodology

Comparable data on production, import and export are available only for a few
commodities. While production in general is shown in quantity terms, trade data
are shown in values. The difficulty is a real one in view of the fact that import and
export prices are available only for very few commodities. To express trade data in
quantity terms we use domestic wholesale prices (where import and export prices are
not available).®

Normal absorption of a commodity for each of the first-plan years was
measured with the four immediate pre-plan years as base. The First Plan had as
its objectives a 15-percent increase in national income and a 20-percent marginal
saving rate.®* When the Planning Commission formulated its marginal saving target it
must have done so on the basis of expected gains in per-capita income. It is very
difficult to imagine that the Planning Commission would try to achieve a marginal
saving rate higher than the average without any gain in per-capita income, Thus, it
is necessary to interpret the saving target of the First Plan in terms of gains in per-
capita (rather than total) national income.

According to the expectation of its authors roughly haif of the increase in
national income during the First Plan was meant for sustaining the increased
population at the pre-plan per-capita income level (we call this part of increased
national income AYl). The other half was to provide an increase in per-capita
income (we call this part AYz). Thus, if income increases by 100 we have:

AY = 100 = AY, + AY,

AY1 = AY2 = 50

5The details about these prices and their sources are stated in the Appendix B.

5 The first-plan saving target was to achieve a 7-percent average saving rate in 1959-60
as against 5 percent in the immediate pre-plan year, 1954-55, See Planning Commission, First
Five Year Plan, (Karachi: Manager of Government Publications), p. 135. But index of income
was to increase from 100 in 1954-55 to 115 in 1959-60 (15-percent increase). Thus, the index
of saving was to rise from 5 in 1954-55 to 8.05 in 1959-60, The change in the index of saving
is, therefore, 3.05 percentageApoints while the change in national income index is 15. The

S 3.05

implied marginal saving rate is Z\_’ = Is

or approximately 20 percent.
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Increased saving (AS) must be 20, But increased saving out of AY , can be no greater
than that indicated by the base period average saving ratio (ASl =0.05, AY1 =12.5).
Hence, an additional 17.5 has to be saved out of AYz' This means a marginal saving
rate out of the increase in per-capita income of 35 percent.

Such a saving target implies that consumption expenditure for each year of the
first-plan period has to be constrained to a certain level. This constrained level of
per-capita consumption (which we call normal aggregate per-capita consumption)
is found by applying the following formula:

ForY, >V wehaveC =C Y +065(Y -Y) .............. (5a)

andfor Y <Y wehaveC =C Y ........................ (5b)
where

Y = per-capita income

= per-capita normal aggregate consumption

o average consumption ratio in the base period (0.95)

65 = planned marginal consumption ratio out of increase in per-capita
income

SACES!
H

"

current period
0 = base period

The above seems to be a plausible and realistic interpretation of the saving
target of the First Plan, A different formuia (5b) is used to measure normal
consumption for the years in which per-capita income decreases while formula (5a)
is used for all other years, This is done just to recognize that a reduction in per-
capita income is not likely to reduce per-capita consumption as much as is suggested
by formula (5a). In such a situation per-capita consumption is more likely to be
indicated by formula (5b).

Once per-capita normal aggregate consumption is measured for each year, the
next step is to estimate the normal absorption of an individual consumption good
by applying the foliowing formula:

) € T 6)

where Ei = per-capita normal absorption of the i-th good, and

e expenditure elasticity of demand for the i-th good.

= = = = Eio
Cit = Cio + (Ct - Co)(ﬁ

Ui

Total normal absorption of i in the period t (A_,) is found by multiplying Cit by the
population in perod t.
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Thus, normal absorption of a commodity is determined by two factors. The
first is the aggregate consumption constraint within which consumers must operate in
order to achieve the planned saving target. The second factor is consumer
preference as to the distribution of consumption expenditure among different
commodities (represented by the expenditure elasticities) within the overall
consumption constraint.

Some differences exist between aggregate normal consumption measured from
the Central Statistical Office (C.S.0.) national-income estimates and that measured
from the Planning-Commission estimates of GNP.” The latter estimates are higher
than the former mainly for two reasons: a) Planning-Commission estimates, unlike
C.S.0. estimates, are not adjusted for changes in terms of trade; b) Planning
Commission estimates are in gross terms, while depreciation is subtracted from gross
capital formation in C.S.O. estimates. Since the second factor affects the estimates
of all years more or less uniformly, it is no great cause for concern. The first factor
has, however, been changing over time — during the pre-plan years (base period in
our analysis) its effect was positive while in the first-plan period it was negative and
large. Thus, the exclusion of this factor in the Planning-Commission estimates results
in a higher growth rate than that shown by the C.S.O. estimates. Actually, by the
end of the first-plan period, the C.S.O. estimates indicate a decline in per-capita
income from the base period, while the Planning-Commission estimates indicate a
slight increase.

Although the Planning-Commission estimate is superior from the stand-point
of present-day methodology of national accounts, the C.S.0. estimate (with its
correction for terms-of-trade change) is perhaps a better measure of welfare and
capacity to save. We have used the C.S.O. estimates as our basic data. However, we
have also estimated the rates of import substitution, consumption liberalization and
export expansion on the basis of Planning-Commission estimates of GNP for the
terminal year of our period of analysis (1959-60).

EMPIRICAL FINDINGS

The rates of import substitution, consumption liberalization and export
expansion were measured for four import-competing industries (cotton cloth, sugar,
cigarettes and paper). We selected these industries because they produce
comparatively homogeneous consumption goods, the output of which has increased
very rapidly over the period studied, and because the relevant data are relatively
easily available. In addition, an export industry (tea) was studied in order to view
the problem of consumption liberalization in a different context.

"Both C.S.0. and Planning-Commission estimates are in constant (average 1949-50
through 1952-53) prices. Sources of these data are mentioned in the Appendix B.
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Cotton Cloth

Cotton cloth is by far the most important import-competing industry of
Pakistan. During the period under consideration (1951-52 to 1959-60) there was a
four-fold increase in its output. While in the beginning of this period nearly 70
percent of domestically absorbed cotton cloth was imported, in the later years
Pakistan emerged as a net exporter of this commodity.

Expenditure elasticity for cloth as a whole was found to be about 0.90 for
rural West Pakistan on the basis of a subsample drawn from the National Sample
Survey.® While elasticity is likely to be higher in urbpn areas, the elasticity for
cotton cloth is likely to be lower than that for cloth as a whole. Elasticities
measured for cotton cloth on the basis of Indian National Sample Survey are
somewhat lower. We decided to use an elasticity of 0.90 in calculating normal
absorption of cotton cloth, recognizing that this is probably a liberal estimate.

Calculation of normal absorption by use of the formula (6) above resulted in
values far smaller than actual absorption for all of the years. Consequently, the
measured rate of consumption liberalization was very high. By the end of the first-
plan period, 46 percent of the increased cotton-cloth production (over the base
period) represented consumption liberalization and 44 percent represented import
substitution (Table 1). The use of Planning-Commission estimates of GNP changes
the results only very slightly. The rate of consumption liberalization between the
base period and the terminal year (1959-60), in this case, is somewhat lower
(42 percent of the increased production) and the rate of import substitution is corre-
spondingly higher (48 percent).

Table 1

Cotton Goth: Rates of Import Substitution, Consumption Liberalization
and Export Expansion, 1955-56 -1959-60

(Base period = 1951-52-1954-55)

Import substitution Consumption liberalization
Period Cso Harming CSO Planning Export
national Commission national Commission expansion
income GNP income GNP
1955-56 0.2044 _ 0.7854 - 0.0102
1956-57 0.4773 - 0.4652 - 0.0575
1957-58 0.4691 - 0.5190 - 0.0119
1958-59 0.4099 - 0.5674 - 0.0227
1959-60 0.4356 0.4787 0.4632 0.4201 0.1012

8The sources of this and all other measures of expenditure elasticity are mentioned in
the Appendix B.
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Only 10 percent of the increased production represents export expansion of
cotton cloth between the base and terminal periods.

Sugar

Sugar is another important import-competing consumption-good industry.
During the period under review its output more than doubled and imports declined
from about 20 percent of total absorption during early 1950's to almost nothing in
1959-60.

Expenditure elasticity for sugar was found to be about 1.60 on the basis ofa
subsample drawn from the National Sample Survey (rural West Pakistan). This
seems too high when we compare it with the elasticities found for India. Urban and
rural elasticities found on the basis of Indian National Sample Survey are 1.08 and
0.93 respectively. The estimates used by Coale and Hoover to project food require-
ment for India also suggest a smaller elasticity.

While for West Pakistan, elasticity for sugar was found to be very high that for
gur’ and sugar together was found to be considerably lower - about 1.06. The high
expenditure-elasticity for sugar is probably due to the fact that, as income goes up,
a process of substitution of sugar for gur takes place. This substitution itself is
clearly undesirable from the standpoint of maximizing saving and conserving foreign
exchange.

We nevertheless used both the expenditure elasticities: measure A is based on
the lower elasticity (1.06) and measure B is based on the higher elasticity (1.60).
The use of either elasticity gives very high rates of consumption liberalization for all
the years. Before 1958-59 the rates of import substitution were negative. This is
because in all these years the increases in imports exceeded the increases in normal
absorption. By the year 1959-60 the rate of consumption liberalization was the
lowest of all years but still very high in an absolute sense. By this year 49 and 51
percent of increased output represent consumption liberalization according to
measures A and B respectively. The corresponding rates of import substitution are
47 and 45 percent. The use of Planning-Commission estimates of GNP gives some-
what smaller rates of consumption liberalization (41 percent according to measure A
and 40 percent according to measure B) and correspondingly higher rates of import
substitution (54 percent and 56 percent) for the year 1959-60. Export expansion
was less important, the rate being less than 5 percent.

Cigarettes

Cigarettes represent a consumption good which is supplied almost entirely by

domestic production. Whatever negligible amount was imported during the early

’Gur is a kind of raw sugar, a close substitute of sugar and probably an inferior good.
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1950’ has now almost completely been replaced by domestic production. Domestic
production over the period under consideration increased nearly four times resulting
in large increases in total and per-capita domestic absorption.

No estimate of expenditure elasticity based on Pakistan and Indian data is
available for cigarettes, We have expenditure elasticities for tobacco, however,
(0.77 in urban, and 0.88 in rural areas) based on the Indian National Sample Survey.
Since the elasticity for cigarettes is likely to be higher than for tobacco, we used an
elasticity of one, which is considerably higher than both urban and rural elasticities

“for tobacco.X®
Table 3

Cigarettes: Rates of Import Substitution, Consumption Liberalization
and Export Expansion, ]1955-56 -1959-60

(Base period = 1951 -52—1954-55)

Import substitution Consumption liberalization
Period C.5.0. Planning C.S.0. Planning Export
‘ national Commission national ~ Commission expansion
income GNP income GNP
1955-56 0.0705 - 0.9295 - -
1956-57 0.1542 - 0.8458 — -
- 1957-58 0.1283 — 0.8717 — -
1958.59 0.0787 - . 09213 - -
195960 0.0933 . 01254 0.9067 0.8746 -

As is shown in Table 3 most of the increased output represents consumption
liberalization (on the average 90 percent for every year). Consequently, only about
10 percent of the increased output represents import substitution.

~ The use of the Planning-Commission estimates to calculate these rates for the

terminal year (1959-60) changes the results only very slightly, The rates of con-
sumption. liberalization and import substitution, thus measured, are 87 percent
and 13 percent respectively for 1959-60 (as against 91 percent and 9 percent based
on C.5.0. estimates of national income).

Writing and Printing Paper

Domestic production of paper started early in the 1950°. Imports, however,
have not been replaced significantly because domestic absorption has been increasing
rather rapidly.

Wrhis measure is quite arbitrary and elasticity of gigarettes may actually be still higher in
view of the fact that here too a process of substitution of cigarettes for bidis probably takes place
as income rises. However, we do not have any quantitative knowledge about this,
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The problem of measurement is complicated by the fact that no estimate of
eéxpenditure elasticity for paper is available for Pakistan or India. Expenditure
elasticity for education was found to be 1.6 and 1.8 respectively for urban and rural
India on the basis of National Sample Survey. We assumed the elasticity for paper
to be 1.8 on the assumption that absorption of paper for writing and printing
purposes may vary directly with the rate of expansion of education.

* As is shown in Table 4 (except in the year 1958-59) consumption liberaliza-
tion has been very great and correspondingly a very small percentage of increased
output represents import substitution. For the terminal year (1959-60) the rates of
import substitution (based both on C.S.0. and Planning-Commission estimates of
national income) are negative — the increase in imports in that year exceeded the
increase in normal absorption (measured on the basis of either estimate of national
income). Correspondingly, consumption liberalization represents more than 100
percent of the increased production for that year (128 percent on the basis of
C.S.0. national income and 117 percent on the basis of Planning-Commission GNP),

Table 4

Paper: Rates of Import Substitution, Consumption Liberalization
and Export Expansion, 1955-56 —1959-60

(Base period =:1951-52—1954.55)

Import substitution Consumption liberalization
Period C.S.0. Planning CS.0. Planning Export
national Commission national Commission  expansion
income GNP income GNP
1955.56 0.0725 - 09275 - -
1956-57 0.1838 - 0.8162 — -
1957.58 0.1078 - 0.8922 — —
1958.59 04272 - 0.5728 - -
1959-60 —0.2806 —0.1685 1.2806 1.1685 -

Tea

The case of tea presents altogether a different story. Tea is an export item
rather than an import substitute, Over the 1950’s its output increased very little,
the annual growth rate being just below one percent, Domestic absorption neverthe-
less increased very rapidly, As a result (since production was more or less stagnant)
the volume of exports declined sharply. Average annual export during the first-plan
period amounted to only about half of that during the pre-plan years.

No Pakistan or Indian estimate of expenditure elasticity for tea is available.
In calculating normal absorption we used for tea the expenditure elasticity for gur
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and sugar (1.06). Since tea and these goods are to a large extent complementary in
use, their expenditure elasticities are unlikely to be vastly different.

The resulting estimates (Table 5) show very high rates of consumption liberal-
ization for all the years. Since production remained more or less stagnant, this
required a corresponding contraction of exports. Thus, the rate of export expansion
is shown as negative and large in absolute value. The rates for the terminal year have
again been calculated on the basis of both C.S.0. and Planning-Commission estimates
of national income. As can be seen from Table 5, the two measures differ only
slightly.

Table 5

Tea: Rates of Import Substitution, Consumption Liberalization
and Export Expansion, 1955-56 —1959-60

(Base period = 1951-52 -1954-55)

hnpo}t substitution (Eonsumption liberalization
Period C.S.0. Planning C.S.0. Planning Export
national Commission  national Commission expansion
income GNP income GNP
1955-56 9.1321 — 2342075 — -242.3396
1956-57 1.1191 — 2.6135 - —2.7326
1958.59 2.0262 — 12,7813 — —13.8074
195960 1.0435 1.4080 3.2190 2.8546 —3.2626

Note: The rates for 1957-58 are not shown, Since the change in production for that year was
negative, the measured rates do not have their normat meaning,

SUMMARY AND CONCLUSIONS

If the expansion of domestic production of a commodity aims only at import
substitution, such expansion need be no greater than the increase in normal
absorption less.the change in imports. If domestic production expands beyond this
level (without a corresponding increase in exports) domestic consumption can be
said to have been liberalized. Likewise, in the case of an export good, consumption
liberalization occurs when domestic production expands beyond the increase in
normal absorption plus the change in exports (without a corresponding decrease in
imports).

In either case, there is a diversion of resources away from the output of
investment goods, exports or other import substitutes, with a corresponding shortfall
of domestic saving. Thus, the ability of the economy to increase investment and the
rate of growth or to reduce its dependence on foreign finance is to that extent
retarded.



Import Substitution etc. 13

The findings of the present study reveal very substantial liberalization of
domestic consumption for the five commodities studied. Moreover, from these cases,
we can distinguish several types of interrelationships among production, imiports
_ and exports that can be associated with consumption liberalization.

Cotton cloth and sugar represent, perhaps, the classic case, with increased
production permitting an evolution from dependence on imports to modest export
surplus, The fact that domestic absorption rose abnormally, however, means that the
export surplus was less than it would otherwise have been,

In the case of cigarettes, imports and exports were negligible or nil throughout
the period studied. Some import substitution occurred because normal absorption
would have required rising imports in the absence of any increase in domestic
production. But domestic production increased far beyond this requirement to
permit a very great liberalization of consumption.

Imports of paper actually increased over the entire period by more than the
rise in normal absorption, i.. import substitution was negative. Since the rise. in
domestic production just maiched the rise in normai absorption, consumption
liberalization was just equal to the rise in imporis.

Finally, in the case of tea, imports were negligible and the rise in domestic
production was not very great. Accordingly, consumption liberalization was roughly
matched by the decline of exports.

The fact that actual consumption of each of these commodities rose faster than
the stipulated normal rate needs explanation. Our estimate of normal absorption is
based on what we consider to be normal consumer behaviour (given the planned
consumption constraints, population growth, per-capita income change and income
elasticities reflecting consumer prefersnces). Why did actual consumer behaviour
greatly deviate from this norm?

The high degree of protection that precedes the process of import substitution
usually allows (probably induces) an excessive concentration of investment in the
protected industries. Once the capacity is created (export possibilities being non-
existent or unexplored) the tendency is to utilize the capacity by inducing domestic
consumption through sales promotion, as well as pressures to keep taxes and other
constraints on the consumption of these goods at a minimum, :

Moreover, an automatic “‘decontrol’ of consumption takes place as the process
of import substitution goes on. In an economy where the only effective control of
consumption consists of import licensing, the replacement of imports by domestic
production gradually renders such consumption controls ineffective. Thus, domestic
absorption of the import-substituting goods. is likely to grow at a faster rate than for
other goods,

Part of the mechanism producing this result might be the removal of rationing
or other direct controls on consumption of the import substitutes. In the absence of
direct controls, changes in relative prices would serve a similar purpose,
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Consumption of those goods which are not produced domestically (or whose
production expands slowly) would continue to be controlled by quantitative import
restrictions. The result would be relatively high prices which ration the consumption
of these goods. In the protected import-substituting industries, however, output
expands much more rapidly (for reasons discussed above) and as a result prices would
decline relatively, inducing greater consumption.

The case of the import substitutes considered in this paper closely
approximates the above situation. The production of these four commodities
(cotton cloth, sugar, cigarettes and paper) increased much more rapidly than national
income and, in the aggregate, their growth rate exceeded that of industrial
production as well, Moreover, domestic absorption of these commodities increased
at a rate so far in excess of the rate of increase of aggregate consumption that no
conceivable set of expenditure elasticities could explain the divergence. Correspond-
ingly, as is shown in Table 6, the prices of these four commodities increased at
a slower rate than that of the general price level.

Table 6

Price Movements, 1955-56 — 1959-60
(1951-52 — 1954.55 = 100)

General Cotton

Year price cloth Sugar Cigarettes Paper Tea
index
1955-56 97.30 82.38 91.44 99.44 96.12 139.91
1956-57  126.83 8821 88.87 107.75 96.12 125.44
1957-58 122.75 97.12 105.51 86.98 97.25 132.89
1958-59  127.16 97.44 122.86 82.11 94.36 140.35
1959-60 134.21 119.86 114.87 80.84 97.52 168.86

Source: LD.E. A measure of Inflation in Pakistan, 1951—-60. (Karachi: [Pakistan] Institute of
Development Economiics, 1961).

In the case of tea (which is an export good and not an import substitute)
liberalization was made possible by quantitative restrictions on the volume of
exports. ’

Finally, the divergence between actual and normal absorption may be
explained in part by the fact that our estimate of the latter does not take into
account the possible effects of shifts in the distribution of population and income
as, for example, the shift in favour of the urban sector at the expense of the rural.
The fact that in the course of economic development this kind of structural change
is likely to create upward pressures on the consumption function, however, only
emphasizes more strongly the need for curbing the growth of urban demand for
import substitutes.
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The question may be asked whether consumption liberalization of the goods
considered above meant entirely a substitution of these products for others which
became relatively dearer, or, at least partly, an upward shift in the consumption
function. If it was only a substitution process arising out of autonomous supply
changes then it should be regarded as simply a distortion of the pattern of
consumption with no effect on aggregate saving. It might be argued that since per-
capita income change over the period was insignificant (slight decline according to
C.S.0. and slight increase according to the Planning Commission) the whole process
of consumption liberalization should be viewed in this light.

Without claiming to disprove such a contention, two important considerations
must be raised against it. While it is true that aggregate consumption per capita could
not increase because there was no gain in per-capita income, this is the ex post
result. But what is crucial for the growth effort is instead the ex ante propensities to
save and consume. One could equally well argue that the stagnation in per-capita
income itself was due to a high propensity to consume in the first instance. And it
is quite plausible that the high propensity to consume was at least partly due to the
emphasis on import substitution with its consequent consumption liberalization.

Moreover, a process of pure substitution would presumably require the
tightening of constraints on the consumption of other goods (via taxes or stricter
import licensing) as constraints on the consumption of import substitutes diminished
with increased domestic production. Since there is no evidence of this, the
presumption is that the liberalization of consumption of import substitutes meant
a liberalization of consumption in general.''

11
For a comprehensive analysis of the effects of import-substitution policy on growth,
see J. H. Power, "Industrialization in Pakistan: A case of frustrated take-off?" in this issue of
Pakistan Development Review, pp. 191-207.



Appendix A

Table A-1
Cotton Cloth
(in thousand yards)
Normal -absorption Liberalized absorption
Year Production  Impert Export  Domestic CS.0. Planning C.S.0. Planning §
absorption  national Commission national Commission 5
income G.NP. income G.NP. g
Average apnual v g
1951.52-1954.55 261,733 107,263 501 368,495 368,495 368,495 - - ?
1955.56 482867 66,944 2,752 550,059 367,381 - 173,678 - =
1956-57 521,781 13,488 15,464 519,805 358,841 - 120,964 -
1957-58 555,755 3,511 3,987 555279 402,671 - 152,608 —
1958.59 598,050 1,648 8,146 591,552 400,722 - 190,830 —
1959-60 607,235 4,271 35,476 576,030 415,998 430,900 160,030 145,130
Table A-IT
Sugar
(in tons)
Normal absorption Liberalized absorption
| C.5.0. national Planning Commis- C.S.0. national -
Year Production Import Export Domestic income - sion G.N.P. income 3
absorption 3
Measure Measure  Measure  Measure  Measure Measure A
A B A B A B %
Y
Averapge annual =
1952-53 ~1954-55 80,303 19,143 - 99451 99451 99451 99,451 99451 - - g
©1955-56 103,576 39598  — 143174 99476 97,352 - - 43,698 45822 S
1956-57 107,799 25938  — 133,737 106,117 106,245 - - 27,620 27,491 3
1957-58 157,352 37,247 - 194,599 106,911 106,295 — — 87,688 88,304
1958-59 169,094 13,060 422 181,732 105,892 103,574 - - 75,840 78,158
1959-60 144,576 13 3,028 141,561 110,251 108957 115,004 116,133 31,310 32,604

Liberzlized absorption (Planning-Commission GNP) for 1959-60:
Measure A : 26,557
Measure B : 25,428

LT



Table A-III
Cigarettes
(in million cigarettes)
- Normal absorption Liberalized absorption
Year Production Import Domestic C.S.0. Planning C.S.0. Planning
absorption  national Commission  national = Commission
income GNP income GNP
~ Average 1951-52 —1954-55 3,860 33 3,893 3,893 3,893 - —
1955-56 5,038 1 5,039 3,944 — 1,095 —
1956-57 5,903 21 5,924 4,196 — 1,728 —
1957-58 6,963 - 6,963 4258 - 2,705 -
1958-59 8,142 1 8,143 4,198 — 3,945 -
1959-60 9,257 1 9,276 4,366 4,540 4910 4,736
Table A-IV
FPaper
(in tons)
Normal dornestic absorption Liberalized absorption
Year Production  Import Domestic C.S.0. Planning CS.0. Planning
absorption national Commission national  Commission
income GNP income NP
Average 1951-52 —-1954.55 6,363 9,934 16,297 16,297 16,297 - -
1955-56 21,590 8,467 30,057 15,934 - 14,123 —
1956-57 24 398 7,863 32,261 17,541 — 14,720 —
1957-58 23,752 9,265 33,017 17,503 - 15,514 -
1958-59 19,112 5,142 24,254 16,952 -~ 7,302 -
195960 17,813 14,753 32,566 17,903 19,187 14,663 13,379
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Per-Capita Normal Aggregate Consumption Measured

from C.S.0. National Income
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Appendix B

Table B-l1 shows the calculation of per-capita normal aggregate consumpiion
on the basis of C.S.0. national income.

Table B-I
Constant Population Constant Constant price
price obtained by price per-capita
Year national interpolation per-capita national
mecome ncome consumption
(Y) (€)
ey ) (3) “)
1951-52 18,522 77,463 239.117 %
1952.53 18,761 79,121 237.12 % #
1953-54 19,727 80,814 24410 { & 8
1954-55 20,064 82,543 243.07 | = 2
1955-56 19,586 84,309 232.31 220.69
1956-57 20,882 86,113 242.50 229.88
1957-58 21,01t 87,956 238.88 226.94
1958.59 20,850 89,838 232.08 220.48
1959-60 21,683 91,761 236.30 224.49

Note: National income in million rupees; population in thousands; per-capita income and per-
capita national consumption in rupees,

The method of calculation is as follows:
is taken from C.S.0., Statistical Yearbook, 1962, p. 226. These

Column (1)
Column (2)

Column (3)
Column (4)

are in constant (1949 — 53) prices.

is calculated on the basis of annual population growth rate of 2.14
between the years 1951-52 and 1961-62,
= Column (1) + Column (2).

is obtained by using the following formula: where

Y, >Y weuseC =C Y _+065(Y, - Y ) and where

Yt < "70 we use Et = C_ Y,. For explanation and meaning of the

symbols, see, Statistical Methodology on pages 211 — 213.
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Per-Capita Normal Aggregate Consumption (for 1959-60)

Measured from Planning Commission GNP

Using our population estimates and the Planning Commission's GNP estimates
(taken from Planning Commission, Revised Estimates of Second Plan, p. 30) we have
per-capita income in constant (1949 - 53) prices:

1954-55 - Rs. 250.41
1959-60 - Rs. 255.45

Such estimates for the other three base years (1951-52 through 1953-54)
are not available. We, therefore, estimate the annual average per-capita income
during the base period (1951-52 through 1954-55) as follows:

According to the C.S.O. estimates, annual average per-capita income during
the base period is 0.9909 of that in 1954-55. Assuming that the same ratio holds for
the Planning-Commission estimates, we have base period per-capita income (annual
average) according to the Planning-Commission estimates as: 0.9909 of
250.41 = Rs. 248.13.

Per-capita normal aggregate consumption for the year 1959-60 is then found
by applying the formula used in calculating Column (4) of supporting Table B-I.

Sources of Data

(i) Production figures are taken from the sources noted below against the
names of the commodities:
Cotton cloth: C.S.0. Monthly Bulletins
Sugar: -do-
Cigarettes: -do-
Tea: Ministry of Food and Agriculture. Crops, Vegetables and
Fruits in Pakistan, 1959 (for 1952-53 through 1957-58);
Report of the Economic Appraisal Commission, 1952 (for
1951-52); C.S.0. Monthly Bulletin, October 1960 (for
1958-60).
Paper: C.S.0. Monthly Bulletin; [Pakistan] Institute of Develop-
ment Economics (P.I.D.E.), A Measure of Inflation in
Pakistan, 1951-1960. Monograph 4. (1961).

(ii)  Import data are taken from the following sources:
Cotton cloth and tea: C.S.0. Statistical Yearbook, 1962.
Sugar, cigarettes and paper: Unpublished C.S.0. data.
All export data are taken from C.S.O. Statistical Yearbook, 1962.
(iii)  All prices are taken from A Measure of Inflation in Pakistan, op. cit.
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(iv) Expenditure elasticities for Pakistan are those calculated by Dr.
Christoph Beringer, Research Adviser at the [Pakistan] Institute of
Development Economics on the basis of a subsample drawn from the
National Sample Survey (West Pakistan, Rural).

Expenditure elasticities for India are taken from the following publications:

(a) Indian Statistical Institute, Studies on Consumer Behaviour, 1960.

(b) National Council of Applied Economic Research, Long Term Projection
of Demand for and Supply of Selected Agricultural Commodities, 1962.
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